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Lane Kerns

Re: 
Current view of the Stock Market


Our Current Positions


Get Your Head Straight

All indexes were down for the week ended May 10: the Dow was down 0.67%%, NYSE was down 2.09%, S&P 500 was down 1.72%, OTC was down 0.76% and the Russell 2000 was down 3.82%.     YEAR TO DATE RETURNS: All indexes negative with the S&P500 down 8.1%, the Dow down .2% OTC down almost 18%!!!  

Our Decision Model measures the NYSE as dominant over the NASDAQ.  One of the characteristics of a NYSE dominant market is higher daily volatility (both good and bad volatility) and is usually associated with higher risk…in fact, almost all “bad” things that surprise us most have a tendency to occur when the NYSE is dominant.  THIS DOES NOT MEAN THAT IT WILL HAPPEN.   

The deterioration in the market is consistent with several things that I am seeing:

1.  The rally that we saw in early March in the large cap indices, and into mid-April in the small caps, was at the 20-week cycle top.  Now the markets are headed downward toward the 20-week cycle low in mid-June.  At the same time the 20-week cycle bottom is starting to occur, there is a 40-week cycle low due in mid-June also.   Because of these market cycles and factors listed below, the market is in a corrective mode until June. Whether it is a downward correction or merely a sideways correction is up in the air, but a correction is a must.

2.  “Sell in May & Go Away” Historically, the period from the 4th trading day in May to the last trading day in September is a good time to send your money on vacation – or at the very least, be very attentive.  If we measure the period from 1950 through 2002 and divide each year into two periods and look at the growth of the S&P 500 during each of those two periods, the results are very interesting.  The two periods are: (1) The fourth trading day in May through the last trading day in September and, (2) The first trading day in October through the third trading day in May.  

If you had invested $10,000 in 1950 on the fourth trading day of May and left it invested in the S&P 500 through the last trading day of September and then took your money out of the market for the remainder of the year – and continued that practice every year through September 28, 2001, your $10,000 investment would be worth the whopping total of $10,819.  On the other hand, if you had done just the opposite, invested your $10,000 only for the periods from the first trading day in October through the third trading day in May, your $10,000 would have grown to $507,584.

The above two items fall in the category of “what SHOULD happen” if we rely blindly on cycles and historical patterns.  I learned the hard way when I first started managing money that knowing what SHOULD happen does not guarantee that it WILL happen.  It especially does not guarantee WHEN it will happen.  For that we rely on our decision model which measures what IS happening.  

A CORNERSTONE OF OUR FUND MANAGEMENT IS TO NEVER SELL A FUND IN AN UPTREND.  Daily monitoring is necessary at this time.  Only one of two things could occur: (1) the markets become so bad that everything goes down (we’ll short or sell) or (2) the markets will improve and we’ll hold fund that are in up trends.   All positions in all funds held now are suspect.

OUR CURRENT POSITIONS 
Our Models all are up nicely Year-To-Date but suffered downturns for the week.  For the year ending 4/30/02, our Aggressive Model out performed the S&P 500 by 18.76%.  Our Moderate Model was ahead by 19.63%.  Our other two models, Conservative and Stable both made good money while the S&P lost.  Both Aggressive and Moderate have outperformed the S&P for the last 1, 3 and 5 years.  

The small cap value funds/indexes have been the most productive place for us over the last several months but that is changing right before our eyes.  Conclusion:  Our conservative funds are beginning to be eliminated as they are indicating a downtrend.

DO YOU HAVE THE RIGHT MINDSET TO BE A GOOD INVESTOR?

I received a call from a participant in one of the 401(k) plans for which we provide Investment Advisory services. We had recommended replacing a poor performing fund option in his Plan with one we think should perform better.  He said we were selling something low and replacing it with high priced shares.  The individual seemed to feel that just because something goes down, it will go back up.  He may be right, but that philosophy guarantees that a person’s portfolio will eventually fill up with losers if you only sell things that are up and never sell anything that is down.

I once read, “The primary objective of the average investor is just to break even, not make money.”  As an example, the article quoted a person talking about wanting to hold a fund that was down until its price got back up to what the individual had paid for it – in other words – break even.  It seems counter-productive to hold investments that are down when others are available that are performing better in the current market.  

As far as his comment that he is buying shares that are at their bottom and replacing them with high priced funds, as you know the share price of different mutual funds are not comparable. Also, it presumes that he knows where the bottom is for a given investment and that others are high priced.  I encourage people to think as if they are investing for the first time.  Given the current choices, where would you rather have your money, with a manager that has proven that he knows how to get results in the current market environment and has done so consistently over the last three years or one that has proven that he can’t?  We are looking at managers with long-term consistent performance when compared to funds of the same investment category.  If the fund manager has consistent performance, he will not be replaced.  If he does not have it, why would anyone want to leave money with him?  I think plan Trustees need to protect some people from themselves.

Today in The Wall Street Journal, there was an article entitled Stock Rally Loses Momentum as Old Market Engines Sputter.  It pointed out that since the January 14th, 2000 peak for the DOW Jones 30 Industrial stocks, 25 of the 30 are down.  One is down 67.7%, five are down more than 40%, and eighteen are down over 20%.  Some of the best loved stocks of the 1990s have fallen off the list entirely including Cisco Systems and Oracle, both of which have lost more than 80% of their market value.  Two others are also gone. I can’t pass up the opportunity to mention that, for the same period not only did we “hold our client’s money together” - we were up.

CONCLUSION

Another of our basics is that it is much easier to make money if we don’t have to make up what we lost.  In other words, try not to lose money.  Boy did we learn that the hard way!  To control losses, make sure you have stop-losses below which you will not hold an investment.  Don’t fall in love with any single investment – it is just an investment – sell it if it doesn’t meet your criteria.  In a sideways to down market, don’t trust the things that worked in an up market.  Have a ranking or screening system that tells you where the lowest risk investments with the highest return are.  One of the tools we use is the “Ulcer Index” – more on that in later letters.  

This letter will be published periodically with my views on the market, investing and things that seem important to me at the time.  Remember, all of this is filtered through over 40 years of experience including a fair amount of both “Good Judgment” and “Bad Judgment”.  Or, as a friend of mine says, we may not be right but this is our opinion.  Please feel free to share this with anyone you think might be interested.  If someone would like to be put on the list just send me an email with his or her email address.  You can reach me at:

Lane Kerns

MLK Capital Management, Inc.

(713) 993-0949

(800) 945-2125

LaneK@MLKerns.com 

UNSUBSCRIBE  

If you do not wish to receive my commentaries, please type UNSUBSCRIBE on the subject line and return click reply.  We will gladly remove you from the list.
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