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q Tell us a little bit about your background and
                why you founded MSR?

Mr. Peluso:
I originally studied Physics at Princeton University in
the early 1960’s, where we became trained to look at
almost all physical phenomena as if they could be de-
scribed by a series of wave or cyclical motions which
are the solutions of a set of differential equations. I held
a Putnam Fellowship in mathematical physics at
Princeton’s graduate school, where I programmed an
early IBM mainframe computer to find solutions to such
equations in one of their research programs. Later, while
I was teaching a refresher course in Calculus for engi-
neers at a subsidiary of Union Carbide, several of the
attendees showed me a book of stock price charts. My
first response was “look at all the oscillators”, as it was
apparent that stock prices seemed to fluctuate in a se-
ries of successive cycles. The connection of this obser-
vation to my work in mathematical physics eventually
became clear, and I was fascinated by its implications.
I then set about doing a computer research study of stock
price movements, which led to the formation of the re-
search firm, which is now called Market Systems Re-
search, Inc.

MSR Advisors was founded by myself as an outgrowth
of an institutional research product for stock selection
that I have made available since 1970. In 1984, Pied-
mont Management Company, whose money manage-
ment subsidiary subscribed to my report, approached
me with the idea of applying the techniques used in my
stock selection letter to the institutional marketplace. I
agreed and MSR was formed.

q Who is Lexington and what is its relationship
                to MSR?

Mr. Peluso:
MSR Advisors is an affiliate of Lexington Management
Corporation (LMC). Lexington Management Corpora-
tion is an investment advisory firm, which is 100%
owned by Lexington Global Asset Managers,
Inc.(LGAM), a financial services holding company.
MSR is 65% owned by LGAM. I own the remaining
35%. In addition, LMC’s trading, accounting, and mar-
keting departments support MSR. Robert DeMichele is
President and CEO of LMC and Chairman of MSR
Advisors and acts as co-portfolio manager on the Lex-
ington/MSR Market Oriented portfolios. We have been
working together since the product’s inception.
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Lexington also utilizes MSR as subadvisor for two pub-
licly traded mutual funds; (1) The Lexington Natural
Resources Variable Annuity, and (2) The Lexington
Small Cap Fund. Since the methodology behind the
Lexington/MSR Market Oriented product can be ap-
plied to more than one universe of stocks and, since the
process has worked so well within the S&P 500, we
thought it wise to apply the same process to other uni-
verses. So far our decision has proved to be excellent.
The Natural Resources fund is one of the top rated funds
in its category, and after one full year, the small cap
fund ranked in the top 20% of all small cap funds for
1998.

q As an investment firm with strong research origins,
               how has your investment approach changed since
               your early days as a firm?

Mr. Peluso:
The original computer project to develop our stock se-
lection system was carried out by our research firm
during the late 1960’s. Stock market data was included
from the 1870’s in order to confirm mathematically what
we had been observing, that financial markets have a
strong statistical tendency to act as if they are

a system of price cycles. The research program also
made it possible to identify and measure the actual se-
ries of price cycles involved. A twenty-year retrospec-
tive study was then conducted on individual stocks in
order to test our ability to monitor and describe this
system with a set of programmed equations.

Essentially, the stock market model we created has re-
mained the same since 1970, and it has been very suc-
cessful. This is so because the underlying principles
involved in the system were tested through several secu-
lar bull and bear markets. It is well known in the indus-
try that many back tested financial models have actu-
ally failed when they were finally put to use. The rea-
son for this is that the models have not been tested over
at least a “full set” of cycles.

In 1990 we submitted the entire history of MSR’s pub-
lished portfolios (1971-1989) for a performance evalu-
ation conducted by Professor Zarowin and his staff at
the New York University’s Graduate School of Busi-
ness Administration. The research project concluded that
1) MSR’s portfolios had earned abnormal returns above
the market 2) that the alpha values were statistically
significant, i.e. the results were unlikely to have occurred
by chance, and 3) the abnormal returns were generated
with no additional risk relative to the S&P 500. It was a
very
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satisfying confirmation of the significance of our re-
search.

During the mid 1980’s, when we started a transition
from a pure research to an asset management firm, the
computer programs were reviewed and we saw that we
could upgrade the equations in order to improve the
statistical reliability involved with handling the data.
However, the basic principles of the MSR model for
financial markets have remained the same. After the
system had been put to use running real money, and
after the first six years, MSR ranked in the top 1% of
portfolio managers, even some of our well wishers were
surprised. But this was confirming that our original re-
search model had been developed and tested properly.

q What are the most important factors you look for in
               accessing the potential of a company as an invest-
               ment?

Mr. Peluso:
The Lexington/MSR Market Oriented product combines
a proprietary price driven model with an analysis of fun-
damental characteristics within a team approach to se-
curity selection.

Three basic concepts serve as the foundation of our
 process:

Proprietary Price Driven Model
Fundamental Screening
Portfolio Construction/Upgrading

The first step is Price Driven. Our proprietary price
driven model is used to determine where a stock is lo-
cated within its cycles and to mathematically overlay
the cycles on one another in order to rank all S&P 500
stocks according to their potential for price apprecia-
tion. The first step narrows the universe from 500 to
100 stocks.

The highest ranked stocks are those that have the most
positive net ratings when screened through a series of
at least four, and sometimes six price cycles. Cycles of
approximately six months and one year in size are moni-
tored mathematically in order to identify the detailed
price cycle for each stock. Based on this pattern, the
system will make a numerical estimate of the strength
in the longer term movements, e.g. approximate 2 year
and 4 year cycles. This is one of the reasons why the
Lexington/MSR approach cannot be considered a “mo-
mentum” strategy. Basically, momentum players tend
to focus on a relatively short-term movement in a stock,
a process that does not require confirmation that there
is adequate support in the longer-term cycles. In fact,
many momentum managers had dismal performance
during the last several years, while the Lexington/MSR
strategy more than kept pace with the market.

The second step is the analysis of Fundamental
Characteristics. These quality screens evaluate 1)
the integrity of the business (reflecting a preference
for firms with a secure place in the market), 2)
earnings growth/momentum, 3) strong finances,
and 4) high liquidity. The second step narrows the
universe from 100 to 50 stocks.
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q What types of companies make up your investment
               universe?

Mr. Peluso:
Our universe for the Lexington/MSR investment port-
folios is the S&P 500 only. Our strategy has, therefore,
never bought a stock outside the S&P 5 00, yet we have
outperformed this index as a benchmark for the 1, 3, 5,
7 and 10 year time periods. On a risk-adjusted basis,
the returns are even more compelling.

q Do you rely only on your own research or do you
               rely also on other sources.

Mr. Peluso:
We rely primarily on our own research. However, be-
cause we also utilize fundamental screening to include
earnings momentum, among other screens, on a sec-
ondary basis we do make use of some outside sources
as well.

q You talk about long term growth. What is the
               average cap-size of the companies you typically
               buy and how high is your annual turnover?

Mr. Peluso:
Over the past 14 years, our average cap size has ranged
between a low of $3 billion and a high of $32 billion.
Because our universe is the S&P 500, we can be con-
sidered primarily a large cap manager, albeit, with a
fairly wide range of stocks to choose from. As for an-
nual turnover, we average about 100%.

q How important are industry sectors?

Mr. Peluso:
Industry sectors are important within the context of our
overall risk control process and our top down alloca-
tion to these sectors. Typically, we will never be more
than 2.Ox an S&P 500 sector for overweight positions
nor less than 0.5x for our underweight positions. Since
the past several years have been defined as fairly nar-
row markets, with two or three sectors accounting for
the majority of the S&P 500 performance, it has been
important to identify the right sectors and to underweight
the underperforming sectors. Interestingly, our propri-
etary methodology can be aggregated on a sector level
to identify trends, both positive and negative, which
have aided in our stock selection process.

q How do you maintain diversification and avoid
               over-concentrating your portfolios?

Mr. Peluso:
We maintain diversification in three ways: (1) We buy
50 stocks for each portfolio, (2) no one stock can

exceed 5% of the total portfolio, and (3) we will limit
our sector overweights to no more than 2.Ox the S&P
500 weights and our underweights to no less than 0.5x
the S&P 500 weightings.

q You apparently believe in cyclical market forces.
Are they based on market fundamentals and what
causes them?

Mr. Peluso:
Our research, which covers many years of stock market
data, yields a high level of statistical reliability that cy-
clical market forces exist. The record of our past pub-
lished portfolios, as well as the real-time investment
record (which is over 14 years), indicate a high level of
significance that this research has added value to the
performance of our portfolios.

Certain price movements appear to correlate with dif-
ferent factors. For example, the approximate 4-year
cycle for the stock market is often called “The Presi-
dential Cycle”. The fourth year of this cycle often sees
a significant market low near the mid term elections,
and liquidity is often added to the market at this point,
often in the form of lower interest rates or increased
money supply. The cycle also has a statistical tendency
to phase ahead of significant changes in corporate earn-
ings, and this has led to the observation that the stock
market often has an ability to “anticipate” such changes
in the economy.

In addition, there is an approximate 1 year cycle in stock
market fluctuations which at anytime is likely to show
a measurable affect on at least two-thirds of the indi-
vidual stocks. Historically, during this century, on a sta-
tistical basis, and outside of tax considerations, one
could have matched almost all of the market’s gains by
being invested between November and April of each
year, while in the remainder of the year T-Bills would
have done better. In the MSR Model, each stock is
tracked separately on the computer in order to deter-
mine its phase or position within each of the cycles.

An elementary model for cyclical motion is provided
by a simple pendulum. The pendulum cannot swing too
far to the left or right beyond its equilibrium point be-
fore it is finally reversed by the force of gravity. So too,
the stock market in its secular movements of approxi-
mately 15 years and 30 years duration will eventually
reach the limits of Over Valuation that it will endure,
before the financial restoring forces (similar to gravity)
will eventually take hold. There are additional intrigu-
ing relationships that can be identified concerning the
sources of cycles, but they are more complex mathemati-
cally, and the above examples should be sufficient here.

qqqqq Does a company’s earnings growth become a factor
               in  your analysis?

Mr. Peluso:
A company’s earnings growth does become a factor in
our analysis. It comes into play in the second part of
our  process - fundamental characteristic screening. We
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want to invest in companies that have high ratings with
respect to our proprietary price model but also those
that can continue to deliver high expected earnings
growth over time. We utilize both internal and external
sources to identify those companies with the strongest
expected earnings growth.

q You say your portfolios are upgraded at six-month
               intervals. Why six months and does it make a
               difference when the six month period begins or
               ends?

Mr. Peluso:
Early on we identified with research studies that six-
month holding periods would tend to produce the most
optimal results. The performance of portfolios main-
tained for a one-year period tended to underperform
those, which were held for six months by a factor of
20% to 25%. In addition, those held for longer than six
months tended to demonstrate too much drift in the se-
lection ratings of the stocks, so that it was clear that we
were losing too much of our “edge” on the market.

Also, the selection system was mathematically created
so that its minimum quantitative response would usu-
ally come with respect to changes that were measured
in the 6-month cycle position of the stock. Responses
to smaller cycle movements would, therefore, tend to
not affect the ratings very much. What this means is
that a general upgrade of the portfolio more often than
six months would probably not add statistical signifi-
cance. Although it would always be better to start a
portfolio at a low in the stock market’s approximate

six month cycle, theoretically for a portfolio which is
invested for the long run it should not matter at what
point the six month period begins, as long as the port-
folio is then upgraded at a six month interval. This
made it possible for us to create a study with our origi-
nal research clients way back in the early 1970’s in
which the portfolios would be upgraded at exact six
month intervals at the end of December and June of
each year. Such an approach had the additional ben-
efit of eliminating any market timing from the result,
while demonstrating that the performance was based
on pure stock selection. The results turned out to be
excellent, thereby launching our research firm into a
very successful period.

qqqqq You are described as a technical analyst. Do you
              consider any fundamentals when putting together a
               portfolio?

Mr. Peluso:
Our original work on the MSR model predates by at least
a decade the more recent research on Chaos Theory. But
the two are actually closely related. This type of research
actually goes beyond what is usually understood to be
technical analysis.

Our quantitative methodology, which ranks all of the S&P
500, does rely on price as the only input. However, once
we narrow the list to 100 stocks, several other factors come
into play in order to arrive at our final 50 stock portfolio.
At this point, fundamental screening is utilized and in-
cludes an analysis of earnings growth,
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market share, and balance sheet strength, which factor
into the final decision. However, if we were to blindly
follow our proprietary research model, whose perfor-
mance is tracked quarterly through our research reports
to clients, our portfolio performance might sometimes
be even higher, but with greater volatility.

qqqqq How much of your investing is determined by
               numerical analysis and how much by gut feeling?

Mr. Peluso:
The basic list of 100 stocks for the portfolio is deter-
mined by the MSR model’s numerical analysis. Gut
feelings or instinct cannot alter that, or bring in a stock,
which has not been offered up by our computer. From
that point the rest of our methodology takes over to se-
lect the final 50 issues which will be in the portfolio.
The weightings of the industry sectors are determined
using our specific guidelines, and stocks within the sec-
tors are compared via fundamental screening.

Sometimes, but not often, we will move beyond the basic
strategy to take advantage of a situation. But this must
occur based on strong evidence, while still being con-
firmed by additional information within the MSR model.
For example, in the summer of 1995 we reduced our
weighting in technology stocks. The sector had experi-
enced an excellent run up to that point, but valuations
and forthcoming bad news made us wary. At that point,
we turned to the computer for additional analysis and
found that the approximate 6 month and 1 year cycles
were weakening. Our decision and timing was excel-
lent in this case as the “tech-wreck” kicked into gear in
the late summer. This decision helped MSR to outper-
form the S&P 500 by 4.60% in a year when very few
managers outperformed the market.

qqqqq It would appear your last three years have been
               particularly good for your investors. What’s the
               secret of your success?

Mr. Peluso:
We don’t see our success so much a secret. Although,
the real secret is in that no one really knows about us,
so hopefully this article helps in that regard. But to an-
swer the question, our success is really a function of
two things: (1) a strong foundation as a stock research
firm with a methodology that has stood the test of time,
and (2) the continuity of our portfolio management team
and the combined experience of the managers.

qqqqq What kind of a sell discipline do you use?

Mr. Peluso:
Our sell discipline is very unique. It follows the old
adage of letting your winners run and selling your los-
ers. Twice per year we will perform major upgrades to
the portfolios. The higher rated stocks replace the weaker
stocks and the new stocks are purchased in equal
weights.

In addition, sometimes it may become necessary to sell a

stock prior to the regular upgrade period. The individual
issues are given a rating category that extends from 1
(best) to 10 (worst). A stock which falls back into a 6
rating category or worse is forecasting an increased prob-
ability of a declining trend in its approximate, 2 year
cycle. In most circumstances, such an issue should be
removed from the portfolio, and replaced with a top
ranked stock. However, before removing a stock we
require confirmation from our fundamental analysis.

qqqqq Who are the other principals in your firm?

Mr. Peluso:
Frank Peluso, President and Robert DeMichele, Chair-
man are the co-portfolio managers and have been since
the inception of the product in 1984. Other key profes-
sionals include: Margaret Inoue-Vice President, Cecelia
Waterman-Santiago - Assistant Vice President, Madoka
Atsumi-Research Assistant and David S. Zocchi -
Director of Marketing.

qqqqq With a track record like yours, I am surprised
               you do not have more money under manage
               ment. Why is that?

Mr. Peluso:
That’s a great question. If you look at the product, how
it came into existence, the continuity of the process, the
length and consistency of the track record, and the ex-
perience of the portfolio management team, it is sur-
prising that we don’t manage a couple billion dollars or
more. One of the things that has held us back is the fact
that most domestic equity searches are done within a
“growth” or “value” style bucket. Our product is “mar-
ket oriented”, i.e., a core style. In other words, we do
not pick stocks based on “style” but rather based on our
process which will tend to favor value stocks when
“value” is in favor and growth stocks when “growth” is
in favor. Unless a search is being done for a core style,
we tend to be left out. With that said, we feel that our
core style should begin to attract more assets. If the S&P
500 is an appropriate benchmark for an investor, then
our historical record of adding between 100 to 200 ba-
sis points above the benchmark while taking less risk,
should be an alternative worthy of consideration, de-
spite the lack of “style-bias”.

qqqqq Do you tailor your portfolios for each client or
               do you use a one-size fits all approach?

Mr. Peluso:
MSR caters to both institutional and private (high net
worth) clients. For portfolios with initial funding of
$500,000 or more, we create a 50 stock portfolio. For
accounts less than $500,000 but no less than $250,000,
we will create portfolios consisting of the top 30 stocks.
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FOR FINANCIAL PLANNER USE ONLY

Lexington/MSR Market Oriented Domestic Equity: Investment performance reflects the result of all discretionary MSR Advisors, Inc.
institutional tax-exempt and taxable portfolios invested utilizing a market oriented investment process. MSR Advisors (Market Sys-
tems Research Advisors Inc.) is an independent investment advisor that invests (domestically & internationally) in both equity and
fixed *income securities. MSR Advisors is 65% owned by Lexington Global Asset Managers, Inc. and 35% owned by Frank A.
Peluso, MSR Advisors’ President and CEO.

Investment performance is net of all commissions, but not custodial expenses or advisory fees. Actual returns will be reduced by
advisory fees and any other expenses incurred in the management of the account. A 0.60% advisory fee would reduce performance an
annualized rate of 0.60%. For example, an account charged with a 0.60% annual advisory fee with stated gross annualized perfor-
mance of 15% for 5 years will have a net annualized performance of 14.4% over the same period after fees.

Historically, annual advisory fees for MSR Advisors’ clientele have ranged from 0.40% to 1.00%. MSR Advisors’ annual advisory
fees are fully disclosed in Form ADV Part 11. MSR’s investment strategy is to outperform its benchmark (the S&P 500 Index) utilizing
a market oriented approach for security selection. Our proprietary stock selection model analyzes all 500 S&P stocks for potential
price appreciation. Through the utilization of MSR’s proprietary model (along with fundamental characteristics analysis screens),
MSR selects the top 50 S&P stocks for portfolio construction. Each portfolio is upgraded every six months.

A complete list of composites and performance results is available upon request. The securities markets are subject to volatility and
significant performance fluctuations. Results vary due to length of management period, asset amount and execution costs. Past perfor-
mance is not indicative of future results.

Lexington Natural Resources Trust’s average annual standard total return for the one and five year and since commencement period as
of December 31, 1998 was -19.62%, 3.86% and 2.77%. Prior to September 1991, the Fund operated under a different name and
investment objective. Lexington SmallCap Fund, Inc.’s average annual standard total return for the one year and since commencement
(1/2/96) period as of December 31, 1998 was 6.73% and 11.51 %.

This interview was originally printed in the SPRING 1999 Issue of Money Manager Review.
Money Manager Review provides essential information on the performance and investment styles
of the nation’s top independent money managers. This quarterly guide has become a standard
reference for hundreds of consultants, public and private pensions, foundations, trusts, and
individual. For subscription information call (415) 386-7111 or write Money Manager Review,
1550 California St., Suite 263, San Francisco, CA, 94109.

Reprinted from Money Manager Review, SPRING 1999, Vol. XXVI No 1.
COPYRIGHT 1998 Money Manager Review


