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Domestic Stocks
February nearly made up for January’s bad behavior and by the time you read this, there will have been another record S&P close here in March. The correction amounted to about -5.8% from the peak at the end of the year to the lowest close in early February before we turned around. That’s a garden variety, every-calendar-year kind of move. We may end up with more of these slides before 2014 is over because the market is more expensive now, and at higher prices it is normal to experience more volatility. 
February’s move up came during the thick of fourth quarter earnings reports, most of which were good but not spectacular. Revenue growth was somewhat lacking, so earnings came through because of cost cuts, or simply because expectations were biased downward so much that results could hardly help but beat estimates. Below we discuss what might do better this year – stocks or bonds. 

Fixed Income 
So here we are in Portland, Oregon, a very small investment management firm, proclaiming inflation and rising interest rates to be a non-problem for bond investors. No one is really listening, but while they aren’t listening, every day that goes by proves us right. So far, there have been nearly five years’ worth of such days. Ok last year produced a small loss, but the Barclays Government/Credit index return so far in 2014 has obliterated last year’s losses, and in managed portfolios, bonds have performed better than stocks so far this year, record S&P close notwithstanding. Viewed over a five-year period, bonds have done very well. 
There are two parts to the bond puzzle. First is: how will fixed income investors fare in 2014? We think bond owners will earn the bond coupon, and if invested in junk issues or municipals, more. In other words, owning those bonds will likely earn you a little appreciation too. 
The second question, though, is: will bonds, while behaving benignly, still underperform stocks by a wide margin like last year? When measured against stocks as an alternative, bonds have a few knocks against them. For instance, yields are low. If you begin with cash flow of only 3%, it’s awfully hard to make 10% on a bond. Also, in the government market at least, we issue bonds every week. There’s a lot of supply around, and it grows constantly. Making money is aided by investing in scarce items, not abundant items. While bond issuance is generally growing, the supply of stock is not growing. With company buybacks and low initial public offering (IPO) volume, this investment is a little on the scarce side. But this has been the case for a few years, and now stocks are no longer cheap. 
Also on the ‘plus’ side, bonds are the ‘safety’ trade. If Russia shakes its swords at Ukraine, and China slows more, or the US starts to slow, or any other geopolitical event rears its head, investors will flock to the safety of bonds and stocks will fall. We’ve seen that already this year, and we will see it again. Many of those moves are temporary however, and when the event fades from the front page, markets realign too. On balance, we think the ‘bond vs stock’ question will be settled in favor of stocks this year, but it might be close.

International

International returns were all over the map last month. While the US powered upwards, Mexico was hit hard, falling -5.1% on news of paltry growth in 2013. Brazil, infected by the slowdown in China, dropped -1.1%. On the other hand, Europe is in a long bottoming process, and its market was up 4.6%. Europe didn’t decline much in January either, so on balance, stocks in this nook of the world are showing a pretty good start to 2014. 
The Nikkei dropped marginally last month, by -0.5%, and that’s after a terrible January. The Japanese economy is showing a few signs of life, but only time will tell if this has legs or is just a flash in the pan. The market seems to be saying the latter. 

The Hang Seng pulled a return of 3.6%. Closely allied with China, this market will mirror prospects for China and lately that hasn’t seemed too robust. The overhaul of China’s economy has revealed a number of weaknesses; additionally problems like pollution and terrorist attacks are stressing the leadership. China is a big economy, and as it works through these issues, the effect on commodity and other markets worldwide may be unpredictable. As we’ve seen a number of times already, those effects can spill over to our stock market, causing investors to buy or sell with every wiggle in China’s GDP reports. 
 
Marketline Monthly is produced by Cascade Investment Advisors, Inc. We specialize in value investing for individuals. We apply our approach across markets, looking for low-priced securities that offer above-average potential. We use imagination and hard work to bring performance and personal service to our clients. To learn more, contact Michelle Rand at 1.503.417.1950 or 1.888.443.9015; email to Michelle.Rand@cascadeinvestors.com. A full list of stocks we invest in is available on request; mention of specific securities is not investment advice; such investments may or may not be profitable. 
