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Domestic Stocks
July brought a decline in stocks that has extended into August so far. The Dow dropped by -2.0% - this decline along with the fall so far this month flattened the Dow’s return for the year. The S&P was off -1.8% but is still up for the year at this writing; the NASDAQ fell -1.2%. 
This extremely mild decline has everyone talking about ‘The Big One’ again. Former bulls have shifted to the bear side, turning pessimistic on a dime. Investors have shed stocks and are considering how much more to sell. Talking heads agree that stocks are overvalued all of a sudden – it’s amazing how fast CNBC can find people to say stocks are fairly valued one day, and then even when prices drop, they are suddenly overvalued. The financial media, seeking to blame the decline on something, listed the Argentinian default, more problems in Europe, the Ukraine (a favorite whipping boy these days – Greece must be relieved), the Islamic State rebels, the latest war in Gaza, and most especially, the FED! Looking inside the market, we see that fewer and fewer stocks are participating when ‘the market’ rises; so progress is being made only by a few stocks. This lack of breadth isn’t bullish. But we do not believe the downdraft will turn into a large scale correction, because earnings reports are strong, and the Fed is not postured to prevent a bubble, only to return to normalcy. Stocks are not selling at 25 times earnings; they are selling at about 18 times earnings. A 5% to 10% correction is a possibility – and experienced investors will know that this kind of correction happens nearly every single year. 

Fixed Income
We keep saying that bond investors don’t have to worry about rising interest rates for the foreseeable future, but some investors do need to worry. Anyone hiding out in short maturities – bonds due in three months to five years – is going to be pretty unhappy with their returns over the next few years. We have not geared bond portfolios to the short end of the maturity curve so we rarely discuss this part of the bond market.

In fact, viewed from the perspective of six months ago, the yield curve is flattening, illustrated below. This means that bonds due in one year, two years, five years, are paying more than they were in January, which means their prices are falling. Out there in the long end, yields are either staying steady or falling slightly. 
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A good measure of the effects of yield curve flattening in this environment is a comparison of the return on the Vanguard Short Term Bond Fund so far this year at 1.01%, versus the return on Vanguard’s Long Term Bond Index at 13.02%, which by the way, trounces the stock market. What’s the point? Well, the difference between being positioned on the short end of the yield curve and being positioned on the long end (where we are) is over twelve percentage points of return in only seven months. Not that this will persist, but it should give pause to anyone who is buying the ‘interest rates are rising’ scenario in an uncritical manner. The cost for being wrong about this has been substantial.


International 
Due to the chart above and notes below, we’ll have to skip the international markets this month. Suffice to say that except for Canada, investors overseas had it MUCH worse than those in the U.S. last month! 
 
Note: Custodians including Charles Schwab will be changing cost basis accounting for bonds to comply with government regulations. Schwab will send a notice about this shortly; there is nothing you need to do. Later, the new cost basis will show on your statements in a new column. Other government regulations are forcing changes to money market funds. These rules will cause a change of money market (cash) funds for some clients, but no one is certain yet about all the details, including Schwab. As always, please ask us if you don’t understand these changes, and we’ll try to get answers. 
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