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Domestic Stocks
Once again, it was a good month for stocks, as steady gains steered the averages close to or past old record highs. The Dow rose 0.7%; the S&P posted 1.9%, and the NASDAQ shot up by 3.9%. Value is becoming ever harder to find, and our stock list is now peppered with names teetering on the brink of overvaluation. As we write this, two long held stocks of ours – Diebold and Sysco – reached ‘sell’ levels. We are now out of both positions. (Like clockwork, as the dust settled from those sales, the averages weakened a bit off June-end highs, but that story will have to wait until next month.)
One interesting question posed to us lately is ‘what about XYZ Co.; would you invest in that?’ It’s worth revisiting how we find buyable stocks. Basically it’s a numbers game: We are looking for stocks that meet very specific metrics. There are two sets of those metrics. The first set is inviolable and unchanging, which constitutes a comparison of the valuation of the subject stock with its own history, its industry, and the market generally. If a stock is cheap enough to get through that gate, then we apply the second set of criteria. These can vary according to the company’s industry, history, and other factors. Basically we are looking for persistence, improvement, high internal returns, and positive cash flow, among other things. We seldom begin this process with a specific stock in mind. Instead, we scan the whole market numerically. The subset of stocks that are left become our prospects. If XYZ doesn’t show up in our first screens, we’ll never analyze it. A stock must first be cheap; otherwise we are wasting our time because no matter how great it looks against the second set of criteria, we can’t buy it unless it is undervalued. 
Lots of really great companies do not make it through our first screen. That doesn’t mean they are lousy stocks; very often they do well too. But with thousands of stocks trading in the US, we must narrow the field. We must also do what we are good at, which is valuation work. And to repeat something we say perhaps too often: academic studies in our field show that time and again, buying cheap stocks produces outsized returns, which can add thousands of dollars to your bottom line over and above simply owning the ‘market’. That’s what we are all about!

Fixed Income
After bonds forayed to the low end of the trading range in yield last month, we said the next move would probably be up in yield. In June, rates ticked up all along the curve. (The long bond, though, was up a bare 4 basis points in yield, which hardly counts.) The ten year rose to 2.53%. Interestingly, now that we are viewing the Great Recession and the Fed’s money policies from the perspective of several intervening years, other advisors are beginning to drop into our camp, which says that interest rates are not going to move much for YEARS. No less than Bill Gross of PIMCO recently opined that perhaps our economy just can’t tolerate a rate increase. Welcome to the wild side, Bill. 
Remember that we began this year having an internal debate: even if bonds produce good returns this year, will they beat stocks? The nuance here is that we could be right as rain on bonds, but still wrong if we emphasize bonds in portfolios and stocks perform better. Our conclusion was: bonds might do well, but we were doubtful that they would beat stocks altogether. It’s going to be close, though. The right bonds have produced double digit returns this year; stocks are still not measuring up. 

International
The international segment of the stock market performed pretty well last month. The Canadian exchange posted a gain of 3.7%, and Brazil, another commodity rich country with the added benefit of hosting the World Cup, was up 3.8%. Mexico, benefiting from its ties to the US and continued improvement in its own economy and political situation, was up 3.3%. However, the Bolsa’s close was nearly spot on its opening price for this year, so viewed over a few months, not much return here. 
The Financial Times European stock index was down -1.5%, the only market to decline this month. Last month we noted that Europe was pulling some pretty strange rabbits out of its hat. Negative interest rates, for one. Now, we are hearing about rising distress at some banks, despite rock bottom interest rates. Will the Euro crisis re-emerge later this year? We were skeptical a few years ago that Greece would make it without pulling out of the common Euro currency, but not only did it stand pat, the economy is showing ever stronger signs of life. That doesn’t mean the crisis is past. Italy and France have work rules and financial structures that barely work inside the enclaves of their own countries, and are laughable when compared to other countries. These countries, along with Portugal and at least a couple others, are still suffering. But the endgame is a long time out, so we will have to wait patiently to see how this plot resolves. 
The Nikkei, up 3.6%, and the Hang Seng, up a mere 0.5%, round out our report. 
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