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Domestic Stocks
While April didn’t produce quite the returns of March, the move was still respectable. Again the averages clustered very closely together, with the S&P and the Dow both up 1.8%, and the Nasdaq showing 1.9%. We’ve been asked numerous times if the stock market is ready for a correction (which proves who is not reading our blog!). We doubt it. Stocks have barely recovered to the level prevailing before the crash in ’08. In fact, since March 2009, we have been in a bull market inside a bear market, the bear phase having started on March 20, 2000. It was only a few weeks ago that the S&P 500 breached its March 2000 high and began what could be considered a “real” bull market, as opposed to a mere recovery. 
We think this move has further to go. Stocks remain reasonably priced, and we are seeing signs that demand, which drives sales, is picking up. Until now, the bull market has been driven by modest revenue growth on a base of lowered costs, which really juiced earnings. We’re at that inflection point where, to make real progress, people must start buying things and businesses must expand. The fact that housing is improving is a good sign. People who move into new homes usually buy a piece or two of furniture, make structural changes, do some landscaping, and so forth. This is why housing can be important to a recovery: it prompts the purchase of a lot of disparate items, touching many different industries. 

What’s the top end on this bull market and how long will it last? We have no idea. We only hope that on the way to the top, progress is measured, not searing. We never want to revisit the days when people bought stocks without even caring if the companies made money. 

Fixed Income 
At least we got a little budge out of the bond market this month. Two year rates dipped 3 basis points; the long bond yield was off a big 23 basis points bringing the yield down to 2.87%. At the same time that clients are asking about the bull market in stocks, we’ve heard a lot of questions about what will happen to bonds once inflation picks up and interest rates rise. However, the questions presume that interest rates will rise. That outcome is uncertain. It’s clear that many people still remember the 1970s when inflation kicked off in the US and interest rates rose strongly. However, that period was an anomaly. The causes involved a shortage of productive capacity colliding with rapidly rising demand from baby boomers and a subsequent institutionalization of price increases in wage rates. With high unemployment and slack factory utilization in addition to the resources accessible globally, constrained supply simply does not exist today. 
We don’t doubt that when the Fed is out of the way, short term bond rates will rise. We’re not so sure about longer rates. The US economy remains quite indebted, and a small increase in interest rates can feed back in a bad way, slowing the economy pretty quickly, which in turn caps interest rates. 

But let’s say interest rates surge. What happened in the 1970s to bonds when interest rates surged? The Barclays Aggregate Bond Index, created in 1986 and backdated to 1976, returned 3% in 1977, 1.4% in 1978, 1.9% in 1979, and 6.3% in 1980, four terrible inflation years. In fact, if we measure the Barclays from 1976 through the ensuing ten years, when interest rates climbed 300 basis points, the fund’s average annual return was 10.49%, per Morningstar. How can this be? Well, when interest rates rise quickly, old bonds run off and are replaced with bonds carrying higher coupon rates. The higher the coupon, the more the bond is insulated from price changes. Some sectors of the bond market will handle higher interest rates better than others. Treasuries are particularly vulnerable to higher rates, and in the Treasury realm, TIPs are probably the least desirable. So there’s no reason to fear the bond market but you’ll need to be invested in the right areas of the bond market to sidestep trouble, if rates rise.

International
Returns overseas were mixed again: down -2.3% in Toronto, off -4.1% in Mexico and -0.8% in Brazil. The better returns were had by the Nikkei, which is on a tear this year, up 12.1%; and Hong Kong, up 2.0%. The Nikkei is benefiting from a new approach at its central bank, which has embraced quantitative easing wholeheartedly. The reverberation through the currency markets has been significant, as the yen has fallen sharply. Japan hopes this will make its exports more attractive. Other countries are mad about this because it steals business from their companies. 

Meanwhile, over in Europe, things aren’t much better economically but the FT-SE did rise marginally, by 0.3%. The biggest news came from Greece, whose prime minister thinks it has hit bottom and is at least moving “out of intensive care, if not the hospital entirely.” 
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