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Domestic Stocks
Last month we wrote: “Just lately, our valuation criteria are telling us many stocks we follow are expensive and few are cheap, so “sell” ideas are mounting again while “buy” ideas are scarce. We might be headed for a less benign environment, at least temporarily.” Value seemed to call it right as August was a down month. The Dow was off -4.5%, and the S&P sank -3.1%. The NASDAQ, partially supported by Microsoft this time, was down only -1.0%. 

The current environment is dicey from a valuation perspective: if you know us, you know value is our obsession because we think the price you buy at determines the success - or lack thereof - of your investment. The market as a whole is not outrageously expensive, but many individual stocks have thoroughly outrun their fundamentals at a time when uncertainties are increasing. The housing recovery has hit a wall because interest rates are up. Budget debates are ahead of us. Syria is grabbing headlines and determining day to day Dow movements. Emerging markets are limping. Investors are reminded that the whole “go into debt and open the money taps to propel recovery” idea is untested. We think the short term will be dictated by events outside earnings reports as investors grapple for what comes next. We think there’s a good chance that investors will decide that what comes next isn’t too pretty and thus, stocks will sell off a bit more. Our opinion of the longer term depends on how cheap stocks become as we work through short term worries. If we sell off enough, we expect to turn bullish once again. 

Fixed Income 
Bonds went back to their slow correction last month, but notably, rates fell right towards month-end. The long bond closed at 3.71%, up from 3.65% but down from the month’s high of around 3.90%. The ten year brought more pain to the housing market, rising to 2.78%. Anecdotes of buyers being priced out of the market are hitting the news media. Worse, housing sales are backing off. We’ll see how serious this becomes. 

Behind the scenes, the great “dollar down” trade is continuing to unwind. Money is coming off positions that made bets on the US dollar falling against other currencies. This is having a negative impact on emerging countries, where cheap money has flowed in for so long that the reversal comes as a shock. India is in particularly dire circumstances but it is not alone. If the world can’t get over this hump caused by a rising dollar and rising interest rates, the trend will reverse. For some long time now we have been saying that the world’s over indebted economies are so dependent on low interest rates that a slight rise will feed back to the economy, putting on the brakes and subsequently causing rates to fall or at least stagnate at low levels for some time. This theory is being tested in the “real world” right now. 

Munis remain our favorite bond market sector although lower quality investment grade or top quality junk bonds are also somewhat attractive. As always, buyer beware. The rules are changing in the muni market as to payment priority; and in the corporate market, companies need to be vetted thoroughly before investors commit to their bonds. 

International
Returns overseas were negative, except for the two beat-up commodity countries – Brazil and Canada, where stocks put in rallies of 3.8% and 1.6% respectively; last month both markets were up as well. In Brazil, political rustlings have held the market hostage; lately the strife has eased a bit but financial distress is back in the papers. So we’d take Brazil’s rally with a grain of salt. Trouble persists. Canada may be looking a bit like a “safe haven” at the moment, which could benefit its market for a while longer. Most of our foreign exposure is in Canada, so perhaps we are merely engaging in wishful thinking, but values have improved here after a soft 2013. 

Elsewhere, the Hang Seng dropped -1.7%; and the Nikkei, with Japan still struggling for an effective direction, off -3.2%. Europe was down an identical -3.2%. Mexico sank -3.3%. 

In case you miss reading the foreign financial news regularly, protests are erupting all over the world lately. In Mexico, teachers are protesting. In Brazil it is the middle class. In Colombia it is farmers. In Africa it is miners. Then there is Egypt which is one giant protest. Greeks are still protesting. Many of these are economically motivated. A rise in social unrest is never a good thing. We are keeping a wary eye on this phenomenon.  
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