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Domestic Stocks
To cap the year, the market rose yet another 3.1% on the Dow, 2.4% on the S&P, and 2.9% in the NASDAQ. With a return that came in around 32% for the year (S&P), stocks had one of the best years on record. 

In this environment, uncovering value is challenging. As we sift through names and engage in due diligence we are finding that many of these stocks deserve to be cheap. Thus, sales are dominating our transaction activity lately. This is probably a good time to discuss why a stock gets sold from portfolios we manage, so here goes: 

Stock valuations should be based on mathematical constructs along with a little art – the art being used to guess that certain trends will continue, or not. But often, valuation strays too far from what math says it should be worth. When it strays in the downward direction, there we are, ready to buy. Once we’ve bought, we need to be right on the “art” side. If we are, then the valuation improves, approaching what math says about where the stock should trade. A good example is Harris Corp, a stock we just sold. Harris specializes in communications systems, particularly for governments. When we bought the stock, no one liked it much and it had a big dividend yield due to its depressed price. We’ve held this one for a couple of years. In this time, things that everyone thought would happen – earnings wouldn’t grow, competition would heat up, and so on – didn’t happen. Instead, earnings grew and while competition was stiff as always Harris performed well in its market. Eventually, other investors could not ignore what was going on and the stock price surged. Most of the money we made in this name was made this year, not in the first year we owned it. 

Now, we’re not sure what the market is thinking, but it must be something we are not. Defense spending is under pressure, earnings are actually really likely to flatten or decline from here, and yet here is the stock, trading up in the stratosphere. At this point, to justify Harris’ valuation, things have to go perfectly. But nothing goes perfectly, so the risk of holding this position has gone up, and the reward has diminished. That is the profile of a sale candidate. 

Fixed Income 
Bonds sank again last month, but have reversed as we write this. The thirty year Treasury ended December at 3.9%, but now is trading around 3.8%, below the close of November. This recent rally was brought on by noises from the European Central Bank about further stimulus to keep Europe afloat, and the jobs report for the US announced January 10, which was very soft to say the least. 

We have a contrarian perspective when we invest; it makes us happy to be in the minority. That’s when unusually good money can be made – taking a different tack than everyone else. The constant onslaught of media reports that declare the bond market dead hands us an opportunity to be contrarian. While the bond market had a rough year last year, if you count a return of -2.35% on the Barclays Gov’t/Credit index “rough”, there has been lackluster follow through by the bear. Yields have been stable for a couple months now. We have to consider what sectors of the bond market offer the best options for 2014 and whether it will pay off sufficiently to take a contrarian position in this market. At the risk of sounding like a broken record, munis remain our favorite bond market sector. But there are selective opportunities in corporate bonds as well, especially if the economy remains on a slow steady upward track. 

International
Returns overseas were once again inconsistent. In some markets the bull reigned and in others, the bear. Canada, where most of our foreign investments are headquartered and traded, was up 1.7%, a decent performance. Elsewhere, Mexico was up 0.5%. We think Mexico is developing into an interesting market opportunity and we’d like to take advantage of it if we can find the right stock. Brazil was down again this month, by -1.9%.  

In Europe, the FT-SE index of one hundred large companies rose 1.5%. We noted above that Mario Draghi at the ECB was compelled to mention once again that he would do anything to prevent the Eurozone from slipping into a Japan-like malaise for years on end. We’re not entirely sure Mr Draghi has enough control to guarantee that outcome. Speaking of Japan, the Nikkei was up another 4.0%, making three extremely strong months in a row. Japan had a great year for once and the question now is whether it can continue. Abe wants to make it so; but again, we’re not sure how much control he can exert. The Hang Seng index, somewhat of a proxy for the Chinese economy, was off -2.4%. We wrote about the trouble with banks and debt in China on our website lately; the country is clearly in transition and that will take a toll on growth for a while. 
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