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Domestic Stocks
Better be fully invested before you go on vacation these days. Otherwise you’ll come home and that stock you wanted to buy will be up ten points. Stocks show no signs of slowing down as we approach the summer doldrums. During July the Dow added another 4.0%, and the S&P was up 5.0%. The Nasdaq was a bit of a show-off, rising 6.6%. Apple was a big contributor to that number, as the stock moved to the top of its multi-month trading range.

The market isn’t being propelled by second quarter earnings. Revenue and earnings growth has been spotty at best from our vantage point about half way through the reporting season. Mostly, we think there’s a giant reallocation ocurring – something we expected – as bond investors have felt some pain lately. During 2012, we mused that bond holders were still earning something, and of course the prior years were brilliant for bonds, so many investors saw no point in owning stocks, even as the market recovered from 2008/9. Some investors swore off stocks completely. It’s not an accident that the incidence of actual losses in bond portfolios coincided with an acceleration of returns from stocks. Bond investors are fed up with stock jocks having all the fun, and they are spurning the assets that treated them so well over the last several years. Outflows from municipal bond funds have been particularly acute. Much of that money is heading to stocks. 
Of course, this makes us nervous. (We’re never happy: when the market is up, we worry about it going down, and when it’s down we worry that it’s down.) Adding to our consternation is the fact that yields on many bonds are now far more attractive, so just when we are starting to like that asset class again, we are receiving calls from clients who don’t want bonds any more. When we see this kind of shift in sentiment, we become very wary. Markets have a way of producing sharks just when you decide the water is safe. 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.

Fixed Income 
Bonds were mixed last month. Some softer news from the housing market and follow-on effects from the Fed’s backtracking on “taper” – we call it the UnTaper - made short term rates fall a bit. All the way out to five years, rates dropped last month. The ten year rose marginally and the thirty year was up from 3.5% to 3.65%. 
The big news in the muni market was Detroit’s Chapter 9 filing. This was one of the world’s slowest train wrecks, as Kevyn Orr, the city “disaster manager” pointed out. Now the fun begins. We’ll see who gets paid how much. The workout will be long, agonizing, and contentious. But it will set yet more precedents in the mounting body of case law governing Chapter 9 which may result in more cities taking the Chapter 9 route. Detroit’s filing, along with a myriad of other factors, chased more investors from the muni market, causing municipalities to experience higher interest rates. These higher rates come at a time when state and local tax receipts are barely recovered – and in many cases, “recovery” is a misnomer because there hasn’t been one. At the municipal level this causes a diminished ability to finance projects such as infrastructure repair. If those projects are too expensive to finance, they won’t happen, adding to our economic malaise. We like the muni market very much, particularly for those issues where rates are touching 4.5%-5%. That’s competitive with the after tax historical return on stocks.

International
Returns overseas ranged from nearly nothing in Mexico where the index returned 0.5%, to stupendous, like the European index which was the month’s best performer at 6.5%. Oh, did we mention Europe is in a recession? 
Elsewhere, Asia was schizophrenic, with the Hang Seng reflecting the ever-changing opinions of China’s prospects this time in a happy way with an increase of 6.2%, and Japan pale at only 1.1%. Japan, like Detroit, may be a disaster in the making thanks to debt levels that are twice ours. Yes, its market is better, but it has a long row to hoe before structural progress makes the economy better, and in the end, cultural norms may completely prevent that progress. 

The two most commodity-driven economies we follow – Canada and Brazil – had better results this month. The Toronto exchange rose 3.0%, and Brazil was up 1.6%. Of course, Brazil was flattened last month. Protests and economic factors made the market drop nearly 12%. A few analysts are calling the end of the commodity boom; time will tell on that one, but it wouldn’t be good for either of these countries. 
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