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Domestic Stocks

We were wrong last month about the chances for a rally in stocks, which we put at slim to none given the Euro zone problems. In June, investors shook off the problems and rallied the Dow, the S&P and the NASDAQ about 4% across the board. Together with the early-year rally, and even given the spring crunch, that brought the S&P return to 9.48% through 6/30. If we were to quit the year today, that would be a respectable showing. 

We think the most interesting bit of news bubbling to the surface recently relates to housing. It seems clear that housing is recovering: prices are increasing and there are reports of scant inventory in some markets. We don’t expect any great surge, but a steady pace is more sustainable anyway. If we could wish for one thing for the economy, stabilization in housing is it, which is one reason so many economists have been predicting this event year after year. (We waited until this year to call a bottom, not that we’re geniuses because after all we didn’t think the subprime crisis would be such a big deal.) An uptick in housing would have several salutory effects: it would discourage mortgage defaults, put the brakes on homes entering short sale and foreclosure, make consumers feel better, put people back to work, save taxpayers some money that would otherwise be spent by politicians trying to keep people in their homes, and then the positive feedback loop to values would encourage still more home purchases. Housing stocks have amply reflected the optimism around the nascent recovery, with many having doubled in just a few months. But aside from the housing companies themselves, we think the impact of a better residential market is seeping into the rest of the market, and accounts for part of why the US seems to be holding up pretty well in the face of the Euro zone’s difficulties. Housing is uniquely local and domestic; you cannot outsource the construction of your dream home to China. 


Fixed Income 

Rates ticked up last month all along the curve. The short and intermediate maturities experienced tiny increases – for instance the two year rose from 0.26% to 0.30% - but the long end had a larger move. The thirty year rose from 2.64% to 2.75%, creating a commensurate decline in prices. Despite this small increase in yield, we can’t believe thirty year bond investors are hoping for any kind of serious return, and income buyers must be looking somewhere else. The only reason for buying at these levels is to hedge against deflation or a disaster scenario – viewpoints which must have a lot of fans since rates did manage to get all the way down here. I suppose that if the US economy keeps plugging along at a slow pace, we could be favorably compared to Germany, and that provides an intellectual underpinning for our rates to drop as low as theirs. The thirty year bund is trading at 2.16%. If our long bond made it that low in a year, the total return on the investment would be 12.2%. But that’s a big “if” since many are wondering if German bonds are overvalued now as well. 

Out there in muni land, the bankruptcy of Stockton, CA is providing food for thought. Stockton wants to use Chapter 9 to push bond holders down the ladder of priority in the creditor stack. If the court approves this, and Stockton follows through, that would be a particularly bad development for California munis, and somewhat negative for the rest of the market as well. Creditor priority is very complicated. The common opinion is that general obligation debt is “safe” but in the case of Stockton, and similarly Vallejo, revenue bonds with dedicated payment streams were better protected than GO debt. Those bonds, in fact, are held out of the Chapter 9 filings completely. Instead, both cities’ GO debt is or was threatened, though insurance and letters of credit provided some investor protection. And worse, GO debt has various hierarchies for claims as well. “Full faith and credit” means virtually nothing when a municipality files Chapter 9; whereas a named source and pledge for payments within the general fund – almost like a revenue issue – means more. The days of blithely buying the best GO debt at good yields are gone, maybe forever. Creditor claim law is evolving, and investors had better pay attention. 


International

We’ve demoted the Euro mess from “crisis” to “status quo”. You can read our reasons at our blog (www.cascadeinvestors.com/blog) but suffice to say we think this is just something we’re going to have to live with for years. Maybe European stocks will be cheap for a decade or more, sort of like Japan’s Nikkei. Very likely growth all over will be slow for a long time. All of this can be accommodated with good portfolio construction and good management techniques, which we try to employ every day. Avoiding emerging markets and eschewing the frenzy over BRIC (Brazil, Russia, India, China) investing has paid off. Our favorite “foreign” market has been Canada. If that sounds “plain vanilla”, well, we like that flavor. 
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