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Domestic Stocks

With a return of over 25% in the last six months, the S&P 500 is due a rest. The 3.1% price return of March brought the index up over 11% this year alone, and the longer look-back shows that stocks have done fabulously well for months now. The same is true for the Dow and the Nasdaq, which posted similarly solid 2.0% and 4.2% increases in March, bringing these indices to multi-year highs.
With stock prices popping up like tulips all over the place, we don’t expect much in the next few months. In fact, like those tulips, we wouldn’t be surprised to see the Big Fade by May. Worries have come to the fore: Spain is the next euro-mess (I just love the word “euro” – it goes so well with so many other words); earnings season is upon us and expectations may be too high; the last unemployment report was not so hot. A correction of 5% to 10% might be in the offing. But please remember to distinguish between the near term (this year) and the longer term (years hence). Our latest blog explains that stocks have been shunned for months – really for years – by the majority of investors, who have favored bonds instead. That trend will reverse. We think it’s in the process of reversing now. Furthermore, even at these lofty levels, we’re finding the occasional good buy. Interestingly, most of the stocks we’ve drafted as buy candidates recently are low expectation, slow growth situations. Walgreen, for instance, is struggling with a changing landscape for drug retailing and its own tendency to shoot itself in the proverbial foot: cancelling its contract with Express Scripts has depressed its earnings. Western Union is threatened by encroaching technology in its payment transfer field. Hasbro is just plain out of favor. Dividend payments on all three are generous and have been rising recently, but investors certainly don’t think much of these stocks. If our stock screen is leading us to these deeply out of favor situations, we think it means growth and returns will enter a moderating phase near term. The only reason these three stocks are in the tank is because investors have priced higher growth stocks at a premium, reflecting the concensus that the US is expanding strongly. We don’t want to invest with the concensus; and our screen does that work for us – taking us far afield.   

Fixed Income 

As we have written for a few months now, we believe interest rates on government bonds will rise. Last month the rise was particularly sharp, with the thirty year Treasury closing at 3.34% versus 3.08%. The ten year behaved similarly badly, rising to 2.21% from 1.98%. These increases are feeding through to mortgage rates, making refinancing and home buying more expensive. Of course, if rates keep going up, the Fed will take notice and introduce some sort of attempt to force them down again. In any event, we would steer clear of government bonds – we’ve been big sellers over the last several months. 
We keep sifting through corporate issues, and for accounts that can buy municipals, those too. Sometimes we find wheat, but mostly it’s chaff. At this point, in fact, even the bonds we do find probably only offer higher than average income – we’re not expecting as much price appreciation as we’ve seen in recent years. In other words, we used to buy Nordstrom bonds yielding 10.5% and they’d pay that plus rise in price by over 20%. Now we’re buying Gap Stores bonds paying about 6% and we’re expecting to earn just that 6% from them. That’s not bad, for a bond, but it’s no 30%. 

International
Returns overseas were mixed this month. The Nikkei had a great month - +3.7% - as Japan rebounds from last year’s earthquake and tsunami. Car sales have been good, and that’s inured to the benefit of the country. Mexico, benefiting from its proximity to the well-behaving economy of the US, performed even better with a 4.5% price increase. Other than these two indices, returns were negative. The FTSE index of large European countries dipped 1.8%; Canada and Brazil were down 2.0% each; the Hang Seng sank a big 5.2%. Hong Kong’s market is entwined with China, and with evidence mounting that China’s economy is slowing, we’d expect stocks in the vicinity to have a rough time. While we favor the US right now, we think some foreign exposure is always a good idea; a crack in the markets courtesy of Spain might offer a good entry point for investors who feel their foreign exposure is too low. 

Note: Speaking of foreign exposure, I will be out of the country May 11 through May 26; we’ll remind you again in May!

Marketline Monthly is produced by Cascade Investment Advisors, Inc. We specialize in value investing for individuals. We apply our approach across markets, looking for low-priced securities that offer above-average potential. We use imagination and hard work to bring performance and personal service to our clients. To learn more, contact Michelle Rand at 1.503.417.1950 or 1.888.443.9015; email to Michelle.Rand@cascadeinvestors.com. A full list of stocks we invest in is available on request; mention of specific securities is not investment advice; such investments may or may not be profitable.
