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Domestic Stocks
The Dow posted another 0.8% price gain this month, the third month in a row that the Dow has advanced exactly 0.8%. The S&P was up a more robust 2.1% and the Nasdaq, after losing for a few months, gained 3.1%. The market is quietly posting record close after record close in this, the most disbelieved bull market ever. 
Post Great Recession, the word on everyone’s lips is ‘bubble’. People see bubbles everywhere these days. Is the stock market in a bubble? Is the bond market in a bubble? Now that home prices are up again, is real estate in a bubble? We’ve seen a few folks pushing penny stocks lately; junk bonds are selling close to historically high prices; folks who like to tout buying real estate with nothing down are buying time on TV again. However, there are enough disbelievers in all these sectors to discourage us from thinking any of these markets are ‘bubbles’. During bubble-times, no one asks if there is a bubble. They just keep buying and leveraging as prices go higher. But aside from that are the fundamentals: stocks are not expensive; some parts of the bond market are manipulated and it is worth avoiding those sectors, but the interest rate curve from ten years on out is not terribly far off normal for the U.S. bond market; and real estate is tracking construction costs, interest rates, and demand. The real danger of bubbles is the fall that happens when they burst, and we don’t see that on the horizon. Granted, prices are not so cheap that it’s easy to make money these days, but a disaster due to overvaluation is not in the offing. 


Fixed Income 
Bond yields reached down towards the bottom end of the recent trading range in May. The long bond closed at just 3.32%, substantially below the 3.46% of the end of April. The ten year, which dictates how mortgages are priced, dropped from 2.65% to 2.47%. These movements resulted in much higher bond prices. We have been expecting interest rates to remain low for many moons now, but at this point, near the lows of the trading range as we are, we suspect the next move will be up in yield and down in price, resulting in a negative return. 
Managers who bet on higher rates this year are having a rough go. Staying conservative in maturity has cost substantially this year, as long bonds have returned double digits – yes, 10% or more – compared to their short counterparts which are up not even 1%. That is a huge cost for being wrong. On a $100,000 bond portfolio, that’s the difference between earning about $900 and earning about $10,000. In fact, if managed correctly, bonds have far outpaced stocks this year. 

We are in the midst of executing a bond swap, which is working well enough to mention. Some months ago, for as many clients as possible, we bought Family Dollar bonds. These bonds carried a coupon of 5% though we paid a little over par for them, so our net yield was slightly lower than 5%. But they also appreciated from our purchase price. If we sit around and do nothing, these bonds will drift back to par, and we will lose our capital gain. So, it is time to sell them, or at least, close to time. We usually don’t sell unless we find something better to own, and in this case, we did. We bought Martin Marietta Materials bonds, due in the same year, but paying very nearly 6%. For clients without Family Dollar, who can take the modest risk of this new bond, we are just buying the bond outright. 
This is how bond portfolios are improved. Every time we can sell something at a capital gain with a low yield, and buy something that has the potential to appreciate and, while we wait, pays a high yield, we stand a good chance of improving returns. Do this over and over, and pretty soon, you can make real money, though not generally as much as stocks will generate!

International
Foreign stocks were a little weak last month. The Toronto exchange declined marginally, as did Brazil. Talk of deflation and slower growth did not help these two commodity-rich countries’ markets. Mexico marshalled a 1.6% price increase, which was respectable. The Hang Seng at 4.3%, following several weak postings, and the Nikkei at 1.9% were the strongest returns overseas last month. 

The Financial Times European stock index was up 1%. Strange things are happening in Europe, where investors are once again flocking to somewhat shaky countries to buy bonds. Of course, with everything dominated in euros, the bet is that it doesn’t matter which country’s bonds you buy, they will all be supported. Thus, Spain’s nominal bond yields are lower than those of the US, though if you adjust for currencies, this is not the case. In another weird twist, Draghi, the European Central bank head, will push interest rates negative. That’s right, you will have to pay to lend Europe your money, in some maturities. We are not particularly pleased to see extreme measures like negative interest rates. Hopefully, these tactics will not end in tears. 
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