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Domestic Stocks

Stocks kept up the momentum in September. The Dow rose 2.7% while the S&P 500 was up 2.4%. The Nasdaq lagged a bit, up just 1.6%. It’s tempting to attempt to find cogent “reasons” for the good performance, but there probably aren’t any in particular. This powerful bull market is being driven partially by earnings, and partially by disbelief: as folks who don’t have the stomach for volatility keep shedding stocks, the remaining participants keep buying, seeing value in the proposition. Looking at stocks as businesses, there’s a lot to like – low debt, high cash flows, record earnings. But once burned, twice shy, and that’s playing out with a lot of investors. Furthermore, it’s not like bonds – the major alternative to stocks – haven’t been rewarding. They have, and with a lot less volatility.
A client asked us lately – “When is this going to change? When will all that money go into stocks again?” We don’t know, but we suspect it will happen when bonds deliver a sting. It likely won’t be enough for bonds to go flat; there will have to be some sort of punishment for holding the asset class. The Barclays Aggregate bond index has been up every year since at least 1976 except in 1994 and 1999 when returns were slightly negative. That’s a very long positive period, and change, she’s a comin’. We just don’t know when. But while we wait, we keep ridding ourselves of overvalued issues to control risk, and in turn, nosing around for cheaper alternatives. Lately that’s led to sales of several long-held stocks, including Home Depot. Back in 2008, everyone hated Home Depot; now of course, everyone loves it. We’re happy to let our shares go to new owners after the significant appreciation it has exhibited in the last few years, because now that it’s up a lot, expectations are high and any future appreciation comes at the price of higher risk.  

Fixed Income 
The bond market was fairly quiet last month. The short end of the yield curve moved hardly at all. Out at five years, yields were up from 0.59% to 0.63%, also a negligible move. The ten year moved a similar amount, and in the long end, rates popped from 2.67% to 2.82%. This marks a second month of increasing rates on the long end. Furthermore, the latest Fed move, supplying buying power to the market for all kinds of bonds and keeping short interest rates low at least through 2015, caused inflation expectations in the market to jump. Could the long-awaited move higher in rates be upon us? Probably not, if the Fed is intent on using its firepower to keep rates low. If there’s anything we’ve learned, it’s to avoid betting against the Fed.
We have begun employing a somewhat novel technique for managing bonds in IRAs: we are buying municipals. In fact, we’re actively swapping from US government paper to munis. This is called crossover buying, and it’s controversial because IRA investors cannot take advantage of the tax exemption on municipal bonds. Any income that exits an IRA is counted as ordinary, taxable income, whether it comes from capital gains, dividends, interest, or tax exempt income. So essentially, buying a muni in an IRA turns tax exempt income into taxable income. However, the objection to munis in IRAs only makes sense in normal markets, and we haven’t had a normal bond market since sometime in 2007. We’ve come to the conclusion that munis offer the best value in the high grade landscape – better than government bonds, and better than high grade corporates. When we can sell US agency bonds with yields of 3.2% and buy munis yielding 3.8% - we think that’s a trade worth making. However, don’t try this without investing time in serious research on the muni side. Not just any old bond will do. 

International
Results overseas were mixed again last month. The Toronto exchange was up about 0.6%, a faint echo of the good returns in the US. This market is actually down in price for 2012, and that’s after a lousy 2011. Research in Motion, the maker of the Blackberry, probably had some impact on the index as it dove from $70 to $7. The other major commodity sensitive country we follow – Brazil - increased 3.2%. Mexico’s Bolsa was up 1.3%, continuing a trend of very strong returns in this country this year. In the far east, the Nikkei showed a 2.8% return. The Hang Seng, somewhat of a proxy for China, rose 1.8% as investors came to believe that China will have a soft landing. 
In Europe, the FT-SE was up 1.1%. As we mentioned last month, Europe has not been the disaster that you might think, given its economic problems. However, large companies dominate the index, and they sell worldwide, buffering the results from the lousy environment in places like Greece and Spain. We’re keeping an eye on this market, because we think it’s possible that next year will bring a rally to these stocks. 
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