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The Tale of Two Markets

The correction that has taken place this month has been pretty brutal, with 6 straight weeks of selling on the S&P. The Nasdaq has been down 4 weeks in a row, and has fallen over 10% in that time. All the major indices are now well below their 50- and 200- day moving averages and July is the worst month since December 2002. With just over half the S&P companies having reported now, 70% have beat estimates, 20% have been in-line, and only 10% have come in worse than expected. Nevertheless, even when companies beat Wall Streets estimates, investors kept on selling. The indices do not reflect the carnage that went on underneath the surface in some small cap high tech companies. Some of these stocks were just decimated, falling sometimes by 50% in a matter of days. The other big loser in July was of course the airline sector, which suffered from oil’s relentless march upward. 
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Amid soaring energy prices and fading tax stimulus, consumers tightened their purse strings in the second quarter, leaving gross domestic product well below economists' forecasts. Real GDP grew at a 3% annual pace in the second quarter, far short of economists' 3.7% estimate, as consumer spending increased at its weakest pace since the first quarter of 2001. Offsetting the disappointing news somewhat was an upward revision to first quarter GDP. The Commerce Department said the economy grew 4.5% in the first three months of the year, not 3.9% as originally reported. While the GDP report was disappointing Friday, the University of Michigan's consumer sentiment index was more encouraging, rising to 96.7 from 95.6 in June and 96 in early July. Economists were expecting the index to hold steady at 96.

Amid ambivalent economic news, the democratic convention finished without incident and sonsidering how much Wall Street supposedly fears the election of presidential nominee John Kerry, the market held up pretty well during the Democratic convention. Stocks bounced strongly on Tuesday, the day after the convention began, and the market staged an impressive turnaround Wednesday after early weakness. Stocks continued to climb Thursday ahead of Kerry's formal acceptance of the nomination. According to a study from Russell Investment Group, money managers are far more worried about the economic climate and "company specifics" than about the upcoming election. Russell surveyed 107 investment management firms, which individually manage an average of $38.7 billion. "Election and government policy issues do not seem to be strong areas of emphasis for [money] managers," said Russell's chief portfolio strategist Randy Lert. "Managers ... largely dismissed the investment strategy impacts of more specific governmental and public policy issues such as trade policy, tax reform and the budget deficit." While concerns swirl among some investors that Kerry might repeal President Bush's tax cuts if elected, fewer than 16% of money managers surveyed said tax reform is something that would affect their investment strategy. Just 15% said trade policy factored into their decision-making process, and slightly more than 13% cited the budget deficit. In contrast, almost 63% of money managers surveyed by Russell said the economy would affect their investment strategy, while 55% said inflation was key and 47% highlighted the price of oil.
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The Institute for Supply Management’s PMI Index (a gauge of industrial activity) registered 62 percent in July, an increase of 0.9 percentage point when compared to 61.1 percent in June. ISM's New Orders Index gained 4.7 percentage points from 60 percent in June to 64.7 percent in July. ISM's Production Index increased 2.9 percentage points from 63.2 percent in June to 66.1 percent in July.

"July represents a good start for the third quarter, and the outlook continues to be very encouraging as New Orders and Production accelerated during the month," said Norbert J. Ore, chairman of the institute.

The growth rate of the index has declined from its high of over 35% in April to 17.87% in July. The index itself, however, has now stayed above the 60 level for 9 consecutive months. This is the longest stretch in these elevated regions since the 1970s. Industrial America is booming. Industrial stocks are still worth a look. This market of stocks seems to regain its footing and I have to stay with my prognosis, that the Dow Jones Industrials is going to hit 12,000 sometime in the next 12 months, whereas the NASDAQ will be lucky if it reaches 2,500. Technology, other than select telecommunications equipment providers, is probably going to have a difficult time. Stick with the old economy, the new economy had  its day in the sun four years ago. Be careful out there.   
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