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The new President will have an economic honeymoon

What a week. The Dow Jones Industrial Average rode consecutive 100-point gains to a weekly increase of 269 points, or 2.8%. The blue-chip index ended the five days at 10,027. The Standard & Poor's 500 stock index climbed 34 points, or 3.1%, to reach a three-week high of 1130. The Nasdaq Composite added 59, or 3.1%, to finish at 1974. The decline in Oil prices from an intra-week high of $55.60 to a closing price of $51.78 was widely credited for the rise in equities. Some attribute the rise with the beginning of the historically strongest period of the year. Others think stocks anticipate a second term of G.W. Bush. Welcome to October's “manufactured market”. 

Simply stated, we were grinding through directionless action while awaiting results from the presidential elections. Look at the Nasdaq 100 Trust's (QQQ) weekly closes since mid-September. The QQQ has moved only 14 cents in the last six weeks. This ping-pong action translates into profits for opportunistic traders, but disaster for anyone believing they were buying an uptrend or selling a downtrend. Eventually the news flow will offer the right signals for big players to press their hands one way or the other. 

One of the important news items was that the U.S. economy grew a 3.7% in the third quarter, following a 3.3% expansion in the second, which allayed fears about the so-called soft patch. To be sure, third-quarter gross domestic product growth came in below the 4.3% consensus among economists and strategists. Personal-consumption expenditures, however, climbed 4.6% last quarter, after increasing 1.6% in the second quarter. Prices, not including food and energy, rose at the slowest rate in 40 years. Salary and wages rose at the slowest rate on record, according to Charmaine Buskas at Economy.com. Consumer spending rose at a robust rate, about three times the second-quarter rate. Business investment was also up sharply, although slightly slower than in the previous quarter. These were somwhat encouraging news for investors and seemed to validate the steep rise in equity prices this week. The other one was, that China increased its lending rate for the first time in 9 years, and more importantly, eliminated the maximum rate, banks can charge for loans.This was interpreted as a further step towards opening the economy to free market forces. Copper prices miraculously seemed to have anticipated this development weeks before oil prices did. Oil prices only came down after the Energy Information Administration announced a much higher than expected increase in storage levels. However, both commodities should suffer from an assumed decrease in demand form China.  
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This is why they call copper the metal with a PHD in economics. Copper corrected first, before oil and other commodities reacted to slower grwoth prospects from China. How much of a slowdown we will see is debatable. I think that demand from China will continue to put a price floor under most commodities, which means that sometime after the current bull market correction has run its course, raw materials will offer us a new buying opportunity.  
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The sharp deceleration in Gross Domestic Product growth came to a halt in the third quarter. Consumer and business spending were both up sharply. However, consumers really have no wherewithal to continue spending at this pace. Businesses on the other hand do have the cash on hand to invest over the coming quarters.

Large speculators now hold their largest collective net long position ever in 10-year T-note futures, according to the latest weekly data on traders' positions released by the Commodity Futures Trading Commission (CFTC) late Friday. This means that speculators are betting on a continued decline in interest rates.  

In the week ended Oct. 26, large speculators, or noncommercial traders as they are called by the CFTC, increased their collective position by 30,000 contracts to 125,000. The new positioning occurred as the U.S. 10-year was reaching its lowest yield since March on continued uncertainties about the upcoming election, as well as security concerns and continued sluggishness with respect to job growth. The GDP chart on the left above illustrates that these traders fear a continued decline in economic activity as measured by Gross Domestic Product. Much of the rally in the Treasury market (and the corresponding decline in yields) has been rooted in the slowdown in U.S. economic growth that has occurred over recent months. This began in June when retailers began to report that their weekly sales were falling below their sales plans, and owes importantly to the surge in energy costs, which has sapped the economy of its vigor and put real economic growth below the economy's potential to grow, resulting in weak job growth. 

Tony Crescenzi pointed out in TheStreet.com today, that “… The speculation in Treasuries is likely a mirror image of the speculation in the stock market, where uncertainties over the election and negativity about the economic outlook have hampered performance this year. This new Treasury data therefore likely reflect high degrees of negative sentiment in the stock market, which means that the [stock] market is also likely set for a reversal. Stocks would rally for many of the same reasons that bonds would fall. In particular, the ending of uncertainties surrounding the election, and the reduced cautiousness that this brings in both the economy and the financial markets, should help equities at the expense of Treasuries. Signs of reduced cautiousness and strengthening economic activity would be a catalyst to a rally in stocks.” 

Brian Wesbury of Griffin Kubik Stephens & Thomson  is as optimistic about the economy as Crescenzi is pessimistic about bonds. He commented in Barron’s this weekend: "While the headline number indicates that economic growth is above historical averages, we are even more encouraged by the underlining trends," he added. Wesbury pointed to "core" GDP -- that is, consumption plus fixed investment -- which jumped 5.4% in the third quarter, the second-fastest growth rate since the Y2K buildup. "We view this to be the best measure of the domestic economy's underlying strength."


Both are smart guy’s and they come from different areas of expertise to the same conclusion. The economy should accelerate, stocks should rise throughout the rest of the year and interest rates should increase. 
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