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Stocks wavered and then took off

Tuesday, February 22 constituted an awful start after a prolonged weekend. The previous Friday had seen options expiration come and go. A higher-than-expected core producer price index for January spooked fixed income markets, keeping a lid on stocks and sending the yield on the benchmark 10-year Treasury note to 4.27% from 4.18%. And then, Monday night, the wheels came off. South Korea's central bank announced that it would seek to diversify its foreign reserve holdings. The dollar sustained its biggest decline since August and gold futures soared to a 2005 high. In response, and also in reaction to oil's surge, the Dow Jones Industrial Average suffered its worst point loss since May 2003 and the S&P 500 its worst in six months.

Who would have thought on Tuesday that by week's end, the Dow Jones and S&P would be verging on new 52-week highs? We had been skeptical of further advances last week and wanted to raise cash. We were right in that. It seems, however, that we were wrong by not immediately seizing the opportunity to buy at lower prices.
South Korea's announcement seemed to be a fulfillment of the "sum of all fears" scenario whereby foreigners refuse to own or buy more of the dollar and dollar-denominated assets, sparking a cycle of dollar selling by foreigners leading to tumbling financial assets, leading to more dollar selling and, ultimately, sharply higher interest rates. That, in turn, would have crushed the housing market, consumer spending and the economy in general. But as is often the case, the time to buy was when the situation looked worst. 

Rather than reacting to inflation fears (10-year T-notes had risen in yield from 3.97% to 4.27% in less than two weeks), investors focused on the good news coming from the economy and decided to buy. Here are the indicators that encouraged the markets:
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The Economic Cycle Research Institute publishes its proprietary Index of weekly leading economic indicators. The growth rate (red line) had fallen steeply at the beginning of 2004 and briefly turned negative in January this year. A falling growth rate had been closely associated with weak stock prices in the past (partially because stock prices are 

used by the institute as one of their leading indicators).  It seems that the growth rate, which briefly dipped down in January has finally turned the corner and is rising again.

Consumers' assessment of the present situation reached its highest level in about three-and-a-half years, the Conference Board reported in its release of February consumer confidence data. The findings are similar to those of the University of Michigan's survey, in which the assessment of the current situation is now at its highest level since December 2000. The picture above shows the overall index. Changes in the assessment of the present situation tend to correlate well with changes in the condition of the labor market.
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Initial jobless claims: The four-week moving average fell to 308,750 from 312,000 the previous week. Jobless claims are now at their lowest level since November 2000 and well below the six-month average of about 340,000. The data point to a pickup in labor demand. A similar signal was given last year when payroll growth increased to 180,000 per month from a slight contraction in 2003. The current level of claims is consistent with job growth of closer to 225,000 to 250,000. There will be ups and downs in the monthly payroll figures, of course, but an uptrend will likely show through before long.
Orders and shipments of non-defense capital goods orders rose sharply in January, increasing 2.9% and 3.7%, respectively. The data put these categories more than 30% above the fourth-quarter average. This is a sure sign of strength in business spending, and it squashes the view that last year's strength was related to expiring tax incentives. The shipments data are particularly important, as they are plugged directly into the calculations of the gross domestic product. With rising orders and shipments of capital goods, a pickup in employment should not be far behind.
The week's economic news was strong enough to push the S&P 500 close to a new high. The news also raised the odds of future interest rate increases by the Federal Reserve. Yet the data were not strong enough to boost the odds of more aggressive actions from the Fed. In fact, the minutes of the Federal Open Market Committee's Feb. 2 meeting -- released this past week -- indicated no urgency by the Fed to accelerate its pace of interest rate increases, mirroring the recent congressional testimony of Fed Chairman Alan Greenspan.

However, Mr. Greenspan professed to be slightly irritated by the fact, that despite multiple increases in short term interest rates from 1% to 2.5% in less than a year,  financial conditions have actually stayed accomodative: Equities have rallied, bond yields have fallen, credit spreads have tightened, the dollar has weakened, and lending standards have loosened. The Fed intended to remove liquidity from the markets by raising short term rates, but the markets actually have cannibalized this attempt. Asian central banks buying dollars and T-notes kept 10-year notes low and credit spreads tight, despite the Fed’s efforts to remove liquidity from the system.  Excess dollars continue to chase financial assets and raw materials around the world. For now, Asian central banks provide the liquidity that the Fed seeks to remove. So while the Fed tries to reduce the amount of money available in the banking system, thus reducing the amount of money that's available to buy stocks, bonds, commodities and real economic activity, the foreign central banks inject liquidity. If the Fed accelerates it’s efforts by raising rates drastically, or if foreign central banks stop injecting liquidity into the US, then this means there won't be enough buying power to propel all of these assets simultaneously. The monetary base in the US is already shrinking, thus making it likely that next year there will be less buoyancy in some or all of these areas. The sharp gains in commodity prices, for example, are likely to abate next year if the current trend in the monetary base continues, unless foreign central banks make up the difference. For the moment, stocks anticipate a strengthening economy and do not seem to anticipate a liquidity crunch.

Hermann Vohs  
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