November 5, 2010

Dear Investors:

One day after the Federal Reserve disclosed its plans for the second round of its Quantitative Easing policy; the global markets surged and pushed the U.S. markets to new two year highs.  The Federal Reserve will be printing $600 billion dollars of money to buy long-term Treasury debt as a means of pumping liquidity into the financial system.  The reason why the Federal Reserve embarked on a QE2 policy is because QE1 did not work.  In an op-ed in the Washington Post, Federal Reserve Chairman Ben Bernanke wrote that the Federal Reserve's objectives of promoting a high level of employment and maintaining a low, stable inflation had not been met.  The national unemployment rate is 9.6%. Inflation, according to Ben Bernanke, is "lower than the rate most Fed policymakers see as being most consistent with healthy economic growth."  He also wrote "higher stock prices will boost consumer wealth and help increase confidence, which can also spur spending. Increased spending will lead to higher incomes and profits that, in a virtuous circle, will further support economic expansion." This dangerous policy of monetizing the nation’s debt aimed at artificially inflating asset values, i.e. the stock market, is drastically devaluing the dollar. This means that it is more expensive for Americans to buy goods and services domestically and abroad.  The Fed hopes that a lower dollar will make our goods and services cheaper to the rest of the world and hopefully increase our net exports.  Instead of creating jobs through $600 billion dollars of tax credits and incentives, this Administration is trying to artificially boost the stock market to make Americans feel wealthy so they spend more to stimulate the economy, while at the same time making goods and services cheaper to the rest of the world at the cost of the American consumer.
The fear is that the newly printed money never makes its way to the American consumer because the artificial wealth created by QE2 will vanish in the stock market once investors realize that there is no basis for its valuation, much like the real estate bubble in 2007.  Economists realize how ridiculous this policy is because they are already talking about plans for QE3 and QE4.  According to the Commerce Department, inflation is very low and “unhealthy” for the Federal Reserve.  But there must have been a change in the way that the Consumer Price Index is calculated or it is just out of touch with reality.  The cost of groceries, energy, healthcare and education, which are the staples of the American consumer, are increasing at exponential rates this year.  The statistics used by the Commerce Department are very different from those used by the Department of Agriculture or the real prices in the supermarket.  The cost of milk and dairy products has increased 11% this year, the cost of wheat products surged 25% year-to-date and the price for corn grains has jumped 33% this year.  Manufacturers have tried to absorb some of the increases but a majority of the increased costs have been, or will be, passed through to the consumer.  But according to the Federal Reserve there is no inflation and they proceed to intentionally devalue the dollar, making our goods and services more expensive.  This is a silent tax imposed on Americans that will stifle consumer spending which represents 70% of our gross domestic product in the hope that our goods are more attractive to the global economy.

However, short-term momentum traders celebrated the Fed’s pushing the markets to new two year highs.  The Dow Jones Industrial Average gained 325.59 points, or 2.9%, for the week to close at 11,444.08 and is up 9.7% for the year.  The S&P 500 Index jumped 42.59 points, or 3.6%, for the week to close at 1,225.85 and is up 9.9% year-to-date.  The NASDAQ Composite added 71.57 points, or 2.85%, for this week to close at 2,578.98 and is up 13.65% for the year.

Since the markets closed higher than the April highs on Thursday, it appears that the bear market rally that began in March of 2009 has been prolonged due to massive government intervention.  The fact that the markets are on a “sugar high” does not change the overall downward trend of the markets from their October 2007 highs.  The stock market is being pushed higher by short-term momentum traders and hedge funds.  The more money sucked into the market at these over-bought levels results in greater profits for the professional investors at the expense of the investors that feel like they “missed the boat.”  The daily Relative Strength Index (RSI) for the S&P 500 Index is at 76.04 this weekend and the weekly RSI is at 67.69.  An RSI of 70 means that the markets are over-bought and poised for a decline, a reading of 76 is an extreme over-bought position and you can see from this website that a daily and weekly decline could start at any time, http://stockcharts.com/h-sc/ui.

Although the stock markets have moved higher, the downside risk of these markets is far greater than the upside potential.  I have been saying this to my retired and near retired clients since the first quarter of this year.  The markets are up about 5% since the first quarter of the year but they were down nearly 20% during the year.  The short to intermediate bond investment strategies have generated a 5%-10% return without the volatility of the stock market.  The pundits are warning of the danger in the bond market with the inevitable rising interest rates, but risks associated with short to intermediate bonds are much less than longer term bonds or the inflated value of the stock market.  
On Friday, the Department of Labor released the October Jobs Report which showed that 151,000 non-farm jobs were created last month.  The private-sector created 159,000 jobs but government employees decreased by 8,000. Of course, the private-sector jobs growth is vastly different than the ADP employment report which showed that 41,000 were added. A significant factor in the Department of Labor’s phone survey is the presumed birth/death rate of businesses.  In this bloated number they assumed that 61,000 jobs were created by new businesses that may have started.  There is no real basis or fact for this assumption. It is just another government guess.  When you subtract out the “guesstimate” of new businesses, you are left with 90,000 jobs created.  The report also said that 35,000 jobs were from temporary employees. This brings the number down to 55,000 real jobs created which is amazingly close to the ADP estimate.  This is more in-line with the weekly first-time unemployment claims data, which shows that another 457,000 Americans lost their jobs last week.  It is virtually impossible to have any meaningful job growth when first-time claims remain over 450,000 per week.  
As you know there has been a major shift in control in Washington as a result of Tuesday’s elections.  The country clearly did not like the back room deals and policies forced into law by the current Administration.  Now the Administration seems willing to extend the Bush tax cuts but there is a great deal of uncertainty remaining.  
Right now, there is a lot of risk in both the bond and stock markets which is why diversification is critical.  It is important to work with a financial advisor that thoroughly understands the tax laws to maximize your opportunities for financial growth.  This is not the time to procrastinate, so I encourage you to call my office and use the forward button at the bottom of this email to forward this letter to a family member, friend or colleague if you know someone that needs financial advice.

If you have any questions, please do not hesitate to call.  Our mission is to be your trusted financial professionals dedicated to delivering a high level of service to enhance your lifestyle and provide peace of mind.  
Best regards,
 
Vincent Pallitto, CPA, CFP®
Certified College Planning Specialist
Summit Asset Management, Inc.
www.summitasset.com
973-301-2360
973-301-2370 Fax
A branch office of, and securities offered through LPL Financial
Member FINRA SIPC
 

You cannot invest directly in a market index, market indices are for benchmark purposes.  The information in this market commentary is obtained from various news sources, Stockcharts.com and technicalindicatorindex.com.  The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual.  To determine which investment(s) may be appropriate for you consult your financial advisor prior to investing.  All performance referenc
