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Yesterday was a classic example of the expression “The chickens have come 

home to roost”, meaning that when the Federal Reserve started the Q.E.2 

program in order to raise the prices of all asset classes because of their fear 

(which obviously turned out to be unfounded) of deflation, the central bank 

cheered when commodity prices began their inexorable rise higher six months 

ago, along with equity prices as well. So when crude oil, metals, grains and 

other agricultural products went to record high prices or multi-year highs, the 

rationale was that these higher prices are signs of worldwide economic 

recovery. Then yesterday, when stock markets around the world took a major 

league beating when crude oil went close to $100 a barrel and gold hit a new 

all-time high, which was now construed as potentially inflationary and a 

headwind to the economic recovery because it will hurt consumer spending, 

then all of the cheerleaders who kept on expounding about the wonderful 

benefits that these higher commodity prices were supposed to represent, 

pulled in their horns quickly when they saw the Dow take another 168 point 

dive, similar to the beating it took last Tuesday as well when the Libyan crisis 

was commanding the headlines with its implications of lesser crude oil 

supplies.  

  

Fed Chairman Bernanke mentioned in his testimony to the Senate Banking 

Committee that the recent surge in oil prices is unlikely to have a large impact 

on the U.S. economy, but it could dampen growth and raise inflation if it is 

sustained. He finally stated for the first time that the risk of deflation, which 

was the primary reason behind the Fed’s implementation of the Q.E.2 program, 

was now “negligible”, months after everyone else saw this as commodity 

prices began their inexorable steady move higher starting in September at the 

same time that stocks also began their latest phase of the bull market higher 

as well.  

  

Ironically, the major averages opened higher, following Monday’s strong 

showing and on optimism that the market would now see eight months in a 

row where the first trading session of the month ended with gains. Alas, this 
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was not to be, as the Nasdaq went negative first and performed its usual 

function of dragging the Dow lower. Then as crude oil prices rallied above the 

psychologically negative $100 a barrel level, stocks went into a classic “down 

staircase” pattern, which meant that as the session progressed, the major 

averages made lower highs and lower lows, as sellers were willing to accept 

lower prices to get out of positions. This steady deterioration resulted in a 

closing Dow loss of 168 points and breadth numbers were awful at a worse 

than 1 to 3 downside ratio. And the VIX lovers, who saw their beloved fear 

indicator decline from last week’s high of 23.22 down to 18.35 on Monday’s 

close, jumped on the negative bandwagon, resulting in a huge gain of 2.66 to 

21.01, a much larger rise than it should have been relative to the Dow’s decline. 

  

And the reasons for oil’s strong gains yesterday were that new countries got 

into the “crisis” game, as unrest in Oman, Iran and even Saudi Arabia, where a 

Shi’ite cleric was detained for having the nerve to propose a constitutional 

monarchy got that country’s stock market to take a huge 6.8% dive, its largest 

since November 2008 to its lowest level since July 2009.  

  

The Dow Jones Transportation Average took the biggest hit for obvious 

reasons and the cyclical and industrial stocks took large beatings, along with 

those poorly performing financials which cannot seem to get out of their own 

way no matter what the overall market does. For what it was worth, the only 

areas resistant to a decline were the more defensive issues such as utilities, 

healthcare and consumer staples, although these one-day rotations usually do 

not last very long as underlying market conditions change on a day to day 

basis. And of course ignored in yesterday’s downside selling hysteria was a 

strong February ISM Manufacturing Survey to its highest level since May 2004.  

  

After a hesitant start today, things made a nice improvement, with the Dow 

able to show a gain of 56 points at its 11am high. And breadth numbers 

supported this gain with a better than 2 to 1 upside ratio. This gain was 

sustainable as oil prices hung around but did not exceed that $100 level by too 
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much. The gains were ostensibly helped by the ADP estimate for Friday’s jobs 

report, which came in above consensus with a prediction of 217,000 versus the 

official estimate of 180,000. But given their awful track record, who really 

should believe this, as last month they were too high by around 150,000. In 

addition, there is always bargain-hunting after a decline of this magnitude.  

  

As things were settling in to what appeared to be decent gains, the averages 

turned tail to the downside after a report of a Libyan air strike close to an oil 

exporting terminal. This resulted in crude oil prices jumping from under $100 

to as high as over $102, and when stocks saw this, they made a steady 

downside reversal, which has resulted in a Dow loss of as much as 39 points at 

its worst level, even as the Nasdaq tries to hang on to a gain, courtesy of some 

of the larger technology stocks digging in their heels after the recent beating 

that they have taken. And the large mobile telecom and computer stock  is up 

ahead of the introduction of the new iPad later today. Despite the Dow hitting 

that low, breadth numbers were still about even, so it would appear that larger 

losses in individual Dow issues are responsible for the bulk of the decline. And 

if the crude oil anxiety is not enough to keep investors on edge, at 2pm we get 

the Fed Beige Book survey of economic conditions in various parts of the 

country, which can sometimes move things one way or the other  

  

Earnings season for the fourth-quarter is virtually over, with 71% of the 470 

S&P companies that have reported so far having beaten their estimates. The 

big event of the week will be Friday’s February jobs report, and more on that in 

tomorrow’s notes.   

  

The S&P trades at 13.5 times forward earnings, and 15.7 times current 

earnings, and this gets it to the highest level in the past year, if one assumes 

that this year’s earnings are going to come in at $83 for the S&P and $95 for 

2011. The average P/E multiple for the S&P going back to 1954 has been 16.2. 

This current level of the S&P could be used as the “excuse” for any market 

selloff that we see, if in fact we see one the rest of this month. 
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According to the sector analysts who follow these companies individually, for 

all of 2010, earnings are projected to increase by +29%, which would be the 

most since 1995, followed by earnings increases of +15% in 2011, as reported 

by Bloomberg Financial, and this would be the largest two-year advance since 

the period ended in 1995. First quarter profits rose by +52%. Second-quarter 

profits rose by +49%, the third-quarter rose by +28%. The fourth-quarter is 

supposed to gain by +37%.  If these numbers do come to fruition, then S&P 

earnings should be around $83 for 2010 and $96 for the S&P in 2011. This 

would equate to around a 15% gain this year. The highest ever earnings for the 

S&P in one year took place in 2006, at $88.    

  

After four consecutive quarters of negative G.D.P. growth, we now have 

five  consecutive quarters of positive growth, starting with the third-quarter of 

2009 and continuing with every quarter in 2010 according to the Commerce 

Department. Economists now predict that G.D.P. expanded 2.8% in the fourth 

quarter. For 2010, G.D.P. rose at a 2.8% rate, which was the highest since 2006 

after a decline of 2.6% in 2009. For  2011, the prediction is G.D.P. growth of 

3.5% and it is 3.9% in 2012.      

  

  

Donald M. Selkin          
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Don Selkin is the Chief Market Strategist at National Securities Corporation, member FINRA/SIPC, (NSC) 

and provides the Fair Value analysis for CNBC each morning.  The commentary provided in this Market 

Letter is intended to provide our customers with timely market analysis and should not be considered a 

research report.  This Market Letter may contain, and is limited to: Discussions of broad based indices; 

Commentaries on economic, political or market conditions; Technical analyses concerning the demand and 

supply for a sector, index or industry based in trading volume and price; Statistical summaries of multiple 

companies’ financial data, including listings of current ratings; and, Recommendations regarding increasing 

or decreasing holdings in particular industries or securities.  This Market Letter does not make a financial 

or investment recommendation or otherwise promotes a product or service of the firm.   This Market Letter 

contains only news, facts, and commentary on information previously reported from a news source 

believed to be accurate and reliable by the author.  These news sources include the following:  {Bloomberg 

Financial, Reuters, Associated Press}. It is possible that at any given point in time, the author, NSC, or one 

or more of its employees or registered individuals associated with NSC, may hold a position, either long, or 

short, as well as options, bonds, or other instruments in the companies noted in this report.  This Market 

Letter is intended strictly for current National Securities Corporation customers only.  

Disclosures 


