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Yesterday’s session could be summed up by instead of the old expression 

“The Agony and the Ecstasy”, we should call it “The Ecstasy and the Agony”, 

as the Dow underwent an intraday collapse of 282 points from its best early 

intraday level. The opening ecstasy was a function of the debt ceiling raise and 

budget cut agreement reached between the White House and the 

congressional leadership on Sunday evening, which caused stock markets in 

Asia to rally and U.S. stock index futures to gap open by a sharply higher 

amount, with Dow futures reaching as much as a 198 point gain at their best 

level in the overnight session. 

  

For whatever reason, this optimism began to fade as the European stock 

markets did what they usually do lately, namely decline no matter what the 

news is, and it has gotten worse in that part of the world, as the negative focus 

now shifts to Italy and Spain, which are much larger economies that the 

original whipping boy of the E.U., otherwise known as Greece.  

  

After a Dow initial advance of 138 points right off of the opening bell, which 

was quite a bit lower than the best overnight levels that the futures implied as 

mentioned above, things started to rapidly fade, as enthusiastic early buyers 

must have said to themselves, “what is going on here?” When the 10am 

release of the July ISM report was issued, the Dow was fading rapidly on its 

own, but was still ahead by 50 points, from which level it proceeded to plunge 

to its low of the day with a loss of 144 at its worst level, which produced that 

282 intraday downside reversal.  

  

From these worst levels, which pushed the S&P below its 200-day moving 

average for the second day in a row, things were able to fight their way back 

and the Dow actually had the nerve to stick its head briefly into nominally 

positive territory with a fleeting 2 point gain in mid-afternoon before fading 

once again to end with a nominal loss of 11 points, which could be construed 

as something of a victory considering how far it had declined, but also as a 

horrible showing considering the initial overnight euphoria as a result of the 
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debt and budget compromise.  

  

One could see that the Dow advance would not be able to hold because at the 

time that it was able to get back into that brief positive territory, the Nasdaq 

was lower by 6 points, which meant that the ratio was poor and it would be 

difficult for the Dow to do the heavy lifting on its own. There was also 

something of an imbalance because two stocks alone, the machinery 

manufacturer and the highest priced energy stock, accounted for 25 positive 

Dow points just by themselves. On the other hand, healthcare issues got sold 

off on the perception of cuts to Medicare and other federal health programs.  

  

There were a few other dynamics that were a bit unusual, the first being that 

overall breadth numbers were just about even despite the fact that all four of 

the major market averages were lower, so the advances such as they were 

came from really specialized areas, such as the mortgage REIT’s which made a 

very strong comeback from what was in retrospect an unjustified selloff on 

Friday. In addition, the VIX, which had jumped to its highest level on Friday 

since the March Japanese earthquake and tsunami disaster, was pretty well 

behaved considering the fact that the market underwent the dramatic 

downside disaster. For instance, when the Dow was lower by those 144 at the 

lows, the VIX was ahead by only .36, much less than it should have been but 

also behaving itself after it had risen last week by much more than it should 

have as well. It gained 7.75 points relative to the Dow’s weekly decline of 538, 

so some sort of equalization was inevitable. This equalization really took hold 

as the session wore on, as with a Dow closing loss of those 11 points, the VIX 

underwent a very sharp decline of 1.59, to 23.66, and was this supposed to 

indicate that the anxiety level among investors was decreasing even as the 

Dow declined for the seventh straight day and the other major averages were 

lower for six straight sessions, and these are not the sort of statistics to 

inspire much confidence. 

  

And despite the opinion from most bond market experts that yields are going 
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to have to rise in this country because of the strong probability of a 

downgrade of the U.S. AAA rating, bond yields continued to decline, reaching 

their lowest level of the year for 10-year Notes, at 2.75%, as bond investors 

now perceive an economic crisis rather than a budget crisis, to justify their 

buying of these instruments for progressively lower yields. One reason for the 

buying perhaps could be linked to the fact that second-quarter U.S. borrowing 

projections have been lowered by $74 billion, to $331 billion, which was the 

estimate at the start of the quarter.  

  

And once again, continuing a recent pattern, the Swiss franc and the Japanese 

yen both hit record highs against the dollar, even as the greenback gained 

against the Euro, whose weakness was a function of the problems in Italy and 

Spain, as yields on their bonds hit Euro-era highs amid mounting fears that an 

economic slowdown will hurt their chances of avoiding Europe’s spreading 

debt crisis. Spanish yields are near the levels seen in Greece, Ireland and 

Portugal before those countries were forced to ask for rescue loans. Italy’s 

yields rose to higher than they were two weeks ago when the E.U. announced 

its latest debt crisis plan, which included the second Greek bailout. Italy and 

Spain are the Euro area’s third and fourth largest economies.  

  

It now appears that the Dow will today have the ignominious distinction of its 

longest string of consecutive declines since the dark days of October 2008, as 

European shares fell to a 10-month low and the bond market continues to rally 

on the rapidly growing perception that the economic recovery is in jeopardy 

and the Euro area debt crisis is spreading.  

  

If things do not make some sort of miraculous recovery later in the day, the 

Dow will now have fallen eight straight sessions and the other major averages 

will now be lower seven straight times. Yields on Treasuries continue to 

decline, with the 10-year at 2.67% and the Swiss franc and gold at new record 

highs as well, on the “flight to safety” syndrome.  
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This all comes as the Senate prepares to vote on the debt and budget 

agreement passed by the House last night. In addition to the overseas 

concerns, there was more weak data here, as June personal spending declined 

for the first time since September 2009 and June personal income rose by the 

smallest amount since last November. And overhanging all of this is the threat 

of a downgrade of the U.S. credit rating. 

  

As the day is moving on, unfortunately the losses are accelerating as the 

Dow’s losses have now reached triple-digits, with a decline of 113 at its worst 

level, and perhaps the most frustrating thing about this is that for the second 

day in a row, the VIX is actually lower despite the major averages declining as 

well. This is the worst possible combination because if the market is going to 

keep falling, then at least let the VIX rise high enough to create an oversold 

condition from which things can eventually start to improve. With the Dow at a 

loss of 100 points as this is being written, the VIX has the nerve to be lower by 

.44 to 23.22.  

  

  

The bill that the Senate will soon vote on would raise the debt ceiling in two 

stages, which would be sufficient to meet the country’s needs until 2013. 

Budget cuts would amount to $917 billion over a decade, raise the debt limit 

initially by $900 billion and appoint a special congressional committee to come 

up with another $1.5 trillion in savings by late November, and these would be 

enacted by the end of this year. If Congress does in fact meet the deadline and 

the deficit target, or voted to approve a balanced-budget amendment, the 

President would receive another $1.5 trillion in borrowing ability.  

  

In case Congress fails to take either step, or does not produce savings of at 

least $1.2 trillion, the plan allows the President to obtain a $1.2 trillion debt-

ceiling extension. But that would trigger automatic spending cuts including 

defense and Medicare, which would take place starting in 2013. These 

Medicare cuts would only affect provider reimbursements, not benefits. And 
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the deal still does not remove the potential for a rating cut of U.S. debt, which 

is probably another reason that the market is down as well.  

  

  

Earnings continue this week, but not to the extent that we have already seen, 

with the following lineup – tonight: CBS; Wednesday: CLX, MA, TWX; 

Thursday: GM, KFT, PCLN, LUV; Friday: PG. This means that we will hear from 

three Dow components.  

  

Economic reports will be important, especially Friday’s jobs numbers and as 

we have already unfortunately seen this morning once again. and the rest of 

the lineup for the week is as follows – Wednesday: ADP estimate for Friday’s 

jobs report, July ISM Non-Manufacturing Survey, June factory orders; 

Thursday: weekly jobless claims; Friday: July non-farm payrolls and June 

consumer credit.  

  

The market has taken on a resemblance to last year, when things reached their 

highs in late April, and then took a dive in May and June, which marked the 

lows for the year, and it was the same causes last year as well, with European 

sovereign-debt issues responsible for much of the comedown, although let us 

also remember that we started the decline this year from higher levels, which 

left the market more vulnerable to some sort of setback from the misplaced 

mind-set of higher commodity prices somehow being good for stocks. Let us 

hope that this year also sees the market low during this time period as well. 

And one sign for optimism in this regard is that the May and June declines this 

year were nowhere near as severe as they were last year and July was actually 

an up-month before another decline in August. 

  

  

The S&P trades at 12.8 times forward earnings, which could bring a measure of 

support to stocks. Earnings were $85 in 2010 and are projected to be $100 for 

2011, according to the analysts who follow these companies. The average P/E 
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multiple for the S&P going back to 1954 has been 16.2. Since 2006, the average 

P/E multiple has been 14.7 

  

For all of 2010, earnings increased by +38%, which was the most since 1995. 

For 2011, first-quarter earnings gained +19% and are projected to gain +13% 

for the second quarter as reported by Bloomberg Financial and the 17% overall 

projected gain for 2011 would be the largest two-year advance since the period 

ended in 1995. The highest ever earnings for the S&P in one year so far took 

place in 2006, at $88. 

  

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

consecutive quarters of positive growth, starting with the third-quarter of 2009, 

every quarter in 2010 and the first quarter and second quarters of this year, 

although these numbers are weaker than earlier estimates, according to the 

Commerce Department.  For all of 2010, G.D.P. rose at a 3% rate, which was the 

highest since 2006 after a worse than originally estimated decline of 3.5% in 

2009 and an overall decline of 0.3% in 2008. For 2011, the prediction is now for 

G.D.P. growth of 2% and it is 2.5% in 2012, although estimates for this number 

vary widely and are constantly changing. 

  

  

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.  
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