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The data released last week (and early on Monday, February 1) can 
be grouped into The Good, The Bad, and the Ugly. The “Good” news 
dominated the “Bad” and “Ugly”, suggesting that the economic data was 
not a root cause of last week’s sell off in the fi nancial markets. 

Although “Good” data dominated last week, we are sticking with our 3 – 5% 
forecast for real Gross Domestic Product (GDP) growth in the fi rst half of 
2010, and our 3 – 4% forecast for all of 2010. We will continue to monitor the 
incoming data and adjust our forecast as warranted.

The “Good” reports released last week (and early this week) included:

The Q4 2009 report on real GDP, the broadest measure of economic  

activity, which revealed that the economy grew by 5.7% in Q4 2009, the 
fastest pace of growth in six years. 

The January reading on the Institute of Supply Management’s (ISM)  

report on manufacturing. The index also climbed to a six year high, and 
suggested that real GDP growth in Q1 2010 got off to a strong start.

The “Bad” data last week included another uncomfortable gain in weekly 
jobless claims and another step toward tightening from the Fed, while 
the “Ugly” data last week was the horrible new and existing home sales 
reports for December, along with the Congressional Budget Offi ce’s Budget 
Outlook for 2010 – 2020.

Key Reports Last Week:
The Good

The broadest measure of economic activity, GDP, expanded at a much faster 
than expected 5.7% annualized rate in Q4 2009 versus Q3 2009. It was the 
second consecutive positive quarter for real GDP growth, which should help 
to reinforce the idea that the recession ended in mid 2009 and that a solid 
recovery is underway. The report should also help to put to rest some of the 
lingering “double dip” recession talk still circulating in the news media and 
among some market participants. The consensus was looking for a 4.7% 
gain in real GDP in Q4 and a few credible economists were looking for GDP 
growth as high as 5.7%, so the number wasn’t a complete shocker. 

The bulk of the strength in the Q4 GDP report came from less inventory 
destocking, which added 3.3 percentage points to GDP growth. Market 
participants looking to put a negative spin on this report will likely 
point to the major contribution from inventories to Q4 GDP, but we 
think that misses the point that there was substantial underlying 

The Good, The Bad, The Ugly…
And the FOMC, Too

February 1, 2010

John Canally, CFA
Economist
LPL Financial

LPL  F INANCIAL  RESEARCH

Weekly Economic Commentary

ECONOMIC CALENDAR

Monday, Feb 1
Personal Spending
Dec

Personal Income
Dec

Construction Spending
Dec

ISM Manufacturing
Jan

Senior Loan Offi cer 
Survey

Tuesday, Feb 2
Light Vehicle Sales
Jan

Pending Home Sales
Dec

Wednesday, Feb 3
ISM — Service Sector
Jan

Challenger Layoff 
Announcements
Jan

ADP Employment 
Jan

Thursday, Feb 4
Initial Claims 
wk 01/30

Productivity
Q4

Factory Orders
Dec

Chain Store Sales
Jan

Friday, Feb 5
Unemployment Rate 
Jan

Nonfarm Payrolls
Jan

Consumer Credit
Dec

It was the second consecutive 
positive quarter for real GDP growth, 
which should help to reinforce the 
idea that the recession ended in mid 
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is underway.
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strength in the economy in Q4. Sizeable contributions to Q4 GDP were 
made by business capital spending (+13.3% quarter-over-quarter), personal 
consumption (+2.0% quarter-over-quarter (Q/Q)), housing (+5.7%Q/Q), 
and exports. Commercial real estate and government spending were drags 
on GDP growth in Q4. The composition of the GDP in Q4 supports our view 
that business spending, exports, and to a lesser extent, housing will help 
to lead the economy out of recession, while the consumer just “hangs in 
there.”

The January 2010 reading on The Institute for Supply Management (ISM) 
Index of manufacturing, which is one of the fi rst reports on the state of the 
economy in early 2010, was a very strong report, and gets Q1 2010 off to 
a healthy start. At 58.4, the reading in January was way above consensus 
(55.5) and the strongest reading on ISM in six years. (A reading above 50 
suggests that the manufacturing sector is expanding). According to the ISM 

“The past relationship between the PMI and the overall economy indicates 
that the PMI for January (58.4 percent) corresponds to a 5.5 percent 
increase in real gross domestic product (GDP) on an annual basis.”

The details of the ISM report were as strong as the headline. Every key 
category rose between December and January (new orders, employment, 
production, new export orders, and supplier deliveries. The composition of 
the report strongly suggests that the manufacturing recovery will persist 
well into 2010.

The Bad 

One of the “bad” reports released last week was initial fi ling for jobless 
claims. Jobless claims in the week ending January 23 remained elevated 
relative to their late 2009 levels, but there are still indications that the 

“administrative” issues (fi lings made in the last few weeks of 2009 not 
being processed until mid January 2010) that dampened claims in the fi nal 
weeks of 2009 (and pushed them higher in mid January 2010) may still be 
present in the system. On balance, the downward trend in claims that have 
been in place for the past nine months remain in place, but the pace of the 
downward trend has stalled. It remains to be seen whether the stall out is 
the beginning of a new trend, or just noise. The claims data still suggests a 
more robust recovery in the labor market than in the prior two recoveries. 

The Ugly

Along with the nation’s fi scal outlook (as provided by the Congressional 
Budget Offi ce last week), the two most disturbing reports of the week 
were the new and existing home sales reports for December. Our view 
is that the weakness in new and existing home sales data for December 
is primarily the result of uncertainty surrounding the fate of the fi rst time 
homebuyer tax credit. The underlying fundamentals of housing (affordability, 
home prices, and houses for sale) have not changed, and have largely 
improved over the past few months.

As noted in Chart 3, housing affordability remains close to an all time high, 
and home prices have moved steadily higher since bottoming out in early 
2009. However, if we do not see a stabilization in pending home sales in 
December (reported early this week) and a pickup in new and existing home 
sales in January (reported in late February), it would be a concern. 

 1 Recovery from Severe 2007 – 2009 “Great 
 Recession” Is Well Underway

 2 Strong January ISM Report Suggests another 
 Strong GDP Report in Q1 2010

 3 Housing Affordability Remains near An All 
 Time High

Source: Bureau of Economic Analysis/Haver   02/01/10

Source: Institute for Supply Management/Haver   02/01/10

Source: National Association of Realtors/Haver   02/01/10
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And The FOMC, Too

As expected, at its meeting last week, the Federal Reserve’s policymaking 
arm, the Federal Open Market Committee (FOMC) left rates unchanged 
at near zero and retained the “extended period” phrase in its statement 
on monetary policy, which suggests that the Fed will be on hold for the 
near future. The market is currently pricing in the fi rst Fed rate hike in 
September/October, and we would concur with that assessment. At 
the margin, last week’s FOMC statement pushed the Fed closer to 
signaling that they will tighten. That signal could come as soon as the next 
FOMC meeting (March 15-16, 2010) or possibly the April 27-28 meeting. 
Compared to the previous FOMC statement in December 2009, the FOMC 
did upgrade its assessment of current economic conditions (most notably 
business spending), and the economic outlook, and noted that it will end its 
purchase of agency mortgage-backed securities as expected on March 31, 
2010. The FOMC sounded a little cautious on the infl ation outlook as well. 
There was one dissenting vote, Kansas City Fed president Thomas Hoeing, 
who voted against keeping rates unchanged. 

Key Reports This Week:
Fiscal matters will dominate the economic news in the early part of this 
week, as the Obama Administration will release its proposed budget for 
Fiscal Year 2011, and the House will debate raising the nation’s debt limit 
to $14.3 trillion. Later in the week, the market will focus on the nation’s 
employment situation, with the release of the January jobs report on Friday. 
Key data on chain store sales for January (Thursday, February 4) and vehicle 
sales (Tuesday, February 2) are also on deck this week.

December Pending Home Sales (Tuesday, February 2) 

Usually a sideshow, the pending home sales report for December will  

be closely watched given the weakness in home sales in December 
reported last week. 

Pending home sales tend to lead new and existing home sales by a few  

months. The market is looking for some stabilization in pending home 
sales in December, which would suggest that new and existing home 
sales stabilized in January. 

The January home sales data is due out in late February.   

January Employment Data (released throughout the week)

The above 50 reading (53.3) on the employment component of the  

national ISM report for January provided an early window into Friday’s 
nonfarm payroll report, and raises the odds of a gain in nonfarm payrolls 
in January 2010.

Through the worst of the recession in late 2008 and early 2009, the  

Automatic Data Processing (ADP) employment report (Wednesday, 
February 3), provided a fairly reliable “early read” on the overall 
national employment report, as it accurately predicted the direction and 
magnitude of job losses. In recent months, however, the ADP report has 

 4 The Unemployment Rate Remains Uncomfortably 
 High at 10.0%

Source: National Association of Realtors/Haver   02/01/10

12

10

8

6

4

2
50 55 60 65 70 75 80 85 90 95 00 05

Civilian Unemployment Rate: 16 yr+
SA, %

At the margin, last week’s FOMC 
statement pushed the Fed closer to 
signaling that they will tighten.



WEEKLY ECONOMIC COMMENTARY

  Page 4 of 4
RES 1990 0210

Tracking #610894 (Exp. 02/11)

Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not Guaranteed by any Government Agency | Not a Bank/Credit Union Deposit

This research material has been prepared by LPL Financial.  

The LPL Financial family of affi liated companies includes LPL Financial and UVEST Financial Services Group, Inc., each of which is a member of FINRA/SIPC.

To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial is not
an affi liate of and make no representation with respect to such entity.

IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specifi c 
advice or recommendations for any individual. To determine which investment(s) may be appropriate for you, 
consult your fi nancial advisor prior to investing. All performance reference is historical and is no guarantee of 
future results. All indices are unmanaged and cannot be invested into directly.

Investing in international and emerging markets may entail additional risks such as currency fl uctuation and 
political instability. Investing in small-cap stocks includes specifi c risks such as greater volatility and potentially 
less liquidity.

Stock investing involves risk including loss of principal Past performance is not a guarantee of future results.

Investing in alternative investment may not be suitable for all investors and involve special risks such as risk 
associated with leveraging the investment, potential adverse market forces, regulatory changes, potential 
liquidity. There is no assurance that the investment objective will be attained.

Small-cap stocks may be subject to higher degree of risk than more established companies’ securities. The 
illiquidity of the small-cap market may adversely affect the value of these investments.

had a spotty track record, overestimating the number of jobs lost relative 
to the national report in each of the past eight months. 

The Challenger job cut (Wednesday, February 3) data has been a good  

leading indicator of the labor market in 2009, peaking in January of 2009, 
roughly two to three months before jobless claims peaked in late March 
2009. Layoff announcements fell between November and December 
2009, and in ten of the past eleven months. In December 2009, layoff 
announcements were down sharply (73%) from a year ago (December 
2008). Another drop in layoff announcements in Januaryr would comfort 
the market. The period in the immediate aftermath of the collapse of 
Lehman Brothers in September 2008 saw a sharp ramp up in job layoff 
announcements.

The four week average on initial fi lings for jobless benefi ts (Thursday,  

February 4) has now declined by more than 200,000 from its peak in 
April 2009. Jobless claims are no longer tracking toward the jobless 
recoveries of 1991 and 2001, but, instead, are now tracking to the 
pattern seen in the robust job recoveries from the severe recession 
in the mid 1970s and early 1980s. We do not think the market has 
recognized this yet.

The market expects the January jobs report (Friday, February 8) to show  

a small gain in jobs (+8,000) after a disappointing (85,000 ) drop in 
December and a small gain (4,000) in November 

The consensus is looking for the unemployment rate to remain at 10.0%  

in January. 

The consensus is looking for the 
unemployment rate to remain at 
10.0% in January.
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What happened? The year was off to a fi ne start with the S&P 500 posting 
a 3% gain by mid-January. Then, on January 20, the stock market began a 
6.6% pullback as six of the past eight days saw a decline in the index. Who 
or what is to blame for this abrupt drop?

Don’t Blame Earnings

Earnings have been strong as companies are beating estimates by a wide 
margin and raising their outlook for 2010. At about the halfway point in the 
fourth quarter earnings-reporting season, 67% of companies in the S&P 500 
index have beaten Wall Street analysts’ consensus estimates on revenues, 
and 78% have been beating earnings estimates — just one percentage point 
below the all-time record set last quarter. In aggregate, companies have 
reported earnings that are 17% ahead of expectations which is a new all-
time record and well above the historical average of 2%. 

Clearly, the weakness in the stock market has had nothing to do with the 
fourth quarter earnings results. Also, expectations for future quarters have 
been rising. Interestingly, the Information Technology sector has been the 
worst performer during the stock market’s recent 6% decline. Yet, the sector 
that contributed the most to the better than expected results has been 
Information Technology — with 40 of the 41 companies that have reported so 
far beating estimates. 

More good news may be on tap for this week. This week is the peak week 
for earnings reports with almost 100 companies in the S&P 500 index 
scheduled to report over the next fi ve days. 

It Wasn’t the Economy’s Fault

Last week’s economic data included the fi rst look at fourth quarter GDP 
which surprised to the upside with a very strong 5.7% growth rate. The 
strength was broad across economic sectors. Consumer confi dence and 
regional manufacturing data was strong and bode well for job growth. While 
housing data reported for December was weak, it refl ected the temporary 
expiration of the new homebuyer tax credit, which was reinstituted 
and should, led to the return of better sales in the coming months. The 
composite Index of Leading Indicators, which tends to predict the direction 
of economic growth, posted a strong advance and was well above 
economists’ expectations.

February 1, 2010

Who is to Blame?

Highlights
On January 20, the stock market began a 6.6%  
pullback as six of the past eight days saw a 
decline in the S&P 500 index despite solid 
economic and earnings data.

Stock market pullbacks of 5-10% are very  
common.  In fact, this is the third 5-10% 
pullback during the stock market rally that began 
in March 2009.  A pullback has accompanied 
each earnings reporting season since the March 
2009 low. 

We are watching sentiment, technical levels,  
and data on China particularly closely.

We continue to forecast a shift from tailwinds  
to headwinds as 2010 unfolds likely leading to 
market declines as the year goes on. However, 
we believe the tailwinds for growth remained 
intact during January and the recent pullback 
may be typical of earnings season and be 
reversed in the coming weeks.
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While the LPL Financial Current Conditions Index fell last week, it was 
mainly due to the increasing volatility in the stock market rather than from 
the components tracking economic activity. The index still points to an 
environment supporting solid economic growth. 

Was it Washington?

The blame game in Washington is in full swing, but is the news fl ow out of 
Washington responsible for the market decline? Washington events have 
dominated the news over the past week and a half, including:

the President’s proposals targeting the top banks,  

the Federal Reserve meeting on interest rates,  

the State of the Union address, and  

Fed Chairman Ben Bernanke’s contentious Senate confi rmation vote.  

It could be argued that the heightened uncertainly in the markets 
contributed to by these events could leave Washington to blame for 
the pullback. However, stocks failed to rally on Friday as the uncertainly 
lessened. These events are now mostly out of the way with only the Obama 
administration’s 2011 fi scal year budget to be released this week with 
implications for various legislative and regulatory sensitive sectors. 

Is It Normal?

Stock market pullbacks of 5-10% are very common — especially during 
earnings reporting season — and have accompanied every recovery. In fact, 
this is the third 5 – 10% pullback during the stock market rally that began in 
March 2009.

During the second quarter earnings reporting season, from June 12 – July  
10, the S&P 500 pulled back about 7.1%. 

During the third quarter earnings reporting season, from Oct 19 to Oct 30,  
the index fell 5.6%. 

During the fourth quarter earnings reporting season, from Jan 19 through  
Friday, the S&P 500 was down about 6.6%. 

During the four and a half year bull market from March 11, 2003 to October 
9, 2007, the S&P 500 experienced a pullback eight times. While the 
magnitudes of the pullbacks were all very similar — in the 5-10% range — the 
duration of these pullbacks varied. Some were relatively abrupt and lasted 
only a week and a half, while others took nearly 11 weeks to unfold.

Pullbacks happen. There are often no clear reasons why they occur. They are 
merely part of the normal process of buyers and sellers digesting market gains.

What We Are Watching

Perhaps we can blame a 5 – 10% decline on normal market behavior. 
Nevertheless, we are watching several factors particularly closely this week 
to assess the likelihood of a further decline. 

PULLBACKS DURING S&P 500 RALLY FROM LOW OF 
MARCH 11, 2003 TO HIGH OF OCTOBER 9, 2007

Start of 
Pullback

End of 
Pullback

Duration of 
Pullback in 
weeks

Magnitude 
of Pullback

3/21/03 3/31/03 1.5 -5.3%

3/5/04 5/17/04 10.5 -6.3%

6/23/04 8/12/04 7 -7.1%

3/7/05 4/20/05 6.5 -7.2%

9/9/05 10/13/05 5 -5.2%

5/5/06 6/13/06 5.5 -7.5%

2/20/07 3/5/07 2 -5.8%

7/10/07 8/15/07 5 -9.3%

Source: LPL Financial, Bloomberg
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Sentiment –  Pullbacks are often defi ned by changes in sentiment from 
bullish to bearish. Stocks tend to peak when bears become scarce. The 
American Association of Individual Investors survey refl ected a decline in 
the percentage of investors calling themselves bearish during the early 
weeks of January as the market climbed to the recent high. This dip to 
below 25% bears was the lowest reading since 2007. This percentage 
has climbed back to the average level of the past six months at around 
37% and is likely to have bounced even higher last week refl ecting a rapid 
turnaround in investor sentiment from overly bullish to overly bearish.

Technical support levels –  We are watching the support levels and 
oversold indicators on the major indexes very closely along with the 
behavior that typically marks turning points in market movements.

China’s economic data –  Some data on China will be released as this 
week gets underway. However, it is on February 9 – 11 that we will get 
loan growth, money supply growth, and other key drivers of economic 
growth in China. The pullback began with news from China designed to 
curb loan growth. The data will provide us with further insight into any 
impact the actions by Chinese policy makers is having to slow the rapid 
pace of economic growth. 

We continue to forecast a shift from tailwinds to headwinds as 2010 unfolds 
likely leading to market declines as the year goes on. However, we believe the 
tailwinds for growth remained intact during January and the recent pullback 
may be typical of earnings season and will reverse in the coming weeks.

 1 Bearish Sentiment had Dropped to Multi-Year 
 Lows Prior to Pullback
 American Association of Individual Investors 
 Survey — Percent Bearish
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