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The Economy: An Ample Supply of Bad News 

The U.S. 

May was simply a bad month for the U.S. economy, any way you cut it.   Since the 2008 recession, our 

country has been able to rebound with generally positive economic data (albeit more slowly than anyone 

would like).  This was not the case in May, as economic data now point to a flattening of growth in the U.S., 

coupled with macroeconomic events that give investors far more reason to be cautious.  All the while, events 

in Europe and an impending “fiscal cliff” here at home provide a darkening outlook.   

The Commerce Department adjusted down its estimate of Q1 GDP growth to 1.9%, from its original 

estimate of 2.2%.  Economists were already somewhat disappointed by the 2.2% growth number, so the 

adjustment comes as more bad news.  Having grown at a rate of 3.0% in Q4 of 2011, the U.S. economy was 

expected to have been stronger going into 2012.  Wall Street economists are expecting a 2.2% rate of growth 

for the economy in the second quarter. 

The jobs report for May, released last week, was downright abysmal.  For the month, the U.S. economy 

added 69,000 jobs.  The number was far below expectations and signals a significant weakening in the job 

market.  The national unemployment rate ticked up to 8.2%.   The Obama administration has continued to 

sell progress in U.S. job growth as part of its re-election strategy, which may need to be revised as the job 

market is still bad for millions of hard working Americans.   

Manufacturing data were more mixed.  On the brighter side, the May ISM Manufacturing Survey registered a 

53.5 percent reading.  A reading above fifty indicates economic expansion.  While the May number was 

slightly lower than April’s, the reading was still in positive territory.  U.S. manufacturing growth has now seen 

expansion for thirty-four consecutive months.   

More sobering was manufacturing news from the Commerce Department.  New orders at U.S. factories fell 

0.6% in April, well below the estimates which had predicted slightly positive growth.  Non-defense capital 

goods excluding aircraft, a commonly used barometer of consumer spending health, declined 2.1% in the 

latest report.     

Interest rates fell to record lows in May.  The ten year U.S. Treasury bond hit its all-time record low yield 

recently, below 1.5%.  The low yields are a reflection of waning confidence in future economic growth 

combined with a flight to quality from the panic surrounding Europe.  Mortgage rates hit record lows as well, 

a modestly positive development for the housing market.   The average 30 year fixed rate hit 3.75% in May.    
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A new positive for the U.S. economy would be yet another round of quantitative easing, dubbed QE3, which 

will now likely take place sometime this summer.  Fed Chairman Bernanke has refused to take off the table 

the possibility of more QE, should economic conditions worsen.  Indeed, economic conditions have 

weakened, and most mainstream economists are predicting more stimulative action from the Fed. 

The World 

Queen Elizabeth II celebrated her 60th anniversary since taking the throne, dubbed the Diamond Jubilee.  

Much of England celebrated.  The Brits should also be celebrating their good fortune to not be part of the 

Euro, as they made the decision in 1992 to leave the European Exchange Rate Mechanism (ERM).  The 

ERM’s latest iteration is, of course, the Euro.  The last month has been an extremely trying time for the 

economies of the Eurozone and its monetary union.  Worryingly, a catastrophic outcome in Europe could 

have ramifications for the larger world economy.     

Much of the world waits anxiously to see the results of Greek elections on June 17th.  Feeling the full effects 

of the austerity measures (rightfully) put into place to help right their fiscal ship, the Greeks are not happy.  

Unemployment in the country recently hit a record high of 21.7%, while more than 50% of young people are 

out of work.  The Greek economy shrank by 6.2% in the first quarter.  Should the Greeks elect the more 

liberal and anti-austerity Syriza party, there could be dire consequences for their membership in the 

Eurozone.   Credit rating agency Standard & Poor’s now estimates that there is a one in three chance that 

Greece will leave the Eurozone.    

Greece represents only 2% of the European economy, and under 0.3% of world GDP.  The concern 

surrounding Greece is that a disorderly exit from the Eurozone will have negative financial consequences for 

the remaining “peripheral” European countries.  Spain and Portugal are both vulnerable, as they also face 

worsening fiscal conditions.  Spain has already created reason for concern, witnessing the government bailout 

of failing commercial bank Bankia in late May and a significant rise in sovereign bond yields.   

The bright side is, as Stanford economist Paul Romer once noted, that “a crisis is a terrible thing to waste.”  

This is a crisis.  Until now, European politicians and technocrats have been able to wring their hands and 

delay taking any substantive action with respect to true fiscal and monetary union in Europe.   Faced with the 

specter of a collapse of the European financial system, Germany, France and Holland will be brought to the 

table to make changes.   As Elvis Presley once urged: “a little less conversation and a little more action.”  A 

disorderly Greek exit may be just the crisis needed to push Europe towards action.   While the odds are that 

the Europe will not experience a massive collapse, we continue to monitor the situation closely.   

 

When it comes to investing in Europe, a crystal ball would be nice.  European financial markets may well 

decline further before inevitably coming back. That said, it still makes sense to have a long term dedication to 

developed European stocks, which comprise approximately one-fourth of the world’s non-U.S. equity 

markets.  In fact, European stocks are now notably cheap by historical valuation metrics.  Whether on a 

price-to-earnings or price-to-book basis, European stock valuations are nearly two standard deviations below 

their long term averages.  In short, much of the bad news may already be baked in to Europe’s stock markets, 

and many times the points of maximum stress have been the most opportune times to invest.   
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The Markets: Mostly Down 

The U.S. equity markets were down substantially in May, essentially cancelling out the large gains of the first 

quarter.  For the month, the S&P 500 was down 6.01%, bringing the year-to-date return to 2.58%.  Markets 

reflected more bad news domestically, a lack of clarity around government regulation and unease with the 

fiscal situation in Europe.  U.S. stocks are inexpensive, trading at below 15 times trailing earnings and below 

12 times forward earnings.   

Global equities were down in May as well.  With more bad news coming out of Greece and Spain, the MSCI 

EAFE Index lost 11.48%.  The Euro currency depreciated markedly, contributing to the index’s loss in May.  

Investors remain skittish about Europe—and rightfully so.  Meanwhile, yields have spiked for nearly all 

peripheral European debt.  Emerging markets equities were also down in May, registering an 11.21% loss.   

Bonds were mixed in May, as capital moved from riskier assets into safer assets.  The Barclays U.S. Aggregate 

Index was up 0.90%, though the Barclays Global Aggregate Index declined 1.03%.  A flight to quality 

brought U.S. Treasury bonds to some of their lowest yields in history.  Global and emerging markets debt 

had a tougher month, as a lack of confidence in Europe spread to developing debt markets.            

The Dow Jones UBS Commodity Index had a very bearish May, declining 9.13%   Crude prices dropped 

substantially on the back of increased pessimism regarding the global recovery.  A stronger dollar put a halt to 

rising gold prices, at least temporarily.   
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Closing Thoughts 

In a speech in Indianapolis in 1959, John F. Kennedy talked about the opportunities that emerge in crisis.  He 

noted: “When written in Chinese the word crisis is composed of two characters. One represents danger, and 

the other represents opportunity.”  The opportunity for the Eurozone is to take fiscal sovereignty to its 

logical conclusion, thereby strengthening the mechanisms to allow the Eurozone to survive as a single entity.   

Key reforms could ultimately improve Europe’s long-term prospects.  

 

There are also investment opportunities that arise in times of crisis.  It’s never fun to experience market 

corrections.  But they are not uncommon.  In fact, intra-year stock market corrections are very common.  

Since 1928, the S&P 500 has experienced 94 corrections of 10% or more, 43 of these corrections being 15% 

or greater. Long term investors know that they will be rewarded for investing strategically and in a disciplined 

fashion.  Selling into a panic is not what smart investors do.  In fact, disciplined investors add to positions 

that have sold off in times of weakness.  We will continue to work with clients to rebalance their portfolios.   

 

Despite the more sober expectations for U.S. economic growth, there are reasons for optimism.  Energy 

prices have come down markedly over the past two months.  Stocks remain well below historical valuation 

averages.  Consumer spending is still relatively strong, in spite of the bad news at home and abroad.   

 

The nation’s new national gas supply, unlocked by fracking technology, has created 100 years of new reserves.  

The International Energy Agency estimates that the U.S. will be exporting 35 billion cubic meters of natural 

gas by 2020, shaving many billions from our current energy trade imbalance.  Since the Carter administration, 

the dream of energy independence has been both naïve and unattainable.  With these new gas supplies, the 

U.S. is now far closer to making the dream a reality in future decades.   

 

This summer may well be a volatile one for financial markets, both in Europe and domestically.  Through all 

of the volatility, we urge you to keep a high level perspective.  We remain confident in our long term outlook 

for the financial markets, though there will inevitably be bumps along the way.   


