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The Economy: A Good Start to 2012 

The U.S. 

Economic conditions ended the first quarter of 2012 on a high note.  Financial markets largely reflected the 

increase in optimism, delivering higher equity prices and further credit spread tightening. While the mood in 

the U.S. is far from jubilant, economic data are suggesting that better days are ahead of us.  Headwinds still 

exist, however, which could derail the still-fragile recovery.    

Housing, a key component of any potential economic recovery, brought mixed results.  Pending home sales 

fell in February, yet remained near recent highs.  The S&P Case Shiller Home Price Index in January posted 

the smallest decline since last July, as existing housing prices approach a bottom.  Multi-family housing starts 

picked up in the quarter, contributing to construction jobs nationally.  Down from the 2007 peak of 7.7 

million workers, the construction industry currently employs 5.6 million people.  The recent trend has been 

towards hiring, a very positive development. 

Personal spending picked up in February by the most since last summer, seeing an increase of 0.8% from 

January.  As the driver of nearly 70% of the U.S. economy and 13% of global GDP, growth in U.S. consumer 

spending is the key to a sustained recovery.  Spending growth was split nearly equally between goods and 

services.  While encouraging that consumers are more willing to spend, personal incomes in the U.S. grew by 

only 0.2% for the month.  The difference between spending and incomes, naturally, comes out of a declining 

personal savings rate.       

Consumer confidence was a mixed bag in March.  The University of Michigan Consumer Confidence Index 

was revised upward by 1.9 points to 76.2.  The Conference Board’s Sentiment Index declined by 1.4 points to 

70.2, indicating a murkier picture of the consumer’s psyche.  On balance, consumer confidence has gained in 

2012.  We’ve had two steps forward and one step back for the American consumer: increased optimism from 

better job prospects has been cancelled out by worries over increased gas prices and inflation.      

Manufacturing data from the ISM survey indicated further expansion.  Though the ISM Manufacturing Index 

declined in February to 52.4 from a previous 54.1, a reading above 50 indicates economic growth.  New 

orders for durable goods rose 2.2% in February.  Anecdotal evidence points to continued slow-but-steady 

growth for manufacturing in the upcoming months.     
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The Federal Open Market Committee released the minutes from their March meeting in early April.  The Fed 

sees the U.S. economy improving, lessening the need for another round of quantitative easing.  Bond yields 

rose, and equity markets sold off as a result.  While in the short term it would be good for asset prices to see 

another round of quantitative easing, it’s a net positive for the long term that the economy may no longer 

need the Fed’s monetary stimulus.    

The World 

Unsurprisingly, problems from Europe remained in the headlines in March.  A chaotic Greek debt default is, 

thankfully, largely off the table since a bailout in February and the liquidity provided by the long-term 

refinancing operation (LTRO).  Like a whack-a-mole game, other problems have emerged just as Greece’s 

have stabilized.   

Concerns from Spain dominated European news at the end of March.  Spain faces a number of very large 

headwinds as it attempts to right its fiscal ship.  The country is already in a recession, unemployment is at 

record high levels, and the government is now trying to push through a new round of austerity measures.  

These three factors are a recipe for short-term economic misery.  In early April the Spanish government 

realized disappointing results from a series of sovereign debt auctions.  Yields have risen substantially for 

Spanish bonds, highlighting investors’ fears.     

ECB President Mario Draghi faces a monumentally difficult challenge.  On one hand, he must encourage 

accommodative monetary policy to protect peripheral European countries that stand on the brink of fiscal 

failure.  On the other hand, Draghi must respond to renewed inflationary pressures from energy and German 

wage growth.  The Euro zone’s “one size fits all” economic policy for its underlying seventeen countries is 

increasingly under pressure.  Eventually, fiscal austerity must give way to economic growth, which is the only 

way to financial health for many European countries with heavy debt burdens.    

Energy prices and geopolitics once again are meeting at a critical juncture.  With the prospect of Israel 

striking Iran to preempt their nuclear weapons program, a regional conflict is a possibility in the Middle East.  

Eighteen percent of global oil supply passes through the Strait of Hormuz, which would likely be shut by Iran 

in a conflict.  Of note, much of the global excess supply in oil is in Saudi Arabia, which is shipped through 

the Hormuz strait.  A subsequent rise in crude oil prices would have a direct impact on gas prices worldwide.  

The result would be like a tax on consumers, slowing economic growth.     

It’s not all doom and gloom.  The emerging markets rallied tremendously in the first quarter of 2012, having 

much to do with increased optimism about global economic conditions.  Most economists believe that China 

will avoid a “hard landing” this year.  The Chinese economy is still projected to grow at around 8% annually 

for some time into the future.  Japan has seen continued progress following their earthquake and tsunami 

from this time last year.   

 
The Markets: U.S. Still Rallying 

The U.S. equity markets were up again in March, capping off the best first quarter of returns since 1998.  For 

the month, the S&P 500 was up 3.29%, bringing its gain for the quarter to 12.59%.  While unemployment 
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remains high and economic growth remains stubbornly below trend, equities reflected the improved 

economic conditions of 2012.    

Global equities were down slightly in March.  Prospects for European markets are mixed as significant 

headwinds and tailwinds continue to compete for headlines.  Recent progress in working through Greece’s 

bailout has been encouraging, though fiscal troubles in other European periphery countries remain a concern.  

Spain has become the concern du jour, as the country struggles with the continent’s highest unemployment 

rate and weak growth. Emerging markets were down in March, registering a 3.33% loss. For the quarter, both 

the MSCI EAFE Index and the MSCI Emerging Markets Index were up substantially: 10.86% and 14.08%, 

respectively.   

Bonds declined in March, reflecting rising interest rates over the course of the month.  The Barclays U.S. 

Aggregate Index was down 0.55%.  The yield on the 30-year  U.S. Treasuries saw a significant move higher, 

from 3.09% at the end of February to 3.35% at the end of March. The U.S. corporate bond index was down 

0.97%, while the high yield index declined 0.14%.        

The Dow Jones UBS Commodity Index was down 4.14% in March.  Natural gas storage levels hit all-time 

highs in March in the United States, due to increased supply and a mild winter.  Gold fell to a three-month 

low at the end of the first quarter. 

 

Closing Thoughts 

Pessimism among investors remains relatively high regarding the prospects for the financial markets and the 

global economy.  Investors pulled another $3.53 billion from U.S. equity funds in the last week of March, 

marking the sixth consecutive week of outflows.  The past six weeks have seen a total of $13 billion pulled 
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from U.S. equity funds, despite a 12.6% gain in the S&P 500 for the first quarter and record profits for 

corporate America. 

It is easy to get the impression that gun-shy investors, still smarting from the recession of 2008, are afraid of 

staying committed to riskier asset classes.  U.S. investors have recently been labeled as “hypochondriacs” by a 

number of economists, which reminds us of a joke: 

A man goes to his doctor and tells him that he’s suffering from a long list of illnesses.  “The trouble with 

you,” says the doctor, “is that you’re a hypochondriac.”  “Oh no!” says the man. “Don’t tell me I’ve got that 

as well.” 

Just about every quarter we hear about something new that could be potentially troublesome for the global 

markets: Europe’s fiscal mess, inflation, China’s hard landing, potential austerity measures and higher taxes in 

the U.S. The equity markets continue to go up in spite of all these headwinds.   

Most economic data provide a mildly optimistic story for the U.S.  The world will likely work through its 

fiscal and geopolitical issues.   When investors slowly gain more confidence, we will see large inflows into 

riskier asset classes.  Despite the vagaries of the markets and economic news, our primary focus remains on 

portfolio diversification and appropriate levels of risk to help our clients meet their long-term objectives.   


