
Equities remain in the broad trading ranges they have been tracing for months, but made 

a strong move to the top of those ranges this past week. For the week, the Dow Jones 

Industrial Average gained 1.3% to 12,505, the S&P 500 Index climbed 1.3% to 1,337 and 

the Nasdaq Composite rose 2.0% to 2,820.

The big news event in the United States was the S&P downgrade of the US outlook, 

causing investors to focus on the possibility of the US government losing its AAA rating, 

and making it likely the nation’s long-term budget problems will become the preeminent 

issue in the 2012 election campaign. While both political parties have agreed to tackle 

the deficit and agree about the need to raise the debt ceiling so the United States will 

not default, the looming debt ceiling vote is the proverbial bargaining chip in the middle 

of the chasm between the two parties on deficit reduction. 

Over time, entitlement spending on Medicare, Medicaid and Social Security will consume 

all of US tax revenue and as such, getting that tackled is the key to regaining long-term 

fiscal health. We see the deficit reduction plan likely happening in two steps. First, while 

smaller, we see some reform coming as part of the debt limit increase, such as discretionary 

spending caps. Thereafter, we see a more comprehensive deal happening most likely 

post the 2012 election. The debt limit has been lifted 10 times in the last decade and in 

that time net debt has more than doubled. The process to a deal will not be pretty but 

new members in Congress see previous ceiling increases as checks for new spending so 

the coming debate should serve as a catalyst for modest positive reforms. 

About 20% of the S&P 500 has reported earnings. Thus far, companies are on track to 

deliver another positive surprise of 3% to 4% versus consensus expectations. However, 

results are more mixed than before, with some companies reporting big upside surprises 

and some companies reporting more notable downside surprises versus expectations. 

But in this context, the tug of war in the economy continues on the positive side. We 

have seen real retail sales increase 2.5% to 3% in the first quarter; positive industrial 

production as indicated in the Federal Reserve Empire State Manufacturing Index; and 

reasonably good news regarding unemployment claims, with employment gains likely to 

continue. Of course, the Federal Funds rate has been around 0% for over two years with 

spreads in the fixed income market close to record lows. We are also seeing credit 

conditions improving with commercial and industrial (C&I) loans increasing. 

On the other hand, fiscal drags have increased, with gasoline prices moving up in some 

places to record levels. Additional key factors are Japanese supply chain disruptions, 

Eurozone peripheral debt issues, China’s ongoing tightening, European Central Bank 

tightening, and the eventual end of the Federal Reserve’s quantitative easing program 

(QE2). With the labor markets stronger, and the commercial banking system healthier, we 

see little impact from the end of QE2. We would have to revisit this constructive view if we 

saw either weakening in broad money growth or fixed income credit spreads widening. 
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So after two years of pretty aggressive pump priming, asset prices have been inflated 

and the world economy now appears to be on a self-reinforcing path. It was only last  

Fall that fears of a double dip recession dominated investor mindset. The closing of this 

gap between perception and reality has been the driving force behind equity strength, 

triggering a switch out of bonds and into stocks. The downside of this sentiment swing  

is that expectations have been lifted just as central bank policy around the world is 

diverging, QE2 is drawing to a close, commodity prices are soaring and the economy is 

showing some natural slowing. Because of this, our view remains that consolidation 

forces that set in motion the initial equity market pullback in March largely remain in 

place. With oil prices at high levels, those forces may have even intensified. 

As a result, we continue to see churning corrective action in the broad averages at least 

until the excesses of the last market upswing are digested. None of this need change the 

positive cyclical equity backdrop but it does provide an objective view that we could see 

more near term turbulence.


