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THE MONTH IN BRIEF
The Dow advanced 1.43% and the S&P 500 rose 0.85% in December, but there was no major “Santa Claus”
rally at the end of 2011. As a result, the Dow wound up +5.53% for the year while the S&P 500 posted a 2011
loss of 0.003%. While the year was hardly spectacular for U.S. stocks, our benchmarks outshone many
others. Last month, we learned that the jobless rate had fallen and we glimpsed more hints that the real
estate market could be inching toward some kind of recovery. Shoppers spent freely for the holidays while
legislators managed to extend the payroll tax holiday. It was a bad month for many commaodities but a good
month for the dollar.t

DOMESTIC ECONOMIC HEALTH

Three developments stand out from December: the improvement in retail sales during the holiday season,
the significant drop in the unemployment rate and the approval of a two-month extension of the payroll tax
cut.

While we learned that consumer spending had increased just 0.1% in November, the numbers out of the
malls and power centers in December were encouraging. According to the International Council of Shopping
Centers index, same-store sales during the holiday season were up 4.5% over 2010. Gauging online retail
sales from the start of November through Christmas Day, market research firm ComScore Inc. estimated e-
commerce purchases rose by 15% year-over-year. Consumer confidence also improved. Last month’s poll
from the Conference Board reached its highest level since April (64.5) and the University of Michigan’s final
December survey showed its index at 69.9, the best reading since June.234

Early in the month, the Labor Department said the jobless rate had dropped 0.4% in November to 8.6%, with
unemployment down 1.5% since a high point in October, 2009. Underemployment stood at 15.6 in
November. Non-farm payrolls marked their fourteenth consecutive month of expansion.5

The U.S. service and manufacturing sectors were growing, by the estimate of the Institute for Supply
Management’s latest PMIs. ISM'’s service sector index came in at 52.0 for November, down 0.9 from
October; its December manufacturing index rose 1.2 points to 53.9. Durable goods orders were up 3.8% in
November (+0.3% with the transportation category factored out).2.67

Inflation showed signs of easing. Consumer prices, as measured by the Bureau of Labor Statistics, were flat
in November. Annualized consumer inflation was at 3.4%, declining for the second straight month.
Wholesale inflation rose 0.3% in November with the year-over-year gain in the Producer Price Index
reaching 5.7%.8.°

After another notable partisan fight, Congress passed an extension of the payroll tax holiday through the end
of February, meaning Social Security taxes would stand at 4.2% for at least another two months. Long-term
unemployment benefits were also extended through February 29 as a result of the legislation, and Medicare
payments to physicians were allowed to remain at current levels through that date.10

GLOBAL ECONOMIC HEALTH

Last month, 25 of 27 economists responding to a BBC survey predicted a mild recession across Europe.
German Chancellor Angela Merkel stated that 2012 “will no doubt be more difficult than 2011” for her
country, while new Italian president Giorgio Napolitano called for sacrifices by taxpayers to ward off the
threat of “financial collapse”. In another BBC poll, a majority of economists polled stated that the chances of
a future Eurozone breakup were 30-409%.11.12.13

As doomy as these pronouncements sound, there were positive signals in world manufacturing at the end of
2011. While the December Markit Economics PMI showed sector contraction in Germany, France and Italy,
the overall index rose half a point to 46.9. Manufacturing indexes in the United Kingdom, China, Australia,
Singapore and Switzerland all improved last month. In another unexpected good sign, German
unemployment dropped to 6.8%.14



WORLD MARKETS

Some of the world’s benchmark indices managed advances last month; some did not. The gains to note
(these figures are from Morningstar and in U.S. dollar terms): Hang Seng, +2.67%; FTSE 100, +1.21%j;
Nikkei 225, +0.25%; CAC 40, +0.16%. The losses were deeper: All Ordinaries, -1.06%; TSX Composite, -
2.04%; DAX, -3.13%; Sensex, -4.15%; Shanghai Composite, -5.74%. The MSCI World and MSCI Emerging
Markets indices had another down month: the World fell 0.17% and the Emerging Markets slipped 1.29%.
Among the above indices, the FTSE 100 (-5.55%) and MSCI World (-7.61%) held up best in 2011. At the back
of the pack, we find the Shanghai Composite (-21.68%) and the Sensex (-24.64%).1516

COMMODITIES MARKETS

Was gold overvalued? That perception may have strongly influenced its December performance; it dropped
10.48% for the month. Oil fared better but still retreated, losing 1.52% in December. Still, they both had
annual gains: gold went +10.23% for 2011 (settling at $1,566.80 on December 30) and oil went +8.15% for
the year (ending 2011 at $98.83 a barrel). Silver and copper respectively lost 14.90% and 3.90% in
December. They had poor years: copper lost 22.73% for 2011, silver lost 9.77%. Natural gas went -15.80% on
the month and lost 32.15% for 2011. Key crop futures did well in December: wheat went +6.31%, corn
+6.32% and cotton +0.85%. Still, wheat (-17.82%) and cotton (-36.69%) took dives on the year. The U.S.
Dollar Index was up for the second straight month (+2.59%) to finish +1.56% for 2011.17

REAL ESTATE

For once, the news across this sector was mostly good. (When was the last time that happened?) The Census
Bureau said that new home sales were up 1.6% in November to the best sales pace since April. The National
Association of Realtors noted a 4.4% rise in existing home sales in November, matching a pace unseen since
January. Pending home sales reached a 19-month peak in November as well. Housing starts also increased
by 9.3% in November. The October edition of the S&P/Case-Shiller Home Price Index, released in late
December, slipped 1.2% from its September level.1819.20

Freddie Mac’s December 29 Primary Mortgage Market Survey showed average interest rates on 30-year
FRMs at 3.95%, average rates on 15-year FRMs at 3.24% and average rates on 5/1-year ARMs at 2.88%;
these were all slightly below rates in the December 1 PMMS. Rates on 1-year ARMs averaged 2.78% in both
surveys.2!

LOOKING BACK...LOOKING FORWARD

The Dow wound up in the black for 2011 largely due to a record-setting fourth quarter, seeing the biggest
guarterly point ascent in DJIA history. The Dow gained 11.95% in the quarter, and that was actually topped
by the Russell 2000, which went +15.02% for 4Q 2011 yet finished at -5.45% for the year.!

% CHANGE 2011 1-MO CHG 1-YR CHG 10-YR AVG
DJIA +5.53 +1.43 +5.53 +2.19
NASDAQ -1.80 -0.58 -1.80 +3.36
S&P 500 -0.003 +0.85 -0.003 +0.95

REAL YIELD 12/30 RATE 1 YR AGO 5 YRS AGO 10 YRS AGO
10 YR TIPS -0.07% 1.08% 2.41% 3.50%

Sources: cnbc.com, bigcharts.com, treasury.gov - 12/30/11%22:23:24

Indices are unmanaged, do not incur fees or expenses, and cannot be invested into
These returns do not include dividends.

January opened with a triple-digit climb for the Dow, a good sign if you believe in the old “January effect”
theory. S&P Cap 1Q chief strategist Sam Stovall recapped the premise for CNBC: “An up first week in the
market usually signals an up January and as goes January, so goes the year. Since 1945, whenever the market
has been up in January it has been up for the entire year 88% of the time.” Of course, past performance is no
basis for future results: the S&P 500 advanced 2.26% for January 2011 and finished flat for the year. If our
economy continues to improve, perhaps it will provide sufficient distraction from the debt crisis in the EU
and the potential for recession in European and Asian economies to promote gains for U.S. stocks.25.26

UPCOMING ECONOMIC RELEASES: For the balance of January, the economic news items look like



this: November factory orders and December auto sales (1/4), the December ISM service sector index (1/5),
the December unemployment report (1/6), a new Fed Beige Book (1/11), the December retail sales numbers
from the Census Bureau (1/12), January’s initial University of Michigan consumer sentiment survey (1/13),
December’s PPl and industrial output (1/18), the December CPI plus December housing starts and building
permits (1/19), December existing home sales (1/20), December’s pending home sales report from the NAR
and a Fed interest rate decision (1/25), December new home sales and durable goods orders plus the
Conference Board’s December Leading Economic Indicators index (1/26), the final University of Michigan
January consumer sentiment survey and the BEA's first take on 4Q GDP (1/27), the Commerce Department’s
report on December consumer spending (1/30), and finally the November Case-Shiller home price index and
the Conference Board’s January consumer confidence poll (1/31).
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