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The U.S. experienced various levels of economic growth in 2011, with the 4th quarter registering a solid 2.8% increase.  This resilience has become increasingly important for world economic stability as European countries restructure their sovereign debt and emerging economies attempt to manage inflation by restricting growth.  The International Monetary Fund (IMF) recently reduced its global growth forecast from 4% to 3.3% for 2012.  This past November, consumer confidence in the U.S. rose by 9%, the fastest increase in 10 years (the U.S. consumer accounts for 70% of GDP).  This increase in confidence coincided with similar improvements in small business optimism.  Also notable, the Federal Reserve Beige Book report indicated economic conditions improved in all 12 districts across the country during the last 6 weeks of 2011.  The auto industry, the U.S.’s largest employer, continued its recovery, with GM regaining its position as the world’s largest auto maker.  So far this year, overall economic data continues to be favorable as unemployment in January declined to 8.3%, and non-farm payroll added 243,000 jobs, significantly exceeding economists’ estimates.

While Europe contributed heavily to the wide-spread dysfunction that plagued financial markets in 2011, the region has shown preliminary signs of healing.  Italy and Spain recently borrowed over $25.4 billion at lower than expected cost.  This is encouraging given the recent S&P credit downgrades of several European countries.  Greece continues to be in the worst condition, but a bailout agreement including strong austerity measures is expected soon.  While it is likely that other EU members will accept similar arrangements, there is concern whether they will adhere to the terms of the restructuring, as their record of complying with EU regulations has been less than stellar.

China has slowed its economy from double digits to about 8.5% growth in order to control accelerating inflation.  Although there is still risk that the overheated Chinese housing market could collapse, inflation has declined from 6.7% to 4.5%.  If their economy does falter, China has stimulus tools available.  Inflationary pressure in other emerging economies has also receded following a year of tighter fiscal and monetary policies.

The health of the U.S. corporate sector is as sound as it has been in decades, as businesses are generally flush with cash and maintaining strong balance sheets.  Earnings estimates are likely to moderate some in the coming months as the world’s economy slows, but U.S. businesses remain well positioned to take advantage of opportunities in the stronger growth regions.  Modest inflation rates will allow for further stimulus accommodations, if necessary.  The Fed has already indicated it will maintain low interest rates through 2014.  Low interest rates will encourage borrowing and aid in the housing recovery.

Stock prices rose strongly in January, reflecting both growing investor confidence and strong year-end earnings.  We see potential for a continuation of increasing stock prices as equity valuations are low by historical standards.  In addition, low interest rates make bonds less attractive to investors.    A key determinant for financial markets later this year will be U.S. fiscal and monetary policy outcomes.  Recent testimony from Fed Chairman Bernanke warned Congress that aggressive austerity measures could impede the recovery and push the U.S. back into recession.  On the other hand, projections from the Congressional Budget Office show that a combination of revenue gains tied to the recovery and reduced government spending will not be enough to solve the growing U.S. budget deficit.  Given the current political polarization gripping Washington D.C., predicting the eventual policy outcomes is very difficult at this time.

