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The major American stock indexes are now
two for two in 2012 -

in the black for both weeks of the new year. Whether they can make it
three straight will hinge on the reaction this week to what happened after
the markets closed on Friday, though rumors had already been swirling:
Standard & Poor’s downgraded the credit ratings of nine, count ‘em nine,
European countries. Two of them, France and Austria, lost their prized AAA
status, while two others economies are on the ropes and under scrutiny.
Italy and Spain, were both downgraded by two notches, Italy from A to
BBB+ and Spain from AA- to A. The other five countries to be downgraded
were not exactly the eurozone’s economic powerhouses: Cyprus, Malta,
Portugal, Slovakia and Slovenia. Germany, which has also been put on alert,
held onto its AAA rating.

Standard & Poor’s had put all of the countries that use the euro on alert
in December because of their failure to aggressively take on the problems
plaguing the currency, a theme it reiterated on Friday, saying, “Today’s rating
actions are primarily driven by our assessment that the policy initiatives
that have been taken by the European policymakers in recent weeks may
be insufficient to fully address ongoing systematic stresses in the eurozone.”

But while expected, the downgrades are still painful and may raise the cost
of borrowing for some of the countries on the brink — about $1 trillion in
debt has to be refinanced this year in Europe. France’s president Nicolas
Sarkozy had tried to soften the blow for some time by admitting it was
inevitable, but with a presidential election on the calendar this year, the
opposition party wasted no time in attacking him, saying he had presided
over “the degradation of France.” France is the second largest economy in
Europe and thus the second biggest contributor to the bailout fund, and
on Monday Standard & Poor’s lowered the fund’s AAA rating by a notch.

In Germany, meanwhile, Chancellor Angela Merkel’s response was to use
the downgrades as a way to push the plan announced in December for
greater integration and further oversight that she engineered: “We are now
challenged to implement the fiscal pact quickly,” she said.

The good news was that last week Spain and Italy’s bond sales went better
than expected. On Thursday, Italy and Spain completed successful bond
sales, with Italy selling 12-month bills with a yield of 2.735%, less than
half of what it had to pay in December, while Spain sold twice as much
as planned and also saw lower yields. Italy had another bond sale on
Friday and, despite the downgrade, it again paid lower yields than it had in
December.

Germany’s economy gained 3% last year, the strongest of any of the
European nations, but it suffered a slowdown in the fourth quarter when
the economy was down 0.25%, a sign that some see an ill omen for 2012, as
if any more ill omens were needed. Even so, the sale of German bonds last
week was an indication of investor confidence as the yield on the six-month
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bonds it sold was -.0122%. In other words, investors were willing to take a
loss in exchange for safety.

And just to further complicate matters, it looks as if Greece’s plans to
renegotiate the terms of its debt by 50% fell through, a major concern
as earlier in the week Merkel said the second round of bailout money
promised back in October will not be paid out until Greece has completed
that plan. Greece has said that enough bills will come due in March to
bankrupt it if the bailout payment is not made. Welcome to the first salvo
in brinksmanship 2012.

Finally, there was some dissention in the ranks when Mario Monti, Italy’s
new prime minister, visited Merkel in Berlin and said in a newspaper
interview that austerity plans were crippling his nation and turning Italians
against Germany, which was coming to be seen as “the ringleader of EU
intolerance.” Monti urged greater involvement by the European Central
Bank, which has remained on the sidelines but which did hold its benchmark
interest rate at 1% last week, with the bank’s president Mario Draghi saying
the ECB is “ready to act” if the downturn gets worse, though he felt there
had been “tentative signs of stabilization.”

Back in the United States, President Obama took advantage of Congress still
being on recess — its members return this week — to announce some moves
of his own. First, he said he’s planning to introduce tax breaks for firms that
keep jobs in the United States and take them away from companies that
ship jobs abroad, a plan he dubbed “insourcing.”

Then he threw a gauntlet down by adopting a plan that the GOP has
been advocating for years: shrinking the size of the federal government.
He challenged Congress to give him the power to combine and streamline
federal agencies to save money, including a congregation that would take
the place of the Commerce Department. Congress would then approve or
reject his moves in an up-and-down vote. “No business or nonprofit leader
would allow this kind of duplication or unnecessary complexity in their
operations,” he said.

Lastly, the White House notified Congress that it was nearing the debt ceiling
limit, giving Congress 15 days to act or else there will be an automatic
increase of $1.2 trillion. Even if Congress votes down the increase, according
to terms negotiated last August the president can veto the move and raise
the debt ceiling, but that doesn’t mean both sides won’t take advantage of
the moment to take potshots at one another.

On the election front, Mitt Romney is emerging as the clear frontrunner
for the Republican presidential nomination after winning handily in New
Hampshire, which means that taxing millionaires will become a featured
topic between the two parties as the election nears.

In other economic news, the Thomson Reuters/University of Michigan
consumer confidence index hit an eight-month high, rising from 69.9 to 74,
its highest point since May.

Earnings season began on a down note when Alcoa posted its first net
loss since the first quarter of 2010. S&P 500 companies, which have
beat analysts’ estimates for 11 quarters straight, are expected to report
an average increase in per-share earnings of 6% for the fourth quarter,
according to Bloomberg. For the record, S&P 500 companies paid $240.6
billion in dividends in 2011, up from $2035 billion in 2009, and the estimate
for 2012 is $252 billion.



The Fed’s Beige Book for December showed more of the same: economic
improvement at a “modest to moderate pace” in the Fed’s 12 regions, but
still no breakthrough with jobs or housing.

The Fed also reported that consumer borrowing jumped $20.4 billion in
November, the largest gain since November 2001 as the seasonally adjusted
annual rate reached 9.9%. Consumers used the money to buy cars and
holiday gifts, and some see it as a sign of growing consumer confidence as
it was the third straight month of growth. On the flip side, consumers saved
3.5% of their income in November, the lowest total since December 2007 —
the rate rose as high as 5% during the depths of the recession.

And the Fed turned over $76.9 billion in profits to the Treasury, the second
highest total ever — the highest was last year’s $79.3 billion. Most of the
total, 97%, was generated by interest payments on the Fed’s portfolio of
investments, which includes the $2.5 trillion in Treasurys and mortgage-
backed securities purchased to shore up the economy during the recession.

The Labor Department reported that first-time jobless claims were up to
399,000, the highest figure in six weeks.

The Commerce Department said that retail sales in December were up
but only 0.1% (after a revised 0.4% in November), their weakest pace
in seven months. The Commerce Department also reported that wholesale
inventories rose 0.1% in November and sales at the wholesale level
improved 0.6%.

Some economists tweaked their predictions for fourth quarter growth after
it was announced that the trade deficit hit a five-month high of $47.8 billion
in November.

And Freddie Mac and Fannie Mae are expected to announce a plan whereby
out-of-work homeowners would be able to defer payments for as long as a
year if they remain jobless.

Finally, in a report issued last week, the World Economic Forum struck a
particularly ominous note, saying that unless the global income disparity
and government deficits were addressed in the next decade, there would be
a “dystopian future for much of humanity.”

A Look Ahead

This will be a short week, as the market was closed on Monday in observance
of Martin Luther King Jr.s birthday. But Congress will be back at work on
Tuesday and begin anew the business that it concluded, noisily, just before
the holiday recess: renewing the Social Security payroll tax cut which will
now expire on Feb. 29. In addition, there will be updates on the producer
and consumer price index, industrial production and capacity utilization,
and housing starts, building permits and existing home sales.
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Standard and Poor’s 500 Index® (S&P 500®) is a capitalization-weighted index of 500 stocks. The index is designed to measure performance of the broad domestic economy through changes in the
aggregate market value of 500 stocks representing all major industries.

Standard & Poor’s offers sector indices on the S&P 500 based upon the Global Industry Classification Standard (GICS®). This standard is jointly maintained by Standard & Poor’s and MSCI. Each stock is
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The 10-year Treasury Note Rate is the yield on U.S. Government issued 10-year debt.
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Euro/U.S. Dollar is the currency exchange rate between the Euro and the U.S. Dollar.

Bear market calculations and interpretations are derived from data supplied by Ned Davis Research, Inc.

The European Central Bank (ECB) is the institution of the European Union (EU) which administers the monetary policy of the 17 EU eurozone member states.

The Federal Reserve Beige Book is published eight times per year and includes anecdotal information on current economic conditions in its 12 districts through reports from Bank and Branch directors
and interviews with key business contacts, economists, market experts and other sources.

The University of Michigan Consumer Sentiment Index is a consumer confidence index published monthly by the University of Michigan and Thomson Reuters. At least 500 telephone interviews are
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global, regional and industry agendas.

The U.S. Department of Labor Consumer Price Indexes (CPI) program produces monthly data on changes in the prices paid by urban consumers for a representative basket of goods and services.

The U.S. Department of Labor Producer Price Index (PPI) program measures the average change over time in the selling prices received by domestic producers for their output. The prices included in the
PPI are from the first commercial transaction for many products and some services.
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