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At the Mid-point for 2012 
 

The Equities Market 
 
On April 29th, 2011 the S&P 500 Index (S&P) 
reached a high for the year of 1363.  By late 
October it had tumbled 19%. As we entered 2012, 
the S&P stood at 1277.  My projection for 2012 
was that the market would regain its momentum 
and get back to the 1363 mark sometime during 
the year. That would have been an increase of 
about 7% in the index. 
 
Additional expectations for 2012 were that the 
economy would move up at a rate of about 3.5%, 
that job growth would continue and that the 
economy would grudgingly move ahead slower 
during the year. In fact, at the end of the first 
quarter the S&P was at 1408, for a gain of about 
9% from the beginning of the year. This seemed 
quite remarkable to me but was in keeping with a 
pick-up in the economy and a reduction in 
unemployment. The world also looked better at the 
time.  
 
By the end of the second quarter, however, the 
economy had deteriorated. Unemployment had 
stagnated at 8.2%, earnings expectations were 
lowered and growth had fallen to the 1% range. 
The S&P reflected this discouraging news by 
falling to 1362 by the end of the quarter.  This was 
down about 3% from the end of the first quarter. 
Still, with the drop in the S&P for the quarter, the 
index remains up about 7% from the beginning of 
the year. Where are we headed for the coming 
quarter? 
 
If we look at fundamental factors such as, lack of 
meaningful job creation, inventory buildup and a 
slowing of consumer spending, it could be 
lackluster. Technical factors, such as the 
relationship of supply and demand, show 
diminishing demand for stocks.  
 

Fixed Rate Changes 
 
As we came into 2012, the Federal Reserve (FED) 
was keeping short-term interest rates at about 0%. 
In December of 2011, the FED announced a 
program to reduce the interest rates on 10 year 
Treasuries with a target of about 2%. The reason 
for these low interest rates was to help to stimulate 
the economy. In the case of the short-term rates it 
was to stimulate business borrowing in the hopes 
of business expansion. In the case of the longer 
term Treasuries the idea was to reduce mortgage 
interest rates that are linked to this type of bond 
and thereby stimulate the housing industry.  
 
Unfortunately, much of what the FED has tried in 
its attempt to get banks to lend money to small 
businesses appears to have failed. Banks are taking 
a very cautious attitude and do not want to take 
this type of risk.  On the other hand the reduction 
in the 10 year Treasury rate has had a noticeable 
impact on mortgage interest rates, which are now 
at their lowest in over 70 years. This has helped 
stimulate home sales during the second quarter 
which may result in an overall boost to the 
economy going forward.  
 
The change to the 10 year Treasury has also 
brought down overall interest rates. Currently, 
investment grade U.S. Corporate bonds, with an 
average duration of about 5.6 years, are only 
yielding about 3.5%. Five year CDs are down to 
1.34% on average, and the five year Treasury is at 
0.58%.  In a flee to safety amid the worldwide 
economic problems, the 10 year Treasury is now 
down to 1.44%, which is at an all time record low. 
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Second Half Big Picture 
 
As we enter the second half of 2012 there are three 
big items that need to be taken into consideration. 
First, there will be a major election in November 
that could decide which political party is in 
control. If either party wins the Presidency, Senate 
and House, they will be in control and can run 
their agenda for the next two years. If things stay 
as they are, with one party controlling two areas 
and the other one area, then we will likely see 
more of what we have had in recent years. While I 
am not a fan of the current dysfunctional 
government, I think that is more likely to be what 
we will continue to see. Businesses and consumers 
are looking for a clear direction and understanding 
of what is happening with spending, taxes and 
programs. Without this information businesses are 
reluctant to make commitments and consumers are 
going to save more and spend less. These two 
outcomes are not good for the economy.  
 
The second, what will happen with our tax 
structure? Our current system is a patch that was 
made two years ago and will expire at the end of 
the year. A simple fix will not happen since there 
are too many stakeholders in the current system. If 
Congress does not act by yearend then we will 
revert to our old higher tax brackets, which will 
reduce the net income of most Americans. This in 
turn will mean less spending by consumers and 
will be detrimental to the economy at a time when 
it is fragile.  
 
The third, what will happen if Congress does not 
restructure the automatic decrease in government 
spending before year end? Without a vote, the U.S. 
Budget will be reduced by $1.2 Trillion in 2013 
with a very harmful effect on the economy. Half 
the reduction will come from military spending 
and the balance from everything else, including 
basic social programs.   

Investment Strategy 
 
The investment strategies of the past may not work 
in the near future. They certainly have not worked 
since November of 2007 when we suggested going 
defensive regardless of risk tolerance.   
 
A President will be elected, Congress will be 
seated and political life will go on. It is likely that 
the “Financial Cliff” of higher taxes for Americans 
and a $1.2 Trillion reduction in the Federal budget 
will be negotiated and we will move on. Until that 
happens, I think we will continue with uncertainty 
and a stagnate economy.  
 
For now, I suggest that investors have about one 
third of their normal exposure to equities and have 
most of their fixed money in intermediate-term 
investment grade bonds. 
 
As I look to the future I see the U.S. as being in a 
very strong leadership position with a strong 
economy and a superior position to most other 
countries. We have a stable government, the 
highest productivity in the world, very high quality 
goods and services, and we now have inexpensive 
energy, especially natural gas. The impact of a 
global slowdown will impact us; but as the world 
economy recovers I’d place my money on the 
United States! 
 
Conclusion 
 
It appears to me that the next six months are going 
to be difficult and frustrating. The unemployment 
rate here in the U.S. is not improving and 
worldwide it is becoming worse.  Money from all 
over the world is coming to the U.S. to be invested 
in high quality bonds. The U.S. is still seen as the 
safest place for investing. For now I think we want 
to be cautious, but not defensive. 
 
Ed Mallon 


