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Quick summary of how certain factors appeared to impact the U.S. markets during Q1: 

4Positive factors: 

ǒEconomic conditions continued to show signs of expansion, including additional 

strengthening in manufacturing and labor markets.   

ǒThe Federal Reserve continued its quantitative easing policy, providing 

additional monetary stimulus through the expansion of its balance sheet. 

ǒCredit market conditions remained supportive, particularly for corporations. 

ǒCorporate earnings reports for Q4 2010 once again beat expectations, as the 

corporate sector remained a bright spot. 

4Neutral factors: 

ǒCore inflationary measures remained relatively low, but rising commodity prices 

added to inflationary pressures building in the pipeline. 

ǒU.S. stock valuations and corporate bond yield spreads remained in the 

neighborhood of historical averages. 

ǒThe stimulative payroll tax break enacted in late 2010 went into effect, but 

political squabbles in Washington highlighted the federal budget challenges. 

4Negative factors: 

ǒPolitical unrest in the Middle East and U.S. military intervention in Libya 

heightened uncertainty in this key oil-producing region, while Japan grappled 

with the aftermath of its natural disasters and nuclear crisis. 

ǒCrude-oil prices surged above $100 for the first time since 2008, with retail 

gasoline prices rising to about $3.60. 
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4A number of headline events shook the markets during the quarter, leading to 

a sharp spike in volatility during March. 

4Political unrest in North Africa resulted in largely non-violent overthrows of 

autocratic regimes in Tunisia and Egypt, but these events had a relatively 

minimal impact on U.S. stock market volatility.   

4However, the spread of civil upheaval to Libya, a major oil producer, helped 

push up crude-oil prices and resulted in an increase in market volatility.  These 

trends were exacerbated as demonstrations spread throughout the Middle 

East to other countries, such as Yemen and Bahrain.   

4An even sharper escalation in volatility resulted from the earthquake and 

tsunami in Japan, where the nuclear crisis caused a generalized flight from 

risky assets in mid-March when stock market volatility hit its highest level 

since mid-2010. 

4However, despite the accumulation of new risks facing the global economy, 

stock markets around the world recovered through the end of the quarter, 

finishing at about the same level of volatility as when the year began.  
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4Leading economic indicators continued to accelerate throughout the winter 
months leading into the spring, signaling continued economic strengthening 
and growth for the U.S. in coming months.  

ǒThe six-month annualized rate of change for the LEI Index rose to 8.0% 
in February, confirming that the deceleration in leading indicators over 
last summer and fall was due to a typical mid-cycle slowdown rather than 
the end of expansion. The U.S. economy appears to be firmly entrenched 
in the mid-cycle phase of economic growth. 

ǒOf the 10 component indicators included in the LEI Index, eight rose on 
both a one- and six-month basis, showing broad-based growth. Housing 
activity remained a drag on economic activity. 

4Global leading indicators painted a similar picture as those in the U.S., with 
economic activity re-accelerating as 2010 came to a close. 

ǒAccording to a global diffusion index of leading indicators for 39 major 
economies that tracks the percentage of countries with leading indicators 
rising over the past six months, 78% of countries had positive economic 
momentum and growth prospects in January 2011.  

4While both emerging and developed economies showed large majorities of 
countries with rising indicators, many emerging-market economies have been 
tightening monetary policies and are generally in a later phase of the business 
cycle. 
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4Corporations remained a major bright spot for the U.S. economy, with profits 

setting a new record high during the fourth quarter of 2010 and approaching 

the record as a percent of GDP. Accelerating economic activity and low costs 

of financing boosted profitability.  

ǒRecord profits have led to a mountain of corporate cash. Non-financial 

corporate cash levels hit $1.9 trillion and 7% of total assets in Q4 2010. 

Corporations have begun to deploy some of this cash to fuel increased 

capital expenditures and hiring. 

4Manufacturing activity reaccelerated in recent months, with a renewal of the 

inventory cycle potentially providing room for additional growth. 

ǒThe Institute for Supply Management (ISM) surveys covering inventories 

and new orders show a favorable relationship between these two factors, 

with inventories having contracted while new orders have accelerated. 

This measure has traditionally been a leading indicator of manufacturing 

activity, as manufacturers must boost production to meet demand.   

ǒThe potential for a renewed inventory cycle was evident in Q4 2010 GDP 

figures. Change in inventories subtracted -3.4% from GDP growth as 

companies drew down inventories amid unexpectedly high demand.  
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4The employment backdrop has improved significantly during the past six months 

while leading indicators for employment point toward continued improvement as the 

year unfolds. 

4During the first three months of 2011, total private employment increased by 

564,000, the largest increase in employment levels over a 3-month span since 

2006. 

4Initial jobless claims set new cyclical lows during the first quarter, with the four-week 

moving average for initial claims standing at 394,000 in the last week of March. 

4Many economists consider the 450,000 level for initial jobless claims to be 

consistent with stable, or unchanging, employment levels. Initial claims have 

been consistently below this level since November 2010. From November 2010 

through March 2011, the unemployment rate fell by a full percentage point from 

9.8% to 8.8%, though it remains high relative to history. 

4One of the major new developments in labor markets over the past several months 

has been an increasing willingness for small businesses to expand their payrolls, 

evidenced by improvement in the NFIB hiring survey in recent months (though it 

remains low by historical standards). 

ǒ Small business participation in job growth is extremely important for the viability 

of continued improvement, given its historical role as an engine of job growth. 
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4Most consumer sentiment indicators declined in March, though they remained 

significantly higher than during the recession. One factor likely holding back 

consumer confidence has been poor expectations for future income. 

4U.S. consumersô income expectations have remained extremely low since the most 
recent recession ended while inflation expectations have risen considerably, causing 

real (inflation-adjusted) income expectations to hit their lowest levels in history. 

4One caveat is that consumers have a poor track record for forecasting inflation, and 

consumer spending has picked up over the past year despite low expectations.  

ǒMost recently, in February 2010, consumers expected 3.6% inflation and 0.2% 

income growth over the coming year, implying roughly -3.4% real income 

growth. However, in February 2011, actual inflation remained low at 2.2% while 

incomes grew 4.9% during the year, resulting in +3.4% real income growth. 

4However, low real income growth expectations could prove to be a headwind. 

ǒMedian income growth expectations may accurately reflect the majority of the 

population not participating in the recovery.  The distribution of U.S. income is 

top-heavy, with the top 20% of earners making 50% of all income. Top-level 

income gains may drive consumer spending gains in the aggregate, but more 

concentrated incomes can lead to more volatility in the economic cycle.  

ǒRising inflationary pressures, particularly in the markets for crude oil and other 

commodities, could bring inflation up to levels closer to what consumers are 

currently expecting.  
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4U.S. residential housing remained very weak as sales patterns showed that the 

excesses of the housing bubble continued to be worked through the system. 

4Due to the high levels of building activity associated with the prior boom in housing, 

many areas of the country are oversupplied. As a result, building permits and new 

home sales have continued to decline.  

ǒNew home sales stood at 250,000 on a seasonally-adjusted annualized rate in 

January 2011, the lowest level of new home sales in history going back nearly 

50 years. Building permits for new housing units were at their lowest level in 

history during February 2011, going back more than 60 years. 

4Home prices, as measured by the S&P/Case-Shiller Composite 20 Home Price 

Index, fell for the fifth straight month through January 2011, though they remain 

above the low set during early 2009.  

4Despite continued weakness in home prices, consumers have been able to enjoy 

increased overall net worth due to strong performance of financial markets.  

ǒFrom March 2009 through December 2010, real estate assets moved little in 

value while consumersô overall net worth increased by $8.0 trillion, matching the 

increase in financial assetsô value of $8.0 trillion over the same period.  

ǒHowever, the distribution of gains has been top-heavy. The top 20% of income 

earners have a larger proportion of their wealth in financial assets, but the 

bottom 80% have a majority of assets in real estate. 
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4The rapid increase in global commodity prices had its largest impact on 

developing economies.   

4Global agricultural commodity prices hit all-time highs, a problem felt most 

acutely in poorer developing economies, such as India and China, where food 

accounts for one-third to one-half of expenditures by the average consumer 

(determined by the weights in each countryôs consumer price index).   

4The sharp spike in crude-oil and energy prices placed additional pressure on 

the budgets of consumers around the world.   

4The sharp drop in consumer confidence in China is likely attributable largely 

to rising inflation across a broad array of necessities, effectively canceling out 

much of the recent growth in wages. 
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4The variation in inflation pressures across different countries is resulting in 

varied responses by monetary authorities around the world. 

4In many developing economies, including China, India and Brazil, consumer 

price inflation has been higher than central bank targets, leading to a faster 

pace of monetary tightening in 2011. Additional rate hikes in many countries 

may be necessary if commodity-price inflationary pressures do not abate. 

4In contrast, the U.S. Federal Reserve focuses almost exclusively on core 

measures of inflation that exclude food and energy. 

ǒThe pass-through of commodity price increases through the production 

chain of producer prices has been limited, resulting in relatively modest 

increases in consumer inflation in the United States.   

ǒHowever, inflation has accelerated, with headline CPI rising 2.2% on a 

year-over-year basis in February, up from 1.4% in December.  Core CPI 

accelerated to 1.1%, up from 0.7% in at the end of 2010.   

ǒNevertheless, the Fed has generally downplayed inflation concerns amid 

continued high unemployment, and it continued its quantitative easing 

policy that is scheduled to end in June. 

4The European Central Bank, in contrast, signaled it is closer to raising interest 

rates, as headline inflation has risen above its target. 

 

 



4In general, global liquidity remained ample, as low interest rates and 
significant money creation provided a favorable backdrop for world asset 
prices. 

4However, the direction and magnitude of monetary aggregates has begun to 
differ widely across geographies.   

4For instance, Chinaôs M2 money growth decelerated to about 17%, down 
sharply over the past year amid its monetary tightening efforts. 

4Money growth in the euro-zone has remained relatively tepid, as weakness in 
the banking system has offset some of the stimulative monetary policies 
employed by the European central bank to aid the euro-zone periphery. 

4U.S. money growth accelerated during the second round of quantitative 
easing that began in late 2010, but M2 growth has been relatively muted due 
to the significant slowdown in bank lending. 

4Initial signs began to appear that U.S. bank lending may be beginning to thaw, 
as the Fed senior loan officer survey indicated bank lending standards were 
beginning to loosen after the historic tightening that occurred following the 
financial crisis in 2008. 

4For instance, banks have become more willing to make consumer installment 
loans (non-mortgage loans that include auto loans and other categories).   

4In addition, far fewer banks are tightening lending standards for mortgages 
and small business loans, though a broad-based loosening has yet to occur. 
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4The earthquake/tsunami and subsequent nuclear crisis in Japan rocked the 
worldôs third-largest economy (accounting for nearly 6% of global output on a 
purchasing-power-parity basis). 

4Rolling power outages and the still uncertain status of the nuclear reactors 
likely caused a slowdown in the Japanese economy during the quarter. 

4From a global standpoint Japan was not expected to be a large contributor to 
world growth in 2011, thus making it easier for the global economy to 
withstand the Japanese economic shock amid solid growth in the U.S. and 
developing economies.  

4However, Japanese manufacturers are a key part of the global supply chain in 
several industries, particularly in autos and technology, resulting in some 
disruption to global industrial production.   

4The Japanese policy response offers a potential offset to these 
developments. The Bank of Japan flooded the market with liquidity in the 
aftermath of the crisis, and the expansion of their quantitative easing program 
has already surpassed the amounts injected into the financial system during 
its previous efforts to fight deflation and financial crisis.   

4As insurance claims and a likely fiscal package start to provide funds for 
reconstruction, it is likely the Japanese economy will undergo a similar pattern 
as occurred in past natural disasters, where rebuilding causes the economy to 
reaccelerate and recover from the devastation. 

 

15 



4The need for Japan to raise additional money to pay for reconstruction 
highlighted the challenging situation for many developed-country sovereign 
borrowers. 

4Japan already has the highest debt level of any major industrialized country at 
more than 200% of GDP.  Any additional borrowing for rebuilding will add to 
this total. 

4Because Japan has been a major source of funds for the rest of the world, 
higher borrowing requirements at home could lead to less Japanese demand 
for foreign debt.  For instance, Japan is the second-largest foreign owner of 
U.S. Treasury bonds, holding roughly 10% of the outstanding supply. 

4Japanôs additional needs for internal funding may therefore result in a higher 
cost of capital globally and upward pressure on interest rates. 

4Separately, the sovereign debt crisis in the euro-zone periphery continued to 
percolate throughout the quarter. 

4Borrowing rates remained extremely high for Greece, Ireland and Portugal.  
Portugalôs government collapsed during the third quarter amid disagreement 
over the government budget, highlighting the difficult political choices facing 
these heavily indebted countries. 

4In contrast, the spread on Spainôs borrowing rates declined during the period 
(relative to German government bonds), a hopeful sign that the much larger 
Spanish economy may be able to differentiate itself from some of its struggling 
neighbors. 
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4The global economy appears to be in the full expansion phase of the 

economic cycle, which generally provides a favorable environment for riskier 

assets such as stocks, credit bonds, and commodities relative to lower-risk 

assets.   

4However, the magnitude of reward currently offered by many asset classes 

has moderated relative to the gains in recent years, and a number of risks 

threaten to disrupt the expansion. 
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