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With many people home for the holidays
and trading volume down, stocks drifted

through the final week of 2011. In the end, the Dow closed out the year up
5.53%, not bad given 12 long months of partisan gridlock in Washington
and what seemed like daily alerts about the meltdown in Europe that took
us to the brink of bear territory as recently as October. And the S&P 500,
after a final-day dip, finished 2011 almost exactly where it began, down a
miniscule .003%. Perhaps the biggest surprise of 2011 was the fact that
American Treasurys not only survived the debt downgrade but also became
the safe haven of choice for investors around the world (the 10-year note
had a yield of 1.878% on Friday), as the United States, for all of its economic
woes, weathered the year better than most of its Western peers and begins
2012 on what appears to be an upswing, at least compared to Europe.

Most of what happened last week — and it wasn’t much — took place overseas
as the Senate and House members were home for the holidays. With the
capital all but empty, the Treasury Department took the opportunity to
issue its long overdue report on China’s currency, and while deciding not to
officially label that country a currency manipulator, as some had hoped, did
make it clear there that China had work to do yet. The administration said
that China, in recent high-level meetings, had committed to accelerating
the level at which its currency would appreciate, but even so the Treasury
Department said the renminbi remains “substantially undervalued” and
“more progress is needed.” The trade gap, which is influenced by the
renminbi’s rate as it lowers the cost of the Chinese imports we buy and
raises the costs of American exports to China, is expected to finish the year
at a new high.

Perhaps more surprisingly, the Treasury Department’s report reprimanded
Japan for its recent steps to weaken the yen, saying we “did not support” the
interventions in August and October, while adding that Japan should instead
“take fundamental and thoroughgoing steps to increase the dynamism of
the domestic economy.”

In a bipartisan move that one can only hope signals a new spirit of
compromise for 2012, the president announced two nominees for the
Federal Reserve board, one from each party. It’s the first time since 1988
that a president has nominated someone from the opposite side of the aisle.

The only other story from the homefront was about what was one of the
least happy events of 2011, the debt-ceiling debate. Early in the week,
President Obama said he would make the last adjustment permitted by the
deal made on Aug. 2, raising the debt ceiling another $1.2 trillion to $16.4
trillion to cover our revenue shortfall (it has already been raised twice in
increments of $900 billion.) For the record, we currently borrow 36 cents
for every federal dollar that’s spent. The details, if not the exact total, were
worked out months ago and it would be very difficult for Congress to
block the step — it would require both chambers to vote against it and then
override a presidential veto. In any case, the president later agreed to put

\/
Cﬂiﬁfa Northwestern Mutual
Wealth Management Company*®

v .

Emmett Wright, CFA

Chief Investment Officer
Northwestern Mutual
Wealth Management Company

week 12/23/11 | 12/30/11 Change

ending...
Down Jones
Industrial 12,294.00 | 12,217.56 -0.62%
Average Index
S&P 500 1,265.33 1,257.60 -0.61%
Index
NASDAQ
Composite 2,618.64 2,605.15 0.52%
Index
10-Year
Treasury 2.026% 1.878% {C)tiéﬁ
Note Rate pet. pts.
NYMEX
Crude Future $99.68 $98.83 -0.85%
(Barrel)
Euro/U.S. $1.3046 | $1.2960 | -$0.0086
Dollar




off the decision until Congress returned in mid-January, which means the
move will not go quietly even as it’s likely to be approved, with the GOP
getting another chance to talk about the president’s profligate spending and
the Democrats beating the tax-the-rich drum. Welcome to the election year
in earnest.

Even in a quiet week, there was plenty of loud news from Europe that
helped drive the euro to a 15-month low against the dollar.

In Italy, Prime Minister Mario Monti unveiled yet another plan, this one
called “Grow Italy,” to spur competition and growth, in part by updating the
country’s backwards infrastructure, modernizing its guilds and overhauling
its labor rules. Some of the ideas had been in his earlier austerity plan but
they were removed because of pushback from Parliament, and it remains
to be seen if they’ll sell a second time around. Monti’s goal is to present a
concrete plan for economic reform and growth to eurozone leaders when
they next meet in Brussels on Jan. 23.

At midweek, all eyes were on Italy’s sale of short-term bonds, which went
better than expected as it sold €9 billion ($11.8 billion) in six-month
bonds at a yield of 3.251% compared to 6.504% in November, though
most analysts agreed that the sale’s success largely reflected the new and
lower borrowing rates on three-year loans recently offered by the European
Central Bank. The real test came later in the week when Italy tried to sell
10-year notes and it did not go as well, with only €7 billion ($9 billion) in
bonds sold whereas Italy was hoping to sell €8.5 billion ($11 billion). As
a result, the yield on the 10-year was back up to 7%, considered to be the
crisis line.

Even so, in his year-end speech, Monti said Italy was back “from the edge
of the precipice” and tried to instill confidence by describing himself as
the “most German of Italian economists.” He went on to say that it was
unreasonable that the yield on Italy’s 10-year issue was back at 7% and also
called on his fellow eurozone leaders to make the bailout fund “significantly
bigger.”

As expected, Spain’s new government said it wasn’t going to come close to
its budget target for this year and announced tax increases of €15 billion
($19.4 billion) to partially address the shortfall (spending cuts have also
been proposed.) Earlier in the year, Spain had committed to a deficit that
was 6% of total GDP and the total is now going to be closer to 8%. Spain
is also not expected to reach its budget target for 2012 of 4% of GDP,
but Mariano Rajoy, the new prime minister, is reportedly going to unveil a
more comprehensive budget-cutting plan later this month. Much of Spain’s
trouble is attributed to the fact that it has 17 economically autonomous
regions and the federal government has no control over their budgets.

In other economic news, the receipts for the holiday spending season were
beginning to come in and the numbers were strong, especially online. The
market research firm comScore reported that online sales between Nov.
1 and Dec. 26 were $35.3 billion, up 15% from a year earlier. And for
the second year in a row, Cyber Monday, the Monday after Thanksgiving,
was the biggest day of the year for online sales, with consumers shelling
out $1.3 billion, a 22% increase from 2010. Overall retail sales, according
to the International Council of Shopping Centers, were up 3.8% over the
same period.

There was also more positive news from the jobs front where, despite a
slight increase in first-time jobless claims to 381,000, the four-week moving



average hit a three-and-a-half-year low at 375,000.

The National Association of Realtors said the number of Americans who
signed contracts to buy homes rose 7% in November from October to its
highest level in a year and a half, and the figure was up 5.9% from a year
earlier.

And the Conference Board’s consumer confidence index for December
increased to 64.5 from 55.2 in November, its highest point since June.

On a less positive note, the Standard & Poor’s/Case-Shiller home price
index for October was down 1.2% from the month before, with 19 of the
20 cities tracked showing declines — Atlanta and Las Vegas hit new lows
while only Phoenix was up, and that a modest 0.3%. Overall, the index was
off 3.4% from last October.

Lastly, because of poor holiday sales, Sears, the venerable but struggling
retailer, announced it was going to close 120 stores that had been on the

brink.

A Look Ahead

As we wait to see what the first week of the new year will bring, there
will be a number of releases to set the tone, including the latest on factory
orders, construction spending, chain store sales and vehicle sales. The
Institute of Supply Management will update its manufacturing and non-
manufacturing indexes, and the Federal Reserve will release the minutes
from its last meeting of 2011 back on Dec. 13. Then on Friday, the Labor
Department will announce the unemployment rate for December which,
given the recent weekly totals, should represent a strong finish for 2011 by
staying at or near November’s rate of 8.6%.
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