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INTRODUCTION
The year 2011 has been unnerving for 

many investors as an onslaught of geo-
political and economic issues affected 
the markets. Stock market sentiment 
has swung between hope and worry 

amid conflicting news on Europe and 
the domestic economy. Bond and stock 
investors alike, in addition to being held 
hostage by the debt crisis in Europe, 
have confronted weak economic data, 
high unemployment, and gridlock in 
Washington.

For all the drama, the S&P 500 Index 
is rounding out the year about where it 
started and Aggregate Bonds are posting 
returns in excess of 6%. In the following 
pages, we will attempt to sort through 
the events of this year and shed some 
light on our expectations for next.

ECONOMIC OUTLOOK
For valid reasons, Europe has been 

the focus of world markets for most of 
2011. The crisis stems from high debt 
levels, potential solvency concerns of the 
peripheral European Union (EU) member 
countries, and the related problems of Eu-
ropean and, to a lesser extent, American 
banks. The diversity and size of the Euro-
zone makes this predicament particularly 
complex. In addition, the basic political 
and fiscal structure is flawed, so there 
does not appear to be a clear solution 
at the moment. Over the past year there 
have been multiple attempts to stem the 
crisis, including the recent reopening of 
global liquidity lines by five of the major 
Central Banks around the world. So far, 
none of these measures have yet been 
sufficient to calm financial markets.
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•  European sovereign debt and financial stability 
issues will continue to dominate world economic 
outlook. 

•  Like their European counterparts, U.S. politicians 
to date seem incapable of devising a credible 
long-term deficit reduction program.

•  Current indicators suggest that overall global 
growth will continue to be slow in 2012, in the 
range of 3.0% - 3.5% (2.0% - 2.5% in the United 
States).

•  If significant external shocks can be avoided, a 
self-reinforcing expansion remains possible.

•  U.S. unemployment rate fell to 8.6%, the lowest 
level in three years, and could slowly improve as 
companies sitting on cash reinvest in their busi-
nesses.

•  Fixed income should continue to produce positive 
returns in this slow global economic environ-
ment.

•  Continued volatility with an upward bias to stock 
prices is expected along with strong dividend 
growth in 2012.



The seemingly endless pattern 
of risk-on, risk-off days in Euro-
pean and North American stocks 
has resulted in extreme levels of 
market volatility. 

These dramatic moves have 
been unnerving to investors, 
making it more difficult to stay 
the course. With global growth 
subject to political resolution, fun-
damental questions concerning the 
economic landscape are clouding 
the outlook. Near-term visibility is 
extraordinarily poor in late 2011. 

While the growth rate of cor-
porate earnings is tightly correlated 
to overall global economic activity, 
we expect some regional economic 
decoupling as 2012 progresses. 
Euro-zone real GDP is expected 
to contract in 2012. While devel-
oped Europe is a highly profitable 
business region for U.S. firms, the 
recession there will clearly be a 
drag on U.S. economic activity in 
2012.

 Fortunately, there is a better 
business tone on our side of the 

Atlantic as recent U.S. growth has 
been stronger, propelled along by 
emerging market growth opportu-
nities. Following a reading of 2% 
growth in the third quarter of 2011, 
fourth quarter GDP could be near 
3%. Leading indicators suggest U.S. 
growth will continue to be positive, 
but likely subpar next year – in the 
range of 2.0% - 2.5%.  (Chart 1) 

Exports appear particularly 
vulnerable to renewed slowing, 
but business investment is growing 
very solidly after two and a half 
years of sustained profit gains. 
Part of the third quarter strength 
in consumer spending was due to 
recovery from earlier disruptions 
in the vehicle supply chain and 
easing gasoline prices. The late-year 
acceleration in demand has had a 
positive spillover to recently re-
ported labor indicators, which have 
been slowly improving (November 
unemployment rate moved down 
to 8.6%, the lowest level in nearly 
three years). (Chart 2) If significant 
external economic shocks can be 

avoided, a self-reinforcing expan-
sion remains possible.

In Europe, political and fiscal 
reforms must come first and finan-
cial aid second. In other words, 
European governments need to 
demonstrate credible and material 
fiscal and political reforms before 
any financial aid is disbursed. That 
process has started with new gov-
ernments (in Spain, Greece, and 
Italy), while the European Financial 
Stability Facility’s (EFSF) leveraging 
techniques were being formalized. 
There is an effort to adopt an ac-
celerated path towards integration, 
but the process will continue to be 
slow and complicated. Of course, 
it is possible these seemingly 
endless Euro-crises may, in fact, 
trigger a policy response that could 
significantly improve the outlook 
for European banks and overall 
financial markets. However, it 
doesn’t seem like there will be a 
grand resolution to the sovereign 
debt/bank crisis in the very near 
future.

One of the defining charac-
teristics of the current economic 
cycle has been the ongoing global 
deleveraging process of less 
borrowing, more asset sales and 
elevated bankruptcies. This had 
been happening across business, 
consumer and, just recently, gov-
ernment balance sheets. While 
businesses have largely shored up 
their finances, and consumers have 
made significant progress, govern-
ments around the world are just 
now coming to grips with this big 
issue. U.S. debt levels appear to 
be on an unsustainable path while 
politicians appear incapable of de-
vising a credible long-term deficit 
reduction program. Fiscal stresses 
are at the crux of the Euro-zone 
problems and these structural 
imbalances will materially impact 
economic projections over the 
foreseeable future.
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CHART 2
EMPLOYMENT
The year ended with some 
improvement in job growth.

n  Monthly Increase (Left Axis)

n   3-Month Change (Right Axis) 
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EMPLOYMENT

REAL GROSS DOMESTIC PRODUCTCHART 1
REAL GROSS DOMESTIC 
PRODUCT (in percent)
Economic growth is  
expected to be  
2.0% - 2.5% in 2012.

n  YEAR-OVER-YEAR

n   YEAR-OVER-YEAR    
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FIXED INCOME OUTLOOK
A barrage of geopolitical and 

economic issues impacted the 
bond market in 2011, the biggest 
of which was the European debt 
crisis. In addition to the sovereign 
debt issue in Europe, domestically 
the U.S. government was faced 
with a slowing economy, high 
unemployment, resolving the debt 
crisis, and acknowledging that the 
world’s largest economy had been 
stripped of its AAA credit rating 
status. 

Despite these difficulties con-
fronting the fixed income markets, 
demand for Treasuries rose as 
investors became more conserva-
tive and defensive. Across the 
Treasury yield curve interest rates 
declined in 2011, with the long 
end (10 to 30 years) moving about 
120 basis points lower by the end 
of November (One basis point is 
equivalent to 0.01%). Interest rates 
began the year moving sideways 
and then gradually decreased 
until mid-summer, when rates 
fell dramatically as the European 
debt crisis worsened. The yield 
curve became less steep with the 
difference between 2- and 30-year 
Treasury yields dropping from 374 
basis points at the start of the year 
to 280 basis points at the end of 
November. (Chart 3) The 2-year 
Treasury note yield fell to a record 
low of 0.155% in September. 
Already historically low money 
market yields managed to move 
lower, with many funds paying 
zero percent interest.

Corporate bonds were not able 
to beat Treasuries, but did manage 
to produce respectable positive 
returns year-to-date. Improved 
corporate balance sheets and bet-
ter earnings contributed to tighter 
spreads for the first five months of 
the year. The remaining part of the 
year saw spreads widen in reaction 
to domestic economic headwinds 
and foreign debt market problems. 

According to Merrill Lynch’s U.S. 
Corporate Master Index, spread 
levels started the year at 166 basis 
points and finished at 266 by the 
end of November, which is well 
above its year-to-date average 
credit spread of 184 basis points. 
(Chart 4)

The overall U.S. bond market, 
as measured by the Barclays Ag-
gregate Bond Index, returned 
6.67% year-to-date through the 
end of November. Both the down-
grading of the U.S. credit rating to 
AA+ by Standard & Poors (S&P) 
and the failure of the congres-
sional super committee did little 
to rattle the bond market. These 
developments were mitigated by 
increases in foreign purchases 
of Treasuries associated with 
investor flight from Europe. 
Lower interest rates prevailed and 
helped drive the positive results 
across the various fixed income 
sectors. The flight to quality con-
tributed to long-treasuries being 

the top-performing sector so far 
this year. Emerging Market Debt 
and the High-Yield bond sector 
struggled as concern grew for the 
financial crisis in Europe. (Chart 5)

Municipal bonds were not 
impacted by the European crisis 
to the same extent as the rest of 
the bond market and were able 
to produce returns competitive 
with Treasuries. The Barclays Mu-
nicipal Bond Index was up 8.63% 
year-to-date through the end of 
November. While there were a 
number of defaults over the past 
year, their total represented well 
below 1.0% of the total market and 
came nowhere near the outside 
default projections that were made 
at the start of 2011. Forecasters un-
derestimated the degree to which 
municipalities would address their 
funding problems.

Fixed income investments 
should continue to produce 
positive returns in this slow global 
economic growth environment. 

Continued on page 4                 

CHART 3
HISTORICAL YIELD CURVE 
(12/31/10 - 11/30/11)
Treasury yields declined 
across the curve in 2011, with 
the long end moving down 
over 120 basis points.
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CHART 4
CORPORATE CREDIT SPREADS 
(12/31/91 - 11/30/11)
Credit spreads for both high 
yield and investment grade 
bonds increased significantly 
in 2011 amidst the European 
debt crisis.
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Corporate bonds appear attractive 
with spreads currently just slightly 
below their widest levels for the 
year. Expected returns should be 
modest as slightly higher interest 
rates could offset some of the an-
ticipated gain from tighter spreads. 
If the problems in Europe worsen, 
we would expect the finance sec-
tor to significantly underperform 
relative to the other corporate 
industry groups.

Low default rates are expected 
to continue into 2012, which will 
help High-Yield bonds. S&P fore-
casts a 3.1% default rate over the 
next twelve months, which is be-
low its long-term average of 4.6%. 
As long as the economy avoids a 
downward turn, this sector should 
do relatively well and possibly 
recoup some of the return it gave 
up in the second half of 2011.

The outlook for Emerging 
Market bonds should continue to 
be volatile and correlated to some 
degree to the events in Europe. 
Decelerating emerging market 
economies related to their sig-
nificant export ties with Europe 
should hinder performance. Infla-
tion is expected to decline in most 
of these markets in the coming 
year and should allow some of 
their central banks to cut interest 
rates.

The Fed is expected to con-
tinue its reinvestment program 
where it buys Treasuries and 
mortgage-backed securities to 
replace redeeming securities. 
The chance of another round of 
quantitative easing (QE3) remains 
a possibility if job growth stalls and 
if the economy has a relapse. QE3 
could result in rising inflation ex-
pectations and put some upward 
pressure on the long end of the 
Treasury yield curve over time. Fis-
cal tightening and slow economic 
growth in the United States and 
Europe are likely to keep the Fed 
from raising interest rates until 
2014. 

Interest rates are expected to 
be volatile as the search for a solu-
tion to the sovereign debt issue in 
Europe continues. The Fed will 
be working diligently on keeping 
rates low until sustained improve-
ment is seen in employment and 
the economy. The possibility of 
another round of quantitative easing 
would be projected to initially put 
downward pressure on interest 
rates.  Not until a remedy for Eu-
rope’s financial issues is close and 
the domestic economy improves 
will rates start to rise significantly. 
In the meantime, we are maintain-
ing a neutral duration/maturity 
position relative to the benchmark.

EQUITY OUTLOOK
In 2011, the direction of stock 

prices was also held hostage to 
news events in Europe as politi-
cians and central bankers dealt 
with their sovereign debt crisis and 
a financial system under severe 
stress. In the summer and fall stock 
prices collapsed as investors fled 
riskier assets. In the United States, 
large-cap issues performed better 
than mid-cap and small-cap issues. 
Not surprising, U.S. stocks fared 
better than developed international 
stocks, while emerging markets 
were hit the hardest by fears that 
a worldwide recession would slow 
down many of these fast growing 
economies.

Currently the S&P 500 is es-
sentially unchanged for the year 
after a roller-coaster ride of the last 
six months. In spite of weak eco-
nomic growth in the United States, 
corporate America has been able 
to produce strong earnings gains. 
Earnings are expected to increase 
by 16% in 2011, which will drive 
the operating price/earnings ratio 
to 13X, levels last seen in the late 
1980s. While we are forecasting 
another year of slow economic 
growth (no recession), we expect 
earnings growth to slow to the 4% 
to 8% range. We also find mid- and 
small-cap stocks to be attractively 
valued and expect a rebound in 
2012 with stock prices rising 5% to 
10% in 2012. 

The MSCI EAFE Index (Eu-
rope, Australia, and the Far East) 
underperformed U.S. equities by 
more than 10% in 2011. We did 
reduce our exposure to developed 
international markets in September, 
but we still recommend having an 
allocation to these markets. With 
Europe slipping into a recession, 
earnings for European companies 
have posted a slight decline in 
2011. The decline in earnings 
could have been worse, but Eu-
ropean corporations derive over 
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FIXED INCOME SECTOR RETURNSCHART 5
FIXED INCOME SECTOR 
RETURNS YEAR-TO-DATE  
(AS OF 11/30/11)
Lower interest rates helped 
produce positive returns for 
all of the fixed income sectors.



40% of their revenues from outside 
Western Europe. Companies in 
Europe are trading at 8.0X to 8.5X 
price/earnings ratios (P/E) based 
on 2012 earnings estimates versus 
12.5X for the S&P 500. European 
valuation levels are at a 30% dis-
count to the past 20-year median 
P/E. Another positive for European 
stocks is the 4.7% dividend yield 
versus the 2.2% for the S&P 500. 

We have maintained our ex-
posure to emerging markets even 
though the performance has been 
dismal in 2011, underperforming 
the S&P 500 by 15%. Emerging 
markets also look attractive on 
valuation, trading at 9.4X 2012 
estimates and yielding 2.9%. While 
emerging market economies have 
shown some slowing we continue 
to believe these countries will be 
the driving force for world growth 
over the rest of the decade.

Some other positives for 
equities as we enter into 2012 are 
interest rates, inflation and senti-
ment. We believe inflation peaked 
for most countries in late fall of 
2011. Falling inflation has set off 
numerous easing (reduced interest 
rates) around the world. Lower 
inflation and interest rates should 
support higher valuation levels for 
stocks. Consumer confidence and 
advisory service sentiment reflect 
high pessimism that we view as 
a positive. When investors are 
pessimistic, typically most of the 
selling has been done and any bit 
of positive news can send stock 
prices sharply higher.

One last positive for equi-
ties over the next several years is 
investors turning to equities to pro-
vide a source of income growth. 
With short-term rates close to zero 
and the Barclays Aggregate Index 
yielding 2.5%, how can investors 
keep pace with inflation that has 
increased over 3.5% over the last 
year? Dividends for the S&P 500 in-
creased 15.5% in 2011. We believe 

dividends can grow substantially 
faster than earnings over the next 
several years. The dividend payout 
ratio for the S&P 500 is histori-
cally low at 27% and we expect the 
payout ratio to increase to the low 
30’s over the next couple of years, 
providing 10% dividend growth 
per year even if earnings growth 
slows. The S&P 500 yields 2.2%, 
which is more than the 10-year 
Treasury yield, and this has only 
occurred a few times over the last 
50 years. Investors could start to 
view equities as an income source 
with 10% annual growth rather than 
just a capital appreciation vehicle. 
As mentioned above, international 
equities yield considerably more 
than U.S. equities.

Low valuation levels, falling in-
terest rates and negative consumer 
confidence act as shock absorbers 
to negative news as politicians 
deal with the deleveraging process 
of excessive debt in developed 
countries. The solutions will not be 
easy and fears of countries’ debt 
not being able to be refinanced 
will cause continued volatility in 
equity markets around the world 
in 2012, but we believe the overall 
direction is higher.

ALTERNATIVE INVESTMENTS 
OUTLOOK 

Alternative investments in-
clude investment strategies in the 
main categories of Hedge Funds, 
Real Estate, and Commodities/Nat-
ural Resources/Real Assets. From a 
portfolio diversification standpoint, 
Alternative Investments may be 
attractive due to lower correlations 
to traditional asset classes of stocks 
and bonds. By introducing invest-
ments that behave differently from 
the rest of the portfolio, investors 
can reduce portfolio risk (volatility) 
and potentially enhance long-term 
returns. (Chart 6)

Hedge fund returns were 
modestly negative in 2011. The 
HFRI Fund of Funds Composite 
Index year-to-date return through 
November 30 was -4.92% and the 
HFRI Fund of Funds Conservative 
Index was -3.66%. Conservative 
hedge funds provided a cushion to 
portfolios holding their value during 
the period of May-September when 
equity markets were roiled by the 
European debt crisis. We continue to 
focus on multi-manager hedge fund 
strategies in a mutual fund structure 
that offer daily liquidity, manager 
transparency, low minimums, and 
an attractive fee structure.

Real Estate Investment Trusts 
(REITs) had another positive year 

Continued on page 6
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CHART 6
EQUITY INDEX RETURNS
(12/31/10 - 11/30/11)
U.S. Stocks fared 
better than developed 
international stocks.

Top 50% Bottom 50%

International

Value Core Growth

Large -1.60% 0.66% 2.97% -11.29% EAFE

Mid -2.58% -1.43% -0.15% -15.80% Small Cap

Small -6.96% -4.81% -2.70% -17.42%
Emerging 
Markets

Russell Indexes
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Equity Index Returns YTD through 11/30/2011

Source: Bloomberg Finance LP
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in 2011. The MSCI US REIT Index was up 
3.85% through November 30. However, 
global real estate has lagged the United States 
as economic growth in Europe slowed. 
From several valuation measures, U.S. REITs 
appear to be overvalued. We recommend 
new investments be made in global REITs 
due to their lower valuations.

Commodity returns struggled in 2011 
with the majority posting negative returns 
through November. (Chart 7) Politics will 
be a key driver for all asset classes in 2012, 
including commodities. Easy monetary 
policy and high liquidity is in place in 
the developed economies. With low real 
interest rates the opportunity cost to hold 
non-income producing investments such 
as gold and silver is low. We continue to 
look for gold to move higher in the face of 
concerns of sovereign default, quantitative 
easing and potential stagflation. There is a risk that aggressive monetary easing in 
emerging markets could increase inflationary pressures and send commodity prices 
higher. Oil prices will strengthen if the global economy improves.

CONCLUSION
Investment results in 2012 will likely be significantly impacted by European sov-

ereign debt issues and then secondarily by the U.S. domestic elections, and related 
concerns, in November.  While we don’t expect any real fix to the European situation, 
we are optimistic that politicians eventually will respond to market jitters and perhaps 
the U.S. elections will help the United States regain some fiscal rectitude. 

Global growth should remain reasonably positive, pulled ahead by the faster 
growing emerging markets and a U.S. economy that avoids a recession. Europe will 
likely be mired in shallow recession.

Given the overhang of heightened global anxiety and sub-par growth relative 
to historic levels, we expect interest rates to stay lower for longer than most people 
expect, but eventually the negative real rates afforded by U.S. Treasuries will reverse. 

For long-term investors, the United States equity markets are favorably valued, 
and we project earnings growth and increasing dividends to drive a positive return 
that is expected to beat the returns from bonds.

And finally, we encourage you to work with our portfolio managers to maintain 
broad diversification across your investments and incorporate an appropriate set of 
alternative investments to further reduce your portfolio’s volatility, particularly as the 
correlation on many investments has tended to converge.

INVESTMENT POLICY COMMITTEE 
DECEMBER 17, 2011
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DISCLOSURES
Past performance is no guarantee of future results and the opinions and other information in the 
Market Outlook are as of December 17, 2011. The 2012 annual Market Outlook is a special report 
designed to provide investment information on economic markets for Commerce Trust Company 
clients. It is intended to provide general information only and is reflective of the opinions of the senior 
investment management committee.
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CHART 7
COMMODITY SCORECARD 
(AS OF 11/30/11) 
Commodities struggled 
in 2011 with the majority 
posting negative returns.




