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Greece and Puerto Rico
unnerve investors

Bond and equity returns
disappoint

International markets provide
attractive opportunities

It’s All About the Headlines. Uncertainty
in headline news provided for lackluster
investment performance this quarter.
Greece’s possible exit from the Eurozone
led all stories, followed closely by Puerto
Rico’s credit issues and Federal Reserve
intentions on rate hikes. Many equity
markets returned close to 0% for the
quarter, with fixed income and interest
rate sensitive assets (REITs, Utilities,
etc.) losing value. For the first time since
the end of 2013, the 10-year Treasury
had a negative quarterly return, losing
3.0%.
Indeed, returns across many asset
classes over the last six to nine months
have been relatively muted as markets
digested a slowdown in U.S. earnings,
the need for massive monetary easing in
Europe and Japan and looming interest
rate hikes in the U.S. Additionally, the
rapid appreciation of the dollar combined
with the precipitous decline in energy and
other commodity prices forced investors
to pause and rethink positioning. Investor
flows reflected these fears, with equity
funds seeing outflows and bond funds
seeing additions.
After a prolonged period of nervous
complacency in the markets, the VIX, a
measure of short-term volatility, jumped

over 50% from its low of 12 during the
quarter to end at 18. We had been
expecting a return to higher volatility after
such good U.S. equity market returns
these last several years, only to be
confounded
by
the
continued
complacency of investors. 2015’s weak
returns year-to-date are more in line with
our view that higher volatility would
temper equity market returns.
U.S.
Economic
Growth
Slowly
Improving.
From an economic
perspective, although U.S. GDP picked
up from the negative growth rate of Q1, it
remains relatively subdued over the past
6 months - investors must hope that last
year’s summer GDP ‘bump’ repeats itself.
The
headline
unemployment
rate
remained the star of the U.S. economy,
with the rate declining to 5.3% in June
(down from 6.1% this time last year).
While it is likely that the nation will boast
sub-5% unemployment before the end of
this year, the fact remains that the labor
market participation rate has also
continued to fall. Much of this is due to
structural reasons (baby boomers retiring
early and more young people going to
college), but part of the fall in participation
is due to people giving up their search for
employment. This is evidenced by the
alternative U6 unemployment rate, which
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Stronger growth
expected overseas

includes those who want to work but
have given up the search, which
remains above 10%. More positively,
housing, construction and vehicle
production have all showed either
strength or signs of improvement. For
equity investors, expectations on
corporate earnings, having been written
down significantly during the first
quarter, are beginning to show renewed
signs of an upward trend.
Stronger Growth Overseas. With the
exception of Greece, the investment
story of 2015 has been the massive
increase in quantitative easing that is
being undertaken by overseas central
banks. The flood of cheap money
continues to force investors to seek
higher risk and return assets. Monetary
easing, particularly in Japan and
Europe, has improved economic growth
expectations while also depreciating
currencies (against the dollar) – this has
provided a boost to corporate earnings
expectations as they make exported
goods from Japan and Europe more
competitively
priced.
International
equities remain attractively valued with
the potential for earnings growth to
rebound from depressed levels.

First Half Portfolio Positioning. We
have remained somewhat optimistic
during the first half of 2015,
overweighting the equity markets.
Within this space, we have favored
international equities, which reflect
improving conditions overseas, and
small and mid-cap U.S. stocks, which
are exposed to favorable U.S. growth
while being less impacted by dollar
appreciation. Allocations to high quality
fixed income and cash are below
targets, but nevertheless, helped mute
volatility these last six months. We have
reduced portfolio positions in hedged
assets, as we believe certain strategies
in this space will have trouble producing
attractive after-fee and after-tax results
in this low interest rate environment.

The Euro Summit delivered a list of demands that were overwhelmingly rejected at the recent Greek referendum. While
Greek government and its people want to remain members of the Eurozone, the Greek government’s demands for debt
relief coupled with further funding request are hard for creditors to accept without fulfilling prior bailout requirements.
The Euro Summit agreement requires Greece to cut pensions, increase value added taxes, and have EU representatives in
Greek government to monitor relevant legislation. Also, the Greek government must transfer approximately €50 billion of
public assets to an independent fund, with half to cover the bank recapitalizing cost and the remainder split between debt
repayment and investment. Before the formal negotiations begin, the Greek government must approve the requirements
set by the Euro Summit. This third bailout is estimated to be between €82 billion to €86 billion over the next three years.
The Greek government received €110 billion bailout in 2010 from the ‘Troika’, an informal name for the European Commission, the European Central Bank, and the International Monetary Fund. The bailout was accompanied with austerity
measures, structural reform requirements, and the privatization of government assets. The second bailout program was
ratified in 2012, extending the first bailout to a total of €240 billion. Greece’s public debt is €323 billion or 175% of the
country’s total output which is considered unsustainable (see Figure 4 on page 7). About 80% of Greek debt is owned by
public institutions (majority EU member-states) and the remainder is owned by private creditors. The small exposure of
the private sector to Greek debt would make a Greek exit from the Euro currency more manageable. While the fear is that
the contagion may spread to other European countries, the ECB should have more than enough monetary tools to calm
markets.
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Muted Market Returns. Although global monetary policy remains divergent,
global bond yields were more correlated
in the second quarter. Despite negative
headlines of a possible Greek exit from
the Eurozone and numerous downgrades within the U.S. municipal market,
‘safe-haven’ developed market yields
rose significantly amidst increased bond
market volatility. Within the quarter, German 10 year sovereign bonds moved
from an astonishingly low of 0.18% to a
high of 0.97%. This type of bond market
volatility in developed nations has not
been seen since the “taper tantrum” in
2013.
Bonds generally negative. U.S bond
market moves have been heavily dependent on the words of the Federal Reserve and its Chairwoman Janet Yellen
in regards to a rate hike. U.S. economic
data has been mixed at best, as labor
and housing continue to improve while
consumer spending and inflation disappoint. The good news is that the markets
may be doing the Fed’s job; bond yields
have continued to move up, with the U.S.
10 year Treasury closing the second
quarter at 2.35%, up 43 basis points
from the end of March.
Municipal bond yields also moved up
during the second quarter but fared
slightly better than Treasuries, benefiting
from a yield-hungry retail investor base.
Figure 1: Global Bond Yields

Source: Morningstar

Despite rising yields, municipals remain
attractive relative to Treasuries, with the
municipal-to-Treasury ratio at 101%
(compared to a long-term average closer
to 90%). High-yield municipal markets
were rattled by downgrades to the City of
Chicago, the State of Illinois, and the
Commonwealth of Puerto Rico but overall remained resilient. Despite these
troubled issuers, high-yield municipals
have remained a favored asset class,
garnering $927 million in mutual fund
inflows year-to-date.
Corporate high-yield remains one of the
top performing asset classes over the
year-to-date, as investors continue to
search for higher yields in a historic lowrate environment. While high-yield has
been strong, there are potentially negative issues lurking. High-yield debt has
seen a 2:1 ratio of downgrades to upgrades in 2015, a batting average that
has not been seen since 2009. This is
concerning given that interest rates will
not remain at historic lows for much longer.
Global bond yields rose significantly
throughout the quarter, highlighting a
brighter economic outlook for foreign
developed countries (see Figure 1). The
European Central Bank’s quantitative
easing program has already shown results by helping push up yields from historic negative lows and, as economic

Rating downgrades rattle
municipal
bond market
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Greece
dominates the
headlines

data improves along with investor sentiment, global yields should continue to
follow an upward trajectory. Despite a
technical default by Greece on June
29th, risks to global bond markets have
been generally limited in developed
markets, although peripheral Eurozone
countries such as Spain and Italy suffered a relatively benign sell-off in late
June.

to beat future earnings estimates. The
Federal Reserve will also have a key
impact on U.S. equity markets as investors continue to keep a watchful eye on
any action from Chairwoman Janet
Yellen. After the Fed policy meeting in
June, the most notable outcome was
that rate hikes will occur at a slower
than anticipated pace, a big positive for
risk assets.

Equity Returns Hover Around 0%.
Global equity market investors had
plenty of headlines to keep them busy
during the quarter. The news was dominated by the Greek debt crisis as the
European Central Bank (ECB), International Monetary Fund (IMF) and the European Commission (EC), better known
as the Troika, negotiated with Greece to
come to a reasonable resolution.
Greece implemented capital controls
and shut banks for the entire last week
of June to prevent a significant cash
outflow from the nation and its banks.
Since quarter-end and at the time of
writing, a deal appears within grasp,
with banks due to re-open.

While U.S. equity markets disappointed
in the second quarter, international markets did not fare much better. Europe
struggled as investors navigated the
volatility brought on by the Greek financial crisis. The Eurozone saw positives
with inflation increasing during the quarter (vanquishing fears of deflation)
along with positive manufacturing data
in a number of nations (See Figure 2).

U.S. equity markets recently passed the
six-year mark for the bull market rally
but domestic markets limped to flat returns in the second quarter. U.S. economic data was a major driver of returns during the second quarter, as labor and housing markets continued to
improve while consumer spending and
inflation continued to falter. Corporate
earnings have beat depressed estimates but will need a growing economy
Figure 2: Global Purchasing Managers’ Index (PMI)

PMI above 50 = economic expansion; below 50 = economic contraction
Source: Morningstar

Solid Emerging Market Performance.
Individual emerging markets were the
top performers for the quarter as numerous national indices continued to
gain on global monetary easing, local
reforms, economic improvements and a
more stable currency market. China,
one of the largest emerging economies,
saw significant volatility within its equity
markets as the market moved from bull
to bear market in a matter of a week.
China continues to focus on reform and
easing, with its regulators cutting down
on margin lending amid an increase in
initial public offerings, while its central
bank has cut deposit requirements in an
attempt to boost lending. China is not
alone in its continued reforms as other
emerging nations, such as Brazil, try to
contain hyperinflation and a significantly
depressed currency. However, emerging markets have remained reasonably
resilient given the slow global economic
recovery, aided by low rates which have
allowed emerging nations the time to
implement reforms.
Real Assets delivered mixed bag of
returns. In the commodity markets,
oil prices traded in a tight range in the
second quarter despite stronger U.S.
and OPEC production. Domestically,
crude oil production reached 9.6 million
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barrels per day as hydraulic fracturing and horizontal drilling continued to unlock supplies from
shale formations (See Figure 5, page 7). Internationally, the 12 country members of OPEC maintained their 30 million barrels per day output target. With increased fracking, supply growth of natural gas caused prices to return to five year lows
despite a prolonged and cold winter.
Master Limited Partnerships (MLPs) were down
for the quarter as investor sentiment towards anything energy related remained unfavorable. However, since 1996 there have been only five occasions when the MLP Index ended the first half of
the year in negative territory. As the long-term
growth prospects of the MLP midstream business
remain attractive given the energy renaissance in
the U.S., we view current market weakness as an
attractive investment opportunity.

mand in China and Europe, silver and palladium
(used in catalytic converters) suffered negative
returns.
During the second quarter, REITs also delivered
disappointing returns as investors continued to fret
about the Federal Reserve’s first interest rate
hike. However, the home real estate market in the
U.S. continued to benefit from an increase in the
sale of new and existing homes. With inventories
remaining low, there is no indication of an excess
supply that would deflate the current pricing environment.

Precious metal returns were also negative during
the second quarter of 2015. Despite the economic
turmoil in Greece and the weaker dollar, gold did
not deliver positive returns. Reflecting weak de-

Puerto Rico made headlines (again) on June 29th as Governor Alejandro Padilla announced that the U.S. territory would not be able to pay down its $70 billion in outstanding municipal debt. Moody’s, Fitch and S&P immediately downgraded the island’s general obligation (GO) bonds, citing a possibility of default within six months due
to weak economic growth and falling tax revenues. Puerto Rican issuance makes up 27% of the Barclays High
Yield Municipal index1.

Municipal bond fund managers have cut exposure to Puerto
Rico and now make up only 32% of debt holders 2, significantly reducing the impact to traditional investors. Replacing
traditional investors, hedge funds have begun purchasing
the debt in hopes of profiting from a successful debt restructuring process.

Yield (%)

While these issues are making headlines now, the issue of Figure 3: Puerto Rican Yields
unsustainable debt has been apparent for some time; back
12
in 2013, Puerto Rican 10 year yields moved from 6.0% to
9.1% in just 4 months. While higher yielding municipals can
10
experience some volatility, a move of this magnitude was a
8
signal of problems (See Figure 3).
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The bad news is that due to Chapter 9 bankruptcy laws,
Puerto Rico is not eligible to file, leaving only restructuring or
Puerto Rico 10 Year
AAA Muni 10 Year
default as options; it is unlikely that the Federal Reserve or Source: Bloomberg, July 2015
Treasury will intervene. While congress is discussing options
for the island, it will likely be a slow process towards resolution. Despite this, Puerto Rico has done its part by making payments on time, cutting spending and raising taxes. However, a contracting economy and dwindling population will be continuing headwinds for the Puerto Rican
economy.
1
2

Goldman Sachs, Muni Hotspots Presentation 7.1.2015
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Given all the headline news, can fundamentals once again move to the forefront of investors’ minds?
Should we expect headlines to dominate, causing markets to lurch up one day and down the next, or can
economic, corporate and valuation data return to play its prominent role in market pricing? We think the
relatively indiscriminate shake-out caused by these big events will provide better investment opportunities,
and valuations and fundamentals will (and should) matter. Pessimistic headline news tends to reduce investor optimism, providing better entry points to patient investors. In the long-term, fundamentals will win
out and returns will be reflective of slow, but steady growth, low inflation, rising corporate earnings and improving employment (with the resultant higher consumer incomes).
Assuming the Greece crisis is contained, second half market expectations are for improved economic
growth and corporate earnings. If true, equity prices should remain stable. In addition, the Federal Reserve has indicated its intent to gradually raise short-term interest rates over an extended period, which
should be beneficial to markets. Of course, this is the markets “expected” outcome – any deviation could
cause volatility to increase again, and results to be different. We tend to agree with consensus for now.
Coming off of weak asset returns, and given the improved outlook, we believe investment opportunities in
the second half of the year should be better than the first half. If the Greece conundrum is resolved without
incident, there should be support for better equity returns, particularly overseas. As highlighted on the previous page, the outcome for Greece is far from certain and an adverse turn of events could result in significant equity and bond market volatility. However, we do believe that the contagion risk from Greece is relatively contained given the structural and economic improvements in other peripheral Eurozone nations
(Spain, Italy, Portugal) coupled with a supportive European Central Bank. With attractive equity valuations
and improving economic growth across Europe, short-term volatility due to negative Greek headlines will
likely be viewed as attractive buying opportunities. Additionally, the depreciating euro and improving economic conditions in Europe have led to better corporate growth and earnings for foreign stocks. With valuations more attractive than their U.S. counterparts, we have been adding to international equities. We believe this will be an area for attractive returns for the foreseeable future.
We also remain comfortable with our overweight in energy, particularly energy infrastructure companies.
Although the first half of the year in this space has been difficult, we believe our MLP manager will continue
to find good opportunities, building a portfolio of companies with strong balance sheets and cash flow that
will do well over the long run. Following three years of falling commodity prices, the ‘marginal cost of supply’ for many commodities (oil, natural gas, copper, potash etc.) is significantly above current market prices.
We believe commodity-related equities are currently available at sale prices; patient investors should be
rewarded as demand and supply dynamics naturally drive market prices up towards the marginal cost of
new supplies.

Robert J. White
Director of Investments

Michael R. Eisner
Chief Investment Officer
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Figure 4: Debt as a Percentage of GDP

Source: Eurostat, Oxford Economics

Figure 5: U.S. Crude Oil Production

Source: Bloomberg, EIA

Source: Morningstar, Bloomberg
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