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For the time being, nothing else matters to 
investors.  The risk/reward proposition is so 
uncompelling in an environment literally dominated 
by hourly headlines that most investors would 
simply prefer to stay on the sidelines until the dust 
settles.  We don’t claim to have any more clarity on 
the path forward than others, but hopefully our 
thoughts on the current developments in Greece 
will help provide a better understanding of just how 
things got to this point.  


Although we will be addressing Greece this month 
we are keenly watching the Chinese government’s 
attempts to stabilize their rapidly declining stock 
market and the developments regarding Puerto 
Rico’s inability to pay their debts.  Both risks are 
potentially significant in the months to come.


Insights: July 2015

Market Overview and Performance

  	  	  

S&P 500 Index	 	 	 	 	 	              -1.94	 	              1.23

Russell 2000 Index	 	 	 	 	 	   0.75                             4.75 

MSCI EAFE Index	 	 	 	 	 	  -2.83	 	              5.52

MSCI Emerging Markets Index	 	 	 	  -2.60                             2.95


 

Barclay's U.S. Aggregate Bond Index	 	 	 	  -1.09 	 	 	 -0.10

Barclay's U.S. Credit Index	 	 	 	 	  -1.74 	 	 	 -0.78 

Barclay's Corporate High Yield Index	 	 	 	  -1.49	 	 	  2.53

Barclay's Municipal Bond Index	 	 	 	  -0.09	 	 	  0.11


Gold	 	 	 	 	 	 	              -1.51 	 	 	  -1.04

Crude Oil	 	 	                                                    -1.71	 	              11.26

CBOE Volatility Index	 	 	 	 	              31.72 	 	               -5.05

USD Dollar Index	 	 	 	 	 	  -1.40	 	 	    5.82

Equity

Fixed Income

Macro Measures

Percentage Change (USD$) Percentage Change

Month to Date Year to Date

In our June Insights, we discussed how “boring” the 
market had become in the eyes of many.   And if 
we look at the asset class performance table 
below, nothing seemingly took place during the 
month to change that perception.  In fact, almost 
every asset class limped their way through June 
resulting in largely flat or even negative returns for 
the first six months of the year.  As we looked 
ahead to the third quarter, our hope was to be able 
to discuss the momentum that has been building, 
particularly in the U.S. economy, but around other 
parts of the world as well.  After some trepidation 
over a very weak first quarter, more confirmation of 
a rebound was seen in data spanning labor, 
inflation, GDP and consumer behavior that all 
pointed to an improving trend.  But of course, that 
is not what we are able to discuss this month, 
simply because it is somewhat irrelevant until the 
seemingly endless uncertainty in Greece comes to 
some sort of resolution.  
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To be clear right up front, neither we nor the 
market is generally worried about the crisis in 
Greece from an economic or financial perspective. 
Greece is simply too small a portion of the global 
economy or even of the Eurozone economy to truly 
have a negative impact on commerce.  More 
importantly, unlike in 2011, most of the Greek debt 
that is owed to creditors is now in the hands of 
central banks as opposed to four years ago when 
global commercial banks held much of the debt.  
Contagion is therefore much less of an issue.  And 
as the orderly open in both global equity and bond 
markets on Monday July 6th after the “No” vote 
demonstrated, the risk of contagion is largely 
viewed as contained.  The one remaining concern 
that cannot be dismissed is the issue of moral 
hazard.  Essentially, if the ECB ends up giving 
preferential terms to Greece on their debt, it could 
have a domino effect of requests for debt 
forgiveness from other periphery countries who 
have so far played by the rules.

  

But to understand how we got to this stage, it is 
worth examining a number of realities facing 
Greece currently that have pushed the players to a 
potential breaking point. 


From a very long-term perspective, we published 
the following chart from BofA Merrill Lynch Global 
Investment Strategy on our blog in early February.  
The chart highlights the incredible fact that over 
the past two hundred years, Greece has 
experienced sovereign debt defaults 6 times 
and has spent 90 of the last 192 years either in 
default or in debt re-structuring.   That is the very 
essence of instability from an economic stand 
point, so it is not hard to see why Greece was 
attracted to the prospect of joining the Eurozone 
from the very beginning.

In other words, throughout a large portion of its 
modern history, Greece has been a “bad credit”.  It’s 
hard to argue otherwise.  As a result, relative to 
many other European countries, Greece has had a 
difficult time staying competitive.  To illustrate why, 
consider the chart below which simply shows the 
value of the Greek Drachma per Euro (or its 
predecessor the European Currency Unit).  

Greece has Experienced Debt Issues in 90 of last 192 
Years

June Themes – Greece - What’s Next?


How Did We Get Here? - A Long 
Standing History of Volatility Made the 
Eurozone Very Appealing for the Greeks

Source: BoA Merrill Lynch; Business Insider.

For the twenty year period from 1981 through 2001 
when Greece joined the Eurozone, the Greek 
Drachma was on a precipitous decline versus the 

Drachma Lost 82% of its Value Over 20 Years

Source: Bloomberg; Holger Zshaepitz; Business Insider.
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Eurozone Brought Stability to Greek Credit Market

Challenging Six Years for Greece

By 2012, a second round of write-downs was 
initiated and a bail out plan was finalized.  The 
bail-out from the IMF was able to patch things over 
for Greece until its expiration and Greece’s missed 
payment on June 30, 2015.  That simplified timeline 
is charted below along with the yield on Greece’s 
ten year bond and GDP change, but importantly, the 
impact of this confluence of events over the last six 
years has been significant to the Greek economy to 
say the least.

Source: The Economist; Thomson Reuters; Eurostat

With a common currency and freely flowing credit, 
Greece began to borrow heavily which was not an 
issue until the Lehman Brothers collapse roiled 
credit markets worldwide.  By 2009, the Greek 
economy had begun to rack up large budget 
deficits.  By 2010, Greece required its first bail-out.  
By 2011, Greece and private bondholders agreed on 
a first round of write-downs for their debt.  

Source: European Central Bank; Desmond Lachman; American 
Enterprise Institute

Euro, losing 82 percent of its value over the twenty 
year period.  


That put a small insular economy like Greece in an 
impossible economic position versus a 
strengthening and unifying Europe.  Additionally, 
given their credit history and current economic 
conditions, Greece was being charged a much 
higher interest rate to borrow money than was the 
rest of Europe.  The chart below from the 
American Enterprise Institute is somewhat dated, 
but clearly points out that prior to joining the 
Eurozone, Greece (Red Line) had to borrow money 
at 20+ percent interest rates to cover their funding 
needs.  Once they were accepted in the Eurozone, 
those rates fell into line with most other Euro 
nations.  Essentially, Greece became viewed as 
the same level of low credit risk that Germany 
represented.  


With the Greek populace entering the polls to vote 
on their referendum regarding terms of future aid 
on July 5th, its helpful to give some context to a 
present day economy that drove them to a 
surprising “No” vote.  If you had to pick one chart, 
it’s perhaps the one below.  After six years of living 
through austerity and a “bail-out” culture, Greece’s 
economy is still analogous to the US Great 
Depression in terms of its severity.   
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What’s worse is the fact that not only is Greece 
unable to produce enough growth to cover their 
debt burden, but they are not even in a position to 
be able to provide work of any kind to much of their 
population.  Overall unemployment is estimated to 
be somewhere between 25 and 30 percent 
according to the National Statistical Service of 
Greece, however for those people under age 30, the 
numbers are as high as 50 percent as the chart 
below illustrates.  And without available jobs, 
young, educated, talented people are simply leaving 
the country.  An estimated 350,000 doctors, 
academics and entrepreneurs have already moved 
on to seek their fortune elsewhere in Europe.       

Greek Debt to GDP at Unsustainable Levels

Source: EuroStat; Market Realist

With a depression style environment, Greece has 
actually done a number of things to take their 
“austerity” medicine.  The Center for European 
Reform claims that since 2009, Greece has cut 
government spending by over 20 percent which 
cumulatively should have been enough to meet 
deficit demands.  However in the years following, 
the economy itself has collapsed leading to 
challenging consequences that have made the path 
forward ever more difficult.


For example, at present, Greece’s Debt to GDP 
stands at roughly 180%.  Far and away the largest 
in the Eurozone and well beyond their ability to pay 
based on current productivity.    


Greek Unemployment Levels Remain Painfully High 
Source: The Economist

Source: National Statistical Service of Greece; Bloomberg

Greece Experiencing Depression-like Conditions

And now finally, as the negotiations between the 
Tsipras government and the European creditors 
rapidly deteriorated during the last week of June, 
Greece has witnessed a full on bank run, draining 
funds from local banks and forcing capital controls 
to be put in place. As Credit Suisse characterized it, 
the Euro is apparently leaving Greece whether 
Greece wants to be a part of the Euro or not.      
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This is significant, because if Greece cannot secure 
additional support for immediate liquidity needs, it 
will be forced to consider two options within a very 
short timeline.  First, it can seize deposits in a 
procedure known as a “bail-in” to shore up the 
banks or, more drastically, it can start printing 
Drachmas.   


The second plan of action for the Greeks is to 
re-start the conversations with Berlin, Paris and 
Brussels.  This is where the “No” vote starts to 
come into play.  The “No” vote does not assure a 
Greek exit, however, it makes the negotiations more 
difficult.  From the Greek perspective, Tsipras is 
forced into insisting even more vigorously now that 
creditors accept debt forgiveness – a concession 
few in Europe are willing to make.  From the 
European side, they are also more likely to be more 
stringent in their demands since the “No” vote from 
a member country exposes the risk of populist 
parties in other debtor nations demanding debt 
re-structuring as well.  The Europeans are highly 
sensitive to this risk given that Spain and Portugal 
have elections scheduled for the coming months. 


The third issue Tsipras must begin to deal with is 
the political situation within Greece.  The “No” vote 
emboldens the more radical of the anti-austerity 
groups while at the same time terrifies those who 
desperately want to stay in the Euro when faced 
with the prospect of having their savings wiped out.  
It is a very volatile political mix.


These are clearly difficult issues to overcome, but 
unfortunately, time has now run out.  With the 
payment due on the 20th, the most positive scenario 
at this point would be for the ECB to agree to some 
temporary measures of limited financial support, an 
act of good faith, perhaps with a suggestion of 
lengthening the maturity of some of the coming 
payments due as an incentive for future 
negotiations.  This would only be undertaken if there 
was a clear understanding that the second stage of 
the process would entail movement toward the 
middle on the part of the Greeks for longer-term 
solutions.  

“The Euro Leaves You Before You Leave the Euro”   

So where does that leave us?  Obviously, no one 
knows what the future holds, but without 
commenting on the politics of the situation or what 
we think “should” happen, there are a number of 
next steps that both parties might logically pursue.  
It is worth noting though, that regardless of the 
path Greece finds itself on, a “quick” resolution is 
unlikely.   

Source: Credit Suisse; Business Insider

Greece - What’s Next?

It should be said first that no matter what the form 
of the ultimate resolution, the people of Greece will 
be facing a very difficult future.  

 

In the week following the “No” vote, Greek leaders 
are likely to immediately ask the ECB for additional 
emergency liquidity.   They are simply running out 
of money. Tsipras fired his controversial Finance 
Minister, Varoufakis, on Monday the 6th , which 
may have helped their cause. But on the same day 
the ECB announced it was holding its Emergency 
Liquidity Assistance (ELA) level at $89 billion Euros 
and it was further tightening its collateral 
requirements for Greece.  Importantly, Greece 
owes the ECB a $3.5 billion payment by July 20th. 
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Going Forward

Of course, with both parties still at the table, there 
remains the possibility that an agreement on 
structural reforms and austerity measures required 
for another Greek bailout could be reached, 
however, few would deem this likely given recent 
events. 


The negative scenario then is that negotiations 
break down, Greece defaults and the progression 
toward a Euro exit begins.  As we mentioned, a 
“bail-in” and eventual printing of drachmas would 
be required, but the Greek government is also likely 
to begin issuing IOUs to cover various obligations.  
This kind of “parallel currency” has been used in 
the past, even by the state of California in 2009, 
however, unlike in California, there is some 
question as to whether Greece would actually be 
able to pay back the debts in the future.  This is 
compounded by the fact that the debt obligations 
of the IOUs would still be in Euros and any new 
Greek sovereign currency is going to be worth 
significantly less than the Euro for the foreseeable 
future.


The costs associated with a Greek exit are 
meaningfully higher for all involved from both a 
financial and social perspective, so both parties are 
incentivized to find common ground.  However, 
given the course of events that have unfolded, it 
appears preparations for a Greek exit can not be 
ignored.  


As we said in the opening comments of our letter, 
Greece has quite literally held the markets captive 
with the day to day fluidity of the situation.  In 
anticipation of increased volatility, we took profits 
in selected areas of the fixed income and equity 
markets in early summer.  Our intention is to put 
money back to work after we see more clarity on 
the path forward in Europe.

Keeping in mind that despite the dramatic 
headlines, stocks are still not far off of all time 
highs and it would not be surprising to us to see 
further volatility and potential declines before the 
situation improves.   We are still constructive on 
equities in particular for the remainder of the 
calendar year and feel that patience is warranted 
at present, particularly with regard to non-U.S. 
exposure.  


Within equities we continue to favor the large cap 
segment of the U.S. market.  We would prefer to 
achieve our exposure through cyclical areas of the 
market such as the technology, health care and 
consumer discretionary sectors which stand to 
benefit the most from a strong U.S. economy and a 
strong dollar.  These sectors have performed well 
so far this year.  However, we continue to look for 
areas of future opportunities in sectors such as  
financials.  We think this group is well positioned 
to benefit from a weaker dollar, higher bond yields 
and improving global growth and we will be looking 
to add to our exposure.  Technology, healthcare and 
selected portions of the industrial sector are also a 
focus for our current allocations. 


Our non-U.S. developed markets exposure has 
served us well this year.  While we are still 
believers in the strong U.S. growth story, we think 
that international diversification through 
allocations to Europe and Japan in particular will 
allow us to participate in improving economic 
conditions globally.  Both of these global regions 
continue to provide confirming data points on the 
progress of their respective recoveries and each 
remain in a very accommodative policy 
environment.  We are optimistic that current 
volatility driven by the lack of uncertainty around 
Greece will present good long-term investment 
opportunities but we would wait for more clarity 
before adding to our European exposure.  
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We remain underweight traditional fixed income.  
With an anticipated increase in the Fed fund rate 
most likely coming in September, we continue to 
advocate an emphasis on less interest rate 
sensitive options available with shorter duration 
exposures and unconstrained strategies as a focus.  
 Whether the first hike comes in September or 
December, the narrative is the same.


Commodities remain structurally challenged in our 
view.  With oil moving sharply down from the mid 
$60 range back to close to $50 by early July, we 
are carefully looking at entry points for long-term 
investments, however we continue to cautiously 
monitor this sector before increasing exposure.


Thank you for taking the time to read some of our 
thoughts this month.  We hope you found our 
thoughts valuable and insightful and we look 
forward to a fruitful second half of the year with 
our clients. 



