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As 2015 is halfway over, investors now have a better sense of how the markets are reacting to
news, as well as a more solid idea of what the members of the Fed are thinking.
In particular, three themes that influenced markets this past quarter were interest rates, economic
growth and market activity. Let’s take a look at what happened during the second quarter in
those areas, as well as how they may have an affect on the rest of 2015.

Interest Rates
Interest rates dropped, recovered and are currently rising globally. The 10-Year Treasury was
under 2 percent for a time due to fear and a flight to safety when things were choppy. One of the
reasons we’re seeing rates go back up is to correct for the drop that occurred earlier in the year.
European rates have been extremely low, despite the relatively positive economic news that has been released from the
Eurozone, aside from the news in Greece. The odds that Europe could dip back into a recession are receding, causing rates
to rise across the world.
Domestically, the Fed had intended to raise rates at some point this year, but weak growth has postponed the rate hike.
During the June 17 Federal Open Markets Committee (FOMC) announcement, the members signaled a September rate
hike is on the table.
It’s important to note that ultimately the market controls rates, not the Fed. Regardless of what the Fed does, we would
expect interest rates to rise, with our base case having this occur slowly over several years.
Economic Growth
Though we have had growth in the U.S. – GDP is around 2 percent – and growth prospects in developed countries are
looking brighter, it has not been enough to cause wage and commodity price increases.
Although companies’ bottom lines are healthy, top line sales growth has been slow. First quarter earnings have come in
weak, largely due to the performance of the energy sector.
Still, the risk of recession remains low in our opinion, and rates are rising. That’s a good thing because it indicates
economic growth is likely to stay positive, though the growth we saw in 2009-2011 earnings will likely not be seen again
in the near future.
Market Activity
U.S. stocks have continued to move upward, and we still believe they are fairly valued with average upside while
international equities are undervalued with larger than average future expected returns.
Over the last several years markets have been very quiet, but now that stocks are priced closer to their fair value we
should expect volatility to increase to a range closer to its historical norm. We are also seeing increased volatility across
other asset classes (currency, bonds and commodities).
5000 Legacy Drive, STE 180

187-B Boston Post Road

Plano, TX 75206

P. O. Box 623

P 888-741-5508

Old Lyme, CT 06371

P 888-985-7162

P 888.434.5999

9108 N. Kelley Avenue
Oklahoma City, OK 73131
P 888.478.1971

ExencialWealth.com

If we look at the S&P 500 since 2010, stocks’ standard deviation has been 12.8 (DFA Returns). If we look at the time
period leading up to that, from 1926 to the end of 2009, the average standard deviation was just under 20. Simply put, the
last five years have seen two-thirds of the volatility we saw between 1926 and 2009.
There are still few attractive alternatives to stocks and we continue to think stocks will provide attractive returns over the
next several years. Inflation has remained under 2 percent and very well may stay low as commodity production remains
relatively high and labor markets continue to slowly heal. However, low inflation coupled with slowly rising rates may
hurt real estate values. Last year we began underweighting U.S. REITS in our portfolios. Commodities also tend to
struggle in low inflation environments, and for that reason we continue to exclude these from our model portfolios.
Greece Debt Situation
Finally, the negotiations over Greek debt have caused headaches for global markets and this week saw daily changes to
the situation. Markets and institutions are no longer lending to Greece and the European Central Bank has removed the
Bank of Greece’s ability to print more Euros. As a result, capital controls have been implemented and news of the
resulting bank runs and panic is updated hourly.
We think it is important to put this into perspective. Greece’s annual GDP is roughly $280 billion, slightly larger than
Connecticut’s GDP and slightly smaller than Missouri’s. In all, Greece owes about $271 billion to creditors. A primary
fear of some is that a default would cause major problems for banks that hold the debt as they would become less healthy
and would then transmit the contagion throughout the EU via less lending and less liquidity.
However, privately held Greek debt is relatively small, at roughly $40 billion. In comparison, the estimated size of the
non-agency mortgage backed securities market in 2007 (which ended up kicking off the 2007-2008 market fall) was $3.6
trillion. The vast majority of Greek debt is held by monetary institutions such as the International Monetary Fund and the
ECB which no doubt will have to write down the debt and absorb the loss. However, they will be in a much better position
to do this than the thousands of private owners of MBS were in 2008.
Ultimately Greece will have to rework its budget until the numbers finally work again, as will Puerto Rico, which this
week announced that it could not pay back $70 billion in debt. And while we should expect market disruptions like the
one that occurred this week, it is best for the longer-term health of markets that citizens deal with the reality of debt that
cannot be paid back.
Sources:
1.
2.
3.
4.

Interest rates: http://www.bloomberg.com/markets/rates-bonds/government-bonds/us
European rates: http://www.bloomberg.com/markets/rates-bonds
Growth rate: http://data.worldbank.org/country/united-states
Fed signals it’s on track for September rate hike: http://www.usatoday.com/story/money/2015/06/17/june-federalreserve-meeting/28834059/
5. America's terrible 1st quarter wasn't as bad as we thought: http://www.businessinsider.com/q1-gdp-june-24-20156#ixzz3eePCgUR
6. S&P 500: A look at final results for first quarter earnings: http://www.smarteranalyst.com/2015/05/26/sp-500-alook-at-the-final-results-for-first-quarter-earnings/
7. U.S. Economic growth: http://www.treasury.gov/resource-center/data-chartcenter/Documents/20120502_EconomicGrowth.pdf
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8. U.S. stocks’ performance: https://www.google.com/finance?q=INDEXSP%3A.INX&ei=RtmSVeH9H8lmAHDiYjIDg
9. Why currency volatility has gotten worse: http://www.economist.com/blogs/economistexplains/2015/02/economist-explains-2
10. ‘Unprecedented’ volatility in bond markets: Goldman: http://www.cnbc.com/id/102740857
11. Commodity volatility rises to 26-month high as oil, gold swing: http://www.bloomberg.com/news/articles/201412-01/commodity-volatility-rises-to-26-month-high-as-oil-gold-swing
12. U.S. inflation rates: http://www.usinflationcalculator.com/inflation/current-inflation-rates/
13. Greece debt crisis: Athens seeks new last-minute deal: http://www.bbc.com/news/world-europe-33325886
14. Greece GDP: http://www.tradingeconomics.com/greece/gdp
15. How much Greece owes to international creditors: http://www.reuters.com/article/2015/06/28/us-eurozone-greecedebt-factbox-idUSKCN0P80XW20150628
16. Everything you ever wanted to know about Greek debt relief: Q&A:
http://www.bloomberg.com/news/articles/2015-06-18/everything-you-ever-wanted-to-know-about-greek-debtrelief-q-a
17. Agency mortgage-backed securities in 2007: http://www.factset.com/insight/2015/06/agency-mbs-post-crisismarket-themes#.VZLeS0a1_Bp
18. Puerto Rico’s governor on need to postpone debt payments for years: ‘It’s about math’:
http://www.washingtonpost.com/business/economy/puerto-rico-says-it-cannot-pay-its-debt-setting-off-potentialcrisis-in-the-us/2015/06/28/cbae1bc4-1e05-11e5-84d5-eb37ee8eaa61_story.html
19. Wall St. tumbles as investors flee equities on Greek debt crisis: http://www.reuters.com/article/2015/06/29/usmarkets-stocks-idUSKCN0P91NO20150629
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