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Greece’s Leap of Faith: Our Monthly Survey of the
Economy, Interest Rates, Markets and Sectors

Many U.S. investors went into the July 4 holiday weekend assuming Greek voters
(led by pensioners) would take the safe road and vote yes in their national referendum.
Ultimately, Greeks tired of job losses and economic stagnation voted no to the status quo.
This huge leap into the unknown for the Greek population also leaves investors uncertain
as to what the ECB and the IMF will do.

The hope is that ECB does not wait, but acts with haste to contain contagion. But
the problem is that a lifeline to Greek banks may not happen in the first few days, while
a renewed round of quantitative easing is also not likely soon. Europe has done a good
job of “ring-fencing” Greece simply by concentrating the majority of Greek debt not in
private hands but in entities such as the European Central Bank and the International
Monetary Fund. The ECB can print euros as needed, but is hugely concerned about set-
ting bad precedents for other struggling nations on Europe’s southern rim.

U.S. stocks had a muted response to the Greek referendum vote, perhaps aided by
the positive vibrations of June’s nonfarm payrolls report. But investors will remain skep-
tical of domestic economic expansion until they see good 2Q earnings beginning in mid-
July and a good GDP number for the second quarter in late July.

THE ECONOMY, INTEREST RATES, AND EARNINGS
The final reading on 1Q15 GDP shows the U.S. economy contracted 0.2%, worse than the 0.2% gain initially reported but
better than the preliminary report of a 0.7% decline. The more moderate decline was primarily driven by weak exports, slower
growth in nonresidential fixed investment, and the continued drag of state and local government spending. Positives or at least
relative positives in the quarter included personal consumption expenditures, spending on homes, and inventory growth.

Growth in real personal consumption expenditures, while down from 4.4% in 4Q14, was nonetheless positive at 2.1%.
Spending on durable goods was up 1.3%; and spending on services was up a healthy 2.7%. The consumer retrenched, although
lower spending on non-durable goods was influenced by cheaper gasoline prices.

Real nonresidential fixed investment, a proxy for capital spending, declined 2% in 1Q. While federal spending was
unchanged, state and local spending declined 1.0%. Growth in inventories added about half a percentage point to GDP in 1Q15.
But Trade subtracted about two percentage points from GDP, as exports declined 5.9% and imports rose 7.1%.

We continue to model approximately 3% GDP growth in the remaining quarters of 2015, which given the 0.2% decline in
1Q15 would drive something like 2.2%-2.3% growth for 2015. Several things are required to shift momentum from the weak
first quarter. After a huge widening from the strong dollar, the trade deficit has narrowed; this suggests that U.S. multinationals
are adapting to strong dollar.

(continued on next page)
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The best part of the economy is the consumer. June
nonfarm payrolls continued a strong trend of growth in the
225,000 range, although wage growth stalled. Greek head-
lines and strong dollar worries are obscuring the fact that
the consumer economy is the strongest it has been during
the recovery from the great recession. With the Presiden-
tial election less than a year and a half away, we would
look for a typical cyclical ramp in government spending.

Our preliminary forecast for 2016 calls for 2.6%
growth. After expansion in the 3% range in next year’s
first half, we look for a gradual moderation in growth as
higher interest rates begin to bite in the second year of the
Fed’s rate-tightening cycle.

If you were wondering if anything could stop what
looks like a runaway freight train for bond yields, Greece
provided the answer. The decisive “No” vote by the Greek
electorate reflected a nation fed up with austerity, but it
also set off one of the first real safe haven trades of 2015.
The 10-year U.S. Treasury yield dropped 10 basis points
overnight. Note, however, that stock selloffs and bond ral-
lies both moderated following early signs of contagion
containment by IMF and ECB.

At the same time, upside pressure on U.S. bond yields
and interest rates reflects the inevitability of a hike in the
fed funds rate. The 10-year yield broke its uptrend on
Greece’s no vote. Since bottoming at 1.63% in February
2015, the 10-year Treasury yield moved above the 2.4%
level at the mid-year market and then slipped to 2.3% on
Greek euro exit panic.

After the winter-impacted first quarter, spring weather
is generating stronger domestic economic data. The June
FOMC meeting came and went without a rate hike. But
the Fed did upgrade its assessment of the overall economy,
increasing the likelihood that its first rate hike in eight years
would come sooner – meaning September – rather than
later – meaning December.

One year ago, the 10-year was higher at 2.6%, part
of the year-long retreat in yields from 3% at the beginning
at 2014. Higher long yields a year ago were the result of
the taper tantrum. There is no more tapering, and actual
higher rates lie ahead.

From June 2004 to June 2006, the Fed engaged in a
prolonged pattern of rising rates in steady increments. Over
that 2004-2006 timeframe, the Fed increased the Fed funds
rate 17 times, each time by 0.25 percentage points. Cumu-
latively, that brought the Fed funds rate up from 1.25% in
June 2004 to 5.25% by June 2006; and the discount rate
from 2.25% to 6.25% over the same span.

We still believe the U.S. Federal Reserve will enact
its first rate hike in September or possibly soon after; and a
quarter-point hike is most likely. This time around, how-
ever, we expect a very go-slow approach to additional hikes,
with the Fed funds rate likely to end 2015 still below 1%.
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The final tally of 1Q15 earnings shows that energy
was a significant drag on total economy earnings. Includ-
ing energy, S&P 500 earnings were up less than 2% in
1Q15. Excluding energy, earnings rose more than 8%.

While the strong dollar remains a headwind for U.S.
multinationals, these companies are also benefiting from
lower costs for operations conducted overseas. Many com-
panies outside the oil patch benefit from weaker energy
costs in their COGS line.

Still, with U.S. energy investment at a standstill, the
key to S&P 500 earnings growth this year likely lies over-
seas. And the two key swing votes belong to Europe and China.

While the Greek referendum dominated headlines,
the weak euro appears to be helping Eurozone competitive-
ness. Recent PMI reports from Markit Economics showed
noteworthy improvement in Eurozone manufacturing, ser-
vices and output, all of which were at multi-year highs.

We reiterate our 2015 EPS outlook of $126 per share
from continuing operations on the S&P 500. 2Q may be a
lot like 1Q, with EPS growth constrained by strong dollar
and weak Energy sector activity. The second half looks
better, however. As currency & energy comps normalize
and as our trading partners benefit from their weak curren-
cies, we look for mid-to-high single-digit EPS growth in
3Q15 and high-single-digit growth in the fourth quarter.

We expect EPS growth to be back-end-loaded in
2015, netting out to approximately 6% growth. Next year,
we expect government spending to ramp into the election;
the consumer economy to be in high gear; and Greece to
finally stop disrupting the market. On that basis, we look
for EPS growth of 10% for 2016, to the $139 range.

Our 2016 forecast could be negatively impacted by
the timing of Fed monetary policy, particularly if the Fed
raises rates aggressively and frequently. Still, we think our
earnings growth forecast can withstand up to two percent-
age points of higher rates from the current fed funds level
of zero. Over the past 35 years, both earnings and the stock
market have been able to absorb up to three percentage
points of higher rates before weakening.

DOMESTIC AND GLOBAL MARKETS
June was a negative market month for U.S. stock indexes,
although not a disaster. On average, our roster of domestic
equity indexes was up 3.1% heading into the July 4 holi-
day weekend; that was down about 70 basis points from
where the market was one month prior to that date. Lead-
ership remains in the hands of growth-oriented and smaller-
cap indexes such as Nasdaq, Russell 2000, and the Wilshire
Growth index; all are up 5.0% to 6.5% year-to-date. And
all of those market leading indexes are off about one per-
centage point or less from where they were early in June.

Blue chip indexes such as the S&P 500 and DJIA are
positive for the year almost exclusively on the back of their
dividend payouts. Investors should be grateful companies

in the blue chip indexes grew their dividends generously
in recent years; share buybacks do not seemed to have
helped to improve returns.

The Lehman Aggregate bond index remains negative
for the year, but did tick slightly higher in the past month.
With the first Fed rate hike now as little as two months away,
we would expect this index to remain under pressure.

The stock market remains in more of a risk-on mode
than a defensive mode; in particular yield-heavy equity
groups are reeling. But at the sector level, market perfor-
mance is not as simple as economy-sensitive leading and
defensive lagging.

In particular, one of the perceived risk-on leaders,
Technology, has had a rough stretch. The culprit in this
case is likely not Greece, but global turmoil overall. Con-
sider as an example the erratic pattern in China’s markets.
The huge swings in Class A foreign markets and Class H
domestic stocks has been fueled by heavy margin buying
by new middle class investors. As this group is caught in
the short stampede, cash has grown scarce – and mobile
device sales are impacted. For whatever reason, the tech-
nology sector has shed 50 basis points in just the past month.

Energy remains another source of funds. The Greek
“no” vote crushed the euro, in turn hammering dollar-priced
commodities such as crude oil. Energy is now below an
8% sector weighting for the first time in our management
of this chart book. Utilities are down to 2.8% weighting in
the S&P 500, compared with 3.2% a year ago and 3.3%
two years ago. Dollar sensitive sectors such as Industrials
and Consumer Staples continue their slow bleed, while
Telecom Services also continues to lose air.

Where did those funds go? They were about equally
divided between Financial Services, where money centers
and regionals are rising on prospects for higher rates; and
Healthcare, rallying on the Supreme Court’s reaffirmation
of the Affordable Care Act. Consumer Discretionary is
adding weight on rising spending in a dollar-insulated sector.
Discretionary and Healthcare are two sectors about to break
the upper bounds of their five-year weighting ranges, while
Energy has broken below the bottom of its five-year range.

Sector leadership in 2015 is not showing much rhyme
or reason, and that is reflected in uneven shifts in sector
weightings. While growth is clearly leading income, there is
not lock-step leadership by economy-sensitive names; nor is
there lock-step lag among groups perceived as defensive.

We regard Healthcare as the “Everything” sector:
demographics and necessity make it defensive, consumer
utilization makes it economy-sensitive, and Obamacare
makes its policy-driven. Healthcare remains the sector
leader in 2015; and it has been at or near the top through-
out the seven-year bull market. Healthcare’s year-to-date
gain of 10.2% increased about 180 basis points last month,
better than the 60-basis-point decline in the broad market.
Other sector winners last month include the Consumer sec-



Many U.S. investors went into the July 4th holiday
weekend assuming Greek voters (led by pensioners) would
take the safe road and vote yes. But ultimately, Greeks tired
of job losses and economic stagnation voted no to the sta-
tus quo. This huge leap into the unknown for the Greek
left investors uncertain as to what the ECB and the IMF
will do. The hope is that ECB contains contagion.

The best thing about the Greek referendum is that it
represents a turning point within a crisis that has overhung
developed world markets for much of the year. While
Greece’s woes are far from resolved, U.S. investors soon
may be able to look homeward — and likely will confront
some of the best consumer-economy data of the multi-year
bull market. But will it matter? Time will tell.

Meanwhile, the market reminded investors that it is
a fickle and unpredictable animal. On the first trading day
after the Greek “no” vote, stocks were indicated to open
sharply lower. But major U.S. indices gave up only one-
third to one-quarter of a percentage point. Meanwhile, the
market no one was talking about, oil, got crushed; U.S.
crude futures were hammered by 8%.

Also typical is that what seemed so surprising in the
moment seemed so obvious in retrospect. European inves-

tors dove into a safe haven trade — but that trade was the
U.S. dollar, not the U.S. stock or bond market. Dollar
strength sent the energy futures market skidding, decimat-
ing Energy sector stocks along the way. China is not help-
ing matters as its equity markets yo-yo to their own rhythm.

So how is the psyche of individual investors? In a
word, battered. For the week ended July 2, bullishness
among investors as measured by the American Associa-
tion of Individual Investors (AAII) was a pathetic 22.6%.
Note that the YTD average is 34.5%. Equally notable was
a spike in bearishness, to 35.1%; this series cracked 30%
just three times in 2015. Neutral sentiment remained in the
low-40% range.

Are contrarian investors being gift-wrapped an op-
portunity to buy in advance of a rebound rally? Very low
readings on the AAII bullish sentiment index tend to pre-
cede market uplegs. Of course, this formula does not al-
ways work. Still, contrarian investors (who also have an
iron stomach and don’t lose sleep over investments) may
want to wade in here.

Jim Kelleher, CFA,
Director of Research
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tors; Staples surprisingly outpaced Discretionary over the
June month.

The biggest relative monthly loser was Technology,
now up less than 2% year-to-date after being up about 4.4%
a month ago. Materials and Energy fared worse than Utili-
ties, suggesting that investors see energy prices as a bigger
problem than the Fed’s imminent rate hike.

On a year-over-year basis, the sector-performance
turnaround is stunning in the commodity space. In mid-
July 2014, WTI crude oil prices topped $100 per barrel,
and Basic Materials prices were rising on weak dollar. That
upside-down era seems like much more than one year ago.

While U.S. markets were backing down uneasily on
soon-to-be-confirmed fears that Greek voters would do
something irrational, overseas markets were in a flat-out
panic. Our Global Composite is up 5% year-to-date as of
mid-year, after being up 9.6% at the end of May. Within
that, the U.S. edged down a market-beating 60 basis points.

The Eurozone, once up nearly 20% year-to-date, now
holds about a 12% gain after shedding 250 basis points in
the past month. China has been whipsawed, as its major
index open to domestic and foreign investors has lost 850
basis points of gain in just the past month.

BRIC nations, by contrast, are actually doing a bit
better; they are now up 9.1% year-to-date, versus 8% at
this time one month ago. The “commodity” nations (Bra-
zil, Canada, and Russia) are about where they were early
in June, with a world-beating 11% gain.

The U.S. had a safe-haven “moment” on news of the
Greek referendum vote. But the safe haven turned out to
be the U.S. dollar, not U.S. stocks. The U.S. remains the
weak player in an overall below-average showing by mar-
kets in the Americas this year. The Americas group (U.S.,
Canada, Mexico, and Brazil) is up 3.5% year-to-date, with
the U.S. and its puny 1.9% gain at the tail end of the parade.

CONCLUSION
The best thing about the Greek referendum is that it repre-
sents a turning point within a crisis that has overhung de-
veloped world markets for much of the year. While Greece’s
woes are far from resolved, in coming days or weeks U.S.
investors may be able to look homeward. They will con-
front some of the best consumer-economy data of the multi-
year bull market – but will it matter?

Jim Kelleher, CFA,
Director of Research
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ARGUS RATING SYSTEM
Argus uses three ratings for stocks:  BUY, HOLD and SELL.  Stocks
are rated relative to a benchmark, the S&P 500.

A BUY-rated stock is expected to outperform the S&P 500 on a
risk-adjusted basis over a 12-month period.  To make this determi-
nation, Argus Analysts set target prices, use beta as the measure
of risk, and compare risk-adjusted stock returns to the S&P 500
forecasts set by the Argus Market Strategist.

A HOLD-rated stock is expected to perform in line with the
S&P 500.

A SELL-rated stock is expected to underperform the S&P 500.
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Stock From To Change
Chubb Corp CB    BUY HOLD 7/1/15

Humana Inc HUM   BUY HOLD 7/7/15


