
the bulls simply needed a rest.  Perhaps 
there is such change afoot that cooler heads 
sought a cooling-off period.  Among the 
many things we’ve been considering are a 
negative GDP number for the first quarter, 
declining earnings estimates, promised 
increases in short-term interest rates, 
Detroit-like desperation in Puerto Rico 
and Greece, and weaker economic growth 
in China and Europe.  

Short-term noise is increasing and will 
likely become more emotional.  Do your 
best to look past the emotional gusts and 
remain focused on your long-term goals.  
Tumultuous periods pass, but not before 
they whisk the unwary away.  Be resolved 
and steady, and call us for counsel if we 
can help.  

Earnings 
According to estimates reported by 
Standard & Poor’s, earnings for the 
companies in the S&P 500 are now 
expected to be relatively flat in 2015 
compared to 2014.  There are several issues 
weighing on earnings this year.  The biggest 
source of earnings weakness is the Energy 
sector, which continues to suffer from a 
sharp drop in energy prices.  In fact, the 
crash in energy prices led to an over 50% 
drop in Energy-sector earnings in the first 
quarter, with more pain to come.  Moreover, 
while the energy sector’s misfortune would 
normally be a boom to companies peddling 

View From A Farr
•	Fed	Funds	remain	at	0.25%.

•	1-year	Treasury	bill	closed	at	0.32%.	

•	10-year	Treasury	note	closed	at	2.35%.

•	Investor	psychology	is	mixed.

•	Earnings	are	generally	higher,	except	
for Energy.

•	The	S&P	500	was	up	0.28%	(including	
dividends).

•	Volatility	was	down	from	the	1Q.

•	Expectations	for	the	2H	are	cautious.

Markets
“Full	 of	 sound	 and	 fury,	 signifying	
nothing,” broadly captures the stock 
market action for the second quarter and 
year-to-date.  The S&P 500 gained just 
0.28%	 for	 the	 second	 quarter,	 and	 that	
includes dividends.   The year-to-date 
total	 return	was	1.23%.	 	While	 these	 are	
yawn-able returns to investors who have 
become spoiled by a steady string of 
bigger and better, the pause they represent 
is not unwelcome.  Needless to say, a pause 
in a price advance is always more pleasant 
than a price decline.  The other nice 
thing about a pause is that it allows for 
the fundamentals to improve and better 
support recent price advances.

The possible reasons for the more modest 
returns are ample and confusing.  Perhaps 
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an array of consumer products and services, 
many consumers are displaying a reticence 
to spend the windfall from lower gas prices.  
The pressures on consumer spending are 
exacerbated by the fact that the energy 
sector had been a major source of jobs in 
the years prior to the oil-price crash.  The 
loss of these jobs could pose additional 
revenue headwinds for consumer-centric 
companies. 

Corporate earnings are also suffering from 
economic weakness outside the US, which 
reduces demand for those companies 
that	 do	 business	 overseas.	 	 About	 30%	
of S&P 500 revenues are derived outside 
the US, so this is not a trivial issue.  
Furthermore,	 a	 surge	 in	 the	 value	 of	 the	
dollar – itself a function of the relative 
strength of the US economy – is leading 
to lower commodity prices for Materials 
companies and reduced competitiveness 
for US multinational companies.  

Contrary to the conventional wisdom 
(analysts	expect	S&P	500	earnings	growth	to	
accelerate to the double-digits next year), we 
expect earnings growth to remain subdued 
for a while as revenue growth remains weak, 
opportunities for cost reductions subside, 
years of depressed  corporate investment 
take their toll, and the benefits of financial 
engineering	 (stock	 buybacks,	 increased	
financial leverage) diminish.  

Greece
Oliver	Hardy	 used	 to	 say,	 “Well	 this	 is	 a	
fine mess you’ve gotten us into, Stanley!”  
Certainly the European Union and Greece 
would both agree with the sentiment, 
but where should the blame be placed?  
Perhaps on both.  Richer European nations, 

particularly Germany, benefited enormously 
from the monetary union because it could 
sell products to less wealthy members 
without the reduced competitiveness that 
comes with a strengthening currency.   
Greece, on the other hand, has suffered 
from stifling bureaucracy, corruption, tax 
evasion and impossibly generous pensions.  

Greek	 debt	 is	 equivalent	 to	 about	 180%	
of GDP, and this figure is growing despite 
harsh austerity measures put in place as a 
condition for continued financial support.  
Over the past six years, Greece’s GDP has 
decreased some 25%.  The country is simply 
not able to service the massive amount of 
debt that has been accumulated in the 
sixteen years since the European currency 
union was formed.  

As a solution, Greece wants a portion of 
its debt forgiven so that it can escape from 
the crippling effect the debt has had on its 
economy.	 	The	 IMF,	ECB,	 and	European	
Commission	 (collective	 known	 as	 the	
“troika”), along with the governments of 
other Euro countries, seem somewhat 
sympathetic, but they are also worried about 
the message any such debt forgiveness 
would send to other struggling economies 

in	the	union.		Why	should	Ireland,	Portugal	
and Spain be subjected to painful austerity 
measures when the Greeks are not?

There is no easy way out of Greece’s dire 
economic maelstrom.  But as it relates to 
the health of the global financial system, 
the negative effects should be contained.  
The lion’s share of Greek debt has been 
transferred from European banks to various 
entities controlled by Europe’s politicians.  
While	this	means	that	any	loan	defaults	or	
debt forgiveness would have to be covered 
by European taxpayers, it should also limit 
the chances of a Lehman-style financial 
contagion.  This is not to say, however, that 
the problem has an easy solution.  The most 
likely scenario is that the difficult decisions 
will be deferred, and therefore future crises 
cannot be ruled out.  Beyond the economics, 
though, there is a growing humanitarian 
crisis that needs to be addressed fairly 
quickly.		We	don’t	think	the	politicians	will	
turn a blind eye to the suffering. 

China 
China has been busy during the first half 
of 2015 too.  The country’s stock market 

The lion’s share of Greek debt has been 
transferred from European banks to various 
entities controlled by Europe’s politicians.  
While	this	means	that	any	loan	defaults	or	
debt forgiveness would have to be covered by 
European taxpayers, it should also limit the 
chances of a Lehman-style financial contagion.
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plunged	 30%	 recently	 after	 climbing	
over 150% in the year prior.  In response 
to the drop, the Chinese central bank 
announced it will make loans available 
to brokerages so that they can increase 
margin lending to investors.  Yes, you 
read that right.  To support a stock 
market in freefall, the government now 
wants to make it easier for retail investors 
to buy on margin, which they expect will 
stabilize the market.  Bear in mind that 
as of this writing, the Chinese market is 
still	up	85%	for	the	year.		

Whether	 by	 central	 bank	 or	 national	
treasury, governments around the world 
are eager to support world markets and 
economies.	 Historically,	 attempts	 at	 this	
sort	 of	 manipulation	 (we’re	 tempted	
to say “central planning”) have ended 
quite badly.  Proponents of free-market 
capitalism believe that markets will 
operate soundly and efficiently if left to 
willing, but not obliged, buyers and sellers.  
Those in the appraisal business use this 
definition in determining market value 
for everything from art and jewelry to real 
estate.  If the buyer is provided a lot of 
money at an artificially low interest rate, 
he may be willing to pay more to purchase 
whatever	it	may	be.		He	may	also	be	more	
inclined to buy if he feels his downside 
is limited.  This is what economists call 
“moral hazard”, and its application is rife 
throughout the world.

If asset prices increase because of “cheap 
money,” what happens to prices when the 
cheap	money	goes	away?		The	US	Federal	
Reserve has been saber-rattling for months 
that interest rates will be lifted. Soon.  
And we mean it this time.  Rates will 
be lifted at some point, and markets will 
adjust to the new reality.  Our point is that 

The Economy
Following	 a	 very	 weak	 first	 quarter,	 a	
consensus seems to be developing, yet 
again, that US economic growth is set to 
accelerate from the lackluster 2.0%-2.5% 
pace	 over	 the	 past	 six	 years.	 	 We’re	 not	
so sure.  There are a number of structural 
impediments to faster US growth, the most 
notable of which is the economy’s ability to 
withstand the removal of massive amounts 
of stimulus.  

The most potent stimulus for the economy 
has	been	ultra-low	interest	rates.		The	Fed’s	
suppression of both short-term and long-
term interest rates over the past several years 
has supported not only financial asset prices 

with so many governments and central 
banks doing so much to soften and ease, 
it is almost impossible to tell what that 
reality looks like or how one goes about 
determining appropriate valuations.  On 
the other hand, investors should be wary 
of	 trying	 to	 fight	 three	 Feds	 (European,	
Japanese	and	Chinese	central	banks).

In	 the	 wake	 of	 2008	 and	 the	 financial	
and economic destruction it wrought, 
governments added liquidity to address the 
emergent conditions.  But the emergencies 
have largely passed, and the easy money 
continues.  Artificial monetary conditions 
are unsustainable, and we fear that the 
attendant consequences are compounding 
in unforeseen ways.

“Restoring Our 
American Dream”

Continued
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(stocks	 and	 bonds),	 but	 also	 key	 sectors	
of the economy such as housing, home 
improvement, autos, durable goods like 
appliances, higher education, etc. Because 
these goods and services are largely purchased 
on credit, raising the cost of money, even by 
a little in this low rate environment, can have 
a dramatic impact on demand and therefore 
economic growth.  Now, as we approach the 
watershed	 moment	 when	 the	 Fed	 begins	
to	raise	interest	rates	(we	think	later	rather	
than sooner), the consensus opinion seems 
to be that the economy can withstand 
higher interest rates.  Most seem to use the 
argument that interest rates will remain low 
from	 a	 historical	 perspective	 and	 the	 Fed	
will remain “highly accommodative.” 

We	 are	 troubled	 when	 we	 hear	 the	 Fed	
say “interest rates will remain highly 
accommodative” even after expected rate 
hikes.  Or when we hear a real estate agents 
say “mortgage rates are still very low relative 
to historical levels.”  Long-term historical 
averages simply don’t apply to an economy 
that has become accustomed to paying 
almost nothing to borrow.  In the housing 

market, home prices have reset higher to 
reflect the low cost of borrowing.  The same 
could be said for autos, or appliances, or 
college	tuitions.		For	items	that	are	bought	
on credit, it only makes sense that consumers 
will buy more and pay more if their cost of 
borrowing is almost nothing.  Econ 101.  

In our view, any reduction in monetary 
support	 (lower	 interest	 rates)	 will	 have	
to be offset by another form of stimulus.  
That stimulus could come in the form of 
more	aggressive	fiscal	policy	(corporate	tax	
reform, for example), but Congress seems 
as dysfunctional as ever.    

Elections

As I write, there are at least five Democrats 
and fourteen Republicans running for 
president next year.  The presence of so many 
candidates almost ensures that the primary 
elections will become a bit nasty as each 
candidate races to embrace radical ideas in 
an effort to win over their respective bases.  
There are some early signs, though, that the 

issue of income/wealth inequality will be a 
major thrust from both parties.  If so, this 
would be a good thing as we do not believe 
the economy can grow at sustainably higher 
rates until the benefits of the economic 
recovery are more widely distributed.  So, 
while it’s probably best not to assume a 
newfound spirit of collegiality in congress, 
we do think the issue deserves and will get 
more attention during the campaign.    

Investing With Uncertainty

We	think	a	fair	portion	of	the	stock	market	
gains over the past six years have been 
driven by unsustainable factors: aggressive 
monetary policy; deficit spending and low 
savings rates; unsustainably low corporate 
investment; and corporate financial 
engineering	 (increased	 financial	 leverage	
and buybacks).  The benefits of these factors 
could prove fleeting.  Add in a rising dollar 
(and	 its	 effect	 on	 exports),	 weak	 growth	
outside the US, and the effect of lower 
energy prices on that sector’s earnings and 
it’s hard to see corporate earnings accelerate 
in any meaningful way.  

So what does all this mean for investors?  
The best interpretation I can glean is 
that following several years of strong 
appreciation from the harvest of low-
hanging fruit, asset prices are now much 
more vulnerable to exogenous shocks, and 
additional stock gains must come from an 
improvement in fundamentals.  In other 
words, returns are likely to be lower than 
they	 have	 been	 in	 the	 past.	 	We	 remain	
defensive and ever-vigilant.  

The	Fed’s	suppression	of	both	short-term	
and long-term interest rates over the past 
several years has supported not only financial 
asset	prices	(stocks	and	bonds),	but	also	key	
sectors of the economy such as housing, 
home improvement, autos, durable goods like 
appliances, education, etc. 


