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The Current View 

Global financial issues finally hit home 

We opined last month on financial contagion (Storm clouds 
gather in Europe) and how the U.S., in the words of Alan 
Greenspan, could not remain an “oasis of prosperity.”  This 
was painfully realized in May, and later again this month as 
U.S. stocks succumbed to global financial stress and suffered 
losses.   

The situation in Europe has worsened, evidenced by rising 
bond yields across the continent and additional data 
suggesting most of the EU is in recession.  Indeed, rhetoric 
among the Euro area’s largest countries has become much 
more contentious, which has caused some to question 
whether the European Union can stay together.  Economic 
turmoil has led to political and social turmoil, leaving the 17 
countries in the EU at a critical inflection point.  Germany 
seems adamantly opposed to what some deem the only 
solution: a common Euro bond market and/or a common 
FDIC-like insurance facility.  While political leaders posture 
and negotiate, markets are driving bond yields and stress 
higher and higher.  The direction the continent takes will 
have significant ramifications for economies worldwide.   

The troubles are not confined to Europe, as recent reports 
from India and China suggest their economies are 
decelerating faster than anticipated.  Also, U.S. data has 
weakened as well, particularly industrial production and 
employment.    Only 69,000 jobs were added in May, 
substantially less than expected, and the unemployment rate 
held steady at 8.2%.   

This slowdown in global demand has had a significant impact 
on financial assets.  Investors continue to pour money into 
U.S. Treasury bonds, driving up the price of the 10-year 
bond, thus causing the yield to decline over 0.6% to a record 
low of around 1.5%-1.6%.  Conversely, “risky” assets, such as 
stocks and commodities,  have declined significantly over the 
past three months.  Gold, responding to the threat of 
deflation from slowing demand, has also dropped around 6% 
in the second quarter.  This reduced outlook for growth, and 
therefore inflation, caused a drop in the 10-year implied 
inflation rate to just over 2%, suggesting market participants 
expect a prolonged period of subpar demand/growth.   

 

Markets remain surprisingly calm 

To be sure, the global economic outlook has deteriorated.  
Despite a flood of money from the Fed, the average Joe 
remains pretty glum.  Retail investors, small business 
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owners, and consumer confidence readings are all fairly 
dismal, and this is translating into reduced aggregate 
demand.   

On the other hand, professional investors, and the U.S. stock 
market, have remained surprisingly calm.  While the S&P 
500 had a very difficult May, it is off just 7% from its most 
recent high, and volatility has increased only slightly.  
Although the Volatility Index or “VIX” spiked in May and 
early June, it currently sits at its long-term average of 20 and 
remains well below the levels it reached last summer.   

Still, this pervasive lack of confidence and demand has begun 
to filter its way up through the supply chain to larger 
corporations.  Indeed, companies ranging from McDonald’s 
and FedEx, to Ryder and Cisco Systems have all recently 
reported disappointing results and/or lowered forward 
revenue and earnings guidance.  For the most part, the 
market has taken this news in stride, suggesting that current 
valuations may already largely reflect a significant economic 
slowdown. 

 

Another View 
 

A Silver Lining 

Investors are exposed to a steady stream of negative news 
every day, so it can be difficult to see the forest through the 
trees, obfuscating glimmers of hope that appear on the 
horizon.  Amid all the gloomy news about Europe are a few 
reasons for optimism, some potentially quite powerful, that 
underpin a possible silver lining in markets:   

(1) Clarity.  Perhaps more than anything else, markets 
hate uncertainty.  Valuations are usually much 
higher for companies that have a greater degree of 
predictability, and it is the same with markets.  The 
greater the uncertainty and the potential impact 
from any unlikely event, the greater the discount 
investors will demand before purchasing an asset to 
compensate them for this risk.  It is human nature to 
fear the unknown, but the anticipation and dread are 
usually much worse than the event itself.  Recall that 
the U.S. market sold off sharply in the summer and 
fall of 1998 ahead of anticipation of a Russian default 
on its debt, only to rally substantially after the actual 
default through the end of the year.  The good news 
is that we are closer to clarity on a number of issues 
that have loomed over markets: the impending U.S. 
“fiscal cliff” (expiration of tax cuts and imposition of 
spending cuts), the U.S. election, and the European 
debt crisis.  While the resolution of these issues may 
be painful, the speculation over them can wreak 
more havoc.  We should have clarity on many 
important issues in the next several months.   

(2) Oil.  Consistent with the broad decline in 
commodities driven by a strong dollar and weaker 
demand, the price of oil has collapsed over 30% the 
past few months.  This will ultimately lead to lower 
prices at the gas pump for consumers, a positive 
development to be sure, but it will also help 
manufacturers that use oil and oil derivatives in their 



 
 
 
 
 
 
 
 
 

production cycles.  This ought to translate into 
reduced cost to produce a wide variety of goods.  
Moreover, the renaissance in U.S. energy production 
driven by technology and the discovery of vast areas 
of resources is just in the early innings.  If we can 
find a way to harness the potential of some of the 
largest deposits of energy in the world, this could 
lead to an enormous input cost advantage for 
companies, potentially creating hundreds of 
thousands of jobs and perhaps sparking a renewed 
sense of confidence and demand worldwide.   

(3) Dividends.  Since 1926, dividends have contributed 
over 30% of the total return of the S&P 500.  In the 
1940’s and 1970’s, this figure was over 50%.  Not 
surprisingly, S&P 500 dividend payers have 
outperformed non-dividend paying stocks 
significantly over the past one, three, and five years.  
Fortunately, U.S. companies are flush with cash and 
have been paying substantial dividends, and 
increasing the dividend rate significantly.  The last 12 
months saw 1,600 dividend increases, up 21% from 
the previous 12 months.  In a low interest rate and 
benign inflation environment, markets will assign a 
premium to tangible returns.  Most high-quality blue 
chip U.S. companies pay a dividend, and the current 
average yield for dividend paying companies is 2.7%.  
This rate compares quite favorably to the current 
yield on 10-year U.S. Treasury bonds which, if held 
to maturity, have 0% chance of price appreciation.  

(4) Low interest rates and inflation.  While low 
rates may not be stimulating incremental demand, 
they are helping corporations restructure their 
balance sheets at attractive long-term borrowing 
rates, and financial institutions are slowly improving 
their capital positions by generating earnings 
through zero borrowing costs.  Moreover, many 
consumers have locked in record low borrowing rates 
while inflation is very low, thereby ensuring their 
liabilities will be less onerous down the road should 
inflation (and wages) rise.  Finally, the decline in 
commodity costs across-the-board should ultimately 
materialize as lower prices for food and consumer 
goods.   

Please look for The View again next month. 
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