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The Song Remains the Same

When we looked back at prior notes from the early part of this decade, we 
realized that while there have been many changes in the economic and investing 
landscape, there are still many themes that really haven’t changed at all.  Consider 
three significant questions.  First, when will the Fed raise rates?  It seems as though 
we’ve been having that discussion for the past five years without a conclusion.  
Second, will Greece default on its debt and/or pull out of the Euro?  Again, this 
has been an ongoing question that has yet to be resolved.  Finally, when will the 
economy lift off and grow at a reasonable rate?  We are still waiting after seeing 1% 
GDP growth for the 1st half of 2015. Read on for more details on these topics and 
a few others we hope you’ll find informative.  

Equity Markets

Last quarter we discussed the Goldilocks environment for stocks due to an economy 
that isn’t too hot or too cold.  The market continued to grind higher, rising 0.3% in 
the second quarter, bringing the year-to-date return to 1.2%.  Coinciding with the 
weak economy, earnings growth has remained slow in 2015, rising by 0.5% in the 
first quarter and expected to increase by 5% in the second quarter on flat sales.  

With rates remaining low, the market can continue to make its way higher as 
valuations rise; however, a significant shift in rates typically would lead to a lower 
valuation.  For the market to move higher in a scenario with rising interest rates, 
earnings growth would need to re-accelerate.  The diagram below, courtesy of 
Merrill Lynch, shows that, given current interest rates, the market valuation could 
be much higher based upon historical relationships between rates and equity 
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valuations.  Our view of this chart is that the market is discounting higher rates in the future and therefore isn’t willing 
to pay the valuations suggested to be appropriate by today’s interest rates.

Much has been made of the recent 
divergence between the industrial 
stocks and the transports.  Dow 
Theory suggests that when the 
industrial stocks are hitting new 
highs but the transport stocks 
are weak, the market is due for a 
correction.  There is strong and 
compelling economic support 
for the logic of this theory,.
Unfortunately, the reliability of 
this indicator has been very weak. 
The logic suggests that if the economy is humming along then transportation companies 
would also be doing well as shipments of goods would be robust (see Bloomberg chart above). As such, we remain 
cautious on the equity markets but are waiting for other, more accurate indicators to suggest a pending pullback.

The Economy

The economy delivered the weakest first half growth rate since the recession with Q1 GDP declining by 0.2% and 
Q2 GDP anticipated to increase by 2.0%. While we see a number of positive developments in the economy, and 

the anecdotal commentary we get 
from most businesses has been 
positive, it certainly seems that some 
key industries haven’t rebounded 
from the 2007 peak which is highly 
unusual at this point in an economic 
recovery. One anecdotal comment 
from a building materials supplier 
was that while business was up 
substantially from the lows it is still 
only 50% of the prior peak.

This softness in economic activity 
can be seen in both the labor market 
and the rate of economic surprises.  

Currently,  the labor participation rate hovers near all-time lows and the economic surprises index (see Bloomberg 
chart above), which measures the rate of positive to negative economic surprises, is also near its recent low. Historical 
declines in this measure have preceded slowdowns and recessions; another one of those famous Canaries we 
discussed in our Q4 2014 note. We have 
been accused of being too bearish on 
the economy over the past 3-4 quarters, 
but now we have some dubious 
company joining us in our view as the 
Fed has lowered their expectations for 
US GDP in 2015 from 2.3-2.7% to 1.8-
2.0%. We’ll have more on the Fed later 
in the note.

The Dollar

As we have been discussing for a few 
quarters now, the dollar has been on a 
tear.  The Bloomberg chart on the right 
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shows the dollar’s performance for the last decade.  While it has been in a definite uptrend since early 2011, it really 
began spiking almost a year ago.  A strong dollar is bullish for consumers as it makes imported goods, including oil, 
cheaper. As with most things, there is also a negative factor to a strong dollar: the impact on exports as they become 
more expensive for foreign purchasers.  This dollar strength has placed some pressure on earnings growth, which we 
discussed earlier in the note, and it could have been responsible for as much as 0.75% of the weakness in GDP in the 
first quarter.

The Fed and Fixed Income

The Fed must be an interesting place to work these days.  After years of teasing us with the promise of rate increases, 
well, they are still teasing us. After moving the Fed Funds target to 0-0.25% on December 16, 2008, the rate remains the 
same.  Since taking over the reins of the Fed in February 2014, Janet Yellen has oft repeated the impending increase in 
rates, yet the economic data continues to be weak enough that the event keeps getting pushed out further and further. 
Late in 2014, the Fed was discussing raising rates 2-3 times in 2015 with a year-end target of 1.0-1.25%.  After the June 
meeting it appears the Fed could raise rates in September, and might in December, but neither increase is guaranteed, 
especially with the economy continuing to limp along.  Throughout the Fed’s discussions about rate increases, we have 
maintained that they will keep the status quo, with a possible (not probable) increase in December just to say they did 

it and prove skeptics such as ourselves 
wrong. Since peaking at 5.25% in the 
middle of 2006, the 10-year treasury 
has been on a steady path downward, 
reflecting reductions in inflation 
expectations and the weak economy. 
Yields troughed in the middle of 2012 
at 1.45% and, after running up into late 
2013, have once again been declining. 
A recent bump in rates has caused the 
market some indigestion, increasing 
speculation that the inevitable rise 
in rates is upon us. We’ll reserve 
judgement on that comment; however, 
we feel that the Bloomberg chart on 

the left shows that once again the recent movements don’t appear to be any more sinister than the prior half-dozen 
jumps in rates that have occurred since the recession ended.

One of the causes of the recent volatility in bonds is the relative lack of liquidity that is plaguing all fixed income 
markets. The corporate bond market has increased by roughly $3.7 trillion over the past 10 years, yet liquidity is lower 
than ever as mutual funds, foreign investors, insurance companies, and pensions all battle to grab the little bit of yield 
that exists in the market. Should the dollar weaken, expect to see a rapid rise in US Treasury yields similar to that seen 
in Germany recently when the 10-year bond rose from 0.05% to 0.95% in three months. 

International

Our memory isn’t what it used to be, but certainly we all began worrying about a Greece default in early 2008 and 
the potential impact on Europe, the stability of the Euro, and the ramifications for other PIIGS (Portugal, Italy, Ireland, 
Greece, and Spain) countries. Here we are in 2015, and Greece is still in the headlines. We took a look back at some 
commentary over the years since 2008 regarding Greece and here are some of the headlines we found:  

“Turmoil in Greece: Just Like Old Times” “Hello Drachma My Old Friend”

“G.R.E.E.C.E.-An Acronym for Kicking the Can Down the Road” “A Greek Tragedy”

“Greece’s Fiscal Odyssey” “Greece Deal:  Why is the Euro Failing?”

It’s amazing that we still have no resolution to this problem after all the caterwauling that has occurred over Greece 
and their fiscal problems.  In our view the crux of the issue is not just a common currency, the Euro, but disparate 
economies, tax codes, labor rules, and spending priorities.  Additionally, some stronger countries have really benefited 
from the Euro’s weakness while the weaker ones, such as Greece, have not because the Euro isn’t weak enough for them. 
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A common currency in Europe is about as plausible as a common global currency-it doesn’t make much sense without 
other fiscal reforms.  The rest of Europe is actually showing some signs of life after the ECB threw the equivalent of 
a Hail Mary near the end of 2014 with an enormous quantitative easing program intended to pull the continent out of 
the loo. The OECD reported that “there is a tailwind of growth in the Euro Area that is supported by low commodity 
prices, a cheaper Euro, and an accommodative central bank.” They are looking for 1% GDP growth in Europe and 2% in 
the UK, which is ironically also their forecast for the US.  The report also highlighted some “green shoots” in the Euro 
Area economy (remember when the term green shoots was reserved for gardening and environmentally friendly NRA 
supporters?).

Oil

Oil rebounded slightly from its collapse during the quarter, with West Texas Crude rising to $59.31 per barrel.  That is 
still 45% below the recent high of June 2014 but is 41% above the March 18 low of $42.  With OPEC continuing to pump 
over 1 million barrels per day above their stated goals, the US still producing at record volumes, and other producers 
going full board, we could be entering a new paradigm of abundant and low cost energy. Typically these commodity 
cycles run 12-15 years, and if this is indeed another down cycle in energy prices, watch for further improvement from 
consumers in energy-consuming states, such as California, but weaker activity from consumers in energy-producing 
states such as North Dakota and Texas.  

Concerning Fact

According to the Federal Reserve, nearly one-third of US workers have no pension or retirement savings. Of more than 
5,800 respondents, 38% intend to work as long as possible or do not plan to retire. That is concerning for younger 
workers hoping for upward mobility as senior positions don’t become available because older workers are remaining 
in the work force longer.  

Pyrrhic Victory?

The insurer AIG was taken over during the 2008 crisis by the government and shareholders were completely wiped 
out. Former AIG head Hank Greenberg led a shareholders suit that concluded in June with a victory for the plaintiffs.  
They were able to prove the government illegally seized their property without just compensation.  Unfortunately for 
Hank and team the court determined the compensation to be $0.  Greenberg will appeal. 

What are you wearing? 

Tech research firm IDC is forecasting that the wearable market, those computers you wear on your body such as a 
watch or glasses, to grow by 175% this year to 71 million units.  Additionally they forecast an increase of 43% for the 
next five years to 156 million units in 2019.  Beam me up Scotty.
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CitizensTrust Focus 

We continue to focus on the balance between stocks, bonds, alternatives and cash, emphasizing asset allocation in 
our decision making process.  Additionally our equity team is focused on stock selection for our core equity holdings. 
Consistent with history, it is our view that over the long term adherence to strong fundamentals, a disciplined process, 
and portfolio construction appropriate for a client’s risk-reward requirements will result in sustainable performance 
advantages and the achievement of long-term financial goals. We wish you well this summer, and look forward to 
speaking with you soon.

“It is a rough road that leads to the heights of greatness”

-Lucius Annaeus Seneca


