
“Greece Fire!” - Will It Spread? 

 The government of Greece has found itself financially cornered 
as a result of its stagnant economy and skyrocketing budget deficits.  
These deficits are not of recent vintage, but have been exacerbated by 
the worldwide recession and a cultural lack of tax compliance and    
forthright fiscal policy. The Greek labor force is better known for its     
affinity for entitlements than its productivity, a problem that also afflicts 
some of its neighbors albeit to a lesser extent. Greece has a large civil 
employment population with activist union representation. So herein lies 
the Greek predicament: Cut government spending and face social     
unrest, or do nothing and risk debt default and possible severance from 
the European Monetary Union. This is where Germany steps in. 

 Germany is to the European Union what essentially the United 
States is to the World. The German government is calling the shots with 
regards to a European Monetary Union loan (bailout) to Greece.        
Germany has pledged support to Greece, but would like an austerity  
program in place before the German government commits. At the time of 
writing Greece had announced a series of spending cuts and is waiting 
for a response from the EMU. 

 The GDP of Greece is only slightly larger than the state of  
Michigan.  With that said, why have global financial markets watched 
with baited breath and why is a conservative country such as Germany 
going to hold back its disdain and bail Greece out? The answer is much 
like the rationale for the US bank bailouts, which was focused more on 
stabilizing the financial system than on saving one particular institution. 
In the case of Greece, the framework of the European Union and euro 
currency is at risk. 

 The European Union and euro currency have brought financial 
stability to the euro-zone and made it much easier to conduct business 
among countries by using one currency. The problem the EU has is that 
while monetary policy is centrally controlled through the European    
Central Bank, fiscal policy is determined at the country level. The EU has 
a rule that budget deficits can’t be larger than 3% of GDP. However, 
there is no enforcement and, in Greece’s case, sometimes the rule is 
completely ignored. Germany is an export driven economy, much like 
China, and it benefits from the consumption of almost half of its exports 
by EU countries which can not devalue their currencies to price their own 
products competitively. If EU countries went back to sovereign           
currencies, it would certainly place pricing pressures on exports from the 
larger economies like Germany. This is one reason why China has been 
so reluctant to let the yuan appreciate against other currencies.  

 We believe that the financial markets have overreacted and that 
ultimately Greece will be “bailed out.”  However, the European Union 
may also have to address financial issues in the future with Portugal, 
Italy, Ireland and Spain. Our international equity exposure remains 
slanted towards emerging markets due to the highlighted risks and 
slower growth in developed European countries. 
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• Protesters assembled in the streets of 
Greece to demonstrate displeasure 
with government spending cuts 

• Federal Reserve raised the discount 
rate by a quarter percentage point 

• Toyota announces multiple vehicle 
recalls and is grilled by Congress over 
failure to act more quickly 

• February automotive sales were up 
43% for Ford, up 11.5% for GM and 
down 9% for Toyota 

• Retail same store sales rose 4% as 
shoppers were undeterred by the  
winter storms  

• The US unemployment rate remained   
unchanged at 9.7% in February, while 
nonfarm payrolls fell by 36,000 
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A Strong Earnings Season… Again 

 Expectations for fourth quarter earnings were extremely high.  
Leading up to the earnings releases investors focused on the growth of 
underlying businesses in addition to cost cutting, which has been the 
trend for the last four quarters.  Almost all (468) of the S&P 500        
companies have reported and the majority (352) have exceeded market 
expectations.  Much of this growth continues to come from international 
operations even though management is reporting an optimistic forecast 
of the US economy. 

 Eight of the ten S&P 500 sectors surprised to the upside (See 
table below). The notable exception was the financial sector, breaking its 
hot streak and reporting numbers that did not live up to investor’s       
estimates. Other notables include the divergence of the cyclical sectors. 
Energy and industrials reported negative growth, while materials and 
consumer discretionary companies had strong year-over-year growth. 
Technology continues to post strong growth - remaining our favorite  
sector. Consumers and corporate IT have started spending on          
technology, which we believe will strengthen into 2010. We predict that 
companies still have another quarter or two of easy one-year            
comparisons, while similar results in the second half of 2010 will be   
difficult to achieve. 
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  Our strategy entering March remains unchanged. We have    
moderately increased our equity allocations closer to neutral levels. In      
particular, our positions in emerging markets have been increased to 
reflect our bias towards long-term international outperformance. Our  
sector strategy favors technology, health care and energy and            
underweights consumer discretionary, financials and telecom. We     
continue to hold a modest allocation of alternative investments such as 
commodities and hedge strategies. 

 Our allocation to bonds vs. cash has increased as we seek safe 
opportunities to keep cash working. A position to emerging markets debt 
was added, while our allocations to high yield and inflation protected 
bonds have decreased. We continue to favor high quality corporate and 
government agency debt and favor ultra-short investment grade bonds 
as a money-market substitute for larger reserve balances. 
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• Of those Americans who work at least 
50 hours a week, 56% believe      
technology has increased the stress 
of their job as opposed to alleviating 
tension 

• The only states that had                 
unemployment rates less than 5% at 
of the end of last year were  North 
Dakota, South Dakota and Nebraska 

• A 60-year old American has a 40% 
chance of requiring nursing home 
care at some point during his/her   
remaining lifetime 

• A home buyer in China is required to 
have a down payment of at least 30% 

• Consumer spending accounts for 70% 
of total economic activity in the US. 
The size of the US economy is $14.5 
trillion, almost 3 times as large as  
Japan, the 2nd largest economy in the 
world 

Source: MFS Investment Management 
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