
July 28, 2015 
 
 
Dear Client: 
 
The sundry geopolitical and economic dramas ebbing and flowing along an arc from Russia/Ukraine through Greece, the 
Middle East, and China may upset investors’ stomachs at times, but for us they also serve a useful function: They give us 
something to write about against what has been a broadly unchanging domestic macroeconomic backdrop. The underlying 
U.S. economic environment is, historically, far and away the most important factor in stock market performance, and it 
remains a positive one for equities. 
 
It would have been especially hard to miss these international dramas over the past quarter, especially that of Greece. No 
international crisis has produced more noise, in multiple senses of the word, than the “Grexit” soap opera, which entered 
the realm of theater of the absurd with the “Greferendum,” only to reach a rather anticlimactic denouement – for the time 
being – with the July 13 “Agreekment.” (If we never hear the words in quotations again, it will be too soon.) We can 
summarize the outcome of this game of chicken as follows. The leftist Syriza party’s victory in January put Greece and its 
creditors on a collision course. As the rhetoric escalated over the ensuing months, with both sides vowing to hold firm to 
their demands, a Greek exit from the Eurozone began to look like a real possibility. Then, when on July 5 the Greek 
people voted decisively not to accept the creditors’ “final” terms, it appeared to be a likelihood. But at the last moment, 
while the far more powerful creditors – read, Germany – forbiddingly held their course, Greek Prime Minister Tsipras, 
preferring to subject his people to further brutal austerity rather than to the economic and social catastrophe of being 
kicked out of the Eurozone, swerved spectacularly. His breathtaking bluff wound up sticking Greece with an agreement a 
good deal more punitive than he would likely have been able to secure had he eschewed all the theatrics. 
 
But Tsipras’ gambit may, in the long run, end up costing his opponents even more than it will have cost his own country. 
By laying bare for all to witness Germany’s willingness to see a fellow European nation expelled from the Eurozone lest it 
set a precedent of playing soft with the other, larger debtor nations of Europe’s southern periphery, he has exposed the 
project of European unity for what it is: a free trade area and common currency zone – no more, no less. Where 
prosperity, consensus, and post-national fraternity were supposed to characterize the “European idea,” instead depression, 
naked power politics, and the ghosts of national grievances past have reawakened to stalk the European reality. In the long 
run, we believe the Eurozone cannot endure without real steps toward fiscal and political union – steps that on a variety of 
grounds we do not believe are forthcoming. For this and other reasons (low birth rate, alienation of large and growing 
immigrant populations, unwillingness to spend on defense, etc.), we have serious questions about Europe’s long-term 
future. 
 
Over the near to intermediate term, however, we believe the Greek deal suits the interests of American investors just fine. 
Many analysts, including us, were convinced that the ultimate result of the past months’ negotiations would be yet more 
“extend and pretend” – that is, an agreement that would again bail Greece out for the time being while postponing the true 
day of reckoning for a few more years – and events bore out that prediction. Virtually everyone agrees that Greece’s debt 
burden remains unsustainable, even with the new agreement, and that either default or substantial debt relief is practically 
inevitable at some point. Be that as it may, the Greek tragedy has for the time being exited the stage, likely not to menace 
markets again for months or years, and we are thankful for the intermission. 
 
While the Greek saga has dominated the headlines more than any other international storyline of late, many investors 
believe recent events in China constitute a greater threat to the six-year-old bull market in U.S. stocks. From mid-June 
through early July, the Chinese stock market suffered what can only be described as a crash, losing roughly a third of its 
value in three weeks, following the inflation during the preceding year of a substantial bubble in Chinese equities. The 
bursting of this bubble comes as Chinese real estate has slumped and debt levels have swelled in recent years, and as 
questions have emerged concerning the slowing of China’s economy generally. To make matters worse, the Chinese 
Communist Party leadership has intervened aggressively and publicly (and at first ineffectually) to halt the crash, leading 
observers to suspect a) that the Chinese market will for the foreseeable future remain a charade and b) that panic selling 
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will resume whenever the government ceases to prop it up. There is also widespread concern that equity losses will 
exacerbate Chinese economic weakness. Within the past year China at last overtook the U.S. as the world’s largest 
economy, and a pronounced Chinese slowdown could certainly derail the gradual recovery the U.S. economy has been 
enjoying for the last several years. 
 
All of that said, we offer the following considerations: China’s stock market is made up overwhelmingly of retail 
investors, not systemically important institutions, who by and large view their equity holdings as gambling money; as a 
result, the Chinese stock market does not feed into the broader economy to anything like the same degree as its 
counterparts in free market systems; indeed, China is a command economy and the Chinese government has for decades 
shown itself more than capable of maintaining a firm grip on its economy and financial markets; the primary reason the 
equity bubble inflated in the first place is that the government wanted to bolster household wealth in order to speed the 
transition to a more consumption-oriented economy; for all the commotion, Chinese stocks – which constitute only about 
12% of Chinese household financial wealth – are still up substantially from a year ago; Chinese equities have in fact 
rebounded meaningfully from their July 3 nadir; and, notwithstanding all the foreboding, the Chinese authorities recently 
announced that the economy expanded by the targeted 7% in the past year, growth that, despite the at times questionable 
veracity of official Chinese economic figures, appears to be more or less legitimate. While we suspect growth is likely to 
continue to decelerate gradually in the coming years, we are reasonably confident that the Chinese government will 
successfully negotiate a soft landing and that Chinese growth will remain quite strong relative to the rest of the world. 
Count us, for the time being, among those who do not believe China’s recent stock market woes are about to spill over in 
a meaningful way into U.S. equities. 
 
The final international question mark we’d like to address in this letter is that of Iran. Since our most recent 
communication, the deal framework has become a deal proper. That said, virtually nothing in our analysis of the Iranian 
nuclear threat has changed. We envision Congress rejecting the agreement, President Obama vetoing Congress’s rejection, 
and the deal’s opponents in Congress not having the numbers to override the veto, with the deal ultimately taking effect. 
Notwithstanding the agreement’s host of alarming weaknesses from an American perspective, we simply cannot see how 
any U.S. President, even one for whom it is a paramount foreign policy objective to disengage substantially from U.S. 
commitments in the Middle East, could allow a state like Iran to cross or even get close to the nuclear threshold. If our 
assessment (hope?) turns out to be misplaced, however, the repercussions for the world’s financial markets would hardly 
be our gravest concern. At any rate, we see the Iranians more or less holding up their end of the deal for at least the first 
several years, both for the sake of their credibility and in order to lull the rest of the world into a false sense of security. 
Beyond that point, we have profound reservations. Thus, as with Greece, the Iran question remains far from settled – but it 
has been pushed off for the time being. 
 
Turning now to the domestic picture, we do see one point of potential concern that we have yet to discuss in this space: 
the issue of bond market liquidity. Historically, U.S. Treasuries have been the world’s most liquid securities, with 
investment-grade U.S. corporate bonds not far behind. As a core part of their business, investment banks would 
traditionally make markets in these and other fixed income securities by carrying and trading enormous inventories of 
bonds. In a cardinal instance of the law of unintended consequences, however, the raft of new financial laws and 
regulations passed in response to the 2008 financial crisis may have succeeded in meaningfully diminishing the liquidity 
of the bond markets. The Volcker Rule’s ban on proprietary trading, the Basel III framework’s capital requirements, and 
various other financial regulatory reform initiatives have left banks unwilling or unable to hold anything like the bond 
inventories they once happily carried on their books – for better and for worse. Should bonds suffer a shock in such a 
context, sellers might be forced to squeeze through fewer and narrower exits. 
 
Meanwhile, the great bond bull market is now well into its fourth decade, with yields and interest rates at historic lows 
and bond prices at historic highs (many observers believe bonds to be in a bubble). At some point, as the economy 
continues to heal from the Great Recession, interest rates are bound to start rising, causing bond prices to fall and pushing 
bondholders to sell. As long as this process takes place gradually and predictably, the markets should be able to handle 
this selling pressure in an orderly manner. In fact, a gradual unwinding of fixed income positions should increase demand 
for equities, since those selling bonds would likely put some of the proceeds toward stocks. But should the Fed mishandle 
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the impending interest rate liftoff and be forced to raise rates faster than expected, or should the U.S. economy merely 
surprise meaningfully to the upside, interest rates could rise more quickly and sharply. That could prompt a rush for the 
exits by bondholders – and, as we explained in the preceding paragraph, those exits could be much tighter today than they 
were prior to the financial crisis. Keep in mind that the bond market is enormous, many times larger in fact than the stock 
market. For this and other obvious reasons, the scenario depicted here, should it transpire, could constitute a genuine 
threat to financial stability. 
 
Fortunately – and here we come, finally, to the themes we’ve discussed ad nauseam in recent letters – we do not foresee 
such a scenario playing out. One of the reasons many investors continue to hold low-yielding fixed income instruments in 
the first place is that the underlying economic environment remains more deflationary than inflationary, with the economy 
at greater risk of stagnating than suddenly getting up a head of steam. That’s why the Fed has kept short-term rates 
essentially at the zero lower bound for more than six and a half years now – because it’s been forced to by the great 
amount of slack in the economy. There have been some indications lately that this slack is gradually diminishing 
(although, as we’ve talked about endlessly in recent letters, we believe traditional unemployment figures dramatically 
overstate the true strength of the labor market), but economic data have been remarkably bipolar over the past year. One 
month new home sales will be looking up, for instance, the next month down. In the meantime, wage pressure is 
negligible and inflation nowhere near the Fed’s 2% target. Moreover, the strong dollar depresses domestic prices by 
making U.S. goods and services more expensive relative to imports, hurts our exports and thus generally keeps a damper 
on U.S. growth, and makes it difficult for interest rates to go up much, what with the increased demand for dollar-
denominated bonds driving down borrowing costs. Weak energy and commodity prices too are working to mitigate any 
incipient inflationary pressure. Even the principal international risks, Greece and China, are recessionary and deflationary 
in character. Finally, we may add that many of the exciting new technologies shaping the future of the U.S. and global 
economies are strongly disinflationary in nature – and, as an aside, don’t show up in conventionally calculated GDP or 
productivity measures – themes we may explore in some depth in a future letter. 
 
Overall, we believe U.S. economic fundamentals are healthy enough to withstand anything less than a fairly substantial 
downside shock, but not so robust as to threaten rapidly rising inflation and interest rates. This is precisely the sort of 
“Goldilocks” economy we have described in recent letters – not too cold, not too hot. As of this writing, we do see the Fed 
putting in the first 25 basis point rate increase before the end of the year, likely in September but perhaps not until 
December, and then gradually increasing rates over the next several years. We would not be surprised to see some 
turbulence when the Fed does finally begin to raise rates, as equity investors have quite enjoyed the zero interest rate 
punchbowl. But the Fed has done such a thorough job of signaling its intentions that, barring some unforeseen 
development, we believe the market will swallow slightly higher – but still historically low – interest rates without much 
in the way of indigestion. Indeed, in the long run investors should feel more secure with somewhat higher rates, since 
keeping interest rates near zero leaves the central bank without its principal means of stimulating the economy whenever 
the next recession hits. 
 
So, to conclude by reiterating what we stated at the outset (not to mention what we’ve reaffirmed at the beginning and end 
of every recent quarterly letter), the most important consideration for equity investors at the present time remains the 
ongoing, gradual domestic economic recovery, featuring slow to moderate growth with low inflation and interest rates – a 
bullish environment for stocks. 
 
If there have been any changes in your investment objectives or in your personal or financial circumstances, or if you have 
any questions or comments, please give us a call. 
 
Sincerely, 
 
 
 
Michael G. Hofkin 
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Benjamin J. Hofkin 
 
 
(A copy of our disclosure brochure is available upon request.) 
 
Disclosure: Hofkin Capital Management, Inc. is a registered investment adviser. The material contained herein has no 
regard to the specific investment objectives, financial situation, or particular needs of any person. It is published solely 
for informational purposes and is not to be construed as a solicitation nor does it constitute advice, investment or 
otherwise. References made to third parties are based on information obtained from sources believed to be reliable but 
are not guaranteed as being accurate. You should not regard it as a substitute for the exercise of your own judgment. Our 
comments are an expression of opinion. While we believe our statements to be true, they always depend on the reliability 
of our own credible sources. Past performance is no guarantee of future returns. 


