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S&P 500 Index 

-3.81   -0.24% 

Dow Jones Industrial Average 

-2.08   -0.01% 

NASDAQ Composite 

+1.4   +0.05% 

Most indices ended the week little changed from 

their previous levels.  Improving domestic data 

did little to raise prices in the face of bad news 

out of Europe.  For the last few years, uncertain-

ty out of Europe has been a drag on U.S. mar-

kets.  After ECB president Mario Draghi an-

nounced that he would do whatever it takes to 

preserve the Euro back in July, markets have 

moved much higher.   However, troubles in Cy-

prus have brought the European Union back in-

to the spotlight.  This week we will look at why a 

country as small as Cyprus can have 

such a big impact on global financial 

markets. 

Economy 

  Cyprus is an small economy 

that is dominated by banking and tour-

ism.  Their GDP is only a miniscule 

$23.57 Billion dollars.  However, Cy-

prus’s assets are roughly 8 times their 

GDP.  This is because Cyprus has be-

come a banking center in the Mediter-

ranean, similar to the Cayman Islands 

in the Caribbean.  The fiscal problems 

in Cyprus are also very different than 

other parts of Europe.  Unlike many of 

the other nations with fiscal troubles in 

Europe, Cyprus did not engage in run-

away profligate spending.  Cyprus was 

a victim of bad investments by their 

banks. 

 Cyprus’s banks invested heavily in Greek 

bonds, because of the strong ethnic ties to 

Greece.  As it turns out Greek bonds were not a 

very good investment, in fact, they were a terri-

ble investment.  Since the Cypriot banks could 

no longer fund their operations they were given 

loans by the Central bank of Cyprus which in 

turn posted them as collateral for loans to Cy-

prus from the European Central Bank (ECB).  

So now the entire country of Cyprus is responsi-

ble for the debts owed to the ECB. 
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Making the Situation Worse 

 Troubles in Cyprus have been well known 

for a long time, but the situation intensified last 

week when the Eurogroup announced its plans for 

a bailout.  The proposal involved a bailout of the 

country and a one-time deduction from everyone’s 

bank account, including insured depositors.  In-

sured depositors would have lost 6.75% of their 

account balances and uninsured depositors would 

have lost 9.9%.  As could be expected, 

this caused an uproar and a panic as 

Cypriots lined up at ATMs to withdraw as 

much as possible since the banks were 

closed all week.  After seeing the back-

lash, the Cyprus parliament rejected the 

bailout plan and began searching for an-

other savior. 

 Since Russians made up a large 

part of the depositor base, and because 

Russia had helped with a €2.5 billion loan 

in 2011, the Cyprus finance minister went 

to Russia to negotiate a bailout.  However, 

the Russians were not interested this time 

and Cyprus was forced to go back to the 

European Union. 

Resolution? 

 As is often the case with European financial 

crises, a last minute all night session on Sunday 

yielded a new deal for Cyprus.  The end result will 

spare all the insured account holders, but it will 

wipe out uninsured depositors in Cyprus Popular 

Bank and create a roughly 40% loss on Bank of 

Cyprus deposits greater than €100,000.  At the 

time of this writing, there is still a lot that remains 

unclear, and the Euro has been extremely volatile. 

Conclusion 

 The way that the bailout of Cyprus was han-

dled has created a lot of uncertainty in Europe.  

Tensions have been increasing between Euro 

members.  The recent bailout casts doubt on the 

viability of the Euro in general, because it raises 

the question: “Is a Euro in a Cyprus/Greek/

Italian bank the same as a Euro in a German/

Dutch bank?”  Smaller peripheral countries 

are now beholden to the restrictions of a cen-

tral European body that does not represent 

the interests of the people, but rather the in-

terests of the ECB.  Iceland experienced a 

similar problem as Cyprus in 2008, but in-

stead of accepting more debt with increasing-

ly egregious terms they simply defaulted and 

have since returned to a much more normal 

state, because they were not bound by the 

restrictions of the Euro. 

Deal Reached 

Euro vs. US Dollar 1 day 
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conservative Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, the average allocation of the 

portfolio should adhere to these risk allocations.  Different asset classes will outperform during different market conditions.  

This allocation will change slowly as new information comes to light that will affect the long term performance of certain asset 

classes.  We expect that portfolios that are more aggressive will outperform conservative portfolios over a longer period of 

time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce interest rate r isk as well 

as market risk in the portfolio. 

 

Neutral intermediate term debt, we prefer  higher  quality corporate bonds to replace treasury exposure. 

 

 Neutral Long Term Debt, while we continue to recommend an underweight for  the long ter m we see this recent selloff as an 

opportunity to hedge long stock positions, for options investors we are using VIX calls in place of this asset class.  

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Neutral Small Capitalization Stocks, we are recommending a neutral holding of smaller  companies with strong balance 

sheets and little need for short term debt financing. 

 

Neutral Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Neutral Large Cap Stocks,  We are looking for  companies with strong fundamentals, reasonable valuations and steady divi-

dends in this sector . 

 

Neutral REITs, we will look to add to our  position in REITs dur ing per iods of deflation. 

 

Overweight Commodities, we recommend an overweight holding in commodities to reduce the impacts of pending inflation.  

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen.  We are currently hold-

ing higher levels of cash. 


