
MARKET VIEW
CHINA, GREECE, PUERTO RICO: WHAT YOU NEED TO KNOW NOW 

Lord Abbett experts discuss what’s behind the crises in the three areas—and the potential outcome of each.
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As we mentioned in the previous Market View, three geographic 
locations came to dominate the investment conversation at midyear: 
China, Greece, and Puerto Rico. Developments in these three areas 
have caused volatility in global markets and engendered widespread 
uncertainty.  With so many questions swirling around these far-flung 
points on the investing map, we asked three Lord Abbett experts to 
provide some perspective on each.

CHINA
Leah G. Traub, Ph.D., Partner & Portfolio Manager

China’s equity markets have been particularly volatile in recent months. 
The benchmark Shanghai Composite Index rose over 150% between July 
2014 and mid-June 2015. The Shanghai market’s price-to-earnings (P/E) 
ratio averaged 32 in mid-June (57 if excluding banks)—well above other 
global equity markets. The rally was driven by policy easing, regulations to 
cool down the housing market, driving retail investors into equities, and, 
most important, an increase in leverage (i.e., buying stocks on margin). 
You could say that it was a bubble waiting to burst. 

If that’s the case, the Chinese government may have provided the 
pinprick. Regulators took measures to cool down the market, including 
tightening margin requirements, increased supervision of over-the-
counter (OTC) margin financing, and accelerating the pace of initial 
public offerings (IPOs) in order to increase the supply of shares. In 
addition, when the market first started declining in mid-June, the 
People’s Bank of China (PBC) at first tightened liquidity in the money 
markets, which gave the impression that the government was stepping 
back from its easing policy, further fueling the selloff. Another widely 
cited factor in the market decline was the fact that many speculators 
bought Chinese shares on the expectation that index provider MSCI 
would include Chinese A shares in its emerging-market equity bench-
mark at a significant weight during its index review in June. When MSCI 
delayed China’s inclusion, many speculators left. 

The government became concerned about the rapid declines during 
the last week in June and began reversing some of the regulations. The 
PBC cut both the benchmark rate and reserve requirements on June 28. 
When this did not stem the selling, the government pulled out all the 
stops and reversed course on all of the tightening measures. Regulators 
relaxed margin requirements for brokerage accounts, and the PBC even 
provided liquidity to the main securities regulator to facilitate providing 
margin for stock purchases and for stock lending. IPOs were halted, and 
the government prohibited brokers and state-owned enterprises from 

selling shares from their proprietary accounts. In addition, an investment 
fund was set up to explicitly buy stocks. The market has finally started 
reacting to these measures, and, as of July 13, was up more than 13% 
from the recent low point on July 8.

What are the implications of these developments? Most economists 
who closely follow China think that the direct economic effects from the 
market selloff are limited. There is not much evidence to support a large 
wealth effect in China, and there were no indications of increased spending 
during the rally, making it unlikely that consumption will fall materially on 
the declines.

China’s financial stability is unlikely to be significantly affected either. 
Estimates of banks’ exposure to the equity market are 2–3 trillion Yuan, 
compared with 180 trillion Yuan in total assets on the banks’ collective 
balance sheet. However, it is hard to know just how interconnected the 
various segments of the financial market are, and with such a high  
use of leverage, it is likely that the government was worried that 
unknown, or unforeseen, exposure to equity-market losses could cause 
a larger problem.

The biggest implication of the current volatility is for the credibility of 
the Beijing government and the PBC. When the initial easing measures 
did not work to arrest the stock market declines, investors became 
worried that the government might have lost a bit of control over the 
financial markets and, by extension, the economy. It is important for 
domestic participants especially, as well as foreign participants, to still 
believe that the government can prevent a disorderly decline. The global 
markets have come to terms with slowing growth in China, but they are 
not prepared at all for a hard landing.

GREECE
Zane Brown, Partner, Fixed Income Strategist

As we are often reminded, financial markets loathe uncertainty— 
but, unfortunately, Greece’s direction and economic future remain 
uncertain. Developments in the situation have been rapid: On July 13, 
2015, Bloomberg reported that Greece had sealed a new bailout for as 
much as €86 billion (US$96 billion) that will keep the country in the 
euro, subject to legislative approval in Greece and other eurozone 
nations, among other conditions. Even though an agreement is in 
place, there is still much work to be done before the bailout can be  
implemented. Meanwhile, Greece’s banks and stock market remained 
closed as of July 13.
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PUERTO RICO
A weak economy has imperiled
the commonwealth’s ability to
repay $72 billion in municipal debt.

2014 GDP: US$103.1 billion
Projected 2015 GDP Growth: -0.6%
Key Stat: Debt per capita of $15,637 is more than 10 
times higher than the average for the 50 U.S. states.
Quick Take: Expect heightened volatility over 
the rest of the year before any significant 
progress in the island’s debt issues.

CHINA
Volatile equity markets have 
added to challenges including
high debt levels and a softening economy.

2014 GDP: US$10.36 trillion
Projected 2015 GDP Growth: 6.8%
Key Stat: Total debt (gov’t, private-sector, 
and household) to GDP ratio is 282%.
Quick Take: With growth well below internal 
targets, the transition to a domestic 
demand-driven economy will be bumpy.

GREECE
Fiscal and economic struggles 
raised concerns about default 
and an exit from the euro.

2014 GDP: US$237.6 billion
Projected 2015 GDP Growth: -1.0%
Key Stat: The yield on Greece’s 10-year gov’t bond
was 18.8% on July 9, 2015 (Germany’s was at 0.72%).
Quick Take: Think small—GDP is 6.5% of 
Germany’s, while outstanding debt is just 1.0% 
of Europe’s banking assets.

Source: OECD, World Bank, IE Economics, Bloomberg, McKinsey, and Moody’s.

TABLE 1. TRACKING A TRIO OF TROUBLE SPOTS

https://www.lordabbett.com/en/perspectives/marketview/beyond-greece-a-second-half-investing-roadmap.html


While headlines suggest resolution between Greece and its creditors, 
the path to final agreement is fraught with opportunities for the parties 
involved to stumble and create new volatility. The proposal includes 
measures beyond those that were earlier rejected by Prime Minister 
Alexis Tsipras and the Greek bailout referendum that took place on July 
5. The measure includes changes to labor laws, privatization of state-
owned assets supervised by European institutions, and power to  
international technocrats to approve or veto laws in Athens. Such 
demands could provoke Tspiras to step down. Discussion of implemen-
tation of the final program could, however, fail at any point over debt 
forgiveness or debt re-profiling. In anticipation of such an event, German 
finance chief Wolfgang Schäuble penned a document describing a five-
year “time-out” from the eurozone for Greece, the details of which are 
currently left to investor imagination.

PUERTO RICO
Daniel S. Solender, CFA, Partner & Director

Puerto Rico’s long-standing fiscal challenges took a fresh turn on June 
28, when the commonwealth’s governor, Alejandro Garcia Padilla, made 
comments that put even further stress on its $72 billion in municipal bonds. 
The governor said that Puerto Rico is “unable to pay” its municipal debt, 
and proposed a moratorium on making interest or principal payments for 
several years. Previously, Garcia Padilla had stated that paying off the debt 
was important, and that Puerto Rico planned to not miss any payments. 
The impact was felt swiftly in the Puerto Rico muni debt sector, as prices 
fell on many of the island’s tax-exempt securities.

We think high-yield muni investors should consider these points in 
regard to the situation:

■■ Since there is some probability of a positive outcome from where 
the market is today, and because Puerto Rico represents such a 
large part of the high-yield municipal bond market, some exposure 
to the commonwealth’s debt is still appropriate for consideration 
in high-yield muni portfolios. Investment managers can decide to 
underweight Puerto Rico, but not including Puerto Rico in a municipal 
high-yield bond fund would be similar to leaving out several of the 
largest stocks in the S&P 500® Index from a fund that invests in large-
capitalization stocks. Both the high-yield muni and equity funds in 
our example would not have exposure to a large portion of the market 
that they are expected to target, based upon the indexes indicated in 
their respective prospectuses.

■■ Puerto Rico bonds are trading at distressed prices, so any investment 
decision should be based upon the current value of the securities, 
rather than whether they will ever get back to par.

■■ There are many different Puerto Rico issuers, and each will likely 
face different outcomes, so each has to be analyzed separately. For 
example, in addition to the general obligation bonds, there are bonds 
for the Aqueduct and Sewer Authority, along with others for the 
Power Authority. Some Puerto Rican muni issues may offer better 
value than others, and they do not all trade at the same prices.

What about the potential impact upon the broader U.S. municipal bond 
market? While Puerto Rico’s credit situation is currently isolated, it will not 
go unnoticed.  First, in the few days immediately after the news, there were 
some outflows from high-yield municipal bonds, and this pushed market 
prices lower for some other high-yield sectors, such as tobacco settle-
ment bonds.  If the outflows are short-lived, then this is not a big deal; but 
the direction of fund flows will need to be watched. So far, outflows have 
not been even close to being large enough to cause any disruption.  

Second, although there aren’t other major municipal issuers currently 
facing a similar distressed situation, how the Puerto Rico situation is 
handled will set precedents. For example, a court decision to allow a 
general obligation pledge to be violated by allowing other government 
expenses to have priority over bond interest payments—even though the 
current bond structure does not allow it—could have a major impact upon 
future pricing for low-rated issuers in the sector.  Therefore, it could affect 
borrowing costs for many other municipal-bond issuers. If the U.S. 
Congress approves a law allowing public corporations to declare Chapter 
9 in Puerto Rico, that would entail changing the terms that the common-
wealth used to borrow the money. Such legislation then would make it 
possible for Congress to change borrowing agreements after money has 
already been loaned for other bond deals in the future, which potentially 
makes bondholder security less certain for other distressed bonds. 

This is important to consider, because these borrowers are not typical 
corporations. When interest costs go up, which can occur during the 
process of reaching a balanced budget, a government that issues muni 
debt either needs to cut some other service they are providing or they need 
to raise revenues, which means higher tax rates. These are not companies 
trying to be profitable but are instead governments and other public 
entities that provide essential services.  Investor reaction also will need to 
be observed to see which type of interaction and resolutions Puerto Rico’s 
muni issuers and their creditors achieve, because the municipal bond 
market has not before faced a potential default of this magnitude.

ONE FINAL THOUGHT
For those who follow the financial headlines, China, Greece, and Puerto 

Rico are not exactly so-called black swans (i.e., totally unexpected events or 
situations). Greece and Puerto Rico have been experiencing fiscal  
challenges for years, and concerns about a Chinese equity bubble have 
been mounting for months, so it’s not as though anyone was unaware  
or unalerted. Nonetheless, recent developments in these situations, as 
described by our experts, have surprised the global financial community 
and precipitated dramatic market moves. 

Is there a way for investors to navigate a steady course through 
these sometimes treacherous waters? We’ll leave the last word to  
Zane Brown: “Active professional management can help investors 
avoid making emotional investment decisions, or embracing the herd 
mentality, or remaining too cautious when opportunities unfold. The 
resources and experience of active managers provide the capacity for 
rigorous credit analysis and may lead to opportunities that may not 
normally be available to individual investors.”

IMPORTANT INFORMATION
A Note about Risk: The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to rise, and as interest rates rise, the prices of debt securities tend 
to fall. Investments in high-yield securities (sometimes called junk bonds) carry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. Bonds may also be subject to other types of risk, such as call, credit, 
liquidity, interest-rate, and general market risks. Longer term debt securities are usually more sensitive to interest-rate changes. The longer the maturity date of a security, the greater the effect a change in interest rates is likely to have on its price. Moreover, the specific 
collateral used to secure a loan may decline in value or become illiquid, which would adversely affect the loan’s value. The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies 
and/or sectors in the economy. The municipal bond market may be impacted by unfavorable legislative or political developments and adverse changes in the financial conditions of state and municipal issuers or the federal government in case it provides financial support to 
the municipality. Income from the municipal bonds held could be declared taxable because of changes in tax laws. Certain sectors of the municipal bond market have special risks that can affect them more significantly than the market as a whole. Because many municipal 
instruments are issued to finance similar projects, conditions in these industries can significantly affect an investment. Income from municipal bonds may be subject to the alternative minimum tax. Federal, state and local taxes may apply.  Investing in foreign denominated 
and/or domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in emerging markets. The securities markets of emerging countries tend to be less liquid, especially subject to greater price 
volatility, have a smaller market capitalization, have less government regulation and may not be subject to as extensive and frequent accounting, financial and other reporting requirements as securities issued in more developed countries. Investments in Puerto Rico and other 
U.S. territories, commonwealths, and possessions may be affected by local, state, and regional factors. These may include, for example, economic or political developments, erosion of the tax base, and the possibility of credit problems. No investing strategy can overcome all 
market volatility or guarantee future results.
Market forecasts and projections are based on current market conditions and are subject to change without notice. 
Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed as to payments of interest and principal, 
their market prices are not guaranteed and will fluctuate in response to market movements.
A general obligation bond (GO) typically refers to a bond issued by a state or local government that is payable from general funds of the issuer, although the precise source and priority of payment for general obligation bonds may vary considerably from issuer to issuer depending 
on applicable state or local law. Most GO bonds are said to entail the full faith and credit (and in many cases the taxing power) of the issuer, depending on applicable state or local law. GO bonds issued by local units of government often are payable from (and in some cases solely 
from) the issuer’s ad valorem taxes, while GO bonds issued by states often are payable from appropriations made by the state legislature.
Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.
The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a forecast, research, or investment advice, is not 
a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers should not assume that investments in companies, securities, sectors, and/or markets described 
were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should 
consult with a financial advisor prior to making an investment decision.
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INVESTMENT-LED. INVESTOR-FOCUSED.


