
January 5, 2016 – Out of the shadows… for now. 

We hope that his first letter of 2016 finds you well and that you and your loved ones enjoyed a relaxing, 
rejuvenating holiday season.  One more year is in the books, and it was certainly an interesting 
financial markets.  The S&P 500* and Dow Jones Industrial Average* both finished the year slightly below 
where they started, resulting in the worst calendar year performance since the crash of 2008.  After a 
devastating 2014, the price of Crude Oil fell by another third in 2015 and now sits near 11
Bloomberg Commodity Index*, which consists of agricultural commodities, industrial metals and energy 
commodities, fell more than 20% in 2015 to close the year near a 16
by as much as 60% in the first six months of the year, only to crash spectacularly over the next three months 
giving back all of those gains.  The US Dollar continued its march higher, up an additional 9%, though 2015 
was much choppier for the greenback than 2014.

Of course, the most important market story of 2015, and the one that we believe 
was (and will continue to be) the driving force behind all financial asset price 
action, was the December 16 decision by the Federal Rese
Committee to end its six
our May 2015 client letter, entitled “To hike or not to hike…” (available on our 
website www.UlmanFinancial.com):

Our expectation is that recent volatility i
commodity markets will continue as market participants strive to read the 
tea leaves of the economic data points monitored by the FOMC… Our 
feeling is that, barring a total collapse in the labor market, the Fed’s bias 
will be to raise rates by 25 basis points (0.25%) in the fall and monitor the 
fallout before making any additional increases.

The September FOMC meeting came and went without a rate hike as a result of 
the summer’s extreme bout of volatility across global market
of China’s stock market and the largely unexpected Chinese currency
devaluation.  Markets stabilized over the course of the fall, allowing the Fed to 
finally raise rates for the first time since 2006.  This initial rate hike was not t
first sign of policy tightening this cycle, however.

By first tapering and ultimately ending their latest round of quantitative easing 
(QE) in October 2014, then by using forward guidance (read: lip service) to 
prepare markets for the coming change in i
been tightening monetary policy for more than 18 months.  On the left is a 
timeline of the various market indices that have topped out since mid
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financial markets.  The S&P 500* and Dow Jones Industrial Average* both finished the year slightly below 
where they started, resulting in the worst calendar year performance since the crash of 2008.  After a 

ude Oil fell by another third in 2015 and now sits near 11
Bloomberg Commodity Index*, which consists of agricultural commodities, industrial metals and energy 
commodities, fell more than 20% in 2015 to close the year near a 16-year low.  The Chinese stock market rose 
by as much as 60% in the first six months of the year, only to crash spectacularly over the next three months 
giving back all of those gains.  The US Dollar continued its march higher, up an additional 9%, though 2015 

choppier for the greenback than 2014.

Of course, the most important market story of 2015, and the one that we believe 
was (and will continue to be) the driving force behind all financial asset price 
action, was the December 16 decision by the Federal Rese
Committee to end its six-year-old Zero Interest Rate Policy (ZIRP).  We wrote in 
our May 2015 client letter, entitled “To hike or not to hike…” (available on our 
website www.UlmanFinancial.com):

Our expectation is that recent volatility in US equity, bond, currency and 
commodity markets will continue as market participants strive to read the 
tea leaves of the economic data points monitored by the FOMC… Our 
feeling is that, barring a total collapse in the labor market, the Fed’s bias 

e to raise rates by 25 basis points (0.25%) in the fall and monitor the 
fallout before making any additional increases.

The September FOMC meeting came and went without a rate hike as a result of 
the summer’s extreme bout of volatility across global market
of China’s stock market and the largely unexpected Chinese currency
devaluation.  Markets stabilized over the course of the fall, allowing the Fed to 
finally raise rates for the first time since 2006.  This initial rate hike was not t
first sign of policy tightening this cycle, however.

By first tapering and ultimately ending their latest round of quantitative easing 
(QE) in October 2014, then by using forward guidance (read: lip service) to 
prepare markets for the coming change in interest rate policy, the Fed has in fact 
been tightening monetary policy for more than 18 months.  On the left is a 
timeline of the various market indices that have topped out since mid
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rejuvenating holiday season.  One more year is in the books, and it was certainly an interesting one for global 
financial markets.  The S&P 500* and Dow Jones Industrial Average* both finished the year slightly below 
where they started, resulting in the worst calendar year performance since the crash of 2008.  After a 

ude Oil fell by another third in 2015 and now sits near 11-year lows.  The 
Bloomberg Commodity Index*, which consists of agricultural commodities, industrial metals and energy 

he Chinese stock market rose 
by as much as 60% in the first six months of the year, only to crash spectacularly over the next three months 
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Of course, the most important market story of 2015, and the one that we believe 
was (and will continue to be) the driving force behind all financial asset price 
action, was the December 16 decision by the Federal Reserve’s Open Market 
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our May 2015 client letter, entitled “To hike or not to hike…” (available on our 

n US equity, bond, currency and 
commodity markets will continue as market participants strive to read the 
tea leaves of the economic data points monitored by the FOMC… Our 
feeling is that, barring a total collapse in the labor market, the Fed’s bias 

e to raise rates by 25 basis points (0.25%) in the fall and monitor the 

The September FOMC meeting came and went without a rate hike as a result of 
the summer’s extreme bout of volatility across global markets following the crash 
of China’s stock market and the largely unexpected Chinese currency
devaluation.  Markets stabilized over the course of the fall, allowing the Fed to 
finally raise rates for the first time since 2006.  This initial rate hike was not the 

By first tapering and ultimately ending their latest round of quantitative easing 
(QE) in October 2014, then by using forward guidance (read: lip service) to 

nterest rate policy, the Fed has in fact 
been tightening monetary policy for more than 18 months.  On the left is a 
timeline of the various market indices that have topped out since mid-2014.
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This de facto tightening has also been clearly visible in the Goldman Sachs Financial Conditions Index, which 
this year signaled the tightest financial conditions since the end of the Fed’s first round of quantitative easing 
(QE1) all the way back in 2010.  Just months before the currency and commodity markets began their historic 
moves, in our April 2014 client letter entitled “HFT, Topping and Tapering is Tightening”, we made the 
following comments:

The Fed would have us believe that “tapering is not tightening”, and many market participants have been 
willing to suspend disbelief in that regard.  A raising of the Fed Funds rate is indisputably tightening, 
however, and Janet Yellen just gave markets a signal as to when the formal tightening is to begin.  The last 
two cyclical bull market tops were preceded by a period of monetary policy tightening intended to temper 
speculation in equities and real estate, and I don’t need to remind anyone that those bull markets were 
followed by bear market losses in excess of 50% on the Dow Jones Industrial Average, NASDAQ 
Composite and S&P 500.  

In our opinion, the Fed is now trapped in a very difficult situation.  They are very well aware that their zero 
interest rate policy (ZIRP) and massive balance sheet expansion have left them with few suitable policy 
tools with which to fight the next battle.  For this reason they very much want to normalize policy, and have 
stated explicitly that they are eager to be out of the QE business.  However […] in the past five years each 
time monetary policy has become less accommodative the markets have reacted negatively and threatened 
what little progress has been made in the real economy.  We may be witnessing the beginning of another 
such episode.

The next two charts depict precisely the difficult situation the Fed has created for itself.  When taking into 
consideration the effect of alternative policies like the Fed’s quantitative easing programs (as measured by 
metrics like the GS Financial Conditions Index), economists are able to calculate what is called the “Shadow 
Fed Funds Rate” to measure monetary policy accommodation.  While the FOMC was limited in its ability to 
reduce the Fed Funds Rate below the ‘zero lower bound’, each round of QE resulted in looser and looser 
financial conditions.
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The first chart below indicates precisely the point we attempted to make in our April 2014 letter, that the 
tapering of QE3 was in fact a tightening of policy.  Since that time the Fed has ‘shadow-tightened’ by roughly 
325 basis points (bps), which is more than they did during the entire 1990’s economic expansion and just 105 
bps shy of the tightening which ended in 2006 preceding the Global Financial Crisis.  The clear implication is 
that the Fed likely has much less room to tighten than many market participants and economists (even at the 
Fed) are anticipating.  What makes this situation all the more precarious is that in response to the last three 
recessions the Fed has needed to ease monetary policy by between 500-800 bps!  

According to the FOMC’s latest assessment of appropriate monetary policy, they expect the Fed Funds rate to 
be 1.25% by the end of 2016 and in the neighborhood of 2.00% by the end of 2017.  Assuming they achieve 
either of these goals (which we do not expect, reasons below) and the next recession takes hold at any point in 
the next two years (which we do expect), history suggests that the Fed would have to lower the Shadow Fed 
Funds Rate to somewhere between -3% and -7% by some combination of a reduction in the Fed Funds Rate 
(very likely to a rate well below zero) and a resumption of large scale asset purchases, aka QE.  

Dropping interest rates below zero, referred to as Negative Interest Rate Policy (NIRP), is a policy tool on 
which some central banks have now been forced to rely but one which the Fed has been loath to adopt to this 
point.  However, several Federal Reserve research papers have been written in the past couple of years 
discussing the implementation and potential efficacy of NIRP.  In fact, we heard directly from Fed 
Chairwoman Janet Yellen at her December 16 post-FOMC meeting press conference that NIRP is a tool that the 



Fed would certainly consider in the event of a severe economic shock.  Unfortunately for those who like to 
point to NIRP as an effective weapon still in the Fed’s arsenal, we have seen in Europe that
what a moderately negative interest rate regime can accomplish without harming investor, consumer and 
producer confidence and potentially driving necessary deposits out of the federally regulated banking system.

The limited ability to reduce the Fed Funds Rate of course would put much of the onus on the Fed’s available 
alternative easing tactics.  We have seen over the past six years the Fed repeatedly rely on larger scale and 
longer duration asset purchases with each successive round o
and QE3 all juiced stock market returns, but each new program delivered a smaller economic bang (as 
measured by GDP growth) for each QE buck.  The next round of large scale asset purchases, whether referred
to as QE4 or some other moniker, will have to be significantly larger than QE3 in order to shock some life into 
a flagging global economy.  The problem the Fed will face when implementing the next round of QE is what 
assets to buy.

Because of the size and duration of QE3, coupled with a US federal budget deficit that more than halved from 
$1.3 trillion during QE1 to less than $500 billion by the end of QE3, the Fed’s monthly US Treasury purchases 
in QE3 were removing a significant amount of liquidity from
planet.  In order to prevent a major Treasury market dislocation in QE4 the Fed would need either a large fiscal 
stimulus package that would dramatically increase the budget deficit and in the process creat
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point to NIRP as an effective weapon still in the Fed’s arsenal, we have seen in Europe that
what a moderately negative interest rate regime can accomplish without harming investor, consumer and 
producer confidence and potentially driving necessary deposits out of the federally regulated banking system.

reduce the Fed Funds Rate of course would put much of the onus on the Fed’s available 
alternative easing tactics.  We have seen over the past six years the Fed repeatedly rely on larger scale and 
longer duration asset purchases with each successive round of quantitative easing.  QE1, QE2, Operation Twist 
and QE3 all juiced stock market returns, but each new program delivered a smaller economic bang (as 
measured by GDP growth) for each QE buck.  The next round of large scale asset purchases, whether referred
to as QE4 or some other moniker, will have to be significantly larger than QE3 in order to shock some life into 
a flagging global economy.  The problem the Fed will face when implementing the next round of QE is what 

d duration of QE3, coupled with a US federal budget deficit that more than halved from 
$1.3 trillion during QE1 to less than $500 billion by the end of QE3, the Fed’s monthly US Treasury purchases 
in QE3 were removing a significant amount of liquidity from one of the most heavily traded securities on the 
planet.  In order to prevent a major Treasury market dislocation in QE4 the Fed would need either a large fiscal 
stimulus package that would dramatically increase the budget deficit and in the process creat

Treasury issuance (a very unlikely scenario absent a 
major economic dislocation given the state of Congress 
and the fact that 2016 is a presidential election year) or 
they would need to extend their purchases to other asset 
classes beyond Treasuries and Mortgage Backed 
Securities they have been buying.  

The Bank of Japan has recently included Japanese equity 
ETFs and real estate investment trusts (REITs) in their QE 
program and the Swiss National Bank has actually 
purchased individual equities.  It is hard to imagine the 
Fed taking this drastic step, but they are certainly not 
going to wave a white flag in the face of global recession.  
The question is the degree of market or economic turmoil 
that would be necessary to force their hand.

2016 may, in fact, be the year that we find out the answer 
to that question.  Recent economic data suggest that t
Fed is tightening monetary policy in the face of a 
potential global recession.  

For the first time since 2009, this past year saw S&P 500 
profits decline year over year and net profit margins 
have declined by a level that has predicted or coincided 
with recession in six out of seven occurrences over the 
past forty years.  
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recently told CNBC that the ISM “is showing that the US economy is almost at stall speed now…  Every time 
[the ISM survey] has crossed below 50 since 1948 gives you a 65% chance of a recession because the ISM 
correlates perfectly with GDP…  I think much of the world is already in recession.  E
it will come in due course.”   A survey number below 47, Pal reported, has coincided over the past six decades 
with an 85% chance of recession.

Economist Richard Duncan of Macro Watch recently wrote of another historically depend
indicator that is pointing to a likely recession in the United States:

Between 1952 and 2008, every time credit growth (adjusted for inflation) fell below 2%, the US went into 
recession.  During that period, the ratio of total credit to GDP r
credit growth drove economic growth; and when credit did not grow, neither did the economy…  Credit 
growth looks likely to fall back below the 2% recession threshold next year.  If the Fed’s inflation forecasts 
are correct, then credit growth (adjusted for inflation) could fall to 1.6% [in 2016] and to only 1.0% in 
2017.
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Another canary in the coalmine is the Institute of 
Supply Management (ISM) Manufacturing Index, 
which indicates whether the US manufacturing 
sector is expanding (a reading above 50) or 
contracting (a reading below 50).  The December 
2015 ISM survey came in at 48.2, which is the lowest 
survey result since June 2009.  The ISM wa
for the sixth consecutive month, the longest streak 
since 2004, and has been trending lower since… you 
guessed it, the start of shadow tightening in mid
2014.
Raoul Pal, publisher of the Global Macro Investor, 

owing that the US economy is almost at stall speed now…  Every time 
[the ISM survey] has crossed below 50 since 1948 gives you a 65% chance of a recession because the ISM 
correlates perfectly with GDP…  I think much of the world is already in recession.  Europe’s not there yet, but 
it will come in due course.”   A survey number below 47, Pal reported, has coincided over the past six decades 

Economist Richard Duncan of Macro Watch recently wrote of another historically depend
indicator that is pointing to a likely recession in the United States:

Between 1952 and 2008, every time credit growth (adjusted for inflation) fell below 2%, the US went into 
recession.  During that period, the ratio of total credit to GDP rose from 150% to 380%.  In other words, 
credit growth drove economic growth; and when credit did not grow, neither did the economy…  Credit 
growth looks likely to fall back below the 2% recession threshold next year.  If the Fed’s inflation forecasts 

orrect, then credit growth (adjusted for inflation) could fall to 1.6% [in 2016] and to only 1.0% in 

As of the date of this letter, the Atlanta Fed is 
predicting, via their real-time GDPNow economic 
growth forecasting model, that real GDP growth in 
the 4th quarter of 2015 is likely to have been just 
+0.7%.  Increasingly lackluster economic data over 
the past three months has resulted in a significant 
reduction in the GDPNow forecast.  Weakness in 
the most recent international trade and construction 
spending data coupled with the disappointing ISM 
number resulted in a significant downward revision 
to the growth estimate.  One poor quarter of growth 
certainly does not a recession make, but it does 
suggest that the Fed has transitioned from shadow
tightening to its first rate hike at a precarious time.
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Technical indicators are also pointing to a possible 
end of the six year old bull market.  Market breadth is 
a measure that is used to determine the overall health 
of a market, index or sector by comparing the 
number of rising stocks to the number of falling 
stocks over a given period of time.  Despite the S&_ 
500 finishing the year just 4% below its all-time peak, 
market breadth has been steadily deteriorating for 
months.  More than half of S&P 500 stocks finished 
2015 trading below their 200 day moving average, 
which is an indication that the majority of stocks are 
in a definite down trend.  Not coincidentally, as you 
can see in the top chart on the left, the percent of 
stocks trading above their 200 day moving average 
has been steadily deteriorating since the Fed began 
shadow tightening in mid-2014
Josh Brown of Ritholz Wealth Management recently 
wrote that “If you own the S&P 500, you were bailed 
out by a handful of giant companies that masked the 
pain beneath the surface.  At present, just 28% of 
New York Stock Exchange (NYSE) names are in 
uptrends, or less than one in three stocks.  That’s not 

a bull market.”  Jonathan Krinsky of MKM Partners noted that the median stock in the Russell 3000, an index 
which includes 98% of the US stock market, is “now down over 20% from its 52-week high.”  Despite the pain 
felt by the majority of US stocks in 2015, the median stock in the S&P 500 is still more expensive than at the 
peak of the last two bull markets measured by price relative to either sales or earnings.

We have been warning for two years that the global economy is not as strong as equity markets would have 
you believe and that all financial markets have become overly dependent on central bank support.  Former 
Dallas Fed President Richard Fisher, who has been a vocal critic of QE3 and its potential unintended 
consequences, agrees with our assessment.  In a January 5th interview on CNBC’s Squawk Box he said:

What the Fed did, and I was part of that group, we frontloaded a tremendous market rally starting in 
March of 2009…  We had a tremendous rally and I think there's a great digestive period that's likely to 
take place now. And it may continue. Once again, we frontloaded, at the Federal Reserve, an enormous 
rally in order to accomplish a wealth effect…

I don't think there can be much more accommodation. The Federal Reserve is a giant weapon that has no 
ammunition left. What I do worry about is: It was the Fed, the Fed, the Fed, the Fed for half of my tenure 
there, which was a decade. Everybody was looking for the Fed to float all boats. In my opinion, they got 
lazy. Now we go back to fundamental analysis, the kind of work that used to be done, analyzing whether 
or not a company truly on its own, is going to grow its bottom line and be priced accordingly, not expect 
the Fed tide to lift all boats. 



When the tide recedes we're going to see who's wearing a bathing suit and who's not.
to see that.  You saw that in junk [
stripped of its dividends. The only asset that really returned anything last year, again if you take away 
dividends, believe it or not, was cash at 0.1%. 

These markets are heavily priced. They are trading at 19
growth you would like to have. We are late in the cycle. 
could see a significant downside. 
enormous return the Fed engineered for six years…

The below chart from Stockcharts.com of S&
makes it hard to argue with Richard Fisher’s analysis.  Our contention is that the further the Fed moves from 
QE4, which it will be doing with each interest rate hike, the harder it will be for eq
highs. 

Again, we are left to wonder to what degree the markets will need to sell off before the Fed reverses course 
and reinstitutes a loosening of monetary policy, which we feel they undoubtedly will need to do.  Since 2009, 
central banks in Canada, the Euro zone, Denmark and Sweden have all attempted to lift rates from the zero or 
near-zero lows first resorted to during the Global Financial Crisis.  All four have since had to backtrack to 
support their weakening economies.  Our
normalize policy.  They may be able to raise rates one or two more times this year, but we would be surprised 
if the Fed Funds rate was not back at current levels or lower within 18 m
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When the tide recedes we're going to see who's wearing a bathing suit and who's not.
You saw that in junk [bonds] last year. You also saw it even in the midcaps, and the S&P 

The only asset that really returned anything last year, again if you take away 
dividends, believe it or not, was cash at 0.1%. That's a very unusual circumstance…

These markets are heavily priced. They are trading at 19 ½ times earnings without having 
We are late in the cycle. These are richly priced. They are not cheap…

could see a significant downside. I could also see a flat market for quite some time, digesting that 
he Fed engineered for six years…

The below chart from Stockcharts.com of S&P 500 performance during periods of heavy Fed accommodation 
makes it hard to argue with Richard Fisher’s analysis.  Our contention is that the further the Fed moves from 
QE4, which it will be doing with each interest rate hike, the harder it will be for equity markets to make new 

Again, we are left to wonder to what degree the markets will need to sell off before the Fed reverses course 
and reinstitutes a loosening of monetary policy, which we feel they undoubtedly will need to do.  Since 2009, 

ntral banks in Canada, the Euro zone, Denmark and Sweden have all attempted to lift rates from the zero or 
zero lows first resorted to during the Global Financial Crisis.  All four have since had to backtrack to 

support their weakening economies.  Our expectation is that the same will be true of the Fed’s recent effort to 
normalize policy.  They may be able to raise rates one or two more times this year, but we would be surprised 
if the Fed Funds rate was not back at current levels or lower within 18 months.
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Again, we are left to wonder to what degree the markets will need to sell off before the Fed reverses course 
and reinstitutes a loosening of monetary policy, which we feel they undoubtedly will need to do.  Since 2009, 

ntral banks in Canada, the Euro zone, Denmark and Sweden have all attempted to lift rates from the zero or 
zero lows first resorted to during the Global Financial Crisis.  All four have since had to backtrack to 

expectation is that the same will be true of the Fed’s recent effort to 
normalize policy.  They may be able to raise rates one or two more times this year, but we would be surprised 
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We are confident that there will be very attractive investment opportunities in equities, commodities, 
corporate bonds and real estate in the coming years, and we may in fact be nearing a point at which small, 
systematic long-term allocations to the energy sector and other industrial commodities will be very attractive.  
For the time being, however, we continue to promote those assets which have historically proven most 
prudent during economic slowdowns – long dated US Treasuries and cash.  

Please feel free to share this newsletter and do not hesitate to call or email with any questions or comments or 
to schedule a face-to-face portfolio review.  

Sincerely,

Clay Ulman Jim Ulman
CBU@UlmanFinancial.com JWU@UlmanFinancial.com
410-557-7045 ext. 2 410-557-7045 ext.1

On behalf of our clients, Ulman Financial will again be partnering with the Maryland Food Bank 
in 2016 to support those less fortunate members of our community.  Thank you!

*The Standard & Poor’s 500 Index (S&P500) is a capitalization-weighted index of 500 stocks designed to measure 
performance of the broad domestic economy through changes in the aggregate market value of the 500 stocks representing 
all major industries.  The Dow Jones Industrial Average (Dow) is a price-weighted index of 30 significant stocks traded 
on the New York Stock Exchange and the Nasdaq.  The Bloomberg Commodity Index is a broadly diversified commodity 
price index for the global commodities market distributed by Bloomberg Indexes.

Indices such as the S&P 500 Index, the Dow Jones Industrial Index and the Bloomberg Commodity Index, and any others 
listed above, are unmanaged and investors are not able to invest directly into any index.  Past performance is no 
guarantee of future results.         

The opinions voiced in this material are for general information only and are not intended to provide specific advice or 
recommendations for any individual.  To determine which investment(s) may be appropriate for you, consult your 
financial advisor prior to investing.    

The economic forecasts set forth in the presentation may not develop as predicted and there can be no guarantee that 
strategies promoted will be successful.


