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June 30, 2014 – Déjà Vu All Over Again

It has been two months since our last letter and in that time much has been revealed about the state of the domestic 
and global economy and we’ve seen a significant rise in

Here is a quick rundown of what we’ll be discussing in this month’s letter:  
year, the Fed has continued its $10B per month tapering of bond purchases and 

A nation’s “Gross Domestic Product” (GDP)
goods and services produced within a country’s borders in a specific time period.”  The Bureau of Economic Analysis 
(BEA) is the part of the US Department of Commerce tasked with tracking economic activity and officially labeling the 
beginning and end of recessions.  The BEA releases 
calendar quarter and then releases several
data becomes available.  Each quarterly estimate is then subject to annual revision for the next three years.

At the beginning of the year, the consensus 
growth was 2.6%, as was their expectation for full ye
initial GDP release, the consensus Q1 GDP 
undoubtedly had delayed or eliminated a certain amount of economic activity.  However, 
Q2 and the consensus full year 2014 GDP expectation had actually risen to 2.9%.  

The advance estimate for Q1 GDP was released on April 30
called the preliminary estimate, was released on May 29
second quarter of 2011, with Q1 at -1.0%.  
recent round of quantitative easing, there was
in the Middle East and Northern Africa which 
a series of debt ceiling battles that had virtually paralyzed Washington.   Following that poor economic quarter in early 
2011, the S&P 500* fell by just shy of 20% between April and August
previously complacent investors.  Here we are three years later 
The Fed is winding down its most recent iteration of quantitative easing, oil prices ar
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It has been two months since our last letter and in that time much has been revealed about the state of the domestic 
we’ve seen a significant rise in geopolitical tensions.

Here is a quick rundown of what we’ll be discussing in this month’s letter:  Over the course of the second quarter of this 
year, the Fed has continued its $10B per month tapering of bond purchases and equity and fixed income 

extended their somewhat schizophrenic response
time high level of margin debt on the New York Stock 
Exchange that we have been monitoring for over a year 
appears to have peaked out in February;
continued to increase their near
repurchases, buoying earnings per share but neglecting actual 
long-term investment; retail investors (Mom and Pop) have 
further extended their allocation to equities, an overexposure 
51% above the post-WWII mean and only surpassed during 
the bubble of 1999-2000; first quarter GDP data was recently 
released with showed economic activity
what economists were expecting before the quarter started.

A nation’s “Gross Domestic Product” (GDP) is defined by Investopedia.com as “the monetary value 
goods and services produced within a country’s borders in a specific time period.”  The Bureau of Economic Analysis 

the US Department of Commerce tasked with tracking economic activity and officially labeling the 
ginning and end of recessions.  The BEA releases an advance estimate of annualized GDP information following each 

several revisions to that estimate over the following two months 
Each quarterly estimate is then subject to annual revision for the next three years.

At the beginning of the year, the consensus expectation of Wall Street analysts for annualized first quarter real GDP 
growth was 2.6%, as was their expectation for full year 2014 GDP growth. By the end of the first quarter

GDP expectation had been cut to 1.85% due to the snowy, icy winter which 
undoubtedly had delayed or eliminated a certain amount of economic activity.  However, a bounce back was expected 

expectation had actually risen to 2.9%.  

or Q1 GDP was released on April 30th and came in at a disappointing 0.1%.
was released on May 29th and announced the first economic contraction since

1.0%.  This was notable to us because in mid-2011 the Fed had just ended its most 
recent round of quantitative easing, there was increased geopolitical uncertainty as a result of

le East and Northern Africa which had driven up oil prices, and the US Congress was embroiled in the first of 
a series of debt ceiling battles that had virtually paralyzed Washington.   Following that poor economic quarter in early 

20% between April and August as all of these global headwinds struck fear into 
Here we are three years later and, to quote Yogi Berra, “It’s like d

The Fed is winding down its most recent iteration of quantitative easing, oil prices are elevated
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It has been two months since our last letter and in that time much has been revealed about the state of the domestic 

Over the course of the second quarter of this 
equity and fixed income markets have 

ewhat schizophrenic response; the all-
time high level of margin debt on the New York Stock 
Exchange that we have been monitoring for over a year 

to have peaked out in February; corporations have 
continued to increase their near-record pace of share

, buoying earnings per share but neglecting actual 
etail investors (Mom and Pop) have 

further extended their allocation to equities, an overexposure 
WWII mean and only surpassed during 

2000; first quarter GDP data was recently 
activity nearly 6% below 

before the quarter started.  

as “the monetary value of all the finished 
goods and services produced within a country’s borders in a specific time period.”  The Bureau of Economic Analysis 

the US Department of Commerce tasked with tracking economic activity and officially labeling the 
annualized GDP information following each 

over the following two months as more accurate 
Each quarterly estimate is then subject to annual revision for the next three years.

for annualized first quarter real GDP 
By the end of the first quarter and prior to the 

due to the snowy, icy winter which 
a bounce back was expected in 

me in at a disappointing 0.1%.  The first revision, 
the first economic contraction since the 

the Fed had just ended its most 
as a result of the Arab Spring uprisings 

, and the US Congress was embroiled in the first of 
a series of debt ceiling battles that had virtually paralyzed Washington.   Following that poor economic quarter in early 

f these global headwinds struck fear into 
It’s like déjà vu all over again.”  

elevated as a result of potential 
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threats to global oil supply, and a polarized Congress has been further destabilized by House Majority Leader Eric 
Cantor’s loss in a Virginia primary to a previously unheard of Tea Party candidate.

We have seen in the last 4 weeks increasing instability in the Middle East, 
as the Islamic State (IS), formerly known as the Islamic State of Iraq and 
Syria (ISIS), has cut a bloody swath across Eastern Syria and Western Iraq 
in an effort to erase the arbitrary national borders that have existed since
the 1916 Sykes-Picot Agreement between Great Britain and France.  
President Barrack Obama has stated that the US will not become re-
entangled in a ground war in Iraq, but leaders of the G7 and regional 
powers Iran, Saudi Arabia and Turkey are wary of the risks an all out civil 
war in Iraq and a  broader increase in Sunni-Shiite violence would pose to 
the regional and global economies.  As of now, ISIS has not threatened oil production in the region, as the largest oil 
fields in Iraq are in the Kurdish north and primarily Shiite south, but the jihadists have been wrestling with Iraqi forces 
over control of the nation’s largest refinery and global energy prices have increased as a result of the tension.  According
to GasBuddy.com, this year’s 4th of July weekend will see the highest average gasoline prices for holiday travelers since 
2008.  Any further escalation of the violence will hit consumers’ discretionary spending at a time when the economy is 
ill-suited to handle the shock.

Regarding a potential flare-up of dysfunciton in DC, Chris Krueger, an analyst for Guggenheim Securities, recently 
released a research note in which he raised a caution flag surrounding the reauthorization of the Export-Import Bank 
(Ex-Im), whose September 30th charter expiration coincides with that of the most recent government funding bill:

"We do not believe the government will again shut down on October 1, but if House Republicans make a 
serious effort to close Ex-Im it is conceivable that Senate Majority Leader Reid and the White House could 
line-up an FY15 [continuing resolution] with an Ex-Im Bank reauthorization and we return to a game of 
chicken in late September just like last year (just replace Ex-Im with ObamaCare) – only this time it is 
right before the midterm elections," 

As we have seen over the past several years, markets have the ability to look beyond the frustrations emanating from 
the Capitol Building.  However, markets have never been able to look beyond the threat of recession, and the first 
quarter should have investors wondering when the next one will arrive.  An overbought, overvalued and overly bullish 
market might not look as kindly on another potential government shutdown as the midterm elections draw nearer.   

The final Q1 GDP estimate, released by the BEA on June 25th, was even more disappointing at an astonishing -2.96%.  
This makes Q1 the worst quarter of 
GDP growth since the first quarter of 
2009, during which we were officially 
still in the Great Recession.  To put this 
contraction in perspective, since the 
BEA officially began tracking GDP data in 
1947 there have only been 16 quarters 
with a worse GDP performance and 
each and every single one of them 
occurred in the midst of or immediately 
preceding an official recession.
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At their most recent policy meeting June 18-19th, which took place after the preliminary estimate (-1.0%) was released
but before the final estimate, the Federal Reserve’s Federal Open Market Committee (FOMC) reduced their forecasts for 
2014 US Real GDP growth to 2.1-2.3% from their April forecast of 2.8-3.0%.  In order to hit their target range, the US 

economy would need to grow by an annualized rate of 4% in 
each of the last three quarters of this year.  We concede that 
the -2.96% did have much to do with the disruptions caused by 
harsh winter weather, but to expect the economy to string 
together the best three quarters of activity so far in this tepid 
five-year-old recovery while the Fed is reducing 
accommodation and gasoline and oil prices are elevated is 
asking a lot.  As has happened in each of the last four years, 
Wall Street and Federal Reserve economists’ consensus 
growth expectations will have to be revised lower.  

Interestingly, even though the FOMC was aware of the contraction of the economy in the first quarter, they chose to 
continue the pre-announced pace of tapering, by further reducing the amount of their monthly bond purchases to $35B.  
We have discussed in the past how the Fed has limited policy tools left with which to fight the next battle.  If the next 
recession hits while the Fed is still purchasing bonds and while short term interest rates are still at the zero lower bound, 
not only will they be left defenseless but it will be proof that their “emergency measures” of the past five years have 
been ineffective at best, and unintentionally harmful at worst, by inflating asset bubbles that they are ill-equipped to 
safely deflate.  

Mohamed El-Erian is the former CEO and co-CIO of PIMCO, which manages over one trillion dollars in assets and is the 
world’s largest bond investor.  Mr. El-Erian recently wrote, in response to many pundits’ expectation for a bounce in 
second quarter GDP growth (emphasis is mine):

…that bounce won’t be a reason for dismissing completely the implications of the first-quarter 
contraction.  The economy has yet to reach liftoff and as such is still vulnerable to unanticipated shocks.  
And with Federal Reserve policy already stretched, there is little that monetary policy can do to quickly 
counter these shocks should they occur.  Meanwhile, the rest of the policy arsenal is essentially 
paralyzed by Congressional polarization.

A GDP print as bad as we just saw is a shot across the bow of the FOMC and has to have them sweating the ramification 
of an unforeseen economic shock.  An increase in the sectarian violence in the Middle East and resultant spike in oil 
prices could provide just such a shock, and they know it.

Offering the FOMC even more food for thought, this past weekend the Bank for International Settlements (BIS) recently 
issued its annual report which serves as a “state of the union” for central bankers and monetary policy theorists around 
the world.  The BIS, located in Basel, Switzerland, is the bank for central banks, tasked with facilitating policy 
communication and coordination between the world’s major central banks.  In this year’s report the BIS issued a rare 
but stern warning.  From the New York Times, June 29, 2014 (emphasis is mine):

Frankfurt – An organization representing the world’s main central banks warned on Sunday that 
dangerous new asset bubbles were forming even before the global economy has finished recovering 
from the last round of financial excess… 
“There is a disappointing element of déjà vu in all this.” Claudi Borio, head of the monetary and 
economic department at the BIS, said in an interview ahead of Sunday’s release of the report… 
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“The signs of financial imbalances are there,” Mr. Borio said.  “That’s why we are emphasizing it is 
important to take further action while the time is still there.”…
The organization also had harsh words for corporations, which it said we
booming stock markets to step up investment.  That is one reason that gains in productivity 
foundation of sustained economic growth 
“Despite the euphoria in financial
adding to productive capacity, large firms prefer to buy back shares or engage in mergers and 
acquisitions.”
The overall, somewhat gloomy message from the central bankers was that 
money and has already forgotten the lessons of recent years.
“The temptation to postpone adjustment can prove irresistible, especially when times are good and 
financial booms sprinkle the fairy dust of illusory riches
model that relies too much on debt, both public and private, and which 
own demise.

Despite discouraging Q1 economic news, 
theorists and asset managers, and the Fed’s
distance of their all-time highs, having returned 5.
despite all being in negative territory as of the date of our last letter

What we have found very telling is the performance breakdown of the 
individual sectors of the S&P 500.  The best performer to date has been the 
Utilities sector, which is traditionally considered to be a mor
and usually outperforms the more cyclical sectors at the end of the business 
cycle when market participants are anticipating a downturn.  The worst 
performing sector has been Consumer Discretionary, which is pro
usually outperforms the more defensive Utilities and Consumer Staples sectors 
when the economy is in expansion.  Where we are in the business cycle, 
specifically how close we are to the next recession
the Utilities and Consumer Discretionary sectors, it appears that the market sees this five year old economic expansion, 

tepid though it has been, 
traditionally safer Utilities sector having outperformed t
market year
Gold have been outperforming equities year
are finding more favor than risk
seller of risk
many market participants may realize.

If we dial down a little deeper into who is buying these sector
another perfect example of irrational investo
market.  The financial industry 
categories:
endowments

and do not allow emotions to guide their investment decisions, and
retail investors) which typically refers to the 
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“The signs of financial imbalances are there,” Mr. Borio said.  “That’s why we are emphasizing it is 
important to take further action while the time is still there.”…
The organization also had harsh words for corporations, which it said were not taking advantage of 
booming stock markets to step up investment.  That is one reason that gains in productivity 
foundation of sustained economic growth – have slowed in most advanced economies, the bank said.
Despite the euphoria in financial markets, investment remains weak,” the BIS said.  “

adding to productive capacity, large firms prefer to buy back shares or engage in mergers and 

The overall, somewhat gloomy message from the central bankers was that the world is 
money and has already forgotten the lessons of recent years.
“The temptation to postpone adjustment can prove irresistible, especially when times are good and 
financial booms sprinkle the fairy dust of illusory riches,” the report said.  “The consequence is a growth 
model that relies too much on debt, both public and private, and which over time sows the seeds of its 

, continued warnings from some of the world’s most qualified monetary 
’s spent policy arsenal, the S&P500, Dow and NASDAQ* all sit within spitting 

time highs, having returned 5.83%, 1.53% and 4.90% year-to-date, respectively
ve territory as of the date of our last letter.

the performance breakdown of the 
best performer to date has been the 

Utilities sector, which is traditionally considered to be a more defensive sector 
and usually outperforms the more cyclical sectors at the end of the business 
cycle when market participants are anticipating a downturn.  The worst 
performing sector has been Consumer Discretionary, which is pro-cyclical and 

erforms the more defensive Utilities and Consumer Staples sectors 
Where we are in the business cycle, 

recession drives investment decisions.  Based on the relative performance of 
the Utilities and Consumer Discretionary sectors, it appears that the market sees this five year old economic expansion, 

tepid though it has been, may be nearing its conclusion.
traditionally safer Utilities sector having outperformed t
market year-to-date, the traditional safe haven asset classes of US Treasuries and 
Gold have been outperforming equities year-to-date as well.  That risk
are finding more favor than risk-on assets, and that the “smart money” 
seller of risk-on assets, is further indication to us that we are nearer a top than 
many market participants may realize.

If we dial down a little deeper into who is buying these sector
another perfect example of irrational investor behavior in the late stages of a bull 
market.  The financial industry divides market participants into two broad 
categories:  the “Smart money” includes institutional investors like pension funds
endowments and insurance companies, whose managers

ide their investment decisions, and “Dumb money” (who we will more kindly refer to as 
typically refers to the average “Mom & Pop” investor, who has historically been more pro
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“The signs of financial imbalances are there,” Mr. Borio said.  “That’s why we are emphasizing it is 

re not taking advantage of 
booming stock markets to step up investment.  That is one reason that gains in productivity – the 

have slowed in most advanced economies, the bank said.
,” the BIS said.  “Instead of 

adding to productive capacity, large firms prefer to buy back shares or engage in mergers and 

the world is drunk on easy 

“The temptation to postpone adjustment can prove irresistible, especially when times are good and 
consequence is a growth 

over time sows the seeds of its 

warnings from some of the world’s most qualified monetary 
, the S&P500, Dow and NASDAQ* all sit within spitting 

date, respectively (through June 27)

drives investment decisions.  Based on the relative performance of 
the Utilities and Consumer Discretionary sectors, it appears that the market sees this five year old economic expansion, 

nearing its conclusion.  In addition to the 
traditionally safer Utilities sector having outperformed the broader equities 

date, the traditional safe haven asset classes of US Treasuries and 
date as well.  That risk-off assets 

on assets, and that the “smart money” is an eager 
on assets, is further indication to us that we are nearer a top than 

If we dial down a little deeper into who is buying these sectors we can see 
r behavior in the late stages of a bull 

divides market participants into two broad 
institutional investors like pension funds,
whose managers follow a rigid discipline 

(who we will more kindly refer to as 
investor, who has historically been more prone to 
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buy high and sell low, as well as corporations who attempt to goose waning earnings metrics in the late stages of the 
business cycle by buying back their own shares.
urge their clients to follow the example of the 
retail investors.  The chart on the bottom of the previous page
smart money has been buying defensive Utilities and 
selling just about everything else, while 
have been net buyers, favoring the riskier sectors. 

Additionally, as retail investors are again chasing
at potentially the wrong time, they have also been 
attracted to the higher yields only available in riskier fixed 
income categories.  The average yield of junk bonds (those 
issued by corporations deemed to be below investment 
grade by the major rating agencies) has been driven to 
near historic lows.  These yields typically will begin 
and the value of the underlying bonds will 
economy weakens because investors do not
principal repayments during the next recession.  
risky assets, the likely result will be an across the board sell
have been piling their retirement savings, again.

Not only have retail investors repeated their ill
market peak behavior of the past, corporations are buying 
back their own shares at exactly what would seem to be 
the wrong time. As noted in the above mentioned annual 
report from the BIS, Q1 2014 saw the most corpora
share buybacks, through which CFO’s buoy earnings per 
share performance by reducing the number of shares 
outstanding, since the third quarter of 2007.  That prior 
peak in buybacks coincided exactly with the peak of the 
last bull market.  As happened at that last peak
the second quarter we have seen a reduction in buyback activity, which to us is yet another indication that we are
nearing a top.

In our last letter we pointed out that the level of margin 
debt on the NYSE had finally surpassed the inflation adjusted 
peak in 2007.  Since that time, it appears that we have finally 
reached a peak in margin debt for this cycle, having topped 
out in February.  What is important to not
debt peaked out 5 months prior to the ulitmate equity 
market peak in 2000 and only 3 months prior to the 
ultimate equity market peak in 2007.  If February holds as 
the margin debt peak for this cycle, it would be a strong 
indicator that this bull market we’ve experienced since 
March 2009 may be living on borrowed time.
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, as well as corporations who attempt to goose waning earnings metrics in the late stages of the 
business cycle by buying back their own shares.  The activity of these categories is tracked by analysts 

example of the smart money whose long term track record is considerably better than 
bottom of the previous page, from Bank of America Merrill Lynch

sive Utilities and 
le retail investors 

ng the riskier sectors. 

are again chasing equities 
the wrong time, they have also been 

only available in riskier fixed 
junk bonds (those 
below investment 

) has been driven to 
will begin to rise, 

of the underlying bonds will fall, as the 
do not want to be stuck holding debt of companies that may default 

the next recession.  Based on history, once investors and speculators begin to dump these 
risky assets, the likely result will be an across the board sell-off in risk assets, including the stocks into which Mom & Pop 
have been piling their retirement savings, again.

il investors repeated their ill-fated 
market peak behavior of the past, corporations are buying 
back their own shares at exactly what would seem to be 

s noted in the above mentioned annual 
Q1 2014 saw the most corporate 

share buybacks, through which CFO’s buoy earnings per 
share performance by reducing the number of shares 
outstanding, since the third quarter of 2007.  That prior 
peak in buybacks coincided exactly with the peak of the 

that last peak, corporations in Q1 were the largest net buyers of stock,
the second quarter we have seen a reduction in buyback activity, which to us is yet another indication that we are

ut that the level of margin 
debt on the NYSE had finally surpassed the inflation adjusted 
peak in 2007.  Since that time, it appears that we have finally 
reached a peak in margin debt for this cycle, having topped 
out in February.  What is important to note is that margin 

5 months prior to the ulitmate equity 
only 3 months prior to the 

.  If February holds as 
the margin debt peak for this cycle, it would be a strong 

is bull market we’ve experienced since 
March 2009 may be living on borrowed time.
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, as well as corporations who attempt to goose waning earnings metrics in the late stages of the 
by analysts so that they can 

whose long term track record is considerably better than 
from Bank of America Merrill Lynch, shows that the 

debt of companies that may default on coupon or 
nce investors and speculators begin to dump these 

off in risk assets, including the stocks into which Mom & Pop 

corporations in Q1 were the largest net buyers of stock, but already in 
the second quarter we have seen a reduction in buyback activity, which to us is yet another indication that we are likely
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As of the date of this letter, the S&P 500 has gone more than two months without a daily move, up or down, in excess of 
one percent.  Not since the mid 1990’s have the markets experienced a longer streak of low volatility.  The implied, or 
expected, volatility levels in both the equity and currency markets are at lows not seen since 2006.  Historically, periods 
of low volatility have bred investor complacency and led to boughts of 
extreme volatility.  

Famed economist Hyman Minsky suggested in his Financial Instability 
Hypothesis that prolonged financial stability, especially when caused 
by extra-market forces (i.e. central bank stimulus), leads to irrational 
investor expectation and activity and is most frequently the precursor 
to periods of extreme financial instability.  As the chart to the right 
shows, volatility has been irregularly low for years.  In fact, the last 
spike in volatility was in 2011, coinciding with the last quarter of 
negative GDP and the turbulent market sell-off that we discussed 
earlier.  Extreme spikes in volatility, like Hyman Minsky stated, 
typically follow periods of extended lack of volatility. Our expectation 
is that after three years of historically low volatility the next spike will 
be significant.

We continue to feel that an elevated cash position and an allocation to the traditionally “risk-off” asset classes of US 
Treasuries and precious metals are appropriate in the current environment.  Throughout recent market history those 
who have been fearful while the masses are greedy and greedy while the masses are fearful have had the best long term 
results.  By preserving capital for a time when equity valuations are more attractive and market risks are less prevalent, 
as well as preserving a willingness to assume risk when the dumb money is fearful, we hope to be able to better 
position our clients for more attractive long term risk-adjusted returns.  

As always, we appreciate your trust and confidence and welcome your feedback to this letter.  Please do not hesitate to 
call or email with any questions or to schedule a face-to-face portfolio review.  Enjoy the rest of your summer!

Sincerely,

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

*Indexes, such as the Dow Jones Industrial Index and S&P 500 Index, 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.


