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July 1, 2020 –   Not Out of the Woods 

We hope that this letter finds you well and that you’ve been taking advantage of the summer sun after having 
been cooped up inside for much of the spring.  This quarter’s letter is graphic-heavy, so it runs a bit longer than 
usual.  There is a lot going on in markets and the economy which leaves us much to discuss.  Let’s dive right in. 

Following the fastest ever 30% decline from an all-time high, which we discussed in our last quarterly letter, we 
saw the largest ever 50-day gain in the S&P 500.  The S&P 500 Index*, Dow Jones Industrial Average* and the 
Nasdaq 100 Index* had their best single quarter performance since 1998, 1987 and 1999, respectively.   

 
When paired with the disastrous first quarter, the S&P 500 has lost just -4.04% since January 1st, the Dow has lost 
-9.55% and, amazingly, the Nasdaq has actually gained +12.11%... in the midst of the worst economic and 
employment crisis in living memory.  Paradoxically, by technical definition this may have been the shortest 
recession on record. 

From the National Bureau of Economic Research (NBER), whose job it is to identify and date changes in the US 
business cycle: 

“The usual definition of a recession involves ‘a decline in economic activity that lasts more than a few months.’  
However, in deciding whether to identify a recession, the committee weighs the depth of the contraction, its 
duration, and whether economic activity declined broadly across the economy (the diffusion of the downturn).  The 
committee recognizes that the pandemic and the public health response have resulted in a downturn with different 
characteristics and dynamics than prior recessions.  Nonetheless, it concluded that the unprecedented magnitude 
of the decline in employment and production, and its broad reach across the entire economy, warrants the 
designation of this episode as a recession, even if it turns out to be briefer than earlier contractions.”  

- NBER.org, June 8, 2020 
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Because of the nature of this economic 
shutdown and the phased reopening of 
state and local economies around the 
country that began in April, the recession 
that the NBER determined to have begun 
in February may have reached its trough 
in early May.   

Economic conditions may very well have 
stopped getting worse over the course of 
the second quarter, but it is undeniable 
that the state affairs as the third quarter 
begins is abysmal.  The US unemployment 
rate, which was at a 50-year low of 3.5% in 
February, ticked up to 4.4% in March and 
exploded to 14.7% in April, the highest 
rate in records back to 1939.  While there 
was an improvement in the May survey 
data, unemployment fell slightly to 13.3%, 
we still find ourselves considerably above 
the worst monthly unemployment rate 
reached during the Global Financial Crisis 
(GFC) of 2008-2009.  

The Bureau of Labor Statistics (BLS), who 
collects the monthly employment survey 
data and calculates the official 
unemployment rate, noted that the last 
two months’ data may have undercounted 
the unemployment rate by as much as 3% 
due to confusion by interviewers as to how 
to classify workers that were on temporary 
furlough or were temporarily laid off due 
to work site closures.   

A broader measure of the labor market, the 
employment-population ratio, is not 
subject to such uncertainties.  This ratio 
simply shows the percentage of the 
nation’s adult population that is currently 
working.  As you can see in the middle left 
graphic, approximately half of the adult 
US population is without work for the first 
time in the post-WWII era, and no state 
was spared from double digit job losses.   
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In response to these horrific employment 
statistics, Congress and the Treasury Dept 
came to the rescue by passing the CARES 
Act which supported small businesses 
with forgivable loans, delivered no-
strings-attached checks to most American 
households and implemented a temporary 
$600/week federal supplement to states’ 
unemployment insurance recipients.  That 
additional stimulus has proven to be a 
boon and without a doubt it has kept the 
economy afloat. 

“When the US economy was embroiled in the 
Great Recession, personal incomes – the 
money that people get from wages and 
salaries, Social Security and other 
government benefits – declined on the whole. 
But as stimulus checks were deployed this 
spring in rapid response to the coronavirus 
pandemic, American incomes actually rose.  
Oxford Economics estimates social benefits 
lifted income by roughly $3 for every dollar 
lost in compensation. 
Disposable income also leaped 12.9% in April.  
Personal savings rose to a historic 33% from 
April to May as Americans stockpiled cash 
during the government mandated 
shutdowns.” 

- CNBC.com, June 5, 2020 

Unlike what has occurred in past 
recessions, aggregate personal income 
increased in the month of April, by a 
whopping 10.5%, as the shutdown-
induced furloughs and layoffs took hold.  
As a result of the massive loss of 
employment income and the 
unprecedented short-term fiscal benefits, 
as of the latest data a quarter of total 
personal income in the US now comes 
from the federal government.  This, of 
course, begs the question “What happens 
when that short-term flow of relief income 
dries up?”  
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The US Federal Reserve likewise stepped 
up to prevent a seizing of the financial 
system by responding exactly how they 
did during the GFC.  The primary tool of 
monetary policy for decades prior to the 
GFC was the Fed Funds Rate, which is the 
overnight lending rate the Fed charges to 
banks that need to borrow to bolster 
reserves.  In mid-March, in response to 
what they deemed a “profoundly 
uncertain” economic outlook, the Fed 
slammed the Fed Funds Rate target back 
down to 0-0.25% after only having been 
able to raise it to a range of 2.25-2.50% 
during the prior 10+ year expansion.   

At its most recent policy meeting on June 
10th, members of the Federal Open Market 
Committee (FOMC), which is the voting 
body within the Federal Reserve tasked 
with setting interest rate policy, indicated 
that they expect short term interest rates to 
remain pinned to the floor at least through 
the end of 2022.  That is not the most 
ringing endorsement of the prospect of a 
quick snap-back in economic activity. 

The Fed Funds Rate as a policy tool has now effectively been exhausted for the foreseeable future, unless the 
Fed were to follow the Bank of Japan and the European Central Bank into the upside-down world of negative 
interest rates.  Negative policy rates are a strategy the Fed has repeatedly said is not on the table, but many 
market participants wonder if a stagnant economic rebound or a second wave-induced double-dip recession this 
fall might change their minds. 

“Most economists expect the Fed to resist going subzero.  But there are still some who say the central bank will 
eventually follow Europe and Japan down that road.  Bankrate’s chief financial analyst Greg McBride even said in 
a report Monday that he thinks negative rates are “inevitable” in the United States. 

[US Fed Chair Jerome] Powell has called for more fiscal stimulus, but he has stopped short of advocating for negative 
interest rates.”        -  CNN.com, June 8, 2020 

The additional fiscal stimulus that Chair Powell is calling for Congress to enact is an extension of the household, 
unemployment and small business relief we discussed above.  It is rare for a Fed Chair to wade into the waters 
of fiscal policy and, in the dozen years since the GFC, Chairs Ben Bernanke, Janet Yellen and, prior to now, 
Jerome Powell all have been loath to do so.  The fact that Jerome Powell is now calling on Congress to keep their 
foot on the pedal may be an indication of his assessment of the grave and ongoing risk to the US economy as 
well as his assessment of the extent and efficacy of the Fed’s remaining tools. 
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In the wake of the GFC, once the Fed had lowered interest rates to zero we saw them lean heavily on successive 
rounds of quantitative easing (QE).  QE, as long-time readers well know, is a monetary policy tool by which the 
Fed creates dollars and uses them to purchase massive amounts of US Treasuries and mortgage-backed 
securities from commercial banks in order to increase those banks’ reserves, in the hopes that the banks will lend 
those funds into the broader economy.   

In late 2008, in its first round of QE, the Fed increased its balance sheet, which is the total financial assets held 
by the central bank, from just over $900 billion (with a ‘b’) to $2.25 trillion (a ‘t’ this time) in just three months. 
Over the next six years and several additional rounds of QE, each in response to wobbles in the economy or 
equity markets, the Fed’s balance sheet ballooned to $4.5T, where it stayed for a number of years as the economy 
continued to hum along.  Many economists, following the announcement of the initial round of QE in late 2008, 
expected that this level of money printing was sure to be hyper-inflationary.  They turned out to be wrong, and 
over the past decade the Fed’s 2% inflation target proved difficult to hit.  Hold that thought. 

 
In response to the COVID-19 economic shut-down, the Fed increased its balance sheet by a massive $3 trillion 
dollars in just three months.  They also took the unprecedented step of expanding the securities eligible for  
purchase from just US Treasuries and mortgage-backed securities to include exchange traded funds (ETFs) that 
invest in both investment grade corporate bonds and non-investment grade corporate bonds (aka junk bonds) 
as well as purchasing individual bonds of US corporations in the secondary market.  This amount of additional 
liquidity in the financial system and overt support for the extremely indebted corporate sector did wonders to 
turn around the risk appetite of investors that had so dramatically soured in response to the economic shutdown.  
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Congress and Treasury have at least temporarily plugged the hole in household balance sheets and the Fed has 
gotten risk appetites off the floor, but that does not necessarly mean that the coast is clear. 

The $600/week of additional federal unemployment insurance benefit is set to expire at the end of July.  As 
indicated by the spike in personal income mentioned earlier, approximately two-thirds of those receiving 
unemployment benefits are bringing home more now than they were making prior to the COVID-19 shutdown.  
This largesse has prompted many in Congress to argue against an extension of benefits, which they say 
disincentivizes those earning more while not working from leaving home to seek a new job or return to their old 
one.  Also, they point to the fiscal damage already done by the first round of relief as a reason not to extend. 

From the Committee for a Responsible Federal Budget, based on the CARES Act’s planned unemployment 
benefit expiration later this month: 

“Last year, the budget deficit totaled $984 billion.  Under current law, we project the deficit will be nearly four 
times as large this year, exceeding $3.8 trillion… 
By way of comparison, the previous record for nominal deficits was set in 2009, when borrowing reached $1.4 
trillion.  As a share of GDP, deficits never rose above 10% during the Great Recession.  The only time deficits have 
ever exceeded our projection for 2020 of 18.7% of GDP was in a three-year span during World War II – reaching a 
high of 29.6% in 1943.” 

- CRFB.org, April 13, 2020 

 

The flip side to that argument, and the reason many are pushing for an extension well into 2021, is the potential 
loss of economic demand (personal consumption) that would be precipitated by the cessation of those benefits. 

“…not extending the $600 unemployment boost will likely cost the US over five million jobs over the next year,” 
according to EPI.  “Letting this extra $600 in unemployment insurance benefit expire at the end of July would itself 
cause more job loss than was seen in either of the recessions of the early 1990’s or early 2000’s,” writes Josh Bivens, 
director of research for the Economic Policy Institute. 
Extending the $600 unemployment benefits through the middle of next year would provide an average GDP 
quarterly boost of 3.7%, Bivens predicts… 
“When 30 million people are no longer getting $600 extra dollars, that’s going to have a multiplier effect on the 
whole economy,” says Michele Evermore, senior policy analyst for the National Employment Law Project. 

- CNBC.com, July 1, 2020 
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The first round of fiscal stimulus was 
intended to be a temporary lifeline to those 
employees whose places of work were 
forced to shut down while the country went 
into self-imposed lockdown to flatten the 
curve and manage the potential strain on 
our healthcare system.  Unfortunately, we 
are now experiencing a surge in new cases in 
many of the states that fared the best in the 
spring.  Many states and cities are now 
slowing, stopping, or outright reversing 
their plans to reopen their economies.  As 
bars and restaurants are forced to close 
again, or the resumption of inside dining is 
delayed or maximum capacity further 
curtailed, the need for those income benefits 
will be just as acute as it was in March. 

While the states in the Northeast that were 
hardest hit in March and April are major 
contributors to the nation’s economy, those 
states and metro areas that are now seeing 
spikes are also important hubs of economic 
activity.  Until the entire country is fully 
open for business we can’t expect to come 
close to the economy we had pre-pandemic.   

Even if restaurants and retail establishments 
are permitted to open their doors, 
consumers’ willingness to be exposed to 
perceived health risks will largely determine 
the duration of the economic dislocation.  In 
a recent Gallup poll 64% of respondents said 
that they expected COVID-related 
disruptions to daily life will continue at least 
through the end of this year. 

Add to this the likelihood that K-12 schools 
will not all be able to open fully in 
September and the disruptions in college 
and university towns and cities when many 
students don’t return for in-class learning.  
We are several quarters away, at a 
minimum, from the resumption of economic 
life as usual. 
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So how does all of this apply to the allocation of your 
investment portflio?  Whether you want to call the 
recent COVID-19 new case spikes across the country 
a second wave or a continuation of the first wave, the 
slowdown or reversal of economic reopening will be 
extremely deflationary, which historically has been 
very bad for equities and very good for bonds.   

In our last letter we were able to show how well our 
preferred safe havens, gold and US Treasuries held 
up during the first quarter turmoil relative to US 
equities.  As it turns out, while demand for equities 
recovered in the second quarter, demand for our 
favored safe havens did not evaporate.  Year-to-date 
through June 30th, both US Treasuries and gold have 
handily outperformed the broader S&P 500 Index 
and even the tech-laden and seemingly gravity-
averse Nasdaq 100 Index. 

We are not yet out of the woods on the public health 
front, obviously.  By the time you read this letter, 
more states, counties and cities may have taken steps 
to reduce the potential community spread of the 
virus over the 4th of July holiday weekend, which will 
further hinder the economic recovery.  

As a result of the -5% drop in first quarter GDP, US 
equity over-valuation relative to the size of the 
economy is now worse than it was pre-pandemic.  
The Atlanta Fed’s expectation for a -37% drop in the 
second quarter would push this metric to the worse 
levels in history.   

As seen in the two charts on the bottom left, US 
equity performance continues to stretch further and 
further from the historic long term average (LTA) 
relative to equity performance in the rest of the world 
(RoW) despite the rest of the developed world’s 
much better prospects for a return to economic 
normalcy.  There is very little to suggest that US 
equities are currently a prudent place to allocate your 
investment resources.   

Our recommendation for the time being is to stay the 
course, with an overweight to safe haven assets and 
an underweight to US equities.   
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As mentioned above, we are currently allocated to weather a second deflationary shock should the recent trend 
in new cases and resumption of social distancing measures continue.  Eventually, however, we expect we will 
achieve herd immunity as a result of a widely administered vaccine, and some semblance of normal economic 
activity will begin to resume.  At that point, the massive amount of liquidity provided by the Federal Reserve 
and massive deficit spending undertaken by Congress may very well become extremely inflationary. 

The M2 Money Stock is a measure of the total cash, checking deposits, savings deposits, money market securties 
and time deposits, such as CDs.  As seen above, the recent fiscal and monetary stimulus measures have caused 
the M2 money supply to skyrocket, having increased an unprecedented (I know, we’ve used that word a lot) 
23.1% year-over-year.  With more dollars chasing a decreasing quantity of goods, due to shutdown-induced 
drops in manufacturing and production, prices should begin to rise at some point.  All that is needed is a pick-
up in the velocity of money. 

Velocity of money is a measurement of the rate at which money changes hands across the economy.  One of the 
reasons the Fed had a difficult time manufacturing inflation over the past decade despite the balooning of its 
balance sheet was a steadily falling velocity of money.  If this metric were to tick up, all of the excess liquidity 
created since the GFC, and especially in the last few months, could become dry tinder in an inflationary inferno. 
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Velocity of money is a metric that we will be watching 
extremely closely, as will much of the professional 
investing community as evidenced by recent 
volatility in flows into and out of Inflation-Protected 
Bond Funds.  As we’ve mentioned before, inflation is 
the mortal enemy of long-duration bond holders 
because it eats away at the real value of the income 
stream those bonds generate and the real value of the 
cash returned when those bonds mature.   

Our love affair with long-dated US Treasuries, 
therefore, is likely not going to survive the proverbial 
7-year itch.  We remain poised to reduce or eliminate 
our exposure  should inflation expectations start to 
take hold.  Our base case is for another round of 
deflationary market action prior to this occurring, but 
we are on high alert. 

Gold, on the other hand, has the potential to perform 
extremely well in coming years.  It is considered by 
many to be an excellent inflation hedge, but more to 
the point it is a hedge against a loss in confidence in 
the existing currency system.  If central banks can 
conjure dollars, euros, yen or yuan out of thin air, at 
will, and governments can run multi-trillion dollar, 
euro, yen or yuan deficits indefinitely, what does that 
say about the true value of those dollars, euros, yen or 
yuan?   

Gold was the top performing major asset over the past 
12 months and has attracted the attention of many 
asset managers who have to this point held no 
exposure.   

“Before the COVID-19 pandemic, most private banks 
recommended their clients hold none or just a tiny 
amount of gold.  Now some are channelling up to 10% 
of their clients’ portfolios into the yellow metal as the 
massive central bank stimulus reduces bond yields –

making non-yielding gold more attractive – and raises the risk of inflation that would devalue other assets and 
currencies… 
Nine private banks spoken to by Reuters, which collectively oversee around $6 trillion in assets for the world’s 
ultra-rich, said they had advised clients to increase their allocation to gold…  The boost in demand could be a self-
fulfilling prophecy for the metal’s price, as any shift in allocation from bond and equity markets, estimated at up to 
a combined $200 trillion, has a much larger impact on the smaller gold market, estimated at less than $5 trillion.   

– Reuters.com, June 18, 2020 
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No one knows what the future holds, but we have not deluded ourselves into 
thinking that the worst of the COVID-19 pandemic is behind us.  It is 
terrifying to consider that this coming fall and the onset of the 2020-21 flu 
season could bring about another surge of infections around the world.   

Scientists have learned a lot about the virus over the past few months, and 
they continue to learn more every day. Treatments and therapies are 
improving, and as a result case fatality rates appear to be falling, but 
continued vigilance and discipline by conscientious members of society and 
our leadership are what will prevent the worst of possible scenarios from 
coming to pass.   

The same is true with regards to your investment portfolios.  Patience and 
discipline have served us well over the last six very volatile months.  The last 
thing we want to do is assume the coast is clear and join the pool party going 
on in the over-priced equity market.   

We appreciate your continued confidence and trust.  Please do not hesitate to call or email with any questions 
or concerns.   

Enjoy the rest of your summer, stay safe and be well! 

 

Sincerely, 

 
 
Clay Ulman, CFP®    Jim Ulman, ChFC, CLU, MBA 
 
*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 Nasdaq 100 Index is a basket of the 100 largest, most actively traded 
US companies listed on the Nasdaq stock exchange.  Indices such as the S&P 500 Index, the Dow Jones Industrial Average 
and the Nasdaq 100 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.  All investing involves risk, including loss of principal.  No 
strategy assures success or protects against loss. 

All indices are unmanaged and cannot be invested into directly.   

 

 


