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Q2 NEWSLETTER

Stock market volatility returned, with 
significant downward pressure during the 
quarter. In fact the quarter was much more 
volatile than quarterly results indicate.  The 
S&P 500 was down more than 9% by May 31st. 
Current economic data is suggesting that global 
economic slowing is no longer just a threat, it is 
upon us. Our opinion is that it will likely get 
worse before it gets better. Much of this is being 
driven by the Euro zone crisis, including the 
slowing in China. 

With much of the Euro Zone in recession or 
headed there in short order, the markets are 
looking for any relief. On the last day of the 
second quarter (6/29/12), the S&P 500 was up 
2.5% on news that German Chancellor Angela 
Merkel capitulated, putting the Germans behind 
a vague agreement to buy Euro zone 
government bonds and bailout at-risk banks, 
implying that this was going to be a miraculous 
fix.  The same day Alan Greenspan (former U.S. 
Federal Reserve chairman) on a CNBC 
interview likened it to a sinking boat with holes 
in it, where the passengers finally agree to bail 
out the boat with their buckets, but have not 

plugged the holes created by poor fiscal policy. 
Ultimately, the Euro will collapse in the absence 
of a political/fiscal union; a financial or 
monetary union is not going to work. There is 
no easy answer to this and, “There is no credible 
way out of this without experiencing some 
pain.”2 Similar to the original congressional 
vote of TARP funding for U.S. banks, which 
failed under the first vote, it is going to take a 
catalyst, the markets (Dow Jones Industrial 
Average was down nearly 5% on the day). 3 It 
took the markets extreme negative reaction for 
politicians to finally react and a subsequent vote 
was approved. Bond market/liquidity crisis do 
not give you notice, they happen, literally 
overnight. This will be the only convincing 
thing to motivate the European leadership and 
when it is all said and done, it will likely cost at 
least several trillion Euros. And you thought our 
TARP program was expensive (at least TARP 
was profitable)?  

How will this impact the US economy? We 
will have a slow period (dare I say light 
recession), whether it is this year or next, time 
will tell. The Fed has cut their economic growth 
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A bit of back story on a previously printed photo: Construction of the St. Johns Bridge began one month before the Stock 
Market Crash of 1929. The bridge was built within 21 months and one million dollars under budget. At the time of its 
completion, the bridge had: the highest clearance in the nation, the longest prefabricated steel cable rope strands, the tallest steel 
frame piers of reinforced concrete, the first application of aviation clearance lights to the towers, and the longest suspension 
span west of Detroit.1 Great things are built in times of turmoil.

Q2 Economic Commentary
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estimates by .5% for the remainder of the year and more 
downward earnings revisions will come. There is no 
question that our world economies are closely linked at this 
time. Many analysts point to that fact that U.S. exports to 
Europe are a very small percentage of our GDP and 
therefore should have very little impact. This is short sighted 
however. What they fail to account for is how dependant we 
are on emerging markets, especially China, for revenue and 
earnings growth. We have seen the results of this with 
NIKE, who missed their earnings estimates at the end of the 
quarter on weakness in Western Europe and China. 4  While 
this may be anecdotal at this point, we see more to come. We 
have spoken before about the benefit the emerging markets 
are to U.S. multi-national firms who are counting on selling 
to the huge emerging middle class in China. The markets are 
counting on this continued growth and if Nike’s stock being 
down 9.5% on the news is any indication, it could get 
interesting. To reiterate, we believe that emerging market 
growth is a long-term theme that we want to get behind, but 
no growth story is linear and the normal ebb and flow will 
create opportunity.  

According to the research firm ECRI, U.S. real personal 
income growth has floundered, in fact it has never remained 
this low over a three month period without a recession 
ensuing. In the past 222 years we have experienced 47 
recessions and it appears that political officials believe we 
can postpone this recession indefinitely. 5 Of course, this 
time is probably different and our political officials have this 
under control, right? Anyway, the threat of a hard landing 

from a plane that is only flying a few feet off of the ground 
is minor. Nevertheless, we can’t rule out additional 
Quantitative easing, which will likely defer any recession in 
the short-run.

When will our economy return to a place of strength? 
The remedy is twofold. First, we must finish the 
deleveraging that has begun. Until both corporations and 
consumers alike return to a place of financial strength there 
will be very little gas in the tank for any sustained economic 
prosperity. Consumers still have a fair amount of 
deleveraging that is necessary. Secondly, consistent political 
policy must follow in order to give individuals and corporate 
leaders the confidence to begin making fixed asset 
investments again. “…just having a clear and coherent fiscal 
plan will part the clouds of uncertainty and encourage 
capital to put at risk, rather than sit as idle unproductive cash 
on corporate balance sheets.” 6 We have seen the return of 
sanity on a local level, with recent key decisions in 
California and Wisconsin. This is showing that individuals 
are willing to make the key sacrifices necessary to 
deleverage, and reclaim a path to growth. 
1.  http://en.wikipedia.org/wiki/St._Johns_Bridge
2.  Greenspan, Alan. CNBC Interview 6/29/2012.
3.   http://blog.afraidtotrade.com/historical-insights-from-the-tarp-
bailout-vote-failure-and-the-market-crash-in-2008/
4.   Nike, Inc. Consolidated Financial Statements, For the Period 
Ended 5/31/2012.
5.   ECRI, “Revoking Recession – 48th times the Charm? 5/9/12.
6.   Rosenberg, David. “Breakfast with Dave.” Gluskin Sheff + 
Associates, 6/11/2012.

We did not own enough bonds on the quarter. Unlike last 
quarter, it paid to own bonds with longer maturities as interest rates 
continued their downward trend. For the remainder of the year, 
rates should remain low. On the bond side, U.S. corporate credit is 
an area that is offering interesting risk adjusted returns and we 
believe there will be opportunity created through this muted 
earnings season to accumulate both investment grade and high 
yield bonds. Equities as a whole remain rather uninspiring at this 
point. 

Disclosures:
They are necessary and sometimes long-winded, but ours are pretty straight-

forward. Composite return represents all assets custodied at Charles Schwab 
Institutional under our discretion, excluding accounts designated for cash 
management. Performance data is time-weighted and net of fees. Individual returns 
will vary based on risk tolerance, timing of investment and other factors. Returns 
include both fixed income and equity investments. S&P index data, Merrill Lynch 
Bond index data, and Russell 2000 Small Cap data includes gross dividends. Investors 
cannot own an index, a hypothetical portfolio without fees or expenses. Data is 
provided for purposes of comparison only and may not be the most relevant 
benchmarks. Data is believed to be accurate but is not audited or guaranteed. Past 
performance is no guarantee of future results.
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QTR 1 YR Since 
Inception

Pilot Wealth 
Composite -1.31% 2.43% 3.27%

S&P 500 -2.75% 5.44% 9.18%

Merrill 
Lynch Bond 
Index

2.20% 7.64% 11.20%

Russell 
2000 Small 
Cap

-3.47 -2.08% 4.25%

Data as of 6/30/12. Performance calculated quarterly.
Composite inception 2/3/2011.
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