
Closing Thought
Experience is a hard teacher because she gives the test first,  
the lesson afterwards.  

—Vernon Sanders Law
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Job creation appears to finally be accelerating with the release of June’s Payroll 
numbers just prior to the 4th of July holiday. June saw +288,000 new jobs with 
upward revisions for both April (now 304,000) and May (now 224,000). 

Looking at the last several quarters, seven of the last nine months have shown 
greater than 200,000 jobs being created with the exception of December 2013 
and January 2014 (both months were significantly impacted by the winter 
weather). A continuation of this trend is a necessary first step to laying the 
foundation for economic growth above the meager 2% we have averaged for the 
past 5 years.

The unemployment rate is now at 6.1%, but the most important aspect of the 
employment picture nationally is the labor force participation rate, which is 
holding steady at 62.8% (last seen in 1978). In our view, this is among the most 
important indicators of US economic health—jobs being created and workers 
remaining in and entering/re-entering the labor force (to accept those positions) 
is vital to ending the lingering effects of the Great Recession. 

Last quarter we discussed weekly unemployment claims with the guidance that 
numbers at or below 300,000 would signify strengthening in the labor market. 
Some improvement is visible here but the most recent 4 week moving average 
remains slightly elevated at 315,000. With the job creation discussed above, we 
expect to see weekly claims fall below 300,000 by mid October.

Also discussed last quarter, Industrial Production in May 2014 continued its 
improvement—year over year it was up 4.3%. We have seen a grinding but 
positive improvement in capacity utilization (now at 79.1%—close to reaching a 
level of 80% which is the long-run average from 1972-2013). 
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SECOND QUARTER MARKET REVIEW AND DISCUSSION INVESTMENT RISK: NOW IS A GOOD TIME TO REVIEW
The second quarter of 2014 continued the broader trend of slow and steady market increases with an occasional period 
of pull-back, but not to a level to qualify as a correction (defined as –10%). The most interesting aspect was the sell-off in 
April and May of US small cap stocks, which historically are more volatile. These companies’ stocks were likely oversold 
and, as is often the case, buyers came in to purchase at more attractive prices. 

Many are now focused on when, not if, a market 
correction will occur. Historically, corrections of –10% 
occur every 30 months. We are currently at 33 months 
into this bull market. We should not be surprised to see an 
event trigger a temporary sell off which could approach 
that level (-10% correction). However, assuming market 
activity repeats itself also requires acknowledging that a 
sell off is not a “bad thing” long-term as it sets the stage 
for additional upside.

On the international front, the Eurozone continues to 
stumble forward, aided by the European Central Bank’s 
(ECB) intervention in June to help stave off deflation. We 
expect the ECB will be forced into adopting some version 
of Quantitative Easing before the end of this year. We 
continue to watch Europe but are not yet ready to assume 
larger positions for our equity allocations.

The memory of the Great Recession and its impact on 
the stock market is still with us all, but as time marches 
forward, we thought it relevant to discuss investment risk 
and risk tolerance. 

One of Praetorian’s core beliefs is that market downside is 
more painful than the upside is pleasurable. This is both a 
function of “market math” (e.g., a –25% decline requires a 
+33% increase just to return to your start point) and human 
nature. All of us incorporate (knowingly or not) emotions 
into our decisions. Perhaps nowhere is it potentially as 
dangerous as those decisions involving money. 

In reality, everyone is more likely to make a poor, 
emotionally based, sub-optimal decision under the 
relentless bombardment of a market correction (-10%) or 
a bear market (-20%). Yet this is exactly the time to remain 
focused on the longer-term horizon and what you are 
striving to accomplish—thus doing your best to minimize 
emotionally driven, knee-jerk decisions.

Investment risk is a broad concept consisting of three legs 
of a stool: risk capacity, risk tolerance and risk requirement. 
We will discuss each:

  Risk Capacity. This is a function of your financial ability 
to bear the downside risk of financial markets without 
having it placing an excessive adverse impact on your 
current and future standard of living. The greater assets 
(both physical/financial and human capital) and the 
lower debt you have, the greater ability you have to 
accept risk. Note that this does NOT imply that you want 
to or need to accept this risk, but merely that you can.

  Risk Tolerance.  This encompasses your emotional 
ability and willingness to accept financial risk and can 
be roughly thought of as your gut feeling when markets 
are in the midst of a challenging downside selloff. For 
most investors, this concept contributes to making you 
susceptible to bad decisions at the worst possible time. 
Recency bias (I weigh the most recent experiences the 
strongest and discount others significantly) coupled with 
the emotional tendency to extrapolate current trends 
as a new permanent course contribute to the need to 
recognize this in ourselves first and then counter the 
“emotional you.”

  Risk Requirement. The final leg of the stool—a simple 
question and a difficult answer. How much risk do 
you NEED to accept in order to have a high probability 
of reaching your goal(s)? If your risk capacity is low 
and you have lofty goals, a high risk requirement is in 
order. You can compare that requirement with your 
risk tolerance to see if you truly have the stomach for 
the equity market ups and downs you need to accept. 
Conversely, with a lifetime of accumulated assets, little 
to no debt and many items checked off your bucket 
list, why accept financial risk that can primarily only 
adversely impact you and your heirs? No reason that we 
can see.

In conclusion, with equity markets at all-time high levels for 
the Dow Jones and S&P 500 and the NASDAQ at 14 year 
highs, it is an ideal time to take a walk alone and quietly 
ask if your risk appetite is in need of a tune up.

President’s 
Commentary

the final reading for the first Quarter US 
GDP came in at an abysmal –2.9%, the first 
such contraction since Q1 2011. We don’t 
see this reoccurring in the second quarter 
(first data reading will be 30 July 2014) and 
thus any fear of a recession are overstated.

the major contributing factors included a sharp 
decline in domestic private investment. However, 
these declines came after strong increases in the 
4th quarter — looking at a longer period helps to 
reduce the quarter-to-quarter variability.

this leads me to encourage all of us to remem-
ber not to view the economy through a small 

“keyhole” of the most recent data point 
(emphasis on the singular). no economic 
statistic upon release is final nor definitive 
— critical to remember that in an econo-
my of 155 million workers and $17 trillion 
in output, you are watching a movie, not 
looking at a snapshot.  
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