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A Disturbance in the Force? 

 
Thursday’s unusual nega�ve market occurrence evolved into a huge 

market route today as a confluence of events came together to s�r up 

quite a bit of fear in the market.   Three big events turned the markets 

upside down: 

 

• Italy’s elec�on results throw the stability of the Euro into ques�on 

as the new government is unlikely to support the harsh austerity 

measures that have been in place.  This could be at odds with Ger-

many and requirements to meet certain debt:GDP ra�os.   

• Chinese PMI came in much weaker than expected at 50.2.  This was 

well below expecta�ons of 54.2.  But it is important to bear in mind 

that this could be par�ally due to the Chinese New Year and a vola-

�le dataset from survey par�cipants.   

• Lastly, the Yen rallied sharply versus the Euro.  This was at least 

par�ally due to the Euro concerns stemming from Italy, but also 

due to the fragile environment already in place in the foreign ex-

change markets where the Yen has been ar�ficially talked lower via 

Japanese policymakers.   

 

By the end of Monday’s session the S&P 500 had closed lower by 1.8%, 

the Yen had rallied 4%+ versus the Euro (intraday) and the VIX had 

surged over 34%.   Mr. Market, as they say, was throwing one of this  
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temper tantrums.    

 

Understanding Price Disequilibrium 
 

As you know, I’ve been discussing a poten�al risk of “disequilibrium” in the markets for a few 

weeks now.  I want you to really understand how I think about this because I think it’s a cru-

cial component in proper risk management.  As I men�oned last week, the tendency is to 

chase a rising market.  But this is all too oDen the wrong approach as the market tends to be-

come increasingly risky as prices rise.  This isn’t always the case, but it oDen is.  This effect be-

comes even more exaggerated when prices rise in a very brief period.  When prices rise in a 

very short period due to various factors we oDen see an environment where a price disequi-

librium can develop.  This creates a price compression.  That is, the market begins to price in 

several quarters worth of 

posi�ve market ac�on inside 

of a very brief period.  ODen 

�mes this price ac�on ends 

up being correct over a long-

er period of �me, but ends 

up being wrong in the near-

term as the disequilibrium 

proves overly op�mis�c in 

the near-term.   

 

A prime example of this is the 

Nasdaq bubble.  Were inves-

tors wrong that the internet 

was going to drama�cally change the way the world operates?  Were they wrong to price in 

this vast improvement in the way we operate our businesses and lives?  No.  But the issue was 

a disloca�on between the actual �meline of these real-world impacts and the price of the 

shares that represented those impacts.  As it turns out, the internet did have a massive impact 

on the world and it totally transformed the global economy.  But it didn’t occur within the 

�meframe that share prices represented.  Current fundamentals and op�mism were discon-

nected resul�ng in an extreme disequilibrium and a massive price compression.   

 

2 



 

 

Euphoria turned to manic irra�onality which created an extreme disequilibrium and we all know how 

that ended.  That same sort of thing happens in the markets in a much less irra�onal, but more fre-

quent basis all the �me.    

 

My job as a risk manager has always been to iden�fy when these poten�al disequilibriums are occur-

ring.  I don’t think of it as �ming the market.  I think of it as viewing the summa�on of the system’s 

variables and deciphering whether the odds create the poten�al for instability.  Success is oDen about 

playing probabili�es as opposed to guessing about future events.   

 

Why does any of this maIer you ask?  It maIers because nega�ve vola�lity is a porJolio’s worst 

friend.  Not only does nega�ve vola�lity create destruc�ve permanent losses via the unfortunate 

math of share prices (for instance, it takes a 100% gain to overcome a 50% loss), but it creates uncer-

tainty and instability within what is actually your savings porJolio.  This throws a wrench in life’s plans 

and creates turmoil.  I try to smooth that out not by being able ride every single market move higher 

or by avoiding every single dip lower, but by smoothing out the path to genera�ng real returns.  A big 

part of this involves having a process for iden�fying extremely risky market environments.  Being able 

to do that requires a highly structured understanding of the macro environment and a methodical, 

disciplined and mechanical approach to markets.    

 

More Sequester Fear to Come?   

 
On that note, I do wonder if there isn’t a bit more fear to come in the coming weeks as the current 

disequilibrium corrects itself.  The following is a nice summary of things to come via the sequestra�on 

cuts: 

The 2013 sequester includes: 

• $42.7 billion in defense cuts (a 7.9 percent cut). 

• $28.7 billion in domes�c discre�onary cuts (a 5.3 percent cut). 

• $9.9 billion in Medicare cuts (a 2 percent cut). 

$4 billion in other mandatory cuts (a 5.8 percent cut to nondefense programs, and a 

7.8 percent cut to mandatory defense programs). 

 

 

 



 

 

 

Con�nued… 

“The CBO es�mates that the combined federal fiscal �ghtening taking place in 2013 is 

knocking 1.5 points off GDP growth for the year. Of that, about 
5
/8 of a percent (or 

0.565%) is due to the sequester. Macroeconomic Advisers similarly es�mates that the 

sequester will shave off 0.6 points from the year’s growth rate.” 

These aren’t dras�c economic altering changes to the budget, but they do nega�vely impact 

an economy that is already nearing stall speed.   And when we throw in the renewed uncer-

tainty regarding Europe it looks like Mr. Market’s bi-polar disposi�on is likely to con�nue.  As 

always, I’ll keep you informed on where I think we stand as these developments unfold.   
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Important Disclaimer 
Nothing contained herein should be construed as an offer to buy any 

security or a recommendation as to the advisability of investing in, pur-

chasing or selling any security. Some of the statements contained 

herein are statements of future expectations and other forward-looking 

statements. These expectations are based on Orcam's current views 

and assumptions and involve known and unknown risks and uncertain-

ties. Actual results, performance or events may differ materially from 

those in such statements due to, among other things, general econom-

ic conditions, performance of financial markets, Orcam Financial 

Group, LLC assumes no obligation to update any forward-looking 

information contained in this document. 
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