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Cracks in the Market Founda�on? 

 

An unusual thing happened to the stock market this week.  Mr. Market 

actually showed signs of vulnerability.  This week’s decline in the S&P 

500 was marginal as we’re only 1% off the high hit early in the week.  

But that didn’t stop some investors from overreac�ng to the sharp 2% 

decline from 1530 to just under 1500.  But it’s important to keep 

things in perspec�ve.   

 

The consensus view is s�ll very bullish.  The NAAIM survey is s�ll show-

ing that mon-

ey managers 

are through 

the roof bull-

ish.  The latest 

reading of 91 

is shy of the 

recent highs, 

but remains 

higher than 

any level since 

the summer 

of 2007 when 

stocks were near all-�me highs.   
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My quan�ta�ve risk models remain high by historical standards though they’ve come down 

some in recent weeks.  The cur-

rent reading is s�ll consistent 

with a market that remains risky 

to contribute to on the long side.  

I would let the recent turbulence 

play out before deciding to make 

any further tac�cal moves.  This 

remains the type of environment 

where sen�ment can shi9 very 

quickly and with the bulls fully in 

charge of the situa�on we’re ripe 

for an environment where manic 

Mr. Market begins to believe that 

the world is coming to an end again.  Of course, this is all in the name of risk management and 

understanding when the market is poten�ally most risky.  The minor two day slide in the S&P 

500 showed just how quickly a month’s worth of op�mism can be unwound in a ma7er of 

hours.  I can’t be certain that this is the start of a larger contrac�on, but the prudent approach 

leaves me feeling uncomfortable chasing the market at present.   

 

Thoughts on the “Great Rota�on” 

 

It’s been difficult to escape discussion about the “great rota�on” in recent weeks.  In case 

you’ve been hiding underneath a rock, the idea of the “great rota�on” is that investors will 

rotate out of bonds and into stocks.  There are three big misunderstandings being made be-

hind this thesis: 

 

• First, investors don’t “rotate” out of stocks and into bonds.   

• Second, the end of the bond bull implies an end to easy Fed policy.   

• Third, the bond bull has been weaker than most presume.   
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The first point is a very fundamental fact about secondary markets.  We must understand that all se-

curi�es issued are always held by someone.  There is no such thing as “ge@ng out of” stocks or 

bonds.  You can sell to someone else who exchanges you their cash posi�on, but in the aggregate 

there is no such thing as “ge@ng out of” stocks and moving into bonds.  All securi�es issued are al-

ways held by someone.  It’s be7er to think of money as moving through securi�es and not into them.  

 

Ul�mately, what determines the price of these securi�es is the desire of the buyers and sellers to ac-

quire or dispose of those securi�es.  But the idea of a “great rota�on” is a great misnomer.  It implies 

something similar to switching from Makers Mark to Jim Beam as your preferred form of whiskey.*   

But stocks and bonds are not consumer products that we can switch in and out of.  They are savings 

vehicles issued as liabili�es of the en��es who issue them and they are always held un�l re�red. 

 

The second point revolves around the idea that government bonds are no longer an a7rac�ve asset 

class.  This might make sense were it not for such an accommoda�ve Fed policy.   Ul�mately, Treasury 

Bond prices are pegged to economic condi�ons and the Fed’s percep�on of economic condi�ons.  

Bond traders will adjust their holdings of Treasury bonds based on their percep�on of future Fed poli-

cy.  But future Fed policy is con�n-

gent upon future economic condi-

�ons.   

 

Thus far, the Fed has been very 

clear about future policy.  They will 

not ease off the accommoda�ve 

pedal un�l they see 6% unemploy-

ment.  That means we’re staring at 

a 0% Fed Funds Rate for the fore-

seeable future.  Since long rates 

are an extension of short rates I 

wouldn’t expect huge devia�ons in 

t-bond prices unless we see a roaring economy in the coming years.  And while I’ve long been op�mis-

�c about the economy I would not peg high odds on the sort of growth that would lead to 6% unem-

ployment in the coming 12-18 months.   

 

*  While we are not in the business of providing specific investment advice to clients, we would highly recommend against 

every making this “rota�on”.   
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It’s also helpful to put this into perspec�ve by looking at the current guesses of those traders.  At pre-

sent the Fed Funds Futures curve is much steeper than it was just a few weeks ago (see chart on previ-

ous page).  Traders are now pricing in a rate hike as early as early 2015.  I think this is probably op�-

mis�c.   

 

The risks to the US economy will remain many in the coming years as the Balance Sheet Recession lin-

gers and government spending 

slows.  It’s also highly unlikely 

that the unemployment rate will 

drop below 6% before 2015.  That 

likely means the bond market is 

overly op�mis�c about future 

rate hikes and we’re likely to see 

that curve shi9 to a fla7er posi-

�on.   

 

Lastly, I think it’s important to 

keep the bond bull market in per-

spec�ve.  Since 1928 the average 

annual return on Treasury Bonds was 5.4%.  Meanwhile, the trailing 10 year returns on Treasury 

Bonds has been 5.76%.  In other words, the recent returns have been far lower than most presume 

and much more in-line with the average annual return.  While it wouldn’t be surprising to see this rate 

of return revert further to the mean I think it’s a stretch to imply that the bond market is as deeply 

into “bubble” territory as we constantly hear about. 

 

In sum, I think it’s important not to get too caught up in these drama�c sort of concepts that imply we 

are presently in the middle of some sort of paradigm shi9.  Bonds aren’t going away.  They’re not go-

ing to become a less important part of people’s porLolios.  Investors aren’t “ge@ng out” of bonds.  

And while the next 10 years are not likely to be as favorable to bonds as the last 10 years I wouldn’t 

fall vic�m to the idea that you need to drama�cally shi9 your porLolio to account for what sounds 

more like a marke�ng ploy than sound advice.     

 

 



 

 

 

For more informa�on on Orcam Financial Group’s products and services please contact us 

at info@orcamgroup.com or (858) 220-5383.   
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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. 

Orcam	Financial	Group,	LLC	

Orcam Financial Group, LLC is a fee 

only financial services  firm offering 

macro research, personal advisory, 

ins�tu�onal consul�ng and educa-

�onal services.   


