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2013 is half way over already.  So let’s regroup and take a look at 

what the second half of the year might look like.  Here, I answer 

10 important ques"ons for the upcoming quarter.   

1.  Where is the Global Economy Headed? 

The three legs of the global economy (China, Europe and the USA) 

are telling very different stories at present that all sum up to a 

rather boring overall picture.  The GDP weighted PMI has essen-

"ally stagnated for 12 months straight.  That’s due in large part to 

weakness in Europe, a meager expansion in the USA and renewed 

weakness in China.   

China, in par"cular has become a red flag, as they’re beginning to 

experience signs of a minor credit crisis.  But their government 

tends to be par"cularly proac"ve regarding private sector prob-

lems so that could alleviate near-term problems 

even if it creates more long-term problems.  The 

situa"on in Europe appears to be steadying to 

some degree at a below sufficient rate of economic 

output.  The latest reading from the EuroCoin in-

dex showed con"nued declines in Europe and the 

PMI reports show a very mixed story.  The USA has 

con"nued to muddle through as government 

spending slows and the private sector slowly runs 

with the baton.  The sum of the parts is a pre7y 

stagnant overall picture that I would expect to con-

"nue as Europe flounders and the USA heals slowly 

a8er the balance sheet recession.   
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(Figure 1—GDP Weighted PMI) 



 

2. Will Recession Arrive in the USA?   
 

The US economy has con"nued to grow in recent 

quarters despite its sluggishness.  That’s im-

portant.  Growth is growth even if it’s low growth.  

The key to this story remains the private sector’s 

recovery in the face of a de-leveraging cycle.  As 

the credit bust unfolded the private sector was le8 

flat on its back.  Spenders turned into savers and 

the economy slowed.  The government stepped in 

to turn on the spending faucet and helped the 

economy grow during this unusual de-leveraging 

period.  Since then, private balance sheets have 

improved and the government has been able to ease 

off the gas.   The sum has been a moderate expansion that con"nues into the foreseeable future.   

 

The Orcam Recession Index, which has proven quite prescient in recent years, con"nues to point to an 

environment that is consistent with low growth.   I do not presently foresee high recession risk heading 

into the 3rd quarter.   

 

3. Interest Rates—Higher or Lower From Here? 

 

Interest rates have been vola"le in recent 

weeks as increased talk of “tapering” has sur-

faced.  I think the bond market is ge@ng this 

wrong.  First, the interest rate is a func"on of 

the economy.  So, if we expect the economy 

to remain rela"vely weak then we should ex-

pect interest rates to remain rela"vely low as 

bond markets will not demand more from a 

real rate perspec"ve.  Unless we believe that 

infla"on is going to rise substan"ally from 

here, then we should con"nue to believe that 

interest rates will remain low.  As you can see 

in the image to the right, the bond market tends to demand a premium above the rate of core infla"on.  

That makes intui"ve sense since the principal risk in a 10 year t-bond should be rewarded by a real  
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(Figure 2—US Recession Index) 
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return.  Otherwise, there would be no incen"ve to hold t-bonds over cash.  So the ques"on then be-

comes all about infla"on and where it’s headed. In my opinion, the Recession Index puts us in a scenar-

io where growth is actually decelera"ng some and we’re likely closer to the next TIGHTENING period 

than Fed LOOSENING period.  In other words, we’re at an unusual place in the business cycle where 

monetary policy is actually very loose and more likely to get looser given that the risk at this point in 

the cycle is on the down side.  That means rates are likely capped and that Treasury bonds now repre-

sent a good value rela"ve to poten"al infla"on scenarios.     

 

4.  Where are Corporate Profits 

Headed? 

 

I think that few charts have been more 

instruc"ve than the one at the right 

showing the composi"on of corporate 

profits as a percentage of GDP.  What 

this chart shows us is that corporate 

profits have usually been driven by do-

mes"c investment and dividends.  But 

this most recent cycle has been a case of 

“it’s different this "me”.  When the credit 

bubble burst aggregate demand collapsed leaving corporate America with smaller than expected reve-

nues and cost cuts as the only response to the economic weakness.  The government s"mulus that was 

enacted in 2008 (the red bars) helped to bolster corporate revenues as the private sector remained too 

weak to spend.  This deficit spending contributed directly to corporate profits and con"nues to bolster 

the state of corporate America.   

 

If we assume moderate declines in the 

deficit and con"nued moderate capital 

expenditures then corporate profits 

can con"nue to growth modestly from 

here.  The big risk is a substan"al de-

cline in the budget deficit and it’s lead-

ing to a direct slowdown in profit 

growth to the low single digits.  There-

fore, equity markets will rely more on 

mul"ple expansion and less on funda-

mental improvements.   
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6.  Where is the U.S. Housing Market Headed?   

 

The US housing market has shown 

strong signs of recovery that I think are 

likely to moderate in the back half of 

the year, but remain posi"ve.  The pri-

mary trend driving the housing market 

is the lack of inventory and the strong 

seasonal demand.  The Spring and 

Summer months tend to be strong pe-

riods for U.S. housing and this year has 

been no excep"on.  I would expect 

that to moderate some, however, the 

lack of inventory creates an environ-

ment that is likely to remain posi"ve for prices.  Inventories are at a 8 year low and consistent with past 

periods of price apprecia"on.   Higher interest rates and seasonal weakness should ease the hot markets 

we’ve seen in recent months, but shouldn’t stomp out the bull trend.   

5.  Is the U.S. Equity Market Expensive? 

 

Speaking of mul"ple expansion – I don’t much like using P/E ra"os or most of the tradi"onal valua"on 

metrics that Wall Street relies on because I view them as flawed on both sides of the equa"on.  That is, 

the P/E ra"o is generally a guess about 

price (the current market price set by 

irra"onal market par"cipants) divided 

by the expected earnings (which are 

guesses by biased analysts).  In other 

words, you end up with a metric that 

is essen"ally a guess divided by a 

guess.  I prefer to use a metric such as 

price to sales since sales can’t be faked 

or fudged.  The most recent reading 

shows a market that is slightly overval-

ued and approaching the higher end of 

its historical range.  I would conclude 

that the equity market is becoming increasingly risky and warrants some level of hedging via other asset 

classes at this juncture.  But importantly, we are not at nosebleed type levels that would warrant a total 

aversion to the equity markets.   
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7.  Is the Cyclical Bull Market S"ll Alive?  

 

Few indicators have correlated with the cyclical bull market be7er than the Orcam Recession Index and 

the jobless claims data.  As I’ve noted earlier, the ORI remains solidly posi"ve and at present, is not con-

sistent with a market environment that is suscep"ble to substan"al downside.  The jobless claims data 

has also been a superb indicator of 

broader economic strength and has cor-

related with the S&P 500 extremely well 

over the last few years.   

 

Historically, claims have tended to lead 

the business cycle on the downside.  In 

each of the last 7 recessions the 4 week 

average for jobless claims has started to 

rise prior to a recession.  It’s also inter-

es"ng to note that claims have tended 

to trough in the sub-300K range before 

the economy peaks.  That’s intui"vely 

interes"ng since we should near an en-

vironment of high employment before reaching full capacity and then experiencing a nega"ve por"on 

of the business cycle.  The current reading around 350K has neither turned up nor reached a level that 

might be consistent with a full capacity environment.  Therefore, I think claims remain a posi"ve sign for 

the overall economy and the stock market in general.   

 

In my opinion, a core bullish strategic posi"on should remain the center of any porMolio at present.  Giv-

en the limited downside risks from the cyclical view I think the risk/reward at present favors con"nued 

long equity exposure.   

 

8.  What About the Tac"cal Market View?   

 

The tac"cal view is less certain.  We’ve seen a bit of a June swoon in the last few weeks with the S&P 

500 now off about –3.3% from its May peak.  I think the equity market remains vulnerable to further 

downside in the near-term so some hedging of the core strategic piece remains a prudent approach.  

That said, my QD indicator has turned much more construc"ve so we will be looking to be buyers of eq-

ui"es into any further downturn (see chart on the following page for details).   
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The QD model is at its most construc"ve 

levels since November of last year.   

 

9. What are the Big Risks to This 

Moderately Posi"ve Forecast? 

 

I o8en stress that successful porMolio 

construc"on isn’t only about knowing 

where to allocate capital, but also know-

ing where NOT to allocate capital.  You 

can eliminate some of the biggest risks 

in a porMolio merely by elimina"ng 

those op"ons that are unusually risky.   

 

First, what are the major risks to my modestly posi"ve economic view?  In no par"cular order I would 

cite: 1)  higher energy prices; 2) increased government fiscal constraint; 3) slowing housing market 4) 

China hard landing; 5) European relapse.   

 

That said, the markets I would be most wary of at present are Chinese equi"es, European equi"es, and 

peripheral European government bonds.  These are all risky houses in bad neighborhoods.  With a global 

pool of assets to choose from I see no need to wade into these waters.   

 

10.  When Will the Fed Taper & Does it Ma7er? 

 

There are few ques"ons on the minds of investors that ma7er more than the Fed’s decision to taper QE.  

But I don’t think tapering worries get it all right.  QE is merely an asset swap and while many believe it’s 

had a vast impact on the economy, I think this has been largely an illusion since there is no real trans-

mission mechanism through which QE works.  QE, in essence, is swapping a private sector savings ac-

count (a t-bond) for a checking account (a reserve deposit).  Private sector net financial assets remain 

completely unchanged.  So, aside from the psychological “wealth effect” and the less discernible interest 

rate effect, QE’s powers appear to be more mythical than anything else.   

 

The more important factor is probably the fiscal side of the government’s balance sheet and less QE will 

likely coincide with reduced government spending since the Fed will view QE as unnecessary in an envi-

ronment where they don’t need to mone"ze as much debt.  But weakness due to less government 

spending implies no offse@ng private sector strength.  While I don’t see a robust private sector recovery 

there are clear signs that the private sector is running with the baton more than it has been.   
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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.   

So, the more important ques"on is not whether the Fed will taper, but whether we will start to see mate-

rial weakness in the private sector side of the economy.  While the recovery certainly hasn’t been strong, 

I don’t see the data suppor"ng the view that there will be no fundamental support beneath any tapering.  

And that means that any nega"ve market reac"on to tapering will likely be a case of shoot first and ask 

ques"ons later.  But we want to ask the important ques"ons now and shoot later if we must.  And the 

important ques"on is not whether or not the Fed will taper, but whether tapering will result in funda-

mental weakness in the US private sector.  I don’t see it so far, but I will obviously be keeping my ear to 

the ground as the year progresses.   

 

I hope this outlook finds you all well.  If you have any ques"ons please don’t hesitate to reach out.   


