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An Unsustainable Divergence

We're starting to get to one of those phases in the equity cycle

where the evidence leads me to seriously question the pace of Cullen 0-:‘00;‘6
ounder
the advance. It’s not that | don’t think the rally in 2013 or since Orcam Financial Group, LLC
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2009 is justified. Itis. There has been real fundamental improve-
ment in the economy, but | do have to wonder if the pace of the
advance doesn’t warrant even greater caution with every one of
these quick upside advances. Let me explain.

A number of analysts and market participants have tried to ex-
plain away the 2009-13 rally under the idea that it’s largely fake
and manipulated by the Federal Reserve. Quantitative Easing is LOIlg story short—A
often described as a false market driver that adds liquidity and little SkeptiCiSHl is
not much else. But that’s clearly not true because corporate healthy

profits have surged since 2009 and correlated closely with the )
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rally in equity markets. This has been a very fundamentally driven market for the last 4 years.
On the other hand, in the last 6 months we’ve started to see some signs that make me won-
der if this is sustainable. The biggest concern from a macro perspective is that corporate
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profits have slowed to a much
slower pace of growth than
we’ve seen in recent years
4.5% as of Q2). At the end of
the day equities simply give
owners access to underlying
profits. If the growth of those
profits slows we should begin
to see the market reflect this.
Instead, we’ve seen continued
optimism in profits which
means that buyers are simply
willing to pay more for each

dollar of S&P 500 earnings because they expect this profit growth to increase. | don’t see the
catalyst that leads to double digit profit growth in the coming quarters. | believe muddle

through profits are much more
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but precisely at pre-crisis levels. L )

This trend can also be seen in

broader macro indicators. The total market cap vs GNP shows an alarming surge in relative
value. The current reading of 109% was only surpassed during the Nasdaq bubble.
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U.S. Equity Price to Revenue Ratio

1.8

16 A

1.4 IJ"I'U

7

1 /’V Y
0.8

W

0.6 T T
o;‘l.- b\ Q‘a o‘"\ qﬁ ] 6\ Qp «Qh

QJ*@@?

%
s‘b.;-a” QDQP

':a "Ir -

@@\?@@@@*‘

Source: Orcam Financial Group, LLC

URCAIVI

Sales relative to the total market cap
are showing a similarly alarming
trend. The current reading of 144%
was only seen during the Nasdaq
bubble.

These are worrisome divergences
between fundamentals and market
prices. | still don’t think we’re at risk
of a substantial equity market de-
cline because every single year over
year 25%+ equity market decline in

the USA has occurred within a recession, but | do think that we have to start getting much more skep-

tical about the overall market advance.

The urge in a market like this is to chase the equity market performance, but as Hyman Minsky once
said “stability creates instability”. The market becomes increasingly fragile as prices rise because mar-
ket participants are expecting that much more from future fundamentals. If those fundamentals
don’t deliver then you get a market correction. As we begin to see corporate profits slow to a pace in
the low single digits | think the market should be demanding LESS from the equity markets. Not
more. And that explains the clear divergence we’re beginning to see in many of these broader indica-

tors.

In short, this isn’t the panic alarm. | am not ringing the bell on the equity market. But | do think we

have to be extremely skeptical of this idea that every bit of news (good or bad) is good news just be-
cause the Fed might implement more QE in the future. So stay strategically bullish, but let’s remain

skeptical of the market from a tactical position and really pick and choose how we decide to execute
our use of cash. We’re getting to a point in the equity market cycle where chasing market perfor-

mance is increasingly less likely to pay off.

As for fixed income, | still think you have to be extremely bullish here as QE is unlikely to end, the
economy will remain weak and interest rates will remain low.
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Orcam Financial Group, LLC is a fee
only financial services firm offering
macro research, personal advisory,
institutional consulting and educa-

tional services.
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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.



