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It’s been a good year. Let’s not be too greedy here....
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The big picture story is looking more and more confusing as the

year progresses. There are so many converging market dynamics
at present. Let’s take a step back and look at the economy from
the 30,000 foot view to see if we can get a better grasp of broad
trends in order to help eliminate some of the noise that might dis-
tract our broader strategic perspective.

The global economy is weak. There’s no denying that the recov-
ery since 2009 has stagnated to some degree. The GDP weighted
PMI has slowed to 51.2 which is just barely consistent with paring to fail.”
growth. More importantly, the trend is clearly moving lower. -Coach John Wooden
But the news might not be all bad from here. If we look at the

components of the index we can see some signs of improve-

“Failure to prepare is pre-
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ment. In the USA the PMI has remained resilient in the low 50’s. The latest Flash reading
from Markit, at 52.8, is consistent with sluggish growth. But the news from abroad is poten-
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This story of improve-

ment has also been confirmed in the EuroCoin index which is now at its best levels since Au-

gust of 2011. | don’t think the
Euro crisis is completely over
yet, but much of the painful ad-
justment has taken place via de-
flation. This has had a devas-
tating impact on the peripheral
economies, but perhaps the
most painful deflation is now
behind us. | would expect a
muddle through to continue
here, but marginal improvement
and even muddle through is
better than crippling deflation.

Unfortunately, the Chinese PMI
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came in at 50.2 for September so the story remains rather mixed. If the global economic stool
has three key legs (China, the USA and Europe) then all three legs still look pretty wobbly.
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If we turn our focus squarely on the USA, things look like they’re muddling along. But mudding is
better than contracting. The last few months have shown some signs of life in the economy. Notable
improvement has been seen in jobless claims which just hit a post-recession low as well as industrial
production which is just shy of a post-recession high. These are hugely important macro indicators
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that clearly show the econo-
my is slowly growing. It’s
worth noting that both of
these indices turn south prior
to recessions. Growth in in-
dustrial production is AL-
WAYS negative inside of a
recession and claims ALWAYS
spike prior to recessions. The
current lows in claims and
new highs industrial produc-
tion clearly show that the US
economy is currently grow-

ing.

But will it last? In order to
answer that question it is
useful to look into the Z.1
crystal ball. That’s the Fed’s
Flow of Funds report for
those of you who aren’t up
to snuff on your economic
nerdology.

Now, | would normally up-
date you on the Fed’s Flow of
Funds report in a separate
and more detailed report,

“ but given the timing here

with the release just a few days ago | figured I’d consolidate the two into this one report.
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The latest Flow of Funds report showed some dramatic changes going on in the US economy. Using a 3
sector view of the economy we can begin to see the substantial impact of the decline in the US govern-

ment’s budget deficit. | like to de-
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Sector Financial Balances (% of GDP) scribe the government’s deficit as
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N / has no corresponding private sec-

tor liability (because it is a government liability) so the private sector balance sheet improves as a result.

But in order to really understand what’s going on in the economy the 3 sector view is not sufficient. We
have to dive deeper into the private sector itself because this is where the real economic action occurs.
Now, in a credit based monetary system we pretty much always need someone to be expanding their bal-
ance sheet in order to sustain growth. That’s why understanding the de-leveraging of the private sector

was so important in recent years. If the government had not expanded its balance sheet the US economy
would look a lot more like Greece today because ALL THREE key sectors would be contracting balance

sheets. So, the question now is—if
the government is no longer ex-
panding its balance sheet at the
rate it has been then whose bal-
ance sheet is going to take up the
slack? Well, we’re beginning to see
the private sector carry that bur-
den.

Household debt has continued to
stagnate in recent quarters, but the
big change has come from the cor-
porate sector. In the last 4 quarters

we’ve seen a steady increase in is-
suance of corporate liabilities.
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This is hugely important. The chart on the previous page shows the total year over year change in
household and non-financial corporate business liabilities. That huge decline in the 2008-12 period was
utterly devastating for the private sector. Had the government not expanded its balance sheet when it
did we almost certainly would have experienced a much deeper and longer recession.

This is good news for now. And it’s all being confirmed by the Orcam U.S. Recession Index which gives
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me a good deal of confidence about
the big picture view going into the
end of the year. Things aren’t look-
ing great, but they could sure be a
lot worse considering the unusual
environment we’ve been in for the
last 5 years. And the decline in the
government’s deficit, while alarm-
ing, is actually not all bad since
much of it appears to be occurring
as a result of private sector im-
provement (higher tax receipts) and
not just government imposed aus-
terity in tandem with a private sec-
tor de-leveraging. What we’re see-
ing in the USA is actually a sequen-

tial improvement and increasing health in the private sector’s balance sheet. Let’s hope it continues.

This brings us to the markets. If economic growth has been so weak then why are markets continuing
to rally? This has been at least partially the results of improving fundamentals. Remember, even mod-

est growth can coincide with profit
growth. As I’'ve shown before, the re-
cession index correlates highly with
year over year profit growth. And the
logic behind this is rather simple. Cor-
porate profits are driven by 4 primary
factors—net corporate investment,
net exports, household saving (or
dissaving) and government deficits. In
other words, the key drivers of GDP
correlate to the key drivers of corpo-
rate profits. This is why the largest
market declines tend to occur within
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recessions. It's when the macro picture is deteriorating that businesses suffer the most. Of course,
the stock market does not always perfectly reflect the state of corporate America. So while we’re
seeing relatively meager revenue growth (just 3-4% at present) and profit growth that has slowed
into a similar range we’re still seeing multiple expansion. 12 month operating earnings put the P/E
ratio of the S&P 500 at about 17 at present. That’s up sharply from the 2011 low of 13. Theoretically,
there’s no telling how high or low this multiple can expand and contract because that’s nothing more
than a folly in trying to predict how much investors are willing to pay for the S&P 500 at a certain lev-
el of earnings. If you're like me, you don’t know where future earnings are headed precisely and you
don’t know where future prices are headed so the idea of relying too heavily on P/E ratios is silly. But
that at least puts some of the price action in the right perspective.

What Could Go Wrong?

We seem to be in a sort of holding pattern where the economy isn’t strong, but it’s not contracting
either. In some ways it’s been a goldilocks environment for the equity market and corporate profits.
Not too hot and not too cold. But risks remain and we should be aware of the potential pitfalls. Be-
low are the 2 biggest risks | see in the coming quarter:

1) The end of the taper. QE has clearly had a powerful psychological impact on market participants
and the mere mention of the end of QE sends yields higher. Interestingly, stocks have actually been
rather immune to the taper talk in recent months, but bond markets have reacted violently. The end
of the taper is a big risk to fixed income markets. We have to be aware of duration risk and exposure
to government bonds.

| would keep duration short and ensure you’re well diversified across different types of bonds. The
taper rumors also had a big impact on emerging market stocks. | would be highly selective about how
you go about exposing your portfolio to emerging market equities in the coming quarters as the mar-
kets are likely to continue being skittish about the potential taper effect here. Developed economies
are definitely superior for equity exposure.

2) The Continuing Euro Crisis. We have to be very careful when we discuss Europe. There are, in my
opinion, two Europes at present. There is the periphery and the core. The core has benefitted from
the Euro construct while the peripheral countries should continue to suffer from it. Many peripheral
countries have seen huge equity market rallies in recent months as many assume the Euro crisis has
passed. This is not the case in my view. The Euro is structurally flawed and markets like Spain, Italy &
Greece should be sold relative to safer core countries like Germany.
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The Equity Market View

The big picture perspective leaves me bullish, but | hesitate to get overly greedy given how good the
equity market has been to us this year. | still think we should approach the investment landscape with
a core bullish position in equities. On the other hand, we do have to realize that the S&P 500 is up
17.89% year to date.

The QD model has turned back to a risk off reading so | am more cautious entering this quarter. | think
that’s fairly prudent given the big
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The Fixed Income View

Given the more cautious view around equities | am increasingly bullish on fixed income relative to equi-
ties. | think that the Fed has capped rates for 2013 and | think the taper is likely off the table until Janet
Yellen takes over. | don’t think Ben Bernanke wants to start an exit phase and then hand over that
mess to a new Fed Chief. Instead, | think he’ll leave the mess entirely to her so she can deal with it as
she pleases. And given some of Yellen’s recent comments | think that she’s unlikely to taper in early
2013, but we’ll cross that bridge later in the year.

That said, | think the fixed income markets look increasingly attractive. But we do need to be mindful
of where we allocate capital. If you’re going to jump into fixed income here, the Ishares Aggregate is

not a bad way to gain exposure in Q4 if you’re bearish on interest rates and bullish on bond prices. If

you want to be more aggressive | think TIPS are a fine way to approach the longer end of the Treasury
curve.
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Summing It Up

To me, understanding the 30,000 foot view is crucial in portfolio construction and risk management. |
don’t expect to be able to precisely forecast the next recession, but | believe we can design models that
show when the odds of recession are a high probability event. And knowing that all of the 30%+ declines
in market history occur within these environments gives us the potential ability to implement risk man-
agement structures that reduce our exposure to massive downside risks. This isn’t about forecasting or
pretending to have a crystal ball. It’s about creating a process that increases the odds of sidestepping po-
tentially catastrophic environments. For the duration of this business cycle the Recession Index has been
remarkably good at keeping us out of harms way while keeping us in the game when things turned up.
Despite persistent headwinds, this year has been no different. At present, this index continues to point us
towards a low risk macro environment. I'd say the odds of a recession and therefore a substantial market
decline are low at present.

But the big picture is only a part of the battle. Portfolio construction is about process and not prophecy.
And that’s why | emphasize the use of a tactical hedge at times. In many ways, we’re hedging against our
own stupidity. I'd love a 18% return every year, but no one needs that from their portfolio and those
who reach for it rarely achieve it consistently or are usually just playing a loser’s game where they think
the rewards have been justified by what are usually extremely high risks. So maybe the name of the game
to start Q4 is to know when to fold ‘em. It’s been a good run, let’s get up, walk around and see if we feel
refreshed a bit later in the quarter before we decide to sit back down at the equity table....

Important Disclaimer

Orcam Financial Group, LLC . . .
P Nothing contained herein should be construed as an offer to buy any

Orcam Financial Group, LLC is a fee security or a recommendation as to the advisability of investing in, pur-
only financial services firm offering chasing or selling any security. Some of the statements contained
macro research, personal advisory, herein are statements of future expectations and other forward-looking
institutional consuling and educa- 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.

tional services.
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