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Welcome Back, Volatility

Welcome back, volatility! 2014 sure started with a bang. De-

spite our tendency to focus on the near past, 2014 is proving to Cullen 0-:{“?3
ounder
be a vastly different animal than 2013. The S&P 500 is-3.1% in Orcam Financial Group, LLC
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the first three weeks of the year. Emerging market equities are
—8.5%. Japan’s Nikkei Index is =5.5%. US Treasuries are +5.5%.
The VIX is +32%. The Yen/USD is +3%. In a lot of ways the new
year is proving to be the exact opposite asset performance of
2013. But is this year really that different?

“I am inclined to call this a

correction inside of a
First of all, | think it’s important to maintain some perspective continuing cyclical bull

during the course of violent near-term market moves like the market.”
ones in recent weeks. | prefer to approach the markets in a mul-
ti-temporal manner so as to avoid falling victim to overly dra-
matic emotional swings that doom so many market practition-
ers. That said, there is little news or evidence that changes my
overall cyclical view of the markets. Instead, this looks like a bit
of normalization and perhaps digestion of excessively bullish
perspectives that had become so common in 2013. Therefore, |
am inclined to call this a correction inside of a continuing cyclical
bull market. The question then is, how concerned should we be
about the current correction?

Continuing concerns about the effects of the “taper” are hang-
ing over the market and could remain a substantial psychological
hurdle for quite some time. This week’s FOMC meeting is likely
to be result in another $10B taper announcement bringing the
level of monthly purchases down to $65B. That means we could
see some more near-term volatility.
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Speaking of volatility—the VIX has
proven a relatively good near-
term indicator of excessive pessi-
mism during the course of this
bull market. On Friday the VIX
surged to 18.1, a level not seen
since last October during the S&P
500’s brief decline. During the
last four years every move over
20 in the VIX has proven to be a
buying opportunity in equities.

But this doesn’t tell us everything
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we need to know without more context. If we look at the CBOE put/call ratio we can see that the level
of complacency with regards to hedging equity exposure, was substantially lower in recent weeks than

at any point during the 2013 corrections. The last time we saw this level of complacency was in 2011

CBOE Equity Put/Call Ratio
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just prior to the market’s last 10%
decline.

This is one data point among many
that leads me to believe that this cor-
rection could turn into something
more substantial than the few minor
hiccups we saw in 2013. And yes, 3%
is nothing more than a hiccup thus
far.

A broader measure of complacency in
the market is the Orcam QD model
which remains highly elevated even

after the —3% move in the S&P 500. As you can see on the chart on the following page, the indicator
hasn’t given a strong buy signal since last September due to the extremely complacent short-term view
of the equity market. This leaves me to believe that the broader equity market indices likely have some
room to move to the downside as investors continue to digest the effects of the “Taper” and play 2014

URCAM



In @ more cautious manner than they did in
2013 Quantified Disequilibrium Equity Model
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of equity markets realizing that multiple ex-

pansion can’t drive prices higher all alone and that the current pace of moderating earnings growth (Q4
earnings have a blended growth rate of 6.5% thus far) won’t justify permanently high multiples.

This doesn’t mean we need to panic and move entirely out of equities though. As | stated at the start of this
letter | view this as a correction within a cyclical bull market. So | would continue to approach the markets
in the manner that | stated in the 2014 Q1 outlook—I would remain extremely negative about emerging
markets for now, hopeful that a developed market pullback creates a better entry point and focus on fixed
income as a source of portfolio stabilization and hedging.

I'll keep you updated in the coming months about the equity market positioning as | suspect we’re likely to
see a relatively attractive buying opportunity at some point during the first quarter of this year.
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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.

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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