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In the Q1 outlook I men�oned the high probability of nega�ve 

earnings in the first two quarters of the year: 

“There is the potenal that we could see negave year over year 

profits growth in either Q1 or Q2 before seeing a second 

half resurgence in profits.” 

 

Q1 earnings are expected to be flat to slightly nega�ve—the 

worst quarter since 2012.  This should cause some concern, but 

that doesn’t necessarily mean the downside risk is imminent.   

 

I am not generally one for valua�on metrics, but valua�on met-

rics can, at �mes, provide insight into the state of the market’s 

behavior.  For instance, in a year like 2013 when equi�es rise 

32% and opera�ng earnings rise just 10.8% then we’re looking at 

a substan�al mul�ple expansion in the market that occurs large-

ly due to behavior.  Investors are willing to buy more of the S&P 

500 today at a higher value with the expecta�on that future 

prices will be jus�fied by future opera�ng earnings.  Of course, 

this is precisely how markets become increasingly risky.  The 

point in the cycle where stocks become most risky is not when 

earnings are low and everything appears to be falling apart.  The 

riskiest por�on of the market cycle is when earnings are moder-

a�ng and yet enthusiasm to own a smaller slice of the pie at 

higher prices is running rampant.  Indeed, stability creates insta-

bility.   
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This divergence in earnings and market price ac-

�on has grown increasingly obvious in the last 12 

months.  As you can see in figure 1 on the right 

we’re seeing a large nega�ve divergence in posi-

�ve versus nega�ve earnings  revisions.  This is 

occurring as companies slash forward guidance.   

Now, this sets the bar very low for the actual re-

por�ng season, but we should not ignore the neg-

a�ve long-term trend in place here.  The current 

weakness in earnings is likely to last  into Q2 

based on my early analysis before picking up in 

H2, but the near-term behavioral risks are higher 

than normal given the likelihood for investors to 

soon recognize that there is very li7le earnings 

growth underpinning the equity markets.   

 

We can also see this longer-term trend in stocks rela�ve to earnings revisions.  It appears as though a 

very �ght correla�on has been broken in recent years.  Again, this appears to be behavioral to me and if 

we had to pluck one gigan�c behavioral impact out of the air it would clearly be the Federal Reserve’s QE 

policies and the incredible psychological impact this 

policy has on markets.  But the ques�on becomes—

how long can the Federal Reserve prop up assets with-

out very strong underlying earnings growth?  My 

guess is that they can’t do it forever and when and if 

the markets come around to this realiza�on then we 

could see greater downside than many think is possi-

ble.  That, however, likely won’t occur un�l the under-

lying fundamental deteriorate substan�ally.   

 

Of course, I can’t predict the future, but tail risking 

hedging is almost always wisest when the risk of re-

cession is high.  That is, nega�ve outliers tend to occur 

inside of a broader nega�ve macroeconomic land-

scape.  Years like 2008 and 2002 tend to occur when 

market par�cipants are finally coming to grips with the 

reality of a weakening macro picture.  I s�ll see very  
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low risk of recession in the present environment.  So I think we need to con�nue to tow the line and/or ad-

here to a very basic “buy the dip mentality”.   That said, I am somewhat uncomfortable given the clear dise-

quilibrium that QE appears to have created.  This is why I feel very comfortable con�nuing to own a porBo-

lio that has a healthy fixed income component to it.    

 

Most importantly, we are in a con�nued environment of low infla�on with increasingly higher risk of reces-

sion (as opposed to boom).  Therefore, I see no reason why we can’t remain predominantly bullish about 

our views, but using a fixed income piece as a pseudo-hedge.  In other words, I don’t feel strongly about im-

plemen�ng substan�al non-correlated tail risk hedges at this juncture (such as shor�ng or buying puts), but 

I do think that many fixed income assets with a posi�ve correla�on to equi�es will be an excellent porBolio 

mix.    As I men�oned in the Q1 outlook I think an aggregate index and medium dura�on government bonds 

are a smart way to play this.  Both performed about in-line with the S&P 500 during Q1 with substan�ally 

lower variance.  I would not be surprised if Q2 sees a similar trend given the low infla�on environment and 

likelihood for con�nued equity market uncertainty in the face of tepid earnings growth.   
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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. 
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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.   


