A Meeting of the Minds
Our colleagues at QFR Capital Management LLC organized their first annual
forum on November 29th , 2012. They manage an emerging markets macro hedge
fund, the QFR Victoria Fund, which has a good risk/return profile.
The forum was a “Big Ideas” event, covering Portfolio Strategy, Economics and
Geopolitics, and featured some key thought leaders in each of these fields- Nobel
Prize winner Myron Scholes, economist Robert Shiller and former US Secretary
of Defense Robert Gates, to name a few. The QFR team used this as an
opportunity to shape their own views on the world in 2013, and invited their key
clients to participate.
Participating in forums such as this - rich with intellectual capital - is extremely
beneficial for BigSur. Our global view is shaped by consulting “best in class”
research sources across different asset types and markets. We synthesize data
and information from these sources, and integrate our own understanding of the
dynamics and correlations across these markets to come to our own holistic view.
In this piece, we share the key takeaways of the forum - which we used as high
quality inputs to enrich our own views - and the conclusions we drew which can
be translated into investment ideas and positioning of client portfolios. Most of
the key takeaways are around credit and FX markets. In sum, what we learned
at the forum reinforced our views on the market, and strengthened the conviction
in the calls that we had.
Key Takeaways (to be expanded upon):
 Reflationary Policies will still dominate the global markets in 2013
 A World with a Shortage of Safety Assets
 A World with many Asset Bubbles, mainly in G-3 Government Bond
Markets
 Spread Products will continue to perform: The issue of Net Issuance
 Credit stories going in different directions between Developed (DM) and
Emerging (EM) Economies
 Geopolitics: Every coin has two sides

Debunking Run-Away Inflation
In considering the threat of inflation, greater deregulation and tax-cuts have
sparked fears among investors. Some argue that the benefits of greater
investment, fiscal stimulus, and growing demand and wages, could lead to an
abrupt overheating of the economy rather than lasting growth and greater
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QFR Capital Management LLC organized
their first annual forum, a “Big Ideas”
event covering Portfolio Strategy,
Economics and Geopolitics. Several key
thought leaders were featured in the
forum, and they shared their views on
the current state of the world and
outlook going forward. In this piece, we
share the key takeaways of the forum
and the conclusions we drew. In
general, we left the conference feeling
more

BigSur Conclusions
After September’s FED meeting, BigSur’s take on the market was that we were poised to see a
continuation of the rally in the market. We continuously challenge and revisit our thinking process,
and it is forums like this that give us the critical intellectual fuel to undergo this process. We have
thus, come to the following conclusions:


We have a higher conviction level in terms of our previous portfolio positioning. Our positioning
for 2013 remains largely unchanged:
− Underweight Treasuries
− Overweight Spread Products
− Overweight Emerging Markets versus Developed Markets
− Overweight “Real” Assets



One of the ideas that we will pursue with a greater prominence will be that of “carry trade”, with
an emphasis on Asian and selected Latin American currencies. Given the environment of poor
credit creation in developed markets, we think that the prefect ground is set up for currencies
like CNH (offshore traded Renminbi), KRW (Korean Won), MXN (Mexican Peso), BRL (Brazilian
Real), TRY (Turkish Lira), AUD (Australian Dollar, NOK (Norwegian Kroner) to mention some.



We highlight once again the importance of timing in entering and exiting positions, given that
we foresee sharp corrections in an upward trending market for risky assets.



Corrections will mainly be driven by political or geopolitical events.



An “active management approach” will be important in 2013, just as it was in 2012 to add alpha.
This stage of the market provides the opportunity to take advantage of inflection points. One
needs to continuously research and stay on top of positions in this type of market. To constantly
be on top of technicals, and of flow analysis is a necessity in today’s environment. This will be a
vital thing to do in 2013.

Below we discuss in more detail the key takeaways from the conference:

Reflationary Policies will still dominate the global markets in 2013


There was a clear and unanimous conviction amongst the participants that in no way will G3 interest rates increase during 2013. The Fed, ECB and the BOJ will continue with a very
aggressive monetary policy.



There was an undivided certainty amongst participants that inflation would not be an issue
for 2013 nor 2014. However, Martin Feldstein, a Professor of Economics from Harvard, does
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believe that in a 5 year period, inflation could creep up to 5%. At that time, depending upon
the Fed’s ability to execute an early exit of aggressive monetary policies, capital markets
could be under pressure. But we are far away from that point, as the global industrial
production recovery cycle has a long way to go for the world to start feeling inflationary
pressures.


The supply-demand dynamics facing Fixed Income are very strong. While net fixed income
supply is down from the post crisis peak, fixed income demand from both US and foreign
investors will remain robust. The below chart illustrates the evolution of fixed income supply
over the last several years:

mostly driven by institutional investors (see chart below)1.

A World with a Shortage of Safety Assets


The lack of yield available from safe assets is probably the biggest challenge most of our
clients face. Safe real rates have collapsed and are in many cases negative for maturities
below 15 years.

1

Citi Prime Finance Analytics, “Institutional Investment in Hedge Funds: Evolving Investor Portfolio Construction Drives
Product Convergence,” 2011
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The supply/demand mismatch has been generated by the financial crisis. On the supply side,
private sector securitization issuance almost completely dried up in the U.S. and Europe.
Moreover, more than 50% of the U.S. private-label residential mortgage-backed securities
issued in the 2005-2007 period with an AAA-rating were eventually downgraded to junk
status. And while sovereign bond issuance has exploded, rampant rating downgrades meant
that the proportion of advanced economies with a triple-A rating fell from almost 70% in
2007 to slightly over 50% by early 2012. In total, $15 trillion in sovereign debt has lost the
top rating since 2007.



On the demand side, heightened uncertainty and regulatory reforms have sharply inflated
the need for high-quality fixed-income assets. The requirements of the new Basel III Liquidity
Coverage Ratio alone could boost banks’ demand for safe assets by trillions of dollars in the
coming years. At the same time, the financial crisis has intensified the desire to save in many
parts of the world. Household saving rates have increased, the corporate sector has built up
a cash war-chest, and governments are under pressure to rein in their budget gaps (i.e.
reduce dis-saving).



We conclude that the world is likely to remain awash in yield-hungry savings for several
years at least.

A World with many ASST bubbles, mainly in G-3 Government Bon Markets


Yields are at historic lows. The price investors are prepared to pay for income is very high
these days. Another way of putting it is that there’s a safety bubble. The largest eight stock
markets in the world trade with higher dividend yields than their respective domestic
government bond markets. This is the first time we’ve seen this in 50 years! In 2012 there
has been over $400 billion outflows out of equity funds, while more than $1 trillion inflows
into bonds funds.



Macroeconomic and regulatory uncertainty makes it impossible to estimate precisely the
pending supply/demand mismatch for high-quality bonds. Nonetheless, estimates
presented below suggest that, even considering the prospect of plentiful government bond
issuance in the five years, the ex-ante demand for safe assets could exceed the ex-ante
supply by $1.5 trillion in a worst-case downgrade scenario. The mismatch would result in a
growing scarcity premium, at least for those instruments that investors and regulators
believe are “safe”. As the above quote highlights, the IMF is most concerned with the
potential for financial market instability caused by distortions in the price of “safety”.
Investors could be forced to take more risk than they normally would as high-quality fixedincome instruments become dearer. It could also lead to asset bubbles and pricing
discontinuities when assets no longer satisfy regulator criteria. Much of the current
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overvaluation in U.S. Treasury securities can be traced to flight to safety flows in the absence
of a viable investment alternative.

Spread Products will continue to perform: The issue of net issuance
Although there is record breaking new issuance, there is a shortage of supply. This relationship is
driven in part by corporate responses to recent developments. Companies do not want to get
themselves in the position they were in 2008, when they could not roll over their debt. So today,
they are retiring shorter-term paper and lengthening maturities, or using spare cash to fully retire
debt. In many cases, companies are coming out ahead by buying back debt more cheaply than when
it was issued. There is little credit creation outside the Treasury universe. This dynamic is positive
for spread products. Pre crisis, net FI issuance was north of $2 trillion, of which almost all was spread
product. In 2013 one can expect net treasury issuance of $850 billion and spread product issuance
to remain anemic as the GSEs continue to shrink their portfolios and households continue to
deleverage. The charts below illustrate this phenomenon:

Credit stories going in opposing directions between Developed (DM) and Emerging (EM)
Economies
The IMF forecasts for growth in EM have been decreasing and are now at 5% for 2013. The IMF
recognizes that there are structural transformations that need to take place as EM mature from a
rapid, export-oriented, investment-biased economic model that dominated during the last decade
to one that is more balanced (and consumer focused). Longer term, we continue to see potential
for EM regional trends in population growth, urbanization, and industrialization to positively
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influence global demand dynamics. This would reduce the economic sensitivity of EM to DM
consumption. The graphic on the next page illustrate the “risk” migration from the EM to DM.

“Risk” Migration from Periphery (EM) to Core (DM)
Historically

Today

Stable
Core

Unstable
Core

Geopolitics: Every coin has two sides







The geopolitical segment of the forum featured former US Secretary of Defense and Director
of the CIA, Robert M. Gates and international affairs expert Fareed Zakaria (Editor at Large
of TIME magazines, host of CNN’s international affairs program)- both of whom painted
different pictures of the current world geopolitical situation.
Mr. Zakaria views are that the global political backdrop has been more stable and peaceful
than it has been for decades, and we are in a period of “extraordinary stability.”
Secretary Gates describes the world more as a “ticking bomb” as there are several situations
that are currently “under control” but with a slight incident (or provocation) could easily and
rapidly escalate. He described the world has being a place where countries are more than
sufficiently equipped to take excessive force and could do so at a moment’s notice.
Our take is that investment strategy decisions should not be highly influenced by
geopolitical events.

At BigSur, we are continuously challenging and revisiting our views, and attending an event such as
this, where we were given access to some of the most notable minds in their given fields, just further
enriches our critical thinking process and consequently our BigSur Global Holistic View. We believe
this adds value to our clients, as we apply this view to our investment ideas and portfolio positioning.
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Important Disclosures
This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only, and are
not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC (“BigSur” or the
“Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any given situation. Certain
information included in this article was based on third-party sources and, although believed to be reliable, it has not been independently verified
and its accuracy or completeness cannot be guaranteed. Any statements regarding future events constitute only subjective views or beliefs, are
not guarantees or projections of performance, should not be relied on, are subject to change due to a variety of factors, including fluctuating
market conditions, and involve inherent risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and
are beyond our control. Future results could differ materially and no assurance is given that these statements are now or will prove to be accurate
or complete in any way. This article may include forward-looking statements. All statements other than statements of historical fact are forwardlooking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that
the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be
correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements.
BigSur shall not be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any
liability, including incidental or consequential damages, arising from any errors or omissions.
The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This article
is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation and
the particular needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all predictors of
future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or products referenced BigSur
believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client
portfolios and may make changes when warranted as a result of evolving market conditions. There can be no assurance that the securities and
performance included or referenced in the article will remain the same and investment strategies, philosophies and allocation are subject to
change without prior notice. Specific securities or companies identified and described may or may not be held in portfolios managed by the
Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
investments in the securities identified and discussed were or will be profitable. BigSur may change its views on these securities at any time.
There is no guarantee that, should market conditions repeat, these securities will perform in the same way in the future. Any referenced securities
and their respective returns reflect the reinvestment of income and dividends, but do not take into account trading costs, management fees, and
any other applicable fees, expenses, and various factors including account restrictions, guidelines, the timing of investments, and cash flows that
may affect the investor’s actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and
expenses. Hypothetical performance results may have inherent limitations.
The returns and references to the S&P 500 index are provided for informational purposes only. The S&P 500 Index is a market-capitalization
weighted index containing the 500 most widely held companies chosen with respect to market size, liquidity, and industry. The index is calculated
on a total return basis with dividends reinvested. In addition, the volatility and securities of the index may be materially different from an
investor’s. The S&P 500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or overall
market to that of a well-known and widely recognized index. Comparisons to indexes in this material have limitations because indexes have
volatility and other material characteristics that may differ from the referenced strategy or security. Therefore, actual performance may differ
substantially from the performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a
different composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.
Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk tolerances.
Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security or financial
instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by the Federal Deposit
Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate and, in some cases, investors
may lose their entire principal investment. Past performance is not indicative of future results.
This information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.
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