The Pop of the Bubble: Still Far Away

The Thinking Man’s
Approach

As a result of the Federal Reserve’s expansive monetary policy, the US central
bank’s balance sheets have expanded by $2.6 trillion dollars- increasing at an
annual rate of 28.1%.1 Central banks around the world have followed suit with
significant increases in their balance sheets (as illustrated by below graphic) creating an easy money environment for the world’s leading economies.
Coordinated expansive policy of this enormous magnitude has not been seen
before- and neither have many of the programs implemented by the central
banks. There have been endless debates on the effectiveness of these programs.
Given the complexities of interactions and factors which influence the markets, it
is difficult to clearly and definitely measure effectiveness. However, we do
believe you can identify some direct and indirect effects of QE on the marketsespecially the support of stock prices.
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In recent days the S&P 500 Index broke 1800,
touching record highs. The S&P 500 is up 28% year
to date. With sluggish global growth and mixed
economic data many are surprised by this robust
performance- and the market seems to keep going
higher. An important factor which has helped boost
the equity markets is the Fed’s expansionary
quantitative easing program.
In this month’s
Thinking Man we discuss how – through boosting
equity valuations and earnings; and encouraging
flows from corporations and retail investors. While
we detect the formation of a bubble in stocks, we are
still far away from its end.
.

A new study released this week by the McKinsey Global Institute states that there
is little evidence to show that this easy monetary policy and the Federal
Reserve’s quantitative easing (QE) program has boosted stock prices. We
disagree with the consultancy firm’s

1 McKinsey Global Institute, “QE and ultra-low interest rates: Distributional effects and risks” Nov. 2013

position, and believe that the Fed’s easy monetary policies have played a large role in lifting equity
prices- through boosting valuations and earnings of corporations, as well as encouraging flows.

Valuations of the Equity Markets
We agree with McKinsey & Co. that valuation metrics do not show current valuations as out of line
with normal historic ranges. The S&P 500 is valued at 16 times projected 2013 operating profits of
$109 and at 15 times estimated 2014 earnings of $120. That means that the “Earnings Yield” of the
S&P 500 (the inverse of the P/E) is 6.7%. These are about equal to the long-term averages; however,
these metrics look attractive when compared with:
 Short-term rates near zero;
 Inflation running well below 2%;
 10 year Treasury rates of 2.7%;
 Average yields on Corporate Bonds of 3.9%1
 Average yields on Junk bonds of 5.9%2
 Equity Risk Premium (ERP): the ERP for large cap US stocks is around 4% (i.e. Earnings
Yield minus 10 year Treasury rate). This seems attractive given yield of other assets.
We think that this ERP is highly affected by QE and all expansive global monetary policies. While
McKinsey asserts that the ERP is singularly driven by the artificially created low level of rates created
by QE (in particular the 10 year Treasury rate), we believe that there are other indirect manners in
which QE has been key in supporting equities.

QE Has Boosted Earnings
QE has supported US companies by boosting their earnings- through lowering companies’ interest
expense and pumping profits in the financial sector
 Interest expense – companies
have been able to issue corporate
bonds at historically low rates,
increasing profitability via a large
decrease in their interest
expense. Thus, companies are
boosting profits in an artificial
way. This positive contribution to
a company’s earnings is highly
affected by QE policies.
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 Profits by non-financial companies have been slightly negative since 2011 – if we
strip-out the 16.1% representation of financial companies within the S&P 500, the market
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has shown no profit growth. The table from Bloomberg on the previous page clearly
demonstrates this trend- overall there are lackluster sales and earnings growth in the S&P
500 companies, with the exception of the financial sector. Financials have been driving
profits and sales growth in recent years. The sector has been making a recovery after its
battering in 2008. Over the last 2 years, banks have been releasing loan-loss reserves in an
amount of $112 billion- as a consequence of QE. This goes directly to bank profits – and is
a major contributing factor to the almost 20% earnings growth the financial sector has seen
since 2011.

Flows into the Equity Markets
The number of companies engaging in both a dividend and a buyback over the trailing twelve month
period (as of September 23, 2013) has reached its highest level since at least 2005 (71% of the S&P
500 index).1 According to Bloomberg, buybacks thus far in 2013 have reached a six year high of
$505 billion.2 What is QE’s influence in this? The low rate environment created by QE has
encouraged corporations to issue low-cost debt and gives them funds buy back shares. Take Apple
for example- in April of this year, Apple was sitting on $145 billion of cash and still chose to raise
$17 billion in a record size bond deal (at that moment, the largest deal ever), borrowing money for
the first time in almost 20 years. They paid interest rates near the low-cost debt of the US Treasury,
and used funds to increase dividends and buy back stock.3 This strong participation of corporations
in the equity markets helps boost stock prices.
Year-to-date the inflows into US equity mutual funds are +$450B - this is more than the combined
inflows since the bottom of the S&P 500 in March 2009 until the end of last year. We think we are
only at the beginning phase of this phenomenon, and we are indeed in the process of a Great
Rotation that slowly but surely has begun to pan-out. These inflows are also being driven by a new
market participant- “mom and pop.” After years on the sidelines, we see retail investors starting to
participate in the stock markets again, after being sidelined for many years, scared off by the 2008
crisis. Why now? Retail investors tend to be performance chasers. With such strong performance
of the equity markets, buoyed by QE, investors finally feel comfortable. With plenty of cash to
invest, retail investor flows will boost markets higher, and in our view, are early signs of a forming
bubble.

Conclusion
While we think we are in a secular bull market in stocks, there are elements of a bubble being formed
as a consequence of QE. We think the market multiple can expand to over 20x earnings before
there is a market crash. We are continuously discussing the effects and timing of QE. While we feel
Tapering will start within the next 3-6 months, the first tightening will come in 12-18
months. However, since 1977, the Fed has hiked rates 5 times to cool the economy. The S&P 500
then took over 3 years to peak gaining on average over 30%. While we can detect the formation of
a bubble in stocks, we are still far away from its end. We foresee a day when we will recommend
all our clients to hit the exit button. But that day is far away at this point.
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3 New York Times, “To Satisfy Its Investors, Cash-Rich Apple Borrows Money,” April 30, 2013
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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
forward-looking 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 forwardlooking 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
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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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