A Healthy Correction in the S&P 500
In 2013, global equity markets were up over 23%, and the US equity markets lead
the charge with the S&P 500 up over 32%. The S&P 500 only experienced four
corrections in the year 2013, none of which exceeded a drop of 5%. There were
expectations of a larger correction in 2013, but this never came.
BigSur, along with many other investment houses, started 2014 with a positive
outlook on US equities for the year. The start of 2014 has been ugly: in the second
half of January, the S&P 500 experienced a correction of 5.8%, a lower drop than
at any point last year.
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We’ve seen investors concerned about the recent
sell-off, wondering if this signifies a change in trend.
In this month’s Thinking Man, we discuss the broad
risks facing the bull market in US equities. We believe
that these risks do not pose serious threats, and
instead were causes for investors to take some risk
off the table and provide a healthy correction for US
equity markets.

This has shaken some investors, and questions have arisen on whether this goes
beyond a simple correction but signifies a change in trend. Below are four risks For more information, including how we are
positioning our equity portfolios, please contact your
which face the US equities markets:
1)
2)
3)
4)

China: a potential credit crisis?
Emerging Markets: another 1990s like crisis?
Europe: continuation in the recovery?
US Corporate Profits & Valuations: no room for growth?

In this Thinking Man, we discuss and evaluate each of these risks, with a heavy
focus on China and its shadow banking system- as this is our #1 concern (due to
the usual lack of transparency). Overall, we believe that while these risks do pose
some concerns, they are not threats to the bull market and we maintain our
positive outlook on US equities. This recent sell-off should be characterized as a
healthy correction for US equity markets.

China: More Defaults Likely, Credit Crisis Unlikely
In the second half of January, it was announced that a trust product offered by
CCTC (China Credit Trust Co.) was in fear of defaulting on January 31. If it were
to default, it would be the largest default of
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such a product in China, and questions on whether this would set off a credit crisis in China quickly
led to a sell-off in US equity markets. Ultimately a bailout of the product was secured, but investors
are still uneasy about the Chinese shadow banking system and whether more defaults will lead to a
credit crisis or systemic banking problem in China, which could potentially spread across the world.
We can start by defining the Chinese shadow banking sector- it has a similar function to our wealth
management industry- it is the system where financial intermediaries transfer savings into
investment. Unlike the US wealth management industry, which mostly invests in public markets or
financial securities, in China the investments are mostly in real business ventures, including
infrastructure, and are often project-specific. The industry firms are also different: instead of
numerous private firms (hedge fund, mutual fund, private equity fund firms), in China this is
consolidated to 67 trust companies (which are incidentally not allowed to make levered bets). These
trust companies manage US $1.7 trillion and they are often jointly owned by private investors, stateowned companies, and in some cases, local governments. The remaining $1.5 trillion of assets that
make up the shadow banking sector is managed by state banks in liquid money market like
instruments. 1
The state’s role in the shadow banking system is a key point in preventing a credit crisis in China.
With so much state ownership of the banking system, it would be very unlikely that the Chinese
government would allow a major credit crisis to
develop, given that they have more than enough
resources to recapitalize the banks.
The
government could potentially leave some less
significant companies to go bust, especially as a
control experiment to reduce the issue of “moral
hazard”.
Investors have also questioned the size of the
shadow banking system; some fearing that it could
be so large that it could quickly spin out of control.
In fact, it represents 30% of the formal banking
sector, which is substantially lower than most major
economies (see chart on the left).
Defaults will most likely continue in Chinese trust
products. However, given the limited leverage in
these products and that counter-party risk is highly
controlled, defaults should be seen as isolated
company defaults (similar to a US junk bond
default) and not generate contagion risk. Thus, a
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potential credit crisis should be avoided. In fact, only about 10% of total trust company assets are
claims on other financial institutions

EM: Tough Road Ahead for the Weakest
The turmoil EM currencies have been facing in recent weeks and broad sell-off of EM assets has
panicked investors into questioning whether we are facing a major crisis in Emerging Markets, similar
to that of the 1990s. Our view on Emerging Markets is that they will have a difficult road ahead as
the Fed “tapers” its asset purchases and as such monetary policy tightens. But the picture will be
mixed- we continue to believe selectivity is an important theme for EM countries (this has been a
view we have maintained for months, as highlighted in our piece published in August 2013,
“Emerging Markets: Time to be selective”). We continue to like Mexico (as first discussed in our TM
#6 written in May 2013). We see bright spots in countries like South Korea, which boasts a healthy
current account surplus, large currency reserves and a limited fiscal deficit as well as companies like
Hyundai and Samsung which have become strong global players in their markets. We see problems
in countries with high with high current account deficits like Brazil and India which are also facing
issues with productivity (Brazil) and structural reform (India). Other problems lie in countries with
large foreign currency debts, like South Africa and Turkey.
In addition to the fact that a broad EM crisis is unlikely given the differing situations of the EM
countries, it is also important to note that the same situations which contributed to the 1990s
Emerging Markets crises are not the realities in EM today. Very few countries have pegged exchange
rates, making them less vulnerable to the speculative attacks which occurred during the 1997 Asian
financial crisis. As a whole, EM countries have less external debt than they did in the 1990s.
Emerging Markets only account for roughly 13% of total S&P sales. US profits are much more heavily
exposed to the developed world, especially the euro area. This party explains why US profits have
been able to increase by 11% since 2012 in the face of EM weakness.1

Europe: Recovery Continues
Recovery has been the main story in Europe for the last few months- a theme which contributed to
positive performance in both US and European equity markets. Events in the first few weeks in
January brought about doubt in some investors on the strength of this recovery- including data
which showed that inflation had dropped slightly in the euro zone in January, prompting investors
to panic that deflation and lowering consumer prices could derail the recovery. This fear was eased
by ECB on February 6- rates were kept the same and ECB President Mario Draghi announced
deflation was not a risk for the euro zone currently
Earnings generated by European companies or European units of global companies has been mixed,
fueling doubt for some investors, and causing sell-offs in both the US and European equity markets
on some days. It is important to remember that companies are reporting for the past quarter, when
the recovery was still in nascent stages. We see continued evidence of a growing and stronger
European recovery. In January, manufacturing activity picked up across the Eurozone – we saw the
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highest PMI (Purchasing Manufacturers Index) level since May 2011. Expansions continued in
Germany, Italy, Spain, the Netherlands, Australia, Ireland, and for the first time since August 2009Greece.1 We do not see a significant pause or change in trend for the European recovery.

Corporate Profits & Valuations
Over the past four years, we have seen a surge in US corporate earnings. With profit margins at
very high levels, investors are questioning whether companies will be able to boost profits even
higher. The explosive growth in profits over the last years have been fueled by a very specific set
of economic conditions including very low interest rates and weak wage growth- but against a very
weak global macro backdrop. This backdrop is now one of a global economic recovery, where we
could see a modest 3-4% in top-line growth (i.e. Sales), while profit margins can stay flat and as
such earnings growth can sustain a 5-6% pace.
At the end of the year, we saw the S&P 500 reaching 1850, a level technically overstretched where
valuations topped 16x forward earnings. At that time, questions of an equity bubble were frequently
posed by investors and analysts, seeing a market that popped over 30% with very insignificant
corrections. After this recent correction, the market is trading at 15x earnings, a level we feel is more
close to fair value, helping ease overheating concerns. With a earnings yield of around 6.7% the
S&P 500 still offers an interesting equity premium to high grade bonds, to corporate bonds as well
as to high yield bonds.

Conclusion
After a year like 2013, when we saw an ever-rising equity market, investors were a little shaken by
the negative performance of the markets thus far in 2014. While the questions around China and
Emerging Markets were valid, we do not believe they pose a serious threat to the US equity markets.
These were justifications for investors to take some risk of the table. The European recovery
continues on; US corporate profits are set to benefit from the global economic recovery, and
valuations which are closer to fair value help ease fears of an overheating equity market.
We believe that we can continue to see multiple expansion in the US equity market over the next
two to three years- to 18x from below 15x where we are today- and we also see US Equity and
Europe Equity markets as inexpensive on a relative basis vs. Treasuries, High Grade Bonds and High
Yield Bonds. Given these views we see this as a buying opportunity.
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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.

February 2014

6

