Illiquidity and Contamination are Leading to Fast Spikes in
Volatility
There’s a huge stockpile of liquidity in the world, created by the unorthodox
global accommodative monetary policies. However, we are seeing illiquidity in
the markets. How is this possible? We need to understand the difference
between STOCK and FLOW. There’s clearly an abundance of money in the
system, i.e. STOCK of liquidity, as corporations and households are sitting on
unprecedented levels of cash. What is more relevant, however, is the FLOW, or
the degree to which assets can be traded. For cash to translate into liquidity, the
mechanisms or “pipelines” for cash to flow through to the markets must be wide
open and free flowing. Thanks to structural risks created as a consequence of
monetary policy, these pipelines have become narrow and bottlenecked, creating
illiquidity and large gaps down (or up) in prices. Furthermore, we are seeing
crowded trades in this “risk on, risk off” environment, where niche and risky
markets are suffering because of a lack of liquidity. When there are wild price
gyrations in these markets, there is a “contamination” effect in other markets for
a short window of time- creating a fast spikes of volatility. We believe these fast
spikes of volatility are opportunities for clients to trade.
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The week of October 13th the markets were riddled
with high levels of volatility: abruptly shaking
investors who have been complacent over the last
few years, living in a world where volatility was
sitting at a 15 year low. It’s our belief that volatility is
here to stay: we will continue to see fast spikes in
volatility like we did on October 15th, and see this as
an opportunity for clients to trade. In this month’s
Thinking Man’s Approach, we discuss some of the
contributing factors to volatility: structural risk
caused by illiquidity and contamination in the
financial system and questions around global growth
and how financial markets will fare after the US ends
QE.

Regulatory changes are a principal contributor to the narrowing the pipeline that
connect buyers and sellers in the market. Before the 2008 financial crisis, large
investment banks matched buyers and sellers by holding large inventories of
risky securities. With increasingly stricter regulations after the crisis, these banks
were forced to sell off massive inventories of securities as part of their balance
sheet cleanse to shore up their percentage of “core” assets (in particular “Tier 1”
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estimate that since 2008, these investment banks have cut back on security
inventories by 30-80% (the amount cut depending upon the specific asset class).1
This heavy cutback of inventory has crippled these banks in their ability to act as
market makers, a once integral role they played in facilitating a wide pipeline
between buyers and sellers in the market.

Crowded Trades
Over the last few years, we have seen extreme consensus amongst investors, who have shown a
herd mentality, trading in a “risk on” or “risk off” mode, many times with investors on the same side
of the trade. This dynamic is characterized by everyone in the investment community chasing after
crowded trades or dumping securities. Technology contributes to this dynamic- electronic trading
programs mean that the herd is larger and moves faster. This lopsided dynamic causes volatility,
but this is exacerbated in a world where market makers have limited inventory of securities. For
riskier or niche markets, market makers no long keep positions on their balance sheets when others
are selling- they are joining the fray and also selling these securities. There is no one on the other
side of trade, creating sharp spikes in volatility. Even if this initially happens in niche or risky markets,
this contaminates other asset classes, and everyone takes a hit. The contamination is short lived,
usually characterized by a brief sharp drop that normalizes after a few hours.

An Example of Contamination Across Markets
An illustration of this happened October 15th, during one of the most volatile trading days in recent
memory. AbbVie, a pharmaceutical company had been very near closing an acquisition of Shire, a
UK based pharmaceutical company. They announced the previous night that they were
reconsidering the deal after analyzing the Obama Administration’s new tax inversion laws. Most risk
arbitrage hedge funds were building long positions in Shire, as they were confident of the deal’s
success. Everyone was on the same side of the trade, and then when the deal was put into question,
everyone went on the same side of selling the trade. Liquidity in the trade was hammered because
there were not market makers, and risk arbitrage players had some of the great losses in their
history. When funds like these take such large hits, they have margin calls and are forced to sell off
their other assets- so the bleeding of the niche and risky market affects other larger, more stable
asset classes. We saw this in practice, as US equity markets were trading down 460 points at the
lowest part of the day, while the 10 year US Treasury yield undershot and moved within a 35 bps
range! However, the contamination was short lived, recovery started the same day, and at the end
of last week, US equity markets were only down 1%.

Transition Period: More Volatility Ahead
Both illiquidity and contamination are two factors which will contribute to volatility in markets
going forward. We live in a new world - with divergent monetary policies, as the US ends
quantitative easing and branches away from other global central banks who continue their
accommodative monetary policy. We were previously in a period where there was a continuous
buyer of Treasuries, which boosted asset prices across markets. As markets and “risk on” types of
trades trended upwards and volatility was sitting at lows, there was a lot of complacency and we
didn’t see the negative effects of illiquidity and contamination. This transition period is also
coming at a time where we have a strong US dollar and where there are many unknowns- most
fundamentally, what global economic growth will look like. There are concerns about the US
being able to sustain itself as a growth engine and concern as to how leading US corporations with
global operations will fare in the face of a global economic slowdown In addition to this
fundamental unknown- there is noise around Ebola and potential geopolitical conflicts which are
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adding to investors’ nervousness. We’re in a world where volatility is no longer sitting at its 15
year low, but it is now back to “normal” levels. We consider this an opportunity for our partnerclients!

Conclusion: How to Position in Face of this Illiquidity
The heavy amount of cash on the sidelines, at some point, should provide some protection on the
downside, as some of it should be put to work. It’s important for investors to understand, however,
that it is not necessarily a bull signal to the markets that there is a lot of cash in the system. Illiquidity
and contamination will create fast spurts of volatilities which can translate into tradable situations
as we saw last week. The nervousness in the markets, relating to the fundamental unknowns and
also the herd “risk off” behavior relating to noise such as Ebola or geopolitical risks, will contribute
to heightened volatility as well.


There will be fast spurts of volatility even in the large and mature markets like US equities
and US Treasuries. But these will likely revert quickly and rally back. We can see these
times as opportunities to trade- as was the case October 15th when in a short period of 15
or 20 minutes, the market came down about 250 points. In the end, contamination cleared
and as the forced sellers were cleaned up from the market, things normalized.



In niche or risky asset classes, there is risk associated with illiquidity and contamination. For
these types of markets, we will be careful to analyze the liquidity, bid/ask spread of securities
we would potentially buy or sell for our clients. It’s very important for investors to
understand the dynamic of liquidity for the specific security, asset type and asset class.
Prices may gap down very quickly in these markets, because everyone is on the same side
of the trade, there is limited inventory, and bid offer spreads widen tremendously.



The opportunity to trade volatility: Spikes in volatility are here to stay, we are unlikely going
back to a world where the VIX (*) is at 10. We’ll be looking to buy volatility when it trades
on the low range of our expected spectrum, and sell it when it hits the higher end. We also
think investors should consider the volatility as a hedge (when volatility is low and thus
cheap) or to generate income (when volatility spikes and thus gets expensive).

(*) VIX is the Chicago Board Options Exchange Volatility Index and is widely used as an indicator of
future volatility. VIX reflect the market expectations of US stock market volatility over the next 30
days. The index is based on implied volatility, which is ultimately determined by the price of option
contracts. VIX is calculated by taking the weighted average of all of the options prices in the S&P 500
index.
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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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