QE and the Low Animal Spirit World
Over the last several years, we’ve been living in a quantitative easing (QE) world,
where balance sheets of major central banks around the globe have ballooned.
For example, the Fed’s balance sheet went from about $870 billion in August
2007 to $4.5 trillion today. As such, through this distortion, the price of money
is getting cheaper by the day. It is not just that we have negative real rates but
negative nominal yields in one-third of all European government bond markets!
Over half of the 2-5 year European government bond markets have negative
yields; the 10 year Swiss hit a low of -0.21%; the 10-year Bund hit a low of 5 bps
and seems to be converging to zero. The below chart depicts this trend.

Chart 1: Evolution of 10 Year Yield of German Bund Through QE Programs
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We have been living in a QE world for over 6 years
now, and money is getting cheaper by the day. This
has unexpectedly induced savings and restricted
spending amongst consumers. Corporations are also
sitting on mountains of cash, and instead of taking
bold action as hoped; they are plagued with low
animal spirits. They are putting this money to work but through M&A activity and share buyback
programs – rather than making long-term
investments in growth. While this does not create a
foundation for long-term growth, it is supportive for
equities for the time being. In this month’s Thinking
Man we discuss these trends in detail as we search for
intrinsic value in this challenging environment.
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Not only governments, but even some borrowers are seeing negative yields. In
mid-April, some borrowers in Spain saw mortgages rates fall below zero, which
meant the bank owed them money!
This type and scale of coordinated intervention by central banks has never
occurred. QE is the largest force in the market; yet no one knows its full effects.
There are already some unexpected consequences, such as inducing more
savings and less spending. Our search for assets with intrinsic value continues,
and as dynamics and investment behavior are changing, we take a look at the
some consistent trends we see emerging.
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These have come from US corporations with low animal spirits; they are not investing in long-term
value, but instead deploying cash with less aggressive strategies such as share buybacks and M&A
activity. While this will not create long-term fundamental value, it is supporting equities for the time
being.
QE is Changing Classic Investment Behavior
QE economics challenges the rules of classical economics, where lower rates encourage an increase
in consumption (and a decrease in savings). In the “QE world” and the world of “financial
repression”*, lower rates are inducing more savings and less spending. This is a negative spiral
which was never was predicted.
Why is this happening? Because savers notice that they need a larger volume of assets to be able
to retire and live out of that income stream. In the “QE world” of today, to earn an income of
$200,000 per year you need several times more assets (shares of S&P500, a 3 bedroom apartment,
a 300,000 sq ft building, any asset with intrinsic value) than in the past. In simple terms, if the risk
free rate is at 4%, a saver could have a guaranteed income of $200,000 with a financial net worth
of $5mm. If, like in the QE world, the risk free rate is 0.2% a saver needs $100mm. This concept can
be applied to any asset with an intrinsic value or yield. Asset inflation makes the expected returns
or yields of the asset markets shrink.
Take Japan for example: in the total opposition to what classical economics teaches, low returns
actually have made Japanese consumers spend less. The aging population is saving more in order
to reach their target amount of assets needed for retirement, and thus spends and consumes less.
This had always been assumed to reflect both the demographics and cultural traits of Japan. But
that view will have to be revised, as there is evidence of the same thing happening in Europe.
Germans are reacting to zero interest rates by saving more. The chain of behavior is demonstrated
in Chart 2 below:

Chart 2: QE is creating unexpected consequences
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Uncertainty and Low Animal Spirits
Both market and investment behavior have changed in the QE world, with the full consequences
and effects still not wholly understood. Where does this leave us? There is no simple solution to
investing in this increasingly challenging environment beyond keeping a diversified portfolio of
quality assets with intrinsic value. With the QE experiment continually changing investment
dynamics, we have been focused on identifying clear fundamental trends that can help direct our
search for value in a difficult investment landscape.
Just as QE has investors feeling uncertain about where to allocate capital, we have seen that QE has
also been prompting many CEOs to proceed with caution and manage their corporations with lower
“animal spirits” – the motivation and confidence to take meaningful positive action. Management
teams do not have the incentive to make significant long-term investments, as they perceive
uncertainty about the effects of QE and macro-economic backdrop as well as high risks on the
geopolitical and the regulatory fronts. Thus, we see corporate leadership asking, “How do we put
the cash hoard we’ve built over the last several years to work in the most efficient manner?” Their
attitude becomes one of “grabbing assets” which offer good relative intrinsic value, and we see
three clear trends in this respect:
1.
2.
3.

Record volume of M&A transactions;
Purchasing record levels of their own stock;
Increased corporate activism

These trends should be supportive of equities for the near term, even though they are not creating
long-term growth going forward.

Chart 3: M&A Volumes by Sector Q1 ($B)
Record volume of M&A transactions;
Global mergers & acquisitions (M&A) activity during the first
quarter of 2015 was at its highest levels since 2007. The value of
M&A deals was $811 billion, up 21% over the same period a year
ago. The US has been at the center of this, accounting for about

April 2015

3

half of all M&A activity (US: $399 billion). This figure represents a 30% increase from the same time
last year.1
The biggest deal of 2015 so far has been Heinz’s takeover of Kraft, which will create a company
worth $100 billion. The deal was led by Heinz owners 3G Capital and Berkshire Hathaway, who
purchased Heinz in February 2013 (a transaction we wrote about in Thinking Man #4).
The sector with the most activity by total value of deals has been healthcare, reaching $95.3B in the
first quarter (see Chart 3). Drug makers are desperate for new treatments that can replace the
billion dollars of sales they will lose when their patents expire. We saw this play out in March when
Times
Pharmacyclics, a cancer drug maker with only a single product to itsSource:
name,Financial
found
itself the center
of a fiercely contested bidding war amongst Johnson & Johnson, Pfizer and AbbVie. AbbVie came
out as the winner in a $21 billion deal.2
What does this tell us? Many companies are not confident enough about the future to put their
capex to work and reinvest in long-term growth. They do, however want to do something with their
reserves, and given the supportive M&A environment of growing confidence, stable economy and
cheap financing, acquiring quality companies seems like a good option. Analyst consensus is to
expect to see more deals going forward as confidence grows given that many companies face fewer
opportunities for organic growth.

Purchasing record levels of their own stock
Over the last few years, we have seen corporations increase their participation in share
repurchase/buyback programs. As companies continue to sit on mountains of cash, this trend has
accelerated; the first quarter of 2015 was the strongest start to the year for buyback programs on
record. The value of new share repurchase programs authorized by companies stood at $257
billion.3 This figure excludes GE’s announcement on April 10th that it was authorizing a $50 billion
share repurchase program, which ties Apple’s for the largest ever announced. At the current pace,
stock buyback authorizations are set to total $1 trillion this year, surpassing 2007’s record of $863
billion. 4
Again, this signals that companies are reluctant to spend capex or make long-term investments;
however, they are showing confidence in their own companies and helping to provide support for
stock prices.

Increased corporate activism
In 2014, shareholder activists, investors who buy stakes in companies and push them to make
financial or strategic changes, “cemented their position as a force in US markets and boardrooms.”5
Since the years after the crisis, corporate activism has been on the rise, as there is higher sensitivity
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to corporate governance, executive compensation and cutting the “excess fat” from corporate
income statements.
Increased corporate activism has partially contributed to both deal making volumes and share
repurchase programs. With current conditions of cheap financing and the shrinking pool of quality
assets, activist investors encourage corporations to increase their deal making activities. In January,
US activist fund Starboard Value led Yahoo to spin off its $40 billion stake in Alibaba and also urged
Staples to buy Office Depot in a $6.3 billion deal.1
Last year, the majority of activist campaigns have focused on encouraging companies to either
return that cash to shareholders in the form of a dividend or use it to fund a share buyback program,
both of which are positive for equity shareholders. Activist funds significantly outperformed the
global hedge funds over the last year: from March 2014 to March 2015, the HFRI Activist Index was
up 9.3%, with the HFRI Global Hedge Fund Index only up 0.4.%.2 Activist funds didn’t only perform
well return wise: Chart 4 below demonstrates the rise of corporate activism from different angles:
the increase by number of campaigns, increasing success rate of proxy fights and finally higher
assets under management. If activists continue to act was a “watchdog” for corporate boardrooms
they can potentially help companies to stay focused on creating value for shareholders in the future.

Chart 4: Rise of Corporate Activism

Source: Wall Street Journal

Conclusion
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It is difficult to have strong conviction in this QE world, where the largest force behind the markets
has both challenged classical economics and changed markets and investor behavior. However, we
try to focus on intrinsic value and good fundamentals. With valuations in equity markets still offering
relative value, with Central Banks probably watching stock market prices as a key barometer
indicating how to act and with the 3 forces identified in this piece, the US equity market seems to
be climbing a huge “wall of worry” and reaching new highs, while “animal spirits” are still quite low.
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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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