A Hated Bull Market
The market continues to grind higher despite negativity & uncertainty

The Thinking Man’s
Approach

Analyzing fundamental, global macro and technical factors, we still think the US
equity market will continue to grind higher in the short-term, probably finishing
2015 with a 5-8% total return. We call this a “hated” bull market: despite signals
that we are still in positive territory for equities, investors are bearish and full of
negative sentiment. Just last week there was study published which found that
global institutional investors see equity market risk as the single largest risk to
their portfolios.
We are cautious about the long-term health of the equity markets, as companies
are not taking significant steps towards building long-term growth. CEOs have
low “animal spirits” and are uncertain about the future - they don’t want tie up
cash flows for the long-term – and they are also being pushed to have a shortterm orientation by activist investors. However, owners of financial assets are
benefitting in the near-term. Equity shareholders are benefitting from
companies’ strong operating cash flows are going towards buybacks, dividends
and M&A activity. Other technical factors, such as fund flows and high cash
holdings are also positives for equities. We discuss the factors contributing to
the “hated” bull market in this month’s Thinking Man’s Approach.

Fundamental Factors
Low “animal spirits” favor M&A activity, buy-backs & dividend growth vs. longterm capex
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Investors around the world are feeling a sense of
unease about the equity markets and this week’s
events surrounding Greece does not help build
confidence in the markets.
Bearish sentiment
permeates the investment environment, with retail
and institutional investors alike sharing negative
views on the markets. Despite the noise surrounding
Greece this week, we continue to believe that the
market will grind higher and we are not done with the
bull market just yet. We have not hit levels that signal
serious overvaluation, and equities will be supported
by corporations using cash flows to benefit
shareholders (via dividends, buybacks and M&A
activity) as well as future flows. The market will
continue its grind higher over the “wall of worry” as
it has done for the last few years.

Goldman Sachs calculates that margins on the S&P 500 are about 9%, which in
normal times would have sparked a corporate investment boom. This was the
hope of policy makers, but it did not happen. In contrast, investment as a
percentage of operating cash flows has fallen from 29% to 23% in the last 5 years.
On June 24th, the OECD released its “Business and Finance Outlook 2015,” which For more on how we are positioning our
shows that companies see a big risk to capital spending. The “hurdle” rate of portfolios, please contact your investment
advisor or email:
return required to undertake new capital spending is very high, despite the
ideas@bigsurpartners.com
historically low interest rates. This is weighing on long-term structural growth.
Economic growth is stagnating in many regions due in part to this lack of
investment.
CEOs are quite gloomy about the growth outlook in this world of Quantitative
Easing (QE). This is because QE spurs supply and not demand and QE keeps
non-economic businesses funded (instead of letting them die). Stricter
regulations that are a burden for small businesses do not help either.

“However (and this is when Behavioral Economics gets into play): CEOs need to find other ways to
deploy their increasing cash hoards to justify their
Chart 1
compensations. So what are they doing? Buying their
own stock, buying other stock or giving back dividends
to equity holders: actions that do not promote longterm investment growth, but for the short-term are
positive for those who hold equity assets.
Record M&A activity: Since the global financial crisis of
2008, profit margins have surged, and one way that
companies have been spending cash flows is
purchasing other companies. Many companies are not
confident enough about the future to put their capex
to work and reinvest in long-term growth. They do,
Source: OECD, Financial
however want to do something with their reserves, and
given the supportive M&A environment of growing confidence, a stable economy and cheap
financing, acquiring quality companies seems like a good option. 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 half of all M&A activity (US: $399 billion).1 This suggests the market is
reaching the latest stage of the bull market, not that it has peaked.
Buy-backs and dividend growth: Blackrock and other investment houses project that combined
outlays on dividends and buybacks will exceed $1 trillion in 2015 in USA, more than the expected
spending on operations and research. This trend is demonstrated by Chart 1 above, showing that
dividends & buybacks as a percentage of sales (of US companies) has increased steadily over the
last decade. Companies can afford to pay more dividends and buy back their own stock. Equity
holders have been beneficiaries of this trend, earning large dividends and benefitting from a boost
in stock prices supported by share repurchases by management. This trend will likely continue,
especially as activist investors continue to exert significant influence over US corporations.
The mounting importance of activist investors: Over the last few years, activist investors have
become an important force. They have influenced companies to have a strong emphasis on shortterm results for shareholders, favoring special dividends, increasing dividends, buy-backs and cost
cutting measures.
Who are activist investors? Those who gain the support of other investors and proxy advisors to
remove management, to gain influential board seats, and/or to make sure company strategy is in
the best interests of shareholders. This may at times add to company efficiency when incumbent
management is either idle or pursuing plans that are less sensible or effective when compared to
superior strategies of activists. Activist investors are having more and more weight in the market.
Companies are even assuring activist investors that they are pursuing their recommended strategies
to keep them from taking board seats. The activist way has paid off: activist hedge funds
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outperformed all other hedge funds in 2014 and are on track to do the same in 2015.1 These results
are positive for equity holders in the short-term, but many activist investors are short-term oriented,
and tend not to be long-term or strategic focused.

Valuations not yet fully stretched; Peak is still to come based on the current moment in the cycle
Corporate cash flows going into equities via financial investments in M&A, buybacks and dividends
is positive for the equity markets in the short term. Two other positive fundamental factors: we
believe that valuations can still grind higher before being overvalued, and we are not yet in the time
of the cycle which signals the peak of the equity markets.
US equity market valuations are not yet extreme, especially in terms of relative valuations. Our
concerns of serious overvaluation would come at a market multiple above 20x (Price/Earnings
Ratio, also known as P/E). The S&P 500 current P/E is 18x and the forward looking P/E is 14x. While
these figures are slightly higher than historical levels, they are not particularly stretched. Also, it is
rare that a bear market would begin at this current stage of the economic and the interest rate
cycles. Historically, the equity markets have peaked in a range of 6 to 24 months after the Fed’s
“lift-off” of rates (with the average peak coming 18 months after the rate “lift-off”). If this trend
continues, we still have some time for the markets to continue their ascent.

Technical Factors
Fund Flows Favor Equities
The “Great Rotation” (from bonds to stocks) that some
analysts predicted when the Fed started to taper, has yet
to materialize. While we are now waiting for the Fed’s
“lift-off” from the existing zero interest rate policy, flows
are likely to continue to favor equities over bonds. We’ve
seen signs of this over the past few weeks: as of June 25,
there was the biggest three week outflow from all bond
funds over the past 2 years ($20 billion redemption).
Meanwhile, equities have seen positive inflows from 4 out
of the last 5 weeks (last week alone had $4.6 billion of
inflows).2 Cash seems to be “King” (as evident through
investors’ enormous cash hoards), but investors will be
pressured to put money to work in an environment where
staying invested will likely outperform. Thus, flows favor
Equities.

Chart 2

Cash holdings at highs and climbing the “Wall of Worry”
Mutual funds that specialize in allocating between asset classes (known as multi-asset class funds,
now managing $2 trillion) are “underweight” bonds, “neutral” equities and “overweight” cash. See
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Chart 2 on the previous page which demonstrates the high allocation to cash in these types of funds.
Anecdotal data and surveys show that the “underweight” position in bonds is here to stay and funds
are deploying gradually into stocks, another technical positive for equity markets.
What about investor sentiment? Both institutional and individual investors have distrusted the rally.
Allianz Global Investors published their annual “Risk Monitor” report in mid-June, which surveys 735
institutional investors all over the world, including pension funds, foundations, endowments,
sovereign wealth funds, and family offices. The purpose of the survey is to understand their views
towards risk, portfolio construction and asset allocation. What did these investors say is their
greatest risk? Equity-market risk. This trumped interest-rate risk, credit risk, commodity risk,
inflation risk, FX risk, liquidity risk, counterparty risk and event risk. 1 We see evidence of this when
looking at net equity buys from Bank of America Merrill Lynch clients (see Table 1). Hedge Funds,
Institutional, and Retail clients have all been major net sellers of equities over the last 5 years, despite
positive performance of the markets. Hedge Funds and Institutional clients continue to be net sellers
this year. Only Corporate clients are significant buyers of equities. While this data is only from one
institution, given the size of prominence of Bank of
Table 1: Cumulative net equity buys
America Merrill Lynch, we believe this could be a good
of BofAML clients ($MM)
representative sample.
YTD
Last 5 Years
While the stock market is vulnerable to a fall, this has been
the case for quite some time and despite this, we continue
to climb a “Wall of Worry.” Regardless of cautious
sentiments and concerns on long-term growth, the
markets continue to climb higher.

Client
as of 6.16.15
Hedge Funds
(1,391)
Institutional
(4,509)
Retail
1,180
Corporates
19,004

(2010-2014)
(20,336)
(60,621)
(121,026)
181,561

Source: Bank of Americal Merrill Lynch

Conclusion
The effects of QE are positive in supporting and inflating asset prices, but “real” economic growth
struggles. QE is making owners of assets rich, but not convincing corporate CEOs to make longterm investments. Rather, they are focusing more on more on buybacks (which are changes to the
capital structure as companies borrow cheaply to reduce their dependence on more expensive
equity financing); using more of their cash hoards buying other companies’ stocks (M&A), and giving
back in the form of dividends.
We do think the party will end badly, but we seem to be far away from that point. The history of
the latest two market booms and busts shows that cold economic reasoning can take a long time
to make itself felt in the stock market, especially with the global central banks’ intervention. We
believe this hated rally shall continue to grind higher.

1 Allianz Global
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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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