A World Upside Down
Who would have thought that in today’s world, ¼ of all government bonds have
negative yields? This represents assets of over US$ 5.5 Trillion. Even some Highgrade Corporate Bonds from companies like Nestle and Royal Dutch penalize
investors for being long their credits.

The Thinking Man’s
Approach

In this Thinking Man’s Apprach, we identify 10 main investment issues that show
a world turned upside down.
1. No peloton in the Tour de Global Economy;
2. Monetary Policies:
a) QE world and the expansion of Central Banks Balance Sheets;
b) Terrible communication policies by Central Banks;
c) A new tool: Negative Interest Rate Policy
3. A world with a lot of Money but low Liquidity – problems in the pipes;
4. A world with great deflationary pressures and a bearish commodities
cycle;
5. A world with “currency wars”
6. A world with great geo-political risk, while oil prices are low;
7. US Politics: Anger rules; outsiders dominate both parties (Trump and
Sanders);
8. S&P500 companies: Negative revenue growth and negative earnings
growth – Can the market have multiple expansion in this environment?
9. US households are saving!
10. “US Millennials” and the Japanese “Deflation Generation” are extremely
conservative and risk averse – much more than baby boomers and older
people are!

1. No peloton in the Tour de Global Economy
We like the comparison Deutsche Bank made at the end of last year in describing
the global economy to the “Tour de France.” They relate the current environment
to a race without a peloton, or main group/pack of riders. The absence of peloton
translates into a lack of synchronization among the world economies, who are all
moving at different speeds, and leaving the world in a state of disarray and
uncertainty.
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The breakdown of the “riders” in the race is as follow. While the US may be considered the leader,
it’s not a strong one, as it’s moving forward at a sluggish pace (GDP growth expected to be between
2-2.5% for 2016). Europe is waiting for a breakout, but is stuck in a neutral zone, expected to grow
around 1 or 1.5% this year. Then there’s Japan, which is really “spinning its wheels,” putting in all its
efforts to move ahead, but really getting nowhere. In 2016, Japan is expected to grow around 1%,
and its economy today at the same size as it was in 1995, 2001, 2003 and 2008. Finally, we have
the BRICs – which are a mixed cycle on their own, with Brazil and Russia in a serious struggle and
with China and India downshifting.1

2. Monetary Policies
a) QE world and the expansion of Central Banks Balance Sheets;
While the Fed has expanded its balance sheet 4 times in the last 8 years, the ECB President does
“whatever it takes” and the BOJ has already bought ¼ of all the JGBs in the marketplace. As Kuroda
mentioned a few days ago, they still have ¾ more to buy (on top of the newly introduced tool of
NIRP). Great investors, including bond manager Jeff Gundlach of DoubleLine Capital and Ray Dalio,
the head of the world’s biggest hedge fund, Bridgewater Associates, have renewed criticism of the
Fed, urging it to abandon the notion of raising rates any time soon. The Minneapolis Fed President,
Mr Kocherlakota, is calling for a “hard U-turn” in monetary policy. He thinks the central bank is
underestimating the risks of sinking inflation expectations and says the credibility of its target is
under threat. That steep drop in inflation expectations is being watched by Fed policymakers, as is
the effect of market volatility on corporate borrowing costs. The volatility that followed the Fed’s
rate rise led to criticism from investors, who say it was wrong to tighten policy in the face of a global
slowdown. Few believe it will stick to its plan for more increases this year.

b) Terrible communication policies and no humility (high profile) from Central Banks;
Central bankers have had a high profile posture, that is not congruent with the role and low profile
a central banker should have. They’re the new stars! Monetary policy is being hampered by poor
communication. The latest central bank to spring a surprise is the Bank of Japan, which on Friday
went back on previous statements and cut interest rates to negative. In recent weeks, however,
most criticism has been reserved for the People’s Bank of China. The PBoC has been attacked for
botching its communication and worsening the slide in the renminbi, the falls in stock prices and
continued capital flight from China. The Chinese authorities are worried about the risk of capital
flight, as many consumers attempt to move money offshore.

At least one governor of the European Central Bank appears to regard outright deflation as a
necessary condition to expand the bank’s campaign of quantitative easing (QE) — a very elastic
interpretation of the bank’s target of keeping inflation below but close to 2 per cent. And the US
Federal Reserve has some credibility problems. This week its open market committee, though
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acknowledging recent volatility in financial markets, continued to argue that the US labor market
was tightening and that inflationary pressures were building up. Last month, when it raised interest
rates, the average of Fed officials’ forecasts suggested another four quarter-point rises this year.
The problem is that investors clearly do not believe them and are currently pricing in one at most .

c) As QE failed, a new tool for the tool-kit: Negative Interest Rate Policy
Negative yields now account for ¼ of JP Morgan’s index of government bonds! Almost all 2 year
government yields in Europe are negative, most 5 year government yields in Europe are negative
(including Germany, France, Netherlands, Switzerland and Sweden). Swiss 10 year government yield
is negative, while the 10 year Bund trades at 0.35% per annum. In Japan, the 10 year JGB trades at
0.04% per annum! The BOJ’s bond purchases have expanded its balance sheet to 75% of GDP from
35% in 2013, compared to the U.S. Federal Reserve’s 25% of GDP. Yet growth in Japanese bank
lending, now 2.2% per year, has barely budged. Companies are sitting on about $2 trillion in cash,
and real wages have declined. Japan’s share of total exports by developed countries fell to 6.5% in
2013-15 from 8% in 2005-07, despite the yen losing 30% of its value.

The failure of unconventional monetary policy in Japan and Europe is proof that central banks can’t
conjure growth in economies that need major reforms to let resources find more productive uses.
If companies can’t find promising investments, credit creation will remain stalled no matter how
cheap capital is.

The contrast with South Korea is striking. After the Asian financial crisis in the late 1990s, Seoul
opened its economy to greater competition, and today Korean companies are outpacing their
Japanese peers. Korean President Park Geun-hye is pushing reform of restrictive labor laws, while
Japanese Prime Minister Shinzo Abe postponed labor legislation to pass national security laws.

3. A world with a lot of Money but low Liquidity – problems in the pipes
There’s a huge stockpile of money in the world, created by the past few years of unorthodox global
accommodative monetary policies; the stock of liquidity is abundant, 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 and regulatory changes created as a consequence of the 2008 crisis, 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 timecreating a fast spikes of volatility. We wrote about this theme in our Thinking Man #24.
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The last few weeks of volatile markets have showed that low liquidity has created new paths of
“contamination” in different asset classes.
As the chart on the right
shows, the short term
correlations of oil and
many different assets
has sky rocketed. The
correlation between the
oil price and Chinese
stocks
has
almost
reached
1,
when
historical
correlations
between them is only
0.01. What has caused
this? One explanation is
the
recent
selling
behavior of Sovereign
Wealth Funds (SWFs) from energy rich countries like Norway, Finland, Qatar, Dubai and Saudi
Arabia. Oil and gas related SWFs represent nearly 56% of the total assets of SWFs globally and are
among the largest investors in private equity and other illiquid asset classes. 1 They have high
commitments to fund these types of investments, but with the loss of expected income (due to the
sudden and sharp drop in oil prices), they have been forced to sell their liquid assets to raise funds.
Two such liquid assets to fall victim: Japanese equities (the best performing equity market of 2015,
where the SWFs can take profits) and Chinese equities. These historically uncorrelated markets to
oil have now fallen victim to contamination in today’s markets.

4. A world with great deflationary pressures
The benefits from lower commodity prices have been hard to discern while the negative impacts
have been fully felt. Generally speaking such declines would be a net positive for consumer spending
oriented economies. Without some stabilization in the price however, it appears that investors will
have little confidence in the ability of policymakers to stop the ravages of deflation. Most countries
from the USA to India suffer from DISINFLATION. In the US, inflation has been lower than the Fed
target for more than three years, and the pressures on the oil price and surge in the dollar could
force the Fed to again push back its unrealistic 2% target when we’re running at 0.7% CPI year-overyear. Other countries, from Japan to Zimbabwe, suffer DEFLATION. We are arguably in a moment
where few countries have INFLATION like Brazil, which ended last year with a budget deficit equal
to 10.34% of gross domestic product and the country’s debt is also expanding at a rapid pace (the
ratio of debt to gross domestic product was 66.2% in 2015, up from 57.2% the year before).
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5. A world with “currency wars”
The moves from the ECB, from the Popular Bank of China, and most recently from the Bank of Japan,
highlight their common concerns in generating inflation. Every central bank has a 2% inflation target
that seems unrealistic! And this seems to spark fears of a “currency war”. Everyone wants to ease
monetary policy using orthodox and unorthodox tools, generating weakness in their currency that
helps boost their exports (and puts a hurdle on imports). As one bank makes a move, another seems
to follow. As China suffers from capital flight as it liberalizes the capital account of the balance of
payments, Japan’s negative interest rate on excess reserves is a reaction to the natural Yen
appreciation from the China effect. This behavior is “passive aggressive,” as most countries don’t
admit there are currency wars happening.

6. A world with great geo-political risk, while oil prices are low
Geopolitical tensions are growing and there is widespread fear that today’s geopolitical events could
undermine financial stability. Lower commodity prices are causing upheaval in commodity
producing countries, particularly in the Middle East. Supply of oil has far exceeded demand, and
this imbalance is being primarily driven by an increase in world production and not a decline in
consumption growth. The battle for market share represents a “geopolitical struggle” in the Middle
East, contributing to the region’s increasing instability as it battles the Islamic State, problems in
Syria, and tensions between Saudi Arabia and Iran.
The lack of economic growth is prompting some countries to look for expansion in neighboring
territories, further fueling geopolitical tensions around the world. Russia’s aggressive behavior with
Ukraine had the world on edge. China is another example. Its move to reclaim land and build
artificial islands in the South China Sea has raised tensions with neighboring countries and the US –
especially because China plans to use these strategic locations for military installations, and because
that land has already been claimed by Malaysia, the Philippines, Vietnam and Taiwan.
Furthermore, we’re seeing sanctions being imposed which further lowers global growth, and
heightened tensions could lead to greater protectionism after decades of expanding trade. What
remains to be seen is if these tensions and conflicts are more structural in nature, of if the pressure
will subside if more “normal” levels of growth resume. For now, the “rhythm” to the latest
geopolitical events has changed over the past few years, and it is likely that the longer growth is
below “normal” levels, the more these pressures will build.
7. US Politics: Anger rules; outsiders dominate both parties
In this year’s US Presidential Election, outsiders are taking the lead of both the Democratic and
Republican parties. Donald Trump has dominated headlines and polls of the Republican primaries,
although his second place finish in Iowa on February 1st was a blow to his campaign. On the
Democrats side, Hillary Clinton’s large lead over outsider Bernie Sanders has narrowed quickly in
the last few weeks. The results in Iowa were the closest in the history of the primaries (Clinton
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49.8% to Sanders 49.6%), and so close that several of the precincts were decided by a coin flip.
Sanders got 84% of the Millennials vote in the Iowa caucus! This 74 year old self-proclaimed
Socialist is proposing a marginal tax rate of 65%. The rise of these anti-establishment outsiders
shows the anger and disappointment Americans feel with the current state of politics in the US.

8. S&P500 companies: Negative revenue growth and negative earnings growth – Can the
market have multiple expansion in this environment?
Very unlikely! The picture emerging from the results of the latest 2 quarters of 2015 and the
guidance for 1Q16 and full year 2016 is one of all around weakness, with growth hard to come by in
the slowing global economy, the strong U.S. dollar, and weakness in the oil and other commodity
sectors. This isn’t a new problem, we have been discussing these headwinds the last few reporting
cycles as well. In other words, the earnings recession continues with Q4 earnings for the S&P 500
index on track to be below the year-earlier level – the third quarter in a row of negative earnings
growth for the index and the second quarter in a row of negative revenue growth.
Recent weakness in oil and other commodity prices has effectively guaranteed that this negative
growth trend will continue into the current and following periods as well. In fact, all of the earnings
growth for the S&P 500 index in 2016 is now entirely expected to come in the second half of the
year, with growth in the first half of the year now expected to be negative.

9. US households are saving!
Gross domestic product grew at an inflation-adjusted 0.7% annual rate in the fourth quarter,
dragged down by an expanding trade deficit as well as companies slowing down inventory
investment and cutting capital spending. Consumer spending grew at a 2.2% rate, which is enough
to keep the economy going, but isn’t very inspiring considering the U.S. gained 851,000 jobs in the
quarter, marking the fastest hiring pace of the year.

All those additional paychecks helped push Americans’ overall after-tax income up by 3.2%, at an
inflation-adjusted annual rate. However, they chose to bank rather than spend much of that gain,
lifting the personal saving rate to 5.4%—its highest level since 2012. The good news here is that the
high level of savings suggests further income gains will flow into better spending growth in the year
ahead. Indeed, economists are forecasting spending will grow more quickly in the first quarter,
helping raise the pace of GDP. That would be good news for companies, which have had profits hit
by tepid domestic sales receipts and horrid conditions overseas. For this to happen, it is also crucial
that companies, despite their poor results in the fourth quarter and a jittery stock market, keep
hiring.

10. Despite their youth, “US Millennials” and the Japanese “Deflated Generation” are
extremely conservative and risk averse – much more than baby boomers and older
people are!
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With time on their side, these younger generations are expected to be willing to take on risk, and
thus, their investment portfolios should have significant allocations to equities. However, this is not
the case! A UBS survey showed that affluent US millennials on average hold 52% of their liquid assets
in cash (more than double their older counterparts, who have 23% in cash); and only 28% in stocks
(significantly lower than the older generation’s 46% in stocks).1 Their experience with both job
security issues and market volatility during the Financial Crisis of 2008 early on in their careers (or
watching their parents experience with this) has likely shaped their behaviors as being risk averse.
This coupled with the high student debts many of them have (almost 45% of 25 years olds have
student debt, up from 25% ten years ago) has made the US Millennials among the most conservative
of investors.2
This trend of being risk averse is not only happening in the US. Japan has been in deflation for
nearly two decades, prompting the young “Deflated Generation” to be more conservative than their
parents, and even their grandparents. A Financial Times article discusses how these 20-year olds
see the world. One student in Tokyo describes his generation as “coldly practical” and says: “We
need to save as much as we can and take as little risk as possible.” This highlights a clear sense of
insecurity, the desire to save every penny and also to always take the cheapest option. Deflation
has created a sense of insecurity – and has taken away the incentive for young Japanese to leave
home, buy cars, marry, have children or take risks in general.3

Conclusion
In a world of higher volatility, lower liquidity and economic uncertainty, investors can expect acute
market swings to continue. This has been clearly illustrated this in the sharp reversal in stocks and
oil during 2016. Our view, as we wrote about in our Thinking Man #36 is as follows:
1.

As John Maynard Keynes said: “A speculator is one who runs risks of which he is aware and
an investor is one who runs risks of which he is unaware.”

2. Diversification is still KEY in this “laboratory world” – while asset correlations seem to be
constantly shifting, it’s still a MUST have for investors;
3. Traditional asset classes will produce low mid-single digit returns for the next 5-10 years
(with high grade bonds having barely positive returns);
4. Maintain a healthy amount of CASH for portfolio flexibility and to be opportunistic/ tactical;
5. Increase the “illiquid” revenue producing allocation of the portfolio in niche markets like
Private Debt, Commercial Real Estate and Mezzanine Debt; these assets types offer an
illiquidity premium of around 5% to public markets’ comparable and help shield portfolios
from the market-to-market monthly volatility;
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6. Use volatility to your own advantage: both to protect portfolios (by buying protective puts)
as well as for “yield enhancement” strategies (selling covered calls);
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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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