Hedging Strategies In This World of QE
Investment Ideas for Short-term Hedging
We live in a unique time! Years of quantitative easing (QE) have created many
distortions in the financial markets, such as the US$ 13 Trillion in negative yielding
bonds. Negative yields are not a natural phenomenon in Finance. Instead, they
are the result of a huge experiment by central bankers who have limited world
experience, poor judgement, and a lack of common sense, albeit plenty of
academic credential. The fact is that it is human nature to want things now rather
than later. This is why interest rates (the price of money), should be positive.
Negative interest rates turn that concept on its head. As Jim Grant, founder of
Grant’s Interest Rate Observer, explained: “We’ve seen low rates beget lower
interest rates, and radical policy making beget more radical policy making,
because it doesn’t work.”
Since Brexit, many clients have inquired about HEDGING. As a result, the topic of
hedging portfolios was initially brought up in our Investment Committee. This
unique world of QE has created a curious situation for hedging assets. An
intellectual discussion on what makes a good hedge in today’s world turned into
an actionable list of investment ideas for short-term hedging, which we
distinguish from our long-term intrinsic value driven portfolios. Long-term
“intrinsic value” driven assets are those that protect against permanent capital
loss and focus on generating positive real rates of return over a period of 5 years
or more. We will discuss these long-term assets in our next Thinking Man piece.

The Thinking Man’s
Approach
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In this piece, we set forth several short-term
hedging assets as investment ideas for
minimizing short-term losses during
uncertain and volatile periods of time. Such
assets include government bonds, gold,
safe haven currencies, gun manufacturer
stocks, utility stocks, VXX, and SPX puts.
While the assets in this “protector portfolio”
make good short term hedges, they do not
create value over the long term. In our next
piece, we’ll focus on our long term “intrinsic
value” driven portfolios.

The short-term hedges we identified include a list of assets that go up in price
when there is a big “risk off” trade or a flight to quality. It is important to point
out is that while these assets may prove to be successful hedges in the short- For more on how we are positioning our
portfolios, please contact your investment
term, they do not generally offer longer term intrinsic value.
advisor or email:

Short-term “Protector Portfolio”: investment ideas for minimizing short-term
losses during uncertain and volatile periods of time
 Government Bonds (TLT)
Government debt from the US, Japan, and Germany is often considered the
ultimate safe haven by investors. In times of global turmoil, uncertainty, and
market volatility, investors flock to assets backed by these developed
governments, who they believe have little to no risk of default. Long duration
government debt also tends to perform well during periods of weak growth, low
inflation and accommodative monetary policy – all characteristics of the world
we’ve been living in for the last few years, and will likely continue to live in.
Among developed markets, US Treasury bond yields are most attractive and are
likely to
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remain attractive in the foreseeable future. A potential investment vehicle to use for long duration
treasury exposure is TLT.

 Gold (GLD)
Gold is often viewed as a hedge against certain extreme outcomes, simultaneously offering
protection against unexpected inflation, currency debasement, financial system failures or crises,
and geopolitical unrest. Demand for gold increases when there are “fear factors” in the market,
therefore we like gold as a short-term, event related hedge. When economic or political uncertainty
hits the markets, gold tends to rally, as we saw during the August market correction in 2015, then in
January when the markets saw extreme volatility, and again, right after Brexit. In the longer term,
we see gold as an inflation hedge, and not a dollar hedge. The dollar will be strong in this world; it
has positive interest rates, even strong real rates against negative nominal rates. And in today’s
world, we don’t have inflation. While we can buy gold for a short-term hedge, (using a low cost ETF
like GLD), for the longer term, it isn’t clear that there is any intrinsic value as gold provides neither
yield nor cash flows.

 VIX (VXX)
VIX is the CBOE Volatility Index which shows the market’s expectation of 30-day volatility. It is
widely used a measure of market risk and is often referred to as the “investor fear gauge.” Generally,
the movements of VIX are inversely correlated to the broad market. This makes it a great hedge in
times of market shocks. The data demonstrating VIX’s positive performance during these times is
overwhelming.
Sudden spikes or drops in the VIX tend to revert over time. Therefore, the VIX is a good instrument
for hedging purposes to buy when it is trading within its lower range, especially when there is a
potential volatility spike tied to a specific event in the future, such as an election. This is arguably
the most predictable aspect of volatility and it happens because fear is cyclical. Fear and uncertainty
don’t last forever, and neither do periods of calm. Markets can be in a state of fear, not permanently
but temporarily. When markets are calm, some future event will inevitably bring fear back into the
market.
The VXX, one of the most highly correlated investment vehicles for trading the VIX, is beneath its 5year low given the strong confidence in the global financial system. This creates an opportunity for
buying risk protection at a very discounted price. The 52wk range for the VXX is $9.78 to $31.48,
with a current price of $9.80.
Another way to directly hedge a portfolio and take advantage of the low VIX is by purchasing
S&P500 puts, in other words, buying options to short the S&P500 which is trading at record highs.
Equities are trading at inflated multiples and many valuations can no longer be justified, therefore
these puts can serve as a great hedge for any potential downturn, and they are dirt cheap. S&P500
one-month options have priced in a 20% chance of a 5% move over the past six years. Today, these
put prices have dropped so low that they only price in a 12% probability of a 5% drawdown, nearly
half.

 Save Haven Currencies (JPY) (SGD) (CHF)
Safe haven currencies are fundamentally described as those with ample liquidity, stable political
systems, strong country finances, and stable economic backdrops. Arguably more relevant is that
safe haven currencies are safe havens because investors define them as such and everyone knows
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that they will be flooded with flows in risk off environments. On top of that, there may be technical
factors at play. The Japanese Yen (JPY), for example, has been the global funding currency of
choice for investors, as the Japanese economy has been in deflation for over 20 years and it has
offered the lowest interest rates in the world. This implies taking a short position in the yen and
when the “risk off” trade is on, many of these trades are unwound, which generates an abrupt short
covering rally. In the third week of August 2015, when the markets corrected (the S&P 500 was
down 11.1%), JPY was up 4.6%. In the days after Brexit was announced, the Japanese yen was up
3.7%, while the US equity market was down 5.4%. Other safe havens include the Swiss Franc (CHF)
– Switzerland has always been considered the safe haven of Europe, thanks to its neutrality,
economic and political stability. Although not a major currency, The Singapore Dollar (SGD) has
become the safety currency in Southeast Asia, and has rallied every time the markets are in “risk
off” mode.

 Gun Manufacturers (RGR) (SWHC)
Gun manufacturers have experienced enormous growth over the last decade given the rise in fear
and uncertainty felt by individuals in the face of violent terror acts, both domestically and abroad.
Whenever one of these acts takes place, gun sales shoot up as people want to arm and protect
themselves. They also shoot up during talks of tougher gun legislation. Gun sales have soared since
the inauguration of the Obama administration: manufacturers Sturm & Ruger’s (RGR) and Smith &
Wesson’s (SWHC) stock prices have risen 1,019% and 936%, respectively (cumulative returns). From
2009 to 2013, the number of guns produced in the U.S. rose 94%. Mass shootings and legislative
decisions on guns are both extremely correlated to the stock prices of gun manufacturers,
presenting hedging opportunities. The day after the deadliest mass shooting in U.S. history that
claimed the lives of 49 people in Orlando, Smith & Wesson’s shares rallied by 7%. The days after the
San Bernardino and Paris tragedies showed notable increases as well. Few industries are as
politically linked as gun manufacturers. The day after the death of Justice Scalia, the looming
possibility that an anti-gun majority could sit on the bench of the Supreme Court sent the stock up
3%. This further demonstrates how the presidential election might shake the markets, potentially
creating hedging opportunities.

 Utilities (XLU)
The utilities sector provides customers with basic modern day needs such as electricity, gas and
water. Regardless of the economic climate, these are services that will always be in demand because
these serve basic needs and because there is a lack of large scale alternatives or substitutions.
Further ensuring this demand is the fact that most utilities are governed by rates fixed by regulatory
bodies in the states that they operate in. Utilities stocks provide a good source of income through
an average dividend yield of roughly 4%, higher than the current yield on both the S&P 500 Index
and the Barclays U.S. Aggregate Bond Index – very attractive in this world of low yield. Given the
defensive nature of the sector in combination with high dividend payments, utilities act as a strong
hedge in the short-term. Clients can invest in a diversified basket of utilities through the ETF XLU.
Investors should note that utilities can be negatively affected by interest rate hikes given their high
rates of capital expenditures and debt levels.

Conclusions
1.

Interest rates are critical indicators in any economy. They help us measure the price of
money, set investment hurdles and discount future cash flows. In today’s world of QE, these
prices are under the control of bureaucrats called central bankers, who are experimenting
unlike any other time in recorded history. Today’s rates lack common sense, as they should
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be positive and in-line with the basic behavioral principle that humans will prefer $100 today
over $100 tomorrow.
2. In this distorted world of QE, many hedging assets have the distinction of only serving as a
good hedge in the short term, while not offering longer term intrinsic value. How can 10

Swiss Government Bond Yields – Negative Yields in All Maturities
year German Bunds, 20 year Japanese Government Bonds or 30 year Swiss Government
Bonds, all of which offer negative yields, be successful long-term portfolio positions? While
it’s difficult to predict when the bull market in government bonds will end, we know that this
extreme policy is failing and that the party will end badly: a furious bear market in
government bonds will follow. A long bond yielded 2.25% in the spring of 1946, while it
yielded 15% in 1981. Interest rate cycles have been very long-lived since the 19th century, but
the upside-downside ratio of government bonds today looks awful! The FT graphic on the
next page shows that Swiss government bond yields all the way out to 50-year maturities
have now all turned negative – a seemingly incomprehensible phenomenon.

Source: Financial Times, July 5, 2016

3. Using S&P500 puts is an effective way to hedge equity risk and simultaneously hedge other
risky assets in a portfolio. In the world of QE, the VIX is at such a low level that it has also
become quite a cheap way to hedge, while also offering good liquidity.
4. As central bankers are failing and are in the process of debasing their currency, Gold is a
great hedge. It is also a promising hedge for European financial system crises and global
geopolitical unrest.
5. Most investors are unwilling to budget, say, 10% of a portfolio for general hedging purposes,
yet are willing to hedge for specific events with identifiable dates. This is what we define as
event-driven hedging. The short-term hedges described in this paper proved successful
during events such as Brexit and may serve the same purpose during the upcoming U.S.
elections.
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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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