The Thinking Man’s
Approach

The end of the 60/40 portfolio
The financial world has been turned upside down since the Great Financial
Crisis (GFC). In an effort to prop up the global economy, central banks
implemented unorthodox monetary policy measures, such as negative or
zero interest rates (ZIRP) and quantitative easing (QE). Although the global
economy slowly recovered, creating one of the longest expansions in the
post-war era, there were also many unintended negative consequences. At
the start of this year, the Covid-19 pandemic forced central banks,
including the Federal Reserve (Fed), to reinstate most of the same
unorthodox measures used after the GFC, producing most of the same
unintended results. In this issue of the Thinking Man, we discuss the
consequences of these policies for portfolio construction, focusing on the
current scarcity of hedge assets, and providing specific recommendations
to implement in clients’ portfolios.
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The demise of the 60/40 portfolio has
been caused by two main reasons:



Successive rounds of QE have resulted
in fixed income failing to provide the
necessary ballast to protect investors’
portfolios.



The Fed and other central banks
through QE have flooded the market
with liquidity, disrupting traditional
uncorrelated or negatively correlated
assets, such as equities and bonds,
which have been moving in tandem.



Advisors and investors need to adapt by
incorporating
non-traditional
or
alternative hedge assets.



On the fixed income side, we
recommend investors to use a “barbell”
strategy that combines risky high
yielding bonds with cash and
complement the portfolio by using
hybrid and perpetual bonds.



On the equity side, we continue to
believe that the best approach is to
maintain a “barbell” positioning, while
implementing
covered
writing
strategies.



Finally, on the alternatives side,
portfolios should include precious
metals such as gold and silver and start
building positions in cryptocurrencies.
Finally, we continue to advocate for a
significant increase in the allocation of
illiquid private investments.

Traditional hedge assets are not providing any meaningful protection
The 60/40 portfolio has historically provided significant value to investors
over more than 40 years. This portfolio refers to a typical allocation that
has approximately 60% in stocks and 40% in bonds. The main goal is to
provide an attractive long-term return through the growth of the equity
exposure, while using the bond exposure, typically through Treasuries and
high-grade bonds, as a protection against short-term market swings. Yields
on U.S. Treasuries have usually fallen when stocks markets tumble. Since
yields move inversely to bond prices, this alleviated portfolio losses.
However, this relationship has been broken because of the Fed and other
central banks’ unprecedented interventions in the market, making many
analysts predict the inevitable demise of the 60/40 portfolio; mainly
explained by two reasons.
First, successive rounds of QE have caused a collapse in nominal and real
yields of bonds, particularly in sovereign debt. In the U.S., Treasury nominal
yields have fallen once again to historical lows, while in most of Europe and
parts of Asia sovereign bond yields are negative. Even worse, global real
yields are deep into negative territory, as can be seen in the graph below.
With yields this low, they are unlikely to continue falling in order to provide
the necessary ballast to protect investors’ portfolios in times of turmoil.

For more on how we are positioning
our portfolios, please contact your
investment
advisor
or
ideas@bigsurpartners.com

Making things worse, given the economic recovery currently underway following the easing of global
lockdowns and restrictions, and encouraging news coming from potential vaccines, yields are actually
more likely to increase than to fall over the next few months. As a result, bond investors face a dramatic
dilemma; they can lose money either slowly to inflation, or more quickly if there is a repricing of
expectations and yields rise significantly.

Second, the Fed and other central banks have flooded the market with liquidity through the
implementation of the asset purchase programs. Although these programs have been successful in
restoring investors’ confidence in financial markets and promoting economic growth, they have also
disrupted its functioning. Central banks’ interventions have resulted in binary markets, where financial
assets have started to move in tandem in either direction. Traditional uncorrelated or negatively
correlated assets, such as equities and bonds have started moving in tandem together. In times of stress,
all assets are selling-off, while rallying together in times of enthusiasm. For example, in the week before
the U.S. Presidential election, the S&P 500 fell almost 6%, marking one of the worst weeks since the March
sell-off. In the same week, government bonds and gold, which are textbook safe havens, did not provide
any protection. Treasuries barely budged, and even had a small yield increase, while gold lost
approximately over 1% during the week.
Investors are now confronting a market where traditional hedge assets or safe havens are not providing
any meaningful protection. Rather, they are moving in unison with other risky assets, while in moments
of stress markets are crashing at a much sharper and faster rate than before, as was the case during the
Covid-19 crash earlier in the year. To make things worse, expected returns of balanced portfolios have
dropped to mid-single digits. As the 60/40 portfolio is quickly becoming irrelevant, advisors and investors
need to adapt to the new investment landscape by turning to non-traditional or alternative hedge assets.
Below, we provide some options from a fixed income, equity and alternative asset class perspective.
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Fixed income
The first alternative that we suggest does not entail a complete break-up from the 60/40 model, but rather
a reconfiguration. Instead of using Treasuries and high-grade bonds for the fixed income portion of the
portfolio, investors could use a “barbell” strategy that combines risky high yielding bonds with cash. This
combination has the advantage of providing greater upside for the same average yield, while giving
investors the optionality of adding additional risk at more attractive prices in case of a market sell-off.
With the Fed indicating its intention to leave rates on hold for the near future, and the economy
continuing to recover from the Covid-19 meltdown, defaults should remain low, and spreads should
continue to compress to near historical lows.
The fixed income portion can also be complemented using hybrid and perpetual bonds that not only offer
significant income in a yield deprived world, but also provide a much higher expected return than
sovereign debt. A fixed income portfolio that has a significant portion in high yield, and hybrids and
perpetuals does not necessarily provide an adequate downside protection for a portfolio. In fact, as
happened in this year’s sell-off in March, they fell almost as much as equities. However, retaining a
significant portion in cash and cash-like securities limits the downside, while giving the flexibility to
increase exposure in risk assets in times of stress, most likely increasing the long-term return of the
portfolio.
Equity
The equity portion of the portfolio can also be hedged using single stock and index options, although they
have soared in popularity in recent months due to the rise of work from home day traders, making them
quite expensive. There is also a wide availability of inverse ETFs that aim to give the holder the opposite
performance of many of stock and bond indices in the U.S. and abroad. Nevertheless, inverse ETFs are not
good medium or long-term hedges, as their performance will differ from the one of the underlying index
because of fees, trading costs, and the effect of compounding. Finally, structured products such as
structured notes are designed to provide investors with upside exposure, while limiting or eliminating the
downside risk. Even as structured products are good long-term hedges, the main limitation is that
investors are usually tied to them for long periods, since they are not liquid securities.
From an equity perspective, what is more interesting, and has become apparent recently, is that some
sectors have started to behave like safe havens. Utilities, consumer staples and high-dividend paying
stocks used to be the go to sectors where investors would seek protection when the equity market was
correcting. Nonetheless, most recently, we have seen the ascent of other sectors to take this spot. Earlier
in the year mega cap tech work from home stocks, supported the market and led the recovery in the
spring and summer months. Most recently, we have seen how other industries such as gun manufacturers
and metal mining companies have outperformed the market, boosted by political fears and expectations
of continued economic recovery.
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We continue to believe that the best approach for the equity portion of the portfolio is also to maintain a
“barbell” approach. On one side, investors should include stocks in their portfolios that are expected to
outperform in case of a sell-off caused by a prolonged third Covid-19 spike or unexpected political turmoil,
as we believe is the case with mega-cap tech, and other work from home stocks and gun manufacturers.
On the other side, investors should have exposure to cyclical sectors that can benefit from the economic
recovery, such as industrials, financials, transportation and value companies in general. On a final note,
we continue to recommend income generation strategies such as selling calls on existing portfolio
positions with expected limited upside, as a way of increasing return in clients’ portfolios.
Alternatives
A final option is increasing the allocation to alternative assets. In commodities, portfolios should continue
to incorporate precious metals such as gold and silver. These commodities are not only hedges against
market downturns, but also provide protection against unexpected increases in inflation expectations.
Another interesting alternative is for investors to slowly start to build a position in cryptocurrencies such
as Bitcoin and Ethereum. These securities are likely to have a wider appeal going forward now that PayPal
has put its support behind it, as it has started to accept it as payment of method for its transactions. As
digital currencies, they can protect investors from the unintended consequences of the monetization of
sovereign debt that will continue, we believe, at least over the next few years.

Finally, we continue to advocate for the inclusion of illiquid private investments in portfolios. This is a
rising trend, in which sovereign wealth funds and endowments have relied on heavily since the last
decade. At BigSur, we have also taken big strides to increase our clients’ allocation to this particular subasset class as we expect that going forward it will likely continue to become a vital portion of investors’
portfolios. From a short-term perspective, this option makes sense as a way to reduce mark to market
volatility, avoiding daily price swings and selling pressures. Over the long-term, replacing the fixed income
portion with private debt and real estate investments can also increase substantially the effective return
of a portfolio. Private credit in particular continues to command a significant yield differential over public
markets, mainly driven by the illiquidity premium, as can be seen in the graph above.
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Key Takeaways
The financial world has changed significantly since the GFC and will continue to evolve in the current
decade. Investors need to adapt their portfolios to the changing investment landscape, otherwise, they
risk earning a return that barely covers the rate of inflation or even worse, sustaining bigger losses in times
of financial turmoil. Even conservative investors need to get out of their comfort zone of safe, low volatility
securities, and start creating dynamic portfolios that have greater expected returns by maintaining a
tactical mindset and increasing the exposure to riskier or illiquid sub-asset classes. We believe that
ultimately, investors will have to move away from the traditional private client 60/40 model and move
closer to the highly diversified and dynamic long-term endowment model. The following is a summary of
the problem we have identified, and the possible solutions described through the document.












With both bonds and equities being currently expensive, we expect lower future returns, and
larger and more frequent drawdowns for the traditional 60/40 portfolio.
From current yield levels, bonds are unlikely to protect equity losses, in what could potentially
become a future “nowhere to hide” bear market. Tail risks for equities and bonds have
significantly increased making balanced portfolios much more risky going forward.
Furthermore, in periods of high volatility, the negative correlation between bonds and equities
have actually turned positive, even across regions. Other traditional “safe haven” assets such as
gold, Yen and Swiss Franc, have also been more positively correlated to the equity market,
pointing to a declining benefit in diversification.
With this in mind, it is important to adapt the traditional 60/40 portfolio, not only so there is a
portion that provides ballast in times of crises, but also to enhance the expected long-term return.
Combining high yielding, hybrid and perpetual securities with cash creates a portfolio with a
similar average yield, but with potential greater expected return, while retaining the option of
buying risky securities at a significant discount in case of a market correction. Investors should
not be afraid of holding more cash than before.
On the equity side, inverse ETFs, options and structured products remain the primary ways to
hedge portfolios in our view. Companies in some sectors, such as information technology, gun
manufacturing and metal mining have started behaving as “safe havens” recently. We also
continue to recommend engaging in income generating strategies to enhance expected returns,
such as covered calls.
Finally, endowment style investing, which increases a portfolio allocation to alternatives, has been
experiencing strong growth and it is now the time to continue implementing in private client
portfolios.
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Important Disclosures and Disclaimers
This material is distributed for informational purposes only and intended solely for BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) clientele and or other parties to whom BigSur chooses to share such information. The
discussions and opinions in this document (or “report”) are intended for general informational purposes only and are
not intended to provide investment advice and there is no guarantee that the opinions expressed herein will be valid
beyond the date of this document. While taken from sources deemed to be accurate, BigSur makes no
representations regarding the accuracy of the information in this document, certain information is based on third
party sources believed to be reliable but has not been independently verified, and its accuracy or completeness cannot
be guaranteed. Any asset allocation proposals and/or sector recommendations described herein are based on
proprietary ratings and categorizations, which involve varying levels of subjective analysis and interpretation.
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 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 strategies 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 because of evolving market conditions. There can be no assurance that any
investment strategies and/or performance included or referenced in the article will remain the same and investment
strategies, philosophies, and allocation are subject to change without prior notice. Any specific securities or
companies identified and described May or may not be held in portfolios managed by the Adviser and do not represent
all the securities purchased, sold, or recommended for advisory clients. The reader should not assume that any
investments in securities and/or sectors 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.
This report may include forward-looking statements and all statements other than statements of historical fact are to
be considered forward-looking and subjective (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 provide no assurance that such expectations will prove to be correct. Many factors
including changing market conditions and global political and economic events could cause actual outcomes, 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
disclaims any liability, including incidental or consequential damages, arising from any errors, omissions or misuse.
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. Distribution of this document is prohibited in any jurisdiction where dissemination of such documents may
be unlawful. Please contact your investment adviser, accountant, and/or attorney for advice appropriate to your
specific situation. For complete disclosure information please go to https://www.bigsurpartners.com/disclosures/
BigSur Wealth Management, LLC
1441 Brickell Avenue, Suite 1410
Miami, FL 33131
Office (Main): 305-740-6777 ext. 8006
Fax: 305-350-9998
http://www.bigsurpartners.com
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