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When Reality Kicks

Executive summary

A

b

>

>

>

Investors face various challenge€apitalism is on a sabbatical. The
misallocation of capital catinues. Repressionomics reigndebt
levels are risingDemographics are not helping. Governmental
intervention into free markets is rising continuouslyMany industrial
economies have been robbing Peter to help Paul. But now they
need to rob Tom, Dick, and Harry to help Peter.

Fcbpljbgefkdb "kkl gBEtbtlobDblh®Pqgbs$ k&)
applies.The uncertainty with regards to the timing of the
homecoming chicken to be roosted is a challenge for all investors.

Modern Portfolio Theorysuggess there is such a thing as an

l'bccf > fbkgbc ol k goff hetwEeb expebteduigkaqralb B q o ”
bumb > gbabobgrokb "kb_bb}] I mgfjfwba-H
constrants that make asset allocation using a twedimensional

model an almost comical endeavour. Many viable investments for

the flexible and sophisticated investor simply do not fit into a twe
dimensional grid. The ideal portfolio is a well balanced portfolio

that is regularly rebalanced and reasonably well understood by all

who carry responsibility. Continuous learning as well as continuous

search for new sources of returns is part of the response to the

challenges investors face today.

aOf ph¥b "ppt bt dPDrpPgedDpPpai®bDgboj pbge”
defined. The ambiguity of terms is arguably a challenge for the

fiduciary. The regulatory and accounting standards might be out of

synch with good practice thereby distorting incentives for the

various investmentmanagement and governance bodies.

MI gbkgf™iiv)bfg¥pbr"b_"irk fkdb"" gt
what is right.

The investment landscape has opened to all kind of asiselasses

and investment forms.Savvy flexible, sophisticated,intellectually-
open minded, well-staffed, well-connected, and weltadvised
investors will be picking up liquidity and complexity premiums along
the way. Bureaucratised, regulatorsburdened, liability-benchmark
hugging, and meanvarianceoptimizer-worshiping investorst | k.¥ g
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The challenge

i >bglrokbvbl cbr*bgel rprkabjfibpb_bdf kpb
tfgebD "PDpfkdi bPpgbm+§
a8 Laotzu, Chinese philosopher

i >DBgl r ok bdisBovecyBtarts i ¢

with a single step. But so does falling
altkb~r"bcifdegbl cbpg”rfop+8
a Kathy Lette, Australian author

Capitalism on Sabbatical

The current investment environment is special in many ways. Loitgrm The belief that government

government bond yields have never éen as low as just recently(In Britain and the intervantion can fix things is not
Kbgeboi "kapbcl oBPbu”j mi bb| k bs b-808yard) Thk p Bek;ii jssh mbavérgbadtladk g e b Br
pyramid-schemelike accumulation of liabilities from social security systems is record.

unprecedented as is the expansion of many cerdt banks¢balance sheet.

Demographic changes add to the challenges of the institutional investor.

Wristonds Law of Capital

The late Barones§ hatcher was obviously on to something in the side text; modern i Soci al i st govel
day Robin Hoods eventually run out of financing. Whether we call it socialist, or do make a financial mess. They
sociatdemocracy, orthe thirdway a | b p k ¥ q&ater bA’society that gives always run out of other people's
incentives for ingenuity and innovation and is generally busineggendly prospers.  money. It's quite eharacteristic of
A society that gives disincentives for ingenuity and innovation and is generally t hem. 0o

businessr k cof bkai vbal bpk¥qg+b @ebfi Okl ppsEBrpick p Mlbladarktd@gaoHeb k b wr b i
two examples more or less atrandom,abib p gl BPTof pgl k¥pbl "t Bl cb@*"mf qg”~i 8
Sbkbwrbi "bal bpk¥q+

Tof pqgl k ¥ p bl isnabdd efter@salterf Bigélow Wrston (1919-2005). AChavez is the |
Walter Wriston was a banker and former chairman and CEO of Citicorp. Aschief Col umbi a has evi
executive of Citibank / Citicorp (later Citigroup) from 1967 to 1984, Wriston was o Columbian home owner

widely regarded as the single most influential commercial banker of his tim&he

gboj B} Tofpqgl k¥pbl "t DlRchk@afigadrdgomiFeries *p b | f kbab_vb

magazine in an article on his blogDigital Rules in 2006:

@*mfgri DtfiibDr"it~rvpbdl Dbtebobbfg¥pbthbi | jbbrkabpgrvbteb
@ mf g”ni Bbf pbk | qbgr mudidpds. dhey, tod wilhge wHerei pl g™ i bkqg
gebv¥obbtbi | jbbrkabpgrvVDtebobbgebvbrobbDtbii Pgob~rgba+

1Margaret Thatchér a TV interview for Thame$hiy/Wedhn5 Felyuaryl976
2ZATroubl e in Venezuel &inahciaiTmgMaylrelaef i ts to its neighbour, o
SAPredicti ng t hegadfdyRorbeas,el3 Feltrwary 2008 | , 0 Ri ch Karl
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Qef pb| i "mi8bf K'Ekkbbb™uoi vPbDbsbovgef kd+bQe b b hTheUsS fs p Bagreet‘fay Eapital® mf q »
money, its people and ideas too. The most prominent contemporary example is whereby capital is defined broadly

the United States of America. For most of its short history, the United States has  as risk capital, people, ideas,

been a magnetfor capital, i.e., risk capital;people who want to work hard, people  patents, IPs, talent, business

who want to excel academicallypeople who are unwelcome elsewhere, patents,  connections, etc.

ideas, talent, etc. It is no coincidence thaSilicon Valleyis in the United States. The

Manhattan Projecta f a k ¥ q D g r dorghypin the UnitedEStatek The people

behind the Manhattan Project left Europe, Germany mainly, for the United States.

They brought a long their capital, relationships, brains, and ideas.

Amy Chua, professor of law at Yale Law School, iDay of Empire examines Alt is a little
tolerance in relation to empire building and empire sustainability. Tolerange forty-five years of reseetn and
bppbkqgf2iivbgebb]tbi | | liddplgd B |¥tpDildNd dstudybt@besd 40vice bcgnpgbd tk
key when building and sustaining an empire. The funny thing is that being nice to people is to be a little kinder to eac
people is good for society. Who would have thought? It is not a coincidence, ot her . o

according to Chua, that both Germany and Japan failed in sustaining their empire. & Aldous Huxley (18%863),

Socapital and people, the lucky ones with wel-developed survival instinctsjust English writer

left. T o f p q lwloR¥Cppidl suggests that capital moves on when it is not
welcome and well treated. The practical relevance today is that capital is on the
move again. It is not well treated everywhere; hence the movement.

Tolerance comes and goes. It is essential in the beginning of attracting capital Not tolerance, buglative tolerance

(again, capital in a broader sense) but eventually vanes. The history of Europe is a is the kg

case in point. Chua explains the rise and fall of societies and empires over the past

500+ years of European history not with tolerance but withrelative tolerance

Immigrants in the 1930s have beermore welcome in the United Statesthan

elsewhere There was more political freedom, tolerance and equality of all citizens

in the United States han there was elsewhere in the world, hence the migration. It

always seems to work like that.There are many more examplesthe following

_riibgbml fkgpbrobb, ~"kklgp8b_"pbabl kbefpqgl of  ~i bBmob  babk

The Cannots

To some extent these cannots capture the spirit of the Founding Fathers of the 0OAny man who 1is

United States Most likely they stam from Rev. William J. H. Boetcker (1873962),  age 20 haso heart. Any man who
an American religious leader who lectured around the United States about is still a socialist at age 40 has no
industrial relations at the turn of the twentieth century and authored these head. 6

cannotsin 1916. At one time President Ronald Reagan usetiem in a speech, 0 Georges Benjamin Clemenceau
wrongly attributing them to Abraham Lincoln. (18411929), French journalist and
~ statesman

A You cannot bring prosperity by discouraging thrift.

A You cannot help small men by tearing down big men.

A You cannot strengthen the weak by weakening the strong.

A You cannot lift the wage earner bypulling down the wage payer.

A You cannot help the poor man by destroying the rich.

A You cannot keep out of trouble by spending more than your income.

1 According to research by Mark T. ShireMjaiti@gys Finish Seventh: False Phrases, Spurious Sayings, and

Familiar MisquotatibgsRalph Keyei992, this quote was first uttered-bijnetieenth century French historian and

statesman Francois Gize871874when he observ@dopt to be a republican at 20 is proof of want of heart; to be

one at 30 is proof of want of&(é&étre pasrépub cai n ° vingt ans est preuve d'un manque de clur
trente ans est preuve d'un manque de téte.) Thisaquariant theréaf been attributed variously to George

Bernard Shaw, Benjamin Disraeli, Otto von Bismarck, énchotivédispte.org)
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A You cannot build character and courage by taking away man's initiative and
independence.

A You cannot helpmen permanently by doing for them what they could and
should do for themselves.

Mr Reagan might be forgiven; these cannots of course strongly resemble the
thinking of the erudite authors of the famous history-altering 1776 one-pager. The
practical relevance is that rany societieshave beendoing exactly what one

cannot. Many investmer professionals proficient in economic history will find
these cannots intuitive. The reason whyheseinvestment professionals find these
cannots intuitive is exactly because thegre proficient in economic history.Some
countrieshave been doing the canmts for decades.This is one of the reasons why
the current investment environment is such a challenge. If you do something you

I "*"kklqg8)Pgebb ef " hbkbtfiiBbsbkqgriiyv
applies.

Herbert Steinds Law

Herbert Stein was the formulator of "Herbert Stein's Law," which he expressed as
"If something cannot go on forever, it will stop," by which he meant that if a

trend (balance of payments deficits in his example) cannot go on forever, there is
no need for action or a program to make it stop, much less to make it stop

o place economy among the first
and most important republican
virtues, and public debt as the
greaest of the dangers to be
fearedd

0 Thomas Jefferson

D 1l jbbeljbbqgl Boll poc

0l f somet hanfogver
it will stop. 6
0 Herbert Stein (191999),
Chairman of the Council of Econol

immediately; it will stop ofitsownac | oa+bBPgbf k¥pbi "t De " p Bdvibebs kifder Bresfdents Riéhark bj »

different versions. But all have a common theme: If a trend cannot continue, it will
stop. It is often rephrased as: "Trends that can't continue won't."

There was a time when small forest fires were prevented. Thivent well until it
afak¥q+bDEbo_bogbPgbfk¥pbi *tb"mmi fba

Yellowstone Effect and the government

Yellowstone National Park is a 2.2m acre forest in the United States. From 1890
onward, the attitude ofthe RPBCI obpgbPbosf > bbt ~pbl kb
for small forest fires sparked by natural causes. The service tried desperately to put
out every fire whatsoever? One of the unintended effects of the zero tolerance
policy was that the forests began agqng. As Mark Buchanan, author ofUbiquity,

putit:

The old and weak plants were not replaced by the new and strong plants. The
natural evolution was disturbed. Deadwood, grass and twigs, brush, bark, and
leaves accumulated; as a result, the forests movedvay from the natural

critical state. The trouble is that fires are an indispensable component of the
natural dynamics that keep forest in that state, so by suppressing them, the
Forest Service has instead driven the forests into an even more unstable stat
a supercritical state, with a high density of burnable material everywhere.

Nixon and Gerald R. Ford

Intervention can disturb natural
evblati@hofittingsl Bgl i bo ™ k * &

1letter to William Plumer, July 21, 1816, reported in ed., The Writings of Thomas Jefferson, Andrew A. Lipscomb, vol. 15,

p. 47 (1903).
2From Buchanan (2000), p. 71.
31bid., p. 71.
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In 1988, there was a wildfire, a black swan, and nearly 800,000 acres or 36% of = Something has to give for health tc
the Park was affected. The intervention resulted in the prevention of small fires of be restored

a couple hundred or thousand acres. The 1988 wildfire was 32 times worse than

the second warst fire from 1886. In forestry the lesson has been learnt, in political

economics not so much. The big oneould still be out there. The imbalances that

have been building up like grains of sand falling on a sand mountain will need to

correct in one form or another at one stage in the future.

The zero tolerance intervention of the US Forest Service is obviously very sintda  dWithin our mandate, the ECB is
gebbCba¥pbmlif fbpbpfk bbDobbkpm”kbl o&ad)tbdowhatbeef itdgkdd fot e » g &
Recessions are to be prevented at all cost. This means the system cannot clear, or,preserve the euro. And believe me

in forest-parlance, rejuvenate Detlev Schlichter, author ofPaper Money Collapsge it will be enough.

reminds us that the printing of money is just causing distortions and misallocations & Mario Draghi

of capital in the markets, and that when the central banks say that without

intervention the crisis would be worse, a different interpretation of that would be

that the liquidation of some of those imbalances would have happened by now.

Smaller fires would have renewed the old structures and had strengthened the

system. Mr Schlichter:

A monetary system like ours, which is a system of entirely elastic,

unconstrained fiat money urder central bank control, designed to constantly

expand the supply of this fiat money so that its purchasing power keeps

diminishing (controlled inflation), and that will be used periodically to

apqfjri*"qb¥bdol tqge) bf pbPkl gadpdrgmntbrofe bDj *f kpgob”~j Dtl ri abe?
economic stability but, to the contrary, suboptimal compared to hard money,

inherently unstable and indeed unsustainable. Such a system is fundamentally

incompatible with functioning capitalism and a danger to economic stability

and prosperty. If taken to its logical conclusion©which is what central banks

seem determined to do at present©such a system must end in chaos...

Money injections ALWAYS create dislocations, misallocations of capital, that

will have to be liquidated in the future. Such imbalances are now abundant

and certainly include excessive levels of debt, overstretched banks and inflated

asset prices, i.e. distorted relative prices. As long as the mainstream maintains

ge”rgbaebrpvbjl kbv¥bDf pb”r bk b asdopgpas emdl" kqf al gbbgl Pob bppfl k
banks continue to fight the present crisis with low interest rates and ongoing

monetary expansion, these imbalance®that are the root cause of the current

jri~rfpbbrkabgergbil df " ~"iivbersbbgebfobl ofdf kbf kDPmobsf |l
j I kbag” ov Bopvid fioj be allowedt®dissolve or get liquidated but will

instead be maintained, and new imbalances will get added to the old ones.

The economic system moves further and further away from balance. The crisis

is not ended but sustaned.?

Inflation is not a huge issue in the immediate future. Breakeven inflatién a
market proxy for future inflation? is low. (SeeFigurel.)

1fDebt crisis: Mario Draghi pledges to do ‘whateveo iséakestyothe Telegrap®6 July 2012
2f@ut there is no inflaBbMisconceptions about the debasement of mon&yet | ev Schl i cher, cobdencentre.org,
240ctober 2012. Emphasis in the original.
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Figurel: US 2ear breakeven inflation (January 20&@eptember 2013
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Source: IR&M, Bloomberg

At the moment the forces are deflationary. As the imbalancés such as excessive 0 The Ameri can R

levels of debt, overstretched banks and inflated asset pricegyet bigger, the until the day Congress discovers
(market) forces that work towards their liquidation become stronger. Sustaining that it can bribe the public with the
the imbalances in order to keep the illusion of stability alivé requiresevermore publ i c' s money.

aggressive money printing on the part of the central banks, which is what we are & Unknown
seeing around the world today. Banks are reluctant to lend, and the private sector
is reluctant to bomrow.?

We are not only living in an area of reflation but also in one of deleveraging.

Figure2pel t pbgebb} _*i "k  bbpebbqg8bl cbqebbgbkbi "odbpgbj "qrobb
on the right hand side of the graph is GDP times total debt (households, nen

financial corporations, financial institutions, and government).

Figure: Your assets versus their debt

Your assets Their debt
140
120 %g South Korea
= 69 Australia
-i-‘— 100 Canada
§ Spain
E 80 Italy
8 u France
60 Germany
United Kingdom
40 = Japan
m United States

20

Source: IR&M, IMF, McKinsey

10ften erroneously attributédetas de Tocqulkes(1808859) oAlexander Fraser Tytler (1843)
2|bid.
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The sum of the bar on the right is $129 trillion. The practical relevance of this 0 Wa t ¢ h eurozpnetcdumetries

P _Mi "k bbpepbhhpERbEPHDadbggbDf pbDpl j bl kbbb tryindt&rpsbive phpirdgbpcHdsF ¢ B g ¢
right shrinks, so does the bar on the left. IDetroit bonds fall or default, the has been like watching 17 people
balance sheet of European banks shrinks too; at least in the real, mar&-market oven gloves manipulating a

world. (In the mark-to-model world, one can pretend all is well, of course; for a Rubri kds cube. o

while at least.) The process of the two bars iffigure2 shrinking is well on its way. & John Lichfiéld
The US might be further aheadwith deleveraging in the private sector. The

balance sheets of large US corporations are full of cadhheld mostly abroad, for

obvious reasons. However, much of the problematic debt has just been transferred

gl Pqgebbdl sbokj bkg¥pb_"i "k bbpebbqg+b

One way to shrink the bar on the right is via inflation. Judging by common 0 Pr ol @nodsefcthegptive real
perception, this does not seem to be an immediate risk. A current fact, not arisk, rates never end well but it is too
is financial repression. The bar on the righin Figure2 is shrinking via manipulated  soon to sound any alarm bells but

negative real yields. The last column iffable1 below shows real threemonth at the first hint of inflation, this
vibiap+bFkbj ~kvbgrofpaf mbjl k¥pbodeh Dualprarr in’pPfeclokm®ED 16 gf s b
wealth is slowly and steadily expropriated. It means that the bars iRigure2 are 0 David Rosenbérg

shrinking in real terms. It means that the average investas losing, i.e., is getting
poorer. The investor is having his pension plar@nd planned pensions) eroded;
taken away.

Tablel: Nominal interest rates versus real interest BaptefRbe&013)

Nominal CPI Real

3M rates YoY 3M rates

(%) (%) (%)

United States 0.01 15 -1.49
Canada 1.28 1.1 0.18
Eurozone 0.22 1.3 -1.08
Germany 0.22 1.4 -1.18
France 0.22 0.9 -0.68
Italy 0.22 1.2 -0.98
Switzerland -0.04 0.0 -0.04
Australia 2.59 2.4 0.19
Japan 0.03 0.9 -0.87
Singapore 0.31 2.0 -1.69
Hong Kong 0.37 4.5 -4.13
South Korea 2.53 1.3 1.23

Source: IR&M, Bloomberg

Whether real yields are negative via inflation (e.g., 8% yields with 10% inflation) = Capitl cancompounchegatively at

| obabci "gfl kbrkabcf k "k ™f i Pobmobppf | k Déthappdopript®y naniked diskei a Dt f
really mater that much. Capital compounds negatively at the inappropriately rate of return

named riskfree rate in both casesFigure3 showsreal 10-year government bond

yields for the United States and Japan.

1fBaving Europe will leave Britain on the edges, but the alterpafive iadgpendeBtNovember 2011
2Breakfast with Dave, Gluskin Sheff, 7 March 2013
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Figure3: Real 19ear government bond yields in the United States and JaSap(@9bea013)
10
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Source: IR&M, Bloomberg

A further important aspect of low interest rates is duration risk. If rates are very The wrong asymmetry: little upside

low, close to zero, they can stay low or rise. The short end of the yield curve big downside

cannot fall any further. Holding long-term government bonds, therefore, could

_b "l jbbr"bsbovb~rpvjjbgof Bfksbpgjbkg+bDElItbsbo)bf g¥pbgebbt
upside with big downside potential. The other way around, big upside with little

downside, is more attractive. The indebted authorities of the industrialised

economies want insttutional investors to hold government bonds. Equity

unfriendly regulation is one bad stepMany European(life) insurance companies

for example have an allocation to equities that is less than five percerfurther

steps are nationalisation or forced govexment bond allocations

Figure4 shows a further phenomenon of the current critical state of super
suppressed yield curves and financial repression. The chart shoWws time it takes
to recover from a 15% loss in years.

Figuret: Time to recover from a 15% loss

80 |2

50 |3
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Time to recover from 15% loss in years
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Source: IR&M
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The lower the yield, the longer it takes to recover from a certain loss. This means
f ksbpqgl o¥p Paticdagycsénsitive tp l&sSes ds B could potentially take
quite long to recover from a large drawdown.

Practical relevance

Negative consequences from authorities mismanaging their fiscal affairs do not
show up immediately. However, most often they do show up eventually. The
economic destiny of Zimbabwe, Venezuela and France are three cases in pamt
terms of political and economic malpractice; albeitthe malpracticevarying in

tenor and degree of businessand investorunfriendly behaviour by the authorities.
(Figure5 shows where Francestandsstructurallywhen compared to some of its
peers.) In the shortterm, failed authorities can blameeverything on personal
greed, profit-hungry banks and corporations and the private sector; and many do.
As economist ThomasSowell put it:

The first lesson of economics is scarcity: There is hever enough of anything to
fully satisfy all those who want it.

The first lesson of politics is to disregard the first lesson of economics. When
politicians discover some group that is éing vocal about not having as much

0 T h e edsan of®donoinics is

s ¢ a r Jheffirgt é&esson of
politics is to disregard the first

|l esson of econol
0 Thomasowe]lAmerican
economist

"pbgebvbt *"kq)bgqebb| plirgfl k8bf pbql bdf sbbqgqebj bjl ob+bTeb
gefpb|jl ob8<bQebvbol DBMbgbobgl Bm*vbDM~Ari +
>cgbobr"btefib)bBlcb I ropb)bgebvbafp | sbobge~gbMbgbobalb

Bursting with compassion, poliicians rush to the rescue. Needless to say, they
do not admit that robbing Peter to pay Paul was a dumb idea in the first place.
On the contrary, they now rob Tom, Dick, and Harry to help Peter.

This activity causes a negative feedback loop that feeds dtself. However, at one

pgr"dbDEbo _boqbPHeffikb¢ip!Dd et Bp frohki f BlpkyDge b Dt i i §ProbDobrpl kA

clear;the timing of a collapse or the negative feedback loop hitting rockbottom is
not. A cautious and conservative stance towards economies should bee
response of the prudent investor when dealing with governmental malpractice,
capital unfriendliness,corruption, repression,and the resultant misallocation of
capital.

1Sowell (1993)
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Figures: Overview of some structural factors (selected, nmhtfeSeptember 2013
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Pop quiz: OEvery advance |
Who is most likely to benefit from all the governmental upsizing? the economy puts an added
premium upon superior ability, anc

a. the savvy investor . . .
. intensifies the concentration of
b. the legal profession ith il d olitical
. the investment banks wealth, respor,15| ility, and politica
power . o0
d. the populace i
o Will Dunatt
Multiple answers are possible.
Peak population
Demographics dfects everything. Many societies in the industrialised world are Demographics affects everything

aging.; MbA"hbBbml mri ~qfl k8§Bbf pb2*"Bmr kbl kb mbr~hbl fi)§bgebbfab”"bgqge
reaches a point in time when the maximum rate of petroleum extraction is

reached, after which the rate of production 5 expected to enter terminal decline.

Tl oi abml mri "gfl kbgll B Il riabob” eb*"DPDmb~hbcoljbtef ebfgbat
cbogfi fqvborqbb% QCO8&Dt *"pbrolrkab2+-bf kbgebb. 62-p) bBcbili
and currently stands around 2.5and is still falling (Stable population is associated

with a TFR of around 2.1 at which level the living growrups are replaced.Figure

6 shows an estimate of the fertility rate for a selection of countries with the world,

United States, European Union and Japan highlighted. The United States is

demographically healthy when compared to most other industrialised economies

and when judged sokly by the TFR.

1Durant, W& Arie010fi The Lessons of History, o6 New York: Simon & Schuster, origi
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Figures: Fertility rate (2013, selected countries)
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Figure7 shows estimated peaks. InJapk Bf q¥p Pkl gb*"kbBbpqfj *gb+DMI mri ~gfl kbmb?
in 2010. Houses are being demolished as there is no-migration. Apparently

there are villages where the elderly have not heard babies crying for years.

Anecdotally, sales of nappies for growrups have exceededtose of babies.

Figurer: Peak Population
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The causality between economic growth and population growth is an obviousone: 61 n al |l af fairs
Fewer people produce fewer goods and services given a certain level of now and then to hang a question
productivity, consumption and saving. The stock market in Japan could have mark on the things you have long
predicted dire demograghics and the economy that goes with it. The 20+year taken for grant:
equity bear market in Japan could be just an early indicator of things to comfer 0 BertrantRussell

other economies with falling populations The idea of the equity risk premiumi.e.,
the idea that equities outperform bonds in the long-term, could be a measurement
error. Decade long bull markets in equitiegould be regime specific; this means it
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could be a phenomenon that is characteristic for an economy where population is
rising. Since stock markets exist in the indtisalised world, populations have been
rising. No more. The populatiors in Germany andJapanare falling. The
relationship between equities and interest rates and bonds and everything in a
different regime could be a different one altogether.

The population trend in Japan is down. Something quite extraordinary needs to The US is rtanly a magnet for

happen for this trend to reverse. The rate of change has been negative throughout capital of all sortsts

the two lost decadesand there is of course causality between changing demographics are healthy too
demographics and (suppar) economic growth. One question that arises from this
fpbtebgebobG"mr"k¥pbpl fbqvbfpbfkbmbombqgr i Pab i fkbbrkabt
decade or two behind. Note that the US has a fdility rate of 2.1 births per

woman which is the rate that, ceteris paribus, keeps population stable. The double

whammy of an aging and declining population is therefore more likely to apply to

Europe than it is to the US. Healthy demographiésas in the U3* arguably look

much different in Figure7 than unhealthy demographics. (Box bn page 14 is

FO#J¥pbmo~rdj ~qf Dprddbpqfl kBbf kDPobi "qfl kbgl bmbkpfl kbcr kaf

Value investors have been pointing out for years that the Japanese stock market is There are no bull markets without
cheap. However, it has been cheap for years. Mg stocks have been trading buyers.
below book value for years. If there are no buyers, share prices do not rise,

irrespective of their valuation. Buyers are required for prices to rise. So the whole

idea of the equity risk premium and the idea that shares alwaygo up in the long

term could be regime specific, as mentioned, i.e., a function of a growing

population. Declining and aging populations, potentially, could have an appetite

for bonds, rather than stocks. Some ideas based on lonlgeld beliefs might not

work anymore if the regime* brought upon us through demographics or

regulation or anything els@ changes in a material way. As Keynes asked

rhetorically:

When circumstances change, | change my view. What do you d&?

1 Note that there is a dispute as to whether Keynes actually said that and that there are many variations in circulation.
Economist Paul Samuelson saidisognalong these lines in a 1970 interview when questioned about changes he
made from one edition of his famous economics textbook to the next. (From quoteinvestigator.com)
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Practical relevance

The practical relevance for investors is that at a certain level it is always different. 61 n t he &dr ena o
This means, assessing risk of investment opportunities must be an active approachmanagement, there is no room for
not a passive one. In a world that is changing, it does not make much sense to dogma. 6

inved in a fashion that worked well in the past. What worked in the past could be & David Rosenbérg
regime-specific. As the regime changes, so do the opportunities and the strategies

and approaches to unlock value and survive whatever stress the markets put upon

us. Flexibilitytrumps dogma.

Box 1: How to finance pensions for the long term

Many societies have in their pension legislation a retirement at of 65 or a figure very
close to 65. Where does this number originate?

Tbhb_bi fbsbbqgl a”v¥pbmb k padvonkBBrhaack (2825189%) #hob B
in 1881 recommended to the then emperor, Wilhelm the Great (17971888), to

introduce worker friendly laws to protect workers from illness, accident, disability and

Il i abr"db+DPQebb| Li abrdbb” k atrarfAllersurfdi f qv Bf k
Invaliditatsversicherung) was passed on 24 May 1889 and became law on 1 January
1891. The scheme was funded by taxing workers and was designed to provide a
pension for workers who reached the age of 70 and had contributed for 30 years. Life
expectancy then was around 445 years. The contribution was 1.7% and was shared
equally between employer and employee. Ideologically the idea of savimuring work-
years forafter work-years goes back even further, at least as far back to Frederick the
Great (1712-1786) who in 1775 created a scheme for old age and widows. Some
cooperative arrangements of a similar nature of some guilds can even be traced back tc
the Middle Ages.

In the midst of WWI, probably with the prospect of ever reaching 70 being rdoer slim,
Kaiser Wilhelm Il reduced the retirement age from 70 to 65 in 1916. And there it is to
this day nearly 100 years later with new-born life expectancy around 80.

The gap between life expectancy and retirement age of 65 therefore was around.5
years in 1916, assuming life expectancy of 50. Today this gap is closer to +15 years, i.e
a difference of 30 years. One possible solutioto funding issuesis to restore theold gap
of -15 years, i.e, increaseretirement age to 95.

1Breakfast with Dave, Gluskin Sheff, 9 February 2012
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Repressionomics and Murphyds Law

Mark Boleat, Chairman of The City of London, said in relation to the summer OMy true adversary does not have
Olympics in London: name, a face, or a party. He never

. _ puts forward his candidacy but
Bsbovgefkdbgergb Il ri dbPe”*sbbdl kbbt ol lﬁéi/értﬁe?egs%&g%\}érﬁs.Mytrue

Qef pbnrl gbbf pbl _sflrpivbr"btf quDobCbO%dl\(/ers%rblstpegvgrlrolgh%nge\c/)¥le 4
0 Francois Hollaride

Anything that can possibly go wrong, does.

In relation to the current financial landscapepccasionallyreferred to as
Repressionomicsthere is potentially a third variation:

Anything that can possibly go wrong, will eventually but it may take a while.

H t bal bpbJromev¥pbl "t Bl obgebbjl afcfbablJromev¥pbl *"tb"_ | shb
market environment of Repressionomics? It has to do with bonds. Here some
related factdremarks

A Bonds are widely perceived as less risky than equities, mainly due to academia
saying so. The argument is that bonds have, generalising a bit, lower volatility
than equities. Since volatility is the metric for risk chosen by modern portfolio
theory, bonds are less risky.

A Regulators like bonds, as do national and supraational accounting
committees. They need to go with the scholarly consensus; what else?

A Last of all, and most importantly, allocations by institutional investors are high,
not low. Many bond markets in developed economies had a really really good
30-year run, hence the hgh allocation.

Newsletter writer Dennis Gartman likes to refecolloquiallyto something that has OA random mar ket
risenalotase *sf kdbDj | sbab] col j bgebbiltbobi b caudigthé avddage ivestorad q 1 D q
in a chart Bonds are a good example, akigure8 shows. Bonds, quite literally, mistake himself for a financial

have been going fromthe lower left hand corner to the upper right hand cornerin  geni us. 6

the graph. This is true in nominal as well as real terms. The Barclays US Aggregated Alternative definition of a bull me

has compounded at a rate of 83% per year since 1980 which compares to 3.4%

for official US consumer price irftion.

IHo !l | ande eh iatds, émancar Ting22 January 2012
2Al MAS6s Annu a lhal,Condoh,0 Septetnber 202u i | d
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Figure8: Bonds (inceptibl7 Septembet013)
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With institutional bond allocations historically so high, the one thing that should ONever have invi

kl gbe”mmbkbf ppb*bPpqgol kdbDof pbbf kbvf bi ap hidh@ericd®forkaldvafetun.b Bqgl E
that it will eventually happen it just might take a while. A whole new negative Never have investors stooped so
feba_~" " hbill mb I riab_bbfkbgebbj "hfkd+bDFowofgbpBof pmbhhgebt
payments rise, trust and confidence erodes, default probability rises, rates rise 0 Bill Gross@Pimco, 14ay12013

further, etc.; all the while many regulatory regimes treating government bonds as
riskfree. The; t ebk 8 Bf pbqg e b b g o;fon in Japak, daduadiillioro Bnr bpgf | k
Yen question Kyle Bass, an investment manager, on debt levels in Japan:

Japan has more than one quadrillion JPY ebalance sheet debt. A quadrillion

fpbr"bBl kbbbt f ge b. 2dverto oount to ®duadillion andeveoyo b

krj_bobg”hbpbvIirbl kbbpb I ka) bfgbtfiibgrhbb0. bjfiiflkbv
chance the Japanese can ever repdlyeir debts. Plain and simplé.

Figure9 shows the yield curve of five major currencies in relation to its Qear
range, recent history and inflation

1Kyle Bass, AmerCatalyst 2012, keynote speech, 1 October 2012
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Figure: Yield curves7(8eptembe2013)
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Yield curves have been very low and have been rising within the last year. The odtds really cra
practical relevance is that the larger the difference between inflation and nominal  pay for the electricity | take from rr
yields, the more extreme and quicker is the saver expropriated. (At a real rate own solar panel:

of -8% it tak es a bit more than eight years to half ones wealth in real terms.) The
GBP yield curve is nearly fully under water, i.e., real yields are negative for nearly
all maturities. Negative real yields are probably the most elegant, politically
pragmatic way to reduce debt.

Figure10 shows official consumer price inflation for a selection of countries from
October 2008 to September2013. Deflation is highlighted red while irflation®

tef ebfk ob”"pbabo”mfaivbl kb 2bikggeemTh® _ "
first row measures an averagexcluding Russia and Brazil'his average has been
steadily risingfrom April to July and levelled off a bit in Augustand September
Investorsought to keep an eye on this.

1fRenewables: A rising ppWerancial TimesAugust 2013

0 Ricard Jornet, entreprermugne
of thdiner points of Repressionémi

khbop¥btfpebifpqgbagr
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FigurelQ Consumer price inflation (selected countries)

Oct 2008 to Apr 2013 May Jun Jul Aug Sep

m B L 'h B 11 14146127119 Avg. ex Rus.&Br

1.4 1.8 2.0 1.5 na. United States
| 1.4 16 16 1.3 1.1 Eurozone
l 21 2.7 27 2.6 na. China

-0.3 0.- n.a. Japan
3.1 33 3.1 3.3 na. United Kingdom
15 1.8 19 1.5 1.4 Germany
h n.a. Netherlands
0.8 09 1.1 0.9 n.a France
12 12 12 11 na ltaly
1.7 21 1.8 1. Spain
07 10 08 02 na Portugal
0.4 0.7 0.7 0.2 na Ireland
n.a. Greece
-0.1 0.0 0.0 n.a. Switzerland
2.0 21 3.0 3.2 na Norway
l -0.2 0.1 0.1 0.1 na Sweden
1.6 1.8 19 20 na. Singapore
.~ 07 12 13 11 na Canada
7.4 6.9 6.5 6.5 n.a. Russia
6.3 6.1 n.a. Brazil
Source: IR&M, Bloomberg. Based on official yoy CPI, except UK, which is based on RPI (Retail Price Indevgighteeagdudiegfllysia and Brazil; a 0.32
change is one standard deviation.

Inflation is one catalyst for nominal yields to rise, the loss of trust is another.

System integrity and trust

We are now in a sovereign crisis. A couple of years ago it was a banks @isihe 0OBecause we do |
mol i bjpbersbbjl sbabl k8b2"bi |l gbl cbqebbalwergBrauksark thegdBogty p g Ba f
moved from the private sector to the public sector. The pin that pricked the bubble German finanoei ni st er 6
fkbgebb_"rkhfkdb of pfpbt *"pbA"D I ii "mpbbthb®gquegttbdebRW_ ~kF

the game was over. Now, when sovereigns stop trusting each other, the gameis h a n d | ® a $ehiar sofrission

| sbo+Db>pjrppbk¥pb, tbbal Bkl gbqgor pqgbv I r dfgidltryeng to pecsbadedvD.f p Bnr f
probably not a coincident that the German Bundesbankersn Frankfurt want their Asmussen to let Brussels run the

gold back from Fort Knox and the vaults in Paridt is an indication that trust is not  stabilization fund

rising. The Asmussen quote is only an anecdote. However, tensions between

societies start small and build up over time. Tensions start with animosities and it is

anecdotes suchas this one that reveal that there is something bubbling under the

surface; the political correct veneer that enwraps our public representatives.

Figurellpel t pPgebb@ oor mgfl kDMbo bmqf |l k pbdFA apadd) f@WFeEkad ic B q
economiesas a crude proxy for trusivorthiness The main takeaway from the chart  than everyone else, he merely has

is that there is variation.Potentially the chart not only serves as a proxy for the his ignorance b

ease or hassle of doing business in the various economies but also as a proxy for & Anonymau

geo-political roughness; the two concepts being interlinked of course. The

animosities,of which the we-a | kt¥igj-you anecdotes are indications, are a fact

and a challenge to investors. It ges without saying that this form of risk is not

revealed by quantitative, regulatoryapproved techniques such as VaR. This calls for

an active as well as apecialistsavvy, intelligencedriven approach.

IfiCurredeetémi oy, ' Mr WallBSueetddurndl GnkéESeptecieed20200 Act , 0
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Figurell Corruption Perceptions Index (2012)
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Source: IR&M, Transparency International
NoteCPI is shown for 30 largest economies, measwdddh@@12 GDP (PPP). World average is based on 176
countrieA low index level is associated with high perceived corruption.

A further aspect related to trust and repression is the various short selling bans. odn some ways, i
Short selling bans, forbidding the holding of gold, nationalising private pensions, pol i ti ci ans agai
etc. are forms of repression. The forbidden tools might change over time buhe | 6m determi ned
idea of repressing the savvy saver remains the same. During the financialcrises s pecul at or s ar e
various regulators banned the short selling of stocks. In the more recent past, it 0 Angela Merkel

was credit derivatives that were subject to a repressive ban. In Europe for example,

the massive fall of sovereign credit spreads was a result mfany managers

covering their hedging and speculative positions ahead of a November 2012

deadline. Optically this looked as if the European currency crises and debt

problems in the periphery were eaing. The issues were not solvethough. The

repressive intervention just postponed the unpleasant market adjustment into the

future.
Practical relevance

Qebb_Il qql jbi fkbbf pPbge"qbgebb roobkgbmbiThgfj 0gbgbdfj bbalt
fair to say that the distrust is mutual. Central aspects of the economyaper breaks. 6

money, capital raisingtrade, interest rates,depend on trust in one form or 0 Proverb

another. Welf hbbqgl Bbr pbbgebbgboj D] dl fkdbSbkbwrbi "8bcl obrkbb 1 kIl
the wrong things over and over again, thereby letting the structural deficits grow.

France is a case in point: raising taxes, lowering pension age, increasing

government, killing private initiative, chasing away capital, displaying reform

ignorance, etc. The practical relevance for investors is that they know there is a

_ob”r"hfkdbml fkq+b>d"f k) Bavbver theingastingb f k ¥p Bl ~t BAmmi f bp+ D
afsbodbk > bb_bqgt bbkbIl kb Yopeénd, ank teguiatoro* ppbppj bk gbl k

requirements on the other, is not easing the challenge of the contemporary

institutional investor. Theregulatory regime and accountingpracticerequires a

large bond allocation;a history-oriented, common-sense approach mightsuggest

no unhedged sovereign risk at all.

1A Me r k evattléto mackets as tawmakers ready to voe erkGBidmiberdd May 2010
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Bond portfolios can fall too

Yields can rise for a long time. This means of course that bonds can compound
negatively (nominally as well as in real terms) for a long tim&onds can spend a
long time under water. Figure12 shows the underwater perspective of a proxy for
US Treasuries as well as US equities.

Figurel2 US equities and bonds underiwaged terms (Jan 19@ug 2013
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Index as percentage of previous all-time-high (%)

Source: IR&M, Global Financial Data, Blpambdeges from Wikipedia

TebkbPofphbcl oD kD rppbgb i "ppbfpbabcfkoMANpDEMMEbKkGTF Ni Dy
qgbojp§)Pf+b+)Pgebdil kdbsfqvdl cb ~mf qAE@O‘fn{aJ]BﬁaﬁaﬁgR(l%g)abﬁbdAq
than equities. The drawdowns in equities are more violent and the recovery more American agronomist and the fath:

swift, both contributing to a higher standard deviation of returns, i.e., volatility.
Bond/credit cycles are longer than equity/business cycles. What is most important
and most relevant to the practitioneris that the 48-year episode inFigure12 is
outside of the living memory of the contemporary investor or regulator.

the Gren Revolutibn

The United States was at war imoughly 80% of the time since 1900 when the OWe witnessed i

cold war and some minor conflicts are ignored. War is the rule, not the exception. the entire socialist system that an
Historyis a constant struggle between freedom and repression. Pax Americana andeconomy which was no longer

its allies, with differing contributions, have fought for the former and against the competitive wadenying people

i "ggqbo+bMboe"mpbf g¥pbl kbbbl cbgebbf ol kf praspetitg adcultimaiely tceadDgte ~ q £
becoming repressive on its own citizens and those who were formerly repressive gr eat i nstabil i

are opening up. It seems that Russia and China are done with social experiments 8 Angela Merkel

whereas the United States have just began. Ms Merlké&lan Osst knows. She has

seenit with her own eyesand knowsq e * q bf gbal bpk¥gbtl oh+bDJ"*"kvbi babopbl ¢cb
fkarpgofrifpbabb I kljfbpbersbk¥gbrkabal k¥q+b

1Nobel Lecture]l Decemb&p70
2fMer kel hints at Hnaneia Times/ Decempber2@2 i al spending, O
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A further aspect b related to correlation. Both equities and bonds can both dlt is not the strongest of the
compound negatively simultaneously for a long time. Both equities and bonds are species that survives, nor the mos
valued on the basis of discounting future cash flows to today. When nominal intelligent that survives. It is the or
yields rise, the present value of thoseash flows falls. The period of disinflation that is most adaptable to charige.
and falling interest rates was good for both. The opposite, whatever that might 8 Unknowin

be, is not. It is not surprising, therefore, that more and more investors want real
assets. They want out. They want something outde of the whole financial system
where the authorities are becoming more and morenterventionist, intrusive and
repressive. Trust in the system has been lostr? to soften this argument a bif® is
eroding. This changes everything. Both, investors as well as financial intermediaries
need to adapt to survive.

When examining bonds inFigure12, it is not necessarily obvious that the past 25+ dFinancial history is generally a
years are in any way representative for the long ternml.ooking at the chart, t succession of sovereign debt
seems the past two or three decades seem actugltather an exception than the criseso

rule. When thinking about bonds and correlation between equities and bonds, itis & Niall Fergusén

possible that the past 25+ years were one single regime with certain

characteristics. It essentially was eredit bubble (or, if not a bubble, massive credit

expansion)causingasset price hyperinflatior DPTe *gbsbobf g¥pb™  ~ii ba) bf cbgef pbf ab"t
any merit, then a different regime may have entirely different characteristics. It is

possible that a regime awaits us, where nallocation to government bonds of

sovereigns in the industrialised economies is the course of action of the wise

investor. This would be quite the opposite of therisk parityidea in which one

essentially levers up on bondgist because volatility happens to béower than

equities.

Practical relevance

Excessive debtand interesn* vj bk qpbl ¢cbj *kvD Il rkqof bp¥blolukIdj fembtt fhiti Bc
them to look at savers money with renewed interestAnd what better place to get  You just pass a law that says that
the money where it currently resides: institutional investors, namely pension funds anytime there is a deficit of more

and insurers. These institutions are theasekeeper of the forced savings of the than 3% of GDP all sitting membe!
populace. They hold large allocations of government bonds. They have to. of congress are ineligible for re
Interestingly, in many cases, they also want to. election. ¢

o Warren Buffétt

10Often erroneously attributed to Charles Dawirliest known appearance of this basic statement is a paraphrase

of Darwin in the writings of Leon C. Megginsogemarargociologist at Louisiana State University. Megginson's

paraphrase (with slight variations) was later turned into &gaptatibiguote.com)

2Ferguson, Ni al l (2010) #AHiIistory i n t istituteNbaptembeqg : Lessons and Legacies ¢
3Interview with Becky Q@diBC7 July 2011
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The ALM time bomb and the reality kick

Institutional investorsécurrent affinity with liability benchmarks ha a very strong OoYou cannot make a man by
resemblance with investors hugging asséenchmarkstowards the end of the standing a sheep on its hitegs.
prolonged equity bull marketat the end of the 1990s. The period of disinflation of ~ But by standing a flock of sheep in
the 1980s and mainly the 1990s together with some other factors gave rise to the that position you can make a crow
cult of equities. Reforms and a changed perceptionallowed someinvestorslarger of mend

allocations to equities, essentially to take more risk. Thrmommon wisdom prior 0 Max Beerbohm (18856),
"kabrgbgebbmb"hbt "pbgedgRgn ka®dilep H ®qgedlsHeessbygpenb ®ic Il lod D
bonds in the long run. As longterm investor, one could therefore hae a large

equity allocation because one could sit through large drawdows Many non-

Englishspeaking Continental Europearinstitutional investors, for example, started

to move away from their traditional bond-heavy portfolios and piled into equities

closeto the peak. So when we hear more and more institutional investors claiing

that assetliability management, ALM for short, is the pinnacle of institutional

fksbpqgl o¥pbt f pal gépDdriggBopt] T bb¥esl bt EbpebrbpkbB Bk Bf k pgf gr gf | k”~i D
infatuation with benchmarks before.(And, somewhat akin tomusical chairsit can

be embarrassing for slowpokes.)

Il bg¥pbrppr | bbc weald drdgpitalj pteseydian ésdrg Bf the key
aspects of the whole asset management profession, potentially elucidated tiye
following two pieces of financial wisdom

i Af sbopfcf ~qgfl kbpelriab_bbgebb I okbopgl kbbbl cbr*kvbfksh
mol do”j + 8§
2 Sir John Templetoh

Qebbcfopgbori bbl cbf ksbpqgj bkgbf pbal k¥gbil pb+b>kabgebbp
ksbpqgj bk b fopdthaglbkg¥ecb Pcf opgbPor i b+bD>kabge”rqg¥pb”ii Dgebbor.i
"ob+§

a Warren Buffett quoting Benjamin Grahan

—_ ——

In the following we discuss diversification and capital preservatiofhe aim is
practical relevance rather than scientificectitude.

Diversification

The diversification idea is based on the premiset® q Bt bbal k ¥ qbh k| tdBcende B defirpd by is-alfilify t B

we knew that wind farms would yield the best 10-year point return, there would forecast the future, the failure of

be no need for caring about risk or diversification. Diversification is for those who much of the economics profession

hkl t DBt ergbgebvbal k¥gbhkI t +Epwwhéltheye b o D fokee the ajidiseqgmihg shaplel beo D a |
al k¥gbhkl t bl ob>*rdeqbpl jbbal dj *"bD_r dbc causg &fgreat coredinge b DIl ki v &
il ppbp+Db| I brokfkdb_vbal fkd8bf pb”kbBf j mb GegrgekAgerlcf and Jbse@nhfStigb o f
experience a cruel and expensive teacher.

I This is probably a p Dvasgitaioashald befthe aomer stone af yoorinvestmentat e ment : f
program. If you have your wealth in one company, unexpectadytrcalde a serious loss; but if you own the

stocks of 12 companies in different industries, the one which turns out badly will probably be offset by some other which
turns out b eduly1®49. (Rrdmeatwouldjchptempletenshy.dom

2l't is unclear whether origin is from Ben Graham. Buf fett in AThe Forlk
ARul e No. 1: Never | ose mhoovey. Rul e No. 2: Never forget Rule No.
SiLet a hundred theories bloom, 6 Commentary, Budapest, 26 October 200¢
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The idea of diversificationis veryoldPr mml pbai v) Bf q¥pDbqgebbd &ii webrc otbhbabti riké ne + B Q
e"pbbkgbobabgebbBkdi fpebi "kdr ~dbb” pb| wdntkothgenyrcapnéntratedbv | r o £
entered investment managenent orthodoxy via Harry Markowitz and modern bets. o

portfolio theory (MPT). The idea of spreading risk by diversifying risk is much older & Ray Dalio, investment mahager
ge*"kbIMQbgel rde+bPQebbLucl oabAf " gfl k*"ovbgo”™ bpbgebb] bddpt
1710, referencing an Italian source of provdss from 1662. The idea of diversifying

risk can be traced even further. The Talmud suggests:

Let every man divide his money into three parts, and invest a third in land, a
third in business, and a third let him keep in reservé.

This makes it somewhat difficult to date the origin ofthe idea of diversificationby 0 We spend sesoumes
spreading the risks. Suffice to say, the idea of diversifying risk could be thousands and money trying to see the future
of years old, potentially as old as civilisation itself; or if not, at leastasoldasmen Real |l 'y, wedre s|
going about their business affairs. The funnything about the Talmud quote above delude ourselves. You have no
fpbgergbf gbprddbpqgqpb_l gebr*"b]j~odf kbl c®Opanbgvégbrp®ebni DAy
weighting is not yet a trend in investment management but it has been discussed bett er to recog!
in some journals for a while now. The main argument for equaWeighting is that 0 Hugh Hendry, investment maha
we just know far too little about future returns, future volatilities, and future

correlations for meanvarianceoptimization to have any value. Furthermore, the

assumptions behind MPT are onerous aninpracticat onerous because the inpt

variables for many viable investments are not availablenpracticalbecause most

of the assumptions behind MPT have turned out to be false, misleading, or

dangerous, or a combination thereof.

In the modelworld of MPT, combining equities and bonds makes perfect sense O0Ar med with c¢com
because the correlation coefficient is less than one. (Except when it really matters techniques, increasingbpwerful

of course; in a major panic and selbff, for example.) However, strong beliefsina  computers, and reams of historica

model can be dangerous, as various blowups as well as the most recent banking  market data, a growing number of

crises have demonstrated. Longnly investments in equities and bonds (and bills  investors have become entranced

or cash) can move more or less in tandem over extended periods of time. More with the dream of scientific

precisely, in times of inflationequities and bonds decline in tandem while in times  rectitude. Few recognize, howevet

of disinflation equities and bonds rise in tandem. It is wiser; we believe, to seek that such modelling assumes
"aafqgfl ki D*igbok~rqgfsbpb*ka, | obl'mhiso*"gb®hkDaAaR®OYy"puj magof "

means allocations should be a functiorof the opportunity set, rather than a 0 Henry Kaufm@an
combination of statistical variables entered into a faulty econometric supposed
optimizer.

fiMast eri nigHotwh eRanya chDhailnieo bui It t he VeNeéwYodrker ri chest and strangest hedge
25July2011

2The antithesis to diversification is portfolio concentration, as Veamraiufiyt n ¢ e Diverdificatian is a fi

protection against ignorance. It makes very little sense to those who know what th€y &re doingp r i gi n of thi s quote

was dficult to source and, as one article suggested, is most likely taken out of context.)

3 Swedr oe, Larry E., and Jared Kizer (200R¢wfiYbekonly guide to alternat
Bloomberg Press.

4Interview with Steven Drobreyt31 October 2011, from contraryinvesting.com

5The concept of diversification is of course much older. The biosphere for example has been diverse for billions of years.

Diversity is |ifeds ultimate sxtincion andhisplanetwith the mosem. Every now and then t

complex life forms being wiped out. The biosphere regenerates for surviving simple life to evolve into something more

complex. And then there is mass extinction again. The parallel to the wealth of retmgrssalclearly

6 The Recurring Irresponsible Financial Behavior, Remarks delivered before the Carnegie Council, New York City, 20

June 2011, printed in The Gloom, Boom & Doom Report, Marc Faber, 1 November 2011

7 Seelneichen (20031 earlier work.
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In the institutionalisation of the equity market there were pioneers, early adaptors, 0 Not hi ng i s mor i
and late-comers. The pioneers are typically a small group. For reasons that are fashionabl e con:
beyond the scope of this document, it was the Englistspeaking economies that 0 Margaret Thatcl{@p252013)
developed an equity culture of some sort very efron. In the US the idea of

investing 60% of assets into equities while 40% into bonds held for many years,

decades even. In inflatiorprone UK the equivalent allocations were closer to 70%

and 30%. A high equity allocation was the right choice, as the athorities were

pursuing continuous competitiveness bods via currency weakness.An

institutional equity culture in Continental Europe developed in the 1990s whereas

equity allocationg generally speakingf k bs bobob ™" eb-pmRgeth®DkB&BHi f pe

levels of 60% or 70%. Some (governmental or governmentsponsored) entities

literally started allocating to equitieswithin a couple of months from the 2000

peak. (Investment life can be quite brutal; resembling to some extent a game of

musical chairssomeone is alwaydeft without a chair. The late Baroness Thatcher

was probably on to something in the side text; whed applying this piece of

Thatcherismto finance? b s bov I kbbr"dobbpbl kbpl jb)gefkd)Dbf g¥pbmol _~_i vbg

The institutionalisation of hedge funds for example was similar. The institutional OWhat the wise man does in the
pioneers invested in the 1990s; early adaptors around 200R2002; and then the beghnning, the foalloes in the
institutionalisation of the hedge fund industry took off. Figure13 shows rolling endo

five-year returns for an average hedge fund portfolio, US equities and US bonds. & Anonymous

The institutionalisation of hedge funds took place during a time wheraearly any

diversified portfolio of hedge funds had outperformed equities or a 60/40

equity/bond mix on a rolling five year basis(There is probably no

institutionalisation without good past performance)

Figurel3 Nominal fiweear returns of hedge funds, equities and Byida@BsE0B)
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Hedge funds outperform 60/40 portfolio over fire-ydadge Funds— US equities— US bonds

SourcetR&M Banque Privée Edmond de Rothschild, Bloomberg
Hedge funds: Leveraged Capital Holdings from Banque Privée Edmond de Rothschild unthé&rekt#Riber 1989,
Fund Weighted Composite Index; ERuitisstl 3000 TR Indgands: Barclays US Aggregate TR Index.

Qebbj ~fkbpbiifkdbml fkqpbtbobb} ~_4uhds-r gbRBobgyb&dyS§bl oe®! ~in
can-make-money-in-all-market-conditions argument. Investing in hedge fundshad s omet hi ng. 0

become a fashionable consensus. Note that the fivgear return for the average 0 Robert Louis Stevenson (2850

hedge fund has bee lower than the five-year return for a 60/40 equitiesbond Scottish author

1The GBP lost 86% of its value against tha Gidky for a strong currency stiagege 1971. The USD lost
much less, it devalued by only 78% over the 40+ years.
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portfolio since mid-2011. Since the end of 2012, any combination of equities and
bonds outperformed hedge funds thanks to various asset inflation friendly
interventions by the various central planing authorities around the world.
Whether the artificial, international orchestrated wealth effect will last forever,
thereby making risk management and hedge fundebsolete is arguably doubtful.

Potentially the idea ofrisk parityis becoming is becoming the nextThatcherite OA good decisi ol
ac/rpefl k” _iRiskpatitkipaskapegymphere the allocations to various  knowledge and not on numbérs.
asset classes are not equal but the allocations are determined by the risk of the d Plato

various asset classes. If risk is defined as volatility, an asset allocation of 50:50

between equities and bonds can result in a risk allocation of 90:10. This means

moving from traditional asset allocation towards risk allocation (or risk parity),

generaly speaking, results in a smaller allocation to equities.

Replacing a quantitativeoptimization which is based on an impractical measurefor 6 No matt er how

risk with another quantitative optimization which is based on the same impractical i mpossi bl e t o ki
measure for risk is, well, impractical. Given that the current regulatory trend is o Lily Tomlin, American actress ar
equity-unfriendly, and government bondfriendly, the advent of a new extended comedian

equity bull marke® potentially® is exactly then, when the equity allocations have
been reduced to multigenerational lows.

The practical relevances that there are institutional investors who are not
afsbopfcfba+bQebb_bifbcbf pbge” pbaetdsmt DPal k¥gbkbbabqgql +PQebt
bonds in particular, are the perfect match for their liabilities. These investors are in

synch with current regulatory regime but not with what Sir John Templeton thinks

is the cornerstone of every investment program.

Capital preservation

When risk is managed relative to a benchmark, there is an implicit indifference to 6 Toke who do not learn from
absolute losses. If a benchmark falls byag 20% and assets fall in unison, from the history are doomed to repeat its
perspective of the tracking risk manager, nothing is lost. The current infatuation mi st akes. 6

with ALM and liability benchmarking and the subsequent high bond allocations 0 George Santayana (18832),
potentially mean that someinvestors are outof synct f qe Dqe b bqgt | D] $panistirpedcan pkibsopgher
diversification and capital preservation mentioned abovéhere is animplicit

indifference to potential losses. When interest rise and bonds fall, the liabilities will

fall too. So all is well. The risk management department, therefore, is managing

tracking risk, like in equities 10+ years ago.

Thete is a reality kick out there.There are two statements that we occasionally OYou can avoid reality, but you
hear from institutional investors that we interpret as warnings signs that history is  cannot avoid the consequences of
just about to repeat. 1. An institutional investor stating after explaining his avoiding realit»
approach that he never would manage his own money like thatln the case of d Ayn Rand (190982), Russian

ALM, this happened more than once2. The idea of holding a bond to maturity in ~ American novelist and philosbphel
the case of sharp declines in bond prices, thereby ignoring rising default
probability.

1The Life of Reason, Volume 1, 1905
2 According to one source, Ayn Rand never saidahastvé m. ltds a good quote nevertheless; certainly
current investment challenges.
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Figure14 shows the S&P 500 Index with the peak of the relative returns and
tracking risk paradigm circled. When equities were falling, the absolute returns
revolution kicked in. History coull rhyme once again.

Figurel4 S&P 500 Index

1800
/- Around the peak, many institutional investors:
1600 - started or increased allocation to equities,
DAVID FLIAS - switched from value to growth stocks,
1400 - defined risk as tracking risk.
3 VIR
1200 w
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800 “lrrational exuberance”
- Netsc:(;::(:OPOIPO On the way down:
- losses started to matter,
400 - tracking risk turned into a bad idea,
- absolute returns revolution.
200
0 T
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Source: IR&M, Bloomberg, book publishing date from amazon.com

Note: Airrational exuberanceo refers to Al an Greenspands speech on 5
At the peak, perceptions are different than at the trough. Calling an active OEither you deal with what is the
mandate in equitieswith a tracking error constraint of 1-2% against the reality, or you can be sure the
benchmarkwas perfectly normalat the peak of the equity bull market. Calling for reality is going to deal with you.

40,000 in the Dow captured the spirit. Managing risk from an absolute returns 0 Alex Haley (1929292), American
perspective was not even a thought among may long-only asset managers and writer and eauthor aff he

their consultants andclientele. However, this changd as share prices started to Autobiography of Malcam X

fall. The assumed indifference to absolute losses slowly but steadily turned out to
be ill-advised. It is this reality kick that put hedge fuds on the agenda of many
institutional investors.(Note that the pioneers and early adaptors inv&ed prior to
equities falling. It is therefore interesting to observe that some institutional
investors, mainly in North America, have already started to dixgfy their bond
exposuressome time aga)

Related to ALM, this reaty kick has not yet materialised. The reason is that the OMen, it has be:
ALM crowd has actually done rather wellip until a couple of months ago. So herds; it will be seen that they go
when they argue that they are indifferent to absolute losses it actually makes mad in herds while they recover
perfect sense to them. After all, when int@est rates risen earnestand bonds fall, their senses slowly and one by

so do liabilities. Assets and liabilities are in synch. Risk is defined as trackingrisk, one . 0

i.e., risk is perceived as asset moving out of synch with their liabilities. Thisis of 8 Charles MacKay (1-8838),
course the same as the tracking risdogma in equities twelve years ago. There is  Scottish author

the perception that there is no need for diversification or capital preservation.

Some investors have to spend so much time on complian@nd accountingissues,
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that, potentially, they do not have adequate capcity to spend time thinking about
long term investments

Bonds have been in a 3eyear bull market and one bond expert after another is If an asset class is priced cheaply
now calling its end. Bonds are expensiverigure 15 shows pricingof equities, and something goes wrong, the
bonds and cash for the US as a proxy for the industrialised economies. Equities  asset class gets even cheaper anc
valuation is based on the trailing earnings yield (reverse of the PE ratio), bonds on potentially becomes an opportunit
thel0-vb*"oDQob” provbvfbiabrkab " pe DlpkdDq e Ihdd @ised fapsBsqrickda Do » g b + 1
bars show the valuation metric in January of the decade while the bars on the expensively and something goes
right show the current valuation. The hgher the yield; the cheaperis the asset wrong, hell breaks loose.
class.(With a yield of 10% it takes only a decade to get ones money back, with a

yield of 1% it takes a century. This is a tricky concept, of course. It assumes there

are no taxes and expropriationA yield of 1% in Switzerland (strong currency, low

taxes, lean government, and history of sound private property rights) is potentially

| cheapeig than a 2.5% vyield in France (weak currency, high taxes, big

government, and history of nationalising private assetg).

Figurel5 Valuation (January 198@Geptember 2013)

Cheap
14 1
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=
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0 25 Expensive
1.1960 1.1970 1.1980 1.1990 1.2000 1.2010 Current
m Equities (Trailing earnings yield) ™ Bonds (10-year Treasury) Cash (Fed fund rate)

Source: IR&M, Bloomberg
Notes: The bars measureghevwvat i on at the beginning of the decade (except ficurrento)
4.06%. Fed fund rates starts 1.1.1971 at 4.75%.

A Bonds, represented here by yield of the US 19ear Treasury, have become
expensive since the early 1980s, yields halg from double digits in the 1980s
to below one percent in 2012.

A Equities went the other way, being expensive at 3.4% trailing earnings yielith
January 2000to being cheap compared to government as well as corporate
bonds. (The size of the bars measureheapness in absolute terms while the
difference between bar size measures cheapness in relative terms. In relative
terms, equities have been extremely cheap because bonds and cash were so
expensive. The next chart shows this graphically.)

A With the short end of the yield curve being very low or negative in real terms,
cash is very expensive as financial repression is essentially a wealth transfer
from the risk-aversesaveror rentier to the debtor; or governmentakttheft,
abmbkaf kdbl k Bl k btipu$ate ecorlomibphendnmgnab q | B~ o

Figurelépel t pPbgeb b} MBPo~qgqfl 8bcl obBbnrfgqgfbpbr*kab_| kapbpf k™ bb.
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Figurel6 Valuation equities and bonds (1®d@ust 2013)

Source: IR&M, Bloomberg
Notes: Based on trailing PE ratio and inyerae Ti@asury yield.

A ClojbobMobpfabkgbl cbDBE~"o0os”oabAfyawthink?| hbt "pbl k> bbnr |l gbakt
education is expensive, try ignance 8 When examiningFigure16 one is
temptedtoargue:} Fc Bbvl r Dbgef khbbnr fgf bpbt bobbl sbomof ~babfkb/ - - -
klt+8§

An additional aspect not yet mentioned is related to committeebased investment o6 A f ool wi tfho oal .t
decision making. Most institutional investment committees are comprised of 0 Saying
individuals with different backgrounds. Not all of them are familiar with finance

and economics in general and the history of stock and bond markets in particular.

Those with knowledge dominate the investment process, especially when all goes

well. Those with less knowledge have nothing much to add other than agree and

nod approvingly with the bellwether. Any criticism is easily put down by referring

to favourable past performance. However, when equities started to fall in the early

2000s the investment committee dynamics started to change. Suddenly the
equities-outperform-bonds-in-the-long-term mantra had a different feel to it. The
equity-defending bellwethers in the committee had their wings clipped. The

laypeople in the committee started to question the logic of having such a high

allocation to equities. Doubting equities was nearly impssible when they were

rising, but was made easier when falling. Was tracking risk really all that mattered?

Real absolute losses changed the gam€&€ommittee meetingsturned lessjovial

when faced with losses. Suddenly underfunding and fund solvency were agda

items. The investment committee dynamics were different when share prices were
free-falling than when they were rising irrational exuberantly.

The practical relevance is that history rhymes. This time it is not an infatuation with dThe United States has 5% of the
equities but with long-term bonds including government bonds. The regulatorand wor | d&6s popul ati
accounting ruling boards are partly to blame. Next to politics and central banking, incarcerated people, and almost
they play a role in Repressionomics. It is they who apply current dogma in finance 50% ofthvor | dd 5 | aw
unquestioned and set the guidelines. The ALM phenomenon is essentially, or 0 Conrad Blagckanadiahorn, SEC
partly, a function of the general legal and regulatory framework; hence the finedformenewspaper publisher
perception of rationality on part of the asset liability benchmarkerThe bottom line

IMmerica Flunki ng CHhdoerSo#h Octobed20126 Test of Civilizationd
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