
 

 

Executive summary  

Â Investors face various challenges. Capitalism is on a sabbatical. The 

misallocation of capital continues. Repressionomics reigns. Debt 

levels are rising. Demographics are not helping. Governmental 

intervention into free markets is rising continuously. Many industrial 

economies have been robbing Peter to help Paul. But now they 

need to rob Tom, Dick, and Harry to help Peter.  

Â FcĐpljbqefkdĐ`^kklqĐdlĐlkĐclobsbo)ĐfqĐtlk¥q+ĐEbo_boqĐPqbfk¥pĐI^tĐ

applies. The uncertainty with regards to the timing of the 

homecoming chicken to be roosted is a challenge for all investors. 

Â Modern Portfolio Theory suggests there is such a thing as an 

¦bccf`fbkqĐcolkqfbo§ĐtebobĐqebĐqo^ab-off between expected risk and 

bumb`qbaĐobqrokĐ`^kĐ_bĐ¦lmqfjfwba+§ĐEltbsbo)ĐqebobĐ^obĐj^kvĐ

constraints that make asset allocation using a two-dimensional 

model an almost comical endeavour. Many viable investments for 

the flexible and sophisticated investor simply do not fit into a two-

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. 

Â ¤Ofph¥Đ^pĐtbiiĐ^pĐ¤ofphĐj^k^dbjbkq¥Đ^obĐqbojpĐqe^qĐ^obĐklqĐ`ib^oivĐ

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 investment management and governance bodies. 

Mlqbkqf^iiv)Đfq¥pĐ^Đ_^i^k`fkdĐ^`qĐ_bqtbbkĐalfkdĐte^qĐfpĐofdeqcriĐ^kaĐ

what is right. 

Â The investment landscape has opened to all kind of asset classes 

and investment forms. Savvy, flexible, sophisticated, intellectually-

open minded, well-staffed, well-connected, and well-advised 

investors will be picking up liquidity and complexity premiums along 

the way. Bureaucratised, regulatory-burdened, liability-benchmark 

hugging, and mean-variance-optimizer-worshiping investors tlk¥q. 
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The challenge 

  ¦>ĐglrokbvĐlcĐ^Đqelrp^kaĐjfibpĐ_bdfkpĐ

tfqeĐ^ĐpfkdibĐpqbm+§ 

ªLao-tzu, Chinese philosopher  

  ¦>ĐglrokbvĐlcĐpbic-discovery starts 

with a single step. But so does falling 

altkĐ^ĐcifdeqĐlcĐpq^fop+§ 

ªKathy Lette, Australian author 

 

 

 

 

Capitalism on Sabbatical 

The current investment environment is special in many ways. Long-term 

government bond yields have never been as low as just recently. (In Britain and the 

Kbqeboi^kapĐcloĐbu^jmibĐ¦kbsbo§Đjb^kpĐkbsboĐtfqefkĐqebĐm^pqĐ1---500 years.) The 

pyramid-scheme-like accumulation of liabilities from social security systems is 

unprecedented as is the expansion of many central banks¥ balance sheet. 

Demographic changes add to the challenges of the institutional investor. 

Wristonõs Law of Capital 

The late Baroness Thatcher was obviously on to something in the side text; modern 

day Robin Hoods eventually run out of financing. Whether we call it socialist, or 

social-democracy, or the third way albpk¥qĐob^ily matter. A society that gives 

incentives for ingenuity and innovation and is generally business-friendly prospers. 

A society that gives disincentives for ingenuity and innovation and is generally 

business-rkcofbkaivĐalbpk¥q+Đ@efibĐfpĐmolpmbofkd8ĐSbkbwrbi^Đfpk¥q+ĐChile, just to pick 

two examples more or less at random, abiabpĐqlĐTofpqlk¥pĐI^tĐlcĐ@^mfq^i8 

Sbkbwrbi^Đalbpk¥q+ 

Tofpqlk¥pĐI^tĐlcĐ@^mfq^i is named after Walter Bigelow Wriston (1919-2005). 

Walter Wriston was a banker and former chairman and CEO of Citicorp. As chief 

executive of Citibank / Citicorp (later Citigroup) from 1967 to 1984, Wriston was 

widely regarded as the single most influential commercial banker of his time. The 

qbojĐ¦Tofpqlk¥pĐI^tĐlcĐ@^mfq^i§Đt^pĐ`lfkbaĐ_vĐRich Karlgaard from Forbes 

magazine in an article on his blog, Digital Rules, in 2006: 

@^mfq^iĐtfiiĐ^it^vpĐdlĐtebobĐfq¥pĐtbi`ljbĐ^kaĐpq^vĐtebobĐfq¥pĐtbiiĐqob^qba~Đ

@^mfq^iĐfpĐklqĐgrpqĐjlkbv+ĐFq¥pĐ^iplĐq^ibkq and ideas. They, too, will go where 

qebv¥obĐtbi`ljbĐ^kaĐpq^vĐtebobĐqebvĐ^obĐtbiiĐqob^qba+3 

                                                           
1 Margaret Thatcher , in a TV interview for Thames TV óThis Weekô on 5 February 1976. 

2 ñTrouble in Venezuela brings benefits to its neighbour,ò Financial Times, 8 May 2012 

3 ñPredicting the Future: Part II,ò Rich Karlgaard, Forbes, 13 February 2006 

The belief that government 

intervention can fix things is not 

new; it just has a very bad track 

record. 

ñSocialist governments traditionally 

do make a financial mess. They 

always run out of other people's 

money. It's quite a characteristic of 

them.ò 

ðMargaret Thatcher1 

ñChavez is the best president 

Columbia has ever had.ò 

ðColumbian home owner2 



R 

 

When Reality Kicks October 2013 

Ineichen Research and Management Page 4 

QefpĐ¦i^t§Đ`^kĐbumi^fkĐkb^oivĐbsbovqefkd+ĐQebĐhbvĐfpĐqe^qĐ¦`^mfq^i§ĐfpĐklqĐgrpqĐ

money, its people and ideas too. The most prominent contemporary example is 

the United States of America. For most of its short history, the United States has 

been a magnet for capital, i.e., risk capital; people who want to work hard, people 

who want to excel academically, people who are unwelcome elsewhere, patents, 

ideas, talent, etc. It is no coincidence that Silicon Valley is in the United States. The 

Manhattan Project afak¥qĐgrpqĐl``roĐo^kdomly in the United States. 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, in Day of Empire, examines 

tolerance in relation to empire building and empire sustainability. Toleranceª

bppbkqf^iivĐqebĐ¦tbi`ljb§Đ^kaĐ¦tbiiĐqob^qba§Đm^oqpĐfkĐTofpqlk¥pĐI^tĐlcĐ@^mfq^iªis 

key when building and sustaining an empire. The funny thing is that being nice to 

people is good for society. Who would have thought? It is not a coincidence, 

according to Chua, that both Germany and Japan failed in sustaining their empire. 

So capital and people, the lucky ones with well-developed survival instincts, just 

left. Tofpqlk¥pĐI^w of Capital 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 

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

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 with relative tolerance. 

Immigrants in the 1930s have been more welcome in the United States than 

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

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

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

_riibqĐmlfkqpĐ^obĐ¦`^kklqp§Đ_^pbaĐlkĐefpqlof`^iĐmob`babk`b+ 

The Cannots  

To some extent these cannots capture the spirit of the Founding Fathers of the 

United States. Most likely they stem from Rev. William J. H. Boetcker (1873-1962), 

an American religious leader who lectured around the United States about 

industrial relations at the turn of the twentieth century and authored these 

cannots in 1916. At one time President Ronald Reagan used them in a speech, 

wrongly attributing them to Abraham Lincoln. 

Â You cannot bring prosperity by discouraging thrift. 

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

Â You cannot strengthen the weak by weakening the strong. 

Â You cannot lift the wage earner by pulling down the wage payer. 

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

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

                                                           
1 According to research by Mark T. Shirey, citing Nice Guys Finish Seventh: False Phrases, Spurious Sayings, and 

Familiar Misquotations by Ralph Keyes, 1992, this quote was first uttered by mid-nineteenth century French historian and 

statesman François Guizot (1787-1874) when he observed, ñNot to be a republican at 20 is proof of want of heart; to be 

one at 30 is proof of want of head.ò (N'être pas républicain ¨ vingt ans est preuve d'un manque de cîur ; l'°tre apr¯s 

trente ans est preuve d'un manque de tête.) This quote or a variant thereof has been attributed variously to George 

Bernard Shaw, Benjamin Disraeli, Otto von Bismarck, and others. (from wikiquote.org) 

The US is a magnet for capital 

whereby capital is defined broadly 

as risk capital, people, ideas, 

patents, IPs, talent, business 

connections, etc. 

ñIt is a little embarrassing that after 

forty-five years of research and 

study, the best advice I can give to 

people is to be a little kinder to each 

other.ò 

ðAldous Huxley (1894-1963), 

English writer 

Not tolerance, but relative tolerance 

is the key 

òAny man who is not a socialist at 

age 20 has no heart. Any man who 

is still a socialist at age 40 has no 

head.ó 

ðGeorges Benjamin Clemenceau 

(1841-1929), French journalist and 

statesman1 
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Â You cannot build character and courage by taking away man's initiative and 

independence. 

Â You cannot help men 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 many societies have been doing exactly what one 

cannot. Many investment professionals proficient in economic history will find 

these cannots intuitive. The reason why these investment professionals find these 

cannots intuitive is exactly because they are proficient in economic history. Some 

countries have been doing the cannots for decades. This is one of the reasons why 

the current investment environment is such a challenge. If you do something you 

¦`^kklq§)ĐqebĐ`ef`hbkĐtfiiĐbsbkqr^iivĐ`ljbĐeljbĐqlĐollpq+ĐEbo_ĐPqbfk¥pĐi^tĐ

applies.  

Herbert Steinõs 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 

immediately; it will stop of its own ac̀ loa+ĐPqbfk¥pĐi^tĐe^pĐ_bbkĐob`fqbaĐfkĐj^kvĐ

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. This went well until it 

afak¥q+ĐEbo_boqĐPqbfk¥pĐi^tĐ^mmifba. 

Yellowstone Effect  and the government  

Yellowstone National Park is a 2.2m acre forest in the United States. From 1890 

onward, the attitude of the  RPĐClobpqĐPbosf`bĐt^pĐlkbĐlcĐ¦wbolĐqlibo^k`b)§ĐbsbkĐ

for small forest fires sparked by natural causes. The service tried desperately to put 

out every fire whatsoever.2 One of the unintended effects of the zero tolerance 

policy was that the forests began aging. As Mark Buchanan, author of Ubiquity, 

put it : 

 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 moved away 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 state, 

a supercritical state, with a high density of burnable material everywhere.3 

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

p. 47 (1903). 

2 From Buchanan (2000), p. 71. 

3 Ibid., p. 71. 

òI place economy among the first 

and most important republican 

virtues, and public debt as the 

greatest of the dangers to be 

feared.ó 

ðThomas Jefferson1 

òIf something cannot go on forever, 

it will stop.ó 

ðHerbert Stein (1916-1999), 

Chairman of the Council of Economic 

Advisers under Presidents Richard M. 

Nixon and Gerald R. Ford  

Intervention can disturb natural 

evolution of things 
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In 1988, there was a wildfire, a black swan, and nearly 800,000 acres or 36% of 

the Park was affected. The intervention resulted in the prevention of small fires of 

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

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

economics not so much. The big one could 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 similar to 

qebĐCba¥pĐmlif`fbpĐpfk`bĐDobbkpm^kĐloĐqlĐAo^def¥pĐ¦te^qbsboĐfqĐq^hbp§Đpq^k`b+Đ

Recessions are to be prevented at all cost. This means the system cannot clear, or, 

in forest-parlance, rejuvenate. Detlev Schlichter, author of Paper Money Collapse, 

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

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 under 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 

¤pqfjri^qb¥Đdoltqe)ĐfpĐklq)Đ^pĐqebĐj^fkpqob^jĐtlriaĐe^sbĐfq)Đa guarantor of 

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 prosperity. 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 

qe^qĐ¤b^pvĐjlkbv¥ĐfpĐ^Đkb`bpp^ovĐ^kqfalqbĐqlĐob`bppflkĐ^ka as long as central 

banks continue to fight the present crisis with low interest rates and ongoing 

monetary expansion, these imbalances © that are the root cause of the current 

j^i^fpbĐ^kaĐqe^qĐildf`^iivĐe^sbĐqebfoĐlofdfkĐfkĐmobsflrpĐfkqboirabpĐlcĐ¤kb`bpp^ry 

jlkbq^ovĐpqfjrirp¥Đ© will not be allowed to 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 sustained.2 

Inflation is not a huge issue in the immediate future. Breakeven inflationªa 

market proxy for future inflationªis low. (See Figure 1.) 

                                                           
1 ñDebt crisis: Mario Draghi pledges to do 'whatever it takes' to save euro,ò The Telegraph, 26 July 2012 

2 ñôBut there is no inflation!ô ï Misconceptions about the debasement of money,ò Detlev Schlicher, cobdencentre.org, 

24 October 2012. Emphasis in the original.  

Something has to give for health to 

be restored 

òWithin our mandate, the ECB is 

ready to do whatever it takes to 

preserve the euro. And believe me, 

it will be enough.ó 

ðMario Draghi1 
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Figure 1: US 2-year breakeven inflation (January 2007 ï 19 September 2013) 
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Source: IR&M, Bloomberg 

At the moment the forces are deflationary. As the imbalancesªsuch as excessive 

levels of debt, overstretched banks and inflated asset pricesªget bigger, the 

(market) forces that work towards their liquidation become stronger. Sustaining 

the imbalancesªin order to keep the illusion of stability aliveªrequires ever more 

aggressive money printing on the part of the central banks, which is what we are 

seeing around the world today. Banks are reluctant to lend, and the private sector 

is reluctant to borrow.2 

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

Figure 2 peltpĐqebĐ¦_^i^k`bĐpebbq§ĐlcĐqebĐqbkĐi^odbpqĐj^qrobĐb`lkljfbp+ĐQebĐ_^oĐ

on the right hand side of the graph is GDP times total debt (households, non-

financial corporations, financial institutions, and government).  

Figure 2: Your assets versus their debt 

 

Source: IR&M, IMF, McKinsey 

                                                           
1 Often erroneously attributed to Alexis de Tocqueville (1805-1859) or Alexander Fraser Tytler (1747-1813). 

2 Ibid. 

òThe American Republic will endure 

until the day Congress discovers 

that it can bribe the public with the 

public's money.ó 

ðUnknown1 
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The sum of the bar on the right is $129 trillion. The practical relevance of this 

¦_^i^k`bĐpebbq§ĐfpĐqe^q pljblkb¥pĐab_qĐfpĐpljblkbĐbipb¥pĐ^ppbqp+ĐFcĐqebĐ_^oĐlkĐqebĐ

right shrinks, so does the bar on the left. If Detroit bonds fall or default, the 

balance sheet of European banks shrinks too; at least in the real, mark-to-market 

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

while at least.) The process of the two bars in Figure 2 shrinking is well on its way. 

The US might be further ahead with deleveraging in the private sector. The 

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

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

qlĐqebĐdlsbokjbkq¥pĐ_^i^k`bĐpebbq+Đ 

One way to shrink the bar on the right is via inflation. Judging by common 

perception, this does not seem to be an immediate risk. A current fact, not a risk, 

is financial repression. The bar on the right in Figure 2 is shrinking via manipulated 

negative real yields. The last column in Table 1 below shows real three-month 

vfbiap+ĐFkĐj^kvĐgrofpaf`qflk¥pĐob^iĐvfbiapĐ^obĐkbd^qfsb+ĐQefpĐjb^kpĐqebĐmlmri^qflk¥pĐ

wealth is slowly and steadily expropriated. It means that the bars in Figure 2 are 

shrinking in real terms. It means that the average investor is losing, i.e., is getting 

poorer. The investor is having his pension plans (and planned pensions) eroded; 

taken away.  

Table 1: Nominal interest rates versus real interest rates (27 September 2013) 

 

Source: IR&M, Bloomberg 

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

loĐabci^qflkĐ^kaĐcfk^k`f^iĐobmobppflkĐ%b+d+)Đ-"ĐvfbiaĐtfqeĐ/"Đfkci^qflk&Đalbpk¥qĐ

really matter that much. Capital compounds negatively at the inappropriately 

named risk-free rate in both cases. Figure 3 shows real 10-year government bond 

yields for the United States and Japan.  

                                                           
1 ñSaving Europe will leave Britain on the edges, but the alternative is grim,ò The Independent, 5 November 2011 

2 Breakfast with Dave, Gluskin Sheff, 7 March 2013 

 

Nominal

3M rates

(%)

CPI

YoY

(%)

Real

3M rates

(%)

United States 0.01 1.5 -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

òWatching the eurozone countries 

trying to resolve their debt crisis 

has been like watching 17 people in 

oven gloves manipulating a 

Rubrikõs cube.ó 

ðJohn Lichfield1 

òProlonged periods of negative real 

rates never end well but it is too 

soon to sound any alarm bells but 

at the first hint of inflation, this 

party comes to an end.ó 

ðDavid Rosenberg2 

Capital can compound negatively at 

the inappropriately named risk-free 

rate of return 
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Figure 3: Real 10-year government bond yields in the United States and Japan (1970 ï September 2013) 

 

Source: IR&M, Bloomberg 

A further important aspect of low interest rates is duration risk. If rates are very 

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

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

_b`ljbĐ^ĐsbovĐ^pvjjbqof`Đfksbpqjbkq+ĐEltbsbo)Đfq¥pĐqebĐtolkdĐ^pvjjbqov7ĐifqqibĐ

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 institutional investors to hold government bonds. Equity-

unfriendly regulation is one bad step. Many European (life) insurance companies 

for example have an allocation to equities that is less than five percent. Further 

steps are nationalisation or forced government bond allocations. 

Figure 4 shows a further phenomenon of the current critical state of super 

suppressed yield curves and financial repression. The chart shows the time it takes 

to recover from a 15% loss in years. 

Figure 4: Time to recover from a 15% loss 

 

Source: IR&M 

The wrong asymmetry: little upside, 

big downside 



R 

 

When Reality Kicks October 2013 

Ineichen Research and Management Page 10 

The lower the yield, the longer it takes to recover from a certain loss. This means 

fksbpqlo¥pĐmloqcliflpĐ^obĐparticularly sensitive to losses as it 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 point in 

terms of political and economic malpractice; albeit  the malpractice varying in 

tenor and degree of business and investor unfriendly behaviour by the authorities. 

(Figure 5 shows where France stands structurally when compared to some of its 

peers.) In the short-term, failed authorities can blame everything on personal 

greed, profit-hungry banks and corporations and the private sector; and many do. 

As economist Thomas Sowell put it: 

 The first lesson of economics is scarcity: There is never 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 being vocal about not having as much 

^pĐqebvĐt^kq)ĐqebĐ¦plirqflk§ĐfpĐqlĐdfsbĐqebjĐjlob+ĐTebobĐalĐmlifqf`f^kpĐdbqĐ

qefpĐ¦jlob§<ĐQebvĐol_ĐMbqboĐqlĐm^vĐM^ri+ 

>cqboĐ^Đtefib)ĐlcĐ`lropb)ĐqebvĐafp`lsboĐqe^qĐMbqboĐalbpk¥qĐe^sbĐbklrde+Đ

Bursting with compassion, politicians 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.1 

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

pq^dbĐEbo_boqĐPqbfk¥pĐI^tĐ^mmifbp+ TefibĐ¦qebĐpfdkpĐlkĐqebĐt^ii§Đ^obĐob^plk^_iy 

clear; the timing of a collapse or the negative feedback loop hitting rock-bottom is 

not. A cautious and conservative stance towards economies should be the 

response of the prudent investor when dealing with governmental malpractice, 

capital unfriendliness, corruption, repression, and the resultant misallocation of 

capital.  

                                                           
1 Sowell (1993) 

òThe first lesson of economics is 

scarcityé The first lesson of 

politics is to disregard the first 

lesson of economics.ó 

ðThomas Sowell, American 

economist 
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Figure 5: Overview of some structural factors (selected countries, end of September 2013) 

 

Source: IR&M, Bloomberg (BB), Heritage Foundation (HF), Central Intelligence Agency's World Factbook (CIA), Transparency International (TI), World Economic Forum 

(WEF). Notes: Misery Index: Unemployment rate + inflation (CPI), BoP: Balance of payments, External debt: total public and private debt owed to non-residents repayable in 

internationally accepted currencies, goods, or services, CPI: Corruption Perceptions Index. The rank shows the ranking of the average ranking of the ticked columns. 

Pop quiz:  

Who is most likely to benefit from all the governmental upsizing?  

a. the savvy investor 

b. the legal profession 

c. the investment banks 

d. the populace 

Multiple answers are possible. 

Peak population 

Demographics affects everything. Many societies in the industrialised world are 

aging. ¦Mb^hĐmlmri^qflk§ĐfpĐ^ĐmrkĐlkĐ¦mb^hĐlfi)§ĐqebĐfab^Đqe^qĐlfiĐmolar`qflkĐ

reaches a point in time when the maximum rate of petroleum extraction is 

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

TloiaĐmlmri^qflkĐqllĐ`lriaĐob^`eĐ^Đmb^hĐcoljĐtef`eĐfqĐab`ifkbp+ĐQebĐtloia¥pĐqlq^iĐ

cboqfifqvĐo^qbĐ%¦QCO§&Đt^pĐ^olrkaĐ2+-ĐfkĐqebĐ.62-p)ĐcbiiĐqlĐ^olrkaĐ0+-ĐfkĐqebĐ.66-p 

and currently stands around 2.5 and is still falling. (Stable population is associated 

with a TFR of around 2.1 at which level the living grown-ups 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 solely by the TFR. 

                                                           
1 Durant, Will & Ariel (2010) ñThe Lessons of History,ò New York: Simon & Schuster, originally published 1968. 

Country Region

GDP,

$bn

(BB)

GDP, 

real,

yoy

(BB)

Unempl,

%

(BB)

CPI,

%

(BB)

Misery

Index,

%

(IR&M)

Fertility

rate,

kids/w

(CIA)

Rate

nominal,

%

(BB)

Rate

real,

%     

(IR&M)

BoP,

% GDP

(BB)

Trade,

% GDP

(BB)

Budget,

% GDP

(BB)

Debt, 

public,

% GDP

(HF)

Debt, 

external,

% GDP

(CIA)

Property

rights,

(HF)

Corrupt.

(CPI),

(TI)

Tax

burden,

(HF)

Govt.

expend.,

(HF)

Business
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Global

competit.

Index

(WEF)
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Columns used for ranking: V V V V V V V V V V V V

Singapore Asia 0.3 3.8 2.7 2.0 4.7 0.79 0.03 -1.97 4.3 -6.2 9.5 101 9 90 87 14 17 97 2 1

Hong Kong Asia 0.3 3.3 3.3 4.5 7.8 1.11 0.50 -4.00 -0.1 -1.3 2.7 34 343 90 77 15 19 99 7 2

Switzerland Europe 0.6 2.5 3.0 0.0 3.0 1.53 0.00 0.00 3.6 0.3 1.3 49 213 90 86 30 35 76 1 3

Australia Asia 1.5 2.6 5.8 2.4 8.2 1.77 2.50 0.10 -0.6 0.0 -0.7 23 96 90 85 21 35 96 21 4

Taiwan Asia 0.4 2.5 4.3 -0.8 3.5 1.11 1.88 2.67 3.9 3.6 -0.1 41 36 70 61 8 22 94 12 5

Norway Europe 0.5 0.4 2.6 3.2 5.8 1.77 1.50 -1.70 3.0 1.0 14.5 50 129 90 85 43 45 93 11 6

Sweden Europe 0.5 0.1 7.3 0.1 7.4 1.67 1.00 0.90 1.4 0.1 -0.5 37 193 90 88 46 51 93 6 7

South Korea Asia 1.1 2.3 3.0 1.3 4.3 1.24 2.50 1.20 0.5 7.7 2.1 34 39 70 56 25 30 94 25 8

Germany Europe 3.4 0.5 6.1 1.4 7.5 1.42 0.50 -0.90 0.6 0.6 0.2 82 165 90 79 36 46 92 4 9

Finland Europe 0.3 -1.1 7.1 1.2 8.3 1.73 0.50 -0.70 -0.1 -0.2 -1.9 49 231 90 90 42 54 95 3 10

China Asia 8.2 7.5 4.1 2.6 6.7 1.55 6.00 3.40 1.2 0.3 -1.1 26 9 20 39 18 24 48 29 11

Netherlands Europe 0.8 -1.7 8.1 2.8 10.9 1.78 0.50 -2.30 2.4 0.6 -3.9 66 344 90 84 38 50 83 8 12

United Kingdom Europe 2.4 1.3 4.2 2.7 6.9 1.90 0.50 -2.20 -0.9 -0.2 -6.3 82 404 90 74 35 49 94 10 13

United States Americas 15.7 1.6 7.3 1.5 8.8 2.06 0.25 -1.25 -0.6 -0.2 -4.3 103 107 85 73 25 42 91 5 13

Canada Americas 1.8 0.9 7.1 1.1 8.2 1.59 1.00 -0.10 -0.8 0.0 -2.1 85 65 90 84 31 43 92 14 15

Indonesia Asia 0.9 5.8 5.9 8.8 14.7 2.20 7.25 -1.54 -1.1 -6.1 -1.1 25 21 30 32 12 19 50 38 16

Mexico Americas 1.2 1.5 4.8 3.5 8.2 2.25 3.75 0.29 -0.5 0.0 -5.1 44 18 50 34 10 26 81 55 17

Turkey Europe 0.8 4.4 8.8 8.2 17.0 2.10 4.50 -3.67 -0.7 -1.2 -1.3 39 42 50 49 26 34 68 44 18

Brazil Americas 2.3 3.3 5.3 6.1 11.4 1.81 9.00 2.91 -0.2 0.1 3.0 66 18 50 43 33 39 53 56 19

Japan Asia 6.0 1.2 3.9 0.9 4.8 1.39 0.10 -0.80 0.1 -0.2 -8.0 230 46 80 74 29 43 81 9 20

Russia Europe 2.0 1.2 5.2 6.5 11.7 1.61 8.25 1.75 0.3 2.2 3.3 10 23 25 28 27 39 69 64 21

India Asia 1.8 5.0 9.9 10.9 20.8 2.55 6.50 -4.35 -1.0 13.0 -5.9 68 21 50 36 7 27 37 60 22

France Europe 2.6 0.4 10.5 0.9 11.4 2.08 0.50 -0.40 -0.2 -0.3 -4.8 86 216 80 71 43 56 84 23 23

Belgium Europe 0.5 0.0 8.9 0.9 9.8 1.65 0.50 -0.39 -0.4 0.6 -3.9 99 289 80 75 44 53 92 17 24

Spain Europe 1.3 -1.6 26.3 0.3 26.6 1.48 0.50 0.20 0.3 -0.1 -10.6 68 170 70 65 32 44 80 35 25

Portugal Europe 0.2 -2.1 16.4 0.2 16.6 1.51 0.50 0.30 0.3 -0.6 -6.4 107 258 70 63 31 49 83 51 26

Italy Europe 2.0 -2.1 12.0 1.2 13.2 1.41 0.50 -0.70 0.4 0.4 -3.0 120 122 50 42 43 50 77 49 27

Greece Europe 0.2 -5.5 27.1 -1.3 25.8 1.41 0.50 1.80 1.5 1.1 -10.0 161 234 40 36 31 50 77 91 28

Eurozone Europe 12.2 -0.5 12.1 1.3 13.4 1.58 0.50 -0.80 2.2 0.2 -3.7 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

òEvery advance in the complexity of 

the economy puts an added 

premium upon superior ability, and 

intensifies the concentration of 

wealth, responsibility, and political 

power.ó 

ðWill Durant1 

Demographics affects everything 
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Figure 6: Fertility rate (2013, selected countries) 

 

Source: IR&M, CIA World Factbook 

Figure 7 shows estimated peaks. In Jap̂kĐfq¥pĐklqĐ^kĐbpqfj^qb+ĐMlmri^qflkĐmb^hbaĐ

in 2010. Houses are being demolished as there is no in-migration. Apparently 

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

Anecdotally, sales of nappies for grown-ups have exceeded those of babies.  

Figure 7: Peak Population 

 

Source: IR&M, raw data and projections from OECD 

The causality between economic growth and population growth is an obvious one: 

Fewer people produce fewer goods and services given a certain level of 

productivity, consumption and saving. The stock market in Japan could have 

predicted dire demographics and the economy that goes with it. The 20+-year 

equity bear market in Japan could be just an early indicator of things to come for 

other economies with falling populations. The idea of the equity risk premium, i.e., 

the idea that equities outperform bonds in the long-term, could be a measurement 

error. Decade long bull markets in equities could be regime specific; this means it 

òIn all affairs itõs a healthy thing 

now and then to hang a question 

mark on the things you have long 

taken for granted.ó 

ðBertrand Russell 
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could be a phenomenon that is characteristic for an economy where population is 

rising. Since stock markets exist in the industrialised world, populations have been 

rising. No more. The populations in Germany and Japan are 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 

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

the two lost decades and there is of course causality between changing 

demographics and (sup-par) economic growth. One question that arises from this 

fpĐtebqeboĐG^m^k¥pĐpl`fbqvĐfpĐfkĐmbombqr^iĐab`ifkbĐ^kaĐtebqeboĐBrolmbĐfpĐgrpqĐ^Đ

decade or two behind. Note that the US has a fertility 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 demographicsªas in the USªarguably look 

much different in Figure 7 than unhealthy demographics. (Box 1 on page 14 is 

FO#J¥pĐmo^dj^qf`ĐprddbpqflkĐfkĐobi^qflkĐqlĐmbkpflkĐcrkafkdĐ^kaĐilkdbsfqvĐofph+& 

Value investors have been pointing out for years that the Japanese stock market is 

cheap. However, it has been cheap for years. Many stocks have been trading 

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 always go 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 long-held beliefs might not 

work anymore if the regimeªbrought upon us through demographics or 

regulation or anything elseªchanges in a material way. As Keynes asked 

rhetorically:  

 When circumstances change, I change my view. What do you do?1 

                                                           
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 said something along 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) 

The US is not only a magnet for 

capital of all sorts; its 

demographics are healthy too 

There are no bull markets without 

buyers.  
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Practical relevance  

The practical relevance for investors is that at a certain level it is always different. 

This means, assessing risk of investment opportunities must be an active approach, 

not a passive one. In a world that is changing, it does not make much sense to 

invest in a fashion that worked well in the past. What worked in the past could be 

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. Flexibility trumps dogma.  

                                                           
1 Breakfast with Dave, Gluskin Sheff, 9 February 2012 

òIn the arena of wealth 

management, there is no room for 

dogma.ó 

ðDavid Rosenberg1 

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? 

TbĐ_bifbsbĐqla^v¥pĐmbkpflkĐfab^Đ`^kĐ_bĐqo^`baĐqlĐLqqo von Bismarck (1815-1898) who 
in 1881 recommended to the then emperor, Wilhelm the Great (1797-1888), to 
introduce worker friendly laws to protect workers from illness, accident, disability and 
liaĐ^db+ĐQebĐ¦LiaĐ^dbĐ^kaĐafp^_fifqvĐfkpro^k`bĐ_fii§Đ%DbpbqwĐzur Alters- und 
Invaliditätsversicherung) 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 40-45 years. The contribution was 1.7% and was shared 
equally between employer and employee. Ideologically the idea of saving during work-
years for after 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 to 
the Middle Ages.  

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

The gap between life expectancy and retirement age of 65 therefore was around -15 
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 solution to funding issues is to restore the old gap 
of -15 years, i.e., increase retirement age to 95.  
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Repressionomics and Murphyõs Law 

Mark Boleat, Chairman of The City of London, said in relation to the summer 

Olympics in London: 

 BsbovqefkdĐqe^qĐ`lriaĐe^sbĐdlkbĐtolkd)Đafak¥q+2 

QefpĐnrlqbĐfpĐl_sflrpivĐ^ĐtfqqvĐobcbobk`bĐqlĐJromev¥pĐI^t7 

 Anything that can possibly go wrong, does. 

In relation to the current financial landscape, occasionally referred to as 

Repressionomics, there is potentially a third variation: 

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

HltĐalbpĐJromev¥pĐI^tĐloĐqebĐjlafcfbaĐJromev¥pĐI^tĐ^_lsbĐ^mmivĐqlĐqebĐ`roobkqĐ

market environment of Repressionomics? It has to do with bonds. Here some 

related facts/remarks: 

Â 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.  

Â Regulators like bonds, as do national and supra-national accounting 

committees. They need to go with the scholarly consensus; what else? 

Â 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 high allocation. 

Newsletter writer Dennis Gartman likes to refer colloquially to something that has 

risen a lot as e^sfkdĐjlsbaĐ¦coljĐqebĐiltboĐibcqĐe^kaĐ`lokboĐqlĐqebĐrmmboĐofdeq§ 

in a chart. Bonds are a good example, as Figure 8 shows. Bonds, quite literally, 

have been going from the lower left hand corner to the upper right hand corner in 

the graph. This is true in nominal as well as real terms. The Barclays US Aggregate 

has compounded at a rate of 8.3% per year since 1980 which compares to 3.4% 

for official US consumer price inflation.  

                                                           
1 ñHollande hits at his ótrue adversaryô,ò Financial Times, 22 January 2012 

2 AIMAôs Annual Conference, Guildhall, London, 20 September 2012 

òMy true adversary does not have a 

name, a face, or a party. He never 

puts forward his candidacy but 

nevertheless he governs. My true 

adversary is the world of finance.ó 

ðFrançois Hollande1 

òA random market movement 

causing the average investor to 

mistake himself for a financial 

genius.ó 

ðAlternative definition of a bull market 
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Figure 8: Bonds (inception ï 27 September 2013) 

 

Source: IR&M, Bloomberg 

With institutional bond allocations historically so high, the one thing that should 

klqĐe^mmbkĐfpĐ^ĐpqolkdĐofpbĐfkĐvfbiap+ĐQebĐobibs^k`bĐqlĐjlafcfbaĐJromev¥pĐI^tĐfpĐ

that it will eventually happen, it just might take a while. A whole new negative 

feba_^`hĐillmĐ`lriaĐ_bĐfkĐqebĐj^hfkd+ĐFcĐo^qbpĐofpb)ĐqebĐdlsbokjbkq¥pĐfkqbobpqĐ

payments rise, trust and confidence erodes, default probability rises, rates rise 

further, etc.; all the while many regulatory regimes treating government bonds as 

risk-free. The ¦tebk§ĐfpĐqebĐqofiiflkĐalii^oĐnrbpqflk; or, in Japan, the quadrillion 

Yen question. Kyle Bass, an investment manager, on debt levels in Japan: 

 Japan has more than one quadrillion JPY on-balance sheet debt. A quadrillion 

fpĐ^ĐlkbĐtfqeĐ.2Đwbolp~ĐFcĐvlrĐtbob ever to count to a quadrillion and every 

krj_boĐq^hbpĐvlrĐlkbĐpb`lka)ĐfqĐtfiiĐq^hbĐ0.ĐjfiiflkĐvb^op~ĐQebobĐfpĐklĐ

chance the Japanese can ever repay their debts. Plain and simple.1 

Figure 9 shows the yield curve of five major currencies in relation to its 10-year 

range, recent history and inflation. 

                                                           
1 Kyle Bass, AmerCatalyst 2012, keynote speech, 1 October 2012 

òNever have investors reached so 

high in price for so low a return. 

Never have investors stooped so 

low for so much risk.ó 

ðBill Gross, @Pimco, 14 May 2013 
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Figure 9: Yield curves (27 September 2013) 

 

Source: IR&M, Bloomberg 

Note: Numbers in graph stand for 10-year and 30-year yields. Short end of CHF yield curve ñdisappearsò because yields 

are negative. 

Yield curves have been very low and have been rising within the last year. The 

practical relevance is that the larger the difference between inflation and nominal 

yields, the more extreme and quicker is the saver expropriated. (At a real rate 

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.  

Figure 10 shows official consumer price inflation for a selection of countries from 

October 2008 to September 2013. Deflation is highlighted red while inflationª

tef`eĐfk`ob^pbaĐo^mfaivĐlkĐ`bkqo^iĐ_^khbop¥ĐtfpeĐifpqĐgrpqĐob`bkqivªis green. The 

first row measures an average excluding Russia and Brazil. This average has been 

steadily rising from April to July and levelled off a bit in August and September. 

Investors ought to keep an eye on this. 

                                                           
1 ñRenewables: A rising power,ò Financial Times, 8 August 2013 

òItõs really crazy. They want me to 

pay for the electricity I take from my 

own solar panels. Itõs amazing.ó  

ðRicard Jornet, entrepreneur, on one 

of the finer points of Repressionomics1 
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Figure 10: Consumer price inflation (selected countries) 

 

Source: IR&M, Bloomberg. Based on official yoy CPI, except UK, which is based on RPI (Retail Price Index). Average is equally weighted excluding Russia 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 crisis. The 

mol_ibjpĐe^sbĐjlsbaĐlk8Đ^ĐilqĐlcĐqebĐab_qĐafak¥qĐgrpqĐafp^mmb^oĐfkĐqefkĐ^fo8ĐfqĐ

moved from the private sector to the public sector. The pin that pricked the bubble 

fkĐqebĐ_^khfkdĐ`ofpfpĐt^pĐ^Đ`lii^mpbĐlcĐqorpq+ĐTebkĐ_^khpĐafak¥qĐqorpqĐb^`eĐlqebo)Đ

the game was over. Now, when sovereigns stop trusting each other, the game is 

lsbo+Đ>pjrppbk¥pĐ¦tbĐalĐklqĐqorpqĐvlr)§ĐqebobclobĐfpĐnrfqbĐ^Đpq^qbjbkq+ĐFqĐfpĐ

probably not a coincident that the German Bundesbankers in Frankfurt want their 

gold back from Fort Knox and the vaults in Paris. It is an indication that trust is not 

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 such as this one that reveal that there is something bubbling under the 

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

Figure 11 peltpĐqebĐ@loormqflkĐMbo`bmqflkpĐFkabuĐ%¦@MF§&ĐlcĐqebĐi^odbpqĐqefoqvĐ

economies as a crude proxy for trustworthiness. The main takeaway from the chart 

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

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

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

animosities, of which the we-alk¥q-trust-you anecdotes are indications, are a fact 

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

revealed by quantitative, regulatory-approved techniques such as VaR. This calls for 

an active as well as a specialist-savvy, intelligence-driven approach.  

                                                           
1 ñCurrency Union Teetering, 'Mr. Euro' Is Forced to Act,ò Wall Street Journal Online, 26 September 2010 

May Jun Jul Aug Sep

1.1 1.4 1.46 1.27 1.19 Avg. ex Rus.&Bra.

1.4 1.8 2.0 1.5 n.a.  United States

1.4 1.6 1.6 1.3 1.1  Eurozone

2.1 2.7 2.7 2.6 n.a.  China

-0.3 0.2 0.7 0.9 n.a.  Japan

3.1 3.3 3.1 3.3 n.a.  United Kingdom

1.5 1.8 1.9 1.5 1.4  Germany

2.8 2.9 3.1 2.8 n.a.  Netherlands

0.8 0.9 1.1 0.9 n.a.  France

1.2 1.2 1.2 1.1 n.a.  Italy

1.7 2.1 1.8 1.5 0.3  Spain

0.7 1.0 0.8 0.2 n.a.  Portugal

0.4 0.7 0.7 0.2 n.a.  Ireland

-0.4 -0.4 -0.7 -1.3 n.a.  Greece

-0.5 -0.1 0.0 0.0 n.a.  Switzerland

2.0 2.1 3.0 3.2 n.a.  Norway

-0.2 -0.1 0.1 0.1 n.a.  Sweden

1.6 1.8 1.9 2.0 n.a.  Singapore

0.7 1.2 1.3 1.1 n.a.  Canada

7.4 6.9 6.5 6.5 n.a.  Russia

6.5 6.7 6.3 6.1 n.a.  Brazil

Oct 2008 to Apr 2013

òBecause we do not trust you.ó 

ðJoerg Asmussen, the debuty 

German finance ministerôs response to 

the question ñWhy donôt you let us 

handle this?ò to a senior commission 

official trying to persuade Mr. 

Asmussen to let Brussels run the 

stabilization fund1 

òA good forecaster is not smarter 

than everyone else, he merely has 

his ignorance better organised.ó 

ðAnonymous 
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Figure 11: Corruption Perceptions Index (2012) 
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Source: IR&M, Transparency International 

Note: CPI is shown for 30 largest economies, measured and sorted by 2012 GDP (PPP). World average is based on 176 

countries. A low index level is associated with high perceived corruption.  

A further aspect related to trust and repression is the various short selling bans. 

Short selling bans, forbidding the holding of gold, nationalising private pensions, 

etc. are forms of repression. The forbidden tools might change over time but the 

idea of repressing the savvy saver remains the same. During the financial crises 

various regulators banned the short selling of stocks. In the more recent past, it 

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

the massive fall of sovereign credit spreads was a result of many 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 easing. The issues were not solved though. The 

repressive intervention just postponed the unpleasant market adjustment into the 

future.  

Practical relevance  

QebĐ_lqqljĐifkbĐfpĐqe^qĐqebĐ`roobkqĐmlifqf`^iĐobdfjbĐalbpk¥qĐqorpqĐqebĐj^ohbqp+ĐFqĐfpĐ

fair to say that the distrust is mutual. Central aspects of the economy, paper 

money, capital raising, trade, interest rates, depend on trust in one form or 

another. We lfhbĐqlĐrpbĐqebĐqbojĐ¦dlfkdĐSbkbwrbi^§ĐcloĐ^kĐb`lkljvĐqe^qĐalbpĐ^iiĐ

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^hfkdĐmlfkq+Đ>d^fk)ĐEbo_boqĐPqbfk¥pĐI^tĐ^mmifbp+ĐHowever, the increasing 

afsbodbk`bĐ_bqtbbkĐlkb¥pĐb`lkljf`Đ^ppbppjbkqĐlk one hand, and regulatory 

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

institutional investor. The regulatory regime and accounting practice requires a 

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

no unhedged sovereign risk at all.  

                                                           
1 ñMerkel takes óbattleô to markets as lawmakers ready to vote on Greek aid,ò Bloomberg, 6 May 2010 

òIn some ways, itõs a battle of the 

politicians against the marketsé 

Iõm determined to win. The 

speculators are our adversaries.ó 

ðAngela Merkel1 

òThe jug goes to the well until it 

breaks.ó 

ðProverb 
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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 time. Bonds can spend a 

long time under water. Figure 12 shows the underwater perspective of a proxy for 

US Treasuries as well as US equities. 

Figure 12: US equities and bonds under water in real terms (Jan 1900 ï Aug 2013) 

 

Source: IR&M, Global Financial Data, Bloomberg, war dates from Wikipedia 

TebkĐofphĐcloĐ^kĐ^ppbqĐ`i^ppĐfpĐabcfkbaĐ^pĐ¦mlqbkqf^iĐvb^opĐrkaboĐt^qboĐfkĐob^iĐ

qbojp§)Đf+b+)ĐqebĐilkdbsfqvĐlcĐ`^mfq^iĐ`ljmlrkafkdĐkbd^qfsbiv)Đ_lkapĐ^obĐjlobĐofphvĐ

than equities. The drawdowns in equities are more violent and the recovery more 

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 practitioner is that the 48-year episode in Figure 12 is 

outside of the living memory of the contemporary investor or regulator.  

The United States was at war in roughly 80% of the time since 1900 when the 

cold war and some minor conflicts are ignored. War is the rule, not the exception. 

History is a constant struggle between freedom and repression. Pax Americana and 

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

i^qqbo+ĐMboe^mpĐfq¥pĐlkbĐlcĐqebĐfolkfbpĐlcĐefpqlovĐqe^qĐTbpqbokĐ`fsfifp^qflkĐfpĐkltĐ

becoming repressive on its own citizens and those who were formerly repressive 

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

whereas the United States have just began. Ms Merkelªan Ossiªknows. She has 

seen it with her own eyes and knows qe^qĐfqĐalbpk¥qĐtloh+ĐJ^kvĐib^abopĐlcĐ

fkarpqof^ifpbaĐb`lkljfbpĐe^sbk¥qĐ^kaĐalk¥q+Đ 

                                                           
1 Nobel Lecture, 11 December 1970 

2 ñMerkel hints at need to cap social spending,ò Financial Times, 17 December 2012 

òMan seems to insist on ignoring 
the lessons available from history.ó 
ðNorman Borlaug (1914-2009), 
American agronomist and the father of 
the Green Revolution1 

òWe witnessed in the GDR and in 

the entire socialist system that an 

economy which was no longer 

competitive was denying people 

prosperity and ultimately leading to 

great instability.ó 

ðAngela Merkel2 
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A further aspect is related to correlation. Both equities and bonds can both 

compound negatively simultaneously for a long time. Both equities and bonds are 

valued on the basis of discounting future cash flows to today. When nominal 

yields rise, the present value of those cash flows falls. The period of disinflation 

and falling interest rates was good for both. The opposite, whatever that might 

be, is not. It is not surprising, therefore, that more and more investors want real 

assets. They want out. They want something outside of the whole financial system 

where the authorities are becoming more and more interventionist, intrusive and 

repressive. Trust in the system has been lost, orªto soften this argument a bitªis 

eroding. This changes everything. Both, investors as well as financial intermediaries 

need to adapt to survive.  

When examining bonds in Figure 12, it is not necessarily obvious that the past 25+ 

years are in any way representative for the long term. Looking at the chart, it 

seems the past two or three decades seem actually rather an exception than the 

rule. When thinking about bonds and correlation between equities and bonds, it is 

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

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

expansion) causing asset price hyperinflation+ĐTe^qbsboĐfq¥pĐ`^iiba)ĐfcĐqefpĐfab^Đe^pĐ

any merit, then a different regime may have entirely different characteristics. It is 

possible that a regime awaits us, where no allocation 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 the risk parity idea in which one 

essentially levers up on bonds just because volatility happens to be lower than 

equities.  

Practical relevance  

Excessive debt and interest m^vjbkqpĐlcĐj^kvĐ`lrkqofbp¥Đb`lkljfbpĐtfiiĐclo`bĐ

them to look at savers money with renewed interest. And what better place to get 

the money where it currently resides: institutional investors, namely pension funds 

and insurers. These institutions are the safekeeper of the forced savings of the 

populace. They hold large allocations of government bonds. They have to. 

Interestingly, in many cases, they also want to.  

                                                           
1 Often erroneously attributed to Charles Darwin. The earliest known appearance of this basic statement is a paraphrase 

of Darwin in the writings of Leon C. Megginson, a management sociologist at Louisiana State University. Megginson's 

paraphrase (with slight variations) was later turned into a quotation. (From wikiquote.com) 

2 Ferguson, Niall (2010) ñHistory in the Making: Lessons and Legacies of the Financial Crisis,ò CFA Institute, September. 

3 Interview with Becky Quick, CNBC, 7 July 2011 

òIt is not the strongest of the 

species that survives, nor the most 

intelligent that survives. It is the one 

that is most adaptable to change.ó 

ðUnknown1 

òFinancial history is generally a 

succession of sovereign debt 

crises.ó 

ðNiall Ferguson2 

òI could end the deficit in 5 minutes. 

You just pass a law that says that 

anytime there is a deficit of more 

than 3% of GDP all sitting members 

of congress are ineligible for re-

election.ó 

ðWarren Buffett3 
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The ALM time bomb and the reality kick 

Institutional investors¥ current affinity with liability benchmarks has a very strong 

resemblance with investors hugging asset benchmarks towards the end of the 

prolonged equity bull market at the end of the 1990s. The period of disinflation of 

the 1980s and mainly the 1990s together with some other factors gave rise to the 

cult of equities. Reforms and a changed perception allowed some investors larger 

allocations to equities, essentially to take more risk. The common wisdom prior 

^kaĐ^qĐqebĐmb^hĐt^pĐqe^qĐ¦bnrfqfbpĐ^obĐcloĐqebĐilkd-ork§Đ^kaĐqe^qĐqebvĐlrqmboclojĐ

bonds in the long run. As long-term investor, one could therefore have a large 

equity allocation because one could sit through large drawdowns. Many non-

English-speaking Continental European institutional investors, for example, started 

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

close to the peak. So when we hear more and more institutional investors claiming 

that asset-liability management, ALM for short, is the pinnacle of institutional 

fksbpqlo¥pĐtfpalj8ĐfqĐpljbeltĐe^pĐ^Đdéja vu ring to it. Tb¥sbĐpbbkĐ^kĐfkpqfqrqflk^iĐ

infatuation wi th benchmarks before. (And, somewhat akin to musical chairs, it can 

be embarrassing for slowpokes.) 

Ibq¥pĐ^pprjbĐcloĐ^ĐjljbkqĐqe^qĐwealth or capital preservation is one of the key 

aspects of the whole asset management profession, potentially elucidated by the 

following two pieces of financial wisdom.  

 ¦Afsbopfcf`^qflkĐpelriaĐ_bĐqebĐ`lokbopqlkbĐlcĐ^kvĐfksbpqjbkqĐ

moldo^j+§ 

ªSir John Templeton1 

 ¦QebĐcfopqĐoribĐlcĐfksbpqjbkqĐfpĐalk¥qĐilpb+Đ>kaĐqebĐpb`lkaĐoribĐlcĐ

fksbpqjbkqĐfpĐalk¥q clodbqĐqebĐcfopqĐorib+Đ>kaĐqe^q¥pĐ^iiĐqebĐoribpĐqebobĐ

^ob+§ 

ªWarren Buffett quoting Benjamin Graham2 

In the following we discuss diversification and capital preservation. The aim is 

practical relevance rather than scientific rectitude. 

Diversification  

The diversification idea is based on the premise te^qĐtbĐalk¥qĐhkltĐqebĐcrqrob+ĐFcĐ

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

be no need for caring about risk or diversification. Diversification is for those who 

hkltĐte^qĐqebvĐalk¥qĐhklt+Đ>iiĐlqeboĐfksbpqlopĐbfqeboĐalk¥t know what they 

alk¥qĐhkltĐloĐ`^rdeqĐpljbĐaldj^Đ_rdĐcoljĐtef`eĐqebĐlkivĐ`robĐfpĐpr_pq^kqf^iĐ

ilppbp+Đ¦Ib^okfkdĐ_vĐalfkd§ĐfpĐ^kĐfjmloq^kqĐ^a^dbĐfkĐofphĐj^k^dbjbkqĐ^kaĐ

experience a cruel and expensive teacher.  

                                                           
1 This is probably a paraphrase of an original statement: ñDiversification should be the corner stone of your investment 

program.  If you have your wealth in one company, unexpected troubles may cause 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 better than expected.ò July 1949. (From whatwouldjohntempletonsay.com) 

2 It is unclear whether origin is from Ben Graham. Buffett in ñThe Forbes Four Hundred Billionaires, October 27, 1986: 

ñRule No. 1: Never lose money. Rule No. 2: Never forget Rule No. 1.ò 

3 ñLet a hundred theories bloom,ò Commentary, Budapest, 26 October 2009 

òYou cannot make a man by 

standing a sheep on its hind legs. 

But by standing a flock of sheep in 

that position you can make a crowd 

of men.ó 

ðMax Beerbohm (1872-1956), 

English essayist 

òIf science is defined by its ability to 

forecast the future, the failure of 

much of the economics profession 

to see the crisis coming should be a 

cause of great concern.ó 

ðGeorge Akerlof and Joseph Stiglitz3 

http://whatwouldjohntempletonsay.com/category/stocks/page/3/
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The idea of diversification is very old.2 Prmmlpbaiv)Đfq¥pĐqebĐlkivĐcobbĐirk`e+ĐQebĐfab^Đ

e^pĐbkqbobaĐqebĐBkdifpeĐi^kdr^dbĐ^pĐ¦alk¥qĐmrqĐ^iiĐvlroĐbddpĐfkĐlkbĐ_^phbq+§ĐFqĐe^pĐ

entered investment management orthodoxy via Harry Markowitz and modern 

portfolio theory (MPT). The idea of spreading risk by diversifying risk is much older 

qe^kĐJMQĐqelrde+ĐQebĐLucloaĐAf`qflk^ovĐqo^`bpĐqebĐ¦bddpĐfkĐqebĐ_^phbq§Đfab^ĐqlĐ

1710, referencing an Italian source of proverbs 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 reserve.3 

This makes it somewhat difficult to date the origin of the idea of diversification by 

spreading the risks. Suffice to say, the idea of diversifying risk could be thousands 

of years old, potentially as old as civilisation itself; or if not, at least as old as men 

going about their business affairs.5 The funny thing about the Talmud quote above 

fpĐqe^qĐfqĐprddbpqpĐ_lqeĐ^Đ¦j^odfkĐlcĐp^cbqv§Đ^pĐtbiiĐ^pĐbnr^iĐtbfdeqfkd+ĐBnr^iĐ

weighting is not yet a trend in investment management but it has been discussed 

in some journals for a while now. The main argument for equal weighting is that 

we just know far too little about future returns, future volatilities, and future 

correlations for mean-variance optimization to have any value. Furthermore, the 

assumptions behind MPT are onerous and impractical; onerous because the input 

variables for many viable investments are not available; impractical because most 

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

dangerous, or a combination thereof.  

In the model-world of MPT, combining equities and bonds makes perfect sense 

because the correlation coefficient is less than one. (Except when it really matters 

of course; in a major panic and sell-off, for example.) However, strong beliefs in a 

model can be dangerous, as various blow-ups as well as the most recent banking 

crises have demonstrated. Long-only investments in equities and bonds (and bills 

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

precisely, in times of inflation equities and bonds decline in tandem while in times 

of disinflation equities and bonds rise in tandem. It is wiser; we believe, to seek 

^aafqflk^iĐ^iqbok^qfsbpĐ^ka,loĐlmbo^qbĐfkĐ^kĐ¦^pvjjbqof`Đobqrokp§Đc^peflk+7 This 

means allocations should be a function of the opportunity set, rather than a 

combination of statistical variables entered into a faulty econometric supposed-

optimizer.  

                                                           
1 ñMastering the machine ï How Ray Dalio built the worldôs richest and strangest hedge fund,ò The New Yorker, 

25 July 2011 

2 The antithesis to diversification is portfolio concentration, as Warren Buffettðapparentlyðonce put it: ñDiversification is a 

protection against ignorance. It makes very little sense to those who know what they are doing.ò (The origin of this quote 

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

3 Swedroe, Larry E., and Jared Kizer (2008) ñThe only guide to alternative investments youôll ever need,ò New York: 

Bloomberg Press.  

4 Interview with Steven Drobney at LSE, 31 October 2011, from contraryinvesting.com 

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

Diversity is lifeôs ultimate survival mechanism. Every now and then there is mass extinction on this planet with the more 

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 nations is clearly recognisable.  

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 See Ineichen (2007) or earlier work.  

òGiven that Iõm never sure, I donõt 

want to have any concentrated 

bets.ó 

ðRay Dalio, investment manager1 

òWe spend so much time, resources 

and money trying to see the future. 

Really, weõre spending money to 

delude ourselves. You have no 

chance of seeing the future. Itõs 

better to recognize that.ó 

ðHugh Hendry, investment manager4 

òArmed with complicated modelling 

techniques, increasingly powerful 

computers, and reams of historical 

market data, a growing number of 

investors have become entranced 

with the dream of scientific 

rectitude. Few recognize, however, 

that such modelling assumes 

constancy in market fundamentals.ó 

ðHenry Kaufman6 
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In the institutionalisation of the equity market there were pioneers, early adaptors, 

and late-comers. The pioneers are typically a small group. For reasons that are 

beyond the scope of this document, it was the English-speaking economies that 

developed an equity culture of some sort very early on. In the US the idea of 

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

decades even. In inflation-prone UK the equivalent allocations were closer to 70% 

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

pursuing continuous competitiveness boosts via currency weakness.1 An 

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

equity allocationsªgenerally speakingªkbsboĐob^`ebaĐqebĐ¦Bkdifpe-pmb^hfkd§Đ

levels of 60% or 70%. Some (governmental or government-sponsored) entities 

literally started allocating to equities within a couple of months from the 2000 

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

musical chairs: someone is always left without a chair. The late Baroness Thatcher 

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

Thatcherism to financeªbsbovlkbĐ^dobbpĐlkĐpljbqefkd)Đfq¥pĐmol_^_ivĐqllĐi^qb+) 

The institutionalisation of hedge funds for example was similar. The institutional 

pioneers invested in the 1990s; early adaptors around 2000-2002; and then the 

institutionalisation of the hedge fund industry took off. Figure 13 shows rolling 

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

The institutionalisation of hedge funds took place during a time where nearly 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.) 

Figure 13: Nominal five-year returns of hedge funds, equities and bonds (1980 ï August 2013) 
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Source: IR&M, Banque Privée Edmond de Rothschild, Bloomberg 

Hedge funds: Leveraged Capital Holdings from Banque Privée Edmond de Rothschild until December 1989, then HFRI 

Fund Weighted Composite Index; Equities: Russell 3000 TR Index; Bonds: Barclays US Aggregate TR Index. 

QebĐj^fkĐpbiifkdĐmlfkqpĐtbobĐ¦^_plirqbĐobqrokp)§ĐloĐ¦^ime^)§ĐloĐqebĐebadb-funds-

can-make-money-in-all-market-conditions argument. Investing in hedge funds had 

become a fashionable consensus. Note that the five-year return for the average 

hedge fund has been lower than the five-year return for a 60/40 equities-bond 

                                                           
1 The GBP lost 86% of its value against the CHFða proxy for a strong currency strategyðsince 1971. The USD lost 

much less, it devalued by only 78% over the 40+ years.  

òNothing is more obstinate than a 

fashionable consensus.ó 

ðMargaret Thatcher (1925-2013) 

òWhat the wise man does in the 

beginning, the fool does in the 

endó. 

ðAnonymous 

òEverybody lives by selling 

something.ó 

ðRobert Louis Stevenson (1850-94), 

Scottish author 
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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 planning authorities around the world. 

Whether the artificial, international orchestrated wealth effect will last forever, 

thereby making risk management and hedge funds obsolete, is arguably doubtful.  

Potentially the idea of risk parity is becoming is becoming the next Thatcherite 

¤c^peflk^_ibĐ`lkpbkprp¥. Risk parity is a strategy where the allocations to various 

asset classes are not equal but the allocations are determined by the risk of the 

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), 

generally speaking, results in a smaller allocation to equities.  

Replacing a quantitative optimization which is based on an impractical measure for 

risk with another quantitative optimization which is based on the same impractical 

measure for risk is, well, impractical. Given that the current regulatory trend is 

equity-unfriendly, and government bond-friendly, the advent of a new extended 

equity bull marketªpotentiallyªis exactly then, when the equity allocations have 

been reduced to multi-generational lows.  

The practical relevance is that there are institutional investors who are not 

afsbopfcfba+ĐQebĐ_bifbcĐfpĐqe^qĐqebvĐalk¥qĐkbbaĐql+ĐQebĐ_bifbcĐfpĐqe^qĐ_lkas, long-term 

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 

absolute losses. If a benchmark falls by say 20% and assets fall in unison, from the 

perspective of the tracking risk manager, nothing is lost. The current infatuation 

with ALM and liability benchmarking and the subsequent high bond allocations 

potentially mean that some investors are out of synch tfqeĐqebĐqtlĐ¦oribp§ĐlkĐ

diversification and capital preservation mentioned above. There is an implicit 

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.  

There is a reality kick out there. There are two statements that we occasionally 

hear from institutional investors that we interpret as warnings signs that history is 

just about to repeat. 1. An institutional investor stating after explaining his 

approach that he never would manage his own money like that. In the case of 

ALM, this happened more than once. 2. The idea of holding a bond to maturity in 

the case of sharp declines in bond prices, thereby ignoring rising default 

probability.  

                                                           
1 The Life of Reason, Volume 1, 1905 

2 According to one source, Ayn Rand never said this verbatim. Itôs a good quote nevertheless; certainly applicable to the 

current investment challenges. 

òA good decision is based on 

knowledge and not on numbers.ó 

ðPlato 

òNo matter how cynical you get, it is 

impossible to keep up.ó 

ðLily Tomlin, American actress and 

comedian 

òThose who do not learn from 

history are doomed to repeat its 

mistakes.ó 

ðGeorge Santayana (1863-1952), 

Spanish-American philosopher1 

òYou can avoid reality, but you 

cannot avoid the consequences of 

avoiding reality.ó 

ðAyn Rand (1905-1982), Russian-

American novelist and philosopher2 
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Figure 14 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 could rhyme once again.  

Figure 14: S&P 500 Index  

 

Source: IR&M, Bloomberg, book publishing date from amazon.com 

Note: ñirrational exuberanceò refers to Alan Greenspanôs speech on 5 December 1996. 

At the peak, perceptions are different than at the trough. Calling an active 

mandate in equities with a tracking error constraint of 1-2% against the 

benchmark was perfectly normal at the peak of the equity bull market. Calling for 

40,000 in the Dow captured the spirit. Managing risk from an absolute returns 

perspective was not even a thought among many long-only asset managers and 

their consultants and clientele. However, this changed as share prices started to 

fall. The assumed indifference to absolute losses slowly but steadily turned out to 

be ill-advised. It is this reality kick that put hedge funds on the agenda of many 

institutional investors. (Note that the pioneers and early adaptors invested prior to 

equities falling. It is therefore interesting to observe that some institutional 

investors, mainly in North America, have already started to diversify their bond 

exposures some time ago.) 

Related to ALM, this reality kick has not yet materialised. The reason is that the 

ALM crowd has actually done rather well up until a couple of months ago. So 

when they argue that they are indifferent to absolute losses it actually makes 

perfect sense to them. After all, when interest rates rise in earnest and bonds fall, 

so do liabilities. Assets and liabilities are in synch. Risk is defined as tracking risk, 

i.e., risk is perceived as asset moving out of synch with their liabilities. This is of 

course the same as the tracking risk dogma in equities twelve years ago. There is 

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

Some investors have to spend so much time on compliance and accounting issues, 

òEither you deal with what is the 

reality, or you can be sure the 

reality is going to deal with you.ó 

ðAlex Haley (1921-1992), American 

writer and co-author of óThe 

Autobiography of Malcolm Xô 

òMen, it has been well said, think in 

herds; it will be seen that they go 

mad in herds while they recover 

their senses slowly and one by 

one.ó 

ðCharles MacKay (1812-1888), 

Scottish author 
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that, potentially, they do not have adequate capacity to spend time thinking about 

long term investments. 

Bonds have been in a 30-year bull market and one bond expert after another is 

now calling its end. Bonds are expensive. Figure 15 shows pricing of equities, 

bonds and cash for the US as a proxy for the industrialised economies. Equities 

valuation is based on the trailing earnings yield (reverse of the PE ratio), bonds on 

the 10-vb^oĐQob^provĐvfbiaĐ^kaĐ`^peĐlkĐqebĐCba¥pĐcrkaĐo^qb+ĐQebĐcfopqĐpfuĐdooups of 

bars show the valuation metric in January of the decade while the bars on the 

right show the current valuation. The higher the yield; the cheaper is the asset 

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 expropriation. A yield of 1% in Switzerland (strong currency, low 

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

¦cheaper§ than a 2.5% yield in France (weak currency, high taxes, big 

government, and history of nationalising private assets).) 

Figure 15: Valuation (January 1960 ï 3 September 2013) 

 

Source: IR&M, Bloomberg 

Notes: The bars measure the valuation at the beginning of the decade (except ñcurrentò). 10Y Treasury starts 1.1.1962 at 

4.06%. Fed fund rates starts 1.1.1971 at 4.75%. 

Â Bonds, represented here by yield of the US 10-year Treasury, have become 

expensive since the early 1980s, yields falling from double digits in the 1980s 

to below one percent in 2012.  

Â Equities went the other way, being expensive at 3.4% trailing earnings yield in 

January 2000 to being cheap compared to government as well as corporate 

bonds. (The size of the bars measure cheapness 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.) 

Â 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-averse saver or rentier to the debtor; or governmental-theft, 

abmbkafkdĐlkĐlkbp¥ĐmolmbkpfqvĐqlĐ^oticulate economic phenomena.  

Figure 16 peltpĐqebĐ¦MBĐo^qfl§ĐcloĐbnrfqfbpĐ^kaĐ_lkapĐpfk`bĐ.64-+Đ 

If an asset class is priced cheaply 

and something goes wrong, the 

asset class gets even cheaper and 

potentially becomes an opportunity. 

If an asset class is priced 

expensively and something goes 

wrong, hell breaks loose. 
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Figure 16: Valuation equities and bonds (1970 ï August 2013) 

 

Source: IR&M, Bloomberg 

Notes: Based on trailing PE ratio and inverse 10-year Treasury yield. 

Â ClojboĐMobpfabkqĐlcĐE^os^oaĐAbobhĐ?lhĐt^pĐlk`bĐnrlqbaĐp^vfkd7Đ¦If you think 

education is expensive, try ignorance.§ĐWhen examining Figure 16 one is 

tempted to argue: ¦FcĐvlrĐqefkhĐbnrfqfbpĐtbobĐlsbomof`baĐfkĐ/---)ĐqovĐ_lkapĐ

klt+§ 

An additional aspect not yet mentioned is related to committee-based investment 

decision making. Most institutional investment committees are comprised of 

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 impossible when they were 

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

Real absolute losses changed the game. Committee meetings turned less jovial 

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

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 

equities but with long-term bonds including government bonds. The regulator and 

accounting ruling boards are partly to blame. Next to politics and central banking, 

they play a role in Repressionomics. It is they who apply current dogma in finance 

unquestioned and set the guidelines. The ALM phenomenon is essentially, or 

partly, a function of the general legal and regulatory framework; hence the 

perception of rationality on part of the asset liability benchmarker. The bottom line 

                                                           
1 ñAmerica Flunking Churchillôs óTest of Civilizationô,ò The Sun, 4 October 2012 

òA fool with a tool is still a fool.ó 

ðSaying 

òThe United States has 5% of the 

worldõs population, 25% of its 

incarcerated people, and almost 

50% of the worldõs lawyers.ó 

ðConrad Black, Canadian-born, SEC-

fined former newspaper publisher1 










































































































