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S&P 500 Index 

+14.54   +0.83% 

Dow Jones Industrial Average 

+171.02  +1.11% 

NASDAQ Composite 

+18.5   +0.47% 

 All major indices once again ended the 

week higher, despite weak economic news.  Sur-

prisingly, the Nasdaq was weaker after being the 

top performer for most of the year.  Many of the 

high flying momentum stocks were weaker this 

weak, which contributed to Nasdaq weakness.  

While durable goods orders rose by 3.7% in Sep-

tember, this was largely attributed to one-time air-

craft orders.  Non-military capital goods ex-aircraft 

fell 1.1% in September.  Excluding aircraft and 

military spending is useful, because aircraft orders 

are uneven, non-recurring and can skew the data.  

It is also noteworthy that this slowdown 

was already in place before the gov-

ernment shutdown in September.  The 

chart on the right shows that large 

drops in new orders are typically ac-

companied by recessions.  The chart 

also shows that while it is still too early 

to confirm a trend, caution is warrant-

ed. 

 Last week another significant 

piece of regulation was announced by 

the Federal Reserve.  While this legis-

lation did not draw a lot of attention 

from the financial press, it is likely to 

have a significant impact on the banking sector. 

Background 

 During the bursting of the housing bubble 

and the collapse of Lehman Brothers, financial 

institutions lost the ability to fund themselves, be-

cause of a liquidity crisis.  A liquidity crisis occurs 

when firms are lacking adequate cash flow to 

meet their current liabilities.  Just because a bank 

does not have access to capital does not make it 

insolvent, but it will have to declare bankruptcy if it 

cannot meet its short term needs.  Let me explain 

how one can be solvent in a liquidity crisis with a 

simple real world example:  Let’s say that John 

Doe owns a home worth $250,000 and only has 

$5,000 left on his mortgage.  The monthly pay-

ments of $1000 per month have never been  

Weekly Changes 

a problem for John, because he had a real-

ly well paying job and he had no other debt.  

Unfortunately for John he was just laid off 

without warning, and what’s worse he just 

spent all of his savings on a shiny new 

Rolls Royce.  John has plenty of assets, 

but he doesn’t have enough cash on hand 

to make his $1,000 mortgage payment.  He 

tries to sell his new car, but trying to find a 

buyer for his Rolls Royce on short notice is 

not easy.  John is having a full blown liquid-

ity crisis. 

 When the banks were experiencing 

their own liquidity crisis in 2008, they were 

experiencing similar problem; they Were 

unable to meet their short term obligations 
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 This new rule only applies to all large 

banks and SIFIs or Systemically Important Fi-

nancial Institutions.   Below I listed the SIFIs in 

the United States: 

 I want to now dissect this new regula-

tion and point out some of the shortcomings.   

 The denominator in the equation on the 

left is determined by the SIFI.  Expected cash 

outflows were greater than expected in 2008.  

As a result, banks were unprepared for the 

outflows based on their historical models.  Pe-

riods of crisis are extremely difficult to model, 

because they are unprecedented and unique.  

While you may be 100% prepared for another 

2008 style crisis, a completely different and 

larger crisis will eventually occur (hopefully not 

soon) and catch you off guard. 

 Another shortcoming lies in the numer-

ator.  HQLAs may not be as high quality and 

liquid as the Fed expects.  I would be specifi-

cally worried about sovereign bonds.  There  

 

Banks did not know which institutions were in-

solvent and as a result were not willing to lend 

to each other.  This created a liquidity problem 

for firms who used short term financing to cover 

their operations.  While they may have had 

plenty of assets, nobody was willing to pur-

chase them because everyone was having 

problems of their own. 

LCRs, HQLAs, and SIFIs 

 The fed hopes to solve this problem with 

a new rule.  The rule intends “...to create a 

standardized minimum liquidity requirement for 

large and internationally active banking organi-

zations and systemically important, non-bank 

financial companies designated by the Financial 

Stability Oversight Council.”  In other words, 

those who are “too big to fail”, will need to keep 

more cash on hand.  More accurately SIFIs will 

need to keep more HQLAs on hand, in order to 

maintain a high LCR.   

 HQLA stands for high quality liquid as-

sets.  However, not all HQLAs are created 

equally; there are level 1 and level 2 assets.  

Level 1 assets are the most liquid assets and 

generally include cash, treasuries, central bank 

assets and many sovereign bonds.  Level 2 as-

sets can include other government debt, corpo-

rate bonds, and even stocks.  According to the 

new rule, banks will have to determine their pro-

jected cash outflows during a 30 day period of 

stress. 

 A bank’s liquidity coverage ratio or LCR 

can be calculated using this simple formula: 

More simply put, this new rule requires banks to 

keep enough liquid  assets on hand to cover 

their short term expenses in a stressed scenar-

io. 

Systemically Important U.S. Banks 

Ally Financial 

American Express 

Bank of America 

Bank of New York Mellon 

BB&T 

Capital One Financial 

Citigroup 

Fifth Third Bank 

Goldman Sachs 

JP Morgan Chase 

Morgan Stanley 

PNC Financial Services 

Regions Financial 

State Street 

SunTrust Banks 

U.S. Bancorp 

Wells Fargo 

Systemically Important Insurers 

AIG 

Prudential 

Metlife 
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are numerous firms that have gone bankrupt 

investing in sovereign bonds.  Even though Jap-

anese government bonds may technically be an 

HQLA, I can see enormous risks in those 

bonds.  The same applies to Spanish debt, Ital-

ian debt, etc. 

 My biggest fear is that regulations such 

as this serve to codify TBTF, or too big to fail.  

Allowing businesses to take risks and to fail is 

the key to an effective economic system.  The 

fed should not be acting as the risk manager for 

banks, but should instead focus on how to han-

dle the collapse and unwinding.  Fortunately, we 

already have this system with the FDIC.  If a 

bank is truly too big to fail, simply raise their 

FDIC insurance premiums until it either ade-

quately covers the expected risk or until the pre-

mium becomes so onerous that the bank is 

forced to break itself up into smaller units. 

Conclusion 

 While this new law may seem to be a 

common sense solution to a liquidity problem, I 

do not believe that it adequately addresses the 

potential risk.  Effective regulation should not 

attempt to prevent failure, but should instead 

create an environment where the failure of a 

firm or several firms can be handled in an effi-

cient manner. 
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conserva- Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, 

the average allocation of the portfolio should adhere to these risk allocations.  Different asset 

classes will outperform during different market conditions.  This allocation will change slowly as 

new information comes to light that will affect the long term performance of certain asset classes.  

We expect that portfolios that are more aggressive will outperform conservative portfolios over a 

longer period of time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce in-

terest rate risk as well as market risk in the portfolio. 

 

Neutral intermediate term debt  

 

Neutral Long Term Debt, Long term debt has substantial r isk if interest rates r ise, but can still help 

alleviate losses in the event of a rapid stock market selloff.   This asset class has been oversold and we are 

using closed-end funds that are trading at a discount to net asset value to participate. 

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Neutral Small Capitalization Stocks, we are very cautious in this area, but still believe that carefully 

selected value stocks can continue to outperform. 

 

Neutral Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Underweight Large Cap Stocks,  We are more selective with large cap stocks, if signs of inflation pick 

up we will look to invest in large cap companies with high debt.  We are extremely bearish on tech compa-

nies with stretched earnings multiples. 

 

Neutral REITs, 

 

Neutral Commodities,  

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen.  

We are currently holding higher levels of cash generally. 


