
 1 

 

December 30th, 2013 

 

Yin and Yang 

Author:  Benjamin Struck 

                     President 



 2 

 

 

Economic        

Summary 

Tactical Allocation 

Strategic Allocation 

3 

5 

6 



 3 

 

S&P 500 Index 

1841.40  +30.51 

Dow Jones Industrial Average 

16,478.41  +286.94 

NASDAQ Composite 

4156.59  +91.1 

 Two week’s ago a taper announcement was 

made and the market has been surging.  In Bernan-

ke’s last FOMC meeting he decided to reduce the 

pace of quantitative easing from $85 billion to $75 

billion.  This does not mean that the Fed is remov-

ing its accommodative policy, but it means that it 

will purchase $5 billion less treasuries and $5 billion 

less mortgage backed securities each month.  The 

fed also signaled that it will keep interest rates low 

for a very long time.  Stocks responded positively to 

the news erasing all losses that came with the taper 

anticipation.  While U.S. stocks were generally 

pleased with the announcement, emerging markets 

had a different view.  The chart on the right shows 

the divergence between the S&P 500 and the 

Shanghai composite index in the week following 

the announcement.  This week I want to write 

about China, because events in China can have 

an enormous impact on the global economy. 

Yin and Yang 

 At the risk of sounding trite, I am going at-

tempt to explain a complex economic interde-

pendency with the concept of Yin and Yang.  

 Many Americans are familiar with the symbol 

of Yin and Yang shown on the right.  It is often mis-

interpreted and oversimplified to mean good versus 

evil and the balance between the too.  In Taoism, it 

is used to describe balance and how seemingly op-

posite forces are interdependent and interconnect-

ed.  One classic example is that of a stone being 

dropped into a pond.  The stone creates a ripple 

with each wave having a peak and a trough.  The 

equal and opposite forces counteract each other 

until the pond returns to equilibrium.  The peak can-

not exist without the trough, because they are both 

relative to one another. 

 Eastern medicine says that when Yin and 

Yang are balanced the body is healthy, when they 

are imbalanced disease occurs.  At the moment, 

China and the global economy are both severely 

imbalanced because of policies in China.  For 

years, China has been an enormous growth story.  

Weekly Changes 

Source: Bloomberg 

Taper Announced 

The Communist party in China has pursued 

a policy of supercharged exports.  This poli-

cy worked incredibly well for China’s export-

ers and the elite ruling class, but it required 

strong global demand for their exports.  Be-

fore 2008, global demand was artificially 

high because of an expansion of debt. 

 After the financial crisis, China faced 

closing factories, high unemployment and 

social unrest.  In order to increase demand, 

China announced a $586 billion stimulus 

program in 2008 and flooded their economy 
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with cash.  This liquidity came in the form of 

loans to local governments from state-

owned banks.  Many of those loans were 

misallocated or were lost to corruption.  As a 

result, many of the state-owned banks took 

losses. 

 When loans go bad for a bank they 

are typically written off as a loss.  However, 

China has a very low non-performing loan 

ratio.  Did China somehow discover the se-

cret to never making bad loans?  Of course 

not, Chinese banks have been rolling over 

bad loans and extending the terms.  They 

will engage in many creative accounting 

measures to avoid regulations.  Banks will 

sell a bad loan to an informal lender who 

provides short term loans at very high inter-

est rates under the assumption that the bank 

will buy back the loan in a few weeks.  

These informal lenders are generally non-

bank financial entities who often exist for the 

sole purpose of buying these loans.  This 

sham is widely understood and accounts for 

the low price-to-book ratios of Chinese 

banks. 

Liquidity Crisis 

 Short term interbank lending plays a 

key role in this game of bad loan hot potato.  

This was also the case in the United States 

before Lehman Brother’s collapsed.  The 

middle chart on the right shows total inter-

bank loans in the United States, you can see 

the steep rise in interbank lending that began 

around 2006 and peaked before Lehman col-

lapsed.  The next chart shows the spike in inter-

bank lending for 2008.  You can see the steep 

rise that occurred when banks stopped trusting 

other banks because of the fear that certain 

banks may be holding bad subprime loans. 

 This past year China has seen several 

spikes in interbank lending.   

shoulder 
shoulder 

head 

 

This means that banks in China do not trust 

each other.  In order to prevent a liquidity cri-

sis, the People’s Bank of China (PBOC) has 

stepped in with cash injections into the inter-

bank market.  These injections have solved the 

short term problem, but they do nothing to ad-

dress the underlying problem.  These spikes 

will continue until the problem is resolved.   
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Unfortunately, this will likely involve the failure of 

many financial institutions in China and could be 

followed by a severe recession in China. 

 The Chinese economy’s Yin and Yang are out 

of balance.  China is still relying on exports in a world 

of lower global demand.  They need to increase do-

mestic consumption and reduce their reliance on ex-

ports.  However, they need to do this without misallo-

cating resources, which will involve a departure from 

central planning.  The powerful entrenched interests 

will not be happy about this policy because it involves 

a stronger currency, which will harm exporters and 

benefit the lower class Chinese. 

 The interesting thing about Yin and Yang is that imbal-

ances will eventually be corrected no matter how hard they are 

opposed.  The following passage from the Daode Jing provides 

a powerful message to the PBOC. 

 

Some lose and yet gain, 

Others gain and yet lose. 

That which is taught by the people 

I also teach: 

“The forceful do not choose their place of death.” 

I regard this as the father of all teachings.
1 

1 Daode Jing, Translated by Charles Muller, http://www.acmuller.net/con-dao/daodejing.html#div-43  

Chinese Three Month Interbank Lending Rate 

Source: Shibor.org 

http://www.acmuller.net/con-dao/daodejing.html#div-43
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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 

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, however negative mo-

mentum could change our opinion. 

 

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.  

 

Neutral 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 companies with 

stretched earnings multiples.  We are also cautious with IT and companies with reliance on China. 

 

Neutral REITs, 

 

Underweight Commodities,  

 

Currency -  We are underweight the Euro.  We are very negative on the yen, and expect a dramatic decline 

within the next few years.  We are also negative on currencies that are connected to commodity demand.  We 

are currently holding higher levels of cash generally. 


