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Bottom line: AUD and CHF are not supposed to have appreciated 

simultaneously against the dollar.  Neither should both gold and equities have 

been bought en masse in the last two years.  Some assets are low-beta (i.e., 

winter assets: assets that tend to perform well in a recession or when investors 

are in fear), while other assets are high-beta (i.e., summer assets: assets that 

tend to perform well in a recovery or when investors are greedy).  Until two 

weeks ago, both high- and low-beta assets had performed well against the US 

dollar.  We call this the ‘Beta Convexity Puzzle.’  This beta convexity is in stark 

contrast to the fundamental assumption of the capital asset pricing model.  The 

possible explanations for this puzzle that we could identify seem to be 

temporary and unsustainable in nature.  In our opinion, the bearish view of the 

global economy is more compelling to us than the bullish view.  We expect the 

low-beta assets to stay supported, while the high-beta assets have more 

downside risks in H2 2011. 

A currency market conundrum.  The behaviour of the global currency 

markets in the past two years or so has been peculiar.  Not only has volatility 

been high, similar to other asset markets, it has been unusual that both high- and 

low-beta currencies have appreciated against the dollar.  This ‘beta convexity 

puzzle’ also applies to other assets: for much of the past two years, gold (a low-

beta asset) and oil (a high-beta asset) were bought.  Such non-linearity in the 

relationship between asset returns and beta is in stark contrast to a key 

assumption made in the CAPM (capital asset pricing model).  We do not believe 

this convexity should persist.  If we have to guess, we suspect the low-beta 

assets should start to out-perform as the global economy slows in H2 2011, and 

policy interventions keep volatility elevated.   

There should have been a linear (or at least monotonic) relationship 

between returns and beta.  The charts below show the relationships between 

various types of assets and their ‘beta’, relative to the global economy.   
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The chart on the left is the ‘what-should-have-happened’ chart, and shows two 

lines, highlighting what should happen on average during typical business 

cycles.  The upward-sloping line shows that, for high-beta assets such as 

equities, crude oil, and high yield FX, their returns should improve as the global 

economy accelerates, but should not perform well if the world is in a recession.  

In contrast, the downward-sloping line shows that, in a recession, the low-beta 

assets such as bonds, gold and low yield currencies should out-perform.
1
   

But in fact there has been a convex relationship between returns and beta.  

The panel on the right above shows what has actually happened: both high- and 

low-beta assets have rallied in the past 12 months.  In the currency world, both 

CHF and AUD have appreciated significantly against the dollar.  US Treasuries 

have done well, and the S&P is higher now than it was a year ago.  Despite the 

high oil prices – which reflected in part the strength in demand from China, 

gold – traditionally a safe haven asset – has also performed well.   

For the global economy and financial markets, CAPM assumes a linear 

relationship between expected returns and beta (systemic risk) in the long term. 

However, a persistent violation of this linear relationship at the global level 

would turn the finance theory upside down.
2
  

                                                           
1
 Since the end of the Bretton Woods era (1973), the USD has been the only currency that has exhibited such 

convex characteristics across different economic regimes, acting as the anchor currency for the global financial 

system.  This is the “Dollar Smile” hypothesis we put forward about a decade ago.  The ‘beta convexity’ 

concept is a bit different from the ‘Dollar Smile’ idea, in that the former is more about expected global growth, 

rather than the actual growth differentials between the US and the rest of the world.   

2
 It is well known among equity specialists that this single-factor CAPM needs modifications for it to be an 

appropriate model to use.  The famous ‘Farma-French’ factors are examples of such micro-level adjustments 

that need to be made at the company (i.e., cross-sectional) level.  Further, it is also relatively well established 
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We have the following thoughts on this beta convexity. 

 Thought 1.  Decoupling between DM and EM.  The simultaneous rally 

in AUD and CHF vis-à-vis the dollar may be a side-effect of the two-

speed global economy: a strong AUD is a reflection of the strong 

aggregate demand in China, while a strong CHF is partly a function of the 

investors’ fears about the European Debt Crisis and the US’ own debt 

challenges.  In other words, investors may have bought AUD because of 

EM and bought CHF because of DM.  But the key question remains, 

despite the long-term structural divergences, whether DM and EM can 

remain de-coupled cyclically, and that, if DM falters, would EM not be 

adversely affected?
3
   

 

For what it is worth, our view is that EM countries still have high cyclical 

growth betas vis-à-vis demand in DM.  If we have a double-dip in DM, or 

a seizure in the financial system in the West, there will likely be adverse 

consequences for EM, and therefore for the high-beta assets.  Further, to 

the extent that more monetary stimulus is deployed in DM to avert 

another recession, EM assets could perversely under-perform, as inflation 

erodes profit margins.  Indeed, year-to-date, EM equities have by and 

large under-performed US equities.  YTD, Shanghai B shares and 

Australia are down 12.5%, compared to half that in the SPX.  In other 

words, EM’s ‘financial beta’ could actually be in a dangerous cyclical 

phase, at this stage of the global business cycle.   

 

Thought 2.  Decoupling between macro and micro.  There has also 

been decoupling between microeconomics (which tend to convey a more 

optimistic view of the world) and macroeconomics (which tend to have a 

glass-is-half-empty view of the world).  The chart below on the left 

shows US corporate profits in percent of GDP.  Despite the soggy global 

economy, US corporate profit-GDP ratio is at a 60-year high – even 

                                                                                                                                                                                     
that expected returns implied from CAPM over time need to be modified for non-normality effects (such as co-

skewness and co-kurtosis with the global portfolio), and more importantly for Knightian uncertainty or the 

ambiguity premium (i.e. risks that are hard to quantify).  

3
 This, by the way, is the alpha and beta concepts, that EM may still be coupled to DM (i.e., the betas are still 

high) cyclically, but EM have structurally superior fundamentals that should keep the absolute growth rates 
elevated (the high growth alphas).   
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higher than they were on the eve of the global financial crisis in 2007.  

No wonder equity investors tend to have a glass-is-half-full view of the 

world and think equities are cheap.   

 

Similarly, if we look at the crude oil market – the table below on the 

right, we also see continued rise in global demand for crude oil, 

regardless of the short-term trajectory of the global economy.  Adding to 

this the lingering questions about the world’s oil production capacity, it is 

not surprising that some of the best energy funds in the world have been 

looking for oil prices to go higher.  In fact, this bullish view from a micro 

(i.e., supply-demand) perspective extends to most other commodities that 

are exposed to EM demand.   

 

The DM-EM decoupling and the macro-micro decoupling are in some 

ways linked: the economic policies that have been implemented in DM 

deal more with the symptoms rather than the core causes of the problems 

in DM.  The deep-rooted problems with the Consumer, the housing and 

financial sectors in DM, and the entitlement culture are well understood 

by investors as serious unresolved structural problems, but macro policies 

(fiscal and monetary stimulus) have been aimed to minimise the impact 

on growth and the markets.   

 

First, equity prices may not have properly discounted the risks in the out-

years, associated with the structural problems with the global economy.  

While there are legitimate explanations for the strong recovery in US 

             GLOBAL OIL DEMAND - SUPPLY (MB/D)

DEMAND SUPPLY

2008 86.5 86.8

2009 85.5 85.6

2010 88.3 87.4

Q1 11 89.1 88.6

Q2 11 88.2 87.6

Q3 11 90.3 ---

Q4 11 90.6 ---
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corporate profits in the past two years (e.g., strong exposure to the rest of 

the world, the weak dollar, the aggression in retrenching and cost-

cutting), earnings visibility could not possibly be great beyond the next 

year.  The fate of the US consumer, the scope for China to re-orient its 

economy, and what the resolution of the European Debt Crisis may mean 

for European demand are all downside risks in the out-years, not 2011 or 

2012.  So when equity investors cite the ‘low PE’ ratios as one key reason 

to think equities are cheap, they may not have incorporated the full 

stream (from 2011 to perpetuity) of corporate earnings that go into any 

dividend discount model.  In other words, macro thinkers may be more 

worried about the medium-term and long-term problems the global 

economy faces, but these worries are not fully captured in the simple P/E 

ratio, where E is the current or the one-year forward earnings forecast.   

 

(Some investors may be too fixated on the PE ratio, which is a shortcut to 

calculate the appropriateness of equity valuation.  The dividend discount 

model has the equity price being the discounted stream of all future 

earnings, i.e., from the current period to perpetuity, not just one or two 

years.  This is why uncertainty in the medium-term macroeconomic 

outlook could lead to earnings multiples compression, even if the current 

PE ratio suggests equities may be cheap.) 

Further, a general move toward austere policies may not be fully priced in 

equities.  The US imparted, since 2008, fiscal and monetary stimulus of 

historical proportions.  These policies are not expected to persist 

indefinitely, and, coupled with the need for the US consumers to 

deleverage, the stock markets may also have tried to discount an overly 

optimistic stream of future earnings.  At the same time, most EM 

economies remain in the overheated territory.  Rising wages and general 

costs have in turn undermined the earnings and the equity prices in EM.  

The more the Fed eases, the worst it is for EM equities because of 

inflationary pressures.  In short, Keynesian policies may have already had 

the most favourable impact on equities, and, going forward, they will not 

likely have nearly as positive effects.   

Related to the above points is the inconsistency between the short-term 

macro policies and the long-term objectives.  Repeated fiscal stimulus 

policies are no longer an option for the US, especially after the debt 
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ceiling debate and the S&P downgrade; fiscal stimuluses have not been 

an option in Europe for the past year and a half.  In other words, a number 

of the macro policies that are in operation now are not time-consistent, 

i.e., they could not possibly be maintained in the long-run and a policy 

reversal at some point is a virtual certainty.  The risk that macro policies 

could be much less supportive of earnings in the out-years may be 

another factor equity prices are trying to reflect, surprising those who 

only look at the PE ratios.  The same argument applies to the outlook of 

oil prices.   

The sharp sell-off in equities and high-beta assets both in May 2010 and 

this year were driven by (i) a growth scare and (ii) limitations to policy 

stimulus.  It is difficult for us to envisage how DM growth can suddenly 

take off in the coming quarters, as Keynesian stimulative policies have 

already hit their limits.   

 

 Thought 3.  The risk-on risk-off view doesn’t capture the full story.  

The beta convexity implies that the whole world has been in a ‘long 

straddle’ trade at the global level: investors are both greedy and fearful, at 

the same time.  They may be greedy about EM (thus are long EM 

currencies and AUD) but fearful of DM (thus are short USD and GBP).  

Alternatively, one could say that the micro world has been more greedy, 

the macro world has been more fearful.  Yet another way to view this is 

that, the right leg of the global straddle (i.e. the high-beta leg) has been 

driven by risk-on trades, the left leg by uncertainty-on trades (i.e. 

Knightian uncertainty and ambiguity premium).  In our view, the simple 

risk-on and risk-off trading view and framework of the world may be 

flawed in this context.   

 

The simultaneous rally in AUD and CHF could also be viewed in terms 

of the Sharpe ratio.  The numerator of the Sharpe ratio is about the 

expected divergence between EM and DM and micro view of the world, 

while the denominator is about the volatility and uncertainty either for the 

global economy or for policies.  The numerator may justify a long AUD 

position, while the denominator may justify a long CHF or JPY position.  

 

 Thought 4.  QE2.  Perhaps the simplest explanation is that QE2 has 

artificially depressed the value of the dollar against virtually all 
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currencies.  By demonstrating the resolve to debase its fiat money, the 

Fed has succeeded in repelling capital from the US.  However, because 

the dollar has weakened against a broad range of currencies, the trade-

weighted dollar index compiled by the Fed has reached a record low, and 

the dollar is grossly under-valued by all standard metrics.  While the US 

economic fundamentals are not great, QE2 has exacerbated the sell-off in 

the dollar for the time being.   

What is the more likely scenario?  We don’t believe this ‘beta convexity 

puzzle’ can persist, as either the bullish or the bearish view of the world will 

eventually materialise.  Similarly, from a cyclical perspective, we believe a two-

speed global economy (fast in EM, slow in DM), coupled with a one-speed 

policy (the Fed still has a dominant stance), is an unstable world and therefore is 

not likely to persist.  We see more negative news than positive news, and 

believe that, as fiscal stimulus policies are gradually withdrawn and monetary 

policies start to experience diminishing returns, the second derivatives of global 

economic activities will remain negative for much of H2 2011 if not also in 

2012.  As a result, it seems to us high-beta assets have more downside risks than 

upside risks.  For the convex beta curve, we see it evolving into something that 

is more normal by historical standards, and the likes of CHF, JPY could stay 

supported, while BRL, AUD etc. may face more pressures.   

Bottom line.  AUD (a summer currency) and CHF (a winter currency) tended in 

the past to perform well at different parts of the business cycle.  However, after 

the Great Recession, both currencies have performed well against the US dollar.  

Beyond currencies, we also observe that, until recently, investors were busy 

buying equities (a risk-on trade) and buying gold (a risk-off or uncertainty-on 

trade). These are highly unusual market traits, distorting the linear relationships 

between return and beta for the global asset markets.  While the world has 

indeed changed since the financial crisis, we are not convinced that this ‘beta 

convexity puzzle’ is sustainable.  The structural problems of the global 

economy are serious and Keynesian policies have reached their limits.  We 

expect the low-beta assets to stay supported relative to high-beta assets over the 

coming quarters.  We also expect more proactive policies in EM economies, 

coupled with a more challenging environment to trade EM assets.  
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