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Flying High?

Watch out
for Dark... 

Briefing

One thing we have learned from Brexit and the U.S.  Presidential election is that 
following consensus can be dangerous to your financial health.  One should never 

forget Nassim Taleb’s Black Swan Logic:

“The fragility of our empirical reality makes what you don’t know far more relevant than 
what you do know.”

In the case of Brexit the odds were 52%-
48% in favor of remaining in the OECD. 
One critical assertion for this conclusion 
was that the bookies, who have a better 
record predicting political outcomes than 
pollsters in the U.K., showed the “stay” 
vote as a heavy betting favorite. Yet a 
single factor changed our opinion in the 
last few minutes of the trading day before 
the vote, it turned out that the size of the 
bets in favor of staying in the OECD 
were significantly larger than for Brexit, 
however more bets were being placed 
in favor of Brexit.  Since the bookies 
calculate odds based on their exposure, 
they were reading these betting statistics 
as a “Stay Vote.” To me this was a clear 
case of neglect of the silent evidence, or 
the failure to evaluate the evidence based 

on the entire universe of players and not 
just the vantage point of one set of players. 
Election results are determined by absolute 
numbers of voters on each side of the election 
not on the probabilistic expectations of a 
specific result. We took a contrarian view 
from the market and in the last ten minutes of 
trading went directional with puts options on 
the SPX and shorted the Pound Sterling for 
a return of 600% overnight. Consensus was 
horribly wrong.

The case of the U.S. Presidential elections 
was even more extreme. Pollsters had Hillary 
Clinton with 80% probability of wining; even 
Republicans gave Donald Trump no chance 
of winning. Not only was consensus wrong 
but their expected results was spectacularly 
misguided. Just before the election markets 
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had rallied in expectation of a Clinton victory and consensus 
was that if Trump won the market would drop as much 
as 200 point. While the polls clearly had Clinton with 
an impossible to beat lead, why the markets would rally 
based on the continuation or even doubling down on more 
regulations and higher taxes was incomprehensible to us. 
Aware of how much we did not know we decided to not to 
take any position during the cash markets, instead looking for 
trading opportunities afterhours in the futures market. Well, 
as the results started coming in the futures turned negative 
with the S&P in fact 
dropping 200 points, 
an ideal example of the 
application of casual 
inference. By Four AM 
we had profited over 
200% and closed all 
our position. The next 
morning we were stunt 
to see the markets had 
not only erased the 
losses by the opening 
of the cash market 
but continued to rally 
for the next 17 days. 
Unbelievable!
Consensus was wrong 
in their expectations 
of the outcome and the 
market reaction. This is the problem with Professor Lucas 
concept of expectations, they reflect peoples’ heuristic biases 
from the use of rules of thumbs to process data and frame 
dependence. 

Suddenly the markets realized that Trump’s declared policies 
are not only pro-growth but exactly what the Federal Reserve 
and the IMF have been calling for. Now the market sentiment 
is ecstatic, perhaps to the point of irrational exuberance. The 
announced policies are good for the U.S. economy and very 
pro-growth but there are a lot of dark clouds in the horizon.

Since the election the U.S. Dollar Index has risen by 3.51 
point or 3.6%, the 10 year Bond has dropped from almost 2% 
and the yield has risen from 1.8% to 2.0359%. The Dollar 
and interest rates rising in value means U.S. companies 
will be less competitive globally, inflation will drop, the 
trade deficit will increase and the cost of financing the $20 
trillion national debts will go up. In addition to all of this 

The Federal Reserve has all but guaranteed a rate hike in 
December and more to come next year.

While Tax reform and a 15% Corporate Tax rate combined 
with infrastructure spending of one trillion Dollars would 
be a massive economic stimulus, what the final form of 
that tax reform and stimulus still remains to be seen, and 
it won’t come easy or quick. When it does they will have 
a negative short-term effect on fiscal income which would 
have to be made-up with borrowed funds, ballooning the 

already exorbitant 
$20 trillion national 
debt.  Unfortunately, 
the negative effect of 
these policies will be 
felt immediately while 
the needed structural 
reform they represent 
will take years to 
manifest.

The structural 
problems in the 
U.S economy 
are significant 
and politically 
unappealing. We 
have stagnation 
and population 

aging which increases welfare spending and crowds-
out capital investments, the fuel of productivity and 
prosperity. Entitlements have risen from 0.4% of GDP in 
the 1930’s to 18% as of 2010; it should not be surprising 
that our productivity has  gone from an average yearly 
improvement of 2% to 0.4%, in 2015. Productivity was 
actually -0.5% and the same figure apply to the first 2 
quarters of 2016. We will be hard pressed to improve 
productivity unless and until we deal with entitlements; 
but as of yet, entitlement reform are not in the agenda.  
Meanwhile, social pressure on wages is accelerating 
technical replacement of workers threatening further 
pressure on the entitlement problem.

We are seeing the beginning s of inflation, while profit 
margins are dropping and masking the effect.  Milton 
Friedman taught us that unit money supply is what 
determines inflation, M2 has accelerated from 6% to 8-9% 
in the last 6 months; inflation is in the horizon.
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As concerning as the above issues are there are other global 
clouds that add uncertainty and risk to investments for 2017:

•	 Italy’s referendum on December 4th calls for con-
stitutional changes and wants to limit the number 
of seats in parliament as well as their powers. 
According to Matteo Renzi, Italy’s Prime Minister,  
these reforms are necessary to speed economic 
reform, such as corporate  tax cuts and bailing Ital-
ian Banks (Italy’s Bank’s troubled loans equals 25% 
of the country’s GDP). The outcome of this event 
has the potential to create more political instability 
and slower growth in Italy as Renzi has promised 
to resign if the referendum fails. It could also lead 
to Italian Bank Failures and at worst case an Italian 
government bonds default.

•	 In 2017 four of the largest economies in Europe 
have elections that will probably lead to populist 
and nationalistic gains due to discontent about 
immigration, terrorism and poor economic perfor-
mance.

•	 France National Front Party who wants to follow 
Brexit strategy

•	 Italy’s 5 Star Movement
•	 Freedom Party in Netherlands

•	 The push in Europe is for rejecting free market 
reforms without fixing the structural deficiencies 
in labor and market regulations; this could make 
Trump’s Fair Trade policy seem trivial in comparison.

•	 The combined Public and Private Global debt is at 
225% of global GDP. The world I drowning in debt.

•	 While banks in the U.S. are sounder than in 2007 
they can barely make a profit due to low interest 
rates and worse a tight spread between the short-
term and long-term interest rates. While a Fed rate 
hike in December will be of marginal help to banks I 
fear that the unintended consequences in terms of 
housing, borrowing costs and economic activity will 
be impacted. The fact is that only large corporations 
and banks have been borrowing at the low 0.25 – 
2.0%, small business can’t get lines of credit and if 
they do they pay 8-12% rates, and while mortgage 
rates are very low, qualification is difficult and limit-
ed to the Fannie Mae costs limit.

•	 Deutsche Bank’s (DB) stock has dropped as much 
as 60% from its 52 week high and that is after a 2 
month rally from its low of $11.19. DB problems 
stem from bad debts, high expenses, inadequate 
capital and proprietary trading losses, and it still 
faces fines from the U.S. of $6 - $14 billion.  Under 
the G-20 rules approved in Brisbane in 2014 Gov-
ernments are not allowed to bail-ot banks. Ger-
many has refused to bail Deutsche Bank, a failure 
by DB, the second largest bank in Germany will 
have a global impact through its consecutiveness 
and derivative involvement.

•	 China’s growth rate is dropping and has been 
driven by unsustainable lending to businesses and 
households. The government has signaled that it 
wants to start deleveraging. The Chinese economy 
is systemically risky to the global economy due to 
its size, its fragility, and interconnectedness. 

•	 Brexit is not over, it is starting. The U.K Supreme 
Court ruled that Theresa May cannot negotiate 
a Brexit deal without the approval of Parliament, 
what will be the final outcome remains to be 
seen. Theresa May has stated that U.K. will invoke 
Article 50 in March 2017, that is about when the 
sparks will start flying.

Imagine, in the middle of all of this, the Federal 
Reserve wants to raise interest rates, just as the Dollar 
has appreciated against all currencies, China wants to 
deleverage, and Japan and Europe don’t know what to do 
next.

We should not bask in our epistemic arrogance believing 
that we know what the market is going to do or that we 
have properly constructed expectation, reliable enough 
to make long-term bets based on that premise. Subjective 
expectations, as declared by Maynard Keynes in his 
Treatise on Probabilities, is not science and only reflects 
the subject’s opinion and past experience. We should pay 
attention to our own warnings that past performance is no 
indication of future performance and that economic events, 
like the behavior of markets, are completely independent 
and free of deterministic axioms such as the laws of large 
numbers, close finite sample sets, or the Central Limit 
Theorem. Worse yet, markets reflect the aggregate believe, 
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hopes and fears of people who most often act in totally 
irrational fashion.

What we do know for a fact is that there is no free 
lunch in investing; you have to take risks to create a 
return. Consequently the main factor to focus on is not 
so much our expectations of an event, but the risk the 
event carries and the consequences of it. The focus 
should not be on returns but on the risk adjusted returns,. 
Investors will be well served to define risks in terms of 
an exposure to a specific event that they care about and 
the uncertainty of its occurrence; in this way they will be 
better able to define the adequacy of the investment, and 
how to manage the risk.

I believe this is a great time to invest because the 
volatility will be great and the shifts dramatic. The key 
is not to avoid risk; but to actively and dynamically 
manage the risk to your investment. 

We are now looking to reinforce our real estate 
development activities as a primary focus of our 
investments. Real Estate has felt like a bubble because 
Cap Rates dropped but contract cashflows did not, values 
increased but the cashflows, as engine of earnings, 
stayed the same. Real estate depreciation is real, yet 
cashflows and appreciation is no-existent. Real estate 
has been a capital preservation and yield play but it has 
produced no total returns.

Obsolescence, physical, financial and functional 
are real issues. When you look at the cashflows of 
many properties the investment is an illusion because 
whatever money you make you have to put back into 

the property to make it functional. The markets today 
wants something completely different and new. The 
key to total returns and opportunities in real estate is 
development because everybody is running to core 
properties for yield, while  developing you create value 
and total returns that compensate for the risk. Of course 
given that we face a significant shortage of construction 
talent and laborers, the ability to perform you own 
construction will be a major differentiator, and a critical 
factor for the success of many projects.

I believe this is the time to concentrate on total returns 
even if it has no yield in the short-term. Opportunities 
have to be evaluated not only on current market data 
but on how the numbers relate to the price elasticity 
of demand. We have been developing properties just 
because we can but not because we should. Money has 
been readily available for what will proof to be poor 
and underperforming, if not failed projects. There are 
opportunities in what will be more distressed properties 
and developing in markets that have been overlooked 
for the flashy trophy, but underperforming properties.
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NIGMA Capital and Finance LLC is the finance and 
investment arm of the NIGMA Family of Companies, 
a vertically integrated group of firms specializing in 
real estate private equity investments, development, 
syndications and construction. We leverage our 
skills as financial and construction engineers to 
deliver creative solutions for the real estate needs of 
our clients and structure opportunistic, value added 
developments and investments that delivery high 
risk adjusted returns for our strategic partners. Our 
experience and expertise developing commercial, 
industrial and infrastructure projects and leading 
investments strategies across seventeen countries 
allows us to offer a broad platform of professional real 
estate and financial advisory services covering every 
aspect of a fully integrated development plan.


