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Close Haul
seafaring nations of the 19th
century, Britain and the
United States. The Royal
Yacht Squadron, on the
Isle of Wight, celebrates its
bicentennial this year. In
February 1851, its Commodore, the Earl of Wilton, penned a letter to his
counterpart at the New
York Yacht Club, John Cox
Stevens, who had founded
the club just seven years
before:

S

ailing has been an inextricable companion of human development and
civilization. Artifacts over 7,000 years
old contain pictures of sail boats, more than
2,000 years before the domestication of the
horse, making sailing our first non-bipedal
means of transportation. Throughout the
millennia, sailing has generated its share of
heroes, from Odysseus to Zheng He, Christopher Columbus to Ferdinand Magellan,
Francis Drake to Horatio Nelson, John Paul
Jones to Chester Nimitz, and many others.
None of these could compare, though, to
the intrepid Polynesians, who navigated the
vast Pacific Ocean, populating the most remote islands on Earth, even reaching the
west coasts of the Americas.
The advent of mechanical locomotion nearly
two centuries ago relegated sailing to the
sport of the affluent, particularly in the great

"Understanding from Sir
H. Bulwer that the members of the New York Yacht Club are
building a schooner which it is their intention to bring over to England this
summer, I have taken the liberty of writing to you, in your capacity of Commodore to request you to convey to them…
an invitation…to become visitors of the
club-house at Cowes during their stay in
England. For myself, I may be permitted
to say that I shall have the great pleasure in extending to your countrymen any
civility that lies in my power, and shall be
very glad to avail myself of any improvements in shipbuilding that the industry
and skill of your nation have enabled you
to elaborate."
This was a kind extension of hospitality, but
Commodore Stevens jumped on the opportunity to accept a race, which the Earl of
Wilton certainly had not offered:
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"I take the earliest opportunity to convey
to the gentlemen of the Royal Yacht Club
and to yourself the expression of our
warmest thanks for your invitation to visit
the Yacht Club at Cowes. Some four or
five friends and myself have a yacht on
the stocks, which we hope to launch in
the course of two or three weeks. Should
she answer the sanguine expectations of
her builder, we propose to avail ourselves
of your friendly bidding, and take with a
good grace the sound thrashing we are
likely to get by venturing our longshore
craft on your rough waters. I fear the
energy and experience of your persevering yachtsmen will prove an overmatch
for the industry and skill of their aspiring
competitors….With the hope that we
have the pleasure of reciprocating a favour so frankly bestowed. I remain, your
lordship’s most obedient servant."
It is clear we have lost the art of letterwriting today.
The occasion of the American visit was the
Great Exhibition of 1851, arranged by Prince
Albert to bring the wonders of the world to
the new Crystal Palace in London. The United States exhibit was to include Colt revolvers,1 some farm equipment and a Mr. Briggs
of New York City, the self-proclaimed greatest lock picker in the world. Not a very impressive showing.
John Cox Stevens hired William Brown to
build his 100-foot, 170-ton schooner, to be
called America, and promised to pay him the
considerable sum of $30,000 if it proved to
be the fastest boat in the country. Sadly, for
Mr. Brown, his boat lost a race to another
Stevens boat, the Maria, and the boat builder
failed to contest that inherent conflict of
interest. He settled for $20,000 as payment
for the boat. John Cox Stevens was a sharp
negotiator.
Stevens sailed his new ship into Cowes in
June, and promptly offered to race any and

all boats. His hosts at the Royal Yacht
Squadron extended him all their hospitality,
but politely ignored his challenge. After a
month with no takers, Stevens offered to
race for any sum between one and ten thousand guineas, approximately $50,000 then,
or about $1 million in today’s dollars.
This staggering sum led to rumors that America had a hidden propeller, which it did not,
but America was an unusual design. It was
tapered in the bow and stern with the widest beam amidships, in contrast to the British vessels that were wide forward and narrowed aft. America also carried no topsails,
in contrast to the complex rigging of British
ships.
Eventually, 14 ships accepted the challenge,
ranging in size from a 47-ton cutter to a 392
-ton schooner. At 10am, on Friday 21 August, the 15 boats weighed anchors, and the
race around the Isle of Wight commenced.
America overran her anchor and was the last
to start, but caught up on the first, downwind, leg. America extended her lead on the
fast beam reach leg, but on the final upwind
leg is when she came into her own and left
the rest of the fleet far behind. Approaching
the finish line in the fog, Queen Victoria,
watching from the royal yacht, asked her
naval aide, who is in front? When told it was
America, she then asked, who is second? The
reply came: there is no second.
Picking up on the theme a few weeks later,
Daniel Webster announced to a large crowd
in front of the State House in Boston, “Like
Jupiter among the gods, America is first, and
there is no second.” London papers wrote
that the race heralded a new world order,
led by the United States. John Cox Stevens
returned home to New York with a £100
silver jug that he named for his ship, America’s Cup.

1

Colt Manufacturing Company sadly filed for bankruptcy last
month.
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Sailing holds many metaphors
for investors. We will look to
another race that occurred
more than 150 years later, perhaps the greatest contest ever
in the history of sports, for lessons to apply to our portfolios
today. But first we tack (or
maybe jibe) to the quarter just
passed.

1

CAPITAL MARKET PERFORMANCE

W

inds buffeted investors
in the second quarter,
as the dollar fell, interest rates rose, oil jumped
and equities were flat, masking
some huge dispersion among
countries. Russia leads the
world this year2, adding another
7% last quarter to bring its
2015 gain to 26%, symmetrically
offsetting Greece’s 26% decline this year.
The entire Greek market is valued about the
same as Bed, Bath and Beyond.3 Botswana
was the best performer last quarter, up 20%,
with Ukraine close behind, up 17%. New
Zealand dropped 13%, as the price of lamb
must be plummeting, and Indonesia fell 15%,
in the past three months. China is still ahead
for the year, but what a year it has been.
There was a loss of $1.2 trillion in value in
Shanghai in just ten trading days, equivalent
to the size of the entire German stock market or the annual GDP of Mexico. That China is still the best performing Asian market
this year testifies to how high its rise was
earlier in the year.
Last summer, as economic growth slowed,
investors bet that the Chinese government
would begin easing monetary policy. From
mid-July to mid-November, domestic stocks4
rose 19% before the 24 November interest
rate cut. More than 4 million new investment accounts were opened in December,
two-thirds of whom had not graduated high
school. The market added another 39% in

2

NEW INDIVIDUAL INVESTOR ACCOUNT
OPENINGS IN SHANGHAI AND SHENZHEN

Source: CEIC and Deutsche Bank Research

December. Another 36 million new accounts
were opened in the first quarter (Chart 2),
and by 8 June, the annual gain reached 150%.
Authorities encouraged speculators as the
bull market began last year, but by June of

2
3
4

Not Soviet propaganda.
We think we prefer to own Bed, Bath and Beyond.
CSI 300 Index.
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Some
might question the
wisdom of a
government
policy...

3

4

DISTRIBUTION OF GDP GROWTH
UK, US, JAPAN, GERMANY 1870-2014

DEVIATION OF LEVERAGE AND THE DEBT SER1
VICE BURDEN FROM LONG-RUN AVERAGE

The shaded areas denote recession periods as defined by NBER.
1

Source: Maddison Historical GDP Database; Hills, Thomas and Dimsdale
(2010, 2015); Federal Reserve Economic Database. Notes: Chart shows
annual GDP growth between 1870 and 2014. Data points are sorted from the
lowest to highest values. Each dot represents one year.

this year, they became worried about excessive speculation. Margin lending was constricted dramatically, and prices plunged
(hence the $1.2 trillion loss). Worried then
that a stock market crash could infect the
broader economy, the government this
month announced a plan to support stock
prices with a CNY400 billion fund, about
$65 billion. That won’t be enough, and the
unofficial word is that the government will
spend CNY3 trillion (almost $500 billion) to
buoy stocks. That should do the trick.
Some might question the wisdom of a government policy that, alternatively, promotes
speculation, chokes it off, and then encourages it again. It would be as if the Fed decreed the Dow should be at 20,000 (or
whatever), and then eased, tightened and
eased monetary policy till the index settled
at that level. That may seem strange behavior to most of us, but it’s not a large intellectual leap for bureaucrats used to allocating a
nation’s capital via state-owned banks and
Five-Year Plans to think they should also set
stock prices.

Leverage: aggregate credit-to-asset price ratio relative to long-run values, measured by deviations
of the credit-to-GDP ratio from the long-run relationship with real asset prices. Debt service burden:
debt service payments to income relative to long-run values, measured by deviations of the credit-to
-GDP ratio from the long-run relationship with nominal lending rates. Source: Bank for International
Settlements, 85th Annual Report, 30 June 2015.

C

ategory 55 hurricanes result in catastrophic damage, and the financial
hurricane that swept across the globe
in 2008 was one of the most devastating the
world has seen. Chart 36 puts this in context,
showing the distribution of GDP in each
year since 1870. The 2008 crisis was the
worst blow since the 1930s.
There were many contributing causes of the
financial crisis, and most of them can be seen
through, and explained by, the debt cycle.
Large deviations in this cycle have significant
impact on economic output. Prior to the
crash, asset prices were rising and interest
rates were falling, supporting higher levels of
borrowing. Overall leverage remained low as
long as asset prices grew faster than debt,
although the debt service burden began to
move higher. This explains why economic
growth was about average in the mid-2000s:

5

6

The highest rank on the Saffir-Simpson scale. Herbert
Simpson, a civil engineer, and Robert Simpson, a meteorologist who was head of the US National Hurricane Center,
developed this scale in 1971.
Courtesy a speech by Andrew G. Haldane, Chief Economist, Bank of England, at Open University, Milton Keynes,
30 June 2015.

Page 4

Commentary
Second Quarter 2015

5

INTEREST RATES, LAST 5,000 YEARS

Source: Courtesy a speech by Andrew G. Haldane, Chief Economist, Bank of England, at Open University, Milton Keynes, 30 June 2015.

credit expansion to fuel stronger growth
was offset by rising interest costs. The subsequent decline in asset prices caused leverage to soar, credit to constrict, and the
economy to collapse. Monetary easing on a
massive scale eventually eased debt servicing,
allowing for a recovery in asset prices and a
decline in overall leverage (Chart 4, page 4).
This is the way deleveraging is supposed to
work. And it has; in the United States.7 But
Europe continues to struggle to get ahead of
this curve. There are many reasons, mostly
structural and political, for this failure to
sustain an effective deleveraging. Exceptionally low interest rates (not just generational
lows, but human-history lows—Chart 5
shows the past 5,000 years of interest
rates),8 stagnant growth, rising debt and political radicalism are the results of this debt
trap.
To overcome a debt trap requires incomes
growing faster than the cost of debt service,
and this can be approximated by comparing
the nominal GDP growth with nominal interest rates. In the US, nominal GDP has grown
close to 4% p.a. for the past 5 years, while (a
blend of) interest rates has averaged less
than 2%, thus allowing incomes to rise faster
than the cost of debt service. Europe’s economy has yet to surpass its 2009 output and
has grown less than 1% annually over the

past five years. So rates must be set very
low, below 1%, in order to have hope of
growing faster than the cost of debt.
A year ago, the European Central Bank
(ECB) first set deposit rates below zero.
Other central banks in Europe have followed
(or led, in the case of Denmark, which

7
8

And in the UK.
Courtesy a speech by Andrew G Haldane, Chief Economist, Bank of England, at Open University, Milton Keynes,
30 June 2015. Sources: Homer and Sylla (1991); Heim and
Mirowski (1987); Weiller and Mirowski (1990); Hills,
Thomas and Dimsdale (2015); Bank of England; Historical
Statistics of the United States Millenial Edition, Volume 3;
Federal Reserve Economic Database. Notes: the interval
on the x-axis change through time up to 1715. From 1715
onwards the intervals are every twenty years. Prior to the
C18th the rates reflect the country with the lowest rate
reported for each type of credit: 3000BC to 6th century
BC—Babylonian empire; 6th century BC to 2nd century
BC—Greece; 2nd century BC to 5th century AD—Roman
Empire; 6th century BC to 10th century AD—Byzantium
(legal limit); 12th century AD to 13th century AD—
Netherlands; 13th century AD to 16th century AD—Italian
states. From the C18th the interest rates are of an annual
frequency and reflect those of the most dominant money
market: 1694 to 1918 this is assumed to be the UK; from
1919-2015 this is assumed to be the US. Rates used are as
follows: Short rates: 1694-1717—Bank of England Discount rate; 1717-1823 rate on 6 month East India bonds;
1824-1919 rate on 3 month prime or first class bills; 19191996 rate on 4-6 month prime US commercial paper;
1997-2014 rate on 3 month AA US commercial paper to
non-financials. Long rates: 1702-1919 = rate on long-term
government UK annuities and consols: 1919-1953, yield
on long-term government bond yields: 1954-2014 yield on
10 year US treasuries.
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6

INTEREST RATES ON EXCESS
RESERVES AND TWO-YEAR BONDS

Source: Bloomberg, World Bank

dropped rates below zero in July 2012—
Chart 6). Rates are now negative out five to
seven years in Germany, France, Denmark
and Sweden, and beyond ten years in Switzerland.9
Negative deposit rates is a central bank’s
way of encouraging bank lending, by charging
banks to hold excess reserves. Purchases of
longer-date bonds, quantitative easing, is the
central bank attempt to drive yields lower
throughout the maturity curve. The ECB will
buy €60 billion per month, for a total of
€1.1 trillion, at least through September
2016. The key is to keep nominal rates below nominal GDP growth, which the ECB
has failed to do till now. The lowest rates in
5,000 years will persist for some time to
come.
The inability to grow the economy, to create
jobs, to escape the crushing burden of debt,

or to offer any reasonable hope of doing so,
has led to the rise of political extremism in
Europe, including the Syriza party in
Greece.10 The most recent Greek tragedy
played out in dramatic fashion, with a German ultimatum rejected, only to have Prime
Minister Tsipras agree a week later to more
severe conditions in exchange for €96 billion
of bank funds, most of which will be used to
re-pay old loans. The great theater of referendum and reversal of fortune may not be
repeated, but this drama is far from over.
The Greek economy is likely to worsen, and
popular rage, in and against Greece, will rise.
Talk of an exit from the euro is dangerous
political posturing. To begin with, there is no
legal mechanism for withdrawal. The EU
Treaty allows for a unilateral withdrawal
from the EU,11 but not from the euro. Even a
unilateral Greek withdrawal would not relieve Greece of its obligations. And Greece
cannot be expelled, except by unanimous
(including Greece’s) approval even for a serious violation of the treaty. Suspension of EU
membership is permitted for a “serious and
persistent breach,”12 but only temporarily,
and only in the face of civil unrest.13
Greece is an economic mess, Syriza has
made it worse, and only serious pro-market
reform and the respect and enforcement of
laws will enable Greece to climb out of its
hole. In or out of the euro is irrelevant. Likewise, the hopes of an ever-deepening political union in Europe have been thrashed by
the narrow-mindedness of its political leaders. Jean Monnet, a the founder of the European Community, and one of Europe’s great
post-war leaders, said prophetically, Europe
9

10

11
12
13

In other words, investors will pay Switzerland for the right
to lend it money for any length of time.
The party platform includes promises of free electricity,
heating and health care, repudiation of the debt and massive tax hikes on the rich.
Lisbon Treaty of 2009, Article 50.
Article 7.
“Serious internal disturbance affecting the maintenance of
law and order.” Article 347.
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FINANCIAL AND BUSINESS CYCLES IN THE UNITED STATES

1
The financial cycle as measured by frequency-based (bandpass) filters capturing medium-term cycles in real credit, the credit-to-GDP ratio and real house prices: Q1
1970 = 0. 2 The business cycle as measured by a frequency-based (bandpass) filter capturing fluctuations in real GDP over a period from one to eight years; Q1 1970
= 0.
Sources: M Drehmann, C Borio and K Tsatsaronis, “Characterizing and financial cycle: don’t lose sight of the medium term!”, BIS Working Papers, no 380, June 2012: BIS
calculations.

8

INTEREST RATES AND DEBT

1
From 1998, simple average of France, the United Kingdom and the United States; otherwise only the United Kingdom. 2 Nominal policy rate less consumer price inflation. 3 Aggregate based on weighted averages for G7 economies plus China based on rolling based on rolling GDP and PPP exchange rates.
Sources: IMF, World Economic Outlook; OECD, Economic Outlook; national data; BIS calculations.

will be forged in crises, and will be the sum
of the solutions adopted for those crises.14
He meant it optimistically, but it could
equally apply the other way.

L

ow interest rates may be a prerequisite for healing the wounds of a
debt crisis, but there is mounting
concern that financial easing may have
become a permanent bias of policy, with
long-range repercussions.
Financial liberalization in the early 1980s
made access to credit easier and cheaper.
Monetary focus shifted to targeting inflation, meaning policy would tighten in
booms only if inflation also rose, but
would be loosened aggressively in down-

turns. Fiscal policy exhibited little restraint in up-cycles, and was expended
massively, indiscriminately and ineffectively during economic weakness. Combined,
these developments have caused a permanent easing bias that propagates bigger
and longer financial booms with more
violent collapses (Chart 7), lower
productivity and growth, and higher levels
of debt, even as interest rates have declined (Chart 8).

14

L’Europe se fera dans les crises et elle sera la somme des
solutions apportées à ces crises. Monnet, J. (1976) Mémoires
(Paris: Fayard). .

Page 7

Commentary
Second Quarter 2015

Exaggerated financial cycles contain significant misallocation of resources. Specifically, labor is diverted into areas of
low future productivity growth.15 During the boom, this misallocation of labor
reduced US GDP by about 0.2% p.a., and
held back growth by 0.4% p.a. in the subsequent recovery. For other countries,
the drag on growth was larger, for example in Ireland, where the cost was 1%
lower growth in the boom, and 1.7%
lower growth afterward.16
Poor fiscal discipline has resulted in burgeoning levels of debt (Chart 8, page 7),
which will contribute to lower growth rates
in the future. As populations age, the debt
burden will rise inexorably. Chart 9 extrapolates current age-related expenditures to
population projections.17

9
GENERAL GOVERNMENT DEBT PROJECTION1

Sources: European Commission; IMF; Japanese Cabinet Office; OECD; UK Office of
Budget Responsibility; United Nations; US Congressional Budget Office; BIS calculations.
1
Nominal debt values; incorporates projected increases in age-related spending,
Effective interest rates on average borrowing costs are assumed to remain at their
projected 2015 level between 2016 and 2050

The bias toward financial easing may also be
encouraging investors to reach for returns
by reaching for risk. Valuations have risen
across nearly all asset classes—equities,
bonds, real estate—loans to low-rated borrowers represent 40% of all syndicated
loans, and covenant protection has disappeared (Chart 10). There’s a history of investors’ risk-taking that rarely ends well.
This systemic bias toward easier fiscal and
monetary policies should be reassessed. It is
appropriate in time of stress, but has become pervasive throughout the business
cycle, with pernicious long-term ramifications. A growth model fueled by debt is no
substitute for productivity-enhancing policies.

I

nnovation, in the long-run, is the key to
prosperity. Technological progress has
always contained elements of “creative”
as well as “destructive,”18 and today is no

10
COVENANTS, LEVERAGED FACILITIES2

Sources: Datastream; Dealogica; BIS calculations.
2
Weighted averages based on 2014 GDP and PPP exchange.

15

16
17

18

Witness the plethora of mortgage brokers and real estate
agents in the last bubble.
Estimates of the Bank of International Settlements.
1
Nominal debt values; incorporates projected increases in
age-related spending, Effective interest rates on average
borrowing costs are assumed to remain at their projected
2015 level between 2016 and 2050. 2 Weighted averages
based on 2014 GDP and PPP exchange.
Joseph Schumpeter’s concept of capitalism’s creative destruction.
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exception. The “destructive”
component can be seen in the
rise of robotics in manufacturing (Chart 11). Over the past
decade, the number of US manufacturing jobs has fallen 16%
while the use of industrial robots is up 72%. In the next decade, robots are likely to perform 25% of manufacturing
tasks, up from 10% today.19
There are multiple reasons for
the decline in manufacturing
jobs, but technology is surely
one of them.

11

MANUFACTURING JOBS AND INDUSTRIAL ROBOTS

Source: BofA Merrill Lynch Global Investment Strategy, IFR Statistical Department, US Bureau of Labor Statistics.

12

One can envision technology
AGE-RELATED DEATHS
supplanting jobs beyond manufacturing: in banking, health
care, logistics, investing.20 Even
the apparent unmitigated good
of longer lifespans—age expectancy has doubled in the past
two centuries and age-related
deaths have fallen by 75%
(Chart 12)—the evolution of
our brains has yet to catch up.
Zeke Emanuel, oncologist and
vice provost of the University
Source: BofA Merrill Lynch Global Investment Strategy, AgeWave
of Pennsylvania, notes a rapid
and arduous decline in creativity
13
and productivity after age 75: "The ageAGE-CREATIVITY CURVE
creativity curve (Chart 13), especially the
decline, endures across cultures and
throughout history, suggesting some deep
underlying biological determinism probably
related to brain plasticity.”21
But, as is said about aging,22 there is no advancement without technological progress.
Perhaps we can take hope from previous
episodes of mass technological shifts, from
agriculture to industry and from industry to
services. Predictions of mass unemployment
were made then, and while many jobs disappeared, new ones arose, and workers23
adapted.

Source: BofA Merrill Lynch Global Investment Strategy, AgeWave
19
20
21
22
23

Estimates from The Boston Consulting Group.
Oh no!
I am clearly in trouble.
It beats the altenative.
As a whole, clearly, some did not adapt well.
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P

erhaps nowhere
is the promise
and peril of technology best manifested
than in the North American energy industry.
Technology has enabled
extraction of oil and gas
reserves that were otherwise unattainable.
With just 2.6% of global
reserves, the US is the
world’s largest producer
(Chart 14). Industrial
electricity prices in the
US are less than half the
world’s average, and
natural gas prices are
one-third of other advanced economies
(Chart 15).
This conveys major
competitive advantages
to the United States.
The trade deficit has
been materially reduced,
GDP has been boosted
by more than $400 billion, and 2.7 million new
jobs, paying on average
twice the national median, have been created.24

14
TOP LIQUIDS PRODUCERS

Source: BofA Merrill Lynch Global Commodity Research, BP, IEA

15
INDEXED AVERAGE INDUSTRIAL NATURAL GAS PRICES
(2013 FOR TOP MANUFACTURED GOODS EXPORTERS (U.S. = 100)

Source: Harold L. Sirkin, Michael Zinser and Justin Rose. “The U.S. as One of the Developed World’s Lowest-Cost Manufacturers:
Behind the American Export Surge,” The Boston Consulting Group, August 20, 2013, p.6, https://www.bcgperspectives.com/content/
articles/lean_manufacturing_sourcing_procurement_behind_american_export_surge, accessed May 2015

Legitimate environmental concerns have been
raised with the extraction of unconventional
oil and gas supplies, but mitigation technology is improving. Many would like to see the
economy jump straight to renewable resources, but that is not feasible, as Michael
Porter, et al. of Harvard note: “Natural gas
is the only fuel that can cost-effectively deliver large-scale carbon emissions reductions
over the next 20 years while also providing a
bridge to achieving even lower low-carbon
solutions over the long term.”25

24

25

Source: Boston Consulting Group and Harvard Business
School.
Michael E. Porter, David S. Gee, Gregory J. Pope, America’s
Unconventional Energy Opportunity, HBS-BCG, June 2015.
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16
U.S. ELECTRIC POWER CARBON DIOXIDE EMISSIONS (2000-2013)

Source: “Lower Electricity-Related CO2 Emissions Reflect Lower Carbon Intensity and Electricity Use,” Energy Information Administration website, October 23, 2014, https://www.eia.gov/
todayinenergy/detail.cfm?id=18511, accessed May 2015.

Smart policies have stimulated efficiencies
and conservation, in vehicles, buildings and
appliances. Lower demand growth accounted for more than half the reduction of carbon emissions in the power sector over the
past decade (Chart 16).
But not all policies are “smart.” Earlier this
year, the New York State Department of
Health recommended a ban on hydraulic
fracturing “because of unknown total risk
and potential public health effects.” But the
report could find no conclusive evidence of
excessive health or environmental risks, and
made no assessment of the economic costs
of the ban. It recommended the ban be in
place until “science provides sufficient information to determine the level of risk to public health,” but then said “scientific certainty
is unlikely ever to be attained,” making it
unclear if there will ever be sufficient evidence to assess the level of risk, much less
remove the ban.
Not to pick on New York State,26 but technology has provided the US with an extraordinary economic and strategic political windfall. The 50% collapse in oil prices from last
year is directly tied to the surge in North

American production and the decision by
the world’s largest, and swing, producer,
Saudi Arabia, to maintain production levels
in the face of price declines. That is, the Saudis decided they would no longer cut production in order to support prices, betting
that they could withstand the pain longer
than could other producers.27
The Saudi decision, and the subsequent
plunge in oil prices, may mark the end of the
OPEC cartel. Cartels have been established
in most commodity markets for centuries, if
not millennia, and all have eventually failed.
Following the Second World War, cartels
were formed in wheat, sugar, tin, coffee and
olive oil, and extended to cocoa and natural
rubber in the 1970s, typically under the im-

26
27

Well, maybe to pick on New York State.
They may be right.
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primatur of the United Nations. But in time,
all these unraveled, either by encouraging
the production of substitute products (in the
case of tin) or the entry of new producers
(as with coffee).28 The economic consequences of OPEC’s demise are only just being manifested; the geopolitical ramifications
have yet to be calculated, and are likely to
be even more impactful.

J

ohn Cox Stevens displayed the Cup at
the New York Yacht Club that he
founded, and a few years later, in 1857,
formally conveyed the Cup to the New York
Yacht Club under a Deed of Gift, registered
as a trust in the New York courts, to be
held in perpetuity as a challenge trophy. Under the terms of the Deed, the holder of the
Cup could set the location, time and conditions under which the next challenge would
be held.

race, so the first boat to nine wins would
capture the Cup. From the very beginning, it
was clear Team Oracle was in trouble. The
crew struggled to handle the complexities of
the sails, at dangerously high speeds. Time
and again, they failed to respond to the
changing conditions promptly, while Team
New Zealand’s experienced crew showed a
steady hand in the rough conditions on the
Bay. To the shock of everyone in the sailing
world, New Zealand won the first six races
easily, before the Americans broke through.
The next two races were taken by New
Zealand and, up 8-1, needed just one more
win to capture the Cup.

17

The New York Yacht Club held on to the
Cup for 132 years, when Alan Bond of the
Royal Perth Yacht Club took it away in
1983. Dennis Conner of the San Diego
Yacht Club won it back for the United States
in 1987, and successfully defended it in 1992.
The Cup was lost again in 1995, first to the
Royal New Zealand Yacht Squadron, and
then to the Société Nautique de Genève.
Fifteen years later, off the coast of Valencia,
Spain, the Golden Gate Yacht Club won it,
and announced the next race would be held
in 2013 in San Francisco Bay.
Befitting its owner, the Team Oracle boat
was the most technologically advanced racing boat ever designed: a carbon-fiber, hydro
-foiling catamaran with computer-controlled
composite sails; more a flying machine than a
sail boat. The challenger was Team New
Zealand, winners in 1995, sporting an experienced crew and their own fast boat. But
every expert outside of New Zealand expected the superior technology of the
Americans to prevail easily.
The contest would be a best-of-seventeen

28

First negotiated in 1954, the International Tin Agreement
(ITA) collapsed in 1985. Higher tin prices under the ITA
encouraged new tin producers to enter the market and the
development of a substitute product, aluminum, which
gained market share by capturing the growing demand
from the beverage can producers. In 1962, coffeeproducing countries accounting for 90 percent of global
coffee output and almost all developed coffee-consuming
countries signed the International Coffee Agreement (ICA)
with the objective of stabilizing world coffee prices through
mandatory export quotas. Elevated coffee prices encouraged the emergence of new producers outside ICA, such
as Vietnam, which by the early 2000s had overtaken Colombia as the world’s second largest coffee producer after
Brazil. The cartel was dismantled in 1989.
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Although they took a drubbing, the Americans were not idle. They knew they were
losing the races on the upwind legs. Sails,
like airplane wings, generate lift following
Bernoulli’s principle: air traveling over the
curvature travels faster than air traveling
under it. This creates a low pressure on top
and a high pressure on the bottom, thus
generating lift. This is why a sail boat is not
at its fastest downwind, as one might expect.
On the downwind, the boat is pushed by the
wind, and so cannot travel faster than the
wind is blowing, less the resistance of the
boat through water. A beam reach, where
the wind is 90 degrees off the bow, is the
point of maximum speed because it is the
point where the sails generate maximum lift
(Chart 17, page 12).
The challenge upwind is that a boat cannot
sail directly into the wind; there needs to be
an angle in order for the sail to create lift.
Striking a balance, when conditions are in
constant flux, between sailing the shortest
distance and attaining the maximum speed,
known as sailing close haul, is the crux of
racing. It was on the final, upwind leg around
the Isle of Wight that America pulled away
from the competition, but it was on the upwind that Team Oracle was failing, and they
searched for a solution.
The Americans called for a postponement
(each team is allowed one) in order to regroup. They re-ran their computer simulations and discovered that the shape of the
130-foot main sail needed adjustment upwind. The sail need more curvature on the
bottom, and more twist on top. They also
determined that they were struggling, too, in
high winds, so they shortened the central
spine of the boat by removing the bowsprit
that extends forward. This reduced weight
and drag.
They also replaced their veteran tactician,
John Kostecki, with Ben Ainslie, a British
Olympic gold medalist. But most importantly, the skipper, Jimmy Spithill, never stopped

encouraging his crew. Despite the losses,
and the deep hole they were in, Team
Oracle never gave up.
Needing just one more win, Team New
Zealand was leading with just one mile to
go, and victory seemed assured. But one
of the conditions of the race was that it
had to be completed within 40 minutes.
Team New Zealand crossed the finish
line well ahead of the Americans, but just
over the 40-minute limit. The race was
thus abandoned, and they would try again
the next day.
It was not to be. Team Oracle reeled off
7 straight victories. The adjustments they
had made added speed, and with each
race, the crew became more cohesive.
One member of the team compared their
early efforts to 5-year old children playing
soccer, with more chaos than order. But
with each race, they became a finelytuned, professional crew working in
unison. Tied at eight wins each, the stage
was set for a winner-take-all match.
Team New Zealand led at the first two
marks, and third leg was upwind, where
Team Oracle had struggled most. But the

Page 13

Commentary
Second Quarter 2015

changes the Americans made paid off, and on
the upwind leg Team Oracle surged past
New Zealand. By a margin of just 44 seconds, they crossed the finish line first, successfully defending the oldest trophy in all of
sports, capping the greatest comeback ever
seen.
Technology certainly played an important
role in the victory, but the real key was the
people. Russell Coutts, the most successful
sailor in modern history, observed, “For sure
there was a use of the technology…but the
guys on board the boat changed their technique, so there’s this fantastic human element
to this which really won the day in the end.”

Investors are often buffeted by high winds
and rough seas. We fill our sails when running downwind, gather speed on beam
reach, but must be constantly vigilant when
on close haul. A tiny tack into the wind will
luff our sails and risk coming dead in the water. A small jibe away and we are headed off
course. Maintaining that precise balance on
close haul marks the difference between
investment, and sailing, success and failure.
Technology is an important tool. But it’s the
people at the helm and on the sails that matter most.
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