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June/July 2016: Friday 24th of June 2016 will be 
marked in the history books as the biggest single 
session drop in most European equity indices, and it 
will also be remembered as the black swan event that 
was the most easily forgotten and inconsequential, 
at least so far. Following the unexpected vote in 
favour of the UK leaving the union, indices were 
rattled for three days selling off as much as 15% 
in Europe, bank stocks collapsed, precious metals 
rallied along with government bonds, but against 
the odds, it was very short lived. Unexpectedly, 
throughout July stocks recovered most of their gains, 
moreover, in the US the S&P 500 reached new record 
highs. One would pause to think why, how can such 
an event become so negligible whereas in the first 
few days it was duped as gigantic? We like to call it 
the QE trade, for years now as we have mentioned 
in past writings, the expansionary and exceptionally 
accommodative, that is not to say artificial, monetary 
policy performed by all major central banks, has 
allowed the markets to keep on rising despite strong 
headwinds. We had discussed in greater detail how 
this mechanism works in our June newsletter, which I 
invite you to enjoy reviewing.
 
Recap on the numbers, in the month of July the S&P 
500 rose by 3.56%, Eurostoxx by 4.4% and the UK 
index by 3.38%. The biggest movers were the British 
pound against all majors, more precisely losing 
8.7% versus the US dollar, whereas the Yen gained 
handsomely rising to 102 to the US dollar, an 8% 
move. 

Yields dropped to record lows, reaching 1.45% for 
the US ten year and minus 0.12% for the German ten 
year bund. Precious metals, particularly platinum and 
palladium rose 12 and 18 percent respectively. 
Oil came under pressure losing almost 15% in two 
months as tight supply worries eased. The US rig 
count rose for five weeks running, a possible deal with 
Nigerian militants and a strong commitment from 
Libya to ramp up production have all contributed to 
the price drop. 

An unprecedented experiment

We have no reference in modern economic history of 
central banks intervening in markets at the current 
scale: a widespread intervention across continents, 
buying bonds, purchasing other liquid assets and 
pushing rates into negative territory. Having said that, 
it is very challenging to understand or to estimate 
the potential consequences of such actions, however, 
we can take note of recent market behaviour that is 
contradicting to what we’ve seen in the past to help 
us draw conclusions. 
The most notable one is denoted in the chart above, 
where we clearly see post 2011 a growing divergence 
between yields on the 10 year US Government bond 
and the S&P 500. The gap has reached a level never 
seen before, and it keeps on widening. What this 
chart is implying is that as long as interest rates keep 
falling, stock prices will keep on rising and that is 
justifiable in many ways. One of which is investor’s 
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The QE trade
Top chart shows the spread between the S&P 500 and the US 10 year yield
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Investment Conclusion

The marginal reward for taking an additional unit 
of risk is unattractive in the prevailing market 
conditions, in the light of this, we are overweight 
cash and hold highly ranked credit in the debt 
structure. Our equity exposure remains underweight 

with a bias towards emerging markets, where in 
relative terms we see better value.  We also favour 
real assets, investments that can hold value in bad 
times such as precious metals and Real Estate. 
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requirement to earn return, as they get satisfied with 
less when risk free rates drop to abnormal levels. 
This negative correlation over such a long period of 
time, five years now, is a new observation, the trend 
is heading in one direction with occasional blips, 
insignificant in magnitude relative to the upside 
move we have seen. In the past, rising markets 
were associated with upswings in the business cycle, 
healthy growth accompanied by inflation, when all 
combined lead to rising interest rates, followed by a 
slowdown prompting rates to go lower again and so 
on… but nowadays this correlation is broken, Lower 
rates = higher stock prices, that is all we need to 
know.
The most impressive showcasing of the new theory 
can be seen in the way markets recovered post the 
Brexit, so quickly and sharply, equity indices erased 
losses and continued further to reach higher levels 
than Pre Brexit. The reason behind this move was 
again the same as it had been recently, in distressed 
scenarios markets expect strong action from central 
banks implying further easing and increased liquidity, 
leading to a swift recovery of asset prices.
We think that there is a dissociation between 
financial markets and economic fundamentals, GDP 

growth rates are anaemic, less than 1.5% in most 
economies, productivity is low, earnings below 2015 
and 2014 levels, yet valuations are higher. This is 
what we are calling, the QE trade, don’t go against 
the FED a wise man once said, as long as the music is 
playing you have to keep on dancing. 
History has taught us that extended irrational human 
behaviour, more often than not, ends up in tears. 
In which shape or form beckons the question, the 
price to pay for all this easing can be manifested in 
different ways, to name a few: The collapse of the 
bond bubble, the sell off the stock market, elevated 
levels of inflation, the dramatic depreciation of fiat 
money… time will only tell, we are not trying to 
predict any of these outcomes, nor the timing of an 
exogenous event, we are merely pondering the risk/
return equation, the most important one of all when 
making investment decisions. 
So what is the “cost” for this unprecedented 
experiment? The answer will be known in future, for 
now our job is to make sure we safeguard our clients’ 
interests and yield a positive return on investments, 
the asset allocation holds the key so does hedging 
positions to offset undesirable tail risks.
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