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February 2016: After the January Scare, markets 
showed early signs of stabilizing this month with most 
indices finishing slightly negative to the exception of 
the Nikkei down 8.5% for the month. The S&P 500 
closed 0.41% lower, while the Eurostoxx suffered a 
heavier defeat finishing the month down 3.26%. The 
MSCI World and Emerging index closed the month 
lower 0.96% and 0.27% respectively. 

Despite the negative performance, the markets ended 
in much better shape than perhaps envisaged in the 
first two weeks of February; as we saw the S&P 500 
revisit the lows set in January and European markets 
getting hammered early on before recovering on the 
back of dovish comments from the Fed.

Government yields kept on tightening on both sides 
of the Atlantic with the US 10yr Benchmark at 1.73% 
and the 10yr German Bund at 0.11%. 

The Shining star in the grey February sky was the 
Gold gaining a healthy 10.77%.

A divergence in the market 

What the bond market usually indicates when 
yields are at such low levels is two things: Inflation 
expectations are non-existent maybe even negative, 
therefore the fed will not raise rates; or that a 
recession is coming and the next interest rate cycle is 
leaning towards monetary loosening.  

We have been living in a world where pressure on 
prices was limited, inflation running below 2% for 
the most part of 2015. Low oil and commodities 
played their part in helping central banks around 
the world maintain highly accommodative monetary 
policy without them running the risk of high 
inflation, but going forwards as the base CPI adjusts 
to current prices any rebound in commodities will be 
reflected in higher inflationary figures.

Is the period of low inflation destined to end? In 
February we saw a few key numbers tick up. Core 
PPI increased 0.4% Month on month while Core 
CPI 0.3% for the same comparative period, albeit 
more importantly 2.2% year on year above the fed’s 
threshold for raising rates. Supporting this data is the 
ever improving unemployment number which is now 
at 4.9% very close to the levels we saw Pre 2008 crisis 
of 4.4%, this in turn is putting pressure on wages 
that rose 2.5% year on year; What the Phillips curve 
has taught us is now becoming a concrete reality. 

Are we in a recession? At the present moment the 
economic indicators negate this theory and the 
financial markets aren’t telling us more as we remain 
above key technical levels supported by the rally 
from the February lows in equity markets that kept 
things in check. 

Hence we would like to base our investment 
recommendations on what we know for the time 
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Investment conclusion

The Central banks’ actions in Europe and Japan, in 
an era where markets are leading the US Fed led the 
gold to rally significantly this month. Negative rates 
which penalize cash holders prompted investors to 
shift into gold, a store of value. Coupled by market 
uncertainty it seems recommendable to allocate an 
overweight bias in the yellow metal in our strategic 
asset allocation. Gold should also benefit from a 
threat of inflation given its status of safe haven and 
a real asset.

In our February Newsletter we were overweight 
Bonds, we think it is time to take profits in that space 
particularly the high grade which has little room left 

to go. We now have a neutral bias in credit as rising 
inflation could prompt the Fed to keep their initial 
path of interest rate tightening.

We have made a case of risks of inflation this month 
which in turn might put pressure on fully valued bonds. 
Opportunities remain in selected names, we still like 
emerging markets, the big players in the energy 
sector and mining. Because of the credit widening 
we saw recently these sectors will outperform when 
an interest rate correction happens. 
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being, inflation could be creeping threat that is 
being ignored by investors, at least that’s what the 
bond market is pricing.  We will get to that later in 
our investment conclusion.

Where does the Fed stand at this point? Voices of 
criticism are starting to rise as the Fed scrambles to 
keep its monetary tightening path it had announced 
in December. It seems as though the central banks are 
being forced to act by the financial markets rather 
than them leading the way. In our chart on page 
one we show the 2 year yields moving up to 1.1% 
in December when the Fed raised rates by a quarter 
of a percentage point and said that four more hikes 
will likely follow this year. Less than two months 
later, after the equity markets corrected sharply in 

January and again in mid-February, the Fed reversed 
their initial intentions and went as far as discussing 
negative rates. Consequently, the yields crashed 
down to 0.58% before stabilizing around 0.8%. How 
did this happen? The Fed is clearly being dictated by 
market forces and are giving in to short movements 
in capital markets. Is the Fed short-sighted, or are the 
implication of rate hikes much bigger than we think? 
A Central bank’s mandate is to maintain growth 
and price stability in an economy, both of which are 
slow moving targets unlike the fast volatile markets 
of today. But it seems as though that times are 
changing, it is investor expectations that is driving 
the central bank policy and not the opposite.

We think the opportunity lies within this disparity.


