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END OF AN ERA?

M

ost investors tend to focus
on the current business
cycle or the next possible
downturn, few think in

terms of eras.

The current era began with the collapse of
Bretton Woods and its replacement with a
fiat currency system that provided
policymakers with enormous latitude in
setting policy and accumulating debt. The
growing imbalance created by numerous
attempts to mitigate the downside of the
business cycle is leading to recurrent
crises. The most severe began nearly ten
year ago and is still unfolding, with the
emerging markets its latest epicentre.
While there is little disagreement on how
the crisis has developed, there is a big split
on what it means or what happens next.

Some believe this is a banking crisis that
has largely been addressed and, in time,
the system will revert to equilibrium.
The opposing view is that this is largely
an insolvency problem resulting from an
excess of supply relative to demand
combined with a mountain of debt
collateralised with overinflated assets.
Disinflation, weak capex, and currency
wars are just symptoms of this broader
malaise.

emerging markets in varying states of
crisis). All that has been done is buy time,
but even that comes with the collateral
damage of distorted asset prices and
ever more debt.

True reform is difficult, so instead
policymakers have been experimenting
with how far they can push monetary
policy. But monetary policy is not well
suited to dealing with the problems that
we currently confront (for all of central
bankers’ efforts we still have anaemic
growth in the developed world and

The most charitable explanation for the
actions of policymakers is that they have
been guilty of reacting to outmoded
models. The goal of any interest rate
cut is to stimulate demand. The working
assumption of policymakers is that
lower interest rates act as an incentive to
consumption and a disincentive to savings.

This is adapted from the white paper “End of the cycle or end of an era”. CLICK HERE to view.
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There is a popular saying that if you want
to get out of a hole, you should first stop
digging. Monetary policy is providing the
shovels for the global economy to carry
on digging an ever deeper hole.

and in a fiat currency system policymakers
will eventually succeed in creating it.
In such an environment the best thing
you can do is try to identify assets that will
perform reasonably well regardless of the
future course of policy and its impact on
growth and inflation rather than try to
maximise return in the shorter term.
Ideally such an asset should possess
two key characteristics: good cash flow
visibility and stability. That tends to lead
to hard assets, buy and maintain strategies
or absolute return approaches.
While demographics, debt accumulation
and globalisation were all supportive
of growth in the 1980s and 1990s,
those tailwinds have reversed and are
increasingly headwinds. This is an
interlocking problem with no easy way
out. There are steps that can be taken that
would help. Reform of the social contract
between generations is clearly needed.
Productivity also needs to increase though
this is proving very difficult to achieve in
the developed world.
The challenges we currently confront are
profound and intractable and it seems
likely that we are approaching the end
of an era. A new monetary order will
eventually emerge but it is still difficult to
discern its outlines. In academic circles
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Robert Louis Stevenson wrote: “Sooner or
later everyone sits down to a banquet of
consequences.” That moment is coming.

Figure 2: …but savings rates remain high

2.0

2007

Swedish banks’ net interest margins (%)

Figure 1: Bank profitability damaged by NIRP…
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Even if it this may take longer than hoped
for, inflation is a monetary phenomenon

These range from relatively modest
evolution, for example using the IMF’s
special drawing rights as an anchor for
exchange rates, to radical proposals such
as an end to fractional reserve banking.
One thing seems to be certain; the
new order will arise only after another
significant crisis as the political system
seems incapable of implementing true
reforms without it.

2006

It is possible that the ultimate goal is to
generate enough inflation to act as a
wealth transfer between generations and
from savers to borrowers. This may well be
the democratically acceptable way of
defaulting on debt. But it may prove more
difficult to create inflation in the current
environment.

there are already debates around what
form this will take.

2004

We are reaching the limits of monetary
policy. In all likelihood interest rates will
head further into negative territory. When
that fails, the probable conclusion will be a
fiscal expansion that is likely to be
monetised. The mindset shift towards such
an outcome has become more established
in academic circles and another crisis will
quickly spread it to policymakers.

The challenges we
currently confront are
profound and intractable
and it seems likely that
we are approaching the
end of an era

2002

Unfortunately, this relationship seems to
have broken down (Figures 1 and 2). This
may be partly a function of demographics
and partly psychology. In the aftermath of
the Great Depression, regardless of the
interest rate, people refused to spend.
They were so worried about another
downturn that they rebuilt their savings.
John Maynard Keynes became a Keynesian
when he realised that monetary policy was
not sufficient to stimulate demand under
these conditions.

Source: Datastream and Insight, as of 31 January 2016.
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Eye on value
ALEX VEROUDE
HEAD OF CREDIT AT
INSIGHT INVESTMENT

As markets react to the ECB’s
corporate bond purchases,
investors can take advantage.

I

n January, credit markets endured
the sharpest sell-off since the start
of the eurozone debt crisis in 2011.
In February, credit markets
rebounded with the sharpest recovery
since the end of the eurozone debt crisis
in 2012. This was volatile even by the
standards of recent history (Figure 1).
The recovery was due almost entirely
to a wave of support from global central
banks. For credit, perhaps the most
significant factor was the European’s
Central Bank’s (ECB) announcement that it
will include corporate bond purchases in
its quantitative easing programme.
The introduction of guaranteed demand
from such a large buyer has had two clear
effects. The first was a wave of demand
for credit in response to this support.
The second has been for issuers to take
advantage of this demand by issuing in
large volumes. The US market (which is not
even eligible for the ECB’s programme)
1
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Bloomberg, May 2016.

saw around $200bn issued in May, making
it the busiest month since at least 20141.
Illustrating the effect of this demand is the
fact that most of these new issues have
performed well in the secondary market.
According to Bloomberg, 94% of all euro
corporate deals issued from the start of
the year to the end of April tightened
post-issue. Although this performance was
slightly more mixed in May, it has provided
a number of opportunities for investors to
purchase new issues and swiftly take
profits on them if desired.
Although this is indicative of positive
market sentiment, history tells us this
could be temporary. The programme
follows the ECB’s earlier covered bond
and asset-backed security (ABS) initiatives.
One important lesson from these
programmes is that market strength
tended to fizzle out once the ECB’s
purchases actually commenced.

Another lesson of previous programmes is
that they had a nuanced effect on eligible
and non-eligible assets. For example, when
the ECB’s ABS programme was announced
in 2014, it led to a swift rally in securities
eligible for the programme. This initially left
some ineligible securities looking cheap by
comparison, particularly as their
fundamental risks were unchanged.
This has been borne out to an extent this
time around. In many cases BBB eurodenominated corporates started to look
expensive during the spring, making
attractive relative value opportunities
worth seeking out.

Exploiting the ‘Brexit premium’
One of these potential relative value
opportunities was a direct result of
uncertainty surrounding the UK
referendum on EU membership. Unlike
euro and US dollar indices, BBB-rated
sterling credit delivered negative excess
returns over the first quarter of the year2.
This left certain UK credit assets looking
relatively cheap and this helped them
perform better in April and May.
Outside of mainstream credit markets,
European ABS also displays a ‘Brexit
premium’. ABS lagged February’s rally
in credit and Brexit concerns are a key
reason. As such, high quality parts of
the ABS market offer value that may
look compelling.

This is perhaps clearer when considering
the fundamental risks. If the UK were to
leave the EU, do we expect prime real
estate residents to stop paying their
mortgages or car loans? It would be
highly unlikely.
Even in the event that a ‘leave’ vote sparks
a harsh economic slowdown in the UK,
we would not expect high quality UK
investments such as prime residential
mortgage-backed securities (RMBS) to
struggle to pay investors as promised.
According to our analysis, the most senior
UK RMBS deals offer sufficient security to
withstand losses 56 times worse than
those sustained during the worst UK
housing crisis in memory.
Investors were reminded of this potential
robustness last November, when a high
profile deal worth £11bn, mostly backed
by mortgages underwritten by the
beleaguered UK institution Northern Rock
(before its nationalisation in 2008) was
redeemed early and in full.
During the height of the financial crisis, the
deal’s BBB securities briefly traded at less
than 10% of par, despite this eventual
redemption. In April this year, many of the
loans were re-packaged by a new owner
into a £6bn RMBS transaction – the largest
European ABS deal we have seen since the
financial crisis.

European ABS displays
a ‘Brexit premium’.
As such, high quality
parts of the market
offer value…
This is not to say that the outcome of the
Brexit vote will not impact pricing. In the
event of a ‘remain’ vote, we expect a
sharp recovery in UK ABS. A ‘leave’ vote,
however, could spark further (unjustified
in our view) sentiment-driven weakness
in the short term. The upside is that this
could signal the most attractive absolute
value opportunity in European ABS
since the height of the financial crisis.
A discerning strategy may keep some cash
available in case such an opportunity
presents itself.
The ECB begins its programme before
the traditional fixed income summer lull
and may be particularly active before the
holidays commence. As such credit looks
well supported for now. After this, the
outlook is less clear, and so caution is
warranted. Political events alone such as
the Brexit vote, the Spanish election and
the US political campaign line the horizon
with event risks. Paying keen attention to
value across global markets will be
important.

Figure 1: Where now for credit?
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Source: Bank of America Merrill Lynch, 31 May 2016. 2 Bank of America Merrill Lynch, May 2016.
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Currency crosswinds
PAUL LAMBERT
HEAD OF CURRENCY AT
INSIGHT INVESTMENT

While monetary policy certainly
has a further role to play in
addressing the economic woes
that we face, its efficiency has
deteriorated.

S

ince the global financial crisis,
central bank policy has been
driving markets. Yet the
institutional arrangement of
independent central banks addresses
yesterday’s problem of too much inflation;
the impact of this operational focus is
being felt across markets today.
Currencies are clearly affected by the
policies that central banks employ to
deal with today’s economic challenges,
albeit in some rather unanticipated ways.
Markets have long recognised that central
banks have the willingness and ability to
act to limit inflation via monetary policy
tightening regardless of the election cycle
– their independence instils credibility.
Now, faced with today’s problem of
very low inflation, central banks have
responded with aggressive “conventional”
interest rate cuts coupled with
“unconventional” quantitative easing (QE)
in order to stimulate rising prices.
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The credibility of independent central
banks was certainly an advantage when
attempting to reduce inflation, but may
be a hindrance in trying to boost inflation.
Consumers are likely to bring purchases
forward only if they believe the central
bank has a bias for higher inflation
stemming from short-term growth.
The market is arguably more likely to
believe this from a politician who has an
election cycle to worry about, rather than
a central bank that must consider the
consequences of a recession later and
attempt to keep inflation under control
over the long-term.

Dollar resurgence?
Ultimately, central banks respond to
economics. While monetary policy
certainly has a further role to play in
addressing the economic woes that we
face, its efficiency has deteriorated given
rates have crossed the zero bound in many
regions and, in some cases, entered

negative territory. It has also created
unusual consequences as we enter into a
possible twin-speed recovery.
Economic data from the US has recently
been firmer than its main trading partners,
having suffered a setback over the first
quarter. It seems policy divergence is once
again back on the agenda and dollar
strength is likely to prove to be an
increasingly important theme over the
year ahead while the rest of the world is
beset by economic headwinds.
The potential schism in economic paths
has created unusual currency reactions
over the first half of 2016 and these could
well continue. When the Bank of Japan
(BoJ) implemented a surprise negative rate
policy at the end of January, conventional
logic suggests that it should trigger a
depreciation in the yen. Yet, the
unconventional nature of the policy in
already febrile markets concerned
investors. Consequently, a flight-to-safety
ensued and the yen traded up against
the dollar.
The US dollar fell further over the quarter
in the wake of less convincing economic
data. A lack of action from the Japanese
central bank only served to strengthen
the yen, particularly as markets expected
measures akin to those implemented by
the European Central Bank in the quarter,

including further quantitative easing. It is
evident that these central bank activities
are having a less direct impact on the yen
and euro than they would have in the past,
when low inflation was not the issue.
At the beginning of May, interest-rate
markets were barely pricing in one hike
this year in the US. Better economic
numbers and comments from the Federal
Reserve suggested that raising interest
rates this summer would be ‘appropriate’
so long as economic data held up.
Consequently, the dollar trimmed some of
its earlier declines. There were even
suggestions the central bank was still open
to raising interest rates two or three times
this year – a much quicker pace than many
expected, although these have since been
scaled back.
Naturally, a rising dollar will put pressure
on commodities and currencies that are
underpinned by them. Questions remain
about where we are in the commodity
cycle and whether the lows tested in the
first quarter represent its nadir. On one
hand, the authorities in China stepped
back from further stimulus, negatively
impacting commodities where there are
concerns about oversupply, particularly
iron ore. On the other hand, oil has been
supported by supply cuts and currencies
that trade in line with crude should
receive support.

While the Fed is
currently expected to
hike rates this summer,
any stumble will
produce strong counter
trends and the narrative
will change once again.

Over the first half of 2016 we established
long dollar positions when the currency
dipped and took profits as it rebounded.
We believe that markets expectations have
since been reset and we are likely to see
trading in ranges punctuated by
breakouts. In short, while the Fed is
currently expected to hike rates this
summer in response to stronger data,
any stumble will produce strong counter
trends and the narrative will change once
again. Given this unstable equilibrium, and
also the understanding that central banks
will act independently of market reaction,
caution is the order of the day.

Figure 1: Yen and euro versus the dollar year-to-date
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Re-examining EM opportunities
ROBERT SIMPSON
PORTFOLIO MANAGER,
FIXED INCOME

There are pockets of the
emerging market that are
capable of providing attractive
total returns, yet they are
being overlooked owing
to misconceptions.

E

mpirical evidence and rigorous
analysis has long been the
cornerstone of measuring
investment risk. The influence
of risk perception, however, should not
be underestimated. Many investors
continue to overlook the risks associated
with developed market bonds, at the
expense of potential opportunities in
emerging markets (EM).
Financial markets in the developed world
have been distorted by the effects of
ultra-loose policy. The long-term impact
of this period of policy experimentation is
yet to be seen. There have been more than
600 rate cuts since the global financial
crisis and some policy rates have slipped
into negative territory. The Bank of Japan
became the latest central bank to move
policy rates below zero, following in the
footsteps of the European Central Bank
(ECB), and central banks in Sweden,
Switzerland and Denmark. Against this
backdrop, the value of sovereign debt
yielding below zero currently stands at
around $10trn.
The effectiveness of negative interest rate
policy for financial markets is yet to be seen.
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Much of the developed world remains
mired in a low-growth, low-inflation
environment. These unconventional policies
have resulted in the creation of asset
bubbles and moved some developed
market assets to valuations that lack any
real compensation for the risks they carry.

Bond binge
The low-rate environment has sparked a
period of record debt issuance and a run
of mega deals as corporates rush to lock
in low borrowing costs. Activity has been
fanned further ahead by the ECB’s debut in
June as a buyer of non-bank corporate debt
and enticed US-based companies to issue a
stream of euro-denominated deals that
have accounted for around a fifth of euro
debt sales so far in 2016.
The pool of corporate bonds with negative
yields has also swelled to around $900bn,
according to JPMorgan, as companies such
as Nestle, Royal Dutch Shell and EDF have
seen their bonds trade in negative territory
on the secondary market. Corporates
issuing bonds with negative coupons is set
to be the next chapter in this story. Unilever
and Sanofi have recently flirted with this
prospect. Despite this, there has been a

clamour for developed market investment
grade debt as investors have been
prepared to tolerate low yields/coupons
given cash holdings are costing them far
more in the current environment.

the sheer scale of indebtedness both at the
corporate and sovereign level in the
developed world.

Perception at odds with reality
An extra risk premium is embedded in EM
assets compared to developed markets
owing to investors’ perception. There are
pockets of the market that are capable of
providing attractive total returns, yet they
are overlooked. A discerning and nimble
investor is best placed to spot the
opportunities as they arise and take
advantage of them.

Still, as a result of low and sub-zero
yielding debt in regions such as Japan and
the eurozone, many investors are being
forced to buy riskier bonds with lower
ratings, or longer-dated bonds in an
attempt to generate a return. The growing
issuance of long-dated debt at ultra-low
yields is pushing up the duration – a
measure of interest-rate sensitivity – of the
overall market to a record high, reflected
by the duration on the Barclays global
aggregate bond index. Governments are
following suit. Belgium issued a rare
100-year bond, becoming the second
European country to tap investors with
100-year paper this year. Investors
accepted a coupon of 2.3% a year until
2116 for the new Belgian debt, which is
backed by an economy with a public debt
to GDP ratio of 107%. Deals similar to these
could signal investors’ expectations for
a resurgence in growth and inflation
are fading.

For example, Qatar sold $9bn of Eurobonds
in May, its first sovereign debt sale in four
years and the largest bond issue from the
Middle East on record. Moody’s Investors
Service rates Qatar Aa2, the third-highest
investment grade, yet the bonds were
issued at a wider spread versus Walgreens
Boots Alliance, a developed world Baa2
corporate.
Investors tend to regard EM as a
homogenous asset class rather than a
diverse opportunity set. Sentiment is often
shaped by developments and news flow
from a handful of markets. This broad
brush approach results in missed
opportunities.

In hoovering up debt at low yields and at
ever increasing maturities, investors are
opening themselves up to interest rate risk
– without being adequately compensated
for it – and are effectively taking a
long-term view that the credit worthiness
of companies and governments will remain
stable. The default rate environment is
benign, but that could abruptly turn given

Sub asset classes in EM encompass a
broad swathe of issuers across a range of
countries and include investment grade
sovereign and corporate issuers, which
can be denominated in local and hard
currencies, as well as sub-investment
grade names.

Investors tend to regard
EM as a homogenous
asset class rather than a
diverse opportunity set.
This broad brush
approach results in
missed opportunities.
EM economies, currencies and corporates
do not respond uniformly to the same
drivers. Emerging countries that are at
different stages of economic and interest
rate cycles respond to challenges and
opportunities differently. When viewed in
this way, emerging markets present a
differentiated offering with the potential to
capture opportunities across external and
local debt, as well as currencies on a
tactical and strategic basis.
Three significant headwinds for EM assets
have abated of late. The dollar rally has
paused, there has been a bounce in
commodity prices and an apparent
stabilisation of China with stronger growth
and a slowdown in foreign currency
reserve selling. Longer-term drivers also
remain in place as EM countries continue
on the path of pushing through
fundamental reforms. Investors may start
to question whether they are being
adequately compensated for the risks they
are exposed to in developed markets at the
expense of missed opportunities in the
emerging world.

Figure 1: EM markets are diverse and offer attractive yields relative to the developed world
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Dissonant messages from
equities and bonds
ANDREW CAWKER
HEAD OF SPECIALIST EQUITIES

Equity markets remain sensitive
to growth and macro factors,
and technical factors are also
having an impact. This means
equity and bond markets are
issuing different signals about
global trends.

W

e remain in an
environment of very low
growth and low inflation.
Against that background
markets have proved extremely sensitive
to small changes to the growth outlook,
central bank policy changes and other
macro factors such as the oil price.

themes. It has been a complicated picture,
with surprise central bank action,
commodity price rises and contradictory
news flow from China resulting in some
counterintuitive market and share price
moves. It has been all the more difficult for
active managers to outperform, whether
they are long/short or long-only strategies.

This growth sensitivity has been
exacerbated by the structure of market
participation. Regulation has forced
investment banks to limit market making,
while growth in high frequency algorithmic
and momentum-following strategies,
among other factors, have left markets
more prone to sudden gyrations or
rotations in performance trends. At times
price moves can appear disconnected
from underlying stock fundamentals as
active investors reduce risk exposure in
the face of macro uncertainty or outflows.

Since January, the weak US dollar (USD) led
to a rotation away from well-established
trends. USD weakness fed through to
rallies in commodities, which in turn led to
strength in emerging markets. Pro-cyclical
stocks, in particular, have rallied hard.

Performance within markets since the
beginning of 2016 has reflected these
10 // Q1 2016

If we were viewing the equity market in
isolation, the logical conclusion would be
either that global growth prospects have
suddenly improved or a resurgence of
inflation was in the offing. A weak USD,
and sharply rallying emerging markets and
commodity prices, give the impression of
an inflationary backdrop.

However, bond markets have barely
reacted – yields have fallen at longer
maturities, and implied levels of inflation
have barely moved, although bond market
signals are themselves distorted by the
chase for yield as large sections of
developed bond markets move into
negative yield territory. Our inclination
is that the bond market is right, and any
equity market moves that anticipate a
marked acceleration in global growth and
sustained pick-up in inflation will be
short-lived.
We have witnessed a period of very low
equity market volatility, but high levels of
macro uncertainty with large moves in
many currencies, commodities and bond
markets. A weak USD has been helpful to
emerging markets and to the Chinese
economy in the short term. Nonetheless,
while currency reserve outflows have
slowed, there is increased concern around
debt levels, and potential impairments.
This simply illustrates the degree to which
policy makers are boxed in – while
weakening the USD takes the pressure off
emerging market currencies, growth and
stability concerns in the emerging markets
remain. Again, equity markets have been
telling a different story, with all things
emerging market-related performing well
through the rotation.

Actively managed funds have adjusted
positions and reduced exposure in
response to market risks and uncertainties,
and also to investor outflows. These
position adjustments, broadly unrelated to
stock-specific fundamentals, have
exacerbated currency and commodityrelated share price moves this year.
Long-running positions in consumer stocks
and defensives have been trimmed while
established underweights and shorts in
inflation-sensitive parts of the market have
been reduced. This has led to the rotation
from growth to value and the recent
rollover in momentum, which has lasted
longer than the rotation in late September
and early October last year.

We do not see anything
that unusual in recent
price moves: for now,
they seem to be
temporary reversals
in a longer-term trend.

Like other active managers, the trends
year-to-date have led to some negative
performance in our portfolios. But we do
not see anything that unusual in recent
price moves: for now, they seem to be
temporary reversals in a longer-term
trend. At the margin we have reduced
some industrial short positions linked to
the commodities food chain, reflecting our
conviction that now is the time to minimise
losses and preserve capital.

Another macro factor complicating the
picture is the impending vote on the UK’s
membership of the European Union. The
polls are evenly split, but the bookmakers
favour a “remain” outcome. For many
actively managed funds, the only real
protection from the investment impact of a
potential “leave” outcome is to reduce
gross exposure or active position sizes and
to wait for the event to pass.

If our view that the underlying global
environment remains one of weak growth
and subdued inflation is correct, we would
expect the rotation we have seen to
unwind as share prices re-focus on those
fundamentals. In that scenario the
positions in place should start to improve
and we would look to dynamically increase
either these or other positions.

Against this background we have spent
considerable time trying to minimise
exposure to macro factors through tighter
hedging and reduced gross exposure in
our long/short equity strategies.

Figure 1: Popular shorts in the equity markets spiked as investors unwound their positions
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Three arrows, four years
NEIL WALKER
PORTFOLIO MANAGER,
MULTI-ASSET STRATEGY GROUP
AT INSIGHT INVESTMENT

Many consider that the true
success of Abe’s plans
ultimately rest on structural
policies aimed at boosting
growth and unlocking the full
potential of Japan’s economy.

S

hortly after taking office in
December 2012, Japanese
prime minister Shinzo Abe,
announced plans for an
aggressive set of policies incorporating
fiscal expansion, monetary easing, and
structural reform – collectively known as the
“three arrows” – to rouse Japan’s economy
out of a chronic deflationary funk. Given the
sobriquet “Abenomics”, the plan aimed to
boost domestic demand, stimulate growth
and raise inflation. In the four years that
have elapsed, the “arrows” have been
fired with varying degrees of success.
Two of the arrows were fired early and
emphatically. A hefty fiscal stimulus,
focusing on critical infrastructure projects
such as bridges and earthquake-resistant
roads, provided the economy with an
early boost in 2013. This was followed
by additional spending packages in April
and December 2014. Monetary policy
initiatives also started in earnest in
2013. The Bank of Japan (BoJ) began
an aggressive quantitative easing

12 // Q1 2016

programme. It began by buying long-term
government bonds to inject liquidity into
the real economy and the scale and
variety of purchases expanded in October
2014. The effect of monetary easing
caused a sharp fall in the value of the yen,
helping Japanese exports to become
more competitive in the process.
Many consider that the true success of
Abe’s plans ultimately rest on structural
policies aimed at boosting growth and
unlocking the full potential of the country
by lowering cultural barriers to productivity,
such as female participation in the
workforce. To date these reforms have
been disappointing, although there has
been some progress with regards to
corporate change. For example,
independent representation on boards
has encouraged companies to return
cash to shareholders.
We hold long dividend futures positions
that are tied to fundamental improvements
in corporate behaviour that should see

Japanese dividend pay-out levels approach
those of other developed markets.
Furthermore, we have taken advantage
of recent volatility to construct options
positions that aim to benefit from these
reforms at favourable prices.

Damned if you do
Following years of keeping interest rates
at the lower end of the positive range, the
BoJ surprised markets by pushing interest
rates below zero at the end of January.
Data suggested that the economy was
faltering and so the intention was to
reduce real interest rates with the goal of
stimulating consumption and investment.
The bank said the rate would be cut further
into negative territory if it deems it to
be necessary.
In the normal course of events, monetary
easing should simultaneously boost
equities and trigger a fall in the yen relative
to other currencies. Yet sentiment was
fragile following a US rate hike in
December and concerns surrounding the
strength of China’s economy weighed on
investor’s thoughts. The announcement of
unconventional negative interest rates by
the BoJ added to the prevailing unease as
investors sensed a degree of monetary
desperation. A flight to traditional safe
havens – including the yen – ensued as
risk-aversion escalated. Over the course of
February, the currency strengthened, with
the trade-weighted index up around 6%.
This was clearly not what the BoJ had
hoped for.

Damned if you don’t
Subsequent indicators throughout the
first quarter highlighted ongoing weakness
in Japan’s economy. Financial markets
therefore expected further measures at
the BoJ’s meeting towards the end of
March. Rumours circulated that a Targeted
Longer-Term Financing Operation, similar
to that implemented by the European
Central Bank (ECB), would be announced,
given that the utility of negative rates to
stimulate credit demand remain unclear. It
was a considerable surprise that no new
policy measures were announced at all. At
the same time, an unexpected slowdown in
the US economy diminished the likelihood
of a rate rise by the Federal Reserve,
leading the yen to trend still higher against
the dollar. This time, policy inaction proved
to be decisive.
With rate expectations now reset, we
expect major currency crosses to trade
within ranges. Given the potential
crosswinds affecting the yen, we have
no great conviction on the medium-term
direction of the currency and hence have
no outright position.

Shot needed soon
The economic data released over the
last few weeks suggest that the Japanese
authorities will have to announce further
policy adjustments. The administration
simply has too much invested in attempts
to boost growth and inflation to give up
now. Measures that are not related to rates
seem most likely given the adverse reaction
experienced in terms of currency impact

The economic data
released over the last few
weeks suggest that the
Japanese authorities will
have to announce further
policy adjustments.
The administration simply
has too much invested in
attempts to boost growth
and inflation to give
up now.
this year. The government may choose
to employ fiscal measures in the form
of targeted infrastructure spending.
Alternately, the BoJ might engage in more
accommodative monetary policy to foster
lending along the lines of the recent
initiatives implemented by the ECB.
The portfolio continues to hold yield
curve-flattening positions that have proved
additive over this year and should perform
well in different scenarios. The effect of
quantitative easing should continue to
suppress long-term yields as the BoJ
continues its bond purchase programme.
Alternatively, should Japan experience
further deflationary effects, then long-term
inflation expectations would come down,
again resulting in a flatter yield curve.

Figure 1: Yen trade-weighted exchange rate index
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Source: Thomson Reuters and Insight Investment as at 29 April 2016.

Q1 2016 // 13

The long and the short view: Absolute Insight positions across asset classes
Position

EQUITIES

UK
Europe ex UK
North America
Japan
Pacific ex-Japan
Emerging Markets

CREDIT

Government
Investment Grade CDS
Investment Grade ABS
Investment Grade Cash
High yield CDS
High yield ABS
High yield Cash

CURRENCY

US dollar
Euro
Yen
British pound
Swiss franc
EM currencies

EMERGING MARKET DEBT

Asset

Latin America
Emerging Asia
CEE
MEA
External govt debt ($)
Local sovereign debt
EM corporates($)
Local EM corporates
EM FX

SHORT -50%

LONG +50%

NEUTRAL

For illustrative purposes only, as at 31 May 2015. Positions shown are both long and short (not net, with the exception of EM FX). Positions held in actual portfolios may
be materially different. Portfolio holdings are subject to change at any time without notice, are for information purposes only and should not be construed as investment
recommendations.

FIND OUT MORE
European Business Development
europe@insightinvestment.com
+44 20 7321 1928

www.insightinvestment.com/de/

@InsightInvestIM

www.xing.com/companies/
insightinvestment

company/insight-investment

This is a marketing document intended for professional clients only and should not be made available to or relied upon by retail clients. Unless otherwise stated, the source of
information is Insight Investment. Any forecasts or opinions are Insight Investment’s own at the date of this document (or as otherwise specified) and may change. Material in this
publication is for general information only and is not advice, proper advice (in accordance with the UK Pensions Act 1995), investment advice or recommendation of any purchase
or sale of any security. It should not be regarded as a guarantee of future performance. The value of investments and any income from them will fluctuate and is not guaranteed
(this may partly be due to exchange rate changes) and investors may not get back the amount invested. Past performance is not a guide to future performance. This document
must not be used for the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which such offer or solicitation is unlawful or otherwise not permitted.
This document should not be amended or forwarded to a third party without consent from Insight Investment. Issued by Insight Investment Management (Global) Limited.
Registered in England and Wales. Registered office 160 Queen Victoria Street, London EC4V 4LA; registered number 00827982. Insight Investment Management (Global) Limited
is authorised and regulated by the Financial Conduct Authority.
12383-05-16

