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 The stock market traded in a relatively narrow range for most of the second quarter as an improving U.S. 

economy and softening interest rates continued to prop up prices near record levels. But in June, the market 

faced two unanticipated events that reminded investors that unforeseen events can prompt panicky market 

participants to head for the exits in rapid fashion. In early June the Department of Labor reported a sharp 

slowdown in job creation for the month of May, leading investors to the conclusion that economic growth was 

not as robust as many economists believed. While stock prices recovered from a brief dip, the price of gold rose 

sharply and Treasury bond yields drifted down to record low levels.  

 The second and bigger shoe to drop was the surprise result of the referendum vote in the United 

Kingdom (also known as “Brexit”) to leave the European Union. While the long term consequences of this vote 

are not clear, and will likely play out over a number of years, the immediate reaction was a sharp global sell-off 

in equity markets. That said, the markets functioned quite well during the decline (certainly in comparison to 

the financial crisis of 2008-2009). The sell-off was abrupt, yet short-lived. Stocks are now once again hovering 

near all time highs.  

 We were neither particularly surprised either by the swiftness of the sell-off, nor by the subsequent 

steady recovery. Equity valuations in the U.S. continue to hover at elevated levels and global interest rates are at 

record lows. Did you know that the Swiss Government is now offering 50 year bonds with a negative interest 

rate? Yes, you read that correctly. A long term Swiss bond investor must now pay the Swiss government for the 

privilege of lending them money for the next 50 years! Negative interest rates are becoming more prevalent 

across the globe. According to Bianco Research, $12.7 trillion of global sovereign debt (about 36% of total 

global sovereign debt) yielded less than zero on June 30. This anomaly illustrates why asset managers feel 

increasingly comfortable with the notion that equities are among the best alternatives for deploying cash.   

 

Brexit, Stage One 

 

 So what are the longer term consequences of the “Brexit” referendum vote and how should investors 

position themselves? One thing we learned immediately following the vote was that nearly all major central 

banks plan to maintain low interest rates, and in many cases, step up the pace of monetary easing. This creates a 

conundrum for investors, many who believe that there is a speculative bubble brewing in the bond market. 

Should the rate of inflation begin to edge higher, a sharp sell-off in fixed income securities would likely follow. 

This is one of the reasons why we are looking to buffer our client portfolios with hedges that historically 

outperform in an increasingly inflationary environment. It is interesting to note that while falling interest rates 

are a symptom of a weak economic environment, traditional inflation hedges such as gold and commodities 

have been among the best performers in the first half of this year.   

 Given the powerful deflationary forces of the aging populations in many industrialized countries, as well 

as the acceleration of the technology revolution, we do not view a sharp resurgence of inflation as a likely 

outcome anytime soon. But even a modest increase in the inflation rate could finally convince investors that 

they cannot continue lending money at current interest rates without suffering a loss of buying power. 

 Thus, we favor attractively priced stocks with the potential for earnings and dividend growth over the 

longer term. We believe valuations in many international markets are now more compelling than the domestic 

market. Despite the anemic growth and political strife in the E.U., we believe low valuations are already 

discounting that uncertainty. One exchange traded fund that pays a healthy dividend yield (about 3.5%), and is 

composed of attractively valued European stocks is the Vanguard FTSE Europe ETF (VGK $44.92). 
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