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The bookmakers got it horribly wrong. With the final 
odds showing a near 85% likelihood of the U.K.        
remaining in the EU, the markets went into the June 
23rd vote confident that the status quo would prevail. 
Instead, before all the votes had been tallied it became 
obvious that the “Leave” campaign was going to 
emerge victorious. The British Pound Sterling fell 10%, 
European and Asian stocks crashed between 5% and 
15%, and the world awoke to the reality of a “Clear and 
Present Danger” of another Lehman moment.  
 
To be sure, the Brexit vote 
was not a vote on EU  
popularity. From Britain to 
France, Spain to the  
Netherlands, the EU is 
less popular than the U.S. 
Congress (11% approval 
rating). Those voting to 
remain in the EU were doing so out of a perceived   
self-preservation, not wanting to endure the economic  
uncertainty that would be created by leaving the group 
they have been a member of for 40 years. The EU is 
broken, and experiment with increasingly worse results 
as evidenced by the dismal economic performance of 
the group. The unelected bureaucrats in Brussels    
acceded too much power over sovereign nations and 
the Brexit vote is only the beginning of the            
comeuppance that is headed their way. 
 
As portfolio managers, we have to be concerned with 
both the immediate impact (more on last Friday’s     
results below) and the longer-term impact. As has been 
proven on many occasions, market’s hate uncertainty 
and the result of the Brexit vote guarantees uncertainly 
will remain elevated for the foreseeable future. There 
are two specific risks the market must now price in that 
have the potential to be even more disruptive than the 
crisis caused by Lehman’s collapse in 2008. 
 
First, political contagion could spread quickly. The 
Brexit vote has energized nationalistic or populist 
movements across Europe. While the Podemos was 
soundly defeated in the recent vote in Spain, the      
National Front led by Marine LePen in France is polling 
at twice the number of current President Hollande and 
ahead of former President Sarkozy. Similar movements 
like Alternative for Germany are gaining in political 
power with their primary platform being anti-EU. Calls 
for EU referendums have already been made in France 
and the Netherlands. A dismantling of the EU would 
almost certainly mean an end of the Euro with a     

massive impact for the global markets.  
 
The second risk that has to be priced into the markets 
today is what happens with Britain’s economy. The UK 
(5th largest economy in the world) is only around 2.5% 
of global GDP (closer to 4% on a trade-weighted basis) 
but we previously saw how the collapse of a much 
smaller country, Greece, could send global markets 
into panic mode. The EU is going to want to make the 
UK an example that it is economic suicide to leave the 

EU as a threat to other 
nation considering leaving. 
The rhetoric coming from 
EU leaders following the 
Brexit vote was consistent 
with this.  
 
Applying tariffs and quotas 
on British exports is a    

foolish strategy (all EU nations with each other sans 
tariffs and quotas) because the UK imports far more 
products than they export to EU nations. Last year 47% 
of British exports were sent to EU countries while the 
Brits imported 54% of goods and services from EU  
nations. In just the 1st quarter of this year, the UK    
imported more than 24B GBP’s than they exported. 
However, if the EU is intent on making an example of 
Britain as a warning to other countries, they may follow 
this path that would sink Britain into a deep and       
sustained recession. Many of the world’s largest banks 
call London home. Those banks are highly leveraged 
to the overheated property markets. Because of    
counter-party risks, all European banks could find 
themselves in both a solvency and liquidity crisis   
causing much greater instability than what occurred in 
2008.  
 
The Central Banks will coordinate a response and do 
everything in their power to maintain liquidity in the 
markets and minimize volatility. We expect the markets 
will recover much of the selloff that occurred in the   
immediate aftermath of the Brexit vote. The Fed Funds 
futures are currently pricing a 17% chance of an       
interest rate CUT at the Fed’s September meeting. 
Global investment assets will be looking for a safe   
haven and US stocks and Treasuries are at the top of 
that list. Our hedged equity indices survived the       
volatility quite well and remain solidly positive for the 
year. The need for effective risk management has   
never been higher than the historic times we are      
currently living through.  

. . . the world awoke to the       
reality of a Clear and Present      
Danger of another Lehman    

moment 
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 Some Good News 
 

 Labor Pains 

 
Yellen’s Congressional Testimony 

 

There is no shortage of mixed signals 
coming from the economic data.  Loan 
delinquencies falls on the more positive 
side of indicators on the health of     
consumer’s balance sheets.  The NY 
Federal Reserve chart below dates back 
to 2003, showing credit card debt,    
student loans, mortgages, and auto 
loans among other forms of consumer 
debt.  It is striking that credit card debt 
and mortgages have fallen dramatically, 

leading to an overall decline in consum-
er debt.   Although, student loans have 
risen since 2012, it appears the debt 
has stabilized.  A reduction in household 
debt coupled with appreciating home 
prices may be a  recipe for increased 
consumption and spending.  

 

In her most recent testimony to       
Congress, Fed Chair Janet Yellen     
hinted that any further increase in the 
Fed target rate might be delayed due to 
a slew of recent data, including weak 
productivity growth, a lack of inflation 
and slower employment gains. While 
she emphasized the favorable          
long-term prospects for the U.S.     
economy, current headwinds will likely 
mean a rate increase is off the table for 
July. And while she didn’t take a stand 
on Brexit, the vote of Britain to leave the 
EU will add another layer of uncertainty 
the Fed will have to consider. The Fed’s 
forecast for interest rate increases has 
consistently been above market       
expectations. As such the Fed’s      
credibility has come into greater     
question. 

 

 Consumer credit in the United States 
increased by $13.42 billion in April 
2016 following a downwardly revised 
$28.38 billion rise in March, way be-
low market expectations of a $18 bil-
lion gain.  (Federal Reserve) 

 Consumer Credit in the United States 
averaged $4.53 Billion from 1950 until 
2016, reaching an all time high of 
$115 Billion in December of 2010 and 
a record low of ($18) Billion in June of 
2009. (Federal Reserve) 

 Household debt relative to GDP has 
declined since the recession, but con-
tinues to remain above norms dating 
back to the post World War II econo-
my. (St Louis Federal Reserve) 

 As the chart to the right illustrates, 
the spread between the 2-year and 
10-year Treasury yield has been 
narrowing over the past year and 
now stands at roughly 90bps. His-
torically, a flat or inverted yield curve 
is a precursor to recession. This 
backdrop puts the Fed in a precari-
ous position to raise interest rates. 

 Fed language has been a mixed 
bag. In December, the last time the 
Fed raised rates in nearly a decade, 
the central bank’s messaging about 
the U.S. economy was more confi-
dent than the Fed’s latest testimony, 
which was more subdued and 
“uncertain”.  

The May unemployment report shocked 
the market badly missing expectations 
by only creating 38,000 jobs after more 
than 12 months averaging over 200,000 
new jobs. Many pundits and analysts 
point to the volatility in these monthly 
reports, sometimes revised by as much 
as 100,000 in the past, as reason to not 
be overly concerned about broader   
economic conditions. The data,        
however, suggests the May number is 
not an outlier but part of a larger trend. 
The Fed’s own index of Labor Market 
Conditions has been declining and is 
now solidly below zero. It has been well 
documented that labor productivity has 
been declining and corporate profit mar-
gins are being squeezed. It is possible 
the weakness is labor stems from cost 
cutting by firms.  

 The Fed’s Labor Market Index, a 
proprietary composite of 19 indica-
tors, has accelerated to the down-
side in recent months potentially 
confirming the weak May data for the 
new jobs created. 

 The current employment compo-
nents of both the ISM manufacturing 
and ISM services indices have 
shown deteriorating conditions in 
each of the last 2 monthly releases. 

 The combination of low productivity 
growth and rising unit labor cost is 
likely to hinder future growth in labor 
opportunities and slow current wage 
growth. 

Labor Market Index 
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The global market is actively looking for the safest place to 
keep both conservative and risky assets.  The United States 
maintains its role as the destination for the flight to safety or 
quality.  Much of the confidence in the U.S economy falls 
squarely on the Federal Reserve’s desire to serve as a back-
stop for a weak global economy, propping up both equities and 
fixed income.  James Bullard, President of the St Louis Fed, 
said he now favors just one interest-rate increase through 2018 
after changing his view of where the economy is headed.  The 
FOMC chart indicates a member’s opinion of where the Fed 
funds rate should be at the end of each year, contrasting   
opinions in March and June of 2016.  The Fed and global    
assets finding their way to the U.S. may serve as a salve for a 
slowing economic environment.  

Macro View – The Safe Haven  

 

The dollar jumped 2.61% on Friday as the global economy was 
in dire need of its security blanket. Possible contagion and 
headline risk will pressure the Euro lower, driving the dollar 
higher.  Global risk assets will also seek the dollar out as a 
safe haven, causing additional appreciation.  This likely in-
crease in value of the dollar will have an adverse effect on U.S. 
earnings and stock prices.   Factset produced estimates as of 
June 24th, the day of the Brexit news.  The Factset chart below 
shows the impact of a strengthening dollar.  The estimated 
earnings decline for the S&P 500 for Q2 2016 is -5.2%. For 
companies that generate more than 50% of sales inside the 
U.S., the estimated earnings decline is -2.8%. For companies 
that generate less than 50% of sales inside the U.S., the     
estimated earnings decline is -9.9%. 

 
 

Taking Stock – Dollar Strength is a Drag 

Investors requiring income from their portfolios have been in a 
quandary since the Great Recession when the Fed moved to 
rapidly lower interest rates. The yields on investment-grade 
bonds, especially AA or higher rated, have been at historic 
lows. The spread between the dividend yield on the S&P 500 
and the benchmark 10-year Treasury has widened with stocks 
now providing 50% more income than safe haven bonds. As 
investors desperate for yield look to non-traditional income 
sources they take on more risk, especially at a time the econo-
my might be slowing and recession risk rising. We are also 
watching spreads in the high yield space that are economically 
sensitive. A signal that debt service is becoming more burden-
some, interest coverage ratios are falling on non-investment 
grade debt for S&P 500 companies. Coverage has fallen from 
10.5X to 8X, worth keeping an eye on. 

 

Technical analysis typically focuses on changes in prices and 
moving averages but the same principles can be effective for 
identifying trends on metrics that can be market moving. Of 
the many fundamental factors we utilize for screening large 
numbers of equities, increasing free cash is one of the most 
important we track. Earnings can be easily manipulated by 
firms who report “operating results” utilizing aggressive reve-
nue or expense recognition. Free cash flow is much more 
difficult to fabricate and thus more reliable in our view. The 
chart that goes back 65 years with the dark line representing 
the long-term trend. As fewer companies are able to increase 
free cash flow, for stocks to move higher typically means P/E 
expansion needs to occur. Given that price-to-earnings are 
already at historically high levels, whether measured by tradi-
tional or CAPE, it seems unreasonable to expect expansion.  

Fixed Income – Stocks as the New Bonds? Technical – Getting Fundamentally Technical  
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Downside Protection Through Systematic Training 

Over the past few months, we’ve introduced the concept 
of risk budgeting whereby we construct portfolios based 
the volatility contribution of each asset rather than      
dollars. In this month’s report, we extend the concept of 
risk budgeting into a framework for managing downside 
risk using a method called constant proportion portfolio 
insurance, or CPPI. 
 
As we’ve articulated before, risk budgeting allocates  
capital by how much volatility each constituent           
contributes to the overall portfolio. As volatilities and   
correlations change over time, the weights in the portfolio 
are adjusted so that the risk contributions stay true to the 
desired risk budget. Our view is that using a risk        
budgeting framework can help mitigate the unintended         
consequences of overly concentrated portfolios, and   
potentially provide attractive compound rates of return 
over time. 
 
In some cases, clients might want to establish a        
maximum acceptable drawdown for their portfolios over 
a set time horizon. While this can be estimated using 

metrics like value at risk (VAR), there is an approach for 
managing drawdown directly by establishing a protective 
floor, and trading between a risky portfolio and cash. The 
effect is similar to maintaining a synthetic put option on 
the portfolio by using a trading algorithm. 
 
Fisher and Black (1987) developed the concept of CPPI 
whereby the investor takes an existing risky portfolio and 
establishes a maximum acceptable drawdown           
(e.g. -10%) over some set time horizon. At inception, the 
investor would place a portion of their assets into the 
risky portfolio and a portion into the cash account. Then, 
applying the CPPI construct, the mix between the risky 
portfolio and the cash account is adjusted based on the 
overall profit and loss (p/l) of the portfolio (i.e. risky  
bucket plus cash bucket). 
 
For example, assume a starting portfolio value of $1mm 
and a minimum acceptable drawdown of -10%. The   
protection floor would be set at $900k. At inception, the 
majority of assets are invested in the risky portfolio. If the 
p/l begins to decline, the CPPI framework will             
systematically increase the allocation to the cash        
account through a reduction in the risky portfolio.      
Likewise, if the p/l increases beyond the initial $1mm, the 
protection floor will “step up” to lock in prior cumulative 
gains. 
 

CPPI uses a multiplier effect to calibrate the allocation to 
the risky portfolio based on the difference between 1) the 
overall portfolio value, and 2) the protective floor. For  
example, if the portfolio value is $1mm and the protective 
floor is $900k, then the “gap” is $100k ($1mm - $900k). 
Using a multiplier of 9, the weight to the risky portfolio 
would be 90% (($100k x 9) / $1mm). The multiplier     
determines how quickly the portfolio trades between risk 
assets and cash (i.e. higher multipliers lead to higher 
turnover). 
 
The payoff of CPPI is similar to a put option on the risky 
portfolio. The downside is limited based on the floor. The 
upside is truncated by the foregone returns of holding 
cash. If the total account value hits the floor, then the 
portfolio is “stopped out” and 100% invested in cash.  
Under this scenario, the CPPI feature has satisfied the 
downside protection limit (i.e. the benefit of the hedge), 
but there is no longer upside participation in the returns 
of the risky portfolio (i.e. the cost of the hedge). At the 
end of the time horizon, the investor’s allocation will be 
some mix to the risky portfolio (i.e. 0% - 100%) and cash.  

 
CPPI can be useful for investors who need to manage to 
a maximum loss exposure, but still desire some ability to 
participate in any increases in the risky portfolio. Unlike 
options, CPPI protection can be held indefinitely and 
does not require a rolling outlay of premiums (which   
become costly when volatility rises).   
 
The implementation of CPPI does require that the       
underlying positions have sufficient liquidity (i.e.          
securities must be priced frequently to determine overall 
p/l). In particular, CPPI strategies using exchange-traded
-funds (ETFs) can be implemented fairly efficiently, given 
the narrow spreads and reasonable expense ratios of 
many heavily traded ETFs. Clients should also consider 
the tax implications of CPPI. In trending markets (up or 
down) the CPPI strategy will move in and out of the risky 
portfolio, which can generate short-term capital gains (or 
losses). 
 
In short, CPPI manages the portfolio in terms of how  
clients generally think about risk – loss of capital. As with 
any trading strategy, CPPI has its benefits and costs. 
The benefit is a stop loss feature based on the client’s      
minimum acceptable drawdown; the cost is the           
performance drag of holding cash. Ultimately, the       
investor must decide if the benefits of the CPPI structure 
outweigh the costs.  

Clint Pekrul, CFA  
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Did You Know? 

The world looks much different following the 
U.K. vote to leave the EU. There was hope, 
based on recent trends, that the Eurozone was 
experiencing a resurgence of growth and that 
emerging markets were showing signs of     

putting a bottom in place. All of that dramatically 
changed on June 23rd. 
 
While most of the forecasts on the impact on the future 
of Britain and Europe from Brexit are nothing more than 
speculation, one thing seems guaranteed: uncertainty 
will remain high. Knowing markets despise uncertainty, 
I see value in trades that involve perceived safe        
havens. 
 
Given the spread between 10-year German Bunds  
trading at slightly negative yields and 10-year US 
Treasuries at 1.60%, I would start there. Pension funds 
and insurance companies across the world are in need 
of high quality assets with positive yields to match     
future liabilities. As global yields fall, the duration of 
fixed liabilities grow even faster. I believe we will see 10
-year yields at 1% and 30-year at 1.5%. 
 
Long duration municipal bonds with strong credit quality 
also continue to look attractive in this environment. 
Gold, which at one point rallied 5% in the day following 
the Brexit vote, is also regarded as a safe haven asset 
that I expect will trade higher over the next 6-12 
months. It is certainly possible U.S. stocks move higher 
but I would be hard pressed to see compelling value. 
 
 

Short-term I still think long-term Treasuries 
are a source of return (price appreciation, not 
income), simply because risk off assets will 
seek the safety of Treasuries amid the equity 
volatility that will stem from the Brexit vote. 
Longer-term, however, investors should have 

a plan to scale back duration if rates begin to move 
higher. We could see a continued run in gold in the   
latter half of this year. Gold could be perceived as a 
safe haven asset (similar to Treasuries). In 2011, the 
last time we had a meaningful disruption from the euro 
zone, gold performed very well (GLD rose over 20%). 

Another potential asset class that could deliver          
attractive returns is high yield bonds. They are         
generally less volatile than dividend paying stocks and 
REITs, but deliver attractive income (on a relative     
basis). Corporate balance sheets in general are plush 
with cash, which makes interest coverage ratios fairly 
attractive. While defaults are likely from the energy  
sector as companies will be unable to refinance, energy 
prices have seemed to stabilize somewhat. Currently, 
the yield on high yield is roughly 600 bps, or about 
twice that of U.S. dividend stocks and REITs. 

 

 

 
 

The only thing scarier than Central Banks    
experimenting with unproven monetary       
policies is derivatives. These financial        
contracts, where the counter parties are often 
not even known, have notional values many 

times the global equity market cap. While corporate  
balance sheets are healthier than back in 2008, the 
amount of total leverage in the financial markets is 
much higher.  
 
Just two banks, JP Morgan and Deutsche Bank, have 
$100 trillion in derivative exposure between them. 
Makes you wonder about “too big to fail?” There is no 
way to know what may trigger a default that starts a 
chain of events that brings the markets to its knees. 
 
There are less esoteric worries that are worth          
mentioning. We do not know what is going to happen 
when a recession starts with interest rates near 0% or 
even negative. Concepts like helicopter money can be 
discussed in textbooks or debated among policy      
makers but there is no way to have any confidence they 
will work as proposed.  
 
The recent rise in C&I loan delinquencies suggests 
profits are falling and companies are struggling meet 
debt service commitments. The correlation in the past 
between recessions and higher delinquencies is strong. 
It is critical to watch for any hint the economy could shift 
from slow growth to negative growth as the next        
recession will likely be extremely unkind to equity      
investors.  
 

 
With the surprised exit of Britain from the 
European Union, I think everyone is        
obviously a bit more cautious now. It’s 
somewhat similar to 2011 when the        
concern was sovereign defaults. Markets in 
Europe did much worse that year than     

equity markets in the U.S. Now, we’ve got to contend 
with the disruptions of Britain’s exit and the possibility 
that other countries might want to follow. But             
remember, back in 2011 investors could “hide-out” in 
U.S. equities and the Fed was in the middle of QE.   
Today, we don’t have that same backdrop, so the      
impact of what happens in Europe might be felt more 
broadly here in the U.S. over the short to intermediate 
term. 

On a macro level, our interest rate environment should 
be very concerning. I think 10 year U.S. Treasury yields 
could touch 100bps (or lower). As the only game in 
town, risk-off assets will seek the safety of Treasuries 
and the yield curve could flatten even more. Yield   
seeking investors might not be able to stomach the   
volatility of dividend oriented equities, leaving them with 
precious few options for income. 
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What keeps you up at night? Q: Q: Where do you see value? 
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Fixed Income 

 

 

 

 

Equity 

 A global ‘risk-off’ trade is playing out in the 
fixed income market with a flight to safety 
or anything remotely considered a safe  
haven as the place to position portfolios. 

 
 Any summer rate hike from the Fed is  

likely gone after the Brexit vote, it seems 
very likely the next Fed move will be to 
loosen monetary policy whether through a 
rate cut or new asset purchases. 

 
 The 2/10 spread on U.S. Treasuries is 

alarmingly low and could be signaling a 
pending recession which would benefit 
fixed income with long durations and high 
credit quality. 

 
 The allocation to Treasuries and            

Inflation-Protected securities will rise as a 
result of the uncertainty created by Britain 
voting to leave the EU. 

 
 The market’s reaction to the Brexit vote 

was immediate and severe and          
negatively impacted virtually every equity 
market and sector. 

 
 The U.S. dollar is currently surging 

against the Pound Sterling and the Euro 
and will likely impact earnings in the 2nd 
half of 2016 making multi-national     
companies far less attractive. 

 
 Cash will soon be increased in the      

portfolio to offset expected future        
volatility and expected economic      
slowdown as a result of the uncertainty 
surrounding the U.K. leaving the EU. 

 
 Financial and Insurance sectors continue 

to be unattractive as yields are likely    
going lower putting more pressure on 
their earnings and raising questions 
about counter party risk with European 
banks. 
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