
The European Banking 
Authority will release 
results of stress tests on 
the last Friday of July 
(subsequent to this 
Outlook being written). 
Given concerns around 
undercapitalized banks 
burdened by large volumes 
of non-performing loans, 
especially in Italy, the 
report might spark some 
added volatility in financial 
markets.
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On the radar screen
1. 2. With the U.S. economy 

faring better than most, 
the potential for greater 
policy divergence is 
contributing to a 
renewed strengthening 
of the dollar versus both 
our primary trade 
partners and the other 
major currencies, 
threatening export 
growth and weighing on 
overseas generated 
income in the process.

3. 4.

Onward and upward. The vote by the British electorate in 
favor of withdrawing from the European Union (EU) sent 
shockwaves through financial markets. The Pound Sterling 
fell precipitously as results trickled in and equity markets 
around the world slid. But some of those declines were 
short-lived, with many indices recovering losses within just a 
few days. Within the U.S., the flagship S&P 500 Index 
achieved a new all-time high on July 11th, scarcely two 
weeks on the heels of Brexit.  

“If it's a Yes, we will say 'on we go,' and if it's a Now 
we will say 'we continue.”      

— Jean-Claude Juncker, then 
President of the European Council

Oil prices have retraced 
some of their gains 
from earlier in the year 
in recent weeks. With 
the active rig count 
having hit a similar 
inflection point and now 
rising even as 
inventories of both 
crude and refined 
products are elevated, 
further price declines 
are possible, as are 
knock-on effects in the 
high-yield bond market.

Perhaps investors have come to expect that political 
leadership in Brussels and London will successfully and 
swiftly craft an agreement that effectively leaves 
connections between the U.K. and Continental Europe 
intact (as if still in the Union) even while formally 
withdrawing? There is some precedent for sidestepping 
results of referendums in just such fashion. In 2005, 
French and Dutch voters strongly rejected a proposed EU 
constitution. In response, European technocrats and 
deal-makers crafted the Treaty of Lisbon that now serves 
the same role as would have the rejected Constitution. 
The Treaty was approved by all member states, this time 
without any popular referendums being held. 

We continue to monitor 
business activity and 
consumer confidence 
readings throughout 
Europe. So far, the 
damage appears largely 
contained within the U.K. 
itself, but the possibility of 
more extensive fallout 
remains a concern.

We are skeptical that pro-EU politicians will be similarly 
successful in vacating the impact of the Brexit 
referendum. A complex web of commercial and 
diplomatic relationships will need to be renegotiated in 
the years ahead, and the uncertainty that process 
engenders will most assuredly, swiftly, and adversely 
impact the British economy while simultaneously denting 
business activity in the rest of Europe to a lesser extent. 
The economic effects of Brexit are still difficult to discern 
today, but they should become more visible as the year 
wears on. 

So, why then the strong performance of equity markets? We 
can offer two explanations that together likely forms a large 
part of the answer. Firstly, the global economy in aggregate 
is still in reasonably healthy condition, with the U.S. in 
particular faring rather well. 
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The information and opinions contained herein are for general 
information use only. MainStay Investments does not guarantee their 
accuracy or completeness, nor does MainStay Investments assume any 
liability for any loss that may result from the reliance by any person 
upon any such information or opinions. Such information and opinions 
are as of the date of this report, are subject to change without notice, 
and are not intended as an offer or solicitation with respect to the 
purchase or sales of any security or as personalized investment advice. 
There can be no guarantee that any projection, forecast, or opinion in 
this material will be realized. 
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All investments are subject to market risk, including possible loss of 
principal. Stocks and bonds can decline due to adverse issuer, market, 
regulatory, or economic developments. High-yield securities carry 
higher risks and have speculative characteristics. Foreign securities can 
be subject to greater risks than U.S. investments, including currency 
fluctuations, less liquid trading markets, greater price volatility, political 
and economic instability, less publicly available information, and 
changes in tax or currency laws or monetary policy. These risks are 
likely to be greater for emerging markets than in developed markets. A 
bond’s prices are inversely affected by interest rates. The price will go 
up when interest rates fall and go down as interest rates rise. Bonds 
are subject to credit risk and interest rate risk.  

"However beautiful the strategy, you should occasionally look at the results." —  Winston Churchill

Jobs data—both the payroll report and new unemployment 
claims figures—have been spectacular; the housing market is 
strong; retail sales have been powering forward; leading 
indicators are up; and several of the regional Fed surveys have 
been comfortably better than expected. Add to that a 
disproportionate share of firms reporting quarterly earnings 
ahead of analyst expectations, and support for the bull story is 
self evident. 

Past performance is no guarantee of future results. 

And, all these years later we continue to struggle with 
the same slow growth and weak business investment 
those policies were intended to remediate. If insanity is 
defined as doing the same thing over and over again and 
expecting different results, as Albert Einstein was 
purportedly quoted as suggesting, then perhaps we 
should be questioning the mental competence of the 
world’s central bankers. 

Also a consideration is the role of inflation and bond yields. To 
the extent that Brexit compounds an already challenging 
growth environment, a “lower for longer” yield outlook is 
rational as monetary policymakers will remain on the defensive 
indefinitely. Provided future earnings aren’t substantially 
lowered, their discounted value today is greater given lower 
yields, arguing for a higher price multiple. 

The S&P 500 Index is designed to be a leading indicator of U.S. equities 
and is meant to reflect the risk/return characteristics of the large cap 
universe. Brexit is an abbreviation of "British exit," which refers to the 
June 23, 2016 referendum by British voters to exit the European Union. 
An alternative investment is one that is not one of the three traditional 
asset types: stocks, bonds, and cash. A zero-coupon perpetual bond is a 
debt security that doesn't pay interest (a coupon), is traded at a deep 
discount, and has no maturity date. Quantitative easing is an 
unconventional monetary policy in which a central bank purchases 
government securities or other securities from the market in order to 
lower interest rates and increase the money supply. Helicopter money 
has been proposed as an alternative to Quantitative Easing (QE) when 
interest rates are close to zero and the economy remains weak or enters 
recession. Economists have used the term 'helicopter money' to refer to 
two very different policies. 

Those arguments notwithstanding, we’ve been surprised by the 
complacency equity and credit investors have shown, and it is 
not something we share. Our posture has become rather 
defensive as we have flipped from being overweight equities to 
being underweight in the wake of Brexit, and we are trimming 
our exposure to lower quality bonds also. Our equity exposure 
is tilted toward the U.S. and favors small companies that service 
a primarily domestic audience. With yields as low as they are, 
we are reluctant to add aggressively to our bond portfolio, 
although we are net buyers, but we find ourselves holding more 
cash than is typically the case and we are investing in strategies 
that show relatively little sensitivity to traditional market factors 
(these strategies are often categorized as “alternatives”). 

We write this Outlook just before the Fed, the Bank of 
Japan, and the Bank of England all emerge from committee 
and announce their policy intentions. In the case of the 
Fed, it is widely expected that current policy will remain 
intact, whereas speculation holds that the other two banks 
are likely to engage in still more aggressive monetary 
accommodation, as the European Central Bank is apt to 
pursue when it next meets in September. In fact, the Bank 
of Japan is rumored to be evaluating policies of an even 
greater experimental and controversial nature: helicopter 
money (could take any number of forms but would most 
likely be accomplished through the issuance of zero coupon 
perpetual bonds that the Bank of Japan would immediately 
purchase—free money to pursue fiscal objectives).It seems 
somewhat odd that all these years later, “emergency” policy 
measures introduced in the depths of the Great Recession 
are not only still in place, but are indeed being expanded 
upon. 

An argument can be made that near-zero interest rates 
and quantitative easing may actually be exacerbating 
some of the problems they are designed to defeat. If the 
prescriptions of the past many years aren’t working, or 
are indeed making the situation worse, maybe it’s time 
to try something different? We can’t know when, but it 
seems inevitable that change will come eventually. In 
the interim, the appeal of gold and other stores of value 
is growing. 
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