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Place your bets 

 

“Investing in Treasuries at their currently artificially depressed yields is playing with fire. It is one of 

the wonderful ironies of the English language that the word “taper” not only means to “gradually 

withdraw” but is also a noun used to describe a long, thin candle or a long, waxed wick used to 

light candles or fires. Perhaps the Princeton economics professor was playing with the market in 

more ways than people realize when he used that term to describe his future policy moves.”   

 

- Michael E. Lewitt, in John Mauldin’s ‘Outside the Box’. Hat-tip to Espirito Santo’s Marcus 

Ashworth. If this isn’t a team effort, I don’t know what is. 

 

 

“These results have been achieved through the most perilous financial era of a lifetime. 

Throughout this period we have followed our objective of protecting your capital. The price has 

been, as I have referred to in previous statements to you, modest underperformance as we 

refused to put all your capital at risk when the economies of many areas, notably in Europe, have 

experienced moments of near collapse, and when political events in the Middle East and beyond 

have been so threatening.. 

 

“Sacrificing growth in value to ensure against danger has been an uncomfortable process. But 

necessary. We have not abandoned the overall caution which the world economy, in my view, still 
demands.. Defensive hedges cost us money last year, as did our historically profitable gold 

positions..” 

 

- Lord Rothschild, 6th March 2013, in the Chairman’s statement to shareholders of RIT 

Capital Partners plc, Company report and accounts. 

 

 

Two frustrations are paramount as we watch the evolution of the financial markets today. One 

is the facile but obsessive coverage of apparent “forward guidance” by central bank spokespeople. 

This confirms the extent to which markets have become hostages to monetary stimulus, and 

hopes – or fears – of more, or less, of the same. This also makes sensible investing on the basis of 

what used to be called “fundamentals” more or less impossible, at least in the short term. The 

second is the seemingly widespread belief that the world economy is enjoying some form of 

recovery, which would then validate the ongoing melt-up in the prices of risk assets, and notably 

stocks. Note that these two influences are not unconnected; the ‘confidence’ generated by central 

bank policy pledges, with or without the subsequent liquidity gifts, drives markets higher, allowing 

those who still believe financial markets as discounting mechanisms are capable of pricing in 
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nascent future developments not yet fully visible, such as an economic recovery, to see evidence 

of the recovery not otherwise apparent in real world data. It is all a hopelessly confused and 

confusing mess. 

There is a significant risk, in other words, that many investors will interpret rising (equity) markets 

as a signal that all is well, that the financial crisis is over, and as a result will overconfidently 

commit capital to markets when the risks to capital are demonstrably higher than they seemed 

when the financial world seemed to be coming to an end in early 2009. To put it another way, 

assuming no fundamental change in the prevailing economic circumstances, would you rather own 

stocks when they are cheap, or when they are expensive ? 

S&P 500 Equity Index, 1994 to 2013 

 

The chart of US equity markets tells a story, of sorts. On the two previous occasions that the S&P 

500 flirted with the 1600 level, it subsequently lost half of its value. We are now at new highs. 

Admittedly, market technicians would suggest that new highs are bullish. But they weren’t notably 

bullish in early 2000 or late 2007, in terms of how history played out. Perhaps this time will be 

different. Asset allocation consultants Smithers & Co suggest that on a CAPE basis (namely using 

the Cyclically Adjusted Price / Earnings Ratio, or the market price divided by a longer term 

average of earnings), the US equity market is currently 66% overvalued. Time will tell. 

To us this debate is somewhat academic, in that we don’t own “the US market” and we hold very 

few US stocks, and none at all in our core model. But we reserve the right to discuss the largest 

stock market by capitalisation in the world, and whether investors gleefully chasing returns there 

today are likely (or not) to undergo a somewhat religious experience if the bottom falls out of that 

market. We do, however, own very promising stocks on highly attractive valuations. In addition to 
those we can identify in the UK and Europe (read: Switzerland), there are those deep value 

Graham and Dodd-style companies identified by Greg Fisher in the Halley Asian Prosperity Fund, 

which focuses on Asian domestic consumer-focused businesses throughout Asia, and which is not 



constrained by the limitations (at both a country and company level) of the large cap indices that 

most fund managers tend to follow. Most holdings in the fund have no debt but rather healthy 

levels of cash on the balance sheet. The fund’s dividend yield stands at 4.3%, but with a price / 

book of just 1. Unlike most of his peer group, most of the fund’s local currency exposures are 

kept unhedged, thus offering the potential for currency appreciation versus the likes of the sickly 

pound. As of 12th July, expressed in US$, the fund’s returns for the year to date (and those of 

relevant comparators) are as follows: 

Halley Asian Prosperity Fund:  + 23% 

MSCI:     - 7% 

MSCI Asia Pacific incl. Japan:  + 4% 

Arisaig Asian Consumer Fund: + 2% 

UBS Asian Consumer Fund:  + 3%. 

(Performance figures courtesy Bloomberg LLP) 

This continues to strike us as the most compelling equity opportunity currently available anywhere 

in the world, given that it comfortably meets our prevailing requirement for defensive value as well 

as the potential for attractive income and capital growth. 

And if there are risks inherent in the US stock market at current valuations, there is no obvious 

absence of risks in US Treasury bonds.  

10 year US Treasury yields, last 12 months 

 

More to the point, the chart above, of benchmark Treasury bond yields, shows just how risky the 

world’s “risk-free rate” has actually been this past three months, given that bond yields and bond 



prices move in opposite directions. Nudging 1.6% as recently as early May this year, 10 year yields 

were a full percentage point higher just two months later, as investors agonised over the 

implications of that pesky Fed tapering (or not). US Treasuries may well be technically oversold in 

the short term, but it looks increasingly as if the US bond rally of the last 30 years – which has 

surely had a meaningful impact on equity market prices along the way – is showing its age. Again, 

of somewhat academic interest to us, given that instead we hold objectively more creditworthy 

bonds (a national debt amounting to $16 trillion is somehow “risk free” ?) yielding a more 

meaningful 5.5% on average – the sort of cushion in bond spreads that equates to Ben Graham’s 

“margin of safety”. 

As longstanding readers and clients will recognise, we supplement our equity and bond positions 

with diversifying holdings in the form of trend-following funds and real assets, notably (like RIT 

Capital Partners) gold. So in summary, we hate Treasuries and as a result don’t own them. We 

hate general valuations in the US equity market and as a result don’t own US equities either. We 

do like explicit value wherever we can find it. Happily, whilst rare, it does exist. In the meantime 

we can sit on the sidelines and patiently bide our time while the inevitable correction (as opposed 

to wholly illusory economic recovery) gathers steam. 
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