
 
 
 
 

 

 

19th November 2012  

Too quiet on the western front 
 
“SIR – I wonder whether you might have established some sort of record as the newspaper that 
most frequently tells its readers of its support for a smaller state whilst simultaneously endorsing 
candidates who espouse big government.” 
 
“SIR – Your endorsement of Mr Obama and his policies for a second term reminded me of Samuel 
Johnson’s aphorism, that getting married a second time represents the triumph of hope over 
experience.” 
 

- Letters to The Economist from Richard Thoburn of London and Hal Carroll of Hell, 
Michigan, respectively. 

 

The original ‘Phoney War’ took place following Britain and France’s declarations of war against 
Germany in 1939 and preceded the Battle of France in 1940 (which of course didn’t last very 
long). Wikipedia points out that Churchill called it ‘the Twilight War’ and others referred to it as 
‘der Sitzkrieg’ (the sitting war – a particularly off colour pun), ‘the Bore War’ and ‘drôle de guerre’ 
(the funny war). There were no significant land offensives. It was all just too quiet on the western 
front. 

Feels much like a phoney war at present. The central banks have been mobilising their printing 
presses resources for years. Bond markets and their attendant yields have been carpet bombed by 
monetary stimulus. Currencies have been forced into retreat. Equity markets have, until recently, 
been surfing on tides of easy money. And the citizenry of peripheral Europe have become 
economic refugees. But the dam has held. How long until it bursts ? 

In a recent piece (published November 1; may require subscription), my MoneyWeek colleague 
James Ferguson wrote that he was now fearful that QE had gone too far. 

“Both America and Britain now finally face genuine inflation risks. In the US, QE3 looks particularly 
inflationary now that US banks are lending again. That means US Treasuries are no longer a buy, 
and may even be at risk of collapse.” 

Meanwhile, closer to home 

“..growth from QE isn’t real growth. Instead, as [Mervyn] King himself warned, it risks inflation and 
currency collapse, neither of which have historically been good for gilts. Bonds pay out a fixed 
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coupon, so if inflation rises, the value of the unchanging coupon payments falls in real terms (that 
is, after inflation), so people sell bonds. 

“What’s worrying on this front is that the ten year benchmark gilt yield has been rising since the 
end of July. [Bond yields move inversely to their prices.] It has broken its prior two-year long 
downtrend. These are early signs that the long bull market in gilts may be over, unless the Bank of 
England scales back the rate at which it buys assets. But there’s little sign that this is going to 
happen. Many City economists expect a further round of QE before the end of the year.” 

10 year US Treasury yields, last two years 
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As James suggests, 

“Applying a powerful inflationary tool to a deflationary environment is one thing – but applying it 
to a perfectly normal one is likely to write a whole new chapter in The Law of Unintended 
Consequences handbook.” 

We have long made our own prejudices public: both US Treasuries and UK Gilts are accidents 
waiting to happen, so it is disheartening though not exactly surprising to see that UK pension 
funds, in their time-honoured fashion of being last to the party, are loaded up to the gunnels with 
them. We note that stock markets have come markedly off the boil over recent weeks, although 
attributing any specific reason or reasons for the sell-off would be, as usual, a fool’s errand. But 
there are certainly reasons not to be cheerful, whether they be the looming US fiscal cliff; the risk 
of a drift or spike higher in western government bond yields; rising Middle Eastern tensions; the 
ongoing Bataan Death March that is the euro zone debt crisis..  

Either way, a cold war feels like it could soon hot up. We will react by: doing precisely nothing. 
We have long been out of rubbish like Gilts, preferring instead to shelter in creditworthy 
sovereign and quasi-sovereign debt yielding a much more attractive 5% or so (and in some cases 
denominated in much harder currencies than sterling). We are maintaining purely defensive 
allocations to equities (i.e. not just is our allocation within overall portfolios to equities relatively 
modest, but the underlying equities are generally defensive, too: consumer staples; 
pharmaceuticals; tobacco..). We continue to tough out the storm afflicting systematic trend-
following funds (if history is any guide, any approximate rerun of 2008 should see managed futures 
funds doing an excellent job of capital preservation if not outright capital growth). And we have 
been well served by real assets, notably the monetary metals, gold and silver. Now praise God and 
pass the ammunition. 
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