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Stock markets have started 2019 in excellent fashion, with most of the equity indices that we track genera�ng strong returns over the 
quarter. However, last week the dreaded ‘inverted yield curve’ raised its ugly head once again. You may recall from some of our pre-

vious missives that when US short-dated government bonds start to yield more than long-dated government bonds (an inverted yield

curve), this has historically been a precursor to recession in the US economy. It may well be different this �me around (as we argued 
at the �me) but this well-regarded technical factor is certainly worthy of considera�on because it has persisted into 2019.

An inverted yield curve has o�en been the precursor to recession in 
the US:

One thing that also points to a more cau�ous stance is the Federal 
Reserve indica�ng that they will step back from further interest 
rate rises in 2019, a�er a sustained period of rising rates, and 
promising to actually cut rates if we see growth slowing in the US

this year. Addi�onally, there are concerns about earnings growth 
slowing and that the US economy has reached full capacity. These

are all factors that require careful considera�on over months 
ahead.

What types of investment can investors use to protect themselves

against turbulent markets ahead? The topic of our overview this

month is ‘safe-havens’, both perceived and real. We consider the

characteris�cs of a safe-haven investment before examining the

assets that have historically been used in an a�empt to reduce risk 
in �mes of increased vola�lity, unfortunately not all of which have 
jus�fied their status.

Firstly, what are the iden�fiable characteris�cs of a safe-haven
investment?

Scarcity - a limited supply. Something that cannot be easily

replicated or created is o�en used as a store of value. This assumes 
that investors believe that an asset’s scarcity is a posi�ve (there is a 
limited supply of asbestos, but this does not make it valuable!).

Desirability - for which read ‘demand’. This is directly linked to

scarcity because investors have to want an asset. They have to

believe that its scarcity is a posi�ve a�ribute.

Liquidity - it needs to be easily bought and sold, at a price that can

be determined quickly and efficiently. There has to be ‘a market’ 
for it. Investors want to be able to sell their safe-haven investment

when they want to quickly jump back into the markets or other

risky assets and vice versa.

U�lity - it has to serve a purpose other than just being an

investment.

Durability - an investment has to ‘last’. In other words, it must be

able to display the above four characteris�cs in the longer-term, so

as to convince investors that they can hold it with the expecta�on 
that it will con�nue to be valuable months or years later.

If an investment can demonstrate all of these characteris�cs, then 
it is certainly a candidate for considera�on as a safe-haven
investment.

Secondly, what are the investments that are tradi�onally seen as 
safe-havens and is that percep�on jus�fied?

Gold – some investors like the concept of buying gold and holding

it to protect against the vola�lity of intangible risky assets such as 
stocks and shares. Gold has long been perceived as a safe-haven

and for many years was held by equity investors across the world

as a hedge against market decline. It certainly passes most of the

tests above. It is scarce, easily tradeable and durable. However,

gold’s desirability varies drama�cally and is o�en sensi�ve to the 
vagaries of economic growth. Ques�ons also have to be raised 
about gold’s u�lity, as over 60% of gold is used in coins and 
jewellery, important products but hardly necessi�es.

Whilst historically there was always seen to be an inverse

rela�onship between gold and equi�es, thus giving some credibility 
to the concept of holding gold as a safe-haven, that rela�onship 
has been much less pronounced of late, possibly due to variable

demand having a big impact on gold’s price.

Also, gold is priced in US dollars and so foreign investors are

exposed to currency fluctua�ons as well as the gold price.  The 
problem with this is that the value of US dollars does have a very

close ‘nega�ve correla�on’ with gold.

This is bad news for investors in other countries outside of the US

because the two net each other off, meaning that you could lose 
on the currency what you make on the asset.

Yield curve heads towards

being inverted again
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Gold usually rises when the US dollar falls:

Finally, it is o�en the case that gold prices will fall when interest 
rates rise and vice versa, as the real return from cash increases and

investors exit gold and replace it with cash and other assets.

The jury should therefore be out as to whether gold is a worthwhile

investment for providing protec�on in �mes of stress.

US Treasury Bills – US government bonds are seen as the ul�mate 
safe-haven. They �ck all of the boxes required to qualify, from 
desirability to u�lity, and they are seen as the ul�mate risk-
proofing investment. Guaranteed by the US government, investors 
fly into treasuries when markets are struggling, hoping to find 
stable returns and shelter from escala�ng equity-market vola�lity.

The problem for holders of Treasuries is that because they are fixed 
interest securi�es, their value tends to fall when interest rates are 
rising, and vice versa. This would be fine if equi�es always go up 
when interest rates rise and fall when interest rates fall (because

Treasuries would do the opposite and therefore would provide a

balance); however, equi�es don’t always behave in a linear fashion 
like this. Therefore, you could have an environment where interest

rates are rising aggressively, Treasuries are falling in value and

equi�es are also falling in value.  

The plus for owners of Treasuries is that when there is a short,

sharp shock to the markets, it is likely that investors will run for

cover in US government bonds regardless of interest rates.

However, �ming such a move is o�en incredibly difficult because 
markets can reverse very quickly, wrong-foo�ng the unprepared!

Interes�ngly there is also a proven correla�on between gold and 
US Treasuries as the following chart shows:

As US Treasuries fall in value, gold o�en goes up!  

This is an added complica�on for investors who invest into the two 
most favoured ‘safe-havens’ because the returns from one can

easily be cancelled out by the losses of the other!

Japanese Yen/Swiss Franc - another tradi�onal safe-haven
investment is currency. Typically, investors have “flown” to deep, 
liquid currencies in economies that are stable and with a good

“balance sheet”.

Yen - The Japanese Yen’s status as a safe-haven is a func�on of 
Japan’s strong current account surplus. Also, Japan has historically

had very low interest rates and so investors borrow Yen in order to

buy currencies and assets in another country where interest rates

are higher - this is known as ‘the carry trade’. In �mes of market 
stress, speculators tend to unwind their holdings in risky

investment overseas and pay back the loans that they have taken-

out in Yen. This therefore pushes up the value of the Yen in �mes 
of market turmoil.

Swiss Franc - the Swiss government is deemed incredibly stable and

Switzerland has a very strong financial system whilst maintaining a 
low infla�on rate.  The Swiss Na�onal Bank (central bank) is �ghtly 
controlled and is usually very predictable. As with Yen, investors

also like to use the Swiss Franc as a ‘carry-trade’ currency.

So far so good. However, perceived strengths can also prove to be

big weaknesses at the wrong moments. For instance, the �ght 
control that the Swiss Na�onal Bank has over money supply and 
exchange rates can prove very harmful if the market is taken by

surprise. By way of example, in 2015, the bank announced the

removal of a cap with the Euro which kept the exchange rate at a

maximum of 1.2 Swiss Francs to the Euro. The Euro crashed 28% as

a result – great news if you hold Francs but terrible if you are due

to repay Swiss franc loans having invested in Euro denominated

assets! Whilst this was a one-off, it highlights just how damaging a 
surprise can be when it comes from a usually predictable “rock”

such as the Swiss Central Bank. The move had nothing to do with

risk in the global economy and there was nothing investors could

do to predict such a move.

The best that can be said of currency as a safe-haven is that is does

s�ll work for protec�on against short-term bad news about the

global economy. However, the benefits of holding overseas 
currencies as a safe-haven on a longer-term basis are unclear and

should be treated with some cau�on. The inevitable reversal, when 
it comes, can catch out even the savviest of speculators and

investors should tread with care.

Defensive stocks - if investors are not worried about the outlook for

equi�es but wish to take a more defensive stance within the asset 
class, there are certain sectors that win favour as safe-havens.

These include Consumer Staples (milk, toothpaste, cigare�es, 
alcohol), Healthcare (pharmaceu�cals, care homes etc) and U�li�es 
(electricity, water, gas etc). Investors will switch out of growth

sectors such as technology to buy these sectors that they know are

essen�als for every day living. These sectors also tend to pay higher 
dividends and thus have a more certain return profile.

1st May 2019



Mountstone Partners Ltd is registered in England. Registered number 08076218. Authorised and regulated by the Financial Conduct Authority.

These sectors cover most, if not all, of the iden�fiable ‘safe-haven’
characteris�cs and it can be seen from the chart below that they do 
tend to protect in �mes of severe stress, such as the burs�ng of the 
tech bubble and the credit crunch:

Owning these investments can protect rela�ve to other equity 
investments but they won’t protect against a structural market sell-

off. In addi�on, the term “expensive defensives” has been coined 
because the popularity of such investments has made their short-

term values difficult to jus�fy.

Cash – cash only loses money in nominal terms if the bank that you

have exposure to fails. But banks can fail, such as Northern Rock at

the beginning of the Financial Crisis. In reality though, the UK

government have successfully proven that big high street banks are

‘too big to fail’ and even during the credit crunch, deposits were

protected and banks were bailed out, at great cost to the tax-

payer, but at no loss to consumers. Some smaller building socie�es 
are arguably more at risk as they are not deemed a structural risk

to the economy if they were to fail, but in any case, account

holders par�cipate in the UK’s depositor protec�on scheme up to a 
limit of £85,000 per parent bank.

With interest rates at ultra-low levels, returns from cash have been

low over the last ten years, and are unlikely to match infla�on. 
However, a major advantage of holding cash is the ability to put it

to work at a moment’s no�ce if the market condi�ons become 
more favourable. Cash can therefore be employed tac�cally as a 
short-term measure to avoid the risk of all other assets, including

those already men�oned above. Cash is the ul�mate sleep-at-night
asset but longer-term infla�on will erode value and so it is 
important to be aware that there is a cost to holding cash as an

asset-class. Professional investors have been holding higher cash

balances for clients over the last 6-12 months as signs have

appeared of slowing economic global growth. This is not a longer-

term solu�on, but it does provide security a�er a prolonged period 
of very posi�ve returns for other asset classes. Investors should not 
be afraid to pay a small ‘opportunity cost’ for holding some cash

whilst markets are vola�le. 

Safe-havens can work but they don’t all necessarily work at the

same �me and the �ming of when to move between them can 
o�en be incredibly challenging. There are pros and cons to each of 
the tradi�onally perceived ‘shelters’ and given the rapidly changing 
investment landscape, investors should be wary of judging the past

characteris�cs of such shelters as any certainty that they will 
always protect. Keeping it simple with a longer-term balanced

strategy is o�en be�er than a�emp�ng to make short-term trades

in assets that ought to provide protec�on but that will o�en not 
deliver. ‘Buyers should beware’.
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