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Government securities are the default safe haven in times of heightened risk aversion. But 

what happens when Government finances are the cause of the tension? Where are the safe 

havens then? We offer some thoughts inside … and more! 

In a marked softening of the IMF�s former tone, its chief economist Olivier Blanchard, speaking in 

Tokyo, earnestly pronounced that the prudent policy maker should now be “ready to adjust the 

[budget] targets” if achieving those targets becomes too painful. Is the bitter medicine of the 

IMF�s hitherto unshakable orthodoxy, once deemed cathartic to emerging market victims of 

economic calamity past, too bitter a pill for more sensitive Western palates?  

A harrowing BBC report suggests Greece is Balkanising once more. We are reminded that its 

civil war only ended in 1949 and that harsh austerity is reopening deep social wounds. Yet 

Spain�s civil war ended only a few years earlier, and a generation ago it was a fascist military 

dictatorship. Couldn�t it go the same way if subject to the same stress?  

Thus Nobel Prize winning clever clogs Paul Krugman says austerity is “fundamentally mad” and 

all reasonable people agree with his diagnosis, it seems. Spain looks set to finally benefit from 

the ECB�s printing press with only token conditionality. And poor Greece, close to being cut 

loose earlier in the year, is once more nestling in the warm bosom of the Teutonic embrace � 

well � it�s being given more time, at least, to pretend it is able to repay the unrepayable .... 

The rest of the watching world has learned the lesson too. BoE governor King, with a nudge and 

a wink in the direction of the UK chancellor, says missing debt targets is fine “so long as there is 

an excuse”. Meanwhile, Ben Bernanke urges Congress to “you know, work together to find a 

solution” to the looming �fiscal cliff�. The grim reaper of fiscal austerity has been banished, it 

seems. Market relief is palpable.  

But is it any different from the relief felt by a chronic alcoholic reaching for the booze once again, 

convincing himself he�ll give it up tomorrow? The fundamental issue of balance sheet 

unsustainability has not been addressed. The need to delever remains. Albert and I have always 

felt that inflation would ultimately prove to be the path of least political resistance, and these 

events have confirmed that assessment. Deflationary deleveraging is politically non-viable, 

leaving inflationary deleveraging as the only remaining option, as far as I can see. Economists the 

world over seem very confident that such inflation can be generated in a controlled and non-

disruptive fashion. There is a first time for everything, I suppose. But I�m very sceptical. I wrote a 

few weeks ago that I feared a Great Disorder and that I remain bullish on �safe havens�. But what 

exactly are suitable safe havens for such a circumstance? 
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Generally, and especially over the last decade, government bonds have been the safe haven. 

�Risk-on risk-off� might be the catchy nomenclature du jour, but the fact is that government 

bonds have generally benefitted from their safe haven status throughout the past decade. The 

following chart shows that status reflected in the negative correlation between Treasuries and 

the S&P500 over this period.  

Negative Treasury/S&P500 correlation (3y rolling correlation of monthly changes) 

Source: SG Cross Asset Research 

Historically speaking, these last ten years are an outlier. Over time, what�s good for the 

currency and for government finances (bonds) should be good for the rest of the economy 

(equities) and vice versa. The correlation should be positive. Indeed, the following chart shows 

that the correlation generally has been positive, averaging +0.2 between 1875 and 2002, but 

-0.3 since 2002 (for the whole period, the average was +0.15).  

It�s worth pondering this for a few moments. To help, I�ve arbitrarily separated the sample into 

three periods. The period from 1875 to 1970 saw a number of monetary regimes, each 

involving a peg to gold in a progressively less robust way. Yet overall inflation expectations 

were stable during this period. Bonds were reliable safe havens. The correlation would briefly 

turn negative during recessions or depressions as bond prices rose during stock market 

declines, but the overriding correlation between them was positive.  

S&P500/Treasury correlation through macro regimes (3y rolling correlation of monthly changes) 

Source: SG Cross Asset Research 
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Things changed following the collapse of the Bretton Woods regime in 1971 and the 

embracing of an explicitly unanchored currency. In the 1970s, although the correlation 

weakened during stock market declines as it had done previously, it didn�t turn negative. In 

other words, government bond prices no longer rose during stock market declines, they just 

didn�t fall by as much. Moreover, the overall correlation was positive. What was bad for bonds 

was bad for equities too. Government securities consequently lost their safe haven status 

because they were highly vulnerable to the prominent macro risk of the day, inflation  

In the 1980s and 1990s the inflation dynamic was reversed. As �order� was restored, inflation 

was brought under control and a spectacular bull market in bonds ensued. What was now 

very good for bonds was even better for stocks. Again, therefore, the correlation was strongly 

positive overall. It would fall during equity market declines but it never went negative because 

both the bond and equity bull markets were so powerful and the equity drawdowns so short-

lived that the three-year correlation never had a chance to go negative (even in the year of the 

1987 crash, stocks finished the year higher than they started it). Ultimately, the bond bull 

market helped to inflate equities to the unprecedented valuation bubble witnessed at the turn 

of the century. When that bubble burst, the correlation turned negative, and has remained 

there ever since. This is Albert�s �Ice Age�. 

This little exercise gives us an appreciation of how unusual it is for the bond-equity correlation 

to be negative for any period of time, i.e. for a macro regime to be good for bonds but bad for 

equities over any medium to long-run period. It�s interesting to think about what sort of regime 

that is too. I think one possibility has to do with the unwinding of extreme valuations, which 

has certainly been the story in equity markets over the past decade. It has also been a huge 

part of Japan�s story. There, the bond-equity correlation also turned, and stayed, negative 

following the even more extreme equity overvaluation reached in the late 1980s. There is 

much food for thought here. 

Topix/JGB correlation through macro regimes (3y rolling correlation of monthly changes) 

Source: SG Cross Asset Research 

Our second observation is what constitutes the �safe haven� changes over time. It�s important 
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the day? In the 1970s, bonds were no place to seek refuge from the inflation and so the safe 

haven mantle passed to gold (see following chart). This is one reason I remain a gold bull.  

Gold was the safe haven from ‘risk’ in the 1970s (3y rolling correlation of monthly % gold and 
S&P500 changes) 

Source: SG Cross Asset Research 

But the eurozone threw up other interesting examples. Before the crisis, Spanish investors, for 

example, would normally have considered their sovereign bonds a safe haven on �risk-off� 

days. But that stopped working when their sovereigns became the source of risk rather than a 

shelter from it. Bunds undoubtedly caught some of that safe haven bid, but did the very high 

quality, zero debt, local-champion-made-good retailer Inditex catch a similar bid too? 

Inditex as a safe haven from the Spanish sovereign storm 

Source: SG Cross Asset Research 

A similar picture emerges with the standard quality equity names in countries afflicted by the 

eurozone sovereign crisis. For example, Hellenic Bottling (Greece), Luxoticca (Italy) and Kerry 

Group (Ireland) all followed a similar pattern, outperforming their domestic equity indices and 

performing the safe haven role vacated by their government bonds (see below).  
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Hellenic Bottling as a safe haven from Greece’s sovereign bust

Source: SG Cross Asset Research 

Luxottica as a safe haven from the Italian sovereign storm 

Source: SG Cross Asset Research 

We see the same effect more generally when we look at Quality Income equities through the 

same lens. The following chart shows how the relative performance of the SG Quality Income 

Index relative to the MSCI World has moved with confidence in Italy�s government. 

Quality Income equities as a safe haven

Source: SG Cross Asset Research 
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So besides gold, another candidate for safe haven status in the event government bonds 

become unreliable in that department are equity securities in high quality and robust 

businesses. I therefore remain very bullish of these too. In recent months, some of you have 

voiced concern that the time might not be right to buy such names because they have 

become very overvalued. The following chart suggests otherwise. It compares the forward PE 

ratios on Quality Income equities (shown here using the SGQI) with those of the overall 

market. While the overall market is arguably attractively priced (certainly more attractively 

priced than it has been for some time), the SGQI is priced in line with its historical average. 

That implies that expected returns from here should be consistent with its long-run average 

return, which has been around 6-7%.  

That�s hardly a once in a lifetime return, but for now, and for a potential safe haven I find it 

quite attractive because it comes with an embedded robustness. Suppose I�m all wrong in my 

fears. Suppose that we go all Japanese and the next decades are low-growth muddle-

throughs. A 6-7% return isn�t a bad prospect at all. But now suppose I am right, and 

government bonds cease acting as safe havens. Owning such equities implies owning the 

new safe havens (especially if the rest of the portfolio is made up of cash and gold). So we�re 

on high ground with this strategy, and have a degree of robustness to the reality that we just 

don�t know what the future holds. That doesn�t guarantee survival from the worst case 

scenario, but it gives a better chance. 

Valuation of the SGQI compared to the MSCI World (1y forward PE ratios) 

Source: SG Cross Asset Research 
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information hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or fitness for a particular 
purpose with respect to any of this information. Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any 
third party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan 
Stanley Capital International and the MSCI indexes are service marks of MSCI and its affiliates or such similar language as may be 
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Inditex, Kerry. 

 

FOR DISCLOSURES PERTAINING TO COMPENDIUM REPORTS OR RECOMMENDATIONS OR ESTIMATES MADE ON SECURITIES 
OTHER THAN THE PRIMARY SUBJECT OF THIS RESEARCH REPORT, PLEASE VISIT OUR GLOBAL RESEARCH DISCLOSURE 
WEBSITE AT http://www.sgresearch.com/compliance.rha  or call +1 (212).278.6000 in the U.S. 

 

The analyst(s) responsible for preparing this report receive compensation that is based on various factors including SG�s total revenues, a 

portion of which are generated by investment banking activities. 
 

Non-U.S. Analyst Disclosure:  The name(s) of any non-U.S. analysts who contributed to this report and their SG legal entity are listed below.  

U.S. analysts are employed by SG Americas Securities LLC.  The non-U.S. analysts are not registered/qualified with FINRA, may not be 

associated persons of SGAS and may not be subject to the FINRA restrictions on communications with a subject company, public 

appearances and trading securities held in the research analyst(s)� account(s): Dylan Grice, Société Générale London 
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does, from time to time,  act as a principal trader in  equities or debt securities that may be referred to in this report and may hold equity or 
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the price of such securities or financial instruments, and investors in securities such as ADRs effectively assume this risk.  SG does not provide 

any tax advice.  Past performance is not necessarily a guide to future performance.   Estimates of future performance are based on 

assumptions that may not be realized.  Investments in general, and derivatives in particular, involve numerous risks, including, among others, 

market, counterparty default and liquidity risk.   Trading in options involves additional risks and is not suitable for all investors.  An option may 

become worthless by its expiration date, as it is a depreciating asset.  Option ownership could result in significant loss or gain, especially for 

options of unhedged positions. Prior to buying or selling an option, investors must review the "Characteristics and Risks of Standardized 
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