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To QE or not QE? Buy inverse to hedge ECB’s indecision efficiently
Summary


Unconventional stimulus talk by the ECB feeds sentiment in risk assets and safe havens
anew. The speculation may drive equities, bonds and commodities to move in lockstep.



High correlations across asset classes should persist, undermining the ability of diversified
portfolios to reduce volatility and hedge downside risk.



Short ETPs offer investors the inverse exposure to the underlying, enabling efficient tactical
and strategic allocations as a means to protecting capital.



Investors who share this sentiment may consider the following Boost ETPs
(www.boostetp.com/products):

Short equities:
1.
2.
3.
4.
5.

1.0

Short equities:

Boost FTSE 100 3x Short Daily ETP (3UKS)
Boost FTSE 100 2x Short Daily ETP (2UKS)
Boost FTSE 100 1x Short Daily ETP (SUK1)
Boost FTSE 250 1x Short Daily ETP (1MCS)
Boost FTSE MIB 3x Short Daily ETP (3ITS)

6.
7.
8.
9.
10.

Boost US Large Cap 3x Short Daily ETP (3USS)
Boost NASDAQ 100 3x Short Daily ETP (QQQS)
Boost TOPIX 1x Short Daily ETP (1JAS)
Boost ShortDAX 3x Short Daily ETP (3DES)
Boost EURO STOXX 50 3x Short Daily ETP (3EUS)

Buy inverse to diversify or hedge efficiently
S&P 500 correlations with major asset classes*
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Source: Boost ETP Research, Bloomberg
* based on weekly USD prices, from 7 Jan 2000 to 25 April 2014. Low (high) volatility periods are where the VIX is trading below (above) its median.

The ECB’s stimulus talk beyond a rate cut reverses
expectations built around the Fed’s unwinding of
QE. Such market conditions prolong the high
correlations observed between asset classes, with
bullish expectations driving risk and safe havens
alike up in the same way that bearish news are
driving them down. Asset allocators need to move
away from conventional and unconventional asset
classes to diversifty and hedge their long

exposures. Both strategically and tactically,
buying the inverse exposure to the underling will
provide the efficiency sought through negative
correlation. Set against an undecided ECB that
could equally delight or dissappoint investors,
short ETPs offer investors a viable solution to
protect capital and reduce volatility efficiently.
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Investors who share this sentiment may consider
the following short equity ETPs:
Short equities:
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Boost FTSE 100 3x Short Daily ETP (3UKS)
Boost FTSE 100 2x Short Daily ETP (2UKS)
Boost FTSE 100 1x Short Daily ETP (SUK1)
Boost FTSE 250 1x Short Daily ETP (1MCS)
Boost FTSE MIB 3x Short Daily ETP (3ITS)
Boost NASDAQ 100 3x Short Daily ETP (QQQS)
Boost US Large Cap 3x Short Daily ETP (3USS)
Boost TOPIX 1x Short Daily ETP (1JAS)
Boost ShortDAX 3x Short Daily ETP (3DES)
Boost EURO STOXX 50 3x Short Daily ETP
(3EUS)

ECB’s QE talk fuels tandem moves in asset
classes, undermining the traditional TAA model
Given the spin around deflation fear and an overvalued
euro on which the ECB is justifying the need for more
monetary stimulus, a potential European style QE may
be looming. Coupled with the loose and more
aggressive monetary policy stance taken by the BoJ,
expectations built around the unwinding of the Fed’s
QE program have effectively been countered with
renewed anticipation of monetary support drivers for
risk and safe haven assets . Unlike 2009 , this ECB
stimulus program may be targeted towards the asset
1
backed securities market , as opposed to the Europe’s
formerly distressed sovereign issuers where, with
yields hovering at between 2 and 3% on Italian and
Spanish long dated government bonds, borrowing
costs are firmly back at (if not below) pre-crisis levels
that no longer justify any ECB intervention. If such an
asset purchase program were implemented, European
asset backed securities are likely to fall victim to the
same conditions as equities and bonds. Fed on
expectations that the ECB will become the new large
buyer to facilitate lending to SMEs that have been
deprived of affordable credit by banks, asset backed
securities will, like equities and bonds, fall and rise in
tandem with speculation of ECB buying or tapering. As
a result, the high correlation between asset classes is
unlikely to break any time soon. With the potential of
the ECB buying asset backed securities on a large
scale, such unconventional asset classes that may
previously have been uncorrelated to bonds and
equities may start to behave more in tandem with the
1

This in an effort to offer a targeted response to the struggling
SMEs, which have effectively being shut out from obtaining
affordable bank loans and are looking to institutional investors, in
particular pension funds and insurers, to step in as lenders. The
potential for the ECB’s to buy large pools of business loans from
institutional investors would not only revive the morbidund
securitisation markets in Europe, but help unlock new funding for
SMEs by institional investors and in so doing, revive the job market.

mainstream asset classes. The result is that tactically
rebalancing the portfolio with conventional asset
classes with the addition of unconventional asset
classes will do little to improve the risk return profile of
asset portolios.
The implications are that in an environment of low
growth, low interest rates and exceptionally prolonged
loose monetary stimulus, asset allocators may need to
think increasingly out of the box and move away from
conventional and unconventional asset classes to
diversifty and hedge their long exposures. As shown in
the chart, trying to diversify your long equity portfolio
with sovereign or corporate bonds or commodities is
unlikely to offer the diversification or the desired hedge
they once did. This appears to be an even bigger
problem in stable market conditions (see green bars).
We have been in such an environment since the ECB
put in place the OMT program in August 2012, which
together with the period between the post 2000
dotcom bubble burst and pre 2008 credit crisis can be
described as a period of subdued risk expectations
and low volatilty. In such periods, high correlations
between US large-cap equities and major asset
classes across different geographies, sectors and
styles are observed. Hence, US investors seeking to
diversity their portfolios cannot get a lot of
diversification out of domestic debt that correlates 0.8
with domestic equities, neither can they get a lot of
diversification from European fixed income or major
commodity sectors. In fact, in periods of low volatility,
the traditional safe havens, US T-bills, US inflation
linked securities, German Bunds and even gold,
produce relative high correlations with US large cap
equities (anywhere between 0.7 and 0.8 when based
on weekly USD prices). It is only in episodes of market
turmoil that some of the safe havens, most notably
German Bunds, US Treasuries and JGBs will offer US
equity portfolios some hedging and diversification
potential. However, with correlations hovering around
0.4, they remain significantly positive and can hardly
be seen as efficient asset classes to protect capital
and dampen volatility, especially when considerating
that for most of the economies in the developed world,
monetary
policy
remains
exceptionally
accommodative.
Inverse ETPs offer investors the benefits of
negative correlation to hedge efficiently
Short ETPs offer asset allocators an effective solution
to the growing inability of conventional asset classes to
improve the risk return profile of portfolios. As shown in
the far right end of the charts, short equity ETPs with a
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geared component do offer the unique negative
correlations investors seek. While perfect negatively
correlated to the underlying on a daily basis given the
nature of daily rebalancing inherent in geared ETPs
(short or long), holding short ETPs for longer than one
day, such as several weeks will require some
rebalancing in order to preserve the desired level of
protection. As is also evident in the chart, because the
correlations are based on weekly prices as opposed to
daily, as well as the fact that the short ETPs on US
(Russell 1000), German (DAX 30) and UK (FTSE 100)
large caps are taken as inverse proxies to the S&P
500, the correlation readings are less than -1. The
highly geared inverse products on the equity market,
such is demonstrated with Boost ETP’s -3x on US
large caps (3USS), German large caps (3DES) and
UK large caps (3UKS), may require more frequent
rebalancing than ETPs with lower gearing factors
(such as -2x or -1x). However, the fact that these are
geared ETPs also means that less capital is needed to
achieve the same exposure to the conventional delta 1 products. As such, depending on risk appetite, these
offer investors an efficient way of deploying capital;
achieve the same inverse exposure to the underlying
with less capital, or achieve a multiple of the inverse
exposure with the same capital.
The latter example, which describes a way by which
exposure to the underlying can be amplified, should
gain appeal to return hungry investors at a time when
the bond markets offer dismal yields and the equity
market’s momentum appears to waning. Hence, in
terms of strategic portfolio hedging and diversification,
as well as in terms of opportunistic short-term
positioning, geared inverse ETPs offer investors a
viable alternative to a strategy based on rebalancing
across different asset classes..
With major economies still reliant on artifical support
drivers, the high level of correlations across equities,
bond and commodites is expected to persist for longer.
Expectations of a Eurozone style QE program could
trigger a distorted, across the asset class rally anew,
as well as a simultaneous across the board asset class
retreat if improved economic conditions indefinitely
postpone an unconventional stimulus program by a
reluctant looking ECB. In either case, in an
environment where market stability is fed on
expectations of large liquidity injections, protecting
capital or reducing volatility through cross asset class
rebalancing is becoming less effective. Inverse ETPs
offer investors a viable to alternative.

Disclaimer
This communication has been provided by WisdomTree Europe Ltd., which is
an appointed representative of Mirabella Financial Services LLP which is
authorised and regulated by the Financial Conduct Authority.
The Market Model is proprietary and has been prepared by Boost based on
assumptions and parameters determined by it in good faith. The Model is not
an investment recommendation and no investment decision should be made
on the outcomes of the Market Model, nor should reliance be placed on the
accuracy or outcomes of the Model. The assumptions and parameters used
are not the only ones that might reasonably have been selected and therefore
no guarantee is given as to the accuracy, completeness or reasonableness of
any such quotations, disclosure or analyses. A variety of other or additional
assumptions or parameters, or other market factors and other considerations,
could result in different contemporaneous good faith analyses.
The products discussed in this document are issued by Boost Issuer PLC (the
“Issuer”) under a Prospectus approved by the Central Bank of Ireland as
having been drawn up in accordance with the Directive 2003/71/EC (the
“Prospectus”). The Prospectus has been passported from Ireland into the
United Kingdom and is available on the websites of the Central Bank of Ireland
and the Issuer. Please read the Prospectus before you invest in any Exchange
Traded Products (“ETPs”). Neither the Issuer nor WisdomTree Europe Ltd. is
acting for you in any way in relation to the investment to which this
communication relates, or providing investment advice to you. The information
is not an offer to buy or sell or solicitation of an offer to buy or sell any security
or investment. You are advised to seek your own independent legal,
investment and tax or other advice as you see fit.
The value of an investment in ETPs may go down as well as up and past
performance is not a reliable indicator of future performance. An investment in
ETPs is dependent on the performance of the underlying index, less costs, but
it is not expected to match that performance precisely. ETPs involve numerous
risks including among others, general market risks relating to the relevant
underlying index, credit risks on the provider of index swaps utilised in the
ETP, exchange rate risks, interest rate risks, inflationary risks, liquidity risks
and legal and regulatory risks.
ETPs offering daily leveraged or daily short exposures (“Leveraged ETPs”)
are products which feature specific risks that prospective investors should
understand before investing in them. Higher volatility of the underlying indices
and holding periods longer than a day may have an adverse impact on the
performance of Leveraged ETPs. As such, Leveraged ETPs are suitable for
institutional and retail investors who are financially sophisticated, wish to take
a short term view on the underlying indices and can understand the risks of
investing in Leveraged ETPs. Investors should refer to the section entitled
"Risk Factors" and “Economic Overview of the ETP Securities” in the
Prospectus for further details of these and other risks associated with an
investment in Leveraged ETPs and consult their financial advisors as needed.
Neither WisdomTree Europe Ltd. nor the Issuer has assessed the suitability of
any Leveraged ETPs for investors other than the relevant Authorised
Participants.
This marketing information is intended for professional clients (as defined in
the glossary of the FCA Handbook) only and has been derived from
information generally available to the public from sources believed to be
reliable. WisdomTree Europe Ltd. does not warrant the accuracy or
completeness of such information. All registered trademarks referred to herein
have been licensed for use. None of the products discussed above are
sponsored, endorsed, sold or promoted by any registered trademark owner
and such owners make no representation or warranty regarding the
advisability on dealing in any of the ETPs.
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