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SUMMARY

Prior to the Brexit vote asset price volatility had been easing across nearly all 
markets as the summer approached, leaving behind the excessive levels witnessed 
across the majority of equity indices and FX crosses in Q1. However, volatility rocked 
markets once again as the result of the British referendum became apparent, 
with the Eurostoxx index suffering its largest one day fall on record and GBPUSD 
experiencing its largest fall since 1967 (Figure 1). 

Emerging Market FX volatility (renminbi aside) had held at elevated levels 
throughout the second quarter. USDJPY volatility had reached heights not seen 
since the onset of Abenomics, as the Yen sell off intensified in response to a 
deteriorating macro picture and an impassive BOJ. Following the vote this increased 
further still (Figure 2). The long end of the JGB curve also exhibited heightened 
levels of volatility throughout the quarter.

Elsewhere, swap yield volatility had continued to slide across global markets 
throughout Q2 as yields sunk to new lows across the globe. Ongoing QE by the 
ECB arguably helped perpetuate this environment, but their direct operations in 
the European corporate bond market unequivocally caused yield volatility there to 
reach historic lows. The gilt market reacted violently post Brexit however, with yield 
volatility from the short end of the curve experiencing the highest levels since 2013.

CROSS ASSET VOLATILITY: POLITICAL RISK REAPPRAISAL
 – Risk asset volatility had generally fallen in Q2 following the volatility seen in Q1

 – The UK referendum vote caused extreme localised volatility at the end of June

Figure 1: GBPUSD 10 day realised volatility since 2000 Figure 2: USDJPY 30 day realised volatility since the 

announcement of Abenomics

Source: BloombergSource: Bloomberg
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Q2 had allowed some respite from the higher levels of risk asset volatility that 
pervaded since the FED ended their QE programme in 2014. Benign market 
conditions prevailed as China’s pursuit of growth via credit creation helped remove 
the near-term prospect of a slowdown in Emerging Asia, which was perceived 
as one of the largest risks for investors in Q1. As global fears subsided funds 
flowed back into the ‘safety’ of US equities, particularly as the FED passed up the 
opportunity to again raise rates in March, allowing the S&P500 to close in on its 
third attempt to breach its all-time high. This steadied global markets, allowing 
volatility to subside across the majority of assets as few macro events surfaced to 
cause concern. 

The Brexit vote shattered this calm however. Even before the vote, risk asset 
volatility had moved structurally higher from the lows of 2014 (Figure 3), but 
following the vote political risks need to be reappraised in light of the referendum 
outcome, we believe. This isn’t solely due to the great uncertainty around the 
political landscape that will exist in the UK and Europe in the near future, but also 
due to the potential underestimation of disaffection felt by electorates in a large 
number of countries as a result of inequality and political mistrust. With elections 
in the US, France and Germany featuring prominently this year and the next (to 
mention but a few), it would be a mistake to underestimate the potential volatility 
that such events might generate, in light of the UK referendum experience.

The Eurostoxx index reported its largest ever one-day fall on the day that 
the outcome was announced. Although the FTSE100 reaction was muted in 
comparison, the bulk of the volatility was felt in the more domestically-focussed 
FTSE250 index, which experienced its greatest spike in 10 day volatility since the 
1987 crash, and in GBPUSD which experienced its biggest one-day fall since sterling 
was devalued under the Harold Wilson government of 1967. EURUSD and EURJPY 
also experienced greater one-day moves than during the Global Financial Crisis, 
relative to the 100-day standard deviation of their daily returns, as did the yield on 
the German 10-year Bund. The impact on market volatility generally lessened with 
distance from the epicentre, with spikes in US equity markets still far below those 
relating to the Q1 sell-off and Asian Emerging Markets reacting even less (Figure 4). 

Aside from the short to belly segments of the yen swap curve, which have been 

Source: BloombergSource: Bloomberg

Figure 3: 120 day realised volatility for MSCI World Equity 

(MXWO) and US Dollar index (DXY)

Figure 4: 30 day realised volatility for global equity markets 
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nailed to zero or below by ongoing QQE operations, Japanese assets have become 
increasingly more volatile over recent quarters as investors continued to question 
its future scope and efficacy. Underwhelming macro economic data coming out 
of Japan has been met with inaction by the BOJ over recent meetings, at least so 
far, causing these markets to increasingly align with risk sentiment. We anticipate 
additional market moving policy action from the BOJ this year, so expect additional 
volatility looking forward here too.

Swap yield volatilities had been sliding throughout Q2 as additional Central Bank 
liquidity put pressure on global yields. The Brexit vote made these moves less 
orderly however, particularly in the gilt market where yield volatilities on shorter 
tails spiked to levels not witnessed since 2013. Elsewhere, the advent of ECB 
corporate bond buying caused yields to fall and volatility to hit historically low 
levels, which barely reacted to the Brexit turmoil elsewhere.

In the months ahead political developments in the UK and Europe will probably 
drive additional volatility in these markets as the political landscape has the ability 
to shift quickly, particularly if additional referendums in Europe are sought. The 
Italian constitutional referendum in October and the US presidential election in 
November are two further events in Q4 that we must also look towards. Additional 
Central Bank liquidity is likely to be forthcoming in coming periods to sooth volatile 
markets, but investors will increasingly look at risk mitigation measures throughout 
the rest of 2016.

Italian constitutional 
referendum in October and 
the US presidential election 
in November are two 
further events
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