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TELOMERE OUTLOOK Q2 2018
This publication presents Telomere Capital’s investment outlook for the second
quarter of 2018.

Volatility in the financial markets has been back for good
since February 2018. This is evidenced by the fluctuation of
the American S&P index, which had not shown any great
variations up to this time. If this change were foreseeable as we had indeed mentioned in our communication of
the beginning of the year -, today, it is asking us specific
questions to which we will have to find adapted answers
in order to adjust our investment strategies. The most
important question is not to know how long these conditions will last, but rather to determine in which part of the
financial cycle we find ourselves.

In view of the overall situation and the latest economic
indicators, we are seemingly experiencing an end of cycle,
characterised by volatile market conditions and trends that
may be reversed at any time.
The situation is more or less comparable to what we had at
the beginning of the year, with a fundamental uptrend that
already started in 2017.
First tensions, however, appeared in February after the
publication in the United States of figures on rising wages.
These being much higher than expected, they could raise
fears of a higher interest rate than announced.
The US Federal Reserve (Fed), which had made a first-rate
increase in December had indeed warned that it would
make three increases of a quarter of points in 2018.

It also warned that it could accelerate the pace of its
schedule if inflationary trends continued. And in this
context, wage growth is a bellwether.
The result is that the US S&P 500 lost more than 10% in
nine days, an extreme level that had not been reached for
a long time. One needs to go back to the financial crisis of
2008 and in 2015 to note similar levels.
Following this decline, the US administration decided in
March to redistribute global trade cards by attacking China.
Claiming to have been swindled for many years, the United
States decided to apply new customs tariffs on various
Chinese products.
A non-exhaustive list of goods was then published.
Significant taxes were also announced, notably on steel and
aluminium, but also on direct consumer products such as
communication equipment (mobile phones) and computers
(laptops, screens, software).
Other consumer goods stamped «made in China» such as
children’s toys and cheap supplies that we use on a daily

If the mood is today rather that of a state of tension,
the scandal of «Cambridge Analytica» only added to the
ambient tension, bringing with it all technological values.
Securities like Amazon, Google and of course Facebook,
have undergone a strong correction driven by the fear of
loss of confidence. Indeed, consumers as well as the states
are now asking for increased protection guarantees,
particularly regarding the use of private data collected by
Internet giants.
Depending on the turn that users’ recriminations could take,
the impact on advertising revenue could be significant.
The valuations of these companies could also be affected
by it.

basis are also on the menu. The complete list includes more
than 128 products. For its part, China reacted moderately to
the measures of the US administration while expressing its
deep lack of understanding and disagreement.
After filing an appeal with the World Trade Organization
(WTO), China announced the aim to apply customs
tariffs equivalent to 3 billion USD against the United States
and increase by 25% customs tariffs on more than 106
American products.
However, latest official communications from both countries
have shown a real desire for openness and dialogue. Treasury
Secretary, Steven Mnuchin himself has made mention of
intense discussions between the two states.
As explained in a previous letter addressed to all our
customers, we do not think that these announcements can
really lead to an economic war between the two countries.
Instead, we expect a scenario where direct negotiations
can take place to allow both parties to agree on mutually
acceptable framework conditions.

In the face of this scandal, the reaction of the financial
markets has undoubtedly been exaggerated. In our view,
economic fundamentals remain strong and we remain
optimistic.
We believe that overall economic growth will continue
in 2018, for two reasons: First, the US economy is certainly
in the last phase of a rising economic cycle, but the others
are not yet there, which should lengthen the movement,
especially in Europe and emerging regions. Secondly, the
effects of Donald Trump’s tax policy have not, for the time
being, been fully reflected in the economy.
Although financial markets underestimate their impact in
the medium term, they should very soon come forward and
show some opportunities.
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ASSET ALLOCATION
(based on 12-month outlook)

Underweight

EQUITY
Global Equities
Swiss Equities
European Equities
US Equities
Emerging Markets Equities

FIXED INCOME
Cash
Global Bonds
Investment Grade Fixed Income
Investment Grade Corporates
U.S. TIPS
High Yield Corporates
Emerging Markets Debt

REAL AND ALTERNATIVE ASSETS
Commodities
Market Neutral hedge funds
Directional hedge funds
Private Equity

Neutral

Overweight
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ECONOMIC OUTLOOK
Europe
During the first quarter, European economic growth appreciated from 0.5% to 0.6% to reach an annual forecast of
2.5%, well above the latest published figures. As a reminder
in 2007, the year before the financial crisis, economic growth
in the eurozone reached an unprecedented level of 3%.
However, economic indicators remain strong even if the
publication of the latest figures on manufactured goods
were significantly below expectations, which could translate
into a relative economical slowdown in the coming months.
In addition, German inflation in March was followed by a slight
price increase in the eurozone (+1.4%). But we should not fool
ourselves: if the prices of services increased, the prices of
basic goods declined. We therefore remain confident.
Especially as the reference inflation indicator for the
European Central Bank (ECB) - the inflation swap at 5 years
- remains close to its lowest point in 2018.
In this context, ECB’s policy has been clearly announced.
It wants to target inflation to 2%. Note that this is currently
a little below 1.5%.
But the predicted bypass at the head of ECB could change
the situation. Indeed, starting next year, Mario Draghi’s team
will be replaced, which could have consequences on monetary policy in general.
As for the threats of the American administration towards
Europeans, these have not yet led to anything concrete.
Dialogue continues. However, Europe has been implying
that if measures were to be taken against it, customs duties could also be applied on products from the United
States. Harley Davidson or the Levis textile manufacturer
are among the companies cited.

European equities
In view of these factors, our investment committee has
decided to maintain its overweight position in European
equities even though the overall fall in unemployment
and the strong improvement in the economic climate have
pushed up the single currency. A fact that could affect
economic recovery in the medium term.
But given the continued accommodative monetary policy of
ECB, we remain positive on the European economy since it
will support the global economy. However, risks continue to
linger on at the political level. The rise of populism in several
countries, including Italy, could fuel tensions in the financial
markets. As for Brexit, the process now seems to be moving
forward, even if the terms of an agreement still need to
be validated.

United states
At the end of 2017, US growth has shown to be solid, posting growth rate close to 3%. Its momentum is now less
vigorous, slowed by a context of trade war and market volatility. This pace was described by the Fed as «moderate.»
A nuance that makes sense because in January of this year,
it did not hesitate to use the term «solid» to describe it. This
has however raised its economic growth estimates for 2018
to 2.7%.
On the employment front, the US economy continues each
month to create new jobs and maintains a historically
low unemployment rate (4.1%). As for inflation, the latter
is expected to stabilise at 2%. In this context, household
consumption continued to grow.
Purchases of durable goods saw an increase of over 13.7%, the
strongest increase in the last 9 years. With 4.8% in the first
quarter against 2.3% in the third previous quarter, the
increase in spending on non-durable goods also reached a
record of 8 years old. Not to mention the strong ambition
of the US government in fiscal policy. If statements uttered
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were transformed into acts, the relief planned for companies in particular should be quickly bearing fruits in the coming months. This would encourage the repatriation of US
capital to transform it into investments.
We should note that if announced investments in infrastructure were made by the government, they should
eventually be profitable for the entire national economy.
The commercial power struggle embarked upon by the
United States against China could accelerate a slowdown in
the global economy. Against a backdrop of economic tensions, companies could indeed start reducing their investments, which will strongly change the dynamic input. In this
context, we do not expect an escalating scenario although
we recommend being particularly vigilant on this point.
As we have already said, our conviction leans towards
direct negotiations for an agreement rather than a gradual
deterioration of the situation.

US equities
Such an environment prompted our investment committee
to change its views on US equities from «overweight»
to «neutral». Although highly capitalised US companies
should benefit from the impact of fiscal policy changes, we
consider these valuations to be high. Given the current correction and dividend increase estimates, some equities may
well offer buying opportunities.
The risks, however, remain intact. Whether on the legal side
with further investigation of possible collusion between the
Trump campaign team and Russia or on the political side
since the mid-term elections are looming on the horizon.
Without forgetting the trade tensions with China which obviously constitute a major risk for the American economy.

Switzerland
This year, the Confederation expects a 2.4% increase in
gross domestic product. An estimate supported by an environment conducive to foreign trade and an investment
climate that stimulates domestic demand.
Despite a slowdown in the global economy expected in
2019, Swiss experts predict a further solid economic growth
for the country (2%). A favourable environment that is
accompanied by embellishments in the labour market
and a moderate rise in inflation.

At the moment, early indicators predict the continuation of
sustained growth both in Switzerland and internationally.
The favourable winds of the world economy continue to
blow positively on the economic situation. And the outlook
has even improved compared to previous forecasts. This
particular environment accelerates international demand
for Swiss products and supports foreign trade.
Exports should therefore show solid growth at all levels in
the coming quarters, especially if the franc does not undergo upward pressure.
As for sectors that are sensitive to economic conditions and
exchange rates, like machinery, metals and tourism, they
should be able to benefit from the same dynamics. Chemical
and pharmaceutical industries should also give positive impulses. As a result, we expect foreign trade to make a significant contribution to economic growth in both 2018 and 2019.

Swiss equities

Since the abandonment of the floor exchange rate with the
euro in 2015, the economic situation has never been so good
in Switzerland. In the second quarter of 2017, the recovery
even gained momentum and went on the rise.

Regarding Swiss equities, our investment committee
confirmed its «neutral» position. If the shares of small and
mid-caps overshadowed in 2017 the shares of major companies grouped within the SMI, 2018 could see a reversal
of the trend. Pharma in particular could be a growth driver
even if the results recorded during the first quarter have for
the moment remained underwhelming.

In addition to the industry, the services-oriented branch of
the internal market has indeed given positive impetus with
a generally solid change, especially in terms of expenditure,
and a labour market sending out positive signals.

The big banks could also benefit indirectly from the American tax reform. Indeed, trading activities, long abandoned
for reasons of capital cost could celebrate their grand return.
Insurers heavily impacted by bad weather in 2017 could also

rebound in 2018. Moreover, the Swiss market is composed of
extremely well-managed companies, which are perfectly able
to adapt to the abandonment of the Floor exchange rate.

Bond markets
As indicated in our note at the beginning of the year, we
are watching the evolution of the bond markets with some
caution, because a paradigm shift is taking place, especially
in the credit market.
After 10 years of crisis management, standardising the
policies of the various central banks suggests a radical
regime change. Indeed, the Fed should normally raise interest rates twice more this year and all pundits are still
predicting three increases in 2019 and 2020.
The reduction in its balance sheet should also weigh on
government bonds. Our view of US government bonds is
therefore «negative». In our asset allocation, this translates
into underweighting. However, we will continue to consider
corporate bonds denominated in USD while favouring an
average duration of up to 5 years.
Underweighting is also strongly in favour of European
bonds. Current high valuations do not represent buying
opportunities. Indeed, ECB, which is slowly but surely
engaging in a decrease in its support for the financial
markets, will gradually raise its interest rates, and this will
weigh on the European bond market.
We also confirmed our «neutral» position with regards to
high-yield bonds during our last investment committee.
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In the event of a sharp rise in volatility, the low valuation
of risk premiums could indeed become troublesome. As
the correlation is positive between equities and high-yield
bonds, portfolios would have some impact in case of a
correction in the equity markets.
In emerging markets, we confirm our overweighting
position in bonds. Taking into account the strong increase
observed over the past two years, valuations remain very
attractive indeed.
The current environment, which sees synchronous global
growth coupled with a long-term decline in the dollar,

This is why we favour alternative «market neutral»
strategies that, through their diversification, can provide significant gain to portfolios with better control of
volatility. Indeed, by increasing the dispersion of performances between financial assets, opportunities multiply
and offer benefits, whether upward or downward.

Conclusion
We announced it already at the beginning of the year
that volatility had made a big comeback. And the trend
continues today. However, we maintain positive views on
the financial markets and the global economy in general.
Nevertheless, we can see how American policy, or rather
the White House’s unconventional communication,
can influence markets in a few seconds, particularly
globalised markets, and therefore, a spur for us to remain
permanently vigilant.
The hyper-communication of the US President and his
announcement effects blur the tracks despite a solid
global recovery. It even sometimes fails to mention some
remarkable economic performance.
Notwithstanding, we can wager that the publication of
corporate results in April will help us to refocus on the
fundamentals. Because it is they that will dictate the
appropriate course of action.
We would like to thank you for the trust and please do not
hesitate to contact us with any questions or feedback.

is obviously conducive to emerging credit. The return of
many investors to these markets is also a sign that speaks
in favour of these values.
To conclude on this topic, let us note again that we decided
to integrate inflation-linked bonds in order to adapt our
bond portfolios to market conditions.
These investments will be made in USD in the form of TIPS
(Treasury Inflation Protected Securities).

Alternative investments (hedge funds)
Alternative investments are currently overweight in our
asset allocation. Indeed, correlations between bonds and
equities become positive when growth markets are coupled
with an increase in inflation.
Diversification towards assets that are not correlated with
financial markets is therefore essential.

Dominique De Riaz
Managing Partner

