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TURNING THE SHIP 
NAVIGATING DANGERS AHEAD

Andrew Jackson, Head of Fixed Income
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Market context

Source: S&P Global as at 30 October 2018. Copyright © 201*. S&P Global Market Intelligence (and its affiliates, as applicable). 

Reproduction of any information, data or material, including ratings (“content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and 

suppliers (“Content providers”) do not guarantee the accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent or 

otherwise), regardless of the cause, or for the results obtained from the use of such Content. In no event shall Content Providers be liable for any damages, costs, expenses, legal fees, or losses 

(including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a particular investment or security, a rating or any observation concerning an 

investment that is part of the Content is not a recommendation to buy, sell or hold such investment or security, des not address the suitability of an investment or security and should not be relied on 

as investment advice. Credit ratings are statements of opinions and are not statements of fact. 

Credit conditions worsening – end of cycle?
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1 Source: EBA, SSM, BoE, PRA as at end 2017. 2 Source: Bloomberg as at 4 January 2019.

European Financials

3

Capital progression1
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Market context

Brexit and Peripheral premia2

► Phoenix Group Tier 2 Perp issued in April

► Well capitalised UK specialty insurer

► Poorly understood and poorly covered

► Niche = illiquid and volatile



Meanwhile in Equity land…

3 year rolling return1
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Source: Bloomberg and Hermes as at 30 November 2018. 2 Bloomberg and Hermes as at 4 January 2019. 
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PE Normalisation2

Long Run…

►Mean 15.73

►Min 5.31 (1917)

►Max 29.63 (1999)



Seeing positives in sell-offs

This is not irrational behaviour…
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Source: Bloomberg and Hermes as at 31 December 2018. 
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Fundamentals and technicals…

Please don’t make me say it!
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Source: Citibank Research, Dealogic, MSCI as at 29 November 2018. 2 Pinnacle data, Haver Analytics, Citi Research as at 31 December 2018. 
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M&A and IPOs as % of Market Cap1 Panic / Euphoria Model2



Tail risks abound

But hedges are CHEAP!
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Three huge risks on the horizon

1.Unwind of largest financial experiment in history

2.Populism / protectionism / rule of law

3.Climate change



Credit market views

8

Source: 1 Hermes and Bloomberg as at 19 November 2018. 2 BofA Merrill Lynch Global Research as at 31 October 2018.
3 Hermes and Bloomberg as at 23 November 2018. 4 Source: Reuters Datastream (based on national sources) as at 30 June 2018.
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Intra-credit relative value
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Source: 1 BofA Merrill Lynch Global Research as at 31 October 2018. 2 Hermes and Bloomberg as at 23 November 2018.
3 Hermes and Bloomberg as at 23 November 2018. 4 Source: Reuters Datastream (based on national sources) as at 23 November 2018.
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Intra-credit relative value
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Source: 1 Hermes and Bloomberg as at 23 November 2018. 2 Hermes and Bloomberg as at 23 November 2018.
3 Hermes and Bloomberg as at 23 November 2018. 4 Hermes and Bloomberg as at 23 November 2018.
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Applying top-down analysis

Identifying sources of risk and opportunity in credit markets

11

Source: Hermes as at 26 November 2018.
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Monthly credit strategy meeting

► Reviewing global markets

► Gauge the influence of technical forces on valuations

► Headline credit score expresses our overall risk 

appetite

Risk appetite throughout 2017/18

► Establish appetite for credit risk and how to allocate 

that risk across geographies, sectors, rating 

categories, credit curves, etc

Credit risk appetite throughout 2017/18
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Changes to the credit landscape

Opportunities from landscape developments

► Access to attractive areas where regulations 

restrict traditional lenders

► Yield premium in risk transfer with banks

► First mover opportunities in new asset classes

► Investment/partnership opportunities following rise 

in alternative lenders 

► Attractive first loss exposures following “skin in the 

game” for structured credit issuers

Restrictions on traditional lenders have created investment opportunities

12

MAC strategies provide one way for investors to access these opportunities
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MAC provides broader credit access

A spectrum of opportunities available across public & private credit

13

The value of investments and income from them may go down as well as up, and you may not get back the original amount invested. Any investments 

overseas may be affected by currency exchange rates. Past performance is not a reliable indicator of future results and targets are not guaranteed. 
Source: Bloomberg, Thomson Reuters, S&P LCD, JP Morgan, Deloitte, Hermes (2017).
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Relative value ranking and factor contributions

14

Source: Hermes as at 30 September 2018. For illustrative purposes only.
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Multi Asset Credit Strategy

1. Liquid: Fully funded, dynamic allocation 

► Liquid Credit: long-only best liquid MAC ideas 

− Targets libor +6% annualised over the market cycle

− Provides agility to exploit market opportunities

► Shorts: Dynamic options hedge overlay

− Estimated 1.5% annualised portfolio cost

− Downside protection by hedging market risk of portfolio

2. Illiquid: allocation from drawn capital

► Private Credit opportunities: diversified allocation to 

private esoteric credit opportunities 

− Target returns of 8-12%

► Dislocated: opportunistically sourcing distressed or 

dislocated assets during a market sell off (both liquid & 

illiquid assets)

− Potential to provide returns of 15-20%

− Funded from liquid and short allocations

Diversified and flexible solution made up of two core portfolios:

15BD02836  |
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Private

Outcome oriented by design

For illustrative purposes only. 

Tailor return profile by combining different pay-off profiles
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Flexibility to exploit opportunities and hedge risk

Illustration of how the composition may change over a market cycle

2. Pre-market sell-off 3. Market sell-off 4. Post market sell-off1. Normal market

Private credit opportunities Liquid credit Shorts Dislocated credit ESG

For illustrative purposes only. 
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Disclaimer

For professional investors only. This document does not constitute a solicitation or offer to any person to buy or sell any related securities or financial instruments; nor does it constitute an offer 

to purchase securities to any person in the United States or to any US Person as such term is defined under the US Securities Exchange Act of 1933. It pays no regard to the investment objectives 

or financial needs of any recipient. No action should be taken or omitted to be taken based on this document. Tax treatment depends on personal circumstances and may change. This document is 

not advice on legal, taxation or investment matters so investors must rely on their own examination of such matters or seek advice. Before making any investment (new or continuous), please 

consult a professional and/or investment adviser as to its suitability. This document is not investment research and is available to any investment firm wishing to receive it.

Any opinions expressed may change. The value of investments and income from them may go down as well as up, and you may not get back the original amount invested. Any 

investments overseas may be affected by currency exchange rates. Past performance is not a reliable indicator of future results and targets are not guaranteed. All figures, unless 

otherwise indicated, are sourced from Hermes. For more information please read any relevant Offering Documents or contact Hermes.

The main entities operating under the name Hermes are: Hermes Investment Management Limited (“HIML”); Hermes Alternative Investment Management Limited (“HAIML”); Hermes European 

Equities Limited (“HEEL”); Hermes Real Estate Investment Management Limited (“HREIML”); Hermes Equity Ownership Limited (“HEOS”); Hermes GPE LLP (“Hermes GPE”); Hermes GPE (USA) 

Inc (“Hermes GPE USA”) and Hermes GPE (Singapore) Pte. Limited (“HGPE Singapore”). All are separately authorised and regulated by the Financial Conduct Authority except for HREIML, 

HEOS, Hermes GPE USA and HGPE Singapore. HIML currently carries on all regulated activities associated with HREIML. HIML, HEEL, Hermes GPE and Hermes GPE USA are all registered 

investment advisers with the United States Securities and Exchange Commission (“SEC”). HGPE Singapore is regulated by the Monetary Authority of Singapore.

Issued and approved by Hermes Investment Management Limited which is authorised and regulated by the Financial Conduct Authority. Registered address: Sixth Floor, 150 Cheapside, London 

EC2V 6ET. Telephone calls will be recorded for training and monitoring purposes. Potential investors in the United Kingdom are advised that compensation will not be available under the United 

Kingdom Financial Services Compensation Scheme.
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Hermes Investment Management

We are an asset manager with a difference. We believe that, while our primary purpose is to help savers and beneficiaries by providing world class 

active investment management and stewardship services, our role goes further. We believe we have a duty to deliver holistic returns – outcomes 

for our clients that go far beyond the financial – and consider the impact our decisions have on society, the environment and the wider world.

Our goal is to help people invest better, retire better and create a better society for all.

Our investment solutions include:

Private markets

Infrastructure, private debt, private equity, commercial and residential real estate

High active share equities

Asia, global emerging markets, Europe, US, global, small and mid-cap and impact

Credit 

Absolute return, global high yield, multi strategy, global investment grade, unconstrained, real estate debt and direct lending

Stewardship

Active engagement, advocacy, intelligent voting and sustainable development

Offices
London | New York | Singapore | Denmark

For more information, visit www.hermes-investment.com or connect with us on social media:



Investing With Rising Risk Premia

Al Breach

Gemsstock, Co-Founder
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Gemsstock Limited
Firm Overview

Company

Funds

Team

Culture

Al Breach

• Gemsstock Limited (“Gemsstock”) is a London based, investment management company. Gemsstock is authorised and 
regulated by the Financial Conduct Authority.

• Setup in September 2013.

• Firm AUM (all in the macro strategy) $1.3bn.

• Currently manage one global macro strategy, the Gemsstock Fund which was setup in late 2010 by Al Breach who 
managed it alone until May 2014 when Gemsstock Ltd took over management.

• Al Breach and Darren Read are co-PMs on the Gemsstock Fund which is a multi-asset, absolute return, value-
orientated fund.

• Launching a 2nd fund in early 2019 in L/S credit space.

• Gemsstock has 14 employees, 9 of which are shareholders in the company.

• In addition to the two co-PMs, 12 further experienced market professionals complete the team, with Gemsstock 
benefitting from a cumulative 100+ years of market experience across asset management, equity / economics 
research, sales and trading, marketing and operations.

• The team’s market education started during the crisis-prone 1990s in emerging markets, an excellent environment to 
learn macro economics in practice. 

• Core members of team have substantial portions of their net worth invested in the fund. 

• Performance, conviction and capital preservation are at the heart of the Gemsstock culture.

• A fee structure that fully aligns our interests with those of our investors.

• Al Breach has managed the Gemsstock Fund since late 2010. 

• During 2003-2007 he was the Head of Research, Economist and Strategist for Brunswick UBS in Moscow. 

• From 1998-2003 he was the Russia Economist for Goldman Sachs. 

• Al also co–founded The Browser.com and is a board-member of Bank of Georgia.
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Why what just happened (1)
QE goes into reverse, mechanically pushing up risk-premia

Source: IMF Global Financial Stability Report

• Two decades of big central bank money creation have come to an end
• After so long and so much of this stimulus, risk premia will surely go up

Chart 3: Normalising rates: Headed to neutral and higher? Chart 2: Normalising rates: Expected CB policy rates

Chart 1: Aggregate QE and FX reserve growth, $ bn
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Why what just happened (2)
Anti-globalisation and Trump’s tariff wildness push up uncertainty & threaten margins 

• Tariffs, sanctions and increasing number of countries with populist politics is a profound
change and challenge

Chart 5: US Trade balance by stage of processing, $ bn

Chart 6: Ever lower tariffs, until now Chart 7: Protectionist measures increasing

Chart 4: Three decades of globalisation
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Big Question for 2019/2020: Recession or mid-cycle slowdown?

(i) A wise market? Or a market / risk-premium event?

(ii) A self-reinforcing slowdown? But imbalances not obvious

(iii) US-China & other trade negotiations: Deals needed

(iv) Oil prices: self-off a positive as long as does not extend. $50 the norm now?

(v) US fiscal is worrisome; due to become a drag late 2019 / early 2020. 

(vi)  China really is slowing

Or, will the next Fed rate move be down or up?

Numbers of factors make the question real and uncertain – lights amber, not yet red:
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(i)   A wise market? Or a market / risk-premium event? 

Source: Gurufocus.com

• Cyclicals hammered: is the market spotting a coming recession?
• Can the wealth effect drive a recession? 30% of GDP peak-to-trough falls have previously

prefigured or were coincident with recessions
• Or is the market, learning from last cycles, front-running a worry?
• 1998?

Chart 8: US Total Market Cap / GDP Chart 9: US P/E (trailing 12 months)

Source: Bloomberg
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(ii)   A self-reinforcing slowdown? But imbalances not obvious

Source: Bloomberg

*Defined as YoY % change in (Total NFP Employees *  Average Hourly Earnings in USD * 

Average Weekly Hours Worked)

• 50+% of CFOs expect US to be in a recession by late 2019; 80+% by end 2020
• But no imbalances and labour income solid
• Manufacturing but not services?

Chart 10: Financial cycles largely supportive (BIS)

Chart 12: US Total Labour Income*
Chart 13: US wage growth, %

Chart 11: US Private Sector Savings
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(iii)   US-China (& other) Trade Negotiations: Deals needed

Enlightened Self-Interest?

OR

Tariff Man?

We wait again … end February for 90-day US-China delay, and for decision on auto-tariffs
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(iv)   Oil prices: Sell-off a positive as long as does not extend
$50 / bbl WTI the mid-term ceiling now? 

• Oil could not sustain the higher prices of 2017 / 2018 as US shale production re-accelerated
• Soft oil prices is a positive for global growth …
• Less so for US (for oil-related capex to be maintained need WTI above $45 or so mid-term) ..
• & not good for capital markets (oil rents typically saved; lower oil prices mean more

spending)

Chart 15: US oil production (1000 Barrels/Day)Chart 14: Brent oil price, $

Source: Bloomberg Source: Bloomberg, US Department of Energy
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(v)   US fiscal is worrisome; due to be drag in late 2019 / early 2020

• The a-cyclical widening of the budget deficit + QT pushes up risk premia
• Longer-term implications of US deficits & dis-functional politics are scary, further adding to

risk premia
• Current plans suggest fiscal becoming a drag in late 2019 / early 2020. Elections?
Chart 16: US Budget deficit & Unemployment rate: A scary chart 

Chart 18: US Net Treasury issuanceChart 17: US: Expanding deficits

Source: IMF

Source: Goldman Sachs Research
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(vi)   China really is slowing

Source: Emerging Advisors Group

• China’s two decades of rampant growth are over
• Question is whether this is now like Japan’s 1990s

Chart 19: China reported and actual GDP growth % Chart 20: China: GDP % approaching Asian peers Chart 21: China: Fixed asset investment ebbs

Chart 22: China: Declining money growth Chart 23: China: Investment no longer the driver Chart 24: China financial conditions index
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Conclusions & Market Implications

• Our base case is a mid-cycle slowdown, with the Fed’s next rate move a hike. 1998, sort of

• But there is a good chance of a manufacturing recession (are we in one already?)

• We cannot be confident of this view until, at least, end February, given the trade talks and
their importance. Quite likely we’ll need to wait longer. We are all data dependent

• The weakness of data in Q1 will keep the market on the back foot; risk premia won’t come
down for some time – they are more likely to keep edging up

• The Fed has stopped hiking for now; will it amend / curtail QT? We suspect it won’t but
very contingent on the above working out OK

• Until the next rate move of the Fed becomes clear, hard to see US$ getting stronger or
much weaker; if the next move is down a US$ bear market will have begun

• Corporates to de-lever? We now get the inverse of the debt-financed buy-backs?

• Marginal borrowers to keep suffering
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How we are investing

• Overall stance: Remaining cautious; looking for a late Q1 / Q2 opportunity to fade worries - or
get outright bearish

• DM Rates: Little for now; waiting on the above

• EM Rates & FX: Selectively long, at least in Q1 window; in those that have adjusted / are
adjusting

• Credit: Gingerly looking to add. This year’s likely best long opportunities. In those that have
fallen / moved to de-levering plus AT1s. But patient in Q1; still net short

• Equities: Shorts for any longs; balance sheet trades with debt & equity

• FX: Little for now, except in EM



Turkey

Turkey CPI-Based Real Broad Exchange Rate

Turkish CPI (orange line) vs 5Y Govt Bond Yield

Charts 26: Turkey: Various debt measuresCharts 25: Turkey: Yields, inflation & REER

• Coherent policy can deliver good cyclical returns; can Erdogan allow adjustment to continue?
• We are long local currency bonds

Source: Bloomberg

Source: Morgan Stanley Research



Argentina

• Argentina’s age old problem is a profligate government, big public debts and tiny domestic
capital markets following serial abuse

• Macri’s government is committed to trying to deal with the deficits but 2019 elections, a
thumping recession and that history make it a decidedly tough political challenge

• The devaluation offers hope but high FX debt means public debt levels mean narrow path
• We are long local currency debt, but protected through buying CDS protection

Argentina CPI-Based Real Broad Exchange Rate

Chart 27: Argentina REER

Source: Bloomberg



Questions?

Q & A
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completeness of all information available from public sources or which was otherwise used in the preparation of this document. Gemsstock accepts no responsibility to any person for 
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document. 
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