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Update on Performance, and the Portfolio

Historical Performance Commentary

• The model portfolio in aggregate was down 20% from 
149% to 129% over the month. This mainly reflects the 
underperformance of the current open trades vs the open 
trades as of June month-end.  

• I closed two trades over the month and opened 3 new 
trades
– C losed trades

• Long corporate spread trade, w hich w as up 38%  

• Short a  basket of EM  FX , w hich w as up 210%
– O pened T rades

• Long 10%  O TM  put on B ovespa, O ctober 31, 2018 
expiration

• Long U SD /Short C N H  1-year forw ards
• Short A A A  C M B X

• By and large this reflects my view that risk-off trades are 
becoming more compelling giving the slowdown in 
world growth, particularly EM, as well as the potential 
escalation of the economic war between the US and 
China
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Update of Current Recommended Trades  (July 31, 2018)

Step 4: F ind A sym m etric T rades

Past performance is not indicative of future results
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Closed Recommended Trades

Step 4: F ind A sym m etric T rades
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• Step 1: Macro Theme:  The Return of The King—Positioning For A Stronger Dollar
– The U SD  has depreciated substantially  over the last year, w ith m ore depreciation priced in  the future

– The U SD  could rebound as the forces that drove the w eakness fade and potentially  reverse

• Step 2: Fundamental Economic Framework
– The U SD  is w eaker because grow ing U S deficits increased the risk that they could push the current account w ider--the “Tw in D eficits” theory

– The U SD  is w eaker despite  substantially  higher interest rates than Japan/Europe because of the expectation that their central banks w ill a lso 
norm alized m onetary policy given recent econom ic trends

– The U SD  is w eaker because the current budget problem s of the U S could accelerate the m ove to  the R M B  as the new  w orld reserve currency
– H ow ever, the ”Tw in D eficits” theory is not supported by the data, as the opposite  seem s to  hold true, as historically  the private sector has 

increased savings to  offset increased public  borrow ing
– Japan/Europe m ay not norm alize their m onetary policy as grow th and inflation are fading, w hile  U S grow th is still strong

– The U SD  w ill rem ain king as the dom inate w orld reserve currency as the R M B  is a  long w ay from  being a viable substitute

• Step 3: Find Potential Catalysts
– The U SD  could strengthen if U S private saving could increase offsetting the pressure on the U SD  from  rising deficits

– The U SD  could strengthen if current w ide interest rate  differential w eigh on the Euro and Y en  as slow ing econom ic grow th and inflation 
reduces the probability  of a  change  in  their m onetary policy 

– The U SD  could strengthen as the interest rate  spread differential w idens versus current m arket pricing if U S grow th accelerates and the FED  
actually  follow s the ”D ots” .

– The U SD  could strengthen from  an increase in  capital inflow s from  Europe reflecting the im pact of U S tax reform  

– The U SD  could strengthen as the im practicality  of  replacing it w ith  the R M B  gets highlighted  as w orld trade continue  accelerates

• Step 4: Find Asymmetric Trade
– Trade 1: B uy Euro Puts/U SD  C alls
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1. Bloomberg
2. BIS Quarterly review, March 2018 
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Trade 1: Position For A Stronger USD—Buy OTM EUR Puts/Dollar Calls
Step 4: Find Asymmetric Trades

T rade T hesis R ebound C ould B e Sw ift G iven C urrent Positioning2

• U SD  could rebound from  current w eakness
– Impact on USD from rising “Twin Deficits” from increasing federal 

borrowing could be offset by rising private savings
– Continued Economic growth in the US/weakening growth in Europe could 

further widen interest rate differentials 
– World trade growth will increase demand for USD given that RMB is not 

yet a viable alternative for trade denomination
– US tax reform could increase demand for USD vs Euro from a substantial 

increase in capital flows into the US from Europe

• B uy 9-m onth O TM F of Euro Puts/U SD  calls
R isk is continue w eakening of U SD

Potential N et Payouts of E uro Put/U SD  C allsE uro L ooks V ulnerable if E C B  D oes N ot N orm alize R ates1

0.8

0.9

1

1.1

1.2

1.3

1.4

1.5

1.6

1.7-300

-200

-100

0

100

200

300

400

May-99 May-01 May-03 May-05 May-07 May-09 May-11 May-13 May-15 May-17

E
U

R
O

Y
ie

ld
 S

pr
ea

d 
(b

ps
)

US vs Europe Yield Spread and EURO

Yields Spread US 2-yr - Euro 2-yr (LHS)

Euro (RHS)

-2

-1

0

1

2

3

4

5

1.1 1.2 1.2 1.2 1.2 1.2 1.3

N
et

 P
ay

ou
t R

at
io

EUR/USD

Payout Ratio For 9-month Euro 4% OTMF Put



• Step 1: Macro Theme: Potential Impact of a Stronger Dollar on EM
– The U SD  depreciation since the end of 2015 could reverse as U S continues to  grow , w hile the R O W  slow s

– EM  could w eaken as the dollar strengthens along w ith rising U S rates— the real “taper tantrum ”

• Step 2: Fundamental Economic Framework
– The dollar has w eakened against a  backdrop of synchronized grow th across advanced and EM  econom ies

– The w eaker dollar explains m uch of the synchronized grow th particularly  for EM
– A  stronger dollar could w eaken EM  G D P substantially  and dom estic  grow th even m ore
– C om m odity prices, another source of EM  grow th, could also w eaker w ith a  stronger dollar

– EM  relies on a substantial flow  of external capital, m ost of it denom inated in  U SD

• Step 3: Find Potential Repricing Events
– The U SD  could strengthen if the B O J and the EC B  do not raise rate  if Japanese and European econom ies slow

– The U SD  could strengthen versus pricing if the U S econom ies continues to  grow  and the Fed raises rates higher and faster versus current 
pricing

– The unw ind of Q E  could put reverse the flow s of capital into EM , w hich has supported their grow th
– Pressure on EM  FX  and EM  rates/C entral banks could also create a  headw ind to  EM  grow th by increasing the cost of capital

– EM  banks could tighten credit and slow  EM  econom ies as N PL  surge w ith higher funding costs and w eakening dom estic  grow th 

• Step 4: Find Asymmetric Trade
– Trade 2: B uy U SD , sell a  basket of EM  com m odity currencies

– Trade 3: B uy O TM  puts on EM  equities
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1 . D r u c k ,  M a g u d ,  M a r i s c a l ,  “  C o l la te r a l  D a m a g e :  D o l la r  S t r e n g th  a n d  E m e r g in g  M a r k e ts ’  G r o w th ” ,  I M F  W o r k in g  P a p e r ,  1 5 /1 7 9

2. Bloomberg
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Trade 2: Position for A Stronger Dollar — Buy USD Against EM Commodity Country FX
Step 4: Find Asymmetric Trades

T rade T hesis C om m odity Prices H ave Surged A s T he U SD  A s D eprecated… 2

• U SD  could strengthen 
– The dollar could strengthen as the Fed could continues to raise rates and 

unwind QE as the US economy continues to grow
– Capital flows into the US spurred by tax reform could also strengthen the 

dollar result is a strengthening of the USD
• EM  com m odity country FX  could w eaken as their econom ies slow

– External capital flows could dry up and reverse
– Dollar funding costs could rise with higher US rates and stronger USD
– Commodity income could fall as commodity prices fall in the face of a 

stronger US
– Domestic credit growth could decline in face of rising problem loans

• B uy U SD  vs a basket of EM  com m odity country FX  (B R L, R U B , 
ZA R )

W hich H as Supported C om m odity C ountry FX  vs O ther E M s2D ollar H ighly C orrelated W ith C om m odities and E M 1
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1 . “ T h e  g lo b a l  r o le  o f  th e  U S  d o l la r  a n d  I t s  c o n s e q u e n c e s ” ,  Q u a r te r ly  B u l le t in ,  2 0 1 7  Q 4  A u th o r s ’  C a lc u la t io n

2 . I M F ,  G lo b a l  F in a n c ia l  S ta b i l i ty  R e p o r t ,  A p r i l  2 0 1 7

3 . B lo o m b e r g
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Trade 3: Position For A Down Turn In EM—Buy Puts on EM Equities
Step 4: Find Asymmetric Trades

T rade T hesis A n E M  Slow dow n O r C risis C ould C reated O utflow  B y R etail2

• D ollar strength could slow  econom ic grow th and that could reverse 
the recent rally  in  EM  equities
– Stronger dollar and higher borrowing cost could push cost of external 

capital substantially higher
– Slowing domestic credit growth as banks scale back lending as NPLs rise
– Domestic income growth slows if commodity prices fall with the stronger 

dollar
• EM  equities prices could also fall if retail investors sell positions 

driven by another EM  crisis
– Taper tantrum II

• B uy 5%  O TM  puts w ith D ecem ber 2018 expiry for 3 .5%

R ally In E M  E quities C ould R everse From  A n A ppreciating U SD 3E M  E conom ies C ould Slow  If T he D ollar A ppreciates1



• Step 1: Macro Theme: Economic War Between the US and China
– The T rum p adm inistration is determ ined to  engage in  an econom ic w ar w ith C hina

– They believe that C hina has been actively engaged already in  this w ar, w hich goes far beyond trade
– The question is how  far w ill the U S go to  w in this w ar

• Step 2: Fundamental Economic Framework
– The U S trade balance w ith C hina is grow ing 
– C hina is escalating their acquisition of intellectual capital both directly  and indirectly
– C hina has put barriers to U S technology com panies entering into C hina

• Step 3: Find Potential Repricing Events
– The T rum p adm inistration now  has the pow er to  im pose unlim ited tariffs on a range of C hina im ports

• They followed the protocol of section 232 of the 1962 Trade Expansion Pact
– Trum p’s aggressive stance tow ards C hina w as one of the m ain com ponents of his contract w ith A m erica during the 2016  cam paign

• He has delivered on pretty much every other component of this contract
– C hina m ay retaliated through a variety  of channels beyond increasing tariffs on U S im ports

• Imposing tariffs is a losing strategy for China given the current trade imbalance
• Constrain access to US markets for US technology companies
• Use their demand for oil to disrupt US foreign policy

– C hina could depreciation their currency to  offset U S tariffs and reignite  trade as a  vehicle of grow th
• Depreciation could offset the impact of tariffs on goods shipped to the US

• Step 4: Find Asymmetric Trade
– Trade 1: B uy puts on broad EM  equity  indexes denom inated in  U SD
– Trade 2: R eceive U SD  and Sell C N H  on a forw ard basis
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1. Bloomberg 11
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Trade 2: Position For Chinese Retaliation 1

Step 4: Find Asymmetric Trades

T rade T hesis U S T echnology C om panies A re V ulnerable to C hina R etaliation

• \The T rum p adm inistration is escalating the econom ic w ar w ith 
C hina
– US trade deficit with China is growing, as is the intensity of China’s 

economic war with the US
– The US could potentially unlimited tariffs on Chinese imports

• C hina could retaliate  against the im position of U S tariffs 
– The could put more barriers to imports from US technology companies
– They could us oil as a political weapon against the US

• B uy puts on a broad base EM  equity  index
– Impact of an economic war on the Chinese equity markets could be 

substantial
– China and its circle of influence constitute the majority market weight of 

broad base EM indexes

C hina C ould U se It G row ing D em and For O il A s A  Political W eaponU S D eficit W ith C hina is G row ing
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Trade 2: Position For A Weaker RMB1

Step 4: Find Asymmetric Trades

T rade T hesis C hina T rade E ngine H as Slow ed A s T heir C urrency A ppreciated

• Fed policy could strengthen the U SD  against all currencies 
– Reversing QE
– Raising rates

• C hina could w eaken the R M B  for a  variety  of reasons both directly  
and indirectly
– They could weaken their currency to offset the impact of tariffs
– They could weaken their currency by lowering policy rates to spur their 

economy
– They could weaken their currency to reignite trade as an engine of growth
– They could weaken their currency to retaliate against US tariffs

• B uy U SD  and sell C N H  using a 1-year forw ard contract

C hina H as P lenty of R oom  to D epreciateU S Is R aising R ates W hile C hina Is L ow ering R ates
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• Step 1: Macro Theme: Electric Vehicle Metals As The New Oil
– Affordability and government support of electric vehicle (EV) has potentially put them at the cusp of explosive growth
– Electric vehicles and ultimately driverless cars could transform the transportation industry worldwide

• Step 2: Fundamental Economic Framework
– EV now has the same affordability level as the Ford’s model-T in 1917 prior to the explosive growth of cars with 

internal combustion engines (ICE)

• Already on the same exponential growth path of other recent technological innovations
– Factors driving demand

• Affordability
• Policy

– Metal supply for EV engines and batteries could be substantial 
• Step 3: Find Potential Catalysts

– Demand for EV metals could swamp near term supply
– Near term EV sales growth could put earnings pressure on existing car companies

• Development costs for EV and batteries could will be substantial
– Over the next 20 years technology could fundamentally change the transportation industry

• EV growth will crush oil demand
• Driverless cars based on EV could hallow out the auto industry

• Step 4: Find Asymmetric Trade
– Trade 1: Buy EV metals and miners
– Trade 2: Sell transportation industry
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1. Cherif, Hasanov, Pande, “Riding the Energy Transition: Oil Beyond 2040”, IMF Working Paper, WP/17/120, May 2017
2. Cobalt27, Presentation to Investors, September 2017
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Trade: Buy Battery Metals and Miners—Electric Vehicles (EV) Battery Demand Overwhelm Supply
Step 4: Find Asymmetric Trade

EV Affordability Has Reached the Same Stage as the Model-T Before Demand Surged1

T rade T hesis B atteries For E V  N eed M etals Particularly L ithium  and C obalt2

D em and Surge C ould Sw am p N ear T erm s Supply Pushing U p Prices2

• A ffordability  puts EV  dem and at the cusp of exponential grow th
– EV as with absorption of other technical advancements has reached a take 

off point where demand explodes
– As the internal combustion engine (ICE) rapidly replaced the horse, so to 

could the EV replace the ICE
– EV needs metals for the engine and for the battery

• A s dem and takes off, prices for key EV  m etals such as cobalt, 
lith ium  and copper could surge given lim ited near term  supply 
– Earnings of miners of copper and lithium could rise as well 

• B uy a portfolio  of m iners and m etals exposed to  EV   

R isk is that it is too early in  the cycle for E V



• Step 1: Macro Theme: Position For Higher Rates
– Interest rates are very low  by historical norm s given current econom ic grow th and strong labor m arket

• Step 2: Fundamental Economic Framework
– N om inal  G D P grow th is determ ined by real G D P grow th and inflation
– H istorically  interest rates have been highly correlated w ith nom inal G D P G row th

• The Fisher equation

• Step 3: Find Potential Catalysts
– R eal econom ic grow th could accelerate, particularly  given T rum panom ics

– Tight labor m arket and both the success and failure of T rum panom ics could push up inflation
– Q E unw ind and financial reform  could rem ove barrier on yields m oving closer to  historical norm s

• Step 4: Find Asymmetric Trade
– Trade : B uy 1/5 25bp O TM  payer sw aptions

asr 15
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1. CBOE, SRVIX Index of Implied Volatility of 1/10 Swaptions
2. St. Louis Federal Reserve (FRED)
3. Authors analysis
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Trade : Position For Higher Rates--Buy Out-of-The Money 1y/5y Payer Swaptions
Step 4: Find Asymmetric Trade

Perform ance of 1/5 Sw aption 3Im plied V olatility  N ot R ich B y H istorical Standards1

T rade T hesis N om inal G row th W ill Push R ates H igher 1,2

• Interest rates are below  norm al given current econom ic conditions

• R ates could m ove higher closer to  norm s
– Real growth pickup, e.g. Trumpanomics
– Tight job market or deficit spending pushes up inflation
– QE unwind or financial reform reduces demand for duration

• Payer Sw aptions are com pelling
– Vol is low by historical standards so it misprices the tail of significantly higher rates
– Payouts could be north of 3 to 1

R isk is the the U S is follow ing the path of Japan
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Past performance is not indicative of future results
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