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Q3 2021 Outlook: Three peaks and a fast-moving cycle 

This summer, investors are likely to face three peaks – peak growth, peak inflation, and peak 

policy support. This comes at a time when the economic/business/financial market cycle is 

moving faster than normal. In our view, this has profound implications not only for investing but 

also for policy-making. How should investors navigate this summer? 

Indeed, we believe peak growth, peak inflation and peak policy support are likely to materialize this 

summer. However, we would point out that growth is expected to normalize from extremely strong levels. 

Inflation too is likely to remain healthy after moderating from multi-year highs. Potential policy 

normalization – especially on the monetary side – should be natural given the strong rebound/recovery 

in the economy. Of course, each of these peaks comes with its own risks and opportunities. In our view, 

investors should take a balanced approach to these macro risks. Also, strong performance since March 

2020 lows, expansive valuations, and peaking supportive trends require keeping an eye on potential 

downside risks too. See pages 2-3 for our investment strategy and pages 4-5 for our detailed portfolio 

positioning. 

Fixed income (pages 6-7): Whilst yield curve has responded to hawkish surprise from the Fed, we don’t 

think Fed will be in a hurry to raise policy rates. Instead, the focus in the coming months will be on the 

bond tapering. We now expect the historical Jackson Hole meeting in August to be key meeting for 

announcement on details of tapering. Long-duration bonds appear vulnerable to the taper risk given the 

decline seen in the 5yr5yr forward rates from the Fed’s long-term target rate. As a result, we still maintain 

our short-duration stance on UST Treasuries with a preference for 5yr intermediate USTs. 

Equities (pages 8-9): Performance trends in H2 are likely to be different from those in H1. For the very 

near-term we would be cautious on the marginally weaker risk-return trade-off for equity markets, but with 

a 12-month view, we remain constructive. We maintain a thematic tilt to our equity portfolios with an 

overweight on structural growth opportunities including (new economy themes and build back better 

themes). Our strategic preference is for large cap non-cyclical growth with a steady focus on quality. We 

have also identified industry level opportunities to play the ongoing re-opening in the medium-term. 

Alternatives (pages 10-11): We keep our overweight in gold – which we think is a strong diversifier in 

multi-asset portfolios and provides a hedge against potential political and geopolitical risks. Stabilisation 

in USD strength should improve the near-term outlook for gold. We also retain our exposure to hedge 

fund strategies that are less correlated to the market. Oil market is slowly moving to a balance in our view. 

On other commodities, we see scope for prices of industrial metals and agricultural commodities to 

weaken in the near-term. Yet, we think demand for commodities linked to green-economy will sustain. 

Currencies (pages 12-13): So far, perceived economic growth differentials (driven by vaccinations and 

re-opening) decided the strength of various currencies. Now the central bank policy also gets to influence 

the FX. On growth, the “US exceptionalism” sentiment benefitting the USD could soften in the near term. 

On policy, thanks to dovish BoE, GBP is unlikely to rally significantly in the near-term. On the other hand, 

divergence between monetary policy communication between the US Fed and the ECB, and also the 

scope for European economies to reopen this summer could mean tailwinds for EUR.   
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Investment strategy 

Growth-inflation tug of war 

Over the past months, the dynamic of ‘peaking growth’ yet ‘rising inflation’ has influenced the performance 

of financial markets. This has also led to the rise of two conflicting viewpoints relating to the conduct of 

monetary policy. Especially in the US, there appeared to be an inherent conflict between what the central 

bank focused on and what financial markets focused on. For instance, the US Fed was more fixed on its 

objective of achieving ‘maximum sustainable employment’ while keeping an eye on ‘price stability’. However, 

financial markets which have already priced in economic recovery were more worried about inflation 

overshooting the central bank target. Perhaps both parties – central banks and financial markets – were right 

in their own perspective. On the one hand, the Fed was worried that the level of US economic output has 

scaled back to its pre-pandemic levels but with c7.7 million payrolls still missing. Also, given their new 

average inflation targeting framework, the Fed perhaps had incentive to wait out before acting on inflation. 

On the other hand, markets which are more forward looking had priced in the recovery and had started to 

worry about inflation which also tends to lag the economic growth. However, following the “hawkish surprise” 

from the Fed in mid-June, markets have perhaps started to care a bit more about weaker growth that could 

result from potential tighter monetary policy. Also worth noting that at the same time inflation expectations 

have started to subside. We believe this tug of war between expectations for growth and inflation, and 

implications for monetary policy will be the key driver of financial markets over the summer months. Peak 

policy accommodation is another aspect to watch over coming months. 

Exhibit 1: Peak rates of change of growth and 

inflation… 

 Exhibit 2: … against a backdrop of ‘early cycle’ 

environment by length of recovery, … 

 

 

 

Source: Bloomberg, and ADCB Asset Management  Source: NBER, and ADCB Asset Management | Notes: *No. 

of cycles mentioned in parenthesis; **Assumed trough 

Fast-moving cycle 

Looking at the extent to which economic/business activity has recovered, and also at valuations in financial 

markets, investors are left to wonder if this cycle is moving faster than normal. Whilst the simple count of 

months since the trough in economic activity would suggest an early-cycle environment, the level of many 

economic indicators suggests a mid-cycle atmosphere, and the expansive financial market valuations 

suggest a more late-cycle situation. 

Indeed, the economic activity has recovered to its pre-pandemic levels in some developed markets rather 

quickly. According to the International Monetary Fund (World Economic Outlook: Managing Divergent 

Recoveries, April 2021), the US is projected to return to end-of-2019 activity levels in the first half of 2021 

and Japan in the second half. However, in the euro area and the United Kingdom, activity is expected to 

remain below end-of-2019 levels into 2022. Equity markets, being the discounting machines they are, have 

quickly scaled back their new highs after having experienced the fastest 30% drop in history. Eventually, 

equity markets delivered above-average returns during 2020 – MSCI ACWI was up c14% in 2020 compared 

with the preceding 33-year mean annual return of c7% (and the median annual return of 13%). Much of this 

was driven by a strong expansion in valuation multiples counterweighing a sharp fall in earnings. This left 

very limited scope for further valuation expansion in 2021 and earnings growth had to do much of the heavy-

lifting. Now with earnings rebound/recovery largely behind us (see equity section on pages 8-9), we think 

expansive valuations are reminiscent of late-cycle. 

There is also a group of investors which advocates that we are still in the late phase of the previous cycle 

(which followed Global Financial Crisis of 2007/08), of course with a brief interruption in early 2020. 
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Whichever narrative – new short cycle or extended previous cycle – one believes in, it brings them to the 

same conclusion – that the early-cycle environment that existed since November 2020, is quickly dissipating. 

This has broad implications not only for asset allocators but also for policy makers, in our view. 

Exhibit 3: … mid-cycle atmosphere in some 

economic sectors, and … 

 Exhibit 4: … late-cycle situation in valuations 

 

 

 

Source: Bloomberg, and ADCB Asset Management | Notes: 

*based of four industrial production cycles of the past 

 Source: MSCI, Bloomberg, and ADCB Asset Management 

Fed’s dilemma 

On back of these perceptions about where we are in the cycle, central banks around the world (especially 

the US Fed) are likely to face the dilemma of – whether to keep the monetary policy accommodative to aid 

the nascent recovery or to start tightening so that they begin to accumulate some ammunition to fight the 

next downturn. The latter would possibly resonate more with investors who believe that we are still in the late 

phase of the previous cycle. Fed’s dilemma gets even more complex when inflation is put into the mix. On 

this, the recent hawkish comments from some Fed members (like James Bullard, Raphael Bostic, and, 

Robert Kaplan) met the dovish comments from others (like Jerome Powell, Richard Clarida, John Williams, 

and Loretta Mester). This divide, to us reflects the uncertainty associated with the outlook for inflation and its 

potential implications for the monetary policy outlook. In our view, whilst sustained inflation may not 

materialise, we think we are not out of woods when it comes to near-term inflation overshoot, especially 

relative to economic growth. Yet, some recent market price action seems to imply a bit of complacency 

associated with inflation risks. 

Maintaining a balance 

Peak growth, peak inflation, and peak policy accommodation are likely to remain the key macro drivers of 

financial markets over the next few months. Financial market performance trends are likely to be determined 

by which ‘peak’ narrative is dominant. For example, peak growth will mean fading tail winds for economic-

sensitive sectors, peak inflation could take the gas of some of the value sector engines, while peak policy 

accommodation could mean wobbles for all financial assets. Accordingly, we keep our allocation balanced 

for all these macro risks: with our disinflation/long-duration positions (overweight – new economy themes in 

US and China, build back better themes, and quality equities) hedged with inflation/short-duration positions 

(overweight – UK equities, gold, 5Y bonds, and energy equities). Our overweight in cash works as the dry 

powder. See pages 4-5 for our positioning. 

Strong performance since March 2020 lows, expansive valuations and peaking supportive trends mean 

investors need to keep an eye on potential downside risks. Especially with the skew index still at its all-time 

high, we think contentment can prove costly.  

Some of the risks facing financial markets include: 

 Higher than expected inflation 

 Sudden spike in bond yields 

 Central banks worrying about financial stability (inflation in financial assets and house prices) 

 Fiscal policy disappointments 

 Higher taxes 

 Political and geo-political risks 

 Vaccine hiccups (efficacy challenges with new strains/variants) 

 Travel clusters (emerging on back of vaccine approval clusters) 

 Expiration of the suspension of the statutory debt limit in the US (July 31 2021)  
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Porftolio positioning 

 

Exhibit 5: Recommended portfolio positioning 

Asset Allocation Underweight   Neutral   Overweight   Comments 

        

Equities        Year of two halves – with quality favored in H2 

Fixed income        Taper talk to dominate – negative for duration 

Alternatives        Prefer gold and market hedge strategies 

Cash and liquidity        Dry powder looking for deployment opportunities 

        
Equities* Underweight   Neutral   Overweight   Comments 

        

Regions               

US         Higher quality, higher RoE/RoA, growth-focus 

Canada         Stick with the benchmark 

Europe ex UK        Light on structural drivers of growth 

UK        Prefer global large caps with quality-tilt 

Japan        Prefer ‘new economy’ enablers 

Asia Pacific ex Japan         Focus on new China vs. old China; neutral India 

EM LatAm      
 

 

 Constrained by commodity-dependence, debt 
vulnerabilities, outflows and weak currencies EM EMEA         

GCC         Stick with the benchmark 

        

Global sectors               

Comm. Services          Diversified telecoms and Media 

Consumer Discr.         Hotels, Rest. & Leisure 

Consumer Staples          Food, Beverage & Tobacco 

Energy          Focus on capital discipline and makeover stories 

Financials         Impeded by lower interest rates 

Health Care         Biotechnology and Health care technology 

Industrials          Capital Goods and Transportation 

IT          Tech Hardware & Equipment 

Materials         Structural weakness on a shift to ‘new economy’ 

Real Estate         Real estate management & development 

Utilities         Gas utilities and Renewable Electricity Prod. 

        

Factors/styles/sizes               

Large cap          Strong balance sheet, earnings visibility 

Mid cap          Likely to be market-performers 

Small cap         Strained by leverage and peak-growth 

Growth          Prefer non-cyclical growth 

Value          Avoid value in sectors facing disruption 

Dividend yield         Prefer quality dividends and dividend growth 

Quality          Quality in the environment of low risk-tolerance 

Momentum         Benefits from ‘new economy’ orientation 

        

Legend New   Old   No change     

           

        
 

Source: MSCI, Barclays, HFRI, Bloomberg, and ADCB Asset Management | Notes: *Positions recommended based on MSCI ACWI Standard/IMI benchmarks 
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Exhibit 5: Recommended portfolio positioning (continued) 

Fixed income** Underweight   Neutral   Overweight   Comments 

        

Duration        Remain overweight on 5yr bonds 

US Treasuries        Prefer US Treasuries acting as a hedge  

US Credit       Preference for HQ corporates over HY corporates 

- Investment Grade        Bottom-up approach is key: BBB sector attractive 

- HY (off benchmark)        Bottom-up approach is key: B sector attractive 

European Bunds        Dovish ECB to keep yields stable 

European Credit       Preference for HQ corporates over HY corporates 

- Investment Grade        QE program in the form of CSPP to support 

- HY (off benchmark)        Valuations look stretched  

UK Gilts        Pricing in of tightening cycle looks excessive 

EM USD Sovereign        

Less dovish Fed could weigh on various EMs, 
selectivity is key 

- Brazil       
 

- Russia        

- High quality GCC        

EM LC Sovereign        Tightening monetary policy cycles 

- India Govt. bonds       Preference for short-dated government bonds 

EM Corporate        High leverage is concern, but opportunities in Asia 

- EM Asia        Preference for Asia IG 

        

Alternatives Underweight   Neutral   Overweight   Comments 

        

Gold         Hedge against political and inflationary risks 

Oil         Looking for a balanced market 

Other commodities        Commodity super-cycle is difficult to realize 

Hedge funds        Strategies that are less correlated to equities 

        

Currencies Negative   Neutral   Positive   Comments 

        

USD           Driven by Fed stance and yield differentials 

EUR           Path of short-term rates over long-term 

JPY            BoJ yield curve control creates a negative bias 

GBP           Delayed re-opening and new variants to weigh 

EM currencies          Driven by idiosyncratic developments 

        

Legend New   Old   No change     

           

        
 

Source: MSCI, Barclays, HFRI, Bloomberg, and ADCB Asset Management | Notes: **Positions recommended based on Bloomberg Barclays Global Aggregate (USD unhedged) 

Index benchmarks 
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Fixed income 

From inflation to rate hikes 

The second quarter of the year was stark contrast to the first quarter in terms of the performance of various 

fixed income classes. The losers of the first quarter turned out to be the winners of Q2 21. The main drivers 

for the reversal in performance were the slowing momentum of the reflation trade, signs of more downward 

surprises in the economic data signalling the possibility of growth having peaked and lastly and most 

importantly the Fed’s hawkish tilt in June. At the same time, inflation related volatility remained with the actual 

inflation prints beating market expectations while inflation expectations began to roll over (exhibit 6). The 

main catalyst for the fixed income markets was the hawkish Fed surprise which led to switch in preference 

for long-duration trades. The curve steepening pressures seen in the first quarter have reversed with 10-2yr 

UST bond spread most likely having peaked.  

With the recent fed’s pivot, market concerns immediately have moved towards policy normalisation from 

inflation worries. In fact, markets now seem to be getting ahead in repricing of Fed’s monetary policy 

tightening (exhibit 7). While some unwinding of the reflation trade is justified and could also be possibly driven 

by the recent variant concerns, we have our doubts that the Fed will be in a hurry to raise policy rates, 

especially amidst continued uncertainty on the stage of the economic cycle and inflation. This is evident from 

assurances made by the Fed Chair Jay Powell in the recent congressional testimony post the Fed meeting. 

With the average inflation targeting framework still in place, the Fed will prioritize on achieving its second 

goal of maximum employment. More importantly, the focus in the coming months will now be on the bond 

tapering which the FOMC participants have started to discuss and as per Mr. Jay Powell’s press conference, 

is expected to be “orderly, methodical and transparent”. We now expect the historical Jackson Hole meeting 

in August to be key meeting for announcement on details of tapering. Long-duration bonds appear vulnerable 

to the taper risk given the decline seen in the 5yr5yr forward rates from the Fed’s long-term target rate. As a 

result, we still maintain our short-duration stance on UST Treasuries with a preference for 5yr intermediate 

USTs.  

Exhibit 6: Reflation trade stalls…  Exhibit 7: ...focus shifts to rate hikes 

 

 

 

Source: Bloomberg, and ADCB Asset Management  Source: Bloomberg, and ADCB Asset Management 

Neutral on US and EU IG, Underweight on US and EU HY, Preference for BBB and single B rated 

bonds 

Developed market corporate bonds performed well, witnessing few reversals too in the second quarter. 

Investment Grade (IG) bonds were the winners, benefitting from the consolidation of long-term UST rates. 

Increased duration bias proved beneficial for the IG bonds given their long-duration characteristics. US IG 

bonds also outperformed the Euro IG bonds. This is likely to have been driven by the relative tightening of 

the long-term UST yields versus the long-term sovereign equivalent bonds in Europe. High yield bonds, both 

in US and Europe also delivered good returns, though underperformed versus long-term US Treasuries and 

IG bonds on a total return basis. Policy lift-off whether in terms of taper announcement or aggressiveness in 

Fed’s hawkish bias pose risk for the US HY bonds, in particular. Historical precedents indicate that the HY 

bonds have been particularly vulnerable to hawkish tilt in Fed’s policy. On the other hand, US IG bond 

spreads have historically been relatively stable relative to volatility in the UST yields (exhibit 8). Overall 

spreads continued to remain at tight levels, particularly in the low-rated categories of bonds. While further 

spread compression looks limited but likely to be driven by carry and not capital gains. In the US IG segment, 

BBB segment looks attractive, trading around 20bp higher than the overall BBB index (exhibit 9). In US HY, 
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single B segment is attractive versus the US HY index.  Overall we remain neutral on US and EU IG bonds 

while remain underweight on US and EU HY bonds. Our neutral stance on US IG and underweight stance 

on US HY acts as a hedge against our short-duration call on USTs.  

Neutral on EM USD sovereigns, Overweight on EM Asia credit  

EM USD sovereign bonds recorded strong gains in the second quarter, even outperforming US HY, EM local 

currency bonds and EM corporate bonds. However, on a year-to-date basis, EM USD sovereign bonds 

continue to lag behind. Long-duration characteristics of the EM USD sovereign bond index coupled with the 

decline in long-term UST yields were the key driving factors for the outperformance of EM USD sovereign 

bonds. Going forward, EM local currency bonds could be more vulnerable to the Fed’s hawkish bias. Majority 

of EM central banks had so far been avoiding rate hikes in order to address growth concerns with rampant 

virus cases. With the Fed’s hawkish tilt, EM central banks which have lagged behind are likely to catch-up, 

especially countries where inflation even with transitory forces could start leading to second round effects. 

On the other hand, emerging markets like Brazil and Russia are likely to be favoured given their pre-emptive 

stance in tightening their monetary policy. Current EM USD sovereign bond valuations look attractive on a 

risk-adjusted basis when compared to their peers including US HY spreads. Recent trend indicates that the 

rally in US HY is slowing down while there is evidence of interest returning to EM USD sovereign bonds. We 

maintain our neutral stance on EM USD sovereign bonds compared to our underweight stance on US HY. 

Within EM USD sovereigns, valuations look attractive in BBB and BB segment. We maintain our preference 

for high-quality GCC, Russia and Brazil bonds 

In EM corporate, we maintain our preference for Asia credit through our overweight stance on Asia IG bonds. 

EM Asia credit posted positive gains in 2Q21 but has relatively underperformed their US and Europe 

counterpart with the region coming under pressure under rising virus toll. In addition, China deleveraging and 

regulatory crackdown has put pressure on China credit which contributes almost 50% to the Asia IG index 

Amidst this noise, Asia IG has outperformed US IG and EUR IG on a year-to-date basis. Valuations of EM 

Asia credit still look inexpensive when compared to the US and Europe counterpart. It is important to look 

beyond the noise as long-term growth fundamentals in Asia still look promising.   

Exhibit 8: US IG spreads have been resilient   Exhibit 9: BBB spread attractive   

 

 

 

Source: Bloomberg, and ADCB Asset Management  Source: Bloomberg, and ADCB Asset Management 
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Equities 

The first half 

In our note, The Equity Strategist: Global Equity Outlook: The unabnormal, January 19 2021, we wrote 

“Equity returns in 2021 should be led by earnings growth. I/B/E/S consensus forecasts a 29% growth in 

earnings for MSCI ACWI this year. We see upside risks here. 2020 saw valuation multiples expand quite 

significantly. We expect valuations to fall slightly in 2021 but remain above historical average levels. Taking 

these together, we expect average returns from equities in 2021 and this is unusual because it follows two 

years of above-average returns.” In terms of how trends are to likely emerge through the year, we said “We 

see 2021 as a year of two halves. As we move from the ‘rebound’ phase in H1 to the ‘recovery’ phase in H2, 

growth and inflation are expected to moderate. We expect the recovery to be led by services and consumers 

in H2 2021. Based on this, different equity styles can be in vogue in each of the two halves.” 

Exhibit 10: H1 2021 performance trends were in line with our expectations 

 
Source: MSCI, Bloomberg, and ADCB Asset Management | Notes: *based on MSCI total return indices in USD terms as at close of 

June 29, 2021 

Now half way through the year, looking at the year-to-date performance of various equity regions, sectors, 

factors and styles (exhibit 10), it can be seen that equity markets, as measured by MSCI ACWI, have returned 

c12% (as of 29 June) with smaller, value markets like GCC and EM EMEA leading the pack. Sector wise, 

energy and financials – which are considered cyclical value plays – outperformed the most. More defensive 

sectors like consumer staples, and utilities appeared at the bottom of the list. Looking at the size classes, 

small caps outperformed mid and large caps. Value as a style has outperformed growth by a decent margin. 

The second half 

Looking ahead, as we showed in our “2021 – a year of two halves” framework (see exhibit 9 in Q2 2021 

Outlook: A balancing act, April 2021), the second half of the year is likely to be dominated by ‘peak growth’, 

‘peak inflation’, and also potentially ‘peak policy stimulus’. This is likely to have implications for performance 

trends in equity markets. In terms of growth, as can be seen from exhibit 11, revenue growth and earnings 

growth are expected to have peaked in the second quarter of this year and are likely to moderate over the 

next six months. Noteworthy, this appears to be the case not only in the US but also in Europe. As we argued 

in the investment strategy section of this note (pages 2-3), the rate of change of growth (i.e. acceleration of 

economic activity) rather than the level of growth matters more for financial markets. Therefore, moderation 

in growth rates in the second half of this year and beyond could mean that some of the best part of the 

cyclical/value trade is behind us. On the other hand, if history is any guide, weaker growth bodes well for 

structural growth themes which boast growth in plenty. It is interesting to note that potential rotation out of 

value into growth is likely to come at the time when the correlation between growth and value is at its lowest 

in about 20 years (see exhibit 12). 

Sobering summer 

For the very near-term we would be cautious on the marginally weaker risk-return trade-off for equity markets. 

Typical summer weakness, increasing COVID-19 cases (of the Delta variant), potential political risks (around 

the expiration of the suspension of the statutory debt limit in the US, and German national election in 

September) and geopolitical risks (US-China and US-Russia) are all likely to influence financial market 

performance over coming months. Other risks facing financial markets include higher-than-expected inflation, 

sudden spike in bond yields, surfacing of financial stability risks, vaccine hiccups in the developing World 

(especially to new strains/variants), and emergence of ‘travel clusters’ on back of vaccine approval clusters.  
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All these come against the backdrop of strong performance of risk assets since bottoming in March 2020. 

Further, as we highlighted in the investment strategy section of this note (see pages 2-3), equity valuations 

are increasingly suggestive of a late cycle environment – especially if you consider peaking earnings growth 

momentum. SKEW index has remained at the all-time highs and points to some caution. 

Of course, offsetting all these potential downside risks is the strong policy support both from monetary and 

fiscal authorities. Taking the rough with the smooth, we expect a ‘sobering summer’ where risk assets could 

remain range-bound before resuming their uptrend later in the year. A likely range-bound market with 

increasing risks makes the risk-return for investors slightly unfavourable but only in the near-term. We think 

long-term investors are better served by remaining invested in risk-assets even through the summer. 

Exhibit 11: Revenue growth and earnings growth 

has likely peaked in Q2 

 Exhibit 12: Growth – value correlation dropped 

sharply over the past year 

 

 

 

Source: I/B/E/S, Refinitiv, and ADCB Asset Management  Source: MSCI, Bloomberg, and ADCB Asset Management | 

Notes: * based on daily returns on MSCI ACWI growth and 

MSCI ACWI value indices 

Our balanced positioning 

We maintain a thematic tilt to our equity portfolios with an overweight on structural growth opportunities 

including (new economy themes and build back better themes). Our strategic preference is for large cap non-

cyclical growth with a steady focus on quality. We have also identified industry level opportunities to play the 

ongoing re-opening in the medium-term. 

Regions 

US remains our overweight. Equity index here is heavily-weighted by structural growth and new economy 

themes which we continue to like. US equities are rich in quality, have higher return on equity (ROE) and 

higher return on assets (ROA), near-term growth premium in the US over the rest of the world should help 

too. Our overweight in UK (low-duration/cyclical/value) acts as a hedge against our overweight in US (high-

duration/structural/growth). UK also benefits from the scope to reverse the underperformance of the recent 

past years. There is possibility for UK earnings to rebound more durably. We fund our overweight in US and 

UK by keeping our underweights in Europe ex UK and EMs outside Asia. Both the regions lack the structural 

growth we like. We remain neutral Asia Pacific (both Asia Pacific ex Japan and Japan) and Canada. Within 

Asia Pacific ex Japan, we focus on structural growth opportunities – Chinese technology. 

Sectors 

We remain overweight IT and Communication Services as structural plays. We are overweight energy for 

cyclical reasons. We fund these overweight by being underweight financials and materials sectors. We have 

also identified 17 industry group level trades (6 of them are cyclical, 4 financials and 7 defensive) that can 

benefit from reopening of the global economy and also cyclical improvements. 

Factors and themes 

Our preference for large caps is driven by their strong balance sheets and earnings visibility. We are more 

cautious on small caps which in a normal phase of the cycle can be constrained by leverage. We expect 

small caps to lag subsequent to growth peak. We also keep a good growth tilt in our positioning – this should 

help when the economic momentum normalises to the new normal, which we believe will be of moderate 

growth. As we have highlighted several times in the past, contrary to popular opinion/belief, we do not see 

growth and value as mutually exclusive therefore, we are neutral on value while being overweight growth. 

Also, we believe our steady preference for quality will pay off over the strategic time frame.   
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Alternatives 

Oil 

Supply restraint of OPEC+, and improving demand outlook (as economies reopen) are often cited as the key 

contributors to oil price rise over the past year or so. However, it is also worth noting that oil production 

outside the OPEC+ has not increased much despite the strong rise in oil prices. As can be seen from exhibit 

13, production of oil in the US has not rebounded after the slump in 2020. There may be several reasons 

behind this. First, in the US, the new administration appears more favourable to cleaner forms of energy then 

being ambitious about increasing the oil production to be the top oil producer of the world. Also for the listed 

energy companies, activist investors concerned about the environmental impact, have been demanding the 

companies to spend less on drilling (and further exploration), and instead return more money to shareholders. 

We think this dynamic can persist for the time being. This means that OPEC+ could indeed remain the key 

source of supply to the oil market. Should the western economies re-open rather quickly into summer the 

demand could surprise positively. However, the rapid spread of Delta variant of the COVID-19 virus could 

create a disturbance in the demand recovery. Other downside risks to oil prices include a stronger USD (for 

discussion see page 12) and a faster than expected return of Iranian oil to the mainstream market. 

Exhibit 13: US crude oil production has not rebounded after collapsing last year 

 
Source: United States DOE, NYMEX, WTI, Bloomberg, and ADCB Asset Management 

Gold 

Gold prices have had a choppy H1 after a strong growth last year. Gold prices fell through the first quarter of 

the year but rose subsequently till end of May. However, during June, gold prices fell as the USD 

strengthened following a hawkish surprise from the Fed. Exhibit 14 highlights the strong negative correlation 

between gold prices and broader USD. Yet, we believe that gold acts as a strong diversifier in multi-asset 

portfolios and investors need to keep exposure to the yellow metal as a hedge against potential political and 

geopolitical risks. In the near-term we think likely wobble in risk assets (see our equity section on pages 8-9 

for why we think a sobering summer is on cards) will bring some shine back to gold. Also any potential 

normalisation or stabilisation of the USD strength, could provide support to gold prices. 

Exhibit 14: Gold prices and broader USD share a strong negative correlation 

 

Source: Bloomberg, and ADCB Asset Management 
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Industrial commodities 

We continue to highlight that whilst another commodity super cycle appears difficult, demand for green 

economy commodities is likely to sustain. In fact, we think super cycle talks on commodities should start to 

fade in the coming months. This is for several reasons including commodity intensity of growth remaining still 

low, and Chinese demand reliability being much lower then what it was during the super cycle. Cyclical 

tailwinds for commodity prices are fading too. As economies reopen the demand should rebalance away 

from goods to services. This should in turn put some pressure on industrial commodity prices broadly. Also 

if history is any guide, commodities tend to suffer following post-recession cyclical peaks (see investment 

strategy section on pages 2-3 to see why we think we are heading into one). Further, recent weeks have 

seen evidence that supply bottlenecks to some of these industrial commodities are beginning to ease. 

Speculative excesses have started to fade as well. However, we think demand for green economy 

commodities is likely to sustain in the coming years. 

Exhibit 15: A super cycle is nothing like a normal 

cycle; current cycle is nothing like a super cycle 

 Exhibit 16: Strong synchronous growth of EMs 

and DMs powered the super cycle of 2000s 

 

 

 

Source: Commodity Research Bureau, Bloomberg, and 

ADCB Asset Management 

 Source: International Monetary Fund, World Economic 

Outlook Database, April 2021, Commodity Research Bureau, 

Bloomberg, and ADCB Asset Management 

Food commodities 

Rising food prices of the recent months have been a major concern for investors (who feared inflation) and 

for emerging economies (where food constitutes a major share of the consumer basket). Indeed, the United 

Nations Food and Agriculture Organisation’s World Food price index hit its highest level since 2011 (exhibit 

17). This of course was contributed by extreme weather conditions of la Nina which has been the strongest 

since 2011 (exhibit 18). However, the recent months have seen normalisation in the weather conditions and 

this is likely to help in control of food commodities over the coming months. Also any potential additional 

supply of these commodities on the back of higher prices could aid the normalisation further. 

Exhibit 17: Food price index highest since 2011  Exhibit 18: La Nina strongest since 2011 

 

 

 

Source: Food and Agriculture Organization of the United 

Nations, Bloomberg, and ADCB Asset Management 

 Source: National Oceanic and Atmospheric Administration 

(NOAA), Bloomberg, and ADCB Asset Management. | Notes: 

*NOAA Oceanic Nino Index (ONI) denotes annual +/- 

temperature gradients by season and reflect anomalies 

caused by Nino effect beginning in 1950.   
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Currencies 

US Dollar- Tug of war 

The second quarter was volatile for the US dollar as the market forces before the June FOMC battled 

between the US leading the re-opening plans and vaccination rates gaining momentum in other developed 

markets with economic surprises slowing down in the US. In fact, the second quarter started with the euro 

strengthening versus the dollar with evidence of more encouraging signs of growth coming out of Eurozone. 

However, the US dollar started to rebound since the beginning of the June and undoubtedly the hawkish Fed 

surprise at the June FOMC meeting immediately resulted in broad dollar strength. With signs of global growth 

taking off even with the slight US lead, the “exceptionalism” sentiment benefitting the dollar could soften in 

the near term (exhibit 19). But more importantly, global currency trends will now be more driven by the 

divergence in central bank policies.  

Fed versus other central banks 

The driving factors for the dollar have somewhat changed over past the quarter. Slow vaccine progress in 

Europe and increasing confidence on US growth had resulted in strong dollar performance in the first quarter. 

However, growth baton has now shifted to Europe with signs of positive economic surprises softening in the 

US. In the near term, Europe could possibly lead in the economic recovery with more economies re-opening 

in the summer. Vaccination progress even in key emerging markets has progressed slowly and gradually. 

Currently, the US is only slightly leading in terms of the global growth recovery and other economies not way 

behind (exhibit 20). The possibility of more muted activity surprises remains across the globe, but with signs 

of growth having peaked mostly in the second quarter, it could be challenging to see the US outperforming 

its peers in the near term. Having said that, the most important driver for the dollar will be the interplay of 

Fed’s monetary policy versus other central banks.  

Since the beginning of the year, the Fed and the ECB have responded in different ways to the rising bond 

yields. Evidence of this divergence in monetary policy communication between the Fed and the ECB has 

further strengthened post the recent Fed’s pivot. As we had anticipated in our previous quarterly report, the 

Fed’s monetary policy rhetoric is beginning to look slightly hawkish when compared to the ECB. With the Fed 

acknowledging inflation uncertainty and bringing forward their rate hike forecast, short-term interest rates in 

the US have slightly widened versus that in Europe (exhibit 21). In the near term, we do not expect any sharp 

widening in the short-term interest rates. This is mainly because the market expectations of rate hikes are 

looking quite aggressive versus the Fed’s interest rate projections. At the same time, we expect that the Fed 

commentary not to get more hawkish in the near term with the central bank likely to stress on being patient 

in policy lift-off. As such, we are likely to witness marginal but not excessive strengthening of the US dollar 

in the near term. However, over the long term, the Fed will remain ahead in policy normalisation compared 

to other developed market central banks. So the bias for a stronger dollar over the long term is likely.  

Exhibit 19: Dollar exceptionalism looks challenging 

 
Source: Bloomberg consensus surveys, ADCB Asset Management 
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Pound sterling 

The Pound sterling rally stalled in the second quarter versus both the dollar as well as the euro (exhibit 22). 

The slowdown in the rally was mainly driven by the delay of full re-opening and renewed concerns of the 

delta variant spreading in the country. In addition, vaccination progress in the European union and many 

countries unveiling re-opening plans to boost summer tourism also led to slight outperformance of the euro. 

Despite the improving economic outlook in the UK, the Bank of England (unlike the Fed) has refrained from 

signalling a move towards policy normalisation. As such, we do not expect the pound sterling to rally 

significantly in the near term.  

Japanese Yen  

The Japanese yen was unchanged versus the dollar in the second quarter, disconnecting from the trend 

seen in long-term UST yields (exhibit 23). However, post the Fed June meeting, the yen has started to catch-

up with the decline in long-term UST yields. The key driver for the yen in the near term will be dependent on 

how the differential between UST yields and JGB yields plays out. Given our expectation that the rally in 

long-term USTs appears overdone with the uncertain inflation outlook, the yen is most likely to remain under 

pressure.  

Exhibit 22: Pound rally stalled in Q2 21   Exhibit 23: Decoupling of yen versus 10yr UST 

yield 

 

 

 

Source :Bloomberg, and ADCB Asset Management  Source: Bloomberg, and ADCB Asset Management 
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Exhibit 20: US slightly leading   Exhibit 21: 2yr bund-UST spread versus EURUSD 

 

 

 

Source: Bloomberg, and ADCB Asset Management  Source: Bloomberg, and ADCB Asset Management 
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