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A Continuing Reflationary Tailwind   

 

The financial sector has benefited from a tide of optimism about 

expectations of higher inflation and interest rates, a better economic 

backdrop, reduced margin pressures, less onerous regulation and lower 

US taxes. Following a sharp rally, Portfolio Manager Sotiris Boutsis, 

believes we are now entering a period when stock selection becomes more 

important. Over his seven year tenure, Sotiris has delivered cumulative 

returns of 105.3% (on a net of fees basis) outperforming the comparative 

index which returned 95.8%.
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 The FF Global Financial Services Fund is one 

of the largest in the peer group. 

 

 

SOTIRIS BOUTSIS is the Portfolio 

Manager of the FF Global Financial 

Services Fund. He joined Fidelity in 

2001 as an intern, and went on to 

become an equity analyst, covering 

various sectors before being 

promoted to Portfolio Manager in 

January 2010. Sotiris holds an 

Engineering Diploma and a PhD in 

Computer Science from Athens 

National Technical University, as well 

as an MBA from the London Business 

School. 

A TALE OF TWO HALVES 

2016 was a tale of two halves for financials. While the sector as a whole delivered 13.1% 

in US dollar terms, outperforming the broader market, the bulk of the re-rating took place 

in the second half – when financial stocks rallied 20.7%.
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The uptrend started in the middle of 2016, around the time bond yields bottomed soon 

after the moves caused by Brexit, but the process was accelerated after the election of 

President Trump. His stated intention of de-emphasisng globalisation, boosting 

infrastructure spending, lowering taxes and reducing regulation, caused a shift in investor 

focus from deflation to reflation, despite the fact that these forces had been at play for a 

while. We saw a sharp shift in investor positioning towards previously unloved financials, 

as investors re-evaluated the sector’s prospects and took some of the most pessimistic 

scenarios off the table. A combination of increased inflation and interest rate expectations, 

a supportive fundamental backdrop and improved financial health of underlying 

businesses helped.   Chart 1. Cumulative returns 

over tenure, at 31 January 2017    

 

Source: Fidelity International, 31 January 2017. 
nav-nav, gross income reinvested, A-Euro share 
class (net of fees). Index: MSCI AC World 
Financials + Real Estate blended index. Sotiris 
Boutsis’ tenure starts from 1 January 2010 

REFLATIONARY FORCES AT PLAY 

Despite a lot of rhetoric around secular deflation, reflationary forces have been building 

recently, following an extended period of loose monetary policy. Economic growth has 

been modest but healthy, with the US, in particular, steadily moving towards full 

employment. Commodity prices have also strengthened recently as the supply/demand 

dynamic for oil has improved and other commodities have done better due to a 

combination of market and real economy factors.  

To add to this, an upsurge in populism has forced a shift among politicians away from 

strict insistence on fiscal austerity towards tolerating a looser fiscal stance. Policymakers 

have also begun to question policies such as negative interest rates and ever-tightening 

regulatory standards, which some perceive as damaging to the economy. At the same 

time, the prospects of increased protectionism and trade barriers have meant 

expectations for inflation have increased. Following many years of worries around 

deflation, we appear to be finally reaching a point of seeing some inflation and moving 

away from the prospect of negative rates, at least for a while. 

IMPROVING FUNDAMENTAL BACKDROP 

At the same time, an improving fundamental backdrop is providing a positive tailwind to 

the financial sector, which is closely linked with the state of the broader economy.  
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In the US, we are seeing strong consumer spending and business investment as well as 

growing wages. Activity levels could be further supported if the new administration follows 

up on its promises for a fiscal stimulus, a drop in the corporate and personal tax rates and 

a reduction in regulatory overheads. With respect to Europe, following years of easy 

monetary policy it is in a cyclical recovery phase, with broad-based expansion in 

manufacturing and services PMIs as well as an upturn in hiring activity.  

Elsewhere, Japan’s decision to peg yields near zero in the context of globally rising yields 

has resulted in Yen weakness, which is serving to reflate the domestic economy. The 

Chinese economy too has re-accelerated following stimulus in 2016, and a number of 

economic indicators are at multi-year highs. Even though the monetary policy is likely to 

tighten from here, China is unlikely to go into its National Congress with an 

underperforming economy.  

What does this imply for financials? A strong economic backdrop, higher inflation and 

interest rates could represent an important change in the operating fundamentals of 

banks and other financial companies. Following years of margin compression in a low 

interest rate environment, banking stocks may finally see margins improve. This has the 

potential to support an earnings upgrade cycle, especially since most bank management 

teams are managing costs tightly. Banks could also benefit from improved lending activity 

and better credit quality that will result from the improved health of corporates in general, 

as pricing power will benefit overall corporate fundamentals. Most notably, the improving 

outlook for inflation has reduced the probability of some extreme scenarios of negative 

rates persisting for protracted periods of time, with the potential to pose existential risk to 

certain business models in the financials space.  

HEALTHIER BALANCE SHEETS AND POTENTIALLY LESS ONEROUS 

REGULATION 

Financial businesses have also spent the better part of the last decade rebuilding balance 

sheets, raising new equity from the markets and using their admittedly modest profitability 

to deal with non-performing exposures.  

An overall improvement in balance sheet quality has removed questions around the 

capital adequacy of a number of banking systems. In those cases where balance sheet 

quality has not been adequately addressed yet, mainly in Europe, the ECB has upped the 

pressure and business plans are being revised appropriately. Investors are finding it 

increasingly difficult to overlook the sector now that balance sheets are in better shape 

and there is some possibility of a historic reversal in interest rates, albeit over very many 

years.  

To add to this, there are indications that the regulatory onslaught on the sector may be 

abating. President Trump has taken steps to revise Dodd Frank and the DOL rule and in 

Europe politicians have openly supported a re-evaluation of Basel IV. Progress on these 

fronts would allow banks to hoard less capital, and increase return on equity, which would 

lead to rerating. In addition, if regulatory restrictions were to be relaxed, that would be 

unlikely be restricted to financals. A reduction in regulation in general would support 

business sentiment for the overall economy, and improve the outlook for capital 

deployment in investment or acquisitions.  

FOCUS ON STOCK SPECIFIC FUNDAMENTALS 

My investment process is designed to find companies with a potential to improve return 

on assets and return on equity, as this typically leads to a rerating. I am also interested in 

companies whose earnings delivery is ignored by the market. I believe it is important to 

emphasise quality franchises and businesses that have strong assets, likely to withstand 

periods of volatility, and companies with good management that can create value and 

navigate periods of uncertainty to our benefit.  

Within the portfolio, 2016 saw an increased exposure to banking and insurance 

businesses at the expense of real estate and financial technology holdings that had done 

well. A number of names introduced last year rallied strongly in the post-Trump surge and 

have in fact met price targets. I am now using those proceeds to finance a number of new 

purchases.  
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Given the above backdrop of opportunities, risks, policy uncertainty and sharp price 

moves, I am focusing on building exposure to the new top-down tailwinds on a bottom-up, 

stock-by-stock basis. New holdings include the likes of credit card issuer and electronic 

payment services business Discover Financial Services, whose differentiated strategy of 

targeting the younger borrower cohort is resulting in market share gains versus its peers 

who target high spenders. Not only should it benefit from a likely lower corporate tax rate, 

but less oversight could drive bigger buybacks. Investors have recently shunned 

consumer finance names, leaving the stock relatively inexpensive, and it is now one of the 

largest relative positions in the fund. Encouragingly, there is a multitude of opportunity on 

a global basis and I have added a number of names where there are stock-specific 

catalysts that the market is currently ignoring.  

  

RISKS 

After a long period of recovery and adjustment following the 2008 crisis, we are at a stage 

in the financial sector where new tailwinds are gathering while some of the headwinds are 

abating. Still, a number of risks remain, such as those related to policy implementation in 

the US, political uncertainty in Europe, and the possibility of a protectionist backlash – 

even though most of these are broad-based and not specifically linked to financials. We 

also need to monitor market variables such as currencies and yields, as sharp moves 

could dampen economic growth or raise questions about debt sustainability. However, at 

this stage, these risks are not centre stage.  
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FOOTNOTE 

1. Fidelity International, 31 January 2017. Nav-nav, gross income reinvested, A-Euro share class (net of fees). Index: MSCI AC World Financials + Real Estate blended index. 

Sotiris Boutsis’ tenure starts from 1 January 2010 to present. Past performance is not a reliable indicator of future results. Returns may increase or decrease as a result of 

currency fluctuations. Holdings will vary from the index quoted. For this reason, the comparative index is used for reference only. Numbers may not sum due to rounding. 

2. Datastream, 31 December 2016. Based on relevant global total return indices. 
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This information is for Investment Professionals only and shoul d not be relied upon by private investors. It must not be reproduced or circulated without prior permission. 

This communication is not directed at, and must not be acted upon by persons inside the United States and is otherwise only directed at persons residing in jurisdictions where the relevant funds are 
authorised for distribution or where no such authorisation is required. Research professionals include both analysts and associates.  Fidelity International refers to the group of companies which form the 
global investment management organisation that provides information on products and services in designated jurisdictions outside of North America. Fidelity International does not offer investment advice 
based on individual circumstances. Any service, security, investment, fund or product mentioned or outlined in this document may not be suitable for you and may not be available in your jurisdiction. It is 
your responsibility to ensure that any service, security, investment, fund or product outlined is available in your jurisdiction before any approach is made to Fidelity International. This document may not be 
reproduced or circulated without prior permission. Past performance is not a reliable indicator of future results. Unless otherwise stated all products are provided by Fidelity International, and all views 
expressed are those of Fidelity International. Reference in this document to specific securities should not be interpreted as  a recommendation to buy or sell these securities, but is included for the purposes of 
illustration only. Investors should also note that the views expressed may no longer be current and may have already been acted upon by Fidelity. The research and analysis used in this documentation is 
gathered by Fidelity for its use as an investment manager and may have already been acted upon for its own purposes. Fidelity, Fidelity International, the Fidelity International logo and F symbol are 
trademarks of FIL Limited. Fidelity Funds is an open-ended investment company established in Luxembourg with different classes of shares. Reference to FF before a fund name refers to Fidelity Funds. 
Fidelity only offers information on products and services and does not provide investment advice based on an individual's circumstances.  The value of investments can go down as well as up and investors 
may not get back the amount invested. For funds that invest in overseas markets, changes in currency exchange rates may affect the value of an investment.  Foreign exchange transactions may be effected 
on an arm's length basis by or through Fidelity companies from which a benefit may be derived by such companies. Past performance is not a reliable indicator of future results. This document may not be 
reproduced or circulated without prior permission. No statements or representations made in this document are legally binding on Fidelity or the recipient. Data Source – © 2016 Morningstar, Inc. All Rights 
Reserved. The information contained herein: (1) is proprietary to Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted to be accurate, complete or timely. 
Neither Morningstar nor its content providers are responsible for any damages or losses arising from any use of this information. 
 
Germany: Investments should be made on the basis of the current prospectus and/or the Key Investor Information Document (KIID), which is available along with the current annual and semi-annual reports 
free of charge from FIL Investment Services GmbH, Postfach 200237, 60606 Frankfurt/Main or www.fidelity.de. Issued by FIL Investment Services GmbH. Austria: Investments should be made on the basis 
of the current prospectus and/or the Key Investor Information Document (KIID), which is available along with the current annual and semi-annual reports free of charge from FIL (Luxembourg) S.A, 
Kastanienhöhe 1, D-61476 Kronberg im Taunus, Germany; as well as with the Austrian paying agent UniCredit Bank Austria AG, Vordere Zollamtstrasse 13, A-1030 Wien, FIL (Luxembourg) S.A. – 
Zweigniederlassung Wien, Mariahilfer Strasse 36, 1070 Wien or www.fidelity.at. Malta: Investments should be made on the basis of the current prospectus / the Key Investor Information Document (KIID), 
which is available along with the current annual and semi-annual reports free of charge from Growth Investments Limited, which is licensed by the MFSA. Fidelity Funds is promoted in Malta by Growth 
Investments Ltd in terms of the EU UCITS Directive and Legal Notices 207 and 309 of 2004. The Funds are regulated in Luxembourg by the Commission de Surveillance du Secteur Financier. Switzerland: 
We recommend you obtain detailed information before taking any investment decision. Investments should be made on the basis of the current prospectus and KIID (key investor information document), 
which is available along with the current annual and semi-annual reports free of charge from our distributors, from our European Service Centre in Luxembourg and from our legal representative and paying 
agent in Switzerland: BNP Paribas Securities Services, Paris, succursale de Zurich, Selnaustrasse 16, 8002 Zurich. Issued by FIL Investment Switzerland AG, authorised and regulated in Switzerland by the 
Swiss Financial Market Supervisory Authority. Italy: Please contact your financial advisor or the local branch of your bank in Italy. Spain: For the purposes of distribution in Spain, Fidelity Funds, Fidelity 
Funds II, Fidelity Active Strategy and Fidelity Alpha Funds SICAV are registered with the CNMV Register of Foreign Collective Investment Schemes under registration numbers 124, 317, 649 and 1298 
respectively, where complete information is available from Fidelity Funds, Fidelity Funds II, Fidelity Active Strategy SICAV and Fidelity Alpha Funds SICAV’s authorised distributors. The purchase of or 
subscription for shares in Fidelity Funds, Fidelity Funds II, Fidelity Active Strategy and Fidelity Alpha Funds SICAV shall be made on the basis of the Key Investor Information Document (KIID) that investors 
shall receive in advance. The Key Investor information Document (KIID) is available free of charge and for inspection at the offices of locally authorised distributors as well as at the CNMV. Portugal: In 
Portugal, Fidelity Funds are registered with the CMVM and the legal documents can be obtained from locally authorised distributors. United Kingdom: Please note that not all funds in the SICAV fund range 
are suitable for UK investors and tax advice should be sought before investing. Fidelity Funds are recognised under section 264 of the Financial Services and Markets Act 2000 as amended by Rule 2(24) of 
the Undertakings for Collective Investment in Transferable Securities (UCITS) Regulations 2011. Investors should note that loss caused by such recognised funds will not be covered by the provisions of the 
Financial Services Compensation Scheme (or by any similar scheme in Luxembourg) if the fund is unable to meet its obligations, however claims for loss in regards to such recognised funds against a 
Financial Conduct Authority-authorised firm such as Fidelity will be. The full prospectus and Key Investor Information Document (KIID) for these funds are available from Fidelity on request by calling 0800 
414 181. The UK distributor of Fidelity Funds is FIL Investments International.  The Netherlands: Investments should be made on the basis of the current prospectus and KIID (key investor information 
document), which is available along with the current annual and semi-annual reports free of charge from our distributors, from our European Service Centre in Luxembourg, FIL (Luxembourg) S.A. 2a, rue 
Albert Borschette BP 2174 L-1021 Luxembourg (tel. 0800 – 022 47 09). In the Netherlands, documents are available from FIL (Luxembourg) S.A., Netherlands Branch (registered with the AFM), World Trade 
Centre, Tower H, 6th Floor, Zuidplein 52, 1077 XV Amsterdam (tel. 0031 20 79 77 100). [Fidelity Funds/Fidelity Funds II] is authorised to offer participation rights in the Netherlands pursuant to article 2:66 (3) 
in conjunction with article 2:71 and 2:72 Financial Supervision Act. Belgium: We recommend that you obtain detailed information before taking any investment decision. Investments should be made on the 
basis of the current Key Investor Information Document (KIID) and prospectus, which are available along with the current annual and semi-annual reports free of charge from our distributors, from FIL 
(Luxembourg) S.A. and the financial service provider in Belgium, CACEIS België NV, with head office at Havenlaan 86C, B320, 1000 – Brussels. Poland: This information is for Investment Professionals in 
the meaning of the Annex II to the Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in financial instruments amending Council Directives 85/611/EEC and 
93/6/EEC and Directive 2000/12/EC of the European Parliament and of the Council and repealing Council Directive 93/22/EEC only and should not be distributed to and relied upon by private investors. This 
material does not constitute a recommendation within the meaning of the Regulation of the Polish Minister of Finance Regarding Information Constituting Recommendations Concerning Financial Instruments 
or Issuers Thereof dated October 19, 2005. No statements or representations made in this document are legally binding on Fidelity or the recipient and not constitute an offer within the meaning of the Polish 
Civil Code Act of 23 April 1964. We recommend that you obtain detailed information before taking any investment decision. Investments should be made on the basis of the current prospectus, KIID (key 
investor information document) and Additional Information for Investors, which is available along with the current annual and semi-annual reports free of charge from our distributors, from our European 
Service Centre in Luxembourg FIL (Luxembourg) S.A. 2a, rue Albert Borschette BP 2174 L-1021 Luxembourg and the representative office in Poland. Czech Republic: Investments can only be made on the 
basis of the current prospectus/Key Investor Information Document (KIID), which is available along with the current annual and semi-annual reports free of charge from our European Service Centre in 
Luxembourg (FIL (Luxembourg) S.A., 2a, rue Albert Borschette, BP 2174, L-1021, Luxembourg) and from our paying agent UniCredit Bank Czech Republic a.s., Zeletavska 1525/1, 14092 Prag 4 - Michle, 
Czech Republic. The KIID is available in Czech language. Hungary: Investments can only be made on the basis of the current prospectus/Key Investor Information Document (KIID), which is avai lable along 
with the current annual and semi-annual reports free of charge from our distributor Raifeisenbank Zentralbank Österreich AG, Akademia u. 6, 1054 Budapest. The KIID is available in Hungarian language. 
Slovakia: Investments can only be made on the basis of the current prospectus/Key Investor Information Document (KIID), which is available along with the current annual and semi-annual reports free of 
charge from our European Service Centre in Luxembourg (FIL (Luxembourg) S.A., 2a, rue Albert Borschette, BP 2174, L-1021, Luxembourg) and from our paying agent UniCredit Bank Slovakia, a.s., 
Sancova 1/A 81333, Slovakia. The KIID is available in Slovak language. Issued by FIL Investments International (FCA registered number 122170) a firm authorised and regulated by the Financial Conduct 
Authority, FIL (Luxembourg) S.A., authorised and supervised by the CSSF (Commission de Surveillance du Secteur Financier) and FIL Investment Switzerland AG, authorised and supervised by the Swiss 
Financial Market Supervisory Authority FINMA. Hong Kong: Please refer to the relevant offering documents for further information including the risk factors. If Investment returns are not denominated in 
HKD/ USD, US/HK dollar-based investors are exposed to exchange rate fluctuations. The material is issued by FIL Investment Management (Hong Kong) Limited and it has not been reviewed by the 
Securities and Futures Commission (“SFC”). Korea: This document is for intermediaries’ internal use only (or institutional investor) and not for external distribution or fund promotion. All external distribution, 
amendment and variation of this information require prior written approval from Fidelity International. Fidelity International is not responsible for any errors or omissions relating to specific information provided 
by third parties. All views may have changed due to market movements or other circumstances thereafter. Please read the (simplified) prospectus thoroughly before you subscribe to any specific fund. Profit 
or loss that can be incurred in accordance to outcome of management and currency exchange fluctuation is reverted to investors. Past performance is no guarantee of future returns. The investment is not 
protected by Korea Deposit Insurance Corporation under Investor Protection Act. Investment involves risks. Funds investing in foreign markets are open to risks related to country’s market, political and 
economic conditions which may cause loss on asset value. Fidelity, Fidelity International, the Fidelity International logo and F symbol are trademarks of FIL Limited. Singapore: FIL Investment Management 
(Singapore) Limited [“FIMSL”] (Co. Reg. No.: 199006300E) is the representative for the fund(s) offered in Singapore. Potential inves tors should read the prospectus, available from FIMSL, before investing in 
the fund(s).  
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