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FROM OUR CIO

Vassilis Papaioannou 
CIO

“With inflation the 
canary in the fixed 
income mine, any 
sudden increase will 
have devastating 
effects.

“The consumer 
based capitalist 
model looks in 
good shape for the 
risk-on mode to 
continue this year.”

“Hedge funds will 
continue to struggle 
to justify their fees 
and hedge fund 
replication strategies 
stand to be cheaper, 
better alternatives 
instead.”

Investors have become more complacent. It’s been 
happening for well over a year and it’s easy to see why.    

Passive investing and central banks have been 
distorting the volatility structure, cyclically-
adjusted multiples continue to reach new 
highs, and bitcoin and other crypto-stories 
have lured investors of all background into 
a 21st century tulip mania. Despite the 
doomsayers, the world is still growing strong. 
Job markets are flourishing and the consumer 
based capitalist model looks in good shape 
for the risk-on mode to continue this year.

2018 starts off on a strong footing, with 
synchronised global growth, robust consumer 
demand and a gentle pace of withdrawal from 
the ultra-accommodative monetary policy 
by the major central banks. In the US, we 
believe that tax reform will boost domestic 
demand, improve SME income statements, 
trigger capital repatriation, and further boost 
company valuations sending the S&P 500 
above 3,000 (a 12 per cent from 2017 close). 
A similar picture is expected for Europe 
despite euro strength, as the improving 
consumer and trade conditions boost 
Europe’s usual suspects (Germany, France) 
and revitalised growth puts the former PIGS 
(Greece, Spain) back in the picture.

The ultra-accommodative policies are coming 
to a crucial stage with many central banks 
either normalising rates or considering 
steps for a gentle withdrawal. This at a time 
when core rates are at their lowest levels 
and corporate spreads super tight. Under 
normal conditions and within this global 
macroeconomic context, fixed income 
investors would have been running for the 
exit but benign inflation and central banks 
dominance in all fixed income segments keep 
them calm. Inflation remains a mystery not 
only in the US but in all major - and even in 
some emerging - market economies. With 
inflation the canary in the fixed income mine, 
any sudden increase will have devastating 
effects. This situation creates an asymmetric 
payoff and reinforces our negative view on 
global rates.

The ongoing isolationist US administration 
policies will prevent the US dollar reaching 
last year’s highs. The ‘stability’ premium that 
the dollar has been enjoying over the last 
years seems to be at risk. Instead, the euro, 
commodities and emerging markets are 
expected to shine in the year ahead.

As we move deeper into the expanded 
business cycle, asset allocation and portfolio 
construction questions become critical. The 
smart investor portfolio should be more active 
than passive, more single line focused than 
ETF or fund focused, more thematic than 
‘sterile’, and more multi asset than the good 
old “60-40”. 

The modern portfolio construction is a 
Lego structure with directional and market 
neutral positions, across assets and across 
frequencies. The proliferation of quantitative 
strategies, and easy access to new products, 
enables investors to become more 
sophisticated. Hedge funds will continue to 
struggle to justify their fees and hedge fund 
replication strategies stand to be cheaper, 
better alternatives instead. We believe that 
asset managers need to offer their clients 
active, cost efficient, multi-asset solutions 
away from multi-layered fund structures that 
increase total expense ratios.

We expect 2018 to be not just another fruitful 
year but a turning point - as equity markets 
rise for a final year on double digit returns 
and rates normalisation gains pace. With this 
in mind, our latest quarterly outlook offers 
insights that are independent, proactive, and 
– crucially – readily actionable.

Enjoy the read and happy new year!

Vassilis Papaioannou
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SCORECARD

A review of how the views and ideas from our Q3 2017  
investment outlook performed.

Asset class Description Q3 performance, %: 
June-September 2017

INVESTMENT IDEAS

Fixed income Credit: High yield momentum 2.97%
Credit: UK 0.62%
Credit: Emerging markets 1.10%
Credit: Non-rated 1.57%
Crossover: EUR insurance bonds 4.13%
Investment grade: Smart beta 0.84%
Options strategy: Credit/put 0.33%
Rates: US steepener 1.00%
Structured product: European IG index 1.50%
Structured product: European rates 1.90%

Equities Activist portfolio 8.56%
European preferred sectors -2.01%
Fundamental picks: Long/short portfolio 5.70%
Global income/quality strategy 1.72%
Global Sharia strategy 8.57%
Pair: Smart beta factors -0.80%
Structured product: Financials 2.00%
Theme - domestic strength 3.09%
UK preferred sectors 0.67%

Commodities Long preferred metals: zinc, tin and lead 0.30%
Metals: Long platinum, short gold 0.38%
Options strategy: Energy -5.00%
Pair: Grains vs. metals -5.25%
Theme: ‘End of El Nino’ -6.08%

Thematic Cryptocurrency 398.80%
Hurricane 13.47%
Short volatility 0.70%
Technology: Non-FAANGs 9.80%
Trump’s first delivery -2.14%

 Positive    Negative
* the above performance is for any trade with returns +/- 0.25% 
**structured products are omitted from the above scorecard due to minimum tenor

Source: Bloomberg and Dolfin research, January 2018
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OVERVIEW OF ASSET CLASSES

FIXED INCOME  

Government 
bonds

	Negative In the US, we expect rates to rise further (alongside a steepening of the Treasury curve) owing 
to the impact of tax cuts, further economic growth and fiscal initiatives, which have not yet fed 
through to the long-end of the curve. In Europe, we prefer peripheral sovereigns and expect 
ECB sentiment to be a driver of returns, with Bunds our favoured short. In the UK, Brexit 
headwinds should keep the MPC on the side-lines and Gilts to be supported within a range.

Investment 
grade bonds

	Neutral US IG remains expensive with potential for weakness as investors shift down the credit / risk asset 
spectrum at the expense of this asset class. In Europe, the ECB programme will remain a support for 
the market and opportunities can be found in the financials segment, especially AT1s. UK will remain 
technically well-bid in the coming quarter.

High yield/
emerging 
market 
bonds

	Positive Carry remains the core focus in HY, despite spreads trading at all-time lows, but issuer selection 
remains key for further price performance. US HY should remain supported and we see no 
cause for widening on a broad index level. EUR HY remains expensive but the search for yield 
in Europe will continue to support performance. UK HY offers the most attractive spread within 
the asset class and is further supported by limited issuance, but Brexit developments and 
economic growth must be closely monitored. In EM, we prefer high yielding sovereigns that can 
cushion rising rates in the US, namely Turkey, Russia and Brazil.

EQUITIES

  

UK 	Neutral We remain neutral in the first quarter, albeit with cautious optimism. The economy faces an 
element of slowdown, but there has been some progress in Brexit talks with the UK making several 
concessions in recent trade talks. Whilst uncertainty remains, further sign of a ‘soft Brexit’ should be 
positive for UK assets, albeit upside in sterling may temper any strength in the FTSE.

Eurozone 	Positive A stronger euro has been a headwind for European earnings in recent months. Although we 
expect euro strength in the medium-term, for the next quarter, we expect the currency to trade 
range-bound. With this in mind – and owing to the healthy economic backdrop - we maintain a 
positive outlook for Europe in Q1 2018.

US 	Positive Whilst mindful of rich valuations, the tailwind of tax reform should provide a further leg-up for US 
equity prices. We favour sectors geared to the reform, as well as those due a catch-up in earnings.

Emerging 
markets

	Positive We are broadly positive on the emerging market space, given a view that the dollar should 
trade range-bound in Q1, at a time when inflation remains contained and global growth is 
robust. We favour countries where we have seen some recent (pro-business) political change 
(Chile and South Africa) alongside growth candidates (China, India, the Philippines and 
Vietnam).

COMMODITIES  

Oil 	Neutral Having reached $60 per barrel in the previous quarter, we expect capped upside from here. We 
note that global demand remains supported and that OPEC’s decision to extend supply cuts 
puts a floor on prices. However, with production of Shale expected to rise to record-levels in 
2018, we view significant upside as unlikely in the near-term.

Metals 	Positive Given their close alignment to global growth dynamics, industrial metals should continue to 
benefit in the first quarter. We favour copper and zinc, which are beneficiaries of the ongoing 
Chinese environmental initiatives.

Precious 
metals 

	Neutral With the ‘fear effect’ (for example, North Korea and tax reform) having diminished, gold could 
struggle from here. However, with the dollar on the weak side, we expect precious metals to 
move range-bound. At current prices, we favour platinum over palladium and silver over gold.
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CURRENCIES  

US dollar 	Neutral The new Fed chair is expected to continue Yellen’s gradual normalisation policy, within an 
environment of benign inflation and tight labour conditions. However, any steepening of the 
US curve together with Trump’s anti-globalisation stance would put more pressure on the 
downside.

Euro 	Positive We remain long term buyers of the euro given the heightened level of economic activity and 
anticipated flows into the euro area. Although we do not envisage a considerable move beyond 
the 1.20 handle, we expect the currency’s path to be upwards-moving.

British pound 	Positive Whereas we note some signs of slowing economy data, we expect markets to read through this 
and focus on growing signs of progress in Brexit discussions. As such, we take a positive view 
on sterling for the coming quarter.

Japanese 
yen

	Negative Interest rate differentials (versus other developed markets) and the BoJ’s commitment to 
boosting exports and corporate profitability continue to point to a weaker yen.

OVERVIEW OF ASSET CLASSES (CONTINUED)
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INVESTMENT IDEAS FOR Q1 2018

Asset class Idea Description Expected returns  
(%, p.a.) 

Risk grade  
(1 - 5)

Implementation

Fixed Income US IG: Smart beta 
bond portfolio

Basket of single US IG bonds using 
our smart beta investment tool

2-4 2 Single bonds

Fixed Income Credit: Global 
high yield 
momentum

Buy single high yield bonds based 
on proprietary momentum tool

4-6 3 Single bonds

Fixed Income EM sovereign 
bonds

Buy select sovereign bonds of EM 
issuers

6-8 4 Single bonds

Fixed Income Credit: Non-rated Buy select bonds of non-rated 
issuers

4-6 3 Single bonds

Fixed Income Structured 
product: The 
European IG 
index

Credit-linked note on the European 
IG index

6.2 4 Structured 
product

Fixed Income Thematic: Fallen 
angels

Buy select bonds of fallen angel 
bonds

6-8 3 Single bonds

Fixed Income Thematic: 
European 
crossover credit

Buy structured product on crossover 
vs. main/basket of CLNs on BB-
rated names within crossover

7-9 3 Structured 
product

Fixed Income Options strategy: 
Credit/put

Buy equity puts to offset default risk 
on credit

6-8 3 Options

Fixed Income Curve trade: US 
steepener

Pair trade based on steepening of 
US 2s-10s futures curve

4-6 2 Futures

Equities Thematic: US tax 
reform winners

Basket of single stock beneficiaries 
of US tax reform

6-8 3 Single stocks

Equities Transportation 
stocks

Basket of single stocks within the 
transportation sector

6-8 3 Single stocks

Equities Buy US energy 
stocks

Basket of US energy single stocks 8-10 4 Single stocks

Equities Buy European 
stocks: Preferred 
sectors

Basket of European stocks in 
preferred sectors

6-8 3 Single stocks

Equities Thematic: US 
M&A

Basket of single stock beneficiaries 
of heightened US M&A activity

6-8 3 Single stocks

Equities Thematic: 
Robotics 
and artificial 
intelligence

Basket of single stocks with 
exposure to robotics and artificial 
intelligence

8-10 4 Single stocks

Equities Thematic: 
Electric vehicles 
and battery 
technology

Basket of single stocks with 
exposure to electric vehicles and 
battery technology

8-10 4 Single stocks

Equities ESG screening: 
Global portfolio

Basket of single stocks screened using 
ESG criteria

6-8 3 Single stocks
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INVESTMENT IDEAS FOR Q4 2017

Asset class Idea Description Expected returns  
(%, p.a.) 

Risk grade  
(1 - 5)

Implementation

Equities Smart beta: 
Contrarian 
strategy

Basket of contrarian single stocks 
using our smart beta investment tool

8-10 4 Single stocks

Equities Smart beta: US 
and Japanese 
technology

Basket of US and Japanese tech 
single stocks using our smart beta 
investment tool

8-10 4 Single stocks

Equities Thematic: High 
growth, micro-
cap Japan

Basket of single stocks within the 
Japanese micro-cap segment

8-10 4 Single stocks

Equities Select emerging 
markets: ‘High 
growth and 
political change’

Basket of ETFs in preferred emerging 
markets

8-10 4 ETFs

Equities Thematic: Real 
estate

Basket of single stocks within 
the European and UK real estate 
segments

8-10 4 Single stocks

Equities Cross asset: S&P 
500 protection 
using SJNK carry

Trade using carry from investing in 
SJNK to fund a put on S&P 500

5 2 ETFs and options

Commodities Contrarian trade: 
CFTC positioning

Basket of futures playing contrarian 
positioning in commodities markets

8-10 4 Futures

Commodities Thematic: 
Oil playing 
backwardation

Theme playing backwardation in 
the oil futures market

6-8 3 Futures

Commodities Pair trade: Long 
natural gas, short 
crude oil

Pair trade based on the 
outperformance of natural gas vs. 
crude oil

8-10 4 Futures

Commodities Pair trade: Long 
AUD and CAD, 
short copper

Pair trade based on the 
outperformance of CAD and AUD 
vs. copper

4-6 3 Futures

Thematic Short volatility 
strategy: Earn 
carry from selling 
volatility

Options strategy selling volatility 8-10 5 Options

Thematic Thematic: 
Brexit ‘return to 
normality’

Theme playing 'soft Brexit' scenario 6-8 4 Futures

Thematic Pair trade: Long 
EM debt, short 
US high yield

Pair trade based on the 
outperformance of EM debt vs. US 
high yield

4-6 3 ETFs

Thematic Thematic: ‘Black 
Swan’

Theme playing ‘Black Swan’ 
scenarios

10+ 3 ETFs and futures

Thematic Pair trade: Long 
EURJPY, short 
Nikkei

Pair trade based on the 
outperformance of EURJPY vs. the 
Nikkei

6-8 3 ETFs and futures

Thematic Pair trade: Long 
Blockchain, short 
Bitcoin

Pair trade based on the 
outperformance of Blockchain 
stocks vs. Bitcoin

8-10 5 Single stocks and 
futures
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UNITED KINGDOM
In Q3, the UK somewhat recovered from the sluggish 
performance in H1 17, albeit with mixed performances 
across sectors.

UK Q3 real GDP growth came in a notch higher at 0.4 per cent q/q, up from the 0.3 per cent 
reached in the previous two quarters. The GDP breakdown revealed that growth was mainly 
driven by domestic demand, where household final consumption was the main contributor, 
accelerating to 0.5 per cent q/q. Business investment added to growth more than previously 
thought, expanding 0.5 per cent q/q and net trade came in flat.

On a sectoral level, GDP growth was boosted by the services sector, followed by a strong 
contribution from industrial production, while construction output contracted for a second 
quarter running (-0.5 per cent q/q). Despite the acceleration in economic activity, UK GDP 
continues to grow below the pre- and post-crisis averages (0.6 per cent and 0.5 per cent, 
respectively) and slower than in other G7 countries.

UK GDP, Dolfin forecast

(%, sa) Q4-16 Q1-17 Q2-17 Q3-17 Q4-17 Q1-18
Real GDP growth 0.7 0.3 0.3 0.4  

Private consumption 0.3 0.1 0.2 0.5  

Investment 0.7 0.5 1 0.3   

Net trade (pp) 1.7 -0.2 0.4 0  

Our forecast shows directional move from previous value and does not target the magnitude change 

Source: Dolfin Research, Bloomberg January 2018

Overall, we remain cautiously optimistic going into 2018 as we see that the UK economy has 
averted the widely-feared serious downturn on the Brexit vote. We expect the economy to 
remain on its lacklustre growth path, expanding at around 0.4 per cent quarterly pace with risks 
tilted to the downside.

UK GDP growth (%, QoQ) and contributions (pp)  

Jun-16 Dec-16Sep-16 Mar-17 Jun-17 Sep-17

pp contribution
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Source: Dolfin Research, Bloomberg January 2018

MACRO VIEW: REGIONAL
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The services sector has been the main growth engine of the UK in Q3, expanding 0.4 per 
cent q/q, on the back of solid retail sales numbers. Going into Q4, retail sales continued on 
a positive note, expanding 0.3 per cent m/m in October and jumping another 1.1 per cent in 
November. The strong November increase is likely related to the increasing importance of Black 
Friday sales in the UK, which will prove temporary. However, the forward-looking services PMI 
indicator slipped from its six-month high to 53.8 in November (-1.8pp), indicating less optimism 
among services providers towards the end of the year. Moreover, the GfK consumer climate 
notched down for a fourth month running, now standing at its lowest level in four years and 
pointing to a weakening in consumer spending going into 2018.

Inflation vs. (real) core wage growth (%)

InflationCore wages Real core wages
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Source: Dolfin Research, Bloomberg January 2018

In 2017, household spending was supported by the labour market and by the decrease in the 
household savings rate as spending increased faster than incomes. The economy has added 
261,000 new jobs in the third quarter, leaving the employment rate just below its record high 
of 75.4 per cent. However, we caution that the labour market is becoming increasingly tight 
and the unemployment rate is unlikely to continue falling at a similar pace in 2018. Moreover, 
despite the tightening in the labour market, once again wage growth remained subdued, 
with core wages increasing only marginally in Q3. As the recent growth in wages remained 
below inflation, real wage growth has continued to produce negative numbers, denting further 
into consumers’ purchasing power. The new year should bring some relief to incomes as 
we see inflation abating from Q1. This should alleviate some part of the negative effects on 
consumption and retail sales. We therefore expect services to print weaker albeit in the positive 
territory in Q1.

Turning to the industrial sector, production rebounded in the third quarter, growing 1.1 per cent 
q/q (after -0.3 in Q2). Industrial production expanded on the back of a strong performance in 
the manufacturing sector, where YoY growth accelerated from 0.4 per cent in April to 3.9 per 
cent in October. Meanwhile, Q3 construction output was revised downward on a significant 
contraction in September (-1.6 per cent m/m and -0.9 per cent q/q), as house price inflation 
slowed across the UK.
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Construction output (% m/m)

Construction output (6-mma)

1.5

-2.0

-0.5
0.0

-1.5
-1.0

1.0
0.5

-2.5

%

Jan
2011

Sep
2011

Jan
2017

Jan
2016

Jul
2016

Jan
2015

Jul
2015

Jan
2014

Jul
2014

Jan
2012

Sep
2012

Jan
2013

Sep
2013

Sep
2017

 
Source: Dolfin Research, Bloomberg January 2018

Looking ahead, the manufacturing PMI survey continue pointing to expansion, remaining well 
above the 50-threshold at 56.3 in December. The CBI Industrial Trends Survey also brought 
positive news in November, showing a jump in orders to a 30-year high with a significant 
increase in export orders. Adding to this, companies reported that stocks were below their 
long-run average. Full order books, combined with relatively low stocks should translate into 
higher production in the future. We expect industrial production growth to print in positive 
territory in Q4 and Q1, moderating only slightly from the stellar performance in Q3, as the gap 
between orders and industrial production growth gradually closes.

Total orders vs. industrial production (RHS) 

Total orders (3-mma) Industrial production YoY (3-mma, RHS)
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Source: Dolfin Research, Bloomberg January 2018

On the prices front, inflation rose above 3 per cent in November, with transport prices 
contributing the most to the increase. We expect inflation to start declining in December and 
end Q1 2018 at 2.4 per cent y/y before reaccelerating again. We note, that inflation is likely 
to remain above target throughout 2018. Our view is supported by our proprietary inflation 
forecasting model, which exploits past performance and seasonality effects in the main 
categories of the inflation index, combined with changes in the Brent crude oil price and the 
USDGBP exchange rate. A slowdown in inflationary pressures going into 2018 should provide 
some temporary relief for consumers.
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Consumer Price Index (CPI) vs. Producer Price Index (PPI, RHS) 

CPI Inflation PPI output prices (RHS)
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Source: Dolfin Research, Bloomberg January 2018

Given the high inflationary pressures in H2 and a relatively robust UK economy, the Bank of 
England (BoE) has turned more hawkish. The Monetary Policy Committee has hiked rates at its 
November meeting by 0.25pp to 0.5%, leaving all other monetary policy parameters unchanged 
with a vote split of 7:2. However, the Committee has linked the future path of interest rates with 
the developments around Brexit negotiations.. The central bank stated that future rate increases 
are expected “to be at a gradual pace and to a limited extent”. Meanwhile, the OBR revised 
down its outlook for productivity growth aggressively, pushing forecasts for GDP growth down 
and borrowing projections up. The new forecast paints a gloomy picture of the UK economy in 
the medium-term, estimating potential growth at a mere 1.5%, down from 2.1% previously. We 
believe that the BoE will stay put in H1 2018 as it assesses incoming economic data to determine 
whether further rate hikes are warranted.

Economics aside, the UK/EU December meeting bore fruit. The UK and EU negotiators reached 
a deal on phase one of the Brexit negotiations, which means that talks can now progress to 
a transitional agreement and the shape of the future relationship. The sticking point in phase 
one was the Irish border issue. The UK has made clear that any deal which affects Northern 
Ireland would be applicable to the whole of the UK, promising to “maintain full alignment with 
() rules of the Internal Market and the Customs Union”. This effectively means that the UK will 
be following single market, customs and VAT rules in the event of a ‘no deal’ outcome. We 
conclude that the probability of a hard Brexit is therefore diminished considerably as even in a 
no-deal scenario, the UK would seek alignment of trade rules. The next round of negotiations is 
expected to start in March, once the UK has agreed a common negotiation stance internally.

ASSET CLASSES: MACRO VIEW
Fixed income 	Neutral The neutral stance by the BoE in a stabilising economic environment should 

balance out high inflation expectations.

Equities 	Neutral/
Positive 

We are cautiously optimistic as the economy faces an element of slowdown 
although within a global risk on environment.

Currencies 	Positive Visibility and positive developments around Brexit negotiations together with 
signs of a stabilising economy should boost Sterling.
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EUROpE
The euro area economy has stepped up a gear in its cyclical 
recovery in Q3, supported by a significant acceleration in 
German and Italian economic activity. 

The European economy has entered a cyclical boom phase in 2017, underscored by the 
confirmed Q3 GDP growth estimate at 0.6 per cent q/q and upwards revisions to the previous 
quarters’ GDP. With the strong Q1-Q3 growth prints, we see no obstacles in the way for the 
Euro area’s activity to breach the 2 per cent annual growth rate.

On a country level, Germany has provided us with the main upside surprise as Q3 growth was 
reported at 0.8 per cent q/q - well above wider market expectations. France’s quarterly GDP 
expanded by a buoyant 0.6 per cent q/q (after Q2: 0.6 per cent), bringing France’s annual 
GDP growth to 2.3 per cent q/q (saar) – the fastest growth since 2010. Italian GDP growth 
also accelerated to 0.4 per cent q/q from 0.3 per cent in the previous quarter. As in Germany, 
net exports have reportedly contributed to the expansion, combined with growth in private 
consumption. Meanwhile, Spain’s GDP growth remained stable at an annual 3.1 per cent, 
expanding 0.8 per cent q/q in Q3, as expected.

Euro area Q3 real GDP growth % QoQ
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Source: Dolfin Research, Bloomberg January 2018

We expect Q4 and Q1 GDP growth in a similar healthy fashion at around 0.6 per cent q/q, 
bringing 2017 growth to around 2.3 per cent y/y. Our view is supported by the composite PMI, 
which reached at 58.1, the highest level in seven years in December.

Euro area GDP, Dolfin forecast

(%, sa) Q4-16 Q1-17 Q2-17 Q3-17 Q4-17 Q1-18
Real GDP growth 0.6 0.6 0.7 0.6  

Private consumption 0.5 0.5 0.5 0.3  

Investment 1 -0.1 2.2 1.1  

Net trade (pp) 0.0 0.5 -0.2 0.1  

Source: Dolfin Research, Bloomberg January 2018
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Euro area industrial production has been solid in Q3. Output has expanded by 1.1 per cent, 
only an inch below the second quarter reading (-0.1pp). The gains were broad-based across 
all major economies with the strongest expansion being recorded in Germany (+1.7 per cent 
q/q). The fourth quarter started on a subdued note, with IP increasing only 0.2 per cent m/m as 
a significant fall in output in Germany was offset by strong performance in the French industry 
and helped by rising output in Italy and Spain.

Industrial production growth across major European economies (%, YoY)
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Source: Dolfin Research, Bloomberg January 2018

Looking ahead, industrial sector sentiment remains buoyant going into 2018. The manufacturing 
PMI ended the year at an all-time record high of 60.6 in December, well above the 50-threshold 
of expansion, signalling strong growth going into the new year. Adding to this, the European 
Commission’s industrial confidence index climbed to the highest value on record (since 1985) 
in November. Based on the strong positive signals from survey indicators, we expect industrial 
production to continue posting healthy numbers in Q4 and Q1.

Euro area industrial production (% YoY) vs. manufacturing PMI 
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In the services sector, retail sales have moderated slightly in Q3 from the strong growth pace 
in the previous quarter, still growing at a solid 0.6 per cent q/q. The first print in Q4 was less 
optimistic with retail sales falling 1.1 per cent m/m. This stands in contrast to the buoyant 
services sector sentiment. At 56.6 in December, services PMI hit its strongest reading in more 
than six years, indicating strong business activity. Adding to this, the European Commission’s 
consumer confidence indicator, continuing its ascent in December (see chart below). Given the 
positive sentiment, we expect an eighth consecutive quarter of retail sales growth in Q4 with 
the trend continuing into Q1.

European commission services confidence vs. retail sales (RHS) 
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The services sector remains supported by improvement in the labour market. Q3 employment 
increased by another 0.4 per cent q/q, bringing the unemployment rate down to 8.8 per cent in 
October. The performance remains mixed among euro area countries with unemployment at a 
mere 3.6 per cent in Germany, while Spain, albeit reducing joblessness rapidly, is still registering 
double digits of job seekers at 16.4 per cent. We believe that this underlying strength remains 
intact and we expect a further decline in euro area unemployment in Q4.
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Despite strong GDP growth we have seen little progress towards the ECB’s 2 per cent inflation 
target in Q3. Headline CPI has continued hovering around the 1.5 per cent y/y mark, while core 
inflation established itself again below 1 per cent in both October and November (0.9 per cent 
y/y). Positive news came from the producer price index, which continued to rise in October and 
should provide some upward pressure on consumer prices in the future. On a country level, we 
have seen a reacceleration of price pressures in Germany with CPI bouncing to 1.8 per cent y/y 
(+0.3pp), and in France where inflation has added 0.1pp for a fourth month in a row, rising to 1.3 
per cent y/y. Meanwhile, Italian and Spanish inflation has remained stable (1.1 per cent and 1.7 
per cent y/y, respectively). 
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We expect CPI to fall to as little as 1.1% y/y in the three months to February before starting to rise 
closer to target in March 2018. 

CPI vs. import price index per cent YoY (RHS)
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The ECB expects inflation to moderate towards Q1 2018, in line with our forecast. The October 
meeting minutes confirmed that there was broad agreement among Governing Council 
members on the size and timing of the quantitative easing extension, but highlighted the 
existence of different positions on whether an open-ended formulation remained appropriate 
or whether the announcement of an end date was preferable. Overall, the Governing Council 
looks to be divided about the formulation of its forward guidance, leaving the door open to a 
change in the text earlier than initially anticipated (possibly in Q2 2018). We do not expect any 
changes in monetary policy in Q1 2018.

On the political front, in 2018 we expect the formation of a government in Germany, where 
coalition talks have failed, and the grand coalition parties are back at the negotiation table in 
phase one. In Spain, the Catalan elections yielded a majority of seats for pro-independence 
parties, albeit the liberal anti-independence party Ciudadanos came in as the largest party. 
As of now, the roadmap of the separatists about the independence movement in the coming 
years is still unclear. We continue to expect political volatility but do not anticipate a serious 
disruption to the strong economic momentum in Spain. 

ASSET CLASSES: MACRO VIEW
Fixed income 	Neutral Unattractive risk return relationship makes German bunds and EU government 

bonds expensive, while the continuation of the QE programme shapes our 
neutral stance on investment grade bonds.

Equities 	Positive Robust earnings growth and healthy macroeconomic backdrop will push 
equities higher.

Currencies 	Positive We expect the heightened level of economic activity to support the currency’s 
upward moving path.
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UNITED STATES OF AMERICA
US economic growth has accelerated in Q3, shaking-off the 
negative economic impact caused by hurricanes Harvey and 
Irma over the summer.

US real GDP growth has once more surprised to the upside, accelerating further in Q3. The third 
estimate printed at 3.2 per cent q/q (saar) – the fastest pace in three years. Economic activity has 
slightly accelerated from the second quarter reading of 3.1 per cent, driven by private consumption 
and a significant contribution from stock building (0.8pp).

GDP growth per cent QoQ (saar) and contributions (percentage points)

Dec-16 Jan-17 Feb-17 Mar-17 Apr-17 May-17 Jun-17 Jul-17 Aug-17 Sep-17

Percentage points %
3.0

0.0

-1.0

-2.0

1.0

2.0

Net exports (pp)
Inventories

Private Consumption
Government Consumption

Fixed investment
GDP  

Source: Dolfin Research, Bloomberg January 2018

Importantly, the details show that business investment expanded 4.7 per cent, within which 
spending on equipment jumped 8 per cent q/q (saar). This is good news for future growth in 
the industrial sector as capital investment is crucial to increasing productivity. On the negative 
side, residential and structures investment have been a drag on overall growth. Going into Q4, 
we expect the US to continue growing at a healthy but slower pace since companies are likely 
to reduce the build-up in stocks in the last quarter of the year. For the new year, we expect a 
somewhat weaker reading in Q1, partly due to residual seasonality and mean reversion in US 
growth rates.

US real GDP growth, Dolfin forecast

(%, sa) Q1-17 Q2-17 Q3-17 Q4-17 Q1-18
Real GDP growth 1.2 3.1 3.2  

Private consumption 1.9 3.3 2.2  

Investment 8.1 3.2 2.4  

Net trade (pp) 0.2 0.2 0.4  

Source: Dolfin Research, Bloomberg January 2018

Turning to the sectors, the industrial sector has suffered under the negative impact from hurricanes 
Harvey and Irma, which caused significant disruption to economic activity in the third quarter. 
However, industrial output has rebounded in September and revised accounts now show only a 
contraction of 0.1% q/q in Q3. Moreover, October numbers have confirmed the firm underlying 
momentum with industrial production (IP) expanding 0.9% m/m due to a jump in manufacturing 
activity. Capacity utilisation rose to 77.0% in October (+0.6pp), in line with the strong equipment 
investment numbers mentioned above.  
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Manufacturing orders vs. manufacturing output 
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Looking ahead, we expect a pronounced rebound in IP growth in Q4 and the continuation of 
this trend in Q1. The forward-looking indicator of core goods orders is standing at elevated 
levels, adding 0.4% m/m growth in the first month of Q4. The fall in the headline index (-1.2%), 
including transport orders, is of little concern as the decline was mainly due to the nondefense 
aircraft component, which dropped 18.6%. Underlying growth momentum remains strong with the 
three-months moving average of manufacturing goods orders standing at 5.6 per cent (see chart 
below) and the ISM manufacturing PMI in expansionary territory (58.7 in October). Adding to this, 
we expect reconstruction activities in devastated areas to contribute significantly to demand for 
industrial goods and to push industrial production higher in Q4.

ISM manufacturing and NMI non-manufacturing surveys
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Turning to the services sector, performance was strong in Q3 with retail sales rising 1.0 per cent 
q/q on a significant increase in auto sales in September. Going into Q4, retail sales growth was 
robust in October and November, adding another 1.3 per cent on the quarter. Overall, November 
results surprised strongly to the upside, with core sales (ex. auto) expanding at the fastest pace in 
10 months. Adding to this, consumer sentiment remained robust and the ISM non-manufacturing 
index declined only somewhat from its more than a decade high in October (see chart below). We 
expect a significant contribution from services to Q4 and Q1 GDP growth.
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Consumer sentiment vs. retail sales (RHS)
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The service sector was supported by a strong labour market as non-farm payrolls rebounded 
strongly in November and expanded further in December (see chart below). With this, the twelve 
months moving average has moved to 171 – well above the growth of 150 thousand the FED 
expects in the medium term, supporting our view that the underlying trend in the labour market 
remains strong.
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Turning to inflation, price pressures have been mounting going into Q4. The consumer price 
index increased to 2.2 per cent in November, after having declined as low as 1.6 per cent in June. 
However, underlying price pressures, measured by core CPI, have remained stable around 1.7 
per cent. On the producer front, prices have also accelerated, rising for the fifth month (Nov: 3.1 
per cent y/y). In line with this, the PCE index, the Fed’s preferred inflation measure, has inched up 
slightly from its Q3 average of 1.5 per cent to 1.6 per cent in October. This is good news for the US 
central bank as the acceleration in inflation pressures, supports the current tightening policy stance. 
Mounting price pressures on the producer side, related to the increase in oil prices, should push 
producer prices higher in the coming month.
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PCE, CPI and PPI inflation indices (%, YoY)
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On the inflation front, it is also important to keep track of the producer price developments in 
China, as they tend to move in tandem with US CPI numbers. Being conscious of this relationship 
we are monitoring any signs of changing patterns in US price dynamics.

China PPI vs. US CPI % y/y

China PPI YoY US CPI YoY (RHS)
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The recent price data has provided enough argument for the Fed to hike rates to 1.25-1.5 per cent 
in December, as widely anticipated. Meanwhile, President Trump has nominated Jerome Powell as 
the new Fed chair. Powell is regarded as slightly more hawkish than Janet Yellen and in line with 
the White House’s intentions to take back some of the post-crisis financial regulations implemented 
under Dodd-Frank. However, in his testimony Powell appeared in agreement with the current 
gradual tightening pace and gave no clues as to any changes in the monetary policy stance. We 
therefore continue to expect three rate hikes in the coming year.

On the political front, the White House has finally managed to score an agreement on the long-
awaited tax reform. The bill has now passed the reconciliation phase between House and Senate 
Republicans and – although it’s likely to receive final amendments – it is over the first hurdle so 
President Trump has already declared victory. We expect the final signature of the bill in Q1 with 
implementation to follow soon after. The tax reform should give US companies some financial 
relief, supporting US GDP growth and adding upside pressure on prices.
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ASSET CLASSES: MACRO VIEW
Fixed income 	Negative The commenced balance sheet reduction, together with further economic 

growth and the tax reform shape our negative view for the US. Investment 
grade remains expensive, but attractive on a relative basis. 

Equities 	Positive The tailwind of the tax reform and robust global growth should provide a 
further leg up for US equity indices. 

Currencies 	Neutral/ 
Negative

Trump’s isolationist policies should neutralise any benefits coming from a 
restrictive monetary policy.



dolfin.com22 | Dolfin Quarterly Investment Outlook - Q1, 2018

JApAN
Japan’s Q3 real GDP estimate was revised up notably, only 
inching down slightly from the strong performance in the 
previous quarter.   

Real GDP expanded by 0.6 per cent q/q (2.1 per cent y/y) in the third quarter of the year on an 
acceleration in business investment growth and net exports. However, overall domestic demand 
data looks grim as household spending contracted 0.5 per cent on the quarter and total public 
spending fell 0.4 per cent. This weakness is likely to be temporary given elevated consumer 
confidence and healthy employment growth. Meanwhile, buoyant global trade activity has spurred 
further exports growth in Japan, boosting the net trade balance and contributing significantly to 
GDP growth. We expect the Japanese growth momentum to hold up going into 2018, bringing 
overall GDP growth to a similar level as in 2017.

Forward looking indicators such as the Tankan survey paint a positive picture in the business sector. 
Business investment has expanded faster than expected as strong exports activity (1.5 per cent q/q 
in Q3) and low unemployment require more investment into machines and equipment. Adding to 
this, Japan is preparing for the 2020 Olympic Games in Tokyo so  a decent amount of construction 
investment is inevitable. We therefore expect investment activity to remain firm in the coming 
quarters, supporting GDP growth.

Looking at the consumer sector, the picture looks rosy. Consumer surveys point to a rising 
willingness to buy durable goods, leaving the index at a four-year high. Moreover, employment has 
continued to grow strongly, and supporting household budgets. We therefore consider the weak 
Q3 household spending print as of little concern and expect the indicator to rebound in the last 
quarter and stay positive in the first quarters of 2018. 

Turning to inflation, headline prices have risen somewhat in Q3, mainly on an increase in energy 
prices. However, excluding the volatile components of food and energy, underlying price pressures 
have remained subdued. Core inflation has printed flat for three months in a row in October, well 
below the Bank of Japan’s 2 per cent target. Overall, inflation is likely to end the year with an 
average increase of 0.4 per cent - missing the inflation target by a large margin.

Core inflation (YoY) vs. wage growth (YoY, RHS) 
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One of the reasons for the fall in core inflation is the contraction in household spending and 
sluggish wage growth, as mentioned above. Our expectation is for this moderate inflationary 
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trend to continue into Q1 before picking up thereafter but nevertheless remaining below target 
throughout the year.

With near-zero inflation in 2017 and going into the new year, the BoJ is set to stick to its ~0 per 
cent yield control target on ten-year government bonds. In its October outlook for economic 
activity and prices, the Bank has lowered its 2017 inflation projections but has left expectations for 
2018 and 2019 broadly unchanged, highlighting that risks to prices are on the downside. It noted 
that momentum towards its target is sustained and “medium- to long-term inflation expectations 
are projected to rise as firms’ stance gradually shifts toward raising wages and prices”. We 
therefore do not expect any further monetary easing to be implemented in the medium term.

ASSET CLASSES: MACRO VIEW
Fixed income Neutral  The ongoing accommodative policy together with no signs of inflation 

expectations shape our neutral view on bonds.

Equities Positive  Accommodative monetary policy, increased global trade activity and strong 
company fundamentals should further support equities.

Currencies Negative Interest rate differentials (versus other developed markets) and the BoJ’s 
commitment to boost inflation point to a weaker yen.
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CANADA 
After growing at the fastest pace amongst G7 countries 
in H1 2017, Canada’s growth pace has moderated in the 
third quarter. 

Real GDP growth has printed at 1.7 per cent q/q (saar), significantly lower than the buoyant 4.3 per 
cent in Q2. Growth was mainly driven by an expansion in household spending, business investment 
and stock building. On the negative side, net trade and housing activity subtracted from the overall 
performance. As in the previous quarter, private consumption was helped by low inflation, strong 
improvements in the labour market and rising incomes – all contributing to an improvement in 
purchasing power. 

Real GDP YoY vs trade balance YoY 
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Exports data has shown significant quarterly volatility recently. Exports jumped 6.1 per cent (saar) 
in Q2 only to contract 10.3 per cent in Q3. This comes despite an increase in oil prices, which 
should have a positive effect on the trade balance. In the past, rising oil prices were correlated with 
economic performance. Recent data, however, shows that the Canadian economy has adapted to 
the lower oil price environment and GDP growth is now less dependent on crude prices, as can be 
seen in the chart below.

WTI crude oil price (USD/bbl) vs Real GDP QoQ (saar, RHS)
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Turning to the residential sector, the Canadian housing market has become increasingly expensive 
with markets such as Toronto and Vancouver featuring on the top of real estate consultants’ 
housing-bubble rankings. As macroprudential regulation start to bite and rates rise, this is likely 
to lead to a cool-off in the sector. As such, we continue to see the housing market as a risk to the 
growth outlook in Canada.

House prices in Canada, Montreal, Toronto and Vancouver (Index 2000=100)
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Looking ahead, business surveys are pointing to continued growth, with manufacturing PMIs 
having improved over the course of Q4 and now standing at 54.7 in December, well above the 
50-threshold of expansion and only an inch below its 2017 average. Similarly, consumer sentiment 
has improved further, rising above 60 in December, the highest level since April 2014. This is 
unsurprising as the labour market has registered significant improvements, adding 79,500 jobs in 
November alone and causing a significant drop in unemployment.

Employment vs unemployment (RHS)
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Going into 2018, we expect Canada’s economy to continue expanding at a healthy but more 
moderate pace than in 2017. First Q4 data point to a cooldown, which is likely to prove temporary 
as soft data is painting an upbeat picture of the economy going into 2018. Downside risks to the 
outlook remain, particularly regarding the NAFTA renegotiation. Any measures imposed by the US 
administration could hurt Canadian industrial and export sectors. We do not expect, however, any 
major disruption in the trade relationship in the near term.

Turning to monetary policy, the Central Bank of Canada hiked rates twice in 2017 by a cumulative 
50bp as H1 GDP growth printed significantly higher than the Bank estimated, and it became 
concerned about an overheating economy. However, with moderating growth in H2 the BoC has 
turned cautious, leaving rates on hold in December, in line with market expectations.
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Overnight lending rate (per cent) vs CAD/USD exchange rate (RHS, inverted)
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Yet, inflationary pressures have been firming with the headline CPI index rising above the mid-
range of the BoC’s 1-3 per cent target to 2.1 per cent y/y in November (from 1.4 per cent in Oct.) 
as energy prices jumped 7.6 per cent y/y (+6.6pp). But even when excluding volatile components, 
the average of the three core-inflation measures used by the central bank rose to its highest level in 
a year at 1.7 per cent y/y, indicating rising underlying price pressures going into the new year. 

A significant improvement in the labour market has reduced slack in the economy and rapidly 
falling unemployment, coupled with an acceleration in employment growth since Q3 2016 has 
helped to push up incomes and consumption. This, in turn, has caused a rise in retail activity and 
finally manifested itself in higher prices as demand rose. Indeed, the BoC had previously signalled 
that it expected inflation to move higher, however, the jump in November prices came as a surprise 
and led to a repricing across FX markets, pushing the Canadian Dollar higher. The higher than 
expected inflation print has increased the possibility that the BoC might hike rates faster than 
previously expected. We are looking for the central bank to continue its hiking cycle in 2018.    

Overnight lending rate vs. 10-year government bond yield 
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  Strong energy and metals prices together in a solid macroeconomic 

environment will keep equities moving higher.

Currencies 	Positive  Inflationary pressures in a fast growing economy will keep the central banks on 
alert for further rate hikes.
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AUSTRALIA 
Australian GDP growth has moderated somewhat from the 
buoyant first half 2017 reading but the economy continues 
growing at a healthy rate.

Real GDP grew by 0.6 per cent q/q (2.8 per cent y/y) in Q3, down from the upwardly revised 0.9 
per cent in Q2. The expansion was mainly driven by a jump in business investment, related to 
two large LNG projects. The latter has particularly pushed up the non-residential construction 
component, but machinery and equipment investment also contributed to growth. Meanwhile, 
other components of domestic demand such as private consumption remained subdued with 
consumer spending expanding just 0.1 per cent q/q. Adding to this, public demand constituted a 
drag on overall growth (-1.6 per cent q/q), partly explained by unfavourable base effects. Looking 
at the external sector, net exports printed flat, as strong exports were offset by rising imports.

Business sentiment has been upbeat and in line with private investment mentioned above. The 
composite PMI has increased notably since the summer, rising to a five-month high of 55.1 in 
December. The advance was led by an increase in manufacturing sector sentiment, although the 
services PMI also rose. The latest data points to a reacceleration in growth towards year end going 
into the first quarter of 2018.

Australian Manufacturing PMI vs GDP (RHS) 
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The outlook for consumers is somewhat less optimistic as wage growth remained subdued over the 
course of 2017, albeit the recently strong employment growth should ease the negative effects of 
weak income growth on spending. On the positive side, an improvement in consumer sentiment 
points to stronger retail sales in the coming quarter.
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Consumer sentiment vs. retail sales (%, YoY) 
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Turning to the external sector, net exports growth should continue well into 2018 owing to 
strengthening global demand and additional LNG capacity coming online. Meanwhile, imports 
growth is likely to be somewhat subdued due to slower domestic demand growth and incomes, 
likely leading to an increase in the net trade contribution to GDP growth.

Turning to monetary policy, price pressures remain low with inflation at 1.8 per cent y/y in Q3 and 
well below the 2-3 per cent target set by the RBA. Despite acceleration in employment growth, 
wages remained subdued, helping little to lift inflation. We, therefore, expect the Reserve Bank of 
Australia to remain on hold in the coming quarters.  

Consumer price inflation YoY vs. wage growth YoY (RHS) 
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ASSET CLASSES: MACRO VIEW
Equities Positive Strong global trade and increasing demand from China will provide the 

necessary fuel for equities 

Currencies Neutral/
Positive  

We remain cautiously optimistic on the currency as global demand and 
commodities strength will outweigh weak inflation dynamics.
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ChINA 
China’s economy continues growing strongly as global trade 
momentum remains robust. 

Chinese real GDP grew by 6.8 per cent y/y in Q3, inching down slightly from the previous quarter’s 
performance (-0.1pp). China continues to reap over-proportionate benefits from upbeat global trade 
momentum with a jump in exports in November (+12.3 per cent y/y). Despite strong exports growth, 
weakening signs come from the industrial sector, where industrial production has fallen to 6.6 per 
cent in Q3 and October output has expanded even slower (6.2 per cent), amid cuts in heavy industry 
production to contain pollution. On the other hand, the domestic economy remained robust with 
rising retail sales. In line with this, imports grew 17.5 per cent in November, expanding considerably 
faster than exports, which should leave us with a negative trade balance for the year (see chart 
below). Overall, we expect China to register another quarter of strong GDP growth in Q4 before 
slowing slightly over 2018.

Exports and imports growth (%, YoY)
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Going into Q4, manufacturing PMIs have lost some momentum, albeit remaining in expansionary 
territory. This is in line with the recent slowdown in industrial output growth. However, strong 
exports growth in November suggests that industrial production should experience some tailwinds 
from external demand and while IP growth has likely peaked in H1 2017, we do not expect a major 
slowdown in the coming quarters.  

Caixin Composite, Services and Manufacturing PMI 
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On the consumer side, the labour market remains robust and wage growth has continued on the 
strong side, leading to a further improvement in consumer’s overall disposable income. In line 
with this, services PMIs have reaccelerated to 53.9 in December, pointing to further expansion. 
The services sector becomes increasingly important as China rebalances from an exports- and 
manufacturing-oriented economy to a more domestically demand-driven market, due to an 
improvement in living standards of households. We believe that the sector will therefore continue 
supporting growth going forward.  

In October, China’s Communist Party held its 19th Plenum, which focused on future economic 
policy. Overall, the Chinese government has made no material changes to its overarching policy 
framework. It has reaffirmed its commitment to double GDP growth between 2010 and 2020 with 
a gradual reduction in the GDP growth pace over the coming years. The other goals remain supply 
side reform, reduction of excess capacities in heavy industry and corporate deleveraging. 

Looking at prices, consumer price inflation has remained comfortably below the People Bank’s of 
China three per cent target at 1.7 per cent in November. Meanwhile, producer price inflation has 
moderated slightly to 5.8 per cent y/y but remained at elevated, reflecting higher oil prices. The 
continued high level of PPI is likely to pull CPI prices higher in the coming months. However, we do 
not expect inflation to rise above target in 2018 as GDP growth slows.

China PPI YoY vs. China CPI YoY (RHS) 
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Despite contained inflationary pressures going into Q4, the PBoC maintained a tightening bias in 
its monetary policy stance. The Chinese government continues to worry about financial stability as 
non-financial corporate debt remains high. The central bank allowed for higher interbank rates in 
the first half of the year with the intention to contain credit growth. Moreover, macro-prudential 
restrictions on housing purchases in large cities are in place to contain a further build up in real 
estate credit. Indeed, real estate activity has already moderated with housing sales and new starts 
falling in November compared to a year ago.

ASSET CLASSES: MACRO VIEW
Equities 	Positive The ongoing transformation of the Chinese economy to a consumer-based 

within a robust global trade environment will continue pushing equities higher.

Currencies 	Neutral/
Positive 

Tightening policy and waning concerns about financial stability will keep the 
yuan on the strong side.



Dolfin Quarterly Investment Outlook - Q1, 2018 | 31dolfin.com

INDIA 
India’s economic growth has rebounded in Q3, after five 
consecutive quarters of slowing growth.  

India’s real GDP growth has rebounded back above six per cent in the third quarter, printing at 6.3% y/y, 
up from 5.7 per cent y/y in Q2. This is slightly less than the market had expected, as the government 
has cut expenditures significantly to avoid a further deterioration in the budget. GDP growth was mainly 
driven by a rebound in investment (+4.7%) and by stable growth in private consumption. The former 
had contracted slightly over H1, casting a shadow on the industrial sector. However, with a come-back in 
investment, industrial production has also rebounded strongly. Meanwhile, exports growth has remained 
sluggish, amounting to just 1.2% y/y in Q3 with net trade overall likely to be a drag on GDP in 2017. 
Going forward, we are looking for a strengthening in GDP growth in the coming quarters.

GDP (% YoY, RHS) vs. industrial production growth (%, YoY)
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Industrial production (IP) expanded 4.1% y/y in Q3 as manufacturing (+7%) and mining (+5.5%) 
activities accelerated significantly. Going into Q4, October IP was somewhat lower at 2.2% as 
manufacturing PMI dropped back to 50. However, the November survey was more optimistic (52.6) 
and taken together with a rebound in private investment, we expect industrial output to expand 
stronger over the last two months of the year and going into Q1. Both, the three months moving 
average of manufacturing PMI and industrial production growth continue to point out a positive trend 
( see the chart below).

Real GDP growth YoY vs. Industrial production YoY (RHS) 
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Private consumption growth has held broadly stable at 6.5% y/y although the domestic economy 
was hit by the demonetization policy of the government earlier in the year and seems to only slowly 
recover. This is reflected in the services PMI survey which has dipped into contractionary territory at 
48.5 in November. However, domestic auto sales have rebounded strongly in November (+24.0%), 
pointing to a strengthening in domestic demand. We therefore do not expect a slowdown in private 
consumption growth towards year end.

Turning to prices, CPI had bottomed in June 2017 at a remarkably low 1.5 per cent y/y. Since then, 
inflation has accelerated significantly, overshooting the Reserve Bank of India’s target range of 2.0-4.0 
per cent at 4.9 per cent y/y in November (shown in the below chart). This mainly reflects a pick-up in 
food price inflation, which has accelerated to 4.4 per cent, but fuel and core inflation also picked up. 
The less volatile core inflation index stood at 4.9 per cent in November, reflecting a broadening of 
price pressures. 

Consumer price inflation YoY vs. RBI repurchasing rate (RHS) 
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With a reacceleration in GDP growth and inflation well above target, we do not expect any further 
monetary policy easing. Inflation has rebounded faster than expected, as a rise in global oil prices 
has pushed input prices up. The RBI is therefore unlikely to stay on the sidelines. We anticipate the 
start of a hiking cycle in the second quarter of the new year.

ASSET CLASSES: MACRO VIEW
Equities Neutral A rebound in investments, stable growth in private consumption and effective 

policies by the administration will keep equities higher.

Currencies Neutral/ 
 Positive

We are cautiously optimistic on the rupee amid an acceleration of economic 
growth and an overshooting inflation.
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RUSSIA 
The fragile economic recovery remains supported by a 
higher oil price and a rebound in the retail sector.    

Real GDP grew by 1.8 per cent y/y in Q3, below wider market expectations, as construction and 
manufacturing sectors contracted. While the GDP breakdown is not yet available, sectoral data 
points to domestic demand being the main driver. Preliminary results show a continuation in the 
retail sector expansion with the three-months moving average in retail sales growth at 3 per cent in 
Q3, marking a second consecutive quarter of positive momentum after 10 quarters of contraction. 
The retail sector remains to be supported by falling inflation and accelerating wage growth as 
real monthly wages increased 4.3 per cent y/y in October. This is in line with an improvement in 
consumer sentiment over the past six months. 

GDP growth (%, YoY) vs retail sales growth (%, YoY)
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Meanwhile, industrial production has been sluggish with the three-month moving average standing at 
1.1 per cent y/y, as manufacturing activity declined 0.1 per cent in Q3 and construction fell back into 
contractionary territory (-0.7 per cent y/y).

Looking ahead, PMI numbers have turned more positive in the autumn with the composite index 
moving further into expansionary territory at 56.3 in November. This is largely due to improved 
sentiment in the services sector (57.4), in line with recent positive performance in retail sales. Regardless 
of sluggish industrial output, the PMI has also remained robust in the manufacturing sector, marking 
cautious optimism ahead. Despite some softness in industry, easing of non-price lending conditions and 
nominal interest rates should support economic growth over the coming quarters, moving GDP growth 
rates higher.
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Manufacturing PMI (3-mma) vs Industrial Production YoY (3-mma)
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The Russian economy remains highly reliant on the oil sector with roughly 60 per cent of Russia’s 
exports and 30 per cent of its GDP linked to energy commodities. Whilst this highlights the 
vulnerability of the economy to an oil price shock, a continued rise in the Brent crude oil price since 
June 2017 has provided tail wind to GDP growth and external finances. With Brent crude trading at 
around $65 per barrel, the Ministry of Finance continues to have a comfortable degree of flexibility 
given the budget is currently managed at a level of $40 p/b. In the first nine months of 2017, 
Russia’ s budget deficit has declined to its lowest level in five years with the Finance ministry now 
expecting to close the year at a deficit level below 2 per cent. Going into 2018, the government 
plans to introduce a new formal fiscal rule whereby proceedings from oil prices above $55 p/b will 
be paid into Russia’s reserve fund, reducing the government’s fiscal dependence on oil revenues.

On the prices front, consumer price inflation has continued declining below the Central Bank of 
Russia’s target rate of 4 per cent to 2.5 per cent y/y in December - a new historical low since the 
breakdown of the Soviet Union. The core index has dropped to a mere 2.3 per cent y/y, indicating 
broader disinflationary pressures. Nevertheless, the CBR has shown itself cautious, slowing the 
pace of monetary easing. It has cut rates by another 25bp to 8.00 per cent in December. The 
central bank is likely to continue the easing cycle going into 2018, albeit inflation is expected to 
start increasing towards target in the new year. The CBR stated that “medium-term risks of inflation 
overshooting the target dominate over the risks of a persistent downward deviation”.

CPI (%, YoY) vs CBR key rate (%)
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The CPI is typically influenced by the level of the oil price in local currency (RUB), however, this link 
seems to have weakened in 2017, as can be seen in the chart below. We have seen a price increase 
of 27% in the Ruble denominated oil price since July, while inflation has continued falling at the same 
time due to a drag from other components such as food prices. The Ruble depreciated since March 
against the currency basket of Russia’s trading partners (REER), especially against the Euro, which 
should add additional upside pressure on inflation. Going forward, as the CBR continues cutting 
interest rates and economic growth remains below expectations, we therefore expect inflation to 
reverse its trend in 2018 and rise towards the inflation target of 4%. This explains the CBR’s worry that 
inflation is more likely to overshoot than undershoot their target in the medium term.

CPI (%, YoY) vs Brent crude (RUB, RHS)

 
CPI YoY Brent crude (RUB)

10
8
6
4

14
16

12

2 2.500

4,500

4,000

3,500

3,000

5,000
%YoY RUB/bbl

Jun
2013

Dec
2013

Jun
2014

Jun
2015

Dec
2014

Dec
2015

Jun
2016

Dec
2016

Jun
2017

Dec
2017

18

Source: Dolfin Research, Bloomberg January 2018 

Brent crude oil price vs USDRUB
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ASSET CLASSES: MACRO VIEW
Equities 	Positive Positive developments in the energy markets and an ongoing economic 

recovery provide support to equities.

Currencies 	Positive Higher oil prices and slight change in the central bank policy stance (changes in 
inflation dynamics) will support the ruble.
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TURKEY 
Turkish growth has put a foot on the gas pedal, with signs of 
an overheating economy.       

The third quarter GDP growth accelerated significantly, printing well above expectations at 11.1 
per cent y/y. This high outcome is partly due to favourable base effects, as Q3 2016 economic 
activity was particularly negative following the failed coup attempt. Adding to this, domestic 
demand jumped 11.7 per cent, still fuelled by the large credit stimulus from the government’s 
Credit Guarantee Fund. The buoyant momentum in private consumption was also reflected in 
strong imports growth, rising 14.5 per cent y/y. Despite this, net trade contributed positively as 
exports growth was fuelled by upbeat foreign demand (+17.2 per cent y/y), particularly from 
Europe. Finally, investment growth also accelerated, adding 12.4 per cent y/y as companies 
injected money into machinery and equipment due to strong industrial output demand.

Real GDP growth vs private consumption growth (%, y/y)
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Forward-looking indicators paint a relatively positive picture of the Turkish economy in the coming 
quarters. Business confidence has only inched down from its more than 6-year high in November 
(see chart below) and Turkeys main trading partner – the EU – is growing at a fast pace, likely 
contributing to further exports growth in coming quarters. Yet, the current growth rate of above 
10 per cent taken together with inflation at a 13-year high shows clear signs of an overheating 
economy. We expect economic activity to cool going into 2018, expanding at a more sustainable 
rate of around 4-5 per cent.

Business conditions (Diffusion index)
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Looking at the sectors, industrial activity has accelerated significantly. Industrial production grew 
10 per cent y/y in Q3, doubling its growth pace from the previous quarter. Going into Q4, the 
three-months moving average of IP moderated slightly but still stood at a robust 7.7 per cent y/y. 
In line with this, the manufacturing PMI also turned less optimistic, sliding to 52.9 in November, 
but remained for the 9th month running in expansionary territory (see chart below). We therefore 
expect industrial activity to moderate somewhat in Q4 and going into the new year.

Manufacturing PMI 3-mma vs Industrial Production 3-mma (RHS)
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Historically, gains in industrial production output have been followed by an expansion in capital 
investment, as shown in the chart below. This relation has kept up well in Q3 and we expect investment 
to continue growing in the coming quarters. 

Industrial Production two-quarter average vs investment (RHS)
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The positive business sentiment is also the tourism industry, which has recovered from the slump 
seen last year (terrorist attacks and Russian sanctions). Tourist arrivals growth has moderated 
slightly from the 41 per cent printed in August, but held still up at a remarkable 18.2 per cent y/y in 
October. The sector has strongly supported spending and services exports in the past quarter and 
we expect another quarter of positive contributions in Q4. 
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Tourist arrivals (% YoY)
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Less positive news was recorded on the prices front. Inflation has shot up to a 14-year high at 13 
per cent y/y in November. Even more worryingly is that underlying inflation pressures have also 
accelerated, pushing core CPI to 12.1 per cent y/y. Taken together with above 11 per cent growth 
in Q3 this is a clear sign of overheating in the Turkish economy. Meanwhile, the Central Bank of 
Turkey has reacted too little and too late, rising rates by 50bp at its meeting in December, against 
a 100bp hike expected by markets. The indecisiveness of the CBRT and the apparent de-anchoring 
of inflation expectations has led to a significant depreciation in the Turkish lira, which fell by 12.5 
per cent between September and December. The currency has a notably high pass-through 
effect to prices in Turkey, which means that inflation pressures should remain elevated next year. 
Nevertheless, we expect CPI to fall in the coming quarters, as favourable base effects kick in and 
banks’ funding costs remains high, pushing the year-on-year price measure lower.

Headline and core consumer price inflation (CPI) YoY
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Tight monetary conditions should help bring inflation lower, together with short and long-term 
yields. Lower long-term yield will provide comfort to businesses and consumers and help gross 
domestic product to maintain its positive momentum.

ASSET CLASSES: MACRO VIEW
Equities Neutral Improving economic conditions will deal with elevated energy prices and a 

fading government sponsored credit programme.

Currencies Positive Inflationary pressures will start easing in the coming quarters, as favourable base 
effects kick in, providing signal for currency appreciation.
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BRAzIl 
Brazil’s economic recovery has been stronger than previously 
thought, recording a third quarter of positive GDP growth.

Brazil’s real GDP growth for the first half of 2017 was significantly revised upward from the 
previously reported 1.1 per cent and 0.2 per cent q/q in Q1 and Q2 to 1.3 per cent and 0.7 per 
cent q/q, respectively. The third quarter printed at a slender 0.1 per cent q/q, driven by private 
consumption, a rebound in investment and strong exports growth. First estimates show that the 
latter expanded by more than 4.1 per cent on the quarter, fuelled by upbeat international trade 
momentum. We expect Brazil to continue recovering going into the last quarter and beyond as 
below-target inflation and the lower rates environment boost incomes and investment.

Q3 GDP growth contributions (in percentage points)
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The details of GDP growth show an increasingly encouraging picture. Private consumption 
expanded 1.2 per cent q/q, supported by improvements in the labour market. The unemployment 
rate has dropped to 12.2 per cent from 12.8 per cent at the end of Q2 and the employment ratio 
continued increasing steadily since February 2017 (see chart below). As more people work and 
earn wages, demand for goods and services increases, supporting the domestic economy.

Employment ratio vs. unemployment rate (%, RHS)
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Especially noteworthy is the rebound in private investment in Q3. Investment has grown by a 
strong 1.6 per cent q/q – the first time in expansionary territory in four years, as can be evidenced 
in the chart below. This bodes well for future industrial activity and growth, as capital investment 
has a positive effect on productivity and production output increases.

Investment and private consumption growth (%, QoQ)
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The rise in investment is in line with industrial production activity, which has accelerated to 5.3 
per cent y/y from a mere 0.7 per cent in June. Overall, the industrial sector shows a sustained 
recovery with production growth in 9 out of the 10 reported months in 2017 so far. Forward looking 
indicators such as the manufacturing PMI and the industry survey underpin the positive momentum, 
displaying an increasingly positive sentiment in the industry. With the increase in capital investment, 
low interest rates and positive survey indicators, we therefore expect the recovery in the industrial 
sector to continue and extend well into 2018.

Manufacturing PMI and industry survey (diffusion index)
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Turning to prices, inflation has remained near its all-time low (2.5 per cent) reached in the summer 
and rose only gradually to 2.8 per cent y/y in November. This is well below the central bank’s 
inflation target of 4.5 per cent. Consequently, at its last meeting on December 6, the Monetary 
Policy Committee (Copom) decided to lower the interest rate to 7 per cent (see chart below). 
Adding to this, the Copom has indicated that the easing cycle is not yet over. In the statement, 
it noted that “the current economic conditions prescribe accommodative monetary policy” and 
that the central bank sees a moderation in the pace of interest rate cuts as appropriate. Given 
the above statement and our expectations of only slowly rising inflation in the coming months, 
we therefore expect a further rate cut of 25 basis points in February. The lower rates environment 
should make the deleveraging process in all sectors less painful and provide support for investment 
growth and household consumption in the coming quarters.
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Selic target rate vs CPI (RHS)
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Overall, Brazil seems to be recovering faster than expected. Taking together the positive signals 
from labour markets, the nascent recovery in investment and consumption and the improvement in 
the industrial sector, we believe the economic expansion is likely to continue and accelerate going 
into 2018.

The main risk to the economic outlook continues to be a sustained level of political uncertainty, 
which is likely to contain the recovery in investment growth. Companies are likely to delay mayor 
investment decision until after the October 2018 elections to reduce risk. Moreover, the political 
crisis has delayed important reforms which are urgently needed to decrease Brazil’s debt to GDP 
ratio. With the approval of the 20-years budget freeze, the government needs to urgently reform 
the pension system or else it will have to cut other areas of expenditure or to increase taxes. 
Recently, the government has made steps forward to pass a watered-down version of the initially 
planned pension reform before 2019. 

ASSET CLASSES: MACRO VIEW
Equities 	Positive Improvements in labour market and private investment together with strong 

commodities markets will push equities higher.

Currencies 	Positive Improving economic conditions and all time low inflation will keep the Real on 
the positive side despite the ongoing easing stance by the central bank.
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MACRO VIEW: ASSET CLASSES

Fixed income: Gentle pace of policy 
normalisation
Globally, the withdrawal process from ultra-
accommodative monetary policy has begun, 
albeit at a gradual pace so we continue to 
favour the riskier end of the spectrum.

Fixed income in Q4 saw a story of sideways 
movement in US and German government 
yields with a general tightening theme in credit 
spreads remaining evident. US, UK and Bunds 
all traded in a tight range of 15bp but this 
masked the story of the focus on the ECB. A 
15bp range in Treasuries may not equate to 
much, but for Bunds this equates to a move 
equivalent to 33% of the yield on offer at the 
end of Q3, leading us to remain cautious on 
yields, especially in Bunds. Globally, the process 
of withdrawal of ultra-accommodative monetary 
policy is in train, but at a gradual pace.

Throughout 2017 we were stuck in an 
environment where on one hand we had robust 
economic growth and tight labour markets 
(setting the stage for policy normalisation) and 
on the other side benign inflation (a mystery 
even for central bankers), leaving investors 
sleepwalking into the benchmark trap and 
hunting for yield in the more expensive fixed 
income segments. We expect global rates to 
adjust to the economic reality, albeit in a gentle 
way in the first quarter.

In the US, the new Fed Chair is expected 
to continue Yellen’s gradual normalisation, 
even on a more hawkish tone. We see the 
flattening of the US curve having reached 
its limits and reversing its course. The recent 
flattening, (2-10s) was due to the combination 
of low inflation expectations on the long end 
and rate rises impacting the short end. From 
a quantitative perspective, the 2-10s segment 
is inversely related to the Dollar Index, VIX 
and positive to the US consumer price index. 
Given our expectation for a weaker dollar in 
the coming quarters and stronger inflation, we 
expect the curve to steepen. Our steepening 
bias is also based on the impact of the tax 
cuts, economic improvements and fiscal 
initiatives that have fed through to the long-
end just yet.

In Europe, the exceptionally low yields 
and the upcoming end of the ultra-
accommodative policy, put core rates in the 
spotlight. In Q4, we saw the ECB extending 
quantitative easing until September 2018, 
and indicated that it would probably continue 
to buy bonds until the end of 2018. With the 
ECB maintaining the gentle pace of removing 

accommodative policy, the market will remain 
sensitive to any perceived change in tone 
from the ECB and we expect the market to 
react more aggressively to economic reality 
than Draghi expects. Inflation remains a key 
catalyst, and a mystery for the time being. In 
Europe, steepening is the only game in town 
and with or without QE, the short-end is firmly 
anchored. We do not expect the ECB to act 
any time soon in raising the refinancing rate.

The Bank of England delivered its first rate 
hike in a decade in the November MPC 
meeting and this was viewed as a watershed 
moment for the UK markets. However, this rate 
hike simply reverses the cut post-Brexit and 
although the BoE has indicated its intent to 
start normalising by raising rates, Carney linked 
the future path of policy action with Brexit 
developments. For Q1 2018, the Bank will 
continue to sit on the side-lines, using Brexit as 
a rationale for inaction (a dynamic that could 
persist for the year). As such, we are neutral 
on gilts (with yields reacting more on a relative 
value basis to rising rates in the US) and see it 
range trading in Q1 much like in Q4 within a 
15-20bp range with potential for the gradual 
flattening of the 2-10s curve to continue. 

We see potential impact of Fed policy 
tightening leading to variation in potential 
performance on a country-to-country basis 
in emerging markets. From here, we expect 
higher yields to be a crucial factor for EM 
bond performance, given their cushion to 
absorb rate pressures. As such, despite 
strong fundamentals we have concerns over 
countries such as Singapore and South Korea 
and prefer higher-yielding issuer countries 
such as Russia, Brazil and Turkey.

In credit markets, we see 2018 as a year of 
conflict for investors. With spreads having 
tightened and standing around all-time 
historic lows, there is little compensation 
on offer for unexpected risk, which will lead 
to periods of volatility (spread widening) in 
credit markets. However, if the economic 
and credit fundamentals remain supportive, 
these periods provide excellent opportunity 
for carry collection. As such we see a 
continuation of our previous quarter’s views 
for the coming quarter and would be more 
cautious on valuations towards the end of Q2 
and into H2 as the pressure from central bank 
normalisation and elevated equity valuations 
may cause a reassessment of spreads. We 
expect 2018 to be a year where investors 
should be selective on issuers to identify 
value, but more importantly select those 
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corporates with a robust balance sheet at 
this late stage of the credit cycle. We view 
sectors where technology could prove to be 
a disruptor, such as retail, with a degree of 
caution. We favour the financial sector and 
infrastructure segments (where the asset 
quality provides us with comfort) and we also 
keep an eye on US oil-related names, where 
a recovery in the oil price could allow shale 
producers to lock in their cash flows for the 
coming years.

In the US, whilst investment grade is 
expensive on a spread term, the rise in yields 
has encouraged investors hungry for yield and 
provided a backstop for any widening (bar 
a shift in corporate fundamentals). It is this 
search for yield that concerns us and it may 
be that we see a shift of investor flow from 
IG to riskier assets such as high yield (and 
potentially equity markets) as a driving force 
for returns. As such, we favour being neutral 
overall on US IG bonds.

We remain cautious on EUR investment grade 
given where spreads are, especially within 
industrials and utilities, as these segments 
should be most impacted by an ECB unwind, 
rising rates globally and have also seen 
the lion’s share of opportunistic issuance, 
especially in the long end, in recent quarters. 
From a relative standpoint financials still look 
best placed to perform in the current context, 
on a lower sensitivity to ECB bond-buying 
and improving fundamentals. Subordinated 
bonds and AT1s can be considered as 
attractive from a carry standpoint in an 
environment where we expect risky assets 
to be supported in the coming quarter. GBP 
investment grade remains technically well 
supported and low issuance in the space 
offsets potential uncertainties posed by Brexit 
trade talks which are likely to exert a drag on 
UK businesses.

For high yield globally, we re-iterate that it 
will be selective issues that perform based 
on a combination of risk / reward perception 
and improving fundamentals. Relative 
value will be a key driver for HY credit in 
2018. Overall, we continue to see that solid 
company fundamentals and the gentle rates 
normalisation process will allow carry to 
compensate investors. The tone will ultimately 
weaken when equity markets decide it is 
time to take a breather, something we do not 
expect for the first quarter. We continue to 
like earning carry and uncorrelated price-
upside through selected single-name stories 
and non-rated issuers in this space.

The EUR high yield market remains expensive 
with the aggregate yield level falling during 
the quarter to new all-time lows. For now, 
and with the carry argument still intact, the 
segment still benefits from the yield grab 
in evidence across Europe. We favour the 
US and UK HY market on a relative basis, 
although the smaller size and limited scope of 
the UK market offers fewer opportunities. 

Equities: The gravy train keeps on 
running
With tax reform in the US and growth 
developments globally, we maintain our 
overweight stance to equity markets for a 
further quarter.

The final quarter saw a continuation of the 
‘goldilocks trade’ for most equity markets, 
capping a year of stellar returns. With central 
banks still highly accommodative, inflation 
below historical averages and synchronous 
economic growth across continents, this 
further leg-up is not hugely surprising 
(and was in line with our expectations in 
the previous quarter), but the body of 
doomsayers is growing as we enter the first 
half of 2018. Our expectation is that equities 
remain broadly supported in the first quarter – 
we expect further upside in US and European 
markets as well as within emerging markets.

Turning first to the US, equities delivered a 
further 6.6 per cent in the final quarter, bringing 
total returns to almost 22 per cent, the highest 
return since 2013 and marking the ninth straight 
year of positive gains in the S&P 500. Given 
the remarkable strength since 2009, there is 
reason to expect that we are approaching the 
end of the double-digit return era. However, 
notwithstanding a tail-risk event, we do not 
foresee a correction in the first quarter.

From a fundamental perspective, data remains 
broadly positive across the economy with 
leading indicators supporting the rosy picture. 
Citing a few examples, the CEO Confidence 
Index (which measures CEOs’ confidence 
in the general state of the economy) is at 
highs not seen since pre-GFC and the same 
can be said for the Small Business Optimism 
Index, which reached a high not seen since 
2004. With sentiment highly positive and 
hard data supportive of further growth, we 
expect continued feed-through into earnings, 
providing support to equities.

In the political domain, the most significant 
development in the final quarter was tax 
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reform, which became a reality after both 
sides of the House agreed to the overhaul 
of corporate and personal taxation. Whilst 
not wholly surprising to markets (and at least 
partially priced in), the announcement helped 
US equities notch up a final rally in the last 
month of the quarter.

We expect the party to continue for the first 
quarter, as the ramifications (and benefits) 
of tax reform begin to feed into company 
earnings and influence executive decision-
making. In our Investment Ideas section, we 
write in detail of potential beneficiaries but 
from a broad sector level, we would except 
both domestically-orientated sectors and (by 
proxy) small and medium-sized businesses to 
see outsized benefits.

From a valuation standpoint, US equities are 
undoubtedly rich. The S&P 500 trades at 
a forward P/E of c.18.9x and the cyclically-
adjusted P/E (CAPE) is above 30x - a figure 
exceeded only twice in history (in 1929 
and prior to the tech bubble). However, for 
now, with inflationary pressures seemingly 
restrained, we do not see significant catalysts 
in the first quarter, which should detract from 
the asset class taking an additional leg-up.

From a sector basis, we favour the energy, 
industrial, financial and technology sectors, 
consistent with prior quarters. The energy sector 
is due some catch-up as earnings continue to 
deliver (following several difficult years), whilst 
financial and industrial stocks are positively 
geared to Republican tax reforms. Technology 
remains a secular growth story and we expect 
positive sentiment to continue into Q1.

Turning to Europe, equities disappointed in the 
final quarter, delivering negative returns (-2 per 
cent in Q4) but total returns totalled just under 
10 per cent for the full year and marking the 
strongest returns in the region since 2013.

In a similar vein to the US, the fundamental 
picture looks robust with both ‘hard’ 
and ‘forward looking’ data underlining 
the resilience of a recovery benefiting 
the entire region. To give an example, 
European Manufacturing PMI reached 60.6 
in December, the highest reading since the 
survey began back in June 1997. At the same 
time, consumption is rising considerably, 
driven by sharply lower unemployment (albeit 
from a high base), and rising real wage.

With broad-based growth evident across 
the euro area, we expect further feed-

through into company earnings and we go 
into the first quarter with a positive outlook, 
especially given the more sanguine political 
environment. Whilst the euro area recovery 
story is now well-known, we believe there 
is still meat on the bone and maintain an 
overweight position for the coming quarter.

The latter half of 2017 was marked by limited 
political development across the euro area, 
standing at odds with the more uncertain 
first half of the year when populism was a 
recurrent theme. Whilst political gridlock 
remains an outstanding risk, both in Germany 
(where Angela Merkel has, so far, failed to 
form a ruling coalition) but also in Spain and 
Italy, we discount this source of uncertainty for 
equity market returns.

Valuations for European equities are moving 
towards the upper end relative to its history, 
trading at a c.14.8x forward P/E level (Euro 
Stoxx). Albeit, within the aggregate level, 
certain sectors, including energy, financials 
and real estate, continue to offer some value.

For the coming quarter, we highlight two 
variables to watch, inflation and the euro, 
which shall be key to European equity returns 
in the near-term. Whilst reflation was a popular 
buzzword last year, inflationary pressures 
were limited. This is set to change in 2018, 
with forward-looking inflation slowly moving 
towards 2 per cent (when looking at the EUR 
inflation 5yr swap forward). We expect the 
trend to be slow-moving and the subsequent 
policy response by the ECB to be muted (itself 
a positive for European risk-assets).

The euro’s strong 2017 performance proved 
to be a major obstacle to the European 
equity indices attempt for high double-
digit returns, as their negative correlation 
weighed in investors’ allocation and rotation 
decisions. Measuring the 12-month rolling 
correlation over the last eight years, we find 
the current -0.54 coefficient to be almost two 
standard deviations away from the average 
of 0.24. As the euro consolidates at higher 
levels and exporters and consumers digest 
the new levels, equities will eventually move 
significantly higher. For the first quarter, we 
expect EUR (vs. USD) to remain around the 
1.20 handle, which should not detract from 
European equity returns.

From a sector level, as mentioned, we lean 
towards the consumer sector, where stocks 
should continue to benefit from the improving 
macro story. We also note opportunities 
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within real estate and energy, where 
valuations remain compelling.

For the UK, the final quarter was positive 
for equity returns, delivering 5 per cent 
(including dividends) and taking total 2017 
gains to almost 12 per cent. Juxtaposed to 
the increasingly negative rhetoric emanating 
from markets (and the broader UK media), 
it is worth noting that the FTSE 100 (and 
the FTSE 250) have continued to make fresh 
records over the past year, confounding the 
doomsayers.

This can partially be explained from a 
fundamental perspective, given the UK 
economy has time-again shown its resilience 
amidst this uncertainty; both services and 
manufacturing data are holding up and 
unemployment near a record low despite the 
UK economy growing the least within the G7 
group. With healthy growth in the euro area 
(and elsewhere), we would expect the UK to 
continue to benefit.

Yet, aside from the fundamental picture, UK 
assets have likely also benefited from the 
improving political picture. Whilst Brexit 
negotiations are far from over (and we do 
not discount the possibility of an implosion 
in trade talks), there are growing signs that 
Britain is willing to make the necessary 
concessions to appease the EU. This is likely 
favourable to UK plc and underlies our 
cautious optimism on UK equities going into 
the new year. 

From a P/E basis, the FTSE 100 now stands 
at 15.1x (relatively rich versus its history), but 
the index offers a dividend yield of 2.9 per 
cent and the highest return on equity (ROE) of 
major indices (at 18.2 per cent).

At a sector level, we continue to favour the 
industrial sector on valuation grounds (and 
given its close ties to broader economic 
growth) as well as to financials given banks 
continue to improve their balance sheets. 
We also like certain segments of the UK real 
estate market, a theme we discuss within our 
Investment Ideas section.

Moving around the world, we highlight Japan 
as a preferred market in the first quarter, where 
Prime Minister Shinzo Abe won a decisive 
victory (and mandate) in Q4 2017. With the 
Bank of Japan now presiding over the most 
accommodative monetary policy amongst all 
central banks (with no signs of let-off) and with 
the economy firing on all cylinders, we see 
further upside to Japanese equities. As we 

outline in an investment idea, we prefer small 
and micro-cap stocks, where the correlation 
with the yen (and other Japanese indices) is 
contained and poses a secondary risk. We also 
favour the technology sector, where we have 
seen standout earnings growth.

Within emerging markets, our preferred 
countries are categorised between ‘political 
change’ and ‘high growth’. In the former 
we highlight Chile, where the incoming pro- 
business President Sebastián Piñera won power 
in December 2017 as well as South Africa, 
where Cyril Ramaphosa took power following 
nine tumultuous years under Jacob Zuma.

For ‘high growth’ EM, alongside China and 
India, we continue to hold a preference for 
the Philippines and Vietnam, where healthy 
fundamentals have been matched by 
contained inflation. 

Commodities: A mixed picture
Synchronous global growth should provide 
the necessary tailwind to help industrial 
metals move higher, albeit we see limits to 
upside in energy and precious metals.

With broad-based global growth continuing, 
commodities broadly benefited in the final 
quarter. Yet it has been a mixed year for 
commodity markets, with wide differentials in 
performance.

Turning first to energy, the final quarter saw 
oil stage a comeback, moving from $50 per 
barrel to almost $60 per barrel, the highest 
level in three years. The commodity has 
undoubtedly benefited from higher demand, 
with consumption rising by almost 5 million 
b/d between 2015 and 2017. With the IMF 
expecting global growth of 3.7 per cent in 
2018 from 3.2 per cent back in 2016 (and our 
own economist similarly expecting further 
upside to GDP growth), demand looks to be 
supported over the coming few quarters.

Yet demand aside, oil has benefited from 
supply dynamics and particularly OPEC (and 
Russia’s) decision back in November to extend 
limits to output for an additional year. Markets 
have, so far, been impressed with the high 
level of compliance amongst OPEC states - 
should this continue, we would expect oil to 
maintain a floor around current levels.

However, we are also mindful that US shale 
remains a counter to this supply-constraint and 
will likely act as a cap to upside in oil prices; the 
US Energy Information Administration expect 
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production to rise to 10m b/d in 2018 – the 
highest production on record.

Noting this supply/demand dynamic, we 
maintain a neutral view on oil, albeit with 
cautious optimism.

Aside from crude, we see an opportunity within 
natural gas, which struggled over the course of 
2017. We expect prices to move higher on a 
pick-up in demand, owing to the exceptionally 
cold winter; in the US for example, most 
contiguous states posted record lows in 
temperature at the end of December.

For the industrial metals complex, the past 
few quarters have been largely positive – as 
a proxy for global growth, copper, aluminium 
and zinc have delivered double-digit returns 
and are at multi-year highs.

Despite the double-digit moves, we remain 
broadly positive on metals for the coming 
quarter, noting several positive developments.

For copper, the key factor has (and continues 
to be) China, where imports have remained 
healthy, increasing 19 per cent month-on-
month in November. Whilst we expect 
an element of slowdown in the Chinese 
economy over the coming quarter, we do 
not expect this to materially impact the red 
metal. Alongside a proposed upgrade of 
infrastructure and power grids across the 
country (a key support for copper demand), 
China is enforcing environmental initiatives, 
which are already having ramifications for 
supply. The government have issued a 
crackdown on the use of scrap copper, a 
move that will increase the need for imported, 
refined copper, supporting prices.

Copper aside, we expect these environmental 
impacts to also benefit zinc, given China, long 
a ‘swing-factor’ for supply/demand in the 
metal, can no longer respond to increased 
supply domestically through more mining. We 
would expect the need for higher imports to 
support zinc over the coming quarter.

For precious metals, we note fewer catalysts 
in Q1. For gold, which has surprised markets 
by delivering returns of 13 per cent+ over the 
year, we take a neutral view in Q1. Although 
gold has a role in some portfolios, given its 
risk-off characteristics, with the ‘fear effect’ 
(e.g. North Korea and US tax reform) having 
been reduced in recent months, we don’t see 
considerable upside from here.

In the current risk-on environment, and with 
further rate hikes expected in the US, we 
expect gains to pare back, albeit we are 
mindful that with the dollar under pressure, 
gold also has an element of support.

Aside from gold, we note that platinum now 
stands at the biggest discount to palladium 
since 2001, owing to deeply negative 
positioning and sentiment. Whilst platinum faces 
structural headwinds, especially relating to the 
steep decline in diesel vehicles (where platinum 
is a key component), we view the relative 
discount to palladium as too wide at this stage 
and would take a contrarian long position.

In a similar vein, we see value in taking 
a contrarian view in agricultural and soft 
commodities, where negative positioning has 
become extreme in some cases. We favour 
corn, coffee and sugar (a trade we discuss 
within the Investment Ideas section).
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Investment Ideas
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US INVESTMENT GRADE: SMART BETA 
BOND PORTFOLIO

Implementation
Buy a basket of single 
bonds using our smart 
beta investment tool

Investment 
horizon
3-6 months

Expected return
2-4% annually

Rationale
We find that the investment grade asset class currently presents limited value at the index 
level, and as such we seek to help our clients requiring high-quality USD-denominated 
ideas by proposing a basket of single names within the segment. We acknowledge the 
significant yield differentials between core US, EUR and GBP IG markets, although a large 
chunk of the excess yield available in the USD market, for example, is due to the currency. 
We employ a smart beta approach to single line name selection.

To construct our basket of US IG bonds, we focus on value at an issuer level and 
momentum and curve dynamics at the issue level. Also, we consider how well our selection 
performs against similar securities by rating, maturity and sector. Our list of names presents 
itself with an average yield of 3.5 per cent and an average duration of 4.7, which compares 
to the US IG corporate benchmark yielding 3.3 per cent with an associated duration of 7.2.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Credit risk: Our chosen 
bonds are not immune from 
a general risk-off tone in 
credit markets

 – Security risk: Idiosyncratic 
risks for the specific issuers

Fixed income

Smart beta investment grade bonds – sector breakdown

Basic Materials
18%

28%

18%

9%
9%

9%

9%
Communications  

Consumer, non-cyclical  

Diversified  

Energy 

Financial

Utilities

Source: Dolfin / Bloomberg January 2018

Smart beta investment grade bonds – implementation

ISIN Issuer name Short name Gross yield* (%) Duration S&P rating Country Issue size
US031162BN92 AMGEN INC AMGN 3 5/8 05/15/22 2.8 3.8  A US  750,000,000 

US00206REM07 AT&T INC T 3.9 08/14/27 3.8 7.7  BBB+ /*- US  5,000,000,000 

US25746UBP30 DOMINION ENERGY INC D 2 3/4 09/15/22 2.9 4.3  BBB US  350,000,000 

US33582VAB45 FIRST NIAGARA FIN GRP KEY 6 3/4 03/19/20 2.4 2.0  BBB+ US  300,000,000 

US61746BCY02 MORGAN STANLEY MS 6 1/4 08/09/26 3.6 6.7  BBB+ US  750,000,000 

US74251VAL62 PRINCIPAL FINANCIAL GROU PFG 4.7 05/15/55 4.4 2.2  BBB- US  400,000,000 

US761713BF23 REYNOLDS AMERICAN INC BATSLN 4 06/12/22 2.9 4.0  BBB+ US  1,000,000,000 

US842587CY12 SOUTHERN CO SO 5 1/2 03/15/57 3.9 3.7  BBB US  550,000,000 

US61238QAA67 MONTELL FINANCE CO-B.V. LYB 8.1 03/15/27 3.8 6.8  BBB+ NL  300,000,000 

US71654QBW15 PETROLEOS MEXICANOS PEMEX 4 1/2 01/23/26 4.5 6.5  BBB+ ME  1,486,725,000 

US12561AAA16 CK HUTCHISON CAPITAL 17 CKHH 4 PERP 3.6 3.9  BBB CI  1,000,000,000 
* Assuming yield-to-worst for callable bonds

Source: Dolfin / Bloomberg January 2018
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Implementation
Buy a basket of single 
high yield bonds using our 
proprietary momentum 
tool

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Whilst we are cognisant of the somewhat stretched levels of valuations in global high 
yield at an index level, we continue to see value in selected high yield bonds. The case 
for earning carry from the segment remains intact for now and the tone should remain 
supportive if risky asset classes (predominantly equities) are able to remainon an upward 
path, as we believe will be the case in Q1 2018. As we have stated in previous editions, 
we expect fund flows to remain supportive for the HY segment broadly speaking, in 
contrast to lower beta fixed income segments whose performance will be directly 
impacted by rising rates. Demand for new issuance remains strong and refinancing 
concerns are limited in such a context. We remain conscious of increasing shareholder-
friendly activity and late-cycle behaviour, particularly in the US.

To determine our list of bonds within this segment, we employ quantitative momentum-
based selection process, using the previous six months performance to help enlist two 
EUR bonds, three GBP bonds and six USD bonds that have favourable price-trend 
dynamics for the coming periods. With non-USD bond yields swapped into USD, the 
basket has a yield of 5.3 per cent and a duration of 4.1.

 

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Credit risk: Our chosen 
bonds are not immune from 
a general risk-off tone in 
credit markets.

 – Security risk: Idiosyncratic 
risks for the specific issuers

GLOBAL HIGH YIELD MOMENTUM

Fixed income

High yield momentum – sector breakdown

Basic Materials

Consumer, cyclical  

Consumer, non-cyclical  

Energy  

Financial 

Industrual

Utilities18%

28%

18%

9%

9%

9% 9%

Source: Dolfin / Bloomberg January 2018

High yield momentum – implementation

ISIN Issuer name Short name Currency Gross  
yield* (%) Duration S&p  

rating Country Issue size

XS1206510569 OBRASCON HUARTE LAIN SA OHLSM 5 1/2 03/15/23 EUR 4.4 2.9  B+ SP  325,000,000 

XS1054714248 INTL PERSONAL FINANCE PL IPFLN 5 3/4 04/07/21 EUR 7.7 2.7  BB GB  400,000,000 

XS1514268165 LADBROKES GROUP FIN PLC LADLN 5 1/8 09/08/23 GBP 2.6 4.7  BB /*- GB  400,000,000 

XS1533911142 VOYAGE CARE BONDCO PLC VOYCAR 5 7/8 05/01/23 GBP 5.1 3.0  B+ GB  215,000,000 

XS1412547660 WILLIAM HILL PLC WMH 4 7/8 09/07/23 GBP 3.5 4.9  BB+ /*- GB  350,000,000 

US35671DAZ87 FREEPORT-MCMORAN INC FCX 3 7/8 03/15/23 USD 4.0 4.6  BB- US  1,998,776,000 

US513272AB00 LAMB WESTON HLD LW 4 7/8 11/01/26 USD 4.0 5.7  BB US  833,000,000 

US842587CY12 SOUTHERN CO SO 5 1/2 03/15/57 USD 3.9 3.7  BBB US  550,000,000 

US87470LAA98 TALLGRASS NRG PRTNR/FIN TEP 5 1/2 09/15/24 USD 4.6 4.0  BB+ US  750,000,000 

US98212BAD55 WPX ENERGY INC WPX 6 01/15/22 USD 4.5 3.3  B+ US  1,099,000,000 

US00687YAA38 ADIENT GLOBAL HOLDINGS ADNT 4 7/8 08/15/26 USD 4.3 5.5  BB JE  900,000,000 
* Yield is shown in local-currency term Source: Dolfin / Bloomberg January 2018
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EMERGING MARKET SOVEREIGN BONDS   

Implementation
Buy select sovereign 
bonds of emerging 
market issuers

Investment 
horizon
12 months

Expected return
6-8% annually

Rationale
We highlight several countries with favourable risk/reward, with a potential benefit 
not only from yield-compression but also from favourable currency moves.

Our recommendation would be to consider a basket of:

– Turkey 8.8% 11/2018, indicative 13.4% yield (in TRY)
– Russia (OFZ) 7% 08/18, indicative 6.96% yield (in RUB)
– Brazil (BLTN) 0% 10/18, indicative yield of 7.034% (in BRL)

Turning first to Turkey, we note that the economy ended the year on a high, with 
far higher-than-expected GDP growth in Q3 (11.1 per cent year-on-year). This 
considerable growth was fuelled both by domestic activity and stronger exports, 
particularly to Europe and Russia. Whilst inflation is stubbornly high (reaching a 14-
year high of 13 per cent in November), we expect it to fall from here and the central 
bank has adopted a tightening bias.

For Russia, GDP growth has been 1.8 per cent in Q3 and with the oil price around 
$60 per barrel, should act as a support from here (especially given the ongoing OPEC 
supply constraints, which have been extended for a further year). Furthermore, with 
low inflation, growing consumption and an expected boost from hosting the World 
Cup, we take a positive view on Russian credit.

Finally looking to Brazil, we note that the country has emerged from the doldrums of 
a painful recession, with GDP growth of 0.3 per cent in Q3 (QoQ). Whilst the recovery 
is nascent (with the consumer sector still weak), inflation is firmly below target and 
with an accommodative monetary policy regime, we take a positive view on the 
country from here.

For our chosen bonds, we believe that the local currency yield provides an ample 
buffer to any deterioration in the currency.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk: Price 
movements in EM sovereign 
bonds are closely tied to 
political developments 
in these countries, which 
remain relatively fragile.

 – Currency risk: Whilst the 
health of our chosen credits 
could remain positive, should 
the underlying currency fall 
by more than the offered 
yield, investors would expect 
a loss
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Implementation
Buy select bonds of non-
rated issuers

Investment 
horizon
12 months

Expected return
4-6% annually

Rationale
As we suggested last quarter, allocating to niche and non-rated issuers can 
offer a yield premium to the generic credit universe, where we see diminishing 
value. Many of the issuers we favour in the non-rated segment are themselves 
undergoing structural changes in their financing mix which will see them being 
increasingly present issuers in the capital markets in the years to come. Alongside 
solid fundamentals we see such a development as a key source of potential future 
performance, as more market participants are forced to consider the story and 
company transparency and investor communication improves.

We have screened and maintain a list of non-rated issuers, which we feel have a 
combination of the following characteristics:

– Strong fundamentals (including a dominant market position) where the Bloomberg 
default risk model confirms our thinking that the issuer is investment grade.

– Upside optionality from obtaining a rating, or doing an IPO or potential M&A 
activity with a rated entity.

Screening for these characteristics, we highlight two issuers below, which meet this 
criterion – Eurofins Scientific and Louis Dreyfus. These are both EUR-denominated 
bonds. We would recommend the following bonds:

– LOURDE 4% 02/22 - yielding 2.26% (in EUR or 4.84% swapped into USD). Market 
leader in agricultural commodities trading, which has maintained a prudent 
financial policy in recent quarters. The company maintains a strong liquidity profile, 
supported by liquid assets of $8.0bn vs, $4.1bn in short-term debt (which has fallen 
from $6.1bn at the end of 2016).

– ERFFP 3.75% perp (callable Nov 2025) yielding 3.11% (in EUR or 5.4% when 
swapped into USD). Eurofins Scientific is a world leader in the analysis of food, 
pharmaceuticals and cosmetics and environment testing. Despite growing capex, 
the company has maintained a solid balance sheet with net-debt-to-EBITDA 
metrics of 1.48x, which remains well-below historic levels for the company, 
despite significant cash investments in the business. Our expectation and that of 
management is for the company to achieve an investment grade rating at some 
stage (reduce their funding costs).

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Credit risk: Our chosen 
bonds are not immune from 
a general risk-off tone in 
credit markets

 – Security risk: Idiosyncratic 
risks for the specific issuers

BUY NON-RATED BONDS 
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CREDIT LINKED NOTE ON EUROPEAN 
INVESTMENT GRADE

Implementation
Credit linked note on a 
tranche of the European 
investment grade index

Investment 
horizon
5 years

Expected return
6.2% annually

Rationale
The iTraxx Main index is the synthetic index that is composed of 125 of the most liquid 
European companies with investment grade credit ratings. Historically, the index has 
suffered one default since its inception in 2004 (the default being Thomson SA in 2009). 
Whilst taking exposure to the iTraxx Main index does not currently offer a high return, this 
can be enhanced by taking exposure to a particular ‘tranche’ of the index. Since there has 
only ever been one default historically, taking exposure to the 4th to 7th default within 
the index (using definitions of a credit event as defined by the oversight body, ISDA), 
investors receive a yield of 6.2 per cent per annum through a credit linked note.

By taking the exposure to the 4th to 7th credit event and increasing the capital loss for 
each default to 25 per cent for each name that would hypothetically encounter a credit 
event, we are able to almost double our return (on a USD basis) from 3.3 per cent to 6.2 
per cent per annum whilst taking comfort that it would take three large names to default 
before we are exposed to losses on capital.

In the table below, we show the cumulative default rate for global investment grade from 
1981 to 2016 from an S&P study. Even considering that global IG has a higher historical 
rate of default than European IG, the table shows that when factoring in all ratings 
defined as ‘investment grade’ (ratings from AAA to BBB), the percentage of defaults  
has never exceeded 3 per cent over a 5-year time horizon (adding up those percentages 
highlighted in bold). With the iTraxx Main index having 125 constituents such a 3 per  
cent default would translate into 3.75 companies encountering a credit default in the 
specified period.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Economic risk – Results in 
more than four companies 
defaulting and capital loss 
on the note

 – Issuer risk – The note is 
‘written’ by an issuer, which 
has inherent credit risk

European investment grade - historical defaults

Time horizon (years)

Rating 1 2 3 4 5 6 7 8 9 10

AAA 0 0.03 0.13 0.24 0.35 0.46 0.52 0.6 0.66 0.72

AA 0.02 0.06 0.13 0.23 0.33 0.44 0.54 0.62 0.69 0.77

A 0.06 0.15 0.25 0.38 0.53 0.69 0.88 1.05 1.23 1.41

BBB 0.18 0.51 0.88 1.33 1.78 2.224 2.63 3.01 3.39 3.76

BB 0.72 2.24 4.02 5.8 7.45 8.97 10.26 11.41 12.42 13.33

B 3.76 8.56 12.66 15.87 18.32 20.32 21.96 23.23 24.37 25.43

CCC/C 26.78 35.88 40.96 44.06 46.42 47.38 48.56 49.52 50.38 51.03

Source: Dolfin research, January 2018
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Implementation
Select bonds of chosen 
fallen angels

Investment 
horizon
12 months

Expected return
6-8% annually

Rationale
A ‘fallen angel’ is the name given to a bond that has historically held investment grade 
status, but has since been reduced to junk bond status (i.e. high yield) owing to the 
perceived weakening financial condition of the issuer.

These fallen angels make up 10 per cent of the broad US high yield bond market, but 
can offer a superior value proposition vis-à-vis the wider high yield universe – historically, 
names have included Dell, Nokia and Arcelor Mittal. From a performance perspective, 
fallen angels have outperformed the broader index historically (and since 2007, the S&P 
500) and delivered almost 10 per cent in 2017, compared to 7 per cent for the broader 
ICE Bank of America High Yield Index.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Credit risk – Our chosen 
bonds are not immune from 
a general risk-off tone in 
credit markets

 – Security risk – Idiosyncratic 
risks for the specific issuers

BUY FALLEN ANGELS 

Fallen Angels - relative performance  
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Performance aside, fallen angels have typically demonstrated lower 
levels of default than the broader high yield index (evidenced in 
the below table), a trend which is likely explained by the fact that 
fallen angels are closer to investment grade issuers on some metrics. 
We also note that management of these fallen angels often see a 
re-upgrade to IG as a future goal, which is typically supportive for 
ongoing credit metrics.
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Fallen angels – implementation

ISIN Issuer name Short name Gross yield* (%) Duration S&P rating Country Issue size
US12508EAD31 CDK GLOBAL INC CDK 4 1/2 10/15/24 4.3 5.5 BB+ US  500,000,000 
US745867AM30 PULTE GROUP INC PHM 7 7/8 06/15/32 5.3 9.2 BB+ US  300,000,000 
US81211KAK60 SEALED AIR CORP SEE 6 7/8 07/15/33 5.3 9.7 BB+ US  450,000,000 
US988498AJ04 YUM! BRANDS INC YUM 3 7/8 11/01/23 3.7 4.9 B+ US  325,000,000 
US05330KAA34 AUTO METRO PUERTO RICO AMETPR 6 3/4 06/30/35 6.8 7.3 BBB- PR  435,000,000 
US654902AC90 NOKIA OYJ NOKIA 6 5/8 05/15/39 5.8 11.7 BB+ FL  500,000,000 
US86210MAC01 STORA ENSO OYJ STERV 7 1/4 04/15/36 5.1 10.8 BB+ FL  300,000,000 
US881575AC87 TESCO PLC TSCOLN 6.15 11/15/37 5.4 11.7 BB+ GB  1,150,000,000 
* Assuming yield-to-worst for callable bonds  

Source: Dolfin / Bloomberg January 2018

BUY FALLEN ANGELS (CONTINUED)

A final characteristic of the fallen angels’ segment, is that price action 
ahead of an expected downgrade to high yield status means that 
investors will typically reduce their exposure to issues (given mandate 
constraints) whilst at the same time, high yield buyers hold back 
until there has been full confirmation that the issuer shall become a 
HY name. This leads to a temporary price distortion, which can be 
capitalised upon. 

We have constructed a portfolio of bonds, screened against the fallen 
angels index (BofA Fallen Angel High Yield Index) to determine those 
names based on the Bloomberg default risk model, which would be 
rated A- or better (IG7) and could potentially benefit from an issuer 
companies’ desire to regain investment grade status once more. This 
basket of USD-denominated bonds (shown below) offers a yield of 
5.2% with a duration of 8.9, which we view as favourable given the 
quality of the credit. 

Fallen Angels - relative defaults

Year 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Fallen Angel 0.86 3.07 8.07 1.76 3.36 4.7 0.63 0.79 2.8 1.41
Original Issue speculative Grade 1 4.34 11.89 3.43 1.96 2.5 3.22 2.66 2.68 5.48
All Speculative Grade 0.97 4.02 10.93 3.27 1.98 2.59 2.1 1.52 2.77 5.1
Source: Dolfin / Bloomberg January 2018
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BUY EUROPEAN CROSSOVER CREDIT

Implementation
Structured product on 
the crossover/main ratio 
compression or a basket 
of 5-year CLNs on BB-
rated names within the 
crossover segment

Investment 
horizon
12 months

Expected return
7-9% annually

Rationale
As a group, crossover credits are corporate bonds, which ‘cross’ the proverbial line 
between investment grade and high yield bonds, i.e. those securities in the lowest 
level of IG and the highest level of HY. Despite spreads having tightened, crossover 
bonds (represented by the iTraxx EUR crossover index) have largely underperformed 
the broader index (iTraxx EUR Main index) over the past year; whilst we have seen 
crossover spreads tighten by 20 per cent, this is significantly less than that of the 
Main index, which has tightened by 38 per cent. This outperformance is not hugely 
surprising given some investor concern surrounding high yield valuations as well 
as support for IG spreads through the ECB corporate sector purchase programme, 
which is resulting in the European central bank purchasing large swatches of 
investment grade credit.

Whilst the CSPP technical shall persist in the near-term, it seems to us inevitable 
that investors will look to lower-rating and lower-duration securities as they continue 
to get crowded out of IG markets.

We consider crossover credit as a ratio, comparing to the broader investment grade 
segment. In the chart below, we show this ratio, which has ‘decompressed’ (i.e. 
widened) and now stands above 5, a level not seen since 2014.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Macro risk – Should the 
ECB continue to support IG 
(or should we see a risk-off 
scenario where HY witnesses 
a sell-off), our crossover may 
underperform

 – Issuer risk – The note is 
‘written’ by an issuer, which 
has inherent credit risk

Crossover to Main ratio  
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This decompression provides us with our first trade opportunity (which 
we execute through a structured product) – namely, we look to go 
long the Crossover index and short the Main index on a carry-neutral 
basis (i.e. long 10m of Crossover at 231bp and short 51.5m of Main at 
44.8bp).

When we delve further into the constituents of the Crossover index, 
we note that over 2017, BBB-rated spreads have tightened by 41 per 
cent, BB-rated spreads have tightened by 31 per cent, whilst B-rated 
spreads have slightly widened by 1 per cent. Despite this raising the 
question as to whether the B-rated segment offers the best potential 
over the coming year, we note the inherent equity risk in entering this 
segment of high yield and prefer to focus our attention on BB-rated 
names as well as B+ rated names (which exhibit potential for an 
upgrade).
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BUY EUROPEAN CROSSOVER CREDIT 
(CONTINUED)

Comparison of EUR credit spreads
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Comparison of EUR credit spreads
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With these views in mind, our second trade opportunity is a basket of 5-year credit linked notes on B+ and BB rated credits. We have screened 
for credits, where spreads are wider than the broader index (and thus have greater opportunity to tighten). We have also utilised the Bloomberg 
Default Risk model, which determines an issuer’s default risk based on model inputs (e.g. a series of fundamental metrics). The basket of CLNs 
offers an average spread of 371bp, which is equivalent to 5.95 per cent in yield.

Basket of Crossover ClNs – implementation

ISIN Company 5-year CDS level Equity Ticker S&P rating Bloomberg DRSK Model
CX760539 Corp CMA CGM SA 383 144898Z FP B+ IG10 (BBB3)
CY325530 Corp Garfunkelux Holdco 2 SA 457 1329301D LX B+ IG10 (BBB3)
CY088728 Corp Hapag-Lloyd AG 293 HLAG GR B+ IG10 (BBB3)
CY351443 Corp Intrum Justitia AB 240 INTRUM SS BB+ IG7 (A3)
CY284823 Corp Loxam SAS 242 927976Z FP BB- IG9 (BBB2)
CY191121 Corp SFR Group SA 380 SFR FP B+ IG8 (BBB1)
CT761604 Corp Stena AB 605 1081Z SS B+ IG9 (BBB2)
Source: Dolfin / Bloomberg January 2018 
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CREDIT/PUT STRATEGY

Implementation
Buy equity puts to offset 
default risk on credit

Investment 
horizon
12 months +

Expected return
6-8% annually

Rationale
With equity market volatility at historic lows, deep out-of-the-money puts on corporates 
have cheapened significantly. As such, we note that it is possible to purchase a long-
dated bond and partially use the coupons to pay for a put, protecting against a default of 
the issuer. In doing so, we would secure bond cashflows to expiry without concern over 
default risk.

Under the asset/liability model, a company will see its equity price move to zero as the 
company heads to default and becomes unable to repay bond holders. By holding the 
put and the bond, the investor will see a loss on their bond holding, which would be 
offset by the equity put realising full value. In such a situation, there is the possibility to 
also benefit from the ‘recovery value’ of the bond (the put option could also be adjusted 
to cover the bond notional minus expected recovery value of the bond). Furthermore, it 
should also be noted that there is also a possibility of a debt-for-equity swap, which would 
be the optimum outcome for any bond holder (i.e. bond holders end up with free equity 
in the company and are also paid out on the original equity put).

We focus on bonds that are in the crossover/high yield space, which not only benefit from 
the increased yield in this segment but also from any potential price performance should 
company fundamentals improve. From a trading view, once the bond coupon has paid 
for the value of the equity put, if the bond is sold, investors would still hold a deep OTM 
equity put, which has already been funded.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Credit risk – Any 
restructuring of bonds 
could extend the maturity 
of bonds

Equity puts to offset default risk on credit – implementation

Bond Name Bond Rating Bond Yield 
to Worst

Bond 
Maturity

50% European 
Equity Put 

Cost

Years of  
yield to pay  

for put

Years remaining 
(total remaining 

yield)
BBDBCN 7.5% 03/2025 Bombadier Moody’s Caa1 

S&P B-
7.20% 15/03/25 14.60% 2.03 5.17yrs (37.24%)

MAT 6.75% 12/25 Mattel Inc Moody’s: Ba2  
S&P BB-

6.44% 31/12/25 7.65% 1.19 6.81yrs (43.8%)

VRXCN 9% 12/25 Valeant 
Pharmaceuticals

Moody’s Caa1 
S&P B-

8% 15/12/25 19.33% 2.42 5.53 yrs (44.27%)

REV 6.25% 08/24 Revlon Moody’s Caa1 
S&P CCC+

15% 01/08/24 16.60% 1.08 5.5 yrs (84.7%)

RIG 7.5% 01/26 Transocean Moody’s B1  
S&P B+

7% 15/01/26 14.88% 2.13 5.91 yrs (41.35%)

Source: Dolfin / Bloomberg January 2018 
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CURVE TRADE: STEEPENER IN  
US TREASURIES

Implementation
Futures – Long 2-year 
Treasury futures, short 10-
year Treasury futures

Investment 
horizon
6-9 months

Expected return
4-6% annually

Rationale
Despite the backdrop of a rising rate environment in the US (in which yields have 
widened), we note than in 2017, the 2s-10s spread has flattened, moving from 126bp 
at the start of the year to 53bp today. This has been driven by the limited reaction 
in the 10-year (which was largely unchanged in 2017) at a time when the 2-year yield 
moved from 1.19 per cent to 1.9 per cent. The lacklustre change in the US 10-year 
can be ascribed to the market’s view that inflation shall remain weak over the long-
term despite a continuing Fed hiking cycle.

Whilst we note that this dynamic has continued to play out in recent quarters, our 
analysis suggests that flattening may have gone too far and that some level of 
steepening should be expected.

Looking first at the below chart, we note that since June 2017, the relationship 
between the 2s-10s and US inflation expectations (outlined as 5y5y) has diverged, 
steadily growing over the course of H2 2017. Given the historical correlation these 
two variables have shown over time, this suggests that some level of convergence is 
required, driven by steepening in the US curve.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Central bank risk – A faster-
than-expected hiking cycle, 
without higher inflation, 
would justify the current 
flattening environment

 – Macro risk – Should the 
current environment 
deteriorate, in a risk-off 
environment, we would 
expect flattening of the 
curve

US 2s-10s curve vs. US inflation 5y5y (RHS)

US 2s-10s curve US inflation 5y5y (RHS)
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Adding a quantitative aspect to our recommendation, we have shown 
a regression analysis, which compares the current levels of the US 
2s-10s and US inflation 5y5y to historical levels. The chart shows 
the wide divergence seen currently in the spread (i.e. the difference 
between the US inflation 5y5y and 2s-10s). Based on the analysis, the 
spread should be closer to 130, which would also indicate an element 
of steepening is required.

US 2s-10s curve vs. US inflation 5y5y – regression analysis
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Finally, we compare the 2s-10s to the advanced path of our proprietary 
basket of EM indices. Constructed of export-orientated and 
commodity-relative EM country indices, the basket acts as a useful 
proxy for inflationary pressures. Looking at the advanced path of the 
basket against our pair also suggests that some level of steepening 
should occur.
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CURVE TRADE: STEEPENER IN US  
TREASURIES (CONTINUED)

US 2s-10s curve vs. EM basket (advanced path) (RHS)

US 2s-10s curve EM basket (RHS)
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THEMATIC: US TAX REFORM WINNERS

Equities

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
Proposed tax legislation in the United States looks set to become President Trump’s 
first significant policy ‘win’ since taking power over a year ago. Following considerable 
debate, proposals were finally accepted in the Senate, paving the way for enactment of 
the most radical tax reforms since the 1970s. At its heart the tax reform seeks to radically 
reduce the tax burden across public and private domains. For investors, focus has centred 
on the mooted reduction in corporate tax rates to around 20 per cent (from 35 per cent 
today), which marks an important development for US businesses (in a country where the 
corporate tax rate is one of the highest amongst developed markets).

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk – Although  
tax overhaul looks 
increasingly likely, there 
remains political risk should 
reform be held up

 – Execution risk – Large multi-
nationals may not opt to 
repatriate cash, which could 
result in a sell-off for those 
stocks where expectations 
of an earnings tailwind (from 
buybacks) were baked into 
the stock price

We identify groups, which could be potential winners from the 
proposed tax reform. The first of these are those businesses, which 
presently have the highest domestic exposure (and thus are paying 
greater amounts of US tax). Any reduction in the corporation tax would 
provide an immediate tailwind to these companies’ earnings. In the 
first of the below tables, we show current tax rates across sector and in 
the second we show this for market-cap. Given their greater domestic 
focus, small and medium-sized companies are obvious beneficiaries 
of tax reform, but we also note financials, telecoms, industrials and 
consumer stocks stand to benefit more broadly (which is in line with 
our stock selection).

US & Global Corporate Tax Rates
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Source: Dolfin / Bloomberg January 2018

US equity universe by Sector – effective tax rate
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US equity universe by Market Cap – effective tax rate

0% 5% 10% 15% 20% 30% 40%25% 35%

Large Cap

Mid cap

Small cap

Source: Dolfin / Bloomberg January 2018

THEMATIC: US TAX REFORM  
WINNERS (CONTINUED)

The other key beneficiaries of mooted tax reforms are those 
companies with significant offshore cash holdings. Owing to the 
considerable tax arbitrage from holding cash offshore, some of the 
largest US multinationals have built up considerable reserves abroad, 
sheltered from US tax authorities. Apple remains the most obvious 
example of this trend, with over $250bn in offshore cash (a far greater 
amount than any other US company), but the trend is consistent for 
many multinationals (see below chart). Whilst there is unlikely to be a 
mass exodus of offshore cash towards the US, we would expect some 
inward movement, which could prompt a swathe of buybacks.  

In constructing a portfolio of ‘US tax reform winners’, we aim to 
capture both trends - in effect, we combine small and medium-sized, 
domestically-orientated companies, with preferred large-caps, where 
there is potential for cash repatriation and subsequently share-holder-
friendly action such as buybacks.

Offshore Cash Balances for select US large-caps
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Source: Dolfin / Bloomberg January 2018
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THEMATIC: US TAX REFORM  
WINNERS (CONTINUED)

US Tax Reform Winners – large-cap companies

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

TJX COMPANIES INC 76.50 3.4  48,371 13.6 1.6 9.6 17.6 Consumer Disc US
CONOCOPHILLIPS 56.47 11.9  67,511 18.8 1.9 11.9 34.5 Energy US
MARATHON OIL CORP 17.84 -0.8  15,158 32.3 1.1 8.6 6.8* Energy US
AMGEN INC 179.67 22.2  130,424 51.8 2.9 10.6 14.1 Health Care US
CENTENE CORP 104.86 78.5  18,095 3.8 - 8.8 17.8 Health Care US
LABORATORY CRP OF AMER HLDGS 165.47 24.2  16,845 18.8 - 12.0 16.2 Health Care US
UNITED PARCEL SERVICE-CL B 126.99 7.1  109,431 12.6 2.6 15.0 19.1 Industrials US
APPLE INC 174.84 48.5  889,395 31.2 1.4 8.9 14.4 IT US
MICROSOFT CORP 88.07 40.7  679,385 34.6 1.9 15.2 23.4 IT US
* EV / Next Year EBITDA

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 

US Tax Reform Winners – small & medium sized companies

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

NEXSTAR MEDIA GROUP INC-CL A 73.40 25.9  3,345 34.9 1.6 10.3 10.0 Consumer Disc US
PILGRIM'S PRIDE CORP 29.60 63.6  7,363 11.3 - 7.7 9.7 Consumer Staples US
BOFI HOLDING INC 29.95 4.7  1,907 63.9* - 14.1** 10.0 Financials US
ENCORE CAPITAL GROUP INC 42.83 46.9  1,103 26.9 - 11.1 10.3 Financials US
LANNETT CO INC 23.93 5.2  902 22.4 - 7.2 8.6 Health Care US
PITNEY BOWES INC 11.42 -21.8  2,132 16.7 6.6 9.7 8.1 Industrials US
VONAGE HOLDINGS CORP 9.92 48.5  2,268 12.2 - 18.3 28.0 Telecom Services US
NATIONAL FUEL GAS CO 56.02 -0.2  4,794 49.2 3.0 8.6 17.9 Utilities US
PINNACLE WEST CAPITAL 82.49 12.7  9,217 40.6 3.4 9.3 18.7 Utilities US
* Pre-tax Pre-provision profit / Revenue
** P/E

Source: Dolfin / Bloomberg January 2018 
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BUY TRANSPORTATION STOCKS

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
As our macro analysis makes clear, the global economy is growing at a healthy pace, with 
broad-based expansion in GDP and positive industrial production. In such an environment, 
transportation stocks should continue to benefit as the economy supports ongoing 
movement of goods and people.

In the chart below, we highlight this relationship by comparing our proposed transportation 
stocks (equally-weighted) against proportionally-weighted GDP growth (i.e. weighting 
country-specific GDP growth by country weights within the proposed portfolio).

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Macro risk – Transportation 
stocks are geared towards 
positive macro trends – 
should we see a turn in 
the economic picture, our 
portfolio would likely be 
impacted

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of transportation 
stocks

Transportation – sector breakdown

Air Freight

Airlines

Marine

Railroads

Trucking

Source: Dolfin / Bloomberg January 2018

US Transportation stocks vs. Proportionally-weighted GDP growth  
QoQ (RHS)
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The sector has performed well in 2017 with transportation indices in 
the US, Europe and Japan delivering double-digit returns – in such an 
environment, valuations have re-rated (at a broad-based level).

In Japan and Europe, transport stocks have benefited from healthy 
export figures, whilst in the US, stocks have also benefited (more 
recently) from mooted tax reforms.

At a sub-sector, improved trade figures are benefiting marine, trucking 
and air freight sectors. Elsewhere, the boom in tourist numbers 
(globally) is supporting a recovery in airline stocks whilst the rise of 
cross-border e-commerce provides some support for logistics.

Given the numerous positive catalysts supporting performance 
recently, we have constructed a portfolio diversified by sub-sector, 
focusing on those stocks where we see (relatively) attractive 
fundamental metrics. We also note that our proposed portfolio has a 
relatively low correlation to the S&P 500 (0.67) and the MSCI World 
(0.68), which we view as attractive going into the new year.
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BUY TRANSPORTATION STOCKS  
(CONTINUED)

Transportation – illustrative stock selection

Name Sub-Sector Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Country

KINTETSU WORLD EXPRESS INC Air Freight  
(Logistics)

2392 46.3  1,523 5.0 1.1 8.8 20.1 JAPAN

EASYJET PLC Airlines 1511.5 54.2  8,200 11.9 2.7 7.5 12.8 BRITAIN
JAPAN AIRLINES CO LTD Airlines 4425 34.3  13,839 20.6 2.4 3.8 12.1 JAPAN
JETBLUE AIRWAYS CORP Airlines 21.38 -0.4  6,854 25.7 - 4.2 11.3 US
NS UNITED KAIUN KAISHA LTD Marine 2885 39.4  611 17.3 - 6.7 13.3 JAPAN
MATSON INC Marine 29.27 -13.5  1,256 12.9 2.7 7.7 15.6 US
CANADIAN NATL RAILWAY CO Railroads 105.52 16.6  62,980 54.3 1.6 12.6 19.1 CANADA
CANADIAN PACIFIC RAILWAY LTD Railroads 229.56 21.1  26,988 51.6 1.0 11.2 17.7 CANADA
NORFOLK SOUTHERN CORP Railroads 149.17 36.8  43,457 41.5 1.6 10.7 20.1 US
UNION PACIFIC CORP Railroads 136.89 32.2  109,310 46.7 1.9 10.8 20.2 US
TFI INTERNATIONAL INC Trucking 34.17 -3.4  2,438 11.2 2.5 11.6 15.0 CANADA
SANKYU INC Trucking 5030 39.9  2,900 8.5 1.3 7.2 14.5 JAPAN
HUNT (JB) TRANSPRT SVCS INC Trucking 115.6 19.6  12,891 16.5 0.8 12.7 25.0 US
OLD DOMINION FREIGHT LINE Trucking 135.815 54.0  11,349 22.5 0.3 12.1 25.5 US
RYDER SYSTEM INC Trucking 86.97 15.9  4,608 26.5 2.1 5.7 16.2 US

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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BUY US ENERGY STOCKS

US Sector & Crude Oil YTD Performance
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Source: Dolfin / Bloomberg January 2018

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
The energy sector was among the worst performers within the US equity universe in 2017, 
with energy stocks within the S&P 500 delivering a total return of -0.9 per cent, despite 
partial catch-up in the second half of the year. 

Following a torrid few years for the oil price, US energy stocks suffered, a move 
exacerbated by negative sentiment, driven both by structural concerns (with a potential 
shift toward renewables) and more recently, the news that the Norwegian sovereign wealth 
fund (a large buyer of the sector) is considering exiting their holdings of oil stocks.

Yet amidst the negative news flow, we are becoming increasingly positive on the energy 
sector and expect the catch-up to continue into the first quarter.

The obvious catalyst has been (and will continue to be) the oil price, which has recovered 
from the summer lows to near $60 per barrel at the end of 2017. This recovery has itself 
been supported by stronger global demand - both OPEC and the International Energy 
Agency have revised their demand estimates higher over the past quarters. Furthermore, 
on the supply side, whilst we cannot discount that US shale producers may sustain high 
levels of output, we do not foresee increases in the near-term; US energy companies are 
showing greater capital discipline, resulting in less elasticity to expand supply. Added to 
this, OPEC (and allies including Russia) recently announced an extension to production cuts 
until the end of 2018.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Supply-side risk – If supply 
increases, specifically in the 
US, we would expect the 
oil price to weaken and for 
some feedthrough into our 
chosen stocks

 – Demand risk – Demand 
for oil remains tied to 
macroeconomic demand / 
growth – should this slow, 
there could be ramifications 
for our chosen stocks

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of energy stocks

Oil demand estimates (IEA & OPEC)
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Source: Dolfin / Bloomberg January 2018

Taking these points together, we expect the oil price to remain supported and for some catch-up in US energy stocks, which have lagged the 
commodity (as demonstrated in the first chart).

We have constructed a portfolio of US energy stocks, which we would expect to benefit from these factors, with a focus on stocks with 
positive earnings momentum and attractive relative valuations. We have also ensured some level of diversification by sub-sector, albeit with an 
‘overweight’ to oil & gas services and explorers, given they have the greatest upside, in our view.
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BUY US ENERGY STOCKS (CONTINUED)

US energy stocks – illustrative stock selection

Name Sub-Sector Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

EXXON MOBIL CORP Integrated Oil & Gas 86.2 -3.8  365,111 11.8 3.6 12.8 20.4 Energy US
OCCIDENTAL 
PETROLEUM CORP

Integrated Oil & Gas 74.4 8.6  56,934 25.9 4.1 12.6 42.2 Energy US

DIAMOND OFFSHORE 
DRILLING

Oil & Gas Drilling 19.0 5.0  2,603 1.6 - 6.3 156.8 Energy US

HALLIBURTON CO Oil & Gas Equipment  
& Services

51.2 -8.2  44,674 -33.2 1.4 19.0 23.7 Energy US

MCDERMOTT INTL INC Oil & Gas Equipment  
& Services

7.3 -11.0  2,076 9.3 - 5.8 19.2 Energy US

DEVON ENERGY CORP Oil & Gas Exploration  
& Produc

43.0 -8.7  22,604 -8.7 0.6 8.5 17.6 Energy US

DIAMONDBACK  
ENERGY INC

Oil & Gas Exploration  
& Produc

130.0 24.9  12,762 20.9 - 15.2 19.7 Energy US

RSP PERMIAN INC Oil & Gas Exploration  
& Produc

40.8 -8.8  6,475 63.5 - 15.0 26.5 Energy US

ANDEAVOR Oil & Gas Refining  
& Marketing

116.2 34.0  18,134 9.5 2.0 10.5 12.9 Energy US

CVR ENERGY INC Oil & Gas Refining  
& Marketing

38.9 60.0  3,375 6.6 5.1 9.2 17.7 Energy US

PAR PACIFIC  
HOLDINGS INC

Oil & Gas Refining  
& Marketing

18.9 32.6  864 0.8 - 8.2 15.0 Energy US

PBF ENERGY INC- 
CLASS A

Oil & Gas Refining  
& Marketing

36.3 33.6  3,989 4.6 3.3 6.1 11.6 Energy US

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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BUY EUROPEAN STOCKS:  
PREFERRED SECTORS

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have constructed a European equity portfolio, allocating to our preferred sectors. 
Namely we have allocated to the consumer discretionary sector and complimented  
this with stocks in a handful of additional areas (such as energy, financials, technology 
and utilities).

With consumer confidence (as measured by the European Commission) at a multi-year 
high, and unemployment across the Eurozone falling at a steady pace, the consumer 
story should continue to play out, benefiting our chosen stocks. Elsewhere, we have 
chosen stocks in the energy and financials space given the sectors still offer some value, 
at a time of recovering earnings.

With these sectors (and our macro views) in mind, we have screened relevant European 
stocks using our smart-beta methodology to construct a portfolio of 10 stocks. This 
approach compares stocks against fundamental metrics, including value (e.g. dividend 
pay-out and earnings yield), quality (e.g. gross profit margin and EV / EBITDA) and 
momentum.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Our chosen stocks are 
geared towards the global 
consumer – should spending 
fall, our chosen stocks would 
likely be impacted

 – Stock-specific risk – Our 
chosen stocks may 
underperform the broader 
European index

 – Market risk – Our chosen 
stocks are not immune 
from the broader market 
downturn.

European stocks – sector breakdown
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Source: Dolfin / Bloomberg January 2018

European stocks - illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

FAURECIA 68.6 80.1  9,466 8.8 1.3 3.9 13.6 Consumer Disc FRANCE
JUMBO SA 15.0 1.4  2,035 28.6 2.4 10.1 13.0 Consumer Disc GREECE
LUXOTTICA GROUP SPA 51.2 1.8  24,808 20.5 1.8 13.1 25.4 Consumer Disc ITALY
MONCLER SPA 25.9 59.1  6,607 32.6 0.7 14.1 24.3 Consumer Disc ITALY
PIAGGIO & C. S.P.A. 2.3 49.4  840 12.9 2.3 7.4 23.9 Consumer Disc ITALY
NOS SGPS 5.6 0.8  2,875 36.3 3.6 6.6 20.6 Consumer Disc PORTUGAL
TOTAL SA 47.8 -0.3  120,941 13.6 5.2 6.6 13.1 Energy FRANCE
EURONEXT NV 53.4 36.2  3,738 55.2 2.7 13.3 16.9 Financials NETHERLANDS
AMADEUS IT GROUP SA 63.5 42.0  27,865 38.3 1.2 14.0 25.5 IT SPAIN
RUBIS 59.9 54.5  5,618 13.8 2.2 11.6 19.0 Utilities FRANCE

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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Implementation
A basket of single stocks

Investment 
horizon
12 months

Expected return
10+% annually

Rationale
Despite the bullish sentiment going into the year, 2017 proved to be a relatively muted 
year for M&A activity in the United States – aside from heightened activity within the 
technology sector, the total deal value and number of transactions failed to match 
figures seen in recent years. Whilst financing conditions remain highly supportive, it is 
likely that corporations reigned in activity in the first year of a new Presidency (as has 
been the case in the past). With signs of policy resolution, including tax reforms and 
de-regulation, we expect M&A activity to pick-up in 2018 and have constructed a US-
focused M&A basket.

An obvious catalyst we highlight pertains to the proposed tax reforms, which could 
result in considerable cash repatriation by US corporates. With higher cash balances 
onshore, we would expect some pick-up in M&A activity. Coupled with CEO confidence 
(measured by CEOs’ confidence in the general state of the economy), which is close to 
multi-year highs, we believe the stage is set for heightened activity.

 

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe

 – Market risk – Stocks 
are not immune to any 
broad market downturn

THEMATIC: US M&A

CEO Confidence Index

Dec-15Dec-12 Dec-16Dec-13 Dec-14 Dec-17

8.0

6.5

7.5

4.0

5.5

7.0

6.0

5.0

4.5

Index level

Source: Dolfin / Bloomberg January 2018

We aim to play the theme through a basket of single-stocks, which 
could be considered potential ‘acquisition candidates’.

Our analysis draws on an extensive report from Intralinks and Cass 
Business School, which highlights five financial measures that are 
statistically significant predictors shown in acquisition targets. We have 
screened the universe of US stocks against these metrics.

M&A Financial Metrics

Financial Metrics Percentile
Growth  
Sales Growth Top 10%
Profitability 
EBITDA / Sales Bottom 30%
Leverage 
Debt / EBITDA Bottom 30%
Liquidity 
Current assets / liabilities Bottom 30%
Valuation 
EV / EBITDA Bottom 40%

Source: Cass Business School, 2016 
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M&A Financial Metrics

Financial Metrics Percentile
Growth  
Sales Growth Top 10%
Profitability 
EBITDA / Sales Bottom 30%
Leverage 
Debt / EBITDA Bottom 30%
Liquidity 
Current assets / liabilities Bottom 30%
Valuation 
EV / EBITDA Bottom 40%

Source: Cass Business School, 2016 

M&A – illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector

BARNES & NOBLE INC 5.6 -35.6  406 4.5 10.8 5.1 15.5 Consumer Discretionary
CALLAWAY GOLF COMPANY 13.7 27.5  1,296 7.0 0.3 13.7 22.8 Consumer Discretionary
HABIT RESTAURANTS INC/THE-A 9.2 -44.6  240 10.0 - 11.2 82.4 Consumer Discretionary
SHILOH INDUSTRIES INC 7.7 18.7  177 6.3 - 5.9 9.6 Consumer Discretionary
CENTRAL GARDEN & PET CO 36.9 17.6  1,869 9.7 - 12.0 19.7 Consumer Staples
DEAN FOODS CO 11.4 -45.5  1,041 5.7 3.1 6.5 13.5 Consumer Staples
SUPERVALU INC 21.0 -33.9  806 3.1 - 8.8 8.7 Consumer Staples
DONNELLEY FINANCIAL SOLUTION 20.0 -15.2  673 15.2 - 8.5 11.8 Financials
HARDINGE INC 17.7 57.8  229 4.2 - 9.3 25.6* Industrials
RADIANT LOGISTICS INC 4.8 17.9  235 2.9 - 14.4 13.7 Industrials
TRUEBLUE INC 27.4 11.6  1,131 1.1 - 8.3 15.3 Industrials
FORMFACTOR INC 16.4 39.7  1,193 2.3 - 15.8 11.8 Information Technology
PC CONNECTION INC 26.3 -5.5  705 3.4 1.3 7.8 12.4 Information Technology
BOISE CASCADE CO 39.7 77.7  1,531 4.0 0.7 8.2 18.8 Materials
IDT CORP-CLASS B 11.1 -39.3  276 1.8 6.8 10.2 131.3* Telecommunication Services
SPARK ENERGY INC-CLASS A 11.3 -14.2  391 24.2 6.4 5.7 14.0 Utilities
* P/E

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 

THEMATIC: US M&A (CONTINUED)
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THEMATIC: ROBOTICS AND  
ARTIFICIAL INTELLIGENCE

Implementation
A basket of single stocks

Investment 
horizon
12 months

Expected return
8-10% annually

Rationale
Robotics and artificial intelligence are well established as core tenets of the next 
paradigm of the technological revolution. Whilst closely linked in many respects, 
robotics and AI should be viewed as separate technological developments, despite 
their growing convergence. We have constructed a basket of stocks with a view to 
capture the opportunity within these fields.

As a starting point, AI refers to the use of machines that complete tasks that are 
considered ‘intelligent’ i.e. those task that humans would complete using cognitive 
faculties. In contrast, robots are programmable machines, which can carry out a series 
of actions autonomously or semi-autonomously. With computational power and data 
usage growing exponentially, robotics and AI are increasingly combined, creating 
considerable long-term growth opportunities for companies that can marry the two 
across both industrial and domestic platforms.

The growth in robotics has been considerable in recent years; a trend we expect to 
continue (and supported by estimates shown in the chart below). From a different 
angle, industrial robot density (measured as the number of robots per 100k 
manufacturing employees), averaged 74 in 2016. In Korea (where robots are most 
ingrained into the manufacturing sector), the density is 631, highlighting the huge 
potential for growth we can expect should other nations seek to expand their use of 
robots in the workplace.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk – Robotics 
and automation (and to 
a lesser extent AI) are 
politically-sensitive topics, 
given concerns that they 
will eventually replace 
jobs across sectors. Any 
legislation challenging the 
use of robots / automation 
would likely dampen 
enthusiasm within the sector 
(and for our chosen stocks)

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of stocks related to 
the theme

Actual & estimated world supply of industrial robots
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Artificial Intelligence M&A activity worldwide
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Manufacturing aside, the use of robotics continues to broaden across 
industries, a trend which has occurred in parallel to the rise of ‘cobots’ 
(collaborative robots). In conjunction with the growth in AI, robots, in 
effect, are beginning to learn skills through iteration (from humans), 
expanding their use across domestic and industrial spheres.

Irrespective of its close links to the rise in robotics and automation, 
AI remains a considerable opportunity for growth. The recent spate 
of M&A activity within the semiconductor sector has shown this (e.g. 
between Qualcomm and Broadcomm), where companies are vying to 
develop (or ‘buy into’) the growth in AI.

Our basket of stocks is comprised of companies with an involvement 
in robotics or AI (or a combination of the two). We have complimented 
technology and software companies (Alphabet, Nvidia, Teradyne) with 
leaders within the industrial robotics and automation space (Fanuc, 
Honeywell).
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THEMATIC: ROBOTICS AND ARTIFICIAL  
INTELLIGENCE (CONTINUED)

Robots & AI – illustrative stock selection

Name Price YTD  
change %

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

ABB LTD-REG 26.9 25.7  59,838 12.1 2.8 12.3 19.7 Industrials SW
AIDA ENGINEERING LTD 1424.0 29.3  927 12.7 2.1 7.0 16.1 Industrials JAPAN
AIRTAC INTERNATIONAL GROUP 524.0 114.2  3,283 32.8 1.0 18.9 24.4 Industrials TAIWAN
DAIHEN CORP 1091.0 50.2  1,307 9.8 1.4 9.5 14.5 Industrials JAPAN
FANUC CORP 29680.0 39.4  53,554 33.5 1.6 16.9 31.5 Industrials JAPAN
FORTIVE CORP 73.0 35.5  25,528 22.9 0.4 18.3 22.5 Industrials US
HONEYWELL INTERNATIONAL INC 154.7 35.1  117,799 19.6 1.9 14.1 19.9 Industrials US
ALPHABET INC-CL A 1111.0 32.9  774,064 33.1 - 18.1 22.6 IT US
BLUE PRISM GROUP PLC 1400.0 182.9  1,160 -57.6 - 55.9* 56.3** IT UK
KOH YOUNG TECHNOLOGY INC 78000.0 82.5  965 21.4 0.5 18.5 23.8 IT SOUTH KOREA
NVIDIA CORP 215.9 82.0  135,766 30.7 0.3 38.5 39.9 IT US
TERADYNE INC 45.4 66.2  9,049 3.4 0.6 9.8 19.5 IT US
* EV/Sales

** P/Sales

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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Implementation
A basket of single stocks 

Investment 
horizon
12 months

Expected return
8-10% annually

Rationale
With environmental concerns growing, the use of electric vehicles and the subsequent 
development of battery technology offers huge opportunity for growth over the 
coming decade. The current path of technological development is reliant on lithium – 
an abundant, silvery-white metal, which is highly important to EV batteries, given it is 
found in the cathode and electrolytes within rechargeable batteries.

The growth in EVs is beginning to accelerate, arguably reaching a tipping point as an 
amalgam of catalysts prompts a shift toward the technology, which should help those 
stocks most exposed to the opportunity.

Key to this shift have been regulatory pressures, which are increasing across the 
developed and emerging world; the UK is expected to ‘phase-out’ petrol engines by 
2040 and similar plans are in place in other European countries (including France). 
China has also been aggressive in its use of regulation, providing generous subsidies 
for EVs and limiting the number of petrol and diesel vehicles on the road. As the chart 
below highlights, the opportunity to expand the number of EVs is substantial.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Technology risk – New 
technologies could be 
developed (e.g. hydrogen 
fuel cells), which could usurp 
lithium batteries. Whilst 
mindful of this risk, most 
future battery technologies 
are currently focused on 
lithium, in some capacity

 – Regulatory risk – Lithium 
production is highly 
water-intensive with miners 
operating in regions such as 
Argentina, Chile and China 
where there is considerable 
risk of scarcity. Regulatory 
controls could be damaging 
to those companies involved 
in lithium production / 
battery manufacturing

 – Supply risk – New lithium 
extraction techniques could 
increase supply in the metal, 
dampening upside in those 
stocks involved in the mining 
/ exploration of lithium

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of stocks related to 
the theme

THEMATIC: ELECTRIC VEHICLES AND  
BATTERY TECHNOLOGY

Market Share of electric cars in leading EV countries (compared to select cities)
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In parallel, there has been a marked shift in car-
makers’ long-term strategy, with most auto companies 
committing to producing hybrid and EV models over 
the next 5-10 years. This at a time, when battery 
technology has been improving markedly (with prices 
falling and longevity increasing).

Our portfolio is constructed of stocks from across 
the EV and Battery eco-system. This includes 
miners (directly linked to lithium and other relevant 
commodities), battery producers, as well as car 
and car-part manufacturers with an involvement in 
the development of electronic vehicles and their 
components.
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Electric Vehicles & Battery Technology - illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

GKN PLC 326.3 -1.1  7,602 8.7 2.8 5.2 10.3 Consumer Disc GB
BYD CO LTD-H 69.9 67.4  26,391 15.6 - 30.1* 24.2 Consumer Disc CHINA
GEELY AUTOMOBILE HOLDINGS LT 27.6 268.6  31,825 13.6 0.4 10.7 16.0 Consumer Disc CHINA
FORD MOTOR CO 13.2 8.7  52,236 8.5 4.6 3.7 8.3 Consumer Disc US
TESLA INC 316.3 45.7  55,682 4.0 - 338.1 34.3** Consumer Disc US
VISTEON CORP 135.7 55.8  4,246 8.8 - 11.3 19.2 Consumer Disc US
NEXANS SA 51.0 4.9  2,707 5.5 1.0 6.4 14.0 Industrials FRANCE
INFINEON TECHNOLOGIES AG 24.4 40.1  33,576 25.4 1.0 13.1 22.3 IT GERMANY
UMICORE 42.6 49.1  11,656 4.1 1.6 16.3 30.5 Materials BELGIUM
BASF SE 94.7 7.4  104,594 18.6 3.2 7.8 15.2 Materials GERMANY
MITSUBISHI CHEMICAL HOLDINGS 1298.5 67.8  17,295 12.6 2.3 6.7 9.6 Materials JAPAN
MMC NORILSK NICKEL PJSC 11565.0 15.6  32,043 46.5 3.9 7.2 10.5 Materials RUSSIA
LG CHEM LTD 405000.0 55.2  28,073 16.1 1.2 6.7 13.6 Materials SA
ALBEMARLE CORP 131.2 50.2  15,101 29.9 1.0 23.2 25.5 Materials US
SSE PLC 1324.0 -9.5  18,253 9.9 7.0 8.7 10.9 Utilities GB
EDISON INTERNATIONAL 62.9 -9.5  20,702 35.3 3.8 9.6 14.7 Utilities US
* EV / EBIT

** EV / Next Year EBITDA

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017

THEMATIC: ELECTRIC VEHICLES AND  
BATTERY TECHNOLOGY (CONTINUED)
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ESG SCREENING: GLOBAL PORTFOLIO

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
The environment, social & governance criteria are a set of standards for a company’s 
operations that investors can use to screen investments:

– Environmental criteria: How a company performs as a steward of the natural 
environment

– Social criteria: How a company manages relationships with its employees, 
suppliers, customers and the communities with which it operates.

– Governance criteria: How a company deals with its leadership, executive pay, 
audits and internal controls.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Stock-specific risk – Our 
chosen stocks underperform 
the broader market

 – Market risk – Our stocks are 
not immune from broad-
based drawdowns in equity 
markets

We have constructed a portfolio of stocks (across currency) that 
meet ESG criteria, whilst also screening stocks from a fundamental 
standpoint. We have initially focused on several of the largest ESG 
ETFs (ESGE US / SUSA US / ESGD US / 1653 JP) and then screened 
the underlying holdings against our own set of fundamental metrics. 
The result is a portfolio of 16 stocks with a tilt towards the technology 
sector (with exposure to several of the FAANG stocks) as well as the 
financials sector. We have limited our portfolio to large-cap stocks in 
major developed markets (US, Europe and UK).

Growth of ESG Assets by Region 2014-2016

Region 2014 2016 Growth over period
Europe $10,775 $12,040 11.7%
United States $6,572 $8,723 32.7%
Canada $729 $1,086 49.0%
Australia / NZ $148 $516 248.6%
Asia ex. Japan $45 $52 15.6%
Japan $7 $474 6671.4%
Total $18,276 $22,891
Source, Global Sustainable Investment Review 2016

ESG Screening - illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

DAIMLER AG-REGISTERED SHARES 72.75 4.8  77,831 11.5 4.5 2.5 8.0 Consumer Disc GERMANY
INDUSTRIA DE DISENO TEXTIL 29.6 -8.6  92,253 21.8 1.4 17.7 24.5 Consumer Disc SPAIN
DANONE 71.75 19.2  48,123 16.9 2.4 15.8 18.9 Consumer Sta FRANCE
TOTAL SA 47.825 -0.3  120,941 13.6 5.2 6.6 13.1 Energy FRANCE
HSBC HOLDINGS PLC 763.5 23.6  152,665 16.0* 5.2 35.6** 14.6 Financials BRITAIN
ICICI BANK LTD-SPON ADR 9.765 44.0  31,357 59.2* 0.7 19.7** 19.7** Financials INDIA
BANCO SANTANDER SA 5.675 16.6  91,573 41.4* 3.1 13.1** 11.0 Financials SPAIN
BLACKROCK INC 522.6 38.2  84,619 43.5 1.9 13.2 20.2 Financials US
ALIBABA GROUP HOLDING-SP ADR 189.2911 96.4  484,804 39.4 - 37.3 27.8 IT CHINA
INFOSYS LTD-SP ADR 16.325 12.5  37,498 27.2 2.2 9.1 15.6 IT INDIA
ALPHABET INC-CL A 1111.015 32.9  768,237 33.1 - 18.1 22.6 IT US
APPLE INC 174.835 48.5  889,395 31.2 1.4 8.9 14.4 IT US
MICROSOFT CORP 88.065 40.7  679,385 34.6 1.9 15.2 23.4 IT US
VODAFONE GROUP PLC 236.8 24.6  63,165 31.3 5.5 6.4 23.2 Telecom Services GB
*Pre-tax Pre-provision profit / Revenue
**P/E

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 

Having started as a niche area of investment serving the needs of 
those who wish to invest within ethically defined parameters, in recent 
years it has built a much larger presence within the investment market.
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Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have applied our in-house smart beta investment tool to a ‘contrarian’ stock 
selection. In effect, our strategy selects those stocks that have turned out of favour by 
prevailing sentiment based on several indicators.

As a concept, contrarian investing has had some success in delivering strong returns 
for investors, especially in an age of instant information. This is not surprising given 
the human propensity to ‘herd’ i.e. investing in formerly-successful trades rather than 
identify success that will likely happen in the future (i.e. in areas that were previously 
out of favour). By taking the opposite view of this herd mentality, contrarian investors 
can seek out higher long-term returns by investing in unpopular (and cheaper) stocks 
with the expectation that they shall re-rate over time.

We apply a methodical approach to this contrarian investing strategy – namely, by 
taking an opposite view to analyst ratings, whilst investing based on positive news 
flow and Twitter sentiment.

SMART BETA: CONTRARIAN STRATEGY

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Market consensus 
prevails, and contrarian 
investing does not provide 
outperformance

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
equity universe

Contrarian Strategy – Sector Breakdown  

Consumer Staples
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Source: Dolfin / Bloomberg January 2018

Contrarian Strategy – Proof of Concept
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This approach begins by first reviewing the universe of mid and large-
cap US stocks against several metrics (equally weighted), which are 
applied to this universe:

– Analyst recommendations: Stocks have a scoring of 1 to 5 (with 1 
being a SELL and 5 being a BUY). Stocks with a rating of 1 are most 
positively ranked (taking a contrarian view)

– Twitter sentiment: Company-related tweets have a scoring of 1 
to 100 (with 1 being negative and 100 being position), which is 
determined by Bloomberg. Stocks are positively ranked on this 
scoring (with stocks with a score of 100 being most positively 
ranked)

– News sentiment: Company-related news has a scoring of -1 to 1 
(with -1 being negative and 1 being positive), which is determined 
by Bloomberg. Stocks are positively ranked based on this scoring 
(with stocks with a score of 1 being most positively ranked)

From a sector basis, the strategy is centred on technology (notably 
within the out-of-favour hardware segment) as well as consumer 
discretionary. The strategy has been historically modelled to show 
returns back-tested against the broader index (S&P 500) –the strategy 
has outperformed since 2005.
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SMART BETA: CONTRARIAN STRATEGY 
(CONTINUED)

Contrarian Strategy – Illustrative Holdings

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

GAP INC/THE 32.4 56.1  12,599 11.5 2.8 5.3 14.7 Consumer Disc US
SALLY BEAUTY HOLDINGS INC 18.0 -29.0  2,291 15.0 - 7.3 8.9 Consumer Disc US
COCA-COLA EUROPEAN PARTNERS 39.2 30.0  18,985 13.4 2.5 13.5 14.2 Consumer Sta GB
CATHAY GENERAL BANCORP 42.2 13.4  3,411 50.2* 2.3 17.9** 15.0 Financials US
HENRY SCHEIN INC 72.8 -7.9  11,426 8.1 - 14.8 18.5 Health Care US
EQUIFAX INC 122.1 0.9  14,664 34.6 1.3 13.5 20.7 Industrials US
AVX CORP 18.3 13.6  3,082 15.7 2.5 8.4 26.2 IT US
UBIQUITI NETWORKS INC 74.6 22.9  5,805 34.3 - 13.1 16.9 IT US
WESTERN UNION CO 19.6 -9.3  8,998 13.8 3.6 16.8 10.7 IT US
CHEMOURS CO/THE 51.3 127.2  9,503 3.9 1.3 14.0 10.2 Materials US
* Pre-tax Pre-provision profit / Revenue

** P/E

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have applied our in-house smart beta investment tool to stock selection with a 
focus on the technology sector, specifically within Japan and the United States. 

Whilst the technology sector delivered strong returns over the course of 2017, we do 
not expect a rotation any time soon. Using a fundamental overlay, we focus on those 
stocks, which we would expect to benefit from rising IT spend, especially within IT 
services and digital/cloud services. Whilst there was an element of sector rotation (and 
profit taking) in December, we believe that the secular growth story remains intact).

Within Japan, we note that technology stocks are delivering the highest EBITDA 
growth (within the broader Japanese sector), whilst offering some diversification 
within the broader technology sector. When comparing our portfolio to the FAANGs, 
we note the correlation is 0.6 over a 5-year time horizon.

In constructing a portfolio, we have considered the universe of US and Japanese tech 
stocks and ranked these against relevant factors, each of which include a series of 
fundamental metrics:

– Momentum: Relative Strength Index 14 day moving average
– Sentiment: Analyst rating
– Value: Price-to-book, price-to-sales, free cash flow, earnings yield
– Income: Indicated dividend yield
– Quality: EV / EBITDA

The tool has been optimised using historical data analysis to identify the combination 
of these filters and fundamental metrics that have provided the strongest risk-
adjusted returns over time (with a focus on producing a high Sharpe ratio).

SMART BETA: US AND JAPAN  
TECHNOLOGY 

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Sector rotation 
(out of technology) 
continues, resultant in 
underperformance of our 
chosen stocks

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of technology 
stocks.

Smart Beta – US & Japanese Technology – Illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

FUJIFILM HOLDINGS CORP 4,784.0  5.6  21,757  12.5  1.6  6.6  15.0 IT JAPAN
FUJITSU LTD  847.3  25.2  15,500  7.0  1.3  6.2  11.3 IT JAPAN
OTSUKA CORP 8,800.0  60.4  7,388  7.1  1.4  11.2  25.0 IT JAPAN
SCSK CORP 5,330.0  29.8  4,907  13.0  1.8  12.6  21.4 IT JAPAN
TE CONNECTIVITY LTD  99.1  39.9  34,842  20.5  1.6  12.1  17.4 IT SW
APPLE INC  174.8  48.5  889,395  31.2  1.4  8.9  14.4 IT US
CISCO SYSTEMS INC  39.6  31.3  195,669  29.7  2.9  9.6  15.2 IT US
CORNING INC  33.7  34.6  29,257  27.5  1.8  10.2  18.6 IT US
INTEL CORP  44.9  30.8  210,155  34.8  2.4  7.5  13.8 IT US
SABRE CORP  20.1 -15.6  5,517  25.9  2.8  10.0  14.8 IT US

Source: Dolfin / Bloomberg January 2018 

Prices date from 31/12/2017
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HIGH GROWTH MICRO-CAP JAPAN

Implementation
A basket of single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Despite solid returns over the course of 2017, we expect a continuation of positive 
returns for Japanese equities.

Considering the Japanese economy more broadly as a starting point, we note that 
the country is exhibiting meaningful economic strength, with upward-revisions to Q3 
GDP and healthy industrial output and exports. With business sentiment at an eleven-
year high, we expect this growth to continue into the new year, which bodes well for 
equities within the region.

Focusing in, we hold a preference for micro-caps, where companies tend to be more 
domestically-focused. As such, Japanese micro-cap companies typically have a lower 
correlation to the Japanese yen as well as to benchmark indices (our portfolio of 
chosen stocks shows a correlation to the Nikkei and Topix of 0.5). We view this as 
favourable given the yen has been a key driver of Japanese equity returns in recent 
years – we can remove this risk with no hedging.

When constructing the portfolio, our underlying assumptions include:

– Companies with <$100m market cap
– Tradability: Stock must be liquid
– High EBITDA growth (>20%)
– Some level of sector diversification

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Economic risk – Our chosen 
stocks are not immune to a 
downturn in the Japanese 
economy

 – Stock-specific risk – Our 
chosen stocks could 
underperform the broader 
universe of Japanese stocks

High Growth Micro-Cap Japan – illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sector Country

ORCHESTRA HOLDINGS INC 2112 62.4 79 6.3 - 25.8* 22.7 Consumer Disc JAPAN
PALEMO HOLDINGS CO LTD 538 70.5 57 3.0 0.6 3.9 13.0 Consumer Disc JAPAN
TRENDERS INC 1923 198.9 63 11.8 - 12.1 36.8** Consumer Disc JAPAN
ENBIO HOLDINGS INC 2088 207.6 113 8.2 - 15.5 26.0 Industrials JAPAN
STARTIA INC 1338 92.9 121 6.8 0.7 14.3 76.0 Industrials JAPAN
UEX LTD 1023 230.0 108 2.8 1.4 6.1 23.1 Industrials JAPAN
BRAINPAD INC 1350 16.7 81 11.2 - 21.5 32.6 IT JAPAN
NIPPON COMPUTER DYNAMICS CO 1279 157.5 99 3.6 0.9 8.8 26.8 IT JAPAN
NIPPON ICHI SOFTWARE INC 1845 48.1 83 11.8 0.2 13.0 26.1 IT JAPAN
OHIZUMI MFG CO LTD 1141 149.4 84 7.8 - 14.0 25.8 IT JAPAN
* EV / EBIT

** P/E

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 
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High Growth Micro-Cap Japan vs MSCI Japan Small Cap – Price 
Return (indexed) 
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HIGH GROWTH MICRO-CAP JAPAN 
(CONTINUED)

High Growth Micro-Cap Japan – Sector Breakdown  
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Source: Dolfin / Bloomberg January 2018
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SELECT EMERGING MARKETS: HIGH 
GROWTH AND POLITICAL CHANGE

Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
In 2017, emerging market equities delivered their strongest returns since the start of 
the global financial crisis, as an amalgam of factors - including supportive economic 
growth, lower inflation, a weaker dollar and partial recovery in the oil price - helped 
drive the MSCI EM index to a total return of 37.5 per cent. Whilst we expect 
earnings growth to remain supportive for emerging markets more broadly, we take 
an exposure to the asset class through high growth markets as well as those markets 
where we identify political change, which may spur markets upwards over the next 
quarter.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk: EM equities 
pose additional political risk, 
which can result in significant 
volatility

 – Dollar strength: Should 
we see high levels of 
appreciation in the US dollar 
(not our base case), this 
would likely result in a sell-off 
in our chosen markets

 – Commodity risk: Our chosen 
markets express some 
correlation to commodity 
markets – should we see 
a sell-off in these markets, 
our chosen equities may 
underperform

Select Emerging Markets

High Growth Political Change
Philippines Chile

Vietnam South Africa

Source: Bloomberg, Dolfin research, January 2018

Starting with our chosen high growth markets, our focus is distinctly 
Asian, where GDP growth (across the continent) is tracking at elevated 
levels. In the Philippines, GDP is expected to end the year between 
6.5-7.5 per cent, with inflation below 4 per cent. With a tax reform 
programme signed into law at the end of December (which will reduce 
personal rates of tax) and ambitious government spending plans, we 
expect growth to continue into 2018.

The same can be said for Vietnam, where GDP growth is expected 
to close at 7 per cent for 2017, owing to a boom in export-driven 
manufacturing and robust tourist figures. The country has, and should 
continue to, benefit from FDI inflows (having risen from a record level 
in 2016).

Aside from the high growth sparks within emerging market we note 
opportunities within those countries experiencing some form of 
political change. For Chile, the catalyst was the electoral win of centre-
right politician Sebastián Piñera in mid-December on a pro-business 
and pro-market agenda. It remains to be seen whether Piñera can 

push through his stated goals (owing to congressional deadlock), but 
we expect positive investor momentum to support the Chilean market 
for the coming quarter, especially given the country’s broad-based 
economic recovery.

Finally, we highlight South Africa, where Cyril Ramaphosa took power 
in late December, following a tumultuous period for South African 
politics at the hands of Jacob Zuma. Whilst growth remains meagre in 
comparison to our other chosen EM markets (GDP rose 2.0 per cent in 
Q317), we expect improving sentiment to support upside.

Providing additional support to our chosen equities, in the first of two 
charts we compare our portfolio of EM equities (equally-weighted) 
against PMI data (equally weighted) for China and US. As a proxy 
for global growth, the chart indicates further upside in our chosen 
markets. In the second of the two charts, we compare the portfolio 
of EM equities with rates (equally weighted) for China and US. Again, 
with rates moving moderately higher (owing to a normalisation of the 
global economy), this should lend support to our chosen markets.

EM equities – portfolio vs. China & US PMI (RHS) 

EM equities - portfolio China & US PMI (RHS)
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EM equities – portfolio vs. China & US rates (RHS)

EM equities - portfolio China & US rates (RHS)
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THEMATIC: REAL ESTATE 

Implementation
A basket of REITs and 
single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have some optimism in the outlook for European real estate going into 2018. As 
a direct beneficiary of synchronous economic growth across the Eurozone, the sector 
should continue to deliver positive returns above-and-beyond the broader market. 
Whilst different forces are at play, we also have some confidence in select sub-sectors 
of the UK real estate market, where investors are heavily discounting the prospects for 
the segment. As in Europe more recently, economic data in the UK has held up (post-
Brexit) and should the ongoing Brexit negotiations continue down a softer path (our 
base case), we would expect our chosen real estate stocks to perform.

To play the theme, we have constructed a portfolio of European (60 per cent of the 
total) and UK (40 per cent of the total) stocks with a focus on various sub-sectors. In 
the two charts below, we show the returns of our chosen stocks, comparing to several 
economic variables – these have been weighted by region. Whilst the trend is clear 
(i.e. our chosen stocks have a high correlation to improving economic metrics), our 
expectation is for continued improvement, particularly in European unemployment, 
which should support the trade for the coming quarter.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk – UK stocks 
are closely tied to market 
sentiment – should this turn, 
for example in the case of 
a ‘hard Brexit’ outcome, we 
would expect a sell-off in our 
chosen stocks

 – Economic risk – Our chosen 
stocks are geared to the 
health of the European and 
UK economies

Real Estate Portfolio vs. Composite PMI (60% Europe / 40% UK) (RHS)

Real Estate - portfolio Composite PMI (60% Europe / 40% UK) (RHS)
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Real Estate Portfolio vs. Unemployment Rates – inverted (60% Europe 
/ 40% UK) (RHS)

Real Estate - portfolio Unemployment rate - inverted (60% Europe / 40% UK) (RHS)
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Looking deeper into our construct, we have highlighted several 
dynamics within real estate, which should support the theme over the 
coming quarter.

Several of our chosen stocks have a focus on European retail 
(Deutsche Euroshop, Klepierre, Merlin) – starting from a high base, 
unemployment is falling across Europe (notably in the periphery) and 
more broadly, consumer confidence reached the highest levels since 
2001 in November last year.

Elsewhere, we ascribe some allocation to the residential segment (Tag 
Immobilien, Vonovia), particularly within Germany, where we note a 

structural imbalance with demand continuing to outstrip supply (and 
prompting property prices to rise considerably).

Finally, we allocate a portion of the portfolio to UK real estate. There is 
no doubt that Brexit has cast an element of uncertainty on the sector, 
particularly in housing (given squeezed incomes) and this remains 
a risk. Yet, we expect our chosen sub-sectors (London-retail and 
infrastructure) to continue to perform and believe that the market’s 
heavy discounting of UK real estate is unwarranted (Hammerson and 
British Land, for example, trade at a 30 per cent discount to NAV). 

Equities
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THEMATIC: REAL ESTATE (CONTINUED)

Real Estate – illustrative stock selection

Name Price 2017 
change 

(% return)

Market  
cap (m)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next yr 
pE

Sub- 
Sector

Country

SEGRO PLC 586.6 38.7 5,883 141.2 2.8 10.2 26.8 Infrastructure BRITAIN
AXIARE PATRIMONIO SOCIMI SA 18.5 35.7 1,463 292.5 0.6 9.0 32.8 Office SPAIN
TAG IMMOBILIEN AG 16.42 31.6 2,406 101.9 3.5 18.8 17.6 Residential GERMANY
VONOVIA SE 41.96 38.3 20,355 160.4 3.1 5.9 21.2 Residential GERMANY
HAMMERSON PLC 536 -0.4 4,257 51.1 4.6 9.6* 16.4 Retail BRITAIN
SHAFTESBURY PLC 1041 16.8 3,199 273.6 1.5 12.3 51.5 Retail BRITAIN
KLEPIERRE 36.32 3.3 11,417 137.9 5.0 12.6 14.2 Retail FRANCE
DEUTSCHE EUROSHOP AG 33.66 -8.6 2,080 77.9 4.2 22.0 14.4 Retail GERMANY
BRITISH LAND CO PLC 674.8 15.3 6,743 36.3 4.4 15.0 18.4 Retail / Office BRITAIN
MERLIN PROPERTIES SOCIMI SA 11.45 13.4 5,379 168.0 3.5 12.8 17.9 Retail / Office SPAIN
* P/E

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 

Equities
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BUY PUT ON S&P 500 USING CARRY  
FROM SHORT-DATED HIGH YIELD ETF 

Implementation
ETF and options

Investment 
horizon
12 months

Expected return
5% annually

Rationale
With the S&P 500 continually making new highs and investors seemingly willing to 
add further risk to their portfolios (against the backdrop of the current “goldilocks” 
environment), it is noticeable that the US high yield has stagnated over the past year. 
If we consider the US Short Term High Yield Bond ETF (SJNK), the trend is similar, 
and the security has largely moved sideways (from a price perspective) in 2017. Yet 
despite the limited price action, the SJNK continues to provide an attractive carry of 
5.2 per cent, which we feel is commensurate to the risks involved. We suggest that 
this carry can pay for a put on the S&P 500 (where the ETF has a beta of 0.5 to the 
equity index), providing us with not only protection on a move lower in equity markets 
but also the ability to make returns on a reassessment of the value of short term HY 
bonds (should equity valuations remain high).

Our modelling of the proposed trade, shows that should the S&P 500 drop by 10 
per cent and SJNK drop by 5 per cent (as per the historical beta), we would stand to 
make around 4.9 per cent overall.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Equities remain in favour 
and investors allocate away 
from credit into equities as 
a better source of return, 
resulting in fund flows 
leading to a continued 
dislocation between the two 
markets

 – If there is a major market 
meltdown and the beta of 
SJNK to S&P goes to 1 (or 
more), this would negate any 
potential gains

Put on S&P 500 using carry from SJNK - payoff table

SJNK 
% Performance -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
Level 22.5 23.5 24.5 25.5 26.5 27.5 28.5 29.5 30.5 31.5

S&
P 

50
0

16.8% 3125.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
15.0% 3075.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
13.1% 3025.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
11.2% 2975.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
9.3% 2925.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
7.5% 2875.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
5.6% 2825.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
3.7% 2775.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
1.9% 2725.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%
0.0% 2675.00 -18.2% -14.5% -10.9% -7.3% -3.6% 0.0% 3.6% 7.3% 10.9% 14.5%

-1.9% 2625.00 -16.3% -12.7% -9.0% -5.4% -1.8% 1.9% 5.5% 9.1% 12.8% 16.4%
-3.7% 2575.00 -14.4% -10.8% -7.2% -3.5% 0.1% 3.7% 7.4% 11.0% 14.6% 18.3%
-5.6% 2525.00 -12.6% -8.9% -5.3% -1.7% 2.0% 5.6% 9.2% 12.9% 16.5% 20.2%
-7.5% 2475.00 -10.7% -7.1% -3.4% 0.2% 3.8% 7.5% 11.1% 14.7% 18.4% 22.0%
-9.3% 2425.00 -8.8% -5.2% -1.6% 2.1% 5.7% 9.3% 13.0% 16.6% 20.3% 23.9%

-11.2% 2375.00 -7.0% -3.3% 0.3% 3.9% 7.6% 11.2% 14.9% 18.5% 22.1% 25.8%
-13.1% 2325.00 -5.1% -1.5% 2.2% 5.8% 9.4% 13.1% 16.7% 20.4% 24.0% 27.6%
-15.0% 2275.00 -3.2% 0.4% 4.0% 7.7% 11.3% 15.0% 18.6% 22.2% 25.9% 29.5%
-16.8% 2225.00 -1.4% 2.3% 5.9% 9.5% 13.2% 16.8% 20.5% 24.1% 27.7% 31.4%
-18.7% 2175.00 0.5% 4.1% 7.8% 11.4% 15.1% 18.7% 22.3% 26.0% 29.6% 33.2%
-20.6% 2125.00 2.4% 6.0% 9.7% 13.3% 16.9% 20.6% 24.2% 27.8% 31.5% 35.1%
-22.4% 2075.00 4.2% 7.9% 11.5% 15.2% 18.8% 22.4% 26.1% 29.7% 33.3% 37.0%

Source: Dolfin January 2018 
 

Any increase in volatility would benefit the options position and whilst 
volatility continues to move lower, buying a put at this stage provides a 
relatively inexpensive way to directionally play equity downside. Given 
a view that SJNK will not move as much as S&P (if historical beta holds 
true), any weakness would imply a greater carry return to investors, 
which would make the ETF increasingly attractive.

We recommend that investors look to buy the 31st Dec 2018 maturity 
put with a strike of 2675 (99.91 per cent of the current spot @ 2682), 
which indicatively costs 5.12 per cent. This cost for the put should be 
covered by the expected dividend of the SJNK ETF.

Equities
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CONTRARIAN TRADE: CFTC POSITIONING

Implementation
Futures

Investment 
horizon
3-6 months 

Expected return
8-10% annually

Rationale
The Commitment of Traders report, which is issued weekly by the Commodity Futures 
Trading Commission enumerates the holdings of participants in various futures markets in 
the US. If positioning is negative (below 0), the positioning suggests sentiment is negative 
and vice versa.

CFTC positioning has long been used as an indication of the market’s sentiment towards 
certain securities.

In the first of our two charts, we show the portfolio of commodities in comparison 
to CFTC net positioning. Positioning in the commodities is close to all-time lows – a 
development which has corresponded in the lacklustre returns in underlying securities 
over the past few years. Given the extent of short selling however, should we see any 
shock to supply, or a pick-up in demand in the commodities, we would expect a sharp 
reversal in prices, as trades look to cover their considerable ‘shorts’.

In the second of the two charts, we show the portfolio against US inflation, which 
has demonstrated a reasonable correlation over time. Our expectation is for 
moderate, upwards moving inflation in the US from here, which is supportive of  
our pair.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Supply/demand risk – 
Should supply of our chosen 
commodities increase (or 
demand fall), prices would 
likely fall from here

 – Sentiment (and positioning) 
could get more negative 
from here, which would be 
of detriment of our chosen 
commodities

Commodities and 
currencies

Contrarian Portfolio (Corn, Coffee, Sugar) vs. US CPI (RHS)

Contrarian portfolio (corn, coffee, sugar) US CPI (RHS)
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Contrarian Portfolio (Corn, Coffee, Sugar) vs. CFTC Net  
Positioning (RHS)

Contrarian portfolio (corn, coffee, sugar) CFTC Net positioning (RHS)
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OIL: PLAYING BACKWARDATION

Implementation
Futures

Investment 
horizon
6-12 months

Expected return
6-8% annually

Rationale
Over the second half of 2017, the WTI oil curve inverted, a phenomenon commonly 
called backwardation – in effect, this is when the current price of oil is higher than 
the future cost of oil. The crude oil market will typically oscillate between periods 
of backwardation and contango (the opposite effect), but we have not seen 
backwardation since 2014 and the dynamic is an indication of strong demand and 
tight supplies.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Backwardation persists and 
widens more due to a supply 
shock

Recent changes to oil futures curve
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Driving this dynamic, we note that oil supply is being stymied by OPEC 
production controls, at a time when the market does not expect non-
OPEC (US shale) supply to immediately rise to match the shortfall.

Yet, we expect a reversal of this trend over the medium term; 
market estimations put the average breakeven cost of US shale at 
approximately $50 per barrel – with the December 2019 futures now 
trading at $55, this indicates that Shale producers could lock in $5 of 
profit for the next two years. In doing so, they could free up capital to 
be used for further capex growth and subsequently expand market 
supply. This dynamic has already stated to play out in recent months, 
with US rig counts expanding in the last quarter of 2017, but we 
expect it to continue. Should backwardation continue in the near-
term we would expect US shale producers to expand production and 
resulting in a flattening of the curve and a subsequent move towards 
contango.

Taking advantage of this potential shift in the oil term structure, we 
have constructed a trade that takes a short futures position in the front 
month and a long position in the longer-dated future – our preference 
would be to combine a short position in April 2018 position with a long 
position in a combination of the December 2019 and December 2020 
futures.

Commodities and 
currencies
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Implementation
Futures

Investment 
horizon
3 months

Expected return
8-10% annually

Rationale
In prior years, we have noted that the relationship between WTI and natural gas has 
typically demonstrated reasonable directionality and that any divergence between the 
two variables has typically resulted in a correction in one of those commodities – this can 
be seen in the first chart below.

Going into the winter months, we have noted that whilst WTI front-month futures have 
performed well, producing a positive return for Crude Oil, the same cannot be said for 
natural gas, which has meaningfully lagged, as is evidenced in the second chart below. 

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Weather risk – Should the 
temperate fall and the 
winter turn increasingly mild, 
demand for natural gas 
would likely fall, resulting in 
weakness in the price

PAIR TRADE: LONG NATURAL GAS,  
SHORT CRUDE OIL

Natural Gas vs. Crude Oil (RHS) – 2017
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We do not expect this divergence to continue, noting the colder-than-
expected winter across continents, which should support natural gas from 
here – to give one example, New Year’s Day was the coldest day of the 
21st century in the 48 contiguous US states. As well as increasing demand 
for gas, which is used for heating homes, the cold weather could also 
disrupt supply to gas fields, reducing production. Playing an expected 
convergence in the pair, we recommend a long position in natural gas 
(using the March 18 future – NGH18) and pairing this with a short position 
in WTI crude (using the March 18 future – CLH8).

Natural Gas vs. Crude Oil (RHS)
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Commodities and 
currencies
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PAIR TRADE: LONG AUD AND CAD,  
SHORT COPPER

Implementation
FX and futures

Investment 
horizon
3-6 months 

Expected return
4-6% annually

Rationale
The relationship between the Canadian dollar, Australian dollar, and the price of 
copper has declined materially over the past several years. Whilst CAD and AUD have 
demonstrated a high correlation to copper historically (63 per cent and 59 per cent 
respectively), the red metal has witnessed a considerable rally over the course of 2017 
with the CAD and AUD failing to keep up. We expect a convergence in our chosen 
variables and have constructed a volatility-adjusted pair, taking a long position in CAD 
and AUD, and a short position in copper.

Our outlook on the currencies is broadly positive for the coming quarters. For CAD, 
the higher oil price has acted as a support in recent months, but we also note the 
growing hawkishness of the Bank of Canada. In line with the market’s expectations, 
we view it likely that the Canadian central bank will hike again in the first quarter, 
providing support for CAD.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Supply/demand risk – 
Should demand for copper 
grow materially, or we see 
a tightening of supply in 
the commodity, we would 
expect a move higher

 – Policy risk – The BoC decide 
not to hike in Q1, resulting in 
a sell of CAD.

Trading Pair (CAD & AUD / Copper) vs. US 10-year rate  
(inverted) (RHS)
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For AUD, any upside is partially muted by slower growth in China and 
muted inflation, which makes central bank tightening unlikely in the 
near-term. However, in our view, these variables are priced into the 
currency, and we see upside from current levels, owing to the robust 
economic growth figures and positive sentiment.

Whilst we have a moderately positive view on copper in the first 
quarter (as a first derivative of global growth), we expect our chosen 
currencies to outperform. 

In the first of two charts, we compare the trading pair (CAD and AUD, 
copper) to the inverse of the US 10-year rate, given it shows some 
resemblance to global growth and inflation expectations. As the chart 
shows, we note an historical correlation, which has diverged over the 
course of 2017. Given our view that the US rate will not move beyond 
3 per cent in the foreseeable future, we expect some divergence in the 
variables, which is positive for our pair.

Trading Pair (CAD & AUD / Copper) vs. US CPI (RHS)
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The same can be said for our second charts, where we compare 
our trading pair to US inflation. Again, the pair have historically 
demonstrated a correlation, given the two currencies are good proxies 
for global inflationary dynamics. Again, the relationship has broken 
down in recent quarters. The pair is indicating inflation below 0 per 
cent. We view this as highly unlikely given the moderate inflationary 
trend seen in the US. As such, we expect a convergence of the 
variables, which would be a positive for our pair.

Commodities and 
currencies
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Implementation
Sell a basket of ATM 
straddles on a basket  
of securities

Investment 
horizon
2 months

Expected return
8-10% annually

Rationale
Over the course of 2017, shorting volatility on the S&P 500 has been a profitable 
trade as easy monetary conditions and robust economic growth have eased investor 
concern.

During this period, the US volatility index (VXX US) is down 60 per cent, with few 
obvious near-term headwinds. Whilst shorting S&P volatility remains topical, we have 
broadened our list of candidates (in which to short volatility) across asset classes.

Our proposed strategy is to sell straddles (short an ATM call and an ATM put) on our 
chosen securities – in this case, our maximum profit (carry) would be the premium we 
receive from the options. Our breakeven would be the premium received from the 
shorts and therefore we would not want the underlying asset to move by more than 
this premium (which is a function of the implied volatility).

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Market risk – Large moved 
in volatility outside of the 
amount implied by selling a 
straddle will result in losses

SHORT VOLATILITY STRATEGY: EARN  
CARRY FROM SELLING VOLATILITY

Thematic

We have noted that by systematically selling a straddle on a 60-day 
basis and closing this out one week before option expiry, leads to 
an overall profitable strategy. To illustrate this, we have looked at 
the implied 60-day volatility and worked out the implied move (in 

GlD (Gold ETF) implied vs. actual volatility
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percentage terms). This is then compared to the actual 53-day move of 
the underlying. The trade is profitable if the ‘actual’ move falls within 
the ‘expected’ movement bands – in the below two charts, we show 
for the S&P 500 and GLD (as an example).

SPY (S&P 500) implied vs. actual volatility
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SHORT VOLATILITY STRATEGY: EARN  
CARRY FROM SELLING VOLATILITY  
(CONTINUED)

Thematic

Backtesting our short volatility strategy

Ticker (details below) % 
winners

%  
losers

Biggest Winner  
(%) per trade

Biggest loser  
(%) per trade

Average Winner  
(%) per trade

Average loser  
(%) per trade

SPY   SPDR S&P 500 ETF Trust 84.60% 15.40% 13.60% -8.20% 3.30% -1.70%

TLT  iShares 20+ Year Treasury Bond ETF 79.90% 20.10% 8.90% -14.00% 3.10% -2.30%

GLD  SPDR Gold Shares 75.80% 24.20% 12.40% -20.80% 3.80% -3.40%

EEM   iShares MSCI Emerging Market 80.60% 19.40% 21.50% -16.50% 4.70% -3.20%

HYG iShares iBoxx $ High Yield Corporate Bond ETF 88.80% 11.20% 9.60% -5.40% 2.10% -1.30%
Source: Dolfin / Bloomberg January 2018 
 

We note that despite changing volatility regimes (e.g. as volatility 
increases, the next contract we roll into will incorporate this move), 
we see an overall higher percentage of winning trades – over 75 per 
cent of the time in all cases (i.e. across our chosen securities) – this is 
evidenced in the below table.

We bear in mind that returns can be enhanced (given the strategy 
requires low margin), and it is possible to employ up to three times 
gross leverage on capital and/or invest the excess cash in other 
investments to capture additional yield.
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BREXIT: RETURN TO NORMALITY

Implementation
ETFs and futures

Investment 
horizon
6-12 months

Expected return
6-8% annualy

Rationale
Following a sustained period of limited progress in Brexit negotiations, discussions 
have recently ramped up between UK politicians and their European counterparts. 
Discussions began with the UK adopting a hard-line stance to its exit, with demands 
spanning from trade to EU law directly clashing with the European Union’s position. 
In doing so, the UK initially ran the risk of a ‘hard Brexit’ in the case of no final 
agreement.

In recent weeks, this expectation has diminished as the UK has made several 
concessions to the EU, with ‘hard Brexiteers’ getting behind the Prime Minister. Our 
thematic trade rests on a view that this trend continues, with Britain retaining some 
level of normality in its relationship to the EU, which will ultimately be supportive of 
UK assets.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Political risk – The UK or 
European parties could 
harden their stance, 
resultant in a move towards 
a ‘hard Brexit’ deal – this 
would likely be damaging to 
our chosen UK securities

Portfolio – historical performance
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Core to this view has been the agreement that Brexit negotiations are 
now entering ‘phase 2’ whereby the UK and the EU shift discussions to 
the UK’s future outside of the bloc. Pivotal to this transition has been the 
UK’s acceptance of several concessions, ruled out just a few months ago 
(for example remaining under European regulation and an exit bill of EUR 
40bn).

More recently, the defeat of the UK government by members of 
Parliament on an amendment to Brexit withdrawal legislation was key, 
given it set into law that any final deal would be put to a parliamentary 
vote. Most expect this to result in a ‘soft Brexit’ agreement (i.e. with 
regulatory alignment and a long transition phase), given it is likely the 
preferred outcome for most MPs.

We have constructed a portfolio consisting of 70 per cent GBP (vs. 
EUR and USD, equally-weighted) and 30 per cent FTSE 250 index. 
Our proposed ‘soft Brexit’ outcome is most directly geared towards 
the currency, as a first derivative of market sentiment (towards Brexit). 
However, we have also included an exposure to the FTSE 250, given its 
domestic orientation - should Brexit discussions run more smoothly (and 
domestic conditions subsequently not deteriorate from here), we would 
expect the index to benefit.

As the chart below highlights, the ‘soft Brexit’ trade has already made 
a move up since the vote in June 2016, moving a level of 105 to 114. 
However, should we see a return to normality, we would expect a further 
leg-up in our proposed portfolio.

Thematic
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PAIR TRADE: LONG EMERGING MARKET 
DEBT, SHORT US HIGH YIELD

Implementation
ETFs

Investment 
horizon
12 months

Expected return
4-6% annually

Rationale
With risk assets benefiting from a benign investment environment over the course of 
2017, both US high yield and emerging market debt performed well, delivering 10 per 
cent and 6 per cent total returns respectively. From a spread perspective, the year was 
marked by further tightening across both segments, with EM debt seeing the greater 
level of tightening, reaching a spread of 212bps from an asset swap perspective.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Currency risk: – Should the 
dollar increase significantly 
from here, we would expect 
EM to underperform US 
high yield, given the formers 
close relationship with the 
currency

 – Sentiment risk – Should 
markets take a risk-off 
stance, we would expect 
EM debt to be impacted 
(albeit we are partially 
hedged through our short 
position in US HY)

We expect this outperformance to continue over the next 12 months 
owing to the healthier dynamics within the EM credit cycle vis-à-vis US HY.

In analysing the indices for these two segments (using ICE BofaML 
indices), we note that the EM index offers a composite rating of BBB3 
with a duration of 5 and yield of 4.6 per cent, in comparison to US high 
yield, which has a rating of B1 (4 notches lower), duration of 3.9 and a 
yield of 5.8 per cent. From a spread perspective, the differential is close to 
100bps (i.e. close to the bottom end of a long-term range).

We view this tight yield differential as unwarranted at this stage of the 
respective cycles of both EM and HY debt and suggest a pair trade where 
we take a long position in EM debt and a short position in US HY.

Within EM debt, falling inflation, improved current account balances and 
growing FX reserves are supportive for the macro story (and sentiment), 
which should continue to benefit the segment. Whilst the dollar is already 
close to multi-year lows, we do not foresee substantial strength in the 
near-term, which should also provide support. For US HY, we are mindful 
that the broad US economic picture is healthy, but we do expect growing 
headwinds from here for credit, especially considering rich valuations for 
increasingly poor-quality debt. We are also mindful of the ongoing hiking 
cycle within the US, which will likely act as a drag on US HY over the 
coming quarters. 

US High Yield spread / EM debt spreads (ASW)
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US High Yield / EM spread differential
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BLACK SWAN

Implementation
Options

Investment 
horizon
12 months

Expected return
10%+ annually

Rationale
With the Volatility Index (VIX) once again trading close to historical lows, hedging ‘black 
swan’ events is increasingly inexpensive. We define such events as rare, hard-to-predict 
and beyond the realm of normal expectations. Whilst, by their very nature, black swan 
events are highly unlikely, we see value in constructing scenarios that would fit our 
definition and suggesting ways to hedge these scenarios.

We have identified four such scenarios:

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Status quo risk – The puts 
would expire worthless were 
the scenarios not to play out

– Trade war with China: Despite the US ultimately deciding not 
to name China as a currency manipulator in 2017 (given the US 
benefits from Chinese assistance with North Korea) it remains within 
Trump’s crosshairs. With China also colluding with other states such 
as Russia to make a move against the dollar’s global dominance, 
the US may look to focus their attention on Chinese trade practices 
and impose a tariff under a ‘Make America Great Again’ platform. 
In such a scenario, we could envisage US equities (and global 
equities) take fright, with S&P testing 2,000 and US Treasury yields 
rising dramatically to over 5 per cent as China cuts its stock of US 
Treasuries by half.

– Turmoil at heart of Europe: Q4 saw Catalonia voting for 
independence, Poland being sanctioned by the European 
commission and other Eastern European countries voicing their 
disaffection with the EU. Furthermore, the upcoming vote in 
Italy could lead to a potential Italian exit-headache were the 
Five Star Movement to win power. An Italian exit would cause 
shocks potentially far greater than those seen following Brexit and 
resulting in an existential crisis for Europe itself. We would expect 
periphery bonds to widen with Bunds seeing a flight to safety. 
Whilst peripheral stock markets would sell-off, it would be the more 
export orientated DAX being hit the hardest due to combination of 
a stronger EUR and the loss of an internal trade market.

– Californian succession from the Union: President Trump is a 
polarising president and many people have not reacted well to his 
election. California voted 2-1 in favour of Clinton over Trump and 
has been making laws that conflict with Trump’s plans (protection 
for undocumented immigrants, for example). Economically, 
California is the sixth largest economy in the world. It's an 
agricultural powerhouse, has some of the most active ports in the 
U.S. and is home to tech giants like Google and Facebook. With 
California succeeding from the US, a messy outcome would be 
expected for Treasuries (5 per cent+) without the revenues from the 
State and the S&P would once more likely test 2,000 as the political 
and trade arguments wage.

– Iran revolution and civil war: In late December, Iran was rocked by a 
series of demonstrations on the back of Iranian economic woes and 
culminated in the largest protest in a decade. Iran is a geopolitical 
force in the Middle East and any unrest could lead to repercussions 
in other parts of the region, beyond the impact of curtailment of oil 
from the country. Any ‘Arab Spring’ in Iran could lead to a spike in 
oil prices (which OPEC and other countries would not oppose). As 
such, we would expect oil to test the USD 100 per barrel level, with 
a sell-off in equity markets, driven by higher inflation.

Implementation
In three of our four scenarios, we see a black swan scenario whereby US 
equity markets fall at the same time as Treasury yields move significantly 
higher. Whilst it is possible to pay for an OTM option on the S&P 500 
(a 12-month 80 per cent strike put would cost us approximately 1.3 
per cent), we can cheapen this up by making it contingent on 10-year 
Treasuries being above 4 per cent.

For Iran, we also note that a 12-month $80 p/b strike call on crude would 
cost approx. 1.8 per cent, which can be cheapened significantly by selling 
OTM puts at a strike $37 p/b (noting oil currently stands at $60 p/b). 

Finally, for Europe we note that a 1-year 80 per cent strike DAX put would 
cost an indicative 1.3 per cent.

Thematic
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PAIR TRADE: LONG EURJPY,  
SHORT NIKKEI

Implementation
Futures

Investment 
horizon
6-12 months

Expected return
6-8% annually

Rationale
With most central banks slowly taking their foot off the ‘monetary stimulus pedal’, Japan’s 
central bank remains an outlier, reiterating its commitment to aggressive monetary policy 
in view of its 2 per cent inflation target. Even in Europe, where the ECB has remained 
highly dovish, there are signs that we are nearing the beginning of the end of current 
monetary policy, with the level of bond buying having been reduced in Q4 of 2017.

Owing to this dynamic, and with interest rate differentials expected to widen, we expect 
EURJPY to move upwards. However, we take market-neutral positioning, by pairing the 
trade with a short positioning in the Nikkei index (volatility-adjusted), which has historically 
shown a correlation of 58 per cent with EURJPY.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Pair dislocation – The 
pair could diverge 
from here, resulting in 
underperformance of our 
position

 – Central bank risk – Should 
the ECB express dovishness 
from here or the BoJ turn 
hawkish, we would expect 
our pair to underperform

In the second of our charts, we deconstruct the driving forces of our 
trading pair using our in-house factor decomposition tool. This analysis 
shows that a combination of positive moves in GBP and TRY (versus USD) 
and negative moves in the Bund can explain 28 per cent of the historical 
price dynamics. The relationship aligns with our views on both currencies 
as well as our negative view on the Bund.

Pair Trade (EURJPY / Nikkei) vs. German - Japan 10-year spread (RHS)
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Factor Decomposition - Pair Trade (EURJPY / Nikkei)
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In the first of our charts, we compare the trading pair (EURJPY / Nikkei) to 
the spread of the German-Japan 10-year spread. The pair have expressed 
a reasonable correlation over time, owing to the strong relationship 
between currency and rates. As outlined, given we expect differentials to 
widen between respective rates, this should translate into upside for our 
trading pair.

Factor Decomposition - Pair Trade (EURJPY / Nikkei)

Name Beta t-Stat
GBPUSD 0.16 1.98

TRYUSD 0.13 2.32

Euro Bund -0.38 -3.46

Source: Dolfin January 2018
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THEMATIC: BLOCKCHAIN VS BITCOIN

Implementation
Stocks and futures

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Since the publication of our idea on cryptocurrencies in the fourth quarter, investor 
interest in the asset class has exploded, with all major currencies delivering multiples of 
their former price.

Whilst the number of cryptocurrencies has certainly expanded, Bitcoin remains the 
dominant one, increasing in market cap to $275m (at the time of writing) with Bitcoin 
futures contracts now tradable across CME and CBOE exchanges.

It remains to be seen whether Bitcoin can continue its stratospheric rise from current 
levels and there have been a couple of examples (such as recent hacks to large crypto 
exchanges) that could prompt a cooling of interest in Bitcoin. Whilst there remains huge 
interest in the currency, the list of detractors has continued to grow.

Idea specific risks

These risks could have an 
adverse effect on performance 
of the idea.

 – Company risk – Blockchain 
companies remain highly 
volatile

 – Pair dislocation – The 
pair could diverge 
from here, resulting in 
underperformance of our 
position

Crypto Pair Trade – Blockchain stocks – description

Name Price YTD change 
(% return) 

Market cap Country Description

BITCOIN GROUP SE 61.1 -2.9  305,500,000 GERMANY Bitcoin Group is a venture capitalist firm 
investing in the companies involved in the 
blockchain and cryptocurrencies.

GLOBAL ARENA HOLDING INC 0.0302 -11.6  17,392,903 UNITED STATES Global Arena Holding is a holding and 
technology development company, offering 
election services and investments in the 
blockchain through its subsidiaries.

RIOT BLOCKCHAIN INC 25.24 -11.1  243,816,356 UNITED STATES RIOT invests in businesses involved in the 
blockchain and cryptocurrency space, with 
primary focus on Bitcoin and Ethereum. It also 
maintains its existing biotech business and runs 
a Bitcoin mining operation.

SEVEN STARS CLOUD GROUP INC 4.2552 -7.7  271,906,820 CHINA Seven Stars Cloud provides solutions to 
supply chain and digital finance enhanced 
with AI and Fintech expertise. Its main focus 
is in digital supply chain solutions and asset-
backed securitization for global industrial 
energy, commodity, exhibition/trade show & 
Intellectual Property, clients & markets.

BTL GROUP LTD 14 8.5  287,400,134 CANADA BTL is a platform for Blockchain that partners 
with large companies in multiple industries 
looking to develop blockchain technologies.

Source: Dolfin / Bloomberg January 2018

Prices date from 31/12/2017 

Despite this, what remains clear is that Blockchain (underpinning Bitcoin and other cryptocurrencies) is a hugely promising technology. A digitised and 
decentralised transaction ledger, Blockchain offers considerable opportunity within industries (including in finance and insurance), which require a secure 
and immutable infrastructure. Whilst the professional community remains sceptical of Bitcoin’s ascent – most large financial institutions now have Bitcoin 
operations – compare J.P. Morgan CEO Jamie Dimon’s critical comments on Bitcoin to the company’s investing in Blockchain technology.

Aiming to capture the opportunity within Blockchain, we consider a pair trade, taking a long position in Blockchain-related stocks and taking a short 
position in Bitcoin. Our pair is volatility adjusted and the long book is shown below.

Thematic
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As a first derivative of Bitcoin (and other cryptocurrencies), Blockchain 
companies have seen huge investor interest year-to-date, which has been 
resultant in very strong performance. As with Bitcoin, these companies 
(which are typically partnering with large companies to develop Blockchain 
infrastructure), have delivered multiples of their initial IPO price. Yet, as 
the below chart shows, when comparing the P&L of the stocks to Bitcoin, 
there has been moderate underperformance since inception.

By pairing these two variables, we can capture some of the 
opportunity inherent to the Blockchain environment, whilst limiting our 
volatility (and downside) through a short position in Bitcoin.

Crypto Pair Trade - long Blockchain stocks / Short Bitcoin
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THEMATIC: BLOCKCHAIN VS BITCOIN 
(CONTINUED)
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DOLFIN INVESTMENT TOOLKIT

Many of the ideas and strategies in this investment outlook were developed using the 
Dolfin Investment Toolkit, a powerful suite of modelling, analysis and product selection aids 
developed in-house by our Investment Management team.

Incorporating decades of investment expertise into these technology-driven tools empowers our client relationship managers and the financial 
intermediaries we work with to promptly offer investors valuable insights and ideas that align their specific circumstances with market conditions 
to help them achieve their goals.

Unusually wide-reaching and sophisticated in its capabilities, the Toolkit includes:

Smart Beta  
Bonds

Options 
Monitor

Smart Beta EquitiesStatistical Arbitrage

Commodities  
& FX Predictor 

Signal AggregatorClient Portfolio Risk 
Decomposition

Equities ValuationMacro Monitor and Inter 
Market Relationships

Mutual & Hedge 
Funds Ranking and 

Risk Decomposition

This tool delivers vital insights 
from the options world, with 

multi asset class functionality.

A screening tool for selecting single bonds, 
Smart Beta Bonds allows us to examine 
different sectors and consider factors such as 
profitability, capital structure, credit quality, 
probability of default, and liquidity when 
making recommendations.

A stock selection and portfolio formation tool, 
Smart Beta Equities allows users to select across 
sectors, market cap, currency, region and smart 
beta factors. It uses more than 50 fundamental 
filters and considers factors such as value / 
income, growth, momentum, minimum volatility, 
quality, and sentiment.

The Statistical Arbitrage tool identifies 
potential opportunities by running  

co-integration checks per asset class.

A valuation tool that assesses the actual fair 
value of a company versus current market 
cap, Equities Valuation focusses on return 
on invested capital by estimating unlevered 
free cash flow and total invested capital.

This macro tool identifies inter-market 
relationships as well as triangular and lead 

lag effects. It also has a GDP component 
breakdown and forecasting capabilities.

This is a vital tool in that it allows users to 
extract and understand the real driving forces 

in a portfolio. It provides standard risk factor 
decomposition and correlation analysis.

This tool offers risk decomposition and 
replication on a mutual fund and hedge fund 

level as well as six and 12 month guidance 
based on Stochastic Efficient Frontier ranking.

A screening and forecasting tool; 
the Commodities & FX Predictor is 
a heat map that shows sensitivities 
and macro linkages and uses a 
macro differential model.

A quantitative driven tool that combines various 
econometric methodologies to deliver forecasts 
across asset classes, Signal Aggregator enables 
users to input BBG tickers and then receive 
forecasts from a combination of univariate and 
multi variate specifications.

1.  10.  

2.  9.  

3.  8.  

4.  7.  

5.  6.  
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