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SCORECARD

A review of how the views and ideas from our 
Q3 2016 Investment Outlook performed.

Asset class Description Q3 performance: 
July - September 2016

MACRO VIEWS

Fixed income European government debt -0.01%
UK investment grade bonds 7.49%
European investment grade bonds 1.84%
European high yield bonds 3.11%
US investment grade bonds 1.43%
US high yield bonds 3.85%

INVESTMENT IDEAS

Equities Buy European stocks 4.20%
Buy stocks in the United Kingdom 5.30%
Buy United States stocks 1.41%
Buy FTSE 100 with protection 6.24%

Fixed income Short US 10 year treasuries 2.00%
Long German Bund / Short Italian BTP -0.42%
Buy selected European investment grade bonds:  
e.g. Casio Guichard Perrachon

3.76%

Buy selected European investment grade bonds:  
e.g. E.on Intl Finance BV

2.26%

Commodities Capitalise on robust demand for gold -0.50%
Currencies Buy USD vs EUR -1.22%

Buy USD vs GBP 2.56%
 Positive    Flat   Negative

Source: Bloomberg and Dolfin research, September 2016
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OVERVIEW OF ASSET CLASSES

EQUITIES   

Eurozone 	Positive Solid earnings growth coupled with a sustained weak euro should counterbalance political 
instability. Overall, our view is positive: we favour EU exporters and companies in the 
consumer sector.

UK 	Positive We are cautiously optimistic about UK equities since monetary and fiscal stimulus is likely 
to provide some momentum to the domestic economy. Nevertheless, given the political 
uncertainty we remain vigilant and prefer large-cap export driven corporates  with strong 
competitive advantages, as well as systemically important companies.

US 	Neutral The US economy remains the healthiest of the developed markets, supported by the highest 
growth potential and strong macroeconomic data. However, we expect volatility to increase 
before and during the US election period and as such prefer to stick to a market-weight position.

Emerging 
markets

	Positive Worries around China facing a hard landing have dissipated. We believe emerging markets are 
likely to benefit from the divergent growth outlook between developed and emerging market 
economies, among other factors. 

FIXED INCOME   

Government 
bonds

	Negative Government bonds remain expensive with yields still hovering in unchartered territories. 
However, in the context of economic and political uncertainty, and divergent central banks, they 
should continue to provide short term opportunities.

Investment 
grade bonds

	Neutral The stimulus programme by the European Central Bank continues to underpin low beta 
spreads, with yields entrenched at their lowest levels ever. The risk reward here does not 
look attractive. The corporate bond buying scheme by the Bank of England could lead to 
outperformance in the GBP Investment Grade segment.

High yield 
bonds

	Positive Low yields in the investment grade space have led investors to consider high yield bonds for their 
superior carry characteristics. On a regional level, we favour US high yield, particularly for short 
term maturities.

COMMODITIES
  

Oil 	Positive The recent shift in the supply-demand dynamics is constructive for oil. The OPEC production 
freeze opens the potential for a move to a new, higher range.

Gold 	Negative The prospect for gold to move higher than current levels looks unlikely. Rising inflation 
expectations in the US could be addressed by raising interest rates. Also, concerns about 
worldwide catastrophic scenarios have subsided. 

CURRENCIES   

US dollar 	Neutral The US dollar should be supported by healthy economic data and potential interest rate 
hikes in the US. However, given the uncertainty around the US elections, we prefer to keep a 
neutral stance.

Euro 	Negative A recent strengthening of the currency looks unsustainable due to the forthcoming political 
headwinds, namely in Italy and Spain. Low inflation remains a worrying factor and as such, we 
expect the European Central Bank to remain fixed on an accommodative monetary path. 

British pound 	Negative For the time being, the pound remains challenged by the post-Brexit developments. However, 
we think it will be difficult for the currency to continue to weaken at the recent rate.

Japanese yen 	Negative Recent yen strength has impacted growth, exports and corporate profits. We expect the 
Bank of Japan to follow through on its commitment to boost inflation. 

Emerging 
Markets

	Positive We favour commodity-linked currencies on the back of the recent improvement in oil 
momentum. Our top pick is the Mexican peso (likely to be supported by the central bank). 
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INVESTMENT IDEAS FOR Q4 2016

Currencies

IdeasCommodities

Equities

Fixed income

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Expected returns are approximate and not guaranteed.

Buy crude oil Buy copper/  
Sell gold

OPEC has set the 
stage for new 
price ranges and 
higher crude oil 
prices

Improving 
economic 
conditions in China 
should provide 
support for copper, 
but we expect little 
comfort for gold

10-12 4-6

5 3

Futures / ETFs Futures

Buy US curve 
steepener

Long German 
/ Short Italian 
sovereign debt

Buy selected short 
dated hybrids and 
non-rated / high 
yield bonds

A flat yield 
curve means 
there is benefit 
in a steepener, 
especially given 
actions in Japan and 
by the Fed in the 
coming months

Trading 10-year 
German and Italian 
bonds with an 
expectation for the 
spread difference 
to widen

Selected names 
in the short call 
hybrid space, 
where attractive 
yields from high 
quality issuers can 
be found

2-4 2-4 4-6

2 2 3

Structured product Futures Single line credit 
securities

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Leverage EUR 
volatility

Buy Mexican  
peso

Sell Japanese  
yen

Three major 
political events 
in the next ten 
months should 
ensure that 
volatility in the 
common European 
will rise

The overreaction 
around the 
likelihood of 
Trump winning the 
US presidential 
election provides 
an attractive  
buying opportunity

Negative growth 
rates in corporate 
profits and exports 
in Japan together 
with diverging 
monetary policy 
vis-à-vis the US

2-4 4-6 4-6

2 3 3

Structured product FX spot / Futures / 
Bonds

FX spot / Futures

Buy emerging 
markets  
(India and China) 

Buy MIB/ 
Sell IBEX

Implement 
developed market 
smart beta 
strategies

Emerging market 
stocks are likely 
to benefit from 
improving 
fundamentals. We 
favour India and 
China

Relative 
performance idea 
backed by the 
expectations of a 
positive result in the 
Italian referendum 
and continuation of 
the PMI trend

Selection of stocks 
in UK, EU, US 
under different 
smart beta factors

8-10 4-6 8-10

4 3 4

ETFs Futures / ETFs Single line  
equities
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FROM OUR CIO

Vassilis Papaioannou 
CIO

Populism could 
potentially become 
the next black swan 
for developed 
economies and 
financial markets.

The coming quarter 
should remain 
a constructive 
environment for 
risky assets but 
we would look to 
get more cautious 
as the quarter 
develops.

The fourth quarter finds investors more puzzled than 
ever about the future performance of major asset 
classes. Government bond yields at historic lows (in many 
cases in negative territory), corporate yields even more 
compressed, and equity markets a breath away from new 
highs all conspire to make new investments and portfolio 
allocations challenging.

There’s little doubt that this outperformance 
across asset classes is the result of 
unprecedented monetary policy actions by 
the major central banks. The key question is 
what lies ahead on economic and political 
levels. Are central banks ready to pass on the 
stimulus torch to the governments and will 
fiscal policy become the new game in town - 
particularly now that governments issue their 
bonds at zero costs? Or will the central banks 
implement helicopter money policy by writing 
cheques directly to households and business? 
How will the emerging populism in major 
developed countries affect economic policies, 
international affairs and global trade?

In our last quarterly outlook I wrote of the tug 
of war between politics and macroeconomics. 
Now, the rise and shift of populism in the 
politics of various developed countries raises 
a red flag. Populism could potentially become 
the next black swan for developed economies 
and financial markets. We’re already seeing 
it take hold in the United States, France, 
Italy, Germany, and Greece. While populism 
doesn’t present an imminent threat to 
capitalism, it does cast a large shadow 
over the prospects for globalisation and 
democratic values. 

These political developments will likely set 
the stage for further fiscal interaction in the 
economic growth equation. With a number 
of programmes launched in Japan and China, 
we see even more prospects for the United 
Kingdom, France, Italy and the United States. 
Additional fiscal generosity opens even 
broader avenues for equities stimulated by 
growth - although less so for bonds, which are 
likely to be muted in their performance and 
look less attractive on a relative basis.

The event that most caught my attention last 
quarter was Janet Yellen’s speech at Jackson 
Hole on the future path of monetary policy. 
Her speech reinforced the notions of ’new 
normal’ and ‘lower for longer’. According 
to Yellen, “even if the average level of the 
federal funds rate in the future is only 3 per 
cent, the new tools (forward guidance and 
asset purchases) should be sufficient unless 
the recession were to be unusually severe and 
persistent.” In essence she was saying that, 
in future, interest rate changes will move in 
tighter ranges from peak to trough and will 
always be combined with asset purchases 
and forward guidance. This new normal of 
interest rates ranging 0-3 per cent sets new 
standards for asset class valuations, cross 
asset correlations and volatility. 

Taking all this into consideration, the coming 
quarter should remain a constructive 
environment for risky assets but we would 
look to get more cautious as the quarter 
develops due to a combination of steepening 
yield curves, rate hike in December in the US 
(a surprise would be a hike in the November 
meeting), political event risk (US elections in 
November, Italy constitutional referendum 
(expected in November), and negative yields 
being seen for credit. 

In the remainder of this report, the ideas and 
research we present reflect Dolfin’s investment 
philosophy and analytical methods. We 
approach financial markets by combining 
forward looking quantitative models with 
fundamental analysis and economic intuition.

Enjoy the read

Vassilis Papaioannou

Buy US curve 
steepener

Long German 
/ Short Italian 
sovereign debt

Buy selected short 
dated hybrids and 
non-rated / high 
yield bonds

A flat yield 
curve means 
there is benefit 
in a steepener, 
especially given 
actions in Japan and 
by the Fed in the 
coming months

Trading 10-year 
German and Italian 
bonds with an 
expectation for the 
spread difference 
to widen

Selected names 
in the short call 
hybrid space, 
where attractive 
yields from high 
quality issuers can 
be found

2-4 2-4 4-6

2 2 3

Structured product Futures Single line credit 
securities

Buy emerging 
markets  
(India and China) 

Buy MIB/ 
Sell IBEX

Implement 
developed market 
smart beta 
strategies

Emerging market 
stocks are likely 
to benefit from 
improving 
fundamentals. We 
favour India and 
China

Relative 
performance idea 
backed by the 
expectations of a 
positive result in the 
Italian referendum 
and continuation of 
the PMI trend

Selection of stocks 
in UK, EU, US 
under different 
smart beta factors

8-10 4-6 8-10

4 3 4

ETFs Futures / ETFs Single line  
equities
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UNITED KINGDOM
The economic data readings in the post-Brexit period have 
taken most economists and investment professionals off-
guard, particularly those who had predicted a ’crash’ in 
the aftermath of the referendum. Last quarter, economic 
momentum was driven by retail sales beating consensus 
expectations for two consecutive periods, a rebound in 
September PMI levels, and supportive monetary policy 
from the Bank of England. 

For now, the Central Bank’s accommodative monetary policy, together with low unemployment 
anchored at 4.9 per cent, are likely to support economic activity in the future and insulate 
residential property from a sharp deterioration.

However, the BoE’s economic forecasts stated that the UK economy could slip into a mild 
recession in the medium term and we have updated our forecasts for the third and fourth 
quarter. We expect the latest higher-than-expected preliminary numbers for business 
investments to persist throughout Q4. On the private consumption side, we forecast 
deterioration in both quarters as a result of the continued depreciation of the pound. At a gross 
domestic product level, we expect weakness to appear in the Q3 final numbers, only to be 
followed by a year-end rebound.

UK GDP, Dolfin forecast

UK GDP components (% change, QoQ) Q3 2015 Q4 2015 Q1 2016 Q2 2016 Q3 2016,  
Dolfin forecast

Q4 2016,  
Dolfin forecast

Private consumption 2.3 2.9 2.7 3  

Fixed capital formation 4.3 2.2 0.3 1  

GDP 0.3 0.7 0.4 0.7   

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

Source: Bloomberg and Dolfin research, September 2016

Turning to the asset class overview, UK government bonds remained stable during the quarter 
as investors digested the Brexit vote and the ramifications for BoE policy. The yields on longer 
dated bonds dropped during the quarter, supported by safe-haven flows and investor demand 
generated by the ‘crowding out’ theme in shorter maturities. During the period, the 10-year 
bond yield dropped 12bps and the 30-year bond yield 20bps. In future we expect the BoE 
to provide support on any signs of market weakness and we maintain our positive forecast 
for gilts. This forecast is the result of our quantitative factor model for the UK Gilts based on 
German Bunds and US Treasuries as the main inputs.

MACRO OUTLOOK

Daria Kuzina 
Macro Analyst
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UK gilt futures price vs Dolfin forecast model

UK Gilts Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 

The UK equity market has demonstrated a stellar performance year-to-date and remains one 
of the front runners within the developed market universe. However, we avoid investing in 
the FTSE 100 index this time because we do not rule out the possibility of negative surprises 
coming out on the economic front. Moreover, our quantitative model suggests that the FTSE 
100 is likely to underperform going forward. The model is constructed using lagged inputs from 
the GBPUSD and the UK Gross Domestic Product and demonstrates that at the moment the 
main UK equity index is overvalued.

FTSE 100 index value vs Dolfin forecasting model

GBP/EUR Dolfin Forecasting Model

2010 2011 2012 2013 2014 2015 2016 
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Source: Bloomberg and Dolfin research, September 2016

Past performance is not a guide to future performance.

On the FX side, we expect the pound to weaken further, although not at the same rate. The 
fourth quarter should provide entry points for opportunistic trades either versus the US dollar 
or the Euro. Both our forecasting models illustrate the changes in performance we anticipate 
for the pound. Delving deeper into the analysis and breaking down the factors that affect the 
GBPUSD exchange rate, we see strong dependence on UK gilts (negative) and the Dollar Index 
(negative). This implies that any future move in the two aforementioned variables should have 
adverse effects on the GBPUSD.
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GBP/USD exchange rate vs Dolfin forecasting model

GBP/USD Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 

GBP/EUR exchange rate vs Dolfin forecasting model

GBP/EUR Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – FTSE 100 being the best performing market year-to-date limits any upside 

potential. However, further currency depreciation should support export-
oriented large companies 

Fixed income: 
Government 
debt

	Negative  – Low yields could persist, driven by the ongoing asset repurchase programme 
from the BoE and based on expectations for more easing from the 
policymakers

Fixed income: 
Corporate 
debt

	Neutral  – Corporate bonds are expensive in absolute term, but are likely to benefit from 
additional monetary stimulus or find buyers in a relative valuation strategy

Currencies 	Negative  – For now, the British pound may continue to limp along in the aftermath of the 
Brexit vote. However the rate of the currency depreciation is not likely to stay 
the same
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EUROPE
The economic picture in Europe hasn’t changed too much 
post-Brexit and on the back of the mild upward trajectory 
we maintain our positive view on the region. Consumer 
spending remains the main driver of gross domestic 
product growth in most economies, and business activity 
remains in good shape. 

Across the major European economies, manufacturing activity has been improving and inflation 
readings are on a positive trend, although still well below the European Central Bank’s desired 
level (0.4 per cent against 2 per cent target).

However, Europe - and in particular the Eurozone - is facing major challenges at the 
political level in the next ten months, including general elections in France, Germany and 
the Netherlands together with a lack of governmental legitimacy in Spain. Meanwhile, the 
previously postponed constitutional referendum to be held in Italy between 20 November 
and 5 December is the key European event we will watch for in the near future. The success of 
the referendum will in part determine the future of the Italian banking system and in turn the 
economic recovery of the country. Alternatively, the referendum’s failure could shuffle the deck 
as to the future composition of the national parliament and result in even more challenges for 
the European Union.

Crunching the economic data and based on our forecasts, we expect weak and unchanged 
private consumption, robust fixed capital formation, and some weakness in exports towards 
the end of the year. At an aggregate level, the final readings for the third quarter should 
be positive, while we expect softness ahead. With this in mind, we still do not exclude the 
possibility of an additional push from policymakers at some point towards the end of the year.

Eurozone GDP, Dolfin forecast

UK GDP components (% change, QoQ) Q3 2015 Q4 2015 Q1 2016 Q2 2016 Q3 2016,  
Dolfin forecast

Q4 2016,  
Dolfin forecast

Private consumption 1.9 1.7 1.9 1.7  

Fixed capital formation 2.7 3.7 2.5 2.4  

Exports 5.7 4.8 2.3 2.2   

GDP 0.4 0.4 0.5 0.3  

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

Source: Bloomberg and Dolfin research, September 2016
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The next two tables show PMI and inflation data for the major Eurozone countries. There is a 
clear uptrend in PMI across countries that supports our bullish equities view. Additionally, the 
improving inflation data should bolster the euro to some extent. Despite the negative news 
(developments around Deutsche Bank, the Italian banking sector, Brexit themes), the major 
European economies are on a positive economic path. We believe, these improvements have 
not been fully priced into the equity markets.

European PMI gives a positive picture for economic developments in the region
(Critical level: 50, where the number of above 50 indicates economic expansion and the level below 50, especially with a 
downward trend for several consecutive months, serves as a warning sign for the economy)    
  

Country / Region May  
2016

June  
2016

July 
2016

August 
2016

September 
2016

MANUFACTURING

Eurozone 51.5 52.8 52 51.7 52.6

Germany 52.1 54.5 53.8 53.6 54.3

France 48.4 48.3 48.6 48.3 49.7

Italy 52.4 53.5 51.2 49.8 51

Spain 51.8 52.2 51 51 52.3

SERVICES

Eurozone 53.3 52.8 52.9 52.8 52.1

Germany 55.2 53.7 54.4 51.7 50.6

France 51.6 49.9 50.5 52.3 54.1

Italy 49.8 51.9 52 52.3 not released

Spain 55.4 56 54.1 56 not released

Source: Bloomberg and Dolfin research, September 2016

European harmonised index of consumer prices (YoY change, %)  
is on a positive trend but still far below the desired 2% level   

Country / Region April  
2016

May  
2016

June  
2016

July  
2016

August  
2016

September 
2016

Eurozone -0.2 -0.1 0.1 0.2 0.2 0.4

Germany -0.3 0 0.1 0.4 0.3 0.5

France -0.1 0.1 0.3 0.4 0.4 0.5

Italy -0.4 -0.3 -0.2 -0.2 -0.1 0.1

Spain -1.2 -1.1 -0.9 -0.7 -0.3 0.1

Source: Bloomberg and Dolfin research, September 2016
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In equities, we maintain our bullish view for the major German index. In the last quarter we 
presented a model based on interest rates (Euribor, Bobl, Bunds), while this particular model 
takes into account only the interaction of DAX and Bunds. These variables have a two-way 
causal relationship, which allows us to build models for both of them. The DAX model takes  
into account the positive contribution of both the DAX’s and Bunds’ past returns, with a three 
month lag.

DAX index vs Dolfin forecasting model

 DAX Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016

Past performance is not a guide to future performance. 

Turning to fixed income, European yields remain firmly anchored in deeply negative territory, 
especially in the short end and belly of the curve. Within the government universe, Spain and 
Italy are the exceptions, with positive yields from the 4/5 year point although recently their 
relative weakness has been driven by political instability, particularly in Italy.

European sovereign bond yields across different maturities (%, yield-to-maturity) 

Country 1 
Year

2 
Year

3 
Year

4 
Year

5 
Year

6 
Year

7 
Year

8 
Year

9 
Year

10 
Year

15 
Year

20 
Year

30 
Year

Germany -0.71 -0.7 -0.71 -0.68 -0.58 -0.55 -0.49 -0.39 -0.28 -0.12 0 0.23 0.44

Netherlands -0.7 -0.67 -0.65 -0.64 -0.48 -0.48 -0.39 -0.26 -0.12 0 0.21 0.3 0.51

Finland -0.67 -0.67 -0.63 -0.56 -0.52 -0.44 -0.35 -0.25 -0.14 0.02 0.26 - 0.52

Austria -0.69 -0.68 -0.62 -0.56 -0.5 -0.44 -0.41 -0.35 -0.07 0.09 0.03 0.51 0.76

France -0.66 -0.65 -0.62 -0.55 -0.45 -0.36 -0.29 -0.11 0.03 0.18 0.47 0.75 0.96

Belgium -0.64 -0.67 -0.6 -0.56 -0.48 -0.43 -0.33 -0.19 -0.02 0.13 0.5 0.58 1.06

Ireland -0.49 -0.47 -0.46 -0.41 - -0.26 -0.14 0.04 0.21 0.31 0.64 - 1.14

Spain -0.28 -0.23 -0.16 -0.06 0.03 0.11 0.26 0.55 0.7 0.88 1.23 1.61 1.98

Italy -0.26 -0.12 -0.01 0.04 0.26 0.42 0.61 0.8 1.02 1.18 1.53 1.83 2.24

Source: Pension Partners, Dolfin research, September 2016
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Overall, we see little value in European governments with yields at or near all-time lows, 
preferring to look for opportunities along the curves, or between countries. For corporates, the 
highest quality credits are also firmly in negative territory in the short end and even belly of the 
curve. High yield continues to present relatively attractive carry and roll down opportunities, 
with yields above 2 per cent from the 3-year point out. 

European yields based on ratings and maturity (%, yield-to-maturity, includes both sovereign 
and corporate bonds) 
EUR
AAA -0.412 -0.360 -0.375 -0.299 -0.234 -0.214 -0.129 -0.003 -0.083 0.228

AA -0.335 -0.302 -0.242 -0.193 -0.107 -0.110 -0.052 0.130 0.296 0.363

A -0.051 0.039 0.009 0.148 0.237 0.341 0.512 0.703 0.845 0.836

BBB 0.056 0.185 0.226 0.675 0.800 1.152 1.098 1.478 1.821 1.848

BB 1.934 1.823 2.242 3.195 3.766 2.927 4.196 3.859 3.063 3.786

B 4.420 4.857 4.864 4.564 4.282 4.072 5.494 4.868 4.897

CCC 124.342 19.870 9.618 8.783 8.640 8.565 8.293 8.381

1 2 3 4 5 6 7 8 9 10
Source: Bloomberg and Dolfin research, September 2016

German government bond yields steepened slightly during the quarter as very short dates 
remained deeply entrenched in negative rate territory and very long dated maturities (30-year) 
rose around 6 basis points, mainly in sympathy with their Japanese counterparts and on some 
disappointment following September’s ECB meeting. Nevertheless, bond yields remain close to 
historic lows across the curve. The Bunds case has been puzzling us for a long time and we have 
now concluded that the time to initiate a short position in this market is a couple of quarters 
away. Bunds have been steadily rising since 2011 and our econometric analysis has shown that 
there is a long-term mean reverting component in the Bunds that should start materialising in 
2017. However, our quarterly model based on DAX, Bunds past values, and German inflation 
shows there is still some resilience in the current prices.

10yr Bunds future price vs Dolfin forecasting model

Bunds Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016
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Last but not least, the euro has been trading within a tight range for the past three months in 
the aftermath of Brexit. We remain bearish in the euro despite steadily improving economic 
fundamentals in the core Eurozone countries and the ECB President’s reluctance to announce 
an extension of the QE programme. We see the EUR as fairly valued at the area of 1.12-1.14. 
From a quantitative perspective, our multivariate model based on JPY, GBP, and German 
industrial production points to further weakness.

EUR / USD exchange rate vs Dolfin forecast

EUR/USD Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Extraordinary low and even negative investment-grade corporate bond yields 

now put upward pressure on equity prices
 – Strengthening PMI and industrial data point to outperformance of cyclical 

stocks in the near term

Fixed income: 
Government 
debt

	Negative  – Yields are set to stay low for now due to the ongoing quantitative easing 
programme by the ECB and debt in the periphery is still likely to underperform 
on the back of increasing political uncertainties

Fixed income: 
Corporate 
debt

	Neutral  – The ECB’s Corporate Sector Purchase Programme has pushed yields to extreme 
lows. This trend can continue, although the room for further compression is 
more limited

 – Short-dated high yield debt has better risk reward characteristics due to 
improving lending conditions to businesses and lower probability of default 
rates compared to other regions

Currencies 	Negative  – Monetary policy divergence and the Italian referendum should drive the Euro 
lower in the medium term
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UNITED STATES OF AMERICA
US economic growth is likely to remain benign led by strong 
consumer and services sectors. Last quarter, we saw real GDP 
beating consensus expectations and reaching 1.4 per cent 
year-on-year. 

The unemployment rate, one of the main determinants of the Federal Reserve’s monetary policy, 
has already stabilised at 4.9 per cent, which is below the long-term target. Inflation in the US is the 
firmest compared to other developed economies and consumer spending was on a positive track 
during the last quarter. The weakness in August PMI data proved to be a seasonal factor, given the 
rebound in the business activity indicator released the following month.

We expect inflation to continue to grow before levelling off at around 2 per cent in the coming 
quarters. That’s one reason we think a rate hike before year end is likely. At the moment,  
markets are pricing in the probability of a hike in December 2016 at about 60 per cent and the 
number of public pro-hike comments from Fed members has been on the rise since the last 
committee meeting.

According to our forecasts, US GDP is set to remain strong and keep its pace in the medium term 
due to persisting private consumption and recovered business investments.

US GDP, Dolfin forecast

US GDP components  
(% change, QoQ)

Q3 2015 Q4 2015 Q1 2016 Q2 2016 Q3 2016, 
Consensus / 
Dolfin

Q3 2016, 
Consensus / 
Dolfin

Private consumption 2.7 2.3 1.6 4.3  

Fixed capital formation 2 -2.3 -3.3 -7.9   

US GDP 2 0.9 0.8 1.4  

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

Source: Bloomberg and Dolfin research, September 2016

The Fed’s favourite inflation metric (personal consumption expenditure) remains on the upside, 
close to the desired levels. When we model the course of the PCE using the Dollar Index as an 
independent variable we get a positive future value for the coming quarters.

Inflationary expectations based on US dollar (PCE, %, yoy) vs Dolfin forecasting model
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Source: Bloomberg and Dolfin research, September 2016
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The US equity market remains attractive and in anticipation of the earnings season we expect 
more upside. Our macro model on the S&P 500 maintains its positive forecast despite the negative 
reading in the PMI during August. 

Moving on to treasuries, we hold a negative view – based on the Fed’s intention to raise rates and 
our own forecasts. We have created a forecasting model on treasuries based on gilts and EURUSD. 
These two variables have a predictive lagged power on treasuries and act as a good proxy for 
forecasting.

With regards to the US yield curve; the Fed’s ‘dot-plot’ continues to converge with market pricing 
which resulted in a flattening of the yield curve. Very short dated (2-year) bond yields rose 18 bps 
during the quarter whilst 10-year bond yields rose 13 bps and 30-year bonds only 3 bps. In future, 
we expect the curve to steepen and this is an investment idea we analyse in detail in the Ideas 
section of this Outlook.

US treasuries futures price vs Dolfin forecasting model

US Treasuries Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 

The US dollar, as the key variable in most intermarket relationships, acts as the key determinant for 
most risky assets. As such, forecasting the future evolution of the dollar is a challenging but very 
important task. We have developed a model that predicts the currency’s future behaviour based on 
an autoregressive component and the US 2-year notes lagged returns. The forecasting accuracy of 
the model can be seen below. For the next quarter, the model predicts lower values but taking into 
account the Fed’s intentions and inflationary developments we prefer to keep a neutral stance.

US Dollar Index values vs Dolfin forecasting model

USD index Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016 
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Additionally, the dollar index is a major determinant in the crude oil equation. Breaking down the 
dynamics of crude oil price fluctuations and analysing quantitatively the influential variables, we 
find usual and unusual suspects: OPEC supply, China demand, dollar index, Baltic dry index, and 
OBX index. The relationship of the aforementioned variables is in line with economic theory and 
investment practice and indicated a fair value around $50 per barrel. However, decomposing a 
variable on a contemporaneous basis and forecasting are two different things. In the graph below 
we show our forecasting model based on the Baltic dry index and the dollar index. The indication 
is positive at the margin, but given the recent supply/demand developments we keep our positive 
outlook for crude oil.

Crude oil price vs Dolfin forecasting model

Cude oil Dolfin Forecasting Model
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Source: Bloomberg and Dolfin research, September 2016

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – US equities are still likely to outperform fuelled by the continuing growth of the 

economy 

Fixed income: 
Government 
debt

	Negative  – In anticipation of the next rate hike in the US, government bond yields are 
likely to rise

Fixed income: 
Corporate 
debt

	Positive  – High yield debt is likely to benefit from healthy economic growth in the US, 
capital inflows from other economies with accommodative monetary policies, a 
recovery in the energy sector and improvements in bank loans

Currencies 	Negative  – US currency appreciation is likely to persist in part due to divergence in 
monetary policies
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ASSET CLASSES: MACRO VIEW

Heading into the final quarter of the  
year the global picture looks less gloomy  
than was feared in the Brexit aftermath. 
Economic growth has been resilient and 
incoming macro data supports this view. 
We expect marginal returns to stay positive, 
albeit at lower levels. Thus, we position our 
portfolios in a moderate risk-on stance where 
we blend our tactical trades with exposures 
around longer-run trends.

Equities: There are still fish to fry
In the US in October, we anticipate an upward 
trend in stock market performance as the 
earnings season kicks off. That should be 
followed by a period of elevated volatility 
before the presidential election in November. 
Nevertheless, for now we refrain from drawing 
links between any potential political shocks 
and investment implications. History tells us 
that presidential election results have not 
impacted investment returns (for the last 
seven out of 10 presidential election years, 
stock market performance proved to be 
positive regardless of the result). Rather, every 
new leader had to surf the waves of both 
boom and bust in the economy. A victory for 
Clinton would lead to less disruption from 
the status quo, with mild headwinds to be 
expected for financials, biotech and pharma. 
Some predictions about the impact should 
it go the other way strike us as somewhat 
sensationalist, although it’s true that a  

Trump presidency would likely mean more 
tailwinds for traditional energy producers and 
US financials.

Be it Clinton or Trump, both candidates will 
look to support US growth, and we expect 
corporate America to benefit. Should healthy 
economic data persist, we are ready to use 
any market weakness as an opportunity 
to increase holdings in value stocks, with 
a preference for consumer, energy, basic 
materials and regional banking sectors. Until 
now, macro data has proved to be especially 
resilient for consumption and labour markets 
(consumer spending and wage growth 
numbers are firm since the beginning of the 
year and the unemployment rate has been 
steady at the 4.9 per cent level for the last 
three months, while job openings are the 
highest since 2009). Lower earnings in the 
energy sector are likely to fade away as oil 
prices firm up, cheering up valuations for 
stocks. We favour basic materials (since China 
seem to be stabilising and global growth 
looks healthy) and regional US banks are 
positioned to benefit from an increase in 
interest rates in the economy.

On the other side of the Atlantic the picture 
remains challenged, principally by political 
uncertainty. So far, we haven’t seen a 
significant deterioration in economic activities 
caused by Brexit, and economic data both in 
the UK and Europe encourages us to keep 

“So far, we haven’t 
seen a significant 
deterioration in 
economic activities 
caused by Brexit.”

“Both candidates 
will look to support 
US growth, and we 
expect corporate 
America to benefit.”

Stock market performance (S&P500, Q4, % change in value) proves to be more dependent on 
the economic cycles rather than presidential elections (years in red) 
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our equity holdings for the foreseeable future 
(mainly supported by resilient household 
spending in both regions, amongst  
other factors).

In the UK, we prefer to stick to a defensive 
stance in our stock picking. We favour sectors 
with a historical competitive advantage and 
a greater reliance on external demand. The 
pharmaceutical sector remains healthy at a 
global level and is likely to stay afloat on the 
back of continuing business investments. 
Transportation and infrastructure-related 
companies are likely to be supported by 
government projects and potential fiscal 
spending. We see attractive opportunities 
in low beta high-quality income stocks and 
prefer to refrain from making directional 
calls on the FTSE 100, which is at an all-time 
high and has already outperformed other 
developed markets.

In Europe, we favour exporters, industrials and 
basic materials, which are likely to continue 
to benefit from a weaker domestic currency 
and the sanguine environment for business 
industrial activity (strong industrial production 
and PMIs above 50 across the major European 
economies). We position ourselves in high 
quality equities with strong momentum and 
relatively high income characteristics.

With the hunt for yield still very much a factor, 
we are encouraged by the improved outlook 
for emerging markets and do not shy away 
from increasing our exposure. Divergence 
in growth expectations between developed 
and emerging markets could potentially lead 
to more capital inflows to emerging markets 
(concerns over commodity prices and a hard 
landing in China have abated for now). The 
upward trend for PMI levels and lower current 
account deficit in most emerging markets 
suggest less vulnerability to monetary policy 
moves in the developed economies. India, 
with its growth prospects staying around 8 
per cent, remains our top pick.

Fixed income: Nothing  
new under the sun
With broadly unchanged monetary policies 
across the globe, the established trends are 
set to continue – the hunt for yield is likely to 
persist and push investors to riskier options: 
lower down the rating spectrum and into 
longer dated maturities.

Government debt still looks expensive to us. 
With yields regularly making new lows in both 
high rated and lower rated sovereigns, we 
would need to see considerable widening in 
the spreads of Spain and Italy before we felt 
compelled to change our strategic view on 
this segment.

Compared to its peers, the UK investment 
grade space offers both room and potential 
for tightening: the demand for high quality 
UK corporate bonds is set to continue on 
the back of the ongoing Asset Repurchase 
Programme implemented by the Bank of 
England. Recently, the BoE provided details 
on its eligible universe: 271 bonds across 
110 issuers, concentrated in BBB rated UK 
utilities, industrials and transportation (the 
plan aims to purchase £10bn in the coming 18 
months, from an eligible universe amounting 
to £10bn). Given that many similarities can be 
drawn with the bond purchase programme of 
the European Central Bank, we expect further 
spread tightening for eligible bonds within the 
UK investment grade universe.

In Europe, we favour short-dated high yield 
and short dated hybrids over higher quality 
investment grade issues, many of which are 
now toying with negative yield territory at 
least in short maturities. US high yield bonds 
look the most supported by capital flow 
dynamics, stabilising commodity prices (with 
the energy sector representing a significant 
part of the US high yield market), and 
relatively healthy leverage levels of corporates 
(as Fed Chair, Janet Yellen noted at the last 
meeting). Nevertheless, we remain conscious 
of the potential market repercussions of 
the US elections and a December rate hike. 
Therefore, we prefer to focus on the short end 
of the curve, where carry remains attractive, to 
dilute the portfolios against spread volatility.

Lastly, we see opportunities in the senior and 
subordinated bonds of non-rated companies, 
where investors can find certain issuers at a 
premium to similar quality rated issuers. In 
many of these instances we also see tangible 
catalysts on the horizon which could lead to 
spread performance, not least the possibility 
that the issuer chooses to obtain a rating, 
which in itself increases the buying pool of 
investors by a considerable margin. 

Commodities: Trying to reach stability
Having been on the recovery trail since the 
beginning of the year, oil price performance 

“Government debt 
still looks expensive 
to us.”

“We see fewer 
chances for gold to 
shine.”
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proved to be driven mainly by the rebalancing 
of supply and demand dynamics and is likely 
to remain so in the near-term. 

Improvements on the supply side emanate 
from the surprising decision by OPEC to 
limit their output for the first time in eight 
years with potential for non-OPEC supply to 
slide down as well. On the demand side, we 
see potential for a healthy growth primarily 
driven by India, China and the US (with a firm 
outlook for all three economies in the near 
future). As a result, the upcoming cumulative 
contraction in oil production can be seen 
to be around 1.36 million barrels per day 
while demand is anticipated to increase by 
1.23 million barrels per day. We expect oil to 
trade in a range of $50-60 per barrel which is 
supported by both sides of the equation.

With reviving risk appetite across markets, 
we see fewer chances for gold to shine. The 
firming of the rhetoric for a December rate 
hike in the US has similarities with the tone 
from the Fed this time last year: the forward-
looking guidance now sounds more certain 
and is being taken more seriously than before 
(the probability of a rate hike at the last 
meeting of the year has changed to 61 per 
cent now compared to 11.8 per cent in July, 
which proves that markets are slow but sure 
in pricing the next hike on the horizon). With 
anticipation for the US dollar to be more of 
a safe haven than other asset classes, we 
don’t see too many catalysts for a sustainable 
further increase in the gold price, which tends 
to have an inverse relationship with the dollar.

Unlike gold, we see more potential for 
copper to outperform after a long-standing 
downtrend move in prices since 2011.

Currencies: Better safe with the dollar 
than sorry with the others
Of the major currencies, we continue to 
favour the US dollar. With an improving labour 
market, better-than-expected economic 
growth and anticipations of higher interest 
rates, the US currency should remain strong. 
In particular, we see the start of a longer term 
appreciation by the dollar against its peers in 
Europe and Japan.

Meanwhile, the Japanese yen has continued 
strengthening over the last quarter on the 
back of limited intervention from the Bank 
of Japan. The last policymakers’ move was 
expressed only in telegraphing to the markets 
a forward-looking guidance for quantitative 

and qualitative easing – a new programme 
designed to stimulate inflation and provide 
conditions for yield curve steepening. 
However, we still expect policymakers to 
undertake further actions by year-end, as a 
result of a strong commitment to the BoJ’s 
2 per cent inflation target. Moreover, we 
see increased chances for more aggressive 
monetary policy in the last quarter, given that 
the economy has already taken a hit from the 
stubbornly appreciating yen (both corporate 
profits and export levels sliding down to -10 
per cent year-on-year growth rates). The yen 
could weaken against the dollar this year if 
the BoJ follows its stated guidance and drives 
negative interest rates lower still.

The recent decision by the European Central 
Bank to leave its monetary policy unchanged 
has pushed the euro higher against the US 
dollar and the British pound. We believe 
this trend is unsustainable though and the 
currency could pull back at some point. 
The upcoming major political events in the 
euro area, with the most pressing being 
the December referendum in Italy (the third 
largest economy in the region) could create 
headwinds for the euro. On the economic 
data front, despite no significant post-Brexit 
changes across the Eurozone, inflation levels 
remain at worryingly low levels and could 
encourage the ECB to tilt towards introducing 
more policy measures. Any further easing 
from the ECB, together with the persistence 
of political uncertainties would lead to further 
currency weakness.

Concerns surrounding emerging markets 
currencies have faded during the last three 
months. The Mexican peso is our top 
pick, given that the Mexican Central Bank 
is determined to support the currency. 
Policymakers’ commitment to tame both 
inflation and currency depreciation has 
already been demonstrated by the raising 
of borrowing costs three times this year. We 
do not rule out the possibility of more hikes 
in the economy, nor the implementation of 
capital control measures should the currency 
show further signs of weakness and inflation 
dynamics deteriorate.

At the same time, we position ourselves for an 
additional appreciation of commodity-linked 
currencies, which are likely to be nurtured 
by improving momentum for oil prices in 
the months ahead. In particular we favour 
Norwegian krona, Brazilian real, Australian 
and Canadian dollars.

“We continue 
to favour the US 
dollar.”

“In emerging 
markets, the 
Mexican peso is our 
top pick.”
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IDEA: IMPLEMENT DEVELOPED MARKET 
SMART BETA STRATEGIES (UNITED STATES)

Equities

Implementation
A basket of single line 
securities of issuers from 
the United States

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
The recent dynamics show that the US economy remains in good health, compared 
to other developed markets. We see unemployment at historic lows, robust wage 
growth and improvements in inflation. In Europe and the US, we still see opportunities 
for generating solid returns via investing in growth stocks that are appreciating in 
value with momentum.

With this in mind, we have a broader selection of US stocks by using our smart beta 
equity methodology. The stocks have attractive valuations with positive earnings and 
cash flow trend among other quality factors.

Idea specific risks

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

 – The performance of stocks 
can be affected by volatile 
market conditions

 – Stock prices can be 
vulnerable to negative 
surprises on the corporate 
earnings front

Cumulative performance – Dolfin US stock index – gross return 
(USD, rebased at 100: Sep 2005)

Dolfin US Stocks S&P 500
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Source: Bloomberg and Dolfin research, September 2016

This chart is the result of back-testing. The value of your investment may rise or fall. Past performance is not a guide 
to future performance. Rebalancing takes place quarterly, on the last business day of March, June, September and 
December (other Dolfin indices are available upon request).

Annual gross performance (%)

Year (Jan-Dec) Dolfin US stocks S&P 500
2006 14.58 15.79

2007 16.68 5.49

2008 -23.75 -37.00

2009 18.07 26.46

2010 8.79 15.06

2011 11.63 2.11

2012 12.79 16.00

2013 22.07 32.39

2014 15.31 13.69

2015 -1.34 14.00

2016 YTD 9.33 6.36

Source: Bloomberg and Dolfin research, September 2016
Past performance is not a guide to future performance.
Comparative performance against the benchmark:

 – Volatility Reduction: -19.88%

Illustrative stock selection (the entire portfolio is available upon request)

Ticker Name Market capitalisation (USD billion) Country Sector
CMCSA US Equity COMCAST CORP-CLASS A 160.27 US Communications

LKQ US Equity LKQ CORP 10.90 US Consumer, Cyclical

TSN US Equity TYSON FOODS INC-CL A 29.86 US Consumer, Non-cyclical

AET US Equity AETNA INC 40.58 US Consumer, Non-cyclical

GD US Equity GENERAL DYNAMICS CORP 47.46 US Industrial

RSG US Equity REPUBLIC SERVICES INC 17.26 US Industrial

HRS US Equity HARRIS CORP 11.31 US Industrial

INTC US Equity INTEL CORP 179.02 US Technology

LRCX US Equity LAM RESEARCH CORP 15.29 US Technology

AEE US Equity AMEREN CORPORATION 11.92 US Utilities
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IDEA: IMPLEMENT DEVELOPED MARKET 
SMART BETA STRATEGIES (UK)

Equities

Implementation
A basket of single line 
securities of issuers from 
the United Kingdom

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
By using our smart beta tools, we developed a proprietary methodology for a 
dynamically managed stock selection strategy. With the persisting hunt for yield and 
more accommodative policy in the UK following peers in other developed economies, 
the environment for income stocks is more supportive. Income stocks provide steady 
dividend streams and above-average growth compared to their peers. Moreover, 
income stocks have low levels of volatility, which helps to mitigate potential downside 
risk. We see attractive opportunities in low beta stocks of the UK companies with 
healthy balance sheets and a potential for a stable performance.

Idea specific risks

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

 – The performance of value 
stocks can be affected by 
volatile market conditions

 – Stock prices can be 
vulnerable to negative 
surprises on the corporate 
earnings front

Cumulative performance - Dolfin UK stock index - gross return  
(GBP, rebased at 100: Sep 2005) 

Dolfin UK Stocks FTSE 100
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Source: Bloomberg and Dolfin research, September 2016

This chart is the result of back-testing. The value of your investment may rise or fall. Past performance is not a guide 
to future performance. Rebalancing takes place quarterly, on the last business day of March, June, September and 
December (other Dolfin indices are available upon request).

Annual gross performance (%)

Year (Jan-Dec) Dolfin UK stocks FTSE 100 
2006 15.83 14.40

2007 14.71 7.40

2008 -17.54 -28.30

2009 20.11 27.30

2010 16.77 12.60

2011 10.54 -2.20

2012 5.76 10.00

2013 21.12 18.70

2014 8.64 0.70

2015 8.10 -1.30

2016 YTD 12.34 10.85

Source: Bloomberg and Dolfin research, September 2016 
Past performance is not a guide to future performance.
Comparative performance against the benchmark:
 – Volatility Reduction: -17.45%

Illustrative stock selection (the entire portfolio is available upon request)

Ticker Name Market capitalisation (GBP billion) Country Sector
CPG LN Equity COMPASS GROUP PLC 24.56 UK Consumer, Cyclical

KGF LN Equity KINGFISHER PLC 8.48 UK Consumer, Cyclical

REL LN Equity RELX PLC 30.44 UK Consumer, Non-cyclical

WPP LN Equity WPP PLC 23.25 UK Communications

BP/ LN Equity BP PLC 85.13 UK Energy

BA/ LN Equity BAE SYSTEMS PLC 16.64 UK Industrial

WOS LN Equity WOLSELEY PLC 10.99 UK Consumer, Cyclical

SGE LN Equity SAGE GROUP PLC 7.97 UK Technology

MNDI LN Equity MONDI PLC 7.88 UK Basic Materials

CNA LN Equity CENTRICA PLC 12.48 UK Utilities
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IDEA: IMPLEMENT DEVELOPED MARKET 
SMART BETA STRATEGIES (EUROPE)

Equities

Implementation
A basket of single line 
securities of issuers from 
Europe

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
The sanguine European economic environment along with supportive monetary policy 
set the scene for a better performance of value stocks. We believe that picking stocks 
with strong momentum and healthy issuer fundamentals will provide an opportunity 
to outperform conventional stock indices, such as Eurostoxx 50.

Idea specific risks

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

 – Stock performance can be 
affected by volatile market 
conditions

 – Stock prices can be 
vulnerable to negative 
surprises on the corporate 
earnings front

Cumulative performance - Dolfin Europe income stock index - gross return  
(EUR, rebased at 100: September 2005) 

Dolfin European Stocks Eurostoxx 50
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Source: Bloomberg and Dolfin research, September 2016

This chart is the result of back-testing. The value of your investment may rise or fall. Past performance is not a guide 
to future performance. Rebalancing takes place quarterly, on the last business day of March, June, September and 
December (other Dolfin indices are available upon request).

Annual gross performance (%)

Year (Jan-Dec) Dolfin European 
stocks

EuroStoxx 
50

2006 30.80 18.04

2007 7.35 9.60

2008 -30.48 -42.40

2009 18.17 25.63

2010 16.60 -2.94

2011 -5.12 -14.00

2012 25.53 18.10

2013 22.17 21.53

2014 8.97 3.95

2015 14.84 6.45

2016 YTD -3.11 -7.32

Source: Bloomberg and Dolfin research, September 2016
Past performance is not a guide to future performance.
Comparative performance against the benchmark:
 – Volatility Reduction: -26%

Illustrative stock selection (the entire portfolio is available upon request)

Ticker Name Market capitalisation (EUR billion) Country Sector
EVK GR Equity EVONIK INDUSTRIES AG 13.99 Germany Basic Materials

SOLB BB Equity SOLVAY SA 10.90 Belgium Basic Materials

PUB FP Equity PUBLICIS GROUPE 15.21 France Communications

WKL NA Equity WOLTERS KLUWER 11.50 Netherlands Communications

SW FP Equity SODEXO 16.30 France Consumer, Cyclical

REN NA Equity RELX NV 35.16 Netherlands Consumer, Non-cyclical

HEN3 GR Equity HENKEL AG & CO KGAA VORZUG 48.49 Germany Consumer, Non-cyclical

DG FP Equity VINCI SA 40.59 France Industrial

HO FP Equity THALES SA 17.38 France Industrial

CAP FP Equity CAPGEMINI 15.01 France Technology
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IDEA: BUY EMERGING MARKETS  
(INDIA AND CHINA)

Equities

Implementation
Exchange traded funds

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
India and China are the two countries that contribute the most to global growth 
and are considered bellwethers in the emerging market space. We favour two ETFs 
when it comes to investing in the equities markets (FXI US for China, and INDA for 
India). Below we contrast four charts that show our linkages of the equities vis-à-
vis key macroeconomic variables. Regarding China, the recent improvement in the 
PMI numbers and stabilisation in the growth rate set the stage for further equity 
market advances. In India, the successful succession in the Reserve Bank of India has 
given investors confidence that the country is firmly committed to fighting inflation. 
Inflation has peaked and the central bank has now more room to lower interest rates 
and further boost the economy. The uptick in the PMI is another indication that the 
manufacturing sector is healthy and provides fuel for the equity market to rise.

Idea specific risks

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

China
 – Further capital account 

liberalisation may lead to 
capital outflows

 – Level of Chinese corporate 
debt and NPAs

 – Potential burst of Chinese 
housing market bubble in 
the Chinese housing market

India 
 – Political instability may 

jeopardise structural reforms
 – Unexpected inflationary 

pressures and rising 
interest rates

China ETF price vs Chinese GDP output (%, QoQ) 
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Indian ETF price vs Indian PMI  
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IDEA: BUY MIB / SELL IBEX

Equities

Implementation
Futures / ETFs

Investment 
horizon
3-6 months

Expected return
4-6%

Rationale
We decided to look at the ratio of Italian over Spanish equities, which we will 
refer to as the Pair. The Pair has been moving lower recently due to prolonged 
uncertainty around Italy’s referendum and Spain seeing the end of the governmental 
instability tunnel. However, looking ahead and modelling the performance of the 
Pair we believe there is an opportunity to buy the Pair at these levels (i.e. buy Italian 
equity and sell Spanish equity). The first graph shows that Italian PMI has recovered 
although the Pair has not historically done so. Also, measuring the spread in PMI 
numbers between the two countries (recently Spain outperforming Italy), and taking 
a contrarian view, we expect this course to be reversed and as such provide support 
for the Pair. The last graph shows our strategy performance (trading the Pair long and 
short) via a multivariate econometric model. The modellings’s performance has been 
consistent and currently provides positive forecasts for the next two quarters.

Idea specific risks

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

 – Italy enters into political 
vacuum as a result of a 
negative result in the 
referendum

 – Italian banking sector fails 
to address its problems in a 
prudent and efficient way

MIB/IBEX ratio vs Italian PMI   
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IDEA: BUY YIELD CURVE STEEPENER

Fixed income

Implementation
1 year income structure 
on the spread between 
10-year swaps and 
2-year swaps

Investment 
horizon
1 year 

Expected return
4-8% 

Rationale
We feel that the current market context presents an opportune entry point for a 
steepener in US treasuries, by holding two-year futures and selling 10-year futures. 
We consider a rate hike to be on the horizon in the US and expect other central 
banks to follow the Bank of Japan in reacting to historically flat yield curves. In such 
circumstances we favour shorter duration bond assets and expect longer dated bonds 
to cheapen on a relative basis.

Currently, the spread between the 2-year and the 10-year US bond yield is 83 basis 
points, having started the year at 122 bps, with a low print of 75 bps. Using this as our 
guidance, we would look to set a stop-loss at a spread of 70 bps (-13 bps) and target 
an initial move to 122 bps (+ 39 bps of potential return) providing us with a 3 to 1 risk 
/ reward ratio. In analysing the evolution of this relationship since January 2010, we 
can see that the curve spread flattened to 75 bps but has been as steep as 291 bps, 
so there is certainly a lot of upside potential.

For clients that are unable to trade the futures directly, we also offer an income 
structured product using the spread between 10 vs 2-year swap rates. The product 
provides 90 per cent hard capital protection if the spread doesn’t widen and quarterly 
coupons if the spread between the two swap rates does widen along with 100 per 
cent of capital invested.

Idea specific risks

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

 – A delay in the Fed not 
raising rates could cause 
the curve to flatten further, 
and weak macroeconomic 
data causing investors to 
be concerned that inflation 
may decrease and or a 
recessionary environment 
may be on the way

 – Swap rates may be affected 
by the credit quality of banks 
and the mortgage market

US 10-year vs 2-year spread, (%)
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The current spread of the 10-year swaps - 2-year swap is 45 bps

Spread required for coupons to be paid Coupon (p.a.)
50 bps 4.00%

60 bps 6.00%

70 bps 8.00%
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IDEA: LONG GERMAN BUND /  
SHORT ITALIAN BTP

Fixed income

Implementation
Futures

Investment 
horizon
3 months

Expected return
2-5%

Rationale
This trading strategy is based on the spread between the 10-year German and Italian 
bonds. At the height of the European crisis, the Italian 10-year was trading 460 bps 
higher than its German counterpart. Post-Brexit vote and in anticipation of further 
economic fluctuations in the coming quarters, we expect the spread to widen. This 
can be implemented via buying the Bund future and selling the Italian one. A market 
neutral strategy with a low level of risk and no beta characteristics gives direct 
idiosyncratic exposure to the German/Italian economic and fiscal characteristics.

Idea specific risks

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

 – Coordinated action by EU 
Commission and ECB to 
consider the issuance of 
Eurobonds

 – Risk-on environment where 
investors turn their attention 
to non-negative yielding 10-
year bonds

Yield spread (%): 10-year Italian - 10-year German is set to revert closer to historical levels
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Implementation
A basket of single line 
securities in credit

Investment 
horizon
12 months

Expected return
2-3%

Rationale
With investment grade bond yields sinking to new lows, performance of the segment 
is increasingly determined by government bond performance. Certain higher 
beta zones of the universe have lagged the summer rally and we see interesting 
opportunities in the short call (particularly 3-5 years) hybrid space, where we can 
extract attractive yields from high-quality issuers, investing in instruments that are 
typically less sensitive to interest rates. In addition, we consider the non-rated space 
to hold many opportunities, as investors can find such issuers at a premium to similar 
quality (rated) issuers, in certain instances with identifiable positive catalysts that could 
lead to outperformance in the near term.

Idea specific risks

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

 – An unexpected reversal of 
monetary policies

 – Market sell-off
 – Idiosyncratic risk per specific 

issuer

IDEA: BUY SELECTED SHORT DATED HYBRIDS 
AND NON RATED HIGH YIELD BONDS

Corporate hybrid vs senior spreads (bps) 
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ISIN Issuer Name Gross YTM* (%) Sector Short name Rationale
XS0881803646 Eurofins 

Scientific
3.3% Consumer 

Services
ERFFP 7 
01/29/49

Eurofins has recently embarked on a series of credit friendly 
capital increases and is projecting strong revenue growth 
and EBITDA improvements for the coming years. The 
EBITDA margin is around 18% and adjusted net debt to 
EBITDA stands at 1.8x. Free cash flow generation improved 
year on year to almost 50m, with cash and cash equivalents 
increasing to over 800m.

XS0826606666 Louis 
Dreyfus 
Company

6.8% Consumer 
Staples

LOUDRE 8 ¼ 
09/29/49

The company strategy remains prudent during a challenging 
period of high inventories. Cash and the readily marketable 
portion of inventories stand at around $5bn and there are over 
$3bn of undrawn credit facilities. Net debt to EBITDA stands 
at 4.2x and interest coverage is above 3x. Obtaining a rating, 
an IPO or a strategic partner entering the capital could be 
seen as positive drivers of performance going forward.

XS1000918018 3.1% Consumer 
Staples

LOUDRE 4 
12/04/20

XS1150673892 Volvo 3.0% Transportation  
& Logistics

VLVY 4.2 
06/10/75

Post-results there is a possibility of an upgrade from 
S&P which would pull the hybrids into investment grade 
territory. Company sales have recently been robust in 
Europe and weaker in other markets, particularly North 
America. The balance sheet remains solid with low debt to 
EBITDA (0.9x) and positive free cash flow. 

Source: Bloomberg and Dolfin research, June 2016
More names are available upon request.

Fixed income



Implementation
Futures and exchange 
traded funds

Investment 
horizon
3 months

Expected return
5-8%

Rationale
The main driver in recent crude oil reaction was the OPEC oil production freeze. We 
expect this decision to put a floor on current crude oil levels and set the stage for 
higher ranges. As we analysed in the macro section, our factor valuation suggests that 
crude should be within the 52-58 range. Investors should remain active and take any 
profits around these levels.

Idea specific risks

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

 – Risk-off mode in the market
 – Lower-than-expected growth 

environment
 – A reversal in OPEC policy

IDEA: BUY CRUDE OIL

Commodities

Crude oil price vs Dolfin forecasting model

Crude Oil RMS Forecast

2013 2014 2015 

30

100

60

70

80

90

50

40

110

120

Source: Bloomberg and Dolfin research, September 2016

Crude oil price vs OPEC supply (million barrels a day)
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Implementation
Futures and funds

Investment 
horizon
3-6 months

Expected return
6-8%

Rationale
Copper and gold have been on diverging paths for the past five years. Instead of 
taking a directional view on either of the two commodities, we decided to explore 
the possibility of buying copper and selling gold. In the graphs below, we constructed 
the Pair (copper vs gold) and displayed it against major indicators. In all the charts we 
observe a divergence between the historical relationship and the current status of the 
influential variables. We expect the Pair to catch up in performance against China’s 
PMI, iron ore, and US 10-year treasury yield. Also, on the last graph we highlight the 
lagging behaviour of copper against emerging market equities.

Idea specific risks

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

 – Abrupt sell-off in the market
 – More-than-expected slow 

down in global economic 
growth, especially in the US, 
India and China 

IDEA: BUY COPPER / SELL GOLD

Commodities

Copper/Gold ratio vs Chinese PMI 
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Copper/Gold ratio ratio vs iron ore price  
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Copper price vs emerging markets index 
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IDEA: LEVERAGE BUY EUR VOLATILITY

Currencies

Implementation
Structured product

Investment 
horizon
1 year 

Expected return
4-6% 

Rationale
The quantitative easing programme in the euro area and geopolitical uncertainties 
around the uncertainties around the consequences of the EU referendum in Britain 
are likely to weaken both the euro and sterling further.

A one-year EURUSD ‘straddle’ warrant will be long volatility so benefit from both an 
increase in volatility and a move in the currency pair in either direction. A straddle 
strategy involves buying both a call and put option simultaneously.

The cost of this warrant is approximately 7.7 per cent with one-year at-the-money 
volatility at 9 per cent. As guidance, the table below shows how the value of the 
warrant increases with an increase in volatility.

Idea specific risks

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

 – The value of the warrant 
will fall over time if volatility 
remains low.

 – If there is no movement in 
the currency pair the warrant 
will expire worthless.

EUR/USD 1 year historical volatility, %
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Warrant value analysis

1-year EUR/USD straddle value 1-year volatility
7.7% 9%

10% 12%

12.5% 15%

These prices are an indication only and subject to change depending on the market 
conditions

Payoff of the straddle at maturity (assuming a 7.7% cost)

EUR/USD at maturity Straddle payoff, %
1.34 17.30

1.22 2.30

1.11 -7.70

1.05 -2.70

1.00 2.30

0.95 7.30

0.84 17.30
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Implementation
FX spot and a future

Investment 
horizon
6 months

Expected return
4-6%

Rationale
The recent strengthening of the Japanese currency looks overdone. The intentions 
from the US Federal Reserve to raise interest rates along with a potential for a rate 
cut from the Bank of Japan set the stage for a monetary policy divergence effect 
in the currencies. We believe that apart from strong commitment to the 2 per cent 
inflation target, weaker economic momentum in Japan (mainly expressed by both 
corporate profits and exports, which are down by 10 per cent year-on-year) are going 
to encourage Japanese policy makers to perform more rate cuts before the year end.

Moreover, with no imminent risks for the emerging markets developments, the 
safe haven role of the Japanese currency may not come into play any time soon. In 
particular, we see strong economic data coming from the Chinese economy, which is 
the biggest in the emerging market space (expressed in strong PMI data, industrial 
production and GDP). Additionally, our proprietary quantitative model suggests that 
the Nikkei is posed to grow in the medium term.

Idea specific risks

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

 – Reverse in monetary policies 
in US and Japan

IDEA: BUY USD VS JPY

Currencies

Japanese exports and corporate sector performance taking a hit from the strong currency 
performance

USD/JPY value (LHS) Japanese exports, % change, YoY (RHS) Japanese Corporate Profits, % change, YoY (RHS)
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Interest rates in the US (%) vs USD/JPY

USD/JPY value (LHS) JUS 10 year yield (%) (RHS)
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Implementation
FX spot / Future / Local 
government bond

Investment 
horizon
6 months

Expected return
4-6%

Rationale
We expect the Mexican peso to maintain its strong showing, given that the country’s 
Central Bank is determined to support it. The policymakers’ commitment to tame 
inflation has already been evident as the Central Bank raised borrowing costs three 
times this year. The recent divergence of the peso against other commodity and oil-
linked currencies points to attractive entry level. Finally, the Trump premium on the 
currency seems to reach its limits.

Idea specific risks

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

 – Change in the mandate of 
Central Bank mandate

 – Risk off environment in the 
market

 – Sudden plunge in oil 
commodity prices

IDEA: BUY MEXICAN PESO

Currencies

USD/MXN exchange rates vs US industrial production (yoy, %) 

USD/MXN (LHS) US IP, %, YoY change (RHS)
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USD/MXN vs USD/AUD exchange rates  
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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 suite of modelling, analysis and product selection aids 
developed in-house by our Investment Management team.

Incorporating decades of investment expertise into these tools, empowers our client relationship managers and the intermediaries we work with 
to offer investors valuable insights and ideas that align with their specific circumstances and market conditions. 

Unusually wide-reaching and sophisticated in its capabilities, the Tookit 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.  



Contacts
Georgios Ercan 
Head of Sales

+44 20 3664 0493 
georgios.ercan@dolfin.com

Thom Gascoigne 
Head of Structured Products

+44 20 7355 8950 
thom.gascoigne@dolfin.com

Authors
Vassilis Papaioannou  
Chief Investment Officer

+44 20 3714 2275  
vassilis.papaioannou@dolfin.com

Daria Kuzina 
Macro Analyst

+44 20 3714 2271  
daria.kuzina@dolfin.com

About Dolfin
Dolfin empowers financial intermediaries to exceed their clients’ expectations and grow their business with security, 
simplicity and speed. Independent and unhindered by outdated technology or legacy thinking, we provide asset 
management, trading and custody solutions that combine investment expertise with digital agility.

For more information, email info@dolfin.com, visit dolfin.com, or follow us on Twitter @dolfinhq.

Disclaimer

This is a financial promotion issued by Dolfin Financial (UK) Ltd (Dolfin). This document is for information purposes only and does not take into account specific 
circumstances of any recipient. The information contained herein does not constitute the provision of investment advice. It is not intended to be and should not be 
construed as a recommendation, offer or solicitation to acquire, or dispose of, any of the financial instruments and/or securities mentioned in this document and will not 
form the basis or a part of any contract or commitment whatsoever. Investors should seek independent professional advice and draw their own conclusions regarding 
suitability of any transaction including the economic benefits, risks, legal, regulatory, credit, accounting and tax implications.

The information in this document is based on public data obtained from sources believed by Dolfin to be reliable and in good faith, but no representations, guarantees 
or warranties are made by Dolfin with regard to accuracy, completeness or suitability of the data. Dolfin has not performed any independent review or due diligence 
of publicly available information regarding an unaffiliated reference asset or index. Dolfin does not have an obligation to update, modify or amend this document or to 
otherwise notify a reader thereof in the event that any matter stated herein, changes or subsequently becomes inaccurate.

This communication may contain trading ideas where Dolfin may trade in such financial instruments with customers or other counterparties. Any prices provided herein 
(other than those that are identified as being historical) are indicative only, and do not represent firm quotes as to either size or price. The past performance of financial 
instruments is not indicative of future results. You may get back less than the amount you invested. No assurance can be given that any financial instrument or 
companies described herein would yield favourable investment results.

Dolfin and or its affiliates may act as a principal or agent in the instrument(s) and or its derivative mentioned herein. Dolfin may perform or seek to perform investment 
banking, wealth management and or asset management service for issuers mentioned herein. Neither Dolfin nor any of its respective directors, officers or employees 
accepts any responsibility or liability whatsoever for any expense, loss or damages arising out of or in any way connected with the use of all or any part of this document. 
Dolfin may provide hyperlinks to websites of entities mentioned in this document, however the inclusion of a link does not imply that Dolfin endorses, recommends or 
approves any material on the linked page or accessible from it. Dolfin does not accept responsibility whatsoever for any such material, nor for any consequences of its use.

This document may not be reproduced, redistributed or passed on to any other person or published, in whole or in part, for any purpose, without the prior, written consent 
of Dolfin. The manner of distributing this document may be restricted by law or regulation in certain countries, including the United States. Persons into whose possession 
this document may come are required to inform themselves about and to observe such restrictions.

By accepting this document, a recipient hereof agrees to be bound by the foregoing limitations.

Dolfin is the trading name of Dolfin Financial (UK) Ltd, a company authorised and regulated by the Financial Conduct Authority (552894) and registered in England and 
Wales, registered number 07431519.

Copyright © 2016 Dolfin Financial (UK) Ltd. All rights reserved.




