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FROM OUR CIO

Vassilis Papaioannou 
CIO

“As the passive 
share of the market 
increases, average 
volatility should 
become subdued.”

“The recent 
underperformance 
of US macro 
numbers will not 
last long.”

“We maintain our 
long equities and 
short bonds view.”

The second quarter was a consolidation period for most 
asset classes. European equities took a breather after the 
French election result only to start moving lower towards 
the end of the quarter. US and emerging market equities, 
on the other hand, delivered strong results.    

In the fixed income space, curves initially 
flattened during the period only to end with 
core rates rising and steepening during the 
final days of the quarter on the back of a 
synchronised hawkish tone by the major 
central banks. Commodities remained on the 
side lines with surging crude oil volatility and 
metals in a range bound trading pattern.

What stood out during the quarter were 
the continuation of the “fade Trump” trade 
(through the weakening US dollar) and the 
low levels of fixed income and equity volatility. 
The greenback lost 5 per cent against its 
major trading partners – driven by improving 
macroeconomic fundamentals outside the US 
and the US administration’s failure to deliver 
on its pre-election promises. The argument 
that the US dollar is becoming a price taker as 
opposed to a price setter may have significant 
implications for various asset classes around 
the world. The recent underperformance of US 
macro numbers compared to expectations will 
not last long: we still see favourable growth 
and job market conditions. Nevertheless, the 
renewed hawkishness from ex-US central banks 
combined with improving conditions gives 
non-US assets more upside potential, be they 
Eurozone or emerging markets.

In addition to the large shadow cast by 
central banks, the low volatility puzzle can be 
explained by two further factors. Firstly, we 
witnessed the fast adjustment of investors 
aligning expectations with reality against 
surprising political events. Volatility and 
economic surprises move in lockstep and 
as recent events (the Brexit vote, Trump’s 
surprise win and the Italian referendum) have 
shown, equity markets are resilient. They 
digested these events then went back to 
scaling new heights with remarkable calmness. 
Secondly, the increasing dominance of passive 
funds and exchange traded funds in the 

US market. Passive investing now accounts 
for $6,000bn of global assets and makes 
up almost one third of the AUM in the US. 
Lower fees, new technologies and financial 
regulation have all conspired to boost the 
passive phenomenon. As the passive share of 
the market increases (it’s expected to reach  
50 per cent of the market by 2024) and 
investors further embrace beta (smart or not), 
average volatility should become subdued.

Stepping into the third quarter we maintain 
our long equities and short bonds view. 
Benign (healthy) inflation coupled with strong 
macroeconomic fundamentals supports 
our view even in an environment where 
central banks start turning hawkish and 
discussing steps to withdraw their excessive 
accommodative policies. Within this context, 
investors should be very selective and form 
directional or market neutral views with a high 
degree of conviction in order to avoid either 
benchmark traps or consensus ideas. 

In this quarter’s outlook, we have again 
extended our country coverage and increased 
the number of investment ideas we offer. 
As ever, our goal is to share a broad range 
of ideas across all asset classes – always 
substantiated by our own in-depth research 
and high conviction.

Enjoy the read,

Vassilis Papaioannou
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SCORECARD

A review of how the views and ideas from our Q2 2017  
investment outlook performed.

Asset class Description Q2 performance, %: 
March - June 2017

INVESTMENT IDEAS

Equities US smart beta strategy 4.70
European smart beta strategy 3.53
UK smart beta strategy 0.96
Asia smart beta strategy 4.61
Buy global defence 6.85
Buy global financials 7.46
Buy global income 0.85
Buy European preferred sectors 1.11
Thematic - "Brexit M&A" 4.59
Thematic - "Fade Trump" 3.97
Buy emerging markets -2.65
Buy Asia emerging markets 4.80
Buy Europe / Sell Dow Jones -1.60
Structured product on increasing volatility in US equities 2.04

Fixed income Sell German government 10-year bonds 1.10
Bear flattener in US government bonds 1.02
Buy (US treasuries + UK gilts) / Sell German bunds 0.55
Buy high yield (momentum) 2.26
Buy non-rated / high yield commodity credits 2.81
Buy global investment grade bonds 3.74
Buy UK credit 1.61
Buy emerging markets 2.06
Structured product on US inflation 1.25

Commodities Energy pair trade (sell crude / buy brent) 0.65
Options trade on rangebound trading of oil 7.40
Buy metals (aluminium, copper, platinum & nickel) -3.60
Buy agriculture 0.35

 Positive    Negative
Source: Bloomberg and Dolfin research, June 2017
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OVERVIEW OF ASSET CLASSES

EQUITIES   

UK 	Neutral Together with the ongoing political uncertainty, we see the first signs of a consumer-led slowdown, 
at a time when inflation remains elevated. This should weigh on equities going into the third quarter.

Eurozone 	Positive We remain broadly positive on European equities going into the third quarter as political 
headwinds subside and data continues to point to growth. This should feed into earnings 
growth and lead the next leg up in equity prices.

US 	Positive Whilst the US economy has held steady, equities have continued to chart new highs and we enter the 
new quarter with greater caution (and a neutral-to-positive view). On some metrics, valuations appear 
stretched and equities remain the only asset class, which have not discounted Trump’s policy agenda.

Emerging 
markets

	Positive We are broadly positive on the emerging market space, given a neutral stance on the US Dollar 
and healthy GDP figures in key countries including China & India. 

FIXED INCOME  

Government 
bonds

	Negative We find little value in core markets. From a yield standpoint, US treasuries still look relatively 
attractive, although we anticipate government bond yield rising in core markets. As such we 
remain cautious overall, especially in longer maturities in Europe.

Investment 
grade bonds

	Neutral US investment grade can still be considered expensive from a spread perspective, in spite of relatively 
attractive headline yields. US IG spreads remain in line with Europe, despite the increasingly late-cycle 
business behaviour emanating from US issuers. In Europe, the risk of an ECB “taper” looks set to 
be high on the agenda in the third quarter, which will have ramifications for spread performance in 
the coming months. In GBP, interest rate risks have also increased; following the split vote and high 
inflation, we expect spreads to take their lead from evolving central bank policy.  

High yield 
bonds

	Positive Short dated global high yield bonds offer attractive valuations from a carry perspective. 
Generally speaking, at the index level we see spread levels as holding limited upside from here. 
However, healthy economic growth and a bullish tone in equity markets will support the space. 
We are mindful that a spike higher in government bond yields could unsettle HY valuations 
down the road, but this is likely a multi-quarter theme.

COMMODITIES  

Oil 	Neutral Despite OPEC having extended their production output, record US supply and elevated 
inventories, more broadly, should weigh on oil prices in the next quarter. 

Industrial 
metals 

	Positive As bellwethers for global growth, metals should move higher in the third quarter as major 
economies continue to expand. We favour Copper, which looks set to break out from a 
longstanding trading range, especially in light of improving Chinese manufacturing.

Gold 	Negative Gold typically performs poorly in a rising rate environment. As central bankers sharpen their 
hawkish rhetoric, we would expect gold to sell off over the coming quarter.

CURRENCIES  

US dollar 	Neutral With the dollar having discounted the possibility of a Trump-fuelled fiscal boost in the near 
term, we maintain a neutral stance on the currency for the coming quarter. Absent of a catalyst, 
we expect range bound movement in USD versus other major currencies. This is especially true 
in light of the growing consensus amongst central banks for monetary tightening. 

Euro 	Positive With the ECB having given the first signals that monetary stimulus may soon come to end, we 
retain a positive view on the EUR versus major currencies. That being said, following a sharp 
move higher in June, we see limited upside above the 1.15 level.

British pound 	Positive With inflation expected to remain elevated over the medium-term, the Bank of England have 
expressed increasing hawkishness, suggestive that a rate hike is on the cards. Despite weaker 
economic data, the pound remains undervalued against major currencies and we would expect 
upside from current levels should a rate rise occur.

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.
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INVESTMENT IDEAS FOR Q3 2017

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

Risk grade  
(1 - 5)

Implementation

Equities Global multi-
factor strategy

A basket of single stocks using our 
smart beta investment tool

8--10 3 Single stocks

Equities Global deep 
value strategy

A basket of single stocks using our 
smart beta investment tool

8--10 3 Single stocks

Equities Global income 
strategy

A basket of single stocks using our 
smart beta investment tool

6--8 3 Single stocks

Equities Global preferred 
sectors

Basket of single stocks in preferred 
sectors across regions

8--10 4 Single stocks

Equities EU growth and 
revival

Basket of ETFs in preferred 
European countries: Finland, 
Poland, Greece and Portugal

8--10 4 ETFs

Equities EM "Sparks" Basket of ETFs in preferred EM 
countries: China, India and Turkey

8--10 4 ETFs

Equities EM "Niche" Basket of ETFs in preferred EM 
countries: Nigeria, Peru and 
Vietnam

10--12 4 ETFs

Equities Theme - 
Cybersecurity

Basket of single stocks capturing 
the theme of growing cybersecurity 
spending

8--10 3 Single stocks

Equities Theme - Internet 
of Things

Basket of single stocks capturing 
the theme of Internet of Things

8--10 3 Single stocks

Equities Theme - "Soft 
Brexit"

Basket of instruments, set to benefit 
in a "soft Brexit" environment

6--8 3 ETFs

Equities Pair - US energy Pair trade based on the 
outperformance of the US oil 
refiners vs. oil services companies

6--8 3 ETFs / Futures

Equities Pair - Europe vs. 
Dow Jones

Pair trade based on the 
outperformance of the Euro Stoxx 
versus the Dow Jones

4--6 2 ETFs / Futures

Equities Pair - Singapore 
vs. South Korea

Pair trade based on the 
outperformance of Singapore vs. 
South Korea

4--6 2 ETFs / Futures

Equities Pair - Australia and 
Canada vs. EM

Pair trade based on the 
outperformance Australia and 
Canada vs. EM

4--6 2 ETFs / Futures

Equities Cross asset - S&P 
500 protection 
from SJNK carry

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

3--5 2 ETFs / Options

Equities "FAAMG" 
structured 
product

Structured product linked to 
positive return of select stocks held 
in the NASDAQ

11 4 Structured 
product

Equities VIX calendar 
spread

Options trade based on moves in 
volatility of US equity markets

>10 3 Options
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INVESTMENT IDEAS FOR Q3 2017

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

Risk grade  
(1 - 5)

Implementation

Fixed income Credit - 
Corporate 
hybrids

Buy single bonds with a focus on 
corporate hybrids

2--4 3 Single bonds

Fixed income Credit - UK Buy single bonds with a focus on 
UK-issued credits

4--6 3 Single bonds

Fixed income Credit - High 
yield momentum

Buy single bonds based on 
propietary momentum tool

4--6 3 Single bonds

Fixed income EM - Venezuela 
and Turkey

Buy select bonds of EM issuers: 
Venezuela and Turkey

10--15 5 Single bonds

Fixed income Theme – Middle 
East / natural gas

Buy select bonds of high- quality 
modern issuers

4--6 3 Single bonds

Fixed income Rates - US 
steepener

Pair trade playing steepening of US 
yield curve

2--4 2 Futures

Fixed income Cross-rates - US 
5yr vs. Europe

Pair trade based on outperformance 
of US 5yr vs. German 5yr

2--4 2 Futures

Fixed income Fed funds Futures trade playing Fed rate 
hiking cycle

1--3 2 Futures

Fixed income Bond volatiltiy 
strategy

Options strategy playing increasing 
bond volatility

4--6 3 Futures

Fixed income Structured 
product on gilts

Structured product playing rising 
rates in UK

8 4 Structured 
product

Commodities Pair - Platinum vs. 
palladium

Pair trade based on the 
outperformance of platinum vs. 
palladium

6--8 3 ETFs / Futures

Commodities "Dollar Proxy" - 
Crude and sugar 
vs. hogs and 
palladium

Contrarian pair trade based on the 
outperformance of crude and sugar 
vs. hogs and palladium

8--10 4 ETFs / Futures

Commodities Pair - Copper vs. 
gold

Pair trade based on the 
outperformance of copper vs. gold

4--6 3 ETFs / Futures

Commodities Theme – Rare 
earths

Theme playing growing use of rare 
earths

8--10 4 ETF

Commodities Theme – 
Agriculture

Theme based on positive 
performance of agricultural-related 
securites

6--8 4 ETFs

Commodities Structured 
product on oil

Structured product linked to oil 12 4 Structured 
product

FX Structured 
product on 
EURUSD

Quarterly autocall on EURUSD 12 6 Structured 
product

FX Structured 
product on 
GBPEUR

Quarterly autocall on GBPEUR 12 6 Structured 
product
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UNITED KINGDOM
The economic picture in the UK weakened at the start of 
the year as economic growth slowed to 0.2 per cent q/q in 
Q1 2017. The slowdown was chiefly due to a deceleration 
in private consumption and a slump in net trade. 

The consumption sector was negatively affected by the steep rise in inflation, denting consumer 
purchasing power and resulting in a consumption-growth slowdown of just over half the pace of 
the previous quarter. Meanwhile, investment growth surprised to the upside, providing fuel for 
future GDP growth and productivity.

Industrial production has not fared well in Q1, falling 0.5 per cent q/q. However, continued 
weakness in GBP should support manufacturing and exports.

UK GDP, Dolfin forecast

(%, sa) Q3 2016 Q4 2016 Q1 2017 Q2 2017,  
Dolfin forecast

Q3 2017,  
Dolfin forecast

Real GDP growth 0.5 0.7 0.2  

Private consumption 0.8 0.7 0.3  

Investment 0.6 0.1 1.2   

Net trade (pp) -1.4 1.7 -1.4  

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

Source: Bloomberg, Dolfin research, June 2017

Looking at the cyclical components of nominal GDP growth and of the FTSE 100, we observe 
a lead-lag relationship. Indeed, the FTSE 100 has acted as a forward looking indicator for 
fluctuations in the GDP growth series. Assuming the described relationship holds, this would 
support our view of a rebound in GDP in Q2.

Cyclical components of nominal UK GDP (lagged) and FTSE 100 Index (RHS) 

Nominal GDP cycle lagged FTSE 100 (RHS)
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Source: Bloomberg, Dolfin research, June 2017

Looking ahead, soft indicators are also pointing to expansion, with both services and 
manufacturing PMIs well above the 50-threshold at 53.8 and 56.7 respectively in May. This 

MACRO OUTLOOK
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positive business sentiment points to an acceleration in GDP growth in Q2. Going into Q3, our 
autoregressive forecasting model indicates that the composite PMI should remain at similarly 
high levels. 

UK composite PMI, Dolfin forecast 

UK Composite PMI Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

Turning to the industrial sector, a positive upside surprise came from CBI factory orders in 
June. Rebounding at the fastest pace in almost 30 years, full order books should translate into 
higher manufacturing activity. We expect industrial production and exports to have contributed 
positively to Q2 GDP growth.

UK factory orders and selling prices
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Source: Bloomberg, Dolfin research, June 2017

However, signs of a slowdown in data continue within the retail sector. Following a peak in 
November, retail sales have continued on a downward trend, despite strong growth in April (2.5 
per cent m/m). This is not surprising given that household real disposable income fell by 1.4 per 
cent QoQ in Q1 – the third consecutive quarter of declines. This development suggests that 
retail sales are unlikely to rebound back to the high growth rates we have seen in the past.
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UK retail sales (3-mma)
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Source: Bloomberg, Dolfin research, June 2017

Retail sales YoY vs. Dolfin forecasting model

Retail sales YoY Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

Elsewhere, May inflation rose further above the Bank of England’s 2 per cent target to 2.9 per 
cent y/y. While the BoE has shown a willingness to look through rising inflation, the June vote 
on raising interest rates from the current level of 0.25 per cent was surprisingly split with 3:5 
in favour of a hike, against 1:7 previously. Indeed, Andy Haldane, chief economist at the Bank, 
who did not vote for a hike in June, stated that “a partial withdrawal of the additional policy 
insurance the Monetary Policy Committee put in place last year would be prudent relatively 
soon, provided the data come in broadly as expected in the period ahead”. Should he change 
his mind at the next MPC meeting, Governor Carney’s vote would decide over a 4:4 split.

It seems that committee members have become increasingly worried about inflation denting 
purchasing power of consumers, at a time when the economy has been more resilient than 
the central bank had assumed post-Brexit. In its May inflation report, the BoE revised down 
its growth forecast for this year to 1.9 per cent (-0.1pp), while leaving inflation expectations 
broadly unchanged. This has left us with a widening gulf between the gilt yield and inflation 
expectations, as can be seen below.
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10-year guilt yield vs. inflation expectations
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Source: Bloomberg, Dolfin research, June 2017

Should economic activity rebound in Q3, with more positive numbers from the consumer, 
together with a moderation in the pace of inflation, we would expect the BoE to alter its 
monetary policy stance. This would prompt a move higher in the currency and a move lower in 
gilt markets.

Meanwhile, our Dolfin RPI model suggests an easing of the upward movement in the inflation 
trend. We expect inflation to move slightly higher, but at a slower pace than previously, peaking 
in Q3 before moderating in the last quarter of the year.

UK retail price index vs. Dolfin forecasting model

UK RPI Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

Turning to rates, market inflation expectations manifested around 3 per cent on a 10-year 
horizon in Q2. Meanwhile, the gilt yield is hovering at levels around 1 per cent – opening a wide 
gap between the two indicators. Given the relatively high level of inflation expectations we 
would expect gilt yields to move higher, supporting our negative view on UK fixed income.

With respect to the currency, as previously mentioned, positive economic developments, 
hawkish steps from the BoE and more clarity on the Brexit negotiations towards a “soft” 
solution should provide comfort to sterling. Our models on GBPEUR and GBPUSD indicate 
positive performance, taking into account variables including UK gilts, FTSE 100, inflation and 
short term rates.
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GBPEUR vs. Dolfin forecasting model

GBPEUR Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

GBPUSD vs. Dolfin forecasting model

GBPUSD Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

A stronger sterling should put pressure on the export-driven FTSE 100. Our main concern 
remains the divergence of UK equities with UK GDP (QoQ). As the chart below shows, the 
equity market has moved in lockstep with macroeconomic performance in recent years, only to 
have diverged in recent quarters.

FTSE 100 vs. GDP QoQ trend (rolling average) (RHS)
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Source: Bloomberg, Dolfin research, June 2017

Economics aside, British politics have fed into market uncertainty in Q2. General elections and 
the official start of Brexit negotiations both took place in June, leading to increased volatility 
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around UK asset classes. The Conservatives have not fared well in the elections, losing several 
seats over their 2015 result. With a weakening of Prime Minister May’s more hardline Brexit 
mandate, we expect a softer stance in negotiations from now on. The first signs of this have 
already become apparent as the UK surprisingly backed down from its demand to negotiate 
transition and trade at the same time as well as agreeing to a phased approach, signaling a 
greater willingness to cooperate with European authorities. We would expect to receive more 
clarity on how the two parties will approach their Brexit priorities in the coming months. We 
anticipate a long transition period once the first phase of negotiations is concluded in 2019, 
possibly leaving the UK in the single market until at least 2021.

ASSET CLASSES: MACRO VIEW
Equities 	Neutral   – Ongoing political uncertainty, coupled with signs of a consumer-led slowdown, 

will likely weigh on equities going into the third quarter.

Fixed income: 
Government 
debt

	Negative  – With the BoE shifting away from a formerly dovish stance, yields should begin 
to rise, in line with yields in the US and Europe.

Fixed income: 
Corporate 
debt

	Neutral   – As interest rate risks increase, we expect spreads to take their lead from 
evolving central bank policy, albeit we do not expect meaningful price action 
over the coming quarter.

Currencies 	Positive  – Despite weaker economic data, the pound remains undervalued against major 
currencies and we would expect upside from current levels as expectations 
around a rate hike grow.



dolfin.com14 | Dolfin Quarterly Investment Outlook - Q3, 2017 

EUROPE
Euro area growth accelerated for a fourth consecutive 
quarter, from a relatively low 0.3 per cent q/q in Q2 2016 
to a healthy 0.6 per cent q/q in the first quarter of 2017, 
gaining pace in its recovery. 

GDP has expanded in all 18 reported countries, with even the most troubling of economies, 
such as Greece and Italy, showing positive momentum. Spain has once again outperformed the 
other major economies, growing at 0.8 per cent q/q, followed by a strong print in Germany (0.6 
per cent q/q) and below Euro area average growth in France and Italy (0.4 per cent q/q each).

Euro area Q1 real GDP growth QoQ
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Source: Bloomberg, Dolfin research, June 2017

For the second quarter we expect a moderation in the QoQ pace, only to pick up in the third 
quarter.

Euro area GDP, Dolfin forecast

(%, sa) Q3 2016 Q4 2016 Q1 2017 Q2 2017, 
Dolfin Forecast

Q3 2017,  
Dolfin Forecast

Real GDP growth 0.40 0.50 0.60  

Private consumption 0.40 0.40 0.30  

Investment 0.00 3.40 1.30   

Net trade (pp) 0.08 -0.84 0.02  

Source: Bloomberg, Dolfin research, June 2017

The industrial sector has performed somewhat below expectations in Q1, with industrial 
production only inching up by 0.1 per cent q/q, at odds with buoyant survey indicators. 
However, April production data is indicating a strong start to the second quarter. Taken 
together with the upbeat EC industrial confidence indicator and strong manufacturing PMIs 
(57.0 in May), we expect the industry to perform better in Q2 and Q3.
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Euro area industrial production vs. European Commission industrial confidence (RHS)
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Source: Bloomberg, Dolfin research, June 2017

Elsewhere, composite PMIs have shown a synchronized recovery across large European 
economies. PMI levels have continued to point to expansion, with both, services and 
manufacturing PMIs in expansionary territory. This is in line with an improving labour market, 
where employment added another 0.4 per cent q/q. With unemployment continuing to fall, this 
bodes well for consumption.

European manufacturing PMI synchronised recovery (number above 50 indicates expansion)
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Source: Bloomberg, Dolfin research, June 2017

Given our positive view on Euro area fundamentals, which should feed into company earnings, 
we expect European equities to move slightly higher over the course of Q3. Our view is 
supported by the chart below, which shows the German equities index (DAX) against our 
proprietary forecasting model, based on EU exports, inflation and Bunds.
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Dax index vs Dolfin forecasting model 
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Source: Bloomberg, Dolfin research, June 2017

Despite stronger GDP growth, we see little progress in prices towards the ECB’s inflation target 
of close-but-below 2 per cent. Inflation has been on a bumpy road in Q1 as Easter calendar 
effects distorted estimates. However, May CPI inflation showed renewed weakness, printing 
below expectations at 1.4 per cent y/y. While Spanish CPI pulled up the average, registering 2.0 
per cent y/y, German CPI slowed to 1.4 per cent and French inflation slipped even lower (0.9 
per cent y/y), leaving little room for a hawkish turn in the ECB’s governing council.

HICP inflation across Euro area countries 

Germany Spain France Italy Euro area

May
2015

Jul
2015

Sep
2015

Nov
2015

Jan
2016

Mar
2016

May
2016

Jul
2016

Sep
2016

Nov
2016

Jan
2017

Mar
2017

May
2017

Inflation rate (%)
3.5

1.5
2

3
2.5

1.0

-0.5
0

-1
-1.5

0.5

 
Source: Bloomberg, Dolfin research, June 2017

Nevertheless, deflation risk in the Euro area seems off the table, which led the ECB to amend its 
forward guidance in June, removing the negative bias on interest rates as broadly anticipated 
by markets. Rates are now expected “to remain at their present levels for an extended period 
of time, and well past the horizon of our net asset purchases”.

The ECB has also confirmed the strengthening and broadening in the European recovery, 
revising up the forecast for this year to 1.9 per cent y/y. Additionally, it removed the notion 
of downside risk to growth in the introductory statement, assessing that “risks to the growth 
outlook are now broadly balanced”.

ECB President Mario Draghi stressed, however, that despite the acceleration in the recovery, 
underlying inflation pressures have remained weak as slack in the labour market prevails and real 
wage growth remains subdued. The growth in nominal labour cost is highly correlated with the 
core inflation measure of the ECB. With wage growth moving sideways, we do not expect core 
inflation to have considerable upside over the coming quarter and it is likely to rise only modestly.
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Core HICP inflation vs. nominal labour cost (RHS) 

Core HICP YoY Nominal labour costs (RHS)
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Source: Bloomberg, Dolfin research, June 2017

As the end of the year approaches quickly, we believe that the ECB will have to start discussing 
the exit from the quantitative easing programme at its next meeting in July. This discussion 
will bring core rates into the spotlight, particularly 10-year German Bunds. Whereas discussion 
around ECB tapering is important, we find three additional reasons not to like European rates 
and particularly German Bunds: 

a) the discrepancy between the current yield on 10-year Bunds and market-based inflation 
expectations. As per the chart below, market based inflation expectations are at 1 per cent 
and the Bund yield at 0.4 per cent. With tapering talks and continuous improving macro 
conditions this gap will have to close.

Bund yield vs. market inflation expectations (RHS) 
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Source: Bloomberg, Dolfin research, June 2017

b) The spread between 10-year Bund yield and 12-month Euribor in relation to Eurostoxx’s 12m 
rolling performance. Given our positive outlook on equities, we expect Eurostoxx rolling 
performances to remain positive and at high levels - based on the chart below we expect the 
spread between German Bunds and the 12-month Euribor to widen.
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Spread between 10yr Bund yield and 12m Euribor vs. Eurostoxx rolling performance (RHS) 
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c) Our proprietary model that uses a multi-variate framework to forecast future prices on the 
Bunds. The model takes into account EURUSD and GDP components to gauge bunds’ future 
performance.

Bunds vs. Dolfin forecasting model 
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Source: Bloomberg, Dolfin research, June 2017

Turning to currency, EUR has recovered over the last quarter against USD. Using a proprietary 
forecasting model, which is reliant on inflation and crude oil, we expect EUR to remain broadly 
stable over the near term. For EUR to continue its recent performance at the same pace, we 
need to see tangible evidence of monetary policy tightening. We remain positive on EUR, but 
we see limited upside without a clear tapering schedule or a sudden interest rate hike.
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EURUSD vs. Dolfin forecasting model 
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Source: Bloomberg, Dolfin research, June 2017

The main political event in Q3 is German parliamentary elections. The voters are going to the 
polls on 24 September to elect a new government as the term of the grand coalition between 
Merkel’s CDU and the Social Democrats comes to an end. Both parties are seeking new 
coalition parties and we are likely to see a new government in October. Current odds point to 
a comfortable lead for the CDU with Angela Merkel as Chancellor, which is most likely to enter 
into coalition with the liberal democrats, from which we do not expect any major shifts in policy. 
However, as the election remains almost three months away, voter support could still shift 
significantly and a left-left-green coalition cannot be ruled out at this point, although we see 
this as less likely. Should the odds for the latter scenario increase going into September, we are 
likely to see increased volatility in equity and bond markets.

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Our positive take on European equities is driven by a subsiding of political 

headwinds at a time when economic data continues to point to growth.

Fixed income: 
Government 
debt

	Negative  – The risk of an ECB “taper” has increased, which will have negative ramifications 
for government bonds in the coming months.

Fixed income: 
Corporate 
debt

	Neutral   – With more hawkish signals from the ECB, there are negative ramifications for 
spread performance in the third quarter.

Currencies 	Positive  – Positive economic momentum and signs that monetary stimulus may soon 
come to end direct our positive view on the Euro.
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UNITED STATES OF AMERICA
As widely expected, the US economy decelerated in Q1, 
partly attributable to residual seasonality in the national 
accounts, which has resulted in lower first quarter results over 
the years.  

The second estimate of first quarter growth printed at 1.4 per cent q/q (saar), mainly driven by 
private investment and consumption, albeit the latter slowed down notably compared to the 
previous quarter. Net trade also contributed positively, with exports rebounding strongly after the 
Q4 slump (7.0 per cent vs. Q4: -4.5 per cent q/q (saar)).

US real GDP growth, Dolfin forecast

(% QoQ, saar) Q3-16 Q4-16 Q1-17 Q2 2017,   
Dolfin Forecast

Q3 2017,   
Dolfin Forecast

Real GDP growth 3.50 2.10 1.40  

Private consumption 3.00 3.50 1.10  

Investment 0.10 2.90 11.00  

Net trade (pp) 0.85 -1.82 0.23  

Source: Bloomberg, Dolfin research, June 2017

Residual seasonality in US national accounts, average quarterly performance 
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Going into Q2, industrial production has continued its upward trend and the ISM manufacturing 
PMI remained well above the 50-threshold of expansion (at 54.9), boding well for investment 
activity and GDP in the coming months. The PMI series has been a good predictor of GDP growth, 
as evidenced in the chart below, which further adds to our view of a rebound in GDP in Q2 and a 
slight moderation in the growth pace thereafter.
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US GDP YoY vs. ISM PMI (advanced) (RHS) 
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Source: Bloomberg, Dolfin research, June 2017

As the chart below shows, investment has historically been highly correlated with industrial 
production activity and an increase in industrial production is typically followed by gains in capital 
investment. We retain a positive view on US investment activity in the future, which also supports 
our positive view on GDP growth for Q3.

Industrial production (advanced) vs. investment (RHS) 
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Source: Bloomberg, Dolfin research, June 2017

Elsewhere, sentiment in the services sector has remained on the positive side, albeit somewhat 
less optimistically so than in Q1. In line with this, we observe some slowdown in retail sales growth, 
although from high levels in Q1, printing at 3.8 per cent y/y. Given the still healthy levels, we do not 
see the slowdown as a major source of concern going into Q3.

In line with this, the labour market remains positive with a further drop in both unemployment and 
underemployment rates. Non-farm payrolls registered on average 150 thousand new jobs in the 
two months of the second quarter, well aligned with the Federal Reserve System’s view of a healthy 
labour market, but somewhat less than markets expected. As the US economy advances in its 
business cycle, we see numbers exceeding the two hundreds as increasingly unlikely.

Despite the tightening in the labour market, inflation printed on the soft side. Personal 
Consumption Expenditure, the Fed’s preferred inflation measure, slowed to 1.4 per cent year-
on-year (-0.3pp) in May, once again below the central bank’s 2 per cent target. Nevertheless, the 
FOMC decided to hike rates to 1.0-1.25 per cent in June, as widely anticipated by the markets. 
Fed Chair, Janet Yellen, emphasised that inflation has been negatively impacted by one-off drops 
in prices of several categories, such as wireless prices and prescription drugs. The central bank 
continues to expect inflation to gradually converge towards its 2 per cent inflation target.
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Consumer price index vs. producer price index 
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Source: Bloomberg, Dolfin research, June 2017

June’s FOMC projections show a downward revision of the PCE price index to 1.6 per cent y/y for 
2017, from 1.9 per cent previously, damping expectations of a quick reverse in the price trend. This 
is more in line with our expectations with inflation pressures remaining moderate over the next 
quarter and until the end of the year. The inflation outlook, together with the interest rate hike 
path, shapes our neutral view on the US dollar for the next quarter. We draw similar conclusion by 
looking at our in-house model that uses GDP components as variables.

US Dollar index vs. Dolfin forecasting model 
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Source: Bloomberg, Dolfin research, June 2017

At its June meeting, the Fed also clarified its plans to run off its balance sheet by imposing caps 
on the reinvestment of principle. It laid out that the initial cap sizes will be $6bn for Treasuries and 
$4bn for mortgage-backed securities. These caps will then be increased every three months by 
$6bn and $4bn, respectively, until reaching a monthly cap of $30bn for Treasuries and $20bn for 
MBS. This means that balance sheet reduction will proceed at a very slow pace and may well take 
more than three years. That being said, Yellen has not given any further indication as to when the 
procedure will be set in place. The addendum solely states that the run off will be initiated “once 
normalisation of the level of the federal funds rate is well under way” and the statement indicates 
it to start “this year”. Given the small amounts set out for the initial phase, we believe that the 
balance sheet run off could start as soon as September this year and in December by the latest. 
This should gradually put pressure on US Treasuries, pushing yields higher. Our own research 
framework, looking at USD, short term interest rates, US GDP and inflation suggests a downward 
move in Treasuries on a directional basis.
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US Treasuries vs. Dolfin forecasting model 
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Source: Bloomberg, Dolfin research, June 2017

For equities, aside from rich valuations, the S&P 500 looks poised to continue its recent strong 
performance, so as long as macro indicators and payrolls remain strong. Our in-house model using 
Japanese yen, the Baltic Dry Index, Chinese yuan and Treasuries as variables shows continuation of 
positive performance.

S&P 500 vs. Dolfin forecasting model
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Source: Bloomberg, Dolfin research, June 2017

However, we do note there are increasingly warnings signs that the S&P 500 is due for some 
level of correction. In the chart below, we show the rolling performance of the S&P 500 versus 
the Citi Economic Surprise index. There is a strong lagged correlation between the two variables, 
something that points out that investors should be wary in the coming quarters.
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Citi Economics Surprise index vs S&P 500 rolling performance (RHS)
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Source: Bloomberg, Dolfin research, June 2017

On the political front, over the course of Q2, the US administration focused on the budget bill, 
health care reform, the Russia ties scandal, Trump’s dismissal of FBI director James Comey and 
finally on the possible impeachment of the President. With a great deal of noise and uncertainty 
around events, the main take-away for markets has been that Trump has continued to under deliver 
on his pre-election promises.

For the coming quarter, fiscal consolidation will be back on the agenda as the budget debate 
reopens in September. We do not expect any large policy shifts in the coming months and we 
continue to see a formal impeachment process of President Trump as extremely unlikely. Not only 
would a majority in the House of Representatives have to vote in favour of impeachment, including at 
least 25 Republicans, but also two-thirds of the Senate would have to support Trump’s removal from 
office. Given that both Houses are currently in Republican hands, the odds for this seem insignificant.

ASSET CLASSES: MACRO VIEW
Equities 	Neutral   – Valuations appear stretched at a time when the S&P continues to chart 

new highs. Although the US economy has held steady, we adopt a neutral 
stance in Q3

Fixed income: 
Government 
debt

	Negative  – From a yield standpoint, US Treasuries look relatively attractive, although we 
anticipate government bond yield rising further from here

Fixed income: 
Corporate 
debt

	Neutral   – Despite relatively attractive headline yields, US IG remains expensive from a 
spread perspective. We favour shorter-dated high yield credit

Currencies 	Neutral   – Absent of a catalyst, we expect range bound movement in USD versus other 
major currencies; this is especially true in light of the growing consensus 
amongst central banks for monetary tightening.
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JAPAN
Japan’s economy remained in a moderate but steady 
growth pace in the first quarter, growing at 0.3 per cent q/q 
for a third quarter running. Economic activity was mainly 
supported by private consumption, investment growth and 
positive net trade, while inventories subtracted from the 
overall number.    

With a broadly flat government consumption reading over the last two quarters we do not see any 
immediate effects from the fiscal stimulus announced by the government last summer. However, 
we still expect the stimulus measures, especially in the infrastructure sector, to materialise in the 
coming quarters and support GDP growth.

Meanwhile, business surveys turned more positive with service PMI standing at 53.0 – the highest 
value since August 2015, and manufacturing PMIs well above the 50-threshold at 53.1. This is in 
line with the acceleration in business investment over the course of Q1 and bodes well for future 
activity in both sectors. Taken together with the acceleration in global demand, we expect exports 
to add to growth in Q2 and Q3. However, Japan remains exposed to a slowdown in China, which 
could materialise in the second half of the year, dampening Japanese exports growth.

In the graph below, we chart year-on-year GDP growth against variables including inflation, exports 
and th e currency, which have historically proven good predictors of the future direction of growth. 
The chart supports our view that GDP should move higher over the coming quarter, peaking at a 
level around 2 per cent year-on-year, before moderating slightly thereafter.

GDP YoY vs Dolfin forecasting model
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Turning to inflation, price pressures have remained subdued (0.4 per cent y/y) over the past few 
months and core inflation printed in negative territory (-0.3 per cent y/y) for a third month in April. 
Despite sizeable employment growth (1 per cent in 2016), wages have remained weak and low 
inflation expectations helped little to lift price pressures. Our expectation is for this moderate 
inflationary trend to continue into the next quarter and beyond. 
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Consumer price inflation vs. Dolfin forecasting model
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In its April outlook for economic activity, the Bank of Japan supported a positive view on economic 
activity with growth above potential for this and next year, on the back of highly supportive fiscal 
and monetary policy. Given the positive growth environment, the Committee expects inflation to 
gradually return towards the target of 2 per cent y/y and is ready to support the recovery with its 
policy basket “as long as necessary”.  We therefore expect the BoJ to maintain its current policy 
stance in the coming quarters. As rates begin to normalise in the US, and elsewhere, interest rate 
differentials continue to be exacerbated. This leads to our negative view on the Japanese yen 
against the US dollar and the euro. A weakening yen bodes well in a scenario where the Nikkei 
remains stable as the two asset classes, equities and the currency, move at odds with one another. 
The chart below suggests that there is significant depreciation for the yen should the Nikkei remain 
at current levels.

NIKKEI vs. JPY (RHS)
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Finally, our neutral view on Nikkei derives from our in-house model, which looks at the local 
currency and the Japanese 10-year yield. Recent consolidation in the Nikkei was the result of less-
than-impressive results and news from a political and corporate level.
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NIKKEI vs. Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities 	Neutral   – A weakening yen and continued economic growth should be supportive for 

equities 

Fixed Income 	Neutral   – Highly supportive monetary policy will anchor prices of Japanese debt over the 
coming quarter

Currencies 	Negative  – Growing interest rate differentials and supportive monetary policy should 
weigh on the yen against other currencies



dolfin.com28 | Dolfin Quarterly Investment Outlook - Q3, 2017 

CANADA 
Canada continued to display strong economic performance 
at the beginning of the year, growing at a solid 3.7 per cent 
q/q (saar). The main growth drivers were domestic demand 
and business investment, while net exports were a drag.  

Low interest rates and a fall in unemployment have supported acceleration in consumption growth, 
while a jump in machinery and equipment spending was the driver behind investment growth. The 
fall in exports is likely to reverse in the next quarter as global demand has gained further momentum.    

Real GDP QoQ (saar) vs. Investment QoQ (saar) (RHS)
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In the above chart there is evidence that fixed capital investment has been crucial for GDP 
growth in the past, as the two series move together over time. Investment picked up in the sector 
throughout the beginning of the year, as markets expected a rebound in the oil price back above 
the USD/b 50 mark. However, accumulating global oil inventories have pushed the oil price lower 
again and look set to hamper some of the investment in the energy sector in Canada. As we expect 
investment activity to moderate, it is likely to weigh on GDP growth going into Q2 and Q3. 

Crude oil vs. Investment QoQ (RHS)
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Looking ahead, business surveys are pointing to continued growth, with manufacturing PMIs 
standing at 55.1, well above the 50-threshold of expansion. However, the risk to the growth 
outlook remains skewed to the downside as the future of trade links with the US are uncertain and 
any measure imposed by the US administration could hurt Canadian industrial and export sectors. 

Against a backdrop of healthy economic activity, the central bank has signalled some rethinking of 
its policy stance with senior Deputy Governor Carolyn Wilkins stating that the governing council will 
assess “whether all of the considerable monetary policy stimulus presently in place is still required”. 
We see this as a signal that the Bank of Canada has come to the end of its easing cycle and the 
currency has immediately responded to the news.

CAD falls on Wilkins’ speech
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However, inflationary pressures remain weak, due to a presence of excess capacity in the economy 
and core inflation continues to print below 2 per cent. Taken together with the pervading 
uncertainty surrounding the global trade environment, the central bank is unlikely to hike rates 
just yet and might take a few quarters to assess if such a policy step is warranted. The long end of 
the Canadian curve is coping well with inflation expectations as we see the 10-year yield and the 
breakeven rate at very close levels. 

Canadian 10-year yield vs. inflation expectations
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However, we observe a discrepancy between the Canadian 1-year yield and the CADUSD. The 
divergence is mostly attributable to crude oil’s correlation to the Canadian currency and “black 
gold’s” recent underperformance. Should crude prices stabilise at the $40-50 level and the macro 
picture remain intact, the central bank’s hawkish stance should provide support to the currency. 
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CADUSD vs. Canadian 1-year yield (RHS)
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Crude oil vs. CADUSD (RHS) 
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The recent strength of copper, together with the positive outlook for China and global growth 
more generally, should provide fuel for the Canadian dollar.

Copper vs. CADUSD (RHS) 
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ASSET CLASSES: MACRO VIEW
Equities 	Positive   – With a partial recovery in commodity markets and robust economic growth, we 

expect a rebound in equities in the third quarter

Fixed Income 	Neutral   – In line with inflation expectations and the recent change in stance from the BoC

Currencies 	Positive   – Although a rate hike is not imminent, growing signs of hawkishness from the 
BoC are likely to support the Canadian dollar
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AUSTRALIA 
After a surprise jump in activity in Q4, the Australian 
economy saw its growth rate normalise at the start of the 
year, growing at a moderate 0.3 per cent q/q (1.7 per cent 
y/y). Australian growth has been supported by private 
consumption and a build-up in inventories, while exports 
and investment in dwellings subtracted significantly from 
quarterly activity.  

Weather related factors, such as heavy storms and power outages, negatively contributed to the 
construction sector and the mining industry, leading to a sharp fall in coal and iron ore exports. 

These factors should be temporary and recent numbers point to reacceleration in exports and GDP 
growth, as Australia benefits from increased global demand momentum. However, with over a third 
of Australia’s exports consumed by China, the economy remains exposed to a potential slowdown 
in the Chinese activity in the coming quarters. Our forecasting model, based on AUDUSD and 
crude oil prices, supports this view, predicting a rebound in Q2 and GDP and similar levels in Q3.  

Australian GDP vs Dolfin forecasting model 
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Business sentiment remains upbeat in Australia with both manufacturing and services PMIs in 
expansionary territory. In the chart below, manufacturing PMI is shown against Australian GDP; as a 
leading indicator to economic growth, the latest PMI data also lends weight to the view that GDP 
will rebound in Q2 and remain at a higher level thereafter.
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Australian Manufacturing PMI vs GDP (RHS) 
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Turning to monetary policy, following two rate cuts last year, the Reserve Bank of Australia is not 
expected to take further action over the next quarter. There is an element of slack in employment 
growth with unemployment at 5.5 per cent, and inflation at 2.1 per cent YoY during the first 
quarter, remaining at the lower end of the 2-3 per cent target set by the RBA. Both sets of data 
suggest that the central bank will not wish to tighten monetary policy in the near-term.

Consumer price inflation YoY vs. unemployment rate (inverted) (RHS)
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Our in-house forecasting model suggests that CPI inflation should accelerate in the coming quarter 
and remain at similar levels over the medium term.

Consumer price inflation YoY vs. Dolfin forecasting model
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As inflation readings continue to fall within the RBA’s target range, the stage is set for an Australian 
dollar appreciation. This case becomes bolder if we combine it with a positive outlook on 
commodities and the output from our in-house forecasting model.

Consumer price inflation YoY vs. AUDUSD (RHS)
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CRB index (commodity basket) vs. AUDUSD (RHS)
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Our model takes into account the lagged effects of the New Zealand dollar, copper, gold and 
inflation. The model has been historically successful in predicting the future path of the Australian 
currency and it delivers a positive forecast for the quarters ahead.

AUDUSD vs. Dolfin forecasting model
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Quantitative models and commodities aside, it is important to view the relationship between the 
currency and the equity market. Both asset classes have moved together historically, but currently 
there is a divergence in their respective values. This makes the case for a bullish view on the currency 
and bearish view on the equity market from a market neutral (pair construction) perspective.

Australian equities (ASX) vs. AUDUSD (RHS) 
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On a standalone basis and via the quantitative lens, we keep a positive view on Australian equities 
under the assumption that exports, Chinese GDP, Australian GDP and commodities perform in line 
with our expectations.

Australian equities (ASX) vs. Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities Positive  – Recent underperformance should reverse in line with the rebound in Chinese 

economic performance and solid global growth 

Currencies Positive  – We have a positive outlook on industrial commodities – should equities remain 
at these levels, there is a convergence play
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CHINA 
China’s economy accelerated for the second consecutive 
quarter, growing 6.9 per cent y/y in Q1 2017. The stronger 
than expected growth print was mainly due to a rebound in 
exports, where volumes accelerated 9.7 per cent y/y.  

This strength was reflected in the industrial sector with industrial production soaring in Q1, as 
shown in the chart below. The uptrend in growth is likely due to a revival in global demand, where 
acceleration in global trade activity benefits major trading nations such as China over-proportionally.

Real GDP growth YoY vs. industrial production YoY (RHS) 
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Market participants have been expecting manufacturing activity to materially slow down or even 
contract, but the most recent data is pointing to a moderate expansion in the second quarter, 
with manufacturing PMIs remaining above 50. In line with this, we have seen a deceleration in Q2 
industrial production to a more sustainable level, yet still it remains at levels that support economic 
growth close to target.

Caixin PMI vs. PMI China Office Logistics

 Caixin PMI PMI China office logistics

Jun
2014

Dec
2014

Jun
2015

Dec
2015

Jun
2016

Dec
2016

Jun
2017

Diffusion index
53

47
48

45
46

44

49
50
51
52

Source: Bloomberg, Dolfin research, June 2017



Dolfin Quarterly Investment Outlook - Q3, 2017 | 37dolfin.com

The Chinese leadership has expressed concerns about financial risks, leading policy makers to 
tighten monetary conditions and regulations of both financial markets and local government 
debt. Moreover, macro-prudential restrictions on housing purchases should further contain a 
strong expansion in real estate credit. Taken together, these measures should lead to a slowdown 
in overall credit growth, weighing on Chinese economic activity. Our own base-case scenario 
suggests a cool down in economic activity in the second and third quarter, to be followed by a pick 
up towards the end of the year.

China GDP growth QoQ vs Dolfin forecasting model
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Despite CPI inflation of 1.5 per cent y/y in May and PPI inflation further easing to 5.5 per cent y/y, 
the People’s Bank of China is likely to maintain a tightening bias in its monetary policy stance. The 
slowdown in PPI inflation is linked to a softening in commodity prices, leaving producers with lower 
input costs. As commodity prices remain on the weak side, we expect PPI to moderate further over 
the coming months. 

China PPI YoY vs. China CPI YoY (RHS) 
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Stable inflation and tightening monetary conditions should help limit further depreciation in the 
Chinese currency. As we highlighted in the last quarterly report, we see the yuan hovering around 
6.7-6.9 levels and the Shanghai index’s advanced path also validates this point.
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Chinese equities (Shanghai index) vs. USDCNY (RHS)
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Finally, turning to equities and looking at the China Large Cap ETF (FXI US) we take a cautiously 
optimistic view, although our quantitative model points towards a neutral view when using the 
Shanghai index and the Chinese GDP as inputs. The positive correlation between China large-caps 
and the US financial sector tilts our view into positive territory given our preference for financials, 
particularly those in the US.

 iShares China large cap ETF vs. Dolfin forecasting model
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 iShares China large cap ETF vs. US financial sector ETF (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Coupled with the decision to include Chinese ‘A’ shares in the MSCI EM 

indices, solid GDP growth and healthy consumption data should be positive for 
equity markets

Currencies 	Neutral  – With increased cooperation on trade with the US, we see a reversal of the 
depreciation in the currency over the coming quarters
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INDIA 
Having been a star performer in 2016, registering the fastest 
GDP growth figures in the G20 at 7.9 per cent y/y, India’s 
economy trajectory has cooled considerably at the beginning 
of this year.     

In the first quarter, Indian GDP grew below consensus expectations at 6.1 per cent y/y, down from 
7.0 per cent y/y in Q4. This slowdown in momentum can partially be attributed to the fallout from the 
demonetisation process, whereby the government stripped large currency denominations from the 
currency. Illustrating one impact of the move, the chart below shows consumption, which weakened 
following the government’s decision (albeit auto sales remained robust).

Domestic auto sales vs. consumption growth YoY
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Notwithstanding our view that the Indian economy will reap longer-term benefits from the 
demonetisation process, as part of Prime Minister Narenda Modi’s broader reform programme, 
we are seeing the first signs of a turnaround in growth. There has been some re-acceleration in 
spending, with auto sales of 10.1 per cent y/y in May and an increase in the Services PMI further 
above the 50-threshold of expansion (52.2 in May). 

Although industrial output growth has decelerated from the strong growth rates in 2016, printing 
3.1 per cent y/y in April, it remains comfortably in positive territory. This came in line with a slight 
fall in manufacturing PMIs, which declined to 51.6 in May. The industrial sector should benefit from 
the government’s plans to increase infrastructure spending significantly over the course of the fiscal 
year 2017/18. India has benefitted from a pickup in international demand with a stark growth in 
exports (10.3 per cent y/y in Q1), reducing its current account deficit further from its 2012 peak.
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Real GDP growth YoY vs. industrial production YoY (RHS) 
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Turning to prices, inflation has continued its impressive retreat since May last year from 5.8 per cent 
y/y to a record low of 2.2 per cent y/y in May 2017 (shown in the chart below), leading to a significant 
downward revision in the Reserve Bank of India’s inflation projection to 2.0-3.5 per cent in the first 
half of FY18, from 4.5 per cent previously. This is at the lower range of its inflation target range of 
4.0 per cent (+/-2). Despite the significant fall in inflation and a slower GDP growth in Q1, the RBI 
decided to keep rates on hold at its June meeting. Overall, the policy statement was notably less 
hawkish than in April, eroding any hopes for a rate hike in the coming months and quarters.

Consumer price inflation YoY vs. RBI repurchasing rate (RHS) 
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Drawing on this weakening inflation data as a leading indicator, in the chart below, we show the 
6-month advanced path of CPI, which, given its high correlation, suggests that the Indian 10-year 
yield is likely to weaken from current levels. This aligns with the aforementioned policy statement, 
which suggests the RBI shall remain dovish for now.
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CPI vs. India ten-year yield (RHS) 
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Turning to equities, we use the advanced path of the Indian rupee and compare to Indian equities, 
which suggest that the Nifty (India’s main equity exchange) should continue on an upwards trend. 
Irrespective of the correlation to the currency, we remain positive on Indian equities. Investor 
sentiment, measured by capital inflows, remains strong, particularly since the ruling BJP party won 
state elections at the beginning of the year.

Nifty index vs. INR advanced path (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Following a strong run YTD, we expect upside in equity prices to moderate. 

That being said, the direction should likely remain upwards, supported by 
positive earnings growth and investor sentiment

Currencies 	Neutral  – Despite positive economic activity and a supportive investor community, the 
currency has increased meaningfully over the past 12 months
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RUSSIA 
Russia has delivered two quarters of positive economic 
growth, officially leaving recessionary territory following a 
period of seven negative quarters.      

In Q1, results printed above expectations with real GDP growing at 0.5 per cent y/y, with positive 
contributions from private investment and net trade. Despite an appreciation in the Russian ruble 
over the course of Q1, exports also held up. Private consumption remains subdued but gained 
some traction compared to previous quarters, supported by a downward trend in unemployment 
numbers and real wages moving further into positive territory. It is worth noting, however, that 
despite the recent improvement in the aforementioned indicators, consumption growth remains in 
negative territory.

Real GDP growth YoY vs. private consumption YoY (RHS)
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The high reliance of the Russian economy on crude oil prices remains acute. 60 per cent of 
Russia’s exports and 30 per cent of GDP relate to energy commodities. Whilst this highlights the 
vulnerability of the Russian economy to oil, with crude trading around $45 per barrel, the Ministry 
of Finance has some degree of flexibility given currently the Russian budget is managed at a level 
of $40 p/b. That being said, any slump in oil prices below this mark would likely derail the nascent 
recovery in the Russian economy.

Elsewhere, Russian business conditions look relatively strong, with manufacturing and services PMI 
data above 50 (indicative of expansion). Despite coming slightly off their January highs, PMI metrics 
posted a healthy level of 52.4 for manufacturing and 56.3 for services in May. Moreover, easing of 
non-price lending conditions and nominal interest rates should support corporate investment over 
the coming quarters. In the chart below, we show industrial production against manufacturing PMI, 
which have both seen some recovery from the depths of recession in 2015.
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Industrial production MoM vs. manufacturing PMI (RHS)

 Industrial production (RHS)PMI manufacturing

47
46

48
49
50
51

54
53
52

45 -1.5

-0.5

-1

0

0.5

1

1.5
Diffusion index Growth rate (%)

Aug
2014

Apr
2015

Dec
2015

Aug
2016

Dec
2014

Aug
2015

Apr
2016

Dec
2016

Apr
2017

55

Source: Bloomberg, Dolfin research, June 2017

From the standpoint of monetary policy, the Russian Central Bank cut interest rates twice in Q2 by 
a cumulative 75bp, ending the quarter at a rate of 8.75 per cent. The fall in inflation over the course 
of H1 was faster than anticipated by the CBR, due to a stronger ruble and a fall in food prices. 
Consumer price inflation has historically been closely related to the oil price. However, as the chart 
below shows, this relationship has broken down recently. We believe the risk to inflation remains 
nevertheless to the upside, especially as monetary conditions loosen. With inflation at 4.1 per cent 
y/y in May (only slightly above CBR’s target rate of 4 per cent) at a time when the economy is still in 
recovery mode, we believe further rate cuts are warranted, especially given inflation expectations 
amongst businesses and households have declined considerably.

Crude oil vs. CPI (inverted) (RHS)
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We see inflation above the CBR’s target in the future, as the easing cycle supports a weakening 
of the currency. According to the central bank, the main risks to inflation are driven by possible 
volatility in commodity and financial markets. The latest rate cut has brought some depreciation 
to the ruble, leading to a sharp fall of almost 5 per cent in the first week following 16 June. As the 
tightening cycle continues, we will likely see further downside in the Russian currency. In the chart 
below, we show ruble (inverted) against GDP, which has diverged over the past 18 months and 
supports our view that the currency should weaken from here on.
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 RUB vs. real GDP YoY (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Neutral  – As the country emerges from recession, this should feed into a recovery in 

equities, despite crude prices remaining a drag

Currencies 	Negative  – Coupled with volatility in oil markets, recent actions from the central bank are 
suggestive of further depreciation in the currency over the coming quarter
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TURKEY 
Data in Turkey indicates a continuation of its gradual recovery 
with growth of 5.0 per cent y/y in Q1 2017, accelerating from 
the previous quarter.       

The expenditure breakdown shows a pronounced acceleration in exports growth, as external 
demand firmed, especially from Europe. Public consumption growth also increased significantly, as 
the government enacted various stimulus measures to boost economic growth. However, private 
consumption and imports growth both slowed at the start of the year, likely due to a jump in 
inflation and given weakness in the Turkish lira.

The success of President Erdogan’s referendum in April, which expanded his presidential powers, 
removed a sense of uncertainty and restored confidence to the business environment. PMI 
measures for the manufacturing sector climbed above the 50-points mark of expansion and 
stood at 53.5 percent in May, boding well for Turkey’s industry in Q2. Fiscal stimulus in the form 
of tax cuts and credit guarantee schemes should further help to boost private investment and 
consumption in the coming quarters. We anticipate GDP growth remaining at broadly similar levels. 
This view is supported by our forecasting model shown in the chart below.

Real GDP growth QoQ vs. Dolfin forecasting model
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Following the failed coup attempt in July 2016, the lira has fallen by more than 20 per cent, 
exacerbated by Moody’s and S&P‘s downgrade of Turkey’s credit rating to junk. Not surprisingly, 
inflation followed suit with double digit numbers, accelerating to 16.4 per cent in April, as the 
historically strong FX pass-through mechanism kicked in.

Real GDP growth QoQ vs. CPI advanced path YoY (RHS)
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To stabilise the currency and bring inflation down, the Central Bank of Turkey tightened its funding 
conditions to banks by raising the late liquidity window by 50 bps in April. The central bank is likely 
to remain in a “tighter-for-longer” stance for the coming quarters, at least until it sees a significant 
decline in inflation. This should help to contain further pressure on prices in the future. There is a 
lead lag relationship between the lira YoY performance and CPI YoY. In the chart below, we see that 
the recent appreciation in the local currency after the referendum should lead to moderation in 
consumer prices in the next few quarters. 

CPI YoY vs. TRY YoY advanced path (RHS)
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Tighter monetary conditions should help bring inflation lower, together with short and long term yields.

CPI vs. 1-year and 10-year yield
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Lower long term yield will provide comfort to businesses and consumers and help gross domestic 
product to maintain its positive momentum.
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Real GDP growth QoQ vs 10-year yield (RHS)

 GDP QoQ 10-year yeild (inverted) (RHS)

0

2

3

1

-2

-1

12

11

10

9

8

7

6
Growth rate (%) Yeild (%)

Nov
2011

Nov
2012

Nov
2013

Nov
2014

Nov
2015

Nov
2016

May
2012

May
2013

May
2014

May
2015

May
2016

4

Source: Bloomberg, Dolfin research, June 2017

As the lira strengthens, we are looking for a significant upside in Turkish equities as well. The Turkey 
ETF plotted against GDP performance, as well as against the lira, suggests it has room to grow, 
particularly given that negative political sentiment has diminished. 

Real GDP growth QoQ vs Turkey ETF (RHS) 
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Turkey ETF vs. TRY (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Solid economic fundamentals and a stabilising political system suggest positive 

momentum for Turkish equities

Currencies 	Positive  – Having fallen over 20 per cent since last summer, we see upside in the currency as 
the central bank address higher inflation and should political risk remain contained
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BRAzIL 
Recent data displays signs of a fragile recovery in Brazil, 
remaining at risk due to political uncertainty.

Brazil’s economy finally emerged from recession in Q1 2017, after two years of consecutive 
negative quarterly growth numbers, growing 1.0 per cent q/q (-0.4 per cent y/y). The underlying 
details, however, were less encouraging. Private consumption continued its retreat, falling 0.1 per 
cent on the quarter, government consumption reflected the countries fiscal consolidation path (-0.6 
per cent q/q) and investment also shrank 1.6 per cent q/q. 

Growth was mainly driven by a rebound in exports and a strong build-up in inventories, as 
agricultural output surged, as shown in the chart below. This is likely to boomerang in Q2, leading 
to slower, if not negative, growth. Overall, the country’s recovery remains fragile with continuing 
negative employment growth numbers and a high level of slack in the manufacturing sector. 
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On the bright side, business confidence firmed and manufacturing PMIs moved into expansionary 
territory, rising to a print of 52.0 in May, boding well for future activity in the sector. Sentiment in 
the services sector also rebounded to the highest level since March 2015, remaining just shy of the 
50-threshold at 49.2. 

The main risk to the economic outlook is a sustained level of high uncertainty due to further 
political tumult, which could further erode confidence and contain investment growth. If Brazil’s 
leadership remains focused on politics, the country is likely to fall behind schedule on necessary 
economic reforms and adjustments, which are crucial for future growth. 

For the reasons mentioned above, we are looking for slightly negative growth in Q2 and an 
improvement thereafter. 
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Industrial production vs. real GDP growth (RHS)
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Real GDP growth QoQ vs. Dolfin forecasting model
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This view is supported by our forecasting model, displayed in the chart above, as well as by the 
advanced path of Bovespa, which has served as a leading indicator for GDP growth in the past.

Bovespa (advanced path) vs. GDP QoQ (rolling average) (RHS)

 Bovespa (advanced path) GDP rolling avg. QoQ (RHS)

45000

55000

65000
70000

60000

50000

40000 -2
-1.5

-1
-0.5

0
0.5

1
1.5

2
Index level Growth rate (%)

Mar
2011

Jan
2012

Nov
2012

Sep
2013

Jul
2014

May
2015

Mar
2016

Jan
2017

Nov
2017

75000

Source: Bloomberg, Dolfin research, June 2017

Brazil’s President Michel Temer became embroiled in a corruption scandal in May as evidence 
suggesting his approval of bribery payments emerged. The ensuing jump in uncertainty fuelled an 
immediate sell-off in equities and local currency bonds. Although markets have since calmed, and 
partially reversed losses, volatility around political news remains elevated.
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President Temer faces the possibility of an impeachment procedure as well as prosecution for 
active corruption, although the former looks less likely, given the current political power split. 
Despite his weakened political power, we feel it unlikely that Temer will step down or be removed 
from office and will probably muddle through until the end of his term in December 2018. That 
being said, any further adverse news in the corruption scandal could derail his reform agenda, 
especially if he loses his political majority, should the coalition party withdraw their support.

With heightened uncertainty in mind, the Copom members decided that “a moderate reduction in 
the pace of monetary easing should be appropriate at its next meeting”. Accordingly, we expect the 
central bank to ease the Selic rate by 50-75bp at its next meeting in July, having cut 100bp in May.

Selic target rate vs. CPI (RHS)
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This is in line with expectations of the Brazilian real remaining under pressure as political 
uncertainty prevails. At the same time, inflation fell further below the inflation target of 4.5 per 
cent to 3.6 per cent y/y in May, as slack in labour and product markets supported a softening 
in price pressures. The development in prices should keep the central bank on track for further 
easing this year. As the monetary stance continues to soften, we expect the decline in inflation to 
moderate, which may result in a softer Real from here. That being said, should Brazil not fall back 
into recession and crude prices remain within the 45-50 area, there is appreciation potential in the 
currency. The discrepancy is evident when looking at the Real’s performance against both inflation 
and equities, shown in the two charts below.

BRL vs. CPI (RHS)
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BRL vs. Bovespa (RHS)
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Finally, the Bovespa remains exposed to fragile economic activity and a high correlation with crude 
oil. Whilst equities have arguably overreacted, we remain cautious on adding at these levels. 

ASSET CLASSES: MACRO VIEW
Equities 	Neutral  – A fragile economic recovery together with political turmoil and volatile energy 

markets create a challenging environment for equities

Currencies 	Positive  – Discrepancy between the currency, on the one hand, and inflation and equities, 
on the other hand, suggest that the BRL should appreciate under a positive 
economic recovery scenario
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MEXICO 
Economic activity printed above expectations in the first 
quarter of 2017, with GDP growing at 0.7 per cent q/q (2.8 
per cent y/y), a similar pace as seen in the previous quarter. 

Net exports and, to a smaller extent, private consumption were the main growth drivers. 
Meanwhile, investment activity contracted as companies were negatively affected by increased 
US policy uncertainty in the first three months of 2017. Record high remittances and a strong, 
and improving, labour market have supported growth in domestic demand thus far, helped by 
a marked expansion in consumer credit. However, recent appreciation in the Mexican peso has 
brought down the value of remittances in local currency, removing further support for retail sales 
growth and acceleration in domestic demand, as can be seen in the chart below.

Remittances (MXN) vs. retail sales YoY 
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We expect to see some deceleration in domestic demand in the future, as high inflation eats into 
purchasing power, especially should wage growth prove unable to keep up with price increases. 
These developments were already apparent in the first quarter as record high retail sales growth 
decelerated to more sustainable levels and consumer confidence plunged. The notable drop can 
be seen in the chart below, which supports our view that retail sales are unlikely to reach recent 
highs over the near term. A deceleration in consumption will likely have a negative effect on GDP 
growth, leaving us with slower growth rates for the rest of the year. 

Consumer confidence vs. retail sales YoY (RHS)
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With the lifting of government subsidies to petrol prices in January, inflation has almost doubled 
between December 2016 and May this year. CPI inflation printed 6.2 per cent y/y in May, 
meaningfully above the central bank’s 4 per cent upper target limit. Adding to an average increase 
of 16.9 per cent in fuel prices, the weakening peso has generated additional price pressure. While 
the recent rebound in the peso should provide some relief, this is likely to materialise with a lag, 
likely leaving us with still accelerating inflation rates for several more quarters to come.

Consumer price inflation (headline) vs. core and energy price inflation YoY (RHS)
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Consumer price inflation vs. MXN YoY (RHS)

 CPI MXN YoY (RHS)
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With the strong acceleration in inflation above Banxico’s 2-4 per cent target range, the central bank 
continued on a tightening cycle in Q2, which it had embarked on in September 2016. It increased 
its target rate by another 25bp to 7.00 per cent at its meeting in June and signalled that it is now 
coming to the end of a tightening period. In particular, hints of the tightening cycle being near its 
end were removed from the statement and the central bank indicated that the current levels of rates 
should help inflation revert back to target. The rise in interest rates is likely to dampen the buoyant 
credit growth Mexico has experienced and will further weigh on business investment in 2017.

Going into the third quarter we take a neutral stance on the Mexican peso, having made the right 
call post-US election, where the peso staged a remarkable comeback. Our model suggests a slight 
depreciation from the 18 level, as aside from more challenging macroeconomic fundamentals, our 
less bullish view on crude oil makes it more difficult to see further appreciation in the currency.
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MXN vs. Dolfin forecasting model
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Crude oil vs. MXN (RHS)
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We have a similar view for equities, as the chart below (using our forecasting model) shows. 
Mexican equities have benefited from a mean-reversion post-US elections as well as from 
favourable domestic conditions. In future however, we need to see solid evidence of robust growth 
condition to reiterate our positive stance.

Mexbol vs. Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities 	Neutral  – Weakening economic activity and slowing remittances should dampen 

domestic demand and limit upside in Mexican equities

Currencies 	Neutral  – The recent appreciation in the peso post-Trump leaves limited scope for 
further upside without more hawkish signals from the central bank and / or 
higher oil prices
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ASSET CLASSES: MACRO VIEW

Fixed income: Hawks looming?
Fixed income markets overall continue to 
regard recent equity market performance 
with suspicion.

With little by way of surprise coming out of 
central banks, bar the hawkish tone of the Bank 
of England late in the quarter, the tone was 
positive for core yield curves for much of the 
quarter as fears of sluggish inflation resurfaced. 

At the FOMC meeting Janet Yellen retained 
a generally accommodative tone, although 
some market participants were surprised 
at the willingness of Fed officials to look 
through the recent weak data patch, whilst 
staying on message for another hike before 
the year is out. The details provided on plans 
to start reducing the expansionary pace of 
the balance sheet also struck a somewhat 
hawkish tone. Regarding performance, the 
rally that debuted in March at the cycle highs 
continued, with 10Y bonds now around 45bps 
inside the peak at 2.15 per cent, representing 
a 50 per cent retracement of the post-US 
election move higher.  Indeed, given the 
strong flattening of curves in recent months, 
we think the US curve can steepen in the 
coming months as the weak data patch is 
proved temporary and the Fed remains on its 
prescribed path (or even opts for a dovish tilt 
in the second half of the year). The longer end 
could also be damaged should the Fed bring 
online its reduced purchases, with the stated 
aim of reducing the duration of its holdings.  

In Europe the picture remains mixed. At the 
most recent meeting, the ECB stayed loyal to 
its dovish roots, although some amendments 
to the language in the prepared remarks 
were followed up by Ewald Nowotny’s later 
comments that a discussion of the ECB’s 
own tapering would likely start in July or 
September. A great deal still rests on the 
ECB’s confidence to begin tapering as, in 
the absence of inflation, this will likely be a 
key trigger for sentiment and, at the very 
least, for core EUR bond markets. With the 
French elections no longer front of mind, 
and partial resolution in Spanish and Italian 
banking systems, it appears the ECB may 
now have sufficient clarity to step back from 
longstanding full-throttle emergency policy. 
Overall, the bond markets of European 
nations posted a healthy quarter for 
performance, driven by more than 3 per cent 
performances from France and Italy. 

Looking forward, we still consider the Core 
European government bond market to be 

unattractive from a valuation standpoint. It 
is important to note that a 10 basis point 
move higher in 10-year German bunds eats 
up around three years of carry at current 
levels. As such, whilst we accept that trading 
gains are always possible irrespective of yield 
levels, we remain focused on our strategically 
negative view on the asset class, looking for 
opportunities to sell bonds. Indeed, whilst 
our economic models forecast weakness 
later in the year, the risk reward gives us 
comfort in sitting on a negative bias for the 
coming quarter. From a curve standpoint 
we feel the short end and belly of the curve 
looks vulnerable to data and ECB headline 
volatility, whilst the very long end (30-year) can 
outperform in the near term. Peripheral bond 
markets should be bolstered by the bail-ins of 
both Spanish and Italian banks, which sets a 
template for future issues and could serve to 
alleviate some of the pressures on the financial 
stability footing of these countries, although 
the NPL debate in Italy still unsettles some.

With regards to credit, we remain cautious on 
EUR investment grade, especially industrials 
and utilities. Our view here is unchanged - 
the crowded BBB segment looks fragile in 
the medium term following large volumes of 
non-EUR country issuance, especially in the 
long end. Even a sniff of the ECB’s desire to 
further cut expansionary policy could lead to 
spread widening. From a relative standpoint, 
financials still look better placed to perform in 
this context, given they were less impacted by 
the ECB’s CSPP in the first place. Even after a 
bumper few months we remain constructive 
on subordinated financials in Europe, namely 
systemic additional tier 1 securities. 

In the US, we also consider US investment grade 
to be expensive from a spread perspective. At 
the same time we acknowledge that “all-in” 
yields in US IG now look comparably quite 
attractive, with the aggregate IG index yielding 
around 3.2 per cent. However, fundamentals 
need watching as the US is in the later stages 
of a prolonged cycle and bondholder friendly 
activity is on the wane.  

We continue to see limited value in high yield 
at the index level, all the while acknowledging 
that there are no pressing reasons for any 
sustained weakness in the coming quarter. We 
focus on single-name stories and non-rated 
issuers in this space.

The EUR high yield market remains expensive 
with the aggregate yield level rooted at new 
all-time lows around 2.5 per cent. The space 

“We remain focused 
on our strategically 
negative view, 
looking for 
opportunities to sell 
bonds.”
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benefits from the grab for yield throughout 
European fixed income as investors have 
been crowded-out and pushed further along 
the quality curve by the ECB. Whilst optically 
the US looks more attractive, the differential 
between the two markets is eroded if we 
incorporate the currency differential. The 
relative valuations of high yield will be called 
into question should rates rise higher again, 
as they would on any sustained weakness 
in equity sentiment. Furthermore we can 
expect the US high yield segment to remain 
correlated to oil given the high number of oil-
sensitive issuers in the universe. 

Equities: Variation on a theme
Whilst tail risks are rising, notably in the US, 
we expect a continuation of positive trends 
going into the third quarter. 

Against a benign macroeconomic backdrop, 
developed market equities have continued to 
grind higher in the second quarter, aided by 
supportive central bankers and solid earnings 
growth across sectors and regions. Whilst 
risks are arguably more salient as we enter 
the second half of the year, notwithstanding 
a ‘black swan’ event, we anticipate further 
upside in equities; global growth continues to 
support earnings growth and equities remain 
attractive on a relative valuation standpoint 
(i.e. versus bonds). 

In the US, equities delivered a further 3 per 
cent in the second quarter, tallying index 
returns to 9 per cent since the beginning 
of the year as earnings growth continued 
to surprise to the upside; first quarter EPS 
growth was 14 per cent. 

Given the double digit move year-to-date, we 
go into the third quarter with a greater level 
of caution to our outlook, taking a neutral-
to-positive view on US equities. From a 
fundamental perspective, most data points to 
further expansion, with healthy PMI numbers 
and gains in payrolls supporting the broader 
economy. Yet, as highlighted earlier in our 
outlook, we note growing warning signs; most 
notably the divergence between the US Citi 
Economic Surprise index and the S&P 500. 
Added to some suggestion of weaker data, 
with volatility (represented as the VIX index) at 
record lows, we thus moderate our bullishness.

We note that equities remains the only asset 
class (within the US), where the ‘Trump trade’ 
(i.e. higher growth, fiscal spending) has not 
been discounted - indeed, whilst fixed income 
and FX markets have called into question 
Trump’s legislative agenda (and his ability 
to push this through congress), the S&P 500 
has continued to reach new highs. Whilst this 
dynamic lends to the view that equities are 
due for a correction, so far, earnings growth 
have continued to drive prices higher. 

From a valuation standpoint, US equities appear 
rich versus history; the S&P 500 trades at 17.8x 
forward price/earnings (vs. 14.2x on a 10 year 
median basis) as well as against other regions; 
the US trades at a 1.3x multiple of global 
equities (the highest level since 2008). That 
being said, versus fixed income, US equities 
remain reasonably priced, a point shown in the 
below chart, which shows the US earnings yield 
(the inverse of the price / earnings ratio) against 
the US 10-year Treasury yield. 

From a sector basis, we favour chemicals & 
financials, which are geared towards continued 
GDP growth. We also have a preference for 

“Global growth 
continues to 
support earnings 
growth and equities 
remain attractive.”

S&P 500 earnings yield vs. US 10yr Treasury yield
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“We move into the 
third quarter with a 
negative tilt to our 
neutral view on the 
FTSE 100.”

healthcare & technology, which continue to 
deliver healthy earnings growth. 

In Europe, equities were flat in the second 
quarter, with total returns for the year, just 
over 7 per cent. 

Whilst we expect European equities to take 
a pause at current levels, we remain broadly 
positive for the quarter. 

From a fundamental perspective, European 
equity markets continue to gain support from 
an improvement in data, including strong 
PMI figures and industrial strength. Whilst we 
have arguably seen a peak in growth figures in 
Europe, on an aggregate level, we expect the 
trend to remain positive, which should feed into 
companies’ bottom lines and earnings growth. 

Economics aside, political risk - long a 
headwind for European risk assets - has 
arguably diminished as Emmanuel Macron’s 
win in France has brought through a revived 
fervour to European unity, a fact which 
should act as a tail wind for equities for the 
remainder of the year. 

We do note some risks to our base case, 
particularly should we see deterioration in 
US data or a snap election in Italy, where 
anti-EU populism remains an overhang. Yet, 
for the third quarter these broad risks remain 
secondary. With valuations still attractive from 
a relative standpoint (Europe stocks trade at a 
20 per cent discount to the US, despite higher 
expected EPS growth and a higher dividend 
yield), we remain bullish. 

It should also be noted, that from a 
positioning standpoint, Europe remains under 
owned; outflows from European equity funds 
totalled $115bn in 2016, with only $18bn in 
inflows in 2017, suggesting there is room to 
run from a flows perspective. 

Whilst we are positive on Europe as a whole 
(and would add to the Euro Stoxx 50 on any 
weakness), we particularly favour Finland 
and Poland from a growth standpoint as 
well as Greece and Portugal from a revival 
standpoint. From a broad sector basis, we 
favour those sectors that have historically 
performed well in a pro-growth environment 
- namely basic materials, consumer goods, 
and financials & industrials.

Turning to the UK, the FTSE 100 has 
continued to chart new highs in the second 
quarter, almost touching 7,600 at the 
beginning of June as markets faded Brexit/

elections uncertainty, instead focusing on 
the global cyclical turnaround (with FTSE 100 
exporters being key beneficiaries) and the 
persistently weak GBP currency. 

Whilst markets retain a level of confidence in 
UK equity markets, we move into the third 
quarter with a greater level of scepticism 
with a negative tilt to our neutral view on the 
FTSE 100. 

Starting with the economy, we note signs of 
weakness; the most obvious of these being 
the UK consumer, who has been hit by rising 
inflation at a time of stagnating wage growth. 
The FTSE 100 has typically maintained a close 
correlation to UK retail sales; in the absence of 
a rebound in consumer spending, we would 
expect a correction in UK equities to close  
this divergence.

On the political front, Brexit remains a 
constant overhang. Whilst the UK election 
passed with barely a quiver from markets, 
Theresa May (and the Conservative party) 
emerged in a diminished position. 

We note that the outcome of the election 
may well be seen as a positive development, 
given it will likely soften Britain’s stance on 
negotiations with the EU, which could result 
in a more positive outcome for UK business 
(and UK equities). That being said, we foresee 
uncertainty around a final deal to weigh on 
sentiment and limit upside from current levels 
(in the FTSE 100). 

At a sector level, we prefer those segments that 
have historically performed better in a scenario 
where GDP growth is weak and inflation 
moderately high. As such, we prefer consumer 
goods, financials, industrials and technology.

Commodities: Beneficiaries of the 
reflation trade?
With the global economy holding steady and 
signs of tightening amongst central bankers, 
commodities stand to benefit. 

The second quarter was marked by decline 
across commodity markets, with both metals 
and oil showing losses for much of the three 
months (albeit with some recovery at the end 
of the quarter). 

The obvious pain point has been oil, where 
crude has fallen into the mid 40s (per barrel), 
from $50 per barrel at the start of the quarter. 
This move have been driven by ongoing 

“Revived fervour 
for European unity 
should act as a tail 
wind for equities 
for the remainder of 
the year.”



dolfin.com60 | Dolfin Quarterly Investment Outlook - Q3, 2017 

supply imbalances; whilst OPEC agreed to 
extend limits to crude production in late May, 
US shale production remains elevated, with 
output and rig count at multi-year highs. 
Elevated crude inventories, more broadly, 
and record output in Libya and Nigeria, have 
exacerbated the supply imbalance. 

Whilst demand for oil remains healthy, we 
adopt a neutral view on the commodity for 
the coming quarter, in light of the excess 
supply concerns. Should oil trade meaningfully 
lower from current levels, we would add on 
weakness (in the low 40s). However, we await 
a positive catalyst, namely supply rebalance 
in the US, an uptick in oil demand or stronger 
than expected Chinese macro data, before 
building on our conviction. 

In the metals space, we have a preference for 
copper, which has historically performed well 
in a pro-growth, reflationary environment. 
Whilst hopes of a Trumpian fiscal-backed 
infrastructure plan have been dashed (for 
now), central banks have been sharpening 
their rhetoric around tightening, which we 
would expect to benefit commodities over 
the coming quarter. 

With demand and supply fairly balanced, 
our positive outlook on copper rests on 
further strength in Chinese manufacturing 
(China accounts for ~50 per cent of copper 
consumption), which should increase the 
balance towards the demand side. From a 
technical perspective, the metal breached its 
200-day moving average for the second time 
in June, a positive signal. 

Elsewhere in metals, we note the extended 
rise of palladium (up ~5 per cent over the 
quarter), on expectations that consumers 
will shift towards gasoline engines (from 
diesel engines) - typical users of palladium 
in catalytic convertors. Whilst long-term 
demand for palladium remains solid, we 
anticipate a correction over the coming 
months, owing to toppy (and exuberant) 
positioning (speculative long holdings of the 
metal are at multi-year highs). We would pair 
a short in the currency with a long in platinum, 
which has meaningfully lagged palladium’s 
performance in recent months, which we feel 
is unwarranted.  

For gold, we retain a negative view for the 
coming quarter. Whilst the precious metal 
has uses as a hedge against both risk and 
inflation, in an environment whereby central 
banks are increasingly hawkish, we would 
expect gold to sell off. 

Currencies: Central banks are setting 
the tone
With the dollar absent of direction, other 
major currencies should begin to strengthen

The dollar suffered a broad sell-off against 
major currencies in the second quarter, with 
the dollar index falling almost 5 per cent 
over the previous 3 months from 100 to 95.5. 
Such a fall was partially driven by markets 
continuing to discount any notion of a ‘Trump 
trade’, whilst also being driven by central 
banks increasingly hawkish signalling. 

From these levels, any surprise “policy win” 
as part of Trump’s proposed stimulus package 
would be an upside for the currency. That 
being said, absent of a catalyst, we expect 
range bound movement in the dollar against 
other major currencies. 

This is especially true in light of the growing 
signs that central banks, including the BoE and 
the ECB, shall begin to tighten monetary policy 
at a faster pace than previously anticipated. 
Given the support this should bring to their 
respective currencies, this should subsequently 
limit any upside in the dollar. 

In Europe, the euro has followed an opposing 
path to the dollar in the second quarter, 
appreciating over 7 per cent both as the clouds 
of uncertainty cleared, specifically in the form of 
the French election, and the region benefited 
from broad-based economic momentum.  

We expect a continuation of this theme 
over the coming quarter, especially given 
the ECB’s recent comments, which suggest 
monetary conditions may be tightened sooner 
rather than later. Whilst we are positive on 
the currency, we see 1.15 as a near-term cap 
against USD and expect a pause in upwards 
momentum, following the strong rally over 
the past couple of months. 

Across the channel, the British pound has had a 
challenging few months, in light of a seemingly 
certain election result and the formal start of 
Brexit negotiations. Against the dollar, the 
pound rose almost 3 per cent over the quarter, 
in line with dollar weakness, while against the 
euro, it depreciated by just over 3 per cent. 

For the coming few months, we turn bullish 
on the pound, owing to the multiplying hawks 
residing in the BoE. With Andy Haldane, 
Chief Economist, and Mark Carney, Governor 
of the BoE, both publically suggesting that 
a rate hike in imminent, the pound should 
appreciate from current levels. 

“We have a 
preference for 
copper.”
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“The elephant in the 
room remains Brexit, 
which casts ongoing 
uncertainty over 
Britain’s currency.”

The elephant in the room remains Brexit, 
which casts ongoing uncertainty over Britain’s 
economic outlook, a point which currently 
reflected in its currency. That being said, 
recent developments suggest a softer stance 
shall be adopted in negotiations, particularly 
in light of Theresa May’s embarrassing 
electoral performance. This should likely also 
support the pound from here.

Aside from the majors, we take a positive 
view on the Australian and Canadian dollar, 
both of which have a strong correlation to 
commodities, which we expect to benefit 
in a reflationary environment. In Australia in 
particular, the currency will likely strengthen 
should we see a revival in industrial metals. 
In Canada, the case for appreciation is made 
stronger, owing to the Bank of Canada’s 
growing hawkishness, which should support 
the Canadian dollar from here.

In emerging markets, we continue to have a 
broadly positive outlook. Inflows have been 
strong and the the US dollar has retained a 
softer tone, a theme we expect to continue. 
Furthermore, with China likely to remain 
stable (ahead of the party congress later this 
year), fewer risk events in Europe and limited 
news on US trade policy, volatility should stay 
low. The primary risk to emerging market 
currencies remains the Fed. Should tightening 
accelerate in the second half of the year, a 
scenario we do not envisage, EM currencies 
would likely be negatively impacted. 

These risks aside, we have a preference for 
the Turkish lira, given the attractive entry 
point, following a 20 per cent fall since the 
summer. Furthermore, we favour the Brazilian 
real, owing to a view we should see a modest 
economic recovery.
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IDEA: BUY GLOBAL MULTI-FACTOR 
STOCKS

Equities

Implementation
A basket of single stocks 

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have developed a proprietary methodology for a dynamically managed stock 
selection strategy. For our global strategy, we have focused on minimum volatility, 
momentum, sentiment, value and quality as factors when considering a basket of stocks.

Factors used in smart beta analysis

 – Minimum volatility such as 52-week volatility
 – Momentum such as price-to-52 week high
 – Sentiment such as analyst rating
 – Value such as trailing PE and price-to-cash flow

Idea specific risks

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

 – Our chosen stocks 
underperform the broader 
market 

Global multi-factor - sector breakdown   

Consumer Discretionary

Consumer Staples

Healthcare

Industrials

Information Technology

Materials

Utilities

Source: Bloomberg, Dolfin research, June 2017

Global multi-factor - illustrative stock selection

Name Price YTD  
change

Market  
cap

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

MONDI PLC 2017.0 21.1  9,757,753,148 19.9 2.4 8.4 14.5 Materials SA
MONEYSUPERMARKET.COM 353.7 20.3  1,916,423,650 37.5 2.8 13.2 19.0 IT BRITAIN
PAYSAFE GROUP PLC 505.5 36.1  2,451,244,926 28.6 - 8.6 12.6 IT IOM
SMITH & NEPHEW PLC 1332.0 9.1  11,654,710,143 26.0 1.8 12.5 18.6 Healthcare BRITAIN
SMITHS GROUP PLC 1616.0 14.1  6,390,868,502 16.9 2.6 9.5 16.5 Industrials BRITAIN
CTS EVENTIM AG & CO KGAA 39.0 31.8  3,740,160,000 23.3 1.3 15.0 29.1 Cons Disc GERMANY
JUMBO SA 15.9 5.6  2,163,354,000 28.8 1.1 9.2 16.8 Cons Disc GREECE
MICHELIN (CGDE) 118.6 12.2  21,371,502,024 20.0 2.7 4.7 11.2 Cons Disc FRANCE
PEUGEOT SA 18.0 16.4  16,318,576,821 9.6 2.7 1.7 7.2 Cons Disc FRANCE
VISCOFAN SA 51.7 10.7  2,410,808,470 27.9 2.8 11.7 18.4 Cons Staples SPAIN
AMERCO 359.4 -2.5  7,047,235,085 35.8 - 6.8 - Industrials US
CIGNA CORP 167.7 25.7  42,933,651,606 9.0 0.0 9.7 15.0 Healthcare US
ECHOSTAR CORP-A 60.4 17.4  5,762,940,027 28.1 - 7.5 54.4 IT US
EXELON CORP 35.8 0.8  33,123,805,865 27.7 3.7 7.2 12.4 Utilities US
PITNEY BOWES INC 15.2 0.2  2,837,612,685 16.7 4.9 8.6 8.2 Industrials US
Source: Bloomberg, Dolfin research, June 2017 
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IDEA: BUY GLOBAL DEEP VALUE STOCKS

Equities

Implementation
A basket of single stocks 

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have developed a proprietary methodology for a dynamically managed stock selection 
strategy. We have focused on value as a factor when considering a basket of stocks

Factors used in smart beta analysis

 – Value such as current PE, price-to-sales, EPS growth and earnings yield

Idea specific risks

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

 – Our chosen stocks 
underperform the  
broader market 

 – Value, as a sector, remains 
out of favour by markets

Global deep value - sector breakdown   

Consumer Discretionary

Energy  

Healthcare  

Industrials  

Materials  

Utilities

Source: Bloomberg, Dolfin research, June 2017

Global deep value - illustrative stock selection

Region Name Price YTD 
change

Market 
cap

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next 
yr PE

Country

Europe MOTOR OIL (HELLAS) SA 18.70 42.75  2,071,641,726 9.84 4.82 3.21 9.73 GREECE
DAIMLER AG-REGISTERED SHARES 64.00 -9.50  68,471,736,283 11.48 5.08 2.65 7.11 GERMANY
AURUBIS AG 70.10 27.92  3,151,466,282 3.29 1.78 5.35 13.47 GERMANY
PEUGEOT SA 18.04 16.39  16,318,576,821 9.60 2.66 1.69 7.17 FRANCE
FAURECIA 45.50 23.51  6,279,938,766 8.76 1.98 3.44 9.73 FRANCE

UK SSE PLC 1465.00 -5.67  14,721,822,621 9.95 6.23 8.26 11.75 BRITAIN
DIXONS CARPHONE PLC 285.10 -19.60  3,288,224,171 5.87 3.95 6.66 8.19 BRITAIN
JOHNSON MATTHEY PLC 2895.00 -9.02  5,602,792,799 5.57 2.59 9.96 12.40 BRITAIN
KINGFISHER PLC 304.80 -12.99  6,737,714,328 9.13 3.41 6.76 11.63 BRITAIN
ROYAL MAIL PLC 420.60 -8.98  4,206,000,000 5.32 5.47 8.77 10.26 BRITAIN

US KOHLS CORP 39.57 -19.88  6,745,095,918 11.35 5.56 4.83 10.90 US
MCKESSON CORP 164.89 17.40  34,867,027,493 4.04 0.68 4.81 12.75 US
TERNIUM SA-SPONSORED ADR 28.04 16.09  5,620,298,234 21.44 3.57 4.09 9.02 LUX
DOMTAR CORP 38.81 -0.56  2,430,755,216 11.20 4.28 5.85 12.95 US
AECOM 32.95 -9.38  5,131,431,478 4.45 - 12.08 10.90 US

Source: Bloomberg, Dolfin research, June 2017 
 



Dolfin Quarterly Investment Outlook - Q3, 2017 | 65dolfin.com

IDEA: BUY GLOBAL INCOME STOCKS

Equities

Implementation
A basket of single stocks 
and /or ETFs

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have developed a proprietary methodology for a dynamically managed stock 
selection strategy. We have focused on income as a factor when considering a 
basket of stocks.

Factors used in smart beta analysis

 – Income such as dividend pay out and dividend yield

Idea specific risks

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

 – Income stocks underperform 
the broader market

 – Stocks scale back their 
dividend payouts

Global income - illustrative stock selection

Region Name Price YTD 
change

Market 
cap

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next 
yr PE

Country

Europe UNILEVER NV-CVA 48.5 24.0  143,725,296,386 18.0 2.7 13.1 20.1 BRITAIN
TOTAL SA 44.2 -9.4  109,665,635,382 13.6 5.6 6.9 11.0 FRANCE
PEUGEOT SA 18.0 16.4  16,318,576,821 9.6 2.7 1.7 7.2 FRANCE
RELX NV 18.0 12.4  38,541,382,380 32.9 2.4 14.4 17.6 BRITAIN
HEINEKEN NV 86.1 20.8  49,588,064,953 22.0 1.6 11.6 19.9 NL

UK RIO TINTO PLC 3374.5 6.8  62,122,919,752 34.2 4.0 7.4 12.7 BRITAIN
INTL CONSOLIDATED AIRLINE-DI 607.0 37.7  12,700,782,449 17.2 1.8 3.4 6.8 BRITAIN
SSE PLC 1465.0 -5.7  14,721,822,621 9.9 6.2 8.3 11.7 BRITAIN
ASTRAZENECA PLC 5163.0 16.3  65,351,968,568 32.5 4.3 12.9 16.9 BRITAIN
ROYAL DUTCH SHELL PLC-A SHS 2071.5 -7.6  172,111,395,724 11.7 7.2 8.7 12.9 NL

US TERNIUM SA-SPONSORED ADR 28.0 15.9  5,613,281,632 21.4 3.6 4.1 9.0 LUX
CATERPILLAR INC 107.4 15.8  63,257,792,459 9.2 2.9 16.4 20.3 US
ABBVIE INC 72.4 15.6  115,259,363,951 41.2 3.5 12.4 11.1 US
ONEOK PARTNERS LP 51.1 18.7  14,597,145,668 19.1 6.2 13.7 16.7 US
FORD MOTOR CO 11.6 -4.1  46,111,401,435 8.5 5.2 3.3 7.2 US

Source: Bloomberg, Dolfin research, June 2017 
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Global sectors - composition

US Chemicals Europe Basic Materials UK Consumer Goods
Financials Consumer Goods Financials
Healthcare Financials Industrials
Technology Industrials Technology

IDEA: BUY GLOBAL PREFERRED SECTORS

Equities

Implementation
A basket of single stocks 

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have constructed a developed market equity portfolio, which provides exposure to 
key regions (US, Europe and UK), while also aligning with our macroeconomic forecasts 
for each market. In doing so, we have looked at the historic performance of each sector 
against our expectations within each region.

Starting with the US, we expect moderately positive GDP growth, stable inflation figures 
and a rising Treasury yield. We highlight chemical, financial, healthcare and technology 
sectors as those that have historically benefited from the aforementioned variables.

In Europe, we expect positive GDP growth and inflation as well as a rising Bund yield 
– these variables have typically been positively correlated to basic materials, consumer 
goods, financials and industrials.

Finally, in the UK, we have a more negative view on the economy and expect weaker 
GDP growth, higher inflation and both a rising gilt yield and currency (versus USD 
and EUR). In this scenario, we highlight consumer goods, financials, industrials and 
technology as sectors which have historically been relative positive performers.

Idea specific risks

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

 – Our base case scenarios 
fail to materialise and 
the chosen sectors 
underperform

 – Our chosen sectors do not 
correlate with our base case 
scenarios in the future

US preferred sectors - implementation

Name Price YTD  
change

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

APOLLO GLOBAL MAN. - A 26.44 36.57  10,746,758,377 47.9 7.4 4.8 9.3 Financials US
BANK OF AMERICA CORP 24.685 11.70  245,662,624,445 - 1.2 - 11.5 Financials US
GILEAD SCIENCES INC 70.67 -1.31  92,346,495,887 61.8 2.9 4.6 9.8 Healthcare US
JAZZ PHARMACEUTICALS PLC 156.61 43.64  9,410,844,463 47.4 - 14.1 12.0 Healthcare IRELAND
WESTERN DIGITAL CORP 85.5 25.83  24,901,224,687 12.5 2.3 10.1 7.0 IT US
AMAZON.COM INC 951.46 26.88  454,774,568,279 9.0 - 33.0 54.9 Cons Disc US
XEROX CORP 28.91 25.70  7,347,363,953 12.4 3.5 7.8 8.2 IT US
AIR PRODUCTS & CHEMS INC 144.65 0.58  31,493,847,623 31.8 2.6 11.2 21.2 Materials US
HUNTSMAN CORP 26.325 37.97  6,308,099,905 11.2 1.9 8.9 10.4 Materials US
POLYONE CORPORATION 38.52 20.22  3,149,239,155 11.4 1.4 10.0 15.0 Materials US

Source: Bloomberg, Dolfin research, June 2017 
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IDEA: BUY GLOBAL PREFERRED SECTORS 
(CONTINUED)

Equities

Europe preferred sectors - implementation

Name Price YTD  
change

Market  
cap

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

VOESTALPINE AG 41.86 12.26  7,381,975,963 13.2 2.6 7.0 11.4 Materials AUSTRIA
STORA ENSO OYJ-R SHS 11.51 12.73  9,089,371,493 11.8 3.2 9.9 13.5 Materials FINLAND
PEUGEOT SA 18.035 16.39  16,318,576,821 9.6 2.7 1.7 7.2 Cons Disc FRANCE
JUMBO SA 15.9 5.58  2,163,354,000 28.8 1.1 9.2 16.8 Cons Disc GREECE
PERNOD RICARD SA 118 14.62  31,319,747,856 26.7 1.6 15.1 19.1 Cons Staples FRANCE
CREDIT AGRICOLE SA 14.47 22.84  41,183,132,491 #N/A N/A 4.1 #N/A N/A 11.2 Financials FRANCE
UBS GROUP AG-REG 16.79 9.03  64,670,626,184 33.2 3.6 2.0 11.7 Financials SWITZ
BOUYGUES SA 37.17 9.18  13,242,649,383 8.5 4.3 6.3 14.8 Industrials FRANCE
RHEINMETALL AG 84.14 31.67  3,665,041,639 10.2 1.7 6.1 13.3 Industrials GERMANY
EIFFAGE 79.53 20.05  7,794,239,510 15.6 1.9 8.2 13.9 Industrials FRANCE

UK preferred sectors - implementation

Name Price YTD  
change

Market  
cap

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

BRITVIC PLC 691 21.87  1,822,307,411 15.4 3.6 10.8 13.5 Cons Staples BRITAIN
SAINSBURY (J) PLC 248.9 -0.16  5,450,306,495 4.8 4.1 5.8 11.6 Cons Staples BRITAIN
ASHMORE GROUP PLC 351.4 24.30  2,504,571,185 57.1 4.7 8.0 17.7 Financials BRITAIN
3I GROUP PLC 904.5 28.48  8,799,219,148 87.7 2.9 #N/A N/A 9.2 Financials BRITAIN
LLOYDS BANKING GROUP PLC 66.71 7.56  47,915,278,890 #N/A N/A 3.8 #N/A N/A 9.5 Financials BRITAIN
HOWDEN JOINERY GROUP PLC 405.1 5.55  2,549,724,950 21.7 2.6 7.8 13.2 Industrials BRITAIN
SMITHS GROUP PLC 1616 14.12  6,390,868,502 16.9 2.6 9.5 16.5 Industrials BRITAIN
BALFOUR BEATTY PLC 269.9 0.37  1,861,607,232 0.1 1.0 192.1 13.8 Industrials BRITAIN
IBSTOCK PLC 247.5 32.85  1,005,823,779 32.2 2.1 #N/A N/A 11.8 Materials BRITAIN
POLYPIPE GROUP PLC 378.1 16.73  749,693,587 19.5 2.7 9.5 12.9 Industrials BRITAIN
Source: Bloomberg, Dolfin research, June 2017 
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IDEA: BUY EUROPEAN GROWTH AND REVIVAL 
(FINLAND, POLAND, GREECE AND PORTUGAL)

Equities

Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Since the beginning of the year, European equity markets have delivered solid 
performance as political headwinds have subsided and economic growth has gained 
momentum. Yet, this year aside, certain European countries have demonstrated 
meaningful relative underperformance over a longer time frame.

We recommend adding to select economies where underperformance is no longer 
warranted and an element of catch-up is due, namely Greece and Portugal (our revival 
theme). At the same time, we recommend adding to Finland and Poland, which have 
been star performers within Europe – a trend we expect to continue (our growth 
theme). In the bottom left chart we show the relative underperformance of our 
European targets versus German and French equities.

Idea specific risks

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

 – Our base case scenarios 
fail to materialise and 
our chosen countries 
underperform

Relative underperformance - Dolfin Growth and Revival portfolio vs. 
French and German equities
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Finland and Poland GDP vs. Eurozone GDP (QoQ)
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Turning to each of the countries in turn, we go into the third quarter 
with a positive outlook on Greek equity markets. In June, Eurozone 
ministers agreed a deal to disburse funds to Greece to cover its 
financing needs, effectively reducing the chance of a near-term crisis in 
the indebted country. While the deal does not end the medium-term 
uncertainty around debt servicing in Greece, ongoing question marks 
are gradually diminishing. With limited fiscal consolidation to come, 
growth should begin to pick up - signs of which we have seen in the 
past few quarters. Growing positive sentiment has led Greek equities 
higher over the second quarter, a trend we expect to continue in the 
second half of the year.

The same can be said of Portugal, which, following a bailout in 2011, is 
enjoying its best period of economic growth in a decade. 

Aside from Greece and Portugal, we expect momentum to continue to 
build in Finnish and Polish equity markets.

Oft-described as the sick-man of Europe, Finland is finally showing 
signs of robust recovery, having only emerged from a three-year 
recession in 2015. While hard data has supported the move higher in 
Finnish equities year-to-date, consumer and business indicators, which 
are at all-time highs, point to further growth.

Poland has also been building economic momentum. Unemployment 
is at a 20-year low and there are early signs of a resurgence of 
investment in the country, following a long period of decline. As Brexit 
starts to bite in the UK, there is anecdotal evidence that Poland may 
be a direct beneficiary of any transition of jobs and growth in the 
financial sector to Poland and Eastern Europe more broadly.

In the chart below, we show the GDP growth rates of Finland and 
Poland against the Eurozone aggregate level.
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Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Emerging market equities have delivered solid, double-digit growth since the start of 
the year, prospering amidst a backdrop of a weaker dollar, increasing political stability 
and improving global growth. Following this broad move higher at an aggregate level 
(the MSCI Emerging Market Index is up almost 20 per cent year-to-date), we have a 
preference for adding selectively to emerging markets from hereon in. 

Within the EM universe, we have a preference for China, India and Turkey, where 
growth has been robust (see table below) and sentiment has been improving.

 

Idea specific risks

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

 – Our base case scenarios 
fail to materialise and 
our chosen countries 
underperform

 – The US economy displays 
recessionary symptoms, 
leading to a broad sell-off in 
emerging markets

 – China experiences a ‘hard 
landing’, leading to a broad 
sell-off in emerging markets

IDEA: EM ‘SPARKS’ – BUY CHINA, INDIA 
AND TURKEY

Equities

Factor decomposition - China, India and Turkey  
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In China, we see continued positive momentum following the decision 
to include Chinese ‘A’ shares (i.e. mainland equities) in the MSCI EM 
indices, an important milestone in the integration of China’s equity 
markets with the rest of the world. At the same time, GDP growth has 
been solid, with healthy consumption and manufacturing data, which is 
also a positive for equity markets. 

In India, the market has been a shining star year-to-date as investors 
have given their backing to Modi’s ambitious reform agenda. Yet while, 
India has rallied considerably (the iShares India ETF has rallied over 
20 per cent YTD), we see further upside as earnings will likely turn 
upwards after almost 6 years in negative territory.

Turkey comes with political risk, given President Erdogan’s hard-
line stance in a divided country. Yet the referendum on expanding 
Presidential powers, which Erdogan won in April, removes a level 
of uncertainty for investors. Furthermore, starting from a low base, 
economic data is trending upwards at a time when the Central bank is 
likely to keep a firm grip on inflation, supportive for equity markets. 

To support the economic rationale, in the table and chart below, we 
deconstruct the driving forces of our EM portfolio (China, India and 
Turkey). This analysis shows the Euro Stoxx 50, US high yield and 
EURUSD as all having positive correlations. Given we have a positive 
outlook on all three variables; this bodes well for our preferred 
emerging markets.

GDP growth figures (in %) of select emerging markets

GDP (in %) Q1 '16 Q2 '16 Q3 '16 Q4 '16 Q1 '17
China 6.7 6.7 6.7 6.8 6.9
India 9.1 7.9 7.5 7 6.1
Turkey 4.5 5.3 -1.3 3.5 5.0

Factor decomposition - China, India and Turkey

Name Beta t-Stat
SX5E INDEX 0.3 2.2
USDEUR CURNCY -0.6 -2.9
IBOXHY INDEX 1.3 3.4

R^2 49%
Alpha 0.0
t-Stat -0.8
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IDEA: EM ‘NICHE’ – BUY FRONTIER AND 
EMERGING EQUITIES

Equities

Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
10-12% annually

Rationale
Following a challenging few years in frontier and emerging markets, where equities 
lost significant value amid sluggish global growth and the end of a commodities 
boom, there are signs that the situation is changing. We focus on select countries, 
namely Nigeria, Peru and Vietnam, where we see bright spots in the future outlook. 
We recommend adopting a barbell approach to investment in these countries, with 
an allocation to small-cap emerging markets (using the WisdomTree Emerging Market 
SmallCap Dividend Fund – DGS US), which helps to lower volatility and specific 
country risk.

Nigeria is returning to growth in 2017, following its first recession since 1987 last year. 
This modest recovery has been driven by rising oil output and manufacturing PMI data 
has moved back into positive territory having reached a nadir in the low 40s last year. 

Idea specific risks

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

 – Our base case scenarios 
fail to materialise and 
our chosen countries 
underperform

 – The US economy displays 
recessionary symptoms, 
leading to a broad sell-off in 
emerging markets

EM niche portfolio vs. commodities index  
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Factor decomposition – EM niche portfolio  
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In Peru, recent GDP growth has been held back by devastating floods, 
which hit the country in the first quarter. However, it remains the fastest 
growing country in South America and as a major copper producer we 
expect the economy (and the equity market) to grow from here, owing 
to our positive outlook on the red metal. 

Finally, in Vietnam, we expect  continued growth, which should feed 
into equity markets. The country has been benefiting from recent 
spikes in inward investment (the third highest level globally, aside from 
China and India) at a time when inflation remains low and consumption 
is growing in the double digits.

In the chart below, we show the portfolio (Nigeria, Peru, Vietnam and 
EM Small-Caps) against the commodities index. As expected there is a 
high correlation, owing to the importance of commodities to all three 
economies. We have a broadly positive outlook on commodities (at 
current levels) and this lends support to our view on the EM portfolio.

In the second chart (below right), we determine the historical driving 
forces of the portfolio, which includes crude oil (positive), Chinese 

equities (positive) and the price action of the US dollar index 
(negative). The correlation does not conflict with our neutral view on 
the US dollar and also aligns with our positive outlook on Chinese risk 
assets and moderately bullish outlook on oil, from current levels, as the 
supply / demand dynamic equalises.

Factor decomposition – EM niche portfolio

Name Beta t-Stat
SHSZ300 INDEX 0.2 2.7
CL1 COMDTY 0.1 2.2
DXY CURNCY -1.0 -3.8

R^2 47%
Alpha 0.0
t-Stat -0.5
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Implementation
A basket of single stocks 

Investment 
horizon
12 months

Expected return
10-12% annually

Rationale
Given recent ransomware attacks which have hit organisations across several 
countries, cybersecurity is making headlines around the world.

While by no means a new theme, increased cybersecurity spending is expected to 
accelerate over the coming years, meaningfully outpacing growth in IT spend at a 
time when assets (both in the corporate and public sphere) are increasingly being 
digitised – by 2015, $55bn was being spent on cybersecurity worldwide – a figure 
that continues to grow exponentially. A rise in spending will create winners amongst 
cybersecurity companies able to meet these growing needs.

To capture this theme we have selected a portfolio of names highly geared to this theme. 
In the first of the charts shown below, we show our cybersecurity portfolio against US 
software USD expenditure (as a component of GDP). While cybersecurity spending is only 
one element of software spending, the general upward trend is supportive of our rationale.

Idea specific risks

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

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

 – Our theme fails to play, 
leading to a selloff in stocks 
exposed to cyber security

Dolfin cybersecurity portfolio - implementation

Name Price YTD 
change

Market cap 
(local ccy)

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next 
yr PE

Country

BOOZ ALLEN HAMILTON HOLDINGS 32.8 -9.1  4,866,129,018 9.4 2.1 12.3 16.2 US
MANTECH INTERNATIONAL CORP-A 41.49 -1.8  1,609,680,435 7.6 2.0 10.1 26.0 US
ZIX CORP 5.61 13.6  307,583,577 19.3 - 20.1 16.8 US
QUALYS INC 39.8 25.8  1,473,925,022 23.8 - 24.1 39.0 US
NCC GROUP PLC 164 -9.3  453,476,625 11.3 2.8 20.3 21.0 BRITAIN
CYBERARK SOFTWARE LTD/ISRAEL 49.13 8.0  1,706,850,976 19.6 - 34.0 32.2 ISRAEL
CHECK POINT SOFTWARE TECH 108.34 28.3  17,707,409,311 49.8 - 16.2 19.1 ISRAEL
AHNLAB INC 50400 -12.8  504,698,292,000 16.1 1.4 49.7 - SOUTH KOREA
GEMALTO 54.31 -1.1  4,910,917,338 17.4 0.9 9.1 14.2 NETHERLANDS
TREND MICRO INC 5780 39.1  810,893,563,120 34.5 - 11.9 27.2 JAPAN
F-SECURE OYJ 4.24 24.0  673,306,653 15.7 1.4 18.7 37.5 FINLAND
Source: Bloomberg, Dolfin research, June 2017 
 

IDEA: THEMATIC - CYBERSECURITY

Equities

Dolfin cybersecurity portfolio vs. US GDP by expenditure – software (RHS)  
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Dolfin cybersecurity portfolio - historic peformance  
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IDEA: THEMATIC - INTERNET OF THINGS

Equities

Implementation
A basket of single stocks 

Investment 
horizon
12 months

Expected return
10-12% annually

Rationale
The Internet of Things (IoT) – broadly defined as the interconnectivity of internet-
enabled devices – looks set to be a key driver of technological innovation over the 
coming decade. As the technology matures and becomes increasingly commonplace, 
we foresee an explosion in consumer, government and industrial applications (as 
shown in the table below).

The growth in IoT is well underway, with the population of ‘connected’ devices set 
to exceed that of humans this year; Gartner (a research house) expects the number 
of devices to rise to 20.4 billion, by the end of the decade. As the number of devices 
rises, as will spending, which is predicted to reach $1,400bn within five years, up from 
$800bn today, as organisations continue to invest in hardware, software, services and 
connectivity that enable the IoT (see chart below). 

Idea specific risks

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

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

 – Our theme fails to play, 
leading to a selloff in stocks 
exposed to the internet of 
things

To capture this theme, we have focused on stocks, which are well 
positioned to benefit from the anticipated rise in spending, both 
amongst consumers and industry (e.g. SAP  Cisco). At the same time, 
we have also identified stocks, which are end users of IoT technology 
and are acting as front-runners in developing the technology (e.g. 
Samsung and General Electric).

Creation of an IoT ecosytem - applications

Consumer Government Enterprise / Industry
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IoT - implementation

Name Price YTD 
change

Market cap  
(local ccy)

EBITDA / 
revenue

Dividend 
yield

EV / 12m 
EBITDA

Next 
yr PE

Sector

DASSAULT SYSTEMES SA 77.5 7.0  20,079,298,001 28.7 0.7 21.8 25.6 IT
SAP SE 91.2 10.1  112,015,015,874 29.0 1.4 18.2 19.5 IT
PTC INC 54.1 16.9  6,246,255,561 4.3 - 89.2 34.5 IT
CISCO SYSTEMS INC 31.4 3.9  157,051,708,673 30.1 3.7 9.3 12.9 IT
ROCKWELL AUTOMATION INC 163.2 21.5  21,029,802,995 20.1 1.9 16.1 22.6 Industrials
SENSATA TECHNOLOGIES HOLDING 43.4 11.5  7,433,340,768 25.0 - 12.8 12.8 Industrials
BELDEN INC 76.2 1.9  3,220,253,078 15.7 0.3 9.9 13.6 IT
GENERAL ELECTRIC CO 27.6 -12.8  239,286,600,465 9.4 3.5 26.4 14.6 Industrials
FANUC CORP 21675.0 9.4  4,422,979,193,475 33.5 - 20.3 27.3 Industrials
INTEL CORP 33.5 -7.5  157,916,315,000 34.8 3.3 7.9 11.2 IT
SKYWORKS SOLUTIONS INC 95.7 28.2  17,660,844,585 41.5 1.2 12.0 13.3 IT
SAMSUNG ELECTRONICS CO LTD 2361000.0 31.0  308,508,314,334,000 24.7 1.2 3.6 7.8 IT
Source: Bloomberg, Dolfin research, July 2017 
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IDEA: THEMATIC – ‘SOFT BREXIT’

Equities

Implementation
A basket of securities

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
Following a dramatic election result at the beginning of June, the Conservative Party 
clung to power, relying on Northern Ireland’s Democratic Unionist Party to secure 
a weak, but working, majority. Yet the election outcome has profoundly damaged 
Theresa May’s hard-line stance to Brexit negotiations and MPs (including the current 
Chancellor Phillip Hammond) as well as businesses have made vocal attempts to 
direct Brexit towards a more market-friendly outcome.

Idea specific risks

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

 – Negotiations fail and Britain 
heads for a ‘hard Brexit’

 – The UK economy enters 
recession, resulting in all UK 
assets to underperform

Soft Brexit - illustrative security selection

Name Price YTD  
change

Price change 
since Brexit 

result
GBP-EUR X-RATE 1.1 2.9 -13.0
FTSE 250 INDEX 19320.4 6.9 17.4
FTSE 350 GEN RETAIL INDX 2429.7 -6.2 -6.1
FTSE 350 REITS 2920.8 0.3 -3.2
Average 1.0 -1.2
FTSE 100 INDEX 7377.1 3.3 23.3

Exports from Northern Ireland (in %)   

Republic of Ireland

Rest of Europe

Rest of World

Source: Bloomberg, Dolfin research, June 2017

Soft Brexit  - performance since announcement of Brexit result.  
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It remains to be seen whether such a ‘soft-Brexit’ outcome 
will materialise; with a renewed vigour in the Franco-German 
alliance (following the election of President Macron), it is clear 
that negotiations will be difficult, with little insight yet, as to how 
discussions will proceed. That being said, with leading members of the 
Cabinet seeking a more reconciliatory stance on negotiations, rhetoric 
appears to be softening. At the same time, it looks likely that the DUP 
will also press for a ‘soft Brexit’, owing to the country’s close economic 
ties with the Republic of Ireland and the rest of Europe. In the chart 
below, we show the exports from Northern Ireland to both the ROI and 
the rest of Europe – these two destinations equate to almost 60 per 
cent of total exports from Northern Ireland (excluding UK), highlighting 
the importance of trade ties.

This thematic idea rests on the notion that the Brexit negotiations 
will take a less hard-line approach than previously anticipated. In such 
a scenario, whereby Britain retains large chunks of the EU modus 
operandi (like free movement of people), certain markets and asset 
classes – such as sterling, UK retail and financials as well as UK small-
caps more broadly, which have suffered more recently - would be 
expected to outperform.

In the chart below, we show the (under)performance of this ‘soft Brexit’ 
basket against the FTSE 100 – we would expect a reversal of this trend 
should ‘soft Brexit’ materialise.
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IDEA: BUY US OIL SERVICES / SELL US OIL 
REFINERS

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
The energy market has proven to be a challenging environment year-to-date, as 
supply / demand dynamics have sat uneasily with OPEC controls and record US 
output. While OPEC recently agreed an extension of the cap on oil output for 
a further 9 months, prices have continued to fall as US output has remained at 
record highs. Against this backdrop, certain sub-sectors of the energy market have 
benefited, while others have suffered.

Within the US, a notable winner has been the oil refiners who are responsible for 
converting crude oil into refined products (notably gasoline); year-to-date, US refiners 
have returned almost 10 per cent. Juxtaposed to this strong performance, US oil 
services companies (represented by the OIH US ETF) have suffered; looking at the 
two as a pair (long services / short refiners), the decline has been over 20 per cent 
year-to-date (see chart below), closely tracking the price decline in crude prices. 

Idea specific risks

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

 – US supply continues to 
surprise to the upside, 
adding further pressure to 
oil prices

 – OPEC fails to curb 
production of oil, leading oil 
prices lower

Given our view that the respective upside and downside in the 
aforementioned sectors is limited hereon in, we suggest buying US oil 
services vs. refiners as we move into the third quarter.

For oil refiners, performance has been supported by the boom in 
refinery data, particularly in the US - in the chart below, we show the 
input level of US refineries: refining activity has spiked significantly over 
the past year, supportive of the refiners. 

Trading pair (long oil services / short refiners) vs. crude oil (RHS)  
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Trading pair (long oil services / short refiners) vs. US crude oil refinery 
input (RHS)  
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IDEA: BUY US OIL SERVICES / SELL US OIL 
REFINERS (CONTINUED)

While US refiners have been running at full capacity, inventory has 
remained stubbornly high, despite the sharp fall in the price of crude. 
The same can be said of rig count (the number of active drilling rigs), 
which have made recent highs.

With crude oil now trading in the low $40s, less efficient rigs are 
expected to move offline and inventories should be drawn down, both 
of which would take a key component of excess supply off the table. 
As and when the rig count levels off, we would expect a rebalancing 
of supply / demand dynamics, which would be supportive for the 
broader sector, and notably oil services. We see the recent lows in the 
services sector as an attractive entry point; while OPEC has reiterated 
their commitment to lower production levels, global demand should 
support energy prices from current levels. 

At the same time, we do not expect refiners to remain at current 
elevated levels. Looking at the chart below, we see the refinery 
margins, which are given as the “crack spread” (the difference 
between crude prices and the petroleum products extracted from 
it) against the refiners. Margins remain at the upper end of their 
recent highs, a trend we regard as unsustainable in light of the supply 
imbalance. Once margins begin to trade lower, we would expect a 
move lower in refiners, also supportive of our trade.

US crude oil total inventory vs. WTI Cushing crude oil crack spread (RHS)  
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Equities
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IDEA: BUY EUROSTOXX / SELL DOW JONES

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
As we did in the previous quarter, we continue to recommend pairing a long position 
in the Eurostoxx 50 with a short position in the Dow Jones. Global equity markets 
continue to trade around all-time highs and following sharp moves higher, we feel it 
prudent to look to relative valuation within equity markets. 

Having reached 20,000 in February, the Dow Jones has continued to drift higher, 
delivering almost 10 per cent since the start of the year, and over 20 per cent since 
Trump won the Presidency.

In contrast, while European stocks have produced similar returns year-to-date, they have 
demonstrated underperformance versus the US on one, three and five year time horizons.

Idea specific risks

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

 – European data or earnings 
surprise to the downside, 
resulting in a sell-off in 
European equity markets

 – US markets continue to 
outperform their European 
counterparts

We see the trend reversing over the coming quarter as the European 
recovery continues to gain momentum. This recovery has slowly been 
feeding into earnings, which again, has been an area where the US has 
outperformed over the past few years. In the chart below, we show the 
trading pair (long Eurostoxx / short Dow Jones) against the earnings 
growth differential of the trading pair (Euro Stoxx vs. Dow Jones). 
European earnings have been outgrowing the Dow Jones, which 
bodes well for our trading pair.

At the same time, we expect sentiment to continue improving 
in Europe at a time when Trumpian hopes have stalled. With the 
installation of Emmanuel Macron in France as President and Angela 
Merkel, current Chancellor of Germany, leading in polls for upcoming 
elections in the fall, political risk is subdued. Across the Atlantic, 
the chances of a meaningful pro-growth policy being approved and 
executed in the US by the end of the year are waning.  

Trading pair (long Euro Stoxx vs. Dow Jones) vs. EPS growth 
differential YoY (RHS)  
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Equity valuations

Jun-17 Dow Jones  
Industrial Average

Euro  
Stoxx 50

Next 12-months Price / Earnings 16.07 13.72
Price / Book 3.63 1.60
Dividend Yield 2.32 3.41
EV / Sales 2.28 1.47
EV / EBITDA 11.37 8.93
Average Profit Margin 10.11 6.08
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IDEA: BUY SINGAPORE / SELL  
SOUTH KOREA

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
With a global recovery in manufacturing set in motion, many Asian countries, historic 
hubs of the manufacturing sector, are reaping the rewards. This has been seen in both 
Singapore and South Korea, where export-orientated sectors are supporting GDP 
growth. Both countries have seen subsequent rises in their equity markets year-to-
date, but Singapore has underperformed meaningfully over a longer time frame. As 
the chart below left shows, the trading pair (long Singapore / short South Korea) is at 
lows not seen since 2015, a divergence we see as unwarranted. 

Idea specific risks

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

 – China faces a ‘hard-landing’, 
adversely impact Singapore, 
more so than South Korea

Trading pair (Singapore / South Korea) vs. EURUSD (2 qtr. advanced 
path) (RHS)  

Trading pair (Long Singapore / short South Korea) EURUSD lagged path (RHS)
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Source: Bloomberg, Dolfin research, June 2017

Trading pair (Singapore / South Korea) vs. Chinese equities (RHS)  

Chinese equities (FXI US) (RHS)
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Trading pair (long Singapore / short South Korea) - recent performance  
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In the chart to the right, we show our trading pair (long Singapore / 
short South Korea) against Chinese equities, which has shown a high 
correlation in past quarters. This correlation can be partially explained 
by Singapore’s greater reliance on Chinese trade, as well as its status 
as a hub for Chinese banking. We have a moderately positive outlook 
on Chinese equities going into the third quarter and thus see this as a 
positive support for our trading pair.

Adding to the correlation with Chinese equities, we also see a similar 
relationship with EURUSD. Using the currency pair as a leading 
indicator (two quarters advanced), the EURUSD path is suggestive of a 
recovery in our trading pair over the next three months.
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IDEA: BUY AUSTRALIA + CANADA / SELL 
EMERGING MARKETS 

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Over the past 10 years, Australia and Canada have demonstrated meaningful 
correlation to emerging markets. Quantifying this relationship, pairing these countries 
together (Australia and Canada), correlation has averaged ~85 with the EM index. 
However, in recent months, these two countries have seen a sharp divergence in price 
return when compared to emerging markets. As the chart below shows, Australia and 
Canada have significantly underperformed emerging markets. 

Idea specific risks

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

 – Our chosen markets 
(Australia and Canada) 
continue to underperform 
emerging markets more 
broadly

 – China faces a ‘hard-landing’, 
adversely impact Canada 
and its equity markets

Trading pair (long Australia and Canada / short EM) vs. Emerging 
market GDP growth (RHS)  

Trading pair (Long Australia + Canada / short EM) EM GDP growth YoY (RHS)
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Source: Bloomberg, Dolfin research, June 2017

Trading pair (long Australia and Canada / short EM) vs. US Citi 
economic surprise index (RHS)  

US Citi economic surprise index (RHS)
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Trading pair (long Australia and Canada / short EM) – performance  

Trading pair (Long Australia + Canada / short EM) - performance
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Given the correlation between these two pairs remains high, we expect 
our trading pair to reverse over the next few quarters.

In the above right, we show the trading pair (long Australia and 
Canada /short EM) against the US Citi economic surprise index, which 
fell sharply in the second quarter. We view this drop as temporary, 
supporting the outlook for our trading pair.

Adding further support, we turn to the chart right, which once again 
shows our trading pair (long Australia and Canada / short EM), this 
time against emerging market GDP growth rates. Again, the two have 
a meaningful correlation; given we expect emerging market GDP to 
tick higher in the third quarter, owing to a moderate dollar and global 
growth momentum, this also supports our view on the trading pair.
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IDEA: USE CARRY EARNED FROM SJNK TO 
PAY FOR S&P DOWNSIDE

Multi-asset

Implementation
ETF / Options

Investment 
horizon
3 months

Expected return
3-5%

Rationale
With the S&P 500 having reached all-time highs over the past quarter, there is 
growing caution around future returns in the benchmark US index. While we see 
limited signs, as of yet, that US equities are due for a material pullback, we do feel it 
prudent to consider protecting the downside in large holdings.

Our recommendation would be to consider investing in a bond ETF, namely the US 
Short-Dated High Yield ETF (SJNK US), and utilise the income to purchase downside 
protection on the S&P 500.

Idea specific risks

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

 – Selloff in credit results in 
losses in the SJNK position 

The SJNK is an ETF that tracks all short-dated US high yield bonds 
with duration lower than five years. While we are cautious on US high 
yield more broadly, in a rising rate environment, we favour short-

dated credit and the SJNK provides a reasonable 5.6 per cent (per 
annum) carry, which, in our view, more than compensates for near-term 
downside risks. 

SJNK vs. S&P - payoff table

SJNK 
-13.89% -12.09% -10.30% -8.50% -6.71% -4.92% -3.12% -1.33% 0.47% 2.26% 4.05%

24.0 24.5 25.0 25.5 26.0 26.5 27.0 27.5 28.0 28.5 29.0 

SP
X 

In
de

x

7%  2,600 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1%
5%  2,550 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1%
3%  2,500 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1%
1%  2,450 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1%

-1%  2,400 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1%
-3%  2,350 -11.8% -10.0% -8.2% -6.4% -4.6% -2.8% -1.1% 0.7% 2.5% 4.3% 6.1%
-5%  2,300 -9.8% -8.0% -6.2% -4.4% -2.6% -0.8% 1.0% 2.8% 4.6% 6.4% 8.2%
-7%  2,250 -7.7% -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3%
-9%  2,200 -5.6% -3.8% -2.0% -0.2% 1.6% 3.4% 5.1% 6.9% 8.7% 10.5% 12.3%

-11%  2,150 -3.6% -1.8% 0.0% 1.8% 3.6% 5.4% 7.2% 9.0% 10.8% 12.6% 14.4%
-13%  2,100 -1.5% 0.3% 2.1% 3.9% 5.7% 7.5% 9.3% 11.1% 12.9% 14.7% 16.5%
-15%  2,050 0.6% 2.4% 4.2% 6.0% 7.8% 9.6% 11.3% 13.1% 14.9% 16.7% 18.5%
-17%  2,000 2.6% 4.4% 6.2% 8.0% 9.8% 11.6% 13.4% 15.2% 17.0% 18.8% 20.6%
-19%  1,950 2.6% 4.4% 6.2% 8.0% 9.8% 11.6% 13.4% 15.2% 17.0% 18.8% 20.6%
-21%  1,900 2.6% 4.4% 6.2% 8.0% 9.8% 11.6% 13.4% 15.2% 17.0% 18.8% 20.6%
-24%  1,850 2.6% 4.4% 6.2% 8.0% 9.8% 11.6% 13.4% 15.2% 17.0% 18.8% 20.6%
-26%  1,800 2.6% 4.4% 6.2% 8.0% 9.8% 11.6% 13.4% 15.2% 17.0% 18.8% 20.6%

Source: Bloomberg, Dolfin research, June 2017 
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IDEA: USE CARRY EARNED FROM SJNK TO 
PAY FOR S&P DOWNSIDE (CONTINUED) 

Equities

SJNK vs. S&P - relative performance  

SINK vs S&P 500 - relative performance (total returns)

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

0.1

0.22

0.18

0.16

0.14

0.12

0.20

0.24

Source: Bloomberg, Dolfin research, June 2017

SJNK vs. S&P - trade details

Notional ($):  1,000,000 
SPX price:  2,419 
SJNK price:  27.87 
SJNK yield: 5.58%
SJNK 1/4 yield: 1.40%

Long Put Strike:  2,400 
Long Put Ticker: SPX US 9/15/17 P2400 Index
Long Put Price: 38.40

Short Put Strike:  2,000 
Short Put Ticker: SPX US 9/15/17 P2000 Index
Short Put Price: 3.19

Net Premium (pts): 35.21
Net Premium (%): 1.46%
Net Premium ($): 14,553.32
Source: Bloomberg, Dolfin research, June 2017 
 

Utilising the income from the SJNK ETF (indicatively 1.4 per cent per 
quarter), we can purchase a put-spread position of ~2,400-2,000 on 
the S&P 500. While high yield credit is certainly not immune from 
any sell-off in the S&P 500, we would expect any downside to be 
limited, especially given the S&P 500 has meaningfully outperformed 
the SJNK year-to-date and thus, in our view, has further to fall. This 
outperformance can be seen in the chart below.
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Implementation
Structured product

Investment 
horizon
5 years with a quarterly 
defensive autocall

Expected return
Coupon of 11% per 
annum

Rationale
The FAAMG stocks (Facebook, Apple, Amazon, Microsoft and Alphabet) have grown 
to become some of the largest companies in the world on a market capitalisation 
basis, taking five of the top eight spots. As such, these stocks have become 
increasingly dominant in indices such as the Nasdaq, where they account for 42 
per cent of the index weight and indeed 55 per cent of the index year-to-date 
performance for 2017. In representing such a dominant index weight, these stocks 
now benefit more from the large passive flows into trackers / ETFs favoured by 
investors. This, coupled with the fact that they are also present in many quant-factor 
models means that a feedback loop is created that ultimately “artificially” boosts the 
performance of these stocks.

Idea specific risks

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

 – Selloff in US equities leading 
to large ETF outflows

 – Systematic risk to a FAAMG 
stock

IDEA: “FAAMG” STRUCTURED PRODUCT

Equities

FAAMG basket vs. NASDAQ and G3 Central Bank balance  

Nasdaq index (QQQ) G3 Central bank balance Equal-weighted FAAMG basket
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Source: Bloomberg, Dolfin research, June 2017

In addition, we note that the size of these stocks leads them to being 
considered as cornerstone holdings for investors desiring an exposure 
to the US, even including central banks who have been expanding 
their balance sheets. We can see from the chart that not only has the 
FAAMG outperformed the Nasdaq but this outperformance has in 
fact gathered momentum as central banks have been expanding their 
balance sheets.

To take advantage of this passive flow in a risk adjusted manner, and 
considering that the technology sector can be regarded as relatively 
expensive (from a purely fundamental basis) we have devised a 5-year 
structured product based on the FAAMG stocks that has the potential 
to return an indicative 11 per cent per annum in the form of a quarterly 
coupon. To receive this coupon, all of the FAAMG stocks need to 
remain above 75 per cent of their current level (with a memory option 
such that if one coupon is missed in a quarter we can see it being paid 
in the next quarter, if all 5 stocks are back above their 75 per cent 
threshold).  The risk to capital exists if one stock falls below 65 per cent 
of its current level, at which point the holder loses ~1.5 per cent for 
each 1 per cent it falls. To mitigate this risk, the structure has an early 
redemption feature whereby in each quarter it can be retired paying 
back the investors full capital, should all 5 stocks sit above the call 
barrier level, which itself decreases by 2 per cent per quarter (so from 
100 per cent in Q1 until it reaches 75 per cent in Q13).

Investor Buys 
Nasdaq ETF

42% of Nasdaq 
ETF funds go to 
FAAMG Stocks

Nasdaq goes 
up with FAAMG 

weights increasing 
over time

FAAMG stock rise 
triggers Quant 

strategies

FAAMG market 
cap increases

Quant Strategies 
Invest in FAAMG 

Stocks
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IDEA: DIAGONAL SPREAD ON US  
EQUITY VOLATILITY

Implementation
Long 15 strike call on the 
Aug 2017 VIX Index

Short 20 strike call on the 
Sep 2017 VIX Index

Investment 
horizon
2 months 

Expected return
>10%

Rationale
While the Citi Economic Surprise Index has provided warning signs for a number of months 
(slumping more than 40 points in the last quarter alone), US volatility remains muted and 
at record low levels across all major equity indices. The VIX index, for instance, is trading 
at a 10 handle and there seems to be no amount of bad news that can drive it past 15 for 
longer than a couple of days.

To take advantage of this muted volatility, we are looking to purchase an Aug/Sep diagonal 
spread on the VIX index with a long call strike of 15 into Aug ‘17 and a short call strike of 
20 into Sep ‘17. The trade would profit in a risk-off environment, where we typically see 
the VIX futures curve invert and briefly trade in backwardation (i.e. with the front-month 
higher than the back-month). The structure costs $0.25 per contract, has a potential profit 
upwards of $5 (see below payoff diagram), and an expected loss (in case of zero market 
turbulence) based on our calculations (where volatility of the VIX option has not materially 
increased from 60 per cent currently) of around $0.50, which is the cost of unwinding the 
Sep ’17 short call.

Idea specific risks

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

 – The biggest risk of the 
structure is a type of scenario 
where the August VIX 
Futures expire at or below 
15 (wiping out any payoff 
from the long 15 call) an

 – The September VIX Futures 
at that point in time continue 
to trade above 20 as a result 
of a massive/absurd market 
uncertainty in the month of 
September.

Fixed income

VIX calendar spread - payout

SEP VIX @ AUG expiration
15 16 17 18 19 20 21 22 23 24 25 26 27 28 29 30

AU
G

 V
IX

 @
 e

xp
ira

tio
n

15 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
16 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
17 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
18 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
19 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
20 0 0 0 0 0 0 0 0 0 0 0 -1 -2 -3 -4 -5 
21 1 1 1 1 1 1 1 1 1 1 1 0 -1 -2 -3 -4 
22 2 2 2 2 2 2 2 2 2 2 2 1 0 -1 -2 -3 
23 3 3 3 3 3 3 3 3 3 3 3 2 1 0 -1 -2 
24 4 4 4 4 4 4 4 4 4 4 4 3 2 1 0 -1 
25 5 5 5 5 5 5 5 5 5 5 5 4 3 2 1 0 
26 6 6 6 6 6 6 6 6 6 6 6 5 4 3 2 1 
27 7 7 7 7 7 7 7 7 7 7 7 6 5 4 3 2 
28 8 8 8 8 8 8 8 8 8 8 8 7 6 5 4 3 
29 9 9 9 9 9 9 9 9 9 9 9 8 7 6 5 4 
30 10 10 10 10 10 10 10 10 10 10 10 9 8 7 6 5 

Source: Bloomberg, Dolfin research, June 2017

An investor who wished to consider $5,000, for example, would be able 
to purchase 100 contracts of the spread and have the potential to make 
$50,000 should the spread widen to 5 points. If the structure does not 
turn profitable by the maturity of the Aug ’17 option, it is advised that the 
spread be closed as we would not want to be exposed to an equity market 
selloff in September.

We have set the differential between the front-month (Aug ’17) and the 
back-month (Sep ’17) to 5 points such that it provides us with a large 
enough buffer to survive a continued drift in low volatility. To put it in 
context, the differential between the two months (as we can see from 
the bar chart) has rarely been below 3.5 (and there have only been two 
instances below 5 since 2005). 
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IDEA: DIAGONAL SPREAD ON US  
EQUITY VOLATILITY (CONTINUED)  

Fixed income

VIX Futures front-back differential 
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IDEA: CORPORATE HYBRIDS

Implementation
A basket of single-line 
bonds

Investment 
horizon
6-12 months

Expected return
2-4%

Rationale
In a fixed income world starved of yield, corporate hybrids remain a sub-sector of the 
asset class where investors can still generate a reasonable income. While the hybrid 
segment has had a strong run year-to-date, we continue to see value in certain issues 
owing to their (relatively) high yields and an overall favourable fundamental backdrop.

Corporate hybrids are typically issued by European, non-financial investment grade 
corporates and exhibit both debt and equity characteristics. Features include:

 – Structural subordination – they rank more junior to senior unsecured debt in the 
event of insolvency 

 – Optionality by the company to defer coupons
 – Fixed coupon until the first call date 

Idea specific risks

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

 – A general risk off tone in the 
credit market

 – Idiosyncratic risks for the 
specific issuers

Fixed income

Hybrids can prove attractive to investors given they offer coupons 
equivalent to senior bonds issued by high yield companies, yet are 
typically issued by investment grade quality companies. Ratings 
agencies use specific criteria for classifying hybrids, and often determine 
them to be part-debt / part-equity given companies can delay interest 
and principal repayments in times of financial stress.

Historically, the asset class has performed at times of economic 
strength - as the economy demonstrates improvement and earnings 
rises, bolstering corporate balance sheets. Given our positive outlook 
on Europe for the coming quarter, we see support for our view on 
corporate hybrids.

Adding to economic tailwinds, we would expect sentiment towards 
hybrids to also benefit from the more favourable political backdrop. 
With Emmanuel Macron comfortably securing victory in recent French 
elections, the European project arguably stands on a surer footing, 
bolstering the backdrop for corporate hybrids to continue performing.

We are mindful that tapering of the European Central Bank’s 
quantitative easing programme - whereby they have been buying large 
swathes of the European government and corporate debt – remains an 
overhang; however, we expect tapering to be cautiously communicated 
in 2017, with higher risks attached to this theme towards the end of the 
year and into 2018.

In analysing the potential quantitative driving forces, we see 59 per 
cent of the return changes of our preferred corporate hybrid bonds can 
be explained by the evolution of the Eurostoxx 50 equity index and 
the EURUSD currency pair (as expressed in fitted prices shown on the 
graph). In both cases, this aligns with our positive view on European 
equities (which we expect to continue to outperform in an improving 
earnings environment) as well as a positive view on the EUR vs. the USD, 
owing to the improving sentiment seen across the European region.

Corporate hybrids – implementation

Security Name Issuer Name Currency Maturity Call Date Coupon 
(%)

Price YTW 
(%)

Duration 
(years)

S&P z- 
Spread 

Sub-Senior 
Spread

Country

EDPPL 5 3/8 09/16/75 ENERGIAS DE 
PORTUGAL 
SA

EUR 16/09/2075 16/03/2021 5.4 110.021 2.5 3.4 B+ 242.0 - PT

ENELIM 6 5/8 09/15/76 ENEL SPA GBP 15/09/2076 15/09/2021 6.6 111.87 3.5 3.7 BB+ 263.8 263 IT
Average 4.2 2.4 3.7 BBB- 221.7 206
ALATPF 3 3/4 PERP ATF NL  BV EUR - 20/01/2023 3.8 102.057 3.3 5.0 BB+ 300.8 210 DE
ERFFP 4 7/8 PERP EUROFINS 

SCIENTIFIC SE
EUR - 29/04/2023 4.9 107.196 3.5 5.2 #N/A 

N/A
313.1 172 LU

Average 5.0 3.4 5.3 BBB- 272.3 211
TELEFO 5 7/8 PERP TELEFONICA 

EUROPE BV
EUR - 31/03/2024 5.9 114.896 3.4 5.8 BB+ 290.2 274 ES

Average 4.5 3.3 6.1 BBB- 265.7 228
TOTAL 3.369 PERP TOTAL S.A. EUR - 06/10/2026 3.4 101.965 3.1 7.9 A- 234.1 227 FR
Average 5.1 4.2 7.3 A 321.5 258
Source: Bloomberg, Dolfin research, June 2017 
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IDEA: CORPORATE HYBRIDS (CONTINUED)  

Fixed income

Factor decomposition - Corporate Hybrids 

Dolfin Corpoprate Hybrid portfolio Fitted prices
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IDEA: BUY STERLING  
DENOMINATED CREDIT   

Implementation
Buy a basket of single 
bonds

Investment 
horizon
3-6 months 

Expected return
4-6%

Rationale
In the aftermath of the Brexit result, we have seen varied performance amongst 
sterling issuers, not least owing to the situational liquidity characteristics of the GBP 
credit spectrum. While the BoE adopted a more hawkish than expected tilt at its most 
recent meeting, we do not think that a hike is on the table for the coming quarter. We 
also feel that the recent election has possibly softened the Brexit negotiation tone; in 
such a context, we feel GBP high yield credit can post further periods of “carry plus”-
like returns, owing to the scarcity of interesting stories, relative lack of issuance and 
supportive flows, as investors feel more comfortable reallocating to the region. 

Fundamentals remain underpinned by low refinancing rates and sensible business 
activity for most regional issuers. Ideally, we identify securities with pricing upside or 
catalysts on the horizon that can lead to uncorrelated performance, although we see 
the summer as being a carry opportunity for our UK names.

Idea specific risks

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

 – A general risk off tone in the 
credit market

 – Idiosyncratic risks for the 
specific issuers

Fixed income

Sterling denominated credit – implementation

ISIN Issuer name Security 
name

Maturity Yield to 
worst (%)

Rationale

XS1070708349 MATALAN 
FINANCE PLC

MTNLN 6 7/8 
06/01/19

06/01/2019  
(Call 06/01/19)

10.0% Matalan results demonstrated a firm recovery in year on year 
performance, albeit from an exceptionally weak period 12 months 
ago owing to specific issues. Earnings progressed well in part thanks 
to lower markdowns and a relative resurgence in the online business. 
EBITA continues to improve and observable covenant test levels 
have reverted to something more akin to historic levels. We expect 
management to report continued solid progress in the July earnings. 

XS1577963306 TRAVELEX 
FINANCING 

PLC

TRVLEX 8 
05/15/22

05/15/22 8.4% Whilst question marks remain over the longer term prospects 
of the currency solutions business, we see considerable relative 
value in Travelex's newly issued bonds for the coming quarters. 
Underperformance appears to have been largely driven by post 
issue flows as opposed to fundamental developments. We expect 
EBITDA to trough from current levels and the operational recovery 
to continue as evidenced by the Q1 earnings. 

 
XS1043621090

PREMIER 
FOODS 

FINANCE

PFDLN 6 ½ 
03/15/21 

 03/15/21  
(Call 03/15/18)

4.0% Premier foods announced a refinancing of existing FRN in Q2, 
thereby extending its maturity profile. Results were slightly soft 
although the outlook remains solid with expected improvements 
to earnings owing to price increases and a reversal in the previous 
period’s lower earnings and higher pension contributions. Cash 
generation remained positive and should grow going forward. 

XS1533915564 ASTON 
MARTIN 
CAPITAL 

ASTONM 5 ¾ 
04/15/22

04/15/22  
(Call 04/15/19)

3.5% Aston Martin has been a core "BUY" for us since the new issuance 
program earlier in the year. In spite of the already significant 
performance we still see attractive carry inn the name and some price 
upside, especially when considering the structure of the GBP bond 
which is callable in 2019. As such we consider the bond characteristics 
to be attractive versus to other 2 year issues and we also highlight the 
increased newsflow surrounding the possibility of an IPO in 2018.  

XS0248392812 TESCO PLC TSCOLN 5 
03/24/23

03/24/23 2.7% Tesco delivered ahead of guidance profit although developments 
on the pension deficit were less positive. We do not expect the 
rating agencies to opine on the company this year given there is 
no meaningful deleveraging on the horizon. However, whilst we 
are more cautious on the long end of the curve owing to a difficult 
domestic landscape we still see value in the belly of the curve for 
investors seeking carry from higher quality credits over the summer. 
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Implementation
Buy a basket of single 
bonds using a proprietary 
momentum tool

Investment 
horizon
6 months

Expected return
4-6%

Rationale
Although valuations look somewhat expensive across the credit markets, we continue 
to see value in selected high yield bonds. The case for holding such bonds remains 
strong, especially if we expect other risk markets, including equities, to deliver stable 
or strong performance. Fund flows should remain supportive for the segment and in 
contrast to low beta segments, where we can expect to see further outflows if and 
when “safe haven” assets sell off. Market funding is readily available for companies 
and, broadly speaking, fundamentals look steady, although we recognise the risk of 
increasing shareholder friendly activity in certain regions.

To determine our list of bonds below, we employ momentum screening across our 
universe of suitable global high yield issuers – this enables us to determine those 
bonds that have favourable price trend dynamics for the coming periods.

Utilising a momentum-based approach, our strategy has consistently outperformed 
the returns of the broader US HY universe.

Idea specific risks

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

 – A general risk off tone in the 
credit market

 – Idiosyncratic risks for the 
specific issuers

IDEA: BUY US HIGH YIELD –  
MOMENTUM STRATEGY

Fixed income

US high yield momentum - implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating
USG3040EAB41 ENDO DAC/FIN LLC/FINCO ENDP 6 07/15/23 9.2 B-

US26817RAP38 DYNEGY INC DYN 7 5/8 11/01/24 8.3 B+

US026874AZ07 AMERICAN INTL GROUP AIG 6 1/4 05/01/36 4.1 BBB+

US85207UAE55 SPRINT CORP S 7 1/4 09/15/21 4.3 B

US88732JBD90 TIME WARNER CABLE LLC TWC 4 1/2 09/15/42 4.6 BBB-

US high yield momentum - performance 

Momentum strategy (without carry) BofA US High Yield Index (without carry)
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Source: Bloomberg, Dolfin research, June 2017
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Venezuela and Turkey - implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating
USP7807HAK16 PETROLEOS DE VENEZUELA S PDVSA 8 ½ 11/02/17 55.7 CCC-
TRT141118T19 TURKEY GOVERNMENT TURKGB 8.8 11/14/18 11.2 BBB-
Source: Bloomberg, Dolfin research, June 2017 
 

IDEA: EMERGING MARKETS –  
BUY VENEZUELA AND TURKEY

Implementation
Buy single line securities

Investment 
horizon
3-6 months

Expected return
10-15%

Rationale
Venezuela: While we acknowledge that the risk of default in Venezuela in the 
medium term is quite high, and a restructuring of certain bond maturities looks 
likely, we are constructive on the bond issue of Petróleos de Venezuela maturing in 
November 2017. The current administration is set to remain in power for the very 
short term (although regime change seems likely further down the road) and they 
have demonstrated a willingness to continue servicing the debt of PDVSA as it falls 
due. We consider they have the means, and desire, to see that coupon and principal 
are returned on the upcoming issue. Based on this view we consider the yield on this 
bond to be quite attractive. 

Turkey: As we described in the main body of our text, economic data in Turkey 
suggests a continuation of the recovery and PMI expansion and fiscal stimulus bode 
well for consumption in the coming quarters. In such a context and following the 
rating agencies downgrade to high yield we see value in local currency government 
bonds. We feel we have sufficient political and fundamental visibility at the current 
time to determine that yields are attractive, at least for the coming few quarters.

Idea specific risks

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

 – Risk-off mode in the market
 – Specific regional risks and 

political instability

Fixed income
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IDEA: BUY HIGH QUALITY  
MIDDLE EASTERN BONDS

Implementation
Buy a basket of single line 
securities

Investment 
horizon
3-6 months 

Expected return
4-6%

Rationale
We see interesting diversification benefits in the region following the recent political 
turmoil as member states rounded on Qatar and imposed numerous punishments in 
retaliation for “…its support of extremist groups… its hostile media…and its interference 
in affairs of other countries”. The reaction of Qatar suggests that a resolution to the 
conflict is very possible although we can expect it to take longer than previous conflicts 
given the velocity and depth of the measures taken.

In the near term we do not foresee catastrophic economic consequences although, 
should a solution not be found, it will be very difficult for Qatar to maintain its current 
fundamentals, while the banking sector could also suffer given its international exposures 
and dependences in the region. Our base case remains for a solution to be found in the 
coming quarters.

Idea specific risks

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

 – Intensification of conflict
 – Idiosyncratic risks

Fixed income

High quality Middle Eastern bonds - implementation
Illustrative bond selection (the entire list is available upon request)

ISIN Issuer name Short name Gross yield* (%) S&P rating
XS1582346968 STATE OF KUWAIT KUWIB 3 ½ 03/20/27 3.2 AA
XS1405782159 STATE OF QATAR QATAR 3 ¼ 06/02/26 3.4 AA-
XS1485745704 QNB FINANCE LTD QNBK 2 1/8 09/07/21 3 A
XS0701035676 IPIC GMTN LTD INTPET 5 ½ 03/01/22 2.9 AA
XS1435072548 ABU DHABI NATIONAL ENERG TAQAUH 3 5/8 06/22/21 2.9 BBB+
Source: Bloomberg, Dolfin research, June 2017 
*Assuming yield-to-worst for callable bonds
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IDEA: STEEPENER IN US  
GOVERNMENT BONDS

Implementation
Futures / bonds

Investment 
horizon
6-12 months

Expected return
2-4%

Rationale
Having embarked on a rate hiking cycle in December 2016, and registered three hikes 
since then, the Fed forecasts one more hike before year-end 2017. The yield curve 
flattened during the second quarter as the Fed remained on course to fulfil its quota 
of hikes for 2017 and long dated bonds yields tightened to price more succinctly the 
softer inflation trends.

Going into Q3 we feel that risk-reward favours repositioning for some steepening in the 
USD yield curve between the 5-year and 30-year bonds (see chart below). We set the 
position based on the Fed likely remaining on its expected course and bearing in mind 
that the potential for further yield tightening in long dated bonds is set to be tempered 
by stable or better economic data (following the weak patch), unless we see a dramatic 
increase in the risk of near term recession. We also see that the reduction in the Fed 
balance sheet will ultimately prove negative for longer dated bonds although this 
theme may take several quarters to bear fruit.

Idea specific risks

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

 – Dramatic increase in 
recessionary risk in the US

Fixed income

US 30-year - 5-year yield differential  

US 30-year-5-year yield differential
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In addition, this position will also fare well in the event that President 
Trump is able to deliver on his economic policy agenda, given they 
have largely been discounted from pricing for the time being by the 
long end of the yield curve. The most likely of these in the near-term 
looks likely to be tax reductions. 
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5-year spread - US vs. Europe 

5-year spread (US vs. EU)
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In such a context we like the risk-reward of implementing long US 
five-year treasuries versus short German five-year bond via futures. Any 
adverse price movements from this pair will be at least partially offset 
by the reasonable carry make-up of the position. 

IDEA: CURVE TRADE - BUY US 5Y 
TREASURIES / SELL 5Y GERMAN BUNDS

Implementation
Futures / bonds

Investment 
horizon
3-6 months 

Expected return
2-4%

Rationale
We expect the Fed to remain on course during the 3rd quarter as far as the hiking 
cycle is concerned. In such an environment we see some value in the five-year part 
of the curve, as mentioned in our recommendation “US Steepener”. We also find 
the US curve attractive from a relative value standpoint in the short term, given the 
reasonable carry characteristics.

Conversely, we remain concerned by valuations across the German yield curve. 
We ascribe to the view here that German government bonds are a “trade…not 
an investment” which is no more evident than when considering the fact that the 
five-year bond remains deeply rooted in negative yield territory and is particularly 
vulnerable to the possibility of the ECB discussing a modification of the conditions of 
its expansionary policy in its July or September meeting, as was recently mooted by 
ECB Governing council member Ewald Nowotny.

Idea specific risks

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

 – Flight to safety in Europe 
that is not mirrored in the US

 – A surprisingly aggressive Fed

Fixed income
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IDEA: SELL FED FUNDS

Implementation
Futures

Investment 
horizon
3 months 

Expected return
1-3% (~200% based on 
capital employed)

Rationale
The Fed delivered on its 2nd rate hike of the year on 16 June 2017 while also outlining 
initial plans to start reducing the pace of expansion of its balance sheet. With 
continuing sluggishness in US data, the markets are already starting to factor in a 
higher probability that the Fed may hold off hiking again this year, should for example 
employment figures start to disappoint. The implied probabilities of ‘no rate changes’ 
in September now stands at 84 per cent and for December at 52 per cent. 

In February, the market had to reassess the probability of a March hike markedly, 
just prior to the meeting and, given the existing Fed communication on the path of 
tightening, there is certainly a chance that the market will be once again be forced to 
re-evaluate closer to the time.

Idea specific risks

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

 – Federal Reserve considers 
sluggish data as non-
temporary and opts to keep 
rates on hold

Fixed income

Given that the probability of a September rate hike is now quite low,  
the risk / reward scenario of being short the November 17 futures, 
where we have a 2.3 to 1 pay off ratio (see table below) seems an 
interesting way of implementing the view of an “as promised” pace of 
tightening. September futures are not attractive due to the timing of 
the Fed’s decision (20 September) not allowing any time for the new 
higher rate to materially impact the September future.

Probability of a hike - March vs. September 2017 

Probability of September 17 hike Probability of March17 hike
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Sell Fed funds – pay out table

SEP '17 Fed Action DEC '17 Fed Action
no hike 25bps no hike 25bps no hike 25bps

position: short Nov '17 Futures short Dec '17 Futures short Dec '17 Futures
Potential Profit: 729 563 231 
Potential Loss: -313 -479 -479 
Risk / Reward: 2.3x 1.2x .5x
Source: Bloomberg, Dolfin research, June 2017 
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IDEA: STRANGLE ON US TREASURIES 
FUNDED BY VIX

Implementation
Long Sep 2017 98 / 102% 
strangle on the US 10yr 
Treasury Futures

Short Sep 2017 32.5 strike 
call option on the VIX Index

Investment 
horizon
3 months 

Expected return
4-6%

Rationale
Global markets have been incredible calm over the last few months; volatility 
indices are at record low levels across all asset classes, including the bond market. 
Bloomberg’s MOVE index, a widely-followed index of US yield curve weighted one-
month volatility, has literally hit rock bottom with numbers only seen back in 2013 and 
2007. 

Taking a contrarian stance, we are looking to take advantage of this low volatility 
environment by purchasing a 124/129 strangle on the US 10-year treasury futures with 
expiration in Sep 2017. While equities overall have not moved from the post-Trump 
election fever, we note that rates have now retraced just over 50 per cent of the move 
seen since November. In fact, the US 10-year is now sitting right on the 61.8 per cent 
retracement level from the pre-election lows. 

Idea specific risks

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

 – The biggest risk of the trade 
is a type of scenario where 
US equities see an extensive 
move down (with VIX above 
32.5) and US treasuries 
remaining at current levels.

Multi-asset

Payoff diagram

TYV7 -8% -7% -5% -3% -2% 0% 1% 3% 4% 6% 8%
VIX 116 118 120 122 124 126 128 130 132 134 136 

14 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
30% 16 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
47% 18 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
63% 20 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
79% 22 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
96% 24 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
112% 26 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
128% 28 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
144% 30 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
161% 32 6.4% 4.8% 3.2% 1.6% 0.0% 0.0% 0.0% 1.3% 2.8% 4.4% 6.0%
177% 34 4.0% 2.4% 0.8% -0.8% -2.3% -2.3% -2.3% -1.1% 0.5% 2.1% 3.6%
193% 36 0.8% -0.8% -2.3% -3.9% -5.5% -5.5% -5.5% -4.3% -2.7% -1.1% 0.5%
210% 38 -2.3% -3.9% -5.5% -7.1% -8.7% -8.7% -8.7% -7.4% -5.9% -4.3% -2.7%
226% 40 -5.5% -7.1% -8.7% -10.3% -11.8% -11.8% -11.8% -10.6% -9.0% -7.4% -5.9%
Source: Bloomberg, Dolfin research, June 2017 
 

Should the equity market crash in the coming months (leading to a 
spike in the VIX index), the Fed may be forced to reposition its thinking 
around balance sheet reduction and any future rate hikes - either of 
which could see the rates market rally back to pre-Trump election 
levels. Conversely, any continued strength in the equity markets could 
lead to the Fed becoming more hawkish thereby putting upward 
pressure on 10-year yields.

We have optimised the structure to be premium-neutral while bearing 
in mind where VIX could spike to. Our calculations lead us to form a 
ratio of selling $25k worth of VIX exposure in order to obtain $127k 
of 10-year treasury exposure. Based on this exposure, we are able to 
calculate a potential payoff table which highlights that we would not 
lose any money unless VIX materially increases by over 155 per cent 
(to 32.5). If it remains below this 32.5 level, there is the opportunity 
to generate a return if rates move by more than 2 per cent in either 
direction. As we do not expect the US rate markets to trade sideways 
for much of the third quarter, the trade provides us with good 
exposure in either direction at zero cost.

Payoff diagram  

US 10-year yield Pre-election low
61.8 retracement First overhead resistance
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IDEA: STRUCTURED PRODUCT ON RISING 
UK RATES

Implementation
Structured product

Investment 
horizon
12 months

Expected return
8%

Rationale
From a yield of 1.5 per cent in January 2017, UK yields have rallied 50 basis points 
to test 1 per cent in recent weeks on domestic political volatility and in tune with the 
broader deflation theme that has gripped rates markets over the second quarter. 
While we acknowledge that Q3 may not see an immediate increase in yields we do 
expect yields to move higher into the final quarter and 2018. 

We foresee several potential drivers for higher UK rates. Firstly, the UK economy 
remains on a firm footing, contrary to Armageddon forecasts post-Brexit. While data 
appears to be softening, we do not foresee a catastrophic deceleration for the third 
quarter. Secondly, UK inflation remains relatively high, close to 3 per cent. Sterling 
weakness has been a key proponent of inflation and the BoE’s concern that price 
pressure may overshoot was evidenced by the surprising split vote at the recent 
meeting, as two new members recommended a rate hike to counter inflationary 
pressure. Given the unexpected nature of this hawkish twist it is possible that 
repositioning could lead to upward pressure on gilt yields.

Idea specific risks

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

 – UK recession risk rising in 
Q3 2017

 – A broad risk off environment 

Fixed income

Payoff diagram  
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So, while we are unclear on the precise timing, we seek to benefit 
from our strategic view that gilt yields will rise. As such, we are able 
to construct a one year reverse convertible structured product that 
rewards us with an indicative 8 per cent return for implementing this 
view. The added benefit is that the capital is at risk only should there 
be a material rally in yields to 30 per cent below current levels in the 
coming 12 months (the product is based on the 10-year UK constant 
maturity swap rate which is currently at 1.12 per cent as of 16 June 
2017) at which point the holder loses 1.43 per cent (1/70) of capital for 
every 1 per cent it falls.
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IDEA: BUY PLATINUM / SELL PALLADIUM

Implementation
ETFs / Futures

Investment 
horizon
3-6 months 

Expected return
6-8% annually

Rationale
Palladium has risen by almost a third this year, outpacing all other metals and raw 
materials found in the Bloomberg Commodity Index. The metal, widely used in the 
catalytic convertors found in gasoline auto engines, has moved sharply higher based 
on an expectation that consumers will switch from diesel to gasoline engines on 
emissions concerns.

In light of the rally in palladium, platinum has failed to keep up, and the trading pair (long 
platinum / short palladium) is close to parity for the first time in almost twenty years.

Idea specific risks

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

 – Supply / demand dynamics 
continue to favour palladium

 – Positive sentiment in 
palladium remains supported

Commodities

Trading pair (long platinum / short palladium) vs. European /  
US automobile sales (RHS) 

Trading pair (Long Platinum / short Palladium) European vs US auto sales (RHS)
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Trading pair (long Platinum / short Palladium) vs. Net open interest in 
palladium (RHS)  

Net open interest in Palladium (RHS)
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Trading pair (Long Platinum  / short Palladium) 
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Our expectation is that palladium is due for a correction (versus 
platinum) following the exuberant move higher in the silver metal. 
From a positioning standpoint, speculative holdings in palladium have 
reached multi-year highs as hedge funds, amongst others, have bet on 
further legs higher in palladium. Given the toppy levels in speculative 
positioning, we envisage a pullback over the coming quarter. In the 
first of our charts, we show the trading pair (long platinum / short 
palladium) against the net speculative ‘long’ positions in palladium.

Aside from the technical picture, we note the correlation between our 
trading pair and automobile sales. In the chart below, we show the 
trading pair (long platinum / short palladium) against the differential of 
Europe to US automobile sales. The chart shows how European auto 
sales have recently strengthen in comparison to US sales as economic 
data has picked up in the Euro area. This can partly be attributed 
to the higher proportion of diesel engines installed in European 
autos, versus those in the US and suggests that our trading pair (long 
platinum / short palladium) should outperform. 
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Implementation
ETFs / Futures

Investment 
horizon
3-6 months 

Expected return
6-8% annually

Rationale
Year-to-date, commodities have expressed broad divergences in relative performance 
with double digit losses and gains across the asset class. We have highlighted a 
contrarian, relative performance trade, which plays a reversal in this outperformance. 
We look at crude oil and sugar, which have delivered significant negative performance 
year-to-date (-14 per cent and -26 per cent respectively) and recommend a long position 
held against a short position in hogs and palladium, which have been two of the best 
performing commodities year-to-date (+37 per cent and +22 per cent respectively).

The trading pair (long crude oil and sugar / short hogs and palladium) has historically 
acted as a dollar proxy, moving in lockstep with the dollar index (as shown in the 
below graph). As the chart below shows, the trading pair has continued to sell-off 
in recent weeks, despite some the dollar seeing some support. For those investors 
looking for a dollar-proxy within the commodities space, we would recommend this 
trading pair as a possible alternative.

Idea specific risks

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

 – Excess supply in oil markets 
remain, resulting in further 
weakness in oil markets

 – Idiosyncratic risks specific to 
our chosen commodities

IDEA: “DOLLAR PROXY” – LONG CRUDE OIL 
AND SUGAR / SHORT HOGS AND PALLADIUM

Commodities

Trading pair (long crude oil and sugar / short hogs and palladium) vs. 
US dollar index (RHS) 

Trading pair (Long crude oil & sugar/ short hogs and palladium) Dollar index (DXY) (RHS)
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IDEA: BUY COPPER / SELL GOLD

Implementation
ETFs / Futures

Investment 
horizon
3-6 months 

Expected return
4-6% annually

Rationale
Having rebounded in the third quarter of 2016, copper has traded in a range this 
year as markets have increasingly discounted any hopes of a Trump-fuelled boom in 
infrastructure spending. While any infrastructure spending remains in the pipeline at 
this stage, we expect a move higher in copper, owing to positive economic growth 
momentum, notably in China. We pair a long in the commodity, with a short in gold, 
which we expect to underperform this quarter, owing to the increasingly hawkish tone 
amongst central banks and signs of further tightening of monetary policy in the US. 

The trading pair (long copper / short gold) is a useful proxy for the US 10-year yield, 
which is shown on the chart below. Given our negative view on US treasury prices, this 
should be a positive for our trade.

In the second chart, we compare the trading pair (long copper / short gold) against 
Chinese manufacturing PMI, which has shown a meaningful correlation over time. 
Chinese manufacturing has held up in in recent months, indicating that the trading 
pair should move up to close the gap. 

Idea specific risks

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

 – Chinese growth surprises to 
the downside

 – Geopolitical risk heightens 
demand for gold

Commodities

Trading pair (long copper / short gold) vs. US 10-year Treasury yield (RHS) 

Trading pair (Long copper / short gold) US 10-year Treasury yield (RHS)
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Trading pair (long copper / short gold) vs. China manufacturing PMI (RHS)

Trading pair (Long copper / short gold) China manufacturing PMI (RHS)
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IDEA: BUY RARE EARTHS

Implementation
ETF (REMX US)

Investment 
horizon
12 months

Expected return
8-10% annually

Rationale
Rare earths are defined as a series of chemicals found in the earth’s crust. These 
chemicals encompass 17 elements, which combine magnetic, luminescent and 
electrochemical properties and are utilised across electronics, defence systems, clean 
energy and advanced transportation (amongst many others). Of note, rare earths 
have long been regarded as key components in future technologies; for example, 
dysprosium, which has one of the highest magnetic strengths of all the elements, 
is a key component in many electric / hybrid-battery cars and also has uses in clean 
energy technology (such as wind turbines).

Over the next 10-15 years, green technologies will become increasingly prevalent, 
providing an obvious support in demand for rare earths and their producers. Using 
electric cars as an example, in a recent report, UBS predicted the number of electric 
cars could rise to over 14 million by 2025, from 2 million today. As governments 
around the world increasingly legislate for lower carbon emissions, we can also 
anticipate more investment into clean technologies, which often rely on the 
strong magnetic properties founds amongst rare earths (such as dysprosium and 
neodymium).

Idea specific risks

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

 – New technologies use 
alternatives to rare earth 
materials

 – Demand / supply dynamics 
fail to materialise

Commodities
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IDEA: BUY AGRICULTURE

Implementation
ETF (DBA)

Investment 
horizon
3-6 months 

Expected return
6-8% annually

Rationale
As the global reflation trade continues to make headway, we expect the agriculture 
sector to benefit. We highlight two ETFs, which provide exposure to different 
aspects of agriculture. The first of these is the DBA, which tracks the DBIQ diversified 
agriculture index, which is comprised of futures contracts on the most liquid and 
widely traded agricultural commodities.

The second of the two ETFs is the VanEck Vectors Agribusiness ETF (MOO), which 
tracks the MVIS Global Agribusiness index, which is comprised of companies that 
generate at least (50 per cent) of their revenues from agri-chemicals, fertilisers, 
agricultural machinery and products.

Looking at the two ETFs (DBA and MOO) against US inflation, CPI has historically 
indicated the future path of agriculture as a sector; indeed, growing prices in 
agricultural produce has historically signalled a pro-growth, inflationary environment. 
Using CPI as a predictor (advanced two quarters), we take the view that our chosen 
agriculture ETFs will move higher from current levels.

Idea specific risks

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

 – Inflation fails to materialise

Commodities

Agriculture - DBA and MOO – composition

DBA US
Components
Soybean 14%
Cocoa 13%
Coffee 12%
Wheat 12%
Cattle 12%
Sugar 11%
Corn 10%
Lean Hogs 8%
Other 8%
 
Source: Bloomberg, Dolfin research, June 2017

MOO US
Components
Chemicals 31%
Machinery 19%
Food 18%
Agriculture 12%
Pharmaceuticals 8%
Healthcare Products 3%
Beverages 2%
Houseware 2%
Other 5%

Agriculture (DBA and MOO) vs. US CPI YoY (2 Qtr. advance) (RHS)

Agriculture (DBA & MOO) US CPI YoY (2 Qtr. advance) (RHS)
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IDEA: EXTRACT YIELD FROM OIL MARKET

Implementation
1 year auto-call based 
on WTI Index and Brent 
Index 

Investment 
horizon
12 months 

Expected return
12%

Rationale
2017 promised to be a year for higher oil prices, with market mechanics buoyed by 
the OPEC agreement to stem supply at the end of 2016. The OPEC deal stabilized 
oil prices around $50 per barrel and last month the cuts were extended for another 
nine months. However, the optimism surrounding the ability of OPEC to maintain 
these cuts has slowly faded while an increasing rig count in the US has caused further 
downward pressure. This has led WTI sharply lower and one of the worst performing 
assets for the year (-14 per cent YTD). 

While OPEC produces about 40 per cent of the global supply of oil, the US stands 
within the top three producers in the world. The market is currently reassessing the 
ability of OPEC (and some non-OPEC producers) to prop up oil prices unless there 
is agreement to slash production more severely. It is also worth noting that there is 
now enough oil in the market, partly from the US, to satisfy demand even when major 
producers limit their supply.

Idea specific risks

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

 – US rig count continues 
to increase and shale 
production costs become 
lower

 – Global growth falls and 
markets enters a recession

Commodities

Oil structured note - pay off diagram  

Brent crude oil
Brent 70% barrier WTI 70% barrier

WTI crude oil
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Source: Bloomberg, Dolfin research, June 2017

Given the current context and recent price action, an outright long 
position in oil can be quite rightly considered a volatile investment. 
However, we do not see, at this juncture, oil falling to the lows seen in 
early 2016 of around $30. Bearing this in mind, we are able to obtain 
a 12 per cent potential return in implementing a 1 year quarterly auto-
call based on the price of oil. 

Every quarter, if the price of both WTI and Brent Crude are above 
current levels, the investment will mature early and pay out a coupon 
of 3 per cent for each quarter the investment is held. However, if after 
one year the investment has not matured early there is still a chance 
to make 6 per cent return as long as the price of both WTI and Brent 
are above 70 per cent of their initial level. Capital is only at risk should 
either WTI or Brent be below 70 per cent of the initial level.
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IDEA: QUARTERLY AUTOCALL ON EURUSD

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
The pair trade is based on the spread of industrial production against the energy pair 
(sell Crude / buy Brent). The first chart shows the spread of US and German industrial 
production (IP) compared to the energy pair trade (sell Crude / buy Brent). The IP 
spread is trading at -4, which is not currently reflected in the pair trade. At this level of 
IP spread, we would expect the pair trade to trade closer to 0.85 i.e. 10 per cent from 
today’s levels. 

In the second chart, the energy pair trade (sell Crude / buy Brent) is compared to 
the equity pair, Dow Jones vs. DAX. Based on our expectations of European equity 
outperformance (versus the US), we anticipate that the energy pair trade will draw 
lower to reflect this.

Idea specific risks

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

 – US shale production 
surprises to the upside

 – OPEC fails to control oil 
production

FX

EURUSD vs. German / US 10-year yield differential (RHS)

EURUSD German vs 10-yr yield differential (RHS)
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EURUSD vs. US / German 10-year yield differential  

US / German 10yr yield differential
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IDEA: QUARTERLY AUTOCALL ON GBPEUR

Implementation
Structured product

Investment 
horizon
12 months

Expected return
6%

Rationale
Following the calamitous election in the second quarter, which saw the Conservatives lose 
their majority in Parliament, the UK is expected to soften its stance to Brexit negotiations, 
which have just begun. Should we see a “softer” stance on Brexit, we could see some 
recovery in GBPEUR, which fallen from a range of 1.25-1.30, to lows of 1.11-1.12. 

At the same time, in the UK, inflationary pressures persist and the Bank of England has 
suggest it will increasingly look through higher prices in determining the future interest 
rate policy. These signals also suggest GBP could rise from current levels.

To play a potential increase in GBP vs. EUR over the coming 12 months, we suggest a 
structured product, which is callable on a quarterly basis and permits the holder to earn 
a potential 6 per cent annual coupon. The early redemption feature is attractive as the 
structure will be called when a longer-term upward trend for the currency is established. 
In addition, we note that capital is at risk only when the GBPEUR rate falls below a level 
we have never previously reached.

Idea specific risks

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

 – Upside Risk: Unexpected 
geopolitical conflicts could 
cause oil prices to spike past 
our 57.5 breakeven levels

 – Downside Risk: With net 
long speculative futures 
positioning close to record 
highs, continued growth in 
global stockpiles with no 
immediate action by OPEC 
could cause an avalanche of 
selling pressure past our 37.5 
breakeven levels

FX

The options structure requires no initial outlay and has a potential profit 
of $5 (or just over 10 per cent return) on either side of $48, with max 
profit achieved at $53 on the upside and $43 on the downside. 

The risk to the trade lies in where we have sold out-of-the money 
options to fund the structure - the breakeven lies at $57.5, at which 
point the structure becomes net short two futures contracts. The 
downside breakeven lies at $38.5, at which point the structure becomes 
net long two futures contracts.  We do not envisage a move beyond 
these breakeven levels at present. 

GBPEUR structure product  

GBPEUR 90% barrier
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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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