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FROM OUR CIO

Vassilis Papaioannou 
CIO

“Global consumer 
spending should 
return to strength, 
feed into equities and 
higher valuations.”

“We expect inflation 
to pick up in the 
US on the back 
of weakening 
currency.”

“China’s relevance 
for commodities, 
global growth, 
and the whole 
Asian region is 
important.”

The third quarter was fruitful both for risky assets and carry 
collection. Despite the fluctuation in core rates during the 
quarter, the summer lull proved beneficial for investment 
grade and high yield bondholders.    

On the equity side, emerging markets led the 
outperformance race with almost double-
digit returns, followed by US and Eurozone 
markets. In the commodities world, crude oil 
and industrial metals delivered the best result 
within a weakening US dollar environment. 
The nine-month-long downtrend in the 
greenback offered emerging markets and 
commodities the opportunity to shine.

The highlight of last quarter - and most 
probably a theme that will keep investors 
on their toes - is the renewed hawkish 
rhetoric and rates normalisation. The recent 
actions, and intentions, by major central 
banks have left bond investors questioning 
the asymmetric risk return payoff of their 
portfolios. However, benign inflation 
continues to provide some comfort for those 
‘sleepwalking into the benchmark trap’. Going 
forward, we expect inflation to pick up in the 
US on the back of weakening currency with 
significant implications for the US curve and 
global core rates. Although it is premature to 
push the panic button, we might be a couple 
of quarters away from the turning point.

Despite North Korea being the latest Sword 
of Damocles for financial markets, we retain 
a positive view on equities for the final 
quarter. From a regional perspective, we 
have a preference for Europe, US and Japan. 

Earnings growth has proven to be the catalyst 
for the latest solid performance and since we 
expect global consumer spending to return 
to strength, this should feed through into 
equities and higher valuations.

Finally, I would mention the increasing role of 
China in the global arena, both economically 
but also, increasingly, politically. The strategic 
plan by the Chinese leadership and the 
transition from a domestic debt-based growth 
engine into an open markets global player 
proves to be of outmost importance. China’s 
relevance for commodities, global growth, 
and the whole Asian region becomes more 
important as it promotes an innovation 
agenda and takes steps to strengthen 
domestic consumption. The emergence of 
China as a global power is not a new theme, 
but the diminishing influence of the US make 
this more relevant than ever.

Enjoy the read,

Vassilis Papaioannou
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SCORECARD

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

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

INVESTMENT IDEAS

Equities Global multi-factor strategy 1.21
Global deep value strategy 6.14
Global income strategy 7.36
Global preferred sectors 3.90
EU growth and revival 4.51
EM "Sparks" 6.62
EM "Niche" 8.96
Theme - Cybersecurity 1.72
Theme - Internet of Things 6.22
Theme - "Soft Brexit" 3.02
Pair - US energy -1.14
Pair - Singapore vs. South Korea 0.79
Pair - Australia and Canada vs. EM -1.22

Fixed income Credit - Corporate hybrids 2.42
Credit - UK 3.94
Credit - High yield momentum 2.27
EM - Venezuela and Turkey 6.99
Theme – Middle East / natural gas 1.47

Commodities Pair - Platinum vs. palladium -6.79
"Dollar Proxy" - Crude and sugar vs. hogs and palladium 8.95
Pair - Copper vs. gold 3.53
Theme – Rare earths 47.52
Theme – Agriculture 1.42

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

Source: Bloomberg and Dolfin research, September 2017
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OVERVIEW OF ASSET CLASSES

EQUITIES   

UK 	Neutral We don’t expect recessionary signals to appear in the fourth quarter and with signs of improvement 
in economic growth figures, this should feed into company earnings. Brexit remains an overhang 
however and tempers our positive view. 

Eurozone 	Positive Whilst the Euro remains a headwind, the European economy is entering a ‘golden period’ 
marked by strong economic growth and tepid inflationary pressures (helping to keep central 
bank hawks on hold). We expect this to sustain the rally in European equities in the final quarter. 

US 	Positive We are mindful of valuations, which now appear stretched. However, in the absence of a ‘black swan’ 
event, we expect US equities to grind higher, owing to robust fundamentals and supportive monetary 
policy. Should Trump deliver on tax reform, we would expect a further leg-up in prices.  

Emerging 
markets

	Positive We are broadly positive on the emerging market space, given our benign view on the direction 
of the US Dollar and healthy GDP figures in most emerging economies. We favour Brazil, China, 
Chile, Russia, Thailand and Vietnam.

FIXED INCOME  

Government 
bonds

	Negative We expect the US treasury curve to bear steepen, partially as the short-end is already 
accounting for future Fed hikes and pass-through effect from a weak USD should weigh on the 
long-end. In Europe, we are particularly cautious on Germany and expect all markets to see 
upward pressure as the ECB moves to a more hawkish stance. In the UK we expect the BOE 
to hike but to likely talk down a hiking cycle, which should provide some support to the curve 
close to current levels. 

Investment 
grade bonds

	Neutral US IG spreads look expensive, trading at post-crisis tights, despite increasing late-cycle business 
behaviour emanating from US issuers. In Europe, all-in yields are still toying with all-time lows and the 
ECB “taper” should unsettle Industrials and Utilities in particular. In GBP, interest rate risks have also 
increased, although issuance has been scant and technicals should support UK IG spreads. 

High yield 
bonds

	Positive Short dated USD denominated high yield bonds still offer attractive carry for the coming 
quarter. Although spread upside looks limited across HY, a positive backdrop for risky assets 
should support sentiment. European HY valuations look especially tight but we see limited 
catalysts for a sustained sell-off. GBP HY has seen limited issuance and technicals remain fairly 
supportive for the coming quarter. 

COMMODITIES  

Oil 	Neutral The recent dislocation in energy markets has pushed crude oil above $50 per barrel. However, 
with US inventories still in positive territory, we expect oil prices to trade in a $45-55 range. 

Metals 	Positive As bellwethers for global growth, metals should continue to move upwards in the final quarter. 
We favour lead, tin and zinc given strong demand for the metals from industrial users. 

Precious 
metals 

	Neutral Geopolitical concerns are being weighed against global tightening sentiment and put a handle 
on upside going into the final quarter.

Grains/ 
Softs

	Positive In a reflationary environment, we expect grains/softs to perform positively. We favour cocoa, 
sugar and wheat. 



dolfin.com6 | Dolfin Quarterly Investment Outlook - Q4, 2017 

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 	Neutral/ 
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 	Neutral/ 
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.

OVERVIEW OF ASSET CLASSES (CONTINUED)
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INVESTMENT IDEAS FOR Q4 2017

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

Risk grade  
(1 - 5)

Implementation

Fixed Income IG - smart beta 
investment grade

A basket of single IG bonds using 
our smart beta investment tool

2--4 2 Single Bonds

Fixed Income Credit - high yield 
momentum

Buy single high yield bonds based 
on propietary momentum tool

4--6 3 Single Bonds

Fixed Income Crossover - EUR 
insurance bonds

Buy single bonds with a focus on 
EUR-denominated insurance bonds

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 - EM Buy select bonds of EM-issuers 4--6 4 Single Bonds

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

3--5 3 Single Bonds

Fixed Income Options strategy 
- credit / put 
strategy

Buy equity puts to offset default risk 
on credit

6--8 2 Options

Fixed Income Rates - US 
steepener

Pair trade playing steepening of US 
yield curve

2--4 2 Futures

Fixed Income Structured 
product on 
European rates

Structured product playing rising 
rates in Europe

7.75 4 Structured 
Product

Fixed Income Structured 
product on the 
European IG index

Credit-linked note on the European 
IG index

5.60 4 Structured 
Product

Equities Global income / 
quality strategy

Basket of single stocks using our 
smart beta investment tool

6--8 3 Single Stocks

Equities European 
preferred sectors

Basket of European single stocks in 
preferred sectors 

6--8 3 Single Stocks

Equities UK preferred 
sectors

Basket of UK single stocks in 
preferred sectors 

6--8 3 Single Stocks

Equities Fundamental 
picks - long / short 
portfolio

Basket of fundamental stock picks 
(long / short)

6--8 3 Single Stocks

Equities Global Shariah 
strategy

A basket of Shariah-compliant 
single stocks using our smart beta 
investment tool

6--8 3 Single Stocks

Equities Structured 
product - 
financials

Structured product linked to US and 
EU financials

10.50 4 Structured 
Product

Equities Activist portfolio Basket of single-stocks linked to 
activist investing

8--10 3 Single Stocks

Equities Pair - smart beta 
factors

Pair trade based on the 
outperformance of value and minimum 
volatiltiy vs. growth and momentum

4--6 2 ETFs / Futures
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INVESTMENT IDEAS FOR Q4 2017

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

Risk grade  
(1 - 5)

Implementation

Equities Theme - domestic 
strength

Basket of ETFs playing domestic 
strength in developed markets

8--10 3 ETFs

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

Commodities Options strategy 
- energy

Trade using carry from selling 
volatility in Crude futures to buy 
volatility on US energy sector

8--10 5 Options

Commodities Theme - "End of 
El Nino"

Theme playing the "end of El Nino" 
using agricultural commodities

8--10 4 ETFs / Futures

Commodities Metals - long 
platinum / short 
gold

Pair trade based on the 
outperformance of platinum vs. gold

4--6 3 ETFs / Futures

Commodities Pair - grains vs. 
metals

Pair trade based on the 
outperformance of grains vs. metals

4--6 3 ETFs / Futures

Thematic Macro hedge 
on North Korea 
conflict

Options strategy pairing protection 
on South Korea with gold

4--6 2 Options

Thematic Short volatility Options strategy selling volatility on 
US high yield credit

11 5 Options

Thematic Theme - "Trump's 
first delivery'

Pair trade playing pro-growth policy 
action from Trump

4--6 3 ETFs / Futures

Thematic Hurricane Multi-asset basket of securities 
capturing upside post-hurricane 
season in the US

8--10 4 Single Stocks / 
ETFs / Futures

Thematic Cryptocurrency Thematic piece discussing 
cryptocurrency investment

10+ 5 Cryptocurrency

Thematic Technology - 
"Non-FAANGs"

Basket of technology stocks 8--10 4 Single Stocks

Commodities Fixed Income

Thematic Equities
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UNITED KINGDOM
The UK economy has maintained subdued growth 
momentum in the second quarter with mixed 
performance across sectors. 

UK Q2 real GDP grew in line with our expectations at the previous quarter growth pace of 0.3 
per cent q/q. Growth was driven solely by the services sector, which expanded by 0.4 per cent, 
while the industry and construction sectors subtracted from GDP. On the positive side, business 
investment has continued growing and net trade has finally rebounded, contributing 0.4pp to 
overall growth. More worrying is the continued slowdown in household consumption, which was 
growing at its slowest pace since Q4 2014.

UK GDP, Dolfin forecast

(%, sa) Q2-16 Q3-16 Q4-16 Q1-17 Q2-17 Q3-17 Q4-17
Real GDP growth 0.5 0.4 0.6 0.3 0.3  

Private consumption 0.9 0.6 0.4 0.4 0.2  

Investment 1.9 0.8 0.4 0.5 0.6   

Net trade (pp) 0.4 -1.4 1.7 -0.4 0.4  

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

Source: Bloomberg, Dolfin research, October 2017

Overall, we remain cautiously optimistic in the second half of 2017. We expect the economy to 
continue on its lacklustre growth path, expanding at a 0.3-0.4 per cent quarterly pace with risks 
tilted to the downside. 

Within the services sector, retail sales expanded 1.4 per cent q/q in Q2 and have gained some 
momentum going into Q3, growing at a monthly average of 0.8 per cent m/m in the first two 
months of the quarter. The performance in the service sector was mainly supported by positive 
developments in the labour market, where the employment rate rose to 75 per cent - its highest 
value on record. In line with this, the unemployment rate fell to 4.3 per cent in July. As more 
people are employed and earn wages, spending is likely to continue expanding. 

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

InflationCore wages Real core wages
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Source: Bloomberg, Dolfin research, October 2017

MACRO OUTLOOK
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However, we caution that the labour market becomes increasingly tight and the unemployment 
rate is unlikely to continue falling at a similar pace in the medium term. Moreover, despite the 
tightening in the labour market, wage growth remained once again subdued, with core wages 
increasing only marginally. As the recent growth in wages remained below inflation, real wage 
growth has continued to print negative numbers, denting further into consumers’ purchasing 
power. We see inflation abating towards the end of the year which should support retail sales in 
Q1 2018. This view is supported by our in-house forecasting model.

Retail Sales YoY vs. Dolfin forecasting model 

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

Industrial production has not fared well in Q2, falling 0.3 per cent q/q, chiefly due to a fall in 
manufacturing output and energy production. However, the first month of the third quarter 
has signalled a strengthening in the sector with manufacturing output rising 0.6 per cent m/m. 
This is in line with upbeat factory orders, which have jumped to their highest value in 30 years 
in June. Interestingly, the three-month moving average of factory orders and industrial output 
have shown significant divergence recently, as can be evidenced in the chart below. Since 
orders growth is generally a reliable forward-looking indicator for industrial performance, we 
expect the strong expansion in order volumes to be translated into an acceleration in IP growth. 
Moreover, continued weakness in GBP should support manufacturing and exports in the future.

Factory orders vs. Industrial production %YoY (RHS)

Total orders (3-mma) Industrial production YoY (3-mma, RHS)

10

-20

0

-10

-30 -6.0

-4.0

-2.0

0

2.0

4.0
Diffusion Index % YoY

2011 20132012 2014 2015 2016 2017

 
Source: Bloomberg, Dolfin research, October 2017

Looking ahead, PMI surveys continue pointing to expansion, with both services and 
manufacturing PMIs well above the 50-threshold at 53.2 and 55.9 in August, respectively. 

The positive sentiment is not matched in the construction industry, where PMI turned, falling to 
48.1 in September and indicating contraction ahead. Following the recent weak performance in 
Q2, the construction sector is likely to remain a drag on GDP. However, due to its small weight 
in overall accounts, it is not a good gauge for the overall economy and we expect only a limited 
negative effect in the short term.
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Services, manufacturing and construction PMIs

Services PMI Manufacturing PMI Construction PMI
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Source: Bloomberg, Dolfin research, October 2017

On the prices front, August inflation rebounded above market expectations to 2.9 per cent 
y/y after having slowed over the previous two months. We expect inflation to remain at 
similar levels with a local peak in October, before converging somewhat towards the Bank of 
England’s 2 per cent target in the first quarter of next year. We note, however, that inflation 
is likely to remain above target throughout 2018. Our view is supported by our proprietary 
inflation forecasting model, which exploits past performance and seasonality effects in the 
main categories of the inflation index, combined with changes in the Brent crude oil price and 
the USDGBP exchange rate. A slowdown in inflationary pressures towards the end of the year 
should provide some relief for consumers.

Consumer Price Index (CPI, LHS) vs. Producer Price Index (PPI, RHS)

CPI Inflation PPI output prices (RHS)
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Source: Bloomberg, Dolfin research, October 2017

Given high and recently rising inflationary pressures and a relatively robust UK economy, 
the Bank of England turned more hawkish at its September meeting. The Monetary Policy 
Committee left all monetary policy parameters unchanged with a vote split of 7:2, but the 
minutes revealed important changes in its near-term reaction function. The accounts stated that 
“a withdrawal of part of the stimulus (…) would help to moderate the inflation overshoot while 
leaving monetary policy very supportive” and more importantly “some withdrawal of monetary 
stimulus was likely to be appropriate over the coming months”. The communication was more 
hawkish than widely expected and led to an immediate jump in sterling. 

The BoE now looks set to hike the interest rate at its next meeting, however, it emphasised 
that the decision will remain data dependent. Baring the construction sector, we have not seen 
any material deterioration in the data thus far and rising prices only support the BoE’s hawkish 
bias. A rate hike in November would remove the stimulus injected in the aftermath of the Brexit 
referendum, but we do not see the Bank embarking on a hiking cycle. As the below chart shows 
we expect gilt yields to remain around current levels, only to start moving higher in 2018, in line 
with improving economic conditions. 
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Core CPI Advanced vs. 10-year Gilt yield

Core CPI Advanced 10yr Gilt yield
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Source: Bloomberg, Dolfin research, October 2017

On the currency front, sterling remains vulnerable to the evolution of Brexit discussions and the 
sluggish GDP growth. As such we take a neutral stance on sterling in Q4 with a positive bias, 
given we don’t see imminent recession risk.

GBPEUR & GBPUSD exchange rates vs. Dolfin forecast
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Source: Bloomberg, Dolfin research, October 2017

Finally, for the past year, investors have been trading the inverse relationship between sterling 
and the FTSE 100. As we don’t expect further downward pressure in the currency, and given a 
stabilising economy, we remain neutral on UK equities.

FTSE 100 Index vs. Sterling (avg. inverted, RHS)
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Source: Bloomberg, Dolfin research, October 2017
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Economics aside, in her Brexit speech in Florence, British Prime Minister Theresa May made 
two important points which drew our attention. Firstly, for the first time, she openly supported 
a transition phase, which shall take place under “existing structure of EU rules and regulations” 
and could last around two years. This information is crucial for the near-term planning of 
companies and therefore should be positive for business investment in the coming two years. 
Secondly, the government has asserted that the free movement of labour shall continue during 
the transition period, but a registration scheme for migrants shall be introduced. This is key for 
the UK labour supply, where some sectors have been heavily reliant on attracting talent from 
abroad and can now access the European labour market unhindered for another two years. 

Overall, we see the government turning more pragmatic and cooperative, which diminishes the 
probability of the UK crashing out of the EU without a Brexit deal and should be positive for the 
overall market environment. In the fourth quarter, the UK is aiming to discuss post-Brexit trade 
agreements with the EU, but we still think it unlikely that the EU will deem the progress made 
so far as sufficient to move into the next stage in the talks. 

ASSET CLASSES: MACRO VIEW
Equities 	Neutral  With a neutral stance on the currency and slowing consumer demand we see 

limited upside to equities.

Fixed income 	Neutral/
Positive

An expected hike in November will reverse the post-Brexit election stimulus, but 
will not prompt the beginning of a hiking cycle within a stabilising economy.

Currencies 	Neutral/
Positive

Pass-through effects to inflation from the depreciating currency have materialised 
to a large extent. Clarity from Brexit discussions and first encouraging signs from 
the economy could provide an entry point to the British pound.
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EUROPE
The euro area experienced strong real GDP growth in Q2, 
which has both, broadened and deepened across countries. 

Euro area growth has accelerated to 0.6 per cent q/q, after a revised 0.5 per cent growth 
pace in the first quarter. On a country level, growth estimates were published for Germany 
(0.6 per cent), France (0.5 per cent), Italy (0.3 per cent) and Spain (0.9 per cent q/q), showing a 
broadening of the economic recovery. The main positive surprise came from the Netherlands, 
which expanded by 1.5 per cent q/q, contributing 0.1pp to the EA headline.

Euro area Q1 real GDP growth QoQ
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Source: Bloomberg, Dolfin research; Note: Ireland Q1 GDP growth amounted to -3.5 per cent q/q, Luxembourg GDP 
has not been released at the time of writing

For the third quarter, we expect the EA to continue growing at a healthy pace, moderating only 
slightly from the fast GDP growth pace of Q2.

Euro area GDP, Dolfin forecast

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

Q4 2017,  
Dolfin Forecast

Real GDP growth 0.5 0.6 0.5 0.6  

Private consumption 0.3 0.6 0.4 0.5  

Investment 0.1 1.3 -0.3 0.9   

Net trade (pp) 0.0 -0.2 0.4 0.1  

Source: Bloomberg, Dolfin research, October 2017

Euro area industrial production expanded 1.2 per cent q/q in Q2, marking the fourth 
consecutive quarter of positive numbers and underscoring the health of the sector. This 
performance was broad-based, with Germany, France and Italy displaying growth above 1 per 
cent in IP and Spain adding a smaller, but still solid, 0.4 per cent q/q. This is consistent with 
the pick-up in global trade momentum, where trade volumes growth has been positive since 
August 2016.
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Looking ahead, industrial confidence remains upbeat and the strong performance in the 
industrial sector is in line with the European Commission industrial confidence gauge, 
which increased once more in September, reaching its highest level in more than six years. 
Manufacturing PMI data for September shows a similar picture, rising to a level of 58.1, well 
above the 50-threshold of expansion.

Based on the strong positive signals from both sets of forward-looking indicators, we expect 
industrial production to print positive numbers in Q3. However, we keep in mind that hard and 
soft indicators have overestimated actual growth in recent quarters and we are looking for some 
moderation of the growth pace in the third quarter.

Euro area industrial production vs. European Commission industrial confidence (RHS)

EA IP YoY (3-mma) EC industrial confidence (RHS)
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Source: Bloomberg, Dolfin research, October 2017

Looking at the service sector, retail sales have more than doubled their quarterly growth pace 
from 0.3 per cent in Q1 to 1.0 per cent in Q2, underpinning strong domestic demand. And soft 
indicators point to buoyant momentum in the services sector going into Q3. However, in the first 
two months of the third quarter, we have seen a divergence in hard and soft data, as can be seen 
in the chart below. Retail sales have printed in both, July and August, in the negative territory. We, 
therefore, expect retail sales, if at all, to contribute little to GDP growth in Q3.

European commission services confidence vs. retail sales (RHS)
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This is in line with signals from the labour market. While the services sector was helped by 
strong improvements in the European labour market in Q2, the first estimates for the third 
quarter indicate a slight deterioration in the numbers. Unemployment seems to have increased, 
albeit marginally, for the first time in three years. Overall, the European labour market has 
added over 5.8m jobs since its dip in autumn 2013 and employment grew by another 0.4 
per cent in Q2, while unemployment declined to 9.1 per cent in August. We believe that this 
underlying strength remains intact and we expect a further decline in EA unemployment in Q4.
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Overall, composite PMIs have remained at elevated levels with the EA index rising to a 
four-months high of 56.7 in September (see chart 6). Comparing the two quarters, sentiment 
remained only slightly below Q2 levels, supporting our view of strong but slightly slower growth 
in the third quarter.

European manufacturing PMI synchronized recovery (number above 50 indicates expansion) 
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With stronger GDP growth we have seen a slight pick-up in inflation but overall the progress 
towards the ECB’s inflation target of close-but-below 2 per cent is very limited. While consumer 
price inflation has printed at 1.5 per cent y/y in August, up from 1.3 per cent in the previous 
month, underlying price pressures (core CPI) have weakened slightly to 1.1 per cent y/y. Price 
pressures have not been helped by a strong euro, which has made imported products cheaper for 
European consumers , , pushing prices even lower, as can be seen in the chart below. We expect 
inflation to remain at a similar level in the final quarter but deviate further from the ECB’s target 
towards Q1 2018, due to FX pass through and negative base effects.
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CPI vs. import price index % YoY (RHS) 

Import price index CPI (RHS)

5

2

1

0

3

4

-1 -14.0

-9.0

-4.0

1.0

6.0

11.0

16.0

% YoY % YoY

2006 20082007 2009 2010 20122011 2015 20162013 2014 2017 2018

Forecast
 

Source: Bloomberg, Dolfin research, October 2017

At its long-awaited September meeting, the ECB was similarly pessimistic on inflation, 
revising down its outlook. Yet, prices aside, Draghi once again confirmed a strengthening and 
broadening in the European recovery, revising its forecast for this year further to 2.2 per cent 
y/y, from 1.9 per cent previously. 

Regarding monetary policy, the ECB decided not to give any details on the future quantitative 
easing policy and Mario Draghi announced that the “bulk of decisions will be taken in 
October”. With this, we expect Mario Draghi to announce a reduction in the monthly 
purchasing pace of government bonds in October. However, as we do not see a pick-up in 
inflation anytime soon, we do not expect the ECB to provide us with a schedule of purchases 
until the end of the programme. Rather, we expect the ECB to extend the QE programme by 
another six months, purchasing EUR40bn of bonds monthly. Although, Draghi is not moving as 
fast as we would like in the normalization process, we main our negative view on European rates 
and particularly German Bunds. 

Bunds vs. Dolfin forecasting model 
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The current state of monetary policy is not in line with the level of EURUSD, as the spot rate 
overstates US-EU interest rate differentials. Despite our neutral stance for the quarter we are 
long term buyers of the Euro mainly due to the state of the hiking cycle, the level of economic 
activity and given the anticipated flows into the common market.
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12M US-EURIBOR spread vs EURUSD exchange rate (RHS) 
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Politically-speaking, the previous quarter was relatively quiet, albeit we did have a German 
general election in September, where the centre parties lost a large share of their support. The 
most likely outcome is now the so-called Jamaica coalition, consisting of several parties, which 
disagree on many topics. As such, we are likely to see a tough and long round of coalition 
negotiations and resultant in a government which may achieve little over the next four years. 
In the medium-term, we are looking to see some fiscal easing and more investment into 
infrastructure and education in Germany, which is the smallest common denominator across 
party programmes. This should support growth and consumption in 2018.

Germany aside, France’s President Emmanuel Macron has been pushing for an ambitious 
European reform agenda. However, with a weakened and likely torn German government in the 
coming four years we believe that progress on the European project will be limited.

ASSET CLASSES: MACRO VIEW
Equities 	Positive Solid manufacturing activity and expected rising consumer demand within 

the context of a stable euro should help European equities end the year on a 
strong foot.

Fixed income 	Negative ECB guidance on concrete steps for the beginning of the QE tapering, 
combined with the strong macroeconomic performance finds fixed income at 
expensive levels.

Currencies 	Neutral/
Positive 

Benign inflation will restrict the currency from reaching new highs without 
Draghi’s help. However, long term, the state of the hiking cycle and level of 
economic activity favour the common currency.
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UNITED STATES OF AMERICA
The US economy rebounded strongly in Q2, underlying the 
temporary nature of the first quarter slowdown.  

US real GDP growth surprised significantly to the upside in Q2, printing at 3.1 per cent q/q (saar) – 
its fastest growth pace in over two years. Personal consumption expenditure, the most important 
component of the US economy, rose by a buoyant 3.3 per cent q/q (saar) and investment added 
another 3.2 per cent (see chart below). Good news also came from the external sector with exports 
rising faster than imports. Overall, the details of the release are encouraging and the US economy 
continues seamlessly on its 8-year recovery track after a slight bump in the first quarter.
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US real GDP growth, Dolfin forecast

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

Q4 2017,   
Dolfin Forecast

Real GDP growth 1.80 1.20 3.1  

Private consumption 2.9 1.9 3.3  

Investment 1.70 8.10 3.2  

Net trade (pp) -1.61 0.22 0.21  

Source: Bloomberg, Dolfin research, October 2017

Looking at the sectors, industrial production expanded strongly over the second quarter (1.4 per 
cent q/q) and kept some momentum going into Q3, expanding in July (+0.4 per cent m/m) for a 
6th consecutive month. Indeed, the underlying trends in the industrial sector remain strong with the 
three-months moving average of durable goods orders having increased to its highest level in almost 
three years in August. Adding to this, the ISM manufacturing sentiment index has jumped to 60.8 
in September- a level we haven’t seen since 2004. Both measures are indicating that the supply and 
demand sides remain healthy and we should see industrial production growth going forward.
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ISM Manufacturing PMI vs. Industrial Production (RHS) 
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Despite the positive momentum, however, we expect a negative contribution to growth from the 
industrial sector in Q3; hurricane Harvey has caused significant disruption in the industrial sector 
in August, which was evident in production data. We also expect to see a negative effect from 
hurricane Irma in September accounts and for overall US IP growth to likely move into negative 
territory in the third quarter. However, for the coming quarter, barring any further disruptions, 
we expect reconstruction activities in devastated areas to contribute significantly to demand for 
industrial goods and push production higher.

Durable goods orders vs. Industrial Production (RHS) 
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In the much larger services sector, real retail sales expanded by a solid 1.4 per cent q/q in Q2 and 
sentiment has remained upbeat going into Q3. The non-manufacturing ISM index jumped to 59.8 
in September, pointing to further expansion and the University of Michigan consumer sentiment 
gauge remained at elevated levels. Yet with this in mind, the first hard data shows some slowdown 
in momentum which leads us to expect a smaller but nonetheless positive GDP contribution from 
the retail sector in Q3. 
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Consumer sentiment vs. Retail sales (RHS) 
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The service sector has been supported by a relatively strong labour market with non-farm payrolls 
adding on average 172,500 new jobs between July and August, slightly down from the Q2 average 
of 187,000 but still above the Fed’s medium-term expectations. The unemployment rate inched up 
slightly to 4.4 per cent in August (+0.1pp) but remained still well below the 5 per cent threshold 
that is considered “full employment”. We expect the labour market to remain healthy going 
forward with the unemployment rate at broadly unchanged levels in Q3.

Overall, we see the US economy continuing a healthy growth path but we expect GDP growth to 
moderate to a more sustainable pace in Q3 before picking up again towards year-end.

Against a robust economic backdrop, we note that inflation continued to print at low levels. The 
Fed’s preferred price gauge, the personal consumption expenditure price index (PCE), was stable 
at 1.4 per cent y/y between June and August and core PCE continued steadily declining from 
its peak in February (1.9 per cent y/y). This is in line with our expectations of inflation pressures 
remaining moderate over the next quarter and until the end of the year. 

Personal consumption expenditure index vs. core PCE 
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On the inflation front, it is also important to keep track of the producer price developments in 
China, as they tend to move in tandem with US CPI numbers. Being conscious of this relationship 
we are monitoring any signs of changing patterns in US price dynamics. 
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China PPI vs. US CPI (RHS)
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The recent price data provides little argument for the Fed to tighten monetary policy in the coming 
months but the FOMC remains convinced that the weakness in inflation is transitory. 

At its September meeting, the Fed left interest rates unchanged at 1.0-1.25 per cent, as widely 
expected. It announced the runoff of its balance sheet to start in the next month, by imposing caps 
on the reinvestment of principle. As initially laid out, the 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. 

The balance sheet reduction, together with our quantitative assessment of the influential factors on 
US Treasuries, shape our negative view in the coming quarters. 

US Treasuries vs. Dolfin forecasting model
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More importantly, despite the recent string of low inflation numbers, the FOMC has left its 
projections for the interest rate level unchanged, which means that the central bank is still 
determined to hike rates one more time this year. 

The dollar will require more than the December rate hike or the dot plot to reverse its recent 
course. Concrete news on any tax plan, infrastructure spending or a new “hawk” as the new Fed 
Chair, could get the greenback back on track over the coming quarters. 
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Dollar Index vs. Dolfin forecasting model
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For equities, rich valuations are a cause of concern but the growth outlook, together with our 
quantitative assessment with inputs from Japanese yen, US Treasuries, Chinese yuan, shape our 
positive forward-looking view (see chart 10).

S&P 500 vs. Dolfin forecasting model

S&P 500 Dolfin forecasting model

Dec
2010

Dec
2011

Dec
2012

Dec
2013

Dec
2015

Dec
2014

Dec
2016

Dec
2017

Index level
2800

1200
1000

1400

1800
1600

2200
2400
2600

2000

 
Source: Bloomberg, Dolfin research, October 2017

On the political front, the summer has played host to significant turmoil in media and markets as 
President Trump vowed to unleash “fire and fury” on North Korea’s regime. Elsewhere, the Trump 
administration has continued to under-deliver on its pre-election promises. The stream of adverse 
news out of the White House has kept the dollar under pressure as investors become wary of 
President Trump’s empty rhetoric, where actions are yet to materialise (such as the fiscal package, 
Mexican border wall, and tax cuts). For the coming quarter, fiscal consolidation will be back on the 
agenda as the budget debate reopens in December and we expect to finally get some clarity on 
Trump’s tax plans.

ASSET CLASSES: MACRO VIEW
Equities 	Positive  Strong economic performance and good corporate results should keep 

equities on a positive track.

Fixed income 	Negative With the pending third hike almost priced in, expected pass-through effects 
from the depreciating dollar or renewed hawkish rhetoric should put fixed 
income under pressure.

Currencies 	Neutral  Discussions on a hawkish new Fed Chair and strong economic growth will be 
weighed against inflation still being a “mystery”.
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JAPAN
Japan’s economy accelerated significantly in Q2, growing at 
the fastest pace in two years.    

Real GDP expanded by 0.6 per cent q/q (1.4 per cent y/y) in the second quarter of the year as 
business investment and household consumption accelerated significantly. The fiscal stimulus 
measures, announced by the government last summer were also finally reflected in the data. Both 
public investment and consumption added to growth, as we had expected last quarter. The only 
drag came from net trade with exports contracting and imports growing strongly at the same time 
– not surprisingly, given the jump in domestic demand.

In the graph below, we chart year-on-year GDP growth against variables including inflation, 
exports and the 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 before 
moderating slightly thereafter.

GDP YoY vs Dolfin forecasting model
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Turning to inflation, little has changed from last quarter. Price pressures have remained subdued 
(0.4 per cent y/y) over the past four months, while core inflation accelerated only slightly and was 
standing at 0.5 per cent y/y in July, well below the Bank of Japan’s 2 per cent target. 

Core inflation (YoY) vs. wage growth (YoY, RHS)

 Core CPI YoY Wages YoY (3-mma)Target

2
3

1
0
-1
-2
-3
-4 -6

-4

-2

0

2

4
YoY % YoY %

Jul
2007

Jul
2009

Jul
2010

Jul
2011

Jul
2008

Jul
2104

Jul
2015

Jul
2016

Jul
2012

Jul
2013

Jul
2017

4

Source: Bloomberg, Dolfin research, October 2017



Dolfin Quarterly Investment Outlook - Q4, 2017 | 25dolfin.com

Despite sizeable employment growth (1 per cent in 2016), wage growth has remained weak and 
low inflation expectations helped little to lift price pressures. Our expectation is for this moderate 
inflationary trend to continue until the end of the year, before picking up in Q1. 

Japan CPI vs Dolfin forecasting model
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In its July outlook for economic activity, the Bank of Japan (BoJ) postponed its projection of 
inflation hitting the 2 per cent-target by one year. It commented that base wages would need to 
rise faster than at the current pace to bring inflation back to target. Nevertheless, proposals for 
further easing have not been discussed. Based on this, paired with above-potential economic 
growth, we expect that the BoJ will maintain its current policy stance in the coming quarters.

GJB Yield vs Dolfin forecasting model
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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. Monetary conditions should consequently become even more accommodative and should 
support inflation through higher import prices.

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. 
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JPY vs EUR/JPY exchange rate vs Dolfin forecasting model
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Finally, we reiterate our positive view on Nikkei. Our in-house model, which looks at the local 
currency and the Japanese 10-year yield suggest further upside in the last quarter of the year.

NIKKEI vs. Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  Growth has accelerated and should remain strong, although geopolitical 

tensions in the region are a source of concern.

Fixed income 	Neutral  Existing accommodative monetary policy will support fixed income, although 
improving inflation outlook and economic performance dictate our neutral view.

Currencies 	Negative The yen will look though improving economic fundamentals, as monetary 
policy divergence against major trading counterparts will weigh negatively on 
the currency.
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CANADA 
Canada has grown at the fastest pace amongst  
G7 countries in Q2.  

Canada’s economy has grown above expectations in the second quarter, expanding by 4.5 per cent 
q/q (saar). GDP growth was supported by all sectors, with the strongest contribution coming from 
consumer spending (+2.6pp). Private consumption was helped by low inflation, strong improvements 
in the labour market and rising incomes – all contributing to an improvement in purchasing power.

Business investment has also accelerated, expanding 7.1 per cent q/q (saar) with further positive 
readings in the non-oil sector and investment in machinery and equipment, which should bode well 
for future manufacturing activity. Overall, the data suggests that the economy has adapted to the 
lower oil price environment and GDP growth is now less dependent on crude prices, as can be seen 
in the chart below. 

WTI crude oil price (USD/bbl) vs. Real GDP YoY (saar, RHS)
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As expected, last quarter’s contraction in exports was reversed with exports jumping 9.6 per 
cent in Q2, fueled by a rise in global demand. In line with strong domestic demand, consumer’s 
demand for imports also rose significantly but less than exports, leaving us with a 0.5pp net trade 
contribution to GDP growth. The external sector looks to have gained momentum and we expect it 
to be carried over into the next quarter as global demand holds up at healthy levels. 

The only drag on GDP came from residential construction investment, which contracted 4.7 per 
cent q/q (saar). The Canadian housing market has become increasingly expensive with markets 
such as Toronto and Vancouver featuring on the top of real estate consultants’ housing-bubble 
rankings. As macroprudential regulation start to bite and rates rise, this is likely to lead to a cool-off 
in the sector. As such, we continue to see the housing market as a risk to the growth outlook in 
Canada.

Looking ahead, business surveys are pointing to continued growth, with manufacturing PMIs 
standing at 54.6 in August, well above the 50-threshold of expansion but slightly below Q2 
levels. Similarly, consumer sentiment has remained at the high hit during the summer with low 
unemployment supporting this trend. 
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Employment vs. unemployment (RHS)
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For the second half of the year, we expect Canada’s economy to continue expanding at a healthy 
but more sustainable, pace than in H1 17. Downside risks to the outlook remain, particularly 
regarding the NAFTA renegotiation. Any measures imposed by the US administration could hurt 
Canadian industrial and export sectors. We do not expect, however, any major disruption in the 
trade relationship in the near term.

Turning to monetary policy, we note that the Central Bank of Canada has underestimated Canadian 
GDP growth in both Q1 and Q2. With concerns of an overheating economy, the BoC hiked rates 
twice in Q2 by a cumulative 50bp, essentially undoing the stimulus it had provided in the wake 
of falling oil prices in 2014/15. The move in rates took markets by surprise, leading the Canadian 
dollar higher, as can be seen in the chart below.

Overnight lending rate (per cent) vs. CADUSD exchange rate (RHS, inverted)
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However, inflationary pressures have remained weak with headline and core inflation at 1.4 
per cent and 0.9 per cent in August, respectively. While we have seen a rise in the main index 
toward the mid-range of the BoC’s 1-3 per cent target, core prices have remained sticky. 
Looking ahead, on the one hand we do think that negative transitory base effects should fade. A 
significant improvement in the labour market has reduced slack in the economy and rapidly falling 
unemployment, coupled with an acceleration in employment growth since Q3 2016 has helped to 
push up incomes and consumption. This, in turn, should have a positive effect on prices. Indeed, 
the BoC has signalled that it expects the recent series of low inflation readings to come to an end 
soon. On the other hand, the Canadian dollar has appreciated around 10 per cent since the BoC 
has changed its monetary policy stance in May, which should have an adverse effect on inflationary 
pressures through a cheapening of imported products. Weighting the two forces against each 
other, we expect a slight acceleration in prices until the end of the year.
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The Bank of Canada finds itself in a dilemma between preventing the economy from overheating 
while at the same time bringing inflation back to target. We, therefore, expect the Bank to take 
a break in the hiking cycle until we see a sustained improvement in price pressures towards the 
target. We do not expect any more rate hikes in the remainder of this year.

The recent tightening in monetary policy and an improving economic outlook has pushed the short 
and long term yield higher, as can be evidenced in the chart below. 

Overnight lending rate vs. 10-year government bond yield
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Turning to the currency, we remain positive on the Canadian dollar, based on the discrepancies we 
observe between the currency and GDP growth as well as the 1-year yield. 

GDP 4 quarters average vs CADUSD exchange rate (RHS)
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Canadian 1-year yield vs. CADUSD (RHS) 
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Finally, our neutral view on crude oil (expected to remain in the 45-55$) reinforces the positive 
outlook of the Canadian currency.

CADUSD vs. Crude oil (RHS)  
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  GDP accelerated significantly in Q2 supported by all sectors. Within a favourable 

commodities environment, equities should continue to perform.

Currencies 	Positive  A positive macroeconomic backdrop and oil price improvement should see the 
currency inching higher
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AUSTRALIA 
After moderate growth in Q1, the Australian economy 
accelerated significantly over the second quarter of the year.  

Real GDP grew by a healthy 0.8 per cent q/q (1.8 per cent y/y) in Q2, mainly driven by a jump in 
government expenditure. Public consumption expanded by 1.2 per cent q/q, while investment 
accelerated 11.9 per cent - partly explained by the purchase of the Royal Adelaide Hospital. 
Despite the rapid growth in Q2, we do not expect a hard landing to public expenditure in the next 
quarter as the government plans to invest heavily in infrastructure and broadband technology. 
Domestic demand was also supported by private consumption adding 0.4 pp to growth, despite an 
offsetting by contraction in private investment and inventories.

Looking at the external sector, net exports have rebounded in Q2, as we have previously predicted. 
The latter had contracted in Q1 due to weather-related factors, which negatively affected mining 
exports, but have now come back online. In the coming quarter, Australia should continue to 
benefit from the increased global demand momentum, however, we caution that it remains 
exposed to a potential growth slowdown in China, given that over a third of Australia’s exports are 
now consumed by China. 

Business sentiment has been upbeat recently but we have seen a moderation in August with 
composite PMI falling to the lowest level in ten months on a pronounced decline in services PMI. 

In the below chart, manufacturing PMI is shown against Australian GDP; as a leading indicator of 
economic growth; the latest PMI data lends weight to the view that GDP will grow at a similar, 
albeit slightly slower pace in Q3.  

Manufacturing PMI vs. Real GDP QoQ (RHS)
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Our view is supported, on the one hand, by limited upside in consumption due to subdued wage 
growth.  Additionally, the strong employment growth registered over the past months is unlikely 
to hold up its pace, as dwelling approvals indicate a continued slowdown in construction activity. 
On the other hand, net export growth should continue into the second half of the year owing to 
strengthening global demand, and import growth is likely to be somewhat subdued due to slower 
domestic demand growth.

Our Dolfin forecasting model, based on AUDUSD and crude oil prices, supports this view, 
predicting a slight slowdown in GDP in the second half of 2017.
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GDP QoQ vs Dolfin forecasting model
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Turning to monetary policy, price pressures remain low with inflation at 1.9 per cent y/y below the 
2-3 per cent target set by the RBA. Despite acceleration in employment growth, wages remained 
subdued, helping little to lift inflation. We, therefore, do not expect the Reserve Bank of Australia 
to take action over the coming quarters.

Consumer price inflation Yoy vs. wage growth YoY (RHS) 
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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 Australian dollar will be 
more sensitive to commodity prices and less-so to inflation. Our in-house 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. The combination of 
external and internal influential factors shape our cautiously optimistic view.

AUDUSD vs. Dolfin forecasting model 
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Both on a standalone basis and through a quantitative lens, we keep a positive view on Australian 
equities under the assumption that exports, Chinese GDP, Australia 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 The economy has gained momentum in Q2 and is likely to grow at similar levels 

in H22017. With no major surprises from China, we remain positive on equities.

Currencies 	Neutral/
Positive  

No central bank action foreseen in the near term. Further growth in exports and 
higher commodity prices could push the currency higher.
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CHINA 
China’s economy surprised to the upside in Q2, repeating the 
strong growth performance of the first quarter.  

Chinese real GDP grew by 6.9 per cent y/y in Q2, maintaining the pace of expansion seen in the 
first quarter. China has seen overproportionate benefits from the pick-up in global momentum as 
exports growth accelerated to 10.2 per cent y/y (+0.6pp). In turn, we have seen a strengthening of 
the industrial sector with manufacturing and steel production gaining pace. On the other hand, fixed 
income investment decelerated and household consumption eased somewhat, despite an uptick in 
disposable incomes.

Real GDP growth YoY vs. Industrial Production YoY (RHS)  
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Going into Q3, we have seen some weakness in the industrial sector, with industrial production 
slowing to 6.0 per cent y/y (-1.6pp), as shown in the chart above. This was also reflected in a 
slowdown in the external sector. Meanwhile, manufacturing PMIs remained in expansionary 
territory, albeit less optimistically so. This suggests that exports and IP growth has likely peaked in 
H1 2017 and we expect both indicators to print weaker numbers in the third quarter, pushing down 
overall real GDP growth.

Caixin Composite, Services and Manufacturing PMI
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On the consumer side, wage growth has been robust, leading to an improvement in consumer’s 
overall disposable income. In line with this, services PMIs have remained solid at 52.7 in August 
and pointing to further expansion. The services sector becomes increasingly important as China 
rebalances from an exports and manufacturing-oriented economy to a more domestically demand-
driven market, due to an improvement in living standards of households. We believe that the sector 
will therefore continue supporting growth going forward.

In October, China’s Communist Party is due to hold its 19th Plenum, which will be decisive for 
future economic policy. We are looking for details of China’s growth strategy for the coming 
year, including the announcement of its GDP growth target for 2018. However, we believe the 
government is likely to stick to its overarching growth policy, which is based on economic reforms, 
reduction of excess capacities in heavy industry and corporate deleveraging.

Looking at prices, consumer price inflation has risen to 1.8 per cent in August but nevertheless 
is comfortably below the People Bank’s of China 3 per cent target. Meanwhile, producer price 
inflation has rebounded to 6.3 per cent, reflecting commodity price increases. The reacceleration in 
PPI is likely to pull CPI prices higher in the coming months.

China PPI YoY vs. China CPI YoY (RHS)
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This view is supported by our Dolfin forecasting model, which predicts a significant pick-up in 
inflation in Q4, as shown in the chart below.

CPI vs CNY advanced path (RHS) 
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Despite contained inflationary pressures in Q3, the Bank maintained a tightening bias in its 
monetary policy stance. The Chinese government has once more expressed concerns about 
financial stability as non-financial corporate rose to 142 per cent of GDP. The central bank allowed 
for higher interbank rates in the first half of the year with the intention to contain credit growth. 
Moreover, macro-prudential restrictions on housing purchases in large cities are in place to contain 
a further build up in real estate credit. 
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Taken together, these measures should lead to a slowdown in overall credit growth, weighing on 
Chinese economic activity. Our in-house base-case scenario suggests a cool down in economic 
activity in the second half of the year.

Stable inflation, tightening monetary policy and a global weakness in the USD have helped the CNY 
to appreciate t since May and we expect CNY to remain at these levels for the remainder of the year.

Chinese equities (Shanghai index) vs. CNY (RHS) 
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We maintain our bullish view on Chinese equities as improving consumer spending conditions and 
steps towards opening up of the economy feed through to higher equity prices. The below chart 
depicts the correlation between the China Large Cap ETF and the US Financial Sector ETF. The 
positive outlook for US financials reinforces our positive view of Chinese equities.

iShares China large cap ETF vs. US Financial Sector ETF (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Positive China has beaten expectations in H1 2017 growing above government’s 

target. Albeit slower growth ahead, equities should move higher towards the 
end of the year.

Currencies 	Neutral/
Positive 

With inflation picking up we expect a continuation in CNY’s uptrend as long this 
does not jeopardise Chinese exports.
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INDIA 
India’s economic trajectory has cooled considerably in the 
first half of 2017, registering a fifth quarter of yet slower 
real GDP growth.      

India’s real GDP printed at 5.7 per cent y/y in Q2, below market expectations and for the first time in 
over three years below 6 per cent y/y. While the slowdown in the first quarter could be attributed to the 
fallout from the demonetisation process, whereby the government stripped large denominations from 
the currency, the weakness in the second quarter stems from external factors. Exports growth slowed to 
a mere 1.2 per cent y/y after rising 10.3 per cent in Q1, while at the same time, imports growth continued 
in a similar fashion, leaving the contribution from net exports in negative territory. On the positive side, 
domestic demand improved significantly, contributing 8.3pp to GDP growth (vs. 6.4pp in Q1).

Imports vs Exports QoQ 4Q avg
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Private consumption has been hit by the demonetisation policy of the government in past quarters 
but it now seems to be on a good recovery path. Auto sales have picked up from the slump in 
June, growing at 11.8 per cent y/y in August and PMI readings improved towards the end of the 
summer. The services PMI has moved into expansionary territory in September, standing at 50.7. 
Private consumption should also be further supported by relatively low inflation rates.

The same cannot be said for industry, where industrial production posed a slight drag on GDP in 
Q2 - the -0.2 per cent y/y number posted is the first quarterly contraction in four years. The poor 
performance is likely linked to sluggish exports growth. However, with Manufacturing PMI rising back 
into expansionary territory we are looking for a rebound in industrial activity in the coming quarter.
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Real GDP growth YoY vs. Industrial production YoY (RHS) 
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Turning to prices, inflation seems to have bottomed in June 2017 at a remarkably low 1.5 per cent y/y 
(shown in the below chart). Since then, CPI has moved back into the Reserve Bank of India’s target 
range of 2.0-4.0 per cent at 3.4 per cent y/y in August. This is mainly due to a pick-up in food price 
inflation, which has accelerated to 2.0 per cent, having printed in negative territory at the end of Q2. 
Housing and service prices have also surprised to the upside with core inflation (excluding food and 
fuels) rising to 4.4 per cent y/y.

 India CPI YoY vs Dolfin forecasting model 
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With inflation below target and a deceleration in GDP growth, the RBI decided to cut interest rates 
in August. However, with the recent pick-up in inflation in both core and volatile categories, we do 
not expect any further cuts to policy rates in the coming months. Given unfavourable base effects 
and a pick-up in domestic demand, consumer price inflation is likely to accelerate towards the end 
of the year, leaving the RBI on hold as private investment remains sluggish.
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Consumer price inflation YoY vs. RBI repurchasing rate (RHS) 
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Indian 10-year yield vs CPI Advanced (RHS)
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Turning to equities, we take a cautious approach as the recent rally has already discounted most of 
the positive developments in the Indian story. Our neutral view is supported the advanced path of 
the Indian rupee - as a forecasting tool, this shows the Nifty topping around 10,000- 10,500.
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NIFTY Index vs INR Advanced (RHS)
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On the political front, the government introduced a multi-tiered goods and services tax structure 
(GST) in July. In doing so, it replaced the previous complex framework of indirect taxes, closely 
linked with high economic inefficiency and ease of tax evasion. The new set of five GST rates 
should encourage tax compliance and widen the tax base, which in turn should increase 
government revenues. In the medium term, we see the reform as a positive for India since the 
government will have more room for infrastructure spending and investment, increasing the 
economy’s productivity and GDP growth. Moreover, the successful passing of such a large-scale 
reform is a sign that the government is ready to move ahead on its promises of delivering major 
improvement and modernising the economy. In the short term, however, the change in the tax 
system is likely to bare some disruptions, complicating business procedures in the transition phase.

ASSET CLASSES: MACRO VIEW
Equities 	Neutral With a remarkable year-to-date performance and an easing monetary policy 

coming to end we turn neutral on equities

Currencies 	Neutral With RBI cutting interest rates in August and now on hold we turn neutral on the 
rupee
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RUSSIA 
The Russian economy continues on a recovery path,  
with significant acceleration in real GDP growth in the 
second quarter.       

Preliminary Q2 results surprised to the upside, indicating 2.5 per cent y/y growth, up from 0.5 per 
cent y/y in the first quarter. While the GDP breakdown is not yet available, sectoral data gives us 
an idea of contributions to growth. Domestic demand is likely to be the main driver as retail sales 
staged a comeback, expanding for the first time in ten consecutive quarters (+1.2 per cent y/y). 
Retail sales were supported by falling inflation and an acceleration in real wages, which have risen 
by 3.9 per cent y/y in Q2, leaving more room for retail sales growth in the coming quarter. This is in 
line with an improvement in consumer sentiment over the past six months. 

Real wages (3-mma) vs. Real retail sales YoY (3-mma)
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Industrial production has also expanded healthily, helped by manufacturing output growth and a 
stronger contribution from the mining and quarrying sectors than in the previous quarter. We see 
a turnaround in construction sector output in Q2, which has been contracting over four years and 
finally moved into expansionary territory. Both construction and industry output growth should be 
positively reflected in real investment numbers. 

Looking ahead, PMI numbers point to a continuation of the recovery in the overall economy with 
composite and services PMI at 54.1 in August (above 50 indicates expansion). Manufacturing PMI is 
somewhat less optimistic but nevertheless remains in expansionary territory (51.6 in August), albeit 
recent industrial production readings also printed weaker growth numbers in the first months of 
Q3. Despite some softness in industry, easing of non-price lending conditions and nominal interest 
rates should support corporate investment over the coming quarters.
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Manufacturing PMI (3-mma) vs. Industrial Prouction YoY (3-mma)
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Unsurprisingly, the Russian economy remains highly reliant on the oil sector with roughly 60 per 
cent of Russia’s exports and 30 per cent of its GDP linked to energy commodities. Whilst this 
highlights the vulnerability of the economy to an oil price shock, with Brent crude trading at $50 
per barrel, the Ministry of Finance has some degree of flexibility given the budget is currently 
managed at a level of $40 p/b. Any slump in oil prices below this mark however, would be 
damaging to the nascent recovery of the Russian economy.

On the prices front, consumer price inflation fell unexpectedly below the Central Bank of Russia’s 
target rate of 4 per cent in July and declined further to 3.3 in August- a historical low since the 
breakdown of the Soviet Union. Following this development, the CBR restarted the easing cycle 
and cut rates in September by another 50 bp to 8.5 per cent (having cut by 75bp in Q2). The 
central bank is likely to continue the easing cycle for another two quarters, albeit risks to inflation 
remain on the upside, in our view. The CBR stated that the policy stance will remain moderately 
tight in the medium term.

Historically, the CPI has moved closely with Russia’s the trade-weighted exchange rate, however, 
this link seems to have weakened since 2016. The real effective exchange rate (REER) has 
depreciated in recent months, while CPI inflation has continued falling. As the CBR continues 
cutting interest rates, the ruble is likely to see some more downside pressure, which in turn should 
push CPI higher. This explains the CBR’s worry that inflation is more likely to overshoot than 
undershoot their target in the medium term.

CPI YoY vs Real-Effective-exchange-Rate
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As with the broader economy, oil prices are of high importance for the ruble and consumer price 
inflation. Oil and the ruble have been historically moved closely together. However, since the 
beginning of this year, we have seen a divergence in the trend as the RUB has appreciated against 
the USD, while oil prices have been moving in a range of around $50-60pB. On this metric, the 
ruble looks expensive.

Looking more closely at the currency, the below chart shows that the ruble remains highly linked to 
the Brent crude price. The recent divergence in the two series suggests that the Russian currency 
has become expensive of late. Based on this metric, if oil prices remain at similar levels, we would 
expect USDRUB to have further downside from here.

Brent crude oil price vs. USDRUB exchange rate (RHS)
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ASSET CLASSES: MACRO VIEW
Equities 	Positive Consumption rebounded and growth accelerated faster than anticipated. The 

economy will be supported by domestic factors and easing monetary policy.

Currencies 	Negative/ 
Neutral 

We are neutral on the ruble as inflation should stabilise in the next few quarters 
and domestic demand picks up, although the CBR continues the easing cycle.
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TURKEY 
The Turkish economy has seen strong recovery rates, with 
growth above 5 per cent in the first two quarters of this year.       

Second quarter growth printed at 5.1 per cent y/y, broadly in line with the upwardly revised 
(+0.2pp) Q1 result of 5.2 per cent y/y. While consumption growth moderated slightly to a still 
healthy 3.3 per cent y/y, investment growth jumped by almost 10 per cent y/y, providing a 
significant boost to GDP growth (see chart below). Looking under the surface, however, this was 
mainly driven by construction investment while machinery and equipment investment contracted. 
Positive contributions also came from external demand, as exports to Europe and Russia continued 
growing and the strong rebound in tourism numbers added on the services exports side. 

GDP YoY vs Investment YoY (RHS)
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Forward-looking indicators paint a positive picture of the Turkish economy in the coming quarters. 
Business confidence has reached its highest level in over four years and its main trading partner 
– the EU – is growing at a fast pace and likely contributing to further exports growth in coming 
quarters. Indeed, the manufacturing PMI, which has been a good indicator for the industrial sector 
in the past, is pointing to acceleration in industrial production going forward.

Manufacturing PMI 3-mma vs Industrial Production 3-mma (RHS)
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Historically, gains in industrial production output have been followed by an expansion in capital 
investment, as shown in the chart below. Based on this, we expect investment to continue growing 
in the coming quarters.

Industrial Production 2Q avg vs Investment (RHS)
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Moreover, the tourism industry is recovering from the slump seen last year, which followed a series of 
terrorist attacks and Russian sanctions. Tourist arrivals were up roughly 33 per cent in both June and 
July, further supporting spending and services exports. Overall, we are confident of another quarter of 
strong growth in Q3 before the economy starts cooling towards the end of the year as fiscal stimulus 
measures come to an end.

Tourist arrivals (% YoY)

 

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

%
50

-20
-30
-40

-10
0
10
20
30
40

Source: Bloomberg, Dolfin research, October 2017

Turning to prices, headline inflation did begin to pullback from the high levels reached in spring 
with a peak in April at 11.9 per cent. However, having fallen back below 10 per cent in July, CPI  
but rebounded to a reading of 10.7 per cent in August, keeping the central bank in check. We 
expect inflation to moderate slightly towards the end of the year but remain at high levels as the 
economic recovery accelerates.
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Headline and core consumer price inflation (CPI) YoY
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To stabilise the currency and bring inflation down, the Central Bank of Turkey had tightened its 
funding conditions to banks by raising the late liquidity window by 50 bps in April. Although 
inflation pressures have subsided somewhat, there has been no change in policy action since. The 
central bank commented that monetary conditions should remain tight in the coming months. As 
inflation expectations remain high and the economic recovery is well underway, we believe the 
bank will refrain from any further easing this year until inflation is at more controlled levels.

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

There is a lead-lag relationship between the Turkish lira YoY performance and CPI YoY. In the below 
chart, 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.

Turkish Lira YoY vs. core CPI YoY 
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ASSET CLASSES: MACRO VIEW
Equities 	Neutral The economy has accelerated with a rosier picture on construction and retail 

sectors. However, internal and external political tensions are causing significant 
concern.

Currencies 	Positive With high inflation levels and an improving economy, the lira looks to continue its 
recent upward path.
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BRAzIL 
Brazil’s economy surprised to the upside in the second quarter, 
growing slowly against expectations of a renewed contraction.

Brazil’s real GDP grew by a slender 0.2 per cent q/q in Q2, which was nevertheless much above 
expectations as this came after a very strong jump in GDP growth in the first quarter. Brazil’s Q1 
GDP growth was mainly driven by a large build-up in inventories in the agricultural sector, which led 
to expectations of a pay-back in the second quarter in the form of destocking. This was not wrong, 
as inventories indeed subtracted 0.9 pp from GDP growth, however, the contraction was more than 
offset by an upside surprise in private consumption. The latter rebounded by 1.4 per cent q/q after 
households had cut spending for nine quarters running. This positive development is due to the 
fall in inflation to a decade low, which together with a significant improvement in the labour market 
have helped to lift purchasing power and in turn consumption. 

GDP growth contributions (in percentage points)
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Net trade has also contributed positively to GDP growth as exports expanded and imports 
contracted in the quarter. Despite the lower rates, however, we have not seen any pickup in 
investment, where the aggregate continues contracting, albeit at a slower pace.  

3 quarters average GDP QoQ vs BOVESPA Advanced path
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Overall, Brazil seems to be recovering faster than expected. Taking together the positive signals 
from labour markets, the nascent recovery in consumption and the improvement in the industrial 
survey, we believe the expansion is likely to continue and accelerate in the coming quarters.

Our view is underpinned by the strong performance in Brazil’s equity market, which has shown a 
lead-lag relationship with the GDP in the past and is now pointing to an improvement ahead (see 
chart above).

Employment ratio vs. unemployment rate (%, RHS)
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The main risk to the economic outlook continues to be a sustained level of political uncertainty, 
which could further contain investment growth despite a lower rates environment. The recent 
political tumult around the impeachment of ex-President Dilma Rousseff and the corruption trial of 
the current President Michael Temer have delayed important reforms which are urgently needed to 
decrease Brazil’s debt to GDP ratio. With the approval of the 20-years budget freeze, it is necessary 
to make progress on the reform of the pension system or else the government may initiate cuts 
to all other areas of expenditure. In any case, due to the budget rule, we expect government 
consumption to weigh on GDP for the remainder of the year.

Industrial confidence (LHS) vs industrial production YoY (RHS)
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As we noted in our Q2 2017 Investment Outlook, the heightened political uncertainty led the 
Monetary Policy Committee (Copom) members of the Central Bank of Brazil to adopt a cautious 
rhetoric, stating that “a moderate reduction in the pace of monetary easing should be appropriate 
at its next meeting”. However, since inflation pressures have receded faster than expected, the 
central bank decided to proceed by cutting the overnight rate (SELIC rate) by another 100bp 
in both July and September to 8.25 per cent. With this, the Capom has cut the rate by an 
accumulated 475bp since the beginning of the year. Moreover, at its last meeting, it struck a dovish 
tone, indicating that it sees the terminal level of the policy rate closer to 7 per cent rather than 8 
per cent as previously thought.
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Selic target rate vs. CPI (RHS)
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The dovish tone of the Copom is justified when looking at price developments and we believe that 
inflation is likely to remain below target for the remainder of the year. Consumer price inflation fell 
further below the central bank’s inflation target of 4.5 per cent and was standing at a decade low 
of 2.5 per cent in August. This is a remarkably low level when considering that it had peaked at 
around 11 per cent in January 2016. 

One of the main reasons for inflation having returned to target so quickly is the reliable 
management of the Central Bank of Brazil. History has shown that the credibility of the central bank 
is a powerful instrument for the adjustment of inflation expectations, which in turn helps to bring 
actual inflation under control. The central bank has indeed proven to react timely and adequately 
to the rapid build-up in inflation in the crisis.

Moreover, Brazil’s economy is just reemerging from a prolonged period of contraction with 
abundant spare capacity in labour and product markets, which have supported a softening in price 
pressures. Adding to this, the appreciation of the Brazilian real since Michael Temer became the 
acting President has additionally exerted downward pressure on inflation as imported tradable 
goods became cheaper for domestic consumers and companies. With the above developments, 
we believe that inflation will remain below target for longer and we expect further rate cuts to 
follow in October and December. 

This rate cutting cycle is providing some downward pressure to the real. However, owing to the 
improving macroeconomic backdrop, which should support the currency, on balance we see the 
real at similar levels over the coming quarters.

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

BOVESPA vs Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities 	Positive The economy surprised to the upside in Q2 by growing against expectations of 

contraction. Ongoing recovery and higher commodity prices will help equities 
moving higher.

Currencies  	Neutral Accommodative central bank policy is at odds with an improving economic 
backdrop. As such we are neutral on BRL. 
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ASSET CLASSES: MACRO VIEW

Fixed income: Hawks have taken off
We see a continuation of a theme going into 
the final quarter with little to get excited 
about in the asset class.

Fixed income fared well for most of the 
quarter, as market participants discounted 
the hawkish central bank theme and sought 
carry for the summer period. In a summer that 
was uncharacteristically low in volume, fixed 
income in most core currencies spent late 
July and August trading sideways or idling 
tighter (in yield) from the 2017 yield peaks 
of early July. The “retour des vacances” saw 
renewed investor vigour and in anticipation of 
key policy meetings in Q4, bearish bond bets 
were re-established alongside hawkish central 
banker rhetoric, leading yields to rise sharply 
and giving back the tightening that reached a 
peak in July.

At the Federal Open Market Committee 
meeting, Fed chair Janet Yellen, reaffirmed 
much of the existing rhetoric, stating that the 
central bank will look through upcoming data 
points (distorted by the hurricane season) 
and embark on balance sheet reduction as 
intimated previously. Furthermore, the Fed 
remains set on another hike before year-
end and in-line with its much feted “dot-
plot”. The stability of the dot-plot in the 
near term caught some off guard and saw 
the probability of a hike before year-end 
double from trough to peak, although there 
is arguably a credibility issue at large, given 
this probability remains under 80 per cent. 
Regarding performance, the quarter was truly 
a tale of three separate months. July was 
quite flat in terms of yield movement and 
was followed by a strong rally and a 22bp 
move tighter in the 10-year in August. This 
was entirely retraced through September 
and saw 10-year yields finish at 2.35 per cent, 
following curve flattening in the final week 
of the quarter as the increased probability of 
near-term hikes was priced into the short-
end. (We favour a steepening bias in future as 
Fed hikes are correctly priced and economic 
improvements and fiscal initiatives feed 
through to long-end weakness.)

In Europe, the market continues to anticipate 
the ECB’s future path with regards to 
reducing and ultimately unwinding its 
expansionary policy. In his press conference, 
ECB President Draghi was somewhat hawkish 
with respect to his measured ambivalence 
to Euro strength and somewhat dovish with 
respect to visibility on future plans, outside 

of stating that October should be suitable for 
full disclosure of the timeline for the future. 
From late June, 10-year German bond yields 
spiked 35bps higher to reach 2017 highs of 
60bps in early July, before rebounding in the 
following six weeks and then selling off again 
in September, to finish within a basis point 
of quarter–start. Semi-core and peripheral 
markets largely followed Germany’s lead 
and total returns were subsequently slightly 
positive (+0.2 per cent to +1 per cent) across 
the curve for the period across all major EUR 
markets. The UK gilt market is digesting the 
rising expectation that the Bank of England 
will undo its post-Brexit cut in Q4. Whilst 
inflation persists we do not foresee a coming 
hike as being the start of a traditional hiking 
cycle and look for yields to pause not far from 
current levels after the quite pronounced 
recent sell-off.

We still see limited value in core government 
bond markets. Relatively speaking, US 
treasuries still look attractive, mainly in the 
2-5 year region where the curve is already 
accounting for Fed hikes. In Europe, we are 
particularly concerned by valuations with the 
ECB unwind on the horizon, so exert caution 
on Germany and expect all markets to see 
upward pressure as the central bank moves to 
a more hawkish stance. In the UK we expect 
the BoE to hike, but probably talk down a 
hiking cycle, which should provide some 
support to the curve close to current levels.

In the credit market we carry over some of 
our previous quarter’s views. We remain 
cautious on EUR investment grade, especially 
industrials and utilities, as these segments 
should be most impacted by an ECB 
unwind and have also seen the lion’s share 
of opportunistic issuance, especially in the 
long end, in recent quarters. From a relative 
standpoint, financials still look better placed 
to perform in the current context, on a lower 
sensitivity to ECB bond buying and improving 
fundamentals. Subordinated bonds and 
AT1s can be considered as attractive from a 
carry standpoint for a fourth quarter in which 
we expect risky assets to be supported, 
underpinning the tone for the higher beta 
segments of our market. GBP investment 
grade remains technically well supported 
and low issuance in the space should see this 
dynamic remain in place for the time being.

In the US, we consider US investment grade 
to be expensive from a spread perspective, 
with shareholder-friendly activity front and 
centre. Spreads are now at post-crisis tights 

“Fixed income 
fared well for most 
of the quarter, as 
market participants 
discounted the 
hawkish central 
bank theme.”
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and we see spreads as heading higher into 
2018, perhaps hand-in-hand with rising rates, 
although carry could remain an attractive 
feature for the final quarter of the year.

We continue to see limited directional 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. The tone will ultimately weaken 
when equity markets decide it is time to take a 
breather, something we do not expect for the 
fourth quarter. We continue to like earning carry 
and possessing some uncorrelated price upside 
through selected single-name stories and non-
rated issuers in this space.

The EUR high yield market remains expensive 
with the aggregate yield level falling during 
the quarter to new all-time lows under 2.5 per 
cent. For now, and with the carry argument 
still intact, the segment still benefits from the 
yield grab in evidence across Europe. Whilst 
we do not expect the markets’ hunger for 
yield to diminish during the quarter we are 
conscious that should government bond yields 
rise, HY could come under pressure from a 
relative value standpoint. Rising rates or equity 
weakness look the most likely threats to the 
current tone in the coming quarters. 

Equities: The music plays on
Europe remains more attractively valued and 
earlier in the cycle, although the US is likely to 
grind higher. 

A sense of déjà vu is notable as we enter the 
fourth quarter and find ourselves once again 
highlighting the constructive macroeconomic 
backdrop and easy monetary conditions 
underpinning sustained performance in equity 
markets. The markets continued to show 
remarkable resilience to geopolitical risks, 
tested this time by a nuclear show of force by 
North Korea.

Notwithstanding a tail risk event, we maintain 
confidence in the equity bull market over 
the next few months; global growth is on 
solid footing and monetary policy remains 
supportive, despite growing hawkishness, 
notably in the UK and US. 

Turning first to the US, equities have 
delivered a further 4.5 per cent in the third 
quarter, bringing year-to-date returns to over 
14 per cent.

Given the double-digit move year-to-date, we 
apply some caution to further upside in the 
fourth quarter. Yet, we see several reasons, 
which could support additional upside up to 
year-end.

From a fundamental perspective, the data 
remains supportive pointing to continued 
growth, which should feed into corporate 
earnings and provide support to equities.

Politics has arguably had little to contribute to 
S&P 500 performance year-to-date as markets 
have discounted Trump’s ability to deliver pro-
growth legislative change, instead focusing 
on fundamentals and monetary policy 
developments. Yet, whilst bipartisanship 
remains fraught in Washington, there are signs 
that Trump may deliver on tax reform. Should 
taxes be reduced, as some now expect, we 
would expect this to act as a tailwind for 
companies, particularly those with a large 
domestic presence.

From a valuation standpoint, US equities 
appear rich. The S&P 500 now trades at a 
forward 12M P/E of c.18.0x, a level last seen 
in early 2002. The US also appears expensive 
in both absolute terms and relative to other 
markets globally. Yet despite rich valuations, 
we note the positive outlook for growth 
in corporate earnings in 2018 and relative 
attraction of equities versus fixed income 
as interest rates are not expected to quickly 
revert to levels experienced in the past, thus 
allowing owner earnings to improve further 
in the meantime. Whilst we expect the US 
Treasury yield to progressively move higher 
in small and gradual increments against a 
positive economic backdrop, investors can 
continue to make the case for equities.

From a sector basis, we favour basic materials, 
chemicals and industrials, which offer good 
value - both on absolute and relative bases 
– and have historically performed favourably 
in our forecasted US macro regime. We also 
continue to favour financials, given their 
correlation to rates.

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

Both bottom-up and top-down fundamentals 
remains positive in Europe and we anticipate 
the positive climate to be supported by early 
cycle tailwinds. Europe appears to be in good 
shape to support higher valuation levels 
barring unforeseen events and developments 

“The equities 
markets continued 
to show remarkable 
resilience to 
geopolitical risks.”
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“Commodity 
markets have broadly 
recovered over the 
past quarter.”

in the Euro. We expect GDP developments 
to continue to be positive and the ECB QE 
reduction to be insufficient to derail the 
constructive outlook.

The euro started the quarter resuming its 
upward trajectory, eventually triggering a 
softening in European equities as investors 
focused on the negative impact on earnings. 
The markets eventually recouped the losses to 
end up largely flat as the euro gave up some 
of its gains from the quarter.

The Euro Stoxx 50 trades at a forward 12M 
P/E of c.14.5x which is below the peak of 
c.15.9x achieved in early 2015 and reasonable 
being relatively early in the cycle. We are 
mindful of the risk of the US sneezing and 
Europe catching a cold but for now, we 
do find valuation levels attractive given 
expectations for earnings growth in 2018 
which are solidly underpinned by a broadly 
improving economic landscape.

Within the overall constructive European 
framework, the IBEX appears to be one 
of the cheapest of the various regional 
indices. We note that the IBEX has traded 
at a premium to the FTSE MIB and DAX at 
various points in the past. The short-term 
relative regional positioning within Europe is 
further supported by the relative bullishness 
on Italy crossing a sustainable inflection point 
and relative bearishness on Germany in the 
run-up to elections.

Our sector preferences in Europe are 
consumer, financials and healthcare - all 
of which should stand to benefit from our 
domestic outlook for the continent within the 
context of larger global structural trends and 
our take on the forward path for QE/rates.

With regards to the UK, the FTSE 100 has 
been range bound closing slightly up in the 
last quarter.

UK cyclical stocks performed well in the 
quarter, standing in stark contrast to 
defensives. Cyclicals seem to shrug off the 
higher currency and cost of capital to reflect 
instead on the growth-related benefit from an 
improving global outlook.

GDP continues to bump along in weak but 
neutral territory, supported by the services 
sector and in the process, progressively 
turning fear into reassurance (and possibly 
confidence) that Brexit will not lead to a 
structural dislocation. GBP currency continued 

to strengthen in the quarter, at one point 
making new post-Brexit highs. The UK Prime 
Minister’s Brexit rhetoric took on a more 
positive tone, further reducing the market’s 
perceived probability of a stalemate.

The FTSE 100 closed the quarter at a forward 
12M P/E of c.14.6x vs a high of c.16.3x 
achieved in both 2015 and 2016. Overall 
valuations have exceeded and remain 
sustainably above pre-GFC highs. We are 
arguably earlier in the cycle, hence barring 
any unforeseen events or Brexit induced 
scepticism, valuation levels can be justified. 
However, the outlook for corporate earnings 
growth is the weakest when compared to 
the US or the Eurozone. Coupled with the 
possibility of lingering Brexit uncertainty, 
the combination dampens our optimism for 
UK equities, hence our neutral stance on 
the FTSE 100. However, we are closer to a 
constructive view than negative, within our 
neutral stance given that the economy did not 
show signs of capitulation post-Brexit and we 
can see a case for further growth in earnings 
as we turn the corner.

At a sector level, we lean towards the 
consumer and industrial sectors on valuation 
grounds and based on correlations to factors 
most sensitive to our outlook. Financials 
should also perform well for the same reasons 
with the added benefit of a rising rate 
backdrop.

Commodities: Upside expected
Energy markets aside, favourable supply / 
demand dynamics should support commodity 
prices as we enter the final quarter. 

Commodity markets have broadly recovered 
over the past quarter on improving supply/
demand dynamics and more bullish 
sentiment. Whilst we expect a continuation of 
this theme, we expect continued divergences 
across the asset class.

Within the energy space, pain turned into 
gain in the third quarter as Brent and crude 
rallied off 2017-lows. Whilst both remain 
in the red year-to-date, the third quarter 
was marked by double-digit returns. More 
recently, this upwards move has been driven 
by weather-induced outages in the US, owing 
to hurricanes Harvey and Irma, which swept 
across the country and disturbed Texan 
production facilities.
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Elsewhere, OPEC has also continued to limit 
WTI production and in doing has helped 
support prices. However, whilst compliance 
amongst OPEC members remains relatively 
high (75 per cent), Libya and Nigeria (both 
of which are not constricted by production 
controls) have been increasing their output, 
thus limiting the effectiveness of measures. 
This combined with elevated production in 
the US (short-term shocks aside) will likely 
keep a lid on prices going into 2018 – we 
expect oil to trade in a range of $45-55 per 
barrel over the course of the next quarter.

Turning to metals, we expect structural 
factors to remain supportive of the rally in 
the asset class. These factors include robust 
global growth figures as well as the potential 
impetus of further infrastructure spending.

We hold a preference for industrial metals 
such as zinc, tin and lead, which are widely 
used across the automotive, infrastructure 
and construction industries and should 
benefit from higher demand in these areas. 
From a supply perspective, we note the 
Chinese National Congress (due to begin in 
late October) as a catalyst; further supply-
side reform in the production of metals 
and capacity closures (partly driven by 
environmental concerns) are expected and 
should constrain output within the metals 
space over the longer-term.

Our outlook for precious metals is less rosy 
as we move towards year-end. With the US 
Fed expected to raise rates this year, the case 
for owning gold is undermined. The same 
can be said for silver, despite it having some 
industrial applications.

Within the agricultural space, we are broadly 
positive at current levels. From a technical 
standpoint, agricultural commodities are 
unloved (net positioning in most are at multi-
year lows). We thus take a contrarian bullish 
view on the asset class going into Q4, noting 
their positive relationship to higher inflation 
(our base case). In particular, we favour cocoa, 
sugar and wheat.

 

“We hold a 
preference for
industrial metals 
which are widely 
used across the
automotive, 
infrastructure
and construction
industries.”
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IDEA: INVESTMENT GRADE – SMART BETA 
BOND PORTFOLIO

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

Investment 
horizon
3-6 months 

Expected return
2-4%

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

To construct our basket of US IG bonds, we focus on value at an issuer level and 
momentum and curve dynamics at the issue level. Also, we consider how well our selection 
performs against similar securities by rating, maturity and sector. Our list of names presents 
itself with an average yield of 3.5% and an average duration of 4.7, which compares to the 
US IG benchmark yielding 3.2% with an associated duration of 7.6.

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

Smart beta investment grade bonds – sector breakdown
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Source: Bloomberg, Dolfin research, September 2017

Smart beta investment grade bonds – metrics  
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Smart beta investment grade bonds – implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating Country Issue size
US00206REM07 AT&T INC T 3.9 08/14/27 3.9 Baa1 /*- US  5,000,000,000 

US22536PAB76 CREDIT AGRICOLE LONDON ACAFP 4 1/8 01/10/27 3.6 Baa2 FR  1,000,000,000 

US74251VAL62 PRINCIPAL FINANCIAL GROU PFG 4.7 05/15/55 3.4 Baa2 US  400,000,000 

US345397VM25 FORD MOTOR CREDIT CO LLC F 8 1/8 01/15/20 2.4 Baa2 US  1,250,000,000 

US83368TAA60 SOCIETE GENERALE SOCGEN 5.2 04/15/21 2.5 A2 FR  2,000,000,000 

US637432MT91 NATIONAL RURAL UTIL COOP NRUC 4 3/4 04/30/43 3.8 A3 US  400,000,000 

US842587CY12 SOUTHERN CO SO 5 1/2 03/15/57 4.1 Baa3 US  550,000,000 

US00434NAB10 WILLIAMS PARTNERS/ACMP WPZ 4 7/8 03/15/24 3.2 Baa3 US  750,000,000 

US71654QBW15 PETROLEOS MEXICANOS PEMEX 4 1/2 01/23/26 4.5 Baa3 MX  1,486,725,000 

US37045XAL01 GENERAL MOTORS FINL CO GM 4 1/4 05/15/23 3.3 Baa3 US  749,148,000 

US61746BCY02 MORGAN STANLEY MS 6 1/4 08/09/26 3.6 A3 US  750,000,000 

USG2176GAA97 CK HUTCHISON CAPITAL 17 CKHH 4 PERP 3.5 Baa2 HK  1,000,000,000 

Average 3.5
* Assuming yield-to-worst for callable bonds
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IDEA: GLOBAL HIGH YIELD MOMENTUM

Implementation
Buy a basket of single 
high yield bonds using our 
proprietary momentum 
tool

Investment 
horizon
3-6 months 

Expected return
4-6% annually

Rationale
Whilst we are cognisant of the somewhat stretched levels of valuations in global high 
yield at an index level, we continue to see value in selected high yield (HY) bonds. The 
case for earning carry from the segment remains intact for now and the tone should 
remain supportive if risky asset classes (predominantly equities) are able to remain 
on an upward path, as we believe will be the case in Q4 2017. As we have stated in 
previous editions, we expect fund flows to remain supportive for the HY segment 
broadly speaking, in contrast to lower beta fixed income segments whose performance 
will be directly impacted by rising rates. Demand for new issuance remains strong and 
refinancing concerns are limited in such a context. We remain conscious of increasing 
shareholder friendly activity and late cycle behaviour, particularly in the US. 

To determine our list of bonds within this segment, we employ momentum screening 
using the previous six months performance to help us enlist 3 USD bond and 3 EUR 
bond recommendations that have favourable price trend dynamics for the coming 
periods. This basket has a yield of 4.7% and a duration of 4.2.

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

European high yield momentum – performance  
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US high yield momentum – performance  
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High yield momentum – implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating Country Issue size
US952355AN55 WEST CORP WSTC 5 3/8 07/15/22 4.9 B3 US  1,000,000,000 

US74840LAA08 QUICKEN LOANS INC QUICKN 5 3/4 05/01/25 4.6 Ba2 US  1,250,000,000 

US35671DAZ87 FREEPORT-MCMORAN INC FCX 3 7/8 03/15/23 4.2 B1 US  1,998,776,000 

XS1076781589 DELTA LLOYD NV DLNA 4 3/8 PERP 3.0 BB+ NL  750,000,000 

XS1054714248 INTL PERSONAL FINANCE PL IPFLN 5 3/4 04/07/21 8.3 BB+ GB  400,000,000 

BE6279619330 ETHIAS SA ETHIAS 5 01/14/26 3.5 BB+ BE  402,700,000 

Average 4.8
* Assuming yield-to-worst for callable bonds
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Implementation
Buy single bonds 
with a focus on EUR-
denominated insurance 
bonds

Investment 
horizon
6-12 months

Expected return
2-4% annually

Rationale
There have, in recent years, been many developments with respect to Solvency 
II (relevant for insurance companies) and banking regulation. Increasingly, and 
considering myriad developments, market participants are now highlighting the 
potential sweet-spot of investing in the insurance subsidiaries of Banks as a means of 
optimising exposure to the subordinated space of the financial sector. For starters, 
from a business standpoint, banks have been highly commercial in distributing the 
insurance products of their own subsidiaries. In addition, these subsidiaries can be 
strategic/core businesses for the banks in question and we would expect support to 
be provided should it ever be needed. 

We also note that the subordinated debts of insurance subsidiaries are not considered 
part of the scope of ‘bail-inable’ capital for a bank in distress. Investing in these 
bonds provides an efficient means of taking exposure to successful bank subsidiary 
businesses without the looming threat of bank resolution regimes. Issuance should be 
limited in this segment but either way, we would expect new issues to also present 
interesting entry opportunities. We consider investing across the small universe of 
outstanding bonds, which has a yield to worst of 2.9% and duration of 6.9.

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 EUR INSURANCE BONDS   

Fixed income

European insurance bonds – implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating Country Issue size
FR0012329845 BNP PARIBAS CARDIF BNP 4.032 PERP 2.8 BBB FR  1,000,000,000 

FR0012444750 CREDIT AGRICOLE ASSRNCES ACAFP 4 1/4 PERP 2.9 BBB- FR  1,000,000,000 

FR0013203734 CREDIT AGRICOLE ASSRNCES ACAFP 4 3/4 09/27/48 3.1 BBB- FR  1,000,000,000 

XS1117286580 DANICA PENSION DANPEN 4 3/8 09/29/45 2.4 BBB+ DK  500,000,000 

XS1156024116 INTESA SANPAOLO VITA SPA ISPVIT 4 3/4 PERP 3.3 BB+ (Fitch) IT  750,000,000 

FR0012383982 SOGECAP SA SOGESA 4 1/8 PERP 2.9 BBB FR  800,000,000 

Average 2.9
* Assuming yield-to-worst for callable bonds

Source: Bloomberg, Dolfin research, September 2017
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Implementation
Buy single bonds with a 
focus on UK issuers

Investment 
horizon
3-6 months 

Expected return
4-6% annually

Rationale
In an environment in which there is increasingly scant fruit to pick in the GBP HY 
segment we construct a basket that we consider offers attractive carry characteristics. 
For the issuers selected we see a stable-to-improving fundamental outlook that 
should underpin spreads and help these bonds to outperform in a weaker context. 

With Brexit headline tennis continuing apace and valuations leaving GBP HY yields 
close to all-time lows there is little to suggest that we can expect strong upward 
price activity in the coming quarters. However, we do feel that there is still a case 
for collecting carry from a basket of bonds from this segment, via liquid issues 
predominantly situated in the “belly” (mid-maturity) of the curve.  

Inflation pressures and a potentially revitalised UK consumer (at the time of writing) 
could give the BOE the ammunition it needs to reverse the 25bps rate-cut witnessed 
immediately post Brexit. This could impact low beta segments if there is a possibility 
that further hikes will follow but there would be limited impact on HY bonds in the 
first instance. Broadly speaking, we are also comfortable with a fundamental picture 
that is underpinned by ample availability of refinancing and sensible business activity 
for most regional issuers. Our list of bonds holds a duration of 3.6 and a yield of 4.1%.

Idea specific risks

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

 – Risk-off mode in the market
 – Idiosyncratic risks related 

to issuers

IDEA: BUY UK HIGH YIELD CREDIT 

Fixed income

UK credit  – implementation

ISIN Issuer  
name

Security  
Name Maturity Yield to 

worst (%) Rationale

XS1412547660 WILLIAM  
HILL PLC

WMH 4 7/8 
09/07/23

09/07/23 3.9% In its 2016 earnings, William Hill reported what management described 
as a “challenging” year. The lion’s share of the difficulty was attributed 
to online (EBIT -20%) where management thinks much of the heavy 
lifting has now been achieved. From a leverage standpoint, the firm 
remains comfortable for its rating, with net debt /EBITDA under 2x 
and  set to fall further in coming periods (pari passu). Interest coverage 
sits at 5x but is expected to rise based on projections as some escape 
velocity in earnings feeds through.

 XS1043621090 PREMIER 
FOODS 

FINANCE

PFDLN 6 1/2 
03/15/21 

 03/15/21 4.9% In its earnings, Premier Foods reported soft earnings momentum 
although sales were up in spite of tough comps.  Looking forward, the 
company has re-iterated FY targets and is targeting net debt to EBITDA 
under 3x in the next 3 to 4 years. Net leverage currently stands around 
4x. The 2021 bonds could be refinanced in the next 12 months as the 
call steps down to 101.625 from 103.25 in March 2018.

XS1195502031 JAGUAR LAND 
ROVER AUTO

TTMTIN 3 7/8 
03/01/23

03/01/23 2.9% Recent H1 results saw revenues climb significantly year-on-year across 
most regions, driven by successful new product launches. Whilst 
Brexit casts an element of uncertainty over the company, it provides 
a tailwind in the form of a weaker GBP. We expect this to translate 
into still improving metrics and positive cash flow generation in the 
coming periods, which gives  comfort in light of parent Tata Motors 
difficulties in its own domestic market. Metrics are reasonable for the 
BB+ category and we continue to consider it that JLR will be upgraded 
to investment grade status over the coming quarters.

XS1577956516 MCLAREN 
FINANCE PLC

MCLAUT 5 
08/01/22

08/01/22 4.6% The majority of group revenues are derived from the automotive 
business, which produces ~3,250 cars per annum under its own name 
(from 400 back in 2011). Auto revenue is split across regions, with 
roughly 30 per cent contribution from each of the US, Europe and Asia. 
Production of all cars operates under a single platform, offering the 
business scalability and efficiencies, which we view as favourable to 
future cash flow generation and profitability of the company.

XS1640922917 WAGAMAMA 
FINANCE PLC

WGMAMA 4 1/8  

07/01/22
 07/01/2022 4.1% Revenue growth has been coupled with improving profitability We are 

also comforted by the company’s ability to expand margins in recent 
results. Wagamama’s ability to grow revenue and profitability at a 
time when costs are increasing (owing to the weaker GBP pound) and 
consumer spending has softened instils us with confidence that the 
company shall continue to improve its operational ability.

Average 2.9
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IDEA: EMERGING MARKET CREDIT 

Implementation
Buy select bonds of 
emerging market issuers

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
The emerging market (EM) fixed income asset class should continue to offer attractive 
risk reward characteristics into year-end. Whilst we expect some consolidation in the 
fourth quarter, we would not consider it to be material enough to shake the EM space 
off what is now a strong fundamental base. We are also encouraged by the somewhat 
sideways performance of the EM index in recent weeks despite USD weakness and a 
strong tone in other “risky” markets.

All the while we are wary and cognisant of certain regionally specific risks such as 
North Korea spill-over effects for Asian names, and Kurdish referendum related 
volatility for Turkish credits, and as such are wary of concentrating exposure to a 
region. However, we would expect such events to be quite contained in terms of 
their scope of damage to the sector in general. In the current context we like holding 
a mix of names that are regionally diversified and selected using a Global EM USD 
universe filtered to our own requirements. We then employ a momentum approach 
to rank the universe before applying judgemental preferences to identify the final 
recommendations for the coming quarter. The portfolio of bonds holds a yield of 
4.9% and a duration of 4.8.

Idea specific risks

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

 – Risk-off mode in the market 
& idiosyncratic risks

 – Specific regional risks and 
political instability

Fixed income

Emerging market credit – country breakdown
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Source: Bloomberg, Dolfin research, September 2017

Emerging market credit – implementation

ISIN Issuer name Short name Gross yield* (%) S&P rating Country Issue size
USP79171AE79 PROVINCIA DE CORDOBA PDCAR 7.45 09/01/24 5.9 B AR  510,000,000 

XS1533923238 KERNEL HOLDING SA KERPW 8 3/4 01/31/22 6.2 B UA  500,000,000 

XS1496463297 EXPORT CREDIT BANK OF TU EXCRTU 5 3/8 10/24/23 4.8 Ba1 TR  500,000,000 

USP1905CAD22 BRF SA BRFSBZ 3.95 05/22/23 4.0 BBB- BR  500,000,000 

USP989MJAY76 YPF SOCIEDAD ANONIMA YPFDAR 8 3/4 04/04/24 5.4 B3 AR  1,325,000,000 

USG9328DAJ93 VEDANTA RESOURCES PLC VEDLN 7 1/8 05/31/23 5.6 B+ IN  500,000,000 

USL5828LAA72 KLABIN FINANCE SA KLAB 5 1/4 07/16/24 4.4 BB+ BR  500,000,000 

XS0910932788 ARCELIK AS ACKAF 5 04/03/23 4.2 BB+ TR  500,000,000 

USP98047AA42 VOLCAN CIA MINERA SAA-CM VOLCAN 5 3/8 02/02/22 4.1 Ba3 PE  600,000,000 

USN5276YAD87 LISTRINDO CAPITAL BV CIKLIS 4.95 09/14/26 4.7 BB ID  550,000,000 
* Assuming yield-to-worst for callable bonds

Source: Bloomberg, Dolfin research, September 2017
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IDEA: BUY NON-RATED BONDS

Implementation
Buy select bonds of non-
rated issuers

Investment 
horizon
3-6 months 

Expected return
3-5% annually

Rationale
In an environment in which generic credit universes are offering less and less value, we see 
value amongst niche and non-rated issuers. Many of the issuers we favour in this segment 
are themselves undergoing structural changes in their financing mix which will see them 
being increasingly present issuers in the capital markets in the years to come. Alongside 
solid fundamentals we see such a development as a key source of potential future 
performance, as more market participants are forced to consider the story and company 
transparency and investor communication improves. 

As these non-rated companies have increased their issuance frequencies and volumes 
and in turn caught the eye of a broadening group of investors, we see potential for these 
companies to consider obtaining a rating from one of the agencies, given the profile and 
pricing benefits that would become apparent in such a case. 

As we have highlighted in previous issues, we see other sources of performance in some 
of these names, namely the possibility of the companies undergoing an IPO or inviting 
a transformational institutional or “sovereign”-like sponsor into the capital. We consider 
the yields available in these credits to be attractive versus rated peers, whilst the catalysts 
provide material price upside should they materialise. The average yield of this basket is 
3.9%, with a duration of 4.

Idea specific risks

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

 – Weakness in credit spreads
 – Idiosyncratic risks

Fixed income

Non-rated bonds – implementation

ISIN Issuer name Short name Gross yield* (%) Country Issue size
XS1582433428 TRAFIGURA GROUP PTE LTD TRAFIG 6 7/8 PERP 5.7 SG  600,000,000 

XS1222731215 TRAFIGURA FUNDING SA TRAFIG 5 04/27/20 2.6 NL  550,000,000 

FR0013284643 ERAMET ERAFP 4.196 02/28/24 4.2 FR  500,000,000 

XS1629414704 LOUIS DREYFUS CO BV LOUDRE 5 1/4 06/13/23 4.1 NL  300,000,000 

XS1560991637 LOUIS DREYFUS CO BV LOUDRE 4 02/07/22 2.6 NL  400,000,000 

Average 3.8
* Assuming yield-to-worst for callable bonds

Source: Bloomberg, Dolfin research, September 2017
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IDEA: OPTIONS STRATEGY –  
CREDIT / PUT STRATEGY

Implementation
Buy equity puts to offset 
default risk on credit

Investment 
horizon
12 months + 

Expected return
6-8%

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

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

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

Idea specific risks

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

 – Issuer risk relating to long-
dated bonds

Fixed income

Credit / put strategy – implementation

ISIN Issuer name Short name Gross yield*  
(%)

S&P rating 50%  
European 
Equity Put 

Cost

Years of  
yield to pay 

for put

Years remaining 
(total remaining 

yield)

USU8810LAA18 TESLA INC TSLA 5.3 08/15/25 5.6 B3 10.98%  2 years  5.9 years (32.4%) 

US78490FMK20 NAVIENT CORP NAVI 6 1/4 06/15/24 7.6 Ba3 13.24%  1.75 years  4.7 years (35.8%) 

US893817AA41 TRANSOCEAN INC RIG 7.45 04/15/27 8.1 Caa1 17.81%  2.04 years  7.6 years (66.2%) 
* Assuming yield-to-worst for callable bonds

Source: Bloomberg, Dolfin research, September 2017
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IDEA: US RATES CURVE –  
STEEPENING BIAS

Implementation
Buy 2-year US Treasury / 
Sell 10-year US Treasury

Investment 
horizon
3-6 months

Expected return
2-4%

Rationale
Global bond markets have recouped some of the early year losses as the desire and 
ability of central banks to withdraw stimulus and fulfil hawkish promises have been 
discounted by markets. In the US, the 10-year bond yield peaked at above 2.6% 
in Q1, before retracing to slightly above 2%, to settle at around 2.2% currently. 
Despite tightening labour market conditions and a more buoyant economy, rates 
have remained well inside year-to-date highs in recent weeks, largely as inflation 
data has remained somewhat sluggish, with Janet Yellen herself admitting that 
inflation “is a mystery”.

However, whilst market participants doubted the Feds desire to undertake a final 
hike in 2017 with lacklustre price pressures, the market has been forced to re-
evaluate its doubts, and the Fed funds future has reacted with a move from under 
40% probability of a hike to above 70%. The 2-year bond is arguably already 
pricing the intended number of hikes as it sits at the year-to-date highs and should 
not be overly affected by a further hike in 2017. The 10-year bond however, looks 
somewhat ripe for further correction as the Fed embarks on the unwinding of its 
balance sheet, and any inflation catch-up or US tax reform would directly feed into 
the longer part of the curve. With levels back at the year-to-date tights, we feel that 
a steepening trade between the 2-year and 10-year bond looks compelling, and our 
directional view here is for a bearish move (higher yields).

Idea specific risks

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

 – The Fed turns more bearish, 
resulting in a compression in 
US Treasury yields

 – Inflation fails to materialise, 
keeping the US 10-year 
weighed down

Fixed income

US steepener - 2-year vs. 10-year spread  
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US steepener - performance
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IDEA: REVERSE CONVERTIBLE ON EUR  
CMS SWAP RATES

Implementation
Buy a structured product 
linked to the performance 
of the 10-year European 
constant maturity swap 
rate (CMS)

Investment 
horizon
12 months  

Expected return
7.75% in USD

Rationale
Late in the third quarter the Bank of England and US Fed spoke with a hawkish tone, 
signalling rate hikes and a tightening of balance sheets respectively. Despite robust 
economic progress, the European Central Bank (ECB) has, in contrast, been more cautious 
in its monetary stance. We feel the stage is now set for the ECB to consider normalisation, 
and expect the relative spread between the US and German bond yields to come under 
the microscope. With the US looking to hike rates once more by year-end, we expect 
to see the European swap rate government bond yields (and swap rate) to come under 
pressure in sympathy.

Whilst we have confidence in the destination of European yields (higher), the path getting 
there remains uncertain. As such, investors could consider a structured product, which 
provides a fixed level of coupon so long as rates do not drop considerably from current 
levels. We recommend a 1-year reverse convertible on European rates (using the EUR 10-
year constant maturity swap as an underlying index), which provides a guaranteed coupon 
of 7.75% after 12 months. The note would only lose capital should we see the rate drop 
below 80% of its current level.

Idea specific risks

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

 – Recession leads central 
banks to change their 
stance and cut rates and 
or continue / start stimulus 
packages

Fixed income

European 10-year CMS rate vs. US 10-year Treasury  
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European CMS rate  
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IDEA: CREDIT LINKED NOTE ON  
EUROPEAN INVESTMENT GRADE

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

Investment 
horizon
5 years

Expected return
5.6% per annum in USD

Rationale
The iTraxx Main index is the synthetic index that is composed of 125 of the most 
liquid European companies with investment grade credit ratings. Historically, the 
index has suffered 1 default since its inception in 2004 (the default being Thomson 
SA in 2009). Whilst taking exposure to the iTraxx Main index does not currently offer 
a high return, this can be enhanced by taking exposure to a particular ‘tranche’ of 
the index. Since there has only ever been one default historically, having exposure to 
the 4th to 7th default (defined using the definitions of a credit event as defined by 
the oversight body, ISDA) within the index, we are able to receive a yield of 5.6% per 
annum using a credit linked note.

By taking the exposure to the 4th to 7th credit event and increasing the capital loss 
for each default to 25% for each name that would hypothetically encounter a credit 
event, we are able to more than double our return (on a USD basis) from 2.5% to 
5.6% per annum whilst taking comfort that it would take 3 large names to default 
before we are exposed to losses on capital.

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

Idea specific risks

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

 – Liquidity – structured note is 
not suitable for trading

 – Default risk – note will 
generated losses should 
more than 4 bonds within 
the index default over the 
stated time-frame

European investment grade - historical defaults

Time horizon (years)

Rating 1 2 3 4 5 6 7 8 9 10

AAA 0 0.03 0.13 0.24 0.35 0.46 0.52 0.6 0.66 0.72

AA 0.02 0.06 0.13 0.23 0.33 0.44 0.54 0.62 0.69 0.77

A 0.06 0.15 0.25 0.38 0.53 0.69 0.88 1.05 1.23 1.41

BBB 0.18 0.51 0.88 1.33 1.78 2.224 2.63 3.01 3.39 3.76

BB 0.72 2.24 4.02 5.8 7.45 8.97 10.26 11.41 12.42 13.33

B 3.76 8.56 12.66 15.87 18.32 20.32 21.96 23.23 24.37 25.43

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

Fixed income



dolfin.com66 | Dolfin Quarterly Investment Outlook - Q4, 2017 

IDEA: BUY QUALITY / INCOME STOCKS

Equities

Implementation
A basket of single stocks  

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have applied our in-house smart beta investment tool to stock selection with a focus 
on Quality / Income as factors. As a starting point, we have considered the universe of 
developed market equities and ranked these against relevant factors, each of which 
include a series of fundamental metrics:

 – Quality e.g. gross profit margin and EV / EBITDA
 – Income e.g. dividend yield and dividend pay-out 

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

Idea specific risks

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

 – Income / quality stocks 
underperform the broader 
market

 – Stocks scale back their 
dividend pay-outs

Global Quality / Income - sector breakdown

Consumer Discretionary

Consumer Staples

Energy  

Industrials  

Telecoms  

Source: Bloomberg, Dolfin research, September 2017

Global Quality / Income - currency breakdown

USD

EUR

GBP

CAD  

CHF  

Source: Bloomberg, Dolfin research, September 2017

Global Quality / Income - illustrative stock selection

Name Price YTD  
change %

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

INTL CONSOLIDATED AIRLINE-DI 610.0 40.9  12,577,734,662 17.2 4.0 3.9 6.5 Industrials UK
H&R BLOCK INC 26.4 17.8  5,517,092,265 29.6 3.6 8.1 12.8 Cons Disc US
CORUS ENTERTAINMENT INC-B SH 13.1 10.4  2,681,910,355 35.1 8.7 8.5 11.3 Cons Disc CANADA
ENERGY TRANSFER PARTNERS LP 18.3 -18.2  21,190,651,637 13.8 12.0 19.1 17.5 Energy US
PEUGEOT SA 20.4 34.7  18,426,826,558 9.6 2.4 1.9 8.1 Cons Disc FRANCE
KINGFISHER PLC 298.1 -13.0  6,484,967,559 9.1 3.5 6.0 11.6 Cons Disc UK
ICAHN ENTERPRISES LP 54.5 0.3  8,980,384,923 -3.3 11.0 4.2 16.3 Industrials US
INCHCAPE PLC 873.0 28.0  3,623,109,637 4.2 2.8 8.7 12.7 Cons Disc UK
JERONIMO MARTINS 16.7 17.2  10,484,025,045 5.7 3.6 13.0 22.1 Cons Stap PORTUGAL
SUNRISE COMMUNICATIONS GROUP 81.1 26.5  3,647,250,000 31.6 4.1 8.4 30.2 Telecoms CH
ENERGY TRANSFER PARTNERS LP 18.3 -18.2  21,190,651,637 13.8 12.0 19.1 17.5 Energy US
VECTOR GROUP LTD 20.6 0.7  2,787,395,516 20.2 7.4 13.9 31.2 Cons Stap US
CASINO GUICHARD PERRACHON 49.9 12.6  5,541,525,025 3.0 6.2 15.0 14.3 Cons Stap FRANCE
FORD MOTOR CO 12.1 4.0  48,018,519,655 8.5 5.0 3.2 7.8 Cons Disc US
Source: Bloomberg, Dolfin research, September 2017 
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IDEA: BUY EUROPEAN STOCKS

Equities

Implementation
A basket of single stocks  

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have constructed a European equity portfolio, which aligns with our macroeconomic 
forecasts for the region. Chiefly, our view is that higher-than-expected inflation shall be 
a dominant theme for the fourth quarter. We have allocated to stocks within sectors that 
have historically shown a positive correlation to inflation (CPI year-on-year), as well as rising 
bond yields and robust GDP growth.

Our preferred sectors are; Consumer (discretionary & services), Financials and Healthcare. 
Both the consumer and financial sectors should benefit in a reflationary environment, with 
the consumer sector also geared to a better employment market. The healthcare sector 
is a more defensive play, which has historically been positively correlated to rising CPI 
inflation – it is also worth highlighting that the sector has a relatively low beta to the Euro 
Stoxx 50 (0.386).  

Idea specific risks

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

 – Our base case fails to 
materialise and the chosen 
sectors underperform

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

European stocks - sector breakdown

Consumer

Financials

Healthcare

Source: Bloomberg, Dolfin research, September 2017

European stocks - illustrative stock selection

Name Price YTD  
change %

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

VISCOFAN SA 52.38 13.59  2,441,100,863 27.92 2.23 11.19 19.01 Cons Stap SPAIN
HEINEKEN NV 84.18 20.05  48,487,899,962 21.99 1.62 13.35 19.77 Cons Stap NETHER
PEUGEOT SA 20.37 34.70  18,426,826,558 9.60 2.36 1.93 8.06 Cons Disc FRANCE
EURONEXT NV 52.76 38.70  3,693,200,000 55.16 2.69 9.21 17.06 Financials NETHER
EXOR NV 54.70 34.39  13,182,700,000 10.27 0.64 4.13 11.40 Financials NETHER
GROUPE BRUXELLES LAMBERT SA 89.70 16.33  14,473,838,344 37.62 3.27 5.88 29.22 Financials BELGIUM
SANOFI 84.85 13.94  107,122,891,832 28.34 3.49 10.78 14.28 Healthcare FRANCE
KORIAN 28.04 2.71  2,270,744,898 13.46 2.14 11.59 21.36 Healthcare FRANCE
FRESENIUS MEDICAL CARE AG & 84.12 5.74  25,905,726,680 18.70 1.14 10.58 19.05 Healthcare GERMANY
BAYER AG-REG 115.31 19.09  95,355,352,548 23.06 2.34 9.38 14.41 Healthcare GERMANY
ORPEA 102.35 34.72  6,537,192,347 17.97 0.98 9.96 27.29 Healthcare FRANCE
Source: Bloomberg, Dolfin research, September 2017 
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IDEA: BUY UK STOCKS

Equities

Implementation
A basket of single stocks 

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have constructed a UK equity portfolio, which aligns with our macroeconomic 
forecasts for the region. Chiefly, our view is that whilst the ongoing Brexit 
negotiations will maintain a level of uncertainty in the UK, data shall continue to 
come in better than expected. We also expect the Bank of England to maintain a 
hawkish bias to monetary policy, which shall have negative implications for rates and 
positive implications for Sterling. We have allocated to stocks within sectors that 
have historically shown a positive correlation to these variables.

Our preferred sectors are; Consumer (discretionary), Financials and Industrials. 
Industrials and financials typically have historically performed well in a reflationary 
environment. The consumer sector is trading in value territory, given the negative 
sentiment faced by the sector, a move we view as exaggerated. 

Idea specific risks

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

 – Our base case fails to 
materialise and the chosen 
sectors underperform

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

UK stocks - illustrative stock selection

Name Price YTD  
change %

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

INCHCAPE PLC 873.0 28.0  3,623,109,637 4.2 2.8 8.7 12.7
GKN PLC 348.9 8.0  5,992,279,849 8.7 2.6 5.2 9.8
JD SPORTS FASHION PLC 375.7 18.6  3,656,436,982 12.7 0.4 10.0 15.2
TUI AG-DI 1279.0 15.2  7,512,678,451 7.5 4.2 5.8 11.8
B&M EUROPEAN VALUE RETAIL SA 392.4 42.8  3,925,882,665 9.5 1.5 15.1 19.0
BARCLAYS PLC 192.8 -12.5  32,858,932,619 - 1.6 - 8.6
JARDINE LLOYD THOMPSON GROUP 1229.0 28.4  2,691,975,496 16.3 2.7 9.3 17.6
HARGREAVES LANSDOWN PLC 1484.0 24.8  7,038,888,395 69.3 2.0 22.8 26.4
LLOYDS BANKING GROUP PLC 67.5 13.5  48,599,202,858 - 4.0 - 9.4
PAGEGROUP PLC 505.5 36.1  1,651,608,948 9.9 2.4 11.4 17.6
MEGGITT PLC 524.5 18.2  4,068,957,656 21.7 2.9 8.2 14.7
AGGREKO PLC 879.0 -1.2  2,251,366,887 31.9 3.1 6.1 13.8
RENTOKIL INITIAL PLC 301.7 37.6  5,543,233,555 22.0 1.2 11.8 23.0
COBHAM PLC 145.4 2.2  3,476,527,655 -27.3 - - 24.6
Source: Bloomberg, Dolfin research, September 2017 

UK stocks - sector breakdown

Consumer

Financials

Industrials

Source: Bloomberg, Dolfin research, September 2017
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IDEA: FUNDAMENTAL STOCK-PICKING

Equities

Implementation
A long basket of  
single stocks 

A short basket of  
single stocks

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We apply a proprietary, bottom-up, and fundamentals focused stock-picking strategy to 
select a net-neutral portfolio of ‘longs’ and ‘shorts’.  Our investment universe consists of 
a coverage list of developed exchange equities that we actively rank to reflect changes 
in valuation against developments with industry or business fundamentals, and any 
other events.

Longs
Our longs consist of companies that are attractively valued and present an ability to 
sustainably compound capital without taking on outsized business and financial risks.  
Our criteria rests on three pillars: 

 – Return Potential – e.g. free cash flow and EPS growth as a proxy for total shareholder 
return potential.

 – Business Quality – e.g. revenue growth, absolute profit margin levels and expansion 
potential.

 – Financial Risk – measured by the Piotroski F-score to assess the inherent financial 
position and asset efficiency, or lack thereof, employed by the business.

Idea specific risks

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

 – Idiosyncratic developments 
that disprove our thesis

 – Sector rotations
 – Persistent disconnect 

between short-term 
expectations and longer-
term fundamentals

 – Take-overs of shorts

L/S equity portfolio - long - implementation

Name Price YTD  
change %

Market  
cap

Next yr  
PE1

Next yr EPS 
growth1

ROCE 
N12M1

F-Score1 Sector

BRIGHT HORIZONS FAMILY SOLUT 87.1 24.4  5,152,605,533 47.9 7.4 4.8 9.3 Cons Disc
BRENNTAG AG 46.9 -9.3  7,253,002,500 - 1.2 - 11.5 Industrials
EXOR NV 54.7 34.4  13,182,700,000 61.8 2.9 4.6 9.8 Financials
GENPACT LTD 28.9 19.6  5,578,767,832 47.4 - 14.1 12.0 IT
HCA HEALTHCARE INC 79.9 8.0  28,871,076,024 12.5 2.3 10.1 7.0 Healthcare
HEINEKEN NV 84.2 20.0  48,487,899,962 9.0 - 33.0 54.9 Cons Stap
MICROSOFT CORP 74.6 22.1  574,664,423,273 12.4 3.5 7.8 8.2 IT
PIAGGIO & C. S.P.A. 2.6 69.0  931,915,782 31.8 2.6 11.2 21.2 Cons Disc
REGAL ENTERTAINMENT GROUP-A 16.2 -18.6  2,540,795,882 11.2 1.9 8.9 10.4 Cons Disc
TRAVELPORT WORLDWIDE LTD 15.8 14.1  1,968,911,369 11.4 1.4 10.0 15.0 IT
Average 17.7 19.2 15.0 5.9
1Bloomberg estimate
Source: Bloomberg, Dolfin research, September 2017 

L/S equity portfolio – ‘long’ sector breakdown   

Consumer Discretionary

Consumer Staples 

Information Technology  

Industrials  

Financials  

Healthcare

Source: Bloomberg, Dolfin research, June 2017
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IDEA: FUNDAMENTAL STOCK-PICKING 
(CONTINUED)

Equities

Our shorts consist of companies that are either facing structural 
headwinds or where fundamentals are deteriorating, such that we view 
the valuation as unsustainable in the longer-term.  Our short selection 
criteria generally applies the flip-side to the long screening criteria with 
the additional consideration of isolating and tracking Key Performance 
Indicators (“KPIs”) that signal an increased likelihood of our thesis 
panning out.

L/S equity portfolio – ‘short’ sector breakdown   

Consumer Discretionary

Consumer Staples 

Information Technology 

Industrials 

Materials

Source: Bloomberg, Dolfin research, September 2017

L/S equity portfolio - ‘short’ implementation

Name1 Price1 YTD  
change %1

Market  
cap1

Next yr  
PE2

Last 3 yr 
EPS CAGR3

KPI Last 
reported4

F-Score2 Sector

COMPANY A A ∆A  15,000,000,000 15.4 -8.1 Registered 
Actives

-2.0 6.0 Cons Stap

COMPANY B B ∆B  3,000,000,000 8.3 3.4 LFL -2.6 4.0 Cons Disc
COMPANY C C ∆C  25,000,000,000 22.6 6.5 Seq. Sales -0.4 6.0 Cons Disc
COMPANY D D ∆D  158,000,000,000 17.0 NA Org Sales/

EBITDA
0.0 4.0 Cons Stap

COMPANY E E ∆E  1,000,000,000 14.4 -182.6 Order 
Intake

-22.0 5.0 Industrials

COMPANY F F ∆F  351,000,000,000 17.4 2.8 LFL Est. -3.5 1.0 Cons Disc
COMPANY G G ∆G  2,000,000,000 13.4 -0.2 Adj. EBIT -6.0 5.0 Materials
COMPANY H H ∆H  1,000,000,000 8.8 -3.4 Recurring 

Sales
-1.6 4.0 IT

COMPANY I I ∆I  1,000,000,000 9.2 -9.7 Order 
Intake

-6.3 4.0 Cons Disc

COMPANY J J ∆J  1,000,000,000 22.2 -18.8 ROCE-
WACC

-1.3 4.0 Industrials

Average 14.8 -23.3 -4.6 4.3
1Edited or rounded intentionally 2Bloomberg estimate 3Per Bloomberg Adj. EPS history 4YoY change except where stated otherwise
Source: Bloomberg, Dolfin research, September 2017 
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Implementation
A basket of single stocks 

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
We have applied our in-house smart beta investment tool to stock selection in 
compliance with Shariah law. As a starting point, we have considered the universe of 
sharia-compliant developed market equities and ranked these against several factors 
(for example, minimum volatility, momentum, sentiment, value & quality), each of 
which include a series of fundamental metrics.

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

Sharia constraints are shown below:

 – Debt constraints (less than 1/3 of total assets)
 – Cash and interest-bearing item constraints (less than 1/3 of total assets)
 – Accounts receivable constraints (less than ½ of total assets)
 – Sector constraints (avoiding all non-compliant sectors)

 

Idea specific risks

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

 – Stocks fail to offer price 
appreciation from current 
levels

IDEA: SHARIAH-COMPLIANT GLOBAL 
PORTFOLIO

Equities

Shariah SB equity portfolio - sector breakdown   

Consumer Discretionary

Consumer Staples 

Energy 

Information Technology

Industrials
Materials

Utilities 

Source: Bloomberg, Dolfin research, September 2017

Shariah SB equity portfolio - currency breakdown

USD

EUR 

CAD 

HKD

AUD

Source: Bloomberg, Dolfin research, September 2017
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IDEA: SHARIAH-COMPLIANT GLOBAL 
PORTFOLIO (CONTINUED)

Equities

Shariah SB equity portfolio - illustrative stock selection

Name Price YTD  
change %

Market  
cap

EBITDA / 
Revenue

Dividend 
yield

EV / 12m 
EBITDA

Next yr 
PE

Sector Country

CARTER'S INC 98.6 15.6  4,715,493,169 15.6 1.5 9.7 15.9 Cons Disc USD
HAWAIIAN ELECTRIC INDS 33.6 4.7  3,659,543,749 23.2 3.7 7.1 18.9 Utilities USD
AMEREN CORPORATION 58.4 13.9  14,167,445,855 37.9 3.0 8.9 19.3 Utilities USD
CONVERGYS CORP 26.7 9.9  2,485,914,399 12.2 1.5 7.0 13.8 IT USD
WSP GLOBAL INC 52.6 20.3  5,404,778,975 7.2 2.9 12.8 17.1 Industrials CAD
PEUGEOT SA 20.4 34.7  18,426,826,558 9.6 2.4 1.9 8.1 Cons Disc EUR
TOTAL SA 45.4 -2.9  113,690,744,407 13.6 5.4 6.7 12.5 Energy EUR
LVMH MOET HENNESSY LOUIS VUI 233.9 30.6  118,582,897,300 24.1 1.8 11.7 22.0 Cons Disc EUR
VINCI SA 80.8 27.2  48,199,193,946 15.7 2.7 9.3 15.8 Industrials EUR
STMICROELECTRONICS NV 17.0 59.5  15,525,321,557 13.1 1.2 9.6 19.3 IT EUR
BOLLORE 4.2 28.6  12,386,795,729 9.9 1.4 25.6 28.1 Industrials EUR
KERRY GROUP PLC-A 82.1 21.6  14,466,364,642 13.0 0.7 18.3 22.3 Cons Stap EUR
CIMIC GROUP LTD 44.2 30.3  14,328,788,546 10.5 2.8 8.6 19.1 Industrials AUD
TECHTRONIC INDUSTRIES CO LTD 43.3 58.2  79,420,511,045 11.5 1.3 12.8 18.2 Cons Disc HKD
ANHUI CONCH CEMENT CO LTD-H 32.4 57.0  159,343,636,284 30.2 1.8 5.8 11.2 Materials HKD
NEWCREST MINING LTD 21.0 4.4  16,078,615,916 37.4 0.9 10.3 18.8 Materials AUD
Source: Bloomberg, Dolfin research, September 2017 
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IDEA: BUY GLOBAL FINANCIALS

Equities

Implementation
Structured product on a 
“worst of” basket of the 
S&P Regional Banking 
ETF (KRE US) or the Lyxor 
Euro Stoxx Banks ETF 
(BNKE FP)

Investment 
horizon
12 months

Expected return
10.5% coupon with a  
25% barrier 

Rationale
With yields grinding higher across both US and Europe, we anticipate financials 
continuing to benefit from healthier net interest margins (the measure of difference 
between interest income generated by banks and the amount of interest paid out to 
their lenders). 

It is possible to capture this theme using a structured product, where investors cap 
their returns upside in return for downside protection.

The proposed note is a 12-month reverse convertible note where investors would 
receive a guaranteed return of 10.5%. Capital would be returned along with this 
10.5% at maturity should both of KRE or BNKE not have fallen by 25% or more from 
their current levels. 

Idea specific risks

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

 – Central banks ease off 
on monetary tightening, 
resulting in low yields, which 
would likely dampen banks 
profitability

 – Macro conditions weaken, 
resulting in a broad market 
sell-off

US regional banks (KRE US) vs. barrier  
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Source: Bloomberg, Dolfin research, September 2017

European banks (BNKE FP) vs. barrier  
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Source: Bloomberg, Dolfin research, September 2017

The risk is if either of these ETFs have fallen by 25% or more (after 
12 months). Should this occur, investors would lose the percentage 
drop of the worst performing ETF, albeit should the other ETF 
have fallen by less than 25% (after 12 months), investors would still 
receive the coupon.

12-month reverse convertible pay-off diagram  
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1000 20 40 60 80 120 140

0

40

120

20

60

100

80

Total return (principal return and coupon) %

Source: Bloomberg, Dolfin research, September 2017
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Implementation
A basket of single stocks  

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Activist investing, i.e. the practise of buying up a portion of a company with the aim 
of instigating change within the business, is a well-documented (and often successful) 
investment approach. Investors such as Third Point, Icahn and Pershing Square have, 
at times, dominated headlines over the past 10 to 15 years with their aggressive 
activist approach, yet in the process, they have generated solid returns. 

Our activism portfolio is constructed of European and US stocks held by these activist 
investors, with the aim of capturing these returns.

The process begins by considering those funds / managers with the strongest track 
records and then reviewing their ‘activist’ holdings, focusing on positions which are 
meaningful for the fund in question. We have then completed our own due diligence 
on the output of stocks, allocating to those where we also see attractive fundamentals 
at reasonable valuations.

Importantly, we recommend only those stocks that have not moved meaningfully 
from the activists’ purchase price, which would indicate that the manager still has an 
incentive to remain in the position (and press for change).

Idea specific risks

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

 – Activist investors fail to 
deliver change at the 
companies in question and 
the stocks do not perform as 
a result.

 – Macro conditions weaken, 
resulting in a broad market 
sell-off

IDEA: ACTIVISM PORTFOLIO 

Equities

Activist portfolio - currency breakdown   

USD

EUR 

NOK 

CHF 

Source: Bloomberg, Dolfin research, September 2017

Activist portfolio - illustrative stock selection

Name Price YTD  
change %

Market  
cap

Activist Cost  
basis1

%  
owned1

Next yr 
PE1

Next yr  
EPS growth1

Sector Country

BANCA POPOLARE DI SONDRIO 3.6 18.3  1,649,417,457 Amber Cap 3.2 2.1 14.6 25.0 Financials ITALY
MARVELL TECHNOLOGY GRP 18.4 33.7  9,122,720,000 Starboard 10.0 6.8 14.8 10.0 IT BERMUDA
AUTOMATIC DATA PROCESSING 109.3 8.1  48,586,479,025 PSH 107.9 8.3 25.7 12.0 IT US
KONGSBERG AUTOMOTIVE ASA 9.3 64.6  3,795,146,662 Teleios 7.0 15.0 9.9 900.0 Cons Disc NORWAY
SAFRAN SA 87.2 28.7  36,348,298,629 TCI 70.0 4.1 19.6 5.4 Industrials FRANCE
MOTA ENGIL SGPS SA 3.2 111.3  770,704,183 Amber Cap 4.4 1.7 13.0 233.3 Industrials PORTUGAL
SYSCO CORP 54.0 -0.6  28,495,057,729 Trian 36.7 8.4 18.0 8.4 Cons Stap US
ARCONIC INC 25.9 40.8  11,431,523,494 Elliott 20.9 11.6 16.7 30.4 Industrials US
CLARIANT AG-REG 23.5 37.2  7,810,529,352 Corvex 22.0 15.2 17.4 12.0 Materials CH
REXEL SA 14.5 -4.5  4,407,576,362 Cevian 12.0 15.6 13.0 17.2 Industrials FRANCE
HEWLETT PACKARD ENTERPRIS 15.0 12.6  24,243,378,565 Third Point 13.3 0.4 12.7 -10.6 IT US
Average 33.1 31.8
1Bloomberg
Source: Bloomberg, Dolfin research, September 2017 
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IDEA: SMART BETA FACTOR PAIR TRADE

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Demand for factor investing have risen considerably over the past few years as 
investors shift away from active management, whilst also seeking market-beating 
returns. 

In view of this trend, we suggest a pair trade on factors, taking a defensive bias to 
equity positioning as we enter the latter stages of the equity cycle. 

We consider a pair trade whereby we take a long position in Value (IVE US) and 
Minimum Volatility (USMV US) factors and a short position in Growth (IVW US) and 
Momentum factors (MTUM US). Building such a position is both defensive in nature, 
whilst aligning with aspects of our macroeconomic view for the fourth quarter.

Idea specific risks

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

 – The market outlook 
becomes rosier, resulting in 
further outperformance of 
Growth vs. Value

In the first chart shown below, we compare the trading pair (long 
Value + Min Vol / short Growth + Momentum) against the inverse 
performance of the US dollar index (DXY). As can be seen, until 
recently the dollar has shown a strong correlation to the pair. Based 
on our view that the dollar shall remain within its current range ($92 to 
$95), we would expect the pair to begin moving higher. In the second 
of the charts, we show the trading pair against core inflation (PCE), 
which has also shown a reasonable correlation. Owing to the robust 
strength in the US and historically low unemployment levels, we expect 

some strengthening of inflation data from here, which would likely be a 
positive for our pair. 

Aside from the correlation with the US dollar, the trading pair has 
historically expressed defensive correlations. This can be demonstrated 
when compared to the price of gold as well as to the inverted price 
movement of the S&P 500. The pair would suit those investors looking 
for more defensive positioning as we enter the final quarter.

Trading pair vs. dollar index (inverted) (RHS)  

Trading pair Dollar index (inverted) (RHS)
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Source: Bloomberg, Dolfin research, September 2017

Trading pair vs. Core PCE (RHS) 

Trading pair Core PCE inflation (RHS)
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IDEA: SMART BETA FACTOR PAIR TRADE 
(CONTINUED)

Equities

Trading pair vs. gold (RHS)  

Trading pair Gold (RHS)
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Trading pair vs. S&P 500 (inverted) (RHS) 

Trading pair S&P 500 (inverted) (RHS)

Sep-13 May-14 Sep-14 Sep-15 Sep-16 May-17May-16May-15May-13 Sep-17

90

96

94

92

98

100

102

2600

2300

2500

2100

2400

2200

1800

2000

1600

1900

1700

Index level Index level ($)

Source: Bloomberg, Dolfin research, September 2017



Dolfin Quarterly Investment Outlook - Q4, 2017 | 77dolfin.com

IDEA: THEMATIC – DOMESTIC STRENGTH

Equities

Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
Going into the fourth quarter, we anticipate that domestic sectors (and indices) may 
well outperform vis-à-vis export-orientated stocks. Whilst the factors supporting our 
hypothesis vary across region, we see value in taking a long position in those indices 
with a higher domestic focus, namely; the Russell 2000 in the US, the MDAX in 
Germany and the FTSE 250 in the UK. 

Starting in the US, our view is predicated on a (partial) resurgence of the ‘Trump 
trade’. Having rallied post-election, the Russell 2000 has given back relative gains 
(versus the S&P 500) as investors have discounted the administration’s ability to 
enact meaningful pro-growth reforms, which would disproportionally benefit small 
and medium-sized businesses – recent estimates have put domestic revenues for the 

MDAX/DAX vs. Eurozone retail sales  

MDAX/DAX Eurozone retail sales (RHS)
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Source: Bloomberg, Dolfin research, September 2017

FTSE250 / FTSE100 vs. Sterling effective exchange rate 

FTSE 100/FTSE 250 Sterling effective exchange rate
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Idea specific risks

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

 – Domestic sectors 
underperform export-
orientated sectors

Russell 2000 at 82%, versus 67% for the S&P 500 – showing the higher 
pass-through effects smaller companies would see post-reform.

Whilst challenges remain, Trump and congressional Republican 
leaders are pressing for substantive tax reform, with both income 
and corporate tax rates expected to be cut. This would likely prove a 
tailwind for the Russell 2000, where the median company pays a higher 
average corporate tax rate than companies within the S&P 500 – the 
effective tax rate of the Russell 2000 is approximately 33% vs. 28% of 
those companies within the S&P 500. 

Within Europe, a broad-based recovery should benefit domestically-
orientated businesses, which are less reliant on global growth trends. 
In chart 1, we show the spread of the MDAX vs. DAX and compare this 
to retail sales. The chart shows the positive correlation that retail sales 
(as a function of economic growth) play in MDAX company earnings.

Furthermore, despite the recent strengthening of the euro versus other 
major currencies, small and mid-sized businesses have not substantially 
outperformed their larger peers, despite the lesser damage from a 
strengthening currency – we would expect further outperformance of 
the MDAX over time. 

Finally turning to the UK, domestically-focused stocks remain some of 
the most unloved and underowned in the investment universe. This 
has been closely related to ongoing uncertainty around Brexit with 
domestics lagging the exporter-driven FTSE 100 owing to the sharp 
fall in the currency. These unknowns remain, but with Theresa May 
providing further clarity on Britain’s position recently and thus avoiding 
the cliff-edge, which would likely follow a ‘hard-Brexit’ scenario, we 
feel the sentiment may improve somewhat. Furthermore, given the 
hawkish tone from the Bank of England, we expect some currency 
appreciation. As chart 2 shows, the FTSE 250 vs. FTSE 100 has a 
correlation to sterling – should the currency increase from current 
levels, this would suggest outperformance. 



dolfin.com78 | Dolfin Quarterly Investment Outlook - Q4, 2017 

IDEA: BUY SHORT-DATED HIGH YIELD / 
SELL S&P 500

Equities/Fixed 
Income

Implementation
A basket of ETFs

Investment 
horizon
3-6 months

Expected return
3-5% 

Rationale
US equities have traded in a ‘goldilocks environment’ in recent months, with supportive 
monetary policy and robust economic growth creating a seemingly perfect environment 
for stocks to grind higher and volatility to remain low. 

Whilst we see limited signs, 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, name the US Short-
Dated High Yield ETF (SJNK US) and use 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.

 – Credit faces a sell-off with 
equities remaining in favour 
by investors

SJNK vs. S&P 500 - trade details
Notional ($)  1,000,000 
SPX price  2,502 
SJNK price  27.89 
SJNK yield 5.58%
SJNK 1/4 yield 1.40%
Long Put Strike  2,495 
Long Put Ticker SPX US 12/29/17 P2490 Index
Long Put Price 51.40
Short Put Strike  2,300 
Short Put Ticker SPX US 12/29/17 P2300 Index
Short Put Price 16.00
Net Premium (pts) 35.40
Net Premium (%) 1.41%
Net Premium ($) 14,553.32

The SJNK is an ETF that tracks all short-dated US high yield bonds with 
duration lower than five years. Whilst 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 annum) in carry, which in 
our view, more than compensates for near-term downside risks. 

Using the income from the SJNK ETF (indicatively 1.4% per quarter), we 
can purchase a put-spread position of ~2,495-2,300 on the index. Whilst 
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.

SJNK vs. S&P 500 - payoff table

SJNK 
Payoff (in % change)

-13.95% -12.15% -10.36% -8.57% -6.78% -4.98% -3.19% -1.40% 0.39% 2.19% 3.98% 5.77% 7.57%
24.0 24.5 25.0 25.5 26.0 26.5 27.0 27.5 28.0 28.5 29.0 29.5 30.0
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8%  2,700 -13.9% -12.2% -10.4% -8.6% -6.8% -5.0% -3.2% -1.4% 0.4% 2.2% 4.0% 5.8% 7.6%
6%  2,650 -13.9% -12.2% -10.4% -8.6% -6.8% -5.0% -3.2% -1.4% 0.4% 2.2% 4.0% 5.8% 7.6%
4%  2,600 -13.9% -12.2% -10.4% -8.6% -6.8% -5.0% -3.2% -1.4% 0.4% 2.2% 4.0% 5.8% 7.6%
2%  2,550 -13.9% -12.2% -10.4% -8.6% -6.8% -5.0% -3.2% -1.4% 0.4% 2.2% 4.0% 5.8% 7.6%
0%  2,500 -13.9% -12.1% -10.3% -8.5% -6.7% -4.9% -3.1% -1.3% 0.5% 2.3% 4.1% 5.9% 7.7%

-2%  2,450 -11.9% -10.1% -8.3% -6.5% -4.7% -2.9% -1.1% 0.7% 2.5% 4.3% 6.1% 7.9% 9.7%
-4%  2,400 -9.9% -8.1% -6.3% -4.5% -2.7% -0.9% 0.9% 2.7% 4.5% 6.3% 8.1% 9.9% 11.7%
-6%  2,350 -7.9% -6.1% -4.3% -2.5% -0.7% 1.1% 2.9% 4.7% 6.5% 8.3% 10.1% 11.9% 13.6%
-8%  2,300 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%

-10%  2,250 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-12%  2,200 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-14%  2,150 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-16%  2,100 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-18%  2,050 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-20%  2,000 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-22%  1,950 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%
-24%  1,900 -5.9% -4.1% -2.3% -0.5% 1.3% 3.1% 4.9% 6.7% 8.5% 10.3% 12.1% 13.9% 15.6%

Source: Bloomberg, Dolfin research, June 2017 
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Relative performance - S&P 500 vs. SJNK 
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IDEA: BUY SHORT-DATED HIGH YIELD / 
SELL S&P 500 (CONTINUED)

Equities

This outperformance can be seen in the chart below.
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IDEA: OPTIONS STRATEGY –  
ENERGY VOLATILITY 

Implementation
Buy volatility on the US 
energy sector (XLE), 
funded by selling volatility 
on crude futures

Investment 
horizon
3-6 months 

Expected return
8-10% annually

Rationale
The energy sector (XLE US) has been one of the worst performing sectors in the US 
year-to-date (-10.8%), underperforming the underlying returns of Crude oil (-5.7% YTD). 
However, we have seen volatility in the XLE fall, recently reaching lows this year of 14.9% 
in 3-month ATM implied volatility, having started the year at around 21%. – this is 2 
standard deviations lower than its historical average. In contrast, the implied volatility on 
crude futures has remained elevated this year, moving marginally from 28.5% to 28.2%.

One way of gaining exposure to the volatility of an instrument is to use straddles (holding 
both a call and put with the same strike price and expiration date). With volatility lower on 
XLE, we can purchase an at-the-money straddle on the instrument, funding it by selling 
an at-the-money straddle on Crude futures – this would result in a net premium of just 
over 5%. This means that we could see up to 5% movement in crude oil futures without a 
PnL reaction in our XLE position. Given that XLE has underperformed crude oil futures by 
greater than 5% YTD and the largest differential this year has been -7.5%, we feel we are 
getting adequately rewarded for taking on this dislocation risk.  

Idea specific risks

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

 – Oil prices dislocate from 
the performance of energy 
stocks by more than 5%

Commodities

XLE vs. Crude oil - 3-month ATM implied volatility

US energy sector (XLE) implied volatility Crude oil futures implied volatility (RHS)

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

12

16

15

14

17

18

19

22

21

22

24

26

28

30

32

34

20

13

Index level in $ Index level

Source: Bloomberg, Dolfin research, September 2017

Normalised performance – 2017 YTD 

US energy sector (XLE) Crude oil futures Normalised differential (RHS)
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The trade has been created so that it is vega-neutral at inception; 
should volatility for both revert to their mean, we would also result in 
a gain in the position.

XLE vs. Crude oil - trade details

Short leg Long leg
CLF8 XLE

PRICE 51.15 68.46
Contract Quantity per leg 20 150 
Contract Size 1000 100 
Notional (USD) 1,023,000 1,026,900 
Option Strike Price (PUT)  51.00 67 
% OTM 99.71% 97.87%
Option Strike Price (CALL)  51.00 67 
% OTM 99.71% 97.87%
Option Ticker (PUT) CLF8P 51  

Comdity
XLE US 12/15/17  

P67 Equity
Option Price (PUT) (USD) 2.52 1.41 
Option Vega (PUT) (pts) 0.09 0.12 
Option Vega (PUT) ($) 1,817.96 1,784.66 
Option Ticker (CALL) CLF8C 51  

Comdity
XLE US 12/15/17  

C67 Equity
Option Price (CALL) (USD) 2.54 2.44 
Option Vega (CALL) (pts) 0.09 0.11 
Option Vega (CALL) ($) 1,816.46 1,685.79 
Vega (TOTAL) 3,634.42 3,470.45 
Structure Price (USD) 5.06 3.85 
Structure Price (%) 9.89% 5.62%
Structure Price (USD) 101,200.00 57,750.00 
Structure Price (%) 9.89% 5.62%
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IDEA: OPTIONS STRATEGY –  
ENERGY VOLATILITY (CONTINUED)

Commodities

XLE vs. Crude oil - pay-out table

Crude Oil Future
Payoff (in % change)

-20% -16% -12% -8% -4% -1% 3% 7% 11% 15% 19%
41 43 45 47 49 51 53 55 57 59 61 
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-24% 51 94.0 134.0 174.0 214.0 254.0 294.0 254.0 214.0 174.0 134.0 94.0 
-21% 53 64.0 104.0 144.0 184.0 224.0 264.0 224.0 184.0 144.0 104.0 64.0 
-18% 55 34.0 74.0 114.0 154.0 194.0 234.0 194.0 154.0 114.0 74.0 34.0 
-15% 57 4.0 44.0 84.0 124.0 164.0 204.0 164.0 124.0 84.0 44.0 4.0 
-12% 59 -26.1 14.0 54.0 94.0 134.0 174.0 134.0 94.0 54.0 14.0 -26.1 
-9% 61 -56.1 -16.1 24.0 64.0 104.0 144.0 104.0 64.0 24.0 -16.1 -56.1 
-6% 63 -86.1 -46.1 -6.0 34.0 74.0 114.0 74.0 34.0 -6.0 -46.1 -86.1 
-3% 65 -116.1 -76.1 -36.1 4.0 44.0 84.0 44.0 4.0 -36.1 -76.1 -116.1 
0% 67 -146.1 -106.1 -66.1 -26.1 14.0 0.01% 14.0 -26.1 -66.1 -106.1 -146.1 
3% 69 -116.1 -76.1 -36.1 4.0 44.0 84.0 44.0 4.0 -36.1 -76.1 -116.1 
6% 71 -86.1 -46.1 -6.0 34.0 74.0 114.0 74.0 34.0 -6.0 -46.1 -86.1 
9% 73 -56.1 -16.1 24.0 64.0 104.0 144.0 104.0 64.0 24.0 -16.1 -56.1 

12% 75 -26.1 14.0 54.0 94.0 134.0 174.0 134.0 94.0 54.0 14.0 -26.1 
15% 77 4.0 44.0 84.0 124.0 164.0 204.0 164.0 124.0 84.0 44.0 4.0 
18% 79 34.0 74.0 114.0 154.0 194.0 234.0 194.0 154.0 114.0 74.0 34.0 
21% 81 64.0 104.0 144.0 184.0 224.0 264.0 224.0 184.0 144.0 104.0 64.0 

Source: Bloomberg, Dolfin research, September 2017 
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Implementation
ETFs / Futures

Investment 
horizon
12 months+

Expected return
8-10% annually

Rationale
The presence of the El Niño weather pattern - the phenomenon whereby ocean surface 
temperatures become warmer than normal in the equatorial Pacific – has historically 
prevented tropical disturbances from developing into hurricanes. 

As such, the frequency and intensity of this year’s hurricane season signals that El Niño 
has come to an end. 

Idea specific risks

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

 – La Niña does not materialise 
and commodities do not rise 
as a result

IDEA: END OF EL NIñO (COFFEE, CORN, 
SOYBEANS AND HARD WHEAT)

Commodities

Weather patterns and commodities

Agriculture (BCOMAGTR) Agriculture (BCOMAGTR)
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Source: Bloomberg, Dolfin research, September 2017

With the passing of El Niño, there is a growing chance that a La Niña may now form. This is the term used to characterise the phenomenon of below-
average sea surface temperature in the equatorial Pacific (i.e. the opposite impact to El Niño).  Whilst this may not occur straight away, with each passing 
quarter, there is an increasing likelihood of occurrence - the US oceanic body, the NOAA, now expects a 55-60% likelihood of one forming by the end 
of winter. This phenomenon would have ramifications for weather patterns across continents and subsequently for commodities prices. The potentials 
impacts are shown in chart 1.  

We have constructed a basket of agricultural commodities, which would 
likely benefit should La Niña form. In chart 2, we show the Bloomberg 
Agriculture index (as a proxy for our chosen agricultural commodities) 
against historic weather patterns (the red line). On the chart, the El Niño 
weather pattern occurs when the red line moves below 100, whilst La Niña 
occurs when the line moves above 100. Given our expectation that the 
La Niña is increasingly likely, this should benefit our basket of agricultural 
basket, as the chart shows.  

La Niña - map of potential impact

US
Impact: dry and warm weather
corn, soybeans and wheat

Colombia
Impact: heavy rains
Commodities: coffee

Argentina / South Brazil
Impact: Dry weather
Commodities: corn & soybeans

India
Impact: monsoon
Commodities: iron ore

Australia
Impact: heavy rain
Commodities: wheat

South-east Asia
Impact: heavy rains
Commodities: rubber & palm oil
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IDEA: METALS TRADE – LONG PLATINUM / 
SHORT GOLD

Implementation
ETFs / Futures

Investment 
horizon
3-6 months 

Expected return
4-6% annually

Rationale
The relationship between platinum and gold has become increasingly under strain 
year-to-date. Platinum is suffering from a spate of poor sentiment, owing to concerns 
surrounding the potential phase-out of diesel motor engines (platinum is a key 
component of diesel engines) whilst gold has risen on sustained dollar weakness.

We view this move as overdone and expect platinum to outperform gold from current 
levels. 

Idea specific risks

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

 – Geopolitical risks flare up, 
leading gold higher

 – Platinum continues to lag

Commodities

Trading pair vs. 10-year-12-month spread (RHS)
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Source: Bloomberg, Dolfin research, September 2017

Factor decomposition - statistics

Name Beta t-stat
Palladium 0.063 2.33

S&P 500 0.188 2.551

USDJPY 0.134 1.813

EURUSD -0.186 -2.348

Source: Bloomberg, Dolfin research, September 2017

Comparing the trading pair (long platinum / short gold) to the US curve 
(10-year minus 12-month yield), we note a distinct correlation. In recent 
months, the US curve has started to steepen, a move we expect to 
continue over the coming quarter as any catch-up in inflation in the US will 
feed directly into the long end of the curve. This presents a positive signal 
for our pair. 

Factor decomposition - returns

Trading pair Fitted prices
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Source: Bloomberg, Dolfin research, September 2017

Looking at the pair from a different angle, we also aim to deconstruct the 
historical returns of the pair using our in-house factor decomposition tool. 
The positive driving forces are palladium, S&P 500, USDJPY and EURUSD, 
which have historically contributed 42% of total returns. 
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IDEA: GRAINS VS. METALS

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Year-to-date, commodities have expressed broad divergences in relative performance. 
A notable trend has been the relative underperformance of agricultural commodities 
(including grains) versus metals. We view this move as overdone and recommend a 
long position in grains (corn & soybean) with a short position in select metals (gold & 
palladium).

Idea specific risks

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

 – Metals continue to 
outperform grains

Commodities

Trading pair vs. open interest ratio (RHS)
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-0.55

-0.45

-0.15

-0.25

-0.35

-0.05

0.05
Index level Index level

Jun-11 Jun-13 Jun-15 Jun-16Jun-14Jun-12Jun-10 Jun-17

75

105

95

85

115

125

135

Trading pair

Source: Bloomberg, Dolfin research, September 2017

Turning first to positioning, grains have been unloved recently, at a time 
when bullish positioning in metals remains elevated. In the below chart, 
we show the relative positioning in grains vs. metals (expressed as the 
open interest ratio) against the price action of our pair, which has shown 
a strong correlation. As can be seen, positioning is at multi-year lows and 
thus we see limited downside in establishing a position at these levels.

Trading pair vs. Baltic Dry Index (RHS)

Baltic dry index (RHS)
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Source: Bloomberg, Dolfin research, September 2017

Trading pair vs. US CPI (lagged) (RHS)
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Finally, we compare the trading pair to the lagged path of US inflation 
(CPI). Again, the pair has shown a high correlation, with inflation acting 
as a useful indicator for future price movement of the pair. Relying on this 
variable suggests that we should see upside from current levels. 

From a different perspective and looking at the Baltic Dry chart, we can 
see that the trading pair has shown a reasonable correlation to the Baltic 
Dry Index in the past. From current levels, we do not expect the Baltic 
Dry Index to fall given global growth remains robust (supportive for trade 
dynamics) – this should be supportive for our pair.
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IDEA: CONTINGENT OPTION –  
(NORTH KOREA / GOLD)

Implementation
Options strategy 

Investment 
horizon
3-6 months

Expected return
4-6%

Rationale
Tensions have been simmering in East Asia in recent months as Kim Jon-un has tested 
the hand of the US (and its allies), with increasingly provocative actions concerning its 
nuclear weapons program.

In the table below, we highlight a number of developments, some of which have been 
shown on the chart below.

Idea specific risks

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

 – Tensions do not materialise 
and the Put expires 
worthless

 – Tensions in the region 
intensify, but Gold fails to 
act as a ‘safe-haven’ asset

Thematic

Timeline of events

Date Event Chart Code
02/11/17 Test fire missile over Sea of japan 1
03/06/17 Further test of 4 missiles 2
04/04/17 Medium-range ballistic missile launch 3
05/13/17 Intermediate-range ballistic missile launch 4
07/04/17 First test of intercontinental ballistic missile (ICBM) 5
07/28/17 14th missile test and another ICBM 6
08/29/17 North Korean ballistic missile flies over Japan 7
09/03/17 Nuclear test claimed to be a Hydrogen bomd estimated at 100kt 8
09/15/17 Ballistic missile from NK flies over Japan flying at a distance of 3,700km 9

Market reaction to North Korea events)
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With ongoing concern that tensions may not be mediated through 
diplomatic channels, we view it as prudent to consider protection on 
South Korean equities, given the country remains closely tied to any 
unfavourable outcome in the region. 

Despite tensions with its neighbour, South Korea has been one of the best 
performing emerging markets year-to-date as global easing (and growth) 
have allayed investors’ fears of investing in the region. Tensions aside, with 
a more hawkish US Fed and the KOSPI (the South Korean equity index) up 
25% this year, a pullback could be on the cards. 

A 3-month ATM (at the money) Put on the KOSPI would indicatively 
cost 4.6% - this Put has risen in price in recent weeks as tensions have 
escalated. We suggest that investors consider cheapening this option 
by making the option contingent on price movements in Gold, 
which we would expect to rise (as a safe-haven asset) were regional 
tensions to escalate. 

In the above trade, we combine an ATM put on the KOSPI with a 
contingent option on Gold; if the price of Gold rises by 5%, the price 
of the Put would cheapen by 40% to 2.6%. 
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IDEA: EARN CARRY FROM SELLING  
VOLATILITY

Implementation
Sell ATM straddle on 
iShares iBoxx USD HY 
Corporate bond ETF

Investment 
horizon
12 months+

Expected return
11%

Rationale
Over the course of 2017, shorting volatility on the S&P 500 has been a profitable trade 
as easy monetary conditions and robust economic growth have eased investor concern. 
Over this time frame, the US volatility index (VXX US) is down 60%. Whilst shorting S&P 
volatility remains topical, the trade has become increasingly crowded and any large spike 
/ reversion to mean (in volatility terms) could lead to a sudden drawdown in performance 
for a fund. 

As such, we have started to look at other methods of earning carry from selling volatility 
on a systematic basis outside of the S&P. The most common way to do this would be 
to sell a straddle (short an ATM Call and an ATM Put) – in this case, our maximum profit 
(carry) would be the premium we receive from the options. Our breakeven would be the 
premium received from the shorts and therefore we would not want the underlying asset 
to move by more than this premium (which is a function of the implied volatility). 

Idea specific risks

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

 – Large sell-off in credit 
markets

Thematic

US High Yield - volatility patterns
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We have noted that by systematically selling a straddle on a 60-day basis 
and closing this out 1 week before option expiry, leads to an overall 
profitable strategy. To illustrate this, we have looked at the implied 60-
day volatility and worked out the implied move (in % terms). This is then 
compared to the actual move seen with 53 days. We then note if we are 
within the expected movement bands (see chart below for the HYG US).

We have performed this analysis for the following ETFs: 

 – Fixed Income: iShares 20+ Year Treasury Bond ETF (TLT US)
 – Credit: iShares iBoxx USD High Yield Corporate Bond ETF (HYG US)
 – Commodity: SPDR Gold Shares (GLD US)
 – Equities: SPDR S&P 500 ETF Trust (SPY US) 
 – Equities: iShares MSCI Emerging Market (EEM US) 

Volatility strategy - backtesting results

% winners % losers
SPY 84.65% 15.35%
TLT 78.97% 21.03%
GLD 75.92% 24.08%
EEM 80.76% 19.24%
HYG 88.83% 11.17%
Source: Bloomberg, Dolfin research, September 2017

Our back-testing analysis (table above) was conducted daily from the 
start of January 2011 (if we conducted the trade every day, leading to 
2,463 observations) and showed that HYG had the most occurrences of 
remaining within the expected bands (88.8% respectively). As a further 
test run on Bloomberg, we back-tested the trading strategy using actual 
listed options, which showed a Sharpe ratio of 1.3 for the HYG strategy. 
We bear in mind that these returns can be enhanced since this strategy 
requires very low margin, so it is possible to employ 3 times leverage on 
your capital easily and /or invest the excess capital in other investments.
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IDEA: TRUMP’S FIRST DELIVERY? (LONG 
DOLLAR INDEX / SHORT US TREASURIES  
& S&P 500)

Implementation
ETFs / Futures

Investment 
horizon
12 months+

Expected return
4-6%

Rationale
Having championed pro-growth, fiscal spending throughout the election campaign, 
Donald Trump has arguably been unable to enact any meaningful reforms since 
coming to power late last year. In doing so, markets have increasingly discounted his 
ability to push his legislative agenda through congress, epitomised in the sustained 
weakness of the dollar. 

In recent weeks, there are signs that this may begin to reverse as Trump has outlined 
plans for substantial tax cuts (both corporate and income) with a view to pass 
legislation in December. 

Idea specific risks

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

 – Trump fails to deliver on any 
tax overhaul and the dollar 
(and Treasuries) weaken in 
response

 – Equities continue to 
outperform other US assets

Thematic

Trading pair (long dollar / short Treasuries & S&P 500) vs/ Core PCE 
inflation (RHS)
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Whilst we await clarity on the size and extent of tax reform, there is now 
expectation that tax overhaul will form the basis of Trump’s ‘first delivery’.

To play this view, we suggest a long position in the dollar index, pairing 
this with a short position in US Treasuries & the S&P 500. 

As the chart below shows, this pair is at multi-year lows having fallen 
sharply on fading expectations post-election. We also compare this pair 
to core PCE inflation, which has correlated over time. Given our view 
that inflation should hold steady, or begin to rise, from current levels, we 
expect upside in the trading pair over the coming quarter.  
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IDEA: HURRICANE SEASON

Implementation
Multi-asset basket

Investment 
horizon
3-6 months

Expected return
8-10%

Rationale
With large swathes of the US torn apart by two of the most violent hurricanes in history, 
the country is faced with widespread damage and destruction. Initial estimates put the 
cost of damage at between $150-200 billion (see below) making it the costliest Hurricane 
season on record.

Idea specific risks

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

 – Idiosyncratic risks relating to 
chosen securities

Thematic

Estimated impact - Hurricane Harvey  
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Source: Bloomberg, Dolfin research, September 2017

Estimated impact - Hurricane Irma   
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Source: Bloomberg, Dolfin research, September 2017

Reconstruction efforts in states from Texas to Florida will take several years 
to play out and may also provide the impetus for Trump’s infrastructure 
policy proposals made following his election last year. 

Our thoughts go out to those affected, but as investors, we see 
opportunities in certain sectors and industries, which should benefit from 
reconstruction efforts.

In the below map, we highlight areas affected by Hurricanes Harvey and 
Irma and outline the different sectors (and industries), which could benefit. 

Some of the direct beneficiaries are likely the home improvement retailers, 
which should benefit from the re-building of homes and office space in 
affected areas. Additionally, we focus on those companies providing the 
‘building blocks’ for reconstruction including producers of timber, cement 
amongst other materials. 

Harvey
̆ 97 bln. USD

Irma
̆ 70 bln. USD

Impact
Infrastructure
Auto manufacturers
Residential real eastate
Home improvement retailers
Business services
Utilities
Airlines
Orange juice futures

Impact
Infrastructure
Auto manufacturers
Residential real eastate
Home improvement retailers
Business services
Refiners
Utilities

Hurricane season - potential beneficiaries
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IDEA: HURRICANE SEASON (CONTINUED)

Thematic

Hurricane season – implementation

Name Price YTD 
change %

Market cap  
(local ccy)

EBITDA / 
Revenue

Dividend 
Yield

EV / 12m 
EBITDA

Next-
year PE

Sector Primary 
Business

Infrastructure
UNIVERSAL FOREST PRODUCTS 100.1 -1.6  2,043,811,242 6.4 0.9 9.3 15.8 Industrials Building
SHERWIN-WILLIAMS CO/THE 359.4 34.8  33,574,417,044 16.3 0.9 21.3 20.2 Materials Paint
VULCAN MATERIALS CO 118.9 -4.4  15,731,465,155 26.8 0.8 19.8 24.5 Materials Cement
AMERICAN WOODMARK CORP 96.4 28.0  1,565,678,829 12.3 - 10.7 18.2 Industrials Kitchens
MASONITE INTERNATIONAL CORP 68.7 4.4  2,029,707,562 11.9 - 11.6 17.4 Industrials Doors
MOHAWK INDUSTRIES INC 249.0 24.7  18,513,179,600 18.9 - 12.0 16.8 Cons Disc Flooring
EAGLE MATERIALS INC 105.7 7.4  5,123,809,474 30.3 0.4 13.3 16.3 Materials Cement
Autos
GENERAL MOTORS CO 42.2 24.8  61,421,328,328 12.0 3.6 2.0 7.2 Cons Disc Autos
Home improvements
HOME DEPOT INC 164.0 24.5  193,349,660,128 16.3 2.2 12.1 19.8 Cons Disc Home
LOWE'S COS INC 80.8 15.3  67,282,895,941 11.4 2.0 10.3 15.7 Cons Disc Home
Housebuilders
LGI HOMES INC 49.0 70.5  1,058,728,121 13.4 - 10.0 9.7 Cons Disc Housebuilder
TAYLOR MORRISON HOME CORP-A 22.2 15.3  2,659,587,155 9.1 - 11.8 10.0 Cons Disc Housebuilder
Business Services
SERVICEMASTER GLOBAL HOLDING 46.7 24.1  6,237,055,102 18.7 - 11.8 20.5 Cons Disc Pest control
Other
Generic 1st 'JO' Future 153.0 -24.1  - - - - - - -
ISHARES TIPS BOND ETF 113.4 1.5  - - 0.5 - - - -
Source: Bloomberg, Dolfin research, September 2017 
 

Aside from this, we also outline more idiosyncratic opportunities post-hurricane season, including a long position in orange juice futures; it has been 
estimated that between 30-70% of orange juice crops in the State of Florida were destroyed by Hurricane Irma, which may well result in price increases 
in the short-to-medium term. 

More generally, we also recommend an allocation to inflation-linked Treasuries (TIPS) given that higher spending on infrastructure and rebuilding efforts 
should result in higher prices over the coming months. 
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IDEA: CRYPTOCURRENCIES

Implementation
Cryptocurrencies

Investment 
horizon
12 months+

Expected return
10%+

What is a cryptocurrency?
Cryptocurrency is a digital currency powered by distributed ledger technology 
(Blockchain) and not controlled by a centralised authority. The technology is very difficult 
to counterfeit (owing to its reliance on cryptography) with transactions highly secure, 
irreversible and a settlement process with no need for third-party approvals or contracts.

The estimated size of the market has ballooned to over $150 billion (in total assets) this 
year, but remains minute in comparison to other sources of wealth.  

Idea specific risks

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

 – Liquidity – transactions are
 – Security  - more susceptible 

to cyber-crime
 – Speculative nature of the 

‘asset class’ could result in 
sharp drawdowns

Thematic

Cryptocurrencies – size of market ($bn)

*Money in forms that can be used as a medium of exchange, generally notes, coins,  
and certain balances held by banks

Source: Bloomberg, Dolfin research, October 2017 

Most cryptocurrencies have a limited supply of ‘tokens’, which are created 
through a process known as ‘mining’. The mining process involves the 
creation of a new block in the blockchain by solving a mathematical 
problem using computational power. The supply of cryptocurrency 
is finite, owing to an algorithm, which makes it impossible to mine 
more once a supply has been reached – in this way, some (but not all) 
cryptocurrencies are comparable to commodities such as Gold, which is 
also supply-constrained.

Different types 
Whilst Bitcoin remains the most widely known of cryptocurrencies, there 
are now multiple options for users to consider including fast-growing 
Ethereum and Ripple. 

Cryptocurrencies – different types

Bitcoin Litecoin Ethereum Dash Ripple IOTA NEM
Date Launched 01/2009 10/2011 07/2015 01/2014 2012 06/2016 03/2015
Limited Supply ? Y Y N Y Y Y Y
Transaction speed 1+ Hour 2+ min 2+ min Several mins 4 secs Varies 1 min
Average Fee $2.5 $0.12 $0.343 $0.24 ~ 0 0 0.05 XEM
Centralised ? N N N N Y N N
Requires mining ? Y Y Y Y N N N
Market Cap $67bn $2.8bn $28bn $2.6bn $7.7bn $1.5bn $2.1bn
YTD return 4.2x 12.0x 36.6x 30.1x 31.9x 1.0x 69.3x
Correlation to S&P 500 -0.1% 0.1% -3.4% 10.0% 1.3% - -1.8%
Correlation to gold 4.4% 0.0% 5.2% -6.2% 1.5% - -0.4%
Correlation to CRB commodity index 2.8% 0.0% -9.3% 8.0% 1.0% - 5.9%
Source: Bloomberg, Dolfin research, September 2017 
 

Global stock market
All physical money*
Gold
USD in circulation
Apple
All cryptocurrencies
Bitcoin

76,300

31,000

7,786
1,58079114369.1
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IDEA: CRYPTOCURRENCIES (CONTINUED)

Thematic

Applications
Whilst the application of blockchain technology is widespread, until recently, cryptocurrencies have been treated with caution by business and 
consumers. However, adoption is slowly increasing and cryptocurrencies have become a legitimate form of payment in some markets, with many 
businesses and retailers now accepting Bitcoin payments (e.g. Expedia, Dish, Microsoft, PayPal). The same trend is spreading internationally, with Japan 
accepting Bitcoin as legal tender from this summer, joining countries including Germany and Korea.

Applications for investors
For investors, the challenge is understanding the drivers of 
cryptocurrencies and how to consider their use. Aside from the purely 
speculative angle, investors can treat cryptocurrencies as an asset class 
within a diversified portfolio. In our view, cryptocurrencies should not 
be treated as a currency, given they have higher volatility, even when 
compared to emerging markets. However, they can be considered 
comparable to commodities and indeed the Commodity Futures Trading 
Commission (CFTC) now classifies Bitcoin as such. In recent months, 
Gold and Bitcoin have reacted similarly to ‘flight to safety’ type news with 
Bitcoin, albeit cryptocurrencies remain meaningfully more volatile when 
compared to esoteric commodities. It is worth noting that whilst we have 
limited historical price data on cryptocurrencies thus far, they have shown 
limited correlation to other asset classes (see table above), and thus can 
be viewed as a useful diversifier within a multi-asset portfolio.

Bubble territory?
Aside from portfolio considerations, investors face the challenge of returns 
having ballooned this year, with Bitcoin rallying four-fold and Ethereum up 
36x. Given unprecedented performance YTD, we view the broad market 
in bubble territory and it remains to be seen how long this will last. 

However, for those investors that have a high tolerance for risk, a small 
allocation to cryptocurrencies as part of a diversified portfolio makes 
sense. The trend in applicational use of cryptocurrencies is clear and we 
expect it to support prices over the longer term.

Comparing cryptocurrencies - implied volatility
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Regulation 
Another important consideration for investors is the regulatory backdrop, which remains in a state of flux. The most recent media noise concerned 
regulators banning initial coin exchanges (ICOs) in China as interest extended beyond the traditional crypto community. Bitcoin fell sharply on the news 
and whilst it has since largely recovered, it is highly likely that cryptocurrencies will come under further regulatory scrutiny as their application and user 
base expands. 

Practicalities – trading and storing
Major cryptocurrencies can be traded via CFDs and spread betting platforms, which avoids the technological hassle of direct investment. However, this 
approach comes with drawbacks given that are ‘take-profit’ constraints and the requirement for high margins. 

Otherwise, there are numerous (and commonly used) crypto exchanges such as. Coinbase and Kraken where users can set up an account in a matter of 
minutes. The exchange can also be used to store cryptocurrencies, albeit the most secure approach would be to hold assets ‘offline’ using a ‘keypair’ (a 
pair of alphanumeric ‘strings’ – both public and private), which can then be shared during the transaction process. 

Our preferred currency
Given the sky-high prices and speculative nature of cryptocurrencies we suggest that investors take caution when allocating to the ‘asset class’ at current 
levels. However, we do see value in holding a small allocation as part of a multi-asset portfolio and would recommend any position be constructed using 
a diversified portfolio of cryptocurrencies. 



dolfin.com92 | Dolfin Quarterly Investment Outlook - Q4, 2017 

IDEA: TECHNOLOGY – BUY “NON-FAANG” 
STOCKS

Implementation
Basket of single stocks

Investment 
horizon
6-12 months

Expected return
8-10% annually

Rationale
Investing in the “FAANG” stocks - the acronym for Facebook, Apple, Amazon, Netflix and 
Google (Alphabet) - has been one of the most successful trades in recent times Over a 
3-year period, the five FAANG stocks have delivered an average 29.6% annualised return 
(against 14.8% for the NASDAQ and 10.4% for the S&P 500).

Such extraordinary growth is reflective of the value-add investors ascribe to the 
technology sector (and potential for disruption) as well as the opportunity for investors. 

Whilst we do not take a negative view on the FAANG stocks over the long term, we have 
constructed a portfolio of technology stocks, with a similar exposure to technology-rated 
value-add with the diversifying benefit of lower correlation to FAANG stocks. 

This can be seen in the below chart, which shows the limited sector overlap. 

Idea specific risks

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

 – Technology experiences a 
broad sell-off, leading non-
FAANG stock prices to fall

Thematic

Furthermore, from a fundamental perspective, the non-FAANG stocks are trading at a lower multiple than FAANG stocks whilst also delivering a high 
return on capital (in this case shown as ROCE – return on capital employed). 

Non-FAANG - illustrative stock selection

Name Price YTD  
change %

Market cap  
(local ccy)

Next yr 
PE[1]

Next yr 
PEG[1]

ROCE 
N12M[1]

F-Score[1] Sector

MATCH GROUP INC 23.9 39.8  6,266,894,094 24.9 1.2 24.5 7.0 Online Dating
ALIBABA GROUP HOLDING-SP ADR 173.6 97.7  444,641,949,412 26.3 0.8 22.6 3.0 IT Infra & E-Marketing
JUST EAT PLC 682.5 17.0  4,638,450,630 30.1 0.8 19.1 6.0 Online Food Delivery
MICRON TECHNOLOGY INC 40.0 82.5  44,573,774,018 6.3 NA 32.0 8.0 IT Hardware
SCOUT24 AG 35.4 5.6  3,808,502,000 22.4 1.5 11.1 6.0 Online Listings
GODADDY INC - CLASS A 43.4 24.3  7,158,673,384 28.7 1.1 1.6 7.0 Web Services
ATEA ASA 104.5 35.6  11,141,965,665 15.4 0.7 20.3 6.0 IT Services
VERISIGN INC 106.5 40.0  10,640,553,852 24.6 2.8 95.6 7.0 IT Hardware
CARS.COM INC 26.8 #N/A N/A  1,917,872,980 26.1 NA 192.9 6.0 Online Listings
DELIVERY HERO AG 33.6 #N/A N/A  5,778,303,046 NA NA NA 6.0 Online Food Delivery

Average - non-FAANG 127.0 42.8 22.8 1.3 46.6 6.2
[1] Bloomberg
Average - FAANG 483.6 34.9 38.3 1.2 25.2
Source: Bloomberg, Dolfin research, September 2017 
 

FAANG vs. Non-FAANG - sector breakdown 
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IDEA: TECHNOLOGY – BUY “NON-FAANG” 
STOCKS (CONTINUED)

Thematic

FAANGS - illustrative stock selection

Name Price YTD  
change %

Market cap  
(local ccy)

Next yr 
PE[1]

Next yr 
PEG[1]

ROCE 
N12M[1]

F-Score[1] SubSector

FACEBOOK INC-A 169.5 47.3  492,134,138,314 24.6 1.3 39.5 8.0 Social Networking
APPLE INC 153.8 34.5  794,463,718,680 14.0 0.6 29.9 3.0 IT Hardware & Software
AMAZON.COM INC 959.2 27.9  460,775,228,911 58.9 1.3 15.6 6.0 E-Commerce
NETFLIX INC 177.0 43.0  76,424,022,185 73.7 1.3 13.9 2.0 Online Entertainment
ALPHABET INC-CL A 967.5 22.1  665,067,883,929 20.6 1.0 27.2 6.0 Search Ads

AVERAGE 485.4 34.9 38.3 1.1 25.2 5.0
[1] Bloomberg
Source: Bloomberg, Dolfin research, September 2017 
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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.  



Disclaimer
This is a financial promotion issued by Dolfin Financial (UK) Ltd (Dolfin). This document is for information purposes only and does 
not take into account specific circumstances of any recipient. The information contained herein does not constitute the provision 
of investment advice. It is not intended to be and should not be construed as a recommendation, offer or solicitation to acquire, 
or dispose of, any of the financial instruments and/or securities mentioned in this document and will not form the basis or a 
part of any contract or commitment whatsoever. Investors should seek independent professional advice and draw their own 
conclusions regarding suitability of any transaction including the economic benefits, risks, legal, regulatory, credit, accounting 
and tax implications.
The information in this document is based on public data obtained from sources believed by Dolfin to be reliable and in good 
faith, but no representations, guarantees or warranties are made by Dolfin with regard to accuracy, completeness or suitability 
of the data. Dolfin has not performed any independent review or due diligence of publicly available information regarding 
an unaffiliated reference asset or index. Dolfin does not have an obligation to update, modify or amend this document or to 
otherwise notify a reader thereof in the event that any matter stated herein, changes or subsequently becomes inaccurate.
This communication may contain trading ideas where Dolfin may trade in such financial instruments with customers or other 
counterparties. Any prices provided herein (other than those that are identified as being historical) are indicative only, and do 
not represent firm quotes as to either size or price. The past performance of financial instruments is not indicative of future 
results. You may get back less than the amount you invested. No assurance can be given that any financial instrument or 
companies described herein would yield favourable investment results.
Dolfin and or its affiliates may act as a principal or agent in the instrument(s) and or its derivative mentioned herein. Dolfin may 
perform or seek to perform investment banking, wealth management and or asset management service for issuers mentioned 
herein. Neither Dolfin nor any of its respective directors, officers or employees accepts any responsibility or liability whatsoever 
for any expense, loss or damages arising out of or in any way connected with the use of all or any part of this document. Dolfin 
may provide hyperlinks to websites of entities mentioned in this document, however the inclusion of a link does not imply 
that Dolfin endorses, recommends or approves any material on the linked page or accessible from it. Dolfin does not accept 
responsibility whatsoever for any such material, nor for any consequences of its use.
This document may not be reproduced, redistributed or passed on to any other person or published, in whole or in part, for 
any purpose, without the prior, written consent of Dolfin. The manner of distributing this document may be restricted by law 
or regulation in certain countries, including the United States. Persons into whose possession this document may come are 
required to inform themselves about and to observe such restrictions. By accepting this document, a recipient hereof agrees to 
be bound by the foregoing limitations.
Dolfin is the trading name of Dolfin Financial (UK) Ltd, a company authorised and regulated by the Financial Conduct Authority 
(552894) and registered in England and Wales, registered number 07431519.
Copyright © 2017 Dolfin Financial (UK) Ltd. All rights reserved.
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About Dolfin
Independent and unhindered by outdated technology or legacy thinking, Dolfin provides asset management, trading 
and custody solutions that combine investment expertise with digital agility. We empower financial intermediaries to 
exceed their clients’ expectations and grow their business with security, simplicity and speed. Our team shares strong 
values and a readiness to challenge convention. Together, let’s reimagine finance.

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




