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FROM OUR CIO

Vassilis Papaioannou 
CIO

Timing will be  
the most important 
element in 2017.

Pro-growth policies 
should give 
developed markets 
enough fuel to 
continue their run.

This kind of 
transparency 
challenges the 
conventions of our 
industry.

Improving macroeconomic data and a shift towards fiscal 
accommodation have increased expectations for 2017. 

Global equity markets finished strongly in 
2016 after recovering quickly from surprising 
political developments including the Brexit 
result, US presidential elections, and the 
Italian referendum.  

Bond markets were also positive (particularly 
the US high-yield space) despite the Fed’s 
recent hawkish rhetoric and a swathe of 
negative performances during the second 
half of the year. That said, most asset classes 
experienced increased volatility, particularly 
during the last quarter, as investors realigned 
their portfolios with the new reality and 
adjusted their expectations.

Pundits are now warning investors of the 
potential for severe disappointment since 
most asset classes have already discounted the 
majority of positive developments. Any minor 
setback in expectations should deliver the 
much-awaited correction.

While the doomsayers are myopic to a global 
Keynesian animal spirit and a real (not paper) 
growth scenario, I remain optimistic, albeit with 
a realistic and pragmatic focus on the data. The 
investment implications are what matter. That 
was true before the US presidential elections 
and it’s true today. Pro-growth policies (lower 
taxes, less bureaucracy) should give developed 
markets enough fuel to continue their run and 
capitalism will prevail.

So, are the pundits right, is the global 
economy a Potemkin village? The key 
variables that will help us answer that 
question are global inflation, the US fiscal plan 
and China’s economic performance.

 – Global inflation will determine monetary 
policies, affect the slope of yield curves, 
bond prices, currencies, commodities, and 
earnings potential for equities.

 – The US fiscal plan – together with Trump’s 
tweets and the status of trade agreements 
- will drive equities in particular. Bond 
yields have reached a secular low and from 
here the only way is up in the context of 
a growing global economy. The US dollar 
will be the key metric to focus on when 
it comes to the emerging market and 
commodities space. Although the dollar 

has upside potential, the pace of the ascent 
is equally important. A stronger dollar will 
put pressure on emerging equity and debt 
markets, but there are always opportunities 
that offer an interesting mix of favourable 
politics and growth dynamics (such as Brazil, 
India, and Russia).

 – China remains a puzzle, since the 
stabilisation of the economy must withstand 
the recent capital outflows and any 
potential conflict with the US on a political 
and trade level.

How to uncover opportunities in this 
environment? Since there are too many 
consensus views amongst investment 
professionals, timing will be the most important 
element for successful investing in 2017.

Trump’s win was a game changer and although 
markets have repositioned versus pre- election 
expectations, I think there is a lot more room 
for big moves in the various asset classes. So 
far, analysts have anchored their expectations 
to the 2007 ‘peak’; the consensus trades 
may lack foresight. We need to look beyond 
that. The new reality of ‘Trumpolitics’ will see 
billionaire decision makers shaping political 
thinking and governance. We are entering an 
era where voters will shy away from weighing 
up left vs right, liberal vs conservative, and 
focus instead on those that ‘can’ deliver rather 
than those that ‘can’t’. We expect this dynamic 
to play an increasingly important role in 
framing investment decisions in 2017.

Our quarterly outlooks have one goal: 
to provide you with valuable investment 
ideas that are thoroughly researched, 
judiciously reasoned, and whose subsequent 
performance we track and report on. That last 
point is critical. The transparency provided by 
our scorecards challenges the conventions of 
our industry - as does our use of technology, 
which we use to combine advanced 
quantitative techniques with our own macro 
analysis framework. These are just some of 
the ways we’re trying to reimagine finance.

Enjoy the read

Vassilis Papaioannou
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SCORECARD

A review of how the views and 
ideas from our Q4 2016 Investment 
Outlook performed.

Asset class Description Q4 
performance: 
Sep - Dec 2016

MACRO VIEWS

Equities Buy UK stocks 2.19
Buy European stocks 9.17
Buy US stocks 5.01

Fixed income Sell UK  
government debt

2.31

Sell European 
government debt

3.03

Sell US treasuries 3.00
Buy US high yield 1.41

Currencies Sell GBP 4.84
Sell EUR 7.41

INVESTMENT IDEAS

Equities Implement developed 
market smart beta 
strategies

2.00

Buy MIB / Sell IBEX 4.20
Buy emerging markets -6.84

Fixed income Buy US curve steepener 2.48
Long German / Short 
Italian debt

0.92

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

0.62

Commodities Buy crude oil 11.36
Buy copper / Sell gold 13.18

Currencies Leverage EUR volatility 18.67
Buy Mexican  
peso vs USD

-4.20

Sell Japanese  
yen vs USD

13.52

 Positive    Negative
Source: Bloomberg and Dolfin research, January 2017

All performance is shown in local currency, other than equity portfolios, which are denominated in USD

A review of how the ideas from  
our 2016 Annual Investment  
Outlook performed.

Asset class Description 2016  
performance,  
Dec 2015 - Dec 2016

INVESTMENT IDEAS

Equities Global income stock 
portfolio

5.70

Global value stock 
portfolio

13.36

Fixed income European high yield 
bonds

14.19

European high yield 
bonds (ETF)

7.96

US / European 
financials bonds

6.08

Oil and gas bonds 8.78
Convertibles (ETF) 10.56

Equities Global income stock 
portfolio

5.70

Currencies Sell EUR vs USD 3.60
Sell GBP vs USD 16.70
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OVERVIEW OF ASSET CLASSES

EQUITIES   

UK 	Positive A weaker British pound together with persisting global economic growth creates more 
tailwinds for the FTSE 100. Nevertheless, we remain vigilant with respect to a downturn in 
the economy.

Eurozone 	Positive European stocks still have room to outperform based on strong and steady economic 
fundamentals in the region, modest valuations and the ongoing quantitative easing programme.

US 	Positive US equities are still likely to perform well, fuelled by improved growth prospects for the economy, 
strong corporate profitability and better expectations for future earnings.

Emerging 
markets

	Neutral We are broadly negative on the emerging market space, but given higher oil price and more 
favourable political conditions we are constructive on Brazil, Russia, and India.

FIXED INCOME   

Government 
bonds

	Negative At current levels, government debt looks better value compared to a quarter ago, especially in 
the US, but we do not yet see attractive entry points in longer maturities in the US or Europe.

Investment 
grade bonds

	Neutral We are cautious with respect to US investment grade bonds, with spreads trading in line 
with European IG despite the increasingly late cycle business behaviour emanating from 
US issuers. In Europe, the ECB’s buying should continue to support spreads, although 
going forward we see less room for outperformance. In GBP, more muted interest rate risks 
together with an accommodative BoE will set a constructive tone for IG spread performance.

High yield 
bonds

	Positive High yield bonds with shorter maturity offer attractive valuations, both in Europe and the US. 
Healthy economic growth globally, a bullish tone in equity markets, and recovery in energy prices 
support our positive view.

COMMODITIES
  

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

Copper 	Positive Copper should continue to move higher in the first quarter, driven by increased demand 
from consuming industries as well as declining inventory.

Gold 	Negative We foresee a continued downward trajectory for gold, led by a hawkish US Fed and USD strength.

CURRENCIES   

US dollar 	Positive Higher growth prospects together with a more hawkish Fed should provide additional upside 
to the dollar.

Euro 	Negative Given the interest rate differential between Europe and the US, the Euro may well move 
towards parity (versus the dollar) over the course of the first quarter. Should this occur, we 
see value at these levels.

British pound 	Negative For the time being, the pound remains challenged by post-Brexit developments. Greater 
clarity should support the pound but we expect the weakening economy to act as a drag.

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

Emerging 
markets

	Neutral We are broadly negative on emerging market currencies, but we do see value in Brazil, 
Russia, and India due to idiosyncratic reasons.  
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Currencies Commodities

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Buy dollar index Emerging markets

Long future 
position to play 
US dollar strength 
on the back of 
positive economic 
fundamentals

Buy BRL and RUB 
versus the US dollar 
given positive 
fundamentals in 
the oil market

4-6 6-8

3 4

Futures Spot / Futures

Buy copper Oil income note Buy wheat /  
Sell soybean

Buy silver /  
Sell gold

Long future 
position to play 
copper strength 
on the back of 
fiscal stimulus and 
stabilising China

3-year reverse 
convertible linked 
to WTI crude 
NYMEX (WTI)

Pair trade idea 
based on the 
outperformance 
of wheat over 
soybeans on 
supply/demand 
characteristics

Pair trade idea 
based on the 
outperformance of 
silver over gold on 
better economic 
prospects and 
rising rates

8-10 16 6-8 6-8

5 4 4 4

Futures Structured product Futures Futures

Ideas

Equities Fixed income

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Buy Sweden /  
Sell Norway

Emerging markets 

Pair trade idea 
based on the 
outperformance 
of the Swedish 
index (OMX 
30) over the 
Norwegian index 
(OBX)

Basket of exchange 
traded funds (ETFs) 
in Russia, Brazil, 
and India

6-8 10-12

3 5

ETF / Futures Exchange traded 
funds (ETFs)

INVESTMENT IDEAS FOR Q1 2017

Buy credit  
single lines

Additional tier 1 US interest rates

Buy credit single 
lines

An improving 
fundamental 
story for financials 
supported 
by attractive 
valuations

1-year reverse 
convertible linked 
to the US 10-year 
swap rates

4-6 6-8 4-6

3 3 3

Single line bonds Single line bonds Structured product
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INVESTMENT IDEAS FOR Q1 2017

Equities

Ideas

Fixed income

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Idea

Rationale

Expected 
returns (% p.a.)

Risk grade (1-5)

Implementation

Buy global 
financials

Buy global 
infrastructure

Implement US 
smart beta 
strategy

A global basket 
of single stocks 
with a focus on the 
financial sector

A global basket 
of single stocks 
with a focus on 
infrastructure

A basket of single 
stocks in preferred 
US sectors: 
energy, financials, 
healthcare and 
industrials

8-10 8-10 8-10

4 4 4

Single stocks Single stocks Single stocks

Implement 
European smart 
beta strategy

Implement UK 
smart beta 
strategy

Buy Switzerland / 
Sell UK

A basket of single 
stocks in preferred 
EU sectors: autos, 
consumer, dividend 
and industrials

A basket of single 
stocks in preferred 
UK sectors;: 
consumer, energy, 
telecoms and 
utilities

Pair trade idea 
based on the 
outperformance 
of the Swiss index 
(SMI) over the UK 
index (FTSE 100)

8-10 8-10 6-8

4 4 3

Single stocks Single stocks ETF / Futures

Bobl vs. Buxl UK inflation – RPI 1 US inflation trade

Pair trade idea 
based on the 
outperformance of 
the 5-year German 
government bond 
(Bobl) over the 
10-year equivalent 
(Buxl) 

1-year income note 
referencing the UK 
retail price index 
(RPI)

5-year capital 
protected variable 
coupon note on 
US consumers 
price index (CPI) 

4-6 4-6 2-3

2 3 2

Futures Structured 
product 

Structured 
product 

Buy exotic bonds

Interesting 
alternative regions 
for investments with 
attractive yields

4-6

4

Single line bonds
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UNITED KINGDOM
The UK economy continues to do better than expected, 
supported by the ongoing efforts from the government 
and the central bank, but risks lie ahead. 

The economic picture looks less gloomy than was feared in the aftermath of the European 
Union membership referendum, with GDP rising by 0.5 per cent in the third quarter (QoQ). 
Consumer confidence remains buoyant, with retail sales beating estimates for the second 
consecutive month and expansionary manufacturing activity (PMI at 53.2 in November). The 
strong data during the fourth quarter most likely kept the GDP on a positive trend, but we 
expect weakness in 2017 primarily from the private consumption side.

UK GDP, Dolfin forecast

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

Q1 2017,  
Dolfin Forecast

Private consumption 2.7 3 2.6  

Fixed capital formation 0.3 1 1.2  

Government spending 2.1 1.1 0.8   

GDP 0.4 0.7 0.5  

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

Source: Bloomberg, Dolfin research, January 2017

The ongoing fiscal support in spending and investments should provide some comfort to 
declining private consumption. The notable 0.9 per cent increase in fixed capital formation 
during the third quarter (in line with our forecast back in the summer vs consensus estimates 
of -1.1 per cent) highlights the government’s efforts. The government made the greatest 
contribution to overall investment spending in the UK and this trend is likely to persist given 
wider fiscal deficit projections presented by the current administration.

UK gross fixed capital formation (GFCF, GBP mn, QoQ change)

Net GFCF Public Contribution Private Contribution

Q2-Q3 2015 Q3-4 2015 Q4 2015-Q1 2016 Q1-Q2 2016 Q2-Q3 2016

-1,000

-500

0

500

1,000

2,000
GBP mn

1,500 Increase: exclusively private

Post-Brexit developments

Source: Office for National Statistics, Dolfin research, January 2017 

MACRO OUTLOOK
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Nevertheless, we expect some support from the private sector in 2017 as the proposed 
corporate tax rate cuts come into effect, we get more clarity on the terms of Brexit (once official 
negotiations start in March) and attractive sterling-denominated assets lure foreign capital after 
the sharp currency depreciation.

Overall, we expect weakness in GDP in the second quarter of 2017 based on our in-house 
analysis. We used the lagged path of the yield difference between the 10-year UK government 
bond and the 3-month UK Libor as a predictive variable to estimate the future path of UK GDP. 
The lagged path of the curve has proven a good predictor in the past for capturing fluctuations 
in aggregate output. For the next six months we expect some weakness in the UK economy 
although the recent steepness in the curve has provided some comfort regarding the future.

UK GDP growth vs Dolfin forecasting model

Curve lagged path, % change, YoY (LHS) UK GDP, % change, YoY (RHS)

Dec-07 Jan-09 Jan-11 Jan-12 Jan-14 Jan-15 Jan-16 Jan-17

-3 -8

2

0

-2

-4

-6

2
1
0
-1
-2

3
4
% change YoY UK GDP % change YoY  

Source: Bloomberg, Dolfin research, January 2017

Past performance is not a guide to future performance.

Turning to monetary policy, policymakers – as expected - maintained their focus on the 
incoming data and readjusted their policy from an easing bias to a more neutral stance. The 
recent strong data does not deviate significantly from the economic expectations by the Bank 
of England. Unemployment held at 4.8 per cent for the second consecutive month versus 
a forecast of 4.9 per cent, and inflation reached 1.2 per cent YoY in November vs a 1.3 per 
cent BoE expectation. At this stage, inflation at its two-year high remains the key indicator to 
watch for a potential overshoot over the medium term, mainly due to severe British currency 
depreciation during 2016. Our two main inflation models for the UK - CPI and RPI - suggest 
continued upward movement in the next quarters. The RPI model is based on the lagged 
fluctuations of the GBPUSD exchange rate, while the CPI model is a naive autoregressive model 
monitoring the past changes of the CPI itself.

UK inflation vs Dolfin auto-regression model

Dolfin AR model, % change YoY UK CPI, % change, YoY

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

0

3

2

1

4

5

Dolfin
forecast

% change YoY

Source: Bloomberg, Dolfin research, January 2017 
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UK RPI vs Dolfin forecasting model

Dolfin model, % change YoY UK RPI, % change, YoY

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

0

3

2

1

4

6

5

Dolfin
forecast

% change YoY

Source: Bloomberg, Dolfin research, January 2017 

Inflation remains the big unknown and the most important variable in the policy makers’ 
decision matrix as its future course will affect the interest rate policy, the UK Gilts, and the 
exchange rate.

The BoE has emphasised its low tolerance for inflation overshooting and this constitutes bad 
news for those bonds most sensitive to interest rate hikes (shorter maturities). In addition, in 
performing empirical research and constructing a quantitative framework that incorporates 
impulses from fixed capital formation and the equity market, we believe that 10-year yields will 
also rise, thus we maintain our negative view on the gilt market.

UK gilts vs Dolfin forecasting model

UK Gilts, index level Dolfin Capital Formation-FTSE model

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

100

120

110

130

140

Dolfin
forecast

index level 

Source: Bloomberg, Dolfin research, January 2017 

Turning to the UK pound, things become increasingly complicated as we must perform a 
balancing act between quantifying the political factor as a major determinant and discounting 
monetary policy actions, hence interest rate, inflation and growth rate differentials. To shed 
some more light, we have developed two FX forecasting models; one for the GBPUSD and 
one for the GBPEUR. The first is based on gilts as a predictor and delivers negative view for 
the coming quarter. The second model is based on the lagged impact of the GBPUSD and 
also produces a negative forecast. The negative quantitative assessment incorporates also the 
negative momentum in the pound since the Brexit vote and although we see some value; our 
view is that ahead of the official Brexit negotiations, volatility will persist given that the BoE pays 
no attention to the currency value per se.
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GBP/USD exchange rate vs Dolfin forecasting model

GBP/USD Dolfin Gilt-based model

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

1.2

1.6

1.4

1.8

2
Dolfin

forecast

GBP/USD

Source: Bloomberg, Dolfin research, January 2017 

GBP/EUR exchange rate vs Dolfin forecasting model

GBP/EUR Dolfin GBP/USD-based model

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

1

1.3

1.2

1.1

1.4

1.5

Dolfin
forecast

GBP/EUR

Source: Bloomberg, Dolfin research, January 2017 

On the equity markets, the FTSE 100 has traded so far at the expense of the currency and in 
anticipation of a friendly EU divorce, because any other outcome would be a lose-lose outcome 
for both the UK and the EU. We share this view, but with timing being a very important element 
of investment decisions, we present the following model. The FTSE 100 is well explained by the 
state of GDP and the average course of the economic activity acts as a good predictor for the 
equity market.

FTSE 100 vs UK GDP

FTSE 100, index value (LHS) UK GDP, % change, average, 4 quarters (RHS)

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

5,000 0.2

1

0.8

0.6

0.4

6,500

6,000

5,500

7,000

7,500

Dolfin
forecast

index level % change 

Source: Bloomberg, Dolfin research, January 2017 
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Given the macroeconomic picture of the UK economy and the negative correlation of the FTSE 
100 index with the pound, we choose to keep a neutral stance for the overall quarter and 
anticipate a positive start at the beginning of the period.

To conclude, a significant divergence between economic data and forecasts could change 
policymaker rhetoric. However, for the quarter ahead, any moves by the BoE look unlikely to 
us as the government will have to play the first hand in the Brexit negotiations. The UK Prime 
Minister, Theresa May, has announced her intention to trigger Article 50 by the end of March 
2017 and a Brexit plan needs to be presented or even voted on in Parliament. Hard Brexit 
does not look the most likely scenario to us, given that the smooth divorce process is in the 
interests of both the EU and the UK. On the negotiation level, the UK may use its EU budget 
contribution as one negotiation weapon in exchange for access to the EU financial services (EU 
passporting). The UK has the highest value of exports of services to member countries (EUR 
123 billion of exports equivalent to 12% of the EU-28 total), and as a net exporter, access to the 
single market becomes an integral part of the negotiations.

UK property market overview
Following the Brexit vote, the UK residential property market has remained resilient, (following a 
multi-year boom in the asset class, especially in London), and 2016 was the first year since 2008 
when London house price growth was slower (3.7%) than that of the UK more broadly (4.5%). 
More sanguine conditions for domestic home buyers, currency depreciation (encouraging cross 
border transactions) and ever-limited supply of housing across the country have supported the 
UK property market. Overall, house price growth across the UK is still positive, despite a slow 
down towards the end of 2016.

We observe particular dynamics in the residential market.

Firstly, UK regions have finally overtaken London in house price growth. On the one hand, 
property investors are gradually moving to regions where better yields can be expected. On the 
other hand, Brexit and recent increases to stamp duty have created headwinds for the London 
residential market, especially in the ‘prime’ segment. Nevertheless, international perceptions 
of London as an attractive place to do business, with its language, legal and cultural benefits 
remain intact.

Prime central London by area

Tower Bridge
0.2%

City & Fringe
2.2%

Islington
-1.1%Kings Cross

-3.1%

Marylebone
-3.2%

Mayfair
-3.2%

Belgravia
-3.1%

Knightsbridge
-6.9%

Riverside
-7.6%Chelsea

-12.6%

South Kensington
-6.2%

Kensington
-9.1%

Notting Hill
-8.0% Hyde Park

-11.2%

St John’s Wood
-2.3%

Source: Knight Frank research, January 2017 
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Secondly, there have been more optimistic prospects for the affordable housing segment, given 
the help of recent governmental policy. The Help-to-Buy scheme has helped to sustain positive 
momentum amongst home buyers, and not surprisingly, demand for units with price below GBP 
600,000 is sound and is likely to remain so fueled by historically low rates in the country.

UK residential house price growth

London YoY Property Price Growth Nationwide YoY Property Price Growth

Q4
2004

Q4
2005

Q4
2006

Q4
2007

Q4
2008

Q4
2009

Q4
2010

Q4
2011

Q4
2012

Q4
2013

Q4
2014

Q4
2015

Q4
2016

-20%

10%

0%

-10%

20%

30%
% change YoY 

Dolfin
forecast

 
Source: Nationwide, Dolfin research, January 2017 

Finally, the national housing picture has improved in recent years, with housing starts and 
completion rates on an upward trajectory and mortgage approvals way above the levels of 
2008. This longer-term trend is countered by a sharp decline in the number of transactions seen 
in summer 2016 (the second largest drop since the end of 2007), which appeared to be driven 
by a confidence slowdown given Brexit uncertainty. Nevertheless, the UK economy proved to 
be resilient after the vote and further drastic drops in the number of transactions seem unlikely.

Total UK residential property transactions

Not seasonally adjusted Seasonally adjusted

Nov-05 Nov-06 Nov-07 Nov-08 Nov-09 Nov-10 Nov-11 Nov-12 Nov-13 Nov-14 Nov-15 Nov-16

40k

100k

80k

60k

120k

140k

160k
no. of residential property transactions

 
Source: HM Revenue and Customs, Dolfin research, January 2017 

As we move into 2017, the UK economy, together with the housing market, is likely to keep 
some momentum in the beginning of the year, followed by a potential slowdown in March due 
to a potential fragility of business and consumer confidence created by the turbulence around 
invoking Article 50. Nevertheless, the likelihood of a significant price correction is slim in our 
view as we see no sound fundamental reasons for it.
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UK housebuilding starts and completions, ‘000 units

Not seasonally adjusted Seasonally adjusted

Jun-06 Jun-07 Jun-08 Jun-09 Jun-10 Jun-11 Jun-12 Jun-13 Jun-14 Jun-15 Jun-16
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Source: Bloomberg, Dolfin research, January 2017

UK mortgage approvals, mn GBP
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30k
35k

 
Source: Bloomberg, Dolfin research, January 2017

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Weaker British pound together with ongoing global economic growth creates 

more tailwinds for the FTSE 100. 

Fixed income: 
Government 
debt

	Negative  – UK government debt is likely to stay under pressure as the BoE shows a low 
tolerance for an inflation overshoot.

Fixed income: 
Corporate 
debt

	Neutral   – Interest rate risks, together with an accommodative BoE, will set a muted tone 
for investment grade spread performance.

Currencies 	Negative  – British pound could muddle through challenged by stronger US dollar and 
uncertainties around Brexit developments going into March.
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EUROPE
The European economy remains on course for recovery, 
supported by firm fundamentals and a dovish monetary 
stance. 

A sufficient number of data points show that the macroeconomic picture keeps improving. 
Eurozone inflation is mostly on track, with consumer prices reaching the highest levels 
since April 2014 (0.7 per cent based on November estimates), and economic growth is 
steady, despite the political headwinds. The DAX (German equity index) discounts positive 
developments for the Eurozone economic activity with GDP expected to move significantly 
higher than current levels.

DAX index vs European GDP 

DAX Index (LHS) EU GDP, % change, QoQ (RHS)

Mar-11 Mar-12 Mar-13 Mar-14 Mar-15 Mar-16 Mar-17

5,000 -0.5

0.9
0.7
0.5
0.3
0.1

-0.1
-0.3

10,000
9,000
8,000
7,000
6,000

11,000
12,000

 Dolfin forecast

DAX index % change in GDP, QoQ 

 
Source: Bloomberg, Dolfin research, January 2017

We expect steady gains across all sub-categories (predominantly higher exports and higher 
investments) and further improvement in overall economic activity. Weaker currency together 
with an expansionary monetary policy by the European Central Bank will provide the necessary 
conditions for favourable economic developments.

European GDP, Dolfin forecasting model

Eurozone GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017, 
Dolfin Forecast

Private consumption 1.9 1.7 1.6  

Fixed capital formation 2.4 3.6 3  

Exports 2.4 2.5 2.2   

GDP 0.5 0.3 0.3  

Source: Bloomberg, Dolfin research, January 2017
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Moreover, PMI levels point to an expansionary manufacturing activity (highest levels in the 
last two years) with strong readings in the core and periphery countries of the union. During 
the fourth quarter, all major European economies have performed well with France and Italy 
recovering quickly from a short-lived slump in September. 

European manufacturing PMI (the number above 50 indicates expansion)

Country September October November December

European Union 51.9 52.9 53.4 53.5

Eurozone 52.6 53.5 53.7 54.9

Germany 54.3 55 54.3 55.5

France 49.7 51.8 51.7 53.5

Italy 49.8 51 50.9 52.2

Spain 51 52.3 53.3 54.5

Source: Bloomberg, Dolfin research, January 2017

The recovery in the periphery strengthens the case for a broad-based economic expansion with 
Spain and Italy at the epicentre. Spain is showing lower unemployment rates (currently 18.9 
per cent - the first time it has been below 20 per cent since 2010) and stable economic growth. 
Similarly, the Italian economy remains on an upward trajectory with Italian businesses in the 
survey being the most optimistic they have been in over a year. Additionally, the Bank of Italy’s 
most recent financial stability report highlights the declining vulnerability of both households 
and businesses, given low levels of indebtedness and improving balance sheets despite the 
recapitalisation needs of the major banks.

Furthermore, monetary policy remains supportive to European economic growth with no major 
change in the inflation outlook. The ECB has extended its Asset Purchase Programme (from 
April 2017 until the end of the year), albeit reducing its size from EUR 80bn to EUR 60bn per 
month. We see this decrease as a reasonable step and the ECB decision in line with our own 
forecasts. We forecast the EU CPI using as explanatory variables the Bund and crude oil prices. 
We use also the Bund yield as an auxiliary variable to assess the level of the inflation. We expect 
a modest pick-up in inflation during the first quarter only to fall back in the subsequent periods. 
The negative inflationary outlook (which was the reason for the last increase in the programme 
in March this year) is more a tail risk but there is no firm evidence to suggest early withdrawal of 
the monetary measures.

European inflation vs Bunds, crude vs Bund yield

 European Inflation, % change Yoy Bunds, Crude Bund Yield, %
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Well anchored inflation expectations, political uncertainty amid elections in major member 
countries, and widening interest rate differentials between the US and Eurozone put downward 
pressures on the EURUSD exchange rate. We maintain our negative view, for reasons 
mentioned above as well as our proprietary model that receives important information from 
EU CPI and crude oil. Nevertheless, the continued improved macroeconomic situation in the 
Eurozone keeps us alert to buy the EURUSD below parity.

EUR/USD exchange rate vs Dolfin forecasting model

 EUR/USD Dolfin model based on CPI and crude oil price performance
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At the last ECB meeting in December, the governing council also decided to keep its options 
open for buying sovereign bonds with a shorter maturity (up to one year) and lower yields 
(below the deposit rate of -0.4 per cent). This decision has implications for the sovereign market 
with a potential for a steepening of the European yield curve, but without pushing the long 
end too far. In this context and using a multi-factor model using EURSUD and EU consumption 
as variables, we keep a neutral view on the German 10-year government bonds (Bunds). The 
global trend of steepening yield curves should counter balance low inflation expectations in the 
case of the German Bunds. We believe the normalisation in European rates has not started yet, 
but it should take place during 2017.

Bunds vs Dolfin forecasting model

 Bunds index level Dolfin model based on EUR/USD exchange rate consumption
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Turning to equities, we remain positive across the board not only because of the favourable macro 
environment but also due to attractive valuations. In addition, our forecasting model based on EU 
exports, inflation, and Bunds suggests the German DAX index still has room to grow.
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DAX index vs Dolfin forecasting model

 Dax index Dolfin model based on Exports, CPI and Bunds
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In terms of political developments, the European calendar looks busy in the coming year, with 
elections in the Netherlands and France looming from early spring. In France, the nationalist 
party looks strong in the opinion polls and will most probably make it to the second round. 
Nevertheless, despite getting a boost from a global populist vote trend, Leader of the National 
Front, Marine Le Pen, is unlikely to win the presidency and our bet remains on Republican 
nominee, Francois Fillon. Italy is also going to stay on our radar with possible early parliamentary 
elections although now we see more clarity in the country, compared to the situation in November 
before the referendum. In short, we don’t expect the current political developments to be a game 
changer, but economic fundamentals will drive asset classes in the coming quarters.

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – European stocks still have room to outperform based on strong and steady 

economic fundamentals in the region, modest valuations and ongoing 
quantitative easing programme.

Fixed income: 
Government 
debt

	Negative  – We see potential for a steepening of the European yield curve. Adjustments 
to the quantitative easing programme could favour the short end of the curve, 
while higher inflation expectations might push yields higher on the long end.

Fixed income: 
Corporate 
debt

	Neutral   – Compressed yields in the European investment grade universe will continue 
with the support of the Corporate Sector Purchase Programme by the ECB. 
Whilst, the asset class enjoys low default rates, valuations are rich.

Currencies 	Negative  – We expect the downtrend in EURUSD to continue in the coming quarter based 
on interest rate differentials and political uncertainty in Europe.
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UNITED STATES OF AMERICA
The US economy finishes the year on an upbeat note, with 
solid data released last quarter and improving growth 
prospects, driven by Trump’s win. 

We see several reasons for a continuing expansion in the economic cycle of the biggest economy. 
GDP has been growing at the fastest pace since 2014 and the latest annualised estimate reached 
3.2 per cent for the third quarter of 2016. Labour market conditions remain strong, supported by 
the lowest unemployment rate since 2007 (4.6 per cent in November). During the third quarter, we 
saw improvement in fixed capital formation and government spending together with normalisation 
of private consumption. We expect consumption to pick up in the first quarter of 2017 and remain 
elevated pending Trump’s plan to deliver above 4 per cent growth.

US GDP, Dolfin forecast

US GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Private consumption 1.6 4.3 2.8  

Fixed capital formation -3.3 -7.9 2.1   

Government Spending 1.6 -1.7 0.2  

GDP 0.8 1.4 3.2  

Source: Bloomberg, Dolfin research, January 2017

Trumps victory proved to be a game changer in terms of expectations not only for growth but 
also inflation. Inflation remains on an upward trajectory, and growth in personal consumption 
expenditure is approaching the Fed’s target of 2 per cent (1.7 per cent in November). Generous 
spending on the fiscal side, continuing gains in employment and growing real disposable income 
should continue to feed through into inflationary expectations. Further upward pressure will result 
from deterioration in the US-China relationship or further depreciation of the Chinese currency.

We analyse the impact of the Chinese currency by using the CNY as a leading indicator and expect 
inflationary pressures to build up in the US as China exports inflation to the rest of the world and 
the major net importing countries.

US Inflation vs Dolfin forecasting model

 
US Inflation, % change, YoY (LHS) Dolfin model based on CNY exchange rate (RHS)
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US inflation and the US dollar are the key variables in determining the future course of equities and 
bonds. Much is at stake depending on the delivery of Trump’s promises on fiscal and trade policies. 
Should Trump jeopardise the relationships with China and Mexico by imposing tariffs on imports, it 
could have potential implications for global trade, the dollar and emerging markets. On the other 
hand, a prudent but expansionary fiscal policy would boost domestic activity and help the economy 
grow further.

Obviously higher inflation expectations have direct impact on interest rate policy and the dollar. 
The Federal Reserve raised key interest rates by a quarter point in December and hinted at three 
potential hikes this year without factoring in Trump’s election campaign promises. The official plan 
of the Trump administration will provide more information about future growth and inflation, thus 
any major changes would create idiosyncratic cases for future changes in monetary policy.

Regarding the dollar, we remain positive and present a rolling vector autoregressive model based 
on the US GDP components. The model considers the lagged effects of consumption, investments, 
government spending, and net exports and points to further dollar strength in the coming quarter 
as a reflection of stronger US economy on the back of Trump administration pro-business policies.

Dollar index vs Dolfin forecasting model

Dollar Index value Dolfin GDP components Model
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At this stage, it is useful to highlight the importance of the US yield curve and the evolution of 
the US 10-year government yield. The historical chart of the 10-year yield shows the level of 
normalisation that lies ahead. The multi-year downtrend ends at the same time as unprecedented 
monetary policy and the switch to fiscal expansion. The US 10-year yield in the area above 3 
per cent will signal a reversal of the established trend with significant consequences for a wider 
re-pricing of asset classes and re-balancing of portfolio allocations. We expect the yield to move 
towards such key levels during 2017, something the bond market has not yet priced in. Another 
important factor in assessing the state of the economy is the slope of the yield curve. We maintain 
the view that the long end of the curve will initially rise faster than the short end, with significant 
positive implications for the financial sector. However, once the 10-year reaches 3 per cent, with 
the Fed in hawkish mode, curve flattening should eventually prevail as the Fed hikes more quickly 
to counter accelerating inflation expectations, causing shorter maturity government bonds to 
underperform.

On the equities side, strong corporate profitability and the upward revision of future earnings 
growth suggest that we remain on an uptick in the business cycle. In the third quarter, earnings 
growth marked positive year-on-year growth for the first time in the last five years - the earnings 
growth rate for S&P 500 is 3.2 per cent. Two important graphs point out the positive expected 
performance for the US equities in the coming quarters. First, the high positive correlation of 
S&P 500 with debt to GDP indicates that an expansionary, albeit prudent fiscal policy (under the 
hawkish eye of a Republican Congress) should provide the bedrock for further earnings growth and 
higher equity valuations.
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S&P 500 vs US debt/GDP ratio

S&P 500, index value (LHS) US Debt/GDP, % ratio (RHS)
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Second, our proprietary model on serial autocorrelation, taken jointly with the major 
macroeconomic variables suggests further advance for the major US equity index. We monitor 
closely the developments in industrial production, manufacturing activity and the slope of the US 
yield curve.

S&P 500 vs Dolfin model

S&P 500, index value Dolfin model 
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Overall, we remain optimistic for US equities and the dollar, although the devil is in the detail that 
should become clearer during the first 100 days of the new Trump administration.

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – US equities should outperform, fuelled by the improved growth prospects for 

the economy, strong corporate balance sheets and better expectations for 
future earnings.

Fixed income: 
Government 
debt

	Negative  – US government debt still looks expensive to us. We expect 10-year yields to rise 
on the back of higher growth prospects. Given the Fed’s intention to raise rates 
three times this year, we remain cautious on the shape of the curve during 2017.

Fixed income: 
Corporate 
debt

	Positive  – While higher grade corporate issues are richly valued, shorter-dated high 
yield offers attractive opportunities. High yield debt is likely to benefit from 
healthy economic growth in the US, a recovery in energy prices and strong 
corporate sector.

Currencies 	Positive  – Higher growth prospects together with a more hawkish Fed should provide 
additional upside to the dollar.
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JAPAN
Japan experienced volatility in its economic performance 
during 2016 with GDP falling from 2.8 per cent in the first 
quarter to below 1 per cent in the last quarter (QoQ). 
Investments and exports were the components of the GDP 
with the highest fluctuation attributed primarily to the 
Japanese currency.  

For the last quarter we expect further adjustment in the macroeconomic variables, although 
improvement is expected in the first quarter of 2017 as the below table shows.

Japan GDP, Dolfin forecast

US GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Private consumption 1.6 0.9 1.3  

Fixed capital formation -1.2 5.6 -1.4   

Government Spending 3.5 -5.2 6.5  

GDP 2.8 1.8 1.3  

Source: Bloomberg, Dolfin research, January 2017

A weakening yen, improving exports and manufacturing, as well the level of inflation are expected 
to affect the economic output. We have incorporated the major variables and project improvement 
in the quarterly performance of the GDP.

Japan GDP vs Dolfin forecasting model

 GDP, % change YoY Dolfin forecasting model 
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Turning to inflation and despite a negative read of -0.5 per cent in Q3, CPI is expected to move 
above 0 per cent in the first quarter of 2017. We incorporate changes in the yen versus the US 
dollar and the euro to capture any effects on inflation, thus expecting inflation to hover around 0 
per cent.
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Japan CPI vs Dolfin forecasting model

 Japan CPI, % Dolfin forecasting model 
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In its December outlook, the Bank of Japan supported a more positive outlook on inflation, citing 
domestic demand and a pickup in exports (result of the depreciating currency) as determinants of 
the more favourable picture for the price level. Alongside the central bank, December’s Tankan 
survey, which monitors business sentiment amongst Japan’s large manufacturers, also printed a 
large boost in confidence.

The BoJ continues to be highly supportive with a dual objective of both anchoring JGB yields at 
around 0 per cent (through the ‘yield targeting programme’) and continued purchases of JGBs (at 
¥80,000bn per annum).

Japan government bond yield vs Dolfin forecasting model

 Japan Government Bond Yield, % Dolfin forecasting model 
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Analysing the effect of the equity market and using Nikkei as a predictor for the Japanese 10-year 
yield, we are aligned with the BoJ and expect any pick up in the yield  to be short-lived.

Despite the positive expectations regarding inflation, we continue to hold a negative view on the 
yen against the US dollar (mainly due to interest rate differentials) and the euro (the necessary 
boost to Japanese exporters). The Japanese currency needs to remain weak to boost corporate 
profitability, exports and the equity markets.

The equity market moves at odds with the currency and the expected further depreciation in the 
yen should provide more room for the equities to grow. Also, the ongoing exchange traded fund 
purchasing programme of the BoJ should provide a floor to the equity market.
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Further depreciation of the yen should drive equities higher in the first quarter.

Fixed Income 	Neutral   – We remain neutral based on the BoJ’s commitment to keeping yields at zero.

Currencies 	Negative  – Interest rate differentials (versus other developed markets) and the BOJ’s 
commitment to boosting exports and corporate profitability point to a 
weaker yen.
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AUSTRALIA 
We believe the recent drop in Australian GDP growth 
(-0.5 per cent in the third quarter) will be temporary. In the 
beginning of 2017, Australian growth is likely to be supported 
by stabilisation in China, recovering commodity prices, 
weakening currency (on the back of supportive monetary 
policy) and steady household consumption.   

Using industrial commodities and the currency as variables, we run a rolling vector autoregressive 
model to estimate the future path of the Australian GDP. We expect the economic activity to stabilise 
and move higher in the coming quarters with some headwinds in the second half of the year.

Australian GDP vs Dolfin forecasting model

 Australian GDP, % change, YoY Dolfin forecasting model 
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On a contemporaneous base, the aggregate output is positive correlated to copper and negatively 
correlated to the AUDUSD. This is also in line with our analysis of higher copper prices and 
weakening currency in the medium term.

For the currency in particular, we saw the Reserve Bank of Australia cutting rates two times this 
year, and any reversion in the direction of monetary policy is not on the horizon given that the 
medium-term average inflation in Australia remains muted and below the 2-3 per cent target set by 
the RBA. The Australian dollar acts as the stabiliser of the domestic economy and the transmission 
mechanism for positive or negative developments.

Australian dollar vs commodity basket

 AUD/USD currency exchange (RHS) Commodities basket (LHS)
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For the quarter ahead, we remain positive for copper and crude oil, but negative for gold. 
Hence, from a commodities perspective we remain cautious and monitor the performance of the 
underlying commodities.

Turning to econometrics, we analyse the lagged effects of gold, copper, and New Zealand dollar on 
the AUDUSD. The model calibration captures the evolution of the currency pretty well and delivers 
negative assessment for the coming quarters.

Australian GDP vs Dolfin forecasting model

 AUD/USD currency exchange (RHS) Dolfin forecasting model (LHS)
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Moreover, the inflationary outlook shows that there is no significant pick-up in consumer prices any 
time soon (stays around 1.5-2 per cent for next year, based on the RBA’s and consensus estimates). 
We estimate the evolution of the consumer prices using as proxies the equity market and the 
AUDUSD. Our analysis delivers similar results to the RBA.

Australian dollar vs Australian CPI

 Australian CPI Australian dollar
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The housing market has stabilised, compared to the situation in 2015, and this should provide 
some comfort to domestic demand. Higher housing prices together with stricter lending 
requirements for households led to a lower private credit growth and effectively a slowdown in 
demand for properties.
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Household loan growth has been slowing down on the back of lower mortgage approvals

 
Australian housing loans outstanding, QoQ %, 12 month moving average (LHS)
Mortgage loan approvals index, rebased at 100: Jan 2004 (RHS)
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Meanwhile, Australian export growth together with corporate profitability is still blowing hot 
and cold. November export volumes finally touched above their 5-year average growth, due to 
acceleration in resource exports. Nevertheless, we need to see an established trend in Australian 
exports before drawing firm conclusions. Developments in China (the main trading partner for 
Australia) and positive dynamics in commodity prices (with natural gas and mineral resources 
representing the major part of Australian resource exports) are likely to provide a further upward 
push to exports. On the other side, corporate profitability has been trending lower, but we expect 
accommodative monetary policy and any structural reforms to reverse this trend.

Australian exports vs corporate profitability
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Turning to the equity market, we highlight the importance of the Australian and Chinese GDP, 
exports, as well as the domestic currency as influential factors. Modelling the performance of the 
ASX based on lagged impulsed from the aforementioned variables, we receive positive expected 
perfromance of the Australian equity index.
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Australian stock market vs Dolfin forecasting model

 Australia Equity Market Dolfin forecasting model
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ASSET CLASSES: MACRO VIEW
Equities 	Positive  – A stabilising Chinese economy and positive outlook for commodities should 

provide further upside to Australian equities.

Currencies 	Negative  – We remain negative on AUD due to no significant pick-up in consumer 
prices coupled with the negative outlook for gold.
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CHINA 
China is moving into the new year with an element of stability 
in economic growth. Composite PMI numbers are at their 
highest levels so far this year (composite PMI reached 52.9 in 
November), retail sales hit 10.8 per cent in November (also 
a year-to-date high) and GDP sits comfortably within the 
Chinese government’s long-term economic target of 6.5-7 
per cent - the third quarter produced a GDP figure of 6.7 per 
cent, the same number seen in the previous two quarters.    

Furthermore, year-on-year Chinese export growth, which was -10.5 per cent in the third quarter, 
reached 0.1 per cent in November, a notable improvement. We expect investments and GDP to be 
constructive in the first quarter of 2017, as a reflection of stronger fundamentals despite the rapid 
depreciation in the currency. Also, inflation should move around today’s levels on an upbeat tone, a 
sign of the stabilising economy.

China GDP, Dolfin forecast

China GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Fixed capital formation 10.7 9 8.2  

GDP 6.7 6.7 6.7  

Source: Bloomberg, Dolfin research, January 2017

Undoubtedly, the biggest question mark surrounds the Chinese currency, which has been on a 
depreciating path since August 2015. The Chinese renminbi had a strong correlation to GDP 
growth up to mid-2014. However, this relationship has lost relevance in recent years, with the 
renminbi acting more as a stabilising feature against a ‘hard landing’ in the economic data.

China GDP vs Chinese currency

 

Mar-11 Mar-12 Mar-13 Mar-14 Mar-16Mar-15

6.00

8.00

7.00

9.00

10.00

11.0

6

6.2

6.6

6.4

6.8

7

CNY currency (RHS)China GDP YoY

GDP % YoY CNY currency

Source: Bloomberg, Dolfin research, January 2017

Given the higher rate expectations in the United States, consensus view expects that the renminbi 
will depreciate further in the first quarter, driven by outflows. The threat to this view centres on 
capital controls imposed by the Chinese authorities, who have been intervening in the currency 
market to halt the renmimbi’s decline. As well as clamping down on Chinese investors’ ability to 
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invest outside of the country, China has been selling US treasuries to manage any weakness (as 
of October 2016, it held $1.12 trillion). Whilst this remains an important policy tool, it is worth 
highlighting that selling of US treasuries has not been effective over the past few quarters.

The Chinese equity index has historically acted as a leading indicator of directionality in the 
currency. This model suggests that the renminbi needs to normalise in the next quarters, although 
US President-elect Trump’s recent rhetoric and future political confrontations suggest the opposite.

Shanghai index lagged path vs Dolfin forecasting model

 Dolfin model based on CNY value (RHS)Shanghai Index Lagged Path, index value (LHS)
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After 20 January, we will see the first signs of Trump’s trading stance with China. Given the recent 
appointment of several trade hawks to Trump’s council (and notwithstanding the onslaught of 
tweets from the President-elect himself) it is certainly possible that Trump will act on his campaign 
promise to instigate higher tariffs on China. These actions, and the resultant reaction from China, 
could have wide-reaching repercussions both for China and global trade in 2017; China is the 
United States’ largest trading partner.

Aside from currency speculation, we note that China is slowly moving towards a consumption-led 
economy. This can be seen in Chinese credit growth; aggregate financing (the broadest measure 
of Chinese lending) has reached the highest level since March at 1.72 trillion yuan ($252 billion), 
nearly double the 896.3 trillion yuan seen in October. This credit growth is accompanied by familiar 
concerns around the shadow economy as well as the housing sector, which has continued an 
upward trajectory, growing 10.1% year-on-year. 

These fears aside, there are signs of a shift toward the consumer.

China GDP & Alibaba China revenue

 China GDP, % change, YoY (LHS) Alibaba China Revenue, RMB, quarterly average (RHS)
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Overall, we remain cautiously optimistic regarding China given its footprint in the global economic 
arena. A protectionist trade policy by the Trump administration will create volatility in the emerging 
market space and it’s unclear whether the US will reap major benefits from this move. Globalisation 
has strong roots and turning the tide around might prove to be an illusion and a reminiscent of an 
anti-establishment, populist rhetoric during a US presidential election campaign.
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INDIA 
India looks set to remain the fastest country in the G20 in 
2017, given the annual growth projections of over 7 per cent 
next year. In the third quarter, India grew 7.3 per cent year-on-
year, with exports experiencing a modest uptick in November 
(2.9 per cent growth year-on-year).     

However, against this relatively positive backdrop, India is faced with the fallout from a colossal 
overhaul of the monetary system announced on the day of the US Presidential election, whereby 
Prime Minister Narendra Modi’s government took the unprecedented step of clamping down on 
India’s huge parallel economy. The move to demonetise larger denomination notes (Rs 500 and 
Rs 1,000) has led to a 70% reduction in cash circulation, resulting in wide repercussions for cash-
intensive sectors of the economy such as farming and the informal sector.

The first signs of the move are evident with several car manufacturers (including Tata and Honda) 
citing lower automotive sales in November, and composite PMI figures falling to 49.1 in November, 
the lowest level since 2014. This demonetisation move by the government will dampen aggregate 
demand in the near term, with weakness expected in both private investment and consumption, 
only to recover in the first quarter of 2017.

India GDP, Dolfin forecast

India GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Fixed capital formation -19 -3.1 -5.6  

Industrial Production 0.3 2.2 0.7  

GDP 7.9 7.1 7.3  

Source: Bloomberg, Dolfin research, January 2017

Given the near-term pain, we expect the government to announce a fiscally supportive budget in 
the first quarter and we look to the outcome of the Uttar Pradesh election (scheduled for the end 
of Q1) which, as the most populous (and politically important) state, could shape the government’s 
policy direction going into the end of the year.

Inflation has been on a downtrend path (6.4 per cent in Q4 2015 versus 5 per cent during Q3 2016) 
and we expect the trend to continue with upside risks in the second half of the year.
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India CPI vs Dolfin forecasting model

 India CPI, % Dolfin forecasting model 
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Government borrowing costs have been moving lower as well with the 10-year yield at 6.5 per cent 
at year-end versus 7.7 per cent a year ago. We use the Indian CPI lagged path to project the future 
course of the 10-year yield. As seen by the graph below, we expect yields to rise which is in line 
with our inflationary expectations.

10-year India government bond vs Dolfin forecasting model

 India 10-yr government bond yield, % (RHS)Inflation Lagged path forecasting model (LHS)
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Turning to equities, following a sharp pullback in December, valuations look fairly cheap relative to 
other emerging markets and we maintain our positive view on Indian equities.

NIFTY vs Dolfin forecasting model

 NIFTY, index value (LHS) Dolfin model based on INR Lagged Path (RHS)
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RUSSIA 
Russia remains one of the most attractive stories in the 
emerging markets space, with an improving outlook for oil 
and stabilising economic activity. Russian GDP growth has 
been slowly and steadily coming out of negative territory and 
finished the end of 2016 almost flat (compared to the drop of 
-4.5 per cent in annual growth GDP in the middle of 2014, it 
was just -0.4 per cent in Q3 2016).     

Russia GDP, Dolfin forecast

Russia GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Fixed capital formation 8.2 5.7 -4.8  

Private Consumption -4.3 -5.2 -3.1  

GDP -1.2 -0.6 -0.4  

Source: Bloomberg, Dolfin research, January 2017

Moreover, Russian manufacturing PMI has been gaining for four consecutive months and reached 
the level of 53.6 in November. Finally, industrial production touched a positive mark in November 
2016 and is now at the highest level for the last two years.

Going forward, we see further prospects for growth based on three important factors; crude oil, 
Russian Central Bank, and the Trump effect. 

First, crude oil and gas comprise over 60% of Russia’s exports and make up over 30% of the 
gross domestic product. The recent OPEC deal and improving global demand on the back of 
expansionary fiscal policies should keep oil prices elevated and further help the Russian economy 
to expand. Crude oil prices have a direct and indirect effect on the Russian economy; there is a 
direct link between crude oil and the ruble and there is an indirect effect via the positive correlation 
of the ruble with GDP. 

Historically, Russian ruble has performed in-line with the oil price
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Russian GDP is likely to be supported by strengthening currency,  
which could support household and investment spending
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A stronger Russian currency is going to provide tailwinds for the challenged household and 
investment spending in the country. Additionally, Russian FX reserves have increased by 5 per cent 
in the same year, mainly on the back of ruble appreciation. This, in our opinion, should provide an 
additional support to government financing.

Second, the Russian Central Bank continues its accommodative monetary policy by keeping the 
interest rate at the same level or lower, due to consistently fading inflation (current inflation is 5.8 
per cent against the 4 per cent of the desired level by the Central Bank).

After gradual deceleration, Russian CPI is on a track to the target of the Central Bank of Russia

 CPI, Russia, %, YoY change Inflationary target of the Central Bank of Russia, %, YoY change
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Third, the Trump effect on the political level and the prospects a Russian-friendly US administration 
create. On the one hand, sanctions against Russia are still in place; on the other, Trump’s recent 
victory in the US could reset relations between the two countries. Should the sanctions be lifted, 
Russian corporates could benefit from new sources for financing, imported technologies and new 
equipment from the US. As a result, Russia’s growth profile could be enhanced further and we 
remain positive for the Russian equities and the ruble.
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BRAZIL 
Brazil is emerging from a severe and protracted recession. 
Following over 12 months of pain in the economic data, we 
are slowly seeing the green shoots of a recovery. Following 
a deep drawdown in GDP in 2016 (expected to fall -3.4 per 
cent this year), consensus expectations point to very modest 
growth in the first quarter (0.1 per cent).  

Despite weakness in private consumption, we expect GDP to recover in the next quarter mainly as 
a result of rising oil prices, stabilising inflationary pressures and improving investment conditions.    

Brazil GDP, Dolfin forecast

Brazil GDP components (% change, QoQ) Q1 2016 Q2 2016 Q3 2016 Q4 2016,  
Dolfin Forecast

Q1 2017,  
Dolfin Forecast

Fixed capital formation -17.3 -8.6 -8.4  

Private Consumption -5.8 -4.8 -3.4  

GDP -0.5 -0.4 -0.8  

Source: Bloomberg, Dolfin research, January 2017

Business and consumer confidence are rising and inflation, which reached a high of 11 per cent in 
December 2015, fell to 6.65 per cent at the end of November, the lowest number seen in 2016.

Brazilian consumer confidence vs business confidence levels
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The main factor affecting the Brazilian economy is the price of crude oil. We use crude oil as an 
independent variable in various models to analyse the future path of inflation, BRL, and the equity 
market (ibovespa index). On the inflation front, we see further levelling off in price dynamics and 
this should provide more comfort to foreign investors to use their capital in attractive opportunities.
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Brazil inflation vs Dolfin forecasting model

 Brazil Inflation, % change, YoY Dolfin model based on crude oil price performance
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The correlation of the Brazilian real with crude oil is high and positive. We expect crude prices to 
rise further in the coming months and this should provide support to the local currency.

Crude oil price vs BRL / USD exchange rate
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Against a few bright spots, Brazil’s economy continues to face serious headwinds. Unemployment 
remains stubbornly high and rose to 11.8 per cent in Q3 2016 (from 11.3 per cent in Q2). Industrial 
production decreased at a faster than expected rate in October (1.1 per cent month-on-month) 
– the sharpest drop since May - and PMI figures in November showed continued contraction (the 
composite number – manufacturing and services - was 45.3).

On the political front, corruption probes (which resulted in the impeachment of former-president 
Dilma Rousseff six months ago) continue to cast a shadow over Brazil’s leadership. Most recently, 
Brazil has been racked by revelations pertaining to Brazilian company Odebrecht, Latin America’s 
largest construction group, which has been embroiled in one of the biggest bribery machines in 
corporate history. With dozens of arrests and links to ruling political circles, the scandal has hit the 
Brazilian political and economic system profoundly. Whilst there is political stability for now - the 
current government has a mandate to rule until the next election in October 2018 – recent events 
highlight Brazil’s inherent vulnerability at this time. 

Turning to the equites space, stocks look ready to capitalise onn the end of the recession and the 
rising oil prices - despite the domestic political turmoil and emerging market volatility. We model 
the main equity index (Ibovespa) with the crude oil as the main predictive variable and get a 
positive forecast for the next quarter, which is in line with our macroeconomic assessment.
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Ibovespa index vs Dolfin forecasting model

 IBOVESPA, index value Dolfin model based on crude oil price performance
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The economic environment remains challenging, but the macro dynamics among key variables 
suggest there are opportunities both in the currency and in the equities.

ASSET CLASSES: MACRO VIEW
Equities 	Positive  – Stocks look set to capitalise on a turnaround in economic conditions as well as 

the recovery in oil.

Currencies 	Positive  – Given the high correlation to crude oil, we expect BRL to remain supported 
from current levels.
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ASSET CLASSES: MACRO VIEW

Equities: Happy new year
Equity markets make a strong opening in 
2017. Despite the “hot political potato” 
cooked during the course of 2016, risky assets 
performed strongly across the board, with 
the greatest returns left for the latter stages 
of the year – the MSCI world index was up by 
2.2 per cent since October while the overall 
annual return of the index was 5 per cent, just 
above two times higher. Continuing growth in 
developed economies with no China collapse 
on the horizon suggests that investment 
portfolios tilted towards growth still promise 
to deliver additional returns. We position 
our holdings in a risk-on stance, at least for 
January, followed by selective tactical plays by 
the end of the next quarter.

We remain positive for US stocks, which are 
likely to benefit from two factors: benign macro 
environment and recovery in earnings growth.

The macro environment is supported by 
better inflationary outlook and economic 
growth on the back of a strong household 
sector (expressed mainly in the lowest 
unemployment numbers for the last eight 
years and strong private consumption 
expenditure). To this one should add higher 
energy prices and improved economic growth 
outlook driven by the recent Trump’s win 
benefits cyclical stocks. With all of this in 
mind, we favour energy and industrial sectors.

Additionally, we see a turn up in the US 
earnings. Following two years of stagnation, 
the US equity market is poised to deliver 
positive year-on-year earnings growth for 
the second consecutive quarter. In particular, 
the estimated earnings growth rate for the 
S&P 500 is 3.2 per cent for the last quarter in 
2016. We expect banks to outperform due 
to higher interest rates and a potential shift 
on the regulatory front, with regional banks 
benefiting the most.

After Trump’s inauguration on 20 January, 
the first 100 days of the administration will 
be critical for assessing policy priorities. 
Tax reform implementation, infrastructure 
boost and regulatory tailwinds for financial 
companies are going to influence our 
investment thinking going forward.

In the UK, we remain positive but on high alert 
for incoming data. Having returned almost 20 
per cent since the Brexit vote back in June, 
valuations appear stretched. Slowing profit 
growth and the effects of the weakening 

British pound will start weighing on the 
corporations and the consumer. Any inflation 
overshoot could begin to act as a burden 
on economic growth. Therefore, despite 
economic fundamentals that are moderately 
positive so far, we expect the Brexit vote to 
continue to present uncertainty, especially 
as we approach the UK government’s self-
imposed deadline for triggering Article 50 in 
March this year.

On a sector level, we prefer consumer, energy, 
telecoms and utilities. Our preference for 
energy companies rests on the fact that the 
sector is in recovery-mode following several 
years of underperformance versus the broader 
market. We favour utilities and telecoms, 
as we expect these sectors to benefit from 
targeted UK infrastructure spending, outlined 
by Chancellor Philip Hammond in his last 
Autumn Statement.

Our outlook on European stocks is positive. 
After a meaningful underperformance 
compared to US and UK over the course of 
2016, European stocks demonstrate attractive 
valuations, on a relative basis, with next 
year aggregate price/earnings multiples at 
14x, against the US at 17x (based on broad 
valuations for the S&P 500 and Eurostoxx 
50). The improving economic picture, with 
growing corporate profitability and the 
supportive policy from the Central Bank make 
us feel comfortable in this region.

The tail-risk for Europe is political, with an 
element of uncertainty cast by the continued 
popularity of EU-sceptical parties. This is most 
pronounced in France, where leader of the 
National Front, Marine le Pen, retains a good 
standing amongst the French populace in the 
run-up to the French election. Whilst this may 
well increase volatility as we move closer to 
the elections, our base case is that Le Pen has 
limited chances of winning the presidency. 
Thus, we are positioned as buyers in any 
pullback of the stock market.

From a sector standpoint, we prefer auto 
and consumer sectors. Given the positive 
developments in PMI and unemployment 
data, we see a pick-up in consumer 
spending, which will feed into automobile 
purchases and will be a boon for consumer-
focused companies.

Additionally, we favour dividend-payers and 
industrials. Given the low-yielding environment, 
investors will continue to look for high 
dividend-paying stocks as alternative to low 

“We remain positive 
for US stocks.”
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USD/JPY exchange rate vs Japanese corporate earnings
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yielding bonds. With respect to the industrials, 
we see them as beneficiaries of a growing 
infrastructure spending and the improvement 
of the broader macro environment.

With respect to Japan, we anticipate that the 
yen will continue to weaken in the first quarter 
against the US dollar. We would expect this to 
feed into corporate earnings, and subsequently 
equities, driving further positive performance.

In emerging markets, we prefer Russia, Brazil 
and India. In the short-to-medium term, 
Russian and Brazilian equities are likely to 
benefit from the bounce in oil prices and 
stabilising economic activity. Regarding 
Russia, the possibility of a different stance 
on sanctions by the new US administration 
should not be discounted. 

In India, the recent banknote reform has 
created near-term headwinds for private 
consumption and investment. Nevertheless, in 
a longer run, India remains one of our favourite 
picks in emerging markets. We expect the 
economy to benefit from sound fundamentals, 
with GDP growth forecasts still staying at the 
level of 8 per cent and CPI likely to remain 
around 5 per cent. Additionally, monetary 
policy under new Governor Patel is likely to 
stay supportive of further equity growth.

Fixed income: What a difference a 
quarter makes
The election of Donald Trump sent 
shockwaves to all corners of the fixed income 
playing field. Although details of his fiscal 
spending plans scant so far, the President-
elect’s promises of game changing fiscal 
expenditure have led many to the conclusion 

that we have reached a critical point in the 
secular bond bull market and that other 
central banks will inevitably be forced to 
follow suit in due course. Whilst unrelated, 
the European Central Bank added fuel 
by guiding in its December meeting that 
tapering of purchases could start in December 
2017, assuming the economic data trajectory 
remains on a favourable path. 

Before the election, valuations ranged from 
already stretched (in the US) to extreme 
(Germany). Post-election, yields are moving 
higher still as investors readjust to the ‘new 
world’ outlook for inflation and riskier asset 
classes. At current levels, government debt 
looks more fairly valued than a quarter ago, 
especially in the US, although we do not feel 
we are yet at attractive entry points in longer 
maturities in the US or Europe. In Southern 
Europe, Italian debt struggled into the 
country’s constitutional referendum yet even 
now that visibility has improved, there are 
still question marks over the true state of the 
broader banking segment and this continues 
to exert spread pressure on the government 
debt when compared to both ‘core’ and ‘semi 
core’ country peers.

Within investment grade credit, the allure of 
European industrials and utilities looks set to 
wane in the coming months, given expensive 
relative valuations, low beta (and high 
sensitivity to interest rates) and the waning 
Asset Buying Programme by the ECB, from 
which both segments have benefited hugely 
since earlier in the year. Conversely the case 
is now building for senior financials to reverse 
some of the recent year’s underperformance 
as bank earnings outlooks improve and 
regulation leads to issuance of a new category 
of ‘non preferred” senior debt which will 

“We find US 
investment grade 
bonds expensive.”
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“We continue 
to favour the US 
dollar.”

provide a ‘bail-in-able’ cushion under existing 
senior bonds. We can expect less ‘old style’ 
senior bonds to be issued and such scarcity 
should also be supportive for performance. 
British investment grade bonds look set to 
benefit from the inelastic buying of the Bank 
of England for the time being and we should 
expect spreads to remain underpinned by this 
technical for the foreseeable future - even if 
liquidity will continue to deteriorate as the 
BoE’s share of the market grows.

Crossing the Atlantic, we find US investment 
grade to be expensive compared to European 
and British counterparts. The US IG market 
has outperformed in recent months and now 
trades at the same spread as European IG in 
spite of being generically longer dated and 
notwithstanding the fact that the US is more 
advanced in the credit cycle and we should 
expect more late-cycle bondholder unfriendly 
issuer behaviour in 2017.

Overall we maintain a view that high yield 
presents a more attractive risk-reward than 
low beta (IG), long dated senior debt across 
regions, at least for the coming quarter. A 
bullish tone in equity markets, stable or rising 
commodity prices and for now relatively 
conservative management approaches all 
support this view in the short term. We also 
continue to find under the radar non-rated 
company themes as attractive as investors 
can find certain issuers at a premium to 
similar quality rated issuers. In many of these 
instances we also see tangible catalysts on 
the horizon which could lead to uncorrelated 
performance potential.

However, over a multi-quarter timeframe the 
picture looks murkier. Whilst high yield will be 
supported by its income characteristics, we 
expect the entire credit market to suffer from 
re-pricing contagion as government bonds 
reset higher (perhaps materially so in the 
US) and the relative valuations of the credit 
segment are called in to question.

Currencies: Better safe with the dollar 
than sorry with the others
We saw significant moves lower in the euro, 
British pound and Japanese yen versus the 
US dollar in the fourth quarter, led in part by 
continued US economic strength and tighter 
Fed policy. Whilst we have a positive view on 
the dollar against other currencies, it remains 
to be seen how far the rally can go.

Looking first to the euro, we have seen a 
weakening trend since the beginning of the 
final quarter. The slippage in interest rate 
differentials (between a hawkish Fed and a 
more dovish ECB) will continue to add weight 
to this weakness and we expect EURUSD to 
move towards parity by the end of the first 
quarter. This weakness has, and will likely, be 
supported by political uncertainty, notably 
in France, where the general population 
continue to flirt with Euro-sceptic populism 
in the form of Marine le Pen’s National 
Front. We are mindful though that Europe is 
strengthening and we would be buyers of the 
currency should we see material movements 
lower versus the US dollar.

A weakening trend also remains our base 
case in Japan and the yen. The interest 
rate differential is supported by the Bank of 
Japan’s commitment to a weaker currency 
and 2 per cent inflation target. 

With respect to the British pound, further 
weakness depends on two factors. First, 
following the fallout from the Brexit vote, the 
market will be looking to any indication as 
to the scope (and pace) of exit negotiations 
from the European Union prior to any 
meaningful move versus the dollar. Second, 
alongside political considerations, the path 
of the economic growth and the build-up 
of inflationary pressures will determine 
future moves by the Bank of England. What 
will weigh more on the Monetary Policy 
Committee’s agenda? Low tolerance for 
inflation overshoot or precautionary measures 
against an economy going to recession? 

In the emerging market space, a lot will 
depend on US President-elect Trump’s 
announced trade policies. Despite the fact 
that a stronger US dollar will be a drag for 
emerging market currencies, we favour 
oil-dependent countries with attractive 
characteristics such as the Brazilian real and the 
Russian ruble - not only based on their high oil 
sensitivity, but also due to improving economic 
fundamentals and interesting political dynamics 
that arise from the new US administration.

Commodities: All that glistens is not gold 
Gold has been a significant casualty of the 
US dollar’s strength in the final quarter of 
2016 and, given our expectation of continued 
dollar strength, we envisage gold continuing 
on a downward trajectory going into the first 
quarter. We would expect this weakness to 

“We favour 
oil-dependent 
countries with 
attractive 
characteristics.”
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“We anticipate that 
copper will continue 
to move higher the 
first quarter.”

be exacerbated by India’s demonetisation 
given that gold purchases (in India) are largely 
cash driven, shrinking real demand. In the 
metals space, we see value in silver due to 
its industrial use and favour platinum and 
palladium due to their favourable supply/
demand dynamics.

We anticipate that copper will continue 
to move higher in the first quarter, on the 
back of the fiscal stimulus in the US and 
elsewhere. Having emerged from a multi-year 
declining trend at the end of 2016, stronger 
infrastructure spending and a more positive 
macro outlook, should support further upside. 
Coupled with this, growing Chinese demand 
should also add to the upward trend.

In oil markets, we expect an upward trading 
range from current levels, owing to OPEC’s 
commitment to limit supply of oil with the 
aim of normalising the commodity following a 
two-year rout in prices. On top of favourable 
supply, we expect growing demand, 
supported by global growth, to boost further 
the commodity over the coming quarters.

Finally, regarding grains we remain neutral but 
favour wheat over soybeans in the coming 
quarters, given supply/demand dynamics play 
in to wheat’s favour.
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WHAT IF? 

China Conflict intensifies
The scenario
China is labelled a currency manipulator and 
tariffs are placed on Chinese goods by the 
US. In turn China cuts in half its stock of US 
treasuries. Domestic economic turmoil leads 
to civil unrest in China.

Market impact
 – USDCNY rises to 9

 – US 10Y Treasuries rise to 6 per 
cent, sending US equities in free-
fall. The S&P retraces to 1,500

 – Shanghai Composite frequently 
limit down and settles under 
2,000, roughly -30 per cent

Trumpolitics
The scenario
In pursuit of “Make America Great Again”, 
Trump and his team take a hard line on global 
trade with existing partners. Unable to resolve 
issues and too stubborn to compromise, we 
encounter a full-on trade war as Transatlantic 
Partnership Agreement talks are halted 
entirely and the Trans-Pacific Partnership 
Agreement and NAFTA are ignored pending 
renegotiation. However, Russian sanctions are 
removed and a commitment to forming closer 
US-Russia ties is announced.

Market impact
 – US 10Y Treasuries rise to 5 per cent 

 – USD strengthens, peso leads other EM 
currencies lower, dropping 10 per cent

 – Russian Micex bounces +20 per cent

 – US military/defence stocks fall 15 per cent

The “European Spring”
The scenario
Populism continues to rise with established 
governments kicked out and far right 
wing parties to the fore. This leads to an 
unworkable EU as nationalist tendencies 
override any Europe-wide considerations. 
The euro project falls apart and domestic 
currencies return.

Market impact
 – 10Y German bonds rally back to 

-0.50 per cent on safe haven and 
currency appreciation expectations 
(redenomination to Deutsche Mark)

 – German equities eventually fall 25 per 
cent as the economic ramifications of 
a stronger currency would overwhelm 
the currency appreciation

 – Italy and Spanish 10Y bonds rise 
500bps and Greece defaults
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IDEA: BUY GLOBAL FINANCIALS

Equities

Implementation
Single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
As the yield environment changes around the world, we would expect financials to 
benefit, driven by healthier net interest margins, the measure of difference between 
interest income generated by banks and the amount of interest paid out to their 
lenders. Alongside this positive dynamic, we also expect a general improvement in 
the macro environment to benefit investment bank revenues too – the first signs of 
this are showing, with 60% of banks surprising on consensus revenue expectations in 
the third-quarter.

Idea specific risks

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

 – A delay in Fed interest rate 
hikes (flattening curve) would 
negatively impact financials

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

US financials

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

Apollo Global Management LLC 20.5 8,368.4 5.9 7.9 9.4 6.8 US

SLM Corp 11.4 4,865.1 3.1 6.6 16.7 n/a US

Ares Capital Corp 16.7 6,986.3 1.3 13.2 10.3 9.1 US

Discover Financial Services 72.9 28,751.7 1.1 7.1 11.9 1.6 US

Blackstone Mortgage Trust Inc 30.9 2,931.1 2.7 18.6 11.7 n/a US

Synchrony Financial 36.9 30,467.9 1.8 6.0 12.1 1.4 US

Berkshire Hathaway Inc 244851.5 402,630.1 0.3 4.9 20.3 n/a US

BGC Partners Inc 10.5 2,925.6 2.5 7.9 11.2 6.1 US

Ameriprise Financial Inc 113.7 17,976.4 2.5 6.6 10.9 - US

Federated Investors Inc 28.9 2,949.1 2.0 8.7 13.9 3.5 US

American Express Co 75.3 68,937.0 1.7 6.7 13.5 1.7 US

European financials

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

3i Group PLC 722.5 7,028.3 2.6 - 10.4 1.9 UK

Saga PLC 196.7 2,199.1 0.8 10.1 13.0 3.9 UK

Provident Financial PLC 2852.0 4,214.4 0.1 11.2 15.3 4.4 UK

Ashmore Group PLC 298.0 2,108.0 5.4 12.6 15.5 5.6 UK

Euronext NV 41.1 2,877.7 4.9 12.3 15.3 3.0 NL

Rest of world financials

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

Magellan Financial Group Ltd 24.4 4,205.5 2.8 13.5 18.3 5.2 AU

Lazard Ltd 41.6 5,426.5 1.2 8.0 12.9 3.7 BM

CI Financial Corp 29.4 8,041.3 1.7 8.5 13.9 4.7 CA

IGM Financial Inc 39.7 9,553.1 4.0 8.0 12.4 5.7 CA
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Implementation
Single stocks

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
The world is failing to spend enough on global infrastructure to meet expected rates 
of growth, both in developed and emerging economies. By 2030, we will need to 
spend at least $57,000bn on ports, power plants, rail, roads and other infrastructure. 
Alongside the broader repercussions of this reflation trade, certain sectors - notably 
capital goods, chemicals, metals & mining and transportation - will benefit.

Idea specific risks

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

 – A Trump administration 
reneges on his stated 
infrastructure plan or is 
unable to guide a plan 
through congress

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

US infrastructure

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

Caterpillar Inc 93.0 54,411.8 0.3 12.1 30.0 3.3 US

Cummins Inc 137.8 23,179.9 0.8 10.2 17.5 3.0 US

Duke Energy Corp 77.8 53,564.6 0.2 10.7 16.8 4.4 US

General Electric Co 31.5 278,838.2 -0.3 35.1 18.9 3.0 US

Ingersoll-Rand PLC 75.2 19,434.2 0.3 10.4 16.7 2.1 US

ManpowerGroup Inc 89.9 6,029.2 1.2 6.6 13.9 1.9 US

Nucor Corp 60.9 19,395.7 2.3 10.2 17.6 2.5 US

United States Steel Corp 36.1 6,222.3 9.3 46.1 28.1 0.6 US

European infrastructure

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

Arkema SA 92.9 7,035.7 0.0 6.1 15.2 2.0 FR

Eiffage SA 67.2 6,589.2 1.4 8.6 14.2 2.2 FR

Thales SA 89.4 18,960.9 -3.0 8.7 18.6 1.6 FR

Vinci SA 65.5 38,587.7 1.2 9.2 14.6 2.9 FR

HeidelbergCement AG 86.8 17,228.5 -2.0 10.6 14.4 1.5 DE

Siemens AG 114.9 97,622.5 -1.7 10.2 14.2 3.1 DE

CRH PLC 32.2 26,821.2 -2.3 10.7 17.3 1.9 IE

Randstad Holding NV 53.8 9,848.5 4.4 8.6 14.1 3.1 NL

LafargeHolcim Ltd 53.8 32,651.7 0.3 10.6 17.3 3.7 CH

Rest of world infrastructure

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

Osaka Gas Co Ltd 457.1 952,322.1 1.7 6.4 18.7 2.2 JP

Shimizu Corp 1098.0 865,789.0 2.7 6.4 10.7 0.9 JP

Sumitomo Osaka Cement Co Ltd 452.0 188,679.3 2.5 5.7 11.5 2.2 JP

Tokyo Steel Manufacturing Co L 869.0 134,750.8 -3.1 - - 1.2 JP

IDEA: BUY GLOBAL INFRASTRUCTURE

Equities



Dolfin Quarterly Investment Outlook - Q1, 2017 | 47dolfin.com

IDEA: IMPLEMENT US SMART  
BETA STRATEGY

Equities

Implementation
A basket of single stocks 
in preferred sectors: 
energy, financials, 
healthcare and industrials

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We have developed a proprietary methodology for a dynamically managed stock 
selection strategy. Given our forecast of accelerated GDP growth in 2017, we refer 
sectors that have historically been driven by growth. A recovery in oil-sector related 
investment should support energy, whilst a hawkish Fed, and rising rate environment, 
should continue to support the financial sector.

Factors used in smart beta analysis
 – Minimum volatility such 

as historical volatility
 – Momentum such as 

price to 52-week high

 – Sentiment such as 
analyst ratings

 – Value such as price to 
cash-flow

 – Quality such as EV/
EBITDA

 – Income such as 
dividend pay-out

Idea specific risks

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

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

This chart is the result of back-testing. Using our factor 
decomposition tool, we show that 44% of the historical 
variance in returns can be attributed to; copper and US 
10-year treasuries.

These drivers align with our view that the portfolio is 
positively correlated to global growth trends (copper 
can be used as a proxy for global growth). The negative 
correlation with US 10-year treasuries (i.e. positive 
correlation to rising yields), aligns with our bearish view 
on rates and acts as a natural hedge within a rising rate 
environment.

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

US smart beta (illustrative stock selection)

Issuer Name Price Market 
Capitalisation 

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

SCHLUMBERGER LTD 85.3  118,678,606,435 1.61 78.34 44.61 2.34

BANK OF AMERICA CORP 22.68  229,182,458,113 2.62 n/a 13.75 1.32

INTERCONTINENTAL EXCH IN 56.97  33,935,666,278 0.97 14.62 18.59 1.19

SLM CORP 11.36 4,865,121,367 3.09 6.62 16.66 n/a

AETNA INC 124.51  43,690,559,000 0.40 6.95 14.18 0.80

ANTHEM INC 144.57  38,084,855,200 0.56 4.49 12.59 1.80

TRINITY INDUSTRIES INC 27.6 4,202,285,831 -0.58 5.22 21.99 1.59

UNITED CONTINENTAL HOLD. 70.93  22,505,066,402 -2.68 3.66 11.21 n/a

UNITED RENTALS INC 110.15 9,277,328,565 4.33 5.41 12.72 n/a

USG CORP 29.74 4,344,402,218 2.98 8.52 14.50 n/a

Cumulative performance - Dolfin US stock index - gross return (USD, rebased at 100, Apr 2007)
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Source: Bloomberg, Dolfin research, January 2017
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Implementation
A basket of single stocks 
in preferred sectors: 
autos, consumer, dividend 
and industrials

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We developed a proprietary methodology for a dynamically managed stock selection 
strategy. With positive trends in consumer confidence and inflation, we prefer 
consumer and automotive sectors, which have both underperformed the broader 
index in 2016. We also continue to see value in stocks that pay a high dividend, given 
the continued low-yielding environment in European fixed income.

Factors used in smart beta analysis
 – Momentum such as 

price to 52-week high
 – Sentiment such as 

analyst ratings

 – Value such as EPS 
growth

 – Quality such as EV/
EBITDA

 – Income such as 
dividend pay-out 

Idea specific risks

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

 – Stock performance can be 
affected by volatile market 
conditions

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

This chart is the result of back-testing. Using our factor 
decomposition tool, we show that 54 per cent of the 
historical variance in returns can be attributed; EURJPY and 
the USD high yield index.

The portfolio has a positive correlation to US high yield, 
which aligns with constructive view on the asset class 
going into 2017. It also corresponds with our view of a 
weakening yen.

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

IDEA: IMPLEMENT EUROPEAN SMART 
BETA STRATEGY

Equities

European smart beta (illustrative stock selection)

Issuer Name Price Market 
Capitalisation (mn)

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

LVMH MOET HENNESSY 178.15  90,335,634,828 -1.79 8.80 20.49 2.02 FR

PERNOD RICARD SA 104.15  27,643,658,807 1.17 15.35 17.47 1.81 FR

FIAT CHRYSLER 9.695  14,132,890,537 11.89 1.96 5.38 - GB

PLASTIC OMNIUM 30.965  4,721,441,635 2.09 6.04 11.64 1.32 FR

FAURECIA 37.97  5,241,219,364 3.08 3.36 9.64 1.71 FR

DUERR AG 72.74  2,516,879,650 -4.73 8.59 13.42 2.54 DE

VALMET OYJ 14.14  2,119,085,713 1.14 9.02 15.16 2.48 FI

CARGOTEC OYJ-B SHARE 42.22  2,731,978,853 -1.56 10.91 15.50 1.89 FI

IBERDROLA SA 5.989  38,102,491,131 -3.93 9.18 13.99 4.83 ES

ACCIONA SA 69.98  4,007,023,309 0.07 5.15 16.93 3.57 ES

Cumulative performance - Dolfin European stock index - gross return (EUR, rebased at 100, Jan 2006)
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IDEA: IMPLEMENT UK SMART  
BETA STRATEGY

Equities

Implementation
A basket of single stocks 
in preferred sectors: 
consumer, energy, 
telecommunications and 
utilities

Investment 
horizon
3-6 months

Expected return
8-10% annually

Rationale
We developed a proprietary methodology for a dynamically managed stock selection 
strategy. Within the UK we prefer companies with a high exposure to global trade and 
growth trends, both in developed and emerging economies. We also prefer energy 
companies, which are in recovery-mode following several years of underperformance 
versus the broader market. Finally, we favour utilities and telecoms, which we would 
expect to benefit from targeted infrastructure spending, outlined by Chancellor Philip 
Hammond in his Autumn Statement.

Factors used in smart beta analysis
 – Momentum such as 

Sharpe ratio
 – Sentiment such as 

analyst ratings

 – Value such as PE trailing
 – Quality such as return 

on assets

 – Income such as 
dividend pay-out 

Idea specific risks

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

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

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

This chart is the result of back-testing. Using our factor 
decomposition tool, we show that 40% of the historical 
variance in returns can be attributed to; crude oil and the 
US industrial sector.

These drivers align with our view that the portfolio is 
correlated to international growth and a positive energy 
price complex.

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

UK smart beta

Issuer Name Price Market 
Capitalisation 

Price Change 
YTD (%)

Trailing EV to 
12M EBITDA

Est. P/E 
Next Year

Div Yield Last 
12mths (%)

Country

PZ CUSSONS PLC 334.1  1,432 -0.06 15.72 18.36 2.43 GB

REDROW PLC 439.7  1,626 2.49 - 7.26 2.27 GB

SUPERGROUP PLC 1709  1,390 3.70 9.57 18.01 0.99 GB

TED BAKER PLC 2640  1,163 -6.18 14.40 20.56 1.87 GB

BP PLC 515.2  100,326 1.10 14.58 16.32 6.16 GB

PETROFAC LTD 903  3,124 3.91 23.94 9.36 5.25 GB

BT GROUP PLC 382.45  38,087 4.24 7.15 12.10 3.78 GB

VODAFONE GROUP PLC 209.8  55,844 4.98 13.20 27.85 5.62 GB

DRAX GROUP PLC 379.7  1,544 0.48 4.82 24.34 0.71 GB

SSE PLC 1539  15,575 -0.90 13.77 12.35 5.84 GB

Cumulative performance - Dolfin UK stock index - gross return (GBP, rebased at 100, Jan 2006)
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IDEA: LONG SM1 / Z 1  
(BUY SWITZERLAND, SELL UK)

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
Switzerland is showing resilience in its economic output, with strong GDP, driven by 
exports and domestic demand. Furthermore, the Swiss central bank remains highly 
accommodative and inflation expectations remain low. This is juxtaposed with the UK, 
where we expect a slowdown in the economy and inflation expectations to pick up. 
This should lead to appreciation of the British pound versus the Swiss franc.

As our model below shows, GBPCHF and gold explain 52 per cent of the equity pair’s 
return variance. More specifically, the pair has a positive correlation to GBP versus 
CHF, which lends weight to the above view. The pair also has a negative correlation to 
gold, which is in line with our expectations for the precious metal.

Idea specific risks

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

China
 – UK continues to deliver 

strong economic 
performance and/or 
Switzerland does not 
continue to follow a 
growth trend

 – P&L for each leg of 
the pair trade will be 
expressed in the respective 
currency, which could 
have an adverse effect on 
overall performance

Factor decomposition 
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IDEA: LONG QC1 / OI1  
(BUY SWEDEN, SELL NORWAY)

Equities

Implementation
ETFs / Futures

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
From a fundamental perspective, there is a growing divergence in the economic data 
between Norway and Sweden. In Norway, GDP moved into negative territory in the 
third quarter of 2016 (-0.5 per cent quarter-on-quarter growth), driven by a decline in 
petroleum activities and slowing government spending. Coupled with a sharp fall in 
exports (declining -4.3 per cent in Q3). We have low conviction for Norway’s short-
term economic prospects. In contrast, although slowing, Swedish GDP growth has 
been supported by solid demand and rising productivity. With low inflation (CPI was 
1.4 per cent year-on-year in November) and accommodative monetary policy, we 
have greater conviction in Sweden’s ability to grow in 2017.

Crude oil is the key driver behind this pair.

We expect a divergence to take place in relation to the crude oil price and the ratio 
price. The graph below shows the inverse oil price versus the equity ratio. Even if 
our ratio does not move higher to catch up with the current oil prices, the inverse 
crude price needs to move to the 1 area ($95 equivalent) to close the gap. This looks 
unlikely. We expect crude to hover in the 60-65 area (1.6 the inverse), leaving the ratio 
to move significantly higher (in the 3 area). This implies a 22 per cent move in the 
ratio, thus an expected return of 10 per cent.

Idea specific risks

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

 – Norway’s economic growth 
surprises to the upside, 
driven by supportive 
monetary and fiscal policies

 – Sweden’s economic growth 
fails to show improvement

 – Oil continues to rise, leading 
Norwegian equities to 
outperform Sweden

 – -P&L for each leg of the 
pair trade will be expressed 
in the respective currency, 
which could have an 
adverse effect on overall 
performance

Equity ratio (OMX/OBX) versus crude oil (inverted)   
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Source: Bloomberg, Dolfin research, January 2017

Equity ratio (OMX/OBX) versus the platinum/vopper lagged path 
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We have also plotted the equity ratio against the lagged path of the platinum/copper ratio, which has historically correlated to the equity pair. 
We have incorporated a 1 year lag, which shows that historically as a ratio of platinum/copper rises, there is a (lagged) simultaneous rise in the 
equity pair. This lends weight to our view that we will see some meaningful upside in the ratio over the coming quarters.
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IDEA: EMERGING MARKETS TRADE IDEA 
(RUSSIA, BRAZIL, INDIA)

Equities

Implementation
Exchange traded funds 
(RSX US Equity, INDA US 
Equity & EWZ US Equity)

Investment 
horizon
3-6 months

Expected return
10-12% annually

Rationale
Whilst several emerging economies face headwinds going into 2017, we see 
opportunity for growth in selected regions, specifically Russia, Brazil and India. All 
three economies are experiencing positive catalysts on the political front. Notably in 
India, the demonetisation process, although providing short-term pain, sets the Indian 
economy up for future, sustainable growth. In Russia a refreshed (and more positive) 
dialogue with a Trump administration is also positive for the region. The political 
developments support our positive view on the currency, which in turn should lend 
support to the equities.

As the below chart shows, the respective currencies of Russia, Brazil and India have 
historically driven over 75 per cent of equity prices in the region. Given our more 
constructive view on these currencies, we thus see an opportunity to invest in a basket 
of the three countries’ equity markets.

Idea specific risks

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

China
 – Crude fails to establish 

a higher trading range, 
leading to a drop in oil-
sensitive equities

 – Trump is unable to 
deliver on his pro-growth 
mandate, prompting 
a slowdown in global 
economic growth

 – China experiences 
a slowdown in 
growth, leading to an 
indiscriminate rout in 
emerging market equities

Factor decomposition
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IDEA: BUY CREDIT SINGLE LINES

Fixed income

Implementation
Buy a basket of single 
bonds

Investment 
horizon
3-6 months

Expected return
4-6% annually 

Rationale
We expect to see outflows from the government bond and investment grade asset 
classes early in 2017 and high yield flows could also come under pressure in future 
quarters, should interest rates stabilise at higher levels. In such circumstances we feel 
confident that selected non rated securities remain an attractive proposition, given 
their often uncorrelated spread performance versus the broader market and rated 
peers, and their often tightly held ownership technicals. Investors in this segment can 
often find non rated issuers at a premium to similar quality (rated) issuers, in certain 
instances with identifiable positive catalysts that could lead to outperformance in the 
near term.

Idea specific risks

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

 – A general risk off tone in the 
credit market

 – Idiosyncratic risks for the 
specific issuers

Illustrative bond selection (the entire list is available upon request)

ISIN Issuer Name Security Name Maturity Gross yield (%) Rationale
XS1000918018 LOUIS 

DREYFUS  
CO BV

LOUDRE 4 
12/04/20

04/12/20 3.32 During a challenging environment for the sector, the 
company strategy maintains a conservative approach. 
Cash and readily marketable inventories stand at 
around $5bn and there are over $3bn of undrawn credit 
facilities. Management stated it is focused on reducing 
the Net debt to EBITDA ratio, which currently stands at 
4.2x. Obtaining a rating, an IPO or a strategic partner 
entering the capital could be seen as positive drivers of 
performance going forward. This particular bond is also 
cheap on the curve versus the 2018 security.

XS1195502031 JAGUAR 
LAND ROVER 
AUTOMO

TTMTIN 3 7/8 
03/01/23

01/03/23 3.39 We expect the successful launch of new models to 
translate into still improving metrics and positive cash 
flow generation in the coming periods, which gives 
significant comfort in light of parent Tata Motors 
difficulties in its own domestic market. We consider 
it probable, that JLR will be upgraded to investment 
grade status over the coming quarters, which is the 
principal catalyst belying our expectation for near term 
price appreciation. In spread terms, there remains 
considerable upside (upwards of 70 basis points) when 
compared to the BBB category.

US71654QBB77 PETROLEOS 
MEXICANOS

PEMEX 4 7/8 
01/24/22

24/01/22 5.1 Whilst as a standalone credit we acknowledge the 
difficulties faced by Pemex, we cannot ignore the state 
support element which is all the more interesting given 
the likelihood that Pemex is “too big too fail” when 
the domestic consequences are considered. We find it 
encouraging therefore to see the government passing 
measures with the sole purpose of aiding Pemex in 
improving credit metrics. Also we see improvements 
on the horizon as tenders go out to find joint venture 
partners for domestic oil fields, enabling Pemex to 
monetise some of its own portfolio.   
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IDEA: ADDITIONAL TIER 1

Fixed income

Implementation
A basket of single line 
AT1 credit securities

Investment 
horizon
3 months

Expected return
6-8% annually

Rationale
Additional tier 1 bonds have been one of the most disappointing performers in the 
fixed income world in 2016. In many ways this is understandable given the significant 
idiosyncratic volatility that we have seen in European banks, which are the primary 
issuers of these securities. However, with total returns here more than 10 per cent below 
comparable high yield US dollar bonds (for USD AT1 issues) and also having not traced 
the move higher in bank stocks, we feel there is potential for a meaningful catch up in 
the coming months, to the tune of 5 per cent (total return). The case is further bolstered 
by recent changes to the ECB Pillar 2 requirement which dramatically reduces the risk 
of non-payment of AT1 coupons for many issuers going into 2017. We also expect 
issuance volumes to come at the lower end of expectations for 2017. This trade could 
perform quickly and we advise taking profit at +5 per cent, especially as sovereign 
related risks could come back onto the horizon at any time next year.

Idea specific risks

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

 – An increase in idiosyncratic 
risk within the banking sector

 – General risk off environment
 – An unexpected U-turn in 

regulatory tone

Additional tier 1 single line bonds, evolution of core tier 1 ration (%)
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Source: Bloomberg, Dolfin research, January 2017

Illustrative bond selection (the entire list is available upon request)

ISIN Issuer Name Short name Gross yield* (%) S&P rating Country
XS0926832907 BANCO BILBAO VIZCAYA ARG BBVASM 9 05/29/49 5.75 no rating ES

USF1R15XK441 BNP PARIBAS BNP 7 5/8 12/29/49 6.1 BBB- FR

CH0271428309 UBS GROUP AG UBS 5 3/4 12/29/49 4.58 BB+ CH

XS1346815787 INTESA SANPAOLO SPA ISPIM 7 12/29/49 7.4 B+ IT

USF22797RT78 CREDIT AGRICOLE SA ACAFP 7 7/8 12/29/49 7.73 BB+ FR

*Assuming yield-to-worst for callable bonds
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Implementation
One year reverse 
convertible linked to the 
US 10-year swap rates

Investment 
horizon
1 year

Expected return
4-6%

Rationale
For income investors looking to hedge against further rates hikes by the Fed in 2017. 
This product will pay 6 per cent per annum if the US 10-year swap rate remains steady or 
rises. The risk to capital is only experienced if the 10-year rate falls below 1.8 per cent.

Structure
 – 1 year reverse convertible note
 – Pays 6% per annum income
 – 100% capital protection at maturity unless the 10 year rate falls below 1.8%

Idea specific risks

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

 – Fed does not raise rates

IDEA: INCOME NOTE LINKED TO  
US INTEREST RATES

Fixed income

US 10-year swap rate 
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Source: Bloomberg, Dolfin research, January 2017

US 10-year swap rate – payoff table

US 10 year rate at maturity Product payoff
3.00% 106%

2.80% 106%

2.60% 106%

2.40% 106%

2.20% 106%

2.00% 106%

1.80% 106%

1.60% 90.69%

1.40% 75.38%

1.20% 60.06%

1.00% 44.75%

Source: Bloomberg, Dolfin research, January 2017
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IDEA: BOBL VS. BUXL

Fixed income

Implementation
Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
We see scope for further steepening on the German government bond curve, with 
the most attractive relative value pair the 5-year (“Bobl”) futures security versus 
the 30-year (“Buxl”) security. The ratio between the prices of these two securities 
currently sits at 0.8 (Bobl price is lower than Buxl); with the long term average closer 
to 1, a level that we think we can see again in the coming months. With the ECB 
announcing that it will buy securities yielding below the deposit rate we expect 
shorter dated core bonds to outperform in Europe as longer dated bonds are 
damaged by their sensitivity to the gradually improving economic sentiment and are 
pressured higher by rising US government bond yields. In addition, we expect fund 
flows to prove problematic for German government bonds, which should see selling 
pressure on the crowded long end of the curve.

Idea specific risks

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

 – Disappointing data in 
Europe

 – A sharp flattening of the US 
yield curve driven by the 
long end



Dolfin Quarterly Investment Outlook - Q1, 2017 | 57dolfin.com

Implementation
Income structured 
product – reverse 
convertible

Investment 
horizon
1 year

Expected return
4-6% annually

Rationale
For investors that believe that UK inflation will either remain steady or increase 
through 2017. This investment pays a 5.25 per cent guaranteed income that will act as 
a hedge against higher inflation. The risk to capital only occurs if UK RPI year on year 
(YoY) declines to below 1.9 per cent. Currently, it stands at 2.2 per cent. For example, 
investors’ capital will be impacted by 1 per cent for each basis point below the strike 
level (e.g. if the YoY inflation reading at maturity is 1.6 per cent, redemption will be 70 
per cent), subject to a minimum redemption amount at 0 per cent. 

Structure:
 – 1 year reverse convertible
 – 5.25% coupon paid

Idea specific risks

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

 – RPI falls below 1.9%

IDEA: UK INFLATION – RPI 1

Fixed income

UK RPI, % change, YoY 
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IDEA: US INFLATION TRADE

Fixed income

Implementation
Capital protected 
variable coupon note on 
US CPI urban consumers 
index

Investment 
horizon
5 years

Expected return
2-3% annually

Rationale
With the US at or approaching full employment, it is expected that any fiscal stimulus 
implemented by the future administration may have a significant impact on inflation 
as demand outweighs supply in the national economy. We therefore highlight the 
conservative trade idea below to benefit from these circumstances.

Structure
 – 5 year 100% Capital Protected Variable Coupon Note
 – US CPI Year on Year inflation * 120% variable coupon paid annually
 – 100% capital protection at maturity

Idea specific risks

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

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

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

US CPI urban consumers YoY NSA 
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Implementation
Buy a basket of single line 
securities

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Within global high yield we also find certain African and Central American regions 
as attractive bond investments for the coming quarter. Within these zones we favour 
countries with relatively low political risk (for the region in question), attractive current 
entry points and demonstrable strong technical demand for the issuer, as derived 
from visible supportive buying of bonds by portfolio managers in previous bouts 
of weakness. We are also comforted by the IMF’s conciliatory tone in recent times 
towards certain countries within these regions.

Idea specific risks

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

 – Risk-off mode in the market
 – Idiosyncratic risk
 – A reversal in OPEC policy

IDEA: BUY EXOTIC BONDS

Fixed income

List of selected bonds

ISIN Country Maturity Coupon (%) Ask Price Gross 
yield (%)

Duration 
(years)

S&P rating

BBG0073Y9X68 Govt REPUBLIC OF GHANA 18/01/26 8.13 96.34 8.85 5.56 B-

US470160BQ42 Govt GOVERNMENT OF JAMAICA 09/07/25 7.63 115.07 5.26 5.67 B-

XS0905659230 Govt HONDURAS GOVERNMENT 15/03/24 7.5 107.15 6.19 4.88 B

XS1080330704 Govt REPUBLIC OF ECUADOR 20/06/24 7.95 94.49 9.07 5.48 B+

Source: Bloomberg, Dolfin research, January 2017
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Implementation
Futures

Investment 
horizon
3-6 months

Expected return
4-6% annually

Rationale
Whilst the US dollar has pushed to new cycle highs, we expect further strength in 
2017. The trend higher will be dependent on Trump’s growth agenda for the US 
economy and a boost in fiscal spending. Added to this, we would expect a more 
hawkish Fed and higher rates to added further support to the dollar versus other 
currencies. As the chart below shows, our forecasting adds a quantitative case for 
considering  the lagged effects of consumption, investments, government spending, 
and net exports on the US currency.

Idea specific risks

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

 – Trump’s growth agenda fails 
to materialise, leading the 
dollar to fall

 – The Fed is more dovish than 
anticipated and there are 
less frequent rates rises than 
expected

IDEA: LONG DXY (DOLLAR INDEX)

FX

Dollar index vs. Dolfin forecasting model 
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Implementation
Futures / Spot

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
In light of the strong dollar environment, which is likely to be a headwind for 
emerging market currencies, we are selective in allocating to the asset class. In 
particular, we are constructive on Russian ruble and Brazilian real. Both countries 
are emerging from challenging economic conditions and also benefit from 
positive political developments. Furthermore, as the below chart shows, the two 
economies are positively correlated with both crude oil and copper. Using our factor 
decomposition tool, we show that copper and crude oil explain 56 per cent of the 
currencies’ variance. We see this as a positive, in light of our constructive view on the 
two commodities. 

Idea specific risks

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

 – Either country relapses into 
recession in the first quarter

 – Trump intensifies 
protectionist rhetoric, 
causing a sell-off in emerging 
market assets

 – Crude oil fails to establish 
a higher trading range, 
leading to a sell-off in both 
currencies

IDEA: EMERGING MARKET CURRENCIES 
(BRL, RUB)

FX

Factor decomposition: copper and crude oil dependencies
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IDEA: BUY COPPER

Commodities

Implementation
Futures

Investment 
horizon
3-6 months 

Expected return
8-10% annually 

Rationale
Despite the surge in copper prices since early November, the commodity is emerging 
from a multi-year bear market. Given the pro-growth global environment and 
expectations of higher infrastructure spending in the US (and elsewhere) we would 
expect copper to benefit. Furthermore, stronger than expected demand in China, 
also acts as a tailwind for copper going into 2017.

Idea specific risks

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

 – A potential loss of 
momentum in China

 – US growth and infrastructure 
spending fails to materialise
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Commodities

IDEA: OIL INCOME NOTE

Implementation
3-month reverse 
convertible linked to WTI 
CRUDE NYMEX (WTI)

Investment 
horizon
3 months 

Expected return
16% annually 

Rationale
For income investors looking earn a high level of income resulting from a steady or 
increasing price of oil over the next quarter. Auto-callable monthly if the oil price is at 
or above an initial level (currently $52 per barrel), the income is guaranteed. Capital is 
at risk if on a one for one basis if oil declines from current levels.

We envisage a supportive, if not rising, oil price over the next few quarters, owing to 
OPEC’s commitment to limit supply of oil with the aim of normalising the commodity 
at a higher trading range. We also expect growing demand, supported by global 
growth, to benefit the commodity over the coming quarters.

Structure:
 – 3-month reverse convertible note
 – Pays 16% per annum income
 – 100% capital protection unless the price of oil falls below an initial level

Idea specific risks

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

 – WTI declines in value

WTI oil price 
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Payoff table

Oil price at maturity Product payoff*
70 116.00%

65 116.00%

60 116.00%

55 116.00%

50 112.15%

45 102.54%

40 92.92%

35 83.31%

30 73.69%

Source: Bloomberg, Dolfin research, January 2017
*assumes striking the price of oil at 52 USD
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Implementation
Futures

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
Favourable supply/demand dynamics point to relative outperformance of wheat 
versus soybean over the coming quarter. Acreage cuts for wheat combined with 
higher input costs suggest an increase for nominal grain prices in 2017. At the same 
time, soy output is expected to increase 6-7mm tonnes year-on-year in Latin America, 
which will constrain upside in prices.

Idea specific risks

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

 – Unfavourable weather 
conditions or political events 
alter the supply/demand 
dynamics

IDEA: BUY WHEAT / SELL SOYBEAN

Commodities

USDA wheat and soybean annual acreage prospective planting vs. wheat / soybean ratio 
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Commodities

Implementation
Futures

Investment 
horizon
3-6 months

Expected return
6-8% annually

Rationale
Gold’s sensitivity to a stronger US dollar suggests a continued downward trajectory 
in the first few quarters of 2017. This is coupled with a more hawkish US Fed and 
anticipated interest rate rises, which increase the opportunity cost of holding gold. 

In addition to this general negative picture for gold, India’s demonetisation scheme 
has effectively locked out gold buying in the country, given the economy is largely 
cash-driven. This is expected to result in further demand shrinkage in the first quarter 
of 2017. 

In contrast, demand for silver is expected to remain robust, given its correlation to 
global growth trends and application in the industrial sector.

As the chart below shows, Canada (an economy aligned to global growth trends) and 
platinum have historically explained 34 per cent of the variance in the pair’s return. 
Given both of these factors are positively correlated with our outlook on global 
growth, this lends weight to our idea.

Idea specific risks

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

 – A plunge in industrial 
demand reverses the upside 
trajectory in silver prices.

 – Global growth fails to 
materialise, leading gold to 
move higher.

IDEA: BUY SILVER / SELL GOLD

Gold spot price vs US dollar index (inverse)   
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Factor decomposition: Canada TSX index and platinum dependencies 
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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 
intermediaries we work with to promptly offer investors valuable insights and ideas that align their specific circumstances with market conditions 
to help them achieve their goals.

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

Smart Beta  
Bonds

Options 
Monitor

Smart Beta EquitiesStatistical Arbitrage

Commodities  
& FX Predictor 

Signal AggregatorClient Portfolio Risk 
Decomposition

Equities ValuationMacro Monitor and Inter 
Market Relationships

Mutual & Hedge 
Funds Ranking and 

Risk Decomposition

This tool delivers vital insights 
from the options world, with 

multi asset class functionality.

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

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

The Statistical Arbitrage tool identifies 
potential opportunities by running  

co-integration checks per asset class.

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

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

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

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

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

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

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

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

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

1.  10.  

2.  9.  

3.  8.  

4.  7.  

5.  6.  
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