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A time to  
mend nets

Richard Gray
Head of Investment Management, Dolfin

A s a rule, I avoid publishing forecasts, simply  
because I believe it to be an exercise in futility,  
if not intellectual dishonesty. Instead, I believe it  
is vitally important to try to understand potential  

risks (both to the upside and to the downside) and attempt  
to invest accordingly.

I use the word risk deliberately, because markets do a reasonably 
good job of measuring, discounting and pricing risk. Markets, 
however, seem to be very poor at gauging uncertainty.

Frank Knight, the University of Chicago economist, distinguished 
between risk and uncertainty as he tried to explain why it was 
possible for entrepreneurs to amass great wealth. Such a feat, 
if markets really are efficient and able to erode competitive 
advantages quickly, ought to be impossible.

In his book Risk, Uncertainty and Profit, Knight explained that 
risk is a ‘known unknown’, whereas uncertainty is an ‘unknown 
unknown’.

Investors and markets deal with risk, its associated probabilities 
and the distribution of those probabilities. Entrepreneurs dwell 
in the realm of the unknown and markets are unable to price that 
underlying uncertainty.

Currently, the biggest and most important unknown unknown  
is the relationship between the US and China. This relationship  
is a major geopolitical rivalry that may exist for years. It will 
determine, at a global level, fundamentally important factors  
such as growth rates, interest rates, FX rates, business  

confidence, consumer sentiment, capital expenditure, 
consumption and military spending.

Some will tell you that there is an ‘X’ per cent probability of the US 
backing down due to certain economic or political factors. Some 
will tell you that there is a ‘Y’ per cent probability of China backing 
down because of another set of economic or political factors. I 
believe that such people are mistaken, because there is no way 
of knowing the outcome of the US–China trade spat. The result is 
simply unknowable: it is governed by uncertainty not by risk.

Why uncertainty? The outcome of the US–China trade 
confrontation will be determined by whoever blinks first. It is 
not that the odds of the situation are unknown, it is that they are 
unknowable. Only Trump and Xi have a chance of knowing – and 
they cannot know what the other person is thinking.

I do not believe that it makes sense to take significant investment 
stances when market circumstances include such significant 
levels of uncertainty. Portfolios should therefore include higher 
levels of both cash and lower-risk assets than normal, until the 
future shape of trade relations between the US and China is known 
(or at least knowable).

Fishermen say that there is a time to fish and a time to stay at home 
repairing nets. I believe that now is one of those times to mend 
nets, rather than going out in the boat.

One might miss some upside, for sure, but equally one might 
also miss the next big leg down. With higher cash levels, one can 
certainly be opportunistic as and when the mist starts to clear.

I N V E S T O R ' S  L E T T E R
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 EQUITIES 

For long-only investors, 2018 was a near-impossible year in which  
to make money. Global equity markets fell, as did commodity prices.  
Bond yields rose in what many believe is the start of a multi-year  
secular bear market for fixed-income assets. What worked in the first  
half of the year tended to perform horribly in the second half.

Global

North America

Europe

APAC

BRIC

A S S E T  P E R F O R M A N C E  I N  2 0 1 8

Equity returns by region

Source: Macrobond, Dolfin, January 2019
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 EQUITIES 

Global

US

Europe

Japan

Global equity markets reacted to increased geopolitical uncertainty and macroeconomic risks – particularly 
once President Trump focused his attention on China. Worst hit were Chinese technology stocks (the CSI 
300 Technology Index fell -41 per cent in USD), while US utility stocks were +4.4 per cent as a safe-haven 
trade. With the US yield curve flattening (and partially inverting at times), banks were badly hit – especially 
eurozone banks which were also dragged lower by worries about Deutsche Bank’s capitalisation levels 
and eurozone specific political events (the FTSE eurozone Banks Index fell -37.5 per cent). 2018 was also 
the year in which the technology stocks finally started to lose their lustre, with value, for the first time in a 
decade, finally beginning to outperform growth towards the end of the year.

Equity returns by style

Source: Macrobond, Dolfin, January 2019
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 FIXED INCOME 

Global

US

US by rating category

Europe

With a full year of quantitative tightening in the US and persistent signs of wage inflation globally, fixed 
income offered little respite for investors. A flight to safety offered some comfort to those who held short-
dated US government bonds, but for those holding Italian government bonds, 2018 was a nervous year 
with five-year Italian sovereign credit default swaps almost doubling to 207.6 as a budget spat with Brussels 
started to build. Corporate bonds also offered little comfort, but were less painful the shorter the duration 
and the higher the underlying credit quality.

A S S E T  P E R F O R M A N C E  I N  2 0 1 8

Source: Macrobond, Dolfin, January 2019

Fixed income returns
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   COMMODITIES AND 
   PRECIOUS METALS  

Commodities were hit in 2018 by fears of slowing Chinese growth 
and the impact of the trade war between China and the US. The oil 
price underwent violent fluctuations as the US eased its restrictions 
on Iran at the same time as OPEC increased its production in 
response to an anticipated shortfall from US sanctions. Brent was up 
by almost 30 per cent in early October, only to fall nearly 40 per cent 
from there. Gold was essentially flat on the year as lower levels of 
dollar liquidity tempered any inflation worries. 

 CURRENCIES 

The dollar was king in 2018, up nearly 5 per cent against a basket 
of the world’s major currencies. This strength was primarily due to 
a higher level of economic growth in the US (with correspondingly 
higher interest rates) as well as lower levels of dollar liquidity. 
Emerging markets currencies were particularly hard hit on a 
combination of growth concerns and country-specific political 
issues. Worst affected was the Argentine peso, as the country 
was forced to seek help from the IMF. The Turkish lira responded 
poorly to Erdogan’s increasingly autocratic style. Bitcoin, if it can be 
classified as a currency, had an awful 2018, down approximately 75 
per cent from its highs. 

VOLATILITY 

Having been largely absent from markets for some time, thanks 
mainly to the co-ordinated actions of central banks, volatility made 
a sustained comeback in 2018. A marked pick-up in US wages 
in January sent bond yields sharply higher and equities lower. A 
common way for portfolio managers to enhance returns until then 
had been to sell volatility – often via products linked to the XIV Index. 
When, in February, one of these products, because of the spike lower 
in equities, wiped out the capital of the underlying investors, traders 
and algorithms were caught off guard and the VIX Index rose by 
nearly 180 per cent. Similar spikes in volatility were seen in October 
and December too.
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Region

US 

Europe

UK 

Japan

China

Emerging  
markets

Comment

US is still expensive, but underlying growth is the most compelling globally. We are underweight 
FAANGs and banks and prefer value as an investment style.

Some areas of value but slowing growth and increasing geopolitical risk in France and Italy.

We are neutral on the UK since it is impossible to determine the (positive or negative) outcome 
of Brexit ahead of a UK Parliament vote.

Compelling valuations and improving fundamentals. Macro data weak at end of 2018.

Areas of value, but worries over US trade relations and overall debt levels. Growth slowing.

Unattractive ahead of positive signs on China growth and weaker dollar.  
India preferred but political risk.

View

US

Europe

UK

Japan

Emerging  
markets

 
 
Govt

IG

HY

Govt

IG

HY

Govt

Corp

HY

Govt

Corp

Local

USD

Asset class

Equities

Fixed  
income

RegionAsset class View Comment

0-2y 3-5y 10+y
Due to expected continuation of tapering/Federal Reserve rate increases we prefer to stay 
short duration.

We dislike Government bonds in Europe. Valuations are not attractive and ECB tapering will be 
negative for long-dated bonds. Political risk is accelerating. 

We prefer to remain short duration as political risk is creating substantial uncertainty. 

Valuations are tight and do not offer opportunities. 

We prefer selective short duration IG bonds and prefer IG FRNs. We selectively like senior 
bank bonds. 

Due to ECB tapering we dislike corporate bond duration. Generally IG valuations are rich. Bank 
AT1 valuations will provide opportunities during 2019. 

We remain cautious on corporate bonds due to political risk. 

Valuations are tight and do not offer opportunities. 

We prefer floating rate bank loans for general allocation. We see compelling opportunities in 
individual high yield bonds due to increased volatility.

Due to ECB tapering, increasing political risk and weakening economic growth, we dislike 
Euro HY. However, we believe there are some selective opportunities for idiosyncratic risk. 

We remain cautious on corporate bonds due to economic and political risk. We believe there 
will be selective idiosyncratic opportunities in non-cyclical industries. 

Due to valuations and investor positioning we see value in allocating to EMD. Global political 
risk and US tapering are the main obstacles for the asset class. 

Due to valuations and investor positioning we see value in allocating to EMD. Global political 
risk and US tapering are the main obstacle for the asset class. 

S U M M A R Y  I N V E S T M E N T  V I E W S
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As we enter a period of gradually rising interest rates and gradually falling 
levels of additional market liquidity, investors need to evaluate how their 
portfolios might perform under conditions that are very different to those 
seen during the past decade.

The New Normal then
In 2009, Mohamed El-Erian, the then CEO of PIMCO, coined the 
phrase ‘the new normal’. It was an attempt to explain a world in 
the immediate aftermath of the global financial crisis. His central 
thesis was for a three- to five-year period of both muted growth and 
previously untested policy actions from the world’s major central 
banks (primarily manifested as quantitative easing).

His prediction of a healing process that would last three to five years 
was, in hindsight, far too optimistic and, almost a decade later, we are 
still living in one of the most extraordinary periods in financial market 
history. Indeed, the recent macroeconomic environment has been so 
unpredictable and counterintuitive that I am reminded of the old curse 
‘may you live in interesting times’.

The New Normal now
Despite the various macroeconomic and geopolitical issues and 
the increased market volatility at the end of 2018, the current US bull 
market is now the longest on record. It surpassed the previous record 
(of 3,452 days) on 22 August 2018. Many, however, have labelled this 
market rise as ‘the most hated bull market of all time’. This is primarily 
because the meteoric increase in US equity markets has come at a 
time of relatively lacklustre economic growth (particularly when we 
consider the sheer scale of the stimulus provided by the US central 
bank). In other words, the market has primarily re-rated during the bulk 
of this period, rather than reflecting economic growth.

The following graph shows the CAPE ratios (cyclically adjusted 
price to earnings) for the US market (as well as the more traditional 

M A R K E T  C O M M E N T A R Y

Source: Macrobond, Dolfin, January 2019

Cyclically adjusted & 12m forward P/E-ratios
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12-month forward P/E ratios). These attempt to look through the cycle 
and give a better picture of long-term value. CAPE ratios are rarely 
a good timing tool, but they do often help identify periods of either 
irrational exuberance or irrational pessimism.

Multiples are now off their highs, but still appear expensive by historic 
standards. Additionally, much of the earnings growth generated by 
corporates globally has come from share buybacks and M&A activity. 
This, in turn, has been fuelled by the availability of cheap credit – 
which is probably unsustainable in a rising rates environment.

Investor nerves
A fall in the discount rate provided some justification for the re-rating 
of equity markets, but investors were still nervous. Why? If history 
is a guide, the valuation multiple paid by an investor at the time of 
purchase largely determines any future rate of return provided by  
that asset.

The chart below illustrates that at current market multiples, using 
this rule of thumb, investors can expect only a c.6 per cent annual 
return from US equities over the next five years – below the 8 per cent 
levels generally expected from equities over the long-term (albeit 
significantly better than the c.4 per cent indication given by the same 
methodology at the end of September 2018).

Farewell market liquidity
Investors are also seeing the effects of the withdrawal of additional 
liquidity provided to markets by the world’s central banks, primarily 
due to the introduction of quantitative tightening (QT) in the US.

This diminution in liquidity – the lifeblood of any efficient market – is 
unlikely to stop any time soon, given that both the European Central 
Bank and the Federal Reserve are determined to shrink the size of 
their respective balance sheets and walk back the extraordinary 
policies they deployed during the last decade.

Since the October 2017 commencement of QT, total assets on the 
Fed’s balance sheet are down by more than 8 per cent.

“ Most investors expected  
volatility to rise in 2018 and  
it did not disappoint”

Source: Macrobond, Dolfin, January 2019

M A R K E T  C O M M E N T A R Y

P/E-Ratios (12-month fwd) and subsequent returns (5 years)
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If you are in any doubt as to the importance of liquidity for markets 
I would urge you to read Chris Cole’s July 2018 letter for Artemis 
Capital Management on the subject. The letter does an excellent job 
of explaining both the fundamental need for liquidity in markets and 
the implications for assets such as exchange-traded funds (ETFs) if 
liquidity starts to dry up.

The irony is that ETFs (and other passive strategies) have been partly 
responsible for these changes in market liquidity over the past decade. 
That is not to say that passive strategies cannot be a useful tool for 
investors, but simply that they are not without risk and therefore need 
to be deployed carefully. They are certainly not the magic investment 
silver bullet for all circumstances that some promise.

Hello volatility
Most investors expected volatility to rise in 2018 and it did not 
disappoint, particularly at the end of the year as the US–China  
trade dispute, European politics and Brexit began to dominate  
the narrative.

However, despite these marked rises, the underlying trend is still not 
elevated by historic standards. Volatility is merely a measure of how 
incorrect expectations are, so a rise in volatility does not necessarily 
signal the end of a bull market – particularly when there is a broad 
consensus for modest earnings growth. Economists also appear to 
be unanimous in their view that a recession in the US is highly unlikely 
before 2020.

That said, earnings revisions for all major markets, including the US, 
were to the downside at the end of 2018. Negative guidance from 

Forecast

Source: Macrobond, Dolfin, January 2019

Liquidity injection by global central banks

some high-profile names coincided with signals from the Fed that  
it was likely to maintain its tightening path (albeit possibly at a  
slower pace).

The bottom line is that if a combination of weaker earnings growth and 
higher rates drives increased outflows from equities, then volatility 
may move higher in a more sustained way. This, in turn, would lead to 
greater defensive positioning among investors.
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M A R K E T  C O M M E N T A R Y

Source: Macrobond, Dolfin, January 2019

Global gross debt less China gross debtThe end of the debt super cycle
The concept of a debt super cycle was originally coined by BCA 
Research in the 1960s. It describes a build-up of debt in the economy 
over the long term, resulting in an ever-increasing need for borrowing 
to finance each additional unit of output.

Back in the 1960s, total US government debt outstanding was c.50 
per cent of GDP. That ratio is now comfortably above 100 per cent. 
Perhaps surprisingly, given the causes of the banking crisis in 2007, 
there has been a huge growth in debt levels since the GFC.

The worst offenders have been the world’s major central banks, who 
have used newly printed liquidity to purchase assets (primarily debt) in 
unprecedented quantities.

In addition, the Chinese banks (and the shadow banking sector) have 
taken debt to staggering levels. Moody’s reports that the Chinese 
banking system (measured by assets) is now over $35,000bn in debt, 
representing c.3 times Chinese GDP and c.50 per cent of global GDP. 

As icing on the debt cake, significant levels of cheap debt have been 
used by corporates to retire (more expensive) equity.

With liquidity levels tightening and rates rising from the zero-bound, 
corporates are unlikely to extend this debt super cycle further. More 
on this later.

Wages and inflation
Inflation would appear to be the single demon that (in a post-Volker 
world) all central bankers agree must be defeated at all costs.

Since the financial crisis, most global citizens believe that they have 
experienced the effects of inflation in their daily lives, even if it has 
not made a sustained appearance in the most broadly accepted 
measures of its existence (such as RPI and CPI). There are certainly 
few who remain unaware that the concerted actions of central banks 
have generated enormous asset price inflation – particularly among 
equities, bonds and real estate.

Importantly, for most of the past decade the effects of inflation have 
been seemingly ‘absent’ from bond markets: bond yields have 
remained at historically low levels despite the asset price inflation we 
have seen. This was a deliberate policy of the central banks, of course, 
but 2018 saw a marked change in this regard as evidence of wage 
pressures in the US emerged (after the US economy reached a level at 
or near full employment).

There has also been wage growth in Europe, even though many of the 
eurozone economies are still a long way from full employment.

12 | Dolfin quarterly market views | Q1 2019



Market worries around wage inflation in the second half of 2018 
triggered an increase in US bond yields – particularly amongst US 
Treasuries – and the Fed’s tightening cycle raised the US funds rate 
from zero to 2.25–2.5 per cent. Despite equity price volatility at the  
end of 2018, the FOMC is still signalling two increases of 25 basis 
points for 2019 (taking the Fed Funds Rate to somewhere in the region 
of 3 per cent).

Wage inflation might also be reasonably expected to impact corporate 
profit margins – not least because labour represents one of the most 
significant cost inputs for the majority of companies. This is another 
reason, beyond its impact on monetary policy, why wage-related data 
remains critical to monitor.

Source: Macrobond, Dolfin, January 2019

Source: Macrobond, Dolfin, January 2019

Euro area wage costs

US average hourly earnings % change YOY
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The US yield curve
On 4 December, the spread between the yields of the UST 2-year 
and UST 10-year Treasuries briefly fell below 10 basis points, its 
narrowest since 2007. The day before, markets had witnessed the first 
partial inversion of the US yield curve since before the crisis, with the 
2–5-year spread and the 3–5-year spread both negative. Although 
some of these changes in the shape of the yield curve have been 
the result of changes at the longer end (the yield on the UST 10-year 
benchmark has been falling since the beginning of November), most 
of this journey towards inversion has come from a sharp move higher 
in shorter-dated maturities.

M A R K E T  C O M M E N T A R Y

Source: Macrobond, Dolfin, January 2019

US Government yield curve
at latest close (levels)
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Economic history
Time for a quick history recap. The first phase of quantitative  
easing (QE 1 (2008)) was a vital course of action in the depths of  
the global financial crisis. It restored basic levels of market liquidity 
and started to rebuild confidence in international risk markets. QE 2 
(2010) and QE 3 (2012) were, in essence, more of the same and an 
attempt by the US central bank to use monetary policies to boost 
consumption, increase asset prices and lower unemployment, 
at a time when the US legislature (in common with governments 
across the world) seemed unable to agree the correct course of 
fiscal actions to do the same. Operation Twist (2011) was different 
to QE, because during Twist the Federal Reserve (with short-term 
interest rates already at zero) sold much of its short-dated paper to 
buy longer-dated bonds. This was done with the specific intention 
of altering the shape of the curve and making long-term borrowing 
cheaper – another way to try to stimulate investment (primarily 
through the US housing market).

Since December 2016, the FOMC has been raising the official 
borrowing rate (the Fed Funds Rate) – but it began that process long 
before unwinding the extraordinary balance-sheet measures it had 
taken during the crisis. QT only started in October 2017 and there 
are still more than $3,000bn of assets on the Fed balance sheet that 
were not there prior to the Great Recession. The Fed is now trying to 
determine a ‘neutral rate’ (or R*): the short-term interest rate that neither 
simulates nor tempers the economy. It is trying to do so, however, 
without the help of the market, because enormous legacy of that 
historic manipulation has left the market lobotomised. This is particularly 
critical because the US risk-free rate is the single fundamental building 
block that underpins almost all asset pricing globally.

Although we only saw a partial inversion of the US yield curve, once an 
inversion is seen in one part of the curve, a full inversion often follows 
suit. This is important because “each of the past seven recessions 
have been preceded by a fully inverted yield curve” (a period of 10 
consecutive days when the 3-month yield is higher than the 10-year 
yield), according to Bianco Research.

It may therefore be prudent policy for the Fed to pause with its rate 
increases (after the much-anticipated December 2018 rise) while it 
waits to see if a demand for liquidity naturally drags-up rates. Perhaps 
that is what Fed Chair Jerome Powell was alluding to on 28 November, 
when he said that rates were slightly below the low end of the range of 
estimates for the neutral rate

He said, Xi said
At the end of the G20 summit in Buenos Aires, President Trump was 
able to boast on Twitter that: “My meeting in Argentina with President 
Xi of China was an extraordinary one. Relations with China have taken 
a BIG leap forward! Very good things will happen.”

The Chinese delegation said that both countries had reached a 
consensus to stop imposing tariffs on each other. The US made it 

clear that any cessation of tariff escalations was a temporary reprieve 
of 90 days only. In fact, concrete agreement between the parties 
was rather rare – essentially limited to limiting the nuclear ambitions 
of North Korea and curbing the availability of the highly addictive 
painkiller, Fentanyl, in the US. For the US, the biggest problems 
concern forced technology transfer, intellectual property protection, 
non-tariff barriers, cyber intrusions and cyber theft. It is hard to see 
how the most seasoned of negotiators will find a workable solution 
for these complex issues in just three months. Perhaps the likelihood 
is lower still, given that the US diplomatic team is being led by China 
hawk Robert Lighthizer. Additionally, it is unlikely that any trade 
imbalance between the US and China will fall during that period – not 
least because the US is experiencing higher employment, rising wage 
inflation and a narrowing output gap and this would normally lead to a 
higher, not lower, trade imbalance.

Both leaders, of course, are playing primarily to their respective 
domestic audiences – hence the widely differing statements after 
the meeting. Trump needs a deal to satisfy his supporters and win 
over waverers. Xi needs to solidify his grip on the Communist Party 
of China after a change of tone in domestic politics in recent months. 
Not so long ago, it seemed that Xi could do no wrong. He certainly had 
no visible or viable internal rivals. With the Chinese economy slowing 
and US trade tariffs starting to take effect, internal questions have 
been raised about the aggressive way in which Xi pursued his “Made 
in China 2025” and “Belt and Road” initiatives internationally. We have 
seen some modest policy easing over the past few months (a weaker 
renminbi, lower reserve requirements for banks and a reduction in 
the pressure to deleverage pressure placed upon corporates) – but 
the world appears unconvinced that China has either the ability or 
the willingness to gear up and ride to the rescue (as it did in 2009 and 
2016) because of the high debt levels and a genuine political desire to 
rebalance the economy.

Global historical context
We are currently experiencing a phase of global history when 
one mighty nation – the established dominant hegemony – feels 
challenged by the rise of another. China’s economic growth has 
placed it on a collision course with the United States, particularly in 
the Western Pacific, the East China Sea and the South China Sea. 
China, whose recorded history is ironically much longer than that of 
the United States, sees Asia as its natural sphere of influence. The 
United States, whose economic dominance and military might has 
underwritten global growth seen since the end of WW2, believes 
instead that Asia lies within its sphere of influence.

So, can the US and China find a way to accommodate their respective 
national ambitions, or is the current trade war merely the precursor to 
a conventional war? After the Peloponnesian War, which was waged 
between 431 and 404 BC and saw Sparta attempt to check the rising 
military power and economic dominance of Athens in the Aegean, the 
historian Thucydides wrote: “It was the rise of Athens – and the fear 
that this rise instilled in Sparta – that made war inevitable.” The phrase 
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‘Thucydides Trap’ is now used to describe a situation where a rising 
power challenges an established super power, making war difficult –  
if not impossible – to avoid.

Donald Kagan, a Yale historian, presents parallels between the 
Peloponnesian War and the two World Wars of the 20th century. His 
conclusion: “A persistent and repeated error through the ages, has 
been a failure to understand that the preservation of peace requires 
active effort, planning, the expenditure of resources and sacrifice – 
just as war does.” Graham Allison, a Harvard historian and former 
adviser to numerous US presidents, recently wrote a fascinating book: 
Destined for War. According to Allison, there have been 16 moments 
during the last 500 years in which a rising power has challenged an 
existing hegemony – and 12 of those 16 have ended in war.

In addition to commercial grievances, there are some in the US who 
see China as almost ungrateful, because its recent economic rise 
would not have been possible had the world’s shipping lanes not 
been secured after WW2 by the US Navy and the post-Bretton Woods 
global economic structures (such as the WTO, IMF, World Bank and 
NATO) not been ensured by the US. Ironically, there were those in 
Britain at the end of the 19th century who were upset by the rise of 
the US, believing that it had only been possible because British naval 
dominance had ensured the stability and safely of the global trading 
routes that had enabled the rise of the US. Britain and its former colony 
narrowly avoided war because Britain backed-down to concentrate 
its resources across the Empire. That peace was short-lived, however, 
ending when the rise of another European economic power, Germany, 
challenged Britain. Thus, it is not inevitable that the trade war between 
the US and China will escalate into a conventional conflict, but it is 
something that we need to monitor closely.

The US economy
In the US, despite the trade tensions and the actions of the FOMC, 
there are very few signs of cracks in the economy. US GDP grew 
by an annualised 3.5 per cent in Q3 of 2018 and real GDP growth 
has averaged c.3.1 per cent over the past four quarters. The US 
Manufacturing PMI was 59.3 in November, the 23rd consecutive 
monthly reading above 55 (importantly, above 50 denotes expansion).

There are also no signs of generalised credit risk. Banks (often ground 
zero if systemic credit risk spreads) are significantly better capitalised 
than in the recent past and the rules under which they operate are 
much stricter than during the last economic cycle. Non-financial 
companies have significantly increased leverage – primarily by taking 
advantage of cheap borrowing to retire expensive equity – but that 
chicken will probably not come home to roost (at least as far as the 
credit market is concerned) for several years, given that most have 
moved as much as possible of their short-term debt to long-term.

So where might the problems lie? The beginning of QT in the 
US might impact the US housing market. Here, the flattening of 
the curve is particularly problematic for the non-bank mortgage 
companies because it squeezes (and in some circumstances 
evaporates) margins. Suddenly, a business model that relies upon 
borrowing short to lend long no longer works. The biggest operators 
in the US housing market are private equity-backed, so unlikely to 
face a crisis – but the smaller operators (often privately owned) are 
struggling. As we learned in 2008, housing is an important factor 
psychologically in the US.

I mentioned earlier that rising rates are unlikely to have a significant 
impact on a company’s ability to service its debt – but it is worth 
bearing in mind the following quote from Jesse Colombo at RIA 
Advisors: "The Minsky moment is still some time away – but make  
no mistake, it will come. You cannot use cheap money on buybacks, 
then imagine (as rates normalise) that you can roll the debt over at 
higher cost with no impact on FCF." In other words, increased levels  
of US corporate debt may be easily serviced – but at the cost of  
lower levels of US corporate profitability. Perhaps markets are now 
worrying about lower levels of profitability going forward for this  
exact reason?

Conclusion
Given that the new ‘new normal’ might be a period of gradually rising 
interest rates and gradually falling levels of additional market liquidity, 
we believe that investors need to evaluate how their portfolios might 
perform under conditions that are very different to those seen during 
the past decade.

M A R K E T  C O M M E N T A R Y
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S U M M A R Y  V I E W S

Global equities
 

  Global GDP growth is likely to 
be lower in 2019 than in 2018, 
with consensus expecting 
a modest decline to c.2.9 
per cent in 2019, down from 
c.3.1 per cent in 2018. This is 
mainly due to slightly lower 
expectations for the US 
economy, but also because 
of increasing softness in the 
European economy.

  Some of this increasing 
concern about future 
economic growth can be 
seen in the PMI numbers.

  Between April and 
December 2018, the German 
government’s forecast for 
annual GDP growth in 2018 
fell from 2.3 per cent to 1.5 
per cent.

Source: Macrobond, Dolfin, January 2019

Source: Macrobond, Dolfin, January 2019

GDP growth: US, Euro area, Japan, UK

Global PMIs, 3-month change (SA)
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  The path of the Fed’s rate rises will be key to the performance of assets in 2019 – with the market currently pricing 
one rise (of 25 basis points) in 2019.

  Developed market wage growth will be key to the actions of 
central banks, particularly if wage rises put upwards pressure on 
consumer price rises.

  Any Fed tightening, particularly if it leads to further dollar strength, 
will add to the pressure on emerging markets.

  The path of commodity prices will also be key for EMs  
and this in turn will be largely driven by Chinese raw  
material consumption (or lack thereof) as well as global economic 
growth.

  China is likely to continue to gently loosen policy (particularly if the 
trade war gathers pace) – but they will have to be careful not to 

inflate the real estate bubble further. Chinese GDP growth is likely 
to be (reported) in the region of c.6.0 per cent.

  Market liquidity will be key and part of the policy tightrope that 
central banks will have to walk in 2019.

  A slip by the Fed, PBoC or ECB could hasten a recession and a 
significant sell-off in risk assets.

  Geopolitical risk will heighten asset price volatility, requiring a 
more defensive stance.

  Equities, as discussed earlier in this piece (and illustrated by the 
CAPE chart) are not cheap.

 EQUITIES 

S U M M A R Y  V I E W S

Chances of a US rate hike in March 2019

Chances of a US rate hike in June 2019Chances of a US rate hike in September 2019

Source: Macrobond, Dolfin, January 2019

Market-derived chances of rate increases in the US
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US equities
  The price–earnings ratio for the US market is still well above its 

historical average, particularly if one excludes the dot.com bubble 
from that average. The same is true of price/sales and price/book 
valuation metrics.

  Bull markets do not die of old age and can sometimes be rewarding 
during their final moments.

  The FAANGs are still expensive and it is hard to see a positive 
catalyst for the banks given the shape of the yield curve and their 
pro-cyclical nature.

  The real Fed fund rate is still modestly negative, which helps both 
US corporates and US consumers.

  Our preference, given both 
valuations and rising levels 
of risk in equities markets, 
is for value over growth 
– particularly given the 
significant underperformance 
that value has experienced 
over the past decade.

Source: Macrobond, Dolfin, January 2019

MSCI ACWI growth/MSCI ACWI value
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Source: Macrobond, Dolfin, January 2019

FTSEurofirst 300 Index/S&P 500 Index

  The ISM manufacturing survey 
(which correlates well with 
GDP) is still positive.

  Risks regarding EPS growth in 
the US (the market is currently 
pricing c.12 per cent EPS 
growth in 2019, despite record 
high margins after 2018’s 
tax cuts and rising wage 
costs) are probably to the 
downside, but given that US 
growth is still likely to outstrip 
the other major economic 
zones, US equities are likely to 
outperform on a relative basis 
unless economic growth is 
much weaker than expected. 
 

European equities
 

  European stocks have 
underperformed US stocks 
for more than a decade. At the 
start of each year, strategists 
cheerfully predict a change 
in this relationship and – for 
the first few months at least – 
markets normally oblige.

Source: Macrobond, Dolfin, January 2019

US GDP vs. US 3m ISM Manufacturing
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  European political risks are a significant factor and on the rise.

  Merkel’s leadership of Germany’s Christian Democrats passed  
to Annegret Kramp-Karrenbauer, a staunchly conservative career 
politician from Saarland, after a closely fought run-off against 
businessman Friedrich Merz. AKK is seen by some as Mutti #2, 
but she has vowed to forge her own path as she tries to regain 
political ground lost by the CDU to Germany’s less liberal parties, 
such as AfD, over issues such as migration. She will have to do so 
within a party that finds itself divided after the narrow defeat of 
Merz.

  Italy may well turn out to be a larger issue for Europe than Brexit. 
The populist coalition in Rome looks to be actively seeking conflict 
with the European Commission and the European Central Bank. 
Italy has the most Eurosceptic citizens in the EU, runs a primary 
budget, has a current account surplus, and has most of its debt 
held by local institutions or citizens. Italy could, therefore, leave the 
euro system and arguably boost its economy after being released 
from a stifling fixed exchange rate (although the population does 
not seem to wish to abandon the euro at present).

  France’s Macron was a standard-bearer for internationalism at 
a time of populist leaders. He has praised the UN and decried 
nationalism as a betrayal of patriotism. As Nicholas Dungan, a 
Paris-based senior fellow at the Atlantic Council, recently pointed 
out, “You can’t make speeches about defending the international 
order when your domestic popularity is at 28 per cent and there 
are protesters in the street.” The Gilets Jaunes protest movement 
was sparked initially by an environmental tax on diesel, but it 
has since evolved into anger about the rising cost of living and 
declining services in rural and small-town France. Macron was 
elected on a reform agenda to improve the economy, including 
tax cuts, reduced state spending and labour market reforms. 

Since Macron’s party, La République en Marche, was built as a 
vehicle for these policies, it is hard to know how much ground he 
can concede, other than cancelling the fuel duty increase, whilst 
maintaining any political credibility. The concessions announced 
so far by Macron will add debt equivalent to c.0.4 per cent of GDP 
to France’s budget deficit – which was already forecast to rise to 
2.8 per cent in 2019 (vs the Maastricht limit of 3 per cent and Italy’s 
forecast budget deficit of 2.4 per cent for 2019, for which it has 
received so much criticism).

  Switzerland has also managed to incur the wrath of the EU, 
because its federal council has declined to agree to a new 
institutional framework that is designed to govern Switzerland’s 
trading relationship with Brussels. Instead, Switzerland has begun 
a consultation process. The European Commission has said, 
reminiscent of the UK’s Withdrawal Agreement, that the  
text (after 32 rounds of negotiations) represented the “best 
possible outcome” before warning that the Swiss Stock Exchange 
might lose its ‘equivalence’ status, preventing EU banks from 
trading there. The federal council reiterated its belief that the 
Swiss exchange fulfilled all the technical conditions necessary  
for equivalence.

  Poland’s leaders have been flirting with far-right politics, 
particularly during a march alongside fascist banners through 
Warsaw to celebrate the country’s Independence Day. Hungary 
has had a nationalist strong-man as leader since 2010.

  Belgium’s minority government teeters after a clash with its 
coalition partner over migration.

  In addition, European earnings momentum looks weak, not least 
because of its exposure as an exporter to China.
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  Valuations are lower than 
in the US, but not exactly 
compelling (not yet 1 standard 
deviation from the mean).

  There is, therefore, a case for 
European equities, despite 
weak EPS growth forecasts 
of c.5 per cent in 2019, but the 
politics need to be favourable 
too: lower domestic political 
tension in France, no Italian 
budget shenanigans and an 
orderly Brexit.

UK equities
 

  The UK economy, particularly 
in the face of Brexit 
uncertainty, is being kept 
afloat by the consumer.

  In that regard, UK  
households have become  
net borrowers to a degree  
not seen in 30 years.

  The UK consumer has also 
been helped by PPI misselling 
compensation, which has so 
far paid out around £33bn 
to UK households, much of 
which seems to have been 
spent on luxury items such as  
holidays and cars.

 EQUITIES 
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Source: Macrobond, Dolfin, January 2019

Stoxx 50 P/E ratio

Source: Macrobond, Dolfin, January 2019

UK household net lending
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Source: Macrobond, Dolfin, January 2019

Source: Macrobond, Dolfin, January 2019

UK average house prices, YOY % change (Rightmove)

UK real business investment (private and public sectors)

  The other great determinant 
of the UK consumer’s sense 
of wellbeing is house prices. 
Growth in average house 
prices is now close to zero 
year-on-year, due to poor 
real wage growth since the 
financial crisis and low levels 
of affordability in most parts of 
the country. 
 
 
 
 
 
 

  Companies are also reluctant 
to invest due to the ongoing  
Brexit process.

  Irrespective of Brexit, therefore, it is hard to make a particularly 
compelling story for the UK domestic economy, but exporters  
and dollar earners should benefit from any prolonged weakness  
in sterling.

  In short, the vote in the House of Commons, due by 21 January, 
will be key for almost every aspect of the UK and therefore – since 
the outcome of the process cannot be predicted – any active 
(overweight or underweight) stance with regards to the UK would 
be foolish.

  It is almost certain that Prime Minister May’s current deal 
will not receive the consent of the UK parliament without 
concessions from Brussels, particularly on the issue of the Irish 
border backstop. Such concessions do not presently look to be 
forthcoming and may not emerge before the deal is rejected at 
least once.
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Japanese equities
  Japan’s GDP fell 2.5 per cent YoY in Q3 of 2018, revised down from 

an initial estimate of -1.2 per cent. A series of natural disasters 
(flooding in July and a typhoon and magnitude 6.6 earthquake 
in September) had a significant impact on Japan’s economy, but 
economists expect the economy to have bounced back in Q4.

  November 2018 M3 monetary growth slowed to 2.1 per cent YoY, 
the slowest since November 2012, before Japanese qualitative 
monetary easing started, and down from the 12- and 24-month 
averages of 2.6 and 3 per cent respectively. With monetary growth 
slowing, there is probably very little scope for CPI to hold up.

  Ironically, although it does not feel like it, Japanese equities have outperformed the world since Abe’s election at the end of 2012.

  Japanese equities remain 
cheap, however, even 
though the Bank of Japan 
has been buying equities. 
This is largely because 
foreign buyers have 
preferred the FAANG 
names to the Japanese 
story of improved 
governance, balance 
sheet restructuring, 
improvements to 
overstaffing in Japanese 
businesses and  
improving RoEs.

Source: Macrobond, Dolfin, January 2019

Performance of Japanese equities vs. RoW since Abe's election

TOPIX P/E ratio

Source: Macrobond, Dolfin, January 2019
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Source: Macrobond, Dolfin, January 2019

Shanghai Shenzhen CSI 300 P/E ratio

Chinese equities
  Any view on China must include a view on the prospects for 

a trade truce with the US. As you may have gathered from my 
historic yarns earlier in this document, I am not particularly 
confident that a détente will be reached – not least because 
protectionism against China remains popular among US mid-
Western swing voters.

  Add to this worries about the amount of debt that has built up in 
the Chinese economy and it is hard to make a compelling reason 
for investing in China now, other than that it is hard to ignore such 
a large and (still) growing economy.

  At least the China Banking and Insurance Regulatory Commission 
has been imposing penalties on errant lenders, including six 
fines in November for violations including misleading advertising 
and serious breaches of prudent lending principles. The list of 
banks includes the country’s fifth-biggest lender, the Bank of 
Communications. The regulator has been steadily increasing its 
grip on the sector since 2016, when China made tackling financial 
risks one of its top priorities.

  Chinese banks made ¥1,250bn (c$182bn) of net new loans in 
November 2018. This was higher than the previous month, due 

to seasonal factors, but below the 6- and 12-month averages of 
¥1,316bn and ¥1,305bn respectively.

  Although it is difficult to identify and weigh each of the factors 
responsible for the global market turbulence this year, China has 
been an important exporter of volatility. An MSCI index of DM 
stocks most exposed to China has performed significantly worse 
than the broader DM index in 2018. Industrial metals prices are 
on the cusp of a bear market, down nearly 20 per cent since June, 
because of fears about a slowdown in China, the world’s largest 
consumer of industrial commodities.

  China’s role in the last major global sell-off (August 2015) was 
clear – a surprise devaluation of its currency, but Beijing’s stimulus 
measures at that time calmed markets. This time around, though, 
the policy response has been both inadequate and confused, 
mainly due to constraints imposed by a desire to reduce financial 
leverage in the broader economy

  In December, China’s manufacturing output was contractionary 
(that is, below 50). China-induced turbulence in markets may 
therefore persist for some time yet.

  Chinese stocks are cheap 
and will probably see a 
decent bounce if pressure 
from the US is relieved, but 
otherwise we would like to 
see increasing evidence 
of economic reform before 
committing capital in size to 
the region.
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Emerging market equities
  We see Turkey as the biggest bellwether in the emerging markets, 

because it has a dollarised financial system and trades heavily 
with Europe.

  As one commentator put it, Turkey is “a big fish but no whale”, 
meaning do not expect the FOMC to step in to solve a crisis in 
Turkey. Turkey’s biggest issues are that its Total Gross External 
Debt is approximately $457bn (more than 50 per cent of GDP); its 
current account deficit averages c.$5bn per month (although  
there has been a surplus of late); Turkish businesses had  
c.$336bn of foreign debt at the end of January 2018; and Turkey 
has only c.$18bn of net foreign exchange reserves. This toxic  
mix of a large current account deficit and high levels of dollar  
debt is hard to sustain, particularly in a strong dollar and weak  
lira world.

  If the market forces Erdogan’s hand, he might have to bring  
in capital controls (rather than taking more domestic interest  
rate pain) and effectively bring about a ‘default’ on foreign debts 
(think Thailand in 1997, Russia in 1998). European and Japanese 
banks would be hurt. Contagion might spread to the rest of the 
emerging markets complex (although any EM crisis of this nature 
would likely be deflationary for the world economy – as we saw  
in the late 1990s).

  On 10 November, the governor of the Reserve Bank of India 
resigned, citing personal reasons. It was clear to most observers, 
however, that his move was prompted by continuing pressure 
from the Modi government to loosen monetary policy. The 
RBI, however, has stuck to a policy of controlling inflation and 
recapitalising India’s banking sector (which also has a tightening 

effect on the economy). The previous governor left in 2016 under 
a similar cloud. India offers a very compelling combination of 
demographics, urbanisation and globalisation, but Modi’s desire to 
win the general election in 2019 at all costs is putting off investors 
and hitting the rupee hard. 

  That said, emerging markets have their champions once again. For 
the first time since the start of the last EM bull market (2002–07), 
there is the beginning of a narrative that EM stocks are both cheap 
and attractive from a risk–reward perspective.

  The election in 2003 of Lula da Silva in Brazil marked a great 
buying opportunity, driven also by rising commodity prices (in turn 
driven by Chinese growth). China's fiscal stimulus in the wake of 
the financial crisis enabled EMs to lead the developed markets 
out of the crisis. Since then there has been a grinding bear market, 
made worse by FOMC monetary tightening, a stronger dollar and 
(from time to time) higher oil prices.

  Ironically, over the longer-term, EMs have not outperformed DMs 
and they have not provided additional diversification. Many of the 
EM nations have made great economic progress, but they have 
not enriched foreign investors along the way.

  Sentiment towards emerging markets tends to move in very long 
cycles and the cycle may turn soon – and certainly EM valuations 
and secular growth prospects look compelling.

  It is hard to see, however, what will change the narrative on  
EMs while the Turkey issue and the slowdown in China both lurk  
in the background.

 EQUITIES 
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Global fixed income
  Globally, we prefer to stay at the shorter end of the curve due to 

anticipated central bank tightening.

  We are, however, selectively buying risk assets, but note that the 
opportunity set varies greatly across different geographies.

  We conclude that a barbell strategy, which focuses upon capital 

preservation at the short end while identifying idiosyncratic alpha 
will provide the best risk–reward outcome for investors.

  We are generally cautious on investment grade because of the high 
levels of debt by historic standards and break-even risks (the break-
even rate is the difference between the yield on a fixed-rate bond 
and the real yield on an inflation-linked bond of similar maturity).

 

  Timing will be extremely important in 2019, and we expect some markets to overshoot and subsequently provide opportunities (in areas 
such as energy, EM and B-rated corporate bonds).

  The major central banks are reducing global liquidity by shrinking 
their balance sheets. In the US, the Fed intends to shrink its 
balance sheet from c$4,500bn to c$2,700bn by the end of 2020.

Source: Macrobond, Dolfin, January 2019

Outperformance of FRNs since the beginning of QT in the US

 FIXED INCOME 
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  In Europe, the ECB announced it intended to stop purchasing new securities at the end of December 2018 (based on its assumption of a 
steady-state eurozone economy and inflation of 2 per cent by 2019/2020). Other central banks look to be staying put for now, especially in 
Japan (where demographics are hindering the BoJ’s plans to escape its expansionary stance) and the UK (where the BoE is dealing with 
the impact of Brexit).

  We believe that the end of this ‘QE experiment’ will have 
substantial implications for fixed income investors across the 
various sub-asset classes.

  A major focus will be the  
reversal of risk spreads, 
which collapsed in 2010 as 
indiscriminate risk taking took 
hold as the result of ultra-low 
interest rates globally.

  Since mid-2018, we can 
observe that spreads started 
to widen in line with a general 
increase in volatility. This is 
largely due to QT and rising 
rates in the US, but factors 
such as Brexit, trade wars and 
protectionist policies from 
President Trump have played 
a part.

  Globally, we are positioned 
towards shorter duration 

for both yield and spread products, because we believe this will 
provide investors with capital protection if yields and/or spreads 
rise. At the same time, it provides us with the opportunity to 
take advantage of opportunities as and when they arise in 2019, 
particularly in riskier sub-asset classes like IG and HY.

Source: Macrobond, Dolfin, January 2019

QE induced spread compression across AA/BBB/high-yield bonds
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Source: Macrobond, Dolfin, January 2019

The Federal Reserve’s balance sheet

A:  QE1 begins in Dec 08 
Total assets: $2.24trn

B:  QE1 ends in June 10 
Total assets: $2.33trn

C:  QE2 begins in Nov 10 
Total assets: $2.35trn

D:  QE2 ends in Jun 11 
Total assets: $2.87trn

E:  QE3 begins in Sep 12 
Total assets: $2.8trn

F:  QE3 "tapering" begins in Jan 14 
Total assets: $4.1trn

G:  QE3 ends in Oct 14 
Total assets: $4.49trn
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US fixed income 
  In the US, we continue to have a hawkish view on the rate 

environment, despite the fact that many in the market are now 
only expecting one 25 basis points rate hike in 2019.

  Although we recognise that the economic cycle is maturing 
and geopolitical risks are increasing, we believe that domestic 
demand will remain strong and a tight labour market will keep 
inflation at or above the Fed’s target of 2 per cent.

 

  The Fed is trying to slowly normalise its balance sheet, but it is also interesting to note the drift of the Fed policy rate away from the 
‘optimal rate’ calculated using Taylor’s rate model.

  One can see that historically the Fed’s fund rate has been very 
close to the implied policy recommendation from the Taylor rule 
model. For most of the time since the GFC, the Fed opted for an 
aggressive open-market programme to accompany a zero-rate 
policy; a 5–6 per cent deviation from the Taylor model.

  Today, the Fed appears to be behind, approximately 4 per cent 
below the optimal rate, at the time of an economic upswing. This 
risks the policy rate being behind the curve. If growth remains 
robust, the Fed will need to either unwind its QE programme 
much faster than planned or speed up the rate cycle.

Source: Macrobond, Dolfin, January 2019

Fed Funds Rate vs. Taylor Model

Dolfin quarterly market views | Q1 2019 | 29



 FIXED INCOME 

S U M M A R Y  V I E W S

  In other words, our view is 
somewhat contrarian to the 
outcome currently implied by 
the US yield curve. The curve 
is at its flattest since mid-
2007, which some interpret 
as a signal for a slowdown 
or a recession. However, it is 
important to keep in mind that 
the curve has been flattening 
since the Fed initiated QE1 
and that there are structural 
factors keeping the yield 
curve comparatively flat.

 

 

 

  There was a marked 
shift in credit markets 
towards the end of 2018. 
US high-yield bonds 
materially underperformed 
investment-grade bonds 
from the beginning of 
October onwards, having 
outperformed for much of  
the year. This chart shows 
the gap in HY and IG spreads, 
which widened to the most 
since 2016. 
 
 
 
 

  Given the mixed data, we do not believe that it is currently 
advisable to invest as if there is a 100 per cent probability of a  
US recession, nor would it be a good idea to use the same 
probability for an inflationary shock.

  Given the flat yield curve, we are struggling to find enough  
‘pick up’ in yield that would compensate for a move into  
longer-dated bonds.

  At the same time, a risk that the curve might steepen and generate 
capital losses for long-dated bonds is too high, given our outlook 
for potentially higher interest rates.

  Therefore, we deploy a barbell strategy to maximise optionality.

  We like bank loans with a neutral modified duration, because 
coupons are determined by LIBOR + spread. Such a strategy 

Source: Macrobond, Dolfin, January 2019

Spread between US 10y and US 2y, illustrating the flattening of the yield curve

Source: Macrobond, Dolfin, January 2019

Bloomberg Barclays US corporate high-yield average OAS

30 | Dolfin quarterly market views | Q1 2019



 FIXED INCOME 

helps us to benefit from future rate rises, while providing exposure 
to a stable economy, which should keep default rates for sub-
investment grade debt at low levels. Given that bank loans are 
typically senior secured (at the top of the corporate capital 
structure), they also benefit from substantially higher recovery 
rates than high-yield bonds.

  We also like investment grade floating rate bonds which, like bank 
loans, provide an interest rate hedge. However, IG FRNs have 
stronger credit fundamentals and are on average rated between 
BBB and AA. The additional spread for investors is 50–100 basis 
points on corporates.

  We believe it makes sense to spread allocations across IG and 
HY to reduce volatility and to keep some dry powder in case of 
opportunities that arise from an increase in volatility.

  As a hedge against the sort of weaker economic environment 
that is starting to be implied by the US yield curve, we have 
limited exposure to the short-end of the UST curve by allocating 
to Treasuries with a 1–2 year duration. The likelihood is that, 
after an initial inversion, the yield curve would most likely 
steepen dramatically because of a reduction in the Fed fund rate 
(benefiting fixed-rate bonds at the shorter-duration end).
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  Any increase in market volatility will generate opportunities 
among individual securities within the IG and HY space. We like 
bonds issued by corporates, which enjoy a catalyst for capital 
appreciation. These are typically idiosyncratic situations which 
increasingly sit in unloved sectors such as chemicals, oil and gas, 
and residential housing.

  As fundamental investors in the sub-investment grade corporate 
bond market, we are concerned about the weakening of lender 
protection within bond documents. Based upon our focus on risk-
adjusted returns and a desire for capital preservation, we have 

intensified our analysis on the weakest link in the market, which 
leaves us with the view that, in corporate high-yield, individual 
security analysis is key.

  The chart below shows that, although the median debt 
leverage has been increased from 3.7x to 4.4x since 1Q14, 
the differentiation within the market is substantial and offers 
opportunities to pick the winners and avoid those leveraged 
business that have only been able to finance opportunistically  
due to QE.

European fixed income 
  We believe that 2019 may present a rare set of opportunities across Europe, either in IG (due to tight spreads and the risk of a material 

widening from reduced ECB purchases) and/or within the broader risk market (which has been negatively affected by a combination of 
weaker economic data and less a supportive political environment).

  Unlike the Fed, the ECB 
intends to start tightening 
policy just as actual 
economic sentiment and 
data are weakening. Since 
the beginning of 2018, 
growth indicators in the 
euro area have revealed a 
weaker outlook and this has 
accelerated with an increase 
in political risk.

  As global investors, we avoid 
negative-yielding assets and 
focus on opportunities that 
may arise due to increased 
market disruptions. Source: Macrobond, Dolfin, January 2019

Euro area economic confidence indicators
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  Given that short-term German 
government bunds and short-
term corporate IG bonds still 
provide a negative yield, we 
see no reason to deploy cash 
into these assets to effectively 
pay for the privilege of lending 
money. As an alternative, we 
are more confident holding 
cash in euros (given the cost 
of hedging, capital stored in 
USTs for a European investor 
is a zero-sum game at 
present).

  The market in Europe has 
already started to react and 
divergence has begun to 
appear, especially within 
the sub-investment grade 
market. The difference in risk 
spreads between European 
BB- and B-rated corporates 
are currently at a c.6-year 
high of c.325 basis points 
vs. the long-term average of 
c.200 basis points. With the 
ECB having started its own 
tightening cycle in December 
2018, we expect to see this 
spread widen further.

  For the BB- and BBB-rated 
corporates, spreads have 
widened by 75 basis points 
from the lows, but the relative 
magnitude is not as pronounced as in the corporate  
sub-investment grade market.

  The ECB is still predominantly focused on the purchase of 
investment grade bonds and liability-matching investors provide 
structural demand for investment grade bonds, hence the 
difference in evolution between IG and HY bond spreads in 
Europe of late.

 FIXED INCOME 

Source: Macrobond, Dolfin, January 2019

Source: Macrobond, Dolfin, January 2019

Difference in spread between B- and BB-rated Euro corporate bonds

Difference in spread between Euro BB- and BBB-rated corporate bonds
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 FIXED INCOME 

UK fixed income
  The UK is currently the most 

difficult DM geography in 
which to invest because of the 
ongoing Brexit negotiation.

  Since we have no idea on the 
outcome of the process, it is 
hard to take an investment 
stance. For fixed-income 
investors, clearly the future 
actions of the Bank of England 
will be key.

  Under a hard Brexit, it is likely 
that the economy will be hit 
(at least in the short-term), 
making it hard for the BoE 
to raise rates (it will almost 
certainly have to cut them at 
first). A subsequent weakening of sterling, however,  
might increase the inflationary pressures in the UK  
economy, causing the yield curve to steepen in anticipation  
of the BoE raising rates to defend the currency and curb  
imported inflation.

  If the UK were to stay in the EU (perhaps after a second 
referendum), we would expect a significant rise in business and 
consumer confidence, placing upwards pressure on sterling in 
anticipation of future rate rises. We would expect government 
bonds to sell off as a flight to safety reversed and the BoE would at 
least start to sound more hawkish.

  In the event of a soft Brexit, we would anticipate a data-dependent 
approach from the BoE and a relatively benign rate environment.

  We have low conviction with regards to the UK because we 
cannot anticipate the eventual outcome. For our GBP clients, we 
maintain exposure to short-dated Gilts and seek opportunistic 
exposure in the BBB- and BB-rated corporate space. We believe 
that any corporate exposure should currently be restricted to 
the less cyclical industries such as telecoms, cable companies, 
consumer staples and services companies (excluding banks).

  Within our global allocation, we have a neutral stance on the UK.

Emerging markets
  Due to our view on tightening monetary conditions globally, we 

are cautious.

  Emerging markets (EM) have generally underperformed during 
a US rise cycle, resulting in the break-down of imbalances 

which had built up during prior periods of stability and market 
exuberance. This is particularly true where there are large 
currency or maturity mismatches.

Source: Macrobond, Dolfin, January 2019

Since April 2018 the curve has continued to flatten despite Sterling strength
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  As a result of the strength 
of the US dollar in 2018, EM 
bond spreads are now above 
their 7-year average, but we 
do not currently anticipate a 
2019 recession for the EM 
countries. 
 
 
 
 
 
 
 
 
 
 

  Aggregate EM GDP growth 
has been 4–5 per cent during 
the past six years, whilst soft 
economic indicators (such as 
PMIs) indicate a continuation 
of the trend. If the Chinese 
government intervenes to 
maintain a minimum level of 
GDP growth, via monetary 
interventions or social policy, 
the EMs would be helped

 
 
 
 
 
 
 
  We are not particularly worried that the recent weakness in oil 

prices will have a materially negative effect on EM finances either. 
The chart above shows that, apart from in 2009, the change in oil 
prices has a limited effect on real GDP growth.

  According to State Street, holdings of EM debt by DM investors 
is now at its lowest during the past five years and 90-day investor 

flows have been c.80 per cent below the 5-year average.  
Perhaps investor sentiment has over-shot to the  
pessimistic side.

  Because of our current view of tightening monetary conditions, 
we are presently cautious ourselves, but we will continue to 
monitor the situation closely.

 FIXED INCOME 

Source: Macrobond, Dolfin, January 2019

Source: Macrobond, Dolfin, January 2019

EM bond spreads vs. recent average

EM real GDP growth vs. oil prices
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 CURRENCIES  OTHER 

S U M M A R Y  V I E W S

  The US dollar looks set to continue to outperform at the 
start of 2019 due to higher growth expectations against the 
other developed markets and its safe-haven status given the 
geopolitical risks that are appearing in Europe and Asia.

  Indeed, until we see evidence of slowing US growth, a pause 
by the Fed from rate rises and a relatively amicable resolution 
of the US–China trade conflict (which withdraws dollar liquidity 
and squeezes the currency higher), it is hard to see the market 
beginning to consider the fundamentals of the US and its runaway 
balance sheet (which ought to be negative for the dollar in the 
long term).

  If problems continue to surface in the euro area’s political 
landscape, as well as growth rates disappointing there, the euro is 
likely to continue to be soft.

  The Japanese yen may well be a winner if higher volatility and 
slower US growth force the repatriation of domestic capital – it 
also enjoys a global safe-haven status.

  The Swiss franc is the other obvious safe-haven currency, despite 
the ongoing conflict with the EU.

  Sterling is impossible to call ahead of any final resolution on Brexit, 
but recent extreme weakness versus the dollar looks overdone 
given that the UK Parliament will do all that it can to thwart a no-
deal end to the saga.

  Oil will continue to drive the performance of many currencies, 
including the Swedish krona, Russian ruble and Canadian dollar. 
The commodities markets, particularly in the light of slowing 
growth in China, will exert their usual influence on the Australian 
dollar, the Brazilian real and many other EM currencies. 

  The gold price tends to be very sensitive to global liquidity 
conditions – and the fact that it has been soft, even as nominal 
and real bond yields weaken, indicates that markets do not believe 
liquidity is too loose at present. President Trump’s determination 
to reduce the US budget deficit (a de facto reduction in global 
liquidity  
given that the dollar is the reserve currency) will also be an 
important factor.

  Oil has always been a political football – but that is particularly 
true because of the long-term struggle between the Sunni form 
of Islam (led by Saudi Arabia, with vocal Turkish, Egyptian and 
US support) and the Shia school (led by Iran but supported by 
the Lebanon and the Kurds), which was exacerbated by the Iraq 
war of 2003–11. US consumers, however, have started to enjoy a 
windfall from the sharp fall in oil prices, which has come because 
of the softening of US sanctions on Iranian oil and the political 
pressure President Trump has brought to bear on the Saudis after 
the recent incident in Istanbul.
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D O L F I N  Q U A L I T A T I V E  M A C R O E C O N O M I C  M O D E L

Region Asset type Main macro drivers Latest value* Market View Difference
US Macro data US Unemployment Rate, SA 3.9 3.6 3.6

Macro data US CPI Urban Consumers, SA Index 252.9 253.8 253.8
Rates 3 Month Libor USD, % 2.8 2.9 3.0 0.13

Europe Macro data Euro Area MUICP All Items NSA 104.3 104.7 104.7
Macro data Germany Harmonized Consumer Pr 104.9 105.2 105.2

UK Rates 3 Month Libor GBP, % 0.9 0.9 0.9
Global FX FX Spot, JPY per USD 109.7 112.0 112.0

FX FX Spot, USD per EUR 1.15 1.15 1.15
FX FX Spot, USD per GBP 1.28 1.30 1.30
Commodities Crude Oil WTI Spot, USD 45.4 62.5 49.5 -13.02
Commodities Crude Oil Brent Spot, USD 53.8 70.3 58.4 -11.86

Region Asset type Asset Yields Latest value* Market View Difference
Global Aggregate GA Global Aggregate Bonds 2.03 2.21 2.32 0.10

Government 
Bonds

GT Global Aggregate Treasuries 1.33 1.51 1.58 0.07

Corporate 
Bonds

GC Global Aggregate Corporate Bonds 3.37 3.54 3.71 0.17

US Government 
Bonds

UST2y US Treasuries, 2 years 2.49 2.78 2.87 0.09

UST5y US Treasuries, 5 years 2.51 2.94 3.09 0.15
UST10y US Treasuries, 10 years 2.68 3.10 3.25 0.15

Corporate 
Bonds

US IG 2y US Investment Grade, 2 years 3.36 3.58 3.73 0.15

US IG 5y US Investment Grade, 5 years 3.71 4.05 4.25 0.21
US IG 10y US Investment Grade, 10 years 4.28 4.59 4.79 0.20

High Yield 
Bonds

US HY US High Yield Bonds 7.95 7.56 8.19 0.63

Europe Government 
Bonds

Bunds2y German Bunds, 2 year -0.61 -0.57 -0.53 0.04

Bunds5y German Bunds, 5 year -0.31 -0.23 -0.17 0.06
Bunds10y German Bunds, 10 year 0.24 0.37 0.45 0.09

Corporate 
Bonds

EU IG 2y European Investment Grade Bonds, 2 years 0.12 0.15 0.19 0.05

EU IG 5y European Investment Grade Bonds, 5 years 0.75 0.82 0.92 0.10
EU IG 10y European Investment Grade Bonds, 10 years 1.58 1.68 1.83 0.15

High Yield 
Bonds

EU HY European High Yield Bonds 4.97 4.71 5.14 0.42

UK Government 
Bonds

GILT2y UK Gilts, 2 year 0.75 0.93 0.98 0.04

GILT5y UK Gilts, 5 year 0.90 1.15 1.22 0.06
GILT10y UK Gilts, 5 year 1.28 1.59 1.68 0.08

Corporate 
Bonds

UK IG 2y UK Investment Grade, 2 years 1.66 1.73 1.79 0.06

UK IG 5y UK Investment Grade, 5 years 2.03 2.18 2.27 0.09
UK IG 10y UK Investment Grade, 10 years 2.60 2.77 2.89 0.12
GILT10y UK Investment Grade 1.28 1.59 1.68 0.08
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P O R T F O L I O  A S S E T  A L L O C A T I O N S

Capital preservation United States Europe UK Japan Rest of world Comments

SAA TAA B/M Pos. B/M Pos. B/M Pos. B/M Pos. B/M Pos.

Govts 60% 55% 36% 94% 26% 0% 6% 6% 29% 0% 3% 0% We have a preference for short-duration (<3 years). 
Europe and Japan offer no yield. We are neutral UK due to 
impossibility of predicting Brexit.

IG 30% 30% 66% 90% 25% 10% 4% 0% 1% 0% 5% 0% We prefer short-duration and FRNs, with focus upon 
defensive names.

Cash 10% 15% – 100% – – – – – –  – – We like US money market instruments as they offer the 
best cash return.

Total 

Income United States Europe UK Japan Rest of world Comments

SAA TAA B/M Pos. B/M Pos. B/M Pos. B/M Pos. B/M Pos.

Govts 30% 35% 36% 93% 32% 0% 5% 0% 19% 0% 7% 7% We prefer for short-duration (<3 years). Europe and Japan 
offer no yield. Neutral UK due to impossibility of predicting 
Brexit. We see attractive idiosyncratic opportunities in RoW.

IG 35% 35% 66% 89% 25% 5% 4% 6% 1% 0% 0% 0% We prefer short-duration and FRNs, with focus on 
defensive names.

HY 15% 15% 81% 81% 16% 16% 2% 2% 0% 0% 0% 0% We prefer bank loans, short-duration HY in defensive 
sectors (underweight oil and gas) and are selectively 
buying idiosyncratic securities.

Eq 10% 0% 57% - 14% – 5% – 8% – 16% – We have a zero weighting in equities, to maximise capital 
preservation, and await opportunities to deploy cash once 
the larger macro-economic clouds have begun to clear.

Cash 10% 15% – 100% – – – – – – – – We like US money market instruments as they offer the 
best cash return.

Total 

Growth United States Europe UK Japan Rest of world Comments

SAA TAA B/M Pos. B/M Pos. B/M Pos. B/M Pos. B/M Pos.

Govts 5% 5% 36% 100% 32% 0% 5% 0% 19% 0% 7% 0% We prefer for short-duration (<3 years). Europe and Japan 
offer no yield. Neutral UK due to impossibility of predicting 
Brexit. We see attractive idiosyncratic opportunities in RoW.

IG 10% 10% 66% 95% 25% 5% 4% 0% 1% 0% 0% 0% We prefer short-duration and FRNs, with focus upon 
defensive names.

HY 20% 20% 81% 88% 16% 12% 2% 0% 0% 0% 0% 0% We prefer bank loans, short-duration HY in defensive 
sectors (underweight oil and gas) and are selectively 
buying idiosyncratic securities.

Eq 50% 45% 57% 65% 14% 10% 5% 5% 8% 10% 16% 10% We have a stylistic value tilt in the portfolio. We prefer 
defensive names. We are underweight tech and banks. 
We see Japan offering best value (but avoid banks). EM too 
dangerous for now, we believe. 

Other 5% 0%  –  –  –  –  –  –  –  –  –  – We do not see gold as attractive while liquidity is 
tightening and macro risks are contained.

Cash 10% 20%  – 100%  –  –  –  –  –  –  –  – We like US money market instruments as they offer the 
best cash return.
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M O R E  I N F O R M A T I O N

Disclaimer
This document is Investment Research issued by Dolfin Financial 
(UK) Ltd (“Dolfin”). It provides an analysis of an investment strategy, 
explicitly or implicitly, concerning one or several financial instruments 
or the issuers of financial instruments, and includes opinion as to the 
present or future value or price of such instruments. The information 
contained in this document does not constitute the provision of 
investment advice nor a recommendation, offer or solicitation to 
acquire, or dispose of, any of the financial instruments mentioned 
and will not form the basis ,or a part of, any contract or commitment 
whatsoever. This Investment Research is independent, on the basis 
that Dolfin does not have any relationship or association with any 
party to which a financial instrument mentioned in this document 
relates, and which may impact on the ability of Dolfin to act objectively.

No representation or warranty, express or implied, is made by Dolfin 
or any of its directors, officers or employees as to the accuracy, 
completeness or fairness of the information in this document and no 
responsibility or liability is accepted for any such information (save 
in respect of fraudulent representation or warranty). Dolfin has not 
performed any independent review or verification of any publicly 
available information used in the preparation of this document. Dolfin 
will not update, modify or amend this document or otherwise notify a 
recipient in the event that any matter stated in this document changes 
or is subsequently found to be inaccurate.

Prior to making any investment decision investors should seek 
independent professional advice regarding suitability of any 

transaction including the economic benefits and risks and legal, 
regulatory, credit, accounting and tax implications and draw their  
own conclusions. The past performance of financial instruments is 
not indicative of future results and you may get back less than the 
amount you invested.

Dolfin and/or its affiliates may act as a principal or agent in relation  
to the financial instrument(s) mentioned in this document. Dolfin  
may perform or seek to perform investment banking, wealth 
management and/or asset management services for any of the 
issuers mentioned here.

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

Dolfin is the trading name of Dolfin Financial (UK) Ltd, a company 
authorised and regulated by the Financial Conduct Authority (with 
reference no. 552894) and registered in England and Wales (with 
company number 07431519).

 
Copyright © 2019 Dolfin Financial (UK) Ltd. All rights reserved.

Georgios Ercan, Head of Sales 

+44 7464 928 255
georgios.ercan@dolfin.com

About Dolfin
Dolfin is an independent and agile wealth  
management platform. We provide world- 
class custody, brokerage and investment  
management to private clients, financial  
advisers and institutional investors.

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

Contact

Dolfin quarterly market views | Q1 2019 | 39



50 Berkeley Street, London, W1J 8HA  |  dolfin.com  |  info@dolfin.com  |  +44 20 3700 3888


