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Market summary

Third quarter saw a recovery in share prices and risk assets, despite a series of potentially destabilising
events: a failed coup in Turkey, worsening of Russia-US relations (with Russia’s withdrawal from the agreement to remove nuclear weapons), a hard-Brexit hypothesis that caused a 10% fall in the British pound
overnight, rumours of tapering (reduction) of quantitative easing in Europe and, lastly, a near implosion
of Deutsche Bank due to derivatives exposure. This relative stability of the equity market is justified, in
our opinion, by a portfolio positioning that is still highly defensive by international investors, taking
advantage of the opportunities offered by volatility in reallocating investments onto risk assets, particularly in sectors most impacted by this year’s adjustment.
The bond market appears to be headed towards a normalisation phase with growth in long-term rates,
thereby steepening the yields curve. Contributing to this normalisation has been the orientation indicated
by the latest comments by the central banks, according to which expansive monetary policies appear to
have ended their run, implicitly passing the buck to governments, from which we expect expansive fiscal
policies.
Fourth quarter will also have a number of major events that could generate further volatility: the US elections at the beginning of November, the constitutional referendum in Italy and, lastly, the FED’s meeting
in mid-December, which should - based on market expectations - raise rates for the first time this year. It
is our belief that this increase is not a prelude to a series of increases, but rather a slow normalisation of
the US monetary policy, pending stabilisation of the Eurozone as well, thereby triggering a synchronised
growth trend with a similarly synchronised normalisation of rates in the two areas.
In conclusion, we will observe these events, ready to take advantage of any opportunities that the market
presents, with the conviction that we will undoubtedly witness a dynamic year-end.
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ECONOMIC OVERVIEW

Macroeconomic
indicators in the last
quarter of the year

The PMI indices are positive, with a partial recovery in the US PMI and slight weakening of those of the
Eurozone.
With regard to the Economic Surprise Index, a weakening in August was followed by stabilisation of the
macroeconomic surprises in the US and a significantly more positive trend in the Eurozone as well (particularly thanks to the German IFO data).
We can possibly finally affirm that the US leading indicators are pointing to an increase, after a phase of
weakening that lasted nearly 2 years.
On a final note, second quarter data on the US GDP showed a slight upward adjustment from 1.1% to 1.4%,
and the Atlanta FED’s GDP Now leading index (calculated monthly rather than quarterly) is still showing
signs of recovery underway.
Although it is still difficult to quantify the impact of Brexit, there is some movement at the political level in Great Britain: on the one hand, Prime Minister Theresa May has announced the beginning of talks
with the EU by March 2017, while on the other, Interior Minister Rudd has asked local companies to draw
up a list of employed foreigners.

The fourth quarter
appears to show signs
of stabilisation

The macro European scenario is showing signs of stabilisation and does not appear to be cause for excessive concern at this stage.
In developed countries, the fiscal stimulus is gaining momentum, while monetary policies have reached a
point in which the Japanese and European central banks are at a QE limit and the hypothesis of possible
so-called “helicopter money” measures is being tossed around.
Remaining in the old continent, the fourth quarter will feature at least two interesting events: the constitutional referendum in Italy and the last annual meeting of the ECB. The former cannot be considered a
true systemic event for the EU, but rather an appointment that is not expected to have any political
consequences, regardless of the result. In fact, Renzi has already adjusted his initial stance, stating that
he will not resign even in the event of a majority no. Conversely, the second event is becoming increasingly relevant: while the markets had hoped for an increase in the QE measures and duration, rumours
indicate a possible tapering.
Lastly, moving to the United States, another two events will stand out at the end of 2016: the presidential
elections and a possible increase in the cost of money by the FED. The first of the two events in particular
could be a real game-changer for the upcoming future. In fact, a victory by Hillary Clinton would not result
in a radical change in the status quo over the short term and should not have much impact on the markets
(as opposed to a win by Donald Trump). There are concerns, however, with regard the medium and longterm and the effectiveness of the policies of both candidates.

A better climate for
emerging markets and
commodities as well

Prospects for growth in the emerging markets seem increasingly positive, while the major risks are declining. In particular, following the exit of President Rousseff, the political crisis in Brazil appears to be in a
stabilisation phase and the country seems to be moving out of the recession. We believe the decrease in
inflation will be a key element in the upcoming quarters, enabling the central banks to continue, if not
accelerate, easing of monetary policy, which would provide a strong stimulus for emerging assets.
Commodity prices should be bolstered by a higher growth environment and, with rising inflation in the
Eurozone countries, commodities - intended as an asset class - continue to offer an attractive risk-return
ratio. At the moment, however, we remain on the cautious side and recommend moderate exposure to
commodities.
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CURRENCY STRATEGY

Caution on the British
pound sterling in the
short-term, but
optimistic in the
medium/long-term

The pound sterling has depreciated over 22% during the current year. Compared to the prior quarter, this
weakness has grown further, particularly stemming from the statement by Prime Minister Theresa May indicating that the exit strategy would involve leaving the single market in order to ensure greater control over
immigration and greater freedom on the legislative front. The Bank of England is not blocking the currency’s
fall. In fact, from the sentiment standpoint, the expansive measures adopted and promised are weighing on
the currency. Even at the verbal level, declarations by members of the BoE have focused on a weaker currency, which has the advantage of improving the current account thanks to higher exports.
Our suggestion remains that of adopting a prudent approach on the currency in the short term: indeed, despite the sharp devaluation, we still see the pound as risky. Nevertheless, over the medium term, due to the
current levels in the spot rate against the Euro, which is suffering from excessive negativity, we are positive
on the currency.

Diversifying from the
Swiss franc remains a
valid strategy

Volatility near historic lows leads us to increase the tactical short CHF positions. We believe it makes sense
to maintain a structural position on the Swiss franc of no greater than 15% and dedicate a part of it to shortterm trading. In fact, the low volatility ensures protection of the position through options at low prices, even
in the event of an incorrect interpretation.

Within the basket of
emerging currencies,
Mexico offers the most
attractive investment
opportunity

On the emerging currency markets, our recommended trades mainly regard long positions on the Mexican
peso and Russian rouble, in order to diversify and allocate limited portions of the portfolio. At the end of the
quarter, the Mexican peso was particularly weak (even in relative terms compared to the other emerging
currencies). The reason is mainly linked to the upcoming US elections, with Trump’s rise in the polls scaring
investors. However, at the levels achieved, we attribute significant value to the currency and also expect the
central bank to intervene in order to interrupt depreciation of the currency.
Lastly, we should keep in mind that the Mexican currency has underperformed the other emerging currencies
to a significant extent, as a result of the Trump effect as well as due to its liquidity, which makes it the
preferred hedge, particularly for the BRL. These reasons resulted in a significant underestimation of the MXN
in terms of purchasing power parity, which makes the currency attractive. However, volatility will remain high
until the US elections.
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BOND STRATEGY

In Europe we recommend prudence and a
short duration

Yields of around 0.0% on the ten-year German bond reflect deflationary fears and low expectations on
European growth. Even though these fears are undoubtedly founded, we believe the risk/return ratio is still
not favourable for investors and therefore recommend a short duration.
Another reason leading us to recommend a prudent attitude is the possibility of new flash crashes like the
one in April 2015, events often exacerbated by the positioning of systematic funds and by the absence of
liquidity in some segments of the market, first and foremost with regard to bonds.

The spread between the
yield of US and
Eurozone government
bonds remains high

At the end of the prior quarter, following the decision by the BOJ to intervene on shaping of the rates curve
- essentially to favour banks - we saw a generalised steepening of the yield curves in euro as well as dollars.
On the other hand, the spread between European and US government bond yields continues to remain at
historically high levels, for both 2-year and 10-year maturities, and this spread expanded further at the end
of the previous quarter.
In terms of outlook, given these diverging policies at the global level, and with regard to expectations on
the US monetary strategy for the quarter, we believe that if the effective increase in rates envisaged in
December actually occurs, it will not lead to additional multiple increases, at least not for a significant period of time.

Narrowing spread
between high yield/
emerging bonds
and core bonds

The spread of the high yield segment in US dollars declined from 475 to 405 but is still high, especially if
compared to the expected default rate and the desired recovery of the US oil segment (which had the greatest impact on widening of the spread last year). Even the expected increase in oil prices appears to favour a
narrowing trend in the high yield and core spreads.
Lastly, we also expect good credit performance with regard to the emerging countries, due to both the lending and currency components: we still envisage interesting valuations, with yields that overestimate the real
risk of issuers.
Our view has been confirmed by the levels achieved at the beginning of the new quarter by the spread on
emerging market “hard currency” bonds, which remained at August levels, despite the continued inflow of
capital into the asset class.

Spread between US and Eurozone 10-Y government bond yields
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EQUITY STRATEGY

Context

In the last issue we discussed the outcome of black Friday on the global markets following Brexit. However,
just a few months after the referendum’s results, the markets have continued their phase of post-Brexit recovery. In fact, the US market has stayed close to record highs, while the European market has shown greater difficulty due to persistent weakness of the banking sector. On the other hand, the FTSE 100 is actually
the best market this year among the G-10, recording performance of over 12 percentage points. The main
beneficiaries of this have been export companies, which are taking advantage of a weak British pound.
Market P/E ratios are still high, but we expect a recovery in profits to bring the P/E back down to lower
levels.
More specifically, the US market P/E ratio at the end of the last quarter was 20.5 and therefore at the highest
levels in the last 6 years (although well below the maximum levels seen during the bubble at the beginning
of 2000). With regard to the Eurostoxx 50, valuations at the end of quarter were at 22.5, higher than the US
ones and at historically high levels.

Valuations and EPS
Momentum in the
fourth quarter

In detail, we expect an increase in the EPS levels in the US over the next 12 months, bringing the expected
P/E ratio to 18.5, and an even sharper increase in Europe, bringing expected P/E to around 15.0, a level that
is apparently difficult to achieve.
In fact, the historic performance of EPS indicates a recovery in profits in the US after 2 years of slight decline,
while the downturn in EPS in the Eurozone was much sharper, bringing the profit estimates back to the early 2010 levels. Compared to the 2008 pre-financial crisis levels, EPS levels in the US are 26% higher, while
the Euro ones are still 57% below pre-crisis levels, justifying underperformance of the European markets
compared to those across the ocean.

Allocation at
geographical
and sector level

In terms of asset allocation, the macroeconomic scenario requires us to exercise some degree of caution. At
the geographical level, we recommend neutral exposure on all regions. Therefore, compared to the prior
quarter, we no longer recommend an overweight position in the US and Switzerland to the detriment of other regions; indeed, lightening positions in US equities is now justified by the possible turbulence that could
arise from the election results.
At the sector level, if the monetary policy decisions lead to a steepening of the yield curves, exposure to the
banking sector would be advisable.

Interesting
opportunities offered
by the gold stock
sector as well

We are convinced that a new bullish trend on gold and gold stocks began at the start of the year, for a number of reasons: first of all, mining production appears to have reached its peak and is destined to fall; the
same could perhaps be said for the “recycling” of scrap gold. Secondly, demand for actual gold is increasing,
following growing demand in China and India, as well as that of ETFs, which have been reaccumulating in
view of a possible bull trend fuelled by the renewed interest in gold as an investment tool.
In this respect, the gold investor market appears to be different than in the past: as we said, ETFs are growing and, more generally, buyers now appear to be long-term institutional investors, as opposed to speculators, which appear to have declined sharply following the recent adjustment.
Another supporting factor that cannot be ignored is the macro scenario (with negative rates, overflowing
Central Bank accounts and, in general, achievement of bottom levels in the traditional expansive monetary
policies), as well as the increasingly unstable political and geopolitical context.
In the event of a bull market in gold, gold stocks (which are operationally and financially leveraged) will
likely benefit the most from the price increase.

S&P 500 P/E ratio compared to Eurostoxx 50 P/E ratio
S&P 500 index P/E
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ASSET MANAGEMENT CONCEPT

Objectives
Our main asset management objective is total return. Over a 12-month span, we want to achieve capital
growth, while containing as much as possible downward price swings due to bearish financial market
conditions.

Investment Philosophy
To achieve this result, we apply a management philosophy based on the following points:
•
•
•
•
•

sharp reduction in the emotional component
limitation in drawdowns
discipline in building the portfolio
breakdown of interest
limited presumption of market timing

Portfolio Structure
Maximum investment limits (%)

Investment Profile

Risk category

Cash

Investment
Grade Bonds
(>=BBB-)

Income

Low

100

100

0

0

5

15

Income Plus

Medium-low

50

100

15

15

15

15

Dynamic

Medium

30

100

20

30

25

25

Balanced

Medium-high

30

80

20

50

25

25

Growth

High

30

50

20

75

30

25

Equity

Very high

30

50

20

100

30

25

Non Investment
Grade Bonds
(<BBB>)

Other
Equities Funds*

Currency
Diversification

* Non-directional funds, total return funds, funds of funds

The limitation of drawdowns via compounding of profits - defined by Einstein as the eighth wonder of the
world - permits the accrual of profits on profits, triggering a snowball effect that results in growth of
capital invested in the long term. The main innovation of this approach is in the way of limiting losses:
in the past, portfolio volatility was offset by investments in instruments considered to be free of risk,
namely bonds. Today, the protection offered by such instruments is mostly limited, while in the medium/
long-term, traditional investment in bonds could even increase portfolio risk, especially if we consider
that over the recent period, stocks and bonds have increased in perfect harmony.

In our opinion, the implementation of systematic strategies allows for portfolio risk reduction and profit
achievement whilst protecting invested capital, even in difficult markets. Due to their cold and mechanical approach, these strategies sharply mitigate the emotional component that drives and influences investment decisions and are based on the concept that it is preferable to participate in market trends
rather than anticipate a shift or change in trend. On this basis, market prices are the best indicators of
the current trend. As opposed to traditional ones, systematic strategies may also participate in market
price downturns and, combined with a more traditional fundamental analysis approach, are able to offset
sharp downward shifts such as those of 2008 or 2011.
In essence, common sense, systematic behaviour and discipline in making investments are the bases on
which we build the portfolios of our clients.
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TACTICAL ASSET ALLOCATION

Allocation by asset class
Income
Cash		35		
Bonds		60
Equities		–
Alternative instruments		
5
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes

Income Plus
Cash		7
Bonds		64
Equities		15
Alternative instruments		
14
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes

Dynamic
Cash		3
Bonds		44
Equities		30
Alternative instruments		
23
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes

Balanced
Cash		2			
Bonds		34
Equities		39
Alternative instruments		
25
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes

Growth
Cash		5
Bonds		24
Equities		48
Alternative instruments		
23
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes

Equity
Cash		4
Bonds		20
Equities		55
Alternative instruments		
21
		100

Cash
Bonds
Equities
Alt. instruments

Asset classes
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