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2018 has started with a bang, first we saw the 

melt-up and then we saw the crash.  The S&P is 

virtually unchanged from the year-end levels but 

the volatility has been massive.  To put it in 

perspective, this was the strongest January 

performance the S&P has seen since 1989 (see 

chart 1), which was then followed by a brutal selloff 

which saw the VIX jump from 10 to 50. 

The strength of risk assets over the last year 

(ignoring the last few days) has been everywhere, 

from commodities to credit, from G10 to emerging 

markets and there are good reasons. One theme 

carried over from 2017 is the strength of this 

current economic cycle, supported in particular by 

the ‘soft’ (expectations) data. The ISM 

Manufacturing Index shows new orders are in the 

longest period of expansion since the early 1980s, 

and relative to the entire post-war period, sits at the 

97th percentile. And some of the ‘hard’ (actual) 

data, in particular industrial production and retail 

sales data in developed economies, have also 

been impressive.  

The narrative underpinning market optimism is 

of a highly synchronised global upswing. The 

epicentre of the global reflation theme sat with 

China and the gradual improvement in global 

economic data over 2017 has shown the baton 

being shown the baton being passed to the 

developed economies, Europe especially.  
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Off to the races Chart 1: Let’s party like it’s 1989   

Source: Bloomberg 

Chart 2: The 2nd great moderation 

Source: Bloomberg, DB Global Research 

Ten years on since the GFC, the market really 

wants to believe that the global economic recovery 

can reach escape velocity. We didn’t want to 

ignore this in January, not least because the data 

continues to (mostly) be strong. 
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Chart 3: The seasonal echo Global growth seems solid and January’s 

acceleration in the risk asset rally priced in a 

decent amount of optimism, that has been severely 

tested in the early days of February.  That said, the 

current market view is that the recent volatility isn’t 

going to upset the bigger picture and that is one of 

strength, with leading indices in the developed 

markets exceptionally strong, with the US ISM 

pointing to growth around 4.5% and European 

PMI’s suggesting 3% growth in  

the Eurozone. Interestingly, however, Citi’s US 

Economic Surprise index has actually been 

falling so far this year. The index is again in 

negative territory and relative to the average of the 

last seven years, the data disappointments are 

tracking worse so far in 2018.  

In Europe, the latest GDP print came in line with 

market expectations, but fell shy of the lofty growth 

rates implied by European PMIs. The European 

recovery was led by a strong export recovery, 

thanks to resurging Chinese demand. China’s 

resilience was a big surprise to markets last year, 

as evidenced by a stellar Q4 GDP print. 2017 

growth was brought to a whopping 6.9% versus 

consensus expectations of 6.5% or lower in 

January 2017. However, the trend of recent data 

suggests a weakening of economic activity. 

Upside surprises are becoming harder to attain, 

especially against ever higher expectations 

revisions from forecasters. 

 

 

 

Great Expectations? 

During 2017, a wedge had developed between the 

soft and hard data, which had many commentators 

questioning whether growth was ever going to 

catch up to what the manufacturing survey results 

promised. We think this bifurcation may be re-

emerging now, but given the acceleration in global 

growth already witnessed through 2017, it is likely 

that the gap is closed by an adjustment (fall) in 

expectations (and market pricing) rather than a 

further acceleration from the hard economic data. 
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Against this strengthening growth backdrop, not only 

has inflation been benign, but the range of inflation 

outcomes has been shrinking. As we can see from 

chart 4 below, the high-low range of US CPI has 

historically correlated well with realised volatility on 

the S&P 500 index. Positive but stable inflation 

outcomes are a sign of economic certainty, and 

matter more for market volatility than growth metrics.  

Inflation tipping point? 

Despite inflation disappointing versus both market 

and Fed expectations for most of 2017, US CPI 

has become increasingly stable as we’ve rolled off 

the base effects of the oil crash, contributing to the 

third lowest realised volatility year (until the last few 

days) for the S&P. 

Source: Bloomberg, BTIM 

We think the near-term inflation outlook will be a 

result of the tug-of-war between cyclical and 

structural forces. With Brent hovering around 

$70/bbl, albeit driven more by supply than demand 

factors so far, it is not surprising that inflation fears 

have started to pick up. It is also worth noting that 

the trend for low tradeable goods inflation may be 

upset by factors such as Chinese supply-side 

reform (keeping input prices high) and US trade 

policy (or should it be called anti-trade policy?).  

Chart 4: Low inflation ≈> low vol. 

Whether such a benign inflation outcome can 

continue is a subject of much debate. Those who 

agree with the central banks continue to look 

for that kink in the Philips Curve where 

shrinking output gaps (after a lagged fashion) 

suddenly translate into accelerating wage 

growth and inflation.  The opposing arguments 

point to disruptive technologies, changing 

consumption patterns, structural tradeable goods 

deflation and an overwhelming lack of labour 

bargaining power versus employers.  
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China has been deflating the world through its 

cheap labour, cheap goods, and cheap currency for 

so long that many have long stopped looking for 

inflationary pressures from tradeables. Yet wages 

have been steadily climbing in China and median 

urban wages recently overtook those of the newer 

EU members. With the yuan soaring back to levels 

seen before the 2015 devaluation, PPI remaining 

elevated due to continued capacity cuts. Combined 

with the US turning its back on Asian washing 

machines and solar panels, betting on continued 

deflation in tradeable goods doesn’t seem a good 

bet to us. 

Chart 5: Chinese wages alive and kicking 

Source: Trading Economics 

Certainly, the recent sell-off in 10yr US Treasury 

yields was led by rising break-evens, with real 

yields joining the party in January. Rising real 

yields is a sign of the market’s confidence in 

growth, whilst rising break-even yields is indicative 

of higher inflation expectations. 

Chart 6: Real yields late to the party 
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So if the equities rally has been pricing in 

synchronised global growth and the bond sell-off 

has been pricing in rising inflation expectations, 

what has been pricing in the expected change in 

global liquidity conditions? Chart 7 below shows the 

relationship between changes in central bank 

purchases versus the reaction in credit spreads.  

Not priced in 

Chart 7: The punchbowl’s already gone 

Not only have global central bank purchases 

peaked, but based on taper guidance issued by 

major central banks, the world will see its first net 

liquidity drain since before the GFC by early 2019. 

Granted the conditions behind the start of QE were 

vastly different from those behind the unwind of 

central bank purchases. The steady momentum 

gained by the current global tech cycle has further 

room to be boosted by industrial upgrading in 

China, additional investment growth in Europe and 

perhaps even finally a lift off of that long-awaited 

new capex cycle in the US. All of this can be 

sustained, given a gradual and well-telegraphed 

withdrawal of central bank liquidity. But a decade 

of easy money has also resulted in asset price 

inflation and even bubbles, hence why we are 

much more concerned than the markets on the 

risks around liquidity tightening.  

Central bankers would love to get back to “normal”, 

which not only means removing excess liquidity 

and emergency rate cuts, but also returning to the 

role of lender of last resort rather than lender to 

any and all. A central bank that seeks to prevent 

economic crises is not the same as one that won’t 

permit the occurrence of economic cycles. Last we 

checked, recessions are part and parcel of a 

normal economic cycle. Central bank normalisation 

shouldn’t be a forewarning of the next crash, but 

ought to entail a concurrent normalisation in market 

volatility and asset price valuations as more of the 

left tail is allowed to come back into play.  

Source: Bloomberg, BTIM 
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Chart 8: ‘This is not a Ponzi scheme’   

Property prices in top tier cities across the world 

have benefited from easy money, much to the 

exasperation of aspiring home-owners in Sydney  

and Melbourne.  Similarly in financial assets, a side 

effect of the mix of policies seen since the GFC  

have encouraged a new generation of emboldened 

mania, convinced that the left tail will remain forever 

truncated as the Fed wouldn’t even tolerate a 5%+ 

move lower in equity markets.  

Investors have been layering into implicitly short-

volatility trades for years, a necessary side effect of 

chasing global yields ever lower, but the explicit 

selling of volatility has intensified more recently. This 

has resulted in “buy-the-dip” behaviour whenever 

there is a spike in market volatility. The chart below 

shows inflows into an exchange-traded note 

designed to gain when stock volatility falls. With each 

recent volatility spike, inflows have been growing, 

and the late January consolidation in risk assets  

saw the largest inflows to this ETF since 2015. 

The unkind unwind 
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ETFs remain the easiest way for investors to gain 

exposure to equities. In a yield-chasing world, 

dividend-focused ETFs have been growing in 

popularity. Such ETFs typically share heavy 

weightings to the same set of large market-cap 

names such as McDonald’s, Caterpillar, 3M and 

Boeing (let’s call it MC3B), whose equity valuations 

have benefited so much from ETF flows that their 

gains have kept pace with even FANG (Facebook, 

Amazon, Netflix, Google) stocks in the last two 

years as we can see in chart 9. But chart 10 shows 

the revenue trends of these companies have done 

quite the opposite. The dislocation is stark, and 

illustrates the blunt nature of ETFs as investment 

tools. Whilst heavy positioning and valuations are 

not sufficient conditions to trigger market reversals 

by themselves, they will definitely weigh on the 

markets as their valuations retrace. 
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Chart 10: That’s an expensive burger   

Even after this week’s movements, the consensus 

favourite asset class to own seems to be emerging 

markets. We have had some sympathy for this view 

over the last year, especially given the market’s 

then overly cautious stance on Chinese growth and 

currency devaluation fears. Coupled with low global 

inflation giving EM central banks the room to 

maintain easy monetary policy, an export and  

The lesser evil 

commodity-led rally was broadly enjoyed across  

most emerging markets assets last year.  

Emerging market sovereign risk is also a different 

way to seek yield compared to reaching down the 

quality curve of corporate credit, the disdain for  

which we’ve shared extensively in previous 

newsletters. Drivers of sovereign default cycles  

differ from those of corporates.  

Chart 9: Would you like to upsize your performance? 
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Even during spells of higher volatility during 2017, 

investors were ever ready to buy-the-dip in EM 

assets because it was seen as a great hiding place. 

As such, inflows into emerging market assets 

continue at an impressive pace. 

Of note, when we highlighted this year’s stellar equity 

performance (to end Jan), 2013 was the next best 

January on record in the last 30 years for the S&P, 

which subsequently was another good year for US 

equity markets overall. It was also the year of the 

Taper Tantrum, which saw US high yield spreads 

widen by as much as 40bps to 480bps at one stage, 

but ended the year nearly 200bps off the wides. The 

story for EM was wildly different, with the initial move 

widening EM spreads by over 180bps and despite 

some recovery, were dragged wider again by the oil 

crash and recession fears of the following two years.  

The Fragile Five suffering twin deficits and other 

structural issues were most to blame for the relative 

underperformance of EM during that period, but EM 

spreads were also at their cycle tights at the start of 

2013 (spreads are even tighter now) and high yield 

spreads had more cushion (which is hard to argue 

now). 

EM fundamentals have been on a long-term 

improving trajectory, but the last taper tantrum 

showed that rising US yields are not a friendly 

backdrop for tight EM spreads, especially if growth 

optimism also comes under threat. 

We think pockets of EM still have room to 

outperform, but it would be hard to see 2017’s 

performance repeated so uniformly this year. With 

the normalisation of global interest rates and the 

highly volatile market environment, we are betting 

on a shift of focus in yield-grab behaviour. Rather 

than high yielders being favoured indiscriminately 

over low-yielders, fundamentals will matter again 

when investors are choosing where to put their 

money. We’ve already started to see the 

preference for quality play through in US credit, 

where US high yield corporate credit spreads 

decompressed relative to investment grade 

spreads over the course of 2017. It is time that the 

market started to pay attention to quality in  

EM also. 

Source: EPFR, Morgan Stanley Research 
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EM assets did well over 2017 across the board, but 

nowhere more so than synthetic credit spreads. 

The chart below shows where current EM 

valuations are by asset class as a percentile over 

their long term histories (since January 2001).  

Not only has there been no investor desire to use 

synthetic instruments to hedge EM risk in this low-

vol environment, synthetic instruments are being 

increasingly used for place holder exposures to 

satisfy the pace of inflows into the asset class.  

This sounds a lot like the ETF-flow story we 

highlighted earlier. 

 

Complacent in credit 

As for the pricing of various risks we see in EM 

over the coming months, there is no greater 

complacency than EM sovereign credit spreads. 

The reason for this is simple – emerging market 

credit as an asset class has been influenced more 

by credit than by EM factors. As long as global 

liquidity conditions are flush, and volatility and 

global yields remain low, global credit enjoys one 

of the best Sharpe ratios across global risk asset 

classes. Further, recovering commodity prices and 

a weak US Dollar is great for EM sovereigns’ hard 

currency liabilities. But as we’ve highlighted earlier, 

these tailwinds are turning. In fact, EM sovereign 

credit quality recovered from the GFC but had 

already peaked in 2014. 
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Chart 12: This is “so EM” Chart 13: Gravity taking over? 
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Sovereign credit spreads are indicative of default 

and liquidity risk, as well as political and 

geopolitical risk. Over the course of 2017, political 

shocks such as US visa restrictions on Turkish 

nationals and Zuma’s firing of his cabinet in South 

Africa caused mild sell-offs that were regarded as 

buying opportunities. Political risk premia no 

longer seems to feature these days. Never mind 

the proxy war in a neighbouring country for Turkey, 

or the long term structural impediments to South 

Africa’s economic development, Ramaphosa’s win 

over Mrs Zuma at the ANC elections was sufficient 

to secure a strong rally in both sovereign credit 

spreads. Similarly, Brazilian spreads tightened on 

the back of a more stringent-than-expected court 

ruling for Lula, which was seen as squashing his 

chances to run for elections later this year. This 

misses the point that Lula had been the consistent 

leader in polls prior to the ruling, and the left-

leaning Brazilian electorate will likely choose an 

even less market-friendly successor if he is indeed 

out of the picture. Even for Mexico, where NAFTA 

negotiations swing between hot and cold on a 

weekly basis, sovereign credit spreads trade over 

30bps inside the tights seen before Trump was 

elected in 2016. 

The 2013 Taper Tantrum was a shock that woke 

the market to EM’s vulnerabilities. It also woke EM 

governments to their own weaknesses, some of 

whom decided to actively pursue reform. Since 

then, however, there has been a broader theme of 

populism winning over pragmatism. Take Turkey, 

for example.  

A market favourite for the EU-convergence trade 

less than 10 years ago, Turkey has since been 

taken in a very different direction. Erdogan has 

moved away from being a market-friendly leader 

towards what can only be presumed to be a full 

dictatorship.  

Idiots to idiosyncrasies 

Politics aside, the economy is in an old-school EM 

inflation spiral, and the (not really independent) 

central bank remains behind the curve. Despite 

high interest rates, CBRT has maintained 

abundant liquidity, allowing local currency loans to 

grow at 25% YoY, and private sector debt to climb 

to nearly 90% of GDP. Large fiscal stimulus has 

been used to prop up domestic growth, but at the 

expense of further fuelling inflationary pressures.  

When inflation gets out of control in a 

developing economy, a negative feedback loop 

develops between inflation and the currency. 

As the currency comes under attack due to high 

inflation, imported inflation starts to rise, 

contributing further to those inflationary pressures. 

Central banks are often forced to hike interest rates 

further than the original inflation problem would 

have required in an attempt to arrest hot money 

outflows and stabilise their currency. Such an 

emergency hike is very much on the cards for 

Turkey in 2018, but Erdogan will only see a need 

to pull the trigger if he senses foreign investors 

running for the door.  

Fiscal contraction would likely accompany such a 

scenario, and growth momentum will be promptly 

choked off thereafter. Yet the weight of money, the 

search for yield via EM exposures, has crushed 

Turkey CDS spreads to cycle lows, dislocating 

meaningfully from currency performance. 

The picture looks similar for other troubled 

emerging economies such as South Africa, and 

Brazil, both facing the prospect of further ratings 

downgrades as a result of major fiscal 

deterioration, we are hoping this week’s extreme 

volatility will finally begin to matter for their  

credit spreads. 
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Chart 14: Turkey, ready for a plucking? 

Commodity prices and currencies tend to adjust 

more quickly than yields and credit spreads, which 

seems intuitive. Whilst portfolio and speculative 

flows matter for all financial assets, FX and 

commodities valuations are also moved by real 

economic flows. However, unless the flows that 

have undermined currencies are only down to 

temporary factors, fundamentals will eventually 

have to catch up to all asset valuations. 

As we wait for this normalisation to occur, it pays 

to find ways to maintain staying power in 

strategically defensive positions. After all, being 

right but too early is sometimes more painful than 

being too late.  

 

The waiting game 

Our prior positions which were outright short EM 

spreads was a case in point. The good news is that 

as a result of QE-fuelled hunt for yield, some 

interesting asymmetries are presenting 

themselves. Historically, when EM spreads were 

wider than their cyclical tights and markets were 

benign, the more vulnerable sovereign spreads 

have underperformed. However, over the past 

year, the weaker economies have kept pace with 

the broader market rally. A long exposure to index 

against a basket of single name shorts insulates 

those short positions against a continuing benign 

market backdrop, but stands to benefit when 

fundamentals matter again.  
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Market investors have enjoyed a much larger 

windfall from global central bank QE than real 

economies, and therefore are at greater risk from 

their unwind.  Even as central banks have been 

signalling their intentions to normalise policy. 

Investors have chosen to believe that the 

withdrawal of liquidity will be like “watching 

paint dry”. And that strong economic growth will 

drive valuations ever higher.  We are not so sure 

and think that as central bankers allow normal 

economic cycles to occur once again, thereby 

allowing more economic uncertainty, we should 

see volatility rise long before global QE purchases 

turn negative. 

When regimes change 

We are also not so convinced on the growth 

picture, even as the IMF World Economic Outlook 

Update raised growth forecasts for 2018 and 2019 

this month, its authors pointed to several factors 

that warrant caution. Despite many economies 

growing above trend, long-term growth rates are 

now well below pre-GFC levels. China and US, the 

world’s two largest economies are seeing growth 

momentum slowing. Easy financial conditions and 

fiscal support have “left a legacy of debt” which 

raise concerns over financial stability and the 

potential for high levels of market volatility  

going forward. 

Addendum 

Tim and I were reminiscing about 1994, as both of 

us were in the markets that year, and we see so 

many similarities.  While the risk off events of 

earlier in the week have been blamed purely on the 

short volatility funds it is clear that the good wage 

numbers in the US were the catalyst. Having 

managed money through two decades of generally 

low inflation numbers, spurred on primarily by 

China and now technology, I am cautious of 

expecting any meaningful pick-up in inflation until I 

see the whites of its eyes. However it is fear of any 

event that can drive markets short term. 

In 1994 veterans like Tim and myself had primarily 

grown up in a world of inflation, so the recession 

led collapse in inflation in the early 1990s was 

seen as the blip and the fear in 1994 was we would 

see a return to the 1980s normal. 

The selloff in bonds in the US was vicious (and far 

worse in Australia) and it eventually tipped over 

into equities. Of course the story had a happy 

ending in 1995 as inflation did not significantly pick 

up and together with strong growth it welcomed in 

a decade of generally strong bond and equity 

markets. However the moves in 1994 were 

anything but smooth.  

So how do the charts look if we compare 

1993/1994 to 2017/18. Even though the scales are 

smaller in yield terms (although not so much in 

price terms) they look very similar, especially if we 

lag this period by one month. Of far more interest 

given recent events is the equity market 

comparison. The charts also look eerily similar and 

if they are to be believed things will stabilise in 

February before another sharp selloff in March.  

We’ll see if history repeats soon. 
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Chart 15: US 10 year Treasury yields 1993-1994 vs 2017-2018 
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