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Disinflation and accommodative conditions, in 
spite of quantitative tightening 
Up to now, an outright trade war between US and 

China did not erupt, despite rising tariffs’ tensions. 

Similarly, the rise in oil prices did not reach such 

magnitude that it may trigger a global shock. Actually, 

both ultimately have the potential to thrive an 

exogenous inflationary shock. For now, in the US, the 

risks of an inflation slippage, fueled by an overheating 

economy have somewhat abated. First, the traction 

from world growth is diminishing. Second, financial 

conditions have gradually tightened short-term, 

courtesy of a stronger USD and of a partial 

reconstruction of risk premiums / spreads. Still, with a 

long perspective, the latest deterioration in financial 

conditions essentially reflects equity volatility spike and 

some corrective phase of risky assets. This is the 

prelude to a wider and long-lasting normalization 

process. 

Probability – market implied – of CPI > 3% over 5 years  

Restoration of higher macro volatility actually started in 

2017 and was reinforced with the implementation of a 

significant / late cycle fiscal stimulus. US is gradually 

exiting the famous ¨New Normal¨ phase featuring 

subdued growth and tame inflation. US is entering the 

late stage of its economic cycle: the odds of a 

significant slowdown / recession over next two years 

are rising. The protectionist agenda of Trump tightens 

ahead of US mid-term elections. China reaction (hardly 

hurt directly yet) will be key, when US gears up on 

Intellectual Property and on technology transfers. Such 

a delicate confrontation is probably in the making over 

next couple of quarters latest. 

 

IMF Global financial conditions index: still loose, but 

less so… 
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Japan and Europe are getting closer to tapering, like 

the Fed did from 2016. Only domestic political situation 

is delaying this process. These two large 

manufacturers of excess liquidity have reached the 

politically acceptable limits of unorthodox monetary 

policies: balance sheets’ size compared to GDP have 

become huge. Addiction to negative real rates spells 

speculation and leverage, which ultimately threaten 

financial stability. China will maintain a measured 

accommodative stance, to support economic soft 

landing. 

Market liquidity conditions, though not exuberant like 

past years, remain slightly supportive 

 

Risks of a – phase II – trade war are on the rise 
Trump adopted Schopenhauer principles, namely the 

art of controversy. He regularly uses the direct refute, 

which aims at splitting the opposition defense by 1) 

either repudiating its bedrock and premises, or 2) by 

negating the logical steps that leads to conclusions. But 

he also uses the indirect refute, which concentrates on 

providing multiple and adverse examples / exceptions.  

In order to benefit most this ¨doctrine¨, US imposes 

bilateral talks / negotiation. It actually comes down to 

putting itself in a favorable position of power, by 

attacking different countries in a very focused way.  

Europe is plagued in a political paralysis, featured by a 

weak Germany, and looming issues (migrants crisis). It 

is not politically homogenous enough to stand the 

pressure of the US. In the New World Order, Europe is 

likely to be the loser within G3.  

China and other Asian societies, based on Confucius 

and Sun-Tzu teachings, have radically different 

relations with Time, Sacrifice and their quest for 

Prosperity. China 2025 and Silk Road plans are 

incommensurable with US cabinet absence of vision. 

China will prove much less permeable to destabilization 

gimmicks of US President.  

Eventually, G7 and G20 will prove much more insightful 

in the future…  

China is the key geopolitical player to look carefully at 

in coming weeks / months 

The stated 6,5% growth target is under threat 

China economic activity is going to slow-down in H2 

2018. China is growingly decoupling from the US - 

fiscally extended – cycle. Beyond traditional economic 

policy tools, the currency instrument – i.e. competitive 

devaluation – springs to mind. It would actually make 

economic sense, considering Yuan strength over past 

years. Indeed, the CFETS index, which tracks the real 

evolution of the Chinese currency against a broad 

basket of peers, climbed from 92 to 98 since summer 

2017! A devaluation is unlikely, as contradictory to 

China strategic goal of becoming a reserve currency of 

choice. It would also trigger capital outflows from China 

by private sector, hence undermine confidence (i.e. 

reminiscent to Yuan crisis in 2015). China will be 

tempted to weaken the CNY, in order to convey a clear 

political message. 

 

 Reversal to 2017 Yuan revaluation ? 

There is room for ¨tactical weakness¨ of the Yuan. It 

would possibly infuriate Trump cabinet  

 

USD gyrations and emerging markets 
USD is the world, so far unchallenged, reserve 

currency in central banks’ coffins. Most of world trade is 

paid in USD, including - importantly - commodities. The 

largest and strongest financial system is rooted on the 

USD and the world payment clearing system too. USD 

debt - domestic plus foreign - represents by far the lion 

share of world financial assets. 

When it comes to politics, US administrations (not only 

Trump’s) have for long used the currency as a 

¨weapon¨ of influence. The concrete threats on firms 

which may potentially transact in the future with Iran, is 

the latest acknowledgment of it. Like it or not, the 

greenback is and will remain the prominent currency of 

reference for financial markets. The Yuan may 

ultimately challenge this situation, but not before many 

years.  

Emerging countries thrive in a world of ample liquidity, 

stable to weak USD, and resilient commodity prices. In 

such circumstances, EM deliver excess growth 

compared to developing markets, as well as 

outperformance of financial assets / markets. This is 
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notably due to foreign capital flows, searching for 

excess returns, most of times through ETF inflows, 

exacerbating the favorable conditions. This definitely 

happened in 2017.  

 

Financial assets from Argentina, Turkey, not to mention 

South Africa and Indonesia have, one after the other, 

dramatically suffered over past weeks. In each case, 

financial medias focused on idiosyncratic factors 

(domestic politics, geopolitics, oil price, etc.) to explain 

for it. When several such events happen 

simultaneously, this spells more than just random 

developments. In spite of investors’ ¨denial¨, the USD 

and oil spikes played - as usual - a key role in the 

current phase of stress. After extremely favorable 

conditions in 2017, emerging assets bore the brunt of a 

more adverse landscape. Their recent significant 

underperformance mirrors last couple of years’ growing 

success. 

Emerging assets’ adjustment is well-underway, namely 

on the currency front. Selectively, a emerging assets 

deserve again interest 

 

INVESTMENT LANDSCAPE 

 

 Q1 2018 featured the late investors’ awakening to a 

new environment: Quantitative Tightening and a 

corrosive USD strength 

 Volatility migrated - partly - from equities to fixed 

income 

 A (so far) benign phase of re-pricing of risks is 

underway 

 Equity bull market is not invalidated 

 US 10y government bond will remain in a (new) 

range (2,5% to 3,5%) 

 USD Cash makes a great come-back in portfolio 

construction, as a valid and affordable - hedging – 

vehicle 
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