
 

 

 

Big Changes 

Two months into 2018, 2017 is barely recognisable. Presidential term limits gone in China. 

The Korean government and press fawn over the North Korean Director of Propaganda 
and Agitation, as the two Koreas play happy families. Trump outpolls Obama at the same 
stage, while taking a hardline approach to China on trade. Central banks no longer try to 

be sensitive when talking about monetary tightening. 243 is a sub-par score in a T20 
cricket international. South Africa has apartheid again. And the stockmarket moves in both 
directions, with high volatility.  

 

China’s Leadership 

Picture reading this: 

White House: “President Trump announced today that he will be revoking the 22nd 
Amendment, following a proposal by the Republican Party. The period from 2020 to 
2035 is a crucial stage for the plans to Make America Great Again, and the US 

needs stable, strong and consistent leadership. It does not necessarily mean the 
President is seeking lifelong tenure...” 

The reaction to an almost identical announcement from China was…almost no 

reaction. The Chinese Presidency is a ceremonial head-of-state position, akin to 
Australia’s Governor-General. Pres Xi is also the General Secretary of the Communist 
Party, and the commander-in-chief of the military – positions that do not have term limits. 

He was widely expected to retain those other roles.  

An analogy was when Pres Putin stayed in government after reaching his limit for 
(consecutive) presidential terms, in the nominally junior prime minister position. This 

was confusing – was Pres Medvedev’s position ceremonial? Had Putin really ceded 
authority? Should other heads of state be talking to PM Putin?  

By purging competitors through anti-corruption measures, Xi also purged successors.  

Whether it is a good thing long-term, markets rose on the day of the official 
announcement. Markets like certainty. Xi’s policy direction is widely supported.  

South Africa 

In 2009, authorities predicted Cape Town would need additional sources of water by 2019. 
With 2016 and 2017 being El Nino years, “Day Zero” has moved forward to April 
2018, when the municipal water supply is turned off – with wet season passed, this 

now appears inevitable. While since pushed out to July, this has been through taking 
water from agricultural allotments.  

During the month, Parliament voted 3 to 1 to take away property rights of minority 

South Africans (without compensation). This fulfills a policy of incoming President 
Ramaphosa, who replaced recalled President Zuma mid-month.  

The Zimbabwean experiment suggests expropriation from experienced farmers probably 

ends in famine – even before considering the loss of water allotments.  

This is extremely negative for investment in South Africa (and southern Africa). 
The precedent for rule of law in Africa is equally alarming. Once again, there has been 

minimal initial reaction.  
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North Korea 

Finding no success in their usual business model of nuclear tests and threats, DPR Korea 
tried a diffferent tactic: Being nice.  

Back in Pyongyang, the few people with the authorisation and wealth to own a TV will 
have seen the Propaganda minister (President Kim’s sister, Kim Yo-Jong) feted as the 
unified Korean team marched under a unified flag and talked openly about reunification. 

(What the DPRK means by “unification” is not a prospect that most South Koreans would 
welcome.)  

After 16 missile tests in 2017, there has not been one since November as DPRK 
pivoted to their Olympic-centric approach. The footage will have played extremely well at 
home, but is also aimed at separating South Korea from their US alliance. President 

Moon campaigned on an extremely “dovish” platform on DPRK - among other things 
he opposed the US THAAD anti-missile defence system being deployed. 2018 should see 
less displays of weaponry, and more flattery.  

Bonds as a Diversifier 

Anyone whose financial markets experience dates from October 1987 considers bonds a 
diversifier – yields falling and pushing up bond prices as stockmarkets crash. “Flight to 

safety,” or an expectation that central banks will ease policy to stabilise asset prices – 
investors have been playing the odds.  

This time around, not only did bond losses trigger the stockmarket correction, but 

also provided very little support during it: 

 

3% is a multi-year high for US bonds (and for Australian bonds). That level held for now, 

but this is very weak support, and contrasts with the dramatic bond market reaction to 
previous stockmarket weakness.  

Failure of this relationship brings into question many strategies – the “risk parity” 

approach is entirely dependent on it. The amount of risk that can be taken by managed 
futures relies on such relationships persisting. Flow-on effects of a breakdown are 
unpredictable.  

Volatility 

Over the previous year, volatility as measured by the VIX index never closed above 16. Since 

the volatility event began in early February, the VIX has not closed below that level, even 

as the S&P500 index traded back through December’s all-time record:  
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Intra-day, the VIX reached levels touched during the Chinese stockmarket crash of 

2015 and the US government shutdown (and near-default) of 2011.  

Our recent paper examined the way a derivatives implosion magnified the effect of volatility; 

the forced unwind went well beyond structured retail products, into hedge funds and 

institutional trading strategies. Volatility has not settled – it took 2-3 quarters during past 

severe events for volatility to normalise. 

Discussions with fund managers specialising in this sector brought up two additional points of 

interest:  

 The VIX futures for the near month moved dramatically, driven by the trades 

unwinding, but there was little movement in distant months. The market is not 

looking for a permanent change in market character.  

 Little happened in non-US markets; in Hong Kong the volatility index actually 

tightened over the month!  

Trade 

Readers will know that: 

 We don’t see market implications when Pres Trump says (or tweets) outrageous things 

 His views on negotiation and “dealing” are inconsistent with putting counterparties into 

informed positions 

 As such, much of what he says he sees as “misdirection” rather than outright lying – 

with the only relevant outcome being a bigger “win” from the process.  

We also saw an example in February. India has high tariff barriers protecting their motorcycle 

manufacturers - as high as 100%, which primarily affects Harley-Davidson. Which is based in 

Milwaukee, Wisconsin – a Democrat-leaning swing state that surprised by delivering Trump in 

a large 4% swing. WI could be a decisive state at the 2020 election.  

The standard diplomatic process would involve negotiations and concessions, trading off tariffs 

over a number of years in exchange for strategic favours. The Trump method was simply to 

publicly berate Indian PM Modi until he halved the tariff to 50%. No offers, concessions, 

favours or trade-offs – no carrot, just stick.  

Readers will also know that becoming a trade “hawk” rather than sounding like a trade hawk is 

the major market threat we fear from the Trump Administration. After earlier extending Pres 

Obama’s penalty tariffs on Chinese solar panels, new tariffs were imposed during the 

month on steel and aluminium – two industries too large and strategically important to be 

merely symbolic.  

We await the Chinese response, and note that the February 8th market correction accelerated 

during Trump’s Ohio speech – with losses particularly severe as he foreshadowed 

punitive trade measures. 
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Leading Markets 
The US stock market suffered a 10% 

correction intra-month (the largest in 
around 2 years), before regaining ground 

into month end. The Dow Jones, S&P500 
and NASDAQ ended -3.95%, -3.68% and 
-1.73% lower respectively in February. 

Bond yields rose, and a derivatives 
collapse and unwind caused a sharp 

response in stocks to trigger the slump. 

The MSCI World ex-AUS lost -3.63% and 
the MSCI Emerging Markets Index 

lost -3.86% in local currencies.  

US 10-year yields added +15bp to 

2.87%, peaking at 2.95%.  

 

Other Highlights  

US unemployment remained steady at 
4.1%, the 4th month at multi-decade 

lows. Initial jobless claims of 210k were 
the lowest since 1969, with non-farm 
payrolls a healthy +200k. Long-term 

unemployment (0.88%) is a third of 
2013’s level. Wages were +4.6% YoY. 

Pres Trump levied a 25% tariff on steel 
and 10% on aluminium imports, targeting 
China, after extending Pres Obama’s 30% 

tariff on solar panels last month. 

New Fed Chair Jay Powell showed 

confidence in growth and inflation, 
despite Q4 growth being downgraded 
slightly to 2.5% p.a. A March rate hike to 

1.5–1.75% is fully priced into the 
markets with investors expecting at least 

one more in 2018 and the Fed guiding 
+1% for the year.   

India’s YoY growth surprised to the 
upside at +7.2%, with 4Q16 affected by 
demonetisation. Inflation (+5.07%) has 

jumped from +1.5% mid-year, taking 
bond yields 1% higher.  

China’s manufacturing PMI eased in 
February, falling to 51.2 (-0.1%). New 
orders softened and job growth continues 

to trend down. 

Eurozone unemployment was steady at 

8.6% in January; Greece (20.9%) is 
down 7% but has been stuck at the 
current level. Core Eurozone CPI was 

steady at +1% YoY. 

UK GDP was revised down to a 5½-year 

low of 1.4% 

Domestic 
The ASX200 recovered from a mid-month 

fall, gaining +0.36% with smallcaps 
slightly behind at +0.03%. The intra-

month range was smaller than in the US.  

Bonds were +9bp weaker at 2.81%.  

Australian 10-year bonds traded inside 

US Treasuries – a very rare event, which 
is pressuring the $A ahead of further 

likely US interest rate increases.  

Wages grew +2.1% YoY, off its recent 
record lows under 2%. 

Annual house price slowed to +2% after 
prices fell -0.3% in February, according 

to CoreLogic. Sydney was in negative 
territory with -0.5% YoY, especially in 
houses.  

Australia's trade deficit was -$A1.36bn in 
December, vs a flat November and 

+$4.41bn for December 2016. Tourist 
arrivals reached a record 1 million in 
December. 

Unemployment was 5.5% (-0.1%) in 
January, on a participation rate of 65.6% 

(-0.1% in January, and +1% YoY). NSW 
is below 5%, with the other states 
clustered around 6%. +16,000 new jobs 

were reported but with a large -49,800 
fall in fulltime. Monthly hours worked 

fell -1.4%.  

Retail trade was down -0.5%, and 
apartment approvals plunged -20.2%. 

The RBA held the cash rate at 1.5%, 
noting positive surprise and upward 

revision in global growth. The tone 
implied tightening bias. 

 

Commodities and Currency 
WTI oil slid to $61.64/bbl (-5.0%) and 

Gold was weaker at $1,316 (-2.1%). The 
OPEC conference predicted oil demand at 

a record 100m barrels a day in 2018 but 
faster supply growth from the US.  

The $A weakened, down 3.5% to 

US77.92c, reversing January’s gain. 

Iron Ore was flat around $78/t.  

Base metals were generally weaker in 
February as Tin (-0.39%), Zinc (-2.54%), 
Copper (-2.09%) and Aluminium (-2.97) 

eased. Nickel (+1.81%) was the 
exception. 
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KEY FINANCIAL MARKET DATA – AS AT 28TH FEBRUARY 2018 (UNLESS SPECIFIED) 
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        1 Growth Assets   0% - 20% 
        2 Growth Assets 21% - 40% 
        3 Growth Assets 41% - 60% 
        4 Growth Assets 61% - 80% 
        5 Growth Assets 80%+ 
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