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Trump imposed USD50 billion in tariffs against China with 
USD200 billion still pending and more in the pipeline to 
effectively cover all imports (USD450 billion) from China. So far, 
China’s heels are firmly dug in, responding in kind against 
tariffs imposed so far, but a deal with Europe to avert auto 
tariffs may pose an opportunity to bring negotiators back to 
the table. All eyes are on China for what’s to come next. 

By measure of equity market performance, the US would seem 
to have the upper hand with equity markets within a whisker 
of reaching new all-time highs, while China equities have 
broken down – off about 18% – from the January highs, 
diverging significantly since early June.  

Chart 1: US versus China Equities 

 

 

Source: Bloomberg July 2018 

US equities may be a firmer indicator that a full-blown trade 
war is unlikely, as Goldman Sachs’ analysis predicts an event 
sell-off by 20%, evenly split between earnings decline and de-
rating. The depressed China equities are likely more a 
reflection of the after-effects of acute deleveraging, including 
rising defaults and slowing growth. 

The US may have the upper hand over China not just for the 
latter’s greater dependence on exports in their trade 
relationship, but also for its firmer economic health. Trump 
may be ratcheting up pressure while its stronger position lasts, 
ideally to strike a deal sooner than later to firm up support for 
the GOP in the upcoming mid-term elections in November. In 
any case, neither can afford a trade war – the US at high risk of 
falling into recession and dashing Trump hopes for a second 
term, and China for possibly losing control of its delicate 
deleveraging balancing act. 

The primary impasse is China’s “Made in China 2025” initiative. 
Through subsidies and incentives, the initiative is designed to 
push China’s technology industry up the value chain while 
aiming for Chinese suppliers to significantly increase market 
share by 2025. China has long steered capital to industries of 
interest, but high tech is increasingly intertwined with national 
security, effectively challenging the balance of power which 
raises the stakes. 

As it stands, China has downplayed the initiative and avoided 
referring to its name in the press, but there is so far no 
concrete commitment to rolling it back. For now, the standoff 
continues, but as other countries cut deals with the US, China 
may soon feel it needs to do the same. 

Trade war concerns will continue to add to market volatility, 
but for emerging markets (EM), the primary drivers are still the 
dollar and the outlook for China demand. Dollar strength 
began in late April, driving the EM sell-off – starting with 
current account deficit countries that depend on foreign 
funding, ultimately spreading across the EM on declining 
sentiment. Different from prior deflationary bouts of dollar 
strength that are much more problematic for EM, the dollar 
this time was driven by a stronger US economy versus the rest 
of the world.  Normalising growth in the coming quarters is 
likely to ease the rally, allowing EM assets to regain their 
footing. 

China growth has been a concern due to a tight regulatory 
squeeze on shadow banking, but the recent shift toward 
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easing should add to positive growth momentum in the 
coming quarters. Between liquidity injections to increase 
lending, new commitments to boost infrastructure spending 
and impending tax cuts, there is sufficient scope to lift China 
demand to support EM, from commodities to supply chains. 
Developed market tightening will remain a headwind to lower 
quality EM, while a more benign dollar and improving China 
demand are a sufficient tailwind to lift quality EM, particularly 
given the value that has emerged. 
 
Asia growth eases, while valuations are 
attractive on earnings momentum 
The Asia supply chain is clearly exposed to the trade spat 
between the US and China and while an escalation coupled 
with deteriorating confidence remain key regional risks, 
growth is still resilient and earnings robust. 

Trade slowed, but mostly attributable to base effects given the 
outsized growth throughout 2017, though a degree of slowing 
China demand also factors into the mix. The shift to easier 
policy in China is a clear positive for the region. Importantly, 
the pullback in demand has not slowed earnings, leaving room 
for more upside as confidence improves. 

Current account surpluses have helped to buffer tighter 
financial conditions driven by portfolio outflows and dollar 
strength. Indonesia and India still have current account 
deficits, adding to local currency pressures; however, deficits 
are much narrower than during the taper tantrum in 2013 to 
help limit their vulnerability. 

China local currency bonds were upgraded this quarter as 
momentum shifted positive, which is notable given the rising 
yields across both emerging and developed markets. 
Downgrades across asset classes were mainly driven by 
downshifts in momentum. 

Asset Class Scores 

 
Score Summary: For each country and asset class, scores are represented by 
colours – white is neutral, green is positive and red is negative. The overall 
score is shown to the right with the underlying scores – value, momentum and 
political/macro – shown to the left. The border shows grey for no score 
change, while green shows positive and red negative. 
 
The asset classes mentioned herein are a reflection of the portfolio manager’s 
current view of the investment strategies taken on behalf of the portfolio 
managed. These comments should not be constituted as an investment 
research or recommendation advice. Any prediction, projection or forecast on 
sectors, the economy and/or the market trends is not necessarily indicative of 
their future state or likely performances. 

China earnings upgrades despite deleveraging 
woes 
Despite slowing growth, tighter liquidity and rising defaults, 
earnings estimates have continued to be adjusted to the 
upside. Potential trade wars are still a clear tail risk, but it is 
really credit conditions and the government’s response that 
determines the earnings trajectory. 

According to data compiled by Bloomberg, defaults currently 
stand at about USD5 billion so far in 2018, including 9 private 
and 25 public offerings. These are big numbers that are set to 
worsen, and the main risk is tighter credit with the potential to 
damage the real economy. 

The shift to easier policy including bank injections to support 
credit should ease concerns. Coupled with fiscal stimulus 
including infrastructure investment and tax cuts, the growth 
outlook is increasingly positive. 

China’s pivot toward easing weakened the currency, but the 
speed of the adjustment drew concerns that China could 
continue to devalue as a trade war response and risk having 
another bout of capital flight as experienced in the summer of 
2015. We are less concerned for three reasons: 

• The currency was overvalued, especially relative to major 
trade partners including Europe and Japan, but is now 
approaching fair value to complete the adjustment. 

• The speed of the drawdown may have partly been a 
response to the fast escalation of threatened tariffs, but 
ultimately, China is still highly motivated to support a 
stable currency. 

• The capital account is more closed and growth is far 
healthier than in 2015, limiting both the ability and 
incentive for capital to flow out of the country. 

Despite the 18% decline in equity prices from the January 
highs, earnings estimates continue to rise, reflecting a far 
healthier growth environment than in 2015. 

Chart 2: Chinese equities price versus earnings 

  
Source: Bloomberg July 2018 

In 2015, earnings plunged on weak demand and falling 
purchasing prices (Producer Price Index (PPI): -6% in December 
2015) subtracting directly from industrial profits. Through 
supply slide reforms, PPI stands at +4.7% in June 2018 that 
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coupled will new infrastructure investment, should only 
improve top line growth. 

While industrial profits remain important drivers of the index, 
“new China” continues to thrive. New China companies, and 
companies in the region that feed into its supply chain, have 
replaced cost leadership with technological expertise to 
increasingly take market share from global multinationals. The 
indiscriminate sell-off therefore presents opportunity. 

Malaysia Election surprise 
Markets were shocked when opposition leader Mahathir Bin 
Mohamad managed to win the General Election in a major 
upset against incumbent Najib Razek who is known to be 
seriously corrupt but also tolerated for pushing pro-growth 
policies including a significant investment from China’s Belt 
Road Initiative (BRI). 

Formerly Najib’s mentor, 92-year old Mahathir was so 
disgusted with the corruption that he switched to the 
opposition party, managing to win the election after a 
relatively brief campaign. Clearly, Najib’s corruption was 
central to his defeat, but Mahathir also appealed to a certain 
degree of distrust in China’s investment initiative that he 
committed to scaling back. 

Mahathir does lean populist, and while taking out a corrupt 
leader is a positive result, his move to reduce infrastructure 
investment weighs on the growth outlook while eliminating 
the Goods and Services Tax (GST) portends a potentially 
deteriorating fiscal position. 

Long term growth may be set to slow with less clarity on the 
fiscal trajectory, leading to a downgrade across asset classes. 

EMEA fragility exposed 
The outlook for EMEA remains mixed, but the overall trajectory 
has turned more negative as external imbalances are 
increasingly vulnerable against tighter global financial 
conditions.  Questionable policy in Turkey presents major 
challenges against high inflation as well as a widening current 
account deficit, and South Africa faces new political headwinds 
in pushing fiscal reforms while growth slows. Russia’s economy 
continues to improve, though hampered by heavy sanctions 
issued in April, while Eastern Europe risks overheating as 
relations with Brussels continue to sour. 

 
 
 
 
 
 
 
 
 
 
 

Asset Class Scores 
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Headwinds for Turkey and South Africa  
As central banks across the developed world remove stimulus, 
tighter financial conditions are less forgiving to those 
economies dependent on easy money to fund external 
deficits, leaving Turkey and South Africa among the most 
exposed. 

In Turkey, President Erdogan won the presidential election in 
June, but less anticipated were his rapid efforts to consolidate 
his increasingly autonomous power. He named his son-in-law, 
Berat Albayrak, as Finance and Treasury Minister, who recently 
failed to raise rates as markets had expected, stirring fears that 
he may be taking orders from his father-in-law who 
dangerously believes rates should be lowered, not raised, to 
curb inflation. 

Inflation climbed to 15.4% to June, not seen since 2003 when 
Turkey was exiting its last bout of hyper-inflation. By keeping 
rates “on hold” at 17.75% with inflation still on the rise, real 
rates will dangerously compress, risking deeper capital 
outflows and potentially a balance of payments crisis. Given 
the relatively large size of the economy, such an event risks 
triggering broader contagion, which is something to monitor 
closely. 
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Chart 3: Turkey CPI YOY%  

 
Source: Bloomberg 30 June 2018 
 
South Africa was upgraded last quarter on the back of Cyril 
Ramaphosa’s winning the election as the new head of the 
African National Congress (ANC) Party and as the country’s 
new President, finally putting the country on course to push 
badly needed fiscal reforms. 

His leadership remains a positive development, but it is 
becoming increasingly apparent the political path to execution 
will be a difficult if not insufficient. Coupled with softer growth, 
the risk of further fiscal slippage is rising.  

Central Eastern Europe risk of overheating 
Central banks in Eastern Europe have kept policy unnecessarily 
easy while their economies are strong and showing signs of 
overheating with inflation consistently hitting above the 
European Central Bank (ECB)’s target of 2%. The Czech 
Republic is the only one tightening with the overnight rate 
currently standing at 1%, while the rest of the region is behind 
the curve with real rates turning increasingly negative. 

Chart 4: Eastern Europe CPIs YOY% 

Source: Bloomberg 30 June 2018 

As central banks defy their ECB mandate, policymakers 
strongly disagree with Brussels over the immigration crisis. 
Brussels usually gets its way, except the axis of power is 
changing with Austria supporting the Eastern block’s view and 
now also Italy which has firmly joined the populist wave. It is 
difficult to know how events will unfold, but increasingly 

emboldened populist leadership does not bode well for 
business-friendly policy. 
 
LatAm commodity headwinds 
Latin America (LatAm) has felt the pain from commodities 
selling off about 8% from the late May peak. Headwinds 
include the strong dollar and softer data in China and, of 
course, the tail risk of an all-out trade war. China’s shift to 
easing supports demand for commodities and should support 
LatAm over the medium term, but near-term dollar strength 
and trade war uncertainty likely remain headwinds for now. 

Relative political risks continue to diverge. Argentina was 
deeply punished by markets, leaving the central bank unable 
to support its currency that required an International Monetary 
Fund (IMF) bailout with tough conditions. Uncertainty still 
surrounds Brazil elections, where markets have lately been less 
willing to give the benefit of the doubt on the critically 
important pension reform. On the positive side, Chile, 
Colombia and Peru benefit from better politics, improving 
sentiment and higher growth. Mexico also found firmer 
ground as President-elect Andrés Manuel López Obrador 
(AMLO) appears less a populist threat than originally feared. 

Asset Class Scores 

 
 
Score Summary: For each country and asset class, scores are represented by 
colours – white is neutral, green is positive and red is negative. The overall 
score is shown to the right with the underlying scores – value, momentum and 
political/macro – shown to the left. The border shows grey for no score 
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Argentina: an even less certain future 
Last quarter, we noted concerns for stubborn inflation and a 
deep drought not only weighing on the economy but also 
dragging the current account even more deeply negative. 
Coupled with high levels of external debt, the country is 
particularly vulnerable to tighter financial conditions. 

External debt has grown precipitously in recent years on the 
back of easy money with the hope that reforms could 
ultimately lift the economy back into balance. Blaming the 
slow speed of reforms, confidence ultimately gave way to 
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panic with the Argentina peso losing 27% since late April, 
making the dollar denominated debt burden that much more 
difficult to service. 

Chart 5: Argentina External Debt 

 

Source: Bloomberg 31 March 2018 

President Macri turned to the IMF for a USD65 billion bailout – 
above the USD50 billion originally asked – but the currency 
slipped even further as market judged the stipulated inflation 
and fiscal targets as too ambitious. The currency has since 
stabilized from mid-June, but the outlook still remains far from 
certain. Yes, the IMF bailout provides a backstop, but 
unfortunately President Macri is suffering the blame for having 
to turn to the IMF in the first place, which makes his job to 
execute even more difficult. 

 

 

 

 

Important Information 
This document is prepared by Nikko Asset Management Co., Ltd. 
and/or its affiliates (Nikko AM) and is for distribution only under such 
circumstances as may be permitted by applicable laws. This 
document does not constitute investment advice or a personal 
recommendation and it does not consider in any way the suitability or 
appropriateness of the subject matter for the individual 
circumstances of any recipient. 
 
This document is for information purposes only and is not intended to 
be an offer, or a solicitation of an offer, to buy or sell any investments 
or participate in any trading strategy. Moreover, the information in 
this material will not affect Nikko AM’s investment strategy in any 
way. The information and opinions in this document have been 
derived from or reached from sources believed in good faith to be 
reliable but have not been independently verified. Nikko AM makes 
no guarantee, representation or warranty, express or implied, and 
accepts no responsibility or liability for the accuracy or completeness 
of this document. No reliance should be placed on any assumptions, 
forecasts, projections, estimates or prospects contained within this 
document. This document should not be regarded by recipients as a 
substitute for the exercise of their own judgment. Opinions stated in 
this document may change without notice. 
 
In any investment, past performance is neither an indication nor 
guarantee of future performance and a loss of capital may occur. 
Estimates of future performance are based on assumptions that may 

not be realised. Investors should be able to withstand the loss of any 
principal investment. The mention of individual stocks, sectors, 
regions or countries within this document does not imply a 
recommendation to buy or sell. 
 
Nikko AM accepts no liability whatsoever for any loss or damage of 
any kind arising out of the use of all or any part of this document, 
provided that nothing herein excludes or restricts any liability of 
Nikko AM under applicable regulatory rules or requirements. 
 
All information contained in this document is solely for the attention 
and use of the intended recipients. Any use beyond that intended by 
Nikko AM is strictly prohibited. 
 
Japan: The information contained in this document pertaining 
specifically to the investment products is not directed at persons in 
Japan nor is it intended for distribution to persons in Japan. 
Registration Number: Director of the Kanto Local Finance Bureau 
(Financial Instruments firms) No. 368 Member Associations: The 
Investment Trusts Association, Japan/Japan Investment Advisers 
Association/Japan Securities Dealers Association. 
 
United Kingdom and rest of Europe: This document constitutes a 
financial promotion for the purposes of the Financial Services and 
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial 
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules). 
 
This document is communicated by Nikko Asset Management Europe 
Ltd, which is authorised and regulated in the United Kingdom by the 
FCA (122084). It is directed only at (a) investment professionals falling 
within article 19 of the Financial Services and Markets Act 2000 
(Financial Promotions) Order 2005, (as amended) (the Order) (b) 
certain high net worth entities within the meaning of article 49 of the 
Order and (c) persons to whom this document may otherwise lawfully 
be communicated (all such persons being referred to as relevant 
persons) and is only available to such persons and any investment 
activity to which it relates will only be engaged in with such persons. 
 
United States: This document is for information purposes only and is 
not intended to be an offer, or a solicitation of an offer, to buy or sell 
any investments. This document should not be regarded as 
investment advice. This document may not be duplicated, quoted, 
discussed or otherwise shared without prior consent. Any offering or 
distribution of a Fund in the United States may only be conducted via 
a licensed and registered broker-dealer or a duly qualified entity. 
Nikko Asset Management Americas, Inc. is a United States Registered 
Investment Adviser. 
 
Singapore: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. Nikko Asset Management Asia 
Limited is a regulated entity in Singapore. 
 
Hong Kong: This document is for information only with no 
consideration given to the specific investment objective, financial 
situation and particular needs of any specific person. You should seek 
advice from a financial adviser before making any investment. In the 
event that you choose not to do so, you should consider whether the 
investment selected is suitable for you. The contents of this document 
have not been reviewed by the Securities and Futures Commission or 
any regulatory authority in Hong Kong. Nikko Asset Management 
Hong Kong Limited is a licensed corporation in Hong Kong. 
 
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM 
Australia) is responsible for the distribution of this information in 
Australia. Nikko AM Australia holds Australian Financial Services 
Licence No. 237563 and is part of the Nikko AM Group. This material 
and any offer to provide financial services are for information 
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purposes only. This material does not take into account the 
objectives, financial situation or needs of any individual and is not 
intended to constitute personal advice, nor can it be relied upon as 
such. This material is intended for, and can only be provided and 
made available to, persons who are regarded as Wholesale Clients for 
the purposes of section 761G of the Corporations Act 2001 (Cth) and 
must not be made available or passed on to persons who are 
regarded as Retail Clients for the purposes of this Act. If you are in any 
doubt about any of the contents, you should obtain independent 
professional advice. 
 
New Zealand: Nikko Asset Management New Zealand Limited 
(Company No. 606057, FSP22562) is the licensed Investment Manager 
of Nikko AM NZ Investment Scheme, Nikko AM NZ Wholesale 
Investment Scheme and the Nikko AM KiwiSaver Scheme. 
 
This material is for the use of researchers, financial advisers and 
wholesale investors (in accordance with Schedule 1, Clause 3 of the 
Financial Markets Conduct Act 2013 in New Zealand). This material 
has been prepared without taking into account a potential investor’s 
objectives, financial situation or needs and is not intended to 
constitute personal financial advice, and must not be relied on as 
such. Recipients of this material, who are not wholesale investors, or 
the named client, or their duly appointed agent, should consult an 
Authorised Financial Adviser and the relevant Product Disclosure 
Statement or Fund Fact Sheet (available on our website 
www.nikkoam.co.nz). 
 
Kingdom of Bahrain: The document has not been approved by the 
Central Bank of Bahrain which takes no responsibility for its contents. 
No offer to the public to purchase the Strategy will be made in the 
Kingdom of Bahrain and this document is intended to be read by the 
addressee only and must not be passed to, issued to, or shown to the 
public generally. 
 
Kuwait: This document is not for general circulation to the public in 
Kuwait. The Strategy has not been licensed for offering in Kuwait by 
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti 
government agency. The offering of the Strategy in Kuwait on the 
basis a private placement or public offering is, therefore, restricted in 
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as 
amended). No private or public offering of the Strategy is being made 
in Kuwait, and no agreement relating to the sale of the Strategy will 
be concluded in Kuwait. No marketing or solicitation or inducement 
activities are being used to offer or market the Strategy in Kuwait. 
 
Kingdom of Saudi Arabia: This document is communicated by Nikko 
Asset Management Europe Ltd (Nikko AME), which is authorised and 
regulated by the Financial Services and Markets Act 2000 (as 
amended) (FSMA) and the rules of the Financial Conduct Authority 
(the FCA) in the United Kingdom (the FCA Rules). This document 
should not be reproduced, redistributed, or sent directly or indirectly 
to any other party or published in full or in part for any purpose 
whatsoever without a prior written permission from Nikko AME. 
 
This document does not constitute investment advice or a personal 
recommendation and does not consider in any way the suitability or 
appropriateness of the subject matter for the individual 
circumstances of any recipient. In providing a person with this 
document, Nikko AME is not treating that person as a client for the 
purposes of the FCA Rules other than those relating to financial 
promotion and that person will not therefore benefit from any 
protections that would be available to such clients. 
 
Nikko AME and its associates and/or its or their officers, directors or 
employees may have or have had positions or material interests, may 
at any time make purchases and/or sales as principal or agent, may 
provide or have provided corporate finance services to issuers or may 
provide or have provided significant advice or investment services in 
any investments referred to in this document or in related 
investments. Relevant confidential information, if any, known within 

any company in the Nikko AM group or Sumitomo Mitsui Trust Bank 
group and not available to Nikko AME because of regulations or 
internal procedure is not reflected in this document. The investments 
mentioned in this document may not be eligible for sale in some 
states or countries, and they may not be suitable for all types of 
investors. 
 
Oman: The information contained in this document nether 
constitutes a public offer of securities in the Sultanate of Oman as 
contemplated by the Commercial companies law of Oman (Royal 
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, 
nor does it constitute an offer to sell, or the solicitation of any offer to 
buy non-Omani securities in the Sultanate of Oman as contemplated 
by Article 139 of the Executive Regulations to the Capital Market law 
(issued by Decision No. 1/2009). This document is not intended to 
lead to the conclusion of any contract of whatsoever nature within 
the territory of the Sultanate of Oman. 
 
Qatar (excluding QFC): The Strategies are only being offered to a 
limited number of investors who are willing and able to conduct an 
independent investigation of the risks involved in an investment in 
such Strategies. The document does not constitute an offer to the 
public and should not be reproduced, redistributed, or sent directly or 
indirectly to any other party or published in full or in part for any 
purpose whatsoever without a prior written permission from Nikko 
Asset Management Europe Ltd (Nikko AME). No transaction will be 
concluded in your jurisdiction and any inquiries regarding the 
Strategies should be made to Nikko AME. 
 
United Arab Emirates (excluding DIFC): This document and the 
information contained herein, do not constitute, and is not intended 
to constitute, a public offer of securities in the United Arab Emirates 
and accordingly should not be construed as such. The Strategy is only 
being offered to a limited number of investors in the UAE who are (a) 
willing and able to conduct an independent investigation of the risks 
involved in an investment in such Strategy, and (b) upon their specific 
request. 
 
The Strategy has not been approved by or licensed or registered with 
the UAE Central Bank, the Securities and Commodities Authority or 
any other relevant licensing authorities or governmental agencies in 
the UAE. This document is for the use of the named addressee only 
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