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So, What To Do? 

The sell-off in the US equities markets has been violent, even pulling down the mainstay of the 
US rally the FNGs--FANGs without the A, which is still going strong, Figure 1.  Not 
surprisingly, my conversations with clients over the last few days has been centered around what 
they should do.  My answer has been and continues to be:  it is going to get worse and position 
for the eventual risk-off trade. 

Figure 1. 

 

The trader in me would argue for a rebound in markets:  has anything really changed to justify 
the sell-off? Perhaps not, but those are not the strategies I look for. After all, I have not 
recommended being long US equites since I recommended closing my US regional bank trade in 
the summer after Dodd-Frank reform. Nothing really looked all that compelling given that my 
strategies are based on trades that are driven by underlying economic fundaments with a near 
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term event that reprices markets to reflect those fundamentals.  On that basis, my framework did 
not highlight any long US equity risk. The events were pretty much over and priced into markets. 
My framework did highlight that Europe, EM and China did have those some compelling 
asymmetries and suggested being short risk.  However, even with the sell-off in the US, nothing 
looks compelling in US equites as an outright long with no near-term events to reprice it higher.   
Also, this sell-off reflects not a short-term risk-off event that will support a sustainable bounce 
but rather the first repricing event across markets and countries that reflects the general 
slowdown in world economic growth. My framework also suggests that this slowdown could get 
worse.  So, I would not buy this dip but rather position for further economic slowdowns and a 
potential risk-off event.  Why do I believe that it could get worse? Economic Fundamentals. 

This sell-off across markets and countries highlights the impact of economic growth on risk 
assets. Clearly, economic growth around the world is slowing or is likely to slow over the 
coming quarters. All markets are going down just as in the last half of 2017 when all markets 
were going up. Both events were largely driven by views about “synchronized” economic growth 
around the world, Figure 2.  

Figure 2.  

 

 

You would miss the impact of this general growth factor if you just focused on the US markets.  
The line of reasoning would be the US has finally recoupled with the sell-off in equity markets 

Advanced Economies Are Growing At An Historically Pace… Pulling EM Is Coming out of a Recession, Pushing up Confidence
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that has been going on for the 3/4s of this year. US valuations where stressed and vulnerable to 
further FED rate hikes.  However, as shown Figure 3 below, this was not just a US equity market 
sell-off but across markets and countries. In fact, the US equity markets outperformed on the 
way down.  In addition, the differentiated growth trajectories explain both the current sell-off and 
the decoupling of the US equity markets with those of the rest of the world. 

 Figure 3 

 

You could argue that that current valuations fully reflect this slowdown and potentially look 
cheap given an optimistic view about growth, particularly US growth. US growth has been 
strong but is clearly slowing by many indicators.  However, certain sectors in the US market do 
look compelling as part of a long/short strategy.  For example, current valuations of regional 
banks have been pushed down to levels before rate hikes, lower corporate tax rates, and Dodd-
Frank reform.  The bigger issue for all equity markets is my framework suggests that markets 
even with the sell-off do not reflect the risk that the trajectory of economic growth around the 
world including the US could get worse and drag down valuations and creating a real risk off 
event. There are many potential shocks to the downside. I have written extensively on three of 
these: 

• The Impact of the USD and Fed Policy on EM 
• The Slowdown in Growth in Europe and Escalating Political Risk  
• The Economic War Between the US and China 
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I will briefly talk about each of these factors. (I have much more extensive writeups if you are 
interested, all of which are on my web site ) 

The Impact of USD and Fed policy on EM 

I have argued that the dollar will continue to strengthen, and the Fed will continue to hike rates 
and unwind QE. All three factors could have a significant impact on EM growth and asset 
valuations. In Figure 4, I highlight the potential path of FED policy driven the risks from a 
tightening labor market and the continuation of normalized economic growth in the US. I do not 
believe the Fed will change this path in the near term. At current valuations, there is no “Fed 
put”, nor will they change policy given the turmoil in EM, or from pressure from Trump.  I think 
you need a substantial softening of US growth to get them to pause. So, this is all bad news for 
EM, as shown in Figure 5. This means the slowdown in economic growth in EM will continue. 
Also, I have not factored in the impact of higher oil prices on economic growth and subsequently 
on asset price of countries such as Turkey and India.   

Figure 4. 
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Figure 5. 

 

The Slowdown in Growth in Europe and Escalating Political Risk 

European economies are slowing unwinding the euphoria from the surge in growth in the second 
half of 2017.  My framework argues that as economic growth slows, political risk rises. That is 
clearly the case in Europe.  One of the political pressure points in Europe has been and continues 
to be immigration. BREXIT was driving by this factor, as was the first leg of sell-off in Italian 
government debt. As shown in Figure 6, immigration into Germany has been substantial. Putting 
this in context. Immigration into German has been closing to the magnitude of immigration into 
the US on sheer numbers, but with Germany with ¼ of the population of the US. Freedom of 
movement, immigration, is one of the core principals of the EU, and Merkel has been a staunch 
supporter of this policy. However, not all Germans share her view and that has sparked political 
risk.  The scale of this immigration against a background of a declining population of the 
indigenous German population has sparked a backlash about EU immigration policy.  The stage 
of this rising political risk was Germany wanting some of those illegal immigrants to be sent 
back to Italy. However, Italy cannot support them with welfare or jobs. This issue drove the first 
leg of the Italian government debt sell-off.  As growth slows this problem could get worse as 
illustrated in the current debate about Italy’s breaking its deficit agreement. Will Brussel cave or 
will the new Italian government relent and follow the agreement. Unclear and this has meant 
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another leg down in government debt.  Throw a little more wood on this fire by just looking at 
the even worse situation of Portugal. This could all add up to the reemergence of the existential 
risk for the EMU.  

 

 

Figure 6. 

 

Figure 7. 
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The Economic War Between the US and China 

The world is now faced with a very real economic war between the US and China that goes 
beyond trade and tariff and has no easy resolution. Even if China were to agree to increase US 
imports--which they have already done with little follow on their part-- this would likely not end 
the war.  This is a battle about technology and the future of economic growth. As shown in 
Figure 8, China has engaged in state supported acquisition of technology both through legal and 
illegal means.  The pace of this acquisition has surged recently driven by China’s “Built in China 
2025” plan, first rolled out in 2015, Figure 9. The sheer scale of this plan and, more importantly, 
its short ten-year time table has generated a negative response from the US and Europe.  

Figure 8. 

Figure 9. 
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It is this surge in China’s acquisition of technology that has created the support for a push back 
from the US, with tariffs only being one part of this response. Tariffs are being used as a way to 
pressure China to change its policy across the board not just on trade.  However, this change is 
unlikely and will turn this tariff war into an economic war with China that could pull in the rest 
of the world.  This would result in a significant economic downside for both the US and China as 
well as for the rest of the world. As shown in Figure 10 below, the first round of the war has 
been driven by Trump tariffs and China’s tariff response.  The next round will be the US adding 
tariffs on the remaining $280 billions of China imports into the US. That in of itself will create 
significant headwinds to growth. However, an even bigger risk could come from China 
responding not with tariffs but in on other policies that ramp up the war to a fever pitch. And that 
could be a risk-off event.    

 Figure 10.
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Recommendations 

So, what could change my view? That’s easy policy shifts. I think it is a good bet that China will 
continue to move towards even more policy stimulus. I think this will have some but not a lot of 
impact of Chinese asset markets or growth, particularly with the economic war the US heating 
up. I also believe that it is increasingly likely that the ECB does not end it bond buying program, 
and, more importantly, starts to put into its policy statements the continuation for low rates for 
and even longer period of time. Effectively removing the expectations about the ECB following 
the FED in raising rates.  In contrast I do not think the FED will change its course of rate hikes in 
the near term. That, I think means the US curve flattens from here. So, here is what I am doing 
for my recommended model portfolio: 

• I am closing my higher US rates trade 
o The long end is likely range bound for a while at least until the trajectory of future 

US economic growth reveals itself after the growth fueled by the Trump tax 
cut/spending hike wears off.  

• I am putting on receiver trade in Europe 
o As I have talked about the curve in Europe too steep given the likely trajectory of 

economic growth and ECB policy (figure x below) 
• I am closing my deep-in-the-money EM put position, waiting for vol to settle down to 

restrike 

I continue to recommend:  

• Owning US IG CDS protection or shorting CMBX AAAs for tail protection 
• Shorting RMB on a forward basis vs USD 
• Being long Euro puts/USD Calls 
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Figure 11
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