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KEY MACROECONOMIC 
DEVELOPMENTS

•  Global forex markets face the risk of heightened 
 volatility as currencies enter the trade war, especially 
 for EM
•  France appears to be set to embark on the next 
 stage of economic reforms and is poised to lead 
 Euro Area growth
•  Our biannual review (slightly) rehabilitates our 
 missed LatAm call, but recommends caution in 
 approach EM Asia

This month, we take a deep dive into labour markets. 
Among both developed (DM) and emerging (EM) 
markets, currencies are now likely to experience greater 
movement, owing in part to the trade war but also 
overall macro uncertainty. While on the topic of macro 
uncertainty, we examine France, which appears to have 
successfully navigated its first-half political travails and 
is now well-positioned to take over Eurozone growth 
leadership from Germany. Finally, we close with our call 
review exercise.

GLOBAL: A TRADE BATTLE MORPHS 
INTO A CURRENCY WAR

Almost a decade ago, the then-finance minister of 
Brazil, Guido Mantega, memorably accused the
United States of launching a “currency war” against the 
developing world, as the Federal Reserve prepared for 
its second (of what ultimately became three) round of 
quantitative easing (QE) operations. Following the wake 
of the Global Crisis and ensuing Great Recession, a 
weak exchange rate became a potentially tempting—if 
ultimately self-defeating, if it prompts retaliation—
strategy for squeezing a temporary boost to the 
economy from cheap exports.

The United States, of course, defended its actions by 
appealing to the fact that QE was designed to
boost domestic demand in the U.S. economy, and 
any currency depreciation that resulted was entirely 
incidental. Yet the fact that the Fed was not alone—the 
Bank of England, Bank of Japan, and European
Central Bank all promptly launched forex-weakening 
unconventional monetary policies of their own—meant 
that intent notwithstanding, QE and its allied policies 
typically resulted in depreciations, which was viewed by 
many in the non-QE-implementing developing world as 
thinly-veiled forms of competitive devaluations.

In some ways, it was entirely understandable why 
EM policymakers were nervous. In the run-up to the 
fragile 1930s—which, recall, was the period of the 
Great Depression—policymakers worldwide had
engaged in tit-for-tat, beggar-thy-neighbour 
international economic policies such as tariffs and 
competitive devaluations. Some students of the era 
have even made the case that it was currency battles 
accompanied by rigidities in the international monetary 
system, rather than trade-related frictions, that led to a 
more severe and persistent economic contraction than 
would have otherwise been realised.

In this context, recent developments in the ongoing 
Sino-American trade war have again raised the specter 
of the use of currency manipulation as an instrument 
for expanding the scope of retaliation. Unlike 2010, the 
fear of an escalation and throwback to Depression-
era commercial policy seems more palpable today, 
not least because the currency conflict is currently 
occurring amidst ongoing trade tensions (it was more 
about the weak post-crisis recovery then). The moment 
seems ripe, then, for us to examine the ongoing trade 
war from the lens of how currencies have performed, 
of late.
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The yen is a slightly different story. As discussed in 
a prior Macro Outlook, we felt that the yen had was 
sufficiently undervalued that there was a margin of 
safety in suggesting that it was due for appreciation. 
And this has largely turned out to be true; with 
inflationary pressures virtually nonexistent in Japan, 
the yen has mostly held its ground even as the other 
two majors have depreciated against the dollar, 
and has even appreciated slightly in recent months. 
While such strength is likely to eventually prompt 
the historically interventionist Bank of Japan (BoJ) 
to step up its efforts to weaken the yen, it is difficult 
to foresee how the BoJ can successfully contain the 
very strong appreciation pressure for a significantly 
undervalued currency.

What about the longer run, then? It is helpful here to 
recall that the inflation environment in both Europe 
and Japan is much more benign than in America, 
which has seen consumer price index (CPI) inflation 
averaging around 2 percent for some time now. 
Although this would normally imply eventual real 
appreciation of the euro and yen, it is useful to keep 
in mind that some of that relative price differential will 
likely be eroded by the U.S. productivity advantage. 
This productivity difference has generally been 

First, a brief theoretical digression. In the short run, 
currency movements are overwhelmingly driven by 
two main factors: relative growth outlooks, and interest 
rate differentials. Of the two, the former tends to be a 
more reliable predictor of the impending direction of 
any given exchange rate pair, although the latter has 
a decent track record in certain instances (notably, 
until recently, covered interest parity—the notion that 
the change implied between a currency’s forward and 
spot rates should yield the difference in corresponding 
interest rates for a comparable horizon—has been 
close to an empirical regularity; and a persistent 
real interest rate premium for one economy vis-à-vis 
another tends to give rise to financial inflows that would 
strengthen the higher-yielding economy’s currency).
The takeaway here is that any analysis of the short-run 
performance of foreign exchange should always occur 
alongside some understanding of recent changes in 
relative interest and growth rates.

In the longer run—usually around a period of four or 
five years—currencies tend to reflect the relative
difference in price inflation (this is known as relative 
purchasing power parity), as well as relative differences 
in countries’ productivity (an explanation we owe to a 
trio of economists—Roy Harrod, Bela Balassa, and 
Paul Samuelson—after which the effect is named). 
So economies that experience higher rates of inflation 
should see a real depreciation of their currencies in 
the long run, moderated by the extent to which their 
productivity has outpaced those of other nations (or 
lagged behind, as the case may be). Essentially, 
knowing price and productivity differentials help us 
anchor where we expect a country’s exchange rate to 
be in five years.

With those preliminaries aside, we are in a position to 
take a careful look at the recent evolution of the major 
G4 currencies. It is clear that, since the beginning of 
2018, the dollar has steadily strengthened relative 
to both the euro and the pound (Fig. A). This is 
unsurprising, given the fact that the Fed has been far 
ahead in its rate normalisation cycle, with both the 
European Central Bank and Bank of England adopting 
comparatively greater insouciance in their respective 
policy normalisation stances (for different reasons, 
of course; Europe lagged in its economic recovery 
after enduring a double-dip in 2012, while the Brexit 
referendum led to a number of preemptive rate cuts). 
Moreover, the more solid growth prospects in the 

Source: Thirdrock calculations, from Thomson Reuters Eikon.
Notes: Currency pairs are monthly rates quoted in units of foreign 
currency to one USD, so that declines indicate depreciations of the 
USD (appreciation of the foreign currency).

FIG. A: WITH THE EXCEPTION OF THE YEN, THE 
DOLLAR HAS APPRECIATED AGAINST OTHER 
MAJOR DM CURRENCIES
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United States further reinforced the appreciation 
pressure on the greenback.
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Furthermore, the euro in particular has always 
reflected the reality of its status as a common 
currency for both the economies of northern as well 
as southern Europe. This split personality has often 
resulted in a weaker exchange rate than otherwise, 
since the economic fortunes of these two regions do 
not generally pulled in the same direction. Indeed, just 
as the peripheral economies have staged a sustained 
comeback in recent days, the core economies—
especially Germany—have begun to sputter. Pair that 
with the existential risk introduced by Italy’s obstinate 
insistence on introducing a pseudo parallel currency, 
and you have the stage set for continued weakness 
in the euro, even though—as was the case for the 
UK—the currency is currently neutral with respect to 
fundamentals.

Of course, the strength of the dollar is not confined 
to just the major DM currencies. The dollar-yuan 
exchange rate has featured frequently in the news 
of late, for reasons discussed earlier. But while it is 
true that the renminbi has depreciated since the trade 
war began, it is also important to recall that this only 
occurred after more than a year of strengthening (Fig. 
C). Furthermore, the currency’s breaking through 
the key threshold of 7 to the dollar (the so-called po 
qi) has likewise only brought the yuan to a level that 
remains far below the rate that prevailed when the 
People’s Bank of China maintained a pegged regime. 
And finally, the overall weakness of the renminbi is 
not confined to its bilateral rate with the dollar; its 
weakening vis-à-vis the euro corroborates the idea 
that more fundamental forces are at work.

United States

United Kingdom

Euro Area

Japan

Source: Thirdrock compilation, from JP Morgan/Datastream.
Notes: Trade-weighted real effective exchange rate (REER) indexes, 
rebased to 2010=100, calculated using PPIs.
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FIG. B: REAL RATES AMONG MAJOR DM 
CURRENCIES SUGGEST THAT THE DOLLAR 
COULD BE OVERVALUED, AND THE YEN  
SLOWLY CORRECTING
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Source: Thirdrock calculations, from Reuters Datastream.
Notes: Currency pairs are monthly rates represented in units of USD/
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of the yuan (appreciation of the foreign currency).
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FIG. C: THE RECENT DEPRECIATION OF THE YUAN 
VERSUS THE DOLLAR HAS FOLLOWED A PERIOD 
OF STRENGTH SINCE 2017

smaller relative to Japan, and hence the additional 
room for continued long-run strengthening of the yen 
may well be there. After all, even after the recent 
relative strength, there still appears to be room for 
additional real appreciation before the currency 
returns to a longer-run equilibrium (Fig. B). In contrast, 
the much higher imported inflation—especially 
in goods—that has resulted from the UK’s Brexit 
decision will very likely imply further downward 
pressure on the pound in the years ahead, even as it 
remains consistent with fundamentals at the moment.

“ The yuan’s 
breaking through the 
key threshold of 7 to 
the dollar has only 
brought the yuan to a 
level that remains far 
below the rate when 
the PBOC maintained 
a pegged regime. ”
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None of this should be surprising. As discussed in 
prior Outlooks, the natural consequence of raising 
tariffs is that the currency of the country on which 
tariffs were imposed would depreciate (since the 
higher prices would crimp real demand for that 
country’s goods and services, leading to capital 
outflows and hence depreciation). The commentariat 
has rightly hammered this point home, and so one 
way of looking at what is happening in terms of the 
dollar-yuan exchange rate is simply Beijing allowing 
market forces to operate, rather than an active effort 
at currency manipulation. 

Alas, this has not stemmed talk that the U.S. might 
deploy tools to actively weaken the dollar. The 
first salvo here has been to brand of China as a 
currency manipulator. The decision comes across as 
almost entirely political, coming off-cycle—the next 
semiannual Treasury report on international economic 
and exchange rate policies is only due in the fall—and 
on the heels of the fact that China doesn’t even satisfy 
2 of the 3 already-dubious criteria for being branded 
as a manipulator.

The next step would be direct intervention in forex 
markets. This harkens back to another point in 
international monetary history, the Plaza Accord of the 
mid-1980s. Back then, there was widespread belief 
that the dollar was overvalued, and so a number of G7 
nations went ahead and actively sold the dollar. And 
voila! The concerted signal sent by the then-major 
central banks of the world was sufficient to bring about 
a substantial decline in the value of the greenback. 
Now, whether one agrees with that policy or not—the 
policy eventually overshot, necessitating the Louvre 
Accord two years later in an effort to reverse what had 
become an excessively weak dollar—the fact is that, 
today, there is little appetite for a similarly coordinated 
policy.

Which brings us to today. The talk is that the U.S. 
plans to deploy the $95 billion ammunition available 
in the exchange stabilization fund (ESF) to sell 
dollars and buy foreign-denominated assets. But 
currency and cash markets are much larger today 
than in the past; turnover is about $5 trillion in forex 
markets alone, and unlike in 1985, coordination would 
be absent, with the Trump administration routinely 
accusing Europe and Japan of currency manipulation, 
and China (obviously) not willing to play ball. Even 

the IMF is standing by its recently-declared position 
that the RMB is currently fairly valued. On top of all 
this, the Fed is likely to wish to signal the preservation 
of its independence by refraining from lending 
additional support to plan with complementary dollar 
sales (and even if it did, it would likely only double 
the intervention kitty to a still-weak arsenal). Set 
against this backdrop, we see little chance that any 
intervention by the U.S. would succeed.

Importantly, this need not mean that the dollar 
continues to strengthen, since sentiment in forex 
markets have definitively moved against EM 
currencies in recent months. As EM-ex-Asia assets 
have been hammered, so have their currencies. 
Setting aside the massive attacks against perennial 
underperformers such as the peso and lira, the 
currencies of the BRIC economies have all also 
weakened alongside the Chinese yuan (Fig. D). 
And so long as relative growth in these economies 
continues to lag behind expectations (the caveat is 
important, since in absolute terms these countries are 
still growing significantly faster than the major DMs), 
one would expect weak currencies on this front. And 
for economies where geopolitical risk is now top of 
mind—besides Argentina and Turkey, geopolitical 
risk appears to be elevated in the Gulf, South Asia, 
and in the Russian buffer zone—foreign exchange 
has become the asset class of choice to express bets 
against such risks.

FIG. D: THE MAJOR EM CURRENCIES HAVE ALL 
WEAKENED AGAINST THE DOLLAR SINCE THE 
START OF 2018, WITH A MORE RECENT UPTICK
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Closer to home, we have witnessed a gradual 
weakening of the Singapore (SGD) and New Taiwan 
(TWD) dollars. This is entirely in line with the tougher 
conditions faced by these economies, exposed as they 
are to global trade winds and the electronics cycle 
(which is in the midst of contraction). For the SGD, 
which operates on a band-basket-crawl system, there 
is little reason to alter the existing target band—which, 
recall, is undisclosed—so long as other components 
of the (also undisclosed) currency basket also weaken. 
For the TWD—which trades as a managed float—
intervention restraint would allow the currency to ride 
market forces down and hence absorb more of the 
effects of the global trade and industrial slowdown. 
We expect a continued steady depreciation of these 
currencies, as long as global trading uncertainties and 
manufacturing weakness persist.

More generally, given the heavy dependence of the 
region on trade linkages, all Asia-Pacific currencies 
are likely to move in tandem with the overall 
weakening of the renminbi, in order to shore up their 
own competitive positions. Importantly, this downward 
pressure is separate from any weakness that has 
already arrived in the form of investor pessimism 
toward EM assets.

For investors, caution is the watchword. While 
government bond yields in certain EMs—including 
those in EM Asia that we have been comparatively 
more enthusiastic about—may be superficially 
attractive, currency movements could quickly wipe out 
any gains (Fig. E). The two-year yield on some EMs, 
after accounting for the hedging costs for forex, could 
even tip into negative territory, and that does not even 
factor in default risks or inflation.

FIG. E: WHILE RATES ARE ATTRACTIVE, EM BOND 
YIELDS ARE SIGNIFICANTLY LOWER AFTER 
ADJUSTING FOR FX RISK
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Source: Thirdrock calculations, from Datastream.
Notes: Yields are for government bonds with 2Y maturity. Hedging 
costs computed from basis of 2Y currency swap, except for India, 
which was calculated from ratio of 2Y forward and spot rates.
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EURO AREA: WILL THE FRENCH 
SEIZE THE GERMAN RETREAT?

In July’s Outlook, we discussed how Germany 
was not well-positioned to take on the mantle 
of driving Euro Area growth, given its overall 
dependence on external demand and an obstinate 
unwillingness to refocus on domestic economy, 
even in the face of underinvestment in domestic 
capital (especially infrastructure) accumulation 
and an impending demographic undertow from 
the tsunami of retirements from the labour force. 
The natural question to ask, then, is whether the 
zone’s second-largest economy, France, might be 
poised to take over regional growth leadership, 
especially with the ongoing pro-market reforms 
already wrought by the Macron administration.

When Emmanuel Macron was elected two years 
ago, a wave of optimism followed, fed especially 
by a hope that this tradition-defying man would be 
the president that would have sufficient gumption 
and grit to bring about the sorely-needed reforms 
to the French economy. At the beginning of 2019, 
this dream looked to be in tatters, as the gilet 
jaunes (yellow jacket) protests threatened to not 
only derail what had been only fairly tentative 
steps to shake up the comfortable establishment, 
but even potentially force a premature abolition 
of the structural changes that had already been 
rolled out.

“ While government 
bond yields in 
certain EMs may be 
superficially attractive, 
currency movements 
could quickly wipe out 
any gains. ”
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FIG. F: MANUFACTURING ACTIVITY ACROSS 
ALL THE MAJOR EUROPEAN INDUSTRIALISED 
NATIONS HAS FALLEN, BUT FRANCE HAS 
BOUNCED BACK

IMPORTS

FIXED INVESTMENT
GOVERNMENT EXPENDITURE

Source: Thirdrock calculations, from Datastream.
Notes: MA(4) of YoY change in IP growth.
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FIG. G: LABOUR COSTS IN FRANCE HAVE 
REMAINED DISTINCTLY MIDDLE-OF-THE-
PARK, THREBY IMPROVING MUCH-NEEDED 

IMPORTS

FIXED INVESTMENT
GOVERNMENT EXPENDITURE

Source: Thirdlock calculations, from Oxford Econ/Datastream.
Notes: Unit labour cost indices normalised to 100 in 2005Q4.
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“ The strides that 
Macron has made in 

reforming France’s 
moribund labour 

market institutions 
should place France 

in good stead relative 
to its other Euro Area 

comparators. ”

But Macron took a few steps back, offered a number 
of concessions, rode out the storm, and is now back 
on track with redefining the French economy’s position 
in both Europe and the world. And on the basis of the 
emerging data from Europe, it seems like France’s 
belated pursuit of its version of Germany’s turn-of-the-
millennium Hartz reforms are finally bearing fruit.

The first exhibit for this comes from comparing 
France’s relative growth performance. Certainly, its 
2.3 and 1.7 percent GDP growth rates, incurred in 
2017 and 2018, respective—are nothing to scoff at, 
although one could make the case that the entire 
world, including Europe, was doing well during that 
period (recall the “synchronized global growth” story, 
which now seems like a million years ago?).

But France’s more recent industrial production (IP) 
numbers are more telling. IP growth on a year-on-year 
(YoY) basis recorded a remarkable 1.1 and 3.9 percent 
in April and May, respectively, before falling to zero 
in the latest available month, thereby averaging 1.6 
percent over the most recent 3-month period. These 
numbers are even more impressive when placed in 
the context of the equivalent figures for its other Euro 
Area counterparts such as Italy (1.1 percent) and 
Germany (-5.3 percent). It is even higher than that in 
the U.S. (1.1 percent) and is on par with the red-hot 
Spanish economy. Most notably, France appears to be 
the only major European economy to have bounced 
back in terms of its manufacturing activity (Fig. F).

At the same time, the strides that Macron has made 
in reforming the country’s moribund labour market 
institutions should not just bear fruit, but place 
France in good stead relative to its other Euro Area 
comparators. Labour market costs in the economy 
have remained distinctly middle-of-the-road, which 
means that productivity numbers have held up without 
either spiraling costs—the case for Germany—or 
worker impoverishment, which appears to be the case 
in Spain (Fig. G). Once the ongoing reforms to the 
pension and benefits system, as well as the public 
sector, eventually filter through into the economy, it 
would not be unfair to expect even greater productivity 
gains that would be a solid tailwind in the years ahead.
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FIG. H: IN CONTRAST TO THE OTHER MAJOR EURO 
AREA ECONOMIES, FRANCE MAINTAINS A LARGELY 
NEUTRAL CURRENT ACCOUNT BALANCE

IMPORTS

FIXED INVESTMENT
GOVERNMENT EXPENDITURE

Source: Thirdrock compilation, from Oxford Economics/Datastream.
Notes: MA(4) of current account shares of GDP, except for Euro 
Area-wide figure.
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Internal balances are not the only aspect of France’s 
economy that appear to be well-calibrated. In contrast 
to the other major Euro Area economies—as well as 
the zone overall—France’s current account balance 
is more or less neutral (the deficit current stands 
at about 0.3 percent of GDP). This means that la 
République is far less beholder to external demand 
as a driver of its economic performance, unlike 
(infamously) Germany or even, for that matter, Italy 
(Fig. H).

This is not to say, of course, that France is not  
any sort of export powerhouse. We are all 
well-acquainted with the vast amount of globally-
competitive agriculturally-based products, such 
as wine and cheese. But France’s export basket 
is actually dominated by a range of other higher 
value-added goods, such as airplanes and related 
machinery parts (thanks to the location of Airbus’ 
core within French borders), luxury items such as 
perfumes and other beauty products (hello, Sephora), 
and even pharmaceuticals (we’ll spare you the largely 
impenetrable French biomedical corporate names, 
although it’s worth noting that this “obscure” sector 
exports 6 percent of all French exports, more than 
cosmetics, at 4 percent, and beverages, at  
3.5 percent).

France has also proven to be adroit at circumventing 
a traditional European weakness: demographic drag 
from a shrinking, aging labour force. While France 

is not expected to enjoy the sort of demographic 
dividend to growth that some EMs—such as India or 
certain African economies—are likely to demonstrate, 
the contribution of human capital to France over the 
next decade is unlikely to be an outright drag, unlike 
the case in Germany or Japan. So long as France 
can continue to set aside sufficient domestic saving 
and attract its fair share of foreign direct investment, 
the economy could well grow at a rate that is closer 
to what was witnessed over the past couple of years 
than that expected of demographically-hampered 
Germany or perpetually-stagnant Italy. Indeed, the 
recent years of above-trend growth could even set the 
stage for a more permanent upgrade in the economy’s 
underlying growth potential, with capital providing 
even more of a contribution than a baseline projection 
would envision (Fig. I).

This is not to say that France does not have 
its fair share of challenges. In spite of the solid 
contribution of the foreign-born to its overall 
labour force, many immigrants remain poorly 
integrated in French society, and have not 
reached levels of educational attainment that the 
first wave of Turkish immigrants into Germany, 
say, have managed to acquire. French higher 
education (which, for full disclosure, I am part) 
remains significantly behind the frontier set by the 
United States or even the UK—at least for now—
in spite of the significant talent that exists within 
French shores.

FIG. I: FRANCE HAS EXCEEDED EXPECTATIONS 
FOR GROWTH, AND SHOULD THIS CONTINUE, IT 
COULD UPGRADE UNDERLYING POTENTIAL
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IIASA (2010), ILO (2014), UN (2013, 2015), World Bank (2018).
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But all that said, this closer examination of the state 
of the French economy suggests more promise than 
the comparable exercise we engaged in for Germany. 
Short-run performance has bucked the trend for 
major industrial economies worldwide; and forecasts 
of longer-run growth rates, while not mind-blowing, is 
nevertheless likely to be solid. At the very least, the 
better balance of internal labour market equilibrium, 
alongside the absence of excessive external 
disequilibrium, implies that the economy is certainly 
better-positioned to take over growth leadership in the 
Eurozone from Germany. We are therefore reasonably 
constructive on French equity assets, especially those 
with international sales exposure.

TIME FOR THE BIANNUAL REVIEW!

As is our practice every half-year, we take some 
time to review the accuracy (or not) of our calls 
over the past 6 months. Since our last review, the 
global economy has moved ever-closer to a point 
of inflection, which has meant that the possibility of 
getting specific calls wrong has risen substantially 
(since turning points both lead to more significant 
moves in, as well as revisions of, the data).

In our March Outlook, we had claimed that global 
inflation dynamics were developing in a manner where 
an inflation takeoff would be a very low-probability 
event. This prediction has held up well: median DM 
inflation has only crept up 0.1 percentage points—to 
1.7 percent—between March and July, and emerging 
August data have median inflation at a nominally 
higher 1.8 percent. Median EM inflation has likewise 
only crept up ever-so-slightly, from 2.8 percent to 3.1 
percent. While inflation could well take off in the final 
months of the year, with growth stalling worldwide 
(more on that below), risks are, if anything, of more 
disinflation down the road. We won’t go that far as to 
claim that as our current base case, but we think it’s 
fair to claim that this call has been solidly validated.

That same month, we had speculated that there 
was sufficient gas in the U.S. economic tank to fend 
off recession till year-end, although we did see a 
“decisive slowdown” and a “material deterioration” 
in the outlook. This deceleration has now been 
corroborated in the official GDP data—annualized 
quarter-on-quarter (QoQ) GDP growth slid more than 
a full percentage point to 2 percent for the second 

quarter, and even the advance estimate for the first 
quarter was revised down slightly to 3.1 percent (from 
3.2). In the meantime, not only has the (more reliable) 
10 year-3 month spread on U.S. Treasuries remained 
inverted, the (more watched) 10 year-2 year spread 
also flirted with inversion for a handful of days in 
August (it has since returned to about zero). Just as 
revealingly, the manufacturing purchasing managers’ 
index—a gauge of producer confidence—reported a 
contraction in August, falling to 49.1 (figures above 
50 indicate expansion). We continue to rule out a 
recession this year but retain our view that one next 
year is a distinct possibility (in March, we called a 
2020 U.S. recession it a “toss-up,” and our view on 
this hasn’t changed).

In our last review, we also apologised for getting 
the call on Latin American asset performance 
wrong, noting that EM Asia—about which we had 
been comparatively more bullish—had clearly 
underperformed LatAm. As it turns out, the two 
regions have since pretty much moved in tandem, and 
EM Asia has even slightly overtaken LatAm returns 
(measured starting from March 2019). And absent 
Brazil—which we had trumpeted in our February 
Outlook as still-undervalued and holding significant 
promise—the LatAm index would be languishing 
even more (Fig. J). Of course, many heterogeneous 
developments have occurred in EM Asia since then 
(hello, trade war), so we’ll be content to chalk this 
down to a lucky turn of events, in our favour (although 
we will take full credit for the Brazil call).

FIG. J: BRAZILIAN EQUITIES REALLY TOOK 
OFF IN MID-MAY, AND HAS DRAMATICALLY 
OUTPERFORMED THE REST OF LATAM SINCE
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Source: Thirdrock calculations, from Datastream.
Notes: Brazil (LatAm ex Brazil) index represented by the Bovespa 
(MSCI EM LatAm ex Brazil), normalised so that 2019M1D1=100.
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“ Since our last review, 
the global economy 
has moved ever-closer 
to a point of inflection, 
which has meant that 
the possibility of getting 
specific calls wrong has 
risen substantially. ”

Moving on to our April Outlook, we had cautioned 
against betting against China, on the basis that the 
Chinese economy could be more resilient than many 
expect, in spite of the stop-start nature of its reform/
rebalancing efforts thus far. And true to form, the 
Shanghai (SSE) and Shenzhen (SZSE) composites 
have been volatile, but remarkably resilient. The 
SSE has fallen about 5 percent compared to six 
months ago, while the SZSE has maintained 
pretty much its March level over the same period. 
This resilience is all the more noteworthy when 
one thinks of all the shocks the economy has 
had to endure since: rounds of tariff rises, the 
Huawei sanctions, an overall manufacturing sector 
contraction, and a slumping currency. Even the 6.2 
YoY growth rate—which the press played up as 
representing a 27-year-low—was not unanticipated, 
and fully in line with the scheduled rebalancing-
related slowdown.

That month, we had also expressed our reservation 
about UK assets, warning that any positions 
taken would entail a bet about the eventual Brexit 
outcome, with the British pound pricing in a soft-
Brexit outcome along the lines of the (now ill-fated) 
Brexit deal of Theresa May. As the rigmarole of 
Brexit continues to wind its way through the British 
parliament, While there is still a very fleeting chance 
that the Johnson government will accept a variant 
of the May deal, the odds of a no-deal Brexit 
have—as we discussed in last month’s Outlook—
increased substantially, and so we will concede that 
our baseline assumption of an eventual soft Brexit 
now looks increasingly less likely. Yet even so, we 
find it hard to place a higher probability on other 
possible outcomes (such as a hard Brexit, new 
elections, or parliamentary revolt). Still, we can at 
least unequivocally confirm that our belief that the 
pound would face a battering has certainly come 
true. Time will tell, of course, whether this beating 
will continue after Halloween (we think not, but our 
advice has been to maintain a contingency plan 
involving picking up assets in the event of a hard 
Brexit).

Our May Outlook took a sour view of Japan’s short-
term prospects. We ruled out a recession in 2019 
(“shallow or otherwise”), and Japan’s expectations-
defying 2nd-quarter print of 1.8 percent (annualized 
QoQ) continues to support this assertion. Of course, 

output next year could well take a decent hit if the 
Abe government were to proceed with the planned 
increase in sales taxes in October, although we’d 
just point out that even that isn’t guaranteed, given 
the ongoing Olympics and Rugby World Cup-
related spending this year and next.

We closed our May report with an upbeat 
assessment of Indonesia’s macroeconomy. Most 
of the discussion was about our positive view of its 
longer run prospects, but we did observe that short-
term indicators of the business cycle were similarly 
impressive. The Indonesian stock exchange has 
treaded water since—a possibility we emphasized, 
stressing that “those punting on a quick short-term 
turnaround are likely to be disappointed”—but we 
hold fast to the economy’s upward trajectory in the 
longer run.

In July, we speculated that the trade war would 
include a number of EM beneficiaries. We were 
right about both Malaysia and Vietnam benefitting 
from substitution, but we also suggested that South 
Korea could be an unexpected beneficiary. History 
has now proven that we were wrong about South 
Korea. The benchmark KOSPI has fallen from 
almost 2,130 on July 1 to 1,969 on Sep 2, a drop 
of close to 8 percent. The won has also dipped 
by around 4 percent over the equivalent time 
frame (although we did call this one, speculating 
in our June Outlook that “we expect the recent 
depreciation trend to continue for a while yet”). 
Incidentally, we also argued that the renminbi would 
not be weaponized in the trade war. Since that time, 
however, the yuan has been steadily allowed to 
weaken, and we acknowledge that this claim looks 
more wrong by the day.
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INVESTMENT TAKEAWAYS

A weakening RMB has implications that stretch 
beyond Mainland assets. To the extent that many 
Asian export-oriented economies compete against 
Chinese exports, the risk of a weakening yuan is that 
it could well solicit depreciation pressure across Asian 
EMs. This, in turn, means that we need to append our 
call for taking on EM fixed income—especially when 
denominated in local currency—with the caveat that 
depreciation risk could wipe out any nominal gains.

With DM macro data still weak, we see little reason 
to alter our suggestion of either building positions in 
long-duration U.S. Treasuries, or adding to defensive 
sector holdings (although the latter are, admittedly, 
richly priced). We would, however, stay away from 
most European sovereign fixed income, because 
negative real yields simply don’t make much sense 
to us, and are premised on what we believe is an 
unsustainable momentum trade.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the 
World Bank, Jamus is also currently an Associate 
Professor at ESSEC Business School in Singapore.

“ With DM macro data still 
weak, we see little reason 
to alter our suggestion of 
either building positions 

in long-duration U.S. 
Treasuries, or adding to 

defensive sector holdings. ”
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GENERAL
The material is based upon information that Thirdrock considers 
reliable, but Thirdrock does not represent that it is accurate or complete, 
and it should not be relied upon as such.  Opinions expressed in this 
publication were produced by Thirdrock as of the date of writing and 
are subject to change without notice.  This publication is intended for 
information purposes only and does not constitute an offer or solicitation 
to any person in any jurisdiction.  Opinions and comments of the authors 
reflect their current views, but not necessarily of other Thirdrock entities 
or any other third party.  Other Thirdrock entities may have issued, and 
may in the future, issue other publications that are inconsistent with, 
and reach different conclusions from, the information presented in 
this publication.  Thirdrock assumes no obligation to ensure that such 
other publications are brought to the attention of any recipient of this 
publication.

This publication is for general circulation only. It does not form part of 
any offer or recommendation, or have any regard to the investment 
objectives, financial situation or needs of any specific person.  Before 
committing to an investment, please seek advice from a financial or 
other professional adviser regarding the suitability of the product for 
you and read the relevant product offer documents, including the risk 
disclosures.  If you do not wish to seek financial advice, please consider 
carefully whether the product is suitable for you.

INFORMATION / FORECASTS REFERRED TO
Although the information and data herein are obtained from sources 
believed to be reliable, no representation is made that the information 
is accurate or complete.  In particular, the information provided in 
this publication may not cover all material information on the financial 
instruments or issuers of such instruments.  Thirdrock does not accept 
liability for any loss arising from the use of this publication.  Important 
sources for the production of this publication are e.g. national and 
international media, information services (e.g. Reuters, Bloomberg 
Finance L.P.), publicly available databases, economic journals and 
newspapers (e.g. Financial Times, Wall Street Journal), publicly 
available company information, publications of rating agencies.  Ratings 
and appraisals contained in this publication are clearly marked as 
such.  All information and data used for this publication relate to past or 
present circumstances and may change at any time without prior notice.  
Statements contained in this publication regarding financial instruments 
or issuers of financial instruments relate to the time of the production of 
this publication.  Such statements are based on a multitude of factors 

which are subject to continuous change.  A statement contained in this 
publication may, thus, become inaccurate without this being published.  
Potential risk regarding statements and expectations expressed in this 
publication may result from issuer specific and general (e.g. political, 
economic, market, etc.) developments.

RISK
Past performance is not a reliable indicator of future results.  
Performance forecasts are not a reliable indicator of future performance.  
Particular risks in connection with specific investments featured in this 
publication are disclosed prominently hereinabove in the text of this 
publication.  Any investment should only be made after a thorough 
reading of the current prospectuses and/or other documentation/
information available. Past performance is not an indication of future 
performance.

MISCELLANEOUS
NEITHER THIS PUBLICATION NOR ANY COPY THEREOF MAY BE 
SENT, TAKEN INTO OR DISTRIBUTED IN THE UNITED STATES OR 
TO ANY US PERSON.

This publication may contain information obtained from third parties, 
including ratings from rating agencies such as Standard & Poor’s, 
Moody’s, Fitch and other similar rating agencies.  Reproduction and 
distribution of third-party content in any form is prohibited except with 
the explicit references made to the related third party. Third-party 
content providers do not guarantee the accuracy, completeness, 
timeliness or availability of any information, including ratings, and are 
not responsible for any errors or omissions (negligent or otherwise), 
regardless of the cause, or for the results obtained from the use 
of such content.  Third-party content providers give no express or 
implied warranties, including, but not limited to, any warranties of 
merchantability or fitness for a particular purpose or use.  Third-party 
content providers shall not be liable for any direct, indirect, incidental, 
exemplary, compensatory, punitive, special or consequential 
damages, costs, expenses, legal fees or losses (including lost income 
or profits and opportunity costs) in connection with any use of their 
content, including ratings.  Credit ratings are statements of opinions 
and are not statements of fact or recommendations to purchase, hold 
or sell securities.  They do not address the market value of securities 
or the suitability of securities for investment purposes and should not 
be relied on as investment advice.

Headquartered in Singapore, Thirdrock is a private limited company registered in Singapore. 
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