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As a global multi-asset manager, and a conservative one at that, 

we are continually faced with the challenge of managing risk in 

a highly uncertain and dynamic environment. Although risks are 

ever-present, the outlook has become less clear and it strikes us 

that we are at a particular point in the cycle where tail risks have 

increased, i.e. there is a wider range of potential outcomes with 

increased chance of a severe event unfolding (Chart 1).

Before we go too far down the rabbit hole, a quick position 

summary will serve to keep us grounded. In fixed income, we 

continue to be underweight credit and focused on shorter 

durations while elsewhere remaining long equities with elevated 

exposure to the Health Care, Consumer Discretionary and Real 

Estate sectors (Table 1). Although certain leading indicators have 

begun to flag, it doesn’t appear we are at the point where equities 

typically underperform. Accordingly, we continue to advocate 

being cautiously long equities with increasingly defensive and 

North American tilts. The question as to whether we are mid-cycle 

or late-cycle will be the critical determinant of how our positioning 

evolves over the second half; we expect the key inputs to be the 

outlook for global growth, the U.S. Dollar and Central Bank policy.

Fortunately or not, we expect September to deliver three events 

that will help inform our view. While the U.S. appears to be enjoying 

something of a Goldilocks period, the three potential bears we have 

an eye on are: 1. trade, primarily the mooted $200B Increase in 

Chinese Tariffs, but also NAFTA fallout; 2. the first Italian budget of 

the recently formed populist government; and 3. the continuation 

of the Turkish/EM crisis.

Goldilocks & the Three Bears
Chart 1 | JP Morgan Global FX Volatility Index 1-Yr

Chart 2 | China Real GDP Growth

source: Bloomberg, Equium Capital

source: Bloomberg, Equium Capital

Equium Capital Management Inc.
36 Toronto Street, Suite 1170, Toronto, ON M5C 2C5

(416) 304-9364 | info@equiumcapital.com

1. China
Early in the month, we expect to see an announcement in regard 

to the $200B of tariffs against Chinese goods. Although progress 

on NAFTA is a positive indicator, we do not view the current 

China-U.S. negotiations as comparable given the far wider scope 

and ambition of the U.S. position, which ranges from trade and 

intellectual property to containing China’s global ambitions and 

influence. After low-level talks ended without any progress in 

late August, we see little to stop the U.S. Administration from 

implementing the next round of tariffs.

So far, tariffs have largely been dismissed as negotiating ploys 

with de minimis real economic impact. Up to now we would largely 

agree; however, this next $200B round should not be so easily 

ignored for two reasons. First, we are now talking about an impact 
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Table 1 | Investment Recommendation Snapshot
source: Equium Capital
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Chart 3 | Aggregate Trade between U.S. & China

Chart 4 | Sovereign Debt to GDP %

source: KKR, Equium Capital

source: Bloomberg, Equium Capital
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2. Italy
Our second potential bear of the month will be delivery of the 

newly formed Italian government’s budget. The Left-Right populist 

coalition’s platform is as confused and conflicted as any ever 

created, but there was one consistent message: increased fiscal 

spending. The coalition agreement, as published, would increase 

spending by 4.5% to 7.0% of GDP, which is well above the EU fiscal 

rule cap of 3.0% of GDP. Not only does this set up a showdown 

between the Italian populists and Brussels, putting the whole Euro 

project back under the microscope, but it would also strain an 

already heavily indebted Italian economy (Chart 4). 

Although Italy has seen a modest cyclical recovery and recent 

reforms have improved the fiscal deficit, giving the new 

government some wiggle room to increase expenditures, most 

analysts see +0.5-1.0% as the maximum spending increase that 

debt markets are likely to allow. Bond markets have been sniffing 

out this risk with Italian-German yield spreads as well as Italian 

credit default swaps at their highest levels since the Greek crisis 

(Chart 5). The most likely outcome is a budget deficit somewhere 

in the middle that rankles the fiscal hawks in Germany but is not 

so expansionary that debt markets implode. Recall Italy is the 9th 

largest economy in the world and has a key place within Europe. 

Accordingly, we expect the budget to have material implications for 

the country’s BBB credit rating as well as ECB policy, which could 

turn more dovish than the market expects with clear implications 

for the Euro.

of 0.5-1.0% to Chinese GDP. With growth already slowing towards 

the government’s 6% redline (Chart 2), the next round of tariffs will 

apply significant pressure on Chinese domestic policy. Second, 

over half of these goods have no import substitute on the U.S. side, 

which will drive cost inflation for U.S. consumers.

Importantly, this analysis ignores a likely response from the 

Chinese and we do not believe the perceived goods imbalance 

means China has limited options to respond. As recently 

highlighted in a report by KKR, once U.S. subsidiaries doing 

business in China are included, the U.S. actually has a $20B trade 

surplus with China (Chart 3). It thus comes as no surprise there 

are already reports of indirect harassment of U.S. businesses in 

the country, which could easily be escalated.

Although a deal is still probable, it also seems likely that a 

conclusion will first require more pain to bring the parties 

together. This will likely result in reduced global GDP growth 

expectations and higher inflation. In turn, this could mean a 

continuation of USD strength and further Emerging Market 

weakness.
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Chart 6 | External Debt to GDP
source: Bloomberg, Equium Capital

Chart 7 | Emerging Markets Price Performance YTD
source: Bloomberg, Equium Capital

Chart 8 | S&P 500 vs MSCI All-World YTD
source: Bloomberg, Equium Capital

3. Turkey & Emerging Markets
Turkey has been less prominent in the headlines since authorities 

instituted a series of initiatives that helped stall the currency 

sell off, allowing stories on NAFTA, China & Mueller’s probe to  

take over; however, we would not confuse this lack of investor 

attention with resolution. In fact, we fully expect the Turkish crisis 

to deteriorate until such point as the country asks for assistance 

from the IMF, significantly raises interest rates or institutes capital 

controls. Given the IMF is unlikely to help a country under U.S. 

sanctions, Erdogan is a self-declared enemy of higher interest 

rates and his son-in-law-turned-minister-of-finance has declared 

capital controls off the table, the only possible short-term outcome, 

in our view, is continued decline. With twin fiscal and current 

account deficits, along with high external debt exposures (Chart 6), 

the rapidly depreciating Lira is hurtling Turkey towards default. 

As the 17th largest economy in the world and with $500B of 

foreign currency debt, this will not go unnoticed. While we would 

not overstate the direct impact of a Turkish default, we are already 

seeing pressure spread to Argentina (#21 by GDP), South Africa 

(#33), Brazil (#8) and Indonesia (#16).  Moreover, this does not 

consider the potential knock on to ECB policy, and in turn the Euro, 

from the failure of a significant economic partner on its border. As 

the liquidity tide recedes and the U.S. Dollar rises, this sequence of 

events should not be viewed as a coincidence nor idiosyncratic. 

In fact, we have repeatedly discussed the potential impact from 

the withdrawal of global liquidity. It should be no surprise that the 

main beneficiaries of yield seeking behaviour should be the assets 

first to suffer once financial conditions began to tighten. This view 

was corroborated with the technical relative strength breakdown 

of Emerging Markets equities back in April, which led to our exit 

and well before the price action accelerated to the downside 

(Chart 7). This was then followed by further reductions in Europe 

as the U.S. Dollar rose and global trade momentum waned. Since 

the end of Q1’18, U.S. markets have outperformed global equities 

by +7% and Emerging Markets by over +22% (Chart 8).

For now, both the technicals and fundamentals point to balanced 

exposure to risk assets, primarily in the U.S. on the basis of 

their sustained global leadership, strong economic growth and 

robust corporate earnings. Furthermore, we remain invested at 

benchmark levels of equities but note Health Care and Real Estate, 

both defensive sectors, now rank as the first and third heaviest 

sector weights in the portfolio respectively. How loud or quiet the 

three September bears turn out to be will be an important marker 

for the cycle, and in any event have the potential to drive significant 

positioning changes for our Global Tactical Allocation Fund.
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