
Market Synopsis – August 2018 

Previous editions of the Market Synopsis have elaborated 

on a common theme during the course of this year: There 

are (potentially ominous) echoes between the current 

global economic and market conditions and 

circumstances experienced during the 1991-2001 

expansion.  

The last couple of months specifically have been oddly 

reminiscent of the events that unfolded during 1997: The 

US Federal Reserve (“Fed”) is tightening policy because 

the US economy is not only at full employment, but is also 

growing strongly and generating increasing domestic 

inflationary pressures. The most familiar echoes, however, 

come from outside the US. Specifically, emerging market 

(“EM”) trepidations are once again front page news as the 

Turkish lira (“TRY”), which had already fallen by 29% 

between January and 31 July, dropped by an additional 

84% at its worst in a mere two weeks! Consequently, 

markets are fretting about the risks of contagion across 

EMs, one that could reverberate among G10 economies 

as well.  We too are concerned that the echoes of 1997 

are becoming increasingly louder. EM economies have 

built up large debt burdens and have financed 

themselves heavily by tapping foreign investors. However, 

these investors can be rather fickle friends, and we are set 

to test their sincerity.  

Before we delve into the current environment, we first 

provide a historic review of the 1997/1998 Asian Crisis: 

Initiated in the second half of the 1980s, the peg of the 

Thai baht (“THB”) to the USD seemed like a very successful 

economic experiment. The stability created by this 

institutional arrangement not only contributed to keeping 

inflation at manageable levels, but by incentivising 

capital inflows into the country, it also helped Thailand 

build up its capital stock. At the time, this yielded 

significant growth impetus, with real GDP growth 

averaging 9% from 1985 to 1996. However, the 

economic boost generated by this cheap financing had 

a dark side… the Thai current account balance 

ballooned to a deficit of 8% of GDP in 1995/1996. Well-

known US economist, Herbert Stein famously quipped: “If 

something cannot go on forever, it will stop”. This is exactly 

what happened when foreign investors abandoned 

Thailand and the country was left to finance its large 

current account deficit on its own. While the Bank of 

Thailand was able to fend off speculative attacks for a 

few weeks, on 2 July 1997 it abandoned its efforts. The THB 

was left to float freely and dropped 56% against the USD 

over the subsequent six months. Other EM countries 

including Malaysia, Brazil and Korea, to name a few, had 

implemented similar USD pegs. They too enjoyed stable 

inflation, growing capital inflows and improved economic 

growth, but also experienced growing current account 

deficits and foreign currency debt burdens. It did not take 

long for investors to extrapolate Thailand’s woes to other 

countries. The Malaysian ringgit (“MYR”) and the 

Indonesian rupiah (“IDR”) began falling soon after the THB, 

while the Korean won (“KRW”) began its own steep 

descent four months later – see Figure 1. The economic 

pain was felt globally. The collapse in Asian currencies 

and the deep recessions experienced in these countries 

caused their export prices to collapse, which created a 

global deflationary shock. This shock was compounded 

by a fall in commodity prices that materialised as market 

participants realised that demand for commodities from 

the crisis-stricken countries was set to evaporate. Despite 

this deflationary shock, the US economy remained robust 

through the second half of 1997 and into 1998. Markets 

Figure 1: Onset of the Asian crisis 



Figure 2: EM foreign-currency debt 

were not very concerned that this deflationary shock 

would force the Fed to cut rates, as it did not seem to 

affect the outlook for US growth and employment. They 

should, however, have been concerned since this 

external shock ended up having large second-round 

effects. Russia defaulted on its debt in August 1998, 

prompting a collapse in the rouble. To patch up its 

finances, Russia began pumping ever more oil causing oil 

prices to fall below USD10/barrel in December 1998. This 

caused the Brazilian real to collapse in 1999, and the 

Argentinian peso to follow. Among these contagions, the 

Russian default was the event with the greatest systemic 

impact. This was because it resulted in a direct hit to the 

US banking system. Long Term Capital Management 

(“LTCM”), a large Connecticut-based hedge fund, had 

accumulated massive bets on Russia. The country’s 

default plunged the fund into the abyss. However, LTCM 

had bank loans to the tune of USD125 billion. The 

exposure was perceived as an existential threat to the US 

banking sector. Junk bond spreads jumped, the S&P 500 

fell by 18% and US Treasury yields collapsed by 120 basis 

points. The Fed was forced to respond by cutting rates by 

75 bps between September and November 1998. 

In one key regard, today is not the late 1990s: USD pegs 

are few and far between. However, in many respects, 

similarities abound. First and most obviously, EM foreign 

currency debt burdens, as measured against exports, 

GDP or reserves, are at similar levels to those prevailing in 

the late 1990s. This means that EM economies suffer 

when the USD rises as it represents an increase in their cost 

of capital and thus a tightening in financial conditions. 

See Figure 2. 

Second, the Fed has been increasing interest rates. Most 

importantly, the Fed is growingly concerned that 

domestic inflationary pressures in the US are intensifying, 

courtesy of strong growth – at least relative to potential; a 

high degree of capacity utilisation, especially in the 

labour market; and, unique to today, the US has received 

a large degree of unneeded fiscal stimulus. This means it 

will take a lot of pain to derail the Fed from its desire to 

hike rates once a quarter. 

This also makes the current environment very different 

from 2015, the most recent episode of EM tumult. In 

2015-2016, the Fed easily abandoned its hiking 

campaign. When it hiked rates in December 2015, the 

Fed anticipated increasing rates four times over the 

following 12 months. It delivered only one hike in 

December 2016. The reason was straightforward: Unlike 

today, the US economy was still replete with slack and 

was not on the receiving end of a large fiscal stimulus 

program, suggesting the Fed could not tolerate the 

deflationary impact of tightening financial conditions.  

Third, global liquidity is tightening, which is hurting the 

global growth outlook. Today, global excess money (as 

defined by the growth of broad money supply above that 

of loan growth in the US, the Eurozone and Japan) is 

contracting. Today, as in 1997, this indicator forebodes 

important weaknesses in global industrial production – see 

Figure 3. 



Figure 3: Global excess money contracting 

US liquidity is particularly important. Not only is USD based 

liquidity crucial to financing the large holdings of USD 

denominated foreign debt, but the US is also driving the 

fall in global excess money. The pick-up in US economic 

activity is sucking liquidity from both the rest of the world 

and from the financial system to finance US loan growth. 

This phenomenon was also at play in 1997.  

Why does this matter? Simply put, US financial liquidity is a 

wonderful leading indicator. The current collapse in 

financial liquidity suggests that the global economy is 

about to hit a rough patch. This suggests the indicator is 

foretelling that a deflationary scare could materialize, an 

event normally also associated with a stronger USD and 

downside in EM exports – see Figure 4. 

This liquidity indicator is also warning that the AUD, CAD 

and NZD have substantial downside, while EM equity 

prices could also suffer more as shown in Figure 5. Finally, 

it also highlights that even the US equity market may not 

be immune to upcoming troubles – see Figure 6. Finally, 

adding insult to injury is China. The governing communist 

party leadership is unwavering on reforming the Chinese 

economy, moving it away from its dependence on 

capital expenditure (“capex”) and leverage. 

Consequently, China is in the midst of a major 

deleveraging campaign concentrated in the shadow 

banking sector, which has already caused money growth 

and total social financing to decline to new lows. This is 

deflationary for the global economy as weaker Chinese 

credit weighs on capex, which in turn weighs on Chinese 

imports. Since 69% of China’s intake from the rest of the 

Figure 4a and b: US financial liquidity declining  



Figure 6: Possible correction in US equity prices 

import volumes, as it increases the prices paid by Chinese 

economic agents for foreign-sourced industrial goods 

and commodities. All these forces suggest that the pain 

that started in Argentina and Turkey could continue to 

spread across other vulnerable EM economies. It is 

doubtful that economies with large debt burdens, large 

upcoming debt rollovers and other underlying economic 

problems will find it easy to receive financing in an 

environment of declining global liquidity, a strong USD, 

budding deflationary pressures and a slowing Chinese 

economy. 

To conclude, there remain various echoes with the global 

economic and market conditions experienced during the 

late 1990s. Ominously some of these echoes have 

become louder over the last couple of months with Turkey 

possibly being the canary in the coal mine. At this 

juncture, the situation remains fluid and should be closely 

monitored. Although EM equities have been selling off 

sharply since January, we do not yet see sufficient value 

to commit capital to these markets. Should the above 

mentioned contagion risk materialise, attractive 

opportunities should be in the offing. In the meantime, we 

maintain our preference for European and Japanese 

equities and have no qualm with building cash holdings 

when specific equities reach our estimates of fair value. 

world is commodities and intermediate, as well as 

industrial goods, a deflationary impulse is created. 

Moreover, the recent wave of Chinese Yuan (“CNY”) 

weakness is exacerbating these deflationary pressures. 

The 9% fall in the CNY versus the USD since mid-April 

represents a competitive devaluation that will hurt many 

EM countries. It also implies increased downside in China’s 

Figure 5: Declining EM equities and commodity currencies 
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Indicator Spot MTD YTD Y-o-Y

Gold 1 206.65   -1.2% -7.4% -8.7%

Brent Crude 77.14        2.9% 15.4% 47.3%

USDZAR 14.3224    8.8% 15.7% 10.1%

EURZAR 16.7644    8.7% 12.9% 8.4%

GBPZAR 18.6250    7.7% 11.4% 11.0%

JSE All Share TRI 8 696.05   5.2% 2.9% 9.6%

JSE Resources TRI 2 825.96   7.3% 23.6% 26.9%

JSE Industrials TRI 15 228.62 6.5% 0.7% 5.4%

JSE Financials TRI 9 594.36   1.5% -1.2% 15.0%

JSE Listed Property TRI 1 971.44   2.7% -20.0% -12.3%

S&P 500 2 914.04   4.0% 9.0% 17.9%

Euro STOXX 50 7 115.02   -1.5% 0.9% 3.7%

FTSE 100 6 622.23   -1.0% 1.6% 6.0%

Nikkei 225 35 928.98 0.7% 1.5% 18.5%

Hang Seng 78 776.98 -0.9% -2.4% 4.9%
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