
 

 

Melbourne, 5 July 2018 
  
BEYOND THE NEWS 
 
Welcome to the newsletter of Scala Private Wealth called ‘Beyond the News’ where you will gain some 
insight into what is really behind the news that could impact your investments.   
 
As usual, you can get more up to date news in the blog linked to Scala Private website 
www.scalaprivate.com  
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Trump’s Tariff War 

 

The tariff wars are ramping up – at least this is what happens in the media for the benefit of the US 
voter in the all-important US Mid-term election to be held in November 2018. They have started for real 
Friday 6th July, but, for now, their impact on the GDP of both nations is really limited. 

These elections are important as, if the Republicans lose the US Congress there are two adverse 
consequences, at least: 

Firstly, the US President will become a “lame duck” President (so unable to pass any legislation) for the 
rest of the term and so most probably a one term very angry President. 

Secondly, President Trump will probably get impeached. 

The tariffs are what President Trump promised the American workers and it is what he delivers – he 
delivers exactly what its electorate wants (tariffs, no new wars, Middle East disengagement etc). 

The issue is that the masses usually are not aware of what it is good for them or the consequences of 
what they want. 

Taking a step back – President Trump did not start a trade war. He is the first US President that 
responds to a trade war started by China since 1990. 
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No President Clinton, Bush (Senior and Junior) or Obama ever dared to fight back China on its own 
terms. If President Trump will be able to negotiate a better deal (there is no win in trade wars) will have 
to be seen. But the media keeps underestimating him.  

Why I say that China started the trade wars? In economics, a competitive exporter state sells more 
items to the less competitive state. During this process the exporter state currency appreciates, and the 
balance of trade rebalances. China, by purchasing US Treasuries, denied this natural process, constantly 
weakening (or not letting appreciate) the Yuan – practically exporting wealth from the US (and the 
world) middle class to its own middle class. 

Up until now there have been just words, but now starts the pain. And while in the US and especially in 
Europe you can see the consequences filtering though – China is far from immune. It is starting to feel 
the pain, but it has more resilience as it is not a democracy. 

From the stock market alone, China will suffer more – US exports are 12% of GDP while China exports 
are 20% of GDP. For the US USD168bn were exported to China and USD478bn were imported (Font US 
Government).  

Its stock market entered a bear market, the Yuan is depreciating, the bond market defaults are already 
¾ of the previous top in 2016 and its exports to the US are increasing by 5.4% in this semester (2017 
the growth was 19%). We are far from crisis levels, but the pain is starting. 

This is a negotiating tactic, but one first must feel the pain. In an all-out tariff trade war, no one wins. 

Even if we do not like it, a negotiation is a must. China just launched its “China 2025” vision. China 
2025 vision is squarely aimed at industry in the IT space. If China goes unchallenged the entire US, and 
Western, supremacy will be at stake and most of the IT industries in the West risk to be wiped out as 
many industries before as no one can compete with companies supported by the state with any mean*. 

I do not think there will be an all-out war, but the world and the market need to be scared for the 
negotiating tactic to work. As of now there is not enough weakness. 

 

*For example, Huaweii, one of the companies chosen to build Australia’s 5G network, has been found to 
have support from the Chinese Secret Service. 

 

USA 

President Trump is fully engaged in his tariff war against everybody. Especially against his allies (or 
minions?) he is a bully (bullies are always bullies against perceived weaklings) and it shows. Especially 
Germany is his favourite target. President Trump met Kim Yon Un and the negotiation just started. The 
media was naturally against (if it was President Obama he would be already hailed the best President 
ever). The issue is that such a meeting (after over 70 years of “technically at war” situation) just give the 
possibility to the negotiators to start their work.  

Nothing is finished, as US satellites picked up expansion works in some of the major North Korea missile 

building bases and North Korea restarted being more assertive again. “Casually” it started just when the 
US imposed the Chinese tariffs. 

President Trump started facing some serious tariff trade blow back from US businesses. 

The saga of the illegal immigrant and child separation is terrible. But even the Times got caught producing  
fake news (the cover shot with a child crying in front of Trump was taken from an unrelated child tantrum). 
But I guess that no one knew that a very similar policy got introduced by President Obama in 2014. 
President Obama got stopped by a Court order (a big difference is that, under President Obama, children 
separation was not mandated). Practically President Trump wants to do what President Obama wanted, 
but got stopped.  

President Trump is now heading to Europe for an all-important NATO summit in which he is harshly 
criticizing NATO members (especially Germany) not to contribute enough. While it is correct, NATO is an 
organization that contributes to the might of the American empire. President Trump behaviour could 
backfire. 

 



 

While the economy is still powering ahead, some trade fall out starts to appear in the economic data. 
The market forgot about the inflation issue that started the correction. Be mindful that the threat has 
not gone away. We are simply in the typical North Hemisphere summer lull.  

 

Europe 

Europe is back to be the weakling of the world.  

It is more on the target list of President Trump than China itself.  

Europe has to have its own policies and not be the US servant if the Europe idea is here to stay.  China 
has approached Germany from a common front against the US tariffs, but, surprisingly, Germany 
refused. The European Crisis will return in full and finish the European Union for real – if a few issues 
are not solved. 

Germany has weakened both from President Trump and the weak German coalition. Chancellor Merkel’s 
government was close to failure just a week ago on immigration issues. 

In France, President Macron is at the lowest rating ever. He has been called the President of the Rich as 
many of his policies are aimed at decreasing the negotiating power of the unions. President Macron 
targeted the new immigration policy of Italy and entered into a serious spat. I am partial to Italy, but it 
is quite renowned the hard stance of France against illegal immigration. I think it is more a distraction 
move. Also, Spain had its political problems with a new government. 

The new Italian PM is now becoming almost a superstar (most followed twitter account in Europe). His 
hard stance against immigration is winning votes from his allies and enemies. In the regional election 
the PD (left party), dominant political force from the end of the Second World War, has been 
annihilated. Apart the populism, it helps that a lot of collusion cases between NGOs and illegal 
immigrants’ mafia are appearing.  

There are police reports of an NGO stopping the Libyan coast guard rescuing migrants (an Italian police 
undercover operation found out that NGO sailors are getting paid a bonus of 80 Euro per migrant). 
Again, the images of the two children dead carried on the beach was fake news (unfortunately the 
children are dead for real). 

News is coming out daily on how the PD was trying to increase the migration flows into Italy for its own 
purposes. Economic migration (over 70% of all migrants) is a problem that must be faced globally. Just 
now, in Libya, there are over 50,000 migrants ready to make the journey to Europe. 

The migration saga will continue to bog Europe as the new migration agreement is doomed from the 
start, as it looks clearly unacceptable both from Austria and Italy. 

The powers beyond the democracy façade in the UK are slowly dismantling the Brexit referendum. 
Again it shows that, even in the UK, democracy works only if it suits the elites. 

Middle East 

 

The situation has not changed. While Israel and Iran are squaring off – in both countries there are doves 
and hawks. It is all about positioning. 
 
It seems there has been an understanding between Iran and Israel and Iranian forces are not supporting 
the Syrian Army in operations close to the Israeli border. 
 
Iranian IRCG (Islamic Revolutionary Army Corp) threatened to close the all important (1/3 of all sea-borne 
oil) Strait of Hormuz if the US follows through with the new sanctions.  
 
PM Erdogan naturally won the “fake” election. The Turkish economy is spiralling out of control with 
ramping inflation and collapsing Turkish Lira. More economists are talking of a potential IMF bailout. 
 
The Saudis seems to have doubts on their maxi IPO of ARAMCO (the Saudi’s oil reserves). As Saudis have 
quite a lot of control on the oil price this is a development to watch. 
 

 
 



 

 
Asia 
 
China’s economy is starting to suffer from the economic tariffs and the decision to start to tame the 
ballooning debt problem. 
 
The lack of democracy allows China to hide it better, but numerous indicators show the truth. It is 
retaliating, but the imports from the US are just over USD115 billion (while the US imports are close to 
USD500 billion). The Yuan, the hidden part of the tariff wars, lost over 6% from April (of which 4% in 
June) against the USD. The GDP growth is falling to 6.6%pa. 
 
As usual, the Chinese authorities are starting to think to reverse the credit tightening, but the continuous 
postponing (since 2014) of the debt tightening will create the basis of the doom of China. The day of 

reckoning is far (probably 2025-2030), but it will come. 
 
If you are not scared enough by China, the first glimpse of a total control society like in the sci-fi movies, 
but now real. This is AI applied to mass surveillance. 
 

 
New York Times – from videos from cameras and police glasses in Beijing 

 
Australia 
 
Australia GDP, second quarter, has beaten estimates. The issue is that it was completely driven by miners 
and LNG exports (finally the LNG field are starting to come on line - especially Japan). 
 
The Australian market was very good this month and it is quite a stark contrast with the economy.  
 
Real estate for Sydney and Melbourne accumulated losses (now the losses are the same as the real estate 
market had in 2008). They are still to go down as the economy is not improving and banks are tightening 
lending and increasing interest as the differential between Australian interest rates and the US one is 
increasing. This is a stronger headwind than people would expect. Australians kept on spending even if 
real wages were not growing due to the growing value of house prices that fuelled the consumer optimism. 
The stop of the house price rise will provoke a sharp stop to the rest of the economy as consumer 
spending accounts for 65% of Australian GDP. 

 



 

I would not be surprised if, contrary to everyone, we will have an interest rate cut in November 2018 as 
the banks will try to push out of cycle rate increases. 
 
The rise of the Australian stock market is mainly due to the large Asia-Pacific equity funds reallocating 
from the more China-exposed markets (Hong Kong and Singapore) to Australia. 
 
The Australian Dollar is under pressure and looking to reach the lower level of the “traditional band” 72 
cents to 82 cents and possibly pointing at 70 cents. Still, until this band is broken – it is a no-news news. 
 
Around the Globe 
 
In Mexico another populist Prime Minister won the elections. Again, the people are starting to fight back 
against the elite driven democracy. 

 
Russia, with Norway, were one of the best stock markets fuelled by oil listed companies in the 6 months 
to June 2018. 
 
Markets – where we are now 
 
The market has two distinct takes. The US and global markets started weakening from the second week 
of June as the tariff wars started to look more real. The Australian market instead improved as, as 
commented previously, large international funds took positions in Australia leaving Hong Kong and 
Singapore. 
 
Still gains came from very precise positioning within the ASX200 - the rising mid cap, offshore exporters, 
mining, healthcare and energy. 
 
US companies will start their earning season data release and should be positive for the market. But by 

September/October the inflation issue will restart to be the old-new market worry. 
 
Gold weakened due to the strong dollar and oil stayed strong on OPEC disagreements – but watch out 
for the spat President Trump-Saudis. 
 
The most important thing to watch is the curve yield inversion in the US Treasury market (short term 
interest higher than long term interest in the USA). It is the only 100% predictable recession indicator 
(yes it did invert in late 2006, before the GFC). Now the curve is flat and could invert by year end. It 
indicates that this bull market could finish in late 2019. 
 
 
Our Key Investment Changes – Why? 
 
The June market weakness should be temporary and be exhausted soon. The tariff wars have started to 
take their toll and they need to scare the markets to be solved.  

 
Still the solution will not be immediate, and presumably trade tensions will go on until November (US 
Congress election). 
 
Still the economy (US) is solid and there is no sign of incumbent risk. Even if the performance suffers a 
bit, it gives a good occasion to prepare for the second half of the year and we are selecting some new 
positions. 
 
Next Australian election 
 
Do not be afraid of Labor and Bill Shorten – but prepare yourself. 
 

1. Franking Credits 
 
We all love franking credits. Well, in reality an important person does not like them – Bill Shorten, leader 
of the opposition. He wants to stop the cash refunds due to franking credits 
 



 

His latest take on the matter (23 March) is that pensioners and part pensioners (including SMSF with at 
least one member in retirement as of 28 March 2018) will be still receiving cash back. It does not apply 
if you have an SMSF and you are not yet in pension (circa 187,000 SMSF on 200,000). 
 
Next year’s election is closing in and the chance of having him and Labor at the helm of the nation is at 
least 50% - and current IPSOS polls point to a Labor victory. 
 
The market will react much before the election and there will be a lot of volatility around shares with high 
franking credits. You need to prepare your portfolio from now – as the market will react faster than you. 
 

2. Real Estate 
 
Again, Bill Shorten wants to decrease by half (25% vs 50%) the CGT discount on investment properties 

and abolish negative gearing on all investment properties (apart new dwellings) bought after 1 July 2017. 
 
There are no data about which properties have been bought after 1 July 2017, but the investment property 
market is approximately 35% and such a change of taxation will affect the value of every house. 
 
Adding to this, a lot of interest-only loans, in the next 5 years will become interest and capital – adding 
to costs. In 2017, 40% of all property loans were interest-only. 
 
Preparation is essential. 
 
The Return of the Active Manager 
 
Active managers underperformed the Exchange Traded Fund (passive-index tracking) for 6 of the last 7 
years.  
 

As this graph from Goldman Sachs shows, it has not always been the norm. 
 

 
Practically every time the interest rates were low and going lower, ETFs outperformed the active funds 
as low interest rate suppressed volatility. 
 
As you see the serious underperformance of the active managers started with the 2008 Quantitative 
Easing that brought us lower rates. 
 



 

 
So, as the Fed is rising interest and history often repeats, the next years will see an active manager 
overperformance. 
 
Curiosity 
 
The days are getting longer. Earth rotation is always slowing down due to the influence of moon gravity, 
movement in the molten core and other factors. It is an almost imperceptible move over a century.  
Scientists calculated that 1.4 billion years ago an earth day was just 18 hours. 
 
AND FOR SOME FUN…. 
                                                                                                                                                       
..and finally….the joke (or not?) of the month! 
 
Market and economic statistics are like bikinis. What they reveal is interesting, but what they hide is even 
more interesting!! 
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