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Trade tensions, tariffs and

European volatility

As the discussions of trade wars and tariffs persisted throughout 2018 and into 2019, it may have
influenced a sense of uncertainty in the global financial and commodity markets as companies might
have to rethink their supply chains and manage potential disruptions and at least in the short-term
experience increased pricing if the firm is on the buy side or potentially lose market share if they are

on the sell side.

Uncertainty versus risk:

Increased uncertainty frequently equates to market nervous-
ness and increased volatility, potentially causing a reduction
in investment and spending. Uncertainty may occur when
markets or an economy are in a transition or future outcomes
are less known. First, let's define uncertainty and how it differs
from risk. As noted by Frank Knight (1921), risk entails a set
of known results and known probabilities. Uncertainty lacks
enough information to determine a known set of expected
outcomes and probabilities.” Economists sometimes know

it as “Knightian Uncertainty”.? Uncertain scenarios lend itself
to market and economic behavior when the participants have
less confidence in what the result will be or when it may
occur. 2018 was a year filled with global announcements
on trade and this article looks at the question, have global
trade tensions impacted European volatility as measured

by the VSTOXX® volatility index?

The VSTOXX® volatility index is a measurable instrument
of the European market's perspective of implied volatility.
The EURO STOXX 50° Index is the underlying market

for the VSTOXX® volatility index, as noted in “Utilizing
a European volatility Index for Pan-European volatility",

the index may be a proxy of volatility across many
European markets.

The VSTOXX® volatility index measures the implied volatility
30 day forward of EURO STOXX 50° index options and then

annualizes the volatility. The index tends to rally when equities
decline, also known as downside volatility. The EURO STOXX
50° Index represents the performance of the 50 “blue-chip”
stocks of up to 11 Eurozone countries3 Futures and options

are available for the VSTOXX® volatility index.

Figure 1: VSTOXX® Futures yearly volume and open interest as of March 2019

- Total volume YOY change Daily average volume Open interest

2019 2,395,281 -14.9%
2018 15,575,481 16.0%
2017 13,428,807 33.2%
2016 10,085,067 39.6%
2015 7,226,833 3.8%
2014 6,962,188 30.8%
2013 5,324,708 36.5%
2012 3,901,530 106.5%
2011 1,889,492 337.7%
2010 431,669 2,833.5%
2009 14,715 12.0%

57,031 208,270
61,563 185,382
52,662 255,706
39,242 290,901
28,452 108,132
27,519 173,986
21,046 184,900
15,300 224,061
7,352 68,088
1,686 58,700
58 1,304

Sources: Eurex Monthly Statistics January 2019, Eurex Monthly Statistics March 2019

1 Shore, M. (2008). Introduction of Risk Management. Octane Research Newsletter.
2 Ruffino, D. (2014). Some Implications of Knightian Uncertainty for Finance and Regulation. FEDS Notes. Board of Governors of the Federal Reserve System.
Retrieved from: https://www.federalreserve.gov/econresdata/notes/feds-notes/2014/some-implications-of-knightian-uncertainty-for-finance-and-regulation-

20140410.html
3 Source: www.stoxx.com, as of March 31, 2019.
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Figure 2: Descriptive statistics of VSTOXX® spot 2017, 2018, 2019

- Max VSTOXX® Min VSTOXX® Median VSTOXX® Average VSTOXX®

2017 25.5942 10.6783
2018 34.737 10.9024
2019 23.3924 12.9242

Europe experienced its share of volatility expansion in 2018
as displayed in Figure 2. lllustrated in “Is the recent low
European volatility an anomaly?"” the markets may have

returned to a more “normal” volatility regime following 2017.
For comparison, the spot VSTOXX® volatility index median
price from January 1999 to 31 December 2016 was 23.1.

However, trade wars are not the only issues troubling the
global markets in recent years. Other matters concerning
the markets include Brexit, European elections, fixed income
markets, and slowing global economic growth. The OECD
points out trade tensions as one of the headwinds of global
growth with a potential consequence of supply disruptions
fueling inflation.* These issues have overlapped each other
and possibly affected other extraneous economic factors.
For example, the trade issues may be producing increased
costs and reduction of sales for firms around the world.
The longer the trade tensions last, the more likely other
concerns are to occur. Trade disputes may be slowly creeping
in as a factor in global economics. One of the unforeseen
consequences of trade tensions includes Chinese firms seeking
operations in Mexico and U.S. imports from Mexico growing
by 10% in 2018, the largest in seven years.?

Trade background:

First, a little background of the E.U./U.S. trade relations.
The U.S. and the E.U. economies equate to about 50 percent
of global Gross Domestic Product and an estimated 33 per-
cent of world trade flows. It's not just trading, but also bilat-
eral investment related to growth and jobs for both parties.
An estimated 33 percent of E.U./U.S. trade derives from
intra-company transfers across the Atlantic® 2018 experienced
a 4.2 percent increase in imports to the E.U. from the U.S.
and an 8 percent increase in exports from the E.U. to the U.S.”

14.5444 14.7439
15.7985 15.849
14.7823 15.5314

Source: Bloomberg data. 2019 data from 2 January to 29 March.

The U.S. is the European Union's largest trading partner
at roughly 17.1 percent of the E.U.'s total trade and followed
closely by China with 15.4 percent in 2018. Unique to this
situation, the E.U. has the largest positive trade balance with
the U.S. relative to its other trading partners and the largest
negative trade balance with China relative to its trading
partners.® Therefore any trade tension between two of these
three trading partners is likely to impact all three.

The tension between the European Union's two largest
trading partners is apparently declining German auto exports
to China by 21 percent (annualized, as of Nov 2018).
Goldman Sachs estimated the exposure most European
countries have to the U.S. and China equates to 1 percent
to 2 percent of each country's GDP. Should the U.S. and
China resolve their trade issues, this could hurt the E.U.,
as the goods exported to China from the E.U. and the U.S.
have about a 0.6 correlation in similarity; therefore the E.U.
may lose market share in those goods? E.U. companies with
operations in the U.S. that export to China, such as Daimler
and BMW experienced profit declines due to the Chinese
tariffs on American-made autos. China’s increased purchases
of Brazilian soybeans increased the cost of soybeans, causing
Brazilian farmers to pay a higher price to purchase soybeans
for feed grain, causing another unforeseen consequence.®

The above illustrates a constant play on the substitution
effect as the trade wars may assist some industries and harm
others, but overall it may increase market and economic
uncertainty. As this trade war plays out in real time, there

is an abundance of game theory both nations and companies
may apply to try and formulate strategic or investment
decisions in anticipation of each other’s future actions similar
to playing chess on a global scale.

4 https://www.oecd.org/eco/outlook/General-assessment-of-the-macroeconomic-situation-november-2018-OECD-economic-outlook-chapter.pdf
5 https://www.bloomberg.com/news/articles/2019-03-27/who-is-winning-trump-s-trade-war-with-china-so-far-it-s-mexico

6 http://ec.europa.eu/trade/policy/countries-and-regions/countries/united-states/

7 https://webgate.ec.europa.eu/isdb_results/factsheets/country/details_usa_en.pdf

8 http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_122530.pdf

9 https://www.bloomberg.com/news/articles/2018-12-19/europe-has-little-to-gain-much-to-lose-in-u-s-china-trade-war
10 https://www.cnn.com/2019/02/05/business/us-china-trade-war-europe/index.html
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Figure 3: EURO STOXX 50° spot index and VSTOXX® spot index December 2016 to March 2019
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Measuring volatility and uncertainty:

In Figure 3, the negative correlation between VSTOXX® and
the EURO STOXX 50° index is illustrated with a long term
correlation of —0.71 (Jan 1999 to March 2019). The equity
market peaked in November 2017 (blue circle) while low
volatility was sustained for an extended period and followed
by a spike of volatility or as I refer to it as the “compressed
spring effect”, in late January and early February 2018.
Stocks declined the remainder of 2018 and bottomed

27 December 2018 while volatility simultaneously peaked
(green circle). This coincided with announcements of the
U.S. and China to hold trade talks.

On 22 January 2018, the announcement of the U.S. setting
tariffs on solar cells and some washing machines began

a string of announcements primarily between the U.S. and
China for the remainder of the year and early 2019."

 Dec 2017

Mar2018  1Jun2018  :Sep2018  :Dec2018

Source: Bloomberg data

For this study, the sample size was 144 announcements.
The statements may have increased or decreased negative
volatility depending on the announcement either increasing
trade tensions or seeking resolution.

Examining 2018 more in-depth, Figure 4 illustrates several
of the trade announcements and how it may have impacted
the European markets. Some of the announcements may
have affected the markets for several days. Others may have
been a quick result if any. Sometimes it was a series of reports
over several days as both parties quickly escalated their
commitment attempting to inflict increasing economic costs
on each other. The timeline should be considered a guide-
line of date ranges. Also if the information occurred after
the European markets closed, the impact might show up
in the next day's trading. Figure 5 lists a sample of the trade
announcements in 2018 & 2019.

11 https://www.cnbc.com/2019/03/01/the-timeline-of-trump-china-tariffs-and-trade-war.html



Figure 4: Spot of the EURO STOXX 50° index & VSTOXX® volatility index Dec 2017 to Mar 2019
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Figure 5: Highlights of the U.S. & China trade announcements

- 2018 Min VSTOXX® VSTOXX® EURO STOXX 50°

22 Jan U.S. announces first round of tariffs 0.97% 0.44%
2 5 Feb China investigates U.S. sorghum subsidy 7.38% -1.26%
3 2 Mar Tweet “trade wars are easy to win" 13.7% -2.19%
4 22 Mar U.S. proposed tariffs, looks at restricting investments from China 24.9% -1.55%
5 23 Mar U.S. complains about Chinese IP protection 13.61% -1.50%
6 3 April U.S. & China are not finding agreement in trade talks 7.09% -0.43%
7 15 June U.S. and China put tariffs on USD 50bn of each other's goods 6.01% -0.63%
8 11 July U.S. lists USD 200bn of Chinese items to tariff 12.33% -1.47%
9 31 July China & U.S. trying to restart talks -1.19% 0.38%
10 2 Aug U.S. considering tariffs at 25% from 10% 11.34% -1.14%
11 17 Sept U.S. puts 10% tariffs on USD 200bn. Rise to 25% in 2019 4.85% 0.04%
12 18 Sept China Tariffs USD 60bn of U.S. products -1.47% 0.37%
13 4 Oct VP Pence speech attacks China 9.71% -0.89%
14 1 Nov Trump and Xi phone call -6.45% 0.21%
15 11 Dec Vice Premier Liu & Treas Sec Mnuchin phone call -10.85% 1.27%
16 19 Dec Mid-level officials phone call -2.17% 0.37%
17 7Jan 2019  Trade talks begin again -1.62% -0.27%

Source: https://www.cnbc.com/2019/03/01/the-timeline-of-trump-china-tariffs-and-trade-war.html, https://www.bloomberg.com/news/articles/2019-01-
30/u-s-china-trade-war-timeline-what-s-happened-and-what-s-next



Figure 6: European Economic Policy Uncertainty Index
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In discussing economic uncertainty, Figure 6 is the European
Economic Policy Uncertainty index from January 2007 to
February 2019. The index is determined from textual analysis
of major newspapers in five countries (Germany, ltaly, UK,
France, and Spain). The methodology quantifies the number
of economic policy related articles each month. Since the
financial crisis, the index has trended higher. The blue circle
in 2016 represents the Brexit vote. The green circle shows
where the index bottomed in February 2018 and the recent
top in December 2018. The 2018 bottom and top coincide
with the start of trade tensions and when the U.S. and China
declared a truce to allow for trade talks. As the perspective
of uncertainty increases, that can translate into market
behavior or actions taken by market participants.

Summary:

In Summary, the ongoing announcements and news of trade

tensions appear to have introduced a new stream of uncer-

tainty into the European economies and markets resulting

in further market volatility. From this analysis, findings include:

Jan 13

EJan 14
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Source: http://www.policyuncertainty.com/

1) If trade tensions continue for an extended period of time,
it may sustain a heightened sense of uncertainty that has
gradually trended higher over the past decade.

2) The announcements and rhetoric in 2018 demonstrated
an escalation of commitment, as both participants
kept increasing the stakes, thus increasing the uncertainty
of the outcome, costs and consequences.

3) The E.U., China and the U.S. have strong trade relations.
However, there could be potential economic concerns
for the E.U. regardless if the U.S. and China resolve their
issues or not. The U.S. and E.U. compete in similar markets
in China. Some argue the markets could remain nervous
in the near term."2

4) There are several other non-trade, but interrelated factors
such as Brexit, central bank actions, and global economic
slowdown simultaneously occurring that confounds
the overall perspective of causation and correlation and
unknown consequences, that may lend to sustained
levels of uncertainty.

12 https://www.reuters.com/article/us-usa-china-talks-eu-analysis/trade-wars-were-next-european-investors-fear-idUSKCN1POOE3
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