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Summary 

 President Trump said the US will add a 10% tariff on all remaining Chinese goods imports on September 1, with additional action 
dependent on trade negotiations.  The pending tariffs now include popular consumer products, many made by market-sensitive, 
US-domiciled firms.  Like prior escalations, China has said it would retaliate with steps not yet revealed. (These are likely to be 
non-tariff measures). 

 The US move follows a predictable pattern of raising pressure ahead of negotiations.  The US announced 25% tariffs on $200 
billion in Chinese goods on May 3, similarly ahead of US/China negotiations roughly a month later.  US and global shares fell 5%-
6% in the month that followed before recovering. (With nothing achieved to date, the tariffs paid by US importers of Chinese 
goods have only risen.) 

 Markets have focused on the “trade war” intermittently since early 2018, with investors comforted of late by a de-escalation with 
Mexico, continued discussions with China, and the Fed’s “about face turn,” easing of US monetary policy. 

 We believe trade confrontation will be a regular feature of the global backdrop, possibly for years to come.  (A US trade battle with 
Europe seems highly likely at some point). The scale of new pending tariffs - $30 billion annualized - is small relative to US GDP, 
but quite significant for impacted firms’ profits, particularly if supply chains are disrupted 

 The Fed said it is a “taker” of trade policy and therefore merely reactive.  Fed easing, all else constant, will marginally strengthen 
the US demand outlook which remains strong.  However, the Fed can’t offset trade shocks which have been the catalyst for a 
global manufacturing slump. Such slumps spill over to other areas more broadly in a significant share of cases. 

 Comment: We remain balanced across all asset classes and regions in our asset allocation, purposely erring on the cautious 

side, with an overweight to US high quality fixed income and a 2% underweight to global equities.  Markets may overshoot as 
uncertainty rises.  Unintended consequences of trade disputes may be significant.  However, the slow moving “trade war” is not 
by itself decisive to world growth. Easing central bank policy is neither omnipotent nor immaterial. 

 Despite yield declines, high quality, longer-duration US dollar-denominated bonds are serving their purpose in dampening 
portfolio volatility.  We remain overweight US bonds across the yield curve. We keep a heavy overweight in short-duration US 
bonds as an alternative to both cash and negative yields in many other developed markets. 

 While global equities markets have seen substantial gains in the year-to-date, dividend yields alone still show strong relative value 
vs many global bonds. Absolute returns in equities over the past 12 months have merely been moderate.  Continued economic 
expansion would likely see broad equity markets rebound from trade fears. 

 We believe a focus on high quality income producing assets in both equities and bonds is the best approach to navigating the 
“dueling” policy backdrop of trade friction and easing central banks. 
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Trade War Sobers Markets – This is Why the Fed is Easing 

It has been a case of “out of sight, out of mind” for financial markets as US/China trade negotiations haven’t dominated 
headlines since May.  Then, US President Trump said negotiations were proceeding too slowly. Ahead of meetings a 
month later, he added a 25% tariff on $200 billion of Chinese goods imports.  In that light, the added tariffs announced 
yesterday on now all Chinese imports seem predictable.  The step was part of our base case outlook heading into the 
last round of US/China talks, and were merely delayed.  

But as we discussed Wednesday, markets turned their attention to the favorable change in the monetary policy outlook 
over the past two months.  Having “two balls in the air” – trade and monetary policy – may have seemed too difficult to 
juggle. 

As Fed Chair Powell and ECB President Draghi have noted, a material deterioration in international trade is sinking 
manufacturing activity (see figure 1).  This is their reason for easing monetary policy.  Investors cannot focus solely on 
the medicine without taking note of the disease.   

In this light, the bullish focus on easy money, unconditionally, has left markets vulnerable.  We don’t, however, see the 
current equity market setting as one of truly severe overconfidence and vulnerability (see figure 2).  And similarly, we 
don’t believe trade friction must steal attention from every other factor investors must consider. 

 

Figure 1: Global Manufacturing Purchasing Managers 
Index, World EPS Growth and Consensus Estimates 

Figure 2: Investor Net Bullish Sentiment and S&P 
500 

 

 

Source: Factset and Haver Analytics as of August 2, 2019. 

Note: “AAII” = American Association of Individual Investors 
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. 

 

Trade War…Lest We Forget 

Manufacturing and trade are not the largest shares of global business activity.  They are, however, among the most 
cyclical and impactful to corporate profits (see figure 3).  As we have long argued, markets could underestimate the 
unintended consequences of trade friction.  The latest tariffs, if imposed and potentially escalated, will have an impact on 
US retailers and US technology products unless special exemptions are carved out. US brands in China have large 
revenue shares earned locally (see figure 4).  

Global firms with exposure to China – such as US semiconductors – have seen shares generally rally back since the 
May trade swoon.  These are vulnerable today (see figure 5). China has shown some measure of success in stimulating 
economic growth recently, with retail sales accelerating to a 9.8% year/year pace in June.  It is likely to take measured 
additional steps to offset the US trade escalation.  As noted in Quadrant, the Fed’s easing steps actually help China 
accomplish this amid reduced concerns for capital outflows.  Nonetheless, increased trade friction will spill over to some 
local and international businesses in China.  

 

 

https://www.privatebank.citibank.com/ivc/docs/quadrant/strategyBulletin_07312019.pdf
https://www.privatebank.citibank.com/ivc/docs/quadrant/CPB_Quadrant_071919.pdf


 

 

Figure 3: S&P 500 EPS and Gross Trade Y/Y% Figure 4: S&P Sector Revenues from China (Shares 
of total % 2018) 

 

 

Source: Factset and Haver Analytics as of August 2, 2019. 

Figure 5: Global Firms with Large China Business 
Share Price Relative Performance 

Figure 6: US 1-year Treasury yield vs G7 (ex-US) 10-
year yield 

 

 

Source: Factset and Haver Analytics as of August 2, 2019. 
Indices are unmanaged. An investor cannot invest directly in an index. They are shown for illustrative purposes only and do not represent the 
performance of any specific investment. Past performance is no guarantee of future results. Real results may vary. 

How Large a Rate Cut Do I Get For a 10% Tariff? 

In early 2016, a global manufacturing contraction similar in scope to the current one – along with a petroleum swoon and 
other factors – caused a notable correction in world financial markets.  At the time, the Fed was merely beginning a 
tightening campaign.  At the start of new easing steps now, financial markets appear far more comfortable that central 
banks can “accommodate away” any trade shocks.  The Fed does not, however, dominate or control the US economy. It 
certainly can’t make every business whole.  

With 8 rate cuts between the current US policy rate and zero, however, the Fed does have room to move significantly 
(see figure 6).  As Fed Chairman Powell noted Wednesday, the US central bank is merely reacting to trade 
developments over which it is not “in charge.”  Central bankers are highly unlikely to assume trade outcomes between 
the US, China and others.  A slow, reactive move lower in US monetary policy still leaves an ample yield premium for US 
dollar fixed income, and a ballast for portfolio volatility. 

We see trade friction as a likely lasting feature of the outlook, through end 2020 or much longer. We also see underlying 
strength and optimism in equity markets.  US EPS are likely to eke out a new all-time high this year despite the trade 
impact.  If a severe trade war is avoided, 2020 would be poised for another record.  EPS gains broadly across the world 
and a nearly 3% average dividend yield globally, remain appealing investments in firms with higher quality balance 
sheets. 

With low inflation and easing central banks, the coming year could see relief from trade fears just as we’ve seen twice 
before since 2018.  Still, we err on the side of caution with our asset allocation for now. Markets could fear that trade will 
be far weaker before it is “fair.” 
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