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Summary 

 China overnight allowed the yuan to weaken more than 1.5%, the largest one-day move since August 2015.  Press 
reports also said China has asked state-owned companies to suspend imports of US agricultural products in a 
politically sensitive move. (Beyond the press reports, this hasn’t been formally verified with an announcement from 
China).   

 These actions and perhaps others to come reflect retaliation China had promised for the increased US tariffs 
announced last week  (The US tariffs at some level cover all Chinese goods exports to the US from September 1 on 
Please see our Friday bulletin for full discussion.)   

 China appears to be signaling that its exchange rate can be a primary tool of retaliation.  US tariff collections now 
amount to 12% of China’s exports to the US, excluding those just announced. The CNY, which is more stable and 
managed than most other EM currencies, has fallen about 12% since US tariffs on China have been imposed in 
2018 thus far (see figure 1 and today’s Asia Strategist). 
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Figure 1: Exchange rate depreciation has virtually offset all of the effect of 

tariffs on Chinese exports 

 

Source: Bloomberg, Reuters, as of 5 August 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. All forecasts are expressions of opinion and are 
subject to change without notice and are not intended to be a guarantee of future events. 

 

 Neither China nor the US want to expend scarce resources pushing up the value of China’s currency.  US Tariffs are 
arguably one form or remedy for “currency manipulation,” and China already faces these. 

 The drop in the CNY appears reminiscent of a weakening in August 2015 that saw US and global equities fall about 
12% over the course of two weeks.  The CNY had fallen a mere 3.5% during the period. Global investors then 
worried about economic fragilities far wider than the currency move alone implied (see figures 2-3).  

 Figure 2: Global Equities Tracked CNY in 2015  Figure 3: But have more limited relationship longer 

term 

 

 

Source: Factset, Haver Analytics as of August 5, 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. 

 

 Comment: The broader global economic backdrop is somewhat stronger now than in the mid 2015-early 2016 

period in our view.  That period also included a severe commodity price drop and negative consequences for 
petroleum debtors which dragged into 2016.  The Fed was beginning a tightening cycle while it is now 
easing.  China’s equity market was in the early stages of unwinding the 2015 bubble, which saw the CSI300 rise 



 

 

150% in the year through June 2015 on booming investor leverage.  In essence, China couldn’t control domestic 
capital outflows during the 2015-2016 period.  It’s foreign reserves fell $513 billion in 2015 alone as it resisted 
depreciation,.  

 Today, the political elements of the depreciation are far more concerning than the economic setting. The 
depreciation reflects the trade war escalation which was absent as a driver in 2015.  Investors today seem far more 
prepared for negative outcomes with Chinese share valuations 1/3rd lower and Chinese “economic policy traction” 
appearing stronger.  The key question is, how far are US and Chinese authorities willing to escalate the current 
dispute? 

 We continue to believe the corporate earnings outlook will be decisive for global equities (see figures 4-5).  In 
2015/2016, share price declines measured at a daily and intraday basis far exceeded the actual deterioration in 
profits, which was centered in the energy sector (crude oil fell from over $100 per barrel in late 2014 to below $30 in 
early 2016, dragging down related profits).   This set the stage for a strong equity market recovery, even while the 
Fed continued tightening. 

 Today, we worry that investors have “looked past” economic weakness, focusing on the Fed’s medicine, when future 
fundamentals are most important (see figure 6). 

 Figure 4: World Equities (leading 6-months) and EPS 

Y/Y% 
 Figure 5: World Manufacturing Purchasing Managers 

Composite, EPS and Consensus Estimates  

 

 

Source: Factset, Haver Analytics as of August 5, 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. 

Figure 6: S&P 500 and ISM Manufacturing Activity 

 

Source: Bloomberg, Reuters, as of 5 August 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. All forecasts are expressions of opinion and are subject to 
change without notice and are not intended to be a guarantee of future events. 

 



 

 

Our Strategy  
 

 Equity valuations are falling while high quality bond valuations are rising.  At some point this will argue for 
altering our underweight equity exposure and overweight to bonds.  It appears too soon to do this now as trade 
war risks revive (see recent bulletin).  However, if the economic expansion can remain intact, even at a slower pace, 
we would not wait for the next recession if share prices do overshoot to the downside..  

 In fixed income we remain constructive in investment grade USD debt as central bank easing and risk aversion 
benefits the broad asset class. Concerns for the growth outlook are taking a toll on inflation expectations. The drop in 
crude oil since April would alone save US consumers $50 billion annualized, if sustained over the coming year.  This 
more than offsets any tariff costs not absorbed in corporate profit margins.  Importantly, this suggest “no net impact” 
from tariffs on headline US inflation. Despite this, we see somewhat greater opportunities in traditional safe havens 
like gold, as we’ve outlined in Quadrant. 
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