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May Rundown: 

In May markets were governed by news flows surrounding 
US and China trade negotiations.  It was believed the 
framework for a new deal between the two countries was 
nearly complete.  However, it became apparent that was 
not the case by mid-May.  Markets dislike uncertainty and 
in response global equity markets declined.  As countries, 
the US and China represent the two largest economies in 
the world.  An escalating conflict between the two could lead to a global slowdown.  Investors 
sought refuge in the safety of treasury bonds, pushing up prices for these securities.  As a result, 
treasury bond yields plummeted (yield represents the annual income paid by a bond divided by the 
bond’s value, this is commonly quoted as a percentage) to levels we have not seen since late 2017.  
It is also worth noting that the yield curve “inverted” for the second time this year, meaning 3-
month treasury bonds pay a higher yield than 10-year treasury bonds.  This inversion is unusual as 
long-term bonds typically have higher yields than short term bonds.  Historically this has been an 
ominous sign, often preceding a recession.   It is certainly not all bad news out there.  In the US the 
unemployment rate is historically low, GDP growth is robust, and quarterly corporate earnings 
surprised to the upside.  Could this trade war derail the market gravy train?    

What is a Trade War? 

Basically, when one country thinks another country’s trade practices are unfair they may take 
actions designed to level the playing field.  Here are some important terms to understand: 

 Trade Deficit/Surplus: The difference between how much one country buys from another 
country.  If one country buys more than another country buys from them, there is a deficit.  If 
the opposite is true, there is a surplus. 

 Tariff:  Duties or taxes imposed by a government on imports or exports.  Tariffs are typically 
instituted to encourage or safeguard domestic industries.  In theory, taxing items coming into 
the country means people may be less likely to buy them due to higher costs. 

 Trade Protectionism:  Economic policies such as 
tariffs are used to shield domestic businesses 
and workers from foreign competitors. 

 Joint Ventures:  China’s strict commercial laws 
may require corporations outside of China 
wishing to do business there to partner with a 
Chinese entity by forming a “joint venture”. 

 Forced Technology Transfers:  According to the 
office of the United States Trade Representative 
(USTR), China’s foreign ownership restrictions, 
such as those for joint ventures, and various 
administrative review and licensing processes, 
require or push for technology transfer from US 
companies to Chinese counterparts. 

Trade Protectionism Graphic.  Source:  
www.thebalance.com 
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Why a Trade War Now? 

Over the last 30 years, the US trade deficit with China 
has consistently expanded.  The US imported a record 
$539.5 billion in goods from China in 2018, but 
shipped $120.3 billion in goods to China over the 
same timeframe, falling from $130 billion in 2017 
largely due to a decline in US soy and corn exports. 

In 2016, then presidential candidates Donald Trump 
and Bernie Sanders insisted China and other 
countries were unfairly taking US manufacturing jobs 
and moving them abroad.  Trump said that if he were 
elected president, he would withdraw from the 
existing trade deal with China and renegotiate.  He 
believed the expanding trade deficit with China to be 
unacceptable.  Once elected president, he withdrew 
from the previously negotiated trade deal, the Trans 
Pacific Partnership aka “TPP” in his first full working 
day in office.  In 2017, the president formally launched an investigation into Chinese forced technology 
transfers and potential cyber hacking issues.  Tariffs were imposed on certain Chinese imports to 
mitigate the ballooning trade deficit and protect US businesses.  Perhaps the president was emboldened 
by the current strength of the US economy and the country’s ability to withstand a potential slowdown 
in trade relatively better than China.  While hopes for a swift resolution to the trade war were dashed 
last month, negotiations are still ongoing.  What happens next is difficult to say.  In general, because 
markets dislike uncertainty, a drawn-out trade war would not be good for markets.  However, should 
things get resolved unexpectedly there could be a surprise to the upside.  Ideally, a new trade 
agreement would pave the way for expanding economic growth for both countries and the rest of the 
world. 

Investment Implications: 

Thus far during the trade war, US equity markets have 
held up much better than Chinese equity markets.  
Generally, we agree with Goldman Sachs Analyst David 
Kostin, who recommends investors favor service-
oriented businesses over companies that produce 
goods.  Service oriented companies tend to have less 
foreign input costs that may be subjected to tariffs.  
They also may be less exposed to trade retaliation 
given they have less non-US sales exposure vs. goods 
companies.  Investors should maintain diversified 
portfolio allocations.  Now is a time that companies 
with strong balance sheets may be able exploit 
opportunities better than overleveraged competitors.  

A timeline of the US & Chinese trade 
deficit.  Source:  BBC 
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