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With markets rallying aggressively year-to-date and a multitude 

of conditional factors, such as investor sentiment, put/call ratios 

and liquidity measures, all returning to extremes (Chart 1), we are 

not surprised to see the -5% pullback in global markets on very 

stretched investor positioning. The question now is whether the 

decline is simply a healthy resetting of expectations or the first leg 

of a more ominous move to the downside.

To begin, we should note that despite the pullback some of our 

indicators remain positive. Notably, Central Banks are increasingly 

dovish and global manufacturing surveys are exhibiting signs of 

stabilization and recovery (Chart 2). In addition, the much-feared 

corporate earnings recession has so far not come to pass, with 

better-than-expected Q1’19 earnings seasons across the U.S., 

China and Europe.

With solid fundamental underpinnings, it’s tempting to dismiss the 

recent trade headlines as simply an excuse to take profits. While 

our base case for a fudge trade deal remains, we admit there are 

now greater tail risks that require more conservative positioning 

than what might otherwise have been the case.

We have discussed the potential implications of an escalated 

U.S.-China trade war in the past, but to review, the U.S. increase 

from a 10% to 25% tariff on $200B of Chinese imported goods will 

likely reduce Chinese growth estimates by around -80bps with the 

retaliatory tariffs on $60B shaving -20bps off U.S. expectations 

(Chart 3). Although there are undoubtedly second-order effects 

that are difficult to anticipate, this latest round of escalation is 

unlikely to derail the global economy (-30bps).

That being said, further escalation of tariffs applied across all 

Chinese imports, and the probable response, would likely lead 

to recession and a significant pullback in risk assets. Oxford 

Economics estimates we could see a growth impact of around 

-2.0% to 2020 global real GDP in a worst-case scenario. Investors 

are then left to speculate on the likelihood of deal or no deal with 

starkly opposing implications for portfolio positioning.

In favour of an agreement is that neither leader benefits from a 

slowdown in economic growth. For the U.S. Administration, the 

2020 campaign season is nearing and there is motivation to avoid 

recession both for historical reasons (no incumbent has won re- 

election during a recession since Calvin Coolidge in 1924) as well 

as economic (a critical pillar of Trump’s re-election platform).
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Chart 1 | Investor Sentiment - CBOE Put/Call Ratio (1y)

Chart 3 | Trade War Scenarios & GDP Growth

source: Bloomberg, Equium Capital
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Chart 2 | Developed Markets PMIs Bottoming? (2y)
source: Bloomberg, Equium Capital
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Chart 4 | China Current Account Balance % of GDP
source: Bloomberg, Morgan Stanley, Equium Capital

Chart 5 | Global Smartphone Market Share
source: TradeForce, Equium Capital

Table 1 | Investment Recommendation Snapshot
source: Equium Capital
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For China, authorities need to maintain growth in order to retain 

political support and avoid the “middle income” trap.  This is where 

developing economies have historically stalled in their transition 

from an exporter of cheap goods or commodities to higher value-

added activities and domestic consumption. In addition, China’s 

development goals will require global capital inflows to offset an 

expected current account deficit (Chart 4), which argues against 

actions that undermine its attractiveness for foreign investment.

Unfortunately, many other considerations seem to be aligning 

against compromise. For the U.S., Trump now sees his hardline 

with China as playing well to his base where his polling numbers 

have remained strong, even in those areas most affected by tariffs. 

Also, the push against technology transfers and the re-shoring of 

manufacturing jobs are long held goals espoused by the President 

and make capitulation in these areas politically challenging. 

However, a significant pullback in equity markets and an increased 

likelihood of a recession have provided policy pivots in the past and 

would likely force concessions from the U.S. Administration.

Compromise for China, however, will likely not come as easily. 

Acquiring advanced intellectual property and supporting state-

directed industrial policies are critical to meeting their 2025 

goals. Accordingly, domestic politics make caving on these issues 

extremely difficult. For great understanding, see “How Xi Jinping’s 

colleagues rejected an ‘unequal’ trade deal” Nikkei Asian Review, 

published May 16, 2019.

It appears the market does not fully recognize that it was the 

Chinese - not Trump - that made the conscious decision to derail 

the recent round of negotiations. Therefore, it will be the calculus 

on the Chinese side that will need to change if a deal is to be 

reached, barring a wholesale reversal of U.S. policy aims. The 

ratcheting up of tariff threats, blocking of technology transfers and 

mooted arms sales to Taiwan are only emboldening the hardliners 

within China and driving the two parties further apart. We view 

the black listing of Huawei, the world’s #2 smartphone maker 

(Chart 5), and the implications for its future as being severely 

underappreciated by investors.

It would seem that China has chosen to draw their redlines earlier 

than expected and officials are now betting the near-term pain 

of an economic slowdown is an acceptable price for holding out, 

especially if it means the end of the current U.S. Administration in 

2020. They are probably right.

As a result, we have exited holdings in Emerging Markets and 

reduced equity exposure to Neutral while adding to Global Staples 

leaving us in a holding pattern until the G20 in Osaka, Japan.
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