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 A number of clients have called recently regarding the ongoing threat of tariffs and trade wars. 

The first distinction to make is the difference between NAFTA/Europe and China. The current 

administration’s criticism of NAFTA (trade with Canada and Mexico) as well as gripes with Europe 

are largely political theater that reflect promises made during the last presidential election. Confirming 

this view, the recent trade deals with Mexico and Canada included only minor updates to the current 

status quo. The dispute with China is a completely different matter. China is racing to acquire world 

class technology and shift their economy to higher value goods to avoid stagnation. Western countries 

and companies must protect their technology, making compromise difficult to achieve. We expect 

these trade tensions to linger for the foreseeable future, but they are unlikely to trigger a major negative 

economic impact in the short-term. For the next 6-12 months, central bank policy remains the most 

important factor for investors.  

 

 U.S. frustration with China’s trade policies has been building for many years. China hides 

behind their “developing economy” designation to manipulate trade in their favor through a multitude 

of different avenues. For instance, China’s lack of environmental regulations or enforcement have 

allowed them to take over entire industries, such as the refining of rare earth metals. Besides lackluster 

environmental regulations, China enforces few labor laws, hugely subsidizes the cost of shipping, 

prohibits foreign ownership in certain industries, provides below market energy, and funnels 

extremely cheap debt to politically connected companies (among many other policies). Providing very 

easy financing may be the most powerful lever the Chinese have wielded to promote their businesses. 

Unfortunately for them, this policy is also reducing their bargaining power in any trade war.  

 

 While all of these manipulations are irritating to China’s trade partners, they are not unique in 

a developing economy. What has become unacceptable is China’s brazen theft of intellectual property 

from leading western companies. China’s central government encourages and facilitates the 

acquisition of critical foreign technology by any means necessary. Western firms are confronting 

regulatory harassment, cyber-attacks, and traditional state espionage if they happen to operate in a 

favored field. This warrants a more forceful response from western powers.  

 

 Although the current administration’s use of tariffs as a negotiating tool is debatable, a trade 

dispute with China was quickly becoming unavoidable. China is battling to capture higher tech 

industries before the large imbalances created by their trade manipulations painfully reverse. China’s 

population is demanding cleaner air and better working conditions while the financial subsidies are 

becoming too costly to continue. In fact, China has begun these trade negotiations from a position of 

weakness due to their credit bubble that has been building for twenty years. Just within the past few 

months, China has injected different forms of financial stimulus into their markets to provide stability. 

Although confronting China today would seem opportunistic, it also increases the likelihood of a more 

extreme outcome. Chinese leadership is highly sensitive to optics and cannot show weakness to a 

foreign power as they try to suppress dissent within their population. Given Trump’s negotiating 

tactics and China’s current condition, the tit-for-tat tariff battle has the potential to escalate.  
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 We believe the U.S./China trade dispute will drag on for the foreseeable future. In the short-

term, both parties will be careful not to “shoot themselves in the foot” and economic growth is unlikely 

to be noticeably impacted. If the trade dispute escalates over the medium-to-long-term, corporate 

confidence will erode as CEOs consider the possibility of restructuring their extensive supply chains 

or exiting the Chinese market entirely.   

 

 While the media focuses on the trade war, the more important factor for investors continues to 

be the Federal Reserve tightening financial conditions as well as signals from both the European and 

Japanese central banks they may do the same. Over the past 18 months, the U.S. Federal Reserve has 

slowly begun reversing the massive stimulus programs enacted following the banking crisis. As we 

discussed in our last strategy, these actions are being reflected dramatically in emerging markets where 

borrowing rates for the weakest debtors such as Turkey, Argentina, Brazil, and South Africa have 

jumped sharply higher. This is quickly leading to economic slowdowns in these countries along with 

rapidly depreciating currencies. More recently, there are signs this weakness is spreading into Europe. 

Since the start of the year, economic growth projections and manufacturing activity statistics in Europe 

have noticeably decelerated. This is not surprising because the European economy is far more 

dependent on exports to the emerging markets compared to the U.S. In addition, Europe was already 

more vulnerable due to weaker economic growth and a banking system that was never fully repaired 

following the financial crisis.  

 

 U.S. financial conditions have continued to ease despite the Federal Reserve raising interest 

rates and reducing their balance sheet. While this seems counter-intuitive, it is not unusual because 

lending standards often loosen as the last recession becomes more distant and complacency takes over. 

Additionally, the U.S. financial system is receiving extra fuel from investment dollars flowing back 

to the U.S., reduced banking regulation, a large tax cut, and the repatriation holiday given to 

corporations that have allowed them to bring back their cash from overseas. As a result, the U.S. 

economy is currently booming and job growth has remained strong. This is encouraging many 

investors to become more aggressive, whether they realize it or not. Even for investors passively 

holding corporate bond funds, the bonds being issued today are much lower quality than bonds 

purchased five years ago. Investors are taking on more risk for the same (or lower) return.  

 

 The following chart compares the S&P 500 Index (U.S. stock market) to the MSCI World ex-

U.S. Index (everyone else) over the past two years. As you can see, both markets performed very well 

in 2017 as the global economy strengthened. In 2018, there has been a major divergence as the U.S. 

market continued upward while non-U.S. markets languished. We believe the separation is a good 

reflection of the financial conditions in these markets. Keep in mind that both the tax cut and the 

Federal Reserve’s tightening programs went into effect at the end of 2017.   
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The current conditions are likely to persist for the immediate future. During the Fed’s meeting 

last week, Chairman Jay Powell made it clear they intend to consistently raise interest rates through 

next year while the balance sheet reduction program is already set on autopilot. Powell also asserted 

that issues arising overseas are not their concern except for a major crisis. As mentioned, there are 

forces in the U.S. counteracting the Fed’s actions thus far. Therefore, strong growth will continue until 

financial conditions tighten within U.S. borders. What triggers a financial contraction is anyone’s 

guess. The Fed may march onward until something breaks, or an exogenous shock dampens the 

investor appetite for risk taking.  

 

 We continue to emphasize now is the time to be reducing risk. As noted above, most investors 

are unknowingly increasing their risk as credit standards deteriorate and stock valuations become more 

stretched. Wall Street is once again recommending a rush into emerging market stocks given the 

perception of cheaper valuations. Although these markets may bounce sharply, we would not 

recommend this shift for a multitude of reasons. Within the U.S. market, we believe telecom and 

consumer staple stocks offer the greatest value while the new-era tech stocks should be avoided. We 

also believe U.S. Treasury bonds are an attractive investment with the 1-year yield now at 2.5%. We 

have client portfolios positioned with a healthy allocation to inflation-protected U.S. Treasury bonds 

because it is the simplest and most effective way to reduce risk at this time.   

 

Truly yours, 

        

 

Keating Investment Counselors, Inc. 
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