
 
 

Page | 1  May  20, 2019 

May 2019 

 
 
 
 
 
 
 
 
 
 
 
 
Handicapping the Outlook for 
U.S.-Sino Trade Negotiations 
 
Every step of the way this bull market has 
been doubted.  Each pullback put into 
evidence that the cycle had reached its 
endgame; each recovery off the lows, a 
furtherance of the disequilibrium caused by 
monetary malfeasance.  There was just no 
way that equities, with the durability of the 
business cycle in doubt and the headwinds 
of political discourse stiffening anew, should 
continue to press to all-time highs – and 
twice in seven months!  Right?  Surely such 
moves were illustrative of just how 
misplaced investors’ confidences had 
become.  And yet, not more than two weeks 
ago the market stood as high as it ever has.  
Sure felt good.  Much of the lingering 
concern that the economy was weakening 
too quickly was offset by fairly robust data 

for the first quarter.  U.S. real GDP for 
1Q’19 was up +3.2%, significantly stronger 
than economists’ forecasts.  S&P profits, 
which had been expected to decline -2.0% 
Y/Y for the quarter are poised to come in 
up +1.3% Y/Y.  What’s more, the outlook 
has improved.  While the trajectory for U.S. 
growth is likely to continue to slow, it is still 
growing.  Though less optimistic at the start 
of the year, the Street has more recently 
come toward our view – that the U.S. 
remains in the protracted Slowing 
Expansion phase of the cycle – and have 
adjusted their expectations for the back half 
of the year upward.  Then, in early-May, 
U.S.-China trade negotiations took an ugly 
turn. 
 

 
 
What caused this public flare-up so late 
in the process? 
 
In a communique outlining its concerns (and 
requirements) for a deal, China mandated 
that all tariffs need to be removed.  This runs 
counter to the U.S. position that some tariffs 
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should remain in place as an enforcement 
mechanism and to compel the Chinese to 
comply with the deal terms.  This has long 
been a sticking point, but one we felt could 
be resolved by the two presidents, one-on-
one, working-out the final details.  Instead, it 
became the issue that broke the trust of 
negotiators. 
 
What measures have the U.S. and China 
enacted as talks have stalled? 
 
The U.S. runs a trade deficit with China of 
roughly $420 billion (we import $540 billion 
worth of goods and export $120 billion 
worth of goods), which is roughly -4% of its 
GDP (China runs a trade surplus that is 
about +2-3% of its GDP).  Most recently, 
The Trump Administration increased tariffs 
from 10% to 25% on $200 billion in goods 
from China.  The new import duties will not 
apply to goods already in transit rather they 
will apply to goods shipped after May 10th. 
Under normal circumstances it takes about 
3-4 weeks for ships to make the journey. 
Furthermore, the Administration said it was 
preparing to impose 25% tariffs on an 
additional $325 billion in goods from China. 
 
In response China increased tariffs from 
10% to 25% on $60 billion of U.S.  This is a 
proportional response.  It is important to 
remember that China cannot retaliate dollar 
for dollar with the U.S.  They may resort to 
non-tariff barriers for retaliation.  Most 
notable, China could devalue its currency to 
offset the impact of higher tariffs or, it could 
sell U.S. Treasuries.  The Chinese principal 

negotiator, Vice Premier Liu, has indicated 
the latter was an option and there is a belief 
that China sat out a Treasury auction last 
week.  We view the likelihood of either of 
these moves as remote.  From there, the 
menu of options for the Chinese thins 
(Enact an export bans on goods the U.S. 
cannot easily substitute; Increased safety 
inspections and border delays; Increased 
frequency of audits and heightened 
Supervision of U.S. companies operating in 
China; and, more stringent financial 
regulation.)   
 

 
 
What will the impact of latest round of 
tariffs? 
 
The hit to U.S. GDP is likely about -0.1% 
point for every 2 months we go along with 
the higher China tariff rates, or roughly -
0.5% points for a year.  A little more than 
half of this, in our estimation, is through 
reduced confidence and lower investment.  
The hit to China GDP should be substantial 
as well, though there may be offsetting local 
stimulus.  (President Trump has renewed 
calls for the Federal Reserve to lower interest 
rates.)  While not our base case, it should be 
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noted that if the Administration chooses to 
raise tariffs on all $540bn of goods imported 
from China for a full year, the risk of a 
recession in the U.S. rises.  The Fed could 
cut rates in this scenario, but would likely be 
stubborn given the current data profile.   
 
Can the U.S. economy withstand a 
protracted trade war with China? 
 
Some clients have suggested to us that 
because U.S. growth is solid (3.2% real GDP 
in 1Q) and inflation is low that the President 
feels emboldened to ratchet up the intensity 
of the negotiations.  As we note above, the 
U.S. economy is in decent shape and 
inflation has been low.  Our Economics 
team has laid-out a number of reasons why 
global trade disruptions are never timely, 
particularly now: 
 
1) While U.S. growth has been solid, some 
of the 1Q boost came from inventories 
(+0.7% points) which should be paid back in 
future quarters. 
 
2) U.S. manufacturing employment has 
already started to slow, and U.S. 
manufacturing PMI measures are still in a 
downtrend (following global weakness last 
year). 
 
3) A key fear at the end of 2018 was the Fed 
would over-tighten against this global 
backdrop, which has been alleviated by the 
FOMC pause in 2019. The economy is just 
starting to see the positive effects of this 
monetary policy pause.  Another market 

hiccup now would tighten financial 
conditions.  The Fed appears reluctant to 
ease at this point.   
4) While inflation has been low, there are still 
signs it is not dead (rising capacity utilization, 
rising wages, slowing supplier delivery 
times).  The bond market is not providing a 
lot of cushion against even a small amount 
of inflation, with the 10-year Treasury yield 
at 2.5%. 
 
5) U.S. bank lending standards, while still 
expansionary, do not look particularly easy.  
This is a leading indicator for payroll 
employment.   
 
And, 6) The U.S. budget deficit is large for 
an economy at full employment.  This is 
manageable if we see capital spending rise, 
which, in tune, would boost productivity and 
pay for higher wages. But business seem 
reluctant to start this process without some 
clarity on trade policy. 
 
Tangentially, global has a tough time last 
year.  China has already seen weakness due 
to deleveraging, so the impetus to get a deal 
done is likely mutual. 
 
Are we still on track for a deal? 
 
China and U.S. policymakers went out of 
their way to make the point that trade talks 
did not collapse following last week’s short 
negotiations.  This helped stocks to finish 
last week on a strong note, but the near-term 
outlook does not look positive.  Neither side 
indicated they would return to the 
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negotiating table with the terms as they 
stood before talks broke down.  There is a 
possibility that Trump and Xi will see each 
other at the G-20 meeting in June which 
provides an opportunity for some of the 
issues to get resolved then.  But that means 
the tariff increase will go into effect and stay 
in place.  
 

The Chinese have expressed concern that 
the purchase of goods from the U.S. needs 
to be in-line with reality.  Our Policy team 
reads this as China saying the U.S. was trying 
to front load too many Chinese purchases of 
U.S. goods into late-CY’19 and CY’20.  The 
Chinese also offered the ever-vague 
requirement of, “balanced text that ensures 
the dignity of the two countries,” which 
implies that China is against changing its 
laws for structural reform. The US will not 
agree to a deal that does not enshrine the 
changes into law.  The path forward will 
likely require the U.S. to remove all tariffs 
and for China to memorialize the agreed 
structural changes in its laws. 
   
The stock market views the outcome as 
binary (yes/no) that the trade deal gets done, 
despite the fact that short of the last few – 
critical – implementation points, it has 
largely been negotiated.  What is making this 
difficult is simultaneously bracing for 
(significantly more) near-term volatility 
while allowing for the fact that a “good” deal 
could ultimately be positive for investments 
in cyclicals.  We remain confident that that 
the outcome reconciles to the upside and a 
deal gets done.  As Strategas’ chief 

economist Don Rissmiller has noted: “This 
is not the best time for a trade war. It might 
be fair to say there is no good time for a trade 
war.”  We agree.  Let’s hope president’s Xi 
and Trump do too.  Hang in there. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Strategas Asset Management is a 
registered investment advisor providing 
macro thematic, event, and factor-driven 
investment strategies to pensions, 
endowments, foundations, financial 
advisors, ultra and high net worth 
investors, and as a sub-advisor to '40 Act 
funds. The Firm operates as an 
independent, wholly-owned subsidiary 
of Baird Financial Group.  
 
Nicholas Bohnsack is the President & 
Chief Executive Officer of Strategas 
Asset Management and a Managing 
Director of Baird. 
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Policy Opportunities Portfolio 
Update 
 
The May 2019 rebalance for the Policy 
Opportunities Portfolio reflects lobbying 
priorities for the first quarter of 2019. This 
rebalance we welcome 14 names into the 
strategy, five of which have never before 
entered the Portfolio, while removing an equal 
amount. We embrace turnover, especially the 
higher levels that typically accompany first 
quarter rebalances to the Portfolio, as it keeps 
the strategy levered to active companies and 
active issues. Our core thesis behind the strategy 
is that lobbying is a non-traditional factor not 
typically accounted for in analysts’ models. By 
capturing lobbying and updating the Portfolio 
quarterly, the strategy is designed to 
continuously capitalize on the earnings benefit 
from lobbying that is, in our view, mispriced.  
 
Looking at sector exposure, a barbell strategy 
has emerged this rebalance with Industrials and 
Health Care each comprising 26 percent of the 
sector weightings. Industrials, the cyclical trade 
facing trade uncertainty, and Health Care, the 
defensive trade facing bipartisan criticism over 
drug pricing and 2020 rhetoric. Consistent with 
the prevalence of trade concerns, the Portfolio’s 
exposure was increased to Consumer 
Discretionary and Materials. Exposure was 
reduced in the Communication Services, 
Information Technology, and Consumer 
Staples.  
 
Trade has been the top issue for companies in 
the Portfolio since it shifted away from tax 
reform at the start of 2018. For the companies 
entering the strategy this quarter, five of them 
are lobbying on China trade issues, six are 

lobbying on USMCA/NAFTA, and 5 are 
lobbying on issues related to 232 tariffs. Retail, 
reminiscent of its mobilization following talk of 
a border adjustable tax component to tax 
reform in 2017, re-entered the strategy this 
quarter. Given that the Administration’s 
threatened third round of tariffs would 
comprise over 70% of US consumer goods 
imports from China, this is a timely entrance. 
 
Health Care is facing headwinds from all 
corners of Washington. It is also one of the 
most responsive sectors in terms of turning on 
the lobbying dollars when threats are on the 
horizon – we saw this with the ACA, Hillary 
Clinton’s threats ahead of 2016, and the Trump 
Administration’s targeting heading into 2018. 
Bipartisan agreement over drug costs has 
continued to grow and this quarter three 
pharmaceutical companies and one biotech 
entered the strategy off pricing issues. There 
was no change to the strategy’s Managed Care 
positions, but the use of Medicare-for-all as a 
litmus test for Democratic candidates is going 
to cause uncertainty in the entire sector, similar 
to what we saw with HillaryCare in the early 
1990s and the ACA before single payer was 
ruled out as an option. 
 
We see performance opportunities in positive 
trade outcomes. While US-China issues have 
escalated in recent weeks, it may be a blessing in 
disguise for the other trade fronts. Renewed talk 
of resolving the steel/aluminum 232 tariffs on 
Canada and Mexico would have a dual benefit 
if it lifts the tariffs and moves USMCA another 
step closer to passage. We maintain the belief 
that the strategy is an opportunity to hedge 
political volatility which is unlikely to catch a 
break as 2020 draws nearer. Such volatility 
could create further opportunity if it leads 



  
 

Page | 6  May 20, 2019 

investors to doubt whether policymakers can 
pass a budget by October 1st to prevent 
sequestration levels of funding. This could 
further create opportunity for the Portfolio due 
to its heavy exposure to Aerospace and Defense 
companies.  

 
Courtney Rosenberger is a Director of 
Washington Policy Research at 
Strategas. 
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May Recommended Asset Allocation 

 
 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

Strategas Recommended Asset Allocation (May'19) 

 Equities    Bonds    Cash   

  69%     25%     6%  
B'mark MSCI ACWI 60%     Barclays Agg 38%     Cash 2%   

   M/M CHG     M/M CHG     M/M CHG 

 Domestic 37% +200bps   Core Credit 21%    Cash 6% +100bps 

 International 32% -300bps   Extended Credit* 4%       
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t Dev AC Core 23% -200bps   Local Currency EMD* 2%    Cash 6% +100bps 

US LC Value 11%    US Dollar EMD* 1%       

EM AC Core 9% -100bps   US High Yield* 1%       

US MC Value 5%            

 US MC Growth 3% +100bps           
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US MC Core 2%    Agencies 1%       

US SC Core 1%    TIPS 0%       

US LC Growth 9% +100bps   IG Corporates 9%       
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t US LC Core 6%    US MBS 8%       

     U.S. Treasuries 3%       

     ABS/CMBS 0%       
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Spread Between 10-Year U.S. Treasuries & German Bund 
Remains Near Historical Highs 

  

 
 

The Market Continues to Believe The Fed Should Cut Rates 
 

 

151

116

249

-200

-150

-100

-50

0

50

100

150

200

250

300

'90 '95 '00 '05 '10 '15

Spread Between U.S. 10-Year Treasury
& German 10-Year Bond (Bps)

1.2%

1.4%

1.6%

1.8%

2.0%

2.2%

2.4%

2.6%

2.8%

3.0%

Jan '18 Apr '18 Jul '18 Oct '18 Jan '19 Apr '19

Fed Funds Effective Rate vs.
Implied Yield on January 2020 Fed Funds Futures



 

Page | 9  May 20, 2019 

-100

-75

-50

-25

0

25

50

75

100

Jan '17 Apr '17 Jul '17 Oct '17 Jan '18 Apr '18 Jul '18 Oct '18 Jan '19 Apr '19

Economic Surprise Indexes
(Source: Bloomberg)

United States Eurozone Emerging Markets

Economic Surprises Are Turning Lower Across The Globe 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

And The U.S. Dollar Continues to Exhibit Strength 
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Investment Grade Spreads Remain Narrow 
 

 
 

As Does High Yield 
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APPENDIX – IMPORTANT DISCLOSURES 
 
This communication was prepared by Strategas Asset Management, LLC (“we” or “us”) and is intended for 
institutional investors only.  Recipients of this communication may not distribute it to others without our express 
prior consent.  This communication is provided for informational purposes only and is not an offer, recommendation 
or solicitation to buy or sell any security.  This communication does not constitute, nor should it be regarded as, 
investment research or a research report or securities recommendation and it does not provide information reasonably 
sufficient upon which to base an investment decision. This is not a complete analysis of every material fact regarding 
any company, industry or security. Additional analysis would be required to make an investment decision. This 
communication is not based on the investment objectives, strategies, goals, financial circumstances, needs or risk 
tolerance of any particular client and is not presented as suitable to any other particular client. The intended recipients 
of this communication are presumed to be capable of conducting their own analysis, risk evaluation, and decision-
making regarding their investments. 
  
For investors subject to MiFID II (European Directive 2014/65/EU and related Delegated Directives): We classify 
the intended recipients of this communication as “professional clients” or “eligible counterparties” with the meaning 
of MiFID II and the rules of the UK Financial Conduct Authority. The contents of this report are not provided on 
an independent basis and are not “investment advice” or “personal recommendations” within the meaning of MiFID 
II and the rules of the UK Financial Conduct Authority. 
 
The information in this communication has been obtained from sources we consider to be reliable, but we cannot 
guarantee its accuracy. The information is current only as of the date of this communication and we do not undertake 
to update or revise such information following such date. To the extent that any securities or their issuers are included 
in this communication, we do not undertake to provide any information about such securities or their issuers in the 
future. We do not follow, cover or provide any fundamental or technical analyses, investment ratings, price targets, 
financial models or other guidance on any particular securities or companies. Further, to the extent that any securities 
or their issuers are included in this communication, each person responsible for the content included in this 
communication certifies that any views expressed with respect to such securities or their issuers accurately reflect his 
or her personal views about the same and that no part of his or her compensation was, is, or will be directly or 
indirectly related to the specific recommendations or views contained in this communication. This communication is 
provided on a “where is, as is” basis, and we expressly disclaim any liability for any losses or other consequences of 
any person’s use of or reliance on the information contained in this communication. 
 
Strategas Asset Management. LLC and Strategas Securities, LLC are affiliated with Robert W. Baird & Co. 
Incorporated (“Baird”), a broker-dealer and FINRA member firm, although the firms conduct separate and distinct 
businesses.  A complete listing of all applicable disclosures pertaining to Baird with respect to any individual 
companies mentioned in this communication can be accessed at http://www.rwbaird.com/research-
insights/research/coverage/third-party-research-disclosures.aspx. You can also call 1-800-792-2473 or write: Robert 
W. Baird & Co., PWM Research & Analytics, 777 E. Wisconsin Avenue, Milwaukee, WI 53202. 
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