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Trade war or negotiation?
Duff & Phelps’ International Equity team discusses its thoughts on recent developments related to the Trump
Administration’s trade policy below:
Global equity markets are falling as fears of a full blown trade war permeate current market sentiment. While the
impact of those fears coming to fruition are material, they are not likely in our opinion. We believe the Trump
Administration is approaching U.S. trade policy based on the President’s book, “The Art of the Deal”. He offers an
opening gambit in order to create leverage to assist with negotiations. The Chinese are probably operating with John
Nash’s Game Theory in mind in order to guide their actions subject to the “unconventional” POTUS they are dealing
with. The basis for this opinion starts with the recent proposed U.S. steel (25%) and aluminum (10%) tariffs. The tariffs
have been eviscerated. Argentina, Australia, Brazil, Canada, Mexico, South Korea, and the EU are currently exempt. The
effect on China is de minimis.
There is a reasonable way for the U.S. to cut its trade deficit with China by 27% over 3 years from $375 billion to $275
billion through selling them more oil, liquefied natural gas, food stuffs, automobiles, and airplanes. These are all things
China needs and it serves the purposes of the President to cut the bilateral trade deficit in a material way. He will then
be able to declare victory. The Chinese have promised to tighten up on intellectual property (IP) rights. Their proposals
must be specific and monitored. Their interest in doing so seems more compelling than in the past, because they have
gotten along far enough in their development that they have their own IP to protect now.
The President has made it clear that he will run again for office in 2020. He is already in campaign mode. It starts with
the November mid-term elections. If the Republicans lose the House of Representatives, it will be much more difficult
for the President to get his agenda passed and could derail the stock market, which he regularly references as a
validation of his policies. In order to maintain control of Congress, the President needs to have the economy continue to
grow rapidly. That all stops with an escalating trade war.
The upcoming North Korea negotiations are the President’s central foreign policy mission. He needs them to go well,
and he needs Chinese cooperation to accomplish that goal. They have been very helpful so far. The President may be
irascible, but not irrational regarding his accomplishments. The President talked about canceling NAFTA and naming
China a currency manipulator. Neither happened. NAFTA probably gets renegotiated on better terms for the U.S., and
the Chinese yuan has appreciated about 8% since the President was inaugurated. Both wins.
Other reasons to suspect the President wants to negotiate rather than fight are we have a strong belief that the global
nature of supply chains have been explained to him, and there is likely to be a political backlash against agricultural red
states. The knee-jerk reaction in the market has been to sell, but it is hard to believe the President will derail markets
and the economy with this trade action when his overriding goals are the improvement of each, and he and China have
both specifically stated they do not want a trade war.
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