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Trade: the good,
the bad, and the ugly
“We are not in a trade war with China; that war was lost
many years ago by the foolish, or incompetent, people who
represented the US. Now we have a trade deficit of $500
billion a year, with Intellectual Property Theft of another
$300 billion. We cannot let this continue!”

Growth and global trade

- Donald J. Trump, Twitter, 4 April 2018
The risk of a trade war between the United States and
China has grabbed markets’ attention in recent weeks,
fuelled by headlines illustrated by the Twitter quote above,
but also because of the threat of retaliatory action from
China. Equity markets are under pressure, credit spreads
are wider, and bond yields lower as a result. Consensus
is that the US and China are in the midst of a noisy
negotiation process that (surely) will end at the negotiation
table with a sensible solution.

Source: Bloomberg

Economists scream: “No one wins in a trade war”
The argument for free trade is based on the theory of comparative advantage, ascribed to 19th century economist
David Ricardo.
Comparative advantage can be described as the ability of a country to carry out a particular economic activity more
efficiently than another country. The theory states that if countries specialise in producing goods where they have the lower
opportunity cost, there will be an increase in economic welfare — that is, both countries will gain by trading with each other.
So the good news is that with the cyclical upswing in growth in 2017, global trade expanded, assisting a synchronised
acceleration of growth.

For use only with institutional and professional investors and within Australia, for advisers.

macquarieim.com

The US-China trade deficit
So, why is there a problem?
The chart below shows that the trading relationship between the US and China has moved from near zero to a deficit of
$US375 billion over the past 20 years.
President Trump wants to reduce this deficit and has planned to implement tariffs (a levy/tax on a specified item of
import) against certain Chinese imports. The US argues that Chinese companies sell their products at lower prices in
foreign markets than they do at home — a practice known as “dumping.” In addition, the US claims that China is stealing
intellectual property despite the practice having been tolerated since China entered the World Trade Organization (WTO).
US-China trade deficit – from near zero to $US375 billion

Source: US Census Bureau

A trade deficit happens when a country imports more than it exports. What these numbers do not show is that if US goods
are sent to China for assembly and then returned to the US, these so-called “intermediate goods” are considered Chinese
imports, even if the parts are made in the US. Oxford Economics and the US-China Business Council suggest that if the
data were adjusted for intermediate goods, the deficit would be cut in half.
So why are economists so concerned?
During the late 1920s in the US, the construct of what would eventually become the Smoot-Hawley Tariff Act was conceived
against a background of a strong US economy and low unemployment. By the time the Act was passed in 1930, the world
had slumped into recession and the ensuing trade war made a dire situation worse. There is no suggestion of a direct
parallel between today and the 1930s, but the warning signs suggest that an escalation of trade conflict can have wide
ranging implications for prices, production, and demand, and therefore global growth.

Why does this matter for financial markets?
Experience shows that President Trump does not always follow through on everything he says or tweets.
Market consensus has been relaxed about the threats on trade, even when the White House followed through by imposing
a 25% tariff on steel imports and 10% on aluminum on 1 March 2018. It was only when Gary Cohn resigned on 6 March
that markets began to take the trade risk seriously, as this implied that the hard-line adviser Peter Navarro was winning the
battle in the White House on trade.
US business concern rose when China announced measures targeting US exports of aircraft, soybeans, and other
products, threatening to bring on a tit-for-tat trade war of escalating sanctions between the world’s two biggest economies.
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Equity markets were already off to a shaky start in 2018, as fears of higher interest rates in the US had begun to escalate
as the US passed its tax cuts and wages growth edged higher. This price action ignited a surge in volatility, which has
remained elevated, after a prolonged period of below average volatility as illustrated by the CBOE Volatility Index® (VIX®).
Historical VIX

Source: Bloomberg

Interestingly, US bond yields were slow to respond to the escalating trade tensions, and the rally in recent weeks has
remained modest in comparison to prior risk-off situations. This in part reflects the bond markets’ focus on US Federal
Reserve policy (the Fed delivered another rate hike in March) and fear that inflation will rise in coming months.

Historical US 10-year Treasury yields

Source: Bloomberg

However, US growth was supposed to be soaring in the wake of the tax cuts. The retail sales data suggest consumers
front-ran this phenomena in the fourth quarter of 2017. Many economists are shrugging this off, suggesting the growth pulse
will strengthen in subsequent quarters.
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Nonconsensus and looking for balance
The short-term economic cycle accelerated in 2017 and expectations were for this to be sustained in 2018. While we agreed
with this consensus, our outlook for 2018 was more reserved, mainly due to strong structural headwinds:
• demographics with the economic implications of an aging population
• too much debt
• the dependencies on low yield
• digitalization
• the risk of deglobalisation with the rise of populism.
Our analysis guided that the mix of cyclical and structural in 2018 should not result in too much inflation risk and also that
the low-volatility environment of 2017 would be unlikely to repeat in 2018. This view lead us to our current positioning. We
remain overweight credit risk as bottom-up fundamentals are strongly supportive. As a balance, our lack of fear of inflation
and belief that volatility will remain leads us to continue our nonconsensus strategy of opportunistically adding duration.

Conclusion
Markets of late have been delicately balanced. Is this a temporary correction or the start of a more substantive sell-off? In
this context, we will continue to act to balance our Funds, with a core belief of prioritising protection of our investors’ capital
over the search for yield.
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Investment Management Austria Kapitalanlage AG,
Macquarie Investment Management Global Limited,
Macquarie Investment Management Europe Limited, and
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Diversification may not protect against market risk.
MSCI AC Asia ex Japan Index
The MSCI AC Asia ex Japan Index represents large- and
mid-cap stocks across two of three developed market
countries in Asia (Hong Kong and Singapore, not Japan)
and nine emerging market countries in Asia (China, India,
Indonesia, Korea, Malaysia, Pakistan, the Philippines,
Taiwan, and Thailand). The index covers approximately
85% of the free float-adjusted market capitalisation in
each country. References to individual country or sectors
will be taken to reference the underlying components
of the MSCI AC Asia ex Japan Index, unless otherwise
noted.
MSCI AC Asia ex Japan Small Cap Index
The MSCI AC Asia ex Japan Small Cap Index represents
small-cap stocks across two of three developed market
countries in Asia (Hong Kong and Singapore, not Japan)
and nine emerging market countries in Asia (China, India,
Indonesia, Korea, Malaysia, Pakistan, the Philippines,
Taiwan, and Thailand). The index covers approximately
14% of the free float-adjusted market capitalisation in
each country.
MSCI China Index
The MSCI China Index captures large- and mid-cap
representation across China H shares, B shares, Red
chips, P chips, and foreign listings (for example, ADRs),
covering about 85% of this China equity universe.
MSCI India SMID Cap Index
The MSCI India SMID Cap Index represents mid- and
small-cap stocks across the Indian market. The index
covers approximately 28% of the free float-adjusted
market capitalisation in India.
MSCI Korea Index
The MSCI Korea Index represents large- and mid-cap
stocks across the South Korean market. The index
covers approximately 85% of the Korean equity universe.
Index “gross” return approximates the maximum possible
dividend reinvestment. Index “net” return approximates
the minimum possible dividend reinvestment, after
deduction of withholding tax at the highest possible rate.
For recipients in the United States, this document
is provided by Macquarie Investment Management
Business Trust (MIMBT). Institutional investment
management is provided by Macquarie Investment
Management Advisers (MIMA), a series of MIMBT.
MIMBT is a U.S. registered investment advisor, and may
not be able to provide investment advisory services to
certain clients in certain jurisdictions.
For recipients the European Economic Area,
this document is a financial promotion distributed by
Macquarie Investment Management Europe Limited
(MIMEL) to Professional Clients or Eligible Counterparties
defined in the Markets in Financial Instruments Directive
2004/39/EC. MIMEL is authorised and regulated by
the Financial Conduct Authority. MIMEL is incorporated
and registered in England and Wales (Company No.
09612439, Firm Reference No. 733534). The registered
office of MIMEL is Ropemaker Place, 28 Ropemaker
Street, London, EC2Y 9HD. The investment capabilities
described herein are managed by MIMEL, with dayto-day management responsibilities sub-delegated to
relevant affiliated managers.
This document has not been prepared in accordance
with legal requirements designed to promote the
independence of investment research and is not subject
to any prohibition on dealing ahead of the dissemination
of investment research.
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For recipients in Switzerland, this document
is distributed by Macquarie Bank Limited Zurich
Representative Office. In Switzerland this document
is directed only at qualified investors (the “Qualified
Investors”), as defined in the Swiss Collective Investment
Schemes Act of 23 June 2006, as amended (“CISA”)
and its implementing ordinance. Zurich Representative
Office, Claridenstrasse 41, 8002 Zurich, Switzerland.
For recipients in Australia, this document is provided
by Macquarie Investment Management Global Limited
(ABN 90 086 159 060 Australian Financial Services
Licence 237843) solely for general informational
purposes. This document does not constitute a
recommendation to acquire, an invitation to apply for, an
offer to apply for or buy, an offer to arrange the issue or
sale of, or an offer for issue or sale of, any securities in
Australia. This document has been prepared, and is only
intended, for ‘wholesale clients’ as defined in section
761G of the Corporations Act and applicable regulations
only and not to any other persons. This document does
not constitute or involve a recommendation to acquire, an
offer or invitation for issue or sale, an offer or invitation to
arrange the issue or sale, or an issue or sale, of interests
to a ‘retail client’ (as defined in section 761G of the
Corporations Act and applicable regulations) in Australia.
For recipients in PRC, Macquarie is not an authorized
securities firm or bank in the People’s Republic of China
and does not conduct securities or banking business in
the People’s Republic of China.
For recipients in Hong Kong, this document is provided
by Macquarie Funds Management Hong Kong Limited
(CE No. AGZ772) (MFMHK), a company licensed by the
Securities and Futures Commission for the purpose of
giving general information in relation to the strategy(ies)
described herein. The information contained in this
presentation is provided on a strictly confidential basis for
your benefit only and must not be disclosed to any other
party without the prior written consent of MFMHK. If you
are not the intended recipient you are not authorised to
use this information in any way. This presentation does
not, and is not intended to, constitute an invitation or
an offer of securities, units of collective investments
schemes or commodities (or any interests in any index
thereof) for purchase or subscription in Hong Kong. The
information in this presentation is prepared and only
intended for professional investors and not to any other
person. This presentation has not been approved or
reviewed by the Securities and Futures Commission.
For recipients in Korea, this document is provided
at the specific request of the recipient who is a person
specified under Article 101(2) of the Presidential
Decree of the Financial Investment Services and Capital
Markets Act (Act) without any solicitation by Macquarie.
Therefore, this document may not be distributed, either
directly or indirectly, to others in Korea. The person
receiving this document represents and warrants that
if it receives this document, it is a professional investor
as defined under the Act. No member of the Macquarie
Group makes any representation with respect to the
eligibility of any recipients of this presentation to acquire
the products or services therein under the laws of Korea,
including but without limitation the Foreign Exchange
Transactions Act and Regulations thereunder. The
products and services have not been registered under
the Act, and none of the interests may be offered, sold
or delivered, or offered or sold to any person for reoffering or resale, directly or indirectly, in Korea or to any
resident of Korea except pursuant to applicable laws and
regulations of Korea.
For recipients in Malaysia, Taiwan, The Philippines,
this document is provided at the specific request of the
recipient.
For recipients in Singapore, the Strategies which are
the subject of this document do not relate to a collective
investment scheme which is authorised under section
286 of the Securities and Futures Act, Chapter 289
of Singapore (the “SFA”) or recognised under section
287 of the SFA. The Strategies are not authorised or
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recognised by the Monetary Authority of Singapore (the
“MAS”) and shares are not allowed to be offered to
the retail public. Each of this document and any other
document or material issued in connection with the
document is not a prospectus as defined in the SFA.
Accordingly, statutory liability under the SFA in relation to
the content of prospectuses would not apply. You should
consider carefully whether the investment is suitable
for you. This document has not been registered as a
prospectus with the MAS. Accordingly, this document
and any other document or material in connection
with the offer or sale, or invitation for subscription or
purchase, of shares may not be circulated or distributed,
nor may shares be offered or sold, or be made the
subject of an invitation for subscription or purchase,
whether directly or indirectly, to persons in Singapore
other than (i) to an institutional investor under Section
304 of the SFA, (ii) to a relevant person pursuant to
Section 305(1), or any person pursuant to Section
305(2), and in accordance with the conditions specified
in Section 305 of the SFA, or (iii) otherwise pursuant
to, and in accordance with the conditions of, any other
applicable provision of the SFA.
For recipients in Japan, this document is provided
by MFMHK. MFMHK is supported by Macquarie Asset
Management Japan Co., Ltd., a Financial Instruments
Business Operator: Director General of the Kanto
Local Finance Bureau (Financial Instruments Business)
No.2769 (Member of Japan Investment Advisers
Association). This presentation does not, and is not
intended to, constitute an invitation or an offer of
securities in Japan. The securities have not been and will
not be registered under the Financial Instruments and
Exchange Act of Japan. None of the securities may be
offered or sold, directly or indirectly, in Japan or to, or for
the benefit of, any resident of Japan (which term means
any person resident in Japan, including any corporation
or other entity organized under the laws of Japan), or
to others for re‐offering or resale, directly or indirectly,
in Japan or to a resident of Japan, except pursuant to
an exemption from the registration requirements of, or
otherwise in compliance with, the Financial Instruments
and Exchange Act of Japan and in compliance with any
other applicable laws and regulations of Japan.
For recipients in Chile, Colombia and Peru, this
document does not have the purpose or the effect
of initiating, directly or indirectly, the purchase of a
product or the rendering of a service by Macquarie
Fund Solutions. By receiving this presentation, the
recipient acknowledges and agrees that it has contacted
Macquarie Fund Solutions at its own initiative and not as
a result of any marketing efforts, promotion, advertising
or publicity by Macquarie Fund Solutions or any of their
respective agents or representatives. The recipient of
this presentation acknowledges that (1) receiving this
presentation does not constitute a solicitation for its
products and/or services, and (2) they are not receiving
any direct or indirect promotion or marketing of financial
and/or securities-related products and/or services.
Macquarie Group, its employees and officers may act
in different, potentially conflicting, roles in providing
the financial services referred to in this document. The
Macquarie Group entities may from time to time act as
trustee, administrator, registrar, custodian, investment
manager or investment advisor, representative or
otherwise for a product or may be otherwise involved in
or with, other products and clients which have similar
investment objectives to those of the products described
herein. Due to the conflicting nature of these roles, the
interests of Macquarie Group may from time to time be
inconsistent with the Interests of investors. Macquarie
Group entities may receive remuneration as a result
of acting in these roles. Macquarie Group has conflict
of interest policies which aim to manage conflicts of
interest.
All third-party marks cited are the property of their
respective owners.
© 2018 Macquarie Group Limited

Important information
This information is confidential and intended for the audiences as indicated. It is
not to be distributed to, or disclosed to retail investors.
The views expressed represent the Manager’s as of the date indicated, and should not
be considered a recommendation to buy, hold, or sell any security, and should not be
relied on as research or investment advice. Views are subject to change without notice.
The Purchasing Managers’ Index (PMI) is an indicator of the economic health of the
manufacturing sector.
The CBOE Volatility Index is a key measure of market expectations of near-term volatility
conveyed by S&P 500 stock index option prices.
The information in this document is not, and should not be construed as, an
advertisement, an invitation, an offer, a solicitation of an offer or a recommendation
to participate in any investment strategy or take any other action, including to buy or
sell any product or security or offer any banking or financial service or facility in any
jurisdiction where it would be unlawful to do so.. The information presented is not
intended and should not be construed to be a presentation of information for any pooled
vehicle including U.S. mutual funds. This document has been prepared without taking
into account any person’s objectives, financial situation or needs. Recipients should not
construe the contents of this document as financial, investment or other advice. It should
not be relied on in making any investment decision.
Future results are impossible to predict. This document contains opinions, conclusions,
estimates and other forward-looking statements which are, by their very nature,
subject to various risks and uncertainties. Actual events or results may differ materially,
positively or negatively, from those reflected or contemplated in such forward-looking
statements.

Past performance is not a reliable indicator of future performance. Investing
involves risk including the possible loss of principal.
This presentation does not contain all the information necessary to fully evaluate
any investment program, and reliance should not be placed on the contents of this
document. Any decision with respect to any investment program referred to herein
should be made based solely upon appropriate due diligence by the prospective investor.
The investment capabilities described herein involve risks due, among other things, to
the nature of the underlying investments. All examples herein are for illustrative purposes
only and there can be no assurance that any particular investment objective will be
realized or any investment strategy seeking to achieve such objective will be successful.
No representation or warranty, express or implied, is made as to the accuracy
or completeness of the information, opinions and conclusions contained in this
presentation. In preparing this presentation, reliance has been placed, without
independent verification, on the accuracy and completeness of all information available
from external sources.
To the maximum extent permitted by law, none of the entities under Macquarie
Investment Management nor any other member of the Macquarie Group nor their
directors, employees or agents accept any liability for any loss arising from the use of
this presentation, its contents or otherwise arising in connection with it.
Other than Macquarie Bank Limited (MBL), none of the entities noted in this presentation
are authorised deposit-taking institutions for the purposes of the Banking Act 1959
(Commonwealth of Australia). The obligations of these entities do not represent deposits
or other liabilities of MBL. MBL does not guarantee or otherwise provide assurance in
respect of the obligations of these entities, unless noted otherwise.
Please see the end of this document for further important information.
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