
Is there a trade war coming?

Even though speculation around a trade war with China has been around ever since President Trump won the presidential 
election in November of 2016, more than a year went by without major news (although President Trump had pulled the US 
out of the TPP agreement soon after his inauguration). Things started to change in January of this year, when tariffs were 
announced on washing machines and solar products. On March 1st, the administration announced that steel and aluminum 
imports would be slapped with tariffs of 25% and 10%, respectively. National security reasons were used to justify the 
decision. Many countries signaled they would retaliate, amongst them Canada, Mexico, and the European Union. But the 
biggest development so far came yesterday, March 22nd, when President Trump declared a plan to impose $60 billion worth 
of annual tariffs on Chinese imports. The reason given was China’s alleged appropriation of American intellectual property 
(both technology and trade secrets). The exact tariffs will be known in the next two weeks. They are supposed to target 
1,300 lines of goods, from manufactures to electronics. 

Another aspect that has been overlooked is the implementation of measures that will limit Chinese investment in American 
technological companies. This month the Trump administration already blocked a hostile takeover of Qualcomm, a chip 
maker, by a Singaporean company. This reflects the concern many people in the government have about Chinese companies 
(many of them state-sponsored) gaining access to state-of-the-art technology, which could be used to undermine other 
countries, either economically or militarily.

Finally, the third relevant piece that was revealed yesterday is that a long list of countries (European Union, Argentina, Brazil, 
South Korea and Australia) will be exempt from the steel and aluminum tariffs that take effect today. These exemptions will 
result in the top four steel exporters to the US, and four of the top seven aluminum exporters to the US, paying no additional 
tariffs. This, coupled with the tariffs announced yesterday, reveals that the administration’s main concern is China – and 
not trade in general. In particular, the US is worried about the development of technologically advanced industries in China.

Consequences

China announced today (Friday) that it would impose tariffs (15%) on more than 100 American products, whose combined 
worth is approximately $3 billion in imports. This is almost the same amount that China exported last year in steel and 
aluminum to the US. Given that the tariffs for those two products came into effect today, the message is very clear. Also, the 
Chinese government said it would challenge the US tariffs at the World Trade Organization (WTO). More measures may be 
announced soon, once the details of the new tariffs are known. 

We believe China had no choice but to retaliate, even if economic theory predicts that this will affect both sides negatively. 
China has to think long-term, and signaling that it won’t stand still if faced with unilateral actions against its economy is very 
important. The overall response will probably be proportionate, which will have a double effect: signaling that China is only 
responding in kind (and would rather not engage in this tit-for-tat game), and, furthermore, avoiding an escalation that could 
result in more tariffs.

Analyses so far tend to coincide in that the consequences for China will not be major, with its GDP being reduced by 10 or 20 
basis points. Two considerations help explain why the damage would be small. First, given the volume of Chinese imports 
into the US last year (more than $500 billion), the tariffs so far announced do not amount to much (not even 3%). Moreover, 
China exported $2.3 trillion in 2017, so the tariffs would be hitting less than 3% of them. Second, the list of goods has yet to 
be announced, so there may end up being some mismatch between rhetoric and reality. There is also a 30-day consultation 
period that will probably see frantic lobbying from those affected. 

There will also be consequences in America, and not only for consumers, who may face higher prices for some goods. 
China is the third-largest market for US exports. What’s more, many American companies that rely on Chinese inputs will 
see their competitiveness eroded, for they will have to pay more for inputs that will be available more cheaply to firms in 
other countries.
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Important information

The information provided comes from independent sources believed reliable, but accuracy is not guaranteed and has not 
been independently verified. This presentation includes opinions of Innealta Capital (Innealta), a division of AFAM Capital, 
Inc., and the performance results of such recommendations are subject to risks and uncertainties. All opinions and views 
constitute our judgments as of the date of writing and are subject to change at any time without notice.

This material is not intended as and should not be used to provide investment advice and is not an offer to sell a security, 
or a solicitation, or an offer, or a recommendation, to buy a security. Investors should consult with an investment advisor to 
determine appropriate investment vehicles. Investment decisions should be made based on the investor’s specific financial 
needs and objectives, goals, time horizon and risk tolerance.

Any investment is subject to risk. Exchange traded funds (ETFs) are subject to risks similar to those of stocks, such 
as market risk. The value of an investment and the return on invested capital will fluctuate over time and, when sold or 
redeemed, may be worth less than its original cost.

Country/regional risk is the chance that world events such as political upheaval or natural disaster will adversely affect 
the value of securities issued by companies in foreign countries or regions. Country/Regional risk is especially high in 
emerging markets. Emerging markets risk is defined as the chance that stocks of companies located in emerging markets 
will be substantially more volatile, and substantially less liquid, than the stocks of companies located in more economically 
developed foreign markets.

It is not possible to invest directly in an index.

Innealta Capital is a division of AFAM Capital, Inc., a Registered Investment Advisor to individually managed client accounts 
and certain mutual funds. For more information, please visit afamcapital.com. Registration of an investment adviser does 
not imply any certain level of skill or training.

Innealta is an asset manager specializing in the active management of portfolios of ETFs. Contact your financial advisor for 
additional information.

For advisor use only.

The material provided herein has been provided by AFAM Capital, Inc. and is for informational purposes only. 
AFAM Capital, Inc. serves as investment adviser to one or more mutual funds distributed through Northern Lights 
Distributors, LLC member FINRA/SIPC. Northern Lights Distributors, LLC and AFAM Capital, Inc. are not af liated 
entities.
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