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A beggar-thy-neighbor economic policy is when one country attempts to remedy its economic problems
by means that tend to worsen the economic problems of other countries. In the last few weeks, the trade
war has morphed into a potential currency war, in which countries devalue their currencies to get a
competitive edge for their exports. We have seen unconventional monetary policy (quantitative easing,
negative interest rates) indirectly cause currency devaluations in the past, but the key concern this time is
with respect to China’s overt exchange rate targeting policy.

The escalation started on August 1, 2019 with U.S. President Donald Trump saying he would place tariffs
on practically any imports from China that don’t already have them. The People’s Bank of China reacted
swiftly, allowing its currency to depreciate by the most since 2015 and reach more than seven yuan per
U.S. dollar, a threshold it had prevented the yuan from crossing in recent years. The U.S. promptly labelled
China a currency manipulator. Investors were rattled by the fact that no trade deal was on the horizon,
especially coming just weeks after constructive talks. Responding to the mounting threat to global growth,
bond yields plunged, and the stock markets retreated from highs.

Currency devaluation

There are two prevailing beliefs behind this devaluation. One is that China’s strategy has shifted from a
constructive discussion to an effort to destabilize global financial markets. Since stocks in China are held
by a small minority of Chinese citizens, policymakers are not concerned if prices drop in the short term. In
contrast, U.S. stocks are widely held by its citizens and Trump has quoted market gains as a barometer of
his success. A significant pullback could undermine his chances for re-election. The less sinister reason is
that the Chinese economy is slowing, and policymakers are reacting appropriately to help their domestic
producers.

On the other side of the world, speculation has been building that the U.S. may intervene to intentionally
weaken the dollar. Trump has also stepped up his relentless assault on the Federal Reserve in a series of
tweets that renewed his demand for interest rate cuts, which would weaken the dollar. Trump’s latest attack
repeats a series of criticisms, breaking almost 30 years of White House tradition of staying publicly silent
on the central bank out of respect for its independence. As troubling economic data pile up, which many
economists have blamed on tariffs imposed by Trump and uncertainty surrounding his trade war with
China, the question being openly debated is whether lower borrowing costs will be enough to offset the
damage being caused by the trade war.



What’s next for the U.S. and China?

There is the risk that further escalation of the trade war may lead to a much worse outcome for the global
economy. On the flip side, a Trump tweet about a breakthrough with his “good friend” Chinese President
Xi Jinping could quickly change sentiment. Since the devaluation, Trump has said he would delay
implementation of the tariffs, originally scheduled for September 1, 2019 until the fall. With the negative
correlation between bonds and equities holding, the downside risk in our portfolios is being mitigated. We
continue to monitor the markets and are maintaining adequate amounts of cash, bonds and a small amount
of gold as we endure heightened volatility.

Combined top 15 equity holdings as of July 31, 2019 of the Evolution 40i60e Standard portfolio with
Alpha-style exposure:

1. Microsoft 6. Atco 11. Keyera

2. AltaGas 7. Alphabet 12. Royal Bank of Canada

3. Canadian Natural Resources 8. Franco-Nevada 13. Canadian National Railway
4. Gilead Sciences 9. IAFinancial 14. Bank of Nova Scotia

5. Enbridge 10. Toronto-Dominion Bank 15. Magna International
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