July 10, 2018

President Trump’s Negotiating Strategy
Increases Risk of Trade War
In recent weeks President Trump rejected China’s package of trade concessions as
inadequate. The president also pressed forward with proposed tariffs on China in
addition to previous tariffs imposed upon Canada, Mexico and the European Union
(EU). These actions increased the risk of a trade war and prompted a deterioration in
market momentum and sentiment, in our view. As a result, we have further reduced
portfolio risk levels despite strong earnings and an otherwise favorable investment
environment (please see the July 3rd Weekly View for more details).
RiverFront portfolio risk levels are now roughly in line with our market benchmarks.
We did not make more dramatic risk reductions because our tactical models suggest
slightly better than 50/50 odds that the market will be higher over the next few months.
This quantitative assessment confirms our judgment that the increased risk of trade
war is partially counterbalanced by the still greater probability that we will see a successful conclusion to the current trade
disputes, as shown in the scenario table below.
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PRESIDENT TRUMP’S NEGOTIATING STYLE MEANS BIG OPPORTUNITIES AND BIG RISKS
President Trump’s negotiating approach with our trading partners has defied normal conventions of international
diplomacy and negotiation strategy, just as his political campaign defied similar conventions in the political arena. When
offered concessions without any strings attached, normal negotiating tactics call for taking what is offered. Taking a
unilateral concession costs nothing and does not preclude pushing for further concessions in future negotiations. This
typical approach to negotiations is why we, and most other observers, expected President Trump to accept the unilateral
concessions China had offered. Accepting China’s concessions would have created an automatic “win” President Trump
could tout and would not have precluded pushing for still more market opening moves.
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Similarly, traditional
negotiating strategy would
call for focusing on the
biggest problems first and
gathering allies in a unified
effort to solve those
problems. The adjacent chart
from JP Morgan Asset
Management shows relative
tariff rates between our
different trading
counterparties prior to the
recent round of “tit for tat”
tariff increases. The chart
shows that China (red circle)
has historically applied much
higher tariffs on US goods
than the US applies to
Chinese goods, and the
extent of this disparity is
shown by China’s distance
from the “reciprocity line”
(countries on or near the
reciprocity line have tariffs
roughly comparable to those of the US). By contrast, our NAFTA and EU trading partners (green circles) are relatively
close to the reciprocity line and therefore have similar tariff rates as the US. Traditional negotiating tactics would suggest
gathering these allies into a unified coalition to jointly attack China’s one-sided approach to trade. Instead, by imposing
tariffs on our EU and NAFTA trading partners, President Trump has placed them in the opposition camp rather than a part
of a unified coalition against China’s trade practices.

THE BULL CASE
The bullish scenario for President Trump’s unorthodox negotiating tactics is that this aggressive approach could be a
necessary component of a successful negotiating strategy. From the time President Trump was elected, most market
analysts, trade experts and diplomats have dismissed President Trump’s tough trade talk as “Art of the Deal” posturing.
Accepting concessions that fall well short of his objectives or failing to move forward with threatened tariffs could reinforce
the consensus view that he is not serious about his threatened trade war. President Trump cannot achieve sweeping
changes in the global trading system unless he convinces his negotiating counterparties that he is not bluffing. The fact
that foreign leaders and financial markets are starting to worry that he might be willing to ignite a trade war could be a
necessary precondition to getting a positive resolution to these trade disputes.
An additional bullish consideration is that President Trump is seeking far more sweeping changes in the global trading
system than was originally expected. With China, he is pushing for previously unthinkable changes in their “Made in
China” initiative designed to assure Chinese dominance of high tech industries. He is demanding concrete and
measurable improvements in US ability to access Chinese markets and greater protection from intellectual property theft.
With Europe, he has proposed eliminating all tariffs between the US and the EU. This dramatic proposal was
enthusiastically endorsed by the European auto industry. The current uncertainty and volatility gripping financial markets
may be a necessary period of pain required to get the gain of a much-improved global trading system and a renewed bull
market in global equities.

THE BEAR CASE
President Trump’s political success depended upon defying conventional tactics and methods but his negotiation style,
developed in a business career full of one on one negotiations, may not translate well to the more complex multi-lateral
world of trade policy. By not accepting China’s offered concessions, President Trump missed an opportunity to secure
concrete concessions and create goodwill and positive momentum that could lead to further negotiating breakthroughs.
By attacking our traditional allies along with China, President Trump has allowed China to split the Western democracies
and seek separate negotiated settlements rather than confront all their major export markets simultaneously. For
example, during the week of July 1st, China dropped tariffs on EU and Japanese automobiles to 15% as a part of their
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package of unilateral concessions. Tariffs on US automobile exports, by contrast, were increased to 40%. China has
gone so far as to approach the EU about a unified negotiating alliance against the US. Although the EU rejected this
proposal, the fact that China felt such an alliance would even be possible illustrates how thoroughly Chinese leadership
believes they have divided the interests of the US from the other Western democracies. Divided opposition could reduce
the pressure on China to reach an agreement with the US and increase the odds of a trade war.
An additional concern is that President Trump seems indifferent to the political pressures faced by democratically elected
officials in the EU, Mexico and Canada. His abrasive style and undiplomatic statements endear him to his supporters, but
might force his overseas counterparts to take a harder line to avoid appearing “soft” to their own supporters in the face of
US pressure.
The US economy is far less dependent upon trade than most of our trading partners, with only 12% of the US economy
devoted to exports as compared to more than twice that level for China and the EU. However, the relative protection of
the US economy may not extend to US equities. According to Ned Davis Research, about 50% of S&P 500 profits comes
from overseas and these profits could be endangered in any trade war scenario. China’s large trade surplus means they
will likely lose a “tit for tat” tariff war with the Trump administration, but the China operations of US companies may be
more vulnerable to Chinese retaliation. Regulatory crackdowns and bureaucratic obstacles forced Yum Brands and Uber
to sell their China operations to domestic competitors, and similar tactics could be deployed as weapons in a trade war
with the US.

WHAT WE THINK
President Trump’s unique communication and negotiating style are intended to create uncertainty about his ultimate
goals. However, we believe his historic pattern has been to create maximum uncertainty and stress just prior to offering
unexpected conciliatory gestures, such as accepting a face to face meeting with North Korean leader Kim Jung Un. We
believe this pattern of behavior could be repeated in the current trade disputes, and his willingness to push things so hard
and so far could result in more sweeping improvements to the global trading system than we originally expected.
If this view is correct, President Trump may still have work to do to convince his negotiating counterparts that they must
make further concessions to avoid an all-out trade war. Assuming President Trump wants these issues resolved in time
to benefit Republican candidates in the November elections, investors should prepare for more volatility and stress in the
coming weeks as we enter the final innings of this process. So long as the S&P 500 holds above about 2600 and our
tactical models remain in positive territory, we will see this volatility as an opportunity to get back to a more aggressive
portfolio positioning with a higher equity weighting. Resolution of these disputes and improved access to the China
market could catalyze another big upward movement in global equity markets, in our view.
Despite our cautious optimism, we acknowledge that President Trump’s negotiating style may prove ill-suited to complex,
multi-party trade negotiations. His strongly worded tweets and public statements could backfire among our major trading
partners and stoke political opposition to meeting US trade demands. We also worry that China is determined not to
repeat what they see as Japan’s disastrous trade concessions in the 1980s. Chinese leadership believes that the series
of market opening moves demanded by the Reagan administration to address Japan’s large trade surplus contributed to
Japan’s long period of stagnation. There is a line China will not cross and if the Trump negotiating team pushes too hard
a trade war could ensue. If the S&P 500 cannot hold 2600 or our tactical indicators deteriorate sharply, we will have to
acknowledge our mistake and take further risk reduction actions in our portfolios.
Important Disclosure Information:
The comments above refer generally to financial markets and not RiverFront portfolios or any related performance. Past results
are no guarantee of future results and no representation is made that a client will or is likely to achieve positive returns, avoid
losses, or experience returns similar to those shown or experienced in the past.
Information or data shown or used in this material is for illustrative purposes only and was received from sources believed to be
reliable, but accuracy is not guaranteed. Investing in foreign companies poses additional risks since political and economic events
unique to a country or region may affect those markets and their issuers. In addition to such general international risks, the
portfolio may also be exposed to currency fluctuation risks and emerging markets risks as described further below.
Changes in the value of foreign currencies compared to the U.S. dollar may affect (positively or negatively) the value of the
portfolio’s investments. Such currency movements may occur separately from, and/or in response to, events that do not otherwise
affect the value of the security in the issuer’s home country. Also, the value of the portfolio may be influenced by currency
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exchange control regulations. The currencies of emerging market countries may experience significant declines against the U.S.
dollar, and devaluation may occur subsequent to investments in these currencies by the portfolio.
Foreign investments, especially investments in emerging markets, can be riskier and more volatile than investments in the U.S. and
are considered speculative and subject to heightened risks in addition to the general risks of investing in non-U.S. securities. Also,
inflation and rapid fluctuations in inflation rates have had, and may continue to have, negative effects on the economies and
securities markets of certain emerging market countries.
RiverFront Investment Group, LLC, is an investment adviser registered with the Securities Exchange Commission under the
Investment Advisers Act of 1940. The company manages a variety of portfolios utilizing stocks, bonds, and exchange-traded funds
(ETFs). RiverFront also serves as sub-advisor to a series of mutual funds and ETFs. Opinions expressed are current as of the date
shown and are subject to change. They are not intended as investment recommendations.
RiverFront is owned primarily by its employees through RiverFront Investment Holding Group, LLC, the holding company for
RiverFront. Baird Financial Corporation (BFC) is a minority owner of RiverFront Investment Holding Group, LLC and therefore an
indirect owner of RiverFront. BFC is the parent company of Robert W. Baird & Co. Incorporated (“Baird”), a registered
broker/dealer and investment adviser.
These materials include general information and have not been tailored for any specific recipient or recipients. Accordingly, these
materials are not intended to cause RiverFront Investment Group, LLC or an affiliate to become a fiduciary within the meaning of
Section 3(21)(A)(ii) of the Employee Retirement Income Security Act of 1974, as amended or Section 4975(e)(3)(B) of the Internal
Revenue Code of 1986, as amended.
Index Definitions
Standard & Poor's 500 Index (S&P 500) measures the performance of 500 large cap stocks, which together represent about 75% of
the total US equities market. It is not possible to invest directly in an index.
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