Brian McCarthy
Chief Strategist
(o) 203-614-8600

brian.mccarthy@macrolens.com

The Uncertainty Narrative
Trade Uncertainty Clouds Global Growth Prospects, bemoaned a recent Wall Street Journal
piece.
To the Wall Street Journal, I say “you are #FAKENEWS!”
The piece informs us that “Economists have for decades theorized that businesses react to
uncertainty by pulling back on investment and employment.” Sounds logical, right?
“We’ve got quite a bit of evidence now accumulated from many sources that this kind of
uncertainty puts a damper on investment and to a lesser extent a damper on hiring,” said
Steven Davis, a University of Chicago professor who studies the impact of policy uncertainty
on economic activity.
Let’s take a quick peek at Prof. Davis' research. He counts articles in 10 leading U.S. newspapers
that contain the following triple of terms: “economic” or “economy”; “uncertain” or
“uncertainty”; and one or more of “congress,” “deficit,” “Federal Reserve,” “legislation,”
“regulation” or “White House.” Thereby he creates an index of economic uncertainty that picks
up on events like the Gull War, 9/11, debt ceiling crises, and Trump’s election - the types of
events that affect everyone.
Of course, these economic uncertainty indices are also picking up heightened readings as a result
of the U.S.- China trade dispute. The problem is, for all the media attention on the U.S.-China
trade war, only a slender handful of U.S. companies are affected by it. There is no sense in
assuming a similar magnitude of response to an isolated uncertainty event as to the broad
economic effects of a war, an election or a major fiscal policy change.
Imports to, exports from and corporate profits in China are all relatively small as a share of the
U.S. economy. A gently sequenced U.S.-China decoupling is achievable with minimal disturbance
to the U.S. macroeconomy.
I’ll break this down with pictures and bullets for a quick read…
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Economic Ebbs and Flows
•

“Underlying” nominal GDP growth has ranged from 3%-6% throughout the cycle

•

Each dip has been coincident with a tightening in global liquidity conditions
o European crisis in ’12
o QE Taper & DXY rally in ’15-’16
o recently a series of rate hikes culminating in curve inversion

•

This slowdown is not at all unusual given the Fed’s over-tightening error
Nominal Sales to Private Dom Purchasers (GDP ex-Inventory, Trade & Govt)

U.S. Imports from China
•

Full tariffs on ALL Imports from China, assuming an incidence rate of 100%, would be akin to
a VAT of only 0.5-1.0%
U.S. Imports From China as a Proportion of Total Retail and Wholesale Consumption

Source: U.S. Census Bureau, Macrolens categorizations of “consumer / producer goods,” BEA
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U.S. Goods Exports to China
•

U.S. Non-Agricultural exports to China amount to various pockets of chump change

Source: U.S. Census Bureau

•

U.S. Agricultural Exports to China are predominated by soybeans

•

Ex-soybeans, exports to China account for only around 4% of U.S. Ag production
U.S. Agricultural Exports to China

Source: U.S. Census Bureau

•

Trump’s “Soybean political problem” is overstated
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•

Trump won Iowa by 9.4 points in 2016. If soybeans tip Iowa to the Dems, Trump got much
bigger problems elsewhere.

•

The only other top-10 soybean-producing state that is up for grabs is Minnesota (Clinton
won by 1.5 points in 2016). Minnesota is an “expand the map” play for Trump (note the big
rally in Minneapolis recently) but not a must have.

•

If China doesn’t buy U.S. soybeans, they generally don’t rot – they are sold into new markets
at some discount.

•

It’s hard to envisions adjustment losses in excess of a few billion Dollars per year, yet U.S.
agriculture will receive $28bn in trade adjustment assistance over 2018-19.

•

Shifting to a “soft on China” stance in exchange for increased Ag purchases would be
politically stupid.

Services Exports to China
•

Tourism accounts for the bulk of U.S. services exports to China

•

Chinese inbound tourism revenue accounts for 3.3% of total tourism revenue

•

There is no “tourism tariff.” Unless there’s a boycott, Chinese tourism should slow only
gradually as a result of reduced availability of foreign exchange
U.S. Services Exports to China

Source: Forbes: China Trade War Costing U.S. In Tourism Revenue, 8/28/19, USTravle.org. Macrolens Calculations

Empirical Assessment of the “Uncertainty” Theory
•

Are there signs that uncertainty is behind the deceleration in nominal growth from 6% to
4% in the past four quarters?

•

Business Fixed Investment in GDP has decelerated from 8.4% y/y to 3.9% y/y over the four
quarters through 2Q2019.

10/23/2019

4

Copyright 2019 Macrolens llc. All rights reserved. This material has been prepared using sources believed to be reliable. No guarantee,
representation or warranty, express or implied, is made as to its accuracy or completeness. For information purposes only; not to be
deemed a recommendation for buying or selling specific securities or to constitute personalized investment advice.

Brian McCarthy
Chief Strategist
(o) 203-614-8600

brian.mccarthy@macrolens.com

Non-Residential Investment, Nominal (y/y)

•

What has driven the slowdown? The Bureau of Economic Analysis provides detailed
breakdown on investment in both structures and equipment:
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•

The biggest drags on structures investment have been shopping malls (which have been in
decline for a decade) and “mining, exploration, shafts and wells,” which is driven by the oil
price collapse in Q4 last year (with the Fed’s over-tightening a contributing factor to both).

•

Investment in offices was up 7.2%. Investment in manufacturing structures was up 10.1%.

No sign of U.S.-China trade uncertainty there. Let’s check out investment in equipment:

•

The biggest drag on equipment investment was aircraft – obviously Boeing-related

•
•

A spurt of investment in computer equipment in Q2 may have been spurred by the
impending tariffs (imports of computers and accessories from China totaled $77bn in 2017).
Investment in trucking and construction equipment – good cyclical indicators – were up
nicely

In short, no sign of a trade-uncertainty related slowdown in business investment yet – just a
broad deceleration in response to tightening liquidity, exacerbated by special factors.
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ISM Overstates the Downward Momentum
From this month’s ISM report on manufacturing (contracting industries listed in order of worst to
least bad):
Of the 18 manufacturing industries, three reported growth in September: Miscellaneous
Manufacturing; Food, Beverage & Tobacco Products; and Chemical Products. The 15
industries reporting contraction in September — in the following order — are: Apparel,
Leather & Allied Products; Printing & Related Support Activities; Wood Products; Electrical
Equipment, Appliances & Components; Textile Mills; Paper Products; Fabricated Metal
Products; Plastics & Rubber Products; Petroleum & Coal Products; Primary Metals;
Transportation Equipment; Nonmetallic Mineral Products; Machinery; Furniture & Related
Products; and Computer & Electronic Products.
•

ISM does NOT represent a broad cross-section of our $19T economy

•

ISM is a good cyclical indicator because it represents a small but cyclically sensitive
subsection of the economy

•

That subsection - apparel, leather, textile, paper, fabricated metals, furniture etc – also
happens to be disproportionately exposed to U.S.-China trade

•

Ergo, current weakness in ISM is likely to over-state the cyclical weakness of the economy.

Also note, the “Services ISM” shorthand commonly used for the ISM Non-Manufacturing Index is
a misnomer. There is some scope for this index to get downward-skewed a bit by trade as well:
The 13 non-manufacturing industries reporting growth in September — listed in order —
are: Utilities; Retail Trade; Construction; Mining; Agriculture, Forestry, Fishing & Hunting;
Accommodation & Food Services; Public Administration; Management of Companies &
Support Services; Finance & Insurance; Transportation & Warehousing; Information; Health
Care & Social Assistance; and Professional, Scientific & Technical Services. The four
industries reporting a decrease are: Educational Services; Other Services; Real Estate, Rental
& Leasing; and Wholesale Trade.
•

Don’t get freaked out by ISM “at post-crisis lows.”

•

ISM overstates the effect of U.S.-China trade on the broad economy
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If You Want Some REAL Uncertainty to Worry About
It’s way too early for this, but there may be some serious policy uncertainty on tap for 2020.
Here are some of Liz Warren’s policy planks from a recent profile by Axios:
•
•
•
•
•
•
•

•
•
•
•
•

Wealth tax: Proposed 2% tax on wealth exceeding $50 million and 3% tax on wealth
above $1 billion.
Green New Deal: Co-sponsor.
College debt: Proposed eliminating $640 billion in student debt and free public college
Medicare For All: Co-sponsored Bernie Sanders' bill in 2017.
"Economic patriotism:" Her plan for "creating and defending good American jobs" leans
on green manufacturing and industrial policy for clean energy.
Capitalism: Identifies as a "Democrat capitalist," rather than a "Democratic socialist," and
told Pod Save America she sees "the value of markets ... if they have rules."
Big Tech: Proposed breaking up Google, Facebook and Amazon, prohibiting companies
with over $25 billion in revenue from acting as operators and users of a platform and
installing regulators to break up already-closed mergers.
Corporate tax: Proposed a 7% tax on companies' profits over $100 million.
Public lands: Proposed requiring more electricity generation from renewable sources and
end to drilling offshore and on public lands.
Immigration: Wants to repeal law that criminalizes unauthorized border crossings.
Trade: Countries must meet specific standards as a precondition for any trade
agreement.
Private equity: Proposed a bill that would kill much of the leveraged buyout industry.

Now THAT’S the kind of uncertainty that could put a crimp in business investment. But that’s a
story for Q2 or Q3 of 2020. In the meantime:
•

One more Fed rate cut should cement curve dis-inversion. Fade recession fears based on
“trade uncertainty.

•

Markets like trade détente because it reduces the risk of a China-related tail event.

•

Regardless of the outcome of U.S.-China “Phase One,” the U.S. economy is likely to enjoy
some upswing as we head into 2020.

•

The risk-asset outlook is for a moderate grind higher subject to China/HK event risk.

•

I still like being long risky assets with low-cost hedges against the evident tail (buying HSI or
FXI puts funded by the sale of puts on a U.S. index for instance).
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