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TRADE WAR UNCERTAINTY
FAVOURS IDIOSYNCRATIC RISK

Andrea Cicione / Nikol Hearn

® Equity markets shrugging off trade war dangers
® Uncertainty likely to linger, making directional market calls difficult

® We focus on idiosyncratic risk, adding an RV trade in US Healthcare

Much ado about nothing? If history is a guide, it is entirely plausible to believe that the latest
flare-up in the US-China trade conflict is nothing to worry about, being simply the result of Trump
doing what Trump does: putting extreme pressure on his counterpart, often at the last minute, in
order to obtain the most favourable terms in a negotiation. His dealing with North Korea is an
example of such a pattern, with the US president threatening ‘fire and fury' shortly before a
summit with Kim Jong-un, only to conclude a deal with him shortly thereafter. If this is indeed the
case, we could see a swift resolution of the latest spat with China at the G20 summit in late June
in Osaka, where Trump and Xi Jinping could pave the way for a trade deal.

EMs, especially China, still hurting quite badly. This narrative seems to be what many
investors are banking on. US equities experienced only a minor drawdown in May, falling by less
than 5% from their peaks, and have already recouped nearly half of those losses. Considering
that the S&P was overbought and overdue a correction (bottom-left chart), the market reaction
to the trade tensions was remarkably composed. However, the same can't be said for all
markets. As the bottom-right chart shows, EMs and China in particular have sold off a lot more,
and have recovered a lot less, than the US and other major equity markets.
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Largest drawdown => smallest recovery Complacency: VIX back below 15 already
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Investors mostly concerned about China and EMs. The top-left chart exposes a clear pattern
in the reaction to trade war escalation across markets. The indices that have sold off the most
are the ones that have recovered the least. This suggests investors are mostly concerned about
EMs, especially China, and not so worried about DMs.

US not immune. We think that the market reaction betrays excessive complacency by investors
about the potential impact of a trade war on the US and the rest of the world. A strong dollar —
mostly the result of safe-haven flows and CNY depreciation —would hurt the foreign profits of
US companies, which are now substantial (especially for Tech and Industrials). Higher tariffs on
consumer products would be a regressive tax that would dent final demand in the economy. And
trade-related uncertainty would stop firms from making significant capex commitments.

China’s likely response: yuan down, stimulus up. China, on the other hand, will probably
respond to any further ratcheting up of the row with further yuan depreciation and more
stimulus, which together should help soften the blow. To be sure, the Fed could also react to
heightened economic risks by cutting rates, as we expect them to do in Q3. It's unlikely,
however, that such monetary easing would be enough to keep the US insulated from the risks.

Given the size of the market's relative reaction so far, we keep our long EEM (mostly
China)/short SPY trade open this week, as the relative performance of the two ETFs appears to
be overextended to the downside. The trade has actually gained slightly since last week, but it
remains close to our stop level of 6%.

Hard to make directional calls: we focus on RV in US Healthcare

Our view is that the most likely outcome of the G20 meeting is an extension of the US-
China trade negotiations by three to six months. This would be better than continued
escalation, but worse than our previous call of a possible agreement being sealed in short order.
If we are right, uncertainty about trade will likely persist, undermining consumer and business
confidence. The effect of this alone would warrant a downgrade of our global economic outlook;
perhaps more importantly, making directional calls would remain extremely difficult for some
time.

Less systemic, more idiosyncratic. Consequently, we think it makes sense to focus less on
making directional macro calls (most of which will be affected by trade developments that are
hard to predict) and concentrate more on idiosyncratic stories.
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XHE / IHE ration in a range since mid-2018 Equipment sales growing faster than Pharma
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Pharmaceuticals under pressure to lower the cost of prescription drugs. One such theme
is a relative value opportunity within US Healthcare, where we think there is more upside in
Healthcare Equipment companies than in Pharmaceuticals. The latter sector has been under
sustained pressure to bring down the cost of medicines in the US. The House of
Representatives passed a bill last week that aims to lower drug prices. While the initiative may be
eventually struck down in the Senate, pressure to reduce the prices of prescription medicines
will probably continue to mount, as this is a goal that enjoys bipartisan support in Congress and
is also advocated by Trump.

Manufacturers of medical devices appear less exposed to such political risk in the near
term. The sector is growing faster than Pharma, innovation is rampant and, while technological
breakthroughs often help reduce the cost of diagnostic and treatment equipment, these
dynamics seem less damaging than the threat of generics for drug makers. In fact, the rapid
pace of innovation represents an opportunity to gain exposure to very promising companies in
this field. The higher average p/e of stocks in the Equipment sector is justified, in our view, by its
faster growth.

Why now? Following years of outperformance, Healthcare Equipment's returns fell into line with
those of Pharmaceuticals about a year ago. Current levels are reasonably attractive, being
roughly in the middle of the range of the past 12 months. Given the length of the market's
consolidation, plus the renewed push in Congress to lower healthcare costs, we think now is a
good time to gain exposure to a sector that has stronger long-term prospects than Pharma. We
therefore buy the XHE ETF against the IHE ETF this week.

Macro Strategy | 22 May 2019



TS Lombard

Current trade recommendations

Date Entry

Theme / Trade opened level Last P&L Target

Risk hedges

Long VIX September call spread 10-Apr-19 11 1.2 0.06

Stop Original rationale /comment

Equity mkts discount trade w ar de-escalation and policy easing; risk of a correction

Long USD/CNH 10-May-19 6.85 6.94 1.26% Hedge against further trade w ar escalation
Chinaleading the bounce
Long EEMvs SPY 24-Apr-19 -5.54% Foreign (Chinese) grow th likely to outperform US

Dollar diversification
Long AUD/USD 3m call spread 17-Apr-19 0.26% 0.06% -20bp
Short USD vs EUR, CAD, RUB, KRW  3-Apr-19 -1.2%

Falling vol. stable CNY, China stimulus, iron ore and positioning

Reserve diversification, seasonals and improving China sentiment

Idiosyncratic risk trades
Long XHEvs IHE 22-May-19 0.0%

Strong sales growth in HC Equipmt; pressure on Pharmato lower prices

Bold indicates new trades or changes made this w eek.
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Model portfolio metrics since inception

Portfolio HFRI Global Macro

Since Inception return 19.76% 6.00%
Annualized Return 3.07% 0.98%
2016 -4.89% 0.14%
2017 9.67% 2.47%
2018 2.98% -3.48%
YTD 0.19% 3.92%
MTD -0.05%

Volatility (ann.) 4.33% 3.98%
Sharpe ratio 0.39 -0.08
Sortino ratio 1.28 0.40
Alpha (12m, vs HFRI) -0.13%

Beta (12m, vs HFRI) -0.14

Corr (12m, vs HFRI) -0.19

Corr (12m,vs MSCI World) -0.12

Corr (12m, vs JPM GBI) -0.03

Max draw dow n (12m) -3.03% -2.78%

* Calculated using excess returns & monthly volatility
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Best and worst trades - last 12 months

Best and worst performing trades of last 12 months

Best Contrib. (bp)
Long BRL / MXN (17-Oct-18) 55
US 2s10s steepener (07-Nov-18) 48
Long US Consumer Disc. (09-May-18) 43
Short MSCI EM / long MSCI DM (1-Aug-18) 39
Fed Funds Futures Oct19 (23-Jan-19) 29
Worst Contrib. (bp)
Short Brent /WTl spread (19-Sep-18) -70
Long 1y10y USD 2.9% payer (28-Nov-17) -54
Long EUR / short GBP, CHF, AUD, USD (04-Oct-17) -44
EUR/USD Call Spread (16-May-18) -42
Long EUR / short AUD (03-Oct-18) -38
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Disclaimer

This report has been issued by Lombard Street Research Financial Services Limited. It should not be
considered as an offer or solicitation of an offer to sell, buy, subscribe to or underwrite any securities or any
derivative instrument or any other rights pertaining thereto (“financial instruments”) or as constituting
advice as to the merits of selling, buying, subscribing for, underwriting or otherwise investing in any financial
instruments. This report is intended to be viewed by clients of Lombard Street Research Financial Services
Limited only. The contents of this report, either in whole or in part, shall not be reproduced, stored in a data
retrieval system or transmitted in any form or by any means, electronic, mechanical, photocopying,
recording or otherwise without written permission of Lombard Street Research Financial Services Limited.

The information and opinions expressed in this report have been compiled from publicly available sources
believed to be reliable, but are not intended to be treated as advice or relied upon as fact. Neither Lombard
Street Research Financial Services Limited, nor any of its directors, employees or agents accepts liability
for and, to the maximum extent permitted by applicable law, shall not be responsible for any loss or damage
arising from the use of this report including as a result of decisions made or actions taken in reliance upon
or in connection with the information contained in this report. Lombard Street Research Financial Services
Limited does not warrant or represent that this report is accurate, complete or reliable and does not
provide any assurance whatsoever in relation to the information contained in this report. Any opinions,
forecasts or estimates herein constitute a judgement as at the date of this report based on the information
available.

There can be no assurance that future results or events will be consistent with any such opinions,
forecasts or estimates. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied is made regarding future performance.
This information is subject to change without notice, its accuracy is not guaranteed, it may be incomplete
or condensed and it may not contain all material information concerning the company and its subsidiaries.
The value of any securities or financial instruments or types of securities or financial instruments
mentioned in this report can fall as well as rise. Foreign currency denominated securities and financial
instruments are subject to fluctuations in exchange rates that may have a positive or adverse effect on the
value, price or income of such securities or financial instruments. Certain transactions, including those
involving futures, options and other derivative instruments, can give rise to substantial risk and are not
suitable for all investors. This report does not have regard to the specific instrument objectives, financial
situation and the particular needs of a client. Clients should seek financial advice regarding the
appropriateness of investing in any of the types of financial instrument or investment strategies discussed
in this report. Lombard Street Research Financial Services Limited may have issued other reports that are
inconsistent with, and reach different conclusions from, the information presented in this report. Lombard
Street Research Financial Services Limited is Authorised and Regulated by the UK Financial Conduct
Authority. FCA Firm Reference Number: 502674.

Registered Office: 9 Cloak Lane, London EC4R 2RU. Registered in England No. 6862824
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