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Nr. 58 — Wounded in Action

ounded in Action ( WIA ) describes combatants who have been wounded while fighting in a combat zone during
artime but have not been killed. Is Huawei now, in the trade war statistics, appearing in this category ? The
company saw key executives arrested, it got excluded from 5G telco infrastructure and mobile sales by some
operators, it is no longer getting Android operating system licences from Google for its phones and now, as of this
Thursday morning, the company sees the UK chipmaker ARM withdrawing its key tech licence for the processors
widely used in Huawei phones. To us, it appears the soldier Huawei is not only lightly wounded but needs an
immediate evacuation by helicopter from the war zone. And a big aircraft would probably be required as Huawei is
one of the biggest technology companies in the world with revenues slightly below Microsoft's.

This example clearly shows that the current trade war is much more than just a sabre rattling between Donald
Trump and Xi Jinping to negotiate a good trade deal. It is also the case of Mr. Trump showing his power (which
should not be underestimated) and a rally to win the next US presidential election under the
banner “Make America Great Again”.

In its leader this week, the Economist compares the current trade war to a new Cold War that eventually brought
the Soviet Union to its knees. However this time around, and unlike in the Cold War, the risk of economic
collateral damage is substantial as the world economies have changed due to globalisation and supply chains have
become much more integrated. The Soviet-American trade in the late 80’s represented 2 bn USD in value of
goods and services a year while the trade between America and China represents 2 bn USD a day ! ( source: The
Economist, Leader, May 18", A new kind of cold war).

The term of War is in our opinion not exaggerated as we suspect that the main strategic goal for USA is to
curb the rise of China and to preserve the country’s role as the dominant superpower. The collateral damages
of the current trade war are the benefits of globalisation. Goldman Sachs has measured the benefit of
globalisation on the net profit margins of US companies: lower sourcing costs, hence lower cost of goods sold
have contributed to almost ¥2 of the margin increase over the last 15 years ( left hand graph ). A good part of this
lower COGS is the result of globalisation.

Chart 26: Globalization has been a big contributor to S&P500 net margin Chart 27: Amodestdrop in the Chinese GDP growth rate would prevent
expansion in the past 15 years China from surpassing the US economically and militarily for decades
2017 margin expansion w aterfall US and China nominal GDP growth scenarios
12% - 108% 19 1n
, +1.0% n$
10% - 04% 040 04% +1.1% - United States
8% | 76% e N | 80 4 China scenario 1: status quo (8% nominal GDP growth)
6% - China scenario 2: lower growth (6% nominal)
» (7 piadonoe China scenano 3: much lower growth (4% nominal)
4% - .
2% -
0% A '
9504 Lower Higher Higher Higher Lower Lower Lower 2017
Net CGS D8A SGEA R&D Int  Other Taxes Net 20 4
Margin Exp. Exp Margin

Source: FactSet, BofA Merrill Lynch US Equity & US Quant Strategy - T T T T T T T T
2000 2005 2010 2015 2020 2025 2030 2035 204(

Source: IMF, BofA Merrill Lynch Global Researchestimates

The following note gives the opinion of the Investment team at the time of the publication. Please refer to important notice at the end of the document.



European
Capital
Partners

Friday Morning Coffee Nr. 58 — Wounded in Action

The political focus of the Trump administration is however on the graph on the right side. If the US, due to the
trade war, is able to bring down the growth rate of the Chinese economy by a couple of percentage points, the
US will keep its economic status as N°1 economic power for many years to come, at least for the next Presidential
term.

In our opinion, it would be naive to conclude that Trump will let go easily and withdraw from the trade battle-
field without major concessions from China. It would also be naive to conclude that China will abandon its
project to become a superpower. The risk we have is that we are in for more battlefield action till the damages
are high enough to force both parties to compromise.

What does this mean for our European value portfolio ? First, investor sentiment could remain subdued for as
long Twitter messages hit the headlines or Chinese companies are being attacked. Secondly, certain sectors like
the automotive industry will continue to be under fire as the attention of the US will turn at one stage to that
corner. We have currently only 1 investment left in that space namely the German Duerr.

The opportunity lies in the fact that high noise levels and investor uncertainty leads to mis-pricings in the
stock market as good, solid businesses are being sold down with the market or simply due to their lower
liquidity. This creates opportunities for the long term contrarian and disciplined investors we are : so no time
to take a nap on the battle field.

| wish you a nice weekend,

Léon Kirch, CFA
Partner & Chief Investment Officer
May 24", 2019
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