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Trade war and the rethinking of supply chains

The trade war between the U.S. and China has become a key defining element
in the markets and one of the short-term decelerating factors of global
economic activity. Tariffs have made it more costly for companies to source
production inputs from traditional low-cost manufacturers such as China, thus
pushing companies to “rethink” their supply chains. In addition, the increased
political uncertainty surrounding trade policy has caused companies to pause
and reconceive their strategic and production planning processes. When
structural changes such as the reshaping of supply chains occur, it is normal to
expect deceleration in economic output.

However, we stress that a slowdown in economic activity does not necessarily
mean that a recession is on its way. The factors that signal a recession are still
not flashing in their totality, and U.S fundamentals are still looking strong.
When it comes to recession signals in the U.S., it will be important for investors
to monitor what happens in specific sectors of the economy, specifically the
manufacturing sector. When it comes to understanding how much longer this
long economic cycle can last, the most important variable to monitor for GDP
will be the | (for Net Investments or Net CAPEX).

Global threats and economic slowdown

Investors have had to grapple with the uncertainty of whether Trump and Xi
Jinping will strike a trade deal in the coming months or if retaliatory tariffs will
escalate. The geopolitical environment is becoming more complex by the
second, and financial markets are responding accordingly. We are living in a
world where polarized U.S. political institutions, Brexit, trade wars, and a global
rise of populism and nationalism are breaking up the world into separate
segments that used to be interconnected.

Investors have also had to cope with worrying signals about the durability of
the global economic expansion. The global economic slowdown adds further
complication to the reality faced by decision-makers at companies around the
world. The International Monetary Fund (IMF) now projects a 3.5% growth rate
worldwide for 2019 and 3.6% for 2020. These are, respectively, 0.2 and 0.1
percentage points below the IMF’s last forecasts in October — the second
downturn revision in three months. China is the protagonist of this story as well.
Last year, China’s economic growth dropped to its slowest annual rate in almost
three decades. The trade war with the U.S. and Beijing’s end on a debt-heavy
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Companies have started to reshuffle their
global supply chains due to the U.S.-China
trade war and its consequences. This is
causing global economic activity to slow
down in the short term.

Despite the economic deceleration, fears
of an imminent recession are unfound.
U.S economic fundamentals are still
looking strong, and there has never been
a global recession without a U.S. one.

There are still challenges ahead, reason
why we think an increase in capex will be
key for the sustainability of a prolonged
business cycle. For recession monitoring,
investors should pay close attention to
economic indicators, especially those of
the manufacturing sector.

We recommend investors to stay invested
and diversified, maintaining at least a 10%
allocation to cash and short-term fixed
income. Alertness will be important as
investors are likely to witness more
volatile “late cycle” markets, which we
believe will still have a decent
performance during this calendar year.
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advisor or ideas@bigsurpartners.com



mailto:ideas@bigsurpartners.com

>m»:—}«o

The Thinking Man’s Approach

corporate spending program impacted Chinese companies and consumers. In addition, China is going
through its own internal transformation. The second largest economy is moving from a manufacturing-
driven economy to a consumer-driven economy — from being the global production powerhouse to the
biggest consumer in the world. Just as China is suffering an economic deceleration because of structural
changes in its economic model, the global economy is slowing down because of the structural
modifications that global supply chains are undergoing as a result of the current geopolitical dynamic. The
guestion now is how will the world economy deal with all of these changes?

“Localizing” of supply chains reduces short term output

As a result of increased trade tensions, companies and investors have been paying more attention to
supply chains. According to Barron’s, companies are talking more and more about their supply chains in
their earnings calls. During Q3, companies mentioned supply chain 1,271 times — a 55% jump from the
quarter’s previous five-year average.

Because of tariffs, a large amount of U.S companies have seen their costs increase due to the geographic
layout of their supply chains. The consequent reassessment of global supply chains has resulted in a
phenomenon known as “localizing”, which is the concentration of supply chains in local regions rather
than the global arena. This process inevitably leads, at least in the short term, to a slowdown in global
economic activity due to higher production costs as well as production bottlenecks that affect both supply
and demand.
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companies given that they were becoming more reliant on different sourcing locations and their
idiosyncratic geopolitical dynamics. With the arrival of Trump’s MAGA and “Buy American” policy
programs, it became more imperative for corporations to “localize” their supply chains in order to counter

rising tariffs.

Companies that are heavily exposed from an operational standpoint to tariff-prone countries (such as
China) are now reconsidering new countries for sourcing. Some companies, such as power tool giant
Techtronic, are keeping China as an important part of their supply chain while they ramp up production
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in other low-cost countries. Other companies are planning and executing supply chain moves. For
example, Google’s hardware maker Flex is looking to relocate its production centers to Mexico or
Malaysia.! Stanley Black and Decker has been speeding up plans to produce hand tools in the U.S. If
companies start to slow down their production in order to accommodate changes to their supply chains,
global economic growth and corporate earnings growth could be affected negatively, especially during
the short term.

Manufacturing and technology: key examples of how trade war affects supply chains
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Apple would have to not only reconsider changes in cost efficiencies and pricing, but also to analyze the
changing geopolitical dynamics that would affect any new supply chain.

Geopolitical rivalry is gripping trade-sensitive industries such as manufacturing and technology. The
consequences of a trade war will make the production of manufactured and high-tech products more
expensive and complex, thus straining the capital flowing into those sectors. Moving supply chains is a
challenging task and could be a costly one. For example, from a labor perspective companies would have
to relocate or hire new human capital with specialized knowledge. This disruption, although a short-term
one, could lead to a decrease in collaboration and knowledge flow, thus resulting in reduced innovation.
This will hurt not only tech and manufacturing companies, but also companies that depend greatly on
those two sectors for their operations. The disruption of complex, integrated supply chains hinders the
operations of companies around the world, hence creating a slowdown in economic activity. New
investment opportunities might be created in new locations, as companies move operations to other
countries. However, in the meantime, deceleration of growth and uncertainty will arise as companies
recalculate their steps.

Deceleration does not equal recession

The rising concern over global companies’ vulnerability to extended supply chains might lead to a
restructuring of the whole global trade system. Consequentially, researchers have come up with the

1 “As Tariffs Hit, Supply Chains Become a Hot Topic for Investors.” Barron’s. November 10th, 2018.
2 “US-China trade war prompts rethink on supply chains.” Financial Times. September 314, 2018.
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concept of “Slowbalization” — the idea that globalization has slowed down and transformed into a more
trans-regional phenomenon. Although there are positive consequences to more integrated regions, such
change will slow down global economic activity while companies localize their supply chains and stabilize
again their operations.

Nonetheless, this deceleration does not mean that a recession is imminent. According to Strategas, there
has never been a global recession without the U.S. economy suffering one. The factors that signal a
recession in the U.S. are still not flashing and the U.S economic landscape is still looking favorable.
Strategas argues that six economic leading indicators are showing that this business cycle still has some
time left: nonfarm payrolls are still growing, labor share of GDP has not bottomed, wage growth is below
the 4% YoY threshold, the 2-10 yield curve has not inverted yet, consumer confidence is recovering from
its late 2018 drop, and PMIs are not looking weak despite recent deterioration. When it comes to
recession signals, it will be important for investors to monitor these leading indicators, especially those
related to sentiment in the manufacturing sector.

Although a recession is not imminent and we are not as “late-cycle” as some headlines might suggest,
there are still challenges ahead. For example, data from the auto, housing and manufacturing sectors are
still source of worry for investors. We agree with Strategas that it will be key for the U.S. economy to see
a significant increase in capex during 2019. If the U.S. economy becomes capex-driven this year, we would
see the much needed rise in productivity that will help prolong the business cycle in a sustainable manner.
In the meantime, given the uncertain global market backdrop, we suggest being patient and diversified in
a time where volatility might become the norm.

BigSur View

The world is facing an economic slowdown in the short term due to the reassessment of global supply
chains caused by trade war concerns. Companies who are rethinking their production schemes are looking
to counter rising costs associated with tariffs and a more uncertain geopolitical environment.
Nonetheless, this deceleration does not mean that a recession, specifically a U.S. one, is in near sight.
Leading economic indicators suggest that the U.S. economic cycle still has some time left — a comforting
message given that a global recession has never occurred without a U.S. economic downturn. Before
getting carried away by recessionary fears, investors should pay close attention to the performance of
specific sectors of the economy, most specifically the manufacturing sector. Considering the length of this
economic cycle and the challenges to be faced in such late stage, it will be key for the U.S. to transition
from a consumer-led economy to a capex-led one in order for this cycle to continue in a sustainable
manner. As the Eurasia Group puts it, the overwhelming majority of geopolitical dynamics that matter are
now headed in the wrong direction and the geopolitical environment is the most dangerous it’s been in
decades. However, they do not expect a crisis yet during 2019. We have a world without leadership, with
world’s decision-makers allowing a broad array of future risks to germinate, with serious consequences
for our collective midterm future. In the meantime, investors should stay invested and diversified,
maintain at least a 10% allocation to cash and short-term fixed income, and stay alert as they witness
more volatile “late cycle” markets, which we believe will still have a decent performance during this
calendar year.
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Important Disclosures

This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only
and are not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC
(“BigSur” or the “Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any
given situation. Certain information included in this article was based on third-party sources and, although believed to be reliable, it has
not been independently verified and its accuracy or completeness cannot be guaranteed. Any statements regarding future events
constitute only subjective views or beliefs, are not guarantees or projections of performance, should not be relied on, are subject to
change due to a variety of factors, including fluctuating market conditions, and involve inherent risks and uncertainties, both general and
specific, many of which cannot be predicted or quantified and are beyond our control. Future results could differ materially, and no
assurance is given that these statements are now or will prove to be accurate or complete in any way. This article may include forward-
looking statements. All statements other than statements of historical fact are forward-looking statements (including words such as
“believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that the expectations reflected in such
forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be correct. Various factors
could cause actual results or performance to differ materially from those discussed in such forward-looking statements. BigSur shall not
be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any liability,
including incidental or consequential damages, arising from any errors or omissions.
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The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This
article is not intended to provide personal investment advice and it does not consider the specific investment objectives, financial
situation and the needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all
predictors of future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or
products referenced BigSur believes may present opportunities for appreciation over the subsequent time periods. BigSur closely
monitors securities discussed and client portfolios and may make changes when warranted because of evolving market conditions. There
can be no assurance that the securities and performance included or referenced in the article will remain the same and investment
strategies, philosophies and allocation are subject to change without prior notice. Specific securities or companies identified and
described may or may not be held in portfolios managed by the Adviser and do not represent all the securities purchased, sold, or
recommended for advisory clients. The reader should not assume that investments in the securities identified and discussed were or will
be profitable. BigSur may change its views on these securities at any time. There is no guarantee that, should market conditions repeat,
these securities will perform in the same way in the future. Any referenced securities and their respective returns reflect the
reinvestment of income and dividends, but do not consider trading costs, management fees, and any other applicable fees, expenses,
and various factors including account restrictions, guidelines, the timing of investments, and cash flows that may affect the investor’s
actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and expenses.
Hypothetical performance results may have inherent limitations.

The returns and references to the S&P 500 Index, MSCI USA Index, and MSCI World ex USA Index are provided for informational purposes
only. The S&P 500 Index is a market-capitalization weighted index containing the 500 most widely held companies chosen with respect
to market size, liquidity, and industry. The index is calculated on a total return basis with dividends reinvested. The MSCI USA Index is
designed to measure the performance of the large and mid-cap segments of the US market. With 626 constituents, the index covers
approximately 85% of the free float-adjusted market capitalization in the US. While the MSCI World ex USA Index captures large and
mid-cap representation across 22 of 23 Developed Markets (DM) countries*--excluding the United States. With 1,016 constituents, the
index covers approximately 85% of the free float-adjusted market capitalization in each country. The S&P 500 Index, MSCI USA Index,
and MSCI World ex USA Index were selected are referenced to allow for comparison of the performance of certain market conditions to
well-known and globally recognized indices. Comparisons to indices in this material have limitations because indexes have volatility and
other material characteristics that may differ from the referenced strategy or security. In addition, the volatility and securities of the
indices may be materially different from that of an investor. Therefore, actual performance may differ substantially from the
performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a different
composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.

Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk
tolerances. Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security
or financial instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by
the Federal Deposit Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate
and, in some cases, investors may lose their entire principal investment. Past performance is not indicative of future results. This
information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.



