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Clash of the Titans

China’s foreign policy was long guided by a doctrine
summed up in 1990 by Deng Xiaoping, its former leader, as
“hide your strength and bide your time”. Last fall, China’s
current leader, “President for Life” Xi Jinping, altered the narrative when he stated “It is time for us to take center stage in
the world and to make a greater contribution to humankind.”
This pivot comes as China’s $12 Trillion economy is nearing
that of the European Union and is approaching the $19
Trillion U.S. economya. Since its entry into the World Trade
Organization in 2001, the Chinese economy has rapidly
grown by becoming an exporting powerhouse.
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Putting tariffs into perspective
The U.S. stock market has seemingly brushed off these
trade concerns as the impact is seen as modest in relation to
recent fiscal stimulus. Between the Tax Cut and Jobs Act
and increased federal spending, the U.S. is expecting nearly
$275 billion in stimulus (1.4% of GDP) compared to the $80 $100 billion impact of higher tariffs currently enacted b. In the
short term, the markets are seemingly discounting the
prospect of a protracted and deep confrontation over tariffs.
However, a replay of the 1930’s Smoot-Hawley tariff war
would certainly be another matter. As the chart below
shows, markets have become accustomed to a long period
of de-escalating tariffs and an opening of global trade.
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So much for hiding and biding.
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Xi is playing the long game with his “China 2050” roadmap
that promises to transform the country into a technologydriven economic power. It’s why the recent trade dispute
reflects a tension greater than just market access and trade
deficits. On a deeper level, the standoff reflects an escalating
economic and military rivalry between a status quo power
(the U.S.) and an ascending one (China).
It’s a clash between two very different systems – one statedirected and one primarily market-driven. A battle for global
influence is in play as the U.S. has long sought to spread
democracy and open markets while China’s ruling
Communist Party is pitching its centralized growth model as
an alternative. This geopolitical tug-of-war will play out over
years and companies will need to adapt as best they can to
the shifting environment.
a. Data Source: World Trade Organization.
b. Forbes, “Trade Dispute No Match for a U.S. Fiscal Stimulus that ‘Dwarfs
Tariffs’”, Kenneth Rapoza, 7/2/18, https://bit.ly/2KIK0CR
c. Bloomberg Businessweek, “After Years of Easing, Meet Quantitative
Tightening”, Alessandro Giovanni Borghese and Christopher Anstey,
7/9/18, https://bloom.bg/2m8pmNB
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Data Source: Charles Schwab & Co., U.S. Census Bureau and U.S.
International Trade Commission, as of 6/18/2018.

Our own sense is that compromise of some sort will be
found in coming months and that a replay of a trade war
from a bygone era will not come to pass.
Central Banks continue to unwind “extraordinary
measures”
In the U.S., the Federal Reserve (Fed) hiked rates during the
quarter as expected to a range of 1.75% to 2.0% and
signaled they may raise rates twice more during 2018
depending on economic and inflationary developments.
Inflation has been relatively contained which allows the Fed
to take a wait-and-see attitude. It is also reducing the size of
its balance sheet by not reinvesting $40 billion of maturing
bonds per monthc.
Meanwhile, in Europe, the European Central Bank (ECB) will
slow its purchases of bonds to $15 billion per month in the
fourth quarter but is not expected to lift rates. The ECB’s
long-time president, Mario Draghi of Italy, will end his eightyear term in October 2019. Expect to hear more about his
successor in coming months as many see Jens Weidmann
of Germany as the most likely successor. Weidmann has
been a critic of the extended quantitative easing program.
Coupled with the shifting political environment in Europe, a
perceived upcoming shift in ECB policy could also impact
the markets.

Market moves during the quarter
Rising U.S. interest rates and relatively good economic
growth (compared to the rest of the world), has prompted a
recent rise in the U.S. dollar. Emerging markets, including
China, sold off during the quarter on concerns that export
dependent economies may suffer from a pullback in trade.
Finally, short-term interest rates rose modestly as the market
expects a few more Fed hikes. Longer term rates were
relatively unchanged as the outlook for inflation remains in
check. On the year, bonds of nearly every maturity have
registered slight price declines. The upside is that short-term
bonds now carry higher yields than they have in nearly a
decade.
Banks are in good shape
Since the Great Recession, the Federal Reserve has
conducted annual stress tests of the major banks. This year
the Fed determined that the 35 largest banks were “strongly
capitalized”. With the additional oversight, banks have
become less profitable as the collective profit margin of the
S&P 500 Financials Index has averaged 9.3% from 2008 to
2017 as compared to an average of 13.8% from 2003 to
2007d. Profitability is lower in part because banks are
carrying less leverage. You can see from the chart below that
the debt-to-equity ratio for banks in the S&P 500 is far lower
than in recent years.

Debt to Equity Ratio for S&P 500 Financials Index
(1990-2017)

Takeaway
The market is seemingly looking to find its legs as it
balances strong corporate profitability with concerns over
tightening monetary policy and the specter of disruptions to
an entrenched and efficient global supply chain. We
continue to be neutrally positioned in our Global Asset
Allocation strategies. Recent pullbacks in overseas equity
markets may offer an opportunity to add to those positions.
We don’t foresee a rapid rise in interest rates but are
cautious in our fixed income positioning with a preference
for short-term and high-quality bonds.
In our Dividend Growth strategies, we continue to favor
owning companies that are dynamic and flexible enough to
adjust to changing business conditions. Companies that
can pay a solid and growing dividend suggest they are
operationally strong organizations that reward their owners
with an ongoing cash flow stream.
Wellesley Investment Partners recently surpassed $400
million in assets under management e. We are grateful for
the trust you place in us and will continue to work hard to
earn that trust. We hope that you have a nice summer with
friends and family. If there is anything we can do for you,
please reach out.
Regards,
Richard Sipley, CFA
Chief Investment Officer
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Data Source: Bloomberg. Total return indices unless otherwise stated.
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It has been a long healing process for the U.S. banking
system but the result is a return to a more solid foundation
which should be resilient to future economic shocks.

d. Bloomberg, “Forget Banks and Worry About High Stock Prices”, Nir
Kaissar, 6/29/18, https://bloom.bg/2MOPzw9
e. As of January 31, 2018 Wellesley Investment Partners managed $406.4M
in regulatory assets under management consisting of both discretionary and
non-discretionary assets.

NOTES AND DISCLOSURES
1. Products and services made available through Wellesley Investment Partners, LLC are not insured by the FDIC or any other agency of the United States
or by the Share Insurance Fund and are not deposits or obligations of nor guaranteed or insured by a bank or bank affiliate. These products are subject
to investment risk including the possible loss of value.
2. Wellesley Investment Partners, LLC is a wholly owned subsidiary of Wellesley Bank.
3. This letter 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.
4. Historical performance is not indicative of any specific investment or future results. 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.
5. Investment in securities, including exchange traded products (ETFs and ETNs), mutual funds, and other securities involves the risk of loss.
6. Nothing in this letter is intended to be or should be construed as individualized investment advice. All content is of a general nature. Individual investors
should consult their investment advisor, accountant, and/or attorney for specifically tailored advice.
7. The Quarterly Report is a proprietary publication and the property of Wellesley Investment Partners, LLC. Any reproduction or other unauthorized use is
strictly prohibited. All information contained in The Quarterly Report was obtained from sources deemed qualified and reliable including Bloomberg;
however, Wellesley Investment Partners, LLC. makes no representation or warranty as to the accuracy of the third-party information contained herein.
8. Notable indices shown for illustrative purposes include the S&P 500 Total Return Index, the S&P Midcap 400 Total Return Index (U.S. Midcap Equities),
the Russell 2000 Total Return Index (U.S. Smallcap Equities), the MSCI EAFE Total Return Index (International Developed Market Equities), the MSCI
Emerging Markets Total Return Index (Emerging Market Equities), the Barclays U.S. Aggregate Total Return Bond Index (U.S. Core Bonds), Gold spot
price/troy ounce in U.S. dollars, and the JP Morgan Global Aggregate Total Return Bond Index (International Core Bonds). You cannot invest directly in
an index. Data source: Bloomberg.
9. This report is for the quarter ending June 30, 2018.

