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Portfolio strategies to cope
with trade tensions

Escalating global trade
tensions can affect regions and
asset classes differently. The
investment experts at Principal
Global Investors examine what
strategic steps you can take
to help insulate your investment
portfolio.

• 	
Broader effects. These are felt through the complex
global supply chains that many firms have built up
over the last 40 years. Domestically built goods may
have components imported from half a dozen or more
countries. In this category, it’s the trade restrictions on
input materials that tend to have the most influence:
steel, aluminum, and the like.
• 	
Increased inflation. Companies vary in how much
of the tariff-influenced cost increases they’re able
to pass along to consumers in the form of higher
prices. That variability can impact how much inflation
is injected into the system as a trade war escalates.
Additionally, if inflation expectations build, the Federal

The big picture
Seema Shah – senior global investment strategist
Principal Global Investors
The interconnected nature of modern global business
and financial markets makes it almost impossible to
completely remove the effects of trade tensions from an
investment portfolio, but there are some strategic ways
to add insulation and dampen the effects.
To uncover those options, I look at the three main ways
trade development can affect investments:
• 	
Direct effects. These are the sectors, industries, or

Reserve may also have to respond with sharper
monetary tightening.
In general, the hardest pill for investment markets to
swallow is increasing uncertainty in the tone of global
trade discussions and the doubt it introduces into
business and consumer sentiment. Investment markets
like certainty, and as the Trump administration
moves to change a global trade regime that’s been
essentially stable for decades, markets are going to
react with volatility.
To help reduce volatility and lend some certainty to
portfolios, I’m looking for areas with defensive
characteristics around global trade tensions, and

companies that will be directly affected by tariffs

assets and sectors that can minimize the direct and

or quotas.

indirect factors.
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Investment markets like certainty, and as the Trump administration
moves to change a global trade regime that’s been essentially stable
for decades, markets are going to react with volatility.
Seema Shah | senior global investment strategist at Principal Global Investors

Right now, a few of the areas I’m looking at for

supply networks, which limits the exposure to inputs

insulation are U.S. small-cap stocks, municipal bonds,

subject to tariffs. And where U.S. small-caps have

and real estate. As the situation currently stands, the

overseas operations, those tend to supply the local

U.S. economy is relatively well insulated from trade

market, so exposure to tariffs is limited there, too.

escalations. These are the types of assets that could

•	
Earnings effects. The recent U.S. tax break on

benefit from that insulation.

repatriation of foreign earnings won’t have much
impact on small-caps, but the lower rates and other

U.S. small-cap equity

changes will mean that small-cap companies are

Phil Nordhus – portfolio manager

getting a bigger bang for their buck. The deregulatory

Principal Global Equities

environment also disproportionately affects small-cap
companies, where the costs of compliance are a bigger

U.S. small-cap stocks benefit from a combination of

proportion of their bottom lines than with larger

domestically focused revenues, benefits from recent

companies. Specifically, within the financial sector,

tax-law changes, and a more favorable regulatory

we’re likely to see a more even playing field.

environment.
•	
Domestically focused. For investors concerned about
trade tensions, we believe U.S. small-caps offer some
cover from the direct trade tensions. Looking at a

Municipal bonds
James Welch – portfolio manager
Principal Global Fixed Income

diverse universe of stocks like the MSCI All Country
World Index, on average, U.S. small-cap companies get

Municipal bonds are often seen as a safe haven in times

only around 21% of their sales from outside the United

of uncertainty. Also referred to as munis, these are fixed

States. U.S. large-cap companies are closer to 40%.

income securities issued by state or local municipalities.

This means that, compared to a large-cap company,

Normally, investors are attracted by the high quality and

the average small-cap company has half the exposure

diversification munis can provide, but with rising trade

to non-U.S. markets that could be potential sources of

tensions, munis can gain some additional luster.
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trade tensions, tariffs, or quotas. For U.S. small-caps,
this also means that around 80% of their revenues
come from U.S. customers, which may help them
weather any global trade fluctuations.
•	
Smaller size and scope. U.S. small-cap companies are

•	
Diversification. Munis can help add diversification to
a portfolio because of their lack of correlation with
other types of assets. You’re going to see negative
correlations when you compare returns of municipal
bonds with U.S. equities or U.S. high yield bonds. That

also somewhat insulated from the broader effects of

lack of correlation helps mitigate portfolio volatility.

escalating trade tensions because of their business

Right now, we’re seeing the lowest volatility in

models. Small-cap companies tend towards domestic

benchmark muni yields since 2010.

Source: MSCI, as of June 30, 2018
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•	
Domestic focus. We look for bonds tied to domestic

returns since 1978 been about half of that in equities

demand: assets like utilities, toll bridges, hospitals, and

and fixed income. And real estate is also a good source

highways. These don’t depend on imports or exports

of current income, which generally hasn’t been affected

or face any kind of offshore replacement, so they help

by volatility. Having a nice stable set of income returns

protect the asset class from increasing trade tensions.

can give investors a further degree of insulation.

• Active management. There’s a potential for

•	
Multiple ways to access. Investors can also gain U.S.

repercussions in the muni space if a trade war escalates

real estate exposure through liquid, publicly traded real

and extends. At some point tariffs and quotas can

estate stocks and real estate investment trusts (REITs).

start affecting state and local governments. If there’s a

Most of the fundamental factors behind direct real

tariff on soybeans, and your state exports soybeans to

estate’s attractiveness also hold for REITs. Many sectors

China, then eventually you’ll start to see some effects

own exclusively domestic assets and offer low economic

through lower tax revenues. Similarly, coastal ports,

sensitivity to global trade issues. And while REITs exhibit

another issuer within the muni space, can be affected

some volatility like equities, on average, the beta* on

if the level of global shipping is affected. When a trade

REITs has been about 40% less than that of overall

war breaks out, you’ll first see other beta assets take

equities. This means adding REITs can potentially lower

the initial brunt. The effects on munis would then tend

the overall equity beta of your portfolio.

to lag other asset classes. That said, because we tend to
overweight these domestic-demand assets, we’re able
to avoid some of that eventual impact as well.

• Unanticipated inflation. If escalating tariffs begin to
raise prices and stoke inflation, new development will
reflect the higher cost pressures and could help protect

We’re also examining the various fronts where a U.S.

a portfolio by offsetting some of the unexpected

trade war could play out. Trade disputes with Canada and

inflation. Another additional benefit would be the curb

Mexico are the bigger issue because of the higher volume

on new supply if cost pressures via imported inflation

of trade with those NAFTA partners. But, because we’re

start to build. One important consideration in real

actively researching those connections and managing

estate investing is replacement cost analysis, which

the portfolio, we feel that we’re able to stay ahead of

looks at the value of a property through the lens of

the problems.

what it would cost to build something similar from the
ground up. Increased costs for new construction may

Real estate
Indraneel Karlekar – senior managing director
of global research and strategy

make such a replacement cost analysis less favorable to
new development and help support values of existing
real estate and REIT assets.

Principal Real Estate Investors
Commercial real estate has defensive characteristics that
may help shield investors from some volatility in times of
uncertainty.
•	
Volatility, diversification, and current income. Since
1980, U.S. real estate has been negatively correlated to
U.S. bonds and only modestly correlated to U.S. stocks.
That means that adding relatively illiquid real estate can
help add diversification to a portfolio during periods of

You can find the latest insights on our website,
principalglobal.com, and by following Principal
Global Investors on LinkedIn.

market volatility. Plus, the volatility of real estate total

Expressions of opinions and predictions are are subject to change without notice. There is no assurance that such events or prospections will occur and actual
condition may be significantly different that than that shown here. Investing involves risk, including possible loss of principal. E
 quity investments involve greater
risk, including higher volatility, than fixed-income investments. Fixed-income investments are subject to interest rate risk; as interest rates rise their value will
decline. Potential risks inherent to owning and investing in real estate, include: value fluctuations, capital market pricing volatility, liquidity risks, leverage, credit
risk, occupancy risk and legal risk.
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Disclosures
Unless otherwise noted, the information in this document has been derived from sources believed to be accurate as of July 2018.
Information derived from sources other than Principal Global Investors or its affiliates is believed to be reliable; however, we do not
independently verify or guarantee its accuracy or validity. This material contains general information only and does not take account of
any investor’s investment objectives or financial situation and should not be construed as specific investment advice, recommendation
or be relied on in any way as a guarantee, promise, forecast or prediction of future events regarding an investment or the markets in
general. The opinions and predictions expressed are subject to change without prior notice. Any reference to a specific investment or
security does not constitute a recommendation to buy, sell, or hold such investment or security, nor an indication that Principal Global
Investors or its affiliates has recommended a specific security for any client account.
Subject to any contrary provisions of applicable law, Principal Global Investors and its affiliates, and their officers, directors, employees,
agents, disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason
of negligence) for errors or omissions in this document or in the information or data provided in this document.
Past performance is no guarantee of future results and should not be relied upon to make an investment decision. Investing involves risk,
including possible loss of principal.
Asset allocation and diversification do not ensure a profit or protect against a loss.
Small and mid-cap stocks may have additional risks including greater price volatility.
Fixed-income investments are subject to interest rate risk; as interest rates rise their value will decline.
Real estate investment options are subject to some risks inherent in real estate and real estate investment trusts (REITs), such as risks
associated with general and local economic conditions. Investing in REITs involves special risks, including interest rate fluctuation, credit
risks, and liquidity risks, including interest conditions on real estate values and occupancy rates.
All figures shown in this document are in U.S. dollars unless otherwise noted.
This document is issued in:
• The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.
• Europe by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London EC2V 7JB, registered in England, No. 03819986,
which has approved its contents, and which is authorized and regulated by the Financial Conduct Authority.
• Singapore by Principal Global Investors (Singapore) Limited (ACRA Reg. No. 199603735H), which is regulated by the Monetary
Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities and Futures Act (Chapter 289).
• Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, AFS License No. 225385), which is regulated by the
Australian Securities and Investment Commission and is only directed at wholesale investors (as defined in sections 761G and 761GA of
the Corporations Act).
• This document is issued by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and
authorized by the Dubai Financial Services Authority as a representative office and is delivered on an individual basis to the recipient
and should not be passed on or otherwise distributed by the recipient to any other person or organization. This document is intended
for sophisticated institutional and professional investors only.
• Switzerland by Principal Global Investors (Switzerland) GmbH which is authorized by the Swiss Financial Market Supervisory Authority
(“FINMA”).
• In Europe, this document is directed exclusively at Professional Clients and Eligible Counter-parties and should not be relied upon
by Retail Clients (all as defined by MiFID II). Principal Global Investors is a global asset management company and strategies may
be accessed from entities other than that which is issuing this document. Clients that do not directly contact with Principal Global
Investors (Europe) Limited (“PGIE”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct
Authority, including those enacted under MiFID II. Further, where clients do contract with PGIE, PGIE may delegate management
authority to affiliates that are not authorized and regulated within Europe and in any such case, the client may not benefit from all
protections offered by the rules and regulations of the Financial Conduct Authority, including those enacted under MiFID II.
• India by Principal Pnb Asset Management Company Private Limited (PPAMC). PPAMC offers only the units of the schemes of Principal
Mutual Fund, a mutual fund registered with SEBI.
• Hong Kong by Principal Global Investors (Hong Kong) Limited, which is regulated by the Securities and Futures Commission and is
directed exclusively at professional investors as defined by the Securities and Futures Ordinance
*Beta - a measure of the covariance of returns of a security or a portfolio in relation to a market index.
This material is not intended for distribution to, or use by any person or entity in any jurisdiction or country where such distribution or
use would be contrary to local law or regulation.
Expressions of opinions and predictions are accurate as of the date of this communication and are subject to change without notice. There
is no assurance that such events or prospections will occur and actual condition may be significantly different than that shown here.
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Disclosures
本書は情報の提供のみを目的として作成されたものです。本書中の情報は、弊社及びプリンシパル・
ファイナンシャル・グループの関連会社において信頼できると考える情報源に基づいて作成していま
すが、適用法令にて規定されるものを除き、本書中の情報・意見等の公正性、正確性、妥当性、完全
性等を保証するものではありません。本書中の分析、意見等はその前提が変更された場合には、変更
が必要となる性質を含んでいます。本書中の情報は、弊社の文書による事前の同意が無い限り、その
全部又は一部をコピーすることや配布することは出来ません。
また、本書中の情報はあくまでも投資に関する一般的なものであり、投資に関する完全な情報が記載
されているものとして依拠されるべきではありません。 本書中の情報は貴社の投資目的、特定な
ニーズ、または財政状況を考慮したものではありません。投資判断をする前には、その投資がお客様
の投資目的、特定なニーズ、および財政状態にとって適切であるかをご検討ください。
MSCI指数は、MSCIが開発した指数です。当指数に関する著作権、およびその他知的財産権はMSCI
に帰属しており、書面による許諾なしにデータを複製・頒布・使用等することは禁じられておりま
す。MSCIおよびその関係会社は、データの独創性、正確性、完全性、商品性、使用目的への適合性
について保証するものではなく、当指数の使用に伴ういかなる責任を負いません。
記載の内容は過去の実績値であり、将来を約束するものではありません。
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