3

ooo]

00
J
N

CDZ INDOSUEZ

— WEALTH MANAGEMENT

ClO PERSPECTIVES

7 February 2025

“Tariff Man” (Episode 1): Hit first, discuss later

The “Tariff Man” show has commenced, and the art of negotiation tactics goes beyond economist’s
comfort zone. Indeed, we can not predict the next step, but we can learn from the past and interpret the
market’s reaction function. As we delve into the facts and financial implications, it's crucial to keep an eye
on the endgame. Episode 2 hints at Europe being the next target—but this will not be the same ball game.
We remain positive and invested in the stock markets, especially in the United States.

1-The facts

On 4 February 2025, the American administration launched an initial salvo towards countries from which it seeks
concessions. Over the weekend, President Trump signed a series of decrees imposing tariffs of 25% on Mexican
and Canadian imports (excluding oil, which will be taxed at 10%) and an additional 10% on current tariffs on
Chinese imports. This executive power is being utilised in the context of the opioid crisis, but the negotiations he
is initiating with these countries cover much broader issues.

The implementation of the Mexican and Canadian tariffs has been postponed by one month after their authorities
committed to strengthening the security of their borders with the United States. Chinese tariffs, however, have
come into effect, and China's response has just been announced: Beijing plans to impose a 15% tax on American
Liquified natural gas (LNG) and coal and a 10% tax on crude oil and agricultural equipment.

2 - Financial market reaction limited

The market saw through the Canada/Mexico tariff announcement, with only a limited market correction post
announcement. With the tariff risk to US inflation, the market now only anticipates one cut in rates by the Federal
Reserve (Fed)in 2025 (versus two prior to the announcements). The latter hit stock markets - even if the decline
remained contained - and strengthened the value of the dollar that clearly benefits from a tariff premium. Long-
termyields remained stable.

3 - Fed prolonged wait-and-see approach justified

Theimpact oninflation from a potential tariff war, if it comes to that, is main short-term implication to apprehend.
In the scenario where these tariffs hold, each additional 10% tariff on Chinese imports would add approximately
0.10 percentage points to the annual US inflation rate, as a one-off effect. The 25% tariffs on Canada and Mexico
would each individually add 0.30 percentage points.

On the monetary policy front, Fed Chair Jerome Powell announced in December that he would delay his rate cuts.
We expect he will continue the easing process started in September 2024, but at a later date. Early January,
we also pushed back our estimated terminal rate of 3.5% from end 2025 to 2026. We will also be looking
attentively at financial market and consumer inflation expectations that for now remain anchored, although the
formerreacted sharply to initial tariff announcements. If Trump tariffs are not realised, but uncertainty continues
to cloud corporates for too long, impacting unemployment we could also see the Fed decreasing rates. In this
context the Fed maintains its wait-and- see approach.



4 - Keeping our eye on the endgame

This initial salvo and the current state of negotiations give us a preliminary idea of what to expect from the Trump
administration’s use of tariffs — with all the necessary caution when predicting Donald Trump's actions. A full-
blown tariff war, resulting in uncontrolled escalation and long-lasting tariffs, is likely in no one's interest,
especially not American consumers. It is more probable that Donald Trump aims to apply pressure to negotiate
instead. Negotiate what? As seen in the initial Canadian and Mexican reactions: likely more cooperation in the
geopolitics of immigration and possibly some form of allegiance to his new administration.

Nevertheless, Trump’s aim to relocate manufacturing to the US through tariffs and tax cuts remain key when
interpreting his actions. President Trump announced the 30-day “pause” in Canada tariffs “to see whether or not
a final economic deal with Canada can be structured” this time going beyond the fight against drugs and
immigration. He remains determined to weaken or reevaluate the US dollar, although it remains unclear for now
how he intends to achieve this goal and will not be able to achieve this through tariffs alone. Bottomline while we
believe this initial episode is based on negotiation tactics, we do not underestimate Trump’'s endgame and
possible implementation of tariffs.

Episode 2: Europe?

Donald Trump has repeatedly stated that tariffs on Europe will be proposed “pretty soon”. This however is a
different ball game than with US neighbouring countries. First, Trump has a point. Europe has a trade surplus of
approximately 1% of GDP with the US, an ongoingirritation for Trump. Second, although the average applied tariff
on products from the US (3.95%) is higher than EU products (3.5%), on the automative sector and food sector as
awhole, tariffs are higher for the US: for cars the EU tariff rate is 10% compared versus 2.5% in the US, and there
is an over 3 percentage point difference for the tariff rate on food and beverages. Tariffs are also higher on
chemicals. The European Union (EU) may lose some ground on these areas. However, it has considerable
bargaining power as US exports to GDP (a little over 1%) are considerably lower than Mexico (25% of GDP) and
Canada(20% of GDP), see Chart 1. According to a study from think tank CEPII, US has more strategic dependencies
on EU exports (32 strategic products versus 8 products), notably in the chemicals sector. Finally, the EU and the
US are also both their largest investment partner. The implementation of tariffs against Europe would also be
more complicated, with increased legal challenges than for tariffs on China which are more easily justifiable
through the IEEPA (International Economic Emergency Power Act) that Trump has thus far engaged.
Nevertheless, the EU also has weaknesses, the first being the timing. The EU economy is considerably weaker
than it was in 2017 at the time of first round of Trump tariffs, so this could be the straw the brakes the stalling
economic recovery. Ireland and Belgian chemicals, as well as German and Slovakian auto sectors are most
directly at risk, while the pharmaceutical and chemicals global value chain is also exposed to the US market.
Imposing EU tariffs would thus weaken the already weak EU economy, even if we expected this would prompt the
European Central Bank (ECB) into a front loading of its rate cuts and, if tariffs were significant, could also spur
more action from the German stimulus.

Our positioning

We remain positive and invested in the stock markets, especially in the United States. The current robustness
of the job market and the strength of consumption indicate that the US economy remains strong. Earnings
growth should also accelerate in 2025. Certainly, the impact of the announcements creates a less favourable
environment for activity, and it is likely that expectations of a 14% earnings growth for 2025 are too high.

We entered the year with a more neutral stance on equities, in anticipation of these announcements, we prefer
not to react impulsively. If volatility were to remerge with a less pragmatic Donald Trump, our broad
diversification, particularly through the dollar and bonds, should provide stability to portfolios if stock markets
continue to react negatively.



Chart 1: Market exposure to US trade: it will be harder to “bully” China and Europe (Market exposure to US
exports as a % of total trade and % GDP)
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Source: Bloomberg, Indosuez Wealth Management.

Bénédicte KUKLA
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