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Trade Tensions: Lingering for
Longer
The potential imposition of further tariffs on imports from
China reaffirms our view that trade tensions will likely linger
for longer. While we still see negotiations as the endgame,
getting there will take longer, leading to increased risks to
business confidence and capex.

Rising impact on global trade: The US has released a proposed list of China's

imports worth US$200bn on which it would look to impose tariffs. Including the

potential retaliatory tariffs by trade partners, the total value of affected goods

could rise to US$461bn, or 2.5% of global trade and 0.5% of global GDP, if these

measures are implemented.

Assessing the impact on US and China: Our estimates suggest that the

cumulative direct impact from the two sets of targeted tariffs (US$50bn and

US$200bn of imports, respectively) on global growth could be around 10-12bp.

For the US, the impact would likely amount to 0.3-0.4ppt, while for China, the

direct impact could lead to a drag of 0.3ppt on growth.

Negotiations still the likely eventual outcome, but a protracted escalatory cycle

is underway: The July 11 announcement by the US reaffirms our view that we are

in a protracted escalatory cycle – as highlighted previously by our Chief US

Public Policy Strategist Michael Zezas. However, we continue to expect

negotiations and de-escalation to remain the end outcome. Indeed, the USTR

specifically pointed out that "the US is willing to engage in efforts that could lead

to a resolution." However, the more protracted the process, the greater the

impact on business confidence and capex, which would in turn weigh on global

growth.

What to watch next? Upcoming key actions to watch include: 1) China's response

and countermeasure; 2) implementation of tariffs on US$16bn of imports from

China (part of the tariffs announced on June 15); 3) next steps related to the

proposed list of tariffs announced on July 11 (likely around end-August as the

public consultation period ends); 4) results of the 232 investigation on auto

imports and any subsequent actions

For important disclosures, refer to the Disclosure Section,
located at the end of this report.
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Global Economics

 
What's new?

On July 11, the US trade representative office published a proposed list on the

US$200bn of imports from China that would be subject to an additional 10% tariff. This

is an additional move to the tariffs on US$50bn of imports announced on June 15, with

regard to the Section 301 investigation.

Given that the US imported about US$500bn of goods from China last year, tariffs

targeting China that have been announced/implemented so far will cover almost half of

all US imports from the country. Compared to the list on US$50bn of imports, which

primarily targeted capital goods, the list released on July 11 covers consumer items as

well such as household electronics. Some materials-related products are also included,

such as leather products. The tariffs will go into effect by early September at the

earliest, as the proposed list is subject to a public comment period.

 
What is the size of global trade affected so far?

The total value of trade affected by US tariffs announced thus far is US$309bn,

equivalent to 1.6% of global trade and 0.4% of global GDP. Including the potential

retaliatory tariffs by trade partners, the total value of affected goods could rise to

US$461bn, or 2.5% of global trade and 0.5% of global GDP.

If the US initiates action on auto imports as well – specifically on European imports –

then the total value of trade affected will be even higher at US$577bn, or 3.1% of global

trade and 0.7% of global GDP.

Exhibit 1: Escalating Trade Tensions: Rising Amount of Global Trade Affected
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What is the likely impact on global growth?

On our estimates, the direct impact on global growth resulting from the two sets of

targeted tariffs (US$50bn and US$100bn of imports, respectively) would rise to 10-

12bp. This include a likely drag on US growth of 0.3-0.4ppt, and a growth impact on

China of around 0.3ppt.

US: A more pronounced impact on growth

For the US, our prior analysis has shown that tariffs on US$50bn of Chinese imports

and retaliatory tariffs on US exports to China would have only a modest negative

impact on US growth of around 0.1ppt. The latest proposed tariffs on US$200bn worth

of Chinese imports and likely retaliatory measures from China would have a more

pronounced impact on growth. Adding this latest round of tariffs could have a

cumulative direct impact of around 0.3-0.4ppt off of US GDP growth.

Secondary channels may be an important amplifier of these direct effects. Financial

market volatility and heightened uncertainty would add to the drag on the US economy,

and potentially in a nonlinear way as trade tensions escalate. For example, financial

conditions have tightened moderately since the beginning of the year – escalating trade

tensions and tariffs that affect a broader range of products and end markets may mean

that financial conditions tighten in a potentially nonlinear way as more tariffs are

introduced. Similarly, uncertainty arising from trade tensions can dampen both business

and consumer activity – a number of recent surveys, including the ISM Manufacturing

and Nonmanufacturing indices for June, have already indicated that worries around

trade are already affecting domestic sentiment, even if trade tensions have not yet had a

materia impact on hard economic data.

Implications for monetary policy remain limited for the near term. As the June FOMC

minutes noted, economic growth remains "solid", but downside risks to the outlook from

trade have risen. We believe that most policymakers still see the upside from fiscal

stimulus counteracting the downside from trade and so the message of gradual removal

of accommodation remains intact. Over the medium term, downside risks to growth and

upside risks to inflation from tariffs would create a conundrum for the Fed, which has to

balance near-term inflation pressures and long-term threats of demand destruction. But

regarding trade tensions thus far, Fedspeak suggests it will take a significant inflation

shock to sway the Fed from its gradual path of policy tightening.

Exhibit 2: Value of Trade Affected: Breakdown by Tariff Rounds

Rounds Tariffs Value of Trade
Impacted (US$bn)

#1 Washing machines and solar panels 10
#2 Steel and aluminum products 72

US$50bn imports from China 50
US$50bn imports from US 50
US$200bn imports from China 200
US$80bn imports from US^ 80
Auto imports from EU 58
Matching tariffs on US imports by EU# 58

Total 577

#3

#4

#5

Source: CEIC, USTR, Morgan Stanley Research. ^Assuming counter tariff by China on US$80bn of imports and other qualitative measures. *Assuming a
matching counter tariff by the EU
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China: Watching downside risks

For China, the direct impact would likely amount to 0.3ppt, while the indirect impact

arising from supply-chain complexities could add a 0.2-0.3ppt drag on growth. This may

pose downside risks to our current base-line growth forecast of 6.4% in 2019 (please

refer to the China Economics section for a more detailed discussion).

 
Negotiations still the endgame, but a protracted escalatory cycle
is underway

The announcement of further tariffs by the US on July 11, is likely to lead to a more

protracted escalatory cycle, with further tariff rounds/other protectionist measures

likely staying on the horizon. As pointed out by our Chief US Public Policy Strategist

Michael Zezas, the duration of these measures should now be measured in quarters, not

weeks. 

We continue to expect negotiations and de-escalation as the end outcome, as both

parties have hinted their respective willingness to engage in further dialogue. The USTR

specifically pointed out in its statement today that "[a]s in the past, the United States is

willing to engage in efforts that could lead to a resolution" – the first time it has stated

so (in statement) with regard to its major tariff actions announced/implemented so far.

Nonetheless, today's announcement suggests that the process toward an eventual

resolution would be more drawn out, keeping trade tensions alive for longer.

As countries (threaten to) impose tariffs and other protectionist measures against each

other, and thus keeping the uncertainty on trade policy alive, the impact on business

confidence could become more substantial over time, which would in turn weigh on the

private investment outlook. In the US, minutes from the Fed's June meeting already

highlighted that corporates "[expressed] concern" on the possible effects of tariffs on

future investment activities, and that "capital spending has been scaled back or

postponed as a result of uncertainty of trade policy" in some areas.

Furthermore, as a larger amount and variety of goods are subject to tariffs, the related

growth impact would likely be amplified through supply-chain channels as two-thirds of

global goods trade are related to global value chains. For example, component suppliers

not directly targeted by trade measures and foreign affiliates with operations in affected

countries will also be affected. Input costs for some US manufacturers are already up

partly because of the tariffs on steel and aluminum imports.

 
What to watch next?

Upcoming key actions to watch include:

China's response and countermeasures;

Implementation of tariffs on US$16bn of imports from China (the second tranche

of tariffs from the action on a total of US$50bn goods announced on June 15);

Next steps related to the tariffs on US$200bn of imports from China (announced

July 11);
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Results of the 232 investigation on auto imports, and any subsequent actions.

Exhibit 3: Key Dates to Watch

Tariffs Date Agenda
July 23 Public written comments due

July 24 Public hearing

July 31 Post-hearing rebuttals due

Likely tariff implementation
Potential retaliatory response from China

August 17 Public written comments due

August 20-23 Public hearing

August 30 Post-hearing rebuttals due
Likely tariff implementation
Potential retaliatory response from China

July 19-20 Public hearing on investigation
Late July / August Likely release of investigation results

October Likely tariff implementation
Auto Imports

US$16bn of
imports from

China
August

September

US$200bn of
imports from

China

Source: USTR, Reuters, Morgan Stanley Research
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China Economics

Robin Xing, Jenny Zheng, Zhipeng Cai

 
What is the potential impact on China's GDP growth?

A more meaningful growth impact if proposed tariffs on US$200bn worth of goods

were to be implemented: The existing US tariffs on US$50bn of Chinese goods would

have a moderate drag of 0.1ppt on China's growth. But we estimate that the direct

impact could rise to 0.3ppt if the proposed US$200bn tariff list (released July 11) is

implemented. Moreover, the indirect impact could be amplified by the interconnected

nature of global trade – our preliminary estimate suggests that this means an additional

drag of 0.2-0.3ppt on China's growth, and would impose a significant downside risk to

our current baseline growth forecast of 6.4% in 2019 (vs. an estimated 6.6% in 2018).

 
What could be China's countermeasures?

Given recent developments, we think that trade tensions would likely linger for longer.

In response to the US' move, China's Ministry of Commerce said on July 11 that China

would adopt countermeasures, although detailed measures have not been announced

as yet. The Ministry of Commerce did highlight in an earlier statement on June 19, that

China "will have to take powerful and comprehensive solutions both in quantitative and

qualitative ways" should the US adopt tariff on additional US$200bn Chinese goods.

We expect more details to be announced in the coming days.

In our view, China may use a combination of tariff and non-tariff barriers as retaliation.

Considering that China imported US$130bn of goods from the US in 2017 and that

US$50bn of American goods are already subject to tariffs, China could impose

additional tariffs on up to US$80bn of American goods.

Meanwhile, non-tariff measures in the policy toolkit could include (ranked by

possibility):

That said, we maintain our long-standing view that de-escalation will likely be the end

More stringent or longer processing times for quality checks on US goods imports;

Requesting SOEs to reduce the purchase of US-based software and financial

services;

Reducing service imports from the US, by discouraging outbound tourism to the US;

Reducing domestic sales of particular US products via administrative measures or

media impact; and/or

Adopting tighter supervision on US business operations in China (the least possible

approach, as it could complicate China’s efforts on opening up its domestic market and

attracting FDI).
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game through negotiations: While the USTR added in its July 11 statement that "[as] in

the past, the United States is willing to engage in efforts that could lead to a resolution",

China's Ministry of Commerce said China is still committed to opening up today,

suggesting room for further negotiation. This is particularly the case as the US and China

are sharing more bilateral business interests beyond goods trade (Exhibit 4). We

estimate that the US firms' revenue exposure to China reached ~US$400bn in 2017,

about 3 times more than its exports to China (which amounted to US$130bn last year,

or US$184bn if you include service exports). This likely reflects that US firms have

benefited more from producing and selling products within China rather than by

exporting to China.

 
What are the policy implications?

Fiscal and monetary easing should trade tensions escalate: We have held the view that

the policy stance has turned neutral from a tightening bias in the past two years in view

of the impact of existing US$50bn tariff list (China Economics: What Does Q2 PBoC

Monetary Policy Committee Meeting Tell Us, June 29, 2018). However, should the

proposed US$200bn tariff list be implemented, policymakers could take up fiscal and

monetary easing to mitigate the impact on growth. Specifically, policymakers could:

 

Exhibit 4: US-China Bilateral Business Interest beyond Trade
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Increase fiscal support by widening the fiscal deficit, to stabilize infrastructure

investment and provide tax cuts/subsidies to the corporate sector and/or

consumers. The government could also accelerate the issuance of local

government special bonds (part of China's quasi-fiscal support) in 2H18, and lift the

issuance quota for special bonds in 2019 (vs. Rmb1,350bn in 2018).

Ease monetary policy by allowing a modest rebound in broad credit growth to

accommodate fiscal easing. While policymakers could boost banks' on-balance

sheet lending capability by conducting further RRR cuts, open market injection,

higher loan quota, and window guidance to reduce lending rates to SMEs, they may

slow the pace of shadow bank tightening at the margin.
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Implications for CNY

We do NOT think policymakers would use CNY as a countermeasure to trade measures:

Recent weakness in CNY has been due to market concerns about China's growth

slowdown amid rising trade tensions and market expectations of China’s monetary

easing. That said, we believe policymakers are less likely to encourage material currency

depreciation. Reflecting this, the PBoC has kept the CNY fixing rate relatively stronger

than our model suggested over the past weeks (Exhibit 5), and said on July 3 that it sees

"some pro-cyclical behavior" in recent RMB fluctuations. Meanwhile, the lesson from

August 2015, suggests that an active material depreciation of the CNY could hurt market

confidence and endanger China’s financial stability.

Some CNY depreciation risks in the short term: While our base case remains that

USDCNY could reach 6.65 by 3Q18 and 6.60 by end-2018, the shifting market

expectation on growth and policy stance amid increased trade tensions could lead to

overshooting risks in the near term. For instance, if the trade-weighted CNY index were

to reverse its gain from February to mid-June (Exhibit 6), USDCNY could depreciate

another 2-4%, to 6.8-6.9. We expect the PBoC to step up intervention if depreciation risk

intensifies (see China Economics: Q&A on CNY, July 1 2018).

 
Which sectors are most exposed?

The new US$200bn tariff list is much more comprehensive than the previous US$50bn

list. While the previous list was concentrated on higher value-added intermediate capital

goods, the latest list added a wide range of consumer goods and material-related

products. Meanwhile, USTR added more items in machinery, electric equipment and

transportation equipment (Exhibit 7).

Exhibit 5: The PBoC Has Kept the CNY Fixing Relatively Stronger than
Our Model Suggested
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Exhibit 6: Recent RMB Depreciation Could Be a Reversal of the
Deviation in February to Mid-June
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Exhibit 7: Sectors Covered by the New US$200bn Tariff List

Broad Categories HS Code (2-Digits) of
Affected Products Key Products

Live Animals; Animal Products 02-05 - Meat, aquatic products, butter, eggs
- Excludes live animals

Vegetable Products 07-08, 10-12, 14 - All kinds of vegetables, fruits, nuts, cereals
- Excludes live trees and extracts

Animal or Vegetable Fats & Oils 15 - Mainly fish oils

Prepared Foodstuffs 16-17, 19-24

- Prepared meet, aquatic products, vegetables, fruit
- Sugars and confectionary
- Beverages and alcohol
- Soy sauce and seasonings
- Excludes cocoa and preparations

Mineral Products 25-27 - All kinds of mineral products

Chemical Products 28-29, 31-38 - All kinds of chemical products
- Includes cosmetics and cleaning agents (such as soap)

Plastics and Rubber 39-40 - Includes decoration materials
- Includes consumer goods such as plastic bags, gloves, tires

Leather products 41-43 - Leather, fur and related products such as bags, cases, apparel
Wood and wood products 44-46 - Wooden boards/sheets, bamboo, floor coverings
Pulp and paper 47-48 - Excludes books and publications

Textile 50-60 - Mainly covered various cloths
- Excludes apparel and clothing accessories

Footwear & Headgear 65, 67 - Mainly headgear
- Excludes shoes and umbrellas

Stone and glass 68-70 - Building materials, ceramics, glass
Precious stones 71 - Industrial diamonds, silver, gold, platinum, palladium, etc.
Base metal and metal products 72-76, 78-83 - Steel/alloy, copper, Nickel, Aluminum, etc.
Machinery; Electrical Equipment 84-85 - In additional to various capital goods, also includes TVs & parts
Transport equipment 86-89 - Mainly car parts
Precision or Medical Instrument 90-91 - Excludes musical instruments
Miscellaneous manufactured goods 94, 96 - Mainly furniture and lighting equipments n.e.s.
Works of Art 97 - Mainly decorative products

Source: USTR, Morgan Stanley Research
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