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Trade wars: An easy win for the US? 
"Trade wars are good, and easy to win" 

President Trump, 2 March 2018 

– The US has raised tariffs on Chinese imports and China has responded in kind. 
However, the mood has improved lately, raising hopes of a deal between the 
two countries which we believe is president Trump's aim ahead of the mid-
term elections in November 

– China is more limited in its scope to raise tariffs, but that does not rule out a 
host of measures it could take to make life difficult for US companies. 
Furthermore, China might be able to stick out the pain that a trade war would 
bring for longer than the US. It has more potential for fiscal support and, of 
course, President Xi's communist party will not be facing elections in the near 
future 

Having cut taxes in 2017, the US president is now turning his attention to 
international trade. By increasing the pressure on China to open its markets he is 
fulfilling his pre-election promise to put "America First". 

The US announced tariffs of 25% on $50 billion of imports from China at the 
beginning of April. China responded almost immediately with 25% tariffs on $50 
billion of US exports. In reply President Trump has asked the US Trade 
Representative to consider whether a further $100 billion of Chinese products could 
be targeted with tariffs.  

The US tariffs follow a section 301 investigation which determined that "China has 
repeatedly engaged in practices to unfairly obtain America's intellectual property". 
The first wave of tariffs are targeted at China's "Made in 2025" programme and seek 
to avoid hitting US consumer goods. Note that at this stage the tariffs are not in 
effect: there will be a review period until 22 May (during which industry can 
comment) after which the USTR will consider all comments. There is no deadline by 
which tariffs must be imposed.  

We do not know where the next set of proposed tariffs would fall on the $100 billion 
of Chinese imports. However, both sides have said they do not want a trade war and 
judging from the targeted nature of the announcements, the US administration's 
plan would seem to be to achieve concessions from China in opening up its markets 
to US goods and services. The aim would be to have a "victory" ahead of the mid-
term elections such that the president can claim that his robust approach to trade 
has been vindicated. 

There is a long-established relationship between presidential approval ratings and 
the performance of the president's party in the mid-term elections going back to 
1946. President Trump's approval rating has been rock bottom thus boding ill for 
Republican prospects in November, but it began to improve following the passing 
of the Tax Cuts and Jobs Act at the end of last year (chart 1). 
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Chart 1: President Trump's approval rating 

 

Source: FiveThirtyEight, Schroders Economics Group, 19 April 2018. 

Whether tariffs will help boost his approval rating and bring an increase in 
Republican votes in November remains to be seen. Most Republicans are free 
traders and opposed to tariffs (Democrats are more supportive). The difference in 
view between the president and his party has certainly contributed to high profile 
departures at the White House and from Congress, such as economic advisor Gary 
Cohn and House Speaker Paul Ryan. 

Meanwhile, China has yet to respond to the proposed extension of tariffs to an 
extra $100 billion worth of its exports to the US. It may do so once the details are 
announced, but relations between the two countries seem to have warmed of late. 
The trigger was President Xi's speech at the Bo'ao Forum on 10 April where he 
pledged a more open China. There was little new in the speech, but President 
Trump subsequently tweeted "Very thankful for president Xi of China's kind words 
on tariffs and automobile barriers …also his enlightenment on intellectual property 
and technology transfers. We will make great progress together!" 

So at this point, the tariffs look like both sides setting out a bargaining position with 
the aim of doing a deal further down the road. Should we be wrong and the 
situation escalate into a full trade war between the US and China the implications 
are clearly bad for the world economy with global growth likely to be weaker and 
inflation higher. Our "global protectionism" scenario is broader than this, but 
captures the stagflationary consequences with global growth lower by 0.7% and 
inflation 1% higher compared to the baseline. 

As a reminder, stronger trade played a significant part in the recent recovery in 
global growth last year and although the WTO recently said that the spat between 
the US and China was already damaging activity there is little sign of it in the data as 
yet (see chart front page). 

How might a US-China trade war play out? 

It has been said that China has not responded to the latest threat from the US 
because it is limited in its ability to extend tariffs as a result of its much lower import 
bill. Whilst the US imported just over $500 billion of goods from China in 2017, 
China only bought $130 billion from the US1. Adding in services increases the total 
but the point remains that China will struggle to match the US' threatened tariffs on 
$150 billion of imports. Perhaps that is why president Trump has said that "trade 
wars are easy to win". 

                                                                    
1 US Census Bureau, 5 April 2018. 
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However, such thinking assumes that China can only respond by raising tariffs. 
China may have more leverage in financial markets, where it is one of the biggest 
holders of US Treasury bonds, for example. Selling these holdings has been mooted 
as a potential response by China with the aim of forcing up US bond yields and 
increasing the cost of US government borrowing. However, the result would be a 
Pyrrhic victory. The subsequent downturn in the US would significantly reduce 
demand for Chinese imports.  

Another channel might be through the currency by devaluing the renminbi (RMB). 
Whilst this would help offset the costs of US tariffs, periods of weaker RMB have 
been associated with market volatility and concerns over capital flight from China. 
The People's Bank of China (PBoC) seems to be ruling out such a move at present, 
preferring to build a reputation for a stable currency. 

If tariffs or financial measures are not to be used then what options does China 
have? We would look at the recent experience of the Lotte group who operate 99 
supermarkets in China. The Japanese-Korean company was targeted by China after 
it provided land for the installation of the THAAD2 missile defence system in South 
Korea. China subsequently embarked on a strict enforcement of fire regulations at 
the companies' stores and whilst the authorities may have had in mind the safety of 
Lotte customers, the result was that the stores became unable to operate. 
According to the Financial Times, of its 99 hypermarkets, 87 have been closed since 
February last year, often on grounds of fire-code violations. Lotte is now in the 
process of pulling out of China. 

The US has significant operations in China: since 1990 foreign direct investment 
from the US to China has totalled $256.5 billion, with over 70% going into greenfield 
sites. As a result US companies are directly exposed to the China market. For 
example, Apple generates around 20% of its total sales in China, Boeing around 
12% and Nike 15% of its revenue.  

An easy win? 

To conclude, a trade war is not our central case. Should the situation deteriorate 
this would not be a trade war in a conventional sense, such as in the 1930's when 
there were widespread increases in tariffs. China is more limited in its scope to raise 
tariffs, but that does not rule out a host of measures it could take to make life 
difficult for US companies. Furthermore, China might be able to stick out the pain 
that a trade war would bring for longer than the US. It has more scope for fiscal 
support and, of course, President Xi's communist party will not be facing elections 
in the near future. 

 

                                                                    
2 Terminal High Altitude Area Defence. 
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