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President Trump has called a truce with China in a bid to resolve the two countries’ trade war.
While this likely marks the end of further escalation, an agreement to end the war is by no means
assured. Using the Moody’s Analytics model of the global economy, we consider the fallout if
current negotiations break down and trade tensions between the two economic giants reignite.
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P

resident Trump has called a truce with China in a bid to resolve the two countries’ trade war. While this
likely marks the end of further escalation, an agreement to end the war is by no means assured. Using the
Moody’s Analytics model of the global economy, we consider the fallout if current negotiations break down
and trade tensions between the two economic giants reignite.
Actual tariff scenario (70% probability)
Trump and Chinese President Xi Jinping
agreed to press pause on their trade war during the annual G-20 meeting in November.
The détente opened the door to talks to resolve the two countries’ protracted trade dispute, with the Trump administration setting
a March 1 deadline for a deal. In a bid to spur
the two sides toward an agreement, Trump
suspended plans for additional tariffs on Chinese imports until March. In exchange, Xi has
pledged to buy more U.S. agricultural goods.
Trump’s motivation for calling a cease-fire
in the trade war is difficult to know, but he
is likely motivated in part by the mounting
toll that the tensions appear to be taking on
the stock market and economy. Stock prices
have slumped since Trump’s intentions on
trade became clear at the beginning of last
year. The wear from trade tensions has been
slow to show up in U.S. GDP and consumer
spending data. However, figures on exports
and farm incomes underscore the travails
of U.S. farmers, who have been stung badly
by Chinese tariffs on soybeans, pork and
other agricultural goods. The factory sector
has also struggled with tariffs on aluminum
and steel, which have contributed in part
to decisions by General Motors and Ford
to idle or close several auto plants in the
U.S. later this year. Broad measures of business and consumer sentiment, which surpassed two-decade highs last summer, have
notably weakened.

The trade war’s toll on financial markets
bill, have been slapped with tariffs. These are
and the broader economy cranks up the
not only imports from China but also imports
pressure on the Trump administration to
of aluminum and steel, solar panels and
strike a deal. Getting the Chinese to budge
washing machines, and Canadian softwood
on intellectual property protections, state
lumber. Over this period, Trump’s tariffs have
subsidies, and market access for U.S. firms—
more than doubled the effective rate paid by
all longtime goals of U.S. policymakers—will
U.S. firms for imported goods (see Chart 1).
prove difficult. More likely is a limited
If this is the extent of the tariff dispute,
trade agreement involving greater Chinese
and the two sides come to a resolution
purchases of U.S. goods and a largely cersometime this spring, then the U.S. and
emonial agreement on intellectual property
global economies will largely shrug it off.
rights. In this scenario, we assume that the
Based on a simulation of the Moody’s Anatwo sides extend the timeline for current
lytics global model, which covers 73 counnegotiations past March and reach a limited
tries linked via trade flows, foreign direct
deal this spring similarly along the lines of
investment and financial markets, U.S. real
the current truce.
GDP will be reduced by just more than 0.1
Despite the de-escalation of tariff threats,
percentage point at the peak of the impact
existing tariffs will remain in place while the
a year from now. There will be 170,000
two sides negotiate,
and any rollback of
import duties will be
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Chart 2: Higher Tariffs Mean Higher Prices

Chart 3: China Soy Tariffs a Boon for Brazil
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Economic consequences
Tariffs hurt the economy most directly and
quickly through higher prices for imported
goods. For example, the price of laundry equipment to U.S. consumers has jumped 18% since
spring, when a 50% hike in tariffs was imposed
on Chinese imports (see Chart 2). The tariffs
act much like a tax increase, weakening the
purchasing power of households; if households
need to spend more on imported goods, then
they have less income to spend on other things.
Of course, exports also suffer as the
tit-for-tat tariffs imposed by trading partners
cause consumers and businesses to purchase what they need domestically or from
competing nations that can now provide the
goods more cheaply. Trade diversion, or the
shifting of trade flows to avoid tariffs, has
already figured prominently into the current dispute. For example, China has shifted
almost all of its soybean purchases from the
U.S. to Brazil following China’s imposition of
a 25% tariff on U.S. soy in July (see Chart 3).
More concerning, there is evidence that
market share ceded in trade disputes is not
so easily reclaimed. The U.S.’s share of global
corn and soy exports to the Soviet Union
fell dramatically in the decades following its
1980 embargo, and the U.S. has never recovered its share of trade with Russia and the
former Soviet Bloc (see Chart 4).
Tariffs also weigh on the profitability of
multinationals and their stock prices. This
3
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Sources: USDA, MAPA, Moody’s Analytics

Sources: BLS, Moody’s Analytics

fewer jobs over the period (see table). The
economic impacts outside the U.S. will
be comparable.

Mar-18

2

occurs via weaker overseas sales, and for
U.S. companies a somewhat stronger U.S.
dollar as the trade tensions create a risk-off
environment in global financial markets. The
resulting flight-to-quality lifts the dollar’s
value. U.S. stock prices have already suffered
as a result of the trade tensions, losing an estimated near 5% of their value (all else being
equal) since the trade war began.
In the longer run, the reduction in trade
weighs on productivity growth, as the benefits of comparative advantage—when nations specialize in what they are especially
good at producing—and global competition
are diminished.

Model limitations
The economic consequences go well
beyond the dollars and cents captured by
the global model. It is especially difficult to
gauge the impact of uncertainty on business
decisions. Until there is clarity around the
tariffs, businesses will be less likely to make
significant investment decisions. U.S. business investment, which should have received
a boost from corporate tax cuts, has gone
largely flat in recent months. Tariff uncertainty could be the culprit.
It is misplaced to think that, since it will
be costlier to produce in countries hit by
the higher tariffs, this will quickly prompt
multinationals to invest more in the U.S.
The problem is that these global companies
have no idea how long the tariffs will remain
in place. And even if they conclude they will
remain in place, the U.S. will likely not be the
beneficiary, as there are many other places in
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the world, not subject to higher tariffs, where
it is cheaper to make most of these goods.
The reworking of the global supply chain,
when it occurs, will be highly disruptive, and
is only partially picked up in the Moody’s
Analytics model. The manufacture of many
goods involves multiple cross-border movements. Indeed, the U.S. trade deficit with
China is significantly inflated, because China
is simply where final assembly of many components produced in Japan and elsewhere
in Asia occurs. Higher tariffs change the
economics of the supply chain. If the tariffs
remain in place long enough, they will cause
the chain to shift.
The global model also fails to adequately
account for the fallout on businesses’ and
Investors’ confidence, which would surely be
substantial as they contemplate the broader
geopolitical implications of the trade war.
Sentiment is very fickle; it is fine, until it is
not. There is no telling when sentiment will
swing significantly, but when it does, the
economic pain will intensify quickly.

Threatened tariff scenario
(25% probability)
Mounting wear on the U.S. and Chinese
economies makes a re-escalation of the
trade war less likely, but the Trump administration has threatened to impose additional
tariffs should the U.S. prove unable to get
China to agree to modest concessions on
market access and intellectual property as
well as a gradual reduction in trade imbalances. Trump has threatened to raise tariffs
on the existing $200 billion of Chinese

MOODY’S ANALYTICS

Chart 4: Lasting Hit From Soviet Embargo

Chart 5: Everyone Loses in a Trade War
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imports from 10% to 25% and impose a
10% tariff on the remaining $270 billion of
Chinese imports to the U.S. Additionally, the
president has threatened about $275 billion
in vehicle imports with a 25% hike, although
a side agreement with Mexico and Canada
that would likely be honored following the
successful conclusion of U.S.-Mexico-Canada
Agreement negotiations would significantly
lower this amount.
If actually implemented, close to onethird of all imported goods into the U.S.
would be subject to higher tariffs. Assuming
that impacted U.S. trading partners respond
with in-kind tariffs on U.S. goods, the macroeconomic consequences would be more
serious. Using the Moody’s Analytics global
model, such an escalation would reduce real
GDP by 0.8 percentage point and employment by 1 million jobs by the final quarter of
2020 (see table). This is still not enough to
derail the fiscal-stimulus-fueled economic
expansion, but it would be enough to be felt,
particularly in the nation’s agricultural and
manufacturing industries.
Although odds of such an escalation are
still low, Trump could make good on threats
in a bid to gain leverage in current talks. The
Trump administration wants China to respect
the intellectual property of U.S. companies
and to more fully open its markets. The
president also appears fixated on reducing
the size of the U.S. trade deficit. Getting
China to play by the rules is a laudable goal,
but focusing on the trade deficit makes little
economic sense, and both goals are unlikely
to be achieved, at least not soon.
4
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It is also increasingly hard to see U.S.
trading partners backing down and purchasing more U.S. goods and services. Even if
they were inclined, it is unclear how they
would do this. Given Trump’s claim that he
is imposing the higher tariffs largely on national security grounds, which is clearly not
the case for U.S. allies, they appear offended
and thus not inclined.

Trade conflagration scenario
(5% probability)
There is still a chance that trade negotiations between China and the U.S. could go
very wrong, triggering an all-out trade war.
While it would take a severe deterioration in
trade relations to derail the U.S. and global
expansions, an across-the-board hike in
tariffs on U.S.-China trade could do it. The
U.S.-China trade relationship is the largest in
the world, with Chinese imports to the U.S.
running a more than $520 billion per annum—more than one-fifth of total U.S. imports. U.S. exports to China total more than
$130 billion—close to one-tenth of total U.S.
exports. This is arguably the world’s most economically significant bilateral relationship.
As such, a rapid re-escalation of trade tensions would have dire consequences globally.
A scenario that includes a 25% tariff on
all this trade, coupled with Chinese “qualitative” measures that complicate doing
business in China for American companies,
would overwhelm the global economic
expansion. There is a range of qualitative
steps China could take, from more aggressive inspections of U.S. imports to stiffer

Presentation Title, Date

5

visa requirements for visiting American
workers, to ensure that they match the
economic pain created by the U.S. tariffs on
their products.
In this scenario, the U.S. economy descends
into recession by the first quarter of 2020.
The increase in import prices and accelerating inflation and decline in exports would
overwhelm the U.S. expansion, particularly
since the entire global economy and financial
markets would also be reeling. Real GDP is cut
by 2.6 percentage points at the economy’s
nadir at the end of 2020, costing the economy
around 3 million jobs (see table). Unemployment rises to well over 5%. The rest of the
global economy suffers, although a stronger
U.S. dollar moderates the blow somewhat.
The economic and political turmoil created
by the war causes a selloff in global financial
markets and a risk-off environment. Global
investors flock to the safety of U.S. Treasury
bonds, resulting in an appreciation of the U.S.
dollar against most other currencies, most
notably vis-à-vis the euro and Chinese yuan.
Therefore, the Chinese economy ironically
weathers the trade war storms more gracefully than the U.S. (see Chart 5).

Regions in the crosshairs
The trade war impacts U.S. regional economies differently, given how important trade
is to their economies, particularly with China.
China and other U.S. trading partners are
also targeting higher tariffs on farm products
and manufactured goods produced in parts
of the U.S. that are politically supportive
of Trump.

MOODY’S ANALYTICS

Chart 6: Northwest & South Take the Brunt
Peak % difference in real GDP, trade conflagration vs. no tariff

Sources: BEA, Moody’s Analytics

The Northwest U.S. is especially vulnerable to a trade war given the region’s significant trade with China (see Chart 6). Slightly
less than 4% of Washington state’s gross
product comes from exports to China, while
Alaska and Oregon are also far more reliant
on Chinese trade than the U.S. as a whole.
Since much of what the U.S. ships to China is
commodity based, the nation’s farm belt and
the oil patch are also vulnerable. Alabama
and South Carolina also stand out, as many
of the vehicles produced in these states are
for export.
While not explicitly considered in the
trade war scenarios, immigration and foreign
direct investment are closely linked to trade.
Immigrants tend to establish a home, and
investment occurs, in places that do a lot of
trading with their home countries. So if trade
is impaired because of a trade war, so too
will immigration and investment flows, exacerbating the hit to the region’s economy.
The Northeast and Florida will be the least
impacted economies from the trade war.
They rely less on trade, especially with China.
They are also not in the political crosshairs,
as they are either blue or purple states, and
thus their industries and firms are not targets
of higher tariffs.
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De-escalation
on the Mexican
front

The signing
of the USMCA
dampens the risk
of a breakup of the
NAFTA trade bloc
and the reopening
> -1.5
of a second major
-1.5 to -3
< -3
front in the global
trade war on top
of the current dispute with China.
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The successor deal
to NAFTA will preserve tariff-free access for
most goods, underpinning trade and investment in the world’s second largest trade
bloc. Given the sharp escalation in trade and
diplomatic tensions between the U.S. and
fellow NAFTA members over the past year,
the new agreement heads off an important
source of downside risk. We simulated several outcomes of a NAFTA breakup using the
Moody’s Analytics global model and found
the negative impact on jobs and output to
be worrisome.
The USMCA will mean stricter rules for
regional trade in autos, although changes
will be introduced gradually and will do little to disrupt regional supply chains. Under
the new pact, North American automakers will have to use more parts produced
in the region while ensuring that 40% of
all parts and assembly work is done by
workers earning an hourly wage of at least
$16. However, most automakers already
incorporate significant U.S. content, making the new rules less burdensome. It is
also unclear how and whether wage and
content requirements will be enforced.
Content origin is already self-reported by
automakers, and market forces such as the
plant closures recently announced by GM

and Ford will shift the production landscape long before content and wage rules
become binding.

An uneasy truce
The trade war between the U.S. and China
dominated the global geopolitical landscape
in 2018, but tensions have begun to ease
as economic pressures push the two sides
to the negotiating table. After exchanging
blows for much of the past year, signs of
economic wear in both the U.S. and China
have increased the urgency of extending the
current cease-fire and enabling negotiators
to work out a deal.
Despite the negative responses of financial markets and large swaths of the U.S.
and Chinese economies to tariffs and trade
tensions, the thornier elements of the two
countries’ trade relationship are unlikely to
be worked out in the current negotiations.
Indeed, when it comes to key U.S. objectives such as market access and intellectual
property protections, it is unlikely that
anything substantive will arise from these
negotiations save for steps the Chinese
were likely to take anyway. However, that
will not stop Trump from making some type
of deal and declaring victory. This is much
like the recent deal he struck with Canada
and Mexico, or this past summer’s handshake deal with the EU that has, to date,
led to no meaningful change in the U.S.-EU
trade relationship.
If Trump follows the expected script—a
deal with the Chinese sometime this spring
and a de-escalation in the trade war—then
the Moody’s Analytics outlook will not
change appreciably. Yet, given the outsize
personalities and tricky politics involved, it
is not difficult to envisage the talks breaking
down. If the negotiations do falter and the
trade war re-escalates, the economic outlook will quickly turn darker.
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