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The recent escalation in the trade dispute between the U.S. 
and China took investors by surprise and has turned the market 
landscape from risk-on to risk-off. Global equities experienced 
significantly more volatility declining more than 5% so far in May, 
while the U.S. Treasury 10-year note declined to under 2.4% for 
the first time in several months.1 This makes clear that investors 
are concerned, but what is the nature of those concerns?  In this 
article we will examine this conflict more thoroughly than we have 
to date. We will begin by describing why trade restrictions are 
viewed negatively by financial markets. Next, we examine this 
dispute from a strategic perspective and describe some of the 
complexities that hamper the negotiations. Finally, we will try to 
identify the factors that may have the most impact in bringing an 
end to the dispute.

U.S. and China Trade Standoff: What’s at Stake
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Source: U.S. Census

What are the Risks for 
Investors in the Trade War?
As we examine the global impact of this dispute, it will illustrate 
how interconnected the global economy is. China is the world’s 
second largest economy (see Figure 2, page 3), and as of 
December 31, 2018 was ranked third behind Ireland and Vietnam 
in potential GDP growth (6.7%) due to its high rate of productivity 
growth (see Chart 3).2 This explains why China has been the main 
driver of global growth for the past five years.3 As shown in the 
map (Figure 4, Page 4), China, as a major exporter of goods, is 
sensitive to global trade trends, with 4.3% of its GDP exposed to 
trade. The U.S. is much less sensitive, with only 1.5% exposure. 
China has a massive trade surplus with the U.S. ($419 billion at 
the end of 2018) and is China’s largest trading partner. 

*As of 3/31/2019

Figure 1
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Ecomomies Ranked by Share of World GDP Actual vs. Potential Real GDP Growth
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industry in a local market, the broader economy is hampered 
from achieving the growth rate it is capable of achieving without 
tariffs. The global financial markets are reacting negatively to 
tariff escalation because of this ominous headwind to global 
economic growth.

There are other costs from the ongoing dispute related to 
the uncertainty it creates in the minds of corporate leaders, 
consumers and investors. An example of this is the effect on 
capital expenditures (capex), which were expected to increase 
significantly following the passage of the 2017 Tax Cut and Jobs 
Act. While smaller, domestically oriented U.S. companies haves 
exhibited slower, but still strong capex growth in 2019, large cap 
companies have shown a greater slowdown in the first half of 
this year.4 Larger companies are exposed to global trade, and the 
uncertainty over escalating tariff threats hampers their ability to 
plan for expenditures that require more visibility into the future 
economic environment. Unless the trade issues are settled, 
the loss of capex will be a missed opportunity to improve U.S. 
productivity and extend the economic expansion even longer. 

The U.S.’s Strategic 
Conflict with China 
To fully understand why this dispute is happening and why 
it is so difficult to solve, we need to view it from a geopolitical 
perspective. China represents a serious strategic challenge to the 
U.S. In a matter of decades, China has lifted itself from being an 
insignificant, backward nation to a formidable economic power. 
In terms of size, its economy still ranks behind the U.S. but it is 
gaining and will likely catch up within a decade. Yet, while China 
is now a formidable power, the U.S. has inherent strengths that 
China lacks. While the U.S. became a superpower by attracting 
millions of immigrants who wanted to be a part of it, China 
conquered peoples of different ethnicities and languages, and has 
kept them together by force. Whereas the U.S. is ruled by laws, 
China is ruled by men, including a dictator at the top with no term 
limit. It is true that the current regime has much internal support, 
and that the Communist Party which took charge in 1949 is viewed 
as a savior from the prior period from 1848 to 1949 which saw the 
loss of millions of lives from civil war and starvation. But the system 
is inherently unstable. Chinese leadership is always mindful of 
the possibility that the nation could return to a period of terror. 

Taking a broader perspective on trade restrictions, approximately 
2.3% of global trade is exposed to protectionism threats, such 
as tariffs, according to analysis by Bloomberg economists Maeva 
Cousin and Tom Orlik. When tariffs rise, this trade would be 
hampered, but not wiped out. The global supply chain at any 
point in time is based on the relative skills and productivity of the 
labor force, tariffs, regulations and geographic locations of supplier 
countries such that manufacturers can plan and execute the most 
cost-efficient means of assembling a final product for delivery 
to the consumer. When one of the factors in the supply chain 
changes, such as a higher tariff, companies are forced to react.

How Much of GDP Faces Trade Risks?

Share of GDP exposed to Brexit, the U.S.-China trade dispute and autos tariffs 

Depending on the nature of the market for the product, the 
cost may be absorbed by the manufacturer, passed on to the 
consumer or some combination of the two. Given sufficient 
time, and assuming the tariff increase is significant enough, 
the manufacturer may relocate elements of its supply chain to 
restore or improve its former cost structure. This may be the 
most significant risk for China’s economy from the recent and 
prospective tariff increases by the Trump administration. China’s 
planners have moved approximately 600 million people from rural 
areas to cities, raising their productivity and incomes. Recent 
announcements by companies such as Ricoh, Samsonite, Macy’s 
and Fossil Group to relocate production or sourcing from China 
are a troublesome omen for China’s industrialization plans. 

To summarize the economic impact of tariffs, they slow economic 
activity in the short term as suppliers and consumers adjust to 
the change. The longer they remain in place, the more they 
institutionalize a supply chain that is less than optimal for global 
economic growth. While imposing tariffs can protect a particular 
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non-negotiable, as the leaders see it as imperative for the future 
for their country, for the Party and for their own survival. It is not 
surprising that U.S. Trade representative, Robert Lighthizer, made 
no headway in seeking to have China stop subsidizing industries 
so the U.S. can compete on a level field.

Who Wins and Who Loses 
in a Trade Agreement 
Economic analysis shows that international trade is beneficial to 
economic growth overall, though there are winners and losers 
since not every nation can compete effectively in industries it 
wants to preserve. Similarly, tariffs and other restrictions on trade 
are harmful to economic growth overall, though they also create 
winners and losers by protecting certain industries within national 
borders. In the case of the U.S. / China trade dispute, due to years 
of pent-up frustration with China’s trade practices, President 
Trump appears to have bipartisan support to pursue a deal that 
makes progress in stopping them. If the trade negotiations are 
successful in achieving some of the administration priorities, 
such as protecting U.S. intellectual property theft and stopping 
forced technology transfer, the tariffs may actually be deemed a 
success.  An interesting example of intellectual property theft can 
be found in the 2014 case involving the white filling in Nabisco’s 
Oreo cookies. The brilliant white color comes from titanium 
dioxide (TiO2), manufactured in a patented process by Dupont. A 
chemical engineer of Chinese parentage, Walter Liew, conspired 
over a 14-year period to steal the manufacturing process by 
bribing two retired Dupont engineers. The stolen information was 
used to win a contract to build a TiO2 production facility in China.  
The other onerous practice, forced technology transfer, occurs 
when foreign multinational companies have to provide strategically 
significant technology to a local entity they do not control in order 
to gain access to the massive Chinese market. European auto 
makers complain that China imposes this practice on them to gain 
access to their propriety knowledge regarding electric vehicles, 
which will then be used to create a competing product. These 
practices are costly not only to the individual corporations, but also 
act to stifle innovation. The longer they are allowed to continue, 
the greater the cost to the entire global economy.

Economic prosperity delivered via industrialization and increasing 
productivity is considered essential to preventing unrest among 
such a huge population from getting out of control. In turn, the 
citizens see the Communist Party as a necessary evil to prevent 
a return to the Century of Humiliation.5

As China has grown into a major economic and military force, 
the leadership looks for opportunities to challenge American 
power. This is done to present an image of strength internally 
and externally. The leaders are determined to make the country 
impregnable from the outside, and also to ensure there are 
no serious internal threats to Communist Party control. These 
mandates explain China’s aggressive behavior in the South China 
Sea, and its tightening grip on Taiwan. 

Whether it is posturing or not, China wants the U.S. and its allies 
to believe it will go to war over the South China Sea, and if so, it 
would certainly do so over a rebel province like Taiwan.

Challenges to a U.S./China 
Trade Agreement
The above description of the strategic environment helps explain 
why building trust between the U.S. and China is difficult. 
Cultural differences add to the challenge. Chinese leaders do not 
understand how democracies can elect politicians who would 
never be considered competent enough to rise to such positions in 
China. China is a pure meritocracy, where exam scores beginning 
at age twelve can place a citizen on a path to a leadership position, 
or prevent that possibility. These very different means of choosing 
leaders can create opportunities for errors in communication 
between the parties.  For example, reports indicate that China 
leaders misinterpreted Trump’s calls for the Federal Reserve to 
cut interest rates as an indication that he feared the U.S. economy 
was weakening. Therefore, they were emboldened to backtrack 
on prior commitments, which led to the recent escalation.6

Second, China views certain industries, such as steel 
manufacturing and semiconductor fabrication as public goods, 
the way we look at highways and airports. Therefore, they 
subsidize them to ensure their continued existence. In China, such 
industries are considered essential for national security. They are 
deemed necessary to transform China from a third-world nation to 
one with a true middle class. China’s industrial policy tends to be 
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It is virtually impossible to predict how the situation will play out, 
and how long it will take. The best we can do is try to determine 
which side bears the most pain from the dispute, and which 
side has the ability to endure that pain the longest. There will 
disagreements even when boiling the situation down to these 
essential factors. The following arguments are among those that 
have been used by pundits as they attempt to predict the outcome:

• Trump needs a deal to solidify his standing with 
his base of support before his reelection campaign 
is fully underway, whereas China’s President Xi 
does not have an election to worry about.

• A weak trade deal that does not accomplish the main 
objectives will actually hurt Trump’s reelection chances 
more than help, so he will hold out for a stronger one. 

• U.S. farmers are among Trump’s strongest supporters, 
but the losses they face from weak soybean prices 
threatens this support, so Trump will have to settle 
for fewer concessions from China than he wants.7 

• China is more exposed to economic harm from tariffs 
than the U.S., and China cannot afford to have 
unemployment grow. Neither can it afford rampant 
credit growth which caused harm in 2015 and would 
do additional damage to its economy longer term. 
Thus, it will come to the table with concessions.

• China is more able than the U.S. to quickly stimulate 
its economy using a variety of measures, sparing the 
population from economic weakness. In contrast, the 
U.S. has little ability to use fiscal or monetary policy 
currently, and will have to negotiate from a weak position. 

• China’s plan for a middle-income transition to a fully 
developed economy is critical to its future, and is 
threatened by the tariff escalation. Much of China’s wage 
advantage has already been lost to other emerging Asian 
nations. The increased tariffs along with the recognition 
among foreign-based corporations operating in China that 
China is not a fair place to do business, will accelerate the 
migration of the global supply chain out of the country.

While each of these arguments may have merit, and may impact 
the negotiating tactics of the two countries, we believe the final 
point above is the most compelling. If the U.S. negotiating team is 
allowed to be patient, we think a trade agreement that is stronger 
than expected is possible. The U.S. is in an inherently stronger 
position to get the concession it wants. However, the longer it 
takes to make a deal, the more likely it will fail to truly resolve trade 
tensions, but merely represent a reprieve in a longer struggle for 
global hegemony.
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