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US President, Donald Trump (“Trump”), is at it again: After 

extensive trade talks with China ended without an 

agreement on 10 May 2019, Trump raised the tariffs on 

another USD 200 billion of Chinese imports from 10% to 

25%. China retaliated three days later, announcing new 

tariffs on USD 60 billion of US exports. It is easy to envision a 

scenario where the Trump Administration pursues its 

“maximum pressure” doctrine in the hopes of wrangling 

out more concessions. For their part, the Chinese, rather 

than making sweeping reforms to their legal system as the 

Trump Administration is insisting, could simply choose to 

bide their time in the hopes that Joe Biden, an self-

confessed free trader, becomes the next US president. 

Despite this uncertainty, and as we discussed last month, 

we expect global risk assets to continue grinding higher 

into 2020. The trade war does, however, present a near-

term risk to this view and has to be monitored closely. 

Rather than thinking of the trade war as a binary risk (in 

other words, either on or off), it is probably more correct to 

see it as a spectrum of possible outcomes. At the one 

extreme, it is not realistic to expect the US and China to 

settle all of their differences and live happily ever after. 

The US is not the world’s main economic powerhouse 

anymore – see Figure 1. In a multipolar world, where there 

are competing powers and overlapping spheres of 

influence, geopolitical tensions are inevitable. 

At the other extreme, a full-blown trade war, which engulfs 

the globe, is also highly unlikely. Such an outcome would 

wreak havoc in the global economy and cause assets to 

plunge. Not only would many US voters blame Trump, this 

would also demolish his claim of being a “master 

negotiator” capable of skilfully extracting concessions 

from other countries to the US’s economic benefit. An 

announcement in the week post the tariff hikes that US 

Treasury Secretary Mnuchin will soon travel to Beijing to 

continue negotiations, suggests that Trump remains 

cognisant of the market’s reaction to his decisions. This 

follows on the heels of Trump’s decision to delay imposing 

tariffs on automobile imports by six months.  

Between the two extremes, however, there is plenty of 

room. It is thus critical for investors to gauge what a bad, 

but not completely out-of-control, trade war would imply 

for global growth and asset prices.  How much damage 

would a trade war do to the global economy? 

Unfortunately, standard economic models offer little 

insight on this question. By definition, global exports are 

always equal to global imports. In a conventional 

Keynesian model, countries with trade deficits would gain 

some demand from a trade war, while countries with 

surpluses would lose demand. However, the contribution 

of net exports to global demand would thus always be 

zero. Granted, there would be some efficiency losses, but 

in the standard Ricardian model of comparative 

advantage, they would not be that large: Assuming a 

trade war triggered a 25% across-the-board increase in 

tariffs on Chinese imports coming into the United States, 

the estimated deadweight loss (net economic efficiency 

loss or damage) amounts to 0.16% of USD GDP. A similar 

impact, albeit marginally larger, will be felt in China. That 

is naturally not a lot. The true cost of a trade war would 

unfortunately be much greater than these simple 

economic models estimate. There are, amongst others, 

the following reasons for this: 

Most simple economic models assume that labour and 

capital are mutually interchangeable and that the 

economy is always at full employment. In practice, it is 

doubtful that workers could easily move to companies 

that benefit from tariff protection from those that would 

suffer from tariff retaliation – workers have specialised skills. 

Also, a piece of machinery that is useful in one sector of 

the economy may be completely useless in other sectors. 

Industries are often geographically concentrated in 

particular areas. As such, a trade war would degrade the Figure 1: US not the only big brother anymore  



value of the existing stock of human and physical capital. 

This would result in lower potential GDP. It would also lead 

to temporarily higher unemployment due to worker 

dislocation. 

Comparative advantage is not the only source of trade 

gains. Arguably more important are economies of scope 

and scale. A firm that has access to a global market can 

spread fixed costs over a larger quantity of output, thus 

lowering average costs (and ultimately prices). The 

existence of large global markets also allows companies 

to offer niche products that might not be worthwhile to 

develop for smaller markets. 

Uncertainty over the magnitude and duration of a trade 

war could cause companies to postpone capex 

decisions. Lower investment spending reduces aggregate 

demand, while also curbing productivity growth. The fact 

that the initial rounds of US tariffs targeted intermediate 

and capital goods, as discussed in previous editions of 

Market Synopsis, has likely worsened this outcome. 

Modern trade is dominated by the exchange of 

intermediate goods within complex, interdependent 

supply chains. This arrangement has many advantages, 

but it also harbours numerous risks. If a trade war simply 

produced higher tariffs and nothing else, this would not 

be the end of the world. But if it also created 

administrative delays for US companies doing business in 

China, and vice versa, this would have a more severe 

effect. Here the tit for tat salvos pertaining to Huawei and 

Apple come to mind. Both of these companies stand to 

suffer tremendously from their parent countries’ trade 

antics.  

At the outset of the trade war with China, it was not clear 

how much of the increase in US tariffs would be borne by 

US businesses and consumers and how much would be 

borne by Chinese producers in the form of lower export 

prices. Two separate studies, one by the National Bureau 

of Economic Research and another by the University of 

California, Los Angeles, have documented that the 

burden of the tariffs fell entirely on the United States. To the 

extent that export prices changed, it appears that the US 

also took the brunt of the burden: The prices of key US 

agricultural exports to China dropped significantly in 

response to rising trade tensions – see Figure 2. All this 

lowered US real incomes, leading to less spending 

throughout the economy. 

Thus far, and despite Trump’s protestations, the trade 

negotiations have thus hurt the US more than it has hurt 

China. Talk about cutting of your nose to spite your face! 

As bad as a trade war is for the economy, it is even worse 

for global risk assets. The mega cap companies that 

comprise the S&P 500 have a lot more exposure to 

foreign markets and global supply chains than the 

broader US economy. The sensitivity of corporate profits to 

changes in GDP growth is also quite high – see Figure 3.  

Figure 2: Prices of key US agricultural exports to China dropped  



Keep in mind that equities represent a claim on the 

existing productive assets, not the productive assets that 

would emerge after a trade war has been waged. The risk 

is that a trade war creates a lot of underutilised or even 

utilised assets. This would lead to lower equity prices and 

higher credit spreads. The resulting tightening in financial 

conditions would also weigh on growth. 

Not all is however lost. The detrimental effects from the 

trade war would likely be partly offset by stimulative 

policies. This is particularly true for China. As we have 

discussed in the past, there is little that constrains China 

from pursuing large-scale fiscal/credit stimulus. 

Considering that activity data for April was pointing to a 

modest slowdown even before the latest flare-up in trade 

tensions, it is probable that the Chinese authorities will take 

out more insurance and ease further. As the 2009 and 

2016 episodes illustrated, when faced with a clear 

downside shock to growth, the Chinese government 

usually calibrates its response based on the worst-case 

scenario – see Figure 4. 

The likelihood of a stimulus overshoot is arguably even 

greater today since the Chinese government would gain 

negotiating leverage in trade talks if its economy were 

perceived to be firing on all cylinders. Chinese exports to 

the US account for only 3.4% of GDP. In contrast, 

investment spending stands at 42% of GDP. It would thus 

not take a lot of additional investment focused domestic 

stimulus to kick-start growth. 

The US Federal Reserve (“Fed”) also has scope to mitigate 

the effects of a trade war. The Fed funds rate is 200 basis 

points higher today than when Trump was elected. It 

would take a significant deceleration in US growth for the 

Fed to cut rates, but the mere fact that the Fed could 

Figure 3: Corporate profits vs nominal GDP  

Figure 4: China often reacts with significant stimulus 
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ease monetary policy, if needed, constitutes an implicit 

put on how much the economy could slow. The 

imposition of tariffs would push up import prices. However, 

the effect on inflation would be temporary. Just as the 

Fed tends to disregard once-off increases in commodity 

prices, it will play down any transient boost to inflation 

stemming from a trade war. Instead, the Fed will focus on 

the growth impact, which is likely to be negative. 

In conclusion, we expect risk assets to continue grinding 

higher for the rest of the year and into 2020. The most 

recent trade war salvos provide a near term risk to this 

view. Standard economic models provide little insight as 

to the probable damage caused by the ongoing ebb 

and flow of the US/China trade war. It is however clear 

that the actual damage will be much more than these 

models estimate and what Trump believes it to be for the 

US. Despite all the current doom and gloom both these 

economic powerhouses have ample dry powder to 

counteract the economic fallout from the trade war. This 

is especially true for China which has significant fiscal and 

monetary stimulus leeway and is not wary of using these 

when the worst case scenario regarding a growth 

slowdown is looking to become a reality.  

Indicator Spot MTD YTD Y-o-Y

Gold 1 288.95   0.4% 0.5% -2.0%

Brent Crude 70.11        -3.7% 30.3% -6.7%

USDZAR 14.4421    0.8% 0.4% 16.0%

EURZAR 16.1623    0.5% -1.9% 7.3%

GBPZAR 18.3078    -2.0% -0.2% 6.8%

JSE All Share TRI 8 103.89   -6.8% 4.8% -3.2%

JSE Resources TRI 2 877.81   -6.3% 6.9% 18.4%

JSE Industrials TRI 13 173.73 -8.4% 6.1% -9.7%

JSE Financials TRI 9 504.34   -4.7% 2.1% -3.9%

JSE Listed Property TRI 1 854.04   -3.8% 0.7% -13.1%

S&P 500 2 826.06   -4.1% 12.7% 6.7%

Euro STOXX 50 7 089.33   -3.2% 14.3% -1.2%

FTSE 100 6 575.37   -1.4% 10.5% 1.7%

Nikkei 225 33 923.03 -4.8% 6.8% -3.7%

Hang Seng 77 281.49 -7.3% 7.0% -7.5%
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