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China: At the edge of a trade war

Latest developments

On 15 June, US President Trump approved the final list of tariffs on $50 billion worth of Chinese 
imports (see Tables). This followed the release of the Section 301 report in March and an initial tariff 
list in early April for which additional duty of 25% was proposed on $50 billion worth of Chinese 
imports (The 301 report: Tariff list and retaliatory list, 5 April 2018). 

(1) A product list with an approximate annual value of $34 billion in Chinese imports, on which an 
additional 25% tariff will be imposed, will take effect 6 July. According to the USTR report, 
the list includes 818 tariff lines (out of 1,333 tariff lines in the initial tariff list) and products 
containing industrially significant technology, including technologies and products related to 
the “Made in China 2025” program. 

(2) Another list of 284 tariff lines, with an approximate annual trade value of $16 billion in 
Chinese imports, is still to be reviewed (a public hearing will convene on 24 July, with post-
hearing rebuttal comments to be submitted by 31 July). 

(3) According to US Trade Representative Lighthizer, an announcement on US investment 
restrictions on China will follow in the next two weeks. 

(4) The US will pursue additional tariffs if China engages in retaliatory measures such as imposing 
new tariffs on US imports, raising non-tariff barriers or taking punitive action against US 
exporters or US companies operating in China.

China’s response: Shortly following the US announcement of the final tariff list, China announced on 
Saturday retaliatory tariffs “of the same scale and same intensity”. Moreover, all previous outcomes of 
US-China trade negotiations would become ineffective. 

(1) The Ministry of Finance issued a list of 545 product categories, covering about $34 billion in 
imports from the US, to be subject to an additional 25% tariff starting 6 July, covering a range 
of agricultural products (including soybeans, corn, wheat, cotton, rice, sorghum, beef, pork, and 
poultry), vehicles and aquatic products. 

(2) The second tariff list, including 114 items, covering energy products (including coal, oil, and 
natural gas), chemical products and medical equipment, will be set at a later date. 

Economic impact 

At the macro level, as we have discussed before, a 25% tariff on $50 Chinese imports is equivalent to 
0.1% of China’s GDP, and affected exports account for 2.2% of China’s total exports (see: The 301 
Report: Impact on China’s exports and overseas investment, 25 March 2018). As such, the direct 
macro impact on China and the US tends to be limited, though the impact would be larger if it affects 
business confidence and investment decisions. In addition, given that the US tariff list mainly focuses 
on technology and electrical products, for which the value-added share in China is relatively low, the 
collateral damage on other economies in the global supply chain (especially Northern Asian 
economies) could be larger than for China and the US in the near term. 
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What is happening?
The US-China trade conflict involves three aspects: large bilateral trade imbalance; technology, 
industry policy and fair competition; and changing strategic relationship between China and US. While 
the negotiation has focused on the first two aspects, it is a manifestation of changes of US engagement 
policy to a hardline containment policy towards China. 

The swing in the negotiation process is largely driven by the different focus at different stages from the 
US side. The negotiation tends to move more smoothly when the focus is to reduce bilateral trade 
imbalances, and gets stuck when the focus shifts to technology, industry policy and fair competition. 
On the trade side, our analysis shows that it is likely for China to increase imports from the US by 
$100 billion by 2020, though the US target of $200 billion is very challenging (US-China trade 
tension: How to reduce the US-China deficit by $200 billion?, 21 May 2018). The previous outcome of 
US-China trade negotiations was in line with our estimates.

The negotiation on technology, industry policy and fair competition is more challenging. China is 
willing to concede in certain areas, e.g. opening up the services sector (including financial services), 
revising the Patent Law, and strengthening IP protection. On 15 June, the State Council announced 
measures to support foreign investment in China, including: (i) adopt pre-entry national treatment and 
negative list approach in line with international practices; (ii) relax foreign investment restrictions in 
financials, services, agriculture, auto, mining, etc. (iii) facilitate foreign investments (including visa 
policy, approvals, fund management, M&A, cost reductions, etc.); (iv) strengthen IP protection and 
protection of foreign companies’ interest in China. Nonetheless, the gap is huge as regards Made in 
China 2025, the role of SOEs, etc. More importantly, unlike trade negotiations, the negotiation on 
technology fronts not only involves the Chinese government’s commitment to promote openness and 
structural reforms, but depends more on policy implementation. There is generally a lack of trust 
regarding China’s implementation from the US side, which makes the negotiations even more difficult. 

From an economic perspective, a trade war would be a “lose-lose scenario” and negotiation is the 
preferred approach to reach a “win-win” outcome. There is still room for negotiation. We cannot rule 
out that the US hardline announcement could be a bargaining strategy. In theory, if the US and China 
reach an agreement before 6 July, the tariffs could be cancelled at the last minute. This was indeed the 
outcome in several Section 301 actions against China during the 1990s involving intellectual property 
rights issues. In 1994, the US launched an investigation and designated China as a “priority foreign 
country” in its Section 301 report. On 31 December 1994, the US threatened to impose 100% tariffs on 
over $1 billion worth of Chinese exports. In response, China announced a retaliatory trade tariff of 
100% on US products and to cease the creation of Sino-US JVs. On the last day before the effective 
date, both sides entered into an agreement regarding IP protection, and the tariffs/retaliatory tariffs did 
not go into effect. The same story happened again in 1996 between China and the US (see: China: 
Rising trade tensions: Expecting a bumpy path to negotiations instead of a fully fledged trade war, 13 
March 2018). 

Undoubtedly, we think the risk of a trade war is becoming much higher at this stage. In particular, the 
risk of misjudgment on both sides looks high. Both sides seem to be overestimating the damage of a 
trade war on the other side. President Trump has threatened to consider tariffs on an additional $100 
billion worth of China imports, and impose investment restrictions on Chinese companies in the US as 
well as on technology transfers between China and the US. The US side seems to have underestimated
the negative impact of China’s retaliatory actions on the operations of American companies in China 
(US-China trade tension: How important is China for US exports and investments?, 9 April 2018). By 
contrast, the Chinese side seems to have underestimated the bipartisan support behind the US policy 
changes towards China, which could lead to misjudgments that China can withstand the negative 
consequences easier and longer than the US.
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How will it play out?
We consider two possible scenarios here: (1) A last-minute deal scenario; both sides choose to back off 
and reach an agreement to put tariffs tentatively on hold, but the conflict and bilateral negotiation will 
continue; (2) A further escalation to a tariff war or even an all-out trade war. That is, tariffs on $50 
billion worth of imports will be imposed from each side, followed by US investment restrictions on 
Chinese companies, possible additional tariffs from the US on Chinese imports and, possibly, China’s 
punitive action against US exporters or US companies operating in China. The escalation of 
confrontation will likely exist for a while before both sides return to the negotiating table. 
The first benign scenario is still possible. The announced tariffs will take effect on 6 July, leaving a 
three-week long window for further negotiations. If either side makes big concession, the tariffs could 
be canceled or postponed. However, even if a last-minute agreement is reached, it is unlikely to be a 
grand deal. As we have previously pointed out (see China-US tensions: road remains bumpy, 4 May 
2018), the large gap between the two sides and lack of trust imply that reaching a grand deal is unlikely 
in the near term. Even with agreements, implementation issues could easily bring back conflict center
stage. 

The risk of the second scenario has been rising. We see the unpredictability of President Trump’s 
negotiation strategy as the biggest risk. The US restrictions and China’s retaliation could provoke 
further action from both sides, leading to a spiral rise of US-China conflicts that could go beyond 
trade. Had a full-fledged trade war occurred, the outcome could have been more severe for China. The 
direct impact on the macro economy could still be manageable, as China’s total exports to the US only 
accounted for 3% of China’s GDP in 2017. Even after accounting for the second-round effect on 
employment, investment, and consumption, a 25% tariff on all China’s exports to the US would cause 
GDP growth to slow down by around 0.5 percentage points (see BAT and EM: out of sight, not out of 
mind, 5 May 2017). Nonetheless, further restrictions on Chinses investment and companies would have 
more far-reaching implications for China’s industrial upgrading and technology advancement. In 
addition, the escalation of US-China conflict is happening during the most critical period of China’s 
deleveraging and de-risk efforts. In a worst case, a suddenly darkened external environment could
prompt China to slow down its deleveraging efforts, and undermine reform progress. 
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Table 1. Sectors by value of goods affected by section 301

Product groups Value of goods subject to 

301 tariff (USD mn)

Total value imported from 

China in 2017 (USD mn)

Value imported from 

China in 2016 (USD mn)

China total export in 

2016 (USD mn)

US share in China 

export in 2016 (%)

Parts of heavy machines 1,803 1,804 1,360 6,095 22

Pump for liquids 1,795 2,249 1,902 6,387 30

Cars 1,791 1,823 1,297 4,913 26

Electrical components 1,783 2,750 2,533 13,831 18

Automatic data processor 1,501 51,212 47,364 125,006 38

Diodes and other semiconductor devices 1,278 2,147 3,153 26,613 12

Insulated wire and cable 1,128 4,520 4,260 20,883 20

Centrifuge for liquids and gases 1,118 1,332 1,187 5,863 20

Taps and valves 951 3,968 3,434 13,442 26

Electric motors 939 2,374 2,188 10,459 21

Mechanical controlling devices 864 866 792 3,286 24

Radio wave transmission devices 841 6,065 4,654 9,424 49

Radar devices 819 951 1,015 3,408 30

Medical instruments 780 1,658 1,589 5,511 29

Air or vacuum pumps 765 3,568 3,196 12,676 25

Printers 763 6,246 6,903 18,702 37

Ball or roller bearings 637 650 562 4,564 12

Electrical transformers 633 5,850 5,613 24,318 23

Turbojets 586 587 611 3,855 16

Instruments for physical/chemical analysis 581 643 597 1,742 34

Measuring instruments 552 553 571 3,320 17

Transmission shafts 546 1,902 1,722 6,299 27

Radio parts 542 951 957 11,470 8

Electrical components parts 536 656 620 3,351 18

Mold for metal 510 595 482 3,994 12

Parts of aircrafts 500 501 460 1,552 30

Machinery for rubber and plastic 482 488 314 3,429 9

Refrigerators 480 2,198 2,007 7,909 25

Lab equipment 453 772 666 4,825 14

Radiation devices 439 572 579 1,414 41

Source: USITC, UNComtrade, J.P. Morgan

Table 2: Sectors by value of goods excluded from original section 301 proposal

Product groups Value of goods excluded 

from 301 tariff (USD mn)

Total value imported from 

China in 2017 (USD mn)

Total value imported from 

China in 2016 (USD mn)

China total export 

in 2016 (USD mn)

Monitors and projectors 4,588 11,709 10,250 28,231

Printers 2,128 6,246 6,903 18,702

Aluminum plates and sheets 1,225 1,244 845 3,780

Air conditioners 865 2,771 2,465 13,121

Selected medical indstruments 764 1,658 1,589 5,511

Orthopedic appliances 645 1,020 1,038 1,387

Medicaments 430 400 378 2,772

Mechano-therapy appliances 372 1,045 923 2,601

Seats 371 11,293 10,415 21,867

Screws and others 265 1,230 1,089 4,537

Calculators 228 391 387 1,339

Automatic data processors 201 51,212 47,364 125,006

Hand tools 195 3,634 3,221 8,455

Lab equipment 179 772 666 4,825

Measuring instruments 168 492 407 1,550

Motorcyle parts 159 382 354 5,319

Dish washers 138 403 365 1,879

Human blood 120 120 82 633

Other machinaries 84 1,110 822 4,539

Liquid crystal devices 73 735 730 28,741

Motorcycles 66 417 333 5,974

Heavy machineries 58 94 81 1,959

Mixed medicaments 48 51 48 614

Ships' derricks and cranes 48 167 163 4,072

Batteries 46 1,740 1,632 10,159

Source: USITC, UNComtrade, J.P. Morgan
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Table 3. Sectors affected by China retaliatory tariff

Product groups Values of goods subject to 

China retaliation (USD mn)

Total value imported from 

the US in 2017 (USD mn)

Total US export in 

2017 (USD mn)

China share in US 

export in 2017 (USD mn)

Soybeans 12,356 12,356 21,658 57

Cars 10,589 10,620 53,581 20

Cotton 971 971 5,829 17

Sorghum 836 837 1,075 78

Car parts 676 2,296 44,949 5

Seasoning vegetables 389 389 1,460 27

Wheat and meslin 349 351 6,126 6

Fish 820 823 2,280 36

Edible offal 251 251 1,599 16

Diary products 246 246 724 34

Animal guts 193 193 556 35

Pork 236 237 4,578 5

Tobacco 162 162 1,108 15

Corn 152 152 9,566 2

Shrimps and other crustaceans 232 232 1015 23

Cherries and peaches 133 134 876 15

Scallop and other molluscs 111 112 514 22

Nuts 218 219 7939 3

Concentrated milk 97 97 1376 7

Carrier vehicles 67 70 15732 0

Source: Ministry of Commerce, USITC, J.P. Morgan
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