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CHINA'S GROWTH IN CASE OF A FULL-SCALE TRADE WAR

Know thy self, know thy enemy. A thousand battles, a thousand victories.

Sun Tzu

The US announced on 17 September new tariffs on USD200 billion of imports from China, starting with an initial
rate of 10% on 24 September and rising to 25% in January 2019. The move came two months after the
implementation of the 25% tariffs on USD50 billion of imports from China. Mr. Trump also threatened to impose
more tariffs on another USD267 billion of Chinese exports to the US if China retaliates. That would put all
Chinese exports to the US under punitive tariffs.

In the worst-case scenario of a fill-scale trade war, where the US levies hefty (say 25%) tariffs on all Chinese
exports to the US? and China retaliates, how bad would it be for China’s growth? The Chinese stock market
seems to be pricing in an economic hard-landing since June 2018 when the trade war fear intensified (Chart 1).
But what do economic theory and evidence tell us?

Gauging the tariffs impact on China

We can use two key economic parameters to gauge the direct impact of US tariffs on China: the tariff pass-
through rate and the price elasticity of demand. The former measures the possible effect of tariffs on the price
of the traded goods, and the latter estimates the change in demand due to the tariff-induced price changes.

1|MF data shows total Chinese imports by the US was USD505 hillion in 2017, while Chinese data shows total exports to the US amounted to only
USDA433 billion.
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Under a tariff shock, an exporter may or may not fully pass through the tariff-induced price increase to the local
price. In case of a partial pass-through, a Chinese exporter will absorb part of the tariff through lower profit. In
the US, when Chinese import price increases because of the tariff, the resultant decrease in US consumer
demand for the product will depend on the price elasticity. An elasticity coefficient that is bigger than minus one
means a one-percent increase in price will lead to a more-than-one-percent drop in demand.

Empirical studies show that the tariff pass-through rate ranges between 10% and 30% and the price elasticity of
demand coefficient ranges between -2 and -7 (Table 1). Let us take the mid-points of these estimates, i.e. 20%
for tariff pass-through and -4.5 for price elasticity, for our analysis of the full-scale trade war scenario.

Table 1:
Parameter Source of research Estmates
Hayakawa, Kazunobu and Tadashi Ito (2015), "Tariff pass-through of the World-Wide Trade: Empirical 20% - 30%
Evidence at Tariff-Line Level", ERIA Discussion Paper Series, ERIA-DP-2015-34
Tariff pass-through rate Ludema, Rodney D. and zhi Yu (2016), "Tariff Pass-Through, Firm Heterogeneity and Product Quality",

. . 13%
Journal of International Economics, wol. 103, pp. 234-249 °

Baier, Scott and Jeffrey Bergstrand (2001), "The Growth of World Trade: Tariffs, Transport Costs, and 2t0-4
Income Similarity", Journal of International Economics, wol.53, pp. 1-27

Basa, Maria, Thierry Mayerb and Mathias Thoengic (2018), "From Micro to Macro: Demand, Supply and
Heterogeneity in the Trade Elasticity", Journal of International Economics, vol. 108, pp. 1-19

Price elasticity of demand -4 10 -6

Head, Keith and John Ries (2001), "Increasing Returns versus National Product Differentiation as an 6.9
Explanation for the Pattern of US-Canada Trade", American Economic Review, vol. 91(4), pp. 858-876 '

The 20% tariff pass-through rate would imply a 5% price increase in the Chinese imports by the US (= 20% of
25% tariffs), and the -4.5 price elasticity would imply a 22.5% fall in the US demand for Chinese imports (= 5% x
-4.5). Total value of US imports of Chinese goods would thus fall by 17.5% (22.5% decline in volume minus 5%
rise in price).
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If Trump were to impose 25% tariffs on another USD267 hillion of Chinese imports, as he threatened recently
though he did not say at what tariff rate, this would mean that Chinese exports to the US would drop by 17.5%,

or USD46.7 billion (USD267 billion x 17.5%), or about 0.4% of China's GDP2,

By the same token, in a full-scale trade war scenario, Chinese exports to the US would drop by USD88.4 hillion
(= USD505 billion x 17.5%) based on 2017 data. This would amount to 0.73% of China GDP. Any tariff rates

lower than 25% would obviously lessen the impact on China.

Such a negative impact should be quite manageable. But this is only the estimated direct impact on China. If
we take into account the secondary effects via a negative shock on local confidence and asset prices (which will
affect domestic demand) and on regional/global demand growth (due to rising protectionism or the trade-war
impact on global trade), the ultimate impact on China’s growth could be larger with the market estimating

between 1% and 1.5% of GDP a year.

A countervailing factor

There is an important counteracting factor that conventional wisdom has overlooked: China can expand exports
to other markets to offset the fall in exports to the US. One obvious expansion is to the Belt and Road Initiative
(BRI) countries, where China’s exports have been rising (Chart 2). Crucially, China’s total exports to the region
have been larger than its exports to the US since inception of the Initiative in 2013 (Chart 3). The number of
BRI countries is increasing over time, as China’s influence grows. Anecdotal evidence also shows that China

has been expanding its trade relationship with the existing BRI countries.
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2 China’s GDP was USD12 trillion in 2017.
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Chart 3: China's exports to BRI countries*
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Why is the market so bearish on China?
If the direct tariff impact on China’s growth is limited even under a full-scale trade war scenario and China can
lessen the impact by rerouting trade through other countries, why is the market so bearish on Chinese growth?

As | argued earlier3, the sharp drop in China’s A-share market in June this year was mostly sentiment driven,
due to fears about a trade-war. Meanwhile, a recent market study* estimated that the Sino-US trade tension
might have dragged down the Chinese CSI300 index by 12%, EM equities by 9%, European equities by 8% and
the S&P500 by 3%. The real worry here is about escalating trade tension leading to a large second round effect
on China (and also the global system).

Fundamentally, the asymmetric market response between China and its peers reflects the concern that the US
Is using the trade war to contain China’s economic ascent by targeting China’s future. This makes investors in
both China and abroad nervous about the US’s blockage of Chinese trade and investment in the future, thus
hurting China’s long-term outlook. Beyond trade, further US restrictions on Chinese investment and probably a
technology arm race between the two countries would bring more uncertainties.

The bottom lines

Since the direct impact of the tariffs on China is small, this may embolden China’s tough stance in the trade
conflict. But the US is also unlikely to back down. This heightens the risk of moving them towards a full-scale
trade war with rising market volatility.

It also means that, given the current divergence in the impact of the trade shock on Chinese and other assets,
there is potentially more downside risk in those markets that have not priced in as much trade-war risk as China
has in the case of a full-scale trade war breaking out. Investors can buy VIX as a hedge against market volatility
and stay with domestic-oriented stocks to minimise the trade-war exposure.

Chi Lo, Senior Economist, BNPP AM

3 See “Chi Time: A-Shares Tanked. What's Next?” 11 July 2018.
4“How Much Risk from Trade is priced into Equities?” UBS Global Macro Strategy, 12 September 2018.
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DISCLAIMER

This material has been prepared by BNP PARIBAS ASSET MANAGEMENT Asia Limited* and is issued by BNP PARIBAS ASSET MANAGEMENT
Singapore Limited** and BNP PARIBAS ASSET MANAGEMENT Asia Limited, affiliates of BNP PARIBAS ASSET MANAGEMENT USA, Inc.***,
The content has not been reviewed by the Monetary Authority of Singapore (“MAS”) or the Hong Kong Securities and Futures Commission.

This material is produced for information purposes only and does not constitute:

1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment
whatsoever; or
2. any investment advice.

Opinions included in this material constitute the judgment of BNP PARIBAS ASSET MANAGEMENT Asia Limited or its relevant affiliate(s) at the
time specified and may be subject to change without notice. BNP PARIBAS ASSET MANAGEMENT Singapore Limited and BNP PARIBAS ASSET
MANAGEMENT Asia Limited are not obliged to update or alter the information or opinions contained within this material. Such opinions are not to be
relied upon as authoritative or taken in substitution for the exercise of judgment by any recipient and are not intended to provide the sole basis of
evaluation of any strategy or instrument discussed herein. The contents of this material are based upon sources of information believed to be
reliable, but no warranty or declaration, either explicit or implicit, is given as to their accuracy or completeness. Investors should consult their own
legal and tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an
independent determination of the suitability and consequences of an investment therein, if permitted. Please note that different types of investments,
if contained within this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be suitable,
appropriate or profitable for a client or prospective client's investment portfolio.

Investments involve risks. Investments in international securities are subject to certain risks of overseas investing including currency fluctuations and
changes in political and economic conditions, which could result in significant market fluctuations. These risks are magnified in emerging markets.
Investments in foreign securities, even though publicly traded in the United States, may involve risks which are in addition to those inherent in
domestic investments. Investments in emerging markets securities are subject to certain risks including erratic earnings patterns, economic and
political instability, changing exchange controls, limitations on repatriation of foreign capital, and changes in local governmental attitudes toward
private investment, possibly leading to nationalization or confiscation of investor assets. Past performance is not a guide to future performance and
the value of the investments in financial instrument(s) may go down as well as up. Investors may not get back the amount they originally invested.

Any reference to past performance of any market or instrument should not be taken as an indication of future performance. Neither PARIBAS
ASSET MANAGEMENT Singapore Limited, BNP PARIBAS ASSET MANAGEMENT Asia Limited nor any BNP Paribas Group company accepts any
liability whatsoever for any loss arising, whether direct or indirect, from the use of any part of such information. A BNP Paribas Group company may,
to the extent permitted by law, have acted upon or used the information contained herein, or where relevant the research or analysis on which it was
based, before its publication. This material is for the use of the intended recipients only and may not be delivered or transmitted to any other person
without the prior written consent of BNP PARIBAS ASSET MANAGEMENT Singapore Limited and BNP PARIBAS ASSET MANAGEMENT Asia
Limited. Furthermore, any translation, adaptation or total or partial reproduction of this document, by any process whatsoever, in any country
whatsoever, is prohibited unless BNP PARIBAS ASSET MANAGEMENT Singapore Limited or BNP PARIBAS ASSET MANAGEMENT Asia Limited
has given its prior written consent.

* BNP PARIBAS ASSET MANAGEMENT Asia Limited, 30/F Three Exchange Square, 8 Connaught Place, Central, Hong Kong.
** BNP PARIBAS ASSET MANAGEMENT Singapore Limited, 10 Collyer Quay, #15-01 Ocean Financial Centre, Singapore 049315.

** BNP PARIBAS ASSET MANAGEMENT USA, Inc. is registered with the U.S. Securities and Exchange Commission as an investment adviser
under the Investment Advisers Act of 1940, as amended.
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