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China Economics Update: Trade tension escalates to extend manufacturing slump and
RMB weakness
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Re-escalation of trade war overshadows
Jackson Hole

The US-China trade war took a turn for the
worse on Friday, as US President Trump
announced that that he would increase
tariffs on most Chinese exports to the US
and called on US companies to leave
China.

Earlier on Friday, the Chinese Ministry of
Commerce announced 5%-10%
retaliatory tariffs on US$75b of US
products, in response to the US's planned
10% tariff on the remainder of the
US$300b of Chinese imports. The new
Chinese tariffs will be implemented in two
tfranches. The first franche, including
tariffs on soybean and crude oil, will be
effective on 1 Sep. The second franche,
including tariffs on autos, will start from 15
Dec. Tariffs on autos that were
suspended last Dec as trade talks
improved will be reinstituted at 25% for
cars and 5% for auto parts.  As China
accounts for c.11% and c.7% of US crude
oil and auto exports respectively, tariffs
will have a meaningful impact on these
sectors.

The further fit-for-tat escalation
announced by US President Trump
includes hikes of ftariffs across almost all
Chinese products: tariffs on US$250b of
Chinese products would be raised from
25% to 30% from 1 Oct. The 10% tariff on
the remaining US$300b of products will
be raised to 15%. As previously
announced, tariffs on the US$300b of
products are roughly divided intfo two
franches. The first franche — about half of
the products - will see tariff hikes on Sep
1st. The higher duty on the remainder will
come info effect on Dec 15t.
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The tariffs will have an increasingly negative impact
on both economies. The US$250b of products that
are already subject to tariffs are mostly intermediate
products, and the impact is less direct on US
consumers and Chinese exporters as the latter can
pass through some of the cost increase to suppliers.
But it has direct impact on global tech supply chains.

The US$300b of products, in contrast, are dominated
by consumer and final products with more direct
impact on both countries. In addifion, the second
franche of the US$300b will have more significant
impact than the first. The first tranche includes mostly
apparel (¢.30%) and certain home appliances and
consumer electronics (c.20%). Chinese market share
in the US, and the reliance of Chinese producers on
the US market are both relatively small for these
products. The second tranche includes cell phones
(c.30%), computers (c.25%) and toys (c.15%), and
the mutual dependence is much larger. For instance,
China products account for ¢.70-80% of US market
share in cell phones, computers and foys. Should the
tariffs take effect, the impact on domestic US prices
and Chinese exports will likely be more meaningful.

On growth, we estimate that the additional tariffs,
including the previously announced 10% tariffs on
US$300b of products and the newly announced
increment of 5% on all Chinese products, will frim
GDP growth (mostly in 2020F) by another 0.3-0.5ppt,
resulting from the decline in frade volume and
corporate earnings. The secondary effect including
investment and consumption would be larger,
should the impact spread. For the US, Oxford
Economics estimates the new tariffs will drag down
US GDP growth by an additional 0.2-0.5ppt in 2020.

The trade news overshadowed the much-
anticipated Jackson Hole meeting, where Powell
indicated that the Fed is prepared to ease further
should it be needed. He avoided any mention of
“mid-cycle adjustment” or “recalibration of policy
stance” that were mentioned in the previous Jul
FOMC press conference, which could be interpreted
as slightly dovish. Meanwhile, Powell pointed out
that it is not the Fed's job to act as a counterweight
fo the uncertainties on the frade front. Overall,
Powell emphasized a long list of risks, despite
generally sfill-positive economic conditions.

Trade war impact to outweigh monetary easing; RMB
to stay weak

In recent weeks signs of improving negotiation have
become marginally positive. For instance, last week,
the US extended its Huawei ban for another 90 days.
The latest escalation however has darkened the
prospects for a meaningful fruce in the near-term.
But the fact that tariff threat on some of the most
important frade items such as cell phone, computer,
and foys will be delayed until mid-December gives
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some modest hope that confinued frade dialogues
will be carried out.

The escalation of the trade rhetoric will inject further
uncertainty info the already-fragile global
manufacturing cycle. In the US, while the consumer
sector and labor market remain strong, capex
demand and the manufacturing sector have
weakened, and Markit manufacturing PMI fell below
50 in Aug. In Ching, the manufacturing sector has
been in a downtrend since mid-2018, dragged
down by soft global frade.

We expect monetary policy to stay accommodative
but the impact on the economy will be minimal. We
still expect a 25bp rate cut in the Sep FOMC
meeting, and the tic-for-tac frade tension has raised
the odds of an Oct cut as well. In China, the latest
interest rate reform has eased the transmission of
monetary policy but may not significantly lower the
lending rates or increase credit. There is no sign yet
that the government is ready to shoulder the
economic hit from soft frade by easing domestic
credif policies, due to concerns over the property
sector and financial stability. As frade war escalates,
the Chinese government may need to guard
against any spillover effect in the financial market.
We expect the USDCNY rate to stay at around 7.0-
7.1 by year-end.
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