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A tit-for-tat trade war not enough to take
global markets down

All eyes were on President Trump's Twitter feed this morning, and he
did not disappoint. Now, the question is whether the US chooses to
escalate this trade fight further. If it does, it would be a paradigm shift
for global markets - one that could see a sustained sell-off in risky
assets, as well as a broader flight-to-safety in FX and bond markets
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A trade war is the number one risk for global markets
Watch video

Fears of a trade war between the world's two largest economies seemed to have returned today
as President Trump tweeted this morning, "We are not in a trade war with China, that war was lost
many years ago by the foolish, or incompetent, people who represented the US. Now we have a
trade deficit of $500 billion a year, with intellectual property theft of another $300 billion. We
cannot let this continue!"
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But after Beijing's response earlier today of a reciprocal 25% tariff package on US imports including
soybeans, aeroplanes and automobiles - we're now in TradeWar Scenario 2.

In isolation, trade wars don't cause a global downturn - nor a
sustained sell-off in risky assets

Anyone who thought China would bow to a protectionist US administration only needs to look at
how quick the response came. It looks like major trading partners are ready to react even to the
detriment of their own economy and global markets. But it's worth bearing in mind that trade
wars are a lose-lose situation because political logic is usually dictating rather than any economic
rationale.

Our immediate reaction to China news corroborates what we expected for currency markets in a
cold trade conflict:

e The Japanese yen seems to be the best vehicle to hedge for escalating TradeWar (target
100)

e The Swiss franc, euro, and sterling are up against a politically weak dollar

e The Australian and Canadian dollar are a proxy sell for US-China trade tensions while the
New Zeland dollar is a relative haven in the commaodity space

Other markets showed a typical risk-off response initially: Treasury yields were lower, gold went
higher, US stocks declined by around 1.5-2.0% on open. However, the follow through to FX markets
has been limited.

ING's Trade War Scenarios - Transitioning from a Cold Trade Conflict to a Global Trade War

Scenario Outline Economic Impact Financial Market Implications

Trump's Lone
Trade Attack

No retaliation by
major trade partners

‘Tit-for-Tat’
Trade Battle

Proportional retaliation
by trade partners

Cold Trade Conflict

US escalates
reciprocal tariffs

Escalating Trade Wars

All-Out
Trade War

Global Trade War

US adopts a no holds
barred policy stance

US trade policy & response
of major trading partners

* US import tariffs on steel (25%) &

aluminium (10%); NAFTA, EU, Brazil
Australia, Korea & Argentina exempt

* US impose $60bn tariff package on

‘China invoking Section 301 by citing
alleged theft of intellectual property

* Countries affected by aluminium &

steel tariffs retaliate proportionally

* China retaliates proportionally to US

tariffs (with anti-trade measures)

* US does not react to retaliations

* US broaden protectionist measures

to other countries & sectors (eg, 25%
import tax on EU cars); EU retaliate
with proportional countermeasures

* US reacts to China's retaliation with

20% blanket tax on Chinese imports

* Trump pulls out of WTO and throws

world trading system into disorder

- US impose 20% tariff on all imports
* Trading partners also retaliate with

20% tariff on allimports from the US

Implications for US &
RoW economic growth

Small economic gain for
US (and equivalent loss
for trading partners) as
no retaliation sees some
US import substitution

US economic loss given
trade partner retaliation.
Beijing retaliatory tariffs
buffers any damage to
the Chinese economy

EZ economy hit now as

Global Risk
Sentiment

Nervous Goldilocks
Risk sentiment stable
but threat of trade war

keeps investors cautious

Stagflation Risks
Inflation-linked assets
bid, while global equities
see knee-jerk dip lower

High Risk Aversion
Escalation sees elevated
risk aversion & sharper
sell-off in risky assets

Global Downturn
Sustained move lower in
global equities & flight-
to-safety in US debt.

US Dollar &
Global FX markets

US protectionist policies
to address trade deficit
implicitly leads to weak
USD expectations being
embedded into markets

Asia FX sensitive to US-
China trade wars;

proxy sell for escalation;
CNY stays firm as a way
to defuse trade tensions

USD trades lower versus
JPY & EUR given large
US net foreign liability

position & greater scope

for dovish Fed re-pricing

EM FX underperforms
(ZAR, RUB & BRL most
sensitive to increases
in global risk aversion);
FX of SOEs* vulnerable

Source: ING FX Strategy. *SOEs = Small Open Economies

Tit-for-tat tariffs still keep us in the realms of Defcon 3 when it comes to trade wars - or what we
like to call a cold trade conflict as explained in scenario 2 in our graphic.

But for global market dynamics to transition from a cold trade conflict to an actual global trade
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war, we need to see either:

(1) A broadening of current US protectionist measures to other countries and sectors - and here
we highlight US tariffs on EU car imports as the flagship policy.

(2) The US administration reacting to any retaliatory tariffs from China - by imposing larger and
potentially blanket tariffs on all Chinese imported goods.

Either of these would be a substantial rise in the average world tariff rate in a way that requires
global markets to take significant notice.

In isolation, trade wars don't cause a global downturn - nor a sustained sell-off in risky
assets. But what has typically amplified the risks around a trade war is if it coincides with
either rise in geopolitical or foreign policy risks or if increased protectionism occurs
alongside a slowdown in the global economy. We would put the first as a bigger risk than
the latter, though neither are non-negligible.

It is the signalling channel of US trade policy that has been the key driver for the USD in prior
‘trade war' episodes. Protectionist measures implicitly signal the US administration's desire
for a weaker USD - and such expectations are likely to be entrenched in FX markets until
credibly broken.
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