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“The US trade war with China caused disruption to the long-lasting economic
consensus on the mutual benefits of free trade and the devastation of tariffs. Cian
Hennigan explores the fallout of this trade war and the motivations behind it, in
an effort to establish whether the economic consensus on trade is still applicable
in today’s globalised economy. Hennigan looks at the issue from an EU per-
spective and discusses the implications for the future of EU trade relations with
China, the US, and the UK, as they attempt to balance economic welfare with

the goals of sustainability and justice.”

Introduction

hat originally began as the European Coal and Steel Community, the EU has

now become a fully-fledged area of economic cooperation. A founding princi-
ple of this economic cooperation entails that member states cannot impose technical or
non-technical trade barriers between each other. As a result of this trade liberalisation,
the notion of tariffs and other protectionist measures have not existed between member
states since the commencement of their membership. In the backdrop of the enlargement
of the EU, many other developed nations also moved towards open trade policies in
search of increased economic growth and the WTO was established accordingly (Haugh
etal., 2016). Consequently, there were no major trade wars in this period. A trade war
is a scenario in which two countries continuously impose tariffs on each other in a retal-
iatory response to an initial tariff by one country. The rise in populism in recent years has
led to trade policy being used as a political tool to enforce anti-globalisation agendas, a

key pillar of many recent populist platforms (Fajgelbaum & Khandelwal, 2021).

In 2018, the long period of uninterrupted trade liberalisation in the world econ-

omy was abruptly ended when Donald Trump decided to place tariffs on some imports



into the US market, which mainly targeted China. Examining evidence from this trade
war allows us to analyse what trade theory still holds in a modern-day setting and ulti-

mately how this evidence can be incorporated into the goals of EU trade policy.

The Economic Impact of the US-China Trade War

Trade wars stem from protectionist trade policies, which are pursued by placing
tariffs on goods from other countries, in order to make domestically produced goods
more competitive. There is overwhelming evidence that increased trade liberalisation is
more effective in increasing economic growth and that protectionist policies should be
avoided (Haugh et al., 2016). However, this research has failed to thwart the move of
some governments towards protectionist trade policies. Additionally, it was still not fully
clear how well previous research would apply to a modern-day trade war between two

major trading economies.

Trump’s protectionist policies were influenced by a number of factors. A key part
of his presidential campaign was to protect domestic manufacturing industries that had
lost out to China’s comparative advantages, mainly in the form of cheaper labour. There
was also a belief that Chinese imports of steel and aluminium were a threat to national
security (Bown & Kolb, 2021). The initial tariffs led to retaliation from China, and a trade
war cnsued. High tariffs have mainly been placed on aluminium, steel, and electrical
goods such as semiconductors (ibid). China and the US entered a phase one trade deal
in 2020, but data shows that China has failed to meet the conditions of the deal (Bown,
2022). There is no certainty when the remaining tariffs will be removed, or whether the
current trade deal will hold in the future.

As this trade war is still young, we can only analyse its short-term impacts. Stud-
ies by Fajgelbaum et al. (2020) and Cavallo et al. (2021) have found that during the
trade war, there has been a complete pass-through of tariffs onto producer prices for
both countries, which has implications for tariff welfare calculations. This was in contrast
to classical trade theory, which hypothesised that there would be an incomplete pass-
through of tariffs for major trading nations. Kreinin (1961) studied tarift pass-through
in the US after the Reciprocal Trade Agreements Act” and found an incomplete pass-
through of tariffs for a variety of industries. Globalisation has possibly eroded the trade

power of large economies and their ability to affect the global market.

There is compelling preliminary evidence that US manufacturing industries ex-
perienced a negative impact on employment and wages as a result of the trade war. An
econometric analysis by Flaaen and Pierce (2019) studied the initial effects of the trade

war by using rigorous tariff timing data and matching it with US labour statistics to assess

* The Reciprocal Trade Agreements Act (RTAA), which passed in 1934, gave the US president the

power to adjust tariffs and negotiate bilateral trade deals.
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any changes to the US manufacturing economy. They found that even though the original
tariff protection helped US manufacturing employment marginally, this was offset by the
increase in input costs from retaliatory tariffs. Analysing producer prices, they also find
that rising input costs caused a significant increase which supports the complete pass-
through of tariffs to producers. This negative impact is in contrast with one of the original
reasons for placing the protectionist tariffs in the first place. As one would expect, the
trade war has also had substantial distributional effects, mainly due to Republican coun-
ties experiencing the largest welfare losses (Fajgelbaum et al., 2020). The econometric

results can be seen in the table below.

Table 4: Point Estimates of Cumulative Effect by Channel:

Industrial  Producer

Variable Employment  Production Prices
Import Protection 0.080* -0.042 -0.053
(0.049) (0.165) (0.069)
Rising Input Costs (. 463%** -0.357 1.780***
(0.122) (0.330) (0.486)
Foreign Retaliation -0.506** 0.180 0.341
(0.249) (0.657) (0.538)
Industry Fixed Effects ves ves ves
Number of Industries 76 34 81
Observations 2,440 2,688 2,586

Sources: Federal Reserve Board (FREB), U.S. Department of Labor, Bureau of
Labor Statistics; authors' caleulations,

Notes: See equations (7) and (3) in the text. Robust standard errors in paren-
theses, + p < 0L10, ** p < 0,05, =+ p < 0.01,

Source: (Flaaen & Pierce, 2019)

It is also important to analyse the indirect effects of the tariffs applied. It is reason-
able to assume that a trade war creates instability for industries and freezes investment
prospects. A study by Caldara et al. (2020) found that trade policy uncertainty increased
dramatically in 2018, and this may have reduced US investment by around 1 percent.
Analysis of the impact of the trade war estimate welfare losses that range between 0 and
1 percent of GDP for the US and China (P. Fajgelbaum & Khandelwal, 2021). To sum-
marise, initial statistical analysis shows that the trade war negatively impacted growth,
which can be seen through the fall in employment and increase in prices for US man-

ufacturing firms. Further study is needed to assess the long run impact, which will be



determined by the future trade relations between the two countries.

Insights for the EU

The recent trade war has brought trade policy into a much more focal discussion.
It should be stated that as part of the US-China trade war, the US also placed tariffs on
steel and aluminium for the majority of major trading nations, including the EU (Bown
& Kolb, 2021). The Commission retaliated by placing tariffs on iconic American goods.
On October 31st 2021, the EU and US government agreed to drop most of the tariffs in
place between the unions and brought an end to the cycle of retaliation (EU Commission,
2021a). From the evidence shown, this trade policy will benefit manufacturing industries
by helping to lower the prices of intermediate goods. The Commission stated that the
deal “should reduce costs for steel and aluminium exporters, helping to support the sus-
tainability of two industries that together employ 3.6 million people in the EU” (ibid). Tt
is clear that protecting the employment and output of these industries, as well as political
change in the US, were important factors in reaching a deal. More generally, the impor-
tance of robust trade agreements with other trading nations is important for economic
growth in the EU as a whole. The move to reduce tariffs on steel and aluminium supports
the claim that using trade policy to protect manufacturing employment “is complicated
by the presence of globally interconnected supply chains” (Flaaen & Pierce, 2019). Al-
though tariffs can be initially used to protect domestic employment, it is clear that in a
highly globalised world this is not an effective policy for increasing economic growth.

From an intra-EU perspective, the free trade area prevents trade wars between EU
members and subsequently helps to improve economic growth in the EU. The benefits
derived from this arrangement are often taken for granted by EU nations, but the emer-
gence of the US-China trade war serves as a reminder of the importance of economic

cooperation to protect economic growth in the union.

In February 2021, the Commission released a communication regarding the EU’s
trade policy objectives in the coming years. The communication stated the importance of
keeping European trade open while also emphasising the importance of sustainability and
rule-based cooperation (EU Commission, 2021b). Sustainability has become an import-
ant part of the EU framework, but there are international differences in the importance
of climate change and its urgency. The EU may also find it difficult to maintain rule-based
relationships with countries like China and the US, who have both struggled to align their
trade practices with WTO guidelines (Bown, 2009). The EU has proposed a reform of
the WTO, but one would wonder what policy concessions it will have to make in order

to get all major trading nations on board.
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How do the EU Approach the UK and China?

There are many current and potential difficulties facing EU trade. The EU is pro-
tected from protectionism due to its democratic structure and has committed to remain-
ing an open trading economic area. The UK and China provide interesting case studies
summarising the diplomatic issues the EU will face as they attempt to complete their

trade objectives.

In recent months, the UK have increasingly threatened the EU that they may decide
to trigger Article 16. This may force the Commission to revoke the post—BrexitTrade and
Cooperation Agreement (Webber et al., 2021). Although scrapping the agreement is not
guaranteed, it may be needed in order to maintain a harder stance on the UK post-Brexit.
From an EU growth perspective, it would be damaging to instigate a trade war with the
UK. Around 15% of the EU’s total exports go to the UK, and 10% of its imports come
from the UK (Eurostat, 2021). This makes the UK a significant trading partner for the
EU, especially in the areas of food, drink, and certain manufacturing industries. Using
input-output trade data and economic shock models, researchers have estimated the eco-
nomic impacts of trade barriers between the UK and the EU. A study by Hans-Ulrich
and Oliver (2021) found that a reduction in UK import demand would have the biggest
relative effect on Irish agricultural and German automotive industries. With a similar
model, Wenz et al. (2020) estimate that there would be long run negative output growth
for both the UK and the EU, with Ireland being the most exposed due to the use of the
UK as a land bridge to access EU markets.

Based on the findings above, it would not be surprising if the Commission approach
the issue of the current trade agreement with the UK cautiously. If the current agreement
abruptly falls through, it will lead to economic uncertainty and instability in the EU area.
However, the discovery of a complete pass-through of tariffs for major economies will
give some hope to the EU that there may be a high elasticity of supply and new trading

partners could be found quite easily to offset the reduction in demand.

The EU’s trade relations with China have worsened over the last two years, due
to numerous disagreements and policy differences. They brokered a ground-breaking
investment deal called the EU China Comprehensive Agreement on Investment (CAI),
however, the ratification of this deal has been delayed due to a dispute between China
and the EU over the mistreatment of Muslim Uyghurs in northwest China (Emmott,
2021).The purpose of the CAl is to establish a framework of rules that make investments
between the two economic areas fairer, and to open parts of China’s economy to EU
FDI (EU Commission, 2020). The CAI would have been an effective deal at committing
the EU to openness while also having China agree to multiple sustainability goals such
as peaking their carbon emissions by 2030. However, the issue of human rights is clearly
important for the Parliament, and it will not be foregone for increased economic growth.



China is an extreme economic player internationally, and the country is still growing at
a rapid rate. Their GDP grew by 8.1% in 2021 and is forecasted by the OECD to con-
sistently grow at a rate of close to 5% over the next couple of years (OECD, 2021). The
sheer growth of the Chinese economy makes it an important ally for increasing economic
growth in the EU and helping to reduce prices for EU consumers. However, China still
remains restless when it comes to cooperation and discipline in the WTO. Most recent-
ly, China blocked the majority of its trade with Lithuania after it deepened its ties with
Taiwan (Lau, 2022). This forced EU Trade Commissioner Valdis Dombrovskis to launch
aWTO trade dispute. Disputes with China are common in the WTO, which is likely to
continue into the future. Although openness with China is economically enticing, the
EUW’s rule-based approach to trade will be tested by a nation that historically has struggled

with discipline on an international level.

Conclusion

There is a vast amount of evidence on how trade policy affects economies, but a
lack of modern-day trade wars has left questions about whether the theory would still
hold. In essence, the US-China trade war provides fresh evidence on the applicability of
trade policy in the modern-world. The EU can also learn from the US-China trade war
that engaging in a tariff war on manufacturing products has a negative impact on growth
in the short run at least. It is likely that the impact on growth in the long run will also be
negative, but more data is needed before this can be examined. It is clear that globalisa-
tion has led to a world where protectionist measures are still economically punished, and
possibly more than before.

The intra-EU free trade area has prevented trade wars and harnessed consistent
growth in many sectors that rely heavily on imports and exports. It has also led to sus-
tained employment in the areas that suffer the most from tariffs. In order to sustain
growth into the future, the EU should focus on minimising tariffs where possible be-
tween the EU and other trading nations and maintaining economic cooperation within
the EU. The Commission should avoid any abrupt trade policy changes with the UK to
avoid unsettling industries that rely heavily on the UK as a trading market. China also
provides a huge diplomatic headache for the EU, and it is difficult to predict how coop-
erative the nation will be as it becomes economically more powerful in the future. As
many governments dabble in rogue protectionist trade policies, it is important that the
EU continues to implement open trade policies where possible to boost the economic
welfare of its citizenry. Nonetheless, the Commission has a responsibility that this should
not come with the concession of other important proponents of welfare such as climate

and justice. This balance will most likely guide EU trade in the next decade and beyond.
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