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Introduction
The deep roots of Chinese economic development and further expanding of Chi-

nese firms abroad provided the intensified trade between United States and China. The
higher the value of trade — the more economies of countries become interdependent.
However, with the new American president the relationship between countries deteri-
orated. The intentions to decrease the trade imbalance between China and USA lead to
a trade war. Both countries throughout last decades were not in the conflict situation,
specifically with regard to the trading, investment and economic issues. Both countries
represent today two biggest economies that are in a competition for the world leader-
ship. Thus, the investment flows with their specificity and significance as a result of
trade war should be on in-depth analysis. For now, the problem hasn't been thoroughly
analyzed.

One of the major roots of the trade war is the role of foreign direct investments
between countries. The attraction of foreign direct investments was an important part
of the whole economic policy of China. From the beginning of Chinese “Open Door
Policy” this issue has passed through several stages, from the position of supporting
economic development, modernization and transformation to the country’s economic
power and engine. The big role in the FDIs played American companies which estab-
lished their production facilities in China, increasing and adding to the economy and
thus to the trade imbalance between countries. Foreign-invested enterprises and state-
owned enterprises activities created a basis of the expanding of Chinese economic in-
terests and sustainable development. It should be underlined also that such activity fur-
ther on influenced positively on Chinese trade policy both on the increase of the amount
of export and import, and on the modernization of Chinese industry.

The increase of interdependency between countries before the presidency of
Donald Trump come amid sharp and rapid increase and development of Chinese econ-
omy and its standing as a first economy by size.

The increase of cooperation and integration between countries would not be pos-
sible without China’s Accession to the World Trade Organization. The overall decrease

in tariffs rates and the opportunities to get access to all features of membership had a
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significant impact on the development of relationships between countries and thus was
one of the steps of Chinese rising.

The actions of United States are guided by economic stability. It is always at the
center of both economic and trade policy. When it comes to a decision-making politi-
cians look at economic situation and more particularly at factors that can threat the
economic stability. Thus, if we look at the situation from the perspective of domestic
policymakers, such factors could possibly create instability which generates the desire
to resort protectionist measures.

Research goal: to provide scenarios concerning future development of the trade
war between China and United States analyzing economic impact on the world econ-
omy and economies of the countries.

Research objectives:

e To discover detailed the progress of the trade war development;

e To determine the key significance of China’s Accession to the WTO for the
trade war;

e To discover modern patterns of investment flows and influencing factors;

¢ To conduct retrospective analysis of the trade development between countries;

¢ To reveal the features of Chinese “Go out policy” and its impact on the trade
war;

e To provide the forecast of the trade war development.

Object of the study: economic and trade policies of China and the United States

Subject of the study: interrelation between trade war instruments of countries
and their economic impacts

Scientific novelty of the research

This research is a detailed study of economic relationships between United States
and China which led to the trade war taking into account historical and recent changes
in bilateral investment process and trade policy of the United States. The study is ac-

companied by an assessment of the results not only of the historical aspects and roots



of the trade war but also of the last steps taken by countries in this trade war. It provides
an analysis of possible outcomes taken in a classis scenarios approach.

Research structure

This paper is organized into tree chapters. Following the Introduction, in Chapter
1 we look at the suitable theory, the structure of the trade and trade policies between
countries. Chapter 2 is devoted to the investment process between countries, its struc-
ture and impact on the trade war. In Chapter 3 we look at the trade war, involving the
beginning of the war, countries’ retaliations, possible outcome depending on hypothe-
ses stated. The main problem concerned about Trump’s “Make America Great Again”
policy which leads to increase in protectionism of the countries and weakening of in-
ternational institution, it can cause additional restriction not only on the analysis of the

trade war and American policy.



CHAPTER 1. ANALYSIS OF BILATERAL TRADE BETWEEN
CHINA AND USA

1.1 Theoretical background

Protectionism is a trade policy that allows the government to provide protection
for domestic producers through the implementation of tariffs and non-tariff barriers to
trade, thereby boosting domestic production. There are different types of protection-
ism. First — and is commonly used — tariffs imposition. Thought we should take into
account that Members of the WTO negotiate their bound rates so they can apply higher
duties on imports under certain conditions. There are also quotas, subsidies, non-tariff
measures such as technical standards. Governments implement protectionist measures
when they believe that there is an injury or a threat to a domestic industry coming from
foreign competitors. The protectionism itself is a part of economic and trade policies
of countries. There are no pure protectionism as well as no pure liberalism, they are
combined in order to pursue more effective economic development.

The issue of economic stability always was at the center of both economic and
trade policy. When it comes to a decision-making politicians look at economic situation
and more particularly at factors that can threat the economic stability. Thus, if we look
at the situation from the perspective of domestic policymakers, such factors could pos-
sibly create instability which generates the desire to resort protectionist measures. So
in such cases, when the global economic instability arises countries are intent to imple-
ment more protectionist measures which affects negatively trading between countries.
However, we should underline that protectionism itself is a policy that can adapt do-
mestic economy to unfavorable conditions on the world market, adapt domestic pro-
ducers to those conditions and protect them against threats making country’s economy
stronger. From this perspective, protectionism is an integral part of the whole economic
system. The interconnection and interdependency between trade, economic policies
and protectionism constructs a system with dynamic adaption to external conditions.

Protectionism is inextricably linked with the country’s fiscal, tax and customs

policies, which together constitute a means of macroeconomic stabilization aimed at



stimulating or restraining activities of the external sector of the economy. The key

factor in choosing direction of influence is creation of conditions under which national
economy, through acquisition of competitive characteristics, arising on the basis of the
formation of appropriate structure of the domestic economy, provides a sufficient level
of external sector that can withstand the challenges of world markets. Thus, the appli-
cation of protectionism to domestic economic policy reflects in the formation of com-
petitive external sectors of economy, creating of efficient foreign economic activity.

Protectionism itself serves two purposes. First of all, it is aimed at improvement
of domestic businesses, growth of competition in certain sectors. It’s necessary because
of various reasons. For instance, if the domestic producers are less competitive com-
paring to foreign ones, or if domestic industry is uncompetitive due to backwardness
which requires not only implication of protectionist measures but also the development
of industry through involvement of foreign experience, development of industry, tech-
nologies, etc.

It should be noted that within the framework of World Trade Organization pro-
tectionist measures are at the center of countries’ interests. Hence, countries protect
mostly those industries in which countries consider their national security interests. For
example, agricultural and food sectors generally are more protected than others.

List introduced his view on the protectionism in his book “The national system
of political economy”. List's theory of "national economics" differed from the doctrines
of "individual economics™ and "cosmopolitan economics™ by Adam Smith and J.B.
Say. He built his theory on the basis of opposing the economic behavior of individual
with nation. That is individual only concerns about his own interests but state fosters
the welfare of all its citizens. An individual may prosper from activities which harm
the interests of a nation [45].

List stated that the free trade can only emerge in case if all nations would recip-
rocally follow the principles of free trade which implies the equity between countries.
But in reality, the history of human development brought us to emergence of different
states, different nations. Thus, countries act towards each other as a nation. “The sys-

tem of protection, inasmuch as it forms the only means of placing those nations which
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are far behind in civilization on equal terms with the one predominating nation, appears
to be the most efficient means of furthering the final union of nations, and hence also
of promoting true freedom of trade” [45]. List perceived protectionism as a necessary
tool to achieve economic development resulting in emerging of a full free trade be-
tween countries and emphasized its temporary nature, opposite to Mihail Manoilescu’s
and his theory of protectionism with permanent protection of the economy.

Most commonly states by implementing protectionist measures are guided by so

called forward-looking protectionism: “This means that in this way continuity of eco-

nomic development is achieved every time in new levels, taking into account achieve-
ments of national and world scientific and technological progress and preserving dom-
inant position not only in the markets but also in the world as a whole” [51].

The modern age brought among common economic situation the issue of glob-
alization. Governments and decision makers rely on current situation on global market.
Moreover, under current conditions and due to globalization it is impossible to create
a closed economy. From the other hand, it is clear that governments cannot refuse the
implementation of protectionist measures since it leads to high economic and financial
damage. Hence, it is important to analyze possible threats to economy, advantages and
disadvantages from implementing liberalist and protectionist measures, needs for sup-
port of domestic producers.

Diagram 1 demonstrates the effect of placing tariff on imports from the perspec-
tive of welfare economics. There are winners and losers from the implementation of
tariffs. Losers are: domestic consumers who pay higher prices, decrease in consumer
surplus; foreign exporters that lose from decrease of imports; and net welfare loses to
the domestic economy. Also, it is possible to be hit by retaliatory measures, in such
case domestic exporters would also suffer from tariff implementation. Other firms can
also be hit by imposition of tariffs — those firms that suffer from lowering demand for
certain goods, mostly that were subject to import tariffs. The price for those goods rises
and thus consumers have less disposable income to spend on such goods and it leads

to a decline in demand. Winners: government which gains revenues from the tariff; and



domestic producers by increasing producer surplus, firms are able to sell more quantity
of products to domestic markets.

Diagram 1. Effects of tariff implementation [49]
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Coughlin C., Chrystal A., Wood G. (1988) [30] examined the issue of protec-
tionism and free trade. They argued that the effect of protectionist measures is mainly
seen through the prism of domestic producer. Their position is improved relatively to
foreign producers in the same industry by the increase in the price of foreign good in
the domestic market relatively to that product produced domestically. It is important to
note that authors underlined the role of protectionism in balancing the balance of trade.
The main idea behind improving BoT is the mercantilists one that the larger trade sur-
plus — the better it is for national economy. Coughlin C. et al. (1988) stated that neither
trade surplus nor trade deficit are good in the economic sense. The faster economic
growth of United States provides the emergence of trade deficit and in this case it is a
good indicator of healthy economy. Jagdish Bhagwati in its book “Protectionism”
noted: “The fact that trade protection hurts the economy of the country that imposes it

is one of the oldest but still most startling insights economics has to offer. The idea



dates back to the origin of economic science itself. Adam Smith’s The Wealth of Na-
tions, which gave birth to economics, already contained the argument for free trade: by
specializing in production instead of producing everything, each nation would profit
from free trade” [12].

Protectionism also influences the economy in other ways. First of all, it provides
for domestic producers more opportunities to growth and increase their competitive-
ness with foreign firms in the international market. Secondly, and what is more im-
portant within our analysis framework — it simply allows to decrease the quantity of
imports thus impacting in improvement of trade balance. This argument is largely used
by United States in a trade war with China. Thirdly, it creates more jobs. Though, this
issue is debatable, as well as believe that protectionism leads to an increase of domestic
GDP because an overall effect of trade openness results in overall increase of GDP.

From the other perspective, protectionist measures can lead to a technological
stagnation. Protectionism can be used in a way to encourage domestic producers to
invest in R&D but usually the increase in tariffs results for domestic producers in a
reduction of foreign competition and as a consequence in no need to worry about com-
petition and technological improvement. As it was mentioned, consumers suffer from
tariffs because it leads to less amount of foreign products and probably to choice limi-
tation, also increase in price also negatively impact on consumers. What is more im-
portant among negative consequences of tariff raising — the reaction of trading partners.
It is clear that foreign countries are not happy with new tariffs which can lead to a
retaliatory tariff, damage to domestic producers and to political and economic tensions
between countries as it is in the case with the trade war between China and United
States. The analysis of tariffs in a perfectly competitive market demonstrates that if a
large country imposes a relatively small tariff, or if it imposes an optimal tariff, then
domestic national welfare will rise but foreign national welfare will fall. The partial
equilibrium analysis shows further that national welfare losses to the exporting nation
exceed the national welfare gains to the importing nation. The reason is that any tariff

set by a large country also reduces world welfare [63].
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Thereby, taking into account globalization process, evolved economic policies
and macroeconomic conditions the protectionism progressed from common trade pol-
icy that is based on tariffs and non-tariff measures to a more comprehensive and com-
plex state policy and mechanism that serves to increase the competitiveness of national
economy on global market and protect the domestic economy in the process of global-
ization — neoprotectionism.

Neoprotectionism can be characterized by predominance of its offensive nature
with pronounced aggressive expansionist features; emergence of “collective macro-
regional protectionism” of modern integration unions; expanding the arsenal of tools
through the use of relatively new, those that are harder to be subject to international
regulation; the fast growth of developing countries, especially China; significant un-
certainty in the markets and further shifts in global economic activity towards countries
with emerging markets; to some extent the dependency of new protectionist measures
on WTO law and rules (for instance, safeguard measures). Hereby, neoprotectionism
also includes the issue of regional integration, and from here comes new consequence
— changes in terms of trade. For example, the trade war impacted in changes of trading
partners for countries.

Unlike “classical” protectionism, aimed at protecting national producers, indi-
vidual branches of the economy, depending on their significance and the political
power of the circles concerned, neo-protectionism has in its arsenal a toolkit that be-
comes a response to the new challenges of the “new norm”. In the updated form, the
emphasis changes in the very goal setting: Not protection from foreign competition in
their country, but stimulation of economic activity in response to reduction of aggre-
gate demand is placed on the responsibility of the latter. Thus, these goals of defending
economic sovereignty (for developing countries) or the struggle for conservation (for
developed countries) or the spread of economic influence (for developing countries)
become dominant transformations of classical protectionism into neo-protectionism
[63].

Protectionism can lead to a possible trade war. The classical approach in analysis

of trade wars includes the evaluation of welfares. Trade theory suggests that country’s
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welfare can be increased by the repatriation of profits from foreign firms to their do-
mestic competitors. This view is based on macroeconomic equation of GDP:
C+1+G+(X-M), where ¢ — consumption, | - investments, g — government spending and
X-m — net exports. One argument that is often brought forward against protectionism is
the fear of retaliation, which could lead to a trade war. In such a scenario, both countries
would raise their tariffs, and consequently the above-described positive effects would
no longer be at work. If we consider such situation the aggregate effects of the trade
war, rising of tariffs between countries are strictly negative. Rising of tariffs leads to
increase in prices of imports for both countries and all consumers — consequently less
consumption which slows the economy, less efficient production for both countries,
changes in terms of trade. Thus, if in the case of our trade war there would be no retal-
iatory measures from China, the effect on economy of United States would be positive.
But there are a lot of factors that influences this issue. First of all, in the trade war we
should apply the game theory because the United States purpose is considered through
the lens of Trump’s “America first” policy. Winning a trade war means then a win case
for United States. However, we should also take into account Phase One Deal and un-
derstand why China agreed on such demands from American side. If China agrees on
this deal assuming that it is in the same path of developing Chinese economy (namely,
the improvement of intellectual property rights issue), then should we consider a loss
for China in a trade war (at least, in the first round of negotiations) [36]?

The relationship between trade wars and protectionism are quite clear. The rise
of tariffs can lead to a retaliation, that’s what occurred between USA and China. Taking
into account Trump’s policy and his concerns about place of United States in current
global situation (meaning primarily its political and economic power), the rising polit-
ical and economic power of China, its importance in the world, we should consider
under analysis of trade war the game theory. The question arises is how it should be
placed in the analysis.

First of all, in case of China and USA there is a non-cooperative game because
countries rely only on their own actions, especially United States. The common appli-

cation of game theory proposes a non-domination policies and thus two key options for
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countries with regard to protectionist measures: 1) to keep existing protectionism level
or 2) to diminish the level of protectionism. In such case both countries are dependent
on the action of another, there is no dominant policy. If one country decides to take 1
option, the second should do the same. However, we should take into account a zero-
sum game and dominant policy for United States — to push Chinese economy to liber-
alization, more market openness, stop subsidizing, etc.

Under such circumstances where USA implements tariffs, the reaction of China
Is dependent on actions taken by United States, thus China retaliates. The position of
China differs - For Chinese President Xi Jinping, threats in a trade war include the
political risks associated with angry farmers, factory owners, consumers and a broader
economy damaged by high tariffs, as well as nervous financial markets and the cost to
his leadership if he miscalculates. For Trump such policy falls within his policy. How-
ever, domestic politics matters. Trade policies might be influenced by domestic interest
groups and used to raise the welfare of specific groups instead of the entire nation. This
point is more related to real situation, which will be discussed later.

Today, the tendency to reduce the level of tariffs became common since almost
all countries are members of the WTO. Though temporary increase in tariffs is becom-
ing a common practice. For example, Banana wars, EU’s protection of agriculture, Ar-
gentina food tariffs, anti-dumping cases, Trump tariffs, etc. The current situation with
regard to trade and protectionism in global market includes the emergence of new
forms of measures, namely — non-tariff measures. The most common are: technical
barriers to trade, sanitary and phytosanitary measures, administrative barriers (making
it more difficult to trade, for example, by imposition of environmental standards), com-
petitive devaluation (manipulating currency to make exports cheaper) [60]. Those
tendencies create additional obstacles to trade, requiring more legal regulation and

thus, diminish the role of the WTO demanding its reform.
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1.2 Overview of countries’ trade profiles
Bilateral trade between countries became a traditional economic relationship.

China for United States, as well as USA for China — is an important and strategic trad-

ing partner. Diagram 2 demonstrates the trade intensity index. It is supposed that if

index is larger than 1 — the trade between countries is much intensive and larger than

that expected given their importance in the world trade, their shares in the world export.
Diagram 2. Trade intensity index!
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As we can see, the index is much greater than 1, especially for China which
implies the key significance of US market for China and vice versa, though we see a
drop for United States index from 2017 caused by Trump’s actions. In average index
for China is 139, for USA is 82 and for both about 110. Just to compare with indexes
including European Union: for China-EU27 in average index equals 47,75 and for
USA-EU27 in average equals 55,33. We compared with EU because both of the coun-
tries are included in top 2 trading partners of the region.

The large index indicates intensive trade relationships, but how they developed
and how the trade imbalance emerged? Let us look at export\import numbers of the
countries. The Diagram 3 and 4 demonstrate the development of bilateral export and
imports of countries. As we can see, comparing to Chinese export to United States,
USA merchandise export is relatively developed in a lesser rate than vice versa. The
rapid growth of Chinese export was provided by the joining of country to the WTO

! Based on data from World Bank: World Integrated Trade Solution: https://wits.worldbank.org/
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and Chinese economic policies such as “Go out”. The United States export is strongly
small comparing to its imports and thus, by reason of such difference between exports
the trade imbalance occurs. From the other side, China has strong trade surplus, at least
in trade in goods (The U.S. services trade surplus with China was $40.5 billion in
2018).

Diagram 3. US-China export and import (current US $)?
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Diagram 4. China-US export and import (current US $)3
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are main targets in US-China trade war. Further on we will present examples of threats
by countries for example from Chinese side it is soya beans (however, China didn’t

implement those measures). United States from its part hit Chinese telecom companies,

2 Based on data from World Bank: World Integrated Trade Solution: https://wits.worldbank.org/
3 Based on data from World Bank: World Integrated Trade Solution: https://wits.worldbank.org/
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especially Huawei with its smartphone export to USA. The top import categories (2-
digit HS) in 2018 were: electrical machinery ($152 billion), machinery ($117 billion),
furniture and bedding ($35 billion), toys and sports equipment ($27 billion), and plas-
tics ($19 billion). The top export categories (2-digit HS) in 2018 were: aircraft ($18
billion), machinery ($14 billion), electrical machinery ($13 billion), optical and medi-
cal instruments ($9.8 billion), and vehicles ($9.4 billion). So, mainly, the structural
changes didn’t occur. The trade flows in their structure are dependent on the types of
economies and their position in Global Value Chains.
Graph 1. The top 10 exports from United States to China in 2017
(billions, current US $) [67]
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Graph 2. The top 10 imports from China to USA in 2017 (billions, cur-
rent US $) [67]
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1.3 The trade policy between USA and China

The U.S.-China trade and economic relationship has expanded significantly over
the past three decades. In 2018, China was the United States’ largest U.S. merchandise
trading partner (total trade at $660 billion), third-largest export market ($120 billion),
and largest source of imports ($540 billion). China is also the largest foreign holder of
U.S. Treasury securities (at $1.1 trillion as of April 2019 2018). However, tensions
have grown sharply in recent years over a number of economic and trade issues. Pres-
ident Trump has complained about the U.S. bilateral trade imbalances with various
countries, including China. The U.S. merchandise trade deficit with China in 2018 was
$419 billion (up from $376 billion in 2017), and is by far the largest U.S. bilateral trade
imbalance. Some U.S. policymakers view large U.S. bilateral trade deficits as an indi-
cator of an “unfair” trade relationship. Others, however, view conventional bilateral
trade deficit data as misleading, given the growth of global supply chains used by mul-

tinational firms. Products may be invented or developed in one country, assembled
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elsewhere (using imported components from multiple foreign sources), and then ex-
ported. In addition, most economists argue that the overall size of the U.S. trade imbal-
ance deficit is largely a function of low U.S. domestic savings relative to its investment
needs, rather than the result of foreign trade barriers.

Since 2018 countries introduced some restrictive measures aiming at bilateral
trade flows between countries. The increase in tariffs is the main instrument used. Im-
plementing measures by United States led to a response by China which also raised its
tariffs. Trade policy becomes an important tool for national economic development. In
competitive environment of global economy creation of successful trade policy was a
route for national economy’s revival, if not a question of survival. External economic
policy is a complex of measures taken by the state and the nation in general aimed at
regulating external economic ties and optimizing the role of the nation in international
division of labor. Trade policy as an economic bridge built between various nations:
well-driven trade policy might become a reason for improvement of the whole spec-
trum of international relations (including political). External economic policy as a nec-
essary pre-condition for integration into global organizations and policy-making insti-
tutions. — The part of national foreign policy.

External Economic Policy (EEP) is a complex of measures aimed at creating
competitive advantages for national companies on global market. At the same time,
EEP should secure domestic market, building obstacles for aggressive interventions of
foreign producers. So, in the sum, the EEP is dependent on: economic conditions, do-
mestic political and business trends and actors, global economic environment: trends
and cycles; Global actors: multinational companies, governments, international organ-
izations. And the created EEP is a kind of compromise, taking into account the view-
points of all the interested sides, their “pros” and “contras”.

The basic trend throughout the history was protectionism. So, due to emergence
of giant multinational corporations (or MNC) and globalization of the markets, a new
dimension of protectionism — over-protectionism created. One of the specific phenom-
ena of this period is monopoly’s limitation mechanism (MNCs and their subsidiaries

are mutually linked by a system of agreement which include market sharing, pricing,
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sale conditions, etc.). Regional integration created common MNC and thus led to cre-
ation of collective protectionism — the mixture of free-trade and protectionism.

However, such trend was not at the agenda of investment process as well as in-
tegration process between countries. It did not restrict the integration, moreover the
presence of globalization at the moment results in increase of interdependency between
countries. The fact is that the faster economic development is the more it requires to
get access to foreign markets, new opportunities for new resources of development and
thus — constant increase and maintain of competitiveness. Both — the United States and
China was and still interested in economic development. The economy of China
demonstrated sharp increase in development level and thus is in needs for access to big
markets such as United States. Therefore, both countries need to support each other’s
interests and cooperate for the overall improving — according to globalization process.

Another point why protectionism (we mean primarily the protectionism of the
whole economy — not its parts, and by protectionism we mean inverse tendency with
regard to increase of interdependency between countries, we do not deny the existence
of protectionism) did not emerge between countries is the existence of the World Trade
Organization. The WTO is the only one international/global trade organization and
moreover this is the only one organization that has dispute settlement system. Clearly
that for now the WTO system is in crisis but the impact of the WTO cannot be separated
from the development of the relationship and investment process between China and
United States in 2000s. The presence of the WTO and participation of both countries
in this organization created an ensured platform and institution for the development of
economic relationships between Members.

There are also other institutions which maintained countries’ relationship. The
G20 — such initiative was a response to Asian financial crisis in 1997. Thus, the G20
initiative transformed into reliable platform for negotiations between big economies
and particular between Asian countries and West. Within this platform United States
and China (before the presidency of Mr. Trump) were in the good conditions of nego-
tiations with regard to different issues. For example, in 2010 both countries discussed

their currency policies, in 2016 — climate issue (since both countries represented up to
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40 percent of carbon dioxide emissions), et cetera. But what is the most important here
IS to mention that both countries cooperated in order to reduce protectionism tendencies
— it was an opposite force against neoprotectionism.

Asia-Pacific Economic Cooperation or APEC — another institution which had
been a response to the sharp development of Asian countries and promotion of the
cooperation and integration in Asia-Pacific region. This is another platform for nego-
tiations on specific regional issues between China and United States. APEC's Host
Economy of the Year is considered to be invited in the first place for geographical
representation to attend G20 meetings following G20 guidelines — this creates and cor-
relation between APEC and G20.

Such combination of institutions makes us clear why countries did not take wide
protectionism measures against each other, especially during 2000s. The overall situa-
tion before the presidency of Donald Trump between countries was at the stage of stra-
tegic and economic cooperation. The cooperation within different organizations al-
lowed countries to negotiate on different issues and thus circumvent possible negative
consequences. Now the situation is opposite. Even before Donald Trump the accusa-
tion of China did not result in trade war or restrictions on trade. The fulfilling by China
of its commitments under the WTO was not a debatable issue. But let us come back
and analyze why the economies of countries so interdependent.

As it was noted before, the economies of countries are stand on different stages
of development level including all factors: the structures of economies, endowment by
resources. Consequently, the economies of countries have different advantages and
strengths. Thus, we understand that countries act in different directions regarding their
foreign trade and investment policies. The outcome of such behavior is high degree of
complementarity between economies of countries and thus — another significant factor
for intensification of cooperation between countries in 2000s.

The introduction of the New institutional economics reveals some causes of trade
war with historical perspective. The NIE is based on three principles: institution mat-
ters, the behavior of people is not absolute rational and there are transaction costs in

economic functioning. The acquisition process between countries mostly relates to the
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differences of institutional principles and to unequally distribution of property rights —
in this real case the Coase theorem can be applied through reallocation of property
rights [19].

With regard to the second principle we emphasize that the trade war per se rep-
resents the behavioral assumptions of NIE — the behavior of people is bounded ration-
ally and can be opportunistic. The change of United States administration and president
resulted in the beginning of trade war and thus can be interpreted as an action of
bounded rationality since either there is no winner in war or only one — typical zero
sum game.

The general assumption with regard to Chinese firms is that they are all depend-
ent on central state. According to the study made by overall 10 researchers for the
majority of Chinese firms the local state matters more than the central state, based on
three core elements of China’s institutional architecture: local regulatory autonomy,
informal enforcement of property rights, and networks between state organizations and
entrepreneurs. As result, informal institutions matter. Property rights can be protected
without a strong central state and formal institutions — this implication arises from the
institutional framework of Chinese economy. The protection of property rights as
stated by authors depends on the performance of companies and thus on informal in-
stitutions — companies are offered contractual security on an informal basis if they are
enough efficient. The same conclusion was made in other study. The author reminds
about the paradox of the strong state and proposes the solutions based on institutional
economics: first is constitutional constraints, second solution lies in the elaboration of
the WTO and overcoming the WTO crisis.

First of all, Chinese economy is the largest economy that produces manufactured
goods. Already in 2005 approximately 25 percent of total manufacturing output be-
longed to China. Now, China keep up to 50 percent of total manufacturing output [76].
Deloitte's 2016 Global Manufacturing Competitiveness Index declared China the larg-
est producer of 220 of 500 major industrial products, including iron and steel, coal,
cement, electrolytic aluminum, and refined copper [13]. As a consequence, China has

trade surplus in trade in goods while USA has trade deficit. These facts represent in
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which directions and patterns Chinese foreign trade and investment policy is aimed.
Another point is that such economic specifies of China determined its position in the
supply chain. Another source of Chinese advantage is labor. Country has the largest
labor resources. At the same time, they are cheap enough. Chinese labor force ac-
counted for almost 1 billion basing on data from the National Bureau of Statistics [33],
if we take number of employed people then according to Statista the number is about
775 million [62], which is more than in both — Europe and United States. But at the
same time, the labor force of USA is more expensive due to high level of skills and
knowledge. For sure, it is not the only factors that determine foreign trade and invest-
ment policies. But with combination we can understand the general background of Chi-
nese economy and why it is so interconnected with United States, even with such deep
differences between countries.

On the other side of the Pacific Ocean is United States with its technological
development. With no doubts, USA now is the world leader in developing of science
and technology. Among 154 total world’s largest tech companies 65 are located in
United States [52]. The result of such facts is that United States are placed on the top
of the global supply chain. The economy of United States has highly developed service
sector. As a consequence, United States has a trade surplus in trade in services while
China has trade deficit.

As we can see, the process of increase of interdependency between countries was
inevitable, especially taking into account such tendencies as division of labor, global
reallocation of sources and globalization. The technology-intensive production of
United States with its high skilled labor and scientific researches is at upper level of
vertical integration of supply chain and demands the lower cost of production which
can be received in China. And this created a situation when two countries with their
economies have common interests and highly integrated. The trade and investment
policies of countries are bound to maintain the advantages and peculiarities of their
economies. For example, Apple company decided to outsource the production to China
due to lower production costs. The products of the company are designed in United

States but at the same time thanks to foreign direct investment to China more than 80
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percent of all company’s products today are assembled in China [66]. FDI in this case
allowed Apple to maintain its economic power and strengths and moreover, due to
lower cost production, continue to develop products. It turns out that without making
investments on time the company could possibly lose its position and the level of prod-
uct development — without investments from United States to China American compa-
nies are less competitive then they are now. Also, while USA by outsourcing produc-
tion, making innovations and investments supports the cheap labor force in China,
China by allowing and promoting such investments, support and help of the govern-
ment with regard to such kind of initiative supports the high-cost labor force in United
States in service sectors. This makes more sense for the contribution of interdepend-
ency between countries. And so, the integration between countries is inevitable,
through this process countries received a lot of benefits via two-way investment, bilat-
eral trade, reciprocal support of labor, the contribution into development of service

sector of USA and good sector of China, et cetera.
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CHAPTER 2. THE DEVELOPMENT OF CHINESE INVESTMENT.
THE ROLE OF USA FDI TO CHINA

2.1 The history of bilateral investment between USA and China

The existence of trade war between China and the United States represents deep
differences between countries. The roots of such war appeared almost two decades ago
when China was in the process of accessing to the WTO. Due to recent developing
economy of China and interests of United States this process was difficult for China.
China’s Protocol of Accession and its Schedules of commitments for trade in goods
and in services consisted of tough and heavy conditions which China had to agreed.
However, even with such conditions further development of China, globalization and
increase of interdependence between countries led to the inevitable increase in trade
imbalance. Such imbalance between USA and China consists of the trade deficit of
United States and interrelated trade surplus of China. The situation is vice versa for
trade in services - USA has trade surplus, China has trade deficit. For sure, countries
have their own opinion on the roots of trade imbalance, its consequences. But let us
think in this way: one of the key roots of the trade war and trade imbalance is the
presence of global value chains. That is Chinese big part of production in fact related
to the production of American goods in American facilities. Thus it is necessary to
estimate the value added in Chinese export and it was done by Goldman Sachs group.
The findings argue that value-added counts for one-third of Chinese trade surplus. Such
a relationship between American goods and Chinese export discovers he issue of in-
vestment process between countries and its impact on US-China trade war. Thus the
investigation of this process with historical review is required. We also should look
more attentive at Chinese Accession to the WTO.

The history began in 1978, when Chinese government decided to change their
economic policy in order to increase economic growth, GDP, living standarts, etc. This
decision was aimed at basic reforms of economic policy and system. This policy was
initiated by Deng Xiaoping and was called “Open Door Policy” — the attraction of for-

eign investments. Main principles include liberalization process regarding the market,
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trade policy and investments. Deng Xiaoping mentioned that: “Black cat, white cat,
what does it matter what color the cat is as long as it catches mice?” [26]. It means that
whatever system is applied (socialist or capitalist), it is more important how this system
works and how it influences the economy as the whole. The working economy — good
economy. We look more at reforms and changes regarding investments.

First of all, with respect to investments Chinese government created four eco-
nomic zones that are more attractive for foreign investors. In 1979 the government
decided to establish four economic zones including territories of Shenzhen, Zhuhai,
Shantou and Xiamen. The result of the establishment was successful and the govern-
ment decided to expand this policy on other 14 cities and establish there economic and
development zones. It was the “bring in” issue meaning that the aim of the government
at this period was the attraction of foreign direct investment to the economy of China.
Additionally, cities were allowed to use free-market reforms for the purpose of attract-
ing investment and their own development — a good example of how China adjusts its
socialists type of economy to capitalist’s world market. As a result, due to those re-
forms the FDI flows into China in 1990s had significantly increased and were one of
the key resources of China in the development of the economy. Secondly, the develop-
ment of economy in 1970s increased costs of labor force in tiger Asian countries. This
resulted in the movement of labor-intensive industries to China and their further devel-
opment. It gave for China new opportunities for economic growth — and Chinese gov-
ernment decided to implement this policy across the country and increase country’s
opportunity to growth.

As mentioned before, the “Open Door Policy” found its beginning after Deng
Xiaoping took office in 1978 [1]. Later on, the issue on agenda was implemented by
the Decision of the CPC Central Committee on the Reform of Economic System [3]
and perceived as a national policy.

One of the questions regarding this period was the investment outflow. Why
economy experienced outflow while the aim was vice versa? From my opinion, the
outflow in this period cannot be represented as a significant part of the economy. The

outflow at this time represented the investment to biggest state-owned companies (the
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amount of which was not so much) which participated in foreign trade. Only later on
in 1990s when the outflow of country’s foreign direct investment had got a momentum
and experienced a sharp increase and rapid development the “Open Door Policy” im-
pacted the rotation of FDIs flows from foreign trade companies to industrial, financial,
insurance and technology firms and investment intensified in agriculture, transporta-
tion and energy [77]. Also, such process can represent a typical situation when compa-
nies gaining a foreign investments seeking for better opportunities outside the country
and thus resulting in FDI outflows.
Diagram 5. Inflows and Outflows of Foreign Direct Investment of China be-
tween 1979 and 1991 (in million USD) [72]*

The second stage of foreign investments attraction found its ground before the
Accession to the WTO. The external economic and political situation at the moment
was challenging. At the end of 1990s there was an Asian financial crisis. The dissolu-
tion of Soviet Union brought up uncertainty in the global area and United States be-
came the most significant and strength power in the world. The experience of “Open
Door Policy” introduced a positive tendency for economic development of China.

Thus, the government of the country decided to follow this path.

4 Based on UNCTADSTAT. URL: https://unctadstat.unctad.org.
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Deng Xiaoping continued to maintain initiated by himself way of China’s devel-
opment. But with the new world order he aimed at the moving the direction of economy
towards the development of overseas investment and the maintaining, creating and de-
velopment of multinational corporation. Those intentions were aimed at creation of
outward-oriented economy. Further on, the government came to the conclusion that
both aspects — the implication of attraction investment by “Open Door Policy”” and new
initiatives with regard to overseas investments — should be combined in order to facil-
itate investment of capable firms and utilize local markets and resources. This is known
as a two markets and two resources strategy. The implications of this strategy include
the boost of domestic production capacity and simultaneously playing a decisive role
in international supply chains in order to control the supply through imports. Two re-
sources, two markets strategy calls for a mutually beneficial and complementary out-
come in globalization, creating a diversified multi-supplier system for resources. It is
a shorthand reference for the strategy of leveraging China’s comparative advantage in
certain resources for China’s economic advantage and a strategy of leveraging China’s
reserves in rare earths and other raw materials to obtain advantages for China’s manu-
facturers of downstream products. Also, with the promotion of this strategy Chinese
government started to push companies to invest abroad. To the end of 1990s Asian
financial crisis occurred. In order to somehow deal with this crisis and trying to handle
this the government of China released the Opinions on Encouraging Overseas Pro-
cessing Trade and Assembly Operation by Chinese Enterprises — this initiative was
aimed at further pushing of Chinese companies to engage in international trade and
expand the export of the country.

Almost the same pattern of behavior can be found in 10th Five-Year Plan on
Economic and Social Development [56]. The strategy with regard to investments was
proposed and raised to a national level. During the second period, Chinese companies
were pushed by the government in order to integrate the economy of the country into
the global value chain. Another interest of the government was to contribute the growth

of the domestic market by internalizing through original equipment manufacturing and

27



joint venture partnership. The overseas investments began with a small number of com-
panies learning advanced technology and management system, as well as the interna-
tional expansion of resource firms in the 1990s. All these actions, initiatives, efforts
resulted in the shifting of trade and investment policy. The government of China took
into consideration new capabilities and opportunities for country to move towards “go
out” policy.

For sure, the government economic policy aimed at improving economy of the
country was one of the most significant factors. The government supported state-owned
enterprises and pushed them to participate in global trading processes. But one of the
major forces or the major roles in the investment process as well as in the development
of economy of China played foreign-invested enterprises or FIE’s. The difference be-
tween enterprises lies in financial performance — FIEs are making more profits from
financial instruments. In 1995 the share of foreign-invested enterprises in manufactur-
ing sectors was large — 47 percent of manufacturing exports and 24 percent of manu-
facturing sales [36]. In 2005 their share in export and import was more than 50 percent.
And still, their share is huge — 40.76 percent [64]. The presence of such form of enter-
prises brings up one of the differences between United States and China - a large share
of FDI inflows into China finances foreign equity stakes in joint ventures - i.e., own-
ership alliances between foreign and domestic firms. There are usually only two inves-
tors in a joint venture, and unlike the diffused shareholding of publicly traded corpora-
tions, foreigners need to acquire a greater equity stake to establish “an effective voice
in the management of the enterprise” in China. But not only FIEs had a strong impact
on the development of investment process, another point or step of Chinese develop-
ment after 1990s was the joining to the WTO.

China became the largest recipient of FDI flows as well as one the biggest coun-
try with regard to FDI outflows. The important policy proposed by the government of
China and the China Council for the Promotion of International Trade - the so called
“Go Out policy” or “Go Global strategy” — brought new strategy for enterprises which
resulted in economic growth. Both with the developing of FIEs the investment process

between China and USA as well as with other countries got a momentum for significant
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intensification. China has always been a country of great power reforms. Those reforms
usually took place in domestic market and then were aimed at foreign. Thus, the do-
mestic policy and domestic economic system forced the government to change its pol-
icy regarding finances and economic development overall. The old development model
of economic system was not efficient anymore due to changes in the world market.
Banks, the relationships between SOEs and government required new actions and de-
velopment in the investment system. China had a huge amount of foreign finance re-
serves which influenced exchange rate and thus the public and foreign countries pres-
sured Chinese government to change its economic policy. Another point was that an
"aftermath of “Open Door Policy” was the competition issue. Companies required new
technologies, new experience that can be derived from foreign companies. The gov-
ernment took into account country’s needs and implemented new investment policy
that allowed companies to get access to foreign experience and technology in order to
compete with them on the domestic market. Another aftermath of “Open Door Policy”
was the opening of domestic market in mainland China. It resulted in the competition
process in domestic market between foreign and domestic companies which thereafter
pushed government to change the policy and strategy with regard to economy.

Chinese “Go Out Policy” is an integral part of overall active foreign trade policy.
The place of domestic economic policy here is the same — the creation of major driving
force. The start of this policy found its place in 1999 [11]. One of the main issues that
this initiative stated at the first place was the intensification of foreign direct investment
outflows. And precisely they did accelerate and significantly increased during recent
years. We are going to analyze features of such strategy and its impact on Chinese
economy as well as on investment process between countries.

The investigation of Chinese economy per se requires paying attention to the
institutional role of government and the impact of political implications on the econ-
omy [27] since policy and economy in China are deeply interconnected. Also, the po-
litical implication should be noted from the other side. As we know, different admin-
istration of United States treated China differently. For the last two decades the admin-

istration of USA changed two times.
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With regard to the policy of United States towards China the presidency of
George W. Bush at the beginning of 21 century brought on the agenda many issues.
First of all, the world and the policy of many countries had changed due to several
reasons and dissolution of Soviet Union. The United States became the strongest coun-
try that took leadership in global world both economically and politically. Then the
globalization process intensified which led later to decrease in the power of United
States. China got the momentum in the development of their economy. These issues
created a large uncertainty in relations between countries. As a result, their relations at
the first decade of 21 century can be characterized as a permanent conflict of interests
and periodic cooperation. George W. Bush himself declared that China is a strategic
competitor [65].

The beginning of the presidency of Barak Obama was complicated with the
world economic crisis. It could influence his perception of world in political sense or
saying otherwise influence his personality as a politician and economist. This led to the
policy that more aimed at cooperation with China. China was a reliable strategic part-
ner, vice versa with comparison as China was perceived by administration of George
W. Bush. Many issues were touched: North Korea nuclear program, Iran, Taiwan,
climate change, etc. The relations between countries followed the path of stabilization
the world, certain regions and stabilization of global problems as climate change. Even
G-2 was possible, proposed by Fred Bergsten and such politicians as Zbigniew
Brzezinski and Henry Kissinger stated for this initiative [25]. Later on, changed ad-
ministration and the new president Donald Trump started with the acquisitions China
and more destabilized bilateral cooperation.

However, looking more from economic perspective with regard to FDI, it was
subject to economical researches and in 1992 report of UNCTAD underlined that FDI
became the driving force of economic development [5]. There was a tendency with
regard to directions of FDIs. Usually, FDI are going from developed countries to de-
veloping [6]. However, for the last decade several developing countries (especially
China) accumulated enough economic power and started to invest in developed coun-

tries end export capital — this has not resulted in absolute reverse tendency regarding
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the directions of FDI and actual statistics shows us that the FDI inflows to developed
country members always fluctuated [7]. At the same time there exist the tendency with
upward sloping FDI outflows from developing countries. The fact of the existence of
such tendencies (especially among particular countries) gives the reasons for possible
further inverted FDI flows.
Diagram 6. Foreign Direct Investment flows in developing countries between 1970-
2016 (in million USD) [72]°
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A continuation of “Open Door Policy” has become the “Go Out policy” which
impacted on FDIs. The transformation process of Chinese FDIs from 1980s till today
has passed 4 stages: restricting, facilitating, supporting and encouraging [58]. This pro-
cess as well as part of overall economic activity of China is aimed at maintaining,
strengthening and increase of competitiveness of Chinese companies on international
level and, of course, at the national development. The “Go Out” strategy changed the
directions of Chinese policy with regard to investments and thus the investments
moved from restricting stage to facilitating and supporting.

The State’s Opinions on Encouraging and Regulating Foreign Investment and
Cooperation by Chinese Enterprises in 2007 explicitly indicated the guidelines, objec-
tives, principles and main tasks of “go out” policy. Among them such as: the intense

for better utilization of resources and domestic and foreign markets, the promotion and

5 Based on UNCTADSTAT. URL: https://unctadstat.unctad.org.
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development of the international competitiveness of Chinese enterprises, the facilita-
tion of fair and equal cooperation between China and its investment partners (especially
with regard to outflow of FDI) and the promotion of the structural reform and devel-
opment of Chinese economy. The first years of the development of this strategy
brought in the connection of Chinese FDIs to technologies and innovations. In other
words — the government and companies were in need of new knowledge in order to
maintain competitiveness. There were mainly 4 strategies with regard to Chinese FDI.
First strategy proposes the market seeking for companies because of increasing domes-
tic competition and increased level of production. Second strategy is aimed at seeking
of natural resources — this is the main strategy applied by China in Africa. Third strat-
egy — is to gain access to new technologies and market-related experiences. Fourth —
the seeking of effectiveness. Mainly this strategy is applied when company is trying to
reduce its costs by outsourcing to countries with lower cost of production (like Vi-
etnam) [80]. All this led to an economic development and development of Chinese
competitiveness on global market. If we take the Global Competitiveness Index, we
would see that the competitiveness of China starting from 2007 increased. Even the
financial crisis 2007-2008 had not brought deviations as it was with United States.
The 2010 report of government of China [54] presented to deregulate approval
process and support capable firms on overseas merger and acquisition, encouragement
on capable and capital-rich big companies for M&A investment, international registra-
tion of intellectual property rights, global resource configuration and value-chain inte-
gration. “We will change the focus of the” opening up” of coastal areas from interna-
tional manufacturing to research and development, advanced manufacturing and ser-
vices” [2]. It also encouraged construction of R&D centers in technology-intensive
countries and corporation with foreign R&D institutions and innovation enterprises.
Chinese “Go Out Policy” were aimed to achieve 5 objective policies [10]: First
of all, country required to find new markets for their goods since domestic market be-
came competitive enough and surplus of economic activity provided such tendency.
Secondly, country required new natural resources. This policy has become business

card of China, the FDI that goes to Africa are aimed at fulfilling this certain policy.
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Thirdly, the search of strategic assets — Chinese investment policy from this side was
aimed at getting new technologies, market brands, trademarks, trade and marketing
experience, etc. Fourthly, FDI were aimed at reducing costs meaning that investment
policy was aimed at outsourcing, opening facilities in countries with lower production
costs. And finally, institutional environment of China (for example, the support of the
government) provided a strong basis for Chinese companies to go out. [10].
Notwithstanding, further development of Chinese economy demonstrated slow-
down. In 2015, China’s foreign reserves diminished dramatically from nearly US$4
trillion to US$3.33 trillion. January 2016 saw another drop of nearly US$100 billion
[73]. If this trend continues, it will undermine China’s desire and capability to fund its
outgoing FDI and aid. The economic slowdown and the financial market volatility in
China are also decreasing the pace of RMB internationalization. The international use
of the Chinese currency has expanded rapidly in the last few years. By 2015, the RMB
had become the second-most-used currency in international trade and the fourth in
global payment. Late last year, the International Monetary Fund agreed to add the Chi-
nese currency to the basket of currencies that determine the value of the Special Draw-
ing Right. But the RMB is not a currency widely held in the reserves of other countries.
For the RMB to become an international reserve currency, China has to further liber-
alize its financial market. In fact, for many reformers in China, the main purpose of
internationalizing the RMB is precisely to deepen financial liberalization in China.
China’s fast-growing outgoing FDI and aid, in particular, its grand strategy of
BRI, have generated great enthusiasm in China and serious concern in some other parts
of the world. The official rhetoric in China describes these as win-win arrangements
— connecting the world, helping other developing countries grow their economy and
improving China’s access to resources and markets abroad. Cynical outside observers
view these initiatives and programs as part of China’s plan to build its sphere of influ-
ence in Asia and beyond, threatening the dominance of the United States in world pol-
itics. Both of these perspectives may be underestimating the challenges for China’s

going out policy.
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First problem or a challenge of Chinese “Go Out Policy” is the rational use of
FDI to infrastructure projects. As we know, such investment became a central idea of
the development of the “One Belt — One Road” initiative. The problem lies in the effi-
ciency of such investments. Current estimated infrastructure investment gap is 15 tril-
lion dollars [32]. Secondly, the existence of the trade war brings up the issue of political
and security challenges that restrict and even threat the money of investors. Already
now the investments from China to United States significantly and dramatically
dropped to nearly zero [59]. At the same time both countries continue to grow up the
tariffs rate which in turn again threat investments [18]. Thirdly, the countries that lie
along the “One Belt — One Road” initiative are plagued by conflicts, corruption and
political instability.

2.2 Investments to China after its joining to WTO

First of all, it should be noted that the World Trade Organization (WTQO) is a
multilateral trade organization which was created in order to ensure trade between
countries, make trade flows more freely and create a negotiation platform. The organ-
ization is an emanation of General Agreement on tariffs and trade (which now is an
integral part of the WTO law) and has more efficient dispute settlement system. China
was among 23 founding members of the GATT but later on the Chinese government
in 1949 decided to withdraw from the agreement. Later on, Deng Xiaoping initiated
“Open Door Policy”, liberalization process started and in 1986 China submitted an
application to the GATT.

Chinese Accession process to the WTO became the most significant step in the
development of Chinese economy. The accession of China to the WTO also affected
interests of United States. USA was interested in possibilities to increase the invest-
ment process to China, to increase export, etc. For China the joining to the WTO was
at the first place of countries’ objectives since the benefits from accession resulted in
the increase of economic development, opened up new opportunities for country to
compete on foreign markets (for example — China was not subject to Multi-Fiber Ar-
rangement of USA since the joining to the WTO and get free access to American cloth
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market), for intensification of investment process as well and overall decrease in tariffs
rates. Especially important for China was better access to markets of United States and
other countries. The most-favoured nation treatment allowed China to increase exports.

The process took 15 years of negotiations which were significantly politicized.
The United States attempted to link the accession to the WTO with the requirements to
protect human rights, determine the status of Tibet, privatize state-owned enterprises —
the issues outside the competence of this organization. Moreover, the dominant posi-
tion of USA in negotiations led to reciprocal concessions between China and USA.
Despite the long process of negotiations, serious concessions from China (like consent
to the recognition of the non-market status of the Chinese economy for 15 years after
joining the WTO) and tensions, especially with United States, China joined the WTO
which became one of the most significant factors in its economic development [9].

The access resulted in the increase of the share of exports in Chinese GDP be-
tween 2002 and 2007 by 5 percent [15]; Chinese export changed and moved from man-
ufacturing primary sector which includes raw materials production, to the secondary
sector — usable products or products involved in construction. The amount of agricul-
tural labor force in China at the beginning of 21th century was half percent of total
labor force, this amount decreased between 2001 and 2010 to about 37 percent [47].
So, as overall result of accessing to the WTO China benefited in almost all sectors of
economy. From the other hand, United States also benefited from the accession of
China as it was predicted [48]. But another question arose — whether the accession of
China is a threat for United States?

This was and still one of the controversial questions. From the one hand, both
countries benefited from Chinese joining. China as a developing country was a good
platform for American enterprises to outsource the production, create facilities, etc.
Especially taking into account Chinese “Go Out Policy”. From the other hand, China
got access to better conditions for economic development and thus resulted in chal-
lenging of United States.

Looking at countries’ characteristics — their differences are significant. The

United States to the beginning of 21th century and due to the dissolution of Soviet
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Union became the world leader, the first power in the world. But USA was not only
political leader but also economical, leader in technologies, etc. While middle class of
labor in the United States accounted for more than half of the population of the country
[48], the wages of half of labor force in China still lower than the wages of middle class
labor [28]. This reveals the differences in national conditions for economic develop-
ment and shows us that countries at the moment on different levels or stages of eco-
nomic development as well as different stages of liberalization. If we take global value
chains we see that at the moment United States are in “the front line” of value chains
while China has to move along chain in order to be more efficient, developed, compet-
itive. One of the roots of such positions in global value chains is the presence of deep
differences of technological development. This can be revealed by the comparison of
American and Chinese protection of intellectual property rights — one of the issues
China was accused for by United States. USA economy is more aimed at improvement
of its digital economy, technological knowledge (as well as their protection), maintain
country’s power and interests comprising such patterns of economic development. At
the same time, China is more interested in decreasing or even removing barriers to
trade in order to get better market access for Chinese products, maintaining and im-
proving the place in value chain and attraction of investments in order to get access to
know-how, technologies, etc.

If we take the issue of USA-China trade war — the trade imbalance, we see that
investments between United Stated and China increased significantly over time, espe-
cially after China’s accession to the WTO in 2001[61]. What are the reasons for such
proceeding growth? To understand this, we should analyze the investment process be-
tween countries: how it was developing, what influenced on this process, decomposi-

tion of the process.
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Diagram 7. Foreign Direct Investment from United States to China from 2000
to 2017 (in billion USD) on a historical-cost basis
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Diagram 8. The Cumulative Investment by Industry in China and the US between

1995 and 2015 [71]
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Recently, two-way foreign direct investment (FDI) flows dropped nearly 60 per-
cent year-over-year in 2018. This dropped consists of over 80 percent decline in Chi-
nese FDI to United States, shifts of USA FDI balance. Non-FDI investment flows such
as venture capital (VC) have become increasingly important drivers of US-China cap-
ital flows and were more resilient than FDI in 2018. Direct investment flows have his-
torically dominated US-China deal making but other flows have become increasingly

important in recent years. Venture capital investment in technology and other start-up
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companies is one such conduit. At an estimated $22 billion, two-way VC flows sur-
passed bilateral FDI for the first time in 2018. US venture investment in China has a
long track record dating back more than two decades. In 2018, US-owned venture com-
panies invested a record $19 billion in Chinese start-up companies - roughly double
the previous record of $9.4 billion in 2017 and five times flows in the other direction.
In 2019 the situation looks a bit different. The big part of American FDIs are
represented by the so called greenfield investment — new projects that are built from
the ground up, the value is 200,39 billion US dollars. Another 83,75 billion dollars are
acquisitions. About 250 billion US dollars are strategic ones. This reveals the purpose
of the investments at glance — the investments made are those of companies along with
their core business activities, not the financial investment for financial returns. This
also confirmed by other numbers. USA companies deployed its production in China
and more than half of investments are made by controlling stakeholders, meaning that
company’s ownership is more than 50 percent [69]. For example, the biggest greenfield
construction in 2019 was in the automotive sector - Tesla’s Gigafactory in Shanghali,
which broke ground at the beginning of 2019 and began production in 4Q [34].
Current trends with regard to allocation of investments include, first of all, the
investment in automotive ($4 billion or almost one-third of total 2019 investment) and
health and biotech ($3 billion, due to Amgen’s acquisition of BeiGene for $2.7 billion).
Investment in ICT ($2 billion) and entertainment ($1.96 billion) experienced decline
in 2019 comparing to the previous year. Graph 3 demonstrates the comparison in FDI
flows with previous years. Investment into electronics jumped up this year mainly due
to one large deal, KKR’s acquisition of a majority stake in NVC Lighting’s China busi-

ness.
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Graph 3. Change in US Direct Investment Transaction Value, 2019 Compared
to Previous Years (USD billion, percent change) [34]

2019 (USD bn) VS, 2018 VS. Avg 2016-2017
Agriculture and Food 0.5 -59% -61%
Automotive 4.0 134% 190%
Aviation <0.05 -34% -87%
Basic Materials, Metals and Minerals 0.5 136% -34%
Consumer Products and Services 0.1 15% -89%
Electronics and Electrical Equipment 0.8 1504% 278%
Energy 0.1 441% -84%
Entertainment, Media and Education 2.0 -3% 43%
Financial and Business Services 0.2 44% -11%
Health, Pharmaceuticals and Biotechnology 31 406% 217%
Information and Communications Technology (ICT) 2.0 -26% -51%
Machinery 0.05 -11% -87%
Real Estate and Hospitality 0.6 -85% -38%
Transport, Construction, and Infrastructure 0.2 -51% -50%

American firms have historically located most of their direct investments in
China’s more populated coastal regions. In the early years of US FDI in China this
activity focused in areas designated as free trade zones and manufacturing hubs for
foreign-invested enterprises in provinces like Guangdong and Shandong. After China’s
WTO accession in 2001, US companies expanded rapidly into higher-income coastal
cities like Beijing and Shanghai and moved into second-tier cities in Zhejiang, Sichuan
and other provinces. Only in recent years have American firms shifted some of their
interest to China’s northern rust belt (e.g. Liaoning). In terms of the geographic break-
down, 2018 trends in US direct investment in China mirrored those from recent years.
Large cities near China’s east coast remained the top targets. Shanghai received the
most investment of any Chinese region with a boost from a number of real estate trans-
actions and Tesla’s Gigafactory. Beijing was among the top investment recipients as
well as the headquarters location for many companies and the site for the new Universal
Studios Beijing theme park. Sichuan continued to log significant ongoing investment
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from the construction of GlobalFoundries’ semiconductor plant. Coastal provinces
Zhejiang, Guangdong, and Jiangsu also attracted strong interest.
Figure 1. Geographic Distribution of 2018 US FDI Transactions in China [35].

$1,500 mn

The first modern era Chinese FDI in the US targeted coastal regions. California,
New York and a few other large states including North Carolina, Michigan and Texas
were the top targets before 2008. Chinese FDI subsequently spread to certain interior
regions as investors targeted certain industry clusters — for example to the Midwest for
its automotive clusters and to resource-rich states such as Wyoming, Colorado and Ok-
lahoma. Chinese direct investment then gradually spread to a broader swath of US cit-
ies and states after 2013 as total investment took off, but the largest investments re-
mained concentrated in big coastal economies. 2018 saw a departure from previous
trends as leading coastal states such as California and New York failed to secure the
top rank. California was dragged down by the absence of major technology or enter-
tainment acquisitions, and New York did not see any big real estate purchases. Instead,
Pennsylvania received the most Chinese investment in 2018 due to Primavera’s $800
million acquisition of Nobel Learning Communities and Harbin Pharmaceutical’s $300

million acquisition of GNC. Texas was second with Shandong Weigao’s $940 million

40



acquisition of Argon Medical Devices. Other top states included California, Massachu-
setts and Ohio.

The rapid rise of China in the world FDI market is creating both anxieties and
opportunities. The principal anxiety comes from the suspect of China's intention of
dominating the world market generated since the release of the “One Belt — One Road”
Initiative. China has a different ideology from the west when it comes to the policy-
making: it tends put forward the general idea first, then fill in it with details through
practice.

The development of investments process between countries had got its momen-
tum in the mid of 2000s after China’s Accession to the WTO. This stage was the ground
of further and inevitable process of integration of countries’ economies. There are sev-
eral factors that influenced the increase of interdependency and led to such high degree.
The economies of countries as well as their political drive before the presidency of
Donald Trump were aimed at mutual and reciprocal benefits. The most significant rea-
son of flow of United States FDIs to China was the cheaper costs of production. FDIs
were aimed at the development of information technologies, chemicals, basic materials
— manufacturing while Chinese companies and especially government were interested
in the development and maintaining of competitiveness, and thus in the increase of
FDls.

The investigation of relationships between countries should include the paying
attention to political situation. Relations were always dependent on the behavior of
United States. As we know, there was difference of how China was perceived by the
administration of George W. Bush — China is a strategical competitor, by the presi-
dency of Barak Obama — China is a strategic partner, and by the administration of
Donald Trump — China is a competitor for leadership.

The current situation of FDIs between countries represented by a huge drop of
Chinese investments into United States. Further contribution of such fact can be further
widen the gap between cumulative FDIs from China to USA and from USA to China
due to further asset divestitures, exchange rate changes, asset appreciation. Regulatory

interventions and the deteriorating political relationship were the main culprits behind
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the sharp decline in two-way FDI. A deliberate tightening of liquidity in China’s finan-
cial system further exacerbated headwinds, forcing firms to clean up their balance
sheets instead of investing abroad.

The introduction of New Institutional Economics reveals problems within Chi-
nese development of intellectual property rights and thus influences negatively on how
trade war can be settled. Accordingly, one of the solution can lie in the rebuilding of
Chinese firm development program — Chinese government should be aimed at lesser
extent of its involving in firms’ business and at increase of the performance of compa-
nies. This would result in increase of influence of informal institutions and higher ex-
tent of property rights protection. And this is only one of many propositions that can

be derived from applying this theory.
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CHAPTER 3. TRADE WAR AND ITS CONSEQUENCES

3.1 US waves of action against China?

We should start our analysis with the examination of trade war timeline [20]
since it allows us to understand how countries react on each other’s actions and which
strategy they apply in the trade war. Of course, main instruments in any trade war are
increase in tariffs, imposition of quotas, increase in other tariff and non-tariff barriers.
President Donald Trump’s trade war with the world involves multiple battles with US
allies and others alike. Each battle uses a particular US legal rationale, such as calling
foreign imports a “national security threat,” followed by Trump imposing tariffs and/or
quotas on imports. Subsequent retaliation by trading partners and the prospect of fur-
ther escalation risk significantly hampering trade and investment, and possibly the
global economy.

Since the 1980s, Trump has advocated tariffs to reduce the U.S. trade deficit and
promote domestic manufacturing, saying the country was being "ripped off" by its trad-
ing partners; imposing tariffs became a major plank of his presidential campaign. Alt-
hough some economists and politicians argue that the United States' persistent trade
deficit is problematic, many economists argue that it is not a problem, and few advocate
tariffs as a solution.

Though the trade war (or, more precisely, competition between countries) in fact
began even before China joined the WTO, it’s considered that it began from 2018 and
imposing tariffs on solar panel and washing machines which in constant dollar terms,
solar panels and washing machines would be the third ($8.5 billion) and seventh ($1.8
billion) largest import value cases, respectively, under the law’s history to result in
trade barriers.

The United States International Trade Commission (USITC) at 31th October
2018 announced remedy recommendations in its global safeguard investigation involv-
ing imports of crystalline silicon photovoltaic cells [68] following which president
Donald Trump approved the imposition of safeguard tariffs. According to USITC the

amount of solar panels and washing machines imported into USA is in such quantities
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that represent cause of serious injury to the directly competitive domestic industry.
Those were the first industries that are touched by trade war.

Speaking generally about trade war instruments and legal basis, the imposition
of safeguard tariffs in United States bases on US Section 201 - a section of the Trade
Act of 1974. This section permits the President to grant temporary import relief, by
raising import duties or imposing nontariff barriers on goods entering the United States
that injure or threaten to injure domestic industries producing like goods. In general,
this provision is similar or even analog of GATT Article XIX that allows GATT
contracting parties to provide relief from injurious competition if temporary protection
will enable the domestic industry to make adjustments to meet the competition.

In order to implement tariffs under Section 201 president must face two separate
decisions. In the first one, the president must rule on policies that could affect imports
of solar panels. In the second, the president is to decide on actions impacting imports
of washing machines. Such actions could well affect the price that consumers pay for
both items. And that is the moment when USITC is tasked to make its investigation
process. The conclusion was that companies were injured by imports with regard to the
first decision, and with regard to the second decision USITC made its recommenda-
tions to increase tariffs and impose quotas. USITC investigation gave the authority to
president to impose new trade barriers. Of course, it’s a controversial question since all
the investigations made by national institutions could be made under the pressure of
government or even just biased. However, it gives the authority.

When the USITC vote gives the president the right to proceed with a policy ac-
tion, the Section 201 law provides a range of different options. There are variety of
trade barriers that could be implemented: import tariffs, quantitative restrictions, the
president could decline the imposition of trade barriers. Alternative actions that could
be initiated by the president and could be a “target” for the government are economic
policy actions. It means that government or president could seek for some type of eco-
nomic policy or activity (such as cooperation with international institutions) that allows
at least decrease the impact of the injury to the domestic industry. However, it’s not an

ordinary option and in USA it was rarely used (or even never) since economic policy
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is already built and could either already have some actions in injured industry or
doesn’t have at all, focusing on other aspects of the economy. But there is another
alternative option which implies the restructuring of the economy in a long-term. Pres-
ident could trigger forward-looking policies that would assist workers out of declining
facilities and into other areas of the economy that are growing. But those other alter-
natives president plays less or no role at all. Therefore, in this trade war the use of
Section 201 was a step by Donald Trump in his intentions to act against China and keep
his campaign promises.

Among the consequences of tariff imposition on solar panels and washing ma-
chines we can underline that first of all, the consumers of United States have to pay for
those tariffs since they increase the price of products. One of the worst consequences
is that solar panels represent clean energy and increase in trade barriers has a negative
impact on the development and extension of the green economy. Simultaneously, it
gives more opportunity for domestic producers to sell their products. From the macro-
economic perspective, tariffs decrease consumer surplus and increases producer sur-
plus, damaging overall total welfare and giving more money to government budget.

Second consequence in the case of rising trade barriers is international one. Ad-
versely affected trading partners may seek compensation for new US import re-
strictions that curtail their exports. This could arise via a formal WTO dispute (but not
anymore, only if countries can agree within the WTO framework since the WTO crisis
and more precisely Appellate body crisis doesn’t allow to complete disputes), If not
through alternative means of retaliation that hurts other US companies and workers.

Another important consequence arises within the U.S economy. Intentions of
president to protect domestic industry and moreover initiate a trade war could, in the
first place, rise concerns among American producers and push them to fill in requests
for protection to government. These will further increase business uncertainty, impose
even more costs on the US economy, and increase the scope of trading partner retalia-
tion. The direct protection received such products as for example canned tuna or sneak-

ers — producers of those products were traditionally protected by high tariffs. Now,
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with the imposition of Trump’s tariffs they are protected even more — those are indus-
tries and sectors that directly protected by US tariffs. The second group is represented
by such industries as tobacco. Though tobacco is included in Trump’s tariffs, China’s
retaliatory tariffs also hit American tobacco producers. And the third group is repre-
sented by such industries as: Automobiles, food and agriculture, tech sector, energy
sector. The reason why those industries are mentioned in the third group is that the
significance of their protection is doubtful. For instance, by implementing higher tariffs
on aluminum and steel, the price for projects in those sector rises which influences,
first of all, consumers that have to pay more. The American farmers are now struggling
to find a market for their produce, which has, in turn, affected their productivity.

It wasn’t the first time Section 201 was used by United States President, but
recently this section was rarely invoked by presidents (Diagram 11). Two cases with
regard to this section are important within our framework since they are showing how
Chinese government reacts on measures by USA.

Diagram 9. The History of US Section 201 Use [19]

Figure 1 Initiations of US Section 201 investigations, 1974-2016
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Sources:USITC publications, author's calculations.
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In March 2002, President George W. Bush imposed safeguards on imports of
steel. It is the biggest trade case to date under this same US law. The global response
to the Bush steel safeguard was twofold. The reaction was twofold. EU, China and
other seven countries also applied safeguard measures to protect their domestic indus-
tries since safeguard by USA shape international supply chain moving it to those coun-
tries and overwhelming them with steel. In 2003 measure by USA was challenged
within the WTO dispute, USA lost the case and withdrew safeguards.
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Also, In September 2009, President Barack Obama confronted a similar request
for protection. USA labor union wanted a tariff on imports of Chinese tires. With the
global financial crisis still unfolding, the timing was worrisome. US unemployment
stood at 10 percent, and there was some concern that the tariff might trigger a repeat of
a 1930s, Great Depression—style trade war. Obama applied safeguards and China as in
the case with 2003 safeguards brought the case against USA to the WTO. But this time,
WTO Appellate Body upheld the measure taken by United States [8]. Thus, China
could not retaliate against USA, at least, on the legal basis. However, as in the case
with solar panels in 2018, China took another measure that could be legally justified
and again, the hit-target was USA agricultural market but this time it was chicken.
China launched its own investigation that resulted in a new antidumping tariff on hun-
dreds of millions of dollars of US exports of chicken feet. China, which in recent years
has been increasingly assertive about protecting its economic interests, has not been
afraid to use tariffs as a tool against the United States. In 2010, it said it would impose
tariffs on American poultry after its own anti-dumping investigation. China opened the
investigation in 2009, less than two days after former President Barack Obama imposed
steep tariffs on Chinese tires. So, one of the main targets for China in this war could be
agricultural sector. As a result, American farmers were worse off, their export to China
decreased significantly, Chinese market replaced American export to China with other
countries such as Brazil. It implies that China could make the same step in nowadays’
trade war. However, and what’s the most important with regard to our research — Chi-
nese measure was challenged in the WTO. USA brought the case and China had to
withdraw its measure. Today, there is no functioning Appellate Body in the WTO and
cases couldn’t be challenged (except if countries agree on their own on cases), opening
new opportunities and instruments for countries to continue the war.

But not only Section 201 can be used. The trade law in United States is divided
in four major groups, each of them can be used to impose certain trade barriers. The
logic is the same as in the WTO law: 1) the first group — antidumping measures,
whether there are unfair low prices can cause threat to USA economy; 2) Countervail-

ing duties — whether there is a subsidy (that’s not allowed, illegal or not registered in
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the WTO subsidy committee/outside of the subsidy “boxes”) received by importing
companies; 3) Safeguard measures — whether there is a sharp and unexpected increase
in the import that cause a threat to an economy; 4) The fourth group allows to impose
trade barriers if there is a threat to a national security. Those laws are governed by two
institutions, both of them act as investigators and judges, defining whether there is an
injury caused by imports: The Commerce Department and the International Trade
Commission. In the United States, the ITC investigates whether the industry has been
injured, and Commerce investigates the pricing—or “dumping”—question. If there is
evidence of both, the US government imposes new trade barriers. The two agencies
investigate similar questions under the countervailing duty law. With the safeguard,
only the ITC has a role, ensuring that the harm from an unexpected surge wasn’t mostly
caused by alternative explanations like automation, a natural disaster, a US labor strike,
or bad managerial decisions. Finally, under Section 232 of the Trade Expansion Act of
1962, Commerce investigates whether imports “threaten to impair” US national secu-
rity. Among those laws and applied measures safeguard are mostly used for achieving
political objectives because anti-dumping and countervailing measures are handled by
governmental institutions and bureaucrats, not the president. Graph 4 represents short
version of trade actions between countries, it doesn’t take into account the Phase One

Deal.

48



Graph 4. US-China trade war development [20].
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Following imposition of tariffs on solar panels, Chinese government announced
a self-initiated government investigation into whether about $1 billion of US sorghum
exports to its market were dumped or subsidized — like it did in 2009. Officially, China
didn’t link this investigation with a trade war, however such an act implies this link.
Why did China hit the sorghum market? Sorghum is a type of grain that is mostly used
in China to feed livestock. It is also used to make baijiu, a clear liquor with a pungent
aroma that sells well among the rich in China and is often served at banquets. More
than three-quarters of the sorghum the United States exports goes to China, a grain
export industry group. Soybean exporters are a powerful political constituency for Mr.
Trump. China imported $14 billion worth of soybeans from the United States in 2016.
After the investigation China's Ministry of Commerce announced provisional anti-
dumping measures on grain sorghum imported from the United States. U.S. sorghum
exports to China surged from 317,000 tons in 2013 to 4.76 million tons in 2017, while
export prices have slumped 31 percent during the period, which led to a fall in domestic

prices that hurt local industries. South Korea and China brought the case to the WTO
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against USA and its safeguard measures, but the panel still hasn’t been established
(although, there no AB that can rule). Measures taken by China were suspended after
the meeting of USA and China’s negotiating parties. Ministry of Commerce of China
in its decision linked the suspension of measures with public interests: “In the course
of investigation, the investigation authority received a large number of downstream
users' reports, believing that the case investigation would increase the cost of the down-
stream breeding industry and anti-dumping and countervailing measures against im-
ports of grain sorghum originating in the United States would affect the cost of living
of consumers, which is not in the public interest. After investigation, the investigation
authority found that the price of domestic pork has been declining in the near future,
and the livelihood of many farmers is facing difficulties, in which case, taking of anti-
dumping and countervailing measures against imports of grain sorghum originating in
the United States is not in the public interest” [50].

The second step in the trade war involved not only China but also other countries
and European Union. Steps taken are the same. Trump directed to the commerce sec-
retary to initiate self-investigation of steel imports basing on whether it creates a threat
to US economy basing on Section 232 of the Trade Expansion Act of 1962. After the
investigation process was done it was clear that USA claims to restrict the importation
of steel and aluminum products on all trading partners. However, among countries of
origins of those products China had 6% share which implies that Trump’s action was
directed not against China but more to “Make America Great Again” campaign. This
action hits one of the main and important markets in the world covering 48 billion
dollars of American import, top countries that were injured are Canada, European Un-
ion, South Korea and Mexico. China suffered less than other countries due to anti-
dumping measures previously imposed [24]. However, it doesn’t imply that the meas-
ure is less importance within our research framework. The importance reveals in fol-
lowing subsequent events — after United States imposed tariffs it brought a series of
tariff exemptions. On 23 March 2018 the tariffs on steel and aluminum went into
effect, but before it the United States issued tariff exemptions for Canada and Mexico

on 8" March, but it was the outcome of NAFTA renegotiation talks and there were also
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ongoing expand of exemptions - on 22" March Trump issued further exempting the
European Union, South Korea, Brazil, Argentina, and Australia. Later on, USA ex-
tended tariff exemptions provided to the European Union, Canada, and Mexico. Yet,
those tariff exemptions were granted till 1 June and after that, higher tariffs regardless
of previously issued exemptions were imposed on steel and aluminum came into the
effect, negotiations failed. South Korea agreed to reduce its export of steel and also
received exemptions. Nevertheless, this exemption partly reveals the strategy of Trump
in this war. By issuing exemptions United States de-facto imposed quantitative re-
striction on South Korea meaning that USA is not going to relax its trade policy (espe-
cially towards Asian region) and wants by any means to impose high trade barriers on
Asia. As a retaliation measure Chinese government undertook the imposition of tariffs
on aluminum waste and scrap, pork, fruits and nuts, and other US products [23]. The
last measure imposed by United states is new tariffs on almost $450 million of steel
and aluminum products to help industries suffering from his previous tariffs. They
mostly hit imports from allies such as Taiwan, Japan, and the European Union, as well
as China. The short version of trade

Calculations made by Peterson Institute for International economics demon-
strated that the imposed tariffs raised the price of steel products by almost 10 percent.
Higher steel prices will raise the pre-tax earnings of steel firms by $2.4 billion in 2018.
But they will also push up costs for steel users by $5.6 billion. As we know, one of the
consequences of rising protectionism lies in the field of employment. Actions taken by
USA lead to a creation of 8700 jobs in the US steel industry. Though we can see that
it led to a positive consequence, there are some doubts about whether such actions
should be implemented by US. The point is that for each new job, steel firms will earn
$270,000 of additional pre-tax profits but steel users have to pay an extra $650,000 for
each job created [38].

Another important sector in which trade war occurs is acquisition of China by
USA in intellectual property rights violations and unfair trade practices conductions.
US Trade Representative Robert E. Lighthizer self-initiates an investigation of China

under Section 301 of the Trade Act of 1974, after President Trump’s memorandum of
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August 14, 2017, instructing him to consider whether to investigate any of China’s
laws, policies, practices, or actions that may be unreasonable or discriminatory and that
may be harming American intellectual property rights, innovation, or technology de-
velopment. The investigation found that China is conducting unfair trade practices re-
lated to technology transfer, intellectual property, and innovation under Section 301 of
the Trade Act of 1974,

As result, United States as well as China published during some period of time
different lists of products that could be hit after the imposition of tariffs. Before first
phases of tariff impositions US Trade Representative released a revised list of products
on which it plans to impose 25 percent tariffs, in two phases starting July 6, 2018.
Compared with the original list proposed on April 3, 2018, the new $50 billion list
targets even more intermediate inputs—95 percent of the products hit are now inter-
mediate inputs or capital equipment used largely by American-based companies that
are dependent on imports from China. It raises costs within American companies’ sup-
ply chains. From the other side, China issued an updated $50 billion retaliation list of
25 percent tariffs. It targets roughly $45 billion of US exports to China in 2017, includ-
ing a lot of agricultural and food products. China also planned a two-phase approach
for this list, covering $34 billion of US goods starting July 6, 2018, including soybeans
and vehicles. The remaining $16 billion of products would be covered later, likely
pending the Trump administration’s proposed second phase of tariffs released June 15.
Compared with China’s April 4 list, the country adds mineral fuels, some consumption
goods, and medical equipment. Aircraft was taken from the list. The first phase took
place on July 6™ - US tariffs on $34 billion of Chinese imports went into effect, the first
phase of its June 15 $50 billion list. In parallel with President Trump’s tariffs, China’s
tariffs on the first $34 billion of its $50 billion list of US imports also went into effect.

The same pattern was followed at the second stage of tariffs imposition. On Au-
gust 23th the Trump administration followed through with imposing tariffs on $16 bil-
lion of imports from China, the second phase of the revised $50 billion list released

June 15. China immediately responded with its own revised tariffs on $16 billion of
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US exports, also announced on June 15. These actions complete each country’s first
$50 billion of tariffs originally announced in April.

After that in September 17" USA announced finalized list of products on $200
billion of imports from China that will be subject to a 10 percent tariff that went into
effect on September 24. The rate had increased to 25 percent on 10" May 2019. 50
percent are intermediate goods, like computer and auto parts, but 24 percent are con-
sumer goods, up from the 1 percent of consumer goods targeted in the previous tariff
phase.

Next day, China announced its plan to place tariffs on $60 billion of US exports
if Trump goes ahead with his recently finalized tariffs on $200 billion of Chinese ex-
ports. These tariffs are mainly on intermediate inputs and capital equipment, and range
from 5 to 10 percent, down from the 5 to 25 percent originally announced.

As it was announced, the next stage of tariff imposition went into action on Sep-
tember 24th. US tariffs on $200 billion of Chinese imports announced on September
17 took effect, along with retaliatory tariffs by China on $60 billion of US imports
announced on September 18. The United States now has tariffs on 12 percent of its
total imports during 2018, while the combined trading partner retaliation covers of total
US exports.

After the G-20 meeting in Buenos Aires at 1%t December 2018, Presidents Trump
and Xi announce a deal to halt the escalation of tariffs that were expected in January
while they negotiate over trade concerns. However, because there is no joint statement,
a new tariff raising round was inevitable. In May, imports from China that were previ-
ously hit by a 10 percent tariff under the September 2018 action were subject to a 25
percent rate; from the Chinese side Retaliatory Tariffs were raised in June, covering
$36 billion of the $60 billion list from September 2018.

In 2018, Trump’s actions combined with already existing tariffs have resulted in
14.9 percent of US goods imports covered by some form of trade protection, based on
2017 import data. Trump’s actions alone covered $303.7 billion, or 12.6 percent. Some
products are being hit by multiple tariffs. China, Canada, the European Union, South

Korea, and Mexico are the biggest targets [29].
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The year 2019 brought even more escalation of trade war. Negotiations on po-
tential deal between China and United States did not succeed. As it was mentioned,
tariffs on Chinese goods were raised to 25 percent rate. Consequently, China raised its
retaliatory tariffs. Immediately after another round of US-China trade talks, President
Trump said the United States would impose a 10 percent tariff (not 25 percent as earlier
threatened) on an additional $300 billion of imports from China, going into effect Sep-
tember 1, 2019. The list covers final consumer goods, such as toys, footwear, and cloth-
ing.

On August 23" China released its plan to retaliate on $75 billion of US exports,
effective September 1 and December 15, 2019, in response to Trump’s forthcoming
tariffs on $300 billion of Chinese goods. The most significant change is that China
increases its average tariff on US autos from 12.6 to 42.6 percent. Later the same day,
Trump said he would apply a 15 percent tariff, not 10 percent, on the $112 billion list
on September 1 (includes clothing, shoes, other back-to-school items) and the $160
billion list on December 15 (includes toys, consumer electronics). He also said the cur-
rent 25 percent tariff on $250 billion of Chinese goods will increase to 30 percent,
starting October 1. However, tariffs raising on December and October were cancelled
since the trade talks gave effect and on 15" January 2020 parties came to the Economic
and Trade Agreement Between the Government of the United States and the Govern-
ment of the People’s Republic of China [4]. Nevertheless, the overall effect of trade
war wasn’t reduced since average US tariffs on imports from China remain more than
six times higher than before the trade war began in 2018. Average Chinese tariffs on
down only slightly from when the deal was announced in December 2019. Chinese
commitments to buy an additional $200 billion of US exports will likely rely heavily

on purchases by state-owned enterprises.
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3.2 The influence of Trade War on world economy and international trading
system

The increase in tariffs already impacted the global GDP growth. The world real
GDP growth declined in 2018 from 3.9 to 3.6, in 2019 from 3.6 to 2.9, overall by 1
percent. Almost the same pattern for China — in 2018 from 6.9 to 6.7, and to 6.1 in
2019. For United States the situation differs: its GDP growth declined in 2017 was 2.4,
then coming sharp increase to 2.9 in 2018 and in 2019 the rate dropped to 2.3. By the
effect of coronavirus crisis, the world real GDP growth declined to -3 (1.2 for China
and -5.9 for USA) [41]. The disputes between countries already slowed down the trade
dramatically as well as FDIs between countries. The rise of uncertainty (Diagram 12)
impacted not only FDIs flows but also financial market. The Purchasing Managers’
Index (PMI) is a business cycle indicator for the Swedish economy, produced by
Swedbank in cooperation with Silf. The PMI is produced both for the manufacturing
and the service sector. The aim of the Purchasing Managers’ Index is to get a quick
measure of the current state of the economy. Each month, purchasing managers are
surveyed and an index is calculated. An index level of above 50 indicates expansion,
while an index level of below 50 signals a contraction. Looking at the PMI index we
can draw a general conclusion on the impact of trade war. Even before the coronavirus
pandemic the PMI index for global economy was declining since 2018. Particularly,
for the United States the index became from positive to neutral in the beginning of
2019 and negative in the February of 2020 (as a consequence of coronavirus spread).
For China it became neutral in July 2018 but then recovered in September of 2019 that
could be impacted by progressions in the trade talks between countries, cancellation of
new tariffs impositions by USA in October and December. However, with coronavirus
index fell extremely. Also, we could make a conclusion that index reveals trade war
impact on EU economy since from the beginning of 2019 it became neutral and then
negative but we have to take into account also other issues, for instance, Brexit which

also could significantly contribute to the index fall [14].
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Diagram 10. Economic Policy Uncertainty Index [31].
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The growth of uncertainty has been reflected in investment sentiment, and man-
ufacturing purchasing manager indices have fallen globally. News updates on the cur-
rent negotiation situation have caused volatility in share prices and securities market
risk premia, but significant disruptions on the financial markets have so far been
avoided. In an adverse scenario calculated by the Bank of Finland, further escalation
of the trade war and subsequent widespread disruptions to the financial markets would
slow global GDP growth by a further two percentage points. Before the global financial
crisis, world investment soared to almost $2 trillion. A decade later, global flows of
foreign direct investment have fallen by almost 20 percent below the pre-crisis peak
[7]. In 2017, world merchandise trade recorded its strongest growth in six years. But
due to rising trade tensions and increased economic uncertainty, the WTO warned that
global trade growth is losing momentum and that downside risks have grown in the
global economy [42].

In the first half of 2019, business advances into China, Asia and Europe de-
creased 30% from a year earlier and those into Japan logged a drop of more than 20%.
Although Africa is expected to mark a steep population increase as the "last frontier,"”
GFls on the continent scored a decline of nearly 10% [46]. Increasing U.S.-China ten-
sions over tariffs and technological hegemony are dampening business sentiments. The
number of business advances into China from the U.S. in the first half of 2019 de-
creased more than 10% from a year earlier to 104. In particular, direct investments for
the purpose of "production,” such as building plants to take advantage of local inex-
pensive labor, decreased more than 30%, clearly reflecting the effects of higher tariffs
imposed by the U.S. on imports from China [46]. The number of direct investments in
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the U.S. from China marked an even sharper fall of more than 50% to 30. In particular,
investments for the purposes of designing and R&D plunged due to pressure created
by strong U.S. concern about China in competition for technological hegemony.

The Congressional Budget Office (CBO) reported their estimates of the U.S.
economic impact of tariffs (applied to China primarily but other countries as well) in
August 2019. By 2020, tariffs would reduce the level of real U.S. GDP by about 0.3%,
real consumption by 0.3%, real private investment by 1.3%, and real household income
by $580 (about 1%). Real U.S. exports would be 1.7% lower and real imports would
be 2.6% lower. CBO explained tariffs reduce U.S. economic activity in three ways: 1)
Consumer and capital goods become more expensive; 2) Business uncertainty in-
creases, thereby reducing or slowing investment; and 3) Other countries impose retal-
latory tariffs, making U.S. exports more expensive and thus reducing them. CBO esti-
mated the U.S. had imposed tariffs on 11% of imports by January 2018. As of July 25,
2019, retaliatory tariffs had been imposed on 7% of all U.S. goods exports. CBO ex-
pects the negative consequences will remain but have a smaller impact in 2029, as
businesses adjust their supply chains (i.e., source from countries not affected by tariffs)
[4]. The number of GFls in the Asian region, including Japan and China, dropped to a
16-year low of 1,365 in the first half of 2019. Investments are sluggish almost across
the board. Even in Vietnam, which is drawing strong attention as production shifts out
of China to avoid higher U.S. tariffs, GFIs decreased 50%. Taiwan witnessed a 30%
fall.

To date, additional tariffs placed by the United States cover around 70% of total
imports from China (Diagram 11). China has countered by introducing its own addi-
tional tariffs, leading to a situation where the tariff increases cover a majority of trade

in goods between the two countries.
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Diagram 11. Share and % of tariffs’ covering Chinese imports [40].
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With regard to the burden of China’s retaliations — It is concentrated among the
territory of United States (Figure 2). It plots the change in a county’s tariff (which is
an employment weighted average of the tariff at the sectoral level) between December
2017 and December 2018. In this map, a county is colored according to its position
within the distribution across counties: red indicates that a county’s tariff increased
significantly; blue indicates that a county’s tariff did not increase significantly.

Figure 2. Tariff exposure by county in the continental US [74].
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There are several industries that were hit by tariffs. Let us look at how companies
behave in a trade war, how they react to new conditions. American automakers sell
most of their products in the Chinese market. In 2018, as a countermeasure, the Chinese
government raised tariffs from 15% to 40% for all automobiles entering its market from
the US. This hasn’t affected the Chinese so much, bearing in mind that the Asian nation

has a thriving automobile sector that can satisfy the local market. On the other hand,
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American electric automakers including Tesla Inc. (TSLA) will be feeling the pinch in
the long run if the China-US trade tension deteriorates. Auto parts sellers will also stand
to lose if the situation won’t improve. That being said, things are looking up for this
industry as the Chinese government promised to suspend the tariffs as an act of good-
will. If the US could return the gesture, fortunes are likely to turn in favor of American
automakers.

The Chinese government cut off imports of corn, soybeans, nuts, lobster, and
other farm products from the US. The American farmers are now struggling to find a
market for their produce, which has, in turn, affected their productivity. Tractor man-
ufacturers and farm input sellers are also feeling the pinch. Processed food companies
in the US might be forced to lay off workers and close some of their processing plants
if things remain as they are.

Most tech companies in the US have opened shops in China, some of them in-
cluding NVIDIA Corp. (NVDA) and Intel Corp. (INTC). Chinese tech manufacturers,
on the other hand, depend on American semiconductor suppliers to run their busi-
nesses. An escalation in the U.S.-China trade war could really hurt tech traders in both
countries.

Polaris (PI1) makes snowmobiles, all-terrain vehicles and boats. Its management
team has scrambled to offset the higher costs of tariffs through 60 different initiatives.
The company has absorbed about $5 million of tariff-related costs this year by moving
to source parts outside of China and negotiating with suppliers, among other things,
CEO Scott Wine said on the company's most recent earnings call.

Harley-Davidson's (HOG) tariff trouble was a $21.6 million hit to third-quarter
earnings, up sharply from last year. Once hailed by President Donald Trump as the
kind of American company his trade war was meant to protect, higher costs for steel
and aluminum to make its bikes in the US has coincided with a demographic shift that
favors big new markets in Asia, and fewer Americans buying Harleys [55].

But companies acted already while trade war began. On August 23th 2019 pres-
ident Trump demanded USA companies to move their production out of China. Given

the proximity to China, Southeast Asian countries including Vietnam, Indonesia and
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Malaysia have attracted attention in recent months as potential alternative sourcing
destinations. A handful of firms have successfully shifted some of their production to
these countries, but many have been stifled by a dearth of specialized supply chains
and labor shortages (in Cambodia, over 40% of all goods inspected last quarter did not
meet inspection standards).

For example, Boeing didn’t move its production from China since it creates more
than 1 billion dollars for Chinese economy. Apple is another prime example. Most of
the technology giant’s products are built in China, and its largest supplier Foxconn
produces the lion’s share of the company’s iPhones in 29 factories in the central prov-
ince of Zhengzhou. Taken in total, roughly 50% of Apple’s supplier locations are based
in China, up 5% just in the past four years. It would take years for Apple to leave China
altogether and could clear the way for competitors like Samsung to eat into its market
share. Computer makers HP Inc. and Dell Technologies are reportedly contemplating
moving up to 30% of their notebook production out of China. Japan’s Nintendo is also
going to pull a portion of its video game console production from China to Vietnam.
Not only are foreign companies rethinking its production location, a handful of Chinese
companies are also leaving China. Chinese multinational electronics company TCL is
moving its TV production to Vietnam, while Chinese tire maker Sailun Tire is transi-
tioning its manufacturing line to Thailand, Nikkei reported. Thus, Vietnam wins from
trade wars since several firms already moved its production to country and more are
coming [53].

Brooks Sports is relocating its running shoe production to Vietnam. Sketchers,
an American shoe company, is in India now; Asics, a Japanese footwear producer, is
also looking at Vietnam, Nikkei reported; Steve Madden, the footwear and handbag
maker, shifted its production to Cambodia, the company said; Gap, the clothing and
accessories retailer, has started up new factories in Indonesia, Vietham and Bangla-
desh, the company said. Komatsu, a Japanese company that makes construction and
mining equipment, has already relocated some production from China to the U.S. and
Thailand. Panasonic moved its in-car equipment production to Mexico, Nikkei reported

[78].
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For the world economy the trade war brought the issue of WTO activity and its
importance. From our perspective, the WTO is in need of reorganization, update be-
cause the system simply doesn’t work. The future of Doha round remains uncertain.
The functioning of the Appellate Body is under question as well as the future of dispute
settlement mechanism. At the same time, we experience the growth of bilateral trade
negotiations which also sometimes handle trade disputes issue. For example, the US-
China Phase One deal does include the mechanism. So, it is clear that WTO need to
update its economic policy but the question of how to do it — remains unanswered. The
growing tensions between China and United States could possibly provide a new wave
of rising protectionist measures, especially taking into account the absence of DSM.

Evaluating Trump’s action — the main purpose of those tariffs was to protect
domestic industry of United States. However, by imposing tariffs and aiming them
against Mexico, China, European Union, in a word — big economies, those tariffs also
affected poor and small countries. From this point of view, the basis for imposition of
tariffs — Section 201 of the Trade Act of 1974 — looks unreasonable. Additionally, such
actions following the main trend of new US Administration and policy — as we know,
United States threatens the international trading system. Particularly, United States
blocked the appointment of new judges of the WTO Appellate body which makes
WTO Dispute Settlement mechanism not functioning. The same path we can derive
from here — the imposition of tariffs in fact is against WTO commitments to protect,
provide favorable conditions for developing countries, especially the small ones.

Since that moment countries were at negotiating process. Already in 2018 in
December after the first round of tariff escalations both sides announced their inten-
tions to negotiate in order to halt the escalation of tariffs, especially with regard to
following tariffs that were expected to enter into force in January 2019. However, there
was no joint proposition from both sides but proceeding negotiation countries delayed
the imposition of tariffs which was a good sign.

At the same time, on July 2018 the US Trade Representative releases a list of

$200 billion of imports from China to be subjected to new 10 percent tariffs after public
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hearings in August. Intermediate goods, like computer and auto parts, make up 47 per-
cent of the list. Consumer goods are more heavily targeted than in the previous June
15 list—including telephones, computers, furniture, lamps, and luggage. Later on, the
date of imposition of new tariffs was initially moved and then the plan of imposition
of those tariffs changed. First of all, the tariffs were increased to 25 percent and then
the date was removed — it became a part of negotiation process. And in January 2020,
almost after 1.5 year after first tariffs impositions countries signed a Phase One Deal.
This Agreement officially included the rollback of tariffs, expansion of trade pur-
chases, and renewed commitments on intellectual property, technology transfer, and
currency practices.

So far, the US has slapped tariffs on US$550 billion worth of Chinese products.
China, in turn, has set tariffs on US$185 billion worth of US goods. On December 13th
both countries announced that they had reached an agreement — Phase One Deal. The
decision was announced just before the new tariffs expected to enter into force which
could affect large amount of consumer goods. The US has agreed not to proceed with
15 percent tariffs on US$160 billion worth of consumer goods scheduled to take effect
December 15, and will reduce the September 1 tariffs on US$120 billion of Chinese
goods — halving it from 15 to 7.5 percent. However, the 25 percent tariffs on US$250
billion of Chinese imports will maintain, and further reductions will be linked to pro-
gress in future trade negotiations. China, on its part, has agreed to increase the purchase
of US goods and services by at least US$200 billion over the next two years, suspend
retaliatory tariffs also scheduled for Sunday, implement intellectual property safe-
guards, and have a tariff exclusion process in place. It appears that among its potential
purchases, China will import US agricultural products worth US$40 billion to US$50
billion — in each of the next two years. China’s Customs Tariff Commission of the State
Council announced Thursday that it had released the second set of US goods to be
excluded from the first round of additional tariffs. The exemption will be effective for
a year, from December 26, 2019 to December 25, 2020.

Previously, in September, China had announced two lists of goods to be ex-

cluded from its first round of counter-tariffs on US products. Tariffs that were already
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imposed will not be refunded. The Commission also stated that it would not be exclud-
ing more US products that were subject to the first round of additional tariffs — for now.

Finally, on January 15th US and China finally signed the phase one trade deal.
As it was noted, China, on its part, agreed to purchase at least an additional US$200
billion worth of US goods and services over the next two years — above a baseline of
US$186 billion purchases in 2017.

This includes:

« US$ 78 billion in additional manufactured goods;

» US$ 54 billion in additional energy purchases;

» US$ 32 billion in additional farm products purchases; and

« US$ 38 billion worth of services.

Details on specific product purchases in each of the categories will not be re-
leased as both sides feel such disclosure could risk distorting markets. The phase one
deal, also touches upon issues long-disputed by China and the US, such as: intellectual
property, technology transfer, currency, and foreign exchange.

Following this action, on February 7th China’s Finance Ministry announced that
it will halve tariffs on 1,717 US goods, lowering the tariff on some items from 10 per-
cent to 5 percent, and others from 5 percent to 2.5 percent to take effect February 14,
2020. The tariff cuts will apply to a list of additional tariffs that took effect on Septem-
ber 1, worth US$75 billion. The announcement reciprocates the US commitment under
the Phase One Trade Deal to slash tariffs from 15 to 7.5 percent on US$120 billion
worth of goods on the same date.

Crude oil, meat products, and soybean are among products that stand to benefit
from the tariff cuts. The reductions will see crude oil tariffs drop from 5 percent to 2.5
percent, soybean tariffs from 30 percent to 27.5 percent, and tariffs on pork, beef, and
chicken, drop from 35 percent to 30 percent.

Also, China’s Tariff Commission announced that 696 US commodities will be
exempted from Chinese additional tariffs, as the Chinese government seeks to fulfill

the commitments made in the trade deal with the US. The 696 products include pork,
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beef, soybeans, wheat, corn, sorghum, ethanol, liquefied natural gas, crude oil, steel
rails, and some medical equipment.

From March 2, 2020, the Tariff Commission will accept applications from Chi-
nese companies that intend to sign contracts to purchase and import related goods from
the US. China’s Tariff Commission unveiled two new lists to exempt some of the US
imports from additional Chinese tariffs. The two lists will both be effective for one
year from February 28, 2020 to February 27, 2021. Exemptions include timber, press-
work, hydraulic motor, diaphragm pump, aircraft parts, and medical equipment like
non-invasive ventilators and temperature sensors.

The deal is supposed to present a win-win situation first of all with regard to
escalated conflict. It is aimed at easing tariff escalation and somehow elaborate the
ways out. However, as we can see, Chinese side took big part of commitments in the
deal. Country’s state-owned enterprises have to take the burden and spend money. Will
it bring to de-escalation? Probably not. The problem here is that the deal is directed at
tariff escalation itself but not the roots of the escalation. The deal should be expanded
and include certain areas in which negotiation process should take place.

First of all, we should mention the issue of state-owned enterprises and “Made
in China 2025 initiative. United States is concerned about this program and sees it as
one of the main threats to US economy. One of the main aims of the program is the
development of SOEs and making them the world-class companies. What is more im-
portant, this initiative includes subsidies from Chinese government. It can represent in
future a new basis for United States to impose new tariffs on Chinese imports. The
question is whether there be special sector or any kind of commitments on this issue in
possible Phase Two Deal.

Second important issue, also linked with the first one, Huawei company. It was
fast expanding company, but this trend dramatically changed. By the moment, the com-
pany is at the center of trade war. President Trump issued an order to ban all United
States companies from utilizing information and communications technology from any
party considered a national security threat. This implies that under such principle more

companies could be a target in China-US trade war. For sure, the agreement needs an
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expansion of this issue. Not particularly Huawei, but the inclusion of national security
threat with regard to Chinese telecommunication companies.

Third, one of the issues that was touched by Phase One Deal is Chinese financial
market. During last decades, this sector of Chinese economy was one of the most pro-
tected as well as transportation, agriculture, etc. So, foreign companies had low level
of investment shares in Chinese firms. By introducing the opening of financial services
sector, Chinese side is giving up too much because it gives more opportunities for for-
eigners and moreover, it can reduce significantly the share of Chinese domestic com-
panies. At the same time, there was no such commitment made by United States and it
can in turn arise a new set of concerns for Chinese government. Still, United States and
particularly Trump accused China for unfair trade practices. The situation with finan-
cial sector could be the same — as far as Chinese side wouldn’t agree on some commit-
ment on fair practices (namely, threatening equally foreign and domestic firms), USA
wouldn’t open its financial sector. Of course, this issue will be discussed during next
round of negotiations, however, it’s still represents a part of concerns within USA-
China trade deal.

Fourthly, Phase One Deal includes the dispute resolution mechanism under
Chapter 7 “Bilateral evaluation and dispute resolution” [16]. The basis of mechanism
is consultation process which should take place once a complaint has been made. First
concern about this mechanism is that there are no particular provisions on monitoring.
For example, if United States finds that there are violations with regard to intellectual
property rights — there is no provision on how to detect this violation, especially from
Chinese side because it leaves place for both parties not to follow their obligation. So,
it’s mainly gentleman’s agreement (which is not surprising). Moreover, there may be
some different interpretations of juridical language within the agreement. Both issues
are typical for any type of agreement which includes disputes resolution mechanism.
Within the WTO framework those issues were covered, but since its crisis, parties have
to make such provisions.

Fifth, and final issue — there is no explicit statement within Phase One Deal about

future tariff reductions. It could be again resulted in future increase of protectionist
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measures, especially taking into account current global economic situation and coro-
navirus crisis.

The future development of the trade war is dependent on many factors but there
are certain scenarios that we can derive within our research.

First of all, it should be noted that recent trends in global economic system is
driven by rising protectionism. There a new cluster of protectionist measures that are
not full enough covered by the WTO law. Nontariff measures should be incorporated
into a legal framework and it requires WTO reformation. The multilateral trading sys-
tem in its current stage is threatened by the WTO crisis and United States actions and
statements towards the WTO. Coronavirus crisis provided new tensions between coun-
tries with regard to trust, especially between China and United States due to reciprocal
accusations regarding the nature of the virus. Trade war provided political and eco-
nomic uncertainties. All those issues could influence the tendency to an even more
global protectionism emergence.

Speaking explicitly about trade war, there are some discussions on what is the
better way to perceive and analyze the future of trade war, from which position. One
of the ways is typically apply game theory. We could analyze the situation from the
position of a game theory, but there are some problems arise within such model. We
construct the matrix representing possible outcome reveals us some peculiarities of the
case.

Figure 3. Zero-sum game matrix.

Deal China Escalation
Deal (1;1) (1;0)
USA
Escalation (1;0) (1;-1)

In this matrix we typically put two countries, two ways of actions and the out-
come. We put 1 in the escalation-escalation situation for United States since the actions

of Trump are guided by the intentions to change the situation. Simply, we say that
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Trump would not agree on de-escalation of conflict. But such model does not allow to
take into consideration external factors influencing both countries — coronavirus crisis,
internal factor such as presidential elections. At the same time, there is no reason for
Chinese side to escalate the conflict. Moreover, China’s traditional strategic approach
to trade negotiations is always aimed at making a deal. That’s why this model is hard
to apply and we present all possible scenarios within such context: 1) USA tends to
escalation and deal, 2) China tends to make a deal; 3) Taking into account the influence
of other suitable factors. It leads us to three possible ways of future trade war develop-
ment: 1) Reaching a new status-quo, 2) Escalation of conflict, 3) Reaching a new trade
deal.

The first scenario — is the most possible one. The reasons behind this are follow-
ing: COVID-19 crisis resulted in a huge economic drop and decline in economic activ-
ities. Economies need time to normalize after the crisis. Thus, China could delay the
fulfillment of Phase One Deal and at the same time prolong the trade negotiations at-
tempting to agree on new conditions. The bilateral talks in this case doesn’t lead to any
agreement but as far as trade talks continue — there is no further escalation. Taking into
account forthcoming presidential elections in United States, it’s not likely for Trump
to initiate new trade tensions due to the same reasons provided by crisis. It is possible
that countries relax their trade restrictions and at least keep it that way till economic
recovery.

The second scenario assumes, first of all, harsh actions by Trump as he wishes
to win in elections by demonstrating himself as a politician who cares about his state-
ments and plays a zero-sum game. Another reason, why this scenario is included — the
Phase One Deal does not include a variety of issues which are at the center of, first, US
accusations against China, and second, are essential to address economic basis for trade
war. If there is no agreement between two sides, the escalation of trade war results in
even more protectionism and make impossible for firms to do business in both coun-
tries. The higher prices for products significantly hit producers and consumers. Firms
already began the process of reallocation of their investment in other countries (such

as Vietnam, Taiwan). Taking into account crisis — for firms, investors, producers it’s
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not likely to locate their money in the areas which are covered by the trade war. In
other words, it’s not likely to place your money where economic uncertainty and risks
remain high. To deal with economic consequences, China would more invest in Latin
America, Europe. Spillover effect, changes in terms of trade lead to changes in Global
Value Chains. Also, the reelection of Trump could result in this particular scenario as
he would have more time to implement political decisions which usually take aggres-
sive form.

The new trade deal can be negotiated by including at least some issues mentioned
above. The deal should be developed and the second phase has to include significant
issues. The recovery phase after crisis requires from sides to act mutually and it leads
to proceeding trade talks. This scenario is highly dependent on elections in United
States. Clearly, that trade tensions in case if Trump is not reelected would decrease,
though the main trade towards conflict between countries remains the same as no sig-
nificant and basic issues are not solved or negotiated. The Chinese economy in its cur-
rent conditions still can represent a threat to US economy and certain issues (like lib-
eralization of Chinese economy, state-owned enterprises, intellectual property rights)

should be included in trade deal in order to settle the conflict.
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Conclusion

The emergence of trade war was provided by several reasons coming from the
rapid development of Chinese economy and increased economic ties between coun-
tries. Though, the trade imbalance itself is a good sign for American economy as stated
by Coughlin. There are several reasons behind the trade war. From American perspec-
tive, the initiation of protectionist measures is justified by reduction of trade deficit,
protection of domestic industries and jobs, and, what’s more important and significant,
address Chinese economic policies such as IP protection, state-owned enterprises and
subsidies.

The most important period which influenced the trade imbalance and thus trade
war emergence — the Chinese Accession to the WTO. After China’s Accession its econ-
omy got a momentum for rapid economic development. The Go Out Policy played in
this period the most important role as it influenced the export growth from China. Both,
Open Door and Go Out policy had an impact in increasing the role of China as FDI
recipient. The process of increase of interdependency between countries was inevita-
ble, especially taking into account such tendencies as division of labor, global reallo-
cation of sources and globalization. The technology-intensive production of United
States with its high skilled labor and scientific researches is at upper level of vertical
integration of supply chain and demands the lower cost of production which can be
received in China.

The rapid rise of China in the world market created anxiety from American side
with regard to leadership in global economic system. Also, this reveals why Trump’s
actions are so aggressive, especially taking into account his “Make America Great
Again” policy. This conflict is not simply economic one, it is a multidimensional con-
flict that reveals cultural, political and economic differences between countries that has
an impact in emergence of a trade war.

The deep roots of trade war reveal the importance of FDIs to China. More in-
vestment to China lead to more American companies operating in China. It provides

value-added in Chinese export and thus increase in trade deficit. The development of
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investments process between countries had got its momentum in the mid of 2000s after
China’s Accession to the WTO. This stage was the ground of further and inevitable
process of integration of countries’ economies. The most significant reason of flow of
United States FDIs to China was the cheaper costs of production. FDIs were aimed at
the development of information technologies, chemicals, basic materials — manufac-
turing while Chinese companies and especially government were interested in the de-
velopment and maintaining of competitiveness. The current situation of FDIs between
countries represented by a huge drop of Chinese investments into United States. Fur-
ther contribution of such fact can be further widen the gap between cumulative FDIs
from China to USA and from USA to China due to further asset divestitures, exchange
rate changes, asset appreciation.

Also, the trade war creates a trade diversion effect. First of all, both countries
now buying products from other origins rather than from each other. Secondly, firms
are seeking new places to deploy their production. Thus, the winners in this case are
Southeast Asian countries such as Vietnam and Taiwan. As the trade war has dragged
on, companies have had to consider finding alternative sources of inputs for their pro-
duction chains. Less simple than buying completed goods from new vendors, switching
to new component suppliers comes with friction costs as well as, potentially, higher
prices. Lower demand and the fragmentation of production chains caused by the trade
war have diminished the foreign trade flows of goods from China’s neighbouring coun-
tries as well. The rate of import growth decreased, especially from United States and
this caused as well less import from neighbors.

The increase in tariffs already impacted the global GDP growth. The world real
GDP growth declined in 2018 from 3.9 to 3.6, in 2019 from 3.6 to 2.9, overall by 1
percent. Almost the same pattern for China — in 2018 from 6.9 to 6.7, and to 6.1 in
2019. For United States the situation differs: its GDP growth declined in 2017 was 2.4,
then coming sharp increase to 2.9 in 2018 and in 2019 the rate dropped to 2.3. The
continuation of the trade war has increased uncertainty globally and has raised the
World Trade Uncertainty index for trade policy. For the world economic system, the

trade war brought the issue of WTO activity and its importance. From our perspective,
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the WTO is in need of reorganization, update because the system simply doesn’t work.
The future of Doha round re-mains uncertain. The functioning of the Appellate Body
Is under question as well as the future of dispute settlement mechanism.

The Phase One Deal in its current status does not provide the solution to settle
the trade war. It does not include significant issues as IP protection, financial market
openness, etc. So, to somehow develop the process and decrease trade tensions coun-
tries have to negotiate those issues and include in the second phase. However, up until
now the second phase is under doubt because of coronavirus crisis and because it
should include issues that are important for both economies.

We developed a classical scenario analysis of future trade war development.
Several factors are included in the analysis that influence the possible outcome the
most, namely: the 2020 United States presidential election in November, coronavirus
crisis and roots of the trade war. The last has an impact on Trump’s policy in general.
Three scenarios were provided: 1) reaching a new trade deal, 2) escalation of conflict,
and 3) reaching a new status-quo.

The negotiation of a new deal requires the adjustment of critical issues surround-
ing, for instance, Huawei or Chinese subsidies to state-owned enterprises and technol-
ogy control. The recovery phase after crisis requires from sides to act mutually and it
leads to proceeding of trade talks. This scenario is highly dependent on elections in
United States. Clearly, that trade tensions in case if Trump is not reelected would de-
crease, though the main trade towards conflict between countries remains the same as
no significant and basic issues are not solved or negotiated.

Talking about escalation of conflict we still consider the absence of crucial issues
in the Phase One Deal which are at the center of, first, US accusations against China,
and second, are essential to address economic basis for trade war. If there is no agree-
ment between two sides, the escalation of trade war results in even more protectionism
and make impossible for firms to do business in both countries. Though we don’t know
yet who wins in elections, the reelection of Trump has highest effect in this scenario.
Trump’s policy usually takes aggressive form and thus, the escalation is possible result.

The higher prices for products would significantly hit producers and consumers and
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firms already began the process of reallocation of their investment in other countries
(such as Vietnam, Taiwan).

From our position, the most likely outcome is the reaching a new status-quo. As
it was mentioned, China could delay the fulfillment of its obligation under the deal.
Further trade negotiations also dependent on the recovery countries’ economies. In this
case, even with Trump’s reelection the recovery phase takes a long time and govern-
ments are not likely to initiate new trade tensions but still, the protectionist measures
remain in place for protection of domestic producers after damage caused by crisis.

Thus, providing a scenario analysis of future trade war development, the most
likely outcome is the delay of trade negotiations on the Phase Two, renegotiation of
Phase One Deal conditions and obligation because of coronavirus impact on the global

economy, and coming to a new status-quo.
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