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The ever-escalating trade war between the U.S. and China has become a "new normal” in the international trade
scene. Since January 2018, the U.S. average import tariffs on Chinese goods have risen from 3 to 23 percent.
Meanwhile, China's retaliatory import tariffs on U.S. goods rose from 7 to 24 percent.

Although the U.S. has long been advocating for a rule-based multilateral trading system, ad-hoc policies aimed to
influence trade balances are not unusual. For example, in the 1980s, the Reagan administration forced Japan to
adopt a voluntary export restraint (VER) of automobiles amid worries of persistent trade deficits. The VER did not
help to reduce the trade deficit and was obsolete in the 1990s. However, probably due to its simplicity, the idea of
shrinking trade deficits by singling out a top trade partner still attracts the Trump administration.

Intuitively, two factors jointly shape a country's trade balance: (1) the structure of imports and exports, and (2) the
openness to trade. The first factor is captured by the ratio of the trade balance to total trade value. That is, (exports
- imports)/(exports + imports). This ratio lies between -1 and 1, with a positive value indicating more exports than
imports. If trading with China had significantly hurt the economy, as President Trump claimed, this ratio should
have a decreasing trend after 2001, when China joined the WTO. However, the data does not support his
argument: The ratio was -0.18 in 2001 and -0.15 in 2018. In other words, increasing foreign trade with China has
not affected the U.S. import/export structure.

The second factor uses the ratio of total foreign trade value to the gross domestic product as an indicator of trade
openness. This ratio increased from 0.22 in 2001 to 0.27 in 2018. That is, the U.S. economy is 20 percent more
open than in 2001. Therefore, given the robust trade structure, the growing openness to trade seems to be the
underlying driver for widening trade deficits, and the only way to lower them is by systemically cutting trade links.
Obviously, autarky is not a viable option for a global power like the U.S.

In a nutshell, a comprehensive trade deal between the U.S. and China is unlikely. From the U.S. side, President
Trump demands a dramatic "win" of lower trade deficits, which is impossible without heading for autarky. From the
Chinese side, the "Made in China 2025" plan has revealed their ambition to move up in the global value chain. In
the long run, such a strategy will reduce their exports of final (consumer) goods. However, in the short run, in light
of tremendous political uncertainties in the U.S., Beijing may choose to wait and negotiate after the upcoming
presidential election.
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DISCLAIMER

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses
data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources
we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either
express or implicit, regarding its accuracy, integrity or correctness.

Any estimations this document may contain have been undertaken according to generally accepted methodologies and should
be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future
performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

With regard to investment in financial assets related to economic variables this document may cover, readers should be aware
that under no circumstances should they base their investment decisions on the information contained in this document. Those
persons or entities offering investment products to these potential investors are legally required to provide the information
needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA.
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