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KEY MACROECONOMIC 
DEVELOPMENTS

•  Trade tensions have evolved into full-on war, 
 and even if resolved soon, the longer-term costs 
 are now baked in
•  The German economy has slumped recently, but 
 even with a recovery, it is not positioned to lead Euro 
 Area growth
•  The renminbi is likely to remain within a trading 
 range, while facing modest depreciation pressure 
 in the longer run

This month, further developments on the trade front 
compels us to return to the topic of trade tensions and 
what this may mean for the macro outlook in the event 
that the conflict becomes entrenched. The largest 
losers of the war thus far have, surprisingly, been 
the economies of the Euro Area, and we accordingly 
consider whether Germany may be an engine that could 
save the region (we conclude in the negative). And 
finally, we look at whether Chinese exchange rate policy 
has played an important role in the trade war thus far, 
and ask whether it could in the future.

GLOBAL: A TRADE WAR IN FULL 
SWING

These days it seems almost impossible to escape talk 
about trade—in particular, trade wars—and how that 
would affect markets. It doesn’t help, of course, that 
what had been thought to be a difficult but ultimately 
manageable international policy dispute has now morphed 
into a conflict that emphasizes civilizational rifts, amplified 
by new fronts (most recently, with India and Mexico) being 
opened by a mercurial Trump administration seemingly 
itching for a fight. Markets are correspondingly volatile, 
and U.S. equities fell 6.6 percent in May, only a little less 
than the wipeouts in October and December last year 
(notably, however, equities remain up for the year).

First, a recap on our views of the matter. Our initial  
take, way back in the first quarter of 2018, was one of 
guarded optimism: we felt that the initial shots across 
the bow were reflective of longstanding (and, frankly, 
justified from the U.S. perspective) disagreement about 
Chinese trade and market access practices, but that after 
some saber-rattling tariffs on selected product lines, the 
tariffs would be quietly removed after some sinking-in 
period. We were wrong; while tariffs on certain lines and 
against selected trade partners did get taken off the table, 
new ones were gradually imposed and the occasional 
concessions offered scarce relief. By the latter half of 
the year, we had begun to revise our views, and begun 
to suggest that tensions were likely here to stay, and that 
possibility was being underpriced by markets. We thought 
that the combination of a weak macro backdrop and 
complications from trade frictions implied more volatility 
to come, and we were (briefly but admittedly painfully) 
vindicated in October and December. Yet markets 
had—until last month—shrugged off the risks of a more 
permanent event.

All of which brings us to the latest developments.  
The proximate cause of May’s retreat was a last minute 
unraveling of the U.S.-China trade deal (ostensibly 
prompted by China’s withdrawal of a number of 
concessions just prior to the final signature), followed  
by a decision by the United States to not only retain tariffs 
but to crank them up to 25 percent (from 10 percent), and 
expand the scope of coverage to essentially the full suite 
of Chinese exports. Both sides have also toned up the 
rhetoric, with Xi claiming that the country was preparing 
for a new “Long March,” and Trump tweeting of little 
urgency to conclude a trade deal with China. To add fuel 
to the flames, the U.S. proceeded to relieve India of its 
special trade status as a beneficiary developing country, 
while simultaneously threatening Mexico with fresh 
tariffs—the newly-signed USMCA (the new NAFTA) be 
damned—should the country fail to control its emigration 
flows across the border. 
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This is especially disappointing in the context of 
how, after a long while, trade was finally coming 
back into its own (Fig. B), led especially by outward-
oriented emerging markets (EMs). Following the 
massive contraction in trade in 2008–09, the growth 
of international trade had languished at a rate 
substantially below the average for the past two decade 
(save for the bounce from the trough in 2010). Indeed, 
this slowdown was unprecedented in the post-World 
War II period, and had prompted a number of analysts 
to speculate that the world might be heading into a 
new phase of deglobalization (a new phase because 
deglobalization episodes had occurred previously in 
history, most notably during the Great Depression).

But round about the start of 2017, trading volumes 
had begun to inch back up, and undoubtedly 
played an important role in supporting the period of 
synchronized global growth between mid-2017–18 
(an eternity ago, it would seem!). Alas, this Goldilocks 
period was not to last; trade policies rolled out over 
the course of 2018 started to chip away at trade 
growth, and as global growth performance began to 
fracture and diverge, we also saw the growth of global 
trade disappear.

How much has all this affected the main protagonists 
of the trade war? For context, it would do well to 
remember that the United States has always been 
a relatively closed economy (by global standards), 
trading only 27 percent of its GDP (the world average 
is more than double that rate, at 58 percent). China, 
in contrast, had relied on the standard East Asian 
growth model of export-oriented industrialization, 
and following its membership in the World Trade 
Organization, enjoyed a supercharged expansion 
in trade that peaked, on the eve of the global crisis, 
at 64 percent of output. But China is large, with a 
massive domestic market; just as important, the turn 
of the decade saw the Chinese leadership make a 
concerted effort at rebalancing its economy toward 
domestic sources. Accordingly, the share of trade in 
China’s GDP has fallen dramatically, and currently 
stands at about 37 percent. While still larger than that 
of the U.S., it is undeniable that the economy is now 
far less reliant on trade than even as recently as 5 
years ago.

The effects of all these altercations are now clearly 
evident in the data (Fig. A). When the initial round of 
tariffs (a tariff on solar panels applicable to imports 
worldwide) were implemented by the United States, 
there was a slight dip in both trade value and volume, 
but volumes quickly recovered before peaking in the 
middle of the year. But a series of second-round tariffs 
followed by retaliation brought that to a halt, and by 
the time a temporary truce was called at the end of the 
year—a truce we now know to have been fleeting—
global trading activity had pared back substantially 
(albeit still above the dive in values in 2014, as well 
as the Great Trade Collapse of 2008 after the global 
crisis). So long as tariffs remain in place and the 
possibility of arbitrary trade policy action always 
a constant threat, it is difficult to see any decisive 
recovery in world trade for the rest of the year.

Source: Thirdrock calculations, from CPB/Datastream.
Notes: Trade defined as simple average of import and exports. 
Global trade value and volume indexes renormalized from 2005 to 
2014. Initial safeguard tariffs implemented by U.S. on Feb 7, 2018 
over global solar panel imports; second-round tariffs rolled out Aug 
2/3, 2018; temporary truce called on Dec 2, 2018.

FIG. A: TRADE VALUES IMMEDIATELY DIPPED IN 
RESPONSE TO INITIAL TARIFFS, AND VOLUMES 
BEGAN TO STAGNATE ON ESCALTION
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On the part of the United States, President Trump’s 
efforts to correct the economy’s large trade deficit via 
indiscriminate tariff has, thus far, generated precious 
little results. The current account recorded a -$134 
billion (-2.6 percent of GDP) deficit in the final quarter of 
2018, a virtually unchanged figure from prior quarters 
(Fig. D), and more recent monthly data for the trade 
deficit in 2019 likewise indicates a relatively unchanged 
pattern. On face value, at least, the trade war does not 
appear to have been a palliative for the chronic U.S. 
balance of payments problem.

Not that it should surprise anybody. After all, we have 
consistently argued that the only way to credibly correct 
U.S. deficits is to ensure that national saving—both 
public and private—increase relative to investment 
(or for investment to collapse, although that sort of 
schadenfreude isn’t something we’d wish on the U.S. 
economy). The Trump administration has, unfortunately, 
done its level best to frustrate a more sustainable fiscal 
position, which leaves the private sector to take up the 
slack. Some of this gap has undoubtedly been aided by 
corporate tax cuts and capital repatriation from abroad, 
but these may turn out to be one-off actions that leave 
private saving low in the years ahead. Relying on tariffs 
as a means of correcting either bilateral or multilateral 
deficits is simply attempting to play a game of whack-a-
mole with an undersized hammer.

All that said, the effect of the trade war on China’s 
export machine has been dramatic. In the initial 
stages of the conflict, imports remained steady even 
as exports declined, leading to a significant shrinkage 
in the economy’s current account balance. Trading 
flows, overall, slowed but did held its own (Fig. C). But 
starting in the final months of 2018, trade growth fell 
off a cliff, and remains in negative territory on a rolling 
basis. Were this to continue, China would no longer be 
able to rely on positive export expansion as a source 
of output growth. Whether consumption picks up the 
slack, as policymakers would certainly very much like, 
remains an open question. While we wouldn’t write 
off the consumer—sales and confidence have both 
demonstrated remarkable resilience of late—this is an 
unproven engine in the Chinese context.

FIG. C: CHINA'S TRADE FLOWS HELD UP TO THE 
INITIAL BOUT OF TRADE TENSION, BUT HAVE 
SINCE COLLAPSED 

“ The effect of the 
trade war on China’s 
export machine has 

been dramatic. ”

Source: Thirdrock calculations, from China Customs/Datastream.
Notes: YoY growth in imports, exports, and trade (MA(6) of imports 
and exports).
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“ Going forward, 
the global trading 

system may fracture 
into U.S. and China-

centric blocs. ”

More generally, while tariff fights have the benefit 
of bringing parties to the negotiating table, allowing 
them to play out only serves to become a distraction 
to more fundamental concerns. The U.S. is currently 
tying multiple targets—reduced bilateral imbalances, 
illegal immigration, intellectual property theft, improved 
market access—with one instrument: tariffs. There is 
a rule in economics, known as the Tinbergen Rule, 
which simply put states that you need one instrument 
for every target you wish to hit. Using blunt tariffs to hit 
myriad targets runs the risk that the single instrument 
not only fails in its objective, but that all others end up 
not getting met, to boot. With such a muddled strategy, 
the likelihood of a protracted battle becomes ever-
more real.

This is further exacerbated by the lack of  
constraints on the White House when it comes  
to the management of international economic  
policy. The executive typically holds most of the  
cards when it comes to foreign affairs, with the 
legislature only getting involved in the final stage of 
ratifying (or not) negotiated agreements. Moreover, 
since the domestic political constituents that Trump’s 
actions are targeted toward reside in states that have 
shown a willingness to stick by the president, the 
only check and balance that may rein in excessively 
zealous tariff action remains is Mr. Market (or Mr. 
Economy). As we suggested above, even with a 
pullback in May, the process could still take a while 
before it filters through.

On the other side of the coin, China is haunted by 
its historical aversion to signing the sort of unequal 
treaties endured during its Century of Humiliation. 
This stubborn insistence on political sovereignty is 
further bolstered by the ability of the Communist Party 
to channel nationalistic sentiment, as well as steer 
the heavily centralized economy away from economic 
activities and relationships it deems undesirable. We 
are already witnessing the extent to which China is 
willing to endure economic pain: compared to the 
European Union, China has demonstrated a greater 
willingness to target politically sensitive sectors and 
states in its chosen countermeasures, even when it 
hurts itself more. And unlike the U.S., China can also 
deploy nonmarket strategies; these include boycotts 
of American goods, bans in the sales of economically-
critical commodities (read: rare earths), and enabling a 
large depreciation in its exchange rate.

What, then, are the anticipated effects of a drawn-
out trade war? We had emphasized before that the 
effects will be mixed, especially in the short run, and 
depends on whether the third economy in question is 
producing a substitute or a complement to American 
and Chinese exports. An economy, such as Taiwan or 
Japan (on the high end) or Australia or Indonesia (on 
the raw materials end) produces intermediate inputs to 
production that is ultimately assembled in China, and 
hence the drop in Chinese exports will indirectly affect 
these countries. But other economies that produce 
(imperfect) substitutes—such as Vietnam or Malaysia 
or even South Korea—may end up benefiting from 
their ability to produce competing products. Vietnam 
has already seen a surge in bilateral exports to the 
U.S., both from being a substitute supplier, but also as 
Chinese firms themselves reroute production
to Vietnam.

In the medium to long run, the effects of the war are 
more pernicious. International trade and investment 
thrives on an environment of certainty, and such wars 
only serve to heighten uncertainty.This is underscored 
by the fact that, up until recently, trade had contributed 
almost negligibly to global economic policy uncertainty, 
but over the past year-and-a-half, trade accounted for 
most of the spike in uncertainty (Fig. E). Furthermore, 
trade wars erode confidence in the global trading 
regime, which is already under severe strain. This may 
ultimately prompt a redoubling of efforts to wrap up 
negotiations on narrower regional trading initiatives, 
such as the Regional Comprehensive Economic 
Partnership (RCEP) or even induce expansion in the 
coverage of the Comprehensive and Progressive 
Agreement for Trans-Pacific Partnership (CPTPP). 
It is not inconceivable that, going forward, the global 
trading system may fracture into U.S. and China-centric 
trading blocs, which would be a loss for both producer 
efficiency and consumer choice.



5

M O N T H L Y 
M A C R O 
O U T L O O K

5

0
1

 J
U

LY
 2

0
1

9

EURO AREA: CAN GERMANY POWER 
EUROPE?

Lately, much of the news from Europe do not appear 
to bode well for a recovery in the Euro Area economy. 
Italy managed to rupture what little confidence 
bond markets had in the credibility of its debt by 
suggesting that a new pseudo-currency—which goes 
by the ominous-sounding term “mini-BOT” (Buoni 
Orinari del Tesoro, or ordinary treasury bills)—could 
be introduced to help balance the beleaguered 
government’s books. Meanwhile, the gilet jaunes 
(“Yellow Vests”) movement in France continues 
to bubble at a low boil, no longer as threatening 

politically but compromising a number of economic 
reform initiatives as well as discouraging tourism 
on the eve of the busy summer season. And of 
course, even though Brexit will undoubtedly have 
a more detrimental effect on the future of the UK 
than Europe—a point we’ve argued for in previous 
Outlooks—the cloud of uncertainty the event casts, 
especially on certain economies with greater UK 
exposure (especially German and Spanish banks, 
German autos, Benelux manufacturers, and the entire 
Irish economy), is undeniable.

Up till recently, the German economy had been a 
shining light in the otherwise humdrum performance 
of European economies, and for a period of time, 
even appeared to be leading the Zone out of the 
2012/13 recession and into newfound strength. 
Critics of the economy always had a point, of 
course; notably, their claims that Germany was 
underinvesting in its domestic economy, and relying 
on a relatively undervalued euro as a driver of export 
competitiveness, is clothed in more than a modicum of 
truth. But those who observed the German economy 
emerge out of a difficult reunification process with 
a more-backward-than-expected East, along with 
the tough challenges brought about by the Hartz 
labor market reforms, would nevertheless cheer the 
distance that the economy has covered to emerge as 
the preeminent economy in the continent.

Yet as the Euro Area economy has weakened, those 
who had placed bets on Germany being a regional 
growth driver appear to have had their hopes dashed. 
Undoubtedly, the past five years have seen the 
German economy go from strength to strength. A 
number of us observers will recall a time, only a little 
more than a decade ago, when the economy was 
regarded as the “sick man of Europe” (a moniker that, 
to be fair, has been applied to just about every major 
underperforming country in the region). But the Hartz 
reforms really did improve German competitiveness—
detractors will say at the cost of repressed wage 
growth—and after the most recent expansionary run, 
Germany is among the healthiest labor markets in the 
EU, with unemployment rates of the economically-
active population at a remarkable 3.3 percent (this 
is bested only by the Czech Republic) (Fig. F). By 
contrast, the latest EU-wide unemployment rate is 
6.4 percent, and the Euro Area’s is a tad higher at 7.6 
percent.

Insofar as financial markets are concerned, financial 
market participants appear to be slowly pricing in the 
nontrivial probability of a prolonged trade war, but our 
sense is that markets still stubbornly refuse to accept 
this as the new baseline. Were they to do so, this could 
spark much more significant equity market corrections, 
which would lead to a more severe deterioration in 
global financial market conditions. The shock may 
even serve as a catalyst to bring about recession in 
economies that are exhibiting deceleration. Trade-
exposed EMs will not be completely sheltered, although 
the trick is taking on selective exposures to firms and 
sectors that will directly benefit from the sorts of
expenditure switching described above.

FIG. E:  TRADE HAD HISTORICALLY COMPRISED 
A SMALL COMPONENT OF POLICY UNCERTAINTY, 
BUT THIS HAS CHANGED IN RECENT YEARS
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Unfortunately, much of German economic strength 
is built on its export prowess, and there is relatively 
little evidence that it has generated sufficient internal 
demand that would benefit its regional neighbors. 
While it has softened lately from the peaks in early 
2016, Germany’s current account surplus still stands 
at about 7 percent, more than twice the Euro Area-
wide figure, and substantially greater than those of 
other major European economies (Fig. G). Clearly, 
the economy is far more dependent on the external 
economy to drive its growth, as opposed to internal 
dynamics. Another way to recognize the insufficiency of German 

demand is to look at its history of capital expenditure. 
Since the 1970s, the rate of accumulation of capital 
in Germany has pretty much occurred in line with its 
output growth; consequently, the economy has seen 
a more-or-less stable capital output (K/Y) ratio (Fig. 
I). In and of itself, this isn’t a big deal, and indeed, 
the constancy of the K/Y ratio is what led Cambridge 
economist Nicholas Kaldor to claim that a steady K/Y 
ratio was a “stylized fact” about economic growth 
(he has since been proven wrong, but was correct 
for the economies and time period he considered, 
which was the U.S./UK for the late 19th and early 
20th centuries). But the reality is that Germany has 
patently underinvested in its domestic economy—and 
this is evident even from domestic commentators, 
who lament the lack of renewal of what was once the 
continent’s premier public infrastructure).

FIG. F:  FOLLOWING YEARS OF STRONG ECONOMIC 
PERFORMANCE, THE GERMAN LABOR MARKET IS 
CURRENTLY THE HEALTHIEST IN THE EU

Source: OECD MEI/Datastream.
Notes: Seasonally-adjusted unemployment rate of working-age 
population (aged 15-64), latest available quarter (2019Q1).

Source: Thirdrock compilation, from Observatory of Economic Complexity.
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FIG. H: GERMAN IMPORTS FROM ITS EUROPEAN 
NEIGHBORS ARE GENERALLY LIMITED, AND 
INSUFFICIENT TO DRIVE GROWTH IN THOSE 
PARTNER ECONOMIES

This isn’t just a matter of these other economies being 
insufficiently competitive in terms of their exports. It is 
that German domestic demand benefits its immediate 
neighbors to a far lesser extent than even those far 
afield, such as China and the United States, which 
account for 10 and 5.7 percent of German imports, 
respectively (among EU trade partners, only France 
and the Netherlands, at 6.4 and 8.3 percent, account 
for a greater amount of imports than the U.S.) (Fig. H). 
Rather than serving as a regional growth driver, then, 
it is difficult to conceive of a situation where, short of a 
more dramatic restructuring of the economy, Germany 
can play the sort of consumer-of-last-resort role that 
more consumption-led economic growth poles are 
able to offer.

FIG. G: GERMANY HAS ALWAYS RELIED MORE ON 
ITS EXPORT PROWESS THAN DOMESTIC DEMAND 
TO POWER ITS GROWTH ENGINE

Source: Thirdrock compilation, from Oxford Economics/Datastream.
Notes: MA(4) of current account shares of GDP, except for Euro 
Area-wide figure.
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These structural impediments will be further 
exacerbated by the dismal short-run picture that is 
currently playing out in the economy. Since 2012, 
German industrial production had consistently 
outpaced its Euro Area peers (Fig. J). But the 
slowdown in 2018 proved to be much sharper in 
Germany than elsewhere, and whether one believes 
that this was catalyzed by the “Dieselgate” emissions 
fraud scandal—or more broadly the result of an 

excessively export-reliant economy feeling the sting 
of a global demand slowdown—the fact that German 
industry is now expanding slower than that of even 
Italy suggests that more consolidation may be 
necessary before the current slump can be set aside.

FIG. I: UNLIKE ALMOST ALL ECONOMIES 
WORLDWIDE, GERMANY HAS KEPT A CONSTANT 
CAPITAL-OUTPUT RATIO OVER THE PAST HALF-
CENTURY

Source: Thirdrock calculations, from World Bank (2018).
Notes: Capital stock computed from perpetual inventory method, 
using constant-dollar gross fixed capital formation, with 4 percent 
annual depreciation, initialized with seed using steady-state
formula. Constant K/Y (I/K) is the projection holding capital-output 
ratio (investment rate) fixed.
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This lack of investment implies that, unless Germany 
dramatically realigns its public policy on infrastructure 
investment—and redesigns private incentives to 
deploy more domestic saving into home-economy 
investment opportunities—the constant K/Y path will 
almost certainly contribute toward a decumulation 
of the country’s capital stock. Even in the fortuitous 
case that it is able to sustain the historical investment 
rate from the past two decades—which would at 
least prompt some positive growth contribution from 
physical investment—the economy is running up 
against decades of historical underinvestment that 
could take a long time to reverse. The upshot of 
this for Europe, then, is that one should not expect 
Germany to suddenly drive regional growth by raising 
capital expenditures (and hence lowering its surplus).

FIG. J: AFTER OUTPERFORMING MOST OF ITS 
EURO AREA PEERS OVER THE PAST DECADE, 
GERMAN PRODUCTION RECENTLY PLUMMETED

Source: Thirdrock calculations, from Datastream.
Notes: MA(4) of YoY change in IP growth.
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“ One should not 
expect Germany 

to suddenly drive 
regional growth 

by raising capital 
expenditures. ”



8

M O N T H L Y 
M A C R O 
O U T L O O K

0
1

 J
U

LY
 2

0
1

9

8

Perhaps most discouragingly, forward-looking 
indicators do not paint a picture of any solid 
bounceback. Manufacturing PMIs—which fell 
below 50 since January this year—recorded three 
consecutive month of sub-45 prints since March 
(below-50 numbers are consistent with contraction).
The services PMI, which had held up better all 
year, also ticked down marginally in May. While the 
composite PMI remains in expansionary territory, 
producer confidence is evidently not the ballast it had 
been for the economy as recently as September last 
year (when the composite PMI was at 55).

The trend in consumer confidence has also been 
dismal, and is at a trough last reached in February 
2017. Notably, the confidence of German consumers 
has now converged toward those of other
European economies (Fig. L). The speed in which 
this loss of confidence has occurred over the past 
half is only exceeded by that in the UK, where 
parliamentary shenanigans surrounding Brexit took a 
massive toll on the British consumer’s evaluation of 
economic prospects. While these two situations are 
clearly different, the double whammy of poor sales 
performance alongside sliding consumer
confidence—coupled with fraying confidence on the 
producer side—highlights the extent of the hole the 
German economy currently finds itself mired in.

The auto-led weakness is not only evident on the 
production side. Retail sales have been lackluster 
all year—clocking two major dips over the past half-
year—and turnover in the struggling auto sector 
appears to have downshifted in a particularly dramatic 
fashion (Fig. K). Most analysts do not expect this shift 
to be permanent, yet the now-year long reduction 
in sales growth should not be as easily dismissed 
as solely due to more stringent EU-wide vehicle 
testing standards (these are known as the Worldwide 
Harmonized Light Vehicle Test Procedure, which goes 
by the less-of-a-mouthful WLTP).After all, German 
automakers face more fundamental secular trends—
such as a slow entry in the electric vehicle market, 
American threats of tariffs, and consumer shifts away 
from vehicle ownership—that are not as one-off as 
adapting to new WLTP requirements.

FIG. K: GERMAN RETAIL SALES HAVE STRUGGLED 
ALL YEAR, AND AUTO SALES IN PARTICULAR ARE 
IN A CLEAR SLUMP

Source: Federal Statistics Office and Eurostat/Datastream.
Notes: MA(3) of MoM retail sales growth adjusted with X-12 ARIMA 
seasonality and YoY auto sales turnover.
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The bottom line here is straightforward: Germany will 
not ride to the rescue of a Euro Area fighting to regain 
its economic footing after its sharper-than-expected 
slowdown experienced in the second half of 2018. 
Not that Germany was ever positioned to be such a 
source of support—the structural factors inhibiting the 
economy from taking on this role, which we highlighted 
above, have been there for a long time—but it is even 
less prepared at this stage to take on this mantle.

While a case can be made that European equities, 
given valuations, may be attractive, one has to be 
very careful wandering into the space at this time. 
We have long flagged the longer-run drags on future 
macro prospects for the Euro Area at large, stemming 
from demographic aging and anemic productivity. 
What the region has going for it is the presence of 
a number of world-class companies, operating in a 
favorable institutional environment, and benefiting 
from sales exposure to faster growing EMs. But even 
globally-minded German contenders have faced 
significant challenges of late—think the circumstances 
surrounding the failed Deutsche-Commerz merger, 
and the automakers’ problems discussed here—which 
underscores the importance of due diligence before 
taking exposure to European businesses. There is 
no doubt that value exists, but one would have to do 
one’s homework in uncovering the assets truly worth 
investing in.

CHINA: THE RENMINBI HAS NOT 
BEEN WEAPONIZED IN THIS TRADE 
WAR (YET)

One of the criticisms the United States has levelled 
against the Chinese in this trade war has been the
perceived manipulation of the renminbi (RMB) to 
further trade-related aims (in particular, to sustain 
the competitiveness of Chinese exports). Setting 
aside the fact that the Trump administration has 
applied this claim to just about every trading partner 
with which the U.S. runs a deficit against—including 
Germany, which does not actually control its 
own currency—the argument tends to carry less 
credence (to be completely fair, there is a more 
nuanced argument about how Germany does benefit 
from the fact that the euro is comparatively weaker 
than it would otherwise be due to the presence of 
less competitive Eurozone economies in the mix is 
not so easily dismissed; still, it is clear that there is 

little that Germany can do to directly alter the level of 
the euro).

It is nevertheless worthwhile examining whether 
the RMB might be implicated in terms of excessive 
weakness, not least because of the argument that 
tariffs levied against Chinese exports might be offset 
by a comparable weakening of the currency (in 
theory, a one percent depreciation is equivalent to 
a one percent export subsidy combined with a one 
percent tariff). This is all the more so given the stellar 
performance of the U.S. dollar (USD) in recent times, 
which would make any weakness in the RMB all the 
less surprising (we had suggested at the beginning 
of 2019 that the dollar might face downside risks, but 
while a number of dips have occurred since January, 
the greenback remains within its year-to-date trading 
range).

To start, it is worthwhile going back to some recent 
history on the relationship between the RMB and the 
USD. Until mid-2005, the RMB officially pegged the 
dollar; what this meant was that in real terms,
the yuan weakened alongside the overall loss of 
dollar strength. But following intense pressure from 
Washington, China allowed its currency to strengthen 
significantly for about three years, when it once
again returned to a peg due to the financial crisis (Fig. 
M). Since then, the RMB regime has evolved into 
a managed float, with trading bands that gradually 
expanded over time, to the current 2 percent.

Source: Thirdrock calculations, from JP Morgan/Datastream.
Notes: Real effective exchange rates computed with annually-
updated dynamic weights for major trading partners and deflated by 
the CPI, and normalized to 100 on Jul 2011, such that an increase 
represents an appreciation.
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Of course, even though the RMB is officially tied to a 
basket of major currencies, in practice, its movements 
most closely follow those of the dollar. But notice that 
this decision has not meant that the RMB has been an 
unalloyed good for Chinese exports to the rest of the 
world. While the value of the yuan has remained more 
or less stable vis-a-vis the United States, the effective 
exchange rate steadily strengthened between 2008 
and 2016; this means that Chinese exports gradually 
became more expensive relative to most of its trading 
partners. And even as this appreciation pressure has 
eased over the past few years, there has not been 
any major weakening following the mini-devaluation in 
August 2015.

If anything, since mid-2015, there has been little 
deviation between the offshore and onshore RMB, 
which is reflective of a stronger market determination 
of the rate (Fig. N). And the movements in the RMB 
have gone up as well as down, even if we look at the 
more restriction period after trade tensions began 
to escalate (around the first quarter of 2018). So if 
Chinese were indeed intervening in the currency—it 
is difficult to definitively ascertain, since we don’t 
have a counterfactual and China does not publish its 
FX intervention data—it has done so in a fairly half-
hearted manner.

This shouldn’t be entirely surprising, since—as we 
have discussed at length in a previous Outlook—the 
Chinese growth model has gradually moved away 
from export dependence (as important as it remains 
to its open economy), and toward domestic demand. 
Thus, it is no longer unambiguously the case that 
improving the lot of exports immediately translates 
into improved national welfare; after all, a stronger 
exchange rate simultaneously bolsters the purchasing 
power of consumers, and keeps a lid on inflation, to 
boot. The greater willingness to allow the RMB to 
strengthen is, thus, simply a reflection of structural 
changes in the broadly Chinese economy.

Of course, in the final analysis, this does not mean 
that the RMB is set to remain closely tied to the USD. 
After all, even for a heavily managed exchange rate 
regime, differences in interest rates and relative 
growth prospects remain important sources of 
pressure on capital flows and, hence, the direction 
of the exchange rate. Moreover, this will be further 
complicated by a greater willingness of Beijing to allow 
the RMB to weaken, at least at the margin, in order to 
cushion the effects of its export slowdown to the U.S. 
due to the trade war.

But a claim that China has either already weaponized 
the RMB, or will likely do so in the future through 
continued manipulation, rests on fairly weak empirical 
reality. A better gauge for the RMB’s prospects 
would lie in looking to the macro fundamentals of the 
Chinese economy, relative to its main trading partners. 
In the short run, any selling pressure from currency 
markets will likely be controlled by purchases from the 
People’s Bank, along the lines of official policy. In the 
longer run, things will revert back to the combination 
of relative inflation and productivity differentials. 
For the former, we believe a comparatively larger 
inflation gap will induce depreciation, which will be 
partially (albeit not entirely) offset by continued real 
appreciation from continued productivity gains as 
China continues to approach the global technology 
frontier.Source: Thirdrock compilation, from PBOC/Datastream.

Notes: Rates given as units of quote currency (RMB) required to 
purchase a unit ofthe base currency (USD), such that an increase 
represents a depreciation.
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INVESTMENT TAKEAWAYS

Markets worldwide appear to have begun pricing in 
the possibility that the trade war will be the straw that 
breaks the camel’s back, thereby ushering in a more 
significant slowdown. Bond markets are even
pricing in as many as three rate cuts this year, which—
while we find that many to be implausible—is indicative 
of pessimism about future growth. Although equity 
markets have remained buoyant (and
are still up significantly year-to-date), they have 
also continued to be volatile, reacting ever-more to 
geopolitical news. We retain a preference for rotating 
toward defensive equities, but in light of
developments, would suggest a move away from the 
barbell approach for fixed income—which had paid 
off on the long end thus far—and toward taking on an 
extended duration outright (up to 10 years; the longer-
term U.S. fiscal situation continues to militate against 
30 year exposures). There is now greater separation 
between Asian EM insofar as the trade war is 
concerned, and we continue to think that beneficiaries 
such as South Korea and Vietnam are attractive.

The author Jamus Lim is Economist at Thirdrock 
Group. A former lead economist at Abu Dhabi 
Investment Authority and senior economist at the World 
Bank, Jamus is also currently an Associate Professor at 
ESSEC Business School in Singapore.

“ Markets worldwide 
appear to have 

begun pricing in the 
possibility that the 

trade war will usher 
in a more significant 

slowdown. ”
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