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A preliminary econometric analysis suggests that the US tariff conflict with China may have already affected global trade flows in 

two ways: 1) by diverting US imports away from China to third-country competing suppliers and 2) by deflecting some US exports 

away from China to other export destinations. Some US businesses appear to be reassessing their global supply chains. Others may 

follow suit or possibly develop strategic redundancies and backup options to minimize disruptions to their operations. 

In a separate but related Trade Policy Brief, we suggested that imposing tariffs on Chinese imports would increase the effective price 

of imports from China relative to that of comparable imports from the rest of the world by making them more expensive to US 

consumers, and therefore reducing their US demand. 1 Furthermore, the higher relative price of Chinese imports increases the 

demand for domestic substitutes (i.e., import-competing goods), which in turn increases their prices. Because of these two effects, 

US consumers could end up paying higher prices for both Chinese imports and domestically produced substitute goods.  

This, however, is only part of the story. Actual or expected rising import prices from China relative to the prices of other countries’ 

imports could lead some US importers to divert their supply chains away from China to relatively cheaper suppliers from the rest of 

the world. Asian countries, such as Vietnam or Singapore, with long-standing existing trade agreements with the United States 

represent potential sources of supply for some imports. Such countries could benefit from US-China trade disputes as companies 

reassess their global supply chains in an effort to minimize disruptions and circumvent the proposed US tariffs.2 

Background3  

Beginning in March of 2018, the Trump Administration imposed tariffs on approximately $250 billion of merchandise imports from 

China. This represents about half of all US imports from China. To date, a wide range of goods (over 7,000) has been subjected to 

these tariffs, including healthcare products, industrial equipment, food items, chemicals, minerals, tobacco, electronics (many 

consumer electronics, such as the iPhone, have been exempted), and office goods. Tariff rates range between 10% and 25% and are 

scheduled to rise to 25% at the beginning of 2019, although this increase seems to have been postposed as a result of a meeting on 

December 1 between President Trump and President Xi Jinping.    

In addition, the Trump Administration has imposed additional global tariffs on imports of steel and aluminum, including those from 

China. These imports are subject to tariff rates of 25% and 10%, respectively. Although China is a major worldwide exporter of steel 

and aluminum, it is not one of the largest direct exporters to the United States. 

Unsurprisingly, China has retaliated by placing tariffs of similar rates on imports from the United States.  In addition, China announced 

that it would reduce tariffs on a wide variety of goods from other trading partners, effective November 1. 

                                                
1 “Trade War With China Could Cost the US Economy.” QUEST Trade Policy Brief, May 2018 (see Tax Alert 2018-1082 {}). 
2 The US and Vietnam signed the Trade and Investment Framework Agreement (TIFA) in 2007. The US and Singapore signed the US-Singapore Free 
Trade Agreement (USSFTA) in 2003. 
3 The Appendix has a timeline that summarizes major trade events over the past year. 
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In response, the Trump Administration has threatened to impose tariffs on the remaining imports from China. In a recent speech, Vice 

President Pence suggested that even higher tariffs could be levied on the existing set of affected imports from China.  

Estimating the effects of the proposed US tariffs on trade diversion4 

Table 1 shows trend growth rates for the ratio of US imports from the rest of the world (exclusive of China) (ROW) as a share of US 
GDP and the ratio of US gross trade with the ROW as a share of US GDP, before and after Q1 2017. The growth rates rose dramatically 
after Q1 2017.  The increases suggest that a structural change in US imports and gross trade with the ROW occurred post Q1 2017. 
These results are consistent with the hypothesis that the trade war has affected the pattern of US trade. 
 

Table 1. Average per-quarter growth rates of two trade ratios 

Trade ratios Q1 2013-Q4 2017 Q1 2017-Q2 2018 

US imports from ROW/USGDP -0.50% *** 2.36% *** 

US gross trade with ROW/USGDP -0.61% *** 2.39% *** 

Source: US Census Bureau 
*** Statistically significant at the 1% level 

 

Figure 2 plots the time path of the ratio of US imports from the ROW as a percentage of US GDP and shows that it changed drastically 

after the first quarter of 2017, as suggested in Table 1. It shows that between Q1 2013 and Q4 2016, the ratio declined, on average 

0.5% per quarter; in contrast, between Q1 2017 to Q2 2018, the ratio increased on average by 2.4%. This change in slope from 

negative to positive indicates that the United States imported more goods from the ROW (exclusive of China) after Trump became 

president, as it became more likely that his trade policies would be implemented. The change also suggests some trade diversion, first 

in response to the expectation of tariffs, and then in response to the imposition of tariffs on US imports from China. 

Similarly, US gross trade with the ROW also increased significantly from an average decrease of 0.6% per quarter in the period 

preceding the first quarter of 2017 (Q1 2013-Q4 2016) to an average increase of 2.4% after Q1 2017. Thus, both US exports to the 

ROW and US imports from the ROW increased after Q1 2017. This suggests that, in addition to trade diversion, there could be some 

trade deflection of US exports away from China in response to China’s retaliation to US tariffs (Figure 3).5 This conclusion is further 

confirmed by our analysis of trend breaks for the time series of the ratio of US exports to the ROW (exclusive of China) as a share of 

US GDP.6  

Figure 2: US imports from the ROW as a share of US GDP (exclusive of China) 

 

                                                
4 The Appendix has a brief summary of the methodology. 
5 Briefly, trade diversion refers to a change in the origins of a country’s imports due to a change in importer’s trade policy , such as signing a free 
trade agreement (FTA) or rising trade barriers. By contrast, trade deflection refers to a change in export destinations arising from increased trade 
barriers in a particular export market.   
6 Results are not shown to save space. We found statistically significant coefficients at the 1% level of slope changes in the trend of the time series 
from Q1 2017 onward. 
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Figure 3: US gross trade with the ROW as a share of US GDP (exclusive of China) 

 

In contrast to our results for US imports from and gross trade with the ROW, we do not find statistically significant results for a trend 

break for the ratio of US imports from China as a percent of US GDP. There are a number of possible explanations for this finding. One 

is that the sample size post Q1 2017 is very small, so it is quite possible that there is not enough data to capture any change in the 

trend of the time series of the ratio of US imports from China-GDP. A second is that there is some evidence of companies stockpiling 

imports from China before the proposed tariffs became effective, which could explain why US imports from China have not decreased 

as expected. This theory finds some support in information from the Bureau of Economic Analysis, which shows that US imports of 

goods grew in the last three quarters of 2017 and the first quarter of 2018, before decreasing in the second quarter of 2018. Finally, 

there has been a relative appreciation of the dollar that has partially offset the impact of the tariffs. This appreciation was brought 

about by the Federal Reserve’s interest rate increase to keep inflationary pressures in check and by the tariff-induced exchange rate 

adjustment. 

Implications 

US businesses that have not yet planned or executed strategies to mitigate the trade war’s effects might be left behind by their 

competitors that have already responded. Many businesses should consider mapping out their supply chain and industry linkages to 

determine the extent to which they are likely to be subject to tariffs or other trade restrictions. They can then consider short-term 

steps to try to reduce the effects on profits, such as considering alternative sourcing or routing of their imports, using duty drawback, 

and appealing for exemptions from tariffs. Because it seems likely that US-China tensions will continue for some time, it also may be 

worthwhile for businesses to reassess their global supply chains and develop strategic redundancies and backup options to minimize 

possible disruptions to their operations. In addition, businesses might consider engaging in the public policy debate on trade.   
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Appendix 

A.  The modelling framework 

We examined the evidence of trade diversion using a two-step procedure. First, we calculated three trade ratios as a share of US GDP: 

US imports from China, US imports from the rest of the world (exclusive of China) (ROW), and US gross trade (exports plus imports) 

with ROW for the period 2013-2018 using quarterly US trade flow data from the Census Bureau. Then, we determined whether these 

trade ratios exhibited significant changes in their time paths following President Trump’s victory in the 2016 election and his 

installation in the White House in early 2017. If there is a “Trump effect,” in the sense that the market anticipated that President 

Trump would deliver on his promise to impose tariff barriers on Chinese imports once in office, one might expect the ratio of US 

imports from China to decrease7 and the ratio of US imports from the ROW to increase. Gross trade with the ROW might be expected 

to increase because of the expectation of US tariffs and China’ retaliation. We tested for such effects by examining whether the time 

paths of these trade ratios changed noticeably after the first quarter of 2017 – by testing for trend breaks in the time series 

characterized by a statistically significant change in either slope, y-intercept, or both beginning in that quarter.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                
7 Although this effect is not certain. 



B. Trade timeline8 

 

 

                                                
8 This timeline is an updated version of a previous one that can be found in the July 2018 QUEST Trade Policy Brief titled “Add itional tariffs by the 
United States and China could disrupt US economy and hurt certain US industries.” (See Tax Alert 2018-1482 {}) It does not include the agreement 
discussed between President Trump and Xi Jinping on December 1 because the specifics of that agreement are not known. 
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