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Executive summary
Following early optimism about the outcome of trade talks between the US 
and China at Buenos Aires at the beginning of December, analysts and financial 
markets have begun to question the prospects of a lasting ceasefire. Equity 
markets are already reacting negatively. If after or during the agreed 90-day 
negotiating period there is a further escalation of the trade war between the 
two countries, a downward cycle of mutually reinforcing, damaging economic 
reactions could be set in place. What is at stake for China and the US, other 
countries and the global economy?

In our August 2018 report Trade Wars: there are 
no winners, KPMG Economics and Tax Centre 
(KPMG Australia) modelled the impacts of a fully 
escalated trade war between China and the US 
spreading to most other countries as they tried 
to protect their industries from cut-price imports 
diverted from the Chinese and American markets. 
This scenario involved 25 per cent tariffs on all 
goods traded between the US and China and 
most other countries applying 15 per cent tariffs 
on their imports of goods.

The modelling showed that global GDP would be 
an estimated 3.5 per cent lower than it otherwise 
would have been, the US would be plunged into 
recession, China’s economy would be its weakest 
since the mid-1970s and Australia would be close 
to recession. 

But in that report, KPMG Australia described an 
even more pessimistic scenario, where financial 
markets over-reacted to the trade war – reflecting 
heightened uncertainty about the expected 
reduction in future economic growth, the 
inflationary impacts of the trade war and further 
rounds of retaliation by China and the US. The 
over-reaction could take the form of a spike in risk 
premiums, sharp sell-offs in equity markets and 
extreme tightening of credit conditions. 

In this new report, KPMG Australia has now 
modelled the scenario of an escalating trade 
war that is exacerbated by a financial market 
meltdown. A financial market meltdown might 
be triggered if equity and debt markets lost 

confidence in the rules-based global trading 
system as the trade war between the US  
and China continued to escalate and spread  
to other countries. 

Escalation might take the form of the US further 
increasing tariffs on Chinese goods, China 
retaliating in kind, and China looking to other 
pressure points such as discouraging students 
from enrolling in American universities and 
restricting tourist visas to the US. While these 
would not likely have major impacts on the two 
economies, they could make financial markets 
more skittish.

Another option might be for China to sell US 
Treasury bonds. However, KPMG Australia’s 
analysis suggests it would not be in China’s 
interests to sell its holdings of US Treasury bonds, 
since it is a relatively small purchaser of those 
bonds from a global perspective and would  
suffer capital losses.  

KPMG Australia estimates a financial market 
over-reaction would have a short-lived but severe 
impact on the global economy.

With a financial market meltdown, global GDP 
after two years is estimated to be 3.1 per cent 
lower than it otherwise would have been.

The US economy would be plunged deep  
into recession, lasting more than a year,  
with GDP estimated to be 5.3 per cent lower  
than it otherwise would have been.
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The other major economies would fare slightly 
better than the US in the shorter term, but their 
recovery from the financial market meltdown 
would be slower. Europe’s GDP after two years 
would be an estimated 3.2 per cent below the 
level it otherwise would have been. 

Australia and China would weather a financial 
market meltdown better than most in the shorter 
term. However, the total impact on Australia of a 
full trade war exacerbated by a financial market 
meltdown would be enormous. The present value 
of real GDP losses for Australia over a decade is 
estimated at A$423 billion, and the present value 
of the loss in Real Household Disposable Income 
is estimated at A$522 billion. 

In contrast with the other major economies 
that would likely recover relatively quickly from 
the financial market meltdown, the modelling 
suggests China’s GDP would continue to fall in the 
longer term relative to what it otherwise would 
have been. After a decade, China’s GDP growth 
is estimated to be more than 6 per cent below 
the level it would have been in the absence of the 
trade war and financial market meltdown. 

An escalating trade war that spreads to other 
countries and a financial market meltdown could 
be mutually reinforcing. As financial markets 
reacted to an escalating US-China trade war, 
the losses faced by the real economies of other 
countries would be compounded. Governments 
of those countries would come under pressure 
to protect their industries in a deteriorating global 
environment, causing further financial market 
instability and dragging more countries into the 
trade war. 

No country would benefit from an escalating trade 
war that triggered a financial market meltdown. 
While China loses, so do the US, Australia, Europe 
and the global economy as a whole.

A fully escalated trade war accompanied 
by a financial market meltdown would do 
severe harm to the global economy, trigger a 
nasty recession in the US and cause lasting 
damage to the Chinese economy. Australia 
would be caught in the crossfire, suffering 
an estimated A$423 billion loss of GDP over 
a decade and an estimated loss of national 
income of A$522 billion.

A$522 billion
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How might China retaliate  
to further US escalation?

KPMG Australia’s previous modelling results for an escalating US-China trade war 
are summarised in the appendix to this report.

Fortunately, other countries have not yet shown 
signs of joining in the trade war. While Canada, 
Mexico, the EU and more recently, Turkey, have 
retaliated against separate tariffs imposed on 
them by the US, they have not reacted directly to 
the US-China trade war. If they began to do so as 
more goods were diverted from the Chinese and 
American markets in response to the escalating 
trade war between the two countries, Scenario 3 
– an all-in trade war – could begin to develop.

As KPMG Australia foreshadowed in its previous 
report, Scenario 3 could end up being far more 
harmful to the global economy than the modelling 
suggested if financial markets reacted in a 
disorderly fashion with a spike in risk premiums, 
sharp sell-offs in equity markets and extreme 
tightening of credit conditions. This financial 
market meltdown might be triggered, for 
example, by financial markets over-reacting to the 
expected reduction in future economic growth 
and the inflationary impacts of the trade war.  
It might also be triggered by anticipation of  
further rounds of retaliation by China and the US. 

In this report, KPMG Australia has considered 
two out of a range of possibilities of Chinese 
retaliation to new rounds of US tariff increases: 

•  China selling US Treasury bonds or announcing 
plans to further reduce its purchases of US 
bonds in the future in an attempt to force up  
US interest rates; and 

•  China discouraging students from enrolling in 
American universities and restricting Chinese 
tourist visits to the US. 

Other possible ways of retaliating include slowing 
down the clearance of goods through Chinese 
customs and finding health-related pretexts to 
restrict particular imports from the US. In the 
interests of brevity, KPMG Australia has analysed 
the two possibilities outlined above.
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China selling US Treasury bonds
The US economy has an excess of domestic expenditure over domestic savings, 
obliging it to borrow money from abroad. China has an excess of domestic 
savings over domestic expenditure, making it a net lender to the rest of the world.

Of the total US Treasury debt of around US$22 
trillion, foreigners hold around US$5.5 trillion,  
and of this, China holds US$1.2 trillion.1  This  
is not a large proportion of US Treasuries, and 
moreover, China’s holdings of US Treasuries 
have been falling since peaking in 2011 at just 
over US$1.3 trillion. Nevertheless, China could 
contemplate, in retaliation to the imposition of 
US tariffs on all its exports of goods to the US, 
the selling of some or all of its holdings of US 
Treasuries. A less aggressive approach might  
be for China to flag its intention to purchase fewer 
US Treasuries in the future. 

If China were to offload a meaningful portion of 
its holdings of US Treasuries, or make a credible 
announcement that it would further reduce its 
purchases of US Treasuries in the future, it would 
cause a lift in US interest rates, at least in the near 
term. While this has the potential to do some 
harm to the US economy by stifling investment 
and consumer spending, this impact is likely to be 
small, particularly in an environment of heightened 
uncertainty, in which the US is seen as a safe 
haven for investors. 

The rise in US interest rates required in order  
to attract capital from countries other than  
China is likely to be small, especially beyond  
the very short term. In addition, Chinese savings 
that were destined for US Treasuries would need 
to find a new home and this would tend to reduce 
interest rates in the economies that absorb the 
Chinese savings. 

If needed, the Federal Reserve could counteract 
any Chinese withdrawal from the US Treasury 
bond market by slowing the rate of increase in its 
official interest rate. Meanwhile, China would have 
suffered losses in the value of its bond holdings, 
hurting it for little or no harm inflicted on the US. 
Indeed, if China were to withdraw from future US 
Treasury bond sales, the US dollar would tend to 
weaken against the Renminbi, which is exactly 
what the US Administration would want.

China need not actually offload its US Treasuries to 
have an effect in the short term. As the US budget 
deficit continues to blow out, the mere talk or 
rumours of such a possibility, sanctioned by China, 
would have the same general effect on US interest 
rates without China actually suffering a capital loss 
on its bond holdings. 

The recent sensitivity of the stock market to leaks 
and rumours of further US escalation of the trade 
war suggests bond markets, too, are likely to 
be sensitive to such speculation. Of course the 
effectiveness of this type of veiled threat would 
dissipate quickly unless it was followed up with 
real action. 

China has been at pains to deny any plan to 
change its policy regarding US Treasury holdings in 
response to the tariffs announced by the US. 

KPMG Australia’s analysis suggest that it would 
not be in China’s interests to pursue such a policy: 
the impact on the US is unlikely to be great and 
the potential cost to China might be relatively 
large. However, KPMG Australia recognises that 
financial markets are skittish about this issue and 
the prospect of a significant short run over-reaction 
should not be discounted. 

1.  http://ticdata.treasury.gov/Publish/slt1d.txt.

http://ticdata.treasury.gov/Publish/slt1d.txt.
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China discouraging students  
and tourists destined for the US 

Since Chinese imports of American goods are much smaller than US imports  
of Chinese goods by a factor of almost four, by retaliating against US tariffs  
on goods China cannot hurt the US economy proportionately to the harm the  
US can inflict on China. However, China has a deficit of US$40 billion with  
the US on services trade, the US exporting US$58 billion of services to  
China and China exporting less than US$18 billion of services to the US. 

Two areas where the Chinese Government 
could readily influence spending on services are 
students and tourism. OECD statistics indicate 
that just over 60 per cent of service exports to 
China were made up by passenger air services 
and other services purchased by travellers.2  

The Chinese Government could issue warnings 
about the safety of American universities. This is 
not an abstract notion: The Washington Post has 
reported that in July 2018 the Chinese Embassy 
in Washington warned its citizens that travelling 
in the US risked gun violence, street crime and 
high medical bills, stating that “public security in 
the United States is not good.”3 Chinese student 
and tourist visas for the US are sharply down in 
the last few months, an indication of the potential 
potency of these sorts of measures. 

KPMG Australia’s assessment is that this type  
of policy response is unlikely to have a significant 
impact on the US economy or the global 
economy. Policy aimed at discouraging Chinese 
students and tourists from going to the US is 
more likely to be successful at putting political 
pressure on the US Administration to de-escalate 
the trade war. Such a policy has the potential to 
adversely affect defined interest groups – most 
particularly educational institutions and tourist-
related businesses – that may have to capacity  
to lobby the Administration.   

2.   This category includes business travellers as well as tourists. https://stats.oecd.org/Index.aspx?DataSetCode=TISP_EBOPS2010.
3. David J Lynch, “China has a big weapon that it hasn’t used in the trade war – yet. Tourists”, The Washington Post, 29 October 2018.

https://stats.oecd.org/Index.aspx?DataSetCode=TISP_EBOPS2010.
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Full escalation and  
a financial market meltdown 

KPMG Australia’s August 2018 modelling report explicitly assumed financial 
markets accommodated the trade war in an orderly fashion; that is, there was no 
increase in risk premiums or over-reactions by investors. To examine the potential 
impact of a trade-war induced financial market meltdown KPMG Australia has 
developed a modified version of Scenario 3 to include increases in risk premiums 
and over-reaction by equity markets. KPMG Australia has called this Scenario 4.

Scenario 4 is the same as Scenario 3 with the 
following additional assumptions relating to 
financial markets. 

•  Global equity markets over-react to the trade 
war, falling by around 10 per cent more than is 
consistent with fundamental valuations. This 
equity market overshoot occurs in the first 
quarter of the simulation with markets reverting 
back to equilibrium over the next three quarters.

•  The term premium on long-term government 
bonds for the major economies increases by 50 
basis points for the first year before reverting 
back to equilibrium over the next year.

•  The spread between corporate and government 
bonds for the major economies increases by 50 
basis points for the first year before reverting 
back to equilibrium over the next year.

•  The spread between lending rates to households 
and government bonds for the major economies 
increases by 50 basis points for the first year 
before reverting back to equilibrium over the 
next year.

A financial market meltdown of this type,  
even if it is short lived, has the potential  
to have large negative impacts on the real 
economy. In the scenario KPMG Australia  
is examining, the impacts of a financial  
market meltdown exacerbate the impacts  
of the trade war on the economy.  
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Modelling results 
Figure 1, from KPMG Australia’s 
previous report, shows the time path 
of the estimated impacts on GDP of a 
trade war between the US and China 
that fully escalates between the two 
countries and spreads to most other 
countries. It is Scenario 3 in that report.   

Figure 2 sets out the results for Scenario 
4, where financial markets over-react 
to Scenario 3. In Scenario 4, investors 
temporarily lose confidence in the 
global trading system and in the ability 
of global financial markets to cope with 
the fallout of a trade war that has the 
capacity to spiral out of control and well 
beyond tit-for-tat tariffs. The uncertainty 
about how an escalated trade war and 
associated geo-political tensions might 
unfold spooks investors causing panic 
and a meltdown in financial markets. 

Figure 1: GDP impacts of a full trade-war and contagion, 
with no financial market over-reaction

Figure 2: Full global trade war with over-reaction in financial markets
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Figure 2 reveals that the financial market 
meltdown has a temporary impact on the global 
economy but severe consequences for individual 
countries. Global GDP in year two is 3.1 per 
cent lower than the baseline level for that year, 
which is about 0.8 per cent lower than was the 
case in Scenario 3 where the trade war was not 
exacerbated by a financial market meltdown. 

While the US economy’s GDP loss after 
around five years is similar in Scenarios 3 and 
4, the financial market meltdown in Scenario 4 
exacerbates US GDP losses in the shorter term. 
In the second year, US GDP is 5.3 per cent lower 
than the baseline level for that year, fully 1.6 
per cent below that of Scenario 3. In Scenario 
3, the US economy endures three consecutive 
quarters of negative growth, but in Scenario 4 the 
recession in the US is deeper and extends to five 
consecutive quarters. 

The other major economies fare slightly better 
than the US in the shorter term, but their recovery 
from the financial market meltdown is slower. 
Europe’s GDP in year two is 3.2 per cent below 
the baseline level for that year, which is 1.1 per 
cent worse than in Scenario 3. 

Australia and China weather the financial market 
meltdown better than most in the shorter term. 
In Scenario 4 relative to Scenario 3, Australia’s 
GDP in year two is about 0.7 per cent lower, and 
China’s is around 0.3 per cent lower. However, 
the total impact on Australia of a full trade war 
accompanied by a financial market meltdown is 
very large. The present value of real GDP losses 
for Australia over a decade is estimated at A$423 
billion, and the present value of the loss in Real 
Household Disposable Income is estimated at 
A$522 billion. 

In contrast to the other major economies that 
recover relatively quickly from the financial market 
meltdown, China’s GDP in Scenario 4 continues 
fall relative to Scenario 3 in the longer term.  
After a decade, China’s GDP growth is more  
than 6 per cent below the level it would have 
been in the absence of the trade war and financial 
market meltdown. 

Conclusions
An escalating US-China trade war that triggered a financial market meltdown would be an 
economic disaster for all involved, including the US, and those neutral countries, such as Australia, 
which inevitably would be caught in the crossfire and would be severely damaged by the fallout. 

It is in no country’s interests for the US-China trade war to continue, to escalate and to spread 
to other countries. A financial market meltdown triggered by the trade war would make a bad 
situation much worse.
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Appendix: 
Previous KPMG Australia modelling 

KPMG Australia has been modelling the impacts 
of rising protectionism emanating from the US 
since April 2018. In its most recent modelling 
report, Trade wars: there are no winners, released 
in August 2018, KPMG Australia considered three 
scenarios in a US-China trade war: 

•  Scenario 1: Limited escalation, no contagion 
– tariff increases are limited to those already 
announced at the time

•  Scenario 2: Full escalation, no contagion –  
a 25 per cent tariff is applied by both countries  
to all goods traded between them, and 

•  Scenario 3: Full escalation, full contagion –  
the trade war spreads, such that all countries 
apply a 15 per cent tariff on all goods.

The US has already announced a 25 per cent tariff 
on US$250 billion worth of goods imported from 
China.4 However, at the 1 December 2018 meeting 
between President Trump and President Xi Jinping 
in Buenos Aires, President Trump agreed not to 
proceed for 90 days with the increase in tariffs 
on US$200 billion worth of goods from China 
from 10 per cent to 25 per cent, pending further 
negotiations, while China agreed to buy a “very 
substantial” amount of agricultural, industrial and 
energy products from the US.5

Administration sources had earlier told Bloomberg 
that the Administration was preparing to announce 
by early December 2018 tariffs on the remaining 
US$257 billion if President Trump’s talks with 
Chinese President Xi Jinping did not produce  
an outcome satisfactory to the US.  

China has responded by applying tariffs at varying 
but mostly lower rates to US$110 billion worth of 
goods imported from the US, which is almost all  
of its goods imports from the US.

KPMG Australia’s modelling estimated that under 
Scenario 2 after five years: 

•  Global GDP would be 0.5 per cent smaller than  
it otherwise would have been

•  China’s GDP would be 1.0 per cent smaller

•  US GDP would be 0.7 per cent smaller

•  Australia’s GDP would be 0.5 per cent smaller, and

•  Europe’s GDP would be 0.3 per cent smaller.

While these are substantial impacts they are not  
of themselves devastating. 

A far worse scenario is one in which other countries 
joined the trade war and imposed or increased 
tariffs to protect their economies against cut-price 
imports diverted from China and the US. In Scenario 
3, where most countries applied a 15 per cent tariff 
on imported goods, KPMG Australia estimated that 
after five years:

•  Global GDP would be 3.5 per cent smaller than  
it otherwise would have been

•  China’s GDP would be 5.3 per cent smaller

•  US GDP would be 4.6 per cent smaller

•  Australia’s GDP would be 2.4 per cent smaller, and

•  Europe’s GDP would be 2.1 per cent smaller.

While after five years America’s GDP loss of 4.6 per 
cent was slightly less than China’s 5.3 per cent loss, 
in the first few years US losses were greater. The US 
economy would endure a recession that extended 
for almost a year and it took the best part of a 
decade for growth to recover to pre-trade-war rates. 

For Australia, the present value of real GDP losses 
over a decade was estimated at A$364 billion,  
and the present value of the loss in Real Household 
Disposable Income for Australia was estimated  
at A$474 billion. 

4.    In June 2018 the US announced a 25 per cent tariff on US$50 billion of Chinese imported goods and in September it announced  
a 10 per cent tariff on a further US$200 billion, rising to 25 per cent on 1 January 2019. 

5.   Bloomberg, “U.S. plans more China tariffs if Trump-Xi meeting fails, sources say, 30 October 2018, at https://www.bloomberg.com/
news/articles/2018-10-29/u-s-said-to-plan-more-china-tariffs-if-trump-xi-meeting-fails.

https://www.bloomberg.com/news/articles/2018-10-29/u-s-said-to-plan-more-china-tariffs-if-trump-xi-meeting-fails.
https://www.bloomberg.com/news/articles/2018-10-29/u-s-said-to-plan-more-china-tariffs-if-trump-xi-meeting-fails.
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