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Focus — December 9, 2016

Trade & Mr. Trump: How Big a Risk?
Financial markets rallied hard following the surprising U.S. election result, with equities,
bond yields, industrial commodities and the U.S. dollar all firming. The so-called “Trump
bump” has seized on all the potential positives to growth from the President-elect’s
campaign proposals, and largely looked past the possible negatives. From an economic
standpoint, there is little doubt that the biggest lingering question mark is on the trade
file: Trump was famously and aggressively anti-trade for the past year, with most of the
focus falling squarely on Mexico and China. The over-riding market view so far seems to
be that “his bark is worse than his bite”, or “he just said that to get elected”, or “a probusiness, Republican-led Congress will block his worst impulses on this front”. We’ll see.
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While perhaps partly correct, we would note that his bark was awfully loud on this
front (“45% tariffs on China, rip up NAFTA”). As well, the President, in fact, does
have plenty of power over international trade, and can create problems without any
support from Congress, if he so chooses (see Appendix for the biggest potential losers
from a serious trade tiff). Moreover, given that the election was Chart 1
effectively won in the industrial heartland (Michigan, Ohio, U.S. Trade Deficit: From Where?
Pennsylvania and Wisconsin), it would be tough for Trump to
United States (US$ blns : 12-month m.s.)
completely walk back his rhetoric on this front. But markets seem to
be hoping that he will aim for a few high-profile “wins” on trade— Goods Trade Balance
100
such as the reported deal with Carrier to keep some jobs in Indiana—
Mexico
but do little to seriously disrupt broader trade arrangements.
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Early indications from Donald Trump, as well as comments from his
picks for Treasury (Steve Mnuchin) and Commerce (Wilbur Ross),
are mildly reassuring for trade. Withdrawing from the Trans-Pacific
Partnership (TPP), apparently the first order of business on trade, is
unfortunate, but predictable—perhaps this would have happened even
if he lost. Moreover, the talk about tearing up NAFTA was always
followed by “if we don’t get a better deal”; given that the original
agreement was signed more than 20 years ago, and the world has
changed, an updating is far from unreasonable. Otherwise, the new
economic team has indicated that higher tariffs would be used as a
last resort in trade negotiations, and they will tend to prefer bilateral
trade deals (rather than multilateral). That makes lots of sense from a
U.S. standpoint, since in any bilateral trade negotiation, the bigger
partner holds more of the trump cards.
Nevertheless, three main areas of concern remain:
1. China: Trump often threatened to label China a currency
manipulator, ramping up the tension recently by
tweeting/complaining about China’s currency devaluation. The
yuan has weakened a further 6% this year. Yet, China’s trade
surplus is huge—in the past 12 months, the U.S. has run a $348
billion gap in goods trade with China (Chart 1), accounting for 48%
of the overall goods deficit—and is notably unbalanced—U.S.
imports from China are four times larger than exports to that
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country (Chart 2). While the imbalance can be explained by economic circumstances
(namely, a profound mismatch in savings rates between the countries, for one), it is
tougher to “defend”, and may prove to be a true flashpoint. Mnuchin indicated that the
new Administration will not pre-judge Treasury’s findings on currency manipulation,
with the next report due in April. Even then, it may be more of a symbolic gesture;
although symbols could create real friction in this case.
2. Mexico: Trump’s other major punching bag has been Mexico, although trade is
much better balanced here, with the U.S. recording a $63 billion bilateral goods
deficit in the past year, or just 9% of the overall deficit. Moreover, imports from
Mexico are a moderate 1.3 times U.S. exports to that country, a lower ratio than for
overall U.S. trade (roughly 1.5 times in the past year). Seemingly the bigger bone of
contention with Mexico is the steady drip of investment dollars to that country,
which, if anything, points to larger trade surpluses in coming years as new plants
come on line. However, even more than China, Mexico is hardly trying to encourage
a weaker currency—the Bank of Mexico has been an aggressive defender of the
peso, cranking up short-term interest rates 225 bps in the past year. Nonetheless, the
peso has plunged more than 15% so far this year, rendering it the weakest major
currency in the world in 2016, largely on fears of U.S. trade restrictions.
3. U.S. outgoing foreign investment: The incoming Administration crowed about
its deal to secure roughly 800 jobs at Carrier, in exchange for $7 million in tax
relief. While a relatively small deal, the precedent is unnerving. More ominously,
Trump continues to threaten U.S. companies with a 35% import tariff on
production moved offshore. Looking beyond the mechanics of such a proposal,
and the fact that this is one area where the Republicans in Congress will likely
offer stiff resistance, the signal for economies like Mexico, and Canada, is
chilling to say the least. In a world of potential shaming by the President, what
are the chances a large multi-national will choose to locate any new operations
outside the U.S. if the decision is even close?
The irony is that developments since the election actually threaten to push the
U.S. trade deficit markedly wider, not narrower. The surge in the U.S. dollar, the
plunge in the peso, and the sag in the yuan will tilt the competitive balance even
further away from U.S. producers. Meantime, any moves to stimulate the U.S.
economy through easier fiscal policy will simply pump up U.S. domestic demand,
driving up imports. It will also spur faster Fed rate hikes, fanning the dollar further.
On the flip side, Mexico’s imports are poised to plunge following the huge peso
depreciation, the run-up in Mexican interest rates, and the blow to business and
consumer confidence. This combination threatens to balloon the bilateral trade
imbalance with the U.S., simply aggravating a sensitive situation.
Canada has generally been on the side-lines of these issues, but not completely off the
trade radar screen. Softwood lumber and meat exports are two specific areas reportedly
identified by Trump as irritants that need to be addressed. Lumber was always going to
be an issue, and the powerful U.S. lumber lobby has already put its case forward for
import restrictions. The bigger picture is that Canada has much better balanced trade
with the U.S.—running a $9 billion goods surplus in the past year, or barely 2% of the
total U.S. deficit (according to U.S. figures), and runs a deficit when including services.
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Canada can hardly be accused of “stealing” U.S. manufacturing jobs in
recent years.1 Its factory employment hit the lowest level in at least 40
years last month, and is now down 28% from its peak early last decade.
However, we flatly reject the view that Canada could somehow
benefit from U.S. protectionist measures or trade turmoil. A few
scenarios we have heard include: 1) if NAFTA is ripped up, the
FTA would prevail, implying less competition from Mexico, and/or
2) that Canada could benefit from inward investment in the event of
a protectionist bias by the U.S.—both are highly questionable.
Given Canada’s high dependence on trade with the U.S., and the
rising reliance on exports to lead growth, the economy simply
cannot risk any serious threat to trade. And, an even weaker
currency is not the answer, since a further drop could ramp up
friction with the new Administration, especially if the depreciation
was perceived to be the result of policy. Thus, even as the consensus
outlook for U.S. growth is gradually ramping up as prospects for
fiscal stimulus gel, the growth outlook for Canada remains cloudy,
with a likely ceiling of roughly 2% over the next two years.
Bottom Line: While the early indications on the trade file have been less
negative than feared, we would just remind that there are significant
lingering doubts on this issue. Certainly not all of Mr. Trump’s economic
proposals can be considered pro-business or constructive, and this one
deserves very close scrutiny and monitoring in the coming months.

Appendix
Below we outline some possible direct effects of a trade war via the
impact of higher tariffs on exports and spending power. This
excludes the unknown but negative indirect effects on supply
networks and business confidence.
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Table 1

Importance of Trade for the U.S. Economy
Goods and Services Trade
2016 Q3 (BOP basis : US$ blns : 4-qtr. total : s.a.)
Imports from...
% of U.S. Imports
% of U.S. GDP
Exports to...
% of U.S. Exports
% of U.S. GDP
Trade Balance with...
% of U.S. Deficit
% of U.S. GDP

Mexico
322.5
12.0
1.7
261.0
11.9
1.4
-61.5
12.5
-0.3

China
476.2
17.7
2.6
164.3
7.5
0.9
-311.9
63.6
-1.7

Sources: BMO Economics, Haver Analytics

Table 2

Importance of Trade for Other Countries
Goods-only Trade
Latest available period
Imports from the U.S.
% of Imports
% of GDP
Exports to the U.S.
% of Exports
% of GDP
Trade Balance with U.S.
% of Balance
% of GDP

(12-month total : s.a.)
Canada¹
361.7
66.0
17.8
390.1
75.5
19.2
28.3
n.a.
1.4

¹ (BOP basis : C$ blns)
² (US$ blns)
Sources: BMO Economics, Haver Analytics

United States
 American exporters would be hurt more in a trade war with Canada and Mexico
than with China. The U.S. runs a trade surplus with Canada when including services
(Table 1). Canada is America’s largest customer, buying 15% of its exports and
affecting 1.7% of its economy. Mexico is close behind, purchasing 12% of U.S.
exports (1.4% of GDP), while China buys just 8% (0.9%). A 12% drop in U.S.
exports to these three countries would clip growth by half a percentage point.
 On the surface, the U.S. would appear to have more to gain by imposing tariffs on
China’s imports than Mexico’s, as China accounts for almost two-thirds (64%) of the
U.S. trade deficit, affecting 1.7% of U.S. GDP, while Mexico accounts for a lesser
13% and 0.3%. However, imposing large duties on both Chinese and Mexican
imports would materially weaken the U.S. economy by raising inflation and
reducing purchasing power. China accounts for 18% of U.S. imports and 2.6% of
1

Canada
310.9
11.5
1.7
323.2
14.7
1.7
12.3
n.a.
n.a.

In fact, the job openings rate in U.S. manufacturing is near record highs, suggesting a skills-mismatch
is partly to blame for so-called job losses.

Mexico²
178.7
46.6
16.7
301.3
81.9
28.2
122.6
n.a.
11.5

China²
134.1
8.5
1.2
384.2
17.8
3.5
250.0
44.8
2.3
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GDP, and Mexico’s figures are 12% and 1.7%. In the worst case, a
45% tariff on all Chinese imports and 35% tariff on Mexican
imports could lift U.S. economy-wide prices by 1.8%. A similar
drain on consumer spending power could reduce GDP by more
than 1 ppt. Increased imports from other countries would only
partly soften the blow.

Mexico
 Mexico, by far, has the most to lose in a trade war. Goods
sales to the U.S. account for four-fifths of Mexico’s exports and
28% of its GDP (Table 2). A 10% reduction in shipments, say in
response to a 35% tariff on some goods as threatened by the
President-elect, would lop nearly 3% from Mexican GDP.
 Retaliatory tariffs on U.S. imports (equal to 17% of Mexican GDP)
would be self-defeating, cutting spending power of Mexican
households by several percentage points. For an economy growing
2% y/y, a trade war would be a sure-fire recipe for recession.

Canada
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Table 3

Importance of U.S. for Trading Partners

Mexico
Canada
Malaysia³
Taiwan
Singapore
Thailand³
South Korea
Hong Kong
Germany
China
United Kingdom
Japan
India
Saudi Arabia
France
Indonesia³
Brazil

Value of
Exports to
U.S.¹
322
311
36
47
26
29
82
16
151
476
105
162
71
18
64
19
31

Nominal
GDP of
Country²
1,069
1,516
292
521
290
396
1,389
317
3,448
11,061
2,728
4,525
2,143
617
2,460
907
1,719

Percent
of GDP
30.1
20.4
12.2
8.8
8.7
7.3
5.8
5.0
4.3
4.2
3.8
3.5
3.2
2.9
2.5
2.0
1.7

¹ goods and services — 2016 Q3 (US$ blns : BOP basis : 4-qtr. total)

 Canada would also get slammed in a trade war. Its goods ² latest available period (US$ blns : 4-qtr. total : s.a.)
³ goods imports only (12-month total)
exports to the U.S. account for 76% of total foreign sales and Sources: BMO Economics, Haver Analytics
one-fifth of GDP (Table 2). A 10% drop in exports would carve
2 pts from growth. Of some solace, less than 2% of Canada’s exports go to
Mexico, so a recession there would not have a material impact.
 Retaliatory tariffs on the U.S. would raise prices on 18% of GDP, slashing
Canadian purchasing power beyond that stemming from a weaker loonie.

China
 China has less to lose than Mexico or Canada in a trade war. While the U.S.
accounts for nearly half of China’s goods trade surplus (Table 2), this amounts to just
2.3% of Chinese GDP. Exports to the U.S. account for less than 4% of China’s GDP
(versus 28% for Mexico and 19% for Canada). Still, a 25% drop in sales to the U.S., for
example, would slice a percentage point from Chinese growth.
 Broader tariff increases by the U.S. could materially impact other Asian
countries, notably Malaysia, Taiwan, Singapore and Thailand, as their sales to the
U.S. account for a significant slice of GDP (Table 3). This would indirectly hurt
China, as 8% of its exports go to these four countries, amounting to 1.5% of GDP.
 Imports from the U.S. account for a small share of China’s GDP (just over 1%), so
retaliatory tariffs would have minimal inflationary effect.
 China has another potential weapon in any trade tiff: It is now the single largest
holder of U.S. Treasuries (at US$1.16 trillion, or 19% of the total).
In a nutshell, an all-out trade war would hammer Mexico, batter Canada, but also
wound the United States. China would be less affected than some others, but
certainly not left unscarred.
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