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The Escalation of the US-China Trade War

Jiandong Shi

Abstract

In 2025, the Trump administration reignited the trade war between the US and China through
reciprocal tariffs, ushering in a new, more strategic phase of bilateral economic confrontation.
This paper examines the structural roots of the trade imbalance by analyzing macroeconomic
divergences in savings, investment, exchange rate policy and positioning in the global value
chain. It also examines how Trumpism has used trade policy as a weapon to strengthen its own
interests while undermining multilateral trade institutions. The study assesses the impact of the
war on both countries’ export structures, business costs, inflation and capital markets. It
concludes that the conflict has become a long-term, institutionalized rivalry that casts doubt on

the prospects for stable, limited coexistence between the two powers.

Keywords: US-China trade war; reciprocal tariffs; global industrial chains; trade imbalance;

economic securitization; multilateral trading system



Introduction

At the beginning of 2025, President Trump returned to office and reintroduced the America
First trade policy. On his very first day, he signed a new presidential memorandum launching a
second phase of the trade war between the US and China, this time characterized by reciprocal
tarifts, with tariffs on Chinese goods reaching a record 145 percent. Compared to the 2018
round, Trade War 2.0 is broader in scope, more intense in its impact and more deeply embedded

in national strategy.

However, this conflict is not a sudden change in policy, but an expression of a permanent
structural imbalance. The consumption-intensive, low-savings economy of the United States
stands in sharp contrast to China’s export-oriented surplus model. The divergence in industrial
structure, savings behavior and capital flows reflects fundamental asymmetries between the two

countries that have long led to bilateral trade tensions.

This paper views the trade war not as a tariff dispute, but as a structural and institutional conflict
characterized by the restructuring of global supply chains, increasing geopolitical rivalry and
trade hedging. The research combines macroeconomic data, value chain analysis and political
economy perspectives to uncover the underlying logic and far-reaching consequences of the

economic friction between the US and China.



Global macroeconomic backdrop: economic slowdown and growing trade uncertainty

The US-China Trade War 2.0 unfolded amid a broader slowdown in the global economy. By
early 2025, major institutions including the IMF, World Bank, and WTO signaled weakening
post-pandemic recovery, persistent trade uncertainty, and a structural shift in global value
chains. Growth projections for major economies fell below pre-pandemic averages, while in-

flation continued to ease, prompting the expected monetary loosening by central banks.

Despite weakening inflation, global demand remains sluggish due to geopolitical tensions and
fiscal constraints. Although trade growth is expected to recover slightly, it is subject to major
risks, including political divergences between major economies, disruptions in maritime traffic
and the escalation of retaliatory tariffs. The renewed conflict between the US and China is both

a symptom and an amplifier of this fragile environment.

As a result, global value chains are undergoing a strategic shift — from efficiency-oriented
models to those focused on resilience and security. The US policy of reciprocal tariffs reflects
this shift, spurring multinationals to diversify production and accelerate regional integration.
Industrialized countries are becoming less dependent on China for trade, while China is
deepening its ties with emerging economies. Although interdependence persists, there are

increasing signs of forced decoupling in key sectors.


https://www.imf.org/en/Publications/WEO/Issues/2025/04/22/world-economic-outlook-april-2025
https://www.wto.org/english/res_e/publications_e/anrep24_e.htm
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Trade Dependency of Major Economies (2018-2025)
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Source: Compiled by the author based on data from the World Bank Trade Indicators and the

World Trade Organization (WTO).

The world economy is in a transition from a peak of globalization to a phase of security-oriented
restructuring within this trend, the frequent occurrence of trade conflicts between the US and
China is not only a symptomatic phenomenon, but also one of the driving forces. Understanding
this macro context helps to comprehensively analyze the structural development of the trade

war between the US and China and its global significance.



The Reciprocal Tariffs Policy and Its Global Impact

A defining feature of the US-China 2.0 trade war is the introduction of a policy of reciprocal
tariffs by the United States, reflecting the general shift towards economic nationalism. This
policy, introduced during Trump’s second term, imposes sweeping tariffs of up to 145 percent
on Chinese goods based on a perceived imbalance in bilateral trade relations. It replaced
multilateral trade norms with a unilateral logic: if a country imposes higher tariffs on US goods,

the US will remove or exceed those tariffs regardless of WTO rules.

This approach has not only exacerbated bilateral tensions but has also reshaped the global trade
landscape. Major trading partners of the US, including the EU, Canada and Japan, initiated
retaliatory measures, and major economies began to accelerate regional trade integration efforts
such as RCEP and AfCFTA. At the corporate level, multinational companies pursued China+1

strategies to diversify risks and relocate production.

The Reciprocal Tariffs initiative marks a shift from rules-based trade governance to power-
based fragmentation, leading to a reconfiguration of global supply chains and reinforcing the

global trend towards de-Americanization.



US Tariff Rates on Key Trading Partners (2018-2025)
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Source: Compiled by the author based on data from USTR Reports and the Peterson Institute

for International Economics.

The Spread of Protectionism and the Decline of the Rules-Based System

The introduction of reciprocal tariffs by the USA has accelerated the erosion of the multilateral
trade order and marginalized the WTO. By refusing to rule on disputes and blocking the
appointment of appellate bodies, the US has weakened both the legitimacy and the effectiveness

of the global trade order.

This institutional collapse has triggered a widespread backlash. Many countries have taken
retaliatory measures, such as special tariffs and resource reviews, triggering a global shift
towards protectionism. The tit-for-tat dynamic marks a clear retreat from trade liberalization

and reflects the growing dominance of power-based over rules-based economic interaction.
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https://ustr.gov/about-us/policy-offices/press-office/reports-and-publications
https://www.piie.com/research/trade-investment/tariffs
https://www.piie.com/research/trade-investment/tariffs
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Source: Compiled by the author based on data from the Heritage Foundation and the WTO

Trade Policy Review.

The reciprocal tarifts are not only a means for the US to exert trade pressure on China, but also
a concentrated manifestation of its challenge to existing global economic and trade rules. The
impact is not limited to tariffs, but also affects industrial chains, technology, capital and
institutional rules. It has reshaped the global trade ecosystem and created a more complex

institutional foundation for the strategic rivalry between the US and China.

Structural Roots of the US-China Trade Imbalance

The persistent trade deficit between the U.S. and China, projected to reach $300 billion in 2024,
has led to ongoing disputes and reflects deeper structural problems. Despite US efforts, includ-

ing tariffs and technical restrictions, the deficit remains largely unchanged.

One of the main causes is the imbalance between the US model of high consumptionand low

savings and China’s structure of high savingsand low consumption. This macroeconomic

11


https://www.heritage.org/index/

asymmetry means that the US relies on imports and capital inflows, while China exports its
excess savings in the form of goods and capital, leading to chronic trade imbalances that cannot

be attributed to a single policy factor.

According to the CEIC database, the gross savings rate in the USA was only 17.8 percent in

2022, while in China it exceeded 45 percent in the same period. The author also confirms

through empirical analysis in his study that the difference in national savings rates between

China and the US has a significant Granger causality with the trade balance between the US
and China. In other words, the trade deficit between the US and China is closely related to the
structural inadequacy of domestic savings in the United States and not to China’s unilateral

export dumping or currency manipulation.

Saving Rate and US-China Trade Deficit (2000-2024)
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https://www.ceicdata.com/en/indicator/china/gross-savings-rate
https://tudasportal.uni-nke.hu/xmlui/handle/20.500.12944/4/discover

Source: Compiled by the author based on data from the CEIC Database and Jiandong Shi’s
Dissertation (2021).

Foreign investment in China and the export reflow mechanism: The statistical illusion of the

trade deficit.

In addition to macro-structural factors, foreign direct investment in China has also statistically
increased the extent of the trade imbalance between the US and China. Numerous US compa-
nies have made China an important hub in their global production networks after setting up
factories in China and export goods manufactured in China to the US market, creating a so-
called re-import-export mechanism. These intra-firm trade flows are statistically recorded as
Chinese exports to the US, but the underlying logic of transnational profit shifting and capital

control is not captured.

The author’s empirical model shows a significant positive correlation between U.S. foreign

direct investment in China and the growth of Chinese exports to the United States for the period
from 1983 to 2019, and lagged foreign direct investment has strong predictive power for export
performance. By taking advantage of lower production costs in China and shipping products
home, US firms have not only exacerbated the trade deficit but also contributed to the negative

structural anchoring of China’s export-dependent growth model.
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https://tudasportal.uni-nke.hu/xmlui/handle/20.500.12944/4/discover

US FDI in China vs. US Trade Deficit (2000-2024)
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Source: Compiled by the author based on data from MOFCOM, BEA, and Jiandong Shi’s Dis-

sertation (2021).

Labor costs, exchange rate regime and position in the value chain: The combined effects of

institutional differences

Institutional differences between China and the United States in labor costs, exchange rate re-
gimes and export structures are also important factors in the persistent trade imbalance. Over
the past two decades, China has relied on low-cost labor, a complete production system, and a
competitive exchange rate regime to occupy a central position in the global mid- and low-end
manufacturing value chain, while the United States has undergone a deindustrialization in
which its production capacity has deteriorated sharply, and its domestic market has become

increasingly reliant on imports to meet demand.
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https://fdi.mofcom.gov.cn/EN/come-zonghe-con.html?id=46677
https://www.bea.gov/data/intl-trade-investment/direct-investment-country-and-industry

For example, China’s GDP per capita in 2024 was less than $14,000, while that of the United
States was over $86,000, indicating a significant discrepancy in the marginal cost of labor be-
tween the two countries. Although the renminbi has since undergone exchange rate reforms and
some market-driven fluctuation, its exchange rate level is still considered undervalued by the
US, which increases the international price competitiveness of Chinese goods. Through a coin-
tegration test between the effective exchange rate of the renminbi and the trade balance between
the US and China, the author found that exchange rate factors are less influential than savings

differentials but are still a statistically significant variable.

In addition, the United States has long imposed restrictions on high-tech exports to China,
which has led to China being limited in bilateral trade to the export of low- and mid-range
industrial goods, making it difficult to establish high value-added trade flows in both directions.

This is also one of the main causes of the structural trade imbalance.
Processing trade! and position in the value chain: low efficiency behind the surplus

A substantial part of China’s trade surplus with the US comes from the manufacturing sector.
In this model, Chinese companies generally handle the assembly and processing stages, while
the core components, design and branding remain in the hands of multinationals. This means
that while China is statistically a major exporter, its actual share of value-added profits in the
global value chain remains small. The current coexistence of a surplus-driven trade structure
and a low value-added path is one of the main causes of the statistical aberrations in the trade

data between the US and China.

According to China’s General Administration of Customs, manufacturing trade accounted for

almost 40 percent of China’s total exports in 2023. In bilateral trade between the US and China,
this share is even higher, especially in traditional manufacturing sectors such as electromechan-

ical products, apparel and footwear. This structural imbalance has not only led to excessive

1 Processing trade refers to the importation of raw materials or intermediate goods for the purpose of re-exporting the finished
products after processing or assembly. This trade model is particularly prevalent in East Asian economies and plays a significant

role in global value chains, allowing firms to leverage cost advantages and specialized manufacturing capabilities.
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https://english.customs.gov.cn/Statistics/Statistics?ColumnId=1

concentration in China’s export composition, but also to relatively low economic returns from

its trade surplus, reflecting the dilemma of export surpluswith low returns.

Share of Processing Trade in China's Exports (2000-2025)
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Source: Compiled by the author based on data from China Customs Statistics and Jiandong

Shi’s Dissertation (2021).

The trade deficit between the US and China is not caused by a single factor but is the result of
the long-term accumulation of multiple structural variables and overlapping institutional
differences. From savings and consumption patterns to foreign capital-driven exports,
institutional differences and positioning at the bottom of the value chain, all reflect the

asymmetric realities of the current global trading system. This structural imbalance is not only
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the economic underpinning of the trade war but will also have a lasting impact on the dynamics

of the US-China strategic rivalry and the evolution of global supply chains.

The Real-World Impact of U.S.-China Trade Frictions

The start of the trade war between the US and China 2.0 is no longer just an escalation of
political tensions but has profound real effects on the export structures of both countries, the
cost of doing business, the configuration of supply chains and the stability of capital markets.
Through the systematic introduction of measures such as reciprocal tariffs, technology export
controls and investment reviews, the economic logic in both China and the United States is
changing, with trade conflicts gradually evolving into a form of sustained and structural

disruption.

Impact on China’s export structure and supply chain security

As the main target of the trade war between the US and China, China has experienced particu-

larly pronounced disruptions to its export structure and supply chain security. According to the

General Administration of Customs of China, China’s export growth to the US has shown a

persistent downward trend since 2018, with the share of traditional labor-intensive industries
such as apparel, furniture and toys declining year by year; under US technological restrictions,
exports of high value-added products such as electronic and electromechanical goods to the US

have also declined.

In 2025, the US policy of reciprocal tariffs raised the average tariff rate to 145 percent,
significantly eroding China’s price advantage in the US market. Against this backdrop, some
export-oriented Chinese companies have been forced to reduce their orders in the US and shift
to emerging markets such as ASEAN, Latin America and the Middle East. However, there are
clear limits to market substitution, particularly in terms of order stability, payment capacity and

institutional compatibility, making it difficult to fully compensate for the loss of the US market.
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https://www.businessinsider.com/china-us-exports-trump-trade-war-tariffs-inflation-inventory-2025-5

At the same time, certain segments of industrial chains exhibit single-node dependency, such
as dependency on the US and Japan for high-value French fries and critical raw materials; as
soon as the US introduces export controls, Chinese companies would face a significant risk of
disruption to the production chain. This problem of external input disruption has increased the

urgency for China to localize and secure its supply chain.

Transmission mechanism for corporate costs and inflation in the USA

The trade war is not a one-sided pressure campaign against China; the US economic structure
itself has experienced backlash. While the tariff hikes may temporarily curb imports and reduce
trade deficits, in the medium and long term they significantly increase procurement costs for
businesses, particularly for manufacturers and retailers that rely on Chinese components and

intermediates.

Take the USA's reciprocal tariffs from 2025 as an example. Tariffs on key products such as
furniture, electronics, machinery and LED components were raised to over 20 percent, leading
to widespread price increases in household goods and consumer electronics. According to
statistics from the National Federation of Housewares (NFU), the average price of household
appliances rose by 9.6 year-on-year in the first quarter of 2025; the consumer durables category
in the core consumer price index recorded an increase of almost 11, making it a key driver of

inflation.

On the corporate side, retailers such as Walmart and Home Depot were forced to relocate parts
of their supply chains from China to Vietnam and Mexico. However, due to capacity constraints,
logistical bottlenecks and inconsistent regulations, the actual efficiency of substitution was
limited and costs increased instead. This process of relocation — price increase — demand
reduction undermines the prosperity of consumers in the United States and even undermines

the Trump administration’s promised goal of revitalizing American manufacturing.
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Shrinkage of the manufacturing sector and the lack of stable market substitution

Although the share of manufacturing in China's export structure has declined since its peak in
the 2000s, it still accounts for a significant portion of bilateral trade between the US and China.
According to the author’s research, manufacturing trade still accounted for around 40 percent
of China’s exports in 2018, and more than a third of that went to the United States. The high
tariffs in the US have put manufacturing companies under double pressure: rising costs on the
one hand and shrinking orders on the other, leading to capacity reductions and employment

fluctuations.

In the meantime, the market substitution driven by the China+1 strategy has not yet stabilized.
Countries such as Vietnam, Bangladesh and Mexico have taken over some of China’s orders,
but their infrastructure, labor productivity and market size are not yet sufficient to replace
China’s extensive production capacity. In addition, increasing geopolitical uncertainties, such
as the Red Sea crisis and rising inflation in Southeast Asia, have made companies more cautious

in their global layout decisions.

The contraction of the manufacturing sector has also brought with it the risk of a disconnection
from the flow of electricity, a phenomenon that is particularly evident in the south-eastern
coastal regions. Some small and medium-sized enterprises (SMEs) have gone bankrupt due to
order cancelations and liquidity shortages, which has led to a localized hollowing out of the

industry.

Vulnerability of the capital market and supply chain on both sides

The impact of trade conflicts on the capital markets should not be overlooked. Since 2018, both
the US and Chinese equity markets have experienced strong short-term volatility triggered by
trade policy. For example, whenever the US announced a new round of tariff hikes, Chinese
concept stocks generally fell, while US consumer and transportation stocks also suffered losses.

This linkage between policy, market sentiment and capital flows has become increasingly tight.
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Stock Indices vs. Trade Tension Index (2015-2025)
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Source: Compiled by the author based on data from Wind, Bloomberg.

In addition, the inventory cycles of multinational supply chain companies have changed
significantly. Since 2023, the inventory cycle at major US retailers has increased from 32 days
to 47 days, reflecting weakened confidence in the timeliness of Chinese shipments. Chinese
exporters facing uncertain orders have seen rising unused production capacity, indirectly putting

pressure on the financial system.
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The real impact of the trade disputes between the US and China goes far beyond the tariff war
itself and has gradually spread to various dimensions such as export structures, cost structures,
supply chain security and financial stability. Trade policy has become a crucial variable in
structural change and at the same time reveals the systemic weaknesses of the globalization

system when it comes to political intervention.

Summary

Since the reintroduction of the reciprocal tariffs policy by the Trump administration in 2025,
the trade war between the US and China has officially entered its 2.0 phase. Compared to the
1.0 version that began in 2018, this round of trade conflicts has a higher degree of
instrumentalization and systematization. Through the use of multidimensional pressure
mechanisms — tariffs, technology controls and investment screening — the United States is
attempting to externalize its logic of economic national security in the form of systemic
restrictions on China, while China has revealed deep-seated problems such as export
dependence, low positioning in the value chain and technological bottlenecks in the course of
responding to these shocks. The structural contradictions between the two sides have not
diminished, but have instead expanded extensively into industrial, technological and financial

areas.

In the meantime, this round of trade war has exacerbated the instability of the global economic
and trading system and accelerated the marginalization of the WTO-centric multilateral
framework for trade governance. The US approach of selective rule-following and undermining
the multilateral consensus through unilateral action has plunged the existing international trade
order into a crisis of confidence. In particular, as the WTQO's dispute settlement mechanism is
hampered and the global free trade index continues to fall, more and more countries are forced
to pursue strategies of protection in response to protection, leading to the spread of trade
protectionism, while regional and bilateral agreements are gradually replacing universally

applicable multilateral rules.
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A more profound question is whether China and the United States, as the two most influential
economies in today’s international system, can still return to a logic of stable coexistence in
trade and economic cooperation amid escalating rivalry. At present, the trade war is no longer
a purely economic issue, but is deeply embedded in national security, geopolitical tensions and
technological hegemony. Whether China and the US can create new forms of institutional
shielding or structured communication frameworks and develop limited cooperation models in

emerging industries and third markets remains an important unresolved question.

This paper does not seek to make specific policy recommendations, but to demonstrate through
empirical and structural analysis that the US-China trade war is not an isolated conflict, but a
systemic symptom in the broader process of rebuilding global order. Amidst increasingly
uncertain geopolitical and institutional shifts, a new paradigm of US-China interaction is

urgently waiting to be observed, understood and even shaped.
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