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60,000 ceramics lost in a shipwreck

3/15/2019 © PIIE, 2019 2



Reflecting truly global trade
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But trade is interrupted and production 

moves across borders
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What China lost when it withdrew
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How macro models think about 

trade shocks

• Standard macro forecasting models tend 
to dismiss these as small and transitory

• Generally, direct inflation impacts are 
minor and/or the exchange rate adjusts

• If the exchange rate doesn’t move enough, 
monetary policy can move to offset

• Alternatively, one can think of an 
investment shock transmitted through 
heightened uncertainty
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This approach is unsatisfactory

• Trade wars are not merely sectoral

• Uncertainty modelling has limitations

– Can be arbitrary to pick level of uncertainty

– Some attempts are better (Bloom, Davis, et al), 
but difficult to disentangle drivers

– Uncertainty in these models tends to be resolved, 
but might be ongoing

– Growth (or decline) in investment tends to 
understate the associated decline in productivity 
growth which results

• Ignores political economy of trade aspects
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How trade models think about 

trade shocks

• Standard CGE models are full 

employment models so really about 

‘comparative scenarios’

• Good at showing reallocation between 

sectors and countries

• Still tends to show relatively small impact 

of liberalization or reversals thereof

© PIIE, 20193/15/2019 8



This approach also is unsatisfactory

• CGE models give no dynamics and no 

predictions for macro outcomes/cycle

• Despite their virtues of sectoral granularity, 

they do not deal with global value chains 

and integrated production well 

– Data problem more than theory to be fair

• Like macro models, they do not have a 

feedback into productivity growth trends or 

an accounting for political economy
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Comparison to adapting macro models 

to financial shocks

Financial Shock

• Can be micro-

founded

• Clear direct linkages 

to investment via 

collateral/liquidity

• Lots of historical 

examples from which 

to draw patterns

Trade Shock

• Imposed at the 

national border

• Impacts real 

investment as 

opposed to credit or 

asset prices

• Very few examples 

since GATT founding
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What is a trade war?

In comparison to a normal trade dispute:

• The issue is one between countries rather 

than between companies within countries

• The measures taken are by national 

origin/ownership instead of by sector

• The goal is to inflict damage on the 

counterparty rather than to resolve an issue

• Escalation rather than resolution is the norm

This is much bigger and more uncertain
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Trade wars are political shocks
• They are usually undertaken by governments 

who have zero-sum ideologies and are 
usually part of a broader move towards 
economic nationalism

• The primary impact is on investment (as seen 
in net inward FDI as well as overall returns)

• We therefore have to look at 
– losses of competitive discipline internally as well 

as of markets

– pricing in of a possible regime change as well as 
of transient uncertainty

– the shift in relative attractiveness in world 
competition as well as cost competitiveness
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So what is the result of Brexit?

This is UK waging a

trade war on itself

• It is about national origin 
and with the EU specifically

• It is waged across sectors

• It is driven by political 
division at home – and an 
ethnic nationalist ideology

• Even if it ends up Norway+, 
staying in the Customs 
Union is unlikely to be a 
lasting outcome

The big impact is on 
investment and productivity

• Cutting out from global 
supply chains also means 
less services exports

• British soft power via 
brands and networks 
erodes, losing value

• UK can only maintain 
attractiveness for FDI by 
race to bottom

• Downward spiral (further) in 
productivity growth with 
blame game

• EM-type currency concerns
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Brexit = A lot of broken crockery
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