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Kick The China Can! Why The Donald's Trade War With The Red Ponzi Is Just Beginning, Part 2

By David Stockman. Posted On Tuesday, February 26th, 2019

As we demonstrated in Part 1, America's massive merchandise trade deficit with China is not the result of bad trade deals or the nefarious doings of the Chinese state. Indeed, sometimes a chart is worth a thousand words, and in this case a juxtaposition of two of them more than accomplishes the job.

To wit, since 1992 the weighted average tariff on China's imports has plunged from 32% to 3.8%, marking an 88% drop. During the same 25 year span, the already low 3.9% average US tariff shimmied down to just 1.7% (2017).

So for all practically purposes, the once yawning US/China tariff gap has completely disappeared. Were China at complete parity, in fact, the implied $2.7 billion reduction in the landed cost of US goods in China (2.2% lower tariffs X $130 billion of US exports in 2017) wouldn't amount to a hill of (soy)beans in the great scheme of things.

During the same quarter century period, of course, the greatest trade imbalance aberration in history materialized nonetheless. The merchandise deficit with China soared from $20 billion (1992) to $375 billion (2017), representing a 19X eruption.

China Vs. US Weighted Average Import Tariffs, 1985-2017


Needless to say, this massive imbalance isn't due to classic, tariff-based protectionism, which under the Donald's Art of the Deal approach to governance might in theory be negotiated away.

Instead, it's structural and is rooted in bad money on both sides of the Pacific. Trade negotiators, therefore, couldn't touch the underlying causes with a 10-foot pole. And that's even if they were competent and on the same page, which the Donald's gang of protectionists, Wall Street shills, K-Street errand boys and free trade hypocrites clearly are not (see Part 3).

The fact is, the Chinese economy has been transformed over the above depicted 25-year interval into the Red Ponzi---meaning an eruption of debt, over-investment, malinvestment, rampant speculation and monumental statist economic bloat and inefficiency that has no parallel in prior history.
At the same time, costs, prices and wages on the main street US economy have been relentlessly inflated while corporate cash flows and balance sheets have been systematically strip-mined by Wall Street-driven financial engineering. The result has been an unprecedented off-shoring of production and good jobs, leaving much of America's industrial economy hollowed-out and debilitated.

Needless to say, the villains of the piece were central bankers on both ends of the trade.

In the US, the Fed was the agency of destruction owing to its foolish pursuit of 2.00% inflation and deeply repressed interest rates. The former caused households to earn less in real terms, while the latter induced them to spend more relative to income owing to an explosion of household debt.

Accordingly, during the past three decades household debt has grown far faster than wage and salary income, causing the household debt-to-income ratio to soar from an already high 130% in 1987 (prior to 1971 it was about 80%) to a peak of 220% in early 2008 and a still historically aberrant 1.75% at present.

The macroeconomic import of the chart is straight forward: Fueled by cheap debt and egregiously inflating financial asset prices, the US economy has been living way beyond its means (i.e. production), and importing the balance from low-wage/low cost exporters led by China.
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By contrast, a regime of sound money would have produced persistent US deflation in the face of the Red Ponzi and the explosion of its subsidized production capacity and labor intensive exports; and would have also caused high domestic interest rates and reduced borrowing and consumption spending for imports (on the margin) by US households.

That is to say, sound money automatically causes trade imbalances to self-correct through adjustment of relative prices, costs and wages on the free market. By contrast, bad money tends in the opposite direction---towards the reinforcement and aggravation of imbalances, which eventually reach a point of metastatic  crisis.

Self-evidently, that's exactly the condition of the Red Ponzi today. Had there been a sound money regime and the corresponding discipline of current account settlements as the US trade deficit soared from $20 billion in 1992 to $100 billion by 2002 and toward $300 billion by 2012, China would have experienced a huge inflationary inflow of gold or a dramatic appreciation of its exchange rate.

Either way, the $1/hour versus $12/per hour industrial wage gap which existed in the early 1990s before Mr. Deng unleashed his export mercantilist approach to communist rule, would have narrowed over the ensuring years rather than widen to approximately $25/ hour today.

That is to say, China could not have depreciated its currency by 60% in the early 1990s and then pegged it to the dollar thereafter under a sound money regime.
To the contrary, its innocent sounding peg to the dollar in the range of 6-7 yuan/USD since the turn of the century actually reflected an extremely "dirty float". That is, the consequence of the PBOC attempting to defend its burgeoning export economy from the Fed's tsunami of excess dollar liabilities by capping its FX rate and buying-in massive amounts of dollars in the form of US Treasury debt and other securities.

So doing, of course, it swapped the labor and savings of its people for the debt emissions of Uncle Sam, which enabled the US economy to keep buying what China had on offer; and those surging export earnings and related capital inflows, in turn, caused the Red Ponzi modus operandi of debt-fueled over-investment to be cranked up to even more egregious extremes.

In a word, the Donald's trade negotiators cannot possibly rectify the $400 billion merchandise trade deficit racked up with China in 2018 at the negotiating table. That's because tariff barriers are largely non-existent and irrelevant, and China's sweeping non-tariff barriers couldn't be negotiated away in a month of Sundays, let alone in the few days before the Donald's upcoming soirée with President Xi in Mar-a-Lago.

In fact, for all practical purposes the Red Ponzi is itself a non-tariff barrier!
It's monumental command-and-control economy only looks like capitalism because it maintains the trappings of a market economy by listing its state companies on rigged stock exchanges and leaving room in the interstices for quasi-private enterprises which feed off the Ponzi for a living, one way or another.
But the idea that subsidies to state companies and national champions can be identified, quantified, listed and eliminated or drastically reduced is an unmitigated fiction. To get rid of non-tariff barriers, in fact, would require taking the Red out of the Ponzi and stripping the Chinese Communist Party of its monopoly control of China's economy and society.

Needless to say, in resurrecting the cult of Mao, getting his own thoughts incorporated in China's constitution along with those of the Great Helmsman and running a non-stop internal propaganda war against the alleged apostasy of western constitutionalism and its notion of the separation of powers, Xi Jinping has left little to the imagination about what can and cannot be accomplished at Mar-a-Lago.

As we will detail in Part 3, what can't and won't be accomplished is an explicit clean sheet deal that will make any material headway toward the Donald's paint-by-the-numbers goal of materially shrinking---to say nothing of eliminating by 2022---the massive $400 billion trade deficit with China.

For instance, we will show that increasing US agricultural exports by $30 billion from 2017 levels ( i.e. from levels before the 2018 Trade War incited collapse of US soybean and other farm exports during the second half of the year) will be nearly impossible to achieve without turning the global agricultural trading system upside down, and merely swapping more US exports to China for reduced volumes elsewhere.

The same is true of petroleum and LNG exports and other commodity categories such as scrap paper, recycled plastics and other industrial waste products. None of these commodity categories would make a dent in the $400 billion bilateral deficit with China; and owing to diversion of exports from other customers, very little impact on the $800 billion total US trade deficit, either.

At the same time, it can be well and truly said that state-to-state trade negotiations are, and always have been, the equivalent of the devils workshop. That is to say, the Donald key advisors including Lighthizer, Navarro and Mnuchin have political agendas which have little to do with the $400 billion imbalance; and much to do with crybaby complaints from Wall Street and K-Street which essentially amount to 
1. demanding the right to participate in the Red Ponzi's purported glorious growth without 
2. the inconvenience of its communist rules of the road.

The net of it will be the mother of all Rube Goldberg contraptions that will not end the Donald's Trade War, but only insure is perpetuation and endless twists and turns under an impossible to track and enforce series of milestones and snap-back tariff sanctions.

Meanwhile, the Trade Nannies of Washington will have a field day. For example, the current 12% average tariff on $250 billion of Chinese goods will stay in place, pending performance and deliverables from China over an extended enforcement period. But that will only generate a growing process of trade displacement and repackaging of trade products that will generate an endless tangle of "rules of origin" enforcement actions.
For instance, here is just one example of what will become a tidal wave of diversion once the Donald's Rube Goldberg-like "deal" is put into place:

Like almost all U.S. bike makers, Kent has long relied on low-cost Chinese labor and parts, but Trump’s tariffs have so far inflated his costs by about $20 million annually...
The company now plans to make bike frames in Cambodia while continuing to buy about half the components it will attach to those frames from producers in China. The resulting bicycles can enter the United States tariff-free because of U.S. rules that generally allow products to be designated as made-in-Cambodia as long as 35 percent of their costs for parts and labor are derived from that country.
 
