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The implications of a global trade war

Rising risk of a full-blown trade war

This week saw a dramatic escalation of the trade dispute between the US and China.
The US administration upped the rhetoric against China by saying that if China retaliates
against the new US tariffs on 6 July, the US is prepared to slap additional 10% tariffs on
up to USD400bn of Chinese exports to the US. The Chinese side has clearly signalled a
readiness to respond with equal measures (see here for more details). With no negotiations
in sight at the moment, our base case is shifting to a further escalation of the trade conflict
between the two countries. There is a risk of deterioration in relations between the two sides
already on 30 June when the US is due to announce its plan to restrict Chinese investments
into the US and to limit exports of US tech products to China.

Can such an escalation be avoided? We remain sceptical. Firstly, there appears to be little
trust between the two sides, notably on the Chinese side, after the US turned its back on the
negotiated trade deal last month. Secondly, Trump is increasingly leaning towards trade
and China hawks such as Peter Navarro, US Trade Representative Robert Lighthizer and
National Security Advisor, John Bolton. However, Trump has previously made sudden
changes in tactics (think of North Korea and this week on immigration), but we still only
assign a 10-20% probability for new negotiations and a possible defusing of the trade
tensions between the two sides.

Trade tensions between Europe and the US are also at risk of escalating. The EU has
adopted a 25% tariff on EUR2.8bn of US goods (jeans, motorcycles, Bourbon whisky and
several commodities) today in response to the US tariffs on steel and aluminium import
from EU countries. This may well trigger countermeasures from Trump as with China,
which could include tariffs on European car exports (read: from Germany) causing another
retaliation from the EU and so on. Several emerging market countries such as Turkey, India
and Russia have recently adopted countermeasures to US steel and aluminium tariffs.

In particular, small and open emerging market economies are most fragile to a
global trade war
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Today’s key points

o A further escalation of the trade
tensions has become our baseline
scenario ahead of 6 July.

e The escalation will weigh on global
economic growth.

o Equity volatility will be high, with
downside risks for equities near
term.

¢ Industrial and agricultural
commodities are primarily at risk.

e The prospects of a stronger USD,
lower commodity prices and
weaker global growth weigh on
emerging markets.
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Downside risks to global growth from escalation of trade
tensions

We think global growth is likely to take a sizable hit from an escalation of the trade
war between the US and China (and possible other countries). In the event of US tariffs
on USD450bn of Chinese goods and China retaliation with measures of equal size, both
exports between the two countries as well as business confidence will be hit, hampering
investments and consumer spending, also globally. The impact of a more restrictive global
trade regime will be felt most acutely in surplus countries (i.e. China, manufacturing
Emerging Markets and Germany). We see the risk of a fall in global growth of between
0.25-0.50% (assuming central banks weather part of the shock).

Indeed, central banks are starting to sound concern about the economic outlook in
face of the risk of an escalation in trade tensions. This became clear at this week’s
gathering of global central bankers at the Sintra conference in Portugal. Fed Chair Jerome
Powell said that trade tensions “could cause us to have to question the outlook”, while the
ECB’s Mario Draghi said that “for the first time we are hearing (from business leaders)
about decisions to postpone investment, postpone hiring, postpone making decisions.” The
Chinese central bank signalled this week a possible monetary policy easing perhaps already
this weekend in response to the possible hit from the trade frictions with the US. In our
view, other large central banks could take similar steps should growth weaken materially
in the wake of trade restrictions. With uncertainty on the trade relations between major
economies, we think volatility in equity markets will be markedly higher. There would be
downside risk for equities in the event of an escalation of trade tensions.

Industrial and agricultural commodities are primarily at risk

An escalation of the trade war creates a downside risk to commodity prices. Prices on
industrial commodities, e.g. aluminium and steel, and agricultural commaodities, e.g.
soybean, will suffer directly from the imposed tariffs, which will reduce global demand for
these commodities. If an escalation leads to a significant setback in the total volume of
global trade, then oil prices are also at risk as fuel demand in shipping would take a hit.

Emerging markets vulnerable to trade tensions

Emerging markets were already on the back foot before this week’s growing trade war
concerns. Investors had become more cautious in the wake of higher US rates and USD
especially the more vulnerable EMs like Turkey, Brazil and Argentina. And this week’s
rising risk of global trade war certainly hasn’t helped. We think sentiment toward EMs will
remain fragile until 6 July, when the trade war between the US and China could escalate.
If the trade war indeed broadens, manufacturing EMs with high export exposure would
suffer the most (Eastern Europe and Asian countries in particular). Poland has a bigger
domestic market than other CEE economies, which will ease the trade war impact on PLN.
It should, however, be noted that the macro situation in emerging markets is generally
stronger than ten years ago, boasting lower inflation, less FX exposure, advanced
adjustment to Fed tightening, more independent central banks and a larger share of
multilateral trade with other EM partners. Should the chance of negotiations between the
US and China re-appear, the EM could see a significant relief rally.

Euro susceptible to an escalation in trade tensions.

With the risk of a more wide-raging trade war rising lately, the risk of its FX implications
shifting has risen. At the start of the year the trade dispute was largely associated with a
political push for a weaker dollar — and if anything helped to add to the *America first risk
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Metal commodity most at risk from
escalated trade tensions
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EM currencies have come under
pressure
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premium, which Trump has in our view introduced on USD. But as the risk of a bigger hit The relatively more open nature of the
to confidence and activity globally is looming, the open euro-area economy may be up for eurozone makes the euro susceptible
a bigger hit growth-wise than the US, which could in turn weigh on EUR/USD (even ifthe ~ to heightened trade war concerns
ECB has been arguing the opposite, see speech by Benoit Cceuré, a April 2018). We still
think the cross is capped largely at 1.15 but a possible global trade war (especially if the
US decides to impose further tariffs on EU goods this weekend), uncertainty about Italy
and higher USD carry remain downside risks.

Source: IMF, Macrobond, Danske Bank
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Financial views

Equities
Positive on 3-12 month horizon

Bond market

German/Scandi yields - lower for now, higherin 12M
EUR 2Y10Y steeper, USD 2Y10Y flatter

US-euro spread - short-end to widen further

Peripheral spreads - tightening

FX & commodities

EUR/USD - lower for longer-... but not forever
EUR/GBP - gradually lower over the medium term
USD/JPY - higher eventually

EUR/SEK - neutral for now, but sticky above 10
EUR/NOK - to move lower but near-term headwinds

Oil price - wide outcome space

Increased short-term volatility, but fundamentals still support equities on 3-12 mths

Strong forward guidance from the ECB. Core inflation remains muted. Range trading for Bunds for the rest of 2018. Still higherin 2018
The ECB keeps a tight leash on the short end of the curve but 10Y higher as US has an impact. Mainly steeperin 2019

The spread in the short-end is set to widen further as the Fed continues to hike

ECB forward guidance, better fundamentals, an improved political picture (ex. lately) and rating upgrades to lead to further tightening despite
the recent strong moves. Italian politics remain a clear risk factor

Rangebound (1.15-1.21) on a 0-6M horizon but supported longer term by valuation and capital-flow reversal due to ECB 'normalisation'
Brexit uncertainty dominates now but GBP should strengthen on 6-12M on Brexit clarification and Bank of England rate hikes

US yields decisive near term with political uncertainty as a significant downside risk. Longer term higher on Fed-Bank of Japan divergence
Neutral near term but SEK-negatives remain lower growth, subdued inflation and too aggressive Riksbank pricing

Positive on NOK on valuation, relative growth, positoning, terms of trade, the global outlook and Norges Bank initiating a hiking cycle

Tug of war between geopolitical risks and OPEC + getting ready to normalise output

Source: Danske Bank
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Disclosure

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Jakob Ekholdt Christensen, Chief Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from, and do not
report to, other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Weekly.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research report has been prepared by Danske Bank (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be considered
as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments (i.e. financial
instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or options,
warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments’).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written
consent.
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to “U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.
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