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China-US tensions: road remains bumpy

The two-day trade discussion between China and the US ended in Beijing today. According to China’s
official Xinhua News Agency, the two sides (US delegation led by Treasury Secretary Steven Mnuchin
and Chinese delegation led by vice premier Liu He) had a “frank, efficient and constructive
discussion” on various topics, including increasing US imports to China, service trade, bilateral
investment, intellectual property protection, tariff and non-tariff issues. Both sides reached a consensus
on some issues (no details provided), but also acknowledged major disagreements over other issues
and will continue the conversation to work towards more progress. There is no mention that President
Xi met the US delegation, in contrast to early speculation.

As we expected, it is unlikely that China and the US will reach a grand deal very soon, given the large
gap between the list of demands and offers. Reuters reported that the key items on the US demand list
include:

- China will reduce the trade surplus with the US by at least $200 billion by end-2020;

- China will reduce tariffs to levels that are not higher than the levels of US tariffs;

- China will cease providing subsidies or government support to the industries targeted by the
Made in China 2025 Plan;

- China will release an improved negative list for foreign investment by July 1, 2018;

- China will cease retaliatory actions, including against US agriculture sector. China will not
oppose or retaliate against the US imposition of restrictions on China’s investment in sensitive
US sectors;

- China and the US will meet quarterly to review progress. In the case that the US considers that
China fails to comply with its commitment, the US will take additional tariff actions.

If this list is true, it verifies two things mentioned in our previous reports. First, the China-US tension
is not only about trade, it is also about technology, investment and Made-in-China 2025. Second, the
gap between US’s demand list (above) and China’s offer list (“China Equity Strategy: The battle with
volatility”, April 19; “China announced opening policies for financial sector”, April 11) is very large,
hence the upcoming negotiation will be bumpy and the situation may get worse before getting better.

In the near term, we think the risk of China-US tension escalation is increasing. May 22 is the deadline
for submission of post-hearing Section 301 tariff actions, and May 21 is the due date for US Treasury
to propose restrictions on Chinese investments in the US. Both could be delayed if negotiations are on
the right track, but similarly both could be implemented and bring the game of “chicken” to the next
level (e.g. possible additional $100 billion tariff list from the US, ZTE-similar cases against Chinese
companies, and further retaliatory actions from China).

The biggest risk at this stage, in our view, is that both sides seem to have the wrong perception of the
counterpart’s bottom line, and both sides seem to have under-estimated the losses if a trade war
eventually occurs. The US-China relationship will continue to be the market focus going ahead: trade
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imbalances and trade actions in the near term, technology and investment restriction in the medium
term, and adjustments of the strategic relationship between China and the US in the long term.
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