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This paper discusses the effects on the financial markets of the several
rounds of tariff hikes during the 2018–19 US-China trade war. It illustrates
that US firms that are more dependent on exports to and imports from China
have lower stock prices around the announcement date, while the
expectation of weakened Chinese import competition due to US tariffs plays
an economically minimal role. Firms with indirect exposure to US-China
trade through domestic supply chains also experience more negative stock
returns, with the magnitude of the effects sometimes even greater than the
direct trade exposure. The differential responses are not due to firms’
short-term overreactions, and are observed two months after the initial
announcement in March 2018.
After almost two years of “trade war” tensions between the US and China,
President Trump signed an initial trade deal with China on January 15, 2020,
bringing the first chapter of a protracted and economically damaging fight
with China, one of the world’s largesteconomies to a close (see Note 1). In
this paper, we examine the implications of the trade war on the US and
Chinese financial markets.
The economic implications of the US government’s move toward trade
protectionism are ambiguous. The rationale for raising tariffs and
transferring profits from a trade partner to home is based on the
conventional mindset that global trade mostly involves the exchange of
finished goods, rather than intermediate inputs. However, studies have
shown that global trade in the twenty-firstcentury has increasingly involved
production sharing by firms located in different countries (Grossman and
Rossi-Hansberg 2006; Baldwin 2011; Johnson and Noguera 2012). From
this perspective, firms from different nations are connected as buyers and
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suppliers along the global value chains. In this study,we use the 2018–19
US-China trade war announcements for an event study of firms’ global
production networks.

In order to evaluate the financial implications of policy shocks for global
production networks, we use the announcements of tariff increases on a
wide range of goods by the US and Chinese governments in 2018–19 as
events, starting with the presidential memorandum issued by the Trump
administration on March 22, 2018, to study the impact of trade policy
shocks on firms’ stock market performance. We document that firms’ stock
market responses to the announcements are determined by the degree of
their direct exposure to US-China trade, particularly their indirect exposure
through global value chains. In particular, US firms that are more dependent
on production networks from China have lower stock returns and higher
default risk around the announcement dates. Two reverse experiments in
2019 further validate how the complex structure of global trade shapes stock
market reactions to policy shocks.

A notable feature of globalization in the past few decades has been the
unprecedented reorganization of economic activities across regions, firms,
and workers. This reorganization has been driven by the establishment of
numerous complex global value chains, which have enhanced the
connectivity between firms and, hence, nations. Although the resulting
increase in the interdependence of firms and nations has allowed for greater
sharing of economic benefits (Acemoglu et al.2016b), it has also amplified
the propagation of shocks across complex production networks and thus
increased macroeconomic uncertainty (Acemoglu et al. 2016a; Barrot and
Sauvagnat 2017; Carvalho et al. 2017; Ozdagli and Weber 2017; Pasten,
Schoenle, and Weber 2019).
http://voxchina.orgsubmissions@voxchina.orginfo@voxchina.org

Methodology
We use a novel dataset that reports firms’ intertwining input-output
relationships, together with various datasets on companies’ financial
outcomes and international trade, to assess a US (Chinese) firm’s direct
exposure to imports from and exports to China (the US), as well as US firms’
indirect exposure to trade with China through their engagement in global
value chains.In particular, we construct several measures of the indirect
exposure to trade with China, using firm-level production networks and
trade data. In constructing the measures, we follow Acemoglu et al. (2016a),
who analyze how shocks are amplified and propagated through industry
input-output links including buyer and supplier linkages.

Figure 1. Firm Production Networks: Customer Side
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As shown in Panel A of Figure 1, firm A located in the US has three US
customers, among which B and C have Chinese firms as their customers.
Thus, retaliation from China would reduce sales to firms B and C, and thus
reduce the demand for inputs from firm A. We plot the customer network of
General Electric (GE) in Panel C. The links represent business relationships.
The size of a node represents the number of supply chain links of a given
firm. The green nodes indicate firms that have revenue from China, while
the white nodes indicate firms having zero revenue from China.

As illustrated in Panel B of Figure 1, US firm A has three US customers,
among which firms B and C have Chinese firms as their suppliers. The tariff
hikes increase the cost of the Chinese inputs for B and C, potentially leading
to a decline in their total production and the demand for goods produced by
firm A. In contrast, if the intermediate goods produced by Chinese firms E
and F can be sufficiently substituted by goods produced by US. firm A, then
the tariff hike may also increase the demand for the goods produced by firm
A and boost its sales. The same product network of GE is plotted in Panel D
of Figure 1, where the blue nodes indicate GE customers that have
outsourced input from China.

Evidence from the Financial Market
We estimate the effects of the trade-war announcements on firms’ stock
values, through both direct and indirectexposure to US-China trade. In the
three-day window surrounding March 22, 2018, US publicly listed
companies that export more to (or import more from) China experienced
lower stock returns. Specifically, in thatthree-day period, after controlling
for standard firm-level characteristics and industry fixed effects, we find that
a 10% increase in a firm’s share of sales to China is associated with a 0.5%
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lower average cumulative abnormal stock return (CAR), while firms that
directly source inputs from China have a 0.6% lower average cumulative
abnormal stock return than those that do not. These results imply that US
tariffs were perceived to substantially raise the prices of imported inputs
from China, and thus US companies’ production costs.

When expanding the event window to over 20, 40, 60, and 80 days,
respectively, we still find these negative financial market responses. We also
uncover significantly positive market responses for the exposed firms to the
progress made during rounds of the US-China trade talks in 2019. On the
Chinese side, the effects of the March 22 memorandum on the stock market
were also substantial. Chinese firms listed in Shanghai and Shenzhen that
are more dependent on sales in the US demonstrated lower stock returns in
that three-day window, but those that import US intermediate inputs did not
experience lower stock returns.
Firms’ indirect exposure to US-China trade also matters. Our event-study
regressions show that the coefficients on the average revenue from China
across a firm’s customers and suppliers are both statistically and
economically significant, after their direct exposure measures are included
in the regression. Specifically, we find that a 10% increase in indirect sales
exposure through buyers is associated with 1.1% lower CAR over the three
days surrounding March 22. Our regression results also show that a 10%
increase in indirect sales exposure to suppliers is associated with 0.9% lower
CAR. The effects remain significant when the indirect measures based on
buyers and suppliers are jointly estimated in the regression and when
industry fixed effects are included. The estimated coefficients in the
regression model suggest the overall indirect exposure to sales in China has
a larger impact than direct exposure.
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Conclusion
In this paper, we examine the effects on the financial markets of the Trump
administration’s announcement of a trade war against China on March 22,
2018. Wefind that US firms that are more dependent on exports to and
imports from China have lower stock prices in the short windowaround the
time of the announcement. We further examine whether firms’ indirect
exposure to trade with China through their domestic supply chains may also
affect their responses to various tariff announcements. As predicted by our
theoretical model, we find more negative responses by firms that have
greater indirect exposure to exports to and imports from China through their
domestic supply chains, even after controlling for the firms’ direct output
and input exposure in baseline regressions.

In addition, we find that despite not directly importing inputs from China,
US firms that have indirect exposure to Chinese inputs through their
domestic supply chains tend to experience more negative stock returns.
These results suggest that the perceived increases in the input and
production costs of the upstream and downstream firms are passed to the
firms they are connected with through their domestic trade links. The stock
price decline tends to be greater for firms that have domestic suppliers or
buyers that derive a large share of their revenue from China. This suggests
that even if a firm is not directly exposed to US-China trade, its stock
returns will be more negatively affected if its downstream buyers or
upstream suppliers are perceived to sell less to China as a result of the
expected retaliatory tariffs.
To conclude, firms’ indirect exposure to US-China trade through domestic
supply chains is associated with negative stock return responses that are
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comparable to those associated with direct exposure. These responses
indicate that the complex structure of global trade plays a crucial role in the
financial markets. Our findings show that the winners and losers in the
bilateral US-China trade relationship are determined by their position
(upstream or downstream) and the extent of their participation in the global
value chains shared by the two countries.
Note 1: Ana Swanson and Alan Rappeport, “Trump Signs China Trade Deal,
Putting Economic Conflict on Pause,” New York Times, January 16, 2020,
https://www.nytimes.com/2020/01/15/business/economy/china-trade-deal.ht
ml.
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