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Highlights

* The tariffs that remain in place on U.S. imports from China are going to be a headwind for China this year.

* For China, tariffs are what economists would call a demand shock, and the response is fairly simple - authorities
can address the fallout from tariffs by putting in place measures to boost demand.

e If fiscal authorities in China are reluctant to expand government borrowing to fully offset the hit from tariffs, Chi-
na’s economy will see reduced inflation pressures. Given Chind’s size and importance in global supply chains,
this disinflation is likely to weigh on inflation globally.

The tariff truce between the U.S. and China announced on May 12th was much needed. This was not the first time
the U.S. had ratcheted up tariffs on imports from China, but the level reached in April was unprecedented and very
nearly amounted to a trade embargo. Under the previous Trump administration, tariffs on China were gradually in-
creased to an effective rate of around 20%' by the end of his first term. At the time, the level was perceived as both
large and a significant unwinding of the interlinked global supply chains that had evolved over the prior 30 years.
But that rate pales in comparison to the 145% temporarily in effect in April 2025 (Chart 1) and the current effective
50% rate in place.

China has retaliated with broad tariffs of roughly 30% on all

U.S. goods. Retaliatory tariffs are inflationary, because they Chart 1: U.S. Tariffs on Chinese Exports
raise the cost of imported goods, and act as a drag on pro- Temporarily Reached a Crippling Level
ductivity, by disrupting established supply chains. For China, 4, " Rte on Chinese Exports, %

which has much more in exports to the U.S. than it does inim- 140

ports (Chart 2), the higher-tariff environment amounts a nega- 120

tive demand shock. In theory, the economic weakness could 100

be offset by traditional responses to an economic downturn &°

such as fiscal or monetary policy. 60

. . . 2
China Still Has Excess Capacity : _—T
Overall growth in China has been slower in the post-pandemic 01 209 20200 2021 2022 2028 2024 2025

pel’iod. Prior to 2020 grOWth was |GI’96|Y fueled by investment, Source: Petersen Institute for International Economics, TD Economics.

www.economics.td.com



https://economics.td.com/

Chart 2: Trade With the U.S. is a Source of Demand for China
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Source: U.S. Census Bureau, China National Bureau of Statistics, TD Economics.

including a boom in China’s now-troubled property
sector. These issues came to a head in 2023, when
the housing market meltdown, coupled with the after-
effects of COVID-era lockdowns, hit consumer confi-
dence. Economic activity most closely linked to house-
hold spending bore the brunt of the sentiment shift
and began growing much more slowly.

Weaker activity in the household sector compounded
the long-running issue in China’s economy - the over-
reliance on investment-led growth. Policymakers have
long contemplated a so-called “rotation” of Chinese
demand from investment to consumption, but it has
yet to come to fruition. The most recent setback leaves
it, in some respects, further away than ever as China
contends with managing the deleveraging of its prop-
erty sector and the ensuing declines in asset values.

Chart 4: China Has Below Average Capacity Utilitzation
and Falling Producer Prices in Most Sectors
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Chart 3: Recent Data Show Some Recovery in
China, but Consumer Spending Still Weak
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Recent data show China’s economy still has a long way
to go (Chart 3). Inflation is still close to zero and while
retail sales have picked up compared to a year ago, it
is being powered by government subsidies. In compari-
son, industrial production and manufacturing invest-
ment are now growing at or above trend, having main-
tained this pace of growth through the consumer-led
downturn. The continuation of investment-led growth is
reflected in the low levels of capacity utilization across
China’s industrial sectors and widespread deflation in
producer prices in most industries (Chart 4).

The deflation in China’s domestic economy is emanat-
ing to the rest of the world. Since mid-2023, export
prices in China have been falling at a rate that is no-
tably faster than in prior episodes (Chart 5). Moreover,
the economy continues to rely on external demand

Chart 5: Chinese Export Prices Have Been
Falling Since 2023
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amid a weak domestic backdrop. This means firms un-
able to afford losing out on valuable access to the U.S.
are investing in additional factories in third countries
(still closely linked to China’s supply chains) or using
outright transshipment to avoid punitive tariffs.

The medium-term impacts to the global economy of
these tactics are ambiguous. Investing in another loca-
tion likely undermines some of the productivity advan-
tage from producing in China, as does transshipping
through a third country. The limits of these strategies
may already be starting to come through as outward
foreign direct investment from China grew 3.5% year-
on-year (on a year-to-date basis) in March 2025, down
from 12.5% in March 2024. Whether this is a pause to
see where trade barriers will ultimately land, or a more
permanent development remains to be seen.

Limited Progress on Policies to Boost Demand

Policymakers in China are contending with a short-run
problem - what to do in response to today’s tariffs - and
a long-run problem - how to rebalance their economy
torely less on debt-fueled investment-led growth fueled
by leverage. The antidote to both would be policies to
directly support household demand by increasing con-
sumer confidence and allowing consumer spending to
become a driver of growth. So far, the measures an-
nounced this year are not geared toward this goal.

Most measures put forward before the U.S.-China trade
truce announced on May 12 only support demand in-
directly. The PBoC lowered its reverse repo rate and

Chart 6: Will Canadian Core Goods Prices Find
Tariff Offsets?
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Chart 7: Canadian Importers from China See
Falling Prices
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reduced mortgage costs, which does ease costs for
borrowers - but credit demand remains weak, so it
is not clear that reducing borrowing costs is the right
policy lever to increase spending. Moreover, in the lat-
est data, the household savings rate in 2023 was 34%,
up from 31% in 2005. The rate had fallen from 38% in
2022, but authorities could pursue measures to make
households more willing to spend their savings, and
save at a lower rate, to raise consumption.

Authorities have also increased quotas for state and lo-
cal government bond issuance, and in the past spend-
ing by state and local governments has fueled growth.
But, once again, the challenge is that this might be
tapping a well that has run dry. State and local govern-
ments are constrained not just by their bond quotas
but by their existing debt burdens, and limited revenue
tools.

An Inflation Offset for Canada

We don’t foresee a rapid turnaround in China’s econo-
my. This means the ongoing price wars are likely to con-
tinue reverberating through the manufacturing sector,
and challenge policymakers’ toolkits on how to respond.
However, for global consumers they continue to provide
a temporary salve against higher inflation.

As we have written before, due to its size and crucial
role in global supply chains, consistently increasing
Chinese capacity acts as a mechanism to cool global
price growth. In Canada, a country that, apart from
electric vehicles, has not substantially increased tariffs
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on China, we would expect the price growth of core
goods to be relatively tempered. Canada’s high degree
of economic reliance on the U.S. makes it unlikely con-
sumer will emerge unscathed from knock-on effects of
U.S. tariffs on China. However, inflation in core goods
(ex-autos) has been slightly milder (Chart 6) since tar-
iffs were first introduced in March.

Our work suggests that the ongoing excess capacity in
China will continue to provide some offset to these in-
flationary pressures (Chart 7). However, there is upside
risk, and the course of the trade war is paramount. There
are early signs that China’s property market correction

Endnotes

is reaching its nadir and may begin to turn. This is one
of the prerequisites for China to pull out of deflation. If
the worst of the trade tensions with the United States
can be resolved, the excess capacity that has formed
will be gradually absorbed, eroding the disinflationary
relief other advanced economies have benefitted from.
In this case, more rapid economic growth could boost
inflation both through directly higher product prices,
and the broader lift to energy prices and indirect costs.
In this scenario, an upside risk would be a lift of one per-
centage point (over the course of a year) to Canadian
producer prices, and a smaller 20 basis point lift to both
headline and core CPI.

1. Measured as customs duties collected as a percentage of total dutiable value imported from China. As a ratio total imports the effective

rate was closer to 10%.
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