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The EU Response to US Trade Tariffs

The first half of 2018 has seen the start of bilateral trade wars
with the US. China initially, but also the EU and others are con-
fronted with high import tariffs on selected goods as part of
the US administration’s “America First” rhetoric. We discuss

Maria Demertzis, Bruegel, Brussels, Belgium.

Gustav Fredriksson, Bruegel, Brussels, Belgium.

what it means for the EU to face a threat to a long-established
alliance with the US. We argue that not only are trade wars a
lose-lose game, but that the EU has no option but to retali-
ate against US economic aggression. The EU’s best option
for damage control is to defend the international multilateral
system and maintain open and free trade with the rest of the
world.

In early 2018, the US administration began implementing
protectionist policies that had previously been confined to
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just rhetoric. On 23 March, the US applied steel and alumin-
ium tariffs on China, which affected 2.8 billion US dollars
in Chinese products.' The EU was temporarily spared from
these measures. This led to an almost immediate retaliation
by China on 2 April, which affected 2.4 billion USD worth of
US products.? Eventually, the EU was also affected by tar-
iffs on steel (25%) and aluminium (10%) imposed on 1 June,
affecting 6.4 billion euro worth of EU goods.® The EU retali-
ated with proportionate measures on 22 June, affecting 2.8
billion euro worth of US imports.*

And thus, the first six months of 2018 have marked the start
of a global scale bilateral trade war with the US that poses a
serious threat to the global economy as well as to the global
multilateral system.

The US has been and remains the most important trade
partner for the EU — and has also been the EU’s closest and
most like-minded ally.® Do the current administration’s poli-
cies mean that this is no longer the case? If so, how should
the EU react to that?

In trying to answer this question, we identify what we be-
lieve is at stake. The first risk relates to global trade, par-
ticularly the integrated supply chains and countries’ abilities
to exploit economies of scale. Imposing tariffs will hamper
EU companies’ abilities to engage globally and, in turn, their
production. This will have knock-on effects in their busi-
nesses domestically and ultimately consumers will face
high prices and possibly less choice.

Beyond trade however, there is a risk to the global rule
book; in other words, multilateralism. If the US defies, from
the position of leadership, the rules agreed upon in the
World Trade Organization (WTO), it will threaten the validity
and the legitimacy of the WTO. The EU has always defend-
ed multilateralism as a way of allowing all countries, small
and big, to engage globally. A changing US position in this
respect requires the EU stepping up its efforts to preserve
and support the WTO.

1 Z.Lu, J.J. Schott: How Is China Retaliating for US National Secu-
rity Tariffs on Steel and Aluminum?, Peterson Institute for International
Economics, 9 April 2018, available at https://piie.com/research/piie-
charts/how-china-retaliating-us-national-security-tariffs-steel-and-
aluminum.

2 C.P. Bown, M. Kolb: Trump’s Trade War Timeline: An Up-to-Date
Guide, Peterson Institute for International Economics, 23 August
2018, available at https:/piie.com/blogs/trade-investment-policy-
watch/trump-trade-war-china-date-guide.

3 European Commission: European Commission reacts to the US re-
strictions on steel and aluminium affecting the EU, Press release, 31
May 2018, available at http://europa.eu/rapid/press-release_IP-18-
4006_en.htm.

4 C.P.Bown, M.Kolb, op. cit.

5 M.Demertzis, A. Sapir, G. Wolff: Europe in a New World Order,
in: Wirtschaftsdienst, Vol. 98, No. 13, 2016, pp. 24-30.
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In its response to what appears to be a changing global world
order, the EU needs to answer two questions: first, how to
react directly to the US tariffs in ways that will minimise eco-
nomic costs. Second, how to ensure that US violations of
global rules do not jeopardise the global multilateral system.®

In the following section, we demonstrate that not only does
the EU have no option but to retaliate, but it is also the best
way to protect itself. Then we provide a summary of the
theory and evidence of the price of trade wars. This is nec-
essary to fend off arguments that trade wars have winners.
We then summarise our views on the concrete steps that
the EU needs to take and provide a conclusion.

Trade wars are harmful: An illustration

We will now use a simple theoretical example to describe
the threat of a trade war and demonstrate how the EU ar-
rives at a credible response.

Let’s say that two parties, the US and the EU, engage in
trade with each other. While this is not equal to world trade,
it is very relevant for world trade given their size. If they both
comply (cooperate) with international law that promotes
free trade, they both have access to big markets which they
split. This is a simplifying assumption to help exposure but
also to reflect that the two are similar in size.

If one of them decides to impose trade sanctions, such as
tariffs, it captures a bigger share of the market by prohibit-
ing imports, provided these sanctions are unilateral. If both
parties impose sanctions, trade collapses and both parties
lose a lot. Table 1a shows the pay-off matrix.

The numbers here are neither representing real economic
values, nor reflecting true preferences. They are chosen to
reflect what we believe to be realistic outcomes, namely:

1. The ‘good’ outcome for both parties is when countries
trade with each other (1,1);

2. Yes, there is an incentive to deviate from the agreements
—but only provided the other does not: (2,0) or (0,2); and

3. The worst outcome is really very bad, as it makes trade
collapse — hence (-10,-10) and not just, say, (-1,-1).

What is interesting about this game is that the ‘good’ out-
come (1,1) is not immediately attainable. The fact that we
all agree 2 is bigger than 1 implies that both parties would
prefer to achieve 2, if they possibly could. What is not so
obvious is how to get there, as for one partner to achieve 2

6 Ibid.
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Table 1
Game modelling the threat of trade wars: Respecting
agreements is beneficial

1a. Matrix of pay-offs 1b. Matrix of likelihoods

EU Cooperate Sanction Cooperate Sanction
us
(1011 (10/11) = (10/11)* (1/11) =
e 2 2 400/121 10/121
. ~ ( Y (10/11) = ( ) (1/11) =
Elilell 0 10 S0 1121

Note: Light grey numbers are pay-offs for the US and green numbers
are pay-offs for the EU. Probabilities add up to one to exhaust all possible
outcomes.

the other must achieve 0, and that is not desirable. In other
words, for the US to gain from imposing sanctions, the EU
must acquiesce, i.e. not follow suit. The EU however, given
its own pay-offs, might think otherwise.

A way of moving away from this possibly indeterminate out-
come is by looking for likely actions, instead of actual ones.
This is equivalent to moving from what are known as pure to
mixed strategies.”

We show in Table 1b that — given the numbers in Table 1a
that are arbitrarily chosen — both partners recognise that
they should cooperate 10 out of 11 times and impose sanc-
tions only 1 out of 11 times. In other words, despite their
desire to get to 2, they also recognise that -10 is a really bad
outcome that should be avoided as much as possible!

Based on Table 1b the game predicts:

1. The good outcome is the most likely outcome (100/121).
And it is indeed a very likely outcome. In other words,
countries cooperate and they do so most of the time.
This is a very important prediction. Countries recognise
that respecting agreements is beneficial and they pursue
this course, even if there are incentives to deviate.

2. The bad outcome is a very unlikely outcome (1/121). This
follows naturally from the first point. Trade partners do
not resort to mutual sanctioning because they realise
that the losses for all are enormous.

3. The bad outcome, however, is not a zero-probability out-
come. This is how sanctions work. You need to have the
threat of sanctions to impose discipline, but they need
to be applied as rarely as possible or everybody loses.

7 Derivations to this game in pure form as well as mixed strategy are
provided in detail in Box 1.

But we need to appreciate the fact that this outcome still
exists; if it did not, cooperation would not have been a
credible strategy.

4. Lastly, either party may achieve its most preferred out-
come (2,0) or (0,2). So, temptation to deviate exists, but
again this is an event with a small probability — (10/121)
twice.

If this game were played repeatedly — which, of course, it
is — a player would gain an advantage from getting a repu-
tation for being aggressive. However, if both players adopt
such a strategy, the outcome is very destructive.

But let’s walk through this argument further. Mr. Trump has
gone out of his way to argue that open trade has been dam-
aging to the US and that restricting it would help protect US
interests. How does the matrix of pay-offs change?

The US announces that it will impose sanctions. In the lan-
guage of the game it is equivalent to saying that the US
has very little to lose by doing so. The pay-offs are now
asymmetric in favour of the US. This means that their loss
is much smaller, by comparison, to that of the EU. The log-
ic of this threat can be captured by reducing the losses
for the US in the worst outcome (i.e. less to lose: from -10
to -1) as shown in Table 2a with a matrix of pure form pay-
offs.

How likely are the two countries to pursue either of the two
options now? According to Table 2b, we find that the EU
now imposes sanctions in one out of every two times! Com-
pare that to one out of 11 times in the previous game (see
table 1b). The fact that the US has declared that it has very
little to lose, has forced the EU to impose sanctions a lot
more often than otherwise.

In other words, the EU now pursues the ‘wrong’ strategy
more frequently than before and has become an ‘aggres-
sor’ itself. By implication, the possibility of world trade col-
lapsing is very real and no longer an unlikely outcome. In-
terestingly, the US still pursues its policies with the same
probabilities as before.

Here is a summary of how the game has now changed:

1. The good outcome occurs now less than half of the time
(10/22). This is a very big reduction when in the previous
game it was a very likely outcome (100/121). Free trade
(cooperative outcome) is therefore now less likely than all
the other alternatives combined.

2. The EU forces the US to cooperate by sanctioning more
often (10/22). That is, of course, the reason for the EU
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Table 2
Game modelling US trade policy threats: EU must
effectively match the threat with actions

2a. Matrix of pay-offs 2b. Matrix of likelihoods

EU Cooperate Sanction Cooperate Sanction
us
o2y = Qo) @2) =
EERESE 3 2 o2 10/22
. B (2= (17 (172) =
Sanction ,0 ,-10 1/22 122

Note: Light grey numbers are pay-offs for the US and green numbers
are pay-offs for the EU. Probabilities add up to one to exhaust all possible
outcomes.

sanctioning. So, the EU gets the 2 more often than previ-
ously.

3. However, free trade ends more frequently, too. The prob-
ability of everyone sanctioning is now 1 out of 22 when
it was 1 out of 121 previously. This is the definition of an
escalation.

Known as the game of chicken, this predicts that as the op-
ponent becomes more aggressive, retaliation is the only
way to stay in the game — and all the more so as the op-
ponent becomes more aggressive. Indeed, by being more
aggressive itself, the EU gets either 1 (10 out of 22) or 2 (10
out of 22), that means most of the time (20 out of 22) the EU
gets a good outcome.®

This implies that as the US threatens to impose sanctions,
the EU must effectively match the threat with actions. And
this is true irrespective of whether the US actually has less
to lose. In fact, the rhetoric will have us believe that the
corresponding number (-1) should even be positive® — not
negative at all — or it is just bluffing. Taking action is the only
way for the EU to avoid ending up in the position of having 0
all the time and instead occasionally claiming 2 for itself in-
stead of the US claiming 2 all the time. In the process, how-
ever, free trade is in very real danger of collapsing.

8 The expected payout in the free world trade scenario for both the US
and the EU is 0.91. In the aggressive scenario the expected outcome
for the EU is still 0.91 but for the US it drops to 0.5. See Box 1 for
details. This is a credible response from the part of the EU because
it maintains the same expected payout and it forces the US to pay a
price. It is therefore difficult to understand the US threat as it is not
within the realm of the rational.

9 J. Cox: White House official Navarro: US can institute tariffs without
causing a global trade war, CNBC, 15 March 2018, available at https:/
www.cnbc.com/2018/03/15/white-house-official-navarro-us-can-
institute-tariffs-without-causing-a-global-trade-war.html.
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This is why the rhetoric that is coming out of Washington is
not just an act of protectionism that distorts bilateral trade;
it is a threat to the global multilateral system as it induces
retaliatory aggression.”® And this is why the EU has impor-
tant reservations: it wants to act as a defender of the multi-
lateral system. But as we show, an air of appeasement can
be tantamount to admitting defeat.

Trade wars are harmful: Theory and evidence

Apart from the game strategy, economic theory and empiri-
cal evidence confirm the detrimental effects of trade wars.
Economic theory suggests trade wars make countries
worse off for three major reasons. First, tariffs (or equiva-
lent forms of protectionism) make imported goods more
expensive and therefore reduce the purchasing power of
consumers. Second, tariffs on intermediate goods (such
as steel and aluminium) increase production costs. If firms
can pass on the higher costs in product prices, consum-
ers bear the entire cost of the tariffs." Third, retaliation by
foreign trade partners reduces external demand for do-
mestic products, decreasing output.”> Overall, trade wars
are expected to decrease output by lowering the volume
of trade and increasing prices. These adverse effects are
widely considered to outweigh any positive effects of pro-
tectionist measures.”® Consequently, theory suggests that
trade wars, especially on a global scale, reduce welfare for
all those affected.

The negative impact of protectionism on trade volumes is
illustrated by the IMF’s update to its April 2018 World Eco-
nomic Outlook (WEO) report.* The update incorporates
escalating trade tensions, and reduces the earlier global
trade volume growth forecast until 2020 by 0.5 percent-

10 F. Chiacchio: Trade war: How tensions have risen between China,
the EU and the US, Bruegel, 15 May 2018, available at http://bruegel.
org/2018/05/trade-war-how-tensions-have-risen-between-china-
the-eu-and-the-us/.

11 Z. Kutlina-Dimitrova, C. Lakatos: The Global Costs of Protec-
tionism, Policy Research Working Paper No. 8277, World Bank Group,
2017.

12 A. Berthou, C. Jardet, D. Siena, U. Szczerbowicz: Quanti-
fying the losses from a global trade war, Banque de France, 19 July
2018, available at https://blocnotesdeleco.banque-france.fr/en/blog-
entry/quantifying-losses-global-trade-war.

13 In particular, a large country with sufficient market power may be
tempted to impose protectionist measures to reduce the price of
its imports (thereby improving its terms of trade) and to encourage
companies to move its operations to that particular country. This is
however ultimately counter-productive. See S. Jean, P. Martin, A.
Sapir: International Trade Under Attack: What Strategy for Europe?,
Les notes du conseil d’analyse économique No. 46, French Council of
Economic Analysis, July 2018.

14 See International Monetary Fund (IMF): World Economic Outlook, Up-
date July 2018: Less Even Expansion, Rising Trade Tensions, Wash-
ington, D.C. 2018, IMF.
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Box 1
Mixed strategies equilibria

In the ‘game of chicken’ there are no dominant strategies, and although one might think that (Cooperate, Cooperate) is the right out-
come, it is not a Nash equilibrium (in pure form). In other words, it is not the best response once we have accounted for everyone’s action.

From Table 1a, there are two pure form strategy Nash equilibria: (Cooperate, Sanction) and (Sanction, Cooperate) and none of them
is the ‘good’ outcome.

EU
,C >< IS Nash
.S ,C Nash
The two equilibria are indistinguishable in value terms, so how is the game decided? To find out, we need to move to likely actions

in order to assess likely outcomes (mixed strategies).

The mixed strategy equilibrium is determined in the following way: What does the US stand to gain if it Cooperates? This depends
on what the EU does. We calculate that as follows:

E(V)cU = pe™* 1 + p,*
And what does the US stand to gain if it were to impose Sanctions?
E(V)"® =P 2 + p™ ™ (-10).
If the US had a higher expected value from one strategy, it would simply pursue it! The US would want to Sanction but the EU
would have to Cooperate for the US to get 2. The EU in turn, would want the US to Cooperate so that it could sanction and itself

get 2. But watch how the US expected values depend on the probability that the EU pursues its own strategies.

The US would want to naturally Sanction more but the EU is applying its probabilities to prevent that. The mixed strategy equilib-
rium is when the expected values are equal.

This implies that: EW)E = FV) S,

C S

and P 1+ P 0 =p U 2 + p U (-10).
Rearranging this expression and remembering that (p,® + p® = 1) gives:
P = 10pg™,
and therefore pY =10(1 - p&) — pY = 10/11, p &Y = 1/11.

The mixed strategy equilibrium implies that the EU Cooperates with a probability of 10/11 and Sanctions with a probability of 1/11.
The game is symmetric in the pure form pay-offs, so that the same mixed strategy is applied by the US. In other words,

E(V), = 1+ “0
E(V) & = 2+ *(-10),
which leads to p,"S = 10/11, p s = 1/11.

Table 1b summarises the probabilities of different events happening that can be used to calculate the mixed strategy equilibrium.

And to calculate the expected pay-offs, we would need to multiply the outcomes with their respective probabilities.
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EV (free trade) = 1*(100/121) + 2*(10/121) + 0*(10/121) + (-10) * (1/121) = 0.91
EV_ (free trade) = 1*(100/121) + 2*(10/121) + 0*(10/121) + (-10) *(1/121) = 0.91

Modelling US trade policy threats
The game is played as follows: the US announces it will impose sanctions. And the way this is announced is by effectively arguing
that they have very little to lose by doing so. This means that their loss is much smaller when the bad outcome arises (this is the

only credible threat).

The logic of this threat can be captured by reducing the losses that the US gets in the very worst outcome (i.e. less to lose: from
-10 to -1). The table of pure form pay-offs can then be described as found in Table 2a.

The pure strategy equilibria are the same again: (Cooperate, Sanction) and (Sanction, Cooperate).

,C >< .S Nash
S ,.C Nash
And again, there is no welfare criterion for choosing between the two. This pushes the game to the mixed-strategy domain.

The mixed strategy equilibrium is determined in the following way.

E(V)CUS — chU 14 pSEU *
E(V)US = P=*2 + P * (1),

The EU needs to mix strategies so that the US’ expected value from each pure strategy is the same. This implies that:
E(V)CUS — E(V)SUS
or, PV 1+ p U 0 =p U 2 + p U (1)
poEU — ZpCEU _ pSEU
pSEU — 2pCEU - chU
P = p Y =1/2.
What about the US?
E(V)CEU — pous* 1+ psus*o
E(V)® = pUs*2 + pUs* (-10),

and pUS*1 + pUs*0 = p Us*2 + p US*(-10),

which leads to
p.s = 10/11, pYs =1/11.

The US still plays the strategies with the same probabilities. The US is still Sanctioning as rarely as it did before.

What has changed is that the EU is pursuing the Sanctioning strategy a lot more often and as a result the world is now a very dif-
ferent place! Table 2b summarises the probabilities of different events happening as well as the mixed strategy equilibrium.

And to calculate the expected pay-offs, we would need to multiply the outcomes with their respective probabilities.

EVUS(trade wars) = 1*(10/22) + 2*(1/22) + 0*(10/22) + (-1)*(1/22) = 0.5
EVEU(trade wars) = 1*(10/22) + 2*(10/22) + 0*(1/22) + (-10)*(1/22) = 0.91
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age points.” Similarly, for advanced economies, the growth
forecast until 2020 is adjusted downwards by 0.7 percent-
age points. Further, Bown estimates that the US’ Section
232 tariffs on steel (25%) and aluminium (10%) will result in
global trade losses of 14.2 billion USD per year, including
2.6 billion USD for the EU.'®

In the literature, lower global trade volumes are generally
found to hurt global welfare. The IMF, for example, employs
the Global Integrated Monetary and Fiscal Model (GIMF) to
study the effect of a 10% increase in global import prices."”
The result is an accumulated decrease in global trade vol-
umes by 15% and in global output by 1.75% after five years.
Also using the GIMF, Berthou et al. find that a generalised
10 percentage point increase in global tariffs decreases real
world GDP by one percent after two years."® Furthermore,
Berthou et al. note that the GDP losses may be larger if the
higher tariffs lead to:

e areduction in productivity, due to an inefficient realloca-
tion of factors of production;

e anincrease in the cost of capital due to greater actual or
perceived borrower risk; or

e a decrease in investment demand, because firms de-
lay investment decisions as a result of a more uncertain
business environment.™

Studies have also shown the negative impact of protec-
tionism on individual trading parties. For instance, ac-
cording to the OECD, an increase in trade costs by 10
percentage points on all goods (but not services) in Chi-
na, Europe,?® and the US reduces world GDP by -1.4%,
China by -1.7%, Europe by -1.8% and the US by -2.2%.?"
Moreover, Kutlina-Dimitrova and Lakatos explore two sce-
narios: a global reversal to most-favoured nation ratesand
a global increase of tariffs to bound rates,?? both of which
are coupled with an increase in the cost of traded services

15 The growth forecasts are relative to a 2017 baseline. The forecasts
for 2018 and 2019 were adjusted downwards by 0.3 and 0.2 percent-
age points respectively, implying that the total adjustment until 2020
is -0.5 percentage points.

16 C.P. Bown: Trump’s Steel and Aluminum Tariffs: How WTO Retalia-
tion Typically Works, Peterson Institute for International Economics,
5 March 2018, available at https:/piie.com/blogs/trade-investment-
policy-watch/trumps-steel-and-aluminum-tariffs-how-wto-retalia-
tion-typically.

17 International Monetary Fund (IMF): World Economic Outlook 2016,
Subdued Demand: Symptoms and Remedies, Washington, D.C.
2016, IMF.

18 A.Berthou, C.Jardet,D.Siena,U.Szczerbowicz, op. cit.

19 Ibid.

20 Europe is defined as the EU, Norway and Switzerland.

21 OECD: General Assessment of the Macroeconomic Situation, OECD
Economic Outlook, Vol. 2016, No. 2, Paris 2016, OECD Publishing.

22 Specifically, the first scenario assumes the abolishment of tariff com-
mitments from all existing trade agreements and unilateral preferen-
tial schemes.

by three percent.? In each scenario, the higher tariff rates
decrease the trade volumes and income of all trading
regions. Further, Ossa estimates Nash tariffs (i.e. tariffs
that would arise in a world trade war with optimal retali-
ation) and their impact on welfare with a multi-country,
multi-sector general equilibrium model.?* In their most
comprehensive scenario,® all trading partners’ welfare is
reduced:?® the world (-2.9%), China (-3.4%), the EU (-2.2%)
and the US (-2%)).

The adverse consequences of trade wars are further-
more illustrated by the quantitative analysis of Vicard,?
which is used to underpin recommendations for the EU’s
trade strategy in Jean et al.?® Vicard simulates two types
of global trade wars on manufacturing goods: (1) a full-
scale war, characterised by a 60-percentage point tariff
increase everywhere except within the EU, and (2) a limited
war, whereby a 60-percentage point tariff increase is ap-
plied everywhere except within the EU and between coun-
tries with bilateral agreements. An interesting result is that
the economic losses of the three largest trading entities
(China, the EU and the US) are similar in magnitude. In a
full-scale war, real GDP would permanently decrease by
around three percent for China and the US, and four per-
cent for the EU. In a limited trade war, the real GDP losses
would amount to approximately three percent for China
and the EU, and two percent for the US. Jean et al. note
that the economic losses are likely even larger for smaller
countries, as they are more susceptible to disruptions in
international trade.

The EU’s reaction: Taming the threat, preserving
multilateralism

The greatest challenge for the EU in trying to identify an op-
timal response is understanding the motives behind the US
strategy.

At some level, the Trump administration with its “America
First” motto is continuing an earlier trend of withdrawing the

23 Z.Kutlina-Dimitrova, C.Lakatos, op. cit.

24 R. Ossa: Trade Wars and Trade Talks with Data, in: American Eco-
nomic Review, Vol. 104, No. 12, 2014, pp. 4104-4146.

25 Ossa calculates separate Nash tariffs for each industry, and takes the
median for each country. The Nash tariffs for China, the EU and the
US are 62.9%, 69.4%, 56.6% respectively, while the average Nash
tariff is 63.4%.

26 In Ossa, welfare is called ‘government welfare’ and is defined as the
weighted sum of welfare across industries and countries, where the
weights reflect the government’s preference for each industry.

27 V. Vicard: Une estimation de I'impact des politiques commerciales
sur le PIB par les nouveaux modeles quantitatifs de commerce, Focus
du conseil d’analyse économique no. 22, French Council of Economic
Analysis, July 2018.

28 S.Jean,P.Martin, A.Sapir, op. cit.
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US from its role as world leader.? It was during the Clinton
administration (1993-2001), when the question of “What’s
in it for us?” first arose in terms of “regaining competitive-
ness”. However, the current US rhetoric, and more recently
policies, are not only a threat to others but evidently also
self-harming.®® What is the rationale behind such deci-
sions? How should the rest of the world react to not only the
withdrawal of the US but actually to US economic aggres-
sion? And what are the dangers that the global economy
faces in the process?

A big part of the answer to all these questions depends on
how the rest of the world responds to US trade tariffs. In a
speech on 19 July 2018, Cecilia Malmstrom, the European
Commissioner for Trade, delineated the EU’s response to
the US steel and aluminium tariffs that consists of three
parts.®! First, the EU has challenged the US tariffs in the
WTO. Secondly, in line with its rights under WTO rules, the
EU has developed a list of products on which it might ap-
ply balancing tariffs on imports from the US. Importantly
though, most tariffs might only apply after three years as a
result of WTO rules. Finally, the EU has implemented safe-
guards to prevent steel and aluminium redirected from the
US from distorting the EU market and undermining EU pro-
ducers. Overall, the EU’s response was described by Ms.
Malmstrém as “reasonable, proportionate and in accord-
ance with international rules”.®?

In our view, an EU response to US protectionism should be
guided by the following:

1. The EU cannot prevent an escalation but it can contain
it. In a recent opinion piece, Dani Rodrik argued that for
the costs of a global trade war to materialise following
US tariffs, others need to retaliate.®® If the world does
not respond aggressively, global trade will not suffer.
We have shown that if that is the case, then the EU will

29 J.N. Bhagwati: The Diminished Giant Syndrome, in: Foreign Af-
fairs, Vol. 72, No. 2, 19983, pp. 22-26. Baghwati argues that this is not a
characteristic of the US only. Previous world hegemons pursue “my-
opic and self-indulgent ... ‘what’s in it for us’ economic policies in the
world arena”, which end up undermining their roles as world leaders.

30 L. Summers: Donald Trump’s trade policy violates every rule of

strategy, Financial Times, 4 June 2018, available at https:/www.

ft.com/content/4eda86ec-67da-11e8-aeel-39f3459514fd and B.

Eichengreen: The Economic Consequences of Trump’s Trade War,

Project Syndicate, 12 July 2018, available at https://www.project-syn-

dicate.org/commentary/economic-consequences-of-trump-trade-

war-by-barry-eichengreen-2018-07.

European Commission: Transatlantic Trade in Turbulent Times -

Speech by Cecilia Malmstrom, European Commissioner for Trade,

19 July 2018, Brussels, available at http://europa.eu/rapid/press-re-

lease_SPEECH-18-4604_en.htm.

32 Op. cit.

33 D. Rodrik: How To Avoid a Trade War, Project Syndicate, 10 July
2018, available at https://www.project-syndicate.org/commentary/
china-europe-reaction-trump-trade-tariffs-by-dani-rodrik-2018-07.
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incur substantial losses. More importantly, in our view,
it will legitimise the violation of global rules — a fact that
will seriously jeopardise the EU’s position as defender of
the global multilateral system. We find a “proportionate”
response the only rational answer that recognises both
the risks of inaction, as well as of a full-fledged trade war.
To this end, the EU needs to have tools in place that can
be deployed bilaterally against the US.

2. The EU needs to establish deeper economic relations
with the rest of the world. This involves China but also
other partners. The recent trade agreements with Japan
and Canada are ways of benefiting from, but importantly
maintaining, open trade on a global scale.

3. Follow the current WTO rule book. As the Commissioner
says, imposing sanctions that are according to interna-
tional rules is crucial to protecting multilateralism. How-
ever, some of the criticism coming from the US regard-
ing the rules is not unjustified. This is why it is important
that the EU, at the same time, helps build consensus on
reforming parts of the WTO. The European Commission
has already put forward a proposal on this issue and
should encourage efforts to correct inefficiencies of the
global governance system.%*

4. Continue efforts to communicate that trade is not a zero-
sum game. Part of the language of diplomacy should,
in our view, argue what many have already argued: that
trade is not a zero-sum game.®® And where there may ap-
pear to be short-term gains from raising tariffs (like our in-
dicative game had assumed), at the end of the day, every-
one loses. Multilateralism should be about engaging with
all in order to establish and implement rules that promote
international cooperation and a more equitable distribu-
tion of value created.

Conclusions

The rhetoric, and more recently also actions, of the cur-
rent US administration on trade and the global multilateral
system are a real threat to the process of globalisation.
While the costs are not immediate, they will materialise
and they will be hard to revert. Importantly, they are shak-
ing a long-standing alliance, on which the post-war era is
based.

34 European Commission: WTO - EU’s proposals for WTO moderni-
sation, Note for the Attention of the Trade Policy Committee, Brus-
sels, 5 July 2018, available at http://www.borderlex.eu/wp-content/
uploads/2018/07/2018-07-17-EU-REFORM-PROPOSALS-WTO.pdf.

35 D. Irwin: Why Trade Is Not a Zero-Sum Game, Columbia Business
School, 11 October 2016, available at https:/www8.gsb.columbia.
edu/articles/chazen-global-insights/why-trade-not-zero-sum-game.
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At the same time, given that many agree that recent actions
are ultimately self-harming, it is still not clear what the final
objective of US actions really is. It would therefore not be in
the EU’s interest to abandon this alliance in favour of others.
This is especially the case as China, the third global econ-
omy, has a very different view of how the economy works,
a fact on which the US and the EU agree. Nevertheless, US
actions have put the EU in an awkward position.

While it is crucial to continue efforts to revert some of the
antagonism that the US has shown, the EU also needs to

protect itself. As a continent that is very integrated in trade
and financial terms, US actions do leave the European
economy exposed and vulnerable. This is why it is impor-
tant to have credible tools that can be implemented in real
time and expose the real costs of trade hostility. At the same
time, the EU needs to expand its trade with other countries,
protecting the gains from open trade. Lastly, the EU needs
to encourage reform of the global rule book, the WTQO, in
order to ensure equal access for all. This is important if we
are going to have more equally apportioned gains from free
trade across the world.
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