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The Tariff Domino Effect on Global Markets 

The global macroeconomic landscape is undergoing significant changes, with potential policy shifts such 

as broad tariff impositions under the Trump administration at the forefront. This analysis discusses the 

implications of such measures on global trade, interest rates, the U.S. dollar, and global growth, highlighting 

both challenges and opportunities in a volatile environment. 

A Dynamic Decade: From Dull to Disruptive 

The last few years have been markedly more interesting from a macro standpoint than the “dull” 2010-2020 

decade of zero interest rates and quantitative easing.  Looking ahead, it is evident that the macro landscape 

is poised for even greater transformation as macro catalysts abound from almost every angle. Yet, not all 

of these developments will be welcomed by markets: many expected geopolitical and macroeconomic 

policy shifts have the potential for being extremely disruptive while others can be very positive, for growth 

in particular. Crucially, most of these policy changes represent “tradable” events, where there are 

opportunities to forecast and structure trades around them.  

 

One of the most impactful policies anticipated under Trump’s forthcoming administration is the broad 

imposition of tariffs on imports. Trump has consistently articulated his intention to significantly raise tariffs, 

a move which will undoubtedly have profound implications on international trade, currency valuations, 

monetary policy, and geopolitics. As his Cabinet takes shape, it becomes increasingly clear that Trump 

intends to deliver on these promises with tariffs likely exceeding expectations.  

 

It is important to note that tariffs under Trump are not unprecedented. Under the previous Trump 

administration, the U.S. implemented five rounds of tariff increases on Chinese imports between July 2018 

and September 2019, with China responding with its own retaliatory tariffs. In terms of magnitude, U.S. 

tariffs increased by approximately 20%, which was applied to just 17% of total U.S. imports. Since imports 

were roughly 15% of GDP, we can also represent this as a 20% tariff affecting 2.5% of GDP. However, the 

proposals being floated by both Trump and some of his key advisors now suggest a much larger scale, 

targeting a broader range of imports with significantly higher rates. The current proposal will apply to most 
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imports, not only those coming from China, and the level will be much higher, close to 60% on China and 

10%-20% on imports from other nations. This represents a marked escalation, roughly equating to a 20% 

tariff increase on 16% of GDP.  This is about 7 times larger than the previous episode.  

 

Implications of the Looming Tariff Escalation 

The implications of these trade policies demand close attention. The theory of international trade is 

fascinating not the least because many results can be counterintuitive. For instance, the Lerner Paradox 

shows that under certain reasonable conditions, tariffs can deteriorate rather than improve the terms of 

trade on the imposing nation. These paradoxes highlight that trade measures trigger a broader set of 

reactions and counter-reactions, and simply analyzing the initial impact of a measure can be misleading. 

Hence, we need to consider both the direct and the indirect impact of the tariffs.   Working under the 

assumption of a 60% tariff on China and a 15% tariff on the rest of the world: 

 

1. Impact on Inflation and Federal Reserve Policy: During the 2018-2019 period, most tariff increases 

were passed on to consumers. Given the magnitude of the current proposals, foreign (non-U.S.) 

exporters and domestic (U.S.) importers might absorb some of the costs.  However, a large share will 

undoubtedly pass on to consumers. If we do get a situation like 2018-2019, with an almost complete 

consumer pass through, core PCE could increase by as much as 1.2% (this includes the assumption that 

the U.S. dollar appreciates due to tariffs, otherwise the increase would be 1.5%). If such an increase 

materializes, we can see core PCE back to a 4% level. While tariffs are a one-off event (as the 

administration will not keep increasing them every year), we cannot fairly classify this episode as 

“inflation”. However, consumers do not discriminate between temporary or not; they simply perceive 

higher prices. The key here, and very relevant for the monetary policy response, is whether this increase 

influences inflation expectations. This brings a fascinating policy dynamic for the Federal Reserve. The 

Fed was badly burnt by the 2021-2022 fiasco of having characterized the massive surge in inflation as 

transitory. Will the Fed once again risk calling the surge in inflation transitory? Even if textbooks say 

that should be the case, the Fed might want to be pre-emptive and hike in the face of very elevated 

PCE.  

 

Another fascinating aspect is in the realm of game-theory. If Powell is challenged by Trump not to 

increase rates, will Powell feel that he will lose all credibility if he does not hike, even if he thinks that 

the price impact is transitory? All in all, tariffs will represent a hawkish shock to U.S. interest rates with 

the Fed cutting much less than what is now priced in or even having to move back to hikes.  

 

2. The U.S. Dollar: Short- and Long-Term Repercussions: Tariffs will have a direct and an indirect impact 

on the dollar, and both are bullish. Indirectly, the switch to a hawkish stance by the Fed is undoubtedly 

dollar positive. Furthermore, foreign central banks will face the opposite of what the Fed will face, i.e. 

deflationary dynamics coming from much weaker exports.  All things equal, we should expect a move 

to a more dovish stance by these banks, adding further upward pressure to the U.S. dollar.  
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The direct effects are also dollar positive. The imposition of tariffs should have no effect on the balance 

of payments in the long run as the current account depends on the savings-investment relationship 

which is mostly unaffected by tariffs. The expected long-run adjustment to a tariff increase is an eventual 

reduction in exports along with imports that keeps the balance of payments unchanged. But in the short 

run (one-to-two-year horizon), there will be a reduction in domestic demand (U.S. based demand) for 

foreign currency as the U.S. will be importing fewer goods.  This will push the dollar further up. All in, I 

expect a significant appreciation of the dollar if tariffs increase as expected. 

 

3. Global Growth Under Pressure: In the short run, U.S. growth might tick up, but more importantly the 

tariffs should be a negative impulse for global growth. China and Europe, already both in quasi-

recessionary conditions, may be severely affected. Another dynamic aspect to consider is that of 

multiple retaliations. China retaliated each time that tariffs were imposed back in 2018-2019, and this 

can clearly happen again now. Furthermore, this trade war will heighten the already charged geopolitical 

environment. Tariffs do create a high degree of uncertainty (see graph below) beyond just trade 

uncertainty that should negatively weigh on growth, including the potential to weigh on U.S. growth. 

As the graph shows, we are already in a much more volatile environment, with this uncertainty likely to 

get worse before it gets better. 

 

Trade Policy Uncertainty Index 

 
            Source: Dario Caldara, Matteo Iacoviello, Patrick Molligo, Andrea Prestipino, and Andrea Raffo  

Final Thoughts 

The proposed tariff increases by the Trump administration represent a significant escalation with far-

reaching consequences. From inflationary pressures and shifts in Federal Reserve policy to the potential 

global economic ripple effects, the implications are both profound and multifaceted. As far as the U.S. dollar 

is concerned, the combination of a more hawkish Fed and dovish foreign central banks, the diminished U.S. 

demand for foreign currency, and heightened geopolitics are all dollar positive. When one considers that 
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other (non-trade related) potential policy measures of the new Trump administration, in particular fiscal and 

immigration policies, will also be dollar positive, it is a natural conclusion that we might face a new super-

dollar era. As policymakers, investors, and businesses navigate these turbulent waters, a nuanced 

understanding of the interconnected macroeconomic dynamics will be essential. These “tradable” events 

underscore the importance of strategic foresight in leveraging opportunities while mitigating risks. 
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 DISCLOSURE 

This presentation includes statements that may constitute forward-looking statements. These statements may be 

identified by words such as "expects," "looks forward to," "anticipates," "intends," "plans," "believes," "seeks," 

"estimates," "will," "project" or words of similar meaning. In addition, our representatives may from time to time make 

oral forward-looking statements. Such statements are based on the current expectations and certain assumptions of 

Graham Capital Management's ("Graham") management, and are, therefore, subject to certain risks and uncertainties. 

A variety of factors, many of which are beyond Graham's control, affect the operations, performance, business strategy 

and results of the accounts that it manages and could cause the actual results, performance, or achievements of such 

accounts to be materially different from any future results, performance or achievements that may be expressed or 

implied by such forward-looking statements or anticipated on the basis of historical trends. 

 

This document is not a private offering memorandum and does not constitute an offer to sell, nor is it a solicitation of 

an offer to buy, any security. The views expressed herein are exclusively those of the authors and do not necessarily 

represent the views of Graham Capital Management. The information contained herein is not intended to provide 

accounting, legal, or tax advice and should not be relied on for investment decision making. 

 

Tables, charts, and commentary contained in this document have been prepared on a best-efforts basis by Graham 

using sources it believes to be reliable although it does not guarantee the accuracy of the information on account of 

possible errors or omissions in the constituent data or calculations. No part of this document may be divulged to any 

other person, distributed, resold and/or reproduced without the prior written permission of Graham. 


