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Tariffs, Trade Deficits & Surpluses:
Understanding Their Role in the Economy

With all the talk about Tariffs and Trade Deficits going on, a review on what they are, how they work, and
understanding their role in the economy—

What Are Tariffs?

At its core, a tariff is a tax imposed by a government on imported goods. When a country places a tariff on
foreign products, it increases the cost of those goods for importers, retailers, and ultimately, consumers.
Why do countries use tariffs?
Tariffs serve several purposes:
1. Protecting Domestic Industries: Tariffs can help domestic producers compete with lower-cost foreign
goods (U.S. International Trade Commission, 2023).
2. Generating Government Revenue: Particularly in lower-income countries, tariffs can be a significant
source of government income (World Bank, 2021).
3. Political Leverage: They may be used strategically in trade negotiations or to respond to unfair practices
like dumping or subsidies (Office of the U.S. Trade Representative, 2022).
However, tariffs also have downsides. While they may benefit specific domestic industries in the short term,
they often lead to higher costs for manufacturers and consumers, reduced efficiency, and retaliation from
trading partners (Congressional Budget Office, 2021).

Understanding Trade Deficits and Surpluses

A trade deficit occurs when a country imports more goods and services than it exports. In contrast, a trade
surplus happens when a country exports more than it imports.

Are trade deficits bad? Not necessarily.

Nobel laureate economist Paul Krugman has argued that trade deficits are not inherently harmful and
often reflect strong domestic demand or investment inflows (Krugman, 2018, New York Times). Still,
persistent deficits can raise concerns about competitiveness and long-term debt accumulation.

Conversely, countries like Germany and China that run consistent surpluses may face international pressure
to open their markets or revalue their currencies (IMF, 2023).

How Tariffs Influence Trade Balances

Governments sometimes turn to tariffs to correct trade imbalances. The idea is that by discouraging
imports, tariffs will reduce the trade deficit. But in reality, the outcome is often more complex.

A 2019 report by the Peterson Institute for International Economics found that U.S. tariffs on China
had a limited effect on the overall trade deficit, as imports simply shifted to other countries rather than
decreasing altogether (Bown, 2019).

Additionally, global supply chains mean tariffs affect more than just the target country. For instance, U.S.
tariffs on Chinese electronics also impacted American companies that source components globally
(Bloomberg, 2020).

The Broader Economic Impact
Tariffs, trade deficits, and surpluses don't exist in a vacuum. They ripple through the economy in multiple
ways:

1. Consumer Prices and Inflation
Tariffs generally lead to higher prices. The Federal Reserve Bank of New York estimated that U.S. tariffs
during the China trade war cost the average American household roughly $831 per year due to higher
prices (Furman et al,, 2019; NY Fed, 2020).
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2. Employment and Industry Protection
Short-term gains in employment may be offset by long-term
inefficiencies. The Tax Foundation found that tariffs implemented in 2018
and 2019 led to net job losses, particularly in export-dependent industries
(Tax Foundation, 2020).

3. Investment and Business Planning
Uncertainty over tariffs can reduce business investment. A 2019 survey by
the National Association for Business Economics showed that nearly 75%
of U.S. firms reported negative impacts from trade policy uncertainty
(NABE, 2019).

4. International Relations and Global Growth
The World Trade Organization (WTO) and the International Monetary Fund
(IMF) have both warned that escalating trade tensions could reduce global
GDP by as much as 0.8% annually if left unresolved (IMF, 2019).

Lessons from Recent History

The U.S—-China trade war that began in 2018 is a notable case study. The
Trump administration imposed tariffs on more than $360 billion in Chinese
goods, and China retaliated with duties on $110 billion of U.S. products
(Council on Foreign Relations, 2022).

Although the U.S. trade deficit with China narrowed slightly, the overall
trade deficit remained high—shifting imports to other nations like Vietnam
and Mexico (U.S. Census Bureau, 2021).

American farmers bore the brunt of retaliation, particularly soybean
producers, prompting the U.S. government to provide over $28 billion in aid
to affected farmers between 2018 and 2020 (USDA, 2020).

Meanwhile, studies found that the tariffs did little to boost U.S.
manufacturing. A paper by the National Bureau of Economic Research
(NBER) concluded that while targeted industries saw brief relief, overall
manufacturing employment declined due to higher costs and retaliatory
tariffs (Fajgelbaum et al., 2020).

So, What's the Right Approach?

While tariffs may be effective in specific cases, they are a blunt instrument.
More sustainable strategies for improving trade balances and supporting
domestic industries include:
- Investment in education and innovation, to make industries more
competitive.
- Trade agreements that ensure fair access to foreign markets while
protecting sensitive sectors.
- Domestic reforms to boost productivity and reduce regulatory burdens.
- Diversifying exports to high-value sectors like technology, services, and
clean energy.

Conclusion

Tariffs, trade deficits, and trade surpluses reflect deeper dynamics in the
global economy. While trade deficits can be a symptom of overconsumption
or loss of competitiveness, they also reflect investment flows and consumer
strength. Similarly, tariffs may help some domestic industries in the short
run but often come with wider economic costs.

The key is balance—policies that strengthen domestic capabilities while
engaging constructively in global trade. In today's interconnected world,
sustainable growth depends not on isolation, but on smart, forward-looking
trade strategies.
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