The Market Oracle

Trump Clueless On Trade Tariffs

Steve H. Hanke
June 23, 2019

President Trump doesn’t like U.S. trade deficits. He also doesn’t like migrants flowing into the
U.S. from south of the border. His tariffs and tariff threats are slowing trade and world economic
growth. And this will, in turn, increase the migrant flows into the United States. After all, as
foreign economic activity slows, and more foreigners are either thrown out of work or find their
incomes drying up, they will be motivated to migrate. Trump remains clueless as to why tariffs
fuel migration.

But, that’s not Trump’s only international trade blind spot. He and his cabinet think that U.S.
trade deficits are a problem, and that they are caused by foreign countries that manipulate their
currencies and engage in unfair trade practices. These ideas are wrongheaded.

These misguided ideas have plagued other administrations—even those lead by free-market
presidents, like Ronald Reagan. Indeed, I spent many days, while at Reagan’s Council of
Economic Advisers, trying to defend the President’s free-trade ideas. But, at the end of the day,
the free-trader faction, which was led by the likes of Reagan himself, lost the war. The
protectionists who harbored exactly the same wrongheaded ideas as Trump rolled us.

As my longtime colleague and close friend Bill Niskanen, who was a member of Reagan’s
Council of Economic Advisers, put it in his definitive book: Reaganomics: An Insider's Account
of the Policies and the People (Oxford University Press, 1988):

"Trade policy in the Reagan administration is best described as a strategic retreat. The consistent
goal of the president was free trade, both in the United States and abroad. In response to
domestic political pressure, however, the administration imposed more new restraints on trade
than any administration since Hoover. A strategic retreat is regarded as the most difficult military
maneuver and may be better than the most likely alternative, but it is not a satisfactory outcome."

For those who want even more detail and a confirmation of that provided by Nisknanen, there is
nothing better than the magisterial treatise by Douglas Irwin, Clashing Over Commerce: A
History of U.S. Trade Policy (University of Chicago Press, 2017).

Let’s turn to the simple economics and evidence about the trade deficit that proves why President
Trump’s trade message and protectionist policies are, to put it simply, wrong. In economics,
identities play an important role. These identities are obtained by equating two different
breakdowns of a single aggregate. Identities are interesting, and usually important, by definition.
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In national income accounting, the following identity can be derived. It is the key to
understanding the trade deficit.

(Imports - Exports ) = (Investment - Savings) + (Government Spending - Taxes)

Given this identity, which must hold, the trade deficit is equal to the excess of private sector
investment over savings, plus the excess of government spending over tax revenue. So, the
counterpart of the trade deficit is the sum of the private sector deficit and the government deficit
(federal + state and local). The U.S. trade deficit, therefore, is just the mirror image of what is
happening in the U.S. domestic economy. If expenditures in the U.S. exceed the incomes
produced in the U.S., which they do, the excess expenditures will be met by an excess of imports
over exports (read: a trade deficit).

The table below shows that newly released U.S. data support the important trade identity. The
cumulative trade deficit the U.S. has racked up since 1975 is about $12.377 trillion, and the total
investment minus savings deficit is about $11.255 trillion. The data talk, and they talk pretty
loudly.

U.S. Trade Deficit vs. Total D tic Saving Minus t (in billions of U.S. dollars)
Year Balance of Trade Private Saving Minus Investment Government Saving Minus Investment Total Saving Minus Investment
(-Deficit/+Surplus) (-Deficit/- (-Deficit/+Surplus) (-Deficit/+Surplus)

1975 15.98 139.82 -133.33 6.49
1976 -1.63 97.71 -111.27 -13.56
1977 -23.10 67.03 -97.39 -30.36
1978 -25.37 51.72 -87.67) -35.95
1979 -22.55 39.31 -85.53) -46.22
1980 -13.06 101.26 -137.18 -35.92
1981 -12.52 105.57 -140.28| -34.71
1982 -19.98 218.34 -230.49 -12.15
1983 -51.64 180.94 -272.94 -92.00
1984 -102.73 123.32 -255.00 -131.68
1985 -114.02 109.22 -277.80 -168.58
1986 -131.87 81.55 -304.28] -222.73
1987 -144.77 72.74 -270.66 -197.92
1988 -109.39 134.35 -253.07 -118.73
1989 -86.74 100.15 -260.50] -160.34
1990 -77.86 159.31 -329.76) -170.45
1991 -28.61 306.56 -391.65 -85.09
1992 -34.74 322.72 -484.22 -161.51
1993 -65.17 217.27 -452.58/ -235.31
1994 -92.49 125.07 -380.6;' -255.56
1995 -89.76 179.71 -378.58/ -198.88
1996 -96.38 133.83 -306.94 -173.11
1997 -101.97 67.29 -208.97 -141.68
1998 -162.71 -34.96 -115.14 -150.10
1999 -255.84 -171.43 -73.80 -245.23
2000 -375.05 -305.66 S.TEI -299.96
2001 -367.93 -40.77 -229.07 -269.84
2002 -425.40 231.33 -601.87 -370.54
2003 -503.13 242,91 -742.47 -499.56
2004 -619.08 108.25 -711.38) -603.13
2005 -721.19 -108.60 -5?3.6[-I| -682.21
2006 -770.93 -102.76 -491.18| -593.94
2007 -718.43 -141.28 -587.14 -728.42
2008 -723.09 188.55 -1054.58 -866.03
2009 -396.45 1226.12 -1790.40 -564.29
2010 -513.90 1322.16 -1819.92 -497.76
2011 -579.46 1264.19 -1676.52 -412.33
2012 -568.57 1282.08 -1488.85 -206.77
2013 -490.78 790.84 -999.07 -208.23
2014 -508.26 847.42 -924.02 -76.61
2015 -521.41 722.67 -891.79 -169.12
2016 -520.57 696.52 -1015.43 -318.91
2017 -578.42 726.77 -1056.11 -329.34
2018 -625.57 894.06 -1340.46 -446.40

Total 1975-2018 -12376.51 12773.17 -24027.80 -11254.62

Source: Federal Reserve Board of Governors,

Note: Gross Saving = Net Saving + Capital Consumption.
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So, President Trump can bully countries he identifies as unfair traders, he can impose all the
restrictions on trading partners that his heart desires, but it won’t change the trade balance. Never
mind the fact that most economists think President Trump’s ideas on trade are wrong. When it
comes to trade, Trump is the master of the message and the optics. In consequence, his base is
with him on trade, and so are a surprising number of others.

The problem is that Trump’s trade message is tailor-made for delivery on Twitter and television.
Indeed, those media outlets are suitable for “sound bites,” but not for complex arguments and
data points.

That’s why economics is at a disadvantage when it comes to Trump’s favorite media.
Nevertheless, this is what economics has to say about the trade deficit bugaboo. First, it is not a
“problem.” Indeed, the U.S. has run a trade deficit every year since 1975, and the U.S. has done
relatively well since then. The sky didn’t fall because of our trade deficit. Secondly, the trade
deficit is not made by foreigners who engage in unfair trade practices. It is homegrown—made in
the U.S.A. To the extent that domestic savings in the U.S. falls short of domestic investments,
the economy must import more than its exports, resulting in a negative trade balance.

To finance the excess of imports over exports, the U.S. must import capital from abroad. This
can be done without strain because the U.S. dollar is the world’s reserve currency. Our
borrowing from abroad shows up in the huge chunk of U.S. public debt that is held by foreigners.

As it turns out, the Trump administration’s fiscal policies, which promise an ever-widening fiscal
deficit, will throw a spanner in Trump’s trade policy works. If his fiscal deficits are not offset by
an increase in private savings relative to private investment, increases in the Federal deficit will
translate into larger trade deficits. So, the U.S. trade deficit will not only be made in the good,
old U.S.A, it will be made by President Trump himself, an arch-enemy of trade deficits.
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