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ECONOMIC POLICY NOTE 6/2/2017

Trump’s protectionist ambitions under the microscope

AGNIESZKA GEHRINGER

e Donald Trump has threatened to impose higher tariffs on imports from China and the NAFTA

countries Canada and Mexico. There has also been talk of higher import tariffs across the board.

e Inthis paper we find that bilateral trade linkages are relatively small from the point of view of the

US. Thus, few — although important — US industries would be hit by higher tariffs on imports from

China, Canada, and Mexico.

e Trade exposure is much higher in the aggregate and a number of industries would be significantly

affected by protectionism. This would be particularly the case for machinery and equipment,

chemicals and pharmaceuticals, as well as water and air transport services.

Assessing the effects of protectionism

According to the standard general equilibrium
(GE) analysis of an import tariff, which is com-
monly used to evaluate the impact of trade
liberalization®, there are four sets of effects on
the economy, namely, the production effect,
the consumption effect, the effect on the vol-
ume of trade and the fiscal revenue effect.

Under the production effect, the domestic out-
put of the sector producing the imported good
increases, given that the import tariff protects
domestic producers from foreign competitors.

! For an example of general equilibrium quantitative as-
sessment of the effects of TTP, see Peter Petri and Michael
Plummer (2016), “The economic effects of the Trans-
Pacific Partnership: new estimates”, Peterson Institute for
International Economics, Working Paper No. 16-2.

At the same time the domestic output in the
rest of the sectors (be it exporters, importers or
sectors producing exclusively for domestic

needs) decreases.’

The consumption effect results in the decrease
in domestic consumption of the protected good,
as consumers are subject to higher domestic
prices of the imported good. Given that the
relative price of the other goods in the economy
declines, consumers tend to increase their con-
sumption there.

% This is because the underlying assumption of full em-
ployment of production inputs requires that — due to a
shift in the relative prices between protected and unpro-
tected sectors — resources be moved from the rest of the
economy to the sector of the imported good.
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The effect on the volume of trade affects both
imports and exports. Due to higher import pric-
es, imports decrease. But exports decrease as
well due to a joint effect of increased domestic
consumption and decreased domestic produc-
tion in the unprotected sectors. The net effect is
thus a reduction in the volume of trade.

Finally, the fiscal revenue effect is positive, given
that the government collects a tax on the im-
ported good.

There exist clear limits to this general equilibri-
um analysis, so that it often fails to provide an
accurate guide to the expected outcomes. This
is due to the many simplifying assumptions, like
the one of full employment and the perfect
factor mobility across sectors and regions. It
ignores, moreover, the underlying structure and
interdependences of the industrial system and
thus the possible feedback and spillover effects
across industries. Finally, it blends out the reac-
tions of the trading partners and of exchange
rates. This notwithstanding, this schematic
analysis gives a useful picture of the main ef-

fects.

What can be (not) expected from import
tariffs?

The extent of the economic benefit or damage
on the US economy from the imposition of an
import tariff should first and foremost depend
on the import dependency of the US industries.
This is what we aim at analyzing by using the
World Input Output Database (WIOD). These
tables provide a comprehensive map of suppli-
er-customer relationships between 56 indus-
tries across 43 major economies for the period
2000 to 2014. In our analysis, we concentrate
on the latest table available. Although this table
dates back to 2014, we assume that domestic
production and trade patterns do not vary sub-
stantially in the short-term, so that we can treat

our results as a sufficiently good illustration of
the current situation.

Among all the input output tables for the year
2014, we focus mainly on three tables, namely,
those registering bilateral relations between the
USA, on the one hand, and Mexico, Canada, as
well as China, on the other hand. From these
tables, we calculate, for each of the three pairs
of countries, import- and export-dependency
coefficients. They can be defined as:

, (int_imp,,; + fin_imp,,;)
imp_dep.; =

outputys ;

(int_exp,; + fin_exp,)
exp_depc,; =

outputys ;

where int_imp.; and int_exp.; are the values
of intermediate imports/exports of the US sec-
tor i from/to country ¢ (Mexico, Canada or Chi-
na). Moreover, fin_imp.; and fin_exp.; are
the values of the US imports/exports from/to
country ¢ of the final demand sectors (con-
sumption of households, of non-profit organiza-
tions, of government, as well as expenditures on
gross fixed capital formation and changes in
inventories and valuables). Finally, outputyys; is
the total value of production generated by the
US sector i. In this way, we can capture the rela-
tive importance of bilateral imports and exports
over the total production of each manufacturing
and service sector in the USA.

Bilateral trade linkages

Figure 1 summarizes the results of our calcula-
tions for import dependency towards China,
Mexico and Canada. We show the results only
for manufacturing sectors, given that import
dependency for services is negligible. The figure
shows clearly that for manufacturing sectors
import dependency towards all three trading
partners is rather small: 7% on average with
China, 4% with Mexico and 3% with Canada.
This implies that, should an import tariff be
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Figure 1. US bilateral import dependency versus China, Canada and Mexico
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Source: Own calculations (Flossbach von Storch Research Institute) based on the World Input Output Tables, 2016 Release.

imposed, this should have only a limited eco-
nomic impact on the US economy, both in terms

of trade destruction and jobs creation. This con-
clusion should not change much, if China, Mexi-
co and Canada retaliate. The US export depend-
ency across all sectors remains far below 10%
(Figure 2).

However, there are three sectors that could be
disproportionally hit by a tariff, especially if it
was imposed on the Chinese and Mexican ex-
ports at the same time. This is the case for the
manufacturing sectors of textiles, computer,
electronic and optical products and of electrical
equipment. Tariffs on textiles from China would

mainly affect US consumers. In the case com-
puter, electronic and optical equipment, 81% of
Chinese and 66% of Mexican imports are de-
manded by US producers of the same sector,
which are then used as inputs in later produc-
tion stages along the value chain. Moreover,
especially the equipment sectors are important
suppliers for several other US domestic sectors.
Computers, electronic and optical equipment
account for 18.7% of total value of intermediate
products in their own sector, 6.9% of manufac-
turing of other transport equipment and 4.6% of
the telecommunications sector. There is thus a
strong interconnectedness of production both
domestically and internationally. This illustrates
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Figure 2. US bilateral export dependency versus China, Canada and Mexico
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Source: Own calculations (Flossbach von Storch Research Institute) based on the World Input Output Tables, 2016 Release.

that there may be additional effects should
production processes be disturbed by shortages
of imported parts.

Aggregate trade linkages

Figure 3 shows the results of our calculations of
aggregate trade linkages for all 56 sectors. The
average sectoral import dependency of the US
economy amounts to around 13% of the total
value of its production (10% if manufacturing of
textiles is excluded, which is a very special,
though relevant case for the US economy). The
average export dependency ratio is 9.7%.

However, there is a strong discrepancy between
manufacturing and services. Both import and
export dependency is significantly higher in the
former. Specifically, trade dependency in manu-
facturing reaches 29% for imports and almost
16% for exports. For services, it stays at 4% for
imports and 6% for exports. The highest import
penetration is in textiles (157% of the domestic
output value), followed by electrical equipment,
motor vehicles, as well as computer, electrical
and optical equipment. On the export side, oth-
er transport equipment and, again, computer,
electrical and optical equipment reach the high-
est dependency ratios.
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Figure 3. US sectoral trade dependency on average against its trading partner
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Figure 4. Capacity utilization in US manufacturing sectors, as a percentage of available capacity
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Note: The average of the pre-crisis expansion refers to the period between January 2002 and December 2007.

Source: Federal Reserve Board/Haver Analytics.

Interconnectedness matters and it is stronger
here than in the analysis of bilateral connec-
tions: the more single industries are protected,
the stronger could be the feedback effects.

It is doubtful that shortages in supply due to
lower imports (and possibly exports, in case of
retaliation) could be replaced quickly by increas-
ing domestic production, as claimed by Presi-
dent Trump. Manufacturing capacity utilization
is close to the average level from the expansion
phase of the previous business cycle (Figure 4),
and there could be scarcity of skilled workers.

Conclusion

Tariffs on imports from China, Canada or Mexi-
co would be of limited consequence for the US.

However, computers, electronic and optical
products and electrical equipment would be
affected to some extent. Tariffs on aggregate US
trade (on imports by the US and on US exports
by trading partners) would obviously have more
severe consequences. Especially, manufacturing
of all kinds of machinery and equipment (com-
puter, electrical, optical and transport), manu-
facturing of pharmaceuticals, chemicals, coke
and refined petroleum as well as water and air
transport services would be affected significant-
ly. Since there is little domestic spare capacity
to replace imported products, imposition of an
import tariff would probably lead to output
losses. Also barriers to US exports would hit the
economy negatively.
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Appendix: Full names of sectors in the World Input Output Database

1 — Crop and animal production, hunting and related service activities; 2 - Forestry and logging; 3 -
Fishing and aquaculture; 4 - Mining and quarrying; 5 - Manufacture of food products, beverages and
tobacco products; 6 - Manufacture of textiles, wearing apparel and leather products; 7 - Manufacture
of wood and of products of wood and cork, except furniture; manufacture of articles of straw and
plaiting materials; 8 - Manufacture of paper and paper products; 9 - Printing and reproduction of
recorded media; 10 - Manufacture of coke and refined petroleum products; 11 - Manufacture of
chemicals and chemical products; 12 - Manufacture of basic pharmaceutical products and pharma-
ceutical preparations; 13 - Manufacture of rubber and plastic products; 14 - Manufacture of other
non-metallic mineral products; 15 - Manufacture of basic metals; 16 - Manufacture of fabricated
metal products, except machinery and equipment; 17 - Manufacture of computer, electronic and
optical products; 18 - Manufacture of electrical equipment; 19 - Manufacture of machinery and
equipment non elsewhere classified; 20 - Manufacture of motor vehicles, trailers and semi-trailers; 21
- Manufacture of other transport equipment; 22 - Manufacture of furniture; other manufacturing; 23
- Repair and installation of machinery and equipment; 24 - Electricity, gas, steam and air conditioning
supply; 25 - Water collection, treatment and supply; 26 - Sewerage; waste collection, treatment and
disposal activities; materials recovery; remediation activities and other waste management services;
27 — Construction; 28 - Wholesale and retail trade and repair of motor vehicles and motorcycles; 29 -
Wholesale trade, except of motor vehicles and motorcycles; 30 - Retail trade, except of motor vehi-
cles and motorcycles; 31 - Land transport and transport via pipelines; 32 - Water transport; 33 - Air
transport; 34 - Warehousing and support activities for transportation; 35 - Postal and courier activi-
ties; 36 - Accommodation and food service activities; 37 - Publishing activities; 38 - Motion picture,
video and television programme production, sound recording and music publishing activities; pro-
gramming and broadcasting activities; 39 — Telecommunications; 40 - Computer programming, con-
sultancy and related activities; information service activities; 41 - Financial service activities, except
insurance and pension funding; 42 - Insurance, reinsurance and pension funding, except compulsory
social security; 43 - Activities auxiliary to financial services and insurance activities; 44 - Real estate
activities; 45 - Legal and accounting activities; activities of head offices; management consultancy
activities; 46 - Architectural and engineering activities; technical testing and analysis; 47 - Scientific
research and development; 48 - Advertising and market research; 49 - Other professional, scientific
and technical activities; veterinary activities; 50 - Administrative and support service activities; 51 -
Public administration and defence; compulsory social security; 52 — Education; 53 - Human health and
social work activities; 54 - Other service activities; 55 - Activities of households as employers; undif-
ferentiated goods- and services-producing activities of households for own use; 56 - Activities of ex-
traterritorial organizations and bodies.
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LEGAL NOTICE

The information contained and opinions expressed in this document reflect the views of the author at the time of publica-
tion and are subject to change without prior notice. Forward-looking statements reflect the judgement and future expecta-
tions of the author. The opinions and expectations found in this document may differ from estimations found in other
documents of Flossbach von Storch AG. The above information is provided for informational purposes only and without any
obligation, whether contractual or otherwise. This document does not constitute an offer to sell, purchase or subscribe to
securities or other assets. The information and estimates contained herein do not constitute investment advice or any
other form of recommendation. All information has been compiled with care. However, no guarantee is given as to the
accuracy and completeness of information and no liability is accepted. Past performance is not a reliable indicator of fu-
ture performance. All authorial rights and other rights, titles and claims (including copyrights, brands, patents, intellectual
property rights and other rights) to, for and from all the information in this publication are subject, without restriction, to
the applicable provisions and property rights of the registered owners. You do not acquire any rights to the contents. Copy-
right for contents created and published by Flossbach von Storch AG remains solely with Flossbach von Storch AG. Such
content may not be reproduced or used in full or in part without the written approval of Flossbach von Storch AG.

Reprinting or making the content publicly available — in particular by including it in third-party websites — together with
reproduction on data storage devices of any kind requires the prior written consent of Flossbach von Storch AG.
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