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Last week President Trump announced that he was imposing tariffs (taxes) on steel and 

aluminum imported into the United States.  The stock market sold off on the news, then 

subsequently recovered.  While there are political overtones to this debate, our interest is in 

the economics of tariffs.  Here is a “transcript” from a discussion we recently had with one of 

our clients: 

 

Q: What is a tariff? 

A. A tariff is a tax levied on imported goods. 

 

Q: Who pays the tariff? 

A.: The tariff is paid by the company importing goods that are subject to tax.  However, 

this explanation a bit simplistic.  In most cases, companies add the cost of the tax to 

prices charged to their customers.  Therefore it is the consumers of those goods who 

will really pay the tax. 

 

Q: Why is the stock market having a tiff over tariffs? 

A: When one country imposes a tariff on imported goods, the countries that export those 

goods are apt to retaliate.  The risk is that this retaliatory behavior devolves into 

repeating rounds of tit-for-tat that metastasizes into an ever-expanding trade war.   

 

Q: What is the rationale for imposing tariffs? 

A. The rationale for tariffs is usually to protect people in specific industries.  In 1791, 

Alexander Hamilton advanced the idea of “infant industries” as a justification for 

imposing tariffs on goods that competed against those made in the United States.i 

 

 More “recently” the French imposed tariffs on chickens exported from the United 

States.ii  This occurred in 1960 and the consequences reverberate to this day.  In 

response to the “chicken tax”, the U.S. imposed a 25 percent tax (tariff) on imported 

light trucks in 1963.  (Note that there is no clear connection between chickens and 

light trucks.)  American consumers paid higher prices for imported trucks, including 

trucks imported from Japan.  Yes, Japanese trucks were affected even though they 

weren’t part of the original dispute with France. 
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 This is but one example of how tariffs can have unintended consequences.  Products 

and entire countries can get sucked into the vortex of a retaliatory trade war.  It is 

worth noting that this retaliatory tax on imported light trucks is still in place 55 years 

after it was originally enacted. 

 

Q: Are tariffs “good” or “bad”? 

A: Most economists believe that free trade leads to lower prices and greater choices for 

consumers.  Tariffs lead to higher costs and, in the extreme, can lead to economic 

recessions or depressions.  The most infamous tariff was a piece of trade legislation 

known as the Smoot-Hawley Tariff Act of 1930. 

 

 “Smoot-Hawley”, as the Act was known, raised tariffs on thousands of goods. One of 

the main purposes of the legislation was to protect American farmers by imposing a 

tax on imported food.   

 

Thanks to the wide-spread availability of electricity and the increasing use of 

motorized vehicles, there was less demand for crops to feed livestock.  Fields were 

now being plowed by machines rather than plows being pulled by cattle or horses.  

The effect of mechanization was to depress the price of agricultural crops.  Those 

who supported Smoot-Hawley believe (or hoped) that by raising prices on food 

imports, they would raise prices for domestic crops, providing more income for 

farmers. 

 

Few economists believe that Smoot-Hawley “caused” the Great Depression.  Many 

factors had to converge for that economic catastrophe to occur.  However, there is 

broad agreement that Smoot-Hawley made a bad situation worse.  Within two years, 

global trade had collapsed to roughly 1/3rd of the level of activity observed in 1929.iii 

 

Q: What are the benefits of “free trade”? 

A: The term “free trade” refers to the movement of goods, equipment and labor without 

interference from taxes or other government factors that would inhibit commerce.  In 

its most basic form, free trade is a win-win proposition. 

 

 Certain regions are blessed with factors that make them better at producing certain 

goods relative to other regions.  For example, the state of Arizona is blessed with a 

climate that is conducive to growing cotton.  The state of Iowa is blessed with fertile 

soil and climate that is conducive to growing corn. 

 

 In theory, Arizonans could grow both cotton and corn, and in fact we do.  However, 

we are arguably better off if we concentrate on the crop that is best suited to our hot 
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climate … cotton. We can then sell cotton to people in Iowa in exchange for some of 

their corn.  Conversely, Iowans are better off trading some of their corn for cotton, 

rather than trying to build indoor growing facilities to produce cotton, a crop that is 

not well suited to the Iowa climate. 

 

Q: If free trade is so good, why are some people asking for protective tariffs? 

A: The answer to this question is complicated, but we will try to answer it.  First, the 

benefits of trade (lower prices and greater choice) are widely dispersed across the 

economy in ways that are barely noticeable.  Clothing that is imported from Viet Nam 

or Thailand is often cheaper than textiles made in America.  Washing machines made 

in South Korea or Mexico may be cheaper than those built and assembled at home. 

 

 However, the adverse effects of trade are concentrated and often harsh.  Imagine that 

a Korean company exports washing machines to America.  Because labor is cheaper 

in Korea than it is in America, the Korean product is cheaper than those made in 

America.   

 

In response, the American manufacturer decides to move its production facilities to 

Mexico in order to compete with the Korean company’s lower cost of production.  

Labor costs less in Mexico than it does in the USA.   

 

In this scenario, Americans who buy washing machines pay less than they would if 

all washing machines were made in America.  However, there is a down side to this 

bargain. 

 

Employees of the American washing machine company would be out of work if the 

manufacturing facilities were moved to Mexico.  This would have negative 

consequences for not only these individuals, but the surrounding communities.  

Unemployed people cannot buy other goods and services.  In addition there would be 

negative implications at the state and federal level as well.  Unemployed people 

would rely on unemployment benefits (at least for a while) and the state and federal 

governments would lose tax revenue. 

 

Q: How does this problem get resolved? 

A: In the long run, people migrate to other jobs.  A classic example of this is 

lamplighters.  Prior to the time of electric lights, cities paid people to manually light 

gas streetlights.  After Thomas Edison perfected the incandescent lightbulb, the 

demand for lamplighters disappeared. 

 



 

 

 

 

 

 

Why the Tiff About Tariffs? 

March 12, 2018 Page 4 

   

 

 One of the remarkable things about the American economy is that we have a good 

education system so that people can learn new skills.  The 2016 movie “Hidden 

Figures” portrays a group of women who performed mathematical calculations during 

the early days of NASA.  Then NASA acquired computers that could do the 

calculations more accurately and infinitely faster than any human being.  Rather than 

clinging to a job that would disappear, some of the women learned how to program 

the new IBM computers. 

 

 New technology is almost always disruptive.  Sometimes free trade is also disruptive.  

Whether and how to assist displaced workers is a public policy debate that is beyond 

the scope of this commentary.   

 

Q: How would you summarize the difference in attitude between those who advocate 

for tariffs and those who advocate for free trade? 

A: The protectionists tend to view trade as a win-lose proposition. They believe that 

there are a finite amount of economic resources to divide and that those resources 

don’t expand with trade. 

 

The free traders view trade as a win-win proposition.  Their essential argument is that 

if each person, state or country does what they are best at, they can produce more than 

if they tried to make everything themselves.  By trading with people who are better at 

making other things all parties can have more and the economic pie gets bigger for 

everybody. 
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DISCLAIMER 
The data and analysis in this report has been obtained from sources believed to be 
reliable; however the accuracy or completeness cannot be guaranteed.  Nothing in 
this report should be construed as an investment recommendation.  All opinions 
expressed are subject to change without notice.  Foothills Asset Management, its 
owners, officers and employees may have investments in securities mentioned in 
our reports.  Foothills Asset Management, its owners, officers and employees shall 
not have any liability for loss sustained by anybody who relies on or acts on this 
information.  You should do your own due diligence or consult with your financial 
advisor to determine the suitability of any opinions with respect to your own financial 
situation.  Information contained in this report is based on historical data and past 
performance is not a guarantee of future results. 
                                                 
i
 The Truth about Trade in History by Bruce Bartlett (July 1, 1998) 

 

ii
 If You Aren’t Worried about a Trade War, You Don’t Know About the Chicken Tax, Forbes (March 3, 

2018) 

 

iii
 The Truth about Trade in History by Bruce Bartlett (July 1, 1998) 
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