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What Does Babe Ruth Have to do with Trade and Tariffs?

• Began his MLB career as a pitcher for the Boston Red Sox
• Greatest fame as a slugging outfielder for the New York Yankees
• With finite time and resources, he specialized in what he was

relatively best at, leaving others to specialize as pitchers 2 / 23



Aggregate Gains from TradeFree Trade Equilibrium

 

Warning: These lecture notes are incomplete. Reading the lecture notes without attending lectures can 
be misleading. © Stephen Redding. 
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(5) Free Trade Equilibrium 
 
Suppose two economies with different autarkic 
equil. rel. prices of the two goods (pH2

*/pH1
* ≠ 

pF2
*/pF1

*) opened to international trade 
 
International trade exposes producers and 
consumers to a new set of (common) world 
relative prices (p2

W*/p1
W*) 

 
In general, the free trade relative prices will lie 
inbetween the two economies' autarkic prices  
 
Example: as drawn in Figure 8, the world 
relative price for good 2 is higher than under 
autarky. 
 
This is the case where the home economy has a 
comparative advantage in good 2 and a 
comparative disadvantage in good 1 (autarkic 
relative prices linked with opportunity costs of 
production under autarky, cause slope of PPF 
equals slope of price line) 

 

Warning: These lecture notes are incomplete. Reading the lecture notes without attending lectures can 
be misleading. © Stephen Redding. 
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Trade allows consumption and production 
choices to separate. Producers increase 
production of good, while consumers reduce 
consumption. 
 
Figure 8 

 
Consumers' Consumption Possibility Frontier 
(CPF) now given by the price line (p2

W*/p1
W*) 

along which they can trade 
 
Gains from Trade: Trade allows consumers to 
attain a higher indifference curve than they 
would have done under autarky 
 
Pattern of trade summarised by the trade 
triangle (ABC) 
 
World wide market clearing condition 
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16 / 37• International trade allows a country to consume outside its PDF and
acts like a technology improvement

• Not Win-Lose but Win-Win by expanding the size of the pie
• Tariffs are taxes on trade (→ like taxes on technology)
• May be income distributional reasons for these taxes, but they involve

forgoing aggregate welfare gains
3 / 23



Economics of Tariffs (Small Country)
Tari� : Small Country
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be misleading. © Stephen Redding, London School of Economics. 
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Welfare analysis: 
 
Producer surplus:  + (a) 
 
Gov. Revenue:   + (c+e) 
 
Consumer surplus: - (a+b+c+d) 
 
Net welfare effect: = e - (b+d) 
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Effects of tariff: (b) small country 
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13 / 21• Statutory incidence of tariffs is on imports, but they distort both
production (area b) and consumption (area d) decisions

• Equivalent to a combination of a domestic production subsidy and
domestic consumption tax

• Welfare reducing: -(b+d)
4 / 23



Economics of Tariffs (Large Country)
Tari� : Large Country 

Warning: These lecture notes are incomplete. Reading the lecture notes without attending lectures can 
be misleading. © Stephen Redding, London School of Economics. 
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Welfare analysis: 
 
Producer surplus:  + (a) 
 
Gov. Revenue:   + (c+e) 
 
Consumer surplus: - (a+b+c+d) 
 
Net welfare effect: = e - (b+d) 
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Effects of tariff: (b) small country 
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• Welfare effect: e-(b+d) (typically welfare reducing with retaliation)
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Average Tariff Rates
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Import Price Changes up to 2018

Notes: Proportional change in an import-share-weighted average of 12-month relative changes in U.S.
import unit values inclusive of tariffs (import values divided by input quantities) for each tariff wave and
for unaffected countries and products; proportional changes for each wave are normalized to equal zero in
the month prior to the introduction of the tariff; for the untreated month zero is defined as in the first tariff
wave; Amiti, Redding & Weinstein (2019).
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Import Value Changes up to 2018

Notes: 12-month proportional changes in the value of U.S. imports by tariff wave and for unaffected
countries and products; each series is normalized to the value one in the month prior to the introduction of
the tariff; for the untreated month zero is defined as in the first tariff wave; Amiti, Redding & Weinstein
(2019).
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Global Value Chains (GVCs)
• With GVCs, output of one industry is input of another industry
• Output tariffs that protect one industry are input tariffs that

anti-protect another industry
Figure 5: Effects of Cumulative Tariffs (Detrended)

(a) Employment
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(b) Industrial Production (Output)
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(c) Producer Price Index
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Sources: Federal Reserve Board (FRB), U.S. Department of Labor, Bureau of Labor Statistics; authors’
calculations.
Notes: Each panel displays results of a separate regression for the noted detrended dependent variable,
with each column corresponding to the three tariff channels in equation (7). Solid lines indicate coefficient
estimates and shaded areas represent 90 percent confidence intervals. The two vertical dashed lines are at
February 2018 and September 2018, the times of the first and last waves of new 2018 tariffs. Results are
weighted by December 2017 employment (for employment regression) or value added (for IP and producer
prices). Standard errors are clustered at the three-digit NAICS level.

30

• Flaaen, Aaron and Pierce, Justin (2024) “Disentangling the Effects of
the 2018-2019 Tariffs on a Globally Connected U.S. Manufacturing
Sector,” Review of Economic Statistics

• Challenging for firms to make plant investment decisions for GVCs
when tariffs could be 0, 25%, or 50%
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Conclusions

• International trade allows a country to consume outside its PDF and
acts like a technology improvement

• Not Win-Lose but Win-Win by expanding the size of the pie
• Tariffs are taxes on trade (→ like taxes on technology)
• May be income distributional reasons for these taxes, but they involve

forgoing aggregate welfare gains
• Potentially other more efficient ways to redistribute income
• Global Value Chains (GVCs) substantially complicate the impact of

tariffs
• If GVCs involve sunk investments, trade policy uncertainty itself can

be a source of welfare losses

10 / 23



Appendix Slides
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Event-Study Estimates
• Event-study estimates for import prices from Jan 2016 - October 2019
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Estimating Deadweight Welfare Effects

• Assuming that the import demand curve has a constant slope, the
deadweight welfare loss can be estimated as

1
2p

∗
1τ (m0 −m1) =

1
2 (p

∗
1m1) τ

(
m0 −m1

m1

)
• Where τ, p∗1 and m1 are observed
• We estimate the percentage change in imports due to the tariff as

−β ln

(
1+ τt

1+ τt−12

)
= − ln

(
m1
m0

)
≈

(
m0 −m1

m1

)
• Therefore the deadweight welfare loss is estimated as

−1
2 (p

∗
1m1) τβ ln

(
1+ τt

1+ τt−12

)

13 / 23



Deadweight Welfare Effects
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Import Shares990 THE AMERICAN ECONOMIC REVIEW APRIL 2024

in their investigations of the price and volume effects of the Trump tariffs.6 We 

6 See also Figure B.4 in online Appendix B. There, we provide evidence that relocation of US imports from 
China to Other Asia took place on the product extensive margin. To draw that figure, we began with the set of 

Figure 1. Share of China and Other Asia in US Imports

Note: Black solid line shows share of US imports from China; gray solid line shows share of US imports from Other 
Asia (Bangladesh, Cambodia, Hong Kong, India, Indonesia, Malaysia, Pakistan, the Philippines, Singapore, Sri 
Lanka, Taiwan, Thailand, and Vietnam); dashed vertical line shows the date of the first Trump tariff wave on China; 
both series seasonally adjusted by removing month fixed effects.

Table 1—US Imports from China and Other Asia

log US  
imports from 

China

log US  
imports from 
Other Asia

log US  
imports from 

China

log US  
imports from 
Other Asia

(1) (2) (3) (4)

All goods All goods Excluding 
consumer 

goods

Excluding 
consumer 

goods

log relative tariffs −1.713 0.339 −1.538 0.259
(0.093) (0.088) (0.122) (0.110)

Product fixed effects Yes Yes Yes Yes

Month fixed effects Yes Yes Yes Yes

​​R​​ 2​​ 0.87 0.86 0.87 0.86

Observations 297,980 297,980 183,236 183,236

Notes: Observations are at the source-HTS10-month level from January 2016 to October 
2019, where source is either China or Other Asia. Columns  1 and 2 include all goods.  
Columns 3 and 4 exclude consumption goods. Regressions include only products with positive 
imports from both sources. “log relative tariffs” is the log difference between one plus the ad 
valorem tariff rate on imports from China and one plus the weighted-average ad valorem tariff 
rate on imports from Other Asia. The weighted-average tariffs use the annual import values in 
2017 as weights. Standard errors are clustered at the HTS8 level.
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• Grossman, Helpman and Redding (2024) “When Tariffs Disrupt Global
Supply Chains,” American Economic Review, 114(4), 988-1029
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Tariff Revenue?

9/23/2019 Even Now, Tariffs Are a Tiny Portion of US Government Revenue | PIIE

https://www.piie.com/research/piie-charts/even-now-tariffs-are-tiny-portion-us-government-revenue 1/2

PIIE CHARTS

Even Now, Tariffs Are a Tiny Portion of US
Government Revenue

 (PIIE) and  (PIIE)Chad P. Bown Douglas A. Irwin

July 16, 2019

President Trump has praised tariffs as a “ .” But his tariffs on

nearly $300 billion of US imports have so far increased the share of federal tax revenue derived from tariffs

from 1 to only 2 percent. The increase in tariff revenue has been swamped by the decrease in corporate tax

great revenue producer for the US government
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Reciprocity
• U.S Reciprocal Trade Agreements Act 1934

– Bring in domestic exporters as a counterfactual political force against
special interests who supported tariffs

• General Agreements on Tariffs and Tariff 1947
– Countries exchange tariff concessions of equal value

Average Tari� Reductions under GATT

GATT Rounds Ave. Tari� Remain. Tari�
Reduction (%) (% of 1930 level)

Pre-GATT, 1934-47 32.2 66.8
First Round, 1947 21.1 52.7
Second Round, 1949 1.9 51.7
Third Round, 1950-1 3.0 50.1
Fourth Round, 1955-6 3.5 48.9
Dillion Round, 1961-2 2.4 47.7
Kennedy Round, 1964-7 36.0 30.5
Tokyo Round, 1974-9 29.6 21.2
Uruguay Round, 1986-94 30.0 14.8

25 / 53
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Trade Deficits
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Trade / GDP
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U.S. Tariffs
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Income DistributionLabor Allocation

 6

Labour allocation 
 

vT = p2Q2 - wL2 

<--L2 L1 -->

ww

p2MPL2(T , L2 )p1MPL1(K , L1 )

rK = p1Q1 - wL1 

wL1 wL2

E
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Tariffs & Income DistributionRise in p1

 8

An increase in p1. 
 

<--L2 L1 -->

ww

p2MPL2(T , L2 )

p1MPL1(K , L1 )
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GE Tariffs
General Equilibrium Tari�: Small Country

 9 

Figure 5: General Equilibrium Effect of a 
Tariff for a Small Country 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Free Trade Equilibrium: 
Equilibrium production at B 
Equilibrium consumption at C 
 
Tariff-ridden Equilibrium: 
Equilibrium production at D 
Equilibrium consumption at E 
 
Decompose into production and consumption 
losses. Note trade is reduced by the tariff 
(exports and imports fall)
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(2) GE Effects of a Tariff: Large Country 
 
If the home economy is large, then as seen in 
Chapter 6, the introduction of the tariff may 
lead to an improvement in the economy’s terms 
of trade 
 
This Section considers this idea in a GE 
setting. Under free trade, equilibrium relative 
price of good 1 is, 
 
 pF=pF

* 
 
Introduction of home tariff t leads to a fall in 
equilibrium relative price of good 1 in foreign 
pT

* (improvement in home’s TOT: pT
*<pF

*) 
 
New relative price of good 1 in home is, 
 
 pT=(1+t).pT

* 
 
For the present, assume that net effect of the 
introduction of the tariff is to raise home 
domestic prices (pT>pF) (the case when this is 
not true is termed the Metzler Paradox) 
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