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Trade Deficits Explained

In simple terms, a trade deficit means a 
country buys more goods and services 
than it sells. A trade deficit occurs when a 
country’s imports (products and services 
made and purchased from other 
countries) exceed exports (products and 
services produced at home and sold to 
other countries). Objectively, a trade 
deficit is neither good nor bad, and a 
proportionate trade deficit can signal a 
strong and growing economy.

The U.S. ran a trade surplus through 
the 1960s and 1970s. Since the 1980s, 
a large trade deficit emerged, which 
has been sustained to the present day, 
accelerated by Chinese competition in 
manufacturing. One of the benefits of 
U.S. trade with China, India and Mexico, 
is the lower prices at which goods 
imported from these countries are sold 
to American consumers.

Employee wages in these countries are 
much lower than in the U.S., and this 
lowers the overall cost of production, 
allowing foreign firms to undercut the 
prices of similar goods made in the U.S. 
Proponents of free trade believe that this 
generates significant welfare benefits to 
consumers.

However, one of the common reasons 
trade deficits can be considered 
deleterious to an economy is that trade 
deficits result in job losses. If products 
produced within the U.S. cannot 
compete with cheaper international 
varieties, these firms are forced to 
downsize or shut down completely, 
therefore laying off American workers.

The Impact of Trade on Consumer 
Prices

The current debate over U.S. trade 
policy has, for the most part, focused 
on the impact of trade on employment 
opportunities and wages. Dr Jon Neill, 
Professor of Economics at Western 
Michigan University, set out to quantify 
the consumer surplus that would be lost 
if manufactured goods currently being 
imported to the U.S. from lower-wage 
countries were produced in the U.S. 
instead.

Consumer surplus is an economic 
measurement of the benefits derived 
to the consumer from increases in 
market competition. In technical terms, 
a consumer surplus happens when the 
price that a consumer pays for a product 
is less than the price they’re willing to 
pay for it.

THE IMPACT OF TRADE 
DEFICITS IN AMERICA
Former President Donald Trump promised to bring jobs back to 
the U.S., arguing that the trade deficit was responsible for slow 
economic growth and costing the economy jobs. While the Trump 
administration popularised the issue, historically, the broad impact 
of trade deficits has been contentious. Dr Jon Neill is a Professor 
of Economics at Western Michigan University. His computational 
modelling has shown that U.S. residents would experience a slight 
loss if consumer goods currently being imported from countries 
like China, were produced domestically instead. His calculations 
question whether the net benefit from trade with low-wage countries 
is warranted, given the distributional impact of that trade. 
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In the context of reducing trade deficits, if foreign manufacturers 
are able to produce at a lower cost than American producers, but 
are then forced out of U.S. markets through trade restrictions, 
U.S. firms begin producing the goods that had previously been 
imported. The elimination of cheaper foreign items lowers the 
consumer surplus, as the consumer pays larger prices for the 
same goods.

Estimating Lost Consumer Surplus

Dr Neill quantified the impact of reducing imports of consumer 
goods by enough to eliminate the trade deficit with major low-
wage trading partners, such as China and Mexico. Specifically, he 
focused on measuring the loss of consumer surplus that would 
result from eliminating this part of the U.S. trade deficit.

Quantifying this hypothetical loss to consumers was a 
formidable task, but Dr Neill engaged in ‘mathematical 
gymnastics’ to solve the problem. The model Dr Neill calibrated 
used data he retrieved from the U.S. Census Bureau, Bureau of 
Economic Analysis, and Conference Board. He applied robust 
mathematical and economic assumptions to his theoretical 
model and calculations. For example, he assumed that all 
countries produce consumer goods similarly.

Dr Neill also utilised a computational model that did not rely 
on specific assumptions regarding consumer preferences and 
production functions, so that his conclusions would better 
reflect reality. In terms of further contributions, his model offers 
the literature a novel way of approaching economic questions 
regarding the consequences of trade.

The Effects of Limiting Trade on Wages

He concluded eliminating about $600 billion of imported 
goods – the amount required to eliminate nearly all of the trade 
deficit with low wage countries –  would bring minimal benefit 

to Americans in real terms. To estimate the overall economic 
benefit, he explored the benefits of greater job availability and 
possibly larger salaries.

If consumers find that they cannot buy certain goods from 
abroad anymore, it will increase the demand for them in the 
U.S., and American firms will respond by producing more of 
those goods and hiring more workers in the process. To calculate 
this increase in the demand for employees, Dr Neill used U.S. 
shipment data on employment in the automotive products 
industry for products imported from Japan, Korea and Mexico.

He found that the increase in the demand for employees would 
increase wages by 0.66%, which amounts to $537, about 70% 
of the average loss in consumer surplus. He varied his analysis 
based on the elasticity of the supply of labour. For example, 
low-income workers tend to have higher elasticities than other 
workers because they respond more to increased income. He 
also considered how different sub-markets might change their 
demand for employees, given that international competition 
affects American producers differently.

Does Importing Goods from Low-Wage Countries Hurt 
Americans?

Dr Neill concluded that ‘our estimates offer some evidence that a 
significant reduction in the importation of consumer goods may 
not impose a substantial net loss of welfare on U.S. residents’. He 
found that the increase in demand for workers partially offsets 
and compensates for the loss to consumers.

In contrast to other researchers, Dr Neill proposed that there 
would be a net benefit to many workers – potentially four times 
the average loss of consumer surplus. As such, possibly tens of 
millions of workers would benefit if certain imported goods were 
instead produced in the country.
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