Tipping the balance:
Do freer imports
lead to fewer
exports?
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Reducing restrictions
on imports (import
liberalisation) can bring
down input costs and
increase competition.
But increased
competition can shrink
the scale of domestic
production and in
some cases reduce
productivity, leading

to fewer exports. Does
import liberalisation
therefore lead to export
destruction? We look at
evidence from US trade
relations with China.

n 2001, the permanent normalisation of US
trade relations with China (PNTR) granted China
‘most favoured nation’ status on a permanent basis.
It removed the threat of higher tariffs on Chinese
imports, which had been a significant factor in
discouraging Chinese exporters from entering the US
market (Handley and Limao, 2013 and 2017). What was
the effect of this import liberalisation on US exports?
Today, economists tend to agree that import
liberalisation brings great advantages, reducing
input costs (the costs incurred to produce goods
or services) and exposing domestic firms to the
rigours of international competition. »
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Economic theory, however,
points to potential negative impacts.
The work of Nobel economist
Paul Krugman (1984), for example,
suggests that at the industry level
import competition can reduce
domestic output and increase
production costs, making domestic
firms less competitive not only
at home but also abroad. This is
because production is subject to
economies of scale, meaning that
average production costs rise as
output decreases.

What happened to US exports
after imports from China were
liberalised? To find out, we study
US export growth across goods
industries with different exposure
to PNTR (Breinlich et al., 2022). We
measure exposure using the so-
called ‘NTR gap’ — the tariff increase
Chinese imports would have faced
if the US had revoked China'’s ‘'most
favoured nation’ status. We interpret
the removal of this threat (PNTR) as
an effective trade liberalisation for
Chinese imports.

US export growth declined in some
industries

We find that US export growth
declined in industries with higher
NTR gaps (i.e., industries more
exposed to Chinese import
liberalisation) (Figure 1). This finding
holds even when we use a more
sophisticated regression analysis that
controls for other factors potentially
influencing US exports to third
markets, such as demand growth

in destination countries and global
technology shocks.

The results suggest that US
production features industry-level
economies of scale. The data support
Krugman's hypothesis that increased
competition driven by import
liberalisation can shrink domestic
output, making it more expensive for
industries to produce their goods.
This in turn reduces how much they
can export.
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Figure 1: After PNTR, US export growth weakened in industries with higher

exposure to import liberalisation

Change in US export growth post-PNTR

NTR gap

Notes: Change in US export growth post-PNTR is defined as the annualised change in log total
exports between 2000 and 2007 minus the annualised change between 1995 and 2000.
Each dot represents one industry. The solid line shows the fitted relationship from a

linear regression.

However, at the same time we
find that PNTR had a positive impact
on US exports by reducing the
costs of imported inputs used by
US exporters (e.g., raw materials or
semi-finished goods). This positive
impact served to offset the negative
impact caused by greater Chinese
import competition but to a varying
degree across industries. Overall, our
estimates show that the net effect
ranges between -24% (cigarette
manufacturing) and +38% (ice
manufacturing).

Reduced input costs and increased
foreign demand boosted exports
We also need to account for

general equilibrium effects, for
example the fact that PNTR provided
a boost to the Chinese economy
and generated more demand for US
exports. We use a state-of-the-art
quantitative trade model with scale
economies. We find that the overall
effect of PNTR on US exports was
positive. Increased foreign demand
for goods, when combined with the
reduction in imported input costs,
was enough to offset the negative
effects of import competition.

“The real market potential

effect is negative in almost

all sectors, consistent with
Krugman’s theory that increased
competition has a negative
impact on industry exports.”
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‘3.6

INCREASE IN TOTAL US
EXPORTS (RELATIVE
TO GDP) DUETO

THE PNTR-INDUCED
LIBERALISATION

In fact, we find that total US
exports (relative to GDP) increased
by 3.6% and exports rose in 13 out of
15 goods sectors due to the PNTR-
induced liberalisation.

Figure 2 breaks down the impact
of PNTR on exports in different
sectors, measuring the real market
potential effect (which captures the
increase in import competition and
reduction in scale), the input cost

effect and the foreign demand effect.

The real market potential effect
is negative in almost all sectors,
consistent with Krugman's theory
that increased competition has a
negative impact on industry exports.

In most sectors, however, the
positive effect of reduced input
costs outweighs this negative effect
— either on its own or when taken
together with the positive effect of
increased foreign demand.

US exports rose overall

Paul Krugman'’s idea that import
protection might act as export
promotion and, conversely, that
import liberalisation might reduce
exports, holds true in our data. But
this is only part of the story. While
Krugman was right that because of
scale economies import liberalisation
reduces exports through a decline
in domestic output, liberalisation
also raises exports by allowing firms
to import cheaper inputs and by
increasing foreign demand.

Taking all effects into account
in general equilibrium, we find that
the permanent normalisation of US
trade relations with China boosted
overall US exports, even though
export growth was lower in more
exposed sectors. <

Figure 2: The negative effects of PNTR on real market potential are offset by
reduced input costs and increased foreign demand
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@ Real market potential effect

@ Input cost effect

@ Foreign demand effect

Notes: Breakdown of simulated sectoral changes in exports due to PNTR into a real market
potential (or import competition) effect, an input cost effect and a foreign demand effect.
Sectors ordered with NTR gap increasing from left to right. Goods sectors only. Textiles and
Leather not shown.
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