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On April 2, 2025, US President Donald Trump unveiled sweeping new taxes—dubbed
“Liberation Day” tariffs—targeting imports from nearly every country around the world. The
move sent shockwaves through the global trade system and triggered a sharp downturn in
international financial markets.
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In response to the turmoil, the White House announced a pause on the tariff hikes to allow
room for negotiations. Despite the reprieve, significant imposts remained in effect under the
revised framework, and financial markets are bracing for renewed volatility.

So what are trade tariffs, why do governments use them, and how do they affect the costs of
goods and services?
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A trade tariff is a tax imposed by a government on goods or services imported from another
country. It works just like a sales tax, except instead of applying to any goods that are sold, it
applies to goods—typically physical goods—when they cross a border.

Tariffs are paid by the importing business to the customs authority of the country levying the
tariff, and the cost is eventually passed on to consumers, in full or in part. In simple terms,
tariffs are a tax that increases the price of goods and services purchased from another country,
making them less attractive to domestic consumers.

There are commonly two forms of tariffs:

Why Do Countries Impose Tariffs?

Historically, tariffs have been an important source of revenue for governments. Prior to the 19th
century, they were considered a great way to collect tax, because it was easy to track something
when it crossed a border. A state could place agents at ports or common places where ships
passed and collect taxes at that point.

As commerce and technology got more sophisticated, most governments moved on from tariffs
to other forms of taxes, such as an income tax, business taxes, and sales or value-added tax.
These taxes are considered more efficient because they use a broader base to collect revenue,
while also minimising distortions in economic activity.

Tariffs have also been traditionally seen as a tool for trade policy, and are often used as a form of
protectionism. Typically, countries impose tariffs either to protect some domestic industry or
consumer or to exert leverage over other countries they trade with:

Specific Tariffs where a fixed amount is levied on every unit of an imported good, with
the tax varying according to the type of good. For example, a $300 tariff on each
computer imported, or a two cent tariff on every kilogram of sugar imported.

Ad Valorem Tariffs where the tariff is levied as a fixed percentage of that good’s value.
For example, a 15% tariff levied on imports of US or Chinese cars will usually increase
the price of the car by 15% for domestic consumers—unless of course the manufacturer
chooses to absorb the price increase.

To protect domestic industries: Governments use tariffs to stave off increased
competition from cheaper imported goods that could threaten domestic industries and
risk less secure supplies and higher unemployment. This sort of strategy is often used by
developing nations to protect their less mature industries from foreign competition.

To protect domestic consumers: Governments also levy a tariff on products that
they feel could harm its citizens. For example, tariffs on imported beef which may
contain hormones.

To further national interests: Tariffs are also often used as an extension of foreign
policy or to protect certain sectors deemed strategically important, such as defence or
certain farm products. For example, earlier this year Trump placed 25% tariffs on
imports from Canada and Mexico, and 10% tariffs on imports from China to force these
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Other Trade Barriers

Tariffs are just one form of trade barrier. In addition, governments use several other types of
restrictions to limit trade with or exert pressure on other countries. These include requiring
licences for imports in certain industries, imposing import quotas on certain types of goods,
mandating a minimum percentage of local content for products, or scaling up administrative
requirements such as satisfaction of local regulations, or the volume of paperwork required.

Are Tariffs Good or Bad?

There are some arguments why tariffs might be beneficial in specific cases.

The biggest one, which is often used by politicians, is the idea of unfair trade practices,
where a foreign country heavily subsidises its industry, or sets unreasonably low prices in the
importing country’s market in order to drive out competition.

This was sometimes seen during the economic rise of China in the early 2000s—which changed
the nature of manufacturing and led to factory closures and loss of jobs in some Western
countries. Economists generally counter this argument by saying that, if another country wants
to spend their money subsidising its industry so that you can buy cheaper products, then it’s a
gift to you. Most economists agree that the growth of China has been positive for most countries
overall, although there were particular industries, geographic areas, and demographics that felt
most of the impact.

Another argument, often used by Donald Trump, is that the other country will pay for the
tariffs. This is only partially true in specific cases because of the “terms of trade effect”, whereby
if a country imposes a tariff that lowers demand for the foreign country’s product, it might push
prices down on the global market. As a result, while the total price that domestic consumers pay
will go up, it may not go up by as much as the tariff imposed, because the other country has had
to lower their prices.

This reasoning is also countered by the fact that such optimal tariffs only work if the country
imposing them has a big enough market, and they certainly don’t work if the other country
decides to retaliate.

“If you impose tariffs on your imports of another country’s goods, and they retaliate by putting
tariffs on the goods you’re exporting to them, then almost always, both countries are going to be
worse off than if both countries just have low tariffs to begin with,” says Scott French, a Senior
Lecturer in Economics at the University of New South Wales (UNSW).

In general, most economists agree that trade barriers of any kind—tariffs, quotas, any other type
of restrictions on trade—have a negative economic impact and that lowering them encourages
economic growth.

countries to cooperate in stemming the flow of illegal immigrants and drugs like fentanyl
from entering the US. Subscribe
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French says there is a broad understanding that setting up restrictions that reduce the flow of
goods and services is bad, and makes it harder to do business or for people to locate to the
optimal place.

“Most trade involves mutually beneficial exchanges, and it tends to be best for everyone. With
international trade, there are always going to be winners and losers, but the idea is that the
overall economic pie is bigger when there are lower trade barriers,” he says.

“So generally, tariffs are bad.”

What Impact Do Tariffs Have?

Tariffs and trade barriers have a significant impact on consumers and businesses, although this
can vary over time.

In the short run, tariffs increase the prices of imported goods while allowing domestic producers
to keep prices high amid decreased competition. The net effect is that domestic consumers are
left paying higher prices, which may reduce consumption.

Tariffs also reduce efficiencies by allowing less competitive domestic companies to operate.
Over the long term, these businesses may see a decline in efficiency due to a lack of competition,
or could see profits reduce due to the emergence of alternatives for their products.

For policymakers, widespread tariffs run the risk of economic distortions such as higher
inflation and greater demand for subsidies or public services due to less disposable income for
their citizens.

Impact of US Tariffs

The Trump tariffs announced in April are the most sweeping trade barriers globally since World
War 1, ending decades of trade liberalisation.

The Liberation Day tariffs are considered unusual because of how broad-based they are.
Essentially, the tariffs were intended to apply to almost every good from almost every country in
the world. While past US administrations have often imposed tariffs on specific industries, the
extent of their use this time has sharply lifted the US’ overall tariff rate.

It has left economists struggling to analyse the long-term effects, because they only have data
about what happens when tariffs are imposed on particular industries or countries. They don’t
have a lot of evidence of what happens when the world’s largest economy proposes massive
tariffs on all of its trading partners at the same time.

There is a broad agreement, though, that the proposed taxes and frequent changes involved will
result in an uncertain policy environment that will discourage household demand for big ticket
items, as well as business investment.
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According to a recent survey of institutional investors and wealth managers by global
investment manager Schroders, 65% of their nearly 1,000 respondents labelled these tariffs as
their biggest macroeconomic concern—five times more than the next highest perceived risk.
Similarly, more than half of respondents highlighted continued uncertainty in US foreign policy
as the greatest geopolitical risk affecting their investment decision-making.

“There are a lot of people just standing on the sidelines waiting to invest and spend money, and
that’s going to take a long time to really be felt in the global economy,” French said.

“The biggest implication is just this chilling effect on investment, meaning that even if we got rid
of all the tariffs tomorrow, it might take five years before we’re back to where we would have
been before everyone put their plans on hold.”

Is Free Trade Finished?

Post World War Two, the US and Western European countries set up what was originally called
the General Agreement on Tariffs and Trade (GATT), which evolved into the World Trade
Organization (WTO) over time.

Over that period until the 1990s, there were a series of rounds of negotiations that led to a broad
reduction in tariffs and non-tariff barriers across most countries, starting with the advanced
industrial economies, but eventually moving down to the less developed countries. Negotiations
stalled in the early 2000s when it came to contentious sectors, especially agricultural tariffs.

But overall, there has been a long-term, general decline in tariffs globally, which has allowed
international trade to flourish. That landscape shifted dramatically following the US
administration’s rollout of its tariffs in April.

Economists and international organisations have expressed concern about the substantial
increases, with the WTO warning they could cause global trade volumes to contract by 1% in
2025, if implemented.

Some analysts have raised the potential for the US tariffs to push the world’s largest economy
into a recession. French says while this may be a possibility, the bigger worry is the reduction of
long-term economic growth, not just in the US but across the world because of the reality of
complex global supply chains.

“If we only bought final goods from each other, then we could just build more of those products
domestically,” he says. “But what’s more likely to happen is that a business will, all of a sudden,
need to source some crucial component from somewhere else, and it just backs up their entire
supply chain in the meantime.”

It will also lead to trade diversion as the US and China, after imposing steep tariffs on each
other, look to increase their trade with other countries. Governments in the Asia Pacific and
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Europe are also looking to deepen trade relationships as a hedge against their past reliance on
the US.

From the perspective of Australian businesses, the impact will depend on how they interact with
the global supply chains. It could mean that anything manufactured in the US or North
America, especially using steel or aluminum components, is going to get more expensive. On the
other hand, if they produce something that substitutes for one of these goods, they are likely to
benefit.

Frequently Asked Questions (FAQs)

What is a tariff in simple terms?

Are tariffs good for the economy?

Do tariffs cause a recession?
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