
 
 

 

 

 

 

 

 

 

B.Sc. In Business Administration 

 

Do Tariff Rates Have an Effect on Inflation 

The Causal relationship between the two 

Evidence from Iceland 

 

 

 

May 2018 

Student name: Ólafur Freyr Ólafsson 

Social security: 1602962919 

Instructor: Dr. Axel Hall 



 
 

Statement on Academic Integrity 

I hereby declare and confirm with my signature that the final/graduation/specialist paper or 

doctoral dissertation is exclusively the result of my own autonomous work based on my research 

and literature published, which is seen in the notes and bibliography used. I also declare that no 

part of the paper submitted has been made in an inappropriate way, whether by plagiarizing or 

infringing on any third person's copyright. Finally, I declare that no part of the paper submitted 

has been used for any other paper in another higher education institution, research institution or 

educational institution. 

 

___________________________________________________________________________ 

Data    SS number   Signature 



 
 

Abstract 

In the wake of tariff talks from the United States the goal with this thesis to test what effect the 

tariff rate have on the economy, and whether it effects the everyday life of the public. To try 

and find some economic reasons for these tariffs the United States has announced they will levy 

towards other countries, Iceland was used in this research since the author is Icelandic and 

because of the lack of research in this are in Iceland.   

This research asks the question whether there is a causality between tariff rates and inflation in 

Iceland. Using inflation as a proxy, for consumer prices. Inflation rates and tariff rates from the 

period 1993 to 2016 where gathered and used as the data in this research. The causality was 

tested with a Granger-causality test. The Granger-causality can find, if any are to be found, links 

and direction of those links between the two variables. The results showed no signs of a 

Granger-causality between the two variables, tariff rates and inflation. 

Keywords: Inflation, Tariff rates, Iceland, trade restrictions, consumer price index, Granger-

causality 
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1. Introduction   

In the wake of writing this thesis the incumbent president of the United States, Donald J. Trump, 

was beginning to formulate and announce his plans regarding tariffs. The plans focused mostly, 

but not only, on levying tariffs against China. The first formulated announcement revealed that 

up to sixty billion dollars’ worth of tariffs would be put up against China alone. The reason, the 

administration said was because of unfair practises and terms imposed by China on the United 

States economy. This tariff plan was met with justifiable critics by analysts and in the media. It 

seemed that the protectionist ideas of the past were the way the Trump administration was 

heading. Tariff justifications were put forth, for example that it would bring the steel industry 

back to the United States. Critics said jobs would be lost due to higher prices of raw materials. 

It seemed that the president was going against the grain. The economic theories stated that a 

free market was the better option than a restricted one, tariffs would raise prices to the public, 

inflation would increase. There is a saying that people vote with their wallets, so if the economic 

theories are sound then the raising of tariffs would mean the political support of the incumbent 

president would be taking a hit. The reason for this thesis is to find out the causality between 

tariff rates and inflation. To find out whether or not the public are affected by tariff rate changes 

(‘How Many American Jobs Could Be Lost Thanks to Trump’s Steel and Aluminum Tariffs’, 

n.d.; ‘Trump announces tariffs on $60bn in Chinese imports - BBC News’, n.d.; ‘Trump’s 

Tariffs Will Not Work’, 2017; Zeng, 2018) .  

Tariff effects the public by raising prices of both imported and domestic goods. It is 

simply a tax put on imported, or sometimes exported, goods. Tariffs are not a new thing, they 

date back centuries, millennia’s, it was used extensively for hundreds of years in Europe. In the 

heydays of the United States, tariffs were the main source of revenue for the government. Tariffs 

today are much lower than they were decades ago. Nowadays most of the tariffs are set 

bilaterally, between two countries, or in trade agreements between many countries. These trade 

agreements have resulted in a lower tariff rate between countries. To add to that the world trade 

organisation (WTO) has imposed rules and regulations concerning tariffs and trade. The main 

purpose of the organisation is to make trade smoother and freer as possible, one of the ways in 

seeing that goal through is lowering restrictions and increasing free trade. In other words, lower 

tariffs.(‘WTO | About the organization’, n.d.). Free trade should lead to lower price for the 
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public, and in turn, according to the dominant theories, tariffs should lead to inflation (Tresch, 

1994). 

Why is that tariff should cause inflation? To answer that we first must define inflation. 

Inflation is when there is an increase in the price of something, or if the purchasing value of 

money falls. Inflation is measured by calculating the change of an index known as the consumer 

price index, or CPI. CPI is a combination of the price of many products and services, weighted 

to account for what the general public buys of these products and services, in terms of quantity. 

A rise in products prices would cause the CPI to increase, in other words cause inflation (Tresch, 

1994). 

Now the way the tariff ties into inflation can be seen in, what is known as, the 

competitive model. The model, which will be analysed in more detail in a later chapter, states 

that by levying a tariff the price of the product will increase. That is because competition pushes 

prices down and by imposing a tax the competitiveness of the market is being decreased. In a 

less, competitive market the price will rise, leading to inflation (Perloff, 2016). 

These views have been dominating this field for decades, that trade is beneficial. This is the 

dominant notion when it comes to trade and trade restrictions. The competitive model falls in 

line with the writings of Adam Smith, David Ricardo and other free trade advocates (Ricardo 

& Kolthammer, 2004; Smith, 2009).  

The literature advocating free trade is the one that modern economic textbooks teach, 

study after study advocates free trade. The theories are sound, there is a strong rationale behind 

it. Less restrictions lead to lower prices for the public, the market becomes a survival of the 

fittest instead of a monopoly or oligopoly where the companies are not as efficient as they could 

be. There is no denying that there is hard to argue against these views. And those who do 

criticise them, usually so on some other ground than the ground of economic wellbeing. An 

example of that are criticising voices that argue that free trade is not good for the environment, 

be that as it may but these researchers are not contesting the economic arguments (Antweiler, 

Copeland, & Taylor, 2001; Grossman & Krueger, 1991). 

But where there is a dominant view there is usually someone who rejects or doubts it at 

the very least. These sceptics can be divided into two groups, the people that believe in some 

argument against free trade, and then there is the people that research the matter and publish 

findings that are not in line with the dominant theories. The arguments that can be made for 

tariffs, and against free trade are covered in another chapter. Most of those argument have some 

flaws and do not present better solutions than free trade does in terms of a strong and robust 
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economy. The Sceptics that have published results instead of just arguments are covered in the 

literature review later in this paper. These studies come few and far between, and often have 

different approaches to the problem at hand. This poses the problem of what research method 

to conduct when researching the subject. In this thesis a Granger-causality test will be used 

which is the first time, to the best knowledge of the author, that that test is used in a research on 

tariffs and inflation. The goal of this thesis is to test if there is any causal relation between 

inflation and tariff rates, one could argue that it would make more sense using the CPI instead 

of inflation, since the goal is to check if tariffs effect the economic situation of the public. Seeing 

that inflation is derived from the CPI one could say that the inflation variable is used as a proxy 

for CPI and is supposed to represent economic situation of the public. This is an empirical 

research that is intended to find out whether tariff rate fluctuations effect the public 

economically. The data used was gathered from Statistic Iceland (í. Hagstofa Íslands) and World 

Integrated Trade Solutions and shows inflation and tariff rates from the year 1993 to 2016. The 

following research question is the one this paper tries to answer: 

➢ Is there a causality between tariffs and inflation? 

The paper is divided into few parts, firstly tariffs will be analysed, the history, theories and 

arguments. In the second part consumer price index will be explained and a brief overview of 

how Statistic Iceland calculates the index. The third part takes on inflation, there inflation is 

explained, and the main theories laid out. Part four discusses literature review where the 

literature tied to the research question is put forth along with a brief overview of tariff rates and 

inflation in Iceland. In part five the research is explained and then in part six the results are put 

forth. At last in part seven a discussion will take place where the results will be analysed, and 

possible next steps discussed.  
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2. Tariffs 

In this chapter tariffs will be explained thoroughly. Firstly, the concept of a tariff will be 

explained and defined. Then the historical use of a tariffs will be elucidated. Furthermore, tariff 

theories will be analysed and explained. Lastly the arguments for and against tariffs will be 

dissected, and analysed.  

 

2.1. What is a tariff?  

In its arsenal, any government has a few instruments at its disposal. Instruments it can use to 

change, tamper or restrict their market in some way, these instruments are called trade barriers, 

one of those instruments is a tariff. The tariff is thought to be the most viable of all the trade 

barriers (Stutz & Warf, 2012). But what exactly is a tariff? The Oxford English dictionary 

defines a tariff as: A tax or duty to be paid on a particular class of imports or exports (Stevenson, 

2010). The government can implement five types of tariffs. Firstly, there is the so called specific 

tariff, where a fixed amount is charged for each unit that is imported or exported. Secondly there 

is the so-called ad valorem tariff, which is levied as a percent of the sales price of either the 

imports or the exports. The third one is a mixed tariff where the levied tariff can either be an ad 

valorem tariff or a specific tariff depending on which of the two achieves a higher, or lower, 

revenue. The fourth type is the compound tariff (also known as a two-part tariff) that includes 

both ad valorem and a specific tariff that are levied at the same time. And lastly there is the 

tariff rate quota, where a low tariff is levied on some determined amount of imports, any imports 

that enter the country after that are faced with a much higher tariff to severely tamper with any 

possible entrees. The ad valorem tariff is the most common, but all share the same purpose 

(‘Forms of Import Tariffs’, n.d.; Perloff, 2016). 

 

2.2. History of tariffs 

Tariffs are not a new invention, it is a very old idea. In modern day Syria is an ancient city that 

goes by the name Palmyra, this is said to be where the first tariff was levied. A little over 2000 

years ago this city had three main pillars of their economy, agriculture, cattle tending, and trade. 

Some form of tax was put on both the agriculture and the cattle tending but, on the trade, a 

different system was installed. A different rate was charged for different goods, and so the first 

known tariff was born. The mechanism was basically the same as today, for example instead of 

a fixed percent tariff on steel, and different rate for aluminium, today, they collected three 



5 
 

denarii for each camel load entering the city, and seven denarii for each donkey load of aromatic 

oils, denarii being the currency of that time. So, a simple tariff easier to collect than many taxes 

and harder to evade. This tariff was implemented to increase the revenue for the municipality 

of Palmyra, and the import of commodities encouraged (Satapathy, 1999) . 

In the two thousand years or so leading up to the present-day tariffs have long since 

gone global. In Europe, France levied the first tariff around the same time as the crusades took 

place and throughout the years other countries followed, England, Russia, Sweden and the 

Netherlands to name a few, along with the United states. In Europe, somewhere along the line 

the tariff gained a second purpose, instead of only being a revenue making instrument the tariff 

could also be used to protect markets. These protective tariffs were used to protect individual 

provinces from each other inside a single country or between countries. The theory behind that 

was to raise the prices of imported goods with a tariff so the domestic goods would be more 

competitive (‘History of tariff regulation | Federal Tariff Service of Russian Federation’, n.d.).  

That protectionist way of thinking dominated the economic landscape in Europe throughout the 

16th and 17th century, and early attempts at free trade deteriorated due to recurrent warfare or to 

nationalism. This way of thinking was in line with the dominant economic philosophy of that 

era, called Mercantilism. The mercantilist thinking concerning trade can be summed up in a 

quote by the French philosopher Michel de Montaigne: “The Plight of One Man is the Benefit 

of Another.” Later described by the economist Ludwig von Mises as the Montaigne fallacy. The 

idea that no one can profit but at the expense of another, an idea later refuted by promoters of 

free trade. At that time, the time of protectionism, governments heavily regulated imports and 

exports by levying high tariffs (Brue & Grant, 2007; kanopiadmin, 2010, 2012; King, 2008). 

In this tariff heavy Europe an alternative idea was beginning to take form in the 18th and 19th 

century, the idea of free trade led by the likes of Boisguilbert, Bandini and probably the most 

famous one, in our time, Adam Smith to name a few. These ideas were in stark contrast with 

the mercantilist sentiment. Instead of protectionism, free trade was championed. Free trade 

started spreading throughout Europe. In 1737 a ban on grain exportation in the province of 

Tuscany was lifted, then the ban on importation of grain in 1764. France soon followed. Then 

in 1786 Britain and France liberalized trade between the two countries with a treaty of 

commerce. These progressive steps where brought to a sudden halt with the French revolution. 

Protectionist policies again took the stage. Across the Atlantic Ocean Americans were fighting 

the same battle, a struggle between free trade and protectionism, low tariffs and high tariffs. 

This conflict has been brewing to this day, for the last decades free trade has been preferred but 
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the history is prone to repeat itself. The newest instalment in this conflict of ideas being the 

imminent tariffs plan by the united states (King, 2008; Taussig, 2010; ‘Trump to impose steep 

tariffs on steel, aluminum; stokes trade war...’, 2018). 

 

2.3. The case against tariffs        

In this chapter the case against tariffs will be analysed, scrutinized and explained. It is better to 

note that some of these arguments focused primarily on the upside of free trade, free trade in 

these theories is a state that is in stark contrast with a trade restricted country. One can think of 

it as a spectrum, free trade at one end, no trade at the other and somewhere in between there are 

trade restrictions, quotas, taxes, bans and tariffs. The theories usually don’t specify the 

downsides of tariffs specifically, instead they usually talk about the upside of free trade versus 

the down side of trade restrictions. Keep that in mind that tariffs fall under trade restrictions and 

therefore are the tariff effects portrayed by proxy through the trade restrictions. The case against 

tariffs are backed by a concrete economic notion. Those who advocate the case for tariffs can’t 

really deny those notion instead the reasonings usually revolve around something else than what 

is economically optimal for a country. Let’s look at the arguments against tariffs.   

 

2.3.1. Absolute advantage  

An idea introduced by the late, Scottish economist, Adam Smith in his book Wealth of nations 

written, all the way back, in 1776. This was an ideological attack on the mercantilism, which 

was the preferred ideology at the time. He saw how the mercantilist way of thinking didn’t add 

up. Mercantilists put a great importance on exporting more than they imported gaining wealth 

at the expense of their neighbour. Smith argued that if everyone wanted to export more than 

they would import something would have to give in. Not everyone could get rich in this way of 

thinking. In the mind of Smith trade was not a zero-sum game where, in the words of Montaigne: 

“…No profit whatever can possibly be made but at the expense of another”. On top of that he 

countered the notion of mercantilist that the wealth of a nation was to be found in the nations 

reserves for gold and silver bullions, he stated that the wealth of a nation stemmed from what 

the public did have at their disposal, what good and service was accessible for the people. His 

economic theory, on the benefit of trade, is known as Absolute advantage (Brue & Grant, 2007; 

Smith, 2009).   
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In his mind a country should analyse their industries, what is the country producing, and 

ask themselves if they have an absolute advantage over another country. If that was the case the 

country should specialize in the production of that good and sell it to the other country. if no 

absolute advantage was in place the country should not specialize in the production of the good. 

In other words, the country that was more efficient in the production of a product than another 

country had an absolute advantage over it (Smith, 2009). Let’s see an example of how this 

works. 

We have two countries, for the sake of this example let’s say these countries are Iceland 

and Portugal, and we only have to products, salted cod and port wine. And the countries only 

have 21 days to produce the products.  

It takes Iceland one day to produce one unit of salted cod, and twenty days to produce one unit 

of port wine. For Portugal to produce one unit of salted cod it takes nineteen days but only two 

days to produce one unit of port wine as seen in table 1 

Table 1: absolute advantage 

  

No. Of days to 

make one unit 

Country 

Salted 

cod  

Port 

wine 

Iceland 1 20 

Portugal 19 2 

 

According to the theory of absolute advantage Iceland should specialize in producing 

salted cod, since they can produce that more efficiently, and Portugal should specialize in 

producing port wine for the same reason. If there would be no specialization it would take 

Iceland 21 days to produce one unit of each product, as well as it would take Portugal 21 days 

to produce the same amount. However, if Iceland where to only produce salted cod and Portugal 

would only produce port wine. Then in 21 days Iceland could produce 21 units of salted cod 

and Portugal could produce 10,5 units of port wine. Then, assuming free trade, the two countries 

could trade the two products and be much better off than if they would not have specialized. 

There is one more thing that has to be addressed, though, if one country is better at both making 

salted cod and port wine than the other what is then the best thing to do? Than the gain of trade 

becomes less obvious, let’s say if Portugal would dominate Iceland in the production of both 

salted cod and port wine then one might ask why trade, if the country is more efficient in 

producing both goods? In the mind of Adam Smith then Portugal should produce everything on 

their own. It took another brilliant mind to refute this notion. That mind belonged to David 
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Ricardo who put forth the concept of comparative advantage. Which incidentally is the next 

subchapter in the case for tariffs (Parkin, 2016; Smith, 2009). 

 

2.3.2. Comparative advantage  

To further cement the upside of free trade, and thus the shortcomings of restricted market like 

tariffs, the idea of comparative advantage is presented. An idea, or a law, put forth by David 

Ricardo, in his book Principles of Political Economy and Taxation, published in 1817. The 

theory shows, what the absolute advantage theory was unable to do, how a country can gain 

from trade even when said country has an absolute advantage over another country in all aspects 

of production. While absolute advantage can be described as specialising in producing the 

products you are most effective in doing so. If another country is more capable, more efficient, 

you let that country produce the product and then trade. The comparative advantage introduced 

a new factor to free trade, known as opportunity cost. A term coined much later by an Austrian 

economist Friedrich von Wieser (Wieser & Hinrichs, 2010). Opportunity cost revolves around 

the idea that every country, and everyone for that matter, are faced with scarcity and have a 

choice. In this case a country can choose what to produce but it can’t choose to produce 

everything, it can’t produce unlimited amount of unlimited number of products, the resources 

are not endless, they are scarce. Now opportunity cost is the cost of allocating these resources 

in one manner as opposed to allocating them a different way, what one must give up in order to 

be able to produce something else (Ricardo & Kolthammer, 2004). 

 let’s continue with the Iceland, Portugal example. But instead of using the figures seen 

in table 1 we say that Portugal are superior than Iceland in both producing salted cod and port 

wine. Portugal takes one day to produce salted cod and two days to produce port wine. Iceland 

is not nearly as efficient, spending 15 days producing a unit of salted cod and 20 on one unit of 

port wine, as seen in table 2.  

Table 2: comparative advantage 

  

No. Of days to 

make one unit 

Country 

Salted 

cod  

Port 

wine 

Iceland 19 20 

Portugal 1 2 
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In short Portugal has absolute advantage producing both products, now does it make 

economic sense for Portugal to trade with, ostensibly inefficient, Iceland? According to the 

theory of comparative advantage it is feasible. What must be done is to find the opportunity cost 

for each country for each product. In doing that it is good to alter table 2 so it shows us how 

much can be produced in one day, as can be seen in table 3 

Table 3: no.of units pr. Day 

  

No. Of units in 

one day 

Country 

Salted 

cod  

Port 

wine 

Iceland 0,053 0,05 

Portugal 1 0,5 

 

Having done that the next step would be to find the opportunity cost. The opportunity cost for 

Portugal in producing salted cod is calculated like so: no. of units of port wine / no. units of 

salted cod. In table 4 all the opportunity costs can be seen  

    

Table 4: opportunity cost 

  Opp.cost 

Country 

Salted 

cod  Port wine 

Iceland 0,950 1,05263 

Portugal 0,5 2 

 

Now the opportunity cost is compared between the two countries, for example Iceland has an 

opportunity cost of 0,950 in producing salted cod while Portugal has 0,50. Portugal’s 

opportunity cost is lower which means they should produce salted cod, in turn Iceland should 

produce port wine. At last two countries would then trade with each other resulting in them both 

being better off doing trade. One thing that has though that has to be kept in mind, the price of 

the products when trading. For example, it costs Iceland 0,95 units of port wine to produce one 

unit of salted cod, while the cost for Portugal is 0,5 units of port wine. Portugal would only 

trade if the price of the salted cod would be above 0,5 and Iceland would never buy the salted 

cod at a price higher than 0,95 (keep in mind that the price of the salted cod is measured in units 

of port wine, and vice versa). So, the price of the salted cod would be somewhere between 0,95 

and 0,5. And the price of port wine would be between 1,053 and 2 units of salted cod. One more 

thing to comparative advantage theory, both countries are bound to have comparative advantage 
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in producing some product, while one country could have absolute advantage in producing all 

product. That is due to the face that if opportunity cost is, for example, 5 X per 1Y then the 

opposite opportunity cost is 1Y per 5X. So, the dynamics will always shift, there is not a 

mathematical chance that a country can have an comparative advantage versus another country 

if in both products, given that the two countries only produce these two products (Parkin, 2016; 

Ricardo & Kolthammer, 2004) 

 

2.3.3. The competitive model 

The competitive model can predict what effect a shock, whether these shocks are 

governmental, technological or some other kind, will have on the consumers and producers of 

products. These effect on certain products can then be scaled to cover every product and thus 

the economy of a country. In the competitive model there is a rule of thumb, that perfect 

competition maximizes welfare. A state where price of a product equals the marginal cost of 

producing the product. When levying a tariff, a government is creating a wedge between the 

price and the marginal cost, thus leaving the optimal state to be in to maximize welfare. It is 

perhaps best to explain this graphically with an example.  

 

Figure 1: Tariff (Source: Economicsonline, n.d.) 

 

We have two extreme scenarios, complete opposites, an economy with completely free trade, 

and an economy with complete isolation. That is the spectrum, from trading with no restrictions 

between countries, where the price is P1, to absolute restriction between countries where trade 
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ceases to exist all together, where the price is P. And in between there is an economy with tariffs 

on trade, where the price is P2. Now let’s say that an economy is in a state of free trade with 

other countries. The price of the product in the example is P1, the quantity demanded is where 

the price line and demand line meet (in Q2) and the domestic production supplies the market 

with the quantity at Q1. And the quantity between Q1 and Q2 is met by imported product. Noe 

a tariff is levied, and it becomes more expensive for the importers to import. So some of them 

can no longer afford to import, that means that the supply takes a hit. For those that do keep on 

importing the price of production has gone up which leads to the price of the product increasing 

to P2. At that price some of the domestic companies that could not afford to sell the product at 

P1 can now afford to sell at P2, there lies the argument oftentimes used when putting up tariffs 

to stimulate the domestic industries, the domestic industrie will gain from a tariff, and the 

government will gain revenue but the public will be faced with higher prices, the CPI goes up 

(Perloff, 2016; Tresch, 1994).  

  

2.3.4. Political cases against tariffs  

One needs to only look at the news to see that tariffs do not go well with all the parties involved. 

Usually the country that is getting imposed by tariffs will not take that quietly. Two examples 

of that in recent memory are the 2002 United States steel tariff, and the impending plan by the 

current administration in the United States to impose tariffs on a handful of countries. The steel 

tariff in 2002 for example was met with retaliation, led by the European union and Japan. The 

tariffs on imported steel only lasted until December of 2003, at that time the EU and Japan 

where ready with their countermeasures. The plan was to hit the United States with a tariff on 

certain products, these products where not picked at random. Rather these products came from 

crucial states in the upcoming election in the United States. So not only is the economic theory 

behind a tariff sound the political effect can be devastating. The imposing on tariff is usually 

met with a countermeasure that can quickly escalate into a trade war if the countries want to go 

that path, which is neither feasible economically nor politically. Similar to the 2002 steel tariff 

retaliation the 2018 tariff plans by the Tump administrations had to deal with the same 

countermeasures. The planned retaliation from China and the EU took the teeth out of these 

drastic tariff plans, they targeted products from states which would pack the biggest political 

punch for the incumbent administration. And just like in 2002, the act of levying tariffs would 

be unwise both economically and politically (Dhue, 2018; Tran, 2003).  

 



12 
 

2.4. The case for tariffs  

In this chapter the arguments for tariffs, in other words protections, will be dissected. The World 

Trade Organization has some strict rules on tariffs for their members. The general principle 

states that a country cannot subject imported products to a higher tax, or other discriminatory 

activities, than imposed on domestic production. This principle however has some exceptions 

that will be discussed later on. Some of these arguments are more reasonable than others, 

however all these arguments have been used to some extent through the years. Having already 

covered the economic theory behind a tariff one could assume that an economy with a tariff, or 

protection would yield a less efficient economy. That is true, however protectionist do not, for 

the most part, argue that the economy is getting more effective with a tariff, they usually find 

some other reasoning than economic efficiency to reason tariff implementations. Let’s look at 

these arguments (‘WTO | Anti-dumping - Technical Information’, n.d.).  

 

2.4.1. Infant industry argument  

This argument is one of the earliest arguments for a tariff put forth by one of the founding 

fathers of the United States, Alexander Hamilton in his Reports of the Secretary of the treasury 

of the Subject of Manufactures (Hamilton, n.d.). His view on the matter was that for many young 

industries in the United States there was a problem. This problem was that before these “infant 

industries” would be able to grow into robust industries and be competitive globally, they would 

be jousted out by already established companies in other parts of the world. They had all the 

elements to be competitive but just needed time, some sort of a protection to grow, without 

having to face the biggest, more competitive companies that were already out there. His solution 

was to somehow guarantee some sort of governmental subsidy, aid, something to give these 

infant industries an edge. For example, a tariff on imported goods competing with the goods of 

the infant industry. John Stuart Mill then, years later, constructed the economic argument 

formally. In his own words it was time consuming to get the workers “educated to the level of 

those with whom the processes are traditional”.  That is the basic gist of the infant industry 

argument (Baldwin & Winters, 2004; Chang, n.d.; ‘Founders Online’, n.d.). 

However it is often times hard to determine when the tariff has served its purpose, when 

it is time to lower it or abolish completely, there are also signs that the tariff is perhaps not the 

best instrument to use to protect infant industries, other instruments, for example the use of a 

quota or a subsidy are possibly a better fitted for that purpose (Melitz, 2005).   
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2.4.2. Diversification argument  

This argument states that having free trade will increase specialization, which it should. But 

with that specialization comes an obvious problem, the lack of diversification. The economy 

could become overdependent on just a handful of industries. Some economists have pointed out 

that one of the keys to long term economic development is economic diversification, that is still 

somewhat debatable, but never the less an argument presented for tariffs (Fajnzylber, 1990; 

Hartmann & Pyka, n.d.; Hidalgo, Klinger, Barabasi, & Hausmann, 2007; Hidalgo et al., 2007; 

Nurkse, 1973; Prebisch & Prebisch, 1986; Rosenstein-Rodan, 1943). For some diversification 

is also a matter of risk-diversification, not putting one’s eggs in one’s basket so to speak. On 

top of that some view it as a protective precaution, to be somewhat self-sufficient. For example, 

if sanctions or war would break out or something in that direction self-sufficiency would be a 

better position than having to depend on a hostile enemy for products. The problem with this 

argument is what products to choose to protect, that can oftentimes be political or simply 

irrational. An example of that is a tariff on sweet potatoes in Iceland a few years back, seemingly 

an unfair tariff built on the notion that it would somehow compete against regular domestically 

grown potatoes in Iceland. An example that shows how difficult it can be to try and regulate 

and protect the market, resulting in a strangely placed tariff with hardly any rational reasoning 

(‘Íslendingar eru æstir í sætar kartöflur - mbl.is’, n.d.). Adding to that the fact that for any 

economic protection there is an economic cost of making a market less efficient. That is a cost 

the government must be willing to pay. 

 

2.4.3. Employment argument  

“Trade reform and the negotiation of great trade deals is the quickest way to bring our jobs back 

to our country.” (‘Donald Trump: Read Donald Trump’s Speech on Trade | Time’, n.d.).  

These words uttered in 2016 by, then to be the president of the United States, Donald Trump, 

are perhaps his most used reason for justifying his impending tariff. This way, as he boldly 

states, he will bring back jobs that otherwise are located in a foreign country. The logic is 

simple, by introducing tariffs the competitiveness of domestic production raises significantly 

and with that the industries should grow domestically producing more work. The upsides are 

obvious, more jobs and a clear effect on the lives of the workers that are hired to work in these 

companies. However, this argument is not without its flaws. If we keep on using the tariffs the 

United States has planned to levy this year as an example it has been analysed, and reported, 

that this tariff will create jobs in some industries. But in other jobs will be lost. Reason being 
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that by setting a tariff you raise the price of a product, other companies oftentimes need that 

product in their manufacturing, that will in turn raise their operating cost that leads in higher 

prices for the public along with the company having to discharge their employees. If the product 

is a household product the price will simply rise, and the public will have to pay more, as seen 

in the competitive model. Another downside related to this argument is that a less efficient 

industry is being bolstered making them more competitive than other domestic industries that 

the country is better equipped to specialize in. An example being the if the United States would 

invest and protect labour heavy industries like clothing manufacturing, when the countries in 

east Asia are better suited for that kind of work, instead of focusing on jobs better suited for 

them like capital heavy high-tech industries. They would be misallocating their scarce resources 

and not specialising in the right industries (Tarr, n.d.; ‘Trump trade war, tariffs study on 

economic impact, lost jobs - Business Insider’, n.d.).  

 

2.4.4. Balance of payment argument  

An argument used when there is deficit, the theory is simple, gaining revenue from the 

importing countries and diminish the deficit. However, there is an obvious flaw in this argument 

that must be dealt with. If a country poses a tariff on another country, or countries, there is 

usually nothing to stand in the way of the other country, or countries, levying a tariff in 

retaliation. Other result can be that the tariffed countries take their business elsewhere. 

Completely defeating the purpose, and the argument, behind the tariff (Tarr, n.d.).  

 

2.4.5. Anti-dumping argument  

Another argument being used by the United States in recent times is an Anti-dumping argument. 

Dumping occurs when a country sells their product abroad at a low price, meanwhile selling the 

same product domestically at a higher price because of a monopoly power. It is a price 

discrimination against the domestic market of the dumper. This argument is backed by The 

World Trade Organization which included an anti-dumping duty in its General agreement on 

tariffs and trade (GATT) since 1994, that allows for a tariff to be put on members of WTO if 

they are seen being dumping, without violating the basic principle of no discriminatory taxes 

on imports (‘Exclusive’, 2018; ‘WTO | Anti-dumping - Technical Information’, n.d.; Welle 

(www.dw.com), n.d.).  
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2.4.6. Strategic tariffs  

Similar to the infant industry argument the strategic tariff is about protection domestic firms. 

The difference is that these tariffs are usually set on the research and development industries. 

Centred around achieving first mover advantage, economies of scale and new product lines. By 

gaining first mover advantage the penetration into foreign markets becomes easier. By gaining 

first mover advantage the company is more likely to hold on to a big part of the market. So, the 

government is essentially picking an industry that they protect so it can develop and emerge as 

a dominant player on the global market. An example would be the takeover of Japanese 

companies of the computer chip market in the late 20th century. However, like other arguments 

for tariffs this one has its flaws. This is a procedure that is hard to master, a country does not 

know if the industry they bet on will be a fruitful one. One top of that some economist doubt 

that the countries are better of being a dominant player instead of buying the products, since the 

procedure takes a lot of effort to pull off. One of those doubters is Paul Krugman who 

determined that Japan would have been better off staying out of the computer chip market 

industry, due to the enormous cost of developing and protecting (Baldwin, 1991; Perloff, 2016; 

Tresch, 1994).  

Other arguments and thoughts on tariffs and protection could be analysed here in great 

length, that would however be a highly tedious thing to do. Instead some of the arguments not 

covered will be rounded up here. The argument for tariffs in wartime is one argument, similar 

to sanctions. These are levied to hit the enemy economically. These tariffs should though, in 

theory, raise the prices of products for the domestic public. Another argument is a tariff put on 

products that are unhealthy for the public or the environment. Those would be products like 

sugar, tobacco, oil and alcohol. In theory these tariffs should raise prices of “bad” products that 

should in turn decrease the demand, and in the end lead to for example less obesity, decrease in 

tobacco related diseases and so on. Another argument for a tariff is retaliation because other 

countries levied a tariff on the country, this is a reasonable argument due to the circumstances 

but economically wise this is not beneficial to the public or the economy (Tresch, 1994; 

‘Vísindavefurinn: Hvað er neyslustýring?’, n.d.). 
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3. Consumer price index  

3.1. Defining consumer price index 

The consumer price index, or CPI, is one tool that can be used to calculate inflation, along with 

for example wage index, housing index and GDP index. The CPI is an index that is computed 

by defining a basket of goods and services that an economy, a country, provides. What gets put 

in the basket is usually defined by a government agency, by using so called reference groups. 

Reference groups are people, families, that are asked to keep track of what they buy in a certain 

period. By gathering all that information an average basket of products and services, that an 

average family buys can be formed, the typical household. This is the consumer price index 

(Tresch, 1994). 

In Iceland the CPI is calculated monthly. The basket in Iceland is constructed by using 

an expenditure survey. The reason for these surveys is to analyse what the consumers are buying 

and how much. The results from the survey then determine the weight put on each product when 

the CPI is calculated. The weight represents the how much of the product is being bought, the 

quantity. The CPI is not without its problems, it is after all a man-made number used to calculate 

inflation, by proxy, with high number of variables and statistical problems that need to be 

addressed. Some of the products in the basket are getting more valuable, more efficient, that 

would mean that the price of newer, better products should be higher. Case in point cell phones, 

once a device for calling and receiving calls, for the most part. These small devices are now 

multifunctioning devices capable of much more than that. Which in turns raises the price of the 

cell phone. Price increases are interpreted as inflation, which is an obvious problem. Another 

dilemma is the introduction of new products, if we stick to the cell phone example, when did 

the cell phone become a part of the basket? There must have been some lag between the public 

buying the cell phone and the agency responsible for the calculations adding it to their CPI 

calculations. The third problem is what is called the substitution effect, that is when two stores 

sell the same, or very similar, product at two different prices. If the public changes from the 

expensive brand to the inexpensive that would affect inflation estimation without really altering 

the economy. These are just some of the challenges when calculating the CPI, and inflation. 

These problems, and many more, can lead to the inflation estimation being over estimated or 

under estimated (Parkin, 2016; ‘The Major Problem With CPI And How It Hurts The 

Economy’, n.d.).  
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3.2. Calculating the CPI  

An institution called Statistic Iceland (í. Hagstofa Íslands) calculates the CPI along with the 

inflation rate, these are the numbers the central bank uses for example. The method Statistic 

Iceland uses to calculate the CPI is the same as neighbouring countries use. It is a complex and 

tedious job. First step, of many, is to calculate a base where the CPI is 100. Just to calculate the 

base Statistic Iceland uses five calculating methods, for different products comes a different 

method. As mentioned above there are many problems that need to be addressed to estimate the 

CPI. The calculations are set up to try and eliminate most of the errors that can occur in the 

estimation. To go through every minute step of the process would be long-drawn-out and 

tedious reading. Instead let’s focus on the final product, the CPI itself. After having gone trough 

plenty of steps the final index is calculated as, what is called, a Lowe-index. Named after the 

Scottish economist Joseph Lowe. The simplest form of the Lowe-index calculation is set forth 

with this equation:  

𝑃𝐿𝑜(𝑝0, 𝑝𝑡 , 𝑞𝑏) =
∑ 𝑝𝑖

1𝑞𝑖
𝑛
𝑖=1

∑ 𝑝𝑖
0𝑞𝑖

𝑛
𝑖=1

 

PLo = Lowe index  

p0 = price vector of base period: p0 = [p1
0,…pn

0,]  

pt = price vector of current period: pt = [p1
t,…pn

t,]  

qb = quantity vector: qb = [q1
b,…qn

b,]  

i = products, 1, 2, …., n  

pi = price of product I  

qi = quantity of product I   

n = total number of goods and services included in the CPI basket  

From this formula the CPI index is calculated. If the weights used are taken from the 

past you get what is called a Laspeyres-index, if the weights are taken from current weights a 

Paasche-index will be formed, both indexes simply an offspring of the Lowe-index. In theory 

both of these methods should produce the same result. But the use of Laspeyres-indexes is more 

common since the past weights are, or should, always be available. The use of Paasche-index 

is more complex and requires more work since the weights must be updated constantly using 

that method (Diewert, 1988; Guðnason, 2004; Huang, Wimalaratne, & Pollard, n.d.; ‘Hvað 

mælir vísitala neysluverðs?’, n.d.).  
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4. Inflation 

4.1. Definition of inflation 

The US federal reserve defines inflation something that: “…occurs when the prices of goods and 

services increase over time” (‘The Fed - What is inflation and how does the Federal Reserve 

evaluate changes in the rate of inflation?’, n.d.). The Icelandic Central bank has a little more 

detailed definition, when translated would be defined as: “…a continuous increase in general prices, 

most often measured as a twelve-month change in the CPI… Inflation implies that the value of money 

decreases, ie. Less amount of goods and services can be bought with each ISK.”(‘Seðlabankinn - 

Verðbólga’, n.d.). Now to calculate the inflation of an economy the consumer price indexes of two 

timeframes, years, months, biannually etc., are analysed and the percentage change in the price of the 

basket is then said to be the inflation. Or simply increases in the level of prices in the economy, or 

deflation if the prices fall between the two timeframes (Tresch, 1994). This is the formula used to 

calculate inflation: 

𝐼𝑛𝑓𝑙𝑎𝑡𝑖𝑜𝑛 = (
(𝐶𝑃𝐼 𝑎𝑡 𝑡𝑖𝑚𝑒 𝑡) − (𝐶𝑃𝐼 𝑎𝑡 𝑡𝑖𝑚𝑒 𝑡 − 1)

(𝐶𝑃𝐼 𝑎𝑡 𝑡𝑖𝑚𝑒 𝑡 − 1)
) ∗ 100 

 

The debate is still out for what is the right amount of inflation, however many central banks do 

have an inflation target that they strive to achieve, set by the government, or the bank. For 

example, at the time this thesis is written, the inflation target in the United Kingdom and the 

United States is 2 percent, meanwhile in Iceland it is 2,5 percent. Some inflation is good to the 

economy, and there are several reasons for that. some inflation stimulates the economy, the 

reason being if there is no inflation, or deflation, the public is no better off investing in products 

today than they are investing in them in the future. this boosts economic growth. For borrowers, 

who have nominal loans, inflation should benefit the borrower since the burden of the loan will 

decrease. Although one must keep in mind that a deflation would increase the burden of the 

loan. One more example of the benefits of a little inflation is the debt the governments around 

the world are stuck with. A little inflation should decrease these loans, while at the same time 

increase the tax revenue of the public. If the inflation is to low it would increase the chance of 

going into a state of deflation, where the inflation rates become negative. Deflation will cause, 

among other things, a decline in production since the public will begin to expect lower prices 

in the future. The decline in production will lead to workforce reduction or lower wages. So, 

deflation is not good for the economy. Now if the inflation becomes too high and any long term 

financial decisions will become much harder to predict. Another repercussion is that savings 



19 
 

will decrease because the public is afraid that the money they have will decrease in value, and 

with no savings investment plummets. So to much inflation is not good for the economy, it has 

to be a relatively stable and low number like 2,5 percent for example (Gottfries, 2013; Milligan, 

2015; Parkin, 2016; ‘The Fed - Why does the Federal Reserve aim for 2 percent inflation over 

time?’, n.d.).  

 

4.2. Main causes of inflation 

Inflation does not happen at random, there are many reasons for inflation to increase or 

decrease. In the long run, it is a monetary phenomenon, and it occurs if the quantity of money 

is growing at a faster rate than the potential GDP. In the short run however, there are more 

factors that can cause inflation. In analysing the short run causes inflation will be divided into 

two categories. The first category is known as demand-pull inflation, the second category is 

known as cost-push inflation. For the analysis of the inflation causes the AS-AD model will 

be used. A simple representation can be seen in Figure-a. The X axis represents output 

quantity, the Y axis represents price level. The model features three curves the long run 

aggregate supply (LAS), the short run aggregate supply (SAS) and the Aggregate demand 

curve (AD). In the model if the equilibrium point between SAS and AD is constantly moving 

upward on the price level axis there is inflation, In figure 2 the model is shown graphically. 

Now let’s analyse different causes for inflation in the model (Parkin, 2016). 

 

 

Figure 2: The AS/AD Model (Source: Chuck’s AP Macroeconomics Blog, March 9, 2017) 
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4.2.1. Demand-pull inflation 

The demand-pull inflation, like the name suggests, originates in change in the aggregate 

demand. The simplest form of the AD-curve is made up of the sum of investment (I), 

consumption expenditure (C), government expenditure (G) and net exports (X-M) 

AD = C+I+G+X-M 

Now any changes of these five variables will cause the AD-curve to shift. For example, 

if the public becomes more optimistic, they will spend more, and C will increase. Or if the 

tourist industry booms, that would be an increase in X so AD would then shift upward. Any 

factor at all that will shift the AD curve upwards will start a demand-pull inflation. The AD 

curve will shift upward and instead of the equilibrium between AD and SAS being in E0 it will 

move to E1 (Shown on figure 3). This will cause the price level to rise, inflate. Now the real 

GDP, seen as Q1 on the X axis, is no longer equal to the Potential GDP (Q0). The real GDP 

can’t remain forever above the potential GDP, in this situation the SAS curve starts to shift 

upwards towards equilibrium in E2. The model always seeks equilibrium where AD = SAS = 

LAS. For the SAS to shift upward the money wage rate must increase (The money wage rate is 

the money you get for working, opposed to the real wage rate, which is what you can buy with 

your money). The Money wage rate increase till the equilibrium is at E2. Now the AD curve 

must persistently increase to have infinite inflation. AD shifts upwards, real GDP is above 

Potential GDP, SAS shifts upwards, AD shifts upwards again and a demand-pull inflation spiral 

is made (Parkin, 2016). 

 

  

Figure 3: Demand-Pull inflation (Source: your article library, n.d.) 
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4.2.2. Cost-push inflation 

The cost push inflation has the same result but instead of the AD-curve shifting first upward the 

SAS curve shifts first, resulting in a temporary equilibrium left of the LAS-curve. The supply 

of goods reduces that is the reason the SAS-curve shifts to the left. So, any shock that would 

lead to supply decreasing suddenly will cause inflation. Two of the main shocks that can do that 

are an increase in the cost of the factors of production. That can mean more expensive labour 

or more expensive capital. For example, if a production need a lot of imported steel and a sudden 

hike in steel price occurs, for example due to tariffs. That would cause a shock that would shock 

the market and kickstart a cost-push inflation. The SAS shifts to the left due to more expensive 

production environment. The Real GDP is now below the Potential GDP. In that state 

unemployment should rise or wage cut of some kind, higher unemployment being the more 

likely of the two. In this situation the government can choose to lower the interest rate. But a 

lower interest rate should lead to more consumption which shifts the AD-curve to the right and 

a new equilibrium is found in figure 4 as E2. These events can repeat themselves leading to 

higher and higher price level, in economy this is what is known as stagflation. A good example 

of stagflation can be found oil embargo OPEC put on in the 1970s. Causing the oil prices to rise 

in the United States, the Federal reserve responded by increasing the money supply, OPEC 

raised again and so forth leading to stagflation in the United States (Parkin, 2016). 

 

 

Figure 4: The Cost-Push Inflation (Source: your article library, n.d.) 
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4.3. Inflation in the short run vs inflation in the long run 

Now as stated earlier inflation in the long run is always a monetary phenomenon. To understand 

this the definition of short-run and long-run need to be in place. In the short run some variables 

are a constant, in the AS-AD model for example the price level and wages are constant. Then 

in the long run nothing is constant in the AS-AD model. So the model can produce two kinds 

of equilibriums a short-run and a long-run. The short run equilibrium is where the real GDP 

demanded, and the Real GDP supplied intersect, where the AD- and SAS-curves meet. While 

the long-run equilibrium is where real GDP is equal to the potential GDP, or when the economy 

is located on the LAS-curve. So in one can see the short term effect in the examples above 

where the equilibrium is at E1, then in the long run it shifts to E2.  

(‘Oil Price Shocks, Monetary Policy and Stagflation | Conference – 2009 | RBA’, n.d.; Parkin, 2016) 
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5. Literature review 

5.1. Linkage between inflation and tariff rates  

In this chapter the linkage between inflation and tariff rates will be analysed. The linkage can 

be that tariffs cause inflation, it can be that inflation causes tariffs, or it can be that there is no 

causality between the two variables. Although it is fair to point out that most of the literature 

that has been written researches if tariffs cause inflation, not the other way around. But since 

this paper uses the Granger causality both causalities will be analysed, more on that in the 

research method chapter. There have not been many papers written on this exact subject, that is 

the causality between inflation and tariffs. But numerous other papers have been made on very 

similar, and often linked subjects. Papers where the two variables are closely linked to tariffs 

and inflation, for example, effect of trade on the economy or inflation. As has already been 

covered in previous chapters the link between free trade and tariffs are obvious. Free trade is 

about removing trade restrictions, for example tariffs. Therefore, any effect a free trade has on 

inflation should be the opposite that a tariff would have on inflation. 

 

5.2. The dominant view  

The link between inflation and tariff is not a subject that is heavily research according to other 

subjects. The dominant view among economist is the one found in economy books and most 

literature. That is in line with the competitive model already discussed in a previous chapter. 

The model states that a tariff will raise the price for consumer. Or in other words the money the 

public has can’t buy the same number of products since the price has become higher, also known 

as inflation (Parkin, 2016; Perloff, 2016; Samuelson, 1997). Here the causal link is clearly that 

an increase in tariff rate will cause inflation. Along with countless books written on economy 

there are papers, thesis’s and articles written on the matter. In an article written by Coughlin et 

al. on protectionist trade policies this is what they wrote: 

“Since protectionist policies frequently increase the price of the protected good, domestic 

consumers are harmed. They lose in two ways. First, their consumption of the protected good is 

reduced because of the associated rise in its price. Second, they consume less of other goods, as 

their output declines and prices rise.” (Biswas, 1994) 

In other words, trade restrictions, for example tariffs, lead to inflation. In the Economic 

report of the president, published every year, the case against tariff has been advocated for the 

last decades. For the sake of argument three random economic reports of the president where 
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picked, for the years 1992, 2000, 2008 and 2010. The view on tariffs, barriers and trade 

liberalization are harmonious. The view is that imposing barriers, or restricting trade, will cause 

a lower standard of living for the public due to higher prices, inflation. This view is in line with 

the competitive model. Keeping in mind that these reports can of course be written for political 

agenda, case in point the most recent report, published in 2018 has shone a more protectionist 

light on trade and tariff ideas. Existing trade agreements are met with scepticism and instead of 

talking about trade, the phrase fair trade is used, maybe for some political agenda. Having said 

that every other report emphasises on trade and lowering restrictions, from administrations both 

to the left and to the right. So It is safe to assume that the mainstream idea is that barriers, like 

tariffs, causes inflation (‘Economic Report of the President 2018 | govinfo’, n.d.; Estados 

Unidos et al., 1992; Galbraith, 2000; United States, President, & Council of Economic Advisers 

(U.S.), 2010).  

Rodríguez and Rodrik findings align with the dominant view (Rodriguez & Rodrik, 

2001). They conclude that trade restrictions, for example tariffs, are damaging to income in the 

long-run. However, they were unable to conclude whether the effect of these restrictions would 

massive or meagre, only that they would be damaging, damaging income would lead to the 

public not being able to buy as much, which would have a negative effect on the consumer price 

index. Jeffrey, Frankel and Romer come to a similar conclusion in their paper “does trade cause 

growth?” (Frankel & Romer, 1999). Their findings were that “trade raises income” or in other 

words, decrease the restrictions, increase the income. On top of that they conclude that a raising 

the trade to GDP ratio by one percentage point leads to an income increase of about a half of a 

percent. So again, raising income would have a positive effect on the consumer price index, in 

turn restrictions should lower wages, and thus lowering the consumer price index. Now some 

scholars have pondered over what type of countries would be most inflationary under tariffs. 

The traditional view is that some conditions of a country are, when under tariffs, more 

inflationary than others. Those are mainly small economies, economies that are highly 

dependent on imports, and where the tariffs are particularly high. (Batra, 2001).  

 

5.3. The unorthodox view 

Not every paper, study or article falls in line with the dominant view. These views contradict 

the notion that tariffs are bad for the economy, and cause inflation. It is probably reasonable to 

point out that the unorthodox view is called unorthodox for a reason, searching for these views 

took more time and effort than those of the dominant view. And fewer papers could be traced 
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down to challenge the dominant notion of tariffs being inflationary. Having said that there where 

studies out there stating that tariffs are not bad for the economy. Vamvakidis points out that the 

positive effects of freeing trade on the economy, mainly economic growth, were noncurrent in 

the United States until the last few decades. Before that, in the 19th century, early 20th century, 

the positive effect was non-existent, and even in the 1930s Vamvakidis found the correlation 

between free trade and economic growth to be negative. Albeit a little of topic from this thesis, 

Vamvakidis research shows that the dominant theory today on free trade is not as relevant, 

looking back a couple decades back, as one might think. This goes to show that the free trade 

argument has been tested in some areas with unexpected results (Vamvakidis, n.d.). Now 

focusing on the research question one paper did ask the a very similar question to the question 

this thesis seeks to answer. This is a paper by Batra given the name: “Are tariffs inflationary?”, 

published in 2001. Batra had, 9 years, earlier published a paper named: “Fallacy of free trade”. 

In that paper he puts forth a theoretical model where he shows how real wage can decrease in 

an open economy but not in a closed one (‘The Fallacy of Free Trade * - Batra - 1992 - Review 

of International Economics - Wiley Online Library’, n.d.). In his own words he says that this 

1992 paper rekindled the debate on free trade. Then nine years later the paper “are tariffs 

inflationary?” is published. In this study Batra divides United states history into three periods, 

period one is from 1800 to 1860. It starts around the time when the country was born and last 

until the civil war broke out. Period two is from 1870 till 1929, from the time the effects of the 

war where beginning to were off till the great depression, then period three goes to 2001, the 

year the paper came out. Batra choses to focus mostly on the first two periods. In the first period 

the United States was a small economy, that needed to import around 95 percent of 

manufactured products, on top of that they pumped the tariff rate way up at the turn of the 19th 

century. These three conditions should, according to the dominant view, lead to tariffs being 

inflationary. Despite these conditions the opposite repeatedly happened. The country would 

raise tariffs well over 40 percent and at the same time the CPI fell, when they lowered their 

tariffs the CPI almost stood still. In period two the same thing happened, from 1870 to 1900 the 

tariffs where over 40 percent and rising most of the time, yet the prices fell continuously from 

1870 to 1900. Then from 1900 to 1914 tariffs fell at the same time as CPI rose. Lastly in the 

wake of the roaring twenties the tariff rate plummeted to around 15 percent while the CPI almost 

doubled. He briefly analyses the third period, skipping world war two, beginning around 1950. 

Since then tariffs have been low compared to earlier periods, and trending downwards. Despite 

of that the CPI has been rising steadily. He then boldly states that: 
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“The fact remains that trade liberalization in America has been never associated 

with falling prices, whereas high or rising tariffs always coexisted with 

deflation” (Batra, 2001) 

 

5.4. Inflation and tariffs in Iceland 

To the knowledge of the author any research on links between inflation and tariffs in Iceland 

has not been executed. The data on tariffs in Iceland is scarce and hard to come by. The global 

database on tariff, from which the tariff rate is collected for this thesis, has its first datapoint on 

Iceland in 1993. In some years after that some datapoints are missing. So, the data is not as 

extensive as it is for other countries. The inflation data is a little more detailed and dates a bit 

further back. For the last couple of years, the government in Iceland has been aiming at reducing 

the number of tariffs in Iceland making the economy less restricted. This trend started in 2013 

when a new administration took power made up of two parties. The party that emphasised on 

these tariff reforms has been in every administration since that. The plan that was acted out in 

the beginning of 2017 stated that every tariff, aside from food tariffs, would be eliminated. This 

was done to lower the prices of imported goods, make the market more efficient and increase 

competition (‘Tollar af 1609 tollskrárnúmerum afnumdir’, n.d.).  

Inflation in Iceland has long been a problem. Having said that for the last few years the 

inflation has been relatively low, but recently it has been somewhat rising. This relatively low 

inflation can largely by contributed to a stronger currency, along with lower prices for raw 

material and better run companies (‘Hvernig hefur gengi gjaldmiðla áhrif á verðstöðugleika?’, 

n.d.).  

Aside from the low inflation in recent years, the inflation has been volatile in Iceland, 

as seen in figure 5. The inflation is so unpredictable in Iceland, and a big factor in everyday life, 

that Iceland is the only country in the world that shields deposits and savings from the inflation 

with an insurance. There are many factors that play a part in why Iceland is so volatile, 

historically, when it comes to inflation. Some say that the currency is the problem, other say the 

size of the country and the openness of it are the problem. this study will not try to answer these 

question, that is more fitted for another thesis (‘Má bjóða þér óðaverðbólgu?’, n.d.; ‘Mesta 

verðbólga í tæp 4 ár - mbl.is’, n.d.; ‘Smáríki búa við meiri gengissveiflur - Vísir’, n.d.).   
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Figure 5: Changes in tariff rates and inflation from 1993 to 2016 (Source: Hagstofa Íslands, n.d. & World 

Integration Trade Solutions, n.d. 
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6.Reasearch 

6.1 Research question 

As seen in the literature already covered, on tariffs and inflation, there seems to be some debate 

on whether tariffs cause inflation or not. Studied, articles and books are putting forth different 

results on whether tariffs cause inflation or not. This indicates the need for further research on 

the matter. Furthermore, the research on tariffs and inflation seems to be mostly applied to the 

United States. To deepen the knowledge on the matter a research on the Icelandic economy is 

evidently useful. Although there have been put forth studies on the matter, as seen in the 

literature review, there has yet to be put forth a research like this one, to the authors knowledge. 

(Batra, 2001). The approach used to demonstrate if there is a causality, and thus a link, between 

tariffs and inflation is what is known as a Granger-causality test. The test has been used in 

numerous researches, more on that in the granger-test subchapter. The test is applied when 

exploring the direction of a causality between two factors. Before applying this test, some 

groundwork must be done first. That is necessary to be able to perform the Granger-causality 

test. The tests needed to be performed will be covered in detail in coming subchapters. The 

research question for this thesis will be: 

➢ Is there a causality between tariffs and inflation? 

 

6.2 Data 

The data used in this research came from two separate sources. Firstly, the tariff rates were 

retrieved from the software World integrated trade solution, or WITS. Which is a software 

developed primarily by The World Bank, amongst other entities. Secondly the inflation data in 

Iceland was retrieved from Statistics Iceland (í. Hagstofa Íslands). The data points collected 

from WITS are Most-favoured nation weighted average tariffs, or MFN weighted average 

tariffs. MFN tariffs is the default tariff countries agree to levy on members of the world trade 

organization, WTO. This data does not consider trade agreements between countries or tariffs 

on countries that are not a member of WTO. Meaning that the MFN tariff is the maximum tariff 

WTO members levy on each other, the weighted average is simply an average where individual 

products and services are ranked according to their importance. A product or a service more 

important to a country means that the product or service is given more weight when calculating 

the average. This MFN tariff data set is on an annual basis from 1993 to 2016, however the data 

set was missing four datapoints that were added using interpolation using the known data points. 
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This was done in the statistical program EViews, where a cubic spline was used for the 

interpolation. The inflation data was collected with annual data on the growth of the CPI in 

Iceland, in other words inflation from year to year. The data points can be located in appendix 

A (‘Types of Tariffs’, n.d.) 

 

6.3 Lag Estimation 

A necessary step in calculating Granger causality is to estimate the number of lags that should 

be included in the computation. First step in lag estimation is finding out if the data is 

cointegrated or not, this is done with a Johansen test. A test built to test cointegration of time 

series. The reason we perform this test is because the calculations of our lag estimation changes 

if according to whether the data is cointegrated or not (Soren Johansen, 1991; Søren Johansen, 

1995). After having figured out whether the data is cointegrated or not there are few options 

available in computing estimated lags, a few methods that can be used. two of these methods, 

that will be used in this thesis, are the Akaike Info Criterion (AIC) and the Schwarz Info 

Criterion (SIC). Whichever method that produces the lowest lag value lag, either AIC or SIC, 

is the one that will be applied in the Granger causality test. The correct lag length is an integrate 

part of the Granger causality test, if the lag length is to great the power of the Granger test is 

reduced, furthermore make the lag length to short and it will result in the remaining serial 

correlation in the errors to bias the test.  

In finding the right lag length one does not have to consider all the lags available in the data set. 

In 1989 Schwert put forth a model to estimate the maximum lag length that is to be considered 

that can be explained with this formula (Schwert, 1989):  

𝑝𝑚𝑎𝑥 = (12 (
𝑛𝑟. 𝑜𝑓 𝑜𝑏𝑠𝑒𝑟𝑣𝑎𝑡𝑖𝑜𝑛𝑠

100
)

0,25

) 

  

6.4 Unit root test 

To execute a granger causality test properly one must first make sure that the data used is 

stationary. When the data is stationary the mean, variance and autocorrelation are constant over 

time (‘Stationarity and differencing of time series data’, n.d.). Testing whether the data is 

stationary is done to prevent what is called “Spurious Regression". Spurious regression is a 

phenomenon prone to crop up when working with time series. Spurious regression is when there 

seems to be a strong link between one or more variables. The problem is that when there is a 
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spurious regression in place this link is not due to the real underlying causal link. This is 

common problem when working with time series (Studenmund, 2011). With stationary data the 

problem of spurious regression is evaded. To check if the data is stationary a unit root test called 

Augmented Dickey-Fuller test (Dickey & Fuller, 1979). The test can be defined with this model:  

∆𝑦𝑡 = 𝛼 + 𝛽𝑡 + 𝛾 ∗ 𝑦𝑡−1 + ∑ 𝛿𝑗∆𝑦𝑡−𝑗+𝜀𝑡

𝑝−1

𝑗=1

 

α = an intercept constant  

β = coefficient on a time trend   

γ = the coefficient presenting process root  

p = the estimated lag of the first-difference autoregressive process  

ε = independant identically distributes residual term   

(‘Augmented Dickey-Fuller (ADF) Test’, n.d.)  

By doing a unit root test a null hypothesis is being executed. Failing to reject the null 

hypothesis results in the unit root being taken as a indication that the unit root exists, it is present 

in the data. The unit root test is performed on the tariff data set and the inflation data set 

seperatly. To perform this test the one has to estimate the number of lags already discussed in 

the previous chapter. There is also a question of whether or not the data has some time trend or 

an intercept constant, a drift, which changes the model. If there is no time trend in the data the 

time trend coefficient is not needed, the same goes for the intercept constant, if there is none 

the α is not needed (‘Augmented Dickey-Fuller (ADF) Test’, n.d.). 

 

6.5 Granger-causality test 

The Granger-causality test explores the causal relationship between two variables. The Granger 

causality is when one variable in a time-series data changes consistently ahead of another 

variable. This suggest that the first variable somehow affects the trend of the other one, there is 

some information from the first variable that can be used to predict the second one. 

(Studenmund, 2011). With the results it should be possible to determine what the real causality 

is between the two variables, in this case tariffs and inflation (Granger, 1969). The granger-

causality test can yield four different results and has been used extensively ever since it was 

first introduced by Clive Granger in the 1960s. dealing with time series the test is not only 

applicable in economic or financial research, although it is perhaps most used in those areas. 
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To name a few examples it has been used in studying the causality between foreign direct 

investment and pollution, electricity consumption, employment and real income in Australia 

and the causality between financial development and growth (Hoffmann, Lee, Ramasamy, & 

Yeung, 2005; Hurlin & Venet, 2008; Narayan & Smyth, 2005). In test we have two variables, 

variable X and variable Y. If the results of the test are that X has an effect on Y it is said that, 

according to the Granger-causality test, that variable S Granger-causes variable Y, or G-causes. 

There are four results the test can yield, and they are: 

➢ X G-causes Y 

➢ Y G-causes X 

➢ X G-causes Y while simultaneously Y G-causes X 

➢ Neither X nor Y G-causes each other, they are independent of each other 

The formula for the Granger-causality can be presented like this: 

𝑌𝑡 = ∑ 𝑐𝑗𝑌𝑡−𝑗

𝑚

𝑗=1

+ ∑ 𝑑𝑗𝑋𝑡−𝑗 + 𝜂𝑡

𝑚

𝑗=1

 

The test essentially uses lagged Y variables along with X variables to try and predict the 

right Y variable Yt. If the results of the test are that Xt-j is statistically significant then there is 

an indication that any effect on Yt that cannot be explained by Yt-j is caused by Xt-j. Then it can 

be stated that X G-causes Y.  The formula can then be inverted, and the X variable is replaced 

by an Y variable and vice versa. The same test is performed with the role of the variables 

changed. And the results would then be, if Yt-j is found to be statistically significant, that Y G-

causes X ( Abu & Karim, 2016; Granger, 1969).  
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7. Results 

In this section the outcomes, of the calculations made by using the tests in preceding chapter, 

are presented. That is the Johansen Cointegration test, the two lag estimation methods, AIC and 

SIC, the Augmented Dickey-Fuller test and finally the Granger-causality test. Along with some 

descriptive statistic. In this research the tariff rate was defined as the exogeneous variable, 

therefore the inflation was categorized as the endogenous variable, this is due to the earlier 

exploration by Ravi Batra on tariffs and inflation (‘The Fallacy of Free Trade * - Batra - 1992 

- Review of International Economics - Wiley Online Library’, n.d.). 

  

7.1 Descriptive Statistics     

The descriptive statistics can be found in Appendix A 

 

7.2 Cointegration 

Table 5: Cointegration   

Series: inflation __  tariff      

Unrestricted Cointegration Rank Test (Trace) 

No. of CE(s) Prob.   

None  0,4654   

At most 1 * 0,0114   

     

Critical value 0,05       

 

The Johansen test, used to test cointegration, was conducted. The test puts forth a null 

hypothesis aimed to find whether the data sets are cointegrated. The null hypothesis is that there 

is no cointegration. The test has a critical value of 0,05. We can reject the null hypothesis at 

most 1, meaning there is not at most one cointegrated equation. Therefore, there is no 

cointegration. Because there is no integration we use Unrestricted vector autoregressions (VAR) 

when calculating the estimated lags 

 



33 
 

7.3 Estimated lags 

Next a standard vector autoregression (VAR) estimation test was conducted. Both the Schwarz 

information criteria (SIC) and Akaike information criteria (AIC) were used in the test, and 

indecently yielded the same result. Prior to conducting the test, the Schwert largest lag test was 

completed. The results from that test suggested the lag length should not exceed 8 lags. That 

proved to be incorrect, the lag length could not exceed 7 lags. That is because the number of 

observations were insufficient to calculate the VAR with a lag length of 8. The VAR estimation 

test was thus conducted with the possible lags ranging from one to seven. The optimal lag length 

is the one that results in the lowest value of the information criteria as seen in table 6 Both 

methods produce the same result. The optimum lag length is supposed to be 7.  

Table 6: lags  
Lags AIC SIC 

1 6.339.508 6.635.724 

2 6.466.663 6.962.591 

3 6.679.491 7.375.839 

4 6.699.743 7.595.902 

5 6.954.622 8.048.183 

6 7.301.078 8.587.171 

7 4.974.595 6.444.971 

 

 

7.4 Unit root test 

An Augmented Dickey-Fuller (ADF) test was conducted, the aim of that test is to analyse 

whether the two data sets are stationary or not, to be able to perform the Granger-causality test. 

The test is done on each data set separately, for both the lag length used was 7 and the 

information criteria that was used was the AIC. The result from the two ADF test can be seen 

in table 7  

Table 7: ADF test     

Variable t-statistic Critical value 

Test for unit 

root in 

Tariff rate -3.622.033 -4.339.319 level 

Inflation  -2.998.064 -2.104.214 level 

    

∆ Inflation -3.004.861 -4.662.283 1st difference 

significance level 5%   
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The results from the ADF test are that tariff rate is stationary where the unit root is level. 

That is the null hypothesis could be rejected (p < 0.05) thus the data is stationary. The null 

hypothesis for the inflation data could however not be rejected. That suggest that there is a non-

stationary trend in the inflation data set. To solve the problem of the data being non-stationary 

the inflation data was tested again, and the unit root was tested for in 1st difference. At 1st 

difference the inflation is stationary (p<0.05). So, the data sets used in the Granger causality 

test will be the one that were stationary: Tariff rate and δ Inflation. 

 

7.5 Granger-causality test 

Only by completing all previous test is it possible to conduct the Granger-causality test, to test 

if there is any causality between tariff rates and inflation in Iceland. The data used is stationary, 

as seen in the ADF test, the optimal lag length is 7 as seen in the VAR estimation test. The 

results from the Granger-causality test can be seen in table 8. 

Table 8: Granger-causlity test   

Dependant variable Explanatory Variables 

 Tariff rate δ inflation 

Tariff rate *  0.06412 

δ inflation  0.24840 * 

 

The results are that, with the lag length of 7, no evidence was found that indicates a G-causal 

relationship between tariff rates and inflation. Tariff rates due not G-cause inflation and 

inflation does not G-cause tariff rates. Along with table 8 The dataset tells the same story, the 

inflation dataset reads: F(1, 24) = 0,06412, p = 0,99945. And the tariff rate dataset reads: F(1, 

24) = 0,24840, p = 0,9152. There is no trace to be found that there is G-causality between these 

variables  
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8. Discussion 

In this thesis the causal relationship, or a lack of one in this instance, between tariff rates and 

inflation in Iceland. Inflation being used a proxy for the consumer price index, or the general 

economic wellbeing of the public. The data that was used came from two sources, the inflation 

data gathered from Statistic Iceland and the tariff rate from World Integrated Trade Solutions. 

The period researched stretched from 1993 to 2016. For the Granger-causality test to work a 

few tests had to be done to check, measure and adjust the data so it would fit the test. Firstly, a 

descriptive statistic was put forth showing that there was a negative correlation between the two 

variables, although not a strong one. A Johansen test was conducted to check whether or not the 

data was cointegrated. That would then play a part when estimating the lag length. The results 

from the Johansen test were that there was no cointegration between the two datasets. This 

meant that when conducting the standard vector autoregression test to estimate the lags an 

unrestricted vector autoregression were used in estimating the lags. The lag estimation used two 

information criterion, the SIC and the AIC. Both criterion produced the same result, the 

optimum lag length for the data was 7. The final test necessary to conduct before the Granger-

causality test was a unit root test. This test was performed on both variables separately to check 

if the data was stationary or not. The tariff rate proved to be stationary while the inflation data 

was not. However, the first difference of the inflation data set proved to be stationary. Having 

conducted these tests, the Granger-causality test was now possible to perform, to try and find 

causality between tariff rates and inflation. The Granger-causality did not find any evidence to 

suggest that there is any causality between the two variables. Tariff rates did not G-cause 

inflation nor did inflation G-cause tariff rates. These results demonstrate that a change in tariff 

rate does not cause a change in inflation and a change in inflation does not cause a change in 

tariff rates. The Granger-causality test simply fails to locate any direction of causality between 

tariff rates and inflation. 

 

8.1 Going against the norm 

The result from the Granger-causality test come as a surprise if they are compared to the 

dominant view in the field. Just by looking at the competitive model the results come as a 

surprise, looking at what the scholars say are the prime environment for tariffs Iceland checks 

two out of the three boxes. Being a small economy, independent on imported material, albeit 
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the tariff rate was not high in the period researched. And to quote Coughlin for the second 

time in this thesis with the same quote as before: 

“Since protectionist policies frequently increase the price of the protected good, domestic 

consumers are harmed. They lose in two ways. First, their consumption of the protected good is 

reduced because of the associated rise in its price. Second, they consume less of other goods, as 

their output declines and prices rise.” (Biswas, 1994) 

The results are not in tune with the dominant view. By all accounts there should have 

been a Granger-causality, tariff should have had an effect on inflation, but the results do not 

show that to be the case. So, if the results do not fall in line with the dominant view, already 

discussed what about the unorthodox view? Well it is also not as clear cut. If the paper “Are 

tariffs inflationary?” is analysed one can get a different picture of the matter. The empirical 

evidence he uses seem to suggest that when the tariff rate went up the CPI went down. That 

was however only evident in the periods where the tariff rates where really high or changing 

rapidly, rising and falling. When the Tariff rates where relatively low the CPI started to increase, 

seemingly losing the correlation with the tariff rate. That is maybe the closest match the results 

from this paper bear to any idea, thesis, theory and article cited in this thesis. Seeing that the 

tariff rate was relatively low in Iceland from 1993 to 2016 (see appendix A) maybe the same 

thing was happening like with the Batra paper. Maybe the tariff rate has no measurable 

correlation or causality with inflation when it is such a relatively low number.  

 

8.2 Further Research 

There are a few loose ends left unanswered after having conducted this research. There are 

certainly some factors that could be analysed in more detail. This research has, not to the authors 

knowledge, been conducted elsewhere. If the intention were to strengthen the credibility of 

these findings the best way to do that would probably be to formalize the research and conduct 

in other countries. By doing that there is a chance to dive into smaller factors that could be 

important in this research that are overlooked in this one. When dealing with so many factors 

and just one research it is impossible to know what factors matter in this analysis. From this 

paper alone, one cannot assume that this is these are the results because Iceland is a small 

country, one cannot draw the conclusion that these are the findings due to the fact that the tariff 

rates were relatively low, these are just speculations. One could not assume that because Iceland 

is relatively wealthy country that tariffs do not affect us as much in our daily lives. These are 

just some factors that could play a role, maybe they don’t have anything to do with the results. 



37 
 

Some things in this thesis might have been done differently, maybe the MFN weighted average 

was not the best tariff rate to choose from, maybe the decision to choose inflation rate instead 

of the CPI matters, seeing one variable is linked directly from the other one maybe that would 

not have changed the results. Maybe some other variable is better suited in measuring the 

economic wellbeing of the public than the CPI or inflation. There are many possibilities and 

variables that the author think that could provide interesting material for further research (Batra, 

2001; Biswas, 1994; Perloff, 2016). 

 

8.3 Final words 

The original purpose of this thesis was to scrutinize the impending tariffs the United States 

plans to levy on some of the countries of the world. The plan was to find some reasoning for 

this seemingly mad plan. As mentioned in the beginning of this thesis the saying that people 

vote with their wallet was the spark for this research. Why would a man decide to go on this 

journey risk a trade war, eliminate more jobs than make domestically, raising prices for the 

public and risking losing the power over the United States, the senate, congress and the 

presidential chair with a move so unpopular? Well the result from this paper fails to answer 

these questions, the tariffs in the thesis where low, Trump plans on levying high tariffs, the 

country in the research is small, United States is a global superpower, the similarities are 

probably not as many as the differences. But this thesis hopefully raises some doubts over the 

effect a tariff has on inflation, CPI and the economic wellbeing of the public. Then when 

finalizing the thesis the news came in that the trade-war had been put on ice by China and the 

United States, the reason given from the economic advisors of the incumbent president of the 

United States are that the two countries have decided to try and negotiate better term and build 

a new framework for future trade agreements between the two countries (‘U.S., China putting 

trade war on hold, Treasury’s Mnuchin says’, 2018). 

And just like that another reason entered on why the president would go on this 

unpopular journey. Maybe it was just a way to negotiate better terms, and this thesis has been 

driven by some search for a deeper, economical, truth behind this all.  

  



38 
 

References 

Abu, N., & Karim, M. Z. A. (2016). The relationships between foreign direct investment, 

domestic savings, domestic investment, and economic growth: The case of Sub-

Saharan Africa. Society and Economy, 38(2), 193–217. 

https://doi.org/10.1556/204.2016.38.2.4 

Antweiler, W., Copeland, B. R., & Taylor, M. S. (2001). Is Free Trade Good for the 

Environment? American Economic Review, 91(4), 877–908. 

https://doi.org/10.1257/aer.91.4.877 

Augmented Dickey-Fuller (ADF) Test. (n.d.). Retrieved 22 April 2018, from 

https://rtmath.net/help/html/93a7b7b9-e3c3-4f19-8a57-49c3938d607d.htm 

Baldwin, R. E. (1991). Are Economists’ Traditional Trade Policy Views Still Valid? (Working 

Paper No. 3793). National Bureau of Economic Research. 

https://doi.org/10.3386/w3793 

Baldwin, R. E., & Winters, L. A. (Eds.). (2004). Challenges to globalization: analyzing the 

economics. Chicago: University of Chicago Press. 

Batra, R. (2001). Are tariffs inflationary? Review of International Economics; Oxford, 9(3), 

373–382. 

Biswas, B. (1994). International political economy: Perspectives on global power and wealth. 

International Review of Economics & Finance, 3(3), 359–360. 

https://doi.org/10.1016/1059-0560(94)90018-3 

Brue, S. L., & Grant, R. R. (2007). The evolution of economic thought. Sydney: Thomson. 

Chang, H.-J. (n.d.). Infant Industry Promotion in Historical Perspective, 62. 

Dhue, K. T., Stephanie. (2018, February 27). EU, China consider retaliation in response to 

potential Trump tariffs. Retrieved 5 May 2018, from 

https://www.cnbc.com/2018/02/27/eu-china-consider-retaliation-in-response-to-

potential-trump-tariffs.html 

Dickey, D. A., & Fuller, W. A. (1979). Distribution of the Estimators for Autoregressive 

Time Series With a Unit Root. Journal of the American Statistical Association, 

74(366), 427. https://doi.org/10.2307/2286348 



39 
 

Diewert, W. E. (1988). The Early History of Price Index Research (No. w2713). Cambridge, 

MA: National Bureau of Economic Research. https://doi.org/10.3386/w2713 

Donald Trump: Read Donald Trump’s Speech on Trade | Time. (n.d.). Retrieved 15 April 

2018, from http://time.com/4386335/donald-trump-trade-speech-transcript/ 

Economic Report of the President 2018 | govinfo. (n.d.). Retrieved 2. April 2018, from 

https://www.govinfo.gov/features/ERP-2018 

Estados Unidos, Presidente (1988-1992: Bush), Bush, G., Estados Unidos, Council of 

Economic Advisers, Estados Unidos, & Government Printing Office. (1992). 

Economic report: transmitted to the Congress, February 1992 ; together with The 

annual report of the Council of Economic Advisers. Washington: United States 

Government Printing Office. 

Exclusive: Conoco moves to sell North Sea oilfields: sources. (2018, May 14). Reuters. 

Retrieved from https://www.reuters.com/article/us-conocophillips-northsea-

exclusive/exclusive-conoco-moves-to-sell-north-sea-oilfields-sources-

idUSKCN1IF17F 

Fajnzylber, F. (1990). Industrialization in Latin America: from the ‘black box’ to the ‘empty 

box’: a comparison of contemporary industrialization patterns (1st ed). Santiago, 

Chile : New York, NY, USA: United Nations, Economic Commission for Latin 

America and the Caribbean ; United Nations Publications Sales Section [distributor]. 

Forms of Import Tariffs. (n.d.). Retrieved 5 April2018, from 

https://wits.worldbank.org/wits/wits/witshelp/Content/Data_Retrieval/P/Intro/C2.Form

s_of_Import_Tariffs.htm 

Founders Online: Alexander Hamilton’s Final Version of the Report on the Subjec …. (n.d.). 

Retrieved 14 May 2018, from http://founders.archives.gov/documents/Hamilton/01-

10-02-0001-0007 

Frankel, J. A., & Romer, D. (1999). Does Trade Cause Growth? American Economic Review, 

89(3), 379–399. https://doi.org/10.1257/aer.89.3.379 

Galbraith, J. K. (2000). Economic Report of the President, Transmitted to the Congress 

February 2000. Challenge, 43(6), 115–122. 

https://doi.org/10.1080/05775132.2000.11472184 



40 
 

Gottfries, N. (2013). Macroeconomics. Houndmills, Basingstoke, Hampshire: Palgrave 

Macmillan. 

Granger, C. W. J. (1969). Investigating Causal Relations by Econometric Models and Cross-

spectral Methods. Econometrica, 37(3), 424. https://doi.org/10.2307/1912791 

Grossman, G., & Krueger, A. (1991). Environmental Impacts of a North American Free 

Trade Agreement (No. w3914). Cambridge, MA: National Bureau of Economic 

Research. https://doi.org/10.3386/w3914 

Guðnason, R. (2004). Hvernig mælum við verðbólgu?, 22. 

Hamilton, A. (n.d.). Report on the Subject of Manufactures, 37. 

Hartmann, D., & Pyka, A. (n.d.). Innovation, economic diversification and human 

development, 36. 

Hidalgo, C. A., Klinger, B., Barabasi, A.-L., & Hausmann, R. (2007). The Product Space 

Conditions the Development of Nations. Science, 317(5837), 482–487. 

https://doi.org/10.1126/science.1144581 

History of tariff regulation | Federal Tariff Service of Russian Federation. (n.d.). Retrieved 10 

April 2018, from http://www.fstrf.ru/eng/press/history 

Hoffmann, R., Lee, C.-G., Ramasamy, B., & Yeung, M. (2005). FDI and pollution: a granger 

causality test using panel data. Journal of International Development, 17(3), 311–317. 

https://doi.org/10.1002/jid.1196 

How Many American Jobs Could Be Lost Thanks to Trump’s Steel and Aluminum Tariffs. 

(n.d.). Retrieved 3 May 2018, from http://fortune.com/2018/03/06/trump-steel-

aluminum-tariffs-cost-jobs/ 

Huang, N., Wimalaratne, W., & Pollard, B. (n.d.). Choice of index number formula and the 

upper-level substitution bias in the Canadian CPI, 38. 

Hurlin, C., & Venet, B. (2008, September). Financial Development and Growth: A Re-

Examination using a Panel Granger Causality Test. Retrieved from 

https://halshs.archives-ouvertes.fr/halshs-00319995 



41 
 

Hvað mælir vísitala neysluverðs? (n.d.). Retrieved 6 April 2018, from 

https://www.islandsbanki.is/einstaklingar/fjarmalin-

min/fjarmalafraedsla/greinar/nanar/2010/02/23/-Hvad-maelir-visitala-neysluverds-/ 

Hvernig hefur gengi gjaldmiðla áhrif á verðstöðugleika? (n.d.). Retrieved 6 April 2018, from 

https://www.arionbanki.is/markadir/greiningardeild/greiningardeild-allar-

frettir/2016/04/15/Hvernig-hefur-gengi-gjaldmidla-ahrif-a-verdstodugleika/ 

Íslendingar eru æstir í sætar kartöflur - mbl.is. (n.d.). Retrieved 6 April 2018, from 

https://www.mbl.is/frettir/innlent/2014/02/26/islendingar_eru_aestir_i_saetar_kartoflu

r/ 

Johansen, Soren. (1991). Estimation and Hypothesis Testing of Cointegration Vectors in 

Gaussian Vector Autoregressive Models. Econometrica, 59(6), 1551–1580. 

Johansen, Søren. (1995). Likelihood-Based Inference in Cointegrated Vector Autoregressive 

Models. Oxford University Press. Retrieved from 

http://www.oxfordscholarship.com/view/10.1093/0198774508.001.0001/acprof-

9780198774501 

kanopiadmin. (2010, March 24). The Skeptic as Absolutist: Michel de Montaigne [Text]. 

Retrieved 21 May 2018, from https://mises.org/library/skeptic-absolutist-michel-de-

montaigne 

kanopiadmin. (2012, July 16). The Montaigne Fallacy [Text]. Retrieved 2 May 2018, from 

https://mises.org/wire/montaigne-fallacy 

King, G. A. (2008). The Development of Free Trade in Europe, 19. 

Má bjóða þér óðaverðbólgu? (n.d.). Retrieved 23 April 2018, from 

https://www.islandsbanki.is/einstaklingar/fjarmalin-

min/fjarmalafraedsla/greinar/nanar/2011/08/06/-Ma-bjoda-ther-odaverdbolgu-/ 

Melitz, M. J. (2005). When and how should infant industries be protected? Journal of 

International Economics, 66(1), 177–196. 

https://doi.org/10.1016/j.jinteco.2004.07.001 

Mesta verðbólga í tæp 4 ár - mbl.is. (n.d.). Retrieved 12 May 2018, from 

https://www.mbl.is/vidskipti/frettir/2018/01/29/mesta_verdbolga_i_taep_4_ar/ 



42 
 

Milligan, B. (2015, January 13). How can inflation be good for you? BBC News. Retrieved 

from http://www.bbc.com/news/business-30778491 

Narayan, P. K., & Smyth, R. (2005). Electricity consumption, employment and real income in 

Australia evidence from multivariate Granger causality tests. Energy Policy, 33(9), 

1109–1116. https://doi.org/10.1016/j.enpol.2003.11.010 

Nurkse, R. (1973). Problems of capital formation in underdeveloped countries. Delhi [etc.: 

Oxford University Press. 

Oil Price Shocks, Monetary Policy and Stagflation | Conference – 2009 | RBA. (n.d.). 

Retrieved 4 May 2018, from 

https://www.rba.gov.au/publications/confs/2009/kilian.html 

Parkin, M. (2016). Macroeconomics. 

Perloff, J. M. (2016). Microeconomics (Seventh edition, global edition). Boston Columbus 

Indianapolis New York: Pearson. 

Prebisch, R., & Prebisch, R. (1986). El desarrollo económico de la América Latina y algunos 

de sus principales problemas. Desarrollo Económico, 26(103), 479. 

https://doi.org/10.2307/3466824 

Ricardo, D., & Kolthammer, F. W. (2004). The principles of political economy and taxation. 

Mineola, N.Y: Dover Publications. 

Rodriguez, F., & Rodrik, D. (2001). Trade Policy and Economic Growth: A Skeptic’s Guide 

to the Cross-National Evidence. In NBER Chapters (pp. 261–338). National Bureau of 

Economic Research, Inc. Retrieved from 

https://ideas.repec.org/h/nbr/nberch/11058.html 

Rosenstein-Rodan, P. N. (1943). Problems of Industrialisation of Eastern and South-Eastern 

Europe. The Economic Journal, 53(210/211), 202. https://doi.org/10.2307/2226317 

Samuelson, P. A. (1997). Economics: an introductory analysis. New York: McGraw-Hill. 

Satapathy, C. (1999). Did India Give the World Its First Customs Tariff? Economic and 

Political Weekly, 34(8), 449–451. 

Schwert, G. W. (1989). Tests for Unit Roots: A Monte Carlo Investigation. Journal of 

Business & Economic Statistics, 7(2), 147. https://doi.org/10.2307/1391432 



43 
 

Seðlabankinn - Verðbólga. (n.d.). Retrieved 18 May 2018, from 

https://www.sedlabanki.is/peningastefna/verdbolgumarkmid/verdbolga 

Smáríki búa við meiri gengissveiflur - Vísir. (n.d.). Retrieved 3 May 2018, from 

http://www.visir.is/g/2008103260129 

Smith, A. (2009). The wealth of nations. Blacksburg, VA: Thrifty Books. 

Stationarity and differencing of time series data. (n.d.). Retrieved 14 May 2018, from 

https://people.duke.edu/~rnau/411diff.htm 

Stevenson, A. (Ed.). (2010). Oxford dictionary of English (3rd ed). New York, NY: Oxford 

University Press. 

Studenmund, A. H. (2011). Using econometrics: a practical guide (6. ed., internat. ed). 

Boston, Mass.: Pearson. 

Stutz, F. P., & Warf, B. (2012). The world economy: geography, business, development (6. 

ed., internat. ed). Boston, Mass.: Prentice Hall. 

Tarr, D. G. (n.d.). On the Design of Tariff Policy : A Practical Guide to the Arguments for and 

Against Uniform Tariffs, 15. 

Taussig, F. W. (2010). The tariff history of the United States. Retrieved from 

https://mises.org/library/tariff-history-united-states 

The Fallacy of Free Trade * - Batra - 1992 - Review of International Economics - Wiley 

Online Library. (n.d.). Retrieved 5 April 2018, from 

https://onlinelibrary.wiley.com/doi/abs/10.1111/j.1467-9396.1992.tb00004.x 

The Fed - What is inflation and how does the Federal Reserve evaluate changes in the rate of 

inflation? (n.d.). Retrieved 3 May 2018, from 

https://www.federalreserve.gov/faqs/economy_14419.htm 

The Fed - Why does the Federal Reserve aim for 2 percent inflation over time? (n.d.). 

Retrieved 7 May 2018, from 

https://www.federalreserve.gov/faqs/economy_14400.htm 

The Major Problem With CPI And How It Hurts The Economy. (n.d.). Retrieved 30 April 

2018, from https://www.forbes.com/sites/halahtouryalai/2013/06/24/the-major-

problem-with-cpi-and-how-it-hurts-the-economy/#3e4b1a8b5907 



44 
 

Tollar af 1609 tollskrárnúmerum afnumdir. (n.d.). Retrieved 5 April 2018, from 

https://www.stjornarradid.is/efst-a-baugi/frettir/stok-frett/2015/07/09/Tollar-af-1609-

tollskrarnumerum-afnumdir/ 

Tran, M. (2003, December 4). Bush lifts steel tariffs to avert trade war. The Guardian. 

Retrieved from http://www.theguardian.com/world/2003/dec/04/usa.wto1 

Tresch, R. W. (1994). Principles of economics. Minneapolis: West Publishing Company. 

Trump announces tariffs on $60bn in Chinese imports - BBC News. (n.d.). Retrieved 6 April 

2018, from http://www.bbc.com/news/business-43494001 

Trump to impose steep tariffs on steel, aluminum; stokes trade war... (2018, March 2). 

Reuters. Retrieved from https://www.reuters.com/article/us-usa-trade-trump/trump-

says-u-s-steel-aluminum-sectors-decimated-by-unfair-trade-idUSKCN1GD4ZW 

Trump trade war, tariffs study on economic impact, lost jobs - Business Insider. (n.d.). 

Retrieved 6 April 2018, from http://uk.businessinsider.com/trump-trade-war-tariffs-

study-on-economic-impact-lost-jobs-2018-4?r=US&IR=T 

Trump’s Tariffs Will Not Work. (2017, April 27). Bloomberg.Com. Retrieved from 

https://www.bloomberg.com/view/articles/2017-04-27/trump-s-tariffs-won-t-work 

Types of Tariffs. (n.d.). Retrieved 11 April 2018, from 

https://wits.worldbank.org/wits/wits/witshelp/Content/Data_Retrieval/P/Intro/C2.Type

s_of_Tariffs.htm 

United States, President, & Council of Economic Advisers (U.S.). (2010). Economic report of 

the president: transmitted to the Congress, February 2010, together with the annual 

report of the Council of Economic Advisers. Washington: U S Govt. Printing Office. 

U.S., China putting trade war on hold, Treasury’s Mnuchin says. (2018, May 20). Reuters. 

Retrieved from https://www.reuters.com/article/us-usa-trade-mnuchin/treasurys-

mnuchin-u-s-china-trade-war-prospects-on-hold-idUSKCN1IL0JG 

VAMVAKIDIS, A. (n.d.). How Robust is the Growth-Openness Connection? Historical 

Evidence, 24. 

Vísindavefurinn: Hvað er neyslustýring? (n.d.). Retrieved 6 April 2018, from 

https://www.visindavefur.is/svar.php?id=3807 



45 
 

Welle (www.dw.com), D. (n.d.). US announces anti-dumping tariffs on steel wire products | 

DW | 21.03.2018. Retrieved 6 May 2018, from http://www.dw.com/en/us-announces-

anti-dumping-tariffs-on-steel-wire-products/a-43059493 

Wieser, F. von, & Hinrichs, A. F. (2010). Social economics. London: Routledge. 

WTO | About the organization. (n.d.). Retrieved 6 April 2018, from 

https://www.wto.org/english/thewto_e/thewto_e.htm 

WTO | Anti-dumping - Technical Information. (n.d.). Retrieved 6 April 2018, from 

https://www.wto.org/english/tratop_e/adp_e/adp_info_e.htm 

Zeng, K. (2018, March 20). Analysis | Trump’s tariffs on Chinese products won’t work. 

Here’s why. Washington Post. Retrieved from 

https://www.washingtonpost.com/news/monkey-cage/wp/2018/03/20/trumps-tariffs-

on-chinese-products-wont-work-heres-why/ 

  



46 
 

Appendix A 

Here are the descriptive statistics along with the data points for bth 

 

  Tariff rate 

Inflation last 12 months 

% 

1993 5,47400696 4,1 

1994 4,33251072 1,5 

1995 3,58341786 1,7 

1996 3,61913178 2,3 

1997 4,45574860 1,8 

1998 4,60413537 1,7 

1999 3,73500878 3,4 

2000 4,80548335 5,0 

2001 3,75742929 6,7 

2002 3,66878664 4,8 

2003 4,37193776 2,1 

2004 4,60884768 3,2 

2005 4,31179938 4,0 

2006 3,12083196 6,8 

2007 3,89982133 5,0 

2008 3,38386652 12,4 

2009 3,26208567 12,0 

2010 2,97825261 5,4 

2011 2,99427111 4,0 

2012 2,82173727 5,2 

2013 3,21360070 3,9 

2014 3,31824354 2,0 

2015 3,27618575 1,6 

2016 3,10047239 1,7 
 

Mean 3,721 3,519 

Maximum 5,474 12,400 

Minimum 2,822 1,500 

Standar 

Deviation 0,679 2,875 

Observations 24 24 

correlation -0,266097645 
 


