Chapter 7  – NonTariff Barriers (NTBs) and Arguments for Protection

 


1. NTBs include quotas, subsidies, health & safety standards, government procurement policies.  
2. Arguments for protection – protection of jobs, industry restructuring, national defense, government revenue.  Conclusions: a) most arguments for protection have no merit, and b) even when arguments in favor of protection are valid (save jobs, etc.), protectionism is seldom the best way to achieve the stated goal.  
QUOTAS

Quotas: Gov’t. imposed limits on imports or exports, either quantity or value, e.g., maximum M of 1.25m tons of sugar/year, or maximum M of $25m of cotton blouses.

Effect of quota: Same as tariff, Price _____ , QS domestically _______ and M _______.    
Embargo: Complete ban on M or X (Quota = 0), e.g. Cuba embargo on M (1962) and X (1960).  Cuba appealing to UN and US to lift embargo.  Other current embargoes exist for Iran, Iraq, Libya and N. Korea, see the list as of 2002 at: 

http://www.itic-members.com/pubs/intSept02tradeprohibitions.htm.    
Export embargoes are used for national defense reasons, to restrict X of certain “high-tech” goods to unfriendly countries, to limit military expansion or development of weapons.   See Dept of State website for current embargoes on defense goods and services to specific countries: http://www.pmdtc.org/country.htm. 
Quotas are generally more restrictive than tariffs, so the WTO prohibits quotas for most manufactured products, exceptions are agricultural products; and textiles and apparel (being phased out by 2005).  As all quotas get phased out, tariff rate quotas (TRQs) are often used, which is a two-part tariff combined with a quota.  Up to the quota, tariff rates are low or zero to the “in-quota volume”), and above the quota tariff rates are significantly higher for the (“over quota volume”).
Example: U.S. TRQ for peanuts.  In-quota volume = 53,000 metric tons, in-quota tariff is free for Canada, Israel, Caribbean Basin, Andean Pact, 9.35¢/kilogram for Argentina.  Over quota tariff is 164% for all countries.  For $100 of peanuts, the tariff is $164, total cost is $264, or 2.64X the actual value.  
International trade law also allows temporary quotas for temporary protection of locally distressed industries, or for balance-of-payments problems.  
Examples of U.S. and other quotas and TRQs in 2001: see p. 183.

Voluntary Export Restraints (VERs) are “voluntary” bilateral quota agreements under which the exporting country agrees to limit its Xs to the importing country, e.g. the 1981 VER with Japan for limits on automobiles.  These are being phased out.  
Unallocated Quotas are quotas imposed with a fixed overall limit, but with no quota allocation among different countries.  Result: First come-first served, and once quota is reached, latecomers are turned away.  Fairly uncommon because:

1. Ports of entry are overloaded during the early part of the quota period, as exporters all rush to get products into the country, resulting in inefficiencies. 
2. Some countries may lose their historical market share during a switch to unallocated quotas, creating possible friction and resentment.      
3. No government revenue generated, but huge profits are generated for the early entrants.  

Therefore, quotas are usually implemented with quota licenses, either sold or given away for free. 

See Figure 7.1 on p. 185, Welfare Effects of Quota on motorcycles.  World P is $1000 and QD = 50,000.  Domestic QS = 10,000 and M = 40,000.    
Suppose Quota = M = 20,000. Domestic price rises, QD falls, QS rises until: 

QS  +  20,000  =  QD at which time P = $1500.  

Figure 7.1 shows the outcome, which appears to be the same as a tariff of $500.  

WELFARE EFFECTS OF QUOTAS

Figure 7.1: Consumers lose CS area $(a + b + c + d) just like with tariff.  Producers gain PS (profits) $a.  Triangles $(b + d) represent the DWC just like tariff.  What about area $c?     
Area $c is the value of quota rents, profits to whoever has the right to the imported products in a protected market with a high price of $1,500.  In this case, the value is $500 (amount domestic price is higher than world price) x 20,000 (M) = $10m.  
Suppose government auctions off the quota licenses for the 20,000 motorcycles.  How much will government revenue will competitive bidding generate?  

See Table 7.1 on p. 186.  If we still assume that $1 of gov’t. revenue is equal to $1CS or $1PS, then the welfare costs of a quota when licenses are auctioned are _______________________________ .   Interestingly, governments rarely actually auction licenses for quotas.  If the U.S. did auction its quota licenses for textiles, apparel and steel (in mid-1980s) it was estimated it could raise about $4-$7B.  
What if quota licenses are given away?, common practice.  If given to domestic producers, area $c becomes part of PS instead of government revenue (use Table 7.1 to see the difference).  Example: U.S. oil licenses in the 1960s, see text on p. 187.  DWC = -$(b + d).
What about VERs for quotas?  Now area $c is transferred to foreign exporters, who get the benefit of selling their products in a restricted market with much higher prices.  They sell fewer units, but at a 50% higher price ($1500 vs. $1000) compared to free trade.  See Table 7.2 on p. 187.  
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Tariffs vs. Quotas, Various Issues: 
What about the case of a domestic monopoly or an oligopoly, or any domestic firm or group of firms with some degree of market power?  Under a tariff, the domestic monopolist is disciplined by foreign producers, or the threat of potential foreign rivals entering the market, because there is no limit to the amount of M.  

How do monopolists exploit their market power?  _______________________  .  They cannot do this with tariff, but can with quota.  


Also, if there is an increase in domestic demand, the amount of Ms can increase to meet demand under a tariff, but not under a quota.  
Under a quota, with a fixed amount of M, a domestic monopolist could exploit its market power, and would restrict supply and raise prices more easily.  Conclusion: Domestic monopolists will produce less and charge higher prices under quota protection than under tariff protection.     
Why don’t governments auction quota licenses?  Public would then know the direct cost of protection?  Not clear why government doesn’t use auctions. 
How to distribute the licenses?  Based on current market share?  Problem: Freezes market based on historical shares, doesn’t allow for increases in market share due to increased efficiencies.  With a tariff, increases in efficiency and productivity will increase a country’s market share in U.S.  
Corruption? Quotas lead to more graft, bribes, corruption, etc. and political rent-seeking.  Suppose government officials decide who gets the import licenses in a country like Russia or Nigeria, where the salary of a bureaucrat might be $200/month?  They could be influenced by bribes and payoffs to get the licenses.  
Even in countries without significant corruption like U.S., Japan, and EU, there could still be wasteful “rent-seeking” (campaign contributions, etc.) by special interest groups, both domestic and foreign, to try to influence legislation or to increase chances of getting a license.  Rent-seeking may lead to a potential economic waste of resources that are not being used to increased production – Public Choice Economics.
OTHER NONTARIFF BARRIERS

Export subsidies are direct (cash) or indirect (subsidized loans, grants or funding for research, tax breaks, insurance guarantees, price supports) payments to a country’s domestic producers to stimulate output, and gain world market share with lower prices.  Outlawed by both WTO and U.S. for manufactured goods, but allowed for some primary goods (agriculture).    
Just like tariffs, export subsidies cause welfare losses and DWCs, because the costs of expanding output to increase export sales in a relatively inefficient industry are greater than the increases in international sales.  Also, in the process of increasing sales to the world market, the domestic prices for the exported products rises in the home market.  Further, the consumers/taxpayers also pay for the subsidies in higher taxes.  
In general, export subsidies are not allowed by WTO and U.S., and can be countered with a countervailing duty, which is an import tariff on another country’s subsidized exports to raise the artificially low price and offset the export subsidy.   Example, if China subsidizes an industry to artificially lower prices by 10%, the U.S. could impose a new 10% tariff.
Political issue: Import-competing domestic firms have an incentive to claim that foreign rivals receive unfair export subsidies, for what purpose? _________________.

The issue is not always clear: Do defense contracts for Boeing to design and build military airplanes constitute export subsidies for its commercial airplanes by using military R&D on commercial aircraft?  
Government Procurement Policies, such as “Buy American Acts” direct government purchasing agents to give preference to the purchase of American products, e.g. buy American unless our prices are more than 12% higher than foreign.  Defense Department uses a 50% rule, which allows domestic firms to raise prices to the government as if there were a 50% tariff in place, which raises costs to government, and transfers income from taxpayers/voters/consumers to producers.     
The recent trend has been to open up government procurement to international competition - Uruguay Round in 1994 - U.S., Canada, EU, Japan, Norway, Switzerland, etc. signed an agreement to give equal access to each other, and open up both goods and services to international bidding. 
Health and Safety Standards can be imposed for legitimate reasons, as well as for veiled protectionism for domestic producers who can raise prices and keep and gain market share using the safety argument.  Example of Japan’s ban on foreign skis in the 1980 for “safety” reasons, see p. 192.  Example of EU’s ongoing ban on American beef containing growth hormones, see p. 192.     
Protection of Intellectual Property Rights (patents, trademarks, copyright) is an issue for trade, especially the failure of foreign governments to enforce, e.g., software, DVDs, and CDs, counterfeit products (watches, sunglasses, pursues, clothes, golf clubs, luggage), and pharmaceutical products.  See example of China on p. 193. 
Drug issues – developing countries complain that they can’t afford patented medicine and drugs for public health problems like AIDS/HIV, to justify lax enforcement of patents. Drug companies argue that without patent protection _____________________. 
Solutions:

1. Price Discrimination

2. Government/World Bank sponsorship of R&D.

Goal of WTO is to implement uniform or minimum protections of intellectual property rights as part of ongoing development of Trade Related Intellectual Property Rights agreements, including the current Doha round of trade talks, see p. 221.  
HOW IMPORTANT ARE NTBs?     
Other NTBs: conditional import authorization (drug countries like Colombia, or human rights issues like China), price floors (anti-dumping laws, p. 230), domestic content laws, currency policies like China, to keep domestic currency artificially undervalued, and the US dollar ________________ to encourage ______and discourage _______ , and laws that favor domestic artists or musicians, e.g. Canada.  
See Table 7.3 on p. 196, numbers are % of product categories affected by NTBs.  Quantitative Restrictions (QRs) include quotas, VERs, domestic content and Price Control Measures (PCMs) antidumping duties, countervailing duties, etc.  Note that: 

a) QRs are more common than PCMs, b) NTBs declined from 1988 to 1993, and 
c) NTBs are most common for agricultural products (EU), textiles and apparel, and basic metals (steel).  Decreasing NTB trend will probably continue with WTO talks. 
ARGUMENTS FOR PROTECTION  
We have shown conclusively that tariffs and other protectionism are generally harmful to national welfare (lower CIC), so why do all governments engage in it and tolerate it?  Are there cases where protectionism does successfully achieve policy goals?  Yes, but protectionism is never the economically most efficient policy to achieve those goals!

We first review many of the invalid arguments for protection, because even though they have no logical merit, they often have support of the general public, politicians, special interest groups and the government.  Then we review more legitimate arguments for protection, but show that they can be achieved at a lower cost with alternatives policies.
Invalid Arguments for Protection
Patriotism: “Save U.S. Jobs, Buy American Products.” “Look for the Made in the USA Label.”  When consumers switch to domestic products because tariffs have raised the prices of imports, the logic is flawed because we have shown that tariff protection: 
a) lowers national welfare (CIC), b) lowers our standard of living, c) reduces wealth and prosperity, and d) reduces income, employment and jobs, by imposing DWCs on society.  Therefore, would a true patriot support or oppose policies that make us worse off?  See p. 165 for an estimate per cost of job saved.  
Employment argument is most common reason for protectionism, to save or create domestic jobs.  However, even though output or jobs are enhanced in the protected sector, the overall net effect of protection is to lower overall output and jobs (CIC).  For the protected industry to expand, the resources have to come from contracting sectors, e.g. sugar tariffs and quotas increase profits, income and jobs in the sugar beet industry, but reduce profits, income and jobs in the candy industry.  Kraft Candy closed the LifeSavers plant in Holland, Michigan in 2003 and relocated to Canada for cheaper sugar at the world price (7¢ vs. 22¢ per lb.), resulting in the loss of 600 U.S. jobs.   
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= Our Standard of Living

We want to produce as MUCH as possible, get as MUCH stuff from other countries (Max M), and give up as LITTLE of our own stuff (Min X) to MAXIMIZE our standard of living.  Most countries have it backwards: They try to maximize X and minimize M, instead of maximize M and minimize X!
The flaw of the employment argument is the “fallacy of composition,” the false generalization that because a protected industry benefits from protection, the whole economy benefits.  See Bastiat’s 1854 “Petition of the Candlemakers” on p. 198. 
“Level Playing Field,” argument is totally invalid, i.e., foreign producers do not “play fair” because foreign wages are lower, pollution and safety standards might be lower, etc., giving foreign producers an “unfair” advantage.  Commerce is not a game, it is business, which can be ruthless as rivals engage in intense competition and try to outperform each other.  International trade elevates the intensity of the competition, and thereby benefits consumers immensely.  Protectionism against more efficient foreign producers (for whatever reason) limits competition, gives domestic producers an unfair advantage, and is therefore totally unfair.  The fairest way to compete against foreign rivals is to produce a better or cheaper product, and take market share the old-fashioned way – by earning it fairly, without the artificial help of protectionist trade policy.   
Preservation of the home market, another flawed argument, based on the flawed logic that buying domestic goods “keeps the money in the country” and buying foreign goods results in a “leakage of money out of the economy.”  For example, some U.S. consumers won’t buy a Toyota built in Kentucky because the profits “leave the country.” 
If foreigners were really willing to produce and provide us with goods and services, in exchange for intrinsically worthless paper money (dollars), that would actually be the best of all possible worlds, because we could just print worthless green pieces of paper and acquire the goods and services produced by foreigners.  Not bad!  We wouldn’t even have to work, except to print green paper.  
Foreigners who receive US dollars for their exports to the U.S. have three choices:

1.

2. 

3.  

Ultimately, the money spent on imports gets spent back in the U.S. on our exports of merchandise or services, or on our financial securities and assets.  Whether you spend $1000 on a vacation in Michigan or Japan, the money eventually gets spent in the U.S.

Valid Arguments for Protectionism  

Government Revenue is possibly a valid argument for tariffs, e.g., poor countries impose tariffs on luxury imports.  One reason: tariffs are easy to collect, vs. income taxes or VATs.  See Table 7.4 on p. 200.  Most developed countries use income tax (U.S. and EU) or VAT (EU), many developing countries use tariffs as a major source of tax revenue (25%-75% for many countries).
Although easy to collect, tariffs are generally inefficient compared to income taxes, because they cause distort prices, create DWCs, and shift production to inefficient, protected sectors of the economy.  Income taxes don’t cause this misallocation of resources, and if taxing the rich is the goal, progressive income taxes can easily do this.  
Also, for efficient tariff collection, government officials would have to have specific, detailed information on the supply and demand conditions for every traded product to determine the optimal tariff, which is unrealistic and unlikely.  Therefore, tariffs are not generally an efficient method of taxation vs. alternatives.
Income Redistribution – Tariffs redistribute income from consumers to protected producers: CS falls, PS rises.  Protectionism for special interest groups, e.g. domestic producers, explains most protectionist trade policy.  The H-O model predicts that free trade benefits the abundant factor and harms the scare factor.  Therefore, we expect scare factors to lobby the government for protectionism to avoid the loss of income.  
Tariffs are often used to redistribute income from rich to poor in developing countries: Impose tariffs on luxury imports for rich people, and impose export tariffs on necessities to keep goods at home at lower prices for poor people.  Example: Brazil may impose import tariffs on luxury imported goods, and export tariffs on agricultural products (wheat, beef, sugar).  Result: Domestic production of luxury goods will increase (prices fall) to the benefit of rich people, and domestic production of necessities will fall (prices rise), to the detriment of poor people, which is the opposite of the intended effect.  
Political reason for tariffs vs. sales taxes or income taxes: Tariffs are largely invisible, compared to sales taxes or income taxes, because tariffs are not taxed at the point of sale and are hidden in the retail price.  Therefore, tariffs bestow visible, immediate, concentrated benefits on special interest groups (domestic producers), while tariffs impose invisible costs on a dispersed and diverse group of taxpayers/voters/consumers, generating a political payoff to politicians who vote for protectionism for special interest groups with no loss of votes or support. 

Noneconomic goals, e.g., national defense, are one of the oldest arguments used to protect domestic industries from more efficient foreign competition, in the name of national security, to guarantee availability of certain products during time of war or emergency.  National security/defense is a valid concern, but protectionism is not necessarily the best strategy to achieve the goal.  Problems with national defense argument for protectionism:

1. Often overused, every industry can make a case for why their products are critical for national defense (e.g., wool for military uniforms and beeswax: At the start of World War II, concerns over the supply of beeswax, used to seal munitions for overseas shipment, led to subsidies for bee farmers. Those subsidies remain in place.)  Even if justified at some time in the past, protectionism is often hard to eliminate once in place – the “tyranny of the status quo.”        
2. For national defense purposes, it might make more sense to allow the import of cheap foreign goods during peacetime, and have the government/military purchase and stockpile the critical goods (e.g., strategic oil reserves).  The protectionist alternative imposes certain DWCs during both peacetime and emergencies.  
See Figure 7.2 on p. 204 for a comparison of a tariff and a government subsidy, both to encourage domestic production from Q0 to Q1 for national defense purposes.  The tariff of $t raises the price from PW, to PW + t, and imposes the usual economic DWCs: $(b + d).  With a government subsidy of $t per unit, production also increases to Q1, but the world price (and domestic price) stays at PW.  Therefore, the only DWC is $b (production DWC) and not $d (consumption DWC), because the subsidy does not affect the price for consumers.  
Main point: Subsidizing domestic producers is more efficient than tariff protection to encourage domestic production for national defense reasons.  However, tariffs are much more common.  Possible reason: Subsidies are more visible and transparent than tariffs because the direct payments to domestic producers are public, and would therefore be harder to legislate.  Tariffs are invisible and uncertain to the public, whereas subsidy payments are visible and certain.    
Infant Industry Argument: temporarily protect new, emerging industries from foreign competition, until they get established, at which time the protection can be removed.  Problems:
1. If protected and insulated from competition, the “infant” industry may never grow up. 

By remaining inefficient, they justify continued protection; whereas becoming efficient will likely result in the removal of the protection.  
2. There are many new and emerging industries, which often lose money during the startup period.  Why should the government get involved in “picking winners,” instead of the private markets?  Banks, capital markets, venture capitalists, etc., have plenty of capital to fund startup companies in emerging industries until they become profitable (e.g., Microsoft, Dell, Ebay, Yahoo, etc.), which allows infant industries to emerge, without raising prices to consumers through protectionist tariffs.
Like the subsidy example above, a production subsidy for infant industries while still allowing free trade is more efficient than protection of those industries with tariffs. 
Domestic Distortions, e.g., farm subsidies, see Figure 7.3 on p. 206.  Farm price supports for U.S. farmers raise domestic prices to P1.  Gov’t. must purchase surplus from overproduction.  Problems: 1 ) World price PW is below domestic price, so what must government do to maintain the price support program?  And: 2) What will gov’t. do with surplus?  

Protecting the Environment is often used as an argument for protectionism, like in the debate over NAFTA.  Environmental argument: U.S. production is relatively low-pollution due to: a) EPA regulations, and b) advanced, modern clean production technologies; whereas Mexico is relatively high-pollution because of: a) less stringent regulation of pollution, and b) a lower level of technology, more outdated than U.S.  Therefore, NAFTA would lead to an increase of pollution in Mexico, and protectionism is justified to protect the environment.  Problems with the environmental argument:

1. Pollution abatement is relatively low cost, only about 1.38% of total value added. Therefore, U.S. firms would have little to gain in competitiveness, even when relocating to countries with NO pollution regulation (unlike Mexico).  Further, relocating and building new facilities would typically involve newer, modern, cleaner technologies.
2. According to comparative advantage, Mexico would tend to specialize more in the direction of “clean” production like agriculture, textiles, and other labor-intensive production under NAFTA, not the relatively “dirty” capital-intensive production.  
3. Evidence shows that the wealthier the country, the lower the pollution, since a clean environment is a luxury good that richer countries can more easily afford.  Therefore, as free trade (NAFTA) increases the wealth, prosperity and standard of living of Mexico, they will be able to afford a cleaner environment.   

Conclusion: NAFTA should reduce pollution in Mexico, not increase it.  

Public Choice Analysis of Tariffs
Politicians have a shortsighted bias, they want to get re-elected and stay in office, and they try to maximize political power by generating support to get votes and money.  The shortsighted bias gives politicians a strong incentive to promote programs providing easily observable benefits prior to elections, even when the true costs outweigh the benefits.  
Special interest groups (domestic producers) engage in rent-seeking, which are resources devoted to influencing (shortsighted) politicians and public policy (protectionism) to either directly or indirectly redistribute more income to their group.  
Voters/consumers/taxpayers are often rationally ignorant of the political process (and special-interest groups and rent-seeking) because they perceive their individual votes as unlikely to be decisive.  Therefore, they rationally have little incentive to be fully informed about the political process and the rent-seeking activities of special interest groups.    
Economic Analysis of protectionism showed welfare losses and DWCs for the economy, meaning that there are no economically valid reasons for protectionism.  However, there are political reasons: Benefits go to well-organized, concentrated, special interest groups who devote vast resources for rent-seeking to seek protection.  Costs are imposed on rationally ignorant consumers.  
Costs to Consumers: Invisible, dispersed and often delayed.

Benefits to Producers: Visible, concentrated and often immediate.  

Benefits to Politicians: Support from special interest group, financial and votes.

Costs to Politicians: No costs or lost votes, because of the rational ignorance effect.       
Economic Costs of protectionism > Benefits of protectionism by 2:1 ratio, meaning that there is no economic reason to justify protection.  However, there are political reasons: 

Special-interest groups (domestic producers) engage in rent-seeking activities to influence shortsighted politicians to pass protectionist trade policy, and if successful they become protected from foreign producers, raise prices, increase their own wealth income, pass the costs on to rationally ignorant voters in the form of higher prices, and thereby transfer income from voters/consumers/taxpayers to the protected firm or industry.  
Politicians and special-interest groups conspire against the consumer with protectionist trade policies, like 2 foxes and a chicken taking a vote on what to eat for lunch! 
Case of Rice Farmers:  Gov’t guarantees 33,000 rice farms in U.S. above-market price by paying them to grow less rice to maintain the artificially high price.  The program reduces output, raises rice prices, and requires higher taxes, lowering national welfare. Rice farmers gain $800m/year, $25,000 per farm, so there is a lot at stake for them, and they engage in rent-seeking.  Consumers pay only about $4/person/year in higher prices, so they have no incentive to investigate, they remain rationally ignorant.  Politicians have a lot to gain by supporting rice program, even though it makes us worse off and reduces the wealth of our country.  
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