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Trade Policy Instruments


Lecture 3 (a CampusMoodle lecture only): Trade Policy Instruments
Topic Preview

State intervention is a reality of international trade, encompassing a series of trade policy instruments, beyond tariffs, as explored in relationship to the operation of the customs union. To understand the implications of trade liberalisation along with the operation of a single market we would benefit from the investigation of a series of alternative trade policy instruments, and their effects. Hence, a variety of trade policy instruments are introduced here, and their individual merits are questioned. (A more detailed analysis of tariffs is provided here to complement lecture 3, but this would NOT be subject of your assessment on this module).
Topic Content

· Tariffs 
· Costs and benefits of tariffs
· Further trade policy instruments
· Effects of trade policy

Tariffs 
An overview

There are many critics of free trade nowadays, but restrictive measures are not new to trade. Countries tended to be highly protectionist over the centuries, and tariffs were used both as a mechanism to deter trade, and as an important source of revenue for the state. For example, tariffs provided revenue for the US government even before the introduction of income tax in this country (Krugman, 2003). While in modern economies tariffs have been substituted by other instruments as a major source of state revenue, their role of trade reduction and protection of selected interests is as relevant now as ever. However, tariffs are also accompanied by a suite of other restrictive trade policy instruments, which have similar (but not equal) protectionist effects. They will be also discussed here, in a later section.

Tariffs and their effects on the economy were questioned for the first time by the advocates of free trade in the 19th century. The latter have also managed to determine politicians to create a liberal trade regime that ultimately triggered an unprecedented growth in the world economy. Nevertheless, the fear from foreign competition by landowners, and later the event of war and economic crisis have once more restricted trade considerably (see for example, Cameron and Neal, 2003). 
After WWII however, the reduction of trade protection and tariff levels have become an important agenda on the negotiation table of most governments. The reason behind such a quest is that while countries see trade policy instruments as advantageous to some groups in their societies, protectionist measures can harm the country as a whole, and the world economy in general. In fact, the advocates of interventionist measures are usually those which have little understanding of the basic theories of trade, including the comparative advantages introduces earlier in this module (Baron and Kemp 2004).
In the following, some essential definitions are provided in order to understand the operation of tariffs as barriers to trade.

Definitions

An important element for the full understanding of protectionism and its effects are the so-called terms of trade of a given country.  This is:
The price of the good a country initially exports divided by the price of the good it initially imports.

It is important to note that a rise in the terms of trade increases a country’s welfare, while a decline in the terms of trade reduces its welfare (for a detailed explanation, see as well Krugman, 2003, chapter 3).

Second, we need to be aware that tariffs can be of various types, and consequently might have slightly different effects on the economy. 

Thus:

Specific tariffs are taxes levied as a fixed charge for each unit of goods imported.

For Example: A specific tariff of £10 on each imported bicycle with an international price of £100 (or any other price for that matter) means that customs officials collect the fixed sum of £10 per bicycle.

 Ad valorem tariffs are taxes levied as a fraction of the value of the imported goods.

For Example: A 20% ad valorem tariff on any bicycles generates a £20 payment on each imported bicycle priced at £100 in the world market.

We can have as well a variation of the above tariffs. Thus, in the case of a compound duty (tariff) we deal with a combination of an ad valorem and a specific tariff. 

An issue related to changing terms of trade and tariffs is the impact that an importing country can have on the price of foreign goods that it consumes. In this respect, a ‘big country’ will be able to influence prices in the world market, by virtue of the amount that it demands from foreign producers. For example, the imposition of a tariff or any measure that restricts trade will mean a lower amount of imported goods in the country imposing them. Because of lower demand by a big country, prices of the protected goods will have to be lowered by the exporter whose sales are largely determined by the demand abroad. Ultimately, that will mean a lowering in the terms of trade of the exporting nation, and an increase in welfare for the importing nations, which can benefit from better terms of trade. However, it is crucial to understand as well that most importing countries cannot be defined as ‘big countries’ in the sense described above. Their demand for a foreign good normally represents only a small fraction of the world demand of that particular good produced by the exporting nation. 

Further, in order to understand the full effect of tariffs we need to understand how groups in an economy derive their welfare. For that, it is useful to understand two concepts:

First, we can talk in a national economy about the consumer surplus.  (see as well Sloman, 2004, or any fundamental economics textbook)
The consumer surplus measures the amount a consumer gains from a purchase by the difference between the price he actually pays and the price he would have been willing to pay.

For Example: If consumers are willing to pay £2 per litre of petrol, but the price they actually pay in the market is £0.9, the consumer surplus can be regarded like an individual gain of £1.1 for each litre of purchased petrol. This concept is represented graphically as shown in figure 8.1.
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Figure 8. 1 Consumer surplus
Here D represents the demand curve, P is the price of a product, and Q is its quantity. If the price of this product is at a level P1, the consumer surplus is represented by the area below the demand curve, D, and above the price P1. That is the triangle a. However, if the price of a product is to be lowered, from P1 to P2, the consumer surplus will become greater, and will be the triangle given by area a plus b. Thus, area b is the difference, or the increase in consumer welfare as a result of a drop in price. We can say that the lower price raised the consumer surplus.
A parallel concept to consumer surplus is the producer surplus.
This measures the amount a producer gains from a sale and is represented by the difference between the price actually received and the price at which the producer would have been willing to sell.
For Example: If a producer obtains £200 for a TV, but she would agree to sell it for £180, the producer surplus is an individual gain of £20 for each TV set sold. This concept is represented graphically in figure 8.2.
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Figure 8. 2 Producer surplus

Now S represents the supply curve, P is the price of the product, and Q is its quantity. If the price of this product is at a level P1, the producer surplus is represented by the area above the supply curve, S, and below the price P1, which is the triangle c. However, if the price of a product is to be increased, from P1 to P2, the producer surplus will become greater, and will be the triangle given by area c plus d. Thus, area d is the increase in producer welfare which can be obtained as a result of a rise in prices, or the extra producer surplus.
Tariff Analysis
The further analysis of tariffs needs to answer a set of questions that will be considered next. First of all we need to understand that tariffs are there to protect selected national industries from foreign competition. In this sense, they will directly effect producers’ surplus, which we expect to rise as a consequence of the imposition of a tariff that raises prices. Additionally, we need to question to what extent protection might affect other groups in the country using tariffs; are these losers and winners in the process? 
Finally, we need to also establish whether tariffs benefit an importing country as a whole. In answer to these questions this topic will investigate the costs and benefits of using tariffs. That will also look at a set of alternative trade policy instruments and it will evaluate their effects in comparison to those of tariffs.

Costs and benefits of tariffs

The way in which a tariff operates triggers the following obvious results. By virtue of raising prices in the importing country, it will affect consumers negatively, as they need to pay the new, higher price. Producers in the importing country on the other hand can charge a higher price than in the case of free trade. That is because foreign competition has diminished, where the price of foreign goods in the world market has been topped up by the tariff imposed through national trade policy. Finally, the government of the country using protectionist measures will increase its revenue, by the value of the total tariff it charges.
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Figure 8.3 Costs and benefits in the importing country
If we are adding up the effects of a tariff described above, we obtain the outcome depicted in figure 8.3. Here D and S are the domestic demand and supply of a given product. At the same time, this product is produced and sold in the international market, at a price PW. As world supply is virtually unlimited, the world supply is perfectly elastic at price PW.  Consumers in the country under observation will initially buy from domestic producers the supply these offer, up to the price PW, or a quantity S1. After that, they will buy goods at the price offered on the world market, until they satisfy their demand, at point D1. That means that the initial imports are given by the segment S1D1.
Further, if the world price of the commodity was PW, and the government decided to impose a tariff on this commodity, the price of this good in its national markets will rise to PT, which includes the world price plus the tariff (PT = PW + Tariff). At this new, higher price, consumers will buy quantity S2 from the local market, and import S2 D2 (or QT) from abroad. We can observe as well a change in consumer and producer surplus in this country, in line with the explanations given in the previous section. Now consumer welfare decreases, as the consumer surplus shrinks by the blue area, or (a+b+c+d). At the same time however, producers in this country benefit from the tariff, and their surplus has been now raised, by area a. 
It has been observed as well that the government charges the tariff. If the tariff per unit of good is multiplied by the quantity of goods that are imported, it generates a total government revenue of QT. This extra income in depicted by area c in figure 8.3. There is a further element to be considered, too. If the importing country is big enough, it will generate a fall in the price of its imported goods, through limiting demand. Consequently, the terms of trade for this country will improve and it will benefit from an extra positive welfare effect. This effect is given by area e in figure 8.3.
In order to determine the net effect of tariffs on the economy imposing them, we need to calculate next the total costs and benefits derived from it. Graphically, that results in the areas of the two triangles b and d becoming a loss to the nation as a whole (efficiency loss) and the area of the rectangle e measuring an offsetting gain (terms of trade gain). The efficiency loss arises because a tariff distorted incentives to consume and produce. The terms of trade gain arises because the tariff lowers foreign export prices. In conclusion, if the terms of trade gain is greater than the efficiency loss, the tariff increases welfare for the importing country.

However, according to the same reasoning, we can see that without the terms of trade influence (as is the case for a small country), the tariff reduces welfare for the importing country. Here, the positive terms of trade impact has disappeared and the country ends up with just the efficiency loss.
Further trade policy instruments
Interventionist measures are not limited to tariffs. There are various other instruments used in practice in order to limit trade. Some are easily observable, such as subsidies or quotas, while others are more difficult to trace down, and range from local content requirement, to the need to exchange currencies for trade in an uncertain market. Below, a few specific trade policy barriers are defined, and their impact on the economy is summarised. 
Export subsidies
Governments do not restrict trade with the objective to protect national industries and hopefully to promote their development. Thus, another policy complimentary to tariffs and promoting national production consists of incentives given to national industries for selling their goods abroad. These are known as export subsidies. In concrete terms, they are payments by the government to firms or individuals who sell goods abroad. With the export subsidy, shippers will export the good up to the point where the domestic price exceeds the foreign price by the amount of the subsidy. 

Thus, the effect of protectionism is this time a rise of prices in the exporting country, accompanied by lower prices in the importing country. On the other hand, where tariffs could better terms of trade, subsidies actually worsens them. Overall, it can be argued that subsidies lead to costs in excess of benefits in nations using them. Nevertheless, export subsidies are not unusual, and have been a major instrument used by the heavily protected agricultural sector in the European Union.

Import quotas
An import quota is a direct restriction on the quantity of a good that is imported. The restriction is usually enforced by issuing licenses to some group of individuals or firms. License holders are able to buy imports and resell them at a higher price in the domestic market. The profits received by the holders of such import licenses are known as quota rents.

An import quota always raises the domestic price of the imported good. The difference between a quota and a tariff is that with a quota the government receives no revenue. However, in assessing the costs and benefits of an import quota, it is crucial to determine who gets the rents, too, as well as to question how these rents influence the general welfare.

Voluntary Export Restraints (VERs)

VERs are export quotas administered by the exporting country. They are however imposed at the request of the importer, and are then agreed to by the exporter. The objective is to forestall other trade restrictions. A VER is exactly like an import quota, but the licenses are assigned in this case to foreign governments. As a consequence, the rents accrue to the country agreeing to administer them, and is very costly to the importing country. Moreover, the VERs are always more costly to importing countries than tariffs that limit imports by the same amount. They produce a clear loss for the importing country.

Local Content Requirements

A local content requirement is a regulation that asks that a specified fraction of a final good be produced domestically. Local content laws have been widely used by developing countries trying to shift their manufacturing base from assembly into intermediate goods. However, they do not produce either government revenue or quota rents. 

Effects of trade policy

The overview of selected trade policy instruments given above has pointed out that their benefits to a nation are not always obvious, and the total effects are sometimes negative and often ambiguous. Nevertheless, countries chose to adopt them, even where the economic analysis shows clear-cut costs above benefits. However, more arguments in favour and against free trade are to be explored in the next topic. Before that, figure 8.4 makes a synthetic revision of the findings of the basic analysis of the most important trade policy instruments presented here:
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Figure 8. 4 Effects of Alternative Trade Policies, Source: Krugman (2003), p. 206
Topic Review

This topic presented the framework in which state intervention occurs in the realm of trade. It then undertook a basic analysis of tariffs and their effects on the national economy. Furthermore, it illustrated that the overall costs of tariffs could be higher than their benefits, despite protecting selected interests and industries at national level. Moreover, an overview of alternative trade policies indicated that in the case of all protectionist measures the national welfare effects might be ambiguous at best. Nevertheless, most countries (maybe with such exceptions as Hong Kong) choose to use interventionist policies. In most cases, they try to innovate on such instruments, despite of the fact that the period after WWII experienced a remarkable reduction in tariff levels.
Topic Activities

The activities related to this topic are based on online discussions under the Forum section constructed for this week in your CampusMoodle. 

1. Give two possible examples of compound tariffs. 
2. Identify and discuss concrete protectionist instruments that area practised by the EU relative to the rest of the world.
3. Starting from the analysis of costs and benefits of trade policy instruments undertaken in this topic, discuss online the possible justification of protectionist measures adopted by the EU relative to the rest of the world.
Further Reading

Krugman and Obstfeld (2003),  ch. 8
Caves, Frankel, Jones (2001), ch. 10, ch. 11 
EU External Trade
Baron, J. and S. Kemp, 2004. ‘Support for trade restrictions, attitudes, and understanding of comparative advantage.’ Journal of Economic Psychology.  25(5), pp. 565-80.
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