INTERNATIONAL
TRADE POLICY

The last decade has been witness to far-reaching and significant
developments in international trade policy. At the multilateral level of trade
these have included the conclusion of the Uruguay Round of trade
negotiations and the creation of the World Trade Organisation. At the
regional level this liberalism has been paralleled by the expansion and
development of regional trading blocs.

International Trade Policy: A contemporary analysis provides extensive,
in-depth coverage of the theoretical and policy considerations, both old and
new, which underlie these developments. The topics covered include:

o key theoretical and policy issues, such as voluntary export restraints; anti-
dumping and unfair trading practices; agricultural protectionism; region-
alism; and services;

o the issues which govern many current trade disputes, for example trade-
related intellectual property rights;

o the central issues involved in setting up regional trading areas;

o trade-related investment measures and the developing world;

o the future agenda of multilateral trade negotiations, which is likely to be
dominated by the environment and labour standards.

With trade negotiations becoming increasingly complex, International
Trade Policy: A contemporary analysis presents a clear and up-to-date guide
to contemporary policy and the theory upon which it is based. Written in an
accessible style, the book assumes a good, basic knowledge of economics
and will be invaluable to both students and policy makers in the area of
international trade.

Nigel Grimwade is Principal Lecturer in Economics and Head of the
Economics Division at South Bank University. He is the author of
International Trade (Routledge, 1989) and has written extensively on the
subject of international trade policy. He is currently engaged in research on
the trade policy of the European Union.
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1
INTRODUCTION

THE AIM OF THE BOOK

Much attention in recent years has been centred on the multilateral trade
negotiations which have been taking place under the title of the ‘Uruguay
Round’. These negotiations commenced in 1986 with an inaugural meeting
of trade ministers held at Punta del Este in Uruguay, which was why the
negotiations were named after this country. In fact, none of the negotiations
subsequently took place in Uruguay. The Round was completed in
December 1993, three years later than the original date set for its conclusion.
A document entitled the ‘Final Act’ containing all the various agreements
concluded between the participating countries was signed with much fanfare
at Marrakech in Morocco the following April. Most of the agreements,
including the provisions for the creation of a new World Trade Organisation
(WTO), came into effect on 1 January 1995, while being subject to an
implementation period which is different for each agreement and for
different groups of countries. The Round was the eighth and last round of
multilateral trade negotiations held under the auspices of the GATT (the
General Agreement on Tariffs and Trade). This does not mean that there will
be no future rounds. Negotiations to liberalise world trade will continue and
they are likely to take the form of a ‘round’ although this will almost certainly
differ in character from previous ones. However, the role of the GATT is now
taken over by the newly created WTO. Unlike GATT, which was only ever a
treaty with a provisional application, the WTO is an organisation which
member states join and which has a permanent basis.

This is not primarily a book on the Uruguay Round, which covered a vast
range of subject matter, was highly complex and involved a record number
of negotiating countries. The agreements reached are more extensive than
in any previous round. Any assessment of these agreements and their likely
effects would require a more rigorous and thorough study than this book
contains. Rather, this is a book about international trade policy in the 1990s.
It is concerned with the issues which have been most dominant in
multilateral and bilateral trade negotiations between countries in recent
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INTRODUCTION

years and which are likely to be important in the future. It does specifically
discuss a number of the agreements contained in the Final Act of the
Uruguay Round. However, there is no intention of adding to the existing
and extensive body of research published by reputable research bodies
throughout the world, such as the OECD, World Bank, IMF or GATT, on the
likely effects of the Uruguay Round. The book refers to and quotes from
these sources; but it does not seek to add to the conclusions already
reached. Rather, the aim is to provide an explanation of what these and
other trading negotiations have been about and to point to some of the
issues which are likely to head the agenda in the immediate future.

The book is primarily intended for students of trade policy although it may
also be helpful to fellow academics and others engaged full time in policy-
making. Students of trade policy need a healthy diet of theory and policy.
Trade policy issues need to be discussed in a theoretical framework if they are
to be analysed and not merely described. The book seeks to provide a broad
introduction to the basic theory of trade policy. Thus, most chapters contain
sections which set out and discuss the simple theoretical models which
economists conventionally use to analyse the effects of various kinds of trade
policy intervention. However, pure theory with no application is dull, so this
is not a book which is just about theory. The concem is to see how the
approaches of countries to trade policy matters are consistent with the theory.
For example, is the policy adopted by developed countries towards dumping
appropriate, given what theory has to say about the phenomenon of
dumping? In this respect, there is a normative aspect to the book. However, it
is less concemed with saying what governments should do than with
explaining what they do and how they do it.

It is hoped that the book will appeal equally to undergraduate and
postgraduate students taking specialist courses in international economics,
international trade, international political economy and international
relations. It is written from the standpoint of economics but in full
recognition of the fact that the subject matter of international trade policy
straddles the divide separating economics from other related disciplines
such as law, political science and international relations. The reader may
therefore find it useful to supplement the book by reading an equivalent
text written from a different standpoint, such as the text written from a legal
position by Professor John Jackson entitted The World Trading System
(1992). The present book makes no attempt to offer a treatment of the
subject matter based on anything more than a superficial understanding of
the legal framework to international trade policy: it is unashamedly written
from the standpoint of international economics. Economics undergraduates
and postgraduates will therefore get the greatest possible use from it.
However, it is hoped that students drawn from other disciplines who are
looking for a good economics text on trade policy will find the book useful
and up to date.



INTRODUCTION

THE STRUCTURE OF THE BOOK

The book adopts an essentially thematic approach, each chapter looking at
a different issue considered to be of central importance to trade policy in the
current decade and as the world enters the next century.

Chapter 2 deals with industrial tariffs. Tariffs were the dominant issue in
the earlier rounds of the GATT. However, they have become less important
as the average level of industrial tariffs has fallen steadily. Nevertheless,
tariffs remain a significant impediment to market access for some products
in certain markets. The issue of tariff structure also remains an important
one even where average tariff levels have fallen.

Chapter 3 deals with quantitative restrictions on trade, which have
arguably become more important than tariffs in many sectors of trade. The
so-called New Protectionism of the past thirty years has largely assumed a
nontariff form. Yet, from the standpoint of economic efficiency, such
interferences with trade are almost always more harmful than tariffs.
However, the term ‘nontariff barrier/distortion’ covers a wider range of
forms of policy intervention than quantitative restrictions only.

Chapter 4 turns to what has become an arguably more serious form of
interference with trade, namely, measures to tackle so-called unfair trading
practices. The term ‘unfair trading’ has a necessarily pejorative implication.
On first appearances, it would seem reasonable that countries should enjoy
the right to protect their economies from unfair trading practices by other
countries. In practice, ‘unfair’ too often means any competition which
producers in the importing country cannot withstand. In other words, the
mere fact that a foreign supplier can sell his product at a lower price than the
producer in the importing country is often taken to mean that the foreign
supplier is engaging in some practice which is in some sense ‘unfair’. The
two specific areas with which this aspect of trade policy is primarily
concerned are dumping and subsidisation. It will be seen that international
trading law allows countries to take action against imports if it can be proved
that either of these practices is taking place in such a way as to cause injury
to domestic producers. Growing use of antidumping and countervailing
measures by developed countries such as those in the European Union and
the United States has been an area of much controversy in recent years.

Chapter 5 focuses on the particular problems of the developing countries,
most of which have, until recently, been outsiders in matters of international
trade policy. For much of the early period of the GATT, they were little more
than onlookers who saw little value in taking an active part in the negotiating
process. Instead, they argued through whatever channels they could that
their status warranted special and more favourable treatment, and to some
degree obtained what they were seeking. GATT rules were amended to
allow for special treatment for developing countries. It remains, however,
uncertain how much benefit such preferential treatment has brought to these
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countries. Significantly, in the Uruguay Round, developing countries played
a more active part, for the first time making concessions in an effort to secure
equivalent concessions from the developed countries which were of more
interest to them than they had been in the past. This largely reflects the
changed role of developing countries. Many of them have in recent decades
become major exporters of manufactures. Improved market access for their
products has become an important negotiating objective. In addition, many
have moved over to development strategies which, unlike the somewhat
discredited inward-looking, import-substitution policies of the past,
emphasise export promotion. Such outward-looking, export-oriented
policies treat high tariffs and nontariff barriers as less of an asset to be
held on to and more of a snare to be rid of.

Chapter 6 is concemed with the subject of agricultural protectionism. This
begs the question as to whether it is right to treat agriculture differently from
other sectors. From a theoretical standpoint, there would seem to be no good
reason why the agricultural sector should be subject to different rules from
manufacturing. In reality, it has always been treated differently and this seems
likely to continue in the future. The developed countries in particular have
shown a marked reluctance throughout the past fifty years to submit their
farming sectors to the same rules and degree of openness as the rest of their
economies. The Uruguay Round saw an important change in the previous
intransigence that characterised the approach of developed countries to
agricultural trade liberalisation. A package of liberalisation measures was
agreed which provides for a not insignificant reduction in levels of
intervention and support. It is too early to say what impact the new
agreement will have on farm trade. Nevertheless, it seems unlikely that the
past dichotomy between agriculture and manufacturing will come to an end.

Chapter 7 addresses the issue of regionalism and the possible conflict
between attempts to achieve regional trade liberalisation and the GATT
objective of multilateral liberalisation. Recent years have witnessed a
resurgence of regionalism to the extent that some observers have warned of
the danger that the world trading system could fragment into a series of
regional trading blocs. Although GATT rules permit the formation of
customs unions and free trade areas subject to certain conditions, the
intention was that these would be exceptions to the overriding objective of
an open, multilateral trading system based on the principle of nondis-
crimination. Certain kinds of regional trading arrangements were permitted
on the grounds that these could be stepping stones towards global trade
liberalisation. The concern is that the current fascination with regional
trading blocs of even the big players such as the USA, which in the past was
the major protagonist for multilateralism, could undermine rather than
strengthen global trade liberalisation.

Chapter 8 discusses the so-called new issues which were added to the
agenda of multilateral trade negotiations at the commencement of the
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Uruguay Round. The three main new issues covered by the Round were
trade in services, trade-related intellectual property rights (TRIPs) and trade-
related investment issues (TRIMs). All three issues brought GATT into
previously unchartered waters. No previous GATT round had sought to
tackle these issues in any serious fashion. Yet they could no longer be
omitted, given their crucial importance to the developed countries. The USA
in particular was not prepared to embark on a new GATT round without
these issues on the agenda.

Finally, Chapter 9 makes a brave concluding attempt to identify the issues
of the future. Already only six months into the life of the newly established
WTO, the shape of a future agenda is emerging. Four key issues are likely to
be important: trade policy and the environment; trade policy and labour
standards; competition policy; and global investment issues. It is clear that the
agenda for multilateral trade negotiations is changing rapidly. Negotiations
are no longer concemned with the relatively simple matters of tariffs, over
which countries could more easily bargain. As formal barriers have been
lowered and international competition increased, trade negotiators are being
forced to address a much wider range of issues. Market access is no longer
concemed purely and simply with controls imposed at the border. Many
other forms of government intervention, including seemingly innocuous
forms of government regulation, can affect the ability of one country to sell
goods in the market of another. Nor will the future agenda be concemed
purely with trade matters as in the past. Rather, there will be growing
demands that the newly established WTO broaden its concerns to cover
issues affecting international factor movements, including direct investment
abroad, labour movements and the transfer of technology.

HISTORICAL BACKGROUND

The basis for international trade policy over the last four and a half decades
has been the General Agreement on Tariffs and Trade (GATT) signed in
1947. It is therefore desirable to begin with a brief survey of the
historical background to the establishment of GATT and a summary of the
role which it has played in world trade liberalisation over the past forty-
eight years. In many respects, GATT was modelled on the prewar United
States Trade Agreements Programme. This in turn came into being with the
passage in 1934 of the US Reciprocal Trade Agreements Act (RTAA). The
significance of the RTAA was that it gave to the US President a new and
specific authority to enter into trade agreements with other countries
whereby the US tariff would be reduced in return for equivalent concessions
from trading partners. The overt intent was to use the US tariff as a weapon
to gain easier access for US manufactures to the markets of other countries.
Before the war, this took the form of bilateral agreements between the US
and her major trading partners in which the US offered cuts in her own
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tariffs as a device for securing more open markets for US exports abroad.
The impact of the programme was, however, rather limited because
negotiations were largely bilateral and due to the outbreak of the Second
World War. After the war, however, the US was keen to resume its tariff-
cutting programme but this time on a multilateral rather than bilateral basis.
GATT was largely the outcome of this process. This was strengthened by the
political desire to assist the recovery of Europe following the devastation of
the war and to contain the spread of communism.

Before discussing the US Trade Agreements Programme and how it led to
the creation of the GATT, it is necessary to examine the nature of US trade
policy before 1934. Previously, US trade policy consisted of imposing
mainly high tariffs to protect domestic industry and to generate revenue for
the federal authorities. The tariff was regarded as largely a matter of
domestic concern and, as such, non-negotiable. The significance of the tariff
as a revenue-raising device was reduced with the passage of the 16th
Amendment to the US Constitution in 1913 which made a federal income tax
constitutional. This reduced the previous dependence on customs duties as
a source of tax revenues. Nevertheless the policy of maintaining a high tariff
as a device for protecting US producers continued throughout the 1920s and
early 1930s. Indeed, in several respects, US trade policy became more
protectionist. The 1921 Emergency Tariff Act resulted in higher duties on
imported agricultural products, a response to the slump in agricultural
prices which followed the end of the war. The 1922 Fordney-McCumber
Tariff Act saw the protection granted to agriculture spread to manufacturing
also. Then, in 1930, the Smoot-Hawley Act raised duties still higher. An
important factor in this process was the phenomenon of logrolling whereby
concessions granted to agriculture enabled Congressmen from urban areas
to push for higher duties on industrial goods.

However, historians seem in agreement that the policy of maintaining a
high tariff during the interwar period was harmful to the US. If there had
been some justification for high tariffs in the prewar period, this was not true
of the interwar years. Firstly, by the time the war was over, the US had
become a net exporter of merchandise. Moreover, in excess of one-half of
her exports now consisted of finished and semi-finished manufactures
compared with 30 per cent before 1900 (Kelly, 1963). Since many of these
manufactures were produced under conditions of increasing returns or
decreasing average cost, a large and growing market was important. As the
domestic market for some of these goods became saturated, there was a
need to seek out new markets overseas. A policy of maintaining high import
tariffs was unhelpful in this respect. In the absence of a lowering of the US
tariff, other countries were reluctant to grant US manufactures easier access
to their home markets. At the same time, import protection was of little
benefit to the new, research-intensive growth industries pioneered by the
US (Meyer, 1978).
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Secondly, by the time the war was over, the US had become a large net
exporter of capital to the rest of the world. Before the war, she had been a
net importer of capital. During the interwar years, the US played an
important role in enabling other countries, especially the European
economies, to finance current account balance of payments deficits. In
the absence of US capital exports, these other countries would have faced
major adjustment problems. Indeed, this is precisely what happened when
US loans and investments were curtailed in the 1930s following the Wall
Street stock market crash of 1929. This played a major role in the descent of
the world economy into the Great Depression. However, the key point is
that the changed status of the US from debtor to creditor necessitated a
policy of low tariffs. For only by exporting more merchandise to the US
could the rest of the world earn the foreign currency both to continue
buying US goods and to meet the interest, amortisation and dividend
payments on the loans and investments received from the US. The failure of
the US to recognise this until it was too late was a major factor contributing
towards the financial crisis which ensued in 1929.

In economic life, policies are often slow to respond to changed
circumstances. Governments often persist with policies even when changed
conditions have rendered those policies obsolete. Thus, US trade policy was
at odds with the changed position of the US in the world for much of the
interwar period. However, there were a number of changes which did take
place in US trade policy during this period which were important for what
was to follow. Firstly, the principle of the ‘flexible’ tariff was established in
both the 1922 (Fordney—McCumber) Act and the 1930 (Smoot-Hawley) Act.
The President was empowered to vary the tariff within specified limits
without resort to Congress. Of course, the intention was to give to the
President the freedom to raise tariffs so as to equalise foreign and domestic
costs of production. If, for example, foreign companies enjoyed a fall in
costs of production, giving them a competitive edge when selling to the US,
the President could raise tariffs to restore competitiveness to US producers.
Such a policy was highly protectionist. If enforced by all countries, it could
soon stop all trade. However, an important principle had been conceded,
namely, that the President could change tariffs without seeking further
Congressional approval. The intended upward flexibility could become a
downward flexibility in the future.

Secondly, in 1923, the US adopted an unconditional most-favoured-
nation (MFN) policy. This meant that the US agreed not to discriminate in
her tariff policy. All her trading partners would be treated equally. If a high
tariff was imposed on imports of a certain product from one country, the
same tariff would be applied to imports of that product from all other
countries. Similarly, if the US entered into a trade agreement with another
country whereby the US agreed to cut her tariff on a particular item, the tariff
cut would be extended to all imports of that item regardless of where they
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came from. Before 1923, the US had adopted a conditional MFN policy. This
meant that, if the US signed a trade agreement with another country, any
tariff cut made by the US would only be extended to other countries if they
offered concessions equivalent to those made by the country with whom
the US had signed the agreement. Not surprisingly, such a policy did result
in discrimination since some countries were unable to offer such
concessions whenever the US entered into a trade agreement with a larger
country. In fact, before 1923 actual US trade policy adhered more closely to
an unconditional MFN policy. The adoption of an unconditional MFN
policy in 1923 merely gave a legal basis for what was already practised.
Furthermore, since at that time there were no trade agreements involving
cuts in the US tariff, the change was not important. From 1922 onwards, the
US tariff was to all intents and purposes non-negotiable. The situation could
be described as one in which the US tariff was high and non-negotiable but
nondiscriminatory. However, when in 1934 the US tariff did become
negotiable, the unconditional MFN policy assumed a great importance. It
meant that any tariff cuts offered by the US in a trade agreement with
another country were now automatically extended to all other MFN trading
partners. This made for much more rapid reductions in tariffs than would
otherwise have been the case. Thirdly, after the First World War, the US
largely renounced quantitative restrictions on trade. Protection took the
form of high tariffs rather than import quotas. These had not been important
before the war but had been extensively employed during the war. After the
war, they were largely abolished except in Central and Eastern European
countries where adverse conditions necessitated their retention. During the
1920s, US trade policy regarded quotas as an improper form of trade control
and tariffs as the form which protection should primarily take.

The 1934 Reciprocal Trade Agreements Act followed the 1933 Democrat
election victory. The Roosevelt Administration viewed trade policy as one
instrument for lifting the US economy out of the economic slump of the
1930s. By offering cuts in tariffs, the US could secure easier access for its
exports to other countries. Not only would lower tariffs make other
countries more willing to cut tariffs on US exports, but equally the enhanced
ability of other countries to sell to the US would provide them with the
foreign currency to buy US goods. This was to be achieved by the US
President negotiating reciprocal tariff reductions with the US’s major trading
partners. At the time, this was more acceptable to domestic economic
interests than unilateral tariff reductions. For this purpose, Congress granted
the President the authority to cut US tariffs by up to 50 per cent, initially for a
period of three years, after which he could seek a renewal. This
delegation of tariff-cutting authority by Congress to the President was of
the utmost significance. Before 1934, Congress had jealously guarded its
sole right to change the tariff. The President could propose cuts in the
tariff but Congress had to give its approval. This meant that any trade
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agreement negotiated before 1934 could only be made effective if
Congress approved. It made it difficult for any President to negotiate
because neither he nor the country with whom he was negotiating could
be sure that any concessions offered by the President would be approved
by Congress. Not surprisingly, there were few trade agreements entered
into before 1922 after which even the principle of a negotiable tariff was
discarded. The 1934 Act changed the situation by giving the President the
power to make meaningful offers in the course of negotiations.
Moreover, the unconditional MFN policy was continued so that any
concessions offered by the US in negotiations with any one country were
automatically extended to all other MFN countries.

The 1934 Act gave to the US for the first time in its history an effective
foreign economic policy. The US tariff was to become a weapon which the
US would employ to secure both easier and fairer access to overseas
markets for its goods. This change in the position of the world’s largest
trading nation was of enormous significance. The immediate impact was not
so great. Some twenty-nine agreements were signed with various countries,
the most important of which were with Canada and France in 1936 and the
UK in 1939. However, the outbreak of war meant that these agreements
achieved little or nothing in expanding trade. Nevertheless, they were
important as forerunners of the multilateral agreements reached after the
war through the GATT. Following the end of the Second World War, there
was a strong desire on the part of the Allied powers to ensure a rapid return
to normal peacetime conditions. In particular, they were concerned lest a
brief postwar boom should give way to a protracted slump and a return to
the conditions of the 1930s. A free, open and stable world trade and
monetary system was seen to be important in bringing this about. The
Bretton Woods Conference of 1944 helped to create the necessary monetary
rules and institutions in the form of the International Monetary Fund (IMF)
and the World Bank or International Bank for Reconstruction and
Development (IBRD). The US was anxious to shape a similar set of rules
and institutions to cover the trading side, for which the model was to be the
trade agreements programme of the prewar period.

In 1945, Congress renewed the tariff-cutting authority granted to the
President in 1934. Where tariff rates had been already reduced by 50 per
cent under the 1934 authority, the President was permitted to make further
tariff cuts of between 50 and 75 per cent of the 1934 level. Apparently, under
the 1934 authority, tariff cuts of 50 per cent had been made on more than 40
per cent of US dutiable imports, so this fresh authority was very substantial
(Kelly, 1963). As in 1934, the authority granted to the President was for three
years. The aim of the US was to bring together a number of nations and
simultaneously to negotiate tariff reductions. At the same time, the US took
the initiative in a proposal for setting up a new ‘international trade
organisation’ which was intended to be a counterpart on the trade front to
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the IMF and IBRD. The President’s 1945 tariff-cutting authority did not
include an agreement to create an ITO. Therefore, any charter for the
creation of an ITO would have to be separately submitted to Congress for
approval.

For these reasons, the negotiations for a multilateral agreement to reduce
tariffs became separated from the negotiations for setting up an ITO. The
former led to the establishment of the GATT in October 1947. However, the
GATT agreement was carefully drafted not to make any reference to the
creation of any organisation. The GATT was a treaty not an organisation.
This was to ensure that the agreement fell within the limits of the 1945
Congressional authority granted to the US President and so therefore did not
require any further Congressional approval. The negotiations for the setting
up of an ITO were not complete at the time when the GATT was signed.
Rather than wait for these negotiations to be concluded, it was decided to
proceed with the signing of the GATT. One reason was that the President’s
authority was due to expire in mid-1948 so there was a need to reach
agreement on cutting tariffs. The drafting of the ITO charter was completed
at the Havana Conference of 1948. However, because the US Congress
would not approve it, the ITO never came into being.

These events leading to the signing of the GATT are important for
understanding some of the features of GATT. Firstly, the GATT treaty
contained no provisions for setting up any organisation or institutions. To
begin with, there was not even a secretariat; eventually, one emerged. This
was based in Geneva and headed by a Director-General. Secondly, the
GATT signatories were known as ‘contracting parties’ not members,
although the expression ‘GATT members’ was often used colloquially.
Twenty-three nations signed the GATT initially. By the time of the Uruguay
Round, there were 117 contracting parties. Thirdly, the agreement was only
ever applied ‘provisionally’ by the contracting parties. Again, this goes back
to the time when the GATT was first signed; it was expected that the drafting
of the GATT would be followed by the setting up of an ITO, so it was
decided to apply the treaty provisionally. Technically, what happened was
that eight nations (Australia, Belgium, Canada, France, Luxembourg, the
Netherlands, the UK and the USA) signed the Protocol of Provisional
Application and applied it provisionally from 1 January 1948, while the
other fifteen nations agreed to apply it soon after. Under the Protocol of
Provisional Application, the contracting parties agreed to apply fully Parts I
and III of the GATT and to apply Part I ‘to the fullest extent not inconsistent
with existing legislation’. Part II contains most of the main substantial
obligations. This meant that the contracting parties were free not to apply
these provisions if they conflicted with legislation in existence at the time of
becoming a GATT party. These so-called ‘grandfather rights’ still exist and
are occasionally used to justify not applying Part II provisions.
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THE GATT FRAMEWORK

GATT has served two purposes. Firstly, it has provided a set of rules to
govern trade between the contracting parties. Rules are important for world
trade because they create a degree of certainty for traders and hence
stimulate investment and growth. Secondly, it has provided a multilateral
forum for negotiating reciprocal reductions in trade barriers. Before GATT,
trade negotiations were essentially bilateral affairs. This necessarily limited
what they could achieve and the speed with which barriers could be
lowered. Let us begin with the rules. They are set out in the major articles of
the Treaty (see Table 1.1). They contain many of the principles on which US
trade policy was based before the war.

Most important was Article I, the Most-Favoured Nation Clause. This
required contracting parties to treat goods coming from other contracting
parties equally, that is, not to discriminate. It states that

any advantage, favour, privilege or immunity granted by any
contracting party to any product originating in or destined for any
other country shall be accorded immediately and unconditionally to
the like product originating in or destined for the territories of all other

contracting parties.
(Article I:1)

In other words, GATT contracting parties were to accord nondiscriminatory
(that is, most-favoured-nation) treatment to goods coming from (or destined
for) the territories of other GATT contracting parties.

Two important exceptions to the principle of nondiscrimination were the
cases of customs unions and free trade areas. Customs unions involve the
abolition of internal tariffs and the adoption of a common customs tariff.
Free trade areas similarly involve internal free trade but the members are
free to apply whatever rate of external tariff they choose. Thus, both result
in preference or discrimination being granted to goods originating from
inside the customs union/free trade area. Article XXIV states that

the provisions of this Agreement shall not prevent, as between the
territories of contracting parties, the formation of a customs union or of a
free trade area or of the adoption of an interim arrangement necessary for
the formation of a customs union or of a free trade area provided that:

(a) with respect to customs unions, duties and other regulations of
commerce imposed at the institution of any such union ... in
respect of trade with contracting parties not parties to such union
. . . shall not on the whole be higher or more restrictive than the
general incidence of the duties and regulations of commerce
applicable in the constituent territories prior to the formation of
such union . . .

11
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Table 1.1 The GATT Articles of Agreement

XX
XXV

XXVII
XXVIII

XXXII
XXXI1T
XXxiv

XXXVII
XXXVII

Objectives

General most-favoured-nation treatment

Schedules of concessions

National treatment and internal taxation and regulation
Freedom of transit

Antidumpting and countervailing duties

Valuation for customs purposes

Fees and formalities connected with importation and exportation
Marks of origin

Publication and administration of trade regulations

General elimination of quantitative restrictions

Restrictions to safeguard the balance of payments
Nondiscriminatory administration of quantitative restrictions
Exceptions to the rule of nondiscrimination

Exchange arrangements

Subsidies

State trading enterprises

Governmental assistance to economic development
Emergency action on imports of particular products
General exceptions

Security exceptions

Consultation

Nullification or impairment

Customs unions and free trade areas

The organisation for trade co-operation

Acceptance, entry into force and registration

Withholding or withdrawal of concessions

Modification of schedules

Tariff negotiations

Amendments

Withdrawal

Contracting parties

Accession

Annexes

Nonapplication of the agreement between particular contracting parties
Trade and development: principles and objectives
Undernaking relating to commodities of special export interest to LDCs
Outline of joint action on trade and development
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(b) with respect to a free trade area . . . the duties and other regulations
of commerce maintained in each of the constituent territories and
applicable at the formation of such free trade area . . . to the trade
of contracting parties not included in such area . . . shall not be
higher or more restrictive than the corresponding duties and other
regulations of commerce existing in the same constituent territories
prior to the formation of the free trade area . . .

(Article XXIV:5)

Customs unions and free trade areas were permitted, provided that they did
not result in a higher level of restriction on imports from other contracting
parties than existed before their formation.

Article XI prohibits altogether one particular type of trade restriction,
namely quantitative restrictions. Once again, this provision was a carry-over
from US trade policy in the prewar period. The 1922 Tariff Act prohibited
this method of restricting imports, regarding tariffs as the proper form of
import protection. Article XI states that

No prohibitions or restrictions other than duties, taxes or other
charges, whether made effective through quotas, import or export
licences or other measures, shall be instituted or maintained by any
contracting party on the importation of any product of the territory of
any other contracting party or on the exportation or sale for export of

any product destined for the territory of any other contracting party.
(Article X1:1)

However, there were certain exceptions. These were ‘export prohibitions or
restrictions to prevent or relieve critical shortages of foodstuffs’ or other
‘essential products’, ‘import or export prohibitions necessary to the
application of standards or regulations for the classification, grading or
marketing of commodities’ and ‘import restrictions on any agricultural or
fisheries product ... necessary to the enforcement of governmental
measures which operate: (i) to restrict the quantities of the like domestic
product to be marketed or produced . . . (ii) to remove a temporary surplus
of the like domestic product . . . (iii) to restrict the quantities permitted to be
produced of any animal product the production of which is directly
dependent . .. on the imported commodity’. The exception granted to
agricultural imports was especially important. It arose because of the
existence in many countries of government policies unique to agriculture
for regulating output. o

Contracting parties were permitted to introduce trade restrictions
additional to those already in existence in certain situations. These were
specified in the Treaty. One important case was that of dumping. Article VI
states that:

13
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The contracting parties recognise that dumping, by which products of
one country are introduced into the commerce of another country at
less than the normal value of the products, is to be condemned fif it
causes or threatens material injury to an established industry in the
territory of a contracting party or materially retards the establishment

of a domestic industry.
(Article VI:1)

Dumping is thus defined as a situation in which goods are sold on the foreign
market at a price which is below their ‘normal value’. This is defined as ‘the
comparable price, in the ordinary course of trade, for the like product when
destined for consumption in the exporting country’. If no such ‘comparable
price’ exists, ‘the highest comparable price for the like product for export to any
third country in the ordinary course of trade, or . . . the cost of production of
the product in any country plus a reasonable addition for selling cost and profit’
can be used. Contracting parties were permitted to impose antidumping levies
on such imports provided that the duty did not exceed the margin of dumping,
defined as the difference between the export price and the normal value.
Similarly, there was a provision for imposing so-called ‘countervailing duties’ to
offset any subsidy granted to the exporter. As with antidumping duties, this was
not to exceed the amount of the subsidy granted.

Another important exception was restrictions to safeguard a country’s
balance of payments. Article XII states that

any contracting party, in order to safeguard its external financial
position and its balance of payments, may restrict the quantity or value

of merchandise permitted to be imported.
(Article XII:1)

However, the restrictions imposed were not to exceed those necessary to
remedy the situation and had to be progressively relaxed as conditions
improved. Moreover, any country making use of this Article to introduce or
intensify trade restrictions had to do so in consultation with other GATT
contracting parties.

Selective trade restrictions were also allowed under Article XIX, if imports
of a particular product caused or threatened ‘serious injury’ to domestic
producers. Article XIX states that

If, as a result of unforeseen developments and of the effect of the
obligations incurred by a contracting party under this Agreement,
including tariff concessions, any product is being imported into the
territory of that contracting party in such increased quantities and
under such conditions as to cause or threaten serious injury to
domestic producers in that territory of like or directly competitive
products, the contracting party shall be free, in respect of such
product, and to the extent and for such time as may be necessary to
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prevent or remedy such injury, to suspend the obligation in whole or
in part or to withdraw or modify the concession.
(Article XIX:1(2))

This is the so-called Safeguard or Escape Clause which allowed a
contracting party to withdraw any tariff concession made in the past and
impose a higher tariff for such time and to the extent necessary to remedy
the injury to domestic producers caused or threatened by the imports.
However, there was a requirement that notice of the intention to take any
such action should be given in writing so as to provide opportunity for
consultation. In exceptional circumstances, where delay would cause
irreparable damage to the country concerned, provisional action could be
taken without consultation. The intention was that, through consultation, it
should be possible to reach agreement and avoid the necessity for such
measures. However, if this was not possible, the importing country could
proceed with its action. In this case, the affected parties could suspend
concessions or obligations on trade with the party taking the action.

A further ground on which a contracting party was permitted to impose
trade restrictions was for the promotion of economic development in a
developing country. Article XVIII states:

The contracting parties recognise . . . that it may be necessary . . . in
order to implement programmes and policies of economic develop-
ment designed to raise the general standard of living of their people,
to take protective or other measures affecting imports, and that such
measures are justified in so far as they facilitate the attainment of the
objectives of this Agreement.

(Article XVIII:2)

This applied ‘particularly to those contracting parties the economies of which
can only support low standards of living and are in early stages of
development’. These countries were permitted ‘to grant the tariff protection
required for the establishment of a particular industry’ and to ‘apply
quantitative restrictions for balance of payments purposes in a manner
which takes full account of the continued high level of demand for imports
likely to be generated by their programmes of economic development'
(Article XVIII:2).

In addition to these rules governing the conduct of trade policy, GATT
sought to bring about an expansion of world trade through a reciprocal
lowering of tariff and other trade barriers. Not only did the contracting
parties agree to refrain from certain kinds of trade restrictions and practices,
they also undertook to meet periodically to negotiate a lowering of existing
tariff barriers. This is provided for in Article XXVIII bis which states that

The contracting parties recognise that customs duties often constitute
serious obstacles to trade; thus negotiations on a reciprocal and
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mutually advantageous basis, directed to the substantial reduction of
the general level of tariffs and other charges on imports and exports
and in particular to the reduction of such high tariffs as discourage the
importation even of minimum quantities . . . are of great importance

to the expansion of international trade.
(Article XXVIII:1 bis)

The agreement provides for both selective product-by-product negotiations ~
which was the approach preferred in the US under the prewar trade
agreements programme — or any other approach. A horizontal reduction of all
duties by some uniform amount makes for a quicker reduction since it avoids
the complications inherent in a product-by-product approach. As we shall
see, the early GATT rounds followed the product-by-product approach.
Negotiations could take the form of duty reductions or of binding duties at
their existing levels, that is, an undertaking not to raise them.

Article XXVIII provides for the modification or withdrawal of concessions
after three years if the concessions granted have caused difficulty. These
were the so-called ‘open seasons’ when GATT parties could renegotiate
concessions which subsequently caused difficulties. However, the aim of
such renegotiations was ‘to maintain a general level of reciprocal and
mutually advantageous concessions not less favourable to trade than that
provided for in this Agreement prior to such negotiations’. In other words,
this should involve offering other concessions equivalent to those originally
offered but now withdrawn. In the event of agreement not being reached,
any country with a principal supplier interest was free to withdraw
‘substantially equivalent concessions’ negotiated with the other party.

In addition to the provisions for withdrawing concessions, Article XXV
permitted a general ‘waiver’ of GATT rules to be granted to a contracting
party. This required a two-thirds majority of votes cast by the contracting
parties. In this case, a contracting party could be freed from its obligations
under any particular area of the Treaty. Article XXVII was also important in
this respect because it permitted any contracting party to withhold from any
new GATT contracting party concessions granted to other contracting
parties. It states that:

This Agreement . . . shall not apply as between any contracting party
and any other contracting party if:

(a) the two contracting parties have not entered into tariff nego-
tiations with each other, and
(b) either of the contracting parties, at the time either becomes a

contracting party, does not consent to such application.
(Article XXVII:1)

This clause was used extensively when Japan joined the GATT in 1955 and
has been used on a number of other occasions since.
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With effect from 27 June 1966, a new Part IV was added to the GATT
Treaty. This dealt with the general area of trade and development and
represented an attempt by the developed contracting parties to give greater
recognition to the problems of developing countries. One of the most
important aspects of this addition to the GATT Treaty were the provisions
for nonreciprocity in trade negotiations involving developed and develop-
ing contracting parties. Article XXXVI8 states that:

The developed contracting parties do not expect reciprocity for
commitments made by them in trade negotiations to reduce or remove
tariffs and other barriers to the trade of less developed countries.

In other words, developing countries were not required to offer tariff
concessions to developed countries in return for concessions received from
them.

As we explained earlier, GATT was never intended to be an organisation,
only a treaty. Therefore, the Treaty contained no provisions for any
institutions to administer the GATT and very few concerned with
procedures for rule application and dispute settlement. As far as institutions
go, the GATT Secretariat emerged as the effective ‘executive branch’ of the
GATT but it had no legal basis in the Treaty. (There was, however, provision
for an Executive Secretary, who, after 1965, was known by the title
‘Director-General’.) The principal body of the GATT was the contracting
parties meeting collectively. Article XXV provided for the contracting parties
to act jointly:

Representatives of the contracting parties shall meet from time to time
for the purpose of giving effect to those provisions of this Agreement
which involve joint action and, generally, with a view to facilitating the

operation and furthering the objectives of this Agreement.
(Article XXV:1)

When the contracting parties acted jointly in this way, each had one vote.
Unless otherwise specified, decisions of the contracting parties were taken
on the basis of a majority of votes cast. In practice, much decision-making
was settled by a process of consensus rather than by voting. For the purpose
of carrying out their business, the contracting parties created a variety of
sub-groups. The most important was the Council which was set up by a
resolution of the contracting parties in 1960. It consisted of representatives
of all the contracting parties and initially met on a monthly basis. Because
this became increasingly difficult as the number of CPs rose, a ‘Consultative
Group of 18 was set up in 1975. This consisted of the leading trading
nations plus representatives of the major categories of other contracting
parties. For each major negotiating round, there existed also a Trade
Negotiations Committee (the TNC).

With regard to procedures for rule application and dispute settlement,
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the GATT Treaty said very little. Reference has already been made to Article
XXV which provided for joint action by the contracting parties and gives to
the contracting parties the authority to interpret the GATT. Some of these
interpretations are given in the annexe to the main treaty; others have
emerged subsequently in the form of various agreements covering particular
issues (for example, the 1979 Antidumping Code which interpreted Article
VI of the GATT). Other interpretations have been made from time to time by
the contracting parties usually acting together by consensus.

Article XXII and Article XXIII are the main articles concemned with
procedures for dispute settlement. Article XX1I:1 establishes the duty of each
contracting party to

accord sympathetic consideration to, and shall afford adequate
opportunity for consultation regarding, such representations as may
be made by another contracting party with respect to any matter
affecting the operation of this Agreement.

This establishes the right of each contracting party to bilateral consultation.
If, however, a country feels that it has been unfairly treated in bilateral talks,
Article XXII:2 establishes its right to multilateral consultation via the GATT.
In the event of an inability to settle a dispute through consultation, a
contracting party may invoke Article XXIII which states that

1 If any contracting party should consider that any benefit accruing to
it directly or indirectly under this Agreement is being nullified or
impaired or that the attainment of any objective of the Agreement is
being impeded as the result of

(a) the failure of another contracting party to carry out its
obligations under this Agreement, or

(b) the application by another contracting party of any measure,
whether or not it conflicts with the provisions of the
Agreement, or

(c) the existence of any other situation,

the contracting party may, with a view to satisfactory adjustment of
the matter, make written representations or proposals to the other
contracting parties which it considers to be concerned. Any
contracting party thus approached shall give sympathetic con-
sideration to the representations or proposals made to it.

2 If no satisfactory adjustment is effected between the contracting
parties concerned within a reasonable time . . . the matter shall be
referred to the CONTRACTING PARTIES. The CONTRACTING
PARTIES shall promptly investigate any matter so referred to them
and shall make appropriate recommendations to the contracting
parties which they consider to be concerned, or give a ruling on the
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matter, as appropriate. . . . If the CONTRACTING PARTIES consider
the circumstances serious enough to justify such action, they may
authorise a contracting party or parties to suspend the application
to any other contracting party or parties of such concessions or
other obligations under this Agreement as they determine to be
appropriate in the circumstances . . .

Thus, the aggrieved party must have demonstrated ‘nullification’ or
‘impairment’ before Article XXIII could be invoked. It is clear that this did
not just cover the failure of another contracting party to carry out one or
more of its obligations under the GATT. Any action by another contracting
party which harmed the trade of another was covered. The aim of the
procedure was to secure an ‘adjustment’ of the matter by the parties
involved. If, however, this failed, the contracting parties, that is the GATT,
were authorised to make a ruling. The way in which this subsequently
worked was that the matter was referred to a panel of experts who acted in
their own capacity, not as representatives of their governments. The panel
report would then be sent to the contracting parties for approval. In most
cases, it would be automatically adopted although the offending party could
block approval by voting against the report since the GATT worked on the
basis of consensus. The provision permitting the contracting parties to
authorise suspension of concessions or obligations was only used on one
occasion. This happened in 1952 when the Netherlands were allowed to
suspend ‘appropriate’ concessions to the United States after the US had
imposed import restrictions on Dutch dairy products. In fact, it had no effect
on the US action.

In addition to providing a set of rules to govern world trade, the GATT
provided a forum within which multilateral trade negotiations could take
place. This was important, since all previous trading negotiations between
countries to liberalise their trade with each other were essentially bilateral
affairs. Bilateral negotiations are necessarily much slower than multilateral
negotiations. Countries are also less willing to make concessions where
negotiations are bilateral for fear of throwing away bargaining counters in
future negotiations with other trading partners. Thus, multilateral nego-
tiations achieve a greater degree of liberalisation more rapidly. GATT
negotiations took place in a series of so-called ‘rounds’ beginning with the
First Round in Geneva and ending with the Uruguay Round (the eighth)
between 1986 and 1993. In each of these rounds, countries conducted
essentially bilateral negotiations but simultaneously. At the same time, any
concessions which one country made to another had to be multilaterally
applied, that is, extended to all other contracting parties on an MFN basis.
Each of the GATT rounds tended to follow an extension of the US
President’s tariff-cutting authority, for without Congressional authority
meaningful negotiations could not take place. At the same time, no
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multilateral negotiations were possible without the active participation of
the United States. The results of the various rounds of tariff-cutting are
discussed in the next chapter.

CONCLUSION

The remaining chapters of this book examine in greater depth some of these
aspects of the GATT. Attention is focused on those issues which have
topped the agenda of multilateral trade negotiations in recent years and
those likely to be important in the future. On 31 December 1994 the GATT’s
life came to an end. Its role was taken over by the new World Trade
Organisation (WTO). Henceforth, all the responsibilities previously
exercised by the GATT now become the responsibility of the WTO. As
the following chapters will explain, this amounts to more than a mere
change of title. The WTO is an organisation with a permanent, legal
existence and with a broader range of responsibilities than the GATT. The
death of the GATT and the birth of the WTO represents something of a
watershed in the history of international trade policy. The GATT continues
to exist as an agreement. (Technically, there are two GATT agreements,
GATT 1994 being different from GATT 1947.) In theory, countries could, if
they so wished, remain GATT signatories but not WTO members. However,
its status remains that of a treaty. Institutionally, the WTO is now the body
responsible for trade policy internationally. As later chapters will
demonstrate this represents a significant institutional change in trade policy.
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2
INDUSTRIAL TARIFFS

INTRODUCTION

In the period since the establishment of the GATT, great progress has been
made in reducing tariffs on industrial goods. Very little attempt was made to
tackle the problem of nontariff barriers until the seventh (Tokyo Round) of
1973-9. Similarly, before the successful conclusion of the recent Uruguay
Round, trade in agricultural goods was largely exempt from GATT rules.
One result of this tariff-cutting process is that tariffs are now much less
important as an impediment to trade in industrial products. Increasingly,
other types of barrier have become more important.

However, it is not true that tariffs no longer matter. High tariffs still exist
on particular products. Moreover, a country’s tariff structure may be more
protectionist than the average level of its tariff suggests. This chapter begins
by examining the economic effects of tariffs and the procedure which is
conventionally used for measuring the welfare loss from tariffs. It continues
with a discussion of some difficulties involved with the orthodox model and
considers modifications which incorporate imperfections in both product
and factor markets. Next, the relevance of tariff structure and the concept of
the effective rate of protection are introduced. The chapter concludes with a
survey of the process of tariff liberalisation up to and including the Uruguay
Round.

THE NATURE AND EFFECTS OF TARIFFS

A tariff is a tax or levy on an imported product. It may take the form of either
a specific or an ad valorem duty. In the case of a specific duty, the tariff is a
fixed amount per unit of the product imported. An ad valorem duty is a tariff
which is a certain percentage of the unit value. Generally, ad valorem tariffs
are more popular than specific tariffs mainly because they keep pace with
inflation. (A weakness is that they may import inflation to an otherwise
inflation-free country.) However, specific tariffs are still important. For
example, prior to the Uruguay Round, roughly one-third of all tariff lines in
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the US were covered by specific duties, about 13 per cent in Japan and 10
per cent in the United States (Yeats, 1979). Ad valorem tariffs may relate to
the FOB (free-on-board) or CIF (cost, insurance and freight) value of
imports. This can be important because the FOB value of imports is less than
the CIF value. Article VII of the GATT which deals with customs valuation
procedures does not prescribe any right method. Most countries use the CIF
basis of customs valuation although the United States has always used the
FOB method.

The effects of a tariff may be analysed using partial or general equilibrium
analysis. General equilibrium analysis is more satisfactory since it takes
account of the effects on all sectors of the importing country, not just the
protected sector, and the way in which these secondary effects may feed
back to the protected sector. On the other hand, partial equilibrium analysis
is acceptable where the tariff imposed protects a relatively small sector of
the economy. Taking the case of a small importing nation, Figure 2.1 depicts
the effects of a tariff imposed on a product imported by a small importing
nation on the assumption that the market for the product is perfectly
competitive. Figure 2.1(a) shows the demand for and supply of the
importable product in the importing country. DDy is the demand curve for
the product in the importing country and S¢S, is the domestic supply curve.
Figure 2.1(b) shows the quantity of the product imported at different prices,
given by the excess of domestic demand over domestic supply. When
domestic demand equals domestic supply, imports are zero. Since the
country is a small importing nation, it has no influence over the world price
which is OP,. At OP, demand is OQ; and home producers supply OQj.
Excess demand of Qo—Q),, which is equal to OQy in Figure 2.1(b), is satisfied
by imports. If a tariff is levied at a rate of T, the post-tariff price of imports
becomes (1 + T)P,. This enables home producers to raise their prices to the
same level. Demand falls to OQ3 but domestic supply increases to OQ,.
Excess demand falls to Q~Qj3, equal to OQs in Figure 2.1(b), and is satisfied
by imports.

The imposition of a tariff has at least five different effects. Firstly, a
reduction in consumption (from OQ; to OQj3) in the importing country, the
consumption effect. Secondly, an increase in domestic production (from
0Qy to OQy), the protective effect. Thirdly, imports are reduced (from QQ,
to Q,Q; or from Q4 to Qs), the balance of trade effect. Fourthly, the tariff
generates revenue for the importing country (equal to the tariff, TP,
multiplied by imports Q,Q; which is area C in each figure), the revenue
effect. Finally, the tariff reduces economic welfare in the importing country,
the welfare effect. On the one hand, the tariff increases the incomes of
domestic producers and the government. On the other hand, it reduces the
real incomes of consumers by raising the price of the imported product.
However, because the welfare loss to consumers exceeds the gain to
domestic producers plus government, the importing country suffers a net
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welfare loss. It is this last effect which makes tariffs harmful when viewed
from a purely economic point of view.

Following the work of Amold Haberger (1963), the welfare costs of a
tariff can be measured in the following way. (The basic idea behind welfare
triangle analysis can be traced back to Jules Dupuit, 1844, and Alfred
Marshall, 1920.) The loss for consumers is given by the reduction in so-
called ‘consumers’ surplus’. For an individual consumer, this is the
difference between the maximum price which a consumer is prepared to
pay for the product (which measures the marginal utility of the product to
the consumer) and the price actually paid. For consumers as a whole, it is
equal to the area below the demand curve (which shows how much
consumers were prepared to pay for different amounts of the product) and
above the market price. At the pre-tariff price, OP,, in Figure 2.1(a), it is the
area DodP,. The effect of the tariff is, by raising the price, to reduce total
consumer surplus by area (A + B + C + D). However, part of this loss to
consumers represents extra income for both domestic producers and the
government. The gain to domestic producers is equal to the increased
‘producers’ surplus’ generated by the rise in the price of the product sold.
Producer surplus is equal to the difference between the price at which a
supplier is prepared to supply a product (given by marginal costs) and the
market price obtained. It is the sum of these amounts for each producer and
is given by the area above the supply curve but below the market price. In
Figure 2.1(a), at the price OP,, producers’ surplus is equal to area PycS.
After the imposition of the tariff, this is increased by area A. As area C
represents tariff revenue to the government, it follows that the net loss of
welfare to the importing nation or the so-called deadweight loss of the tariff
is areas B + D which is equal to area E in Figure 2.1(b).

Conceptually, this deadweight loss can be divided into two parts: firstly, a
consumption loss because consumers are unable to buy as much of the
product as they would like; secondly, a production loss because the
importing country must now devote more of its scarce resources to the
production of the importable product than is optimal. The size of the
welfare loss from any particular rate of tariff will depend on the slopes of the
demand and supply curves, that is, the elasticities of demand and supply.
The lower the elasticities, the less the welfare loss. The net welfare loss can
be estimated using the formula:

Net loss of welfare = 0.5 x tariff rate x reduction of imports
or

Net loss of welfare = 0.5TP{(Qo — Qy) - (Q2 — Q3)}
or

Net loss of welfare = 0.5TPy(Qs — Q)
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Where the elasticities of demand and supply, e; and e, are known, the
formula for estimating the welfare gain is:

Net welfare gain = 0.5T(e4qDT) + 0.5T(e,ST)

where T is the tariff reduction, D the original quantity demanded and S the
original quantity supplied. The formula may be used to measure the cost of
a particular tariff to an importing country provided that the value of
elasticities is known. Equally, it may be used to estimate the potential gain to
a country from lowering or eliminating a particular tariff.

In a number of respects, this analysis of the effects of a tariff is over-
simplified. Firstly, it is restricted to the case of a small importing nation
which faces a world price over which it has no influence. The analysis needs
to be modified for the case of a large importing nation which is able to
influence the world price. In this case, the imposition of a tariff is likely to
force down the world price of the good. If so, the loss in economic welfare
from the higher tariff will be partially or even wholly offset by the gain from
improved terms of trade. Figure 2.2 illustrates this case.

DgDy is the demand curve for the product in the importing country and
SoSo is the domestic supply curve. S¢S, is the total supply (domestic plus
foreign) curve obtained by adding to domestic supply the amount which
foreigners will supply at different prices. (S¢S, is flatter than SSy because
world supply is more elastic than domestic supply but not perfectly elastic
as in the case of a small importing nation.) Under free trade, demand is OQ;,
domestic supply is OQp and imports are QyQ; which is equal to OQy4. Now,
suppose a tariff is imposed at the rate of T. The effect is to cause foreigners
to supply less at each and every price the total supply curve shifts vertically
upwards to Sy Sy. The distance between the new and the old supply curve
equals the amount of the tariff, that is, TP,. The new equilibrium price is
O(1 + T)P,. Consumption is reduced by Q3Q; to OQ;. Domestic production
is increased by QoQ. to OQ,. Imports fall from QQ); to Q,Qj; which is equal
to OQ;

The tariff reduces consumer surplus by the amount (A + B + C + D) as in
the small-country model. However, the revenue effect is given by areas
(C + E). Part of the revenue accruing to the government of the importing
nation is a redistribution of income from foreign suppliers to that
government. This is area E. It thus represents the increase in the economic
welfare of the importing country resulting from the imposition of a tariff. It
arises because foreign suppliers cut the price at which they supply the
product from OP, to OP;. Assuming no change in the importing country’s
average export prices, the fall in its average import prices leads to an
improvement in its terms of trade. The loss of welfare from the tariff is then
given by the difference between triangles (B + D) equal to area F and
rectangle E, the gain to the importing country from the improvement in its
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Figure 2.2 The large-country partial equilibrium model of the effects of a tariff
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terms of trade. It is possible for rectangle E to be greater than triangles B and
D in which case a tariff could raise the welfare of the importing country. An
‘optimum tariff which would maximise the difference between area E and
areas (B + D) can be constructed. It is given by the formula t = 1/e where e
is the elasticity of supply of imports (given by the slope of the import
function in Figure 2.2(b)). (An import function shows the relationship
between the quantity of imports supplied by the rest of the world and the
price per unit in the importing country.) If this is known, a large importing
nation could raise economic welfare by imposing a tariff. In this case, a tariff
would not harm the importing country although it would reduce the welfare
of the exporting country. It thus risks the danger that other countries would
retaliate. If so, the importing country could lose. This case of retaliation
was analysed by Harry Johnson (1953), who showed that, although one or
other country might end up better off, both could not gain from a trade
war. It also has limited practical usefulness as governments mostly lack the
information required to be able to construct an optimum tariff. On the
other hand, it may create an economic rationale for countries coming
together in regional trading blocs with a common external tariff which
could be used to force favourable movements in their combined terms of
trade (see Chapter 7).

A second and more important drawback with the orthodox model set out
above is that it assumes perfect markets. There is an implicit assumption that
both product and factor markets are perfectly competitive. One aspect of
this is the assumption that imports are perfect substitutes for the
domestically produced good with which they are competing. Put another
way, the elasticity of substitution between imports and domestically
produced goods is infinite. From this it follows that there will exist a single
price for the product. The model can be made somewhat less restrictive by
allowing for differences in quality such that goods of higher quality carry a
price premium. However, the point remains that, when the price of imports
rises due to the imposition of a tariff, the price of home-produced
substitutes rises by the same amount. What happens if imports are not
perfect substitutes for importables; that is to say, if the elasticity of
substitution between imports and importables is finite? Then, if the price of
imports rises on account of a tariff, the price of home-produced goods may
not rise by the same amount. Equally, if the price of imports falls, the price
of home-produced substitutes need not fall by the same amount. Figure 2.3
sets out a model used by Batchelor and Minford (1977) for analysing the
welfare effects of a tariff under imperfect competition.

DoDyg and S,S, are respectively the demand curves and domestic supply
curves for import substitutes in the importing country. D,D, is the demand
for imports. Before the imposition of a tariff, the price of import substitutes is
OP; and of imports OP,. A tariff is imposed on imports at the rate T such
that the price of imports rises to O(1 + T)P, and the demand for imports falls
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to OQ,. This increases the demand for import substitutes causing DoDy to
shift to D;D; and the price to rise to OP,. However, since import substitutes
are only imperfect substitutes (the elasticity of substitution is finite), there is
only a limited switch in consumer demand from imports to import
substitutes. In the case of perfect competition, the switch is total, which is
why the price of import substitutes rises by the same amount as the price of
imports. The vertical distance between the two demand curves in Figure
2.3(a) represents the amount of the tariff, TPy, showing that the price of
import substitutes has risen by less than the price of imports. It follows that
consumers suffer a welfare loss from both a rise in the price of import
substitutes (P,P,) and a rise in the price of imports (TP,). This will be less
than in the orthodox model. On the other hand, domestic producers enjoy
less of an increase in producers’ surplus. Diagrammatically, the loss to
consumers is given by areas E + F of which area E represents increased
government revenues. So the net loss of welfare is area F which is equal to
areas C + D in 2.3(a). (In Figure 2.3(a) the total loss to consumers is areas
A+B+C+D of which A and B go either to producers or to the
government leaving a net loss of areas C plus D.) Mathematically, the
formula for measuring the welfare loss can be written as either:

Net welfare loss = 0.5TPx(Q; — Q3)
or
Net welfare loss = 0.5TPy(Qg — Qy).

On the other hand, it has been demonstrated that, in such industries, the
effect of a tariff reduction is to lead to more intra-industry trade (the
simultaneous export and import of products belonging to the same
industry). The welfare gains from intra-industry specialisation come in the
form of an increased variety of goods for consumers to choose from rather
than lower prices (see Greenaway, 1982; Greenaway and Milner, 1986.)
Greenaway and Milner (1986) define the ‘pure’ gains from intra-industry
trade as resulting from ‘the ability [of international trade] to permit some
consumers to locate closer to their ideal variety than under autarky’ (p. 151).
These gains need be no less than the gains which result from increased
inter-industry trade. However, they are less amenable to measurement and
will not be fully estimated by the conventional approach. On the other
hand, intra-industry trade may lead to price reductions if the advantages of
longer production runs and the stimulus of increased competition lead to
lower costs. It is now a well-attested feature of many differentiated goods
industries that production typically takes place under conditions of
increasing returns (decreasing unit costs). Intra-industry trade in such
goods makes possible longer production runs and thereby fuller
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exploitation of such scale economies. If trade also increases competition,
these cost savings will be passed on in lower prices.

Imperfections in factor markets may also modify some of the above
analysis. Where factor markets are imperfect, short-run adjustment
problems may result. If factor markets were perfect, resources released
from import-competing industries as a result of tariff cuts would be
immediately re-employed in newer expanding industries. Two general
sources of market imperfection may be identified. Firstly, impediments to
both the occupational and geographical mobility of labour segment the
labour market such that workers displaced from the import-competing
sector cannot immediately be re-employed in the expanding sector. This
results in a bigger decline in the wages of workers employed in the import-
competing sector than would have occurred otherwise. Secondly, the failure
of wage-rates to fall sufficiently to ensure that those seeking work match the
number of workers firms are prepared to take on at the going rate. This
results in large-scale structural unemployment. In these cases, trade
expansion results in short-run private and social adjustment costs which
may with difficulty be estimated. These will take the form of both declining
capital values and wage-rates in the import-competing industry and the
costs to individuals and society of higher transitional unemployment. These
short-run adjustment costs may need to be deducted from the static welfare
gains accruing from tariff reductions if the true gain from reducing tariffs is
to be properly estimated. On the other hand, as Banks and Tumlir (1986)
have convincingly argued, many of these so-called ‘costs’ are not costs in the
strict economic meaning of the word. A cost is only a cost if it cannot be
avoided. Since many of the so-called ‘adjustment costs’ arise from avoidable
imperfections in the market, it remains questionable whether they should be
so regarded. For example, governments can facilitate speedier adjustment
by reforming the labour market in such a way as to ensure that wage-rates
more fully reflect the demand-supply balance at any given time. However,
where adjustment costs have been taken into account in empirical studies of
the costs of protection, they have not generally been found sufficient to
offset the potential gain from tariff liberalisation (for example, see Cable,
1981).

Attempts at estimating the static welfare loss from tariffs have found it to
be much smaller than is often thought to be the case. Equally, estimations of
the welfare gain likely to result from eliminating or reducing tariffs have
found this to be quite small. This is not altogether very surprising given the
reduced importance of tariffs as a barrier to trade. Moreover, the static
welfare gain from a lowering of tariffs captures only the immediate gain to
countries resulting from an improved allocation of global resources. It takes
no account of the longer-run dynamic gains which may be more important.
As stated above, these are likely to be especially important where tariff
reductions lead to increased intra-industry specialisation. They take the form
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of lower average costs resulting from both an expansion of the market
facing exporters and cost savings brought about in response to increased
competition. Whereas the static gains affect only the proportion of output
which is traded, the dynamic gains are spread over the entire output of the
firm or industry in question and are therefore potentially much greater. A
particularly important aspect of the gain from lower tariffs is the guarantee
which it gives to exporters that improved market access is permanent. This
is especially the case where countries bind tariffs at a particular level. The
assurance that tariffs will not be raised may encourage exporters to
undertake costly investment in increased capacity which they might
otherwise have considered too risky. Not only will such increased
investment generate faster growth in the world economy as a whole, it
should also bring further cost savings as efficient low-cost producers
expand at the expense of less efficient high-cost competitors. Through this
process of intensified competition, an important restructuring process may
take place in which substantial high-cost excess capacity is eliminated,
yielding significant cost savings (see Owen, 1983).

REASONS FOR COUNTRIES TO IMPOSE TARIFFS

If tariffs impose costs on countries, why do countries impose tariffs? There
are several possible explanations. Firstly, governments often act irrationally
because they are ill informed. In brief, they act in ignorance of the damage
which tariffs are inflicting on the country. Mistakenly, they believe tariffs to
be beneficial to the economy as a whole. Although not an implausible
explanation, it lacks credibility. Governments employ advisers, who include
professionally trained economists. It would seem improbable that
governments could remain ignorant of the costs of tariff protection for very
long. Some other motive must therefore exist. One possibility is the
existence of some other noneconomic benefit which is considered
sufficiently important to justify the economic cost. Governments pursue
many objectives which are not part of the economists’ calculus. This is
undoubtedly a reason for many of the tariffs which governments impose. An
example is the tariff protection given to an industry deemed to be of vital
strategic importance to the country (such as a tariff on imported steel
products). Another example is tariff protection granted so as to raise the
relative incomes of a particular sector or social group (such as farmers)
thought to be at special disadvantage. Economists cannot comment on
whether governments should or should not pursue such objectives.
However, they can point to the costs of doing so and insist that these be
set against any expected benefit. Moreover, they can ask whether a tariff is
the best way of achieving the objectives being sought. There might be other
policy instruments (for example, a subsidy) which could achieve the
intended objective more efficiently or at less cost.
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Yet a third reason for tariffs is the possibility that they bring some
economic gain which more than offsets the static welfare loss measured by
the conventional model. Attention has already been drawn to the optimum
tariff argument although it was argued that this has rather limited practical
application.

There are at least two other situations in which a tariff might conceivably
be beneficial. In the first, the market for a product is imperfectly competitive
such that firms are able to earn supernormal profits in the long run. A tariff
might then be used to ‘shift’ profits from foreign firms to domestic firms and
therefore from the exporting to the importing country (see Brander and
Spencer, 1981, 1984; Krugman, 1986). Such profit-shifting or ‘rent-snatching’
tariffs may enable the tariff-imposing country to raise its economic welfare
at the expense of others. This is similar to the optimum tariff argument set
out above. Like the optimum tariff, the argument holds only under certain
fairly restrictive assumptions (see Grossman, 1986). Its application is
confined to so-called ‘strategic’ industries dominated by a few sellers and
in which entry barriers limit the potential for new firms to enter the industry
and compete away excess long-run profits. There is the further problem of
selecting or ‘targeting’ the right industries to protect. High long-run profits
may be a return for greater risk rather than an indication that competition is
absent. Moreover, in most cases a tariff is inferior to a subsidy as a method
for supporting such an industry. This is because a subsidy does not raise the
price of the imported good and therefore inflicts no consumption loss on
the importing country. Finally, as with the optimum tariff, there is a danger
that a profit-shifting tariff will provoke foreign retaliation, leaving both
countries worse off.

The second situation is where significant ‘externalities’ exist which do not
enter into the private cost-benefit calculation of the orthodox model. This
will be the case where the growth of the protected industry has important
spillover effects on other sectors of the economy, such as high-technology,
knowledge-intensive industries that generate knowledge which can be
shared with other branches or sectors. For example, there are strong
linkages of this kind between the various branches of the electronics
industry, such as consumer electronics and electronic components, which
might be used to justify protection. On the other hand, as with the
preceding case, a tariff is nearly always inferior to a subsidy if such
protection is considered desirable. Even then, there is a problem in
determining the optimal level of subsidy since the excess of social over
private return is not easily quantifiable. The case of a newly established or
infant industry in a developing country constitutes a further extension of this
argument. Once again, the preference must be for a subsidy rather than a
tariff.

A fourth reason why tariffs are imposed is that a sudden surge of imports
can cause serious adjustment problems for the importing country.
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Adjustment difficulties arise because of imperfections in both product and
factor markets. If markets were perfect, a sudden surge of imports need not
cause any problem for an importing country. Resources would instantly shift
out of the declining sector and into the expanding sectors of the economy
with little or no cost. To the extent that the exchange rate is free to find its
own level, it will fall as a consequence of the rise in imports and this
depreciation will lead to an expansion of exports. If the declining sector
were more labour-intensive than the expanding sector such that the number
seeking work exceeded jobs available, a relative decline in the wage-rate
would ensure that the labour market cleared. In reality, market
imperfections mean that full adjustment only takes place in the long run.
A temporary import tariff may buy time for the importing country to enable
adjustment to take place. On the other hand, a tariff could equally well
forestall adjustment, if the tariff is retained beyond the time needed.
Moreover, an import tariff is no substitute for the importing country
adopting adjustment measures to facilitate the necessary shift of resources.
These may include removing particular types of market imperfection which
prevent adjustment from taking place.

Although tariffs may be imposed for economic reasons other than those
listed above, most of these are much less soundly based. For example, most
tariffs imposed to protect domestic producers from low-wage competitors in
other countries have no rational economic justification. This is because low
wage-rates are frequently offset by low labour productivity. Even if labour
costs per unit of ouput are lower, tariffs merely serve to prevent
specialisation taking place based on differences in comparative costs.
Tariffs imposed for this reason are therefore based on ignorance.
Alternatively, they are a response to pressures exerted by particular vested
interest groups in the importing country which have succeeded in winning
over the government of the day. The desire to placate the producers or
workers employed in a particular industry faced with more intense foreign
competition overrides the interests of the country as a whole. Many
examples of this can be found. Much of the agricultural protection which
the advanced industrialised countries grant to their farmers is the result of
governments yielding to political pressures, disregarding the cost to the
country as a whole. In some countries, farmers have a political influence
which is disproportionate to their numerical weight in the population.
Recently, economists have shown considerable interest in exploring this
political dimension to making tariff policy. This has taken the form of
attempts to construct politico-economic models of tariff determination. For
example, Frey (1984, 1985) has explained how tariff policy is formulated in
a political market place in which there exist opposing forces for and against
protection. Because tariffs benefit some groups of society, albeit at the
expense of the rest, there will always be some with interests who favour
protection. Usually, these will be producers and workers in the import-
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competing industries. Opponents of tariff protection will comprise
consumers and exporting firms who face higher costs from tariff protection.
However, generally speaking, pro-tariff interests are better organised and
therefore better able to influence the decision-making process. Further-
more, while the gain to society as a whole from free trade generally exceeds
the loss to producers/workers in the import-competing industry, the societal
benefit is diffuse while the loss to producers/workers in the import-
competing industry is highly concentrated. When expressed per head, the
benefit to consumers or buyers of the product from free trade may be quite
small, while the loss to producers/workers in the import-competing industry
will be quite large. It follows that pro-tariff groups may have a greater
incentive to resist tariff reductions than anti-tariff groups have to strive for
them. Thus, tariffs may be retained simply because political pressures make
it difficult or impossible to remove them. Significantly, some empirical
studies have found that conservatism is the major factor influencing the
structure of tariff rates between industries (Lavergne, 1983).

THE STRUCTURE OF TARIFFS

Although the average level of industrial tariffs has fallen significantly in
recent decades, the average level of a country’s tariffs can be deceptive in
concealing a highly protectionist tariff structure. Indeed, a country’s tariff
structure may become more protectionist at the same time as the average
level of tariffs falls. This is because of the phenomenon of tariff escalation.
Tariff escalation occurs whenever the nominal rate of tariff applied to a
particular industry increases with the stage of production or degree of
fabrication. The more nearly finished the product, the higher the level of
tariff imposed.

Table 2.1 gives some examples of tariff escalation. It shows the average
tariff calculated from the trade-weighted tariffs of ten major developed
countries and twenty-one developing countries at each stage of the
processing chain for a selection of commodities. Because a high proportion
of the exports of developing countries are concentrated in unprocessed
primary commodities, they face higher tariff barriers when exporting to the
developed countries than the average rate of tariff might suggest. It follows
too that reductions in nominal rates of tariff will be of little benefit to
developing countries unless the degree of tariff escalation is also lowered. It
should be noted that the tariff structures of developing countries also
escalate.

A further consequence of tariff escalation is that it creates a disincentive
for developing countries to invest in processing capacity. For example, on
the figures given in Table 2.1, a major sugar exporter such as Mauritius faces
a 20.0 per cent tariff if she exports refined sugar but only a 1.0 per cent tariff
if she exports raw sugar. It is often argued that the effect of tariff escalation is
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Table 2.1 Average tariffs applied by major developed and developing countries at
different stages in the processing of various product groups

Processing chain Developed Developing
country country
%) (%)

Meat

Fresh and frozen meat 6.2 6.6

Prepared meat 8.4 219
Fish

Fresh and frozen fish 43 10.9

Fish preparations 4.1 30.1
Vegetables

Fresh vegetables 6.9 16.6

Vegetable preparations 13.2 26.9
Fruit

Fresh fruit 7.4 17.0

Fruit preparations 17.1 111
Vegetable oils

Qilseeds 0.0 18.1

Vegetable oils 4.4 26.5
Tobacco

Unmanufactured 1.2 126.0

Manufactures 18.1 662.1
Sugar

Sugar and honey 1.0 23.5

Sugar preparations 20.0 24.3
Cocoa

Beans, powder & paste 1.0 11.6

Chocolate and products 3.0 29.7
Rubber

Crude rubber 0.0 7.2

Rubber manufacture 3.9 19.4
Leather

Hides and skins 0.1 48

Leather 29 17.5

Leather articles 7.2 339
Wood

Wood, rough 0.0 8.0

Wood, shaped 0.3 13.1

Veneer and plywood 1.7 23.5

Wood manufactures 35 276
Cotton

Raw cotton 0.0 3.2

Cotton yarn 3.0 29.7

Cotton fabrics 5.8 32.1
Iron

Iron ore 0.0 26

Pig iron 2.2 7.4

Ingots and shapes 2.2 12.1

Bars and plates 3.4 199
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Processing chain Developed Developing
country country
(%) (%)
Other metallic ores
Ores, nonferrous 0.0 4.1
Wrought and unwrought metals 24 18.2
Phosphates
Natural phosphates 0.0 12.8
Phosphatic fertiliser 32 94
Petroleum
Crude petroleum 0.5 5.1
Refined petroleum 1.0 12.8

Source: Finger and Olechowski (1987)

to shut developing countries into an export structure that is heavily
dependent on unprocessed primary commodities. Does this matter? It may
do so if trade in unprocessed primary commodities grows at a slower rate
than that of processed commodities.

It is also frequently argued that that the prices of primary commodities
have a long-run tendency to fall relative to those of manufactured goods. This
argument was first put forward by Raul Prebish (1950) and H. Singer (1950).
In fact, the empirical evidence for this proposition is mixed. Moreover, even if
there is such a tendency at work, it is by no means clear that it should result in
a welfare loss for developing countries because not all primary producers are
developing countries and not all developing countries are primary producers.
Another concem arises from the high volatility of primary commodity prices.
Over-dependence on a few primary commodities for export earnings could
mean that developing countries face a highly unstable balance of payments.
This may further jeopardise long-run economic growth. It should be noted
that fluctuations in primary commodity prices will only result in unstable
export earnings if the prices of different export commodities are positively
correlated. If, however, they are negatively correlated, a fall in the price of
one commodity might be offset by a rise in the price of another with no
adverse effect on the stability of export earnings. It should be pointed out
that, even if the nominal tariff were the same at each stage of processing, the
tariff structure of developed countries might still create a bias against
processing, because of differences in the elasticities of demand for products at
different stages of processing. If the elasticity of demand for the finished
product is higher than for the semi-finished product or raw material, then the
same rate of nominal tariff will have a greater effect on the demand for the
finished product than for the semi-finished product or raw material. There is
some evidence that demand elasticities increase with fabrication, so nominal
tariffs would need to be lower at the final stages of processing to avoid any
distortion to trade (Yeats, 1987).
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One way of measuring the importance of tariff escalation is to make use
of the theory of the effective rate of protection, put forward by the Australian
economist Max Corden (see Corden, 1971). According to this theory, where
tariff structures escalate, the nominal rate of protection underestimates the
true level of protection enjoyed by a domestic industry. The latter is best
measured by estimating the effects of the entire tariff structure of a country
on the value added by the domestic industry. Value added is basically the
difference between a producer’s sales and purchases of goods during the
period in question. It must not be confused with profit, since, out of value
added, the producer must meet all other costs and pay a profit to
shareholders. The tariff structure of a country will affect the value added of a
protected industry in two ways: firstly, a tariff on the producer’s finished
product will enable him to sell his product for a higher price; secondly, a
tariff on intermediate products will raise the costs of materials used in the
production process. The effective rate of protection takes account of both
tariffs.

The formula for calculating the effective rate of protection is:

Te = (V, - V)/V x 100

where V is the value added per unit of output without tariffs and V; is the
value added per unit of output with tariffs. Suppose that a producer imports
materials to the value of £100,000 in one quarter. The value of sales of the
finished product are £150,000 so value added is £150,000 — £100,000 =
£50,000. Now suppose that an import tariff is imposed on both the finished
product and the materials but that the tariff on the finished good is higher
than the tariff on materials. Suppose a tariff of 20 per cent is imposed on
imports of the finished good but of only 10 per cent on imports of the
intermediate product. The effect of the tariff on the finished good is to enable
the producer to raise the price by 20 per cent, increasing the value of his sales
to £180,000. However, the tariff on intermediate goods raises the cost of these
goods to £110,000. His value added now becomes £180,000 — £110,000 =
£70,000. Using the formula above, the effective rate of protection is:

Te = (7,000 - 5,000)/5,000 x 100
= 2 000/5,000 x 100
= 40%

The nominal rate of protection, which was only 20 per cent, gives a
misleading impression because it fails to take account of tariff escalation. By
focusing on the effects of a country’s whole tariff sructure on the value
added of the protected industry, the effective rate of protection
demonstrates the full extent of the protection given by tariffs to the
producers.

Whenever tariffs escalate, the effective rate of protection will be positive
and higher than the nominal rate of protection. If tariffs raise the cost of an
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industry’s inputs by more than the rise in the price of its output, the effective
rate of protection could be negative. Such cases do arise, such as in a
developing country pursuing an import-substitution strategy which involves
high tariffs on imported intermediate goods but no tariff on the finished
good.

Table 2.2 gives some estimates of the effective rate of protection in
certain developed countries for various processed commodities. The
estimates show very high levels of effective protection for certain product
groups — notably, tobacco manufactures (EC and Japan), processed meat
products (EC and Japan), vegetable oils (EC and Japan), coffee extracts (EC
and Japan), preserved fruits (EC and US), processed vegetables (EC),
chocolate (Japan) and wool fabrics (US). In low value-added products such
as vegetable oils, effective tariffs have been estimated to be some eight times
nominal tariffs (Yeats, 1987).

The concept of effective protection may be widened further to take into
account the effects of nontariff barriers. Where nontariff barriers exist on

Table 2.2 Estimates of the effective rate of protection for selected processed
commodities in certain developed countries

Processed commodity EC Japan United States
(%) %) %)
Processed meat products 51.7 59.6 4.4
Preserved sea food 26.5 23.2 25
Preserved fruits 40.8 21.6 725
Processed vegetables 379 40.2 20.2
Coffee extracts 45.5 76.6 0.0
Chocolate . 82.6 0.1
Wood manufactures 9.2 1.3 10.3
Paper and paperboard 5.5 13.7 0.7
Articles of paper 12.6 0.7 8.7
Rubber manufactures 4.5 1.1 -0.4
Cotton yarn 7.6 13.7 18.3
Wool yarn 1.1 14.0 18.1
Jute yarn 7.2 19.8 4.7
Cotton fibres 11.8 10.0 135
Wool fabrics 5.1 253 85.8
Jute fabrics 10.0 53 *
Leather 6.0 21.2 8.1
Leather manufactures 2.9 18.6 175
Vegetable oils 50.6 49.6 -15
Tobacco manufactures 117.4 156.0 9.4

Source: Yeats (1987)

Note: * No effective tariff rate is given since the ratio of the input to the final product tariff could
not be computed.
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both the final product of an industry and intermediate products used by the
industry, the industry’s value added is affected. For example, an import
quota or voluntary export restraint (see Chapter 3) increases the price of the
restricted product in the importing country in much the same way as a tariff.
Similarly, a domestic subsidy may reduce costs to a domestic producer or
increase the value of output sold. When all these factors are taken into
account, an estimate known as the ‘effective rate of assistance’ (ERA) is
obtained. In practice, it may be difficult to obtain the information needed to
estimate the ERA for every product although plausible guesses can often be
made. However, where the ERA can be measured, it constitutes a better
measure of the true rate of protection enjoyed by an industry for the
purposes of trade negotiation.

TARIFF-CUTTING THROUGH THE GATT

There are two ways in which a country may reduce tariffs: unilaterally or
reciprocally through negotiation. It is often thought that unilateral tariff-
cutting must be harmful to a country. If one country cuts its tariffs, the
argument goes, it will surely experience an increase in imports and a
decrease in domestic production and employment. If, on the other hand, it
enters into an agreement with one or more countries through which tariffs
are cut reciprocally, any increase in imports can be matched by an increase
in exports. The argument is of course a false one. Unilateral tariff-cutting will
always benefit a country for the reasons set out above. Of course, output
and employment will fall in the import-competing sectors. However,
because other countries are now exporting more goods to the tariff-cutting
country, incomes in the rest of the world will rise and as a result their
imports from the tariff-cutting country should also increase. To the extent
that the imports of the tariff-cutting country exceed its exports, the exchange
rate will fall, making its exports more competitive in world markets and its
imports less competitive until equilibrium is restored. Only if the exchange
rate is kept rigidly fixed will any problem arise.

Nevertheless, few countries have been willing to cut their tariffs
unilaterally. One reason may be opposition from vested-interest groups
who stand to lose from tariff reduction. It is likely that producers and
workers in the protected import-competing sector will resist any reduction
in the level of protection hitherto enjoyed. On the other hand, if tariff cuts
are presented as a price paid to gain equivalent concessions in the markets
of other countries, it may be possible for the government to play off pro-
trade forces in the export sector against the antitrade groups in the import-
competing sector. This would favour the multilateral negotiated approach.
Moreover, tariffs are often seen by governments as bargaining counters
which can be used to prise open foreign markets for the country’s exporting
industries. Governments are reluctant to throw away a valuable bargaining
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weapon. Instead, they seek something in return for any tariff cut which they
may contemplate making. This is the basis on which the GATT has
operated. Countries trade tariff cuts in return for equivalent ‘concessions’
granted by other countries. Under the GATT, countries agree to meet
periodically for the purpose of negotiating reciprocal and mutually
beneficial reductions in their tariffs. These take place in the so-called
‘rounds’.

The procedure adopted is that countries provide schedules listing tariffs
to be bound: that is, the country concermned agrees not to levy a tariff in
excess of the rate stipulated in the tariff schedule. Concessions take the form
of either adding products to the list of tariffs to be bound or binding tariffs at
lower rates than before. In the early rounds of the GATT, tariff bindings
were relatively more important than actual tariff cuts. However, once most
tariffs had been bound, subsequent concessions took the form of tariff
reductions. A tariff binding is no less important to an exporting country than
a tariff cut. By assuring the exporter that a tariff will not be unilaterally
raised, it enables that exporter to make investment plans based on the
certainty that existing terms of access to the foreign market are guaranteed.
However, a tariff binding does not mean that the listed tariff can never be
increased. Two procedures do permit an increase in a bound tariff. Firstly,
under Article XXVIII, every three years a contracting party can at so-called
‘open seasons’ renegotiate any scheduled concession although it will be
required to offer compensation in the form of equivalent concessions to
other countries adversely affected. Alternatively, if it cannot wait that long, it
may invoke Article XIX, the so-called Escape or Safeguards Clause, which
allows a tariff to be increased when a sudden surge of imports is causing or
threatening serious injury to domestic producers. Once again, it must, if
necessary, offer compensation in the form of equivalent concessions to any
other country thereby harmed.

It is possible for countries to negotiate tariff reductions on a bilateral or
multilateral basis. Before the GATT, most negotiated tariff cuts took place on
a bilateral basis. When negotiations are bilateral, it is usually not possible to
achieve as rapid a reduction in tariffs as when negotiations are multilateral.
This is because of the ‘principal supplier constraint’. The tariff reductions
offered by a country in the course of a negotiation will necessarily be
confined to those products for which the country with whom she is
negotiating is the principal supplier. If countries apply the principle of
nondiscrimination (that is, most-favoured-nation treatment), any tariff
reduction offered by one country to another must automatically be
extended to all other countries which enjoy MFN status. Therefore, offering
tariff cuts on products for which the other country is not the principal
supplier would mean throwing away a potential negotiating counter in
subsequent negotiations with third countries. For example, if Country A
concedes to Country B a large tariff reduction on a product for which
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Country C is the principal supplier, Country A would have given up a
valuable bargaining counter in any subsequent negotiation with Country C.
For these reasons, progress in cutting tariffs was slow before the GATT came
into being.

By contrast, tariff negotiations through the GATT are multilateral.
Countries may still negotiate with each other on a bilateral basis but these
negotiations will take place simultaneously and within a multilateral
framework. Likewise, the results of any tariff negotiated between any pair
of countries are muliilaterally applied. The most-favoured-nation rule
requires that any tariff cut offered by one country to another is automatically
extended to all other countries. Thus, the GATT makes possible both
multilateral negotiations and the multilateral application of any concessions
made. Such an approach permits much more rapid progress in cutting
tariffs. In particular, it overcomes the principal supplier constraint which
dogged the bilateral approach. Since Country A is negotiating simul-
taneously with both Countries B and C, it need not hold back in offering
tariff cuts to Country B on products for which Country C is the principal
supplier. A tariff cut on such products will first be offered to Country C and,
if accepted, then subsequently extended to Country B in such a way as to
maximise bargaining power in the two sets of negotiations.

An important issue concerns the method of tariff bargaining to be
employed. In the first five rounds of the GATT, the approach adopted was
an item-by-item or request-and-offer one. Negotiations took the form of
countries submitting requests for tariff cuts on individual products followed
by offers of cuts on others. This followed the procedure adopted in most
prewar bilateral trade negotiations. Such an approach has a number of
disadvantages. Firstly, it creates opportunities for special-interest groups in
importing countries to argue that they are being treated unfairly and thereby
to apply pressure opposing tariff reductions. Secondly, where different tariff
cuts are being made on different products, it is more difficult for negotiators
to work out the multilateral balance of concessions offered and received.
This slows down the negotiation process and may make agreement more
difficult to reach. For these reasons, a new linear across-the-board approach
was adopted in the sixth round. The method was simply to seek agreement
on a certain rate of tariff reduction to be applied across the board to most
products. Each nation was allowed to submit a list of exceptions. However,
once the rate of linear reduction was agreed, further negotiations need only
cover the issue of exceptions. In the Kennedy Round, the formula was a 50
per cent reduction in duties on all manufactured goods with exceptions for
sensitive goods including steel, clothing, textiles and footwear.

A weakness of the linear approach used in the Kennedy Round was that
it applies the same rate of cut to high-tariff as to low-tariff products. This
favours countries with an uneven tariff structure. Thus, in the seventh
round, the EC, which had a fairly level Common External Tariff (CET),
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argued against a simple linear formula which, it was argued, suited the
United States with its many tariff peaks and valleys. Instead, a lengthy search
took place for a formula which would ensure that high tariffs were cut by
more than low tariffs. What emerged was a complex formula proposed by
Switzerland which involved a compromise between the two approaches:

T, = aTo/(a + T())

where T, is the initial tariff rate, T, is the tariff rate after the reduction and a
is a coefficient which can take any value greater than zero. Suppose that the
coefficient is fixed at 16. If the initial tariff is 10 per cent, the new tariff will
be (16 x 10)/(16 + 10) = 6.15 per cent. If, however, the initial tariff is 50 per
cent, the new tariff would be (16 x 50)/(16 + 50) = 12.12 per cent. The tariff
reduction is greater in the latter case (76 per cent) than in the former (39 per
cent). Negotiations were concerned with the size of the coefficient to apply
for each country. This may be contrasted with a simple linear formula:

Tl - aTo

where (1 — a) is the percentage reduction in tariffs. For example, using the
linear formula, a 50 per cent tariff cut means that a 10 per cent tariff becomes
a tariff of 5 per cent.

Table 2.3 summarises the eight trade negotiating rounds of the GATT
which have taken place since 1947. Each round of the GATT has tended to
follow a renewal of the tariff-cutting authority of the US President. The
reason for this is that no meaningful negotiations are possible without a
willingness of the United States, as the world’s largest trading nation, to
negotiate. This is only possible if Congress is willing to grant the President
the requisite authority. The significance of this authority is that any
agreement which the President enters into can only be accepted or rejected
in its entirety when it comes before Congress for ratification. Congress is not
empowered to amend any particular part of the agreement. Were it able to
do so, any tariff cuts made by the President in the course of negotiations
would lack credibility and therefore limit the concessions other countries
were prepared to make to the US. This authority is only ever for a fixed
period of time and so, when the old authority expires, new authority must
be sought. Moreover, the extent of any authority granted, as well as any
qualifications added, are important in determining how much the President
can offer in any round. In all, the level of industrial tariffs was reduced from
an average of 40 per cent in 1945 to 4.7 per cent after the completion of the
Tokyo Round. The recently concluded Uruguay Round further reduced
industrial tariffs by an average of more than one-third.

As measured by the reduction in tariffs achieved, the first and sixth
rounds were the most important of the earlier rounds. The Tokyo Round
achieved a similar level of tariff cut while the recent Uruguay Round has
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Table 2.3 The trade negotiating rounds of the GATT, 1947-94

Round Date No. of Valueoftrade Average Average
countries covered tariff cut tariffs
(US$bn) %) afterwards
(%)
Geneva 1947 23 10 35 na.
Annecy 1949 33 n.a. n.a.
Torquay 1950 34 na. na.
Geneva 1956 22 25 na.
Dillon 1960-1 45 49 na.
Kennedy 1962-7 48 40 35 8.7
Tokyo 1973-9 9 155 34 47
Uruguay 1986-93 117 464 38 29

Source: Updated from Jackson (1992)

gone even further in this respect. The first round at Geneva in 1947 took
place under the US tariff-cutting authority of 1945, which empowered the
President to make tariff reductions of up to 50 per cent of the rates in force
on 1 January 1945. The greatest concessions were made by the United
States. The US was keen to gain the accession of other countries to the
GATT, and therefore prepared to make significant concessions. These
affected some 78 per cent of her total imports and over two-thirds involved
bindings of tariffs. Tariff reductions averaged 35 per cent of the ad valorem
rate and affected 56 per cent of dutiable imports (Finger and Olechowski,
1987). No new tariff-cutting authority was granted by Congress to the US
President until 1955, but the 1945 authority was extended both in 1948 and
1951. The 1945 authority was however sufficient to permit two further GATT
rounds. The second round at Annecy in 1949 was largely concerned with
the accession of new contracting parties, of which Italy was the largest. In
this Round, the US gave away much less in concessions than she received.
Instead, it was for the new contracting parties to make concessions in order
to gain admission to the GATT. The US made concessions on only 39 per
cent of her imports; 80 per cent took the form of tariff bindings. The average
tariff reduction was 37 per cent but affected only 6 per cent of dutiable
imports (Finger and Olechowski, 1987). The third round at Torquay in 1951
was also concerned with the accession of new contracting parties, West
Germany being the largest country to join. This time, the US made
concessions on a mere 7 per cent of her imports. The average tariff
reduction was 26 per cent, affecting 15 per cent of her dutiable imports
(ibid.).

In 1955, the US President was given a new tariff-cutting authority,
although much less than in 1945. It was for tariff cuts.of only 15 per cent of
the rates applying on 1 January 1955, to be effected in three annual
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instalments of 5 per cent each. Moreover, the legislation contained a
number of restrictive clauses which provided for increased protectionism.
However, it was sufficient to cope with the main task of the fourth round
held at Geneva in 1956. This was the accession of Japan. The United States
was keen to gain the acceptance of other contracting parties to Japan
becoming a new contracting party. A number were reluctant. To overcome
their reluctance, the US made further concessions on 9 per cent of her total
imports with an average tariff reduction of 15 per cent, affecting 20 per cent
of her dutiable imports (Finger and Olechowski, 1987). Even then, fourteen
out of thirty-five GATT members invoked Article XXXV which allowed them
to withhold GATT treatment from Japan until they had negotiated with her
themselves. It was some while before Japan was treated as a full GATT
signatory.

The fifth round, the so-called ‘Dillon Round’ followed the new US tariff
legislation of 1958. This authorised the President to cut tariffs by up to 20
per cent of the rates prevailing on 1 July 1958 with no more than a 10 per
cent reduction in any one year. It was designed to cope with the problems
arising from the formation of the new European Community in 1958. The EC
was a customs union involving internal free trade plus a common external
tariff. Article XXIV of the GATT allowed the formation of customs unions
provided that the arithmetical average of pre-union external tariffs was no
lower than the average post-union common external tariff. However, if this
involved some members increasing the tariff on any of their trade with other
GATT contracting parties, the latter were entitled to compensation. The EC
offered a 20 per cent cut in the Common Customs Tariff although this had
not come into full operation. In return, the United States offered an ad
valorem tariff reduction of 20 per cent on 19 per cent of her dutiable
imports.

The sixth round, the ‘Kennedy Round’, took place between 1964 and 1967
and followed the passage of the 1962 US Trade Expansion Act. The 1962 Act
gave to the President greater authority than ever before and for a longer
period to cut tariffs. The President was authorised to cut tariffs by up to 50
per cent of the rates applying on 1 July 1962 over five years. On products for
which the EC and the US together accounted for 80 per cent or more of
trade, tariffs could be reduced by more than 50 per cent or eliminated
altogether. This envisaged the UK joining the EC, since it would have had
very little application otherwise. The Trade Expansion Act was a response to
the challenge posed by the formation of the EC and EFTA. Although she
favoured European integration largely for political reasons, the US was
afraid that the preferential nature of these two trading blocs would cause
trade diversion from the US to Western Europe (see Chapter 7 for a
definition and explanation of the concept of trade diversion). The Common
Agricultural Policy was also seen as a threat to US agricultural trade while
the proposed Common External Tariff was deemed likely to increase US
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investment in Europe, aggravating the US balance of payments. Unlike in
earlier rounds, most of the concessions made by the US were in the form of
tariff reductions rather than bindings since there were few tariffs left to bind.
The average US tariff cut was 44 per cent on 64 per cent of dutiable imports
(Finger and Olechowski, 1987). Unlike in the first round, the US insisted that
other industrialised countries made equivalent concessions. Consequently,
other countries also made substantial tariff cuts affecting an estimated 70 per
cent of dutiable imports (excluding cereals, meat and dairy products). Two-
thirds of the reductions were of 50 per cent or more, and around another
one-fifth were between 25 and 50 per cent. In addition, some progress was
made in tackling certain kinds of nontariff barriers.

In 1967, for the first time since 1947, the President’s tariff-cutting authority
was allowed to lapse, thus it was some while before a new round of trade
negotiations could take place. There was a feeling in Congress that
substantial concessions had already been made in the Kennedy Round and
that no further concessions could therefore be afforded for the time being.
At the same time, the worsening US balance of payments was seen as a
constraint. Anxieties about the growing threat posed to US manufacturing
by the emergence of the newly industrialising countries also dampened any
enthusiasm for a further bout of tariff-cutting. Nevertheless, by 1974 opinion
in Congress had changed. One reason for this was the challenge posed for
the United States by the admission of the UK to the EC in 1973 and the
enlargement of the EC from six to nine members. The US was anxious to
draw the new enlarged EC back into fresh trade negotiations. The 1974
Trade Act empowered the President to make further tariff cuts of up to 40
per cent of the rate existing on 1 January 1975 over a five-year period. As
under the 1962 Act, these were to be staged over five years (ten years in
exceptional circumstances). However, in several respects the Act was much
less liberal than that of 1962. Not only was the basic authority a smaller one,
but there were many more qualifications permitting higher tariffs in certain
circumstances. In particular, the Act reduced the control of the executive
branch over trade policy and vested more power with Congress and the
independent International Trade Commission. Since the latter two were
more likely to be influenced by pro-tariff interests, the likelihood was that
US trade policy would become less liberal.

Nevertheless, the seventb round, the Tokyo Round, did result in further
significant tariff reductions. Tariffs on industrial products were cut by a
weighted average of 33 per cent. The United States reduced her tariff on
industrial products by a weighted average of 30 per cent, the EC by a
weighted average of 28 per cent and Japan by a weighted average of 46 per
cent (GATT, 1979a). These were to be implemented over eight years
commencing on 1 January 1980. This increase in the staging of tariff cuts in
comparison with previous rounds clearly weakened the impact of the final
agreement. Moreover, by the time the Tokyo Round took place, tariffs had
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become much less important than nontariff barriers. Although some
progress was made in confronting this problem, the agreements reached
fell a long way short of what had been hoped for.

Table 2.4 sets out the average level of tariffs in leading trading countries
following the completion of the Tokyo Round. The average applied tariff
was generally lower than the average MFN (most-favoured-nation) tariff
because of the various preferences countries granted to goods from other
countries with whom they had special trading arrangements (for example,
the preferences which developed countries granted to manufactures coming
from developing countries). The divergence between MFN and applied
rates measures the extent to which countries departed from the MFN
(nondiscrimination) principle.

Table 2.5 sets out the average level of tariffs in the developed countries
by product groups following the completion of the Tokyo Round. This
shows a much lower level of tariffs for food and raw materials than for
manufactures. The average tariff for manufactures disguises a still quite high
tariff rate applied to clothing and textiles and to footwear.

THE URUGUAY ROUND

Although the agenda of the Uruguay Round was noteworthy for its inclusion
of a wide range of new issues, tariffs remained an important item. The 1986
Ministerial Declaration launching the Round stated that:

Table 2.4 Post-Tokyo Round trade-weighted average MFN and applied tariffs in
selected developed countries

Country Average MFN Average applied
tariff rate tariff rate

(%) %)
United States 39 38
EEC* 4.2 25
Japan 35 3.0
Canada 6.5 45
Sweden 35 0.8
Norway 48 1.0
Switzerland 3.0 1.0
New Zealand 13.6 10.9
Austria 929 2.0
Finland 48 1.0
Australia 124 82

Source: Finger and Olechowski (1987)
Note: “The trade-weighted rates are based on the external trade of the EEC.
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Negotiations shall aim, by appropriate methods, to reduce or, as
appropriate, eliminate tariffs including the reduction or elimination of
high tariffs and tariff escalation. Emphasis shall be given to the
expansion of the scope of tariff concessions among all participants.
(GATT, 1986)

Thus, it was acknowledged that further progress could be made in the
elimination of certain tariffs. There was to be a clear emphasis on dealing
with the problem of high tariffs and tariff escalation. There was also
agreement that, in contrast with previous rounds, tariff cutting should not be
limited to the big developed market economies but should embrace a larger
number of participants. At the 1988 Mid-term Review, four aspects of tariff
liberalisation were highlighted as being necessary to address. These were
tariff escalation, tariff peaks, low ‘nuisance’ tariffs and the need to increase
the level of bindings (GATT, 1988). It was further agreed that the target
should be an overall tariff reduction of ‘at the minimum, the [tariff] reduction
achieved by formula participants in the Tokyo Round’, that the scope of
tariff bindings should be widened and that special account should be taken
of the needs of developing countries (GATT, 1988).

Table 2.5 Post-Tokyo Round average MFN and applied tariff rates by product
group in developed countries®

Product group Average MFN Average applied
tariff rate tariff rate
%) (%)
All food items 6.4 5.3
Food & live animals 6.5 5.3
Oilseeds & nuts 5.3 4.0
Animals & veg. oils 0.1 0.2
Agricultural raw materials 0.8 0.5
Ores & metals 23 1.5
Iron & steel 5.1 3.4
Nonferrous metals 23 13
Fuels 1.1 0.6
Chemicals 5.8 31
Manufactures (excluding 7.0 7.9
chemicals)

Leather 5.1 119
Textile yarn & fabrics 117 9.0
Clothing 17.5 33
Footwear 13.4 3.0

Source: Finger and Olechowski (1987)

Note: *Developed countries comprise Australia, Austria, Canada, EC, Finland, Japan, Norway,
New Zealand, Sweden, Switzerland and the United States.
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A key issue was the method of tariff-cutting to be used. The majority of
countries, including those in the EC, favoured a formula approach similar to
that used in the Tokyo Round. This, however, was opposed by the US at an
early stage. At the commencement of negotiations, the US showed
reluctance to make large tariff reductions, arguing that it was now the turn
of other countries to do so. At the same time, she made clear a preference for
a request-and-offers approach alongside so-called reciprocal zero-for-zero
deals in particular sectors. The latter entailed countries agreeing on sectors in
which tariffs could be totally eliminated. However, the EC was not prepared
to include many sectors in the zero-for-zero deals unless the US offered
more cuts in its high tariffs, particularly on textiles and other sensitive
products. The US zero-for-zero list initially included pharmaceuticals,
construction machinery, medical equipment, steel (subject to reaching a
multilateral agreement providing for the elimination of state subsidies),
paper and wood products, nonferrous metals, electronics, fish and alcoholic
drinks. Also, she proposed that tariffs on chemicals be harmonised at very
low levels. The EC was strongly opposed to eliminating tariffs on electronic
goods since EC chip manufacturers enjoyed a 14 per cent tariff on
semiconductors (see The Financial Times, 18 December 1992). Disagree-
ment between the US and the EC created a hurdle to completing the market-
access negotiations as other participants were unwilling to make offers
without the two major trading blocs establishing the essential framework.

A breakthrough was achieved by the so-called Quad countries (US, EU,
Japan and Canada) at the Tokyo economic summit in July 1993. A market-
access package emerged which found common ground in the face of the
seeming deadlock which existed between US and EU positions. It was agreed
that tariffs should be completely eliminated on pharmaceuticals, construction
equipment, medical equipment, steel, beer, furniture (subject to certain
exceptions), farm equipment and spirits. Tariffs on chemicals would be
harmonised at low levels. Tariffs on ‘high tariff’ products (carrying tariffs of 15
per cent or more) would be cut by up to 50 per cent, including textiles. Tariff
cuts averaging at least one-third would be made on all other products. The
latter included wood, paper and pulp, and scientific equipment which the US
had originally earmarked for zero-for-zero tariff treatment (see The Financial
Times, 9 July 1993). Throughout the autumn immediately preceding the
conclusion of the Round, disagreements between the Quad countries
continued to threaten the final agreement. The average tariff cut of only 26
per cent being offered by the EU was generally considered to be inadequate
and certainly below that offered by other countries. On the other hand, the
US was accused of offering 50 per cent tariff cuts on only one-half the tariff
peaks identified as included in the July agreement. Instead, the US offered
more zero-for-zero tariff deals, including electronics. Japan was also criticised
for offering 50 per cent reductions on fewer than one-half of her tariff peaks
(see The Financial Times, 13 October 1993).
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As the 15 December deadline for reaching agreement on tariff reductions
approached, it became clear that a line-by-line tariff-cutting agreement
could not be achieved. Instead, the plan was to finalise an agreement on
tariff cuts for about fifteen to twenty countries which collectively accounted
for the bulk of world trade. The main elements of the Final Agreement were
reported in The Financial Times (16 December 1993) as:

1 Tariff bindings. The proportion of trade in industrial products subject to
bound tariffs was to be increased from 78 per cent to 97 per cent in
developed countries and from 21 per cent to 65 per cent in developing
countries.

2 Extent of tariff reductions. Tariffs were to be reduced on an estimated
US$464 billion-worth of imports of industrial products of developed
countries out of a total of US$612 billion worth not already tariff free.

3 Tariff elimination. Tariffs were to be eliminated on a wide range of
goods, bringing the proportion of tariff-free developed country imports
to 43 per cent. The major trading nations agreed to eliminate tariffs on all
products listed for zero-for-zero treatment at the July summit plus wood
and paper products, toys and some fish products.

4 Tariff cuts. A trade-weighted average reduction of 38 per cent was to be
made in the tariffs of developed countries from 6.3 per cent to 3.9 per
cent. Table 2.6 summarises the overall tariff-cutting results of the Round.
The US and EU agreed that tariffs on chemical products were to be
harmonised at around 3 per cent. Above-average tariff cuts were made on
high-tariff products including industrial electronics. The US also offered
to cut tariffs on certain textiles and some glass and ceramic products. In
general, tariff cuts on textiles and clothing were proportionately smaller
than on other industrial products.

5 Agricultural tariffs. Tariff equivalents on agricultural imports were also to
be subject to a 36 per cent overall reduction.

6 Tariff escalation. Some progress was made in reducing tariff escalation.
Tariff escalation was to be eliminated for paper products, products made
from jute and from tobacco, and reduced for products made from wood
and metals.

There appears to be universal agreement that the tariff-cutting aspect of the
Uruguay Round achieved more than looked probable at one stage. The
overall reduction in tariffs was close to 40 per cent, which is more than was
achieved in the Tokyo Round and more than the target of one-third set at
the commencement of the Uruguay Round. The tariff cuts were of course to
be staged, so the benefits will take a number of years to filter through. The
staging period was six years for developed countries and ten years for
developing countries, a little quicker than in the Tokyo Round. The increase
in the proportion of tariffs which are now bound and the elimination of
tariffs on certain products represent important gains. On the other hand,
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Table 2.6 Average tariff reductions achieved in the Uruguay Round for

industrial goods
Trade-weighted average tariff (%)
Country group  Imports from  Pre-Uruguay  Post-Uruguay Average
MEN origins Round Round tanff cut
(US$bn) (%)
Developed
countries 736.9 6.3 39 38
Canada 28.4 9.0 4.8 47
EU 196.8 5.7 3.6 37
Japan 1329 39 1.7 56
USA? 420.5 46 30 34
Developing
countries” 305.1 15.3 12.3 20
Economies in
transition 34.7 8.6 6.0 30

Source: Hoda (1994), quoted in Schott (1994)

Notes: *Based on data provided by USTR
Based on bound rates, not applied rates

there remain a number of high tariffs in particular sectors, most notably
agriculture, which remain to be tackled in subsequent rounds. The Round
notably failed to bring about substantial reductions in tariff peaks, in
particular in the textiles and apparel sector. With regard to the problem of
tariff escalation, some progress was made in reducing the difference
between tariffs applied to processed as compared with unprocessed
products, and for some products tariff escalation was eliminated altogether.
Although more remains to be done in reducing tariff barriers, the Uruguay
Round has gone a long way to reduce further the importance of tariffs as an
impediment to world trade.

CONCLUSION

Tariffs represent the oldest form of protectionism. They inflict welfare losses
on importing countries although the measurable loss is small relative to total
trade. Nevertheless, countries still impose tariffs. Since there are few sound
economic arguments for tariffs, it follows that governments must either be
pursuing some noneconomic objective or have chosen to promote the
particular interests of those benefiting from protection at the expense of the
common good. It follows that countries can increase economic welfare by
reducing or eliminating tariffs. Since this may be more difficult to bring
about unilaterally, the preferred means is to negotiate reciprocal trading
agreements with other countries by which all participants simultaneously
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cut their tariffs. The main forum in which this has taken place over the past
forty-nine years has been the GATT.

Successive rounds of multilateral tariff negotiations through the GATT
have substantially reduced the importance of tariffs as a barrier to trade in
industrial products. Nevertheless, it should not be concluded that tariffs no
longer matter. Low average tariff levels may disguise high-tariff peaks on
particular products. Moreover, tariffs can and often are raised. High rates of
effective protection also mean that tariff structures may grant higher levels
of protection to domestic producers than nominal rates of protection
indicate. Moreover, up to the Uruguay Round, tariff reductions were largely
confined to industrial products. Agricultural trade remained highly
protected although mainly by nontariff measures. One significant result of
the Uruguay Round is that these barriers must be converted into tariffs and
then progressively lowered by amounts similar to other tariffs. This is
discussed further in Chapter 6. In a similar fashion, so-called ‘grey area’
measures impeding trade in industrial products are to be subject to
tariffication. This is discussed in the next chapter. Paradoxically, therefore,
tariffs will become more important in future years as certain nontariff
barriers are converted to tariffs. It follows that tariffs will remain an
important issue in international trade policy in the immediate future.
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QUANTITATIVE TRADE
RESTRICTIONS AND
SAFEGUARDS

INTRODUCTION

In the previous chapter, we saw that much of the success of the GATT
rounds in liberalising world trade after 1947 was in the considerable
reduction in the average level of industrial tariffs. One result of this appears
to have been a growth of other forms of protectionism. These have taken a
variety of different forms, often grouped together under the general heading
of ‘nontariff barriers’ (NTBs). The next two chapters examine some of the
most important forms of nontariff restraint on trade. In this chapter, the
focus is on quantitative restrictions. Two of the most important forms are
import quotas and voluntary export restraints (VERs). The latter, in
particular, have come to play an increasingly important role in what is
variously referred to as ‘managed trade’ or ‘administered protectionism’. The
following chapter will examine two other highly important forms of
nontariff protectionism, namely antidumping policy and subsidies. These
are both linked to the notion of so-called ‘unfair trading’.

However, before examining the main forms of nontariff protectionism, it
will be necessary to take a broader look at its nature and scope. It will be
seen that there is a wide variety of different ways in which governments may
grant protection to a domestic industry. It will also be apparent that many
forms of government intervention in the economy have either secondary or
incidental effects on trade flows. As government intervention in the
economies of most countries increased in the 1960s and 1970s, the
importance of nontariff distortions to trade has, not surprisingly, increased
at the same time. It was not always the case that interference with trade was
the primary or even secondary intention of such measures. However, as
tariff barriers were being lowered at the same time, the effects of such
measures on international competition could not be ignored. Moreover, to
the extent that tariff rates were bound at lower levels than before, it was
always tempting for a government wanting to grant protection to a domestic
producer to use one or more of these measures for protectionist purposes.
Indeed, it will be seen that attempts to measure both the extent and
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frequency of nontariff interventions in trade show that nontariff protection-
ism has become more important in recent decades. This has come to be
referred to as the ‘New Protectionism’ to distinguish it from the old-style
tariff protectionism of the past.

Some of the forms of the New Protectionism such as import quotas and
voluntary export restraints are potentially more damaging than tariffs. The
original GATT agreement proved largely inadequate for coping with this
new challenge. Furthermore, the forms of negotiation used to bring about a
lowering of tariffs were generally inappropriate for dealing with nontariff
barriers. One aspect of this is the difficulty of quantifying the impact of a
nontariff barrier on trade. It therefore becomes impossible to negotiate
balanced, reciprocal reductions in the level of NTBs in the same way as
happens with tariffs. That is to say, where a country wishes to match
concessions made with concessions received, there may be a problem of
how to quantify the effects of any reduction in the level of a particular NTB.
New approaches had to be explored. It was not until the Tokyo Round that
any serious attempt was made to come to grips with the problem of
nontariff barriers. The approach used was largely one of developing new
codes dealing with particular types of NTBs which acted as extensions to the
basic GATT agreement and to which countries had to agree to adhere. For
example, in the next chapter the codes agreed to cover antidumping policy
and subsidies will be discussed.

A close link exists between some types of nontariff protectionism and the
GATT rules for so-called ‘emergency protection’. When drafting the GATT
Escape or Safeguards Clause, the intention of the architects of the GATT was
to provide a route whereby countries could, in the event of an emergency,
retreat from tariff concessions granted in previous negotiations. For
example, if a domestic industry was threatened by a sudden surge of
imports, a country may wish to raise a tariff which had been bound in the
course of a previous round. Unless countries could be assured of an escape
in an emergency from obligations entered into in the past, they would be
unwilling to make meaningful concessions in tariff-cutting rounds. In
practice, countries have often preferred to bypass the Safeguards Clause
when faced with a demand from a domestic industry for protection. Instead,
some form of quantitative restriction on trade has often been introduced.
Many voluntary export restraint arrangements have often come into being
for precisely this reason. Therefore, this chapter concludes with a discussion
of the issue of safeguards and explores the debate which has surrounded
the issue of its reform.

TYPES OF NONTARIFF BARRIERS

Olechowski (1987) has defined NTBs as ‘all public regulations and
government practices that introduce unequal treatment for domestic and
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foreign goods of the same or similar production’. This covers a wide variety
of different forms of trade restriction, including those where the intent is to
reduce imports and those which serve some other purpose but where a
reduction of imports is a secondary effect. Sometimes, a distinction is drawn
between direct and indirect forms of nontariff intervention to distinguish
between those where the primary intent is to restrict imports (direct) and
those where there exists some other purpose but where imports are
nevertheless affected (indirect) (Greenaway, 1983). Sometimes, a distinction
is made between nontariff barriers and so-called nonborder measures
(Finger and Olechowski, 1987). A nonborder measure is any measure other
than border measures (for example, a tariff or quantitative import
restriction) which also affects trade (Messerlin, 1987). For instance, subsidies
to domestic producers are a nonborder measure which may distort trade.
The expression managed trade is sometimes used with reference to trade
that is subject to forms of nontariff intervention (see, for example, Page,
1981). An expression frequently used to refer to the use of nontariff
measures for restricting imports is administered protection (Bhagwati,
1988). This is useful because it emphasises that the intensity of nontariff
forms of protection can usually be altered without the need for the
enactment of any new legislation. By way of contrast, any change in the
level of a tariff does require the prior consent of the legislature. (Yet another
often-used expression is that of ‘contingent protection’. This was first used
by Grey, 1986, to refer to forms of protection which depend upon
demonstrating that imports have caused injury to domestic producers. These
include safeguard measures, which are discussed towards the end of this
chapter, and antidumping policy, which is discussed in the next chapter.)

One of the problems involved in any examination of the nature of NTBs
is how to classify the wide variety of different types which exist. An
approach often used in the classification of NTBs is to list them according to
whether trade-distortion is the primary intention of the authorities
responsible. Using this approach, Walter (1972) distinguished between
three types of NTBs: those with a trade-distorting intent; those with only a
secondary trade-restriction intent; and those with no trade-restriction intent
but with spillover effects on trade. The different types of NTBs in each
category are given in Table 3.1.

For each type of NTB, a distinction is drawn between quantitatively
operating measures and measures which operate through prices and costs.
Thus, measures such as import quotas, voluntary export restraints or
embargoes, which are clearly intended to restrict trade, operate by placing
quantitative limits on imports/exports. Other measures such as variable
import levies (common in agricultural trade), antidumping duties or
subsidies to import competitors are also intended to restrict imports but
work essentially by either raising the price of imports (variable import levies
and antidumping duties) or lowering the price of domestically produced
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Table 3.1 Types of nontariff barriers classified according to the normal intention of the measure

Dype 1 measures
(trade-distorting intent for imports)

Type 2 measures
(secondary trade restrictive intent)

Type 3 measures
(spillover effects on trade)

A Quantitatively operating
1 Global import quotas
2 Bilateral import quotas
3 Restrictive licensing
4 Liberal licensing
5 Voluntary export restraints
6 Embargoes
7 Government procurement
8 State trading practices
9 Domestic content regulations

B Operating on prices/costs
1 Variable import levies
2 Advance deposit requirements
3 Antidumping duties
4 Countervailing duties
5 Subsidies to impoft competitors
6 Credit restrictions on importers 5 User taxes & excises
7 Tax benefits for import competitors 6 Customs clearance procedures
8 Discriminatory internal freight costs 7 Customs classification procedures
9 International commodity agreements 8 Customs valuation procedures
10 Orderly marketing agreements 9 Exchange restrictions
10 Disclosure regulations
11 Government-provided

1 Packaging & labelling regulations
measures

2 Health & sanitary regulations

3 Safety & industrial standards

4 Border tax adjustments

entrepreneurship R&D financing &
related aids for import-competing

industries

1 Communications media restrictions
2 Quantitative advertising restrictions

1 Government manufacturing and distribution
monopolies covering products such as armaments
2 Government structural and regional development
policies
3 Ad boc government balance of payments measures
4 Variations in national tax schemes
5 Variations in national social insurance systems
6 Variations in allowable capital-depreciation methods
7 Spillovers from government-financed defence,
aerospace & nonmilitary projects
8 Scale effects induced by government procurement
9 Variations in national standards, regulations and
practices
10 External transport charges & government-sanctioned
international transport agreements
11 Port transfer costs

Source: Laird and Yeats (1990)
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import substitutes. However, there exists a wide range of measures where a
restriction of imports is not the primary intention behind the measure.
Health and safety regulations are a good example of this. Foreign goods
may be denied entry because they fail to meet the health and safety
regulations of the importing country. Alternatively, foreign suppliers must
incur additional costs to adapt their product to ensure that it does meet
those regulations. Finally, there are other measures where not even the
secondary intent is to restrict imports (or boost exports) but which
nevertheless have spillover effects on trade. For example, government aids
given to producers for the purposes of promoting structural or regional
development may distort trade by lowering the costs of domestically
produced import substitutes (or reducing the price of exports).

EXTENT OF NONTARIFF BARRIERS AND MEASURES

How important are NTBs as a barrier to or distortion of trade? Page (1981)
sought to estimate what proportion of trade was managed or controlled and
compared the results for 1980 with six years earlier. This measurement of
managed trade included all international agreements such as international
commodity agreements, agricultural policies of developed countries,
market-sharing agreements, and so on, and purely national controls such
as quotas, antidumping duties, origin rules, price controls, voluntary export
restraints, and the rest. However, because of problems of identification and
measurement, it excluded other national controls such as subsidies,
technical, health and safety standards, customs procedures, which may be
introduced for legitimate domestic reasons but which may nevertheless
distort trade. Her results are shown in Table 3.2.

This shows that in 1974 40 per cent of world trade was covered by NTBs.
By 1980, this had risen to nearly 48 per cent. For manufactures, nearly 13 per
cent of total trade was covered by NTBs in 1974. By 1980 this had risen to
nearly 24 per cent. Thus, NTBs are more important in nonmanufacturing than
in manufacturing trade. However, the share of trade in manufactures covered
by NTBs appears to have risen much faster over the period covered. Some
interesting differences exist between countries. The proportion of the trade of
the developed OECD countries (that is, western industrialised countries)
subject to NTBs is generally lower than for other countries. However,
especially for manufactures, the proportion rose faster for the OECD than for
other countries. Although these results are not shown in Table 3.2, Page
found that trade between industrialised and developing countries was more
managed than trade among industrialised countries. For example, in 1979 62
per cent of OECD imports from developing countries was managed
compared with only 24 per cent from other OECD countries. Similarly, 30
per cent of OECD manufacturing imports from developing countries was
managed compared with 11 per cent from OECD countries (Page, 1981).
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Table 3.2 Managed trade as a share of world trade, which is managed trade,

by country, 1974-80 (%)

Country All goods Manufactures
1974 1979 1980 1974 1979 1980

Belgium/ 27.5 33.4 34.0 0.7 9.1 10.0
Luxembourg
Denmark 29.5 428 43.2 0 21.1 21.7
France 32.8 42,6 42.7 0 16.0 16.2
Germany 37.3 47.1 47.3 0 17.9 183
Ireland 26.8 33.5 34.0 15 11.0 11.7
Italy 44.1 52.2 52.3 0 16.1 16.4
Netherlands 325 39.8 40.1 0 12.8 14.8
United Kingdom 385 47.4 47.9 0.2 17.0 17.4
EC (9 358 44.5 44.8 0.1 15.7 16.1
Australia 179 34.8 348 7.8 30.0 30.0
Austria 20.8 30.3 30.3 0 131 13.1
Canada 224 18.3 18.3 11.4 5.8 5.8
Finland 329 33.6 33.6 3.1 35 35
Greece 100.0 100.0 100.0 100.0 100.0 100.0
Iceland 20.6 31.2 31.2 13 15.7 15.7
Japan 56.1 59.4 59.4 0 4.3 43
Norway 16.3 33.7 33.7 0 24.6 246
Portugal 25.5 27.5 27.5 105 11.7 11.7
Spain 32.2 52.3 52.3 0 37.1 371
Sweden 247 36.3 36.3 31 19.4 19.4
Switzerland 16.9 183 183 21 3.4 3.4
Turkey 100.0 100.0 100.0 100.0 100.0 100.0
United States 36.2 44.4 45.8 5.6 18.4 21.0
OECD (22) 36.3 43.8 44.3 4.0 16.8 174
Other developed (3)  97.5 97.9 97.9 97.7 97.8 97.8
Qil exporters (15) 54.0 65.3 65.3 45.8 59.8 59.8
Nonoil developing

81 49.8 46.8 46.9 25.0 22.7 228
World (122) - 40.1 475 47.8 129 23.0 23.6

Source: Page (1981)

Notes: Managed trade is defined as any trade that is subject 10 some nontariff control by

exporter, importer or both.

Finger and Olechowski (1987) used two indices to measure the extent of

NTBs in world trade:

1 The import coverage ratio. defined as the share of a country’s total
imports which is subject to NTBs within the total import value for a given

product category.
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2 The frequency ratio: defined as the number of import categories (i.e. tariff
lines) subject to NTBs expressed as a percentage of the total number of
categories.

The use of both these measures is desirable because, to a greater extent than
tariffs, NTBs are discriminatory, that is, they are imposed on imports coming
from a particular source (very often, the most competitive, lowest-cost
supplier). Where this is the case, the frequency ratio will exceed the
coverage ratio. Therefore, the extent to which they diverge measures the
degree to which NTBs are discriminating against imports from particular
countries. Their results are shown in Table 3.3. These show the proportion
of imports coming from other developed and developing countries to
fifieen developed-country markets (the EC (10), Finland, Japan, Norway,
Switzerland and the United States) subject to NTBs. Using the coverage
ratio, in 1984, 17 per cent of the value of imports coming from other
developed countries and 19 per cent of the imports coming from
developing countries were subject to NTBs. Using the frequency ratio, 11
per cent of the categories of imports coming from other developed
countries and 21 per cent coming from developing countries were subject to
NTB:s.

Thus, NTBs affect imports from developing countries more than those
from other developed countries. Overall, the figures are lower than those of
Page (1981) because NTBs are defined more narrowly. The figures show
that most NTBs are concentrated in four sectors: agriculture; vehicles; iron
and steel; and textiles and clothing. The proportion of imports of

Table 3.3 The sectoral pattern of developed-country nontariff barriers, 1984

Percentage covered by NTBs
Value of imports from No. of categories from
Developed Developing  Developed Developing

Product category countries countries countries countries
All 17 19 11 21
Agricultural 44 33 42 35
Fuels and ores 18 10 13 11
Industrial 14 21 7 18
Textiles 25 62 20 58
Steel 50 46 21 21
Footwear 2 4 14 14
Electrical machines 10 7 5 8
Vehicles 30 3 6 10

Source: Finger and Olechowski (1987)
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agricultural goods subject to NTBs is noticeably higher than for
manufactures. (NTBs on agricultural imports coming from both developed
and developing countries are high although the percentages are somewhat
higher for imports from developed countries.) Within the manufacturing
sector, NTBs are particularly common in the steel and textiles sectors. In
textiles, this is highest for imports coming from developing countries.
Finally, it is noticeable that, for imports coming from developing countries, a
higher proportion of product categories are subject to NTBs than of the
value of total imports. However, the reverse is true for imports from
developed countries. This suggests, to a greater extent than for imports
coming from other developed countries, that imports coming from
developing countries are subject to NTBs which are source-specific (Finger
and Olechowski, 1987).

Using the Walter (1972) typology of NTBs, Laird and Finger (1986) showed
that the amount of imports of the developed countries affected by so-called
‘hard-core’ NTBs (Types 1 and 2 in Table 3.1) has increased significantly in
recent decades. This is consistent with the findings of Page (1981). One effect
of NTBs is to slow the growth of imports of those products subject to NTBs
and thereby to reduce their share in the total of all imports. Failure to take
account of this effect means that the incidence of NTBs on trade is
underestimated. Therefore, it is necessary to use constant trade weights given
by the share of a particular item in total imports in the base year. The weights
used in Table 3.4 are constant 1981 trade weights. Using Walter's (1972)
estimates of the frequency and coverage ratios of NTBs for 1966 and those of
UNCTAD for more recent years, they examined changes in the frequency and
coverage of NTBs. Their results are set out in Table 3.4.

It can be seen that the share of imports affected (frequency ratio) by
NTBs rose from US$29.5 billion or about 25 per cent in 1966 to US$355
billion or about 48 per cent in 1986. In other words, the proportion of
imports of developed countries affected by NTBs almost doubled in the
twenty-year period from 1966 to 1986. The table shows that the share of
imports of the EC countries affected by NTBs more than doubled such that,
in 1986, the EC had a higher ratio than any of the other developed countries
covered. The table also shows that that NTBs are generally more important
when measured by the frequency ratio (trade affected) than by the coverage
ratio (trade covered). This is further evidence that a high and possibly rising
proportion of NTBs are country-specific, that is, discriminatory. With regard
to product groups, Laird and Yeats found that the frequency of NTBs was
highest in the case of foods. The share of all food product groups subject to
NTBs rose from 36 per cent in 1966 to 89 per cent in 1986, reflecting the
growth in agricultural protectionism in the developed countries over this
period. For manufactured goods, the frequency of NTBs also rose
alarmingly from 5 per cent in 1966 to to 51 per cent in 1986. The highest
levels of NTB-affected trade were found in transport equipment, textiles and
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Table 3.4 Changes in developed countries’ imports covered and affected by
nontariff barriers, 196686

Imports covered by Imports agffected by
1986 NTBs 1966 and 1986
Dype 1 Dpe 1+2 1966 1986
NTBs® NTBs* NTBs NIBs

% Ussbn %  USS$bn % USSbn % USsbn
All countries 159 1187 272 2047 253 295 48.0 3555

EC 18.6 608 298 971 208 147 54.1 169.2
Belgium-Lux. 10.4 23 326 7.2 30.5 2.2 74.5 16.5
Denmark 6.6 06 186 1.7 4.6 0.2 37.2 34
France 51.5 314 625 381 16.1 20 816 49.8
Germany, FR  12.1 10.1 21.0 175 24.1 4.0 409 34.1
Greece 11.7 05 152 0.7 n.a. n.a. 258 1.1
Ireland 9.0 02 204 0.5 1.8 0.0 39.5 1.0
Italy 9.2 4.7 145 7.4 26.9 24 30.1 15.3
Netherlands 13.2 4.1 333 10.3 31.1 1.1 78.6 24.4
UK 11.1 69 222 137 15.8 2.8 381 23.6

Finland 32.4 45 432 6.0 15.2 0.2 51.3 7.1

Japan 14.4 190 369 488 314 3.6 435 57.5

Norway 12,5 19 125 1.9 310 0.8 23.2 35

Switzerland 17.4 53 407 123 19.2 0.8 50.1 15.2

Us 119 273 168 385 364 94 450 103.1

Source: Laird and Yeats (1990)
Note: *See Table 3.1 for a listing of Type 1 and Type 2 NTBs.

clothing, and ferrous metals, with the biggest increases occurring in textiles
and clothing and ferrous metals.

To summarise, it is clear that a high and probably rising proportion of
trade is subject to and affected by nontariff barriers. The figure was already
high by the mid-1960s but since then has increased significantly. This is true
of developed-country imports from both developed and developing
countries. NTBs are most common as a barrier to trade in agricultural
products and their intensity has been rising in recent years, reflecting the
growth of agricultural protectionism in the developed countries. However, a
feature of the growth of nontariff protectionism is that it has been
particularly pronounced in manufacturing trade where NTBs have in the
past been lower. Much of the increase has been on developed-country
imports from developing countries. The sectors most affected have been
clothing and textiles, iron and steel, and vehicles. These have been among
the industries experiencing particular difficulties in many of the developed
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countries in recent decades. Finally, it is apparent that a large and growing
proportion of the NTBs which have spread in recent decades have been
discriminatory in nature, being targeted at particular exporters of the
products in question.

IMPORT QUOTAS

One of the most common kinds of quantitative restriction on trade is the
import quota. This is most often used to control imports of primary
commodities, and textile and clothing products covered by the Multi-Fibre
Arrangement (MFA). It involves governments putting a physical limit on the
quantity of a particular product which may be imported during a particular
period of time. It may be global, applied to all imports of a particular
product regardless of source. Altemnatively, many quotas are bilateral,
confined to imports coming from a specific source. Governments issue
licences to importers permitting them to import a specified quantity of the
product. Licences may be issued administratively or auctioned to the highest
bidder. If the latter, a further possibility is that the quotas are tradable
between importers.

Figure 3.1 illustrates the effects of a nondiscriminatory (i.e. global) import
quota applied by an importing country to a particular product and allocated
on a pro rata basis. DD is the domestic demand curve for the product and
SpSp the domestic supply curve. OP, is the world price of the product.
Under free trade, domestic producers will supply the quantity OQ,,
consumers will buy the quantity OQ3 and imports will amount to QQs;
(= 1t = OQs). Next, a quota equal to wv is imposed. Then, total (domestic
plus foreign) supply is represented by the supply curve Sg. p. Demand
equals supply at the price OP;. Price has risen from OP, to OP;.
Consumption falls by Q,Q3; to OQ,. Domestic supply rises by QuQ, to
OQ);. Imports are of course equal to the quota wv = Q,Q; = OQy. The effect
of the quota is to make the import function, MoM,, become vertical at M;M,
because the quantity of imports is now unaffected by changes in price.
Comparing the effects of a quota with those of a tariff, it is clear that the
effects are much the same. In both cases, prices rise. As with a tariff,
consumers suffer a welfare loss equal to areas A+ B+ C + D. Area A
constitutes increased producers’ surplus and is therefore not a loss to the
importing nation. In the case of a tariff, area C represents revenue to the
government of the importing nation. However, this is not the case for a
quota except when quotas are auctioned. If quotas were auctioned, the
government would be able to sell them for the price PyP,, generating
revenue equal to area C. If, however, quotas are allocated according to
some other criteria, the main beneficiary would be importers, who would
buy imports at the price OP, and sell them at the price OP;. Therefore, area
C constitutes economic rent for importers and, as such, is not a loss to the
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importing nation. This leaves areas B + D = area E as the net welfare loss or
deadweight loss from the quota. This is exactly the same as for a tariff.

In view of the fact that the welfare loss from a quota is identical with that
of a tariff, it may seem strange that quotas are widely regarded as being
more harmful than tariffs. One reason is that quotas involve the state
allocating licences to importers whereas tariffs rely on the price mechanism.
If it is left to government officials to allocate licences, importers will seek to
bribe them in order to get bigger quotas. Even if officials are not open to
bribes, decisions must still be made about which firms are to be allocated
licences and how much the licence should permit each to import.
Government officials lack the information to make the right (that is, most
efficient) decisions. One solution would be to auction licences to the highest
bidder. This is preferable since it will ensure that licences go to the
producers who can make the most efficient use of imports.

Secondly, where the quota-restrained product is a raw material or
intermediate good used as an input by other industries, quotas create
rigidities in the structure of production within the importing country unless
licences are marketable. Efficient producers who require more of the input
cannot expand production while less efficient producers who are compelled
to reduce production fail fully to utilise their quotas. Similarly, where the
quota-restrained input is used by two or more industries, industries whose
product faces increasing demand may be unable to expand output at the
expense of other industries whose products face falling demand.

Thirdly, where quotas are administratively allocated, the degree of
protection and therefore the deadweight loss resulting from the quota will
increase over time. Thus, in Figure 3.1, a rise in domestic demand causes the
demand curve to shift from DD to D,D;. In the absence of any increase in
the quota, all the increase in demand has to be satisfied by higher-cost
domestic production rather than lower-cost imports. Consequently, price
rises to OP,. In the case of a tariff, a rise in demand is met fully by imports
and the price does not rise at all.

Finally, to a greater extent than tariffs, quotas are discriminatory although
they do not have to be. Too often, they are targeted at the world’s lowest-
cost suppliers of the product.

There would therefore seem to be merit in taking a tougher attitude
towards import quotas than towards tariffs. This is indeed the position of the
GATT. Article XI opposes all forms of quantitative restriction on trade except
in special circumstances. However, the exceptions have been extensively
used such that import quotas remain an important barrier to trade. One
exception is where quotas are needed to enforce ‘standards or regulations
for the classification, grading or marketing of commodities in international
trade’ (Article X1, 2:b). Another is agricultural products where restrictions are
required in order to restrict domestic supply or to remove a temporary
surplus of the domestic product (Article XI, 2:c). Quotas affecting
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agricultural imports were also subject to the 1955 waiver granted to the
United States that arose out of a statute passed by Congress in 1951
mandating quotas on certain agricultural imports. Subsequently, other
countries used the US waiver to excuse similar practices. (See Chapter 6 for
a fuller discussion of agricultural protectionism.) Not surprisingly, quotas
are much more common in agricultural trade.

Article XII also permits the use of quotas for the purpose of safeguarding
a country’s balance of payments. However, any such restrictions must be
progressively relaxed as the country’s balance of payments improves. In
other words, they are to be temporary. Interestingly, the GATT rules
authorise quotas rather than tariffs where trade restrictions are needed for
balance of payments conditions. In practice, countries have generally
preferred tariff ‘surcharges’ as a device when faced with such difficulties.
Developing countries, which frequently encounter balance of payments
problems, have made considerable use of this provision to impose import
quotas. Particularly important in this respect is Article XVIII of the GATT
under which developing countries have fairly broad freedom to impose
quantitative restrictions on imports for general developmental reasons (see
Chapter 5 for a fuller discussion).

Finally, a major departure from the GATT rules on quotas was allowed in
the case of textile and clothing products following the Long-term Cotton
Textile Arrangement (LTA) of 1962. This was preceded by the Short-term
Arrangement (STA) of 1961~2. The STA came into being following a GATT
working party report to investigate the problem of textile protectionism. A
variety of different measures, illegal under the GATT, already existed in a
number of developed countries for controlling textile imports. The report
found that there was a problem of ‘market disruption’ caused by import
surges from low-wage countries. The STA permitted quotas on cotton
fabrics and clothes as a temporary measure pending the completion of
negotiations. The LTA, which lasted until 1973, required importing countries
to drop their existing restrictions on imports of cotton textiles but allowed
new ones only if and when they faced market disruption from actual or
planned imports. These could take the form of import quotas, but the
quotas must not be less than actual trade before the disruption and were to
have a built-in growth factor of 5 per cent a year, that is, they were to allow
for an expansion of trade of this amount. The Multi-Fibre Agrement (MFA)
replaced the LTA of 1962. It extended the arrangements to cover noncotton
textiles including man-made or synthetic fibres such as polyester and
acrylic. The 1974 MFA was for three years only but was replaced by MFA2 in
1978. Each subsequent MFA similarly lasted for three years and was
followed by a new agreement, each of which involved some modification of
the previous one. Textiles trade is discussed more extensively in Chapter 5.
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VOLUNTARY EXPORT RESTRAINTS

One of the commonest forms of quantitative restriction on trade in recent
decades has been the voluntary export restraint (VER). Hamilon (1985b) has
defined this as ‘the outcome of negotiation between two governments
resulting in the exporting country limiting its export supply to the importing
country’. In fact, a VER need not, and frequently does not, take the form of a
government-to-government agreement. It may equally take the form of an
agreement between industry groups in the exporting and importing
country, for example, through an industry association. (Such agreements
may, however, contravene antitrust laws.) The governments of the two
countries, however, are likely to be tacitly in favour of the accord and may
even have been instrumental in bringing it about.

Yet another possibility is an agreement between the government of one
country (usually, the importing country) and a nongovernment group in the
other (for example, the exporting industry of another country). In a number
of countries, government-to-government agreements are referred to as
orderly marketing arrangements (OMAs). In the United States, OMAs are
legally distinct from arrangements involving industry participation. OMAs
are legally binding, meaning that the terms of the agreement cannot be
modified in any way without the consent of both of the parties. Typically,
the agreement will include detailed rules about export supply, rights of
consultation and the monitoring of trade flows. The term voluntary restraint
arrangement (VRA) is frequently used to cover, in addition to OMAs,
arrangements with industry participation. By way of contrast, there are
many kinds of more ‘informal’ agreements which are not legally binding.
These may take the form of some sort of statement by the exporting country
designed to ensure that the exports of a particular product are kept below a
certain limit. In this case, the exporting country has the right at any time to
abandon or modify the restriction. In some cases, the arrangement merely
entails exporters making some ‘forecast’ or prediction about export volume
with some undertaking about the monitoring of exports. In effect, these
amount to restrictive arrangements also.

Usually, a VER will involve either a restraint on export volume or a
minimum export price. Where there is a limitation on export volume, this
may be expressed in terms of some maximum absolute level of exports or in
terms of some maximum share of the market of the importing country.
Kostecki (1987) distinguishes three different methods of dividing up the
importing country's market between domestic and foreign producers: the
home-industry-first approach; the exporters-first approach; and the market-
share approach. The differences are important for determining how
expansion or decline of the market is shared out between domestic and
foreign producers. In the home-industry-first approach, domestic producers
are given a certain minimum level of sales. It follows that, if the market
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declines, all the risks are born by foreign producers. In the exporters-first
approach, exporters are given a certain level of sales. If the market declines,
the risks fall entirely on the domestic producers. In the market-share
approach, exporters are given a certain percentage share of the market. If
demand falls, domestic and foreign producers lose out equally so the risks
are shared evenly. Usually, the government of the exporting country will
undertake to allocate export quotas to its own producers. The export quota
may be given in either volume or value terms but volume quotas are more
common. Quotas may be allocated to exporters on the basis of some
predetermined criteria or they may be auctioned. Usually, the export
limitation is for some specified period of time, rarely more than five years,
although it may be, and frequently is, subsequently renewed.

It is apparent that there are many similarities between VERs and bilateral
import quotas. Indeed, the economic effects of the two are similar. The
obvious differences are that bilateral quotas are restrictions which are
generally imposed by an importing country on the exports of another
country and the task of enforcing these limitations resides entirely with the
importing country. As we have seen, the GATT rules governing the use of
import quotas are fairly clear even if the permitted exceptions to the rules
mean that quotas are still widely used. However, the legal position with
regard to VERs has always been more uncertain. In two respects, VERs
would appear to involve a clear breach of GATT rules. Firstly, Article XI,
which prohibits quantitative restrictions on trade covers both import and
export restrictions. Secondly, since most VERs are discriminatory, they
violate the most-favoured-nation rule set out in Article 1. However,
problems arise because, in many cases, the involvement of governments
in bringing about the restriction is not always clear-cut. GATT rules do not
cover the actions of private companies. In some cases, nongovernment
bodies are the originators of the restraint. Further problems arise because
VERs are negotiated agreements, not unilaterally imposed measures. It is
therefore not obviously the case that the rights of another contracting party
are being violated. Finally, the fact that trade is being restricted is not
obvious in all cases, especially when the VER takes the form of a ‘prediction’
or ‘forecast’ of export trend. For these reasons, VERs fall into the category of
what have come to be called ‘grey area’ measures: measures whose legality
under existing GATT rules is uncertain.

A major problem has been that few countries have sought to test the
legality of a VER by making a complaint to the GATT. This is not surprising
since the two parties directly affected have agreed to the arrangement, and
presumably they would not have done so had there been a better
alternative. Only some third party which feels it is being harmed by a VER
agreed between two other countries is likely to make a complaint. Even this
is improbable since other exporting countries stand to gain from the
restriction by being able to export more to the importing country. On the
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other hand, one effect of a VER may be to cause the exporting country to
divert exports to some third market. If so, producers in the latter may regard
the increased competition as the direct result of the VER and, if injured, call
upon the authorities to lodge a complaint against the VER. One case of a
third-country complaint to the GATT was that lodged by the EC in 1987
against the US-Japan Semiconductor Agreement. The agreement contained
two aspects. Firstly, an undertaking by the Japanese government to increase
the share of the domestic market taken by foreign producers. Secondly, an
undertaking by both countries not to sell below agreed minimum prices in
the US and third markets. The second aspect was the source of the EC
complaint since the effect of the agreement was to raise the cost of memory
chips to European computer manufacturers. The complaints panel found in
favour of the EC and the two countries were forced to modify this aspect of
the agreement.

Although VERs have only been widely used in the last few decades, they
date back to the 1930s and were applied to trade in textiles. The first
example appears to have been an agreement reached in 1937 between the
American and Japanese trade associations to limit Japan’s textile exports to
the US. Recognising the existence of a ‘special’ problem facing the textile
industry, the US administration allowed such an agreement to be reached.
The only alternative would have been discriminatory quotas; this was not
legally possible and would have run counter to the trade agreements policy
of the Roosevelt Administration of that time (Wolf, 1989a). At the time, the
VER was regarded as being a temporary measure to deal with an
‘exceptional’ situation and was not intended to set any precedent for other
sectors in the future. In actuality, things turned out rather differently. After
the Second World War, the problems of the US textile industry remained.
Beginning in 1955, further voluntary export restraints were applied by Japan
to her exports of cotton textiles to the US. In January 1955, Japan gave
American officials details of a five-year programme of ‘voluntary’ export
controls. In fact, the restrictions were extracted under pressure from the US
administration, which in turn might have been forced by Congress to
implement import quotas had restrictions not been offered. These controls
did not end the matter as exports from other textile-producing countries
expanded to take the place vacated by Japan, leading to demands to extend
controls to other countries.

The problems were not confined to the US. In 1959, Hong Kong, India
and Pakistan reached a voluntary export agreement with the UK regulating
trade in cotton fabrics. The US administration, however, was unable to
persuade Hong Kong to apply similar restraints on cotton exports to the US.
In the 1960s, political pressure built up on the Kennedy Administration to
give support to the US textile industry. The problem was how to do this
without the use of import quotas which would have violated the GATT rules
and would have led to further demands for protection from other sectors
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similarly faced with severe import competition. The solution was, first, the
Short-term Cotton Textile Arrangement (STA) of 1961 and then a year later
the Long-term Cotton Textile Arrangement (LTA). In 1973, it was replaced
by the Multi-fibre Arrangment (MFA). The MFA extended the LTA to trade in
textiles and clothing made of synthetic fibres. Thus, trade in textiles and
clothing has been subject to more or less permanent control for much of the
period since just before the Second World War. Strictly speaking, the
controls applied to trade in textiles and clothing under the LTA and MFA
were bilateral quotas. Nevertheless, since they are agreed between
exporting and importing countries after negotiation, they are in essence
the same as a VER.

Gradually, VERs were extended to sectors other than textiles. The three
where VERs have been most widely used are automobiles, steel and
consumer electronics. One of the earliest examples of a VER in automobiles
was the agreement which the UK entered into with Japan in 1977, which
froze Japan’s share of the UK automobile market at 11 per cent. This took
the form of a market-sharing agreement between the industry associations
of the two countries although with overt support from the two governments.
At about the same time, France negotiated a similar agreement with Japan.
In May 1981, the US negotiated a VER with the Japanese government which
effectively reduced US imports from Japan by 140,000 units (about 7.5 per
cent) from their 1980 level. As with textiles, this came into being under
threat of statutory quotas. Following the US—Japan agreement, West
Germany negotiated an agreement with Japan designed to limit the rate
of increase of Japanese exports to the FRG to 10 per cent a year. The
Netherlands and Belgium also negotiated agreements with Japan which
froze the Japanese share of the market at its 1980 level. Some of these
agreements subsequently expired but several others were renewed. With
the decision to establish a Single Market in which goods could no longer be
checked as they crossed national borders, it became impossible for the EC
to operate national VERs. In the absence of any border controls, quotas in
‘controlled’ markets would be undermined as cars were imported from
‘uncontrolled’ markets. Therefore, in June 1991, the various national VERs
then in place were replaced with a new Community-wide VER freshly
negotiated with Japan. Although the details of this agreement have been the
source of much controversy, it appears that the agreement freezes the share
of the EC market at its then existent level. This means that the volume of
Japanese cars sold in the EC can only increase if demand for cars increases
at the same time. The agreement also includes sub-ceilings for the various
member state markets where national VERs previously operated. At the
same time, the EC declared its intention to abolish all controls on imports of
Japanese cars by the end of the decade.

With regard to steel, many of the VERs which came into being were
responses to alleged cases of dumping or subsidised trading and were
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presented as being alternatives to the imposition of antidumping or
countervailing measures. The first VER was negotiated in 1968 between the
US and both Japan and the EC. This lasted until 1974 when imports fell below
the ceilings and the agreement was not renewed. In 1977 a so-called ‘trigger-
price mechanism’ was introduced which provided the US industry with
protection from imports sold in the US below a stated reference price based
on estimates of costs of production in Japan. There also appears to have been
a tacit agreement between the US and Japan since the late 1970s limiting
Japanese exports to the US. In the case of the EC, a whole series of VERs were
introduced as part of the EC’s crisis measures (the so-called Davignon Plan)
for tackling the problems of overproduction, excess capacity, falling prices
and mounting losses. Unable to sell all the steel they were producing in the
depressed European market, many European producers backed by heavy
state subsidies began to ship more steel to the US. The response of US
producers was predictable. Rather then face antidumping measures, the EC
preferred to sign a VER with the US. This came into being in 1982. It was
followed by a whole spate of VERs between the US and virtually every other
major foreign supplier (regardless of whether they were dumping and/or
causing injury to domestic producers).

The third sector which has been most affected by the spread of VERs has
been the electronics industry, especially consumer electronics. VERs largely
date back to the late 1970s and early 1980s and have involved Japan and
other Far Eastern suppliers. In a manner similar to the steel industry, VERs
have often been negotiated as an alternative to antidumping measures.
Allegations of dumping by Far Eastern suppliers have been rife within
Western Europe and the United States. In 1977, imports of television sets to
the UK from Taiwan, South Korea and Singapore were also subject to a VER.
In 1979, the US negotiated a VER with Japan restricting imports of television
sets. Subsequently, this was widened to include Taiwan and South Korea. In
1983, the EC negotiated a VER with Japan covering imported video-cassette
recorders (VCRs). The background to this was alleged dumping by Japanese
producers in the European market. This particular VER was also significant
in being the first-ever EC-negotiated VER, that is, a VER negotiated by the EC
on behalf of all the member states with another country. In 1986, VERs
spread to the industrial electronics sector with the negotiation of the US-
Japan Semiconductor Agreement referred to above. As noted above, this
had two aspects: (a) an agreement entered into by Japan not to sell various
kinds of semiconductors (microchips) below a stipulated price both in the
US and third markets; and (b) an undertaking by Japan to increase the
United States’ share of the Japanese domestic market.

Tables 3.5 to 3.7 show which sectors and which countries are most
affected by VERs. Table 3.5 reveals that over one-half of all VERs were
applied to exports of countries other than developed countries, a
proportion far exceeding these countries’ share of world trade. Prominent
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among the restrained exporting countries were newly industrialising
countries such as South Korea, China and Taiwan. Nearly one-half of all
VERs applied to exports of developed countries affected Japan. Table 3.6
shows that, apart from agricultural products, which accounted for 18 per
cent of all VERs, the majority of VERs were to be found in five sectors — iron
and steel products, textiles and clothing, automobiles and transport
equipment, electronic products and footwear. It should be noted that these
are the sectors within the developed countries which, in recent decades,
have experienced the greatest adjustment difficulties. Table 3.7 shows that,
of the importing countries protected by VERs, the EC and the USA
accounted for more than two-thirds of the total number of cases.

How much of world trade is affected by VERs? One attempt to estimate
the importance of VERs as a barrier/distortion to trade estimated that, by
1987, not less than 10 per cent of world trade and about 12 per cent of
nonfuel trade was covered by VERs (Kostecki, 1987). However, this does not
tell us how much trade is affected by VERs since there is clearly some
unknown quantum of trade which would have taken place had these VERs
not existed. It follows that the amount of trade affected is much greater.
Moreover, for certain sectors, the proportion of trade covered by VERs is

Table 3.5 The prevalence of voluntary export restraints, by restrained exporting
country (excluding the Multi-fibre Agreement) 19867

Restrained exporting country No. of Percentage of total
arrangements number of cases
Developed countries of which: 56 40.9
Japan 27 19.7
EC 4 29
Australia 4 29
New Zealand 3 22
Sweden 3 22
Austria 3 2.2
Developing countries of which: 54 39.4
South Korea 17 12.4
China 6 4.4
Taiwan 5 36
Brazil 4 29
Pakistan 4 29
South Africa 4 29
Socialist countries of which: 27 19.7
Eastern Europe 18 13.1
China 6 4.4
Other 3 22
Total 137 100.0

Source: Kostecki (1987)
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Table 3.6 The prevalence of voluntary export restraints, by product group
(excluding the Multi-fibre Agreement), 1986-7

Major known VERs No. of Percentage of total
arrangements number of cases
Iron & steel products 44 32
Textiles & clothing 25 18
Machine tools 6 4
Automobiles & transport equipment 15 11
Electronic products 10 7
Footwear 8 6
Agricultural products 24 18
Other? 5 4
Total 137 100

Source: Kostecki (1987)

Note: *Products involved were kraftliner, stainless-steel flatware, leather clothing and softwood
lumber.

Table 3.7 The prevalence of voluntary export restraints, by protecting importing
country (excluding the Multi-fibre Agreement), 19867

Protecting importing country No. of Percentage of total
arrangements number of trade cases
Australia 1 0.7
Austria 1 0.7
Canada 10 7.3
EC 52 38.0
Finland 2 1.5
France 2 1.5
Italy 3 2.2
Japan 4 29
Norway 5 3.6
Portugal 1 0.7
Spain 2 1.5
UK 8 5.8
USA 45 32.8
W. Germany 1 0.7
Total 137 100.0

Source: Kostecki (1987)

much higher. Kostecki estimated that 80 per cent of world trade in textiles
and clothing is regulated by the MFA, with part of the remainder covered by
bilateral export restraints involving non-MFA countries. An estimated 20 per
cent of world trade in steel and steel products is subject to VERs (Kostecki,
1987). The 1986 US-Japan semiconductor agreement meant that 90 per cent
of world trade in semiconductors was subject to a single VER. Finally, the
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proportion of trade covered by VERs is higher than average for certain
countries. Kostecki puts the import-weighted coverage of VERs at 38 per
cent for EC imports from Japan and not much less than 33 per cent for US
imports from Japan.

The economic analysis of VERs

Hamilton (1984c, 1985b) has analysed the economic effects of VERs in
partial equilibrium terms using two models: one for the case of a
nondiscriminatory VER involving an importing country and all foreign
suppliers of the product; and the other the case of a discriminating VER
involving an importing country and one source of supply. The case of a
nondiscriminatory VER is set out in Figure 3.2.

DpDyp is the demand curve for the product in the importing country and
SpSp the domestic supply curve. SySw is the combined domestic plus
foreign supply curve which is more elastic than the domestic supply curve.
OP, is the equilibrium price under free trade with domestic consumption
equal to OQy4, domestic production equal to OQ; and imports equal to
Q1Q4. The importing country wishes to reduce the level of imports to Q,Qs.

Price

Quantity

Figure 3.2 The effects of a voluntary export restraint on the importing country

Source: Hamilton (1984a)
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To do this, it enters into a VER with foreign suppliers. We can imagine either
that it enters into a VER with all foreign suppliers simultaneously or that the
only foreign producer is the one with whom it negotiates a VER. The effect
of the VER is identical to that of an import quota: the equilibrium price rises
to OP;, domestic consumption falls to OQs, domestic production rises to
0Q; and imports fall to Q,Qs. However, although the market price in the
importing country has risen to OP,, the foreign supply price has fallen to
OP,. The logic behind this is that a nondiscriminatory VER applied to all
suppliers will create excess capacity in the world industry, resulting in lower
short-run marginal costs. This means that foreign suppliers can enjoy a
windfall profit of P,P, on every unit sold.

In Figure 3.2, the shaded area C + E is the rent income which accrues to
foreign suppliers. In the case of an import quota, the equivalent of this area
constitutes economic rent to importers. In both cases, this represents a loss
of income for consumers but, in the case of a VER, it is also a loss to the
importing country. The loss of consumer surplus is areas A+ B+ C + D.
The net welfare loss to the importing country is B + C + D + E. This is
clearly much greater than for either a tariff or an import quota. The reason
for this is that 2 VER worsens the terms of trade of the importing country by
raising the cost of imports to the importing nation. This does not happen
with either a tariff or a quota. The fact that foreign exporters enjoy a mark-
up on every unit sold is one reason why exporting countries are willing to
agree to restrain their exports. What is less obvious is why the importing
country should prefer a VER to a tariff or quota as a device for restricting
imports. Even the hoped-for improvement in the balance of trade is only
assured if the demand for imports is elastic (such that the price increase is
proportionately less than the volume decrease).

The more realistic model is that of a discriminating VER. Most VERs are
source-specific, covering some sources of supply (often the lowest-cost
suppliers) but not all. They therefore have certain efffects on the pattern and
not just the volume of trade and production. Figure 3.3 illustrates this case.
There are three countries: the importing home country, an unrestrained
partner country (or countries) and a restrained outside country (or
countries). (The situation is analagous with that of a customs union made
up of the importing country and the partner country. Exports from the
partner country are not subject to the VER but exports from the rest of the
world are.) DpDp is the demand curve for the product in the importing
home country, SpSp is the supply curve in the importing home country and
SdnSdn is the combined supply curve of the importing home country and the
partner country. SySw is the supply curve of the outside country. (The
importing home country is assumed to be sufficiently small such that the
world supply price is unaffected.) OP, is the free-trade equilibrium price in
the importing country. Domestic consumption is OQy4, domestic production
0Q); and imports Q;Qy, of which Q;Q, comes from the partner country and
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Q2Q4 from the outside country. Now, the government of the importing
home country decides that it wants to increase domestic production to OQ,.
It therefore negotiates a VER with the outside country limiting its exports to
DF. The partner country continues to enjoy free trade. The effect is to raise
the equilibrium price to OP; in the importing home country. Domestic
consumption falls to OQj;, domestic production rises to the (desired) OQ,
and imports fall to Q,Qs, of which BD is supplied by the partner country
and DF by the outside country.

The effect of the VER is to increase imports from the partner country both
in absolute terms (from AE to BD) and as a share of total imports (from AE/
AG to BD/BF). Thus, one effect of a discriminating VER is to cause trade
diversion away from the outside country with which the VER is negotiated
and towards other countries with which no VER has been negotiated. By
shifting the domestic supply curve, SpSp, parallel to the right so that it
crosses E, it is possible to determine the amount of imports from the partner
country which have been directly stimulated by the VER. Since BC = AE, CD
constitutes the amount of imports from the partner country directly
stimulated by the VER. Trade diversion results in a global resource
allocation loss because more of world output is taking place in the partner

\ 4

©
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Quantity

Figure 3.3 The effects of a voluntary export restraint on the pattern of trade

Source: Hamilton (1984a)
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country where costs are higher and less in the outside country where costs
are lower. Specifically, this is measured by area EDI, representing the
additional resources required to produce EI. The welfare loss to the
importing country is the loss in consumer surplus — area PyP,FG ~ less the
gain in producer surplus — area PoP;BA. The partner country enjoys
increased producer surplus of ABDE (of which CDE is on the increased
exports of CD due to trade diversion). The outside country enjoys rent
income equal to DFHI, the shaded area in the figure.

VERs may cause trade diversion not only by stimulating increased
imports from ‘partner countries’. A further possibility is that firms in the
exporting country affected by the VER export the product via third countries
to circumvent it. This may involve building plants in some ‘uncontrolled’
country to assemble components and parts shipped from the controlled
country. To the extent that a source-specific VER simply causes imports
from one foreign source to displace imports from another foreign source,
the VER will fail in its objective of increasing domestic production and
employment. Hamilton (1983) estimated the trade-diversion effects of VERs
operated by four EC countries (France, Germany, Italy and the UK) and one
EFTA country (Sweden) covering trade in textiles, clothing and footwear.
Strong trade-diversion effects were found for France and Sweden, weaker
effects for Italy and not much effect for the UK and Germany. Greenaway
(1985) found that the UK VER on imported footwear negotiated with Taiwan
in 1982 led to a dramatic increase in imports of leather and nonleather
footwear from the Republic of Korea and Italy. One result of this was that
the UK negotiated another VER with Korea. This illustrates the manner in
which VERs often tend to spread. Eventually, the result may be that imports
from all sources become subject to control. It may also be the case that, to
the extent that one importing country succeeds by means of a VER in
restraining imports of a particular product from a certain source, the result is
to cause the latter country to transfer some of its exports to a second
importing country. This may create problems for the latter, leading it also to
negotiate a VER with the exporting country. Thus, VERs may spread from
one importing nation to another. This will be even more the case if the
exporting country derives rents from its sales to the first country which it can
use to win market share in the second importing nation.

Estimating the effects of VERs

One way to compare the effects of a VER and a tariff is to calculate the ad
valorem ‘import tariff equivalent of a particular VER. This is generally
obtained by comparing the domestic price after the introduction of a VER

(OP,) with the foreign price (OP,):
T = (OP, - OP,) / OP, x 100
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The usefulness of this measure is that it shows the equivalent ad valorem
tariff required to achieve the same reduction in imports and increase in
domestic production. Table 3.8 sets out some estimates of the tariff
equivalent of various VERs (see Kostecki, 1987), some of which are very
high. Kostecki estimated the trade-weighted average of the tariff equivalents
to be of the order of 15 per cent. This is quite high in comparison with the
average rate of tariff for manufactures. However, it is not always possible to
explain the entire increase in price following the introduction of a VER as
due to the restrictive nature of the VER. This is because VERs have an effect
on the quality mix of imports which may itself cause a rise in the average
price of the imported product. This is known as the ‘upgrading’ or ‘trading-
up' effect. Because a VER involves a quantity limitation on exports, the ad
valorem tariff equivalent works out lower for high-cost, high-quality
varieties. Where the price increase brought about by a VER is the same
for any two varieties of different quality, since the initial price is greater for
the high-quality type, the ad valorem tariff equivalent for that type will also
be higher. In terms of the formula used above, if (P; — P,) is the same for all
grades while P, is higher for high-quality grades, T will be lower. This
creates an incentive for exporters to switch supplies from low-quality to
high-quality varieties of the product.

Tests confirm that VERs have this effect. Feenstra (1984) found that, after
the introduction in 1980 of a VER on imported Japanese cars to the US, there
occurred a rise in the price of cars and that an estimated two-thirds of the
rise in import prices could be attributed to quality improvements. Collyns
and Dunaway (1987) also estimated that US$1,030 out of the US$1,650
estimated increase in the average price of a car sold in the US in 1984 was
due to quality improvements resulting from the Japan-US VER on
automobile exports. Greenaway and Hindley (1986) have produced
evidence for a similar effect on Japanese exports of cars to the UK. To the
extent that upgrading results, a VER may fail to protect domestic producers
from foreign competition. Foreign competition may simply be shifted from
one segment of the market to another.

Various attempts have been made to quantify the cost to importing
countries of such measures. Generally, they involve setting the welfare cost
against any benefits to the domestic industry from the VER. The main
benefits claimed for VERs are threefold: they safeguard employment; they
promote adjustment; and they increase the profits of domestic producers. In
fact, it is by no means certain that a VER will safeguard employment in the
importing country. Conceivably, in extreme circumstances, the opposite
could be true. As Greenaway and Hindley (1986) show, if the domestic
market is dominated by one producer, a VER could result in reduced
domestic output. This will be the case where a VER is introduced covering
all foreign producers, which freezes imports at the share of the market
existing at the time. Then, if the domestic producer raises his price and
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Table 3.8 The tariff equivalent of various voluntary export restraints

Product Importing country/ Measure Tariff equivalent
exporting country Year %
Automobiles US/Japan VER 1984 10-20
1983 6-8
1982 4
1981 25
France/Japan VER 1984 15
Italy/Japan VER 1984 10
UK/Japan VER 1984 22
Videotape recorders UK/Japan EF/VER 1984 3
W. Germany/Japan EF/VER 1984 7
Belgium/Japan EF/VER 1984 12
France/Japan EF/VER 1984 15
Luxembourg/Japan EF/VER 1984 25
Greece/Japan EF/VER 1984 35
Denmark/Japan EF/VER 1984 41
Italy/Japan EF/VER 1984 50
Spain/Japan EF/VER 1984 49
Steel and steel products  US/Australia, Brazil, VRA

Japan, S. Korea, Mexico,
S. Africa, Spain, Sweden

Structural steel 1985  14-16
Stainless steel 1985 16
High-temperature alloys 1985 15

Textiles and clothing US/Hong Kong OMA

Cotton sweaters 1984 22
Fashion jeans 1984 10

UK/Hong Kong VRA 19834 5-10
MFAIII 19834 20

Sweaters US/Hong Kong MFAIIl 1983-5 5-50

Source: Kostecki (1987)

reduces his output, foreign suppliers must reduce their sales in order to
adhere to the VER. Because buyers cannot substitute imported output for
domestic output, the domestic producer’s price increase need not reduce his
sales. It would therefore be profitable for him to produce less than before.
This is an extreme case but it serves to show that there is nothing inevitable
about the presumption that a VER will safeguard employment in the
protected industry: even if it increases employment, it is likely to do so only
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by reducing employment in some other sector of the economy. As
Greenaway and Hindley (1986) explain, there are two possibilities. Firstly,
the reduced quantity of imports is offset by a higher price per unit such that
the value of imports is unchanged. Then, for consumers to spend more on
the domestically produced good, they must spend less on some other class
of good. If the latter are goods produced inside the importing country,
employment must fall in the sector where spending has been reduced.
Alternatively, the reduced quantity of imports is not exactly offset by the rise
in price (that is, demand is inelastic), so aggregate expenditure on imports
falls. This implies that the balance of payments has moved into surplus in
which case the exchange rate will appreciate. This will result in either
reduced exports or increased imports of other goods and lead to reduced
employment in those sectors. Conceivably, the level of overall employment
in the importing country may not change.

Similarly, it is not at all clear that VERs promote adjustment. In fact, as
Boonekamp (1987) convincingly argues, they may just as much delay it.
This will be the case if the VER is taken to mean a commitment by the
government of the importing country to retain jobs in the industry.
Moreover, as with all forms of protectionism, by reducing competition they
make it easier for producers to continue with inefficient and out-of-date
methods of production. Perhaps producers may be able to use the extra
profits generated by the VER to finance costly adjustment measures but this
is by no means assured. Moreover, since the profits of exporters are also
enhanced, they are better able to upgrade their products and to compete
more effectively in the higher-quality end of the market. This may be
precisely the segment of the market in which the domestic industry was
otherwise well placed to compete.

Greenaway and Hindley (1986) carried out a study of the effects of VERs
which the UK negotiated on four product groups: videocassette recorders,
motor cars, woven garments and nonleather footwear. The cost to the UK
economy from such measures is given in Table 3.9. The figures show in the
first column the net welfare loss to the British economy as a whole and were
obtained by deducting any gains to producers from the costs to consumers.
The costs of the VER on motor cars are given under two assumptions about
the differential between British and other EC prices. (British car prices have
been consistently higher than prices in continental Europe for identical
models.) The cost involved is far greater than would result from the
imposition of a tariff or domestic subsidy. These figures exceed most
estimates of the static welfare loss from tariffs on the same products.
Moreover, even on generous assumptions about employment gains, the cost
per job created or maintained was extremely high and well above the
average wage-rate in the protected industry at that time. In other words, it
would have been cheaper to pay workers a sum equivalent to their current
wage for losing their jobs.
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Table 3.9 The costs to the UK economy of voluntary export restraints
covering four industries

Product group Costs to  Jobs created/ Cost per job
consumers maintained in industry  per annum
per annum @
“m)
Videocassette recorders 80 <1,000 by At least
end 1985 80,000 in
1983 alone
Motor cars (under 175 (@) 13,200 if Ford & 13,250
assumption that Vauxhall production is
differential between assumed to increase
British and other EC as a result of the VER
prices would exist in the (b) Only BL production 31,500
absence of VER) increases
(Under assumption that >500 Nil or negative -

differential would not
exist in the absence of

VER)

Woven trousers, shirts & 52 4,000 13,000
blouses

Nonleather footwear 28 3,700 7,500

Source: Greenaway and Hindley (1986)

In a study of the United States’ VER with Japan covering imported
automobiles, the OECD (1987b) put the cost to the consumer at up to US$5
billion a year. It was reckoned that it may have saved between 20,000 and
35,000 US jobs in the car industry. This works out at a cost per job of
between US$90,000 and US$250,000, well above average wages. It was also
reckoned that US domestic companies benefited in extra profits between
US$18,400 and US$28,300 for each US$100,000 of lost consumer real
income. Thus, the benefits in terms of both increased employment and extra
profits to the car companies were extremely costly. Moreover, the OECD
study revealed that the VER had been of enormous benefit to Japanese
companies. Far from protecting US companies from Japanese competition,
the VER caused Japanese firms to move upmarket from compact to luxury
cars, to invest more within the United States and to build up profit reserves.
This meant that they were in a good position to cope with the appreciation
in the yen after 1985. Equally US car firms were less able to benefit from the
fall in the value of the dollar.
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It is possible that a VER will freeze imports at the level prevailing before
the introduction of the VER rather than reduce the volume or the share.
However, as Boonekamp (1987) has explained, prices may still rise due to
the effects of the VER on competition in the domestic industry. If the
industry is oligopolistic, domestic producers become ‘price leaders’ relative
to foreign producers. Any increase in the prices of domestic producers has
to be followed by a similar increase in price by foreign suppliers if the VER
is to be adhered to. The result is a rise in the profits of both domestic and
foreign producers at the expense of the consumer. If there is a large number
of firms in the domestic industry, it may be more difficult to persuade all of
them to play this role, in which case the domestic price may not rise.
Likewise, if not all foreign firms are covered by the VER, they may seek a
larger share. In this case, it is more likely that the VER will seek to reduce the
level of imports so as to bring about a rise in domestic price. Whatever the
situation in the domestic market, it is clear that a VER will encourage
collusion between domestic producers, resulting in less competition.

Reasons for the growth of VERs

What factors can account for the popularity of VERs in recent decades? The
question needs to be addressed from the standpoint of both the importing
and the exporting country. Let us begin with the importing country. Why do
importing countries so often prefer VERs to other types of trade restriction
such as an increased tariff or even an import quota which, as we have seen,
are less costly? One reason is the difficulty created by using other forms of
protectionism. As we shall see below, Article XIX of the GATT, the Escape
Clause, does allow any contracting party to ‘suspend the obligation in whole
or in part or to withdraw or modify the concession’ where ‘as a result of
unforeseen developments and of the effect of the obligations incurred by a
contracting party under this Agreement, including tariff concessions, any
product is being imported . . . in such increased quantities as to cause or
threaten serious injury to domestic producers’ (Article XIX:1). It does not
state whether selective (that is, discriminatory) measures are permitted or
whether any such measures have to be nondiscriminatory. However, the
prevailing view appears to be that Article XIX should be interpreted in the
context of the Agreement as a whole, including Article I which sets out the
general requirement concerning nondiscrimination. In other words, if
Article XIX is used, any increase in tariff must apply to all a country’s trading
partners, not just the country whose exports are creating difficulties. By way
of contrast, a VER is usually negotiated only with the country whose exports
are creating a problem.

Furthermore, Article XIX requires countries introducing emergency
protection both to consult its trading partners affected by the measures
being taken and as appropriate to negotiate compensation. If affected
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parties are not consulted or satisfactory agreement is not reached, the
affected parties are free to suspend ‘substantially equivalent concessions or
other obligations’. In practice, it may be difficult to negotiate a satisfactory
agreement with affected parties, in which case there is the risk of retaliation.
This will affect the exports of the country taking safeguard action. In order
to avoid such an outcome, the importing country may prefer to enter into a
VER with the country whose exports are causing the problem. VERs are
generally source-specific and so avoid upsetting third countries in the way a
nondiscriminatory tariff or quota would. In fact, they contain an element of
‘built-in’ compensation for the exporting country in the form of the rent
income which exporters enjoy. Thus, the issues of compensation and of
export restraint are simultaneously dealt with in the same negotiation rather
than being the subject of two or more separate negotiations.

There are also domestic political advantages for governments in using
VERs in preference to other protectionist measures to deal with troublesome
imports. Rising tariffs or import quotas are much more visible and thus
inevitably attract public de