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specialized machinery, and so on. The Canadian auto industry had a labor productivity
about 30 percent lower than that of the United States.
In an effort to remove these problems, the United States and Canada agreed in 1964
.to establish a free trade area in automobiles (subject to certain restrictions). This allowed
the auto companies to reorganize their production. Canadian subsidiaries of the auto
firms sharply cut the number of products made in Canada. For example, General Motors
cut in half the number of models assembled in Canada. The overall level of Canadian
production and employment was, however, maintained. This was achieved by importing
from the United States products no longer made in Canada and exporting the products
Canada continued to make. In 1962, Canada exported $16 million worth of automotive
_ products to the United States while importing $519 million worth. By 1968 the numbers
were $2.4 and $2.9 billion, respectively. In other words, both exports and imports
increased sharply: intraindustry trade in action.
The gains seem to have been substantial. By the early 1970s the Canadian industry
was comparable to the U.S. industry in productivity.

Dumping
The monopolistic competition model helps us understand how increasing returns promote
international trade. As we noted earlier, however, this model assumes away many of the
'issues that can arise when firms are imperfectly competitive. Although it recognizes that
imperfect competition is a necessary consequence of economies of scale, the monopolistic
competition analysis does not focus on the possible consequences of imperfect competition
itself for international trade. ,

In reality, imperfect competition has some important consequences for international
trade. The most striking of these is that firms do not necessarily charge the same price for

goods that are exported and those that-are sold to domestic buyers.

The Economics of Dumping
In imperfectly competitive markets, firms sometimes charge one price for a good when that
good is exported and a different price for the same good when it is sold domestically. In
general, the practice of charging different customers different prices is called price dis-.
crimination. The most common form of price discrimination in international trade is
dumping, a pricing practice in which a firm charges a lower price for exported goods than
it does for the same goods sold domestically. Dumping is a controversial issue in trade
policy, where it is widely regarded as an “unfair” practice and is subject to special rules and
penalties. We will discuss the policy dispute surrounding dumping in Chapter 9. For now,
we present some basic economic analysis of the dumping phenomenon.

Dumping can occur only if two conditions are met. First, the industry must be rmper-

- fectly competitive, so that firms set prices rather than taking market prices as given. Second,

markets must be segmented, so that domestic residents cannot easily purchase goods intend-
ed for export. Given these conditions, a monopolistic firm may find that it is profitable to
engage in dumping. '

An example may help to show how dumping can be a profit-maximizing strategy. Imag-
ine a tirm that currently sells 1,000 units of a good at home and 100 units abroad. Currently
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selling the good at $20 per unit domestically, it gets only $15 per unit on export sales. One
might imagine that the firm would conclude that additional domestic sales are much more
profitable than addlitional exports.

Suppose, however, that to expand sales by one unit, in either market, would require
reducing the price by $0.01. Reducing the domestic price by a penny, then, would increase
sales by one unit—directly adding $19.99 in revenue, but reducing the receipts on the
1,000 units that would have sold at the $20 price by $10. So the marginal revenue from the
extra unit sold is only $9.99. On the other hand, reducing the price charged to foreign cus-
tomers and thereby expanding exports by one unit would directly increase revenue by only
$14.99. The indirect cost of reduced receipts on the 100 units that would have been sold at
the original price, however, would be only §!, so that marginal revenue on export sales
would be $13.99. It would therefore be more profitable in this case to expand exports
rather than domestic sales, even though the price received on exports is lower.

This example could be reversed, with the incentive being to charge less on domestic than
foreign sales. However, price discrimination in favor of exports is more common. Since . -
international markets are imperfectly integrated due to both transportation costs and pro-
tectionist trade barriers, domestic firms usually have a larger share of home markets than
they do of foreign markets. This in turn usually means that their foreign sales are more
affected by their pricing than their domestic sales. A firm with a 20 percent market share
need not cut its price as much to double its sales as a firm with an 80 percent share. So firms
typically see themselves as having less monopoly power, and a greater incentive to keep
their prices low, on exports than on domestic sales.

Figure 6-8 offers a diagrammatic example of dumping. It shows an industry in which
there is a single monopolistic domestic firm. The firm sells in two markets: a domestic
market, where it faces the demand curve Dp,,, and an export market. In the export market we
take the assumption that sales are highly responsive to the price the firm charges to an
extreme, assuming the firm can sell as much as it wantsat the price Prop. The horizontal line
Prog s thus the demand curve for sales in the foreign market. We assume the markets are seg-
mented, so that the firm can charge a higher price for domestically sold goods than it does for
exports. MC is the marginal cost curve for total.cutput, which can be sold on either market.

To maximize profits, the firm must set marginal revenue equal to marginal cost in each
market. Marginal revenue on domestic sales is defined by the curve MR oy, which lies
below Dpgyy. Export sales take place at a constant price Prqp, so the marginal revenue for
an additional unit exported is just Prog. To set marginal cost equal to marginal revenue in
both markets it is necessary to produce the quantity Quonopory 10 s€ll Opoas 0n the domes-
tic market, and to export Quonorory — Coor- The cost of producing an additional unit in
this case is equal to Pryg, the marginal revenue from exports, which in turn is equal to the
marginal revenue for domestic sales.

The quantity Qppy will be demanded domestically at a price of Ppeyy, Which is above
the export price Prop. Thus the firm is indeed dumping, selling more cheaply abroad than at
home. . _

In both our numerical example and Figure 6-8, the reason the firm chooses to dump is
the difference in the responsiveness of sales to price in the export and domestic markets. In
Figure 6-8 we assume the firm can increase exports without cutting its price, so marginal

T might seem that the monopolist should set domestic sales at the level where MC and MR pg,, intersect. But
remember that the monopolist is producing a total output @y, pveronrs this means that the cost of producing ane
more unit is equal to Pryy. whether that unit is destined for the foreign or domestic market. And it is the actual cost
of producing one more unit that must be set equal to marginal revenue. The intersection of MC and MRpoy is
where the firm would produce if i did not have the option of exporting—but that is irrelevant.
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Dumping -
The figure shows a monopolist that faces a demand curve Dpgy for domestic sales, but which can also
sell as much as it likes at the export price Py Since an additional unit can always be sold at Prgg, the
firm increases output until the-marginal cost equals Prog; this profit-maximizing output is shown as
Quonarary- Since the firm's marginal cost at Guonoeory IS Proa. it sells output on the domestic market up
to the paint where marginal revenue equals P this profit-maximizing level of domestic sales is :
shown as Qpgy. The rest of its output, Quongeary — Opow IS exported.
The price at which domestic consumers demand Qpgy IS Ppga Since Pogy > Prog the firm sells
exports at a lower price than it charges domestic consumers. -, ;

revenue and price coincide on the export market. Domestically, by contrast, increased sales
do lower the price. This is an extreme example of the general condition for price discrimi-
nation presented in microeconomics courses: Firms will price-discriminate when sales are 1
more price-responsive in one market than in another.? (In this case we have assumed export ‘
demand is infinitely price-responsive.) : !
Dumping is widely regarded as an unfair practice in international trade. There is no good
economic justification for regarding dumping as particularly harmful, but U.S. trade law
+ prohibits foreign firms from dumping in our market and automatically imposes tariffs when
such dumping is discovered.
The situation shown in Figure 6-8 is simply an extreme version of a wider class of situ-
ations in which firms have an incentive to sell exports for a lower price than the price they
charge domestic customers.

i Do

8 Ihe formal condition for price discrimination is that fiems will charge lower prices in markets in which they face
a higher efasticity of demand, where the elasticity is the percentage decrease in sales that results from a [ percent
increase in price. Firms will dump if they perceive a higher elasticity on export sales than on domestic sales.
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& Case Study

Antidumping as Protectionism
In the United States and a number of other countries, dumping is regarded as an unfair
competitive practice. Firms that claim to have been injured by foreign firms who dump
L their products in the domestic market at low prices can appeal,
o s through a quasi-judicial procedure, to the Commerce Depart-
Co ment for relief. If their complaint is ruled valid an
“antidumping duty” is imposed, equal to the calculated
difference between the actual and “fair” price of imports.
In practice, the Commerce Department accepts the great
majority of complaints by U.S. firms about unfair foreign
pricing. The determination that this unfair pricing has
actually caused injury, however, is in the hands of a dif-
ferent agency, the International Trade Commission,
which rejects about half of its cases.

Economists have never been very happy with the idea
of singling dumping out as a prohibited practice. For one
thing, price discrimination between markets may be a

perfectly legitimate business strategy—like the discounts

. that airlines offer to students, senior citizens, and travelers

_ who are willing to stay over a weekend. Also, the legal defi-

e ‘ mtmn of dumpmg deviates substantially from the economic def-

g 1n1t1on Smce it is often dlfﬂcult to prove that forelgn firms charge higher prices to

_ domesttc than export customers the United States and other nat1ons instead often try to

_ calculate a supposed fair pnce based on estimates ‘of foreign productlon costs. This

' “fair price” rule can interfere with perfectly normal business practices: A firm may well

be willing to sell a product for a loss while 1t 1s lowermor 1ts costs through expenence or
breaking into a new miarket. : ‘ ‘

In spite of almost universal negatwe assessments from economlsts however, formal
complaints about dumpmg have been filed with growing frequency since about 1970.
‘China has attracted a particularly large number of antidumping suits, for two reasons.
One is that China’s rapid export growth has raised many complaints, The other is the fact

 that it is still nominally a communist country, and the United States officially considers
- it a “nonmarket economy.” A Business Week story described the difference that China’s
status makes: “That means the U, S. can simply ignore Chinese data on costs on the
- assumption they are-distorted by’ subsidized loans, rigged markets, and the controlled .
- yuan. Instead, the government uses data from other developing nations regarded as
market economies. In the TV and furniture cases, the U.S. used India—even though it is
not a big exporter of these goods Since India’s producuon costs were higher, China was
ruled guilty of dumping.”®

As the quote suggests, China has been subject to antidumping duties on TVs and fur-

niture, along with a number of other products including crepe paper, hand trucks, shrirhp,

9“\r\/it:\.lcling a Heavy Weapon Against China," Business Week, June 21, 2004,
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ironing tables, plastic shopping bags, steel fence posts, iron pipe fittings, and saccharin.
These duties are high: as high as 78 percent on color TVs and 330 percent on saccharin.

Most economists consider these kinds of “antidumping” cases to have little to do with
dumping in the economic sense. Nonetheless, there may have been an increase in real
dumping, because of the uneven pace at which countries have opened up their markets.
Since 1970 trade liberalization and deregulation have opened up international competi-
tion in a number of previously sheltered industries. For example, it used to be taken for .
granted that telephone companies would buy their equipment from domestic manufac-
turers. With the breakup of AT&T in the United States and the prlvatlzatmn of phone
companies in other countries, this is no longer the case everywhere. But in Japan and
several European countries the old rules still apply. It is not surprising that the manu-
facturers of telephone equipment in these countries would continue to charge high prices
at home while offering lower prices to ‘customers in the United States—or at least that
they would be accused of doing s0. -

Reciprocal Dumping

The analysis of dumping suggests that price discrimination can actually give rise to inter-
national trade. Suppose there are two monopolies, each producing the same good, one in
Home and one in Foreign. To simplify the analysis, assume that these two-firms have the
same marginal cost. Suppose also that there are some costs of transportation between the
two markets, so that if the firms charge the same price there will be no trade. In the absence
of trade, each firm’s monopoly would be uncontested.

If we introduce the possibility of dumping, however, trade may emerge. Each firm W111
limit the quantity it sells in its home market, recognizing that if it tries to sell more it will
drive down the price on its existing domestic sales. If a firm can sell a little bit in the other
market, however, it will add to its profits even if the price is lower than in the domestic
market, because the negative effect on the price of existing sales will fall on the other firm,
not on itself. So each firm has an incentive to “raid” the other market, selling a few units at
a price that (net of transportation costs) is lower than the home market price but still above
marginal cost.

If both firms do this, however, the result will be the emergence of trade even though

there was (by assumption) no initial difference in the price of the good in the two markets,
and even though there are some transportation costs. Even more peculiarly, there will be
two-way trade in the same product. For example, a cement plant in-country A might be
shipping cement to country B while a cement plant in B is doing the reverse. The situation
in which dumpmor leads to two-way trade in the same product is known as reciprocal
dumpmg

This may seem like a strange case, and it is admittedly probably rare in international

trade for exactly identical goods to be shipped in both directions at once. However, the

reciprocal dumping effect probably tends to increase the volume of trade in goods that are
not quite identical.

107y, possibility of rectprocal dumping was first noted by James Brander, “Intraindustry Trade in Identical
Commodities,” Journal of International Economics 11 {1981), pp. 1-14.
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Is such peculiar and seemingly pointless trade socially desirable? The answer is ambigu-
ous. It is obviously wasteful to ship the same goed, or close substitutes, back and forth
when transportation is costly. However, notice that the emergence of reciprocal dumping in
our story eliminates what were initially pure monopolies, leading to some competition. The
increased competition represents a benefit that may offset the waste of resources in trans-
portation. The net effect of such peculiar trade on a nation’s economic welfare is therefore
uncertain.

The Theory of External Economies

In the monopolistic competition model of trade, it is presumed that the economies of scale
that give rise to international trade occur at the level of the individual firm. That is, the
larger any particular firm’s output of a product, the lower its average cost. The inevitable
result of such economies of scale at the level of the firm is imperfect competition, which in
turn allows such practices as dumping.

As we pointed out early in this chapter, however, not all scale economies apply at the
level of the individual firm. For a variety of reasons, it is often the case that concentrating
production of an industry in one or a few locations reduces the industry’s costs, even if the
individual firms in the industry remain small. When economies of scale apply at the level of
the industry rather than at the level of the individual firm, they are called external
economies. The analysis of external economies goes back more than a century to the British
economist Alfred Marshall, who was struck by the phenomenon of “industrial districts”—
geographical concentrations of industry that could not be easily explained by natural
resources. In Marshall’s time the most famous examples included such concentrations of
industry as the cluster of cutlery manufacturers in Sheffield and the cluster of hosiery firms
in Northampton. Modern examples of industries where there seem to be powerful external
economies include the semiconductor industry, concentrated in California’s famous Silicon
leley; the investment banking industry, concentrated in New York; and the entertainment
industry, concentrated in Hollywood.

Marshall argued that there were three main reasons why a cluster of firms may be more
efficient than an individual firm in isolation: the ability of a cluster to support specialized
suppliers; the way that a geographically concentrated industry allows labor market pool-
ing; and the way that a geographically concentrated industry helps foster knowledge
spillovers. These same factors continue to be valid today.

Specialized Suppliers
In many industries, the production of goods and services—and to an even greater extent, the
development of new products—requires the use of specialized equipment or support serv-
ices; yet an individual company does not provide a large enough market for these services
* to keep the suppliers in business. A localized industrial cluster can solve this problem by
bringing together many firms that collectively provide a large enough market to support a
wide range of specialized suppliers. This phenomenon has been extensively documented in
Silicon Valley: A 1994 study recounts how, as the local industry grew, “engineers left
established semiconductor companies to start firms that manufactured capital goods such as
diffusion ovens, step-and-repeat cameras, and testers, and materials and components such as
photomasks, testing jigs, and specialized chemicals. . . . This independent equipment sector
promoted the continuing formation of semiconductor firms by freeing individual producers
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from the expense of developing capital equipment internally and by spreading the costs of
development. It also reinforced the tendency toward industrial localization, as most of
these specialized inputs were not available elsewhere in the country.”!!

As the quote suggests, the availability of this dense network of specialized suppliers has
given high-technology firms in Silicon Valley some considerable advantages over firms
elsewhere. Key inputs are cheaper and more easily available because there are many firms
competing to provide them, and firms can concentrate on what they do best, contracting out
other aspects of their business. For example, some Silicon Valley firms that specialize in
providing highly sophisticated computer chips for particular customers have chosen to
become “fabless,” that is, they do not have any factories in which chips can be fabricated.
Instead, they concentrate on designing the chips, then hire another firm actually to fabricate
them. :
A company that tried to enter the industry in another location—for example, in a coun-
try that did not have a comparable industrial cluster—would be at an immediate disadvan-
tage because it would lack easy access to Silicon Valley’s suppliers and would either have to
provide them for itself or be faced with the task of trying to deal with Silicon Valley-based
suppliers at long distance.

Labor Market Pooling

A second source of external economies is the way that a cluster of firms can create a
pooled market for workers with highly specialized skills. Such a pooled market is to the
advantage of both the preducers and the workers as the producers are less likely to suffer
from labor shortages, while the workers are less likely to become unemployed. ’

The point can best be made with a simplified example. Imagine that there are two com-
panies that both use the same kind of specialized labor, say, two film studios that make use
of experts in computer animation. Both employers are, however, uncertain about how many
workers they will want to hire: If demand for its product is high, both companies will want
to hire 150 workers, but if it is low, they will only want to hire 50. Suppose also that there
are 200 workers with this special skill. Now compare two situations: one with both firms
and all 200 workers in the same city, the other with the firms and 100 workers in two dif-
ferent cities. It is straightforward to show that both the workers and their employers are
better off if everyone is in the same place.

First, consider the situation from the point of view of the companies. If they are in dif-
ferent locations, whenever one of the companies is doing well it will be confronted with a
labor shortage; it will want to hire 150 workers, but only 100 will be available. If the firms
are near each other, however, it is at least possible that one will be doing well when the
other is doing badly, so that both firms may be able to hire as many workers as they want.
So by locating near each other, the companies increase the likelihood that they will be able
to take advantage of business opportunities.

From the workers’ point of view, having the industry concentrated in one location is also

. an advantage. If the industry is divided between two cities, then whenever one of the firms
has a low demand for workers the result will be unemployment; the firm will be willing to
hire only 50 of the 100 workers who live nearby. But if the industry is concentrated in a
single city, low labor demand from one firm will at least sometimes be offset by high
demand from the other. As a result, workers will have a lower risk of unemployment.

Ay
1lgee the book listed in Further Reading by Saxenian. p. 40.
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Parsons, 2008
Numerical example of Krugman and Obstfeld’s Figure 6.8

Price Discrimination in International Markets

Assume a firm has a monopoly in its own domestic market, but also sells in the world
matket. Also assume that in the world market, there is perfect competition and so this
firm is a price-taker there. Finally, assume that this firm can segment the market and

prevent ‘gray sales’ (or ‘reverse importing”) from the low-cost country.

Assume the firm only has one factory and its cost function is defined as:

TC = $8Qfo!m’2

Where TC are total costs and Q is the quantity produced and sold.

Also assume that the equilibrium price in the competitive world market is $1000.
In the domestic market the demand curve facing the monopolist is:
P=32000-30eQ,,

Ot = O = Crorta

As such, world sales are a “residual demand™

Step 1 ‘
First, let’s solve for this firm’s optimal total quantity to produce.

This occurs where MC=MR for total quantity.

As MR in the world market is equal to the competitive price, MC=$1000.

8TC
MC=2==3$16
=g ~S16%0
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Thus, $16%Q=1000
And the optimal total quantity to produce is:

Q*=62.5

Step 2
Solve for the optimal sales in the home market.

This is also where MC=MR but MC has also been determined, as total quantity has
been determined. Thus, MC is still $1000.

Where does this infersect domestic MR? 1.e.

IR _o(P0) _ 8([2000-30+ Qj *0)_

MR,, = $1000 = 2000-6 ‘
“ 0 a0 20 00
Solving for Q we find
0w =16.67

As domestic salés are 16.67, this implies that the residual sales sold to the world market
abroad are 62.5-16.67=45.83 '

Step 3
How much does the monopolist charge at home?

Substituting 16.67 into the domestic demand function we find that
P*=2000-30016.67 =$1500

So, in summary, this firm chargéé $1500 in the home market, but $1000 in the foreign
market. This would be considered dumping under anti-dumping laws because the price

at-home is higher that abroad.

But, really this is just an example of price discrimination, charging different prices to
different consumers due to (two) different demands.
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Question: Can you calculate the total profits this firm makes, recalling that Profits
equals total revenue (TR) minus total cost {TC)?

Is there any inefficiency in this situation? Yes. There is a domestic monopoly and
consumers and overall domestic welfare would be higher if there was competition and
this country could freely import at $1000.

Question 2 (much harder) : Can you calculate the DWL in the domestic market due to
this domestic market distortion?
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W7 for Figure 6.8 in Krugman and Obstfeld

EATECIRELAENARTBCIREBE T CMEERME L LTTHL TS0 REEZ D,
COTERORAMY (FL) A,

TC = $8Qro!a12

EEXBNBEDET R, L. TCEERRE. ql2EER:  GEELT5, BAMTRE
HBTlE. COMRIZI000 KADBRTELATND LT D, METHIERTHTIE. EEL,
itk %P& LT, '

P=$2000-30e0Q,,

Qroraf - QM = Qwarld

L&kEhd,

HETHRDOERTERIL REOEE] T3,

Step 1

First, let’s solve for this firm’s optimal total quantity to produce.

This occurs where MC=MR for total quantity.

As MR in the world market is equal to the competitive price, MC=$1000.

orc
MC = 6Q =$16e 0

#h b $16%Q=1000
ORI L o TRERERN « BERTHE SO BEER | JRERIE:
Q*=62.5
iZ2%,
Step2
RERENAERE - [REREH O,

MC=MR ZRDIIE LB, ZDEEDOMCIETTCIZEE - TVWBDT,
MC=$1000 GBREEHTFE->TWAD)
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MR [([ERA®)] & MCiX & Z TARZET 50 ? Where does this infersect domestic MR?
DEY,

i OTR o(pa0) _ o(2000-30+0]+0) =2000—60 e

QI DN THEL &, R o -

Q' =16.67

ENRERL 16.67 RO TCHATE~D 1EZED) RFERIL 62.5-16.67=45.83 1
A

Step 3
E RO S

453 IXENEERERICEETR LD &
P*=2000-30016.67 = $1500

B,

ROTC, LEEELHB L, ZOLEIIEPTER TIES$1500 THBET A5, #HR
(AE) HHTIE$1000 TIRFBT B Lich b, Zhid ADD OBE (7 AU 7,

EU, HZ&, fEAR¥Y) X > Tdumping & 743, @k 5BEREEINET

DRFEME LD bRV P LT,

7EH, ZHiE dumping TiXARS, TEERIOWERE (FEBEBIILR O 2D] K
BlIOMRE TRFEL TV HIZBE RV, 2V, MHEENO—2>08TH 5,

FIRE : ZOREORARZEHETEETH,? (FIZE=TR-TC]
ZOGERERHERERH D12, DV ET, BNTHERHEZOT, & LIk
SARTIZERNEEE LA RICS1000 TEATAZ LI Y ENOELIIHN
A7, BREORERS PHRE OFEEDOIZ D RREWV] |

MR 2 (PE) DWL 2B TEZ TN

Revised by Tomonori Okuma, July 2009
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However, many economists are wary of the process for several reasons.
First, it does at times result in trade retaliation (and possibly subsequent
re-retaliation by the targeted government), which represents a failure that
is costly to both sides of the dispute.'* Second, the number of successes
is rather misleading because they have tended to come in cases in which
the United States has “identif(ied) barriers that the foreign government
could dismantle without risking crippling local opposition.”?® Pursuing dif-
ficult cases involving significant potential displacement costs from foreign
liberalization has been less successful; such cases seem more amenable to

-multilateral and cooperative negotiations.

A more fundamental concern is that, if not handled properly, this de-
cided departure from multilateralism poses significant risks for the cohesion
of the world trading system. For example, much about the operation of Sec-
tion 301 has prima facie inconsistencies with the GATT system because its
actions often target foreign policies that are acceptable under GATT rules.
Some observers worry that this situation could erode confidence in the GATT
system and ultimately contribute greatly to fragmentation of global trade.
Moreover, Section 301 is highly resented in nations against which it has
been applied, which may contribute to general intransigence against trade
liberalization. Finally, the greatest concern is that the United States will
ultimately choose to resort primarily to bilateral agreements that commit
governments to managing their trade volumes and patterns according to
negotiated targets. For example, in recent bilateral discussions with Japan,
the United States has insisted that its share of Japanese imports of semi-

conductors and automobile parts rise to specified minimum levels within -
a certain period of years. If these quantitative targets fail to be met, U.S.
retaliation is likely. Quite apart from the apparent difficulty of achieving"

a government-mandated increase in foreign market share, such managed
trade policies tend to be decidedly anticompetitive and may risk significant
trade diversion.

20.3 CONTINGENT PROTECTION

One form of administered protection that has become increasingly prevalent
in recent years is the use of tariffs to raise the domestic prices of imported
goods that are seen to be artificially low in price. These low prices are
considered to be the result of unfair pricing practices, stemming either from
dumping by foreign firms or from advantages afforded by foreign govern-
ments through production or export subsidies. The GATT allows importing
countries to offset these low prices by imposing import duties on the prod-
ucts of specific firms that can be shown to be dumping or to have benefited
from subsidies and whose actions cause potential injury to domestic firms.
We consider here some of the analytical issues involved in enforcing an an-
tidumping (AD) policy and in setting countervailing duties (CVDs) against
foreign subsidies. The use of such policies is labelled contingent protection
because it is triggered by price and injury contingencies.

> |




20: Administered Protection 3855

Dumping and Antidumping

Dumping has two legal definitions. The first is the practice by a firm of
selling a product in an export market at a price below that at which it sells
the product in its home market. Such pricing behavior may seem bizarre
in that foreign sales would be expected to incorporate a price sufficient to
cover the additional transport costs. Nonetheless, examples of such pricing
.are not uncommon. The second definition is the practice of selling a product
in an export market at a price below the average cost of producing it. In U.S.
legal terminology, the average cost is termed the fuir value of the product,
and dumping constitutes sales at less than fair value (LFV).

Consider the possible reasons for a firm to engage in dumping. First, it
is possible that the normal course of business cycles could, on occasion, cause

~ demand for the firm’s product in its home market to fall below its production

capacity. Rather than reduce price or lay off workers, the firm might choose
to export the excess production to foreign markets and charge a low price to
ensure the sales. We might term this behavior sporadic dumping, because
it is related to fluctuations in economic activity. To the extent that such
sales induce lower production and employment in the importing country,
that country may well wish to offset them with temporary tariffs in order
to avoid absorbing the negative effects of foreign recessions. There are good
reasons to suspect, however, that sporadic dumping is limited in scope.
Exports typically require the establishment of customer relations and a
marketing and distribution system. Few firms would go to the expense of
maintaining such systems merely to have access to a residual market in the
event of lower home demand.

A second possibility is that a foreign firm may choose to engage in

~ predatory dumping, whereby it sells its goods in an export market at a

price low enough to drive domestic competing firms out of business or,
perhaps more likely, to deter entry by other firms. This would require
setting a price so low that a domestic competitor could not cover variable
costs at any level of production and would choose to leave the market.
The predatory foreign firm would accept current losses in anticipation of
future monopoly profits once the market is reserved in its favor. In light of
the many potential strategic interactions among international oligopolistic
firms that we have discussed elsewhere, behavior of this kind could be
considered conceivable. Indeed, fears of predatory pricing are used to justify
domestic firms’ lobbying efforts for strong antidumping laws. If it occurs,
predatory dumping is surely harmful to the importing country and calls for
an offsetting import tax. However, there is little evidence of its existence,
again for practical reasons. First, once a foreign firm has established its
monopoly and raised its price, the old firms will almost certainly be enticed
back into the market and new firms will enter, a fact that the foreign firm
must take into account prior to dumping. Thus, to sustain its monopoly, the
foreign firm would have to continue charging a price low enough to deter
entry forever, which is unlikely to be a profitable strategy. Second, predatory
behavior is illegal under domestic antitrust laws in many importing nations,
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including the United States, and would be unlikely to escape prosecution
by the antitrust authorities, especially because domestic competing firms
would lobby heavily for such action.

The fact that firms have market power does suggest the most likely
reason for dumping. Suppose that firms produce differentiated products so
that each firm has some monopoly power (that is, it faces a downward-
sloping demand curve) in every market in which it chooses to sell. Recall
from Chapter 11 that a monopolist would choose to set price in each market
according to the following profit-maximizing rule:

;= MC;/[1 — 1/e;] (20.1)

Here, the subscript j refers to import market j. If we assume that the
marginal costs of exporting to each country are similar, we see that a
firm would certainly choose to set different prices in different markets. In
particular, the more elastic the demand is for a good in a particular market,
the lower will be the price charged there because the profit-maximizing
markup over marginal cost will be lower. This practice is called international
price discrimination and is quite likely to characterize many products

and markets. Note that this practice requires that different markets be

segmented, (that is, isolated from one another) so that consumers in one
country will not buy the good at a low price and resell it in other markets
at higher prices. In particular, if a firm charges a lower price in an export
market than at home, it may need to lobby its government for a tariff to
avoid such re-imports.

Why, then, would a firm charge a low price abroad and a high price at
home? It must be that demand for the good is more elastic in foreign markets
than at home. This is the case when a good in its home market is familiar
to customers and commands their loyalty, while in foreign markets it must
compete with domestic products and other imports. Indeed, such bias in
preferences toward home goods seems to be common in actual practice. Thus,
in the face of differential demand elasticities, profit-maximizing pricing that
constitutes dumping is quite likely to occur. Perhaps the best term for it is
equilibrium dumping, in recognition of its source. Note that because such

pricing reflects demand parameters, the logical justification for a tariff to

offset this dumping is not that the dumping harms domestic firms. However,
because the foreign firm makes profits in the importing country, it may be
appropriate to impose a tariff to shift those profits to the domestic treasury.
Under some circumstances this form of strategic trade policy makes sense.®

Having analyzed the circumstances that may lead to dumping, we now
turn to the structure and effects of antidumping law, with emphasis on
the United States.!? In the United States, legislation against dumping has
existed since at least 1916, though the current law is based on the Tariff Act
of 1930, with numerous subsequent revisions to tighten its provisions. Note
that these laws are designed to prevent dumping by foreign firms in the
American market; there is no U.S. law prohibiting U.S. firms from dump-
ing abroad. As noted, dumping is found to exist either if a foreign firm sells in

32

eig
ecc
is
Cos
be



20: Administered Protection 857

n the American market at a price below that in its home market or if the firm
sells the product at a price below average cost of production. In either case,
if dumping is found to have occurred, an AD tariff is imposed to equal the
dumping margin, or the difference between the import price and the fair |
value of the product. These duties are imposed until the dumping ceases.
While this process seems unocbjectionable, except to consumers who
may enjoy the low price of imported goods, it embodies numerous features
that make trade economists leery of its operation. First, note from the
earlier discussion that international price discrimination is likely to be a
common phenomenon and does not, in itself, justify AD duties. Thus, the
cost standard seems the more sensible foundation for defining potentially
harmful dumping. However, as we have noted often in this book, a condition
for economic efficiency is that a firm charge a price equal to its marginal cost,
rather than its average cost. Economists would argue against an average-
cost standard in defining dumping because there are potential circumstances
under which a firm would. price at less-than-average cost because of its low
marginal cost. One example would be the pricing of the first several units
of output of a product, such as computer chips, that is subject to significant
At scale economies. In computer chips, a heavy fixed cost is required in terms
J‘ of research and development for each new semiconductor generation. Once
N the device is developed, however, the marginal cost of producing each unit is
quite small. Thus, the expected pricing behavior would involve a low price
on the initial units, despite a high cost per unit, in order to sell a sufficient
volume over time to recoup the R&D costs.
Economists’ preference for marginal-cost pricing may be too rigorous
a criterion to be of much practical use, given the difficulties of estimating
marginal costs. Therefore, unit costs have become the legal standard. In
this regard, it is noteworthy that U.S. law contains a clear bias toward
affirmative findings of dumping by specifying inflated standards for the
composition of costs in determing fair market value. When a domestic
firm, industry association, or trade union alleges dumping by a specific
foreign firm, an office in the U.S. Department of Commerce undertakes an
investigation of the complaint. Commerce officials may compare domestic
price of the imported good with either its price in the exporter’s market or its
i price in third-country markets, assuming these prices are above unit costs.
j If such prices are difficult to obtain, Commerce officials are empowered to
compute a fair value for the product based on the foreign firm’s production
costs. The unusual aspect of this latter procedure is that Commerce is
obliged to add to production costs a margin of at least ten percent for
general expenses and at least eight percent for profits. The latter margin is
remarkable in the sense that few international firms average as much as an
eight percent profit in any year. For products from socialist (or “nonmarket”)
economies, where it is quite difficult to obtain reliable cost data, Commerce °
is empowered to compare import price with either prices or constructed
costs of firms in third-country markets, often in countries where costs may
be expected to be signficantly higher. Overall, the use of constructed cost
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standards in determining whether a product has been sold at LFV tends
to generate frequent findings of remarkably large dumping margins. Note
in particular that the eight-percent markup minimum makes it illegal for
foreign firms to use pricing practices that are quite common for domestic
firms, such as sales and rebates, that imply short-term losses in order to
defend market shares.

It is important to note that an affirmative dumping finding by Com-
merce results in a lasting AD duty only if another government agency, the
International Trade Commission (ITC), finds that the dumping has resulted
in or threatens to result in material injury to a domestic industry. The ITC
is a quasijudicial agency that recommends or discourages the imposition of
tariffs or other remedies to offset injuries caused by dumping, export sub-
sidies, and import surges. (Discussion of the latter two issues will follow.)
In considering the potential for injury, the ITC locks at such indicators as
prices, profits, sales, and employment of domestic firms in the face of im-

port competition. The ITC has a reputation for fair (that is, non-politicized) -

investigations and recommendations, though it should be noted that over
time, the U.S. Congress has continually reduced the standards for showing
the existence of injury to the point where a finding of injury is now the
expected cutcome.

The institutional bias in these procedures toward imposing AD tariffs

has had some marked effects. First, there is no doubt that the AD process has
become the favored route of domestic firms that wish to benefit from import
protection in all countries that employ these procedures. In the United
States, 411 AD investigations were undertaken over the period from 1980 to
1988 (many of these in the steel industry), with another 332 investigations
under the CVD statutes, which work in a similar manner. In contrast, only
71 investigations based on safeguards procedures were launched. Related
figures for other countries include 364 AD and CVD cases in the EC versus
39 safeguards cases, 500 versus one in Australia, 470 versus two in Canada,

and 75 versus zero in developing countries, where such procedures have -

been instituted only quite recently.*® Second, the mere expectation of losing
such a case seems to have altered the behavior of foreign firms subject to AD
investigations. Under U.S. law, a foreign firm can avoid legal costs and the
need to surrender its confidential cost data by agreeing with the Commerce
Department to either raise its prices or stop selling in the American market.
These agreements, called price undertakings, have become common, and
they serve to place a minimum on prices or a limit on competition in the
U.S. market.’® Indeed, AD cases may well act as a device for facilitating
collusion among oligopolistic firms, as explained in Chapter 17. For these
reasons, trade economists now tend to view AD actions as a substantial
nontariff barrier to trade.

Subsidies and Countervailing Duties

As interesting as AD actions is the practice whereby countries impose
CVDs to offset the price-reducing effects of foreign export or production
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subsidies. To understand CVD’s, it is useful to begin by considering the
analytical justification for them. Figure 20.1 shows a situation in which
markets are competitive and in which Country F exports good X, Free ,
trade equilibrium involves a relative price of p*, while Country H imports
quantity OX?. Suppose the exporting country pays an ad valorem subsidy
to firms for exporting X .2 This policy would expand F’s excess-supply curve
to EL, inducing an expansion of exports to quantity OX‘,E‘L (equal to H’s
higher imports at point S). The effect is a deterioration in F’s terms of
trade: world price falls to pZ, while the domestic relative price in F rises to
p'(p' = p;l1 + s]) as greater exports cause additional scarcity of good X in
the exporting country’s market. The resulting production and consumption
distortions in F, combined with its worsened terms of trade, necessarily
imply a decline in its economic welfare when it pays an export subsidy.
Note the substantial subsidy cost of area WVpip', as the subsidy must be
paid on all exports. This welfare loss demonstrates our point in Chapter
15 that a country can make itself worse off by artificially expanding trade
and generating negative trade-policy revenues. In contrast, the importing
country enjoys a welfare gain from this subsidy because of the decline in the
relative price of its import good. This gain in H’s terms of trade will outweigh
the distortionary effects of the lower relative price in its market. In effect,
this policy represents an election by the exporting nation to transfer income
to the importing nation.?! Overall, global welfare declines because of the
departure from free trade.

Consider the impacts of a tariff imposed by H to offset, or counter-
vail, the price-reducing effect of F’s subsidy. Country H may choose to
do this, despite its welfare gain from the subsidy, because domestic firms

p*

A xPx) O xdx} XX,

FIGURE 20.1
A countervailing duty.
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that have been hurt by the additional imports could lobby for such a
response. The objective is to return the relative price in H to its free trade
level, which would be accomplished through a tariff that shifts the excess
demand curve down to E_. The post-tariff equilibrium involves a return to
the free trade quantity of imports but yet a further improvement in H’s terms
of trade, as world price falls to ps;. Of course, this represents an additional
deterioration in F’s terms of trade. Note the interesting implication of this
- solution: because outputs and domestic prices have returned to their old
levels, there is no remaining distortionary impact of the subsidy; it has been
completely offset by the tariff. Global welfare returns to its free trade level.
The only effect is a transfer of income from taxpayers in Country F to the
government in Country H (that is, the subsidy is‘paid to exporters who then
surrender its proceeds to H in the form of tariff revenue) in the amount
UZGF/2 (measured in units of good Y). Of course, if taxpayers in F were
to recognize this fact, they would lobby for an end to the export subsidy or
oppose its institution in the first place. Thus, the essential justification for
‘CVDs is that they can restore global optimality and deter the introduction
of export subsidies.

As might be expected, the situation is somewhat more complicated
in markets that are not perfectly competitive, as our earlier discussion
on strategic trade policy demonstrated. In such a case, it is no longer
necessary that the exporting nation lose and the importing nation gain
from an export subsidy. Moreover, there may be subsidies coming from
third countries as well that would need to be considered in making welfare
calculations. Nevertheless, in most cases there is a clear presumption that
export subsidies interfere with global efficiency and that the levying of CVDs
to deter them, or better still, international agreements to avoid using them,
are in the public interest.

With that background, consider the GAT'T approach to disciplining the
use of subsidies. The GATT Articles have long pledged member nations to
- forgo the use of explicit export subsidies except in agriculture, which, as we
have noted, has traditionally lain substantially outside the purview of the
Agreement. Thus, most trade conflicts over explicit export subsidies have in-
volved the European Community and the United States, whose governments
grant the largest such subsidies for grain exports. In both cases, these gov-
ernments find it difficult to scale back on their subsidies because of political
opposition by domestic farming groups. However, it seems that an agree-
ment to move in that direction has emerged from the Uruguay Round. Other
export subsidies are granted in a more hidden fashion, through concessional
loans to foreign nations wishing to buy high-technology manufactured goods
from the United States, Japan, the European Community, and other indus-
trial nations.?2 Periodically, these nations have agreed among themselves to
cut back on such activities.

A more difficult issue for international relations involves setting rules
for domestic production subsidies that tend to expand exports indirectly. It is
clear that governments may wish to subsidize certain activities for a variety
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of social and economic reasons. Common examples include output subsi-
dies in defense industries, regional subsidies paid to expand employment
and attract investment in depressed areas, subsidies to labor training or
quality improvements in other inputs, subsidies for environmental cleanup,
subsidies to research and development, and subsidies to the production
of high-technology commodities that may have cost-reducing spillovers in
other sectors. Indeed, as our discussion in Chapter 15 noted, economists
recognize the superiority of subsidies to tariffs in achieving virtually all
such goals. Nonetheless, each policy has the potential to expand domestic
production, thereby reducing imports or raising exports, to the detriment of
foreign competitors. Thus, it is by no means clear which of these kinds of
programs, if any, should be avoided in the interests of international trade
relations. |

Recognizing this fact, the GATT approach has been to categorize
various subsidies in terms of their apparent trade intent or impact for
purposes of deciding whether to enact rules against their use. In general
terms, subsidies cannot be disputed if they are clearly granted for purposes of
socioeconomic development (such as regional assistance), if they are granted
widely without favoring specific industries or firms, or if they support
activities at the “pre-competitive” stage (such as R&D assistance, especially
for basic research). At the other extreme, countries may take action against
foreign subsidies if they have a clear trade-distorting intent, such as direct
export assistance or input-purchase subsidies that diseriminate in favor of
domestic input suppliers. Most often, however, the intent of a government
subsidy policy lies between these clear extremes, in which case nations may
complain and request GATT dispute-resolution panels. This large, ill-defined
area in allowable subsidy policies has led to increasing numbers of bilateral
disputes in recent years and remains a significant source of controversy
within the GATT.

GATT rules allow member nations to use CVD statutes to act against
some foreign subsidies, which we can illustrate with U.S. practice. As with
AD cases, if a domestic firm feels that its operations have been harmed
by imports that have been priced unfairly as a result of a foreign export,
output, or input subsidy, it can request an investigation by Commerce of the
extent of the subsidization and an examination by the ITC of the resulting
injury. If these investigations find in favor of the complainant, a CVD
equivalent to the extent of the subsidization is imposed in order to raise
the import price until the subsidy is removed. The adminstrative proce-

dures are virtually identical to the AD procedures, the principal difference

being that the target of the investigation is action by foreign governments
rather than by foreign private firms. In this context, CVD cases are more
likely to result in negotiated agreements to cease or modify the subsidy
because governments may be more capable than individual firms of seeing
some joint advantage in doing so. Nevertheless, the procedures are again
biased in favor of the domestic firms in these quasijudicial proceedings, and
the U.S. authorities have at times been accused of abusing them to harass
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foreign governments and firms. In fact, 2 major motivation of the Canadldn

government in agreeing to a Free Trade Agreement with the United States
seems to have been to shield its firms from arbitrary and harsh application of
U.S. AD and CVD laws. Canada insisted on the establishment of binational
judicial panels for overseeing the operation of such laws in both countries, a
novel process that will be extended to trinational panels among the United
States, Canada, and Mexico under the terms of the North American Free
Trade Agreement.

Safeguards

We finish our discussion of contingent protection by noting that GATT rules
also allow countries to protect their industries temporarily from fairly traded
imports (that is, imports that have not been dumped or subsidized) under
certain circumstances. Policies that do so are called safeguards. When a
country believes that it has experienced a rapid surge of imports that
threatens serious injury to a domestic industry, it can impose offsetting
protection, typically through nondiscriminatory increases in tariffs.?® Two
features are most relevant here. First, the GATT rules explicity state that
such protection is to be temporary. A country may impose the higher tariff
for no longer than five years, with the tariff rate declining over time. This
protection is designed to help the besieged industry adjust to the new
competition, either by allowing resources to move out as it contracts in an
orderly fashion, or by adopting new technologies to raise efficiency. As might
be guessed, the difficulty of making such adjustments has often resulted in
the protection’s lasting far longer than originally intended.

A second important feature of safeguards is that under GATT proce-
dures, a country that invokes its right to raise its tariffs beyond their bound
levels is required to pay some compensation to foreign countries that stand
to lose business as a result. This may come either through an agreement to
lower tariffs on other industries—clearly a politically unpopular option—or
by allowing foreign governments to retaliate with higher tariffs of their
own. From the standpoint of international relations, neither option is very
palatable, and countries have increasingly resorted to protecting their in-
dustries through bilateral quantitative restrictions on trade such as VERs.
As we have noted previously, VERs have the advantage of transferring some
economic rents to foreign exporters, making their use less objectionable
to foreign governments than the use of tariffs or import quotas. However,
proliferation of such measures has worried many observers about poten-
tial frictions imposed on the multilateral trading system. Thus, reform of
safeguards policies was an important issue in the Uruguay Round.

In the United States, safeguards are enacted through Section 201 of the
Tariff Act of 1930 (subsequently revised). Section 201 is popularly referred to
as the escape clause. Under this law, a representative of a domestic industry
may petition for relief by asking the ITC to investigate whether imports
have become a source or threat of serious injury. If the ITC finds that injury
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has occurred or is likely to occur, it recommends some form of relief to the
U.S. President. The relief typically takes the form of temporary tariffs or
quotas, though an additional option is to award trade adjustment assistance,
or supplementary unemployment compensation to workers who might lose
their jobs. The President may reject or accept the recommendation and may
also develop different policies for import relief. The United States has seldom
used the escape clause in recent years, largely because of the preferences of
firms to avail themselves of easier routes to protection. : //

204 TRADE POLICY AND ENVIRONMENTAL
REGULATIONS |

A major source of stress on the international trading system is that global
competition is affected not only by explicit trade barriers but also by
numerous aspects of domestic regulations. Regulations governing product-
safety rules, environmental protection requirements, anticompetitive busi-
ness practices, intellectual property rights, foreign direct investments, and
prudential financial practices may exist for reasons other than to restrict
international trade but may have that effect anyway. For example, many
countries have domestic content laws, which require that a foreign firm wish-
ing to invest in a domestic production facility must purchase some minimum
percentage of its inputs, such as materials, labor, and capital, from domestic
- sources. The evident intent is to expand employment in a particular sector,
but the requirement could easily result in an artificial restriction on imports
of materials and machinery. Similarly, a weak or unenforced antitrust law
could result in interlocking business practices among domestic firms, in turn
limiting market access for foreign firms that might otherwise be competitive
suppliers of products or inputs.?* It is also conceivable that differences in
the costs of environmental regulations in various countries could influence
decisions by multinational enterprises about production location and trade.
Thus, in many contexts, it is possible to.view domestic regulations as indirect
nontariff barriers to trade.
Traditional GATT rules have imposed few effective disciplines on such’
- practices, largely because issues of domestic regulation have lain outside
the realm of the GATT, which is primarily focused on tariffs. However,
as international competition has intensified because of growth, innovation,
and the operation of MNEs, conflicts between domestic regulations and
trade interests have inevitably become more frequent. For this reason, the
industrialized nations at the Uruguay Round prominently introduced the
question of trade-related regulations of investment, intellectual property
rights, and services. Further, issues of environmental regulation and its
impact on investment and trade figured importantly in the negotiation
of NAFTA. It seems likely that these kinds of questions will dominate
trade-policy discussions for the foreseeable future. ‘
In this section we focus on environmental regulation to discuss the
interactions between trade policy and regulatory policy from an economic
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“cheat” on it by unrestricted sales at slightly below the cartel price. This became
painfully evident to OPEC during the 1980s when high petroleum prices greatly
stimulated petroleum exploration and production by nonmembers (such as the
United Kingdom, Norway, and Mexico). The resulting increase in supply, together
with conservation measures that reduced the increase in the demand for petroleum
products, led to sharply lower petroleum prices in the 1980s and most of the 1990s
as compared to the 1970s. It also showed that, as predicted by economic theory,
cartels are inherently unstable and often collapse or fail. If successful, however, a
cartel could behave exactly as a monopolist (a centralized cartel) in maximizing
its total profits (see Section A9.1).

9.3D Dumplng

Trade barriers may also result from dumping. Dumping is the export of a com~
modity at below cost or at least the sale of a commodity at a lower price abroad
than domestically. Dumping is classified as persistent, predatory, and sporadic. Per-
sistent dumping, or international price discrimination, is the continuous tendency
of a domestic monopolist to maximize total profits by selling the commodity at a
higher price in the domestic market (which is insulated by transportation costs and
trade barriers) than internationally (where it must meet the competition of foreign
producers). Section A9.2 shows how a domestic monopolist can determine the
exact prices to charge domestically and internationally to maximize total profits in
cases of persistent dumping, or international price discrimination.

Predatory dumplng is the temporary sale of a commodity at below cost or at a
lower price abroad in order to drive foreign producers out of business, after which
prices are raised to take advantage of the newly acquired monopoly power abroad.
Sporadic dumping is the occasional sale of a commodity at below cost or at a lower
price abroad than domestically in order to unload an unforeseen and temporary
surplus of the commodity without having to reduce domestic prices.

Trade restrictions to counteract predatory dumping are justified and allowed to
protect domestic industries from unfair competition from abroad. These restrictions
usually take the form of antidumping duties to offset price differentials, or the threat
to impose such duties. However, it is often difficult to determine the type of
dumping, and domestic producers invariably demand protection against any form
of dumping. By so doing, they discourage imports (the “harassment thesis”) and
increase their own production and profits (rents). In some cases of persistent and
sporadic dumping, the benefit to consumers from low prlces may actually exceed
the possible production losses of domestic producers.

Over the past four decades, Japan was accused of dumping steel and television
sets in the United States, and European nations of dumping cars, steel, and other
products. Many industrial nations, especially those that belong to the European
Union, have a tendency to persistently dump agricultural commodities arising from
their farm support programs. When dumping is proved, the violating nation or
firm usually chooses to raise its prices (as Volkswagen did in 1976 and Japanese
TV exporters in 1997) rather than face antidumping duties. In 2007, 29 countries
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(counting the European Union as a single member) had antidumping laws (including
many developing countries).

In 1978, the U.S. government introduced a trigger-price mechanism under
which a charge that steel was being imported into the United States at prices below
those of the lowest-cost foreign producer (Korea in the late 1980s) was subject to

: a speedy antidumping investigation. If dumping was proved, the U.S. government

. : would provide quick relief to the domestic steel industry in the form of a duty
that would bring the price of the imported steel equal to that of the lowest—cost
country. Since 1992, when the voluntary export restraints on steel exports to the
United States expired, U.S. steel producers have filed hundreds of antidumping
suits against foreign steel producers, resulting in bitter disputes.

In 1985, U.S. producers filed antidumping suits against Japanese exporters of
computer chips (the brains of computers and most modern-day machinery). An
agreement was reached in 1986 under which Japan would stop dumping chips in
the United States and around the world. Charging continued dumping, however,
the United States imposed a 100 percent import duty on $300 million worth of
Japanese exports to the United States in 1987. The tariff was removed in 1991 |
when Japan renegotiated the semiconductor agreement, under which Japan agreed !
to help foreign (U.S.) producers increase their share of the Japanese chip market '
from 8 percent in 1986 to 20 percent by 1992. Disagreements continued, however,
when U.S. chip producers failed to achieve the agreed 20 percent market share in
Japan in 1994. In 1996, the agreement was renewed, but it required only that the
U.S. and Japanese computer chip industries monitor each other’s market without

b any market-sharing requirement. ' )

“On average, about one-half of antidumping investigations are terminated without
any measure being imposed, and the rest end with the imposition of a duty or
with the exporter increasing the price of the export commodity. The number
of antidumping measures in force rose from 880 at the end of 1997 to 1,274
in mid-2007. Requests for antidumping investigations by the steel industry have
been relatively frequent in recent years, notably in the United States because of
chronic excess supply in world markets. Case Study 9-2 gives the total antidumping
measures in force in various countries in mid-2004.

9.3 Export Subsidies

Export subsidies are direct payments (or the granting of tax relief and subsidized
loans}) to the nation’s exporters or potential exporters and/or low-interest loans to
foreign buyers to stimulate the nation’s exports. As such, export subsidies can be
regarded as a form of dumping. Although export subsidies are illegal by international
agreement, many nations provide them in disguised and not-so-disguised forms.
For example, all major industrial nations give foreign buyers of the nation’s
exports low-interest loans to finance the purchase through agencies such as the U.S. !
Export-Import Bank. These low-interest credits finance about 2 percent of U.S. ]
exports but a much larger percentage of Japan’s, France’s, and Germany’s exports.
Indeed, this is one of the most serious trade complaints that the United States has
against other industrial countries today. The amount of the subsidy provided can




288

Chaptér 9. Nontariff Trade Barriers and the New Protectionism

Case Study 9-2 ° Antidumping Measures in Force in 2007

Table 9.1 gives the number of antidumping measures in force in various countries
on June 30, 2007. It shows that the United States was the heaviest user, with 229
measures out of the total of 1,274 in force. India was the second heaviest user,
with 162 actions. Japan had only two. Products exported from China were the -
object of the most antidumping investigations (53) initiated from July 1, 2006, to

. June 30, 2007, followed by products exported from Korea (11), Chinese Taipei -
(10), the European Union and Indonesia (9 each), Japan (8), and the United -

- States (7). Antldumpmg measures have been dechmng over the past four years,

~ but surged during the 2008-2009 recessmn in advanced countries and slow
growth in developing countries.

) TA.BLE‘ 9. L. : Antidu}'rtping Measures in Force on_June 30, 2007

Antidumping Measures -

- _ g Antldumpmg Measures
~ Country ' : 1n Force ' . 'Country: . in Force
- United States - - - ,229 - . Argentina Co.. 62
CIndia oci oo 162 - South Afsica - - 61
. -European Urion . © - - 149 . .  Brazil: . ;o 50
¢+ China e 2103 -0 Australia o p - 46
-+ Turkey. SR S99 -\ Canada 40

: ;Mex1co B Y 1 IR 'Other countries - 294

nnual Trade Report (Geneva WTO 2008) ‘p. 33 o :

be measured by the difference between the interest that would have been paid on
a commercial loan and what in fact is paid at the subsidized rate.

Another example is the U.S. “extraterritorial income” or Foreign Sales Cor-
porations (FSC) provisions of the U.S. tax code have been used since 1971 by
some 3,600 U.S. corporations (including Boeing, Microsoft, and Caterpillar) to set
up overseas subsidiaties to enjoy partial exemption from U.S. tax laws on income
carned from exports. This provision saved American companies about $4 billion in
taxes each year. In 1999, the World Trade Organization (WTO) ruled that such
tax relief is a form of export subsidy and ordered the United States to repeal it. The
United States appealed but lost, and so in 2004 it repealed the FSC scheme or face
$4 billion in sanctions. ¢

Particularly troublesome are the very high support prices provided by the Euro-
pean Union (EU) to maintain its farmers’ income under its common agricultural
policy (CAP). These high farm subsidies lead to huge agricultural surpluses and
subsidized exports, which take export markets away from the United States and
other countries, and are responsible for some of the sharpest trade controversies
between the United States and the European Union (see Case Study 9-3).
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w
Case Study 9-3 Agricultural Subsidies in OECD Countries

Table 9.2 gives the assistance that Organization for Economic Cooperation and
Development (OECD) countries provided to their agriculture, both in billions
of U.S. dollars and as a producer subsidy estimate (i.e., as a percentage of gross
farm receipts) in 2005 and 2007. The table shows that in 2007, the European
Union spent the most on agricultural subsidies ($134.3 billion), followed by
. Japan ($35.6 billion) and the United States ($32.7 billion), The producer subsidy
estimate (PSE) in the European Union was more 2.6 times and that of Japan and
- 4.5 times that of the United States. Korea, Norway, and Switzerland provided -
the highest PSE. Agricultural subsidies were (and continue to be) responsible for
- some of the sharpest trade controversits in the world today and were responsible -
for the long delay in concluding the Uruguay Rournd and the collapse of the |
‘Doha Round (see Section 9.8). ~~ . . . : '

. a

| ‘TaBLE 9.2. Agr;'cultural Subsidies and:Prpduéer-Subsidy Eqﬁiuéleﬁt_ in Developed
Nations and the European Union, 2005 and 2007 e e

e S ,'T';_Subsidy;_a,.s .a_Percentage"' j
‘ . _ -Billions of U.S. Dollars- """ of Agricultural Output
‘Country ' ' (2005°. . 12007 . . 2005 . 2007

. Buropean Union " . 1308 .. .- 1343 - 00320 0T 26
Y Canada: L S
Norway | 773 R B
Switzerland S50
14
60,
25820 Ulogg o3

CTutkey oo 124

s ;'S_"bull_fi:e:: OECD, Agnculfumz Policies in’ OECD' C‘ountnes 'Moh‘iibﬁ'hé aid iiE‘Qaitfaﬁdnf ('Pans OECD, |
' 2008), Tables 3.1:and 3.5, et € S

Serious controversies also arise from the subsidies that the EU provides to its
aircraft (Airbus) industry and Japan’s Ministry of International Trade and Industry
(MITT) to its computer and other high-tech industries. Countervailing duties

" (CVDs) are often imposed on imports to offset export subsidies by foreign
governments. As of June 2007, there were 61 CVD:s in force, 33 of which were
by the United States and 13 by the European Union. Case Study 9-4 examines the
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Case Study 9-4 Pervasiveness of Nontariff Barriers

" Table 9.3 gives the pervasiveness of all types of nontariff trade barriers (voluntary
export restraints, antidumping measures, technical and other regulations, and
countervailing duties) in effect in the United States, the European Union, Japan,

: - and Canada in 1996. The pervasiveness of nontariff trade barriers is measured by -

i the percentage of tariff lines affected. For example, 2.8 percent of the U.S, food,
beverage and tobacco trade was affected by some type of nontariff trade barriers |
-in°1996, ‘as’ cornpared with 17.2 percent in the European Union, 5.9 percent :
“in Jipan,-and 0.4 percent in Canada. From the’ table, we see that by far the -

- most ;protected sector in all countries or regions is ‘textiles and apparel. On °

“an overall basis, the trade-weighted percentage of nontariff trade barriers on :
call manufactured products was 17.9 percent in the United States, 13.4 percent :

Lin the: European”Umon, 10.3 percent in- ]apan and 7.8 ‘percent in Canada. |

These averages ar ]i._ely to be lower today asa result of the nnplementauori of

. Th nE fates' (ahown-_n Case Study 8 1)
of 3. 3 -percent for h Umt d- States- _4 0 ‘percent

extent of nontariff barriers on the imports of the United States the European
2 Union, Japan, and Canada.

| Export subsidies can be analyzed with Figure 9.2, Wthh is similar to Figure 8.1.
1 In Figure 9.2, Dyx and Sx represent Nation 2’s demand and supply curves of
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FIGURE 9.2. Partial Equilibrium Effect of an Export Subsidy. At the free trade price
of Px = $3.50, small Nation 2 produces 35X (A'C’), consumes 20X (A'B), and exports
15X (B'C’). With. a subsidy of $0.50 on each unit of commodity X exported, Py rises to
$4.00 for domestic producers and consumers. At Py = $4, Nation 2 produces 40X (G'J),
consumes 10X (G'H"), and exports 30X (H'J"). Domestic consumers lose $7.50 (area ' +
¥'), domestic producers gain $18.75 (area  + b 4 ¢), and the government subsidy is $15
(¢/ + ¢ + ). The protection cost or deadweight loss of Nation 2 is $3.75 (the sum of
triangles BH'N' = ¥/ = $2.50 and C'M’ = d' = $1.25). )

commodity X. If the free trade world price of commodity X were $3.50 (instead

- of $1.00, as in Figure 8.1), Nation 2 would produce 35X (4'C'), consume 20X

(A'B'), and export the remaining 15X (B'C"). That is, at prices above $3 {(point
E in the figure), Nation 2 became an exporter rather than being an importer of

~ commodity X.

If the government of Nation 2 (assumed to be a small country) now provides a
subsidy of $0.50 on each unit of commodity X exported (equal to an ad valorem
subsidy of 16.7 percent), Px rises to $4.00 for domestic producers and consumers of
commodity X. At Px = $4, Nation 2 produces 40X (G'J"), consumes 10X (G'H"),

-and exports 30X (H'J"). The higher price of commodity X benefits producers but

harms consumers in Nation 2. Nation 2 also incurs the cost of the subsidy.

Specifically, domestic consumers lose $7.50 (area ' + ¥ in the figure), domestic
producers gain $18.75 (area &' + &' 4 ¢/), and the government subsidy is $15(5 +
¢ + d'). Note that area &' is not part of the gain in producer surplus because it
represents the rising domestic cost of producing more units of commodity X.
Nation 2 also incius the protection cost or deadweight loss of $3.75 (the sum of the
areas of triangles BH'N' = i/ = $2.50 and C'J'M’ = d' = $1.25).

Since domestic producers gain less than the sum of the loss of domestic consumers-
and the cost of the subsidy to Nation 2s taxpayers (i.e., since Nation 2 incurs a net
loss equal to the protection cost or deadweight loss of $3.75), the question is: Why
would Nation 2 subsidize exports? The answer is that domestic producers .may
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successfully lobby the government for the subsidy or Nation 2’s government may
want to promote industry X, if industry X is a desired high-technology industry
(this will be discussed in Section 9.5). Note that foreign consumers gain because
they receive 30X instead of 15X at Px = $3.50 with the subsidy. If Nation 2 were
not a small nation, it would also face a decline in its terms of trade because of the
need to reduce Px in order to be able to export more of commodity X.

Case Study 9-5 examines the extent of nontariff trade barriers on the imports of
the United States, the European Union, Japan, and Canada.

-

I 9.4 The Political Economy of Protectionism

In this section, we analyze the various arguments for protection. These range
from clearly fallacious propos1t10ns to arguments that can stand up, with some
qualification, to close economic scrutiny.

9.4A Fallacious and Questionable Arguments for Protection

One fallacious argument is that trade restrictions are needed to protect domestic labor
against cheap foreign labor. This argument is fallacious because even if domestic
wages are higher than wages abroad, domestic labor costs can still be lower if the
productivity of labor is sufficiently higher domestically than abroad. Even if this
were not the case, mutually beneficial trade could still be based on comparative
advantage, with the cheap-labor nation specializing in the production of and
exporting labor-intensive commodities, and the expensive-labor nation specializing
in the production of and exportlng capital-intensive commodities (refer back to
Section 2.4).

Another fallacious argument for protection is the scientific tariff. This is the
tariff rate that would make the price of imports equal to domestic prices and (so the

- argument goes) allow domestic produi:ers to meet foreign competition However,

this would eliminate international price differences and trade in all commodities
subject to such “scientific” tariffs.

Two questionable arguments are that protection is needed (1) to reduce domestic
unemployment and (2) to cure a deficit in the nation’s balance of payments
(i.e., the excess of the nation’s expenditures abroad over its foreign earnings).
Protectlon would reduce domestic unemployment and a balance-of-payments
deficit by leading to the substitution of imports with domestic production. However,
these are beggar-thy-neighbor arguments for protection because they come at the
expense of other nations. Specifically, when protection is used to reduce domestic
unemployment and the nation’s balance-of-payments deficit, it causes greater
unemployment and worsened balance of payments abroad. As a result, other nations
are likely to retaliate, and all nations lose in the end. Domestic unemployment and
deficits in the nation’s balance of payments should be corrected with appropriate
monetary, fiscal, and trade policies (discussed in Chapters 18 and 19) rather than
with trade restrictions.




48 - '
The Political Economy of Protectionism 293

9.48 The Infant-Industry and Other Qualified Arguments
for Protection"

One argument for protection that stands up to close economic scrutiny (but must
nevertheless be qualified) is the infant-industry argument. It holds that a nation
may have a potential comparative advantage in a commodity, but because of lack of
know-how and the initial small level of output, the industry will not be set up or,
if already started, cannot compete successfully with more established foreign firms.
Temporary trade protection is then justified to establish and protect the domestic
industry during its “infancy” until it can meet foreign competition; achieve
economies of scale, and reflect the nation’s long-run comparative advantage. At
that time, protection is to be removed. However, for this argument to be valid, the
return in the grown-up industry must be sufficiently high also to offset the higher
prices paid by domestic consumers of the commodity during the infancy petiod.

The infant-industry argument for protection is correct but requires several
important qualifications which, together, take away most of its significance. First of
all, it is clear that such an argument is more justified for developing nations (where
capital markets may not function properly) than for industrial nations. Second, it
may be difficult to identify which industry or potential industry qualifies for this
treatment, and experience has shown that protection, once given, is difficult to
remove. Third, and most important, what trade protection (say in the form of
an import tariff) can do, an equivalent production subsidy to the infant industry
can do better. The reason is that a purely domestic distortion such as this should be
overcome with a purely domestic policy (such as a direct production subsidy“to the
infant industry) rather than with 2 trade policy that also distorts relative prices and
domestic consumption. A production subsidy is also a2 more direct form of aid and
is easier to remove than an import tariff. One practical difficulty is that a subsidy
requires revenues, rather than generating them as, for example, an import tariff
does. But the principle remains.

The same general principle also holds for every other type of domestic distortion.
For example, if an industry generates an external economy (i.e., a benefit to society
at large, say, by training workers who then leave to work in other industries),
there is likely to be underinvestment in the industry (because the industry does not
receive the full benefit from its investments). One way to encourage the industry
and confer greater external economies on society would be to restrict imports. This
stimulates the industry, but it also increases the price of the product to domestic
consumers. A better policy would be to provide a direct subsidy to the industry.
This would stimulate the industry without the consumption distortion and loss to
consumers that result from trade restrictions. Similarly, a direct tax would also be
better than a tariff to discourage activities (such as automobile travel) that give rise
to external diseconomies (pollution) because the tax does not distort relative prices
and consumption. The general principle that the best way to correct a domestic
distortion is with domestic policies rather than with trade policies is shown graphically
in Section A9.3 of the appendix. '

Trade restrictions may be advocated to protect domestic industries important for
national defense. But even in this case, direct production subsidies are generally
better than tariff protection. Some tariffs can be regarded as “bargaining tariffs”* that
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