Parsons, Jan 2023
Ranking Policy Choices: which is less bad, an Import Tariff or a Production Subsidy?

Suppose a government has the goal to increase domestic production (say, rice, for example) to a certain
higher level than currently exists. Perhaps Japan wants to be more self-sufficient in rice, or the US wants
to be more self-sufficient in Steel or Semiconductors, for example.

We can consider two options, an import tariff on foreign rice, or a government subsidy given to
domestic producers of rice. In short, we have two policy options:

Option I: Import tariff on foreign rice or;
Option II: Production subsidy given to domestic rice producers.

Assume the initial free trade domestic production (as seen in the figure below) is 18 million kg/month
before any tariff or subsidy.

Also, assume that the government would like to raise the domestic production to 25 million kg/month.

Q: If the policy goal is to raise production to 25 units, which is better policy?

Before, we answer the question, remember that either government intervention, tariff or subsidy, will
be “bad”, i.e. inefficient. Both will result in lower overall welfare for the home country. But one policy
option will be “less bad”, i.e. create a smaller net loss.

Consider the figure below.
Option I: A tariff of $0.20/kg.

As we know from standard partial equilibrium analysis, the tariff will increase domestic production, but
raise domestic prices and reduce total demand. Net loss, or deadweight loss from the tariff will be areas:
b +d.

Option II: A production subsidy of $0.20/kg.

If, instead of a tariff, the government gives a per unit subsidy of $0.20 to producers, we can represent
that as a rightward shift of the domestic supply curve. (Sto §').

Because there is no tariff in Option I, the price faced by the consumers does not rise. The price also
does not fall, because the country is still an open trading country and so the world price is also the
domestic price. The price is still $1, for domestic or foreign rice. Therefore, Consumer Surplus does not
change.

The domestic producer benefits from this policy, of course. Domestic production rises to 25. Also, the
producers receive the subsidy. However, note that as producers increase production from 18 to 25, they
incur higher marginal costs. In the end, the Producers Surplus increases by area a, the same as with a
tariff.



What about the government cost of the subsidy? This is represented by the rectangle formed by areas a
+b.

So, in the end, CS does not change, PS increases by area a and the cost of the subsidy is a + b. So, there
is a net loss for the country of area b.

So to repeat and conclude, the net loss of the Production subsidy is area b.
The net loss of the Tariff is b + d.

If the sole goal of the government is to raise domestic production, a Production Subsidy is preferred
because the Net social loss is smaller.
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