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Chapter 7: The Political Economy of International Trade


Rappel: Free Trade: occurs when governments do not attempt to restrict what its citizens can buy from another country or what they can sell to another country  

I. Instrument of Trade policy

Governments use various methods to intervene in markets including 

1. Tariffs - taxes levied on imports that effectively raise the cost of imported products relative to domestic products  
Tariffs can disintegrated , Retaliate
· force consumers to pay more for certain imports
· increase government revenues
· pro-producer 
· anti-consumer (Japan study about 890$ tax/ year)
· reduce the overall efficiency of the world economy (South Korea & rice)

· Specific tariffs - levied as a fixed charge for each unit of a good imported 
· Ad valorem tariffs - levied as a proportion of the value of the imported good  

Ex of Export Controls/Incentives: They have 2 objectives: raise government revenue & reduce export from a sector usually for political reasons

2. Subsidies - government payments to domestic producers in the form of: grants, low-interest loans, tax exemptions. Help 
· Subsidies help domestic producers:
· To compete against low-cost foreign imports
· To gain export markets
· Consumers typically absorb the costs of subsidies 
· Allow inefficient company to stay in business, encourage countries to overproduce, reduce international trades. 

3. Import Quotas - restrict the quantity of some good that may be imported into a country  
· Tariff rate quotas - a hybrid of a quota and a tariff where a lower tariff is applied to imports within the quota limit
· A quota rent - the extra profit that producers make when supply is artificially limited by an import quota. 

4. Voluntary Export Restraints - quotas on trade imposed by the exporting country, typically at the request of the importing country’s government. (Japanese cars)
· Import quotas and voluntary export restraints
· Benefit domestic producers 
· Raise the prices of imported goods

5. Local Content Requirements -  demand that some specific fraction of a good be produced domestically 
· Benefit domestic producers
· Consumers face higher prices

6. Administrative Policies - bureaucratic rules designed to make it difficult for imports to enter a country  
· Polices hurt consumers by limiting choice

7. Antidumping Policies–also called countervailing duties–punish foreign firms that engage in dumping and protect domestic producers from “unfair” foreign competition
· dumping - selling goods in a foreign market below their costs of production, or selling goods in a foreign market below their “fair” market value 
 
· Enables firms to unload excess production in foreign markets  
· May be predatory behavior - producers use profits from their home markets to subsidize prices in a foreign market to drive competitors out of that market, and then later raise prices

II. Reasons Governments intervene in Markets


Main arguments for Government Intervention: 

1. Political arguments - concerned with protecting the interests of certain groups within a nation (normally producers), often at the expense of other groups (normally consumers)  

· Protecting jobs - the most common political reason for trade restrictions 
· Results from political pressures by unions or industries that are "threatened" by more efficient foreign producers and have more political clout than consumers 
 
· Protecting industries deemed important for national security - industries are often protected because they are deemed important for national security
· aerospace or semiconductors

· Retaliation for unfair foreign competition - when governments take, or threaten to take, specific actions, other countries may remove trade barriers
· If threatened governments do not back down, tensions can escalate and new trade barriers may be enacted
· Risky strategy

· Protecting consumers from “dangerous” products - limit “unsafe” products

· Furthering the goals of foreign policy - preferential trade terms can be granted to countries that a government wants to build strong relations with  
· Trade policy can also be used to punish rogue states (that do not abide by Int’ Laws or Norms) 

· Protecting the human rights of individuals in exporting countries - through trade policy actions
· Unless large number of countries choose to take such action, it unlikely to be successful 
· Best way is to engage in Int’ Trades

· Protecting the environment - international trade is associated with a decline in environmental quality
· Concern over global warming
· Enforcement of environmental regulations


2. Economic arguments - concerned with boosting the overall wealth of a nation - benefits both producers and consumers

· The infant industry argument
a) An industry should be protected until it can develop, be viable and competitive internationally 
b) It has been accepted as a justification for temporary trade restrictions under the WTO, but can be difficult to gauge when industry has “Grown Up” 

· Strategic trade policy – first-mover advantages can be important to success         
· Governments can help firms from their countries attain these advantages  
· Governments can help firms overcome barriers to entry into industries where foreign firms have an initial advantage

III. Cases when Governments should avoid using trade barriers 

· Paul Krugman argues that strategic trade policies (aimed at establishing domestic firms in a dominant position in a global industry) are beggar-the-neighbor policies that boost national income at the expense of other countries
· Countries that attempt to use such policies will probably provoke retaliation

· Krugman argues that since special interest groups can influence governments, strategic trade policy is almost certain to be captured by such groups who will distort it to their own ends


IV. Trade Barriers Meaning for Managers

Managers need to consider how trade barriers affect the strategy of the firm and the implications of government policy on the firm

1. Trade barriers raise the cost of exporting products to a country

2. Voluntary export restraints (VERs) may limit a firm’s ability to serve a country from locations outside that country

3. To conform to local content requirements, a firm may have to locate more production activities in a given market than it would otherwise
· Managers have an incentive to lobby for free trade, and keep protectionist pressures from causing them to have to change strategies
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