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Lyear Mr. Gaidar.,

Enclosed please tind a draft version (in English} of the first of the four WTO
Accession Poliey Notes: “Uniforms Tariffs: Principles and International Experience
As promised, hecause we wanled 19 get to you an carly version ol this Policy Note, we
intend, following your reactions 1o i, 10 révise the paper and put it inle final form. (At
the same time, we will hegin to translate the paper into Russian.) 1 will be at the Bank’s
Resident Mission in Moscow wntil December 11, 1997 if vou would find it convenient to
meet o discuss the paper. T ean be reached on 253-4810 or through my collcague
Viadimir Drebentsov, Alternatively, you may write to me at (he above address in
Washington or through Mr. Drebentsov.
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scene 1
The idea of a uniform tariff

A miniés[ﬂr fias cabled inone of his key advisers o help solve a policy issue. Three
vz's.v'imgr'g internalional ageney missions have met with the miniseer over the past
few menths lo advise on a restructuring of the tarilll As to whether this advice has
heers expert, detailed, extensive end conilicting, the answer is “all of the above’,
(Ine group of experts contended that the existing escalating or cascading faziff had
RERSY zlcivamagﬁ oV & ndform (i s was cicdadidy beties tha i lasilfs, A
second proup of advisers presended a formulda whiclt {ook intw avcount various
elasticities and weights to derive a tariff siructure which would both maximise
revenue coffections and minimise resource allocation distortion, The third group's
claims ‘were more modest, They doubted that (he knowledpe to line tune tarilf
settings existed, They suppested that a uniform taviff wouid be simple (6 apply,
would not hurt the revenue pending the establishment of a proper tax base and
wiuld jf}(:- a praciical step o the way throsgh to completely apen irarde, Moreover,
they contended that a simple uniform tariff vwould be less vulnerabic to capture by
interest groups than complex tariff manipulation, Faced with all this advice the
m.fn.fstér decided the enly course was to work it through with his trusied adviscr.
This f,ﬁéﬂle story of their defiherations.

Minister: Our recent expert visitors seem te have strong opinions
' about uniform tariffs. [ only wish their opinions wrere
similar. [t looks tike you and Lwill have to work this one out

oarselves.

Adviser: As T understand it the basic idea would be o apply a
relatively low duty, say, no more than 10 per cenr, to all
inports.

Minister: We tend to have high duties on consumption goods —

: especially those which can be produced herve. Bul lor

material inpurs and capital gonds not produced in this

country, our policy is to have low, and even zero, duties. |

| gather you would call this a cascading or escalating tariff.

Wouldn't a uniform tarilf invoelve raising proiection on good

which currently enter free of duty? T thoughi (hese advisers
were going 1o help us reduce pratection!

CENTRE OFOR OINTERXNATIONAL KOO NG R CS



ITT'S TALK UNIFORM TARIFFS 2

Adviser: That's a lalr question. It reveals one of the contradicedons of
protection. A Jow Garilt for same goods can actually raise the
prowction for oiher people — mainly producers using thasc
goods i productivn. Perhaps when vou get time you should
read through the note on effective prarection in box 1.

Box 1 A note on effective protection or assistance

The eftsctive rate of protection (o assistance) tor the output of an individual ndustry s defived as the
pafcentage by which the enlibo el of & natiun’s Cade bariers raises the industry’s value addod por uni
of oulgaat. The foomala tor caiculating an ERP or ERA s

[
ERA - asdsbond valle “wddr—-d unassisted vaile adcec

LnaEsstedy ailhe SO0 !

Criginaiy 1he offective rata concept covered only tanifs and was <"F]IIE=‘CJ tha “eftecnve mte of
protecton’ Now offective rates are used 10 measure a wide ran e a [ crventions s e called
offoctive rates of assistance’

i

The three pizces of information nocded Lo caleulate an aftective rate of protoction ¢

= wvalue acdod valh aszstange (o protection),

[
o nomnal olection or outout,
¢ AOmnEs DRotECTon o inplts and
Moreral protection on outp 1ty anct inputs Are usedc 1o adjust observad (O wWith 2ussistanca) va'ue addod
tey e froxedreado, or arasssed LJ 5

Aszuro the incal producet is ni)le to Charge a price that s 80 per conl abxovs: tho world jrice (thatis, the
bt price oF impo |L_1 ﬂ’ul ;lrmthlwl vuy e nominal rate of protection IMRP) Tor shoos s 50 por oot
AssLme aisc that 2 pdir of shoes can Heimpoted for 300 befve the wrff is lmpuh d. These can De
produced ealy usng one ol ir of sols and uppers that are alsc imporlad and costing 385 before tarifs,
Tl tanff onsolos snd upparsis 35 per cent n each case, At these assumed Le‘-‘:?iff ales therfocad preo of
the sinas would se 3150 ano l’thc: solos sndd up;y used as inpus oot the produce” ,.i 14.75 {These costs
are summacsad inthe table L}("UW] Valuge adaed measurad o world praes s $15 W hen the effects on
comestis oniceas of pmtmm:lm iz teaken into scceurt. value addod s $39.25. 1T falows: then that the ERP 5
K1 [ s cont (el s e propotion by which value added measurad at domastic pricus excoeds ville
aciced at waonrd Drices), 1t costig %35 of lcal resources o eam 515 foreign exchange.

ol

This @xamp @ aamonstialos Ln ala o

dingg rare structure will lead w an effective rate of protec

that s highor thian twe b mrr rake on The ot that is the nomina! rate of protection). s s an example

ot ane hypothetizal finm dnq it s worlth cansicaning Wow g (m.xl‘/fl would changs unoer different

conditions. Thers are two f'ﬁr['t-",;‘; thal can boe vanco: the valile addea generated by the P[OC‘-'.J\_,UVE‘.
) ACtvity and thiey refationsin Evetuw-ww the uiput and nput tarffs,

Ta L;!(* Effec.ts of uascadmg tarniff on effective rate of protecnon

Wowidd prices Tariff rate Domostic prices |
2 i )
CoEmes 300 150,00
bos i 3 147
T 35% |
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Minister:

Adviser:

Mirtistor:

Adviser:

Minister;
i

Adviser

BN T R RN AT INN AT RS AN D M

o

But even when some activitios are highly prowcted. i at least
we tan take some step towards no proection then surely that
would be a siep wowards the tree trade people advocate so

strongly?

Well minister, with that question vou have exposerd one of
the fundamental truths about profection. larifts which pro-
teel one actvity in an cconomy invariably tax some other
activity in that cconomy, The effective protection concept
applics the cormmonsense nation that tariffs on inputs matter
as much as tariffs on output in setding whetlwer something is
highly protected or not. The problam is thatl activities wiih
high effective protection are belter able to atract resources
and therafore to grow. Thuas, it is oo unprotecied industries
rhat suffer. And only in very rare circumstances cau we gel
other countries to pay for our protection. These days we
want activities to grow because they are efficient, not
because they are protected,

Daes this mean that equal protection for all would be the
SArNe a4 protection Lo no one?

Well almost - - "protection for all 1s protecrion for none’ is a
nice way of putting it. Of course, it 1s not quite that simple,
for exarnple, Lo achievi: a protecton for none (or free trade)
SSIST exporters as well as
t. But the basic notion is a

cruivalent, you would need w0 3
produeers for the domestic macke
useful one, That's one reason why people bave beon
suggesting the idea of a uriform taciff 1o you, But, its also
important o note that they have haeen talking about a low
and uniform tariff, Iigh tarifts, even if they were unitorm.
would disadvantage exporters so much thar it would be
inpractical to assist exporters 1o the same exent,

S0, in theory or in principle, high unilorm is much the same
as low uniforrn but in practice low uniform is prelerable?

Yes that's right, Besides the pracrical problem of compon-
sating oxporters, an cconanty in whick: the government tries
to protect everybody {and does nod is unbikely o be as effi

cient as an cconomy it shich the government iries 1o protecr
nobody, Obviously, when the government andeavows to
protect evervbody there will be waste us people devote
resources ws obbying government. When they try to protect
ata high level. there will be a lou of waste and when they try
i proteat at a low level, there will also be wasie, bul 1oss of




L1 s TALK UNIFORM TARIFES 4

it. You mighr read the note in box 2 on renr seeking which
explains why that is so.

E\-‘Ii}‘lisfel‘: But surcly it cannot b as simple as that. juse aboul every
' country I know has an escalating Ll — how is iL dhat
everybody gets it wrang? How would vou handle export
promotion policy with a uniforns taclll? And what about
revenize — dutics on imports still generdle about 20 per cent
of this cotnlry's rovenue - - woe cannat throw thal away for
some theory? Finally, | am uot at all sure about the pnlitical
implications of a uniformn Lard?. T worey that it would please
nobody. At Jeast high ani(ls please somebody — you had
bettor be able to explain that.

Adviser: Al guod questions, [am not sure thar yvou are right about all
' those countries with csealating rariffs but why don't we do
this properly and you sal aside the time wo talk about each of
the issues vou have just raised? Let us (st discuss why an
escalating taritf s so bad. Secand, we will wlk exparts, third,
revenue and finally the political implicalions of the idea.

Ninister: ' read your note an effective protecrion — is rhere anything
! else T should read?

Adviser The notion of a aniform taritt has been the subject of both

theoretical and practical policy discussion. Box 3 contains a

description of a sample of this work, prrhaps you could have
A look ac that.

Box 2 Boxmaking, rent seeking and all that ?

e Ly Dases t stand onin godon 1o get o bettar vicw, S0 long as any & Tow poople de this they would
inclesd gob o ootrer Vicey "

R i) €=

Forbaps one way o thinking about the matter ko think of a crowd at o footkall match. inaging some

e by to stand on, Aswth |
J@en O westa of effort in making
o5, Leonomizi: haves comad 20
equivaian tnnr o e the resources wasted i1 an economy when pecple devole eifor te getting high
Lettifls Or sorme OUEr speclal reatinent from government (Hoxes 1 stand on). This lem s ront sesking and i

weids Tirst wsnd Ly Kol

“ton. @ box for al s 8 boy For none. And as vath protection, thero has

¢ theza boxes. Boxmeaking n thes foctbasil econnmy’ 5 2 waste of rosow

cer in 1974 o doscabe the procas: of the rasourcos wasted o poop o lobbying
goveramoert for special rsatmenl.
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LET'S TALK I.IN!F[‘)R;M TARIFEFS

i

(51

Rew 3 Quick literature review
Thomas, V., Mash. 1. and Assaciates 1951, Best Practices in Tradc Policy Reform, pubilished for the World Bank,
Oxfard Universily Press.

This nook CUntAing 2 Lo page section entitled ' Designing & Tanff Structare’. It the of:

FCUE 1 L0 Maintan the
demncstic value of production of flome impartables at & level above tnat which wour! be mantained at itee
Traacdey, the bost poiicy would ne a gnilorm output subsidy - providad revenude can be raised costlessly.
yanus cannol e ralsed costdssty then Lanffs might be e imost effect
1

sunslly anty <storts procductian, whoreas & tarff distorts bothy praduction and consumphon. & rovende is the

;0 achioving the ohjoctive,

y and o taritf (assuring costless wvendae rasng) s hat a

;o1

The main difference betwean 8n euiput suls

sectve, Inan consumption toXes — on snpcits and domastically producaed goonds would usually e the
Rest approach fs theee would ;be no oroduction distotions, information on elast 5 of demand waore
avallabie then the most E:T’Tici:_:nl;l tax system would he non uniforr, that i gooas inincd2stic domand woud
be taxad at a higher rate. In th. case of the eatment of final goods and intarmodiate goods. unitorm
Uaatment s wolfare im [_ws'ovingf for importables but not in (ne case of sxporlabies, s a0 efficient duty

clrawhack systerm would e i".Ev":".;l’ sk Finelly, the gulhioss say, uriflomm taeiffs are simwele ond make @ 2asie tor

GOVACTITICNTS 10 WithiTand dermands from oy groups.
Magee, 5.P. 1994, 'The Political §Econumy of Trade Policy’, in Surveys in Interpational Trade, Greenaway, D.
and Winters, LA, (eds}, Blackwell, Oxford, United Kingdom and Cambridge, USA.

This survay anticls canvases thi varizus thaones of the political economy of protectinn. Waile thare 13 o

soacile meption of aniform talffs, the article is relevant becanss It ralsos hs oroposition that the existing

srangement of tanfts in @ oartiguian country & sndogenous, That s, it is an outeamae of all tae different forces |

b e anove to froe tade, W unifor taddifs o, for that matiar, to an
s unlikey 1o be durable unles the underly'ng formes shaping protection have

Al wiork o that Country. Taus, whsthe
1A {0 Laritts. thoe change

Panagariya, A. and Roderick, 0. 1891, Political-Ecannmy Arguments for Uniform Tariff, Policy, Research and
External Affairs Working Papers, May Coungry Economics Department, The World Bank.

This iz er aascrities varous op

5% and aigaments in favour of & uniform tanll Golng Dack to propesals by
WAL Cordar i 1858, thial Australiz »houid adopt & waforn it Othes writcns roundg ihat i supnoed

this viow &y

ety o the theoretical grounds st Wnitomm Alfs woidd lead to cguaised offective protecuon,
Sunroouert aticles by K, Ja!wrlé;‘m aned B Bolassa show that there i no thacretica’ asis for conciuding tat
£UETONT FA S SUDETION R Uit cavan SafEEiam infarmotion on olacticities the cptimal santd waoni ne non-
vl Thus., (e sass Tor 2 unifem tanfl Josta on @ practical ssue of the anall niennation necdied o apply
susly @ AR, L simplcily, the iow administative costs and the political econamy ponalit of geatng imporn
sbsttutios industos equally.

Subramanian, A. 1994, The Case for Low uniform Tarifs, the Intemational Monatary Fund and the World Bank,
Finance and Development, June,

Poicy mazers in many Coveloping countras are

GKinG the path of low anffarm e 115 1o polay reform. This
partly reflecty recagnition of the mkaflocations that ocow when effoctive protechon 4
higghy tarifts oo consumer creods and o it on ravy matonials and intermedialas. e |

35 a5 & rEnt of

SO DO On tha
sAparienae of Bolivia, Chite, Colomixa, Modico, Uruguay, Bangiade:sn, india, Pakistan, S Lanka, Sgypt
Ghena, Lerya and dganda, Most countiies teduced  special surchanyes, ramoved gx

che rppbons and
imposec maxmum rates, Only two Count S BUIL OUHOnS SEUMININILLL IEtes @5 b gets,
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Scene 2

The effects of a jcascadéng tariff

In thein firse meeting the minister and the technica adviser discussed the notion of
a unitorm {and low) tarift, While some of the reasons why so-called escalating oy
cascading tarilfs are undesirable were canvassed. (he minister remaiued
unconvinged that having some zero rariffs would not be vioser fo free trade (han
laving no cero (aciffs at sll, Why, the minister wanted (o Kyow, is a cascading
tariff so bail?

Minister: You have explained whar prople mean by a uniforra taritf.
And you have referred fo a cascading tariff in terms which
inchcate it is a fale worse than deatls, But just what do peaple
mean by a cascading or escalating tarifi?

Adviser: A rcascading toriff or escalating systent usually means thal
; the highesr rates age levied on final goords, spmoewhal fower
! rates are applied 1o intermediate goods and the lowest rates
of all are applied 1o raw waterials andd caplial goods, Chary 1
describes @ typical’ cascading stractare.

Mipister: Is thar afl theve is (o 47
Adviset: requently this classification is reinforced by end use

distincrions in the farlff. With these distinctions, say, a
refrigerator for indusirial use might be dutivd af 10 per cent
vhile a refrigevator for domestic nse might be dutied a1 40
per cent or more. Such distinctions inevitaiily case headaches
al customs clearance (and give rise ta seape lor corruption)
and Tead 1o wasteful use of indusirial size goods in domestic
applications,

Mintster Thar's all very well in thenry but do these undesivable things
really fuppen in practice?

Adviser: [ understand that when Sri Lanka movaed away from 8
svstem of teensed ipport conlrols inthe ealy 1980s, the frst
step was to a six band escalating systeim with widespread
end use distinclions, A low vare of duty on indhstrial aie
conditivmers, for exarnple, combined with a high rate on a

domestic air conditioners. brought theie prices after duaty
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much closer. This meant that householders were indured
imto installing unnceessarily powerful, {energy demanding)
and expensive appliances, 5Sri Lanka, by the way, has
gradually compressan the number of tariff bands and the
rates and policies arc now being proposed for & two band
taritt system with a top rale of around 20 per cent.
Minister: There 15 widespreadd concern hoere about Lhe focus on low
! value adding processing industries, We neced a deeper and
more integrated production structure, Woukdn't a uniform
tariff discourage that?

Adviser: Why should we be concetned about a 'processing’ ceonormy?
' If processing is whal we are good at, by virme of location or
pecples’ skills, then what's the problem? Perhaps the
important point is that with a cascaciag tarift structure the
government i35 in effect saving ro producers “we don’t wanl
vou to make capital and intermediawe goods, all we want
vou to do is put final goods togeiher’. A uniform tariff
would reduce that probler, not worsen it If's a conmman
enough problem. For example, in Bangladesh in the 1980s
| the government sel the duties on electric pumps at zera. One
elfect of this was to render unprofitable a moderately
protected diesel pump manutacuuring capacity.

Mirdster Are you saying a cascading lariff system provides unduc
; incentives for processing activilies?

Chart, Cascading tariff rate structure

t i

Tinal comuamer gooss Intermediate goods Bas o raw malenials
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Advisor Yes, very much so. Recall our eactior clfective rate ol
assistance discussion where we said that the ellective rate
depended on tariffs on output. tariffs on inpuls and the
share of value added in outpat. Simple assembly acdvities
tend Lo have low value added shares {(often as tow as 1 or 2
per cent); most manufacluring consumer goods typically
nave value added shares between 5 and 30 per cent; manu
facturers ol itermediate goods and provessing of raw
g marerials usually have somewhat higher value added shares,
commanly between 20 and 60 per cent: and agricuitural
production is characterised by quite high value added ratios,
in cxcess of 80 per cent U yvou have a look at the material in
5 box 4 you will see thal processing aclivilies with a low value
' acded share can end up with very high effective rates, even
when output tariffs are rmmodest.

| Boxi4 The interaclion of low value adted processing activities and |
‘ cascading tatiffs.

1 the teble bolow estimates of effective rates of protorron nave beesn made

tor vialie added ratios imeasarcd ol word ohcas) Dolwean 1 oer cent and 89
o cent. Consider st the eftects of diftront levels of value added on ERPS tor
L the taritf rates used i ihe previous exampks ((at s, 50 per sool for ulpals e r
!

A5 o cen fon inputs). With an exlretely ow valie andad rato. say 1 pes aont,

RS

e resuting LRP 5 onarmous — 1535 par cent, Ar e valde added ratio

cass tha ERP falls sharply at fisst (1o cxsmala, o015 poe cent value addea
{ ratio yields the ERP of 135 por cent abtamed n the above examplc)) As the

value added st gers iaiger the impact on the LRP dechies because i
15 the darres FET AMDUNT Of ravy nsikanials usacd, Of nainmurs are used —

! that iz, the entite outpur represents value added — the noimng and etiecive

| rales of pretactor &G equal — ity Case 0 per Cont) o sumumaose, tha

I samiz cascading @it rates can lead W very different incoriivas depending on

ihe snare of value sddod of the activity

lable Simulated ERPs — vanabie inpul tarifis

Value addead Tadi rates: ottpts-iapuls
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Mis“sisgcri

Adviser:

Ministier;

Addviser:

Ninister;

Adviser:

MY RE FOR IX

TARIFFS

It cascading tarills are so bad, how did they become so
common?

As I understand it back in ahe 19605 governments in
developing countries began (o adopt pelicies which they
hoped would ciwourage industrial development, At that
time, tarifls were primarily used 1o raise revenue. But with
inport substitution secn as the vehicle for industrialisation,
sitnple consurner goods processing acriviries were regardecd
as the casiest things to get going. 5o their raritts were raised
and malerial inpues, intermediate goods and capitl goods
had lower, or zero rates. The hope was that as these activities
becarne estabsdished other Kinds of manufactucing could be
Urawit in.

So what was the problemy?

Nell one ol the lessons of the 19705 and 1980s was that this
hope did ol eventuate. In the first siage. high provection
was established for many final goods. As vou will see fram
box 4, when value added is low it does not take a very high
nutput tarifl to yvield very bigh effecive proteciion so long as
input duties are lower, Box & contains some evamples which
illustrate this peint, These first stage firms couldin't opserate
withiout the high protection. As a result iv was impossible far
governments o move to a second stage where tariffs for
intermediate goods could be increased and thelr production
encouraged. ln retrospect it is clear that the highly protected
firsr stapge firms would have been il advised to became
comperitive as the consequence of that would have been 1o
have their protection removed.

Is that whial you reckon is happening here?

I is not easy 1o say. I you look at the couposition of our
impores by aritf band vou see that over 40 per cent come in
At b per cent or less rates of duty. This compares with less
than 15 per cent ol total imports which enter alter paying
duty of 25 per cent a momh.

I & sunse, this is not surprising as high tarifts discourage
IMports 0 we would not expect 1o see big bnport volumes in
highier taritt bands, That's one reason why our average Larif
of arcund 16 per cent doesn’t mean mich in effective
DYOLEErion (erils,

RN ATIONAL FCORNODMICS
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Minister;

Adviser:

tdinister:

TARIFPS 10

This apparently low average ratc is quite consistent with
high duties on some goods and low duties on others, And as
wir know from the eatlice boxes effective protection is
shaped as much by the gouds ihat come in at zero Lo 5 per
cent as those which don't corae in ar 100 per cent,

Ii' T iook at figure 1t suggests thal our tardls are unitorm
within o band of zero 1o 30 per cent. How bhad is that?

As the eifecrive rates examples usieate, o range of 30 per
cent can yield very large rates of clfecrive protection. 1o any
event as | understand it when we take into account specilic
cluties some taviff chapters have very Ligh rates — in the
orcer ol 108 per cent in a couple of cases,

I can now see that high (effective) protection can resull as
much from low duties on inputs as feon high duty on
output. That has bern a key instghr for mie, It explains the
paradox where L soemed o be the one arguing for low tariffs
while you seemed to be assuming the role of a tariff
aclvocate.

Yes, there is no paradox. My position can be summarised as
foloyys;

s our counlry's economy will pertori best with lower or

Zoro barriers o trade;

& It for a whole Int of reasons thers are bastiers and

these bartiers are not going to disappear overnight;

» ina hierarchy of taritt structures:

- wide divergences in rreatoent such as an escalating
tariff is bhad,

- aparrow band of taritfs is not quite so bad,

- aandorm and low warifFis better, :und

coroy taritts for everything is bost,

30 in advocaring non et raritfs on souwie things [ am veally
making the case for equal or newtral treatinenr. And hearing
i rind the box miaker, in order to nor waste too much eftort
tnaking baxes which do nobody any good, low and uniform
is better than high and uniform, Now some of our visitors
consider we can bie more clever and by taking inte account
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Box & Cascading tatiffs and low value added: a recipe for very high protection

The impact of chandging Cading (that i, relative wnff rates betwsen nouts 2nd oUtousE)
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various elasticities of demand and supply we could {ine tune
tariffs in a non-uniform way. Maybe so, but T don't see us
having the informarion o do that. Morcover, wae shouldn't
see a uniform (and low), tariff as a final objecive. Rather, it
should be secn as a usclul, praciical siep ot the way to {Tee
irade and certainly an improvement over a crude cascading
System.

[ can appreciate that raising duties on low rated inputs is
likely to reduce protection (n effective rate terms to highly
protected industries and to raise, a little bit, protection [or
activiries which are disadvantaged by proteclion. But some
of these disadvantaged activities simply don't exist hare and
are 1ot likely lo. why should we raise their protection even if
ondy by alivde bit?

There are about a hundred answoers (o thal question. Tl give
vou just a few. First, economic growth {s about what we
might do, not abour what we do do. A cascading tarift
designed o protect the things we do do — or things the
aovermnenl thinks we should do — is al the same time a tax
on1 the chings we might do.

Second, yvou say rhar the government intends to let marker
farces be the puiding forces for settling industry cxpansion,
and contraction. While a uniform tariff will get in the way of
these market forces o bit, o cascading tarifl will get seriously
jam market signals.

Third, and remember the effective rate discussion, a zoro
Larifl on an inpur confers protection o processes using 1hat
input g0 in a sense It aclds to the protection of things we do
produce, This is a kind of subile poinl and thal is one reason
why somic groups might like a cascading tarift. Lt raises a
Tourth, politica] economy issue, which we will come back Lo.
for now, consider the proposition thar rhe rhings we do now
have a constituency, while lhere is vot much of a
constituency for protecting the things we don't (hut one day
could} do.

Are you saying that when we try w please everyvbody we
encourape our citizens o spend dme lobbying the
government and that this rime would be better used doing
sumething productive?

ERNATIONAIL FOONOMITUOS
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Yes that is the boaxmsker point aod it §s prabably worth
having a special session shout it

As | am understanding vou, ils not 5o much that you are
advocating raising {ow tariffs, s more that you are
advocating neutral treanment  ob yes, neurral and low
treatmient — so that market torces and not the way we have
cosigned the tardlf, will sort our what we dio. [s thacwhy you
inink neutral trealiment is such a good thing?

Vs, we never reallv Know what raight be produced in a
A : b

particular country. When governments set dilferernial Lavifts

they ace tmiplicitly saying they know best

Our tarifl is a long way trom being uniform and as |
understand it the proposition is that a uniform {and low)
rarifl would hielp us grow. [s thers any evidenge that
countrics with wutorm tariffs {and low) have performed
particularly well economically?

Thar's a difficult question to answer because 50 many factors
determing growth rates besides the structure of ihe tarifl. For
exarmple, industrialised countries which frequently have low

and uniform tariffs end o have relatively slow rates ol

growrh mainly because they have already exploired
available technology. On the other hand, there are a lot of
develaping countries which may have some way to go in
terms of reforming their Laritl, vet which in recent years have
been growing guite rapidly for a whole range of reasons
including the fact that they are faking advantage of
technologicat caictoap,

Nanectheless, the World Bank’s Waorld Development
Indicators provides a basis for the test you have proposed.
This inlormation is summarised in chart Z. As you can sce
these countries with high growth tend w have low
dispersions but for the reasens spelled our above the
relationship is not stromng.
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Chart 2 Correlation belween standard deviation of tariifs and GDP growth
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What to do about exporis?

The meetings so {ar have been mainly ahout tarifls and thuie impact on inport

substituting industries and there has heen Hitle discussion aboui Impacts on

SKBOLTS,

Minister:

i
A

A tied
AAAVISCL

Minister:

Adviser:

Minister:

Adviser;

Over the past few years we have aclively encouraged
exports through export subsidies and promotion. Whar do

wi do about that with your uniform tardf idea?

Well, you will recall thar whien we fiest staried discussing
this matter, 1 nade whar was probably an obscure
qualifivation that protection for all was cquivalent 1o
prolection for none, so long as exporters wure being
compensated. In some ways existing exporl assistance
schemes have the same neotralising or equal treatment
objective that I am getting at with the uniform tariff iclea.

Please explain — 1 thought we were encouraging exports
because exporting was a sign of an economy 'y good health?

W irue that some of the so called new growth’ theories
argue that exporang ceeales benefits inerms of exposure w
new ideas butl the main reason \\,h\, (.‘Ill..‘i,.‘-l.il”k.lgiﬂg HXP(}]‘(.S
might be a good idea was so that we could import more,
Because import barriers make it ditficult to import. in ctiect
they also make it difficulr to export.

50 a lex on inmports is & tax on exports?

Precisaly, A varitt is a tax oo imports and a tay on imports is
a tax on wade and a tax on wade is a G on oxports. That
makes sense i you think that in e long ran thie way we pay
lor pur imports is by exporling, We could borrow, or
someone might give us some money, butihat wor't happen
far iong. S0 in a sense the righr or appartunity 1o impnert is
rhe reward earned by exparring. Indeed, rhere s not mueh
point in exporting unless it improves opporiunifies to
import. Because a 1ax on impors reduces the retucns from
exportng i is in the end o @x on exporis.
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We help exports with cxpurt pramotion policies because we

were hurt. them with import proteciion policies. Box 6 kind
; of illustrales what happens to cxports when we cut off
: inporls with a taritt,

Minister: But when you put it that way, il seems like hoxmaking gone
i rad, 'The obvious ting 1o do would be to stop taxing
‘ CXTIOLLS,

Adviser: I think so. Thal's why we say fow and uniform tariffs as a

fist step along with some kind of export compensalion as o
first step, Then as a seccond step, we would move 10 free
frade and no export compensation.

Minisrer: some of our export indusiries rely on getting thelr inpuls
[ree of duty. We do have some kind of scheme w cnable
them 1o get a rebace when they do pay dutios but chis is
apparently siow and inefficient and most exporters count on
getring inputs [ree of duty. IF we go the unilorm tarifl, cven
with tow taritfs, would that not pur a cost burden on
sxporters whao would be unable o pass it on and whao are
already operadng in tight markets?

1’3“

Adviser: That's a good point. Unless your unifor Gt was verv lnw
| ndeed, moving to a uniform tarift might make the treatment
af tmparting indusiries maore nevtral buf the 1ax on oxports
could be agpravated. The way around that wendd be Lo make
surtr the systems for giving cxporters access o their inputs
[ree of duty really work.

Minister: How da vou do that,

Adviser: There are twvo main wavs. These are:
temparary admissinn or duty deferral schemes

duty rebate or duty drawbuack sthemes

i bwould not want o underestimate the practical difficulty of
nperating such schemes and 1L does v harm to point out
that the lower the uniform reate the less vou need to worey
about compensating exporters and vou don't seed to worery
at all with free (rade.




scene 4 |
What about revenue?

Discussion between the minister and the adviser has so far been about the
allocative elfects of taxes on trade, But as it happens, revenue considerarions are
also a2 major concers to the minister,

Minister: Lets say { am convinced that a cascacing tariff had all
E thuse undoesirable eftfects, But vou know as well as § dao
that we still count on import duties (o raise about a
quarter of total governmemnt revenue. You arc not the
only person 1 talk with and all my other acvisers are
going on about stabilisation, liscal balance and things
like that. Given that we have vel o develop other
| sources of revenue, they are bound w argue against
larifT adjusiments which put revenue collection at risk.

Adviser: You shoutdn’t be so pessimistic. My guess is that a low
uniform arilf, with no sxemptions, would probably be
| revenus neural,

Minister: Your ‘guess’ and probably Is not going to be gond
enough for these people. You are asking for an
experiment at a time when we cannot atfford it

Arlvispr: We can do a lot better than guess and inany event its
1ot as if vou know what our revenues are going o bo
under the cazscading sysiem

Minister: Well, o uniform rariff would bivolve same significant
' recluctions in tariff and therelore in revenue.

Adviser: You seer Lo be assunng that with the change in taclf
' there will be no change in quanidtes imported. But
surely with these big reductons in taritt there will be
some increase in imports and that alone should have a

positive effect on revenus,

Ministor: Okay then but when we increase duties on ather goods
5 their imports will fall,

FoEoN T B ¥ N R R OTE R AT AN AT TN M S
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Adviser:

Minister:

Adviser:

Mintsler:

Adviser:

Yes bul now we will be collecting some tarill revenua
instead ol noue st all. Morcover, tie duty rovisaged s
sUll quite low and as we saw from figure 1, some 15 por
cont of imports currendy comes iniree of duty, n some

cases this is because the duly is zcc0. Inother cases, it s

bocause an exemprion of some kind has been arranged.
FEver o very low dury on all of these goods would earn
substantial revenue,

It certainly would muake the job ol the customs
department much simpler,

Yes, there would be no need for argument about
classification and exemption, Perhaps maost importers
wauid be happy o pay a low duty and clear their poods
quickly arkd easily, It is oven possible that an officient
customs operating with less necd for adrministrative
discretion would artract rracde inio official channels.

You mean there might be less sinuggling?

bull )

That's likely. Alter all a low tarill on intermediate and
raw materials is unlikely Lo drive these goods into
informal channels, But a veduced tarit on linal soods
may well attract those poods into the fornial svstem.
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Scene 5

The ‘political economy’ of a uniform tariff?

(n technical grounds there seems to be Liitie arpument about the deficiencies of o
cascading laril. Bul the choice between a uniform warifl over a svatem calibrated 1o
retlect Ze{'asﬁr_‘iﬁes‘ import shares and the like seemns Lo rest mainly on information
needs and political considerations.

Minister: Your arguments for a uniform tadif seem to be based on a
; mix of techrical, administrative and political matters, On the

last mentiomed [ am concerned that it does not seem to tackle
the reasons why we have ended up with the system we

liave.
Adviser: [Lis difficult Lo argue with the view thal whaiever the system

{s. it didn't just happon but is the cosalt of a4 mass of
domestic forces. 1 suppase that means thal durable change
requires a change in these basic undorlyving forces.

Minister: Yes, lhal is one of rhe things that is worrving me. As |
[ &
; understand it from you fellows, it is widely recognised that

tavitts are inferior to praduction subsidies if the objective is
o encourage a particular sector, yet for some very powerful
reason we have ended up with taritls.

Adviser: You are in good company with these concerns. As you will
have seen from the quick litcrature review in bhox 3. a
nuwmber of people interested in political cconumy have
addressed the sarme issues,

kintster: S0 what is your auswer?
Advisern I suppose 1 was assuming that the fundamentals have

changed or are changing. After all our antire cconommy is now

: planned system with managed trade siiply did nowwork. So
as 1 see it Lhe move fo a nniform caritf would be a way of
moving towards g positon thal the governmenr had
fnrestiadowed and been suppored o
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Ninisier:

Adviser:

Aindster:

Adviser:

Minister:

Adviser:

itnlstes:

Ay

Minister

Adviser:

20

Why arent yvou advising us o go o free (rade tomorrow
then?

Well, we can talk abourt that it vou tike, § liave assumed that
tor a number of reasons, including the revenue reasons
discussed earlier, that it would not be possible to go to free
tracle numedialely,

What are the orher reasons?

One is the argument for predictable and gracdual change.
Anather is that so long as the direclion of change and the
end point is credible dhen it does not martter so much if

change is gradual,
Fwonsled Hike to be persuaded, is there more?

Tair enough. Let's just sav that 7t s not politicallv feasihle
o move to free trade sivaight away, the question is how do
we get these? And in particulavly, how do we get these from
an escaluting tatl?

Whist are the options?

There s an infinite number of aptions, Tarills could be
reduced from the top ones fiest. Or vou could go seetor by
sectar, or you could go 1o a narrowing of bands ther to a
unitorm tariff and finally to a zero larifl. There is no single
right answer on any of this.

Anvthing else?

Besides ils escalating basic structure, our tarifl sysiom has a
host of other probiems. For example, there are many
adminisiralively determined exemptions, the manber of
tariil rates is oo large and the tariff has too many cnd-use
distinctions,

A taritt reform program which:

v reduces the rop rate;

2 recduces the munber of dilTerant ariff rates;

8 [CLIOVES CxeTnytions: and

e removes end use distinclions: and
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a  gaises the mivdomm rale;

will invariably be an improvement. s o process that still
leaves you with some revenue pending the introduction of
some othes tax system. [ s simple (0 apply and requires no
fancy information to design or ariminister, Other people
might say to vou thai, theoretically, o tariflf which causes the
least distortions for a given revenue would probatily he
non uniform. Phat may well be right butin mv view, such
an approach would be cever bat norwise. The inforenation
to run such a sysiem does not exist and pressure groups
wouleh have a field day inomanipulating arguments for
| different tartfly to suir themselves, Finally. a rule based
systent has the advanrage of vearing a lacge number of
prople roughly equally. But it's not a sott option, it does

involve dismantling preferences to some proups.

sinister Pwas atraic of thar,

Adviser: Well, T guess that's why yau are a minister and L arm an

aclviser,




