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opening case

n December 2003, Boeing announced it would go ahead with the development of its latest

commercial jetliner, the 787, which will be positioned against Airbus’s popular A330. Built out of

new ultralight composite materials and using new engine technology, Boeing hopes to reduce
the 787's operating costs by as much as 20 percent compared to a traditional design. If it is
successful, this will make the plane a potent competitor against the best-selling A330.

The 787 is a risky project for Boeing. The aircraft will cost about $7 billion to develop, according
to industry estimates, and demand is uncertain. To share the costs and risks of development,
Boeing has taken on several partners. Most important among these are a trio of three Japanese
companies—Mitsubishi Heavy Industries, Kawasaki Heavy Industries, and Fuji Heavy
Industries—which will build as much as 35 percent of the 787 by value, including parts of the
fuselage, wings, and landing gear. They will ship the finished components to Everett,
Washington, for final assembly. The three companies are longtime Boeing partners. They
contributed about 21 percent by value to the Boeing’'s 777.

Although there has been a long history of development subsidies in the commercial
aerospace industry, a 1992 agreement between Boeing and Airbus limits the state aid
either company can get from their respective governments. Airbus, now a private com-
pany, is limited to repayable launch aid that must not exceed one-third of the devel-
opment costs of a new aircraft. The launch aid has to be repaid only if aircraft sales
are high enough for Airbus to turn a profit on the investment in a new plane. As
for Boeing, indirect aid from U.S. government agencies such as R&D contracts
from the Pentagon and NASA are capped at 4 percent of its total revenues.

It is unclear if the 1992 agreement extends to other parties in the proj-
ects. The Japanese Aircraft Development Corporation, an association '
of Japanese aircraft makers, has asked the Japanese government .
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Industry has submitted a budget request that would make the 787 a “national
project.” Newspaper reports put the request at about $1.6 billion.

Upon hearing this, Airbus officials were quick to claim that the arrange-
ment could violate several international agreements, including a 1994 WTO
prohibition against subsidies that can harm competitors. Behind the scenes,
Airbus executives started to urge the European Union to look at the issue
and possibly file a case on their behalf. They also noted that Boeing received
aid from the states of Washington and Kansas, where its factories are located,
an action that constituted an unfair subsidy that was outside the scope of the
1992 agreement.

In mid-2004, the issue became even more contentious when the U.S.
government demanded an end to Airbus’s launch aid. Airbus had already
been granted loans of $3.7 billion to develop its latest aircraft, the A380
super-jumbo, but what really got attention in America were signs from Air-
bus that it would also build a direct competitor to the 787, the A350, and ask
for launch aid to help cover the development costs of that plane. Estimates
suggested the launch aid for the A350 could total $1.75 billion. Furthermore,
in 2004 Airbus surpassed Boeing in global market share. American officials
felt that given the strength of the company, subsidies were no longer appro-
priate. In late 2004, the EU and U.S. government entered into negotiations to
try to resolve the dispute, but talks ended with no agreement, and in July
2005 the dispute went to the World Trade Organization, which must rule on
the legality of the various subsidies. A ruling is not expected until 2007.
Meanwhile, Boeing is starting to pile up orders for the 787, which by May
2006 totaled 349 aircraft.




Instruments of trade policy

Tariffs

A tariff is a tax levied on imports(or export)

Two categories of tariff:

1) special tariffs are levied as a fixed charge for each unit of a good imported ($3.00 per barrel of oil)

2) Ad valorem tariffs are levied as a proportion of the value of the good.

Who wins, who looses

Government gains because tariff increase their revenues.

Domestic producers gain because the tariff provides them with some protection against foreign competitors by increasing the the cost of imported foreign goods.

Consumes lose because they must pay more for certain goods.

Subsidies

A subsidy is a government payment to a domestic producer.

Many forms of subsidies:

cash grants, low-interest loans, tax breaks, and government equity participation in domestic firms.

In practice subsidies are not that successful at increasing the international competitiveness of domestic producers. They tend to protect the inefficient and promote excess production.
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Japan is not a particularly good environment for growing
wheat. Wheat produced on large fields in the dry cli-
mates of North America, Australia, and Argentina is far
cheaper and of much higher quality than anything pro-
duced in Japan. Indeed, Japan imports some 80 percent
of its wheat from foreign producers. Yet tens of thou-
sands of farmers in Japan still grow wheat, usually on
small fields where yields are low and costs high, and
production is rising. The reason is government subsidies
designed to keep inefficient Japanese wheat producers
in business. In 2004, Japanese farmers were selling their
output at market prices, which were running at $9 per
bushel, but they received an average of at least $35 per
bushel for their 2004 production! The difference—$26 a
bushel—was government subsidies paid to producers.
The estimated costs of these subsidies were more than
$700 million in 2004.

To finance its production subsidy, Japan operates a tariff
rate quota on wheat imports in which a higher tariff rate is
imposed once wheat imports exceed the quota level. The
in-quota rate tariff is zero, while the over-quota tariff rate
for wheat is $500 a ton. The tariff raises the cost so much
that it deters over-quota imports, essentially restricting
supply and raising the price for wheat inside Japan. The
Japanese Ministry of Agriculture, Forestry and Fisheries
(MAFF) has the sole right to purchase wheat imports within
the quota (and since there are very few over-quota imports,
the MAFF is a monopoly buyer on wheat imports into
Japan). The MAFF buys wheat at world prices then resells
it to millers in Japan at the artificially high prices that arise

due to the restriction on supply engineered by the tariff
rate quota. Estimates suggest that in 2003, the world market
price for wheat was $5.96 per bushel, but within Japan the
average price for imported wheat was $10.23 a bushel. The
markup of $4.27 a bushel yielded the MAFF in excess of
$450 million in profit. This “profit” was then used to help
cover the $700 million cost of subsidies to inefficient wheat
farmers, with the rest of the funds coming from general
government tax revenues.

Thanks to these policies, the price of wheat in Japan
can be anything from 80 to 120 percent higher than the
world price, and Japanese wheat production, which ex-
ceeded 850,000 tons in 2004, is significantly greater than
it would be if a free market was allowed to operate. In-
deed, under free market conditions, there would be virtu-
ally no wheat production in Japan since the costs of
production are simply too high. The beneficiaries of this
policy are the thousands of small farmers in Japan who
grow wheat. The losers include Japanese consumers,
who must pay more for products containing wheat and
who must finance wheat subsidies through taxes, and
foreign producers, who are denied access to a chunk of
the Japanese market by the over-quota tariff rate. Why
then does the Japanese government continue to pursue
this policy? It continues because small farmers are an
important constituency and Japanese politicians want
their votes.

Sources: J. Dyck and H. Fukuda, “Taxes on Imports Subsidize Wheat
Production in Japan,” Amber Waves, February 2005, p. 2; and H. Fukuda,
J. Dyck, and J. Stout, “Wheat and Barley Policies in Japan,” U.S.
Department of Agriculture research report, WHS-04i-01, November 2004.





Import quotas and voluntary export restraints

An import quota is a direct restriction on the quantity of some good that may be imported into a country.

For example, the US has a quota on cheese imports. The only firms allowed to import cheese are certain trading companies, each of which is allocated the right to import a maximum number of pounds of cheese each year.

A voluntary export restraint is a quota on trade imposed by the exporting country, typically at the request of the importing country's government.

Local content requirements

a local content requirement is a requirement that some specific fraction of a good be produced domestically.

Local content regulations provide protection for a domestic producer of parts in the same way an import quota does: by limiting foreign competition.

Administrative policies

Administrative policies are bureaucratic rules designed to make it difficult for imports to enter a country.

Antidumping policies.

Dumping is defined as selling goods in a foreign market at below their costs of production.

Antidumping policies are designed to punish foreign firms that engage in dumping.

The ultimate objective is protect domestic producers from unfair foreign competition.
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U.S. Magnesium Seeks Protection

In February 2004, U.S. Magnesium, the sole surviving U.S.
producer of magnesium, a metal that is primarily used in
the manufacture of certain automobile parts and aluminum
cans, filed a petition with the U.S. International Trade
Commission (ITC) contending that a surge in imports had
caused material damage to the U.S. industry’s employment,
sales, market share, and profitability. According to U.S.
Magnesium, Russian and Chinese producers had been
selling the metal at prices significantly below market value.
During 2002 and 2003, imports of magnesium into the United
States rose 70 percent, while prices fell by 40 percent and
the market share accounted for by imports jumped to
50 percent from 25 percent.

“The United States used to be the largest producer of
magnesium in the world,” a U.S. Magnesium spokesman
said at the time of the filing. “What's really sad is that you
can be state of the art and have modern technology, and if
the Chinese, who pay people less than 90 cents an hour,
want to run you out of business, they can do it. And that's
why we are seeking relief.”

During a yearlong investigation, the ITC solicited input
from various sides in the dispute. Foreign producers and
consumers of magnesium in the United States argued that
falling prices for magnesium during 2002 and 2003 simply
reflected an imbalance between supply and demand due
to additional capacity coming on stream not from Russia or
China but from a new Canadian plant that opened in 2001
and from a planned Australian plant. The Canadian plant
shut down in 2003, the Australian plant never came on
stream, and prices for magnesium rose again in 2004.

Magnesium consumers in the United States also argued
to the ITC that imposing antidumping duties on foreign
imports of magnesium would raise prices in the United
States significantly above world levels. A spokesman for
Alcoa, which mixes magnesium with aluminum to make

alloys for cans, predicted that if antidumping duties were
imposed, high magnesium prices in the United States
would force Alcoa to move some production out of the
United States. Alcoa also noted that in 2003, U.S.
Magnesium was unable to supply all of Alcoa’s needs,
forcing the company to turn to imports. Consumers of
magnesium in the automobile industry asserted that high
prices in the United States would drive engineers to design
magnesium out of automobiles, or force manufacturing
elsewhere, which would ultimately hurt everyone.

The six members of the ITC were not convinced by these
arguments. In March 2005, the ITC ruled that both China and
Russia had been dumping magnesium in the United States.
The government decided to impose duties ranging from
50 percent to more than 140 percent on imports of magnesium
from China. Russian producers face duties ranging from
19 percent to 22 percent. The duties will be levied for five
years, after which the ITC will revisit the situation.

According to U.S. Magnesium, the favorable ruling will
now allow the company to reap the benefits of nearly
$50 million in investments made in its manufacturing plant
during the last few years and enable the company to boost
its capacity by 28 percent by the end of 2005. Commenting
on the favorable ruling, a U.S. Magnesium spokesman
noted, “Once unfair trade is removed from the marketplace
we’ll be able to compete with anyone.” U.S. Magnesium’s
customers and competitors, however, did not view the situ-
ation in the 200203 period as one of unfair trade. While the
imposition of antidumping duties no doubt will help to
protect U.S. Magnesium and the 400 people it employs from
foreign competition, magnesium consumers in the United
States are left wondering if they will be the ultimate losers.

Sources: D. Anderton, “U.S. Magnesium Lands Ruling on Unfair Imports,”
Desert News, October 1, 2004, p. D10; “U.S. Magnesium and Its Largest
Consumers Debate before U.S. ITC,” Platt’s Metals Week, February 28,
2005, p. 2; and S. Oberbeck, “U.S. Magnesium Plans Big Utah Production
Expansion,” Salt Lake Tribune, March 30, 2005.





7

