The Case for government intervention

Political arguments for intervention

1) Protecting jobs and industries from unfair foreign competition

I.e. Tariffs placed in imports of foreign steel by the US in 2002 to -protect the US steel industry.

Consequences: raised steel prices for the automobile companies, making them less competitive in the global marketplace.

2) National security

Countries that certain industries are important for national security. Defense-related industries such aerospace, advanced electronics, semiconductors. 

3) Retaliation

Some argue that governments should use the threat to intervene in trade policy as a bargaining tool to help open foreign markets and force trading partners to play by the rules of the game.

If it works, such a politically motivated rationale for government intervention may liberalize trade and bring with it resulting economic gains.

It is a risky strategy; a country that is being pressured may not back down and instead may respond to the imposition of punitive tariffs by raising trade barriers of its own.

4) Protecting consumers

Many governments have long had regulations to protect consumers from unsafe products.

The indirect effect of such regulations often is to limit or ban the importation of such products.

In the following country focus we see how the European Union banned the sale and importation of hormone-treated beef. The ban was motivated by a desire to protect European consumers from the possible health consequences of eating meat from animals treated with growth hormones.
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In the 1970s, scientists discovered how to synthesize cer-
tain hormones and use them to accelerate the growth rate
of livestock animals, reduce the fat content of meat, and
increase milk production. Bovine somatotropin (BST), a
growth hormone produced by cattle, was first synthesized
by the biotechnology firm Genentech. Injections of BST
could be used to supplement an animal’s own hormone
production and increase its growth rate. These hormones
soon became popular among farmers, who found that they
could cut costs and help satisfy consumer demands for
leaner meat. Although these hormones occurred naturally
in animals, consumer groups in several countries soon
raised concerns about the practice. They argued that the
use of hormone supplements was unnatural and that the
health consequences of consuming hormone-treated meat
were unknown but might include hormonal irregularities
and cancer. .

The European Union responded to these concerns in 1989
by banning the use of growth-promoting hormones in the
production of livestock and the importation of hormone-
treated meat. The ban was controversial because a
reasonable consensus existed among scientists that the
hormones posed no health risk. Although the EU banned
hormone-treated meat, many other countries did not,
including big meat-producing countries such as Australia,
Canada, New Zealand, and the United States. The use of
hormones soon became widespread in these countries.
According to trade officials outside the EU, the European
ban constituted an unfair restraint on trade. As a result of
this ban, exports of meat to the EU fell. For example, U.S.
red meat exports to the EU declined from $231 million in
1988 to $98 million in 1994. The complaints of meat exporters
were bolstered in 1995 when Codex Alimentarius, the
international food standards body of the UN's Food and
Agriculture Organization and the World Health Organization,
approved the use of growth hormones. In making this
decision, Codex reviewed the scientific literature and
found no evidence of a link between the consumption of

hormone-treated meat and human health problems, such
as cancer.

Fortified by such decisions, in 1995 the United States
pressed the EU to drop the import ban on hormone-treated
beef. The EU refused, citing “consumer concerns about
food safety.” In response, both Canada and the United
States independently filed formal complaints with the World
Trade Organization. The United States was joined in its
complaint by a number of other countries, including
Australia and New Zealand. The WTO created a trade panel
of three independent experts. After reviewing evidence and
hearing from a range of experts and representatives of both
parties, the panel in May 1997 ruled that the EU ban on
hormone-treated beef was illegal because it had no
scientific justification. The EU immediately indicated it
would appeal the finding to the WTO court of appeals. The
WTO court heard the appeal in November 1997 and in
February 1998 agreed with the findings of the trade panel
that the EU had not presented any scientific evidence to
justify the hormone ban.

This ruling left the EU in a difficult position. Legally, the EU
had to lift the ban or face punitive sanctions, but the ban
had wide public supportin Europe. The EU feared that lifting
the ban could produce a consumer backlash. Instead the
EU did nothing, so in February 1999 the United States asked
the WTO for permission to impose punitive sanctions on the
EU. The WTO responded by allowing the United States to
impose punitive tariffs valued at $120 million on EU exports
to the United States. The EU decided to accept these tariffs
rather than lift the ban on hormone-treated beef, and as of
2006, the ban and punitive tariffs were still in place.
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5) Furthering foreign policy objectives

Governments sometimes use trade policy to support their foreign policy objectives.

A government may grant preferential trade terms to a country with which it wants to build strong relations.

Trade policy has also been used to pressure or punish rogue states that do not abide by international law of norms.

6) Protecting human rights

Protecting and promoting human rights in other countries is an important element of foreign policy for many democracies.

Governments use trade policy to try to improve the human rights policies of trading partners. 

Some argue that trade policy should be used as a political weapon to force a country to change its internal policies toward human rights.

Others contend that limiting trade to change such countries would make matters worse, not better. They argue that the best way to change its internal human rights stance of a country is to engage it through international trade. 

Growing bilateral trade raises the income levels of both countries, and as a state becomes richer, its people begin to demand, and generally receive, better treatment with regard to their human rights.

Economic arguments for intervention

1) The infant industry argument

many developing countries have a potential comparative advantage in manufacturing, but new manufacturing industries cannot initially compete with established industries in developed countries.

Governments should temporarily support new industries(with tariffs, import quotas, and subsidies) until have grown strong enough to meet international competition.

Many economists remain critical of this argument for two main reasons. 

a) Protection of manufacturing from competition does no good unless the protection helps make the industry efficient.

b) Firms are unable to make efficient long-term investments by borrowing money from domestic or international capital market, hence government are required to subsidize long-term investments. 

Given the development of global capital market this assumption looks no longer valid.

2) Strategic trade policy

The new trade policy argues that in industries in which the existence of substantial economies of scale implies that the world market will profitability support only a few firms, countries may predominate in the export of certain products simply because they had firms that were able to capture first-mover advantages. (i.e. Boeing)

a) A government can raise national income if it can somehow ensure that the firms that gain first-mover advantages in an industry are domestic rather than foreign enterprises. (Japan's dominance of LCDs)

b) It might pay to intervene in an industry by helping domestic firms to overcome the barriers to entry created by foreign firms that have already reaped first-mover advantages.  (i.e. Airbus)

[image: image2.jpg]Since 1974, international trade in textiles has been governed
by a system of quotas known as the Multi-Fiber Agreement
(MFA). Designed to protect textile producers in developed
nations from foreign competition, the MFA assigned countries
quotas that specified the amount of textiles they could export.
The quotas restrained textile exports from some countries,
such as China, but in other cases created a textile industry
that might not have existed. Countries such as Bangladesh,
Sri Lanka, and Cambodia were able to take advantage of
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favorable quota allocations to build significant textile indus-
tries that generated substantial exports. In 2003, textiles ac-
counted for more than 70 percent of exports from Bangladesh
and Cambodia and 50 percent of those from Sri Lanka.

This is now changing. When the World Trade Organization
was created in 1995, member countries agreed to let the MFA
expire on December 31, 2004. At the time, many textile export-
ers in the developing world expected to gain from the elimina-
tion of the quota system. What they did not anticipate,




[image: image3.jpg]however, was that China would join the WTO in 2001 and that
Chinese textile exports would surge. By 2003, China was
making 17 percent of the world's textiles, but this may only be
a start. The WTO forecasts that China's share may rise to
50 percent by 2007 as the country’s producers take advantage
of the removal of quotas to expand their exports to the United
States and European Union, displacing exports from many
other developing nations. China’s gains are due to its com-
parative advantage in the manufacture of textiles. Not only
does the country benefit from low wages and a productive la-
bor force, but China’s huge factories also enable its producers
to attain economies of scale unimaginable in most developing
nations. Also, the country’s good infrastructure ensures quick
transport of products and a timely turnaround of ships at ports,
a critical asset in the clothing industry where fashion trends
can result in rapid changes in demand. Chinese producers
have been able to reduce the order-to-shipment cycle to as
low as 60 days, far below the 90 to 120 days achieved by many
other producers in the developing world. In addition, Chinese
textile producers have garnered a reputation for reliably deliv-
ering on commitments, unlike those in some other countries.
Producers in Bangladesh, for example, have a reputation for
low quality and poor delivery that offsets their low prices.

Fearful that they will lose market share to China, trade as-
sociations from more than 50 other textile-producing nations,
many of them low- and middle-income nations, signed the
“Istanbul declaration” in 2004 asking the WTO to delay the
removal of quotas, but to no avail. Many developing nations
now fear that they will lose substantial market share to China.
This could conceivably cripple the economies of countries
such as Bangladesh, where some 2 million people, most of
them women, are employed in the textile industry. Other de-
veloping nations, however, think that they might benefit from
the removal of the MFA. They believe that buyers in devel-
oped nations will need to diversify their supply base as a
hedge against disruption in China. Among this second group
are Vietnam, India, and Pakistan, all of which expect rising
textile exports after 2004. The Indian textile manufacturers
group expects Indian textile exports to grow by 18 percent a
year after 2004, reaching $40 billion in 2010, or one-third of the
country’s exports.

In developing nations, too, the prospect of surging imports
from China causes unease. In the United States, textile produc-
ers lobbied the government to impose quotas on Chinese im-
ports after the MFA expired. Under the terms of China’s entry
into the WTO, the United States and other major trading na-
tions reserved the right until 2008 to impose annual quotas on
Chinese textile imports if they are deemed to be “disruptive.”

China tried to head off protectionist pressures in December
2004 by announcing it would impose a tariff on textile exports.

' By raising the costs of Chinese textiles, the tariff was

designed to reduce overseas demand. However, the tariffs
are modest, ranging from 2.4 to 6 cents per item, with most at
the low end of the range. Many observers see them as little
more than a token gesture.

The first eight months of 2005 provided a glimpse of what
may be to come. Imports of Chinese textiles into the United
States surged 64 percent compared with the same period in
2004 to $15.4 billion. Chinese textile imports into the EU also
rose. However, others noted that total textile imports into the
U.S. remained flat, and that the surge represented a shift from
other producers to China, rather than an absolute increase in
the volume of imports. Notwithstanding this, the increase in im-
ports resulted in renewed calls in the United States for quotas
on Chinese textile imports. Recognizing reality, in mid-2005 the
Chinese entered into bilateral negotiations with the United
States to limit imports of Chinese textiles. In November 2005,
they reached an agreement that capped the growth in Chinese
imports into the United States to around 15 percent per annum
through until 2008, after which restrictions will be lifted. The EU
struck a similar deal with China some months earlier.
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Case Discussion Questions

1. Was the removal of the Multi-Fiber Agreement a positive
thing for the world economy? Why?

2. As a producer in a developing nation such as Bangladesh
that benefited from the MFA agreement, how should you
respond to the expiration of the agreement?

3. Do you think China was right to place a tariff on exports
of textiles from China? Why? Does such action help or
harm the world economy?

4. Whose interests were served by the November 2005
agreement between the United States and China to limit
the growth of Chinese textile imports into the United
States? Do you think the agreement was a good one for
the United States?

5. What kind of trade barrier was erected by the November
2005 agreement between China and the United States?
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