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] Abstract (]

The Optimum Tariffs for Export Promotion

Joon Koo Lee

Traditionally, tariffs have been perceived as a means of protecting domes-
tic industries from foreign imports. Although they have been used for
other purposes from time to time, they have been primarily used for reduc-
ing the volume of imports. Until recently, therefore, the theory of opti-
mal tariff has focused on the welfare effects of reduced imports and the
change in the terms of trade. The fact that tariffs can potentially affect
exports as well as imports has not been recognized clearly. It is Rieber’s
(1981) short paper that first demonstrates tariffs can do more than merely
reducing the volume of imports. He shows that the levy of a tariff on an
imported good may lead the economy to begin exporting the commodity
when the domestic market is monopolized. The traditional wisdom that a
tariff can at most eliminate imports but cannot reverse trade flows has
proven to be true only under certain assumptions about the market struc-
ture.

There is still another purpose tariffs can serve. That is, a tariff can
also be used for increasing the volume of exports. The difference of this
case from the Rieber’s cése is that in this case a tariff does not reverse
the trade flows, but simply increases the export of the commodity which
has been already exported. Even though the idea of using a tariff as a
means of promoting exports has evaded the attention of economists, the
policymakers of many LDCs have long been employing tariffs exactly for
such a purpose in actuality. One would be surprised to observe that in
most LDCs, tariffs, usuélly' of high rates, are levied even on the commo-

dities which they export massively. Under the traditional assumptions of
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international trade theory, such tariffs are ineffective since they do not
import the commodities. There is no reason why such ineffective tariff
should be kept, but the governments of these countries do not show any
intention of eliminating them. This very fact testifies that they are well
aware of such an effect of tariffs.

The condition under which a tariff can be used as a means of promot-
ing export is that the domestic market of the commodity is monopolized
and that, in addition, the monopolist is allowed to discriminate against
domestic consumers. The condition that the domestic market be monopoliz-
ed need not be met literally. Even though there are a few apparently com-
peting firms in a certain industry, their collusive behavior concerning the
discrimination of domestic consumers could lead to the same result. The
critical condition is the second one, i.e., the possibility of discrimination.
Therefore, it is essential that the government condone the discriminatory

practice.

If the government actually uses tariffs for such a purpose, it will be
manifested in the market in the form of dual structure of prices with
domestic prices much higher than export prices. For example, this dual
structure is all too clear in case of the Korean economy. We can detect the
similar pattern for other LDCs and even an MDC such as Japan is sometimes

accused of employing such a policy.

This mercantilistic policy might be difficult to justify on pure welfare
economic grounds, but it is true that the governments of LDCs desperately
need foreign exchanges to finance various development projects. Aside
from political considerations concerning export promotion, these govern-
ments’ interest in the ways of boosting export can be justified in this con-
text. It is not the purpose of this paper to discuss the advisability of
export promotion per se. Rather, it starts from the explicit recognition of
the fact that foreign exchange earnings are considered important in these
countries, far more important than the official exchange rate configuration

would suggest, perhaps because there are other distortions in the economy.
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If more export means more foreign exchange earnings, this should be cre-
dited as a positive contribution to this economy’s welfare. This is the
approach I am going to take.

In Section [, I derive an optimal tariff rule when a tariff is used as a
means of promoting export. The optimal tariff rate will be the one which
maximizes the net social value of export promotion. The derivation of the
optimal tariff rule will be done both withand without distributional consi-
derations. The final section concludes the paper with some poilcy recom-
mendations and the summary of results.

Ideally, the government is advised to adopt a tariff rate which maxi-
mizes the net welfare gain, The optimal tariff rule derived in this paper
lays the theoretical foundations for the actual implementation of the policy.
The optimal tariff rule proposed here has a merit of being simple to imple-
ment: it does not require a vast amount of information. The observation
of the actual behavior of most LDC governments reveals that they do not
follow the optimality rule proposed here in any significant way.

One cannot avoid an impression that the tariff rates are just set arbi-
trarily. In that respect, there is ample room for welfare gain by restruc-

turing tariff rates following the suggestions made in this paper.



