92. Tariffs and quotas

1. Missing words

A tariff is a ___________ placed on imports.  The purpose of a tariff is to discourage demand for imports by raising their _______________ above that of domestically produced substitutes.  A quota, on the other hand, is a physical ______________ on the amount of a good that can be imported within a given time.  Both tariffs and quotas can potentially help firms based within the domestic economy.  Tariffs make locally-made products more price ___________________________. This should encourage a switch from imported to domestically produced goods, assuming that demand is relatively price elastic.  Quotas reduce the share of the market that can be accounted for by imports, leading to a potential boost in _____________ for domestic producers.  

Missing: words from – competitive, limit, price, sales, tax
2. True or false - (say why for a bonus mark):
2.1 The imposition of a tariff on an import will automatically lead to an increase in the price of the good:












True / False

Why?______________________________________________________________________

2.2 The imposition of a quota on certain imports may lead to increase in price of the goods concerned:












True / False

Why?______________________________________________________________________

2.3 Tariffs are sometimes used by governments to raise revenue, rather than create barriers to trade:












True / False

Why?______________________________________________________________________

3. Data response - the abolition of quotas on textiles:


3.1 Identify one benefit and one drawback for firms within Europe or the US resulting from the abolition of quotas on textiles in 2004:
______________________________________________________________________________________
_____________________________________________________________________________________
3.2 Suggest two ways in which European textile manufacturers could respond to the increased competition. 

______________________________________________________________________________________
______________________________________________________________________________________
4. Explain two:

4.1 Reasons why using tariffs or quotas to discourage imports may lead to an increase in the rate of inflation in the domestic economy:

______________________________________________________________________________________
______________________________________________________________________________________
4.2 Reasons why a tariff may not be effective in restricting imports:

______________________________________________________________________________________
______________________________________________________________________________________
92. ANSWERS – tariffs and quotas
1. tax … price … limit … competitive … sales

2.1 FALSE – the supplier may choose to absorb the price increase caused by the tariff in order to remain competitive.

2.2 TRUE – if demand does not switch to domestic substitutes (or none are produced), excess demand is likely to push up the price.

2.3 TRUE – if the demand for imports is relatively price inelastic, as is the case for imports of oil.

3.1 Clothes retailers in the US and Europe will be able to import and sell cheap clothes, which may increase sales: textile manufacturers in the US and Europe will face increased competition from cheap imports and may go out of business as a result.

3.2 Relocate production to low-cost countries: focus on producing luxury clothing where premium prices can be charged to cover higher production costs.

4.1 Tariffs involve involving a tax which increases the price of imports – consumers and firms may continue to buy them: by restricting the supply of imports, quotas may force up their price, unless demand switches to domestically produced goods.

4.2 There may be no substitute goods produced domestically; other factors such as quality may affect the demand for imports more than price.

The Multi-Fibre Agreement (MFA) was set up in 1974 to establish a system of quotas designed to protect the textile industries of the USA and Europe.  Although the MFA expired in 1994, the quota system continued until the end of 2004. This kept the price of clothes artificially high in western shops. The abolition of textile quotas had a dramatic effect on the international trade in clothing.  The value of global exports rose from $500 billion a year in 2004 to $1,200 by 2014.  The main beneficiaries were firms located in countries such as China, India, Bangladesh and Cambodia – all with abundant supplies of low-cost labour.  Cambodia, for example, enjoyed an increase in textile exports from $1 billion in 2004 to $4.5 billion in 2014. By 2014 800,000 Cambodians were employed in the industry, which accounted for more than 75% of the country’s exports.
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