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PREFACE

On June 5, 1992, the United States International Trade Commission
(USITC) instituted investigation No. 332-325, The Economic Effects of
Significant U.S. Import Restraints. The investigation, conducted under section
332(g) of the Tariff Act of 1930, is in response to a request from the United
States Trade Representative (USTR) (see appendix A). Reports were delivered
to the USTR in November 1993 and December 1995. The USTR also
requested that the report be updated by the Commission at intervals of
approximately 2 years. This study is the second update of the original report
delivered in November 1993.

The purpose of this investigation is to assess the impact of significant U.S.
import restraints on U.S. firms, workers, and consumers and on the net
economic welfare of the United States. In particular, the USTR requested an
economy-wide assessment of the effects of simultaneously liberalizing all of
the sectors covered by significant import restraints. The USTR also requested
an assessment of liberalizing each of the covered sectors individually.

The USITC solicited public comment for this investigation by publishing a
notice in theFederal Registenf December 10, 1997 (62 F.R. 237) and holding
a public hearing on May 12, 1998. Appendix A contains a copy of the notice
and Appendix B contains a list of the submissions that were received and
USITC hearing participants.






ABSTRACT

This update of earlier USITC reports (published in 1993 and 1995) presents
results on the economic effects on the U.S. economy of removing significant
U.S. import restraints in manufacturing, agricultural products, and services.
Most of the quantitative results described in the report are derived using the
USITC Computable General Equilibrium model of the United States, applied to
data on the U.S. economy as of 1996; thus, the questions analyzed in the report
are of the nature of the following: Had specific import restraints not been in
place in 1996, how would the economy have differed from its actual condition
that year? Differences in the economy are measured as differences in trade
flows, production, and employment in specific industry sectors, including those
whose trade barriers are removed as well as sectors which are upstream
suppliers to the liberalized sectors, and downstream purchasers of their output.
Aggregate measures of economic change include a measure of economic
welfare.

The import restraints examined include tariff rate quotas on agricultural
products, quotas applied to textiles and apparel, the ban on the import of
maritime cabotage services, and MFN tariffs above a level of 6.2 percent ad
valorem equivalent, calculated at the 4—digit SIC level of aggregation.

Two general equilibrium simulations were performed for sectors subject to
significant import barriers. First, the effect of eliminating all subject barriers
simultaneously was examined; second, the effects of eliminating barriers for
each individual sector were estimated. Two sectors, peanuts and pressed and
blown glass, were analyzed using partial equilibrium methods, since data for
these sectors were not available in a form permitting their inclusion in the
USITC CGE model.

In terms of the effect on the U.S. economy, the barriers to imports of textile
and clothing products were the most significant of those examined. Removal
of these barriers would result in a calculated increase in the national welfare
equivalent to $10.4 billion. Liberalization of the maritime cabotage restrictions
yields a calculated benefit of $1.3 billion, and liberalization of trade barriers in
sugar and sugar—containing products produces a welfare gain of just under $1
billion. Simultaneous elimination of all barriers (other than those on peanuts
and pressed and blown glass) yields a calculated welfare gain of $12.4 billion.
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EXECUTIVE SUMMARY

Analytical Approach

This report is an update of earlier USITC reports in 1993 and 1995 on the
economic effects of significant U.S. import restraints on the U.S. economy,
prepared at the request of the United States Trade Representative. Like its
predecessors, this report addresses the economic effects of a liberalization of
significant U.S. import restraints in manufacturing, agriculture, and services.

The base year for this study is 1996, the year for which the most recent
data are available on the structure of the U.S. economy. Therefore, the primary
analysis in this report concerns the effects of liberalizing trade barriers as they
existed in 1996.

The import restraints examined in this study are tariffs, tariff-rate quotas
(TRQs), and nontariff barriers (NTBs) such as quotas and cabotage (the
carriage of products or people between two points within a country) restrictions
in transportation services. During 1996, the following import restraints on
certain U.S. imports were in place: certain “significant” tariffs; quotas on
certain textiles and apparel pursuant to the Uruguay Round Agreement on
Textiles and Clothing (ATC) and bilateral textile agreements with non-WTO
member countries, successors to the Multifiber Arrangement (MFA); TRQs on
meat, dairy products, peanuts and peanut butter and peanut paste, cigarette
tobacco, and sugar and sugar-containing products; and the ban on the
importation of cabotage maritime services.

Significant tariffs are identified at the four-digit SIC level as the average
MFN ad valorem equivalent rate calculated on a customs basis for 1996 that
are one standard deviation higher than the mean duty on U. S. imports,
averaged over all four-digit sectors. This average includes sectors with zero
tariffs. In each case, trade and tariffs are calculated after aggregating 1996
trade data at the 8-digit Harmonized Tariff System (HTS) level to the four-digit
SIC level. The calculation of the tariff threshold level is conducted at the SIC
classification level because it best corresponds to the level of the sectors in the
U.S. computable general equilibrium (CGE) model. Applying this standard
yields a duty threshold of about 6.2 percent ad valorem. In addition, only
sectors that have at least $100 million in imports are considered. While some
of the apparel and textile sectors meet this criteria, these sectors are not
reanalyzed in the significant tariff section. The 10 high-tariff sectors are
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(1) frozen fruits, fruit juices, and vegetables, (2) footweéB) leather gloves

and mittens, (4) personal leather goods, (5) pressed and blown glass, (6)
ceramic tile, (7) china tableware, (8) cutlery, (9) ball and roller bearings, and
(10) costume jewelry.

The method used to choose sectors with high tariffs in this study differs
from the methodology used in previous investigations. In the 1995 report, the
selection criteria for significant tariff levels were an MFN average ad valorem
equivalent rate of at least 7.5 percent (calculated on a CIF value basis) and at
least $100 million in dutiable imports covered by the tariff. In addition,
industries with tariff revenues of over $350 million were also considered as
high-tariff sectors in the 1995 update.

The USITC’s CGE model of the United States is the principal tool used in
the Commission’s quantitative analysis. The model extends the analysis
beyond the specific sectors subject to import restraints by explicitly accounting
for upstream and downstream production linkages and intersectoral competition
for labor and capital. In addition, it estimates the economy-wide change in
economic welfare that results from removing import restraints.

The report includes two types of general equilibrium analyses for the
sectors subject to significant import restraints. The first simulation, reported in
chapter 2, estimates the economy-wide effects of simultaneously removing all
significant import restraints for the covered sectors. Second, the effects of
eliminating the barriers for each sector individually are estimated, as reported
in chapters 3 through 6. Each simulation yields estimates of net welfare
changes for the economy as a whole due to liberalization of the specific sector,
as well as estimated effects on trade, output, and employment for the sector(s)
being liberalized and for the rest of the economy.

The peanut sector and the pressed and blown glass sector were not included
in the CGE analyses because they are not represented in the general
equilibrium model as separate sectors. Partial equilibrium models were used to
analyze these sectors and for assessing the removal of the domestic build
requirement of the Jones Act. These models are discussed in chapters 4, 5, and
6.

Results

Economic Welfare Effects

Economic welfare is the measure of the overall benefit or cost to the
economy from removing import restraints. It aggregates various (possibly
offsetting) effects. As significant import restraints are lifted, prices of goods

1 The footwear sector includes: nonrubber men’s footwear; nonrubber women’s
footwear; nonrubber footwear, not elsewhere classified; and rubber footwear.
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and services drop, causing household purchasing power to increase (income
effect). In addition, as prices drop, the returns to capital (interest) and labor
(wages) in these sectors also fall relative to other sectors. This change
induces inputs to move away from previously protected sectors to other
sectors with relatively higher returns. Eliminating quotas means that quota
rents that had been transferred from U.S. purchasers to foreign firms and
individuals will remain in the United States. Finally, the welfare effect
captures losses in employment and profits that occur as imports replace
production and employment in some sectors. If the output of previously
protected sectors declines, their upstream suppliers may also experience
adverse effects as a result of diminished demand for their products.

If simultaneous liberalization had been in place in 1996 for all trade
barriers considered herein, it would have resulted in an estimated net welfare
gain of approximately $12.4 billion for the U.S. economy (see table ES-1).
The largest effect by far is in liberalization of the textiles and apparel sector,
amounting to $10.4 billion. The estimate for textiles and apparel reported in
table ES-1 is based on the case where high tariffs meeting the criteria described
above and quotas are removed simultaneously. If only the quotas are removed,
the welfare gain is an estimated $5.7 billion in 1996. The next largest effect is
found in the liberalization of the Merchant Marine Act of 1920 (Jones Act),
which yields a gain of $1.3 billion.

Of the agricultural sectors examined in the study, two—dairy and sugar—
showed measurable benefits from liberalization. The TRQs for the meat,
tobacco, and cotton sectors were generally not filled in 1996. For the meat
TRQ, only one supplying country (Uruguay) filled its quota; however, it
accounted for 3 percent of the total quota allotment, and the effects of
elimination of this TRQ would in all likelihood be negligible. The TRQ for
tobacco was only binding for a few countries, whose allotments totaled 24
percent. Again, the effects of the elimination would likely be small; however,
the inability to measure quality differences among imported and domestic
tobacco varieties precluded conclusive evaluation of these restraints. In
response to low domestic cotton production, special import quotas were added
to the cotton TRQ. These special quotas mitigated the restrictiveness of the
TRQ by increasing the market access level of cotton imports when domestic
prices relative to specific import prices exceeded an established threshold. To
the extent that the cotton TRQ did have an effect on economic welfare in 1996,
it was in all likelihood small. A partial equilibrium framework is used to
analyze the peanut sector. The results are not directly comparable to those
obtained using a CGE framework. Liberalization in the peanut sector brings a
net welfare gain of $8 million as a result of lower peanut prices (see table
ES-1).

Removal of the tariffs in footwear; ball and roller bearings; and frozen
fruit, fruit juices, and vegetables would have demonstrated the largest welfare
effects among the high-tariff sectors, increasing welfare by $501 million, $49
million, and $28 million, respectively. The net welfare estimate obtained for
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Table ES-1
Economic welfare change from liberalization of all significant restraints,
by sector, 1996

(Million dollars)
Economic
welfare
Sector change
CGE estimates:
Simultaneous sector liberalization of all significant restraints? .. 12,402
Individual liberalization:
Textilesand apparel? . ............cco i 10,376
Maritime transport (Jones Act)3 .. ...................... 1,324
SUGAN .t 986
Footwear . ... .. 501
DairY oo 152
Ball and roller bearings, and parts ..................... 49
Frozen fruit, fruit juices, and vegetables ................ 28
Costume jewelry and costume novelties ................ 19
Leather gloves and mittens ........................... 16
Personal leathergoods ............. ... ... ... ... ... 14
Chinatableware .......... ... ... . . ... . 12
Ceramictile ... ... 9
CULlerY 4
Partial equilibrium estimates:
Maritime transport (domestic build requirement)3 ............ 380
Pressed and blownglass ........... ... ... i, 34
Peanuts . ... . 8

1 Does not include the effects of liberalization of peanut quotas or high tariffs on
pressed and blown glass.

2 Estimate of eliminating quotas and high tariffs simultaneously. See chapter 3.

3 Two separate analyses were performed for the maritime transport industry. The first,
using a general equilibrium framework, eliminates all of the Jones Act requirements that
reserve domestic deep-water shipping for domestic carriers. The second, using a partial
equilibrium framework, relaxes only the requirement for domestically-built ships. Unlike the
first analysis, the second does not allow imports of cabotage services. Because of these
differences, the second result is not a component of the first. See chapter 5.

Source: Estimated by the staff of the USITC.

pressed and blown glass was $34 million. As with the welfare estimate for
peanuts, the welfare estimate for pressed and blown glass is not directly
comparable to that obtained for the other high-tariff sectors, because it is
generated by a partial equilibrium model.

Employment, Output, and Trade Effects

As noted above, two analyses were conducted on industry sectors subject to
significant import restraints: (1) simultaneous removal of all significant
restraints and (2) individual liberalization of each sector, one at a time. For
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ease of presentation, the following discussion of employment, output, and trade
effects focuses on the estimates from the first analysis, the simultaneous
liberalization (see table ES-2). The sector-level estimates for the first analysis
reflect the effects of removing all import restraints while those in the second
group of experiments shows the effects of removing only the barriers in the
specific sector. Thus, they are not directly comparable, but they generally have
similar magnitudes. In general, imports would have increased significantly
while exports would have declined across most liberalized sectors. In addition,
removal of significant import restraints generally results in a decline in
employment and output in the liberalized sectors; however, these declines
would have been offset by increases in employment and output in the rest of
the economy. The majority of the increases in employment in the rest of the
economy would have occurred in durable manufacturing and other services.

Textiles and Apparel

Textile and apparel quotas covered under the ATC and other bilateral
agreements are the only significant NTBs within the manufacturing sector.
Elimination of quotas and significant tariffs would have resulted in increasing
imports in most of the sectors directly affected by liberalization. Table ES-2
shows that the apparel sector would register the largest increase in imports,
both in absolute and percentage terms ($12.7 billion or 24.4 percent). A few of
the textile sectors experience small declines in imports, reflecting general
contraction of the sector or the effects of increasing prices driven by the
depreciation of the exchange rate.

As shown in table ES-2, the industries that would be most affected by
quota and tariff removal in percentage terms are knitting mills and knit fabric
mills, apparel, broadwoven fabric mills, narrow fabric mills, thread mills, and
yarn mills and textile finishing. Apparel, knitting mills and knit fabric mills,
and broadwoven fabric mills show the largest declines in employment levels
(81,740, 16,840, and 14,620 jobs, respectively).

Agriculture

Imports of sugar and sugar-containing products would have increased by an
estimated $820 million, or 14.0 percent (see table ES-2). Among dairy
subsectors, imports of butter, cheese, and dry and condensed milk products
show increases in imports ranging from 11.6 to 13.1 percent. The
corresponding estimated job loss is approximately 1,990 jobs in sugar and
sugar-containing products and about 160 dairy jobs.

Services

Significant U.S. import restraints at the federal level do not generally exist
in the services sectors, with the exception of transportation services. While
foreign providers of some services face constraints on operations in the United
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Table ES-2

Economic effects of simultaneous liberalization, changes in FTE, value and percent, by sector, 1996

Com-
posite
Employment Output Imports Exports Price
Sector FTE? Percent Value?  Percent Value 2 Percent  Value2  Percent Percent
Focussectors
Textile and apparel sectors:
Apparel, includes only apparel made
from purchased materials ...... -81,740 -13.0 -8,021 -13.1 12,718 24.4 —796 -12.9 -8.6
Broadwovenfabricmills .......... -14,620 -7.4 -2,324 -7.5 150 35 -199 -7.1 -2.2
Canvas and related products,
pleating, stitching, and embroidery -1,390 -3.9 -97 -3.9 21 55 -2 -3.2 -1.2
Carpetsandrugs ................ 120 0.2 16 0.1 —7 -0.6 4 0.5 -0.1
Home furnishings, including curtains
anddraperies ................. -1,200 -1.8 -142 -1.8 315 14.3 -3 -0.7 -2.4
Hosiery ...t -70 -0.1 -8 -0.2 25 4.8 ®) 0.1 -0.8
Knitting mills and knit fabric mills . . . -16,840 -13.8 —1,986 -13.8 127 20.0 -120 -14.7 -0.8
Miscellaneoustextilegoods . ... ... 40 0.1 2 @) -12 -0.7 6 0.3 -0.2
Narrow fabricmills . .............. -1,280 -7.1 -106 -7.1 -25 -6.7 -36 —6.6 -2.2
Threadmills .................... —490 -7.2 -70 -7.2 9 125 -10 -6.6 -14
Yarn mills and textile finishing ... .. -6,020 -6.5 -823 -6.5 55 10.7 -28 -6.3 -0.4
Other fabricated textile products . .. -1,690 -1.5 -166 -1.5 -46 -2.6 -4 -0.6 -0.5
Luggage, handbags, and purses . .. -150 -1.7 -23 -1.7 331 8.4 2 0.6 -10.5
Man-made fibers ............... -1,560 -3.5 -601 -3.5 -89 -5.0 -103 -4.0 *
Other miscellaneous products .. ... 480 0.4 49 0.4 -15 -0.5 11 0.6 &)
Agricultural sectors:
BUtter ............oeiii .. ®) % ®) ) 2 12.5 ®) 0.6 @)
Cheese .............c..ccc.... —-100 -0.3 -71 -0.3 100 13.1 3) @) -0.5
Dry/condensed milk products . . . . .. -60 -0.4 -35 -0.4 64 11.6 ®) -0.1 -1.0
SUGAN © -1,960 -7.7 -592 -7.7 645 47.8 -15 -4.7 -9.3
Sugar—containing products .. ..... -30 @) -53 -0.1 175 3.9 25 0.5 -0.5
Maritime transportation ............. —4,680 -53.2 -1,555 —53.2 2,154 ®) ®) ¢ -23.0
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High MFN tariff sectors:

Ballandrollerbearings ........... -650 -1.2 -69 -1.2 62 3.6 -13 -1.1 -2.1
Ceramic wall and floortile . ........ -670 -8.5 -71 -8.5 75 10.2 -2 -7.7 —6.4
China tableware ................ —260 -5.2 -22 -5.2 22 5.8 -2 -5.1 —4.1
Costume jewelry and costume

novelties ..................... -10 -0.1 -3 -0.1 31 4.2 ® 0.1 -1.4
Footwear ...................... —-300 -0.7 -32 -0.7 809 54 4 0.6 -6.9
Frozen fruit, fruit juices and

vegetables ................... -160 -0.4 -38 -0.4 80 6.7 2 0.2 -1.3
Leather glovesand mittens ....... -50 2.7 -3 2.7 26 7.8 ®) 0.5 -9.2
Personalleathergoods ........... -40 -0.7 -3 -0.7 27 4.6 1 14 -3.6
Cutlery ...t -70 -0.6 -13 -0.7 26 3.2 -3 -0.7 -1.8

Rest of the economy

Agriculture, forestry, and fisheries . . 6,040 0.3 772 0.3 -87 -0.4 790 2.5 0.1
Construction. . .................. 2,030 @) 120 ) 5 ¢ 5 ®) 0.1
Durable manufacturing ... ........ 65,840 0.6 11,352 0.6 -2,927 -0.5 4,739 0.9 0.1
Finance, insurance, and real estate 6,630 0.1 531 @) -93 -0.5 248 0.7 0.1
Mining ... 1,880 0.3 424 0.3 15 @) 86 0.9 0.3
Nondurable manufacturing ....... 12,060 0.2 2,191 0.2 -759 -0.6 656 0.5 0.1
Services,other.................. 18,620 0.1 1,515 @) —284 -0.5 593 0.6 0.1
Transportation, communications,

andutilities .................. 7,870 0.1 1,105 0.1 —406 -0.5 482 0.8 0.1
Wholesale and retailtrade ... ..... 14,480 0.1 466 @) ®) ®) ®) ®) 0.1

1 Full-time equivalents.

2 |n millions of dollars in base year prices.
3 Change less than $500,000.

4 Change less than 0.05 percent.

5 Nontraded sector.

6 Change less than 5.

Source: Estimated by the staff of the USITC.
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States, most of these barriers are requirements that foreign service providers
adhere to the same domestic regulatory requirements faced by domestic
providers of the service, and are consistent with multilateral obligations
regarding national treatment.

Within transportation services, maritime transport is subject to import
restraints by means of regulations that restrict foreign access to the market.
One of the more important restrictions is the Merchant Marine Act of 1920,
which prohibits foreign vessels from carrying domestic freight between U.S.
ports, primarily through domestic-flag requirements, including ownership,
crewing, and a domestic build requirement.

If the present restrictions had been lifted in 1996, the model simulation
shows that after liberalization, imports of deepwater maritime cabotage services
would rise by about $2.2 billion, while domestic production in this sector
would fall by $1.6 billion, or by about 53 percent. Employment in this sector
would drop by an estimated 4,680 full-time equivalents (FTES), or by
approximately 53 percent of total employment in the domestic deepwater
sector. As discussed in chapter 5, if partial liberalization had been implemented
by lifting the domestic-build provision, the volume of output and employment
in this sector would increase by approximately 8 to 22 percent. There would
be no change in imports, because foreign-owned providers would still be
prohibited from participating in domestic deepwater operations.

Like the marine transportation industry, air and truck transportation have
restrictions that limit the access of foreign operators in the U.S. market. As
traditional tariff and quantity restrictions have fallen over time, technical and
regulatory barriers—such as standards, testing, and safety regulation—have
risen in relative importance. The lack of consistent price and cost data
precluded the formal modeling of these two transport sectors.

High MEN Tariff Sectors

Among the high tariff sectors that were analyzed using the CGE model,
table ES-2 shows that footwear imports would have increased the most as a
result of duty elimination, with an estimated $809 million (5.4 percent) gain.
Imports of ceramic tile increased by $75 million (10.2 percent), and frozen
fruits, fruit juices, and vegetables by $80 million (6.7 percent). The largest job
losses would have occurred for ceramic tile, ball and roller bearings, and
footwear (670, 650, and 300 jobs, respectively). As discussed in chapter 6, a
partial equilibrium analysis shows that imports of pressed and blown glass
would have increased by $298 million, while estimated employment losses in
this sector would have amounted to 660 FTEs.
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CHAPTER 1
Introduction

Scope of the Study

This study analyzes the economic effects of significant U.S. import
restraints on the U.S. economy and updates U.S. International Trade
Commission (USITC) reports that were transmitted to the United States Trade
Representative (USTR) in November 1993 and December 1988. purpose
of this study and its predecessor studies is to provide a quantitative assessment
of the effect of significant U.S. import restraints on U.S. firms, workers, and
consumers and on the net economic welfare of the United States. These import
restraints include tariffs, tariff-rate quotas (TRQs), and nontariff barriers
(NTBs) such as quotds.

The study provides an economy-wide assessment of the effects of
simultaneously liberalizing all of the sectors covered by significant import
restraints (chapter 2), as well as an assessment of liberalizing each of these
sectors one at a time (chapters 3-6). The report estimates the effects of the
restraints, by sector, on the value of output (domestic production), domestic
employment levels, and the value of exports and imports. Effects on consumers
occur through changes to income and prices that are measured as changes in
net welfare.

1 See USITC The Economic Effects of Significant U.S. Import Restraints: First
Biannual Update USITC publication 2935, Dec. 1995 and USITThe Economic
Effects of Significant U.S. Import RestraintdSITC publication 2699, Nov. 1993.
Previous USITC studies requested by the U.S. Congress addressed liberalizing
significant U.S. import restraints on a sector-by-sector basis in manufacturing,
agriculture, and services, respectively. These reports are USHECEconomic Effects
of Significant U.S. Import Restraints, Phase I: Manufactyrldg§ITC publication 2222,

Oct. 1989; USITCThe Economic Effects of Significant U.S. Import Restraints, Phase I
Agricultural Products and Natural Resourcé$SITC publication 2314, Sept. 1990; and
USITC, The Economic Effects of Significant U.S. Import Restraints, Phase Ill: Services
USITC publication 2422, Sept. 1991.

2 This report excludes, as requested by USTR (see appendix A), all import restraints
resulting from final antidumping or countervailing duty investigations, section 337 or
406 investigations, or section 301 actions. It is no longer permissible under WTO rules
for WTO members to apply quotas, voluntary restraint agreements (VRAS), or voluntary
export restraints (VERs) against other WTO members, with the exception of trade in
textiles and apparel (which is administered under the Uruguay Round Agreement on
Textiles and Clothing) or in limited safeguard actions.



The original request letter from USTR (see appendix A) requested that the
Commission provide quantitative assessments of the effects of significant
import restraints using partial equilibrium and general equilibrium frameworks.
All of the estimated economic effects that are discussed in this report are
derived from computable general equilibrium (CGE) or partial equilibrium
models.

The base year for this study is 1996, the latest year for which the necessary
data are available for the policy simulations. Consequently, this analysis
examines those domestic import restraints that were in effect in 1996. The
analysis includes modifications to these import restraints that took effect at the
beginning of 1995 as a result of the General Agreement on Tariffs and Trade
(GATT) Uruguay Round Agreements (URA).

This report uses the same definition of “significant import restraints” used
in the previous 1995 study. If the quantity of imports is substantially less than
the quantity specified by a qudtahen the quota does not affect the price of
imports and is said to be “nonbinding.” On the other hand, if the quantity of
imports is actually restricted by the barrier in place, the quota does affect the
price of imports and is said to be “binding.” In this report, all binding quotas
(and TRQs) are considered to be significant, while nonbinding quotas are not
analyzed®

During 1996, the following quantitative restraints on certain U.S. imports
were in place: quotas on certain textiles and apparel pursuant to the Uruguay
Round Agreement on Textiles and Clothing (ATC) and bilateral agreements
with non-WTO member countries, successors to the Multifiber Arrangement
(MFA); TRQs on meat, cotton, dairy products, peanuts and peanut butter and
peanut paste, cigarette tobacco, and sugar and sugar-containing products; and
the ban on the importation of cabotage maritime serfic&f these sectors,

3 1t should be noted that this report analyzes the complete elimination of significant
restraints as they existed in 1996, and does not attempt to analyze the liberalization
effects of the URA. The effects of the URA were assessed by the Commission in
USITC, Potential Impact on the U.S. Economy and Industries of the GATT Uruguay
Round AgreementdJSITC publication 2790, June 1994. The analysis in that report
examined the long-run effects of the URA on 48 U.S. sectors by using a partial
equilibrium model. In addition, that analysis examined the effects of multilateral
liberalization between the United States and its GATT-signatory trading partners.
Consequently, the estimates from the 1994 report are not comparable to the estimates in
this report.

4 For ease of presentation, the above discussion focuses on the effects of a quota.
However, the same discussion applies to a TRQ when it restricts imports to the quota
level. In such a case, quotas and TRQs are analytically equivalent.

5 The point at which a TRQ or quota is considered nonbinding is an empirical
question specific to each sector with TRQs or quotas. This question is considered in
chapter 4 of this report.

6 Cabotage is a term used in the transport industry to indicate the carriage of
products or people between two points within a country.



the quota levels for meat, cotton, and cigarette tobacco TRQs were, for the
most part, found to be nonbinding in 1996 and hence had either negligible or
indeterminate effects on the prices of these products. Consequently,
guantitative estimates for these sectors are not provided.

With respect to tariffs, the method used to choose sectors with high tariffs
in this second update differs from the methodology used in previous
investigations. Specifically, for this update, high tariff sectors are those where
the average duty applied to the sector is one standard deviation higher than the
mean duty on U. S. imports, averaged over all sectors at the four-digit SIC
level® Applying this criterion yields a duty threshold of about 6.2 percent ad
valorem. In addition, only sectors that have at least $100 million in imports
were considered. Sectors covered elsewhere in the report are not analyzed
again in the significant tariff section. The 10 sectors analyzed in this part of
the report are: (1) frozen fruits, fruit juices, and vegetables, (2) foGtwézr
leather gloves and mittens, (4) personal leather goods, (5) processed and blown
glass, (6) ceramic tile, (7) china tableware, (8) cutlery, (9) ball and roller
bearings, and (10) costume jewelry.

Approach of the Study

For this study, a computable general equilibrium (CGE) model is used to
estimate the economy-wide and sectoral effects for all sectors except peanuts
and pressed and blown glass. For these two sectors, a partial equilibrium

7In the 1993 report, the selection criteria for significant tariff levels were an MFN
average ad valorem equivalent rate of at least 9 percent (calculated on a dutiable value
basis for 1991) and at least $100 million in dutiable imports covered by the tariff.
However, tariff rates in the USITC CGE model are calculated on a CIF basis. To
maintain consistency with the CGE model, tariffs were calculated in terms of CIF value.
An ad valorem equivalent rate of 7.5 percent, calculated on a CIF basis, was
approximately equivalent to an ad valorem tariff rate of 9 percent, calculated on a
dutiable value basis. The 1995 report used the same criteria that were used in 1993, in
addition to including sectors with tariff revenues of over $350 million. The changes in
these criteria are an attempt to refine the methods used in selecting high tariffs.
Specifically, the selection criterion (one standard deviation above the mean) used in the
current report defines a benchmark that can be extended to future studies. A consistent
criterion based on the observed distribution of tariffs allows flexibility in identifying high
tariffs, especially in an environment in which levels of protection change considerably
over time.

8 The average tariff rates were calculated for each 4-digit SIC. The mean and
standard deviation of all the 4-digit SICs were calculated. If the tariff rate for a specific
SIC is greater than the mean plus the standard deviation, the sector is selected for
analysis.

9 The footwear sector includes: nonrubber men’s footwear; nonrubber women's
footwear; nonrubber footwear, not elsewhere classified; and rubber footwear.



framework is used® In addition to the general equilibrium analysis of the
Jones Act restrictions, a partial equilibrium framework is used to analyze the
effects of liberalizing only a limited part of the Jones Act, specifically, the
domestic build requirement (chapter 5). Partial equilibrium (PE) models
generally specify a supply and demand structure for domestic output and for
competing imports. PE models typically assume that any linkages between
the sector that is analyzed and other sectors in the economy are held
constant. In addition, PE models assume no movement of labor and capital
between sectors. Therefore, the partial equilibrium approach does not
consider any secondary liberalization effects in other sectors such as the
changes that could result as capital and labor move from the less productive
sectors to the more productive sectors of the economy.

General equilibrium models analyze market interactions within an economy
between producers and consumers for goods, services, labor, and physical
capital. The distinguishing feature of a general equilibrium model is its
economy-wide coverage and multisectoral nature. A general equilibrium model
explicitly accounts for upstream and downstream production linkages and
competition between sectors for labor and capital. In addition, the general
equilibrium approach considers the balance of trade, income transfers
associated with quotas and tariffs, and economy-wide resource constraints for
labor and capital. These additional features of general equilibrium models
provide a more complete or comprehensive assessment of employment, output,
and trade effects of policy changés.

Both the partial and general equilibrium approaches analyze the removal of
tariffs, TRQs, and NTBs as a reduction in the cost of imports in the protected
sector. The resulting decline in the price of imports in the protected sector

10|n the original 1992 request letter from the USTR (see appendix A), the USITC
was asked to examine the removal of individual import restraints in a partial equilibrium
framework and examine the simultaneous removal of all import restraints in a general
equilibrium framework. In the 1993 study, after consultations with the USTR outlining
the benefits of a general equilibrium approach over a partial equilibrium approach and
coupled with the USTR’s desire to compare results from simulations of individual
restraint removal with the results of simultaneous liberalization of all restraints in a
consistent framework, the USITC proceeded to analyze all but one (the peanut TRQ) of
the significant U.S. import restraints in a general equilibrium approach, and that form of
analysis is repeated here. Both the peanut and the pressed and blown glass sectors are
contained within the broader sectors of the ITC CGE model and cannot be separated out.
Therefore, both are assessed using a partial equilibrium approach.

11 See Jaime de Melo and David Tarr, “Welfare Costs of U.S. Quotas in Textiles,
Steel and Autos,Review of Economics and Statistigsl. 72 (Aug. 1990), 489-97. See
also, Mary F. Kokoski and V. Kerry Smith, “A General Equilibrium Analysis of
Partial-Equilibrium Welfare Measures: The Case of Climate Changejérican
Economic Review77, No. 3, 1987, pp. 331-341. Their research suggests that when
changes affecting multiple sectors of the economy are being assessed, partial equilibrium
models may overstate the welfare effects arising from such changes.



induces an increase in the quantity of imports demanded and simultaneously
induces a reduction in the demand for the competing domestic product. The
primary effects of removing the import restraints are a decline in the output

of the domestic product and the concomitant decline in domestic

employment.

There are secondary effects of liberalization that are realized in sectors that
are upstream and downstream to the liberalized sector. The CGE model allows
the estimation of both primary and secondary effects. These secondary, or
indirect, effects are important since they can enhance or diminish the direct
effects of liberalization in the protected sectors. In the model, these secondary
effects occur mainly through changes to the real exchange rate and the
reallocation of production inputs—labor and capital.

For example, when the wage-rental ridigncreases, the price of labor
rises relative to the price of capital. Consequently, producers have the incentive
to use more capital and less labor to reduce costs. If liberalization raises the
economy-wide wage-rental ratio, it is possible that some sectors may use fewer
workers, despite producing more output.

Liberalization can also cause the U.S. real exchange rate either to
depreciate or appreciate. The real exchange rate in the USITC model is defined
as the relative price between tradeable and nontradeable goods and &&rvices.

If the real exchange rate as defined in the model depreciates as a result of
removing the import restraints, then the price of tradeable goods rises relative
to nontradeable goods, raising both import and export prices. Thus, there is a
tendency for consumers to import less and producers to export more. This
change is the same effect that would be observed for a depreciation of the
conventional real exchange rate. However, for the specific sectors that are
liberalized, this economy-wide exchange rate effect is generally overshadowed
by the increased import penetration due to lost protection. Consequently, the

12The price of labor is the wage, whereas the price of capital is called the “rental
price of capital.” The ratio of these two prices is called the “wage-rental ratio.”

13 Nontradeable or nontraded goods and services consist of economic activity that
does not enter into international trade such as construction, government, and certain
types of production. Conventional discussions of the real exchange typically define it as
the relative currency valuations among countries adjusted by their relative inflation rates.
(See Sebastian Edwards, “Real Exchange Rates in the Developing Countries: Concepts
and Measurement,” National Bureau of Economic Research working paper 2950, April
1989, for a discussion of the various definitions of real exchange rates used in economic
research.) However, the USITC model does not depict domestic or international
monetary flows, inflation, or nominal currency valuations. The trade effect of a change
in the real exchange rate—i.e., the inflation adjusted relative currency valuation—is
equivalent to the effect of a change in the relative price between tradeables and
nontradeables.  Therefore, the model relies on this equivalent relationship when
depicting the real exchange rate.



real exchange rate effect is more useful in explaining why sectors that are
not directly affected by liberalization experience trade effetts.

USITC CGE Model

The USITC CGE model used in this analysis is very similar to the model
that was used in the previous two reports. The current model retains all the
features of the previous model but adds flexibility by distinguishing between
industries and commaoditié8. For this study, the model is used to assess the
effect of the elimination of tariffs, quotas, and TRQs. The basic structure of the
model is described in technical detail in appendix D. Many of the behavioral
and structural parameters of the protected sectors are upfatedsequently,
the results of this model are not entirely comparable to the results in the
previous report.

Basic Structure

The USITC CGE model estimates both economy-wide results and
sector-specific results. For the individual sectors highlighted in a particular
policy simulation, the model specifically reports estimated changes in
employment, output, imports, and exports for the liberalized sectors, as well as
for the other sectors that are upstream suppliers and downstream consumers to
the liberalized sectors. The model, as implemented for this study, assumes that
the labor force is fixed in size, so that any changes to employment in one
sector are balanced by offsetting changes in other sectors. The economy-wide
results reported include the change in wages, the wage-rental ratio, the real
exchange rate, and net welfare. These results are reported for the simulations
that examine the effects of completely liberalizing the covered sectors in 1996.

The net welfare effect reported by the USITC CGE model measures the net
welfare change of U.S. households as a result of a policy change in the
economy. Specifically, net welfare is measured in the USITC model using a
concept that measures the income change that would be needed, at base year
prices, for households to remain equally well off under trade liberalization as

141n some cases, the indirect effect of a depreciation of the real exchange rate may
outweigh the direct effect of liberalization, namely the output decline, and make it
possible for exports to rise in some of the liberalized sectors.

15 This structure is similar to that of the CGE model of the U.S. economy developed
by staff at the Economic Research Service, U.S. Department of Agriculture. Kenneth
Hanson, at ERS, advised ITC staff on various revisions that were made to the structure of
the current ITC database and model.

18 The behavioral and structural parameters are described in greater detail in
appendix D. In particular, many of the import substitution elasticities, which describe
the degree of substitutability between imports and domestic products, were re-estimated
from new data.



they are with import restraints in place. In measuring welfare changes, a
general equilibrium model does not isolate individuals as consumers or
producers. The two groups are linked by the flow of payments from
households to firms for goods and services, and by the flow of income from
firms to households for factors of production. Therefore, changes in the
income of firms from liberalization translate into corresponding changes in
the income of households. The net welfare measure includes the change in
income payments to households from firms that results from the removal of
import restraints and captures the income gain that consumers experience
from lower prices due to liberalization. The net welfare measure does not
include any adjustment costs. Changes to the economy due to liberalization
are assumed to take place with no temporary, transitional unemployment or
other costs.

In addition to the income that flows between domestic households and
firms, net welfare also takes account of income that accrues to the U.S.
government, in the form of tariff revenues, or that accrues to foreign exporters
or domestic importers, in the form of quota rents. Quota rents occur in the case
where import restraints are in the form of a quantity restriction, such as a
quota, or binding TRQ. These quantity restrictions generate economic rents, or
above-normal income, that might accrue to either foreign exporters or domestic
importers, depending on who holds the quota rights to import these goods into
the United State¥!

It should be noted that the estimates obtained from the CGE model
emphasize the effect of import restraints in isolation from all other factors that
affect the economy such as U.S. fiscal and monetary policies or trade policies
in foreign countries. In addition, the results do not incorporate expected future
changes in the economic variables that are analyzed. Therefore, the estimates
of this analysis are not forecasts. Finally, the CGE model is a static model that
assesses the impact of trade policy changes at one point in time. Consequently,
the model does not capture dynamic effects that may result from trade
liberalization such as an increase in the rate of economic growth in the U.S.
economy.

Data

The data used by the USITC CGE model are in the form of a large social
accounting matrix (SAM). The SAM organizes data in a consistent framework
of interindustry flows, value added, imports, and final demand for 497
production sectors. The USITC SAM is based on 1996 national accounts data
provided by the Bureau of the Census, the most recent (1992) U.S. Department

17 See USITC,Significant U.S. Import Restraintd995, especially chapter 7 for
further discussion of quota rents.



of Commerce input-output tablé, and 1996 trade flows from the U.S.
Department of Commerce. The other major inputs into the USITC model are
the parameters that represent the behavior of producers and consumers in the
U.S. economy. These parameters are in the form of elastidizesl are

either estimated by the staff of the USITC or gathered from published
sourceg? For example, these behavioral parameters include, among others,
elasticities of substitution between domestic and imported products, income
elasticities, and export demand elasticities.

Any quantitative analysis of the removal of U.S. import restraints requires
measures of the magnitudes of these restraints. Among these restraints, tariffs
are readily quantifiable. In addition to import data, the SAM contains the
estimated duties collected by the Treasury from official statistics of the U.S.
Department of Commerce. For each sector that is analyzed, an average ad
valorem rate is calculated using import shares as weights.

Tariff-rate quotas are a type of tariff restraint, with a lower tariff applied to
in-quota imports and a higher tariff applied to over-quota impérBepiction
of a TRQ within a model is more complex than that of a quota. If the
over-quota rate is not so high as to prohibit imports, or if imports are
significantly below the quota limit, the appropriate tariff rate is used. If the
over-quota tariff is prohibitive, the TRQ is binding and the impact of the TRQ
is analytically identical to a quota.

Although the quantified effects of binding qucthasn the market are
difficult to model, one can estimate the tariff equivalent of the binding quota,

18 U.S. Department of Commerce, Bureau of Economic AnalyB&chmark
Input-Output Accounts of the United States, 1992ashington, DC: U.S. Government
Printing Office, Sept. 1998).

19 Elasticities depict the (percentage) change in an economic variable in response to
changes in another related variable. For example, the expenditure elasticity contained in
the SAM shows the percentage change in the demand for a particular commaodity relative
to a l-percent change in income. See appendix D for further discussion of these
elasticities.

20 These parameters are described in more detail in USARGntroduction to the
ITC Computable General Equilibrium ModdUSITC publication 2423, Washington,
DC, Sept. 1991.

211n the case of agriculture, border measures, including the former U.S. section 22
guotas and the U.S. Meat Import Act, were converted to tariffs (tariffication) under the
GATT Uruguay Round Agreement. The tariffication process involved the introduction
of tariff-rate quotas, with specified access levels being provided at lower duties (inside of
quota tariff rates) and with higher, more restrictive over-quota tariff rates. Even though
TRQs have a specified access or quota level, they are generally defined as tariff barriers.

22 For ease of presentation, this discussion focuses on quotas. However, the same
discussion applies other NTBs that are binding as well as to TRQs when the over-quota
rate is prohibitive.



namely, a tariff that has the same effect on prices and quantities as the quota.
For all of the sectors with prohibitive quota levels, a tariff equivalent is
estimated and used in the USITC model to analyze the effects of liberalizing
that secto?3 The techniques used in this study to quantify the price premium
associated with a particular binding quota are the price-gap method, the
cost-push method, and an approach that makes use of license prices. These
techniques are described in Appendix F.

Tariff equivalents that are estimated using the price-gap method measure
the percentage differential between the U.S. domestic price of a good and the
world price of that good. The method assumes that the price differential
between the domestic and imported goods is caused entirely by the TRQ,
qguota, or NTB. The application of the price-gap method depends primarily on
the existence of reliable pricing data and was applied to the TRQs on sugar,
peanuts, dairy products, and the cabotage restriction on maritime transportation.
However, reliable pricing data were not available for sugar-containing products
or for textiles and apparel.

In the case of sugar-containing products, the cost-push method was used to
obtain a tariff-equivalent. The TRQs on these products are maintained to
prevent the disruption of the upstream TRQs on sugar. The cost-push method
assumes that the tariff equivalent for these downstream products is directly
related to the one for sugar. Specifically, the relationship between these two
tariff equivalents is derived from the proportion of sugar that goes into
producing sugar-containing products. The proportion is measured as the share
of costs accounted for by sugar.

In the case of textiles and apparel, license prices were used to calculate the
export tax equivalents for exports from Hong Kong, China, and India that were
covered by restrictive quotas under the ATC or, in the case of China, a bilateral
agreement. License price data were not available for other restricted country
suppliers covered by the ATC or bilateral agreements. An alternative approach
that makes use of third-country import data and estimated Hong Kong supply
prices was used to estimate the export taxequivalents for these country
suppliers. This approach is described more fully in chapter 3 and appendix F.

Organization of the Study

Chapter 2 presents the results of simultaneously liberalizing all significant
import restraints analyzed individually in the subsequent chapters. In this
model simulation, the only upstream and downstream linkages discussed are

23|n the case where the over-quota rate of a TRQ is prohibitive, the over-quota rate
may be greater than the actual market price that is paid by U.S. consumers. In such a
case, the over-quota rate cannot be used in the model because it would overstate the
effects of the TRQ. Consequently, tariff equivalents are estimated to reflect actual
market prices that existed in 1996.



those among the liberalized sectors themselves. The analysis highlights the
importance of economy-wide considerations of an economic policy.

Chapter 3 presents the results of liberalizing the significant quantitative
restrictions in the manufacturing sector, which are limited to the ATC and
bilateral textile agreements. The chapter also includes the results of eliminating
tariffs on “high tariff” textile and apparel sectors.

Chapter 4 presents the results of liberalizing the significant quantitative
restrictions in the agricultural sector. These restrictions include TRQs on the
dairy products, peanut, sugar, cigarette tobacco, meat, and cotton sectors.

Chapter 5 describes the results of liberalizing a significant quantitative
restriction in the services sector, namely, the restrictions placed on maritime
transport services under the Merchant Marine Act of 1920, commonly referred
to as the Jones Act. Also, this chapter provides a brief discussion of other
services sectors.

Chapter 6 illustrates the results of individually liberalizing sectors protected
only with significant MFN tariffs. The ten sectors that were identified generally
correspond to those in the USITC CGE model.
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CHAPTER 2
Simultaneous Changes in All
Significant U.S. Import
Restraints

This chapter contains an analysis of the effects of simultaneously
eliminating all significant U.S. import restraints that were in place durégs.
It isolates those sectors that have significant U.S. import barriers to illustrate
the effect the removal of these barriers would have on the sectors as well as on
the U.S. economy as a whole.

|dentification of Significant Import
Restraints

This study identifies 32 sectors in the U.S. economy with significant import
restraints. These barriers take two general forms: import quantity restrictions
and high tariffs. Table 2-1 lists 30 secfovsith import protection covered in
this analysis, their 1996 MFN tariff rates, tariff or export tax equivalent
estimates of their import quantity restrictions, and the quota rents associated
with those sector-specific quotagiextile and apparel products covered under
the WTO Agreement on Textiles and Clothing (ATC) and separate bilateral
agreements are represented in the first 15 sectors listed. The next 5 sectors
include specific agricultural products that are subject to tariff-rate quotas, with
high tariffs on over-quota imports. The Merchant Marine Act of 1920
(commonly called the Jones Act) places important restrictions on maritime
transportation between U.S. ports. Maritime transportation services is the only
service sector included in this analysis. The last 9 sectors are called the “high
MFN tariff sectors” because they are not subject to quota restrictions but do
have significant MFN tariff rates.

1 Two sectors are omitted from the simultaneous liberalization simulation: the
peanut sector and the processed and blown glass sector. These sectors are too small to be
identified in the USITC model, but are analyzed with partial equilibrium models in
chapters 4 and 6.

2 Economic rent in the context of an import quantity restriction refers to profits
accruing to owners of a quota which are derived from higher prices that occur because
the quantity restriction induces artificial scarcity in the market.
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Table 2-1

Significant U.S. import restraints, by sector, 1996

USITC sector

Average MFN
tariff rate 1

Tax or tariff
equivalent 2

Quota
rents

Textiles and apparel:

Apparel, includes only apparel made from purchased materials ............... ... ... ........
Broadwovenfabricmills .. ... ..
Canvas and related products, pleating, stitching, and embroidery . ........... ... .. ... ... .....
Carpetsandrugs . . .
Home furnishings, including curtains and draperies ...t
Hosiery.. ..........
Knitting mills and knitfabricmills . . ... ...
Miscellaneoustextile gOOAS . .. .. ... it
Narrow fabric mills . .
Threadmills .......
Yarnmillsandtextile finishing. . ... ...
Other fabricated textile produCts .. ... ... i
Luggage, handbags, and PUISES . .. ...ttt e e e e e e
Man-madefibers ...
Othermiscellaneous ProdUCS . . .. ...ttt e e e e e

Agricultural sectors:

i

[N

=
NOWNNODIAENNANOW

NirwoNhoNTToNNDD O N

=

BU T 8.5
BB . . 8.0
Dry/condensed mMilk prodUCES . . . . ..ot e e e e e 0.3
SUGAN .ottt 0.5
Sugar—containing ProdUCES . . . . ..ottt et e e e e e e e 2.2
Maritime transportation . .. ... ... e ®)

12

Percent

AP OPO0O0000ONOORO
LLohvowvwNhood~NRMNO

15.0
15.0
74.9

3.2

Million
dollars

2,620
66

WORPRFRPWOWRARE

136
Q)



High MFN tariff sectors:

Balland roller DEANNGS . . ...\ttt ettt e et e e 7.6 ® ®
Ceramic wall and fIOOTtHIE . . . . ..ottt e e 16.3 @) ®)
ChiNA tADIBWAIE . ...ttt et e e e e e e e e e e e 10.4 (®) ®
Costume jewelry and COStUME NOVEIIES . . . .. ... v ottt ettt 6.7 @) ®)
10T 1177 | 10.7 ®) ®
Frozen fruit, fruit juices, and Vegetables ... ... .......ou.ur et 11.8 @) ®)
Leather gloves and MItteNS . ... ...\ttt ettt et e 13.3 @) ®)
Personalleather goods . . ... ...ttt 8.4 ® ®
CUH Iy e 6.4 ®) ®)

1 Ad valorem tariff rate, c.i.f. basis, concorded specifically for the USITC CGE model.

2 Tariff equivalent quota premium rate of quantity restrictions, or export tax equivalent for textiles and apparel. Tariff equivalents for the agriculture
sector quotas are inclusive of MFN tariffs.

3 Less than 0.05 percent.

4 No duties collected.

5 Not applicable.

6 Less than $500,000.

Source: Ad valorem tariff equivalents compiled from official statistics of the U.S. Department of Commerce. Tariff equivalents or export
tax equivalents of the quotas are estimated by USITC staff. Quota rents are calculated by USITC staff using the USITC CGE model.
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Ad valorem tariffs are shown in the first column of table 2-1 and are
applied to imports in all sectors except maritime transportéti@uantitative
import restrictions were in place for 21 of the 30 sectors recognized as having
significant import barriers. Quantity restrictions are represented in the USITC
CGE model through the use of ad valorem tariff equivalents of the import
guotas, or export tax equivalents in the case of textile and apparel products.
These are estimated using the methods described in appendix F and are
reported in the second column of table 2-1. The price-gap approach is the
primary technique used to estimate these tariff equivalents. However, quantity
restrictions in the textile and apparel and sugar-containing products sectors are
estimated by employing alternative technigfiedetails of which are presented
in chapters 3 and 4, respectively.The experiment reported in this chapter
simulates the removal of tariff and non-tariff barriers in the listed agricultural
sectors and maritime transportation, tariff barriers in the “high MFN tariff”
sectors, and quotas in the textile and apparel sectors. In addition, the removal
of tariffs is simulated for those industries among the textile and apparel sectors
having high tariff rates. These sectors include apparel, broadwoven fabric mills,
narrow fabric mills, thread mills, yarn mills and textile finishing, hosiery, home
furnishings, knitting and knit fabric mills, canvas and related goods, and
luggage, handbags, and purses.

Rents generated by the import quantity restrictions are estimated by the
USITC CGE model and reported in column three of table 2-1. As a group, the
15 textile and apparel sectors produce an estimated $2.8 billion in quota rents.
These rents, which represent transfers to foreign producers or exporters of
textiles and apparel, are heavily concentrated in one sector, apparel made from
purchased materials (apparel), which produces 95 percent of the total textile
and apparel rents. Quantity restrictions on the 6 agricultural products modeled
lead to an estimated $834 million in quota rents. The quota rents generated by
this set of products are slightly more evenly distributed among the group,
although 70 percent of the group’s rents accrue to sugar.

Economy-Wide Effects of Removing All
Significant U.S. Import Restraints

The analysis in this chapter addresses the USTR’s request for a quantitative
assessment of theverall impact of removing significant U.S. import restraints.
The overall effect of import relief is obtained by simultaneously liberalizing the

3 Maritime transportation is not subject to MFN tariffs.

4 The cost-push method is used for the sugar-containing product sectors. Tax
equivalent estimates for quotas on textile and apparel imports are based on license prices
and, when necessary, on third-country import data.

51n the present analysis, the estimated quota premiums for the textile and apparel
sectors are estimated under the assumption that a quota is binding when 90 percent of the
targeted imports are supplied.
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1996 level of protection in the 30 sectors, other than peanuts and processed
and blown glass, identified as having significant import barriers.

Estimates of the overall effects are found using the USITC CGE model,
which explicitly accounts for linkages among all sectors in the economy. This
model allows the liberalization in one sector to affect all other sectors,
including other liberalized sectors. Therefore, the results reported in this
chapter are not equivalent to adding up the results of a series of experiments in
which individual trade barriers are liberalized. Results of such experiments
are reported in the following chapters. Instead this chapter’s results account for
the cross-commodity interactions that are present in the model. In addition, the
interaction between sectors that results from simultaneous liberalization may
produce changes in output, employment, imports, or exports of a different
direction than those reported in the individual sector analyses. All changes in
imports, exports, and output are reported in value terms, with imports reported
on a c.i.f. basis value terms and exports and output reported as value of
shipments.

In the USITC CGE model, firm income is remitted to households in the
form of wages and rents for the use of capital, so changes in firm income
translate into changes in consumer income. Therefore, the net welfare measure
derived in this analysis captures the impact on consumers net of the income
effects due to gains and losses incurred by the firms as a result of eliminating
all the identified significant import restrictions. Simultaneous liberalization of
all import restraints described in this study would result in a net welfare gain of
approximately $12.4 billion for the year 1996. This result implies that the
simultaneous removal of the significant import barriers discussed in the report
is approximately equivalent to a $12.4 billion increase in consumer incomes.

To provide an indication of the relative importance of the import restraints
analyzed in this report, two benchmark experiments were performed. In the
first, measured MFN tariffs were removed on four sectors, in addition to those
discussed above. These were: industrial chemicals, motor vehicles and auto
bodies, blast furnace and steel mill products, and household audio and video
equipment. These sectors have low ad valorem equivalent tariff rates (below
the threshold level for focus sectors), but because of the volume of imports,
they account for a large amount of tariff revenue. The second experiment
removes all measured tariffs and non-tariff barriers on all imports. In
comparison with the $12.4 billion welfare gain attributed to the scenario
described in this chapter, the addition of the four sectors resulted in a total
welfare gain of $14.5 billion. The elimination of all import restraints led to a
calculated total welfare gain of $14.9 billion.

Several economic factors are responsible for the gains in welfare associated
with the removal of import barriers. First, as the significant import restraints
are lifted, capital and labor move from less productive sectors into sectors that
can more effectively use these inputs in production. Second, consumers and
producers that use products formerly subject to import restraints will
experience lower prices for these imported goods, which increases their
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purchasing power. Third, domestic welfare increases with the removal of the

guota rents that had been transferred from U.S. purchasers to the foreign and
domestic firms and individuals that had held those import rents. For quota rent

payments, the extent to which transfers to foreigners are eliminated is

especially important because this represents a component of expenditure for
which there is no domestic income or consumption of goods or services.

Liberalization of all significant import restraints has costs as well. The
costs captured in this analysis include displacement of employment and profits
that occur as imports replace production and employment in some sectors. If
previously protected sectors decline, their upstream suppliers may also
experience adverse effects as a result of diminished demand. These interactions
are captured in the USITC CGE model and are reflected in the estimated
effects that are reported in this chapter.

Other economy-wide results from liberalization include an estimated 0.1
percent drop in the ratio of labor’'s wages to capital’s returns, indicating that
labor’s remuneration rate would be expected to decline very slightly relative to
the returns accruing to capital. Removal of all significant import restraints also
causes a 0.7 percent appreciation in the real exchange rate, which would tend
to increase import demand and lower the incentive to export. For the
previously protected sectors, the exchange rate effect is generally enhanced by
sector-specific decreases in import prices, which further increase import
demand. These effects cause a real increase in total imports of 1.2 percent.
Reallocation of resources leads to export gains in the economy at large, but the
exchange rate change helps restrain the real increase in aggregate exports to
only 0.7 percent.

Sectoral Effects of Removing All
Significant U.S. Import Restraints

Table 2-2 illustrates the sector-specific effects on employment, output,
imports, and exports of simultaneously removing all significant U.S. import
restraints. In general, when import barriers are eliminated, the previously
protected sectors decline in terms of production and employment and the rest
of the U.S. economy gains. The following discussion first describes the effects
of removing import restraints from the previously protected sectors identified
separately in the report (focus sectors), and concludes with a description of the
economic impact on the nine aggregate sectors that represent the remainder of
the U.S. economy.

Focus Sectors

The primary effect of removing the tariffs and quotas on the focus sectors
is a reduction in the prices of imported goods. This drop generally leads
households to shift consumption from domestically produced goods to imports
in the liberalized sectors. However, because some of these sectors have
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important upstream and downstream linkages to other liberalized sectors, these
relationships have effects that may intensify or counteract the direct impact of
trade liberalization.

As a group, elimination of the textile and apparel quotas and tariffs (for the
high tariff textile and apparel sectors) accounts for the largest effects among
the focus sectors. Textile and apparel product imports are estimated to increase
by $13.6 billion, or 18.3 percent on average, displacing domestic production
and employment in these sectors. Employment is estimated to fall by about
126,400 full-time equivalent workers in the textile and apparel sectors, and
domestic production is $14.3 billion lower after imports are liberalized.
Apparel, broadwoven fabric mills, narrow fabric mills, thread mills, knit fabric
goods, and yarn mills would experience the largest estimated changes as a
result of complete liberalization. Model results indicate that employment and
output would fall by at least 6 percent in each of these sectors and imports
increase by at least 5 percent, except for broadwoven fabric mills. The effect of
import liberalization on exports from these sectors is also large relative to the
other textile and apparel sectors. Import liberalization raises the price of
exports relative to domestic sales, so that exports decline proportionally less
than domestic production. The net effect here would be a drop in exports of
about 6 percent by value.

There are two primary reasons for the large changes in these sectors. First,
the removal of significant import restraints in these sectors yields strong price
competition from imports that generally shrinks the domestic industries. For
several sectors, the magnitude of these changes is increased by the elimination
of quotas and of MFN tariffs which are above 10 percent on an ad valorem
equivalent basis. In many cases, the restrictive impacts of the MFN tariffs are
greater than the quotas as measured by the export tax equivalents.

Second, the effects in the thread and yarn mills sectors are driven mainly
by the impact of changes in downstream sectors. The relatively small increase
in imports of thread mill products is accompanied by a strong decline in
production and employment because the apparel sector, an important
downstream purchaser of thread mill output, would decline significantly when
all import barriers are removed. Similarly, the decline in domestic apparel, the
most important purchaser of knit fabric mill products, reduces demand for the
knit fabric mill products. This, combined with a large tariff and quota
liberalization in the knit fabric mill products sector itself, reduces domestic
economic activity in that sector significantly.

The simultaneous removal of all significant import restraints in all sectors
would generally reduce the prices paid for imported textiles and apparel by
more than 5 percent, and up to 15 percent in the case of apparel. This also
causes domestic producers to lower prices as they adapt to the increased price
competition of imports. The general effect of price reductions in the textile and
apparel sectors is a 0.2 percent decrease in aggregate consumption on a value
basis. Consumer prices fall most in the luggage (10 percent) and apparel (9
percent) sectors, and these correspond to sectors with the largest increases in
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Table 2-2
Economic effects of simultaneous liberalization of import restraints, changes in FTE, value and percent, 1996

Com-
posite
Employment Output Imports Exports  Price
Sector FTEL Percent Value?  Percent Value 2 Percent  Value? Percent Percent

Focus sectors

Textile and apparel sectors:
Apparel, includes only apparel made

from purchased materials ....... -81,740 -13.0 -8,021 -13.1 12,718 24.4 —796 -12.9 -8.6
Broadwovenfabricmills .......... -14,620 -7.4 -2,324 -7.5 150 35 -199 -7.1 -2.2
Canvas and related products,

pleating, stitching, and embroidery -1,390 -3.9 -97 -3.9 21 55 -2 -3.2 -1.2
Carpetsandrugs ................ 120 0.2 16 0.1 —7 -0.6 4 0.5 -0.1
Home furnishings, including curtains

anddraperies ................. -1,200 -1.8 -142 -1.8 315 14.3 -3 -0.7 -2.4
Hosiery ...t -70 -0.1 -8 -0.2 25 4.8 ®) 0.1 -0.8
Knitting mills and knit fabric mills . . . -16,840 -13.8 —1,986 -13.8 127 20.0 -120 -14.7 -0.8
Miscellaneoustextilegoods . ... ... 40 0.1 2 @) -12 -0.7 6 0.3 -0.2
Narrow fabricmills . .............. -1,280 -7.1 -106 -7.1 -25 -6.7 -36 —6.6 -2.2
Threadmills .................... —490 -7.2 -70 -7.2 9 125 -10 -6.6 -14
Yarn mills and textile finishing ... .. -6,020 -6.5 -823 -6.5 55 10.7 -28 -6.3 -0.4
Other fabricated textile products . .. -1,690 -1.5 -166 -1.5 -46 -2.6 -4 -0.6 -0.5
Luggage, handbags, and purses . .. -150 -1.7 -23 -1.7 331 8.4 2 0.6 -10.5
Man-madefibers ................ -1,560 -3.5 -601 -3.5 -89 -5.0 -103 -4.0 *
Other miscellaneous products .. ... 480 0.4 49 0.4 -15 -0.5 11 0.6 &)

Agricultural sectors:
BUtter ..., ®) % ®) ) 2 12.5 ®) 0.6 %
Cheese .............c.cccooui.. —-100 -0.3 -71 -0.3 100 13.1 3) @) -0.5
Dry/condensed milk products . . . . .. -60 -0.4 -35 -0.4 64 11.6 ®) -0.1 -1.0
SUGAN © -1,960 -7.7 -592 -7.7 645 47.8 -15 -4.7 -9.3
Sugar—containing products .. ..... -30 @) -53 -0.1 175 3.9 25 0.5 -0.5
Maritime transportation ............. —4,680 -53.2 -1,555 —53.2 2,154 ®) ®) () -23.0
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High MFN tariff sectors:
Ballandrollerbearings ...........
Ceramic wall and floortile . ........
China tableware ................
Costume jewelry and costume

novelties .....................
Footwear ......................
Frozen fruit, fruit juices and

vegetables ...................
Leather glovesand mittens .......
Personalleathergoods ...........
Cutlery ...,

Rest of the economy
Agriculture, forestry, and fisheries . .
Construction....................
Durable manufacturing ... ........
Finance, insurance, and real estate
Mining ...
Nondurable manufacturing .......
Services,other..................
Transportation, communications,
and utilities . ......... ... ...
Wholesale andretailtrade ........

6,040
2,030
65,840
6,630
1,880
12,060
18,620

7,870
14,480

OCONO OO GioE
ONND NP O

OO0 00000~ 0
PRk RPowRoOPwW

-69
-71
-22

-3
-32

-38
-3
-3

-13

772
120
11,352
531
424
2,191
1,515

1,105
466

|
oMo oo e
NNND NER o

o°

3
*
*
0.3
0.2
*
0.1
*)

-87
®)

-2,927

-93
15
—759
—284

-406
©)

WhNO OIh TOW
NN RN NOD

®)
-05
-05
*)
-0.6
-05

-05
©)

-13
-2
-2

@)
4

©)
1
-3

790

4,739

248

86
656
593

482
©)

1 Full-time equivalents.

2 |n millions of dollars in base year prices.

3 Change less than $500,000.

4 Change less than 0.05 percent.
5 Nontraded sector.

6 Change less than 5.

Source: Estimated by the staff of the USITC.
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consumptiorf. In the remainder of the textile and apparel sectors, price
reductions are generally less than 3 percent. While these price drops affect
producers in the textile and apparel sectors adversely, they simultaneously
benefit consumers by increasing the purchasing power of their incomes.

Agricultural products are the second most affected group in terms of the
total effects of trade liberalization. Agricultural products have tariff equivalents
generally at or above a 15 percent ad valorem equivalent rate (column 2 in
table 2-1), which makes the impact of their removal significant. Sugar, butter,
and cheese exhibit the largest percentage increases in imports of all the sectors
studied, reflecting the high levels of protection that are being removed.

The sugar-containing products sector illustrates the indirect effects of
liberalization on production and trade. Imports increase, and domestic
production of most products declines, but exports increase when all significant
import relief is eliminated. The increase in exports occurs not only because this
sector becomes more competitive internationally as the dollar depreciates, but
also because the input prices decline as upstream sectors are also liberalized.
This is especially true of the sugar-containing products that have an important
upstream linkage with sugar.

In general, large increases in imports are offset by reductions in domestic
agricultural production, while domestic demand remains roughly constant.
Employment in the previously protected agricultural sectors is estimated to fall
by just over 2,100 full-time equivalent workers and production to decline by
$751 million. Individually, sugar experiences the largest changes, as production
and employment fall by 7.7 percent and imports increase by 48 percent. The
elimination of the sugar quota cuts the price of imported sugar by about 40
percent.

Among the high MFN tariff sectors other than agriculture, textiles, and
apparel, all sectors experience a decrease in domestic production and
employment. All sectors show increases in imports, but the direction of export
changes varies by sector. Sectors with the largest reductions in output and
employment are ceramic tile (8.5 percent for each), china tableware (5.2
percent for each), and leather gloves and mittens (2.7 percent for each).
Sectors with the largest increases in imports are ceramic tile (10.2 percent),
frozen fruits and vegetables (6.7 percent), china tableware (5.8 percent), and
leather gloves and mittens (7.8 percent).

Import liberalization generally reduces import prices by 5 to 13 percent in
the high-tariff sectors. However, when combined with the prices of goods
produced domestically, the most significant changes in aggregate prices faced
by consumers occur in leather gloves (9.2 percent), ceramic floor and wall tile

6 The USITC CGE model calculates sector-specific price changes faced by
consumers as a composite of the import and domestic price shifts.
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(6.4 percent), footwear (6.9 percent), and china tableware (4.1 percent). The
remaining sectors experience price drops of less than 4 percent.

Overall, removal of the Jones Act restrictions would increase imports of
foreign-supplied deep-water transportation by $2.2 billion, and domestic output
of these protected services would decrease by $1.6 billitwis change yields
an estimated decrease in employment of 4,680 full-time equivalent positions.

Rest of the U.S. Economy

Table 2-2 also highlights 9 aggregate sectors that represent broad sectors in
the rest of the U.S. economy. Trade effects in these sectors are explained
primarily through movements in aggregate variables such as the real exchange
rate appreciation and changes in the demand for and availability of capital and
labor resource$. Appreciation of the real exchange rate lowers the price of
traded goods relative to nontraded goods. This appreciation tends to increase
imports and reduce the incentive for domestic producers to export. These
exchange rate effects are small, however, and the overall effect of liberalization
on the rest of the economy is illustrated by the reductions in imports in the
aggregate sectors and similarly, the increase in exports in the aggregate sectors.
The durable manufacturing sector posts the largest percentage output gain, at
0.6 percent, while agriculture, forestry, and fisheries experience the largest
proportional increase in exports, at 2.5 percent.

Unlike the majority of focus sectors, when import restraints are lifted the
rest of the economy generally experiences output gains due to lower input
prices and increased demand from both domestic and export sources.
Employment gains are also found in all of the 9 aggregate categories
representing the rest of the economy.

The value of aggregate output is estimated to increase by $18.5 billion in
the nine aggregate sectors, reflecting an indirect impact of significant import
barriers on the remainder of the U.S. economy. Employment in the aggregate
sectors is estimated to increase by about 135,000 full-time equivalent positions.
As the previously protected sectors lose import relief and become smaller,
labor and capital are released into the rest of the economy. Durable
manufacturing and other services have the largest employment gains,
accounting for increases of 65,840 and 18,620 full-time equivalent workers,
respectively.

7 The changes reported here combine the portion of maritime transportation that is
protected by the Jones Act with the remaining water transportation activities including
shipping services.

8 A third important factor is that the current account deficit is assumed to remain
constant. Therefore, increases in imports that occur as a result of lower import barriers
must be balanced by lower imports or higher exports in other sectors.
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CHAPTER 3!
Textiles and Apparel

In 1996, total U.S. imports of textiles and apparel amounted to $52.4
billion, generating an import to shipments ratio of 34.3 percent. Total U.S.
exports amounted to about $14.0 billion and accounted for 9.1 percent of U.S.
shipments (table 3-1). Unlike many other sectors within manufacturing, U.S.
imports of textiles and apparel were subject to relatively high ad valorem
tariffs2 Moreover, trade in these products was governed by various bilateral
and multilateral agreements that allowed for the use of bilateral quotas to
control import flows. Although the majority of imports covered by these
guotas correspond to various textile and apparel industry categories, a small
percentage of the quota-affected imports corresponds to production of other
types of goods such as man-made fibers, luggage and handbags, and boot and
shoe cut stock and findings. The following section briefly describes U.S.
market access provisions for these products. Subsequent sections include a
discussion of previous research, an evaluation of the restrictiveness of import
restraints in 1996, specification of the model, and a discussion of potential
liberalization effects.

Market Access Provisions

Tariff Treatment

The import-weighted average ad valorem tariffs applied to U.S. imports of
textiles and apparel were 8.4 and 12.6 percent, respectively, in 1996. These
averages take into account the portion of U.S. imports of these products that

1 Quantitative measures imposed on U.S. imports of machine tools and automobiles
were not in effect during 1996. Thus, unlike previous reports, these sectors are not
included in the current study.

2 The average import-weighted tariff applied to U.S. imports of all goods was just
over 2 percent in 1996. Generally, the tariffs applied to U.S. imports of textiles and
apparel were substantially higher. U.S. tariff treatment is discussed in more detail in the
following section. Use of the descriptor ad valorem includes ad valorem equivalent
rates.

3 Appendix G provides a concordance between the sectors examined in this analysis,
the BEA input-output category numbers, and the SIC codes.
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Table 3-1
Textiles and Apparel: Summary data, 1996

USITC sector Employment Shipments Imports Exports
1,000 workers Million dollars

Textiles and apparel:
Broadwovenfabricmills ............... ... ... ... 181.7 23,664 3,499 2,146
Narrow fabricmills ........... ... ..o L. 16.7 1,417 313 408
Yarn mills and textile finishing .................... 86.1 13,410 437 327
Threadmills ......... ... i 6.3 972 60 119
Carpetsandrugs .. ...coovi i 55.0 10,806 893 705
Miscellaneoustextilegoods ...................... 61.3 10,070 1,291 1,582
Knitting mills and knit fabricmills ................. 113.2 14,325 566 547
Hosiery . ... 56.2 4,672 416 274
Apparell ... 641.1 51,453 41,171 6,845
Homefurnishings2 . ............................. 68.6 7,071 1,828 371
Canvas and related products,

pleating, stitchingand embroidery .............. 36.6 2,453 310 60
Other fabricated textile products. ................. 118.6 12,341 1,584 588
Total. ..o 1,441.4 152,653 52,369 13,972

Other products covered by quotas:
Luggage, handbags,andpurses .................. 9.1 1,130 3,308 277
Man—-madefibers ........... .. ... oo oL 445 12,383 1,452 2,113
Other miscellaneousproducts .................... 124.2 14,188.4 2,487 1,341

Source: Compiled from official data of the U.S. Department of Commerce.
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entered free of duty or at reduced rdteRor example, most goods exported

to the United States from Mexico and Canada qualified for preferential duty
treatment under NAFTA and those imported from Israel under the U.S.-Israel
Free Trade Agreement. In addition, duty-free treatment under the Caribbean
Basin Economic Recovery Act (CBERA) was accorded to textiles and

apparel made chiefly of silk and non-cotton vegetable fibers. Finally, imports

from a number of countries qualified for reduced duty treatment under

heading 9802.00.80 of the Harmonized Tariff Schedule of the United States.
A portion of imports under this heading from certain CBERA countries also

benefitted from preferential quota access.

Under the URA, the United States agreed to reduce its tariffs on various
textile and apparel products by amounts ranging from roughly 9 to just over 40
percenf These reductions are to be fully phased in by January 1, 2004.

ATC

The ATC went into effect on January 1, 1995, as a part of the WTO
agreements. The ATC replaced the Multifiber Arrangement (MFA) quotas,
which had governed much of the world’s textiles and apparel trade since 1974.
Under the ATC, the United States and the three other WTO members with
MFA quotas (the EU, Canada, and Norway), agreed to eliminate the textile and
apparel quotas over a 10-year period that ends on January 1, 2005. At that
time, all trade in textiles and apparel among WTO members will have been
integrated into the GATT regime and thus will be subject to the same trade
rules as goods of other sectors.

The ATC calls for quotas to be phased out in three stages. At the
beginning of the first stage (January 1, 1995), the WTO members were
required to integrate at least 16 percent of textile and apparel trade into the
GATT regime, based on their respective 1990 import volumes. The ATC
required these countries to implement accelerated annual growth rates for the
remaining quotas, with an increase of 16 percent for the major supplier

4 The average tariffs faced by countries that do not qualify for preferential duty
treatment was significantly higher. The average ad valorem tariff applied to U.S. imports
of textiles and apparel from these countries amounted to approximately 11 and 17
percent, respectively, in 1996.

5 Preferential quota access was limited to apparel and other articles made from fabric
that was wholly formed and cut in the United States. For additional information
regarding the various programs under which preferential tariff and/or quota treatment
was granted, see USITQhe Year in Trade: Operation of the Trade Agreements
Program during 1997USITC publication 3103, May 1998.

6 For further discussion, see USITRotential Impact of the GATT Uruguay Round
Agreement1994, pp. IV-10 - IV-11 and IV-14 - IV-15.
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countries and 25 percent for small suppliers during the first $tagit the
beginning of the second stage (January 1, 1998), an additional 17 percent of
trade was integrated into the GATT regime and quota growth rates were
increased by 25 percent and 27 percent, respectively, for the major and small
supplier countries. At the beginning of the third stage (January 1, 2002), an
additional 18 percent of trade will be integrated and annual growth rates for
the remaining quotas will be increased by 27 per®erthe remaining 49
percent of textiles and apparel trade will be integrated on January 19 2005.

As noted above, all WTO members are subject to the requirements of the
ATC and only WTO members are eligible for the ATC’s benefits. As shown in
table 3-2, the United States imposed quotas on imports from 46 countries in
1996, of which 38 were WTO members. The remaining eight countries were
subject to quotas imposed by the President pursuant to section 204 of the
Agricultural Act of 1956, which authorizes the President to enter into
agreements with foreign governments to limit the export of textiles and apparel
to the United States and the importation of such goods into the United States,
and to issue regulations to carry out such agreerh@ntsThe non-WTO
members, led by China and Taiwan, accounted for around 21 percent (in terms
of value) of total U.S. imports of textiles and apparel in 1996.

7 Small suppliers are those countries that account for 1.2 percent or less of an
importing country’s total quotas as of December 31, 1991. Small suppliers subject to
U.S. import quotas include Bahrain, Bulgaria, Colombia, Costa Rica, Czech Republic,
Dominican Republic, Egypt, El Salvador, Fiji, Guatemala, Hungary, Jamaica, Kenya,
Kuwait, Macau, Mauritius, Poland, Qatar, Romania, Slovak Republic, United Arab
Emirates, and Uruguay.

8 If the annual growth rate for a major supplier country was 6 percent prior to
implementation of the ATC, the growth rate during stage one would be 6.96 percent;
during stage two, 8.7 percent; and during stage three, just over 11 percent.

9 The Textile Monitoring Body, established under the ATC, noted that, with one
exception, the products integrated by the importing developed countries in the first stage
were not subject to quotas and consisted mainly of relatively lower value added products
such as yarns and fabrics. Products integrated in the second stage also consisted mainly
of relatively lower value-added products (WTO 1997, para. 15 and 57). For additional
discussion regarding the implementation of the ATC see USTHE, Year in Trade
1998; Laura Baughman, Rolf Mirus, Morris E. Morkre, and Dean Spinanger, “Of Tyre
Cords, Ties, and Tents: Window-Dressing in the AT@brld Economy20 (4), July
1997, 407-34; and Rolf Mirus, Barry Scholnick, and Dean Spinanger, “Front-Loading
Protection: Canada’s Approach to Phasing Out the Multi-fiber Arrangem&hg”
International Trade JournakI(4), 433-451, Winter 1997.

107 U.s.C. 1854.
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Table 3-2
Trading partners with which the United States had textile and apparel
quotas in 1996, and U.S. bilateral imports of textiles and apparel in 1996

(Million dollars)
Trading partner Imports
WTO members subject to the ATC:
Bahrain . ... .. 63
Bangladesh . ... 1,091
Brazil ... 170
Bulgaria . . ... 42
Burma (Myanmar) . ..........ooiiiiii 77
Colombia . ... 302
COoSta RICA ..ot 651
Czech Republic ... ... .. 36
Dominican Republic ... ... i 1,638
EQY Pt . 288
ElSalvador . ... e 676
Bl 48
GUAtEMAlA ... 734
HONAUIAS ..o e 1,105
HONG KON .o 3,734
HUNGAIY . . 59
INdia .o 1,617
INAONESIA .. ot e 1,375
JAMAICA . . ot 463
KNy A 26
KUWaIE o 5
MaCAU . .ot 698
Malaysia ... ... 655
MaUNtiUS ..o 155
Pakistan . ... .. 939
Philippines . ... . 1,577
Poland . ... 52
[ = = T 70
SoUth KOrea ..o e 1,907
ROMaNia . ... 63
SINQAPOIE . ottt et 309
Slovak Republic . ... . 23
SHi LANKa . .o 1,042
Thailand . ... ... 1,288
TURKY e 689
United Arab Emirates ...t 210
L ¥ T[T 13

Table continued on next page.
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Table 3—2—Continued
Trading partners with which the United States had textile and apparel
quotas in 1996, and U.S. bilateral imports of textiles and apparel in 1996

(Million dollars)
Trading partner Imports
Non—-WTO members subject to section 204 of the Agricultural Act of 1956
ChiNa .. 4,573
Former Yugoslav Republic of Macedonia ......................... 54
La0S . 9
NEPal . 97
OMaAN . . 106
RUSSIA ..o 85
TAIWAN © ettt 2,531
UKIaing ... 59
WTO member subject to the North American Free—Trade Agreement
MEXICO . oottt 3,871

Source: U.S. Department of Commerce, International Trade Administration,
Office of Textiles and Apparel.

NAFTA

On January 1, 1994, the United States eliminated existing quotas on
imports of textiles and apparel from Mexico that met NAFTA rules of ofbin.
The United States did not and does not apply quotas to imports of textiles and
apparel from Canada. U.S. quotas on imports of textiles and apparel from
Mexico that do not meet the NAFTA rules of origin are scheduled to be
eliminated by January 1, 2004. In 1996, 2 quotas (covering 3 quota categories)
were in place on U.S. imports from Mexico that did not meet rules of origin
requirements. None of the quotas appear to have had a restrictive effect on
U.S. imports because fill rates for these categories amounted to less than 70
percentt? In addition, 12 designated consultation levels (DCLs) were
established on goods imported under 18 quota catedéri€he fill rates
reported for these products were all less than 50 percent.

11 Generally, the NAFTA rule of origin requires that textiles and apparel be
produced in a NAFTA country from the yarn formation stage forward in order to qualify
for benefits under the agreement. Certain goods assembled in Mexico from fabrics that
are wholly formed and cut in the United States are eligible for duty- and quota-free entry
under HTS heading 9802.00.90.

12 U.S. Department of Commerce, Office of Textiles and AppaEelpired
Performance Repart-eb. 4, 1998.

13 DCLs are a more flexible import control than specific limits. DCLs are usually
set at levels that exceed existing trade levels and, once reached, cannot be exceeded
unless the United States agrees to allow entry of further shipments.
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Results of Previous Work

There has been considerable research on the effects of the quotas on
international trade in textiles and apparel. Recent studies focusing on the
impact of these quotas on the U.S. economy report estimates of economy-wide
gains from quota elimination ranging from around $7 to $11 billion. The
results of these analyses vary because of differences in the type of model used,
the time period under review, and the scope of the analysis. For example,
Hufbauer and Elliott, using a partial equilibrium model, estimated that had the
United States eliminated tariffs and quotas in 1990, the resulting welfare gain
would have amounted to $8.6 billidh. Commission staff, in previous reports,
used the USITC CGE model to estimate that quota elimination in 1993 would
have generated economy-wide welfare gains of $7.7 to 9.2 Wifliddarrison,
Rutherford, and Tarr, using a global CGE model and data based in 1992,
estimated gains to the U.S. economy of $7.4 to $11.3 billion as a result of
quota elimination by the United States, the EU, and Catfadgor the most
part, other research efforts have produced similar reésults.

In addition to efforts to estimate the overall effects of trade liberalization in
these sectors, other recent research has examined issues such as the impact of
liberalization and increased import competition on the distribution of income
within the U.S. economy and the re-employment experiences of unemployed
textile and apparel workers. Hanson and Reinert, for example, found that
guota elimination would result in income gains across all income groups but

14 Gary C. Hufbauer and Kimberly A. ElliotMeasuring the Costs of Protection in
the United StategWashington D.C.: Institute for International Economics, 1994).

15 See, for example, USITGignificant U.S. Import Restraint4995.

16 Glenn W. Harrison, Thomas F. Rutherford, and David G. Tarr, “Quantifying the
Uruguay Round,” inThe Uruguay Round and the Developing Econom\iésld Bank
Discussion Paper 307, ed. W. Martin and L.A. Winters (Washington, DC: The World
Bank, 1995) 215-284. Their lower-bound estimate is based on a short-run, steady-state
model. The upper bound reflects long-run elasticities and the allowance for capital stock
adjustments.

17 See, for example, Jaime de Melo and David PaGeneral Equilibrium Analysis

of U.S. Foreign Trade PolicyCambridge, MA: The MIT Press, 1992); Joseph F.
Francois, Bradley McDonald, and Hakan Nordstrom, “Assessing the Uruguay Round,”
in The Uruguay Round and the Developing Economiésrld Bank Discussion Paper
307, ed. W. Martin and L.A. Winters (Washington, DC: The World Bank, 1995)
117-214; and Yongzheng Yang, Will Martin, and Koji Yanagishima, “Evaluating the
benefits of abolishing the MFA in the Uruguay Round package,Global Trade
Analysis: Modeling and Applicationed. Thomas W. Hertel (Cambridge: Cambridge
University Press, 1997) 253-279. One exception to this research is Robert E. Scott and
Thea M. Lee, “The Costs of Trade Protection Reconsidered: U.S. Steel, Textiles, and
Apparel,” inU.S. Trade Policy and Global Growted. Robert A. Blecker (Washington,
DC: Economic Policy Institute, 1996) 108-133. Scott and Lee assume that imperfect
competition prevails in both the U.S. import and retail markets. They use a patrtial
equilibrium model to estimate that had quotas and tariffs been eliminated in 1986, there
would have been a reduction in net national welfare of $1.4 billion.
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that the change would be slightly regres$®eThis result contrasts with
Cline’s earlier estimates that suggested that trade liberalization within these
sectors would provide greater benefits to lower-income grblpsield and
Graham examined whether workers laid off by textile or apparel firms had a
more difficult experience finding re-employment than workers who were laid
off in other manufacturing industri@8. They conclude that textile and
apparel workers were somewhat less successful finding new jobs than
workers in other industried. Moreover, both textile and apparel workers
were more likely to find jobs in industries other than those in which they
had worked prior to unemployment. As a result, their duration of
unemployment was somewhat higher than that for workers in other
manufacturing industries but less than that for workers in the
non-manufacturing sectéf. However, apparel workers who were re-employed
generally were able to improve their wage rates. The average wage ratio
(new/old) was 1.05 for apparel workers who were re-employed in the apparel
sector and 1.34 for those workers employed by other industries. In contrast,
workers in all other industries generally maintained their wage rates if they
were re-employed in the same industry, but experienced a reduction in wages
if they were employed elsewhete.

Restrictiveness of Import Restraints

Textile and apparel quotas control the quantity of imports entering the
United States on an individual quota category and, in some cases, a group
basis. Occasionally, the quota applies only to a portion of the products that are
classified in the quota category. Although products generally cannot enter the

18 Kenneth A. Hanson and Kenneth A. Reinert, “The Distributional Effects of U.S.
Textiles and Apparel Protectionlfiternational Economic Journdll (3), Autumn 1997,

1-12.

19 See ch. 8 of William R. Cling'he Future of World Trade in Textiles and Apparel
(Washington, DC: Institute for International Economics, }987

20 Their research was based on longitudinal data collected by the Employment
Security Commission of North Carolina. Alfred J. Field and Edward M. Graham, “Is
There a Special Case for Import Protection for the Textile and Apparel Sectors Based on
Labour Adjustment?The World Economg0 (2), Mar. 1997, 137-57.

21 The percentage of textile and apparel workers who found new jobs within the
5-year study period was 90.6 percent and 86.4 percent, respectively. In contrast, 90.9
percent of workers in non-manufacturing industries and 93.9 percent of laid-off workers
in other manufacturing industries found new employment. Ibid., p. 141.

22 The average duration of unemployment for apparel workers was 2.3 quarters; for
textile workers, 2.1 quarters; for workers in other manufacturing, 1.9 quarters; and for
those in non-manufacturing, 2.5 quarters. Ibid., p. 141.

23 |bid., p. 150.
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United States when a quota category’s limit is reached, the bilateral
agreements often allow for flexibility through “swing,” “carry-forward,” and
“carry-over” provisions. This flexibility makes systematic analysis of quota
utilization and quota restrictiveness difficéft. Nevertheless, following most
research, this analysis considers quotas to be binding when utilization levels
reach 90 percer®

Export tax equivalent estimates were calculated for exports of textiles and
apparel to the U.S. market for each of the countries restricted by quotas in
1996. These estimates provide some measure of the extent to which the 1996
quotas may have raised prices of these goods prior to entry into the U.S.
market. The estimated export tax equivalents used in this analysis take into
account U.S. imports that were either not covered by quotas or covered by
non-binding quotas, on both a quota category and country-by-country basis.
Imports that are not restricted by quotas are assigned a tax equivalent of zero.
Because the estimated tax equivalents used as inputs in the model are
import-weighted, nonrestricted imports serve to lower the average tax
equivalent®® Imports entering under guaranteed access levels (GALs) are not
considered binding, regardless of the level of the fill rate. The export tax
equivalents and import-weighted ad valorem tariffs for each sector are shown
in table 3-3.

24 gee discussion in Refik Erzan, Junichi Goto, and Paula Holmes, “Effects of the
Multi-Fibre Arrangement on Developing Countries’ Trade: An Empirical Investigation,”
in Textiles Trade and the Developing Countries: Eliminating the Multi-Fibre
Arrangement in the 1990&d. Carl B. Hamilton (Washington DC: The World Bank,
1990), 68; and Rajiv Kumar and Sri Ram Khanna, "India, The Multi-Fibre Arrangement
and the Uruguay Round,” ifextiles Trade and the Developing Countries: Eliminating
the Multi-Fibre Arrangement in the 1990sd. Carl B. Hamilton (Washington, D.C.:
The World Bank, 1990), 182-212.

25 |n this regard, the current report differs from the analysis conducted in previous
Commission reports that also included estimates based on the assumption that the quotas
were hinding when utilization levels reached 80 percent. This assumption resulted in
higher, “upper-bound” estimates. See, for example, USIOGS, Import Restrainfs
1995, 3-5. Since the quotas are currently being phased out under the ATC and both
guota levels and quota growth rates are well-publicized, this assumption seems unlikely.

26 |In 1996, the following countries were covered by quotas, but were not restricted
(inasmuch as quota fill rates were less than 90 percent): Bulgaria, Burma (Myanmar),
Colombia, Czech Republic, Honduras, Hungary, Jamaica, Kenya, Kuwait, Laos, Mexico,
and Uruguay. Constructing averages on the basis of import weights may lead to a
downward bias in the estimates. However, the use of alternative aggregation methods
such as a CES aggregator or the trade restrictiveness index were not feasible for this
study. For a discussion regarding the aggregation bias associated with import weighting,
see James E. Anderson and J. Peter Neary, “Measuring the Restrictiveness of Trade
Policy,” The World Bank Economic Revie8v (2) 1994, 151-169.
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Table 3-3
Estimated ad valorem export tax equivalents for textile and apparel
guotas and import—-weighted, average tariffs by USITC sectors, 1996

(Percent)
Ad valorem
export tax Average
Sector equivalent tariff rate 1
Textiles and apparel:
Broadwoven fabricmills .................. 1.7 10.6
Narrow fabricmills ....................... 0.3 6.2
Yarn mills and textile finishing ............. 1.0 7.2
Threadmills ......... ... ... ... 0.9 10.0
Carpetsand rugs ..............coovvvii.. 0.1 4.8
Miscellaneous textile goods ............... 0.2 4.5
Knitting mills and knit fabricmills . . ......... 0.9 11.9
Hosiery ... 0.6 7.2
Apparel ... 6.0 13.2
Home furnishings . ....................... 2.7 7.7
Canvas and related products, pleating,
stitching and embroidery ............... 0.2 7.6
Other fabricated textile products ........... 0.2 2.8
Other products covered by quotas:
Luggage, handbags, and purses . .......... 1.8 13.9
Man-made fibers ........................ ® 5.1
Other miscellaneous products ............. ® 2.2

1 Ad valorem equivalent.
2 Less than 0.1 percent.

Source: Estimated by the staff of the USITC.

The United States Association of Importers of Textiles and Apparel
(USA-ITA) noted in its post-hearing brief that firms that import these products
from countries covered by bilateral agreements face numerous administrative
costs that would not exist if the quotas were elimindfedit is not clear
whether these additional costs significantly affect the export prices of these
goods or whether they affect the prices of the goods upon or after entry into
the U.S. market. The estimates shown in table 3-3 only measure distortions
that are included in the export prices. There is not sufficient information to
estimate what any additional price gap associated with these costs might have
been in 1996. Thus, the discussion in the section below regarding the effects
of liberalization does not reflect these additional price effects.

27 gpecifically, USA-ITA reported that one of its members (a large importer) “...
indicated that the costs of its customs compliance program, including full time personnel
dedicated to compliance issues, is approximately $500,000 per year.” USA-ITA also
noted that although it had insufficient data to estimate the total cost of compliance faced
by its members, it “...guesses that hundreds of millions of dollars are being spent by
importers, above and beyond the basic costs associated with sourcing abroad.”
Post-Hearing Statement of United States Association of Importers of Textiles and
Apparel, p. 9.
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As in previous years, the degree of protection provided by the quotas and
tariffs applied to these sectors varies considerably. In addition, the levels of the
export tax equivalents estimated for the current study are considerably lower
than those estimated for previous Commission investigatfongwo factors
contribute to this difference. First, for some countries or customs regions the
volume of unrestricted exports relative to restricted exports has increased. For
example, in 1993 all of Hong Kong's exports to the United States that were
covered by the MFA were covered by quotas and, on a value basis, most were
covered by binding quotas. In 1996, only 23 of the 147 quota categories had
fill rates that were 90 percent or greater. Hong Kong'’s exports classified under
the 23 restricted quota categories accounted for just over 50 percent of total
exports.

Second, Commission staff used a different estimation method to calculate
the export tax equivalents for countries or customs regions other than Hong
Kong. In the case of Hong Kong, staff calculated estimates using average
annual quota license prices as proxies for the respective price gaps. License
prices were also available for U.S. imports from China. These data allowed for
the direct calculation of tax equivalent estimates for China as well. For India,
staff relied on estimates reported by Kathuria and Bhardwaj that were similarly
calculated?® The availability of license price-based estimates for India and
China allowed Commission staff to compare these “direct” estimates to those
based on two alternative methods. First, staff calculated export tax equivalent
estimates using the approach taken in previous Commission réhdBiscond,
staff constructed indices that reflect the relative price differences of the
guota-restricted products from Hong Kong and each of the other restricted
suppliers based on import data for an unrestricted market. These indices were
then used in conjunction with other data to develop export tax equivalent
estimates! The second method resulted in estimates that were closer to the
license price-based estimates. Therefore, the second approach was used to
calculate estimates for the remainder of the quota-restricted suppliers.
Although this approach generated the best estimates (in the sense that the
results were closer to those based on license prices), the estimated export tax
equivalents shown in table 3-3 should be viewed as rough approximations. A
description of data sources and a full discussion of the estimation method is
provided in appendix F.

28 Had the estimates been of the same magnitude as those reported in previous
studies, the estimated effects of liberalization discussed in subsequent sections of this
chapter would have been greater.

29 sanjay Kathuria and Anjali Bhardwaj, “Export Quotas and Policy Constraints in
the Indian Textile and Garment Industries,” World Bank Working Paper No. 2012
(Washington, DC: The World Bank, Nov. 1998).

30 See ch. 3 of USITCSignificant U.S. Import Restraint4995.

31 See, Yongzheng Yang, “The Impact of MFA Phasing Out on World Clothing and
Textile Markets,” The Journal of Development Studi@d (4) 1994, 892-915.
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Model Specification

As discussed in chapter 1 and appendix D, the USITC CGE model is used
to examine the effects of eliminating tariffs and quotas applied to U.S. imports
of textiles and apparel. The model's database is aggregated to highlight 15
sectors that are directly affected by textile and apparel quotas, one upstream
sector, one downstream composite sector, and nine aggregate sectors
comprising the remainder of the U.S. econdhyAs in previous Commission
reports, two cases are examined: (i) removing only the quotas; and (ii)
eliminating both quotas and tariff8. However, unlike the previous studies,
tariffs are removed only on sectors that have average aggregate ad valorem
tariffs that are one standard deviation above the overall average ad valorem
tariff applied to U.S. imports of all good$. The sectors designated as “high
tariff” sectors for the purpose of this analysis include all of the sectors except
carpets and rugs, miscellaneous textile goods, other fabricated textile products,
man-made fibers, and other miscellaneous proddcts.

As noted earlier in this chapter, as a part of the ATC, the United States
(along with the EU, Canada, and Norway) has agreed to eliminate the textile
and apparel quotas for WTO member countries. The quota elimination scenario
examined below (case 1) is comparable to the quota elimination scenarios
examined in the previous two USITC reports regarding significant U.S. import
restraints3® It differs from the actual phase out in three respects. First, case 1
considers only the impact of eliminating U.S. import restraints. Because the
model used in this report consists only of the U.S. economy, it cannot capture
the price and volume effects of other countries’ trade policy changes on third
countries. However, in terms of the effects on the U.S. economy, the
difference between the unilateral liberalization examined in this study and the

32 The sectors correspond to six-digit Bureau of Economic Analysis (BEA)
input-output categories. As noted above, appendix G provides a concordance between
the aggregated textile and apparel categories used in the current analysis, the BEA
input-output categories and the corresponding three and four-digit SIC categories. As in
previous Commission reports, wool production has not been isolated as an upstream
sector, but rather is included in the aggregate agriculture, forestry, and fisheries sector.
The composite downstream sector includes industries that are significant users of one or
more of the textile and apparel sector’s output. Appendix G lists the industries included
in this sector.

33 USITC, Significant U.S. Import Restraint§993 and 1995.

34 Chapter 1 provides a full discussion of the selection criteria used for the
identification of the “high tariff’ sectors.

35 Although imports of many of the products within these sectors face relatively high
tariffs, the average ad valorem tariffs for the aggregated sectors and the individual 4-digit
SIC sectors within them were below the “high tariff” threshold.

36 See, USITCSignificant U.S. Import Restraintd993 and 1995.
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multilateral liberalization specified under the ATC may be s#fallSecond,

case 1 examines the impact of eliminating U.S. quotas on imports from all of
the U.S. trading partners that were restricted by quotas in 1996. As table
3-2 illustrates, two non-WTO members (China and Taiwan) accounted for a
significant share of total imports of textiles and apparel in that year. Had the
scenario been restricted to the WTO members, the economy-wide and
sectoral effects would have been somewhat lower. Third, as noted earlier,
the ATC allows the United States and the other WTO members to phase out
the quotas in stages, with complete elimination occurring only on January 1,
2005. Case 1 considers what the impact would have been on the U.S.
economy had quotas been eliminated in 1996.

The effects discussed in the following sections are influenced by a variety
of factors. In addition to the variance in the level of the ad valorem tariffs and
estimated tax equivalents, differences in the share of domestic consumption
accounted for by imports have an important influence on the magnitude and
distribution of the economic effects. Moreover, sectoral differences in the price
responsiveness of both demand and supply have an impact, as does the degree
to which imports substitute for domestic productgn.

37 Commission staff used a global CGE model and the Global Trade Analysis
Project (GTAP) database to run two simulations: one in which only the United States
eliminates textile and apparel quotas and one in which the United States, the EU,
Canada, and Norway remove their respective quotas. These simulations suggest that
there may be little overall difference between unilateral and global quota elimination on
the U.S. economy. A direct comparison of the results of the USITC CGE model and the
global model is not possible due to differences in the base data and levels of aggregation.

38 Previous Commission reports allowed for the possibility that a portion of the rents
generated by the quotas accrued to U.S. importers. This activity is referred to as
“rent-sharing.” Although there is some evidence that U.S. importers have sufficient
market power to capture some of the quota rents, empirical research on this issue is
limited. Krishna and Tan, for example, examined U.S. imports of apparel from Hong
Kong and could not rule out the possibility that rent-sharing occurred during the period
under examination (1981-88). Similarly, Bannister examined U.S. imports from Mexico
and could not rule out the possibility of rent-sharing for a few quota categories. See,
Kala Krishna and Ling Hui Tan. “On the Importance and Extent of Rent Sharing in the
Multi-Fibre Arrangement: Evidence from U.S.-Hong Kong Trade in Apparel,” in
Analytical and Negotiating Issues in the Global Trading SysesmAlan V. Deardorff
and Robert M. Stern (Ann Arbor: The University of Michigan Press, 1994), 95-131; and
Geoffrey J. Bannister, "Rent Sharing in the Multi-Fibre Arrangement:. The Case of
Mexico.” Weltwirtschaftliches Archjv130, No. 4, 801-827, 1994.

If rent-sharing (as measured by an additional “import-side” price gap) had been
assumed in the current analysis, the estimated economy-wide effects discussed below
would have been somewhat larger (with the magnitude depending on the size of the tariff
equivalent of the associated price gap) and would have reflected the redistribution of
such rents from U.S. importers to U.S. consumers. The estimated sectoral effects would
also have been larger, again depending on the size of the estimated tariff equivalents.

35



Effects of Liberalization

Economy-wide Results

As shown in table 3-4, eliminating the textile and apparel quotas (case 1)
would have lead to an economy-wide net welfare gain, of $5.7 billion in
19963° Quota removal causes the exchange rate to depreciate slightly, thereby
raising the prices of exports across all sectors and imports in the sectors not
directly affected by the quot48. Overall tariff revenue increases by 0.4
percent despite the reduction in import volumes for many of the sectors and
price declines in most of the target sectors. Although overall labor and capital
income increase somewhat, the growth in capital income outpaces that of labor,
as denoted by the slight decline in the wage-rental ratio.

Simultaneous removal of both the textile and apparel quotas and “high”
tariffs (case 2) generates an economy-wide gain in welfare of $10.4 billion
(table 3-4*1 Increases in labor and capital income are slightly larger than in
case 1, but the decline in the wage-rental ratio is essentially the*$ame.
with case 1, the exchange rate depreciates, but to a slightly greater extent. This
leads to small increases in the price of exports across all of the sectors. Import
prices decline in most of the sectors directly affected by quotas.

Table 3-4

Economy-wide effects of tariff and quota elimination

Item Case 1 Case 2
Tariff revenue (percentage change) ........... 0.4 -34.8
Wage to rental ratio (percentage change) ... ... -0.1 -0.2
Exchange rate (percentage change) .......... 0.1 0.6
Net welfare gain (billion dollars) .............. 5.742 10.376

Source: Estimated by staff of the USITC.

39 Sensitivity analysis was conducted by using lower- and upper-bound substitution
elasticities for the model sectors. The associated lower- and upper-bound equivalent
variation estimates were $5.103 and $6.394 billion, respectively.

40 As discussed in chapter 1, the exchange rate is the measure of the relative prices
of tradeable to nontradeable goods. Import prices also increase for the manmade fiber
and “other miscellaneous goods” sectors, but by negligible amounts. Both sectors are
characterized by extremely low export tax equivalents.

41 The lower- and upper-bound equivalent variation estimates were $8.445 and
$12.242 billion, respectively.

42 Case 1 results in a 0.02 percent and 0.05 percent increases in overall labor and
capital income, respectively. With simultaneous removal of quotas and high tariffs (case
2) labor and capital incomes rise by 0.06 percent and 0.14 percent, respectively.

36



However, for the 5 sectors in which tariffs are not eliminated, import prices
increase, but by negligible amounts. Unlike in case 1, tariff revenue declines
substantially (34.8 percent).

In both cases, the sector-specific effects of quota removal are influenced by
the level of the export tax equivalents of the quotas and the estimates of
various behavioral parameters. In particular, differences in the levels of the
substitution elasticities (between imports and domestically produced goods)
generate significant differences in the impact of quota (and tariff)
elimination43 These values are shown in appendix D. In case 1, sectors with
relatively high export tax equivalents such as apparel and sectors with high
substitution elasticities (broadwoven fabric mills, yarn mills, thread mills,
knitting and knit fabric mills, and apparel) tend to be more adversely affected
by quota elimination than the other target sectors. In case 2, sectors with high
combined levels of protection (e.g., apparel; luggage, handbags, and purses;
knitting and  knit fabric mills; broadwoven fabric mills; and thread mills) and
high substitution elasticities are the most adversely affected. Finally, although
most of industries produce products that are specific to that industry (e.g.,
apparel firms produce goods that are classified as apparel), a few of the textile
sectors include a number of firms whose production falls into different
commodity categories. For example, although most of the broadwoven fabric
mill sector’s production consists of products classified as broadwoven fabrics,
the sector also produces commodities classified as home furnishings.
Similarly, most of the output of the knitting mills sector is classified as
apparef* When these industries produce a variety of goods that are subject to
liberalization, the impact on the industry sector's overall output and
employment is determined, in part, by: (1) the level of protection shown in
table 3-3 for its primary products (e.g., broadwoven fabrics); (2) any indirect
effects resulting from contraction in sectors that purchase these products; and
(3) the level of protection afforded any downstream products the sector also
produces (e.g., home furnishings).

Sectoral Results

Case 1: Removal of textile and apparel quotas

The four sectors most affected by quota removal, in percentage terms, are
apparel, knitting mills and knit fabric mills, narrow fabric mills, and
broadwoven fabric mills. In particular, the apparel sector contracts by 4.7
percent, with an employment loss of 29,390 FTEs and a $2.8 hillion reduction

43 Higher values of the substitution elasticity reflect a greater willingness of
purchasers to switch between U.S.-produced and imported products in response to a
change in the relative prices of these products.

44 Knitting mills accounted for over 40 percent of total output of the combined
knitting mills and knit fabric millssector.
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in output (see table 3-8%. The four sectors with the greatest declines in
output and employment are apparel, knitting mills and knit fabric mills,
broadwoven fabric mills, and yarn mills and textile finishing. Three of the
liberalized sectors (carpets and rugs, hosiery, and other miscellaneous goods)
show extremely small gains in output and employment. All three sectors are
characterized by relatively small tax equivalents. As a result, changes in
import prices are negligible and the net change in the value of imports of
these goods is less than 0.5 percent. Moreover, all three sectors use
upstream products such as broadwoven fabric, yarn, and man-made fibers.
As a result, the sectors benefit from declining input prices that serve to offset
the direct (albeit small) increase in import competifidn. The composite
downstream sector and the remainder of the economy show small gains in
both output and employment.

Quota removal results in a large increase (7.8 percent) in imports of
apparel. Other sectors that experience import growth include home furnishings;
luggage, handbags, and purses; hosiery; and yarn mills and textile finishing.
However, a number of sectors upstream from the apparel sector actually show a
decline in imports as a result of the contraction in domestic production in that
and other sectors. In particular, imports of thread and broadwoven, narrow,
and knit fabrics show declines ranging from 0.6 to 2.6 percent. Generally,
changes in the export sector are small. With the exception of the apparel sector
(which experiences a decline of 2.9 percent), consumer price declines are
small, and in many instances are negligible.

Case 2: Removal of tariffs and quotas

With the exception of carpets and rugs and other miscellaneous goods, all
of the liberalized sectors experience declines in output and employment (table
3-6)47 As noted above, sectors with the highest combined ad valorem tariff
and tax equivalents were the most adversely affected by liberalization. Hardest
hit by quota and tariff removal in percentage terms are knitting mills and knit

45 As noted earlier, case 1 does not correspond directly to the 10-year phase-out of
the quotas specified under the ATC. This scenario represents a complete liberalization
based on the levels of protection that prevailed in 1996. It is also important to note that
the scenario does not reflect other trade policy changes that are underway (e.g., NAFTA)
or other changes in U.S. market conditions that may contribute to employment and
production declines.

46 |n the case of other miscellaneous goods, imports decline slightly, although the
change is negligible.

47 As noted above, the high tariff sectors include: broadwoven fabric mills; narrow
fabric mills; yarn mills and textile finishing; thread mills; knitting mills and knit fabric
mills; hosiery; apparel; home furnishings; canvas and related products, pleating, stitching
and embroidery; and luggage, handbags, and purses.
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fabric mills, apparel, broadwoven fabric mills, narrow fabric mills, thread
mills, and yarn mills and textile finishing. Apparel, knitting mills and knit
fabric mills, and broadwoven fabric mills decline the most in terms of
employment levels (83,510, 17,200, and 14,970 FTEs, respectiiely).
Output declines in these sectors amount to $8.1, $2.0, and $2.4 billion,
respectivel*® The composite downstream sector shows small gains from
liberalization, in terms of output and employment. Similarly the remainder
of the economy benefits from liberalization.

Simultaneous elimination of quotas and tariffs results in increasing imports
in most of the sectors directly affected by liberalization. The apparel sector
registers the largest increase, both in absolute and percentage terms ($12.2
billion or 24.2 percent). As in case 1, a few of the textile sectors experience
small declines in imports, reflecting a general contraction of the sectors
combined with the price effects generated by the depreciation of the exchange
rate. Similarly, a number of the target sectors experience declining exports as a
result of overall contraction. Although all of the target sectors experience
declining consumer prices, those for luggage, handbags, and purses and apparel
are the largest, reflecting, in part, the initial levels of their respective estimated
export tax equivalents and average tariffs.

48 As discussed earlier, the estimates shown for case 2 reflect the outcome of
complete liberalization of U.S. tariffs (for the high tariff sectors), as well as quotas—as
these restraints existed in 1996. Therefore, they do not describe the likely effects of the
ATC and reductions in U.S. tariffs that are currently underway.

49 Nonetheless, the decline in apparel sector production and employment is
somewhat mitigated by declining input costs for products such as broadwoven fabric,
narrow fabric, and thread. If quota and tariff elimination were limited to the apparel
sector alone, the decline in production and employment would amount to approximately
14.1 percent rather than the 13.3 percent decline shown in table 3-6.
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Table 3-5

Case 1: Sector—specific economic effects of textile and apparel quota elimination, changes in value and percent, 1996 1
Composite
Employment Output Imports Exports Price
Million Million Million
Sector FTE®  Percent dollars  Percent dollars  Percent dollars  Percent Percent
Liberalized sectors:
Textiles and apparel:

Broadwovenfabricmills ......... —4,550 -2.3 —729 -2.3 -32 -0.7 —63 -2.3 -0.4
Narrow fabricmills .............. —460 -2.5 -38 -2.5 -10 -2.6 -13 -2.4 -0.3
Yarn mills and textile finishing . . . . . -1,830 -2.0 -252 -2.0 1 0.1 -9 -2.0 -0.1
Threadmills ................... -150 -2.1 -21 -2.2 * -0.6 -3 -2.0 -0.2
Carpetsandrugs ............... 40 0.1 3 ®) ) ®) 1 0.1 ®)
Miscellaneous textile goods . .. ... —60 -0.1 -10 -0.1 @) ®) -2 -0.1 ®)
Knitting mills and knit fabric mills . . -5,490 -4.5 -648 -4.5 -10 -1.6 =37 -4.5 ®)
HoSIery . ..o 20 ) 1 ®) 2 0.4 ) ®) -0.1
Apparel ... —29,390 -4.7 -2,842 -4.7 3,939 7.8 -414 -4.7 -2.9
Homefurnishings ............... -390 -0.6 -47 -0.6 95 4.2 -2 -0.4 -0.6
Canvas and related products,

pleating, stitching and

embroidery ................. -330 -0.9 -24 -0.9 -4 -0.9 -1 -0.8 -0.1
Other fabricated textile products . . -730 -0.6 -73 -0.6 -13 -0.7 -4 -0.5 -0.1

Other products covered by quotas:

Luggage, handbags, and

PUISES . \vviitaieaieiaens —20 -0.2 -3 -0.2 41 1.1 * 0.1 -1.4
Man-made fibers .............. -510 -1.1 -196 -1.1 -26 -1.4 -35 -1.4 ®)
Other miscellaneous goods ... ... 70 0.1 5 ®) -1 ®) 1 0.1 ®)
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Upstream and downstream sectors:

Cotton .. ..o -380 -1.1 —69 -1.2 -7 -2.0 -13 0.4 -0.1
Composite downstreamsector .. ... . 4,810 ®) 443 ®) -89 -0.1 33 0.1 ®)
Rest of the economy:

Agriculture, forestry and fisheries . . .. 1,400 0.1 132 ®) -2 ®) 81 0.2 ®)
Mining ................ .. ... 410 0.1 59 ® 8 ®) 12 0.1 ®)
construction. . .................... 1,010 ® 33 ®) ®) ®) ®) ®) ®)
Nondurable manufacturing ......... 3,110 0.1 378 ®) —46 ®) 79 0.1 ®)
Durable manufacturing . ............ 7,070 0.1 1,048 0.1 -181 ®) 416 0.1 ®)
Transportation, communications,

and utilities .................... 2,360 ®) 245 ®) -24 ®) 63 0.1 ®)
Retailtrade . ...................... 10,450 0.1 280 ®) ®) ®) ®) ®) ®)
Finance, insurance, and real

estate. ...l 4,490 0.1 603 ®) -1 ®) 36 0.1 ®)
Otherservices .................... 9,070 ®) 784 ®) -21 ®) 71 0.1 ®)

1 percentage changes reflect the net change in volumes and prices, unless indicated otherwise.
2 Price of the composite good (i.e., imports and domestic production) faced by consumers.

3 Change in full-time equivalents.

4 Change less than $500,000.

5 Change less than 0.05 percent.

6 Nontradeable sector.

Source: Estimated by the staff of the USITC.
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Table 3-6
Case 2: Sector—specific economic effects of textile and apparel quota and tariff liberalization, changes in values and percent ,

19961
Composite
Employment Output Imports Exports Price
Million Million Million
Sector FTES Percent dollars Percent dollars ~ Percent dollars ~ Percent Percent
Liberalized sectors:
Textiles and apparel:

Broadwovenfabricmills ......... -14,970 -7.6 -2,396 -7.7 145 3.3 —206 -7.3 -2.2
Narrow fabricmills .............. -1,320 -7.3 -111 -7.4 -26 -6.9 =37 -6.8 -2.2
Yarn mills and textile finishing . . . . . -6,170 -6.6 -845 -6.7 55 10.7 -29 -6.6 -0.5
Threadmills ................... -500 -7.4 -72 -7.4 9 12.6 -11 -6.8 -14
Carpetsandrugs ............... 120 0.2 14 0.1 -5 -0.5 4 0.4 -0.1
Miscellaneous textile goods .. .. .. -50 -0.1 -11 -0.1 -11 -0.7 2 0.1 -0.2
Knitting mills and knit fabric

mills ... -17,200 -14.1 -2,029 -14.1 129 20.3 -123 -15.1 -0.8
Hosiery .......oovviiiiiii .. -70 -0.1 -8 -0.2 25 5.0 ) ®) -0.8
Apparel ... —-83,510 -13.3 -8,071 -13.3 12,228 24.2 -1,171 -13.2 -8.9
Homefurnishings ............... -1,210 -1.8 —145 -1.9 320 14.2 -4 -0.8 -2.5
Canvas and related products,

pleating, stitching and

embroidery .................. -1,330 -3.7 -94 -3.8 23 5.9 -2 -3.1 -1.3
Other fabricated textile products . . . -1,920 -1.7 -191 -1.7 -50 2.7 -7 -0.9 -0.5

Other products covered by quotas:

Luggage, handbags, and purses . . -170 -1.8 -25 -1.9 335 8.5 @) ®) -10.6
Man-madefibers ............... -1,620 -3.6 -625 -3.7 -90 -5.0 -110 -4.2 ®)
Other miscellaneousgoods ...... 410 0.3 39 0.3 -12 -0.4 10 0.6 ®)
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Upstream and downstream sectors:
Cotton ...t
Composite downstream sector ... ...

Rest of the economy:
Agriculture, forestry and fisheries .. ..
Mining ...
Construction. .....................
Nondurable manufacturing .........
Durable manufacturing .. ...........

Transportation, communications, and
utilities .. ...

Retailtrade . ......................

Finance, insurance, and real
estate...........o i

Otherservices ....................

-1,150
13,510

9,320
1,780
2,650
11,200
42,450

8,280
12,900

8,940
19,640

-3.4
0.1

05
03

®)
0.2
0.4

0.1
0.1

0.1
0.1

-207
1,287

1,258
371
103

1,835

7,107

1,046
233

792
1,517

-3.5
0.1

0.4
0.2

®)
0.1
0.4

0.1
Q)
©)
®)

-604
-1,816

-311
©)

-67
—248

-6.9
-0.8

-0.1
Q

-0.4
-0.4

-0.4
©)

-0.4
-0.4

198

836
99
©)

573

3,013

498
©)

265
453

-0.7
0.6

2.1
07

©)
0.4
0.6

06
©)

0.5
0.5

-0.5
0.1

0.1
0.2

Q)
0.1
0.1

0.1
0.1

0.1
®)

1 percentage changes reflect the net change in volumes and prices, unless indicated otherwise.

2 Price of the composite good (i.e., imports and domestic production) faced by consumers.

3 Change in full-time equivalents.
4 Change less than $500,000.

5 Change less than 0.05 percent.
6 Nontradeable sector.

Source: Estimated by the staff of the USITC.
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CHAPTER 4
Agriculture

Import restraints in the agricultural sector have undergone significant
changes since the last report in this series. The URA was historic in that it was
the first successful attempt to bring agriculture into the general discipline of the
GATT and brought about policy changes upon which future multilateral trade
agreements will likely build.

While several agreements under the URA are relevant to agriculture, two of
them—the Agreement on Agricultdreand the Agreement on the Application
of Sanitary and Phytosanitary Measures (or SPS Agreeteapply
specifically to agriculture. The Agreement on Agriculture covers 3 areas:
export subsidies, market access, and internal supports. The agreement is being
implemented over the 6-year period, 1995-2000.

Restraints on agricultural commodity trade are being addressed directly
through the Agreement’s market access provisions, which require all nontariff
import barriers to be converted to bound tariffs (a process called
“tariffication”). These tariffs—as well as other pre-existing tariffs—are being
reduced by a minimum of 15 percent, and on average 36 percent over the
implementation period. In addition, for products subject to the tariffication
process, countries agreed to maintain current access opportunities and to
establish quantitative commitments for new access opportunities if imports in
the 1986-88 base period were low or non-existent.

Prior to 1995, several of the most trade-sensitive commodities were
protected through import quotds.However, as part of the agreement, the
negotiating countries agreed to tariffy the quotas on these commodities. Most
were converted to tariff-rate quotas (TRQs). These TRQs typically involved a
two-level tariff, with a relatively low duty rate (in-quota rate) applied on
imports up to a threshold level (TRQ quantity) and a secondary, significant

1 Uruguay Round Agreement Act, Statement of Administrative Action, published in
H.Doc.103-316, 103d Cong., 2nd Sess., pp. 709-41.

2Uruguay Round Agreement Act, Statement of Administrative Action, published in
H.Doc.103-316, 103d Cong., 2nd Sess., pp. 742-63.

3 For example, quotas were imposed on U.S. imports of dairy products and cotton
under section 22 of the Agricultural Adjustment Act of 1993, while U.S. import quotas
on beef were established under the Meat Import Act of 1979. TRQs have existed for
sugar since 1990.
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tariff rate (over-quota rate) applied to imports that exceed the threshold. If
the over-quota tariff is prohibitive, the impact of the TRQ is nearly identical
to the earlier quantity restrictions.

The U.S. agricultural sectors that are affected by significant U.S. import
restraints in this report are those identified in previous series of this report,
namely dairy, meat, sugar, cotton, tobacco, and peanuts. Each of the sections
below provides a brief overview on the sector, the nature of its trade barriers,
an evaluation of the restrictiveness of import restraints in 1996, an examination
of previous work, specification of the model and, finally, a discussion of
potential liberalization effects.

Dairy Products

Import restraints are applied to several milk products, including fluid milk
and cream, butter, cheese, powdered milk products, ice cream, infant formula,
and animal feeds containing milk. Table 4-1 presents the value of shipments,
level of employment, and trade for certain dairy products during 1994-96. U.S.
shipments amounted to $48 billion in 1996, with fluid milk accounting for
about 42 percent of such shipments, cheese for 38 percent, dry/concentrated
milk for 16 percent, and butter for 3 percent. U.S. trade in dairy products is
relatively small in comparison to the domestic market. In 1996, for example,
the total value of dairy imports was $1.2 billion, representing only about 2
percent of the total value of dairy shipments, while dairy exports, valued at
$414 million, represented less than 1 percent of such shipments. Almost all
U.S. imports consist of cheese and casein/casethatedile major dairy
exports are cheese and whey.

Nature of Trade Barriers

The U.S. Government supports dairy-farm incomes through a price support
system for manufactured products which establishes domestic prices
significantly higher than world pricés.To prevent the U.S. market from being
flooded by imports, several dairy products (including butter, most

4 Casein and caseinates are not currently produced in the United States and have not
been since the early 1950s. After the U.S. Department of Agriculture (USDA)
established a price support program for milk, U.S. butter and powder producers realized
greater returns from drying their skim milk into nonfat dry milk (NDM) and selling it to
the government intervention agency, the Commodity Credit Corporation (CCC), than
from processing it into casein. Therefore, domestic demand for casein has since been
furnished from imports.

5 Under the system, market prices for butter, cheddar cheese, and NDM are
supported through CCC purchases of domestic surpluses. The CCC is a
government-owned and operated corporation within the U.S. Department of Agriculture
(USDA). Under the Federal Agricultural Improvement and Reform (FAIR) Act of 1996,
dairy supports are being phased out and will be eliminated by 1999.
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Table 4-1
Dairy: Summary data, 199496

Item 1994 1995 1996

Shipments (million dollars):

Butter ............ ..t 1,017 1,196 1,542
Cheese ...........ccoviinnn. 16,426 16,802 18,284
Dry/condensed milk products ... 7,482 7,795 7,748
Cream® ...................... 18,874 19,196 20,029
Employment (FTES):
Butter ......... ... 1,400 1,200 1,000
Cheese ............oii.t. 33,600 36,200 35,700
Dry/condensed milk products ... 15,000 14,600 14,200
Cream! ...................... 61,800 61,600 59,300

Imports (million dollars):

Butter ........... ... .. ... ..., 2 1 9
Cheese ..............in.. 491 549 584
Dry/condensed milk products ... 423 493 592
Cream® ...................... 4 4 4

Exports (million dollars):

Butter ... 108 63 42
Cheese ..............ccoiun 72 89 105
Dry/condensed milk products ... 259 376 238
Cream® ...................... 43 21 29

1 The data for this sector are for the entire fluid milk sector, of which cream is a part.

Source: Shipments and employment data are based on U.S. Department of
Commerce, Bureau of Census, 1992 Census of Manufacturers. Industry Series:
Dairy Products, No. MC92—1-20B, Apr. 1995; Milk Industry Foundation, Milk
Facts: 1996 Edition, Washington, DC, Sept. 1996; National Cheese Institute,
Cheese Facts: 1996 Edition, Washington, DC, Sept. 1996; and International Ice
Cream Association, The Latest Scoop: 1996 Edition, Washington, DC, Dec.
1996. Trade data are from U.S. Department of Commerce.

domestically-produced cheese, nonfat dry milk (NDM), fluid milk, and ice
cream) are subject to TR®swhile others (e.g., whey protein concentrates,
milk protein concentrates, and caseinates) are covered by fixed tariffs that do
not depend on the level of imports. A few categories of dairy products
(those with negligible domestic production) are imported at a duty rate of
“Free” (e.g., casein and milk albumin).

6 The TRQs, introduced in 1995 under the URA, replaced the existing dairy quotas
that had been imposed under section 22 of the Agricultural Adjustment Act of 1933. The
section 22 quotas had originally been designed to limit imports of dairy products to a
guantity equivalent to approximately 2 percent of the U.S. production of milk.
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For products with TRQs to receive the in-quota rate, importers must obtain
an import licence issued by the USDA. A typical license will identify the
product, the country from which it may be imported, and the maximum
guantity that can be imported. Many licenses are country-specific (i.e., the
import source country is specified). However, an “other country” license
allows the importer to source product up to a certain quantity from any country
other than countries that have country specific TR@#ile an “any country”
license allows an importer to source imports up to a certain quantity of a
particular product from any country in the world, including those with
country-specific licenses. There are also two types of license: historical and
nonhistorical. Historical licenses are renewable from one year to the next and
are valid for the same product from the same country. A license will be
renewed as long as the importer has met the requirements of the regulation.
Nonhistorical licenses are not renewable. Importers may reapply for an
identical nonhistorical license for the next year, but the application may or may
not be granted because these licenses are issued through a lottery-typé system.
Certain dairy products for which there are TRQs may be imported without a
license under a “first-come, first-served” system administered by the U.S.
Customs Servic®. No licenses are required to import at the over-quota rate.

In addition to licensing, U.S. imports of dairy products are also subject to
various health and sanitary regulations. For example, U.S. imports of fluid
milk products are prohibited unless accompanied by a valid permit issued by
the U.S. Secretary of Health and Human Services under the provisions of the
Import Milk Act of 192710

7 For example, in 1996 the following suppliers had specific country TRQ allocations
for American-type cheese: Australia (1,000 mt), New Zealand (2,000 mt), the European
Union (287 mt), and other countries (169 mt). An importer with an “other country”
license for American-type cheese could source imports up to the license amount from
any country (such as, in the case of 1996, Slovak Republic and Jamaica), except for
Australia, New Zealand, or the EU.

8 There are also designated licenses for cheese imports issued to cheese importers
who have met the regulation’s qualification standards and have been designated by the
government of the exporting country to receive a license. Not all countries participate in
the designation process.

9 This requirement means these products may be brought in at the in-quota rate until
a specified TRQ is filled, and once the TRQ is filled, importers must pay the over-quota
rate. The items covered under the first-come, first-served system include: dairy products
from Mexico; certain dairy products from Israel; cheddar cheese from Canada (made
from unpasteurized milk and aged nine months or more); fluid milk or cream (fresh or
sour); milk or cream (condensed or evaporated and in airtight containers); dried
buttermilk or whey; infant formula; ice cream; and animal feed containing milk.

10 44 stat. 1101.
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Market Access Provisions Under the URA

Under the URA, the United States established TRQs totaling about 150,000
metric tons (mt) of dairy products in the initial year (1995), rising to about
200,000 mt in the final year (year 2000). In addition, out-of-quota tariff rates
are being reduced by the minimum required 15 percent in equal installments
over the 6 year implementation period. Specifically, the United States agreed
to reduce its over-quota tariffs from 65 cents per pound to 56 cents per pound
(approximately 170 percent ad valorem equivalent, based on U.S. prices in
1996) for cheese, 82 cents per pound to 70 cents per pound (approximately 137
percent ad valorem equivalent) for butter, and 46 cents per pound to 39 cents
per pound (approximately 32 percent ad valorem equivalent) for NDM.
In-quota tariff rates are bound at zero or nominal levels.

Tariffication under the URA increased market access significantly for some
dairy products, while for others it did not. In-quota quantities were
significantly increased for butter and butter substitutes. The combined section
22 quotas for these products in 1993 was 865 mt, while in 1996, the TRQ was
almost ten-fold higher at 8,578 mt. The TRQ for ice cream more than doubled
the section 22 quota, as did the TRQ for NDM. The section 22 quota for dried
whole milk and cream was only 3 mt in 1993, which increased to 1,061 mt in
1996. By contrast, there were only small increases in market access for fluid
milk and cheese. Although market access grew, import limits remained small
compared with overall consumption.

The URA also introduced the “any country” import license. In 1993, the
base year used in the analysis of the previous report, licenses were only
country-specific. For example, the section 22 quota for NDM was 820 mt.,
allocated only to Australia (600 mt) and Canada (220 mt.) Thus, imports from
any other country (such as New Zealand) were excluded. Under the TRQ
system, Australia and Canada were allocated licenses to ship 600 mt and 220
mt, respectively; in addition, an “any country” allocation of 1,241 mt was made
available to any other country, including Australia and Cahhd&hus, the
U.S. market was opened up to any country that could supply products, subject
to quantity limits.

Restrictiveness of Barriers

The TRQ system made over-quota imports uncompetitive in the U.S.
market. In the case of butter, for example, the 1996 U.S. price ($1 per pound)
was higher than the price of imports at the in-quota tariff ($0.83 per pound),
but significantly lower than the price of imports at the over-quota tariff ($1.55
per pound). For cheddar cheese and NDM, the over-quota tariff was sufficient
to deter imports above the TRQ level. In 1996, for dried milk powder, butter
and butter substitutes, and cheese, the TRQs appear to be restrictive, as

11 S0, for example, in 1996 Canada shipped all 820 mt in its country-specific
allocation, plus 512 mt under the “any country” allocation, for total imports of 1,332 mt.
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indicated by a ratio of imports to TRQ of almost 100 percent. This is
supported by major world importers of dairy products who argue that the
U.S. import restraints are bindidg,and also by the fact that major U.S.
producer and processor groups have not expressed concern over excessive
imports13

Generally, TRQs were not constraining imports that are unable to compete
with domestically produced good$. The quotas do not appear to be binding
in the cases of fluid milk (74 percent fill), condensed and evaporated milk (35
percent fill), articles containing 5.5 percent to 45 percent butterfat (53 percent
fill), and ice cream (1 percent fill). However, because the licensing system
involves allocation of country-specific quantitative limits, it is very difficult to
gauge the extent to which quotas are binding. For example, in 1996, the TRQ
on condensed milk and cream in airtight containers was 1,847 mt, compared
with actual imports of only 479 mt. Thus, only 26 percent of the total TRQ
was filled, suggesting the quota was not a binding constraint. However, the
Netherlands completely filled its quota of 153 mt, while the other
country-specific quota was not filléd.

In addition to tariff measures, importers argue that the licensing system is a
significant nontariff barrier to trade in dairy produts.They point to reasons
why many quotas are not filled even though U.S. prices are significantly above
international prices. These include that the allocation of the quotas by product
is not attractive to importers, end-users, and exporters; small TRQs for several
products, such as infant formulas (100 mt) and cream powder (100 mt), make
commercial utilization problematic; the import system does not encourage
commitment by exporters, importers, and end-users to a confirmed business
relationshipt’ and the system for reallocating country-specific cheese quotas is
complicated8

12 New Zealand Dairy Board, written submission to the USITC for Investigation
332-325, June 10, 1998.

13 USITC phone conversations with industry representatives, July 1998.

14 For example, the fluid milk quota of 11.4 million liters was not filled. This is
largely because imports for most countries (except Canada and Mexico) cannot be
transported to the United States at a sufficiently low cost to make them competitive. Milk
market regulation in Canada also makes the U.S. market unattractive to Canadian
producers.

15 For example, Denmark used none of its 605 ton quota. This shows that in
evaluating the extent to which quotas are constraining, and thus the economic impact of
import restraints, it is crucial to analyze bilateral trade flows and develop price gaps on a
country-specific basis.

16 New Zealand Dairy Board, written submission to the U.S. International Trade
Commission, for Investigation 332-325, June 10, 1998, p.7.

17 For example, the first-come, first-served creates uncertainty about the ability to
obtain product on a continuous basis so that business planning and the establishment of
normal long-term supplier/customer relationships are compromised.

18 New Zealand Dairy Board, written submission to the U.S. International Trade
Commission, for Investigation 332-325, June 10, 1998, pp. 6-7.
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Previous Work

In previous releases of reports in this investigation, the Commission staff
estimated price distortions—measured as ad valorem tariff equivalents—that
result from the section 22 quotas for 4 dairy products: butter, cheese,
dry/condensed products, and cream. From the 1995 analysis, the estimated
overall effect of liberalizing the dairy quotas amounted to a welfare gain of
approximately $1 billion.

In their study, Zhu, Cox and Chavas (1998) used a spatial equilibrium
model of the global dairy sector to examine the effects of the URA and full
liberalizationl® The authors found that for the U.S. dairy sector, policy
impacts of the URA and complete liberalization in world dairy markets would
be relatively small. Under full liberalization, there are very small impacts on
U.S. milk producers, since prices and production are not expected to change.
However, big changes occur in the U.S. dairy processing sector: more milk is
used to produce cheese and less to produce lower-valued butter and milk
powders. Further, the United States switches from a net cheese importer to a
net cheese exporter. Net U.S. dairy exports increase 20 percent on milk solids
over the base scenario.

Model Specification

The USITC CGE model includes the dairy farm sector, four dairy
manufacturing sectors (butter, cheese, dry/condensed milk products, and
cream), and about 490 other sectors collected into nine aggregate sectors.
Although the dairy manufacturing sectors were protected by the 1996 TRQs,
the dairy farm sector—which produces raw milk—is upstream to the dairy
processing sectors. Removal of the dairy TRQs, while maintaining all
domestic price support policies intact, would have required an enormous
expansion of Commodity Credit Corporation (CCC) purchases of dairy
products. That is, to prevent domestic prices from falling below support price
levels, the CCC would have to buy all excess cheese, butter, and NDM
(including imports) in the U.S. market. To avoid this outcome, the model
simulates the joint removal of the U.S. dairy quotas and the elimination of
domestic price support policiéS.

Procedures used by the USDA to administer the TRQ system for dairy
products are highly complex. As a result, accurate estimation of price gaps
(the difference between domestic prices and the prices that would be charged
without the TRQ) is highly problematic. In all, there are 23 TRQs covering

19 Young Zhu, Tom Cox and Jean-Paul Chavas “A Spatial Equilibrium Analysis of
Trade Liberalization and the U.S. Dairy Sector,” Final Report for NRI Grant
#94-37400-0966 (Dec. 1998)

20 Federal milk marketing orders, which set prices for fluid milk in the United
States, were not explicitly modeled.
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dairy products. In most cases, several HTS subheadings are attributed to
each individual TRQ. For example, in 1996, the butter TRQ was 4,577 mt.,

covering imports under three HTS subheadings: 0401.30.50 (milk and cream
exceeding 45 percent fat), 0403.90.74 (sour cream, over 45 percent fat), and
0405.10.10 (butter).

The effects of the U.S. dairy quotas are estimated by means of an
equivalent ad valorem tariff. USDA collects both domestic and world price
data for NDM, butter and cheese. These three price series serve as a basis for
the estimates of the tariff equivalents of the U.S. dairy quotas used in the CGE
model. The butter and cheese sectors make a straightforward application of the
price-gap method possible because data exist for both domestic and world
prices. For the dry/condensed milk products, the price gap for NDM was used
as a proxy, because NDM contributes a large share of the dry/condensed milk
products trade. The world prices for these three products were the New
Zealand f.0.b. prices adjusted for exchange rates and transportation costs.
These landed prices of imports from New Zealand were then compared with
domestic prices. For the three products, the price gap was estimated at 15
percen2l In the case of cream, a price gap of zero was assumed. This
assumption was made because the high cost of transporting milk and cream
provides a natural monopoly for U.S. producers in the domestic market.
Because of these high costs, U.S. imports of fresh milk and cream have been
negligible in recent years and quota fill rates have been well below 100
percent.

The welfare effects of TRQ liberalization can be affected by the
assumptions concerning the rents generated by quotas. The quotas for butter
and cheese require USDA licenses which are allocated to qualified domestic
importers, implying that the quota rents most likely would accrue to these
domestic firms. However, research on the cheese quotas by Hornig2et al.
indicates that the export side of the cheese market is highly concentrated,
resulting in market power for both importers and expofersThey estimate
that in 1980 the quotas generated rents of about $41 million for importers and
$52 million for exporters. Based on this work, the quota rents are split on

21 The price gap for cheese was based on a U.S. cheese price of $1.40 per pound, a
New Zealand price of $1.00 per pound, and a transportation cost of 20 cents per pound.
The price gap for butter was based on a U.S. butter price of $1.15 per pound, a New
Zealand price of 77 cents per pound, and a transportation cost of 20 cents per pound. The
price gap for NDM was based on a U.S. NDM price of $1.20 per pound, a New Zealand
price of 92 cents per pound, and a transportation cost of 10 cents per pound.

22 Ellen Hornig, Richard N. Boisvert, and David Blandford, “Explaining the
Distribution of Quota Rents for U.S. Cheese Importéstralian Journal of
Agricultural Economics Apr. 1990, pp. 1-20; and Hornig, Boisvert, and Blandford,
“Quota Rents and Subsidies: The Case of U.S. Cheese Import Qiatamean Review
of Agricultural Economics1990, pp. 421-34.

23 For example, the New Zealand Dairy Board has an export monopoly on all dairy
exports from the country.

52



a 50/50 basis between domestic importers and foreign exporters for both the
butter and cheese sectors. The quotas for the dry/condensed milk products
and cream sectors are administered by the U.S. Customs Service on a
first-come, first-serve basis. Consequently, it is assumed that foreign
exporters capture all of the quota rents in these two sectors; the import side
is unconcentrated and the foreign exporters benefit from higher prices for
their products.

The Effects of Liberalization

The model estimates show that the overall effect of liberalizing the dairy
guotas and eliminating price support in 1996 is a welfare gain of $152 million
to the U.S. economy. Contributing to the gain in economic welfare is the
decline in composite prices as a result of liberalizing the dairy sector.
Specifically, the model estimates show that the largest price declines would
occur for (1) dry/condensed milk products, 1.0 percent; (2) cheese, 0.6 percent;
and (3) butter, 0.1 percent. Table 4-2 presents the model estimates of
employment, output, and trade effects of unrestricted imports in the U.S. dairy
sector.

The upstream dairy farm sector experiences a decline of about 0.2 percent
in output and employment, which translates into declines of $45 million and
170 full-time equivalent workers, respectively. Employment and output were
estimated to decrease in all of the dairy manufacturing sectors, with the dry and
condensed milk sector experiencing the largest relative decline of about 0.1
percent. In all liberalized sectors, generally imports increase and exports
decrease. The model estimates showed that the cheese sector experienced the
largest trade increase: imports increased by $93 million, a 13.7 percent
change.

Meat

The analysis in this sector applies to red meats, primarily bovine, sheep,
and goat meat (SIC sector 2011), but excludes sausages, smoked meats, and
similar products (SIC sector 2013). Table 4-3 contains summary data on
shipments, employment, imports, and exports in the meat-packing industry
during 1994-96. Shipments were valued at $47 billion in 1996, while the
sector provided 123,300 full-time jobs. Sector exports in 1996 amounted to
$3.4 billion, while imports were valued at $2 billion (see table 4-3).

In recent years, the United States has been the world’s leading importer of
beef (on a quantity basis) and one of the leading exporters, after Australia and,
in some years, the European Union (EU). Most of the U.S. exports have
consisted of relatively high-value meat derived from grain-fed animals,
whereas most imports have consisted of manufacturing-type beef derived from
grass-fed animals. During 1994-96, imports of beef accounted for 7 to 9
percent of consumption by quantity (not value). In the mid-1990's the United
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Table 4-2

Dairy: Economic effects of tariff-rate quota removal, changes in FTE, value and percent, 1996

Composite
Employment Output Imports Exports Price
Sector FTE? Percent Value 2 Percent  Value?2 Percent  Value? Percent Percent
Liberalizing sectors:
Butter ...................... ) @) -1 ) 1 13.1 ®) -0.1 -0.1
Cheese .................... -130 * -73 ®) 93 13.7 ®) -0.3 -0.6
Dry/condensed milk
products .................. -100 -0.1 —44 -0.1 65 12.4 -3 -0.5 -1.0
Cream ............ccoiunnnn -30 * -10 @) ®) * ®) * @)
Upstream sector:
Dairyfarms ................. -170 -0.2 —45 -0.2 3 -0.2 ®) -0.2 )
Rest of the U.S. economy:
Agriculture, forestry, and
fisheries .................. 110 * -16 * -2 * 2 * *
Mining.................o..L Q) * 2 * Q) * 1 * *
Construction ................ 3 @) ®) ) ®) ®) ®) ®) ®)
Nondurable
manufacturing ............. 20 * 5 * -11 * 4 * *
Durable
manufacturing ............. 260 * 48 * -14 * 18 * *
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Transportation,
communications, and

utilities ... ... 30
Wholesale and retail trade . . ... -40
Finance, insurance, and real

estate ..., 30
Otherservices ............... 220

*
*
*
*

-2

30

*
*
*
*

©
Q)

*
©
*
©

©

*
©
*
®)

*
©
*
*

1 Full-time equivalents.

2 |n millions of dollars in base year prices.

3 Less than five jobs.

4 Change less than 0.05 percent.
5 Change less than $500,000.

6 Nontraded sector.

Source: Estimated by the staff of the USITC.
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Table 4-3
Meat: Summary data, 1 1994-96

Item 1994 1995 1996
Shipment (million dollars) . .. ...... 46,545 47,276 47,093
Employment (1,000 FTES) ........ 114.0 120.8 123.3
Imports (million dollars) ........... 1,502 1,792 2,081
Exports (million dollars) .......... 2,855 3,142 3,441

1 Data for SIC 2011, meat packing plants.

Source: U.S. shipments estimated by USITC; employment derived from U.S.
Department of Labor; imports and exports derived from U.S. Department of
Commerce.

States was the world’s third leading importer of pork, after Japan and the
EU, and the second leading exporter, after the EU. Imports of pork
accounted for nearly 4 percent of consumption in recent years. Between
1994 and 1996, the United States was the world’s third leading importer of
meat of sheep (mutton and lamb meat), after the European Union and Japan;
U.S. sheep meat exports have been negligible. Imports of sheep meat rose
from 11 percent of consumption in 1994 to 20 percent in 1996.

Nature of trade barriers

Prior to the URA, U.S. imports of certain meats-mainly fresh, chilled, or
frozen beef, mutton, and goat meat-were subject to quantitative restrictions
under the Meat Import Act of 1978. Such meats were also subject to
voluntary restraint agreements (VRAS) negotiated under the Agricultural Act of
19562° Under the URA, effective January 1, 1995, the Meat Import Act was
repealed and almost all U.S. imports of fresh, chilled, or frozen beef (including
veal) became subject to TRQs. As a result of the 1989 U.S.-Canada
Free-Trade Agreement, the United States and Canada were generally prohibited
from imposing quantitative restrictions on meat imports from each other.
Under NAFTA, there is no limit to the quantities of the stipulated meat that
enter from Canada and Mexico, subject to in-quota rates of2@lutyl.S.
imports of pig meat and lamb were subject to absolute import tariffs but not
TRQs.

U.S. imports of meat are also subject to nontariff measures. The Federal
Meat Inspection A& generally limits U.S. imports of meat to those from
countries that enforce inspection and other requirements that are at least equal

24 public Law 96-177, 93 Stat. 1291 (1979).

257 U.S.C. 1854.

26 Additional U.S. Notes (#3) ch. HTS 1996, p. 2-1.
2721 U.S.C. 661 and 21 U.S.C. 620.
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to those applied at Federally-inspected establishments. Also, most U.S.
imports of fresh, chilled, or frozen meat are limited to those from countries
that the U.S. Secretary of Agriculture has found to be free of Foot-and-
Mouth and Rinderpest diseases.

Market Access Provisions Under the URA

Under the URA, the United States converted quantitative restrictions under
the Meat Import Act to TRQs to bring U.S. law into conformity with new U.S.
obligations under the WTO Agreement on Agriculture. The general in-quota
tariff for boneless frozen bovine meat is 4.4 cents per kilogram or 10 percent
ad valorem, depending on the HTS heading. The base over-quota rate was
31.1 percent ad valorem in 1995 and is being reduced by 15 percent, in equal
installments over 6 years, resulting in a bound rate of 26.4 percent ad valorem
beginning January 1, 2000.

The United States agreed to an annual TRQ quantity of 656,621 mt (1.5
billion pounds), product weight, and an additional 20,000 mt (44.1 million
pounds) each from Uruguay and Argentina when those countries met sanitary
and phytosanitary requirements. Uruguay met the requirements in
mid-November 19928 and Argentina met the conditions in 1997.The 1996
in-quota allocations for other countries are show in the tabulation §8low:

Country metric tons 1,000 pounds
Australia .......... ... ... 378,214 883,819
New Zealand ....................... 213,402 470,471
Japan ... 200 441
Other ... 64,805 142,871

These allocations remain fixed throughout the 1995-2000 URA
implementation period!

Restrictiveness of Barriers

For countries receiving the general rate of duty, the in-quota rates vary
depending on the HTS subheading, but the bulk of the imports in 1996, as in

28 60 F.R. 55440 (Nov. 1, 1995).

29 62 F.R. 34385 (June 26, 1997).

30 In 1993, the maximum allowable imports of meat from Australia and New
Zealand was 649.9 and 425.0 million pounds, respectively. Compared to 1993 levels,
1996 imports from Australia increased 36 percent, while imports from New Zealand
increased just over 10 percent. For more information, please see additional U.S. Notes
(#3) ch. 2,HTS 1998, p. 2-1.

31 Marilyn Moore, Agricultural Sector, USTR, telephone interview with USITC
staff, Sept. 6, 1996.
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other years, consisted of frozen boneless beef dutiable at 4.4 cents per
kilogram. The ad valorem equivalent of that rate of duty in 1996 was 2.8
percent. The over-quota tariff rate for 1996 was 29.5 per cent ad valorem.

The Meat Importers Council of America (MICA), a trade association,
contends that the over-quota rates of duty are so high that the TRQ system is as
prohibitive to trade as were the absolute quotas under the Meat Impd# Act.
However, actual 1996 imports were: Australia, 400 million pounds; New
Zealand, 369 million pounds; Uruguay, 43 million pounds; Japan, 13,000
pounds; other countries or areas, 73 million pounds. Overall, the quota fill was
896 million pounds, representing about 58 percent of the 1.5 billion pounds
TRQ quantity33 The 1996 quotas were not filled largely because of high
levels of U.S. domestic production, and because higher beef output in Canada
led to increased imports of Canadian beef that year.

Uruguay essentially filled its quota in 1996 and 1997. In 1996, Uruguay
requested reallocation of 10,000 mt (or 22.2 million pounds) for 1997. MICA
estimates that Uruguay would have exported approximately 40,000 mt (product
weight) of beef to the United States in 1996 had it not been restricted by the
20,000 metric ton TR&* At the public hearing on this investigation, the
American Meat Institute supported the adoption of a policy to enable the
reallocation of shortfalls in individual country TR&%. Among major
supplying countries, New Zealand had the highest ratio of imports to quota, at
78 percent in 1996. In 1995 (and again in 1997), New Zealand’s ratio of
imports to quota was 90 percent. Australia, the other leading supplier of the
subject imports, had a ratio of imports to quota of 59 percent in 1995 and 48
percent in 1996.

U.S. imports of fresh, chilled, or frozen beef are expected to increase in
199836 Indeed, New Zealand has reinstated a certification program for its
meat exporters in anticipation of supplying all of the quantity (about 470
million pounds, product weight) eligible to receive the lower in-quota tariff rate
as provided for under the URK. The certification is to preclude any imports
being dutiable at the over-quota rate.

32 Testimony of Rufus E. Jarman, Jr., of Barnes, Richardson, and Colben on behalf
of the Meat Importers Council of America, hearing transcript for USITC investigation
No. 332-371Cattle and Beef: Impact of the NAFTA and Uruguay Round Agreements on
U.S. Trade Mar. 20, 1997, p. 66.

33 USITC, Cattle and Beef: Impact of the NAFTA and Uruguay Round Agreements
on U.S. Tradeinvestigation 332-371, USITC publication 3048, July 1997, table D-52, p.
D-31.

34 Supplemental written statement by the Meat Importers Council of America, Dec.
23, 1998, p. 1.

35 Testimony statement of Leonard W. Condon, Vice President for International
Trade, American Meat Institute, p. 3, submitted May 8, 1998.

36 USDA, ERS,Livestock, Dairy, and Poultry Monthly:DP-M-50, Feb. 19, 1998,

p. 5.
37 USITC staff interview with officials of the New Zealand Embassy in Washington,
D.C. and the New Zealand Meat Producers Board, Feb. 7, 1998.
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Previous Work

In the most recent report in this serf€sthe Commission estimated the
overall effect of removing tariffs and quotas in the meat-packing sector to be a
welfare gain of $185 million. Almost all of the meat imports affected by the
VRAs, 98.5 percent, fell under a single tariff line for boneless frozen bovine
meat3® Of these imports, those from Australia and New Zealand accounted
for 87.4 percent of all U.S. imports of boneless frozen bovine meat.

The Effects of Liberalization

As indicated in the above discussion, the total quota level for meat TRQs
was not filled in 1996 and fell well below what could be considered the
binding range, i.e., 58 percent. Furthermore, on an individual country basis,
Uruguay was the only country to fill its quota. However, Uruguay only
accounts for 3 percent of the total quota allotment. Consequently, it is unlikely
that the elimination of the TRQs in 1996 would have had a significant effect on
the overall price of meat imports subject to the TRQs. Similarly, the effects on
U.S. net welfare, domestic output, imports and exports are all likely to have
ranged from negligible to small, had the TRQs been elimirf&ted.

Sugar and Sugar Containing Products

The sugar and sugar-containing products (SCP) sector consists of three
4-digit SIC categories: raw cane sugar (2061), cane sugar refining (2062), and
beet sugar (2063). Of total U.S. consumption of sweeteners, sugar has lost
share to corn-based and low-calorie sweeteners since the mid-1980s. However,
the industry’s contribution to overall agricultural GDP and employment has
remained important. For example, the 1996 value of shipments from the sugar
sector amounted to almost $7 billion, comprised of about $2.8 billion from beet
sugar, $2.5 billion from cane sugar refining, and the remaining $1.6 billion
from raw cane sugar (table 4-4), while in the same year the sector provided
16,400 full-time jobs (down from 18,600 in 1994). The United States is also
important in world sugar production and trade. In 1996, the United States
produced 6.6 million mt of sugar, representing about 6 percent of world sugar

38 The restrictiveness of the VRAs negotiated in 1993 were described in UBIEC,
Economic Effects of Significant U.S. Import Restraints: First Biannual Update
investigation No. 332-325, USITC publication 2935, Dec. 1995, pp. 4-11 to 4-13.

39 HTS 0202.30.60, “Meat of bovine animals, frozen: Boneless: other,” hereinafter
referred to as “boneless frozen bovine meat.” This tariff line describes industrial beef
products used as inputs into other food products (e.g., restaurant hamburgers).

40 The effects of tariff liberalization for this sector were not considered because the
in-quota tariff was not significant, as defined in chapter 1.
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Table 4-4
Sugar: Summary data, 1994-96

Item 1994 1995 1996
Shipments (million dollars):t
Rawcanesugar ............... 1,527 1,571 1,634
Beetsugar ................... 2,519 2,717 2,798
Cane sugar refining ............ 2,450 2,441 2,546

Employment (FTEs):1

Raw canesugar ............... 6,400 5,300 5,000
Beetsugar ................... 8,100 8,500 8,300
Cane sugar refining ............ 4,100 3,400 3,100

Imports (million dollars):

Rawcanesugar ............... 531 651 1,051
Refiningsugar ................ 43 34 37
Exports (million dollars):2 ... ...... 7 150 95

1 The three subsectors depicted in the table correspond to 4—digit SIC categories:
raw cane sugar (SIC 2061), cane sugar refining (SIC 2062), and beet sugar (2063).
2 The value includes exports of cane and beet sugar.

Source: U.S. Department of Commerce.

production, while imports—mainly raw cane sugar—were valued at $1.1
billion. During 1994-96, about 23 percent of domestic sugar consumption
was imported

Nature of Trade Barriers

Domestic sugar prices in the United States are set significantly higher than
world price levels through a system of nonrecourse loans and import
restrictions*2  Nonrecourse loaft3 are made to millers and processors who
agree to pay the growers the USDA-established minimum price support levels
based on loan rates for cane sugar and beet ¥ugaBecause U.S.

41 USDA, ERS,Sugar and Sweetener Situation and Outlook Replme 1996,
p. 42.

42 Greater than 80 percent of all sugar produced in the world has a predetermined
destination under a specific management program. The world price of sugar typically
refers to the remaining or residual sugar supply that is traded on the open market.

43 Loans are recourse when the level of the TRQ is at or below 1.5 million short tons
(raw value); if the quota is raised above that level, the loans become nonrecourse.

44 For a discussion of U.S. sugar programs, see USDA, SRfr: Background for
1995 Farm LegislationAgricultural Economic Bulletin No. 711, Apr. 1995; and USDA,
ERS, Provisions of the Federal Agriculture Improvement and Reform Act of, 1996
Agricultural Information Bulletin, No. 729, Sept. 1996, pp. 20-22.
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consumption exceeds production, imports are required to make up the
difference. However, unlimited imports of low-priced sugar from the world
market would force domestic prices below the loan rate and result in large
forfeitures of sugar to the CCC. Thus a system of TRQs is used to restrict
the volume of sugar imports.

The TRQ for raw cane sugar is allocated on a country-by-country basis
among sugar exporting countries in proportion to their average market share of
U.S. raw sugar imports during 1975-81, exclusive of the highest and lowest
years. The TRQ for refined sugar is on a global first-come, first-served basis.
In addition, there are three quota-exempt programs for sugar administered by
the U.S. Department of Agriculture (USDA). They are the refined sugar
re-export program, the sugar-SCP products re-export program, and the
polyhydric alcohol program. The first two programs provide for access to
guota-exempt sugar (at world prices), as long as the sugar refined or the
product manufactured is subsequently exported. The polyhydric alcohol
program allows for access to world-price sugar to use in the manufacture of
polyhydric alcohol for non-food industrial processes. Sugar imported under
these programs must be entered under licenses issued by the USDA.

Apart from the URA, the other major change since the last update of this
report was the elimination of the domestic marketing allotments on sugar, high
fructose corn syrup, and crystalline fructose under the Federal Agriculture
Improvement and Reform (FAIR) Act of 1996. Import restrictions and
commodity loans are the remaining government tools for supporting the price
of sugar. In FY 1997 (October 1996), The USDA added a new element to
administering the TRQ in an effort to stabilize the level of sugar supplies and
stocks to U.S. sugar users. Under the new system, an initial allocation of raw
sugar TRQs was announced for the coming year, with the possibility of
additional 3,200 mt tranches for January, March, and May of the fiscal year.
These additional tranches were made available if the stock-to-use ratio fell
under a certain level, and were allocated among current quota Holders.

The price of sugar is also supported by quotas on imports of certain SCP,
which prevent imports of these products from disrupting the price-support
programs for sugar cane and sugar beets. These quotas are applied to 5
categories of products: (1) blended syrups containing sugar, not in retail
containers; (2) edible preparations containing over 65 percent sugar, not in
retail containers; (3) sweetened cocoa powder; (4) flour mixes and doughs
containing over 10 percent sugar, except doughs in retail containers; and (5)
edible preparations containing over 10 percent sugar.

45 hittp://www.ustr.gov/releases/1997/03/97-19.html and USDA Press Release No.
0440.96, Aug. 13, 1996.
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Market Access Provisions Under the URA

Implementation of the URA in January 1995 did not change the basic
features of the U.S. sugar programs, nor did it change significantly market
access for sugar and SCPs. The TRQ system (originally implemented in the
Food, Agriculture, Conservation, and Trade (FACT) Act of 1990) continued
under the 1996 FAIR Act, and the lower duty applicable to in-quota imports
was not changed.

Upon implementation of the URA, the over-quota duty rate for raw sugar
was increased by 1 cent—from 16 cents per pound (raw value) to 17 cents
(approximately 150 percent ad valorem equivalent). This rate is being phased
down by the minimum 15 percent over the six-year implementation period, to
reach 14.45 cents per pound (approximately 130 percent ad valorem
equivalent) in the year 2088. Raw sugar imported under the TRQ level (HTS
1701.11.10) enters with a “General” duty of approximately 0.625 cent per
pound; however, imports from countries that benefit from special agreements
under the GSP, NAFTA, CBERA, and ATPA, face a duty rate of “Free.” This
accounts for all quota holders under the TRQ except Argentina, Australia,
Brazil, Gabon, and Taiwan. Under the URA, over-quota imports of raw sugar
(which enter under HTS subheading 1701.11.50) are assessed a duty of 16.27
cents per pound (approximately 150 percent ad valorem equivalent) for all
countries in 1998 under the general rate of duty, and 14.84 cents per pound
(approximately 135 percent ad valorem equivalent) for Mexico. The TRQ
guantity is established annually by the Secretary of Agriculture and, under the
provisions of the URA, the quota quantity can not be less than 1.117 million
mt of raw sugar and 22,000 mt of refined sugar.

Additional TRQ’s exist for five categories of SCP, converted under the
URA in 1995 from absolute quotas. For these products, the United States
agreed to replace then-existing section 22 quotas with TRQs that would
provide a level of protection comparable to the section 22 quotas. For SCP,
within-quota tariff rates for these products remained unchanged at between 6
and 12.2 percent ad valorem, whereas the over-quota tariff rates are based on
the tariff equivalent for refined sugar and are being reduced by 15 percent over
the 6-year URA implementation period (from 150 to 130 percent ad valorem
equivalent). The TRQ quantity is 70,796 mt per year from countries other than
Mexico. The TRQ for imports from Mexico started at 12,791 mt in 1994 and
increases to 16,203 mt in 2002; no tariffs will apply to imports from Mexico
beginning in 2003.

46 Under the URA implementing legislation, fees imposed under section 22 of the
Agricultural Adjustment Act of 1933 were eliminated and converted to tariffs. In 1994,
the only fee (tariff) on sugar imposed under section 22 authority of the Agricultural
Adjustment Act of 1933 was a 1-cent-per-pound fee on refined sugar imports which,
effective January 1, 1995, was replaced by a new tariff on sugar.
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Restrictiveness of Barriers

The 1996 TRQ levels were set according to the URA schedule. For raw
sugar, the level was set at 2.4 million mt, while the over-quota tariff was 16.58
cents per pound or 150 percent ad valorem equivalent (the in-quota rate was
0.625 cent per pound). For SCP, the TRQ was established at 89,641 mt.
Under the TRQs in place in 1993-the base year in the last update of this
report-the in-quota quantity for sugar was 2.5 million mt, while for SCPs, the
combined section 22 quotas amounted to 85,274 mt.

Because of the wide margin between domestic and world prices for raw
sugart’ the TRQs for sugar and SCP are virtually filled each year, indicating
that the TRQs are restrictive. For example, the total TRQ allocated for the
period October 1, 1995 to September 30, #898as 2,413,168 mt., while
actual imports amounted to 2,308,001 mt (a fill rate of 96 pert2nt).
However, according to the rules under which the TRQs are administered, a
country not filling its quota may carry it forward to the next TRQ period. For
example, in the 1995/96 TRQ period, the Philippines had a balance of 19,451
mt of quota that remained unfilled (a fill rate of 92.9 percent). This quantity
could then be imported over its TRQ limit for 1996/97.

Previous Work

Several studies have examined the effects of TRQs on the sugar sector. In
the 1995 report, the USITC analysis estimated an overall gain to the U.S.
economy due to the liberalization of the restraints on sugar and SCP of
approximately $661 million.

According to Public Voice, the sugar program acts like a regressive tax on
consumers, adding approximately $1.17 billion a year to the cost of boxed and
bagged sugar and processed foods at the retail ¥&vet. is estimated that
consumers would receive a near-term benefit of about $500 million annually
from elimination or significant reform of the sugar prog@mA 1993 report
by the General Accounting Office estimated the sugar program to cost U.S.
consumers $1.4 billion annuafy.

471n 1996, the world raw sugar price, as reported on the NY Coffee, Sugar, and
Cocoa Exchange, was 12.24 cents per pound. In the same year, the U.S. domestic price
was 22.4 cents per pound, a difference of over 10 cents per pound.

48 TRQs are administered on a fiscal year basis.

49 USDA, ERS Sugar and Sweetener, Situation and Out/dday 1998, table 17, p.

37.

50 public Voice is an advocacy organization that represents consumer interests on
food and agricultural issues. Public Voice, “The Sugar Program and Consumers: An
Update,” Feb. 12, 1998.

51 John Schnittker, Coalition for Sugar Reform, transcript of hearing, May 12, 1998,
Washington, DC.

52 General Accounting Office,Sugar Program:  Changing Domestic and
International Conditions Require Program Chang&AO/RCED-93-84, Apr. 1993.
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Boyd, Doroodian and Power state that the benefits to various sectors of the
U.S. economy in discontinuing the sugar quota policy outweigh the losses for
the economy as a whoté. Their results show that benefit—amounting to
about $254,000 annually—are accrued in all sectors of the economy with a few
small exception8? The authors report that the largest losses are realized by
the combined agriculture and forestry sectors, by an amount less than one
percent of the sector’s production.

Model Specification

The USITC CGE model was used to estimate the effects of restraints on
sugar and SCP imports on the U.S. economy. The model details two
liberalized sectors (sugar processors and SCP), one upstream sector (sugar
crop), one downstream sector (bakery products and cereal breakfast foods), and
nine aggregate sectors representing the remainder of the U.S. economy.
Removal of the sugar TRQs, with all domestic policies remaining would result
in a large number of loan defaults by sugar processors. To avoid this outcome,
the model simulates the joint removal of the U.S. TRQs and the elimination of
domestic price-support policies. The effects of both the U.S. TRQs on sugar
and SCP in 1996 are estimated using an equivalent ad valorem tariff. The
tariff equivalent for sugar was calculated by using the price-gap method. The
tariff equivalent for the sugar-containing product sector was calculated by using
the cost-share method, derived by multiplying the estimated tariff equivalent
for sugar by the average sugar-cost share of SCP covered by the quotas. The
TRQs on both sectors were removed simultaneously to prevent the market
distortions that would arise from removing only one quota while leaving the
other intace®

53 Roy Boyd, Khosrow Doordian, and Amy Power “The Impact of Removing the
Sugar Quota,"Journal of Policy Modelingl8(2), 185-201, June 1996.

54 Exceptions include agriculture production, petroleum refining, and the financial
industry. Ibid., p. 199.

55 The 1996 ad valorem tariff equivalent for raw cane sugar-74.9 percent-was
calculated by taking the difference between the U.S. price and the world price inclusive
of transportation costs and import duties; this difference was then stated as a percentage
of the world price. In 1996, the world price for sugar was 26.98 cents per kilogram and
the U.S. price was 49.39 cents per kilogram. The average transportation charges from
CBERA countries to the U.S. East Coast were 7.85 cents per kilogram. The sources for
these data were the U.S. Department of Commerce. Using the cost-push method, the
tariff equivalent for sugar-containing products was estimated to be 3.17 percent. It should
be noted that the SCP model sector includes products that are not covered by the TRQs.
Therefore, estimated tariff equivalent reflects the trade weight of restricted products
within the broader group.
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The Effects of Liberalization

The overall effect of liberalizing both sectors, sugar and SCP, is a net
welfare gain of approximately $986 million if the quotas had been removed in
1996. Contributing to the gain in net welfare was the decline in prices in the
sugar sector by about 8.6 percent.

Table 4-5 presents estimates of the effects of liberalization on domestic
employment, output, and trade. Direct effects on the sugar processors industry
from tariff removal are a reduction in output of $556 million and a loss of
1,830 FTE jobs. Both figures represent a 7.2 percent fall from original 1996
levels. Imports by sugar processors increase by $601 million, an increase of
49.2 percent, while exports decrease by $15 million, a fall of 4.9 percent.

The significant upstream sector of sugar crops is affected, with losses of
$186 million in output and 260 FTE jobs, or 7.1 percent, respectively. There
are modest reductions in imports and exports, with each accounting for change
of over 7 percent from 1996 values. The downstream sector of bakery
products and cereal breakfast foods benefits from tariff reduction, with a $23
million increase in output and an additional 170 FTE jobs. Both figures
represent an increase of 0.1 percent over 1996 numbers. Trade effects for other
reference sectors are negligible.

Sugar-containing products also experience a reduction in output ($58
million) and a loss of 200 FTE jobs. Both figures represent a less than
1-percent fall from original 1996 levels. Imports of sugar-containing products
increase by $113 million, an increase of 2.8 percent, while exports increase by
$3 million, a change of less than 0.1 percent Most of the products in the SCP
sector are not covered by the quotas. In many cases, both quotas have diverted
U.S. imports toward SCP that are not subject to the quotas.

Cotton

During marketing years 1993/94 - 1995/96, the United States produced
about 19 million baleé® of cotton annually/ of which U.S. textile mills used
only about 11 million bales and an average of 8 million bales were exported.
These exports accounted for close to 30 percent of world trade in raw cotton,
making the United States the world’s largest raw cotton exporter, by a
substantial margif® Although the United States is a major cotton exporter, a
small volume of imports enter the country each year. Table 4-6 presents data
on production and trade in cotton for the years 1994-96. In 1996, the value of
production was estimated at $6.4 billion, with exports of $2.7 billion. Imports

56 A bale of cotton weighs 460 pounds.
57 This number represents about 20 percent of global production.

58 U.S. exports are followed by Uzbekistan, with about 19 percent. Kent Lonclos,
National Cotton Council, transcript of hearing, May 12, 1998, Washington, DC.
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Table 4-5

Sugar: Economic effects of tariff—rate quota removal, changes in FTE, value and percent, 1996

Composite
Employment Output Imports Exports Price
Sector FTEL  Percent Value 2 Percent  Value 2 Percent Value? Percent Percent
Liberalizing sectors:
Sugar processors ........... -1,830 —7.2 -556 —7.2 601 49.2 -15 -4.9 -8.6
Sugar—containing
products ................. -200 -0.1 -58 -0.1 113 2.8 3 3 0.4
Upstream sector:
SUQarcrops . ............... —-260 -71 -186 -71 * -7.2 ) -7.2 ®)
Downstream sector:
Bakery products and cereal
breakfast foods .......... 170 0.1 23 ® -3 -0.3 1 0.1 -0.2
Rest of the U.S. economy:
Agriculture, forestry, and
fisheries ................. —90 ©) -11 ©) -1 ©) -3 ©) Q)
Mining. .......covoiiiai.... -20 ® -2 ® 1 ® -1 ® ®
Construction ............... —-20 3 ) ®) ®) ®) ®) ®) ®)
Nondurable
manufacturing ............ 130 3 38 ®) 7 ®) 4 ®) G
Durable manufacturing . .. ... -320 ®) 52 ®) 62 ®) -32 ® ®)
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Transportation
communications, and

utilities ......... ...l -140
Wholesale and retail

trade .................... 750
Finance, insurance, and real

estate ................... 370
Otherservices .............. 1,440

A
A

A
@

46

128
209

A
A

A
@

Q)

A
Q)

*
*

Q)

-1

A
Q)

A
@

A
A

A
@)

1 Full-time equivalents.

2 |n millions of dollars in base year prices.
3 Change less than 0.05 percent.

4 Change less than $500,000.

5 Nontraded sector.

Source: USITC staff estimates.
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Table 4—6
Cotton: Selected U.S. sector data, 199496

Item 1994 1995 1996
Acreage (1,000):1 ... ... ... ... 13,720 16,931 14,634
Trade data (million dollars)
Production ................... L 6,795 6,530 6,194
EXports ... 2,653 3,681 2,715
Imports ......... .. 7 10 283
Trade balance ........................ 2,646 3,671 2,432

1 Acreage data are used instead of employment data and production data are used
instead of shipment data because they are more meaningful for an agricultural
commodity.

Source: Compiled from official statistics of the U.S. Department of Agriculture.

generally represent less than one percent of domestic consumption.
However, the share of imports was significantly higher in 1996, due to a

sharp drop in area harvested and production in that year, and an increase in
imports.

Nature of Trade Barriers

The 1985 Food Security Act provides the basis for most of the guiding
principles and provisions of the current cotton progPdmintroduced in the
1985 Act, the marketing loan program (and the competitive adjustment
procedures to make the marketing loan more effective) supported the
significant turnaround in the overall health of the U.S. cotton economy since
the mid-19808° The cotton provisions of the 1990 FACT ACT were designed
to keep U.S. cotton competitive in world and domestic markets, and to
maintain a better balance between production and total use by giving producers
more flexibility to respond to market prices. The FACT ACT provisions were
mostly continued in the FAIR Act of 1996, with minor modifications to the
loan program and establishment of program expenditure Bfits.

Cotton imports are controlled by quotas of which there are three types:
TRQs52 limited import quotas, and special import qudtds. The TRQs

59 USDA, ERS,Cotton: Background to the 1995 Farm Legislatiogkgricultural
Economic Report, No. 706, Apr. 1995, p. iii.

60 Prior to 1985, the upland cotton loan rate placed an artificial floor under U.S.
prices, which encouraged foreign production.

61 USDA, USD/ERS, “Provisions of the 1996 Farm Bil\ricultural Outlook Apr.
1996, p. 9.

62 The TRQs replaced quotas previously imposed under section 22 quotas of the
Agricultural Adjustment Act.

63 Both the special import quota and the limited global import quota are considered
in-quota quantities for purposes of various trade agreements, so these imports are not
subject to over-quota tariffs.
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are administered on a first-come, first-served basis and are allocated to
specific countries based on historical shipments. Quotas are also allocated
for different staple lengths. Limited import quotas were established in the
1996 FAIR Act, under which a limited global import quota for upland cotton

is authorized whenever the average monthly price of the base quality of
upland cotton in designated spot markets exceeds 130 percent of the average
price in these markets for the preceding 36 months. The quota amount is
equal to 21 days of domestic mill consumption of upland cotton (seasonally
adjusted) in the most recent 3 months for which data are avdifable.
Special import quotas for upland cotton apply when, for any consecutive
10-week period, the weekly average price quotation for the U.S.-Northern
Europe price exceeds the Northern Europe price by more than 1.25 cents per
pound. The quota is equal to 1 week’s domestic mill consumption of upland
cotton at the seasonally adjusted rate (or about 225,000 bales, at the current
annual rate of consumption) for the most recent 3 months for which data are
available5>

Market Access Provisions Under the URA

The URA did not require any modifications in the domestic aspects of the
U.S. cotton program, and overall domestic support levels for cotton were not
reduced. However, the URA required the United States to convert its section
22 quotas to TRQs. In-quota imports became subject to existing tariff rates,
while over-quota cotton tariffs were set at to 36.9 cents per kilogram for cotton
and 9.2 cents per kilogram for cotton waste. These tariffs are being reduced by
the minimum required 15 percent in equal annual installments over the 6-year
implementation period, to 31.4 cents per kilogram (approximately 17 percent
ad vgéorem equivalent) and 7.8 cents per kilogram, respectively, by year
2000¢

Under the minimum access provisions of the URA, in-quota imports were
set at 3 percent of a 1986-88 base period of U.S. domestic consumption, rising
to 5 percent of base-year consumption by the end of the implementation period.
The United States established a TRQ for cotton of 237,980 bales that is being
increased to 369,634 bales by the year 2000 (table 4-7). The additional quotas
are allocated to individual countries in the same proportions as quota
allocations in 1995. Mexico is reserved 10,000 mt. of the TRQ in accordance
with NAFTA.

64 USDA, ERS,Provisions of the Federal Agriculture Improvement and Reform Act
of 1996 Agricultural Information Bulletin, No. 729, Sept. 1996, p. 12.

65 |bid.

66 USDA, FAS,Cotton Factsheet, An Overview of the Agricultural Provisions of the
Uruguay Round http://www.fas.usda.gov/itp/policy/gatt/cotton.html.
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Table 4-7
Cotton: Quota amounts under the URA

Year Quota amount
(480-Ib. bales)
190D 237,980
1906 . 269,711
1907 301,442
1908 333,173
1900 364,904
20002002 . ..t 369,634
Percent change, 1995-2002 ...........c.coiiiiiiieriiii i 55

Source: URA Agreement on Agriculture

Restrictiveness of Barriers

In 1993, section 22 quotas limited imports of cotton to about 125,000 bales
of cotton, of which only 6,000 bales were imported, indicating a fill rate of
only 5 percent. The low fill rate is attributable largely to the fact that cotton is
a bulky commodity, often requiring large volume transactions to cover
transportation and handling charges. Thus, the small import quota quantities
allotted to individual countries are generally too small to be commercially
viable. The absolute import quotas under section 22 were converted to tariff
rate quotas effective in 1995. These TRQs were also allocated
country-by-country, with imports from individual countries on a first-come,
first-served basis. Thus, the within-quota amounts available to individual
countries were not commercially viable. However, poor domestic crops and
low production in 1995 resulted in increasing domestic and world prices which
triggered a mechanism by which the U.S. Department of Agriculture
announced special import quotas. These revolving weekly quotas are for
approximately 200,000 bales each and cover upland cotton (virtually all cotton
except extra-long staple cotton). The increased imports allowed under these
special import quotas are dutiable at in-quota tariff rates. The 408,000 bales
imported into the United States in 1995 and the 403,000 bales imported in
1996 entered almost entirely under the special import quotas, as the United
States declared to the WTO for 1995 and 1996. Of the four TRQ fill rates for
the WTO quotas, three were zero and one was 2 percent (for HTS item
5201.00, not carded or combed cotton with a staple length under 1-1/8 inches).

Previous Work

In the Commission’s 1995 report, the effects of the quotas were estimated
by means of an equivalent ad valorem tariff based on the price-gap method.
The analysis found that the section 22 quotas were applied to three distinct
categories of cotton, all roughly equivalent in size: Orleans/Texas “B” index
cotton; Memphis East Grade A cotton; and better than Grade A cotton. The
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analysis found that the section 22 cotton quotas went largely unfilled because
the quantities allotted were generally too small to be commercially viable for
foreign exporters. Consequently, the overall effect of removing the cotton
guota was a welfare gain of 0.3 million dollars.

The 1995 report expected that the TRQs would continue discouraging U.S.
imports, because (1) the tariff rate for above-quota cotton is prohibitive, (2)
there is continued uncertainty involved in importing a product which may or
may not be within quota upon arrival at U.S. Customs, and (3) some of the
country-specific quota allotments are not commercially viable.

The Effects of Liberalization

It is difficult to determine the extent to which cotton quotas are restrictive,
because the quantity restrictions depend on market conditions. That is, when
the import restrictions become binding, domestic prices move up relative to
world prices which, in turn, triggers a relaxation of the quotas. Because of
these quota adjustments and the resulting uncertainty in the measurement of fill
rates and quota restrictiveness, the effects of cotton quotas on domestic output,
employment, and prices in 1996 were indeterminate.

Tobacco and Tobacco Products

Unmanufactured leaf tobacco and tobacco products consist of five 4-digit
SIC categories: unmanufactured tobacco (0132), cigarettes (2111), cigars
(2121), chewing and smoking tobacco and snuff (2131), and tobacco stemming
and redrying-processed tobacco (2141). The United States is a dominant
world producer and consumer of tobacco and tobacco products with both
U.S.-produced leaf and cigarettes regarded as the highest quality products
produced worldwide. Tobacco and tobacco products subject to the TRQ
include leaf tobacco (mainly flue-cured and burley), and manufactured tobacco
products, used in the production of cigarettes consumed in the United®States.

U.S. production of unmanufactured tobacco in 1996 amounted to $3.2
billion, 93 percent of which was flue-cured and burley tobacco, representing
about 10 percent of world production (see table #8). The United States

67 The harmonized system categories include: (2401.10.63) unmanufactured
tobacco (whether or not threshed or similarly processed), tobacco refuse, not stemmed or
stripped; (2401.20.33) not stemmed or threshed partly or wholly stemmed/stripped;
(2401.20.85) threshed or similarly processed; (2401.30.33) tobacco stems not cut,
ground or pulverized; (2401.30.35) stems cut, ground or pulverized; (2401.30.37) other
includes cut, ground and pulverized; (2403.10.60) manufactured and manufactured
tobacco substitutes, reconstituted tobacco, tobacco extracts and essences; (2403.91.45)
homogenized and reconstituted tobacco; (2403.99.60) extracts and essences.

68 Estimated by USITC staff using data from USDA, FRgbacco: World Markets
and Trade Oct. 1998.
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Table 4-8
Tobacco: Summary data, 1994-96

Item 1994 1995 1996
Production (million dollars):
Unmanufactured Tobacco ............ 2,901 2,973 3,179
Cigarettes ... 24,200 26,967 28,247
Employment (FTES):
Unmanufactured Tobacco ............ 4,000 4,000 4,000
Cigarettes ..., 16,400 14,400 14,700
Imports (million dollars):
Unmanufactured Tobacco ............ 613 550 923
Cigarettes ..., 73 52 38
Exports (million dollars):
Unmanufactured Tobacco ............ 1,303 1,400 1,390
Cigarettes ..., 4,966 4,771 4,737

Source: U.S. production estimated by USITC; employment derived from U.S.
Department of Labor; imports and exports derived from U.S. Department of
Commerce.

exported $1.3 billion of unmanufactured tobacco in 1996, amounting to 43
percent of production, while imports totaled $613 million the same year.
Cigarette production in 1996 totaled over $38 billion, with employment
totaling 14,700 full-time workers. U.S. exports of cigarettes dropped to $4.7
billion in 1996 due to increased investment and production by U.S.
manufacturers in foreign markets.

U.S. production of tobacco is subject to quantity restrictions and price level
support. A national tobacco marketing quota, approved by farmer referendum,
is based on domestic cigarette manufacturers purchasing intentions plus
expected export demand. Lots of tobacco which do not receive bids above the
support price are guaranteed by a system of non-recourseé?fodire tobacco
program effectively elevates the price of U.S. tobacco leaf above world levels
and makes imported leaf more competitive in the U.S. market, even allowing
for the superior quality of U.S.-produced leaf. Prices for U.S. flue-cured and
burley average about $1/kg higher than quality leaf produced in other
countries.

Recent world consumption trends indicate strong and increasing demand
for American-style cigarettes (a lighter blend of flue-cured, light air-cured
burley), and oriental tobacco has replaced other blend types of cigarettes.
Consequently, tobacco growing countries have shifted production to
“American-blend” types of tobacco with significant improvement in quality,
particularly for flue-cured types produced in Brazil and Zimbabwe, and

69 The system is financed by the CCC, with no-net cost administrative costs funded
by a marketing assessment on tobacco producers and buyers for each pound of tobacco
marketed. See Jasper Womadbbpacco Price Support Program: An Overview of the
Program found at http://www.econ.ag.gov/briefing/tobacco/crs1.htm, and Tom
Capehart,The Tobacco Program—A Summary and Updatend at: http://www.econ.
ag.gov/briefing/tobacco/program?2.htm.

72



burley grown in Malawi.  With increased levels of foreign tobacco
production and quality, U.S. cigarette manufacturers have increasingly
sourced leaf from foreign producers.

U.S. imports of unmanufactured leaf tobacco consequently increased
dramatically in the early 1990's, rising over 150 percent during 1990-1992. In
response to the rise in tobacco imports, an amendment to the Omnibus Budget
Reconciliation Act of 1993 was attached by Senator Ford of Kentucky
requiring all domestically produced cigarettes to contain at least 75 percent
domestically produced tobacco, whether the products were for domestic
consumption or expof® When the URA was adopted, this rule was deemed
WTO/GATT inconsistent, which led to the establishment of the TRQ in 1995.

Nature of Trade Barriers

The TRQ was established by Presidential Proclamation, effective
September 13, 1995, and applies to imports of unmanufactured leaf tobacco
and manufactured tobacco used in the production of cigarettes destined for
domestic consumption, mainly flue-cured and burley tob&tco.TRQ
allotments were negotiated with supplier countries, based on production levels
and market share, which specify the maximum quantity that may be imported
at a low tariff rate during the quota-year (September 13 through September 12,
the following year). The U.S. Customs Service tracks the quantity of imports
from the countries of origin on a first-come, first-served basis. Other than the
country-by-country allotments, no quota import rights or licenses are issued to
exporters or importers. In the tabulation below, the total 1996 TRQ quantity
amounted to 150,450 mt, with Brazil accounting for over 53 percent of the
total.

1996 Tobacco TRQ

Quantity
Country (metric tons)
Brazil . ... 80,200
ArGENTINA . . ottt 12,000
Malawi . ..o 12,000
Zimbabwe ... ... 12,000
EU 10,000
Guatemala . ... 8,500
Thailand . ... ... 7,000
Philippines ... .. 3,000
Chile . 2,750
Other CoUNtries Orar€as ............oueeiineeeineeninnann 3,000

70 The effective date of the domestic content rule was January 1, 1994. Cigarette
producers not complying with the 75 percent provision would be fined a domestic
market assessment. USDA, ERS, “U.S. Tobacco Import Updeibdcco Situation and
Outlook ReportSept. 1996.

71 The proclamation also abolished duties on oriental, and cigar binder and filler
tobacco.

73



Market Access Provisions Under the URA

Implementation of the URA in January 1995 resulted in the abolishment of
the domestic content rule and the adoption of the TRQ. Provision for
expanding market access was only granted to Guatemala in the amount of
1,125 mt. The 1996 under-quota duties for unmanufactured tobacco (H.S.
2401), the bulk of imported tobacco subject to the TRQ, ranged from 26.7
cents/kg to $1.13/kg, while the current 1999 rates range from 24.6 cents/kg to
$1.01/kg. All over-quota imports are subject to a 350 percent ad valorem duty,
though a draw-back provision exists for over-quota imports which are
re-exported in cigarettes. Canada, Mexico and Israel are not subject to the
guantitative restrictions set forth in the TRQ because of superceding trade
agreements.

Restrictiveness of Barriers

The establishment of the TRQ has increased access to the U.S. market for
tobacco products used in the manufacture of cigarettes. U.S. imports of
unmanufactured tobacco increased 51 percent during 1994-96, after the
adoption of the TRQ. Under the previous domestic content regime, domestic
producers were assessed penalties for content in excess of 25 percent whether
the products were consumed domestically or exported. The present TRQ
quantity restrictions apply only to cigarettes produced and consumed
domestically. Moreover, the quantities allotted to tobacco exporting countries
were set at high levels, such that the total quota has never been filled. Only
Argentina has effectively filled its allotment in each of the 3 quota years since
the inception of the TRQ regime. Brazil—the largest allotment holder—has
never filled its quota. For some countries—Argentina, Thailand, and
Malawi—the TRQ may be restraining trade during some quota years, however
for most suppliers of leaf tobacco to the United States, the TRQ has actually
increased access relative to the previous domestic content requirement regime.

Tobacco TRQ Percentage Fill Rates 1

Country/Quota-year 1996 1997 1998
Argentina............. . ., 99.9 99.9 99.6
Brazil ........... 68.4 85.9 53.3
Chile......ooo i 99.4 84.3 58.5
EU 69.3 23.2 31.4
Guatemala ............... . 23.3 46.9 50.9
Malawi . ... 99.9 99.9 89.2
Philippines ........... ... . 6.0 9.6 0.3
Thailand ........... ... ... 99.9 99.9 48.3
Zimbabwe ........ ... 45.6 53.0 255
Other countries ....................... 100 100 99.9

1 U.S. Customs Service.
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Previous Work

To date, no previous analysis of this TRQ has been conducted. However,
one study from 1997 did examine the effects of the U.S. domestic content rule.
The welfare and trade effects of the U.S. domestic content requirement were
examined by Beghin, Brown and Zaini, using a simulation mé&del. The
analysis indicated, as the content policy intended, a significant substitution
effect in favor of U.S.-grown tobacco. In all scenarios examined, an increase
in the domestic content ratio yielded a significant increase in demand for
domestically-produced tobacco and a substantial reduction of imports of
penalized foreign-produced tobacco. The study also suggested a small decrease
in U.S. cigarette output and domestic demand, and a slight reduction in demand
for U.S. cigarette exports due to the higher prices of U.S.-grown tobacco
caused by the policy.

The Effects of Liberalization

As indicated in the discussion above, the total quota level for tobacco
TRQs was not filled in 1996. The overall fill rate was 71 percent, well below
what could be considered the binding range. As noted in chapter 1, nonbinding
guotas in general do not affect import prices. However, assessing the effect of
the tobacco TRQs becomes difficult for a number of reasons. First, the quotas
for Argentina, Malawi, Thailand, Chile and certain other countries were filled
in 1996. The share of the total quota allotment for these countries amounted to
24 percent. Therefore, there is a likelihood that the restricted import supply
from these countries could have had some effect on overall import prices in
1996. The extent of the effect will depend on the size of the market share for
bound imports and on the substitutability between imports from countries with
binding and nonbinding quoté3.

In addition, tobacco leaf is a highly variable product with respect to quality.
In constructing a tariff equivalent using the price-gap method, it is crucial that
price comparisons between U.S. prices and prices of exports to nonrestricted
markets be made using the same quality of tobacco. However, one of the
shortcomings of this approach is that the United States imports a differentiated
product from that imported by other countries. Therefore, any observed price
gap between domestic and imported tobacco is likely to be made up of quality
differences which cannot be explicitly accounted for with available data.

72 John C. Beghin, A. Blake Moore, M. Hasyim Zaini, “Impact of Domestic
Content Requirement in the U.S. Tobacco and Cigarette Industiegitultural
Economics vol. 15, no. 3 (Jan. 1997) pp. 201-12.

73 Another factor attenuating the effect of the TRQs is the use of duty drawbacks for
tobacco imports that are later exported as cigarettes. Any in-quota and over-quota duties
paid by importers for tobacco subject to the TRQs are refunded when the products are
exported.
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Commission staff therefore determined that observed price gaps between
domestic and imported tobacco would be misleading in assessing the effects
of the tobacco TRQs. The impact of eliminating quotas in 1996 has,
therefore, not been determined.

Peanuts

Since 1934, the United States has had programs designed to increase or
stabilize domestic peanut prices. Edible peanuts produced by domestic quota
holders within the national poundage quota may be placed on loan with the
CCC at the quota support price, and quota peanuts sold into the domestic
market tend to sell at prices close to the quota support price. Peanuts grown in
the United States by non-quota-holding farmers and by quota holders in excess
of their poundage quotas (known as “additional” peanuts) cannot be sold into
the edible market, but must be exported, sold into the domestic crush market,
or placed under loan with the area growers’ association at a substantially lower
support price. Some elements of the peanut program were modified by the
1996 Federal Agricultural Improvement and Reform Act (the 1996 FAIR Act,
which establishes U.S. farm policy through 2001/02), although the basic
structure remains in place.

Nature of Trade Barriers

In support of these programs, import limitations have been in effect since
1953. These limitations were carried out under the authority of section 22 of
the Agricultural Adjustment Act until 1995, when they were replaced by a
tariff-rate quota, as required by the Uruguay Round Agreements. The section
22 import quota was 1.7 million pounds, or 775.18 mt (shelled basis),
amounting to one-tenth of 1 percent of domestic edible consunfft®tarting
April 1, 1995, imports of peanuts and certain peanut products, from countries
other than Mexico, became subject to a tariff-rate quota of 30,393 mt (shelled
basis) for the year beginning April 1. This tariff-rate quota will increase to
52,906 mt by the year 2000. The rates of duty on imports within the quota
limitation”® are substantially below the rates of duty for imports above the

74 On occasion, the import quota has been temporarily increased due to shortfalls in
the domestic harvest. Requests for relaxation of the import quota have typically arisen
from U.S. producers of peanut butter and other processed nut products. Presidential
proclamations which temporarily increased the import quota amount were in effect in
1955, 1956, 1980, and 1991. For additional background on both the U.S. domestic
peanut program and the import quotas, see USPeE@nuts: Report to the President on
Investigation No. 22-52 Under Section 22 of the Agricultural Adjustment Act, as
Amended USITC publication 2369, Mar. 1991, pp. A-2 through A-16.

75 Rates of duty are 6.6 cents/kg for shelled peanuts (HTS subheading 1202.20.40)
and certain peanut products (HTS subheadings 2008.11.25 and 2008.11.45) and 9.35
cents/kg for in-shell peanuts (HTS subheading 1202.10.40).
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quota’® The above-quota rates of duty are being reduced in stages from the
original rates by a total of approximately 15 percent by 2600.

Market Access Provisions Under the URA

Starting January 1, 1995, imports of peanut butter and peanut paste-which
were not previously subject to section 22 import restrictions-became subject to
a TRQ of 19,150 mt for the year beginning January 1, increasing to 20,000 mt
in 200078 The Section 22 import quota was designed to limit the cost of
domestic price support programs to the U.S. Treasury, and the TRQ is its
successor. The United States is a net exporter of peanuts, due to favorable
agroclimatic conditions for peanut growing in a number of Southern States.
Exports have averaged about 20 percent of U.S. production in recent years.
Such imports as do occur are primarily motivated by the high U.S. market
price associated with domestic price support programs.

Table 4-9 presents summary data on U.S. production, imports, and exports
of peanuts for recent years. The crop year under analysis, 1996/97, was the
first crop year under the 1996 Farm Act. The national poundage quota was
reduced to 1 million mt (2,200 million pounds) from 1.2 million mt (2,700
million pounds), and the quota support price was reduced to 30.5 cents per
pound from 33.92 cents per pouffd.Production in the 1996/97 crop year was
almost 6 percent higher than production in the 1995/96 crop year, but nearly 7
percent below the average of the previous 10 years.

76 The above-quota tariff rates in 1995 were 151.1 percent ad valorem for shelled
peanuts and certain peanut products and 187.9 percent for in-shell peanuts. The rates will
fall to 131.8 percent and 163.8 percent, respectively, in 2000.

77 Imports of peanuts and certain peanut products from Mexico are not subject to the
overall tariff-rate quota. However, imports from Mexico are subject to a tariff-rate quota
under NAFTA. The tariff-rate quota level for 1995 was 3,478 mt, and will increase
annually through 2007. Beginning in 2008, imports from Mexico will not be subject to
tariff-rate quota limitations. Imports from Mexico enter duty-free within the quota
limitation, but quantities above the quota limitation are subject to the higher rate of duty.

78 |n 1995, imports within the tariff-rate quota limitation (HTS subheading
2008.11.05) were dutiable at 1.9 cents per kilogram, were reduced in stages to zero in
1998, and imports over the limitation (HTS subheading 2008.11.15) were dutiable at
139.5 percent ad valorem, falling in stages to 131.8 percent in 2000. Imports of peanut
butter from Mexico are not subject to the Uruguay Round tariff-rate quota limitation, but
are subject to provisions of NAFTA.

79 U.S. Department of Agriculture, Economic Research Ser@ieGrops Situation
and Outlook Oct. 1997.
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Table 4-9
Peanuts (farmers’ stock basis 1): Summary data, crop years
1994/95-96/97

Item 1994/95 1995/96 1996/97
Production (million dollars) ................ 1,229 1,013 1,043
Production (million Ibs., in—shell) ........... 4,247 3,461 3,661
Imports2 (million Ibs., in—shell) ............. 154 228 228
Exports (million Ibs., in—shell) ............. 878 824 666

1 The term “farmers’ stock peanuts” refers to picked and threshed peanuts that have
not been shelled, crushed, cleaned, or otherwise changed (except for the removal of
foreign material, loose shelled kernels, and excess moisture) from the form in which they
are customarily marketed by producers.

2 Includes imports of peanut butter and peanut paste.

Source: Compiled from official statistics of the U.S. Department of Agriculture.
U.S. Department of Agriculture, Economic Research Service, Oil Crops Situa-
tion and Outlook, October 1997 and USDA, ERS, Agricultural Outlook, Dec.
1998.

The Effects of Liberalization

The modeling in this section simulates the joint removal of U.S. peanut
import tariff-rate quotas and the elimination of the peanut price support
program. Removal of the tariff-rate quotas alone would result in the U.S.
government supporting the world price of peanuts at the U.S. support price,
and huge purchases by the U.S. government.

As noted above, the United States is a net exporter of edible peanuts and
would probably continue to export a significant portion of its crop in the
absence of the current import tariff-rate quota and price supports. A number of
U.S. peanut farmers produce primarily for the export and crush markets, selling
almost no peanuts at the U.S. support pfcehich indicates that they are
low-cost producers in the world market. The implication of this low-cost
producer status is that it is likely that the United States would not import
significant quantities of edible peanuts if import tariff-rate quotas and price
supports were eliminated, with the exception of imports of specialty products
or because of weather-related or seasonal factors.

The estimated tariff equivalents for peanuts and the U.S. and world prices
for peanuts are reported in table 4-10. These tariff equivalents are estimated
using the price-gap method. Most peanuts sold in world trade are shelled
because of economies of scale in shipping, and world prices are specified on a
shelled basis. The U.S. quota support price is specified in terms of farmers’
stock (in-shell). Comparison of the in-shell support price with the shelled

80 See Thomas C. Earlypverdue for Reform: Policy Alternatives for the U.S.
Peanut Programreport commissioned by the American Peanut Product Manufacturers,
Inc., the Western Peanut Growers Association, and the Panhandle Peanut Growers
Association, Nov. 1994, p. 16.
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Table 4-10
Peanuts: Prices and tariff equivalents, crop year 1996/97 1

Price Tariffequivalent

World u.s. Specific Ad valorem
Cents per Ib. Percent
Shelled . ... 39.09 56.20 17.11 43.8
In—shell ... ... . 19.21 28.50 11.29 58.8

1 Based on price of U.S. peanuts in Rotterdam and U.S. support price for edible peanuts.

Source: Computed by USITC staff. Price data provided by U.S. Department of Agriculture, Foreign Agricultural Service and Econom-
ic Research Service. Oil Crops Situation and Outlook, Oct. 1997
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world price requires the construction of a shelled support price or the
construction of an in-shell world price. The prices presented in table 4-10
reflect these constructions when appropriate.

Price Data

The world price used in estimating the economic effects of the peanut
import quota is the simple average of monthly prices for U.S. shelled medium
runner peanuts quoted c.i.f. Rotterdam, over the August 1996 through July
1997 crop year, adjusted for transportation costs from the United States to
Europe. The U.S. price used is the U.S. support price for edible peanuts. The
former price is on a shelled basis whereas the latter is on a farmers’ stock
basis, so comparison can be made only after they are put on the same basis.
For example, to construct the support price on a shelled basis, the formula in
table 4-11 is used.

To construct the “world” in-shell price in the United States, first, an
estimate of shipping costs from the U.S. to Europe of 6.6 cents per kilogram
was subtracted from the simple average c.i.f. Rotterdam price for U.S. medium
shelled runners of $926 per fit. Then, the formula in table 4-11 was reversed
to construct an in-shell price of 19.21 cents per Ib. from a shelled price.

Modeling and Estimates

A partial equilibrium model is used to evaluate the welfare effects of
removing the U.S. import quota on peanuts because the peanut sector is too
small to be identified in the USITC mod&l. The estimated economic welfare
effects of removing the peanut import quota are shown in table 4-12. The gain
to consumers of paying the world price for peanuts consists of two parts: (1)
the value to the consumer of the lower price paid for peanuts at the current
level of consumption, which is equal to the transfer from producers, import
suppliers, and the U.S. Treasury to consumers, and (2) the value in excess of
the world price to consumers of the additional peanuts they would consume at
the world price but not at the higher domestic support price-the deadweight
loss recovere83 To illustrate (1), consider that in crop year 1996/97 domestic

81 The simple average of monthly prices in Rotterdam was taken from United States
Department of Agriculture, Foreign Agricultural Servi€ijseeds: World Markets and
Trade July 1998, p. 51.

82 The partial equilibrium model is illustrated in appendix E.

83 The gain to consumers of paying the world price of peanuts is measured by the
change in “consumer surplus.” Consumer surplus is defined as the difference between
what consumers would be willing to pay for a product and the price they actually pay.
See appendix E for an illustration of this concept. For an intermediate level discussion of
consumer surplus, see Jack Hirshleifer and David HirshleRece Theory and
Applications (Englewood Cliffs, NJ: Prentice Hall, 1998). For a more advanced
discussion, see Hal VariahMicroeconomic AnalysigNew York: W.W. Norton and
Company, 1992).

80



Table 4-11
Shelled U.S. peanuts: Constructed U.S. domestic market price, crop year 1996/97

Lessvolume Plus cost of Equalsconstructed
U.S.in-shell Lessvolume loss loss from shelling, culling, U.S. price of shelled
supportprice 1 fromshelling 2 culling 3 etc.4 peanuts
(cents/Ib.) (cents/Ib)
30.5 X 1.333 X 1.136 + 10.0 = 56.2

1 Farmers’ stock basis.

2 shelling loss estimated to be 25 percent (multiply by 1.333).

3 Culling loss estimated to be 12 percent (multiply by 1.136).

4 Costs are estimated as 10 cents per |b. (add 10 cents per Ib.).

Source: U.S. Department of Agriculture, Economic Research Service. Formula from USITC, Estimated Tariff Equivalents of U.S. Quo-
tas on Agricultural Imports and Analysis of Competitive Conditions in U.S. and Foreign Markets for Sugar, Meat, Peanuts, Cotton, and
Dairy Products, USITC publication 2276, Apr. 1990.
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Table 4-12
Peanuts: Economic welfare effects of removing the import quota, crop
year 1996/97 (includes peanut butter)

(Million dollars)

Item 1996/97

Consumer benefit:
Transfer from producers, import suppliers, and the U.S. Treasury ....... 240.3
Deadweightloss recovered .. ...........c.uuiiiiiiiiiiiiiiiann 8.0
Total consumer benefit ............ ... .. . 248.3
Producer, import supplier, and U.S. Treasury loss: ..............ccounn. 240.3
From U.S. produCers . . ... .o e 214.8
From import suppliers . ... 22.7
Losttariffrevenue ............. .. . 2.8

Source: Estimated by USITC staff.

consumption of peanuts for food uses (including imports of peanut butter and
peanut paste) was reported by USDA to be 2,128 million pounds (farmers’
stock basis). Multiplying this consumption by the 11.29 cents per pound
tariff equivalent yields $240.3 million in consumer savings. To illustrate (2),
it is estimated that an additional 142 million pounds of peanuts would be
consumed at the lower price than at the higher price. The value to
consumers of this additional consumption is estimated to be $8.0 million.
The total loss to U.S. producers, import suppliers, and the U.S. Treasury is
the difference between the support price and the world price times the
current sales for food use at the support price. This loss can be divided into
a $214.8 million loss to U.S. producers, a $22.7 million loss to import
suppliers, and a $2.8 million loss of tariff revenues to the U.S. Treasury.
This loss is identical to part (1) of the consumer savings—$240.3 niiflion.
No downstream effects are estimated because neither data on the retail value
of peanut products nor on employment in the peanut-processing industry
were available.

By comparison, the Commission’s 1988Bport Restraintseport estimated

the effects of peanut import restraints for crop year 1993/94 to be substantially
smaller than the current estima®s. The primary reason for the smaller
estimate is that 1993/94 was a bad harvest year for U.S. peanut farmers.
Production in 1996/97 increased by almost 8 percent from the 1993/94 level,
from 3,392 million pounds to 3,661 million pounds. The bad harvest in
1993/94 had the effect of lowering U.S. peanut exports by over 44 percent.
Since the United States is an important exporter, this meant that the world price
of peanuts rose substantially while the U.S. price, tied closely to the quota

84 See appendix E for more details on this analysis.

85 The tariff equivalent was estimated to be approximately 4.4 cents per pound, the
additional consumption of peanuts under liberalization to be 46 million pounds, the
transfer from consumers to producers to be $92 million, and the deadweight loss to be $1
million.
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price in the price support program, remained relatively stable. The estimated
tariff equivalent, based on the gap between the U.S. and world prices, was
much smaller than normal. The 1996/97 crop year was closer to a normal
harvest year, leading to higher U.S. exports, a lower world price, higher tariff

equivalent, and a larger effect of peanut import restraints on the U.S. peanut
market.
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CHAPTER 5
Services

Services imports into the United States are generally free of tariffs, quotas,
and other common trade barriers. Instead, import impediments generally take
the form of prohibitions or restrictions on market access. These restrictions
(typically in the form of licensing requirements and investment regulations)
exist at the federal, state, and local levels, and are consistent with “national
treatment” obligations under multilateral trade agreements if both U.S. and
foreign firms face the same degree of restrictiveness. State and local
restrictions are not imposed by the U.S. Federal government and therefore are
not analyzed in this report.

Previous investigations of services industries have identified the maritime
transportation sector as a U.S. industry protected by import restraints. Like the
maritime transportation industry, the air and truck transportation industries also
have restrictions limiting the access of foreign operators in the U.S. market.
Within the trucking sector, lack of harmonization between U.S. and NAFTA
partners’ operating regulations may also act as an import impediment; however,
a preponderance of these regulations are recognized as safety-related.

Other services industries have measures in place that might be considered
import restrictions, but the impediments are regulatory barriers not explicitly
related to international trade. This chapter focuses primarily on the restraints
within the transportation sector. It provides a simulation analysis of the
cabotage restrictions within the maritime transport sector. The restraints to
truck and air transport services are also examined; however, a lack of
consistent pricing and cost data precludes the formal modeling of these service
sectors.

Maritime Transport 1

The United States protects U.S.-flag carriers and U.S. shipbuilders from
import competition in the U.S. domestic maritime market primarily through
section 27 of the Merchant Marine Act of 1920, commonly referred to as the
Jones Acg Section 27 prohibits merchandise from being transported by water

1 The Uruguay Round Agreements do not cover this sector and have no
effect on the operation of the non-tariff barrier.
2 46 U.S.C. 883; 19 CFR 4.80 and 4.80(b).
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between U.S. ports “in any other vessel than a vessel built in and
documented under the laws of the United States and owned by persons who
are citizens of the United States.” The United States protects U.S.-flag
carriers and vessels engaged in the international trades mainly through a
collection of cargo preference requirements. In addition, other laws and
regulations restrict the foreign ownership of, and the citizenship of crews on,
U.S.-flag and U.S.-registered ships. Collectively, these laws are typically
referred to as cabotage lawsMany of these regulations operate separately
from the Jones Act. In general, the purposes of the laws are to ensure a U.S.
merchant fleet sufficient to provide a naval auxiliary in time of war or
national emergency and to participate substantially in the carriage of
domestic commerce. The purpose of this analysis is to provide information
on the costs and effects of only the Jones Act. The analysis does not seek to
draw conclusions regarding the desirability of cabotage laws or make
recommendations for changes that could be made to those laws, nor does this
report attempt to quantify or assess other costs or benefits, such as those
associated with national defense issues, that are linked with the support of a
domestic fleet. As originally requested, this analysis quantitatively assesses
the economic costs of specific Jones Act restrictions on deep-sea domestic
shipping#

Current Operation of the Jones Aet

The current cabotage prohibition on foreign vessels covered in section 27
of the Merchant Marine Act of 1920 effectively reserves U.S. maritime
cabotage to ships that are registered and built in the United States and that are
owned and crewed by U.S. citizéhsSimilar laws affect the transport of
passengefs and other kinds of marine activity, such as fishing, towing

3 Cabotage refers to the transportation of merchandise between U.S. ports, either
directly or via a foreign port.

4 Deep—sea domestic shipping refers to freight carried by ocean—going vessels. The
inland trades, which include river, canal, and lakewise traffic, are not addressed in this
analysis. In addition, the Passenger Vessel Act prevents foreign cruise vessels from
transporting passengers between U.S. ports. However, the effects of the Passenger Vessel
Act on the passenger market are not addressed in this analysis. The U.S. deep—sea
domestic cruise industry is too small to have measurable effects using the current model.

5 For a more detailed discussion of the history of the Jones Act, see UBH&C,
Economic Effects of Significant U.S. Import Restraints, Phase Ill: SeryiebBcation
2422, Sept. 1991; and Lawrence J. Whitgernational Trade in Ocean Shipping
Services: The United States and the Wdi@hmbridge, MA: An American Enterprise
Institute/Ballinger Publication, 1988).

6 Ships operating in trades that are protected by the Jones Act are prohibited from
receiving operating and construction subsidies that other U.S.—flag ships may receive.

7 46 App. U.S.C. 289; 19 CFR 4.80(a). The primary exception to this law is that
passengers may travel between the U.S. mainland and Puerto Rico on a foreign—flag
passenger vessel, provided there is no eligible U.S. vessel offering such service [46
U.S.C. 289(c)].
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(except where the towed vessel is in distress), salvage, and dredging. While
many nations have a variety of cabotage restrictions, very few require the use
of domestically-built vessels. Most nations, including the United States,
maintain cabotage restrictions on inland waterways, rivers, and lakes, for
reasons of sovereignty and national security; however, the United States and
several other countries also maintain coastal and non-contiguous cabotage
restrictions.

There are a number of limited territorial/conditional exemptions to these
U.S. cabotage laws, the most notable of which apply to American Samoa, the
Northern Marianas, and the Virgin Islands; operators that do not comply with
certain Jones Act restrictions may serve these markets. Moreover, foreign-built
U.S. flag vessels may operate between G®aAmerican Samoa, Wake,
Midway or Kingman Reef and other U.S. pdtts.The U.S. Coast Guard
considers a vessel to be built in the United States if all major components of its
hull and superstructure are fabricated in the United States and the vessel is
assembled entirely in the United States (46 CFR Pari87).

In addition to the Jones Act, other statutes reserve transport of certain types
of U.S. cargo to U.S.-flag vessels. For example, although the 1995 Alaska
Power Administration Asset Sale and Termination Act now permits the export
of Alaskan oil, the law also requires that exports of Alaskan crude oil be
carried solely by U.S.-flagged and U.S.-owned vessels. The Act ensures that
although the oil may be exported, transport service is still reserved for
U.S.-flag vesseld! (Formerly, the Export Administration Alé prohibited
export of Alaskan oil and, in effect, also reserved such cargo for the domestic
trades.)

8 The Office of the Governor of Guam maintains that this exception has little
practical benefit, because of higher transport costs for goods on intermediate routes
between the U.S. mainland and Guam that are subject to Jones Act restrictions (e.g., U.S.
mainland to Hawaii). Office of the Governor of Guam, testimony before the U.S.
International Trade Commission, in connection with Inv. no. 332-325.

9 Under special circumstances, a foreign—built vessel may operate in U.S. domestic
service. For example, a foreign—built or foreign—flagged vessel wrecked in U.S. waters,
that is subsequently salvaged and rebuilt in the United States may be reflagged and
awarded domestic operating authority if the cost of the rebuilding is at least three times
the appraised value of the vessel immediately following salvage (46 U.S.C. 14).

10 A U.S.—-built vessel that has operated under foreign registry may return to U.S.
registry, but loses U.S. domestic trading privileges. However, there have been instances
in which Congress enacted special legislation to restore domestic trading privileges of
U.S.—built, reflagged vessels. Also, a U.S.—built vessel that has been rebuilt overseas
loses U.S. domestic trading privileges. Determination of when rebuilding has occurred
requires a technical assessment by the U.S. Coast Guard.

11 There is no U.S.—build requirement.

12 50 U.S.C., app., 2406(d). In addition, section 4 of the Outercontinental Shelf
Lands Act of Aug. 7, 1953, 43 U.S.C. 1333 and 1346 reserved the supply of offshore
drill rigs and other exploration activities to U.S.—flag vessels.
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Characteristics of the U.S. Oceangoing and Great
Lakes Fleet

As of July 1, 1998, the active Jones Act fleet consisted of 113 oceangoing
vessels over 1,000 tons, including self-propelled integrated tug-dérgém
Great Lakes fleéf consists of another 65 large vessels and tug/bargelfnits.
The inland trades, which are comprised of river, canal, and lakewise traffic, are
not included in the scope of this analysis, because they do not appear to be
significantly vulnerable to foreign competition that may occur in the absence of
Jones Act restrictions. (The cost structure of a U.S.-flag vessel engaged in the
inland trades would likely be competitive with a similar foreign vessel if the
latter were allowed to provide similar service, because a foreign vessel engaged
in the inland trades would, necessatfiype required to comply with U.S. laws
and regulations that exist independently of the Jones/Act.

In 1996, all domestic waterborne commerce covered by the Jones Act,
including oceanborne (coastwise/intraterritory), lakewise, and inland shipping,
amounted to approximately 1,101 million short tons of traffic and revenues of
$7.7 billion. Of this amount, oceanborne and lakewise cargo accounted for 36
and 8 percent, respectively, of the value of total shipments (see table 5-1).
According to the U.S. Army Corps of Engineers, in 1996, the dominant share
of Jones Act cargo consisted of liquid bulk shipments of petroleum and
petroleum-based products—approximately 79 percent—with the remaining 21
percent consisting of dry cargo.

Types of vessels and trends

The Jones Act affects transport in both bulk and liner trades. The petroleum
trades are bulk trades and utilize various types and sizes of tankers. Dry cargo
may be in the form of either bulk, container, or other types of dry cargo. The
liner trade generally includes vessels with regular sailing schedules. The U.S.
domestic liner industry is highly concentrated, and the few remaining dry-bulk

13 Maritime Administration, Marine Data Sheet, “Deployment of U.S.—Flag
Oceangoing Self-Propelled Merchant Vessels,” Apr. 1, 1998.

14 The Great Lakes fleet is not limited to oceangoing vessels.

15 Lake Carriers Association, “U.S. Flag—Shipping on the Great Lakes,” found at
Internet address http://www.lcaships.com/brochure/lcabrol.html, retrieved Sept. 29,
1998. The number of inland vessels, other than lakewise, over 1,000 gross registered
tons (grt) is not immediately available, but is probably negligible. Moreover, because of
the competitiveness of U.S. barge and smaller shipbuilders, this portion of the Jones Act
trade would likely remain competitive even in the absence of Jones Act restrictions.

16 Compliance would be effectively ensured because of geographic and other
practical considerations.

17 The inland trade would be subject to U.S. employment/immigration rules
(necessitating U.S. crews) and U.S. regulatory and environmental standards; moreover,
operators in the inland trade acquire vessels from the internationally competitive U.S.
barge and smaller shipbuilders and so have substantially more competitive capital costs.
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Table 5-1
U.S. domestic cargo sector, for vessels 1,000 grt and over: Total revenue and employment, by type, 1994-96

Item 1994 1995 1996
Revenue (milliondollars):
OCBANDOINE . . . . ottt e e e 2,929 2,774 2,778
LaKEWISE . .. 577 585 580
NN . 4,239 4,353 4,322
TOtal .. 7,745 7,712 7,680
Employment (shipboardjobs):
OCEaANDOMNEL . . . 10,200 9,400 8,800
LaKEWISE . . 2,045 1,935 1,736
NN . 13,750 13,725 13,710
TOtal .. 25,995 25,060 24,246

1 For vessels normally employed on longer voyages, one billet may be filled by more than one seaman during a calendar year. The Maritime
Administration uses a conversion ratio of 2.3. Therefore, 3,850 billets may provide employment for approximately 8,800 seamen during a calendar year.

Source: U.S. Department of Transportation, Bureau of Transportation Statistics, “NTS Water Transport Profile 1998,” and U.S.
Maritime Administration, “U.S. Merchant Marine Data Sheet,” various editions.



carriers left in the U.S. fleet are engaged in the Great Lakes trades.
Moreover, few, if any, intra-U.S. coastal freighters operate on a regular basis
on either the East or West Coast of the United Stétes.

Representatives of  Jones Act operators have noted that certain
technological changes have increased the use of integrated barges in the U.S.
deepwate® coastal fleet, and lowered both capital acquisition costs and
manning costd? Foreign industry representatives have indicated that there is
little or no use of integrated barges in the international deepwater #ades,
perhaps because internationally, very few vessels are employed on fixed trade
routes, as they are in the U.S. market. Therefore, vessels in the international
trades would be unable to avail themselves of the primary advantage of barge
use (i.e., leaving the barge but repositioning the engine to use with another
barge). The greater use of such barges in the U.S. trades may also be partially
attributed to the lower capital and operating costs of such vessels, including the
aforementioned lower manning requirements. It is likely that in the absence of
at least some of the Jones Act's requirements, there would be less use of
integrated barges in the U.S. domestic deepwater trades, because although
barges are less costly, they are also slower and less efficient.

The size of the self-propelled deepwater Jones Act fleet has continued to
decline. However, it should be noted that the volume of cargo carried by the
fleet has not experienced a proportionate decline because of the increased
productivity of vessels. Concurrently, as more activity has been transferred to
barges and other lower-cost vessels, employment has declined.

The use of older, fully depreciated vessels is most extensive for operators
of vessels with high initial capital costs, i.e., container vessels, because the
operators cannot afford to purchase newer vessels and still contairf2costs.
Although new petroleum tankers have been ordered by a number of firms to
comply with the double-hull standaféa premium is paid for vessels built in a

18 Steel Manufacturers Association, “Revive Competition in Deepwater Coastal Port
Shipping,” found at Internet address http://www.steelnet.org/sma/jonesact.html, retrieved
Sept. 28, 1998.

19 Deepwater, or alternatively, bluewater, are other terms used for ocean—going
vessels.

20 U.s. maritime industry officials, interviews by USITC staff, Washington, DC,
Oct.—Nov., 1998.

21 European maritime industry officials, interviews by USITC staff, London,

May 24-27, 1998.

22 Manning costs for container vessels are also considerably higher than for tanker
vessels.

23 The Oil Pollution Act of 1990 requires all tankers operating in U.S. waters to be
double-hulled by 2010. See the following section for further information.
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U.S. yard in order to fulfill the Jones Act build requirem&htlf the
U.S.-build requirement were eliminated or modified, the value of vessels
built specifically for the Jones Act would drop sharply, and carriers would
see revenues from the operation of those vessels decline as well, because the
freight rates they could charge for the use of such vessels are likely to
decline correspondingly.

Compliance with U.S. Liability and Other Laws
and Regulations

While not specifically prohibiting any transport activity, several other
regulations significantly affect the number and costs for foreign-flagged and/or
foreign-built vessels entering U.S. waté?dn 1994, regulations enacted under
the Oil Pollution Act (OPA '90) introduced U.S. requirements for insurance
certificates of financial responsibility for vessels entering or transiting U.S.
territorial water$® These substantially higher U.S. liability standards are
intended to limit foreign vessels operating in U.S. waters to premium vessels
that can adequately comply with the U.S. standards and fully address liability
concerns. For example, since OPA '90 requires that all tankers trading in U.S.

24 The average premium for all types of ocean—going vessels may be estimated at a
minimum of 50 percent, and is commonly assessed at 50 to 150 percent. Recent studies
by KPMG, First Marine International, and Stellers Carson Associates (among others)
have confirmed that large commercial shits built in U.S. yards are about 1.5 — 2.5 times
the cost of similar ships built in leading overseas yards. Executive Control Board of the
National Shipbuilding Research Program, in cooperation with the Department of Defense
Advance Research projects Agency (DARPA), the U.S. Navy, and the U.S. Department
of Transportation,"MARITECH Advanced Shipbuilding EnterpriseStrategic
Investment Plain — The U.S. Shipbuilding Indystrfound at Internet address
http://www.nsrp.org/plan_doc/thechallenge.html, retrieve Apr. 19 1999.

25 U.S. General Accounting Office;Maritime Issues: Assessment of the
International Trade Commission’s 1995 Analysis of the Economic Impact of the Jones
Act,” Report to the Chairman of the Senate Committee on Commerce, Science, and
Transportation, Mar. 6, 1998. In its analysis of the USITC report, the GAO noted that
any analysis should include an assessment of other applicable laws that raise U.S.
carriers’ costs. It has been posited by Jones Act shippers and proponents that if the Jones
Act were repealed or significantly modified, foreign shippers would be able to participate
in the U.S. domestic market without complying with U.S. employment laws and other
rules and regulations. However, a number of U.S. laws governing insurance,
employment, liability, etc., exist outside the scope of the Jones Act, and would continue
to apply to any shipper engaged in the U.S. market.

26 Approximately 29 percent of the foreign vessel boardings carried out by the Coast
Guard discovered deficiencies. Deficiencies inspected for range from minor structural
problems (such as a loose railing), to inadequate manning, as specified by the safe
manning document [guidance provided by Annex 2 of the International Maritime
Organization (IMO) Resolution A.481(XIl)]. In the event that the vessel is not subject to
international conventions detailing safe manning requirements, U.S. standards for a like
vessel are applied. U.S. Coast Guard, “Authority and Provisions for Merchant Vessel
Inspections,” found at http://www.uscg.mil/hg/g—m/nmc/ pubs/msm/v2/c1.htm
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waters comply with double-hdll requirements by 2010, the likely result is
that vessels engaged in these trades in U.S. waters will be newer, premium
vessels. With or without the Jones ABtbecause of U.S. requirements in
several areas (particularly pollution and liability) that legally apply to all
vessels calling in U.S. waters, it is likely that total costs for any vessel
operating in U.S. waters will still be higher than elsewhere.

Because of open-ended liability for shipowners/operators, several—
particularly those that operate tankers containing crude oil—have withdrawn
from the U.S. market. Moreover, greater consolidation, particularly in the
tanker trades? may adversely affect the availability of vessels for the U.S.
trade, further driving up freight rates to the United St2eslthough most
developed country tanker markets have standards comparable to those of the
United States! and International Maritime Organization (IMO) rules have had
the effect of regularizing standards internationally, only the United States has
an “open-ended” liability structure that causes shippers intent on minimizing
costs to actively avoid the U.S. market. For example, a number of major oil
companies have divested their marine transportation activities and now contract
for such services, and most major oil companies have reduced product tanker
ownership exposuré The primary reasons cited include the high cost of
liability insurance and the uncertainty of outcomes associated with cases
brought in the individual U.S. states. However, bulk carriers experience little
variance between insurance rates in the United States and other areas. In
addition to insurance costs, the costs of operating in the U.S. are higher for all
vessels because of the requirement for an established pollution response plan.

Improved port-state enforcement of safety standards is compelling more
vessel owner/operators to comply with international safety requirements. The
sector is subject to international safety measures (ISM) set by the IMO, and the
United States has indicated that it will refuse ships that are not ISM certified.

27 U.S. shipyards hope to take advantage of demand for double—hull tankers by
companies engaged in the Jones Act trades. See the previous section in this chapter
entitled “Types of vessels” for more information. New IMO double—hull rules are similar
to U.S. rules.

28 proponents of reforms note that foreign vessels competing in the U.S. coastwise
trade should comply with U.S. environmental regulations, immigration laws, and
workforce health and safety regulations. Steel Manufacturers Association, “Revive
Competition in Deepwater Coastal Port Shipping,” found at Internet address
http://www.steelnet.org/sma/jonesact.html, retrieved Sept. 28, 1998.

29 |t is likely that consolidation will be concentrated in the tanker trades because of
new IMO standards.

30 N. Shashikumar, “Tanker Markets in the S21Century: Competitive or
Oligopolistic?,” paper presented at the First Regional Conference of the International
Association of Maritime Economists, Cambridge MA, Dec. 16, 1995.

31 Japan, Norway, and Australia were reported to have particularly stringent
standards.

32 Drewry Shipping Consultants, “Product Tankers: Will demand keep pace with
supply?” London, Aug. 1997, p. 79.
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As a result, international vessels still trading in U.S. waters now exhibit a
high degree of compliance with both international and U.S. standards and
requirements. According to marine insurance executives, there is a high
probability of being inspected because U.S. Coast Guard vigilance is good,
and their inspections meet high standards. Importantly, the costs of
noncompliance are high and so act as a significant deterrent to violators.

Although it is not possible to determine with certainty the environmental
and labor-related rules and regulations that would still apply to a modified or
“reformed” Jones Act trade, it should be noted that, ostensibly, any vessel
calling at a U.S. port is legally obligated to comply with such U.S. regulations
or like international regulations as defined by U.S. law, regardless of flag of
origin. Therefore, it is reasonable to assume that regulations specified
exclusivelyby the Jones Act (or relevant U.S.-flag requirements) would not
necessarily continue to apply if the Jones Act were removed. However, it also
may be assumed that environmental, immigration, and workforce laws provided
for by law outside the provisions of the Jones Act—or related U.S.-flag
requirements—would continue to apply to any vessels calling at, or trading
between, U.S. ports.

Cost Differentials: U.S. Coastwise vs. Foreign
Trades

Vessel costs are made up of a number of components, including operating
and capital costs (see table 5-2). The relative proportions of each of these costs
with respect to total costs may depend on whether or not the vessel is Jones
Act, U.S.-flag, or foreign-flag. For example, the percentages of capital costs
and manning costs will be similar for comparable Jones Act and other
U.S.-flag vessels. For foreign-flag vessels with different manning requirements
and no domestic-build provision, both capital and manning costs will be lower,
though not necessarily a smaller portion of total costs, because foreign-flag
total costs are generally much lower overall. For costs that are a function of the
route, ports of call, and vessel and cargo type, there may be no differential
effect per se.

The magnitude and allocation of both operating and capital costs are
important factors determining the difference between U.S. and foreign shipping
rates. However, the concepts of vessel costs and rate differentials should be
kept distinct, especially in the context of an analysis of the effects of the Jones
Act on domestic shipping services. Shipping rates are influenced by shipping
market demand and supply (demand and supply of the service itself), while
costs are affected by the demand and supply of factors used in producing
shipping services. Although the information on costs developed in this section
indicates that much of the cost differential for Jones Act vessel operators is

33 Operating cost the are not specific to a particular voyage—specific operating cost
include bunker fuel, supplies and port charges and canal tolls.
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Table 5-2
Typical cost components and differential effect for Jones Act, U.S. registry and foreign-flag vessels

Type of cost Components Differential effect for vessels in comparable trades
Voyage costs Port and bunker costs Little or no differential effect.
Operating costs Manning costs For a comparable vessel, U.S. costs are approximately twice that paid

in international trades (net costs, not per seaboard job)

P&l/cost of insurance Higher insurance rates are associated with increased vessel age,
number of owners, ports of call, cargo, etc., but comparable vessels
with comparable cargos calling in U.S. waters would not expect to
pay significantly different rates for insurance.!

Repair & maintenance Though U.S. yards generally are not as cost competitive with respect to
oceangoing vessels (overhead is substantially higher), U.S. yards will
be chosen for repairs to U.S. vessels as long as the 50-percent vessel

repair duty is in effect.2 Otherwise, geographic advantage prevails.

Other, incl. stores/ The least definitive component of operating costs; varies depending on
administrative costs scale of operations, owner control over technical/commercial
functions. 3
Capital costs Shipbuilding For a U.S.-built tanker, there is a minimum 50 percent premium vs. a

Korean- or Japanese-built ship.

1 The age of the ship is less important with respect to insurance costs than the number of owners of a ship. A record of more owners is associated with
higher claims.

219 U.S.C. 1466 “Equipment and repairs of vessels - Vessels subject to duty: penalties.” This portion of the Tariff Act of 1930 has a significant impact
on the cost of ship repairs performed on U.S. flag vessels outside of the United States.

3 Drewry, Aug. 1997, p. 89.
Source: Compiled by staff from interviews with European ship brokers and Drewry Shipping Consultants, “Product Tankers: Will demand
keep pace with supply?” Aug. 1997, p. 89.
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attributable to U.S. laws that increase operating and capital costs, and that
these laws have a significant effect on the rate differential, they are not the
only determinant.

While voyage and cargo expenses are the largest single cost component to
all shipowners—both U.S. and foreign—U.S. manning and capital costs
generally account for most of the comparative cost difference between U.S.-
and foreign-flag vessel operatiotfs. For example, when comparing a
U.S.-built, U.S.-flag, self-propelled, oceangoing 45,000 ton product f&nker
with a similar foreign-flag, foreign-built tanker in the international trades,
capital costs for the U.S.-built vessel exceed those of the foreign-built vessel
by 48 percent, operating costs are higher for the U.S.-flag vessel by 99 percent,
and total costs are higher by 82 percént.

The cost structure for liner vessels varies somewhat from the tanker model.
For a foreign-flag liner vessel in the international trades, approximately half the
daily rate may be attributed to capital coStsThe daily cost breakout for
U.S.-flag liner operators is as follows: crew, 32 percent; fuel, maintenance and
repair (M&R), insurance, supplies, and other, approximately 42 percent; and
capital (average for all vessels), 26 percént.

The total operating cost differential between a U.S.-flag and a foreign-flag
vessel may be further illustrated by the difference between annual vessel
operating costs as reported by subsidized U.S. operators and average operating
differential subsidy (ODSY annual payments per vessel. Total vessel operating
cost (per vessel) as reported by U.S. vessel operators (excluding capital

34 Department of Transportation, Maritime Administration, Report to the Chairman,
Senate Committee on Commerce, Science, and Transportation on the issue of
introducing competitive bidding to the Maritime Security Program (MSP) P.L. 104-239,
June 1, 1997, p. 10.

35 A product tanker carries petroleum products other than crude. The cost structure
of a product tanker is higher overall than that of a crude oil tanker.

36 Compiled by USITC analysts from industry data provided by the Maritime
Cabotage Task Force, Post Hearing Brief submitted in connection with Inv. no. 332-325,
June 12, 1998.

371t should be noted again the the total costs are significantly lower for foreign—flag
carriers.

38 However, at present, the portion of costs attributable to capital costs may be
significantly lower in certain Jones Act liner/container trades, where a high percentage of
vessels are fully amortized, older vessels. As a result of the high initial acquisition cost,
new vessels often cannot be purchased because they cannot be economically operated in
these trades.

39 The ODS Program compensated U.S. carriers on a reimbursable basis for their
higher crew, insurance, and maintenance and repair costs. DOT, MARAD, Report to the
Chairman, Senate Committee on Commerce, Science, and Transportation on the issue of
introducing competitive bidding to the MSP, June 1, 1997, p. 2.
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cost$0) equaled $10.2 million per annuth. Estimated ODS payments per
vessel would have totaled $4.3 million per anfidnThese figures represent
average operating costs for U.S.-flag vessels and are over 40 percent higher
than those for a comparable foreign vessel in the liner tfddes.

Previous Work

A few studies have estimated the economic costs of the Jones Act for a
given yeaf4 Using partial equilibrium analysis, Hufbauer and Elliott estimated
a net cost to the economy of $1.1 billion in 1990Chey assumed that with
repeal of the Jones Act, foreign shippers would capture half the coastwise
cabotage trade, but less than half of inland shipping. A general equilibrium
analysis conducted by the USITC for 1995 showed a U.S. economic welfare
gain of approximately $2.8 billion if the Jones Act were repe#fled.

Because foreign carriers are totally excluded from the market, it is difficult
for any analysis to assess the extent to which foreign carriers would enter the
U.S. deepwater market if the Jones Act were modified to allow foreign
participation?’ As noted above, some analyses have assumed that foreign
carriers would take half of the domestic market for cabotage trade while other

40 The difference in capital costs varies significantly not only by vessel type but also
by the age of thevessel.

41 DOT, MARAD, Report to the Chairman, Senate Committee on Commerce,
Science, and Transportation on the issue of introducing competitive bidding to the MSP,
June 1, 1997, Attachment VI-B.

42 |pid., Attachment V.

43 While it has been noted that barges transport a substantial portion of the cargo in
the coastal trade, and that barges have both lower capital and operating costs, the absence
of barge use in the international trades precludes construction of a table of comparable
costs. Moreover, in the absence of a Jones Act U.S.—build requirement, it may be less
likely that such extensive use of barges would continue.

44 Other studies have found varying estimates. The Congressional Budget Office
found that the Jones Act imposed a $1.3 bhillion cost on the U.S. economy in 1983; see
Congressional Budget Office).S. Shipping an&hipbuilding Trends and Policy Choices
(Aug. 1994). A study conducted by White estimated the costs to be $2 billion in 1984;
see Lawrence J. Whiténternational Trade in Ocearshipping Services: The United
States and the WorldCambridge, MA, American Enterprise Institute/Ballinger
Publication, 1988).

45 Gary C. Hufbauer and Kimberly A. Elliotileasuring the Costs of Protection in
the United State$Washington DC: Institute for International Economics, 1993).

46 USITC, The Economic Effects of Significant U.&port Restraints: First
Biannual Update USITC publication 2935, Dec. 1995.

47 Foreign, in this case only, could be interpreted to include several different
vessel-operator types currently barred from participation in the Jones Act market, i.e.,
operators of U.S.—controlled foreign—flag vessels, or foreign—controlled vessels.
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studies have assumed that they would take the entire mé&ri8milarly,
opinions vary widely among maritime analysts who follow these markets.
Several conclude that foreign carriers would capture the entire U.S. cabotage
market, while others indicate that international carriers would probably
capture 70 to 80 percent, as a result of lower costs borne by those érriers.
Furthermore, mergers and alliances would likely occur as a result of opening
the U.S. market® In the analysis that follows, the USITC staff assumes that
U.S. carriers retain approximately half of the market.

Economic Effects of Removing Jones Act
Restrictions

To analyze the maritime transport sector, the USITC CGE model divides
the U.S. economy into 10 sectors that, in addition to the 9 aggregate sectors,
account for the rest of the U.S. economy. The highlighted sectors include the
cabotage and water transportation sectors, which are directly affected by the
Jones Act, and those sectors that have significant upstream or downstream
linkages to cabotage services or to petroleum and refined petroleum products.

Two liberalization scenarios are analyzed below. As in previous versions of
this report, the first scenario analyzes complete removal of the Jones Act. The
second, new scenario, analyzes recent proposals to liberalize only certain
components of the Jones Act, namely the U.S.-build requirement.

Complete Liberalization

The current CGE simulation, like those cited from previous work, deals
only with oceanborne cargd. In addition, substantial domestic production is
retained, indicating that domestic shippers may continue to operate using
imported ships under U.S. national rather than Jones Act labor laws.

48 For example, the general equilibrium analysis conducted by the ITC for 1991,
which deals only with oceanborne cargo, shows the domestic oceanborne Jones Act fleet
shutting down completely with its services replaced by imports. USTRE,Economic
Effects of Significant U.Smport RestraintsUSITC publication 2699, Nov. 1993.

49 European maritime industry officials, interviews by USITC staff, London,

May 24-27, 1998.

50 Liberalization of certain components of the Jones Act have recently been
proposed as an alternative to complete liberalization. For instance, if the Jones Act were
modified only to allow the use of foreign—built vessels by U.S. carriers, the size of the
market would likely increase as capital costs borne by U.S. carriers decreased, but
foreign carriers would still be prohibited by law from entering the market.

51 Inland shipping was not treated in the model simulation because, as noted earlier,
domestic inland shippers are considered to be efficient in this market, as indicated by
U.S. exports of inland waterways vessels—the main tradable component of costs in
inland shipping. Therefore, inland shipping was included in the other water
transportation sector.
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The effects of the Jones Act on oceanborne cabotage services are estimated
here by introducing the possibility of importing cabotage services at the world
price. This figure is calculated as the output-weighted average difference
between the U.S. and world prices for shipping the main types of cargo
transported: wet-cargo, which consists mostly of petroleum bulk cargo, and
dry-cargo, which consists of liner and nonliquid bulk ca&®o.The tariff
equivalent estimated for this analysis is 64.6 pergent.

The economy-wide effect of removing the Jones Act is a U.S. economic
welfare gain of approximately $1.32 billion. (See table 5-3.) This figure can
also be interpreted as the annual reduction in real national income imposed by
the Jones Act. A primary reason for the large gain in welfare is a decline of
approximately 22 percent in the price of shipping services formerly restricted
by the Jones Act (table 5-4). Prices in the other water transportation sector as
well as in other sectors in the economy decline by only negligible amounts.

Table 5-4 presents the estimated domestic employment, output, and trade
effects of opening the cabotage sector to foreign competition. According to the
model, removal of the Jones Act reduces the domestic price of cabotage
services, causing an increase in domestic demand for them. Imports rise by
approximately $2.4 billion while domestic output falls by $1.5 billion, or 51
percenf4 with employment declining by 4,500 full-time equivalent j&bs.

52 Cabotage output was measured in terms of ton-miles, i.e., the number of
ton—miles for wet— and dry—cargo in the U.S. domestic market. The dry—cargo premium
was taken from previous estimates used in USIM& Economic Effects of Significant
U.S. ImportRestraints, Phase lll: Servicga blication 2422, Sept. 1991. U.S. and world
prices for transporting “wet,” or petroleum cargo, were obtained from the State of Alaska
and the 1996 OPEC Annual Report.

53 The tariff equivalent estimated for the Jones Act restrictions—64.6 percent—is a
weighted average of wet— and dry—cargo tariff equivalents. The wet—cargo tariff
equivalent is weighted by the portion of cabotage trade in crude petroleum, 79 percent.
The dry—cargo tariff equivalent is weighted by its portion of cabotage trade, 21 percent.
The tariff equivalent for wet cargo was based on the weighted average of the price gap,
or difference, between the average of the U.S. price for shipping Alaskan North Slope
(ANS) crude petroleum to all destinations ($.0069 per ton mile) and the average world
price ($.0038 per ton mile) for a comparable tanker shipment transported an equal
distance, with a U.S. port on one end of the shipment (data derived from transportation
costs cited in the 1996 OPEC Annual Report and from Alaska Revenue data). The tariff
equivalent for dry cargo is based on estimates reported by Clinton H. Whitehurst, Jr.,
AmericanDomestic Shipping in American Ships: Jones Act CB&isefits, and Options
(Washington, DC: American Enterprise Institute, 1985).

54 The cabotage sector includes not only cabotage trade (Jones Act fleet), but also
other port services associated with cabotage trade.

55 Since the base level of imports in the sector is zero, a certain initial level of
imports must be assumed in order for the model to find a new equilibrium of domestic
output and imports that corresponds with the lower world price for imported shipping
services.
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Table 5-3
Economy—uwide results of eliminating the Jones Act

Iltem Change
Tariff revenue (percent) ........... -0.01
Wage to rental ratio (percent) . ............c.c.oooiiiiiiiiiiiiii. 0.02
Exchange rate (percent) ......... ... 0.06
Equivalent variation (billiondollars) ............ ... .. ... .. ... . ... 1.32

Source: Estimated by staff of the USITC.

The increase in demand for cabotage leads to a negligible increase in the
demand for other water transport servieg3he removal of the Jones Act also
brings about a reduction in domestic shipbuilding; output and employment
decline by approximately 1 percent. Similarly, upstream management and
consulting services show small declines in output and employment. Most of the
downstream users of maritime cabotage services increase output and
employment approximately 0.1 percent. Aside from the 10 focus sectors
(liberalizing, upstream, and downstream), most of the other sectors in the
economy showed changes in output and employment measuring approximately
0.1 percent or less.

Partial Liberalization

The second scenario is based on recent proposals to liberalize only certain
components of the Jones Act, namely the U.S.-build requirement. Several
proposals have been suggested by proponents of partial liberalization. For
example, one proposal would allow a brief period of time for domestic owners
to replace aging containership and roll-on/roll-off vessels that are used in the
domestic trade3’ Another plan for partial liberalization is the Brownback bill.

In 1998, Senator Sam Brownback (R-KS) introduced S. 2390 in the 106th
Congress, a bill to modify the Jones Act by allowing non-U.S.-built ships to be
used in coastwise trade. Such ships would still be required to be U.S.-crewed
and meet U.S. safety and environmental standards. It is anticipated that
changing the U.S.-build requirement could significantly increase the fleet
eligible for U.S. coastwise trade, thereby providing more capacity for shipping
bulk and other agricultural commoditigs. However, in both of the above
proposals, foreign-owned and operated carriers would still be prohibited by law
from entering the market.

56 The water sector includes other services related to non—-Jones Act activity such as
international traffic between U.S. and foreign ports, dock and port services incidental to
international traffic, dock workers’ services, tug boat services, and other water—transport
services.

57 For further discussion of this proposal, see Warren Leback, “Open a Jones Act
window, briefly,” Journal of CommergeMar. 31, 1999.

58 5. 2390 was the subject of a hearing in the Senate Commerce, Science and
Transportation Committee in September 1998. At that hearing, the Committee Chairman
promised further hearings in 1999. No Jones Act reform has been introduced in the 106th
Congress.
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Table 5-4

Jones Act: Economic effects of liberalization, changes in FTE, value and percent,1996

Com-
posite
Employment Output Import Export s Price
Sector FTEL _ Percent _ Dollar? _ Percent __ Dollar2 _ Percent _ Dollar? __ Percent Percent
Liberalizing sectors:
Cabotage ........................ —4,500 —51.1 —1,494 —51.1 2,388 ©) ®) ®) -22.0
Otherwater transportation ........... 510 0.4 104 0.4 -3 * 89 0.4 @)
Upstream sectors:
Management/consulting services . ... -1,030 -0.1 -70 -0.1 ®) ®) ®) ®) )
Shipbuilding . .. ........cooei . -1,420 -1.2 —144 -1.2 -1 -1.2 -5 -1.1 *
Downstream sectors:
Chemicals ........................ 260 0.1 87 0.1 -7 ®) 40 0.1 @)
Electricutilites .................... 40 ) 28 “* -1 -0.1 ®) 0.1 @)
Logging, sawmills, and millwork . .. ... 150 0.1 36 0.1 -2 ®) 14 0.2 )
Petroleumrefining and petroleum
Products . .....oou i -50 ) 1 @) -14 ) 6 0.1 )
Plastics . ....voriiii e 320 0.1 84 0.1 -23 -0.2 15 0.1 *
Steeland steel products .. ........... 290 0.1 59 0.1 -18 -0.1 7 0.1 *
Rest of the U.S. economy:
Agriculture, forestry, and fisheries . ... 1,050 0.1 186 0.1 -2 ®) 102 0.3 @)
MINING. ..o 190 0.1 42 0.1 -4 -0.1 23 0.2 *
Construction ...................... -210 ) 14 “* ®) ®) ®) ®) )
Nondurable manufacturing.......... 1,070 ) 326 * -112 -0.1 69 0.1 )
Durable manufacturing 4,740 0.1 958 0.1 -307 -0.1 418 0.1 @)
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Transportation, communications,

and utilities ..................... 200
Wholesale andretailtrade ........... 1,300
Finance, insurance, and real estate . .. —-890
Otherservices ..................... -2,020

*)
*
*
*

70
129
32
-122

*
*
*

Q)
-11

©)
Q)
-0.1
-0.1

51
Q)
25
46

0.1
Q)

*

*
*
*

1 Change in full-time equivalents.

2 |n millions of dollars in base year prices.

3 Not applicable since base level trade is zero.
4 Change less than 0.05 percent.

5 Nontraded sector.

6 Change less than $500,000.

Source: Estimated by the staff of the USITC.
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In the discussion that follows, staff relied on a partial equilibrium analysis
to determine the effects on the domestic water sector, and a qualitative analysis
to determine the effects on the shipbuilding sector. These two approaches were
used instead of the general equilibrium approach used in the full liberalization
scenario. Proper general equilibrium analysis of removing the U.S.-build
provision requires data on the structure of at least four distinct industries:
protected (“Jones Act”) water transportatRSpther water transportation, the
shipbuilding industry that supplies protected transportation, and the
shipbuilding industry that supplies other water transportation. Less than 15
percent of the U.S. shipbuilding sector’s output goes into the downstream
domestic sector. The remainder goes into the other water transportation sectors
and consists of ships contracted for by the U.S. Government (i.e., Navy, Coast
Guard, etc.) and by commercial carriers for use in foreign trades. The decision
to use both partial-equilibrium and qualitative analyses is based primarily on a
lack of quantitative information about the structural relationships affecting
these sectors. For example, Jones Act carriers use different types of ships and
operate with different input proportions than non-Jones Act carriers, especially
Navy vessels. Furthermore, the shipbuilding sub-sectors are also different in
important and unmeasured ways. For example, builders of Navy/Coast Guard
vessels compete in a very different and more specialized market than builders
of Jones Act ship® Information that quantifies these relationships, such as
the degree of substitution between capital and labor used in the two upstream
sectors, is not available.

For the partial-equilibrium and qualitative analyses, the staff examined a
scenario similar to the Brownback proposal: domestic carriers are allowed to
purchase foreign ships, but foreign carriers are prohibited from entering the
market. As with the full liberalization analysis above, only the domestic
deepwater trade is considered. The effects of partial liberalization are estimated
here by introducing the possibility of domestic carriers buying foreign-built
ships at a price indicated by the U.S.-world price-gap for the types of ships
used in these trades. As noted in table 5-2, the lowest estimate of this price gap
is approximately 50 percent. Other studies have placed the price gap as high as
150 percenél In addition, as discussed earlier, capital costs (which are
primarily the amortized cost of the ship) on average account for approximately
26 percent of the daily cost breakout for U.S.-flag liner operators, including
primarily container vessels, but also tankers and other types of bulk vessels.
Therefore, daily costs, including capital costs, are 13 to 39 percent higher than
they would be if domestic carriers were allowed to purchase foreign-built
ships. Within the partial-equilibrium analysis, removal of the U.S.-build

59 As before, this distinction refers to the deep—sea coastwise and noncontiguous
trade.

60 For further discussion, see USIT&hipbuilding Trade Reform Act of 1992: Likely
Effects on EnactmenPublication 2495, June 1992.

61 The results of recent studies examining this issue are summarized by the National
Shipbuilding Research Program, found at http://www.nsrp.org/main.html.
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requirement is simulated by applying a reduction to the cost (i.e., factor
supply) of deepwater cabotage services that is equivalent to the range of the
cost gap, 13 to 39 percent.

Table 5-5 presents the estimated effects on domestic employment, output,
price, and consumer welfare if domestic carriers had been allowed to purchase
foreign-built ships in 1996. The estimated 5 to 12 percent reduction in the
domestic price of cabotage services would have caused an increase in
demancd? Domestic revenues would have increased by $69.5 million to $188.9
million, or by 2.5 percent to 6.8 percent, respectively. Similarly, employment in
the deepwater domestic sector would have increased by 670 to 1,920 full-time
equivalent jobs, or approximately 8 to 22 percent, respectively. The increased
consumption of cheaper cabotage services would have benefitted domestic
consumers of cabotage services with a welfare increase ranging from $138
million to $380 million®3

Table 5-5
Partial-equilibrium results of partial elimination of the Jones Act
Estimate

Iltem Low High
Price of cabotage (percent) ............ ... ... .. -4.8 -12.3
Volume of shipments (percent) ............................. 7.6 21.8
Revenue:

Value (milliondollars) ............. ... ... 69.5 188.9

Percent ... 2.5 6.8
Employment change:

FTESL 670 1,920

WOrKers (Dercent) .. .........oie e 7.6 21.8
Consumer welfare (milliondollars) .......................... 138 380

1 Full-time equivalents.
Source: Estimated by staff of the USITC.

62 The partial equilibrium model that was used is a version of the COMPAS model.
For further description of this model, see Joseph F. Francois and H. Keith Hall, “Partial
Equilibrium Modeling,” in Joseph F. Francois and Kenneth A. Reinert, Aggpljed
Methods for Trade Policy Analysis, A Handbo@ambridge: Cambridge University
Press, 1997). A demand elasticity of —1.5 and a supply elasticity of 2 were used to obtain
the estimates in table 5-5.

63 The supply of U.S.—flag operators in the international trades after partial
liberalization would depend upon whether such operators were permitted to purchase
foreign—-built vessels under the terms of the partial liberalization, and whether such
vessels could continue to receive any federal operating subsidies or preference cargo. It
is not possible to determine the likelihood of the various legislative alternatives. The
sector of the U.S.—flag fleet engaged in international operations has also declined
substantially; the subsidized and unsubsidized segments of the U.S.—flag, non—Jones Act
fleet employ approximately the same number of merchant seamen as are employed by
the deep-sea Jones Act fleet.
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Because very few large vessels have been built by U.S. shipbuilders for the
domestic market in recent years, an amendment to allow U.S. operators to
purchase foreign-built vessels of 1,000 grt and over would have little effect on
current production or employment levels. Such an amendment could hurt
potential business and employment for U.S. yards because: 1) the U.S.
containership fleet is old, and most tonnage will need to be replaced in the near
future®4 and 2) U.S. yards have estimated that more than 40 tankers may be
replaced or rebuilt to meet the 2010 double-hull requirement. If U.S. operators
could purchase such vessels in foreign yards, which have lower production
costs and a tremendous current exchange-rate advantage, U.S. yards would
receive few, if any, of these orders.

Truck Transport

Import restrictions in the United States truck transportation sector can be
classified as technical or regulatory barriers to trade. As traditional tariff and
guantitative restrictions have fallen over time, technical barriers to trade such
as standards, testing, and safety regulation, have increased in relative
importance. Therefore, these factors have become the focus of analysis to
determine how they may act as import impediments. If trade-specific
impediments to trucking competition are identified and judged significant in
this sector, an attempt will be made to determine the economic impact of these
impediments. Cross-border truck traffic between the United States, Canada, and
Mexico is governed by the three countries’ existing regulatory and safety
regimes and by a schedule of liberalization agreed to under the NAFTA to
afford national treatment to signatories and to ensure harmonization of
standards. NAFTA contained a timetable for the removal of barriers affecting
the free movement of international cargo. It was intended that, in 1995,
Mexican trucks would be allowed to carry cargo anywhere in the border states
of California, Arizona, New Mexico, and Texas instead of just to cities and
counties adjacent to the border, and all restrictions on cross-border access
would be lifted by the year 2068. Safety concerns in the United States have
resulted in postponed implementation dates for this agreement.

Truck traffic comprises the largest percentage of cross-border exports and
imports with Canada and Mexico, carrying over 85 percent of U.S.-Mexico
trade, and nearly 70 percent of U.S.-Canada f&deummary data for the
truck transport sector are presented in table 5-6.

64 Warren Leback, “Open a Jones Act window, briefljtie Journal of Commerce
Mar. 31, 1999.

65 OECD, “Liberalisation in the Transport Sector in North America,” Oct.

66 American Trucking Associations, submission to the U.S. International Trade
Commission in connection with inv. No. 332-325, the Economic Effects of Significant
U.S. Import Restraints, June 12, 1998, p. 2.
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Table 5-6
Truck transport: U.S. industry summary data, 1993-96

Item 1993 1994 1995 1996
Revenues (billiondollars) . . .. ...... ... 142.6 155.7 161.8 172.7
Employment (thousandWorkers) .. ...... ... ..o 1,512 1,652 1,721 1,725
Exports (billiondollars)l . .. ... ... e 15 1.7 1.9 2.1
Imports (billiondollars)l ... .. ... ... e 2.2 25 25 2.8

1 Exports and imports represent cross-border trade only.

Source: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Commerce, Economics and Statistics
Administration, Bureau of the Census; U.S. Department of Transportation, Bureau of Transportation Statistics; and the American

Trucking Associations.
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Canada

With respect to cabotage, in a final rule published Feb. 22, 409@, U.S.
Customs Service (USCS) has changed the way it determines whether
foreign-based vehicles are engaged in international or domestic %Paffive
new rule further aligns U.S. and Canadian r@feslow, the USCS allows
commercial vehicles participating in international traffic to transport goods
between points in the United States, as long as the local movement is incidental
to an immediately prior or subsequent international trip. The new rule includes
a more liberal definition of an incidental move than was previously the case:
formerly, to qualify as incidental, a trip had to be in the general direction of an
export movement, or part of the return movement of the vehicle to its base
country’9 Moreover, the USCS no longer automatically considers the
movement of an empty vehicle between two U.S. points to be a domestic
move, making it easier for an operator to reposition empty vehicles.

The Canadian Trucking Alliance (CTA) has stated approval of this
regulation to decrease restrictions on foreign-based trucks operating in the
United States. Although December 1997 changes to USCS administrative rules
had gone some way toward harmonization, U.S. cabotage restrictions over
incidental moves by Canadian-based vehicles remained more restrictive than
comparable Canadian laws governing U.S.-based vehicles operating in
Canadd? The final rule was recently approved by the U.S. Department of the
Treasury and completes a three-stage process of harmonizing U.S. and
Canadian regulations governing trucking equipment cabotage. The effort to
adopt the rule was the result of a cooperative effort between the CTA and the
American Trucking Associations (ATA), along with the Canadian and U.S.

67 Federal Register, Vol. 64, No. 30, pp. 7502—-7504.

68 The International Report, found at http://www.equipmentsearch.com/misc/
rpmcanada/11-12-97 internationalreport.htm, retrieved Jan. 27, 1999.

69 However, the U.S. and Canadian trucking associations maintain that the changes
do not address a remaining important immigration barrier. Kevin G. Hall, “Customs
eases cabotage rules; immigration service still balksurnal of CommerceFeb. 25,

1999.

70 The new rule considers vehicles transporting loads originating in one country and
terminating in another to be engaged in international traffic even if there is an incidental
move, as long as the incidental move is immediately preceded or followed by an
international move. Formerly, a foreign—based truck could not move freight between two
U.S. points even if the vehicle had only international freight on board and was part of an
international movement.

71 Canadian Trucking Alliance, Press Release, “Canadian Truckers Applaud
Proposal to Relax Cabotage Restrictions in the US,” May 26, 1998, found at internet
address http://www.ontruck.org/cta/pressrel/1998/ ctapr98may26-01.htm, retrieved Jan.
27, 1999.

72 Canadian Trucking Alliance, submission to the U.S. International Trade
Commission in connection with inv. No. 332-325, teonomic Effects of Significant
U.S. Import RestraintsMay 7, 1998, p. 6.
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federal governments, to establish comparable cabotage regulations for the
domestic use of foreign-based trucks operating primarily in international
commerce’3

Mexico

NAFTA was to provide Mexican truckers full accés® U.S. border states
(California, Arizona, New Mexico, and Texas) starting in December 1995, and
to the entire United States by 2000. However, in December 1995, the U.S.
Department of Transportation suspended processing of applications by Mexican
trucking firms to serve these border states until safety concerns were resolved.

The lack of comparability between Mexican inspection procedures and U.S.
standards, and the impracticability of U.S. border officials inspecting all
Mexican drivers or trucks for violations, have been cited by U.S. officials as a
reason for continuing to delay full implementation of the NAFTA trucking
provisions’® The United States and Canada have developed uniform inspection
and safety standards for both trucks and drivers. However, Mexico does not
have a similar truck inspection program. A recent audit by the U.S. Department
of Transportation’s (DOT) Office of the Inspector General found that too few
U.S. inspections of Mexican trucks were being conducted at border crossings
relative to the volume of traffic, and of those inspections that did occur, a high
percentage of Mexican trucks failé®l. Because trucks that are not inspected
are allowed to cross the border, this may indicate that a number of trucks
entering the United States may fail to comply with U.S. safety standards. Of
Mexican trucks inspected, approximately 44 percent were removed from

73 In December 1997, the U.S. Customs Service changed its interpretation of
international traffic, to look to the origin and destination of goods carried, rather than the
routes traveled by the vehicles themselves. In addition, vehicles moving in the United
States without a payload were no longer considered to be engaged in local traffic. The
change that is now being proposed by the U.S. Customs Service will remove important
restrictions on the domestic use of foreign—based equipment. There are no parallel
Canadian restrictions. Canadian Trucking Alliance, submission to the U.S. International
Trade Commission in connection with inv. No. 332-325, Bwnomic Effects of
Significant U.S. Import Restraintdlay 7, 1998, p. 6.

74 Mexican trucks already have access to a 20—mile zone along the U.S. border
under a pre-NAFTA bilateral arrange