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TARTFFS AND THE EXPORT OF HCME GOODS THROUGH TOURISM

James Rakowski

From a selfish point of vicw,; a tariff up %o a ccrtain lovel may make
senscy at least in a world lacking the institutions to carry out the inter—
national transfers rcquired by the compensation principle. It is well~known
from traditional theory 1 that & country can use its monopoly power to cx-
ploit a passive trading partner at the expense of world cfficicncy. This paper
examines the question of whether a country which carnsg ite forecign cxchange
from the“export™ of homc goods through tourism 2 might not gain morc by a tar—
iff than one would expecct from a casual application of the traditional trade
model to such a country. For in such a case the traditional model must be
modified somewhat to account for the fact that the home country can affect :
directly not only the prices at which its citizcne trade, but also the prices
at which the tourists (who comprise its trading partncr) trad.. since the
tourists must trade at home country prices. Properly conccived, a country in
such a situation has an additional degree of monopoly powcr; and one might
sensibly expect that an analysis of a model which capturcs this cxtra clement
of monopoly power would rcveal a greater potential for gain tThan would an
application of thc traditional model. As far as I Xnow, no onc has commented
ir the literaturc on the nced to modify the traditional model for such cascs,
and thus the gains from a tariff fto a country which caterys to tourists arc
perhaps being undcrestimated. To say this is, of coursc, not to advocate a
tariff for such a countrys for cven if onc is to argue against a tariff, one
must know if he is opposcd to it becausc it 'is sclfish or becausc it is stupid.
This papecr suggests that a tariff levied by a country which -exports tourism
is somewhat more likely to be sclfish and somewhat less likely to be stupid
than previously belicved,

Let us define a tourist as a visitor whose prescnce in the home country
has no effccts on the home country's production possibilitics curve, whosc
entirce income is carned outside of the home country, and whose welfare does
not enter into the appraisal of home—country wclfarc. It is important to rca=—

lizc that a tourist trades with the home country only insofar as hc buys goods

lSoo any international tradc textbook, for examplc, Kindlcbcrger (2),
Ppe 117-122,

2 - : . " . - .

I know of no country which carns all its forcign cxchangc from tourisme

It appears, however, that tourism accounts for about 10% of Kcnyals forcign
exchange earnings on currcnt account.



and services produccd by the home country. Insofar as thc tourist comes to
the home country with his income and spends it there on imported goods, the
flow of goods must be interprecicd not as international trade, but as a geco-
graphical cxtension of the domestic tradc of the,foreign country. - The cconomy
of the home country is left u.n‘touched-.,3 Howcver, ,the domestic trade of the
foreign country, geographically extended as it is, is now peculiarly vulnerable
to the policies of the home country; and insofar as a tariff induccs tourists
to buy goods and scrvices of the home country instcad of foreign goods subject
to the tariff, the tariff acts not as an impediment to irntcrnational trade,
but rather as a stimulant to international ‘I:Jc*ac“-_e,l‘I and indced as an ‘impedi-
ment to the domestic trade of the foreign country.

Before sctting up a rigorous model, it is well to reflect upon what
might bc cexpected from a modecl depicting such a situation. General inter-
national equilibrium in thec absence of tariffe is depicted in Figure 1 as
the interscction of the offer curve of the home country (OH) and the offer
curve of the forcign country (OF), with the ray from the origin to thc peint
of intcrscction (OP) indicating the equilibrium terms of trade. Fow a tariff
ag traditionally conceived shifts the home offer curve from OE to OH! 2 but
lecaves the foreign offcer curve unchanged. In the ncw, tariff-ridden
equilibrium the terms of trade have improved from OP to OP! — a ¥good"™ factor
for the home country — but the volume of trade has contracted from CX and
OM to OX' and OM'! — a "bad” factor for thc home country.. The home country
might wish to cxploit the good factor just up to the point wherc it is marginally
counterbalanced: by the bad factor,; and it could do so by levying the well<knoun
Yoptimal” tariff, which can bec protrayed in Figure 1 with the help of community
indifference curves 6 (here transformed into trade indiffcrence gurves) as that
tariff which induces an equilibrium on the hishest possible indiffcrence curve,
1l .

(o]

3 This is truc if we.ignore, as is usual in simplic tradc mcdels, the
contribution of the home country to transport and mcrchondising.

4 Actually, it is only thc substitution cffcet of the tariff which stimulates
international tradce. The tariffs which the tourist pays on forcign goods

which hec is loathc to give up impoverish him so that he can afford feouwer
home goods (an income cffccth).

5 We will be assuming throughout that tariff rcvenucs are handed back to home
consumers,; to be spent according to their prefercences. TFor a discussion of
what difference it makoes, sce Metzler (4).

6 Thc assumption of community indifference curves rules out certain problems
of distribution which might in some cascs provide an additional rationale
for tariffs.



Now what our precvious considerations have led us to suspect is that
a country which cxporits tourism can by a tariff shift not only the home
offer curve,; but also thc forcign offer curve, pcrhaps as indicated in
Figurc 2, Clearly this opens the possibility of larger gains for the home
country., Notc that as drawn Figurc 2 dces not indicate an unambiguous con-
traction in trade, but rather an cxpansion of home country imports. In the
following analysis of a morc rigorous model we wish to determine just how
the foreign offer curve is likely to shift and to ascertain whether the gain
to the home country from any given tariff is likely to be grecater than indi-
cated by the traditional mod.cL7

I The Model-
A, equilibrium with no tariffs
The home country with its given factor cndowments can producc two com=

modities, in quantitics X1 and X ,according to a production possibilitics

2
curve

1) X, = £( x_l).

We shall subsequently interpret good 1 as a manufacturced good, the natural

|

import of the home country, and.good 2 as .local goods and.scrvices,:.a home good
which is exported only to tourists. Home demand for the first commodity
depends upon the prices of the two commoditics and income (assuming, as does,

7 We may, of coursc, bec spcaking of ncgative gains. That is, we may be asking
whether the loss is less than indicated by the traditional model.



for cxample, Kemp (1, p.22), that thc home community behaves like a single,
utility maximizing individunl)s
2) D, = D; _(Pl, Poy. PiX + P2X2>°
We nced now only add a budget constraint (which makes unnccessary the speci-
fication of & demand function for.the sccond good)
\ ~r
3). (X, = D)) Py + (X, = Dy)P, = 0
and. an cquilibrium condition under the assumption of perfect compctition
4) EofdX) yng g = P1/F2

These four equations, involving the six unknowns D, , D27
arc sufficicnt, given onc absolutc price. to detcrmine the traditional offer
curve for the home country, which is indiceted in Figure 3; wherc for convenience

we define E1 ='Dl - Xl ond E2 = D2 - X2o




The offer curve we have thus constructed is formelly identical to
the traditional offcr ourve, and it is only our pcculiar intcrpretation .of
good 2 as a homc good which can bc cxported only to tourists which scts our
model apart. It is in the following construction of the forecign offcr curve
that our model diverges significantly from thc traditional.

Forcign tourists arrive in the home country with a given amount of
noncy income M¥. Since it is sometimes simpler to think in terms of a barter
cconomy, we make the artificial (but not rostriotive) assumption that upon
arrival they cxchange their moncy for an amount of good 1 which is available
to them at a constant price Pl (since they arc not cnough of a market force
to perceptibly influence the world pricc). They then stand rcady to bartcr
with the home country so as to obtain the utility maximizing bundlec of goods.
Note that the good 1 held by the tourists is the only good 1 potentially
available to the home country from abroad becausc in this barter model the
home country has nothing to cxchange with the rest of the world, since its
only cxport is a home good.9

The foreign demand for good 1 is
(5) 'Dl* = D'l* ‘(Pli sz M*)=
Forcign supply of each good is
(6) X * = M*/Pl
(7) %y% = 0
Forcigners arc subject to a budget constraint
8) Dl*P1~+—D2*P2 = ¥,

And wec assume that
(9) P, =P,
How these five cquations arce eguivalent to an offcr curve is illustrated

graphically in Figurc 4, Starting from an endowment point at M*/P_ on the
good 1 axis (as stipulated by cquations 6)-and 7) ), the utility-maximizing
forcigners trade along a budgct constraint (equation 8) ) until they reach an
optimal amount of good 1 (thc amount indicatcd by equation 5). ). The distance
Dl* - Xl* = El* (herc negative) is cxcess demand for good 1, and the
distance D,*¥ — 0 = E_ ¥ is cexcess demand for good 2,. Changing the axcs we

2 2
have an offcr curve as in Figure 5.

9 Of coursc, in the'rcal world the homec couniry can cxchangc its currcncy
for foreign goods, but it can do so only inscfar as its currcncy is of usec
to someone for thce purchase of goods.






10 Applying the principle of Marshall (3) that the clasticity of demand for a
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good is likely to be smaller, the smaller the proporfion of total cxpenditures
accounted for by expenditurc on that good, this first intcrprctation may be
approximately truc for East Africe, wherc the primary cxpensce for most
tourists is the air farc.

e can be surc that the domestic moncy price of good 1 is always p1(1+t) =

P. (1+t) bccausc as long as some good 1 comes from abroad the domestic price
must equal the forecign price plus the tariff, any diffcrence having been
arbitraged away. And we know that somec good 1 comes from abroad since the
tourists in cffcct bring it with them, and the relative price adjusts so that
gone of 4t ic toaken off their honds,
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The equations in Model B which determine the home country offer
ourve, 1B) ~ 4B), differ from the corresponding equations in Model A in
that they include additional tariff revenues. In Model B s home country

tariff revenues are bound.to be M¥t , since the foreigners' money income
T 14t
is all spent on imported good 1 (some of which is later traded off to the

home country); and thus tariff revenues in Model B exceed those in Model

A by M*t - E.P_t,
14t 1

.~ Equations 5) - 9),fwhich deterimine the foreign country offer
curve, are modified to indicate that foreign tourists now trade at tariff-
distorted prices and that some of the tourists' potential supply of good 1
is in effect "confiscated® at customs.

Although one might take total derivatives of the equations of both
models with respect to t and compare the response +to a change in t of
the various variables in Model A with the response of the same variables
in Model B, I propose to proceed by analyzing graphically the indicated
shifts in each of the offer curves as one moves from Model} A to Model B.
Implicit in such a procedure is the assumption that our equations are such
as to give us "normal-looking"” offer curves, as drawn above,

First for the home~country offer curve: The home country in effect
collects an-additionalr(M*v—-El)~lt of -good 1, which'is not obtained from

P1 14+t
international trade but is expropriated from foreigners who are merely
trying to pursue domestic trade. Since in the construction of the home
country offer curve M*, Pl, and t are parameters, the additional tariff
revenues depend (inversely) on the single variable E.. Thus, in terms
of Figure 7, when the home rountry exchanges OE21 of*good 2 for OEll of
good 1 in trade along the offer curve of Model A, it acquires (Mf ~E.) t
P1 14t

of good 1 as an added boon. In general, however, the home country does
not wish to take its increased income all in the form of good 1, but
(assuming that good 2 is not inferior) desires to consume more of good 2
also., Therefore at the indicated prices it is no longer content to trade
avay 0E91 of good 2 for um. of good 1, but wishes to keep somewhat more
of good 2 for its own consumption and take in somewhat less of good 1 in
exchange. This is equivalent to saying that the offer curve;:}HR lies above

OH., as indicated in Figure 7.12



e T e s A B e I e Bl o

- ez o rinding
12 I have not succeeded in / a graphical demonstration of exactly"
how the new offer curve is derived from the old.
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And now we consider the foreign offer curve. Consider the again the
graphioal tcchnique of Figure 4, reproduced in Figure 8. The foreign supply
of good 1 availeble for exchange, X.*, is reduced from M* to Mx o

o s P1 P1(1+t)

Our problem is to find the new offer curve emanating from point I

remembering that the relevant price rays must now be designated P1(1+t)

The guestion we are asking is nothing other than what happens to

= - ¥ %
E.*¥ = Dl* Xl when Xl

YAl X1*, The answer,.of course, is that El*,is reduced as -long as . good 1 is

% (and thus real income) is reduced by an amount

not inferior in foreigners! tastes, but.that it is reduced by less than

DX % , as long as good 2 is not inferior in foreigners'! tastes-



For Model B we therefore have a foreign offer curve as indicated by:

OFB in Figure Q.JiThe‘fopgign‘poqﬂtry automatically surrenders M¥* © of good
S . 14t
1 and with its smaller supply is willing to tradc away El%mof good 1 for E2l
of good. 2, regarding the ray Cg = P2 as the relevent price ratio. In sum
P;.(l-%—;t )

the foreign tourists give up an amount of good 1 indicated by the curve OFB

(and it is this curve which we will subsequently compare with the foreign

offer curve of Model A)e

Of the tariff revenues, E,_t_ are in effect being paid by The-home
1+t
country consumers of good 1 when they decide to purchase the imported good

from the foreign tourists at the tariff-distorted pricej-and thus fthe price

ratio at which the home country as a whole obtains imports is'P2 y represented

P

by the ray O P « It is the point P. through which in equilibrium



the home country offer curve must pass.

Such an equilibrium is shown in Figure 10, The equilibrium terms of

1

trade are OPB and the home' country obtains from abroad E 11of good 1 in i

1

1 . : 11

5 -0of 'good 2 and E. -~ E_ = M¥ - El _t_ of good 1 in tariff
P 1+t

collections from foreigners., Thus point C is the final home country

exchange for E

consumption point.

vl e

II The Gains from a Tariff Under Alternative Models

Is the gain to the tariff-levying country greater in Model B than in
Model A? 1If good 2 is not inferior in the tastes of either the home country
or the foreigners, under our assumptions the answer is bound to be "yes",

For then we know that the offer curves lie as indicated -in Figure 1l. OHB

’ AT o g\wven Price
lies above un, and OFB must lie above OFA becauseathe foreigners' offerings

of good 1 will contract by less than the reduction in market supply, all of
which reduction is turned over to the home country.

If good 2 is inferior in the tastes of either thc foreign or home
consumers, the answer may but need not be "no". Even if good 2 is inferior
in the tastes of both groups of consumers, it is not evident that the answer

must be "no%, as Figure 12 illustrates,
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And,; indeed, for a high enough tariff one must reclax our assumption that
that M* is constant if he to avoid the absurdity of saying that tourists keep
coming to the home country undeterred by the fact that they must effectively
surrender all their income. If one did not relax our assumption,the optimal
tariff for the home country would be infinite; for by such a tariff the home
country could confiscate all the good 1 which the tourists in effect bring
with them., DBut if one cannot justify holding M* constant for a high tariff,
one might nevertheless justify holding * comstant for z moderatc tariff., Thus
M#* might depend upon t as indicated in Figure 13, In the absence of empirical
data, the best assumption about M* for modcrate values of t might be that it-

is constant at

13 Opne might introduce an elasticity of M* with respcct to t§ but giving
something unknown asophisticated name does not extend knowledge. On
the other hand the elasticity of M¥ with regard to P, the home country's
price level, might be estimated empirically. But how P reacts to t 1is
determined only in general equilibrium, and the problem becomes
mathematically too complex for me.
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ITT Conclusion

If one were to ask pelicy makers in certain countries which cater
to tourists why ccrtain items are subject to high tariffe, I would cxpeots
them to express sentiments something like the following: ¥These items are
purchased mostly by foreigners and we wish to collcct tariff rcvenucs from
these forcigners and to encourage them to purchase domestically produced
goods and services instcad®., This paper is mecant to suggest that such
sentiments are more sensible than has been recognized by international

trade theorists.
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