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TARIFF ESCALATION

1 This Note has been prepared in response to requests from delegations for additional
information on tariff escalation in the context of that part of the Committee' s work programme
which addresses the "environmenta benefits of removing trade restrictions and distortions'.

Tariff escalation

2. Tariffs escalate when they are imposed at a higher level on processed and semi-processed
products than on unprocessed products and raw materials. For producers in the importing
country, this implies advantageously low rates of duty on imported inputs (often zero -- see
Tables 1-11) relative to the protection they receive against imports of products competing with
those they produce. Their value-added is then rewarded to a greater extent than would be the case
if asingle tariff rate were applied across-the-board on all imports -- the " effective rate of tariff
protection” of their value-added is higher than the "nomina rate of tariff protection” of the goods
they produce. That creates an incentive for resources in the importing country to move into and
swell the size of the protected industry, and it creates a market access barrier which tends to
prevent foreign suppliers who are exporting unprocessed products and raw materials from
diversifying and moving into higher stages of processing, hence reducing their relative share of
fina value-added.

3. Tariff escalation does not depend necessarily on the existence of high nomina tariff rates.
Two different sets of escaated tariffs -- one with high and the other with low nomina tariff rates
applied to different stages of processing -- can still result in the same rate of effective tariff
protection for domestic producers. Furthermore, effective tariff protection can be high even with
small absolute differences in tariffs applied to different stages of processing provided the share of
imported, low duty inputs in the total value of the fina product is large (i.e. the value added in
processing the inputs domestically is a small share of the final value of the product). That share
will vary from product to product and from country to country, so that case-by-case studies based
on detailed input-output data would be required to calculate actual effective rates of protection
from the tariff information provided in Tables 1-11. What can be said at a general level is that
even when nominal tariffs are relatively low and the spread between the tariffs on unprocessed and
processed products is relatively narrow, reducing tariff escalation still has the potentia to
significantly reduce trade restriction and distortion.
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4, There are important reasons to focus on the level of the tariff whether or not it reflects
steep tariff escalation. A high import tariff implies that a larger portion of the market is restricted
for those exporting to it, and a reduction in tariffs will imply an improvement in market access
even if the effective rate of tariff protection remains unchanged.® Moreover, with tariff
escalation, a high tariff rate is, ceteris paribus, more likely to be associated with a higher rate of
effective tariff protection.?

5. When there is a tariff decline, a significant factor determining the extent of additional
market access is the size of the import market. For any given percentage decline in tariffs, a
larger market will imply access to a greater additional volume of sales for foreign suppliers. The
improvement in market access due to tariff reduction depends on the responsiveness of import
demand to a price decline, i.e. on the easticity of import demand. This elasticity is likely to be
greater for more highly processed items and the same percentage tariff reduction for different
stages of processing will therefore be likely to result in a greater improvement in market access
for processed items. Also, the higher price of processed items implies that even the same absolute
reduction in tariffs for different stages of processing could provide a larger increase in the value
of sales for processed products. For these reasons, a reduction in tariffs for processed products is
likely to generate more resources for exporting countries, particularly when such tariff reduction
takes place in large import markets.

6. The use of non-tariff barriers rather than tariffs in the importing country does not change
the principle of "effective rate of protection”, nor the implications of the effects of escalating the
degree of restrictiveness of non-tariff barriers according to levels of processing. More restrictive
non-tariff barriers applied to higher stages of processing in the production chain will raise the
level of effective protection for domestic producers. The tariff data provided in Tables 1-11 could
be supplemented by such data as is available to the Secretariat on non-tariff barriers at the request
of the Committee.

7. The use of export tariffs or non-tariff export barriers on unprocessed products and raw
materias in the exporting country, coupled with lower restrictions on exports of processed
products, will tend to have a similar effect to that of tariff escalation in the importing country.
An incentive will be created to raise domestic value-added in the exporting country by moving to
higher stages of processing. The potential for this to create trade restriction and distortion can be
analyzed in much the same way as tariff escalation.

8. For certain of the countries covered by Tables 1-11, the tariffs applied to agricultura
products reflect a pattern of reverse tariff escalation, since the tariffs are higher on unprocessed
products than on processed products. The significance of this for resource allocation and for
causing an artificial shift in production activity from exporting to importing countries is difficult to
describe without taking into account the incidence of non-tariff import barriers, particularly on
processed products.

Potential environmenta benefits

9. The Secretariat has aready provided the Committee in WT/CTE/W/1 with background
information drawn from areview of the relevant literature on the potential environmental benefits

For this reason, it is more valuable to reduce tariff escalation by lowering tariffs on later stages of processing rather than by raising
them on the earlier stages.

Afa higher rate of tariff isimposed on the unprocessed products, only a smaller absolute increase in the tariff rate for the next stage
of processing, ceteris paribus, would be needed to restore the same effective rate of tariff protection.
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of reducing tariffs and tariff escalation. Environmental benefits may be derived in a number of
ways.

10. With respect to the importing country, reducing tariffs and tariff escalation can lead to a
more efficient use of domestic resources and to the lowering of costs per unit of output, including
environmental costs. The benefits may be considerable if the industries benefitting from high
rates of effective protection are relatively more polluting per unit of output than other domestic
industries. In addition, environmenta benefits will accrue from

providing better market access to imported products which are less environmentally costly than
domestically produced substitutes.

11. For exporting countries, a reduction of tariffs and tariff escaation in their main export
markets will improve their market access, in particular for semi-processed and processed products,
and assist them to shift to higher value-added activities and earn more resources through trade
without placing further pressure on their agricultural and natura resource-based product sectors.
Thisis likely to prove of particular value to those developing countries facing pressure at present
to expand their output of raw materials for export in order to maintain or raise foreign exchange
earnings, causing environmental damage possibly beyond sustainable limits and tending towards a
vicious circle of increased supply of unprocessed products leading to lower world prices and to
pressure to increase supply even further. Reducing tariffs and tariff escalation in their main
export markets can also assist developing countries to diversify their export base, the value of
which was described in Agenda 21 as diminishing dependence on arestricted range of commodity
exports and thereby avoiding pressure to over-exploit environmentally sensitive raw materias
when there is a weakening of particular commodity prices on world markets. More generaly it
would make available to developing countries additional resources to dedicate to reducing poverty
and to better environmenta protection through, for example, acquiring better quality
environmental technologies and services.

12. As was noted in WT/CTE/W/1, the links between trade liberalisation and better
environmental protection are not automatic (nor, it is worth noting, are the links between trade
restriction and better environmenta protection). Since trade per seis rarely the direct cause of
environmental improvements (or damage), it is the indirect benefits of trade liberaisation rather
than its direct benefits which will provide the predominant aspect of its environmental value’.
Proper domestic resource management and environmenta policies will be needed if those indirect
benefits are to be fully realized.

Empirica evidence on tariff escalation

13. Tables 1-11 provide information on pre- and post-Uruguay Round bound tariff rates for
different stages of production in selected countries and the share of imports under each of the
different stages of production. The data show that there is no general pattern which applies to dl
the selected categoriesin al the countries concerned. However, the peak tariff rates are still high
for a number of product categories, in particular for agricultural products, and most countries
have tariff escalation in sectors such as metals, textiles and clothing, leather products, rubber
products, and to some extent aso wood products and furniture. In view of the relatively large
share of inputs in the value of the final product produced using natural resource-based products
and textiles and clothing, the tariff escalation for these categories implies a substantialy high

3In the context of consi dering the potential environmental costs of trading productsinternationally, one study found that "the behaviour
of ad valoremshippingratesfor LDC exportsvarieson aproduct-by-product basis. For someitems (metals) thereisfairly conclusiveevidence
that transport costs fall with processing. However, for other important products nominal freight rates seem to increase. Over all, for the
productsstudied, ad val oremshipping costsremainedfairly constant over differentlevelsof fabrication.”, A. J. Y eats(1977), " Do International
Transport Costs Increase With Fabrication? Some Empirical Evidence", Oxford Economic Papers, Volume 29, Number 3.
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effective rate of tariff protection. Moreover, in view of the large market base of the countries
covered by the Tables, a decline in tariffs would imply a significant increase in market access for
other countries supplying them with exports.

14. The Secretariat does not consider itself competent to comment on the likely environmental
benefits of reducing tariff escalation for any of the particular product categories covered by the
Tables. It is nevertheless continuing to review the literature in this regard, and it will provide the
Committee with supplementary information as and when it becomes available.
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TABLES 1-11

Note: The averages are calculated by taking the bound rate of tariff for lines with tariff binding
and applied tariff rates for lines without tariff bindings. A number of lines have specific tariffs,
which are not included in the averages. For post-Uruguay Round average tariffs on agricultural
products, the table provides in parentheses the number of lines with specific tariffs, whenever the
number of such lines exceeds ten per cent of the lines with ad valorem tariffs. In the parentheses,
the first figure shows the number of lines with ad valorem tariffs for the product category and the
second figure shows the number of lines with specific tariffs. Whenever the number of lines with
ad valorem tariffs for any category are zero, the average and peak tariffs are indicated by "n.a."

Idedlly, the applied tariff rate rather than the bound tariff rate should be used in order to indicate
actual levels of market access restriction and tariff escalation. At the request of the Committee,
the Secretariat could attempt to provide information on applied tariff rates, but the data available
are not as complete in this respect as are data on tariff bindings.
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