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Abst r act

We consider a donestic nonopolist who is protected by an inport
guota on the product he produces. He faces a donestic demand curve
which is characterized by a constant price elasticity. He is
unable to export and has an upward sl oping marginal cost curve. W
denonstrate that in this case his enploynent of |abor rises wth
the inport quota until inports rise to a fraction 1/e of donestic
output where e is the elasticity of donestic demand. Thus, the
enpl oynment maxi m zing quota sets permssible inports at a fraction
of domestic output which is at |east as high as the reciprocal of
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the elasticity of demand. W al so nake a case for liberalizing all
the way right away, “cold turkey |iberalization.”
| . 1 NTRODUCTI ON

The behavi or of a nmonopolistic firmprotected by a quota has
received a great deal of attention by econom sts. This attention
has al nost universally focussed on cases where the nonopolist's
mar gi nal revenue curve is steeper than the demand curve as is the
case with a |inear demand curve.? However, such a relationship
bet ween average and nmargi nal revenue does not always hold. In
this paper, we explore the contrary case, where nargi nal revenue
is flatter than denand--as it is with a constant elasticity of
denmand (ced) denmand curve. Qur results governing the behavior of
t he nonopolistic firmunder such a demand structure are in sharp
contrast to typical findings. Furthernore, as ced specifications
are frequently used in enpirical and conputabl e general
equi | i bri um studies, we believe our results are inportant.?3

W prove the follow ng theorem
The enpl oynment maxi m zi ng quota: Consider a donmestic nonopoli st
who is protected by an inport quota on the product he produces. He
faces a donestic demand curve which is characterized by a constant
price elasticity of demand whi ch exceeds unity. He is unable to
export and has an upward sl oping margi nal cost curve. In this case

hi s enpl oynent of |abor is an increasing function of the inport
quota, until permssible inports rise to a fraction, 1/e, of

’For exanpl es see GCokcekus and Tower (1997), Hariharan and
Wal | (1992) and Kaenpfer, Marks and Wl ett(1988).

®Brander and Spencer (1984) address the inportance of the
convexity of donestic demand in the context of tariff policy in
the presence of foreign private-sector nonopoly power. Tower
(1983) does the sane in the presence of an optimzing foreign
fiscal authority. Jones (1987) devel ops these ideas further.



donestic output where e is the elasticity of demand. Thus, the
enpl oyment maxi m zing quota sets permssible inports at a fraction
of domestic output which is at |east as high as the reciprocal of
the elasticity of denmand.
After establishing this paradoxical result, the paper discusses
how price and wel fare depend on the quota.

The ced assunption generates a margi nal revenue curve which
is flatter than demand. A linear denmand curve generates a
mar gi nal revenue which is steeper. The paper is designed as a
conpanion to Eldor and Levin (1990), which asks the sane questions

in the context of a marginal revenue curve which is steeper than

the demand curve.? Some radically different conclusions energe.

|l. PROOF OF THE THEOREM
Figure 1 illustrates the donestic market for w dgets. Pis
donestic price, X is the domestic nonopolist's production, Dis

donestic quantity denmanded, and

(1) D=X+M,

where Mis inports. C is the nonopolist's marginal cost with
vertical intercept, ts. It is upward sloping. The |I's are

i soprofit curves for the nonopolist. As discussed in Kaenpfer

“They note (footnote 6), building on Ruffin (1971), that the
condition for the marginal revenue curve faced by the nonopoli st
to be steeper than the demand function is the sane as the
margi nal revenue faced by the nonopolist to be a dimnishing
function of the inport, i.e. P + P* < 0. Usi ng the ternonol ogy
of Bulow, Geanakopolos and Kl enperer (1985), the two goods,
donestic production and inports are strategic conplenents or
substitutes depending on whether margi nal revenue is an increasing
or decreasing function of inports.



Tower and Wllett (1989), they have positive second derivatives
and are flat where they intersect C. The nonopolist produces
where one such curve is tangent to the excess denand for his
widgets, E=D- Q where Qis the inport quota. Under autarky, E
coincides with D. Thus, autarky equilibriumis at a, where lo is
tangent to D. W assune that D exhibits a constant price
elasticity of demand, e, which exceeds unity, so that the
nonopol i st produces positive output, both in autarky and when
protected with an inmport quota. W nornalize price, so that

(2) D= p=.

Assune tenporarily that the foreign price, P*, is f3 the
vertical intercept of the flat supply curve, F3, where f3 < ts.
Thus inports equal Q so long as P exceeds fi. As the inport quota
rises, E shifts leftward. The nonopolist's output rises (or
falls) depending on whether his margi nal revenue curve, R (not
shown), shifts up (or down).

Now we ask, "Wiich way does R shift?" This nmay seemto be a
stupid question, for we can quickly see that with a |inear denmand
curve, an increased inport quota will always shift R to the left.
But with a ced curve, that is never the case. For exanple,
suppose (contrary to the assunption nade in the rest of the paper)
that D has an elasticity equal to 1. Then R = 0. A junp in the
import quota fromzero to 1 unit, causes a unitary shift of Eto
the left. At any price, the slope of Eis the same as before; P

is unchanged; X is one unit snmaller. This means that the



elasticity of E, [dX/dP]/[X/P], is higher. Since R=P{1-(1/e)},
R is now everywhere positive. Thus, R has shifted upward
t hroughout its entire range.

Now we explore how inports shift R in the general ced case.
Conbining (1) and (2) vyields:
(3) X+M=p“.

The nonopol y's revenue is

(4) R=PX,
so from (3) and (4)
(5) R=X[X+M Jt.

Differentiating with respect to X

(6) R=[X+M]""-[X+M]""“X/e

Totally differentiating gives:

_ [X -eM]dM - [(e- )X + 2eM]dX

(7) dR i
E[X+M]e

Since e >1, dR/dMis positive if and only if M< X/e, i.e. if
and only if inports are | ess than output divided by the denmand
elasticity. (7) also tells us that dR/dX is negative
Consequently, as the inport quota is relaxed X will rise until
inports reach the critical proportion of output, and then fall.

Is it possible that X falls so rapidly with additiona



inmports that Prises? X falls nost rapidly when C is flat. In
that case dR = dC = 0. Plugging this relationship into (7)
yi el ds:

ax _ X-eM
dM  X(e-1)+2eM

(8)

if C is flat. This ratiois mnimzed when XYM _, 0. The m ni mum
value for this ratiois -1/2. Thus increased inports nust always
increase D = XtMand shrink P. This allows us to trace various
scenarios in Figure 1.

Kis the locus of (P, X) where the ratio of Mto X equal s that
critical value: 1/e. It is given by De/(1+e), which is D shifted
leftward by a fraction, 1/(1+e). It shows the | ocus where the
ratio of Mto X equals that critical value: 1l/e. ldeally D and K
shoul d be drawn as constant elasticity curves, but for drafting
sinplicity we have drawn themas straight lines. As the quota, Q
expands from zero to cover the whole donmestic market, (P, X) takes
the path aktsfs, along trajectory, T. This path shows X rising
nmonotonically until inports reach the critical level at k, the
i ntersection between K and T and falling nonotonically thereafter,
to zero when P = tg3 the vertical intercept of C. Now we relax
t he assunption that P* equal s fs.

Suppose we relax the small country assunption and all ow for
an upward sl oping foreign excess supply curve. The free trade
excess demand curve facing the nonopoly becones either like Fi

(which intersects T above k), or like F2 (which intersects T bel ow



k). f1 and f, show the tangenci es between isoprofit contours and
F1 and F, respectively. t; and t, show the intersections between

t hese same isoprofit contours and T. Once the quota becones
slightly nore liberal than that at ti or t,, assumng the
nonopol i st faces an excess supply of Fi or F, he maxi m zes profits
where he produces enough (at fi or fz) to make the quota redundant,
so an infinitesimal |iberalization causes output to junp.

Figure 2 illustrates the sanme story as Figure 1, except in
(X, Q space. Wth F;, Xrises with the inport quota along at; and
then junps up to fi, where P falls to P*, Mfalls and Qis
nonbinding (Figure 2's curve T1). Wth F;,, X rises and then falls
with the inmport quota along at, and then junps up to f,, where,
again, Pfalls to P, Mfalls, and Qis nonbinding (Figure 2's
curve T2), and

X(f2)

< X(a). Wth F3, Xrises and falls as (P, X) follows atsfs unti

i mports w pe out domestic production (Figure 2's curve T3).
Thi s concl udes the proof of the theorem The anal ysis

inplies that to maxi m ze enpl oynent, the inport quota shoul d

al ways be increased at least until inports equal 1/e tines

donestic output. Notice, however, that as the inport quota is



rel axed, the excess demand curve shifts left and profits

nonotoni cally fall

111. WELFARE

The wel fare inplications of |iberalization are nore conpl ex.
This section exam nes wel fare changes (dW under the alternative
assunptions of quota auctions which redistribute all quota rents
as non-distorting lunp suns or total rent dissipation to
foreigners or rent seekers. W also |ook at the cases where
donestic margi nal cost is downward sl oping (rather than upward
sl opi ng) and where out put nmakes discrete junps in response to
margi nal quota l|iberalization to a non-bindi ng quot a.

Define h as an indicator variable which takes on a value of 1
when the social value of quota rents accrue to the hone country.
Wien inport |icenses are auctioned off, so quota rents go to the
hone governnment or else if the inport licenses are distributed to
hone residents and there is no rent seeki ng behavior we set

(9) h=1.

For sinplicity, we refer to both cases as "the auctioned inport
quota.™

There are two reasons why quota rents have no social value to
t he hone country. Wen "voluntary export restraints" are inposed
on foreigners, they receive the quota rents. Wen hone residents
receive the inport |licenses but they exhaust the rents in rent

seeki ng behavior, the rents are conpeted anay. W refer to both



cases as "rent dissipation," since the hone country gets no
benefit fromthe quota rents. In these cases,

(10) h=0.

VW define wel fare change as the sum of the changes in
consuner surplus, nonopoly profits, and non-di ssi pated quota

rents:

(11) dW = -[X + M]dP+(XdP + [P - C']dX) + hd[M(P- P¥)].

1. Wlfare with rent dissipation

Suppose the quota rent is dissipated. In that case,
Conbi ning (10) and (11):
(12) dw = [P-C']dX - MdP,

which tells us that in the range where X is rising, Wal so rises
with M

In the range where X is falling, we take the case where Wis
nost likely to decline, nanely where C is flat. D fferentiating
(3) yields

perdM +dX

(13) dp = -

The elasticity of the excess demand curve is

o= M T X

(14) <

The wel | -known formula for margi nal revenue is
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(15) RU:P[Iné}

The nonopol i st equates margi nal revenue to nmarginal cost:

(16) R=C.

Substituting (16) into (15) to elimnate R, and (14) into the

result to elimnate e yields

. PX

Substituting (13) and (17) into (12) to elimnate dP and P-C,
t hen substituting (8) into the result to elimnate dX/ dM then
substituting (3) into that result to elimnate P° yields:

aw _ PleM*+X°]
dM  e/M + X][(e-1)X +2eM]

(18)

whi ch is necessarily positive. Thus even in the range where X is
falling Wis necessarily rising.

To conclude, with rent dissipation, output is maximzed where
the inport quota is at |east as high as donestic output divided by
the elasticity of domestic demand, and welfare rises nonotonically
with the inport quota.

2. Wlfare with an auctioned inport gquota
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Wth the auctioned quota, h=1, so (11) can be rewitten as
the sumof the flow of goods across distortions mnus the change

in rents accruing to foreign suppliers:

(19) dW = [P- P¥JdM + [P-C'JdX - MdP*.

Vel fare may decline with quota increases as soon as inports becone
| arge enough for the terns-of-trade effect to weigh significantly.
Consi der the special case of a vertical C which freezes nonopoly
output. Now, welfare is nmaximzed at the quota which replicates
the price differential which would be generated by the orthodox
optimumtariff. This may occur even when inports are | ess than
donestic output divided by the elasticity of domestic denand.
However, if the orthodox optinmuminport tariff (i.e. that tariff
which just internalizes the externality due to the terns of trade
effect), is inposed on top of the inport quota, welfare will rise
with quota |iberalization so |ong as donestic output rises as
wel | .
As a special case, if we invoke the snmall country assunption,

i.e. assume that world price is fixed, then in the range where X

i ncreases, Wal so necessarily increases. But in the range where X
decreases Wnay fall, even when P* is fixed.If Pis close to P*
the first termof (19) will be close to zero, and the expression
wi Il be dom nated by the negative second term The problemhere is
that the | ow social -cost nonopoly output is being squeezed by

hi gher priced inports. Still, even in this case, free trade wll
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be the welfare maxim zing equilibrium wth the home price falling
to the fixed world price.

Thi s special case illustrates what we | abel policy point #1:

The case for liberalizing all the way right away: An increnental
quota liberation may sinultaneously reduce enpl oynent and wel fare.
For a small country, conplete |liberalization maximzes welfare
and may maxi m ze enpl oynent. Wien it does nmaximze both it is
best fromthe standpoint of both enploynent in the industry and

welfare to liberalize imediately and conpl etely.

3. Downward sl opi hg margi hal cost

Econom es of scal e account for the existence of many
nonopolies. Thus it is reasonable to assune that the nonopolist's
mar gi nal cost curve is dowward sloping. |In that case, as inports
rise, even though R is shifting upward, the nonopolist's profits
may be forced to zero even before the inport/output ratio reaches
its critical level. Thus, X reaches a peak at the critical
i mport/output ratio or the zero profit |evel of inports, whichever
cones first.

Moreover, with either rent dissipation or the auctioned
guota, if the downward-sloping nmargi nal cost schedule is al nost as
steep as R, then inport expansion may cause a narked decline in
donestic output, raising P and reducing welfare. |f we further
postul ate the small country assunption, then free trade is the
best policy. Thus, even with rent dissipation, increnental
liberalization may imm zerize, while conplete liberalization
maxi m zes wel fare.

4. \\lfare when output junps

Suppose that increnental quota relaxation causes output to
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junp discretely as in the cases of f; and f, in the Figures. These
junps cause donmestic price to fall to world price, so the inport
guot a becones non- bi ndi ng. Because of the non-continuous nature of

t hese adjustnents, equation (11) with h = 1 nust be integrated to
yield a wel fare change:

(20) Change in Ww th the auctioned quota = Foreign exchange

saved (A) - Extra donmestic production cost (B) + Area

under the demand curve between the initial and final

consunption levels (C).

For the nonopolist to find the extra production profitable it nust
be true that
(21) [Final price]*[extra production] (D) - Extra donestic

production cost(B) > O.
regardl ess of the shape of C.

Since C>Dand A> 0, the right hand side of (20) > the left
hand side of (21) > 0. Thus, the change in W> 0. Consequently,
whenever there is a junp in output, regardl ess of the slope of C,
wel fare nust rise.

Rents fall, so with rent dissipation, the welfare gain is

even larger. Thus welfare rises under both quota schenes.

S. Sumary

Al these results are summari zed in Table 1.

Tabl e 1 goes here
V. COVMPARI SON W TH ELDOR- LEVI N

El dor and Levin (1990) anal yzed the sanme probl ens under the
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sane assunptions except they assuned that marginal revenue is
steeper than demand. In their nodels both with the VER (what we
call rent dissipation) and the auctioned quota it is possible for
an increnmental |iberalization to reduce both wel fare and out put
whil e conplete liberalization raises both above autarky | evels,
al t hough they do not focus on the non-nonotonicity of output.
Thus on both grounds their nodel in sone cases provides a case for
i medi ate and conplete liberalization. It is inportant to note
that in their nodel if marginal cost lies uniformy bel ow world
price, at sone quota, as discussed in Kaenpfer, MCure and
Wllett (1989), output and inports are both indetermnate, so at
sone point in the liberalization, output nakes a positive junp
froma situation with a binding quota to a non-bindi ng quot a,
whil e inmports nake a negative junp. Thus, it is inportant to
di stingui sh between the size of the quota and the |evel of
i mports.

Let us now exam ne EL's Proposition 2 which states
“restricting the 'last unit' of inport of entering the country by

VER unanbi guously reduces welfare." Their logic is that at free
trade the nonopolist sets marginal cost to price. So the change
in welfare is given by the second termin our (12), which is
necessarily negative. Suppose the foreign country only produces
and exports a tiny anount of the good, the home nonopolist has
econom es of scale, and under free trade he is barely unable to

cover costs. Introducing a VER which keeps out the last unit

makes donmestic production profitable for him increases domestic
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output to a finite level fromzero, shrinks donestic price,
i mproves the terns of trade (because the foreigner nmust sell at
the new | ower donestic price), and raises welfare.

Stated nore formally, our point is: starting from autarky,
for any proposed VER no matter how small, there exists sone
donestic cost structure which causes the proposal to be welfare
enhanci ng.

EL's Proposition 3 states:

Assume a nonopoly in the donestic inporting industry of

a small country and inport restriction in the form of

guota licenses which are auctioned off. If (Al)

[ margi nal revenue is steeper than demand] and (A2) [the

al gebrai c value of the slope of the nmarginal cost curve

is greater than that of the demand curve] hold and the

donestic margi nal cost is greater [than] or equal to the

foreign cormmodity price, any increase in inport

increases welfare until free trade..

Their logic is that the nonopolist’s output falls nore slowy than
inmports rise, resulting in steadily falling donmestic price and
steadily rising donmestic welfare. It is possible to produce a
count erexanpl e. Suppose nargi nal cost is dowward sloping. At
sone point increased inports may cause the domestic nonopolist's
profits to fall to zero, forcing himout of business, resulting in
| ost wel fare. However, if the nonopolist's nmarginal cost is

uni formy non-negatively sloped than the theorem hol ds.

Tabl e 2 conpares sone of the results derived in the present

paper (KTW with those of EL.

Tabl e 2 goes here



A striking contrast energes between a situation where
mar gi nal revenue is steeper than demand, e.g. the |inear demand
curve, and the ced case analyzed in this paper. Wen nargi nal
revenue is steeper than denmand, the first unit of Iiberalization
al ways reduces output and enployment; with rent dissipation it
al ways reduces wel fare (because the wel fare change equal s [ P-
C]dX), while with the auctioned quota welfare may rise or fall.
In the ced case, by contrast, output, enploynment and wel fare
al ways rise, except in the extreme case where the first unit of
| i beralization forces the nonopolist out of business. Finally it
is easy to show that any finite increase in inports has the sane
or a snmaller negative effect on nonopoly rents, and hence (if C'
0) a smaller probability of the nonopoly going out of business,
with the ced curve than with the Iinear one, given identica
foreign supply and domestic cost functions, and identical prices
and quantities.®> Thus, the case for a snmall anmount of
liberalization, starting fromautarky, on the grounds of trading
off these considerations is better with the ced curve than with

the |linear one.

®The proof is as follows. Denote E(M) as E. From any
initial level of inports, M, and price, Py introduce additional
inports, so the newinport level is M. This causes E; to be D
shifted to the left by M. Suppose Dis linear. Note the tangen
of Epc = DM with one of the isoprofit lines. This is the initial

16

<

cy

equilibriumwth the linear DD Wth a ced Db E;t will be tangent to

the linear E; at Py and at other prices will lie uniformy to the
right of the linear Ei:. Thus, sonmewhere, the ced E; nust touch a
hi gher isoprofit contour than the Iinear E; does.
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V. THE CASE FOR LI BERALI ZATI ON | MPROVES AS THE CONVEXI TY OF THE
DEMAND CURVE | NCREASES

The analysis in the precedi ng section suggests the hypothesis
that the case for liberalization becones stronger the nore convex
the demand curve is. Let us see if this is true,

Let the demand curve be

20(22) P=P(M+X).

Revenue is

21(23) R=XP(M + X).

Mar gi nal revenue is

22(24) R = P(M +X)+ XP'

Margi nal cost, C intersects R frombelow, so

23(25) C'x-R'x>0.

Setting R = C and totally differentiating this equilibrium
condition gives

dx _ R'y
dM  C'y-R'y

24( 26)

Using the partial derivatives of (24) to evaluate (26) vyields

dX _  P'+XP"
dM  (C'y-2P'- XP"

25(27)

Dfferentiating (27) with respect to P', and substituting the

denom nator of the right hand side of (26) for that of (27) yields
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d{dX}
M |_X[Cx-P]
dP"  [C'y-R'x]

26( 28)

Let us adopt EL's assunption A2, i.e. that the nunerator of (28)
is positive. This is assured by stability if margi nal revenue is
flatter than demand or margi nal cost is not downward sl opi ng.
Thus, given A2, C, P, P, Mand X, dXdMw ||l be nore positive the
greater is P', i.e. the nore convex is denmand. Now consider an
increnental increase in M At constant X, the change in price,
nmonopoly profit and welfare will be independent of P'. Since Xis
continually adjusted to maxi m ze nonopoly profits, the envel ope
theoremtells us that dn/ dX=0, so even with X variable, the change
in monopoly profit is independent of small changes in X and hence
i ndependent of P'. Price decreases with X and welfare rises with
X

Consequent |y, a policymaker whose utility depends positively
on wel fare, nonopoly output, nonopoly enpl oynent, negatively on
price and positively or negatively on nonopoly profit, will find
additional liberalization nore desirable the nore convex the
demand curve is, given A2, inports, the foreign supply function,
donestic price and quantity and the donestic cost curve. This
gives us what we | abel as policy point #2:
Beware of using the linear case as a benchmark: Policy nmakers
shoul d be wary of using the sinple |inear case as a benchmark for
cost-benefit analyses of |iberalization when denmand curves are

likely to be nore convex than the Iinear case as it understates
t he appeal of liberalization.
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VI. POLICY | MPLI CATI ONS: AVA D PRCH BI TI VE | MPORT QUOTAS AND Q@ VE
LABOR A SAY I N DETERM NI NG | MPORT QUOTA LEVELS

It is well known that gradually lowering an inport tariff may
cause a nonopolist to gradually expand output. EL note that
gradual ly liberalizing an inport quota may do the sane, as
i ncreased inports may shift nmargi nal revenue upwards, although EL
have not followed up this point to the degree that they have
| ooked at wel fare. W have denonstrated that for a ced domestic
demand curve and an upward sl opi ng margi nal cost curve, this
result necessarily obtains until inports reach a critical value
equal to domestic output divided by the elasticity of domestic
demand. Thus, to nmaxi m ze enpl oynent when the nonopoly is
confronted by a donmestic ced demand curve, the inport quota should
be set at |east as high as the nonopolist's output tinmes the
reci procal of the elasticity of donestic demand. However, profit
is maximzed with a zero quota. Thus assum ng nonopoly rents are
not captured by | abor, political systens in which a sector's |abor
is given a strong voice relative to the sector's capital in
determ ni ng i nmport quotas should generate | arger inport quotas.

W al so found that even in the small country case, both
wel fare and enpl oynent may decline with an increnenta
liberalization starting froma position of some trade, whereas
both rise to a maximumwi th free trade. Wen this happens, "cold

turkey liberalization" is desirable on both scores.®

® Conpl ete, unanticipated liberalization is sonetines referred to
as “cold turkey” liberalization. The termrefers to the
goosebunps suffered by an addict who is withdrawn suddenly from
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heroin. But in this case, conplete liberalization may rai se both
enpl oynent and welfare, with | abor suffering not at all. Such

i beralization should produce goosebunps only for those who are
initially receiving nonopoly or quota rents generated by the
trade restriction



Table 1
Effects of Quota Liberalization on Qutput, Price and Wl fare

{ PRI VAT | dM dQ<0 If - o(NBQ = 07
E
} Regar d
-l ess
of
sl ope dxX/dQ < 0 If Q> X e unless m-(NBQ = 07
of C
dx/dQ > 0; |[If Q< Xe & n>0"
dP/ dQ < O;
If - z(NBQ = 0"
dwdQ > 0 If dX/dQ >0 & either OT or RD
C dX/dQ > 0 1f Q< X e
flat or If m-o(NBQ = 0"
upward | dP/dQ < 0
sloping | RD dWdQ > 0
@A Always dWdQ >0 |If dX/dQ >0 & OT
Possi bl y If TOTE is strong &
dWdQ < 0 No O, or dX/dQ < O
dX/ dQ << 0; If = =0"
C dP/ dQ > 0;
down- dwdQ < 0
war d
sl opi ng

If C is alnost as steep as R &
Q> X e unless m-n(NBQ = 0"

Possi bl y Under AQif TOTE is strong & No OT even
dWdQ < 0 if dX/d@0
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Notes to Table 1:°

Notation for Table 1 (in order of use):

i's nmonopolist's margi nal cost,

Is elasticity of donmestic denand e>0,

is inports,

is donmestic price,

is inport quota,

I s output of donestic nonopoly,

I's donestic welfare,

I's nmonopoly profit.

Y/dQ is the change in Y due to a small increase in Q divided by
the increase in Q regardless of whether the relation is
conti nuous. Thus, if just above the initial level of Q an
increase in Q causes a positive junp in Y, dY/dQ > O.

7 - n(NBQ = 0" neans that current nonopoly profit is slightly
greater than that from setting price low enough, so the
inport Quota is Non-Binding. Consequently, a small increase
in the inport quota wll cause the nonopoly to junp
production by enough to elimnate the differential between
donestlc and worl d price.

7 = 0" means nonopol y profits are zero or slightly greater than
zero, so a small increase in the quota will make profits
negative & force the nonopolist out of business.

Or neans either the orthodox optimum tariff continually prevails
or P* is fixed.

No OT nmeans the orthodox optinmumtariff is not applied,

AQ neans aucti oned quot as,

RD nmeans rent is dissipated,

TOTE neans "terns of trade effect.”

ngxovzmo

\———____
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Table 2
Conparing the Results of KTWw th those of EL
{ PRI VATE } EL result KTWresul t
Wth AQ for alif C>P if Q< Xe & m>0"
smal | country W|[& m>0"]8
i ncreases with
Q
if --o(NBQ = 0"
unless C' <0
Wth RD the rai ses & alnost as
first unit of M |decreases W w steep as R
or both C'<0
& = 0"
Wth AQ the | necessarily reduces W,|raises if C' >0 or
first unit of M [if C <<P* w o> 0"
Wth RD & C=(with a Ilinear dermand | W nonotonically rises;
P* = constant curve W is a single|[{X is single peaked
troughed function of Q|with peak at MXe,
at M4X, & X falls |except it S
nmonot oni cal |y [being |indetermnate at free
indetermnate at free|trade
trade]

8The qualifier in the brackets is necessary and has been added
by the current authors. For further explanation, see notes to
Table 1. EL and KTWnake identical assunptions except that EL
assunes R is steeper than the demand curve which generates it,
whereas KTWassunes a constant elasticity of domestic demand so R
is flatter than demand.



