View metadata, citation and similar papers at core.ac.uk brought to you by fCORE

provided by Research Papers in Economics

Do price uncertainties affect the use of policy flexibilities?
The selection of sensitive products in WTO agricultural negotiations

Giulia Listorti®*, Markus Kempen®, Jean Girardin® Tim Kranzlein®
*corresponding author
% International Trade Policy Section, Federal Office for Agriculture, Bern, Switzerland
® Institute for Food and Resource Economics, University of Bonn, Germany

Paper prepared for presentation at the EAAE 2011 Congress
Change and Uncertainty
Challenges for Agriculture,
Food and Natural Resources

August 30 to September 2, 2011
ETH Zurich, Zurich, Switzerland

Copyright 2011 by Listorti, Kempen, Girardin, Kranzlein. All rights reserved. Readers
may make verbatim copies of this document for non-commercial purposes by any means,
provided that this copyright notice appears on all such copies.

The views expressed in this article are the sole responsibility of the authors and do not reflect, in
any way, the position of the FOAG.


https://core.ac.uk/display/6699387?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

Do price uncertainties affect the use of policy flexibilities?
The selection of sensitive products in WTO agricultural negotiations

General topic : Globalization and Trade Policies; Methodological
JEL subject codes: F13, Q17
Key words: WTO agricultural negotiations, market access, sensitive products

Abstract

In a context in which price uncertainty is likely to increase, expected market trends need to be
taken carefully into account while negotiating international trade policy rules. This paper aims at
analyzing what is their influence on the use of policy flexibilities in the context of WTO
agricultural negotiations. In particular, within the market access pillar, we focus on the selection
of sensitive products. Our model, TRIMAG (Tariff Reduction Impact Model for Agriculture),
defined at the 8-digit level, optimizes the domestic agricultural value added subject to a maximum
number of sensitive tariff lines, accounting for various future international price scenarios.
Furthermore, we test the use of alternative options for the implementation of “tariff
simplification”. Findings confirm that the future expected development of world and domestic
prices plays an important role in the selection of sensitive products, and that tariff simplification
doesn’t affect the results, if provisions to ensure the neutrality of the exercise are put in place.
Furthermore, TRIMAG can be considered as a tariff aggregation tool that can be linked to
agricultural simulation models that operate at a higher level of aggregation.



1. Introduction

The recent developments of world prices brought renewed interest into the factors that
drive long term agricultural prices and trade, and the needs of future international
agricultural policy rules (see Sarris, 2009; Baffes and Haniotis, 2010). At the same time,
they also made clear, on the one side, the relevance of the uncertainty about prices in the
markets for agricultural inputs and outputs, and on the other of the “policy risk” resulting
from an uncertain international context (OECD, 2009). In this respect, a successful
conclusion of the Doha Round of WTO negotiations could avoid incentives to pursue
non-cooperative strategies via the adoption of protectionist policies (Bouét and Laborde,
2009). It is clear that the expected trends of world markets will need to be taken into
account while negotiating international trade policy rules. In a world in which uncertainty
and price volatility are likely to increase (Sarris, 2009), their analysis is essential for a
successful elaboration of the negotiating strategy of the various countries.

In this work, we aim at analyzing what is the influence of the development of world
prices on the use of policy flexibilities in the context of WTO agricultural negotiations.
The current basis for the discussion is constituted by the draft modalities agreed in
December 2008 (WTO, 2008). In particular, within the market access pillar, we focus on
the selection of sensitive products. According to the general “tiered” formula, tariffs
classified in higher “bands” are subject to proportionally higher cuts. However,
developed WTO members are allowed to select up to 4% of their tariff lines as sensitive’.
For these lines, the tariff cut shall be 2/3, 1/2 or 1/3 of the otherwise applicable formula.
These gentler cuts must be compensated by the expansion of import tariff rate quotas
(TRQs%). According to the deviation chosen, the TRQ expansion shall be equal to 3%,
3.5% or 4%, respectively, of the quantity of domestic consumption of the products
concerned. The choices of each member country will be made available only at the
scheduling phase. For some developed countries, mostly net importers of agricultural
products and with a highly protected agricultural sector, sensitive products are a key
aspect of the negotiations. On the contrary, agricultural exporters argue that the effects of
even a limited number of exceptions to the general rule could be remarkable. For all these
reasons, the possibility of selecting sensitive products has then drawn considerable
attention in the empirical literature. Notably, it is a well known issue that some elements
of uncertainty are very likely to affect the selection, such as the relative development of
world and domestic prices (Gohin, 2008). In addition, various developments of future
world prices might indirectly affect the selection of sensitive products, through their
influence on other parameters of the modalities. In particular, it is the future evolution of
world prices that will determine whether or not tariffs expressed in specific terms will
have to be converted into their ad valorem equivalents, an issue known as “tariff
simplification”. This issue might be relevant for countries, like Switzerland, whose
agricultural tariff schedule is composed only by specific tariffs. Specific provisions have
been set to ensure the neutrality of the conversion exercise. However, whether the

! See paragraphs 71 to 83 of the December 2008 draft modalities (WTO, 2008). Members with more than 30% of their tariffs in the
top band can select up to 6% of sensitive lines.

For an analysis of origin, operating and economic impact of TRQs see Skully (2001). Although, in principle, products without TRQs
cannot be selected as sensitive, it could be possible for a very limited number of lines to create new TRQs (paragraph 83 in WTO,
2008).



implementation of tariff simplification might cause variations in the relative protection of
the various goods, then affecting the selection of the sensitive products, is an empirical
question. In the existing literature, various methodologies have been proposed for the
selection of sensitive products (for example, see Jean et al., 2010; Listorti et al., 2011;
Gohin, 2008). They mostly rely on the analysis of tariffs and trade flows. Although of a
simple application even at a very detailed level (since the selection of sensitive products
will have to be made at the tariff line level, or 8-digit in the Harmonized System, HS)
they usually do not provide information concerning the impact of the selection on
specific groups of stakeholders (notably, the agricultural production sector), nor allow to
take into consideration future developments of world markets. On the contrary, this can
be done by standard partial or general equilibrium models, but often with a relatively
high level of aggregation, although some developments have been made in this respect
(Gouel et al., 2010; Pelikan et al., 2010; Ramos et al., 2010; Binfield et al., 2009; Piketty
et al., 2009; Gohin, 2008; Grant et al. 2008). To fill this gap, we developed a model,
TRIMAG (Tariff Reduction Impact Model for Agriculture), defined at the 8-digit level of
the HS, that optimizes the domestic agricultural value added subject to a maximum
number of sensitive tariff lines. For all possible combinations of tariff reductions, the
effects of the consequent domestic price changes are estimated for about 90 agricultural
commodities. Then, in a static context, the corresponding impact on the domestic added
value of agricultural production is derived. The “optimal” selection of sensitive lines is
the one minimizing this impact. Alternative future developments of domestic and world
prices can also be tested.

In this paper, we aim at verifying if, and to which extent, different future price scenarios
influence the selection of sensitive products when tariff simplification is accounted for.
The work is structured as follows: in section 2, tariff simplification is introduced. Section
3 explains the functioning of TRIMAG. The results of the simulations are presented in
section 4. Section 5 concludes.

2. Tariff simplification

Many different kinds of import tariffs are notified in WTO members’ schedules (see for
example Bouét et al., 2008). In this work we will refer only to specific and ad valorem
tariffs. Specific tariffs are expressed as a fixed charge per physical unit of imports. They
are relatively easy to apply and administer. However, the degree of protection that they
grant varies inversely with the value of the imported good, implying that they become
more protective when world prices go down (Bouét and Laborde, 2008). Analogously,
specific tariffs impose relatively higher protection on lower-unit-value products and give
exporters an incentive to ship higher quality products, affecting also the composition of
imports (Ramos et al., 2010). After the Uruguay Round Agreement on Agriculture of
1994, specific tariffs are still applied especially in the agricultural sector and in countries
such as Switzerland, Japan, Malaysia and the European Union (Bouét et al., 2008). Ad
valorem tariffs are instead expressed as a fixed fraction of the value of the product. They
can distinguish among small differentials in product quality to the extent that they are

3 . . . . .

The Nomenclature of the Convention on the Harmonized Commodity Description and Coding System, or “HS Nomenclature”,
elaborated under the auspices of the World Customs Organization, comprises about 5,000 commodity groups identified by a 6-digit
code and arranged according to a legal and logical structure. The Swiss tariff schedule comprises additional 8-digit subdivisions.
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reflected in the product price. They maintain a constant relative rate of protection at all
price levels; on the other hand, in absolute terms, the tariffs will vary according to the
world prices and exchange rates. The use of ad valorem tariffs implies the administrative
complexity of determining the value of the imported good (Carbaugh, 2009).

WTO negotiations are based on bound tariffs, incorporated as part of a country schedule
of concessions. The tariff rates charged at the border, that in practice determine trade
flows, also called applied tariffs, can be at most equal to bound tariffs. In the remainder
of this section, we will assume that bound tariffs are equal to applied tariffs.

Within agricultural negotiations on market access, the Framework Agreement of July
2004 (WTO, 2004) proposes the use of a “tiered” formula, in which tariffs classified in
higher “bands” are subject to proportionally higher cuts. In order to allocate tariffs to the
various tiers, the Draft guidelines for the conversion of final bound non-ad valorem
duties into ad valorem equivalents (WTO, 2006) are intended to establish a common
methodology for the calculation of ad valorem equivalents for the specific bound tariffs.
In general, the determination of the ad valorem equivalents (or AVES) depends on the
import prices used and, if applicable, on the exchange rate. In WTO negotiations,
agreement was reached over a methodology making use of 1999-2001 reference prices.
Furthermore, for tariffs that are not expressed in ad valorem form, these AVEs are
relevant also in another respect: indeed, the December 2008 version of the WTO
modalities sets out that “No tariff shall be bound in a form more complex than the current
binding. [...]” (WTO, 2008; paragraph 103 and the following). In the negotiations’
jargon, this is what “tariff simplification” means. This provision reflects a widespread
agreement over the fact that ad valorem tariffs are more transparent than specific tariffs.
The AVEs agreed in the course of WTO negotiations will then also be used for the
conversion of the specific tariffs. Some indications on the methodology to be followed
are included in Annex N of the December 2008 draft modalities (WTO, 2008). The text
indicates that “non-ad valorem bound tariffs where the AVE from the Agreed
Methodology using the 99-01 base is comparable to the current AVE calculated using the
average unit import value for the Member concerned [...] shall be converted to simple ad
valorem tariffs [...]”. In this context, the term “comparable” is crucial. In fact, since the
AVEs have been calculated by using the years 1999 to 2001 as a reference period, it is
clear that the conversion of specific tariffs into ad valorem ones might not be a neutral
exercise. For example, if the import prices at the time of conversion are higher than those
of 1999-2001, the conversion of a specific tariff into its AVE determined with the 1999-
2001 prices might result in a sudden increase of the border protection in absolute terms.
The contrary would apply if the current prices are lower than the reference ones”. For this
reason, the WTO draft modalities impose that comparability should be checked before
implementing the conversion. This operation shall be repeated three times: at the
beginning, following and three years after the end of the implementation period. As far as
the definition of comparability is concerned, Annex N only provides some scarce
indications. In a rather complex formulation®, the text suggests to assess comparability by

4 It is important to notice that price variations between current and reference prices might also be due to the specific methodology
used to determine prices for the calculation of the agreed AVEs.

° Three footnotes explain that “the term “comparable” here shall be deemed to exist only where it can be demonstrated that the
effective final tariff cut resultant from calculating the AVE on the basis of the average unit import value [...] would be no more than
4.9 percent ad valorem percentage points less (i.e. higher) than the effective tariff cut would have been if based on the 99-01 base
period” (WTO, 2008).



looking at the resulting tariff cuts using the agreed and the current AVEs. This implicitly
conveys information on the evolution of world prices from the reference period to the
year in which the conversion is made. Indeed, if the effective tariff cut using the current
AVE is much higher than the one considering the agreed AVE, indicating that world
prices have decreased in the meanwhile, the conversion would result in higher cut than
the one prescribed by the modalities; and the other way round (a simple example is
reported in Box 1). In this respect, the most obvious interpretation of Annex N is that the
conversion of specific tariffs into their AVEs should be implemented only if the
difference between the effective cut calculated using the agreed AVE and that using the
current AVEs doesn’t exceed 4.9 percentage pointse.

The comparability criterion could be satisfied or not even for similar products. This might
lead to a very burdensome situation with high administrative and information costs for
the operators. Our aim is to study if, and to which extent, tariff simplification by
considering various possible world price scenarios might affect the selection if sensitive
products. To the Authors knowledge, no similar studies have been conducted.

Box 1: Example on the calculation of the effective cut.

Bound specific tariff : 100 CHF / 100 kg
1999-2001 reference price : 500 CHF /100kg
100 CHF /100kg _

The 99-01 agreed AVE is given by AVEqzq_o; = 500 CHF /100 ke 20 %
The effective cut prescribed by the modalities being -50%, the final AVE shall then be equal to 10%.

Case |
Reference price at the time of conversion: 800 CHF /100kg

The AVE at the time of conversion is then AVE,,, = %ﬁggi =12.5%.

. . . . . 10%-12.5%
The effective cut at the time of conversion is given by ecut,,, = 1"2—50/" = —25%
. 0

Since the current price is higher than the 99-01 price, the current AVE is lower than the agreed one.
Reducing the current AVE to the final AVE requires a lower effort.

Case Il

Reference price at the time of conversion: 400 CHF /100kg

The AVE is at the time of conversion AVE,,, = L00CHE/100K8 _ 50y

400 CHF / 100 kg
And the effective cut at the time of conversion is ecut,,, = = —-60%

10%—-25%
25%

Since the current price is lower than the 99-01 price, the current AVE is higher than the agreed one.

Reducing the current AVE to the final AVE requires a stronger effort.

3. The TRIMAG model

In this section, the Tariff Reduction Impact Model on Agriculture (TRIMAG) will be
briefly presented (for further reference, see Listorti et al., 2011). TRIMAG optimizes the
domestic agricultural value added of production following the application of the tiered
formula subject to a maximum number of sensitive tariff lines. Based on 8-digit data, the
effects on domestic prices of the standard and of the sensitive tariff cut are assessed
(section 3.1). The price effects of various combinations of sensitive lines are then derived

® Rather surprisingly, in Annex N the band is set only to avoid that the real cut would not be too much lower than the cut foreseen in
the modalities; here, we will assume that the suggested threshold will apply in both directions.




at a more aggregated commodity level. The corresponding reduction of the added value
of the domestic production is calculated (section 3.2). Finally, an optimization model is
applied minimizing the loss of added value by selecting the best combination of tariff
reductions subject to the maximum number of sensitive tariff lines (section 3.3). The
implementation of tariff simplification (3.4) and of the effect of varying world prices
(3.5) are finally described.

3.1 Estimating the effect of tariff reductions at the 8-digit level

The TRIMAG database contains information at the 8-digit level on Swiss tariffs,
prices and import flows from the European Union (EU) and the Rest of the World (RW).
In addition, domestic prices at the 8-digit level, the data on domestic consumption as
calculated in the context of WTO negotiations and the values of domestic agricultural
production for about 90 agricultural commodities (source: Swiss Federal Statistical
Office and Federal Office for Agriculture) are also included. In general, the average of
the yearly values of the years 2004-2009 is used.

Relying on the information available, a simple approach is taken for the estimation of
the domestic price drop at the 8-digit level caused by the reduction of import tariffs.
Firstly, the domestic price drop resulting from a given tariff drop is estimated separately
for each of the importing regions (EU and RW) according to their specific import prices
and to tariffs applied to their imports. We assume that the applied tariff after reduction is
equal to the minimum between the reduced bound rate and the currently applied rate’, and
that reductions of the bound tariffs will have an effect only when the “water” contained
both in the bound and in the applied tariffs is completely eroded. Provided bilateral trade
flows exist, we make the simplistic assumption that the ratio between the domestic price
and import price plus applied tariff stays constant over time® (Armington, 1969).
Secondly, the resulting effect on the domestic price is calculated by an import weighted
average between EU and RW drops. For every tariff line, these calculations are repeated
applying the general tiered formula with a capping at 100% (f) and the gentler tariff cut
granted by the sensitive product status, plus the exception from capping (s, applying the
maximum possible deviation of 2/3)°. In quota tariff lines, “tropical products” (paragraph
148 of the modalities), tariff lines not included in the Attachment A and single tariffs
with no TRQ assigned are not eligible as sensitive.

3.2 From the tariff line to the commodity level

In a nutshell, a CES framework is applied to aggregate price effects from 8-digit tariff
lines to the agricultural commodity level (90 commodities). The 2302 tariff lines of the
Swiss schedule are classified in 145 products (90 basic and 55 processed products)
according to their substitutability in consumption. For each product, aggregate price
effects of various tariff reduction formulas applied at the 8-digit level are derived within a
CES framework. Each commodity corresponds to one basic product and up to 7
processed products. Substitution effects between processed products and price

"Thisisa widely used assumption. However, the initial applied rate is not the only possible counterfactual, since applied tariffs could
be raised up to the new bound rate (see for example Bchir et al., 2006).

This ratio reaches its lower value of one when there is water in the applied tariff.
o In general, no AVE > 100% will be allowed at the end of the implementation period (they are then “capped” at 100%), although
some exceptions are possible both for standard tariff lines, and for sensitive lines (see paragraph 76 of the modalities, and attached
working paper W5). In this work, we ignore the possibility of selecting exceptions to capping besides the tariff lines which will be
selected as sensitive, that are on the contrary assumed to be all exempted from capping.
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transmission from processed to basic products are considered. Price effects at commodity
level are finally used to optimize the selection of sensitive lines.

Put it more formally, first of all, the effect of tariff reduction at the 8-digit level is
derived at a more aggregated product level. Clearly, heterogeneous changes in prices lead
to changes in the consumption pattern due to substitution effects. All i =1...2302 8-digit
tariff lines have then been classified in m= 1....145 product groups according to their
degree of substitutability in consumption. Each product m contains i = 1...n tariff lines.
The price index of m (py) is calculated as a consumption (CONS) weighted average of the
prices of the corresponding i tariff lines (equation 1).

_ Yilpsiliq+pfi(1—1;4)|CONS; 4 Q)
Pm YiCONS; 4

ps; is the expected price if the i tariff line is selected as sensitive, and pf; if the standard
tariff cut is applied. 1 is an index function, equal to 1 if the i tariff line is selected as
sensitive, and 0 otherwise. For each of the m products, there are then o = 2
combinations of tariff cuts. Each of them requires a specific number of sensitive tariff
lines and will yield a certain p,,,. Following Britz and Witzke (2008), the total utility of
consumption within each product is given by the Constant Elasticity of Substitution
(CES) framework of equations (2) and (3)

o115
U =[Sm0 % (CONSi) 7 | @
ag
_ §;i psnumINuM,atPfNUM(A—INUM,a)
CONSi'a - CONSNUM’“ [5NUM psilig+pfi(l-1iq) ] )

U,.. is the utility associated to the consumption of product m, CONS; , is the consumption
of tariff line i when a certain combination of tariff cuts o is applied and ¢ > 0 is the
elasticity of substitution'®. The parameter &;, often called share parameter, is used to
calibrate the equations to the observed initial situation. The tariff line with highest
consumption is selected as the numeraire (NUM). Equations (2) and (3) yield a square
system, that allows deriving the consumption pattern for all possible combinations of
prices. Consequently, the aggregate price effects of tariff reductions can be calculated.
However, additional complexity arises from the WTO modalities. Whenever a tariff line
is selected as sensitive, a certain expansion of its TRQ must be granted. The impact on
domestic prices of this TRQ expansion should also be considered. As shown in Figure 1,
assuming that Switzerland is a price taker, and considering that TRQs are binding, in
Case 1, the lowering of the out of quota tariff from T,to T, causes out of quota imports to
occur, and the domestic price, Po, to be reduced to P; = Py + T1. The TRQ expansion from
Qo to Qo + dQ has no effect on the equilibrium price (although it clearly affects the quota
rent). Case 2 shows that, if the TRQ expansion is “high”, we might end up in a situation
where although the out of quota tariff is still relatively high, the domestic price decreases
due to the market access expansion, i.e. P; < Py . T1*2

105 is assumed to be equal to 4. Various values of the substitution elasticities have been tested across all products (with 0.1 < ¢ <10).
LA quota is binding when it is set below the free trade level of imports; the quota is filled and no out of quota imports occur.
2 Fora diagrammatic supply and demand model on TRQs, see Skully (2001); de Gorter and Kliauga (2006).
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Figure 1. Price effects of TRQ expansion: an example

Case 1 Case 2
P P

P+ T, P +Ty

Q, Q,+daQ Q
Source: own elaboration

The price drop consequent to the enlargement of the TRQ is estimated at the
aggregate product level according to the m net import demand elasticity®® and to the
increase in imports, the latter simply assumed to be equal to the TRQ expansion®*, which
in turn is, according to the modalities, equal to a certain percentage of domestic
consumption of the i tariff lines selected as sensitive. The possible existence of out of
quota imports (see Binfield et al., 2009) as well as of autonomous TRQ extensions is also
considered. At this point, to calculate correctly the consequences on market access, we
correct the aggregated prices derived from the CES framework for these effects, by
taking for further analysis the minimum m price resulting from the increased market
access and the out of quota tariff reduction.

For each of the m products, it is now possible to select those combinations of sensitive
lines yielding the highest aggregate price p,,, at a given number of sensitive lines. This
reduces the complexity of a = 2"n potential combinations of sensitive lines to a = n
favorable combinations.

At this point, the price effects of the m products (p,..) need to be aggregated to the c
commodity level (p.,). Where applicable, the price transmission effects from processed
products p?;’ to the base agricultural product p2%¢ are considered. Every commodity is
assigned a unique basic product m, and £ = /...z (z is at maximum equal to 7) processed
products. p2%5¢ can simply be taken from the corresponding p,. .. Since several groups of
processed products can be mapped to one commodity, a CES framework is applied to

determine the processed averaged price p2’“ and the required number of sensitive lines

in the k processed products. p?;’“is derived, by applying the same scheme of equations
(), (2) and (3), in which weights are given by current shares of use of the basic product
(equations 6,7 and 8).

As explained in equation (4), the model minimizes the number of required sensitive lines
by searching over all possible & combinations in the k processed products corresponding
to the same ¢ commaodity and ensures that the averaged price p?;’“is higher than the price

of the basic product group for certain «a.
min Yiec lia (4)

13 Net import demand elasticities have been calculated using the demand and supply elasticities of Ferjani (2008) and import
penetration ratios (see Sharma, 2006). They have been bounded between -0.1 and -20 (see Sharma, 2006). Sensitivity tests have been
run by using the net import demand elasticities used by Ferjani (2008).

* Since import quotas for Switzerland are normally binding.
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The model is solved for each of the favorable a combinations for the basic product,
which gives the corresponding @ favorable combinations for the processed products. In
other words, each of the favorable combinations for a basic product will then also imply
selecting a certain combination of sensitive lines for the corresponding processed

products. The model becomes infeasible, if the p?j’‘associated with the maximal

selection of sensitive lines is still lower than p2%s¢ (equation 5). In this case, the results
corresponding to the maximum number of sensitive lines are taken for further
calculations. Finally, the price effect on the agricultural commodity is calculated by
assuming that the price transmission elasticity between processed and basic products is
equal to the overall share of the use for processing of the basic product, but only if the
processed price is lower than the price of the basic agricultural product (otherwise, the
increase in the margin is assume to be fully captured at the higher stages of the
production chain; see equation 9 where weight indicates the share in use).

base .. base proc _ base

Pca = weight Pca T Weightproc min (pc,a yPc,a (9)
3.3 The optimization mechanism

All ¢ agricultural commodities are assigned the corresponding value of domestic
agricultural production. Finally, the best possible combination of tariff cuts is selected at
the 8-digit level, by maximizing the sum over the ¢ commodities of the added value of
agricultural production®® subject to a maximum number of sensitive lines (equation 10).

max ;. Voo = max P Ve o * 1+ M) (10)

Dcto
S. t-Zi Ii,a <xN

where V. is the domestic added value of agricultural production of commodity ¢ at
time t0, and p¢w and p., are the prices of the ¢ commodity before and after a certain
combination of tariff cuts has been applied to its corresponding basic and, where
applicable, corresponding processed products. The overall number of tariff lines subject
to the sensitive cut cannot be above a certain share (x) of the overall number of tariff
lines, N. To our knowledge, TRIMAG is the only existing model which focuses on the
impacts on the domestic agricultural sector while optimizing the selection of sensitive
products.

5 For each product m, production costs are assumed to be a fixed proportion of the value of domestic agricultural production, so that
its percentage variations correspond to a percentage variation of the added value.
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3.4 Accounting for tariff simplification

The TRIMAG policy scenario consists of a detailed application at the 8-digit level of the
December 2008 draft version of the modalities (WTO, 2008). As mentioned already, all
agricultural tariffs of the Swiss schedule are specific. If tariff simplification is not
considered, the tariff cuts prescribed in the modalities are just applied according to the
band of the corresponding AVEs. However, if tariff simplification is to be implemented,
following Annex N (see section 2), in TRIMAG a specific tariff line is converted into its
AVE equivalent if the “comparability check™ is passed in at least one year amongst those
from the beginning of the implementation period to three years after its end™.

3.5 Using alternative price outlooks

TRIMAG simulations can be repeated by using various price development scenarios-
notably, those provided by standard partial or general equilibrium models, such as the
CAPRI agricultural model’. This is important for at least three reasons. First of all, it is
clear that the expected future behavior of domestic and world prices has an influence on
the selection of sensitive products. For example, if domestic prices are expected to grow
less than world prices, there will be a lower need for protection. Secondly, such future
price scenarios could reflect the effects of the selection of sensitive products made by
third countries, and might then be used to analyze its consequences on the Swiss choice.
Thirdly, concerning tariff simplification, the whole comparability issue ultimately relies
on the relative developments of domestic and world prices between the 1999-2001
reference years and the time of conversion. We here want to verify if checking for
comparability ensures the neutrality of the whole “simplification” exercise also in terms
of the “optimal” sensitive products’ list. However, as far as the use of various price
outlooks is concerned, we have to keep in mind that most available price projections fail
in accounting for the increasing price volatility that agricultural markets have been
experiencing in the most recent years. Such volatility could play a relevant role in the
verification of “comparability”. Whereas specific instruments of analysis might be used
in this respect, analysis with TRIMAG could however prove to be useful.

4. Model results

The objective of this section is to analyze if and to which extent various future price
developments have an impact on the selection of sensitive products by considering the
implementation of tariff simplification. The TRIMAG policy scenario consists of a
detailed application at the 8-digit level of the December 2008 draft version of the
modalities (WTO, 2008). The implementation of the agreement is assumed to be
completed between 2012 and 2016. The simulations have been repeated first by assuming
that current price relations between domestic and international products will remain
constant in time (pn), and, second, considering the price outlook for the EU, RW and CH
prices provided by CAPRI®® (py). In both cases, various alternatives for the
implementation of tariff simplification have been considered: in the option called sn, all

16 Note that comparability is assessed by considering the tariff cut associated to each year of implementation. For this reason, even
when world prices are stable, the effective cut might change over time.

17 see Britz and Witzke (2008), and http://www.capri-model.org/.
18 Extracted from CAPRI dataset in July 2010.
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tariffs remain expressed in specific form; in sy, tariff simplification is implemented
according to the rules currently set out in the modalities (in TRIMAG, if the
comparability check is verified at least once between 2011 and 2018, then the tariff is
converted in AVE); sl is equal to sy, but the time horizon for checking comparability is
limited to one single moment in time, the beginning of the implementation period (2011-
2013); in s2, not only is the time horizon for checking comparability limited at the
beginning of the implementation period, but the tier for the conversion is extended to +/-
10 percentage points; finally, in sa, all tariffs are converted™. Remembering that the main
objective of the whole comparability exercise is to ensure that border protection is not
distorted, options s1 and s2, in particular, attempt at exploring the possibility of reducing
the administrative costs linked to its implementation thanks to only one conversion step.
First of all, it is interesting to note that the use of the various tariff simplification options
does not have a big impact on the number of tariff lines that are converted (Table 1).

Table 1. Number of tariff lines that are converted to their ad valorem form in the various price scenarios
[tariff simplification options

converted sn sy sl s2 sa

pn - -| 371 (16%)| 166 (7%)| 365 (16%)|1793 (78%)
py - -| 342 (15%)| 166 (7%)| 337 (15%)|1793 (78%)
non converted

pn 1793 (78%) | 1422 (62%) | 1627 (71%) | 1428 (62%) - -
py 1793 (78%) | 1451 (63%) | 1627 (71%) | 1456 (63%) - -
bound at 0 231 (10%)

-100% cut 278 (12%)

TOTAL 2302 (100%)

Of the 2302 8-digit tariff lines of the Swiss schedule, 231 (10% of the total) are already
bound at zero, and 278 (12% of the total) will have to be reduced to zero (tropical or in-
quota lines). In these cases, tariff simplification options have no effect. For the remaining
lines, in sy, around 15% of tariff lines are converted in ad valorem in both price
scenarios; the same occurs in the option s2, while for s1 the number of converted tariff
lines is halved. In all simplification options, the number and the composition of lines that
are converted keeps constant notwithstanding the various price scenarios considered. In
terms of number of converted tariff lines, option s2 turns out to be equivalent to option
sy. In all the considered options, the number of converted lines is however relatively low;
it is clear that converting all tariff lines into ad valorem might distort the current structure
of the border protection. However, one should keep in mind that accounting for price
volatility might even substantially alter these findings. The whole comparability concept
is based on the proximity of 1999-2001 base prices to current unit import values. In
particular, assuming that world prices have risen in the past ten years, it is possible that
increasing volatility might increase the number of lines that are converted as it would
possibly make world prices temporarily closer to the 1999-2001 ones.

As far as the selection of sensitive products is concerned, the use of various options for

1 Indeed, the current draft modalities state that, at the end of the implementation period, all specific tariffs might have to be converted
into ad valorem (Par. 104 of WTO, 2008); but Annex N is not fully consistent with the modalities text in this respect.
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the implementation of tariff simplification plays a minor role (Table 2). TRIMAG selects
sensitive products especially in Chapters 02 (meat), 04 (dairy products), 07 (vegetables),
08 (fruit) and 16 (preparations of meat). When 4% sensitive lines are chosen, we can
notice that both in pn and py, the selection between sn, sy, syl, sy2 remains relatively
stable. This would confirm that the tariff simplification exercise in all the three options is
« neutral » for the degree of border protection associated to the various products.

On the contrary, there are slight differences in the selection between py and pn. For
example, in the option py, less products are found in chapter 17. Indeed, other things
equal, CH prices for sugar are projected to grow less than EU and RW prices. This
confirms that the future evolution of domestic and world prices plays a relevant role for
the selection of sensitive products. The same considerations apply to the case where 6%
of sensitive lines is selected. Interestingly, in py the model doesn’t reach the 6% of
sensitive products. Notably, in py, in respect to pn, moving from 4% to 6% of sensitive
lines fewer sensitive products are found, and the 6% is not reached. For example, not
many additional products are selected in Chapters 7 and 20 (vegetables and vegetable
preparations); for these products, the CH prices are projected to grow less than the EU —
RW prices. However, it must not be forgotten that these simulations do not take price
volatility into account, but just assume linear development trends for the price series.
Finally, it is interesting to note that, when all tariff lines are converted (option sa),
TRIMAG tends to find a lower number of sensitive products. In other words, the TRQ
expansion might become too costly related to the additional protection effect. This might
be interpreted as an indication that, in some cases, the current prices are higher than the
1999-2001 reference ones, and then that simply converting all tariffs in AVE without
accounting for comparability could leave the degree of border protection relatively
higher, compared to the formula reduction applied to specific duties.

Table 2. Number of tariff lines selected as sensitive in the various price scenarios /tariff simplification
options

4% sensitive products 6% sensitive products
pn py pn py
Chapter sn sy sl s2 sa|sn sy sl s2 salsn sy sl s2 sa|sn sy sl s2 sa
02 | Meat and edible meat offal 28 30 28 29 25|31 32 31 29 25|37 39 37 38 25|36 37 36 36 25
04 | Dairy products; eggs; honey 6 6 6 6 2|5 5 5 5 2|6 6 6 6 2|5 5 5 5 2
Edible vegetables and certain
07 roots and tubers 20 19 20 20 26|22 20 22 20 19|37 36 37 37 30|22 20 22 20 19
08 | Edible fruit and nuts 10 8 10 8 7|19 10 9 10 7|10 10 10 10 7|9 10 9 10 7
10 | Cereals 1 1 1 1 1 1 1 1 1 1 1 1 1
11 | Products of the millingindustry | 1 1 1 1 1 1 1 1
16 | Preparations of meat or fish 8 8 8 8 6|6 6 6 6 7|9 9 9 9 6|7 7 7 7 7
17 | Sugars and sugar confectionery | 4 4 4 4 4|2 2 2 2 4 4 4 4 412 2 2 2
Preparations of vegetables,
20 fruit, nuts 3 3 3 3 713 3 3 6 6]29 9 9 9 7|7 7 7 7 6
22 | Beverages, spirits and vinegar 1711 1 1 1 1|1 1 1 1 1|11 1 1 1 1
Total 80 80 80 80 78|80 80 80 80 67|115 116 115 116 82|90 90 90 89 67

2 Furthermore, tariff simplification is implemented assuming that the comparability tier holds in both senses.

13




5. Concluding remarks

Future price developments need to be taken into account while using policy flexibilities
in the context of multilateral trade negotiations. The objective of this work is to analyse if
and to which extent various future price developments have an impact on the selection of
sensitive products by considering the implementation of tariff simplification. We
developed a model, TRIMAG, that minimizes the loss of the Swiss agricultural added
value after implementation of the tariff reduction formulas, subject to the constraint of a
maximum number of sensitive tariff lines.

Some major considerations are possible. First of all, the relative evolution of domestic
and world prices plays a role in the selection of sensitive products. When domestic prices
are projected to come closer to international prices, there is a lower need for protection.
Secondly, although price volatility is not accounted for in the present study, still some
considerations emerge on the implementation of tariff simplification. By ensuring that
“comparability “ is respected, the tariff simplification exercise can be implemented in a
neutral way. This “neutrality” between the various implementation options for tariff
simplification is here assessed looking at the impact on the selected list of sensitive
products. In this respect, the differences between the alternatives considered are not
remarkable. It is interesting to explore the possibility of reducing the administrative costs
by checking for comparability less than three times over the implementation period, as set
out by the current modalities.

This analysis was possible thanks to a model using 8-digit tariff level information.
However, some aspects of TRIMAG need to be further explored, such as assumptions on
consumer’s behavior (substitution effects, differentiation by origin) as well as on price
transmission between the various commodities and along the food chain. Such
methodological developments could contribute to a better understanding of the impact of
trade policy flexibilities on the domestic agricultural sector. Furthermore, TRIMAG can
be considered as a tariff aggregation tool that, according to various tariff reduction
formulas, can provide inputs for agricultural simulation models that operate at a higher
level of aggregation.

References

Armington, P. (1969): A Theory of Demand for Products Distinguished by Place of Production.
International Monetary Fund Staff Papers XVI: 159-78.

Baffes, J. and & Haniotis, T. (2010): Placing the 2006/08 commaodity price boom into perspective. Policy
Research Working Paper Series 5371, The World Bank. Washington DC: WB.

Bchir, M., Jean, S. and Laborde, D. (2006). Binding overhang and tariff-cutting formulas. Review of World
Economics 142: 207-232.

Binfield, J.C.R., Donnellan, T., Hanrahan, K. and Westhoff, P. (2009): WTO Doha Round: Impact of an
Agreement on Agriculture and the Importance of Sensitive Product Status. 83rd Annual Conference of the
Agricultural Economics Society, Dublin, 30 March - 1 April 2009.

Bouét, A., Decreux,Y., Fontagné, L., Jean, S., and Laborde, D. (2008) : A consistent, ad-valorem
equivalent measure of applied protection across the world: The MAcMap-HS6 database. Review of
International Economics 16: 850-863.

Bouét, A.; Laborde, D. (2008): The cost of a non Doha. Briefing Note, November 2008, IFPRI.

Britz, W., and Witzke, H. P. (2008). CAPRI model documentation. Institute for Food and Resource
Economics, University of Bonn. Available at http://www.capri-model.org/docs/capri_documentation.pdf. ;
Date of download: 15.11.2010.

Carbaugh, R. J. (2009): International Economics. South-Western.

14



Ferjani, A. (2008): Agricultural policy (AP2011) Reform and the WTO: Potential Impacts on Swiss
Agriculture. 107th EAAE Seminar, Modelling of Agricultural and Rural Development Policies, Sevilla,
Spain, 29 January -1 February 2008.

Gohin, A. (2008): La sélection des produits agricoles sensibles : le cas européen. Revue d’études en
agriculture et environnement, 87 (2008-2).

Gouel, C., Mitiaritonna, C., Ramos, M. P. (2010): The art of exceptions : sensitive products in the Doha
negotiations. CEPII working paper No 2010-20.

Grant, J.H., Hertel, T.W. and Rutherford, T. F. (2008): Dairy TRQ liberalization: contrasting bilateral and
most favored nation reform options. Paper presented at the 11th Annual Conference on Global Economic
Analysis, Helsinki, Finland, 12-14 June 2008.

de Gorter, H. and Kliauga, E. (2006): Reducing tariffs versus expanding tariff rate quotas. In Anderson, K.
And Martin, W. (eds), Agricultural Trade Reform and the Doha Development Agenda Palgrave
Macmillan/World Bank: 117-160.

Hertel T. W., lanchovichina E., McDonald B. J. (1997): Multi-Region General Equilibrium Modeling, in
Applied methods for Trade Policy Analysis, edited by Joseph F. Francois and Kenneth A. Reinert, 1997,
Cambridge.

Jean, S., Laborde, D., and Martin, W. (2010). Formulas and Flexibility in Trade Negotiations. Sensitive
Agricultural Products in the WTO’s Doha Agenda. Policy Research Working Paper, 5200, The World Bank
(WB) Development Research Group. Washington DC: WB.

OECD (2009): Managing risk in Agriculture: a holistic approach; Paris: OECD.

Listorti, G., Kempen, M., Girardin, J., Krénzlein, T. (2011): Evaluating existing policy flexibilities in WTO
agricultural negotiations: different criteria for the selection of sensitive products. 122" EAAE Seminar,
Evidence based agricultural and rural policy making, February 17-18, 2011, Ancona, Italy.

Pelikan, J., Isermeyer, F., Offermann, F., Sanders, J. and Zimmer Y. (2010): Auswirkungen einer
Handelsliberalisierung auf die deutsche und europdische Landwirtschaft. Johann Heinrich von Thiinen —
Institut, Sonderheft 338. Braunschweig: vTI.

Piketty, M.G., Weissleder, L., Meirelles De Souza Filho, H., Batalha, M.O., Adenauer, M. and Becker, A.
(2009): Assessing agricultural trade policies options with the European Union: a Brazilian perspective.
Agricultural Economics, 40: 447-457.

Ramos, M.; Bureau, J.-C.; Salvatici, L. (2010): Trade composition effects of the EU tariff structure: beef
imports from Mercosur. European Review of Agricultural Economics, (2010) 37 (1): 1-26.

Skully, D. (2001): The Economics of Tariff Rate Quota administration. Technical Bulletin. — 1893.
Economic Research service, US Department of Agriculture, Washington, DC.

Sarris, A. (2009): Evolving structure of world agricultural trade and requirements for new world trade
rules. Paper presented at the FAO Expert Meeting on “How to Feed the World in 2050” FAO, Rome, June
24-26, 20009.

Sharma, R. (2006): Assessment of the Doha Round Agricultural Tariff Cutting Formula. FAO Working
paper, Commodities and Trade Division, Rome, FAO.

WTO (2008): Revised draft modalities for agriculture, Committee on Agriculture, Special Session.
TN/AG/WI/4/Rev.4. Geneva: WTO.

WTO (2006): Draft possible modalities on agriculture, Committee on Agriculture, Special Session.

Geneva: WTO.

WTO (2004): Doha Work Program: Decision Adopted by the General Council on 1 August 2004.
WT/L/579. Geneva: WTO.

15



