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Assignment #4: Why is government failure more likely under a quota than under a tariff? 
Ec 81: Economic Develoment / Fall 2018 / Prof. O’Connell [w/ answer key for exercise] 

 

Figures 1 and 2 show a competitive domestic shirt market in Bangladesh under an import tariff at ad 

valorem rate 𝜏 and an import quota (with no tariff) in amount �̅�.  I have set it up so that the two 

instruments are equivalent in terms of their impact on the domestic price and quantity of the good sold.  

In this case the quota �̅� is said to have an implicit tariff equal to 𝜏.  By construction, the areas a, b, c and 

d are the same in the two diagrams. You will want to review your consumer surplus and producer 

surplus from Ec 1 in order to do this exercise. 

 

 

  

b d 
𝐸𝑃𝑊 

 1 + 𝜏 𝐸𝑃𝑊 

P 

D 

S 

Q 

Figure 1: The shirt market in Bangladesh under 

a tariff at rate 𝜏 
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Figure 2: The shirt market in Bangladesh under 

a quota at level  �̅� 

𝑆 + �̅� 
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Exercise on equivalence and non-equivalence of a tariff and a quota in a competitive domestic market 

1. On the tariff diagram, consumers lose 𝑎 + 𝑏 + 𝑐 + 𝑑 in consumer surplus due to the tariff. They 

incur the same loss with the quota.  Identify the net social loss from the tariff __b+d__________ and 

explain here how you obtained this. 

Loss in consumer surplus = a + b + c + d 

Gain in producer surplus = a 

Gain in tariff revenue = c 

Net social loss = a + c – (a + b + c + d) = b + d 

 

2. On the tariff diagram, identify the tariff revenues __c_____, and on the quota diagram, identify the 

quota rents _c______. What is the net social loss from the quota? __b+d_____________. 

 

 

 

 

 

3. Who collects the quota rents if the government gives away the quota licenses to domestic importing 

firms? [Hint: whoever has a quota license has the right to import one unit at the world price, and sell 

it at home at the domestic price.] _importing firms______________________. 

 

4. Who collects the quota rents if the government runs a competitive auction to determine the price of 

a quota license?  __government_____________________________________. 

 

5. What is the largest cash bribe an importing firm would be willing to pay public officials to get one 

import license? _𝑃𝑄 − 𝐸𝑃𝑊___ Who collects the rents in this case?_corrupt public official______. 

 

6. In #3-#5, there is no direct social loss from the quota allocation process – it just determines who 

gets the rents. What if importing firms spend real resources on “rent-seeking,” for example hiring 

lawyers or lobbyists to help them obtain import licenses? What is the maximum net social loss to 

the quota now? _b+d+c____________. [The costs of rent-seeming provide a major reasons why 

economists prefer tariffs to “otherwise equivalent” import quotas. On the next page we look at a 

second reason.] 
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Another source of non-equivalence: the domestic market is closed under a quota [exercise in class] In the figure below, I have reproduced 

Figure 1 on the right-hand panel, and I have incorporated the world equilibrium on the left-hand panel, so that we can see where the world price 

𝑃𝑊 comes from.  Notice that the scaling of the x-axis is very different: the domestic market is tiny relative to the world market, so whatever is 

happening on the right-hand panel has no effect on the world price. You will notice that I have also set the exchange rate between local currency 

and the currency in which world prices are measured equal to 1  𝐸 = 1 , so that the exchange rate disappears from the right-side diagram.  The 

initial equilibrium on the right-hand panel can be due to a tariff or an equivalent quota.  

Now suppose that foreign firms innovate and reduce their costs.  What happens to the world supply curve?  What happens to the world price?  

What happens to the shirt market within Bangladesh, under a tariff or an otherwise-equivalent quota? 
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Figure 3: The world market and the market in Bangladesh 
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