Dumping

Dumping is the most common form of price discrimination (the practice of charging different customers different prices) in international trade.  Dumping is a pricing practice in which a firm charges a lower price for exported goods than for the same goods sold domestically.

Dumping can only occur if:
· The industry is imperfectly competitive: firms set prices rather than taking them as given.

· Markets are segmented: domestic residents cannot easily purchase goods for export.

Example

A firm sells 1000 units at $20/unit domestically, 100 units at $15/unit abroad.  Expanding sales by one unit in either market would require reducing the price by $0.01.  In the domestic market, the firm could add one unit for $19.99, but would lose a penny on 1000 units ($10).  Marginal revenue would only be $9.99.  If the firm lowers foreign price to $14.99, however, it gains $14.99 from the extra unit and loses only $0.01 x 100 units ($1), so that marginal revenue on export sales would be $13.99.

This can occur in reverse, but generally due to trade barriers, transportation costs, etc., domestic firms have a larger share of home markets than foreign.  Firms typically see themselves as having less monopoly power and a greater incentive to keep prices low on exports.

Overview

To maximize profits, the firm must set MC = MR in each market.  Export sales take place at a constant price.  To set MC = MR in both markets, it is necessary to produce a certain quantity, Qmonopoly, to sell Qdom on the domestic market, and to export Qmonopoly – Qdom.  The cost of producing an additional unit is equal to Pforeign, the marginal revenue from exports, which in turn is equal to the marginal revenue for domestic sales.  (See Figure 6.8, p.143).  Since Qdom will be demanded at Pdom, which is above the export price, the firm is dumping, selling more cheaply abroad than at home.

Thus, the firm dumps due to the different elasticities in the different markets.  The above presents price discrimination in which export demand is infinitely price-responsive.

Although there is no good economic justification for regarding dumping as harmful, it is widely considered unfair.  U.S. law automatically imposes tariffs when dumping is discovered.  Firms injured by dumping can appeal to the Commerce Department.  If the complaint is ruled valid (54% of those accused were deemed guilty from 1980-9), an “antidumping duty” is imposed, equal to the calculated difference between the actual and “fair” price of imports.  

Economists do not like identifying dumping as a prohibited practice.  Price discrimination between markets may be legitimate – like discounts to students or senior citizens.  Also, the legal definition deviates from the economic definition.  Since it is often difficult to prove foreign firms charge higher prices domestically, countries calculate a fair price based on estimates.  This “fair price” rule can interfere with other normal business practices, e.g., a firm may be willing to sell a product for a loss while it is lowering costs through experience or breaking into a new market.

Formal complaints about dumping have increased since 1970.  This may be due to cynical abuse of the law, but also to the uneven pace at which countries have opened up their markets.

Price discrimination may create international trade.  If two monopolies in two different countries produce the same good, each will limit domestic quantity, recognizing if they sell more, they will drive down the price on existing domestic sales.  However, if a firm can sell a little more in the other market, it will add to profits because the negative effect on existing sales will fall on the other firm. If both firms do this, there will be two-way trade in the same product, or reciprocal dumping.  While this can be wasteful due to shipping costs, it generates some competition where there were initially monopolies, which may offset the waste of resources.

