


THE THEORY AND MEASUREMENT OF 
INTERNATIONAL ECONOMIC INTEGRATION 



Also by Ali M. El-Agraa 

BRITAIN WITHIN THE EUROPEAN COMMUNITY (editor) 
INTERNATIONAL ECONOMIC INTEGRATION (editor) 
INTERNATIONAL TRADE 
JAPAN'S TRADE FRICTIONS 
PROTECTION, COOPERATION, INTEGRATION AND DEVELOPMENT 

(editor) 
THE ECONOMICS OF THE EUROPEAN COMMUNITY (editor) 
THE THEORY OF INTERNATIONAL TRADE 
THEORY OF CUSTOMS UNIONS (with A.J. Iones) 
TRADE THEORY AND POLICY 



The Theory and 
MeasurelDent of 
International 
EconolDic Integration 
Ali M. EI-Agraa 
Senior Lecturer in Economics, Leeds University, UK, and 
Professor of International Economics, Faculty of Commerce, 
Fukuoka University, Japan 

Palgrave Macmillan 



ISBN 978-1-349-10205-1 ISBN 978-1-349-10203-7 (eBook) 
DOI 10.1007/978-1-349-10203-7 

© Ali M. El-Agraa, 1989 

Softcover reprint of the hardcover 1 st edition 1989 

All rights reserved. For information, write: 
Scholarly and Reference Division, 
St. Martin's Press, Inc., 175 Fifth Avenue, New York, N.Y. 10010 

First published in the United States of America in 1989 

ISBN 978-0-312-02519-9 

Library of Congress Cataloging-in-Publication Data 
El-Agraa, A. M. 
The theory and measurement of international economic integration / Ali M. 
El-Agraa. 
p. cm. 
Bibliography: p. 
Includes indexes. 
ISBN 978-0-312-02519-9 : $45.00 (est.) 
1. International economic integration. I. Title. 
HF1418.5.E4 1989 
337.1-dc19 88-23370 

CIP 



Contents 

Preface and Acknowledgements Xl 

1 General Introduction 1 

Introduction 1 
Economic integration and GA TI rules 3 
The global experience 4 
The economic gains from integration 10 
About the book 12 
Appendix: Article XXIV 14 

PART I THEORY 

2 Theory of Customs Unions 19 
The basic concepts 19 
The Cooper/Massell criticism 22 
Further contributions 22 
Dynamic effects 26 

Economies of scale: a mathematical treatment 28 
Domestic distortions 36 
General equilibrium analysis 38 
The terms of trade effects 39 
Conclusions 46 

3 Customs Unions versus Free Trade Areas 48 

Introduction 48 
The differences 48 
Trade creation 49 
Trade diversion 51 
Trade deflection 52 

Comparisons and conclusions 53 
Deflection of production and investment 53 

Establishment of a FT A 56 
Constant costs 57 
Only one country producing the commodity 57 
Price discrimination 59 



vi Contents 

Conclusion 60 
A theory of free trade areas 60 

4 Common Markets and Economic Unions 65 

Introduction 65 
Factor mobility 65 
Fiscal harmonisation 67 
Monetary integration 73 
Conclusion 88 

5 Economic Integration amongst Developing Nations 89 

Introduction 89 
EI-Agraa's version of Brown's model 91 
Conclusions 98 
Appendix 100 

6 Macroeconomics of Integration 101 

Introduction 101 
The basic macroeconomic framework 102 
Completing and solving the model 106 
Withdrawal and the balance of payments 109 
Conclusion 111 

7 Economic Integration amongst Centrally Planned 
Economies 113 

Introduction 113 
Fundamental differences and similarities 114 
The CMEA 116 

CMEA economic policy and integration 121 
Wh at form of integration? 128 

Conclusion 130 

PART II MEASUREMENT 

8 Measuring the Impact of Economic Integration 135 

Nature of the problem 135 
The trade effects 138 
The dynamic effects 139 



Contents vii 

On the previous studies 140 
About this part of the book 141 

9 Estimating the Impact of Integration on Manufactures: 
the Earlier Studies 143 

Verdoorn's pioneering study 143 
Conclusion 148 

The study by the Economist Intelligence Unit 148 
Conclusion 154 

Johnson's contribution 157 
Conclusion 161 

Contributions after Johnson's and before Balassa's 162 
A general survey 163 
The GATT study 166 

10 Estimating the Impact of Integration on Manufactures: 
More Sophisticated Attempts 175 

Balassa's contribution 175 
Conclusion 184 

The contribution by the EFT A Secretariat 186 
Conclusion 192 

The contribution by Williamson and Bottrill 192 
Conclusion 202 

Kreinin's contribution 202 
Conclusion 210 

Aitken's study 211 
Conclusion 224 

Conclusion 225 
Residual models 225 
Analytic models 231 
Dynamic studies 234 

11 Estimating the Impact of Integration on Manufactures: 
the Latest Contributions 236 

The study by Winters 236 
Conclusion 239 

The contribution by Grinols 241 
Conclusion 253 

Conclusion 253 



viii Contents 

12 The Costs of the Common Agricultural Policy of the 
European Community 254 

Introduction 254 
Objectives of the CAP 254 

The CAP price support mechanism 257 
The Green Money 258 
Financing the CAP 259 

Common misconceptions about the CAP 260 
The true cost of the CAP 260 

Budgetary costs of the CAP 262 
Budget and trade effects of the CAP 266 
Welfare effects of the CAP 271 

A general equilibrium estimate 279 
Conclusion 288 

13 Estimating the Effects of Integration on the Terms of 
Trade 291 

The theoretical framework 291 
The determination of the size of the gains 296 
Summary of Petith's findings 301 
Conclusion 303 

14 Estimates of the Effects of CMEA Integration 305 

Introduction 305 
Pelzman's estimates 305 
The contribution by Drabek and Greenaway 313 
Conclusion 326 

15 Estimates of the Effects of Economic Integration among 
the LDCs 327 

Introduction 327 
Straubhaar's trade share approach 328 
The estimates by Brada and Mendez 334 
Conclusion 343 

16 Conclusions 344 

The effects of economic integration 344 



Contents 

A general critique of empirical studies 
An alternative 

Bibliography 
Author Index 
Subject Index 

ix 

345 
349 

351 
379 

382 



Preface and 
Acknowledgements 

Over the past three decades or so, not only have many schemes of 
international economic integration been experienced, although some 
have met their demise, but also new schemes are either being hotly 
pursued (the Canada-US free trade area) or seriously contemplated 
(Pacific Basin cooperationlintegration). The aim of this book is to 
provide the reader with a comprehensive and critical analysis of both 
the theoretical and empiricalliterature on this branch of international 
economics. The book is not about the various schemes of interna
tional economic integration that have b!;en formed since these are 
comprehensively tackled in my International Economic Integration 
(Macmillan, 1982; second edition, 1988) by distinguished contribu
tors and myself. Moreover, although most of the empirical studies 
are concerned with the European Community (EC), the book does 
not discuss the EC itself except when it is vital to do so; this is 
because it is assumed that those interested in any detailed aspect of 
the EC will be either familiar with or will consult my The Economics 
0/ the European Community (Philip Allan, 1980; second edition, 
1985), where a number of leading authorities and myself present a 
comprehensive analysis of the EC - the interested reader mayaIso 
wish to consult my Britain within the European Community: the Way 
Forward (Macmillan, 1983) where the emphasis is on the effects of 
EC membership on the UK. 

International Economic Integration is concerned with the major 
schemes of international economic integration that are in existence or 
have become defunct but whose experience is thought to shed some 
light on the process of integration. The Economics 0/ the European 
Community is about the history , institutions and policies of the EC. 
Hence, neither book allows enough space for a thorough and com
prehensive presentation and analysis of the pure theoretical and 
empirical work in this field. This also applies to Britain within the 
European Community: the Way Forward. Indeed, a number of 
academic colleagues who have been using these books for teaching 
purposes have communicated to me their desire for a book which 
deals with these topics. It can, therefore, be stated that the present 
book aims to fill this vacuum; hence, it is complementary to the three 

xi 
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books. Given this understanding, the book is not simply an up-dated 
version of my joint book with Anthony l. lones (Theory of Customs 
Unions, Philip Allan, 1981) since that book tackled only the theoreti
cal issues of customs unions alone without discussing even the rel
evant aspects of monetary integration. In this book, theoretical issues 
are the concern of only one part. A substantial part is devoted to the 
empirical studies: I am certain that it is important that the reader 
should be made familiar not only with the results of the empirical 
tests but also with the technical aspects involved in carrying out the 
tests themselves in order to become familiar with the problems 
involved. The division of the book into two parts is deliberate. On 
the one hand, the reader will find that the empirical work has 
followed a path of its 0wn; hence to deal with the two aspects as if 
they were completely integrated would be utterly misleading. On the 
other hand, the two areas deal with the same field; hence, it would 
not be fruitful to discuss them in two completely separate books. 
Therefore, it seemed that a good compromise to adopt would be the 
division employed here. 

The book is aimed at those interested in international economics, 
particularly international economic integration. However, the style 
of presentation is such that advanced British undergraduates will find 
it possible to follow the book. Needless to add, the book is gene rally 
most appropriate for postgraduate students. 

The book could not have taken its present form without the help of 
many colleagues either directly through their careful reading of parts 
of the manuscript or indirectly through their contributions to the 
literature. I am particularly grateful to Anthony l. lones, my long
standing colleague and friend at the School of Economic Studies in 
the University of Leeds, for many intensive and helpful discussions 
over many years. Chapter 6 is typical of his work in this field of 
international economics. I am also deeply indebted to Professors 
David Greenaway of Nottingham University, Earl L. Grinols of the 
US President's Council of Economic Advisers and L. Alan Winters 
of the University College of North Wales, Bangor, and Dr Howard 
C. Petith of University College of Swansea not only for their contri
butions, which account for large sections of Chapter's 11 and 14 and 
almost the whole of Chapter 13, but also for their thorough checking 
of these chapters and more. I am deeply indebted to Dr David G. 
Mayes, Chief Statistician with NEDO, for his thorough and critical 
reading of the whole manuscript. Finally, as always, I am very 
grateful to Diana, my wife, for her thorough checking of my faulty 
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1 General Introduction 

INTRODUCTION 

'International economic integration' is one aspect of 'international 
economics' which has been growing in importance in the past three 
decades or so. The term itself has a rather short history; indeed, 
Machlup (1977a) was unable to find a single instance of its use prior 
to 1942. Since then the term has been used at various times to refer to 
practically any area of international economic relations. By 1950, 
however, the term had been given a specific definition by economists 
specialising in international trade to denote astate of affairs or a 
process which involves the amalgamation of separate economies into 
larger regions, and it is in this more limited sense that the term is used 
today. More specifically, international economic integration is con
cerned with the discriminatory rem oval of all trade impediments 
between the participating nations and with the establishment of 
certain elements of co operation and coordination between them. The 
latter depends entirely on the actual form that integration takes. 
Different forms of international integration can be envisaged and 
some have actually been implemented: 

(i) free trade areas where the member nations remove all trade 
impediments among themselves but retain their freedom with 
regard to the determination of their policies vis-a-vis the outside 
world (the non-participants), for example, the European Free 
Trade Association (EFTA) and the Latin American Free Trade 
Area (LAFTA); 

(ii) customs unions which are very similar to free trade areas except 
that member nations must conduct and pursue common external 
commercial relations, for instance, they must adopt common 
extern al tariffs (CETs) on imports from the non-participants as 
is the case in the European Community (EC); the EC is in this 
particular sense a customs union, but it is more than that; 

(iii) common markets which are customs unions that also allow for 
free factor mobility across national member frontiers, i.e. capi
tal, labour, enterprise should move unhindered between the 
participating countries, for example, the East African Com
munity (EAC), and the EC (but again it is more complex); 
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2 General Introduction 

(iv) complete economic unions wh ich are common markets that ask 
for complete unification of monetary and fiscal policies, i.e. a 
central authority is introduced to exercise control over these 
matters so that existing member nations effectively become 
regions of one nation; 

(v) complete political integration where the participants be co me 
literally one nation, i.e. the central authority needed in (iv) not 
only controls monetary and fiscal policies but is also responsible 
to a central parliament with the sovereignty of a nation's govern
ment. 

It should be stressed that each of these forms of economic integra
tion can be introduced in its own right: they should not be confused 
with stages in a process which eventually leads to complete political 
integration. It should also be noted that within each scheme there 
may be sectoral integration in particular areas of the economy, for 
example the Common Agricultural Policy (CAP) of the EC. Of 
course, sectoral integration can be introduced as an aim in itself as 
was the case in the European Co al and Steel Community (ECSC), 
but sectoral integration is a form of 'cooperation' since it is not 
consistent with the accepted definition of international economic 
integration. 

It should also be pointed out that international economic integra
tion can be positive or negative. The term 'negative integration' was 
coined by Tinbergen (1954) to refer to the removal of impediments 
on trade between the participating nations or to the elimination of 
any restrictions on the process of trade liberalisation. The term 
'positive integration' relates to the modification of existing instru
ments and institutions and, more importantly, to the creation of new 
ones so as to enable the market of the integrated area to function 
properly and effectively and also to promote other broader policy 
aims of the union. Hence, at the risk of oversimplification, it can be 
stated that sectoral integration and free trade areas are forms of 
international economic integration which require only 'negative in
tegration', while the remaining types require 'positive integration' 
since they all require the positive act of adopting common external 
relations, or, as aminimum, a CET. However, in reality, this distinc
tion is unfair since practically all existing types of international 
economic integration have found it necessary to introduce some 
elements of 'positive integration'. 
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ECONOMIC INTEGRATION AND GATT RULES 

The rules of GATT allow the formation of regional groupings, on the 
understanding that, although customs unions, free trade areas, etc. 
are discriminatory associations, they may not pursue policies which 
increase the level of their discrimination beyond that which existed 
prior to their formation, and that tariffs and other trade restrietions 
(with some exceptions) are removed on substantially all the trade 
among the participants. Hence, once allowance was made for the 
proviso regarding the external trade relations of the regional group
ing (the CET level, or common level of discrimination against extra
area trade, in a customs union, and the average tariff or trade 
discrimination level in a free trade area), it seemed to the drafters of 
Article XXIV (see Appendix to this chapter) that regional groupings 
did not contradict the basic principles of GATT -liberalism, stability 
and transparency - or more generally the principles of non-discrimi
nation and reciprocity. 

There are various arguments that Article XXIV is in direct con
tradiction to the spirit of GATT - see, for instance, Dam (1970). 
However, Wolf (1983, p. 156) argues that if nations decide to treat 
one another as if they are part of a single economy, nothing can be 
done to prevent them, and that regional groupings, particularly those 
like the EC, have a strong impulse towards liberalisation; in the case 
of the EC, the setting of the CET happened to coincide with the 
Kennedy Round of tariff reductions. 

Of course, these considerations are more complicated than is 
suggested here, particularly since there are those who would argue 
that nothing could be more discriminatory than for a group of 
countries to remove all tariffS and trade impediments on their mutual 
trade while at the same time maintaining the initial levels against 
outsiders. Moreover, as we shall see in Chapter 2, regional groupings 
may lead to resource reallocation effects which are economically 
undesirable. However, to have denied nations the right to form such 
associations, particularly when the main driving force may be politi
cal rather than economic, would have been a major setback for the 
world community. Hence, all that needs to be stated here is that as 
much as GA TT's Article XXIV raises problems, it also reftects its 
drafters' deep understanding of the future development of the world 
economy. 



4 General Introduction 

THE GLOBAL EXPERIENCE 

Since the end of the Second World War various forms of interna
tional economic integration have been proposed and numerous 
schemes have actually been implemented. Even though some of 
those introduced were later discontinued or completely reformu
lated, the number adopted during the decade commencing in 1957 
was so impressive as to prompt Haberler (1964) to describe that 
period as 'the age of integration'. 

The EC is the most significant and inftuential of these arrange
ments since it comprises some of the most advanced nations of 
Western Europe: Belgium, Denmark, France, West Germany, 
Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, 
Spain and the United Kingdom (UK). The EC was founded by six of 
these nations (usually referred to as the Original Six) under the 
Treaty of Rome in 1957, with three of the remaining six (Denmark, 
Ireland and the UK) joining later in 1973. Greece became a full 
member in January 1981, ·and Portugal and Spain joined in January 
1986 after a lengthy period of negotiation. Turkey has submitted an 
application for membership. Although the Treaty of Rome relates 
simply to the formation of a customs union and provides the basis for 
a common market in terms of factor mobility, many of the originators 
of the EC saw it as a phase in a process culminating in complete 
economic and political integration. Thus the present efforts to 
achieve harmonisation in member countries' monetary, fiscal and 
sodal policies, to accomplish a monetary union and to revive the 
concept of 'European Union', and to amend the Treaties in a way 
which will promote a democratic decision-making process (some of 
this has already been achieved in terms of the so-called Single 
European A~) can be seen as positive steps towards the attainment 
of the desired goals. 

EFT A is the other major scheme of international economic inte
gration in Western Europe. To understand its membership one has to 
learn something about its history. In the mid-1950s when a European 
Community comprising the whole of Western Europe was being 
contemplated, the UK was unprepared to commit itself to some of 
the economic and political aims envisaged for that Community. For 
example, the adoption of a common policy for agriculture and the 
eventual political unity of Western Europe were seen as aims which 
were in direct conftict with the UK's interests in the Commonwealth, 
particularly with regard to 'Commonwealth preference' which 
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granted preferential access to the markets of member nations of the 
Commonwealth. Hence the UK favoured the idea of a Western 
Europe which adopted free trade in industrial products only, thus 
securing the advantages of 'Commonwealth preference' as weIl as 
opening up Western Europe as a free market for her industrial goods. 
In short, the UK sought to achieve the best of both worlds for herself, 
which is of course quite understandable. However, it is equally 
understandable that such an arrangement was not acceptable to those 
seriously contemplating the formation of the EC. As a result the UK 
approached those Western European nations who had similar interests 
with the purpose of forming an alternative scheme of international 
economic integration to counteract any possible damage due to the 
formation of the EC. The outcome was EFT A which was established 
in 1960 by the Stockholm Convention with the object of creating a 
free market for industrial products only; there were some arrange
ments on non-manufactures but these were relatively unimportant. 
The membership consisted of: Austria, Denmark, Norway, Portugal, 
Sweden, Switzerland (and Liechtenstein) and the UK. Finland be
came an associate member in 1961; Iceland joined in 1970 as a full 
member. But, as already stated, Denmark and the UK, together with 
Ireland, joined the EC in 1973. This left EFTA with a membership 
consisting mainly of the relatively smaller nations of Western Eu
rope. However, in 1972, due to the insistence of the UK prior to 
joining the EC, the EC and EFT A entered into aseries of free trade 
agreements which have in effect resulted in virtual free trade in 
industrial products in a market which includes their joint member
ship. This outcome has of course provided the cynical observer of 
British attitudes towards Western Europe with a great deal to reftect 
upon! 

International economic integration is not confined to the so-called 
'free' nations of the world. Indeed, the socialist planned economies 
of Eastern Europe have their own arrangement which operates under 
the Council for Mutual Economic Assistance (CMEA), or COME
CON as it is generally known in the West. CMEA was formed in 1949 
by Bulgaria, Czechoslovakia, the German Democratic Republic, 
Hungary, Poland, Romania and the USSR; they were later joined by 
three non-European countries: Mongolia (1962), Cuba (1972) and 
Vietnam (1978). In its earlier days, before the death of Stalin, the 
activities of the CMEA were confined to the collation of the plans of 
the member states, the development of a uniform system of reporting 
statistical data and the recording of foreign trade statistics. However, 
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during the 1970s aseries of measures were adopted by the CMEA to 
implement the 'Comprehensive Programme of Socialist Integration', 
hence indicating that the organisation is moving towards a form of 
integration based principally on methods of plan coordination and 
joint planning activity, rather than on market levers (Smith, 1977). 
Finally, attention should be drawn to the fact that the CMEA 
comprises a group of relatively small countries and one 'super power' 
and that the long-term aim of the organisation is to achieve a highly 
organised and integrated economic bloc, without imy agreement 
having yet been made on how and when this will be accomplished. 

Before leaving Europe it should be stated that another scheme 
exists in the form of regional cooperation between the five Nordic 
countries (the Nordic Community): Denmark, Finland, Iceland, 
Norway and Sweden. However, in spite of claims to the contrary 
(Sundelius and Wiklund, 1979), the Nordic scheme is one of coopera
tion rather than international economic integration since Denmark is 
a full member of the EC while the other countries are full members of 
EFfA; hence a substantial group of economists would argue that the 
Nordic Community has little practical relevance. 

In Africa, there are several schemes of international economic 
integration (RoDson, 1987; Inukai, 1987). The Union Douaniere et 
Economique de l'Afrique Centrale (UDEAC) comprises the People's 
Republic of the Congo, Gabon, Cameroon and the Central African 
Republic. Member nations of UDEAC plus Chad, a former member, 
constitute a monetary union. The Communaute Economique de 
l'Afrique de l'Quest (CEAO) which was formed under the Treaty of 
Abidjan in 1973 consists ofthe Ivory Coast, Mali, Mauritania, Niger, 
Senegal and Upper Volta (renamed Burkina Faso); Benin joined in 
1984. Member countries of CEAO, except for Mauritania plus Benin 
and Togo, are participants in a monetary union. In 1973 the Mano 
River Union (MRU) was established between Liberia and Sierra 
Leone. The MRU is a customs union wh ich involves a certain degree 
of cooperation particularly in the industrial sector . The Economic 
Community of West African States (ECOWAS) was formed in 1975 
with fifteen signatories: its membership consists of all those countries 
who participate in UDEAC, CEAO, MRU plus some other West 
African States. In 1969 the Southern African Customs Union 
(SACU) was established between Botswana, Lesotho, Swaziland and 
the Republic of South Africa. The Economic Community of the 
Countries of the Great Lakes (CEPGL) was created in 1976 by 
Rwanda, Burundi and Zaire. Until its collapse in 1977, there was the 
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East African Community (EAC) between Kenya, Tanzania and 
Uganda. In 1981 fifteen states from the Eastern and Southern Afri
can region adopted a Draft Treaty for a Preferential Trade Area 
(PTA): Angola, Botswana, the Comoros, Djibouti, Ethiopia, Kenya, 
Lesotho, Malawi, Mauritius, Mozambique, Swaziland, Tanzania, 
Uganda, Zambia and Zimbabwe. In August 1984 a Treaty was signed 
by Libya and Morocco to establish the Arab-African Union, whose 
main aim is to tackle their political confticts in the Sahara Desert. 
Several other schemes were in existence in the past but have been 
discontinued while others never got off the ground. Hence, a unique 
characteristic of economic integration in Eastern, Southern and 
Western Africa is the multiplicity and overlapping of the schemes. 
For example, in West Africa alone, there is a total of 32 schemes, 
which is why a Benin Union (BU) consisting of Benin, Ghana, 
Nigeria and Togo has been recommended recently (UNECA, 1984) 
in an attempt to try to rationalise economic cooperation arrange
ments in West Africa. 

There are four schemes of international economic integration in 
Latin America and the Caribbean. Under the 1960 Treaty of Monte
video, the Latin American Free Trade Association (LAFTA) was 
formed between Mexico and all the countries of South America 
except for Guyana and Surinam. LAFT A came to an end in the late 
1970s but was promptly succeeded by the Association for Latin 
American Integration (ALADI) in 1980. The Managua Treaty of 
1960 established the Central American Common Market (CACM) 
between Costa Rica, EI Salvador, Guatemala, Honduras and Nicara
gua. In 1969 the Andean Group was established under the Cartagena 
Agreement between Bolivia, Chile, Colombia, Ecuador, Peru 
and Venezuela; the Andean Group forms a doser link between some 
of the least developed nations of ALADI. In 1973 the Carribean 
Community (CARICOM) was formed between Antigua, Barbados, 
Belize, Dominica, Grenada, Guyana, Jamaica, Montserrat, St Kitts
Nevis-Anguilla, St Lucia, St Vincent, Trinidad and Tobago - CARI
COM replaced the Caribbean Free Trade Association (CARIFTA). 

Asia does not figure very prominently in the league of international 
economic integration but this is not surprising given the existence of 
such large (either in population or GNP terms) countries as China, 
India and Japan. The Regional Cooperation for Development (ReD) 
is a very limited arrangement for sectoral integration between Iran, 
Pakistan and Turkey. The Association of South-East Asian Nations 
(ASEAN) comprises six nations: Brunei, Indonesia, Malaysia, the 
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Philippines, Singapore and Thailand. ASEAN was founded in 1967 
in the shadow of the Vietnam War. After almost a decade of inactiv
ity 'it was galvanized into renewed vigour in 1976 by the security 
problems which the reunification of Vietnam seemed to present to its 
membership' (Amdt and Gamaut, 1979). The drive for the establish
ment of ASEAN and for its vigorous reactivation in 1976 was both 
political and strategie. However, right from the start, economic 
cooperation was one of the most important aims of ASEAN, indeed 
most of the vigorous activities of the group between 1976 and 1978 
were predominantly in the economic field (Amdt and Gamaut, 
1979). 

A scheme of integration-cum-cooperation that is presently being 
hotly discussed is that of 'Pacific Basin Integration/Cooperation'. 
However, given the diversity of countries within the Pacific region, it 
seems highly unlikely that a very involved scheme of integration will 
evolve over the next decade or so. This is in spite of the fact that 
there already exist: 

(i) the PECC (Pacific Economic Cooperation Conference) which is 
a tripartite structured organisation with representatives from 
govemments, businesses and academic circles and with the 
secretariat work being handled between general meetings by the 
country next hosting a meeting; 

(ü) the PAFfAD (Pacific Trade and Development Conference) 
whieh is an academically oriented organisation; 

(üi) the PBEC (Pacific Basin Economic Council) which is a private
sector business organisation for regional cooperation; and 

(iv) the PTC (Pacific Telecommunications Conference) which is a 
specialised organisation for regional cooperation in this particu
lar field. 

The reason for the pessimism is that the region under consideration 
covers the whole of North America and Southeast Asia, with Pacific 
South America, the People's Republic of China and the USSR all 
claiming interest since they are all on the Pacific. Even if one were to 
exclude this latter group, there still remains the cultural diversity of 
such countries as Australia, Canada, Japan, New Zealand and the 
USA, plus the diversity that already exists within ASEAN. It would 
therefore seem that unless the group of participants is severely 
limited, Pacific Basin cooperation will be the logical outcome. 

While discussing the Pacific area, it should be added that a decade 
ago Australia and New Zealand entered into a free trade area 
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arrangement (the New Zealand Australia Free Trade Area -
NAFTA). NAFTA was later replaced by the more important Aus
tralia New Zealand Closer Economic Relations and Trade Agree
ment (ANZCERTA): not only have major trade barriers been 
removed, but significant effects on the New Zealand economy have 
been experienced as a result - see Mayes (1988). Also, 'Canadians 
are actively engaged in debating the merits of further trade liberaliza
tion through commercial integration with the [US]' (Sarna, 1985, p. 
299), with the Canadian Senate Committee taking 'pains to design 
carefully the contours of a Canada-US free trade regime' (Sarna, 
1985, p. 301). 

A scheme which covers more than one continent is the Arab 
League (AL), which consists of 21 independent nations, extending 
from the Gulf in the East to Mauritania and Morocco in the West. 
Hence, the geographical area covered by the group ineludes the 
whole of North Africa, a large part of the Middle East, plus Somalia 
and Djibouti. The purpose of the organisation is to strengthen the 
elose ties linking Arab states, to coordinate their policies and activi
ties and direct them to their common good and to mediate in disputes 
between them. These may seem like vague terms of reference, but 
the Arab Economic Council, whose membership consists of all Arab 
Ministers of Economic Affairs, was entrusted with 'suggesting ways 
for economic development, cooperation, and organisation and coor
dination' (Sayigh, 1982, p. 123). The Council for Arab Economic 
Unity (CAEU), which was formed in 1957, had the aim of establish
ing an integrated economy of all member states of the AL. More
over, in 1964 the Arab Common Market was formed between Egypt, 
Iraq, Jordan and Syria, and the Gulf Cooperation Council (GCC) 
was established between Bahrain, Kuwait, Oman, Qatar, Saudi 
Arabia and the United Arab Emirates to bring together the Gulf 
states and to prepare the ground for them to join forces in the 
economic, political and military spheres. 

There are two schemes of sectoral international economic integra
tion. The first is the Organisation of Petroleum Exporting Countries 
(OPEC), founded in 1960 with a truly international membership. Its 
aim was to protect the main interest of its member nations: pet
roleum. The second is the Organisation of Arab Petroleum Export
ing Countries (OAPEC), established in January 1968 by Kuwait, 
Libya and Saudi Arabia. These were joined in May 1970 by Aigeria 
and the four Arab Gulf Emirates (Qatar, Abu Dhabi, Bahrain and 
Dubai). In March 1972 Egypt, Iraq and Syria became members. 
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OAPEC was temporarily liquidated in June 1971 and Dubai is no 
Ion ger a member. The agreement establishing the organisation states 
that the principal objectives of OAPEC are: the cooperation of the 
member nations in various forms of economic activity, the realisation 
of the dosest ties among them, the determination of ways and means 
of seeuring their legitimate interests, the use of joint efforts to ensure 
the flow of petroleum to its consumers and the creation of an 
appropriate atmosphere for the capital and expertise invested in the 
petroleum industry in the member nations (Middle East Economic 
Survey, 1968). OAPEC was originally conceived as an example of 
sectoral integration with the political objective of using petroleum as 
a weapon for international bargaining against -the Israeli occupation 
of certain Arab areas. Recently, however, the organisation has 
undertaken a number of projects both internally and externally - see 
Mingst (1977/78). 

Finally, there are also the North Atlantic Treaty Organisation 
(NATO), the Organisation for Economic Cooperation and Develop
me nt (OECD) and the Organisation for African Unity (OAU) but 
these and the AL are strictly speaking for political and economic 
cooperation only. 

THE ECONOMIC GAINS FROM INTEGRATION 

In reality, almost all existing cases of economic integration were 
either proposed or formed for political reasons even though the 
arguments popularly put forward in their favour were expressed in 
terms of possible economic gains. However, no matter wh at the 
motives for economic integration are, it is still necessary to analyse 
the economic implications of such geographically discriminatory 
groupings. 

At the customs union (CU) and free trade area (FTA) level, the 
possible sources of economic gain can be attributed to: 

(i) enhanced efficiency in production made possible by increased 
specialisation in accordance with the law of comparative advan
tage; 

(ii) increased production levels due to better exploitation of econ
omies of scale made possible by the increased size of the 
market; 

(iii) an improved international bargaining position, made possible 



General Introduction 11 

by the larger size, leading to better terms of trade; 
(iv) enforced changes in economic efficiency brought about by 

enhanced competition; and 
(v) changes affecting both the amount and quality of the factors of 

production due to technological advances. 

If the level of economic integration proceeds beyond the CU level, 
to the common market (CM) or economic union (EU) level, then 
further sources of gain become possible due to: 

(vi) factor mobility across the borders of member nations; 
(vii) the co ordination of monetary and fiscal policies; and 

(viii) the goals of ne ar full employment, higher rates of economic 
growth and better income distribution becoming unified targets. 

It should be apparent that so me of these considerations relate to the 
static resource reallocation effects while the rest relate to the long
term or dynamic effects. The possible attainment of the benefits of 
these effects must be considered with great caution: 

Membership of an economic grouping cannot of itself guar an tee to 
a member state or the group a satisfactory economic performance, 
or even a better performance than in the past. The static gains from 
integration, although significant, can be - and often are - swamped 
by the influence of factors of domestic or international origin that 
have nothing to do with integration. The more fundamental factors 
influencing a country's economic performance (the dynamic fac
tors) are unlikely to be affected by integration except in the long 
run. It is clearly not a necessary condition for economic success 
that a country should be a member of an economic community as 
the experience of several small countries confirms, although such 
countries may have done even better as members of a suitable 
group. Equally, a large integrated market is in itself no guarantee 
of performance, as the experience of India suggests. However, 
although integration is clearly no panacea for all economic ills, nor 
indispensable to success, there are many convincing reasons for 
supposing that significant economic benefits may be derived from 
properly conceived arrangements for economic integration. (Rob
son, 1985) 
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ABOUTTHEBOOK 

From the above, it should be evident that not only have many 
schemes of international economic integration been experienced over 
the past three decades or so, although some have met their demise, 
but also that new schemes are either being hotly pursued or seriously 
contemplated. Therefore the aim of this book is to provide the reader 
with a comprehensive and critical analysis of both the theoretical and 
empirical literature on this branch of international economics. The 
book is not about the various schemes of international economic 
integration that have been formed since these are comprehensively 
tackled in my International Economic Integration (Macmillan, 1988; 
second edition) by distinguished contributors and myself. Moreover, 
although most of the empirical studies are concerned with the EC, 
the book does not discuss the EC itself except when it is vital to do so; 
this is because it is assumed that those interested in any detailed 
aspect of the EC will be either familiar with or will consult my The 
Economics o[ the European Community (Philip Allan, 1985; second 
edition), where a number of leading authorities and myself present a 
comprehensive analysis of the EC - the interested reader mayaiso 
wish to consult my Britain within the European Community: the Way 
Forward (Macmillan, 1983) where the emphasis is on the effects of 
EC membership on the UK. 

International Economic Integration is concerned with the major 
schemes of international economic integration that are in existence or 
have become defunct but whose experience is thought to shed some 
light on the process of integration. The Economics o[ the European 
Community is about the history , institutions and policies of the EC. 
Hence, neither book allows enough space for a thorough and com
prehensive presentation and analysis of the pure theoretical and 
empirical work in this field. This also applies to Britain within the 
European Community: the Way Forward. Indeed, a number of aca
demic colleagues who have been using these books for teaching pur
poses have communicated to me their desire for a book which deals with 
these topics. It can, therefore, be stated that the present book aims to 
fil1 this vacuum; hence, it is complementary to the three books. Given 
this understanding, the book is not an up-dated version of my joint 
book with Anthony J. Jones (Theory o[ Customs Unions, Philip Allan, 
1981) since that book tackled only the theoretical issues of customs 
unions alone without discussing even the relevant aspects of monetary 
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integration. In this book, theoretical issues are the concem of only one 
part. A substantial part is devoted to the empirical studies. 

The book is divided into two parts. Part I is devoted to the pure, 
theory of international economic integration, while Part 11 is almost 
entirely about the empirical work in this field. The division into two 
parts is deliberate. On the one hand, the reader will find that the 
empirical work has followed a path of its own; hence to deal with the 
two aspects as if they were completely integrated would be utterly 
misleading. On the other hand, the two areas deal with the same 
field; hence, it would not be fruitful to discuss them in two completely 
separate books. Therefore, it seemed that a good compromise to 
adopt would be the division employed here. 

Part I consists of six chapters. The first five are devoted to the 
theoretical aspects of economic integration for countries which are 
predominantly market oriented economies, be they advanced or 
developing nations. Chapter 2 is on customs union theory and is 
extended in Chapter 3 to deal with the differences between customs 
unions and free trade areas. Chapter 4 is devoted entirely to the 
theoretical issues relating to common markets and economic unions. 
Chapter 5 treats the aspects specific to economic integration amongst 
a group of developing nations. This is followed by Chapter 6 on the 
macroeconomic modelling of economic integration. Finally, Chapter 
7 is a brief look at economic integration amongst a group of centrally 
planned economies - this chapter differs from the previous ones since 
it is concemed with the institution al factors involved in a discussion 
of the CMEA, but, as is argued in the chapter, this deviation from 
pure theory is inevitable, given the basic differences between pre
dominantly market oriented and centrally planned economies. 

Part 11 comprises ni ne chapters, with Chapter 8 setting out the 
problem to be empirically investigated and also forming a general 
introduction to the second part of the book. Chapters 9-11 are 
devoted to a presentation and discussion of the studies of the effects 
of economic integration on the manufacturing sector. Chapter 12 
deals with the study of the impact of economic integration on agricul
ture. However, since the study of agriculture is confined to the costs of 
the eommon agrieultural poliey (CAP) of the European Community, 
the chapter includes an analytical presentation of the CAP so as to 
facilitate a proper understanding of what is being estimated. The 
reasons for devoting three chapters to manufacturing and one only to 
agriculture are given in the last section of Chapter 8. Chapter 13 
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concerns the effects of integration on the terms of trade. Chapters 14 
and 15 concentrate on the estimation of the impact of economic integra
tion on the CMEA and the LDCs respectively. The final chapter 
provides a general critique of the empirical studies, states some broad 
conclusions and suggests an alternative way for estimation. 

APPENDIX: ARTICLE XXIV 

Territorial Applieation - Frontier Traffie - Customs Unions and 
Free Trade Areas 

1. The provisions of this Agreement shall apply to the metropolitan 
customs territories of the contracting parties and to any other customs 
territories in respect of which this Agreement has been accepted under 
Article XXVI or is being applied under Article XXXIII or pursuant to the 
Protocol of Provisional Application. Each such customs territory shall, 
exclusively for the purposes of the territorial application of this Agreement, 
be treated as though it were a contracting party; Provided that the provisions 
of this paragraph shall not be construed to create any rights or obligations as 
between two or more customs territories in respect of which this Agreement 
has been accepted under Article XXVloris being applied under Article 
XXXIII or pursuant to the Protocol of Provisional Application by a single 
contracting party. 

2. For the purposes of this Agreement a customs territory shall be 
understood to mean any territory with respect to which separate tariffs or 
other regulations of commerce are maintained for a substantial part of the 
trade to such territory with other territories. 

3. The provisions of this Agreement shall not be construed to prevent: 

(a) Advantages accorded by any contracting party to adjacent countries in 
order to facilitate fron tier traffic; 
(b) Advantages accorded to the trade with the Free Territory ofTrieste by 
countries contiguous to that territory, provided that such advantages are 
not in conflict with the Treaties of Peace arising out of the Second World 
War. 

4. The contracting parties recognize the desirability of increasing freedom 
of trade by the development, througl;l voluntary agreements, of closer 
integration between the economies of the countries parties to such agree
ments. They also recognize that the purpose of a customs union or of a 
free-trade area should be to facilitate trade between the constituent terri
tories and not to raise barriers to the trade of other contracting parties with 
such territories. 

5. Accordingly, the provisions of this Agreement shall not prevent, as 
between the territories of contracting parties, the formation of a customs 
union or of a free-trade area or the adoption of an interim agreement 
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necessary for the formation of a customs union or of a free-trade area; 
Provided that: 

(a) with respect to a customs union, or an interim agreement leading to the 
formation of a customs union, the duties and other regulations of co m
merce imposed at the institution of any such union or interim agreement 
with respect to trade with contracting parties not parties to such union or 
agreement shall not on the whole be higher or more restrictive than the 
general incidence of the duties and regulations of commerce applicable in 
the constituent territories prior to the formation of such union or the 
adoption of such interim agreement, as the case may be; 
(b) with respect to a free-trade area, or an interim agreement leading to 
the formation of a free-trade area, the duties and other regulations of 
commerce maintained in each of the constituent territories and applicable 
at the formation of such free-trade area or the adoption of such interim 
agreement to the trade of contracting parties not included in such area or 
not parties to such agreement shall not be higher or more restrictive than 
the corresponding duties and other regulations of commerce existing in the 
same constituent territories prior to the formation of the free-trade area, 
or interim agreement, as the case may be; and 
(c) any interim agreement referred to in sub-paragraphs (a) and (b) shall 
include a plan and schedule for the formation of such a customs union or of 
such free-trade area within a reasonable length of time. 

6. If, in fulfilling the requirements of sub-paragraph 5(a), a contracting 
party proposes to increase any rate of duty inconsistently with the provisions 
of Article 11, the procedure set forth in Article XXVIII shall apply. In 
providing for compensatory adjustment, due account shall be taken of the 
compensation already afforded by the reductions brought about in the 
corresponding duty of the other constituents of the union. 

7. 

(a) Any contracting party deciding to enter into a customs union or a 
free-trade area, or an interim agreement leading to the formation of such a 
union or area, shall promptly notify the CONTRACTING P ARTIES ·and 
shall make available to them such information regarding the proposed 
union or area as will enable them to make such reports and recommenda
tions to contracting parties as they may deern appropriate. 
(b) If, after having studied the plan and schedule included in an interim 
agreement referred to in paragraph 5 in consultation with the parties to 
that agreement and taking due account of the information made available 
in accordance with the provisions of sub-paragraph (a), the CONTRACT
ING P ARTIES find that such agreement is not likely to result in the 
formation of a customs union or a free-trade area within the period 
contemplated by the parties to the agreement or such aperiod is not a 
reasonable one, the CONTRACTING PARTIES shall make recommen
dations to the parties to the agreement. Tbe parties shall not maintain or 
put irito force, as the case may be, such agreement ifthey are not prepared 
to modify it in accordance with these recommendations. 
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(c) Any substantial change in the plan or schedule referred to in paragraph 
5 (c) shall be communicated to the CONTRACTING PARTIES, which 
may request the contracting parties concerned to consult with them if the 
change seems likely to jeopardize or delay unduly the formation of the 
customs union or of the free-trade area. 

8. For the purposes of this Agreement: 

(a)A customs union shall be understood to mean the substitution of a 
single customs territory for two or more customs territories, so that 

(i)duties and other restrictive regulations of commerce (except, where 
necessary, those permitted under Articles XI, XII, XIII, XIV, XV, 
and XX) are elirninated with respect to substantially all the trade 
between the constituent territories and the union or at least with 
respect to substantially all the trade in products originating is such 
territories, and, 

(ii)subject to the provisions of paragraph 9, substantially the same 
duties and other regulations of commerce are applied by each of the 
members of the union to the trade of territories not included in the 
union; 

(b) A free-trade area shall be understood to mean a group of two or more 
customs territories in which the duties and other restrictive regulations of 
commerce (except, where necessary, those permitted under Articles XI, 
XII, XIII, XIV, XV and XX) are eliminated on substantially all the trade 
between the constituent territories in products originating in such terri
tories. 

9. The preferences referred to in paragraph 2 of Article I shall not be 
affected by the formation of a customs union or of a free-trade area but may 
be eliminated or adjusted by means of negotiations with contracting parties 
affected. This procedure of negotiations with affected parties shall, in par
ticular, apply to the elimination of preferences required to conform with the 
provisions of paragraph 8 (a)(i) and paragraph 8(b). 

10. The CONTRACTING P ARTIES may by a two-thirds majority ap
prove proposals which do not fully comply with the requirements of para
graph 5 to 9 inclusive, provided that such proposals lead to the formation of a 
customs union or a free-trade area in the sense of this Article. 

11. Taking into account the exceptional circumstances arising out of the 
establishment of India and Pakistan as independent States and recognizing 
the fact that they have long constituted an economic unit, the contracting 
parties agree that the provisions of this Agreement shall not prevent the two 
countries from entering into special arrangements with respect to the trade 
between them, pending the establishment of their mutual trade relations on a 
definitive basis. 

12. Each contracting party shall take such reasonable measures as may be 
available to it to ensure observance of the provisions of this Agreement by 
the regional and local governments and authorities within its territory. 
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2 Theory of Customs 
Unions 

THE BASIC CONCEPTS 

Before the theory of second-best was developed (Meade, 1955a; 
Lipsey and Lancaster, 1956-7), it used to be the accepted tradition 
that customs union (CU) formation should be encouraged. The 
rationale for this was that since free trade maximised world welfare 
and since CU formation was a move towards free trade, CUs in
creased welfare even though they did not maximise it. This rationale 
certainly lies behind GATT article XXIV (see Appendix to Chapter 
1) which permits the formation of CUs and free trade areas (FfAs) 
as the special exceptions to the prineiple of non-discrimination, 
provided the intra-area dismantling of tariffs applies to a substantial 
part of the partners' trade. 

Viner (1950) and Bye (1950) challenged this proposition by stress
ing that CU formation is by no means equivalent to a move towards 
free trade sinee it amounts to free trade between the members and 
protection vis-a-vis the outside world. This eombination of free trade 
and proteetionism could result in trade creation (TC) and/or trade 
diversion (TD). TC is the replacement of expensive domestie pro duc
tion by ehe aper imports from a partner and TD is the replacement of 
cheaper initial imports from the outside world by more expensive 
imports from a partner. Viner stressed the point that TC is beneficial 
sinee it does not affeet the rest of the world while TD is harmful and it 
is therefore the relative strength of these two effects which deter
mines whether or not CU formation is to be advoeated. It is therefore 
important to understand the implieations of these concepts. 

Assuming perfect eompetition in both the eommodity and faetor 
markets, automatie full employment of all resources, costless adjust
ment procedures, perfect factor mobility nationally but perfect im
mobility across national boundaries, priees determined by cost, three 
countries H (the horne country), P (the potential CU partner), and W 
(the outside world), plus all the traditional assumptions employed in 
tariff theory, we ean use a simple diagram to illustrate these two 
concepts. 

19 
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Figure 2.1 Trade creation and trade diversion 

In Figure 2.1, Sw is W's perfectly elastic tariff free supply curve for 
this commodity; S His H's supply curve while S H+P is the joint Hand P 
tariff free supply curve. With a non-discriminatory tariff imposed by 
Hof AD (tH ), the effective supply curve facing H is BREFQT, i.e. its 
own supply curve up to E and W's, subject to the tariff [Sw (1 +tH )], 

after that. The domestic price is therefore OD which gives domestic 
production of Oq2' domestic consumption of Oq3 and imports of q2q3. 
H pays q2LMq3 for these imports while the domestic consumer pays 
q2EFq3 with the difference (LEFM) being tariff revenue which 
accrues to the H government. This revenue can be viewed as a 
transfer from the consumers to the government with the implication 
that when the government spends it, the marginal valuation of that 
expenditure should be exactly equal to its marginal valuation by 
private consumers so that no distortions should occur. 

If Hand W form a CU, the free trade position will be restored so 
that Oqs will be consumed in Hand this amount will be imported 
from W. Hence free trade is obviously the ideal situation. But if H 
and P form a CU, the tariff will still apply to W while it is removed 
from P. The effective supply curve in this case is BRGQT. Price falls 
to oe resulting in a fall in domestic production to Oql> an increase 



Theory 0/ Customs Unions 21 

in consumption to Oq4 and an increase in imports to qjq4. These 
imports now come from P. 

The welfare implications of these changes can be examined by 
employing the concepts of consumers' and producers' (consumer/ 
producer for short) surpluses. As a result of increased consumption, 
consumer surplus rises by CDFG. Part of this (CDEl) is a fall in 
producer surplus due to the decline in domestic production and 
another part (IEFH) is a portion of the tariff revenue now transferred 
back to the consumer subject to the same condition of equal marginal 
valuation. This leaves the triangles lEI and HFG as gains from CU 
formation. However, before we conclude whether or not these tri
angles represent net gains we need to consider the overall effects 
more carefully. 

The fall in domestic production from Oq2 to Oqjleads to increased 
imports of qjq2. These cost qlIq2 to import from P while they 
originally cost q jlEq2 to produce domestically. (Note that these 
resources are supposed to be employed elsewhere in the economy 
without any adjustment costs or redundancies.) There is therefore a 
saving of lEI. The increase in consumption from Oq3 to Oq4leads to 
new imports of q3q4 which cost q3HGq4 to import from P. These give 
a welfare satisfaction to the consumers equal to q3FGq4. There is 
therefore an increase in satisfaction of HFG. However, the initial 
imports of q2q3 originally cost the country q2LMq3 but these imports 
now come from P costing q2IHq3. Therefore these imports lead to a 
loss equal to the loss in government revenue of LIHM (IEFH being a 
re-transfer subject to the same condition of equal marginal valua
tion). It follows that the triangle gains (lEI+HFG) have to be 
compared with the loss of tariff revenue (LIHM) before adefinite 
conclusion can be made regarding whether the net effect of CU 
formation has been one of gain or loss. 

It should be apparent that q2q3 represents, in terms of our defini
tion, TD, and qjq2 + q3q4 represent TC (it is now generally accepted 
that the consumption effect has to be included in TC - Viner and Bye 
were concerned with production effects only), or alternatively that 
area lEI plus area HFG are TC (benefits) while area LIHM is TD 
(1oSS).l It is then obvious that TC is economically desirable while TD 
is undesirable. Hence Viner and Bye's conclusion that it is the 
relative strength of these two effects which should determine whether 
or not CU formation is beneficial or harmful. 

The reader should note that if the initial price is that given by the 



22 Theory 

intersection of D R and SR (due to a higher tariff rate), the CU would 
result in pure TC since the tariff rate is prohibitive. If the price is 
initially OC (due to a lower tariff rate), then CU formation would 
result in pure TD. It should also be apparent that the size of the gains 
and losses depends on the price elasticities of SR' SR+P and D R and on 
the divergence between Sw and SR+P' i.e. cost differences. 

THE COOPERIMASSELL CRITICISM 

Viner and Bye's conclusion was challenged by Cooper and Massell 
(1965a). They suggested that the reduction in price fröm OD to OC 
should be considered in two stages: firstly, reduce the tariff level 
indiscriminately (i.e. for both Wand P) to AC which gives the same 
union price and production, consumption and import changes; se
condly, introduce the CU starting from the new price OC. The effect 
of these two steps is that the gains from TC (JEI+HFG) still accrue 
while the losses from TD (LIHM) no longer apply since the new 
effective supply curve facing His BJGU which ensures that imports 
continue to come from W at the cost of q2LMq3. In addition, the new 
imports due to TC (qtq2+q3q4) generate tariff revenue of JILK plus 
MHGN. Cooper and Massell then conclude that a policy of unilateral 
tarif! reduction (UTR) is superior to CU formation. This proposition 
is discussed in detail below. 

FURTHER CONTRIBUTIONS 

Cooper and Massell (1965b) and Johnson (1965a) utilise a 'public 
good' argument for CU formation with Co oper and Massell's ex
pressed in practical terms and Johnson's in theoretical terms. 

Johnson's method is based on four major assumptions: 

(i) governments use tariffs to achieve certain non-economic (politi
cal, etc.) objectives; 

(ii) actions taken by governments are aimed at offsetting differences 
between private and social costs - they are, therefore, rational 
efforts; 

(iii) government policy is a rational response to the demands of the 
electorate; and 

(iv) countries have a preference for industrial production. 
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In addition to these assumptions, Johnson makes a distinction 
between private and public consumption goods, real income (utility 
enjoyed from both private and public consumption, where consump
tion is the sum of planned consumption expenditure and planned 
investment expenditure) and real product (defined as total produc
tion of privately appropriable goods and services). 

These assumptions have important implications. Firstly, competi
tion among political parties will make the government adopt polieies 
that will te nd to maximise consumer satisfaction from both 'private' 
and 'collective' consumption goods. Satisfaction is obviously maxi
mised when the rate of satisfaction per unit of resources is the same in 
both types of consumption goods. Secondly, 'collective preference' 
for in dust rial production implies that consumers are willing to expand 
industrial production (and industrial employment) beyond what it 
would be under free trade. 

Tariffs are the main source of financing this poliey and protection 
will be carried to the point where the value of the marginal utility 
derived from collective consumption of domestic and industrial ac
tivity is just equal to the marginal excess private cost of protected 
industrial production. 

The marginal excess cost of protected industrial production con
sists of two parts: the marginal production cost and the marginal 
private consumption cost. The marginal production cost is equal to 
the proportion by which domestic cost exceeds world market cost. In 
a very simple model this is equal to the tariff rate. The marginal 
private consumption cost is equal to the loss of consumer surplus due 
to the fall in consumption brought ab out by the tariff. 

In equilibrium, the proportional marginal excess private cost of 
protected production measures the marginal 'degree of preference' 
for industrial production. This is illustrated in Figure 2.2 where: Sw is 
the world supply curve; DH is the free trade constant-utility demand 
curve; SH is the domestie supply curve; SH+u is the marginal private 
cost curve of protected industrial production, including the excess 
private consumption cost. [FE is the first component of marginal 
excess cost - determined by the excess marginal cost of domestic 
production in relation to the free trade situation due to the tariff 
(AB) - and the area GED (=IHJ) is the second component which is 
the dead weight loss in consumer surplus due to the tariff. ] The height 
of VV above Sw represents the marginal value of industrial produc
tion in collective consumption and its slope reftects the assumption of 
diminishing marginal utility. 
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Figure 2.2 Preference for industrial production 

The maximisation of real income is achieved at the intersection of 
VV with SH+u requiring the use of tariff rate BA/OA to increase 
industrial production from Oql to Oq2' Note that, in equilibrium, the 
government is maximising real income, not real product: maximisa
tion of real income makes it necessary to sacrifice real product in 
order to gratify the preference for collective consumption of indus
trial production. 2 

To make the model useful for the analysis of CU issues it is 
necessary to alter some of the assumptions. Let us assurne that 
industrial production is not one aggregate but a variety of products in 
which countries have varying degrees of comparative advantage, that 
countries differ in their overall comparative advantage in industry as 
compared with non-industrial production, that no country has 
monopoly/monopsony power (conditions for optimum tariffs do not 
exist), and that no export subsidies are allowed. 

The variety of industrial production allows countries to be both 
importers and exporters of industrial products. This, in combination 
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with the 'preference for industrial production', will motivate each 
country to practice so me degree of protection. A country can gratify 
its preference for industrial production only by protecting import
competing industries. Hence the condition for equilibrium remains 
the same: VV=SH+u. However, SH+u is slightly different because, 
firstly, the protection of import -competing industries will reduce 
exports of both industrial and non-industrial products (for balance
of-payments purposes). Hence, in order to increase total industrial 
production by one unit it will be necessary to increase protected 
industrial production by more than one unit so as to compensate for 
the induced loss of industrial exports. Secondly, the protection of 
import-competing industries reduces industrial exports by raising 
their production costs (due to perfect factor mobility). The stronger 
this effect, ceteris paribus , the higher the marginal excess cost of 
industrial production. This marginal excess cost will be greater, the 
larger the industrial sector compared with the non-industrial sector 
and the larger the protected industrial sector relative to the exporting 
industrial sector . 

In the event of CU formation, if reciprocal tariff reductions are 
arrived at on a 'most-favoured nation' basis, the reduction of a 
country's tariff rate will increase imports from all the other countries. 
If the reduction is, however, discriminatory (starting from a position 
of non-discrirnination), there are two advantages: firstly, each country 
can offer its partner an increase in exports of industrial products 
without any loss of its own industrial production by diverting imports 
from third countries (TD); secondly, when TD is exhausted, any 
increase in partner industrial exports to this country is exactly equal 
to the reduction in industial production in the same country (TC), 
hence eliminating the gain to third countries. 

Therefore, discriminatory reciprocal tariff reduction costs each 
partner country less, in terms of reduction in domestic industrial 
production (if any) incurred per unit increase in partner industrial 
production, than does non-discriminatory reciprocal tariff reduction. 
On the other hand, preferential tariff reduction imposes an additional 
cost on the tariff reducing country: the excess of the costs of imports 
from the partner country over their cost in the world market. 

The implications of this analysis are: 

(i) both TC and TD yield a gain to the CU partners; 
(ii) TD is preferable to TC for the preference granting country since 

a sacrifice of domestic industrial production is not required; and 



26 Theory 

(iii) both TC and TD may lead to increased efficiency due to econ
omies of scale. 

Johnson's contribution has not achieved the popularity it deserves 
because of the alleged nature of his assumptions. It can, of course, be 
claimed that an economic rationale for CUs on public goods grounds 
can only be established if for political or some such reasons govern
ments are denied the use of direct production subsidies, and while 
this may be the case in certain countries at certain periods in their 
economic evolution, there would appear to be no acceptable reason 
why this should gene rally be true. Johnson's analysis demonstrates 
that CU and other acts of commercial policy may make economic 
sense under certain restricted conditions, 'but in no way does it 
establish or seek to establish a general argument for these acts' 
(Krauss, 1972, p. 428). 

While this is a legitimate criticism, it is of no relevance to the world 
we live in: the rules of GA TI prohibit the use of subsidies in 
international trade; hence it should not co me as a surprise to learn 
that most count ries use tariffs even though sub si dies are superior to 
tariffs. It is a criticism related to a first-best view of the world, a view 
which can prevail only if GA TI is ruled out of existence, which is not 
a likely short-term event. Therefore, it seems unfair to criticise an 
analysis on grounds which do not portray what actually exists; it is 
wh at prevails in practice that matters, particularly when the practice 
seems here to stay. That is what Johnson's approach is all about and 
that is wh at the theory of second-best tries to tackle. In short, the 
lack of belief in this approach is tantamount to a lack of belief in the 
validity of the distinction between social and private costs and benefits. 

DYNAMIC EFFECTS 

The so-called dynamic effects (Balassa, 1961) relate to the numerous 
means by which economic integration may inftuence the rate of 
growth of GNP of the participating nations. These include the fol
lowing: 

(i) scale economies made possible by the increased size of the 
market for both firms and industries operating below optimum 
capacity before integration occurs; 

(ii) economies extern al to the firm which may have a downward 
inftuence on both specific and general cost structures; 
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(iii) the polarisation effect, by which is meant the cumulative decline 
either in relative or absolute terms of the economic situation of a 
particular participating nation or of a specific region within it 
due either to the benefits of TC becoming concentrated in one 
region or to the fact that an area may develop a tendency to 
attract factors of production; 

(iv) the inftuence on the location and volume of real investment; and 
(v) the effect of economic efficiency and the smoothness with which 

trade transactions are carried out due to enhanced competition 
and changes in uncertainty. 

Apart from economies of scale, the possible gains are extremely 
long term in nature and cannot be tackled in orthodox economic 
terms: for example, intensified competition leading to the adoption 
of best business practices and to an American-type attitude, etc. 
(Scitovsky, 1958) seems like a naive socio-psychological abstraction 
that has no solid foundation with regard to both the aspirations of 
those countries contemplating economic integration and to its actu
ally materialising. 

Economies of scale which are internal to the industry can, how
ever, be analysed in orthodox economic terms. In Figure 2.3, DH,p is 
the identical demand curve for this commodity in both Hand P and 
DH + P is their joint demand curve; Sw is the world supply curve; ACp 

and ACH are the average cost curves for this commodity in P and H 
respectively. Free trade is clearly the best policy resulting in price OA 
with consumption which is satisfied entirely by imports of Oq4 in each 
of Hand P giving a total of Oq6. 

If Hand P impose tariffs, the only justification for this is that 
uncorrected distortions exist between the privately and socially valued 
costs in these countries - see Jones (1979) and EI-Agraa and Jones 
(1981). The best tariff rates to impose are Corden's (1972b) 'made
to-measure' tariffs which can be defined as those which encourage 
domestic production to a level that just satisfies domestic consump
tion without giving rise to monopoly profits. These tariffs are equal to 
AD and AC for Hand P respectively, resulting in Oql and Oq2 
production in Hand P respectively. 

When Hand P enter into a CU, P, being the cheaper producer, 
will produce the entire union output - Oqs - at a price OB. Note that 
this requires a common external tariff (CET) of AB/OA, Le. a lower 
tariff than initially in the more efficient partner. This gives rise to 
consumption in each of Hand P of Oq3 with gains of BDEG and 
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Figure 2.3 Economies of scale and customs unions 

BCFG for Hand P respectively. Parts of these gains, BDEI for H 
and BCFL for P, are 'cost-reduction' effects, i.e. the initial cost of 
this amount has been reduced due to economies of scale. There also 
results a production gain for P and a production loss in H due to 
abandoning production altogether. 

Whether CU formation can be justified in terms of the existence of 
economies of scale will depend on whether the net effect is a gain or a 
loss (in this example P gains and H loses), as the loss from abandon
ing production in H must outweigh the consumption gain in order for 
the tariff to have been imposed in the first place. If the overall result 
is net gain, then the distribution of these gains becomes an important 
consideration. Alternatively, if economies of scale accrue to an 
integrated industry, then the locational distribution of the production 
units becomes an essential issue. 

Economies of Scale: a Mathematical Treatment 

A mathematical treatment of economies of scale in the context of 
economic integration is attempted by Choi and Yu (1984). They 
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employ a standard CU three-country model with two factors of 
production, but modify the production function to incorporate vari
able returns to scale. All three countries are assumed to produce two 
commodities, Xl and X 2 , which use both capital (K) and labour (L), a 
combination of both of which is needed for production. In terms of 
the production costs of X 2 , it is presumed that country H is the least 
efficient, while W is the most efficient. Also, counti"ies P and Ware 
'similar', but different from H, hence they do not trade with each 
other. Moreover, His a 'small' country, which exports Xl to P and W 
and imports X 2 from either P or W, not from both. 

The demand side of the model is represented by a strictly quasi
concave utility function such that: 

(1) 

where D I and D2 represent the demand for consumption for the two 
commodities in H, and Ui > O,Uii < 0 for i = 1,2. Since Hexports 
Xl and imports X 2 , one can specify that: 

D I = Xl - EI> 

D2 = X 2 + E2 , 

(2) 

(3) 

where EI and E2 are the exports of Xl and the imports of X 2 , 

respectively. 

It is assumed that the balance of payments is always in equilibrium 
such that: 

EI = pE2 

where p (= piPI) is the world price of X 2 in terms of Xl' Given the 
assumption of a small country, the imposition of a tariff by Halters 
the price ratio for both producers and consumers in that country such 
that the domestic relative price of X 2 in terms of Xl becomes: 

PH = p(l + t). (4) 

The production side of the model is constructed with the following 
production functions: 

Xi = gi(Xi)F;(ci, li) i = 1,2 

Xi = gi(Xi)F;(Ki, Li) = g;(Xi)Lj;(ki) i = 1,2 

(5) 

(6) 

where Xi is the output of a typical firm in industry i, and Ci and li are K 
and L employed by the firm; Xi is the output of industry i; Ki and Li 
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are its total employment of K and L; k; is the K/L ratio; g; depicts the 
role of the externality and is assumed to be a positive function 
defined on (0,00) to ensure that increases in the employment of K and 
L result in increased output; and F; is homogeneous of degree one. 

The output elasticity of returns to sc ale in the ith industry (e;) as 
defined on (-00,1) may be written as: 

e; = (dg;fdXJF; = (dg;fdX;)/(X;fg;) ; = 1,2 (7) 

where e; > 0 for an industry subject to increasing returns to scale, 
and e; < 0 for an industry subject to decreasing returns to scale. 

The total differentiation of equation (6) gives: 

i = 1,2 (8) 

where Fk ; and Fli are the partial derivatives of F; with regard to K and 
L, respectively. 

It is assumed that economies (diseconomies) to scale are external 
to the individual firm but intern al to the industry, hence each factor 
of production receives the value of its marginal product to the 
individual firm, not the value of its marginal product to the industry: 

i = 1,2 

i = 1,2 

(9) 

(10) 

where a prime indicates a partial derivative, [; is F;fL; and k; and p; 
stand for the K/L ratio and the price of the ith commodity respect
ively. The prevalence of external economies me ans that the private 
marginal product (g;Fj;) of factor j (= K,L) is smaHer than its social 
marginal product, g;Fj;f(I-eJ, i.e. the private marginal cost exceeds 
the social marginal cost. 

Assuming factors of production are fuHy employed, one gets: 

LI + L 2 = L 

K I + K2 = K 

(11) 

(12) 

where K and L are fixed total supplies of the two factors of produc
tion. 

Total differentiation of equations (11) and (12) gives: 

dLI = -dL2 

dK1 = -dK2 

(13) 

(14) 
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Substituting equations (9), (10), (13) and (14) into (8), one ob
tains: 

(15) 

where dX/dX2 is the marginal rate of transformation in producti<;m, 
and it is shown to be negative. If e. §e2 , the price line (PH) is flatter 
(steeper) than the slope of the production possibility frontier. 

The model depicted by equations (1)-(15) is then utilised to 
analyse the welfare implications of the TC and TD effects of CU 
formation in the presence of economies of scale. This is carried out 
by following the procedure developed by Batra (1975) and extended 
by Yu (1981; 1982) for the case of factor market distortions and wage 
rigidity. Differentiating the social utility function given in equation 
(1) and'employing the consumer equilibrium condition (U2IU. = PH)' 
one gets: 

(16) 

Totally differentiating equations (2) - (4) and using (15) and (16), 
one obtains: 

dUIU. = {(e2 - e.)/(l - e.)} PHdX2 + ptdE2 - E2dp' (17) 

Because imports are a function of the tariff and the terms of trade 
(tlt) , E2 = E2(/,p) and dE2 = (iJE/iJt)dt + (iJE/iJp)dp. Substituting 
dE2 into equation (17), one gets: 

dUIU. = {(e2 - e.)/(l - e.)}p~2 + pt(iJE/iJI)dt 
+ {pt(iJE/iJp ) - E2}dp. (18) 

The first term on the right-hand side captures the welfare effect of 
variable returns to scale, the second term indicates the effect of an 
exogenous alteration in the tariff rate and the third term depicts the 
effect of an exogenous change in the tll. 

Because X2 depends on t and p, it follows that X2 = X2(/,p) and 
dX2 = (iJX/iJI)dl + (iJX/iJp)dp. Therefore equation (18) can be 
rewritten as: 

dU/U. = {[(e2 - e.)/(l - e. )]PH(iJX/iJI) + p,(iJE/iJ:I){ dt 
+ {[(e2 - e.)/(l - e. )]P H(iJX/iJp) + p,(iJE/iJp) 
- E2 }dp. (19) 

Partially differentiating PH = p(l + I) with respect to land p, one 
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gets: apHlat = P and ap~ap = (1 + t). Substituting these into equa
tion (19), one obtains: 

dU = dU I dt + dU I dp 
U1 dt dp=O dp dt=O 

= {PPH[(e2 - e1)/(1 - eJ](aX/apH) 
+ p2t(aE/apH)}dt+ (1 + t){pH[(e2 - e1)/(1 - e1)] 

(aX/apH) + pt(aE2/apH) - [EA1 + t)]}dp. (20) 

Equation (20) is the key expression for determining the welfare ef
fects of CU formation. The first term in braces on the right-hand side 
depicts the change in welfare that results from a discriminatory alter
ation in the tariff rate, while the second term in braces gives the wel
fare effect of an exogenous shift in the tlt with an unaltered tariff rate. 

The signs of the coefficients of dt and dp in equation (20) can be 
established in the following manner. To simplify the analysis, define a: 

a == PPH{(e2 - e1)/(1 - e1)}apH 

to capture the production effect of an alteration in the tariff rate 
through returns to scale. Consider a dynamically stable system in 
which the output of a commodity responds positively to an increase in 
its price, i.e. aX2/apH > O. Assurne that the first industry is subject to 
decreasing returns to scale while the se co nd industry is subject to 
increasing returns to scale, i.e. e2 > 0 > e1 • Because, e2 exceeds eu 

then a must have a positive value, i.e. a > O. The term p~( ael ap H) 
captures both the direct production and consumption effects. In the 
absence of inferior goods in social consumption, the term in brackets 
will be negative, i.e. aE/apH< o. 

The second set of braces in equation (20) consists of three terms. 
PH{(eZ - e1)/(l - e1) }(oX2/oPH) is a term wh ich depicts the effect of 
a change in the tlt through variable returns to scale. p/aE/apH) indi
cates the direct effect of the tlt on production and consumption. The 
third term, - EA1 + t), represents the tlt effect through changes in 
the value of imports. Since aX2/apH > 0, the first term is positive 
(negative) if ez ~el' but both the other two terms are negative. 

One has to assurne that so me restricted trade existed initially 
between Hand W since prohibitive tariffs will turn the equation 
PH = p(l + t) into an inequality, thus vitiating much of the analysis. 

To apply this framework to CU theory, Choi and Yu adopt Yu's 
(1981) definitions of TC and TD: 



Theory of Customs Unions 33 

(i) TC I is the replacement of H's consumption of the domestically
produced high cost X z by imports of the same product from W. 

(ii) TD I is the replacement of H's imports of X z from W by imports 
of the same product from P because of the discriminatory tariff 
abolition by H on imports from P only. 

(iii) TC 11 is the replacement of H's imports of X z from producers in 
P by producers in W. 

(iv) TD 11 is the replacement of H's imports of X z from producers in 
W by producers in P due to the discriminatory tariff on imports 
from W. 

Under TC I, H ends up trading with W only. Its domestic price 
ratio falls, but the country continues to face the same foreign price 
ratio as before. This is given by W, i.e. dp = O. Moreover, the fall in 
H's tariff rate implies that dt < O. Since dp = 0, equation (20) re
duces to: 

dU/UI = {ppH[(eZ - el)/(1 - el)]aXiapH + 
pZt(aEiapH)}dt. (21) 

If the industries operate under identical returns to scale, el = ez (con
stant returns to scale is then a special case), equation (21) reduces to 
pZt(aEiapH)dt, which is necessarily positive. Therefore, TC I in
creases welfare, which is consistent with a result obtained by, inter 
alia, Batra (1975), hut it is a resuit that follows automatically from 
the definition of TC I: the replacement of the highest cost supplier by 
the least cost one under conditions of equal response by the two 
industries to output expansion and contraction must necessarily 
improve welfare! The first proposition ensues: 

(i) If the elasticity of returns to scale of the ex portable industry is 
equal to or greater than that of the importable industry, TC I always 
leads to improvement in welfare, given a positive price-output 
response. 

However, if el < ez, the sign of dU/UI is indeterminate. Hence, the 
second proposition: 

(ii) If the elasticity of returns to scale of the ex portable industry is 
smalter than that of the importable industry, TC I may lead to 
deterioration in welfare. 

Under TD I, H removes its tariff on imports from P (dt < 0) such 
that now it trades with P at P's tlt. Thus H's tlt become less favour
able, dp > O. The welfare effects of TD I are given by equation (20). 
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Assuming that el = e2 , this equation reduces to: 

=- dt+_ d. dU I dU I 
dt dp=O dp dt=o P 

In this case, dU/dt I dp = 0 dt > 0 and dU/dp I dt = 0 do < O. It is 
apparent that the sign of dU/UI will depend on the relative strength of 
these opposite forces. Note that this equation shows both the produc
tion and consumption gains emphasised by, inter alia, Lipsey (1957; 
1960) and Bhagwati (1971) and castigated by Johnson (1974) as a 
useless mathematical superstructure that is rendered redundant when 
a proper definition of TD is adopted - see the earlier sections of this 
chapter. However, all that can be stated in this case is the third 
proposition: 

(iii) In the presence 0/ variable returns to scale, TD I may lead to 
improvement in wel/are. 

Under TC 11, H completely removes its tariffs on imports from W 
so that H now trades with W only. Hence H's domestic price ratio 
comes down to W's tlt. Moreover, H gets an exogenous improvement 
in its tlt (dp < 0). Note that the switch in the source of supply of 
imports in this case leaves H's tariff unaltered (dt = 0). Therefore 
equation (20) reduces to: 

dUIU1 = (1 + t{pH[(e2 - el)/(l - el)]aXiapH 
+ pt(6EiapH) - E2(1 + t)} dp. 

If el = e2 , this equation reduces to: 

dUIU1 = (1 + t)[pt(aEiopH) - E2/(1 + t)]dp, 

(23) 

which is necessarily positive if the price-output response is positive, 
Le. aXiapH> O. Therefore, TC 11 improves social welfare, leading 
to the fourth proposition: 

(iv) I/ the elasticity 0/ returns to scale 0/ the ex portable industry is 
equal to or greater than that 0/ the importable industry, TC II leads 
to improvement in wel/are when there is a positive price-output 
response. 
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However, if et = e2 , then the sign of dUIUt is indeterminate. 
Hence, proposition five: 

(v) I/ the elasticity 0/ returns to scale 0/ the exportable industry is 
smaller than that 0/ the importable industry, TC II may lead to a 
reduction in wel/are. 

The authors finally consider the welfare implications of TD 11. 
Here, Himposes a discriminatory tariff against imports from W, 
given, initially, the same tariff on all sources of supply with zero 
tariffs being a special case. It follows that H trades with P only at P's 
tlt. Because there is no tariff on imports from P, dt = O. However, 
the switch in the source of supply from W to P leads to a deterioration 
in the terms of trade, dp > O. The welfare effects in this case are also 
given by equation (23). It follows that if el ~ e2 then dUIU1 < O. 
Hence the sixth proposition: 

(vi) I/ the elasticity 0/ returns to scale 0/ the exportable industry is 
equal to or greater than that 0/ the importable industry, TD II leads 
10 a deterioration in wel/are when there is a positive price-output 
response. 

However, if et < e2 then the sign of dUIUt is indeterminate. Hence 
the final proposition: 

(vii) I/ the elasticity 0/ returns to scale 0/ the ex portable industry is 
smaller than that 0/ the importable industry, TD II may lead to 
improvement in wel/are. 

I have singled out this contribution in order to demonstrate the 
proposition that the mathematical treatment of TC and TD under 
conditions of economies of scale is either unnecessary (there is 
nothing in these propositions that could not be derived from pure 
intuition, and some of the definitions are redundant, i.e. a CU with 
the least cost supplier - TC I - is tantamount to a poliey of free trade) 
or useless (why should similar eountries wish to establish a CU? If 
CU's are to be formed for purely economic reasons, then, as I have 
demonstrated in this chapter, only those countries which are initially 
competitive but potentially complementary would contemplate it!). 
Thus it appears that the situations tackled in the manner described 
here are made purely for their mathematical convenienee (simple and 
irrelevant assumptions) rather than to advance our knowledge in this 
field of economics. That is why the main method of exposition in this 
book is geometrical, unless the situation dietates otherwise. 
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DOMESTIC DISTORTIONS 

A substantial literature tried to tackle the important question of 
whether or not the formation of a CU may be economically desirable 
when there are domestic distortions. Such distortions could be attri
buted to the presence of trade unions which negotiate wage rates in 
excess of the equilibrium rates or to governments introducing mini
mum wage legislation - both of which are widespread activities in 
most countries. It is usually assumed that the domestic distortion 
results in a social average cost curve which lies below the private one. 
Hence, in Figure 2.4, which is adapted from Figure 2.3, I have 
incorporated A eH and AGas the social curves in the context of 
econornies of scale and aseparate representation of countries H and P. 

Note that AC~ is drawn to be consistently above ASw while AC~ is 
below it for high er levels of output. Before the formation of a CU, 
H may have been adopting a made-to-measure tariff to protect its 
industry but the first-best policy would have been one of free trade as 
argued in the previous section. Hence, the formation of the CU will 
lead to the same effects as in the previous section with the exception 
that the cost-reduction effect (area b) will be less by DD' times Oql' 
For P, the effects will be: (i) as before, a consumption gain of area c; 
(ii) a cost-reduction effect of area e due to calculations relating to 
social rather than private costs; (iii) gains from sales to Hof areas d1 

and dz with d1 being an income transfer from H to P and dz the 
difference between domestic social costs in P and P w = the world 
price; and (iv) the social benefits accruing from extra production 
made possible by the CU area f = which is measured by the extra 
consumption multiplied by the difference between Pw and the 
domestic social costs. 

This analysis does not, however, lead to an economic rationale for 
the formation of a CU since P could have used first-best policy 
instruments to eliminate the divergence between private and social 
costs. This would have made AG the operative cost curve, and 
assuming that DH + P + w is the world demand curve, this would have 
led to a world price of OF and exports of q3qS and qSQ6 to Hand W 
respectively with obviously greater benefits than those offered by the 
CU. Hence the economic rationale for the CU will have to depend on 
factors that can explain why first-best instruments could not have 
been employed in the first instance (Jones, 1980). In short, this is not 
an absolute argument for CU formation. 
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GENERAL EQUILIBRIUM ANALYSIS 

The conclusions of the partial equilibrium analysis can easily be 
illustrated in general equilibrium terms. To simplify the analysis we 
shall assurne that H is a 'smalI' country while P and Ware 'large' 
countries, i.e. H faces constant tlt (tp and tw) throughout the analysis. 
Also, in order to avoid repetition, the analysis proceeds immediately 
to the Cooper/Massell proposition. 

In Figure 2.5., HH is the production possibility frontier for H. 
Initially, H is imposing a prohibitive non-discriminatory tariff which 
results in PI as both the production and consumption point, given 
that tw is the most favourable tlt, i.e. W is the most efficient country in 
the production of Clothing (C). The formation of the . CU leads to 
free trade with the partner, P, hence production moves to P2 where tp 

is at a tangent to HH, and consumption to C3 where CICs is at a 
tangent to tp . A unilateral tariff reduction (UTR) which results in P2 
as the production point results in consumption at C4 on CIC6 (if the 
tariff revenue is returned to the consumers as a lump sum) or at C3 (if 
the tariff revenue is retained by the government). Note that at C4 

trade is with W only. 
Given standard analysis, it should be apparent that the situation of 

UTR and trade with W results in exports of AP2 wh ich are exchanged 

F, 

o ~ ________________ -L ______ ~ ______________ ~ 

c 

Figure 2.5 General equilibrium of the CooperiMassell argument. 
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for imports of AC of which C3C is the tariff revenue. In terms of 
Johnson's distinction between consumption and production gains and 
rsis method of calculating them (see EI-Agraa, 1983b, Chapters 4 and 
10), these effects can be expressed in relation to Food (F) only. Given 
a Hicksian income compensation variation, it should be clear that: (i) 
FjFz is the positive consumption effect; (ii) FzF3 is the production 
effect (positive due to curtailing production of the protected com
modity); and (iii) F3F4 is the tariff revenue effect. Hence the differ
ence between CU formation and a UTR (with the tariff revenue 
returned to the consumer) is the loss of tariff revenue F3F4 (C4 

compared with C3). In other words, the consumption gain FjFz is 
positive and applies in both cases but in the Cooper/Massell analysis 
the production effect comprises two parts: (i) a pure TC effect equal 
to F2F4 ; and (ii) a pure TD effect equal to F3F4 • Hence FzF3 is the 
difference between these two effects and is, therefore, rightly termed 
the net TC effect. 

Of course, the above analysis falls short of a general equilibrium 
one since the model does not endogenously determine the tlt - see 
EI-Agraa (1983b, Chapter 5). However, as suggested above, such 
analysis would require the use of offer curves for all three countries 
both with and without tariffs. Unfortunately such an analysis is still 
awaited - the attempt by Vanek (1965) to derive an 'excess offer 
curve' for the potential union partners leads to no more than a 
specification of various possibilities; and the contention of Wonna
cott and Wonnacott (1981) to have provided an analysis incorporat
ing a tariff by W is unsatisfactory since they assume that W's offer 
curve is perfectly elastic - see below. 

THE TERMS OF TRADE EFFECTS 

So far the analysis has been conducted on the assumption that CU 
formation has no effects on the tlt, which implies that the countries 
concerned are too insignificant to have any appreciable inftuence on 
the international economy. Particularly in the context of the EC and 
groupings of similar size, this is a very unrealistic assumption. 

The analysis of the effects of CU formation on the tlt is not only 
extremely complicated but is also unsatisfactory since a convincing 
model incorporating tariffs by all three areas of the world is still 
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awaited - see Mundell (1964), Arndt (1968; 1969) and Wonnacott 
and Wonnacott (1981). To demonstrate this, let us consider Arndt's 
analysis, which is directly concerned with this issue, and the Wonna
cotts' analysis, whose main concern is the Cooper/Massell criticism 
but which has some bearing on this matter. 

In Figure 2.6, 0H' Op and Ow are the respective offer curves of H, 
P and W. In section (a) of the figure, His assumed to be the most 
efficient producer of commodity Y, while in section (b), Hand P are 
assumed to be equally efficient. Assuming that the free trade tlt are 
given by OTo , H will export q6hl of Y to W in exchange for Oq6 
imports of commodity X, while P will export qJJl of Y in exchange for 
Oql of commodity X, with the sum of Hand P's exports being exactly 
equal to OX3 • 

When Himposes an ad valorem tariff, its tariff revenue-distributed 
curve is assumed to be displaced to 0' H' altering the tlt to OTl • This 
leads to a contraction of H's trade with Wand, at the same time, 
increases P's trade with W. In seetion (a) of the figure, it is assumed 
that the net effect of Hand p's trade changes (contraction in H's 
exports and expansion in P's) will result in a contraction in world 
trade. It should be apparent that, from H's point of view, the 
competition of P in her exports market has reduced the appropriate
ness of the Cooper/Massell alternative of a (non-discriminatory) 
UTR. 

Note, however, that H's welfare may still be increased in these 
unfavourable circumstances, provided that the move from hl to h2 is 
accompanied by two conditions. It should be apparent that the larger 
the size of P relative to Hand the more elastic the two countries' 
offer curves over the relevant ranges, the more likely it is that H will 
lose as a result of the tariff imposition. Moreover, given the various 
offer curves and H's tariff, H is more likely to sustain a loss in 
welfare, the lower her own marginal propensity to spend on her 
export commodity, X. H, in terms of consumption, commodity Y is a 
'Giffen' good in country H, h2 will be inferior to hl • 

In this illustration, country H experiences a loss of welfare in case 
(a) but an increase in case (b), while country P experiences a welfare 
improvement in both cases. Hence, it is to H's advantage to persuade 
P to adopt restrictive trade practices. For example, let P impose an 
ad valorem tariff and, in order to simplify the analysis, assurne that in 
section (b) Hand P are identical in all respects such that their 
revenue-redistributed offer curves completely coincide. In both sec
tions of the figure, the tlt will shift to OTt , with h3 , P3 and W 2 being the 
equilibrium trading points. In both cases, P's tariff improves H's 
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welfare but P gains only in case (b), and is better off with unrestricted 
trade in case (a) in the presence of tariff imposition by H. 

The situation depicted in Figure 2.6 illustrates the fundamental 
problem that the interests, hence the policies, of Hand P may be 
incompatible: 

Country [H] stands to gain from restrictive trade practices in [P], 
but the latter is better off without restrictions - provided that [H] 
maintains its tariff. The dilemma in which [H] finds itself in trying 
to improve its terms of trade is brought about by its inadequate 
control of the market for its export commodity. Its optimum trade 
policies and their effects are functions not only of the demand 
elasticity in [W] but also of supply conditions in [P] and of the 
latter's re action to a given policy in [H]. 
Country [H] will attempt to influence policy making in [P]. In view 
of the fact that the latter may have considerable inducement to 
pursue independent policies, country [H] may encounter formid
able difficulties in this respect. It could attempt to handle this 
problem in a relatively loose arrangement along the lines of inter
national commodity agreements, or in a tightly controlled and 
more restrictive set-up involving an international cartel. The diffi
culty is that neither alternative may provide effective control over 
the maverick who stands to gain from independent policies. In that 
case a [CU] with common tariff and sufficient incentives may work 
where other arrangements do not. (Arndt, 1968, p. 978) 

Of course, the above analysis relates to potential partners who 
have similar economies and who trade with W, with no trading 
relationships between them. Hence, it could be argued that such 
countries are ruled out, by definition, from forming a CU. Such an 
argument would be misleading since this analysis is not concerned 
with the static concepts of TC and TD; the concern is entirely with tlt 
effects, and a joint trade policy aimed at achieving an advantage in 
this regard is perfectly within the realm of international economic 
integration. 

One could ask about the nature of this conclusion in a model which 
depicts the potential CU partners in a different light. Here, Wonna
cott and Wonnacott's (1981) analysis may be useful, even though the 
aim of their paper was to question the general validity of the Cooperl 
Massell criticism, when the tlt remain unaltered as a result of CU 
formation. However, this is precisely why it is useful to explain the 
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Wonnacott's analysis at this juncture: it has some bearing on the tlt 
effects and it questions the CooperlMassell criticism. 

The main point of the Wonnacotts' paper was to contest the 
proposition that UTR is superior to the formation of a CU, hence the 
tlt argument was a side issue. They argued that this proposition does 
not hold gene rally if the following assumptions are rejected: 

(i) that the tariff imposed by a partner (P) can be ignored; 
(ii) that W has no tariffs; and 
(iii) that there are no transport costs between members of the CU (P 

and H) and W. 

Their approach was not based on tlt effects or economies of scale and, 
except for their rejection of these three assumptions, their argument 
is also set entirely in the context of the standard two-commodity, 
three-country framework of CU theory. 

The basic framework of their analysis is set out in Figure 2.7. 0H 
and 0 p are the free trade offer curves of the potential partners whilst 
O~ and O~ are their initial tariff-inclusive offer curves. O!V and O~ 
are W's offer curves depending on whether the prospective partners 
wish to import commodity X (O!v) or export it (O~). The inclusion of 
both O~ and O~ meets the Wonnacott's desire to reject assumption 
(i) whilst the gap between O!V and O~ may be interpreted as the 
rejection of (ii) and/or of (iii) - see Wonnacott and Wonnacott (1981, 
pp. 708-9). 

In addition to these offer curves, I have inserted in Figure 2.7 
various trade indifference curves for count ries Hand P (TH ... and Tp ... 

respectively) and the pre-CU domestic tlt in H (01), O~, is drawn 
parallel to O~ from the point c where Op intersects 0 1, 

The diagram is drawn to illustrate the case where a CU is formed 
between Hand P with the CET set at the same rate as H's initial 
tariff on imports of X and where the domestic tlt in H remain 
unaltered so that trade wtih W continues after the formation of the 
CU. With its initial non-discriminatory tariff, H will trade along O~ 
with both P (Oa) and with W (ab). The formation of the CU means 
that Hand P's trade is determined by where Op intersects 0 1 (Le. at 
c) and that H will trade with W along cO~, (drawn parallel to OO~). 
The final outcome for H will depend on the choice of assumptions 
about wh at happens to the tariff revenue genera ted by the remaining 
extern al trade. If there is no redistribution of tariff revenue in H, 
then traders in that country will remain at point d. The tariff revenue 



44 Theory 

y 

0, 

o x 

Figure 2.7 UTR versus customs unions 

genera ted by the extern al trade of the CU with W is then shown to be 
equal to ed (measured in units of commodity X) which represents a 
reduction of be compared with the pre-CU tariff revenue in H. 
Further , if procedures similar to those of the European Community 
were adopted, the revenue ed would be used as an 'own resource' 
(see Chapter 12) to be spent/distributed for the benefit of both 
members of the CU whereas the pre-union tariff revenue (bd) would 
be kept by country H. 

It can be seen that country P will benefit from the formation of the 
CU even if it receives none of this revenue, but that H will undoub
tedly lose even if it keeps all the post-union tariff revenue. This is the 
case of pure TD and, in the absence of additional income transfers 
from P, H clearly cannot be expected to join the CU even if it 
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considers that this is the only alternative to its initial tariff policy. 
There is no rationale, however, for so restricting the choice of policy 
alternatives. UTR is unambiguously superior to the initial tariff 
policy for both Hand P and, compared with the non-discriminatory 
free trade policies available to both countries (wh ich take country H 
to T~ at 1 and country P to T~ at g), there is no possible system of 
income transfers from P to H which can make the formation of a CU 
Pareto-superior to free trade for both countries. It remains true, of 
course, that country P would gain more from membership of a CU 
with H than it could achieve by UTR but, provided that H pursues its 
optimal strategy, which is UTR, country P itself can do no better 
than follow suit so that the optimal outcome for both countries is 
multilateral free trade (MFT). 

Of course, there is no apriori reason why the CU, if created, 
should set its CET at the level of country H's initial tariff. Indeed, it is 
instructive to consider the consequences of forming a CU with a 
lower CET. The implications of this can be seen by considering the 
effect of rotating Ot anticlockwise towards O~. In this context, the 
moving Ot line will show the post-union tlt in countries Hand P. 
Clearly, the lowering of the CET will improve the domestic tlt for H 
compared with the original form of the CU and it will have a trade 
creating effect as the extern al trade of the CU will increase more 
rapidly than the decline in intra-union trade. Compared with the 
original CU, H would gain and P would lose. Indeed, the lower the 
level of the CET, the more likely is H to gain from the formation of 
the CU compared with the initial non-discriminatory tarif!. As long as 
the CET remains positive, however, H would be unambiguously 
worse off from membership of the CU than from UTR and, although 
P would gain from such a CU compared with any initial tariff policy it 
mayadopt, it remains true that there is no conceivable set of income 
transfers associated with the formation of the CU which would make 
both Hand P simultaneously better off than they would be if, after 
H's UTR, P also pursued the optimal unilateral action available - the 
move to free trade. 

It is of course true that, if the CET is set at zero, so that the rotated 
Ot coincides with O~, then the outcome is identical with that for the 
unilateral adoption of free trade for both countries. This, however, 
merely illustrates how misleading it would be to describe such a 
policy as 'the formation of a CU'; a CU with a zero CET is in dis
tinguishable from a free trade policy by both countries and should 
surely be described solely in the latter terms. 
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One can extend and generalise this approach beyond what has 
been done he re - see EI-Agraa and lones (fortheoming) and Berglas 
(1983). The important point, however, is what the analysis clearly 
demonstrates: the assumption that the tlt should remain eonstant for 
members of a CU, even if both countries are 'small' , leaves a lot to be 
desired. But it should also be stressed that the Wonnaeotts' analysis 
does not take into eonsideration the tariffs of Hand P on trade with 
W nor does it deal with a genuine three-eountry model sinee W is 
assumed to be very large: W has constant tlt. 

CONCLUSIONS 

The conclusions reaehed he re are eonsistent with my (1979b) eon
clusions and with those of lones (1979), lones in EI-Agraa and lones 
(1981) and Corden (1984); the contributions by Dixit (1975), Berglas 
(1979), Collier (1979), Riezman (1979), Whalley (1979), MeMillan 
and MeCann (1981) and Wonnaeott and Wonnaeott (1981) do not 
affeet these conclusions sufficiently to merit separate eonsideration. 

The conclusions are: 
Firstly, that the rationale for regional eeonomic integration rests 

upon the existence of eonstraints on the use of first-best poliey 
instruments. Economie analysis has had little to say about the nature 
of these constraints, and presumably the evaluation of any regional 
seheme of economie integration should ineorporate a eonsideration 
of the validity of the view that such constraints do exist to justify the 
pursuit of second- rather than first-best solutions. 

Seeondly, that even when the existenee of eonstraints on superior 
poliey instruments is acknowledged, it is misleading to identify the 
results of regional eeonomic integration by eomparing an arbitrarily 
chosen eommon policy with an arbitrarily chosen national poliey. Of 
course, ignorance and inertia provide suffieient reasons why existing 
policies may be non-optimal but it is clearly wrong to attribute gains 
which would have been aehieved by appropriate unilateral action to a 
poliey of regional economie integration. Equally, although it is ap
propriate to use the optimal eommon poliey as a point of referenee, it 
must be reeognised that this may overstate the gains to be aehieved if, 
as seems highly likely, eonstraints and inefficiencies in the politieal 
processes by wh ich policies are agreed prove to be greater among a 
group of countries than within any individual eountry. 

Although the first two eonclusions raise doubts about the ease for 
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regional economic integration, the third conclusion is that a strong 
general case for economic integration does exist, in principle at least. 
In unions where economies of scale may be in part external to 
national industries, the rationale for economic integration rests es
sentiaHy upon the recognition of the externalities and market imper
fections which extend beyond the boundaries of national states. 
Under such circumstances, unilateral national action will not be 
optimal whilst integrated action offers the scope for potential gain. 

As with the solution to most problems of externalities and market 
imperfections, however, customs union theory frequently illustrates 
the proposition that a major stumbling-block to obtaining the gains 
from joint optimal action lies in agreeing an acceptable distribution 
of such gains. Thus the fourth conclusion is that the achievement of 
the potential gains from economic integration will be limited to 
countries able and willing to cooperate to distribute these gains so 
that aH partners may benefit compared to the results achieved by 
independent action. It is easy to argue from this that regional econ
omic integration may be more readily achieved than global solutions 
but, as the debate about monetary integration in the EC illustrates, 
the chances of obtaining potential mutual gains may weH founder in 
the presence of disparate views about the distribution of such gains 
and weak arrangements for redistribution. 

It should be emphasised that these conclusions relate only to the 
customs union and free trade area types of economic integration. 
One should not jump to the conclusion that they apply in the case of 
more involved schemes of integration (such as common markets, 
economic unions, etc.) until one has considered the implications of 
the analyses of such unions. 

Notes 

1. The reader should note that I am using Johnson's (1974) definition so as to 
avoid the unnecessary literature relating to a trade-diverting welfare
improving customs union promoted by Lipsey (1960), Bhagwati (1971) 
and Kirman (1973) - see EI-Agraa and Jones (1981, Chapter 2) and 
Corden (1984). 

2. Note also that this analysis is not confined to net importing countries. It is 
equally applicable to net exporters, but lack of space prevents such 
elaboration - see EI-Agraa (1984a, Chapter 7) for a detailed discussion. 



3 Customs Unions Versus 
Free Trade Areas 

INTRODUCTION 

Although the bulk of the theoretical literature on international 
economic integration deals with the formation of customs unions 
(CUs), it should be apparent that the basic framework employed can 
easily be extended to tackle the problems of free trade areas (Fr As). 
Recall thatboth CUs and FTAs share the common characteristic of 
the complete rem oval of tariffs and other trade impediments on all 
trade between the partners, but that the two forms of economic 
integration are distinguishable from each other in two main respects: 
in a FrA, (i) member nations retain their freedom to determine their 
extra-union tariffs and general commercial policies, and because this 
freedom may result in differing tariff rates in the member countries, 
this creates an atmosphere for importing from third countries via the 
nation with the lower tariff rate, (ii) they will most likely employ 
some sort of 'mIes of origin' to ensure that only those commodities 
which are entirely or largely produced within the FrA should be 
exempt from customs duties. Hence, apart from the features dis
cussed below, there are basically no theoretical differences between 
CUs and FrAs. 

THE DIFFERENCES 

When members of a FrA retain different commercial policies against 
the rest of the world (W), this may lead to certain complications. 
Assuming that these differences relate to tariffs only, then the 

maintenance of differing tariff rates of duties in trade with [W] will 
create possibilities for deflection of trade, production and invest
ment. Deflection of trade will occur if the trade barriers of high
tariff member countries are circumvented through the importation 
of products originating outside the area from low-tariff members. 
If no precautionary measures were taken and tariff differentials 
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exceeded the additional costs of transportation, imports would 
enter the [FrA] via the country which applies the lowest tariff on 
the commodity in question . . . 

Besides causing deftection of trade, the establishment of a [FrA] 
may bring about an uneconomic structure of production. The 
manufacture of products which contain a high percentage of 
foreign-made materials and semi-finished products will shift to 
low-tariff countries if differences in tariffs outweigh differences in 
production. . . . The ensuing reallocation of resources will have 
detrimental effects on world efficiency since the pattern of produc
tive activity will not follow the lines of comparative advantage but 
rather the difference in duties. 

Deftection of production mayaiso be accompanied by undesir
able movements of capital funds. The establishment of the so
called tariff factories is a case in point; other things being equal, 
foreign investors will move funds to countries with lower tariffs on 
raw materials and semi-manufactured products. Similarly, factor
ies will be set up to assemble parts produced in [W] with low labour 
costs if tariff advantages make this operation possible. (Balassa, 
1961, pp. 70-71) 

Before I proceed to examine Balassa's proposition in some detail, 
let me first discuss the concepts of trade creation (TC), trade diver
sion (TD) and trade deftection in a manner that makes it easy to 
distinguish between CUs and FrAs. 

TRADE CREA nON 

Consider a situation where the following conditions hold initially: 

PI < P3 (1 + (1) 

PI< P2 (1 + (1) 

P2 < P3 (1 + (2) 

P2 < PI (1 + (2) 

(1) 
(2) 
(3) 
(4) 

where: Pis the unit price of a particular commodity; 1,2 and 3 are 
the three exclusive and mutually exhaustive areas of the world, with 1 
and 2 as the potential integration partners (H and P in the previous 
chapter) and 3 as W; and 1 is the ad valorem tariff duty levied on 
i~ported finished products. 
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The first and second conditions ensure that country 1 is producing 
enough to satisfy its domestic demand, i.e. its tariff rate is prohibi
tive. The third and fourth conditions ensure the same outcome for 
country 2. 

When countries 1 and 2 form a FrA, they maintain their initial 
tariff rates on imports from 3, but abolish them for mutual trade. 
Assuming that PI > P2 > P3 , the first and third conditions will still 
hold true. However, since P2 < Pu country 1 will now give up the 
production of this commodity and import it from its partner. This is 
TC: a lower cost FrA partner is substituted for the higher cost horne 
producers without having any repercussions on W. (See Chapter 2 for 
a more specific definition.) Alternative assumptions either do not 
affect this outcome (PI> P3 > P2 ; P3 > PI > P2), or make country 1 
the recipient of the gains from TC (P2 > PI > P3 ; P2 > P3 > PI; 
P3 > P2 > PI) given the appropriate specification of the conditions. 

If, instead of forming a FrA, countries 1 and 2 decide to establish a 
CU, they will have to adopt a common extern al tariff (CET), as weIl 
as abolish tariffs on their mutual trade. Let us assurne that the CET is 
set equal to the unweighted arithmetical average of the initial tariff 
rates, i.e. [(f +(2)/2 = f']. 

Now, if t) is initially equal to t2 , there is no difference between a CU 
and FrA. However, if tl is initially higher than t2 , t2 must rise as a 
consequence of the adoption of a CET. Hence, the third condition 
will still hold true - country 2 will still not import from W. At the 
same time, t l must fall. The question arises as to whether t l will fall to 
such an extent as to reverse condition (1) [PI> P3 (1 - t')], because 
if such a situation were to arise, country 1 would import this com
modity from W. Since P2 is less than P3( 1 + t')1 and less than PI' P2 
can never be higher than P3 ( 1 + t') at the same time. Hence the only 
possible outcome is that country 1 will import this commodity from 
country 2 after the formation of the CU. 

If t2 , is initially lower than t2 , tl must rise whilst t2 must fall as a 
result of the adoption of a CET. When tl rises, condition (1) will still 
hold true. Since P2 < PI' country 1 will import the commodity from 
country 2 provided, of course, that P2 does not exceed P3 (1 + t'). 
Hence the only possible outcome is that neither country 1 nor 
country 2 will import this commodity from W; country 2 will capture 
the CU market. This is TC. 
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TRADE DIVERSION 

Now consider the case where the following conditions hold initially: 

PI> P3 (1 + t1) 

PI< P2 (1 + t1) 

P2 < P3 (1 + t2) 

(4) 
(2) 
(3) 

Conditions (2) and (4) ensure that country 1 is importing this com
modity from W initially, whilst condition (3) guarantees that country 
2 has a prohibitive tariff rate with respect to imports from W. 

When countries 1 and 2 establish a FrA, both conditions (4) and 
(3) will still hold true. If one assurnes that PI > P2 , country 1 will 
start importing this commodity from country 2 (instead of from W), 
but only if P2 < P3 (1 + t1). If t ~ t2 this condition is readily satisfied 
by implication - condition (3). If, however, t1 < t2 , there is a possi
bility that country 1 may continue to import from W; this possibility 
dearly depends on the extent of the tariff rate differential. Apart 
from this exception, here is a dear case of TD: the substitution of 
cheaper initial imports from W for more expensive imports from the 
FrA partner (P2 > P3 ). (See Chapter 2 for a more specific defini
tion. ) 

If, however, PI < P2 , country 1 will still continue to import from 
W, i.e. the FrA will have no effect as far as this commodity is 
concerned. 

If countries 1 and 2 form a CU rather than a FrA, there will be no 
difference between the two schemes if t1 = t2 initially, assuming that 
P2 < PI· If t1 < t2 initially, t 1 must rise and t2 must fall to the CET 
level. When this happens, t 1 may rise to such a level as to reverse 
condition (4). Under such circumstances t2 cannot fall to such an 
extent as to reverse condition (3), since this would imply that 
P2 > PI' which is ruled out by assumption. Hence condition (3) must 
still hold true. 

The reversing of condition (4) means that country 1 will no longer 
import this commodity from W. Since P2 < PI> country 1 will now 
import this commodity from country 2, the FrA partner. This is a 
dear case of TD. 

If subjecting t1 and t2 to a CET does not lead to areversal of either 
condition (4) or (3), TD will still take place particularly since 
PI > P3( 1 + t'), P2< P3( 1 + t') and P2 < P. 

A more interesting outcome is where a higher t1 does not reverse 
condition (4) but the lower t2 reverses condition (3). Under such 
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circumstances, country 1 will continue to import from Wand country 
2 will now give up its costly domestic production and import from W. 
This is extern al trade creation (ETC), a phenomenon which can only 
occur in the case of CU formation. 

H t1 > tz initially, t1 must fall and tz must rise in order to achieve a 
CET. Under such circumstances conditions (4) and (3) will always 
hold tme. Since Pz < P3( 1 + t') and P1 > Pz, the only possible out
come is that country 1 will start ·importing this commodity from 
country 2 instead of from W. This is therefore the dearest case of 
TD: the higher cost potential partner has the higher tariff rate 
initially. In Corden's terms,2 TD is the only possible outcome when 
tariffs are 'made to measure'. 

TRADE DEFLECTION 

It is possible that both countries 1 and 2 are importing a commodity 
initially. Under such circumstances, the following conditions must be 
satisfied: 

P1 > P3 (1 + t1) 

Pz > P3 (1 + tz) 
(4) 
(5) 

Because of these initial conditions, the assumption that P1 ~ Pz has 
no significance at this stage. Of course, the calculation of P1 and Pz is 
hypothetical under these circumstances. 

Assuming that t1 > tz, the price of this commodity in country 1 will 
exceed the price in country 2. It is apparent that country 1 could not 
have been importing this commodity via country 2, particularly since 
[P3( 1 + t2 )]( 1 + t1) is obviously in excess of P3( 1 + t1). Hence both 
countries must be importing directly from W. 

When countries 1 and 2 enter into a FT A, country 1 will import this 
commodity via country 2, provided the price differential exceeds the 
necessary transportation charges and provided that there are no 
'mIes of origin'3 to exdude this possibility. This phenomenon is 
referred to as 'deftection of trade' (the term is coined by Balassa 
(1962), p.70): the country that initially imported a commodity di
rectly from W now imports if indirectly via the partner with the lower 
tariff rate. 

H, however, countries 1 and 2 establish a CU, t1 will have to fall 
and t2 will have to rise in order to achieve a CET. Under such 
circumstances the price of this commodity will be the same in both 
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countries [i.e. PI = P2 = P3( 1 + t')]. Hence both countries will con
tinue to import this commodity direcdy from W. 

If t1 = t2 initially, then of course there is no difference between a 
CU and a FrA. 

Comparisons and Conclusions 

In spite of the fact that the above analysis is based on highly restric
tive assumptions, e.g. constant prices, one can still make some 
comparisons between CUs and FrAs. With regard to TC, there does 
not seem to be any fundamental difference between the two types of 
economic union. If there is any difference, it is likely to be one of 
magnitude, e.g. the effect of changing tariff rates in a CU on the 
volume of trade. 

As far as TD is concerned, however, there is a possibility that the 
adoption of a CET may lead to ETC in circumstances which might 
lead to TD in a FrA. This is by no means a remote possibility, since 
the requirement of irrational tariff levels cannot be readily discarded. 
In this respect, a CU is superior to a FrA. 

Trade deflection is a phenomenon peculiar to FrAs. If there exist 
no 'rules of origin', a FrA will produce a CET equal to the minimum 
tariff rate within the union. If this were the case, then a FrA would 
be superior to a CU; this conc1usion and its implications are rigor
ously demonstrated by Curzon Price in a book which deals exten
sive1y with some of the problems of FrAs (Curzon Price, 1974, Ch. 
10). 

Overall, one can argue that since most existing FrAs seem to have 
some sort of 'rules of origin', and since we have no evidence that 
tariffs are 'made to measure', it seems that the formation of a CU 
should be more encouraged than the establishment of a FrA. This 
conc1usion is reinforced if one takes into consideration the other 
phenomena of deflection of production and investment in FrAs, to 
which I now turn. 

DEFLECTION OF PRODUCTION AND INVESTMENT 

Deflection of production, unaccompanied by deflection of invest
ment, can occur only if both countries 1 and 2 are producing the sa~e 
commodity initially. Moreover, it is necessary to assume the eXlst
ence of excess capacity in the particular commodity in the country to 
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which production is to be deflected; otherwise, expenditure on addi
tional fixed capital equipment will become necessary and this would 
obviously represent a deflection of investment. 

The assumption concerning the existence of excess capacity un
doubtedly raises the problem of the effect of increased/decreased 
level of output on the marginal and average costs of production. I 
shall ignore this problem at this stage for reasons that will become 
apparent shortly. 

For both countries 1 and 2 to have been producing the same 
commodity prior to the formation of the FTA, the following condi
tions need to have been satisfied simultaneously in th<? initial situa
tion: 

PZ<PI 

Pz(l + tI) > PI 
(i) 

(ii) 

Condition (i) specifies that country 2 is more efficient than country 1, 
hence there is no need for country 2 to impose a tariff duty on country 
1. Condition (ii) ensures that country 1 has a prohibitive tariff rate. 
The conditions also imply that Weither does not produce this 
product, or does not trade in it. (One could introduce further in
equalities to ensure this result, but it is obvious that such conditions 
would be redundant.) 

Let us assurne that the price of this commodity is determined by 
the marginal (equal to the average) cost4 of production and that this 
cost is composed of two elements: the cost of the domestic factors 
employed per unit of extra output (q.p* where p* is the factor price 
and q is the physical quantity), and the cost ofimported raw materials 
(q. p;where P3 is the price of raw materials charged by Wand q is the 
physical quantity of imported raw materials). It therefore follows 
that: 

PI = qI·pi+ qi"p;(1 + ti) 
P2 = q2·P;+ q;.p;(1 + ti) 

(iii) 
(iv) 

where t* is the ad valorem tariff duty on imported raw materials and 
semi-manufactured goods. 

Let us ass urne that the physical quantities of factor imports are the 
same for both countries. Then the price definitions become: 

PI = q·pi+ q* .p;(1 + ti) 
Pz = q . pi + q* . pi (1 + ti) 

(iii' ) 
(iv') 

It is of course more realistic to assurne that an imported raw 
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material for one country is a domestic raw material for another. Such 
an assumption, realistic as it may be, will obscure the whole issue and 
will make complete nonsense of Balassa's proposition. The case 
where the prices of the imported raw materials are different is 
discussed in a later section. 

At this point it is necessary to establish that there is in fact a 
comparative cost advantage. This obviously cannot be taken to refer 
to the price charged for imported raw materials or to their physical 
quantities. If there is any advantage it must be entirely due to a tariff 
differential. I shall follow Balassa and assume that ti> ti. If there 
exists any true comparative cost advantage it must, therefore, relate 
to the domestic costs of production. 

It is implicit in the price definitions that the commodity is produced 
under the same technological conditions in both countries. A true 
comparative cost advantage in country 1 must mean that q' pi < q' pi 
Since the physical quantity is the same, then the cost advantage must 
refer to a factor price differential, i.e. pi< pi. 

This point might require further explanation. In order to avoid the 
existence of any comparative cost advantage regarding imported raw 
materials except for the tariff differential, the physical quantities of 
these materials must be the same for both countries. Since it is 
assumed that this commodity is subject to the same production 
function, it follows that the physical quantity of domestic materials 
must also be the same per unit of output for both countries. The only 
difference is that the price per unit of domestic materials must be 
lower in country 1 than in country 2. 

Admittedly, this implies that the production function exhibits fixed 
coefficients of production, i.e. the elasticity of substitution between 
foreign and domestic inputs per unit of this commodity is equal to 
zero. 5 But this is unavoidable if comparative cost advantage is to be 
meaningful in this particular context. Otherwise, if each country 
substitutes more of the relatively cheaper factor for the relatively 
dearer one, country 1 will employ more domestic materials and less 
imported materials. Country 2 will substitute in the opposite direc
tion. This substitution will continue until the cost of production is the 
same in both countries (after the formation of a FrA). 

The final outcome of such substitution is that the initial input 
composition necessary for producing a unit of this commodity be
comes different in the two countries. This by no me ans suggests that 
production will be curtailed in country 1 and expanded in country 2, 
unless the total demand for this commodity changes in such a way as 
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to bring this result about. Under such circumstances the change in the 
production pattern has nothing to do with supply conditions. There 
is, therefore, no plausible reason why such a phenomenon should be 
associated with Balassa's proposition; itis simply a natural factor 
substitution situation in its simplest possible (textbook) form. 

Establisbment of a FT A 

When countries 1 and 2 establish a FrA, they abolish their tariff rates 
of duty on inter-area trade in finished products (tl = 0) and maintain 
their CETs on finished products, raw materials and semi
manufactured products coming from W (ti> ti). It is then apparent 
from (i) and (ii) that country 1 will cease production of this commod
ity and that country 2 will take over its entire production. 

Let us ex amine this situation closely. Substituting the definitional 
equations (Hi') and (iv') into (i) gives: 

q. p; + q* .p;(1 + t;) < q·pi + q* .p;(1 + ti) 
Rearranging and simplifying gives: 

q( p; - pi) < q* ·p;(ti- t;) (v) 

It is obvious that if this condition is fulfilled, then the domestic cost 
difference must fall short of the imported cost difference, the latter 
being entirely due to the tariff differential. This condition, therefore, 
states more precisely Balassa's proposition that deflection of pro duc
tion will take place when the tariff differential advantage exceeds the 
comparative cost disadvantage taking into account transport costs. It 
must be emphasised, however, that the tariff rates of duty referred to 
are those imposed on semi-manufactured goods and raw materials, 
not tariffs on finished commodities. 

Let me be more precise about wh at condition (v) actually specifies. 
It states that for any given ratio of domestic materials to imported 
raw materials and semi-finished goods (q/q*) and given the import 
price of these intermediate goods (PD, the higher (lower) the factor 
price differential (P2 * - P1 *), the lower (higher) the tariff differential 
(tl * - 12*) that is necessary to ensure that deflection of production 
and investment will take place. Expressed differently, for any given 
differential in factor prices, intermediate imported goods prices and 
tariff rates, the higher (lower) the ratio of imported intermediate 
goods to domestic materials, the more (less) is the likelihood of 
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deftection of production and investment, which is Balassa's way of 
expressing it. 

Constant Costs 

It is now important to discuss the significance of omitting the crucial 
relationship between optimum output and minimum costs. The jus
tification is that if, as country 2 expands its production of this 
commodity, the marginal cost (equal to the average) falls to such an 
extent as to make the cost of production the same in both countries, 
then the term comparative cost advantage will become devoid of any 
meaning. In order to make any sense of the term, one has to assume 
that even if country 2's industry were to operate at an optimum level, 
its marginal cost would still be higher than country l's. In other 
words, even if it is assumed that the optimum level of production and 
the optimum plant size are exactly the same in both countries, and 
even if these were actually realised in both countries, country 1 would 
still produce at a lower marginal cost of production, i.e. the only 
difference would be due to a factor price differential. 

If deftection of investment were also to occur, the marginal cost 
calculations could be affected in two opposing ways. Firstly, the 
expenditure on fixed capital equipment, particularly if it is not 
expected to have a long life, would raise the cost calculations. 
Secondly, the newly acquired fixed capital might be technologically 
more advanced (economically more efficient) thus leading to lower 
cost calculations overall. Bearing in mind the argument of the pre
vious paragraph, it must again be assumed that the net result of these 
counteracting forces would leave the domestic cost differential intact. 
Otherwise the term comparative cost advantage must be given a 
dynamic interpretation, in which case Balassa's proposition becomes 
completely meaningless. 

Only One Country Producing the Commodity 

If country 1 had been the only country producing this commodity 
before the formation of the FrA, the following condition must have 
been satisfied: 

(vi) 
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This is the reverse of condition (ii) and it ensures that either country 2 
is not consuming this commodity at aIl, or is importing it from its 
potential FrA partner. Since this commodity is not produced at all in 
country 2 initiaIly, the cost calculations are subject to the difficulties 
regarding hypothetical estimates; Meade (1955b) pioneered a tax
onomic approach for calculating costs under such circumstances. It is 
assumed that such calculations can be accurately made. 

The condition that must necessarily be satisfied in order that 
production should be deftected to country 2 after the formation of a 
FrA is: 

(vii) 

subject to the reservation regarding hypothetical cost calculations 
and that condition (vi) is satisfied prior to the formation of the FrA. 

It is quite obvious that if (vi) is fulfilled (with positive tariffs), (vii) 
will never be satisfied: if P2 exceeds Pt(1 + (2)' it can never be less 
than Pt! 

Note that when structural changes are being considered, produc
tion costs and investment calculations must be made simultaneously. 
Hence, neither deftection of production nor deftection of investment 
can occur when only one country is producing the commodity ini
tiaIly. If tariff rates were negative (i.e. subsidies), then Balassa's 
proposition would make no sense at aIl: either a country's compara
tive cost advantage is reinforced or its domestic cost disadvantage is 
negated! 

With regard to this case, the analysis has been conducted on the 
assumption that country 1 is producing the commodity initiaIly. 
However, the analysis could very weIl be conducted on the assump
tion that country 2 is producing the commodity initiaIly. The conclu
sion is of course still the same, in that it would not be possible for 
country 1 to take over the production of this commodity. 

What is the implication of this? If country 1 has a true comparative 
cost advantage in producing this commodity, then in the case when it 
is the only country producing the commodity initially, country 2 will 
never be able to compete when a FrA is established. However, when 
only country 2 is producing the commodity initially, no deftection is 
possible, even though country 1 has a true comparative advantage. 
This seems to suggest an historical incidence creating an unfair 
advantage: an infant industry case! 
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Price Discrimination 

So far I have considered the case of deftection of production and 
investment where the price of imported raw materials is the same in 
both countries 1 and 2. Due to certain institutional factors, however, 
the price may be different for the two countries, even if they import 
from the same source, i.e. W practises price discrimination. Under 
such circumstances the cost of imported raw materials and semi
manufactured goods will be different for the potential FrA partners, 
even though the quantity of these factors per unit of output is the 
same for both countries. 

The price equations then become: 

Pl = q'pi+ q*'p;l(l + ti) 
P2 = q 'p;+ q* ·pi.i 1 + ti) 

where Pi.l 0/= P;2 

(iii") 
(iv") 

A new definition of comparative cost advantage is then necessary 
since the cost of both imported raw materials and domestic materials 
is different for the FrA potential partners. Hence, instead of pi< p;, 
comparative advantage must relate to: 

(viii) 

i.e. comparative advantage relates to the sum of both components of 
production, and rightly so. 

Substituting (iii") and (iv") into condition (i) gives: 

(i') 

If deftection of production and investment were to take place, then 
the formation of the FrA must result in condition (i') being satisfied. 
Rearranging (i') gives: 

q(p;- pi) < q*[pi.l (1 + ti) - pi,i1 + t;)] (v') 

which is Balassa's proposition restated to take into account the 
different definition of comparative advantage. 

This section of course relates to the case where both countries are 
producing the same commodity initially. The case where only one 
country is involved prior to the formation of the FrA does not 
require the price details: deftection of production and investment is 
never possible under such circumstances. 



60 Theory 

Moreover, one could consider more complicated situations, but it 
should be apparent by now that the more complicated the situation, 
the less clear is Balassa's proposition. 

Conclusion 

In conclusion it must be emphasised that Balassa is referring to 
deflection of production and investment in terms of shifts in produc
tion, i.e. only one of the potential partners is producing the com
modity initially. I have demonstrated that Balassa's proposition has 
no logical validity under such circumstances: deflection of production 
and investment can occur only when both potential partners are 
producing the same commodity initially. It must also be stressed, 
however, that this possibility is based on very strong assumptions, 
particularly the assumption that the country with the domestic cost 
advantage has a higher tariff rate of duty on imported intermediate 
goods. This suggests that the governments concerned are not only 
irrational in determining their tariff structures and levels, but also 
display ignorance of the effective protection afforded by trade im
pediments. 

My analysis also suggests the conclusion that there are situations 
where countries should be advised to establish CUs rather than 
FrAs. This can be explained thus: the theory of economic integration 
states that a CU (or a FrA) is more likely to bring benefits if the 
potential partners are initially competitive but potentially com
plementary; deflection of production and investment (given the 
stated assumptions) is likely to occur only under the same circum
stances; the formation of a CU will eliminate the tariff differential 
and will therefore dispose of the possibility of deflection. 

A THEORY OF FREE TRADE AREAS 

Shibata (1967) attempts an analysis which specifically incorporates 
the 'rules of origin' as an integral part of the definition of a FrA: 

a [FrA] is defined . . . as an internal grouping of . . . countries, 
each of which agrees to exempt from the tariffs and quantitative 
restrictions which it generally imposes on imported products, that 
part of those products which have originated or are produced in the 
territories of the other members of the group. (Shibata, 1967, 
p.68) 
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Shibata's analysis relates to two potential FrA partners (Countries 
Hand P) and W. He assumes the following: (i) both Hand P import 
an identical product from W; (H) both Hand P also produce wholly 
domestically perfect substitutes for this commodity - call them 
domestic-substitutes for short; (Hi) Hand P impose different specific 
tariffs (ts, which remain constant throughout the analysis) such that 
tH > tp ; and (iv) the traditional trade theory assumptions - normal 
supply and demand curves for Hand P and a perfectly elastic W 
supply curve for this commodity; perfect competition in both the 
commodity and factor markets in all three countries; complete ab
sence of transport costs; perfect factor mobility within each country, 
but complete lack of mobility across national frontiers; the only trade 
impediment is tariffs, which are defined as 'effective protective du
ties'; and fixed rates of exchange. 

Given these assumptions, the domestic price of this product in the 
initial situation is equal to Pw(1 + tH ) and Pw(1 + tp ) in Hand P 
respectively, where Pw is Ws import supply price - see Figure 3.1, 
where section (a) depicts P's supply and demand relationships and 
section (b) does so for H with three different demand curves. When 
Hand P form a FrA, the 'rules of origin' dictate that the domestic
substitute can be traded freely, while the identical import remains 
subject to tariffs. Shibata claims that this differential treatment of the 
identical products may create an 'artificial price differentiation' be
tween the imported product and its identical domestic-substitute. He 
explains this as follows: since tH > tp then Pw (1 + tH ) > Pw( 1 + tp ), 

which means that the formation of the FrA will result in H importing 
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this product from P. This implies that the joint domestic-substitute 
supply curve for the two partners (SH + p) becomes the effective 
supply curve for Hs market: consumers in P will always import from 
W if the price in P rises above Pw< 1 + tp ). Since both supply curves 
are normal (by assumption), the joint supply curve must also be 
upward sloping. If Hs demand curve is sufficiently large, the FrA 
price of this product will rise above Pw< 1 + tp ) - country P's price. 
However, this higher FrA domestic-substitute price (PFrA for the 
demand curve indicated by DI[) will induce producers in P to produce 
and seil their entire output to consumers in H. Hence the identical 
product will have two different prices depending on its area of origin. 

Shibata then discusses the implications of this differential pricing. 
When Hs domestic-substitute price falls because of the increased 
effective supply curve, H's producers will curtail their production 
(production effect) and its consumers will expand their consumption 
(consumption effect). The combined effect is, of course, TC. More
over, since the new domestic-substitute price is higher than P's 
original price, the producers in that country will expand their produc
tion (production effect), but because there is no change in the price of 
the identical import there will be no consumption effect here. Given 
the specified assumptions, these production and consumption effects 
will result in certain changes in trade between the three countries, the 
extent of which depends on the level of demand in H. For instance, if 
the joint FrA supply produces the same price in H as initially (i.e. 
the relevant demand curve is DI(, then Hs producers will remain 
unaffected, but part of the imports that used to come from W into H 
will then come via P, disguised in the form of domestic-substitutes 
produced there. 

Shibata's analysis is conducted on the assumption of perfect com
petition and that the partners import an identical product and pro
duce domestically perfect substitutes of this product. In spite of this, 
he finds it perfectly acceptable to conclude that the differential 
treatment of the identical product according to its origin may create 
an artificial price differentiation between the area-origin product and 
the non-area-origin product (Shibata, 1967, p. 68) which is of course 
a direct contradiction of the assumption of perfect competition: how 
possible is it to identify products by source without differentiating 
them, i.e. at least labelling them differently? Once the product is 
differentiated, the assumption of a single demand curve becomes too 
hard to swallow. 
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Moreover, Shibata's analysis must be carried further, out of the 
short term during which producers cannot increase production signifi
cantly without incurring rapidly increasing marginal costs, and into 
the longer term, during which they can increase or decrease capacity 
according to whether the price they face in the market covers their 
long-term average cost or not (Curzon Price, 1982, p. 89). She 
explains this in terms of Figure 3.2 which initially represents a 
short-term situation. However, if Hand P's supply curves are added 
together - SH + P - and applied to H's demand curve, the short-term 
equilibrium price will exceed the long-term equilibrium price in P. 
But, as long as this situation persists, producers in P will have an 
incentive to expand their production capacity , since they must have 
been meeting their long-term average costs at P's pre-FrA price, "and 
are now making excess profits in H. This will cause P's supply curve 
to shift to the left until the joint P and H supply curve - S'k + p -

eliminates the price differential between Hand P, eliminating with it 
the opportunity for P's producers to make excess profits in H. Hence, 
price differentials cannot persist in a FrA for commodities which are 
of area origin. Therefore, no matter which way one looks at it, i.e. 
whether in terms of the basic assumptions employed or in terms of 
the persistency of the situation, it is inevitable to conclude that a 
price differential for an identical product is neither theoretically nor 
practically feasible under the specified circumstances. 
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Notes 

1. One could argue that the effective price is that facing the government 
rather than the consumer, in which case both countries will import from 
the rest of the world. But if that were the case, the initial conditions would 
have to be stated accordingly. Needless to say, this would be a highly 
unorthodox procedure! 

2. Corden (1972b) coined the term 'made to measure tariffs'. The term is 
meant to indicate that protection is positively re la ted to inefficiency, 
hence suggesting rational tariff imposing authorities - see the previous 
chapter. 

3. These relate to the regulations introduced in free trade areas to ensure 
that member countries claim tariff exemptions only for commodities 
originating within their territories - see European Free Trade Association 
(1976) and Curzon Price (1988). 

4. The assumption that prices are cost determined is very unrealistic, to say 
the least. It is, however, a very necessary assumption at this stage and for 
reasons that will become apparent shortly. 

5. The most general type of production function is the CES production 
function. It could take the form: 

where Ox is the value added in industry x defiated by the price of 
commodity x; Land K stand for labour and capital respectively (which, 
for our purposes, can stand for domestic and imported factors) and A x , ax , 

nx are parameters. 
The Stanford Group has proved that 1/(nx + 1) = Zx is the elasticity 

of substitution between K and L in this industry. It is assumed to be 
constant. 

Here it is assumed that nx is infinite so that Zx is equal to zero. This 
reduces the production function to a Leontief fixed coefficients production 
function - see Minhas (1965) and Arrow et al. (1961). 



4 Common Markets and 
Economic Unions 

INTRODUCTION 

The analysis of customs unions (CUs) needs drastic extension when 
applied to common markets (CMs) and economic unions (EUs). 
Firstly, the introduction of free factor mobility may enhance effi
ciency through a more rational reallocation of resources but mayaiso 
result in depressed areas, therefore creating or aggravating regional 
problems and imbalances - see Mayes (1983a) and Robson (1985). 
Secondly, fiscal harmonisation mayaiso improve efficiency by elimi
nating non-tariff trade barriers (NTBs) and distortions and by equa
lising their effective protective rates. Thirdly, the coordination of 
monetary and fiscal policies which is implied by monetary integration 
may ease unnecessarily severe imbalances hence resulting in the 
promotion of the right atmosphere for stability in the economies of 
the member nations. 

These CM and EU elements must be tackled simultaneously with 
trade creation and diversion as weil as economies of sc ale and market 
distortions. However, such interactions are too complicated to con
sider here - the interested reader should consult El-Agraa (1983a; 
1984a; 1985b). Hence, this chapter will be devoted to abrief discus
sion of factor mobility, fiscal harmonisation and monetary integra
tion. 

FACTOR MOBILITY 

The analysis of CMs requires a discussion of factor mobility; this is 
the only consideration that distinguishes them from CUs. With 
regard to factor mobility, it should be apparent that the removal (or 
their harmonisation) of all barriers to labour (L) and capital (K) will 
encourage both Land K to move. L will move to those areas where it 
can fetch the highest possible reward, i.e. the highest 'net advantage' 
since pecuniary rewards are not the only consideration; tax allow
ances, health benefits, housing allowances, etc. have to be taken into 
the calculations. This encouragement need not necessarily lead to an 
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Figure 4"1 The economic implications of free K mobility in Hand P 

increase in actual mobility since there are socio-political factors 
which normally result in people staying near their birthplace - social 
proximity is a dominant consideration, which is why the average 
person does not move. If the reward to K is not equalised, i.e. 
differences in marginal productivities (mps) exist before the forma
tion of a CM, K will move until the mps are equalised. This will result 
in benefits which can be clearly described in terms of Figure 4.1 which 
depicts the production characteristics in countries H (the horne 
country) and P (the potential partner country). M H and M p are the 
schedules which relate the K stocks to their mps in Hand P respect
ively, given the quantity of L in each country, assuming only two 
factors of production. 

Prior to the formation of the CM, the K stock (which is assumed to 
remain constant throughout the analysis) is Oqz in Hand Qqi in P. 
Assuming that K is immobile internationally, all K stocks must be 
nationally owned and, ignoring taxation, profit per unit of K will be 
equal to its mp, given conditions of perfeet competition. Hence the 
total profit in H is equal to the areas b + e and i + k in P. Total 
output is, of course, the whole area below the Mp curve but within 
Oqz in Hand Oqjin P, i.e. areas a + b + c + d + ein H andj + i + k 
in P. Therefore, L's share is a + c + d in Hand j in P. 

Since the mp in P exceeds that in H, the removal of barriers to K 
mobility or the harmonisation of such barriers will induce K to move 
away from Hand into P. This is because nothing has happened to 
affect K in W. Such movement will continue until the mp of K is the 
same in both Hand P. This results in ql qz ( = qj q;) of K moving 



Common Markets and Economic Unions 67 

from H to P. Hence the output of H falls to a + b + d while its 
national product, including the return of the profit earned on K in P 
(= g + f), increases (by g minus c). In P, domestic product rises (by f 
+ g + h) while national product (excluding the remittance of profits 
to H) increases by area h only. Both Hand P experience a change in 
the relative share of Land K in national product, with K-owners 
being favourably disposed in Hand unfavourably disposed in P. 

Of course, this analysis is too simplistic since, apart from the fact 
that K and L are never perfectly immobile at the international level 
and multinational corporations have their own ways of transferring K 
(see McManus, 1972; Buckley and Casson, 1976; Dunning, 1977), 
the analysis does not take into account the fact that K may actually 
move to areas of low wages after the formation of a CM. Moreover, if 
K moves predominantly in only one direction, one country may 
become a depressed area, hence the 'social' costs and benefits of such 
an occurrence need to be taken into consideration, particularly if the 
CM deerns it important that the economies of both Hand P should be 
balanced. Hence, the above gains have to be discounted or supple
mented by such costs and benefits. 

FISCAL HARMONISA TION 

Fiscal harmonisation is an integral part of fiscal policy. Very widely 
interpreted, fiscal policy comprises a whole corpus of 'public finance' 
issues: the relative size of the public sector , taxation and expenditure, 
and the allocation of public sector responsibilities between different 
tiers of government (Prest, 1979). Hence fiscal policy is concerned 
with a far wider area than that commonly associated with it, namely, 
the aggregate management of the economy in terms of controlling 
inflation and employment levels. 

Experts in the field of public finance (Musgrave and Musgrave, 
1976, rightly stress that public finance is a misleading term, since the 
subject also deals with real issues) have identified a number of 
problems associated with these fiscal policy concerns. For instance, 
the relative size of the public sector raises questions regarding the 
definition and measurement of government revenue and expenditure 
(Prest, 1972), and the attempts at understanding and explaining 
revenue and expenditure have produced more than one theoretical 
model (Musgrave and Musgrave, 1976; Peacock and Wiseman, 
1967). The division of public sector responsibilities raises the delicate 
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quesion of which fiscal aspects should be dealt with at the central 
government level and which aspects should be tackled at the local 
level. Finally, the area of taxation and expenditure criteria has re
sulted in general agreement about the basie criteria of allocation (the 
process by which the utilisation of resources is split between private 
and social goods and by whieh the 'basket' of social goods is chosen), 
equity (the use of the budget as an instrument for achieving a fair 
distribution), stabilisation (the use of the budget as an instrument for 
achieving and maintaining a 'reasonable' level of employment, priees 
and economic growth and for achieving equilibrium and stability in 
the balance of payments), and administration (the practieal possibili
ties of implementing a partieular tax system and the cost to the 
society of operating such a system). However, a number of very 
tricky problems are involved in a consideration of these criteria. In 
discussing the efficiency of resource allocation, the choice between 
work and leisure, for example, or between private and public goods, 
is an important and controversial one. With regard to the equity of 
distribution, there is the problem of what is meant by equity: is it 
personal, class or regional equity? In a discussion of the stabilisation 
of the economy, there exists the perennial problem of controlling 
unemployment and inflation and the trade-off between them. A 
consideration of administration must take into account the problem 
of efficiency versus practicality. Finally, there is the obvious conflict 
between the four criteria in that the achievement of one aim is usually 
at the expense of another; for example, what is most efficient in terms 
of collection may prove less (or more) equitable than what is consid
ered to be socially desirable. 

The above relates to a discussion of the problems of fiscal poliey in 
very broad national terms. When considering fiscal poliey in the 
context of economie integration, there are certain elements of the 
international dimension that need spelling out and there are also 
some inter-regional (intra-integrated area) elements that have to be 
introduced. 

Consider the case of taxes (and of course subsidies since they are 
negative taxes). Very briefly, internationally, it has always been 
recognised that taxes (and equivalent instruments) have similar ef
fects to tariffs on the international flow of goods and services -
non-tariff distortions of international trade (Baldwin, 1970). Other 
elements have also been recognised as operating similar distortions 
on the international flow of factors of production (Bhagwati, 1969; 
Johnson, 1965b; Johnson and Krauss, 1974). 
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In the particular context of CMs and EUs, it should be remem
bered that their formation, at least from the economic viewpoint, is 
meant to facilitate the free and unimpeded flow of goods, services 
and factors between the member nations. Since tariffs are not the 
only distorting factor in this respect, the proper establishment of 
intra-CMlEU free trade necessitates the removal of all non-tariff 
distortions that have an equivalent effect. Hence, the removal of 
tariffs may give the impression of establishing free trade inside such 
schemes of economic integration, but this is by no means automati
cally guaranteed, since the existence of sales taxes, excise duties, 
corporation taxes, income taxes, etc. may impede this freedom. The 
moral is that not only tariffs, but also all equivalent distortions, must 
be eliminated or harmonised. 

In short, there are at least two basic elements to fiscal policy: the 
instruments available to the government for fiscal policy purposes 
(i.e. the total tax structure) and the overall impact of the joint 
manoeuvring of the instruments (i.e. the role played by the budget). 
As the following discussion will no doubt demonstrate, these two 
aspects are so intertwined that if is very difficult to handle them 
separately; this is due to the fact that a tax raises government revenue 
which, depending on how it is spent, results in macroeconomic 
effects. 

With this background in mind, one should ask: what is tax harmo
nisation and why is it needed in CMs and EUs? To answer these 
questions, it may be instructive to examine the experience of the 
European Community (EC) in this respect. In earlier years, tax 
harmonisation was defined as tax coordination. Ideally, in a fully 
integrated EC, it could be defined as the identical unification of both 
base and rates, given the same tax system and assuming that every
thing else is also unified. Prest (1979, p. 78) rightly argues that 
coordination is tantamount to a low-Ievel meaning of tax harmonis
ation, since it could be interpreted to be some process of consultation 
between member countries or, possibly, loose agreements between 
them to levy tax on a similar sort of base or at similar sorts of rates. 
Hence it is not surprising that tax harmonisation has, in practice, 
come to mean a compromise between a low level of coordination (the 
EC is more than a low level of integration) and the ideal level of 
standardisation (the EC is nowhere near its ultimate objective of 
complete political unity). 

In case it is not obvious why taxes should give rise to trade 
distortions, it may be useful to examine the nature of taxes before the 
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inception of the EC, as weH as to consider the treatment given at the 
time to indirect taxation on internationally traded commodities. 

Before considering these aspects, however, one should recall that 
there are two basic types of taxation: direct and indirect. Direct 
taxes, like income and corporation taxes, come into operation at the 
end of the process of personal and industrial activities. They are 
levied on wages and salaries when activities have been performed and 
payment has been met (income taxes), or on the profits of industrial 
or professional business at the end of annual activity (corporation 
taxes). Hence, direct taxes are not intended to play any significant 
role in the pricing of commodities or professional services. Indirect 
taxes are levied specificaHy on consumption and are, therefore, in a 
simplistic model, very significant in determining the pricing of com
modities given their real costs of production. 

Historically speaking, in the EC there existed four types of sales, 
or turnover, taxes: the cumulative multi-stage cascade system (oper
ated in West Germany until the end of 1967, in Luxembourg until the 
end of 1969 and in the Netherlands until the end of 1968) in which the 
tax was levied on the gross value of the commodity in question at 
each and every stage of production without any rebate on taxes paid 
at earlier stages; value added tax which has operated in France since 
1954 where it is known as TV A - Taxe sur la Valeur Ajoutee - which 
is basically a non-cumulative multi-stage system; the mixed systems 
(operated in Belgium and Italy) which were cumulative multi-stage 
systems that were applied down to the wholesale stage, but incorpor
ated taxes which were applied at a single point for certain products; 
and finaHy, purehase tax (operated in the UK) which was a single
stage tax normally charged at the wholesale stage by registered 
manufacturers or wholesalers - this meant that manufacturers could 
trade with each other without paying tax. Although all these tax 
systems had the common characteristic that no tax was paid on 
exports, so that each country levied its tax at the point of entry, one 
should still consider the need for harmonising them. 

A variety of taxes also existed in the form of excise duties. The 
number of commodities subjected to this duty ranged from the usual 
(or 'classical') five of manufactured tobacco products, hydrocarbon 
oils, beer, wine and spirits, to an extensive number including coffee, 
sugar, salt, matches, etc. (in Italy). Also, the means by which the 
government collected its revenues from excise duties r~mged from 
government-controlled manufacturing, e.g. tobacco goods in France 



Common Markets and Economic Unions 71 

and Italy, to fiscal imports based on value, weight, strength, quality, 
etc. 

As far as corporation tax is concerned, three basic schemes existed 
and still exist, but not in any single country at alt times. The first is the 
separate system which was used in the UK - the system calls for the 
complete separation of corporation tax from personal income tax and 
was usually referred to as the 'dassical system'. The second' is the 
two-rate system or spüt-rate system which was the German practice 
and was recommended as an alternative system for the UK in the 
Green Paper of 1971 (HMSO, Cmnd 4630). The third is the credit or 
imputation system - this was the French system and was proposed for 
the UK in the White Paper of 1972 (HMSO, Cmnd 4955). 

Generally speaking, the corporation tax varied from being totally 
indistinguishable from other systems (Italy) to being quite separate 
from personal income tax with a single or split-rate which varied 
between 'distributed' and 'undistributed' profits, to being partially 
integrated with the personal income tax systems, so that part of the 
corporation tax paid on distributed profits could be credited against a 
shareholder's income tax liability. 

The personal income tax system itself was differentiated in very 
many aspects among the six founder countries of the EC, not just as 
regards rates and allowances, but also administration procedures, 
compliance and enforcement. 

Finally, the variety in the para-tax system relating to social security 
arrangements was even more striking. The balance between sickness, 
industrial injury, unemployment and pensions was very different 
indeed, and the methods of financing these benefits were even more 
so - see EI-Agraa (1985b, Tables 14.4 and 14.5). 

In order to explain the distorting nature of taxes, it may be 
instructive to have a doser look at the problems relating to the EC's 
taxes, especially its turnover tax: VAT. The first problem relates to 
the point at which the tax should be levied. Here, two basic principles 
have been recognised and a choice between them has to be made: the 
'destination' and 'origin' principles. Taxation under the destination 
principle specifies that commodities going to the same destination 
must bear the same tax load irrespective of their origin. For example, 
if Italy levies a general sales tax at 8 per cent and France a similar tax 
at 16 per cent, a commodity exported from Italy to France would be 
ex em pt from Italy's 8 per cent tax but would be subjected to France's 
16 per cent tax. Hence, the Italian export commodity would compete 
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on equal terms with French commodities sold in the French market. 
Taxation under the origin principle specifies that commodities with 
the same origin must pay exactly the same tax, irrespective of their 
destination. Hence a commodity exported by Italy to France would 
pay the Italian tax (8 per cent) and would be exempt from the French 
tax (16 per cent). Hence, the commodity that originated from Italy 
would compete unfairly against a similar French commodity. 

The second problem relates to the range of coverage of the tax. If 
some countries are a110wed to include certain stages, e.g. the retail 
stage, and others make a110wances for certain fixed capital expendi
tures and raw materials, the tax base will not be the same. This point 
is very important, because one has to be clear about whether the tax 
base (vital for an economica11y integrated area which adopts a gen
eral budget; note also that this is the clearest example of a tax which 
directly influences budget revenue) should be consumption or net 
national income. To illustrate, in a 'closed' economy 

Y""'W+P""'C+I 

where Y = GNP, W = wages and salaries, P = gross profits, 
C = consumption and I = gross capital expenditure. If value-added 
is defined as W + P - I (i.e. GNP minus gross capital expenditure), 
then consumption will form the tax base. If instead of gross capital 
expenditure one deducts only capital consumption (depreciation), 
then Net National Product will become the tax base. Obviously, the 
argument holds true in an open economy. It is therefore important 
that members of a CM or an EU should have a common base for the 
financing of a common general budget as is the case in the EC. 

The third problem relates to exemptions that may defeat the aim of 
VAT being a tax on consumption. For example, in a three-stage 
production process, exempting the first stage does not create any 
problem, since the tax levies on the second and third stages together 
will be equivalent to a tax levied on a11 three stages. Exempting the 
third stage will obviously reduce the tax co11ection, provided of 
course that the rates levied at a11 stages were the same. If the second 
stage is exempt, the tax base will be in excess of that where no 
exemptions are a110wed for, since the tax on the first stage cannot be 
transferred as an input tax on the se co nd stage, and the third stage 
will be unable to claim any input tax from items bought from the 
second stage. The outcome will be a tax based on the total sum of the 
turnover of stages one and three only, rather than a tax levied on the 
total sum of the value added at a11 three stages. 

With regard to the corporation tax, the important question is the 
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treatment of investment in the different member nations, since, if K 
mobility within the EC is to be encouraged, investors must receive 
equal treatment irrespective of their native country (region). Here, 
Dosser (1973, p. 95) highly recommends the separate system since it is 
'neutral' in its tax treatment between domestic investment at horne 
and abroad, and between domestic and foreign investment at horne, 
provided both member countries practise the same system. Prest 
(1979, pp. 85-6) argues that even though a separate system does not 
discriminate against partner (foreign) investment, it does discrimi
nate between 'distributed' and 'undistributed' profits, and that the 
imputation system even though it is 'neutral' between 'distributed' 
and 'undistributed' profits, actually discriminates against partner 
(foreign) investment. Prest therefore claims that neither system can 
be given 'full marks'. 

Excise duties are intended basically for revenue-raising purposes. 
For example, in the UK, excise duties on tobacco products, pet
roleum and alcoholic drinks account for about a quarter of central 
government revenue. Hence, the issues raised by the harmonisation 
of these taxes are specifically those relating to the revenue-raising 
function of these taxes and to the equity, as opposed to the efficiency, 
of these methods. 

Finally, the income tax structure has a lot to do with the freedom of 
L mobility. Ideally, one would expect equality of treatment in every 
single tax that is covered within this structure, but it is apparent that 
since there is more than one rate, the harmonisation of a 'package' of 
rates might achieve the specified overall objective. 

In conclusion, one hopes that the digression to the particular case 
of the EC has clarified the need for tax harmonisation, and has also 
answered the question regarding why fiscal harmonisation is needed 
only in CMs and more involved schemes of economic integration, 
although even CUs may find it necessary to have a very close 
examination of the effect of taxation on member nations' product 
competitiveness. 

MONETARY INTEGRATION 

Full monetary integration is required only in very involved schemes 
of economic integration, such as EUs. Monetary integration has two 
essential components: an exchange rate union and K market integra
tion. An exchange rate union is established when member countries 
have what is in effect one currency. The actual existence of one 
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currency is not necessary, however, because if member countries 
have permanently and irrevocably fixed exchange rates amongst 
themselves, the result is effectively the same. Of course, one could 
argue that the adoption of a single currency would guarantee the 
irreversibility of undertaking membership of a monetary union, 
which would have vast repercussions for the discussion in terms of 
actual unions (see EI-Agraa, 1985b), but one could equally well 
argue that if a member nation decided to opt out of a monetary 
union, it would do so irrespective of whether or not the union 
entailed the use of a single currency. 

Convertibility refers to the permanent absence of all exchange 
controls for both current and K transactions, including interest and 
dividend payments (and the harmonisation of relevant taxes and 
measures affecting the K market) within the union. It is of course 
absolutely necessary to have complete convertibility for trade trans
actions, otherwise an important requirement of CU formation is 
threatened, namely the promotion of free trade among members of 
the CU which is an integral part of an EU. That is why this aspect of 
monetary integration does not need any discussion; it applies even in 
the case of a free trade area (FrA). Convertibility for K transactions 
is related to free factor mobility and is therefore an important aspect 
of K market integration wh ich is necessary in CMs, not in CUs or 
FrAs. 

In practice, this definition of monetary integration should specifi-
cally include: 

(i) an explicit harmonisation of monetary policies; 
(ii) a common pool of foreign exchange reserves; and 

(iii) a single central bank. 

There are important reasons for including these elements. Suppose 
union members decide either that one of their currencies will be a 
reference currency, or that a new unit of account will be established. 
Also assurne that each member country has its own foreign exchange 
reserves and conducts its own monetary and fiscal policies. If a 
member finds itself running out of reserves, it will have to engage in a 
monetary and fiscal contraction sufficient to restore the reserve 
position. This will necessitate the fairly frequent meeting of the 
finance ministers or central bank governors, to consider whether or 
not to change the parity of the reference currency. If they do decide 
to change it, then all the member currencies will have to move with it. 
Such a situation could create the sorts of difficulty which plagued the 
Bretton Woods System: 
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(a) Each finance minister might fight for the rate of exchange that is 
most suitable for his/her country. This might make bargaining 
hard; agreement might become difficult to reach and the whole 
system might be subject to continuous strain. 

(b) Each meeting might be accompanied by speculation about its 
outcome. This might result in undesirable speculative private K 
movements into or out of the union. 

(c) The difficulties that might be created by (a) and (b) may result in 
the reference currency being permanently fixed relative to out
side currencies, e.g. the US dollar. 

(d) However, the system does allow for the possibility of the refer
ence currency floating relative to non-member currencies, or 
floating within a band. If the. reference currency does float, it 
might do so in response to conditions in its own market. This will 
be the case, however, only if the union requires the monetary 
authorities in the partner countries to vary their exchange rates 
so as to maintain constant parities relative to the reference 
currency. They will then have to buy and seIl the reserve cur
rency so as to maintain or bring about the necessary exchange 
rate alteration. Therefore, the monetary authorities of the refer
ence currency will, in fact, be able to determine the exchange 
rate for the whole union. 

(e) Such a system does not guarantee the permanence of the parities 
between the union currencies that is required by the definition of 
monetary integration. There is the possibility that the delegates 
will not reach agreement, or that one of the partners might finally 
choose not to deflate to the extent necessary to maintain its rate 
at the required parity or that a surplus partner might choose 
neither to build up its reserves nor to inflate as required and so 
might allow its rate to rise above the agreed level. 

In order to avoid such difficulties, it is necessary to include in the 
definition of monetary integration the three elements specified. The 
central bank would operate in the market so as permanently to 
maintain the exchange parities among the union currencies and, at 
the same time, it would allow the rate of the reference currency to 
fluctuate, or to alter intermittently, relative to the outside reserve 
currency. For instance, if the foreign exchange reserves in the com
mon pool were running down, the common central bank would allow 
the reference currency, and with it all the partner currencies, to 
depreciate. This would have the advantage of economising in the use 
of foreign exchange reserves, since all partners would not tend to be 
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in deficit or surplus at the same time. Also surplus countries would 
automatically be helping deficit countries. 

However, without explicit policy coordination, a monetary union 
would not be effective. If each country conducted its own monetary 
policy, and hence could engage in as much domestic credit creation as 
it wished, surplus countries would be financing deficit nations without 
any incentives for the deficit countries to restore equilibrium. If one 
country ran a large deficit, the union exchange rate would depreciate, 
but this might put some partner countries into surplus. If wage rates 
were rising in the member countries at different rates, while pro
ductivity growth did not differ in such a way as to offset the effects on 
relative prices, those partners with the lower inflation rates would be 
permanently financing the other partners. 

In short, 

Monetary integration, in the sense defined, requires the unification 
and joint management both of monetary policy and of the extern al 
exchange-rate policy of the union. This in turn entails further 
consequences. First, in the monetary field the rate of increase of 
the money supply must be decided jointly. Beyond an agreed 
amount of credit expansion, which is allocated to each member 
state's central bank, a member state would have to finance any 
budget deficit in the union's capital market at the ruling rate of 
interest. A unified monetary policy would remove one of the main 
reasons for disparate movements in members' price levels, and 
thus one of the main reasons for the existence of intra-union 
payment imbalances prior to monetary union. Secondly, the bal
ance of payments of the entire union with the rest of the world 
must be regulated at union level. For this purpose the monetary 
authority must dispose of a common pool of exchange reserves, 
and the union exchange rates with other currencies must be regu
lated at the union level. Under such a system it may not be possible 
for a member to calculate its balance of payments with its partners 
and the rest of the world. (Robson, 1985) 

Therefore, monetary integration which explicitly includes the three 
requirements specified will enable the partners to do away with all 
these problems right from the start. Incidentally, this also suggests 
the advantages of having a single currency. 

The gains due to membership of a monetary union could be both 
economic and non-economic, i.e. political, sociological, etc. The 
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non-economic benefits are too obvious to warrant space, for example 
it is difficult to imagine that a complete political union can become a 
reality without the establishment of a monetary union. The discus
sion will therefore be confined to the economic benefits, which can be 
briefty summarised as: 

(a) The common pool of foreign exchange reserves already discussed 
has the incidental advantage of economising in the use of foreign 
exchange reserves both in terms of the fact that member nations 
will not go into deficit simultaneously and intra-union trade 
transactions will no longer be financed by foreign exchange. In 
the context of the EC this will reduce the role of the US dollar or 
reduce the EC's dependence on the dollar. 

(b) In the case of forms of economic integration like the EC, the 
adoption of the common unit of account (say, the European 
Currency Unit, ECU) as a common currency would transform it 
into a major world currency able to compete with the US dollar 
or Japanese yen on equal terms. The advantages of such a 
currency are too weIl established to discuss here. However, the 
use of an integrated area's currency as a major reserve currency 
doubtless imposes certain burdens on the area, but in the par
ticular case of the EC, it would create an oligopolistic market 
situation which could either lead to collusion, resulting in a 
permanent sensible reform of the international monetary system, 
or intensify the situation and lead to a complete collapse of the 
international monetary order. The latter possibility is of course 
extremely likely to result in the former outcome; it is difficult to 
imagine that the leading nations in the world economy would 
allow monetary chaos to be the order of the day. 

(c) Another source of ga in could be a reduction in the cost of 
financial management. Monetary integration should enable the 
spreading of overhead costs of financial transactions more 
widely. Also, some of the activities of the institutions dealing in 
foreign exchanges may be discontinued, leading to a saving in the 
use of resources (Robson, 1985). 

(d) There also exist the classical advantages of having permanently 
fixed exchange rates (or one currency) among members of a 
monetary union for free trade and factor movements. Stability of 
exchange rates enhances trade, encourages capital to move to 
where it is most productively rewarded and ensures that L will 
move to where the highest rewards prevail. It seems unnecessary 
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to emphasise that this does not mean that all Land all K should 
be mobile, but simply enough of each to generate the necessary 
adjustment for any situation. Nor is it necessary to stress that 
hedging can tackle the problem of exchange rate fluctuations 
only at a cost, no matter how low that cost may be. 

(e) The integration of the K market has a further advantage. If a 
member country of a monetary union is in deficit (assuming that 
countries can be recognised within such a union), it can borrow 
directly on the union market, or raise its rate of interest to attract 
K inflow and therefore ease the situation. However f the integra
tion of economic policies within the union ensures that this help 
will occur automatically under the auspices of the common 
central bank. Since no single area is likely to be in deficit 
permanently, such help can be envisaged for all the members. 
Hence, there is no basis for the assertion that one country can 
borrow indefinitely to sustain real wages and consumption levels 
that are out of line with that nation's productivity and the 
demand for its products (Corden, 1972a). 

(f) When a monetary union establishes a central fiscal authority with 
its own budget, then the larger the size of this budget, the higher 
the degree of fiscal harmonisation (the MacDougall Report, 
1977). This has some advantages: regional deviations from inter
nal balance can be financed from the centre; and the centralisa
tion of social security payments financed by contributions or 
taxes on a progressive basis would have so me stabilising and 
compensating effects, hence modifying the harmful effects of 
monetary integration (Corden, 1972a). 

(g) There are negative advantages in the case of the EC in the sense 
that monetary integration is necessary for maintaining the EC as 
it exists; for example, the common agricultural policy (CAP - see 
Chapter 12) would be undermined if exchange rates were to be 
flexible (Ingram, 1973). 

These benefits of monetary integration are clear and there are few 
economists who would quest ion them (see EI-Agraa (1985b) for a 
detailed discussion). However, there is no consensus of opinion with 
regard to its costs. 

The losses from membership of a monetary union are emphasised 
by Fleming (1971) and Corden (1972a). Assurne that the world 
consists of our usual three countries: H, P and the rest of the world 
(W). Also assurne that, in order to maintain both internal and 
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external equilibrium, one country (H) needs to devalue its currency 
relative to W, while P needs to revalue vis-a-vis W. Moreover, 
assurne that Hand P use fiscal and monetary policies for achieving 
internal equilibrium. If Hand P were partners in an exchange-rate 
union, they would devalue together - which is consistent with H's 
policy requirements in isolation - or revalue together - which is 
consistent with P's requirements in isolation - but they would not be 
able to alter the rate of exchange in a way that was consistent with 
both. Under such circumstances, the alteration in the exchange rate 
could leave H with an external deficit, hence forcing it to deftate its 
economy and increase/create unemployment, or it could leave it with 
a surplus, hence forcing it into accumulating foreign reserves or 
allowing its prices and wages to rise. Hence if countries deprive 
themselves of rates of exchange (or trade impediments) as policy 
instruments, they impose on themselves losses that are essentially the 
losses emanating from entorced departure trom internal balance (Cor
den, 1972a). 

In short, the rationale for retaining ftexibility in the rates of 
exchange rests on the assumption that governments aim to achieve 
both internal and external balance, and as Tinbergen (1952) has 
shown, to achieve these simultaneously at least an equal number of 
instruments is needed. This can be explained in the following man
ner. Orthodoxy has it that there are two macroeconomic policy 
targets and two policy instruments. Internal equilibrium is tackled via 
financial instruments, which have their greatest impact on the level of 
aggregate demand, and the exchange rate is used to achieve extern al 
equilibrium. Of course, financial instruments can be activated via 
both monetary and fiscal policies and may have a varied impact on 
both the internal and extern al equilibria. Given this understanding, 
the case for maintaining ftexibility in exchange rates depends entirely 
on the presumption that the loss of one of the two policy instruments 
will conftict with the achievement of both internal and external 
equilibria. 

With this background in mind, it is vital to follow the Corden/ 
Fleming explanation of the enforced departure from internal equili
brium. Suppose a country is initially in internal equilibrium but has a 
deficit in its external account. If the country were free to vary its rate 
of exchange, the appropriate policy for it to adopt to achieve overall 
balance would be a combination of devaluation and expenditure 
reduction. When the rate of exchange is not available as a policy 
instrument, it is necessary to reduce expenditure by more than is 
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required in the optimal situation with the result of extra unemploy
ment. The excess unemployment, which can be valued in terms of 
output or whatever, is the cost to that country of depriving itself of 
the exchange rate as a policy instrument. The extent of this loss is 
determined, ceteris paribus , by the marginal propensity to import and 
to consume exportables, or, more generally, by the marginal propen
sity to consume tradables relative to non-tradables. 

The expenditure reduction which is required for eliminating the 
initial external account deficit will be sm aller the higher the marginal 
propensity to import. Moreover, the higher the marginal propensity 
to import, the less the effect of that reduction in expenditure on 
demand for domestically produced commodities. For both reasons, 
therefore, the higher the marginal propensity to import, the less 
domestic unemployment will result from abandoning the devaluation 
of the rate of exchange as a policy instrument. If the logic of this 
explanation is correct, it follows that as long as the marginal propen
sity to consume domestic goods is greater than zero, there will be 
some cost due to fixing the rate of exchange. A similar argument 
applies to a country which cannot use the exchange rate instrument 
when it has a surplus in its external account and internal equilibrium: 
the required excess expenditure will have little effect on demand for 
domestically produced goods and will therefore exert little inflation
ary pressure if the country's marginal propensity to import is high. 

This analysis is based on the assumption that there exists a trade
off between rates of change in costs and levels of unemployment - the 
Phillips curve. Assuming that there is a Phillips (1958) curve relation
ship (a negative response of rates of change in money wages - W -
and the level of unemployment - U), Fleming (1971) and Corden 
(1972a) explain this by using a simple diagram which was first devised 
by de Grauwe (1975). Hence, in Figure 4.2, the top half depicts the 
position of H while the lower half depicts that of P. The top right and 
the lower right corners represent the two countries' Phillips curves 
while the remaining quadrants show their inflation rates correspond
ing to the rates of change in wages - P. WI (wh ich stands for wage 
rate change and corresponding inflation) and Wlp are, of course, 
determined by the share of L in total GNP, the rate of change in the 
productivity of Land the degree of competition in both the factor 
and commodity markets, with perfect competition resulting in the 
WIs being straight lines. Note that the intersection of the WIs with 
the vertical axes will be determined by the rates of change of L's 
share in GNP and its rate of productivity change. The diagram has 
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Wlp 

Wp 

Figure 4.2 The FleminglCorden analysis 01 monetary integration 

been drawn on the presumption that the L productivity changes are 
positive. 

The diagram is drawn in such a way that countries Hand P differ in 
all respects: the positions of their Phillips curves; their preferred 
trade-offs between Wand P; and their rates of productivity growth. 
H has a lower rate of inflation, x, than P, x* (equilibria being at z and 
z*), hence, without monetary integration, P's currency should depre
ciate relative to H's; note that it is only a chance in a million that the 
two countries' inflation rates would coincide. Altering the exchange 
rates would then enable each country to maintain its preferred 
internal equilibrium: z and z* for respectively countries Hand P. 

When Hand P enter into an exchange rate union, i.e. have 
irrevocably fixed exchange rates vis-a-vis each other, their inflation 
rates cannot differ from each other, given a model without traded 
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goods. Hence, each country will have to settle for a combination of U 
and P which is different from that it would have liked. Therefore, the 
Fleming/Corden conclusion is vindicated. 

However, this analysis rests entirely on the acceptance of the 
Phillips curve. The on-going controversy between Keynesians and 
Monetarists, although still far from being resolved, has at least led to 
the consensus that the form of the Phillips curve just presented is too 
crude. This is'because many economists no longer believe that there 
is a trade-off between unemployment and inflation; if there is any 
relationship at all, it must be a short-term one such that the rate of 
unemployment is in the long-term independent of the rate of infla
tion: there is a 'natural rate' of unemployment which is determined 
by rigidities in the market for L. Hence, the crude version of the 
Phillips curve has been replaced by an expectations adjusted one 
along the lines suggested by Phelps (1968) and Friedman (1975), i.e. 
the Phillips curves become vertical in the long run. This position can 
be explained with reference to Figure 4.3 which depicts three Phillips 
curves for one of the two countries. Assume that unemployment is 
initially at point U2 , i.e. the rate of inflation is equal to zero, given the 
short-term Phillips curve indicated by STt • The expectations
augmented Phillips curve suggests that if the government tries to 
lower unemployment by the use of monetary policy, the short-term 
effect would be to move to point a, with positive inflation and lower 
unemployment. However, in the long term, people would adjust 
their expectations, causing an upward shift of the Phillips curve to 
ST2 which leads to equilibrium at point b. Hence, the initial level of 
unemployment is restored but with a positive rate of inflation. A 
repetition of this process gives the vertical long-term curve labelled 
LT. 

If both partners Hand P have vertical LT curves, Figure 4.2 will 
have to be adjusted to give Figure 4.4. The implications of this are 
that: (i) monetary integration will have no long-term effect on each 
partner's rate of unemployment since this will be fixed at the appro
priate 'natural rate' for each country - UH , Up , and (ii) if monetary 
integration is adopted to bring about balanced growth as weIl as 
equal 'natural rates' of unemployment, this can be achieved only if 
other policy instruments are introduced to bring about uniformity in 
the two L markets. Therefore, this alternative interpretation of the 
Phillips curve renders the Fleming/Corden conclusion invalid. 

Be that as it may, it should be noted that Allen and Kenen (1980) 
and Allen (1983) have demonstrated, using a sophisticated and 
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Figure 4.3 The expectations-augmented Phillips curve 

elaborate model with financial assets, that, although monetary policy 
has severe drawbacks as an instrument for adjusting cyclical imbal
ances within a monetary union, it may be able to influence the 
demand for the goods produced by member count ries in a differential 
manner within the short term, provided the markets of the member 
nations are not too closely integrated. Their model indicates that 
economic integration, in this sense, can co me about as a consequence 
of the substitut ability between nations' commodities, especially their 
financial assets, and of country biases in the purehase of commodities 
and financial assets. The moral of this is that the central bank of a 
monetary union can operate disparate monetary policies in the differ
ent partner countries without compromising their internal and exter
nal equilibria, a severe blow to those who stress the costs from 
monetary integration. 
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Figure 4.4 Monetary integration with expectations-augmented 
Phillips curves. 
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Moreover, once non-traded goods are incorporated into the model 
and/or K and L mobility are allowed for, it follows that the los ses due 
to deviating from internal equilibrium vanish into oblivion, a point 
which Corden (1972a; 1977) readily accedes to. Finally, this model 
does not allow for the fact that monetary integration involves at least 
three countries, hence W has to be explicitly included in the model; 
Allen and Kenen (1980) tried to develop a model along these lines, 
but their model is not a straightforward extension of that depicted in 
Figure 4.2. 

In concluding this section, it may be appropriate to highlight the 
limitations in the argument put forward by Fleming and Corden. 
These are: 

(a) It is clearly stated in the definition of monetary integration that 
the fixity of exchange rate parities within a monetary union (or 
the adoption of one currency) does not me an that the different 
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member currencies cannot vary in unison relative to extra-union 
currencies. Hence the monetary union is not forgoing the avail
ability of exchange rate variations relative to the outside world. 

(b) In a proper monetary union, an extra deficit for one region can 
come about only as a result of a revaluation of the union currency 
- the union as a whole has an extern al surplus vis-a-vis the 
outside world. Such an act would increase the foreign exchange 
earnings of the surplus region, and hence of the union as a whole, 
provided the conditions for a successful revaluation exist. The 
common central bank and the integration of monetary policies 
will ensure that the extra burden on the first region is alleviated: 
the overall extra earnings will be used to help the region with the 
extra deficit. Needless to add, such a situation does not lead to 
surplus regions financing deficit regions indefinitely because no 
single region is likely to be in deficit or surplus permanently and 
because the policy coordination will not allow one region to 
behave in such a manner unless there are reasons of a different 
nature which permit such a situation to be sustained. 

(c) Even if one were to accept the Fleming/Corden argument at its 
face value, the assumptions are extremely controversial. For 
instance, devaluation can work effectively only when there is 
'monetary illusion' , otherwise it would be pointless since it would 
not work. Is it really permissible to assume that trade unionists, 
wherever they may be, suffer from money illusion? Johnson, 
Ingram and others (in Krause and Salant, 1973, pp. 184-202) 
have all pointed to the fallacious nature of such an assumption in 
the context of the EC - see Summer and Zis (1982) for a full 
discussion of this issue. Corden's response has been to suggest 
that exchange rate alterations may work if money wages are 
forced up because the catching-up process is never complete. 
Such an argument is far from convincing simply because the 
catching-up process has no validity as a true adjustment; it 
cannot be maintained indefinitely because, sooner or later, trade 
unionists will allow for it when negotiating money wage in
creases. 

(d) One must remember that in practice there would never be a 
separation between the exchange rate union and K market integ
ration. Once one allows for the role of convertibility for K 
transactions, K will always come to the rescue. Corden has 
reservations about this too since he argues that K integration can 
help in the short run, but, in the long term, while it has its own 
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advantages, it cannot solve the problem. The rationale for this is 
that no region can borrow indefinitelyon a private market, no 
matter how efficient and open the market is, to sustain levels of 
real wages, and hence real consumption levels which are too 
high, given the pIoductivity level in the region. Clearly, this is a 
switching of grounds: devaluation is nothing but a temporary 
adjustment device as the discussion of the monetary approach to 
the balance of payments has shown. Why then should devalua
tion be more desirable than short-term K adjustment? Moreover, 
for a region that is permanently in deficit, all economists would 
agree that devaluation is no panacea. 

(e) We have seen that monetary integration can be contemplated 
only when the countries concerned have an EU in mind. In such 
conditions, the mobility of L will also help in the adjustment 
process. This point is conceded by Corden, but he believes that L 
mobility may help only marginally since it would take prolonged 
unemployment to induce people to emigrate, and, if monetary 
integration proceeded far in advance of 'psychological integra
tion' (defined as the suppression of existing nationalisms and a 
sense of attachment to place in favour of an integrated commun
ity nationalism and an American-style geographic rootedness), 
nationalistic reactions to any nation's depopulation may become 
very intense. This reasoning is similar to that in the previous case 
since it presupposes that the problem region is a permanently 
depressed area. Since no region in the union is ever likely to 
experience chronic maladjustments, L mobility needs only to be 
marginal and national depopulation is far from the truth (see 
Chapter 16 of EI-Agraa, 1985b). 

(f) Finally, and more fundamentally, a very crucial element is miss
ing from the Fleming/Corden argument. Their analysis relates to 
a country in internal equilibrium and external deficit. If such a 
country were outside a monetary union, it could devalue its 
currency. Assuming that the necessary conditions for effective 
devaluation prevailed, then devaluation would increase the na
tional income of the country, increase its price level, or result in 
some combination of the two. Hence a deflationary policy would 
be required to restore the internal balance. However, if the 
country were to lose its freedom to alter its exchange rate, it 
would have to deflate in order to depress its imports and restore 
extern al balance. According to the Fleming/Corden analysis, this 
alternative would entail unemployment in excess of that prevail-
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ing at the initial situation. The missing element in this argument 
can be found by specifying how devaluation actually works. 
Devaluation of a country's currency results in changes in relative 
price levels and is price-inflationary for, at least, both export
ables and importables. These relative price changes, given the 
necessary stability conditions, will depress imports and (maybe) 
increase exports. Hence, the deflationary policy which is re
quired (to accompany devaluation) in order to restore internal 
balance should eliminate the newly injected inflation as weIl as 
the extra national income. By disregarding the 'inflationary' 
implications of devaluation, Fleming and Corden reach the un
justifiable apriori conclusion that membership of a monetary 
union would necessitate extra sacrifice of employment in order to 
achieve the same target. Any serious comparison of the two 
situations would indicate that no such apriori conclusion can be 
reached - one must compare like with like. 

In addition to the above limitations, one should point out a 
fundamental contradiction in the analysis of those who exaggerate 
the costs. If a nation decides to become a member of a monetary 
union, this implies that it accedes to the notion that the benefits of 
such a union must outweigh any possible losses and/or that it feels 
that a monetary union is essential for maintaining a rational EU. It 
will want to do so because its economy is more interdependent with 
its partners than with W. Why then would such a country prize the 
availability of the exchange rate as a policy instrument for its own 
domestic purposes? The answer is that there is no conceivable ra
tional reason for its doing so: it will want to have an inflation rate, 
monetary growth target and unemployment rate which are consistent 
with those of its partners. Also, the use of an EU's rate of exchange 
vis-a-vis W plus the rational operations of the common central baqk 
and its general activities should ensure that any worries on the part of 
the horne country are alleviated. Hence, for such a country to feel 
that there is something intrinsically good about having such a policy 
instrument at its own disposal is tantamount to its not having any 
faith in or a true commitment to the EU to which it has voluntarily 
decided to belong! 

Expressed in terms of Tinbergen's criteria of an equal number of 
policy instruments and objectives, it should be remembered that the 
formation of a complete EU is effectively just a step short of complete 
political union. However, given that the necessary conditions for an 
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effeetive EU require a great deal of politieal unifieation, EU and 
eomplete politieal integration are hardly distinguishable in a realistie 
situation. Henee, in forming an EU, the eountries eoneerned will 
aetually be aequiring a free poliey instrument: they will have two 
instruments for internal poliey adjustments and one for extern al 
(joint) adjustment when all they effeetively need is only one of the 
former instruments. Therefore, an analysis whieh does not explieitly 
ineorporate this dimension ean hardly claim to have any relevanee to 
the situation under eonsideration. 

CONCLUSION 

Sinee eaeh seetion finished with a eonclusion, all that needs stating 
here is that not only are the seetions very closely related, but also 
that, partieularly in the ease of monetary integration, it is inevitable 
to eonclude that its establishment is alm ost impossible without a 
general budget whieh is substantial enough to guarantee and smooth 
its operation - on this point, the reader is advised to eonsult the 
MacDougall Report (1977), Allen (1983) and EI-Agraa (1985b). This 
raises the interesting point that the classifieation of types of eeonomie 
integration given in Chapter 1 is suitable only for textbook clarifiea
tion sinee these problematieal eonsiderations clearly indicate that the 
aetual sehemes of integration that emerge will be highly eoloured by 
the way they eope with these problems (see EI-Agraa (1988) for the 
aetual sehemes in existenee today or those that have met their demise 
but whose experienee has hopefully taught us a number of lessons). 



5 Economic Integration 
Amongst Developing 
Nations 

INTRODUCTION 

The theory of economic integration has evolved, almost exclusively, 
from discussion of post-Second World War developments: the forma
tion of the European Community (EC), the European Free Trade 
Association (EFTA), and the Council for Mutual Economic Assis
tance (CMEA, or COMECON, as it is generally known in the West). 
The literature to date is certainly biased towards common markets in 
the 'advanced' or 'industrial' economies - see the references cited by 
Lipsey (1960), Corden (1965; 1984), Krauss (1972), Robson (1983; 
1985), EI-Agraa and Jones (1981) and EI-Agraa (1982; 1988). This is 
in spite of the fact that the East African Community (EAC) was one 
of the poineers in this field, although the EAC was formed for 
colonial administrative convenience rather than as a voluntary asso
ciation of independent nations (Hazlewood, 1967). 

The first rigorous attempt at a consideration of economic integra
tion in the context of development was made by Brown (1961), and 
most of the sub se quent work has concentrated on the estimate of the 
gains and losses from such associations - see inter alia, Newlyn (1965; 
1966), Hazlewood (1966; 1967; 1975), Robson (1968; 1983; 1985), 
Robson and Lury (1969) and Kahnert et al., (1969). The most notable 
exceptions are the contributions by Johnson (1965a) - which has 
already been explained - and by Cooper and Massell (1965b) - wh ich 
is very similar to Johnson's hence we need not discuss it here. 

As far as the developing countries (less developed countries, 
LDCs) are concerned, it was immediately realised (see Meade, 
1955a; Lipsey, 1960; Brown, 1961) that the static resource realloca
tion effects of trade creation (TC) and trade diversion (TD) have 
little relevance. The theory suggested that there would be more scope 
for TC if the countries concerned were initially very competitive in 
production but potentially very complementary and that a CU would 
be more likely to be trade creating if the partners conducted most of 
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their foreign trade amongst themselves. These conditions are un
likely to be satisfied in the majority of the LDCs - see EI-Agraa 
(1969) for the case of the Arab Common Market and Robson (1983) 
for West Africa. Moreover, most of the effects of integration in the 
LDCs are bound to be trade diverting, since most LDCs seek to 
industrialise at a time when practically all their industrial products 
are imported from either the advanced nations or the newly indus
trialising countries (NICs), now economies, i.e. NIEs. 

On the other hand, it was also realised that an important obstacle 
to the development of industry in the LDCs is the inadequate size of 
their individual markets - see Brown (1961), Hazlewood (1967; 
1975), Metwally (1979) and Robson (1983). It is, therefore, necessary 
to increase the market size so as to encourage optimum plant installa
tions, hence the need for economic integration. 

To put it differently: 

the neoclassical analysis of integration among [LDCs] starts from 
an entirely different developmental standpoint. It is assumed that 
there is a valid case for protecting certain activities - particularly 
industry - either for the purpose of increasing income or the rate of 
growth, or in order to attain certain non-economic objectives that 
are sought for their own sake. To attain the latter may entail 
economic sacrifice, but that would not negate the argument. 

The implications of economic integration in these terms can best 
be considered within a broader framework than that often em
ployed, in which account is formally taken of ... economies of 
scale ... and ... divergencies between private and social costs of 
production. The gains from integration can then be analysed in the 
particularly relevant context of opportunities to exploit economies 
of scale that cannot be secured in single national markets, and the 
implications of market imperfections can also be brought about. 
Imperfections typically arise when certain goods and services do 
not fully pass through the market, thus giving rise to external 
economies and diseconomies, or when government policies distort 
the prices of factors and goods. (Robson, 1983, pp. 6-7) 

Fortunately, these issues have already been tackled in this book, so 
we need not go through familiar ground here. Wh at needs discussion 
is the fact that the necessity to increase the size of the market so as to 
enable appropriate plant installations would, however, result in 
industries clustering together in the relatively more advanced of the 
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LDCs under consideration - those that have already commenced the 
process of industrialisation; this is the so-called 'back-wash' effect 
discussed by Brown (1961), Hazlewood (1975) and Robson and Lury 
(1969). 

Brown, using a macroeconomic model, argued that even though 
the clustering together of industries might be a natural development, 
the other parties to the CU would gain from such an association and 
that the benefits could be more equitably distributed if some arrange
ments were introduced for this purpose; this is the so-called 'spread' 
or multiplier effect discussed by Brown (1961). 

These developments have led to the conclusion that economic 
integration in the advanced world is a very different matter from that 
in the LDCs - see Hazlewood (1975), Robson and Lury (1969), 
Kahnert et al. (1969) and Robson (1983). This conclusion is examined 
in this section in an extended Brown model - see EI-Agraa (1979b; 
1981; 1985a) for a full explanation of the model. 

EL-AGRAA'S VERSION OF BROWN'S MODEL 

In my version of Brown's model, I made the same assumptions as he 
did. Although the assumptions are meant to simplify the analysis, it 
could be argued that they are very relevant to the LDCs under 
consideration. The assumptions are: 

(a) Factors of production are perfectly mobile within each country 
but lack the freedom to move across national borders. The union 
is, therefore, not allowed to introduce measures to divert resour
ces to the industrialising partner. Hence, the union is necessarily 
a customs union (CU) not a common market (CM). 

(b) There is a plentiful unutilised supply of all factors of production. 
(c) The newly introduced industrial output is to be sold as a substi

tute for a product imported from the rest of the world (W); hence 
the CU is purely trade diverting. This product will be sold at a 
price equal to the import price plus the customs duty (tariff) - this 
amounts to assuming that the CU has a common extern al tariff 
(CET) equal to the initial (assumed equal) tariff rate(s). 

(d) Each of the partner nations receives customs revenue from those 
commodities which are consumed within its territories as well as 
the revenue from direct and excise taxes collected accordingly. 

(e) The governments' budgets are to remain balanced throughout, so 
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that any change in government revenue must bring about an 
equal change in government expenditure. This change in expen
diture must fall on goods and services so that transfers are 
unaltered. 

(I) No change in investment takes place in any of the partner 
countries. This might seem a very strange assumption, particu
larly when a new industrial output is to be introduced. It will 
become apparent, however, that the relaxation of this assump
tion will reinforce the conclusions of the model rather than 
ren der them invalid. 

The newly produced output of manufactured goods by the partner 
that has already commenced the process of industrialisation will be 
indicated by Q. The tax-free value of the imports displaced by this 
new product is Q (1 - t), where t is the ad valorem marginal rate of 
duty in the partner countries, 1, 2 and 3. Country 1 is the partner that 
has already started industrialising. 

Xl and X 2 of Q are consumed in 1 and 2 respectively while the 
remainder Q(l - Xl - x2 ) is consumed in 3. Thus the consumption of 
Q in 2 and 3 together is equal to Q(l - Xl)' 

ml , m2 , and m3 , are the total marginal propensities to import (mpi) 
of 1, 2 and 3 respectively. These mpi are composed of three parts 
each: al , a2 and [mI - (al + a2 )] are l's mpi for imports from 2,3 and 
W respectively; a3 , a4 and [m2 - (a3 + a4 )] are 2's mpi for imports 
from 1, 3 and W respectively; and as, a6 and [m 3 - (as + a6 )] are the 
relevant mpi for 3 from 1, 2 and W respectively. 

t* is the direct marginal tax rate. 
The change in income in each country due to the newly introduced 

industrial output is measured in each country by: 

Y = C + Td + X - M, 

where Y is the change in income at factor cost, C is the change in 
consumption at market price, Td is the change in direct tax revenue, 
X is the change in exports at market price and M is the change in 
imports at factor cost. 

The change in direct tax revenue is related to the change in income 
by t*, the direct marginal tax rate (Td = t*Y). Consumption is related 
to disposable income by c, the marginal propensity to consume 
(mpc), i.e. [C = c(Y - Td) = cY(l - t*)]. 

Td appears in the equation because the change in consumption 
expenditure is related to disposable income. Hence, the government 
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must receive income tax revenue. Since it is assumed that the budget 
must remain balanced, tax receipts must be spent on goods and 
services. Therefore, Td represents the government sector. 

There are two parts to the change in l's exports. The first part is 
equal to x2Q and Q(l - Xl - x2 ), the sum of the two being 
(1 - xl)Q. This represents the substitution of part of the newly 
produced industrial output in 1 for imports from W in 2 and 3. The 
second part is equal to a3Y2 and a2Y3 • These represent the increased 
exports to 2 and 3 induced by their respective income changes. 

There are also two parts to the change in imports in 1: an increase 
equal to m l Y I due to the increased income in the country, and a 
reduction equal to x l Q(l - t) which is the consequence of l's substi
tution of a portion of the new industrial output for imports from W. 

Taking these considerations into account, plus the consumption 
and the direct tax receipts changes, one gets: 

(1) 

where s is the marginal propensity to save (mps = 1 - c). 
For 2, the change in exports is equal to alYI and a5Y3, which are the 

exports induced by the income changes in 1 and 3 respectively. The 
change in imports is equal to m2Y2 , which is the increased imports in 2 
induced by its income change, and tx 2Q, which is the amount of 
import duty previously collected from imports coming trom W now 
replaced by imports from 1. This customs revenue is now received by 
1 as part of the price of the proportion of Q consumed in 2 (assump
tion c). 

This gives: 

(2) 

Following exactly the same procedure as in the case of 2, one can 
derive the income change for 3. Thus, the change in exports is equal 
to alYI and a4Y2 , and the change in imports is equal to m3Y3 and 
t3Q(1 - Xl - x 2 ). Hence: 

Y3 = [a2Y I + a4 Y2 - t3Q(1 - Xl - x 2 )]J[s3(1 - tj) + m3] (3) 

These equations are untidy in their present form, particularly since 
one is interested in the income changes in terms of Q alone. Elimin
ating the unwanted income changes gives: 

Y I = [a(b2bJ - a4a6 ) + ß(a4a5 + aJb3) + y(aJa6 + a5b2)]!ö, (1') 
Y2 = [a(a2a6 + alb3) + ß(blbJ -- a2a5) + y(ala5 + a6bl)]/ö, (2') 
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where, 

Ö = bl b2b3 - a4a6bl - al a3b3 - al a4aS - a2a3a6 - a2asb2 , 

a = Q(l - Xltl)' 

ß = -t~2Q, 
Y = -t3Q(1 - Xl - X 2), 

bl = $1(1 - tn + m u 
b2 = $2(1 - tn + m2 , and 
b3 = $3(1 - tj) + m3 • 

Equations (1')-(3') are mathematically too complicated to handle. 
To make deductions from them I shall insert some hypothetical but 
representative values: these are consistent with those used by Brown, 
and are, therefore, subject to the same limitations stated in his 
article. I have, however, chosen a range of values so that most 
possible situations can be examined. The data are given in Table 5.1 
and the resulting income changes in Table 5.2. 

These results lead to the following conclusions: 

(a) Yl is a multiple of the newly introduced industrial output (the 
results range from 2.225Q to 1.787Q) whiIe Y 2 and Y 3 are a small 
but positive fraction of this output (the results range from 0.59Q 
to 0.143Q). These results are clearly indicated by the spillover 
ratios (the ratios of income in the two partners to Yl given in the 
last three columns), which range from 0.072 to 0.265 (7-25 per 
cent). 

(b) Cases lI-VII, considered together, clearly indicate that the 
higher the three countries' mpis from each other, the higher the 
income changes, and the higher their mpis from the rest of the 
world, the lower the resulting income changes (Cases VI and 
VII). 

Within this general conclusion one notices the following: 

(i) the higher the mpis of the three countries to import from 
each other, the higher the rates of change of the income 
changes for countries 2 and 3 (Case 11). In other words, the 
net spillover ratios are at their highest; 

(ii) the higher the mpi of country 2 (3) to import from country 1, 
the higher the income change over all. This income change 
is, however, experienced equally by country 3 (2) - (Cases 11 
and V). This suggests the result that one would expect: the 
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Table 5.2 Results 

Result 

Y1 = P Y2 = P Y3 = P ~ ~ b 
Case Y1 Y1 Y1 

I 1.999 0.195 0.195 0.097 0.097 1.000 

11 2.225 0.590 0.590 0.265 0.265 1.000 
III 2.022 0.198 0.198 0.098 0.098 1.000 
IV 2.002 0.198 0.218 0.099 0.109 0.097 
V 1.976 0.192 0.192 0.097 0.097 1.000 

VI 1.787 0.167 0.167 0.094 0.094 1.000 
VII 1.996 0.174 0.192 0.087 0.096 0.907 

VIII 1.999 0.143 0.246 0.072 0.123 0.581 
IX 2.102 0.143 0.143 0.068 0.068 1.000 
X 1.978 0.205 0.205 0.104 0.104 1.000 

XI 2.002 0.218 0.198 0.109 0.099 1.102 
XII 1.806 0.170 0.170 0.094 0.094 1.000 

XIII 1.996 0.176 0.192 0.088 0.096 0.915 
XIV 1.802 0.151 0.151 0.084 0.084 1.000 

XV 1.998 0.191 0.194 0.096 0.097 0.985 
XVI 2.072 0.204 0.204 0.099 0.099 1.000 

XVII 2.000 0.202 0.196 0.101 0.098 1.032 
XVIII 2.074 0.213 0.213 0.103 0.103 1.000 

XIX 2.003 0.224 0.198 0.112 0.099 1.130 
XX 1.821 0.172 0.172 0.094 0.094 1.000 

XXI 1.995 0.165 0.191 0.083 0.096 0.865 
XXII 1.813 0.138 0.138 0.076 0.076 1.000 

crucial/actor is the mpi 0/ country 1 to import /rom the other 
two partner countries1 ; 

(iii) the higher country 2's mpi from country 3, the higher the 
income change in country 3 and the lower the rate of change 
of income change in country 1 (Case IV) - this result is 
consistent with the previous conc1usion and, of course, with 
the concept of the multiplier in general. 

(c) As one would expect, the higher the mpss, the lower the income 
changes (Cases XI-XIV). Also the higher the income tax rates, 
the higher the income changes (Cases XV-XVIII). This is c1early 
suggested by the definitional expressions; this is because any 
income tax revenue is spent by the government to counteract the 
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effect of the difference between 'earned' and 'disposable' income 
on consumption, but it is well known that a government expendi
ture financed by equal taxation has a multiplier effect, particu
larly in such a highly simplified model. Moreover, the higher the 
tariff rates, the lower the income changes - this follows from 
assumption (c): the higher the tariff rate, the greater the loss to 
countries 2 and 3 from such a union. 

(d) The most significant conclusion is that the lower the proportion 
of the newly introduced industrial output consumed by a partner, 
the higher that country's income change (Cases VIII-X). 

All these are generally valid conclusions. However, since one is 
he re concerned with only CU theory, the interpretation of these 
equations should be confined to answering the pertinent question: 
what happens to these income changes if one of the potential partner 
countries decides not to participate in the CU? i.e. what happens if 
country 2 or 3 decides to continue to import from W rather than 
consume any part of the newly introduced industrial product? 

Suppose country 3 makes such adecision. For country 1, the 
components will remain as before. Hence, Yl will be determined as in 
equation (1). However, for 2, Mz becomes mzYz + t(l - xl)Q, all 
the other components remaining the same as before. Therefore: 

(7) 

For 3, M3 becomes m3Y 3 with all the other elements remaining the 
same as before. Hence: 

(8) 

Comparing equations (8) and (3), it should be apparent that Y 3 as 
given by (8) is greater than Y 3 as given by equation (3) by a multiple 
of t3Q(1 - Xl - x z)· 

The point that needs emphasising, therefore, is that the crucial 
consideration is not whether or not Yz and Y3 would be negative or 
positive (Brown's 1961 main conclusion), but whether or not they 
would have been greater had 2 and 3 decided to stay out of the CU. 
The equations clearly indicate that 2 and 3 would be better off staying 
out of such a CU. 

Could one then argue that since it is l's mpi from 2 and 3 which is 
the most significant element, then it is to the benefit of 2 and 3 to join 
a CU with 1? It is quite obvious that such an argument would be 
absurd - these 'spread' effects are the outcome of the three countries' 
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normal relationships (apart from the new industrial output) and 
unless country 1 suddenly decides to exercise some compulsion on 2 
and 3, there is no reason why these normal relationships should not 
persist. Moreover, it is to the benefit of country 1 to have a market in 
which to dispose of its surplus industrial output. 

CONCLUSIONS 

I have demonstrated that within this limited framework there is no 
economic justification for a CU of LDCs based on protected indus
trialisation, i.e. a trade diverting association. However, it would be 
naive to conclude from this that there is no rationale for CU forma
tion amongst a group of LDCs. This is because this model implies 
that if such a CU is to be formed, the benefits which accrue to 1, 
which are a multiple of the pre-CU output, must somehow be 
equitably distributed so that 2 and 3 also get a share of these benefits. 
And we have already examined the reasons for the formation of CU s 
amongst such countries: lack of sufficient markets; the need for 
economic development; market distortions; etc. Hence, the consider
ations tackled here plus the general rationale that has already been 
established for the formation of CUs amongst a certain group of 
LDCs reinforce each other such that the CU under consideration 
must incorporate explicit policies for dealing with the equitable 
distribution of the gains from integration. 

Because of the above considerations, it has been claimed that the 
theory of economic integration as developed for the advanced world 
has very little relevance to the LDCs. Ignoring the subtle issues 
raised above, there are three basic considerations for a purely econ
omic justification for CUs: the static resource reallocation effects (TC 
and TD), provided they are on balance beneficial; the terms of trade 
(tlt) effects; and the so-called dynamic effects - economies of scale 
and external economies. 

I have demonstrated in this chapter that with regard to the static 
resource reallocation effects there is no difference between CUs in 
the advanced world and the LDCs: TD is detrimental because the 
country concerned is bound to lose (a multiple of the loss of) its tariff 
revenue. Moreover, TC and TD are static concepts; their effects are 
once-and-for-all changes in the allocation of resources. 

As for the tlt effects, these can materialise only if the CU partners 
can charge higher export prices and/or bargain for lower import 
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prices. Here, one is thrown into the world of monopoly/monopsony 
or oligopoly/oligopsony, or whatever permutation of these, where 
any outcome is perfectly feasible, particularly if retaliation by the 
injured parties is allowed for. I cannot, however, see any difference 
between the advanced world and the LDCs in this particular respect, 
and, if the immediate past is anything to go by, it is the OPEC 
countries that seem to have gained from such action, although OPEC 
is not a CU. 

As for scale economies, it should be equally obvious that there is 
more scope for them in a CU of LDCs than in such associations as the 
EC and EFf A; economies of scale lie at the very heart of the 
rationale for CUs amongst certain LDCs. Indeed, it has been argued 
quite coherently that it is the market size that is an important 
hindrance to economic development - see Brown (1963), Hazlewood 
(1967; 1975) and Mikesell (1960). Moreover, Johnson (1957; 1958a; 
1958b), Brown (1963), Williamson (1971) and most recently Shep
herd (1983) have questioned whether there is great scope for scale 
economies in the EC. 

When it comes to external economies, it should also be obvious 
that there is much more scope for them (and absolute necessity for 
them for development purposes, which is why international trade 
theorists have conceded the 'infant industry' argument as the only 
exception to free trade but only in the case of certain very under
developed economies) in the LDCs than in the advanced world: a 
pool of skilled labour, the provision of infrastructure and technology 
are the basic necessities of industry and they are lacking. 

It therefore appears that the body of theory developed for econ
omic integration in the advanced world is even more appropriate for 
the LDCs. Of course, the LDCs are very different in structure from 
the advanced world, hence certain aspects of the theory are more 
relevant to them. But for the advanced world too, some elements will 
be more relevant than others depending on the nature of the econ
omies under consideration. Hence, to conclude from the above that 
the theory of economic integration as developed for the advanced 
world is very different from that for the LDCs is to confuse broad 
theoretical generalisations with their specific application to a particu
lar group of nations whose structure is different [rom that o[ advanced 
nations: different structures of economies should not be confused 
with different theoretical structures. Needless to add, the intrinsic 
differences between the LDCs and their advanced counterparts en
sure that one is not referring to a unified approach. 
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Note 

1. Brown calculates the crucial value for country 1's mpi from country 2 -
this is the value of a1 and a2 which makes Y2 and Y3 equal to zero. The 
equivalent values for the three country model are given in the Appendix 
as Table 5.3. They are not discussed at length at this stage for reasons that 
will shortly become apparent and also because it does not appear very 
likely that the mpi of one country from a neighbour to which it is bound 
through economic integration will be so small as to bring about this result. 

APPENDIX 

Table 5.3 Critical a1 and a2 values to produce (i) Y2 = 0 (ii) Y3 = 0 
(iii) Y2 = Y3 = 0 

Y2 = 0 Y3 = 0 Y2 = Y3 = 0 
a = a1 a = a2 a1 = a2 

I 0.0084 0.0084 0.0128 

11 -0.0079 -0.0079 0.0128 
III 0.0084 0.0082 0.0128 
IV 0.0084 0.0041 0.0128 
V 0.0084 0.0085 0.0128 

VI 0.0100 0.0100 0.0143 
VII 0.0084 0.0088 0.0128 

VIII 0.0195 -0.0028 0.0256 
IX 0.0210 0.0210 0.0242 
X 0.0057 0.0057 0.0104 

XI 0.0084 0.0079 0.0128 
XII 0.0099 0.0099 0.0141 

XIII 0.0084 0.0088 0.0128 
XIV 0.0103 0.0106 0.0141 

XV 0.0084 0.0085 0.0128 
XVI 0.0079 0.0079 0.0124 

XVII 0.0084 0.0082 0.0128 
XVIII 0.0077 0.0077 0.0124 

XIX 0.0020 0.0076 0.0064 
XX 0.0098 0.0095 0.0140 

XXI 0.0147 0.0091 0.0192 
XXII 0.0175 0.0175 0.0211 



6 Macroeconomics of 
Integration 

INTRODUCTION 

We have seen that it is now a clearly established result of the 
orthodox theory of international economic integration that, given a 
world plagued with tariffs, the potential welfare level for the whole of 
the customs union (CU) is higher than the sum of the welfare levels 
available to countries following unilateral policies. Of course, it is 
quite possible, as whenever the gains from collusive action are 
contemplated, that the political feasibilities for the actual distribution 
of the gains may not prove sufficient to ensure that all the participants 
believe that they have received a fair share of those gains or even to 
ensure that each single participant does in fact benefit compared to 
the possibilities available to that country through unilateral action. 
Similarly, although the theoretical potential superiority of member
ship of a CU (likewise, the enlargement of existing CUs) has been 
established, it may be the case that constraints on policy choice at the 
appropriate level of economic integration cause actual policies within 
the union to fall further away from the theoretically optimal configu
ration than would be the case for purely national policies. It then 
follows that a second-best case could be made for withdrawal from a 
CU [as was proposed by the British Labour Party in its Manifesto for 
the 1983 general election and as has happened in the case of Green
land in relation to the European Community (EC)] on the empirical 
argument, which would have to be carefully evaluated in each case, 
that, within the existing constraints of policy-making, attainable 
unilateral action may be superior to the results achieved by continued 
membership of the union. 

However, as has already been demonstrated in Chapter 2, the 
first-best solution within such a framework is to improve joint policy
making within the union and to seek successful cooperation with 
countries outside the union. Given the heroic abstractions from 
reality made in neoclassical trade theory, such conclusions are vul
nerable to charges of irrelevance particularly insofar as, in most 
standard presentations at least, full employment is assumed to exist 
at all times in all countries. 

101 
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It is therefore proposed to tackle the problem here in the context 
of a macroeconomic approach to CU theory which, contrary to the 
orthodox approach, is based on the assumption of the existence of 
unemployment within each economy. This approach was pioneered 
by EI-Agraa (in EI-Agraa and Jones, 1981, Ch. 7), but it is the 
extension and development made by Jones (1983) which provides the 
theoretical foundation for the subsequent argument presented here. 
In short, the aim of this section is to explain a macroeconomic 
approach to CU theory but in a context which deals with withdrawal 
from a CU rather than with the formation of CUs (on which we had a 
lot to say), thus introducing a refreshing change withöut deviating 
from our main task: the argument for joining a CU is almost a mirror 
image of what is presented here. 

THE BASIC MACROECONOMIC FRAMEWORK 

The basic macroeconomic framework is a Keynesian one. To simplify 
the analysis, it is assumed that: 

(a) Money wage rates are fixed in each of the three countries (1, 2 
and 3 which stand respectively for H, the horne country, P, the 
potential CU partner, and W, the rest of the world) for the 
period under consideration. 

(b) The marginal product of labour (L) is everywhere constant. 
(c) Monetary, fiscal and exchange-rate policies in each country are 

also fixed at levels which are regarded by the national govern
ments as providing the best feasible configuration of such policies 
which they can achieve. 

(d) Initially, 1 and 2 impose a common external tariff rate (CET), t* , 
on trade with 3, and 3 imposes the same rate on its imports from 
1 and 2. 

It follows from these assumptions that the various commodities 
produced within any economy can be grouped together, via the 
'composite commodity' theorem, to form a single aggregate national 
product for which units of measurement can be chosen so that, for 
each economy, the factor cost price of a unit of its national product is 
one (measured in any one currency). With the further simplifying 
assumptions that there are no internal sales or other indirect taxes, 
that transport costs are zero and that, within each country, the 
market prices of each national product differ from factor cost prices 
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only by the amount of any import duty, it follows that the conse
quences of withdrawal from the CU ftow from the effects that this 
policy has on the market prices of each national product in each of 
the three separate economies identified in the model. 

Of course, the great unknown in analysing the consequences of öne 
country's withdrawal from a CU is the reaction to this by other 
countries but, in order to keep the argument within manageable 
proportions, the analysis will initially focus on the case in which 
withdrawal from the CU is accomplished by the adoption by both 1 
and 2 of the existing CET (t*) to apply to their mutual trade ftows and 
to keep on applying it to trade with 3. 

Given the assumptions of the model, such a policy change will have 
no (immediate) impact on the market prices of the domestic output in 
1 and 2 or on any prices within 3. Accordingly, the immediate 
consequences of 1 's withdrawal from the CU can be summarised as 
working through the changes in the market prices within 1 and 2 on 
their mutual trade, i.e. 

(1) 

where Pij is the market price of country j's product in country i. 
Following the standard macroeconomic treatment of the com

modity market, the consequential changes in national output can be 
evaluated by use of the equilibrium conditions: 

AYi = ACi + Ali + AGi + !J..Mji + AMki - AMij - AMik> (2) 

where Y i, Ci' I;, and Gi are, respectively, national output, private 
consumption, private net investment and government expenditure on 
goods and services in 1, all measured at constant factor prices of 
unity, and where M ij is the factor cost measure of 1 's imports from 
country j and hence, equally, of country j's exports to country i. 

To simplify the argument further, it is assumed that the import 
content of exports, land G is zero, that, initially at least, I is 
unaffected by the price changes resulting from the change in trade 
barriers and that G is subject to the requirement of a balanced budget 
so that: 

AGi = tiAYi + ATij + ATik (3) 

where 0< ti < 1 is the (constant) marginal rate of direct taxation in 
country i and Tij is the tariff revenue collected by country i on its 
imports from country j. 

It is also assumed (see Jones (1982) for the justification) that: 
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(4) 

where 0< Ci < 1, and hence that the change in real domestic expen
diture (!!lEi = !!lCi + !!lIi + !!lGi) is dependent solelyon any changes 
in factor income which result from the formation of the CU, i.e. 

(4a) 

where 0 < ei = Ci + ti < 1 is the marginal propensity to spend in 
country i. 

There are a number of possible ways of modelling expenditure on 
imports but here it is helpful to use a two-stage share-of-expenditure 
import function which can be derived from the nested CES utility 
function originally suggested by Verdoorn and Schwartz (1972) fol
lowing the work of Armington (1969), i.e. 

M*: = Ubi(P':'IP .. )bi-1M'!' 
l} I I l] " 

(5a) 

with 

M* = VEi(P./P':')Ei-1C'!' 
I I I I " 

(5b) 

where 0 < U;, Vi < 1 are the parameters reftecting the strength of 
preferences in country i between competing imports and between all 
imports and domestic output respectively; öi ;:::: Ei > 1 are the elas
ticities of substitution between competing imports and between 
domestic output and total imports respectively (the restriction that 
both elasticities exceed unity has been made to simplify the sub se
quent argument but, although the assumption appears empirically 
plausible, it should be noted that it is in fact critical to the validity of 
the general conclusions reached here and that it has a theoretical 
significance which can be compared with the results of McMillan and 
McCann, 1981); and Pi and P'(' are domestic cost-of-living and import 
prices indices defined to be consistent with the aggregation of na
tional products implied by the underlying utility function. Accord
ingly, the market price changes resulting from l's withdrawal from 
the CU as summarised in (1), can also be represented as having the 
following effects on the domestic cost-of-living and import prices 
indices in both 1 and 2 (for i = 1, 2): 

!!lP'('IP'(' = Ilil* > 0, (5c) 

and 

(5d) 
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where 0 < f.Lij = Mij/ Mi< 1 is the share of the total expenditure on 
imports in country i devoted to imports from its former partner j; and 
0< I..ij = Mij/Ci< 1 is similarly the share of total consumption at 
market prices in country i taken by the national product of its former 
partner j. 

The total differentiation of (5a, b) when combined with (5c, d) 
yields the following results for the change in expenditure in either 1 
or 2 on imports from 3: 

~Mh = A;3~C:+ Cjt!.l..j3, 

where 

C:~l..j; = t* M~[ (öj - Ei)f.Lij + (Ej - 1 )I..ij] > 0 

(6a) 

(6b) 

Since domestic expenditure on imports also includes the payment 
of tariff revenue collected by the government of the importing coun
try, the actual change in imports (at factor cost prices) to either 1 or 2 
from 3 can be identified as: 

(6c) 

where 0< mi3 =l..i3c;l(l + t*) < 1 is the marginal propensity of 
country i to import from 3. 

It can be seen from (6c) that the change in demand for imports 
from 3 can be split into two major components. The first term on the 
right-hand side is dependent on the ultimate change in national 
income and may be viewed as a secondary effect induced by whatever 
changes in income result from the primary price effects of the 
break-up of the CU. It seems appropriate in the context of the 
withdrawal of 1 from the CU to define the reverse price effects as the 
'trade diversion reversal effect' (di ), i.e. 

di = Cjt!.l..j3/(1 + t*) = t* Mi3[(Öi - Ei)f.Lij + (Ei - l)l..ij] > O. (7a) 

Total differentiation of (5a,b) also enables the change in trade 
ftows between 1 and 2 to be identified as: 

~Mjj = ~Mij - ~1ij = I..jj~C:- Cjt!.l..jj - Cjt!.l..j3 - ~1ij, (8a) 

since, by definition, ~I..jj = - ~I..ii- ~l..j3. As the change in tariff 
revenue on trade between 1 and 2 can be identified as: 

~ 1ij = t* ~Mjj + t*Mji , (9) 

it follows that (8a) can be rewritten as: 
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(8b) 

where 0 < m;j = A;jc;l(l + t*)< 1 is the marginal propensity in 
country i to import from its former partner; and t* Mij is the (notional) 
value of the tariff revenue which could be received by i if the new 
tariff on trade with its former partner was levied on the volume of 
trade which existed prior to 1 's withdrawal from the CU. In addition 
to the 'trade diversion reversal effect', d;, (8b) also contains one 
further term: 

(7b) 

Jones refers to this as the 'trade reduction effect' since it measures, at 
factor cost prices, the effect on imports from the partner due to the 
increased share in domestic expenditure gained by domestic output at 
the expense of imports from the partner. As such, it can also be 
viewed as a domestic output and employment creation effect; such an 
increased share of the domestic market seems to lie at the he art of the 
protectionist case for import controls. In order to see whether this 
view is justified in this model, however, it is necessary both to 
complete the formal framework and to solve the model. 

COMPLETING AND SOLVING THE MODEL 

The first of these tasks is simply achieved by noting that since (by 
assumption) imports into 3 are unaffected by any price changes, the 
effects on the trade ftows depend solelyon income changes, i.e. 

(10) 

where 0 < m3; = A3;c;l(1 + t*)< 1 is the marginal propensity of 3 to 
import from country i. 

The solution of the model is then obtained by substitution of (3), 
(4), (6c), (7a), (8b) and (10) into (2) and can be summarised as: 

(11) 

where K;j are the multipliers of the primary effects (F;) resulting from 
l's withdrawal from the CU. For both 1 and 2 these primary effects 
can be identified as: 

F; = - dj - (rj - ri ) - t*(Mj; - M;j), 

whilst, for 3, 

(12a) 
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(12b) 

The multipliers all involve complex combinations of the parame
ters but fortunately their signs can be evaluated, as in lones (1982), 
from the general restrictions placed in the range of values taken by 
the parameters. Thus, by defining 0 < h j = 1 - ej < 1 as the mar
ginal propensity to hoard and 0< bj = hj + mjj + mjk < 1 as the 
marginal propensity not to spend on domestic output, it can be shown 
that all multipliers can be expressed in the form: 

Kji = a)D 

where 

where 

a ii = bk(hj + mj;) + mjk(hk + mk;), 

and where 

It then follows that 

aii > aji > 0, 

that D > 0 and that accordingly the multipliers K ü and Kij are 
unambiguously positive whilst, equally clearly, K ü > Kji • 

By substitution of (7a, b) into (11), it is then possible to identify the 
effects of withdrawal from the CU on output (and hence, by implica
tion, employment) in 1: 

~Yi = - (Kll - K 31 )dz - (KZ1 - K 31 )d1 

- (Kll - Kz1 )[t*(Mz1 - M 12) + rz - r1]· (l1a) 

From the restrictions so far placed on the value of both multipliers 
and multiplicands it can be seen that the first term in (l1a), i.e. the 
'trade diversion reversal effect' in the partner, is a certain source of 
loss for 1. In order for the policy of withdrawal to make economic 
sense for 1 within the framework of this model, it is therefore 
necessary that the remaining two terms should be sufficient sources of 
gain to outweigh these losses. Although it is theoretically possible 
that this could be the case, the general presumption he re is that this is 
highly unlikely. 

Consider first the se co nd term in (l1a), i.e. the consequential 
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change in the income of 1 which results from the 'trade diversion 
reversal effect' in that country. It is intuitively improbable that this 
could have any significant effect in that country itself simply because 
its direct effects are feIt only in the former partner (which suffers a 
decline in aggregate demand) and in 3 (which benefits from a gain in 
aggregate demand). Thus the only effects in 1 depend on the relative 
strengths of the 'repercussion' effects for 1 which stern from the direct 
changes in the other countries. Formally this is shown by the fact that 
the sign of (K2l - K3l) is the same as the sign of [m2l(1 - e3) -

m3l(1 - e2)]' This will only be of a significant negative value (which 
is the requirement for d to have a significant positive effect on horne 
output) if the marginal propensity to import from 1 and the marginal 
propensity to spend are much lower in 1 than in 3. Although this is a 
theoretical possibility which could be explored for any specific case, 
there is no reason to believe that this is likely to be of any general 
significance and, indeed, if EI-Agraa's (in EI-Agraa and Jones (1981), 
Ch. 7 - see Table 5.1 in Chapter 5 of this book) suggested basic set of 
hypothetical but representative values for the parameters is employed, 
the multiplier (K2l - K3l) is zero (Jones, 1983, p. 83). 

With regard to the last term in (lla) , since the multiplier, 
[- (Ku - K2l)] is unambiguously negative, the possibility of 1 gain
ing from the policy of withdrawal is seen to depend on whether the 
multiplicand [t*(M2l - M12) + r 2 - r l ] is also negative. Proponents 
of a UK withdrawal from the European Community did in fact point 
to one component in the multiplicand which does have such a 
negative effect. This is (-rl ), (the negative of) the 'trade reduction 
effect' in 1 which provides a stimulus to domestic output as domestic 
demand switches away from imports from 2 towards domestic output 
in 1. A crucial feature of Jones's model, however, is to suggest that 
the 'trade reduction effect' in 2 must also be taken into consideration 
and that this directly offsets the 'trade reduction effect' in 1. Indeed, 
if the definition of the 'trade reduction effect' (7b) is employed, the 
final multiplicand in (lla) can be rewritten as: 

t*[M2l - M12) + M 2l"'-z2(Ez - 1) - M l2A,11(El - 1)] 

which, in the neutral case of initial trade ftows between 1 and 2 being 
balanced, simplifies further to: 

t* M12["'-zz(Ez - 1) - A,u(El - 1»). 

Such an expression will be significantly negative only if the share of 
total expenditure devoted to domestic output and the elasticity of 
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substitution between domestic output and imports is far higher in 1 
than in 2. 

Even if 1 did gain, however, it is important to recognise that the 
same multiplicand is present but with signs reversed in determining 
the outcome for the former partner. Thus, if the policy of withdrawal 
is to have any benefit for 1, this will be so only as a result of a 
'beggar-thy-neighbour' effect on the former partner. 

Of course, if it is believed that 2 will not retaliate to l's withdrawal 
from the CU and will continue to offer free access to its market whilst 
1 raises its tariff barriers on imports, both r2 and d2 will be zero as will 
t* M21 and there would be a very good chance that the beneficial 
effects for 1 of r 1 would outweigh any adverse effects which might 
arise from the 'trade diversion reversal effect' (d1) in that country. 
The same applies to any further unilateral increases to trade barriers 
since these will increase the size of r1 and the resultant gain to 1 
becomes larger. Needless to add, any such gains remain 'beggar-thy
neighbour' effects and are dependent on the assumption of no signifi
cant retaliation by 2. 

WITHDRAWAL AND THE BALANCE OF PAYMENTS 

The above conclusion applies even when the assumption is combined 
with the argument that higher tariff barriers should be used to 
remove the balance-of-payments constraint on expansionary domes
tic policies so that foreign retaliation would be unjustified as total 
imports would remain unaltered. Such an argument implies rather 
more faith in the accuracy of the timing and the estimation of the 
effects of different kinds of policy and in the sympathetic under
standing of foreign governments than seems justified - see EI-Agraa 
(1979a; 1984a; 1985b) for further discussion of this. In addition, it 
fails to recognise the discriminatory change associated with with
drawal from a CU. 

Thus consider the basic case analysed above in which the primary 
effects of l's withdrawal from the CU on its balance of trade (at the 
pre-withdrawal income level) can be identified as: 

[r1 - r2 + t*(M12 - M21) - d2]· 

It is impossible to identify the sign of this effect with complete 
generality but there is a presumption that it would be negative 
because, whereas the trade reduction and tariff revenue effects tend 
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to be offset directly by their counterparts in 2, the loss to 1 of the 
'trade discrimination reversal effect' in 2 has no impact. Thus, in 
general, the consequence of withdrawal from a CU could be expected 
to be a worsening rather than an improvement in any balance-of
payments constraint. The same would be equally true for 2, whilst it 
is 3 which could be expected to gain. 

If domestic expansion to full employment is constrained for both 1 
and 2 by the balance of payments and unwillingness or in ability to use 
devaluation of the exchange rate, Jones's model clearly points to the 
superiority of continued membership of the CU in which domestic 
expansion is combined with an expenditure-switching policy by the 
CU as a whole. In the absence of the possibility of devaluation, 
perhaps the most obvious expenditure-switching policy for the CU is 
the raising of its CET. 

Of course, at least two major problems arise with such a policy. 
The first is the possibility of retaliation by 3. This may indeed be a 
real danger which might effectively make such a policy option 
counter-productive. However, if 1 and 2 are genuinely constrained 
from reaching full employment by balance-of-payments considera
tions, then, unless 3 is willing to countenance same form of 
expenditure-switching policy wh ich the CU members could adopt, 
the problem must be traced to this source and the solution to the 
global problem of payments adjustments should be sought on an 
appropriately wider scale. Failing such a solution, however, con
tinued membership of the CU does still offer at least two potential 
advantages over withdrawal. The first concerns the relative bargain
ing strength (in a world where retaliatory action is common) of a CU 
compared with individual members each acting alone. The second 
concerns the fact that, with membership of the CU, both 1 and 2 will 
have lower marginal propensities to import from 3 than otherwise 
would be the case. Accordingly, domestic expansionary policies 
within the CU will have less adverse effects on such members' 
balance of payments vis-a-vis 3 than would be the case in non
membership of the CU. 

This point, however, leads to the second major problem associated 
with the possibility of joint CU action. As is pointed out by Beg, 
Cripps and Ward (1981), the balance-of-payments constraint is un
likely to be equal for both 1 and 2. Accordingly, the general policy of 
combating unemployment within the CU may be constrained once 
full employment is reached in one partner. However, the existence of 
such a problem merely points to the need for the possibility of 
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expenditure-switching policies between the member states - at least 
until the time when factor mobility is sufficient to reduce the scale of 
the problem to be amenable to the type of 'regional' policies cur
rently attempted within many nations. However, it is not at all clear 
why devaluation should not be the obvious way of pursuing this, or if 
constraints on the possibility or effectiveness of devaluation are 
introduced, why it would be that the unilateral use of barriers to 
trade offers scope for greater success. 

Jones concludes his analysis by emphasising the problems in
volved: 

Of course . . . this argument does nothing to negate the general 
conclusion of the orthodox analysis. Real problems do exist in 
identifying and in agreeing on optimal policies and it may be that 
constraints on national policy choice within the union and/or 
distributive problems cause one member to be able to gain from 
withdrawal from the union in order to pursue less-constrained 
national policies. Equally, however, given the assumed existence 
of constraints on the use of domestic and exchange-rate policies to 
achieve full employment, the . . . model points to the general 
potential superiority of continued union membership to a policy of 
withdrawal. (Jones, 1983, p. 86) 

CONCLUSION 

Although conceding the point that the macroeconomic framework 
can te ach us a lot about the contemporary economy, 'for it is clear 
that unemployment is very costly', Winters (1987) claims that the 
macroeconomic approach is not suitable for analysing the impact .of 
economic integration. He advances three reasons to support his 
claim. Firstly, the assumption of a single commodity (although per
fectly adequate for a consideration of macroeconomic changes which 
have an approximately equal impact on the prices of all goods, thus 
enabling the use of the composite commodity theorem) cannot cope 
with the changes in relative prices (hence the gains from specialisa
tion) which accompany the establishment of a scheme of integration. 
Secondly, the impact of economic integration on the overall level of 
output and employment is negligible; therefore, there is no need to 
stress the employment effects of integration. He explains this in the 
following manner. Because of the currency Boat in the mid-1970s, the 
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overall current account deficit can be explained better in terms of 
macroeconomic and asset market factors rather than by trade policy: 
any increase in the deficit in, for example, manufactures brought 
about by economic integration must be largely countered by other 
parts of the trade account; thus integration changes the composition 
of the account rather than its overall level. Thirdly, the Keynesian 
approach completely discards the reality that people seek more 
foreign goods (variety leading to an increase in real income), thus 
missing the essence of trade policy. 

Let me conclude this chapter by responding to this rationale. 
Firstly, as the monetary approach to the balance of payments clearly 
demonstrates, devaluation is a temporary measure for correcting 
trade imbalances; therefore it is no alternative to deflation. Secondly, 
the mid-1970s was not, strictly speaking, aperiod of free currency 
floating, rather one of managed ('dirty') float. Thirdly, as demon
strated in this chapter, the macroeconomic approach is quite capable 
of dealing with a variety of products, hence the composite commodity 
theorem is equally applicable here. Finally, provided it is valid to 
incorporate the composite commodity theorem in the Keynesian 
framework, it follows that the preference for variety has not been 
passed over. However, be that as it may, we are simply suggesting 
that the macroeconomic approach should be seen as an addition to 
furthering our understanding of the economic integration process 
rather than a camplete alternative to the general equilibrium analysis; 
we are not discarding orthodoxy, rather supplementing it. 



7 Economic Integration 
Amongst Centrally 
Planned Economies 

INTRODUCTION 

The previous five chapters were essentially about the theory of 
economic integration as developed for countries which are predomin
antly market economies, be they advanced or developing nations. 
However, one of the fundamental conclusions reached was that the 
basic rationale for economic integration at the customs union/ 
common market level rested almost entirely on the achievement of 
economies of scale, which, in the case of developing countries, are 
essential for economic development given the limited size of most of 
the individual economies, which prevents the attainment of optimum 
plant efficiency. For advanced nations, the possible achievement of 
economies of scale is to be determined by sheer market forces. For 
developing nations, the implication is that industries should either be 
equitably distributed (in the case where economies of scale are due to 
horizontal integration) or that the benefits from economies of scale 
should be equitably distributed (in the case where economies of sc ale 
are due to vertical integration) via so me appropriate monetary/fiscal 
arrangements. It should be apparent that, in either case, so me sort of 
joint planning among the participating nations is warranted. For 
example, the equitable distribution of industries requires the setting 
up of some sort of common organisation, whose membership should 
consist of representatives (numbers chosen on equity grounds?) of 
the participating nations, responsible for taking allocative decisions, 
i.e. the organisation should be entrusted with taking decisions re
garding the geographical distribution of the plants. However, such 
allocative responsibility is meaningless unless the industries compris
ing the plants have already been decided upon; no doubt the same 
organisation, or a similar body, should be entrusted with that re
sponsibility. Similar conclusions are reached in the cases of the 
common monetary or fiscal authority and of policy coordination or 
harmonisation at the economic union level. However, those who 
concentrate on advanced nations alone would argue that the market 
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mechanism will take these decisions; hence, under such circum
stances, planning is needed only if the market forces are hindered 
from operating efficiently. Planning is, therefore, of somewhat secon
dary importance. It should therefore be instructive to leam ab out 
how economic integration affects centrally planned economies (the 
so-called communist/socialist countries) before pursuing this point 
further. 

FUNDAMENTAL DIFFERENCES AND SIMILARITIES 

As we have seen, in the earlier days economic integration was 
equated with the division of labour within a geographical area, 
although it was usually not made clear what minimum level of trade 
justified the term integration, but this was later qualified to mean that 
countries should not contemplate economic integration unless a 
substantial part of their trade is conducted among them, and that 
they are initially competitive economies but potentially complemen
tary ones. Depending on the type of scheme to be pursued, we have 
also seen that economic integration has recently co me to mean not 
only the intemationalisation of the markets for goods and services, 
but also those of capital and labour, technology and entrepreneur
ship, money and credit, as weIl as the supporting economic institu
tions. The institution al aspects of economic integration cannot be 
measured with statistical indicators, but their effects will presumably 
be reflected in the level and composition of trade and other sorts of 
measurable economic links among the members of an integrated 
area. Economists concemed with market oriented countries, by 
contrast, tend to seek statistical measures of the commercial ties 
among the members of the group. 

At this juncture, it may be sensible to clarify the meaning of the 
term 'centrally planned economies'. It should be noted that charac
terising national economies as either capitalist or socialist is an 
oversimplification. There is substantial state ownership and control 
over the means of production in market oriented countries as weIl as 
a degree of supra-national planning. Conversely, market-type rela
tions can be found both in the domestic economies of individual 
communist/socialist countries and also in their relationships with each 
other. However, the basic features of the two groups justify charac
terising them as essentially market oriented and centrally planned. 

The fundamental difference between market oriented and centrally 
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planned types of economic integration can be found in the institu
tions facilitating or hindering integration. In market oriented econ
omies, in spite of the public sector and other deviations from perfect 
competition, the bulk of international trade is conducted by private 
enterprises, seeking profit opportunities wherever they can find 
them. Hence, a reduction or complete elimination of barriers to the 
movement of goods, factors of production and money across national 
borders goes a long way towards the achievement of economic 
integration. By co nt rast , once the market is replaced by central 
planning, all movement of goods and factors within the integrated 
area as well as with the rest of the world necessitates an explicit 
action by the government concerned. The economic integration of 
centrally planned economies, therefore, requires more overt man
agement and thus a more elaborate bureaucratic structure. 

The fundamental similarity between the two types is that the aims 
for economic integration, depending on the form it takes in market 
oriented economies, te nd to be similar: better division of labour 
(improved economic efficiency) desired as a source of economic 
growth; economic discrimination in favour of member nations; and 
enhanced political power far the integrated group. 

In short, the approach of the centrally planned countries to eco
nomic integration differs from that of count ries which are predomin
antly market oriented. At the customs union and free trade area 
level, the process of economic integration among nations in the latter 
group aims to create a distortion-free market so that the pattern and 
composition of trade are determined by the fundamental forces of 
comparative advantage. Of course, this is a gross oversimplification, 
since the existence of powerful monopolies/oligopolies will require a 
joint approach for tackling them, rather than co operative efforts to 
reduce them to the purely competitive firms described in elementary 
undergraduate texts. In common markets, and more involved forms 
of economic integration, the aim is also to equalise/harmonise all the 
aspects that affect the movement of factors of production and wh at
ever common objectives the scheme in question seeks to achieve. In 
socialist countries, practicallyall enterprises are publicly owned and 
the economic forces are controlled through comprehensive economic 
planning which determines the levels of production, investment and 
prices, i.e. these parameters are not determined by supply and 
demand forces, but in accordance with what is deemed necessary or 
appropriate for the nation. Under such circumstances, the trade and 
factor distortions wh ich are the concern of market economies have no 
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relevance to centrally planned economies; for example, foreign trade 
is part of the economic plan, hence it is determined through admini
strative means, and inevitably the state trading organisations in 
charge of it freguently emerge as monopoly institutions, if only for 
administrative convenience. Needless to add, this does not mean that 
market forces are superior to comprehensive economic planning, and 
as we have just seen, nor does it me an that every aspect of society 
need be organised in planning terms since some areas can be left, and 
do get left, to free enterprise within the context of the overall plan. 

THE CMEA 

The above is abstract; hence it is consistent with the aims of this part 
of the book. However, given the fundamental differences between 
market oriented and centrally planned economies, it may be illumi
nating to describe an actual situation. 

The only example of economic integration amongst a group of 
centrally planned countries is the Council Jor Mutual Economic 
Assistance (CMEA), generally referred to in the West as COME
CON. In order to appreciate why it is difficult to tackle this type of 
association within the confines of the theoretical structure advanced 
for countries which are essentially market oriented economies, it may 
be useful to point out a few characteristics of this organisation. 

Ten countries have Juli membership of the CMEA: the six nations 
which formed the CMEA in January 1949, namely Bulgaria, Czecho
slovakia, Hungary, Poland, Romania and the USSR (Albania joined 
a month later but has taken no part in CMEA activities since 1961); 
the GDR (1950), Mongolia (1962), Cuba (1972) and Vietnam (1978). 
According to the interested party provision of the CMEA charter, 
member count ries can decide whether or not to partake in CMEA 
programmes. Since 1964 associate membership has governed the 
affiliation of Yugoslavia which participates in 21 of 32 key CMEA 
institutions as if it were a full member. Non-socialist cooperant status 
was granted to Finland in 1973 and Irag and Mexico in 1976. Since 
these countries have no foreign trade plans and their governments 
cannot conclude agreements on behalf of firms, cooperant countries 
do not participate in the work of CMEA organisations. Each country 
has mixed commissions, composed of government and business rep
resentatives which sign various kinds of 'framework' agreements with 
the CMEA's Joint Commission on Cooperation, specially designed 
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for this purpose. The agreements are subsequently accepted by the 
relevant permanent commission of the CMEA but the implementa
tion is up to the interested CMEA country(ies) and cooperant coun
try firms. There are also provisions for observer status and interested 
country affiliations: the former applies to a mixed group of commun
ist or communist-leaning governments, while the latter seems to 
apply to a group of developing nations - see Marer and Montias 
(1982; 1988) for full details. 

The most distinctive feature of the CMEA is the disparity in size, 
resource endowment and political power among its members. The 
USSR accounts for about two-thirds of the population and aggregate 
GNP of the bloc and is endowed with over nine-tenths of its crude oil, 
gas and iron ore resources. As weIl endowed as the USSR is, there is 
a shortage of supply in the CMEA in natural resources, minerals, 
foodstuffs and other primary commodities. This is partly due to foreed 
industrialisation, which required a growing quantity of these resourees 
for domestic industries and for exports, and partly due to the fact that 
primary commodities, which are gene rally under-priced, can be 
traded more easily outside the CMEA for convertible currency. 

There is wide disparity in the level of in dust rial development of the 
CMEA count ries , although the least developed me mb er nations 
(Bulgaria and Romania) are growing fast. However, it is argued 
(Marer and Montias, 1982; 1988) that as long as the technological gap 
between the more and less advanced members persists, the former 
will not, on the whole, abandon lines of production to the latter and 
become depend~nt on suppliers that may not be capable of meeting 
their requirements. The implications of this for CMEA integration 
are too obvious to warrant discussion. 

The foreign trade activities of a traditional centrally planned eco
nomy are determined or influenced by the following institution al 
arrangements: 

(i) In each country, production and trade levels are set by highly 
placed officials in the party or in the government and carried out 
by the ministerial hierarchies concerned. Plans - sets of ex ante 
production and trade decisions slated to be carried out in a 
given period of time by producers and foreign trade enterprises 
(FIEs) - are geared to a system of interlocking material ba
lances. Decisions are implemented via orders that come down 
through hierarchic lines. Information about the environment of 
producers is transmitted chiefly from subordinates to superiors 
in the hierarchies. 
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(ii) FIEs, subordinated to the Ministry of Foreign Trade, purchase 
output from producers for export and sell imports to producers 
and wholesalers. The mono bank in each country, on behalf of 
the FIEs, pays producers for goods exported and charges 
consumers for goods imported in local currency. The producer 
of exports and the consumer of imports deal with the FIEs 
only, so they are iso la ted from the foreign buyers of exports and 
the foreign suppliers of imports. Managers of producing enter
prises and the FIEs are subject to material incentives for 
fulfilling physical output or foreign trade plans, for economising 
on production costs and in certain instances for carrying out 
other assigned tasks. Given this system, quality and orientation 
towards the needs of the user often leave a lot to be desired 
(Marer and Montias, 1982; 1988). 

(iii) Export and import transactions entered into by the FIEs with 
non-CMEA countries are valued according to current world 
market prices and settled in a convertible currency; with CMEA 
countries, transactions are valued according to an agreed set of 
past (historieal) world market prices and settled in transferable 
rubles (TRs). The TR is an artificial accounting unit which takes 
a world market price expressed in a convertible currency and 
translates it into rubles at the prevailing official exchange rate 
for the ruble. 

(iv) The official exchange rates of the individual CMEA countries, 
in terms of convertible currencies or against the TR, are set 
arbitrarily and may not reflect or even approximate the equili
brium exchange rates which are based on the purchasing power 
of the currencies or some other equilibrium concept. FTEs, 
therefore, must keep two sets of accounts in domestic currency: 
one expressing the value of transactions with foreign buyers and 
sellers translated into domestic currency via the official ex
change rate, and the other expressing the value of transactions 
with domestic sellers of exports and users of imports according 
to the domestic prices fixed (to so me extent arbitrarily) by the 
domestic authorities in the country. The gains and losses on 
foreign transactions, reflected by the difference in the two sets 
of accounts, are settled automatically with the state budget, a 
procedure known as automatie priee equalisation. 

(v) Within the CMEA, representatives of each country negotiate 
the pattern of specialisation in production with other CMEA 
nations either bilaterally or multilaterally. The exchange of 
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goods among countries is almost always agreed upon bilaterally. 
Prompted by the domestic planning system in the CMEA na
tions, which is based on material balances, trade negotiations in 
the CMEA focus mainly on the type and quantity of goods each 
country wishes to import. When negotiating the quotas to be 
included in the five-year agreements, it is necessary to forecast 
domestic demand for all kinds of machinery as far ahead as 
eight years because plan co ordination in the CMEA begins 
three years before the current plan period ends. Practically 
speaking, this is a difficult situation, not designed to facilitate 
the ready matching of product specifications in the exporting 
and importing countries (Marer and Montias, 1982; 1988). 

(vi) Bilateralism discourages economic integration in several ways. 
One reason is that barter deals tend to be struck to keep 
bilateral accounts in approximate balance. Any surplus beyond 
an exporter country's planned supply must be sold outside the 
CMEA. It is for this reason that the value of a given surplus or 
deficit with one CMEA partner, expressed in TRs, is indetermi
nate and cannot be used automatically to offset deficits or 
surpluses with other CMEA partners. Lack of convertible cur
rency sometimes leads to egregiously inefficient decisions: 

Hungary, for example, has a chemie al complex whose opera
tion requires a large quantity of salto About 35 miles from the 
complex, across the border in Romania, is one of Europe's 
largest salt mines. But Romania ships the salt to the USA and 
other countries where it gets paid in convertible currency 
while Hungary imports salt from Algeria because that source 
does not require a direct outlay of scarce hard currency. 
(Marer and Montias, 1982, p. 112) 

Sometimes such problems are solved by agreeing to settle 
certain intra-CMEA trade transactions in convertible currency, 
a growing tendency which may be favourable to CMEA-wide 
integration, insofar as it mitigates the integration-reducing ef
fects of bilateral clearing accounts. 

(vii) There is no mechanism in the CMEA for joint risk taking. Risks 
inevitably arise when a country undertakes an investment to 
build export capacity for either the CMEA or the world market. 
Demand in the CMEA (as in the world market) may fluctuate 
due to technologicalor other factors or because central planners 
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in partner countries change their minds regarding imports. The 
risks of specialisation for the CMEA market fall relatively more 
heavily on the smaller East European nations than on the USSR 
because the former can specialise in only a relatively few pro
ducts so their risks are concentrated, while the USSR produces 
and specialises in many products, hence its risks are spread 
more widely. 

Since the early 1950s, when the above system was in force through
out the CMEA, partial reforms have been implemented at various 
times and in various degrees by all the CMEA nations and com
prehensive reforms were introduced in Hungary in 1968. However, 
Marer and Montias (1982; 1988) conclude that, in spite of the 
introduction of partial reforms in all CMEA countries since the late 
1950s and the nurturing of the comprehensive reform that has been 
evolving in Hungary since 1968, the traditional foreign trade mech
anism is still essentially intact, at least as far as trade with the block is 
concerned. 

In short, the economic system within the CMEA perpetuates a 
fundamental lack of interest of domestic producers in becoming 
integrated with both consumers and producers in other member 
nations. The integration policies of member countries must focus on 
the mechanism of state-to-state relations rather than on domestic 
economic policies which would make CMEA integration more attrac
tive to producers and consumers alike. That is, integration must be 
planned by the state at the highest possible level and imposed on 
ministries, trusts and enterprises. Also, the CMEA operates different 
pricing mechanisms for intra- and extra-area trade: with partners 
outside the bloc they trade at current world prices, while prices in 
intra-bloc trade are linked to the market prices in the Western world 
for an earlier period, according to various formulas periodically 
agreed upon since shortly after the Second World War - see Marer 
and Montias (1982; 1988) for detailed information. Moreover, the 
attitude of the USSR is extremely important since the policies of the 
East European members are somewhat constrained by the policies 
adopted by the organisation's most powerful member, for economic 
as weIl as political reasons. However, although CMEA integration 
has to be approached within an entirely different framework (the 
concepts of trade creation and trade diversion seem to have no clear 
relevance here and economies of scale are treated in a very different 
way altogether), Chapter 14 is nevertheless devoted to the empirical 
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estimates of the integration effects of this bloc. Be that as it may, this 
book is not the appropriate place for discussing the CMEA at length 
since doing so would entail essentially institutional discussion, and 
this is mied out from this book, hence the interested reader is advised 
to consult Marer and Montias (1982; 1988). What may be in order, 
however, is a short list of the integration measures that have been 
achieved, but these cannot be described without some historical 
perspective. 

CMEA Economic Policy and Integration 

Tracing the efforts made during the CMEA's existence to find poli
cies acceptabIe to all member countries shows how difficult it is to 
reach agreement about specialisation and then to find a workable 
mechanism for the group as weH as to implement agreed policies 
effectively in each country. Linked closely with alternative policies on 
specialisation, suggestions for reforming the CMEA mechanism have 
ranged from proposals for a supra-national authority which would 
create the traditional institutions of central planning at the regional 
level, to those favouring greater reliance on market mechanisms. 

The best known proposal for integration was that advocated by the 
USSR during 1962-4 for the organisation to become a supra-national 
organ. They suggested that the CMEA should make decisions and 
allocate resources ex ante rather than try to co ordinate ex post the 
decisions taken by the national planning authorities. This proposal 
brought to the surface the fear of the comparatively small East 
European countries that CMEA integration under a supra-national 
authority would mean more domination by the USSR. The most 
uncompromising stand against this form of integration was taken by 
Romania, whose mling party issued its famous 1964 statement, which 
brought the conflict to world attention: 

forms and measures have been proposed such as joint plan and a 
single planning body for all member countries .... The idea of a 
single planning body for CMEA countries has most serious eco
nomic and political implications. The planned management of the 
national economy is one of [the] fundamental, essential, and 
inalienable attributes of sovereignty of the socialist state[;] ... 
transmitting such levers to the competence of superstate or extra
state bodies would turn sovereignty into a meaningless notion. 
(Cited in Montias, 1969, p. 217) 
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In the face of Romania's stand, and perhaps remembering that 
intensified pressure on Albania just a few years earlier had led to that 
country's defection from the group, the USSR decided not to press its 
proposals. 

The 1964--70 period was one of much discussion, debate and 
experimentation in each CMEA country ab out required reforms in 
the tradition al centrally planned economic system. Also, the propo
sals usually incorporated suggestions to reform the CMEA mechan
ism too. One such proposal, most clearly articulated by Hungarian 
economists, favoured a greater reliance on market mechanisms for 
socialist integration. The advocates of this approach predicted better 
prospects for the realisation of gains from regional specialisation and 
for the maintenance of greater national autonomy. Other proposals, 
including those by Soviet economists, favoured planned integration 
relying on the traditional concepts and institutions of central planning 
(McMillan, 1978). 

After the events in Czechoslovakia of 1967-8, it became more 
urgent for the USSR to promote the cohesiveness of the CMEA 
network through which it could maintain its dominion without re
sorting to coercion. The USSR probably also desired a system of 
economic integration that would place extern al limits on the econ
omic reforms undertaken by any East European country. At the 
same time, this system would compensate the USSR better than the 
then current CMEA price and trading system for becoming an 
increasingly large supplier of energy and raw materials to Eastern 
Europe. Accordingly, Soviet economists began to fioat new propo
sals in the late 1960s. Realising that supra-national planning was not 
politically feasible, they thought that it could nevertheless be ap
proximated through joint planning of the key sectors of the national 
economies. 

The outcome of this debate was the 1971 Comprehensive Pro
gramme tor Soda list Integration (Comprehensive Programme here
after). Although the document appears to be a compromise between 
those advocating market mechanisms and those favouring a joint 
planning approach, the emphasis since 1971 has been on joint plan
ning and the initiation of joint investment projects in certain priority 
sectors. Aspects of the Comprehensive Programme which stress the 
market approach to socialist integration, such as its timetable to 
introduce a degree of convertibility into CMEA currency relations or 
to establish direct and autonomous trade links among enterprises in 
the different member countries, appear to have been more lip ser-
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vice, or perhaps a recognition of need rather than a statement of 
resolution (McMillan, 1978). 

With regard to the latter point, areform proposal that was codified 
in the Comprehensive Programme is the classification of traded goods 
into three categories: important commodities with fixed quantities in 
physical terms, fixed value quotas with physical contents to be nego
tiated between buyer and seller and non-quota commodities. It was 
envisioned by the reformers that trade at least in the third category 
would encourage direct export-import links between autonomous 
producer and user enterprises. However, due to the many institu
tional obstacles, the trade flows in the third category remained small 
(about 2 per cent, some say between 2 and 5 per cent of intra-CMEA 
trade) so that the reformers' hopes were not realised. According to 
Brus (1979), it was clear that any extension of the enterprises' 
autonomy would have been meaningless as long as the functions of 
CMEA money continued to be passive and subordinated to barter
type exchange. In turn, the activation of money would have required 
major changes in the system of exchange rates, in domestic prices and 
in the economic management system. 

To lessen the fears of the East European countries about compul
sory supra-nationalism, one important compromise recognised by the 
Comprehensive Programme, which appears to have become a perma
nent feature of the CMEA, is the interested party principle. This 
allows member countries to participate only in those CMEA projects 
or programmes in which they have a material interest. 

Three types of activities contained in the Comprehensive Pro
gramme were stressed: improved plan coordination, cooperation in 
long-term target programmes and joint CMEA investment projects. 
With regard to the first two, according to Marer and Montias (1982; 
1987), it is difficult to learn from the CMEA literature how much has 
been agreed upon in principle only, whether comprehensive and 
detailed blueprints for implementation have yet been accepted, or 
the extent to which implementation of these programmes is under 
way. It seems that·the progress made can be stated as follows: 

(a) Improved Plan Coordination. In earlier periods, coordination 
commenced when for all practical purposes the national plans had 
been completed and the pattern of investment (officially not subject 
to coordination) had already been decided. Coordination used to 
mean little more than exchanging background information preparat
ory to bilateral trade negotiations. Presently, improved plan coordi-
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nation means the procedure starts earlier (three years before the end 
of the current quinquennium) so that there is at least the possibility 
that, as a consequence of discussions, a member country's investment 
plans could be alte red (Brus, 1979). Moreover, a 1973 agreement 
specified that each country must include a special section in its 
national plan document for 1976--80, elaborating the specific econ
omic details of its integration measures. 

Plan coordination appears to involve a standardisation of economic 
information concerning projects that involve a long-term linking of 
the economies of two or more CMEA countries. This should enable a 
more reasonable assessment of wh at is really happening in the 
CMEA and make it possible to check both the bilateral and multila
teral consistency of national plans, but it does not appear to have any 
impact on the substance of CMEA integration (Marer and Montias, 
1982; 1988). 

(b) Cooperation in Long-term Target Programmes. This involves 
selected sectors and key projects of major importance, where coordi
nation takes a more bin ding and all-embracing form. The blueprint 
for this type of cooperation reportedly (Trend, 1977) consists of: 

(i) joint forecasting for 15 to 20 years of production, consumption 
and trade trends to identify prospective shortages and surpluses; 

(ii) coordination of medium- and long-term plans for the sector's 
main branches of production and key commodities; 

(iii) joint planning of the production of selected key commodities 
and joint research and development programmes; and 

(iv) continuous exchange of information on planning experiences. 

It has been agreed that co operation in long-term target programmes 
should encompass five sectors: fuels, energy and raw materials; 
machine construction; industrial consumer goods; agriculture, es
pecially feedstuffs; and transportation. Joint planning of production 
for selected commodities has been agreed in principle. 

Implementing these programmes would involve substantial invest
ments by the East European countries in the USSR beyond those 
detailed in the next section. But in June 1980 the CMEA adopted a 
policy that once again places the emphasis on cooperation and spe
cialisation in manufacturing in preference to joint investment projects 
(Pecsi, 1981). But the systemic obstacles to specialisation in manufac
turing remain formidable (Marer and Montias, 1982; 1988). 
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(c) Joint CMEA Investment Projects. These represent the major new 
form of CMEA activity. About a dozen such projects were imple
mented during the 1976-80 five-year plan, most of them located in 
the USSR. The biggest by far is the Orenburg gas pipeline; other 
large projects include asbestos mining facilities at Kiembayev, a 
cellulose plant at Ust Ilim and an electric power transmission line 
between the USSR and Hungary. The planned value of joint CMEA 
projects in 1976-80 was 9 billion TRs (approximately $14.5 billion), 
about half financed by the USSR, the other half by the East Euro
pean countries. 

Since the Comprehensive Programme was accepted, the USSR has 
been pressing the other CMEA countries to participate in the joint 
projects, drawing attention to the fact that its territory has the natural 
resources which most of these joint projects are designed to exploit 
or transport, and that these investments represent partial compensa
tion for supplying its CMEA partners with energy and raw materials 
- hard goods which the USSR can readily seIl to Western countries 
for. convertible currency. On the other hand, the East European 
countries argue that investing in the CMEA joint projects (which 
take the form of delivery of labour, capital and consumer goods and 
the provision of technical know-how for projects located on USSR 
soil) is not necessarily economic from their point of view. They stress 
the high manpower and hard-currency costs of these joint projects, 
the low interest rates received and the disadvantageous terms of 
repayment, made in kind yet valued in continually depreciating TRs 
as intra-CMEA prices follow the rise of prices on the world market 
(Marer and Montias, 1982; 1988). The East European countries, 
therefore, emphasise that these liabilities must be juxtaposed with 
assurances that the promised supplies will be forthcoming. 

While this system determines or narrowly confines the channels 
through which policies can be implemented and the environment 
imposes restrictions on each member country's set of possible ac
tions, there are still many options for policymakers to give effect to 
their preferences on matters of integration. First, the preferences of 
the highest authorities in the various CMEA countries and the 
policies that they announce differ markedly with respect to the nature 
and extent of specialisation that they are willing to accept. Bulgaria 
has specialised in the export of agricultural products (both raw and 
processed) as far as was compatible with its goal of rapid industriali
sation. In contrast, Romania has neglected her agriculture until fairly 
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recently to press all available resources into industrial expansion. 
Within the industrial sector , Romania and Bulgaria also differed in 
that the former insisted on 'balanced, complex and multisided devel
opment', meaning that no branch of industry was to be sacrificed for 
the sake of realising the advantages of specialisation, whereas the 
latter was distinctly more willing to go along with CMEA-wide 
specialisation. 

Relative to the other aims they may pursue, not all members of the 
CMEA have the same preference for promoting the economic inter
ests of the CMEA as a whole. In recent years, the USSR at times 
appears to have forsaken its short-term economic 'advantage, for 
example by its willingness to become an increasingly large net sup
plier to Eastern Europe of oil and other 'hard goods' at a time when 
those commodities could have been sold more advantageously on the 
world market. Of course, policies on such matters involve difficult
to-quantify trade-offs between a country's economic and political 
objectives and may weil involve economic or political quid pro quos 
between the USSR and the East European countries. For example, 
there could weil be a link between the GDR's economic and military 
assistance to countries in sub-Saharan Africa and the level, composi
tion and prices of commodities it trades with the USSR. 

The attitudes of individual CMEA member countries towards 
trade and industrial cooperation with Western countries and their 
reliance on Western credit differ considerably. The share of the 
industrial West in the total trade of the European CMEA countries 
ranges from about 20 per cent for Bulgaria to almost 50 per cent in 
the case of Romania and Poland. Only Romania and Hungary allow 
equity joint ventures with Western corporations within their borders; 
Poland permits only small-scale joint ventures in certain sectors. The 
acceptance of Western credit, or the active search for it in the early 
1970s, ranges from avid in the case of Bulgaria and Poland, to eager 
in the case of Hungary, the GDR and Romania, to cautious in the 
case of Czechoslovakia (Marer and Montias, 1982; 1988). Western 
credits facilitate the expansion of trade with the West, both through 
an immediate rise in imports by the credited nation and an eventual 
rise in exports to repay the loans. 

In spite of these differences within the CMEA, there was a sub
stantial expansion in the trade of most CMEA countries with the 
West during the 1970s. Increasing reliance on imports from the West 
- whether energy, raw materials, semi-manufactures, grain, tech
nology or consumer products - reftects the growing unavailability (in 
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both quantity and quality) of products most in demand by CMEA 
producers; this is a consequence of the economic system as well as of 
the easy availability of Western credits and new policies by the 
CMEA countries. 

The relationship between East-West trade and CMEA integration 
can be both complementary and competitive. Complementarity ob
tains, for example, insofar as the enlarged scale of production for the 
East European countries, prompted by specialisation in exports for 
the CMEA market, may facilitate production for the Western mark
ets too. At the same time, the inflow of Western goods, technology 
and managerial know-how can give an impetus to product specialisa
tion in the CMEA. Some imports from the West and a few of the 
industrial cooperation agreements with Western firms are motivated 
in part by the desire of the smaller East European countries to be 
designated the sole or principal supplier of machinery or other 
products under CMEA specialisation agreements (Marer, 1980). For 
Western corporations, the possibility of penetrating the entire 
CMEA, especially the Soviet market, through industrial co operation 
with an East European partner can be an important commercial 
incentive. These types of complementarities are illustrated by the 
1972 agreement between the US firm International Harvester and the 
Polish firm BUMAR to jointly manufacture crawler tractors in Po
land (Garland and Marer, 1981). 

Examples of complementarity between East-West trade and 
CMEA integration should not suggest that the two are typically 
complementary and mutually supporting. Many examples can illus
trate just the opposite.· The CMEA countries have no common 
agreed strategy with respect to the purchase of Western technology 
or regarding industrial cooperation with Western firms. This leads to 
unnecessary duplication of effort amongst them. For example, during 
the first half of the 1970s, every European CMEA country bought 
polyvinyl chloride (PVC) technology from the West and planned to 
export a large part of the output to pay for the import. Lack of 
co ordination in the CMEA, inadequate CMEA-wide planning for 
domestic utilisation of the output and long delays in installing the 
plants (during which worldwide over-production had cut the world 
price of PVC by nearly half) resulted in excess production capacity 
and cut-throat competition to sell PVC for convertible currency. 

East-West trade and CMEA integration can be competitive in 
other respects too. The substantial expansion in the trade of CMEA 
countries with the West during the 1970s created economic links that 
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cannot easily be severed. The large indebtedness of the CMEA 
countries to the West mortgages a substantial share of future exports 
to the West by Eastern European countries, with evident conse
quences for CMEA integration. 

What form of integration? 

Given this background, it may be asked: what type of economic 
integration is the CMEA? We have seen that the CMEA has plan 
coordination as weH as joint investment projects. Although there is 
factor mobility, it is low particularly within Eastern Europe proper. 
The initial decision not to open Eastern Europe to free labour and 
capital movement may be traced to Soviet policies imposed on 
Eastern European clients in the early postwar period. These actively 
discouraged the formation of deep commercial ties amongst the East 
European countries. However, these policies eventuaHy became part 
of the CMEA economic environment. With few exceptions, there 
have been no significant transfers of labour within the CMEA. In 
addition, these countries do not take advantage of low-cost foreign 
labour from countries outside the bloc. 

Until recently, capital exports from one CMEA country to another 
have also been small and were often determined ex post, when credits 
were granted to finance an unplanned imbalance in trade flows, or on 
the basis of political considerations. An example of the latter is the 
flow of Soviet credits granted to several East European countries to 
finance their deteriorating terms of trade with the USSR after 1975, 
when the price of energy was increased. Such Soviet credits often 
cannot be utilised fuHy by the East European countries because the 
goods most needed, energy and raw materials, are not available and 
what is readily available (e.g. standard machinery, watches, cameras) 
is not wanted. In recent years, large credit transactions have been 
initiated under the joint CMEA investment projects discussed earlier. 

The nature of CMEA integration itself has been affected by exter
nal factors. The rapid growth of trade with the West during the 1970s 
has made the East European countries, and to a lesser extent the 
USSR, increasingly sensitive to international economic disturbances, 
such as the OPEC-triggered energy crises, rapid world inflation and 
recession in the Western economies. The 1973-4 OPEC oil price 
increases raised the opportunity cost to the USSR of supplying 
energy and raw materials to Eastern Europe, hence intensifying the 
pressure on the USSR to reorient its export supplies to the West. 
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Although the actual reorientation was modest due to political con
siderations, it has forced the East European nations to rely increas
ingly on alternative sources of energy and raw materials, which is 
somewhat dis-integrative. However, to the extent that the world 
market price explosion increased the cost of Soviet energy and raw 
materials to Eastern Europe, given a time-lag, the Eastern European 
countries had to export more to the USSR to finance their deterio
rating terms of trade. They also had to become more willing to invest 
in the large energy and raw material projects located in the USSR. 
Both these out comes may be viewed as integrative, even though the 
cost-benefit calculations on the joint projects are unclear and the 
terms of investment participation are in dispute (Marer and Montias, 
1982; 1988). 

Perhaps the most important impact of world events since 1973 on 
CMEA integration was the effect of developments in the interna
tional financial markets. Large OPEC surpluses had to be recycled 
just at a time when the deep Western recession reduced corporate 
demand for loanable funds, creating large excess liquidity on world 
financial markets. The recession also induced Western governments 
to subsidise the financing of their countries' exports. These develop
ments, together with the new political environment created by 
detente, brought about a situation in which exceedingly large private 
and official credits were made available by the West to the CMEA 
countries. At the end of 1979, the gross indebtedness of the six East 
European count ries and the USSR to the West totalled about $70 
billion, the net indebtedness (subtracting the assets of the CMEA 
countries held in Western banks) was in excess of $60 billion. It could 
be argued that because of the availability of these credits, the extra
ordinary expansion of imports from the West was not at the expense 
of CMEA integration; intra-bloc trade continued to expand during 
this period, albeit at a slower rate. 

The impact of the large indebtedness of the CMEA on the future 
of CMEA integration is exceedingly difficult to evaluate. Much will 
depend on the productivity of the borrowed resources in terms of 
gene rating hard currency earning exports. Although the debt may 
continue to rise, the need to service it makes claims on resources. As 
the ability of the CMEA countries to import from the West is 
impaired, sooner or later due to debt servicing, this may encourage 
intra-bloc division of labour. 

There is another consideration: successive international crises, 
both political (like those regarding the events in Afghanistan) and 
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economic (like those regarding the growing difficulties encountered 
by the CMEA countries in Western markets due to, for example, 
protectionism) are supporting those in Eastern Europe who argue 
that the CMEA, but especially the USSR, offers a more stable and 
more easily accessible market and source of supply than does the 
West. 

Finally, one should not forget that the CMEA is essentially a 
political organisation. Within this, the attitude of the USSR is vital 
since the policies of the East European member count ries are some
what constrained by the policies adopted by the organisation's most 
powerful member. However, the enlargement of the CMEA by the 
incorporation of Mongolia in the early 1960s, Cuba in the early 1970s 
and Vietnam in 1978, makes integration more difficult politically and 
institutionally even if these countries play only a marginal role in 
CMEA specialisation agreements. Given their geographical loca
tions, their membership would appear to serve principally Soviet 
foreign policy interests, according to which the East European coun
tries are called upon to subsidise the less developed allies of the 
USSR. Be that as it may, the CMEA remains essentially a powerful 
political organisation. 

Therefore, the answer to the question regarding the form of 
economic integration adopted by the CMEA, is the usually difficult 
one that it does not fit into the neat dassification adopted in elemen
tary texts. In spite of the low factor mobility, it is more than a 
common market, given the comprehensive planning nature of the 
scheme and the joint investment projects, and it is doser to a political 
union, given the level of political cooperation within the group. 

CONCLUSION 

Given the fundamental differences between centrally planned and 
market oriented economies, the main concern of this chapter has 
been with institution al factors. This is because the concepts of trade 
creation and trade diversion do not make sense within this context of 
central planning: trade impediments take the shape of implicit quotas 
and emanate from planning decisions; hence they cannot be eva
luated, and, in any case, they are irrelevant. Moreover, the centrally 
planned ecoriomies are concerned with rational economic develop
me nt with the object of achieving economies of scale within the 
overall criterion of equal economic development within the members 
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of the group. In this sense, their approach to economic integration is 
similar to that of developing countries, and we saw there that trade 
creation and trade diversion are irrelevant too. 

Moreover, at present, CMEA (being the only scheme of economic 
integration amongst a group of cent rally planned economies) policy
makers concerned with the pace of integration would place consider
able weight on the deepening of intra-CMEA division of labour, i.e. 
on the increased specialisation within branches and on vertical spe
cialisation by two or more countries contributing inputs, components 
or final assembling capacity to the manufacture of a product. 
Deepening does not necessarily me an an increase in the share of 
intra-CMEA trade in the bloc's total trade: two members, each 
agreeing to specialise in a particular line of production, may find that 
as their output and exports of the specialized product expand, their 
imports from the West, needed to sustain the increased output, have 
to be stepped up pari passu. Gains in real income, due to specialisa
tion, mayaiso lead to larger imports from the outside world. These 
may appear similar to external trade creation, but they are not, since 
there has been no realignment of external tariffs; as we have seen, 
tariffs do not exist in the CMEA. 

Therefore, an appropriate way in which to measure integration 
amongst a group of centrally planned economies is to estimate the 
extent to which the prices of any pair of identicallsimilar products are 
equalised, the implication being that economic integration leads to 
commodity price equalisation. A process 01 integration would then 
consist of moving from an initial state, where relative prices differed 
substantially in each partner country, through aseries of states, each 
marked by a convergence of relative prices compared to the last. 
However, amongst cent rally planned economies (or, even market 
oriented economies where the government plays an active role in 
production and investment decisions), convergence towards equal 
relative prices is a necessary but not a sufficient condition for integra
tion because government planners mayorder, or induce, levels of 
output or investment projects that are inconsistent with comparative 
advantage. In reality, there is considerable evidence that CMEA 
investment decisions are often systematically made with the aim of 
equating relative scarcities within each country. Moreover, in cen
trally planned economies, prices and costs generally diverge from 
marginal rates of transformation in production (due, inter alia, to low 
capital charges and to large differences in the extent of indirect taxes 
on profits levied on various goods). Furthermore, wholesale ac-
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counting and retail prices have not had much inftuence on the 
planners' choice of tradeable goods, nor have the prices of exports 
and imports been reftected systematically in wholesale and retail 
prices. Under such circumstances, it would be difficult to use changes 
in the relative prices of commodities to give even an impression of the 
extent to which relative scarcities within the CMEA have tended to 
converge or to diverge over time. There are also problems with 
regard to relative output measures over time: one usually thinks of 
increased specialisation as one country expanding output at the 
expense of other countries; but if one country reduces output to let 
several other countries expand production a little, might that not also 
be construed as a move towards increased specialisation? 

Therefore, one is left with the following questions: how does one 
evaluate the economic rationale of comprehensive planning within 
the scheme? How can one evaluate the effect of the geographical 
distribution of industries, as dictated by joint planning, on the wel
fare of the individual member countries? Does acquiescence with a 
particular distribution me an that economic equity is satisfied, or does 
it simply reftect political unity? How does one evaluate the benefits of 
political unity on the group as a whole and on the individual member 
nations? Has economic convergence been achieved and wh at are the 
costs and benefits for the bloc and its constituent member countries? 
etc. Some simple answers may be forthcoming. For example, it could 
be argued that joint comprehensive planning is superior to the 
market mechanism, since the former may achieve the same result 
without the costs of market failure, but this is not an answer that 
many would agree with. However, proper answers can be reached 
only through the use of a comprehensive model which explicitly 
incorporates these elements, and within a dynamic structure which 
puts economies of scale at the very heart of the model: clearly an 
impossible task. Even if it were possible, the required data for testing 
the model would also be impossible to obtain (for more on this, see 
Chapter 14). Finally, how can one estimate the economic and politi
cal benefits of a united political front? 
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8 Measuring the Impact of 
Economic Integration 

A growing area of research in the field of international economic 
integration is concerned with the measurement of the impact of the 
formation of such schemes as the European Community (EC), the 
European Free Trade Association (EFTA), the Council for Mutual 
Economic Assistance (CMEA, or COMECON as it is gene rally 
known in the West) and similar associations on the economies of 
member states and on the rest of the world (W). The purpose of this 
part of the book is to explain the nature of the problem of estimation, 
to provide a comprehensive and critical survey of the major attempts 
at empirical calculation of the effects and to suggest an alternative 
approach for future studies. This chapter explains the nature of the 
problem. 

NATURE OF THE PROBLEM 

It is extremely important to understand the nature of the method
ology of measuring the impact of international economic integration 
in order to appreciate the difficulties associated with such measure
ment. 

Assurne that the world is constituted of three mutually exclusive 
and collectively exhaustive areas: the EC, EFT A and the W. The 
object of the exercise is to contrast the world trade matrix [an 
equivalent world production matrix is also necessary, see (a )-( c) 
below] Yas it appears in period t (indicated by a subscript), with the 
situation that would have materialised in year t if the EC and EFT A 
had not been established. The latter is referred to as the 'anti-monde' 
- alternative world in which all events except one are identical - or 
non-integration position. The difference between this hypothetical 
position and the actual one can then be attributed to: 

(a) trade creation - the substitution of cheaper imports from the 
partner country for expensive domestic production; 

(b) trade diversion - the replacement of cheaper initial imports from 
the W by less cheap imports from the partner country; 

(c) external trade creation - the replacement of expensive domestic 
production by cheaper imports from the W due to a reduction in 
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the common external tariff rates (CET) which is necessary in a 
customs union (CU) but not in a free trade area (FrA); 

(d) 'supply-side diversion' - the replacement of exports to the W by 
exports to the partners; and 

(e) balance-of-payments induced adjustments due to (a)-(d) - which 
are made necessary for equilibrating purposes. 

Let us adopt the notation used by Williamson and Bottrill (1971) 
where: 

Cjj = intra-ith area trade creation; . 
dij = diversion of the ith area's imports from area j; 
djj = dij = diversion of ith area's imports (to area i); 
eij = increase in ith imports fromj caused by external trade creation; 
e i = eij = total external trade creation of area i; 
rij = increase in i's imports from j caused by balance-of-payments 

reactions; 
Sij = reduction in j's exports to i caused by supply-side constraints; 
Xij = (hypothetical) imports of area i from area j in the non

integration position; 
Xi = Xij = (hypothetical) imports of area i in the non-integration 

positions; 
Yij = actual imports of area i from area j; and 
Yi = Yij = actual imports of area i. 

The world trade matrix Y is: 

Exports by 

EC EFTA W 

( EC YI1 Y12 Y13 
Imports of EFT~ Y21 Y22 Y23 

Y31 Y32 Y33 

Total 
Yl 
Y2 
Y3 

The world trade matrix can be disaggregated to show the various 
effects that followed the formation of the EC and EFr A. Both these 
areas could have led to internal trade creation and/or could have 
diverted imports from the W. Also, the EC may have been respon
sible for external trade creation (in the partner countries that levelled 
down their external tariff rates) and external trade destruction (in the 
low-tariff partner countries which raised their external tariff rates to 
the level of the CETs). The attraction of partner markets may have 
directed some EC and EFrA exports away from the W markets, but 
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this effect may have been partially, wholly, or more than fully offset 
by the greater competitiveness of exports from those blocs resulting 
from the advantage of a larger 'horne' market (Williamson and 
Bottrill (1971), pp. 424-5). Also, every trade flow in the matrix may 
have been affected by reactions made necessary in order to re-equi
librate payments positions. 

The Y matrix can be disaggregated to show all these changes: 

[

YU Y12 Y13]_ [Xu ~ Cu ~ du + ru 
Y21 Y22 Y23 - X 21 d21 S21 + r21 

Y31 Y32 Y33 X31 - S31 + r31 

X12 - d12 + e12 - S12 + r12 X13 - d13 + e13 + r13] 
X 22 + C22 + d22 + r22 X 23 - dn + r23 

X32 - S32 + r32 X33 + r33 

(1) 

Most of the studies in this field have disregarded some of these 
effects, particularly the supply-side constraints and the balance-of
payments re-equilibrating reactions, which amounts to assuming that 
Sij and rij are equal to zero and leads to the much simpler framework: 

[

YU Y12 YI3]_ [Xu + Cu + du 
Y21 Y22 Y23 - X21 - d21 

Y31 Y32 Y33 X31 

X 12 - d12 + e12 

X22 + C22 + d22 

X32 

This implies that: 

(2) 

This methodology is not only very useful for analysing the overall 
effects of the establishment of the Ee and EFfA, but is also adapt
able for analysing the effects on a particular member of either 
integrated bloc. For example, the matrix can be further disaggre
gated to separate the Ee sections into the UK and the rest of the Ee, 
and the EFf A sections in a similar fashion. One can then use the 
appropriate matrix to analyse the consequences for the UK of mem
bership of the Ee. Similarly, the W sections could be classified 
accordingly to enable, for example, a study of the effects of the 
formation of the Ee on a country like Australia or New Zealand. In 
short, the methodology is fairly flexible. However, for the majority of 
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studies, the most significant consideration that remains is the effect of 
the formation of the EC and EFf A on their economies and on the W. 

Thus the problem of measuring the impact of economic integration 
relates to the empirical calculation of the indicated changes in the 
world trade matrix. However, it should be added that any sensible 
approach to the analysis of changes in trade shares following econ
omic integration should have the following characteristics: 

(i) it should be capable of being carried out at the appropriate level 
of disaggregation; 

(ii) it should be able to distinguish between trade creation, trade 
diversion and extern al trade creation/destruction; 

(iii) it should be capable of discerning the effects of economic growth 
on trade that would have taken place in the absence of economic 
integration; 

(iv) it should be 'analytic', i.e. it should be capable of providing an 
economic explanation of the actual post-integration situation; 
and 

(v) it should be a general equilibrium approach capable of allowing 
for the effects of economic integration on an interdependent 
world. 

THE TRADE EFFECTS 

The general trend of the empirical work on economic integration has 
been to examine various specific aspects of integration, mainly the 
effects on trading patterns, and to analyse them separately. The most 
important practical distinction is made between price and income 
effects. This is due largely to the fact that the main initial instruments 
in economic integration are tariffs, quotas and other trade impedi
ments which act mainly on relative prices in the first instance. 
However, all sources of possible economic gain incorporate income 
as well as price effects. 

The immediate difficulty is thus the translation of tariff changes and 
other agreed measures in the integrated area into changes in prices 
and other variables which are known to have an impact on economic 
behaviour. Such evidence as exists suggests that there are wide 
discrepancies among the reactions of importers benefiting from tariff 
cuts and also among competitors adversely affected by them (EFT A, 
1968) and that reactions of trade to tariff changes are different from 
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those to price changes (Kreinin, 1961). Two routes would appear to 
be open: (i) to estimate the effect of tariff changes on prices and then 
estimate the effect of these derived price changes on trade patterns; 
and (ii) to operate directly with observed relative price movements. 
This latter course exemplifies a problem which runs through the 
estimation of the effects of economic integration and makes it alm ost 
impossible to obtain gene rally satisfactory results. It is that to mea
sure the effects of integration one must decide wh at would have 
happened if integration had not occurred. Thus, if in the present 
instance any observed change in relative prices were assumed to be 
the result of the adjustment to tariff changes, all other sources of 
variation in prices would be ignored, which is clearly an exaggeration 
and could be subject to important biases if other factors were affect
ing trade at the same time. 

THE OYNAMIC EFFECTS 

In the discussion of the exploitation of comparative advantage the 
gains from a favourable movement in the terms of trade, and often 
those from economies of scale, are expressed in terms of comparative 
statics, but it is difficult to disentangle them from feedback onto 
incomes and activity. The essence of the gains from increased effi
ciency and technological change is that the economy should reap 
dynamic gains. In other words, integration should enhance the rate of 
growth of GOP rather than just giving a step up in welfare. Again, it 
is necessary to explain explicitly how this might come about. 

There are two generalised ways in which this can take place, either 
through increased productivity growth at a given investment ratio or 
through increased investment itself. This is true whether the in
creased sales are generated internally or through the pressures of 
demand for exports from abroad through economic integration. 
Growth gains can, of course, occur temporarily insofar as there are 
slack resources in the economy. Again, it is possible to observe 
whether the rate of growth has changed, but it is more difficult to 
decide wh ether that is attributable to economic integration. 

Krause (1968) attempted to apply aversion of Oenison's (1967) 
method of identifying the causes of economic growth but suggested 
that all changes in the rate of business investment were due to the 
formation of the EC or EFT A in the case of those countries. Mayes 
(1978) showed that if the same contrast between business investment 
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before and after the formation of the EC or EFT A were applied to 
Japan, there was a bigger effect observed than in any of the integrat
ing countries. Clearly changes in the rate of business investment can 
occur for reasons other than integration. 

ON THE PREVIOUS STUDIES 

A truly comprehensive survey of previous studies is not available in 
any single source. The works of Louvain University (1965), Selle
kaerts (1973), Aitken (1973), Balassa (1975), Dayal and Dayal 
(1977), Waelbroeck (1977), Mayes (1978; 1982; 1985) and Winters 
(1987) between them come very elose to it. The aim of this part of the 
book is to fill this gap by providing a more or less complete coverage 
of the existing literature . However, it should be pointed out from the 
start that in a survey of this kind, it is neither practical nor useful to 
attempt a consideration of each and every contribution since space 
limitations necessarily dictate that presentation and discussion should 
be confined to those contributions which have had a marked inftu
ence on the subject area. Before doing so in the following chapters, 
however, a few comments may be in order. 

Most of the measurements can be broadly elassified as ex ante or ex 
post. The ex ante estimates are based on apriori knowledge of the 
pre-integration period (i.e. they are structural models) while ex post 
studies are based on assumptions about the actual experience of 
economic integration (i.e. they are residual-imputation models). 
However, recall that either type can be analytic or otherwise. 

There are two types of ex ante studies: those undertaken before the 
EC and EFT A were actually operative and those undertaken after 
they became operative; see for instance, Verdoorn (1954), Janssen 
(1961) and Krause and Salant (1973). The most inftuential studies to 
use this approach are those of Krause (1968) who predicted the trade 
diversion that would be brought about by the EC and EFT A on the 
basis of assumptions about demand elasticities, and of Han and 
Liesner (1971) who predicted the effect on the UK by identifying 
those industries that had a comparative cost advantage/disadvantage 
vis-a-vis the EC and finding out how they were likely to be affected by 
membership, on the assumption that the pattern of trade prior to UK 
membership provided an indication of the underlying cost conditions 
and that this would be one of the determinants of the pattern of trade 
and domestic production after membership. This approach is of very 
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limited advantage, however, for the simple reason that 'it does not 
provide a method of enabling one to improve previous estimates on 
the basis of new historical experience' (Williamson and Bottrill, 1971, 
p. 326). Therefore, this part will not tackle these studies. 

The most significant studies to use the ex post approach are those 
of Lamfalussy (1963), Verdoorn and Meyer zu Schlochtern (1964), 
who used a relative shares method, Balassa (1967b; 1975), who used an 
income-elasticity of import demand method, the EFf A Secretariat 
(1969; 1972), who used a share of imports in 'apparent consump
tion' method, Williamson and Bottrill (1971), who used a more 
sophisticated share analysis, Prewo (1974), who used an input-output 
method, and Barten, d'Alcantra and Cairn (1976), who used a 
medium-term macroeconomic model. The advantage of the ex post 
method is that it can be constructed in such a way as to benefit from 
new historical experience and hence to provide a basis for continuous 
research. However, the major obstacle in this approach concerns the 
difficulty regarding the construction of an adequate hypothetical 
pre-integration picture of the economies concerned. The rest of this 
part of the book will be devoted to a critical presentation of the most 
significant of these studies. 

ABOUT THIS PART OF THE BOOK 

The major areas of empirical research in this field deal with the 
effects of economic integration on three components of GNP: manu
facturing, agriculture and the terms of trade. In spite of the fact that 
the services sector is now the major single area of economic activity 
in most nations, there have been no major studies on it. This should 
be expected since, until recently, this has been the non-tradable 
sector. However, services are increasingly becoming international
ised to the extent that the next round of GA TI has scheduled it for 
negotiations. 

Given the predominance of manufacturing industry in the econ
omy, it is natural that the majority of the studies are concerned with 
this sector . Hence the distribution of the chapters in this part of the 
book simply reflects that reality. Manufacturing industry is tackled in 
five chapters (9-11 and 14-15), with Chapter 9 dealing with the 
earlier studies, Chapter 11 with the latest works and Chapter 10 with 
the major contributions made between the earlier and most recent 
periods for EFf A and the EC with those for the CMEA and the 
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LDCs being tackled in Chapters 14 and 15, respectively. The classifi
cation is not as clear cut as is suggested here since some of the studies 
covered in Chapters 14 and 15 also contain some estimates for the 
EC, but, as explained in these chapters, it seemed convenient not to 
split these studies. Chapter 12 deals with agriculture and Chapter 13 
with the terms of trade. The final chapter provides a general critique 
of the literature, gives overall conclusions and suggests an alternative 
way for estimating the impact of economic integration. 



9 Estimating the Impact of 
Integration on 
Manufactures: the Earlier 
Studies 

As stated at the end of the previous chapter, the purpose of this 
chapter is to survey some of the earlier attempts at the empirical 
estimation of integration effects. The chapter begins with a section on 
Verdoorn's pioneering study and goes on to consider the major 
earlier works, finishing just before Balassa's (1967b) contribution. 

VERDOORN'S PIONEERING STUDY 

Verdoorn's study (1954) is acknowledged as the pioneering attempt 
at the empirical testing of the effects of Western European integra
tion on the economies of the participating nations as weIl as on the 
rest of the world (W). Verdoorn's methodology is based on the 
assumption that the demand for imports from a particular country is 
governed by the ratio of the export price concerned to the average 
price of aIl competing exports of the same class of product. More
over, it is governed by the ratio of average import prices and prices of 
horne production in the importing countries (Verdoorn and Meyer 
zu Schlochtern, 1964, p. 164). 

Regarding the numerical values of the elasticities, Verdoorn 
simply accepted those given in previously published works, particu
larly since he was of the opinion that these elasticity values were 
representative of most European countries. In the case of finished 
and semi-finished commodities, the numerical values of the elasticity 
of substitution were found to cluster around minus 2.0, and the 
elasticity of demand for imports around minus 0.5. 

Verdoorn then applied these elasticity values to the then exist
ing pattern of European trade in order to calculate the effects of 
abolishing import duties among the participating countries when they 
maintain a common external tariff rate (CET) against the non-partici
pants, W. The participants are ten member countries of the Organisa-

143 
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tion for European Economic Cooperation (OEEC), with the three 
Scandinavian countries forming one unit. 

He took the starting year for the pattern of trade to be 1952 but 
excluded raw materials and the products (steel and coal) under the 
control of the European Coal and Steel Community (ECSC). He 
calculated the CET as the weighted average tariff prevailing in 1952 
for each of the nine commodity groups considered. Verdoorn then 
distinguished between two consequences of a customs union (CU): 
those relating to changes in the volume and pattern of trade, and 
those relating to changes in the balance of payments of the member 
countries - what he referred to as the 'monetary effects of the union'. 
This monetary effect was measured by the required percentage 
change in the rate of exchange of each member nation, on the 
assumption that such a change left each member nation with the 
initial deficit/surplus on current account. 

Having carried out the necessary calculations, Verdoorn reached 
the conclusion that: 

The most important result of the total abolition of [the] tariff walls 
between participating countries will be an increase in intra-bloc 
trade of roughly $1 billion, or 19 per cent, assuming that all 
member countries refrain from revising their rates of exchange 
[Table 9.1]. If revisions were undertaken to the full extent given in 
Table [9.2], so as to maintain the status quo ante in the balance of 
payments [on current account], the expansion of intra-bloc trade 
would amount to only $750 million, or 14 per cent. Without 
exchange rate revisions, total exports of the member countries will 
increase by 6.5 per cent; if revisions are applied, this figure will fall 
to nearly zero (Verdoorn, 1954, pp. 489-90). 

Verdoorn then pointed out that 60 per cent of the total increase in 
intra-bloc exports was due to trade diversion (TD). However, he was 
quick to reassure 'free-traders' that, under the conditions assumed, 
the overall change in world trade would have been an increase of 
$400 million, and in the case of currency revisions, there would have 
been no 'significant decrease' in total trade (Verdoorn, 1954, p. 490). 

With regard to the overall changes in each participating country's 
exports and imports (as given in Table 9.1), Verdoorn was of the 
opinion that a CU would not dislocate the overall position of the 
individual members with regard to the bloc as a whole. His conclu
sion was that, in fact, a participating country's imports and exports 
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Table 9.1 Expected changes in total intra-bloc trade (in $ million; 1952 
prices) 

Exports Imports 

NC C NC C 

Denmark, Norway and Sweden 233 113 118 134 
Belgium and Luxembourg 85 50 72 49 
Netherlands 141 15 47 56 
United Kingdom 147 152 310 192 
France 120 129 139 97 
Italy 103 94 88 71 
Western Germany 164 197 219 151 

Total 993 750 993 750 

Notes: NC = no correction in rates of exchange. 
C = with correction in rates of exchange. 

Source: P. J. Verdoorn (1954) 'A customs union for Western Europe: 
advantages and feasibilities', World Polities, July, p. 491. 

Table 9.2 Required exchange rate correction and pre-union tariffs 

Denmark, Norway and 
Sweden 
Belgium and Luxembourg 
Netherlands 
United Kingdom 
France 
Italy 
Western Germany 

Required correction 
0/ exchange rates 

(%) 

+10.0 
+5.7 
+9.7 
+3.4 
+2.3 
+3.8 
+1.9 

Weighted average 0/ 
tariffs prior to union 

(%) 

9.7 
10.2 
11.0 
12.4 
21.9 
24.9 
33.5 

Source: P. J. Verdoorn (1954) 'A customs union for Western Europe: 
advantages and feasibilities', World Politics, July, p. 489. 

would tend to change by about the same proportion. He interpreted 
this to mean that the formation of a CU would foster, at least in its 
initial effects, the exchange of commodities within an industry 
through an extended division of labour, rather than upset the balance 
between exports and imports (Verdoorn, 1954, p. 490). 

As to the monetary consequences of the establishment of a CU, 
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Verdoorn emphasised that the overall position of the balance of 
payments of each participating country would improve (recall that he 
found TD to exceed trade creation - TC), and that the extent of 
improvement can be measured by the exchange rate changes given in 
Table 9.2. According to the figures in this table, and assuming that 
each participating nation would want to maintain its initial balance
of-payments position, no country should have to contemplate devalu
ation as an immediate consequence of the tariff cuts. 'This seems to 
imply that the general monetary chaos which, it is often predicted, 
would result from a complete abolition of tariffs against member 
countries does not necessarily follow' (Verdoorn, 1954, p. 489). 

The figures also seemed to indicate that the higher the average 
level of the tariff rates prevailing prior to the formation of the CU the 
less would be the need for currency appreciation. This only means 
that high tariffs are equivalent to overvaluing the currency of the 
country under consideration' (Verdoorn, 1954, p. 489). 

Verdoorn was of the opinion that currency depreciation could be 
avoided even when relatively high tariffs are abolished, since the 
CET against imports from W would ensure that exports increased 
faster than imports. The consequent surplus on current account 
should then be sufficient to prevent the necessity of depreciation, 
even in those cases where only small increments in imports from W 
would be expected. 'The level of the uniform tariff therefore appears 
to be of vital importance. Monetary difficulties will begin as soon as it 
falls as low as 50 per cent of the former average [see Table 9.3]' 
(Verdoorn, 1954, p. 489). 

Verdoorn emphasised that the calculations given in Table 9.3 
showed the minimum estimates of the effects of the formation of the 
CU, due to the fact that no account was taken of the quota and other 
quantitative restrictions that were prevalent at the time or of secon
dary effects such as increased productivity and intensified export 
promotion. Moreover, Verdoorn also emphasised that the computa
tional techniques employed may have the tendency to underestimate 
the shifts of trade in the case of tariffs that are prohibitive, but he did 
not specify why. Given these reservations, Verdoorn was categorical 
in his overall conclusion that his findings left no doubt as to the 
favourable effects of the formation of a CU on the economic well
being of the bloc of participating nations, taken together, nor did he 
suggest that any single member nation would be the loser, at least in 
the short run , i.e. in the long term certain participants may be 
unfavourably disposed. 
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Table 9.3 The required correction in the rate of exchange corresponding 
to different levels of the uniform tariff against non-participating countries 

( +: percentage of appreciation; -: percentage of depreciation) 

Denmark, Norway 
and Sweden 

Belgium and 
Luxembourg 

Netherlands 
Uni ted Kingdom 
France 
Italy 
Western Germany 

Uniform tarif! equals 

No tarif! 50 per cent Average level 125 per cent 
against non- of average of tarif! prior of average 
participating tarif! prior to to union tarif! prior to 

countries union union 

-2.1 +4.0 +10.0 +13.0 

-5.0 +0.4 +5.7 +8.4 
-4.7 +2.5 +9.7 +13.3 
-7.2 -1.9 +3.4 +6.1 

-10.2 -3.9 +2.3 +5.4 
-8.7 -2.5 +3.8 +6.9 

-10.3 -4.2 +1.9 +5.0 

Source: P. J. Verdoorn (1954) 'A customs union for Western Europe: 
advantages and feasibilities', World Politics, July, p. 490. 

Finally, Verdoorn used his technique to estimate the economic 
effects of the formation of the union between Belgium, the Nether
lands and Luxembourg (BENELUX). He tried to compare the share 
of industrial exports to the partners with their overall exports of that 
commodity group. He chose the years 1938 and 1954 for his compari
son as BENELUX was formed in 1948 and he wanted to eliminate 
the repercussions of the Reconstruction period. The results of this 
exercise are given in Table 9.4. 

The table shows a considerable increase in intra-bloc exports of 

Table 9.4 BENELUX: exports of partner countries (as per cent of total 
exports) 

BENELUX 

Be1gium and Luxembourg 

Year Increase (%) 

1938 1954 

10.2 

12.2 

16.5 

21.6 

65 

77 

Source: Compiled from P. J. Verdoorn (1954) 'A customs union for West
ern Europe: advantages and feasibilities', World Politics, July. 



148 Measurement 

industrial products, about three to four times as much as that esti
mated for the OEEC countries. However, Verdoorn warned that in 
the case of BENELUX the estimates are for the total effects of the 
Union, not just the initial effects. He was also of the opinion that it 
was justifiable to assurne that the smaller the geographical area 
covered by the CU the more would be the increase in intra-area 
trade, since the effects of differences in prices would tend to fade 
away as the geographical area involved became more distant. 

What Verdoorn found to be most striking about the BENELUX 
estimates is that they corroborated the findings of the apriori esti
mates insofar as the increase in exports from the Netherlands to 
Belgium and Luxembourg appeared to be of the same magnitude as 
the increase in the opposite direction, although wage costs in the 
Netherlands were lower than in Belgium. To Verdoorn, this tended 
to confirm the view that a CU would not necessarily dislocate the 
balance-of-payments position of the countries concerned, even if 
differences in production costs were considerable (Verdoorn and 
Meyer zu Schlochtern, 1964, pp. 167-9). 

Conclusion 

A criticism of Verdoorn's pioneering study will become apparent at a 
later stage in this chapter and in subsequent chapters, particularly 
since the later contributions indicate, both explicitly and implicitly, 
the shortcomings of earlier attempts. The criticism is directed mainly 
at his methodology, especially the calculation of elasticities from 
cross-section analysis. 

THE SruDY BY THE ECONOMIST INTELLIGENCE UNIT 

In 1957, The Economist Intelligence Unit (EIU) published its own 
findings regarding the effects that Western European integration 
would have on the economy of the UK by 1970. They assumed two 
alternative courses of action. One alternative presumed that the 
European Community (EC) member nations would have achieved a 
CU with some elements of extra cooperation by the year 1970. The 
second alternative assumed that Austria, Denmark, Norway, Swe
den, Switzerland, the UK and all members of the European Com
munity (EC) would have set up a 'free trade area' (FrA) with some 
elements of extra cooperation by the same year. They then estimated 
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the effects of these alternatives on the UK economy on the under
standing that 'food, drink and tobacco' would be excluded from these 
preferential arrangements. 

In order to calculate these effects, it was necessary to predict the 
size of the European economy by 1970. For this purpose, OEEC 
studies of GNP and population growth in the past, available data on 
the level of investment and existing opportunities for the better use of 
economic resources were all taken into consideration to extrapolate 
both GNP and population for all the members of the FrA. 

The results ofthese extrapolations are given in Table 9.5. The 1970 
population estimates will be found to differ slightly from those 
published by the OEEC since they were adjusted to allow for migra
tion. The GNP estimates were generally allowed to grow at a slower 
pace during 1955-70 relative to 1950--55 on the understanding that 
the post-war reconstruction effect would have withered away by then. 
It was also assumed that the actual growth of the population of 
working age (men aged 16 to 64; women aged 16 to 59) would be 
somewhat less than the growth in total population because European 
populations were gene rally ageing. 

The 1970 GNP estimates for the proposed CU members allowed 
for the stimulating effects of economic integration on economic 
growth in these countries as weIl as for exchange rate adjustments in 
France and West Germany - a depreciation of the Franc and an 
appreciation of the Mark. 

The GNP estimates for the rest of the proposed FrA countries 
were given in two sets separated by the assumption that a slightly 
higher growth rate would ensue if a FrA rather than a CU were 
established. Table 9.5 shows that in 1970 Europe was expected to 
have a population of about 255 million (about 6 per cent higher than 
in 1955)and a GNP of nearly f113 billion (about 55 per cent higher 
than in 1955). The table also shows that consumption expenditure per 
head of population was expected to increase throughout the area by 
about 47 per cent du ring the same period. 

With regard to the direction of trade, 1955 intra-European trade 
was estimated at 1:5343 million, or 47 per cent of the total exports of 
the prospective FrA countries. It was assumed that this percentage 
would be higher in 1970 even without both the proposed FrA and 
CU, and that the trend would be greatly reinforced if either were 
established. 

It was further assumed that the European direction of trade would 
give less scope for TD in the proposed FrA than had been the case in 
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BENELUX because, except for the UK, most of the countries 
involved conducted a high proportion of their trade within Europe 
(see Table 9.6), and also because non-European trade was indispens
able. It was further assumed that TD would be greater in the CU than 
in the FrA, most particularly at the expense of the UK. 

Finally, it was assumed that the exceptional interest of British 
businessmen in the European market since the announcement of the 
plan for a FrA would be maintained; that British firms individually 
and collectively would devote far more attention to Europe; that the 
opportunities created by free trade would lead them to study the 
market, to adapt themselves to Continental pracfices, to design 
goods suited to European tastes and standards; and that they would 
change their habits not merely passively as they came face to face 
with competition, but actively there and then (EIU, 1957, p. 16). 

Given this methodology and these assumptions, the EIU then 
studied individual industries in the UK which covered about 85 per 
cent of the net output of manufacturing industry (except for food, 
drink and tobacco) as shown in the 1950 UK Census of Production. 
When changes in the pattern of industrial output were allowed for, 
these industries accounted for 35 per cent of the 1955 UK GNP. 

The EIU reached the conclusion that only a handful of industries, 
whose output was at most about 15 per cent of those studied, were 
likely to produce less or employ fewer people if there were a FrA 
rather than a CU only. Of the remainder, most would produce more 
and a very few would be comparatively little affected (EIU 1957, p. 
36). Hence, their overall conclusion was that the 'greater part of 
manufacturing industry in the UK would benefit from British mem
bership of an [FrA]. To put it in a less palatable but no less true form 
the majority of British industries would suffer if a [CU] only were set 
up' (EIU, 1957, p.36). 

The industries studied were classified into five groups: 

(i) Industries gaining. These were listed in order of the estimated 
additional increase in output that would be secured by 1970 if a 
FrA were formed: motor vehicles, chemicals, wool, electrical 
engineering, general engineering, rubber manufactures, steel, 
hosiery, and clothing. The relative gains varied widely from 10 
to 20 per cent of total output by 1970 for the first two, between 5 
and 10 per cent for the next four and 5 per cent or less for the 
remaining three. 

(ii) Industries which might benefit as much from a FT Aasthose listed 
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in (i), but for which no 1970 production estimate was made: 
non-ferrous metals, metal manufactures, aircraft, ship-building, 
oil refining, building materials, glass, scientific instruments etc., 
and sports goods. The gains were estimated to be nowhere much 
more than 5 per cent and to be least in building materials and 
sports goods. The EIU was unable to estimate the order of gain 
in the others. 

(iii) Industries losing, i.e. production and/or employment were likely 
to be lower if a FrA were established: cotton, rayon, paper, 
leather, and watches and docks. The EIU did not deern it 
appropriate to provide a ranking list for this or the following 
category. 

(iv) Industries which might lose as much as those listed in (iii), but 
where the balance of gain and loss remained doubtful: china, 
footwear and toys. 

(v) Industries least affected: railway engineering, jute manufactures 
and furniture. 

Table 9.7 gives the EIU's estimates of the effects on part of the UK 
trade with the Continent. These estimates covered about 50 per cent 
by value of UK exports to a Continental FrA in 1955, but only just 
over 25 per cent of UK imports from it. The difference in coverage 
was mainly due to the exdusion of food, drink and tobacco, and 'raw 
materials' which were very significant in the case of the UK. 

The EIU did not attempt to calculate the final 1970 balance of UK 
trade with a Continental FrA since for this purpose it would have 
been necessary to estimate the trade balance in agricultural products 
which had been and was presumed to continue to be unfavourable to 
the UK. Also, no attempt was made to calculate the UK net balance 
of gain and loss in terms of the total value of industrial output and 
employment in manufacturing by 1970. However, Table 9.8 shows 
that the greatest gains would be most likely to accrue to the major 
producers and employers, except for 'cotton', 'rayon', 'weaving' and 
'paper'. 

Conclusion 

The EIU's work is interesting in that it tried to distinguish between 
the effects of the formation of a FrA which exduded agricultural 
products and a CU. However, the methodology adopted left a lot to 
be desired since it was built on a list of assumptions a verification of 
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Table 9.8 Production and employment in British manufacturing industry 

Net value Per cent of Employment Per cent 
of output total net in 1955 of total 
in 1950 output ('000) employment 

(Ern) 

Industries gaining 
Motor vehides 232 7.2 331 5.1 
Chemicals 219 6.8 401 6.2 
Wool 142 4.4 209 3.2 
Electrical engineering 3 9.6 699 10.8 
General engineering 427 13.2 953 14.7 
Rubber manufactures 58 1.8 121 1.9 
!ron and steel 301 9.3 458 7.0 
Hosiery 64 2.0 126 1.9 
Clothing 144 4.5 511 7.9 

Industries probably gaining 
Non-ferrous metals 81 2.5 116 1.8 
Metal manufactures 229 7.1 519 8.0 
Aircraft 80 2.5 252 3.9 
Shipbuilding and marine 

engineering 138 4.3 316 4.9 
Oil refining 17 0.5 37 0.6 
Building materials 93 2.9 101 1.6 
Glass 38 1.2 75 1.2 
Scientific instruments, etc. 42 1.3 91 1.4 
Sports goods 3 0.1 * * 
Industries losing 
Cotton 155 4.8 274 4.2 
Man-made fibres 69 2.1 95 1.5 
Paper 121 3.7 199 3.1 
Leather 33 1.0 37 0.6 
Watches and docks 6 0.2 19 0.3 

Industries probably losing 
China 29 0.9 79 1.2 
Footwear 55 1.7 121 1.9 
Toys 10 0.3 * * 
Industries least affected 
Railway vehides 77 2.4 163 2.5 
Furniture 49 1.5 138 2.1 
Jute 7 0.2 20 0.3 

Total 3229 100.0 6492 100.0 

Notes: (a) The table is intended only as a rough guide to the relative 
importance of various industries. 
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(b)* Employment in toys and sports goods industries = 31000 (5 
per cent of total employment). 

Source: Economist Intelligence Unit (1957) Britain in Europe (London: 
EIU), p. 43. 

which should be the aim of empirical estimation of the impact of 
international economic integration: does economic integration affect 
the rate of growth? does it affect the pattern of trade? and if so, in 
what way would it do so? would business mentality be changed in the 
face of enhanced competition from the partner countries? would 
there be both TC and TD? if so, which one would predominate? The 
study by the EIU did not address any of these questions; it simply 
assumed that they could be answered in a manner consistent with 
what the theory of economic integration specifies as the necessary 
conditions for determining an economically rational outcome from 
CU formation. 

JOHNSON'S CONTRIBUTION 

Johnson made three contributions in this field (1957; 1958a; 1958b), 
but most of these are criticisms or scrutinies of attempts by others at 
the quantitative estimation of the economic effects of Western Euro
pean integration. However, one of his contributions was devoted to a 
new approach to calculating the gains and losses for the UK from 
joining or abstaining from a European FrA. 

The many effects of economic integration stated in Part I of this 
book could be condensed into three: static resource reallocation 
effects, dynamic effects, and terms of trade effects. Professor Johnson 
was of the opinion that for the UK, the only important source of 
benefit would come from increased specialisation and division of 
labour, particularly since the dynamic effects (then interpreted to 
mean enhanced competition) were thought too difficult to define, let 
alone quantify. To estimate these gains, he utilised the data provided 
by the EIU. 

Johnson drew attention to the fact that the way given by the EIU 
for deriving the increase in the value of trade for the UK from trade 
with Continental Europe did not actually measure the gains that 
would have resulted from the FrA since exports consumed resources 
that could have been used in other ways, and imports must be 
financed by exports. He elaborated on this in the following fashion. 
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On the export side, the gains arise from the opportunity to sell a 
country's products on better terms than would have been possible 
otherwise, and these could be measured by the loss of income that 
would have resulted if the productive factors employed in meeting 
the additional demand created by the FT A had to be diverted to 
producing for the domestic or other foreign markets. He daimed that 
this loss was not estimable on the information available tODim, but 
argued that it would not have been great since manufactures were. 
fairly dose substitutes in world markets. However, he daimed that it 
was possible to fix a maximum for the loss, since at the very worst the 
prices of the products concerned could have been lowered enough to 
overcome the disadvantages of the EC tariff and permit their disposal 
in Europe. 

This approach led to two estimates, according to what was assumed 
about the nature of the market and the price reductions necessary to 
offset the tariff. If the prices of all exports to Europe had to be 
reduced to the same extent, the maximum loss estimate would have 
been the value of exports to Europe under a FT A multiplied by the 
proportion in the final price of the EC tariff rate which had to be 
offset. This proportion was related to the tariff rate by the formula 

p = 1/(1 - I), 

where p is the proportion and 1001 per cent is the ad valorem rate of 
duty on imports. Johnson pointed out that this estimate would have 
been unrealistically large, since the prices of some products to some 
markets could have been maintained while others were being low
ered. At the opposite extreme, price reductions might have been 
confined to the minimum necessary to promote the particular trans
actions which would not have taken place in the absence of a FTA. In 
such a case, the maximum loss estimate would have been (approxi
mately) the value of the difference in exports to Europe due to the 
FT A multiplied by half the proportion of the relevant tariff rate in the 
final price since the price reductions that would have been required to 
offset the full weight of the tariff would have been necessary only in 
extreme cases. 

For either estimate, it was essential to calculate the EC's CET. 
Johnson gave approximate values for these - the CETs as weil as the 
alternative estimates are given in Table 9.9. It should be noted that 
the maximum possible total loss for the industries considered using 
the first assumption would have been !192 million annually. If the 
second assumption had been used, the maximum loss would have 
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Table 9.9 Estimated maximum gains on exports from a FrA 

Assumed Total exports to Additional exports 
Industry CM tariff a FTA 1970 under a FT A as against 

rate (%) CM 1970 

Value Maximum Value Maximum 
(Ern) loss (Ern) loss 

estimate estimate 
(Ern) (Ern) 

Iron and steel 10 70 6.4 25 1.1 
Non-ferrous 

metals 10 40 3.6 15 0.7 
Metal 

manufaetures 17.5 38 5.7 27 2.0 
General 

engineering 17.5 280 41.7 120 8.9 
Eleetrieal 

engineering 17.5 225 33.5 132 9.8 
Chemieals 17.5 125 18.6 88 6.6 
Hosiery 20 20 3.3 15 1.2 
Clothing 20 24 4.0 20 1.7 
Passenger ears 30 187 43.2 149 17.2 
Commereial 

vehicles 30 70 16.1 58 6.7 
Cotton fabries 17 17 2.5 13 0.9 
Wool fabries 17 50 7.2 31 2.3 
Man-made 

fibre fabries 20 38 6.3 34 2.8 

Totals 1184 192.1 727 61.9 

Note: Assumed unit values: passenger and eommereial vehicles f600, cot-
ton fabries 12 shillings per pound, wool fabries 25 shillings per pound, and 
man-made fibre fabries 15 shillings per yard. 

Source: H. G. Johnson (1958) 'The gains from freer trade with Europe' , 
Manchester School, vol. 26, p. 250. 

been only f62 million per annum. Johnson emphasised that these 
were maximum estimates obtained on the assumption that the com
modities under consideration were worthless outside Continental 
Europe. 

With regard to imports, Johnson pointed out that the gains from 
freer trade with Europe would have arisen from the opportunities 
provided to consume imported goods in place of more expensive 
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domestically-produced commodities to which the consumer had pre
viously been attracted because of the tariff. He claimed that these 
gains could be measured by the additional tariff revenue that the 
government could have collected if it had reduced the tariff on each 
item of the additional imports from the FrA just sufficiently to 
induce the purchaser to buy it. He pointed out that whether the tariff 
reduction was assumed to apply to the previous volume of imports 
did not matter since this would have affected merely the distribution 
of income between the purchasers of these goods and the govern
ment. The gains would be approximately equal to the change in the 
value of imports from the FrA muitiplied by half the tariff rate that 
had previously been levied. 

The gains estimated from this source are given in the fourth 
column of Table 9.10. They amounted to !28 million per year. 

Johnson then pointed out that the abolition of tariffs on trade with 
a European FrA would no doubt have inftuenced the value of trade 
with W, hence affecting the tariff revenues collected on them. These 
gains should be calculated and added to the gains from increased 
imports from Europe. Johnson's estimates of the difference that a 
FrA, as against a 'common market' only, would have made to UK 
imports from Ware given in the sixth column of Table 9.10; they 
amounted to B.5 million per annum. Johnson found this figure 
rather suspect and attributed this to the EIU's assumptions regarding 
the rate of growth of GNP in a FrA and a CU. 

When exports and imports were considered together, the maxi
mum possible gains on the export side were about !62-192 million 
per annum and the gains on the import side were BI million per 
annum for the industries considered. Johnson pointed out that these 
figures suggested orders of magnitude for the UK economy as a 
whole of about !125-400 million annually as the maximum gains on 
the export side, and about !100 million as the gains on the import 
side (bearing in mind that the industries considered were more 
important in exports than in imports). If the minimum figure for the 
maximum export gains were regarded as an approximation (probably 
excessive in Johnson's opinion) to the likely gains on that side, this 
would have implied total gains of the order of !225 million annually -
a difference of about 1 per cent of what the EIU had estimated the 
UK GNP to be in 1970. 

In spite of the fact that his estimates were very crude indeed, 
Johnson was of the opinion that this order of magnitude was most 
unlikely to be substantially affected by considerable changes in the 
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Table 9.10 Estimated gains on imports from a FrA 

lndustry 

Iron and 
steel 

Non-ferrous 
metals 

Metal 

Assumed 
British 
tarijf 
rate 
(%) 

10 

15 

manufaetures 20 
General 

engineering 
Eleetrieal 

engineering 
Chemieals 
Hosiery 
Clothing 
Passenger 

ears 
Commereial 

vehicles 
Cotton 

fabries 
Wool fabries 
Man-made 

fibre fabries 

Totals 

17.5 

17.5 
17.5 
20 
20 

30 

30 

17.5 
17.5 

22.5 
+l1d 
per Ib. 

Additional imports 
from a FTA 

1970 

Value Estimated 
(im) gain 

35 

20 

12 

22 

100 
24 
9 
7 

32 

1 

10 
5 

12 

290 

(im) 

1.8 

1.5 

1.2 

1.9 

8.8 
2.1 
0.9 
0.7 

4.8 

0.2 

0.9 
0.5 

2.5 

27.7 

Additional imports 
[rom other countries 

1970 

Value Estimated 
(im) gain(+) 

-21 

+30 

-2 

+ 3 

o 
-12 
+2 
+1 

o 

o 

+6 
+1 

+3 

+11 

or loss (-) 
(im) 

-2.1 

+4.5 

-0.4 

+0.5 

0.0 
-2.1 
+0.4 
+0.2 

0.0 

0.0 

+1.0 
+0.2 

+1.3 

+3.5 

161 

Total 
gain 
or 

loss 

-0.3 

+6.0 

+0.8 

+2.4 

+8.8 
0.0 

+1.3 
+0.9 

+4.8 

+0.2 

+1.8 
+0.7 

+3.8 

+31.2 

Note: Assumed unit values: passenger and eommereial vehicles f600, eotton fabries 
10 shillings per pound from a FrA, 5 shillings per pound from the rest, wool fabries 15 
shillings per pound, man-made fibre fabries 3 shillings per yard and 5 oz. per .yard. 

Source: H. G. Johnson (1958) 'The gains from freer trade with Europe' , Manchester 
School, vol. 26, p. 253. 

assumed unit values or tariff rates on which they were based. He 
attributed this entirely to the way the estimates were calculated. 

Conclusion 

Given historical incidence, Johnson's method was very interesting 
indeed. However, it did concentrate entirely on the static effects of 
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economic integration. Moreover, his calculations were based on the 
estimates made by the EIU for 1970, and as pointed out in the 
previous section, these are subject to some severe criticisms. 

Other criticisms of Johnson's method will reveal themselves lat.er: 
as stated earlier, new significant contributions are by implication a 
criticism of previously published estimates. However, one major 
criticism still remains. Johnson assumed that there was not much 
room for economies of scale for the UK since at that time Britain had 
access to a very wide market. This missed the point that it is not the 
geographical spread but the purchasing power and similarity of 
consumption patterns that determines the scale of consumption; 
hence the scope for economies of scale. True, at that time the UK 
had easy access to the markets of the Commonwealth countries, but 
most of these were developing economies, while the European mar
kets were not only just across the English Channel but also had 
broadly similar incomes per head of population and consumption 
patterns. Hence, this assumption left a lot to be desired since, as a 
minimum, it needed a proper investigation in its own right. 

CONTRIBUTIONS AFfER JOHNSON'S AND BEFORE 
BALASSA'S 

After Johnson's (1957) contribution and before the next major work 
by Professor Balassa in 1967, there are a number of significant 
studies, particularly on the methodology of the empirical testing of 
the economic effects of Western European integration (Major, 1962; 
Tinbergen, 1962; Lamfalussy, 1963; Poyhonen, 1963a; Pulliainen, 
1963; Verdoorn and Mayer zu Schlochtern, 1964; Waelbroeck, 
1964a; Clavaux, 1964; GATI, 1967). Some ofthese are considered in 
this section, not because they do not merit individual seetions of their 
own, but rather because space limitations dictate that only very 
substantial undertakings should be so dealt with, and these studies 
concentrate on the sophistication of existing approaches and make 
largely similar points. Hence, the first part of this section is devoted 
to a brief general survey of this literature with the remaining part 
being exclusively devoted to a somewhat detailed examination of a 
representative study. 
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A General Survey 

In most of the discussion on the actual effects of economic integration 
on the ftow and pattern of trade, the rise of intra-bloc trade as a 
proportion of the total (intra- and extra-bloc trade) exports and 
imports of the Ee countries had often been interpreted as evidence 
of the Te effects of this bloc. However, such results could be due to 
the increasing importance of the Ee in world markets and the 
changing competitive position of the Ee in world markets. In order 
to allow for the inftuence of the latter factors, Lamfalussy (1963) 
suggested that one should compare changes in the share of the Ee, as 
an important market, in the exports of member nations and W, and 
should examine the relative performance of the Ee countries in the 
Ee markets as weIl as in W. Lamfalussy did precisely that by 
considering the changes in trade ftows between 1958 and 1960 as weIl 
as between 1960 and 1962 (first three quarters). He found no clear 
evidence of either a positive (trade-creating) or a negative (trade
diverting) effect of the Ee. Major (1962), of the National Institute of 
Economic and Social Research (UK), examined the share of individ
ual exporters in the Ee imports of eleven major commodity groups to 
reach conclusions similar to Lamfalussy's. 

Although Lamfalussy's method avoided the problem of arguing 
from a comparison of the relative proportions of intra- and extra-bloc 
trade, it was open to the objection that, by proceeding in a piecemeal 
fashion, it did not provide fully consistent results. To remedy this 
shortcoming, Waelbroeck (1964) proposed that comparisons be 
made between actual and hypothetical trade ftows, with the latter 
being calculated under the assumption that the structure of world 
trade as indicated by the relevant world trade matrix of an earlier 
year remained unchanged. This procedure amounted to the applica
tion of a solution for examining changes in input-output tables which 
was suggested at the time. Extrapolating the 1951-2 world trade 
matrix to 1959--60, and the 1960 matrix to 1962 and the first half of 
1963, Waelbroeck concluded that the existence of an 'Ee effect' on 
the composition of world trade 'can hardly be doubted' (Waelbroeck, 
1964b). Using a similar method, Verdoorn and Mayer ~u Schlochtern 
(1964) reached analogous conclusions. However, Waelbroeck was 
quick to stress that the results obtained by following his procedure 
did not permit one to conclude whether the observed 'deformation' 
of the world trade matrix was due to Te or TD, since the finding that 
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actual intra-EC trade exceeded hypothetical trade, calculated under 
the assumption of an unchanged composition of world trade, was 
compatible with both TC and TD: increased trade between member 
countries of the EC could have been due either to enhanced trade 
between them made possible by the elimination of intra-bloc tariffs or 
by trade diverted from W to trade with the partners. 

In order to estimate the extent of TC and TD caused by the 
formation of the EC, Waelbroeck suggested the application of a 
method used by Tinbergen (1962) and the two Finnish economists 
Poyhonen (1963a,b) and Pulliainen (1963). These three tried to 
explain trade flows by using regression analysis, with GNP and 
geographical distance as the main determining variables. The Finnish 
economists used the following formula to describe the factors in
fluencing the exports of country i to country j: 

Xij = CC,Cj[yfY1Ir§] 

where Yi and Yj are the two countries' respective GNPs, Ci and Cj are 
their export and import parameters indicating the extent of openness 
of their economies, rij is the distance between them and C is a scale 
factor. 

Waelbroeck had assumed that the coefficients c, Ci and Cj would 
remain unchanged over time, and utilised the values of the coef
ficients (a) and (b), estimated from a cross-section investigation of 
world trade in 1958, to extrapolate the matrix of world trade from 
1958 to 1962. Comparing the hypothetical trade figures derived by 
the use of this method with actual trade, he found that intra-EC trade 
increased considerably more than the model used by the two Finnish 
economists would have led hirn to expect. At the same time there was 
no evidence of TD on imports from North America and from the 
EFTA countries, inasmuch as actual imports exceeded hypothetical 
imports in trade with these two areas. 

However, similar developments had taken place between 1954 and 
1958. Hence, these results did not provide clear evidence of the 
effects of TC and TD of the EC. In any case, it is quite reasonable to 
shed doubt on the validity of an approach which applied average 
income elasticities of export supply and import demand, calculated in 
a cross-section analysis of all trading countries, to the EC. Indeed, 
there is evidence to suggest that these elasticities are generally higher 
in the industrial economies, and lower in the LDCs, 'since increased 
international specialisation within the manufacturing sector tends to 
raise the share of foreign trade in [GNP] in the former group of 
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countries, while industrialisation cum protectionism have the oppo
site effect on the latter. Thus, the relatively high income elasticities of 
export supply and import demand in the [EC] countries will explain, 
in part, the presumed internal and external trade creation' (Balassa, 
1967b, p. 3). Moreover, a consideration of total exports and imports 
is of only limited interest due to the fact that the aggregate results 
may conceal changes in opposite directions with respect to particular 
commodities and commodity groups. 

In a cross-section analysis of 38 commodities, Verdoorn and Meyer 
zu Schlochtern (1964) tried to explain inter-commodity differences in 
the expansion of EC imports by using as explanatory variables a 
weighted average of internal and extern al tariff reductions and an 
index representing 'effective import demand'. The latter was calcu
lated as an unweighted average of the rates of change of imports of 
the commodities in question into Denmark, Sweden, Switzerland and 
the UK; this was taken to reflect the expansion of trade that would 
have taken place in the absence of the formation of the EC. 

This approach may need elaboration. Verdoorn and Meyer zu 
Schlochtern started with the assumption that the effect of a given 
tariff reduction on mutual trade depended on both the price elastici
ties of demand and supply. They then reached the formula: 

A ij = [Xii2 - mij - bij)]I[(l - bij)Mi + (1 - mij)Bj] 

where: mij is the initial import share of j in i; bij is the initial export 
share of i in j's total exports; Mi is a value-index of i's total imports; B j 

is a value-index of j's total exports; X ij is a value-index of exports of j 
to i; and A ij is an 'apparent integration effect'. 

According to this formula, any deviation of A ij from unity can be 
attributed to any of three factors: (i) a change in Xi/Mi; (ii) a change 
in Xi/Bj ; and (iii) Mi ~ B j. A change in Mi greater or smaller than in 
Bj will cause a change in Xi/Mi if X ij = Bj , and in Xi/Bj if X ij = M j. 
The value of A ij will in this case be unequal to unity. It will exceed 
unity if: (i) X ij = Bj ; (ii) Mi < Bj or if; (iii) X ij = Mi; and (iv) 
Mi > B j . It will be less than unity if: (v) X ij = B j ; (vi) Mi > B j or if; 
(vii) X ij = Mi; and (viii) Mi < B j . When X ij , Mi and Bi are not equal, 
the direction of change of A ij is indeterminate. 

Utilising this methodology, Verdoorn and Meyer zu Schlochtern 
reached the conclusion that, depending on the form of the regression 
equation used, the apparent impact of the tariff changes on trade 
corresponded to an elasticity of minus 2.1 or 3.9 with respect to price, 
when the latter, but not the former, was significantly different from 
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zero at the 5 per cent confidence level. To the authors, these results 
seemed to provide evidence of TC only as the effect of the formation 
of the EC. 

The authors regarded a value of A ij greater than unity as an 
indication of TC in the EC, and a value less than unity as one of TD. 
However, A ij can exceed unity because of an increase in the share of 
intra-EC exports (Xi/Bi) and it can be smaller than unity because of a 
decline in either Xi/Mi or Xi/Bj' Moreover, the total exports and 
imports which were used to calculate A ij could themselves have been 
influenced by the TC and TD which could have taken place during 
the period covered by the study, and since this analysis cannot 
distinguish between TC and TD, the results should be viewed with a 
great deal of scepticism since these results, given the stated criticism, 
seem to provide evidence of bolh TC and TD. Moreover, 

the method utilised is open to the usual objections against calcu
lating substitution elasticities from cross-section data. Further , one 
may question the validity of using the data of four [EFTA] coun
tries with lower growth and rather different economic structures as 
a yardstick for the expansion of trade that would have taken place 
in the absence of the [EC's] establishment, especially in view of the 
fact that by 1962 - the terminal year of the calculations - there 
might have already been an '[EFTA] effect' (Balassa, 1967b, p. 5). 

The GATT Study 

The GATT Secretariat's study (1967) utilised a similar method to 
that employed by Major (1962) and Lamfalussy (1963). It is therefore 
subject to the same criticisms made against these studies. In spite of 
this, there is a good reason why space should be devoted to this 
study: the results may provide a useful check on the order of magni
tude of the total integration effects obtained by the other methods. 

GATT used a sampie which utilised about one hundred commodity 
groups of carefully selected and weIl defined products; they excluded 
'fuels', 'oil seeds', 'mineral ores', 'natural textile fibres', 'non-ferrous 
metals' (except aluminium) and 'tropical beverages'. The authors 
stressed that the excluded products amounted to about 15 per cent of 
total European imports in the case of primary goods and less than 3 
per cent in the case of manufactured commodities. 

1955, 1960 and 1965 were used as reference years. Attention was 
drawn to the fact that the choice of these years may have led to 
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imprecisions in the calculations since 1955 and 1960 were years of 
marked economic expansion while 1965 was one of moderate growth, 
but the authors were of the opinion that the degree of imprecision 
was not likely to have been substantial. 

The results were given separately for primary products and for 
manufactured commodities since the former are excluded from the 
EFfA arrangements and the common agricultural policy (CAP) was 
only partially formulated and implemented during 196(}-65. The 
overall results of this investigation are to be found in Tables 9.11, 
9.12 and 9.13. 

Before presenting the conclusions of this study, it is necessary to 
explain some of the terminology used in the tables. Changes in the 
relative shares of an exporting area in the market of an integrated 
region were attributable to: 

(i) the 'relative importance of markets', which took account of the 
fact that an area whose exports to a regional grouping went 
mainly to the markets of member countries of the integrated 
area whose imports had grown most rapidly, gained an advan
tage from this more rapid economic growth; 

(ii) the 'commodity composition', which took note of the fact that 
for each importing country, import requirements developed in a 
different way for different commodity groups - an area whose 
exports were mainly composed of products that had experienced 
a rapid import increase gained an advantage from this rapid 
increase; and 

(iii) 'the residual deviation', i.e. the negative or positive changes in 
the share of an exporting area in the market of a regionally 
integrated bloc due to the operation of factors other than (i) and 
(ii), which embodied the influence of the formation of the 
regional bloc as weIl as of factors such as other changes that 
could have occurred in the competitive position of an exporting 
country. 

The calculation of the 'residual deviation' was made on the as
sumption that, had none of the relevant factors distorted the picture, 
the share of an exporting country in the market of an integrated 
grouping would have remained the same at the end as at the begin
ning of a reference period. 

The study's conclusions were: 

(i) The exports of W to the EC and EFf A rose less rapidly between 
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Table 9.15 Evolution of export prices· for rnanufacturers in the EC and 
three EFf A countries 

EC 

Evolution 1955-60 
(1955 = 100) 

Evolution 1960-65 
(1960 = 100) 

United Kingdom 
Sweden 
Switzerland 

102 
111 
110 
103 

106 
110 
108 
117 

Note: a = Expressed in dollars. 

Source: GATI (1967) International Trade 1966 (Geneva: GATI), p. 29. 

1960 and 1965 than the total imports of these two groupings as 
shown in Table 9.14. If exports by Wto both areas had been able 
to grow at the same rate as total imports of the EC and EFf A 
since 1960, they would have reached $42 billion in 1965, i.e. they 
would have been $5 billion more than the actual figures. 

(ii) Very negative 'residual deviations' were reconled for exports of 
manufactured products from North America between 1960 and 
1965, whereas Japan and, to some extent, European count ries 
not belonging to either the EC or EFf A were able to increase 
their shares in the markets of these two regional groupings. With 
regard to primary products, North America was able to maintain 
its share in the European markets while the exports of the rest of 
W were accompanied by 'residual deviations'. 

(iii) For intra-European trade taken as a whole, 'residual deviations' 
between 1960 and 1965 amounted to 1 per cent of the trans ac
tions carried out in 1965 in the case of manufactured products 
and about 5 per cent in the case of primary commodities. 
Nevertheless, especially for manufactured commodities, trade 
between the EC and EFf A developed substantially less rapidly 
than trade between countries belonging to each of these two 
blocs. In the absence of 'residual deviations', the trade in manu
factured commodities between the EC and EFfA would, in 
1965, have been 5 per cent higher than the figure actually 
achieved, and the internal trade of each bloc would have been 
reduced by about 10 per cent. 

(iv) These changes in the share of Western European markets were 
wholly attributed to the formation of the EC and EFf A. The 
authors of the study claimed (GATT, 1967, pp. 34--6) that this 
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was clear enough in the case of agricultural products, which had 
been only partly included in the arrangements in force during 
1960-65. In the case of industrial products, the trend in the 
exports of the different countries had then recently been in
fluenced by divergent movements of prices and, more gene rally , 
by the various factors which had an influence on the competitive 
capacity of the different countries - see Table 9.15. 



10 Estimating the Impact 
of Integration on 
Manufactures: More 
Sophisticated Attempts 

The previous chapter was devoted to a survey of some of the earlier 
attempts at the quantitative estimation of the effects of economic 
integration. This chapter aims at tackling some of the later and more 
sophisticated studies. It begins by considering Balassa's work and 
goes on to discuss those of the Secretariat of the European Free 
Trade Association (EFTA, 1969; 1972), Williamson and Bottrill 
(1971), Kreinin (1972), and finishes with Aitken's (1973) contribu
tion. The following chapter will tackle the most recent attempts. 

BALASSA'S CONTRIBUTION 

A major contribution to the empirical testing of the economic effects 
of Western European integration was made by Balassa (1967b); he 
had already made three relevant studies (1963a, b, c) and the 1967 
study can be seen as a culmination of earlier attempts by hirn, with his 
1974 paper simply providing a reassessment of his major contribu
tion. 

Balassa wanted a method that would: 

(i) omit the influence of economic growth on trade flows; 
(ii) make it possible to distinguish between trade creation (TC) and 

trade diversion (TD); 
(iii) make it possible to disaggregate the results by main commodity 

groups; and 
(iv) show the effects on individual supplier countries. 

He proposed that a comparison of ex post income elasticities of 
import demand (defined as the ratio of average annual rate of change 
of imports to that of GNP at constant prices) in intra-bloc and 
extra-block trade, for periods prior to and after economic integra
tion, may take care of the first two aspects of the problem: assuming 

175 
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that income elasticities of import demand for intra-area imports 
would have remained the same in the absence of economic integra
tion, a rise in the income elasticity of demand for intra-area imports 
would indicate 'gross trade creation' (GTC, i.e. new trade created as 
well as diverted from the rest of the world, W), while an increase in 
the import elasticity of demand for imports from all sources of supply 
would give rise to TC proper. In turn, a fall in the income elasticity of 
demand for extra-bloc imports would provide evidence of the trade 
diverting effects of the integrated bloc. 

If one makes the following definitions: 

ej = average annual rate of change of imports before integration, 
ez = average annual rate of change of imports after integration, 
E j = average annual change of GNP before integration, and 
Ez = average annual change of GNP after integration, 

Balassa's hypotheses can be expressed as: 

(i) if in intra-area trade 

ej/Ej < e/Ez 

there would be GTC; and 
(ii) if in trade with the W 

e/Ej > e/Ez 

there would be TD. 

Balassa assumed that the formation of the European Community 
(EC) had been themost important factor to influence trade flows 
between the participating nations so that long-term effects and other 
'special factors' would have no appreciable influence on the relation
ship between imports and GNP during the period under considera
tion. He therefore claimed that for a comparison of the relationship 
of internal and extern al trade to GNP between the pre- and post 
integration periods, his method allowed for changes in the growth 
rate of national income and provided comparable estimates of TC 
and TD. He also claimed that his method took care of the remaining 
two problems. 

The commodity categories considered were: beverages and to
bacco, chemieals, fuels, machinery, other manufactured goods, raw 
materials, temperate zone foods and transport equipment. The peri
od 1953-9 was taken to represent the pre-integration period and 
1959-5 the post-integration period. 
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Balassa claimed that his method of using ex post income elasticities 
of import demand for all commodities lumped together gave evi
dence of TC in the EC and no evidence of TD - see Table 10.1. 
Between the periods 1953-9 and 1959-65 the elasticity rose from 1.8 
to 2.1 with respect to total (intra- and extra-area) imports, it rose 
from 2.4 to 2.8 for intra-area trade and it remained virtually un
changed for imports from W (1.6 as against 1.7). He was, of course, 
quick to add that these and other results should be considered as 
indicative of general tendencies rather than expressing exact magni
tudes. 

However, the results for the different commodity groups varied 
considerably. There was no evidence of TC in beverages and tobacco 
and food, while there was evidence of TD in food and raw materials. 
On the other hand, fuel showed an increase in extra-area imports and 
Balassa attributed this to a 'deliberate' EC policy. 

Balassa observed that, except for semi-manufactures, the forma
tion of the EC appeared to have led to TC in manufactured products. 
At the same time, he found no evidence of TD in two of these 
commodity groups, and took the increase in the income elasticity of 
demand for extra-area imports with regard to machinery and trans
port equipment to indicate 'extern al trade creation' (ETC). He 
suggested that the enhanced purchases of machinery from W were 
due to the investment boom that accompanied the formation of the 
EC. 

Balassa then analysed the factors which influenced the export 
performance of third countries in the EC-see Table 10.2. He separ
ated these factors into: 

(i) a 'common market effect' , which was the difference between two 
sets of estimates of hypothetical imports into the EC, calculated 
by applying actual growth rates of total extra-area imports in the 
periods 1959-65 and 1953-9 respectively to the 1959 imports of 
the main commodity groups: 

(ii) a 'competitive effect', which was determined by the changes in 
the shares of the seven supplying areas in the extra-area imports 
of these commodity categories into the EC; and 

(iii) a 'price effect', which measured the difference between imports 
expressed in current and constant prices. 

Table 10.2 is otherwise self-explanatory. Balassa concluded by 
stating that the continuation of past trends in the extra-area imports 
of the eight commodity groups would have led to relatively small 
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discrepancies in the exports of the seven groups of countries to the 
Ee, with deviations from the overall index of 166.5 rarely exceeding 
ten percentage points. However, changes in the commodity composi
tion of imports after the formation of the Ee widened inter-area 
differences in export performance: the range of relevant index num
bers was 146.3 and 191.2. 

Conclusion 

Balassa's method is no doubt more subtle when compared with 
previous attempts. However, his study is based· on three major 
assumptions, each of which requires an empirical investigation in its 
own right. These are that: (i) under normal circumstances, i.e. in the 
absence of economic integration, his ex post income elasticities of 
import demand would have remained constant; (ii) the commodity 
pattern of trade would have remained constant under the same 
circumstances; and (iii) an investment boom followed the formation 
of the Ee. Moreover, as Winters (1984a) pointed out, Balassa had 
never stated the reason why economic integration should increase the 
sensitivity of imports to increases in GNP rather than merely raise the 
level of imports associated with any particular level of GNP in a step 
fashion. Winters argued that if one were to plot the log of imports 
against the log of GNP (see Figure 10.1), Balassa's method would 
imply that at the time of the formation of the Ee the relationship of 
partner imports would shift up to Be, and one should contrast this 
with the anti-monde BD to calculate the integration effect. However, 
Winters argued that economic integration would shift the intercept of 
this relationship rather than the slope - see Figure 10.2. He tested 
this by examining whether the income coefficients in his equation (3) 
- see the section in the following chapter on Winters's analysis - were 
affected by integration. It should be added, however, that Winters 
did point out that his income coefficients were not strictly income 
elasticities, but that they were dose enough to provide a satisfactory 
test of Balassa's assumption. The results of his test indicated that 
both slope and intercept shifts had significant roles to play, but that of 
the two, the intercepts contributed more. The further details of his 
result showed that in two of their appearances, the 'Balassa-partner' 
effects were implausible (negative) and in two they were insignificant. 
Winters conduded that his results cast considerable doubt on Balas
sa's ex post income elasticities of demand approach. He was quick to 
add that although his results were not condusive, if they were 
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replicated in further research they would provide one explanation of 
why Balassa's estimates of TC dropped over time (Balassa, 1974). He 
explained this in the following fashion. Assurne that GNP grew fairly 
steadily prior to and after economic integration, such that when one 
came to measure the impact of economic integration it had reached 
Y1 in Figure 10.2. Ignoring the dynamics of the situation, for simplic
ity purposes, Winters argued that his own method would measure the 
integration effect by BF. However. Balassa's method would measure 
it by the slope of BC minus the slope of BD. A few years later, when 
GNP grew to Y 2 , Winters's method would give an unchanged esti
mate, but Balassa's, being based on the slope of BE, would have 
fallen. 

THE CONTRIBUTION BY THE EFfA SECRETARIAT 

In 1969, the EFfA Secretariat published its own estimates of the 
economic effects of the formation of EFf A on its own members. This 
was later followed by a study of the effects of both EFf A and the EC 
(1972). 

The 1969 study assumed that in the absence of the formation of 
EFf A, the import shares from EFf A and from W in the 'apparent 
consumption' of a particular commodity in any of the EFf A coun
tries would have developed during 1959--65 in precisely the same 
fashion as they had during 1954-9. The calculation of the overall 
EFfA effect, X (the extent to which imports from EFfA producers, 
valued in millions of US dollars, were higher due to the establishment 
of EFfA), was given by the formula: 

X = F6S - [(fS9 - IS4)6/5 + IS9]C6S , (1) 

where Fis imports from EFfA countries, Cis 'apparent consump
tion', 1 = F/C and the figures attached to F, C and 1 indicated the 
three reference years of the study 1954, 1959 and 1965. 

The assumption that the trend in the pre-integration period would 
have been maintained in the absence of the formation of EFf A was 
covered by the expression inside the square brackets; it is a linear 
extrapolation of the change between 1954 and 1959. The expression 
in the square brackets multiplied by C6S gave an estimate of what the 
level of imports from EFfA would have been in 1965 in its absence. 
The difference between this hypothetical figure and actual imports in 
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1965 was considered to be a measure of the impact of the establish
ment of EFTA, i.e. it included both TC and TD. 

Total imports from EFT A were ca1culated by aggregation from 
individual EFTA member countries. This was justified on the under
standing that the linear approach adopted made summation across 
countries produce the same result as a direct ca1culation for EFT A as 
a whole. 

lt should be noted that the methodology was based on four under
lying assumptions: 

(i) governments maintain full employment all the time; 
(ii) no spontaneous developments in the pattern of demand; 
(iii) monopolistic and other restrictive tendencies remain unaffected 

by the formation of EFT A; and 
(iv) no supply constraint restrictions. 

In order to distinguish between TC and TD, the EFT A Secretariat 
adopted an approach which utilised the following further assump
tions: 

(v) that where there was a significant tariff on a particular com
modity, this was due to the fact that domestic production costs 
(including profits) were higher than those of some potential 
suppliers; and 

(vi) that since all foreign sources of supply were subject to the same 
tariff before the formation of EFTA, the country pattern of 
supply in the pre-integration period would have reftected the 
relative costs of production in foreign countries. 

The implication of these two assumptions is that if the share of 
imports in 'apparent consumption' rises, TC will have occurred, and 
if the share in 'apparent consumption' of non-EFTA sources of 
supply falls benefiting EFT A sources, there will have been TD. Of 
course, there may be trade movements of both kinds over the same 
period of time, so it was further assumed that 

(vii) there was an underlying process of TC as a result of the various 
measures to promote free trade on aglobai scale, through 
GATT tariff reductions (the Dillon and Kennedy Rounds), 
increased consumer preference for foreign goods (for various 
reasons), greater international specialisation through competi
tion, etc. 
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These developments were covered by the extrapolated trend. 
TD was calculated according to the following equation: 

TD = N 6S - [(nS9 - ns4)6/5 + nS9]C6S , (2) 

where N is imports from Wand n = NIC. If TD were to occur, the 
solution to this equation would give a negative value, implying that 
imports from W were short of those projected. 

TC was estimated according to the equation: 

(3) 

where M is total imports and m=MIC. 
The EFf A Secretariat stressed that the three formulae amounted 

to only a basis for calculating the inftuence of EFfA on trade. To 
obtain the overall estimate of the inftuence of EFfA on imports, 
hence on the exports of supplying countries, other subjective factors 
had to be taken into consideration (EFfA Secretariat, 1969, pp. 
14-17). 

The results are given in Table 10.3. The overall inftuence of the 
establishment of EFfA on intra-area trade in 1965 was estimated at 
$830 million. Of this estimate, $475 million represented TD and only 
$375 million represented TC. These estimates implied that the over
all EFfA trade balance would have shown a deficit of $475 million 
more in 1965 had EFfA not been established. 

It was claimed that 25 per cent of the total rise in intra-EFf A trade 
during 1959-65 was due to the for.mation of EFfA - see Table 10.4. 
The export effect amounted to 9 per cent of the actual increase in the 
total exports of the EFfA countries between 1959 and 1965, and the 
rise in imports (the TC effect) amounted to about 3 per cent of the 
corresponding increase in imports. Calculated as a proportion of the 
trade (or changes therein) in the commodities covered by the EFfA 
tariff reductions, the effects, of course, showed higher percentage 
rates - see Table 10.5. 

The estimates of the inftuence of the formation of EFf A on the 
individual member countries are also given in Table 10.5. The Secre
tariat drew attention to two points shown by this table. Firstly, 
Portugal, with a different structure of production relative to the rest 
of EFf A, experienced TD only. This tended to support the proposi
tion that complementarity in production in member countries would 
be more likely to result in TD. Secondly, the sizes of the EFf A 
effects did not exhibit any clear pattern in relation to high- and 
low-tariff countries: calculated as a percentage of the change in 
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imports from EFfA du ring 1959--65, the total import effect was 
above average for countries with initially low tariffs such as Denmark 
and Sweden, while it was below the average for countries with 
relatively high tariffs such as Austria and the UK (see Table 10.4), 
but the largest percentage change was experienced by Portugal, a 
country with highly protective trade barriers. 

Table 10.6 gives the inftuence of EFfA on trade ftows by the main 
commodity groups considered. The highest inftuence ~as recorded in 
the case of textiles and clothing. The rise in intra-area trade in this 
group was estimated at $200 million of which about $115 million was 
TC. Trade in pulp and paper rose by ab out $100 million of which 80 
per cent was TC. 

Conclusion 

The criticisms of Balassa's study apply equally to the contribution by 
the EFf A Secretariat; consequently there is no need to repeat them 
here. 

THE CONTRIBUTION BY WILLIAMSON AND BOTTRILL 

Williamson and Bottrill (1971) adopted the framework described in 
Chapter 8 to estimate the economic effects of the formation of the 
EC. They used equation (2) and the simplifying assumptions leading 
to: 

Recall that Yi is the actual imports of area i, Xi is the hypothetical 
imports of area i in the absence of economic integration, Cu is intra-ith 
area TC and ei is the total ETC of area i, i.e. they wanted to estimate 
TC (cll + C22), total TD (dll + d22) and EC ETC (eI). 

Williamson and Bottrill had little confidence in the share analyses 
conducted before them due to the absence of a coherent theoretical 
structure in constructing them. However, they still feit that share 
analysis remained attractive, partly because there was some evidence 
to indicate that, in the absence of preferential tariff changes, shares 
tended to displaya useful degree of constancy, and partly because the 
use of share performance automatically normalised for changes in 
competitiveness and income (Williamson and Bottrill, 1971, p. 129). 
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Table 10.6 EFf A effects on trade in some commodities between member 
states in 1965 ($ million) 

Eifects on imports Total import 
eifect = 

Trade creation Trade diversion export eifect 

Leather, rubber and 
footwear 18 17 35 

Wood and paper 
industry products 87 32 119 

Textiles and dothing 116 85 201 
Chemical and 

petroleum products 37 43 80 
Non-metallic mineral 

manufactures 0 6 6 
Metals and metal 

manufactures 24 75 99 
Machinery 57 128 185 
Land transport 

equipment 26 45 71 
Watches, docks and 

instruments 2 6 14 
Beverages, tobacco and 

miscellaneous 
products 0 20 20 

Total 373 457 830 

Source: EFf A Secretariat (1969) 'The effects of EFf A on the economies 
of member states', EFTA Bulletin, January, p. 16. 

In order to explain their share analysis, they added two notations 
to those described in Chapter 8: 

and 

where uij is the hypothetical share of bloc j in i's imports in the 
anti-monde and vij is the actual share of bloc j in i's imports. They 
argued that if one could calculate uij , the hypothetical share, one 
would be weH on the way to estimating the X-matrix. This would not 
be sufficient since Xi would be equal to Yi only if the sum of Cu and ei 

were equal to zero. However, they still feit that the area of ignorance 
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would be substantially narrowed and proceeded to investigate how to 
determine plausible values of uij. 

They believed that Lamfalussy's (1963) hypo thesis offered the 
most promise. This hypothesis could be stated simply as: the share 
performance of the jth supplier in markets where he neither gained 
nor lost preferential advantages gave a good indication of his hypo
thetical performance in markets which were in fact being affected by 
economic integration. Thus given their adopted framework, this 
hypo thesis suggested that W was the control group which indicated 
wh at the share performance would have been in the EC and EFf A in 
the absence of their formation. For example, the actual change in Y31 

(the share of the EC in the imports of W), over a specified period, 
depicted the simultaneous change in U ll (the share of intra-trade in 
the imports of the EC) that could have been expected in the anti
monde. 

After an elaborate investigation of the possibilities for formalising 
this hypothesis, Williamson and Bottrill settled on two methods. One 
of these was an apriori equation for uij: 

U~j = vij + {[vij(l - vij)]/[v~i1 - V~j)]} (v~j - V~j) (4) 

The essence of this formula is to ensure that the predicted gain in 
market share would be insignificant if the previous market share was 
either very insignificant, indicating an insignificant level of potential 
trade between the two areas, or very substantial, indicating a sm all 
chance of gaining market share at the expense of the other area. 
However, this equation had the shortcoming that the predicted 
shares may not add up to unity, but Williamson and Bottrill over
came this by multiplying Uij' given by equation (4), by lI'2:.jUij. 

The second method was to regress Uij on V3j over the period 1954-9, 
then utilise the equation obtained to predict the value of uij in the 
1960s. Williamson and Bottrill also introduced the constraint that the 
market shares should add up to unity, just as in the first method. 

In addition to the estimates obtained from these two methods, 
Williamson and Bottrill also tried a third estimate on the assumption 
that without the formation of the EC and EFfA the post-1959 
market shares would have remained at the 1959 level. They admitted 
that this was a crude assumption, but they thought it provided a 
check against their results being due to spurious fluctuations in third 
markets or to supply constraints. 

Williamson and Bottrill stressed that being able to construct the 
V-matrix did not allow one to proceed directly to the estimation of 
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TC and TD. For the EC, the estimation of Cw du and el was made 
possible by two equations: 

(5) 

and 

(6) 

But these two equations had Xl which was a fourth unknown, and 
although the matrix equation (2) provided two more equations with 
Xl> dlj and elj , they also brought with them two more unknowns (the 
breakdown in terms of blocs of TD and ETC); hence, they did not 
solve the problem. Therefore, two more assumptions or relationships 
were needed. 

They believed that the best way to complete the system was to 
adopt the estimates for relative size of TC, TD and ETC that were 
suggested by previous studies. Thus their approach was incapable of 
adding to our knowledge ·in this respect since it could do nothing 
other than provide estimates of the total effects of economic integra
tion. 

Stating this assumption in technical terms meant that: 

and 

Substituting these in equations (4) and (5) gave: 

Cu = [Yu - U llYI]/[1 + a - uu(1 + ß)]· 

Hence, equations (7) and (8) can be solved for du and el • 

For EFTA, the two independent equations were: 

and 

Yz = X z + Czz · 

(7) 

(8) 

(9) 

Since there were three unknowns (c2Z , dzz and xz) in these equations, 
only one additional assumption or relationship was needed. Again, 
Williamson and Bottrill chose the relative size of TD and TC, such 
that: 
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This enabled them to solve for C22 (and, of course, for d22): 

C22 = (Y22 - U2V'2)/(1 + Y - U22)· (10) 

Having established the procedure for the splitting of the total trade 
effects, Williamson and Bottrill then turned their attention to the 
division of the estimates into TD and ETC for each of the blocs. 
EFTA, being a free trade area, could not have led to ETC; hence, 
this task was straighforward. Since X2 , was determined simulta
neously with C2z(X22 = Y2 - C22), equation (2) yielded: 

(11) 

and 

(12) 

Doing likewise for the EC by extracting from the first row of equation 
(2) gave: 

(13) 

and 

(14) 

Thus an extra assumption or relationship was needed to enable a 
breakdown of gross TD and ETC in the case of the EC. However, 
Williamson and Bottrill feIt that the estimates generated by equations 
(13) and (14) were sufficient for relaxing the assumption that r ij = O. 

This method was first applied to data on manufacturing exports 
which was published periodically by, among others, the UN and the 
UK Department of Trade and Industry. Although for each such 
source the data se ries were collected in accordance with a consistent 
definition and coverage and were not subjected to a substantial 
amount of estimation, Williamson and Bottrill faced significant dis
continuities when they tried to extract aseries, covering the period 
1954--69, from different sourees. So they repeated the estimates on a 
series which was specially prepared for them by the UK Department 
of Trade and Industry; they stressed that the use of the uncorrected 
data resulted in slightly lower economic integration effects, without 
altering the general picture. They adopted 1959 as their base year for 
applying equation (4). 

Table 10.7 sets out the hypothetical shares for the period 1954--69, 
calculated on the basis of Williamson and Bottrill's two methods. The 
table clearly suggests that the hypothetical shares of intra-trade for 
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both the EC and EFT A beg an to lag behind their actual shares 
starting from 1961. Moreover, these effects grew fairly steadily and 
became substantial in the later years of the study. 

To enable the splitting of these effects into TC and TD, Williamson 
and Bottrill had to choose values for a, ß and y. They relied on the 
only estimates available: Truman (1969), Balassa (1967b), for a and 
ß, and EFTA Secretariat (1969), for y. These studies suggested the 
following values: 

Truman: 
Balassa: 
EFT A Secretariat: 

a = ß = 0.25 
a = ß = 0.5, 
y = 1.25. 

Table 10.8 gives the estimates of TC and TD that were obtained 
after inserting into equations (9) and (10) these values and the shares 
of Uij given in Table 10.7. With regard to the EC, Williamson and' 
Bottrill drew attention to two conclusions. Firstly, the total EC effect 
on intra-trade [i.e. (c l1 + d l1 )!xl1 ] remained almost unaffected by 
values given to a and ß, provided the two were assumed equal. Sec
ondly, the results did not vary greatly between' the two different 
methods adopted in the study: the total EC effect only varied be
tween 53 per cent and 60 per cent in 1969. However, they were quick 
to warn against the conclusion that, given the similarity in results, 
they should have confined themselves to their preferred method, the 
first approach. This was due to the fact that the total EC effect was 
found to be fairly sensitive to differential changes in a and ß: increases 
in a tended to reduce while increases in ß tended to raise the total 
EC effect. Note that the table does not reveal these results. 

With regard to EFTA, it was found that, unlike the case of the EC, 
the estimates depended largely on the prediction method adopted. 
More specifically, the assumption that market shares would have 
remained the same in the absence of economic integration, gave 
much lower results. This was attributed to the fact the EFT A was 
losing ground in its share of W markets during the 1960s, a factor 
which implied that the other two methods took the share of EFT A in 
its own markets to have declined in the absence of economic integra
tion. For this, and other reasons discussed in the appendix to their 
paper, Williamson and Bottrill opted for their first method, and were 
reassured of their decision by the similarity of the results of the first 
and second methods. 

Table 10.8 does not depict the effect of different values for y since 
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the published evidence only provided a single calculation. However, 
access to the preliminary results of the revised study by the EFf A 
Secretariat enabled Williamson and Bottrill to reftect on possible 
values for y. These estimates from EFf A suggested a larger EFf A 
effect in 1965, mainly due to TC. This was interpreted to mean that ß 
was close to one. This implied a total EFfA effect [(C22 + dzz)/xzz] of 
26 per cent, just one percentage point larger than with y equal to 
1.25. Moreover, the preliminary estimates suggested that y fell to 
about 0.7 in 1967, implying a total EFfA effect of 53 per cent as 
opposed to 51 per cent with y equal to 1.25. Williamson and Bottrill 
concluded that more confidence should be placed in the estimates 
given in the last column of Table 10.8 since large changes in the value 
of y made insignificant changes to the total EFf A effect. 

As to the geographical breakdown of net TD, Williamson and 
Bottrill solved for equations (11)-(14) by using the figures in Tables 
10.7 and 10.8; these are given in Table 10.9. Recall that as far as the 
EC was concerned, assuming that was equal to ß meant that net TD 
was zero: EFfA's gain would have been Ws loss. Therefore, all that 
was needed was to decide the winner and the extent of the gain. The 
table shows that, with the first method, EFfA lost in the earlier years 
but gained substantially starting from 1964. However, with the sec
ond method, EFfA lost in the early 1960s, gained in the mid-1960s 
and lost again in the late 196Os. As to EFfA, the table clearly shows 
that the results are more inconsistent: both methods gave negative 
TD (i.e. ETC) in some years, which is unthinkable in the case of a 
free trade area, and the second method contradicts the conventional 
wisdom that the EC was the major loser from EFfA-induced TD, 
while the first method supported it. 

Williamson and Bottrill then considered the question of whether 
substantial distortions in the calculations may result from the conse
quences of efforts to neutralise the balance-of-payments effects of 
economic integration. Since they had reached the conclusion that TD 
and ETC were of about the same magnitude for the EC, it followed 
that the net impact on the balance of payments was zero. Therefore, 
both the EC and W had a change in their balance of payments to the 
extent of their TD loss with EFf A. Since TD by EFf A must have 
affected EFf A more than the EC plus W (the two share the same 
total effect), they decided to concentrate on the impact on EFf A 
alone. According to their caIculations, in 1969, EFfA's trade balance 
was stronger by more than $1 billion than it would have been in the 
absence of economic integration. They set out the implications of this 
in the following way: 
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Suppose that $400 millions of this increase were neutralized by 
lesser exports, $400 millions by higher imports, and the remainder 
by capital movements or reserve changes. If the effects on exports 
and imports were distributed in proportion to the value of trade 
with each region, r22 would be dose to zero since the increased 
imports would cancel out the fall in exports. The value of r 22 would 
be about -$200 millions. This would mean that X 32 > Y32' that the 
use of Y32 in predicting U22 would bias U22 down and therefore bias 
C22 and d22 upwards. But the effect is quantitatively trivial: substitu
tion of the amended value of X32 merely increased U32 from 0.212 to 
0.213 (Williamson and Bottrill, 1971, p. 341~. 

They conduded, therefore, that because this was the largest effect 
they could possibly find, it was perfectly valid to follow the usual 
assumption that the balance-of-payments effects of economic integra
tion could be ignored. 

The overall condusion reached in this study was that, in 1969, 
intra-EC trade was approximately 50 per cent more than it would 
have been in the absence of the EC, and the bulk of the increase was 
due to TC rather than TD, with the loss of exports by W from TD 
being largely offset by positive ETC. In 1965, the formation of EFfA 
was found to increase intra-EFfA trade by 25 per cent, but this was 
expected to rise to 60 per cent when more recent results were 
published by the EFfA Secretariat, mainly due to larger TD. 

Conclusion 

The main reservations against this approach are basically two. 
Firstly, the use of W as a normaliser begs a number of questions; 
these are discussed in the following section on Kreinin's study. The 
second criticism is that the study does not shed light on the relative 
strength of TC and TD: to utilise the proportions suggested by other 
studies, themselves deemed inadequate, leaves a lot to be desired. 

KREININ'S CONTRIBUTION 

Kreinin (1972) tried to calculate ex post estimates of yearly TC and 
TD by the EC in 1967/68 and 1969/70 in nine manufacturing indus
tries, both individually and in aggregate, using a static framework, 
i.e. dynamic growth effects were assumed away. 
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Kreinin's method was essentially Vinerian and is best depicted by a 
schematic example. Consider one product group in one member 
nation of the EC under the assumption that the only inftuence on 
trade ftows is the formation of the EC, i.e. the creation of the EC 
does not affect consumption. The illustration below helps in identify
ing the effects of economic integration. 

It should be apparent that this country has a comparative disadvan
tage in this commodity. The formation of the EC leads to a reduction 
in its domestic production by $200 million worth (from $500 million 
to $300 million). This is TC and it is equal to the total expansion in 
imports from within the EC and W; hence the ratio of imports to 
apparent consumption has risen from 66.67 per cent to 80 per cent. 
The creation of the EC also leads to a $200 million worth decline in 
imports from Wand this is TD; hence the ratio of extra-EC imports 

Commodity group X (in $ million) 

Imports (M) from W 
Imports (M) from the EC 
Domestic production (P) 
Exports (X) 

Apparent consumption 
(P + M - X) 

Before After 
EC formation 

700 500 
300 700 
500 300 
nil nil 

1500 1500 

Source: M. E. Kreinin (1972) 'Effects of the EEC on imports of manufac
turers' Economic Journal, vol. 82, p. 90I. 

to apparent consumption has fallen from 46.67 per cent to 33.33 per 
cent. Note that the expansion of imports from within the EC by $400 
million is the sum total of both effects. Hence Kreinin's method 
measures TC by the change in the ratio of 

total imports / apparent consumption 

and TD by the change in the ratio of 

imports from W / apparent consumption. 

Kreinin recognised that a host of important factors, other than 
economic integration, also affected the ratio of imports to consump
tion, such as income and price changes, which were (at least in 
theory) measurable, and changes in preferences in favour of or 
against foreign commodities, which were not. He suggested that 
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there were two possible ways, apart from the projection of pre-EC 
trends which he did not deem to be a satisfactory method, for 
tackling this problem. The first was to employ the changes in the ratio 
of imports to consumption in other countries over the same period of 
time and use these countries as a 'control group' or normaliser for the 
EC changes. The second was to adjust the changes in the ratios for 
the EC themselves for the quantifiable biases contained in them. The 
first approach was subject to the limitation of the need to presume 
that the inftuences over the ratio of imports to consumption not only 
changed, over the period under consideration, in precisely the same 
fashion in the EC as in the control group but also that the markets in 
the two areas reacted to them in the same way. The second approach 
had the limitations of not being capable of taking into consideration 
the 'non-measurable' elements and the lack of convincing ways for 
estimating the measurable factors. 

Kreinin ärgued that, in the case of a control group, only industrial 
nations which produce domestic substitutes for the majority of their 
imports of manufactures could be used to depict the changes in the 
ratio of imports to consumption in the EC in the absence of economic 
integration. He feIt that three possible candidates could be enter
tained: Japan, the UK and the USA. However, Japan was considered 
to be very inappropriate since, in the 1960s, its imports were subject 
to quantitative controls and were, therefore, not allowed to vary with 
consumption. The UK was also considered unsuitable because its 
income and price changes were much different from those in the EC 
during the 1960s and because the UK, as a member of EFfA, was 
itself undergoing an economic integration process; membership of 
EFf A may have artificially raised UK imports and biased the EC 
effects. The third candidate, the USA, although it was not subject to 
these limitations, had the major shortcoming of being more self
sufficient than the EC: in 1959/60, the ratio of imports to consump
tion for the USA was nearly half the ratio of external imports to 
consumption and a quarter of the ratio of total imports to consump
tion in the EC. Thus, having judged all three possible candidates as 
unsuitable, Kreinin settled for the USA as his control group on the 
grounds that it was the least inappropriate, but without offering a 
justification for this decision. 

Having adopted the USA, as the best of the worst, for his control 
group, Kreinin had to compromise even further. The ideal procedure 
was to use the proportional, not the absolute, changes in the ratios 
for the USA in order to account for the EC growth effects on the 
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ratios of imports to consumption. However, the base period ratios in 
all the US industries were rather smaIl, with the result that even 
minor changes in US imports due to shifts in buyers' preferences 
would have resulted in substantial changes in the US ratios. There
fore, Kreinin had to settle on absolute differences. This had the 
implication that when the proportional changes for the USA ex
ceeded its absolute changes by more than the comparable difference 
in the EC, the estimates calculated on the absolute changes would 
have exaggerated TC and deflated TD in the EC. 

Kreinin then turned to the question of how to use the percentage 
point changes in the ratios of imports to consumption. Recalling that 
the ratios for the USA were doser in size to the ratios of external 
imports to consumption than to total imports to consumption in the 
EC, he resorted to the assumption that if the EC had not been 
formed, the ratio of imports to consumption in the EC in every 
commodity group would have changed by the same amount as the 
relevant ratio of imports to consumption in the USA. This implied 
that, over the period under consideration, the increase in percentage 
points in the USA imports/consumption ratio minus the increase in 
the EC external imports/consumption ratio yielded an estimate of TD 
(Kreinin, 1972, p. 903). Also, to estimate the hypothetical change in 
total (both external and internal) EC imports, Kreinin assumed that 
the ratio of external to total imports would have remained at its base 
year (1959/60) magnitude had economic integration not occurred. 
Therefore, the percentage point change in the ratio of imports to 
consumption in each industry in the USA was adjusted upwards by 
the 1959/60 ratio of total to extern al imports for the EC. This was 
interpreted by Kreinin to me an that the actual change (in percentage 
points) in the EC ratio of total imports to consumption (for each 
industry) minus the adjusted change in the US import/consumption 
ratio yielded an estimate of TC (Kreinin, 1972, p. 903). 

Since Kreinin sought to adjust for income and price changes (as 
weIl as for other factors), for comparison purposes, he wanted a 
sequence of years during which these changes were identical for the 
EC and the USA. But the selection of such years was also subject to 
other constraints: the need to cover the economic integration period 
and the availability of data on consumption. The latter were com
piled for 1959, 1960 and all the years between 1967 and 1970. With 
regard to the former, he found that the changes in incomes and prices 
were rather similar between 1960 and 1967 and between 1960 and 
1968, but because the ratios of imports to consumption for pairs of 
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years were near to those of corresponding individual years (for 
example, the 1960 ratio was dose to the average ratio for 1959/60), he 
opted for a comparison of an average of pairs of years; this had the 
advantage of enhancing stability in the estimates since it reduced the 
relative strength of any special circumstances which may have had an 
inftuence on any particular year. He, therefore, made his estimates of 
the effects of the EC on the basis of comparisons between the average 
for 1959/60 and the average for 1967/68, and between the average for 
1959/60 and the average for 1969/70. He noted that during the 
eight-year period, income and price movements in the USA were 
similar to those in the EC, but during the ten-year period the growth 
of income in the EC was in excess of that in the USA (he later 
adjusted for these). 

He expounded on this in the following way. The first round of EC 
tariff reductions which were introduced in 1959 were extended to all 
members of GA TI; hence the EC did not discriminate against the 
outside world until the middle of the 1960s. Therefore, the observa
tions for 1959/60 could be taken to represent the period immediately 
before economic integration. He added, however, that this may have 
imparted a downward bias on the effects of the EC inasmuch as the 
transactions in 1960 had already been affected by an 'anticipation of 
tariff discrimination'. Note that the eight-year period took one to the 
end of the transitional period in manufacturing in the EC, while the 
ten-year period took one a year beyond the end of this transition as 
weH as towards the transitional period for most agricultural products. 

Kreinin realised that some sectors of the USA could not serve as 
reasonable normalisers. First, agricultural imports were subjected to 
quantitative controls, and the nature of these was changing over the 
period of the analysis. Second, due to the fact that imports of cotton 
textiles by the USA were restricted first by 'voluntary export re
straints' (VERs) in the Far East and then by the Long-term Agree
ment on Cotton Textiles, Kreinin believed that the normalised esti
mates for this sub-sector were probably biased. Third, because US 
car imports from Canada were mainly affected by the preferential 
US-Canada Automobile Agreement, Kreinin had to net these imports 
out of the US imports for all the years under consideration. Fourth, 
due to the differing resource bases for the USA and the EC, a 
substantial part of any increase in the supply of inputs could have 
been secured from domestic resources in the USA but via an expan
sion in imports in the EC; this suggested that a comparison of 
primary products would have been out of the question. However, 
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because imports of raw materials were subject to either zero or very 
low tariffs in most advanced nations, Kreinin believed that no EC 
effect was to be expected here; hence no estimates were attempted 
for the mining sector. However, of the sectors covered in the Kreinin 
study, basic metals was the one most affected by the resource base 
differential between the USA and the EC. This sector included iron 
and steel and non-ferrous metals, and the consumption data available 
to Kreinin did not permit aseparation of non-ferrous metals from 
iron and steel. Hence he opted for a presentation of the results both 
with and without basic metals. Also, processed foods had to be 
tackled in the same vein. Fifth, because petroleum products were 
affected by the construction of refineries in the EC whose products 
were replacing imports from the rest of the EC, Kreinin did not 
include this sector in his estimates. Sixth, Kreinin ignored the impact 
of the Dillon and the first stage of the Kennedy Rounds of tariff 
reductions on the understanding that their multilateral nature should 
not bias aggregate results, but he conceded that they may bias 
sectoral results. Finally, Kreinin could not perceive a way of handling 
the impact of the Japanese 'export penetration' on the imports of the 
USA, so he left this dimension out of his estimates. 

Kreinin concluded his reservations by stating that there may have 
been other factors which needed adjustment in the comparison of the 
EC and USA in terms of individual commodities; thus the US 

experience can at best provide some guidance to what would have 
happened in the [Eq, but it also contributes random errors. Hence, 
while the computations will be carried out for individual industries, 
the main significance attaches to the aggregative results. For it is 
only when the results are aggregated over all industries that the 
random errors may be expected to cancei out (Kreinin, 1972, p. 906). 

Before presenting the results, it may be in order to explain the 
nature of the data input in this study. The trade data were obtained 
from the publications of the United Nations. Output data for Japan, 
West Germany and the USA were collected from national sources, 
but for the remaining countries it was obtained by 'blowing up' 
value-added data employing their input-output tables which were 
made available by the Economic Commission for Europe; hence, the 
sectoral breakdown was decided by the availability of input-output 
data. 

Table 10.10 gives the results of the estimates obtained using the 
percentage point changes as explained in the section on methodol-
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ogy. TC in the manufacturing sector in 1969/70 was about $8.5 billion 
which was approximately 15 per cent of total EC imports of manufac
tures. TD was approximately $1.7 billion, or 7.3 per cent of the 
imports of the EC from W. Both estimates were smaller in 1967/68. 
Note that these estimates were an nu al ones, so that the smaller 
figures for 1%7/68 were not necessarily due to a shorter historical span. 

The two bottom rows of the table give the estimates for all manufac
turing excluding basic metals and basic metals and processed foods 
respectively. Kreinin drew attention to the fact using USA as a control 
group for agriculture (see above for reservations regarding this sector), 
resulted in TD of $0.75 billion and $1.3 billion in 1967/68 and 1969170 
respectively. TC was found to be, at the very best, equal to zero. 

With respect to the sectoral composition of the effects of the EC, 
chemicals, textiles and clothing, processed foods and, in 1969/70, 
transport equipment had the largest amount of TD. Five sectors 
experienced fairly substantial TC: engineering products, chemicals, 
transport equipment, textiles and clothing and wood and paper. 
Basic metals also experienced substantial TC in 1969/70. Note also 
that both engineering products and basic metals (in 1969/70) ex
perienced negative TD, i.e. ETC, but Kreinin had reservations here 
since the increased imports from W could have been to satisfy the 
inputs needed in the growing sectors experiencing TC, or simply due 
to a statistical bias created by using the USA as a normaliser. 

Recall that these estimates were carried out on the assumption that 
movements in incomes and prices were identical in the EC and USA. 
Also recall that with regard to the ten-year period this assumption 
was far from realistic; therefore, the changes in the import consump
tion ratio for the USA did not explain fully what the changes in the 
EC would have been had the EC not been created. Hence, Kreinin 
tried to adjust the estimates separately for income and price differen
tials. These were done on an aggregate basis involving 'cmde calcula
tions, which at best indicate approximate orders of magnitude' 
(Kreinin, 1972, p. 909). It is therefore pointless to waste valuable 
space on the details of these adjustments. However, the outcome of 
these cmde manipulations, in the case of adjustments for income, 
was to reduce the size of TC and increase that of TD. In the case of 
price adjustments, the estimates were affected in a contrary way, but 
these were not obtained in an aggregate manner since a large part of the 
adjustment was made in terms of three sectors: chemicals, engineering 
products and transport equipment. When adjusting for both income and 
price changes, the outcome was that both TC and TD increased 
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Table 10.11 Summary of EC effects of manufacturing ($ million) 

1967/68 1969/70 
Estimate TC TD TC TD 

(1) US normalised (adjusted) 4.3 1.2 6.7 1.7 
(2) UK normalised 3.9 1.1 9.3 0.4 
(3) Non-normalised (adjusted) 3.5 1.8 9.2 1.2 
(4) Unweighted average of (1)-(3) 3.9 1.3 8.4 1.1 
(5) Unweighted average of (1) and (3), 
including processed foods 4.3 1.8 8.9 1.9 

Source: M. E. Kreinin (1972) 'Effects of the EEC on imports of manufac
tures', Economic Journal, vol. 82, p. 917. 

from 1967/68 to 1969/70, suggesting that trade flows were continuously 
adjusting to the creation of the EC. 

The final part of Kreinin's study was devoted to entertaining the 
use of the UK as a normaliser, and to doing without any normaliser. 
The procedures adopted left a lot to be desired and the comments on 
them were 'highly speculative' in Kreinin's own words. Hence, the 
interested reader is advised to refer to the paper itself for further 
details; the general summary of these results is given below. 

Now consider a summary of Kreinin's overall results. Even though 
each method is fraught with biases and difficulties, the results indicate 
that TC far exceeded TD in all the estimates. Moreover, there were 
also similarities in the sectoral distribution (not the absolute magni
tudes) of these estimates: TD was largest in chemicals, while TC was 
more widely spread with engineering products, transport equipment, 
basic met als and chemicals having the largest estimates. 

Table 10.11 gives a summary of the results obtained from the three 
estimates as well as their unweighted average, with and without 
processed foods. 

Considering the unweighted average given in row (4), it is clear 
that in 1967/68 TC was three times TD and in 1969/70 TC became 
about eight times TD. Moreover, the results obtained by the different 
methods do not seem to diverge by much from this. Hence, Kreinin's 
conclusion was that the impact of the EC, on static grounds alone, 
was 'highly favourable to world-wide allocation efficiency'. 

Conclusion 

It should be apparent that Kreinin's method is fairly similar to that 
adopted by the EFTA Secretariat and is therefore subject to the same 
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limitations stated there. Moreover, most of the adjustments carried 
out by Kreinin are consistent with the expectations of customs union 
theory, but since the object of the exercise is to calculate the effects 
of economic integration, such adjustments make the estimates rather 
useless. Other criticisms will become apparent when recent contribu
tions are examined, particularly the contribution by Winters (1984a) 
- see the following chapter. 

AITKEN'S STUDY 

Aitken (1973) used a cross-sectional trade ftow model akin to those of 
Tinbergen (1962) and Linnemann (1966) with the aim of empirically 
isolating the principal inftuences which shaped European trade rela
tions between 1951 and 1967. Utilising dummy variables, he first 
estimated the effect of the formation of the EC and EFT A on the 
trade of member nations. For each year of the post-integration 
period (1959-67), he estimated a cross-sectional equation and used it 
to test for the existence and approximate size of the respective 
integration effects. Also, he estimated a similar equation for the eight 
years prior to the formation of the EC to enable him to have a clear 
picture of the forces at work before economic integration. He then 
utilised a base year equation to calculate the TC and TD effects of 
these two regional groupings. 

Aitken used the definitions of GTC, TD and ETC employed by 
Balassa (1967b). He tried to tackle the problems associated with 
'residual' models by using a least squares regression method to 
estimate a variant of the Linnemann (1966) trade ftow model for each 
of the years between 1951 and 1967. This variant of the Linnemann 
method can be expresed as: 

log Xij = log bo + b1log D ij + b210g Y i + b310g lj + b410g Ni 

+ bslog N j + b610g A ij + b710g PECij + bslog pEFfAij 

+ log eij (15) 

where Xij is the dollar value of country i's exports to country j 
measured in accordance with country j's import data, Y is the nomi
nal dollar value of GNP, N is population, D ij is the geographical 
distance between the commercial centres in the two countries, A ij is a 
dummy variable for adjacent countries, Pis a dummy variable for 
trade between the partner countries and log refers to common 
logarithms. 

It is assumed that Yi and Ni together determine country i's poten-
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tial export supply such that Yi determines economic capacity and Ni 
the country's production ratio of the domestic/foreign markets. Gen
erally, but more precisely, N is assumed to determine the size of 
market and, given the existence of economies of scale, it is presumed 
that the larger N, the more lines of production a country will be able 
to have to satisfy the minimum market size for efficient production 
(Linnemann, 1966, pp. 11-14). Therefore, the larger Nthe larger the 
ratio of the domestic to the foreign market and the smaller the export 
supply of the country in question. Using the same argument, it 
follows that Yj and Nj together determine country j's potential import 
demand. D ij is a proxy variable for 'natural trade resistance' which is 
defined as a composite of transport costs and time plus the 'economic 
horizon' (Aitken, 1973, p. 882). As a result, D ij , together with Ni and 
N j is hypothesised to have a negative impact on Xij' 

Aitken presumed that adjacent countries had an extra stimulus to 
trade due to taste similarities and an awareness of common interests. 
However, what Aitken wanted to emphasise was that, particularly 
where border areas were densely populated, neighbouring nations 
were likely to experience significant extra international trade in what 
were essentially locally traded goods. 

Aitken was of the opinion that this model allowed one to incorpo
rate into the analysis, as independent variables, the effects of econ
omic integration by the use of dummy variables which represented, 
approximately, aspects which were difficult to calculate. He was 
quick to point out that the approximate nature of the economic 
integration variables necessarily meant that the estimates of the 
impact on trade flows must also be approximate. However, he 
claimed that there were distinct advantages in using a cross-sectional 
model. Firstly, by estimating the impact of economic integration as 
an independent variable, he was able to keep unchanged other 
important variables influencing trade, including potential demand 
and supply and, to a certain extent, the effects of general changes in 
trade liberalisation as weIl as transport costs - over time, the latter 
would be picked up by the proxy variables Dij and A ij (which do not 
change over time, but changes in the real variables would be ex
pected to show up as annual changes in their estimated coefficients). 
As a specific exampleof this, Aitken pointed out that since the size of 
the trade-stimulating effect of European trade liberalisation may be 
expected to vary inversely witb distance ('natural trade resistance'), 
the impact of trade liberalisation may show up as a change over time 
in tbe Dij or A ij coefficients or botb. Secondly, Aitken claimed that 
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this model permitted the estimation of trade preference coefficients 
for each of the economic integration years, 'hence aseries of parame
ter estimates can be obtained which can then be considered as a 
whole in terms of whether their pattern indicates the expected 
cumulative growth in the preference effects' (Aitken, 1973, p. 883). 
Thirdly, the preference parameters themselves could be used to 
calculate the dollar value of GTC for each of the EC and EFT A 
schemes: since the estimates for each year were obtained from the 
cross-sectional equation for the same year, it followed that each 
estimate was independent of the others and the estimation procedure 
necessitated the use of a base year; actually, the outcomes of the 
calculations would give information which 'may be useful in deter
mining when the first integration effects on trade occurred' (Aitken, 
1973, p. 883). Finally, one is reminded that employing the trade 
preference coefficients to calculate the trade stimulating effect of 
economic integration in any post-integration year forced one to 
ass urne that the size of the coefficient was being determined entirely 
by the effect of trade preference; hence, it was not partly reflecting 
some other special trade relationship which had existed in the pre
integration era. As a consequence, it was necessary to test the 
preference coefficients for 'non-significance' in the pre-integration 
period as weIl as for 'significance' in the post-integration era. By 
calculating the equation for the eight years preceding the first ta riff 
reductions of the EC, Aitken claimed that he was able to test for the 
existence of pre-integration preference effects (Aitken, 1973, p. 883). 

The sampie from which Aitken calculated his equations consisted 
of the seven original members of EFTA (Austria, Denmark, Nor
way, Portugal, Sweden, Switzerland and the UK - Finland was left 
out due to its late entry) and the original founders of the EC, with 
Belgium and Luxembourg counted as one trading country. Hence, 
the sam pie contained 20 trade flows between members of the EC, 42 
trade flows between the nations of EFT A and 70 trade flows between 
the members of both EC and EFTA. Therefore, 132 annual observa
tions were needed. 

The 70 trade flows between the EC and EFT A were presumed to 
be indicative of 'normal' European trade, and were, therefore, used 
as the norm to test for the preferential effects of the formation of the 
two blocs. Of course, this presumption had no validity for any year in 
which trade flows between the two blocs had, on average, experi
enced significant amounts of TD, since TD would have led to an 
inflated estimate of GTC because the value of the trade preference 
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coefficients would have tended to increase by an integration-caused 
reduction in the average trade flow between the two blocs as weIl as 
by an integration-caused increase in the average trade flow among 
members (Aitken, 1973, p. 884). Note, however, that although TD 
could have resulted in an inflated estimate of GTC, it could not 
detect a GTC effect where none had existed: by definition, TD could 
not occur in the absence of GTC. 

Rather than rely on previous studies for the estimation of TD 
between the EC and EFfA, Aitken used his own procedure. The 
cross-sectional regression estimates were analysed to find an appro
priate year not affected by economic integration. He then utilised the 
equation for the base year to calculate the value of trade that would 
have occurred in subsequent years in the absence of the EC and 
EFf A. He maintained that a comparison of the projected estimates 
and actual trade gave an estimate of the degree to which trade 
between the two blocs had been reduced due to TD. 

This method of projection was also used to calculate GTC within 
the EC and EFf A in order to enable a further check on the dummy 
variable estimates. As a result, the second part of Aitken's statistical 
analysis comprised residual estimates of the dollar value of GTC and 
TD, but he emphasised that these were residual estimates based on' 
the information provided by the regression analysis with regard to the 
timing of the first EC effect on European trade. He also emphasised 
that the assumption that the trade between the EC and EFf A was 
normal should be regarded as only an initial working hypothesis to be 
tested against the projected estimates before any conclusions were 
reached about the general size of GTC within the EC and EFf A. 

Aitken's estimated values for the parameters for the trade flow 
equations for 1951-67 are given in Table 10.12. He observed that the 
trade preference coefficients fitted the expected theoretical pattern. 
This was because in all the pre-integration years (1951-8), the pEC 

coefficient was not significantly different from zero and had even a 
negative sign. Moreover, in 1959 there was a sharp increase (relative 
to earlier years) in the value of the coefficient, making it positive for 
the first time, a trend which continued in later years, reaching a 
significance level of 0.1 in 1960 and becoming statistically significant 
at the 0.05 level in 1961. This amounted to stating that the change in 
the sign and the large change in the value of the pEC coefficient 
(relative to earlier years) from 1958 to 1959 was consistent with the 
hypothesis that the first EC effect on member trade occurred in 1959, 
but the hypothesis of no EC effect could not be rejected at the 



Impact 01 Integration: More Sophisticated Attempts 215 

standard 0.05 confidence level until 1961. However, Aitken pointed 
out that in selecting the base year for projections, the appropriate 
methodological question was not whether the null hypothesis of no 
EC effect could be rejected at the 0.05 level, but rather whether or 
not the hypo thesis of no EC effect could be accepted. He concluded 
that to make the latter decision, the hypo thesis to be tested for 
acceptance (i.e. no EC effect) became the alternative hypothesis and 
the hypothesis that the EC had had a positive effect on trade became 
the equivalent of the null hypothesis (i.e. the hypothesis to be tested 
for rejection). Clearly, the positive pEC coefficient for 1959 and 1960 
together with the change in sign and large increase in value from 1958 
to 1959 did not permit the rejection of the hypothesis of a positive EC 
effect and hence the hypo thesis of no EC effect could not have been 
accepted for those years. The year 1958, therefore, constituted the 
last date for which the regression results allowed Aitken to assume 
that there had been no EC effect on member trade (Aitken, 1973, 
p.886). 

The preference area coefficient for EFfA (PEFTA) seemed to 
follow the same pattern as that for the EC. From 1951 to 1959, the 
pre-integration period, the coefficient was insignificant, and in all 
years except 1951 it had a negative sign. It continued to have a 
negative sign in 1960, the first year after the formation of EFfA, but 
Aitken attributed this to the fact that the EFf A tariff reductions 
were introduced only in July of that year and, therefore, could not 
have inftuenced trade ftows in 1960. In 1961, the preference coef
ficient became positive but small and began to increase slowly 
through 1963, becoming statistically significant at the 0.05 level in 
1964. Aitken concluded that the EFf A preference area coefficient 
was therefore consistent with the hypothesis that the first EFf A 
effect on trade ftows had occurred in 1961, but the null hypo thesis of 
no EFfA effect could not have been rejected at the 0.05 confidence 
level untiI1964. Also, all the remaining estimated parameters in the 
equations had the correct sign and were significant to at least the 0.05 
confidence level in each and every year. 

As pointed out above, the trade preference coefficients gave an 
indication of the extent to which normal trade amongst member 
nations had been enhanced due to the formation of the EC and 
EFfA. Hence, estimates of GTC for each bloc could be obtained 
from the coefficients for each year of the respective integration 
periods. Note that the regression results indicated that 1958 was the 
last year for which it could safely be presumed that there had been no 
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EC effect on European trade. Therefore, Aitken chose 1958 to be the 
base year to project estimates of what trade ftows would have been in 
the absence of economic integration. To carry out these projections, 
the 1958 equation was recalculated without pEe and pEFrA. This 
procedure led to the following results: 

log Xij = 1.978 - 0.487 log D ij + 1.062 log Y i + 0.733 log Y j 

(3.76) (8.33) (5.75) 
- 0.459 log Ni - 0.259 log Nj + 0.718 log A ij + log eij 

(3.36) (1.90) (2.84) 
(16) 

R2 = 0.776; S.E. = 0.289; and the t-values all sigficant above the 0.05 
level. 

Aitken drew attention to the fact that equation (16) took into 
consideration neither the impact of changes in competitiveness 
amongst the member nations of the EC and EFf A nor any general 
trade liberalisation measures introduced after 1958. Therefore, his 
projections were based on the understanding that these two factors 
had insignificant effects in relation to the impact of economic integra
tion. He believed that this assumption was vindicated by his regres
sion results since 'the pronounced increase in the trade preference 
coefficients indicates that economic integration provided the major 
impetus for additional trade (with the effect of income held constant) 
among the respective members of the two blocs' (Aitken, 1973, p. 
887). However, he did point out too that this model could not give 
information on trade between the EC and EFfA, i.e. it was incap
able of providing information on the size of TD and ETC. 

Aitken then used the exponential form of equation (16) to estimate 
inter- and intra-EC and EFfA trade. These were then deducted from 
actual trade to get the residual estimates of the trade effects of the 
two blocs. Because equation (16) estimated the dollar value of trade 
in 1958 prices, Aitken estimated trade by country i's export price 
index (dollar prices, 1958 base) so that his estimates could be re
corded in current prices: this should have enabled a direct compari
son with the dummy variable (DV) estimates which reftected the 
prices of the given year for which the regression was calculated. 
Table 10.13 gives the projection estimates for each of the four 
sub-groupings of the sampie together with the DV estimates of GTC. 

Commenting on the results in Table 10.13, Aitken pointed out that 
both the DV and projection estimates of the respective bloc's impact 
on member trade were consistent with the expectation that the 
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removal of inter-bloc tariffs in stages (economic integration being a 
cumulative process in both the EC and EFTA) , would cause the 
estimates of GTC to increase from year to year without any reversals. 
In the case of the EC, the projection estimates were consistently 
below the DV's, with the gap widening as one approached 1967. Be 
that as it may, both estimates indicated a substantial EC effect in 1959 
and a powerful cumulative growth in the annual values of GTC. The 
estimates for EFTA indicated a cumulative growth in GTC, but until 
1962 the DV estimates were below but fairly elose to the projection 
estimates and in 1963 and thereafter the DV estimates exceeded the 
projection estimates with the gap widening towards the end of the 
period. Aitken coneluded that, even allowing for a large margin of 
error, the results elearly showed that the GTC had been much larger 
for the EC than for EFT A: it accounted for 38 per cent of actual 
intra-EC trade (import data) and 16 per cent of total EC exports in 
1967 while the percentages for EFTA were 16 and 4 respectively. 

Aitken then turned to the results regarding the impact of each bloc 
on the other. Since EFT A was a free trade area, its formation did not 
lead to areduction in its external tariff rates. Hence, Aitken's 
expectation was that EFT A would have been detriment al to EC 
exports. Moreover, due to the progressive reduction in tariffs within 
EFT A, it was expected that TD would have increased progressively 
throughout the integration period. As the table shows, the estimated 
effect on EC exports due to the formation of EFT A was only partially 
consistent with this expectation: the estimated effect becoming nega
tive in 1961 (first full year of economic integration) and increasing 
thereafter until 1964 was consistent with TD while the reduction in 
the magnitude of TD during the last three years was not. However, 
when Aitken disaggregated the EFT A effect by individual EFT A 
importing country, he found that the deeline in the TD effect over the 
period under consideration was almost entirely due to the UK: the 
net effect on EC exports increased from minus $38 million in 1963 to 
$530 million in 1967. His explanation for the UK effect was that the 
period 1964-7 was one of a general deeline in the UK's trade balance 
leading to the 1967 devaluation of Sterling; hence, the divergence of 
the UK effect was accounted for by a substantial deeline in the 
competitive position of the UK. When the UK divergence was 
allowed for, the results for the rest of EFT A were consistent with 
expectations: net TD increasing at a progressive rate from minus 
$223 million in 1963 to minus $731 million in 1967. 

With regard to the estimates of the net EC effect on EFT A, 
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Aitken's expectations were that the reductions in the external tariff 
rates (CETs) of those members with veryhigh tariffs (France and 
Italy) would have meant that both ETC and TD were possible, but 
that TD would have eventually dominated when the internal EC 
tariffs were completely removed. The estimates indicated a general 
rise in net ETC until1963 and the emergence of a rising net TD effect 
during the period from 1965-7. 

Aitken's final conclusion from this table related to the fact that the 
predominance of TD over trade between the EC and EFT A over the 
later years of the period under consideration explained the growing 
gap between the DV and projection estimates for these years. Hence, 
he concluded that the DV estimates were certainly inftated for the 
period 1965-7 and, possibly, for earlier years as well. Therefore, for 
at least the last three years, he rejected the DV estimates, preferring 
the projected estimates. 

In the final part of his paper, Aitken asked the question: did the 
expected results hold for each country under consideration in 1967? 
He feIt that this was an important question since it was tantamount to 
asking for a more severe test of the GTC and TD hypotheses: 
mistakes due to competitive effects cancelling out in the estimates 
were less likely to occur in the case of individual countries as opposed 
to the bloc as a whole. These results are provided in Table 10.14 for 
1967. Note that, with the exception of the UK (negative minor 
value), the estimated effects of each bloc on the trade of its respective 
member nations were all positive; hence they were consistent with 
the expected GTC effect. The estimated net EC effect on the indivi
dual member nations of EFT A showed that, with the exception of the 
UK, they were all experiencing net TD in 1967. 

When the 1967 EFT A nation estimates were disaggregated by the 
EC countries which initially had high and low tariffs, the results 
indicated that the high tariff nations were responsible for $238 million 
of the total EC effect on the UK. Aitken interpreted this to mean that 
the positive effect for the UK could be explained by ETC. Also, 
Sweden ($82 million) and Switzerland ($7 million) indicated evidence 
of an ETC effect by the high tariff EC nations, but this was more than 
counteracted by a more substantial TD effect from the low tariff 
countries. In this respect, Aitken concluded that the results showed 
that although TD was the most substantial effect of the EC in relation 
to EFTA in 1967, the three predominantly industrial nations of 
EFT A carried on benefiting from ETC in the markets of France and 
Italy. 
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Table 10.14 Net effect of EC and EFfA on 1967 trade of individual 
coutries - projection estimates ($ million at current prices) 

Net EC Net EFTA 
Exporting country effect effect 

Belgium-Lux. 1649 -39 
France 2170 379 
Germany 2473 -390 
Italy 1958 260 
Netherlands 939 -412 
Total EC 9189 -202 

Austria -123 234 
Denmark -350 144 
Norway -30 211 
Portugal -42 107 
Sweden -100 397 
Switzerland -229 173 
United Kingdom 245 -2 
Total EFfA -629 1264 

Source: N. D. Aitken (1973) 'The effects of the EEC and EFfA on 
European trade: a temporal cross-section analysis', American Economic 
Review, vol. 63, p. 890. 

However, the estimated EFf A effect on the member nations of the 
EC was surprising: they indicated positive values for both France and 
Italy which was in contradiction to expectations, given anticipation of 
only a TD effect. Aitken pointed out that while it was feasible that 
these two nations experienced only minimal TD by EFT A, one was 
not in a position to eliminate the possibility that the estimates may 
have been substantially affected by changes in relative competitive
ness. He, therefore, concluded that although the net effect of EFfA 
on the EC was largely consistent with the TD hypothesis, 'there are 
sufficient discrepancies among the individual country estimates to 
temper this conclusion with reservation' (Aitken, 1973, p. 891). 

Conclusion 

Aitken's methodology stands out with regard to its ability to detect 
the year when the effects of economic integration began to be feIt. 
This certainly disposes of the problem of arbitrarily determining the 
most suitable year to divide integration from non-integration. How
ever, the way the results are interpreted leaves a lot to be desired: 
one cannot assume that one's equations can determine the pattern of 
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trade prior to integration and use them to project in the future and 
then try to justify puzzling results by resorting to changes in relative 
competitiveness! This is precisely what Aitken did in order to make 
sense of his GTC and TD estimates. Other criticisms will become 
apparent as we discuss some of the later contributions in the follow
ing chapter. 

CONCLUSION 

Maybe the best way to conclude this chapter is to provide an inte
grated summary of the studies of the impact of economic integration 
to this point. In doing so, it is vital to distinguish between short-term 
static effects, whereby changes in the impediments to trade lead to 
once-and-for-all changes in the composition and pattern of trade, and 
longer-run dynamic effects, whereby economic integration over time 
leads to permanent changes in the rate of change of economic 
parameters. With this distinction in mind, one can classify the studies 
ioto static and dynamic along the lines suggested by Mayes (1978) in 
his excellent survey which forms the basis of this section. 

The static studies can be put together into two major groups under 
the headings of residual and analytic models. 

Residual Models 

These depend largely on their ability to quantify the situation in the 
absence of economic integration, Le. on the construction of the 
anti-monde. It should be dear from the contributions discussed that 
the construction of a satisfactory anti-monde will depend on a thor
ough accounting for the omissions mentioned in the previous section. 
These models are set out here in order of increasing complexity. 

Import models 

The general tendency here is to emphasise variables drawn from only 
the importing country. This has the advantage of easy data collection, 
but one must ask the question of whether or not this adequately 
compensates for the inaccuracy of the estimates? To answer this 
question meaningfully, we need to follow Mayes's (1978) dassifica
tion of this category of studies. 

(i) The demand for imports. These studies are based on the assump
tion that in the absence of economic integration imports would have 
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grown over time as they did in the past. They have the obvious 
limitation that the extrapolation of trends has cryptic drawbacks for a 
cyclical activity such as international trade. Hence, many of the 
contributors assumed that imports would continue to be subject to 
the same linear relation to total expenditure, GDP and GNP respec
tively, in the anti-monde as they had been prior to the integration era 
- see, for example, Wemeisfelder (1960), Clavaux (1969) and Walter 
(1967). As indicated in Chapter 10, these contributions were built on 
the untenable premise that the marginal propensity to import re
mained constant throughout; evidence suggests that this parameter 
rises as income grows. Moreover, the estimation of the actual mar
ginal propensity to import over the pre-integration periods would 
always be obscured by other changes in the international trading 
arrangements which had occurred then, and would not represent an 
anti-monde where no change had taken place. 

The relative significance of changes in assumptions in terms of their 
quantitative impact is depicted in Figure 10.3 where the results of 
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Capitaf fetters denote trade creation and small fetters trade diversion 

A Aitken (1973) (projection) 
B Aitken (1973) (dummy variable) 
C Waelbroeck (1964) (method 1) 
D Truman (1960) disaggregated 1958 
base 
E as D 1960 base 
F Balassa (1967c) 
G Clavaux (1969) 
H EFTA (1972) 

I Major and Hays (1970) 1958 base 
J Resnick and Truman (1974) 
K Truman (1972) 
L K (adjusted) 
M Verdoorn-Schwartz (1972) 
N Williamson-Bottrill (1971) 
o Kreinin (1972) not normalised 
P 0 US normalised and adjusted 
Q 0 UK normalised 



Impact 01 Integration: More Sophisticated Attempts 225 

R Balassa (1964) t LamfaIussy (1963) 
S Prewo (1974) u C method 2 

Values denoted: 

(i) Trade creation (ii) Trade diversion 

Value in Value in Value in 
Year Estimate $000 Year Estimate $000 Year Estimate $000 

million million million 
1959 A 0.9 1965 H 1.7 1962 0.5 

B 1.1 1966 A 8.6 u 0.5 
1960 A 1.6 B 9.8 1964 d -1.6 

B 2.5 H 2.2 e -0.3 
1961 A 2.3 1967 A 9.2 1965 f 0.1 

B 3.3 B 11.1 h 0.6 
1962 A 3.2 H 2.3 1966 h 0.7 

B 4.1 J 1.8 1967 h 0.9 
C 1.0 K 9.2 j 3.0 

1963 A 4.7 L 2.5 k -1.0 
B 5.2 M 10.1 I 0.5 

1964 A 5.7 1968 I 10.8 n 1.1 
B 6.4 1969 N 9.6 1968 i -2.9 
D 4.5 1969/70 0 20.8 1969 n 0.0 
E 2.6 P 7.2 1969/70 0 -4.0 

1965 A 6.9 Q 16.0 P 2.4 
B 8.2 1970 R 11.4 q -2.8 
F 1.9 S 18.0 1970 r 0.1 
G 5.0 -3.1 

Figure 10.3 Predictions of trade creation and trade diversion in the Ee 

Source: D. G. Mayes (1978) 'The effects of economic integration on trade', 
Journal 0/ Common Market Studies, vol. 17, p. 6. 

various estimates for the economic impact of the formation of the EC 
on trade are portrayed. Clearly, ideal comparison would require one 
to use each of the models with the same set of data, and where the 
quantity of recomputation was minimal, Mayes (1978) carried it out 
and inc1uded it in the figure. However, the data used in the various 
models were very different, so Mayes opted for the original results; 
these are also inc1uded in the figure with a time axis denoting the year 
for which they are estimates. The conc1usion one reaches from a 
portrayal of the estimates is that the use of more observations tends 
to improve the results. 

(ii) Shares in apparent consumption. Estimation can also be carried 
out by examining the relative share performance in total consump-
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Table 10.15 Alternative estimates of aggregate effects of EFTA, 1965 
($ million) 

Country 

Austria 
Denmark 
Finland 
Norway 
Portugal 
Sweden 
Switzerland 
United Kingdom 

Total 

Trade creation 

Hypothesis 
(1) (2) 

-121.5 163 
-180.6 -122 
-104.9 -59 
-32.7 63 

63.8 62 
364.4 276 

-357.8 218 
831 -343 
361.7 258 

Trade diversion 

Hypothesis 
(1) (2) 

178.3 79 
322.1 -166 
149.0 -136 
261.6 -73 
-15.1 43 

96.5 -110 
288.3 117 

-619.1 -594 
661.6 -840 

Source: D. G. Mayes (1978) 'The effects of economic integration on trade', 
Journal o[ Common Market Studies, vol. 17, p. 8. 

tion, as against the absolute value of imports, of different suppliers. 
Truman (1969) adopted the simplest solution by assuming that the 
relative share of each supplier would remain constant over time, but, 
as already indicated, it would be desirable to allow for changes in 
these ratios over time on the basis of historical experience. The 
studies by the EFfA Secretariat (1969; 1972) tackle this by assuming 
that the linear trend in relative shares during 1954-9 would have been 
maintained by the participating nations in the absence of economic 
integration. There are two objections to this premise: firstly, 1954 
and 1959 may not lie on the actual trend, and secondly, the form of 
the trend itself is too simple. Estimation, by for example regression 
analysis, to improve on the results is not really worth while, given the 
naivety of the original assumption. 

Table 10.15 gives two alternative estimates of the impact on the 
aggregate trade ftows for EFf A depending on whether or not one 
assumed a linear trend or no change in the anti-monde. One should 
note not only the differing results but also the almost random distri
bution of the negative and positive signs. 

(iii) Changes in the income elasticity of demand for imports. This 
method tries to tackle the problem of changes in the relative shares 
from the opposite direction by discerning what the actual changes 
imply for the elasticity of demand for different types of imports with 
respect to income. As we observed in Chapter 10, Balassa (1967b; 
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1974) estimates the income elasticities of demand for imports from 
member countries separately from those from non-participating na
tions. Recall that he advanced the proposition that an increase in the 
elasticity of demand for imports from all sources indicated TC, and 
that a decline in the elasticity of demand for imports from non
participants, given an increase in the elasticity for imports from the 
partners, indicated TD. These results are given in Figure 10.3. Also 
recall that the anti-monde here was that these elasticities would not 
have changed in the absence of economic integration. To reiterate 
the criticism advanced in Chapter 10, Mayes (1978, pp. 8-9) argues 
that since the estimated elasticties 'are not unitary and not equal for 
imports from member and non-member countries, this means that 
changes in the shares of total imports in apparent consumption and 
imports from non-member countries (and hence member countries) 
in total imports can and do take place' in the anti-monde. Although 
Balassa made allowances for changes in prices, his estimates were 
similar to those of the general trend in Figure 10.3, but both positive 
and negative results were observed. 

Both the Balassa (1967b) and EFTA Secretariat (1969) methods 
leave unanswered the question as to why the substantial liberalisation 
in world trade prior to economic integration left unaffected the 
estimation of trade relationships during that period. Indeed, Clavaux 
(1969) showed that if this factor were taken into consideration, i.e. 
trade liberalisation were excluded from the anti-monde, Balassa's 
calculations for TC by 1966 would have more than doubled. How
ever, as Mayes (1978, p. 9) clearly argues, the most important aspect 
of this criticism is that price elasticities imply a level of sophistication 
not reflected in the methods employed: without equations depicting 
supply conditions, there would arise identification problems which 
would bias estimates of price elasticities towards zero; the neglect of 
supply conditions implied that the price elasticities of supply would 
be infinite. Note that Balassa's (1974) calculation of ex post income 
elasticities incorporated supply constraints, but for the pre
integration situation as weIl. Moreover, Sellekaerts (1973) demon
strated that income elasticities varied widely over both the pre- and 
post-integration eras. Hence, the selection of appropriate periods for 
comparison purposes is of the utmost importance. 

Inclusion 0/ supply parameters 

The explicit incorporation of supply conditions would improve the 
specification of models since trade between any two countries is 
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determined by parameters within both of them. The simplest method 
dealing with this was built on the premise that, under ' normal' 
circumstances, trade between any two countries would be purely a 
function of the total trade of each of the two countries. Most particu
larly, the trade between any two countries would vary proportion
ately with the total exports of the exporting country and the total 
imports of the importing country in the anti-monde. The RAS, 
advanced by Stone and Brown (1963), was the earliest input-output 
model to be adapted by Kouevi (1965) and Waelbroeck (1964b) for 
this purpose. The major deficiency of this model is that total imports 
and exports were constrained to their actual values; hence, it was not 
possible to estimate TC. 

An advance on this simple approach was the 'gravitational' method 
pioneered by Tinbergen and developed by Pulliainen (1963b), Poy
honen (1963) and Linnemann (1966). The model presumed that the 
trade ftow between any two countries would be a function of their 
respective national incomes, populations and the distance between 
them. The model was estimated by cross-section data and the eco
nomic impact of any integration scheme was calculated by the unex
plained residual in the regression, or by the inclusion of dummy 
variables (DVs) for trade between participating nations as was the 
case in the estimates by Aitken (1973; equation 15 in this chapter) 
and Aitken and Lowry (1973). These two methods gave very differ
ent results due to substantial variability over time in the parameters. 
Recall that the estimates by Aitken (1973) gave a figure of $1264 
million for TC by EFf A in 1967, employing the 1958 variables (this is 
labelled 'projection' in Figure 10.3), while the use of the 1967 values 
themselves together with the DVs made the results increase by 92 per 
cent. Note that Aitken's results were the only ones to be estimated 
over a sequence of years, hence their great inftuence on the overall 
pattern of Figure 10.3. Even though these estimates are fairly consis
tent with the others, they te nd to form an upper bound in some 
instances; for example, in 1965 they were three to four times as large 
as the lower bound. But one should hasten to add that the absolute 
magnitude of all the estimates was small. The main reason for these 
differences was the variability in the estimated parameters from year 
to year indicating that to project with fixed parameters, one needed 
to take great care; this was confirmed in a disaggregated study by 
BIuet and Systermanns (1968). Mayes (1978, pp. 11-12) argued that 
much of the 'variability in the estimators occurs because a cross
section cannot represent a relationship which responds to cycles in 
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Table 10.16 Resnick and Truman's (1974) estimates of trade creation and 
trade diversion in the EC and EFf A compared with those of Verdoorn 

and Schwartz (1972) ($ million) 

Country Trade creation Trade diversion 

R&T V&S R&T V&S 
1968 1969 1968 1969 

EC 
BLEU 152 913 281 183 
Netherlands 93 868 190 216 
W. Germany - 659 3874 1 732 267 
Italy 1022 1336 62 154 
France 582 3073 737 248 

Total 1190 10 064 3002 1068 

EFfA 
UK 81 204 394 249 
Other EFfA 131 161 231 547 

Total 212 365 625 796 

EC + EFfA 1402 10 429 3627 1864 

Source: D. G. Mayes (1978) 'The effects of economic integration on trade', 
Journal 0/ Common Market Studies, vol. 17, p. 12. 

economic activity and the very process of trade liberalisation in 
general. Pooling data helps to some extent but the model's main 
disadvantage is the omission of relative prices'. 

Verdoom and Schwartz (1972) tried to taclde this drawback in 
their second model where they combined the advantages of the 
gravitational method with the effects of prices both on the overall 
demand for imports and the substitution between imports from 
different sources. While the results were mainly calculated on a 
residual basis, two DVs were used to explain some of the residual, 
but the explanation was statistical, not economic. The results. are 
given in Table 10.16, and as can be observed from Figure 10.3, they 
generally conform with the broad results, thus indicating that more 
sophisticated models do not leave us much the wiser. 

Incorporating information from third countries 

Estimation using the share approach, without incorporating supply 
factors, could include third country behaviour. Lamfalussy (1963) 
showed that if one took into consideration the change in the shares of 
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Table 10.17 A comparison of the effects of different anti-mondes on the 
imports of the EC and EFfA in 1969 ($ million) 

Importer 

Anti-monde Exporter EC EFTA 

(1) 5091 -1042 
(2) EC 1018 -3610 

(1)/(2) 5.00 0.29 
(1) -2258 2542 
(2) EFfA -1594 2644 

(1)/(2) 1.42 0.96 
(1) W -2833 -1500 
(2) 576 966 

Notes: (i) Share of exporter i in the market of importer j would change 
betwee 1959 and 1969 at the same linear rate as the share of i's 
exports in the imports of Rest of World (W) changed during the 
same period (shares constrained to sum to unity). 
(ii) Share of exporter i in the market of importer j would change 
between 1959 and 1969 at the same linear rate that it did between 
1954 and 1959. 

Source: D. G. Mayes (1978) 'The effects of economic integration on trade', 
Journal 0/ Common Market Studies, vol. 17, p. 13. 

trade of non-participating countries and member nations of the EC in 
other markets, where neither was affected by economic integration, 
as the basis of one's expectations of how shares in the participating 
nations' markets would have changed in the absence of integration, 
one would get a different set of answers relative to those from trend 
extrapolation in the markets of the member countries alone. This is 
shown in Table 10.17, where the differences depict a fairly clear 
pattern: the share of EC exports in both EC and EFTA imports is 
much greater under the first hypothesis and the share of W in both 
markets falls under the first hypothesis but rises under the second. 
EFT A shares in both markets are greater under the second hypothe
sis but only very marginally so for intra-EFTA trade. As we observed 
earlier, it is also apparent that Lamfalussy's pessimistic conclusions 
were largely due to a limited period of observation: the first three 
years in the life of the EC. This was demonstrated by Williamson and 
Bottrill (1971) by using more observations and sophisticated extra
polation methods of the anti-monde shares. Recall, however, that 
their approach does not allow one to estimate TC and TD without 
introducing further assumptions concerning their relative sizes. 
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Third countries can be used as a 'control' group or a 'normaliser' 
for estimating what the anti-monde would have been by incorporating 
them explicitly in the model. Kreinin (1972) does so by adapting the 
technique of projecting the anti-monde on the basis of predicted 
importlconsumption ratios. The advantage of this method is that it 
allows one to observe more dearly how the normalisation procedure 
works, and, therefore, should enable one to evaluate the tenability or 
otherwise of the assumptions on which it is built. However, it is an 
illusion to believe that a control group can be found, particularly for 
such schemes of integration as the Ee and EFf A, since the control 
variables themselves are affected by the very experiment one is 
seeking to isolate. 

Estimation 01 the anti-monde 

We have observed that the number and range of estimates of the 
impact of economic integration by imputation of the unaccounted for 
residual are large, and it should be apparent that the more the 
relevant parameters are incorporated into the estimation of the 
anti-monde the more acceptable are the results. Also, the incorpora
tion of such refinements as disaggregation and intermediate products 
should lead to even more satisfactory results. However, the results of 
the study by Prewo (1974) depicted in Figure 10.3 give a very 
different pattern of estimates relative to other models, but this may 
be attributable to the simplicity of some of his other assumptions. 
Yet, as Mayes has argued, the problem of establishing a hypothetical 
anti-monde is in itself not an attractive proposition. 'While it is 
possible to point out the existence of biases it is not possible to know 
whether an unbiased estimate has been achieved, one can merely 
judge on the grounds of plausibility' (Mayes, 1978, p. 15). Plausibility 
is determined by the incorporated parameters not just in the import
ing and exporting countries, but also in the way they inftuence the 
trade cyde and changes in world prices. Hence, it is necessary to 
develop analytic models which are capable of explaining actual trade 
ftows and their changes, as opposed to the estimation of anti-mondes 
and the imputation of residual differences to determine the impact of 
economic integration. 

Analytic Models 

By analytic models one means methods which provide an economic 
rationale for the actual situation after integration has taken place. 
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Such approaches are vital for all ex ante methods since the future 
values of trade fiows are not known. Due to the inherent complexity 
of prediction, such models are usually very simple and rely mainly on 
economic behaviour in the importing country. As we have seen, they 
assurne that imports are determined by a measure of income or 
economic activity and the level of prices of imported and domestic 
products. Therefore, on the premise of a relationship between tariffs 
and prices, TC can be predicted from the change in the level of 
tariffs. Also, if one has knowledge about the elasticity with regard to 
changes in prices between member countries and the non
participants, one can estimate TD. 

As was suggested in Chapter 8, this simple method will not provide 
acceptable estimates even if more sophisticated import demand func
tions are incorporated unless the effect of price changes on the level 
of prices can be explained. The EFTA Secretariat (1968) expected 
prices to fall by the full amount of tariff changes, but it turned out 
that only part of the tariff changes seemed to be passed on. There is 
also a fair amount of evidence, at the microeconomic level, to suggest 
that the pricing of imports of many commodities depends mainly on 
the prices of existing competing domestic products. It is even sug
gested that the situation is far worse since importers te nd to antici
pate tariff changes, indicating that the growth of trade will anticipate 
the 'determining' tariff changes - see Walter (1967). Moreover, the 
attempts by Krause (1962) and Kreinin (1961) to calculate the tariff 
elasticities directly have not been successful; Mayes (1971; 1974) 
demonstrates that the estimates from this method do not correspond 
closely with those from the residual models. 

Since different goods/nations are unlikely to behave in an identical 
fashion, one should expect that the greater the extent of disaggrega
tion the more reasonable the estimates will be. Mayes (1971) uses a 
97 commodity breakdown of manufactures and allows for a complete 
system of demand equations with the volume and price of imports 
from each country being distinguished to give a whole matrix of 
direct substitution elasticities (along those of Barten, 1970) to reach 
estimates for a projected Atlantic Free Trade Area comprising Ca
nada, EFTA, Japan and the USA. These results are given in Table 
10.18. They display an expected pattern of signs for overall TC and 
TD, and are also robust to quite significant changes in the variables. 
Other estimates utilise more global values based either on simple 
assumptions or crude extrapolation from caIculations for the USA; 
the different set of assumptions employed by Balassa (1967b), Krei-
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Table 10.18 A comparison of ex-ante predictions of the effects of 
economic integration on trade 

An Atlantic free trade areaa (effects on total exports) ($ million) 1972 
( estimated) 

Country (1) (2) (3) (4) 

US 2454 2318 2509 2645 
Canada 2141 2610 2547 2650 
Belgium-Luxembourg -88 -124 -93 -117 
France -127 -146 -159 -199 
Germany -444 -538 -538 -673 
Italy -131 -144 -163 -204 
Netherlands -48 -56 -64 -80 

Total EC -838 -1008 -1017 -1273 

Denmark 22 30 24 24 
Norway 15 23 18 18 
Sweden 128 156 144 148 
UK 607 821 726 756 
Rest of EFTA 241 263 225 265 

Total EFTA 1013 1293 1167 1215 

Japan 1879 2380 2301 2448 
Rest of the world -646 -806 -719 -898 

Total 6002 6786 6786 6786 

Notes: (i) (a) Defined here 7s an area comprising US, Canada, EFTA 
and Japan - this corresponds closely to the definitions used 
by Balassa (1967b). 

(ii) (b) Commodity categories are different so these results do not 
represent an exact up-dating of the original results. 

(iii) (1) Mayes (1971). 
(2) Using elasticities used by Balassa (1967b).b 
(3) Using same import elasticity as Balassa but assuming elas

ticity of substitutuion is -2.5 as does Kreinin (1967). 
(4) As (3) but assuming elasticity of substitution is -2 as does 

Krause (1968). 

Source: D. G. Mayes (1978) 'The effects of economic integration on trade', 
Journal 0/ Common Market Studies, vol. 17, p. 18. 

nin (1967) and Krause (1968) lead to estimates given respectively in 
columns (2), (3) and (4) of the table, as recalculated by Mayes 
(1978). The results are somewhat similar, but this is attributable to 
offsetting changes: greater TC being matched by greater TD. How
ever, the striking feature of these results is that they are small relative 
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to those given by residual models; for example, Kreinin (1969) found 
the effect of the formation of the EC for the period 1962-5 to be less 
than $100 million. 

More elaborate models (Armington, 1970; Resnick and Truman, 
1973) allow for the determination of imports by aseries of allocative 
decisions while the studies by Balassa (1967b) and Kreinin (1967) use 
simple assumptions for supply constraints, but, as can be seen from 
Figure 10.3 and Table 10.16, the estimates of these models do not fit 
happily with those from the residual models. For example, the 
estimates of TD from the Resnick and Truman model are only 
one-eighth of those from the Verdoorn and Schwartz (1972) model. 
Also, because the establishment of the CETs meant that West 
Germany had to raise its tariff levels, TC is negative in the analytic 
case but is the largest positive estimate in the residual model. This 
indicates that factors other than tariff changes had a very substantial 
and positive effect on West Germany's post-EC trade. There is, 
therefore, 'much more to be explained which is not covered by the 
analytic models and cannot be covered by the residual ones' (Mayes, 
1978, p. 18). 

However, the main attraction of the analytic models is that they 
can be tested after the event and can be used for forcasting as weIl as 
for ex post estimation. In this respect, the models used by Grinols 
(1984) and Winters (1987) - discussed in Chapter 11 - represent a 
way forward. 

Dynamic Studies 

The static models are predominantly concerned with the impact of 
price changes alone on the level, composition and pattern of trade. 
However, it could be argued that the static models leave out the most 
dominant effects of economic integration. This is due to the fact that 
the feed-back on to incomes and the rate of economic growth or the 
necessity for the use of expenditure switching policies for balance-of
payments equilibrating purposes may be considerable and either 
positive or negative. For example, Kaldor (197la; 1971b) not only 
argues that membership of the EC will inflict costs on the UK, but 
that the costs will be reinforced by adverse dynamic effects. How
ever, there are very few estimates of the dynamic effects, with Krause 
(1968) being the exception. Krause tries to explain changes in the 
rate of real economic growth in the EC and EFT A by increasing 
business investment and efficiency. The expectation is that an in-
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crease in the ratio of investment to GDP will increase capital accu
mulation, and if the marginal capital/output ratios are constant, both 
output and the rate of growth must increase. But the fixity of the 
capital/output ratios automatically excludes economies of scale which 
lie at the very heart of the dynamic effects. The increase in efficiency 
is due to a decrease in input costs from imports; hence the increase in 
the ratio of imports to output is estimated and multiplied by the 
average tariff rate to calculate the income effect of the cost reduction, 
and this can be expressed as an annual rate. 

Clearly, this method suffers from the same limitations as the static 
models: equating tariff changes and consequent price changes, and 
attributing all changes to economic integration. 



11 Estimating the Impact 
of Integration on 
~anufactures: the 
Latest Contributions 

This chapter is devoted to the two most recent studies in the field of 
international economic integration. However, this is not the only 
reason why they are put together in one chapter; both happen to deal 
with the specific question of whether or not membership of the 
European Community (EC) has been beneficial for the UK. The 
reader may wonder why the studies are confined to the UK alone. 
The reason is simple: the British Labour Party's Manifesto for the 
1983 General Election stated, as one of its four major objectives, its 
commitment to the withdrawal of the UK from the EC in the belief 
that membership of the EC had been an 'unmitigated disaster' for 
Britain. Moreover, by 1983, ten years had elapsed since the UK 
joined the EC; hence, ten observations were deemed sufficient to 
warrant econometric calculation. 

These are not the only studies dealing with this particular question. 
Mayes (1983a; 1983b) and EI-Agraa (1984b) also cover this area. 
However, the study by Mayes does not throw any light on the 
distinction between trade creation (TC) and trade diversion (TD), 
and my own study is not intended to do so, but rather to suggest that 
the whole exercise is fraught with too many insurmountable difficul
ties to warrant the exercise in the first place; if these two points have 
not become very clear by now, they will, hopefully, become so in due 
course. 

THE STUDY BY WINTERS 

Winters (1984a) objective was to assess the changes in UK imports of 
manufactures brought about by membership of the EC. His method 
took account of the substitutability of imports for domestic pro duc
tion with a consistent modelling of price effects. He applied Deaton 
and Muellbauer's (1980a) 'Almost Ideal Demand System' (AIDS) to 

236 
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annual data on domestic UK sales and imports from ten supply 
sourees, five of which were members of the EC (Belgium/ 
Luxembourg, France, Italy, Netherlands and West Germany), the 
others being Canada, Japan, USA, Sweden and Switzerland. 

Winters found AIDS to be a very broad yet tractable demand 
system, which satisfied various apriori restrietions arising from the 
theory of demand (Winters, 1984a, p. 108). Assuming away problems 
of aggregation, simultaneity and lagged responses, he postulated that 
the allocation of demand over supply sources was governed by: 

i=l, ... N (1) 
j 

where w was country i's share of E t , E t was total expenditure when 
domestic sales were included, t ~as a time trend, Pjt was the price of 
manufactures from country j, Pt was calculated over the group of 
countries included, and ai, ßi and Yij were parameters. 

In order to add up, it was necessary that 

(2) 

which was satisfied automatically by any set of W i which added up to 
unity. Homogeneity required that 

LYij=O 
j 

and symmetry that 

(3) 

(4) 

Winters was certain that these could easily be imposed, although 
(4) did me an that all equations had to be estimated simultaneously 
with cross-section constraints. This adding-up constraint also meant 
that LiUit = 0, where the Uit were the errors in equation (1). This 
created some problems in estimating equation (1) as a system, since 
the variance-covariance matrix Q=E(uu') was singular. Indeed, Win
ters conceded that the estimation of Q was very difficult, due to the 
fact that the deterministic part of equation (1) alone contained 75 
parameters when N=l1, and the estimation of would have added a 
further 55. Winters therefore decided to constrain it apriori. For the 
full model, he found evidence to suggest that random changes in the 
share of any imports were largely reftected by compensating changes 
in the UK share; hence he specified, where the UK was the last 
supplier: 
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Q= 

where Tl = ~ 0if. 
;=1 

o 
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o 

Winters allowed for the non-singularity in this case by suppressing 
the equation for the UK, estimating its parameters from the 
adding-up constraints - see Winters (1983) for full details of the 
estimations. 

Winters then applied the AIDS models to UK imports. The full 
model consisted of 55 price parameters. Since over the pre-EC 
membership period 1952-71 none of the countries in this sampIe 
experienced great inflation and there were very few exchange-rate 
adjustments, he concluded that there would be very little variation in 
the independent data to allow a reasonable estimation of the AIDS 
model; indeed, he found huge standard errors, implausible estimates 
and a lack of convergence (Winters, 1984a, p. 109). Therefore, he 
estimated the modelover the whole data period, adding dummy 
variables (DVs) to account for the EC effect. This was done in two 
experiments: (i) where he added öp to equation (1) for each coun
try, where D was zero until 1972 and unity after 1973 which implied 
that EC membership was both immediate and complete - a most 
unlikely event; (ii) where he replaced D by D' with a value of zero for 
the period 1952-71, unity for 1972, 3 for 1973 and increased the value 
by one unit per year thereafter, Le. D' was 9 in 1979. 

Winters noted that the procedure of using DVs shifted his model 
from that of the 'residual imputation' to the 'analytic' class, Le. the 
use of DVs attributed all structural shifts and random variations only 
to the factor specifically under consideration. 

He then added two further DVs to allow for Swiss diamond trade 
which strongly influenced the results for his 'imports only' model. 
These DVs were assigned a value of zero for all years except that it 
was unity for 1972-9 and 1978--9. These values raised the share of 
Switzerland, so he had to decide which country was to be held 
responsible for this. He opted for the UK due to its predominant 
share of its own market (he found it impossible to estimate at which 
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country's expense since that would have required an extra 18 inde
pendent parameters). 

The results are given in Table 11.1 for the complete AIDS model 
under experiment (ii). Note that the Swiss dummies were signifi
cantly positive, for example they had t-statistics of 3.74 (1972-9 
dummy) and 6.28 (1978-9 dummy); these reduced the Swiss external 
trade creation (ETC; and consequent loss of domestic sales) from 
!2195 million to !542 million. 

Winters then drew the reader's attention to the fact that the ten 
EC-membership effects were jointly significantly different from zero. 
Also, that the main effect was 'internal' trade creation (TC) - the 
effects on the five members of the EC were significant jointly (and 
nearly so individually) and involved a substantial amount of trade. 
Moreover, the effects on the five non-partners were insignificant and 
relatively smalI. He concluded that, at face value, these results 
suggested that accession to the EC, by 1979, had led to internal TC of 
HO billion, ETC of!2 billion and a consequent loss of domestic sales 
of H2 billion. In proportion to the 1979 magnitudes, these figures 
amounted to 70,22 and 17 per cent respectively. 

Finally, Winters was quick to caution tbe reader that his results 
may have been an over-estimation due to: the ETC figures may have 
captured other non-integration effects; the second oil price shock 
may have affected the competitiveness of the EC and non-EC mem
bers differently (note that the oil problem was largely dismissed in his 
1985 paper); and his model implied that the consumption of manufac
tures and all (tax-exclusive) prices would have been the same irres
pective of economic integration. He suggested that if these 
considerations had been taken into account, by 1979, TC may have 
amounted to !6 billion or more. 

Conclusion 

Winter's approach no doubt represents a great improvement on most 
of the previous estimates since, by including the effects of economic 
integration on the level of horne sales, his model comes nearest to 
incorporating production effects; most other models deal with only 
trade data - for more on this, see the concluding chapter. However, 
his results should be examined with a great deal of caution. Firstly, 
there are limitations which he hirnself explicitly stated: the model 
treats manufactures as if they were a single homogeneous product; 
there are no dynamics in the price effects because of 'tractability - it 
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is not clear how to incorporate sensible dynamics into allocation 
models like the AIDS'; simultaneity problems are ignored; there is 
the serious problem of the ' causation running from the UK share of 
[its] own market in manufactures to the UK price index and aggre
gate level of spending on manufactures' (Winters, 1984a, p. 111); and 
the data are not perfect. Secondly, and equally seriously, is the 
neglect of the basic reality that before joining the EC in 1973, the UK 
was a founder member of EFrA, a bloc which came into existence 
just a year after the formation of the EC. This might not have been a 
problem had it not been for the fact that two of Winters's non
partners are themselves members of EFr A, namely Sweden and 
Switzerland. However, Winters draws my attention to the fact that 
DVs can account for both 'preference' and 'loss of preference', 
leading to minor estimation problems. Thirdly, as part of the acces
sion negotiations, the EC and EFr A established several agreements 
which made virtually the whole of Western Europe into a FrA in 
manufactures. Finally, although the UK formally joined the EC in 
1973, it was subject to a transitional period of four years before its 
tariffs against other members were fuHy dismantled. Of course, it 
could be argued that DVs allow for this, but I remain sceptical. Is it 
not conceivable that the inclusion of any or all of these considerations 
would have drasticaHy affected Winters's estimates? 

THE CONTRIBUTION BY GRINOLS 

Grinols (1984) asked two questions: how much should a country pay 
in order to enjoy free trade with an economically integrated group of 
nations? and how would that country fare after joining such a group? 
Grinols asked these questions with regard to the UK and its member
ship of the EC. 

The answer to the first question was reached by estimating the sum 
of money an individual would have to receive at a new set of prices 
that would leave her/hirn no worse off than before, using revealed 
preference to represent the demand system. 'Summing to the na
tional level and subtracting the aggregate income needed from the 
country's available income (assuming initial production quantities at 
the new set of prices) determines the payment, whether positive or 
negative. By construction, the income remaining to the nation after 
payment is great enough to ensure that no one is made worse off' 
(Grinols 1984, p. 272). Grinols argued that the payment can be 
shown to be equal to the value of the UK's pre-EC membership trade 
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bundle at post-EC membership prices. More income due to more 
profitable production at the new set of prices (producers surplus) 
could be used to make everyone strictly better off. Similarly, adjust
ments in consumption create savings (consumers surplus) which also 
accrue to the country. 

With regard to the welfare of the UK, Grinols adjusted the UK 
payments for the actual transfers. He assumed that the financing of 
transfers was equivalent to the cost of membership of the EC, and 
showed that in a general equilibrium model the aggregate payments 
could be financed from the revenue collected from a properly chosen 
common extern al tariff (CET) for the EC. 

The model used to answer these questions is that depicted in 
Figure 11.1, where HH is the country's production possibility fontier 
(PPF) for the two commodities X and Y. The initial production 
bundle is indicated by A, and consumption by B which lies on the 
Scitovsky frontier SS. The gap between A and B indicates interna
tional trade with the rest ofthe world (W). Grinols then assumed that 
when this country joined a customs union (CU), t1 and t4 (t1 ••• t4 are 
parallel to each other) would represent the prices facing it in the CU. 
- He then considered the assignment of income to each household. If 
each household was given income equal to the value of its pre-CU 
consumption at post-CU prices, then the incomes for the totality of 
households would be in excess of the value of domestic production 
(at A) by the discrepancy between A and B. Hence, an aggregate 
transfer equal to the value of pre-existing trade at post-CU prices 
would ensure that every consumer could be given an income large 
enough to be no worse off than (s )he was at the pre-CU level. Grinols 
claimed that this would answer the first question. 

To answer the second question regarding whether the CU could 
afford to make these paymens to each member, Grinols stated that if 
the CU were not self-financing, i.e. was able to generate enough 
income from its own sources to pay its member nations, these 
transfers would not be feasible. Obviously, there were difficulties in 
answering this question since the CU's choice of CETs and transfers 
would affect equilibrium prices. Therefore, financing should be de
termined in a general equilibrium context. Grinols pointed out that 
proof of existence was needed to show the simultaneous existence of 
a properly chosen CET, transfers and equilibrium prices which satisfy 
the budget balance for the CU and market clearing for world trade 
(Grinols, 1984, p. 274). Grinols claimed that the answer was in the 
affirmative. 
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y 

s 

s 

Figure 11.1 Compensation in the two-good case 

However, in the case of the UK and the EC, transfers and tariffs 
were far removed from this procedure - see EI-Agraa (1980; 1985b) 
for full details. Hence, in order to determine whether or not the UK's 
welfare had risen or fallen as a result of membership of the EC, 
Grinols suggested that one should be interested in the quantity 

where T was the actual net transfer from the UK to the EC valued in 
{s, pizo was the value of pre-EC membership trade (zo) at post-EC 
membership prices (Pi), i.e. the difference between A and B in Figure 
11.1, and Si was the increase in profits from domestic production at 
prices Pi relative to pre-EC membership production, plus savings at 
prices Pi from substitutability in consumption. If the term in brackets 
were negative, UK transfers would have fallen short of those based 
on revealed preference. If the entire term were negative, UK income 
would have been insufficient to maintain welfare at the pre-EC 
membership level. This could be demonstrated by reference to Fig
ure 11.1. Since production at C is more profitable than at A, given the 
prices indicated by 12 , and the consumption of the less expensive 
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bundle at D could give the same welfare as B, this country would 
have enough income to preserve welfare gains even though it re
ceived a transfer less than the difference between A and B. This is 
due to the fact that the difference between t l and t 2 (increased profits) 
and t3 and t4 (substitutability in consumption) represents the savings 
(SI) against the transfer needed to consume somewhere along SS. 

Grinols then used a mathematical formulation to demonstrate that 
his model could be extended to a finite number of trading nations 
with nation-by-nation distribution of the tariff revenues. He applied 
his model to the case of the UK using British data. 

Grinols reminded the reader that an estimate of the welfare 
changes in the UK due to accession to the EC must take into 
consideration the financial arrangements that had been established to 
transfer funds between the UK and the rest of the EC as well as the 
changes in the prices of foodstuffs and finished manufactures (the UK 
tended to export finished manufactures and semi-manufactures im
port food, beverages and basic materials) 'coinciding with Britain's 
diversion of trade from its former trading partners' to the EC (Gri
nols, 1984, p. 280). He claimed that explicit payments by the UK to 
the EC in 1979 and 1980 (these were part of 1) amounted to about 1 
per cent of GDP. 

He used 1972 as the base year for comparison since it was not only 
the year before the UK formally joined the EC, but it was also a 
normal year without recession or depression. Hence, his estimates of 
the transfer income amounted to ensuring that the UK's welfare was 
greater than or equal to its 1972 level, and that the transfer sum was 
equal to the revenues from the EC CET when the CET was chosen to 
maintain the EC's terms of trade at the 1972 level. 

To enable calculations to be made, UK trade was divided into 23 
commodity categories corresponding to six groups of exports and an 
equal number of imports using Standard International Trade Classifi
cation (SITC) data published by the UK Department of Trade, and 
six categories of exports and five categories of imports of services 
published by the UK Central Statistical Office in the balance-of
payments accounts. The Sterling value of each series was divided by 
its corresponding volume to generate prices for each commodity 
group. In order to eliminate the oil price shocks, Grinols replaced the 
prices of exports and imports of fuels (which included oil) by prices 
which grew according to the trade-weighted average of the respective 
prices of other exports and imports. For each year of the period 
1973-80, the increase in the cost of acquiring the UK's 1972 trade 
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quantities at the current year's prices (value of imports minus value 
of exports) was then computed to give the figures in row (1) of Table 
11.2. 

For example, the computations revealed that in 1973 the UK paid 
f2436.5 million more to trade at the 1972 volume. In each year given 
in the table, UK commodity prices were worse than they had been in 
1972, with the deterioration becoming less after 1978. However, 
Grinols warned that the figures underestimated the cast to the 
consumer: import values were registered on a c.iJ. basis while 
consumers were charged the tariffs and levies which were added to 
these prices. Hence, row (2) of the table gives the amount of customs 
duties and agriculturallevies collected for the years 1973-80. Row (3) 
is the sum of the first two rows. 

Repeating the exercise for services gave the calculations in row (4); 
note that services were not subject to tariffs. Grinols pointed out 
that, as one would have expected, this sector typically showed terms 
of trade effects much less than in the case of commodities, here 
averaging to less than 50 per cent of those in the goods sector . 

The total effect of both the goods and services sectors was a terms 
of trade loss to the UK of about four billion pounds per annum for 
the period under consideration. In terms of UK GDP, these losses 
varied from 0.35 per cent of GDP in 1980 to 4.61 per cent in 1974; the 
average for the whole period was 2.3 per cent (1.7 per cent when 
tariffs and levies were ignored, and 2.6 per cent relative to the 1972 
GDP inflated by the General Index of Retail Prices for each year). 
Grinols interpreted this to suggest that the UK should have received 
from the EC transfers of equal magnitude in order to maintain 
welfare at the 1972 level in GDP without changes in either consump
tion or production. 

Table 11.3 gives a summary of the actual transactions of the UK 
with the EC for the period 1973-9. Section A of the table simply 
repeats the total implied payment given in Table 11.2, row (5). The 
figures in seetions Band C give the payments that the UK actually 
made. 

The transfers of the UK to the EC are listed by category of 
payment. Row (9) gives the amount of duties and levies collected 
[this is a repeat of row (2) of Table 11.2], since these are EC 'own 
resources', i.e. items so collected are the property of the EC - see 
El-Agraa (1985b and Chapter 12) for a full explanation. During the 
transition period for the UK, 1973-8, this principle was not opera
tive; it became effective in 1980. Grinols assumed that this was 
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tantamount to transfers from the EC to the UK. Hence, the total 
transfers are given in the row below (9) which incorporates this 
assumption. 

Rows (10) - (14) give the amounts of EC expenditure in the UK as 
calculated by the UK's Central Statistical Office. Hence, these are 
regarded as explicit receipts of transfers from the EC by the UK. 

The transfers between the EC and the UK which are necessary to 
maintain the income needed to keep the UK's welfare intact are 
given in row (15). They are all negative, implying a net transfer is 
needed from the EC to the UK. These range, as a percentage of UK 
GDP, from 0.4 per cent in 1979 to 4 per cent in 1974, with an average 
for the whole period of 2.3 per cent. Grinols concluded from this that 
if industry in the UK had continued to produce at the 1972 level, with 
no substitut ability in consumption, UK incomes would have been, on 
average, about 2.3 per cent lower than was necessary to maintain 
British welfare at the pre-EC level. He pointed out that these figures 
were smaller than the transfers given in Table 11.2 because the UK 
had actually received implicit transfers from the EC in the form of 
retained tariff collections in all but the last two years from 1973 to 
1979. 

Grinols pointed out that if the finances of the EC had been 
determined by the transfer policy specified above, the transfers given 
in Table 11.3 would have been final compensations. Hence, the UK 
would have received average transfers of 2.3 per cent of GDP per 
annum from 1973 to 1979 inclusive. Thus UK gains in welfare 
attributable to substitution in production and consumption in the 
enlarged EC would have been regarded as a 'dividend' for EC 
membership. Of course, similar gains would have been achieved by 
the rest of the EC. 

The dividend in production could be calculated as the profits of the 
UK after joining the EC minus the profits which would have accrued 
for 1972 production levels at post-membership prices. The dividend 
in consumption would have been the cost of 1972 consumption prior 
to EC membership, valued at post-membership prices, minus 'the 
minimum cost of purchasing an equally desirable bundle' at post-EC 
membership prices. The sum of both these dividends, which were 
essentially non-negative, was denoted by SI. When SI was added to 
the sums in Table 11.3, Grinols obtained the surplus/deficit with 
regard to the income required to maintain UK welfare at the 1972 
pre-EC membership level. Grinols interpreted these amounts in the 
following way: when SI was in excess of the amount of unpaid 
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transfers, membership of the EC would have improved UK welfare, 
implying the contrary in the case when S1 was less than the amount of 
unpaid transfers and no change in UK welfare when the two were 
equal. 

Grinols next considered the estimation of the production element 
of S1 for the UK. Table 11.4 gives the production dividend for each of 
the years during the period 1973--9. In order to recover profits, UK 
domestic production was divided into eight categories corresponding 
to the UK Standard Industrial Classification (SIC). Using published 
indices, a price series was calculated for each component. The prices 
for each year of the period 1973-9 were then applied to production 
volumes for the respective year minus the 1972 volume. 

Grinols carried out two corrections. The first sought to eliminate 
the impact on UK welfare of North Sea oil production in the late 
1970s by subtracting North Sea oil production from the sector which 
would have incorporated it: 'mining and quarrying'. The second had 
the aim of eliminating the effect of technical change and economic 
growth from the data; recall that Grinols's method was confined to a 
static PPF - all eight sectors achieved output growth between 1972 
and 1973 ranging from 2.3 per cent to 10 per cent, averaging around 
5.8 per cent, and the value of the 1978 and 1979 volume of production 
at 1973 prices exceeded the value of the 1973 volume at those prices. 

Economic growth was catered for by entertaining two alternatives 
which were presented in Table 11.4. The first alternative assumed 
that no economic growth took place in the UK between 1972 and 
1979 except for that needed to satisfy the two points mentioned in the 
previous paragraph; these estimates are given in line (1). This 
amounted to assuming, for the sectors under consideration, that: the 
1972 to 1973 growth rate was 2.3 per cent; the growth rate for the 
period 1973-8 was 1.92 per cent; and the 1978 to 1979 rate was at 1.38 
per cent. For the whole period, the growth rate was assumed to be a 
cumulative 5.7 per cent. Grinols was of the opinion that this was an 
underestimate 'since the official reported real index of output at 
constant factor cost (excluding North Sea oil production) rises from 
98 in 1972 to 107 in 1979, an increase of 9.2' per cent (Grinols, 1984, 
p. 287). To Grinols, the figures in line (1), therefore, indicated that 
economic growth in the UK would have been counted as gains from 
EC membership. The second alternative, given in line (2), assumed 
that the rate of growth was 0.6 per cent per annum for the period 
1972-9, except for 1972-3 and 1978-9 when it was respectively 4.0 
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and 1.38 per cent. This gave a cumulative growth rate for the entire 
period of 8.6 per cent. Grinols was certain that this alternative was 
also an underestimate, but that it had the advantage of uniformity of 
economic growth over the period in question. 

Note, however, that in years when UK production fell because of 
recession, as in 1974, the figures in lines (1) and (2) were replaced by 
zeros. Grinols justified this on the understanding that the UK econ
omy was not operating on the PPF; hence, the value of the 1974 
volume relative to the 1972 volume was negative at 1974 prices and 
did not contribute to gains in welfare. 

These two alternatives amounted to assuming that the figures given 
in Table 11.4 were biased towards gains in welfare due to UK 
membership of the EC, 'since years of welfare loss from recession are 
not counted towards the losses of membership although so me of the 
gains from growth are' (Grinols, 1984, p. 289). 

From line (2), it can be seen that production gains varied from 1.48 
per cent to zero per cent of GDP for respectively 1973 and 1974-7, 
giving an average gain of 0.38 per cent. Subtracting these figures from 
the totals in Table 11.3, line (3) shows deficits ranging from 4 per cent 
in 1974 to 1 per cent in 1973, with a small surplus of 0.15 per cent in 
1979, and an average loss for the whole period of 1.9 per cent. 
However, Grinols added that, given his assumptions about economic 
growth, the more favourable figures towards the end of the decade 
probably exaggerated the benefits. 

It is probable, in spite of the figures for 1979, that Britain had 
welfare losses in each year since it joined the [EC], and that these 
losses exceeded 1.9 [per cent of GDP] for the period as a whole. 
The only remaining unknown is whether substitut ability in con
sumption could have made up for the losses which were sustained' 
(Grinols, 1984, p. 289). 

He reckoned that this was unlikely given the large discrepancies he 
reported. 

Grinols used a Cobb-Douglas utility function with income shares 
equal to the 1972 production shares in GDP, adjusted for trade flows, 
to estimate the impact of substitution in consumption. He then used 
the expenditure function to calculate the minimum income required 
to maintain the utility of the base year. Table 11.5 gives the savings 
that would have been achieved by buying the base year consumption 
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Tablf 11.5 Gains from trade in consumption: 
l: p. Q;GDPt = B _ (P ) 

;=1 I,t = F Pi"~ = Be, = F, U, = B 

GVP, = F X 10-2 

Final year t = F 

1973 1974 1975 1976 1977 1978 1979 

Base year t = B 
1973 0 0.27 0.20 0.31 0.43 0.48 0.79 
1974 0.24 0 0.07 0.12 0.17 0.27 0.37 
1975 0.16 0.07 0 0.14 0.16 0.21 0.40 
1976 0.26 0.11 0.13 0 0.11 0.25 0.34 
1977 0.36 0.18 0.15 0.12 0 0.04 0.11 
1978 0.47 0.30 0.23 0.30 0.05 0 0.09 
1979 0.73 0.39 0.42 0.41 0.12 0.09 0 

Notes: e(P,u) = expenditure function based on Cobb-Douglas utility, 
8 aiGDP 

u; = i~1 a;ln~, 'with sectoral shares: 
I, 

Agricultural, forestry 
and fishing 

Mining and quarrying 
Manufacturing 
Construction 

al = 0.045 
a2 = 0.035 
a3 = 0.310 
a4 = 0.065 

Gas, electricity and water 
Transport and 

communication 
Distributive trades 
Other services 

Total 

a= 0.030 

a= 0.085 
a= 0.105 
a= 0.325 

1.000 

basket. These varied from 0.05 per cent of GDP to 0.8 per cent, with 
the larger values going with price changes between years further 
apart. 

When Grinols applied the average value of savings in consumption 
of 0.37 per cent of GDP to the figures in Table 11.4, the average 
deficit in income for the period under consideration fell from 1.9 per 
cent to 1.53 per cent of GDP. Moreover, using the maximum figure 
of 0.79 per cent savings uniformly gave an average deficit in excess of 
1.1 per cent of GDP for the sample period. Grinols believed that 
these results suggested that the actuallosses to the UK in 1974 were 
3-4 per cent of GDP and in excess of 2 per cent in 1977 and 1978. 
Grinols was careful to add that, although the utility function he 
employed had no 'particular claim to relevance', it assumed an 
elasticity of substitution between different commodities equal to 
unity, hence, probably, overstating the case for substitution. On the 
other hand, it did not have a functional form based on detailed 
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econometric studies of UK consumption. Irrespective of this, he 
claimed that the conclusions that '(1) average losses to Britain from 
membership [of the EC] are in the range of 1-2 [per cent of GDP] 
with individual years going several [per cent] higher, and (2) compen
sation figures are 2-3 [per cent of GDP] seem fairly robust given the 
assumptions used' (Grinols, 1984, p. 290). 

Conclusion 

I have no major quarrels with the methodology employed by Grinols 
since I believe it represents a great improvement on the method
ologies used in the previous studies. However, the jump from metho
dology to empirical calculation leaves a lot to be desired. Why should 
the production of North Sea oil be left out of the calculations? Such 
an assumption implies that oil production is costless - natural resour
ces require a cost to utilise, and one could argue that production of 
North Sea oil would not have been economically viable without the 
boost to oil prices from the two oil shocks of 1973 and 1979. More
over, importantly, there is the question of what is left out in terms of 
'budgetary compensation' received by the UK from the EC in 1979 
and 1980 in settlement of the budgetary quarrels between the two -
see EI-Agraa (1987b) for full details of the compensation figures. 
Finally, and most importantly, the UK did not become a full member 
of the EC until 1977; hence, for example, the assumption that Juli 
membership was automatically achieved ignores the fact that tariffs 
on intra-EC trade and on the CET were not achieved until towards 
the end of 1977. Therefore, I feel confident that if the exercise were 
carried out with these reservations built into the estimates, a com
pletely different set of results would be produced for not only the 
period studied by Grinols but also for the subsequent period to date. 

CONCLUSION 

The two studies presented and discussed in this chapter are com
pletely different from each other; hence, it would be futile to try for a 
common conclusion, particularly when each review finished with an 
evaluation of its own. However, one should hasten to add that both 
studies present refreshing new methodologies which may lead to 
improved estimates in the future, but some reservations still remain 
with regard to the overall nature of the field of the estimation of 
integration effects - these are dealt with in the final chapter. 



12 The Costs of the 
Common Agricultural 
Policy of the European 
Community 

INTRODUCTION 

The previous three chapters were devoted to the estimation of the 
effects of economic integration on manufactures. The concern of this 
chapter is with the calculation of the costs of economic integration on 
agriculture. However, the only scheme of economic integration that 
has a policy specifically directed towards agricultural products is the 
European Community (EC), a policy gene rally referred to as the 
'common agricultural policy' (CAP). Hence the chapter is devoted 
entirely to the estimation of the costs of the CAP. 

No single topic has raised more interest and discussion in relation 
to the various facets of the EC than the CAP. More specifically, the 
true (see below for the reason why) cost of the CAP particularly for 
Britain has been a subject of great concern for the average UK 
citizen, for farming and consumer organisations within Britain and 
for nations both inside and outside the EC. Hence the aim of this 
chapter is to explain and discuss the estimates that have been made 
regarding the cost of the CAP, with particular reference to the UK. 
However, it should be quite obvious that such a discussion will not 
make any sense without a thorough und erst an ding of the aims, 
mechanisms and financing of the CAP, hence the first section of this 
chapter is devoted to abrief discussion of these matters - readers 
interested in a detailed analysis within aglobai context should consult 
EI-Agraa (1980, ch. 7; 1985b ch. 8). 

OBJECTIVES OF THE CAP 

The various schemes for protecting the agricultural sector that were 
opera ted by the potential member nations at the time of the forma
tion of the EC made it necessary to subject agriculture to equal 

254 
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treatment in all member states. This was due to the fact that agricul
ture was a major employer of people with relatively low incomes 
when compared with the national average and also because agricul
ture formed the basis of industrial costs. Equal treatment of coal and 
steel (which are necessary inputs for industry, hence of the same 
significance as agriculture) was already under way through the Euro
pean Coal and Steel Community (ECSC). 

Before stating the objectives of the CAP, one should point out that 
the Treaty of Rome defines agriculture as 'the products of the soil, of 
stock-farming and of fisheries and products of first-stage processing 
directly related' to the foregoing (Article 38). However, in 1966 the 
EC introduced its 'common fisheries policy', thus redefining agricul
ture to exclude fisheries. 

The objectves of the CAP are clearly defined in Article 39 of the 
Treaty. They are: 

(1) to increase agricultural production and the optimum utilisation of 
all factors of production, in particular labour; 

(2) to ensure thereby a fair standard of living for the agricultural 
community, in particular by increasing the individual earnings of 
persons engaged in agriculture; 

(3) to stabilise markets; 
(4) to provide certainty of supplies; 
(5) to ensure supplies to consumers at reasonable prices. 

The Treaty also specifies that in working out the CAP, and any 
special methods which this may involve, account shall be taken of: 

(1) the particular nature of agricultural activity, which results from 
agriculture's social structure and from structural and natural 
disparities between the various agricultural regions; 

(2) the need to effect the appropriate adjustments by degrees; 
(3) the fact that, in the member states, agriculture constitutes a 

sector closely linked with the economy as a whole. 

The Treaty further specifies that in order to attain the objectives 
set out above a common organisation of agricultural markets shall be 
formed. This organisation is to take one of the following forms 
depending on the product concerned: 

(1) common rules as regards competition; 
(2) compulsory coordination of the various national marketing orga

nisations; or 
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(3) a European organisation of the market. 

Moreover, the common organisation so established: 

may include all measures required to achieve the objectives set 
out . . ., in particular price controls, sub si dies for the production 
and distribution of the various products, stock-piling and carry
over systems and common arrangements for stabilisation of im
ports and exports. 
The common organisation shall confine itself to pursuing the 
objectives set out . . . and shall exclude any discrimination be
tween producers and consumers within the Community. 
Any common policy shall be based on common criteria and uni
form methods of calculation. 

Finally, in order to enable the common organisation to achieve its 
objectives, 'one or more agricultural orientation and guarantee funds 
may be set up'. 

The remaining Articles (41--47) deal with some detailed considera
tions relating to the objectives and the common organisation. 

The social issues were discussed and stated in more detail in 1960 
after a lengthy discussion of the structural and social aspects of the 
CAP (see Fennell, 1979, p. 13): 

(1) to ensure social protection for agricultural wage eamers and their 
dependants equivalent to that enjoyed by other categories of 
workers; 

(2) to encourage the adaptation of contractual relations within agri
culture to accord more with modem conditions; 

(3) to narrow the gap between agricultural wage eamers and those in 
comparable branches of activity with regard to remuneration, 
social security and working conditions; 

(4) to ensure that rural children have the same opportunities for 
general and vocational education as those elsewhere; 

(5) to aid young country dwellers wishing to set up as independent 
farmers or who wish to change to other types of farm work; 

(6) to ensure that the best conditions for success are available to 
those leaving agriculture for other employment; 

(7) to facilitate the retirement on pension of farmers and farm 
workers at the normal retirement age; 

(8) to irnprove rural housing; 
(9) to improve the social and cultural infrastructure of rural areas. 

It can be seen, therefore, that the CAP was not preoccupied simply 
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with the implementation of common prices and market supports; it 
also included a commitment to encourage the structural improve
ment of farming, particularly when the former measures did not show 
much success. Regarding the latter point, the main driving force was 
the Mansholt Plan of 1968 (see Fennell, 1979, for later develop
ments). However, the EC budgetary expenditure on the structural 
aspects now amounts to only 3-4 per cent of total CAP expenditure. 

The CAP Price Support Mechanism 

Although the CAP machinery varies from one product to another, 
the basic features for most of the products are more or less similar -
for a detailed specification of the differences see Fennell (1979). The 
farmers' income support is guaranteed by regulating the market so as 
to re ach a price high enough to achieve the objectives stated earlier. 
The domestic price is partly maintained by various protective de
vices. These prevent cheaper world imports from inftuencing the EC 
domestic price level. But in addition, certain steps are taken for 
official support buying within the EC, so as to eliminate from the 
market any actual excess supply that might be stimulated by the 
guaranteed price level. These surpluses may be disposed of in various 
ways, e.g. they can be destroyed, stored (to be released at times of 
shortage), exported, donated to low income countries (Food Aid 
Programme) or needy groups within the EC, or converted into 
another product which does not compete directly with the original 
one (e.g. the 'breaking' of eggs for use as egg powder). 

More specifically, the basic features of the system can be repre
sented by that originally devised for cereals, the first agricultural 
product for which a common policy was established. 

A target price is set on an annual basis and is maintained at a level 
which the product is expected to achieve on the market in the area 
where cereals are in shortest supply - Duisburg in the Ruhr Valley. 
The target price is not a producer price since it includes the costs of 
transport to dealers and storers. The target price is variable, in that it 
is allowed to increase on a monthly basis from August to July in order 
to allow for storage costs throughout the year. 

The threshold price is calculated in such a way that when transport 
costs incurred within the EC are added, cereals collected at Rotter
dam should sell at Duisburg at a price equal to or slightly higher than 
the target price. An import levy is imposed to prevent import prices 
falling short of the threshold price. The import levy is calculated on a 
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daily basis and is equal to the margin between the lowest representa
tive offer price ente ring the EC on the day - allowing for transport 
costs to one major port (Rotterdam) - and the threshold price. This 
levy is then charged on all imports allowed into the EC on that day. 

It is quite obvious that as long as the EC is experiencing excess 
demand for this product, the market price is held above the target 
price by the imposition of import levies. Moreover, import levies 
would be unnecessary if world prices happened to be above the 
threshold price since in this case the market price might exceed the 
target price. 

If target prices result in an excess supply of the product in the EC, 
the threshold price becomes ineffective in terms of the objective of a 
constant annual target price and support buying becomes necessary. 
A basic intervention price is then introduced for this purpose. This is 
fixed for Duisburg at about 7 or 8 per cent below the target price. 
Similar prices are then calculated for severallocations within the EC 
on the basis of costs of transport to Duisburg. National intervention 
agencies are then compelled to buy whatever is offered to them 
(provided it conforms to standard) of the 'proper' product at the 
relevant intervention price. The intervention price is therefore a 
minimum guaranteed price. 

Moreover, an export subsidy or restitution is paid to EC exporters. 
This is determined by the officials and is inftuenced by several factors 
(world prices, amount of excess supply, expected trends) and is 
generally calculated as the difference between the EC internal 
market price and the average world price. 

Tbe Green Money 

The various agricultural support prices were previously fixed by the 
EC Council in European Units of Account (EVA) and now in terms 
of the European Currency Unit (ECV) which has the same value as 
the original EVA. For each member country there is a Green Rate at 
which the support prices are translated into national prices. The 
EVA had orginally a gold conte nt equal to a VS dollar, but in 1973 
was linked to the 'joint ftoat' and to the European Monetary System 
(EMS) in 1980. This implies that if a member country devalues 
(revalues) its currency, its farm prices expressed in terms of the 
national currency rise (fall). It should also be noted that the scope for 
changing Green currency rates gives the member countries scope for 
altering internal farm prices independently (but only with the consent 
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of other members and only within certain limits) of price changes 
determined at the annual reviews for the EC as a whole. In August 
1969 the French franc was devalued by 11.11 per cent which obvi
ously disturbed the common farm price arrangements in favour of the 
French farmers, and the rise in their price level would obviously have 
stimulated their farm production and aggravated the excess supply 
problem. Moreover, the devaluation of the EVA would not have 
improved matters in such a situation, since it would have depressed 
the price level for the farmer in the rest of the EC, even though it 
would have nullified the effects of the devaluation of the French 
franc. Therefore, a more complicated policy was adopted; the French 
intervention price was reduced by the full amount of the devaluation 
so as to eliminate the unfair benefit to the French farmer; French 
imports from and exports to the rest of the EC were to be restored by 
asking France to give import subsidies and levy duties on her exports 
to compensate for the effects of the devaluation. The term Monetary 
Compensatory Amounts (MCAs) was coined to describe this system 
of border taxes and subsidies. Since then, the MCA system has 
become general in application and more complicated with the 
changes in the rates of exchange of the currencies of other EC 
members. Even though the EC has recently announced its intention 
to discontinue the MCA system, it seems that it will be with us for 
some time yet (see Fennell, 1979, p. 98 for reasons why). It should be 
added, however, that the currency divergencies are now much 
sm aller than in the heyday of MCAs. 

The reader who is particularly interested in this area of the CAP is 
advised to read Irving and Fearn (1975), losling and Harris (1976), 
Mackel (1978), Hu (1979), and MacLaren (1981). Hu demonstrates 
that Germany has recently been the main beneficiary of this sytem. 

Financing the CAP 

Intervention, export restitution, storage and the MCA system need 
to be financed. The finance is supplied by the EC central fund called 
FEOGA (Fonds Europeen d'Orientation et de Garantie Agricole), 
the European Agricultural Guidance and Guarantee Fund (EAGGF). 
At the time 01 inception of the CAP it was expected that the revenues 
collected from the imposition of extra-area import levies would be 
sufficient to finance FEOGA but when agreement regarding the 
financing of the CAP was finally reached, the position was completely 
different - see Regulation 25/62. FEOGA used to take about 70 per 
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cent of the EC Budget but now takes about 60 per cent. The EC 
Budget is financed by contributions from national governments based 
on a maximum of 1 per cent (rising to 1.4 per cent in 1986 and 1.6 per 
cent in 1988) of the V AT base plus all tariff revenues collected from 
extra-EC industrial trade and agriculturallevies; they are referred to 
as own resources. 

COMMON MISCONCEPTIONS ABOUT THE CAP 

Before considering the true cost of the CAP one needs to mention 
three common fallacies generally attributed to the CAP. Firstly, it is 
not true all agricultural products are price-supported; some are 
subject to production subsidies (cereals, butter, olive oil and other 
minor products) and sugar producers are charged a production levy 
on excess output. Secondly, the actual size of the so-called butter 
mountains and wine lakes did not, until recently, amount to a large 
percentage of total EC supply. Finally, the aim of 'security of sup
plies' is not unimportant; the EC has managed to be self-sufficient at 
times when there was aglobai shortage of food supplies. 

THE TRUE COST OF THE CAP 

A number of studies attempting a calculation of the true cost of the 
CAP have been published over the past twenty years or so. Space 
limitations do not allow an adequate consideration of all of them, 
hence in this section I intend to concentrate on those of: Koester 
(1977), Blancus (1978), Bacon, Godley and McFarquhar (1978), 
Rollo and Warwick (1979), Morris (1980a), Buckwell et al. (1982) 
and Breckling, Thorpe and Stoeckel (1987). These are selected not 
only because they are the most re cent studies but also because they 
are the most serious and most competently carried out of all the 
available studies. 

The theoretical framework for these studies can be explained by 
using a simple partial-equilibrium diagram. In Figure 12.1, SS and 
DD are respectively the supply and demand curves for an agricultural 
product for a member nation of the EC. P w is the world (W) price 
with P wSw the world supply curve, assumed to be perfectly elastic 
with the rest of the world being more efficient than the country under 
consideration. t and t' are two different levels of import levies (tariffs) 
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Figure 12.1 Economic Effects of the CAP 

resulting in two different levels of EC prices for this product - these 
priees are determined in the manner discussed earlier. 

If the import levy happens to be t, this country will produce Oq2 
domestically, consume Oq4 and import the differenee (q2q4)' The 
welfare dead-weight loss of such a tariff consists of the triangles ACE 
and BD F [consumers lose P wP w(1 + t)D B, producers gain P wP w 
(1 +t)CA and there is a net levy eolleetion of CDFE which is an EC 
own resource - see El-Agraa (1987b) for a deseription of the EC 
Budget]. If the import levy happens to be t' resulting in an EC price 
of Pw(1 +t'), there will result an exeess supply of Q3qS with the welfare 
dead-weight loss now equal to the sum of the triangles LGB and 
KHA. 

These triangular dead-weight losses include not only the usual net 
costs to eonsumers and producers but also the eosts of restitution 
since, as already indicated, not only is any tariff eollection an own 
resouree of the EC (if the produet is imported from outside the EC) 
but also the EC has either to buy the exeess supply into intervention 

, 
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and therefore incur expenditure in storing it or pay restitutions of 
LGHK to seIl it at the world price outside the EC. Of course, if the 
excess supply has to be disposed of in the fashion discussed earlier 
then that also means expenditure by the EC. 

This simple analysis forms the theoretical basis of most of the 
studies. Before discussing them, however, one should point out that 
the analysis makes clear the elements involved in the calculation of 
the costs and benefits: 

(i) tariff levies or restitution payments; 
(ii) storage costs; 
(iii) MCAs (implicitly in that changes in the official exchange rates or 

the Green rates will imply that these prices are not uniform 
throughout the EC); and 

(iv) the welfare triangular dead-weight losses. 

These elements need stressing particularly since most previous calcu
lations seemed to miss the point that the net budgetary contributions 
do not take (iv) into consideration - see below. 

Budgetary Costs of the CAP 

In 1986 expenditure from FEOGA totalied 18.8 billion ECU, which 
was about 59 per cent of the overall EC budgetary expenditure in that 
year. 

Functionally, the funds are spent on subsidising exports (about 47 
per cent), subsidising domestic producers and consumers (about 37 
per cent) and on withdrawal and storage of market surpluses (about 
17 per cent). By commodity group, the dairy and cereals sectors 
account for about half of total expenditure, and the other half is 
shared by meat and eggs (about 14 per cent), fats and oils, and sugar 
(about 9 per cent each), fruits and vegetables (about 7 per cent) and 
wine (about 3 per cent). Variable levies, sugar levies and co
responsibility levies are all means of raising funds under the CAP, 
amounting to 2.2 billion ECU in 1985. Thus, the net FEOGA 
expenditure in 1986 represented a little over half of the total budget 
for that year. It so happens that this was the lowest such proportion 
for about fifteen years. 

The share of net agricultural spending in the total budget has not 
been falling regularly, however. In 1977, 1980 and 1985 the share rose. 
Some of the factors which determine changes in FEOGA expendi
ture are controlled by the EC Council, in particular the change in 
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support prices agreed at the spring price fixing and changes in Green 
currencies used to translate these common prices into member cur
rencies. In the short run, commodity management committees have 
the ability to change expenditure by encouraging or discouraging 
exports through the manipulation of the export refunds offered. 
However, factors beyond EC political or administrative control have 
a substantial impact on the total cost of agricultural support. Chief 
amongst these is the level of prices outside the EC which determines 
the refunds necessary to make EC exports competitive. 

The magnitude of the variability in farm support spending from 
one year to the next is, no doubt, an uncomfortable feature for those 
managing EC finances. Forexample, over the four years 1979 to 
1982, FEOGA guarantee expenditure in sequence rose by 10 per 
cent, fell by 3 per cent, and then rose by 22 per cent. What makes the 
situation worse to contemplate is the fact that the average growth in 
FEOGA expenditure is regularly in excess of the growth in resources 
available to the EC. 

Thomson (1982) calculated that FEOGA expenditure net of levies 
had grown by an annual average of 16.3 per cent since 1975. Since the 
current system of own resomces became fully operation al in 1979, 
the available total budgetary resources had been growing annually at 
10.8 per cent on average. Because total EC expenditure was weIl 
within the maximum resources available, it was possible to accommo
date both the increasing agricultural expenditure and the rise in 
non-agricultural expenditure, at the even faster rate on average of 20 
per cent per annum. However, the 1982 'take' of VAT was 0.92 of 
the maximum 1 per cent and the 1986 take was 1.35 per cent (out of a 
maximum of 1.4 per cent), so continuation of these past rates of 
growth of expenditure will not be possible for long. In his projections 
for the period 1983 to 1988, Thomson shows net FEOGA expendi
ture rising to almost 20 billion ECU, at constant 1982 ECU. The 
projection is based on the assumption that there is no change in the 
real prices of agricultural products from the 1982 levels. It shows the 
budgetary impact of a continuation of past technological progress in 
agriculture coupled with continued slow demand growth. This 75 per 
cent rise in spending over 1982 levels cannot be accommodated 
within the remaining slack in own resources: it would require a cut of 
about one half of the current level of non-agricultural spending. If 
such a course of action is unacceptable, the alternatives are to 
achieve significant savings in agricultural spending or to find addi
tional budgetary income. 
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In the absence of the distributional problem of the budget and 
further restructuring of the EC budget itself, and without the disquiet 
about the wisdom of spending such large sums on surplus agricultural 
production, there is little doubt that the EC Budget problem would 
be solved by further raising the VA T limit. However, the inequitable 
distribution of principally agricultural expenditures from the budget 
has, to date, prevented this option being chosen, but the EC Com
mission is now pursuing an even more ambitious target. 

This inequity arises because agricultural funds are spent dispropor
tionately in agricultural exporting countries and, correspondingly, 
agricultural import levies are raised mostly in agricultural importing 
countries. Note also that the existence of substantial entrepöt trade 
makes the budgetary distribution of net FEOGA payments even less 
meaningful. Thus the main agricultural importers in the EC - Italy, 
the UK and West Germany - find that they contribute more and 
receive less from FEOGA than the other, more agricultural, export
orientated members. This basic pattern of net expenditures is compli
cated by the other support measures under the CAP. The extent of 
more direct producer and consumer subsidisation varies enormously 
between the specific commodity programmes (which cover, inter alia, 
beef, butter, fruit and vegetables, olive oil, sheep and wine) and of 
course member countries have widely different interests in these 
commodities. Also, guidance expenditures are distributed unevenly. 
The resulting overall pattern of FEOGA expenditures is shown in 
Table 12.1. As Buckwell (1985) has suggested, the country distribu
tion of FEOGA expenditures does not fully illustrate another re
gional imbalance of the CAP which is likely to grow in importance, 
namely the north-south disparity. The CAP provides a much higher 
degree of protection to the northern products - beef, cereals, dairy 
products and sugar - and lower support to the southern products -
fruit and vegetables, olive oil and wine. The se co nd enlargement of 
the EC will accentuate this problem and, to the extent that support 
for the Mediterranean products is increased, it will exacerbate the 
EC budget problem. However, Buckwell (1985) argues that this is 
only part of the budgetary transfers arising out of the CAP. For the 
EC as a whole, the CAP involves a net expenditure which is financed 
by customs duties and VAT-based contributions. Each country's 
share of this net FEOGA expenditure can be calculated in proportion 
to its V AT contributions. The sum of each country's net FEOGA 
expenditure and its VA T -based contribution may be termed its 
FEOGA balance. Buckwell (1985) carried out these calculations for 
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1982; these are shown in the last column of Table 12.1. They indicate 
that the net contributors are Belgium/Luxembourg, the UK and West 
Germany, and the other members are net beneficiaries. These fiows 
formed the basis of the intense debate about the 'fairness' of the 
budget in the late 1970s and early 1980s. 

The remainder of this chapter reviews the attempts which have 
been made to widen these rather simplistic budgetary measures of the 
costs of the CAP to include: 

(i) the inter-country transfers caused by food trade at high EC 
prices; 

(ii) the balance of agricultural trade resulting from a given constella
tion of prices under the CAP; 

(iii) the impact of the policy on producer and user welfare; and 
(iv) an attempt to aggregate these various effects into an overall 

welfare measure. 

Whilst the budgetary transfers and the 'costs' under (i) and (ii) 
above can be calculated for the existing CAP, the measures under 
(iii) and (iv) require careful specification of alternative policies. 

Budget and Trade Etrects of the CAP 

Koester (1977) was one of the first to explain the misleading nature of 
calculating the cost of the CAP in budgetary terms only. He pointed 
out that the incidence of payments to and receipts from the EC 
budget by member countries through the mechanism of import levies 
and export refunds often had no relationship to the burden of the 
CAP on them. For each member country, he calculated a concept of 
national cost which compared the actual net budgetary contribution 
to FEOGA with the cost to that country of nationally financing its 
current support level. This choice of alternative policy was recog
nised to be arbitrary; it was however of great analytical convenience 
because it meant that domestic production and consumption did not 
change and so there was no need for controversial estimates of 
production, consumption and trade responses to changes in prices. 
The calculations were carried out for six commodities (barley, beef 
and veal, butter, skim milk powder, soft wheat and white sugar) for 
each of the years from 1971 to 1975 and for five member countries: 
France, Italy, the Netherlands, the UK and West Germany. 

The results of Koester's calculations are shown in Table 12.2. The 
sign convention in this analysis is a little confusing: for each country, 
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Table 12.2 National net transfer payments due to common organisation 
of agricultural markets, 1971-5 (in EUA) 

1971 1972 1973 1974 1975 

West Germany -247 -182 -182 -174 -30 
France 357 517 484 -454 -411 
Italy -265 35 -212 69 -203 
Netherlands -165 105 2 127 119 
United Kingdom n.a. n.a. -896 -55 188 

Note: n.a. = not available. 

Source: U. Koester (1977) 'The redistributional effects of the common 
agricultural financial system', European Review 0/ Agricultural Economics, 
vol. 4, p. 30. 

the calculations compare its contribution towards the overall 
FEOGA net deficit with the domestic cost of maintaining its existing 
agricultural support nationally, rather than supra-nationally. A posi
tive result thus indicates a country penalised by the common organi
sation of the market, and a negative result a country benefiting under 
the present system. Interpretation is made more difficult by the fact 
that in 1974 and 1975 world prices for some commodities (sugar and 
wheat) rose above the EC prices. Koester's own interpretation of 
these figures pointed to the benefits enjoyed by France, except for 
1975, and to the high costs suffered by the UK as a result of the 
common organisation of the market. 

Whilst Koester's numerical results presented some puzzles, he 
undoubtedly pointed in the right direction as far as the debate 
surrounding the costs of the CAP was concerned. He showed that it 
was necessary to focus on more than the simple incidence of budget
ary receipts and payments and that it was necessary to specify an 
alternative policy in order to estimate costs. The Cambridge Eco
nomic Poliey Group (CEPG) - see McFarquhar, Godley and Silvey 
(1977), Bacon et al. (1978) and CEPG (1979) - pursued these ideas 
further in aseries of calculations whieh, although focusing on the cost 
of the CAP to the UK, reported results for all member countries of 
the EC. Their contribution was to point out two components of cost: 
'net budget receipts' and 'net trade receipts'. Participation in the 
CAP involves acceptance not just of financial solidarity but also of 
common prices and EC preference. It means that EC members agree 
to trade agrieultural commodities internally at the (usually high) EC 
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Table 12.3 Net cash receipts and payments between EC members (in f 
million): CEPG and blancus 

Net budget Net trade receipts Total net 
receipts CEPG Blancus cash receipt 

Country 1979 1979 1976 1979 

United Kingdom -806 -317 ( -593) -1123 
West Germany -570 -101 ( -122) -671 
Italy -114 -532 ( -736) -646 
BelgiumILuxembourg +312 -156 ( -129) +156 
Ireland +254 +221 n.a. +475 
Holland +190 +441 ( +91) +631 
Denmark +329 +289 ( -14) +618 
France +114 +620 ( -272) +734 

Source: Cambridge Economic Policy Group (1979) 'Policies of the EEC', Cambridge 
Economic Policy Review, vol. 5, pp. 25-26; and U. Blancus (1978) 'The common 
agricultural policy and the balance of payments of the EEC member countries' , Banca 
Nazionale dei Lavoro Quarterly Review, vol. 5, no. 127, p. 369. 

support price levels and not at world market price levels. A full 
assessment of the national cost of the CAP should thus include both 
the budgetary ftows and thus the intra-EC food trade effect; the result 
may be called budget and trade effects. The CEPG calculations of 
these two effects made the same choice of comparator policy as 
Koester, that is, each country continued the same level of price 
support as under the CAP, but funded the support nationally. Also, 
in common with Koester, the CEPG focused their attention solelyon 
the balance-of-payments cost of the CAP. They made no attempt to 
assess the impact of the CAP on producers or consumers. 

The budget and trade calculations produced by the CEPG covered 
seven commodities (barley, beef, butter, cheese, maize, sugar and 
wheat) for the year 1979, and the results are shown in Table 12.3. 
The results show the large net costs of the CAP to Italy, the UK and 
West Germany, and the benefits being enjoyed by all the other 
members, particularly France. The fact that two of the net paymas
ters of the CAP, Italy and the UK, were amongst the poorest three 
countries in the EC enhanced the po li ti ca I significance of these 
results. Two qualifications should be made in interpreting these 
figures. First, in their allocation of budgetary costs amongst mem
bers, the CEPG appear to have included all budgetary expenditure, 
not just agricultural expenditure. The figures are thus inflated mea
sures of the cost of the CAP. Secondly, MCAs appear to have been 
double-counted by being included in both the budget and the trade 
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effects; again, the result is to enlarge the magnitude of the sum of 
these two effects. 

Blancus (1978) also drew attention to the trade effects of the CAP. 
His estimates covered all the CAP commodities for seven EC me m
bers (he did not inc1ude Ireland or Luxembourg) for each year from 
1970 to 1976. For comparison with the CEPG work, his 1976 figures 
are shown in parentheses in Table 12.3. Bearing in mind the different 
year, the wider commodity coverage in Blancus's figures and the 
qualifications to the CEPG analysis, the results are comparable at 
least in so far as pinpointing the gainers and losers is concerned. 

Given the political importance attached to the budget and trade 
costs of the CAP in the UK, it was not surprising to find the 
calculations being replicated in Whitehall. Rollo and Warwick, of
fici als at the Ministry of Agriculture, published their estimates of the 
budget and trade effects in 1979. Their analysis c10sely mirrored that 
of the CEPG, but avoided the double counting of MCAs and re
stricted the budgetary figures to items relevant to the CAP; they also 
inc1uded more commodity detail (they added eggs, pigmeat, poultry 
me at and rice to their calculations and disaggregated wheat into 
common and durum wheat). Rollo and Warwick provided interval 
estimates of the costs of the CAP to each member by calculating the 
trade effect under two assumptions about world prices, using import 
levies and then export restitutions to measure the difference between 
EC and world prices. The logic of this choice was that using import 
levies would provide a low estimate of world prices as importers 
would seek the lowest price sources, and export refunds would 
indicate the upper limit to world prices as EC officials (and exporters) 
would seek the highest prices available in world markets to minimise 
the cost of subsidising exports (and hence maximise profits). 

The results, as seen in Table 12.4, show that the net effect on the 
balance of payments measured using export refunds is smaller thail 
that based on variable levies for all countries except the UK. Also, 
the ranking of gainers and losers is the same using either measure, 
except that the UK is the largest loser when using export refunds. It 
might be expected that for the UK, the EC's largest net importer, 
levies are a better guide to the relevant world price than export 
refunds. Comparing the Rollo and Warwick results with those of the 
CEPG shows that the pattern of losers and gainers is almost the 
same. The exception is Belgium/Luxembourg, shown to benefit from 
the CAP in the CEPG calculations and to lose on the Rollo and 
Warwick estimates. However, the ranking and absoute magnitude of 
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each country's position is at variance in these studies. It is impossible 
to define the differences because of different commodity coverage, 
year of analysis and the precise data used. 

The four studies reviewed in this section permit no very detailed 
condusions about the magnitude of the budget and the trade costs of 
the CAP. It is dear that the size of this measure of cost is quite 
sensitive to the assumptions made, particularly the level of world 
prices, to the commodity coverage of the analysis and to the year 
chosen for analysis. 

Welfare Eft'ects of the CAP 

Although there is little doubt that estimates of the budget and trade 
effects of the CAP are considered of great political importance, there 
has been dissatisfaction with this measure of the costs of the CAP on 
two grounds. First, the alternative policy on which it is based, namely 
independent nationally-financed agricultural policies at existing price 
levels, is neither realistic nor desirable. Second, appraisal of the 
complex system of transfers which the CAP represents, by focusing 
only on the budget and trade effects, seems narrow. As the policy is 
designed to transfer income to producers, an appraisal of its effective
ness might be expected to focus at least some attention on producer 
benefits and on the corresponding consumer burdens. 

Morris (1980a), tried to accommodate these criticisms. He mea
sured the 'effect on resources' of the CAP for each member country 
for the year 1978. His study used the concept of economic surplus to 
represent the loss feIt by consumers and the gain experienced by 
producers when prices were supported at a high level compared to 
some lower level. There is some doubt in Morris's study as to the 
precise specification of the comparator policy and its implied prices. 
Whilst it appears that he made specific assumptions about the price 
levels each member country would apply if it no longer participated 
in the CAP, the numerical results appear to have been made on the 
assumption that the member states would adopt world prices (ad
justed) upon abandoning the CAP. 

The essence of Morris's calculations is that the effect on resouces 
for each country is defined as the sum of the consumer loss, producer 
gain and budgetary contribution arising out of the CAP as compared 
with a free market in agricultural products. Such calculations require 
assumptions ab out two potentially controversial factors: the appro
priate level of world prices and the response of producers and 
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consumers to changes in prices. The first of these was also required in 
calculations of budget and trade effects. However, as Buckwell 
(1985) argues, world prices are more problematic in cases where the 
EC net trade position is assumed to change. In such cases it is 
necessary to determine not just the existing appropriate level of 
world prices, but also how much these prices will be affected by 
changes in EC net exports. Measuring the responsiveness of produc
ers and consumers to imaginary large changes in each of the principal 
agricultural commodities of each of the member states and the rest of 
the world (treated as a single block) is no simple task. Considerable 
argument surrounds agricultural supply elasticities although there is 
less dispute about demand elasticities. Compounding the problem 
further is the fact that the situation to be analysed involves simulta
neous (but not equal) changes in all commodity prices. In principle 
this requires the use of complete matrices of own-price and cross
price effects, otherwise the simple, partial, own-price effects will 
grossly overstate the result of a change in prices. Morris assembled 
elasticities from whatever sources he could find, and in about half of 
the cases where he could find no information on elasticities he 
assumed the value of ±O.3. To circumvent the problem of general 
price change, he simply halved the raw estimates of producer and 
consumer effects where he suspected there were significant cross
price elasticities. 

Conceptually, measures of the overall welfare cost of the CAP 
incorporate the budgetary costs and the food-trade effect of intra-EC 
trade in agricultural products. However, by focusing on the internal 
transfers between producers, consumers and taxpayers, the total 
impact on the balance of payments is masked. 

Morris's results covered eight member countries (Luxembourg was 
excluded) and seventeen commodities for the year 1978. The results 
are summarised in Table 12.5. For the agricultural exporter, it is 
expected that the producer gain of high CAP prices would outweigh 
the consumer losses. The opposite is true for net imports. The results 
bear this out, except in the case of Belgium. Comparing countries, 
the magnitudes of consumer losses and producer gains are of the 
order of between three and ten times as great as the overall effect on 
resources. The budgetary effects are all shown to be positive in 
Morris's study. This is because the figures shown are the contribu
tions each country makes to the overall deficit on the FEOGA 
account. This is, of course, different from the net FEOGA expendi-
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Table 12.5 Costs of the CAP: Institute for Fiscal Studies, 1978 
(in f million) 

Consumer Producer Budgetary Effect on 
Country lossa gainb contribution resources 

West Germany 4598 4035 1177 -1740 
Italy 3413 2257 386 -1541 
United Kingdom 1787 1148 731 -1370 
France 3167 3642 761 286 
Belgium 725 680 226 271 
Ireland 175 408 32 + 201 
Netherlands 892 1403 305 + 206 
Denmark 291 713 117 + 324 
EC Total 15041 14286 3357 -4112 

Notes: a After allowing for subsidies. 
b Includes guidance section payments. 

Source: C. N. Morris (1980) 'The Common Agricultural Policy', Fiscal 
Studies, vol. 1, p. 28. 

tures used by the CEPG and by Rollo and Warwick. Table 12.5 is 
arranged in descending order of magnitude of the cost of the CAP. 
Thus, Germany, Italy and the UK are in the top three rows showing 
large, and not very different, net costs which result from the sum of 
consumer losses exceeding gains to producers and the budgetary 
eontributions. Franee and Belgium are losers by much smaller, and 
again rather similar, amounts. The cost in the case of Belgium arises 
in the same way as for the three large losers. For France, however, 
producer gains outweigh eonsumer losses,. but the net gain to pro
ducers is outweighed by the budgetary contribution eausing an overall 
net loss. In the other small agrieultural exporting countries, farmers 
gain more from the CAP than consumers lose, and they all make 
relatively small budgetary contributions. These eountries therefore 
benefit from the CAP. The last row of the table indicates the 
magnitude of the overall loss to the EC eaused by its agricultural 
poliey, and the very large and mostly offsetting flows between con
sumers and producers which are indueed by the high-priee regime. 

The Morris study has been widely quoted as the definitive work on 
the costs of the CAP, despite its rather crude estirnation of price 
response and its definition of free trade as the alternative policy to CAP. 
Buekwell et al. (1982) have sought to rectify these shortcomings. Before 
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discussing their results, it may be helpful to clarify the various 
categories of budgetary and economie costs of the CAP whieh have 
been identified. 

There are four categories of budgetary flows: export refunds; 
import levies; MCA subsidies; and taxes and all other producer and 
consumer subsidies and taxes. For each country these items may be 
summed netting receipts from FEOGA against payments to FEOGA 
to arrive at the net FEOGA expenditure. Buckwell et al. argue that 
this item is likely to be positive if a country is a net exporter and 
negative if a net importer. If these net expenditures are summed over 
all member countries, the result is the EC total net FEOGA expendi
ture which has to be financed from non-agricultural customs duties 
and VAT-based contributions. Applying each country's share of such 
contributions to the total net FEOGA expenditure yields each country's 
agricultural budget contribution. This item will be positive for 
each country. Summing the net FEOGA expenditure and the agricul
tural budget contribution yields the balance o[ FEOGA payments. 

To find the complete balance of agricultural payments impact of the 
CAP, the balance of trade in CAP commodities is added to the 
balance of FEOGA payments. In calculating the balance of agricul
tural trade, extra-EC trade is valued at world, or threshold, priees 
and intra-EC trade at the common EC price level. This is important 
in order to avoid double counting of import levies, export subsidies 
and MCAs. An alternative summary of the payments position is to 
add the preferential trade effect (or food trade effect, as it was called 
by the CEPG) to the balance of FEOGA payments to find the budget 
and trade effects. 

The other way of accounting for the flows arising out of the CAP is 
to calculate the producer surplus effects, consumer surplus effects 
and the agricultural budget contribution which, in this context, could 
be called the taxpayer effect. Buckwell et al. claim that summing 
these three allows a measure of overall welfare. The relationship 
between these various items is shown schematically in Figure 12.2 
The items (1) to (14) can all be calculated either for a single poliey 
situation or for a change in policy by comparing the item before and 
after the change. The welfare items (15), (16) and (18) can only be 
calculated by comparing pairs of policy situations. 

Buckwell et al. (1982) chose four policy alternatives to illustrate a 
range of costs of the CAP as it existed in 1980. These ranged from the 
marginal change in policy exemplified by the package of price and 
agrimonetary changes agreed at the spring price review of 1980 to the 
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A. Budgetary transfers for each country 
(1) Export refunds 
(2) Import levies 
(3) MCA taxes and subsidies 
(4) Other producer and consumer subsidies and taxes 
(5) Sum (1 to 4): Net FEOGA expenditure 
(6) Sum (5) over all countries: EC total net F EOGA expenditure 
(7) a(6)a: each country's agricultural budget contribution 

B. Agricu/tura/ trade flows for each country 
(8) Export receipts 
(9) Import payments 

(10) Sum (8 and 9): balance of agricultural trade 

C. Frontier ba/ances of interest to each country 
(11) Sum (7 and 5): balance of F EOGA payments 
(12) Sum (10 and 11): balance of agricultural payments 
(13) Preferential trade effect 
(14) Sum (11 and 13): budget and trade effect 

D. Welfare effects 
(15) Producer surplus 
(16) Consumer surplus 
(17) = (7) Taxpayer effect 
(18) Sum (15 to 17): overall welfare effect 

Figure 12.2 Transfers arising out of the CAP 

275 

Note: * adenotes an individual eountry's share of total V AT in the 
EC budget, representing the marginal eomponent of the EC budget. 

Source: A. E. Buekwell (1985) 'The eosts of the Common Agricultural 
Poliey', in A. M. El-Agraa (ed.), The Economics ofthe European 
Community (Oxford: Philip Allan), p. 195. 

drastic switch to free trade with the rest of the world. This latter 
policy was justified as it is often used as the economists' benchmark 
and also to provide comparison with earlier work (the study by 
Morris). Intermediate policies examined were: the elimination of 
MCAs by the alignment of Green currencies and hence the harmon
isation of support prices throughout the EC; and the incorporation of 
price changes sufficient to bring about EC self-sufficiency in CAP 
products. 

The analysis of these four policies was conducted using a sixteen
commodity (barley, beef, butter, eggs, cheese, common wheat, 
cream and condensed milk, durum wheat, maize, oats, pig meat, 
poultry meat, rye and maslin, skim milk powder, sugar beet and 
veal), eight-country (the EC of nine as in 1980 but with Belgium and 
Luxembourg aggregated together) model for the 1980-81 crop year 
(the data base was in fact a projected data set using the most recent 
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information available at the time). The technique used was a conven
tional partial-equilibrium, comparative static analysis. Long-run pro
duction and utilisation (rather than consumption due to using farm 
gate production and prices) elasticities including significant cross
price effects were assembled from published work and, where there 
were gaps, assembled judgementally. Export demand and import 
supply schedules for the rest of the world were derived in a similar 
fashion. As with previous studies, it was assumed that surpluses were 
disposed of solely through subsidised exports, i.e. no provision was 
made in the calculations for intertemporal decisions involving stor
age. Some attempt was made to avoid the double counting of pro
ducer effects where supported products were themselves factors of 
production, e.g. for grain feed. The treatment of intra-EC trade was 
crude: changes in the net trade position of countries were distributed 
according to rules of thumb involving the concepts of nearest neigh
bours, tradition al suppliers and proportional change. 

Buckwell et al (1982) provide estimates of all eighteen aspects of 
costs (as summarised in Figure 12.2) analysed for the base (1980) 
period and the long-run effects of the four alternative policies. The 
costs were presented for the EC as a whole and analysed by country 
and by commodity. Table 12.6 summarises the welfare effects of the 
four policy changes for each of the member countries. 

To help with the interpretation of the figures in Table 12.6, it may 
be useful to learn wh at implied average price changes were involved 
in each of the four alternative policies: the 1980 price package 
involved areal price cut of 4.3 per cent (slightly less for Belgium and 
the Netherlands and slightly more for Belgium and Denmark); price 
harmonisation at the then common price levels involved an average 
real price cut of 2.9 per cent, ranging from a rise of 1.3 per cent in 
Ireland to a cut of 9.8 per cent in West Germany; EC self-sufficiency 
involved a 13.5 per cent average real price cut; and free trade 
required, on average, a 31.9 per cent price cut. 

The authors described their results as folIows: 

The 1980 price package represented a fall in real support prices for 
most CAP commodities. However, in the inftationary conditions of 
that year, the absence of such an agreement, and the continuation 
of the previous year's price levels, would have resulted in an even 
steeper real price decline. The cost of this alternative against that 
of the CAP as it stood in 1980 is therefore measurable by the 
changes that would have taken place in the absence of the 1980 
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agreement. The results [in section I of Table 12.6] show a differ
ence of nearly 3,000 million EVA in the welfare of producers and 
about 2,500 million EVA in that of consumers. Through increased 
contributions to the EC budget the agreement is estimated to have 
cost taxpayers an extra 2,200 million EVA. Adding together these 
three amounts, the overall effect of the 1980 price package is 
estimated at about 1,900 million EVA, two-fifths of which is 
experienced by Germany. Ireland and Denmark are the main 
exceptions to the general pattern, although the amounts involved 
are small compared to the effects on the larger countries, while the 
effect of the package on the Netherlands is almost neutraL 

The effects of harmonising prices to the common production
weighted average price within the EC depend on the pattern of the 
green exchange rates and MCAs which such a move would eliminate. 
In the circumstances of mid-1980, the overall effect [as shown in 
Section II of Table 12.6] is a net loss to producers and a gain to 
consumers of 2,10~2,200 million EVA. A taxpayer gain of 1,200 
million EVA results in a significant positive effect of 1,400 million 
EVA, mainly through adjustments in Germany and the VK. These 
results differ somewhat from earlier studies . . . of harmonisation 
proposals on account of the substantial alternations in exchange rates 
which took place during 1979 and 1980. However, one conclusion 
reached by earlier researchers is reinforced, namely, that movement 
to truly common prices is likely to eam neither political nor economic 
endorsement, without regard to the level of those common prices 
relative to existing national levels. 

Whilst the target of exact EC self-sufficiency has little to com
mend it from a theoretical point of view . . . the effect of such a 
policy change, given the current surplus production in the EC, is at 
least of interest in terms of its potential effect on the budget. 
Self-sufficiency in products currently in surplus eliminates the 
disposal cost to the taxpayer, a cost which in 1980 amounted to a 
net 5,600 million EVA. Such a policy would therefore go a long 
way to easing, if not removing, the current crisis in the EC [as 
shown in section III of Table 12.6]. However, this is achieved only 
at the considerable cost of nearly 10,000 million EVA to pro
ducers. Consumers would gain by 7,200 million EVA if the policy 
objective were achieved by a cut in agricultural product prices, as 
is assumed here. If, however, the objective were to be pursued by 
producer co-responsibility levies (taxes), then consumers would be 
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unaffected and, in essence, most ofthe gain shown here as accruing 
to consumers would, through the levy receipts, accrue to taxpayers 
instead. The loss suffered by producers would remain unchanged. 
The overall benefit to the EC of eliminating surpluses is estimated 
at over 3,000 million EVA. 

The 'academic' policy option of a free market shows a net gain of 
11,000 million EVA to the EC as a whole and proportionate gains 
to all countries except the three 'specialist' exporters, the Nether
lands, Ireland and Denmark. These net gains are, of course, 
achieved at substantial expense to farmers. It is this fact which, 
above all others, is the most obvious reason why a policy change 
which would involve substantial reductions in the transfers gener
ated by the CAP is not politically acceptable, despite the direct and 
obvious savings to taxpayers of some 11,000 million EVA of scarce 
public funds. While these values are of theoretical interest, realistic 
discussion of policy change requires more restricted analysis. 
(Buckwell et al., 1982, pp. 167-70) 

With the single exception.of the estimates of the 'cost' of a policy of 
price harmonisation by Buckwell et al. (1982), all the studies re
viewed so far show that changes in the CAP improve the welfare of 
some member states whilst imposing burdens on other members. 
Even the move to free trade impoverishes Denmark, Ireland and the 
Netherlands (as shown by both the Morris and Buckwell et al. 
studies). This might be considered sufficient explanation of the diffi
culty of finding changes in the CAP which are acceptable to all 
member states. However, the confticts of interest are seen even more 
clearly when the transfers between producers, consumers (or users) 
and taxpayers are examined on aper capita or per farm basis. 

A GENERAL EQVILIBRIVM ESTIMATE 

Stoeckel (1985) and Breckling et al. (1987) made estimates using a 
simplified general equilibrium approach. Since the Breckling et al. 
study was a more sophisticated version of the Stoeckel work, this 
section is devoted to this later attempt; Stoeckel himself was a joint 
author of the Breckling et al. study. 

The study commenced by stressing the three major problems 
facing the EC: 
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(i) the excessive surpluses created by the CAP in most (?) agricul
tural products necessitating huge restitution costs to enable their 
disposal on the international market; 

(ii) the high level of unemployment wh ich in 1987 reached about 11 
per cent of the totallabour force; and 

(iii) the declining competitiveness of the EC manufacturing sector -
the share of the EC in OECD exports of equipment goods 
having declined by more than 25 per cent since 1964 and its 
imports share having risen by more than the same percentage; it 
is the traditional industries that have lagged behind while the 
new technology industries and products with high growth in 
demand are lacking. 

The authors correctly believed that these problems were interrelated, 
hence their employment of a general equilibrium approach. They 
conceded that the causes were numerous and complex but they were 
certain that the CAP 'has contributed significantly to the EC's rela
tive economic malaise' (Breckling et al. 1987, p. 2). 

The model specified a general equilibrium structure for each of the 
largest four EC economies and estimated the effects of protecting the 
agricultural and food processing sectors on the rest of the economies 
in terms of exports, factor markets and total unemployment. The 
four economies accounted in 1982 for 86 per cent of the GDP of the 
EC; hence they were fairly representative of the EC as a whole. They 
were, in ranking order: West Germany (28 per cent), France (23 per 
cent), the UK (19 per cent) and Italy (16 per cent). The reason for 
concentrating on these four was simplicity. 

Each of these countries had large services and manufacturing 
sectors, representing ab out 55 and 25 per cent of their respective 
GDPs. Agriculture accounted for a small percentage of GDP, rang
ing from 2 per cent in the UK and West Germany to 6 per cent in 
Italy. Also, the food processing sector (which was subject to CAP 
support) represented about 4-6 per cent of the GDP of these 
countries. About 26 per cent of the agricultural production of the 
EC came from France, about 21 per cent from Italy, 17 per cent 
from West Germany and about 12 per cent from the UK. 

A basic feature of EC agriculture was the co-existence of sm all and 
large scale farm enterprises. Within the EC of ten, large scale farms 
represented about 10 per cent of the total number of farm enterprises 
but accounted for 40 per cent of total agricultural output. The large 
scale farms were mostly (in ranking order) in the UK, West Germany 
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and France - see EI-Agraa (1985b). It was always recognised that, on 
the whole, the large scale farms tended to be more capital intensive 
relative to the small scale ones. 

The authors believed that the least controversial explanation for 
the high level of unemployment in the EC and its sharp rate of 
increase in the UK between 1975 and 1982 was rigidity of real wages. 
This belief was based on the study by Klau and Mittelstädt (1986) 
which showed the UK, France and Italy to have the highest real wage 
rigidities of all the members of the OECD. The same study showed 
West Germany to have a low level of real wage rigidity despite 
narrow wage differentials reftecting minimum wage legislation and 
cost-of-living adjustments. 

The formal model incorporated all these features. It was based on 
a linearised Samuelson-Heckscher-Ohlin general equilibrium frame
work first advanced by Woodland (1982) and adapted for the EC by 
Stoeckel (1985); the present study extended it to a multi-country 
representation of the EC. 

As indicated before, the EC was represented by its four major 
producers. For each of these, four production sectors were distin
guished, reftecting the authors' focus on the CAP: agriculture, being 
the supplier of the products and the main recipient of financial 
support; food processing, being an intensive user of agricultural 
inputs and the second major recipient of financial support; manufac
turing, being representative of all other tradable goods; and services, 
being the labour intensive and mostly non-traded goods sector. Also, 
the agricultural sector was disaggregated into small and large scale 
farm enterprises. The main instruments used in the approach to 
reftect CAP support were production subsidies, export restitutions, 
variable levies and the V AT tranche forming an own resource of the 
EC budget. 

The authors felt that agriculture warranted special treatment, 
given the study's focus on it. A common agricultural sector , encom
passing the four EC countries, was specified, and the agricultural 
products of these countries were treated as a single homogeneous 
product, which was exported, in aggregate, to the outside world. 
However, non-agricultural commodities produced. in the EC were 
assumed to be not only exported to the rest of the world but also to 
other members of the EC. Except for the composite agricultural 
product, all EC commodities were distinguished by both country of 
origin and destination. All four countries were assumed to import 
both agricultural and non-agricultural commodities from the outside 
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world. Also, each of the four countries was seen to be large enough 
to influence the world price of its traded goods. 

Each industry was assumed to use domestic and imported inter
mediate imports as well as primary factors in the production process. 
The model incorporated four factors of production: capital, labour 
and land used in both the agricultural sub-sectors, and land specific to 
the large farms. All factors other than labour were assumed to be 
fully employed, while labour could be either so or unemployed. Both 
capital and labour were assumed to be mobile domestically but 
immobile within the EC, in spite of the economic union!common 
market nature of the EC. 

All factor endowments were assumed to be determined exogen
ously, implying, for the capital stock, that sectoral investment could 
take place only through the reallocation of capital (other than large 
scale land) amongst the sectors, i.e. at the margin, capital was 
'malleable and ... usable' by all sectors. Another implication was 
that all commodities were used in current production and could not 
be reproduced. 

The main behavioural assumptions were: producers minimise costs 
subject to technological constraints, with each sector producing a 
single product; there was a single consumer in each country maximis
ing utility subject to a budget constraint; perfect competition ensured 
that all factors, except labour, received their marginal products and 
were fully employed; and Walras' law applied with results being 
independent of the choice of reference price - this being the con
sumer price index for each country, hence only 'real' changes took 
place with movements in real income acting as a welfare indicator . 

The basic model was non-linear. The solution procedure involved 
first linearising it using logarithmic differentiation. The resulting 
elasticity version was then solved by matrix inversion. The linear 
approximation is valid for the estimation of small changes in the 
endogenous variables from exogenous stimuli, but due to the large 
exogenous changes in the export restitutions and import levies, the 
authors conceded that the linearisation errors were substantial, par
ticularly in the case of trade parameters. 

Given the Samuelson-Heckscher-Ohlin nature of the method
ology employed, the authors' (Breckling et al., 1987, p. 11) expectation 
with regard to the CAP (agricultural protectionism) was that it would 
have adverse effects on the other traded goods sectors and the 
economy as a whole by: 
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(i) distorting the pattern of trade through agricultural import taxes 
(export taxes on non-agricultural goods) and agricultural export 
subsidies (import sub si dies on non-agricultural goods); 

(ii) worsening the terms of trade for the EC, thus reducing EC 
welfare; 

(iii) increasing unemployment in the relatively labour intensive in
dustries, given the assumption of real wage rigidities; and 

(iv) promoting research into and investment in relatively inefficient 
industries. 

The aim of the study was to establish the magnitude of each of 
these expected effects. The results were obtained through simulation. 
1979 was chosen as the base year for calculating the impact of CAP 
support, modelled as exogenous shocks, on me mb er countries since it 
was the year when the own resources system for financing the EC 
budget was formally phased-in. The full absorption time for such 
shocks was thought to be typically a five-year period; thus the authors 
interpreted the results as changes covering the period 1979-83. 

The data base was the Standard Input-Output Tables of ECE 
Countries for Years around 1975 (UN, 1982) augmented by trade 
shares obtained from OECD trade tapes used in their INTERLINK 
Model (OECD, 1983). Unemployment figures were obtained from 
OECD country-specific statistics for 1979 (OECD, 1985). The ratio 
of unemployment benefit to employment wage was set at 0.5 in the 
four EC nations, and real wages were assumed to be fixed. The 
input-output shares of the agricultural sub-sector were derived from 
the Farm Accountancy Data Network (Eurostat, 1982) since their 
preliminary tables for 1986 suggested no change from their 1975 
calculations. 

Behavioural elasticities were taken from Whalley (1985), Stern, 
Francis and Schumacker (1976) and Deaton and Muellbauer (1980b); 
these are given in Table 12.7. The authors claimed that although the 
calculations may have varied considerably, 'a preliminary sensitivity 
analysis has indicated that, except on the trade side, the results are 
fairly robust and that the effect on the economy is negligible' (Breck
ling et al., 1987, p. 22). 

The CAP support was modelled by four exogenous shocks: 

(i) a 12.32 per cent agricultural production subsidy; 
(ii) 80 per cent sub si dies on all agricultural and food processing 

products exported to the rest of the world; 
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Table 12.7 Behavioural elasticities 

Description 

Production and consumption substitution elasticities (CES) 
Between dornestic and irnported goods and prirnary factors 

for an countries 

Between irnported goods and dornestic goods for an 
countries 

Consumer income elasticities 
Agricultural products for an countries 
Food processing products for an countries 
Manufacturing products for an countries 
Service sector products( a) 
- Gerrnany, FR 
- France 
- United Kingdorn 
-Italy 

Export price elasticities of demand by rest of world 
Agricultural and agrifood products for an countries 
Manufacturing products for an countries 
Service sector products for an countries 

Import price elasticities of supply by rest of world 
Agricultural and agrifood products for an countries 
Manufacturing products for an countries 
Service sector products for an countries 

Elasticity 

0.8 

2.0 

0.2 
0.4 
0.8 

1.18 
1.17 
1.17 
1.23 

2.0 
1.0 
4.0 

2.0 
4.0 
5.0 

Notes: (a) These settings ensure that the weighted surn of expenditure 
elasticities is unity in each country. 

Leisure dernand (unernployrnent supply) elasticity for an countries was set 
to 1.0. 

Source: J. Breckling et al. (1987) Effects of EC Agricultural Policies: a 
General Equilibrium Approach (Canberra: Bureau of Agricultural Re
search), p. 23. 

(iii) 40 per cent import levies on all agricultural and food processing 
products imported from the rest of the world; and 

(iv) a 0.75 per cent VAT tax on all consumer goods in the EC 
countries. 

The sizes of these shocks were chosen by reference to the FEOGA 
accounts. All storage costs were treated as implicit export subsidies 
and production aids were regarded as implicit production subsidies. 
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The precise value of the agricultural production subsidy was selected 
to guarantee that the EC budget constraint was met. Note that the 
measurement of these shocks assumed a distortion-free base in 1979, 
i.e. 1979 was the year of equilibrium. 

On the expectation that CAP support may have promoted invest
ment in agricultural research and development (by assumption, to 
the advantage of large, capital intensive farms), two shocks were 
used to capture this effect: 

(i) a 5 per cent increase in total factor productivity on large farms; 
and 

(ii) a 5 per cent decrease in total factor productivity on small farms. 

Finally, the simulations were carried out on the assumptions that 
the MCAs and national government supports were held constant. 

The simulation results, given in Table 12.8, indicated the follow
ing: 

(i) The agricultural production subsidy and the V AT tax necessary 
to finance agricultural support were more important instru
ments than the border measures. 

(ii) EC agricultural production increased by 18 per cent, mainly 
due to the production subsidy. Output grew fastest in the UK 
(about 54 per cent), and least in Italy (about 7 per cent) with 
West Germany's growing by about 20 per cent and France's by 
about 12 per cent. Since the average growth rate for the EC was 
just under 20 per cent, the British and West German agricul
tural enterprises increased their share of total EC production. 

(iii) The increase in agricultural production was associated with 
price rises for the factors used most intensively in agriculture, 
especially land. These increased land costs favoured the 
countries least intensive in the use of land, i.e. the UKand 
West Germany. 

(iv) Given the assumptions made about technology, it was not 
surprising to discover that the large farms were the main 
beneficiaries. Indeed, output growth on sm all farms actually 
declined by about 35 per cent in the UK and remained almost 
constant in the rest of the EC. 

(v) The food processing sector expanded, on average, by about 10 
per cent throughout the EC. Most of this growth was attributed 
to the 80 per cent export subsidy, since the export sector 
accounted for 10 per cent total demand. The differences in 
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Table 12.8 Country-specific simulation results (Percentage change in 
variable) 

Germany United 
Variable FR France Kingdom Italy 

(%) (%) (%) (%) 

Gross output 
Agriculture - small farms -1.1 0.3 -35.4 -1.2 

- large farms 51.2 27.0 98.5 29.3 
- total 20.2 11.7 53.7 6.8 

Food processing 8.0 13.7 15.9 5.1 
Manufacturing -1.4 -1.9 -2.5 -1.1 
Services -1.3 -0.6 -3.1 -0.7 

Producer prices 
Agriculture -2.6 -4.6 -3.8 -2.9 
Food processing 0.2 -2.0 1.3 -0.9 
Manufacturing -0.5 -0.7 -0.4 -0.6 
Services -0.3 -0.2 0.3 -0.4 

Domestic consumer demand 
Agriculture 11.1 6.0 7.8 3.2 
Food processing 0.9 2.9 1.6 1.6 
Manufacturing -0.8 -0.2 -2.0 -0.1 
Services -0.6 0.4 -1.5 0.2 

Primary factor returns 
Labour 0.0 0.0 0.0 0.0 
Capital -0.5 0.4 1.7 -0.3 
General land 17.6 11.7 14.0 9.5 
Large scale land 72.5 40.2 130.4 44.8 

Labour movement 
Employment -0.9 -0.4 -1.8 -0.6 
Unemployment 7.8 3.4 16.0 5.2 

Exports to rest of world 
Food processing 149.9 150.2 145.3 151.5 
Manufacturing -4.4 -6.2 -5.7 -4.6 
Services -18.3 -26.7 -25.4 -19.4 

Imports from rest of world 
Agriculture -32.1 -34.0 -26.8 -33.6 
Food processing -33.1 -32.4 -28.4 -33.3 
Manufacturing 5.1 7.3 5.8 5.4 
Services 6.2 9.0 0.0 6.0 

Real income -0.1 0.8 -0.6 0.4 
Exchange rate 4.9 6.9 6.1 5.2 
Terms of trade -0.4 1.9 -0.5 0.2 

Note: All price changes are relative to the consumer price index in each 
country. 

Source: J. Breckling et al. (1987) Effects of EC Agricultural Policies: a 
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General Equilibrium Approach (Canberra: Bureau of Agricultural Re
search), p. 14. 

growth rates in the EC countries were attributed to their 
different export shares. 

(vi) The manufacturing and services sectors contracted by about 1 
per cent in each country, except in France where manufactur
ing declined by about 2 per cent and the UK where manufac
turing declined by 2.5 per cent and services by 3.1 per cent. 
However, except for the UK, manufacturing was more ad
versely affected relative to the services sector , a situation which 
was to be expected since in this model agricultural protection 
resulted in an appreciation of the real exchange rates, which 
depressed exports; this was not so in the case of services since 
they were, by assumption, non-traded, but this left unexplained 
the UK reverse position. 

(vii) As expected, unemployment increased throughout the EC, 
given the assumption of rigid real wages and the fact that the 
declining non-agricuhural sectors were relatively intensive em
ployers of labour. Calculations showed that the unemployment 
rate would become higher than in the absence of the CAP by 
1.8 per cent (450000 fewer persons employed) in the UK, 0.9 
per cent (220000 fewer persons employed) in West Germany, 
0.6 per cent (110 000 fewer persons employed) in Italy and 0.4 
per cent (80 000 fewer persons employed) in France. The 
rationale for greater job losses in the UK and West Germany 
was attributed to the lower contraction rate in the non
agricultural sectors of France and Italy, implying that jobs in 
the UK and West Germany were being lost in favour of France 
and Italy, reflecting the fact that labour was assumed to be 
immobile between members of the EC. It should not come as a 
surprise to learn that the relative effect of the CAP on unem
ployment followed an almost identical pattern to that in the 
non-agricultural sectors. 

(viii) The CAP was found to create substantial changes in the pattern 
of consumer expenditure. For instance, consumer demand for 
locally produced manufactured goods declined in all four 
countries in the sampie, particularly so in the case of the UK. 
Also, the demand for services contracted in the UK (1.5 per 
cent) and West Germany (0.6 per cent), but marginally increased 
in France and Italy. 
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Table 12.9 Aggregate EC simulation results for agriculture (Percentage 
change in variable) 

Variable 

Gross output 

Producer price 

Exports to rest of world 

Change 
(%) 

+18.3 

-2.3 

+155.4 

Source: J. Breckling et al. (1987) Effects 0/ EC Agricultural Policies: a 
General Equilibrium Approach (Canberra: Bureau of Agricultural Re
search), p. 15. 

(ix) Exports of both processed and unprocessed products by the EC 
to the rest of the world rose by about 150 per cent - see also Table 
12.9. This largely reflected the size of the export subsidy, and the 
authors claimed that this result was consistent with 'the evidence 
of massive surplus production' (Breckling et al., 1987, p. 15). On 
the whole, the EC exports of manufactures and services declined 
by about 5 per cent and 23 per cent respectively. On average, 
intra-EC trade in processed agricultural products increased by 
about 7 per cent. The terms of trade worsened for the UK and 
West Gerrnany, were almost unchanged for Italy and improved 
for France by about 2 per cent. 

(x) As Table 12.10 shows, the simulations suggested that France was 
the main beneficiary from EC budgetary transfers by 8 per cent of 
its gross export income. The loss by the UK and West Gerrnany is 
attributed to their relatively small agricultural sectors. 

Conclusion 

This approach is to be applauded since economists should be interested 
in the total economy-wide effects of any protectionist policy. Moreover, 
the approach improves on the five areas identified by Stoeckel (1985) to 
require more attention: the need to incorporate an agricultural sector , 
to specify a multi-country framework, to model explicitly the transfers 
within and between countries, to model a heterogeneous agricultural 
sector where just over 10 per cent of farms produce almost half the total 
output and to specify labour market rigidities in an acceptable model of 
unemployment. 
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Table 12.10 Intra-EC transfers (Percentage change in total export value 
prior to exogenous shock) 

Germany United 
Variable FR France Kingdom 1taly 

(%) (%) (%) (%) 

Value of exports -1.9 -2.4 -0.4 -4.8 
Value of imports -1.0 +0.6 -0.8 -0.8 
Consumption tax 3.3 4.1 3.2 3.8 
Production subsidy 4.2 7.1 2.8 7.8 
Import tariffs on agriculture 2.7 0.6 2.3 0.8 
Import tariffs on food processing 2.3 2.0 4.3 2.6 
Agricultural export subsidy -1.0 4.2 0.0 0.3 
Agrifood export subsidy 1.6 3.4 2.6 0.8 

Net transfers -3.5 8.0 -4.4 1.7 

Source: J. Breckling et al. (1987) Effects o[ EC Agricultural Policies: a 
General Equilibrium Approach (Canberra: Bureau of Agricultural Re
search), p. 16. 

However, both the model specification and some of the assumptions 
employed here leave a lot to be desired. Theoretically, the model is 
inappropriate for dealing with large changes, as is the case with the 
CAP. Tbe authors concede this point and are presently working on an 
improvement of the solution procedure in order to remove the linearisa
tion error, but until those errors are eliminated, one should not have 
much faith in their preliminary results. 

This point is reinforced when one carefully examines the assumptions 
built into the model. First, factors of production are not allowed to 
move across the borders of the EC. Of course, factor mobility has not 
been enhanced to any substantial extent by the formation of the EC, but 
there is evidence to suggest that some labour mobility does take place, 
and substantial amounts of capital and technology do move about 
within the EC - see Mayes in EI-Agraa (1985). Second, large farms are 
not only intensive in their use of capital but also have access to land not 
available to small farms, the implication being that al/large farms are 
more efficient than small farms. Tbere is much evidence to suggest that 
some small farms are more efficient than large farms, depending on the 
agricultural product under consideraton. Tbis takes one to the third 
point: because all agricultural products are counted as one aggregate, 
no such disaggregation is possible, hence this reality is completely 
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ignored in the calculations. Related to this is another point: in the EC, 
surpluses have been confined to certain products only, mainly milk and 
wine, and occasionally other products, but because there is no room for 
disaggregation, the estimates of this model suggest surpluses all round -
the authors, realising this result, began by claiming that there have been 
surpluses in most agricultural products; there are no statistics to support 
such a claim. Also, and more importantly, a model which incorporates 
such assumptions is bound to produce the sort of results obtained, i.e. 
the model has been specified in such a manner as to produce these 
results; therefore both the formulation of the model and its application 
leave one unmoved. However, this should not diminish the need for a 
general equlibrium approach. 



13 Estimating the Effects of 
Integration on the Terms 
of Trade 

Petith (1977), utilising an extended theoretical structure of Mundell's 
(1964) framework, attempted an empirical evaluation of the terms of 
trade (tlt) effects of European economic integration. He concluded that 
the tlt gains seemed likely to have been one of the major effects of the 
creation of BENELUX, the EC and EFTA. 

THE THEORETICAL FRAMEWORK 

Mundell's (1964) model comprised three countries and three commodi
ties. Each nation was assumed to consume all three commodities but to 
produce only one of them and at a fixed level of output. 

The formal framework consisted of the market clearing conditions for 
the three commodities. Denoting both countries and commodities by 
the numbers 1-3, it was assumed that each country produced the 
commodity bearing its number. Pi was assumed to be the world price 
of commodity i and D~ and S~ the respective demand for and supply 
of it in country k (S~ = 0 for k =1= i). Furthermore, tik for k =1= i was 
assumed to be country k's tariff on imports of commodity i, and tik for 
k= i to be unity plus the subsidy paid by country k. Assuming that 
countries 1 and 2 were partners in a customs union (CU), the market 
clearing equations were shown to be: 

D}(P1 , P2 , P3 , t}, t~, tD + Di(P1 , P2 , P3 , t~, t;, tD 
+ D~(PJ) P2 , P3) = S}, (la) 

D~(Pl' P2 , P3 , t}, tL tD + D~(Pl' P2 , P3' t~, t;, ti) 
+ D~(PJ) P2 , P3) = Si, (lb) 

D~(PJ) P2 , P3 , t~, t~, tD + D~(Pl' P2 , P3 , t~, t;, ti) 
+ D~(PJ) P2 , P3 ) = S~. (lc) 

These equations are zero homogenous in all prices as weIl as in all 
tariffs and subsidies. After differentiating the equations totaIly, one 
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can set the change in a given selected price equal to zero and then use 
any two of the differentiated equations to solve for the relative 
changes in the other prices. This was the method employed in a 
number of proofs in the Petith article. 

Petith assumed that the demand functions exhibited the property 
of gross substitution with respect to both prices and tariffs, i.e.: 

iJD7/iJdPj ~ 0 as i ~ j and iJ D}liJdtt ~ 0 
• -4= . 

as l = J. 

He pointed out that the two CU partners could be described as 
similar when the following conditions held: 

D~ == D;' ) i = 1 ~ i' = 2 ) 
where i = 2 ~ i' = 1 and S~ = S~ 

~ == D~. i = 3 ~ i' = 1 

For example, the meaning of similarity was that the demand function 
for a partner country for the other partner's commodity was identical 
with the latter's demand for the former's product. 

When the partner countries are similar in the sense just described 
and also have similar tariff structures such that t~ = t; and ti = ti, the 
solution to equations (la)-(lc) takes a very simple form. Here, the 
order in which the arguments appear implies that the system made up 
of equations (la) and (lc) is identical with that composed of equa
tions (lb) and (lc), except that the arguments relating to commodity 
1 have been interchanged with those regarding commodity 2. Hence, 
if PI = a, P2 = b is an outcome, it follows that PI = b, P2 = a must 
also be an outcome. Assuming uniqueness, this suggests that the 
solution has the property PI = P2 • 

Now assume that countries 1 and 2 form a CU and that the tariffs in 
the two countries prior to the CU were identical. Then consider the 
following three cases: 

(1) Assume that the demand functions have the property of gross 
substitution for both prices and tariffs. Given equal initial tariffs, 
it can be presumed that the prices of the commodities of both 
partners will rise to the same extent relative to the price for the 
rest of the world (3), i.e. iJPI = iJP2 > 0, iJP3 = O. 

The proof of this presumption is simple. Assume that the CU 
partners are similar and that iJP3 = O. The tariff changes, 
iJt~ = iJt; == iJt < 0, indicate that the tariff structures are similar 
both before and after the changes. The CU partners' similarity 
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then implies that oP1 = oPz == oP. Differentiating equation (le) 
gives 

Z 3 k 2 

[ ~ ~ oD3 ] oP = _ [OD~ +~] ot 
~ ~ oP· ot~ aff ' 
j=l k=l } 

whieh, by gross substitutes, implies that oP > 0 and vindicates 
the result. 

The formation of the CU has implications for the tariff 
changes. The CU will result in the abolition (or gradual disman
tling) of tariffs on goods traded between the partners. Moreover, 
when the partners' tariffs are initially unequal, they will have to 
be equalised after the formation of the CU in order to aehieve a 
common external tariff (CET). Petith assumed that the CETwill 
be halfway between the two initial tariffs (p. 264), Le. a lowering 
of the higher tariff by an equal amount as the raising of the lower 
tariff. This leads to the following result: 

(2) Assume that the demand functions have the property of gross 
substitution for prices, tariffs and subsidies. If the tariff of country 
1 is initially the lower tariff, there is a presumption that the price of 
its commodity will rise relative to both of the other two goods. The 
proof of this is also simple. 

Petith found it eonvenient to ealculate the effeets of the tariff 
changes in two steps. In the first step, the partners get their tariffs 
to the common level, i.e. dt~ = dt~ = - dti = - dti == dt> o. 
Given the zero homogeneity of the demand funetions this is 
equivalent to minus dti = dti == dt. To see the effect of this, one 
needs to differentiate equations (la)-(lc) and hold dP3 = 0 to 
get: 

2 3 0'; L [L I ] oP· = [oDI - ODf]ot 
j=l k=l oPj } om oti 

(i = 1,2,3). 

Since gross substitutes apply to subsidies, the term in brackets on 
the right is negative for i = 1 and positive for i = 2. Similarity 
and the fact that it is being evaluated at PI = Pz indicate that it is 
zero for i = 3. The equations i = 1 and i = 3 show that oPI > 0 
while those for i = 2 and i = 3 indicate that oPz < O. When each 
partner lowers its tariff on imports from its partner, (1) shows that 
the outcome is oPl = oPz > O. Therefore, after the two steps, Pl has 
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increased relative to P2 and P3 • Hence, the presumption is vindi
cated. 

In order to calculate the effect of a country's relative size on 
changes in the t/t, Petith found it necessary to make the following 
additional assumption: 

and (2) 

can be taken to be arbitrarily small. 
This implies that the price elasticities and cross elasticities are 

not sensitive to price changes. The reason for this rather awk
ward assumption will be discussed after result (3) has been 
proved. 

(3) Assume that the demand functions exhibit the property of gross 
substitution for prices and tariffs and that assumption (2) holds. 
If both partners have the same initial tariffs but country 1 is 
smaller than its partner, there is a presumption that the prices of 
the other two commodities will fall relative to that of country l's 
good. 

The proof of this presumption commences with both countries 
having the same size and then considers the effect of the expan
sion of country 2 on the price changes caused by the formation of 
a CU. A size parameter, a\ is injected into equations (la)-(lc) 
to give 

3 

~ akD~ = aiS! 
~ I I 

k=l 

(i = 1,2,3), 

which indicates that the initial prices are a function of ak • The 
price changes caused by the CU, when both partners are of the 
same size, dPj , are obtained by differentiating this equation 
totally at the point where a 1 = a2: 

3 3 k 3 3 k 

~ [~akaDi] dP. = - ~ ~akaDi dtk (. 123) 
~ ~ apo } ~ ~ atk } I = " . 
j=l k=l } j=l k=l J 

The effect on these price changes of an increase in a 2 is obtained 
by differentiating these equations: 
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Since dPhlda2 does not depend on iJDrliJP/JPh or iJD~2IiJttiJPh' 
the last term can be made arbitrarily small by assumption (2) and 
then eliminated. The equations can be rewritten as: 

(i = 1, 2, 3), (3) 

where aD; is the change in demand of country 2 for good i caused 
by the tariff and price changes at a 1 = a 2 • 

It is necessary to sign the dDj. The dPj may be taken as 
dP1 = dP2 = ° and dP3 < ° since this is equivalent to result 
(1). This and the tariff changes, dt~ = dti < 0, indicate that 
dD~ < 0, dD: < 0, dD; < ° and dD~ > 0. Furthermore, the 
assumption of fixed supply suggests that 

k=l 

and similarity indicates that dD; = an;. Hence, dDi = -~ 
- an; > 0, ~ < 0, and an; = t(dD; + dD;) = - ~ < 0. 
Selecting Pt as numeraire so that d( dPt ) = 0, the first two equa
tions of (3) show that ~P2) < ° while the first and the third 
equations show that d( dP3) < 0. Since the price changes with 
a2 > a 1 are given by dPi + d( dPi) , this proves the result. 

It is useful to investigate why this result might not hold if the 
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magnitudes of the price elasticities are sensitive to price changes. 
An increase in the size of country 2 will, in general, lower P2. 
Assurne that this makes the demand for good 2 more sensitive to 
changes in P3 and the demand for good lless sensitive. When P3 

does fall in the process of CU formation, the demand for good 2 
will rise by a greater amount and cause a relative improvement in 
the tlt of eountry 2, the larger partner. Petith concluded that 
there seemed to be no eonvineing theoretieal grounds for ruling 
out these asymmetrie ehanges in the priee elastieities so that the 
need for (2) represented a genuine weakness in the result. 

Petith summarised these three results in the following way. When a 
CU is formed, there is a presumption that the tlt of both partners will 
improve with the greatest gain aeeruing to the member that is either 
smaller or has the lower initial tariff. 

THE DETERMINATION OF THE SIZE OF THE GAINS 

Petith then attempted a calculation of the benefits brought about by 
economie integration in manufaetures in the case of the three main 
European integration schemes. Before doing so, he simplified the 
model so as to emphasise the role of substitution in determining the 
size of the price changes. He then showed that the magnitude of the 
tlt gains depended on the value of one key parameter. Finally, using a 
new technique, he ealculated the tlt gains that arose from the redue
tion of the tariffs on industrial goods for BENELUX, the EC and 
EFTA. 

It was neeessary to simplify the latter two of these projeets in order 
to fit them into the format of a three eountry model. For EFT A, 
Austria, Denmark, Finland, Norway, Portugal, Sweden and Swit
zerland were grouped together as Great Britain's partner. For the 
EC, France and Germany were taken to be the two partners and the 
other members were eliminated. The biases that were eaused by 
these groupings will be discussed at the end of this section. 

Beeause substitution elasticities were essential for the methods 
employed to ealculate the priee ehanges, Petith found it neeessary to 
make some simplifying assumptions and to reformulate the demand 
functions in a manner whieh stressed the substitution effeets. He 
assumed that all tariffs were sm all and that, for each commodity, all 
eountries had the same marginal propensity to eonsume. 
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The demand in country k for commodity i can be written as a 
function of prices and utility: 

Ent~Pl' t;Pz, t;P3 , Uk ], 

where the proportional effects of the price changes are the pure 
substitution elasticities. These functional relationships can be linked 
with the ordinary demand functions by the budget constraint which, 
on the assumption that all tariff revenues are given back to the 
consumer, can be written as: 

3 

L Pi [D7 - Sn = 0 
;=1 

Substituting the functions for E7 into the budget constraint and 
differentiating with respect to prices and tariffs gives the impact of 
these variables on utility. These terms permit one to make two 
calculations. Firstly, dU\ the change in country k's utility, can be 
immediately set out and, due to the assumption of equal marginal 
propensities to consume, can be simplified to: 

z 

dUk = - L Pj [D1- S11ßj , (4) 
j=l 

where the marginal utility of money, 

;=1 

is equal to unity, Pj = P/P3 , j = 1,2 and ~ over a variable indicates 
the percentage change in that variable. Secondly, substituting the 
functions E7 for D7, the market clearing equations (la)-(lc) can be 
totally differentiated in a manner that immediately separates the 
income and substitution effects. Given the assumptions of small 
tariffs and identical marginal propensities to consume, the income 
effects drop out and one is left with the following equations: 

b ~ b~ zn 1~1 l~I zn 
HPI + l2PZ = - autl - alztz - a13t3 - al3t3 ') (5) 

bl2PI + bzzpz = - a;I!; - a;ii - a~3ii - aiii, 

where at == PiE7Et and Et == dE7/d(ttPj)tjkP/E7, so that the at are 
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the value weighted elasticities and 

3 

bij = L at 
k=1 

The assumption of small tariffs ensures that world real income does 
not change while it is transferred between countries by price changes 
and the assumption of the same marginal propensities to consume 
implies that the distribution of income does not affect world demand, 
so that the two taken together cancel out the income effects. These 
simplifications permit the calcultion of the effect of CU formation: 
given the tariff equations, (5a) and (Sb) reveal the associated price 
changes which by equation (4) determine the effect on utility levels. 

One way of finding out which parameters are important in deter
mining the size of the price movements can be attempted by con
sidering the case in which the partners are similar and have the same 
initial tariffs. In such a case, bll = bzz , bZ1 = b1Z' ai1 = a~z, a~z = aio 
and minus li = - l~ = l > O. From equations (5), it follows that 
for P1 = pz == p: 

(6) 

where ~ i= 1 at = 0 is used for the second equality. 
It should be noted that a~1 and a;1 relate to the cross elasticities 

between a country's own commodity and a foreign one, while a;1 
(= a~z) relates to the cross elasticity in a CU partner between the two 
foreign commodities. It can be stated that a~1 and a;1 depend on the 
elasticity of substitution between horne goods and imports in general, 
while a;1 depends on the elasticity of substitution between the imports 
themselves. Given this interpretation, the implication of equation (6) 
is that if the elasticity of substitution between the imports themselves 
is allowed to increase towards infinity, then, for a given common 
tariff reduction, the joint improvement in the CU's tlt will increase 
and approach the size of the tariff reduction as a limit. 

Apart from being of interest in itself, this result inftuences the way 
in which the model is used to calculate the effects of economic 
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integration. To carry out the calculations, it was necessary to have 
the values for the coefficients at = PjE7Et in equation (5). The value 
of the demands, PjE7, could easily be obtained but for the elasticities, 
which presented a much greater difficulty anyway, the method which 
is chosen should allow the effects of differences in the elasticities of 
substitution to emerge clearly. 

Verdoorn and Schwartz (1972), in a modification of Armington's 
approach (1969), had suggested that this aspect ofthe elasticities may 
be accounted for by supposing that the basic utility function has the 
form: 

[X;;-Q + (X;" + X;")Q/A]-l/Q, 

where Xh , Xp and X w are the consumption of the horne, the partner's 
and the rest of the world's commodity, E, E = 1/(1 + (I), is the 
elasticity of substitution between horne goods and imports, and E, 
E = 1/(1 + 1.), is the elasticity of substitution between the imports 
themselves. Some manipulation, clearly laid out by Verdoorn and 
Schwartz, shows that the elasticities have the following form: 

Et = - E(l - S) 

Et = E(l - S)Sj 

Et = ES 
Et = -E(l - Sj) - ESSj 

Et = (E - ES)Sj 

i = j = k 

i=k=l=j 

i=l=k=j 

i=j=l=k 

i=l=j,k 

(7) 

where S is the share of the horne good in total consumption and Sj is 
the share of the jth good in total imports. Since the shares can easily 
be calculated, this approach makes the elasticities depend on the 
choice of the values for the two crucial elasticities of substitution. 

In reality, the linear homogeneity of both the elasticities in (7) and 
the equations of the model in equation (5) necessitate the choice of a 
value for only the ratio of these two elasticities. Verdoorn and 
Schwartz estimated a number of equations each of which yielded a 
different value for the ratio of the elasticities. The values ranged from 
2.4 to 8.8 with a median of 2.8 and a mean of 3.6. Verdoorn and 
Schwartz themselves feIt that the most likely value was between 2 and 
3. Petith provided estimates for the median and the two extreme 
values. 

The data for the calculations are given in Table 13.1. The results 
based on equations (4), (5) and (7) are given in Table 13.2. 

In answer to the question as to how much confidence one should 
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Table 13.1 Data 

Project Ek 
1 Ek 

2 Ek 
3 GNpk ~ P ~ 3 

BENELUX (1962) 
(1) Belgium 2544 300 1502 9894 -12 0 
(2) Holland 577 2104 1 763 8579 -12 0 
(3) World 2022 1435 410 308 

EFfA (1969) 
(1) UK 15820 1695 8228 109766 -19 0 
(2) The Seven 2107 18987 11152 97835 -10.5 0 
(3) World 12509 9987 571 960 

Ee (1970) 
(1) Germany 49345 5589 11 814 152944 -13.5 2.5 
(2)France 3763 38718 8199 139934 -18.5 -2.5 
(3) World 26892 8053 535602 

Notes: (a) EY is country k's consumption of the industrial output of country 
j. t; and t;' are the change in country k's tariff against partner and 
rest of world industrial goods. 

(b) The first four columns are in millions of dollars, the last two are 
percentage changes. 

Source: H. Petith (1977) 'European integration and the terms of trade', 
Economic Journal, vol. 87, p. 269. 

have in his calculations, Petith responded by arguing that the assump
tions of constant returns to scale and low tariffs and the utilisation of 
a method of small changes would seem to cause inaccuracy rather 
than to impart a specific bias to the results. Also, the assumption of 
equal marginal propensities to consume would probably cause the 
results to be understated since the transfer of income is towards the 
countries which have the higher propensities to consume the CU 
commodities, i.e. the partners themselves. However, he did concede 
that the compression of the EC and EFf A into a three country 
format did distort the results: the gains for Germany and France 
would be underestimated since the true EC could be thought of as 
being formed by successively adding the other countries to the 
Franco-German union, which itself gained from each addition by (1). 
It also caused the ga ins of the Seven to be understated since the true 
EFf A could be formed from the one described above by the lower
ing of the internal barriers between the Seven, a step whereby they 
would all gain. However, the gains for the UK were overestimated 
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Table 13.2 Results 

Project EIE = 2.4 EIE = 2.8 EIE = 8.8 

Pi GNPi Pi GNPi Pi GNPi 

BENELUX 
(1) Belgium 2.8 0.68 3.2 0.76 6.6 1.5 
(2) Holland 2.1 0.23 2.5 0.28 6.2 1.0 

EFTA 
(1) UK 1.6 0.20 2.0 0.21 5.6 0.62 
(2) The Seven 2.4 0.28 2.8 0.33 5.9 0.59 

EC 
(1) Germany 2.6 0.39 3.1 0.47 7.4 1.2 
(2) France 3.6 0.27 4.2 0.32 8.9 0.66 

Source: H. Petith (1977) 'European integration and the terms of 
trade', Economic Journal, vol. 87, p. 270. 

since the UK played the roIe of the rest of the world during this 
second step. Hence, his argument was that it seemed likely that, with 
the exception of the UK, all of the figures in Table 13.2 were 
underestimates. 

SUMMARY OF PETITH'S FINDINGS 

Petith summarised his findings in four points. First, the figures given 
in Table 13.2 were consistent with the proven presumptions. With 
regard to presumption (1), in every case the tlt of both the CU 
partners improved relative to those of the rest of the world. As· for 
presumptions (2) and (3), differences in the height of tariffs and 
in country size appeared in various combinations; for the Seven 
(country 2), their considerably lower tariffs seemed to dominate 
their slightly greater size and this enabled them to gain relative to 
the UK (country 1) as shown below: 

EIE = 2.4 EIE = 2.8 
0.8% 0.8% 

EIE = 8.8 
0.3% (8) 

For France (country 2), its higher tariffs were outweighed by its small 
size which was the reason why Petith obtained the gains relative to 
Germany (country 1) shown below: 
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Eie = 2.4 Eie = 2.8 
1.0% 1.1% 

Eie = 8.8 
1.5% (9) 

Petith claimed that these ex am pies demonstrated how so me signifi
cant CU-induced changes could be interpreted with the aid of the 
theoretical presumptions. 

Second, the size of the tlt gain depended essentially on the parame
ter Eie. The average improvement in the tlt, Pm increased by 250 per 
cent as Eie moved from its lowest to its highest value. 

Eie = 2.4 Eie = 2.8 
2.5% 3.0% 

Eie = 8.8 
6.7% (10) 

However, Petith po in ted out that in order to have more reliable 
results for the tlt effects, it would be necessary to have more accurate 
estimates of this crucial parameter. 

Third, the effects of changes in the tlt on GNP were of sufficient 
magnitude to have made them an important policy consideration. As 
shown below 

Eie = 2.4 Eie = 2.8 
0.34% 0.40% 

Eie = 8.8 
0.93% (11) 

the estimates ranged from one-third of 1 per cent to nearly 1 per cent 
of GNP on average. Petith argued that while these ga ins would 
clearly have been inadequate to motivate integration in Europe, 
assuming that their approximate value was perceived, they were 
certainly large enough to have justified the protracted and sometimes 
heated negotiations which determined their division among the vari
ous participants. 

Fourth, although Balassa (1975) calculated an EC trade creation 
(TC) effect of 0.15 per cent of GNP, Petith argued, from (11), that 
the gains from improvements in the tlt were from two to six times as 
large. Hence, of the measurable effects of CU formation, the effects 
arising from changes in the terms of trade were by far the greatest. 

These conclusions suggest that the gains from changes in the tlt 
were perhaps the major economic effect of Western European integ
ration. This result came as a surprise to Petith since he believed that, 
in all the official justifications for economic integration, it had never 
been acknowledged that the gains from changes in the tlt were one of 
the objectives; this is strange, given that the literature discussed in 
Part I clearly indicated that changes in the tlt are one of the major 
possible effects of economic integration! Be that as it may, Petith 
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thought that there were two possibly complementary explanations 
for this official silence. The first was that BENELUX, EFfA, and to 
a greater extent, the EC, were all forced into extremely defensive 
positions by accusations that their creation had harmed their trading 
partners. He contended that under such circumstances, it was hardly 
surprising that appeal was made to the unobjectionable phenomena 
of TC and increasing returns to scale rather than to the double-edged 
sword of tlt manipulation. The second explanation depended on the 
probability that the main participants were not fully aware of the 
ultimate consequences of their policies, i.e. they were ignorant of the 
conclusions of CU theory as then developed. Petith explained this by 
stating that during the long negotiations which charted the course of 
economic integration, the protagonists generally supported those 
proposals which were expected to increase the demand for their 
products and were antagonistic to those which were expected to 
re du ce it. Although these were taken to be ultimate objectives, in a 
world of nearly full employment, supply could not be greatly ex
panded; hence the ultimate consequence of such actions could only 
have been to increase the prices of the products of the country under 
consideration. He concluded that, in this somewhat attenuated sense, 
it could therefore be said that the gains from changes in the tlt, apart 
from being the major economic effect, were also one of the principal 
objectives of Western European economic integration in trade in 
manufacturing products. 

CONCLUSION 

Clearly, Petith's contribution adds to both the empirical and the 
theoreticalliterature. Hence, it is reasonable to ask why his theoreti
cal work was not tackled in Part I. The answer is simple: Petith's 
contribution in this regard forms an extension to Mundell's (1964) 
work which was discussed in Part I, but since Part I was devoted to 
discussion of the major contributions only, there was no place for it 
there; it is discussed in this chapter of Part II because the theoretical 
structure forms an integral part of the empirical calculations. 

With regard to the empirical results, one needs to recall some of 
the assumptions adopted: each country consumes all three goods, but 
produces a fixed amount of only one of them; the demand function of 
one country for its partner's product is identical with the demand 
function of the partner for its own product; the initial tariffs are very 



304 Measurement 

smaIl; for each product, all countries have the same marginal propen
sity to consume; etc. The combination of fixed supplies and identical 
demand patterns, which are biased towards partner products, must 
inevitably lead to large gains from changes in the tlt. But are these 
assumptions justifiable in the case of Western European countries? 
WeIl, during the first decade or so after the formation of the EC, the 
member nations experienced exceptionally high rates of growth. 
Also, during the late 1950s intra-Western European trade was below 
40 per cent of their total trade and the openness of the economies of 
these count ries was far less than it is today. Furthermore, their level 
of economic development was far more divergent. Given the diver
sity of the nations involved during the period of the investigation, the 
answer must, therefore, be an emphatic no. 

There is also another consideration. One is not dear wh at the rest 
of the world stands for in this analysis. For example, BENELUX is 
part of the European Community, but Petith deals with it separately 
from France and West Germany. One can only presume that in the 
case of BENELUX, France and West Germany must constitute part 
of the outside world. If that is so, how can one interpret the phe
norne na of gains from changes in the tlt for all three nations? If both 
France and West Germany gain within a group (the rest of the world) 
which registers an overaIlloss, the remainder of the rest of the world 
group, i.e. the USA at the time, must have registered unimaginable 
losses, which is most certainly not the case. Petith does not shed any 
light on this important consideration. 

FinaIly, when economic integration is occurring simultaneously in 
many countries (the EC and EFTA were formed within one year of 
each other), how meaningful is it to consider each scheme in isolation 
from the others? As stated in Part I, one needs a global model which 
captures such a reality explicitly before one can seriously analyse and 
discuss any findings. Petith's contribution suffers from this cryptic 
drawback; therefore his calculations cannot be taken too seriously. 



14 Estimates of the Effects 
of CMEA Integration 

INTRODUCTION 

As one would expect, there is a paucity of studies in English on the 
effects of the economic integration of the Council for Mutual Econ
omic Assistance (CMEA - see Chapter 7). The reason is that econ
omic integration between centrally planned economies is pursued 
through joint investment/project planning within the context of 
promoting industrialisation and bilateral international trade in a 
situation of acute shortage of foreign currencies rather than through a 
market mechanism that prornotes freer trade between the partners. 
As is discussed in Chapter 7, this process may actually lead to a 
decrease in intra-bloc trade, rather than to an increase. This chapter 
deals with the two main studies, which represent different frame
works, in order to provide some notion of the work carried out in this 
area. The first study is by Pelzman (1977) and the second is by 
Drabek and Greenaway (1984). It should be pointed out, however, 
that Pelzman (1978) carried out similar estimates for the USSR using 
a similar methodology to Drabek and Greenaway's, but because the 
work of the latter is much wider, Pelzman's analysis is not discussed 
here, though his results are compared with theirs. 

PELZMAN'S ESTIMATES 

Pelzman (1977) starts from the premise that although economic 
integration for the USSR is for the purpose of increasing its domi
nance, both economic and political, over the rest of the CMEA, for 
the remaining developed member countries, it is seen as a natural 
development of their wish to industrialise and maximise the econ
omic gains from trade and co operation (Pelzman, 1977, p. 713). He 
then points out that the CMEA differs from customs unions (CUs) in 
free market economies in one important respect: it does not have a 
clearly defined common extern al tariff (CET). However, he is quick 
to add that a proxy to such a CET can be calculated from the yearly 
bilateral negotiations carried out between member countries of the 
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CMEA; hence, one should be in a position to estimate trade creation 
(TC) and trade diversion (TD). 

The model used is a variant of the cross-sectional Linnemann 
(1966) trade flow model which is slightly different from that utilised 
by Aitken (1973) - see Chapter 10. The main difference is that the 
measurement of the effects of the CMEA on trade flows requires the 
use of a gravity trade flow model which is modified to allow for the 
fact that prices are not directly incorporated into the model. Hence, 
the trade flow equation becomes: 

log X ij = go + gl log Yj + g2 log Yi + g3 log Nj 
+ g410g Ni + gslog Dij + g610g Pij + log eij (1) 

where Xij is the dollar value of country i's exports to country j, Y is 
the nominal dollar value of GNP, N is population, Dij is the geogra
phical distance between the commercial centres in the two countries, 
Pij is a dummy preference variable reflecting CMEA membership, 
with the value 2 given to intra-CMEA trade while the value 1 is 
assigned to inter-CMEA trade flows, and log refers to natural logs. 

This is obviously a reduced-form general equilibrium model. It 
specifies that (i) the mutual trade of countries i and j is determined by 
the relative size of their foreign trade sectors; (ii) country i's potential 
foreign supply depends on its national product (Y) and on the ratio 
between production for the domestic market and production for 
foreign markets, which is due to differences in population; (iii) given 
economies of scale, the larger N is, the larger is the ratio of the 
domestic market to the foreign market, and the sm aller is the poten
tial export supply of the country; (iv) the variables Yj and Nj together 
determine the potential import demand for country j; (v) D ij is a 
proxy for natural trade resistance, hence Dij together with Ni and Nj 
is hypothesised to have a negative effect on X ij ; (vi) the dummy 
variable (DV) Pij reflects membership of the CMEA; and (vii) the 
estimated coefficient on the dummy variable (DV) measures the 
extent to which intra-CMEA trade flows are augmented. 

Pelzman used both aggregate and disaggregate trade flows. The 
aggregate trade flows consisted of 350 trade flows per annum for the 
17-year period, 1954-70. The sampie included seven CMEA coun
tries (Bulgaria, Czechoslovakia, East Germany, Hungary, Poland, 
Romania and the USSR) and ten Western countries (Austria, 
Belgium-Luxembourg, Canada, Denmark, Finland, France, West 
Germany, Greece, Iceland and Ireland). The trade-flow matrix, 
therefore, consisted of 5950 observations on eight variables (one 
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dependent variable and seven independent ones including the con
stant term). 

The matrix can be written as a system of 17 equations where the 
[.tth equation can be represented as: 

log X ij,,, = log Y"g" + log e" (2) 

where log X ij,,, is a 350 x 1 vector of observations on the [.tth depen
dent variable, Y" is a 350 x 7 matrix of observations on seven 
independent variables, g" is a 7 x 1 vector of regression coefficients 
and log e" is a 350 x 1 vector of lognormally distributed error terms, 
with E(log e,,) = O. The system of which (2) is an equation is: 

log Xij,1 log Y 1 ... 0 gl log el 

+ (3) 

log Xij,T o ... log Y T gT log eT 

where T = 17. 
Pelzman ran a pooled regression over all time periods and all Xijs 

to begin to test his hypo thesis that the linear regression system obeys 
two separate regimes. He believed that a major break in the system 
would have occurred after the signing of the Basic Principles (the 
formal documents setting up the CMEA) in June 1962. Moreover, he 
was also of the opinion that there would have been another major 
break in 1958/59 after the adoption of joinrplanning. He thought that 
the result of each of these breaks would have been structural changes 
leading to enhanced integration within the CMEA. 

To test for the location of the breaking point, he used Quandt's 
(1958) maximum likelihood technique and likelihood ratio test: to 
find the best estimate of this break t*, he chose the value of t for 
wh ich L(t) reached the highest maximum, i.e. 

L(t) = - T log V 2n - t* log (\ - (T - t*) log Öz - T/2 

where °1 and 0z are the standard errors of the estimates of the left
and right-hand regressions. When the existence of a structural break 
had been demonstrated, he proceeded to reestimate the trade-ftow 
equation for a stable period prior to the break. To achieve proper 
projection, the equation was recalculated without the preference 
variable. These projection estimates were carried out on the assump
tion that the effect of changes in competitive position and trade 
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liberalisation on trade flows had been small relative to the impact of 
integration. 

The difference between the actual intra-CMEA trade flows and the 
hypothetical intra-CMEA trade flows (determined by the CMEA's 
pre-integration structure) was considered as indicative of gross TC 
[GTC, which is the sum of both TC and TD in the Balassa (1967b) 
sense - see Chapter 10]. The difference between the actual and 
pre-integration inter-CMEA trade flows was taken to be indicative of 
TD. Hence, the difference between GTC and TD measured the TC 
effects. 

The disaggregated trade-flow sampie consisted of 37 commodity 
classifications for the period 1958-70. In this case, the total number 
of trade flows per annum and commodity was 330. Hence the trade
flow matrix consisted of 4290 observations on eight variables per 
commodity. 

As in the case of aggregate trade flows, Pelzman expected each of 
the equations to meet the assumptions of the classical normal re
gression model. However, since he was tackling disaggregated com
modities, he could not rule out the possibility that the regression 
disturbances in different equations were mutually correlated. More 
specifically, he contended that it was possible that there may exist 
some common factors affecting countries' trade decisions for a cer
tain commodity for a particular period of time, e.g. oil price shocks 
or a bad harvest. Therefore, there may have existed a link between 
the mth and the pth equation which would be represented only in the 
covariance of the disturbances of the mth and the pth equation. As 
this link is so subtle, he referred to this system of T equations (3) as a 
system of 'seemingly unrelated' regression equations (Pelzman, 1977, 
p. 716). 

Pelzman pointed out that his assumption of correlation between 
equations suggested that an efficient estimation of his model of 
reduced-form equations (where each endogenous variable is a func
tion of a set of exogenous variables and the only link between the mth 
and pth equation is omp) was Zellner's (1962, pp. 350-52) procedure. 
Very simply stated, this procedure considers (3) as a single equation 
regression model and applies Aitken's (1973) generalised least 
squares. 

The procedure used to test for the location of the breaking point 
and reestimation of the trade-flow equation was identical to that used 
for the aggregated trade flows. Also, the projection estimates of 
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GTC, TD and TC were earried out on the basis of the assumptions 
made above. 

For the aggregate trade fiows, the estimated parameter values for 
the pooled regression for the period 1954-70 was: 

log X ij = 6.72 + 0.788 log Yj + 0.954 log Yi - 0.177 log Nj 
(0.03) (0.03) (0.04) 

- 0.283 log Ni - 1.229 log Dij + 2.788 log Pij 
(0.04) (0.03) (0.10) (4) 

R2 = 0.58; standard errors are shown in parentheses. All eoeffieients 
are statistieally signifieant at the 0.01 level. 

These eoefficients eonfirmed Pelzman's expeetations and his re
gression results; in particular an R2 of 0.58 showed that he had a 
respeetable fit. He eoncluded that, based on Quandt's maximum 
likelihood teehnique and likelihood ratio test, two breaks had taken 
plaee: a maximum maximorum was reaehed in 1964 and another loeal 
maximum in 1958. He attributed the 1958 break to the attempts for 
joint planning following the breakaway from the Stalinist develop
me nt programme after 1954. He eonsidered this to be a struetural 
change representing aperiod where the autarkie poliey was replaeed 
by one favouring international trade. However, he feIt that this break 
eould not be assoeiated with integration, but the seeond break in 1964 
was attributed to the eommeneement of integration. 

Given these resuIts, Pelzman deeided to reealculate the trade-ftow 
equation for the period 1960--{)4 to represent a stable period between 
the two breaks. The idea was that a reealculation of the equation 
without the DV for CMEA membership gave a stable preintegration 
strueture. Using this reealculated equation, he eould then estimate 
inter- and intra-CMEA trade for the period 1965-70. 

The pooled equation for the period 1960--{)4 was: 

log X ij = 8.574 + 0.580 log Yj + 0.910 log Yi 
(0.08) (0.08) 

+ 0.111 log Nj - 0.178 log Ni - 1.509 log Dij 
(0.08) (0.08) (0.05) (5) 

R2 = 0.52; standard errors are shown in parentheses. All eoeffieients 
exeept for N j were signifieant at the 0.01 level. The population 
elastieity for Nj was not signifieantly different from zero, whieh is 
eonsistent with most findings exeept for those of Linnemann (1966) 
and Leamer and Stern (1970). 
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Table 14.1 Net effect of CMEA integration on CMEA ($ million) 

Year GTC TD TC Total tradea 

1965 9202.87 -769.41 9972.28 16496.98 
1966 9235.08 -856.85 10 091.93 17 292.62 
1967 10 299.95 -904.39 11 204.34 18986.17 
1968 11 263.27 -813.18 12076.41 20607.39 
1969 12071.51 -429.95 12501.46 22481.53 
1970 13 221.59 122.34 13 099.25 24853.69 

Note: (a) Total exports of the CMEA member countries to the countries in 
the sampie. 

Source: J. Pelzman (1977) 'Trade creation and trade diversion in the 
Council of Mutual Economic Assistance: 1954-70', American Economic 
Review, vol. 67, p. 718. 

Table 14.1 gives the GTC, TD and TC effects of CMEA integra
tion, together with the total trade figures for the CMEA. Pelzman 
observed that since economic integration was supposedly a cumula
tive process, one should expect estimates of TC to increase from year 
to year without reversals. He noted that his results for the CMEA as 
a whole confirmed his expectations. However, despite the increase in 
total trade and the existence of TC, his examination of the TD figures 
pointed out that, with the exception of 1970, the CMEA member 
countries continued to trade outside their bloc. 

Pelzman's evaluation of the individual country results confirmed 
both his apriori expectations and the results given in Table 14.l. 
Also, the individual country results demonstrated that the only 
CMEA member nations which were effectively diverting trade from 
the outside world (W) to partner countries were Czechoslovakia and 
East Germany. 

Pelzman's estimates of the disaggregated trade ftows were set back 
by the lack of consistent reporting of dis aggregate trade ftows by the 
CMEA member countries. He found that Czechoslovakia and the 
USSR and, to a lesser extent, Po land were the only members of the 
CMEA which reported alm ost consistent sets of foreign trade statis
tics by both commodity composition and partner country. 

Although 37 disaggregated commodity groups were tested, the 
estimates for 34 of these showed that only the preference variable 
was significantly different from zero. He advanced two reasons to 
account for this result: (i) the impact of USSR-CMEA member 
country bilateral trade ftows on a large number of these 34 com-
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modity groups was very strong - this was confirmed when the total 
USSR trade in each commodity group was used as an eighth indepen
dent variable, and was found to be significantly different from zero; 
and (ii) transactions with W in some commodity groups such as 
beverages and tobacco, lubricants and related materials and mineral 
fuels were so smaH relative to intra-CMEA flows that they were of no 
consequence. 

However, the results for the remaining three commodity groups 
(basic chemicals, iron and steel and machinery other than electric 
machinery) were consistent with Pelzman's expectations as weH as 
with the aggregate results. In the case of basic chemicals, the results 
indicated a structural break in 1964. The recalculated equation for 
1964 was: 

log Xij = - 0.84 - 0.083 log Yj - 0.01 log Yi 
(0.11) (0.11) 

+ 0.239 log Nj. + 0.15 log Ni - 0.323 log Dij 
(0.12) (0.12) (0.07) (6) 

Standard errors are shown in parentheses. 
He used equation (6) to estimate the GTC, TC and TD effects of 

CMEA integration on the trade flow of basic chemicals. These are 
given in Table 14.2, together with the total trade figures for this 
commodity group. Pelzman drew attention to the finding that the 
estimates of TC were increasing from year to year in spite of the 
existence of inter-CMEA trade in this commodity group. Morever, 
an assessment of the individual country estimates for this commodity 
group confirmed both the results given in Table 14.2 and the aggre
gated results. Thus, while the member countries of the CMEA did 
experience TC in this commodity group, inter-CMEA trade flows 
during the period 1965-70 were still in existence. 

The estimates for iron and steel were also significant. Moreover, 
the estimates also supported the prediction of a structural break in 
1964. The recalculated equation for 1964 was: 

log Xij = - 1.221 - 0.183 log Y j + 0.013 log Yi 
(0.11) (0.11) 

+ 0.418 log Nj + 0.311 log Ni - 0.373 log Dij 
(0.12) (0.12) (0.08) (7) 

Standard errors are given in parentheses. 
As with the aggregate case, the projected trade flows obtained 

from the recalculated equation, excluding the CMEA membership 
DV, were used to determine the estimates of the GTC, TC and TD 
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Table 14.2 Net effect of CMEA integration on CMEA in basic chemicals 
($ million) 

Year GTC TD TC Total trade" 

1965 167.39 -118.50 285.89 306.02 
1966 163.65 -147.71 311.36 325.42 
1967 180.23 -155.79 336.02 354.73 
1968 203.63 -159.68 363.31 421.79 
1969 206.41 -185.03 391.44 409.92 
1970 227.75 -223.16 450.91 469.29 

Note: (a) See Table 14.1. 

Source: J. Pelzman (1977) 'Trade creation and trade diversion in the 
Council of Mutual Economic Assistance: 1954--70', American Economic 
Review, val. 67, p. 719. 

Table 14.3 Net effect of CMEA integration on CMEA in iran and steel 
($ million) 

Year GTC TD TC Total trade" 

1965 881.33 -287.96 1 169.29 1190.35 
1966 821.41 -339.49 1160.22 1182.00 
1967 883.02 -315.67 1 198.69 1219.98 
1968 900.88 -339.23 1 240.11 1260.80 
1969 1134.35 -410.35 1545.22 1565.77 
1970 1260.31 -495.36 1 755.67 1 776.33 

Note: (a) See Table 14.1. 

Source: J. Pelzman (1977) 'Trade creation and trade diversion in the 
Council of Mutual Economic Assistance: 1954--70', American Economic 
Review, vol. 67, p. 719. 

effects of CMEA integration. The results are given in Table 14.3, 
together with the total trade flows for this commodity group. The 
results again confirmed Pelzman's expectation of positive TC, but, 
despite this, inter-CMEA trade flows continued to grow. Indeed, an 
examination of the individual member country estimates showed that 
both Hungary and East Germany's trade in iron and steel was larger 
for inter- than for intra-CMEA trade. 

In the case of machinery other than electric machinery, the struc
tural break was in 1962. Pelzman suggested that because this break 
came soon after the signing of the Basic Principles, this commodity 
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Table 14.4 Net effects of CMEA integration on CMEA in machinery 
other than electric ($ million) 

Year GTC TD TC Total tradea 

1963 1680.88 -95.96 1 776.84 1 816.99 
1964 1817.37 -141.79 1959.16 1998.81 
1965 1 898.19 -128.08 2026.27 2069.12 
1966 1 889.08 -182.12 2071.20 2115.58 
1967 2039.18 -185.40 2224.58 2270.98 
1968 2231.23 -209.98 2441.21 2459.15 
1969 2283.12 -209.28 2492.40 2541.84 
1970 2626.70 -252.72 2879.42 2931.17 

Note: (a) See Table 14.1. 

Source: J. Pelzman (1977) 'Trade creation and trade diversion in the 
Council of Mutual Economic Assistance: 1954-70', American Economic 
Review, vol. 67, p. 720. 

group may have been of greater importance for the industrialisation 
drive of member countries of the CMEA. 

Pelzman recalculated the equation for 1962 as: 

log Xij = - 0.144 + 0.228 log Yj + 0.2 log Yi 
(0 . .11) (0.11) 

+ 0.131 log Nj + 0.002 log Ni - 0.447 log Dij 
(0.13) (0.13) (0.09) (8) 

Standard errors are given in parentheses. He then used the recalcu
lated equation for 1962 to estimate inter- and intra-CMEA trade for 
the period 1963-70. The projected results for GTC, TC and TD are 
given in Table 14.4. The results again confirmed his apriori expecta
tion of TC increasing from year to year with no reversals. In fact, 
these results were found to be quite large relative to those obtained 
from the aggregate data. Finally, with the exception of Czechoslova
kia and East Germany, the remaining member countries of the 
CMEA were found to have diverted trade in this commodity from W 
to partner nations. 

THE CONTRIBUTION BY DRABEK AND GREENA WA Y 

Drabek and Greenaway (1984) attempted a calculation of the effects 
of economic integration on intra-industry trade (IIT) for both the 
European Community (EC) and the CMEA. Although this chapter is 
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confined to estimates of CMEA integration, this section will consider 
their estimates for both blocs for the simple reason that one needs to 
clarify what is meant by IIT and its relevance for economic integra
tion, and I felt it wiser to do so in one section rather than split their 
estimates in two distant chapters. 

Ever since the studies by Balassa (1966) and Grubel (1967), econ
omists have realised that countries export and import the same range 
of products; for example the UK exports a wide range of cars and 
imports a variety of cars too. The tradition al theory of CUs simply 
concentrated on inter-industry trade, which is understandable since 
perfect competition was at the very heart of trade theory. However, 
with the introduction of imperfect competition one has to cater for a 
variety of differentiated products, a development which became possi
ble as a result of the works of Dixit and Stiglitz (1977) and Lancaster 
(1979) on preference diversity. However, although Grubel and Lloyd 
(1975) and Balassa (1979) demonstrated the relation between the 
growth of IIT and economic integration, there was little systematic 
analysis of the links between the two. Drabek and Greenaway 
suggested that the reason for this is very obvious: tradition al CU 
theory, with its emphasis on models of three count ries , two com
modities and two factors of production, cannot accommodate cases 
of many products in an imperfectly competitive world with any 
tractability, hence resulting in the emphasis of CU theory on explor
ing the inter-industry adjustments which ensue from restricted trade 
liberalisation. They then drew intuitive propositions from their own 
framework to trace any links which can be expected to hold between 
economic integration and IIT, and went on to consider whether their 
links can be expected to affect differentially the EC and the CMEA. 

Their first proposition was that tariff dismantling in a CU will give a 
greater stimulus to IIT than would be the case under multilateral 
tariff liberalisation if, in the pre-CU situation, the countries involved 
have similar structures of preference and produce similar com
modities. This will be particularly so if these countries have similar 
factor endowments and levels of per capita income. Their second 
proposition was that an ordering of preferences which favours im
ports from W rather than domestically-produced goods will hin der 
IIT within a CU; und er such conditions even countries with similar 
structures of production would find it necessary to import from W 
despite the tariffs (or similar restrictions on trade) levied on these 
commodities. Hence, for both propositions, similarity in preference 
ordering is a necessary but not a sufficient condition for IIT. 
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If CU formation results in eliminating non-tariff trade barriers 
(NTBs) such as the harmonisation of standards, this may reinforce 
the previous link. Drabek and Greenaway proposed that this would 
enhance trade expansion, directly through the elimination of NTBs 
and indirectly via the effects of this on uncertainty. Since liberalisa
tion of NTBs is not universal, they expected that, given the stated 
taste preferences, trade expansion is more likely to be of an IIT type 
than an inter-industry type. 

Noting that as far as manufacturing industry is concerned, one of 
the most crucial sources of decreasing costs is the lengthening of 
production runs (i.e. economies of sc ale are attributed to a more 
intensive use of existing plant rather than to changes in plant size) , 
they hypothesised that, where tastes overlap, decreasing costs will 
encourage IIT. 

Drabek and Greenaway then drew attention to two further con
siderations. The first is that there is evidence to indicate (e.g. Barker, 
1977) that the demand for variety increases as the level of per capita 
income rises; hence, if CU formation leads to a faster rise in per 
capita income relative to that in the absence of economic integration, 
then, ceteris paribus, trade in differentiated goods should be expected 
to increase at a faster rate than otherwise. Secondly, since Agmon 
(1979) has demonstrated that factor movements and IIT may be 
complementary rather than substitutes, and, specifically, that IIT 
emerges as a product of foreign direct investment, with multinational 
corporations specialising in different varieties in different countries, it 
follows that liberalisation of capital ftows can be a concomitant of 
economic integration. 

These tendencies suggest that there might be a positive correlation 
between CU formation and IIT. However, Drabek and Greenaway 
emphasised that there are no definite relationships between the two; 
there is only the possibility that CU formation can establish the 
environment within which IIT might increase at a faster pace than in 
the absence of economic integration. But they were quick to point 
out that it could very well be the case that institutional arrangements 
introduced after the formation of the CU are specifically designed to 
raise the relative importance of inter- rather than intra-industry trade. 

The methodology employed by Drabek and Greenaway is based 
on two indices of IIT. The first is the Grubel and Lloyd index which is 
defined as: 

(9) 
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where 0 ~ Bj ~ 100, X and Mare, respectively, total exports and 
imports and j is the industry under consideration. This is normally 
associated with a particular digit (most frequently, the third digit) of 
the Standard Industrial Trade Classification (SITC) or its equivalent 
(SIC, BTN, etc.). The presumption is that the doser the index lies to 
its upper limit, the greater the relative importance of IIT. 

Drabek and Greenaway acknowledged the various problems raised 
by this index, but they proceeded to use Bj as the basis for their 
analysis with calculations being carried out for the third digit of the 
SITC. Since they were interested in levels of IIT at the third digit, 
unweighted averages were reported as: 

n 

B=l ~B ] n ~ ] (10) 
;=1 

where i is a sub-group within each digit category. 
Drabek and Greenaway also calculated IIT indices for intra

CMEA and intra-EC trade. The index for this purpose is: 

Bi = [1 - (Xi - Mj)/(Xi + Mi)] . 100 (11) 

where all the terms are those used in the index for total trade, but 
with the superscript c indicating an integrated area such as a CU. The 
justification for the calculation of this index was the authors' apriori 
expectation that: 

Bi < Bj for CMEA countries and Bi > Bj for EC countries. 

They justified this by the greater similarity of the structures of 
production in the EC countries prior to the formation of the EC 
relative to the case of the CMEA countries. Again, unweighted 
averages were calculated as: 

n 

Bc=l ~ßC ] n ~ ] (12) 
;=1 

They induded seven EC countries (Belgium/Luxembourg, Den
mark, France, West Germany, Italy, the Netherlands and the UK) 
and three CMEA countries (Czechoslovakia, Hungary and Poland). 
Their justification for the choice of only seven of the EC nations was 
that these countries were the largest and most important member 
nations of the EC. Of course, they could not advance this justification 
with regard to the CMEA (can one exdude the USSR and still speak 
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meaningfully of the CMEA?), but their reason was that comparable 
data was available for these three countries only. 

Before considering their results, one should point out that Drabek 
and Greenaway adopted a certain definition for intra-bloc trade. For 
Czechoslovakia, intra-CMEA trade included trade with all the 
CMEA countries as well as trade with other socialist countries since 
they could not separate these two groups. However, they did state 
that the latter amounted to only 4.1 per cent of Czechoslovakia's 
total foreign trade in 1977. In the case of Hungary, the CMEA 
consisted of only its East European member countries, but this was 
justified in terms of their being Hungary's most important trade 
partners. 

For the EC, intra-EC trade included trade with alt member countries. 
They noted that although intra-EC trade amounted to a smaller 
percentage of total EC trade when compared with the equivalent 
percentage for the CMEA, it was still very substantial. This percent
age varied from 38 per cent of exports and a similar percentage for 
imports in the case of the UK to about 70 per cent of total exports 
and imports in the case of BelgiumlLuxembourg - see EI-Agraa 
(1985b) for a full statistical coverage. 

Finally, it should be noted that Drabek and Greenaway calculated 
the indices for only SITC 5-8 groups (i.e. semi-finished and finished 
manufactured products) due to their expectation of finding the great
est potential for IIT in these groups. 

In order to make the calculations, Drabek and Greenaway had to 
translate their expectations into testable hyphotheses. For example, 
one could hypothesise that economic integration will increase the 
level of IIT. Also, one could state this in terms of the null hypothesis 
of their expectations (different integration blocs should lead to identi
cal levels of IIT) which could be tested against the alternative 
hypothesis that IIT levels were different in both blocs, i.e.: 

H~ : B jEC = B jCMEA 

against 

H~ : B jEC =1= BjCMEA 

(13) 

(14) 

where H stands for hypothesis. Moreover, they expected economic 
integration to have a positive effect on IIT by increasing the level of 
IIT within the integrated bloc relative to W. Thus they hypothesised 
that: 
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H~ : Bij = Bij; 

H~: Bij< Bij 

Measurement 

(15) 

(16) 

where subscript i stands for the country in the sampie. The hypoth
eses formalised in (13)-(16) were the main subject of the estimations. 

The results of their tests, based on the Bi indices, are given in 
Tables 14.5 to 14.10. Table 14.5 reports average values of the 3-digit 
IIT indices by SITC group, together with the overall unweighted 
average. The table shows that average recorded IIT in the EC 
increased over the period 1964-77, and the unweighted Bi indices 
increased in every country except Italy, a result which was confirmed 
by the disaggregated Bi indices which showed the Italian case to be 
heavily inftuenced by indices in SITC 8. 

Table 14.6, which gives results for four European developed mar
ket economies which are not members of the EC, indicates that for 
each SITC category average recorded IIT was lower than for the EC 
average. Drabek and Greenaway suggested that if this group were 
taken to represent all developed European market economies, it 
followed that average IIT levels were higher within the EC than 
outside it, which is consistent with Grubel and Lloyd's 1975 results. 

Returning to Table 14.5, one notices that the indices for Czechos
lovakia and Hungary do not fully conform with those for the EC 
countries. In the case of Czechoslovakia, they increased very slightly 
and stayed below 60 per cent in spite of the relatively low level of 
1966. These results were established for both the aggregate and 
disaggregate levels, except for SITC 7 where the average IIT indices 
for Czechoslovakia were higher than those of the UK and West 
Germany (1966) and France and the Netherlands (1977). 

The case of Hungary may seem to conform with the EC since the 
average indices for SITC 5-8 increased substantially over time and by 
1977 Hungary's IIT even increased beyond the level of a number of 
EC countries for several SITC categories. However, Drabek and 
Greenaway were quick to point out that the Hungarian indices were 
calculated at the 2nd digit level, hence they were most likely to be 
subject to an upward bias relative to both Czechoslovakia and the EC 
nations. 

The finding that economic integration seemed to have hindered 
rather than encouraged IIT in some of the CMEA countries is made 
more apparent in Table 14.7 where the indices for total trade are 
contrasted with those for intra-bloc trade. Although the table shows 
that the indices for the trade of the individual member countries of 
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Table 14.8 Intra-industry trade between Czechoslovakia and GDR; 
1967-1977 (Bj-indices) 

S1TC group 1967 1977 

5 35 14 
6 26 39 
7 55 74 
8 16 41 

5-8 34 44 

Source: Z. Drabek and D. Greenaway (1984) 'Economic integration and 
intra-industry trade: the ECC and CMEA compared', Kyklos, vol. 37, 
p.458. 

the EC with each other were higher than for their total trade, the 
table also indicates that IIT constituted a small proportion of the total 
trade of Czechoslovakia with the CMEA. For Hungary, the indices 
for trade with the CMEA were slightly below the indices for its total 
trade. 

Drabek and Greenaway then explored other ways of supplement
ing these findings. Firstly, on the understanding that the most indus
trialised nations within the CMEA should be expected to have higher 
levels of IIT between them than with the less industrialised members 
of the bloc, they computed Bj indices for IIT between Czechoslovakia 
and East Germany. However, as the results in Table 14.8 clearly 
demonstrate, there was no evidence to support this hypothesis. 
Secondly, they tried to tackle Poland, whose data is classified ac
cording to its own classification - Polish Foreign Trade Classification 
(PFTC) - which differs from both the SITC and the Soviet equivalent 
(SFTC). In spite of this, they used the USSR as a proxy for the 
CMEA: if this procedure is legitimate here, why was the USSR not 
included in the CMEA category in their basic exercise for Table 
14.5? The calculations for Poland are given in Tables 14.9 and 14.10 
with the results indicating that the indices for Polish IIT with the 
USSR were lower than for its total trade. Drabek and Greenaway 
attributed this result to the high degree of complementarity in Poland
USSR trade mentioned at the beginning of this section. The two 
tables also show that this low level did not change over the period 
under consideration. Furthermore, the unexpectedly low level of Bj 

indices suggested that IIT was insignificant as a form of exchange in 
Poland's foreign trade transactions, which was particularly the case 
with regard to Poland's trade with the USSR where the indices 
indicate that IIT was virtually non-existent in their mutual trade. 
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Table 14.9 Unweighted Bj-indices by PFTC" division for Polish total 
trade and trade with the Soviet Union: 1967 

PFTC Total USSR 
trade 

1 Equipment for metal processing (10) 37 10 
2 Energy and electrode chemical 

equipment (11) 33 9 
3 Mining, metallurgy and drilling 

equipment (12) 53 0 
4 Transport equipment (13) 27 7 
5 Equipment for food processing and 

light industries (14) 29 10 
6 Equipment for chemical, wood 

processing, paper construction 
and other industries (15) 0 0 

7 Equipment for complete plants (16) 21 2 
8 Articles and instruments (17) 42 28 
9 Tractors and agricultural machinery (18) 34 2 

10 Transport means (19) 22 7 
11 Iron, steel and products of (26) 25 5 
12 Non-ferrous metals and products of (27) 1 4 
13 Cables (29) 47 37 
14 Chemicals (30) 9 2 
15 Paints, varnishes (37) 15 3 
16 Photographic materials (33) 26 0 
17 Pesticides (34) 20 0 
18 Rubber (35) 19 0 
19 Construction materials and other 

products of mineral industry (40) 15 0 
20 Paper (50) 10 ·0 
(21 Textiles) (31G-373) (3) 0 
22 Textiles (90) 31 14 
23 Clothing (91) 36 2 
24 Gloves, ties, etc. (93) 16 0 
25 Shoes (93) 23 0 
26 Household goods (94) 44 93 
27 Furniture (95) 55 0 
28 Cosmetics (96) 32 6 
29 Articles, instruments, films, books (97) 31 9 
30 Other industries (98) 36 0 
1-30 28 9 
1-29 (exl. 21) 29 10 

Note: (a) Polish foreign trade classification (PFTC) differs from SITC and 
SFTC. For details see Appendix to Drabek and Greenaway (1984.) 

Source: Z. Drabek and D. Greenaway (1984) 'Economic integration and 
intra-industry trade: the EEC and CMEA compared', Kyklos, vol. 37, p. 459. 
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Table 14.10 Unweighted Brindices by PFTC' division for Polish total 
trade and trade with the Soviet Union: 1978 

PFTC Total USSR 
trade 

1 Products of ferrous metallurgy (04) 24 0 
2 Products of non-ferrous metallurgy (05) 19 0 
3 Products of metal industry (06) 56 29 
4 Machinery and equipment (07) 54 36 
5 Products of electrotechnical 

industry (08) 61 22 
6 Products of precision industry (09) 61 41 
7 Transport means (10) 51 10 
8 Products of electrical industry (11) 55 23 
9 Chemical products (12) 8 0 

10 Chemical products (13) 50 9 
11 Construction materials (14) 19 0 
12 Glass products (15) 29 0 
13 China, ceramies (16) 61 0 
14 Wood products (17) 33 0 
15 Paper products (18) 8 0 
16 Textiles (19) 37 0 
17 Textiles (20) 30 0 
18 Clothing (21) 33 0 
19 Leather products (22) 23 0 
20 Other industry (26) 0 0 
21 Products of printing industry (27) 38 34 
22 Other industrial products (28) 63 25 

1-22 37 9 

Note: (a) Polish foreign trade classification (PFTC) differs from SITC and 
SFTC. 

Source: Z. Drabek and D. Greenaway (1984) 'Economic integration and 
intra-industry trade: the EEC and CMEA compared', Kyklos, vol. 37, p. 
460. 

Drabek and Greenaway then drew attention to the similarity of 
their results to those of Pelzman (1978) for the USSR, who concluded 
that the level of IIT was lower than in the EC count ries and that the 
level for the USSR with CMEA partners was even lower relative to 
that for third countries. But, as Table 14.11 clearly shows, Pelzman's 
estimates were for a different period (1958-73) and were based 
essentially on SFfC data. 
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CONCLUSION 

In conclusion, one should emphasise that the theoretical aspects of 
IIT are both well-founded and generally applauded. However, there 
are many limitations to the studies by Pelzman and Drabek and 
Greenaway. Apart from the lack of comparative data, it is difficult to 
accept the proposition that W for the EC can be represented by four 
members of the European Free Trade Association (EFfA). Since 
the UK left EFfA to join the EC, the whole of Western Europe has 
become an effective free trade area in manufacturing products. This 
was achieved through aseries of agreements which were signed by 
both the EC and EFf A. Therefore, one could argue that for all 
intents and purposes, the four outsiders should be treated as me m
bers of the EC. Moreover, the bulk of extra-EC trade by member 
countries of the EC is with Japan and the USA, hence a control 
group which excludes these two countries leaves a lot to be desired, 
particularly when Japan and the USA have comparable data. 

However, a more fundamental point to stress is that these works 
completely ignore the reality of the situation. As discussed in so me 
detail in Chapter 7, intra-CMEA trade is conducted through joint 
investment planning with foreign currencies playing a substantial role 
in economic management. Moreover, the CMEA countries displaya 
huge disparity in the level of their industrial development. These two 
factors, taken together, seem to suggest that the CMEA cannot be 
compared with the EC. If this argument is accepted, it follows that a 
study of the CMEA could be carried out in spite of inconsistent data, 
provided one concentrates on the CMEA alone. 

Therefore, there is no point in dwelling on this subject he re since 
the interested reader should turn back to Chapter 7 and also consult 
the references cited there. 

The overall conclusion should be brief. The studies discussed in 
this chapter are either subject to the same reservations as those stated 
at the end of Chapters 10 and 11 (the first section on Pelzman's work) 
or are defective because of failure to take into account some basic 
realities of the situation, and these realities are expressed elsewhere, 
e.g. in Chapter 7. Hence, the overall conclusions should be too 
familiar to warrant repetition here. 



15 Estimates of the Effects 
of Economic Integration 
among the LDCs 

INTRODUCTION 

The analysis in Chapter 5 clearly indicated that both the static and 
dynamic (as traditionally defined) resource reallocation effects of 
economic integration are irrelevant for schemes of integration among 
less developed countries (LDCs). This is due to the fact that perfect 
competition, hence free trade, lies at the very heart of the analysis 
and that economies of scale have to be achieved through enhanced 
competition in order to guarantee the attainment of the necessary 
cost reductions per unit of output. The neoclassical approach to 
economic integration among a group of LDCs is based on an entirely 
different framework. It is built on the understanding that there is a 
rationale for protecting certain areas of economic activity (especially 
industry, which is why trade theorists have conceded the 'infant 
industry' argument as the only exception to free trade, but only under 
very specific conditions - see EI-Agraa (1983b) for a full discussion of 
this issue) in these countries in order to raise their income levels or 
their rates of economic growth or to realise certain non-economic 
aims which are desired for their own sake. Hence, the quest for 
economic integration among the LDCs has to be seen in the much 
wider context of economies of scale, which cannot be achieved within 
single national markets, and divergencies between private and social 
costs because of distortions in both factor and commodity prices, 
which are the result of government policies. 

Because economies of scale are seen in the context of economic 
development, their analysis is intimately connected with planned 
investment decisions. The coordination of investment and production 
programmes contributes to a more rational division of labour within 
the integrated bloc. It widens the scope for efficient investments 
through the reallocation of available funds within the integrated area 
together with the inftows of capital, new technologies and know-how 
from the outside world. This should make it possible to expand 
production in those industries where economies of scale are likely to 

327 
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occur, and to coordinate planning for the large public services, such 
as transport and communication systems. 

Moreover, it is increasingly realised that the industrialisation of the 
LDCs is partly determined by the operations of the multinational 
corporations. These introduce new patterns of production which are 
largely determined by the differences in the price they charge differ
ent nations for technology, specialised intermediate inputs and other 
factors imported from the parent enterprise. Moreover, through their 
ability to transfer profits from one member country to another in 
order to take advantage of more liberal tax and profit repatriation 
policies, they can determine both the pattern and volume of pro duc
tion. Of course, this does not me an that multinational corporations 
are undesirable, particularly since they may have no influence on 
which policies a member nation of an integrated scheme mayadopt. 
However, wh at is crucial is that the operations of the multinational 
corporations do point to the existence of market imperfections. 

It follows from this that the estimation of the impact of economic 
integration among a group of LDCs must concentrate on the calcula
tion of the achievement (or otherwise) of economies of scale. It is 
only when such estimates are available that one should expect to see 
calculations of the equitable distribution of benefits and costs. How
ever, the empirical studies in this area are not only very scanty, but 
also either deal entirely with the calculation of changes in the shares 
of intra-bloc trade or apply the gravity model used by Linnemann 
(1966) and later adopted by Aitken (1973 - see equation (15) in 
Chapter 10) and Pelzman (1977 - see equation (1) in Chapter 14). 
Given the reservations expressed about the work in the field of 
quantitative estimation, the paucity of studies regarding the LDCs 
may be welcome, but when one considers the extensive number of 
studies relating to the European Community (EC), a sense of per
spective is warranted. In order to do justice to the LDCs, the chapter 
tackles two representative approaches. 

STRAUBHAAR'S TRADE SHARE APPROACH 

As stated in Chapter 1, since 1960 a large number of integrated blocs 
have been established among the LDCs. Straubhaar (1987) tried to 
assess the changes in the trade shares in the ten most important blocs 
within this group. To add a sense of perspective, he also included the 
EC, the European Free Trade Association (EFTA) and the Council 
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for Mutual Economic Assistance (CMEA). Table 15.1lists the inte
grated blocs of LDCs included in this study (for a comprehensive list 
of all schemes of economic integration, see EI-Agraa, 1987d), briefly 
summarises their intended degree of cooperation and shows some of 
the problems and conflicts in achieving it. 

Table 15.2 gives the share of intra-bloc trade as a percentage of the 
total exports of the relevant bloc for 1983. This information led 
Straubhaar to conclude that for integrated groups of LDCs, intra
bloc trade, as a share of the total exports of the bloc, was very modest 
in the best cases (ASEAN 23.1 per cent and the CACM 21.8 per 
cent) and insignificant (less than 10 per cent) in the majority of cases, 
with the value of intra-bloc trade exceeding US $1 billion in 1983 only 
in the cases of ASEAN and ALADI. The table also shows that in 
comparison with the EC and the CMEA, intra-bloc trade among the 
LDCs had clearly been less significant, accounting in both the EC and 
the CMEA for more than half of total trade. 

In order to give an estimate regarding how far trade flows had been 
influenced by the integration schemes, Table 15.2 also gives the 
(uncompounded) growth rates of intra-bloc trade and compares them 
with the rates for external trade. Very briefly, for Straubhaar, these 
rates indicated that at the time of the formation of a new scheme, the 
elimination of trade restrictions increased the volume of intra-bloc 
trade, with intra-bloc trade growing much faster than extern al trade. 
In the case of ALADI, intra-bloc trade rose from 7.7 per cent in 1960 
to 10.2 per cent in 1970. For the CACM, it increased from 7.5 per 
cent in 1960 to 26.8 per cent in 1970. This effect was also witnessed in 
the African schemes: in the case of the CEAO, intra-bloc trade 
increased from 2.0 per cent in 1960 to 9.1 per cent in 1970 and in the 
UDEAC it rose from 1.6 per cent to 3.4 per cent for the respective 
years. However, except for ASEAN, this momentum was greatly 
diminished, with intra-bloc trade increasing only insignificantly more 
than external trade, with ALADI maintaining its 1970 rate in 1983 
and UDEAC registering a negative difference by then. 

Straubhaar then emphasised three problems in connection with 
these results. Firstly, in contrast to integration schemes among ad
vanced nations, the estimates for the LDCs were heavily influenced 
by frequent and repeated fundamental economic, social and political 
changes within the integrated group since practically no single bloc 
was spared from multiple, and often violent, uprisings in one or more 
member countries within the bloc. Secondly, there were frequent 
changes in the composition of the individual blocs. Finally, there 
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were also frequent changes in the degree of co ordination within the 
individual blocs. 

From the discussion in this book, particularly in Part 11, it shöuld 
be apparent by now that estimates of simple trade percentages do not 
form a solid basis for analysis. Moreover, and more fundamentally, 
since the aim of economic integration among a group of LDCs is to 
enable the establishment of optimum plant installations financed by 
imported investments, it follows that economic integration may actu
ally resuIt in increased trade with the outside world, particularly since 
most of the capital equipment and intermediate products which are 
needed for plant installation and production are imported from the 
advanced world. Of course, sometimes such trade is a precondition for 
advancing the foreign technology, know-how and finance which are 
desperately needed. In short, an estimate which fails to take these 
fundamental considerations into account should not be taken seriously. 

THE ESTIMATES BY BRADA AND MENDEZ 

The only rigorous estimates of the effects of economic integration 
among a group of LDCs were made by Brada and Mendez (1985) for 
the CACM, LAFT A and the Andean Pact. For comparison pur
poses, they also included results for the EC and EFT A. They utilised 
Linnemann's gravitation al equation (see equation (14) in Chapter 10) 
as their starting point since they believed that it had asound theoreti
cal basis (see Bergstrand, 1985) and provided an empirically tractable 
general equilibrium framework for modelling bilateral trade f1ows. 
Hence, the reader is advised to turn to that equation so as to recall all 
its properties before proceeding with this section. 

However, Brada and Mendez feit that the use of the variables in 
equation (14) (Chapter 10) to model the relationship between en
dowments, tastes and trade with a sample wh ich included both 
developed count ries and LDCs raised so me conceptual problems. 
Firstly, it had to be assumed that all the countries included in the 
study were developing along similar lines and that the development 
process did not change their trade behaviour in any manner that was 
not predicted by the Linnemann equation. However, they accepted 
Chenery's (1960) evidence which had suggested that this assumption 
was acceptable. Secondly, aggregate measures of income varied 
between developed countries and the LDCs both in terms of their 
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coverage of economic activity and in the mix of commodities in
duded. The biases generated by this tended to work in the same 
direction: incomes in the LDCs were likely to be understated and 
each dollar of income induded fewer tradables relative to incomes in 
the developed nations. But they were convinced that the log-linear 
specification of the equation took care of such biases since the 
equation weighted each dollar of income in an LDC more than a 
dollar of income in a developed country. They also introduced 
measures to adjust for these differences - see below. Thirdly, the 
distance variable indicating resistance to trade comprised an econ
omic element (consisting of transport and information costs), a 
structural element (reflecting differences in consumption patterns 
and factor endowments) and a policy element which induded the 
impact of economic integration. Because the effects of the structural 
elements are ambiguous (differences in factor endowments promote 
trade while differences in consumption hinder it), they decided to 
focus their attention on the remaining factors by improving on the 
manner of specifying the impact of economic integration on resis
tance to trade. Finally, they feIt that although both the procedures of 
introducing dummy variables (DVs) (Aitken's method - see Chapter 
10) and selecting apre-integration period on the basis of which the 
equation is estimated for projection purposes (Pelzman's method -
see Chapter 14) were legitimate for measuring the trade-augmenting 
effects of economic integration among count ries at the same level of 
development, or with similar size or economic system, they were not 
appropriate for the blocs they chose. 

Some of these issues warranted elaboration. They stressed that the 
impact of economic integration on inter-member trade was in
fluenced by three sets of factors. The first was the environment, which 
they took to mean the physical and economic characteristics of the 
integrating group of countries and their economic relations with· the 
outside world (W). As an example, they hypothesised that countries 
doser to each other would experience, ceteris paribus, more trade 
augmentation after integration than countries which were far apart. 
The second was the economie system of the countries under consider
ation. Here they pointed to the literature which suggested that 
centrally planned economies tended to trade less, eeteris paribus , 
than comparable market oriented economies. The third, and final, 
was the poliey element. Some schemes of economic integration 
lowered their inter-member trade barriers to a greater extent than 
others, hence the former were expected to be more effective in 
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augmenting inter-bloc trade. They concluded that when one dealt 
with a homogeneous group of nations, one could presume that the 
integration DVs or the difference between the actual and predicted 
trade flows did not reflect systematic differences. Also, one did not 
expect environmental factors to change drasticaHy over time or differ 
greatly between integration schemes. Therefore, the coefficients of 
integration DVs or the differences between expected and actual 
post-integration trade could safely be attributed to economic integra
tion as a policy variable. However, with a more heterogeneous 
group, the estimates of the impact of economic integration would 
become 'tainted at best and swamped at worst by the differences in 
system and environment' that prevailed among the various schemes 
(Brada and Mendez, 1985, p. 551). 

In order to cater for these problems, Brada and Mendez modified 
the gravity equation to include the environmental effects as weH as 
the effectiveness of economic integration. Two environmental vari
ables were modelled for the distance between members of the scheme 
and for their level of economic development. As explained above, the 
distance hypothesis amounted to stating that if, for example, three 
countries decided to establish a form of economic integration, the 
two closest to each other would experience greater expansion in their 
mutual trade relative to the third. This could be partly due to the fact 
that it may be feasible to trade highly perishable products between 
geographicaHy closer countries, but such trade might be uneconomic 
with distant nations. Also, the further distance would pi ace traders at 
a dis advantage in terms of evaluating reactions to opportunities in the 
partner's markets due to lack of more precise information and to less 
direct acquaintance with the culture and the economy of the place. 
Moreover, countries closer to each other are supposed to be more 
likely to have greater similarity in terms of culture and climate; thus 
they are more likely to have similar patterns of consumption and 
production. In short, the hypothesis is that a scheme of economic 
integration among geographically closer countries should stimulate 
inter-bloc trade more, ceteris paribus, than one whose member 
nations are far apart. 

Brada and Mendez noted that, on the one hand, the LDCs had a 
structural bias against trade since their production was mainly in 
subsistence agriculture and in services, neither of which ente red into 
international trade. Thus, most of their trade tended to be conducted 
with the advanced nations, exchanging agricultural products and raw 
materials for manufactured goods. On the other hand, the advanced 
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nations tended to have large manufacturing sectors which encour
aged both complementary trade (manufactured products being ex
changed for raw materials) as well as intra-industry trade (see 
Chapter 14) which is gene rally not available to the LDCs. Therefore, 
the hypothesis advanced was that the level of economic development 
would also have a positive impact on economic integration. 

In order to measure the impact of these environmental factors on 
trade ftows, they respecified the Linnemann equation in the following 
way: 

log X;j = A + U 1 log Y; + U z log Yj + U 3 log N; 
+ U 4 log N j + U s log D;j + ß log Q;j 

+ Y1P;j log (Y/N;)(Y/Nj) 

+ Y2P;j log D;j + log e;j (1) 

where Q;j = 2 and P;j = 1 if countries i and j belong to the same 
preference area and 1 and 0, respectively, when countries i and j 
belong to different or no preference areas. The coefficient Yl mea
sures the effect of per capita income on the effectiveness of economic 
integration, and a positive value indicates that the impact of integra
tion on inter-bloc trade increases with the level of development of the 
countries joining the scheme, reftecting the higher proportion of 
tradables in their output. The coefficient Y2 measures the effect of 
distance on the trade augmenting effect of economic integration: the 
further the distance among the members, the smaller, ceteris paribus , 
is the augmentation in their mutual trade. 

Brada and Mendez collected data for the trade between the mem
ber countries of the EC, EFfA, CACM, LAFfA and the Andean 
Pact with each other and with eighteen developed countries and 
LDCs which belonged to no scheme of economic integration. The 
trade ftows for the CMEA countries were not used to estimate the 
parameters of equation (1) since the systemic differences between 
them and the rest of the groups implied that they could not be 
expected to follow the market oriented regime depicted by the 
equation. 

Because the observations could not be pooled over time, it was 
necessary to estimate parameters for the equation for each year. Due 
to space limit at ions , Brada and Mendez presented the parameter 
estimates for only the last year for which complete data were avail
able (1976), together with 1970 and 1973. These are given in Table 
15.3. They drew attention to the fact that this period was one during 
which aB the schemes under consideration were in existence. They 
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Table 15.3 Parameter estimates for equation (1) (t-ratios in parentheses) 

Year 

Parameter 1970 1973 1976 

A 0.0974 2.711 1.606 
(ll 1.092 0.972 1.034 

(15.80) (15.92) (17.98) 
(l2 0.157 0.136 0.146 

(3.94) (3.95) (4.15) 
(l3 -0.291 -0.089 -0.185 

(-3.05) (-1.02) (-2.42) 
(l4 0.574 0.477 0.442 

(9.57) (8.41) (8.57) 
(l5 -0.543 -0.581 -0.472 

(-8.09) (-8.64) (-7.39) 
ß 3.772 4.679 4.831 

(1.85) (1.87) (1.97) 
Yl 0.194 0.104 0.058 

(2.13) (1.85) (0.83) 
Y2 -0.619 -0.630 -0.525 

(--4.40) (--4.9i) (--4.25) 
R 2 0.651 0.693 0.706 
N 864 774 789 

Source: J. C. Brada and J. A. Mendez (1985) 'Economic integration 
among developed, developing and centrally planned economies: a compara-
tive analysis', Review 01 Economics and Statistics, vol. 67, p. 552. 

noted that the coefficients for income and population had the ex
pected signs, and these together with the coefficient for distance «l5) , 
were similar to those reported by Aitken (1973 - see Chapter 10) and 
by Hewett (1976). Except for the constant term and a 3 , they found 
the coefficients to be relatively stable over time. 

The results given in Table 15.3 point to certain values for the 
integration coefficients. Because ß is positive, the implication is that 
economic integration tends to reduce the resistance to trade between 
member countries of an integration scheme. The coefficient for per 
capita incomes (Yl) is positive, suggesting that, ceteris paribus, econ
omic integration among countries with high per capita incomes tends 
to increase trade by more than integration among countries 
with low per capita incomes. The value of this parameter falls over 
time and in 1976 was not significantly different from zero. Brada and 
Mendez attributed this to the global increase in the prices of fuels and 
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raw materials, since they were of the opinion that these price in
creases then resulted in complementary trade in these goods among 
countries with different per capita incomes being weighted more 
heavily in total trade relative to competitive trade flows among the 
advanced nations. Finally, the coefficient for the distance DV (Y2) is 
negative, thus supporting the hypothesis that the impact of economic 
integration on trade tended to diminish as the distance between 
members of an integrated scheme increased. 

The ratio of post- to pre-integration trade is indicated by the 
expression: 

ß + YI(Y*/N*)2 + Y2D * 

where Y* and N* are the average income and population of the 
integrated bloc and D* the average distance among them. Brada and 
Mendez indicated that this number represented the trade creation 
(TC) to be expected in a scheme of economic integration among 
countries with a given level of per capita incomes and inter-member 
distances on the understanding that the policies adopted to promote 
economic integration were as effective as the average of those 
adopted by all five schemes. Hence, column 5 of Table 15.4 gives the 
ratio of post- to pre-integration trade expected in each bloc had each 
bloc adopted integration policies of the same effectiveness. Thus the 
differences among the schemes shown in this column reflect only the 
impact of the environment on the performance of individual integra
tion schemes. Column 2 shows the effect of the level of economic 
development on the effectiveness of economic integration and col
umn 3 that of inter-member distance; for example in 1970, the EC 
was expected to increase inter-EC trade by 863 per cent, the figure in 
EFTA's case being 550 per cent, which suggested that the slightly 
higher level of per capita incomes in EFT A did not compensate for 
the greater distance among the members (1732 miles against 801 for 
the EC). 

Altogether, the differences between the five schemes given in 
column 2 of Table 15.4 are very smalI. This suggests that differences 
in per capita incomes do not explain much of the difference in the 
capability of an integration scheme to augment inter-bloc trade. 
However, the results in column 3 indicate that differences in average 
inter-member distance do explain these differences - note that the 
average distances vary from 306 miles for the CACM to 9173 miles 
for LAFT A. Consequently, although the CACM consists of the least 
developed countries in the study, it is expected to increase inter-
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member trade by 500 per cent, slightly more than for EFfA. Note 
that the decline in the value of Y1 over time changes the relative 
inftuence of environment on economic integration. Given the decline 
in the significance of the level of development as a factor promoting 
inter-member trade in the results for 1973 and 1976, it appears that 
integration schemes among the LDCs become less disadvantaged 
relative to schemes among advanced nations with the progress of 
time. Brada and Mendez thus conclude, given their reservations 
regarding the decline in the value of Y1' that it would seem more 
appropriate to consider the results in column 5 of this table as the 
range of likely environmental inftuences on economic integration 
rather than as point results. But they were quick to add that the 
results in the table as a whole clearly indicate that the impact of 
environmental factors cannot be ignored. 

Brada and Mendez then turned to the results regarding the policies 
by which economic integration was promoted. They drew attention 
to the fact that there were significant differences in the integration 
policies of the five schemes under consideration, for example: some 
were free trade areas while others were common markets, thus 
resulting in different types of scheme; there were differences in the 
extent to which non-tariff trade barriers were lowered among the 
member countries; and there were differences in the height of their 
common external tariffs (CETs). The procedure they followed in 
comparing the effectiveness of the integration policies pursued by the 
five schemes was to establish whether the actual increase in inter
member trade was greater than that predicted by Table 15.4. Their 
justification for this procedure was that since the increases in inter
member trade predicted by the table reftected the environmental 
differences between the five groups when identical integration policies 
were adopted in all the schemes, it followed that any differences 
between the predicted and the actual increases in inter-member trade 
indicated differences in the ejfectiveness 0/ the integration policies of 
each integration bloc. They took the ratio of the actual to the 
expected pre-integration trade for the ith integration bloc to be: 

2R(.) = (actual post-integration trade) 
p l (expected pre-integration trade) , 

(2) 

ß(i) = [ß + Jt(i)] + Y1(Y*/N*)2 + Y2D* (3) 

where Jt(i) measures the difference between the effectiveness of the 
policies of the ith integration bloc and the effectiveness of the average 
integration policy. 
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Table 15.4 Effect of environment on inter-member trade ftows in 
regional integration 

Total 
Integration ß YlY*/N*l Y2D* (1 + 2 + 3) 2 Total 

scheme Year (1) (2) (3) (4) (5) 

1970 3.77 3.05 -3.71 3.11 8.63 
EC 1973 4.68 1.74 -3.95 2.47 5.54 

1976 4.83 1.01 -3.30 2.54 5.82 

1970 3.77 3.06 -4.37 2.46 5.50 
EFfA 1973 4.68 1.74 -4.56 1.86 3.63 

1976 4.83 1.02 -3.80 2.05 4.14 

1970 3.77 2.46 -5.08 1.15 2.22 
LAFfA 1973 4.68 1.46 -5.13 1.01 2.01 

1976 4.83 0.79 -4.27 1.35 2.55 

1970 3.77 2.35 -4.61 1.51 2.85 
Andean Pact 1973 4.68 1.41 -4.68 1.41 2.66 

1976 4.83 0.79 -3.95 1.67 3.18 

1970 3.77 2.31 -3.58 2.50 5.66 
CACM 1973 4.68 1.30 -3.65 2.33 5.03 

1976 4.83 0.78 -3.04 2.57 5.94 

Source: J. C. Brada and J. A. Mendez (1985) 'Economic integration among 
developed, developing and centrally planned economies: a comparative 
analysis', Review 0/ Economics and Statistics, vol. 67, p. 553. 

The results for integration policy effectiveness are given in Table 
15.5. They show that for the Andean Pact, the EC and LAFfA, the 
value of n(i) was negative, suggesting that the integration policies 
pursued by these three blocs had less than average effectiveness. For 
example, column 4 indicates that the increases in trade obtained by 
the EC were only 60 per cent of what could have been achieved had it 
pursued integration policies of average effectiveness. Brada and 
Mendez pointed out that although the n(i)s for the Andean Pact and 
LAFfA ftuctuated more than those for the EC, they 'bracketed' 
them, indicating that integration policies in Latin America were 
about as effective as those of the EC and that the differences in TC 
between the EC and the Latin American blocs given in column 1 
reftected mainly environmental factors. To restore the average, the 
CACM and EFf A seem to have adopted integration policies of 
above average effectiveness, with the CACM faring better than 
EFf A. Brada and Mendez then advanced an explanation for these 
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Table 15.5 Effects of policy on inter-member trade flows in regional 
integration 

Integration j3(i) j3 + "ft{Y*/N*) + Y2D* xCi) 2Mi) 

scheme Year (1) (2) (3) (4) 

1970 2.35 3.11 -0.76 0.59 
EEC 1973 1.73 2.47 -0.74 0.60 

1976 1.77 2.54 -0.77 0.59 

1970 2.50 2.46 0.04 1.03 
EFfA 1973 2.34 1.86 0.48 1.39 

1976 1.91 2.05 -0.14 0.91 

1970 0.63 11.5 -0.52 0.70 
LAFfA 1973 -0.34 1.01 1.35 0.39 

1976 0.53 1.35 -0.82 0.57 

1970 1.01 1.51 -0.50 0.71 
Andean Pact 1973 -0.27 1.41 -1.68 0.31 

1976 0.91 1.67 -0.76 0.59 

1970 4.00 2.50 1.50 2.83 
CACM 1973 3.07 2.33 0.74 1.67 

1976 3.13 2.57 0.56 1.47 

Source: J. C. Brada and J. A. Mendez (1985) 'Economic integration among 
developed, developing and centrally planned economies: a comparative 
analysis', Review o[ Economics and Statistics, vol. 67, p. 555. 

seemingly puzzling results: the CACM and EFT A pursued economic 
integration mainly for its possible economic benefits while the other 
three blocs included important non-economic objectives as well, such 
as the protection of agriculture in the EC and the promotion of 
industry with reduced power for the multinational corporations in 
Latin America - see EI-Agraa (1980; 1982; 1985b; 1988) for a full 
coverage of the policies adopted by these schemes. 

Although Brada and Mendez realised that the analysis of the 
inftuence of the economic system on the effectiveness of economic 
integration was more complex than that of environment and policy 
(due to the fact that there was only one integration scheme for 
centrally planned economies and all the centrally planned economies 
were members), they nevertheless feIt that some rough results could 
be obtained for the effect of the economic system and integration 
policies on the effectiveness of CMEA integration. First, they calcu
lated the value of the expression for environmental impact which 
gave values of 2.47,2.03 and 2.22 for the years 1970, 1973 and 1976 
respectively. Comparing these values with those in column 4 of Table 
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15.4, they reached the conclusion that, on the basis of environmental 
factors, the CMEA had about the same potential for increasing 
inter-member trade as did EFfA. The values of ß(i)s for the CMEA 
were 1.62, 1.36 and 1.46 for the corresponding years, suggesting that 
the CMEA did not raise inter-member trade by the amount it 
possibly could have. The values of the n:(i)s for the respective three 
years were all minus figures (0.85, 0.67 and 0.76) and, interestingly 
enough, were similar to those of the EC. Remembering that in the 
case of the CMEA the latter results capture both the system and 
policy effects, the conclusion was reached that the combined effect 
led the CMEA to underfulfil its potential by an amount equivalent to 
that of the EC. From this they concluded that 'it does not seem that 
CMEA integration policies or the system of central planning appear 
to be significantly greater barriers to promoting inter-member trade 
than do policies adopted among integrating market economies' 
(Brada and Mendez, 1985, p. 555). 

Again, there is no point in repeating the criticisms of the methodol
ogy employing the Linnemann gravity equation at the end of this 
section since all that is stated in Chapter 10 still applies here. What 
should be added is that the factors that determine the three elements 
analysed in this study (environment, policy and system) are very 
complex indeed and are usually pursued via a package of policy 
instruments. Hence, to analyse them within a context which averages 
their impact is to by-pass all their complexity. If the results are to be 
taken seriously, the methodology must explicitly incorporate all the 
dimensions employed in carrying out the policies. Of course, this is 
an impossible task since econometrics cannot tackle complex sys
tems, and as long as econometricians work with simple testable 
hypotheses, they cannot hope to have their results taken seriously. 
However, in spite of the methodological difficulties involved in 
aggregating advanced nations with the LDCs, one should finish by 
adding that Brada and Mendez should be congratulated for attempt
ing to carry out an integrated and fairly comprehensive coverage of 
all the significant economic integration schemes in existence today -
see the following chapter for more on this issue. 

CONCLUSION 

Given the comments made at the end of each section and the 
criticisms accumulated over the last six chapters, there is no need for 
an overall conclusion. 



16 Conclusions 

The purpose of this chapter is to provide an overall picture of the 
methodologies employed, make some broad criticisms and suggest an 
alternative way for estimation. 

THE EFFECTS OF ECONOMIC INTEGRATION 

Part I of this book was devoted to a full discussion of the effects of 
economic integration. It was shown there that, at the customs union 
(CU) and free trade area (FTA) levels, these effects could be due to: 

(i) enhanced efficiency in production made possible by increased 
specialisation in accordance with the law of comparative advan
tage; 

(ii) increased production levels due to better exploitation of econ
omies of scale made possible by the increased size of the market; 

(iii) an improved international bargaining position, made possible by 
the larger size, leading to better terms of trade; 

(iv) enforced changes in efficiency brought ab out by enhanced com
petition; and 

(v) changes affecting both the amount and quality of the factors of 
production due to technological advances, i.e. changes in the 
rate of growth. 

If the level of economic integration is to go beyond the CU/FTA level 
to common markets (CMs) and economic unions (EUs), the impact 
of (vi) factor mobility, (vii) the co ordination of monetary and fiscal 
policies and (viii) the unification of targets for full employment, 
high er growth rates and better income distribution must also be 
investigated. 

However, Part II of the book showed that the majority of empirical 
studles attempted estimates of the gross trade creation (GTC), TC, 
trade diversion (TD) and extern al trade creation/destruction (ETC) 
effects. These are only the short-term resource reallocation effects, 
i.e. they are concerned with only (i). There is only one major study 
dealing with (iii), the terms of trade effects. One may be misled into 
feeling that Chapter 12 on the estimates of the costs of the 'common 
agricultural policy' (CAP) of the European Community (EC) repre-

344 
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sented an element within (viii) and possibly (vi), but the estimates 
there were carried out in that fashion simply because the bulk of the 
empirical studies dealt with only the manufacturing sector , as Chap
ters 9-11 and Chapters 14 and 15 clearly demonstrated. Of course, 
some of the studies attempted a discussion of some of the other 
elements, but these were cursory, and were often carried out as an 
afterthought. Hence, this is the first major deficiency of these studies, 
particularly since changes in the rate of economic growth are bound 
to influence the pattern of trade. 

One must also add to this list of omissions other, possibly more 
important, considerations. A substantial part of the theoretical inter
est in economic integration arises not from its impact, positive or 
negative, on the trade balance, but from the fact that the overall 
impact on world welfare depends upon the particular form of econ
omic integration adopted or being contemplated. Moreover, there is 
also Kaldor's (1971a; 1971b) 'resource cost' effect: when the static 
resource reallocation effects of economic integration have a negative 
impact on a country, it may feel compelled to carry out policies to 
redress the situation - 'the cost of this rectification is the resource cost 
of integration, the value of the resources which have to be used in 
sustaining integration' (Mayes, 1978, p. 4). 

A GENERAL CRITIQUE OF EMPIRICAL STUDIES 

There are some general and so me specific points of criticism to be 
made against these studies. Since the specific points were raised 
either during the discussion of each contribution or above, this 
section is devoted to the general points. 

(i) All the studies, excepting the Brada and Mendez (1985), Tru
man (1975) and Williamson and Bottrill (1971) studies and to a 
certain extent the Aitken (1973) and Mayes (1978) estimates, 
assume that the formation of the EC (or EFTA) has been the 
sole factor to influence the pattern of trade. Since the EC and 
EFTA were established more or less simultaneously (there is a 
year's difference between them), it is not justifiable to attribute 
changes in the pattern of trade to either alone. After all, EFTA 
was established in order to counteract the possible damaging 
effects of the EC! Moreover, a few years after the establishment 
of these two blocs, a number of schemes were formed all over 
the world - see EI-Agraa (1982; 1988) for a detailed specification 
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and discussion of these. Hence, the impact of these latter group
ings should not have been ignored by studies conducted in the 
late 1960s and thereafter. 

(ii) Most of the recent studies ignore the fact that Britain used to be 
a member of EFfA before joining the EC. Since the UK is a 
substantial force as a member of either scheme, it seems mis
leading to attempt estimates which do not take into considera
tion this switch by the UK. A similar argument applies to 
Denmark. This point of course lends force to the previous one. 

(iii) In the period prior to the formation of the EC and EFf A, 
certain significant changes were happening on the international 
scene. The most important of these was that the discrimination 
against the US was greatly reduced. Is it at all possible that such 
developments had no effect whatsoever on the trade pattern of 
the EC and EFf A? It seems unrealistic to assurne that this 
should have been the case. 

(iv) All the studies, except for Truman's (1975) and to some extent 
Winter's (1984a), dealt with trade data in spite of the fact that a 
proper evaluation of the effects of economic integration requires 
analysis of both trade and production data. TC indicates a 
reduction in domestic production combined with new imports of 
the same quantity from the partner, while TD indicates new 
imports from the partner combined with less imports from the 
rest of the world (W) and a reduction in production in the W. 

(v) Tariffs are universally recognised as only one of many trade 
impediments, yet all the studies, except Krause's (1968) and 
Prewo's (1974), were based on the assumption that the only 
effect of economic integration in Western Europe was on discri
minatory tariff removal. This is a very unsatisfactory premise, 
particularly if one recalls that the EC had to resort to explicit 
legislation against cheaper imports of textiles from India, Japan 
and Pakistan in the 1960s and early 1970s. The EC later forced 
Japan to adopt voluntary export restraints (VERs) with regard 
to cars, and some unusual practices were adopted, like France's 
diverting of Japanese video recorders to the relatively small 
town of Poitiers to slow down their penetration of the French 
market - see EI-Agraa (1987c) for a detailed specification of 
these issues. Moreover, the level of tariffs and their effective 
protection is very difficult to measure: 

Tariff schedules are public, but their interpretation is often 
made difficult by peculiar institutional clauses. Furthermore, 
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it is difficult to obtain a good measure of the restrictive impact 
of tariffs. Average tariff rates will not do, for, if the rate is zero 
on one good and prohibitive on another, the average tariff is 
zero. It is necessary to use apriori weights, which inevitably is 
arbitrary ... [Others] raised a more subtle issue by proposing 
to use input-output analysis to measure the effective rates 01 
protection achieved by tariffs on value added. This approach 
raises a host of problems. The assumptions of fixed technical 
coefficients and of perfectly competitive price adjustments are 
both debatable. It is dear that the concept of effective 
protection ... relies on oversimplified assumptions. (Wael
broeck, 1977, p. 89) 

(vi) The Dillon and Kennedy rounds of tariff negotiations resulted in 
global tariff reductions which coincided with the first stage of the 
removal of tariffs by the EC. Does this not mean that any 
evidence of ETC should be devalued, and any evidence of TD is 
an under-estimate? 

More specifically, however: 

In all these studies, the integration effect, whether trade creation 
or trade diversion, is estimated by the difference between actual 
and extrapolated imports for a post-integration year. The extrapo
lation of imports is done by a time trend of imports or by relating 
imports with income or consumption in the importing country. The 
difference between the actual and estimated imports would be due 
to (i) autonomous changes in prices in the supplying and importing 
countries, (ii) changes in income, consumption or some other 
variable representing macroeconomic activity, (iii) changes in vari
ables other than income/consumption and autonomous price move
ments, (iv) revisions of tariffs and/or other barriers as a result of 
integration, (v) residual errors due to the random error term in the 
estimating equation, misspecification of the form of the equation, 
errors in the data, omission or misrepresentation of certain vari
ables, etc. The studies ... try to segregate the effect of (ii) only. 
The remaining difference between the actual and estimated im
ports would be due to (i), (iii), (iv) and (v), but it is ascribed only 
to (iv), i.e. the effect of revision of tariff andlor other barriers to 
trade as a result of integration. Clearly, it is a totally unreliable way 
of estimating the integration effect on trade creation or trade 
diversion. Even if prices are induded as an additional variable in 
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the estimating equation, it would amount to segregating the effect 
of (i) and (ii), so that the difference between the actual and 
estimated imports would be due to (iii), (iv) and (v). It would still 
be wrong to ascribe it to (iv) only. The error term at (v) is often 
responsible for a divergence of ± 10% between the actual and 
estimated imports, which might often overshadow the effect of 
integration. For this reason, the 'residual method' used by Balassa, 
the EFfA Secretariat and many others, is highly unreliable for 
estimating the trade creation and trade diversion effects of inte
gration. (Dayal, R. and N., 1977, pp. 136-7) 

Moreover, the effects of economic integration, be they TC or TD, 
occur in two stages: the effects of changes in tariffs on prices and the 
effect of price changes on trade. These two effects have to be 
separately calculated before the TC and TD effects of economic 
integration can be estimated. This procedure is not followed. 

In addition, the accuracy of the ex ante forcasts of the impact of 
economic integration on the level and direction of trade rests on the 
reliability of the price elasticities utilised. Furthermore, apart from 
this general problem, a critical issue is whether the effect of a tariff is 
the same as that of an equivalent price change; tariff elasticities substan
tially exceed the usual import-demand elasticities, and the elimination 
of a tariff is perceived by the business world as irreversible. 

It therefore seems inevitable to conclude that: 

All estimates of trade creation and diversion by the [EC] which 
have been presented in the empirical literature are so much af
fected by ceteris paribus assumptions, by the choice of the length of 
the pre- and post-integration periods, by the choice of benchmark 
year (or years), by the methods to compute income elasticities, 
changes in trade matrices and in relative shares and by structural 
changes not attributable to the [EC] but which occurred during the 
pre- and post-integration periods (such as the trade liberalisation 
amongst industrial countries and autonomous changes in relative 
prices) that the magnitude of no . . . estimate should be taken too 
seriously. (Sellekaerts, 1973, p. 548) 

Moreover, given the validity of these criticisms, one should not 
take seriously such statements as: 

There are a number of studies that have reported on attempts to 
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construct ... estimates. Individually the various methods must be 
judged unreliable .... But collectively the available evidence is 
capable of indicating concJusions of about the same degree of 
reliability as is customary in applied economics. That is to say, 
there is a wide margin of uncertainty about the correct figure, but 
the order of magnitude can be established with reasonable con
fidence. (Williamson and Bottrill, 1971, p. 323) 

Since no single study can be justified in its own right and the fact that 
the degree of reliability in applied economics leaves a lot to be 
desired, it is difficult to see the collective virtue in individual mis
givings! 

AN ALTERNATIVE 

It seems evident that there is nothing wrong with the methodology 
for the empirical testing of integration effects, but that the problems 
of actual measurement are insurmountable. However, these difficul
ties are due to some basic misconceptions regarding the welfare 
implications of TC and TO: TC is good while TO is bad - using the 
Johnson (1974) definition. 

In an interdependent macroeconomic world, TC is inferior to TO 
for the country concerned - see Chapter 6 of this book and El-Agraa 
(1979b), El-Agraa and Jones (1981) and Jones (1983) - and both are 
certainly detrimental to the outside world. This concJusion is also 
substantiated by Johnson's work which incorporates the collective 
consumption of a public good - see Chapter 2 of this book and 
Johnson (1965a). It therefore seems rather futile, tor estimation 
purposes, to attach too much significance to the welfare implications 
of TCrrO in this respect. Lest it be misunderstood, I should hasten to 
add that this is not a criticism of the TCrrO theoretical dichotomy, 
rather the futility/impossibility of its empirical estimation. Moreover: 

trade creation and trade diversion ... are static concepts. Their 
effects are once-for-all changes in the allocation of resources. At 
any date in the future their effects must be measured against what 
would otherwise have been, not by wh at is happening to trade at 
that time. In the economic theorist's model without adjustment 
lags, the introduction of a scheme for regional integration causes a 
once-for-all shift to more intra-integrated area trade and less trade 
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with the outside world, and the forces that subsequently influence 
the allocation of resourees beeome onee again eost ehanges due to 
teehnological advanee, and demand ehanges due to differing in
eome elasticities of demand as real ineome rises as a result of 
growth [,] ... eall the first set of forees affeeting the alloeation of 
resourees integration induced and the second set growth 
induced . ... The two sets offorees ... are intermixed (the prob
lem beeomes even more eomplex eoneeptually if integration itself 
affeets the growth rate). The more sudden the integration, the 
more likely it is that integration indueed effeets will dominate, at 
least for the first few years; but the longer the time lapse the more 
would normal growth-indueed effeets dominate. The morals are: 
(1) the longer the time since a relatively sudden move towards 
integration, the harder it is to diseern the effects by studying 
ehanges in the pattern of trade; and (2) the more gradually the 
integration measures are introdueed, the more will the effects be 
mixed up, even in the short term, with growth-indueed effeets. 
(Lipsey, 1977, pp. 37-8) 

For all these reasons I have suggested (EI-Agraa, 1985b) that the 
measurement of the impaet of eeonomic integration should be eon
fined to estimating its effeet on intra-union trade and, if at alt 
possible, to finding out whether or not any ehanges have been at the 
expense of the outside world. The statistieal proeedure for sueh 
estimates should be straightforward if one uses the EI-Agraa/Jones 
interdependent global maero model (see Chapter 6) and ineorporates 
into it the import demand funetions suggested by the Dayals (1977). 
One ean then utilise the eoneepts of ineome and substitution effeets 
(suggested by the Dayals and spelt out in the Jones's version of the 
maeroeeonomie model in ehapter 6) without some of the unneeessary 
details created by using simple marginal utility functions. Although 
the macroeconomie framework is subject to some serious limitations, 
it provides, at the very least, a genuine alternative against which one 
ean judge the quality of the estimates obtained from the previous 
models. 
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