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Abstract - 

S i n c e  Wor ld  War I1 a number  o f  p r e f e r e n t i a l  t r a d i n g  b l o c s  

h a v e  come i n t o  e x i s t e n c e ,  o f  wh ich  t h e  E u r o p e a n  E c o n o m i c  

Commnni+_y ( E E C )  a n d  t h e  E u r o p e a n  F r e e  T r a d e  A s s o c i a  t i c n  (EPTA) 

a r e  t h e  m o s t  s u c c e s s f u l .  T h e  c o r e  o f  a l l  s u c h  a r r a n g e m e n t s  h a s  

beon  t h a t  t h e  me'mberz o f  e a c h  v o u d  l x t e n d  t o  t h e i r  p a r t n e r s  

f a v c u r s  a n d  p r i v i l s g e s -  - e s p e c i a l l y  f r e e  a c c e s s  t o  t h e i r  

m a r k e t s - - n o t  a v a i l a b l e  t o  o t h e r s .  F o r  members ,  t h i s  means  e 

l a r q e r  m a r k e t  a n d  a b e t t e r  a l l o c a t i o n  o f  r e s o u r c e s .  P c r  

o u t s i d e r s ,  h o w e v e r ,  + h i s  i n v o l v e s  i n t e n s i f i e d  d i s c r i m i n a t i o n .  
-= 

As E r e s u l t ,  t r a d e  among t h e  members  i s  e x p e c t e d  t o  i n c r e a s e  a n d  

t h a t  w i t h  o u t s i d e r s  + o  d e c r e a s e  r e l a t i v e l y .  Some s t u d i e s  h a v e  

m e a s u r e d  t h e s e  e f f e c t s ,  b u t  n o n e  o f  the'm i s  e n t i r e l y  ) 

s a t i s f a c t o r y .  

  his t h e s i s  i m p r c v e s  u p o n  t h e  e x i s t i n g  t e c h n i q w e s  by  

d e v e l o p i n g  a n  a l t e r n a t i v e  m e t h o d  o f  m e a s u r i n g  t h e  t r a d e  e f f e c t s  

~f t h e  EEC a n d  t h e  EFTA. A g r a v i t a t i o n a l  model o f  t r a d e  f l o w g  

i s  e m p l o y e d ,  u s i n g  c r o s s - s e c t i o n a l  d a t a .  T h e  p r e f e r e n c e  e f f e c t s  

of t h e  t r a d i n g  b l o c s  a r e  i n c o r p o r a t e d  by i n c l u d i n g  dummy 

v a r i a b l e s  a l o n g  w i t h  c t  he I i n d e p e n d e n t  v a r i a b l e s  i n  a m u l t i p l e  

r e g r e s s i o n  e q u a t i o n .  S e p a r a t e  e q u a t i o n s  a r e  e s t i m a t e d  f o r  e a c h  

y e a r  o f  t h e  1950-70 p e r i o d  a n d  t h e  p a t t e r n  c f  c o e f f i c i e n t s  

iii 



a n a l y s e d .  P u r t h e r ,  t h e  t r a d e  effects  f o r  d i f f e r e n t  g r o u p  o f  

c o u n t r i e s  a r e  s r a l n a t e d .  F i n a l l y ,  t h e  i m p o r t  p e r f  c r m d n c e  o f  

t h e s e  b l o c s  i s  r e v i e w e d  w i t h  a s p e a i a l  r e f e r e n c e  t c  d e v e l o p i n g  

c o n n t r i e s .  

Thp a n a l y s i s  r e v e a l s  t h a t  t h e  ' E E C  h a d  s i g n i f i c a n t  t r a d e  

c r e a t i o n  a s  well a s  t r a d e  d i v e r s i o n  e f f e c t s .  The e f f e c t  o f  the 

EPTA, on  t h e  o t h e r  h a n d ,  8 a i n l y . t o c k  t h e  fcrm of  t r a d e  

d i v € r s i ~ n .  Alsc t h e  e f fsc t  of  t h e  PEC was more p r o n d n n c e d .  T h e  

r e s u l t s  were f u r t h e r  s u ~ p o r t e d  by t h e  f i n d i n g  t h a t  t h e  n d e g r e e  

o f  p r e f e r e n c e W  c r e a t e d  i n  f a r c u r  o f  members was h i g h e r  i n  t h s  

EEC t h a n  i n  t h e  EFTA. ' P u r t h e r ,  t h e  a n a l y s i s  o f  r e g i o n a l  e f f e c t s  
. . 

l n d i c a t e d  a  d i v e r s i c n  e f f e c t  o f  b o t h  t h e  EEC a n d  tbe  EPTA r 

a q a i n s t  a l l  g r o u p s  cf c c u n t r i e s  c o n s i d e r e d  s x c e p t  c n e  c o m p r i s i n g  

G r e e c e ,  I r e l a n d ,  S p a i n  a n d  T u r k e y .  I n  c a s e  of e a c h  ' b loc ,  t h e  . 
s + r o n g e s t  d i v e r s i e n  a f f e c t  was t h a t  a g a i n s t  t h e  other. 

The i m p c r t  p e r f o r m a n c e  o f  t h e s e  b l o c s  s h o w s  t h a t  t h e y  h a v e  

b e e n  t u r n i n g  i n w a r d .  D e v e l o p i n g  c o u n t r i e s  h a r e  e s p e c i a l l y  l o s t  

q r o u n d .  T h e i r  s h a r e  i n  t h e  West E u r o p e a n  m a r k e t  h a s  d e c l i n e d  i n  

a l l  p r o d u c t  c a t e g o r i e s  e x c e p t  f u e l s .  



I t  is a F l e a s u r e  t o  a c k n o w l e d g e  my i n d e b t e d n e s s  t o  t h o s e  who 

h a v e  c o n t r i b u t e d  i n  v a r i o u s  ways  t o  t h e  p r e p e r a t i o n  o f  t h i s  t h e s i s .  

F i r s t  a n d  f c r e m o s t ,  I am g r a t e f u l  t o  P r o f .  H e r b e r t  G x u b e l  who 

g u i d e d  my t h i n k i n g  i n  a n  e a r l y  s t a g e  a n d  h e l p e d  re t h e r e a f t e r .  I % 

am a l s o  t h a n k f u l  t o  my c o l l e a g u e s  a n d  t h s  f a c u l t y  i t  g e n e r a l  a n d  

t o  o t h e r  members  o f  r y  s u ~ e r v i s o r y  c o m m i t t e e - - D e n n i s  n a k i  a n d  Don 

4 
D e V o r t e z  - - i n  p a r t i c u l a r  f o r  t h e i r  u s e f u l  comment s .  Bone of them,  

h c w e v o r ,  b e a r s  a n y  r e s p o n s i d i l i t y  f o r  t h s  v i e w s  e x p r e s s e d  o r  t h e  

c o n c l u s i o n s  r e a c h e d  i n  t h i s  s t u d y .  

I w i l l  f a i l  my d u t y  i f  I d o  n o t  r e c o r d  my d e e p  s e n s e  of 
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3 
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C U S T O ~ ~ S  U N I O N S  -- SOME TEEORY' A H D  PRACTICE 

The w o r l d  t r a d e  s t a t i s t i c s  f o r  t h e  p e r i o d  s,ince l o r l d  War X I  

reveal a r f s i n g  t r e n d  t c w a r d s  e c o n o m i c  r e g i o n a l i s m .  T h e  E u r o p e a n  

e n d e a v o u r s  t o  e s t a b l i s h  some  s o r t  o f  e c o n o m i c  c o o p e r a t i o n  v e r e  

o n l y  a b e g i n n i n g  o f  a w c r l d - w i d e  i o t s m e n t .  T h e  E u r c p e a n  l!conomic 

Community (TEC), t h e  E u r o p e a n  F r e e  T r a d e  h s s o c i a t i o n  (EPTA), t h e  

L a + i n  A m e r i c a n  Free T r a d e  A s s o c i a t i o n  (LAPTA), t h e  C e n t r a l  

A m e r i c a n  Common N a r k e t  (CACH), t h e  Maghreb  E c o n o m i c  Commdni ty  . - .  I 

( H E C ) ,  a n d  many o t h e r  r e g i o n a l  a r r a n g e m e n t s  a r e  a p r o d u c t  of t h i s  ' 

V ..i 
movement.  

I n  most o f  t h e s e  s c h e m e s  t h e  p o l i t i c a l  u r g e n c i e s  mere a s  * 
' 

i m p o r t a n t  as  i f  n o t  more t h a n  t h e  eccnonic cries. One reason 

f a r  t h e  f o r m a t i o n  o f  t h e  EEC--the m o s t  s u c c e s s f u l  and t h e  most , 

v i s i b l e  o f  these- :was ,  for. e x a m p l e ,  t h e  'd-esire  t b  t i s t o r e  v 

E u r o p e  t o  a  p lace  of d i g n i t y  i n  t h e  w o r l d ,  Cornparad t o  - 

s u c h  c o l o s s a l  p o w e r s  as t h e  U.S.A., sad. t h e  0. S. S. B. ,' i t  uas fe l t  

t h a t  i n d i v i d u a l  t a r o p e a n  s t a tes  hall  b i a n  ec l i  s e d  t c  a p o i n t  o f  
t B 

li - 



i n s f q n i f i c a n c e .  I f  E u r c p e  was  t o  h a r e ?  some s a y  i n  t h e  wor ld  

a f f a f r s  v i s - a - v i s  D . S . A .  a n d  U.S.S.R. a n d  n o t  become m e r e l y  a  

f o o t n o t e  t o  h i s t o r y ,  i n d i v i d u a l  n a t i o n s  would h a r e  t o  c o m h i n e  and  

s p e a k  w i t h  a u n i f i e d  r o f c e .  A n o t h e r  r e a s o n  was t h e  wigh t o  

i n s t i t u t i o n a l i z e  the r e ~ r o a c h m . n t  b e t w e e n  6 e r m a n y  a n d  t h e  o i h e r  - 
"embers, e s p e c i a l l y  F r a n c e .  

0 

On t h e  s c o n o m i c  s i d e ,  the main a r g u m e n t  f c r  f o r m i n g  t h e  EEC 

was L_ h a t  n o n e  o f  t h e  p a r t i e s  v a s .  l a r g s  e n c o g h  t o  command t h e  

imme~se amount  cf  r e s e a r c h  a n d  i n r o s t m s n t  n e e d e d  t o  l a u n c h  t h e  

e c c n c m i c  r e v a l u t i o n  h e r a l d e d  by t h e  a d v e n t  o f  t h e  a t o m i c  a g e .  

I t  wzs a r g u e d  t h a t  r a t i o n a l  markets wero t c o  s m a l l  t o  p e r m i t  t h e  

optimum u s e  o f  t h e  new ~ r o d u c t i o n  t e c h n i q u e s  t h a t  were becoming / 
a v a i l a b l e ,  and t h a t  t h e  s t a t i c  and d y n a m i c  e f fec ts  c f  a c u s t o m s  . 

\ 

u t i o n  would be  f s v o u r ' a b l e  f o r  w o r l d  w e l f a r e .  

I n  g e n e r a l ,  r e g i o n a l  c u s t o m s  u n i o n s  a n d  free t r a d e  a r e a s  

i m ~ l y  a n  a c c e p t p n c e  o f  t h e  l o g i c  o f  f r e e  t r a d e  b u t  a n  a c c e p t a n c e  

res t r ic ted  by p o l i t i c a l  a n 3  n a t i o n a a i s t i c  c o n s i d e r a t i o n s  to  a 

l i m i t e d  a r e a .  T h e  j u s t i f i c a t i o n  in'terms of free t r a d e  d o c t r i n e  

may be t h a t  s o  l o ~ g  a s  m i n t e r n a t i o n a l  i n t e Q r a t i o n n  is h i n d e r e d  by 

c u l t u r a l ,  r e l i g i o n s ,  e c c n c m i c  a n d  p o l i t i c a l -  d i f f e r e n c e s ,  

" r e g i o n a l  i n t e g r a t i o n *  ma2 b e  t h e  s e c o n d  bes t  s i n c e  e c o n o m i e s  

o f  t h e  l a r g e  m a r k e t ,  t h e  d i v i s i o n  cf l a b o u r  a n d  s p e c i a l i z a t i o n ,  

tke  c o n p e t i t i r .  spar, and t h e  a l loca t i r e  e f f i c i e n c y  a n  be F 
s a f f i c i e n t l y ,  i f  not f u l l y ,  real ize4 . w i t h i n  s u c h  a n  area. 



T h e  core of a l l  new r e g i o n a l  a r r a n g e m e n t s  was t h a t  t h e  

members  o f  e a c h  w o u l d  e x t g n d  t o  t h e i r  p a r t n g r a  f a v o u r s  a n d  

p r i v i l e g e s  n o t  a v a i l a b l e  to o t h e ~ s .  I n  e a c h  o f  t h e m  some--and 

sometimes a l l -  p a r t n e r s  had  s i g n e d  t h e  G e n e r a l  A g r e e m e n t  o n  

T a r i f f s  a n d  T r a d e  (GATT) a n d  s o  h a d  c o m m i t t e d  t h e m s a l v e s  to  

p o l i c i e s  o f  n o n - d i s c r i n i n a t i o n .  However ,  t h o s e  f c r ~ i n g  t h e s e  new 

i n s t i t u t i o n s  d i d  n o t  a sk  f o r  a  w a i v e r  o f  t h e i r  n c n - d i s c r i m i n a t o r y  

o b l i g a t i o n s  u n d e r  t h e  GATT, b u t  r a t h e r  a s k e d  t h a t  t h e  n e u  

a r r a n g e m e n t s  be r e c o g n i z e d  a s  q u a l i f y i n g  f , o r  c u s t c m c  u n i c n  o r  

free t r a d e  a r e a s .  C u s t o m s  u n i o n s  a n d  f r e e  t r a d e  a r c a s  h a v e  

t r a d i t i o n a l l y  b e e r  t r e a t e d  a s  l e g i t i m a t e  e x c e p t i o n s  t c  t h e  

m o s t - f a v o u r e d - n a t i o n  p r i n c i p l e .  T h u s ,  a r t i c l e  X X I V  o f  t h e  GATT 

p r o v i d e s  f o r  t h e  e x e m p t i c n ,  u n d e r  c e r t a i n  c o n d i t i o  s,  o f  cus'oms 

u n i o n s  a n d  f r e e  t r a d e  a r e a s  f r o m  t h e  g e n e r a l  r u l e  a i m e d  a t  t h e  

~ b o l i t i c n  o f  t a r i f f  p r e f s r e n c e s  a n d  d i s c r i k i n a t i  n.[ 1 ] 

, i 
T h i s  s t u d y  looks  i n t o  t h e  e f f ec t s  o f  t h e  EEC a n d  t h e  EPTA 

o n  + r a d e  f l o w s .  T h e  rest of t h i s  c h a p t e r  p r o v i d e s  t h e  

t h e o r e f i c a l  a n d  h i s t o r i c a l  b a c k g r o u n d .  C h a p t e r  t u o  c o n t a i n s  a 

s u r v e y  o f  t h e  e x i s t i n g  t e ~ h n f q u e s  o f  m e a s u r i n g  t h e  i n t e g r a t i o n  

e f fec ts  h i g h l i g h t i n g  t h e i r  s h o r t c o m i n g s .  I n  c h a p t e r  t h r e e  a n  

a l t e r n a t i v e  t e c h n i q u e  f c r  a r r i v i n g  a t  t h e  t r a d e  c r e a t i c n  a n d  

t r a d e  c l i v e r s i c n  sffects  h a s  b e e n  d e v e l o p e d  a n d  t h e s e  e f f ec t s  

e s t i m a i e d .  I n  c h a p t e r  f o u r ,  t h e  q u e s t i o n  of u h e t h e r  c r  n c t  the 

i n c i d e n c e  of t h e  Common E x t e r n a l  T a r i f f  of  t h e  t E C  in h i g h e r  

t h a n  t h e  n a t i o n a l  t a r i f f s  i t  r e p l a c e d  h a s  b S e n  e x p l c r e d .  I n  
% 



t h i s  c o n t e x t  t h e  c o n c e p t  cf t h e  " r a t e  o f  d i s c r i m i n a t i c n m  b a s  

been expounded.  A hew c o n c e p t ,  m d e g r t e  of  p r e f e r e n c e n  h b t  

been d e v e l o p e d  and e s t i m a t e d .  C h a p t e r  f i v e  docomenta  t h e  

i ~ p o r t a n c r  o f  t h e  BBC a n d  t h e  t F T A  i n  wor ld  t r a d e  e e p e c i a l l y  f o r .  

the d e v e l o p i n g  c c n q t r i e s ,  and  r e v i e w s  t h e  i m p o r t  pe r fo rmance  o f  

these b l o c s .  F i n a l l y ,  c h a p t e r  s i x  g i v e s  a summary c f  t h e  

c o n c l u  sions.  



T h e  t h e o r y  o f  c u s t c m s  u n i o n s -  i s  q f  r e l a t i v e l y  r e c e n t  

o r i g i n ,  b u t  t he  t h e o r o t % c a l  d e r e l o p m s n t s  h a r e  k e p t  Face 

w i t h  +he c u s t o m s  u n i o n s  t h e m s e l v e s .  The t w o  main  q o e s t % c n s -  -- 

w h i c h  h a r e  b e e n  adaressed are: (i) what i s  t h e  ~ C ~ E O B ~ C  
i '  _ P 

r a t i o n a l e ,  i f  a n y ,  f o r  f o r m i n g  c u s t o m s  u n i o n s ,  an'd (ii) 

what  a re  t h e  e c o n o m i c  e f f e c t s  o f  a cus toms 'un ion ,  o n c e  

e s t a b l i s h e d - ?  I n  t h i s  c h a p t e r  I r e v i e w  t h e  r e l e v a n t  p a r t s ,  

of t h i s  t h e o r y .  My main  i n t e r e s t  is  w i t h  t h a t  p a r t  o f  t h e  t h e o r y  

w h i c h  dea l s  w i t h  t h e  e f f e c t s  of c u s t o m s  o n i o n s  on t r ade  

f lows  a n d  t h e '  e f f i c i e n c y  c f  r e s o u r c e  a l l o c a t i o n .  

T h e  p i o n e e r i n g  wqrk i n  d e v e l o p i n g  t h e  e c b n o m i c  t h e o r y  of 

c u s t o m s  u n i o n i  ws d o n e  by J a c o b  V i n e r  a n d  James Ileade.  T h e i r  

a n a l y s i s  was r a i n l y  c o n f i n e d  t o  a s t u d y  o f  t h e  e f f o c t a  of c u s t o m s  

u n i o n s  o n  u e l f a r e .  The q u e s t i o n  of t h e  maconomic r a t i o n a l i t y a  of 

c u s t o ~ m s  u n i o n s  was l a r g e l y  i g n o r o d  b e c a u s e  o f  t h o  V i n e r i a n  belief  

- t h a t  c u s t o m s  a n i o n s  a r e  b e s t  r i e u o d  a s  essentially n o n - e c o n o i i c  
i 
i n s t i t u t i o n s .  L a t e l y ,  b o b r e r ,  SOB. e c o n o m i s t s  h a r e  a t t e m p t e d  t o  

, 

d e r o l o p  a n  weconarnica t h e c r y  of t h q  f o r m a t i o n  o f  c u r t o m a  u n i o n s  

o n  t h e  b a s i s  o f  a d i r o r g r n c o  be twoon  p r i v a t e  a n d  socihf 

p r o d u c t i v i t y  a n d  prosonco of o x t o r a 8 ~ i t i o s .  Tho o c o n o m i c 8  

p r o f e s s i o n  i s  n o t  a s  l o t  c o n r i n c o d  t h a t  t h i s  p r o v i d e s  a  q o n o r a l  

e c o n a m i c  a r g a m o n t  fo r  C U S t 6 . 8  a n i o n s ,  h o u o v o r .  T h i s  o n d a r l i n a r  

t h o  importance of m m p i r i c a l  i n v e s t i g a t i o n  to  a r c ~ r t r i n  t b o  

o c o n o m i c  coats or  b o n e f i t s  of c u m t o m  u n i o n s .  



Tho e a r l i e s t  customs union theory was- l a r g e l y  embodied i n  

t h e  o r a l  t r a d i t i o n ,  for  i t  hardly soemed u o r t h r h i l e  t c  s t a t e  it 

r igordosly.  The argu.ent was s i m p l e .  Free t r a d e  maximizes world 

welfare;  -a customs anion reduces t a r i f i s  and i s  d mevement 

towards f r e e  t r ade ;  a  customs union dll, thbre fo re ,  inc rease  
i 

worfd welfare even i f  i t  does not lead  t o  a  world-welfare 
* "  1 

maximum. 

9 
4 

Viner argued t h a t  t h e  above content ion  is not  without i 

\ 

qna l5 f i ca t ions .  So f a r  a s  its meabets a r e  concerned, a  customs 
I 

I 

union does in t roduce  f r e e  t r ade ,  b a t  s i n c e  t h i s  a c t i o n  i s  l imi ted  i 

t&& few, it involves i n t e n ~ i f i a d  d i s c r i m i n i t i o n  a g a i n s t  

ou t s id  3- rs. 1' a f f o r d s  an opportuni ty f o r  members t o  d i sp lace  
1 

from t h e i r  markets t h e  imports from non-members. To t h e  

extent-  t h a t  it d i s p l a c e s  t h e  lou  c o a t  source8 of ~ ~ f p l y ,  a  customs 

union Jould mean a  l e s s  e f f i c i e n t  a l l o c a t i o n  of resources  an4 

hence a  decrease i n  world t h i a  loca t ion-  

o f ~ p r o d u c t i o n  e f f e c t ,  t h e c r q t i c a l  

concepts o f  t r a d e  c r e a t i c n  and P 





( O r i g i n a l  coat p o s i t i o n )  

(30% d u t y  is  imposed  by P r a n c e )  

(After I t a l y  and  P r a n c e  form 

cus toms '  u n i o n ) .  = 

B e f o r e  t h e  c u s t o m s  u n i o n ,  F r a n c e  would i m p o r t  f rom t h e  US a t  a  

price of $100 and w i t h  a  30% du ty .  After t h e  u n i o n  i s  formed 

I t a l y  w i l l  d i s p l a c e  p r e v i c u s  f r p o r t s  f rom t h e  U S  -- a  low cost 

s o u r c e .  'This is c a l l e d  " t r a d e  ' d i v e r s i o n w .  It A r e d o c e s  t h e  

e f f i c i e n c y  o f  wor ld  r e s o u r c e  u t i l i z a t i o n .  

The d i f f e r s n c e s  i n  t h e  u n i t  costs t h u s  g i v e  r ise t o  t r a d e  

c r r c t i o n  a n d  t r a d e  d i v e r s i o n .  These  two c o n s t i t u t e  t h r  p r c d ; c t i o n '  

effects  o f  a c u s t o m s  union.  An e s t i ~ a t e  o f  t h e  n e t  p o d u c t i o n  

e f f e c t s  c a n  be made t h r o u g h  a compar i son  of t h e  'ambunt o f  t r a d e  

created ( r o l a m  of t r a d e  m a a t i o n  r a l t i p l l e d  by t.m d i f f e r e n c e  i n  

c o s t  p e r  u n i t )  a n d  t h e  amount of t r a d e  d i r a r t e d  (volume. o f  t r a d e  

d i r e r r ion  m u l t i p l i e d  by t h e  d i f f e r e n c e  i n  coata). P h i s  c a n  b e s t  





I n  F i g u r e  1-1, t h 8  c u r v e ,  D De is t h e  homo demand car..;. 8 
- h 

is ?he s u p p l y  c u r v e  of d o w n t i c  p r o ~ u c e r s :  S is t h e  s u p p l y  

- -  / h + p  

c u r v e  of t h e  homa-p lns -#a r tne r  c c u n t r % i s ,  a s s u m i n g  t h a t  t h e  

par*--teras g o o d s  a r e  tad d u t y  free: a n d  S i s  t b e  wor ld  
w 

s u p p l  y c u r v e .  P c r  greater g e n e r a l i t y ,  i n c r e a s i n g  c a n t 8  have  been  

assumed in t h e  hcme and  p a r t n e r  c o u n t r i e s .  B o r e v o r ,  i t  is assumed 

t h a t  the hcmc, c c u n t r y  l a  small compared t o  tha res t  of t h o  uorld,  

so t h a t  t h e  w c r l d  s u p p l y  c o r v e ,  S r i l l  a p p e a r  h c r i r o n t a l  i n  
1 

. t h i s  market, even  i f  t h e r -  a r e  increasing costs. Tbe import p r i c e  

from ROW is OC. Y t h e  hcmo c c u n t r y  i m p o s e s  a u n i f o r m ,  ncn- 

preferential t a r i f f  of t psr u n i t  of imports, t h e  r e l e v a n t  

\ s u p p l y  c u r v e  is CBT a n d  t b m  equilibrium is  f o u n d  a t  D. Tbon 

q u a n t i t y  OQ w i l l  be conrummU, of which OQ w i l l  b e  p r c d o a b  
3 2 

a t  home a n d  t h e  r e m a i n d e r  Q Q w i l l  be i m p o r t a d  from t h o  
2 3 

lowest-cost (80s) supplier. (It may be  n o t i c e d  tha t  thk n l f a r a  

l o s s  d u e  t o  p r o t e c t i o n  is e q u a l  to t h e  sum of t h e  two triangles 

of d e a d w e l q h t  lbss, CEO + DBB.) 

IOU s u p p o s e  t h a t  c c u n t r i o s  I a n d  0 term a c u s t c ~ m  union. 

The e f f o c t i v +  s u p p l y  cmrvo r i l l  nor k C0S . fn tbo  new 
b+p 



is  c h a r a c t e r i z e d  by a  l c w e r  p r o d u c t i o n  a t  home (OQ ) ,  i n c r e a s e d  
1 

c o n s u m p t i o n  OQ a n d  i n c r e a s e d  t r a d e  Q Q . T r a d e  c r e a t i o n  is 
4 1 4  

m e a s u r e d  by  t h e  reduction in t h e  s i z e  o f  t h e  o r i g i n a l  d e a d w s i g h t  

t r i a n g l e  l o s s e s  by a x  a m c u n t  e q u a l  t o  t h e ' s u m  o f  t h e  two s m a l l e r  

s h a d e d  t r i a n g l e s ,  B I H  + D K L .  T r a d e  d i v s r s i o n  i s  m e a s u r e d  by 

f l I K N ,  w h i c h  t a k e s  t h ?  f c r m  o f  l o s t  t a r i f f  r e v e n u s .  

A s  c a n  b e  s c e n  f r o m  f i g u r e  1-1, d e p a n d i n g  o n  t h e  e l a s t i c i t i e s  

of v a r i o u s  demand a n d  s u p ~ l y  c u r v e s ,  t h e  s i z e  o f  t h s  p r e - u n i o n  

t a r i f f ,  a n d  d i f f e r e n c e s  i n  t h e  c o s t s ,  t h e  r e l a t i v e  m a g n i t u d e s  of 

t h e  g a i n s  f r c m  t r a d e  c r e a t i o n ,  a n d  t h e  l o s s e s  f r c m  t r a d e  d i v e r s i o n  

may l e a d  t o  n e t  w e l f a r e  g a i n s  o r  l o s s e s .  T h e r e  c a n  b e  n o  g o n s r a l  

p r e s u m p t i o n  a s  t c  w h i c h  o f  t h e  two w i l l  d o m i n a t e .  

T h e  c a s e  we h a v c  a n a l y z e d  a b o v a  i s  t h e  g e n e r a l  c a s e  w h e r e  

b o t h  t r a d e  c r e a t i o n  a n d  t r ade  d i v e r s i o n - a r e  o b s e r v e d .  A s  s p e c i a l  

c a s e s ,  it may b e  n o t i c e d  t h a t  i f  t h e  t a r i f f  i s  C P  c r  more ,  t h e r e  
1 

w i l l  b e  o n l y  t r a d o  c r e a t i o n ,  a n d  i f  the t a r i f f  i s  C F  o r  l ess ,  
0 

t h e r e  w i l l  b e  o n l y  t r a d e  d i v e r s i o n .  I n  % h e  f i r s t  c a s e ,  t h e  

e f f e c t i v e  w o r l d  supply c u r v e  ( i n c l u d i n g  t h s  t a r i f f )  l i e s  

a b o v e  P F, a n d  t h e  e n t i r e  l o c a l  demand i s  s u p p l i e d  c u t  o f  l o c a l  
1 

p r o d u c t i o n .  I f  a u n i o n  i s  f o r m e d ,  t h o  e f f e c t i v e  s u p p l y  c u r v e  



.j h c o a e s  C6S , p a r t n e r  d i s p l a c e s  scme of t h o  b i g h - c o a t  local 
h+P 

p r o d u c t i o n ,  a n d  t h e  l o c a l  p r o d u c t i o n  drop.  t o  OQ , g i v i n g  t l s e  t o  
1 

t r a d e  c r e a t i o n .  I n  t h e  s e c o n d  c a s e ,  w i t h  a t a r i f f  e q u a l  t o  CP , 
Q 

the e f f e c t i v e  sapply c u r v e  is 6% c a n s y ~ p t i o n  is  OQ , and  t h e  -- 
4 

domestic p r o d u c t i o n  i s  OQ . The f o r m a t i o n  o f  t h e  u n i b n  w i l l  
1 

l e a v e  unchanged t h e  p r i c e ,  q u a n t i t y  consumed, a n d  l e v e l  o f  l o c a l  

p r o d u c t i o n .  However, t h e  h i g h e r - c o s t  p a r t n e r  c o u n t r y  w i l l  d i s p l s c e  

t h e  lowest-cost wor ld  s u p p l i e r .  This i s  a case of p u r e  t r a d e  

- - d lve r ; s ion .  

- " - - 
To spm up, f o r m a t i o n  of a  cus toms  u n i o n  p rovoked  two 

c o n t r a s t i n g  f o r c e s - - a  t r a d e - c r e a t i n g  forco r e s u l t i n g  from t h e  
# 

e l i m i n a t i o n  of p r o t o c t i c n  of d o n s t i c  p r o d u c e r s  from t h e i r  

c o u n t e r p a r t s  i n  p a r t n e r  countries, and a t r a d o - d i v e r t i n g  force 

r e s u l t i n g  f rom t h e  i n c r e a s e d  p r o t o c t i o n  g z a n t o d  t o  d o m a s t i c  

p r o d u c e r s  v i s - a - r i s  t h i r d  c o u n t r y  p r o d u c e r s  t h r o u g h  tbe 
- - - - - - 

- 

e x t e n s i &  of t h e i r  p r o t e c t e d  marht t o  t h o  p a x t n e ~  C C I D ~ E ~ O  T h o r e  

i s  no l og ica l  necessity t h a t  o n e  s h o u l d  d o m l n a t o  t h e  c tbmr .  

T h i s  l a t t e r  c o n c l u r i o n  h a s  1.6 t h o  r n a l y s t r  t o  a 

c o n s i d o r a t i o n  of t h e  factcrs r h b h  i n f l u e n c a  t h e  p r o d u c t i c n  

effocts. - 



c e r ~ a i n  f a c t o r s  w h i c h  a f f e c t  p r o d u c t i v e  e f f i c i e n c y ,  

p l a y  a n  i m p o r t a n t  r o l e  i n  d e t e r m i n i n g  t h e  welfare e f f e c t s  of  a 
4 

c u s t o m s  u n i o n .  I n  a s t a t i c  f r a m e w o r k ,  c o m ~ l e m e n t a r i t y  a n d  

c o m p e t i t i v e n e s s ,  s i z e  o f  t h e  u n i o n ,  t r a n s p o r t  d i s t a n c e s  a n d  

t a r i f f  l e v s l s  may b e  r e g a r d e d  a s  t h e  m a f n  d e t e r m i n a n t :  cf t h e  
- - 

p r o d u c t F o n  e f f e c t s .  ~ h e s e  f a c t o r s  a r e  d i s c u s s e d  b e l o w  , l 2  ] 

The  terms c o m p l e m e n t a r i t y  a n d  c o m p s t i t i v e n ~ s s  h a v e  been  

g i v e n  d i f f e r s n t  m e a n i n g s .  A c c c r d i n g  t o  E l l s w o r t h ,  t h s  
I 

m a n u f a c t u r e  of s i m i l a r  g o o d s  c a n  be  t h e  c r i t e r i o n  f o r  t h e  

c o m p e t i t i v s n e s s  o f  t h e  e c o n o m i e s  m e r g e d  i n  a c u s t o m s  u n i o n .  I n  

more r e c e n t  i n t s r p r e t a t i o n s ,  t h e  terms " r i v a l "  a n d  n c c m p l e m e n t a r y  

e c o n o m i e s l ~  h a v e  b e e n  u s e d  f o r  e c o n o m i e s  w i t h  l t s i r n i l a r l 1  a n d  

l g d i s s i r n i 1 a r l t  c o s t s ,  [ 3 ] 

C o n c e r n i n g  t h e  a d v a n t a g e s  c r  d i s a d v a n t a g e s  cf c c m p l s m ~ n t a r i t y  

o r  c o m p e t i t i v e n e s s  of e c o n o m i c s ,  t h e r e  a r e  t w o  s c h o c i s  o f  t h o u g h t .  

Scme e c o n o m i s t s - - m a i n l y  V i n e r  a n d  Meade - -a re  o f  t h e  c ~ i n i o n  t h a t  

thc a d v a n t a g e s  o f  a c u s t o m s  u n i o n  w i l l  b e  g r e a t e r  t h e  g r e a t ~ r  i s  

t h e  d e g r e e  o f  r i v a l r y  o f  t h e  u n i o n  members  p r i c r  t o  t h e  c u s t o m s  

u n i o n .  [ 4 1 C o n v e r s e 1  y, c o m p l e m e n t a r i t y  b e t w e e n  t h e  e c o n o m i e s  o f  



- - 
t h a  u n i o n  members r i l l  g1ve rAse t o  n e g d t i v e  p r o d u c ~ i ~ n  cts. 

5 . * 

. - 
On t h e  o t h e r  haad,  ~lakowe'r a n d  f lo r ton[S]  h o l d ' t h a t  t h o  bene- 

fits a r i s i n g  frm a c a s t o a r  un ion  a r e  enhanced  when i t s  r o m b e r r  . 
a r e  complementary .  n c c c l d i n g  t o  t h e s e  a u t h o r s ,  ' c o a n t z i e s '  witb - 

w i d e l y  d i f f e r e n t  p r o q o c t i o n  a d v a n t a g e s  s t a n d  t o  g a i n  most t h r o u g h  

t h e  f o r m a t i o n  'of a  un ion .  I b e l i e v e  the l i n a r - f l e a d e  a rgument  t o  
I . 

be more r e a s o n a b l e ,  b e c a u s e  t h e  more s i m i l a r  t h e  p r o d u c t i o n  - 

B 

p a t t e r n s  b e f o r e  un ion ,  t b e  more c o m p e t e t i o n  t h e  u n i c h  w i l l  

s t i m u l a t e  a c d  t h e  g r e a t e r  a f f e c t  r i l l  it have  i n  d i s p l a c i n g  

uneconomic u n i t s .  A s  a  matter of f a c t  t h e  economic  r a t i o n a l e  fo r  

c t l s toms union;  (i,c. movement t o w a r d s  free t r a d e )  relies on s u c h  

a c o m p e t e t i o n  b e i n g  t a k i n g  p l a c e .  

There is a g a i n  a d i v e r g e n c e  of o p i n i o n  a s  t o  t h e  e f f & b  o f  . 
I 

1 
t h e  s i z e  of a  u n i o n  on r o r l d  .ualfar.. V i n e t ,  l eadm a n d  -' 

T i n b e r g e n  h o l d  t h a t  t h o  p o s i t i v o  p r o d a c t i o n  affocts  of a caqtomr 

a n i o n  w i l l  be g r o a t a r  t h *  l a r g a r .  tha a r e a  of t h e  u n i o n .  Soam 
C - 

e x a c t l y  t h e  o p p a s l t a . [ 6 ] *  Thora l a t t a r  r a t b r s  



i n c r e a s e s .  a i n  t h a t  w h i l e  small n a t i o n B "  a r r  i n t e r e s t e d  ::v - I 
i n  thm . i n t e r n a t i o n a l  d i v i s i o n  of  l a b o u t ,  l a r g e  n a f i c n a  are more 

I . - , 
i n c l i n e d  t o r a f d s  a u t a r k y ,  s i n c e  p r o t e c t i o n i s t  i n t e r e s t s  c a n  h a t e  . 

g r e a t e r  s c q p g  i n  a P l a r g e r  n a t f c n .  I t h i n k  t h e r e  i s  n e - r e a s o n  t o  
/ 

h o l d  s u c h  a n  . a  p t i o r i  v i e r  a n d  t h e  r e c e n t  d e v c 1 o p ; e n t s  i n  -rope . 

do  n o t  bear it d o t .  . . 9 I 
w 

The V i n e r - l e a d e  a r g u m e n t  i s  m o r e  ~ o p v i n c i n g .  I h e y  r a i n t a d n  . . 

t h a t ,  o t h e r  t h i n g s  r e m a i n i n g ' t h s  same, a  l a r g e r  e c o n o m i c  b l o c  

.- i n c r e a s e s  ?he  p o t e n t i a l  s c o p e  . f o r  t h e  i n t e r n a l  d i v i s i o n  c f '  

lebohr a n d  p r o v i d e s  more a a n c e s  fo r  the r a a l l o c a t i c n  of. - 

p r o d u c t i o n .  l o e e o v e r ,  t h e  p o s s i B i l i t ) .  o f  t r a d e  d i r d r s i c o  i s  

also redocgd w i t h  s u c c e s s i v e  i n c r e a s e s  i n  t h e  u n i o n  s i z e .  
A 

A c c e p t i n g  t h e  v i e w  t t a t  a n  e n l a r g e m e n t  o f  t h e  ' o n i c n  I 
i n c r e a s e s  p o t e n t i a l ,  b e n e f i t s ,  t h e  q u s s t i o n  is  how t h e  s i z e  o f  t h e  

7 

u n i o n  c a n  be m e a s u r e d .  V a r i o u s  d e f i n i t i o n s  of m a r k e t  s i r e  h a r e  
I 

been s u g g e s t e d  a n d  s u b s e q u e n t l y  c h a l l e n g e d .  After r e v i e w i n g  some 

o f  t h e s e  ~ a l a s s a  c o n c l u d e d  t h a t ,  r61ume ot. p r o d a C t i o n - - t h a ' ~ f a r d  - 
v C 

1 

s t i c k m  p r o v i d e d  by A l l y n  Young--is t h e  m o s t  a p p r o p r i a t e ,  

. A c c o r d i n g  to  t h i s  definition, t h e  size o f .  t h e  i a & t  for a m i o n  
1 

7 .  t 
c a n  be m e a s u r e d  by i t s  gross n a t i o n a l  p r o d u c t .  . L 

3 J 
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T h e  p r o d u c t i o n  e f f e c t s  o f  a u n i o n  w i l l  t e n d  t o  b e  p o s i t i v e  

(a) t h e  h i g h e r  t h e  a v e r a g e  l e v e l  o f  t a r i f f s  of t h e  p a r t i c i p a t i n g  
'6 

c o u n t c i e s  b e f o r e  t h e  m i c a  (b)  tk l o w e r  t h e  common e x t e r n a l  
ti. 

t a r i f f  o f  t h e  u n i o n  a g a i n s t  t h i r d  c c u n t r i e s  a n d  (c) the  l o w e r  t h e  

l e v e l  o f  t a r i f f s  i n  e x p e r t  m a r k e t s  o u t s i d e  t h e  u n i o n .  Moreover ,  

f rom t h e  p c i n t  o f  v i e w  o f  t h i r d  c o u n t r i e s  it i s  n o t a b l e  t h a t  
%% 1 

t h o s e  c o u n t r i e s  Which h a v e  b e e n  t r a d i n g  m o s t l y  w i t h  l o w - t a r i f f  
. - 
.L 

. * .. members o f  t h e  c n s t c m s  u n i o n ,  w i l l  s u f f e r  more  f rom t r a d e  
> 

d i v e r s i o n  d u e  t o  t h e  c u s t o m s  u n i o n .  

V i n s r *  s a n a l y s i s  i m p l i c i t l y  a s s u m e d  t h a t  c o m m o d i t i e s  a r e  

consumed i n  some f i x e d  ~ r o p o r t i o n s  which is i n d e p e n d e n t  o f  t h e  

s + r u c + , u r e  .of r e l a t i v e  p r i c e s .  Be t h e r e f o r e ,  i g n o r e d  t h e  u e l f a r e  

t h e  s u b s t i t u t i o n  b e t w e e n  c o m m o d i t i e s  r e s u l t i n g  f r o m  

r e l a t i v e  p r i c e s  w h i c h  n e c e s e a r i l y  accompany  a  

c n s t o m s  u n i o n .  T h i s  a h c r t c o m i n g  h a s  b e e n  o v e r c o m e  by t h a  

a n a l y s e s  o f  Meade, L i p s e y  a n d  ~ e h r e l s . [ 8 ]  Ife w i l l  n o t  g o  i n t o  

t h e  d e t a i l s  o f  t h a t  a n a l y s i b  h e r e .  It  i s  s u f f i c i e n t  t c  n o t e  t h a t  

t h e i r  a n a l y s i l  s h & s  t h a t  similar t o  p r o d u c t i o n  a f fec ts ,  

c o n s u m p t i o n  effects c o u l d  s e r v e  e i t h e r  a w e l f a r e - i n c r a a s i n g  o r  

w e l f a r e - d e c r e a s i n g  f u n c t i o n .  



R e  now p r e s e n t  b r i e f l y  + h e  a t g u m e n t s  a b o u t  t r a d e  c r e a t i o n  a n d  

t r a d e  d i v e r s i o n  i n  Sefms o f  g e n e r a l  e q u i l i b r i u m  a n a l y a i ~  f o r  a  

s h a l l  c o u n t r y  A. , 

C o n s i d e r  F i g u r e  1-2 [ 9 ]  i n  which  we show c o u n t r y  A's 

c o n v e n t i o n a l  p r o d u c t i o n  p o s s i b i l i t y  f r o n t i e r  w i t h  i n i t i a l  

e q u i l i b r i u m  p r o d u c t i o n  a t  P a n d  c c n s u m p t i o n  a t  1 . The l i n e  
0 0 

C C' i s  t h e  p r i c e  r a t i o  a v a i l a b l e  f o r  t r a d e  w i t h  c o u n t r y  C. 

A t a r i f f  bn t h 9  i b p c r t  o f  g ~ b d  X r e s u l t s  i n  t h e  d o m e s t i c  p r i c e  

r a t i o  T T1, which p r o m p t s  p r o d u c e r s  t o  b e  ~t P on.  t h e  p r o d u c t i o n  
0 

f r o n t i e r .  Row s u p p o s e  c o n n t r y  A forms a  c u e t o m s  o n i c n  w i t h  

c , c u ~ t r y  B which  a f f o r d s  i t  t h e  p o s s i b i l i t y  t o  t r a d e  a t  t h e  

p r i c e  r a t i o  o f  p a r t n e r  c c a n t r y  r e p r e s e n t e d  by B B c .  E e f o r e  

u n i o n ,  w i t h  t h e  same t a r i f f  r a t e  a p p l i c a b l e  t o  i m p o r t r  f rom 

c c n n t r y  B a n d  C,  it was n o t  p r o f i t a b l e  f o r  c o u n t r y  A t o  i m p o r t  

from B. B u t  a f t e r  t h e  p r e f e r e n t i a l  e l i m i n a t i o n  o f  t h e  t a r i f f  

c o u n t r y  A is i n  new e q u i l i b r i u m  w i t h  p r o d u c t i o n  a t  F a n d  
1 

c o n s u m p t i o n  a t  W . I m p o r t s  of good X f r o m  B lhte r e p l a c e d  
1 

t h o s e  f r o m  C.  
4l 



Pirure 1.2 

Trade Creation and Diversion: General Equilibrium 



I 

T h e  g a i n s  a n d  l o s s e s  from t h e  f o r m a t i o n  o f  t h e  c u s t o m s  u n i o n  
1 

c a n  be  m e a s u r e d  by  m e a n s  of a S l u t s k y  c o m p e n s a t i n g  i n c o m e  v a r i a -  

t i o n  t a k e n  a t  t h e  new p r i c s  r a t i o .  F o r  t h i s  p u r p o s e  ue  c o n s i d e r  

wha t  i n c o m e ,  m e a s u r e d  i n  terms of g o o d  X ,  i s  r e q u i r e d  a t  t h e  new - 
p r i c e  r a t i o  t o  a t t a i n  t h e  i n i t i a l  i n c o m e  b u n d l e  o f  X a n d  Y w h i c h  

c o u n t r y  A e n j o y e d  b e f o r o  t h e  u n i o n .  I n  F i g u r e  1-2, t h e  q u a n t i t y  

OB r e p r e s e n t s  the v a l u e  o f  i n c o m e  i n  terms o f  g o o d  X a t  U 
2 0 

e x p r e s s e d  i n  t h e  now r e l a t i v e  p r i c e .  T h e  v a l u e  o f  i n c o m e  i n  . 
t e r n s  o f  q o o d  X a t t a i n a t l a  b y  c o u n t r y  A i f  i t  h a d  r e m a i n e d  a t  i t s  

i n i t i a l  p o i n t  o f  p r o d u c t i o n  P is O B  . A s  c a n  b e  s e e n ,  t h e  
0 3 

d i v e r s i o n  o f  t r a d s  f r c m  c o u n t r y  C t o  B c a u s e s  a r e d a c t i o n  i n  

i n c o m e  of B B o f  g o o d  X. T h i s  d i v e r s i o n  takes p l a c e  w h e n e v e r  
2  3 

f o r m a t i o n  cf t h e  n n i c n  l s a d s  t o  a s w i t c h i n g  o f  s u p p l i e r s ,  b e c a u s e  

i n  t h i s  case. i t  m u s t  b e  t r u e  t h a t  t h e  r e l a t i v e  p r i c e  a t  w h i c h  

c o u n t r y  A c a n  a c q n i r o  i ts  i m p o r t  g o o d  X i s  less  f a v o u r a b l e  t h a n  

b e f o r e  t h e  u n i o n .  T h e  t r a d e  c r e a t i o n  effect  i s  meamred b y  0 B 
3 1 

w h i c h  is g a i n e d  by t h e  i n c r e a s e d  e f f i c i e n c y  of p r o d u c t i o n  i n  

mov ing  from P t o  P . 
0 1 

I n  the case d e s c r i b e d  a b o v e ,  t r a d e  c r e a t i o n  d o r i n a t e u  a n d  

h e n c e  It i s  s e e n  t h a t  welfare i n c r e a s e s  a s  t h e  c o r m u n i t y  



moves  t o  a h i g h e r  c o n s u m p t i o n  l e v e l ,  P . It c a n  e a r i  l y  be shown  
1 

t h a t  t h i s  may n o t  h a p p e n .  F o r  e x a m p l e ,  we ' c a n  i m a g i n e  a  

s i t u a t i o n  r h e r r  t h e  i n i t i a l  e q u i l i b r i u m  i s  M a ,  w h i c h   lie^ o u t s i d e  
0 

o f  t h e  t r ade  c p p a r t o n i t y  c u r v e  B B 8 ,  a t t a i n a b l e  a f t e r  t h B  
1 1  

f o i m a t i o n  o f  t h e  a n i o n .  U n d e r  t h e s e  c o n d i t i o n s  B r o u l d  l i e  & 
1 

b e t w e e n  B . a n d  B , t r a d e  d i v e r s i o n  w o u l d  d c m i n a t e  a n d  
2 3 

t h e  h i g h e s t  a t t a i n a b l e  welfare p o s i t i o n  w c u l d  l i e  b e l o w  t h a t  

r e a c h e d  b e f o r e  ths . u n i o n .  



T h e  r e s o u r c e  a l l o c a t i o n  and  consumpt ion  e f f e c t s  wbich h a r e  

been d i s c u s s e d  a b o v e  may b e  c o n s i d e r e d  t o  be  a n p o s s i C l e n  

r a t i o n a l e  f o r  c u s t o m s  u n i o n s .  However, Ccope r  and  B a s s e l l  

c h a l l e n g e d  t h i s . (  101 They e s t a b l i s h e d  t h a t  a n c n - p x e f e r e n t i a l  

t a r i f f  policy i s  n e c e s s a r i l y  s u p e r i o r  t o  c n s t o m s  u n i o n s  a s  a  

t r a d e  l i b e r a l i z i n g  d e v i c e .  T h e y  a r g u e d  t h a t  a n a l y t i c a l l y  t h e  

w e l f a r e  e f f e c t s  o f  a c u s t o m s  nn ion  c a n  be  s p l i t  i n t c  two 

components:  (a)  a t a r i f f  r e d u c t i o n  component,  a n d  ( t )  a pure  

t r a d e  d i v e r s i o n  component .  The t a r i f f  r e d u c t L o n  component i s  the 
.- 

s o l e  s o u r c e  o f  any g a i n  i r  w e l f a r e  t h a t  - r i g h t  r e s u l t  

from a c u s t o m s  u n i o n .  It a  b o t h  t r a d e  c r e a t i o n  and  

the consumpt ion  ef fsct .  Using a s  a  p o i n t  o f  r e f e r e n c e  an 

a p p r o p r i a t e  p o l i c y  o f  n c n - p r e f e r e n t i a l  p r c t e c t i o n ,  a cus toms  

nnion  n e c e s s a r i l y  r e s u l t s  i n  p u r e  d i v e r s i o n ,  and  i s  

c o n s e q u e n t i a l l y  "bad* i n  t he  t r a d i t i o n a l  r e l f a r a  s e n s e .  

T h e  C o o p e r - H a s s e l l  a rgumen t  c a n  easily be e r t a t l i s h e d  

u s i n g  F i g u r e  1-2. ?or t h i s  purpose, compare  t h e  g a i n  t h a t  

a c c r u e s  t o  t h e  home ccursctry a f t e r  fo rming  t h e  c u r t o m s  u n i c n  ( B  B ) ,  
3 I 

w i t h  t h a t  w h i c h  would a c c r u e  t o  t h e  c o u n t r y  a 8  a  r e s u l t  o f  a  g i v a n  

n o n - p r e f e r e n t i a l  r e d u c t i o n  o f  its t a r i f f  i n v o l v i n g  t h e  r a r e  

c h a n g e  i n  d o m e s t i c  p r i c e s .  The effect o f  r e d u c i n g  t h e  t a r i f f  and  

t h u s  t h e  t a r i f f - i n c l u r l v e  p r i c a  t o  P B i s  a g a i n  t o  s b i f t  
1 1  



p r o d u c t i o n  t o  P , a n d  i f  it is a s s u m e d  t h a t  t h e  g o r e r d m e n t  
1 

r e t u r n s  the t a r i f f  p r o c e e d s  t o  c o n s u m e r s ,  t o  s h i f t  c o n s u m f t i o h  

t o  W . If  it i s  a s s u m d  tt~t t h e  t a r i f f  p r o c e e d s  a re  k e p t  
2 \ 

by the g o r e r n m o n t ,  t h e  n e u  c o n s u m p t i o n  p o i n t  w i l l  b e  a t  U a n d  
1 

id W i s  c o n c e i v e d  of a s  a g a i n  t o  t h s  g o v e r n m e n t .  I n  a n y  c a s e  
1 2  

t h e  t o t a l  v a l u s  cf g a i n  o f  t h e  c o u n t r y ,  m e a s u r e d  i n  terms o f  

g o o d  X w i l l  be s q u a l  t o  B B . The amoun t  B B r e p r e s e n t s  t h e  
3 4 1 lL 

d i f  f s r e n c e  b e t w e e n  t h e  c u s t o m s  p n i c n  a n d  a n  e q u i v a l e n t  p c l i c y ,  

o f  n o n - p r e f e r e n t i a l  t a r i f f  r e d u c t i o n ,  w h i c h  t a k e s  t h e  f o r 8  o f  

t a r i f f  r s r e n n e  b u t  r e p r e s e n t s  t h e  r e a l  r e s o u r c e  cos t  o f  

d i v e r t i n g  demand f r o m  a  l c w - c o s t  f o r e i g n  t c  a h i g h e r  c c s t  

p a r t n e r  s o o r c s .  T h e  w e l f a r e  effect of a c u s t o m s  u n i o n  h a s  two 

c o m p o n e n t s :  a p o r e  t a r i f f  r e d u c t i o n  c o m p o n e n t  ( B  B ) a n d  a 
3 4 

p u r e  t r a d e  d i v e r s i o n  c o m p o n e n t  (B B ) .  T h u s ,  c o m p a r 8 d  t o  a 
3 1 

p o l i c y  o f  n o n - p r A s f e r e n t i a l  t a r i f f  r o d u c t i o n ,  a c o s t c m s  a n i o n  

n e c e s s a r i l y  r e s u l t s  i n  r ore t r a d e  d i r e r s i o b  a n d  is  c o n s 8 q o e n t 1 y  

i n f e r i o r  t t h e  former f r o m  a semorco a l l o c a t i o n  p c i n t  of v i e w .  4 
B Y  e l i ~ i n a t i n g  r e s o u r c e  a l l o c a t i o n  a s  a parsiblo ec&mmic  

r a t i o n a l e  f o r  a c u s t o m s  u n i o n ,  t h e  coopi t - lassel l  a n a l y s i s  h a s  
u 

h a d  t h e  e f fec t  af f o c u s s i n g  a t t e n t i o n  o n  t h r e e  o t h e r  p o t a n t i a l  

s o u r c e s  of g a i n  from a c u s t o m s  o i i o n :  t h e  p a b l i c  good a r g u m e n t  f o r  



p r o t e c t i o n ,  t h e  terms o f  t r a d e  e f fec t s  a n d  t e d y n a m i c  effects. : Each  o f  t h e s s  w i l l  be d i s c u s s e d  b r i e f l y .  

C o o p e r - H a s s e l l  h a r e  a r g u e d  t h a t  t h e  e s s e n c e  o f  t h e  p r o b l e ~  

9f r a t i o n a l i z i n g  c u s t o m s  u n i o n  on e c o n o m i c  g r o u n d s  i s  t h a t  

c l a s s i c a l  t r a d e  t h e o r y  w i t h  i t s  f r e e  t r a d e  o r i e n t a t i o n  is ,  w i t h  a  

few e x c e p t i o n s ,  u n a b l e  t o  e x p l a i n  wha t  m o t i v a t e s  a  t a r i f f .  Uhat  

i s  n g e d e d  is a r  w e c o n o m i c m  t h e o r y  o f  p r 9 t e c t i o n i s m ,  whose  

d e v e l o p m e n t  would a l l o w  a  c o m p a r i s o n  o f  n o n - p r e f e r e n t i a l  t a r i f f  

p o l i c y  w i t h  a c u s t o m s  u n i o n  a s  a l t e r n a t i v e  p r o t e c t i c n i s t  r a t h e r  

t h a n  t r a d e - l i k e r a l i z i n g  mechanisms.  T h i s  i s  t h e  t a s k  u n d e r t a k e n  

b y  

ach 

Harry 

i e v e  

J o h n s o n  a n d  C o o p e r - H a s s e l l  i n  i n d e p e n d e r t  a n a l y s e s .  They 

t h e  r e q u i r e d  3 h - Z  re e n t a t i o n  o f  + h e  t h e o r e t i c a l  f r a m e w o r k  

f rom free t r a d e  t o  p r o t e c t i o n  b y  i n t r o d u c i n g  t h e  c o n c e p t  of 

n p u b l i c  g o o d s w  i n t o  t h e  c o m m u n i t y @ s  s o c i a l  w e l f a r e  f u n c t i o n  a l o n g  
\ 

" 5 t h  p r i v a t e  g o o d s . [ l l ]  I n - t h e s e  m o d e l s  t h e d o r m  o f  t h d  p u b l i c  

qood  i s  a  l l e c t i r e  p r e f e r e n c e  f o r  c e r t a i n  t y p e &  o f  oconc . i c  
b 

a c t i v i  / n a m e l y  i n d u s t r i a l  p r o d u c t i o n ,  which  & s  a s s u m e d  t o  
b 

y i e l d  t h e  c o m m u ~ i t y  a a t i s f a c t i o n  o v e r  a n d  a b o v o  t h a t  o b t a i n o d  

t h r c u g h  t h e  p r i v a t e  c o n s u m p t i o n  of i n d u s t r i a l  p r o d u c t s .  I n  

f ac t  t h e  p u b l i c  good c a n  t a k e  a n y  number of forms, an8 t h u s  

is  p o t e n t i a l l y  a p p l i c a b l e  t o  a  wide  v a r i e t y  of d i f f e r e n t  

s i t u a t i o n s .  The Common ~ g r i c u l t u r a l  P o l i c y  of t h e  BEC, f o r  

e x a m p l e ,  c a n  b e  r a t i o n a l i z a d  b y  t h e m  ~ o d o l n -  i f  it is 



assumed '  t h a t  a  p u b l i c  p r e f e r e n c e  e x i s t s  f o r  a g r i c u l t u r a l  

r a t h e r  t h a n  i n d u s t r i a l  ~ r c d u c t  i o n .  

T h e  d a n g e r  w i t h  t h e  J o h n s c n - C o o p e r - M a s s e l l  t y p e  mode l s ,  i s  

t h a t  t h e y  l e n d  t h e m s e l v e s  e a s i l y  t o  a b u s e  by  g o v e r n m e n t s  a s  a  

j u s t i f i c a t i o n  f o r  w h a t e v e r  t h e y  m i g h t  c h o o s s  t o  do.  As i s  . 
well known from t h e  f a m o u s  i n f a n b i n d u s t r y  a r g u m e n t  f c r  

p r o t e c t i o n ,  t h e  p r o b l e m  i s  o p e r d t i o n a l  r a t h e r  t h a n  c o n c e p t u a l .  

T h e r e  may be ,  i n  c e r t a i n  cases, a  p e r f e c t l y  v a l i d  a r g u m e n t  f o r  
/ 

p r o t e c t i o n  o n  p u b l i c  g o o d s  g r o u n d s ,  b u t  t h e  a r g u m e n t  . is  n o t  a 

g e n e r a l  one .  The  p r c b l e m ,  o n  t h e  o n e  h a n d ,  i s  i d e n t i  f y i n g  

t h o s e  a c t i v i t i e s  t h a t  h a v e  l e g i t i m a t e  p u b l i c  g o o d  c h a r a c t e r i s t i c s  

a n d  w h i c h  do n o t ,  a n d ,  on t h e  o t h e r ,  d e t e r m i n i n g  w u t h e r  
. i 

p r o t e c t i o n  i s  i n d e e d  r e q u i r e d .  I n  t h e  e v e n t  t h a t  a v a l i d  

a r g u m e n t  f o r  p r o t e c t i o n  c a n  be e s t a b l i s h e d ,  t h e r e  i s  t h e  

f u r t h e r  p r o b l e m  o f  a n  e f f i c i e n t  p r o t e c t i o n  mechanism.  It  h a s  

been  a r g u e d  t h a t  c u s t o m s  u n i o n s  a re  n o t  t h e  b e s t  mechan i sm 

e v e n  i n  t h a t  c a s e . [  1 2 1  W h i l e  b a i n g  more e f f i c i e n t  t h a n  a non- 

p r e f e r e n t i a l  t a r i f f ,  t h e y  a re  i n f e r i o r  t o  a  d i r e c t  p r o d u c t i o n  
.. 

s u b s i d y .  T h u s  so l o n g  a s  g o r e r n k n t s  h a r e  t h e  o p t i c h  o f  

g r a n t i n g  a n d  a d j u s t i n g  tlirect p r o d u c t i o n  s u b s i d i e s ,  a c u a t o m s  
r 

u n i o n  r i l l  n o t  ba t b e  m o s t  e f f i c i e n t  p r o t e c t i v e  mechanism. 

An e c o n o m i c  r a t i c n a l e  f c r  c u s t o m s  a n i o n s  o n  p u b l i c  g o o d s  

g r o u n d s  c a n  o n l y  be e s t a b l i s h e d  i f  f o r  p o l i t i c a l  o r  o t h e r  

s u c h  r e a s o n s  g o v e r n m e n t s  a r e  d e n i e d  t h e  ado of d i r e c t  p r o d u c t i o n  
\ 

s u b s i d i e s .  



' VPf. A more c o n v f n c i n g  a r g u m e n t  f o r  a  c u s t o m t ~  

u n i o n  i s  r e ) a t e d  t o  i ts  terms-of-trade ~ f f e c t s .  If. a  

c o u n t r y  is  assumad  l a r g e  enough  t o  a f fec t  t h e  p r i c e a ' i t  p a y s  

i n  i n t e r n a t i o n a l  m a r k e t s  f o r  its t r a d e d  g o o d s ,  n o n - ~ r a f e r e n t i a l  

t a r i f f  r e g u c t i o n  r i l l  p r o v o k e  a terms o f  t r a d e  - l c s s ,  w h e r e a s  a  

c u s t o m s  u n i o n ,  u n d e r  c e r t a i n  c i r c u m s t a n " c e a ,  may i m p r o v e  t h e  

n n i o c ' s  terms o f  t r a d e .  B o u e r e r ,  it is h a r d  t o  s a y  o n  a  

p r i o r i  g r o u n d s  which  way t h e  terms c f  t r a d e  o f  t h e  u n i o n  w i l l  

more.  Two, i m p o r t a n t c -  f a c t o r s  which a f f e c t  t h e  u n i o n ' s  terms cf 

trade i n  t h e  s h o r t  r u n  a r e  (i) e l a s t i c i t y  o f  t h e  r e c i p r o c a l  

demand o f  t h e  u n i c n  members a n d  (ii) s i z e  of  t h e  u n i o n .  
i 

(i) E;lasf$city o f  -_Perand: 

The t r a d e  d i r e ~ s i o n  ef fects  o f  a u n i o n ,  w h i c h  i n v o l v e  a 

s h i f t  i n  the r e c i p r o c a l  demand of u n i o n  members f o r  f o r e i g n  

q o o d s ,  t e n d  t o  i m p r o v e  t h e  u n i o n ' s  terms o f  t r a d e .  Ae a  r e s u l t  

o f  t h e  r e d u c e d  demand f c r  p r o d u c t s  o f  t h e  o u t s i d e  u c r l d ,  the 

terms o f  t r a d e  a r e  l i k e l y  t o  t a r n  i n  f a v o , u r  o f  t h e  u n i c n  

members. The e l a s t i c i t y  o f  r e c i p r o c a l  demand d a p e n d a  Ppon 

t h e  e l a s t i c i t i e s  of demand a n d  s u p p l y  o f  t h e  g o o d s  t r a d e d  

b e t w e e n  t h e  u n i o n  a n d  t h i r d  c o u n t r i e s .  



The  l a rge r  t h e  s i z e  c f  t h e  t r a d i n g  a r e a  f o r m i n g  a  u p i o n ,  

t h e  b e t t e r  p o s i t i o n  i t  e n j o y s  kn i t s  b a r g a i n i n g  w i t b  c t h e r  

c o n n t r i e s  a n d  t h e  bet ter  its terms o f  t r a d e  are l i k e l y  t o  b e  

w i t h  t h e  rest o f  t h e  wor ld .  T h e  s i z e  o f  t h e  u n i c n  i s  a l f e  

r e l a t e d  t c  t h e  e l a s t i c i t y  o f  r e c i p r o c a l  demand. I t  is '  b e l i e v e d  

t h a t  t h e  l a r g e r  t h e  s i z e  o f  t h e  u n i c n ,  t h e  g r e a t e r  would b e  t h e  

e l a s t i c i t y  o f  i t s  r e c i p r o c a l  demand f o r  t h e  p r o d u c t s  o f  t h i r d  

c o u n t r i e s  a n d  the smaller would  b e  t h e  e l a s t i c i t y  o f  r e c i p r o c a l  

demand i n  t h i r d  c o u n t r i e s  f o r  t h e  p r o d u c t s  of t h e  u n i o n .  

The p r e c e d i n g  a n a l y s i s  d e a l t  w i t h  a  s t a t i c  f r a m e u o r k .  
L 

T h e r e  <8 a c o n s e n s u s  t h a t  t h e -  g a i n s  a r i s i n g  i n  a c o m p a r a t i v e  

s t a t i c  a n a l y s t s  o f  c u s t o m s '  u n i o n  a r e  r a t h e r  meager .  flany 

e c o n o m i s t s  b e l i e v e  t h a t  t h e  r e a l  g a i n s  a r i se  b e c a u s e  o f  d y n a m i c  
8 

effects.  T h e s e  i n c l u d e  a pu-mber of f a c t o r s  which a x e  d i - f f i c u l t  

t o  m e a s u r e  a n d  d o  n o t  r e a d i l y  f i t s i n t o  r i g o r o u s  a n a l y t i c a l  

mode l s .  a f e u  o f  these are d i s c u s s a d  below. 

(1) E c o n o m i e s  of scale. These i n c l u d e  e c o n o m i e s  i n t e r n a l  t o  

t h e  firm a s  well as t h o s e  i n t e r n a l  t o  t h e  p l a n t .  S p e c i a l i z a t i o n  i n  I 

p r o d u c t i o n  is a n  i n c r e a s i n g  f u n c t i o n  of t h e  m a r k e t  s ize.  A c u s t o m s  

n n i o n  e n l a r g e s  t h e  m a r k e t  s ize  for  p r o d u c e r s  i n  many i n d o r t r i e s  



p e r m i t t i n g  t h e  deve lopmen t  o f  g r e a t e r  s p e c i a l i z a t i o n  and  t h u s ,  

IowCr cost.. .L  s e c o n d  s o u r c e  o f  i n t e r n a l  scale e c o n o m i e s  which 

h a s  found  much e m p i r i c a l  s u p p o r t  i n  r e c e n t  y e a r s ,  i s  t h e  l e n g t h  ' 

o f  r u n  i n  t h e  p r o d u c t i o n  cf d i f f e r e n t i a t e d  goods  w i t h i n  t h e  same 

p l a n t .  T h e s e  economies  a r i s e  because ,  when a  p l a n t  p r o d u c e s  

less v a r i e t i e s  o f  a  p r o d u c t ,  i t  c a n  keep lower i n v e 9 t o r i e s  

o f  i n p u t s  and  o u t p u t s ,  and  i d l e  machfne time f o r  s w i t c h i n g  o f  

c u t t i n g  and  s h a p i n g  o f  Farts Is  reduced .  

(2 )  E x t s r n a l  economies  which i n c l u d e  en l a rgemen t '  o f  

t e c h n i c a l  and  m a n a g e r i a l  s k i l l s  a n d  c e r t a i n  o t h e r  f a c t c r s  s u c h  

a s  economies  of s p e c i a l i z a t i o n ,  i n n o v a t f  on and ba gic r e s e a r c h ,  

a r e  a n o t h e r  s o u r c e  o f  p c t e n t i a l  g a i n s  t o  members o f  a un icn .  

R e s e a r c h  a n d  d e v e l o p m e n t ' o f  s k i l l s  is e n c c u r a g e d  b e c a u s e  t h e  

f r e e  t r a d e  a c c e s r ' t o  a l a r g e r  marke t  i n  t h e  c u s t o m s  o n i o n  

p e r m i t s  f i r m s  t c  s p r e a d  + h e m  f i x e d  costs o v e r  a  l a r g e r  

q u a n t i t y  0.f o u t p u t .  

(3) Customs u n i o n  may a t t r a c t  f o r e i g n  c a p i t a l  by e n c o u r a g i n g  

firms e s p e c i a l l y  --- m u l t i n a t i o n a l  c o r p o r a t i o n s ,  t o  e a t a b l i s b  b u s i n e s s  

w i t h i n  t h e  u h o n  a n d  thus a v o i d  t h e  common e x t e r n a l  t a r i f f  a n d  

a v a i l  t h e  b e n e f i t s  o f  a l a r g e r  market. I t  1s m a i n t a i n e d  t h a t  t h e  

f o r m a t i o n  of t h e  E X ,  f c r  s r a ~ p 1 0 , ' h a s  c r e a t e d  special i n c e n t i v e s  

' f o r  U.S. f irms t o  i n r e a t  i n  t h e  BtC.[13] 

5 

(4) The u n i o n  may also d i m i n a t .  r i s k s  a n d  u n c r r t  

of f o r e i g n  t r a n s a c t i o n s  and  t h u s  8xpand  t r a d e  a n d  inrestm.nt.[ 1 4 )  
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A f i n a l  p o i n t  r e l a t i n g  t o  dynamic f a c f o q q  is t h a t  since t ~ e  , 

c - 

- 
i n c r e a s e d  m a r k e t  s i z e  a f f e c t s  tbe growth  r a t e - o f  th'e unzqn' . .. . 

. . 

p o s i t i v e l y ,  it i s  b e l i 8 ? d  t h a t  the dynamic factors  r i l l  o f g s e t  - 

the n e g a t i v e  e f f d c t s  of s t a t i c  f a c t o r s  on n o n - p a r t i t i p a  r' i n g  

c c u n t r i e s  t h r o u g h -  t h e  t c r t i g n  t rado m u l t i p l i e r .  ~ o r i v e r ,  much 
a 

d e p e n d s  on t h e - i n c o m e  e l a s t i c i t y  -of demand f o r  imports from n o n 3  

member c q o n t r i e s .  T h i r d  c o u n t r i e s  can  b e n e f i t  f r c i  the ' l ong  r u n  

income effects  of a  c u s t o m s  un ion  o n l y  i f  t h e  income e l a s k i c i t y  - o f  . . '  

dcmand i n  t h e  u n i o n  f o r  fha p r o d u c t s  o f  n'on-mombors is high .  . - 
-L 



T h e  f ree t r a d e  -movement o c c u p i e s  o n e  a f  t h e  most  s i g n i f i c a n t  

c h a p t e r s  i n  t h e  c o m m e r c i a l  h i s t o r y  of Europe .  I n  p l a c e  of  t h e  

d o c t r i n e  o f  e c o n o m i c  n a t i o n a l i s m  i n  which  e a c h  c c u n t r y  p u r s u e d  

t h e  m i r a g e  c f  s e l f - s u f f i c i e n c y ,  i t  s u b s t i  t b t e a  t h e  d o c t r i n e  o f  

i n t e r n a t i o n a l  d i v i s i o q  c t  l a b o u r  a n d  s p e c i a l i z a t i c n  b a c e d  on 

c o m p a r a t i v e  a d v a n t a g e .  The movement, a l t h o u g h  e c o n o m i c  i n  c o n t e n t ,  
# 

i s  p o l i t i c a l  i n  i t s  i n s p i r a t i o n .  

T h e  h i s t c r y  o f  c o o ~ e r a t i o n - i n  U e s t e r n  E u r o ~ e  g c e s  b a c k  a s  

e a r l y  a s  the n i n e t e e n t h  c e n t u r y .  T h e  f i r s t  e f f e c t i v e  c u s t o m s  

un io r .  was f o r m e d  i n  t h e  name o f  German Z o l l v e r e $ n  i n  1833, which  

i n c l u d e d  e i g h t e e n  s t a t e s .  I t  u a s  a n  i m p o r t a n t  h i s t c r i c  

p r e c e d e n t .  I t  l e d  t o  t h e  e c o n o m i c  a n d  p o l i t i c a l  u n i f i c a t i o n  o f  
- 

Germany and  i ts  t r a n s f c r m a t i g n  f rom a  t e c h n i c a l l y  b a c k w a r d  a n d  

m a i n l y  a g r i c u l t u r a l  c o u n t r y  i n t  o n e  o f  t h e  l e a d i n g  i n d u s t r i a l  < 
s t a t e s  o n  t h e  C o n t i n e n t .  

The  o o t b r e a k  o f  t h e  f i r s t  World War a n d  t h e  h o s t i l i t i e s  

c r e a t e d  b e c a u s e  o f  i t  l e d  t o  t h e  b r e a k  u p  of Z o l l v e r e i n .  After 

t h e  War c e r t a i n  p r o p o s a l s  for  customs unicn'on smaller scale 

came t o  l i g h t  b a t  a l l  e n d d  in a stalemate. The o o t b r e a k  of t h e  

s e c o n d  U o r l d  Oar d a a l t  8 f u r t h e r  blow t o  'the Lovement of 

E u r o p e a n  u n i t y .  These k r s  l e f t  t a r o p e - - o n c e  d o m i n a n t  i n  the 

world--much weaker  than  t h e  u n i t e d  S t a t e s  o r  t h e  Soviet Union. 



- I 

On t h e  e c o n o m i c  s c e n e ,  t h e  E u r o p e a n  e c o n o m i e s  were cn  t h e  v e r g e  ' . 
of b a n k r u p t c y .  The p r e s s u r e  of t h e s e  c i r c u m s t a n c e s  o p e n e d  t h e  

e y e s  o f  t h e  E u r c p e a n s  a n d  t h e y  began  t o  t h i n k  a g a i n  i n  terms o f  

c o o p e r a t f o n  i n  p l a c e  )o f  c o m p e t i t i o n  a n d  c c - d e s t r u c t i c n .  

.. 

T h e  b a l l  wap set  r o l l i n g  by t h r e e  g o v e r n m e n t s - - B e l g i u m , -  

l e t h ~ r l a n d s  and Luxomburg-.-when. t h e y  e s t a b l i s h e d  t h e  B e r e l u x  
I 

P 
Economic  Union  i n  1944.  The movement t o o k  cn  a s e n s e  o f  u r g e n c y  

a f t e r  t h e  War. The g i g a n t i c  t a s k  of r e c o n $ t r u c t i o n  o f  t h e  

w a r - t o r n  e c o n o m i ~ s  r e q u i r e d  close c o o p e r a t i c n .  The  f i r s t  

c o n c r e t e  s t e p  t o w a r d s  E u r o p e a n  c o o p e r a t i o n  i n  t h e  e c o n o m i c  

s p h e r e .  was t a k e n  i n  1 9 U 8  w i t h  t h e  s e t t i n g  U F  cf t h e  o r g a n i z a t i o n  

f o r  E u r o p e a n  Economic  C o - o p e r a t i o n  (OEEC) whose f u n c t i o n s '  weto 

t o  d i s t r i b u t e  H a r s h a l l  F l a n  f u n d s ,  t o  c o o r d i n a t e  i n v e s t m e n t  

p r o g r h m e s  a n d  t o  r e s u s c 9 t a t e  i n t r a - B u r o p e a n  t r a d e .  A more 

d e c i s i v e  t u r n  of e v e n t s  was se t  i n  m o t i o n  i n  1 3 4 3 ,  uhen Mr. P a u l  

Aoffman,  t h e  M a r s h a l  P l a n  a d m i n i s t r a t o r  d e l i v e r e d  a m a j o r  
J / 

a d d r e s s  b e f o r e  + h e  C o u n c i l  of t h e  OEEC. In t h i s  a d d r e s s  be made 

a f b r t  bright app.al f o r  E u r o p e a n  i n t e g r a t i o n .  Ae d e f i n e d  t h i s  

a s  t h e  f o r m a t i o n  of a s i n g l e  large m a r k e t ,  w i t h i n  which  . 

. q u a n t i t a t i v e  r e s t r i c t i g n s  upon  t h e  movements.  o f  g o o d s ,  m c n e t r r y  . . ' " .  

b a r r i e r s  t o  t h e  flow of p a y m e n t s  a n d  e v s n t u a l l p  a l l  t a r i f f s  a r e  

p e r m a n e n t l y  swept. away. 

T h e  m o t i v e  of It. Hcffman i n  .making t h i s  a p ~ e a l  was, n o  

daub$, t h e  d e s i r e  of t h e  United S t a t e s  t o  8.8 .e: e. waakened '  - r Z 

e c o n o m i e s  of a m s t e r n  Barope t u t o r e d  a s  r a p i d l y  

so t h a t  t h e y  would  cease to  be & p e n d e n t  upon 



t 

a i d .  - Prom t h i s  time t h e r e  were t w o  t e n d e n c i e s  i n  E u r o p e .  

One was l e d  by t h e  p r o p c n e n t s  o f  E u r o p e a n  i n t e g r a t i o n ,  

a s s u r p d  a s  t h e y  now were of U.S. s u p p o r t .  The  o t h e r  was l e d  
J 

by the B r i t i s h ,  who p r e a c h e d  c l o s e  c o - o p e r a t i o r  a s  t h e  

a l + e r n a t f v e  t o  i n t e g r a t i o n .  The  B r i t i s h  d i d  n o t  u i a h  t o  

b s c c m e  t o o  c l o s e l y  i n v o l v e d  w i t h  t h e  c o u n t r i e s  o n  t b e  C o n t i n e n t  

a s  t h e y  were a f r a i d  o f  t h e  s u p r a n a t i o n a l  l e a n i n g s  o f  t h o s e  

p r o m o t i n g  E u r o p e a n  u n i t y .  k E u r o p e a n  C u s t o m s  Union S t u d y  

G r o u p  had  e a r l i e r  b e e n  c r e a t e d  o n l y  t o  f i n d  t h a t  t h e  ~ r o p o s a l  

fo r  a  c u s t o m s  u n i o n  e m b r a c i n g  a l l  t h e  c o u n t r i e s  o f  i l e s t e r n  

E u r o p e  was s t i l l  a  f a r  c r y  from r d a l f t y .  

When by 1950 it was e v i d e n t  t h a t  e c o n o m i c  i n t e g r a t i o n  

t h r o u g h  a c u s t o m s  u n i o n  was v e r y  d i f f i c u l t ,  e f f o r t s  rere made 
I 

t o  b r i n g  a b o u t  i n t e g r a t i o n  b y  sec tors .  S u c c e s s  was b a d e  on  

t h e s e  l i n e s  w i t h  t h e  e s t a t l i s h m e n t ' o f  t h e  E u r o p e a n  C c a l  a n d  

S t ee l  Community (ECSC) i n  1952,  w i t h  F r a n c e ,  Germany, .  I t a l y  

a n d  t h e  t h r e e  B e a s l u x  c c u n t r i e s - t h e  S i x - - a s  members. T h e  

" p r i m a r y  o b j e c t  of t h e  C c m m n i t p  was t o  s e t  up  common m a r k e t s  
_ 

' f n  coal ,  i r o n  ore, s c r a p  a n d  steel. The  e x p e r i e n c e  p r o v e d  

t o  be  a s u c c e s s f u l  one .  

E n c o u r a g e d  by t h e  s u c c e s s  of t h e  ~ u r o p i a n  C c a l  a n d  S t e e l  
* 

Community a n d  t h e  B e n e l u x  Economic  Union ( l 94r ( ) ,  t h e  R o n e l u x  

g r o u p  cf c o u n t r i e s  i n i t i a t e d  a p r o p o s a l  fox t h o  e x t e n t i o n  o f  



e c o n o m i c  c o a p e r a t i o n  aond i n t e g r a t i o n  b e t w e e n  t h e  members o f  t h e  

ECSC a t  a  m e ~ t i n g  o f  t h e  f o r e i g n  m i n i s t e r s  o f  t h e  S i x  h e l d  i n  

1955 a t  u e s s l n a .  T h s y  s u r v e y e d  six p o s s i b l e - f i e l d s  cf . - 
t 

i n t r l q r a t i o r  and  d e c i d e d  t h a t  t h o s e  o f f e r i n g -  t h e  most ~ r o m i s e  were 

( 1 )  a  ccmmon m a r k e t  a n d  (2)  c o - o p e r a t i o n  i n  t h e  f i e l d  of n u c l e a r  

s n e r q y .  They  a g r e e d  ta se t  up committees t o  i n v e s t i g a t e  t h e s e  

two p o % ~ - i b i l i t i e ~ .  Under  t h e  l e a d e r s h i p  o f  Mr. P.B. S p a a k  t h e  

B e l g i a n  F o r e i g n  M i n i s t e r ,  t h e  c o m m i t t e e  o n  t h e  ccmmcn m a r k e t  made 

r a p i d  p r o g r e s s  a n d  u a s  r e a d y  w i t h  a  r e p o r t  t h a t  was s u b m i t t e d  t o  

the F o r e i g n  . M i n i s t e r s  o f  t h e  S i x  a t  a  m e e t i n g  h e l d  i n  V e n i c a  i n  

Ma; 1956.  Tho S p a a k  r e p o r t  was a p p r o a v e d  a t  t h i s  m e e t i n g  a s  a  

b a s i s  f o r  t h e  n e g o t i a t i c n  of a  t r e a t y  e s t a b l i s h i n g  t h e  common 

m a r k e t .  On March 2 5 t h ,  1957 t h s  h i s t o r i c  B o r e  T r e a t y  

e s t a b l i s h i n g  t h e  E u r o p e a n  Economic  Community ( E E C )  u a s  s i g n e d  by 

t h e  r e p r e s e n t a t i v e s  of t h e  S i x  c o u n t r i e s  a n d  came i n t c  f o r c e  

f r o m  J a n u a r y  I s t ,  1958 .  The T r e a t y  p r o v i d e s  f o r  t h e  g r a d u a l  

e s t a b l i s h m e n t  o f  a Common M a r k e t  by  d e v s l o p i n g  a s i n g l e  m a r k e t  

f o r  t h e  p r o d u c t s  of t h e  members w i t h o u t  t a r i f f s  o r  q u a n t i t a t i v e  

r e s t r i c t i o n s  a n d  f o r m a t i o n  o f  common e x t e r n a l  t a r i f f s  a n d  t r a d e  

p o l i c i e s  v i s - a - v i s  t h e  o u t s i d e  world. It e n v i s a g e s  common 

p o l i c i e s  o n  a t o m i c  e n e r g y  ( t h r o u g h  t h e  E u r o p e a n  Atomic E n e r g y  

Communi ty ) ,  a g r i c u l t u r e  a n d  t r a n s p o r t ,  g r a d u a l  e l e m i n a t i o n  of  

m o n o p o l i s t i c  p r a c t i c e s ,  c o - o r d i n a t i o n  of e c o n o m i c  a n d  social  

p o l i c i e s ,  p r o m o t i o n  of l a b o u r  m o b i l i t y ,  m u t u a l  a s s i s t a n c e  i n  

f i n a n c i n g  s o c i a l  s e c u r i t y  a n d  p r o v i s i o n  f o r  a f u n d  f o r  B u r o p e a n  

d e r e l o p m s n t  . 

> 



I I n  t h e  m e a n w h i l e  t h e  B r i t i s h  h a d  b e e n  i n t e n t l y  f c l l c w i n g  
I 
: 
I d e v e l o p m e n t s ,  more  o r  l e s s  o n  t h e  s i d e l i n e s .  T h e y  m a i n t a i n z d  
I 
I 
I 
I a  v e r y  g u a r d e d  a t t 5 t u d e  t o w a r d s  t h e  s u p r a n a t i o n a l  f e a t u r e s  t h a t  
i 

i were e m e r g i n q  f r c m  t h e  d e l i b e r a t i o n s  o f  t h e  S p a a k  c c m m i t t e e .  In 

j u l y  1 9 5 6  t h e  B r i t i s h  s u k m i t t e d  t h e i r  ~ r o ~ o s a l  f o r  a n  a l i -  

E u r o p e a n  i n d u s t r i a l  f ree  t r a d e  area a t  a m e e t i n g  cf t h e  OEEC.  

F o r  t h e  n e x t  t w o  a n d  a  h a l f  y e a r s  t h e  d i s c u s s i o n s  r e l a t i n g  t o  

t h e  p r o p o s e d  f ree  t r a d e  a r e a  b a c a m ~  t h e  m a i n   re-cccupaticn of  

OEEC.  The S i x  i n  t h e  m ~ a n t i m e  a s t a b l i s h ~ d  EEC.  The  p r o ~ p e c t s  

of  t a r i f f  d i s c r i m i n a t i o n  a c c e n t u a t e d  t h e  B r i t i s h  a t t e m ~ t s  t o  c rea te  

a n  a l l - E u r o p e a n  i n d u s t r i a l  free t r a d e  a r e a .  The  n ~ g c t i a t i o n s  

b r o k e  down i n  1358 when t h e  F r e n c h  r e s e n t e d  a  v e i l e d  t h r e a t  o f  

r e t a l i a t i o n  b y  t h e  B r i t i s h .  T h e  F r e n c h  were c o n c e r n e d  a b c u t  t h s  

p o s s i b l e  deflections o f  t r a d e  r e s u l t i n g  f r o m  t h e  v a r y i n g  l e v c l s  

o f  e x t e r n a l  t a r i f f s .  T h e y  p o i n t e d  t o  t h e  free a c c s s s  to raw 

m a t e r i a l s  a n d  s e m i - m a n u f a c t u r e d  g o o d s  f r o m  t h e  Commcnwealth 

e n j o y e d  by t h e  U n i t e d  Kingdom. T h e y  c o n t e n d e d  t h a t  new i n v e s t m e n t  

would  b e  c o n c e n t r a t e d  i n  t h e  U n i t e d  Kingdom, w h e r e  a d v a n t a g e  

c o u l d  be t a k e n  of  p r e f e r e n t i a l  t r e a t m e n t  b o t h  i n  t h e  Commcnwealth 

a n d  i n  t h e  p r o p c s e d  a s s c c i a t i o n  w i t h  t h e  Common M a r k e t .  

The  b r e a k d o w n  o f  n e q c t - i a t i o ~ s  f o r  t h e  free t r a d e  a r e a  l e f t  

t h e  B r i t i s h  I n  a  q u a n d a r y .  T h u s  i n  1 9 5 9  t h e y  welcomed a  S w e d i s h  

s u g g e s t i o n  t h a t  OEEC c o u n t r i s s  o u t s i d s  of the Common M a r k e t  

s h o u l d  f o r m  a  free trade a r e a  a m o n g s t  t h e m s e l v e s .  Seven c o u n t r i e s  



( A u s t r i a ,  Denmark, D o r v a y ,  P o r t u g a l ,  Sweden,  S w i t z e r l a n d  a n d  t h e  
% 

U n i t e d  Kingdom) r e s p o n d e d  t o  t h i s  a p p e a l  a n d  c o n c l u d e d  

t h e  S t o c k h o l r  C o n v e n t i o n  l a t e  i n  1959,  which  e s t a b l i s h e d  t h e  

E u r o p e a n  F r e e  T r a d e  A s s c c i a t i c n  (EFTA) . 

I t  d i d  n o t  t a k e  t h e  U n i t e d  Kingdom v e r y  l o n g  t c  r e a l i z e  
- - 

t h a t  t h e  EFTA c o u l d  n o t  s e r v e  i t s  p u r p o s e s .  A l s o  t h e  s u c c e s s  o f  

t h e  EEC was f a r  more i r ~ r e s s i v e  t h a n  B r i t a i n  t h o u g h t .  S o  o n l y  

e i g h + e e n  m o n t h s  a f t e r  t h e  e s t a b l i s h m e n t  o f  t h e  EEC, B r i t a i n  

a p p l l e d  f o r  j o i n i n g  it. It was f o l l o w e d  by a  p e r i o d  o f  t u r u l t u o u s  

n e q o t i a t i o n s  markem by t w o  v e t o s  by  F r a n c e .  Bowever ,  the 

s i t u a t i o n  e a s e d  a f t e r  P r e s i d e n t  De G a u l s  l c s t  p o w e r ,  a n d  E r i t a i n  

a l o n g  w i t h  Denmark, I r e l a n d  a n d  l o r w a p  were f i n a l l y  g r a n t e d  

ontry  i n t o  t h e  EEC. Borway c o u l d  n o t  j o i n  b e c a u s e  of a  p o p u l a r  

r e f e r a n d u m  kn t h e  c o u n t r y .  T h u s  o n  J a n u a r y  I s t ,  1 9 7 3  t h e  

Community of S i x  t u r n e d  i n t o  a Community o f  D i n s .  l h i s  

s n l s r g e m e n t  b r o u g h t  w i t h  it a d d i t i o n a l  a r r & i g ~ 9 n t s  w i t h  
-z- 

qcn-member  c o u n t r i a s ;  I n  p a r t i c u l a r  the n c n - a p p l i c a n t  EFT& 

c o u n t r i e s  n e g o t i a t e d  free t r a d e  a g r e e m e n t s  w i t h  t h e  Community. 

~ L o ~ e r a t i o n  h a s  a l s o  b e e n  g r o w i n g  i n  many c t h e r  a r e a s  e s p e c i a l l y  

m o n e t a r y  i n t e g r a t i o n .  I n  s h o r t ,  W e s t e r n  E u r o p e  seems t o  b e  on 
t 

its way t o  t h e  U n i t e d  S t a t e s  of ~ i r o p e .  



P o o t n c t s s  -- C h a p t e r  One 

A - c u s t o m s  Union moans t h a t  t h e  members, w h i l e  a b o l i s h i n g  
t a r i f f s  on  t r a d e  w i t h i n  t h e  u n i o n ,  a d o p t  a ccmmon t a r i f f  
s c h e d u l s  o n  i m p c r t s  f o r  non- members. I n  a  f ree  t r a d e  a r e a  
t h e  members r e t a i n  t h e i r  s e p e r a t e  n a t i o n a l  t a r i f f  s c h e d u l e s  
a g a i - t  i m p o r t s  frcm non- members b u t  eliminate t h e a  o n  
i n t r a - a r e a  t r a d e .  The r e l e v a n t  c l a u s e s  of t h e  G A T T  i n  
a r t i c 6  X X I V  p r o v i d e  a n  e x c e p t i o n  f o r ' c a s t o m s  u n i c n s  or f r e e  
t r a d e  Areas s o  l o n g  a s  t h e  t a r i f f s  a ~ d  t r a d e  r e e t r i c t i o n s  
a r e  e l i b i n a t e d  o n  " s u b s t a n t i a l l y  a l l  t h e  t r a d e m  ke tween  t h e  
members; a n d  s o  l o n g  a s  t h e  t a r i f f s  a n d  t r a d e  r e s t r i c t i o n s  
o n  non-meqbers  a r e  " n o t  o n  t h e  wholen  more r e s t r i c t i v e  t h a n  
t h o s e  p s e v i o n s l y  i m p o s e d  by  t h e  c o n s t i t u e n t  s t a t e s .  - 
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CHAPTER TWO 

A C R I T I C A L  SURVEY OF THE LITERATURE 

The re  b a v s  b e e n  many a t t e m p t s  a t  m e a s u r i n g  t h e  t r a d e  

c r e a t i o n  a d d  t r a d e  d i v e r s i o n  e f f e c t s  of a c n s t g m a  n n i c n ,  

p a r t i c u l a r l y  o f  t h e  E u r o p e a n  Economic  C o m r n n i t y  a n d  t h e  E u r o p e a n  

Free T r a d e  Area  a f t e r  t h i i r  e s t a b l i s h m e n t .  *Unf o r t u ~ a t e l ~  n o n e  

of  t h e s e  t a k s n  s e p a r a t e l y  c a n  be r e g a r d e d  a s  s n t i r e l y  

s a t i s f a c t o r y ,  Any a t t e d p t  t o  q u a n t i f y  t r a d e  c r e a t i c n  a n d  t r a d e  

d i v e r s i o n  e s s e n t i a l l y  i n v c l v e s  m e a s u r i n g  wha t  t h e  l e v e l  o f  

i m p o r t s  of t h e  msmbers o f  t h e  u n i o n  uou ld .  h a v e  b e e n  i n  t h e  

a b s e n c e  of  i n t e g r a t i o n  f rom v a r i o u s  s o u r c e s  of s u p p l y  a n d  t h e n  

c o m p a r i n g  i t  w i t h  t h e  a c t u a l  t r a d e .  I n  o r d e r  t o  e s t i m a t e  what  t h e  

t r a d e  would  h a v e  b e e n  o n e  h a s  t o  make same a s s u m p t i o n s  a b o u t  t h e  

u n d e r l y t n g  p a r a m e t e r s  I n  t h e  p ro -  a n d  p o s t - i n t e g r a t i o n  p e r i o d s .  
% 

A n o t h e r  i s s n s  i n  t h e  empirical work h a s  b e e n  to  d e t e r m i n e  wha t  

e x a c t l y  a r e  t h e  p r e -  a n d  p o s t - i n t e g r a t i o n  p e r i o d s ,  i . e .  t o  d e c i d e  

when o n e  w o u l d  e x p e c t  t h e  first i n t e g r a t i o n  effects  t c  h a r e  t a k e n  

p l a c e .  A f u r t h e r  c o m p l i c a t i o n  a r i ses  b e c a u s e  of t h e  f a c t  t h a t  

t h e r e  a re  many v a r i a b l e s  which a f f e c t  i n t e r n a t i o n a l  t r a d e  f l o w s ,  

a n d  a l l  s t u d i e s  a r e  f a c e d  w i t h  t h e  common p s o b l e r . o f  isolating 

( o r  c o n t r o l l i n g )  t h e  e f f e c t s  of o t h e r  v a r i a b l e s  from t h a t  of t h e  

i n t e g r a t i o n .  I n  v i e r  of t h e s e  d i f f i c u l t i e s ,  t h e r e  is a c o n s e n s u s  
, 



among t h e  v r i t s r s  i n  t h i s  f i e l d  t h a t  a l l  ebtimates cf t r a d e  

c r e a + i o n  a n d  t r a d e  d i v e r s i o n  a r e  a f f e c t e d  by ce ter i t  p a r i b u s  

a s s u m p t i o n s ,  by  c h o i c e  o f  t h e  bench-mark y e a r ,  by t b e  metbod . 

o f  i s o l a t i n g  t h e  effects  o f  i n t e g r a t i o n  f r o m  o t h e r  v a r i a b l e s ,  

by t h e  c h o i c e  cf t h e  l e n g t h  of t h e  p r e -  a n d  p o s t -  i n t e g r a t i o n  

p e r i o d s  a n d  s o  on. T h e r e f o r e ,  t h e  m a g n i t u d e  o f  n o  s i n g l e  

e s t i m a t e  c a n  be t a k e n  t c o  s e r i o u s l y .  I t  i s  o n l y  t h e  c o l l e c t i v e  

e v i d e n c e  d e r i v e d  from s t u d i e s  u s i n g  a  v a r i e t y  of a p p r o a c h e s  t h a t  

c a n  p r o v i d e  a n  I d e a  cf t h e  o r d e r s  o f  m a g n i t u d e  i n v o l v e d .  I n  

t h i s  c h a p t e r  a s u r v e y  o f  t h e  e x i s t i n g  t e c h n i q u e s  is  p r o v i d e d  a n d  

i n  t h e  f o l l o w i n g  c h a ~ t e r s  a n  a t t e m p t  i s  made t o  i m p r o v e  upon some 

a s p e c t s  o f  t h e s e  s t u d i e s .  



The e m p i r i c a l  s t u d i e s  o n  t r a d e  c r s a t i o n  a n d  t r a d e  d i v e r s i o n  

h a v e  been  of t w o  k i n d s :  e x - a n t e  a n d  e x - p o s t .  I n  t h e  e x - a n t e  

m o d e l s ,  t h e  a u t h o r s  had t o  s o l v e  t w o  m a j o r  p r o b l e m s :  f i r s t ,  t o  

f o r e c a s t  t h e  i n p d r t s  o f  t h e  EEC c o u n t r i e s  i n  t h e  p o s t  i n t e g r a t i o n  

p e r i o d  on t h e  a s s u m p t i o n  t h a t  t h e  EEC would n o t  b e  e s t a b l i s h e d  

a n d  s e c o n d ,  t o  f o r e c a s t  t h e  E E C 1 s  i m p o r t s  i n  t h e  p o s t  i n t e g r a t i o n  

p e r i o d  on t h e  a s s u m p t i o n  t h a t  t h e  EEC would be established. To 

f o r e c a s t  t h o  E E C 1 s  i m p o r t s  i n  t h e  a s s u m e d  a b s e n c e  o f  i n t e g r a t i o n ,  

a c r u c i a l  b u t  p e r h a p s  u n r e a l i s t i c  a s s u m p t i o n  h a s  t o  b e  made i . e . ,  

t h e  r e l a t i v e  p r i c e  e l a s t i c i t i e s ,  t h e  income e las t ic i t ies ,  

e l a s t i c i t i e s  c f  s u b s t i t n t i o n  and p a r a m e t e r s  o f  t h e  demand f o r  

i m p o r t s  i n  t h e  p o s t  i n t e g r a t i o n  p e r i o d  wonld  h a v e  

r e m a i n e d  t h e  same a s  i n  t h e  p e e - i n t e g r a t i o n  p e r i o d .  l o  f o r e c a s t  

t h e  E E C q s  i m p o r t s  i n  t h e  p o s t  i n t e g r a t i o n  p e r i o d  c n  the 

a s s u m p t i o n  t h a t  EEC would b e  e s t a b l i s h e d ,  i m ~ o r t s  moat  be 

computed  o n  t h e  b a s i s  o f  h y p o t h e t i c a l  c h a n g e s  i n  i n t e r n a l  a n d  

e x t e r n a l  t a r i f f s  and' t h e  r e l e v a n t  e l a s t i c i t i e s  o b t a i n e d  f rom 

o t h e r  s o u r c e s  o r  o b s e r v e d  i n  t h e  p r e - i n t e g r a t i o n  p e r i o d .  

Among t h e  s t u d i e s  i n  t h i s  c a t e g o r y ,  t h o s e  by  P . J .  V e r d o o r n ,  

L.R. J a n s s e n  a n d  L. B. R r a u s a  a r o  w o r t h  m e n t i o n i n g  a s  a  r a p r e s e n t a -  

t i v e  sample . [  11 B o t h  V e r d o o r n  a n d  q a n s s e n  u s e d  a g e n e r a l  a q u a l i b -  .. 

r i m  f r a r e v o r k  i n  t h e i r  i n v a s t i g a t i o n  a n d  ( i n q u i r e d  i n t o  t h o  affects 



o f  c h a n g i n g  one  v a r i a b l e - - 8 l i m i n a t d n g  i n t e r n a l  t a r i f f s  i n  t h e  

union--on t r a d e  f lows .  Removal of t a r i f f s  h a s  two e f f e c t s  o n  

p r i c e s :  a  d e c r e a s e  i n  . a v e r a g e  p r i c e  o f  t h a t  commodity and  a  

c h a n g e  i n  t h e  r s l a t i v e  prices o f  s u b s t i t u t e s .  V e r d c o r n ' s  

e s t i m a t e  e s s e n t i a l l y  r e s t e d  on p a r t i t i o n i n g  t h e  e f f e c t  * 

o f  a  r e d u c t i o n  i n  t h e  p r i c e  of  an i m p o r t e d  good f r o r  cne  s o u r c e  

( t h e  member c c u n t r y )  i n t o  i t s  e f f e c t  o n  t h e  a v e r a g e  p r i c e  o f  

i m p o r t s  and  f t s  e f f e c t  cn t h e  r e l a t i v e  pr ice  o f  t h e  gocd f r o r  

t h a t  s o u r c e  ccmpared w i t h  o t h e r  s o u r c e s .  T h e  e f f e c t  o f  t h e  f i r s t  

pr-ice change  on i m p o r t  demand depends  on t h e  o v e r a l l  e l a s t i c i t y  

o f  demand f o r  imparts o f  t h a t  commodity and  o f  t h e  s e c c n d  on t h e  

s u b s t i t u t i o n  o r  t h e  s h a r e  e l a s t i c i t y .  I n  a r r i v i n g  a t  t h e  a c t u a l  

e s t i m a t e s ,  Verdoorn u s e d  a v e r a g e  t a r i f f  l e v e l s  t o  e s t i m a t e  p r i c e  

c h s n q e s  consequ  n t  on c u s t o m s  u n i o n  and  " ~ l a ~ s i b l e "  a v e r a g e  p' 
v a l u e s  o f  t h e  t u o  e l a s t i c i t i e s  t o  e s t i m a t e  t h e  e f fec ts  on  c u s t o m s  

u n i o r  t r a d e  p a t t e r n s .  His r e s u l t s  d i d  n o t  show a n y  t r a d e  

c r e a t i o n  o r  t r a d e  d i v e r a i c n  effects.  

T 

J a n s s e n ' s  t s c h n i q u e  was v e r y  s i m i l a r .  He a t t e m p t e d  to  
9 

improve  upon i t  i n  two rays: by b r e a k i n g  t e a l  c c n s o m ~ t i o n  i n t o  

d o m e s t i c  p r o d u c t i o n  and  i m p o r t  demand components  and  by  

p a r t l t i o n i n g  t h e  demand a f f e c t s  i n t o  income a n d  m b r t i t u t i o n  

e l a s t i c i t i e s .  As a  r e s u l t  J a n s s a n  o b t a i n e d  l a r g e r  c h a n g e s  i n  t h e  

p r e d i c t e d  t d a d e  patterns h u t  no s u b a t a n t i r e  c h a n g e  i n  t h e  
1 

c o n c l u s i o n  t h a t  t h o  e f f e c t s  o f  t h e  c u s t o m s  un ion  on economic  

relf a re  C o u l d  be n e g l i g i b l y  small. 



V e r d o o r n  b i m s e l f  n a t e s  some of t h e  l i r i t a t i c n s  o f  t h i s  

t e c h n i q u e :  t h s  i m p a c t  o f  t h e  a b o l i t i o n  o f  q o a n t i t a t i r e  ' . .  - 

r e s t r i c t i o n s ,  a s  *well a s  s e c o n d a r y  r e p e r c u s s i o n s  a r e  d i s r e g a r d e d ,  

a n d  t h e  method n s e d  has a  dovnward b i a s  i n  regard t c  g a i n s  

f o r t h c o m i n g  i n  e f f e c t i v e l y  p r o t e c t e d  i n d u s  > ries. B a l a s s a  p o i h t s  

o u t  some f u r t h e r  d e f i c i e n c e s .  ~ i r s t ,  t h e  r e l e v a n t  elasticities . 
* 

h a v e  bean  u n d e r - e s t i m a t &  w h i c h  i m p a r t s  a downward t i a s  in t h e  

t r a d e  c r e a t i o n  a n d  t r a d e  d i v e r s i o n  estimates. ' S e c o n d ,  s h c i t - r u n  

estimates a r e  i n a p p r o p r i a t e  i n  m e a s u r i n g  g a i n s  from t r a d s ,  e v e n  i n  

t h e  a b s e n c e  o f  a  downward b i a s  i n  t h e  c o e f f i c i e n t s .  Over  a 

l c n g e r  p e r i o d ,  e x i s t i n g  c o n t r a c t s  r u n  o u t ,  p o l i t i c a l  a n d  

p s y c h o l o g i c a l  o b s t a c l e s  a r e  o v e r c o m e ,  new i n v e s t m e n t s  c a n  be  

made, etc., a n d  t h e  r e s ~ o n s i v e n e s s  o f  t r a d e  f l a w s  t c  p r i c e  

c h a n g e s  is c o r r e s p o n d i n g l y  h i g h e r .  

K r a u s e  n s e d  a n  e n t i r e l y  d i f f e r e n t  t e c h n i q u e  t o  assess t h e  

p r o s p e c t i v e  e f f a c t s  cf t h e  f o r m a t i o n  of t h e  BBC. H i s  a n a l y s i s  

r~ssts  on a c o m p a r i s o n  of the p r o t e c t i v e n e s s  of t h e  Common 

E x t e r n a l  T a r i f f  w i t h  t h a t  of t h e  a t i o n a l  tariff8 which  i t  '5 
r e p l a c e d .  The Common t x t a r n a l  T a r i f f  was c a l c u l a t e d  by  t a k i n g  a n  

u n r e i g h t b d  arerago o f  t h e  F r o n c h ,  6orman,  I t a l i a n  a n d  B o n e l u x  

t a r i f f s .  K r a u s e  a r g u d  t h a t  t h e  p r o t e c t i r o n e s s  of CtT c a n n o t  be 

d a t e r m i n e d  b y  t h o  r & l t i n g  i n c r e a  w s a n d  

d e c r e a s e s  i n  rmgdirod t a  r o a c h  t h o  c a l c u l a t e d  





s u p p l i e r s ,  h e  c o n c l u d e d  t h a t  75% of a l l  ~ a n u f a c t u r e d  p r c d o c t s  

would  have  t h e i r  p r o t e c t i o n  r a i s e d ,  a n d  b y  large a m c u n t s .  A s  a  
L L .  

r e s u l t  o f  t h i s  h i g h e r  p r o t e c t i o n  t o  t h e  nCommunity y r c d o c t P  t h e - .  

e x p o r t s  of non-members would saf fer  s u b s t a n t i a l l y .  .. 

As f a r  a s  t h e  q u e s t i c n  o f  t h e  l e v e l  o f  p r c t e c t i o n  i n  t h e  EEC 
t 

b e f o r e  an& a f t e r  i t s  f o r m a t i o n  is c o n c e r n e d ,  t h e  p r c b l e m  i s  ' n o t  

. a s  s i m p l e  a s  K r a u s e  t h o u g h t  it t o  be. I w i l l  CCmment on some o f  

the c o m p l i c a t i o n s  i n v o l v e d  i n  c h a p t e r  f o u r .  Here I w i s h  s i m p l y  

t o  n o t e  that many s c h o l p r s  b e l i e v e  t h a t  t h e  S E T  was l e s s  ~ r o t e c t i v e  
* 

t h a n  t h e  t a r i f f s  i t  r e p l a c e d  a n d  t h a t  t h e  e v i d e n c e  c n  t h e  p r o t e c -  

t i v e ~ e s s  o f - + h e  CET i s  f a r  f r o m  c o n c l u s i v e .  S e c o n d l y ,   hi^ 
b 

a n a l y s i s  i s  o p e n  t o  t h e  o b j e c t i o n s  r a i s e d  a g a i n s t  t h e  u s e  o f  

n o m i n a l  t a r i f f s  a s  a m e a s u r e  o f  p r o t e c t i o n  a s  c o m p a r e d  t o  

o f  f e c t i r e  p r o t e c t i o n .  T h i r d l y ,  K r a a s e  a s s e r t e d  t h a t  i f  t h e  

p r o d u c t i o n  o f  d o m i n a n t  s u p p l i e r s  c o u l d  b e  e x p a n d e d  m h s t a n t i a l l y  
8 

w i t h o u t  a  s i g n i f i c a n t e r i s e  i n  c o s t s ,  t h e n  t h e  new h i g h e r  

e x t e r n a l  t a r i f f  would  p e r m i t  t h e s e  p r o d u c e r s  t o  e x p a n d  sa les  

g r e a t l y ,  b o t h  a t  t h e  e x p e n s e  of h i g h  c o s t  p r o d u c e r s  r i t h i  a t h e  

EEC ( a n d  t h u s  g i v e  rise t c  t rade creation) a n d  of p r o d u c e r s  of 

t h i r d  c c u n t r i e k  ( a n d ,  t h e r e f o r e ,  r e s u l t  i n  t r a d e  d i t s r s i o n ) .  

. But  a s  C o o p e r  p o i n t a d  o q ,  t h g t  is a big i f . [ 2 ]  The  b s s t i m p t i o n  
- -$ 

of h i g h  s u p p l y  e l a @ t i c i t y & w  t b o a g h t ,  is c p n  t o  q u e s t i o n .  

I n  c r i t i c i s i n g  K r a u s e * g  acgumant  Balassa n o t e d  t h a t  tbe  e f f a ~ t s  

- o f  t h e  Common l l a r k e t  on i m p o r t s  from t h i r d  c o u n t r i e s  s h o u l d  



p r o p e r l y  be  c o n s i d e r e d  i n  t w o  steps: (a )  t h e  i m p 2 i c a t i c n n  of t h e  

a v e r a g i n g  o'I n a t i o n a l  t a r i f f s .  and  (b)  t h e  d i s c r i m i n a t o r y  

effects of e l i m i n a t i n g  d u t i e s  on i n t r a - E E C  t r a d e .  The a v e r a g i n g  

of t a r i f f s  b y  i tself  is l i k e l y  t o  r e d u c e ,  r a t h e r  t h a n  i n c r e a s e ,  

p r o t e c t i o n  i n  ths E u r o p e a n  Common f l a r k e t :  low-cost d o m i n a n t  
- ,  

s d p p l i e r s  who Compete i n  t h e  w o r l d  n a r k 6 t  would  r e c e i v e  

g r e a t e r - - b u t  l a r g e l y  u n n e c e s s a r y - : p r o t e c t i o n  w h i l e  t h e  l o w e r i n g  

of d u t i e s  would  e x p o s e  h i g h - c o s t  p r o d u c e r s  t o  f o r e i g n  

c o m p e t i t i o n .  He f u r t h e r  e x p r e s s e d  d o u b t s  a b o u t  the p o s s i t i l i t y  

of d o m i n a n t  s u p p l i e r s  b e i n g  a b l e  t c  e x p a n d  o u t p u t  a t  c o n s t a n t  

costs t o  e x p l o i t  t h e  p o s s i b i l i t i e s  o f f e r e d  by t a r i f f  
w 

d i s c r i m i n a t i o n  a n d  t o  r e p l a c e  t h i r d  c o u n t r y  e x p o r t e r s  i n  the 

m a r k e t s  of p a r t n e r  c o u n t r i e s ,  Re a c t u a l l y  showed t b a t  t h e  s h a r e  

of d o m i n a n t  s u p p l f e r s  i n  t h e  i n t r a - E E C  t r a d e  d e c l i n e d  i n  t h e  

p e r i o d  1958-63.t 3 3 



T h e  s e c o n d  k i n d  o f  m o d e l s  a r e  t h e  s x - p o s t  o n e s .  The  main  
v 

t a s k  o f  t h e  a u t h o r s  o f  t h e s e  m o d e l 5  i s  t o  e s t i m a t e  i m r c r t a  o f  

t h o  EEC c o u n t r i e s  i n  t h e  a s s u m e d  a b s e n c e  o f  e c o n o m i c  
e 

i n t e q r a t i o n .  The e f f e c t  of t h e  EEC i s  t h e n  t h e  d i f f e r e n c e  

between t h e  e s t i m a t e d  i m d o r t s  o f  t h e  m9mber c o u n f r i c s  a n d  t h e i r  

a c t u a l  i m p o r t s  i n -  t h e  s a m e  p o s t  i n t e g r a t f c n  y e a r .  T h e  

d i f f i c u l t y  l i e s  i n  c c n s t r n c t i n g  t h e  h y p o t h e t i c a l  e s t i m a t e s .  

V a r i o u s  m e t h o d s  a r e  employed  f o r  t h i s  p u r p o s e .  U s u a l l y  t h e y  

i n v o l v e  p r o j e c t i n g  i n t o  the f u t u r e  some p r e - i n t e g r a t i o n  g r o w t h  

r a t e s  u n d e r  the a s s u m p t i o n  t h a t  t h e s e  t r e n d s  would b a r e  

c o n t i n u e d  i f  it had n o t  b e e n  f o r  t h e  c u s t c r 9  u n i o n .  The  

t e c h , n i q u e s  r a n g e  f r o m  s i m p l e  e x t r a p o l a t i o n  of p r e - i n t e g r a t i o n  

g r o w t h  r a + e s  o f  EEC i m p o r t s  from i n t e r n a l  a n d  e x t e r n a l . .  s o u r c e s  

t o  e x t r a p o l a t i o n  o f  a w o r l d  t r a d e  n t r i x .  Some o f  t h e  i s p o r t a n t  

s t u d i e s  a r e  r e v i e w e d  bblow. 

O n e  o f  the s a t l i e a t  s t u d i a n  of t6a  a f f e c t s  o f  thd f c r m a t f o n  

o f  t h e  EEC o n  t h e s e  l i n e s  was dona b y  A. L a m f a l u 8 s y  .[ 4 1  Ba 

s u g g e s t e d  t h a t  we s h o u l d  c o m p a r a  c h r n g a s  i n  t h o  s h a r o  o f  t h e  

E u r o p e a n  E c o n c m i c  Community,  a. a n  i m p o r t  m a r k a t ,  i n  t h a  a x p o r t r  

o f  member a n d  non-membor c o u n t r i e s  and s h o u l d  e x a m i n e  t h a  

r e l a t i v e  p r e f c r m a n c a  o f  ~ ~ * B B C  c o u n t r i e m  ID th; m a x k a t a  cf th. 

~ o m m u n i t y  a n d  elserhoro. rftmr c o n r i d o r - i n g  t bo ' c h a a g o s  i n  t r r d o  
, '  

flows b a t r i a n  1950 a n d  1960 a. rll aa 1960-62, h o  c o n c ~ u d o d  t h a t ,  



n e i t h e r  t h e  t r ade  c r e a t i o - n  n o r  t h e  t r a d e  d i v e r s i o n  e f fec t  u a s  

s i g n i f i c a n t l y  f s l t .  

His m e t h o d  is s u b j e c t  t o  a l l  t h e  criticisms of t h e  r n ~ h a r e  

a p p r o a c h n  u h i c h  r i l l  be d i s c u s s e d  l a f e r .  I n  a d d i t i c n  t c  t h o s e  

t h e  s h o r t n e s s  of t h e  time series t h a t  h e  was w o r k i n g  w i t h  m a k e s  

his r e t u l t s  h i g 5 l y  t s o u c u s .  

A s im i l a r  t s c h n i q o e  uas e m p l o y e d  l a t e r  b y  a i l l i a a s c n  a n d  

Bot t r i l l . [  5 1  A c c o r a i n g  t o  t h e m ,  t h e  s h a r e  p e r f o r m a n c e  o f  a  

s u p p l i e r  i n  m a r k e + s  where h e  n e i t h e r  g a i n s  n o r  l o s e r   referential 

a d v a n t a g e s  g i v e s  a d i c a t i o n  o f  h i s  h y p o t h e t i c a l  

p e r f o r m a n c e  i n  were i n  f a c t  a f f e c t e d  by  

i n t e q r a t i o n .  I n  order t o  s e p a r a t e  t h e  e f fec ts  o f  t r a d e  c r e a t i o n  

a r 3  t r a d e  d f  v e r s i o n ,  h o u e v e r ,  f o r t h e r  a s s u m p t i o n s  w e r e  

i n t r o d u c e d .  .?or t h i s  F u r p o s e ,  t h e y  u t i l i z e d  es t imates  o f  

s a r l i e r  s t u d i e s  (Balassa [ 13671, a n d  Truman  ( 13631) . P l u g g i n g  

'Ce r o l e v a n t  est imatrs i n t o  t h e i r  modal, t b e y  r e a c h e d  t b e  
I 

c o n c l u ~ i o n  t h a t  i n t r a - B Z C .  t rade i n  1369 was . o m t h i n g  l i k e  50 per  

c e n t  greater t h a n  i t  w o u l d  h a v e  b a a n  i f  t h e  BBC h a &  n c t  h e n  

c r e a t e d .  T h e y  a t t r i b u t e d  most of t h i s  r ise t o  t r a d a  c r e a t i o n  

r a t h e r  t h a n  t rade  Tho ha rm d o n e  t o  t h e  e x f o r t s  of 

o t h e r  c o u n t r f e s  d l n r s i o n  i n  some cammoditier r a n  

l a r q e l y  offset  b y  p o s i t i v e  8 x t . m r l  t r ade  c r o a t i o n  i n  c t h e r  

p r o d u c t s .  



m + 
f n  d e a l i n g  w i t h  c h a n g e s  i n  e x p o r t  s h a r e s ;  However, i n  c r d e r  

t o  a r r i v e  a t  t r a d e  c r e a t i o n  a n d  t r a d e .  d i v e r s i o n  e s t i m a t e s ,  t h e  

p i e c e m e a l  a p p r o a c h  f o l l c w e d  by them is h i g h l y  u n d e s i r a b l e ,  s i n c e  

t b e  e s t i m a t e s  f rom c t b e r  s t u  ies  t h a t  t h e y  h a r e  a d o ~ t e d  h a v e  f s e r i o u s  w e a k n e s s e s ,  scme cf w l d c h  w i l l  b e  d i s c u s s e d  l a t e r  i n  t h i s  
/ 

c h a p t e r .  

P r o b a b l y  the most p r o m i n e n t  among t h e  e a r l i s r  s t u d i e s  . i s  t h e  

one b y  B a l a s s a  ( 1 9 6 9 )  . [ 6 3  He s u g g e s t e d  a c o m p a r i s o n  c f  e x - p o s t  
f 
I i n c o m e  e l a s t i c i t i e s  of i m p o r t  demand i n  i n t r a - a r e a  a n d  e x t r a - a r e a  

t r a d e ,  f o r  p e r i o d s  p r e c e d i n g  a n d  f o l l o w i n g  i n t e g r a t i o n .  T h e  

e x - p o s t  income e l a s t i c i t i e s  o f  i m p o r t  demand were d e f i n e d  a s  t h e  

ratJ+ ' o f  t@ a v e r a g e  a n n u a l  r a t e  o f  c h a n g e  of imports t o  t h a t  o f  
/' 

g r c s s - d a t i o n a l  p r o d u c t .  Under t h e  a s s u m p t i o n  t h a t  t h e  income 

e l a s t i c i t i e s  cf i m p o r t  demand r o u l d  h a r e  r e m a i n e d  u n c h a n g e d  i n  

+he a b s e n c e  of i n t e g r a t i o n ,  a n  i n c r e a s o  i n  t h e  i n c o m e - o l a r t i c i t y  

o f  t h e  demand f o r  i m p o r t s  for i n t r a - a r e a  i m p o r t s  i n  t h o  p o s t  

i n t e g r a t i o n  period 1959-65,[7] compared  w i t h  t h o  p r e - i n t e g r a t i o n  * 

p e r i o d  1953-59, would  i n d i c a t e  gross t r a d e  c r e a t l o n , [ 8 ]  w h i l e  a n  

i n c r e a s e  i n  t h e  i n c o m e  e l a a t i c l t y  of demand for i m p o r t s  from a l l  . 

s o u r c e s  of s u p p l y  would  g i v e  e x p r e s s i o n  t o  t r a d e  c r e a t i o n  p r o p e r .  7 
I n  t u r n ,  a f a l l  $n t h e  income e l a s t i c i t y  of demand f o r  e x t r a - a r e a  

impcr t s  would  p r o v i d e  e v i d e n c e  o f  t h e  ' t rade d i . v e r t i n g  effoctr of 

t h e  u n i o n .  On t h e  b a d s  of c h a n g e s  i n  t h e  a v e r a g e  i n c o m e  

elasticit ies i n  t h e  f e r i o d  1959-65, h e  conc1~d .d  t h a t  t h e  

e v i d e n c e  p r o v i d e s  a clear i n d i c a t i o n  of t rade c r e a t i n g  effoctr of 

? h e  c0m.a~ m a r k e t .  T r a d e  d i v o t d o n  was indicated i n  r a m .  



commodi ty  c a t e g o r i e s  b a t  i n  o t h e r s  there was e v i d e n c e  0.f 

m e x t e r n a l  t r a d e  c r e a t i o n m ,  s u c h  t h a t  t h e  two b a l a n c e  e a c h  o t h e r '  

o u t .  On a n  a g g r e g a t e  l e v e l ,  t h e r e f o r e ,  n o  t r a d e  d i v e r s i o n  was 

o b s e r v e d .  

Amonq o t h e r  o b j e c t i o n s  t h a t  a r e  common t o  . a s 1  m o d e l s  o f  t h e  

e x - p o s t  k i n d ,  B a l a s s a 8 s  method  of m e a s u r i n g  a v e r a g e  y e a r l y  i n c o m e  

e l a s t i c i t i e s  o f  t h e  demand fo r  e x t r a - a r e a  i m p o r t s  by  t a k i n g  t h e  

a v e r a g e  o f  t h e  y e a r l y  r a t e  o f  g r o w t h  o f  i m ~ o r t s ,  d i v i d e d  by t h e  

a v e r a g e  y e a r l y  r a t e  o f  g r o w t h  o f  GlDP i n  t h e  u n i o n  i s  a l s o  

q u e s t i o n a b l e .  The h i g h e r  t h e  v a r i a b i l i t y  i n  i m i ; o r t s  r e l a t i v e  t o  

+ h e  f l u c t u a t i o n s  i n  i n c c m e ,  t h e  more t h e  income e l a s t i c i t y  w i l l  

be  an o v e r - e s t i m a t s  o f  t h e  r e a l  a v e r a g e  i n c c m e  e l a s t i c i t y .  The 

method a l s o  h a s  a  ' t e n d e n c y  t o  o v e r - e s t i m a t e  e x t r a - a r e a  t r a d e  

c r e a t i o n  i f  t h e  v a r i a b i l i t y  o f  income i s  h i g h e r  i n  t h e  p o s t  

i n t e g r a t i o n  perfod t h a n  i n  t h e  p r e - i n t e g r a t i o n  p e r i c d .  It  i s  

p r e f e r a b l e  t o  c h o o s e  a  l i n e a r  r e g r e s s i o n  t e c h n i q u e ,  r a t h e r  t h a n  
- - -  

- t h e  a b o v e  method t o  c o m p u t e  t h e  a v e r a g e  y e a r l y  i n c o m e  

e l a s t i c i t i e s  of t h e  demand for  e x t r a - a r e a  imports i n  t h e  t t C  f o r  

p e r i o d s  p r i o r  t o  a n d  a f t e r  the .economic i n t e g r a t l c n  f c r  t h r e e  

r e a s o n s :  (i) t h e  s t a t i s t i c a l  s i g n i f i c a n c e  of t h e  i n c o m e  

e l a s t i c i t y . c a n  b e  t e s t e d  (ii) t h e  p e r c e n t a g e  o f  v a r i a t i c n  i n  

imports which c a n  be e x p l a i n e d  by t h e  v a r i a t i o n  i n  income c a n  be  

i n d i c a t e d ,  (iil) a t e s t  f o r  t h e  s t a t i s t i c a l  s i g n i f i c a n c e  cf t h e  
A 

I 
c h a n g e  i n  t h e  i n c o m e  e l a s t i c i t y  i n  t h e .  p o s t  r e l a t i v e  t o  t b e  1 

w i 



p r e - i n t e g r a t i o n  p e r i o d  c a n  be d e v e l o p a d . [ 9 ]  

I n  a  s i m i l a r  f a s h i o n ,  t h e  EPTA s e c r e t a r i a t e  h a s  a t t e m p t e d  t o  

e s t i m a t e  t r a d e  c r e a t i o n  a n d  t r a d e  d i v e r s i o n  i n  t h e  E?IA t y  

p r o j e c t i n g  p r e - i n t e g r a t i o n  t r e n d s  of t h e  s h a r e  ,of i m p o r t s  i n  

t o t a l  c o n s u m p t i o n  o n  t h e  a s s u m p t i o n  t h a t  mthe s h a r e  c f  i m ~ o r t s  

from EPTA a n d  from o t h e r  c o u n t r i e s  i n  t h e  a p p a r e n t  c c n s u r p t i o n  o f  

a g i v e n  ccmmodi+p i n  a n y  EFT1 c c u n t r y  would  h a v e  d e v e l c ~ e d  o v e r  

t h e  p e r i o d  '1359-65 i n  t h e  same way a s  t h e y  h a d  o v e r  t b e  p e r i o d  

1954-59(r, h a d  i t  n o t  b e e n  f o r  t h e  EPTA i n t e g r a t i o n .  D e v i a t i o n s  of 

I a c t u a l  f r o m d e x p o c t e d  s h a r e s  are a t t r i b u t e d  t o  t h e  e f fec t  o f  t h e  

EPTA. A p o s i t i v e  t r a d e  c r e a t i o n  (TC) i n  t h e  f o l l o v i n g  e x p r e s s i o n  

r e s u l t s  f rom a  r i se  in- s h a r e  of i m p o r t s  i n  t o t a l  c o n s u m p t i c n  

i n  t h e  i m p c r t i n g  c o u n t r y .  

v h e r e  H, C a n d  n s t a n d  r e b p r c t i r e l y  f ~ r  i m p o r t s  ( f r o m  a l l  m a r c a s ) ,  

c o n s u m p t i o n  a n d  t h e  s h a r e  of imports i n  c a n a o m p t i o n .  Tho  
# 

s u b s c r i p t s  d e n o t e  t h e  y e a r s .  I n  t h i s  e x p r a s s i o n  1/5 (m  - 
5 9  

B 

m ) s t a n d s  fo r  the a n n u a l  arorage i n c r e a s e  i n  t h o  s h a r e  cf 
54 s 

i m p o r t s  i n  t o t a l  c o n s u m p t i o n .  Uhon 6 tfmos this is  a d d e d  t o  

l , it g i v e s  t h e  e x t r a p o l a t o d  aharo for  1965, utYicb m u l t i p l i e d  
59 

b y  C g i v e s  t h e  e x t r a p o l a t e d  i m p o r t s  f o r  1365. The d i f f o r o n c o  
65  

b e t w e e n  t h e s e  a n d  t h e  a c t m l  i m p o r t s  d e n o t e s  t h e  ' t r a d e  c r e a t i o n  



e f f ec t .  

S i m i l a r l y ,  if t h e  s h a r s  o f  non-EFTA s o u r c e s  o f  s u p p l y  i n  t h e  

c c n s u m p t i o n  c f  EFTA f a l l s ,  there is t r a d e  d i v e r s i o n .  T r a d e  

d i v e r s i o n  was m e a s u r e d  a s :  

w h e r e  N is i m p o r t s  i n t o  a  member c o u n t r y  f r o m  non-EFT8 c c u n t r i e s  

a n d  n  is N/C. The EFTA Secre ta r ia te  came  u p  w i t h  a f i g u r e  o f  

$0 .37  b i l l i o n  f o r  t r a d e  c r e a t i o n  a n d  $ 0 . 4 6  b i l l i c n  f c r  t r a d e  

d i v e r s i o n ,  f a r  1 9 6 5 .  

T h i s  a p p r o a c h  a s c r i b e s  t h e  e n t i r e  c h a n g e  i n  t h e  i m p o r t  

c o n s u m p t i o n  r a t i o s  of t h e  EEC c c u n t r i e s  t o  i n t e g r a t i c n .  However ,  

t h e  i m p o r t  c o n s u m p t i c n  r a t i o s  c ~ u l d  h a v e  c h a n g s d  e v e r  time e v e n  

i n  t h e  a b s e n c e  o f  i n t e g r a t i o n ,  b e c a u s e  o f  t h e  g e n e r a l  t e n d e n c y  

f o r  i m p o r t s  t o  i n c r ~ a c e  f a s t e r  t h a n  c o n s u m p t i o n  ( s i n c e  t h e  i n c o m e  

e l a s t i c i t y  o f  i m p o r t s  i s  k e l i e v e d  t o  b e  a b o v e  u n i t y  a n d  t h e  i n c o m e  

e l a s t i c i t y  o f  c o n s u m ~ t i c n  t o  be b e l o w  u n i t y ) ,  a n d  because  of 

c h a n g e s  i n  E E C ' s  c o m p e t i t i v e  p o s i t i o n ,  s h i f t s  i n  b u y e r s '  

P r e f f r e n c e s  a n d  o t h e r  r e a s o n s .  G e n e r a l l y ,  t h i s  m e t h c d  would  

O v e r - e s t i m a t e  t r a d e  c r e a t i o n  a n d  u n d s r - e s t i m a t e  t r a d e  d i v e r s i o n .  

B e c a u s e  o f  t h a s e  i n a d s q u a c i e s  o f  t h e  " p u r e  s h a r e  a p p r o a c h u ,  



K r e i n i n  a n d  Truman h a v e  i n d e p e n d e n t l y  d e v e l c p e d  what  i e  c a l l e d  t h e  1 

n a d j u s t s d  s h a r e  a p p r o a c b " . [ l O ]  K r e i n i n  employed  t v o  d i f f e r e n t  

m s t h c d s  f o r  i s o l a t i n g  t h e  effects o f  t h e  a b o v e  m e n t i o n e d  changes*  

f rom t h a t  o f  i n t e g r a t i o n :  (i) a d j u s t m e n t  o f  t h e  c h a n g e s  i n  t h e  EBC, 

r a t i o s  f c r  m e a s u r a b l e  c h a n g e s  i n d u c e d  by p r i c e  a n d  income move- 
* 

r e n t s ,  u t i l f  z i n g  p r i c e  a n d  i n c o m e  e l a s t i c i t i e s  o b t a i n e d  e l s e w h e r e ;  

a n d  (ii) u t i l i z a t i o n  o f  t h e  i m p o r t  c o n s u m p t i o n  r a t i o s  i n  a  non-BEC 

c o u n t r y  over  ? h e  1360's  a s  a g u i d e  t o  what  c h a n g e e  i n  t h e  C E C  

r a t i o s  would h a v e  b e e n  i n  t h e  a b s e n c e  o f  i n t e g r a t i o n .  

3 

The f i r s t  methcd s u f f e r s  f rom i n a c c u r a c y  of t h e  a v a i l a b l e  f 

1 p r i c e  a n d  income e l a s t i c i t i e s  a n d  from t h e  i n  b i l i t y  t o  

a c c o u n t  f o r  n c n - m e a s u r a b l e  f a c t o r s .  And t h e  s e c o n d  method i s  

h a n d i c a p p e d  by t h e  n e e d  t c  a s s u m e  t h a t  t h e  f a c t o r s  a f f e c t i n g  t h e  

i m p o r t - c o n s u m p t i o n  r a t i o s  c h a n g e d  i n  a n  i d e n t i c a l  f a s h i o n  i n  t h e  ! 

EEC a n d  t h e  non-EEC n c o n t r C l  c o u n t r y w  o r  t h a t  t h e  b i a s e s  i n v o l v e d  

= a n c e l  e a c h  o t h e r  o u t .  

Truman f irst  a p p l i e d  t h e  EFT1 S e c r 9 t a r i a t m s  p u r e  s h a r e  

a p p r o a c h  t o  the LltC. L a t e r  r e a l i z i n g  t h a t  t h e  a p p r c a c h  i s  b a s e d  \ 

on r a t h e r  u n r e a l i s t i c  a s s u m p t i o n s ,  h e  e x p e r i m o n t e d  111th a  l i n e a x  

r e g r e s s i o n  model  b a s e d  o n  time series t o  s e p a r a t e  t h e  e f f ac t s  o f  

income c h a n g e s  a r k  r e l a t ive  p r i c e  c h a n g e s  tram t h e  effect. o f  

t a r i f f  c h a n g e s  c a u s e d  b y  t h o  EBC. B o c a u r 8  of t h o  s h o r t  ~ a r i o d  of 

a n a l y s i s  (11 o b i m r v a t i o n s ) ,  t h a  v a r i a b i l i t y  of t h e  d a t a ,  t h e  poor 
r, 



d a t a  o n  r e l a t i v e  p r i c ~ s  a n d  t a r i f f  c h a n g e s ,  a n d  b e c a u s e  

o f  o t h e r  s t a t i s t i c a l  p r c b l e m s  h i s  r e s u l t s  were n o t  v e r y  

c o n c l u s i v e .  To c i r c u m v e n t  t h e  p r o b l e m  o f  s h o r t  t i m e  series, h e  

p o o l e d  time seriss a n d  c r o s s - s e c t i o n  d a t a  i n  a v a r i a n t  cf h i s  

time ser ies  a p p r o a c h .  A l t h o u g h  t h e  t a r i f f  v a r i a b l e  g a i n e d  i n  

importance t h e  s t a 3 s t i c z l  r e s u l t s  w;re s t i l l  u n s a t i s f a c t o r y ,  

[ 111  a n d  h e  h a d  t o  r e l y  o n  a d  h o c  a d j u s t m e n t s  t o  g e t  t f m e a n i n g f u l t t  

r e s u i t s .  

G e n e r a l l y ,  i n  a l l  t h e s e  s t u d i e s ,  t h e  i n t e g r a t i c n  e f f e c t ,  

w h e t h e r  t r a d 2  c r e a t i c n  c r  t r a d e  d i v e r s i o n ,  i s  e s t i m a t e d  k y  t h e  

d i f f e r e n c e  b e t w e e n  a c t u a l  i m p o r t s  a n d  e x t r a p o l a t e d  l m ~ o r t s  f o r  a  

p o s t - i n t e g r a t i o n  y e a r .  Th5 e x t r a p o l a t i o n  o f  i m p o r t s  i s  d o n e  by a  

time t r e n d  o f  i m p o r t s  o r  by r e l a t i n g  i m p o r t s  t o  l n c c m e  o r  

c o n s u m p t i o n  i n  t h e  importing c o u n t r y .  A l l  o f  t h o s e  s t u d i e s  

s u f f e r  f r o m  t h e  f o l l o w i n g  d r a w b a c k s :  

( 1 )  T h e  d i f f e r e n c e  b e t w e e n  t h e  a c t u a l  a n d  e s t i m a t e d  i m ~ o r t s  

c o u l d  b ~  d u e  t o  (i) c h a n g e s  i n  i n c o m e ,  c o n s u m p t i o n  c r  some other 

v a r i a b l e  r e p r e s ~ n t i n g  m a c r o - s c o n o m i c  a c t i v i t y ,  (ii) a u t c n o m o u s  

c h a n g e s  i n  p r i c e s  i n  t h e  s u p p l y i n g  a n d  i m p o r t i n g  c o u n ~ r i e s  (iii) 

c h a n g e s  i n  v a r i 3 b l e s  o t h e r  t h a n  i n c o m e / c o n s u m p t i o n  a n d  a u t o n o m o u s  

price movements  ( i v )  r e v i s i o n  o f  t a r i f f s  a n d / o r  c t h ~ r  b a r r i e r s  a s  

a  r e s u l t  o f  i n t e g r a t i o n  a n d  (v )  r e s i d u a l  e r r o r s .  The s t u d i e s  

d i s c u s s e d  a b o v e  t r y  t o  s e g r e g a t e  t h e  e f f ec t  o f  (i) c n l y .  T h e  



r e m a i n i n g  d i f f e r e n c e  between t h e  a c t u a l  a n d  e s t i m a t e d  i m ~ o r t s  

wonld be  d u e  t o  (ii) , (iii), ( i v )  a n d  (v) b u t  i t  i s  a s c r i b e d  t o  

( i v )  i .e.  t h e  e f f e c t  o f  r e r F s i o n  of t a r i f f  a n d / o r  c t h e r  b a r r i e r s  

t o  t r a d e  - a s  a  r e s u l t  o f  i n t e g r a t i o n .  Even i f  prices a r e  i n c l u d e d  

a s  a n o t h e r  v a r i a b l e  i n  t h e  e s t i m a t i n g  e q u a t i o n ,  it uco ld  amount 

t o  s e g r e g a t i n g  t h e  e f f e c f o f  (i) a n d  (ii), so t h a t  t h e  d i f f e r e n c e  

b e t v e e n  a c t u a l  and  e s t i m a t e d  imports would b e  d u e  t c  (i i) ,  ( i v ) ,  r 
and ( v ) .  It would b e  s t i l l  wrong t o  a s c r i b e  i t  t o  (i 4.) o n l y .  

f o r  t h i s  r e a s o n  t h e  n r e s i d u a l  methodw used  by B a l a s e a ,  EFT1 

S e c r e t a r i a t e ,  Truman and  o t h e r s ,  is  h i g h l y  u n r e l i a b l e  f o r  

e s t i m a t i n g  t h e  t r a d e  c r e a t i o n  and t r a d e  d i v e r s i o n  e f f e c t s  o f  

i n t e g r a t i o n .  

( 2 )  T h e  n i n t e g r a t i o n  e f f e c t n  itself i s  u s u a l l y  a t t r i b u t e d  

t o  r e d u c t i o n  i n  t a r i f f s  on i n t r a - a r e a  t r a d e ,  whe reas  t h e  

w p r e f e r e n c e n  i n  f a v o u r  cf p a r t n e r  c o u n t r i e s  c ~ n s t i t o t ? ~  many 
I+a 

o t h e r  f a c t o r s  a s  well. I h e s e  i n c l u d e  g r e a t &  m o b i l i t y  o f  t h e  

f a c t o r s  o f  p r o d u c t i c n ,  government p o l i c i e r  d ~ s c r i m i n a t i r q  a g a i  n s t  

non-members, i n c r e a a a d  i n f o r m a t i o n  flows, t h o  a s t a b l i s b m a n t  o f  

r e p a i r  s e r v i c e s  and s e l l i n g  o u t l e t s ,  e l i m i n a t $ o n  o f  t b a  r i s k  t h a t  

t a r r i f  f c o n c e s s i c n s  may b e  r o r a r s e d ,  and  p a r h a p s  most i m p o r t a n t ,  

t h e  ps j c h o l o g i c a l  factors  e m a n a t i n g  -f rom lieing dni t 'ed.  

. 3 a l m o s t  i n v a r i a b l y ,  t h a  s t u d i e s  i g n o r a  t h e  r o p p l y  s i d a .  . 
They c o n c e n t r a t e  e n t i r o l y  o n  t h o  demand for iapottr. l o u o r e r ,  t h o  T 



non-member s u p p l i e r s  m i g h t  l o s e  i n  EEC m a r k e t s  b e c a u s e  o f  

p r o d u c t i o n  p r o b l e m s  a t  home, o r  f o r  o t h e r  r e a s o n s  t h a t  a r e  n o t  
\ 

- r s l a t e d  t o  c h a n g e s  i n  demand p a t t e r n s .  

(4)  Anothrsr p r o b l e m  is t h e  q u e s t i o n  of how j u r t i f i a t l e  i t  

i s  t o  ~ r o j e c t  p a s t  t r e n d s  of v a r i o u s  s o r t s  i n t o  t h e  f u t u r e ,  The 

implicit a s s u m p t i o n  t h a t  t h e  p r e - i n t e g r a t i o n  r e l a t i c n s h i p s  .were 

" n o r m a l "  l e a v e s  many a u t h o r s  u n c o m f o r t a b l e .  A s  C l a  t a u x  s t a t e s  

"The c r u x  of tlie e n t i r e  p r o b l e m  is t o  e s t a b l i s h  which 

r e l a t i o n s h i p  s h o u l d  be r e g a r d e d  a s  ' n o r m a l '  s o  t h a t  t h i s '  

r e l a t i o n s h i p  c a n  b e  u s e d  a s  a y a r d - s t i c k  f o r  m e a s u r i n g  d e v i a t i n g  \ 

t r e n d s n . [  1 2  1 Many a u t h o r s  b e l i e v e  t h a t  t h e  p r e - i n t e g r a t i c n  

period u s e d  i n  these s t u d i e s  u a s  n o t  m n o r m a l m  i n  t h e  s e n s e  t h a t  

i t  does  n o t  p r o v i d e  a n  a p p r o p r i a t e  e ~ t i m a t e  o f  t h e  l o n g  term 

income e l a s t i c i t y  of i m p o r t  demand. 

(5) A r e l a t e d  p r o b l e m  is t h a t  i n  t h o  o n p i t i c a l  l i t e r a t u r e  

t h e r e  i s  n o  a g r e e m e n t  o n  t h e  data o n  which  t h e  f i rs t  i ~ t e g r a t i n g  . 
b 

effects o n  t r a d e  f l o u r  r i g h t  h a r e  t a k e n  p l a c e .  C o n c e r n i n g  the.-EBC, 

t h e  T r o a t y  o f  Rome war s i g n e d  o n  l a r c h  '25, 1957,  b u t  was 

ef f e c t i v e  o n  J a n u a r y  1, 1958. I n t e r n a l  t a t i f  f r e d a c t i o n s  s t a r t e d  
b 

on J a n u a r y  I ,  1359,  b u t  wtra o x t e n ~ a d  t o  non-morbers .  I n t o r n a l  

d i s c r i m i n a t o r t y  t a r i f f  r e d a c t i o n s  s t a r t e d  o n  J u l y  1 ,1960.  T h e r e  

are t h r o e  ~ b e n c h w r k ~  'yeain i n  t h o  l i t o r a t u r a .  $ o r a a r e h o r u  

believing i n  t h e  a n n o a n c e s o n t  o r  a n t i c i p a t o r y  affactr  of t h e  BBC, 
# 

.*. 



0 
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p r e f e r  1958 as  b a s e  y e a r .  Those  who c o n s i d e r  t h e  announcement  

e f f e c t s  t o  b e  n e g l i g i b l e  p r e f e r  1959 a s  t h e  base y e a r .  S c h o l a r s  

who u a n t  t o  make s u r e  t h a t  t h e  d i s c r i m i n a t o r y  effects o f  t h e  BCC 

o n  e x t r a  a r e a  i m p p r t s  a re  p r e s e n t  a n d  uho b e l i e v e  i n , t h a  d e l a y e d  

r e s p o n s e  of c h a n g e s  t o  c h a n g e s  i n  r e l a t i v e  p r i c e s  

c h o e s e  e i t h e r  1960 or 1961 a s  t h e  ~banchmarkw y e a r .  As 

S e l l e k a e r t s  h a s  shown, t h e  c h o i c e  o f  t h e  p r e - i n t e g r e a t i o n  p e r i o d  

s e r i o u s l y  a f f e c t s  t h e  estimates of t r a d e  c r e a t i o n  a n d  t r a d e  

d i v e r s i o n .  





. 
t h w n d  c i s  a  s c a l e  f a c t o r .  Be assumed t h a t  t h e  c o e f f i c i e n t s  -. 
c, c and c  uoald remain ancha.nge.d over time, and o t i ldzed  

i j 

t h e  r a l a e s - a m n d  b, estimatod f rom cross-secf  Sonal 

i n v e s t i g a t i o n  of world t r a d e  from 1958 t o  1962. comparing t h e  

hypo the t i ca l  t r a d e  f i g u r e s  derived by t h e  use of t h i s  methbd w i t h  

a c t u a l  t r a d e ,  he found evidence of t r a d e  c r e a t i o n  b u t  no t r ade  
9 

d ive r s ion  a g a i n s t  imports  from l o r t h  America and frcm t h e  

c o u n t r i e s  of the  Eurcpeaor Free a r a d e  Associat icn.  Eather 
-' 

e x t e r n a l  t r a d e  c r e a t i o n  was observed i n  t h e  case  of tbese  

The assumption t h a t  c a i d  c would remain unchanged 
. . i J 

c r e r  t ime is h i g h l y  objec t ionable .  TO t h e  e x t e n t  t h a t  domestic 

h i g h  cost production i s  replaced by p a r t n e r  c o a n t r i e s  t h e  

. . 
econo i i e s  of t h e  I n t e g r a t i n g  c o u n t r i e ~ .  w i l l  become more ucpenm. 

" 
F u r t h e r ,  , the use of averags income e l s s t l c i t i o s  cbtainod from a  

r. 

c ross - sec t iona l  s ~ u a j  f o r  making f o r e c a s t s  of B t C  imports  is - 

not a p a a t i  because t h e s e  e l a s t i c t t i o s  I, bo d i f f e r a n t  f o =  
, 

d i f f e r e k t  &ontr ies .  1180; t h o  use of es t imdtos  obtained from a  
' a i n g l i  year (t958) f o r  pro jec t ion  purpoms is h a z a ~ a 8 .  

7 
: ' ~8.t ba t  not  t h e  l e a s t ,  l i t k e n  (1973) has  ostdmated a 

% 

-:-gra+itat$onal . .  model of trad. f lows among tho  BBC and t i e  EFTAX 

* improve upon in , t h e  mast chapter ,  s o ' I  r i l l  review it i n  a  - 
- gimter d e t a i l .  I s B 



* 

A i t k e n  estimated t h e  f o l l o w i n g  c r o s s - s % c t i o n a l  model u s i n g  

l e a s t  s q u a r e s - r e g r e s s i o n  f o r  e a c h  y e a r  of t h e  l7:year p e r i o d  

Log X = l o g  b + b l o g  D + b l o g  Y + b l o g d I  ( +  b l o g  I 
i j 0 1' i l 2 i 3 j 4 i 

EEC . E F T 8  
+ b l o g  1 + b l o g  A + b l o g  P + L l o g  P 

5 . j 6 i j  7 i j  8 i l 

+ l o g  e 
i j  

where  X is t h e  d o l l a r  v a l u e  cf c o u n t n y  its e x p o r t s  t o  
i j 

c c u n t r y  j measured a c c o r d i n g  t o  c o u n t r y  j's i m p o r t  d a t a ,  I and  
i 

Y are the nomina l  GBP c f  c m n t r i e s  i a n d .  j, 'll and  1 a r e  
j i j 

t h e  p o p u l a t i o n s  o f  t h e  r e s p e c t i v e  c c u n t r f e s ,  D i s  t h e  
C i l 

I 

d i s t a n c e  be tween  t h e  commercial c e n t r e s  o f  t h e  two C C U ~ ~ I ~ ~ S ,  
.-. 

A is a 'dummy v a r i a b l e  f o r  a d j a c e n t  o r  n e i g h b o a r i n g  c o u n t r i e s ,  
f j  

a 

EEC EFT A 
P and  P are  dummy v a r i a b l e s  f o r  t r a d e  b e t r h a n  
i j  i j  

p a r t n e r s  of t h e  IBC and  t b e  EFT1  r a s p e c t i r a l y .  4 

The v a r i a b l e s  Y a n d  1 t o g o t h e r  da t e rmine .  t h o  p u t a n t l a 1  
i i * 

e x p o r t  s u p p l y  of c o u n t r y  i, w i t h  Y d e t a r r i a i n g  aconomic  
i 

c a p a c i t y  a n d  1 d o t a r m i n i n g  t h o  domestic marke t  t o  f o s a i g n  
i 

m a r k e t  p r o d u c t i o n  r a t i o ,  S i m i l u l y  I and B t o g a t b a r  
3 Y 



d e t e r m i n e  t h e  i m p o r t  demand f o r  c o u n t r y  j. D i s  a  p r o x y  
i j  

ra i rab le  f o r  n a t u r a l  t r a d e  r e s i s t a n c e . [  1 5 1  

An i m p o r t a n t  f e a t u ~ e  o f  t h i s  mcde l  i s  t h e  a n n u a l  e s t i m a t i o n  

o f  t h e  r o d e 1  f o r  t h e  p e r i o d  1951-67,  w h i c h  p e r m i t s  c o m p a r i n g  t h e  ' 

v a l u e s  t a k e n  i n  i n d i v i d u a l  y e a r s  b y  t h e  i n t r a - t r a d e  dummfes 

EEC EPTA 
(P I P ) w h i c h  r e p r e s e n t  g r o s s  t r a d e  c r e a t i o n  u i t h o u t  t h e  

n e e d  t o  s p e c i f y  b e f o r e  hand when t h e  f i r s t  i n t e g r a t i o n  e f f e c t s  

m i g h t  have t a k e n  p l a c e .  R a t h e r  t h e  mode l  i t s e l f  p r c v i d e s  

i n f o r m a t i o n  c o n c e r n i n g  t h e  t i m i n g  o f  t h e  f i r s t  i n t e g r a t i o n  

effects .  Alsc, t h e  r c d e l  p r o v i d e s  a series o f  i n d e ~ e n d e n t  

p a r a m e t e r  est imates which c a n  t h e n  b e  c o n s i d e r e d  a s  a whole  i n  

terms o f  v h e t h -  t h e i r  F a t t e r n  i n d i c a t e s  t h e  e x p e c t e d  c u r u l a t i v e  

q r o v t h  i n  t h e  p r e f e r e n c e  effects. 

/'' 

The c o e f f i c i e n t  f o r  t h e  B t C  i n t r a - t r a d e  dummy was f o u n d  n o t  
4 

t o  be s i g n i f i c a n t l y  d i f f e r e n t  f r o m  zero  i n  t h e  p r e - i n t a g r a t i o n  

- y e a r s  (1951-58) .  T h e  v a l u e  of t h e  c o e f f i c i e n t  had  a  b i g  jump i n  

1 3 5 9  a n d  a g a i n  i n  1 9 6 0  w i t h  small b u t  m o n o t o n i c  i n c r e a s e s  

a f t e r w a r d s  a n d  i t  b e c a c e  s i g n i f i c a n t  a t  t h e  5% l e v e l  i n  1961. 

T h e s e  r e s u l t s  l e d  A i t k e n  to c o n c l u d e  t h a t  t h e  f i rst  e f f a c t s  o f  

i n t e g r a t i o x @ w e r e ~ P e l t  i n  1959 a n d  a l so  t o  confirm t h e  a x p a c t a d  

c u m u l a t i v e  g r o w t h  i n  t h e  p r o f e z a n c a  effect$. ( S i m i l a r  re8ults 

u e r e  o b s e r v e d  f o r  t h e  EFT1). 

H a v i n g  d o t e r m i n d  t h e  base y e a r  from tba  result8 cf t h o  



A i t k e n  p r o c e e d e d  - t o  f i n d  t h e  p r o j e c t i o n  estimates f o r  later 

o n  t h e  b a s i s  of t h e  e s t i m a t e d  e q u a t i o n  of 1958.  A 

c o m p a r i s o n  o f  p r o j e c t e d  t r a d e  w i t h  t h e  a c t u a l  t r a d e  f lows  was 

u s e d  t o  f i n d  t h e  t r a d e  c r e a t i o n  and  t r a d e  d i v e r s i o n  c f  e a c h  b l o c  

a g a i n s t  t h e  o t h e r .  The - t r a d e  c r e a t i o n  o f  t h e  EEC was e s t i m a t e d  

t o  be $9.2 b i l l i c n  i n  1 9 6 7  a n d  t h e  t r a d e - d i v e r t i n g  e f f e c t  on 

i m p o r t s  f r o .  t h e  EFTA c c u n t r i e s  worked o u t  t o  be $0.7 b i l l i o n  p e r  

y e a r .  

Even t h o u g h  t h e  model  a v o i d s  mcst o f  t h e  p i t f a l l s  c f  t h e  

- e a r l i e r  s t u d i e s  a n d  h e n c e  is  a s t e p  i n  t h e  r i g h t  d i r e c t i c n ,  I 

h a v e  t h e  f d l o w f n g  m a j o r  criticisms o f  it: 

The dummy ~ a r i a b l e ~ t e c h n i q u e  was u s e d  i n  such a way t h a t  i t  

c c u l d  d e t e r m i n e  c ~ l y  t h b  g r o s s  t r a d e  c r e a t i o n  e f f e c t s .  It was 
* 

u n a b l e  t o  s e g r q q h t e  t h e  t r a d e  c r e a t i o n  a n d  t r a d e  d i r e r s i o n  
- _  - 

effects. 1n t h e  s e c o n d  p a r t  o f  t h e  p a p s r ,  t h e r e f o r e ,  t h e  

r e s i d u a l  a p p r o a c h  of t h e  ea r l i e r  stdd$es was e m p l o y e d  t o  f i ~ d  t h e  

t r a d e  c r e a t i o n  and t r a d e  d i v e r s i o n  affects.  T h a t  t e c h n i q u e  is i n  

t u r n  a n s a t i s f a c t o r y  because i t  a p p l i e s  t h e  p a r a m e t e r s  e s t i m a t e d  

from a c r o s s - s e c t i o n  a n a l y s i s  to  t h e  E u r o p e a n  tcosomic Ccmmunity. 

To t h e  e x t e n t  t h a t  those ~arameters a r e  d i f f e r e n t  f c r  t h e  EtC, . 
t h e  r e s u l t s  r i l l  be b i a s e d h  

S e c o n d  a n d  more Impartaat, t h e  model  normalizar o n  t h e  t r a d e  

f flows b e t u e e n  t h e  b o  blocs, which  b i a s e s  up r d s  t b a  gross  

t r a d e  creation effect. S ~ o c i f i a l l y ,  t h e  8dmpl@ from r h i c h  t h e  



e q u a t i o n s  were c a l c u l a t e d  i n c l u d e d  t h e  o r i g i n a l  s e v e n  d ? l A  

members p l u s  t h e  f i v e  tXC t r a d i n g  c o u n t i e s .  The s a i p l e  t h u s  

4 0 
c o n t a i n e d  20 t r a d e  f l o w s  be tween  EEC p a r t n e r s ,  42 t r a d e  f l o w s  , - 

-between EPTA members a n d  70 t r a d e  f l o w s  b e t u e o n  t h e  m e ~ b e t s  o f  

o n e  b l o c  w i t h  t h o s e  o f  t h e  o t h e r .  Thes* l a t e r  70 f lous  u e r e  

assumed t o  c o n s t i ? u t e  mnorma lw t r a d e  and  i t  i s  a g a i n s t  these 

"normal" t r a d e  f l o w s  t h a t  t r a d e  among t h e  members o f  t h e  

r e s p e c t i v e  c o . m ~ n i t i  e s  u a s  t s s t e d  f c r  p r e f e r e n t i a l  e f f e c t s .  

As a m a t t e r  o f  f a c t  t h o s e  f l o u s  would h a r e  been  l e s s  tha'n 

no rma l  b s c a u s e  of t h e  t r a d s  d i v e r s i o n  e f f e c t s  o f  e a c h  b l o c  

a g a i n s t  t h e  members o f  t h e  o t h e r  b l o c .  T h e r e f o r e ,  t h e  p r e f e r e n c e  

c o e f f i c i e n t s  a r e  b i a s e d  u p u a r d s .  A i t k e n  h i m s e l f  r e a l i z e d  this, 

bu t  b e l i e v e d  t h a t  t h e  t r a d e  d i v e r s i o n  e f f e c t s  u e r e  n o n - e x i s t e n t  

o r  ~ e g l i g i b l y  s m a l l .  

I n  t h e  n e x t  c h a p t e r  I r i l l  u s e  a  model s i m i l a r  t o  t h a t  o f  

A i tken  b u t  w i l l  u s e  t h e  dummy v a r i a b l e s  i n  s u c h  a way t h a t  t h o  

b i a s e s  i n v o l v e d  i n  h i s  a n a l y s i s  r i l l  b e  a v o i d e d .  I n  c o n c l a n i o n  

t o  t h i s  c h a p t e r ,  I r e a s s e r t  t h a t  most o f  t h e  s t u d i e s  u h i l e  h a v i n g  

t h e i r  own b i a s e s ,  h a v e  c o n t r i b u t e d  t o  a  - b e t t o r  o n d o r r t a n d i n g  of 

t h e  problem.  Thanks  to t h e  a v a i l a b i l i t f  o f  be t ta r  d a t a  and 

saperior t e c h n i r n s ,  e o n t i n u o u a  r o f i n o n n t  a n d  r o p h i s t i c 8 t i o n  h a s  . 
been  t a k i n g  p l a c e .  I y  s t u d y  m i l l  be a  f a r t h r  s t e p  i n  t h l 8  

e v o l u t i o n .  
\ 

I 



P o c t n c t e s  -- c h a p t e r  T u c  

. 
1. P.J. Verdosrn, "A Customs Onion f o r  Western Europen m, J a l y ,  19%; t.6. Janssen, 2 

a p d m ,  Leiden: S t e n f e r t  Kroese, 1961; L.B. Uraase, 
m tu ropean  tconomic I n t e g r a t i o n  and t h s  Uni ted  S t a t e s a ,  
!mLkU -, Hay, 1963. 

2.. R . 1 .  Cocper, n P r o b l e ~ s  i n  Regional  I n t e g r a t i o n m ,  T h e  
w r i c m w  i i s w w ,  vol .  L I I I ,  1963, pp. 201-203. 

3. Ba l a s sa ,  B., V a r l f  f Reduc t ions  a n d  Trade i n  f l anu fac t a r e ' s  ' \ 

Among t h e  I n d u s t r i a l  C o u n t r i e s n ,  - a k B , t i s u ,  
56, 1966. 

Q. A .  Lamfalussy,  m l n t r a - ~ u r o p e a n  Trade ,  and t h e  C c r ~ e t i t i t e  
P o s i t i o n  of  t h e  t E C n ,  m e r  S- SCCiQfl ,  March, 
1963.  

'i 5. U i l l i amson ,  J.,  and B o t t r i l l ,  A m ,  nThe Impact  of Customs 
Uniccs  on Trade  i n  f l ana f ac tu r e sn ,  Q&&- 
23, 1371. 

= P I P d l ; S v  

6. B a l a s s a ,  B;, *Trade  Crea t i on  and Trade D i r e r s i c n  i n  European 
Ccmmon Harketw,  -C m, 77,  1367. 

7. Ba lassa  l a t $ r  updated  h i s  r e su l t s  t o  1370. See  Ba lassa ,  B.,  
e d i t e d ,  (ed.) , nor th-Bol land/  
amsrican t l a e r i e r ,  Bew Y o r k ,  , 3 9 7 5 ,  p. 8 3  f f .  

8. Gross t r a d e  c r e a t i o r !  r e f e r s  to i n c r e a s e s  i n  l n t r a - a r e a  t r a d e  
i r r e s p e c t i v e  o f  whether  t h i s  h a s  been doe  t o  s o b r t i t o t i o n  
f c r  d o r e s t f c  o r  f o r a i g n  soarce of dupply. Thus g r o s s  t r a d e  
c r m t i o n  is t h e  sum cf  t r a d e  c r e a t i o n  and t r a d e  d i v e r s i o n  i n  
V i n e r ' s  te rminology.  

3. S e l l e k a e r t s .  aEcr 6eaninafr r l  a re  Emvirical S t u d I a n  on Trade  
creation and Trade  ~ i r e r ; i o n ? ~  t . 109, 1973. 

10. I t r e i n i n ,  I .B. ,  V r a d e  C r e a t i o n  and Trade  D i t e r a i c n  by t h r  
t t C  and t h e  B?TAa, -1. -, 22,  1963: 
U r e l n i n ,  I .B. ,  a I l f f e c t s  of t h e  BEC on Imports of 
aanuf actures*, , Sapt .  1972: Truman, B.I . ,  
"The torcpean 1 J :  Trade ~ r e a t i c n  and Trade  
D f r e r s i o n a  m, 9, 1969: Truman, "Tha 

* P r o d u c t i o n -  and Tx.6. of I l an r f ac to r ed  P roduc t8  i n  t h e  B t C  and 



. 1 S e l l e k a e r t s ,  QD. & 
J 

12. C a l r a a x ,  ?.S., WThe Import t i h s t i c i t y  A s  a Y a r d s t i c k  ?or 
Lleasur ing  T r a d e  Creat ionw, .  z, 22, 
1969. 

13. Uae lb roeck ,  a s  q u o t e d  i n  Balassa, Be, V r a d e  C r e a t i o n  a n d  
T r a d e  D i v e r s i o n  i n  t o r o p e a n  Common Uarketw, 
Joareal, , l a r c h ,  1967. 

19. A i tken ,  1 . D . ,  "The E f f e c t  of t h e  EBC and BFTA cn European 
T r a d e w ,  V ~ C  Bav-, Dacembor, 1973. 

15. . P o t  t h e o r e t i c a l  j u s t i f i c a t i o n  o f  t h e s e  a a s e r t i c n r ,  so0 8. 
, Linnemann 

Amsterdam: l o r t b - E c l l a n d ,  1966. 
n e x t  c h a p t e r .  



CBAPTEB THREE 

- - 
T h e  f o r m a t i o n  o f  t h e  European ~coiomic Comauni ty  and  t h e  

Eurcpean  P r s e  T r a d e  Area were d o u b t l e s s ,  one o f  t h e  most 

i m p o r t a n t  d e v e l o p m e n t s  i n  t h e  1950s i n  t h e  f i e l d  o f  i n t e i n a t i o n a l  

t r a d e .  T h e  c o u n t r i e s  fo rming  these b l o c s  c o n s t i t u t e d  a  l a r g e  - 
p r o p o r t i o n  of wor ld  t r a d e .  I n  1958, f o r  example ,  t h e y  i m p o r t e d  

r e s p e c t i v e l y  20% and  17% ~f t o t a l  world i m p o r t s .  l h o s  t h e  , 

f o r m a t i o n  o f  t h s s e  b l o c s  c o u l d  be  e x p e c t e d  t o  h a r e  a  c o n s i d e r a b l e  

effect  oc  t r a d e  f l o w s  o f  t h e  members a s  well a s  cf ncn-member 

c o u n t r i e s .  

The t a s k  t h a t  I h a r e  c o n f r o n t o d  myse l f  w i t h ,  is t o  measure  

h s v  f a r  t h e  t r a d e  flows b a r e  boon ' d a f loc t edw f rom t h e  flnormalfl 

p a t t e r n  b e c a u s e  o f  t h e  t r a d e % b o r a l i z a t i o n  b o t r e o a  t h o  merbor s  

o f  r e s p e c t i v e  blocs. T h i s  raqsiros t h a t  I f i n d  oat  f i r s t ,  what  

'normal" t r a d e  is a n d  t h e n  to jutlpo r h o t h o r  o r  d o t  t h o  f c r m a t i o n  

of  t h o  E t C  a n d  t h e  tF?lr bas r o s u l t o d  i n  s i g n i f i c a n t  r o t o n n t s  

from t h a t  l o v e 1  i n  on8 or  t h o  o t h e r  direction. The r o d 0 1  t h a t  I 

r i l l  asa fo r  t h i s  t a s k  i t  daroLoped  i n  t h o  n e x t  s o c t i o n .  

S e c t f a n  t h r o e  g i r a s  t h o  sot u p  of t h o  e m p i r i c a l  analysis. The 

r o s n l t s  arm d i s c u s s e d  i n  s e c t i o n  four and fir.. 
- 



J a n  T i n b e r g e n  and  Bans Linnemann h a v e  s e p a r a t e l y  d e v e l o p e d  a  

model f o r  the nnorma la  o r  Mstandardm p a t t e r n  o f  t r a d e .  T h i s  

model a n a l y z e s  t k m a i n  f a c t o r s  which e n t e r  i n t o  t h e  e x p l a n a t i o n  

of  t r a d e  be tween  a n y  t w o  c o u n t r i e s .  S i n c e  t h i s  model i s  t h e  

s t a r t i n g  p o i n t  of my a n a l l s i s ,  it w i l l  be  u s e f u l  t o  g i v e  t h e  

e s s e n t i a l s  o f  t h e  m o d e l . [ l ]  

The f a c t o r s  t h a t  might  c o n t r i b u t e  t o  an  e x p l a n a t i o n  o f  t h e  

size of t h e  t r a d e  f l o w  be tween  a n y  p a i r  o f  c o u n t r i e s - - s a y ,  t h e  

e x p o r t s  f rom c o u n t r y  A t o  c o u n t r y  B--may be c l a s s i f i e d  i n  t h r e e '  

categories: 
- 

(i) f a c t o r s  i n d i c a t i n g  t o t a l  p o t e n t i a l  s u p p l y  cf c c o n t r y .  

b - t h e  e x p o r t i n g  c o u n t  ry--on t h e  wor ld  market. 

(ii) fac tors  i n d i c a t i n g  t o t a l  p o t e n t i a l  d o m a n b f  c o u n t r y  ' 

* 
B--the i m p o r t i n g  coun t ry - -on  wor ld  marke t .  

(i ii) factors  r e p r a s a n t i n g  t h o  w r c ) s l s t a n c o w  t o  a t r a d e  ?How' d 

from p o t e n t i a l  s u p p l i e r  A t o  p o t e n t i a l  b u y o r  B. 

T h e s g  fac tcrs  are i n  torn d o t o r m i n e d  by a numtar of b t h o r  

v a r i a b l e s .  Scme of t h a s *  are biscassod bolor: 



e 
The f irst  'two f a c t o r s ,  p o t e n t i a l  s n p p l y  a n d  p o t e n t i a l  demand 

c a n  e a s i l y  b e  d i s c u s s e d  t o g e t h e r ,  a s  t h e y  are e a c h  c t h e r ' s  

c o u n t e r p a r t  a n d ,  t h e r e f o r e ,  are  d e t e r m i n e d  by  t h e  same f d r c e s .  

What crsates s u p p l y  a n d  demand o n  the w o r l d  m a r k e t ?  We know t h a t  

s u p p l y  a n d  demand o n  t h e  w o r l d  m a r k e t  are s i m p l y  h c r i z o n t a l  

s u m m a t i o n s  o f  i n d i v i d u a l  c o u n t r y ' s  s u p p l i e s  a n d  demands .  Bu t  why 

d o e s  a  c c u n t r y  e n g a g e  i n  f o r e i g n  t r a d e  a t  a l l ?  T h i s  i s  b e c a u s e  

of a n  i n c o n g r u i t y  of dcmestic p r o d u c t i o n  and  d o m e s t i c  demand. 

C o u n t r i e s  i n v o l v e  t h e m s e l v e s  i n  t h e  e x c h a n g e  o f  g o c d e  among o n e  

a n o t h e r  f o r  e x a c t l y  t h e  same r e a s c n  a s  the i n d i v i d u a l s  d c .  I n  

s a c h  c a s e  e x c h a n g e  t a k e s  p l a c e  b e c a u s e  t h e  p r o d u c t i o n  o f  a  " u n i t "  

d o e s  n o t  c o r r e s p o n d  i n  d e t a i l  w i t h  t h e  c o m p o s i t i o n  o f  i t s  demand. 

Why i s  it t h a t  , p r o d u c t i o n  i n  a c o u n t r y  is n o t  a d a p t e d  completely 

to d o m e s t i c  demand? B e c a u s e  the c c u n t r y  h a s  d e v e l c p e d  

c o m p a r a t i v e  a d v a n t a g e s  i n  c e r t a i n  f i e l d s  c f  p r o d n c t i c n ,  w h e r e a s  

o t h e r  c o u n t r i e ~  h a r e  r e l a t i v e  a d v a n t a g e s  i n  o t h e r  f i e l d s ,  t h u s  

c r e a t i n g  a  d i v i s i o n  of l a b o u r  a n d  i n t e r n a t i o n a l  e x c h a n g e  which . 
** - 

l e a d s  t o  a  g r e a t e r  volume of p r o d u c t i o n  fo r  a l l  c o o n t r i e s  t a k e n  

t o  ge t h e r .  

The easiest  a n d  m o s t  direct way o f  m e a s u r i n g  t h i r  l a c k  o f  

c o r r e s p o n d e n c e  b.t ween p r o d a c t  ion and U o ~ a s t i c  demand i r t o  

d i s c e g a r d  a l l  commodi ty  & t a i l  a n d  d e f i n e  p o t e n t i a l  f o r e i g n  
9 

s u p p l y  s i m p l y  a s  t o t a l  p r o d u c t i o n  a i m u s  p r o d u c t i o n  for t b e  home 

m a r k e t  u n d e r  c o n d i t i o n s  of p o r f o c t  m o b i l i t y  of p r o d u c t s  b o t w e e n  



c o u n t r i e s .  T h i s  l a t t e r  c o n d i t i o n  ( t h e  p e r f e c t  m o b i l i t y  cf 

p r o d u c t s  between c o u n t r i e s )  is, however ,  f a r  f rom r e a l i t y .  A s  a  

m a t t e r  of f a c t  t h e  t r a d e  be tween  t w c  c c u n t r i e s  i s  s u b j e c t  t o  many 

t rade  imped imen t s .  The e x i s t e n c e  o L  t h e s e  o b s t a c l e s  t o  t r a d e  

t e n d s  to r e d u c e  t h e  i m p o r t a n c e  o f  f o r e i g n  t r a d e .  These  

i m p e d i m e n t s  p r o d u c e  a  s t r o n g  i n c e n t i h  I n  f a v c u r  cf F X O ~ U C ~ ~ O ~  

f o r  domestic demand a n d  i n  most  c c o n t r i e s  p r o d u c t i c n  f o r  home 

dema'hd would i n  f a c t ,  s u r p a s s  p r o d u c t i o n  f c r  f o r e i q r  demand. 

The f o r e i g n  t r a d e  t h a t  r e m a i n s  is  due  t o  c o m p a r a t i v e  a d v a n t a g e s  

i n  p r o d u c t i o n  which a r e  n o t  o f f s e t  by t r a d e  o b s t a c l e s .  The 

t r a o e  o b s t a c l e s  i n  t u r n ,  a r e  n o t  e q u a l  f o r  a l l  c o u n t r i e s  and ,  

t h e r e f o r e ,  t h e  i m p o r t a n c e  of f o r e i g n  t r a d e  w i l l  a l t c  be  

d i f f e r e n t  f o r  v a r i o u s  c c u n t r i e s .  

It w i l l  be a u s e f u l  s i m p l i f i c a t i o n  t o  a s sume  t h a t  tbe w t r a d e  , 

r e s i s t a n c e n  f a c e d  by a n y  c o u n t r y  h a s  two componegts :  A w g e n a r a l w  

trade r e s i s t a n c e  which i s  e q u a l  f o r  a l l  c o u n t r i e s  and  a 

w s p e c i f i c n  t r ade  r e s i s t a n c e  c a u s e d  by t h e  s p e c i a l  c i r c u m s t a n c e s  

of t h a t  c o u n t r y .  I n  p r a c t i c e  therefore, no c c u n t r y  w i l l  be a b l e  

t o  r e a l i z e  c o m p l e t e l y  Its foreign trail. and  t h e  

degree t o  which  t h i s  r o a l i r a t h  is p o s s i b l e  d i f f e r s  from c o u n t r y  

t o  c o u n t r y .  1 n a t i o n  whose products would m e o t  h i g h e r  t h a n  u s u a l  

rYrade o b s t a c l e s  will realize 8 rmller  p a r t  of its f o r e i g n  t r a d e  

p o t e n t i a l  t h a n  u t h a r  c c o n t r i e s .  
r' 



P r o d u c t i o n  i n  any c o u n t r y  o f  t h e ,  wor ld ,  t h e n  t a k e s '  & l a c e  

p a r t l y  f o r  t h e  domestic marke t  a n d  p a r t l y  f o r  f o r e i g n  m a r k e t s .  

It follows t h a t  a  c c u n t r y q s  p o t e n t i a l  f o r e i g n  s u p p l i  d e p e n d s  on  

i t s  n a t i o n a l  p r o d u c t  a n d  on t h e  r a t i o  be tween  p r o d u c t i o n  f g r  t h e  . 

home market and p r o d u c t i o n  f o r  f o r e i g n  demand (DO/?O), . 
1 

The d o m e s t i c  marke t  t o  f o r e i g n  m a r k e t  p r o d u c t i o n  r a t i o  c a n  

be e x p l a i n e d  a a t i s f a c t c r i l y  b y  d i f f e r e n c e s  i n  p o p o l a t i o n  s i z e .  

The economic  r e a s o n i n g  i n  s u p p o r t  o f  t h i s  a s s e r t i o n  i a  b a s e d  on 

(i) t h e  e x i s t e n c e  o f  e c o n o m i e s  of s c a l s  o r  of a minimum o u t p u t  

(due  t o  i n d i r i s i b i l i t i e s )  below which t h e  p t o d o c t i c n  p r o c e s s  is 

i n e f f i c i e ' c t  and h s n c e  no? c o m p e t i t i v e  and  (ii) t h e  

d i v e r s i f i c a t i o n  of demand a t  h i g h e r  l e v e l s  o f  p e r  c a p i t a  income. 

C o n s i d e r  a c e r t a i n  c o u n t r y  w i t h  g i v e n  n a t i o n a l  r r o d u c t  and  

g i v e n  p o p o l a t i o n  a s  a  s t a r t i n g  p o i n t .  I n  a wor ld  i n  whicb 

t r a d e  i m p e d i m e n t s  e x i s t ,  t h e  c o u n t r y  v i l l  n o t  be f o l l y  

s p e c i a l i z e d  b u t  w i l l  p r o d u c e  p a r t  of its n-ds d o m e s t i c a l l y .  I n  

p r i n c i p l e ,  e v e r y  c o u n t r y  w i l l  t r y  t o  p r o d u c e  a s  much o f  its 
4. 

,. ~ q u i r i w n t s ~ a s  .possible a t  how, i n  o r d e r  t o  a v o i d  t r a n a p o r -  

t a t i o n  costs etc. L i m i t i n g  forces aro t h e  s i z e  o f  t h a  domartic 

m a r k e t  (which  may be taa 'small .  for  c e r t a i n  p r o d u c t i o n  processes) 

a n d  t h i  i m p o r s i b l i , t y  of f i n d i n g  u b s t i t u t a  f o r  c e r t a i n  

proQoction factors or coaditio t h a t  rra r b u n t .  A8 8 rwalt o f  P 



t h e s e  forces, t h e  c o u n t r y  c o n c e r n e d  w i l l  be c h a r a c t e r i z e d  b y  a  

c e r t a i n  DH/PI! p r o d o c t i c n  r a t i o .  

T h i s  f i rs t  c o u n t r y  may be compared w i t h  a n o t h e r  c c u n t r y  

which h a s  a h i g h e r  inccme b u t  t h e  same p o p u l a t i o n .  Appa ren t ly ,  
/ 

t h e  h i g h e r  p e r  c a p i t a  income o f  t h i s ' l a t t e r  c o u n t r y  i s  doe  t o  a 

l a r g e  amount o f  r e s o u r c e s  p e r  c a p i t a .  But would t h i s  a l s o  mean 

t h a t  a g r e a t e r  p a r t  o f  dcmestic n e e d s  c a n  be p r c d u c e d  a t  home? 

T h i s  does n o t  n e c e s ~ a r i l y  f o l l o w .  T h e  h i g h e r  p e r  c a p i t a  income 

w i l l  c e r t a i n l y  l e a d  t o  a n  i n c r e a s e d  demand f c r  cammodities 

a l r e a d y  p roduced  d o m e s t i c a l l y ,  and  it may create s u f f i c i e n t  

a d d i t i o n a l  demand f o r  ~ r o d u c t q  so f a r  n o t  made d o m e s t i c a l l y  t h a t  

home p r o d u c t i o n  becomes f e a s i b l e .  But a t  the same time h i g h e r  - _  
p e r  c a p i t a  i n c o i e  i m ~ l f e s  demand f o r  new p r o d u c t s  o h i c h  c a n n o t  a s  

1 

ye+ be made e c o n o m i c a l l y  i n  t h e  c o u n t r y  itself b e c a u a a  t h e  marke t  

is n o t  l a r g e  enough,  a n d  damand f o r  g o o d s  of p a r t i c u l a r  q u a l i t y .  

and  d e s i g n  which may be demanded for  t h e  rqry . f ac t  of t b a i r  b e i n g  

fore ign-made .  a c t u a l l y ,  t h a r a  is n o  rea l  a v i d o n c e  p o i n t i n g  t o  a 

t e n d e n c y  fo r  t h e  macro-aconomic import q u o t a  a i t h a r  t o  f a l l  o r  

i n c r e a s e  when p u  c a p i t a  incomo i n c n a 8 o s , [  2 )  It H O l S  

Nstif iable t o  state  t k t  t h e  t u o  t e n d o n c i a 8  r i l l  f r c b a b l y  

L 
l a r g e l y  of fsa t  oa'cb o t h e r ,  so t h a t  t h a  D C l / l H  p r o d u c t i o n  ratio 

c o r t e s p o n d i q g  te a g i v o a  g b p a l a t i o n  s i z e  is v i r t u a l l y  tb. 8a8a 

for  d i f f e r e n t  1 0 ~ a 1 8  of pox capita income,  

b 



Compare new t w c  c c u n t r i e s  w i t h  p o p u l a t i o n  o f  d i f f ~ r e n t  

s i z e .  I f  p e r  c a p i t a  i n c o m e s  a r e  e q u a l ,  i t  i s  o b v i c u s  t h a t  t h e  

b i g q e r  c o u n t r y  w i l l  r e a c h  o r  s u r o a s s  t h e  minimum m a r k e t  s i z e  f o r  

e f f i c i e n t  domes t i c  p r o  d u c t i o n  i n  more l i n e s  of ~ r o d u c t i o a  t h a n  

t h e  s m a l l e r  c o u n t r y ,  The DH/FH p r o d u c t i o n  r a t i o  w i l l  h e  h i g h e r  

f o r  'he coun ' ry  w i t h  a  l s r g e r  p o p u l a t i o n  t h a n  f o r  t h e  s m a l l e r  

n a t i o n .  However, a s  t h e  DM/FM p r o d u c t i o n  r a t i o  d o e s  n c t  v a r y  

w i t h  t h e  l e v e l  of p e r  c a ~ h t a  income ( a s  was a r g u e d  i n  the 

p r e c e d i n g  p a r a g r a p h )  t h i s  c o n c l u s i o n  h o l d s  i r r e s p e c t i v e  c f  t h e  

p e r  c a p i t a  i n c o m e s  o f  t h e  c o u n t r i e s  c o n c e r n e d .  It f c l l c w s ,  

t h e r e f o r e ,  t h a t  t h e  DM/FH p r o d u c t i o n  r a t i o  i s  s y s t e m a t i c a l l y  

l i n k e d  to t h e  p c p u l a t i c n  s i z e  o f  a  c o u n t r y .  The a r g u m s n t  

n e c e s s a r i l y  re l ies  on  t h 4  e x i s t e n c e  o f  e c o n o m i s s  o f  s c a l e .  

F o r ' u n a t e l y  t h e  e x i s t e n c ~  of s u c h  e c o n o m i e s  i s  s u p ~ o r t e d  b o t h  on 

t h e o r e t i c a l  and  e m p i r i c a l  g r o u n d s .  The t h e o r e t i c a l  a r g u m e n t s  i n  

f a v o u r  o f  e c o n o m i e s  o f  s c a l e  a r e  well known, a n d  n e b d  n o t  be  

d i s c u s s e d  h e r e .  On t h e  e m p i r i c a l  s i d e  t h e  s t u d i e s  by B a l a s s a ,  

C h e n e r y ,  C e n t r e  f o r  I n d u s t r i a l  D e v c l o p m s n t ,  K u z n e t s  a n d  

o t h e r s t 3 1  h a v e  shown t h a t  minimum o u t p u t  l e v s ? l  a n d  e c o n o m i ~ s  o f  

s c a l e  a r e  by  n o  means  t h e o r e t i c a l  c o n c e p t s  o n l y ,  a n d  t h a t  

p o p u l a t i o n  s i z e  i s  a n  i m p o r t a n t  d e t e r m i n a n t  o f  t h e s e .  A f t e r  a  

c a r e f u l  s t u d y  cf t h e  p r o k l e m ,  B a l a s s a  m a i n t a i n t e d  t b a t  t h e  

l l a v a i l a b l e  e v i d m c e  s u g g e s t s  t h a t ,  a s  a  g e n e r a l  ~ r c p c s i t i o n ,  we 

car, e s t a b l i s h  the e x i s t ~ n c e  o f  e c o n o m i e s  i n t e r n a l  t o  t h e  p l a n t  

i n  a number of  i n d u s t r i e s t 1 . [ 4 ]  I n  a n  i m p c r t a n t  s t u d y ,  C h e n e r y  

a t t e m p t 9 d  t o  s t a t i s t i c a l l y  l l e x p l a i n "  p s r  c a p i t a  i m ~ o z t s  d u r i n g  

1952-54  f o r  6 2  c o u n t r i ~ s  w i t h  



t h e  h e l p  o f  p e r  c a p i t a  income and p o p u l a t i o n  size.[5 1 The a s s u m e d  

r e l a t i o n s h i p  b c t w e e n  t h z s e  v a r l a b i e s  was l o g a r i t h m i c  l i n e a r ,  The 

e x p o n e n t  of p e r  c a p i t a  i n c o m e  d i d  n o t  d i f f e r  s i g n i f i c a n t l y  f rom 

o n e ,  a n d  t h e  e x p o n e n t  c f  t h e  p r o p u l a t i c n  v a r i a b l e  Kas 

s i g n i f i c a n t l y  d i f f e r e n t  f rom z e r o  ( -0 .281 2 0 .045)  , meaning 

t h a t  i m p o r t s  p e r  c a p i t e  were n e g a t i v e l y  r e l a t e d  t c  a  c c u n t r y ' s  

p o p u l a t i o n  s i z e ,  D e u t s c h ,  B l i s s  a n d  E c k s t e i n  h a v e  a l s o  t r i e d  t o  

e x p l a i n  t h e  r a t l c  o f  f c r e i g n  t r a d e  t o  g r o s s  n a t i o n a l  income f o r  

73  d i f f e r e n t  c o u n t r i e s  w i t h  the h e l p  o f  a  number o f  v a r i a b l e s . [ 6 ]  

The most s i g n i f i c a n t  v a r i a b l e  was t h 5  p o p u l a t i o n  s i z e .  I n  h i s  

a r t i c l e  o n  t h e  s c o n o m i c  g r o w t h  of s m a l l  n a t i o n s [ 7 j  K u z n e t s  

d e s c r i b e d  t h e  r e s u l t s  c f  a n  a n a l y s i s  f o r  1938/39 i n  which i m p o r t  

a n d  e x p o r t  r a t i o s  were  compared  w i t h  t h ~  c o u n t r i e s '  p o p u l a t i o n  

s i z e  by m e a s u r i n g  t h e  r a n k  c o r r e l a t i o n .  The r a n k  c o r r e l a t i c n  

c o e f f i c i e n t  was s i g n i f i c a n t  " a t  a demanding  l e v e l  c f  c o n f i d e n c e M  

b o t h  f o r  t h e  i m p c r t  r a t i c  a n d  f o r  t h e  e x p c r t  r a t i o .  A n c t h e r  

s t u d y  by K u z n e t s ,  t h i s  time b a s e d  o n  1349  d a t a ,  d e m o n s t r a t e d  

a g a i n  t h e  n e g a t i v e  r e l a ~ i o n s h i p  b e t w e e n  p o p u l a t i c n  s i z e  and  t h e  

f o r e i g n  t r a d e  r a t i o .  

Thus ,  we may c o n c l u d e  t h a t  t h e  p o t e n t F a l  s u p p l y  and  dsmand 

o f  a  c c u n t r y  a r s  l i n k e d  s y s t e m a t i c a l l y  to t h e  s i z e  o f  i t s  n 3 t i o n a l  

p r o d u c t  ( s i m p l y  a s  a  s c a l e  f a c t o r )  a n d  t h e  s i z s  cf i t s  ~ c p u l a t l o n  

( a s  t h e  f a c t o r  d e t e r m i n i n g  t h e  DM/FM p r o d u c t i o n  r a t i c . )  



Before* g o i n g  f u r t h e r ,  it may be men t ioned  t h a t  c t h e r  

f ac to r s  ( b e s i d e  G I P  and  p - o p u l a t i o n )  migh t  a f f e c t  t h e  p o t e n t i a l  

demand and  s u p p l y  of a  c o u n t r y .  I b e l i e v e  t h a t  t h c s e  are n o t  

o f  m a j o r  i ~ ~ o r t a n c e  and h e n c e  t h e y  r i l l  t e  i g n o r e d  i n  t h e  
I 

e m p i r i c a l  e s t i m a t i o n .  Tro  s u c h  f a c t o r s  are t h e  e f f e c t  o f  

-. n a t u r a l  r e s o u r c e s  and  o f  c h a n g e s  i n  r e l a t i v e  p r i c e s .  Let a s  

b r i e f l y  i n v e s t i g a t e  t h e i r  i m p o r t a n c e  i n  e m p i r i c a l  uork .  

C d n c e r n i n g  n a t u r a l  r e s o u r c e s ,  the u s u a l  a r g a m c n t  is t h a t  t h e  

p o s s e s s i o n  o f  a p a r t i c u l a r  r e s o u r c e  r i l l  make t h e  ~ r c d o c t i o n  

s t r a c t u r e  v e r y  o n e - s i d e d ,  which i m p l i e s  a l o v e r - t h a n - n o r m a l  Da/?E 

p r o d u c t i o n  r a t i o .  Eovever ,  n o r m a l l y  one  would e x p e c t  t h a t  i n  t h e  

l o n g  r u n  ' t h e  income o b t a i n e d  from r e s o u r c e  e x p l o i t a t i c n  w i l l  l e a d  

t o  i n c r e a s e d  d o m e s t i c  m a r k d  p r o d u c t i o n  i n  many l i n e s ,  t h u s  

b r i n g i n g  DB/PR up t o w a r d  the norma l  r a t i o .  Also ,  i t  r a y  be  n o t e d  

t h a t  t o  some e x t e n t ,  t b e r a  r i l l  be a t e n d e n c y  f o r  d i f f e r e n c e s  i n  
m 

d o m e s d c  demand t o  p a r t l y  of fse t  d i f f e r e n c e s  i n  n a t u r a l  reeoarce 

andcu ren? ,  a s  fcr instanas i n  r e s p e c t  of demand for  - v r r i o a s  types 

o f  f o o d ,  for  v a r i e t i e s  of b u i l d i n g  material, a n d  f c r  d i f f e r e n t  

k inds  of enargy. L b m i t t a l l y  t h e w  factors r i l l  not o f f H t  t h e  

effects of n r t a r a l  rescarcas i n  cases where  t h e r e  is a high 

s k e w n w s  i n  r*soatces, bet  t h e  importagca of s u c h  cases is 

1i.it.d. The  t y p i c a l l y  

' n t r l l i c  ores a c c o u n t e d .  
\ 
i n  1960 for  o n l y  10 aria 3s of t o t a l  W O Z ~ ~  



t r a d e  r e s p e c t i v e l y .  n o r e  i m p o r t a n t ,  i n  t h e  s a m p l e  cf c c u n t r i e s  

t h a t  is  u s e d  h e r e ,  no s u c h  s k e w n e s s  q x i s t s . -  

The effect of r e l a t i v e  p r i c e s  is  i g n o r e d  f o r  t h e  r e a s o n  t h a t  

I h a v e  u s e d  a  c r o s s - s e c t i o n a l  a n a l y s i s  i n  which  t h e  t r a d e  f l o w s  

a r e  a s s u m e d  t o  be e q u a l i b r i u m  f l o w s .  ~ e n c e ,  p o t e n t i a l  demand a n d  

p o t e n t i a l  s u p p l y  o n  t h e  v o r l d  market a r e  e q u a l .  T h i s  e q u a l i t y  

i m p l i e s  t h a t  n o  c o u n t r y  c a n  h a t e ,  i n  t h e  l o n g  r u n ,  mtco lowm o r  

"too h i g h n  a p r i c e  l e v e l  ( a d j u s t e d  f o r  e x c h a n g e  r a te  d i  f e r e n c e s ) .  f 
T h i s  i s  t h e  well-known h y p o t h e s i s  t h a t  t h e  p r i c e  o f  t r a d e d  g o o d a  

w i l l  t e n d  t o  be e q u a l  i n  d i f f e r e n t  c o u n t r i e s  u n d e r  f r e e  t r a d e .  , 

E x c e p t  i n  t h e  s h o r t  r u n ,  t h e r e f o r e ,  t h e  g e n e r a l  price Ierel r i l l  

n o t  i n f l u e n c e  a c o u n t r y ' s  p o t e n t i a l  f o r e i g n  demand a n d  s u p p l y .  

T h i s  s h o r t - t e r m  p r i c e  l e v e l  effoct w i l l  be  n e g l e c t e d .  The 

c o n t e n t L o n  t h a t  t h e  r e l a t i v o  p r i c e  e f fec t  is r e l a t i r e l y  an impor -  

t a n t  i n  e x p l a i n i n g  t rade flows is f u r t h e r  s u p p o r t e d  by t h e  r e s u l t s  . 
of + h e  s t u d i e s  w h i c h  tried ' b a t  v a r i a b l e .  I n  h i s  study o f  trade 

c r e a t i o n  a n d  t rade ' d i v e r s i o n  by t h e  l!BC . and  t h e  n f r ,  E r e i n i n  

u s e d  t h e  f o l l o w i n g  r e g r e s s i o n  equation. 

P 
a 

log fl = a + b lo9 CIP + c l o g  -- 
P 
D 

where I is t h e  r o l o n  o f  impoxts, P is import p r i c e  i n d e x  
. * I 

a n d  P is b o m ~ s t i c  mhole+.le price i a d e x .  80 c o n c l a d a d ,  "Tho 
D - 
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r c l m a t i v e  p r i c e  c o e f f i c i e n t  is' almost i n v a r i a b l y  i n  e i g n i f i c a % f  

a n d / o r  c a r r i e s  t h e  wrong s i g n H . [ 8 ]  I n  h i s  we l l -kncwn s t u d y ,  

B a l a  

a n a l  

&sa a l s c  r e p o r t e d  t h a t  i n c l u s i o n  o f  r e l a t i v e  p r i c . e s  i n  t h e  
. r-2 

d i d  n o t  i m p r o v e  t h e  r e s u l t s . [ 9 ]  Aga in ,  S e l l e k a e r t ~ ~  I *  

m a i n t a i n e d  t h a t  " e x c l t i d i n g  r e l a t i v e  p r i c e s  i s  n o t  a m a j o r  l o s s ,  
a 

b e c a u s e  t h e  estimates c f  t h e  r e l a t i v e  p r i c e  e l a s t i c i t i e s  a r e  

o f t e n  s t a t i s t i c a l l y  i n s i g n i f i c a n t  a n d  c a r r y  t h e  wrcng s ignH.[  1 0 )  

F i n a l l y ,  Truman n o t e d ,  " t h e  l i m i t e d  a v a i l a b l e  d a t a  on p r i c e  

c o m p e t i t i v e n e s s  f o r  a l l  m a n u f a c t u r e d  p r o d u c t s  f o r  t h e  p e r i o d  

1960-68 were e l a a i n e d  a n d  t h e y  l e n d  l i t t l e  s y s t e m a t i c  s u p p o r t  t o  

t h e  v i s w  t h a t  the r e s u l t s  ( p r e s e n t - d )  a r e  d ~ m i n a t e d  by s u c h  ' 

f a c t o r s w . [  1 1  ] 

T h e  t h i r d  f a c t o r  t o  be  i n c l u d e d  i n  t h e  e m p i r i c a l . e s t i m a t i o n  

is n t r a d e  r o s i s t a n c e m .  T h i s  e n c o m p a s s e s  a  v a r i e t y  cf f a c t o r s .  

F o r  a n a l y t i c a l  p u r p o s e s  t h e  f o r c e s  d e t e r m i n i n g  t r a d e  r e s i s t a n c e  
4 

1 

c a n  b e  g r o u p e d  i n  two c a t e g o r i e s ,  n a t u r a l  t r a d e  o b a t a c l e s  a n d  

a r t i f i c i a l ,  t r a d e  i m p e d i m e n t s .  T h e  a r t i f i c i a l ,  t r a d e  i m p e d i m e n t s  . 
i n c l u d e  i m p o r t  d u t i e s ,  q u a n t i t a t i v e  r e s t r i c t i o n s  a n d  f o r e i g n  

e x c h a n g e  c o n t r o l s .  Amcng t h e  n a t u r a l  o b a t a c l e s  t h e  mos t  o b v i o u s  

( w h i c h  may n o t  b e  t b e  most important!) i s  t h e  c o s t s  o f  

t r a n s p o r t a t i o n .  Some o f  t h e  major f a c t o r s  a re  d i s c u a s e d ' b e l o w .  

Costs  o f  t r a n s p o r t a t i o n  is m e n t i o n e d  q u i t e  o f t e n  a s  a  

t r a d e - r e s i s t i n g  factor .  O t h e r  t h i n g s  b e i n g  e q u a l ,  t h e  g r e a t e r  



8 , I  
t h e  cos t s  o f  t r a n s p o r t a t i o n  b e t w e e n  two c c n n t r i e s ,  t h e  smaller 

t h e  t r a d e  f l o w .  , B u t  what  d e t e r m i n e s  t h e  ccsts cf 

t r a n s p o r t a t i o n ?  T h a t  map n o t  b e  a  q u e s t i o n  a s  s imple a s  i t  , 

a p p e a r s  t o  be .  T h e  t r a n s p o r t a t i o n  c o s t s  a r e  o f  a complex  n a t u r e  

a n d  t h e i r  i e l a t i v e  magni  t n d e  is  d i f f e r e n t  f o r  d i f  f e r r n t 3 e S  o f  
; 

commo,d i t i e s .  The cost  o f  s h i d s i n g  a n ' a r t i c l e  f r o m  o n e  c c d n t r y  

t o  a n o t h e r  may 3 e p s n d  on  a  number o f  c o n s i d e r a t i o n s :  i t s  we igh t ,  

t ' b u l k ,  v a l u e ,  p h y s i c a l  c h a r a c t . r i s t i c s ,  t h e  d i s t a n c e  t o  be  
t 

Li 

t r a v e r s e d ,  t h e  mode a n d  s p e e d  of t r a n s p o r t  a n d  so c n .  How c a n  

we i n c o r p o r a t e  t h e s e  c c m ~ l e x  f a c t o r s r  ih a n  e r ~ i r i c a l  a n a l y s i s ,  

f f  a t  a l l ?  

The a r c h i t e c t s  o f  t h e  model  i n d e r  c o n s t r u c t i o n  h a v e  p r o p o s e d  

t o  u s e  t h e  g e o g r a p h i c a l  d i s t a n c e  b e t w e e n  two c c u n t r i i s  a s  a  p r o x y  

f o r  n a t u r a l  t r a d e  o b s t a c l e s .  . To j u s t i f y  t h a t ,  t h e y  h a v e  a r g u e d  

t h a t  e v s n  t h o u g h  f o r  i n d i v i d u a l  c o m m o d i t i e s  t r a n s p c r t  c o s t *  p e r  

u n i t  v a r y  c o n s i d e r a b l y ,  t h e  i m p a c t  on a  c c u n t r y g s  a v e r a g e  

t r a n s p o r t  c o s t s  of a n  " u n u s u a l n  commodi ty  (from t h e  p o i n t  o f .  v i e w  

of t r a n s p o r t  costs) is l i m i t e d  s i n c e  i n  mcst t r a d e  f l c w o  a v a r i e t y  

o f  g o o d s  i s  i n v o l v e d ,  a n d  t h e  a b n o r m a l i t i e s  i n  t h e  t r a n s p o r t  

co s t s  of o n e  commodi ty  w i l l  b e  p a r t l y  o f f s e t  by  t h e  m n o r r a l i t y m  

of o t  ber g o o d s .  
8 

I n  a d d i t i o n  t o - t r a n s p o r t a t i o n  costs" t h e r e  are o t h a t  fac tors  

which  c o n s t i t u t e  n a t u r a l  b a r r i a t s  t o  t r a d e  a n d  which  c a n  a l s o  b e  



c a p t u r e d  by g e o g r a p h i c a l  d i s t a n c e .  Two t y p e s  o f  f a c t o r s  c a n  

be m e n t i o n e d  here w h i c h  a r e  a t  l e a s t  a s  i m p o r t a n t  a s  d i r e c t  

t r a n s p o r t  c o s t s .  ' a n y  t r a n s p o r t  p r o c e s s  r e q u i r e s  time a n d  t h i s  
/' ' 

i n  i n t e r n a t i o n a l  t r a d e .  The t i r e  e l e m e n t  
q. 

to t r a d e  f o r  many r e a s o n s .  F o r .  

o e r i s h a b l e  g o o d s  it 'is a n  i m p o r t a n t  c o n s t r a i n t .  T h e  i n t e r e s t  

cos t s  i n v o l v e d  a l s o  v a r y  d i r e c t l y  w i t h  t h e  time r e q u i r e d .  I t  
> * 

a l s o  i m p l i e s  l o s i n g  t h e  p o s s i b l i t y  o f  i m m e d i a t e  a d a p t a t i c n  t o  

c h a n g i n g  c o n d i t i o n s  a n d  i r r e g u l a r i t i e s  i n  s u p p l y .  B e s i d e s ,  t h e  

l o n g e r  t h e  time cf t r a n s p o r t a t i o n  f c r  a c e r t a i n  c o m m c d i t y  t h e  

g r e a t e r  t h e  n e c e s s a r y  s t o c k s  o f  i t  i n  t h e  i m p o r t i n g  c c u n t r y  a n d  
. 

t h e  g r e a t e r  t h e  r i s k  o f  l o s f n g  p r o f i t a b l e  opportunities. Thess a 

a r e  e s p e c i a l l y  r e l e v e n t  w i t h  r e g a r d  t o  r aw ma texd l  a n d  3 

s e m l - f i n i s h e d  g o o d s .  

A n o t h e r  f a c t o r  is what  i s  c a l l e d  t h e  " p s y c h i c  d i s t a n c e " .  

P e r f e c t  k n o w l e d g e  of t h e  market d o e s  n o t  e x i s t  e i t h e r  f o r  

p r o d u c e r s  o r '  f o r  c o n s u m e r s .  ?he s p e c t a c u l a r  improvement i?  o f  t h e  

w o r l d ' s  c o m m u n i c a t i o n  s y s t e m  h a v e  i m p r o v e d  t h a t  k n c w l e d g e  a  l o t ,  

b u t  still  we a r e  much b e t t e r  i n f o r m e d  a b o u t  wha t  h a p p e n s  a n d  

.x i s t .  i n  o u r  immediatr n&hbourhood t h a n  about c o n d i t i o n s  ' 

p r e v a i l i n g  i n  f a r  away c c a n t r i e s .  Thus ,  ~ r o p i n g o i t y  l e a d s  t p  . 
3 

b e t t e r  b u s i n e s s  i n f o r m a t i o n ,  g r a a t e r  , f a m i l i a r i t y  w i t h  l a w s ,  
w 

i n s t i t u t i o n s ,  h a b i t s  a r k  l a n g u a g a  of t h e  p a r t n e r  c c u n t r y ,  more 



s i m i l a r i t y  5 n  t b e  r a y  cf l i f e  a n d  i n  t h e  p r e f e r e n c e  p a t t e r n  

bet wee^ t h e  c c u n t r 5 e s  a n d  similar--sometimes r a t h e r  i n t a n g i b l e  

- - t r a d e - s t i m u l a t i n g  f a c t o r s .  A s  B e c k e r m a n  n o t e d ,  ( ' w h i l e  t h e  

t r a n s p o r t  cos ts  p a i d  ( d i r e c t l y  o r  i n d i r e c t l y )  by a n  I t a l i a n  

e n t r e p r e n e u r  o n  a r a w  m a t e r i a l  s u p p l i e d  by  T u r k e y  may b e  no  

g r e a t e r  t h a n  t h e  sane mater ia l  s u p p l i e d  t y  S u i t z e r l a n d ,  b e  i s  

more l i k e l y  t c  h a r e  c o n t a c t s  w i t h  S w i s s  ~ a p p l i e r s ,  s i n c e  

S u i t z e r l a n d  w i l l  b e  n n e a r s r n  t c  h im i n  a p s y c h i c  e v a l u a t i o n  (few 

l a c q u a g o  d i f f i c u l t i e s  a n d  s o  o n )  a s  well a s  i n  t h e  e c o n o m i c  s e n s e  

t h a t  a i r  t r a v e l  w i l l  a k s o r b  less  of h i s  t i m e n . [ 1 2 ]  
9 

L e t  u s  now t u r n  t o ' t h e  a r t i f i c i a l  t r a d e  i m p e d i m e n t e .  I t  i s  

a s s n p e d  t h a t  t h e  t r a d e - r e d u c i n g  e f fec ts  o f  t h e s e  f a c t o r s  a r e  

n o r m a l l y  d i s t r i b u t e d  f .e., t h a t  t h e r e  is a c e r t a i n  a v e r a g e  t r a d e  

r e d u c i n g  e f fec t  wit5 r a n d o n  d e v i a t i o n s  from i t  f o l l o u i n g  t h e  

b ' .  p a t t s r n  o f  t h e  n o r m a l  d i s t r i b u t i o n .  It i s  b e l i e v e d  t h a t ,  w i t  

some e x c e p t i c n s ,  t h e  a r t i f i c i a l  t r ade  barriers t e n d  t o  h a r  1 an  
e q u a l  i m p a c t  o n  t h e  t r a d e  of a l l  c o u n t r i e s  and t h u s  t h e r e  a r e  n o  

n s y s t e m a t i c w  d i f f e r e n c e s  i p  a r t i f i c i a l  t r a d e  r e s i s t i n g  f o r c e s  
, . 

w i t h  r e g a r d  t o  t h e  trade f l o u r  between d i f f e r e n t  p a i r 8  o f  

c o u n t r i e s .  T h e  two e x c e p t i o n s  w h i c h  h a r e  b e e n  m e n t i o n e d  are t h e  

po l i t i ca l  h o s t i l i t y  or  d i s t r u s t  w h i c h  r a y  lead  t c  f a r t i a l  o r  

complete e m b a r g o  o n  t r a d e  w i t h  - t h e  h o s t i l e  n a t i o n .  a n d  t h  9' 
poli t icai  a n d  economic a l l i a n c e  w h i c h  may h a r e  t h e  o p p o s i t e  

b .  

effect. It is t h i s  l a t t a r  e f f e c t  w h i c h  I p r o p o s e  t o  messate i n  

t h e  f o l l o w i n g  s e c t i o n s .  



* 
The t h r e e  f a c t o r s  which  h a v e  b e e n  shown t c  k e  r e l a t e d  t o  

t h e  s i z ~  of t h o  t r a d e  f l o w  b e t w e e n  two  c o u n t r i e s  i .e . ,  p o t e n t i a l  

s u p p l y ,  p o t e n t i a l  demand a n d  t h e  t r a d e  r e s i s t a n c e  c a n  be 

combined  i n t o  o n e  e x p r e s s i o n :  

w h e r e  X d e n o t e s . t h e  e x f o r t s  cf t h e  c o u n t r y  i t o  c o u n t r y  
i j 

j, E d e n o t e s  the p o t e n t i a l  s u p p l y  o f  c o u n t r y  i, !l 
i j 

r e p r e s e n t s  t h e  p o t e n t i a l  de 'rand o f  c o u n t r y  j a n d  R i s  t h e  
i l  

t r a d e  r e s i s t a n c e  b e t w e e n  t h e  two c c u n t r i e s .  

These e x p l a n a t c r y  f a c t o r s  c a n  b e  r e p l a c e d  by t h e  v a r i a b l e s  

d e t e r r i n i n g  them i n  t h e  l i g h t  o f  t h e  p r e v i o u s  d i s c u s s i o n  which 

h a s  shewn t h a t  k o t h  p o t e n t i a l  s u p p l y  a n d  p o t e n t i a l  demand a r e  

p o s i t i v e  f u n c t i o n s  o f  gross n a t i o n a l  p r o d u c t  (I) - a n d  n e g a t i  v e  .. 
f u n c t i o n s  o f  p o p u l a t i o n  s ize  (I) a n d  t h e  t rade r e s i s t a n c e  c a n  

c o n v e n i e n t l y  be r e p r e s e n t e d  by g e o g r a p h i c a l  d i s t a n c e  (DST) which 

e x e r t s  a n e g a t i v o  i n f l u e n c e  o n  t h o  t r p d o  f l o w s  b o t r o o n  t h o  t u o  . 
c o u n t r i e s .  Thus ,  e q u a t i o n  (3.1) c a n  be r e w r i t t e n  a s  a 

l o g - l i  n e a r  r e g r e s s i o n  iqos t ion  of t h o  form:[ 13 ] 

b  1 (4. 2 -b3 -b I 
-b 5 

x = b (T (1 1 (I ) (I 1 (D-1 
i j o i  3 i . j  



o r  . 
a 

l o g  X = b  +. b l o g  Y + b l o g  Y - b l c g  N - b l o g  
j . o  1 i - -  2 1 3 i 4 

I - b  l o g  DST ( 3 . 3 )  
j 5 

A s  n o t e d  e a r l i e r  t h e  p o l i t i c a l  a n d  e c o n o m i c  a l l i a n c e  b e t w e e n  

a p a i r  c f  c o u n t r i e s  c a n  bate a s y s t s m a t i c  e f fec t  o n  t r a d e  

f l o w s  which  i s  n 3 t  c a p t u r e d  by  t h e s e  v a r i a b l e s .  I t  i s  c u r  m a i n  

i n t e r e s t  *_c m e a s u r e  s u c h  a n  e f f e c t  i f  i t  e x i s t s .  l o  a c c o m p l i s h ,  

t h a t ,  + h e  a b o v e  e q u a t i c n  w i l l  be m o d i f i e d  i n  t h s  f c l l c w i n q  way. 

'P 
P o l i t i c a l  a n d  e c o n o m i c  a l l i a n c e  l e a d s  t o  a  s e l e c t i v e  

l o w e r i n g  of t a r i f f  b a r r i e r s  a n d  q u a n t i t a t i v e  r e s t r i c t i o n s  t h r o u g h  

t h e  e s t a b l i s h m e n t  of a p r e f e r e n t i a l  t r a d i n g  a r e a .  T b i s  l e a d s  

t o  a s m a l l e r  t h a n  u s u a l  t r a d e  r e s i s t a n c e  f o r  t h e  member c o t i n t r i e s  

o n  t h e  o n e  h a n d  a n d  g r e a t e r  t h a n  u s u a l  t r a d e  r e s i s t a n c e  for  t h r  

non-member  c o u n t r i e s  o n  t h e  o t h e r .  i s  d i a c u a s r d  i n  c h a p t e r  o n e  

t h i s  is g e n e r a l l y  e x p e c t e d  t o  i n c r e a s e  t h e  t r a d e  b e t w e e n  members 

a n d  r e d u c e  i t  w i t h  t h e  non-membars  o r  b o t h .  D i f f e r e n t  

p r e f e r e n t i a l  a r r a n g e m e n t s  may l e a d  t o  d i f f e r e n t  e f f e c t s ,  a n d  

w h e t h e r  t h e  t r a d e  c r e a t i o n  o r  t h e  t r ade  d i v e r s i o n  o f f a c t  i s  more 

i m p o r t a n t ,  i 8  a n  e m p i r i c a l  q u o m t i o n .  T h e  m p r o f e r a n c e "  i n  f a v o u r  

of p a r t n e r  c o u n t r i e s  c c n s i m t  of many f a c t o r s  o f  which8 t a r i f f  

r e d u c t i o n s  a n d  t h e  r e m o v a l  of q u a n t i t a t i v e  r e 6 t r i c t i o n s  a re  o n l y  

- ( .  ; 



two. The o t h s r  f a c t o r s  i n c l u d e  g r e a t e r  m o b i l i t y  o f  t h e  f a c t o r s  

o f  p r o d u c t i o n ,  g o v e r n m e n t  p o l / c i e s  d i s c r i m i n a t i n g  a g a i n s t  

non-members, i n c r e a s e d  i n f o r m a t i o n  f l o w s ,  t h e  e s t a t l i s h m e n t  of  
I 

r e p a i r  s e r v i c e s  a n d  s 9 l l i n g  o u t l e t s ,  e l i . i n a t i o n  o f  t h e  r i s k  t h a t  

t a r i f f  c o n c e s s i o n s  may b e  r e v e r s e d  a n d ,  p e r h a p s  most i m p c r t a n t ,  
.A..- 4 

t h e  p s y c h o l o g i c a l  f a c t c r s  e m a n a t i n g  f r o m  t h e  s e n s e  c f  b e i n g  

u n i t e d .  It is imposs i t le  t o  e s t i m a t e  t h e  e f fec t  o f  t h e s e  f a c t o r s  

s e p a r a t e l y .  I w i l l  c a p t u r e  t h e s e  e f f e c t s  by  i n c l u d i n g  c a t c h - a l l  

dummy v a r i a b l e s  i n t o  t h e  r e g r e s s i o n  e q u a t i o n .  T h u s ,  t h e  

e f f o c t s  o f  t h s  f o r m a t i o n  of t h s  t w o  m a j o r  t r a d i n g  t l o c s  i n  E u r o p e  

i . e . ,  t h e  E E C  a n d '  t h e  EFTA w i l l  be  a n a l y s e d  u s i n g  t h e  f c l l o w i n g  

r e g r e s s i o n  s q a a  t i o n  a 

EEC EEC EPTA* 
l o g 1  = b + b f C D  + b T D D  + b T C D  + b  TDD 

i 1 0 1 2 - 3 4 

- b l o g  DST + log e 
3 i j  

where TCD a n d  TDD a re  dummy v a r i a b l e s  f o r  t r a d e  c r e a t i o n  a n d  

t r ade  d i v a r s i o n  aff act r r o s p o c t i v e l y  and r a p o r s c r i p t s  i d e n t i b y  

t h e  t u c  b l o c s .  



We a r e  now r e a d y  t o  c o n f r o n t  t h e  t a s k  o f  e m p i r i c a l  

e s t i m a t i o n  o f  t h e  p a r a m e t e r  v a l u e s  o f  t h e  t r a d s  f l c w  e q u a t i c n  

d e v e l o p e d  i n  t h e  p r e v i o u s  s a c t i o n .  T h i s  w i l l  b e  d o n e  i n  a  

c r o s s - s e c t i o n a l  f r a m e w o r k  u s i n g  a  m u l t i p l e  r e g r e s s i o n  model .  

T h e  a f f e c t  cf t r a d e  p r e t s r e n c e s  w i l l  b e  e s t i m a t e d  ky i n t r o d u c i n g  

dummy v a r i a b l e s  i n t o  t h e  r e g r e s s i o n  e q u a t i o n  a l o n g  w i t h  c t h e r  

i n d e p e n d e n t  v a r l z b l e s .  I n  t h i s  way I w i l l  be  a b l e  t c  o v e r c c m e  

t h e  common prob lem f a c e d  b y  a l l  e m p i r i c a l  s t u d i e s  a t t e m p t i n g  t o  

m e a s u r e  i n t e g r a t i o n  e f f e c t s ,  namely ,  i s o l a t i n g  t h e  e f f e c t s  c f  

i n t e g r a t i o n  on t r a d e  from t h e  e f f e c 3  o f  i n c o m e  g r c w t h  and  

c h a n g e s  i n  c t h e r  v a r i a k l e s  which n o r m a l l y  a f f e c t  i n t e r n a t i o n a l  

t r a d i n g  p a t t e r n s .  By e s t i m a t i n g  t h e  p r e f e r e n c s  e f f e c t  a5 a n  

i n d e p e n d e n t  v a r i z b l e  i n  a  m u l t i p l e  r e g r e s s i o n  e q u a t i o n  o n e  i s  

a b l e  t o  h o l d  c o n s t a n t  c t h s r  m a j o r  v a r i a b l e s  which a f f e c t  t r a d e .  

I n  a d d i t i o n ,  t h e  U S E  o f  a  c r o s s - s e c t i o n a l  model  a l l c w s  t h e  

e s t i m a t i o n  of  t r a d e  p r ~ f e r e n c e  c o e f f i c i e n t s  f o r  e a c h  ysar i n  t h e  

i n t e g r a t i o n  p e r i o d  a n d  h e n c e  a  ser ies  o f  p a r a m e t e r  v a l u e s  c a n  b~ 

o b t s i n e d  which c a n  t h e n  he c o n s i d e r e d  a s  a  whola  i n  t e r m s  o f  

w h e t h e r  t h e i r  p a t t e r n  i n d i c a t e s  t h e  e x p e c t e d  c u m u l a t i v e  g r o w t h  i n  

t h e  p r e f e r e n c e  e f f e c t s .  



The p r e f e r e n c *  .parameter .  c a n  i&?urn be u r o d  t c  e s t i m a t e  

, t h e  d o l l a r  v a l u e  of g r o s s  t r a d e  c r e a t i o n  f o r  e a c h  o f  t h a  two  L . 
E u r o p e a n  c o m m u n i t i e s .  B a c a u s a  t h e  estf  mates, f o r  e a c h  y e a r  a r e  

d e r i v e d  f r c m  t h s  c r o s s - s e c t i o n a l  e q u a t i o n  f o r  t h a t  ' y e a r ,  each 

e s t i m a t e  is i n d e p e n d e n t  o f  t h e  o t h e r s  a n d  t h e  e s t i m a t i n g  p r o c a d o r e  

- does n o t  r e q u i r e  t h e  u s e  o f  a b a s e  g e a r .  I n  f a c t ,  t h e  r e s u l t s  o f .  

t h e  s t u d y  p r o v i d e  i n f o r m a t i o n  which may be u s e f u l  i n  d e t e r m i n i n g  

when t b v r s t  i n t e g r a , t f o n  cff  ects on t r a d e  o c c u r e d .  

s i n &  my a . n a l y s i s  h i n g e s  upon t h e  e s t j m a t e d  coefficients o f  

the dummy v a r i a b l e s ,  i t  is u s e f u l  t o  p r o v i d e  t h - o i r  e x a c t  s p e c i f i -  

i, a t i o n .  T a b l e  3.1 g i v e s  t h a t  s p e c i f i c a t i o n .  

- T a b l e  3.1 

S p e c i f i c a t i o n  of t h e  Dummy V a r i a b l e s  i n  

E q u a t i o n  3.4 
- 

B ~ C  aac B P T A  a r ~ 4  
1 TCD T D D  TCD TDD 

n o n  EBC TO EX 0 1 0 0 

n o n  W T A  To B?Ta 0 0 0 1 

n o n  t B C ,  n o n  BPTA T o  n o n  BBC, non EFTg 0 J* 0 '0 0 



The s a m p l e  f rom w h i c h  t h e  e q u a t i o n s  were estimated c o n s i s t s  ' 

gf t w s n t y  o n e  c o u n t r i e s .  T h e  f i r e  EEC t r a d i n g  c o u n t r i e s  (Belgium- 

Luxsmbonrg b e i n g  o n e  t r a d i n 4  community) : t h e  o r i g i n a l  s e t e n  EPTA 
J 

+. members: Greece, I r e l a n d ,  Spa in ,  T u r k e y ,  Canada, J a p a n ,  U.S., 

A t h t r a l i a  a n d  Uew Zea land .  The s a m p l e  t h u s  b a s  426 f l o w s  o f  

w h i c h  t h e  20 be tween  EEC p a r t n e r s  and t h e  42 be tween  EPTA 

members a r e  t h e  o n e s  t c  b e  t e s t e d  f o r  t h e  p r e f e r e n t i a l  e f f e c t s  
-'-% 

o f  t h e  EEC and EPTA r e s p e c t i v e l y .  T h e  7 2  t r a d e  f l c w s  hetwesn 

t h e  c o u n t r i e s  w h i c h  aTe n o t  members o f  e i t h e r  b l o c  a r e  assumed 
i 

t o  c o n s t i t u t e  no rma l  t r a d e .  T h e  f l o w s  g o i n g  f rom ncn-members t o  
# 

t h e  membeqs of  e i t h e r  b l o c  a r e  t e s t e d  f o r  t h e  t r a d r ' d i r e r s i c n  

e f fec ts  o f  t h e  t v o  t r a d i n g  communi t i e s  a g a i n s t  t h e  same bench 
--t 

mark i .e. ,  t h s  72 t r a d e  f l o w s  between non-EEC, EPTA . c o u n t r i e s  i n  

my sample .  [ 1 4 ]  

The c o u n t r i e s  s e l e c t e d  a r e  t h e  ma jo r  t r a d i n g  ~ a r t n e r s  af t h e  

E I C  a n d  the 1121. The t z i d e  of t h e s e  t r e p t y  o n e  ccunt;l%' ' - 
c o n s t i t u t e d  a b o u t  75 pdt . c e n t  of wor ld  t r a d e  i n  1370. I h e  

c o u n t r i e s  a r e  a t  r a i i o u s  s t a g e s  of d o r e l o p a o n t  a n d  f o r t b e r m o r o ,  - 
h a r e  d l f f o r e n t  e x p o r t  i n t s r o s t s .  B x p o r t o r s  of b o t b  8 g r i c U l t ~ r a l  - 
and  m a n u f a c t u r e d  g o o d s  h r r o  b&n i n c l u d e d .  SO* t h e  s amplo  i( 

r ~ & e s e n t a t l v e  ef r o t l d  t r a d o .  

* -  
The d o t . ~ ~ ~  o n  t h e  d a t a  oud and  their, s o u r c e s  are g i v e n .  i n  

Appendix A. ~ o w e v o r ,  t r c  p a i n t .  a re  r b r t h  m o n t i o n i a g  hot.. In- . . 

t h e  t r a d e  s t a t i s t i c s  a n d  i n  th i s  s t u d y ,  t h e  smallest u n i t  - 
6 '  * n 
r q p o r t o d  is SO. 1 m i l l i o n  (which may a c t u a l l y  h a v e  keen  obtained J 



by a r o u n d i n g  o f f  a f i g u r e  b i g g e r  t h a n  S50,OOO). A 1 1  t rade  

f l o v s  smaller t h a n  t h a t  a r e  r e c o r d e d  a s  b e i n g  zero. T h i s  
-. 

c r e a t e s  a p r c b l e m  for e m p i r i c a l  e s t i m a t i o n  of t h e  r c d e l  s i n c e  
r 

t h e  t r a d e  f l o v  e q u a t i o n  is l o g - l i n e a r .  flow do v e  i n c l u d e  i n  t h a  

r e g r e s s i o n  t h e  o b s e r r a t i o n s  v h i c h  a r c ' z e r o ?  It w o u l d  make s e n s e  \ 
/ 

t o  p u t  a small  p o s i t i v e  v a l u e  in,$tead o f  z e r o ,  b e c a o s e  i n  b 

f a c t  t h e  v a l u e  cf t h e  t r a d e  f l o v  r a y  v e r y  well . h a r e  b e e n  l a r g e r  

t h a n  z e r o .  B o v s v e r ,  i t  makes  a c o n s i d e r a b l e  d i f f e r e n c e  l r h a t  

f i g u r e  v e  use i n s t e a d  c f  z e r o .  A l t h o u g h  t h e  a b s o l u t e  v a l u e s  of 

t h e  a l t e r n a t i v e  f i g u r e s  b e l o w  $50 ,000  r o u l Q  n o t  d i f f e f  t c o  much 

.vhen c o m p a r e d  u i t h  t r a d e  f l o v s  o f  $10 m i l l i o n  3r n o r * ,  tbeir 

logar i thas  may dfffer  a p p r e c i a b l y .  I n  terms o f  l o g a r i t h m s  t h e  

d i f f e r e n c e  b e t w e e n  S 1 , 0 0 0  a n d  2 , 0 0 0  i s  j u s t  a s  l a r g e  as b e t w e e n  

$100 m i l i i a a  a n 3  $200 r i R i o n .  

* 
To o r e r c o m 9  t h i s  ~rcb1.m t h e  e q u a t i c n s  r e z e  es t imated  

o m i t t i n g  t h e s e  small f l o r a .  I t  t u r n e d  o a t  t h a t  t h a r e  war n o  

b e c a u s e  t h e  n u m b e r  of a a c h  f l o r a  r a n  v a r y  small i n  tba 88.pl.e 
0 ,  

. 

a n o t h e r  p r o b l o ~  u88 t h a t  8on c o a n t r i o s  i n c l u d e d  i n  'tho 

preferences. To a s k . 8  u y  p o s s i b l e  of f&t8 ,  89.18 t h m  ~ a a t i o n a  1 
I 



c o e f f i c i e n t s  was uailt*r.d, even though t h e i r  a b * o l o t e  V 

va lues  were someuhat d i f f e r e n t .  - T h e r e f o r e ,  i n  t h e  teat 

t h e  results of the 420 sample a t e  r e p o r t e d  and d i s c o a s e d .  



irtammt to  u im tho p-rt s t u d y ,  so tba @bar n r h b k .  r i l l  

b - tho coofficiart o f  log t ia a rogresdor upom Aoq 1 
1 1 i 



k t r  Coat f i c i a n t a  f tor  8qratiom 3.4 

nu, tbo *mamat m t t i k t i o a  t o  am amp&amatioa of th 

v a t i r t i r m  L. tmd. t1.u d s u  i m  mado C? t ~ .  twe l i p  .a t l .~~om 

4 - 



a n d  t h e  d i s t a n c e  v a r i a b l e .  O t h e r  v a r i a b l e s ,  e v e n  t h o u g h  

s i g n i f i c a n t ,  make s e c o n d a r y  c o n t r i b u t i o n s . '  T h i s  f i n d i n g  c o d f o r m s  

t o  t h e  r e s u l t s  o f  e a r l i e r  s t u d i e s . [  15 ] 

L e t  u s  now t u r n  t o  t h e  dummy v a r i a b l e s  . T h e i r  F a t t & r n  

w i l l  t e  s t u d i e d  i n  more d e t a i l .  Our  a n a l y s i s  s t a r t s  f rom t h e  

a s s u m p t i o n  t h a t  t h e  t r a d e  f l o w s  b e t w e e n  a n y  p a i r  o f  member 

c o u n t r i e s  of  t h e  same communi ty  i s  s u b j e c t  t o  t r a d e  s t i m u l a t i n g  

o r  t r a d e  d i v e r t i n g  f o r c e s  o f  e q u a l  s t r s n g t h  i n  a l l  c a s e s .  Thus ,  

f f  t h e  t r a d s  b e t w e e n  West Germacy a n d  F r a n c e  i s  m ~ l t i ~ l i e d  by a 

f a c t o r  n b e c a u s e  of t h e  EBC p r e f e r e n c e s ,  s i m i l a r l y  t h e  t r a d e  

b e t w e e n  P r a n c e  and 1 w i l l  b e  n  times ' b i g g e r  t h a n  i t  would 

h a v e  been  w i t h c u t  t h e  EEC p r e f e r e n c e .  The same  i s  t r u e  f o r  t h e  

t r a d e  f l o w s  b e t w e e n  a l l  member c o u n t r i e s  o f  t h e  s e c o n d  g r o u p ,  

e x c e p t  t h a t  t h e  m u l t i p l i e r  w i l l  b e  d i f f e r e n t .  

U s i n g  t h e  dummy v a r i a b l e  c o e f f i c i e n t s  t o  e s t i m a t e  t h e  t r a d e  

c r e a t i n g  a n d  t r a d e  d i v e r t i n g  e f f e c t s  of i n t e g r a t i o n  i n  a n y  y e a r  

a f t e r  i n t e g r a t i c n  r e q u i r e s  o n e  t o  a s s u m e  t h a t  t h e  s i z e  o f  t h e  

c o e f f i c i e n t  i s  b e i n g  d e t e r m i n e d  s o l e l y  by t h e  effect  of t h e  

i n t e g r a t i o n  a n d  t h e r e f o r e ,  t h a t  i t  is n o t  i n  p a r t  r e f l a c t i n g  some 

o t h e r  s p e c i a l  t rade r e l a t i o n s h i p s  which h a d  e x i s t e d  i n  t h e  

p r e - i n t e g r a t i o n  p e r i o d .  C o n s e q u e n t l y ,  i t  w i l l  be  n e c e s s a r y  t o  

test  t h e  dummy v a r i a b l e  c o e f f i c i e n t s  f o r  n o n - s i g n i f i c a n c e  i n  t h e  

p r e - i n t e g r a t i o n  p o r i o d  a n  well as f o r  s i g n i f i c a n c e  i n  t h e  

A p o s t - i n t e g r a t i o n  p e r i o d .  



f n t e f e s t i n g l y ,  h o u s v e r ,  a n  e x a m i n a t i c n  o f  - T a b l e  3.3 r e v e a l s  

t h a t  w i t h  a few e x c e ~ t i e n s  t h e  dummy v a r i a b l e s  a re  s i g n i f i c a n t  

i n  t h e  p r e - i n t e g r a t i o n  p e r i o d  a s  well. gore i m p o r t a n t l y ,  . t h e  

c o e f f i c i e n t s  a r e  p o s i t i v e  f o r  b o t h  t r a d e  c r e a t i o n  a n d  t r a d e  

d i v e r s i o n  dummies. I d e a l l y  we w o u l d . e x p e c t  t h s  t r a d e  d i v e r s i o n  

dummy t o  h a v e  a  n e g a t i v e  c o e f f i c i e n t  i n  t h e  p o s t - i n t e g r a t i o n  

period. T h e  i n t e r p r e t a t i o n  for  t h e  p o s i t i v e  s i g n ;  i n  t h e  

p r e - i n t e g r a t i o n  per iod  f c r  b o t h  t r a d e  c r e a t i o n  a n d  t r a d e  
3 

d i v e r s i o n  dummies i s  s i r p l y  t h a t  t h e  c o u n t r i e s  o f  b o t h  b l o c s  h a d  

a  h i g h e r  " p r o p e n s i t y  t o  i m p o r t w  a s  c o m p a r e d  t o  t h e  c c u n t r i e s  

c o n s i t u t i q g  " n o r m a l  t r a d e "  o r  i n  c t h e r  w o r d s  t h e  E u r c p e a n ,  - 
c o u n t r i e s  were r e l a t i v e l y  more "openw i n  t h o s e  y e a r s .  T h i s  

a r g u m e n t  becomes  more  p e r s u a s i v e  when o n e  c o n s i d e r s  t h e  f a c t  

t h a t  E u r o p e a n  coun  t r i e s  were re .o .v ing q u a n t i t a t i v e  r e s t r i c t i o n s  

o n  i n t r a - E u r o p e a n  t r a d e  on t h e  o n e  hand  a n d  were l i b e r a l i z i n g  

t r a d e  w i t h  t h e  U.S. on t h e  o t h e r .  
G 

The test  f o r  t r a d e  c r o a t i o n  t h e r e f o r d ,  b e c o m e s  w h e t h e r  t h e  

c o e f f i c i e n t  cf t h e  t r a d e  c r m a t i u n  dumpy fs ~ A g n i f l c a n t l y  h i g h e r  

i n  t h e  p o s t  i n t e g r a t i o n  wried t h a n  i n  t h e  p r o - i n t e g r a t i o n  

p e r i o d .  S i m i l a r l y ,  , t he  toat  f o r  t r a d e  d i v e r s i o n  becomes w h e t h e r  

t h e  c o e f f i c i e n t  o f  t h e  trade Uiv.rnion dammy i s  s i g n i f i c a n t l y  

smaller i n  t h e  p o s t - i n t e g r a t i o n  p e r i o d  a8 co8prrmd t o  t h e  pre- 

' i n t e g r a t i o n  p e r i o d .  p 

0 



T a b l e  3.3- 
Coefficient E s t i m a t e s  f o r  Equa t ion  3 . 4  

( 2  

C o n s t a n t  ~2 
4.138 0.716 

(Values  shown i n  p a r e n t h e s i s  are t - v a l u e s )  



It i s  a l s o  i m p o r t a n t  t o  n o t e  t h a t  t h e  u a y  t h e  damry 

v a r i a b l e s  h a v e  b e e n  d e f i n e d ,  t h e  TCD g i v e s  a n  estimate o f  g r o s s  

t r a d e  c r e a t i o n  r a t h e r  t h a n  p u r e  t r a d e  c r e a t i o n .  G r o s s  t r a d e  

c r e a t i o n  a s  & e f i n s d  by B a l a s s a  r e f e r s  t o  t h e  t o t a l  i n c r e a s e  i n  
T 

t r a d e  amohg members o f  a  t r a d i n g  communi ty  b r o u g h t  a b o u t  t h r o u g h  -. 
i n t e g r a t i o n ,  r e Q a r d l e s s  o f  w h e t h e r  t h e  a d d i t i o n a l  t r a d e  r e p l a c e s  

domcrst-ic p r o d u c t i o n  o r  u h e t h e r  it r s p i a c e s  non-memler  e x p o r t s ,  

Thus ,  g r o s s  t r a d e  c r e a t i o n  is  e q u a l  t o  t r a d g  c r e a t i o n  plus t r a d e  

I n  a s i m i l a r  way, t 'he T D D  m e a s u r e s  v b a t  I w i l l  c a l l  G r o s s  

T r a d e  D i v e r s i o n  a n d  i t  refers t o  t h e  t o t a l  d e c r e a s e  o f  

non-membersg e x p o r t s  t c  t h e  t r a d i n g  c o m r u n i t p -  r e g a r d l e s s  o f  

w h e t h e r  t h e  non-member e x p o r t s  are  d i s p l a c e d  by member e x p r m  
9 

o r  by s n c r e a s e  i n  d c m e s t i c  p r o d u c t i o n .  T h u s ,  g r o s s  t r a d e  

d i v e r s i o n  i s  e q u a l  t c  F a r e  t r a d e  d i v e r s i o r i  p l u s  t r a d e  e r o s i o n .  

After t h e s e  e x p l a n a t o r y  r e m a r k s  l d t  u s  s c r o t i n f r e  t h e  
/L 

p a t t e r n  of c o e f f i c i e n t s '  o f  t h e  dummy v a r i a b l e s  f o r  t b e  t l C  a n d  

t h e  IFTA i n  t a r n .  They a r e  p l o t t e d  o d  ~ r a p h s  3 .1  a n d  3.2, The 

EEC 
p a t t e r n  o f  c o e f f i c i e n t s  fo r  T D D  is v e r y  clear. As c a n  be 

s e e n ,  it v a s  s i g n i f i c a n t  i n  a l l  t h e  p r o - i n t e g r a t i o n  y e a r s .  It 

s h o v s  a n  i n c r e a s i n g  t r e n d  a n d  goes as h i g h  a s  0 .63C. I n  l Q S 9 , .  

. t h e  f i rs t  y e a r  of i n t e g r a t i o q ,  it d r o p s  t o  0,366 a n d  'from 

t h e r e  k e e p s  on d r o p p i n g  i n  a  c u m u l a t i v e  manner a n d  g o e s  a s  

l o v  a s  0.021. It a l so  becomer  i n s i g n i f i c a n t  i n  1967 . 







and r e m a i n s  so t h e r e a f t e r .  A l l  t h i s  i ~ c o n s i s t e n t  w i t h '  t h e  

t h e o r e t i c a l  c x p e c t a  t i b  n. T h e s e  r e s u l t s .  g i v e  a  s t r o n g  i n d i c a t i o n  

o f  a  g r D s s  t r a d e  d i v e r s i c n  e f f e c t  o f  t h e  tEC. *he s h a r p  d e c l i n e  

i n  t h e  c o e f f i c i e n t  i n  1959 a n d  a r e v e r s a l  o f  t h e  p r e r i c u s  t r e n d  

lends s u p p o r t  t o  t h e  o ~ i n i o n  t h a t  t h s  f i r s t  ttC e f f e c t  t o o k  p l a c e  

A s i m i l a r  e r a m i n a t f c n  o f  t h e  p a t t e r n  of   coefficient^ of 
-+-. 

EEC 
TCD i n d i c a t e s  t h a t  t h e  c o e f f i c i e n t  h a s  b e e n  s i g n i f i c a n t  

t h r o u g h o u t  t h e  p s r i o d  w i t h  t h e  o n l y  e x c e p t i o n  o f  1953. I t  d o e s  
0 

no+ show an a b r u p t  i n c r e a s e  i n  t h e  y e a r s  i m m e d i a t e l y  f o l l o u i n g  

i n t e g r a t i o n .  I t  f  l u c t o a t s s  a r o u n d  t h e  p r e - i n t e g r a t i o n  l e v e l  f o r  

1353-62  and t h e n  s t a r t s  i n c r e a s i n g .  On t h e  o t h e r  hand t h e r e  i s  a  

p e r c e p t a b l e  upward d r i f t  i n  t h e  c o e f f i c i e n t  i n  t h e  y e a r s  1356-57.  

It may b e  a r g u e d  t h a t  t h i s  jump i s  an e v i d e n c e  o f  t h e  manqounce-  

r en t  e f f e c t s m  o f  i n t e g r a t i o n .  Eowever,  I would  t e n d  n o t  t o  a r g u e  

t h a t  way f o r  s e v e r a l  r e a s o n s .  F i r s t ,  i t  maf be n o t i c e d  t h a t  a  

s i m i l a r  i n c r e a s e  i n  t h e  c o e f f i c i e n t  i s  o b s e r v e d  i n  t h e  y e a r s  

1953-55.  S e c o n d ,  t h e  T r e a t y  of Rome was s i g n e d  i n  a a r c h  1957 a i d  
4 B 

was e f f e c t i v e  f r o m  Jan. 1st 1358. T h e r e  is n o  r e a r c n  t c  b e l i e v e  

t h a t  t h e  e f f e c t  c o u l d  b a v e  f a k e n  p l a c e  a s  f a r  b a c k  a s  1956. 

T h i r d ,  I b e l i e v e  t h a t  a  t e t te r  e x p l a n a t i o n  exists. It seema t o  

me t h a t  . t h e  i n c r e a s e  i n  t h e  c o e f f i c i e n t  may h a v e  b e e n  c a u s e d  by 

t h e  l i b e r a l i z a t i o n  c f  t r a d e  i n  E u r o p e ,  t h e  t e m p o r a r y  t a r i f f  c u t s  

by I t a l y  a n d  Germany i n  1357, and t h e  F r e n c h  d e v a l o a t i o n  of 1957.  



That r i 9 w  is also s q p p m t e d  by  t h e  i n c r e a s e  i d 3 B E C  i m ~ o r t 8  

f r o m  n o L E t C  o o m t r i &  as well, w h i c h  t~ e v i d e n t  by  a ' c o r r e s -  

p o n d i n g  i n c r e a m  i n  b . T h e s e  effects, however ,  u c u l d  n c t  
2 .. 

h a w  m n t  inned.  he m c n o t o n i c  i n c r e a s e  i n  t h e - c o e f f  i c i e n t  . . 
s i n c e  13.62 ( w i t h  t h e  e x c e p t i o n  of l 9 6 5 ) ,  t h e r e f o r e  l e n d s  s u p p o r t  

t o  t d c  v i e w  t h a t  t h e  t r a d e  c r e a t i o n  e f fec t  o f  t h e  EIC t c c k  p l a c e  
. 

u i t h  a  l a g .  T h i s  n e e d s  f u r t h e r  comment. 

I n d e p e n d e n t  s t u d i e s [  16 3 h a r e  shown t h i t  t h 5  f c r m a t i o n  o f  
. I 

t h e  E E C  d i d  n o t  c a u s e  many domestic firms of a n y  member c c q n t r y  
. I 

become t o t a l l y  n c n - c o m p e t i t i v e  u i t h  t h e i r  c o u n t o r p a r t s  i n  t h e  

d ~ n e r  c o u n t r i e s .  I n s t e a d .  o c o n c e n t r a t i o n  i m p l i e d  by  

i n t e r i n d u s t r y  s p e c i a l i z a t i o n ,  an i n c r e a s i n g  d i r e r s i f  f c a t i o n  i n  
- .  

e x p o r t  p a t t e r n s  of t h e  PEC c o o n t r 4 o s  h a s  b e e n  o b s e r v e d .  In 

a d d i t i o n ,  a t h e r e  i s  i n c r e a s i n g  s i m i l a r i t y  i n  t h e  p a t t e r n  o f  

m a n u f q c t n r e d  e x p o r t s  among t h e  Common E a r k e t  c o u n t  r i o s .  B a l a s s a  . 

c a l c u l a t e d  r a n k  c o r r e l a t i o n  c o e f f i c i e n t s  w i t h  regard t c  9 1  
4 

i n d u s t r i c .  r a n k e d  by t h e  r a l h e  of in t ra -BBC e x p o r t s .  T h e s e  

c o e f f i c i e n t s  i n c r e a s e d  from 1958 t o  1363 and  a g a i n  from 1963 t o  I 

1370 i n  a l l  cases, a  p a r t i a l  o x c o p t i o n  b e i n g  t h e  I t a l y -  

l e t h e r l a n d s  c o m p a r i c a n  which s h o r e d  a  s m a l l  d e c l i n e  b e t w e a n  1963  

a n d  1 3 7 0  a l t h o u g h  t h e  figrrro for  t b e  l a t t e r  y e a r  s t i l l  o p a e d e d  

t h a t  for 1 9 5 8  by  20  per c e n t  . Tho i n d o r a i ' f o r  i n t r a - i n d u s t r y  



t r a d e  computed by G r u b e l  and  B a l a s a a  a1.o con ' f i t ;  t h e  a b 6 n  
I .  

c o n c l u s i o n . ~ 1 7 ]  T h e r e  ere v e r y  few firms which v a n i s h e d  b e c a u s e  
- 7. 

o f  c o . m p e t i t i o n  from t h e  firms of o t h e r  members Gf a e  union .  i 

B a t h e r ,  t h e  firms t e n d e d  t o  s p e c i a l i z e  i n  p a r t i o u l a r  r a k e r  a n d  
7 - 

* ,  d e s i g n s .  B e f o r e  t h e  a n i o n - - n a  t i o n a l l  m a r k e t s  were piot&ted 

. and  6 1 a n t s  t e n d e d  t o  prodace r e l a t i v e l y  l a r g e  d u m b r r s  o f  

d i f f e r e n t i a t e d  prod 'bcts  i n  s h o r t  p r o d u c t i o n  r u n s ,  each: t o  
- 2 

s a t i s f y  t h e  s p e c t r u m  o f  its n a t i o n a l  con8um8r t a s t e s .  T 
1 

c u s t o m s  u n i o n  f o r m a t i o n  permitted t h e  n a c i o p a l  o 1 ~ g o p o l i r t i c  

5 n d ~ s t r i . s  o f  e a c h  c o u n t r y  t o  p e n e t r a t e  t b e  markets cf t h e  
& 

o t h e r s .  I n  t h e  p r o c e s s  n a t i o n a l  i n d u s t r i e s  t e n d e d  t c  d r o p  

c e r t a i n  lines o f  d i f f e r e n t i a t e d  p & d u c t s  fo r  which members were 

a b l e  ty s u p p l y .  close' s u b s t i t u t e s  a t  a l o w e r  p r i c e ,  w h i l e  t h e y  

qxpanded  o u t p u t  of p r o d o c t  l i n e s  t h a t  t h e y  c o u l d  s e l l  a b r o a d  

- _ J  

- , - 
Row i t  r ial  n o t  be r e a l l o n a b l o  t o  e x p e c t  t h a t  

- .  
C 

' p r o d u c t i o n  w i t h i n  v e r y  sbort p e r i o d s  pf t i m e .  They h a v e  t o  ' , - 
f i g u r e  o u t  t h e i r  c o m p a r a t i v e  a d v i n t a g e s  i n  specif ic  l i n e s  ,of 

I .  . . 
p t o d u c t i e n .  Also t h e y  m a d  time ta.  make necessary c b a n g e a  i n ; .  

C 

p l a n t  s i z e s  t o  cat.r f c r t h e  w i d e r b i i r k o t  i h  the l ines '& . :  
p r o d u c t f o d  i n -  which  t h e y  e v e n t u a l l y  s p y z i a l i ~ , .  Jn  -some cases, ' 

t h c i 4 r i q h t  h a v e  ;to f u l f i l  c o n t r a s t g ' f +  d e l d v e r y  f a r  th. a r d o r s '  :-- . 



To sum up, i t  appears from m y  analysis that the f i r s t  

impact of the EEC took t h e  f o r m  of t r a d e  d i v e r s i o n  while t h e  

t r a d e  c r e a t i o n  effect fcllowed w i t h  a lag. Since the  p a t t e r n  

of  thess c o e f f i c i e n t s  i s  t h e  c r u x  of t h e  study, f u r t h e r  

s t a t i s t i c a l  i n v e s t i g a t i o n  was u n d e r t a k s n  t o  test  f o r  t h e  claimed 

chauqes i n  t h e  coefficients of t h e  dummy var iables .  

First, the e s t i a a  t e d  coefficients were regressed upon a 

d u r ~ y  (i.o. Y = a + a D where Y a r s  the estimated 
i 0 1  i 

c o e f f i c i e n t s  of t h e  dummy variables f r o m  t h e  y e a r l y  

regressions a n d  D = 0 f o r  pre- in tegca t ion  p e r i o d  and D= l t o r  t h e  

p o s t  i n t e g r a t i o n  p e r i o d ) .  T h e  p r o c e d u r e  may have scme 

qualifications an t h e o r t i c a l  g r o u n d s .  Howsve r ,  I believe t h a t  

i t  i s  l s g i t i m a t e  a t  least t o  test t h e  t v e x i s t e n c e ' 9  or 

g 1 ~ ~ n - 3 ~ i ~ t a n c e w  of an e f f e c t ,  a s p e c i a l l y  when t h i s  is n o t  the 

o n l y  test u s e d .  T h i s  regression q i v e s  t h a  f o l l o w i n g  results: 

Y = U.US - 0.285 D f o r  t h e  t rade  d i v e r s i o n  dumay 13.6) 
i ( - 5 . 8 )  

Y = 0.57 + 0.177 D for t h e  trade c r e a t i o n  d u i ~ y  (3.7) 
i (2 .81)  

The Durbin Watson S t a t i s t i c s  were 0 - 6 7  and 0.51 r e s p e c t i v e l y ,  

T h a t  i n d i c a t e s  p r e s e n c e  o f  s e r i a l  correlation u b i c b  i s  t c  be 

e x p e c t e d  because, a s  I noted earlier, on theoretical grounds we 

woulb enpact the pattern of c o e f f i c i e n t s  t o  be curulatiwe which 

is coiafiraed by a low D.H. s tat ist ic.  I t  aay be saphasized t h a t  

Z am not "est irat inqn parameter values Fraa t h i s  equation. I 



Second, the meet important and concludve eviderce was 

obtained by pooliog tho cross-section, time n r i e s  data and 

r u n n i n g  a reqressfoa on the -8400 obssrvations thus obtaiaod, 

u s i n g  the d o r r y  for tho integration poriod and allowirp tho 

cooff ic ient8 t o  vary. T b i e  i s  perhaps, t h e  beat t o a t  mince it 

uses a l l  tho information,[ 18)  T I 0  corplote rmsrltm of tlria 

raqroosion are  reported i n  Appaodix t a b l e  A3.2. Bere I u i s b  

s i m p l y  t o  note t h a t  the? confirm my observations canc@rrfnq C 
s iqni f icant  t radc  creaticn and t rade diversion offocta  of tha 

BEC 
coeff ic ien t  of tha TuD uas s i g n i f i c r n  tly smaller . 

i n  the post integrat ion period as comparod to  tho 

pro-intergration period (by a  factor of -0,244 r i t b  an 1 wrlae 

CBC 
14,63), Also the coef f ic ien t  of the TCD wao considorab&y 

bigger i n  t h e  post-intergratioil  p r i o d  ( b y  a  f ac to f  of 0.269 w i t h  

an P value of 4.435). 

A p a r a l l e l  mtaminatior of the  dummy variablas t o t  t h o  WTA 

rave.& t h a t  the pattmrn of coefficients is a  l t t t l o  less c lear .  

@a obwtv* l a  Table 3.3 tha t  i n  the  pro-intagratior poriod tho 

B I I I  
TDD s t a r t s  r i t h  a  positiwe and s i g a i f i a n t  c o o f f k i e ~ t  i n  

t i e  p r 8  1951-52, It b.core8 ias ignif icant 'a 'gain i e  1957-59. I n  



-d 

a d d i t i o n ,  t h e  c o e f f i c i e n t  seems 'go h a v e  a n  i n c r d a s i n g  . t i e n d  - 
d u r i n g  1953-59.  Compared t o  t h i s ,  i n  t h e  p o s t  - i n t e g r a t i o n  p e r i o d  

it Is c o n s i s t e n t l y  i n s i g n i f i c a n t  ( w i t h  t h e  e x c e p t i o n  o f  1960) a n d  

a l s o  d e c r e a s e s  i n  s i z e .  Thfs  t r e n d ,  I b e l i e v e ,  d o e s  i n d i c a t e  a  

t r a d e  d i v e r s i o n  of t h e  EPTA i t e n  t h o u g h  it a p p e a r s  t o  be  weaker  

t h a n  t h e  c c r e s p o n d i n g  e f f e c t  o f  t h e  EEC. 

The same r e s u l t  i .e., a  less p r o n o u n c e d  e f f e c t  o f  t h e  EPTA 

EPTA 
t h a n  t h a t  o f  t h e  EEC, emerges from a n  a n a l y s i s ' o f  TCD '. 
Its c o e f f i c i e n t  i s  s i g n i f i c a n t  b o t h  i n  t h e  pte- a n d  p o s t  - 
i n t e g r a t i o n  p e r i o d s  a n d  i q  p o s i t i v e  t h r o u g h o u t .  S i m i l a r  to t h e  

t r a d e  c r e a t i o n  dummy f c r  t h e  EEC i t  s h o w s  a n  i n c r e a s e  o n l y  a t t e r  

e a l a g  b u t  e v e n  t h e n  d o e s  n o t  show a s i g n i f i c a n t  i n c r e a s e .  I 

f f p d  i t  h a r d  to b e l i e v e  t h a t  t h e  EPTA h a d  a n y  s i g n i f i c a n t  t r a d e  

c r e a t i o n  e f f e c t .  

Thus ,  a  c o m p a r i s o n  o f  t h e  BBC a n d  t - h e  E l T A  e f f e c t s  would 

i n d f c a t s  t h a t  t h e  LEC has a more p r o n o u n c e d  e f f e c t  o n  t r a d e  
. 

flows. T h i s  f i n d i n g  i s  i n  c o n f o r m i t y  w i t h  t h e  t h e c r e t i c a l  

o x p e c t a t i o n  e x p r e s s e d  t y  many e c o n o m i s t s  a s  t o  t o  t h e  

d i f f e r e n t i a l  e f f e c t s  o f  t h e  LEC a n d  t h e  BPTA. 

on t h e o r e t i c a l  g r c u n d s  some s t u d i e s [  201 h a d  j u d g e d  much 

e a r l i e r .  t h a t  t h e  f o r m a t i o n  of t h e  BPTA would h a t e  a smaller 

e c o n o m i c  e f f e c t  t h a n  t h a t  of t h o  BBC. On t h e  bas t s  of J a c o b  



V i n s r  a n d  J a m e s  H e a d e ' s  c r i t e r i a  f o r  d e t e r m i n f  n g  t h e  e f f e c t s  

of c u s t o m s  u n i o n s ,  t h e  EFT1 e m e r g e s  a s  n o t a b l y  i n f e r i o r  t o  t h e  

EEC o n  v i r t u a l l y  a l l  c c u n t s .  F i r s t ,  it is s o m e u h a t  s m a l l e r  1 4  

1 p o p u l a t i o n ,  p r o d u c t i o n  a p d  t r a d e  a n d  t h u s  h a  smaller p o t e n t i a l  

s c o p e  f o r  p r o m o t i n g  r e g i c n a l  a n d  i n d u s t r i a l  s p e c i a l i z a t i c n  a n d  

c a n  b e n e f i t  fewsr p e o p l e .  S e c o n d ,  t h e  EtC h a s  i m p c s e d  a  Common 

E x t e r n a l  T a r i f f  o n  i m p c r t s  from t h e  non-member c c u n t r i e s  w h e r e a s  I 

t h e  EPTA i n  p r i n c i p l e  l e a v e s  t h e  e x t e r n a l  t a r i f f s  a s  t h e y  were 

b e f o r e .  T h i r d ,  t h e r e  a r e  c e r t a i n  i n d i r e c t  i n d i c a t i c n e  t h a t  t h e  

s p r e a d  o f  c o s t s  w i t h i n  p r o t e c t e d  i n d u s t r i e s  o f  t h e  same k i n d  i n  

t h e  EEC i s  g r e a t e r  t h a n  i n  t h o s e  o f  t h e  EFTA. V i n e r  c o n s i d e r g  

t h i s  some m o a s u r e  o f  t h o  p o t e n t i a l  g a i n s  f r o m  a c u s t o m s  a n i o n ,  

s i n c e  a  w i d 9  s p r e a d  cf c o s t s  means t h a t  t h e  w i t h d r a w a l  c f  

p r o + e c t f v e  b a r r i e r s  w i l l  l e a d  t o  t h e  e l i m i n a t i c n  o f  more  

u n e c o n o m i c  h i g h  cos t  p r o d u c t i o n  a n d  t h e  a c h i e v e m e n t  cf more 

s p e c i a l i z a t i o n  a l o n g  t h e  l i n e s  of c o m p a r a t i v e  a d v a n t a g e .  F o u r t h ,  

t h e  f a c t  t h a t  t h e  d e g r e e  of i n t e r n a l  p r o d u c t  s u b s t i t u t a b i l i t y  i s  

much h i g h e r  w i t h i n  t h e  EEC t h a n  i n  t h e  EPTA s h o u l d  a l s o  mean 

t h a t  a  c u s t o m s  u n i o n  w i l l  s t i m u l a t e  more c o m p e t i t i c n ,  h a r e  a  

g r e a t e r  effect i n  d i s p l a c i n g  u n e c o n o m i c  u n i t s ,  a n d  l e a d  t o  

g r e a t e r  g a i n e  f n  s t i ' m u l a t i n g  e c o n o m i e s  of large s c a l e  p r o d u c t i o n  

a l o n g  l i n e s  cf c o m p a r a t i v e  a d v a n t a g e .  

I n  a d d i t i o n  t o  t h e  effects  a n a l y z e d  a b o v e ,  which  a r e  

d i r e c t l y  c o n c e r n e d  w i t h  t r a d e  flows, it i s  i m p o r t a n t  t o  recal l  



t h a t  t h e  EPTA l a c k s  c e r t a i n  b r o a d  f e a t u r e s  o f  a n  e c o r c m i c  u n i o n  
% . 

found  i n  t h o  E t C ,  such  a s  l i b e r a l i z a t i o n  of  c a p i t a l  a n a  l a b o u r  

movements, c a - o r d i n a t i c n  o f  economic  s t a b i l i t y  and  g r o u t h  

p o l i c i e s ,  j o i n t  i n v e s t m e n t  f u n d s  and  p o l i c i e s ,  t h e  r e s t r a i n t s  on 
C 

g o v e r n m e n t a l  o r  p r i v a t e  measu res  h a v i n g  d i s c r i m i n a t o r y  o r  

r e s t r i c t i v e  e f f e c t s  w h i c h  migh t  o f f s e t ,  replace, o r  n u l l i f y  t h e  

b e n e f i t s  of  t h e  r e m o v a l  o f  r e s t r a i n t s  on t r a d e  and  e s p e c i a l l y  t h e  

a d o p t i o n  of  t h e  Common A g r i c u l t u r a l  P o l i c y .  I t e n d  t o  agree w i t h  

E m i l e  B e n o i t  @,s view t h a t . ' t  hese f a c t o r s  a r e  f a r  mcre i m p o r t a n t  

t h a n  t h e  e f f e c t s  o f  a r p  r e t t r u c t u r i n g  o f  t r a d e . [ 2 1  ] 

B e f o r e  c l o s i n g  this d i s c u s s i o n  I would l i k e  t c  ment ion t h a t  

a d d i t i o n a l  tests s i m i l a r  t o  t h e  o n e s  c o n d u c t e d  fcr  t h e  EEC were 

u n d e r t a k e n  f c r  t h e  E l T A  t o  t e s t  f o r  t h e  c l a i m e d  c h a n g e s .  ' They 

c o n f i r m  t h e  above  r e s u l t s .  Second,  i n  o r d e r  t o  ~ r c v i d e  some i d e a  
L 

cf t h e ' d o l l a r  v a l u e  of t h e  g r o s s  t r a d e  c r e a t i c n  and  grosr  t r a d e  

d i v e r s i o n ,  I used  . t h e  c o e f f i c i e n t s  o f  t h e  r e l e v a n t  dummy 

v a r i a b l e s  t o  e s t i m a t e  t h e  h y p o t h e t i c a l  t r a d e  i n  1970. The  

e v i d e n c e  p r o v i d e d  i n  t h e  abova  p a g e s  i n d i c a t e  t h a t  t h e  t r a d e  

among t h e  mambers of t h e  BSC i n c r e a s e d  by a f a c t o r  o f  0.2 b e c a u s e  

of  t h e  i n t o g r a t i o n  a n d  t h e  i m p o r t s  from e x t r a - a r e a  d e c r e a s e d  by a  

f a c t o r  o f  0 .25.[22]  Thua t h e  a c t u a l  t r a d e  i n  1970 d i v i d e d  by 

1.2  p r o v i d e  an o s t i m & e  of t h e  h y p o t h e t i c a l  I m p o r t s  trcm i 

i n t r a - a r e a .  S i m i l a r l y  a c t u a l  1970 i m p o r t s  m a l t i p l i ~ d  by  1.25 I 
I 

I 

& i e  t h e  h y p o t h e t i c a l  imports from e x t r a - a r a a  i n  1970. The 



d i f f e r e n c e  i n  tha hypo the t i ca l  and a c t ~ r a l  Imports is t h e  i n t o  i r 3  

tlon o f f a c t ,  Gross t r a d e  d ive r s ion  was f o u n d  t o  b e  17.1  b ~ l l  1 J I I  

and pros8 t r a b a  c r e a t i o n  t o  tw S8.O b i l l i o n ,  i n  1370 . [22 )  

I n  t h o  promtat model i t  was not poss ib le  t o  emtimate t b p  

p u r e  tr8da c r e a t i o n  and t r a d e  divornion effects d i t o c t l y  u s i n q  

t h e  d u m r ~  v a r i a b l e  t.chniytm. Prom many a s p e c t s  yrosm coacopts  

a r a  mora r e l a v a a t  anyway. For oxample from the nor-marbar point 

of vier it is immater ial  whether t b * i r  e x p o r t s  ha re  been 

d i sp lac .6  by p a r t n e r  e x p o r t s  or  b y  an i n c r e a s e  i n  d o w u t i c  

production. t o r  a e r k r s  too,  l lmds 's  concapts  i m p l y  t h a t  t r a d e  

d i r o r s i o n  w h i c h  d i s p l a c a s  low-cost fore ign  seppl iatm i 8  a i r a d  

w i t h  tha  expansion o f f a c t  of a  p r i c e  docrmase. 

mom a  world p c i n t  of v ie r ,  houovor, i t  i s  of i n t e r e s t  t c  - 
judqe u h t h a r  tha formation of a  p a r t i c u l a r  o r i o r  is a  .oromant 

I 
\ 

towards free t r a d e  ( L o . ,  aboAition of  t a r i f f 8  oa irtrr-ccwmrrnity 
- /' 

*? 
t r a d e )  or towards protectioni8m ( i , o . ,  discr imimat ior  r g a i r r t  

r o n - m k r m )  . Obviously those  a t 0  two rays  of looking a t  tlir' 

s ra*  th iaq ,  Both of t h e  chanqan occur simaltrm.01181 J .  l o r o r e t ,  

it mrkos a comaidorable d i f f a r a a c a  fo r  world wa1tare w h a t h a t  t h e  

t i r a t  o r  tha  . . cord  bas a mora prorourcod o t twct .  A q m @ l i t r t i v e  

docisiom c a r  be r t r i rel  a t  i r  tha c o n t a r t  of orc m o d a l  bj loakiaq 

a t  t b a  u b r q e 8  i n  t h e  .mom o f  the c m f t i c t o m t 8  o t  TCD an4 TeD 

0*9mr A(b * b ) 0 

1 2  



But re know from t h o  previous d i s c u s s i o r ~  t h a t  bb is 3 

1 

measure of q tosa  t r r d e  c r * r t i o n  (GTC) a n d  A b  measures qmss 
2 

where TC denotes pura t r ade  creation, ?D rs pure t r r d e  

d i r e t o i o n  r nd T8 r e p r e ~ e n t o  t r r d a  ero8ioa.  

Mow suppoab A ( b  + b  ) = 0 .  I n  t h r t  c r s a  t C  6 10 * % D + t t  
1 2  

i .a.  , d o a s s t i c  product ion b r s  d isplrcod nob-rembor export8 

i m  t h e  s a n  arount  r r  t h o  p a r t a o r a r  hare displrcmd domestic 

production. Thia H a a s  t h a t  the fotmatioa o f  t bo  raior baa DO 

e f f e c t  an tho  t o t a l  rolamm of mtld t rade .  8a car c a l l  t h i r  t y ~ .  

of economic i n t e g r a t i o n  to be ~ o e u t ~ a ~ ~ .  18 a  airiAat m . H C  -i't 

c a r  bo i r tmrrod t h a t  i f  4 b  *b ) < 0 thar t C  < tB 8.4 t k  
I 2  

tormatlor of tbe union r.dacom t h  ~ 0 1 ~ 8 .  of world t tabo.  The 



A (b * b  ) > 0 ,  tk r  tC > tE ,  t b a  f o r ~ a t i o n  of t b a  union increase;  
1 2  

t b e  v d u o  o f  r o t 1 4  t rad .  and r e  r i l l  c a l l  t h a t  t o  be r 

* p r o - t r a d e  mnior.. 

Le t  oa nor  10. b r  tba  BRC and t h e  RPTh Lave b o b r o d  i n  t h i s  

regard. t a b b e  3.4 q i v o r  t h a  r e l e v a n t  c o e f f i c i e m t r .  





La e x r m i n r t i o n  of T r b  'd 3.b  r e v e a l s  t h a t  Y (=b +b ) 

f n c r e r s * ~  I n  t b q  p r e - i n t m g r r t i o ~  p e r i o d .  I n  t h e  i m m e d i a t e  y e a r  

f o l l o w i n g  i n t e q r a t i q n  I t  rbowr r t e n d e n c y  to d e c l i n e  w h i c h  i s 

c o n s i s t e n t  w i t h  our e a r l i e r  f i n d i n q  t h a t  t h e  immedhte ef fec t  cf 

t h e  CBC r r r  t r a d e  d i v e r t i n g  i n  n r t o r e .  Prom 1362 i t  p i c k s  u p  

a q a i n  as t r a d r  c r e a t i o n  tdcqr p l a c e .  I f  we c o n a i d a t  t h e  e n t i r c  

p e r i o d ,  a n d  t h e  f a c t  t b a t  y e a r 8  1956-58 r o t e  r f f o c t o d  by 

t e m p o r a r y  c h a n g a s  it t a r i f f s  o f  G e r m a n y  a n d  I t a l y  a n d  by  F r e n c h  

d e r a l o r t i o n ,  i t  8-088 t o  me t h a t  b y  a n d  l a r g e  t b o  l o r o p e r a  

Cccncrmic Communi ty  u r r  a n a u ? r r l m  i n  i t s  eftcc? cn wrld t r a d r .  

P e q a r d i n g  I ,  u* notice t h a t  i t  d r o p s  I n  t h e  p o s t - i n t o g r r t f o n  
2 

per iod  a n d  t h e  d r o p  is morq p r o a o u n c w 3  t h a n  t b a t  of I w h i c h  i s  
1 

due m a i n l y  b e c a o s ~  of f a i l u r e  of b t o  r h o u  a n  i n c z e r r e ,  i. a. 
3 

negligible t r a d e  c r e r t i c n  effect i f  a t  a l l .  A r e g r e a r i o a  o f  T 
2 

on a dummy ( 7 1 - + D, w h e r e  D = 0 f o r  1951-53 a n d  
2 2 3 

D = 1 f o r  1360-1370) g i v e 8  t h e  f o l l o r i n g  r e s o l t z  

w h i c h  n r n r  t h a t  7 bar &clired a i q n i f i c a t t l y  i n  t h o  port- 
2 

i n t e q r r t i o n  porid. T h e  p a t t e r n  o t  7, , t h e r ~ t o r o . i r ~ i c r t e s  t h a t  

from t h e  w r l d  p o i n t  a t  tiew,tk B?Th h a s  d e s t r o y d l  ra ro  t r a d e  
t -  

t h a n  i t  ham crortad. !- 



Thus on t h e  b a s i s  o f  t h i s  q u a l i t a t i v e  evidence, i t  c a n  be 

c o n c l u d s d  t h a t  t h e  EEC h a s  b e e n  a " n e u t r a l  t r a d e  u n i c n - h e r e a s  

?he EPTA c a n  be s a i d  + o  be a c  n a n t i -  t r a d e  b l o c w .  I t  must  b e  

remembered,  h.owever,  t h a t  t h e  test  i s  o n l y  a n  a p p r o x i m a t i o n .  



S e c t i o n  5 

A n o t h e r  u s e f u l  f e a t u r e  o f  the p r a s e n t  mode l  l a  t h a t  it i s  

p o s s i k l e  t o  m e a s u r e  t h e  a f f e c t s  o f  t h e  f o r m a t i o n  o f  t h e  PEC and  

t h e  EPTA on i n d i v i d u a l  c c u n t r i e ' s  o r  a  se t  o f  c o n n t r i e s  i n  t h s  

s a h p l e .  A l l  we h a v e  t c  do i s  t o  dummy t h e  o b s e r v a t i o n s  f o r  t h e  

e x p o r t s  of  t h o s e  c o u n t r i e s  t o  t h e  EEC a n d  EPTA s e p a r a t e l y .  The 

coefficients of t h o s e  dummies c a n  t h e n  b e  t e s t e d  f o r  a p o s s i b l e  

c h a n g e  b e t w e e n  t h e  p r e -  2nd p o s t -  i n t e g r a t i o n  p e r i c d s .  

# 

For t h i s  p u r p o s e ,  we s p l i t  o u r  s a m p l e  i n t o  f i v e  r e g i o n a l  

q r o u p s :  (i) EEC (if) EPTA u i i )  Greece, I r e l a n d ,  S p a i n  a n d  T u r k e y  1 
( G I S T )  ( i v )  Canada ,  J a p a n  a n d  U n i t e d  S t a t e s  -(COJ) a n d  ( v )  

A u s t r a l i a  a n d . l e w  Z e a l a n d  (AH). The  f o l l o w i n g  r e g r e s s i c n  was 

t h e n  e s t i m a t e d  f o r  e a c h  o f  t h e  t w e n t y  y e a r s .  

L o q X  = b  + b D  + t C  + b D  + b D  + b D  + t D  + b  D 
i 0 1 1  3 3  - 6 6  7 7 8 8 9 9 10 10 

+ b  D + b  D + b  D + b  l o g D S T + b  l o g y  
11 11 12 12 .13 13 1 4  15 -i 

+ b  l o g  1 + b l o g  Y + b l o g  I + l c g  e 
16 i 17 j 18 1 j 

(3.11) 



A l l  r a r i a b l s s  h a t e  t h e  same meaning a s  i n  t h e  prerious e q u a t i o n  

e x c e p t  t h e  d u m m y  v a r i a b l e s  whose specif ication is g i - e n  i n  t a b l e  

3 . 5 .  The results are r e p o r t e d  i n '  T a b l e  3 .6 .  , I 
T a b l e  3 . 5  

S p e c i f i c a t i o n  f o r  t h e  D u m m y  L V a r i a b l e s  i n  E a a a t i o n  '3.11 1 

D D D D C D D  D D D  
1 3  6 7 8 9 10 1 1  1 2 1 3  

EEC TO EEC 1 0 0 0 0 0 0  0 0  0  I 
EPTA TO EEC 0 - 0  1 0  0 Q 0  0  0 0  

2 
GIST TO EEC 0 0 0 1 0 0 0  0  0 0 ,  - + 

CUJ TO EEC 0 0 0 0 1 0 0  0 0 0  

At1 EEC 0  0  0 ' 0  0 1 0  -0 0  0  

EPTA TO EFTA 0 1 0 0 0 0 0  0  0  0  ! f 

EEC -TO EPTA 0 0 0 0 0 0  1 & 6  0  0  I 
, 

I 
I 

6IST TO EPTA 

CUJ TO EPTA 

AA TO ZFTA 

Eon-EEC, l o n  -EPTA 0 0 0  O / O  0  0  0 0  0  

- to BOE-EEC, Don E?TA e 

r 

9 
- z* -- . - .  - 

- 1 
J .  



1 I n  t h i s  s e c t i o n  r -e  a r e  inte2est d i n  t h e  p a t t e r n  of t h e  

~ o e f  f i c i e n t s  o f  r e g i c n a l  duamies .  The f c u r  regions? d u m i i e a  f o r  

t h o  t lows g o i n g  t o  t h e  LEC from,thb g r o u p  o f  non-memter c o u n t r f e a  
. 

Z 

c o n c e r n e d  a r e  d i s c u s r e d  f i r s t .  T h e  c o e f f i c i e n t  of D6 ( i . e .  t h e  
# 

< 

dummy f o r  t h p  e x p o r t s  o f  the.-EPTA c o u p t r i e s  t o  t h e  BtC) shows  t h e  ' - 
, 

Clea res t  p a t t e r n .  I n  a l l  t h e  p r e - i n t e g r a t i o n  y e a r s  i t  is - 
s f g n i f i c a n t  ht. t h e  0 . 0 t  l e v e l  a n d  h a s  a p o s i t i v e  s i g n .  It a l s o  

- s h o w s  a n  i n c r e a s i n g  t e n d e n c y  a n d  g o e s  a s  h i g h  a8  0 .869  i n  1950.  

I n  1959,  t h , e  f i r s t  y e a r  of S n t b g r a t i o l l , '  it, s u d d e n l y  d r o p s  t c  0 .662  . . . . . 

a n d  k e e p s  o n  d r o p p i n g  i n  l a t e r  ' p e a r s  a n d  g c e s  as lcw a &  0.0.35. 

It a l s o  becomes  i n s i g n i f i c ? a i t  i n  1965. . a n d . t e m a i n s  so i n  t h e  l a t e r  

- y e a r s  w i t h  t h e  e x c e p t t c n  of 1 9 6 6 . .  111 t h i s  i s  a n  d r i d e n c e  o f  t h e  
I' 

* 
f a c t  t b a t  t h e  EEC h i d  a s t r o n g  t r a d e  d i v e r s i o n  e f f e c t  a g a i n s t  t h e  

I 
- An e x a m h a t i o n  cf b ( t h e  c o e f f $ c - i e n t  of t h e  dummy f o r  d 

7 

e x p o r t s  o f  Greece, I r e l a n d ,  S p a i n  arid T u r k e y  t c  EEC) , 'shous no 
I 

t r a d e  O i r e r s i o n  effect %gains t  t h e s e  c d u n t r i i s .  T M s  i s  u k t l y  

wha t  o n e  would  e r p e c t ,  b e c a u s e  most o f  t h e s e  c o u b t r i e r  h a r e  - 
s i g n i d  w ~ d s o e i a t i o g  A g r e e m e n t s m  w i t h  t h e  EEC-. T h e  c o e f f i d i e n t  i s  

i n s i g n i f i c a n t  b o t h  i n  t h e  p r e - i n t e g r a t i o n  a s  u e r l  a s  t h e  * 

p d s t - i n t e g r a t i o n .  y e a r s .  A l s o  t h e  coefficient Seems t o  b e h a r e  
. - 

r a n d o m l y ,  h a t i n g  b o t h  p c s i t i r e  a n d  n e g a t i v e  s i g n s  s p r e a d _ a v e r  t h e  . 
. & k b p l e  p e r i o d 2  The tac t  t h a t  t h e  c o e t f i c h n t  i s  not s i g n i f i c a n t  

i n  t h e  1964-1970 p e r i o d  i a d i c a f o n  t h a t  e i t h e t  t h e ,  ~ i s o c i a t i o n  - 



T a b l e  3 .6  

Coef f i c i en t  Estimates f o r  Dummy Var iab les  i n  Equation 3.11 

(Values shown i n  pa ren thes i s  a r e  t -values)  



# 
A g r e e m e n t s  o f  EEC w i t h  Greece, S p a i n  a n d  T u r k e y  h a d  l i t t l e  t r a d e  

c r e a t i o n  e f f e c t  o r  t h a t  t h e  T C  a n d  TD e f f e c t s  were c a n c e l l e d  o u t .  1 
T h e  c o e f f i c i e n t  o f  t h e  d,ummy f o r  t h e  e x p o r t s  o f  C a n a d a ,  

J a p a n  a n d  O . S .  h a s  a n e c a t i v e  s i g n  t h r o u g h o u t  ( w i t h  t h e  

e x c e p t i o n  o f  1 3 5 7 - 5 8 ) .  Aawever ,  i n  t h e  p o s t  i n t e g r a t i o n  p e r i o d  

bs it d r o p s  s i g n i f i c a n t l y  ( i .  b e c o m e s  a b i g g e r  n e g a t i v e  n u m b e r ) .  

F u r t h e r  i n  t h e  p o s t  i n t e g r a t i o n  p e r i o d  i t  i s  s i g n i f i c a n t  i n  f i v e  
1 

y e a r s  ( a t  l e a s t  a t  t h e  90% s i g n i f i c a n c e  l * v e l )  a n d  n e a r l y  i 1 
s i q n i f i c a n t  i n  a n o t h e r  t w o  y e a r s  w h e r e a s  i n  t h e  p r e - i n t e g r a t i  o n  f 

" 1 
I 

p e r i o d  it was  i n s i g n i f i c a n t  t h r o u g h o u t .  T h i s  l e a d s  me t o  b e l i e v e  

t h a t  t h e  EEC h a d  a t r a d e  d i v e r s i o n  e f f e c t  a g a i n s t  t h e s e  c c u n t r i e s ,  
# 

e v e n  t h o u g h  t h e  e f f e c t  i s  n o t  a s  s t r o n g  a s  a g a i n s t  EPTA 

The l a s t  q r o u p  c f  c c u n t r i e s ,  i .e .  A u s t r a l i a  a n d  New Z e a l a n d ,  

h a v e  c l e a r l y  s u f f e r e d  a  t r a d e  d i v e r s i o n  e f f e c t  o f  t h e  EEC.  

T h e  c o e f f i c i e n t  of  t h e  dummy f o r  t h e  e x p o r t s  o f  t h e s e  c o u n t r i e s  

t o  t h e  EEC is s i g n i f i c a n t  t h r o u g h o u t  t h e  s a m p l e  p e r i o d ,  b u t  

d r o p s  c o n s i d e r a b l y  i n  t h e  p o s t - i n t e g r a t i o n  p e r i o d .  ' I n  t h e  

p r e - i n t e g r a t i o n  p e r i o d  i t  is r o p g h l y  a t  t h e  l e v e l  c f  1.75 w h e r e a s  

i n  1959 ,  t h e  f i r s t  y e a r  c f  i n t e g r a t i o n ,  i t  d r o p s  t c  1 .45  a n d  

t h e r e a f t e r  d r o p s  almos t m o n o t o n i c a l l y  u n t i l  t h e  e n d  o f  tba p o r i o d ,  

g o i n g  a s  l o w  a s  0 .702 .  



To sum u p ,  t h e  f o r m a t i o n  o f  t h e  EEC h a d  a t r a d e  d i v e r s i o n  

e f fec t  a g a i n s t  a l l  non-member c o u n t r i e s  e x c e p t  f o r  Greece, S p a i n  

a n d  T u r k e y ,  which  h a r e  s i g n e d  A s s o c i a t i o n  A g r e e m e n t €  w i t b  t h e  9 E C .  

The e f f e c t  is most  p r o n o u n c e d  a g a i n s t  t h e  EPTA c o u n t r i e s ;  t h e n  

comes A u s t r a l i a  a n d  R e u  Z e a l a n d  f o l l o w e d  by C a n a d a ,  J a p a n  a n d  

t h e  U.S. 

T u r n i n g  t o  t h e  EFTA, we o b s e r v e  a  s imi l . a r  p a t t e r n .  T h e  

t r e n d  o f  t h e  c o e f f i c i e n t  of t h e  dummy f o r  t h e  e x p o r t s  o f  t h e  EEC 

c c u n t r i e s  t o  t h e  EPTA c c u n t r i e s  i s  s e e n  t o  h a t e  a    he no renal 

d e c l i n e  i n  t h e  pos t  i n t e g r a t i o n  p e r i o d .  The c o e f f i c i e n t  i s  

s i g n i f i c a n t  t h r o u g o u t  . t h e  p s r i o d  a n d  seers t c  h a v e  a n  i n c r e a s i n g  

t r e n d  i n  t h e  p r c - i n t e g r a t i o n  p e r i o d .  However,  i n  t h e  p o s t -  

f n t e g r a t i o n  p e r i o d  i t  d r o p s  c o n s i d e r a b l y .  I n  1 3 6 0 ,  t h e  v e r y  

first y e a r  sf i n t e g r a t i o n  i t  f a l l s  f rom 0.394 t o  0 .792.  I n  l a t e r  

p e a r s  i t  d e c l i n e s  a l m o s t  m o n o t o n i c a l l y  a n d  g o e s  a s  l o w  a s  0 .254.  

Thus ,  there i. c l e a r l y  a  t r a d e  d i v e r s i o n  e f f e c t  of t h e  EEC 

a g a i n s t  t h e  EPTI. 

The c o e f f i c i e n t  of t h e  dummy f o r  Greece, I r e l q n d ,  S p a i n  a n d  

T u r k e y  is i n s i g n i f i c a n t  i n  most of t h e  p r e -  a s  well a s  

p o s t - i n t e g r a t i o n  p s r i o d a  a n d  seems +o b e  b e h a v i n g  randomly .  It 

c a n -  be c o n c l u d e d  t h e r e f o r e ,  t h a t  t h e s e  c o u n t r i e s  b i d  n o t  s u f  f e r  

from d i r e r s i c n  e f fec t  cf t h e  EFT&. I b e l i e v e  t h i s  r e s u l t  i s  d u e  

t o  special  t r a d e  l i n k s  b e t w e e n  I r e l a n d  a n d  t h e  U n i t e d  Kingdom. 



T h e , p o s i t i o n  o f  C a n a d a ,  J a p a n  a n d  t h e  O.S. is  a l i t t l e  less 

c iear .  H o v s v e r ,  a c a r e f u l  e x a m i n a t i o n  o f  t h e  p a t t e r n  o f  b 
12 

( t h s  c o e f f i c i e n t  o f  t h e  dummy f o r  t h e s e  c c a n t r i e s l  e x p o r t s  t o  t h e  

EPTA), r t v e a ' l s  t h a t  t h e y  h a r e  a l so  s u f f e r e d  a t r a d e  d i v e r s i o n  

e f f o c t  o f  t h e  EPTA. T h e  n e g a t i v e  c o e f f i c i e n t  was no t  o n l y  

becoming  smaller  i n  t h e  1351-59 p e r i o d ,  b u t  a l s o  i t  became 

i n s i g n i f i c a r t  i n  1957-59.  I n  t h e  p o s t  ' i n t e d a t i o n  p e r i c d  i t  

p i c k s  u p  a g a i n ,  b e c o m e s  s i g n i f i c a n t  a n d  t h e  n e g a t i v e  n u r t e r  g r o w s  

l a r g e r  i n  a b s o l u t e  v a l u e  u n t i l  it r e a c h e s  - 0 . 5 1 5  i n  1363.  

7- 

F i n a l l y ,  we see t b a t  b  , t h e  c o e f f i c i e n t  o f  t h e  dummy 
1 3  

f o r  tde e x p c r t a  o f  A u s t r a l i a  a n d  H e w  Z q a l a n d  i s  p c ~ i t i r e  a n d  b 
s i g n i f i c a n t  i n '  1951-59.. I n  1 9 5 9  it h a s  a v a l u e  o f  0 .442.  I n  

1960 t h a t  d r o p s  t o  0.147 a n d  a l s o  becomes i n s i g n i f i c a n t .  I n  a l l  

l a t e r  y e a r s ,  w i t h  t h e  e x c e p t i o n  of 1969,  it r e m a i n s  

i n s i g n i f i c a n t .  T h i s  p a t t e r n  c o n f i r m s  t h a t  t h e s e  c c n n t r i e s  h a v e  

a l s o  s u f f e r e d  a  t r a d e  d i v e r s i o n  e f f e c t  o f  t h e  f o r m a t i o n  cf t h e  
I 

EFT1 0 

i 

t h e  a n a l y s i s  o f  T a b l e  3.6 p r o v i d e s  a l i t t l e  more i n s i g h t  

t h a n  t h e  e a r l i e r  a n a l y s i s .  Whereas  i t  ccnf i r r s  t h a t  t h e  two  

' E u r o p e a n  t r a d i n g  groups bad b o t h  a t r a d e  d i v e r s i o n  e f f e c t  a g a i n s t  - 
a l l  g r o u p s  of c o u n t r i e s  fn t h e  s a m p l e  ( e x c e p t  G I S T ,  which  has  

4 

s p e c i a l  reascns, n o t e d  a t o r e ) ,  it r e v o a l s  t h a t  t h o  most 

p r o n o u n c e d  effect h a s  been a g a i n a t  e a c h  o t h e r .  



116  . . - ,  
\ 

' A 
T h i s  l a t t o r  r e s u l t  may i n  p a r t  be d u e  t o  t h e  f a c t  t b a t  t h e  

t w o  b l o c s  h a d  a  s u b s t a n ? i a l  p o r t i o n  o f  t Y o i r  t rade . w i t h  t h e  o t h e r  

b l o c  a n d  h e n c e  more c h a n c e s  o f  t rade d i v e r s i o n .  I n  1958,  f o r  

: e x a m p l e ,  17q of t o t a l  EEC i m p o r t s  came f r o m  t h e  EPTA c c u n t r i e s ,  

and 29% o f  t h e  EPTA i n F o r t s  came from t h e  EEC. However,  t h e  

e c o n o m i c  s t r u c t u r e  a n d  t h e  t r a d e  p a t t e r n s  c f  t h e  t r o  g r o u p s  may 

be' more  i m p o r t a n t  i n  e x p l a i n i n g  t h a t  r s s u l t  which  r a g  a n t i c i p a t e d  

by many e c o n o r i s t s .  T b r f e  q u a r t a r s  o f  t h e  e x p o r t s - o f  t h e  EPTA 

c o n s i s t  o f  i t e m s  i n  w h i c h  o n e  p a r t n e r  ( u s u a l l y  t h e  U.K.)  had a  

c l ea r  c o m p a r a t i v e  a d v a n t a g e  a s  m e a s u r e d  by e x p c r t - i m ~ c r t  

r a t i o s .  T h u s ,  t h e  f o r m a t i o n  o f  t h e  EFT& d i d  n o t  s e r i o u s l y  

e n h a n c e  t h e  amount cf c c m p e t i t i o n  i n  t h e  t?TA c o u n t r i e s .  On t h e  

o t h e r  hand,  a b o u t  two t h i r d s  o f  t h e  t r a d e  o f  b o t h  t h e  EEC a n d  

t h e  EPTA c o n s i s t  o f  items i n  which  b o t h  g r o u p s  h a r e  a 

c o m p a r a t i v e  a d v a n t a g e ,  a n d  i n  which  t h e y  a r e  h i g h l y  c o m ~ e t i t i v e .  

T h i s  is p a r t i c u l a r l y  t h e  c a s e  w i t h  r e s p e c t  t o  m a c h i n e r y ,  

c h e m i c a l s ,  a n d  m i s c e l l a n e o u s  m a n u f a c t u r e s  c a t e g o r i e s  i n  which 

t r a d e  b e t w e e n  t h e  EPTA a n d  t h e  E X  was p a r t i c u l a r l y  

f . p o r t a n t . [  2 6 1  

Thus t h e  h i g h  d e g r e e  t o  w h i c h  the t?TA e c o n o m i 8 s  complement  

c n e  a n o t h e r  a n d ,  o n  t h e  c t h e r  hand  t h e  h i g h  d e g r e e  t o  .which t h e y  

are s u b s t i t u t a b l e  f o r  a n d  c o m p e t i t i v e  w i t h  t h o s e  of t h e  BEC, 

p r e s e n t  g r e a t e r  l i k e l i b c o d  of t r a d a  d i v e r s i o n  f c r  L o t h  blocs 

a g a i n s t  e a c h  o t h e r  a n d  l ess  p o s s i b i l i t y  ef t rada c r a a t i o n  i n  t h e  

E m 1  c o u n t r i e s .  



B e f o r e  c o n c l u d i n g  t h i s  c h a p t e r ,  I wish t o  n o t e  t h a t  w h i l e  - . 
my s t u d y  f i n d s  s i g n i f i c a n t  t r a d e  c r e a t i o n  a f fec t  o f  t h o  EEC, i t  

d o e s  n o t  c o n f i r m  t h e  r e s u l t  a r r i v e d  a t  b y  Balassa, K r e i n i n  a n d  

A i t k e n  t h a t  t h e  t r a d e  c r e a t i o n  e x c e e d s  t r a d e  d l v e r s i c n  s e v e r a l  

t ires.  a~ r e s u l t s  a r e  more i n  l i n e  r i t h f h  e s t i m a t e s  g i v e n  by 

R e s n i c k  a n d  Truman which show t h e  t r a d e  d i v e r s i o n  e f f e c t  t o  

e x c e e d  t r a d e  c r e a t i o n .  F u r t h e r m o r e ,  t h e  f i n d i n g  t h a t  t h e  effect 

of t h e  EFTA is n o t  a s  s i g n i f i c a n t  as t h a t  o f  t h e  EEC is i n  

c o n f o r m i t y  w i t h  e a r l i e r  s t u d i e s . [  2 7 1  
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CHAPTER POUR 

* 
THE EEC PqPTECTIVE WALLS 

Tho T r e a t y  of Rome, w h i c h  b r o u g h t  t h e  EBC i n t o  b e i n g ,  

r e q u i r e d  t h e  member. s t a t e s  t o  a d o p t  a  Common E x t e r n a l  T a r i f f  2 

( C E T ) ,  a f t e r  a t r a n s i t i c n a l  p e r i o d .  A s  a l l  t h e  s i x  c c o n t r i e a  

were s i g n a t c r i e s  o f  t h e  G e n e r a l  Agreement  o n  T a r i f f s  a n d  T r a d e ,  

t h e  l e v e l  o f  C E T  c o u l d  n o t  be more p r o t s c t i t e  t h a n  t h e  

n a t i o n a l  t a r i f f s  t h a t  i t  r e p l a c e d .  W i t h i n  t h i s  l i m i t ,  t h e  l o u  

t a r i f f  members e s p e c i a l l y  B e n e l u x ,  d e s i r e d  CET t o  be  v e r y  low s o  

a s  t o  p r o t e c t  t h e i r  i m p c r t - u s i n g  c o n s u m e r s  a n d  p r o d u c e r s .  On t h e  

o t h e r  hand, .  the h i g h  t a r i f f  members- -Prance  a n d  I t a l y - - w a n t e d  

i t  td be h i g h e r ,  so a s  t o  p r o t e c t  t h e i r  p r o d u c e r s  o f  i m p o r t - -  

c o m p e t i n g  g o o d s .  T h e  a r o h i t e c t s  o f  t h e  EBC w r e s t k e d  f o r  a  l o n g  

time w i t h  t h i s  i s s u e ,  sc a s  t o  r e a c h  a n  a g r e e m & t  a c c e p t a t l e  t o  

b o t h  p a r t i e s .  I n  t h e  e n d  t h e y  d e c i d e d  t h a t ,  a f t e r  making  some 

i m p o r t a n t  e x c e p t i o n s  t o  t a k a  a c c o u n t  of h i g h l y  v a l u e d  n a t i o n a l  

i n t e r e s t s ,  t h e  r u l e  f o r  d e t e r m i n i n g  t h e  CE? s h o u l d  be t h e  s i m p l e  

a n w e i g h t e d  a r i t h m e t i c  average of t h e  rates  of t h a  m e s b e r r  a s  o n  

J a n u a r y  1, 1957, w i t h  B e n a l u x  c o u n t i n g  a s  o n e  area. T h i s  i m p l i e s  



, 

a n  mopward a ~ s t m e n t ~  f c r  c o u n t r i e s  h a v i n g  l o w  t a r i f f s  and  a  

~ d o w n r a r d  a d j o s t m e n t m  f c r  c o u n t r i e s  h a v i n g  h i g h  t a r i f f s  
L 

p r e v i o u s l y .  T h e  Common E x t e r n a l  Tar i f f  e n v i s a g e d  by. t h i s  f o r m u l a  
- 

was t o  b e  e s t a b l i s h e d  i n  f i v e  s t e p s  e n d i n g  o n  J u l y  1, 1968.t 1 1  
C 

Whether  o r  n o t  CBT i s  more p r o t e c t i v e ,  i t  c a r t a i n l y  
1 

i n v o l v e s  d i s o r i m i n a t i o n  a g a i n s t  o u t s i d e r s  a n d  p l a c e s  t h e  - 
a e m b e r e  a t  a  r e l a t i v e l y  a d v a n t a g e o u s  p o s t t i o n .  T h i s  c h a p t e r  

i r e v i e w s  some cf t h e s e  i s s u e s .  I n  t h e  n s x t  s e c t i c n  t h e  

i n c i d e n c e  o f  t h e  Common E r t e r r i a l  T a r i f f  a n d  t h e  c o n c e r t  c f  
* 

"rate  o f  d i s c r i m l n a t i o n n  a g a i n s t  o u t s i d e r s  are  d i s c u s s e d .  A s  

a c a s e  s t u d y  t h e  r a t e  o f  d i s c r i m i n a t i o n  a g a i n s t  ~ a k i s t a n  has 

b e e n  c a l c u l a t e d . '  I n  s e c t i o n  t h r e e ,  t h e  s h c r t c o m i n g  t c f  m r a t e  

of d i s c r i m i n a t i o n "  a r e  c u t l i n e d  a n d  i n  t h e  n e x t  s e c t i o n  a  new 

c o n c e p t ,  " d e g r e e  o f  p r e f e r e n c e *  is d e v e l o ~ e d  a n d  e s t i m a t e d  

u s i n g  t h e  model  d e v e l c p e d  i n  c h a p t e r  t h r e e  w i t h  a s l i g h t  

m o d i f i c a t i o n .  



The  Community c l a i m e d  t h a t  it had met t h e  GATT r e q u i r e m e n t  

t h a t  CET, n s h o u l d  n o t  h a v e  a more p r o t e c t i v e  e f f e c t  t h a n  t h e  

n a t i o n a l  t a r i f f s  it r e p l a c e d m .  B u t  t h e  o t h e r  c o u n t r i e s  

c o n s i d e r e d  t h i s  c o n t e n t i o n  t o  b e ' u n a c c e p t a b l e .  T h e y  a r g u e d ,  

f i rst ,  t h a t  t h e  'GATT r u l e r  demanded,  n o t  t h e  u n w e i g h t e d  a r i t h m e t f c  

mean b u t  a  w e i g h t s d  ' o n e .  They  m a i n t a i n e d  t h a t  t h e  s i m p l e  .. 

a r i t h m e t i c  mean would  t e n d  t o  .hare a n  upward b i a s  b e c a u s e  t h e  

I .  h i q h  r a t e s  cf Pranccr a n d  I t  y  would b e  g i v e n  , a s  much w e i g h t  a s  

the low o n e s  o f  B e n e l u x  a n d  Germany, even t h o u g h  t h e  vclume o f  

t r a d e  o f  t h e  l a t t e r  was g r e a t e r  t h a n  t h a t  o f  t h e  former. 
u 

Some s t u d i e s  were made i n  t h i s  c o n n e c t i o n .  I. P r a n k ,  o n  t h e  

b a s t s  o f  i n c o m p l e t e  d a t a ,  t e n t a t i v e l y  c c n c l n d e d  t h a t  t h e  w e i g h t e d  

i n d e x  p r o b a b l y  y i e l d e d  a  lower Common E x t e r n a l  T a r i f f  .[ 2 1  

B a l a s s a  on t h e  o t h e r  h a n d  c o n c l u d e d  t h a t  t h e r e  o a r  no s i g n i f i c a n t  

d i f f e r e n c e s .  [ 3 1  F l h i l e  B. Einshaw u s i n g  d i f f e r e n t  y e a r s  f c r  

c o m p a r i & n ,  f o u n d  t h e  w e i g h t e d  l ev01  t o  be  s u b s t a n t i a l l y  lower i f  



a l l  goods  were i n c l u d e d ,  b u t  o n l y  s l i g h t l y  lower 'fur manufac tu red  

S e c o n d l y ,  some a n a l y s t s  n o t e d  t h a t  e v e n  i f  t h e  t r a d e  i n  a  

g i v e n  p r o d u c t  was e v e n 1  y d i s t r i  b o t e d  o v e r ,  t h e  s i x ,  a  t e n .  p e r  c e n t  

i n c r e a s e  i n  t h e  d u t i e s  cf some might  v e r y  well d e c r e a s e  i r ~ o r t s  t 

more t h a n  a  t e n  p e r  c e n t  d e c r e a s e  i n  o t h e r ' s  d u t i e s  v c u l d  

i n c r e a s e  t h e m .  T h i s  c o u l d  happen b e c a u s e  t h e  d e c r e a s e  r i g h t  

be  s i m p l y  r emor fng  e x c e s s  p r o t e c t i o n ,  o r  b e c a u s e  t he re  was no  

e s t a b l i s h e d  market  i n  t h a t  c o u n t r y ,  o r  b e c a u s e  t h e  demand' was - 
p r i c e  i n e l a s t i c ,  w h i l e  t h e  i n c r e a s e  might  add e f f e c t i v e  

p r o t e c t i o n  i n  t h o  o t h e r .  

T h i r d l y ,  it was r e a l i z e d  t h a t  i n  c a l c u l a t i n g  t b e  a r i t h n e t b  

a v e r a g e s  t h e  S i x  i n t e n d e d  to  u s e  t h e  d u t i e s  w h i c h  t b e y  had a 7 
0 

N l e g a l n  r i g h t  t c  u s e  as cf  J a n u a r y  1, 1357. These  ra tes  -re, d 

however,  i n  many cases a p p r e c i a b l y  above  t h e  r a t e s  m a c t u a l l y  

b e i n g  a p p l i e d  a t . f h e  d a t e .  T h i s  was s o ,  l a r g e l y  b e c a u s e  t h e  

c a l c u l a t i o n s  d i d  n o t  t a k e  i n t o  a c c o u n t  t h e  25 p e r  cent w b o d n e s a  
a 

c y c l e w  r e d u c t i o n  by Germany i n  1957 o r  t h e  a p p r o x i m a t e l y  10 pe r  
\ .  

c e n t  c u t  i n  t h e  I t a l i a n  t a r i f f .  

I n  t h i s  r o s p c t  a  GATT Working P a r t y  S o n t a t i r e l y  c o n c l u d e d  

t h a t  t h e  g e n e r a l  i n c i d e n c e  o f  tbo Common B x t e r n a l  

imports i n t o  t h e  C o m o n  l a r k e t  p r o b a b l y  r a  over -? 
T a r i f f  on - 
( t y  ' about  t e n  



8 

p t r  c e n t ,  Commn R a r k e t  spokesmans sa id )  t h a n  t h e  gene t . a l  - - - - . a - -  - - 
h .  

i n c i d e n c e  of  legal  c r  bound r a t e s  i n  .ember g t a t e s . * &  -the bab; . ' - . .  
date .  m t  i t  seemod to be h i g h e r  {dnd io r  so.4 c o u n t r i e s  Yt was 

r & 

s a i d  t o  work out t o  a s  much a s  30 - 40% h i g h e r )  t h a n  t h e  g e n e r a l  

i n c i d e n c e  o f  t h e  r a t e s  a c t u a l 1  e n m d t e r e d  by e x p o r t e r s  t o  t h e  X . . 
/ 

Common Rarket c o u n t r ' l e s  on J a n u a r y  1, .1'957;[5 ] ~ e c a u s e  ' t h e  l e g a l  

p o s i t i o n  i n  this matter was n o t  c l e a r ,  t h e  i s s u e  could .  n o t  b e  

F i n a l l y ,  it was m a i n t a i n e d  t h a t  the p t o v i s i o n  t h a t  members 

would no" f a c e  $0 r e s t r i c t i o n s  i n  t r a d e  wiy e a c h  o t h e r  meant 

# h a t  fo r  some g o o d s  a n y  Common E x t e r n a l  T a r i f f ,  however l o r  i t  

may be, r e p r e s e n t s  a n  i n c r e a s e  i n  t h e  e f f e c t i v e  ~ r o t e c t i o n  

a g a i n s t  t h e  nch-members. 

T h e  e l i m i n a t i o n  of t a r i f f s  on i n t r a - B t C  t r a d e  and  t h e  

g r a n t i n g  o f  t r e a t m e n t  by t h e  ~ o m m o n i t y  t o  

i m p o r t s  from rembors (aOCI), o b i l i  

m a i n t a i n i n g  a  c o n o d e r n a l  t ~ i f f ,  i n t r d d u c o s  an e l e m e n t  of 
7- 

d i s c r i m i n a t i o n  a $ a i n s t  t h i r d  c o u n t r i e s .  T i n b e r g e n  has-. 

1 - i n v a s t i g a t e d  t h i s  impact of t h o  BBC. ~e - d a f i n a d  t h e  "rate 6f' 
-L 

 discrimination^ a s  t h e  d # f f a r o n c o  b e t o o e n  t h o  i m p o r t  @tion *- 
, - 

l o v i e d  on i ~ p o r t s  from o u t s i d a r  c o u n t r i e s  and  t h e  b t i a a  impoiwl .  
f 



I 

a s  a n  a v e r a g e  o n  a l l  i m ~ o r t s .  The l a t t e r  c o n s i s t  p a r t l y  cf 

impcrts i n t o  t h e  EEC f r o m  p a r b n e r  c o u n t r i e s  a n d  t h e  a s s o c i a t e d  

o v e r s e a s  members a n d  e x t e n t  a r e  e x e m p t  from t a r i f f s .  
-, 

. I n  g e n e r a l  t h e  v a r i e s  b e t w e e n  z e r o  ( i f  a l l  

imports of t h e  given commcdi ty  o r g i n a t e  w i t h i n  t h e  EEC a n d  . 
AOH) a n d  t h e  Commor E x t e r n a l  T a r i f f  r a t e  ( i f  a l l  i m ~ o r t s  o f  a  

commodi ty  o r i g i n a t e  o u t s i d e  t h e  Community a n d  t h e  ACM 

c o u n t r i e s )  . 

A c c o r d i n g  t o  T i n b e r g i n ' s  a n a l y s i s ,  t h e  l e v e l  o f  the  r a t e  cf 

d i s c r i m i n a t i o n  f o r  a n y  t h i r d * c o u n t r y  d e p e n d s  o n  t h e  f o l l o w i n g  . , 

i m p c r t a n t  f a c t o r e  /" 

( 2 )  T h e  m a g n i t u d e  o f  t h e  c c n n t r y 8 s  e r F o r t s  t o  t h e  - 
-7 Communi t y .  

(ii) T h e  c q o s i t i o n  o f  t h e  c o u n t r y ' s  e x p o r t s  to- t h e  

Community. / 1 

(iii) T h e  b c i g h t  of t h e  Common E x t e r n a l  T a r i f f  o n  these 
1 

a 
e x p o r t s .  

( i r )  The c o m p e t e t i o n  t o  the c o u n t y  c o n c e r n e d  w i t b i a  thm 

Community a n d  i t s  h s o c i a t e d  S t a t e s .  

Bis a n a l y s i s  r e s u l t e d  i n  t h e  f o l l o w i n g  f i g u r e s  f o r  t h e  "rate of 

d i s c t i m i w t i o n N  i n  t h e  EEC a g a i n s t  v a r i o u s  c o u n t r i e s  on  tbe . C 1  

basis  of 1955 t r a d e  data.[7]  
" 



Table 4 . 1  

Tinbergen's  C a l c u l a t i o n  o f  nRate o f  
D i ~ ~ l l i l i n a t i ~ n ~  i n  t h e  EEC on Exports  o f  Various Ccuhtr ie s  

---- ---- -- --- - 
A u s t r a l i a  - . .  0 .  03 
Anstz ia  '1.52 
B r a z i l  0 . 7 3  * 

' U u r m a  0 . 0 7  
Cylon 0 . 2 1  
Columbia 0 . 5 9  
Cuba 5 . 0 0  
Ecuador 1 . 4 7  
Greece 1 . 8 9  ' 

f coland 0 . 8 0  
Iran 1 . 1 2  
L i b e r i a  0 . 0 0  
Iraq 0 . 2 6  
Hew Zealand 0 . 1 3  
Paki s tan  0 . 0 0  
Portuga l  0 . 5 0  
Saudi Arahia 0 . 0 0  
Spain 1 . 4 9  
Tnrksy 1 . 1 9  
U . A . R .  0 . 1 1  
Yagos lar ia  0 . 8 8  

------U - 

I 



Though T i n b e r g e n ' s  c a l c u l a t i o n s  may n o  l o n g e r  h c l d ,  s i n c e  

h i s  f c r m u l a  was  a p p l i e d  t o  t h e  1955 p a t t e r n  of t r a d e ,  h i s  
C 

f e c h n i q u e  is a  u s e f u l  o n e .  F o r  a n  a s s e s s m e n t  of t h e  c h a n g e d  

s i t u a t i o n  s i c c e  1 9 5 5  fo r  v a r i o u s  c o u n t r i e s ,  i t  i s  n e c e s s a r y  t o  

r e - e v a l u a t e  t h e  w r a t e  o f  d i s c r i m i n a t i o n m .  I n  t h e  f o l l o u i n g  

p a r a q r a p h s  t h e  c h a n g e  i n  t h e  w r a t e  of d i s c r i m i n a t i o n "  a g a i n s t  

P a k i s t a n ' s  e x p o r t s  i s  a n a l y s e d  a s  a cass s t u d y .  

T h e  simple i n f e r e n c s  w h i c h  c a n  b e  d r a w n  frcm t b e  0 . 0 0  r a t e  

3 f  d i s c r i m i n a t i o n  r e p o r t e d  a b o v e ,  i s  t h a t  i n  1 9 5 5  (i) t h e  

m a g n i t u d e  o f  P a k i s t a n ' s  t r a d e  w i t h  t h e  EEC c o u n t r i e s  u a s  v e r y  

small (ii) t h e  c o m m o d i t i e s  e x p o r t e d  by P a k i s t a n  were n o t  h e a v i l y  

p r o t e c t e d .  

I n  1 9 5 5 ,  P a k i s t a n ' s  e x p o r t s  t o  t h e  EEC l a r g e l y  c c n s l k t e d  of 

raw m a t e r i a l s ,  e s p e c i a l l y  c o t t o n  a n d  j u t e ,  on w h i c h  t h e r e  was a 

z e r o  t a r i f f  i n  t h e  EEC c c n n t r i e s  e v e n  p r i c r  t o  t h e  u n i c n ,  a n d  

t h e r e  was a i s o  v i r t u a l l y  n o  c o m p e t i t i o n  t o  Pakistanis e x p o r t s  

w t t h i n  t h e  c o u n t r i e s  t h a t  bow fo rm t h e  EBC. T h e  s i t u a t i o n  h a s  

r a d i c a l l y  c h a n g e d  s i n c e  1955- l o t  o n l y  h a s  t h e  m a g n i t u d e  of 

P a k i s t a n ' s  e x p o r t s  t c  t h e  ECC c o u n t r i e s  i n c r e a s e d  s i g n i f i c a n t l y ,  

b u t  a l s o  t h e  s h a r e  of m a n u f a c t u r e d  goods i n  t h e  t o t a l  o x p o r t u  of 

~ a k i s t a n  h a a  g o n e  ap.  I n  t h e  p r e s e n t  c o n d i t i o n s ,  t h e  "rate o f  

 discrimination^ i n  t h e  Communi ty  a g a i n s t  P a k i s t a n ' s  major 

m a n u f a c t u r e d  e x p o r t s - - c c t t o n  fabrics,  w o o l e n  carpets, l e a t h e r  a n d  

s p o r t s  goads  o t c .  is bi-gh; a s  the t a r i f f  wall i n  tha  



c o m m u n i t y  f o r  t h e s e  g o o d s  is f a i r l y  h i g h  a n d  a f f e c t i v e  c c ; p e t i t i o n  

e x i s t s  i n  t h e  c o m m u n i t y  a g a i n s t  t h e s e  c o m m o d i t i e s .  It  i s  t h e r e -  

f o r e  a p p r o p r i a t e  t o  r e - e v a l u a t e  t h e  r a t e  o f  d i s c r i m i n a t i o n  f o r  

P a k i s t a n ' s  e x p o r t s  t o  t h e  Communi ty  i n  v i e w  of t h e s e  majcr c h a n g e s .  

T h i s  h a s  b e e n  d o n e  o n  1 9 7 0  d a t a  u s i n g  T i n b e r g e n ' s  a ~ p r a c h .  
0 

F o r  a n y  c o m m o d i t y  i, l e t  t h e  Common E x t e r n a l  T a r i f f  b e  t 

( e x p r e s s e d  a s  a  p e r c e n t a g e  o f  t h e  v  l a e  o f  i m p o r t s ) .  L e t  p  b e  f 
the p r o p o r t i o n  o f  i m p o r t s  o f  c o m m o d i t y  i i n t o  the Ccmmuni ty  f r o m  

o t h e r  member c c u ~ t r i e s  a n d  i t s  o v e r s e a s  A s s o c i a t e s ,  s o  t h a t  t h e  

s h a r e  cf i m p o r t s  from i r d  c o u n t r i  $P 

The t h i r d  c c u n t r i e s  pay  t d t h e i r  e x ~ o r t s  while Ccmmuni ty  

a n d  A s s o c i a t e  s u p p l i e r s  p a y  0 ,  so t h a t -  t h e  a v e r a g e  r a t e  f c r  

i m p o r t s  o f  c o m m o d i t y  i i n t o  t h e  EEC i s  0  F + t ( 1 - p )  = t ( 1 - p ) .  

Tho  r a t e  o f  d i s c c i m i n a t f o n  i s  t h e  d i f f $ r e n c e  b e t w e e n  t h e  d u t y  

u a t d  b y  a  t h i r d  c o u n t r y  ( t )  a n d  t h e  m a r e r a g e n  d u t y  p a i d  cn 

f m p c r t s  o f  t h a t  c o m m o d i t y  i n t o  t h e  Communi ty  i.e., t h e  r a t e  c f  1 
d f s c r i m i n a t i o n  i s  t - t (1-p) = t p .  

T h u s ,  i f  t h e r e  are n o  s u p p l i e r s  of  t h e  c o m m o d i t y  w i t h i n  t h e  

ccmmun'ty a n d  i t s  assoc ia tes  i . e . ,  p  = 0 ,  t h e  r a t e  cf 

3 i s c r i m i n a t i o n  f a  a l s o  zero. S i a i l a r l y  i f  p - 1 t h e n  t h e  r a t e  of 

d i s c r i m i n a t i c n  is e q u a l  t o  t. The l a r g e r  the s h a r e  o f  Ccmmuni ty  

s u p p l i e r s ,  t h e  more t h e  r a t 0  of d i s c r i m i n a t i o n  a ~ p r o a c h e 8  t h e  

Common t x t e r n a l  T a r i f f .  



th 8VOC89a sa t e  of discrimioatiom rqrimmt r r l  corrtry i 

can ba crlcrL8ted mitbor ra  simple r r i t b w t i c  awetago of t b e  

ratmr of d i r c r i m i u t i m a  ayairat  the  commobit~ea that  cora t ry  i 

1 B 
I00 = - Z 'rob 

I i - 1  i 

cooat t f  aad rod i8  the r r t a  of d i .c r i r inr t ioa  rgrir8t 
i ,  

Ir l ta tu t ive ly ,  ROD can k crlcolr ted am tho miqbted 

a re raw of the  r r t ea  of di8crimiratiom tor  irbiridmrl 

commoditias, the roiyhts b i n 9  tLa r a l w a  of arpor t r  of each 

commodity to t h o  comronitr from country i .  i.e., 

rhore t s tarda  for a l l  enports by coantr j  i to tk 
C 

i 

ma renl ta  et U a n  craA~8htiorr r t a  t e p t u d  &a tablo 6.2. 

It i r  m..r t b 8 t  tba  rrwoighto4 rvaraqa tat@ d dhex&.mhatl8m 
' 

-mar om8 t o  k 3.2 pat mrt a.1 tho might04 8rat.W t o  k 2.2 
< 

par r t ,  which i r  q d t o  biqb e a a ( w n d  t o  -to pa t  coat that  

t i .boqm arm mp with. 



Table 4.2 
CALCULATIONS OF "RATE OF DISCR~NINATION"  I N  THE EEC ON EXPORTS 

PRU4 PAKIS'CAN I N  1970 
C 

Imports  i n t o  EEC From 
(US Thousand Do l l a r s )  

Commodities World EEC Associated ROW Average Duty Duty on Rate of  Volume 
T e r r i t o r i e s  on imports  Imports Disc rim- of Imports 

from Pak. i n a t i o n  from Pak. 
i 1 

t ( l  - P) t rod V rod , V 
1 C i c 

- 
R a w  Cotton 560097 17073 161835 381 189 0 0 0 2 90 7 0 
Cot ton  Fab r i c s  340561 201581 5080 1 33 900 6 15 9 2287 205R3 
Hides & Skins  380597 87132 10107 283358 0 0 0 83 3 0 
Leather  262318 138085 2205 122028 1.4 3 1.6 16383 26213 
Footwear 446988 372225 2 985 71718 1.3 R 6b 7 72 0 4824 
Kedica l  Ins t ruments  80271 34238 - 46033 4.6 8 3.4 494 1680 
Fi sh  & Prepa ra t i ons  431518 143784 295R6 2 582 48 7.2 12 4.8 700 3360 
Rice  56229 17474 10210 37545 6.9 12  5.1 1051 51 
Woolen Carpe ts  127817 2P26 2112 122879 2 3 2 4 1 .O 4308 4308 

(knot ted)  
Wool & Animal h a i r  672213 169122 118550 384541 0 0 0 467 0 
S p o r t s  Goods 68263 24632 - 3863 1 6.1 10 3.9 1824 71 14 

.. 
f - 

rod V 
1 35.5 i c 

ROD = -- C rod = ---- = 3.2 We igh  t ed ROD = ----------- 
N 1 11 V 

C 



x t l ~ n  3 

Pfber P r o t e c t i v e  Pevfces 

So f a r  we h a v e  d i s c u s s e d  t h e  t a r i f f  b a r r i e r s  i n  t h e  EEC 

a g a i n s t  o u t s i d e r s .  But t h e r e  a r e  o t h e r  p r o t e c t i v e  d e v i c e s  w h i c h  
/ 

i n c r e a s e  t h e  d i s c r i m i n a t i c n  a g a i n s t  o u t s i d e r s .  There a r e  .any 

s u c h  t e c h n i q u e s ,  b u t  h e r e  we rill b r i e f l y  d i s c u s s  t b e  t w o  most 

i m p o r t a n t  o n e s  a p p l i e d  by t h e  EEC: (i) q u c t a  r e s t r i c t i c n s  a n d  (ii) 

T h e  Common A g r i c u l t u r a l  P o l i c y .  

Q u o t a  Asgttgg_s. In  s p i t e  c f  the p r o g r s s s  i n  i m p o r t  

l i b e r a l i z a t i o n  u n d e r  t h e  a e g i s  o f  t h e  General A g r e e m e n t  o n  

T a r i f f s  a n d  T r a d e  a n d  o t h e r  w o r l d  f c r u ~ s ,  i n d u s t r i a l i z e d  

c o u n t r i e s  i n c l u d i n g  t h e  EEC c o n t i n u e  t o  m a i n t a i n  q u a n t i t a t i v e  

r e s t r i c t i o n s  o n  many g o o d s  w h i c h  a r e  o f  i n t e r e s t  t o  d e v e l c p i n g  

c o n r < r i e s .  T a r i f f  walls ,  i f  n o t  too h i g h ,  c a n  t o  some  e x t e n t  b e  

crossed o v e r  b y  p r o v i n g  a f f i c i e n c y  a n d  t h e r e b y  r e d u c i n g  t h e  c 
c o s t s  o f  p r o d u c t i o n .  T h e  n o n - t a r i f  f b a r r i e r s  a r e  m o r e  a b s o l u t e  

'. 
i n  n a t u r e " a n d  c a n n o t  he r e m o v e d  by  a n y . l o u e r i n g  of costs. 

r s  c o n t a i n e d  i n  * t h e  C o m m u n i t y @ s  O e b r a 1 i s . d  S y e t c m  o f  

P r e f e r e n c e s ,  t h e  E t C  h a a  g r a n t e d  d u t y  free e n t r y  t o  a l l  

r a n d f a c t u r e s  a n d  s e m i - m a n u f a c t u r e s  ' i n  c h a p t e r s  25 -99  o f  t h e  

Common E x t e r n a l  T a r i f f s ,  but t h e  a m o u n t  o f  i m p o r t s  

d e v e l o p i n g  c c u n t r i e s  t h a t  b e n e f i t  f r o m  d u t y  free c n t r ;  a re  

s u b j e c t  t o  t h e  l i m i t a t i c n  of quota c e i l i n g s .  'These c o i l i n g s  a r e  

c a l c u l a t e d  u n d e r  a s t a n d a r d  f o r m u l a  a p p l i c a b l e  t o  a l l  p r o d u c t s  



u n d e r  w h i c h  e a c h  c e i l i n g  h a s  twc e l e m e n t s .  

F i r s t ,  t h s  b a s i c  a m o u n t  i s  t h e  t o t a l  v a l u e  o f  i m ~ c r t s  of 

t h e  p r o d u c t  f r o m  t h e  b e n e f i c i a r y  c o u n t r i e s  i n  a b a s e  p e a r ,  1368. 

To t h f  s a  s u p p l e m e n t a r y  a m o u n t  is a d d e d  w h i c h  i s  c a l c u l a t e d  b y  

' a k i n g  5% of  t o t a l  i m p o r t s  i n t o  t h e  Communi ty  f r o m  a l l  s o u r c e s  

o + h e r  t h a n  t h e  b e n e f i c i a r y  c o u n t r i e s .  T r a d e  b e t w e e n  member S t a t e s  

i s  e x c l u d e d  f r o m  t h s  t o t a l  from w h i c h  t h e  5% i s  c a l c u l a t e d  

b u t  t h e  i m p o r t s  f r o m  t h e  A s s o c i a t e d  S t a t e s  a r e  i n c l u d e d .  A ~ o t h e r  

p r o v i s i o n  i n  t h e  f o r m u l a  i s  t h a t  t h e  p r e f e r e n t i a l s  i r ~ c r t ~  o f  

e a c h  p r o d u c t  f r o m  a n y  o n e  c o u n t r y  w i l l  n o t  a s  a g e n e r a l  r u l e  b e  

a l l o w e d  t o  e x c e e d  50% o f  t h e  t o t a l  c e i l i n g  f o r  t h a t  ~ r c d u c t .  

Once  ? h e  c e i l i n g  f o r  d u t y  f ree  s r t r y  h a s  b e e n  r a a c h e d  i r .  a n y  y e a r ,  

f u r t h e r  i m p c r t s  o f  t h a t  c c m m o d i t y  f ram f o r e i g n  c o n n t r i e s  are 

c h a r g e d  t h e  f u l l  r a t e  o f  d u t y .  

P 
B u t  t h i s  i s  n o t  t h e  e n d  of t h e  s t o r y .  R e g r e t f u l l y ,  e v e n  

v i t h  f u l l  d u t y ,  i m p o r t s  i n t o  t h e  EEC h a r e  k e e n  r e s t r i c t e d  by 

quota  r e s t r i c t i o n s .  ?or many c o m m o d i t i e s  q u o t a s  h a r e  t e e n  f i x e d  

f o r  t h e  v o r l d  as u e J l  a s  f o r  i n d i r l d u a l  c c u n t r i e s  b e y o n d  w h i c h  

i m p o r t s  a r e  c o m p l e t e l y  t a n n o d  from o u t s i d e  t h e  Ccmmua i ty .  

a. A p a r t  from t h e  e s t a k l i s b m e n t  o f  

the C u s t o m a  U n i o n ,  t h e  most r i s ib le  s i g n  o f  t h e  t B C ' 8  existence 

has h e n  t h e  a d o p t i o n  o f  t h e  Common A g r i c u l t o r a l  P o l i c y .  T h e  s i x  



C o u n t r i e s  w h i c h  f o u n d e d  t h e  EEC i n  1957, a g r e e d  a t  t h e  o u t s e t  t o  

e s t a b l i s h  a common p c l i c y  f o $ g r i c u l t u r e  a s  well a s  t e  f r e e  

T h e  T r e s t y  of Acme e s t a b l i s h e d  t h e  o t j e c t i v e s  o f  t h e  

a q r i c u l t n r a l  p o l i c y ,  i. e. (a)  t o  i n c r e a s e  a g r i c u l t u r a l  

p r o d u c t i v i t y ,  ( b )  t o  m a i n t a i n  a f a i r  s t a n d a r d  of l i v i n g  f o r  

f a r m e r s ,  (c) t o  s t a b i l i z e  m a r k e t s  (d)  t o  e n s u r e  r e g u l a r  s u p ~ l i e s  
7 

to c o n s u m e r s  a w  (e) t o  m a i n t a i n  i e a s o n a  t l e  c o n p u m e r  p r i c e s .  

Thoso o b j e c t i v e s  a r e  nor: n e c e s s a r i l y  c o m p l e m e n t a r y ,  a n d  

c o n s e q u e n t l y  many c o n f l i c t s  ar ise i n  t h e  i m p l e m e n t a t i o n  o f  t h i s  

p o l i c y .  T h i s  h a s  made i t  a c o n t r o v e r s i a l  p o l i c y  a n d  it i s  u n d e r  

a t t a c k  c o t  o n l y  f r o m  o u t s i d e '  b u t  a l s c  f r o m  w i t h i n  t h e  Communi ty .  

As w i l l  be  n o t e d  l a t e r ,  many e m p i r i c a l  s t u d i e s  h a v e  b e e n  

u n d e r t a k e n  i n  this f i e l d ,  most of w h i c h  f i n d  n e g a t i v e  effects .  

I n  e s s e n c e ,  t h e  Coimon A g r i c u l t u r a l  ~ c i i c y  t e n d s  t o  a s s u r e  

t3e m a i n t e n a n c e  of h i g h  fprm i n c o m e s  t h r o u g h  a c c m p l e x  f r a m e u o r k  

o f  r e g u l a t i o n s ,  i n v o l v i n g  s u p p o r t  p r i c e s  f i x e d  w e l l  a b o v e  world 

p r i c e s ,  v a r i a b l e  l e v i e s  o n  i m p c r t e d  a g r i c u l t u r a l  p r c d u c t a  f r o m  
A 

 on-ttC s o u r c e s ,  a n d  t h e  g r a n t i n g  of d r t  e f n b s i d i e s  e n a b l i n g  

c s r t a i n  EEC c c m m o d i t i u  t o  c o m p e t e  i n  b h u r l d  m a r k e t .  

/ t v e n  t h o u g h  t h e  m a r k e t  a n d  p r i e  p o l i c i e s  o f  t b e  CAB d i f f e r  

i f r o m  c o m r o d i t y  to c o m m o d i t y ,  t h e r e  a soye commcn f e a t u r e s  w h i c h  P 



r s s u l t  i n  a n  e q u a l  t r e a t m e n t  o f  a g r i  u l t u r a l  ~ r o d u c € r s  i n  t h e  i 
member c o u n t r i e s  by e n s u r i n g  f ree a c c  t o  a l l  

markets w i t h i n  t h e  Ccmmon H a r k e t ;  b y  

o f  p r o t e c t i o n  a g a i n s t  t h i r d  c o u n t r i e s  

i n e r n a l l  T h i s  common p r i c e  p o l i c y  

" v a r i a b l e  1evy.u s y s t e m  c f  p r o t e c t i o n .  
8 

T h e  c a l c u l a t i o n  o f  t h e  " v a r i a b l e  l e v i e s n  t o  t e  a p p l i e d  o n  

i m p o r t s  f r o m  non-EEC c o u n t r i e s  i n v o l v e s  t h r e e  s t e p s :  ( a )  a  t a r g c r t  

o r  5 n d i c a t i v s  p r i c e  i s  d e t e r m i n e d  w h i c h  i s  a t h e o r e t i c a l   rice 

t o w a r d s  w h i c h  ths m a r k e t   rice s h o u l d  t e n d ,  ( b )  a t h r e s h o l d  p r i c e  

is f i x e d  a t  w h i c h  i m p o r t s  f r o m  'non-msmber c c u n t r i e s  c a n  e n t e r  t h e  

FEC,  w h i c h  i s  l o w e r  t h a n  t h e  t a r g e t  p r i c e  h y  t h e  t r a n s p o r t  c o s t  

from t h o  p o r t  o f  o n t r y ,  a n d  (c) t h e  i m p o r t  l e v y  i s  c c m p u t e d  a n  3 

d a i l ~  b a s i s  3s t h e  d i f f e r e n c e  b e t w e e n  t h e  t h r e s h o l d  p r i c e  f p r  a 

c c m m o d i t y  a n d  t h e  w c r l d  p r i c e .  
/' 

1 

A l o n g  w i t h  t h e  v a r i a k l e  l e v i e s  i n t e r v e n t i o n  p r i c e s  are 

e m p l o y e d  t o  e n s u r e  t h e  m a i n t e n a n c e  o f  a g u a r a n t e e d  f l o o r  p r i c e -  

w h i c h  i s  sef somewheke  b e t w e e n  90 a n d  95 p e r  c e n t  o f  t h e  t a r g e t  

p r i c e .  A t  t h a t  l e v e l  g o v e r n m e n t  a g e n c i e s  u n d e r t a k e  s u p p o r t  

b u y i n g  s h o u l d  t h e  m a r k e t  p r i c e  show a t e n d e n c y  t o  f a l l  b e l o w  it .  - 

T h e  CAP k e e p s  m a r k e t  p r i c e s  w i t h i n  tuo limits. T h e  u p p e r  l i m i t  

i s  t h e  t h r e s h o l d  p r i c e  a n d  t h e  lover l i m i t  is t h e  i n t e r v e n t i o n  

p r i c e .  I f  e x c e s s  demand o r  r i a i n g  c o s t s  i n  t h e  market f o r  a n  . 

. 



a g r l c u l t u r a l  ~ r o d u c t  t e n d  to r a i s e  t h e  m a r k e t  p r i c e  a b o v e  t h c  

t h r e s h o l d  p r i c e ,  l m p c r t s  f r o m  non-EEC s o u r c e s  e n t e r  t h e  ~ c m m u n i t y  

t o  f i l l  t h e  q a p  i n  damand a t  t h a t  p r i c e .  On t h e  o t h e r  h a n d ,  i f  

a n  e x c e s s  s u p p l y  c a u s e s  t h a  m a r k e t  p r i c e  t o  f a l l  b e l c w  ',he 

i n t e r v e n t i o n  p r i c e ,  t h e  E E C  Commiss ion  e n t e r s  t h e  m a r k e t  a n d  

s u p p o r t s  t h e  p r i c e .  

S e v e r a l  s t u d i e s  h a v e  a t t e m p t e d  t o  m l a s u r e  t h e  e f f e c t s  o f  t h e  

CAP o n  p r o d u c t i o n  a n d  t r a d e  o f  a g r i c u l t u r a l  p r o d u c t s  i n  t h e  EEC.  

T h e  m a i n  c o n c l u s i c n s  o f  t h o s e  s t u d i e s  h a v ~  been t h a t :  

(i) T h i s  p c l l c y  h a s  r 2 s u l t e d  in r a i s i n g  t h e  a v e r a g e  level o f  

a g r i c u l t u r a l  p r o t e c t i o n  o v e r  wha t  i t  h a d  b e e n  i n  t h e  i n d i v i d u a l  

c o u n t r i e s ,  p a r t i c u l a r l y  F r a n c e .  ( I t  m u s t  be  r emembered  t h a t  t h e  

CAP was t h e  p r e - c o n d i t i c n  fcr F r e n c h  p a r t i c i p a t i o n . )  T h e  s y s t e m  

o p e r a t e s  i n  s u c h  a  way t h a t  the demand f o r  a g r i c u l t u r a l  

co rnmod i t i f i s  i n  a member c o u n t r y  is mPt f i r s t  by  d o m e s t i c  

p r o d u c t i o n ,  s e c o n d ,  by  i m ~ o r t s  f r o m  cther member c o u n t r i e s ,  a n d  

f i n a l l y  by i m p o r t s  f r o m  nan-EEC. Many a u t h o r s  h a v e  a t t e m ~ t s d  t c  

m e a s u r e  t h e  p r o t e c t i . c n  ~ r o v i d e d  b y  t h e  v a r i a b l e - l e v y  system b y  

e x p r e s s i n g  i t  Fn terms of  a n  " i m p l i c i t  t a r i f f "  w h i c h  i n d i c a t e s  t h e  

p e r c e n t a g e  e x c e s s  o f  t h ~  p r i c e s  w h i c h  t h e  d o m e s t i c  ~ r c d u c e r s  

a c t u a l l y  r e c e i v e  a v e r  i m p c r t  p r i c e s .  T h e  s t u d i e s  by E.L. E e r n s t o n ,  

a n d  H.B. M a l a n g r e n  a n d  S c t l e c h t y l 8  ] c o n c l u d e  t h a t  the p e s t - C A P  

p r o t e c t i o n  l e v e l  i s  a b o u t  t r i p l e  t h e  pre-CAP l e v e l .  

(ii) It h a d  c o n s i d e r a b l e  t r a d e  d i v e r s i o n  e f f e c t .  It h a s  



e n c e u r a g s d  h i g h  ccst  p r o d u c t i o n  by c l o s i n g  t h e  d o o r s  t o  
! e f f ' o i e n t  f o r e i g n  p r o d u c e r s .  A $ t a d y  by B.W.?ox i n d i c a t e s  a  

t r a d e  d i v e r s i o n  of 1565 m i l l i o n  b y  1970, while the s t u d y  by 

L .B .Krause  (1362) p u t  t h e  f i g u r e  a t  $500 m i l l i o n  per y e a r  by 

(iii) It  h a s  i n v o l v e d  e c o d c  coOt by g e n s r a t i n g  s u r p l u s e s  
, r 

I n  some f o o d s t u f f s  and by ret d i n g  t h e  movement of l a b c u r ' t o  dc 
i n d u s t r y .  



T h e  " D e w  o f  P r s f e r e n c e N  

The  f i r s t  t v o '  s e c t i o n s  of t h i s  c h a p t e r  h a v e  i n d i c a t e d  the * 

he i9h . t  o f  t h e  t a r f f  f walls r a i s e d  b y  t h e  Ccmmon E x t e r n a l  T a r i f f  
C 

a n d  t h e  l a s t  s e c t i o n  h a s  o u t l i n e d  t h e  n o n - t a r i f f  b a r r i e r s  v h i c h  

t h e  EEC h a s  e r e c t e d  a g a i n s t  o u t s i d e r s .  B e s i d e  t h e s e ,  t h e r e  a r e  

many f a c t o r s  which c rea te  " p r e f e r e n c e n  i n  f a v o u r  c f  member 

c o u n t r i e s  or  " d i s c r ~ m i n a t f o n "  a g a i n s t  ncn-member c o u n t r i e ~ .  T h e s e  

i n c l u d e  g o v e r n r e D t  p c l i c i o s  d k s c r i m i n a t i n g  a g a i n s t  ncn-members,  

i n c r e a s e d  i 5 f o r r a  t i o n  f l o u s ,  t h s  e s t s b l i s h e m e n t  cf r e p a i r  s e r v i c e s  

a n d  s e l l i n g  o u t l e t s ,  g r e a t e r  m o b i l i t y  c f  f a c t o r s  o f  p r o d u c t i o n ,  
\ 

e l e m i ~ a t i o n  o f  the r i s k  t h a t  . t a r i f f  c o n c e s s i o n s ,  may te r e v e r s e d  

a n d  t h e  p s y c h o l o g i c a )  f e e l i n g  o f  b e i n g  u n i t e d .  T ~ L  c a l c u l a t i o n  o f  

t h e  " r a t e  o f  d i s  ed" m i n a t i c n "  d i s c u s s e d  i n  s e c t i o n  t u c  c o n s i d e r s  

o n l y  t a r i f f  b a r r i e r s .  However, i n  v i e w  t h e  n o n - t a r i f  f bar r ie rs  

a n d  t h e s e  o t h e r  f a c t o r s  a r e  e v a n  more i m p o r t a n t  i n  c r e a t i n g  

" p r e f e r e n c e n  i n  f a v o u r  ef membars. The sum o f  a l l  t h o s e  is,. 

p e r h a p s  t h e  mos t  i m p o r t a n t  t o  l o o k  at, a s  t h a t  i n d i c a t e s  t h e  t o t a l  

net effect  o f  t h e  f o r m a t i c n  o f  t h o  Union o n  t h e  l e v e l  cf 
9- 

p r o t e g t i o n  a g a i n s t  no-members o f  t h e  l e v e l  o f  p r e f e r e n c e  

g e n e r a t e d  f o r .  t h e  member. + 7 



I n  t h i s  s e c t i o n  I a t t e m p t  t o  m e a s u r e  t h a t  sum t o t a l  effect 

q a a l i t a t i  r e l y .  = '"ht i t  t h e  " d e g r e e  of p r e f e r e n c e n  b e c a u s e  I 

v i e r  i t  from the p o i & +  o f  v i e w  of t h e  m e a b e r s .  The n d e g r e e  o f  

p r e f e r e n c e m  is . t h e  fac tor  07 w h i c h  t h e  trade a a o n g  membdrs i s  

i n c r e a s e d  a s  a result o f  t h e  u n i o n  com~ared  t o  a l l  s c u r c e s  o f  
# 

gnpply  t o  t h e  cornmom m a r k e t .  T h i s  i n  f a c t ,  i s  a n o t h e r  u s e f u l  

f e a t u r e  of t h e  model d e v e l o p e d  i n  c h a p t e r  t h r e e  u s i n g  dummy 

v a r i a b l e s  t o  m e a s u r e  t b e  effects w h i c h  a r e  o t b e r w i e e  v e r y  h a r d  

t o  q u a n t i f y .  

6. 

A 1 1  I have t o  d o  i s  t o  s p e c i f y  my d u m m i e s  a l i t t l e  d i f f e r -  

e n t l y .  T h i s  s p e c i f i c a t i c n  i s  g i v e n  i n  t b i  f o l l o w i n g  t a b l e .  

c 

S p e c r f i c a t i o n  cf t h e  D u B ~ ~ ~ s  i n  E q u a t i o n  4 .1  

B e  EEC TO EEC 

EPTA TO t?TA - t' 

B e B P T A  TO EFT1 

D is .usell to  dammy a l l  flors going t o  m y  qBC member (i. o., 
2 



b o t h  from memher a n d  non;membir  c o u n t r i e s )  a n d  D i s  u s e d  t o  
1  

dnmmj o n l y  t h ' e  f l o v s  g o i n g  f r o m  EEC members  t o  E t C  members a n d  

t h u s  i t s  . c o e f f i c i e n t  w i l l  p i c k  u p  a n y  w p r e f e r e n c e  e f f  ectm. low. 

i f  uc r a n t  t o  t e s t  t h a t  t h e  f o r m a t i o n  of t h e  t C C  i s  t h e  o n l y  f a c to r  

v h l c h  h a s  c r e a t s d  p r e f e r e n c e  among members ,  i t  b e c o m e s  s t r i c t l y  

n e c e s s a r y  t o  t e s t  t h e  c o e f f i c i e n t  f o r  n o n - s i g n i f i c a n c e  i n  t h e  
- 

p r e - f n t e g r a t . : o n  per i 'od .  T h u s ,  t h e  t e s t  f c r  t h e   reference 

e f f ec t  i s  a t v o - t i s r  tesr.  T h e  c o e f f i c i e n t  s h o u l d  Le non-  

s f g n i  f i c a n t  i n  tho  p r e - i n t e g r a t r - i o n  p e r i o d  a n d  s i g n i f i c a n t  f o r ,  

t h e  p o s t  i n t e g r a t i o n .  p e r i c d  i f  ths f c r m a t i o n  cf t h e  EPC ( and  

- * 
o n l y  i t s  f o r m a t i o n )  h a s  g e n e r a t e d  m p r e f e r e n c e s m .  D a n d  D a r e  

3 4 

a n a l c g o u s  d u m m i e s  f o z  t h e  EPTA a n d  t h e  r e a s o n i n g  i s  s t r i c t l y  

T h e  f o l l c v i n g  e q u a t i o n  was e s t i m a t e d  fo r  e a c h  y e a r  o f  t h e  

p e r i o d  1951-70  u s i n g  a c r o s s - s e c t i o n a l  m o d e l .  

log  1 + c l a g  I + c log  1 + c EST + log  e 
j 7 i. 8 1 9 i j  

(4.1)C 1 0 1  



. - 

* 
T h e  r e s u l t s  a re  r e p o r t e d  i n  T a b l e  4.4, It  i s  .D a n d  O , w h i c h  

1 I 
/ 

a re  o f  i n t e r e s t  f o r  a s  i n  t h i s  c o n t e x t .  T h e  b e h a r i c n r  o f  - t h e i r  

c o e f f i c i e n t s  is b r i e f l y  d i s c u s s e d  h e r e  s r e n  t h c u g h  t h e  r e s u l t s  

s p e a k  f o r  t h e ~ a o l v e s .  

T h e  p a t t e r n  o f  c is e x a c t l y  a s  e x p e c t e d .  I t  is i n s i g n i f -  
1 

.--. 

i c a n t  i L a l l  t h o  p r e - i n t e g r a t i o n -  y e a r s  (1951-58)  a n d  b e c o m e s  

s i g n i f i c a n t  i n  a l l  t h e  ~ o s t  i n t e g r a t i o n  y e a r s .  

I n  a d d i t i o n ,  i t  ~ h c w t  a s h a r p  r i se  i n  1 9 5 9  f r o m  1958 w h i c h  

c o r r e s p o n d s  t o  the y e a r  t h e  EEC was rmed.  T h e  c o e f f i c i e n t  

i n c r e a s e s  t o  0 .457  f r o m  0.277 i n  t h  d y e a r .  T h e r e a f t l r  i t  rises 

m o n c t o n i c a l l y  e a c h  y e a r  w i t h  o n l y  o n e  e x c e p t i o n  i n  t h e  y e a r  1960 .  

T h e  p a t t e r n  i s  s o  c l ea r  a n d  s t r o n g  t h a t  we c a n  a a f e l y  

c o n c l u d e  t h a t  t h e  f o r m a t i c n  of + h e  EEC h a d  a n  immediate m ~ r e f e r e n c e  

c r e a t i o n m  e f fec t  w h i c h  h a s  s i n c e  b e e n  g r o w i n g  i n  a c a r o l a t i r e  

f a s h i o n .  T h e  c o e f f i c i e n t  i t s e l f  c a n  b e  t a k e n  t o  r e ~ r e a e n t  t h e  

w d e g r e t  cf p r e f e r e n c s m  i n  e a c h  y e a r .  However ,  i t  m o s t  b e  n o t e d  

t h a ? , t h e  a p p r o x i m a t e  n a t u r e  of t h e  dummy rarf a b l e s  i m ~ l i e s  t h a t  

t h e s e  r e s u l t s  s h o u l d  a l s o  be t a k e n  a s  a p p r o x i m a t f o n t ! .  



Table 4.4 
Coef f i c i en t  Est imates  f o r  Equation 4.1 

* * 2 
D D DST YI N I  Y J  N J  Constant R 
3 4 

0.564 0.219 , -0.528 1.477 -0.675 1.081 -0.433 4.138 
(2.612) (1 442) (-9- 869) (18.247) (-7.443) (13.239) (-4.666) 
(0.468) 0.153 -0.550 1.442 -0,631 0.972 -0.305 4.011 
(2.233) (1 eO39) (-10.618) (18.407) (-71 154) (12.292) (-3.372) 
0.503 0.107 -0.608 1.374 -0.577 0-820 -0.099 4.193 
(2.430) (0.733) (-11.856) (17.837) (-6,544) (10.532) (-lmlO5) 
0.417 0.116 -0.569 1.316 -0,557 0.887 -0.232 4.151 
(2.430) (0.877) (-12.254) (18.693) (-6'925) (12.439) (-2.813) 
0.632 0.45 -0.561 1.446 -0.609 1.041 -0.427 3.909 
(3.1010 (0.311) (-11.112) (18.352) (-6,769) (13.045) (-4.636) 
0.659 0.129 -0.552 1.462 -Or630 1.017 -0.365 3.586 
(3.973) (0.907) (-11.061) (18.345) (-6,921) (12.599) (-3.916) 
0.614 0.262 -0.513 1.504 -0.700 1.012 -0.341 3.148 
(2.993) (1.811) (-10-100) (17.915) (-7.309) (11.920) (-3.482) 
0.644 0.221 -0.535 1.497 -0.713 1.097 -0.474 3.381 
(2- 977) (1.445) (-9.987) (16.340) (-6.833) (11.863) (-4.447) 
0.497 0.286 -0.554 1.392 -0.605 1 *036 -0.344 3.360 
(2.603) (2.118) (-1 1 705) (1 7.262) (-6.598) (12.715) (-3.662) 
0.514 0.196 -0.553 1.401 -0.553 1.043 -0.363 3.289 
(2.912) (1.559) (-12.580) {lg. 786) (-6.843) (14.397) (-4.347) 
0.568 0.060 -0.565 1.319 -0.455 0.956 -0.272 3.372 
(3.452) (0.507) (-13.823) (21.380) (-6.374) (14.955) (-3.643) 
0.474 0.094 -0.581 1.295 -0.457 0.935 -0.221 3.429 
(3- 005) (0.833) (-14.846) (21 -335) (-6.517) (14.846) (-3.007) 
0.572 0.024 -0.58i 1.341 -0.507 0.920 -0.208 3.361 
(3.656) (0.217) (-14.970) (21.618) (-7.395) (14.294) (-2.78) 
0.586 0.121 -0.573 1.367 -0.500 0.979 -0.262 3.121 
(3.638) (1.043) (-14.328) (21.316) (-7.33) (14.685) (-3.394) 
0.628 0.054 -0.591 1.362 -0.j20 0.989 -0.275 3.150 
(3.988) (0.464) (-14.723) (20.98) (6.396) (14.67) (-3.535) 
0.674 0.097 -0.576 1.377 -0.529 0.960 -0.208 2.780 
(4.254) (0.850) (-14.66) (21.044) (-7.059) (14.156) (-2.655) 
0.782 0.059 -0.573 1-343 -0.509 1.066 -0.311 2.633 
(5.033) (0. 528) (-14.88) (20.62) (-6. Y89) (15.66) (-3.95) 
0.780 0.041 -0.591 1.345 -0.524 1.070 -0.326 2.879 
(5.147) (0.375) (-15- 69) (20.959) (-7.037) (15.92) (-4.156) 
0.845 -0.562 -0.584 1.349 -0.539 1.095 -0.370 2-794 
(5.719) (-0.526) (-15.89) (21.389) (-7.417) (16.62) (-4.84) 
0.852 0.029 -0.552 1.374 -0.528 1.097 -0.394 20328 
(5.777) (0.276) (-15.059) (22.40) (-7.46) (17. 104) (-5.28) 

'.+i , 
(VALES S[lOWN IN PAR1:NTIUSIS ARE T-VALUES) , I;, 

" +  



# 

s i g n i f i c a n t  e v e n  i n  t h e  e r e - i n t e g r a t i o n  p e r i o d  a n d  r e m a i n s  s o  

t h r o o q h o n t .  A s  n o t e d  a t o r s ,  i d  we would e x p e c t  i t  t o  b e  

i n s i g n i f i c a n t  i n  t h e  e r i o d .  T h e  o n l y  r e a s o n  t o  

s u s p e c t  a n y  p r e f e r e n c e - c r e a t i n g  effect o f  t h e  f o r a a t i c n  o f  t h e  

EPTA r a t h e r  + b a n  s o m e  o t h e r  f a c t o r  which i s  c a u s i n g  p r e f e r e n t i a l  

t r a d e  r e l a t i o n s  i s  t h e  f a c t  t h a t  t h e  c o e f f i c e n t  s h o w s  a n  

I n c r e a s i n g  t r e n d  i n  t h e  p o s t  i n t e g r a t i o n  p e r i o d  w h i c h  was n o t  

p r e s e n t  i n  t h e  p r e - i n t e g r a t i o n  p e r i o d .  I u o u l d ,  h o w t e r ,  t e n d  

tc conclude t h a t  t h e  EPlA d i d  n o t  create s i g n i f i c a n t  a p r e f e r e n c e n  

fcr members, b e c a n s s  t h i s  l a t t e r  e f f e c t  d o e s  n o t  a p p e a r  t o  b e  , 

v e r y  s t r o n g .  
) 
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CHAPTER FIVE 

I ~ ~ I T I O N S , Q I  w e n  E U R O P E A N  I ~ T E G R A T I ~ B  FOR S L E L ~ F I ~  

C O U l T B I E S  UITA SPECIAL REPEREHCE TO PAKISTAE 

I n t e r n a t i o n a l  t r a d e  h a s  o f t e n  b e e n  v i e w e d  a s  a n  i m p o r t a n t -  
4 

i n s t r t t m c n t  i n  + h e  d e v e l c ~ m e n t  p r o c e s s .  I R  t h e  p o s t  U o r l d  uar 11 

p e r i o d ,  when t h e  d e v e l o ~ i t g  a s  well a s  -the d e v e l o p e d  n a t i o n s  

seemed  t o  b e  c o n c e r n e d  a b c u t  t h e  w i d e n i n g  , g a p  t w e e n  t h e  ~ a s t  Y' 
a n d  t h e  West, t h e  i s s u e  became y e t  rote f m p o r t a n t .  S o r e  saw t h e  

d e v e l o p m e n t  o f  the West t o  b e  b a s e d  on a n  e x p l o i t a t i o n  o f  t h e  

p r i m a r y  p r o d n c i n g  c o u n t r i e s  t h r o u g h  t r a d e ,  a n d  t o  o t h e r s  t h e  

p r o t e c t i o n i s t  p o l i c i e s  o f  the d e v e l o p e d  c c u n t r i e s  w e r e  o n e  of t h e  

b i g g e s t  o b s t a c l e s  i n  t h e  d e v e l o p m e n t  ,of p o o r e r  n a t i c n a .  T h e r e  

h a s  b e e n  a  g r o w i n g  r e a l i z a t i o n  o n  t h e  p a r t  of d e v e l o p e d  c c u n t r i e s  

o f  t h e i r  r e s p o n s i b i l i t y  t o  h e l p  t h e  L D C 1 s  t h r o u g h  t r a d e  and  a i d .  

The G e n e r a l  Agrreement o n  T a r i f . f s  a n d  T r a d e ,  t h e  I n t e r n a t i c n a l  

Bank f o r  R e c o n s t r u c t i o n  a n d  D e v e l o p m e n t ,  t h e  I n t e r n a t i o n a l  

D e v e l o p m e n t  Agency, t h e  U n i t e d  B a t i o n s  C o n f e r e n c e  o n  T r a d e  a n d  

D e v e l o p m e n t  and  many o t h e r  o r g a n i z a t i o n s  a r e  t h e  p r c d u c t s  of 

t h i s  r e a l i z a t i o n .  



W e s t e r n  E u r o p e ,  w h i c h  h a s  b e e n  a  c e n t e r  o f  t r a d e  a n d  commerce  

For c e n t u r i e s ,  i s  o f  s p e c i a l  i m p o r t a n c 2  t o  u n d e r d ~ v e l o p t d  

c o u n t r i e s .  The  e s t a b l i s h m e n t  o f  t h e  E E C  a n d  t h s  EFZA was n o t  

h a i l e d  by t h s s e  c c u n t r l e s  a s  t h e y  g e n u i n e l y  f e a r e d  a s u b s t a n t i a l  

p o r t i o n  o f  t h e i r  e x p o r t s  b e i n g  e r o d e d  o r  d i s p l a c e d  t y  t h e  members  

o f  t h o s e  g r c u p s .  Mcst o f  t h e s e  L D C 1 s  were a l r e a d y  p l a g u f d  b y  

c h r o n i c  d e f i c i t s  i n  t h e i r  b a l a n c e  o f  p a y m e n t s ,  a n d  t h e  s i t u a t i o n  

was  e x p e c t e d  t o  w o r s e n  a f t e r  t h e  i n s t i t u t i o n a l  c h a n g e s  i n  W l s t e r n  

E u r o p e .  T h i s  h a d  i m p c r t a n t  i m p l i c a t i o n s  n c t  o n l y  f c r  t r a d e  b u t  

a l s o  f o r  t h e  d e v e l o p m e n t  z t r a t e g i e s  i n  many c o u n t r i e s .  The g l o o m y  
/ 

p r o s p e c t  f o r  t h e i r  e x p o r t s  l e d  many c o u n t r i e s  t o  f o l l o w  t h e  

e x p e n s i v e  s t r a t e g y  o f  i m ~ c r t  s u b s t i t u t i o n .  

T h i s  c h a p t e r  l o o k s  i n t o  some o f  t h e s e  i s s u e s .  The n e x t  

s e c t i o n  i s  d e v o t e d  t c  a n  a n a l y s t s  of t h e  r o l e  of  i n t e r n a t i o n a l  

t r a d e  i n  e c o n c m i c  g r o w t h .  S e c t i o n  t h r e a  d o c u m e n t s  t h e  i s ~ o r t a n c e  

o f  W e s t e r n  E u r o p e  f c r  t h s  t r a d e  of l e s s  d e v e l o p e d  c c u n t r i e s ,  

p a r t i c u l a r l y  P a k i s t a n .  I n  t h e  l a s t  s e c t i c n  t h e  i m p c r t  

p e r f o r m a n c e  o f  t h e  West E u r o p e a n  c o u n t r i e s  i s  r e v i e w e d  a n d  a g a i n  

s p e c i a l  r e f e r e n c e  i s  made t o  t h e  i m p o r t s  f r o m  P a k i s t a n .  



T h e  r o l e  o f  i n t e r n a t i o n a l  t r a d e  i n  e c o n o m i c  g r o w t h  h a s  b e e n  

t h e  s u b j e c t  of  a l o n g  c c n t r o v e r s y  among e c o n o m i s t s ,  w i t h  t h e  

d o m i n a n c e  i n  t h e  a r g u m e n t  s h i f t i n g  b e t w e e n  free t r a d e  a n d  

p r o t e c t i o n i s m .  I n  r e c e n t  y e a r s ,  h o w e v e r ,  t h e  s e n t i m e n t  f o r  f tee 

t r a d e  h a s  s t r e n g t h e n e d  d u e  t o  i n t c l l e + l  by  t h e  
L 

n s o - c l a s s i c a l  e c o n o m i s t s  c o u p l e d  w i t h  t h  t r a d e - l e d  d e r e l c ~ m e n t  b 
o f  many c o u n t r i e s .  v a s t  m a j o r i t y  of d c o n o m i s t s  t o d a y  a r e  

c o n v i n c e d  t h a t  free t r a d e  c a n  make i m p r e s s i v e  c o n t r i b u t i o n s  t o  

e c o n o m i c  d e v e l o p m e n t  t h r o u g h :  (i) more e f f i c i e n t  a l l o c a t i o n  o f  . 

. r e s o u r c e s  (ii) e c o n o m i e s  cf scale (iii) i n c r e a s e d  c c m ~ e t i t i o d  

(iv] a v a i l a b i l i t y  a n d  a d o p t i o n  o f  new t e c h n o l o g y  ( v )  d i s c o v e r y  of 

p r o f i t a b l e  a r e a s  f o r  l e n d i n g  a n d  i n v e s t m e n t  a n d  t h e  r e s u l t a n t  

c a p i t a l  f lows . . [  1 ] I 

T h e  o p t i m i s m  of t h e  n e o - c l a s s i c a l  e c o n o m i s t s  h a s  b e e n  

v i n d i c a t e d  i n  many cases. ~ n t e r n a t i o n a l  t r ade  d i d  h a r e  a 

p r o p u l s i v e  role  i n  t h e  d e v e l o p m e n t  of a n o r b e r  o f  c c u n t r i e s ,  w h i c h  

l e n d s  a g r e a t  deal o s u p p o r t  t o  t h h  v i e w  t h a t  n t r a d e  is,  a n  e n g i n e  
/ sf C; 

g r o w t h a ,  u s i n g  C a i r n c r o s s ' s  t e r m i n o l o g y .  I n  t h e  case of U n i t e d  
. 

s t a t e s  a n d e  a n a d a  e x p o r t  i n d u s t r i e s ,  e s p e d a l l y  agriculture a n d  

m i n i n g ,  e x p a n d e d  r a p i d l y  i n  the 1 9 t h  c e n t u r y  a n d  a t t r a c t e d  f o r e i g n  

i n v e s t m e n t  i n  t r a n s p o r t  a t i o n  f a c i l i t i e s  a n d  t h e  manof act  o r e  of farm 



e q u i p m e n t .  T h e  g r o w t h  c f  t h e s e  i n d u s t r i e s  i n  t u r n  b a d  . . 
i m p o r t - a n t  f e e d b a c k  e f f e c t s  o n  t h e  demand f o r  s tsel  a n d  o t h e r  

i n p u t s . [ 2 )  S i m i l a r l y ,  i n  B r i t a i n ,  d e v e l o p m e n t  was f o s t e r e d  by  t h e  
. ' 

e x p o r t  t r a d e  i n  w c o l e n  m a n u f a c t u r e s  a n d  c o t t o n  t e x t i l e s ;  for 

Sweden it was  t h e  t i m b e r  t r a d e ;  f o r  Denmark,  d a i r y  F r o d u c e :  f o r  

A u s t r a l i a ,  w h e a t  a n d  wool :  f o r  S w i t z e r l a n d ,  c l o c k  m a k i n g :  a n d  f o r  

J a p a n ,  s i l k .  

Some e c o n o m i s t s  b e l i e v e  t h a t  t h e  case o f  d e v e l c ~ i n g  

c o u n t r i e s  i n  t h s  2 0 t h  c e n t u r y  i s  d i f f e r e n t  from t h e  c n e  o u t l i n e d  

i n  t h e  p r e v i o u s  p a r a g r a p h .  R a g n a r  l u r  se, f o r  e x a r ~ l e ,  b a s  t 
d r a w n  a d i s t i n c t i o n  b e t w e e n  g r o w t h  i n  t h o  1 9 t h  c e n t u r y  w h i c h ,  was 

o n  t h e  w h o l e  l e d  by e x p c r t s ,  a n d  t h a t  i n  t h e  t w a n t i e t h  c e n t u r y ,  

w h i c h  w i t h  t h e  e x c e p t i o n  cf t h e  o i l  p r o d u c i n g  a n d  d e v t i l o ~ e d  

c o u n t r i e s ,  i s  n o t . [ 3 ]  Sbme e c o n o m i s t s  e v e n  go t o  t h e  e x t e n t  o f  

a s s e r t i n g  t h a t  f o r e i g n  t r a d e ,  i n s t e a d  o f  b o o s t i n g  d e v e l o p m e n t ,  

h a s  p r a c t i c a l l y  i n h i  b i t c d  g r o w t h  i n  less  d e v e l o p e d  c d u n t r i e s .  To 

q u o t e  G u n n a r  B y r d a l ,  "A q u i t e  n o r m a l  r e s u l t  of u n h a m p e r e d  t r a d e  

b e t w e e n  +wc c o u n t r i e s ,  cf  w h i c h  o n e  i s  i n d u s t r i a l  a n d  t b e  o t h e r  

u n d e r -  d e v e l o p e d ,  i s  t h e  i n i t i a t i o n  of a c u m u l a t i v e  p r o c e s s  

t o w a r d s  t h e  i g p o r e r i s h m e n t  a n d  s t a g n a t i o n  o f  t h e  l a t t e r" . [  4 ] The  

h y p o t h e s i s  o f  s s c u l a r  d e t e r i o r a t i o n  of LDC's terms cf t r a d e  p u t  

f o r w a r d  b y  R a n 1  P r e b i s c h  a n d  B a n s  S i n g e r ,  i s  i n  t h e  same l i n e  of 

t h o a g h t . [ S  1 

T h e  P r e b i s c h - S i n g e r  h y p o t h e s i s  hgs nct b o o n  c o n f i r m a d  by 

empir ica l  a n a l y s i s .  P r o f  esaor B u r k a e ' s  o b r o r r a t i o n  t maat a l s o  be 

u u a l i f i o d .  T h o s e  c a n  be l i t t le  d o u b t  a b o u t  t h e  f a c t  t h a t  free 



, t r a d e  i n c r e a ~ r o d u c t i v i t y  o f  t h e  r e s o u r c e s  o f  a c o u n t r y .  B u t  

t o  w h a t  e x t e n t  t h i s  i n c r e a s e d  p r o d u c t i v i t y  c a n  ~ r h m c t e  e c c n o m i c  

d e v e l o p m e n t -  d e p e n d s  upon t h e  s p i l l - o v e r  t b a t  i t  ~ r o v i d e s  f o r  

o t h e r  i n 4 u s t r i e s .  For, a l t h o u g h  t h e  i n i t i a l  e x p a n s i o n  o f  t h e  

e x p o r t  s e c t o r  i s  p o t e n t i a l l y  f a r o u r a b l e  f o r  d e v e l o p m e n t ,  t h e  

a c t u a l  scale o f  t h i s  s t i m u l u s  a n d  t h e  r a p i d i t y  w i t h  w h i c h  it is 

t r a n s m i t t e d  t o  o t h e r  s e c t c r s  w i l l  d pend n o t  o n l y  o n  t h e  r a t e  o f  

+ x p o r t  g r o w t h ,  b u t  a l s o  on  t h e  d e g  ee o f  d o m e s t i c  m a r k e t  
' L 

i m p e r f e c t i o n s .  Unf o r t u n a + e l y ,  i n  t h e  c a s e  o f  l e s s  ' d e v e l o p e d  

c o u n t r i e s  t h e  n l i n k a g s - e f  f + c t s N  of i n c r e a s e d  p r o d u c t i v i t y  h a v e  
</' 

b e e n  weak, s o  . t h a t  t h e  e x F o r t  s t i m u l u s  d i d  n o t  h a r e  much 

p e n e t r a t i v e  p c v e r  t o  i n d u c e  more s i g n i f i c a n t  s e c o n d a r y  c h a n g e s  

e l s e w h e r e  i n  t h e  economy.  T h u s ,  I would t e n d  t o  c o n c l u d e  t h a t  

t h e  e x p o r t  q r o v t h  d a e s  h a v e  a ' p o t e n t i a l l y  f a v o u r a b l e  e f f e c t  o n  

e c o n o m i c  must  be a c c o m p a n i e d  by s t r u c t u r a l  c h a n g e s  

w i t h i n  t h e  econom 

A n o t h e r  a s p e c t  of i n t e r n a t i o n a l  t r a d e  which  has i m p o r t a n t  

i m p l i c a t i o n s  f o r  d e v e l c ~ m e n t  s t r a t e g y -  is what  i s  kncwn a s  t h e  

w b a l a n c e  o f  p a y m e n t s  c o n s t r a i n t w .  The e c o n o m i e s  of less d e v e l o p e d  

c o u n t r i e s  t y p i c a l l y  h a v e  b i g b  margi 1 p r c ~ e n s i t i e s  t o  importm f 
T h i s  is  a c o m b i n r d  resul t  of t h e  e v i t a b i l i t y  o f  c a p i t a l  i m p o r t s  P 
r e q u i r e d  f o r  g r o w t h  a n d  the d e m o n s t r a t i o n  effect i n  ~ ~ m 8 ~ 8 p t i 0 1 1  i n  

o p e n  e c o n o m f e s m  T h 3  o n d e r d s r o l o p e d  c o u n t r i e s  c a n n o t  h e l p  i m p o r t i n g  

c a p i t a l  goods which  a r e  v i t a l  f o r  g r o w t h  t o  t a k e  p l a c e  b u t  c a n n o t  

b e  p r o d u c e d  d o m e s t i c a l l y .  T h e s e  imvrts are  termed a s  n i n p o t -  



i m p o r t s "  a n d  c o n s t i t u t e  t h . ?  ' I impor t  minimumw f o r  a n  econcmy. F o r  a 

c c u n t r y  c o m m i t t e d  t o  t h e  c b j n c t i v e  o f  g r o w t h  t h i s  minimum t e n d s  t o  

b e  q u i t e  h i g h .  

The f u l f i l l m e n t  of t h i s  i m p o r t  minimum o v e r  a  l c n g  p ~ r i o d  cf 

time necessitates a  symmetry  be tween  t h e  g r o w t h  of  i m p o r t  n e e d s  

a n d  t h e  c a p a c i t y  t o  i m p c r t .  B u t  t h e  t f 5 g e d y  i s  t h a t  t h i s  

symmet ry  i s  u t t e r l y  l a c k t n g .  The demand f o r  b a s i c  f o o d s r u f f s  and 

a g r i c u l t u r a l  raw m a t e r i a l s ,  which  a r e  t h e  c o n v e n t i o n a l  e x p o r t s  o f  

%hq L D C s ,  rises a t  a  slcwcr  rat^ t h a n  t h e  r ea l  i n c o m e  i n  

i n d u s t r i a l  c o u n t r i e s .  Scme o f  t h e  f a c t o r s  r e s p o n s i b l e  f o r  t h i s  

t r e n d  a r e :  (1) s t r u c t u r a l  s h i f t s  f a v o u r i n g  p r o d u c t s  w i t h  low raw 

m a t e r i a l  c c n t r n t  i n  t h e  i n d u s t r i e s  o f  a d v a n c e d  c c u n t r i e s ,  ( 2 )  t h e  

r i s i n g  s h a r e  cf s e r v i c e s  i n  t h e  t o t a l  o u t p u t  o f  i n d u s t r i a l  

e c o n o m i e s ,  (3) t h e  low income s l a s t i c i t y  cf consumer  demand f o r  

a  number o f  a g r i c u l t u r a l  c o m m o d i t i e s ,  ( 4 )  t h e  discovery and 

d e v e l o p m e n t  o f  new s y n t h 2 t l c  s u b s t i t u t e s  f o r  raw m a t e r i a l s .  ( 5 )  

t h e  a d v e r s e  e f f e c t s  of  a g r i c u l t u r a l  p r o t e c t i o n i s m  on  t h e  i m p c r t s  

o f  p r i m a r y  p r c d u c t s  i n  i n d u s t r i a l  c o u n t r i e s ,  e s p e c i a l l y  t h e  EEC.  

Thus ,  t h c  i n c r e a s e  I n  t h e  e x p o r t s  o f  L D C s  i s  s l o w e r  m a i n l y  d u e  

t o  f a c t o r s  e m a n a t i n g  f r c m  i n d u s t r i a l  c o u n t r i e s .  A t  t h e  same time 

? h s  demand f o r  i m p o r t s  i n  t h e  L D C s  t e n d s  t o  r i s e  f a s t e r  t h a n  r e a l  

i n c o m e s .  T h i s  a symmet ry  b e t w e e n  t r i m p o r t  minimuml1 a n d  l f e x p o r t  

maxlmum~~ g i v e s  r i se  t o  a  f o r e i g n  e x c h a n g e  gap .  The s i t u a t i o n  i s  

d e p i c t e d  i n  t h e  f o l l c w i n q  d i a g r a m .  



- ii 4 

i 

.a . t a r t  OLI with &zero  b l a n c e  ot jmyrmnts an the country  ? 
1 

prepare. for development,  In t h e  i n i t i a l  stagem, imports grow at an ' 

i n c r e a s i n g  r a t e  t b e ~ a u s o  of t h e  input imports.  ht IS  t h  comntrj 

produced d o r e s t i c a l l y  so t h a t  the r a t e  of growth of hpozts atart. 

decrmring. On tho o t h e r  . b a d  exports i n  tho oarly rtag.8 of . 
devolopmeat mainly  c o n s i s t  o f  a g r i c u l t u r a l  p r o d a c t s  and r isr  a t  r 

decnaairg r a t e  tor r e a s o n s  o u t l i n e d  mbore. 1 m h t o r  .tags., 

b u e r a r ,  t h e  6 8 p  oC u n u f 8 c t u . d  a x p o r t s  r i a u  rab t k  rat. of 
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- 
I t  is s e e n  t h a t  + h a  k a l a n c e  o f  p a y m e n t s  g a p  i n c r e a s e s  a s  t h e  

c o u n t r y  p r e p a r e s  t ~ - ' - ~ t a k e  a f f n .  I t  e v e n t u a l l y  c l o s e s  down, b u t  i n  
, 

t h e  i n i t i a l  s t a g e  r e g n t r e s  a " b i g  p u s h n  i n  t h e  f o r m  c f  f o r e i g n  
u .  

' e x c h a n g e  t r a n s f e r s  a n d / c r  e a r n i n g s .  

B e c a u s e  of the h i g h l y  n e e d e d  i m p o r t s ,  t h e ,  p r o b l e m  o f  e c o n o m i c  

g r o w t h  i n  i n i t i a l  s t a g e s  b o i l s  down t o  a  c c n s i s t a n t  s c f t e n i n g  o f  

t h e  f o r e i g n  s x c h a n g e  c o n s t r a i n t .  T h i s  c a n  h e  a c h i e v e d  by 

i n c r e a s i n g  f o r e i g n  e x c h a n g e  e a r n i n g s  a n d / o r  f o r e i g n  e x c h a n g e  

" t r a n s f e r s .  T h e  f o r e i g n  e x c h a n g e  t r a n s f e r s  c a n  t a k e  the fo rm o f  

p r i v a t e  f c r e i g n  i n v e s t m e n t  a n d  , f w e i g n  e c o n c m i c  a s s i s t a n c e .  Now, . * 

it I s  well kncwn t h a t  t h e  d e v e l o p e d  c o u n t r i e s  h a v e  f a i l e d  t o .  

f u l f i l l  +he a i d  r e q u i r e m e n t s  o f  d e v e l o p i n g  c o u n t r i e s .  T h e  a i d  

t h a t  d i d  f l o w  t o  L D C s  h a s  mostly b e e n  t i e d .  T h e  terms h a v e  become 

l a u h r e  t i g h t  a n d  t h e  " g r a n t  e l e m e n t n  o f  l o a n s  h a s  d e c r e a s e d . [ 6 ]  

4 s  r e g a r d s  p r i v a t e  f o r e i g n  i n v e s t m e n t ,  the p o l i t i c o - e c o n o m i c  

c o n d i t i c n s  o b t a i n i n g  i n  LDCs l i m i t  i ts s c o p e  i n  s p i t e  cf the 

l u c r a t i v e  i n d u c e m e n t s  o f f e r e d  b y  scme of t h e s e  u n t r i e s .  3 
T h e  g l o o m y  p r o s p e c t s  f o r  f o r e i g n  e x c h a n g e  t r a n s f e r s ,  t h e  

p r e d o m i n a n c e  o f  b i l a t e r a l i s m ,  t h e  p o l i t i c a l  s t r i n g s  a t t a c h a d  t o  

f o r e i g n  l o a n s ,  a d t h e  f e e l i n g  of self - r e s p e c t  o n  t b e  p a r t  o f  LDCs P .---- * I  \ 
h a v e  a l l  c o m b i n e d ,  t o  r e s u l t  i n  t h e  s l o g a n ,  * t rade  n c t  a idm.  ' I n  

i/' 
t h e  l a s t  two d e c a d e s ,  t h e  less d e v e l o p e d  countries bar.  p l a c o d  much 

i 
more  i m p o r t a n c e  o n  o b t a i n i n g  more f a v o u r a b l e  t r a d e  o p e n i n g 8  t h a n  



o n  a i d .  I f  t h e  d e v e l o p e d  c o u n t r i e s  a r e  s e r i o u s  i n  t h e i r  

i n t e n t i o n  t o  h e l p  t h s  l e s s  d e v e l o p e d  c o u n t r i e s  t o  grow, t h e n  t h e y  

h a v e  t o  e n s u r e  b e t t e r  e x F c r t  ~ r c s p e c t s  f o r  t h e  LDCs. I n c r e a s e d  

e x p o r t  e a r n i n g s  w i l l  h e l p  t o  r e d u c e  t h e  b a l a n c e  o f  p a y m e n t s  g a p  
9' 

o f  LDCs, e n c o u r a g e  t h e m  t o  a v o i d  t h e  c o s t l y  p a t h  of i m p o r t  

s u b s t i t u t i o n  a n d  w i l l  s e t  t h e  d e v e l c p m e n t  p r o c e s s  i n  m c t i o n .  

W e s t e r n  Europe h a s  a s i g n i f i c a n t  r o l e  t o  p l a y  

regard s i n c e  t h e  a r ea  i s  o f  p r i m e  i m p o r t a n c e  a s  a n  

t o  most of the l e s s  d e v e l o p e d  d e v e l o p e d  c c u n t r i e e .  

t h i s  i n  g r e a t e r  d e t a i l .  

e x p o r t  m a r k e t  
I 

Let U E  r e v i e w  



The  i m p o r t a n c e  cf # + s t e r n  E u r o p e  i n  w o r l d  t r a d e  c a n  b a r d l p  

b e  e x a g g e r a t e d .  B e c a u s e  i t s  c e n t r a l  l o c a t i o a ,  i t <  l e a d i n g  k 
r o l e  i n  t h e  i n d u s t r i a l  r e v o l u t i o n ,  i ts  c o m p r e h e n s i v e  1 
t r a r s p o r t a t i o n  n e t w o r k  a n d  p e r h a p s  mos t  i m p o r t a n t ,  t e c a u s e  o f  t h e  

c o l o n i a l  t i e s  w i t h  a l a r g e  number  of c o u n t r i e s  w h i c h  acccmmoda te  a 

a l a r g e  p e r -  c e n t a g e  c f  w c r l d  p o p u l a t i o n ,  E u r o p e  h a =  b e e n  t h e  

p i v o t  o f  t r a d e  a n d  csmmerce  f o r  c e n t u r a - ,  l o r  l e s s  d e v e l o p e d  

c o u n t r i e s  i t s  i m p o r t a n c e  i s  o v e r w h e l m i n g ,  b o t h  a s  t h e  o r i g i n  o f  

t h e i r  i m p o r t s  and  a s  t h e  d e s t i n a t i o n  o f  t h e i r  e x ~ c r t s .  

' U e s t s r n  E u r o p e  is f n  g e n e r a l  more  d e ~ e n d e n t  o n  f o r e i g n  t r a d e  

t h a n  o t h e r  i n d u s t r i a l  c c u n t r i e s .  The  f o u r  b i g  West E u r o p e a n  

c o u n t r i e s - - P r a n c e ,  West Germany,  Italy a n d  t h e  u n i t e d  

K i n g d o m - - a l l  d e p e n d  o n ,  f o r s i g n  t r a d e  t o  t h e  e x t s n t  cf b e t u e e n  13 

a n d  17 p e r  c e n t  o f  t h e i r  g r o s s  d o m e s t i c  p r o d u c t s .  The  s m a l l e r  

c c u n t r i e s  a r e  e r s n  mcre d e p e n d e n t  on f o r e i g n  t r a d e .  I n  b c t h  - 
Belg ium-Lnxemturg  a n d  t h e  N e t h e r l a n d s ,  f o r e i g n  t r a d e  is e q u a l  t o  

a r o u n d  UO p e r  c e n t  of t h e  GDPw I n  t h e  S c a n d i n a v i a n  c o u n t r i e s  ths 

p r o p o r t i o n  i s  r o u g h l y  2 5  p e r  c e n t .  As c o m p a r e d  to  these, t h e  

p r o p o r t i o n  f o r  t h e  U n i t e d  S t a t e s  a n d  J a p a n  are 4 a n d  10 - p e r  c e n t  

r e s p e c t i r e l y .  (See Append ix  Table A5.3) . 



The t o t a l  foreign trade (average of exports and imports) of 

West European countr iss  accounts for nearly hal f  o f  the t o t a l  

world trade. Table 5 . 1  presents t h e  regional  distribution of 

West European trade i n  1370. 
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Regional  D i s t r i b u t i o n  o f  West European Trade (1970)  

Expor t s  World 
t o  

Expor t s  
From Value 

World 312070 

Western 
Europe 131620 
T o t a l  

EEC 88510 

EFTA 
T o t a l  43110 

U.K.  19350 

U.S .  42590 

Canada A 1 LJ a1 I 80 

Japan 19320 

Developfng 
Coun t r i e s  54980 

(Value i n  Mi l l i on  $ )  

Western Europe 

T o t a l  EEC EFTA 

Value 

132610 

81970 

58820 

23150 

7110 

12730 

283C 

2410 

20760 

% Value 

42.5 85270 

62.3 54490 

66.5 43300 

53.7 11190 

36.7 4110 

29.9 8330 

17.3 115c 

12.5 1300 

37 .8  13950 

% Value 

27.3 47340 

T o t a l  
Value 

19680 

6720 

3670 

3050 

- 
2480 

1 4 4 0  

480 

4930 

Source: Handbook of I n t e r n a t i o n a l  Trade and Development S t a t i s t i c s  
1976 UNCTAD. 

a )  Sum of t he  EEC and the  EFTA. 

b )  Percen tage  by o r i g i n .  



T h e  t o t a l  i a p o r t s  c f  t h e  a r e a  i n  c u r r e n t  p r i c e s  were 1 3 2 . 6  

b f l l i o n  d o l l a r s  w h i c h  a c c c u n t e d  f o r  4 2 . 5  p e r  c e n t  o f  t c t a l  w o r l d  

e x p o r t s .  I t  is  n o t q b l e  t h a t  e v e n  t h o u g h  t h e  r e g i o n  t a k e s  a 

c o n s i d e r a b l e  p r o p o r t i o n  o f  t h e  e x p o r t s  o f  i n d u s t r i a l  c o u n t r i e s  

o u t s i d e  t h e  r e g i o n ,  a s  a m a r k e t  it i s  much more  i n p c r t a n t  t o  

d e v e l o p i n g  c o u n t r i e s .  I n ,  1970 t h e  d e v e l o p i n g  c c u n t  r i e s  e x p o r t e d  

3 7 . 7  p e r  c e n t  of t h e i r  t o t a l  e x p o r t s  t o  W e s t e r n  E u r c p e  a s  c o m p a r e d  - 
t o  26 .5  p e r  c e n t  f o r  l o r t h  A m e r i c a  a n d  1 2 . 5  p e r  c ee t  f o r  J a p a n .  

However ,  t h e  most s i g n i f i c a n t  l i n k s  e x i s t  w i t h i n  t h e  two t r a d i n g  

c i r c u i t s  i.e., t h e  EEC a n d  t h e  EPTA. The  i n t r a - t r a d e  o f  t h e s e  

b l o c s  was;-, a n d  2 7 . 7  p e r  c e n t  o f  t h e i r  r e s p e c t i v e  t r a d e .  

Viewed a s  o n e  r e g i o n ,  t h e  i n t r a - t r a d e  o f  U e s t e r n  E u r c p e  a c c c u n t o d  

f c r  6 2 . 3  per c e n t  o f  r e g i o n ' s  t r a d e .  

'3 may b e  mcre r e v e a l i n g  t o  a n a l y s e  t h e  t r a d e  d a t a  a t  a e 

d i s a g g r e q a t e d  l e v e l .  T a b l e  5 .2  p r e s e n t s  f i g n r e s  f a r  P e s t  

E u r o p e a n  i m p o r t s  i n  f i v e  major p r o d u c t  c a t e g o r i e s .  I t  i a  s e e n  
a 

t h a t  i n  a l l  of  + h e s e  c l a s s e s - V e s t  E n r o p i a n  i m p o r t s  c o n s t i t u t e  

a b o u t  4 5  p e r  c e n t  o f  w o r l d  e x p o r t s .  A s  f o r  the d e v e l o p i n g  

c o u n t r i e s ,  i n  f o u r  o u t  cf f i v e  c a t e g o r i e s  U e s t e r n  E u r c p e  i m p o r t s -  

m o r e  t h a n  o n e  t h i r d  of t h e i r  e x p o r t s .  I f  ue g r o u p  by p r i m a r y  

p r o d u c t s  a n d  m a n u f a c t u r e s ,  t h e  f i g u r e s  come o u t  t o  kt a b o u t  4 1  1 

a n d  2 2  per c e n t  r e s p e c t i v e l y .  A s  we kno-u*, t h e  major e x p o r t s  fo r  

m o s t  o f  t h e .  d e v e l o p i n g  c c u n t r i e s  f a l l  f b  t h e  former 
E lasSe  



1 
Percen+age of  Exforts  Going t o  Western Eurcpe, 1970 

(Shares by Origin) 

P o d ,  
Categor ies  Eevara- 

ges and, 
Tobacco 

S I T C  0+1+22+4  
or iq in  

World 46 .3  

W .  Europe 71. 1 
Total  

EEC a 7 7 . 1  

EPTA 
Total  

Agricultural  
Raw 

Hater ia l s  

U.S. 3 3 . 5  2 8.. 7  

Canada 2 6 . 9  19.5 

Japan 20.6 2 0 . 6  

Dsveloping 38 .2 '  3 3 . 8  
Ccuntries  

Ores 6 Metals Fue l s  flanufac- 
tured 

Goods 
5 t o  8 

27+28+67+68 3  Less 
(67+68)  

Source: ~ p p e n d i x  Table AS. 2 



T h e  i m p o r t a n c e  o f  t h e  West E u r o p e a n  market w i l l  c b v i o u s l y  b e  

d i f f e r e n t  f o r  d i f f e r e n t  c c u n t r i e s .  It i s  n c t  p o s s i b l e  t o  d i s c u s s  

a l l  d e v e l o p i n g  c c u n t r i e s  s e p a r a t e l y .  Here I w i l l  a n a l y s h  t h e  

c a s e  o f  P a k i s t a n .  

T a b l e  5 .3  g i n s  t h e  ~ r i n c i p a l  e x p o r t s  o f  P a k i s t a n  t o  it 

t r a d i n g  p a r t n e r s .  A number  o f  p o i n t s  a r e  w o r t h  

it may be  n o t e d  t h a t  b o t h  t h e  EEC a n d  t h e  EPTA a r e  i m F c r t a n t  

m a r k e t s  fcr P a k i s t a n ' s  e x p o r t s ,  j o i n t l y  a c c o u n t i n g  . f o r  more  t h a n  

25 p e r  c e n t  o f  I t s  e x p o r t s .  T h e  E E C  i s  t h e  s i n g l e  l a r g e s t  m a r k e t ,  

f o l l o w e d  b y  t h e  0.K. a n d  t h e  U.S.A. S e c o n d ,  i n  s i x  c u t  o f  t h s  

e l e v e n  c a t e g o r i e s ,  W e s t e r n  E u r o p e  i m p o r t s  more  t h a n  3 0  p s r  c e n t  

of P a k i s t a n ' s  e x p o r t s ;  i n  t w o  o f  t h e m - - L e a t h e r  a n d  P l c c r  c o v e r i n g s  
r 

G t a p e s t r y - - a b o u t  70 p e r  c e n t ,  a n d  i n  a n o t h e r - - s p o r t i n g  g o o d s - -  

more  t h a n  o n e - h a l f .  T h i r d ,  i n t e r e s t i n g l y  t h e  c c m m o d i t i e s  f o r  

w h i c h  t h o  a r e a  i s  m o r g  i m p o r t a n t  f a l l  i n  t h e  m a n u f a c t u r e s  a n d  

s e m i - m a n u f a c + n r e s  c l a s s .  T h i s  d i s t i n g u i s h e s  P a k i s t a n  f r c m  m o s t  

o t h e r  d e v e l o p i n g  c o u n t r 5 e s .  F o u r t h ,  w i t h i n  t h e  EPTA, t h e  U.K. 

i m p o r t s  m o r e  t h a n  70 p e r  c e n t  o f  t h e  EPTA's  t o t a l  i m p c r t ~  f r o m  

P a k i s t a n .  I f  we k x c l u d e  l e a t h e r ,  t h e  p e r c e n t a g e  is  h i g h e r  t h a n  

80%. T h e  o t h e r  c o u n t r i e s  of t h e  EPTA are n o t  of mafor i m p o r t a n c e  

t o  P a k i s t a n .  



T a b l e  5 .3  

Major Exports o f  P a k i s t a n  to Selected Areas, 
(Value i n  U.S. thousand dollars) 

Dcstin- 
+ t i o n  U o s t e r n  

-. Europe EPTA 
Conrod- '-., World T o t a l  C EC t o t a l  U.K. t1.S. Canada Japan 
i t i e s  SItC 

\. --- . 

Fish 031 19019 1609 321 1288 2 5  5422 
Fresh, ' X  100.0 8.5 1 . 7  6 .8  6 .6  28 .5  
S i r p l y  Rwd. 

Rice 042 26712 1168 83 10811 1085 6 
X 100*0 4 4  0 . 3  4.1 4 1  0 . 0 2  

C o t t o n  652\ 58705 20435 8581 11854 11636 6957 
Fabric8 X \ 100.0 34.8 14.6 20.2 19.8 1 1 - 8  
W e n  

Text-  656 60450 9191 7614 1577 700  689 
etc .  2 100-0 13.2 12.6 2.6 1 3  1.1 
Prod. NES - 
Floor 657 13493 9360 4341 5019 3513 1167 
COV X 100.0 6 9 4  32.3 37.2 26.0 8 . 6  
Tapem. etc 

Cloth. 841 5292 1556 661 8 9  525 1614 
mt Put t 100.0 29.4 12.5 1 9.9 20.5 



The  t o t a l  f c r e i g n  t r a d e  o f  W e s t e r n  E u r c p e  i n c r e a s e d  i n  

c u r r e n t  v a l u e s  a t  3 . 2 %  a  g e a r  b e t w e e n  1 3 5 5  a n d  1 9 7 0 ,  w h i c h  

c o m p a r e s  f a v o u r a b l y  w i t h  an 8 . 6  p e r  c e n t  i n c r e a s e  f o r  t h e  U n i t e d  

S t a t e s  a n d  7 . 1  p e r  c e . n t  f o r  C a n a d a  a n d  i s  a l s o  h i g h e r  t h a n  t h e  

i n c r r 3 s e  i n  t c t a l  W o r l d  t r a d e  (8.4 p e r  c e n t ) .  H o w e v e r ,  a s  t h e  

f l q u r e s  p r e s e n t e d  i n  Tahle 5 . 4  b e l o w  i n d i c a t e ,  t h e  t r a d e  among 

Usst E u r o p e a n  c o u n t r i e s  rcse much f a s t e r  t h a n  t h e  t r a d e  w i t h  r e s t  

o f  the w o r l d .  T h e  i n t r a - t r a d e  i n c r e a s e d  a t  a r a t e  cf  11 .4  per 

cent a n n u a l l y  i n  c u r r e n t  v a l u e s  w h i l e  i m p c r t s  f r o m  res t  c f  t h e  

w o r l d  i n c r e a s e d  at o n l y  6 .6  p e r  c e n t .  T h e  i m p l i c a t i o n  is t h a t  

W e s t e r n  E u r o p e ' s  t r a d e  d a p a n d e n c e  o n  t h e  r e s t  o f  t h e  w c r l d  h a s  
/ --- 

b e e n  d e c r e a s i n g  s i n c e  t h e  m i d - 1 3 5 0 s  a n d  U e s t e r n  E u r o p e  h a s  b e e n  

t u r n i n g  i n w a r d .  I n  1 3 7 0 ,  . f o r  e x a m p l e ,  61 .8  p e r  c e n t  c f  i ts  

i m p o r t s  came f r o m  o t h e r  c c u n t r i e s  i n  t h e  r e g i o n  a s  c o m p a r e d  t c  

4 5 . 3  p e r  c e n t  i n  1 3 5 5 .  
\ 

I f  we l o c k  a t  t h e  f i g u r e s  more c a r e f u l l y ,  i t ' b e c o m e s  e v i d e n t  

t h a t  by  f a r  t h e  b i g g e s t  i n c r e a s e s  i n  West B u r o p e a n  t r a d e  h a v e  
7 '  

b e e n  t h e  e x p  g s i c n s  o f  t r a d e  w i t h i n  t h e  two t r a d i n g  b l o c s - - t h e  

EEC a n d  t h e  EFT'A--and e s p e c i a l l y  t h e  e x p a n s i o n  o f  t r a d e  w i t h i n  

t h e  'EEC. I n  t h e  m i d - 1 9 5 0 s .  t h o  i n t r a - t r a d e  o f  t h e  a i x  me,& 

c o u n t r i e s  of t h e  EBC was o n l y  a b o u t  o n e - s i x t h  o f  Uottorn B u r o p e ' s  

t o t a l  t r a d e :  b y  1970 it had  i n c r o a s o d  t o  on . - th i rd .  



1 Table 5.4 
I * 

Network of World Irnpotlts 1955, 70 :  Shares of' Impor t ing  Area  by O r i g i n ,  16 1 

I 
And Rates of Growth 1955-70 

- ---  

. -  - -  . 

... -.-I.-. 

Source  : Handbook o f  I n t e r n a t i o n a l  T r a d e  and Development Statistics 1976,  UIJCTAD. 



The i n t r a - t r a d e  o f  t h e  EFTA was much l e s s  and a l s o  i n c r e a s e d  a t  a 

s l o w e r  r a t e .  T h t  e x p a n s t o n  o f  t r a d e  b e t w e e n  t h e  t w c  b l c c s  was 

smaller a s  c c m p a r e d  t o  ? h e  e x p a n s i o n  of  t r a d e  w i t h i n  e a c h  b l o c .  

The  E E C  i m p o r t s  f rom members i n c r e a s e d  a t  1 3 . 8  p e r  c e n t  per  y e a r  

a s  c c m p a r e d  t o  9 p e r  c e n t  f o r  i m p o r t s  f rom t h e  EFTAs S i m i l a r l y  
P 

t h 2  F m p o r t s  o f  t h e  EFTA f rom i t s  members r o s e  by 10 .7  p e r  c e n t  

p e r  y e a r  w h i l e  t h o s e  f rom t h e  EEC i n c r e a s e d  a t  9 . 1  p e r  c e n t .  The 

r e s u l t  h a s  b e e n  t h a t  t h e  members o f  e a c h  o f  t h e  two  b l c c s  h a v z  

t e n d e d  t o  t r a d e  more a n d  more w i t h i n  t h e i r  c i r c u i t .  T h i s  h a s  

b e e n  d u e  t o  t h e  p r e f s r e n t i a l  t r f a t m e n t  g i v e n  t o  t h e  members 

v i z - a -  vFz non-members. I n  1955, b e f o r e  t h e  p r e f e r e n t i a l  t a r i f f  

m a r g i n s  began t o  b i t e ,  t h e  s i x  EEC c o u n t r i e s  d i d  a b o u t  o n e - t h i r d  

of  t h e i r  t o t a l  t r a d e  w i t h  o n ?  a n o t h e r .  B y  1970 t h e  p r o p o r t i o n  o f  

i n t r a -  t r a d e  had  come t c  more t h a n  o n e - h a l f .  The i n t r a - t r a d e  o f  

t h e  EFTA o v e r  t h s  same  ~ e r i o d  o f  t i m f  I n c r e a s e d  f rom l e s s  t h a n  

one-  s i x t h  t o  more t h a n  o n e - q u a r t e r  cf t h e  r e g i c n l s  t o t a l  t r a d e .  

I f  we c o m p a r e  t h s  t w o  b l o c s ,  i t  t u r n s  o u t  t h a t  t h 5  i m p o r t  

p e r f o r m -  a n c 3  o f  t h e  E E C  h a s  been  b e t t e r  t h a n  t h a t  c f  t h e  EFTA 

f o r  i n t r a -  t r a d e  a s  woll a s  f o r  t h e  e x t r a - t r a d e .  

T h e s e  i n c r e a s e s  o b v i o u s l y  h a v s  been  a t  t h e  c o s t  cf non-member 

c o u n t r i e s .  It i s  i n t e r e s t i n g  t o  n o t €  t h a t  t h e  i n d u s t r i a l  c o u n t r i e s  

d i d  n o t  s u f f e r  a s  much a s  t h e  less developed c o u n t r i e s .  However, 

b e c a u s e  t h e  amount o f  e x p o r t s  c f  t h e  i n d u s t r i a l  c o u n t r l s s  is v e r y  

l a r g e ,  t h e  l o s s  h a s  b e e n  s u b s t a n t i a l  i n  a k s c l u t e  terms. A t  t h e  

same t i m e  t h e  s h a r e  o f  d e v s l o p i n g  c c u n t r i e s  i n  t h e  E E C f s  t o t a l  



Table  5 . 5  

Qports  o f  Western Europe by S e l e c t e d  Commcdity C l a ~ s e s  
i . .--I (Shbres  by Origin) 

World t 3 5 5  
( 1  970  

i i a s t e r d  1955  
Europe ! 1970 . 
EEC ' 1955 \ 1970 

I + 
EPTA ; 1355 
T o t a l  ; 1370 

+ ;  Japan' 1955 
1970 

Food A g r i c n l t n r a l  
Beverages ,Ra u 
6 Tobacco H a t e r i a l s  

Source: ~ p p e n b i x  T a b l e  AS. 2 

C 

Ores C 
Hetals 

4 9 . 3  
5 6 . 5  

3 5 . 7  
40 .5  

13 .5  
16 .0  

3 . 5  
4 0.6 

11.4  
7 . 1  

8.0 
7 .1  

0 . 6  
1 .6  

4 2 . 9  
17. @ 

.L 

F u e l s  

3 8 .  9  
2 6 . 7  

3 1 . 9  
2 1.7 

6 .9  
5 . 0  

6.4 
2 . 7  

8 .8  
3 . 0  

0 - 
0 - 

k7m 2 
6 2 . 1  

Hanufactore  
Goods 



imwrts h a s  d e c l i n e d  f r c m  2 7  p e r  cent i n  1955 t o  o n l y  16.4 p e r  

c e n t  i n  1 3 7 0 .  

T h e  i n c r e a s i n g  s h a r e  o f  t h o  West E u r c p e a n  H a r k e t  he& b y  t h e  

c o u n t r i e s  w i t h i n  t h e  a r e a  i s  marked  i n  e y e r y  major p r o d u c t  g r o u p  

e x c e p t  o n e :  f u e l s ,  T a b l e  5 . 5  shows  t h e s e  s h a r e s  f o r  f i v e  

p r o d u c t  g r o u p s  in 1 3 5 5  a n d  1970 .  The e f f e c t  o f  r e l a t i v e  d i v e r s i o n  

f r o m  o u t s i d e  s o u r c e s  p a r t i c u l a r l y  s i g n i f i c a n t  i n  a g r i c u l t u r a l  

p r o d u c t s .  T h e  s h a r e  o f  West E u r o p e a n  c o u n t r i e s  i n  t h e  r e g i o n ' s  

m a r k e t  f o r  n f c o d ,  b e v e r a g e s  a n d  t o b a c c o m  more t h a n  t r i p l e d  f r o m  

1 9 5 5  t c  1970 ,  r e a c h i n g  4 2 . 5  p e r  cent o f  t o t a l  i m ~ o r t c ;  I n  t h i a  

g r o u p ,  a n d  a l s o  i n  m a g r i c u l t u r a l  raw m a t e r i a l s m ,  t h e  r e l a t i v e  ' 

s x p a n s i o n  c f  i n t r a - t r a d e  was almost w h o l l y  a t  t h e  e x p e n s e  o f  

f mparts f r o m  d e v e l o p i n g  c o u n t r i e s .  T h e i r  s h a r e  o f  Best E u r o p e ' s  

imports of t h e s e  t v c  g r o u F s ,  t h e  o n l y  g r o u p s  ( a p a r t  f r o m  c i l )  i n  
4 

which t h e  t h i r d  w o r l d  h c l d s  a s u b s t a n t i a l  f o o t i n g ,  f e l l  f rom 37.7  

p e r  c e d b - O c  25.3  p e r  cent. 
r )  

F i n a l l y ,  l e t  u s  b r i e f l y  examine t h e  i m p o r t  p e r f o , r m a n c e  o f  

t h e s e  c o u n t r i e s  far P a k i s t a n ' s  e x p o r t s .  l o r  t h i s  p o r F c s e  I 

p r e s e n t  t h e  time se r i e s  o f  P a k i s t a n ' s  t o t a l  e x p o r t s  t o  t h e  EEC, 

, t h e  EPTA and t h e  U n i t e d  S t a t e s  f o r  t h e  p e r i o d  1360-70  i n  t h e  -. 
e.. 

-a, f o l l 6 r i n g  t a t l e .  ? b e  f i g u r e s  are a l s o  p l o t t e d  i n  t h e  a c c c m p a n y i n g  . - ,:- 
g r a p h .  



I t  i s  o b s e r v e d  t h a t '  t h e  r a t s  of g r o w t h  for e x p c r t s  to  t h e  

U n i t e d  S t a t e s  has  b e e n  t h e  f a s t e s t  %th t h e  r e s u l t  t h a t  t h e  U.S. 

s h a r e  i c  P a k f s t a n ' s  e x p o r t s  h a s  i h c  4 ased w h i l e  t h e  s h a r e  of b o t h  

the EEC and  t h e  EPTA h a s  d e c r e a s e d .  However, t h e  EEC was still t h e  

biggest market f o r  Pakf stan. 
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Table 5 . 6  

Time & r h o  of ?aUmtrm'r lbrporta to the m, the WTA and 
th. m i t d  State.. (Valw In mf l l lon  U.S. dollar,)  

0.1. tDC G l t A  --. U.K. World 
Year 

1%0 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
Crowt h 
Rate 

k l w  I 

34.2 8.7 
39.5 9.9 
37.9 9-0  
45.3 9 .8  
3 6  8 .0  
4 5  9.2 
70.2 11.7 
79.2 12.6 
87.2 12.1 
75.6 11.1 
85-0  11.7 

9 . 5  

Val rr 

74.7 
65 . 9 
82.0 
73.4 
75.9 
63.4 
79.8 
87 . 4 
97- 8 
93.6 
91.9 

2.1 

X Value 

t Source; ' Dlroctior of Iotorutioml h a d o  9.1. 8tat i . t icr l  of f l c e ,  
var l o w  iurwo. 





To summarize, Western Europe has been and s t i l l  i s  of 

p r i m e  importance i n  uorld t r a d e  not only a t  an aggregate  l e v e l  

4 b u t  a l s o  f o r  almost a l l  the major product c a t e g o r i e s ,  T h e  r a t e  

of growth of its impor ts  ( e s p e c i a l l y  of t h e  EEC) frcm 

c o u n t r i e s  o u t s i d e  t h e  region ccmpares q u i t e  f d o u r a k l e y  w i t h  

t hose  of t h e  o ther  i n d u s t r i a l  economies. Bowever, i t  l a g s  f a r  

b e h i ~ d  the r a t e  cf growth of t h e  i n t r a - a r e a  t r a d e  which i s  a 

t 
d i r e c t  r e s u l t  of  t h e  p r e f e r e n t i a l  t r a d i n g  arrangement€ i n  t he  

region.  T h e  r e s u l t  has been t h a t  - t h e  non-members ha te  l o s t  

qround t o  t h e  member c o u n t r i e s  of t h e  t r a d i n g  b locs .  
% 



F o o t n o t e s  -- C h a p t e r  F i r e  

I 

F o r  a d e t a i l e d  d i s c u s s i o n  c f  t h e s e  f a c t o r s  see Ueier, G . ,  
laterr!-al T ~ a e  aas_PlrelPP_reet, new ~ o r k :  R a r p e r  6 ROW, 
1963.  

G r u b s l ,  E., n I n t e r n a t i o n a l  E c o n o r i c s n  1978, pp, cL, p. 112. 

H n r k s e ,  R . ,  - g f d  O e v e l o ~ m e n t ,  W i c k s e l l  
L e c t u r e s ,  O x f o r d :  B l a c k v e l l ,  1959.  

U y r d a l ,  G. ,  g p  10-u, l e v  P o r k :  H a r p e r  8 Bros., 
1956, p .  5 5 .  - 

P r e b i s c h ,  R . ,  n T o v a r d ~  a Mew Trade P o l i c y  f o r  D e v e l o p m e n t n  
UIOCTAD: A R e p o r t  by the S e c r e t a r y - G e n e r a l  o f  t h e  C c n f e r e n c e ,  
1 9 6 4 .  L i n d o r ,  S. B. , Trade a n d m e  w w  Dew- 
1967.  

mr 

T h e  " g r a n t  elementn a f  a loan i s  i n t e n d e d  t o  m e a s u r e  the 
e x t e n t  t o  w h i c h  its terms are n s o f t e r n  t h a n  t h o s e  f o r  n o r m a l  
commercial t r a n s a c t  i o n s .  



C h a p t e r  S i x  

Summary and C o n c l u s i o n s  

,- 
T h e r e  h a v e  b e e n  maay a t t e m p t s  a t  m e a s u r i n g  t h e  t r a d e  

c r e a t i o n  a n d  t r a d e  d i v e r s i c n  e f f ec t s  o f  a c u s t o m s  u n i c n ,  

p a r t i c u l a r l y  of t h s  E u r o p e a n  Economic  Community a n d  t h e  E u r o p e a n  

Free T r a d e  A r e a .  B u t  u n f c r t u n a t e l y  n o n e  o f  t h e m  c a n  h e  r e g a r d e d  

a s  e n t i r s l y  s a t i s f a c t o r y .  All est imates o f  t r a d r  c r e a t i c n  a n d  

t r a d e  d i v e r s i c n  a r e  a f  f ected b y  c e t r i s  p a r i b u s  a s s u m p t i o n s ,  by 
. -- 

t h e  c h o i c e  cf t h e  b e n c h - m a r k  y e a r s ,  by t h e  m e t h o d  o f  i s o l a t i n g  

t h e  e f f ec t s  o f  i n t e g r a t i o n  f r o m  t h e  c t h s r  v a r i a b l e s ,  b y  t h e  

c h o i c e  of t h e  p r e -  a n d  p o s t -  i n t e g r a t i o n  p a r i o d s ,  a n d  sc o n ,  

C h a p t ~ r  t w o  o f  t h i s  t h e s i s  p r o v i d e s  a s u r v e y  o f  t h e  e x i s t i n g  

t e c h n i q u e s  o f  m e a s u r i n g  t h s  i n t e g r a t i o n  ~ f f e c t s  h i g h l i g h t i n g  

t h e i r  s h o r t - c c m i n g s .  I n  t h e  n e x t  c h a p t e r  I h a v s  d e v e l o p e d  a n  

a l t e r n a t i v e  t e c h n i q u e  f c r  a r r i v i n g  a t  t h e  t r a d e  c r e a t i c n  a n d  

t r a d e  d i v e r s i c n  e f f ec t s .  I t  i s  b a s s d  on a m o d ~ i  d e v e l o p e d  b y  

Hans  L i n n e m a n n  i n  a d i f f e r e n ?  c o n t e x t .  E s s e n t i a l l y  i t  i s  a  

g r a v i t a t i o n a l  mode l  o f  t r a d e  f l o w s ,  

I n  t h e  e m p i r i c a l  p a r t  o f  c h a p t e r  t h r e e ,  t h e  p a r a m e t e r  v a l u e s  

h a v e  b e e n  e s t i m a t e d  f o r  e a c h  y e a r  o f  t h e  1960-70  p e r i o d ,  i n  a  

c r o s s - s e c t i o n a l  f r a m e w o r k  u s i n g  t h e  m u l t i p l e  r e g r e s s i o n  ~ q u a t i o n  



d e v e l o p e d  e a r l i t r .  T h e  e f fec t  o f  t r a d e  p r e f e r e n c e s  w a s  es t imated 

T' by i n t r o d n c  n g  dummy v a r i a b l e s  i n t o  t h e  r e g r e s s i o n  e q u a t i o n  a l o n g  

w i t h  o t h e r  i n d e p e n d e n t  v a r i a b l e s .  I n  t h i s  way I wat. a b l e  t o  

o v e r c o m e  t h e  common p r o t l e m  f a c e d  by e a r l i s r  s t u d i e s ,  n a m e l y  

i s o l a t i n g  t h e  effects  cf i n t e g r a t i o n  on t r a d e  f r c m  t h e  e f fec ts  o f  

o + h e r  v a r i a b l e s  w h i c h  n c r m a l l p  a f f e c t  i n t e r n a t i ~ n a l  t r a d i n g  

p a t t e r n s .  By e s t i m a t i n g  t h e  p r e f e r e n c e  e f f ec t  a s  a n  i n d e p e n d e n t  

v a r i a b l e  f n  3 m u l t i p l e  r e g r e s s i o n  e q u a t i o n ,  o n e  is a b l e  t o  h o l d  

c o n s t a n t  o t h s r  major v a r i a b l e s  w h i c h  a f f e c t  t r a d e .  

An i m p o r t a n t  f e a t u r e  o f  t h e  m o d e l  i s  t h e  a n n u a l  e s t i m a t i o n  

t h e  e q u a t f c n  made p o s s i b l e  b y  t h e  u s e  o f  c r o s s - s e c t i o n a l  

d a t a , w h i c h  p e r m i t s  c o m p a r i n g  t h e  v a l u e s  t a k e n  i n  i n d i v i d u a l  

y e a r s  by  t h e  c o e f f i c i e n t  o f  dummy v a r i a b l e s ,  without t h e  n e e d , t o  

s p e c i f y  b e f o r e h a n d  when t be first i n t e g r a t i o n  e f fec t s  iight 

h a v e  t a k e n  E l a c e .  R a t h e r  t h e  model i t s e l f  p r o v i d e s  i n f o r m a t i o n  

c o n c e r n i n g  t h e  t i m i n g  o f  t h e  f i r s t  i n t e g r a t i o n  e f fec ts .  A l s o ,  

the m o d e l  p r o v i d e s  a ser ies  o f '  i n d e p e n d e n t  p a r a m e t e r  e s t i m a t e s  

v h i c h  c a n  t h e n  be c o n s i d e r e d  a s  a whole i n  terms of w h e t h e r  o r  

n o t  t h e y  i n d i c a t e  t h e  e x p s t e d  p a t t e r n .  

T h e  a n a l y a i s  of t h e  c o e f f i c i e n t  estf rates  of  t b e  dummy 

v a r i a b l e s  l e a d s  t o  t h e  f o l l o u i n g  c o n c l n a i o n s :  (i) The f o r m a t i o n  

o f  t h e  EEC h a d  s i g n i f i c a n t  t r a d e  c r e a t i o n  a s  u o l l  a s  trade 

d i v e r s i o n  effect .  (2)  The  f i r s t  i m p a c t  of t h e  BBC u a s  f e l t  a s  

e a r l y , a s  1353 a n d  t o o k  t h e  form of t rade d i v e r s i o n .  T h e  t r ade  



EFTA was t r a d e  d i v e r s i o n .  It was n c t  c o n f i r m e d  t h a t  t h e  EFTA had 

a n y  s i g n i f i c a n t  t r a d e  c r e a t i o n  e f f ec t .  ( 4 )  A c o m ~ a r i s o n  o f  t h e  

s f fec ts  o f  t h e  EEC a n d  t h e  EFTA i n d i c a t s s  t h a t  t h e  EEC h a d  a 

much more  p r o n o u n c e d  e f f e c t  o n  a l l  t r a d e  f l o w s .  
% - 

An a t t e m p +  h a s  a l s o  keen  made t o  a r r i v e  a t  some q u a l i t a t i v e  

j u d g e m e n t  a s  t o  t h e  e f f e c t s  o f  t h e s e  b l o c s  on  t h e  w c r l d  w e l f a r e .  

F o r m a t i o n  of a c u s t o m s  u n i o n  c a n  b e  v i e w e d  e i t h z r  a s  a  movement 

t c w a r d s  free t r 3 d o  ( i . e .  a b o l i 2 i o n  o f  t a r i f f s  on i n t r a -  

c c m m u n i t y  t r a d a )  o r  a s  a  s l i d e  t o w a r d s  p r c t e c t i c n i s n  ( i . e ,  

d i s c r i m i n a t i o n  a g a i n s t  non-members)  . B o t h  of t h e s e  c h a n g e s  

o c c u r  s i m u l t a n e c u s l y .  However ,  i t  makes  a c o n s i d e r a b l e  

d i f f e r e n c e  f o r  t h e  w c r l d  w a l f a r e  w h e t h e r  t h e  f i r s t  c r  t h e  s e c o n d  

h a s  a more p r c n o u n c e d  e f f e c t .  I n  t h i s  c o n t e x t ,  I h a v e  d a v e l o p e d  

+ h e  c o n c e p t s  c f  t f n e u C - r a l t t ,  l l p r o - t r a d e "  a n d  " a n t i - t r a d e t t  c u s t o m s  

u n i o n s ,  I f  a u n i o n  c r e a t e s  more t r a d e  t h a n  i t  d i v e r t s  o r  e r o d e s ,  

it can be  t e r m e d  a n ~ r o -  t r a d e  un ion r t ;  a n  I f a n t i - t r a d e  u n i c n f t  i f  

t h e  r e v e r s e  i s  t r u e ,  a n d  f t n e u t r a l l l  if t h e  t w o  e f f e c t s  a r e  

b a l a n c e d .  A c c o r d i n g  t o  my  d e f i a i t i o n s  t h e  EEC t u r n s  out t o  be  

t t n e u t r a l f l  a n d  t h s  EFTA a n  " a n t i - t r a d e  uni .cn ."  

N e x t  , t h e  e f fec ts  t h a  EEC a n d  EPTA c n  d i f f e r e n t  q r o u p s  

cf c o u n t r i e s  were e v a l u a t e d .  W i t h  s l i g h t  m o d i f i c a t i o n  my 

m o d e l  l e n d s  i t s e l f  t c  t h i s  t a s k .  I s p l i t  my s a m p l e  i n t o  f i v s  



r e g i o n a l  g r o n p s  (i) PEC (ii) EPTA (iii) Greece, I r e l a n d ,  S p a i n ,  

T u r k e y  (it) Canada ,  U.S. J a p a n  a n d  (v )  A u s t r a l i a ,  leu Z e a l a n d .  

S e p e r a t e  dummies v e r e  i n t r o d u c e d  f o r  e a c h  c n e  of t h e s e  a n d  t h s  

r e g r e s s s i o n  e q u a t i o n s  were r e - e s t i m a t e d .  The r e s u l t s  f rom t h i s  

se t  o f  r e g r e s s i o n s  l e d  t o  t h e  f o l l o w i n g  c o n c l u s i o n s : ,  

( 1 )  g r o u p s  o f  c o u n t r i e s  e x c e p t  o n e  s u f f e r e d  t r a d e  

d i v e r s i o n  e f f e c t  o f  b o t h  t h e  % E C  a n d  t h e  EPTA. C o u n t r i e s  

I c o m p r i s i n q  the t h i r d  g r c u F  d i d  n o t  s u f f e r  f r o m  t r a d e  d i r e r s i c n  

o f  e i t h s r  o f  t h e  t w o . b l c c s .  I n ' c a s e  o f  t h e  EEC i t  was b e c a u s e  

Greece, S p a i n ,  a n d  Turkey h a v e  n e g o t i a t e d  Associate Member 

s t a t u s  w i t h  the -EEC a n d  f o r  t h e  EPTA i t  was b e c a u s e  o f  t h e  

p r e f e r e n t i a l  t r a d e  l i n k s  b e t v e e n  I r e l a n d  a n d  t h e  U n i t e d  Kingdom. 

( 2 )  T h e  most  s i g n i f i c a n t  t r a d e  d i t e r s i c n  e f f e c t  c f  e a c h  

b l o c  v a s  a g a i n s t  t h e  o t h e r .  T h i s  was d u e  p e r h a p s  to, t h e  . 

a t m o s p h e r e  o f  r i v a l r y  c r e a t e d  b e t w e e n  t h e  twc g r o u p a , c r  t o  t h e  
Q '  

f a c t  t h a t  b e f o k e  t h e  f o r m a t i o n  o f  t h e s e  g r c u p s  t h e y  h a d  a  l 

\ 

s u b s t a n t l a l ~ o r t f o n  o f  t h e i t  t r a d e  w i t h  e a c h  o t h e r  a n d  h e n c e  

more c h a n c e s  cf t rade d i v e r s i o n .  H o v e r e r ,  I t h i n k  t h e  e c o n o m i c  

s t r u c t u r e  a n d  t h e  t r a d e  p a t t e r n s  of t h e  t w o  g r o u p s  a r e  more 

' i m p o r t a n t  i n  e x p l a i n i h g  this r e s u l t .  About  t h r e e  q u a r t e r s  of 

t h e  e x p o r t s  of t ? T A  c o n s i s t  of items i n  v h i c h  on* p a r t n e r  

( u s u a l l # t h e  0 . K . )  h a d  a  d e a r  c o m p a r a t i v e  s t l r a n t a g e .  T h u s  t h e  

format10 of t h e  lWTA d i d  n o t  serio*nhahce t h e  a m o u n t  of 4 



c o m p e t i t i o n  w i t h i n  t h e  a r o a .  On t h e  o t h e r  h a n d ,  a b c u t  t w o  

t h i r d s  o f  t h e  EEC t r a d e  a n d  two t h i r d s  o f  t h e  E F T 1  t r a d e  

c o n s i s t s  o f  items i n  w h i c h  c o u n t r i e s  of b o t h  g r o u p s  h a v e  a  

c o m p a r a t i v e  a d v a n t a g e  a n d  i n  w h i c h  t h e y  a r e  h i g h l y  c o m p e t i t i v e .  

T h u s  t h e  h i g h  d e g r e e  t o  w h i c h  t h e  EPTA e c o n o m i e s  c o m ~ l e m e n t  

one a n o t h e r  a n d  o n  t h e  c t h s r  h a n d  t h e  h i g h  d e g r e e  t c  w h i c h  t h e y  

a r e  s u b s t i t u t a b l e  f o r  and c o m p e t i t i v e  w i t h  t h o s e  o f  t h e  EEC . 

p r e s e n t e d  g r e a t e r  l i k e l i h o o d  of t r a d e  d i v e r s i o n  f o r  b o t h  b l o c s  

a g a ' i n s t  e a c h  o t h e r  a n d  l e + ? s ' ~ p s s s f E T l i t y  cf t r a d e  c r e a t i c n  i n  - t h e  - *-- - , 

EPTA c o u n t r i s r .  / 

, 

I n  c h a p t e r  f o u r ,  t h e  q u e s t i o n  of w h e t h e r  o r  n o t  t h e  i n c i d e n c e  ' 

gf + h e  Common E x t e r n a l  T a r i f f  is  h i g h e r  t h a n  t h e  n a t i o n a l  t a ' t i f f s  

it r s p l a c e d  was e x p l o r e d .  T h e  e v i d e n c e  o n  t h i s  ~ o i n t  was f o u n d  

tc be i n c o n c l u s i v e .  

Com.mon E x t e r n a l  T a r i f f  i s  wha t  J a n  

r P i n b e r g e  of d i s c r i m i n a t i o n n  w h i c h  i s  t h e  

d i f f e r e n c e  b e t w e e n  the ) impor t  d u t i e s  l e r i o d  o n  i m p o r t s  frcm 

o u t s i d e r  c o u n t r i e s  a n d  t h e  d u t i e s  imposed a n  a n  a v e r a g e  o n  a l l  

imports.  I u n d a r t o o k  t c  c a l c u l a t e  t h e  r a t e  of d i s c r i m i n a t i o n  

a g a i n s t  P a k i s t a n  u s i n g  1370 d a t a  a n d  f o u n d  i t  t o  b e  3.2 p e r  c e n t ,  

w h e r e a s  T i n b e r g e n  found i t  t o  be s o t o  f o r  1955. 



However, I have  a r g u e d  t h a t  t h e  " r a t e ) o t  d i s c r i m i n a t i o n "  is 

mt a  good i n d i c a t o r  of t h e  . d e g r e e  o f  p r o t e c  h n e s s ,  s i n c e  it 
\ 

o n l y  c o n s i d e r s  t a r i f f  p r o t e c t i o n .  A number of o t h e x  F r o < & t i v e  

* d e v i c e s  -employed by t h e  EEC, e s p e c t a l l y  t h e  Ccmmon ~ g r i c a l t u r a l  0 

P o l i c y  were, d i s c u s s e d .  Then I d e v e l o p e d  a n  a l t e r n a t i v e  measure  
\ 

o f  d i s c r i m i n a t i o n  a g a i n s t  non-members, I a p p r o a c h e d  it frcm t h e  

:%- o t h e r  s i d e , i . e .  t h e  n d e g r e e  o f  p r e f e r e n c e n  f o r  memkers v e r s u s  

non-members c r e a t e d  by t h e s e  t r a d i n g  b l o c s  . I h a v e  d e f i n e d  t h e  

mdegree of p r e f e r e n c e "  a s  t h e  f a c t o r  by which t r a d e  among members 

i n c r e a s e d  a s  a r e s u l t  o f  t h e  u n i o n ,  compared t o  a l l  s c u r c e s  o f  

s u p p l y .  The model d e v e l o p e d  i n  c h a p t e r  three was .;sill d d a p t e d  
% 

t o  q i v e  a measu re  o f ,  t h e  sum t o t a l  d f  a l l  d i s c r i m i n a t c r y  f a c t o r s .  

I n  c a s e  of t h e  BEC, the e v i d e n c e  i n d i c a t e d  a  c a m u l a + i r e  

n  t h e  d e g r e e  o f  p r e f e r e n c e ,  a s  e x p e c t e d .  By 1970 i t  

had  r e a c h e d  a l e v e l  cf 0.76. A t  t h e  same time, the a n a l y s i s  

f n d i c a t e d  t h a t  t h e  f o r m a t i o n  of  t h e  E P T A , f a i l e d  t o  i r e a t e  a  

s i g n i f i c a n t  p r e f e r e n c e  i n  f a v o u r  o f  t h e  members. 
I .  

% 

C h a p t e r  f i i e  documen t s  t h o  im-por tance '  of t h e  EC.C a n d  t h e  ', 

EFTA i n  w o r l d  trail., e s p e t c i a l l f  f o r  t h e  d e r e l e p i n g  ~ o o n t x i e s  and  
* 

r e v i e w s  t h e  i m p q r t  p o r f o r . i n c e  of these blocs. T o t a l  f o r o i p n  

t r a d e  of t h e s e  countries a c c o u n t s  f o r  n e a i l y  on*-half  o f '  r o s l d  . . . . 
1- - 

t r a d e ,  and  f o r  38 p e r  c e n t  of tkh . e h p o z t s  o f  d e v e l o ~ i n g  c o u d t r i ( s  
> .  - .  

. - I ' 



For d e v e l o p i n g  c o u n t r i e s  it is a l a r g e r  m a r k e t  t h a n  Mor th  America. 

As c o m p a r e d  t o  o t h e r  i n d u s t r i a l  c o u n t i e s ,  t h e  i m ~ o r t  

pe r fo rmdtsce  cf W e s t e r n  E u r o p e  h a s  b e e n  q u i t e  s a t i s f a c t o r y ' .  
. . 

H o v e r e r ,  t h e  t r a d e  among lest E u r o p e a n  c o u n t r i e s  rose much 

' fas ter  t h a n  t r a d e  w i t h  t h e  res t  of t h e  wor ld .  T h e  i m p l i c a t i o n  

-is t h a t  W e s t e r n  L u r o p e  h a s  b e e n  t u r n i n g  i n u a r d  . I n  1370, f o r  

. e x a m p l e ,  62 p e r  G e n t  of its i m p o r t s  cams from o t h e r  c c o n t r i e s  i n  

t h e  r e g i o n  a s  c o m p a r e d  t c  US p e r  cent i n  1955. I n  cate  o f  

P a k i s t a n ,  t h e  rate  o f  g r o w t h  o f  e x p o r t s  t o  t h e  O.S. u a s  h i g h e r  

t h a n  e i t h e r  t o  t h e  EEC a n d  t h e  EFTA w i t h  t h e  r e s u i t  t h a t  t h e  U n i t e d  
1 ,  

S t a t e s '  s h a r e  i n  P a k i s t a n ' s  e x p o r t s  i n c r e a 6 e d  w h i l e  t b e  s h a r e  of 

b o t h  t h e  EEC a n d  However,  t h e  E X  was s t i l l  

t h e  b i g g e s t  m a r k e t  f o r  P a k i s t a n .  

\ my s t u d y  h a s  t h u s  F r o t i d e d  i m p o r t a n t  r e s u l t s  f cr, b o t h  

t h e o r y  a n d  p c l i c y .  P x l a t i n g  coacepts h a v e  boon  t e s t i d '  aM .some 

new c o n c e p t s  h a v e  b e e n  f o r m u l a t e d .  A t  t h e  uama time i m p c r t a n t  

e m p i r i c a l  c o n c l o r i o n n  haw; been r o a c h e d .  t i t o  any, stad 

h o w e v e r ,  i t  is by n o  k a n s  o x h a w s t i t e m  It h a s ,  ~ . v r r t h e h $ s ,  

p r o v f d e d  s u b a t a n t t a l  g t c u t b r o r k  for  f u r t h e r  r o s e a r c b  i n  tba 

area. 



APPEIDIX A 

C a t a  a n d  USPP~~ 

b 

T h e  n u m e r i c a l  v a l u e s  c f  t h e  t r a d e  f l o w s  b e t w e e n  t h e  c c u n t r i e s  

i n c l u d e d  i n  t h c  s a m p l e  a r e  i n  m i l l i o n  of U.S.  d o l l a r s .  T h e  f i g u r e s  

h a r e  b e e n  o b t a i n e d  f rcm n D i r e c t i o n  o f  ~ n t e ' r n a t i o n a l  T r a d e ,  f n n u a l u  , 
# 

U n i t e d  N a t i o n s  S t a t i s t i c a l  O f f i c e ,  v a r i o u s  i s s u e s .  

T h e  f i g u r e s  f o r  Gross N a t i o n a l  P r o d u c t  a r e  i n  m i l l i o n s  o f  O.S. 

d o l l a r s ,  a n d  a r e  i n  c u r r e n t  p r i c e s .  T h e s e  h a v e  b e e n  t a k e n  f r o m  

m I r t e r n a t i o n a l  P l n a n c i a l  s ?a t i s t i c sn ,  Ray 1 3 7 6  w h i c h  r e ~ o r t s  t h e  

t i m e  ser ies  s i n c e  1350.  T h e  f i g u r e s  a r e  r e p o r t e d  i n  c c u n t r y  p a g e s  

a n d  a r e  i n  l o c a l  c u r r e n c i e s .  These wsre c c n v e r t e d  t c  O.S. d o l l a r s  

u s i n g  'he e x c h a n g e  r a t e s  r e p o r t e d  i n  t h e  s a m e  p u b l i c a t i c n .  I n  a f ew 

c a s e s ,  t h e  f i g u r e s  vere n 9 +  r e p c r t e d  f o r  some  c o u n t r i e s  i n  some  

y e a r s .  T h o s e  f i g u r e s  were t a k e n  from U n i t e d  H a t i o n s  S t a t i s t i c a l  

Yearbcok f o r  t h e  r e l ~ v a r t  year. 

T h e  p o p u l a t i o n  f i g u r e s  a r e  i n  h i l l i o n s  a n d  a r e  m i d - y e a r  

o s t f m a t e s  r e p o r t e d  i n  I P S  q u o t e d  a b o v e .  A g a i n  i n  a feu c a s e s  

f i q u r o s  ha've t e e n  t a k e n  f r c m  0.11. S t a t i s t i c a l  Y e a r b o c k .  

T h e  d i s t a n c e  v a r i a b l e  w a s  c a l c u l a t e d  a s  fo l lows:  s e a  d i s t a n c e s  

w o r e  o b t a i n e d  f r o m  m D i s + _ a n c e  b e t w e e n  p o r t s n ,  1965, p u b l i s h e d  g y  I). S. 

l a r a l  O c e a n o g r a p h i c  O f f i c s ,  W a s h i n g t o n ,  D.C. O r s r l a n d  d i s t a n c e s  t o  

+ h e  m a i n  commerical c e n t e r s  v e r e  a d d e d  t o  t h e s e .  I n  some  cases a n  

a v e r a g e  o f  t w o  o r  m o r e  m a i n  c o m r e r i c a l  c e n t r e s  was u s e d .  T a b l e  A3.1 

g i v e s  t h e  v a l u e s  g i v e n  t c  t h e  d i s t a n c e  v a r i a b l e  ( D S T ) .  
4 



Table A3.1 

Values G i v e n  to the Mstance Variable (DTT) 

Belg- Fran-  get^ I t a l y  N e t b  Aus- Den- Nor- Por- S Swit- U.K. Gr-ee- Ire- Spain Turk- Cana- Japan U. S. Aust- New 
Lux ce mmy er- tria mark way tugal den z e ~  ce land ey  da tral- Zea 

land lmd 
-1 , -_T .." l a  lmd 
-*-- - 
France - 200 - 
C e m y  300 450 - 
I t a l y  1000 650 750 - 
1Je ther- 
land 97 300 225 850 - 
Austria 700 725 500 400 680 - 
Denmark 500 750 425 1300 500 700 - 
Norway 9 0  1100 950 2200 850 950 500 - 
Portugal 1107 1100 1400 1150 1110 1750 1550 1900 - 
Sweden 1100 1135 950 2200 1000 1650 500 300 1950 - 
Switzer- 
land 400 400 400 300 500 375 750 1350 1500 1500 - 
U. K. 350 300 9 0  1600 334 980 860 950 1175 1100 675 
Greece 1890 1500 1650 900 2350 1150 2500 3300 1825 3200 1150 2950 - 
Ireland 682 600 1050 1950 900 1550 1050 900 940 1150 1400 350 2650 - 
Spain 1000 700 1250 650 9% 1640 1437 1790 400 1600 1100 1100 1650 800 - 
Turkey 3380 1950 2200 1450 3383 1600 3800 4000 2300 3775 1500 3350 564 3200 2050 - 
Canada 3806 3743 4305 5367 3830 4480 3950 4171 3453 4342 4330 3730 5223 3484 4000 5676 - 
Japan 14850 14758 15472 14620 14860 15510 15293 15659 14037 15790 15360 15022 15300 14615 14079 15050 6462 - 
U. 5. 3971 3963 4567 4663 4054 4704 43% 4575 4084 4750 4554 4100 5350 3784 5128 5800 2000 7023 - 
Aus t- 
ralh 12825 12727 13337 13253 12828 13478 13260 13650 12035 13760 13325 12950 14050 13250 12080 13575 11400 5030 10290 - 
New 
Zealand 11611 11513 12123 12040 11615 12265 12050 12435 10825 12545 12115 11735 12820 12050 10860 12350 10450 5240 9125 1235 - 
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t a b l e  A j . 2  
* 

@08alts  ot the tost  for change i n  t b m  coetficients in t b e  
post - i r togra t ior  p r i o d  using pooled c r o s s ~ s e c t i  on t he-ser ies  

Period8 
V r r i a b A a  (b) 

b 0 
1 

b D 
2 

A D 
3 

A D 
4 

0 
1 

D 
2 

D 
j 

- 
D 

Y 
D 

D S T  

I 
i 

I 

I 
3 

A Y 
i 

A I 
i 

b 1 
j 

b I 
1 

A DSt 

lot- 

- P ta-Integrat  ion Perigds CoonAdeteb (a) 
195 1-50 1951-59 



Destination 

Or ig i n  
T l r - 1  a 
W",,U 1955 

1970 
Western 
Europe 1955 
Total 1970 

E EC 1955 
1970 

EFTA 1955 
Total 1970 

U s  K. 1955 
1970 

U.S. 1955 
1970 

Canada 1955 
1970 

Japan 1955 
1970 

Devel. 1955 
Count. 1970 

t 

Appendix Table A5.1 

Network of World Fxports 1955, 1370 
(value i n  m i l l i o n  U.S. do l lars )  

Western 
Europe EF TA 

World Total EEC Total U.K. 
93540 3 5 4 2 0  19249 16.80 951 n 

312070 132610 85270. 47340 19680 

. 

Canada 
4390 

12420 

5 90 
1680 

145 
73 0 

440 
950 

3 95 
660 

3 03 0 
8810 

- 
- 

46 
560 

365 
1000 

Japan 
2 1 7 0  

15140 

150 
1640 

9 1 
990 

5 9 
650 

3 8 
345 

6 80 
451 0 

9 2 
760 

- 
- 

970 
5 72 0 

Devel- 
oping 
Coun- 
tries 
23240 
58080 

8770 
18020 

5050 
11530 

3 72 0 
64 90 

2840 
3950 

5760 
12600 

32 5 
1200 

1160 
7 73 0 

5790 
10570 

Source: Handbook of  International Trade and Development S t a t i s t i c s  
1976, UNCTAD. 



A p p e n d i x  T a b l e  A 5 . 2  

I m p o r t s  o f  Y ' c s t e r n  E u r o p e  a n d  Y o r l d  b y  S e l e c t e d  C o m m o d i t y  C l a s s e s  
( V a l u e  i n  T T j l l i o n  U . S .  D o l l a r s )  

r o o d ,  
Ci: t c ~ o r i e s  h v e r a . q e s  Ag r ic111 t u r a l  O r e s  a n d  F u e l s  I i an r l f  a c  t u r e d  A 1  1 

G T a b a c c o  R n  t r  n'e t a l s  C o o d s  P r o d u c t s  
r ~rc: q+l+??+4 2-22-27-2? 27+2P+h7+hi? 3 5 t n  8 0-9 

: ' e s t e r n  
F u r o p e  1 9 5 5  
T o t a l  1076' 

rF T.4 1 c 5  5 

i 
T o t a l  1 9 7 P  

1 V . Y .  1 q 5 5  

i 1 9 7 9  

I 17.s. 195s 

1 1970 
! 
i C a n a d a  1 9 5 5  

1970 
I 

I J a p a n  1955 

1970 

Devel. 1955 

(674-68) 
T?e st Y e  st l?e s t 1.: e s t C?e s t 

C u r o p e  !:orld F u r o p e  !!orld T u r o p e  V o r l d  C u r o p e  W o r l d  E u r o p e  !:orld 

Count. 1970 14570 
1 

.' , 1 , .*, . L* ? .,, - ,. . 
L ., . 
, , S o u r c e :  H a n d b o o k  o f  I n t e r n a t  

G e s t  
E u r o p e  

35420 
132610 

15060 
81?70 

1 0 4 2 0  
58820 

5 6 4 0  
2 3 1 5 0  

2 0 1 0  
71 10 

4 2  70 
12730 



b 

T a b l e  A5.3  

a  . PoreLgn Trade A s  P e r c e n t a g e  of G D P  

ins+-ria a 

3 
A u s t r a l i a  
B e ~ g i u r ~ t o x e m b n r  g 
Canada 
Denmark 
P r a n c e  
Germany F . R .  
Greece .- 
I r e l a n d  
I t a l y  
Japan 
R e t h e r l a n d s  
H e w  Z e a l a n d  
Norway 
P o r t u g a l  
Sparn 
Sweden 
S v i t z e r l a n d  
Turkey 
U n i t e d  Kingdom 
U n i t e d  S t a t e s  

S o u r c e :  ~ n t s r n a t i o n d l  F i n a n c i a l  s t a t i s t i c s ,  nag  1 3 7 6 .  

a ) '  Average ~f e x p o r t s  and i m p o r t s .  
b )  1960  
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