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Abstract

Since World War II a number of preferential trading blocs
have come into existence, of which the Buropean Economic
Community (EEC) aﬁd the European Free Trade Associaticn (EFTA)

re the most successful. The core of all such arrangements has
bean that the members of each woyld =xtend to their partners
faveurs and privileges--especially free access to their
markets--not available to others. For members, this means a
larger market and a better allocation of resources. Fcr
outsiders, however, *+his involves intensified discrimination.
As 2 ré;ult, trads among the members is éxpected to increase and
“hat with outsiders *+o decrease rela+tively. Some studies have

measured these effects, but none of them is entirely y

satisfactory.

This thesis imprcves upon the existing technigues by
‘developing an alternative method of measuring the trade effects
of the EEC and the EPTA. A gravitational nodel of trade flows
is employed, using croses-sectional data. The preference effects
of the trading blocs are incorporated by including dummy
vafiables along with cther independent variabples in a multiple
vregression equation. Separate equations are es*imated for each

year of the 1950-70 period and the pattern cf coefficients

114



analysed. Further, the trade effects for different grougs cf
countries are evaluated. FPinally, the import perfcrmdnce of
these blocs is reviewed with a special reference tc developing

countries.

The analysis reveals that the EEC had significant trade
creation as well as trade diversion effects. The effect of the
EFTA, on the cther hand, mainly. tock the fcrm cf trade
diversion. Alsc the effect of the FEC was more prondunced. The
results were further sugported by the finding that the "degree
of pfeference" created in favcur of members was highér in +he
EEC than in the EPTA. "Further, the analyéis of regional effects
indicatedJa diversicn effect of both the EEC and the EFTA ¢
against all groups of ccuntries considered except cne comprising
- Greece, Ireland, Spain and Turkey. In case of each Lloc, the

strongest diversien effect vas that against the other.

The import performance of these blocs shows that they have
been +urring inward. Developing countries have especially lcst
ground. Their share in the West European market has declined in

all product categories except fuels.

iv
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CHAPTER ONE

CUSTONS UNIONS -- SOME THEORY AND PRACTICE

~ )

Section 1

The world trade statistics for fhe period since ioilq War iI
reveal a rising trend tcwards econoaic reqionalisn. The Europgan
endeavours to establish some sort of economic cooperation vefe
only a beginning of a wcrld-wvide sovement. The ﬁurcpean Econonic

Community (EEC), the European Free Trade Association (EFTA), the

Latin American Free Trade Association (LAFPTA), thé Central
American Common Market (CACH), the Hﬁtheb Econoaic Commfinity
'(MEC), and many other regional arrangements are a product of this

~ » NI

povement,

In most of ‘hese schemes the poiitical urgencies vere as'

. important as if not more than the eccnomic cnes. One reason
for *he formation of the BEC-<-the most succe§3f01 And the most .
visible of these-;vas, for. exaaple, th? hbsiro té restore ' v
Eurbpé to a place of dignity in the world, Coipardé to - g
such colossal powers as the U.S.A. and the B.S.S.R., it vas fe{t

that individual Buropean states had been cciigscd tc & point of
| D ' L ‘




instgnificance., If Eurcpe was to have some say in the world
affairs vis-a-vis 0.S.A. and 0,5.5.R. and not become merely a
foétnqte to histqry, individual nations would ﬁave to coniine and
speak wi*h a unified voice. Another reason vas the vwikh to
institutionalize the regrroachment betveen Germany and the other

ienbers,_especially France.

-' -~

On the economic siﬁe, +he lain.argnlent fcr forming the EEC

vas +~ha* none of the par*ies wvas.large encugh to command the
immerse amount cf research and investmant needed to launch the
ecocncmic revolution heralded by th; advent of the atcmic age.
It was arqued tha+ rational markets vere tco small tc peramit the
optimum use of the new rroductiocn techniques that were becoming
available, and “hat <he static and dynamic effects cf a customs
urion would be favoughbl; for vorld welfare.

In general, regional customs unions and free *trade areas
imoly an acceptance of +the 1ogic of free trade but an acceptance
restricted by political and nationaiistic considerations to a
limi+ed area. The jus+ification in teras pf free trade doctrine
may be that so lorng as "international intedration® is hindered by
cultural, religious, eccncmic and political-differences,
"regional integration®™ may be the seéond best since econoamies
of +he large market, ¥he division ¢f labour and specialization,
the competitive Qpnr, and +he allocative efficiency/can be

sufficiently, if not fully, realized vithin such an area.



The core of all new regional arrangelenés was that the
sembers of each would exiend to their partners favours and
privileges not available to otheré. In each of thes some--and
sometinmes all-- partneré had’signed the General Agreement on
Tariffs and Trade (GATT) and so had committed themselves to
poliéies'of non-discrininatipn. However, those fcreing these new
institutions did not ask for a waiver of their ncn-discriminatory
obligations under the GATT, but rather asked that the new
arrangenénts be recognized as qualifying for custcms unicm or
free trade areas, Customs unions and free trade areas have
traditionaily beén treated as legitiiate exceptions tc the
most-favoured-nation principle. Thus, article XXIV of the GATT
provides for the exeipticn, under certain conditions, of cus*oas
unions and free trade areas from the qeﬁeral rulegs aimed at the

aboliticn of tariff preferences and discriminati n.[1]

This study looks intc the effects of the EEC and the EPTA
on *rade flows. The rest of this chapter provides the
theoretical and historical backgrougd. Chapter two contains a
survey of the existing techniques of leasurin§ the integfation
effects highlighting their shortcomings. In chapter three an
alternative technique fcr arriving at §he trade creaticn and
trade diversicn effects has been developed and these effects
estimated. In chapter four, the question of whether cr nct the
incidence of the Common External Tariff of the BEC is higher

than the national tariffs it replaced has been explcred. 1In




this context the concept cf the "rate of discrilinaticg“ has
been expouhded. A new concept, "degree of profcrenccf hae

been developed and estimated. Chapter five documents the
importance of *he EEC and the EPTA in world trade especially for.
the developinq.ccugtrios, and reviews the ilpoft rerformance of
*hese blocs. Ttinally, chapter six gives a summary cf the

concluesions,
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The theory of custcams unions is of relatively recent
origin, bqt the theoretical devgloplentgihave kept pace'
wvith the customs unions thénsqlves. The two iain questicns ——
which have §§cﬁ gddtéhggd,a:e; (1) vhat %s\tye economic

rationale, if any, fﬁr forling custons unionk; and (ii)
'vhat £re the eccnomic effects of a customs union, once
established? 1In this chapter I review the'relevant parts.
of this theory. Hy main interest is with that part of the thcory
vhich deals with the effects of customs uniops on trade
flows and the efficliency cf‘resource ailocation.
The pioneering work in develoéiné the economic theory of
‘custo;s unions was done bleacob Viner and James Meade., Their
~ analysis vas mainly confined to a study of the effects of customs
unions on velfare. The question of the "economic rationality" of
customs unions was largely ignored because of the Vinerian belief
that customs Gnions are best vieved as essentially non-cconoiic‘
“institutions. Lately, h?éover, sone economists have attempted to
develop an “economic" thecry of the fofua}ion of customs unions
on the basis of a divergence between pri;ato and social
productivity and presence of externalities. The economics
profession is not as yet convinced that this'providds a general
economic argusent for customs unions, hovever. This nndorlingq
| the importance of empirical investigation to ascertain the

" economic costs or benefits of custonh unions,




3

The earliést customs union theory was. largely eambcdied in
the oral +tradition, for it hardly Sdgled worthwhile tc state it
riéorénsiy. The argnnbnt vas simple. Pree trade maximizes world
velfare;{h'custons upion reducos tariffs and is i/lcvenent
towards freé4trade; aicnstons union will, therefore, increase

~ world welfare even if it does not lead to a world-welfare

aaximum, ’ g

Viner argued that the above contention is not without
qualifications, So far as its members are concerned, a custoas
union does introduce free trade, but since this action ie limited

toVa few, it involves intensified discrimination against

outsidersy I+ affords an opportunity for members to displace

from their markets the imports from non-members. To the
extent - that it displaces the low cost sources of snfply, a customs
union would -eaﬁ a less efficient allocation of rescurces and
hence a decrease in world welfare. PFo nsing on this location-
of<“production effect, viner'devolopod the fundamental thecretical

concepts of trade creaticn and trade diversion.

N -
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rormation of‘a customs union may affect resource allccation
in twvo ways: (i) the new supply ffo- a partner ccuntry may
displicé high~cost domestic production, hitherto prctected by a .
+ariff. (ii) The newv intra-union supply may displace a member's
inports.frOl.a low-cost source outside the union. As an example

'of the first,consider the following cost position:

Ush ITALY  [FRANCE

$100 $120 ‘%150 (Original cost position)
$160  $192 $150 .  (60% duty is imposed by Prancef
$160 $120 $150 (After Italy and France forna .

custoas union).

o Rk

Before the formation of the cnstons-ﬁnion, the domestic
producers supply the market at $150. But after the nnion'is
forléd, Italian production enters the Prench market at $120 and
displaces the hidhir-cost domestic productién. This i;yéall,d
"trade éreatioh". Whereas international trade nid not exist
before, it would have been created., It rolulés in a better
ufilization of;rosoutcos through spociali#ation. Por an
oxanpl‘ of the second,suppose the duty had been only 30% .

Tho situation would-eppear as follows:




- 8
usi IIALY RBMICE ,
$10 $120 $150 (Original cost position)
$130 $156 - 3150 - (30% duty is imposed by Prance)
$130 $120 - $150  (After Italy and France fors

v customs uniof).

Before the custoas union, Prance vonlé ilport-ftOI the US at a
price of $100 and with a 30% duty. After the union is formed
Iialy will displace previcus ilportk from the US -- a low cost
source, This is called rtradé‘divorsion". Tt reduces the

efficiency of world resource utilization.

The differences in the upit costs thus give rise to trade
creation and trade diversion. These two constitﬁte the prcdhction(
effects of a customs union, An cstiqato of the net groduction
effects can be made through a couparisbn of tho'a;bint of fréde
created (volume of trade ctoation-lultipllod byAthq &itfcroncd in
cést'per unit) and thd‘alount of trade divort‘d (volume of tfadc
diversion -ultipiied by t;o difference in costs). This can best

be seen in the following éiqqial:,

¥
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Figure 1.1

Trade Creation and Diversion: Partial .aquilibti:_
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In Pigure 1-1, the curve D D' is the hose demand curve: S
‘ - h

is *he supply curve of dosestic producers; S is the supply
hep

-curve of the homa-plus-partner ccuntriés, assuaming that the

par‘rer's goods are admitted duty free; and S is the world
v

supply curve. Fcr greater generality, increasing ccsts have been
assused in the hcme and partner cogntrios. Hovever, it is assumed
that the hcme ccuntry ie small coampared to the res® of the werla,

so that *he wcrld supply curve, S will appear hcrizontal in
v

*his market, even if there are increasing costs. The import price
from ROV¥ is 0C. I the hcme ccuntry imposes a unifors, nca-
preferential tariff of t per umit cf imports, the relevant

supply curve is CBT and the equilibrium is found at D. Then

quantity 0Q will be consumed, of which 0Q wvwill be prcduced
3 2

at home and the remainder Q Q will be imported froas the
. 23

lowest-cost (ROW) supplier. (It say be noticed that the welfare
loss due to protection is equal to the sum of the two triangles

of deadveight 1lo¢ss, CBE ¢+ DER.)

Now suppose that ccuntries A and B fcras a custcas uaion.

The effective supply curve will now be CGS e In the new
hep

equilibrium 0Q is consesmed at a price OP . The new eguilibriua
] 0




11

is characterized by a lcwer production a* home (0Q ), increased
1

consumption 0¢ and increased trade Q Q . Trade creation is
4 14

measured by the reduction in the size of the original deadwsight
+riangle losses by ar amcunt equal toc the sum of the two smaller
shaded triangles, BIH + DKL, Trade divarsion is me2asured by

MIKN, which *akes the fcrm of lost tariff revenus,

As can be ssen from figure 1-1, devending on the elasticities
of variocus demand and supply curves, the size of the pre-union
tariff, and differences in the costs, the relative magnitudes of
+he gains frcm trade creation, and the lossas freom trade diversion

may lead to net welfare gains or losses. There can be no general

presumpticon as tc which of the two will dominate,

The case we have analyzed abova2 is the general case where
both trade creation and trade diversion are observed., As special

cases, it may be noticed that if the tariff is CP c¢r more, there
1

will be only *rad= creation, and if the tariff is CF or less,
0

there will be only trade diversion. In *he first case, the
effective world supply curve (including thz tariff) 1lies

above P F, and the entire local demand is supplied cut of local
1 .

production. If a union is formed, the effective surrly curve




b‘col§8 CGS « partner displaces scae of the hithcoit‘locnl'°
o ~hep

-

production, and the local production drops to 0Q , giving_riso fo
_ - : 1 '

tradé creation. 1In the second case, with a tariff equal to CP ,
' ’ i : : : -0

the effective supply curve is €RJ, consumption is OQ‘, and the
. o 4 R

domestic production is 0Q . The formation of the union will
) ' 1 ' .

lleave unchanged the price, Quantitj consunmed, and‘level ¢cf local
production. howevér, the higher-cost partner countrj vill disglace
the lowest-cost world supplier. This is a case of pure trade

,‘divession.7‘

-

- -

To sum up, formation of a customs union prbyokes twvo
contrasfinq forces--a trade—croatinq'forco resulting frb-lthe'
- elimination of protecticn of doicstic producers fros thii£
counterparts in pa;tnor coﬁntrios; and a trade-diverting force
resulting from the increased protection granted to doamestic
producers vis-a-wis third conntry'prodncors‘th;qygygfpo -
'éifdnsiéh ofrfhiir profoé;od lirk;tg;owéﬁo partner ccuntry. thdro

is no lpq;cnl necessity that one should ddlindto the cther.

This latter conclusion has led the analysts to a
consideration of the factcrs vhich influence the procducticn

effects. » -
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peterminants of Production Effects:

Certain fac*ors which affect productive efficiency,
play an important role in determining the welfare effects of a
customs union, In a static framework, complementarif} and
competitiveness, size of the union, transport distances and
tariff levels may be regarded as the main determinants c¢cf the

production effects, These factors are discussed below.[2]

(1) Complementarity and Competitiveness:

The terms complementarity and compstitivensss have been
given different meanings. Acccrding to Ellsworth, +hs
manufacture of similar goods can be the critericn fer the
competitiveness of the economies merged in a customs union, 1In
more recent interpretations, the terms "rival" and "ccrplementary
economies" have been used for economies with "similar" and

"dissimilar" costs.[ 3]

Concerning the advantages cr disadvantages cf ccmplementarity
er competitiveness of economiss, there are two schocis of thought.
Scme economists--mainly Viner and Meade--are ofbthe Crinien that
the advantages of a customs union will be greater the greater is
the degree of rivalry of thé union members pricr to the customs

union,{4] Conversely, complementarity between the economies of




v

the union members vill—diio'riso to negative production #ftfe

-~

On the other hand, Makower and uorton[S] hold that tho bene-

fits arising from a custoss union are enhanced vhon its lelbors

are cosplementary. Acccrding to these authors, countries uith .

widely difforent production advantages stand to-gain most through

+he formation ‘of a union. I believe the Viner-Heade argdlqnt tc
be,nore reasonable, because the more similar the production
patterns before union, the more competetion the unicn will

stisulate ard the greater afcht wvill it bave in displacihg

custoas unioné (i.e.movement towards free trade) relies on such

a competetion being taking place.

‘ -
(2) W=

uneconomic units, As a latt;r of fact the economic rationale for

The:e is again a divergence of opinion as fb the effects of .

the size of a union on Idrld-vblfaro.‘ Vincr, ucado and

Tinbergen hold that the positive prodnction effects of a cugtons

" union will be groatcr the largor tho area of tho union. 3010

othcr econoaists-~Duncan, !llttly and 'ilhpll nopko--laintcin
exactly the opposito [6] rhoso lattor aathors envisage

-odificntions 1n oeononic policies as the aroa of tho naion. .

-




increasgs. 'They:nﬁ%g{gin that while anli nations are ingoréitedti
in the 1ntofnati§na1 division of labour, large paficns“arc lorb‘ ‘
" inclined towvards autarky, since érqgecgioﬂist intereste can have
gr;qter scope in,a'}argér natycn. I think tﬁdre,is nc -reason to
hold such Qn-a'priori viev and tye recent developientg_in Enrope .
do mot bear it out, Co . - L . 

r

-

The V§ner-ueade arqumeent is more qonvincing. Theay iaintgip
that, otﬁerrthings remaining the same, a larger ecoﬁonic tloc
increases the potential scopg‘tot the internal division cf’
labo®r aﬁd provides more chances for the ;aallocaticn of
- production. HMoreover, the possibility of trade‘diiérsicn is
also reduced vith successive increﬁffs in the union size.

Accepting the view tlat an enlargement of thé'nﬁicn
increases po*ential. benefits, the question is how the size of the

e

union can be leasured, Yarious definitions of parket size havc

been suggested and subsequentiy challenged; After revieuinq sone

-

of these Balassa concluded that vélume of prodnction--tho"yatd
stick" provided by lllyn !oung--is the most appropriato. |

lccording to this definition, the size of the nan&ct for a nnion

>

can be lcasnred by_igj gross national product.

N
(3) Transport Distamces:
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Nany empirical studies have indicated that geographical
distance has a consideratle effect on econonic xelﬁficns between
~nations; - According %o the findings of the German ¥ational Bureau
-of statistics, a fairly hiqﬁbnegative correlation exi,ts tetween
geog;aphicdl distance and the flow cf trade betueen‘the 23 areas
of the World covered by their study. Similar results have been
reached in studies on internal trade by Rutledge Vining and b;
Isard and Peck.[ 7] )

L4

However the impcrtance of "economic distance" rather than
"geographical dis*ance" is considered more relevant fcr
evaluating the relative gains ¢f a customes unions, The fcrmer
concept is based on *he ccsts involved in‘the transgortation of

goods rather than actual milage. In some cases the "economic

distance™ between two lccations, A and B ,may be smaller than

+hat between B and C, even though the "gecgraghical distancc" is

greater. It may be so Lecause of better transportation

facilities and/or continuitxvgz economic activity acrecss national -

bounderies between the first two locations. 1In this cofPext, a
customs union will have beneficial effects to the extent that it
egstablishes the cbntinnity of economic flows disturted by

natibnal bounderies,

i e S S e e

a2

J——
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(4) Tariff Levels:

The production effects of a union will tend torbé positive
(2) éhg higher the average level of tariffs of the partic;pating‘
countries before the unicn (b) the lover the common external
tariff of the union against third ccuntries and (c) the lover the
level of tariff§ in expcrt markets outside the union. Moreover,

-

from the pcint of view of third countries it is notable that

‘qk”those countries vhicﬁ have been trading mostly with low-tariff

sembers of the custcms union, will suffer more from trade

diversion due tec the customs union,

Consumption Effects

Viner's analysis implicitly assumed that commodities are
consumed in some fixed rroportioms vhich.ié independent of the
séructureAOf relative prices. He tharefore, ignored ihe welfare
effect; ol the substitution between commodities resulting froms
changes in)relative prices which necessarily accompany a
customs union., This shcrtcoming has been overcome Ly the
:nalyses of Meade, Lipsey and Geﬁrels;[e] We will not go into
the details of +hat analfsis here. ‘It is sufficient tc note that
+their analysis’éhsks that similar to prodﬁction oftccis,

consuaption effects could serve either a welfare-increasing or

velfare-decreasing function,
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Section 4
Irade Creation and Trade Diversicp:

Re now present briefly *he arguments apout trade creation ard
trade diversion in ¢erms of general equilibriﬁl analysis for a

small country A. L

Consider PFigure 1-2 [ 9] in which we show country A's
conventional producticn possibility frontier with initial

equilibrium production at P and ccnsumption at W ., The line
0 0

' C C' is the price ratio available fcor trade with country C.
A tariff”on the iwmpcrt of goBd X results in the domestic price

ratic T T', which prompts producers to be at P on the production
: 0

frontier, Now suppose country A forms a customs unicn with
ccuntry B which affords it tﬁe possibility to trade at the
price ratio of partner ccuntry represented by B B'. PRefore
union, with the same tariff fate applicable to importe from
ccuntry B and C, it was not profitable for country A to import
from B, But after the preferential elimination of the tariff

country A is in nev equilibrium with production at F and
1

consumption at W . Imports of good X from B bave replaced
1 : ,

those from C.
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Figure 1.2

Trade Creation and Diversion: General Equilibrium
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The gains and losses fronbthe'forlation of the customs union
can be measured by means of a Slutsky conpepsating income varia-
tior taken at the new price ratio. Por this purpose vwe consider
vhat income, measured in terms of good X, is required at the new
price ratio to attain the initial income bundle of X and Y which

country A enjoyed before the union. 1In Figure 1-2, the quantity

OB répresents the value of income in terms of good X at W
2 0

expressed in the new relative price. The value of income in
terms of good X attainatle by country A if it had remained at its

initial point of production P is OB . As can be seen, the
. 0 - 3

diversion of trade frcm ccuntry C to B causes a reduction in

incoae of B B of good X, This diversion takes place whenever
2 3

formation cf the unicn l2ads to a switching of suppliers, because
in this case it must be true that the relative price at which
country A can acquire its import good X is less favourable than

beforé the union. The trade creation effect is measured by B B
3

vhich is gained by the increased efficiency of production in

moving from P to P .
0 1

In the case descrited above, trade creation dominates and

hence it is seen that welfare increases as the community

A e

o e i R i

ot b At
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moves to a higher consumption level, W . It can easily be shown
1 1 .

that this may not hapren. Por example, we can imagine a

situation where the initial equilibrium is W', vhiéh lies outside
. -0

of the trade cpportunity curve B B', at‘ainable after the
) 11

formation of the union., Under these conditions B would lie AB
1 ,

between B and B , trade diversion would dcminate and

2 3
the highest attainable welfare position wculd lie below that

reached before the -.-union.

Y
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Search Por Ap_Econgmic Batiopale for Customs UDions

The resource allocation and consumpticn effects which have
been discussed above may ke considered to be a "possitle®
rationale for customs unions. However, Ccoper and Massell
challenged this.[10] They established fhat a ncn-preferential
tariff policy is necessarily superior to customs unicne aé a
trade liberalizing device, They'drgued that analyéically the
velfare effects of a customs union can be split intc twe
components: (a) a tariff reducticn component, and () a pure
trade divefsion component., The tariff reduction comgonent is the
sole source of any gain ir consumer's welfare that—ii;h{ result
from a customs union. It a}connts for both trade cantion and
the consumption effect, Using as a point of reference an
appropriate policy of ncn-preferential prctection, a custoss

union necessarily results in pure diversiocn, and is

consequentially "bad"” in the tgaditional velfare sense.

The Cooper-Nassell arquasent can easily be estatlished
using Pigure 1-2. Por this pdrboso, compare the gain that

-

accrues to the home ccuntry after forming the custoss unicn (B B ),
’ 3

with that whiqh would accrue to the country as a result of a given
non-preferential reduction of its tariff involving the same
change in domestic prices. The effect of reducing the tariff and

thus the tariff-inclusive price to P B is again to shift
11
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production to P , and if it is assumed that the gbvcrﬁlent
‘ _ 1

returns the tariff proceeds tc consumers, to shift consumption

to W, If it is assuaed €\}k the tariff prcceeds are kept
2 = :

by the government, *+he new consumpticn point will be at W and

W W is conceived of as a gain *o the government. 1In any case
12

the total value cf gain of the country, measured in terams of

qooh X will be equal to B B . The amount B B represents the
34 14

difference betvween the customs ynicn and an equivalent pclicy
of non-preferential tariff reduction, which takes the fcrm of
tariff revenue but represents the real resource cost of
diverting demand from a lcw-cost foreign tc a higher ccst
partner source., The welfare effect of a custoams union has two

components: a pure tariff reduction component (B B ) and a
! ’ 3 4

pure trade diversion cosponent (B B ). Thus, compared to a
31 ,

policy of non-preferential tariff reduction, a custcas union

necessarily results in pure trade diversioh and is conseguently

inferior tg\the foraer fronm # ieiourco allocation pcint of view,

By elipinating resource allocation as a possible econoamic

rationale for a customs union, the Cooper-Hassell analysis has
. ]

had the effect cf focussing attention on three other potential

sources of gain from a customs union: the paublic qood‘arqd-opt for
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protection, the terms of trade effects and tk:\i?nalic effects.,

Bach of *hese will be discussed briefly,

-

Public Goods Argymen:

Cooper-Massell have arqgued that the essence of the problei
of rationalizing customs union on economic grounds is that
classical trade theory with its free trade orientation is, with a
few excapticns, unable to éxplain vhat motivates a tariff. What
ie needed is ar "economic" theory of protectionisam, whose
development wculd allow a comparison of non-preferential tariff
policy wi¢th a customs union as alternative protecticnist rather
than trade-literalizing mechanisms. This is the task undertaken
by Harry Johnson and Cocper-Massell in independert analyses. They
achieve thé requirezﬁséiilentation of *he theoretical framework
from free trade to protection by introducing the concept of
"public goods* into +he community's social welfare tunctién along
with private goods.[11]) 1In  these nédols tho(éorl of the public
good is a llective preference for certain types of econcaic
activitff/ijlcly industrial broduction, vhich is assumed to
yield the commurity sa¢tisfaction over and above giat obtained
throcugh the private consumption of industrial productes. 1In
fact the public good can take any number of foras, and thus
is potentially applicable to a wide variety of different
situations. The Coammon Agricultural Policy of the ﬁlc, for

example, can be rationalized by these models if it is
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assumed’ that a public preference exists for agricultural
rather than industrial prcductibn.

The danger with the Johnscn-Cooper-Nassell type models, is
.that they lend themselves easily to abuse by governments as a
justification for vhatever they migh*+ chocsa to’do. As is
vell known fros the famcus infant-industry argusent fcr
protec+ion, the problem is operational rather than concgptual.
There may be, in certain cases, a perfectly valid argument for
protection on/public goods grounds, but the argument .is not a
general one. The prcblem, on the one hand, is identifying
+hose activities that have legitimate bublic good characteristics
and vhich do not, and, on the other, detersining whgther
protection is inéeed required. In the event that a valid
argument for protection can be established, there is the
further probles of an'etficient protection léchaniél. It has
been argued that customs unions are not the best mechaniss
even in that case.[12] While baing more efficient than a non-
preferential tariff, they are ingerior to a direct éroduction
subsidy. Thus so long as govornients have the optic; of |
grantinq and adjusting direct production subsidies, a custoas
union vill not be the most efficient protective lechhnisl.

An economic raticnale fcr customs unions on public goods
grounds can only be established if for politiéal or other
such reasons governments are denied tho use of direct production

\
subsidies.



26

"Terms of Trade Effects. A more convincing argument for a customs

union is related to its terls-of-trﬁde affects. If a

country is assumed large enough to affect the prices it pays

in international markets for its traded gocods, ncn-proferen¥ial
tarift réguction vill provoke a teras of tgade l¢ss, whereas a
customs union, under certain Circulstaﬁbes, may improve the
unior's terms of trade. However, it is hard to say omn a

priori grounds which wvay the terms cf trade of the union will
move., Tvo ilportanfwfacfors vhich affect the union's terms cf
trade in the short run are (i) elasticity of the reciprocal

demand of the unicn memters and (ii) size of the union.

(1) Elasticity of Raeciprocal Demand:

The trade diversion effeéts of a union, which involve a
shif+ in the reciprocal denand of union members for fcreign
goods, tend to improve the union's terms of trade., As a result
of.the reduced demand fcr prodﬁcts of the ocutside vcrld; the
teras of trade are likely to turn in favour of the unicn
meabers. The elasticity of reciprocal deland,dop;nds,npon.
the elasticities of demand and supély of the goods traded

between the union and third countries.
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(11) size of the Upicn:

The larger the size cf the trading area forming a upion,
the bettar position it enjojs in its bargaining with cther
countries and the be*ter its terms of trade are likely to be
vith the rest of the world. The size of the unicn is al§€ ‘
related tc the elasticity of reciprocal demand. It is Lelieved
that the larger the size of the unicn, ‘he greater would ke the
elasticity of its recipiocal demand for the products cf thirad
countries and the smaller would be the elasticity of reciprocal

demand in third countries for the products of tha union.

Dynamjc Effects:

Thevpreceding analysis dealt with a static frasework.
There is a consensus that the gains arising in a comsparative
static analysis of cuétols’union are rather meager. HMany
economists believe that the real gains arise because of dynamic
effects. Tﬁese include a pumber of factors which are difficult
+0 measure and do not readily fit into rigorous analytical

models. A few of these are discussed below.

(1) Bccnomies of scale. These include economies internal to
the firm as vell as those internal to the plant. Specialization in
production is an increasing function of the market size. A custoas

union enlarges the market size for producers in many industriqs
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persitting the davelop-ept o£ greater specializaticn and thus,

~

lover costs, .A second source of internal écala econonies vhich

‘has found much empirical support in recent yéais,'ia_the length’

of run in the production cf differentiated goods withir the same
plant., These economies arise 5ecause, when a plant produces
less varieties of a product, it can keep lower inventories ,

of inputs and outputs, and idle machine time for switching of

cutting and éhaping of rarts is reduced,

(2) External economies which include enlargement of
+echnical and managerial skills and certain other factcrs such
as econoniba of specialization, innovation and basic research,
are another source of pctential gains to members of a unicn.
Research and development 'of skills is enccuraged because the
free trade acceses to a larger market in the customs unicn.
permits firms tc spread “hese fixed costs over a larger

quantity of output,

(3) Customs union may attract foreign capital ky enéonraqind
firas especially lnltinational corporations, to establish bnsinoss
vithin the nnion and thus avoid the common external tariff and |
avail the benefits of a larger market, It is laintagncd that the
formation of the EEC, fcr example, "has created special iqccntivas
for U.S. firms to invest in the EEC.[13] | |

S

(8) The union lay also eliminate risks and nncag::}ntios

of foreign transactions and thus expand trade and investaent.[ 18]
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-

A final rpoint rela;;gqafo dynaiic :acfo:t is that sinéi ¥h6'.
increased market size affects the grovth rate -of the ngtqai -
ﬁositively, it is believead that the dynamic factors.uiil éf set
the negative effpcts of #tatft factors on nonfpgrtitipazz;;’
ccuntries thrbngh'the fcreign tradi lnlfipliet.» Houbver, auch
.depends on the'inégne eiasticity-of demand for imports froa noﬁf
meaber countries, Third countries can benefit frca the‘ionq run

income effects of a customs union only if the.inCOl.,elasxicity‘of

demand in the union for the products of non-members is high.

~ . - -

/1
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Section 6
Bistory of Fconomic Cooperation_in Euroge

The free trade'qovelentvocgupies one of the most significant
chapters in +t+he commercial history of Eurobe. In place of the
doctrine of economic nationaliem in which each ccuntry pursued
+he mirage cf self-sufficiency, it substitﬁted the doctrine of
international divisio% cf labour and specializaticn based on
coiparagive advantage. The movement, although economic in content,

’,

is peclitical in its inspiration.

~ The histcry of cooperation in Western Europe gces back as
early as the nineteenth century. The first effective customs
unior vas formed in the name of German Zcllverejn in 1833, which
included eighteen states. It was an important histcric,
precedent., It led to the economic and political unification of
Gerlaﬁy andrits transfcrmation from a ééchnically backwvard and
mainly agricultural country int&ione of the leading industrial
'states on the Contiﬁent.

The outbreak of the first World War and the hostilities
crea+ed because of i+ led to the break up of Zollverein. After
‘the War certain proposals for custoass unicn®on smaller scale
came to light but all ended in a stalemate. The oﬁtb:eak of the
second World War dealt a further blow to the dovement of '

Buropean unity. These Wars left Europe--once dominant in the

world--such veaker than the United States or the SOvief Union.
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On the economic scene, the European economies were cn the verge -
of bankruptcy. The pressure of these circumstances opened the
eyes of the Eurcpeané and they began‘to think again in terms of
cooperation in place of competition and cc-destruc+icn.
The ball wag set rolling by three governments-~Belgium,
Netherlands and Luxamburg--vhen they es-ablished the Benelux

)

Economic Union in' 1944, ‘The loveleﬂt took cn a sense cf urgency
after the War. The gigantic task of reconstruction of the
war-torn economies required close cooperaticn. The first
concrete step towards European cooperatioh in the econonmic
sphere.vas taken in 1348 with ﬁhe settipg ug cf the O:ganiz;tioﬂ
for European PEconomic Co-operation (OEEC) whose functions‘vere
+0 distribute Marshall Flan fuhds, to coordinate investment
prograsmes and to resuscitate int:a-European trade. A nofe‘
decisive turn of events was set in lotioﬁ in 1349, when Mr. Paul
Hoffman, the Marshal Plan adaministrator delivered a major |
address before.the Council bf €{; OEEC. 1In this address hq--ade

a férthright appeil for European integration. He defined this

as the formation of a single large market, vithin which

. quan+itative res*rictions upon the movements:of goods, mcnetary

barriers to the flow cf payments and eventually all tariffs are

permanen+ly swept away.

The motive of Ar. Hcffman in making this apreal was, no

doubt, the desire of the United States to see ¢ ‘e veakened -

8

fossible

econonies of Western Burcpe restored as rapidly

so that thoy‘vonld cease to be dopcndont'upon'Unitcd tates!'




32

' .
aid., " FProm this time there were two tendencies ;n Europe.
‘One wvas led by the propcnents of Euroéean integration,
assuggd as they now were cf U.S. support. The other was led
by tge British, vho preached close co-operation as the |
al+ernative to ihtegration. The Bri+ish did not wieh to
beccme too ¢losely involved with the countries on the Continent
as they vere afraid of the supranational leanings of those
promc*ing European unity. A European Customs Union Study
Group had earlier been created only to f£find that the proposal

for a customs union embracing all the countries of Western

Europe was still a far cry from reality.

When by 1350 it was evident that economic integration
through a custoas qpion vas very difficult, efforts were made
to bring about integration by sectors. Success was made on’
these lines with the estatlishment of the Buropean Ccal and
Steel Communi+y (ECSC) in 1952,.vith France, Germany,. Italy
and the three Beanelux ccuntries--the Six--as members, The
‘primary object df the Ccmmunity vas to set up common markets
‘iﬁ'coal, iron ore, scrap and steel. The experience proved
to be a successful one. N

Bncourgged by the success of the Buropian Ccal and Steel
Conluhity and the Benelux BEconoaic Union i19ua), the Benelux

group cf countries initiated a proposal for the extention of

aré

LW

w
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economic codperation and integration betveen the members of thq
ECSC a+ a me=2ting of the foreign ministers of the Six held in
1955 at Messina, They surveyed six possiblqugéids cf
integratior and decided that those offerinQ—th; most proamise were
(1) a ccamon market and (2) co-operation in the field of nuclear
eﬁerqy.. They agreed ta se* up coniittees to_investigate these
two possibilities, Under the leadership of Mr. P.H. Spaak the
Belgian Foreigh Minister, the coglittee on the ccmmcn market made
rapid progress and was ready with a report that was submitted to
the Poreign Ministers of the Six at a meeting held in Venice in
Ha; 1956, fhe Spaak rerort was approaved at this meeting as a
basis for the neqgotiaticn of a treaty eetablishing the common
market., On March 25th, 1957 the historic Rome Treaty
establishing the European Bconomic Community (BEC) was signed by
the representatives of the Six coun£ries and came intc force |
from January tst, 1358, The Treaty provides for the grédual
establishment of a Common Market by developing a single market
for the products of the members without tariffs or quantitative
restrictions and formation of common external tariffs and trade
policies vis-a-iis the outside ibrld. It envisages common
poiicies on atomic energy (through'the Buropean Atosic Energy
Community), agriculture and transport, gradual elemination of
monopolistic practices, co-ordination of economic and social
poiicies, promation cf labour mobility, mutual assistance in

financing social Socurity and provision for a fund for Ruropean

developnment,
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In the meanwhile the British had been intently fcllcwing

developments, more or less on the sidelines. They maintained

a very gqguarded a+ttitude +owards the supranaticnal features that
were emerging frcm the deliberations of the Spaak ccmmittee., 1In
July 1956 the Bri+ish sutmitted their rroposal for an all-
European industrial free *trade aresa at a meeting cf the OEEC,

For the next *wo and a half years the discussions relating to

the proposed free trade area bacame the main pre-cccupaticn of
OEEC. The Six in the msantime established EEC. The prospects

of tariff discrimination accentuated the British attempts to create
an all-European industrial free trade area. The nagctiations
broke down in 13958 when the French resented a veiled threat cf
retaliation by the British., The French were concerned abcut the
possible deflections of trade resulting from the varying levzls

of external *ariffs, They pointed to the free access *c raw
materials and semi-manufactured goods from the Commcnwealth
- enjoyed by the United Kingdom. They contended that new investment
would be concentrated in the United Kingdom, where advantage

could be taken of preferential treatment both in the Commcnwealth

and in the propcsed asscciation with the Common Market,

The breakdown of negotiations for the free trade area left
the British in a quandary. Thus in 1959 they welcomed a Swedish
suggestion that OEEC coun*rizs outside of the Common Market

should form a free trads area amongst themselves. Seven countries
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(Austria; Denmark, Norvay, Portugal, Swveden, Switzerland and the
United Kingdom) responded to this appeal and concludeé
+he Stockhols Con;ention late in 1959, which established the
 Buropean Free Trade Asscciaticn (EFTA).

I+ did not take the United Kingdén very long tc realize
that the EFTA could ﬁbi serve its purposes. Also the success of-
the EEC vwas far amore impressive than Britain thought. So only
eigh+teen months aft+ter the establisplent of the ERC, Britain
applied for joining it. It was followed by a period of tumultuous
neqgotiations larkéaxby tvo vetos by France. However, the
situation eased after President De Gaule lcst power, and Pritain
along with Denmark, Ireland and Norway wvere fina;ly granted
entry into tpe PEC, Norway could not join because of a popular
referandul\In the country. Thus on Januéry 1st, 1973 the
Community of Six turned into a Community of Nine. 1This
enlirgelent brought with it additional arringq;eqts with
ncn-member countrias. In particular the ncnfipplicant EFTA
counfries negotiated frqe trade agreements with the Community.
CBoperation has also been growving in many cther areas especially
- monetary inteqgration. 1In short, Western Burope seems to be cn

'

its way to the United States of Burope.
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. Footnctes -« Chapter One

A_customs Union means that the members, while abolishing
tariffs on trade within the union, adopt a ccmson tariff
schedule on impcrte for non- members, 1In a free trade area
the members retain their seperate national tariff schedules
against imports frcam non- members but eliminate them on
intra~-area trade, The relavant clauses of the GATT in
articﬁe XXIV provide an exception for customs unicnes or free
trade aAreas so long as the tariffs ard trade restrictions

. are elihinated on "substantially all the trade" tretween the

meabers, and so long as the tariffs and trade restrictions
on non-megbers are "not on the whole" more restrictive than

. those previously imposed by the constituent states.

The following disucssion rests on, Balassa, B., lhe Theory
of Economic Integration, Irwin, Homewood, Illinodis, 1961,

~

Makover, H., and Mcrton, G., "A Contribruticr Tcwards a

Theory of Customs Union", Ecopomic Jgurpal, March, 1953,

Viner, J., Tka_Customs Upnjop Igsue, New York: Carnegie
Endowment for International Peace, 1950, pp. 51-£55,

Makower, H., and Mcrton, G., Qp, ¢it,

For a summary of their arquments see, Balassa, B., 9op, cit,:
p. 35. ' ‘

For a short descrigtion his analysis and its results see,

Walter Isard, Location 3y, New York: N.I.T.
John Wiley and Sons, 1956, pp.

Meade, J., The T ¢+ Ansterdam: North-~
Holland, 1955; Lipsey, R., "The Theory of Custcms Unions: kX
General Survey", Eco s Septeaber 1960; Gehrels,
R., "Customs Unione Prom a Single Country Viewgoint®™. Reviey
of Ecopomic Studjeg, vol. XXIV, 1956-57.

. This figure has been adopted from Grubel, BH.,

Bconopjcsg, Illinots: Richard Irwin, 1977, p. 590.

Cooper, C.A., and HNassell, B.F., "A New Look At Cnitons

Union Theory®, JEcopompic Jourpal, December, 196S5.

Jchnson,‘ﬂ.s., "An Bconomic Theory of Protetticnism, Tariff
Bargaining and the Pormation of Customs Unions®, Jourpal of

Political Economy, June, 1965.
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Krauss, H.B., "Recent Developments in Customs Uniomn Theory:

An Interpretative sSurvey®, Jouygnal of Econopic Literature.,

June, 1972,

Grubel, H., Qp. ¢it., pPage 598.
Kreinin, M.E., %On the Dynamic Effects of a Customs Union",

Journal of Political Ecopomy, vol. LXXII, 1964.
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CHAPTER TWO

A CRITICAL SURVEY OF THE LITERATURE

Section 1
Introduction

There have been many attempts at measuring the trade
creation and trade diversion effects of a customs unicn,
particularly of the European Economic Community and the European
Free Trade Area af+er their establishment. ¢Unforfunately none
of these taken separately can be regarded as entirely
satisfactory. Any attespt to quantify trade creaticn and trade
diversion essentially invclves measuring what the level of
imports of the members of the union would have been in <+he

absence of integration from various sources of supply and then

~comparing 1t with the actual trade. 1In order to estimate what the

trade would have been one has to make some assumpticns abcut the
underlying parameters in the pre- and post-integration periods. ,\“
Another issue in the empirical work has been to determine what
exactly are the pre- and pos;-integration poriods,.i.o. to decide
vhen one would expect the first integrationroffects tc ha;o taken
place. A further complication arises because of the fact that
+here are many variables wvhich affect international_trade flovs,
and all studies are faced with the,qonnon'p:oblol-ot isolating.

(or controlling) the effects of other variables from that of the

integration. In view of these difficulties, there is a consenszus

»

el e 1 N

.
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among the writers in this field that all esfilates cf trade
creation and trade diversion are affected by ceteris paribus
assumptions, bty choice of the bench-mark year, by the method

of isolating the effecte of integration from cther variables,

by the choice cf the lengti of the pre- and post- integration
periods and so on. Therefore, the magnitude of no single
estilateAcan be taken tco seriouslj. It is only the ccllective
evidence derived from studies using a variety of approaches that
can provide an idea cf the orders of magnitude involved. 1In
this chapter a survey of the existing techniques is provided and
in the following chapters an attempt is made to improve upon some

aspects of these studies.
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Section 2
Ihe Bx-Ante_Approach

The elpirical,studigs on trade creation and trade diversion
have been of two kinds: ex-ante and ex-post. In the ex-ante
podels, the autpors had to solve two major problems: first, to +
forecast the ilé@:ts of the EEC countries in the post integration
period on the assumption that the EEC would not be established
and second, +c forecast *he BEC's imports in the post integration
periocd on the assumption that thé EEC would be estahlished.‘ To H
forecast the EEC's imports in the assumed absence of integration,
a érucial but perhaps urnrealistic Assunption has to be nade i.e.,
+he relative price elasticities, the income elasticities,

elasticities cf substitu*ion and parameters of the demand for

imports in *he post integration peripd would have

remained the sanme as‘in the pfa-infegration period. To forecast
the EEC's imports in the post integration period cn the
assumption that EBC would be established, imfports must be
computed on the basis of hypothetical chaﬂqes in internal and
ex*ernal tariffs and the relevant elasticities obtained froa

other sources or observed in the pre-integration period.

Asong the studies in this category, those by P.J. Verdoorn,
L.H. Janssen and L.B. Krause are vorth mentioning as a representa-
tive sample.[ 1] Both Verdoorn and Janssen used a general equalib~-

riua framework in their investigation and inquired into the effects
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of changing one variable--elilinatiqg internal tariffs‘in the
unibn-—on trade flows. Removal of tariffs has two effects on
prices: a decrease inAavefage price of fhat coamodity and a
change in the relative prices of substitutes. Verdcorn's
estimate essentially rested on partitioning the effect
of a reduction in the price of an imported good fros cne source
(the member ccuntry) into its effect on the average price of
imports and its effect cn the relative price of the gccd ﬁro.
that source ccmpared with other sources. The effect of the first
price change on import demand depends on the overall elasticity
of demand for imports cf that connédity and of the seccnd on the_
subs+titution or the share elasticity. 1In arriving at the actual
estimates, Verdoorn used average tariff levels to estimate price
changes conseq$ﬂﬁ?\on customs union and "grlausible" average
values of the two elasticities to estimate the effects on customs
unior trade patterns. His results did not show any trade
creation or *rade diversicn effects.

™ .

Janssen's tachnique wvas very similar. He attespted to
improve upon it in two wvays: by broaking'tdtalA%cnsnlption into
do-estic production and isport demand components and by
partitioning th; denand effects into income and substitution
elasticities. As a result Jamssen obtained larger changes in the
predicted td&de patterns but no substantive change in the
conclusioi/;ha; the effects of the customs union on oconélic

velfare ¥ould be negligibly small.
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Verdoorn himself nctes some of the limitaticns of this
technique: t£e_ilpact of the abolition of gquantitative
restrictions, as-well as secondary repercussions are disregarded,r
and the néthod used has a downwvard bias in regard tc gains
forthconing in effectively protected industries. Balassa points
out some further deficiences. rifst, the relevant elasticities
have been under-e;%ilatéd vhich imparts a downward tias in the
trade creation and trade diversion estimates. ' Second, shctt-run
estimates are inappropriate in measuring gains from trade, even in
+he absence of a downward bias in the coefficients. Over a
lcnger period,.existing contracts run out, political and
psychological obstacles are overcome, newv investments can be
made, etc., and the respronsiveness of trade flows tc price

changes is correspondingly higher.

Krause used an entirely different tochﬁique to assess the
prospective effacts cf the formation of the BEBC. His anqusis
- rests on a comparison of the protectiveness of the Common
External Tariff vith that of the 3ationa1 tariffs wvhich it
replaced. The Common External Tariff vas calculated by taking an
unveighted average of the French, Gornan,rltaliﬁn and Benelux
tariffs, Krause argued that the protectiveness of Cﬁt cannot be
determined by norol:zconpating thc,reénlfing increases and

decreases in nation tar!&ts required to reach the calculated

-

ETS
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level.,; FPor a produéér‘vithin the Community who was previosuly
protected by a high tariff, tﬁi”iostjécrions challenge will éone
from lovw cost producers vwithin the connuniti. The essence of
econonic integ*ation depends on this kind ot conpetition takiﬁb
place. Thus, pricos of the large low cost prodncers in the
COnnunity vill set the conpotitivo level for the entire market.
The Common External Tarifft will be protective cnly to the extent
+hat it protects the firms that can survive the internal
competitive stfuggie. : -

Krause analysed the protectiveness of the external tariff by
estimating the amount of protection it provides to the dclinant lov
cost sup?llers within the EBC., The doninant suppliers vere
identified by looking at the trade flows among the member
countries before the establishment of the Community. It was
assumed that the dominant suppliers of a particular product claég
vere to be found in the country which had the largest gha;p ot_
intra-Community trade in that product class. One can compare tio
level of the external tariff for each commodity class with the
former national tariff of the ccuntry with the largest share. of
intra-Ccamunity trade. If the nevw ta:;ff rate 1# hiqiﬁr than the
0ld national rate, them the amount of protoétion it&;ffords is
greater than before and vice versa. After a compariscn of the
coamon external tariff for_61 thrqq;digit sxic connbdity,c;assoi-

with the former national tariffs protecting the dominant

InN




suppliers, he concluded that 75$vof all manufactured prcducts
would have their protection raised, and by 1argé amcunts., As a
result of this higher protection to the "Community grcducts" the .

exports of non-members would suffer substantially.

As far as the questicn of the level of prctection in the EEC
bafore angd afteé its formation is concerned, the prdblén is not
as simple as Krause thought it to be., I will ccament on scme of
“he complications involved in chapter four, Here I wish simply
to note that many scholars believe that the CET was less protective
+han the tariffs it replaced and that the evidenc; cn the protec-
tivene:svof.the CET is far from conclusive, Secondly, his
analy#is is open to the objections raised against the use of
nominal tariffs as a leasur; of protection as compared to
effective protection. Thirdly, Krause asserted that if the
production of dominant suppliers could be expanded sukstantially
without a significant’rise in costs, then the new higher.
external tariff would permit these producers to expand sales
greatly, both at‘the expense of high csst-pioducers within the
EEC (and thus give rise tc trade creation) and cf producers of
third ccuntriéé (and, therefore, resuit in trade diversion).

But as Cooper pointed oq;, that is a big if.[2] The assumption
of high snpply elasticity.;ip thought, is cpen to guestion,
In criticising Krause's atgunont Balassa noted that the ottogts

of the Common Harket on imports from third counttios‘should
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properly be consiflered in two steps: (a) th§ implicaticns of the
averaging of national tariffs, and (b) the discrininatory’.’
effects of eliliiating dutieé on intra;BBc trade. The averaqin§
of tariffs by itself is likely to reduce, rather than increase,
protection in +he European Common Market: low-cost dominant
suppliers vho compete in the world sarket would receive
greater--but largely unnecessary—%prot§ction vhile the lowering
of duties would expose high-cost producers to foreign
coape+ition. He further expressed doubts about the possitility
of dominant suppliers being able tc expand output at constant

" costs to expleit the possibilities offered by tarift !
discrimination and to replacé'third country exporters in the
markets of partner ccuntries. He actually showed that the share
of dominant supplflers in the intra-EEC trade declined in the

period 1358-63.{3)

¢



46

Section 3
Ihe Ex-Post Approach

The second kind of models are the ex-post ones. The main
task of the authors of these models is to estimate imperts of
the EEC countries in the assumed absence of economic
integqration. The effect of the EEC is *hen the difference
between the estimated ilﬁorts of the member countries and their
actual imports in the Saleﬂpost integraticn year. The
difficulty lies in cecnstructing the hypothetical estimates.
Various methods are employed for this purpose. Usually they
involve pﬁbjectinq into +he future some pre-integraticn growth
rates under +he assﬁlption,that those‘trends véuld have
continued if it had not been for the custcsd union. The
techniques rangé from sisple extrapolation of pre-integratiorn
growth ra+es of EEC imports from internal and oxternal:sou:ces
to extrapolation of a werld trade matrix. Some of the iiportént
studies are fevioved below,

One of the earliest studies of the effects of thé fcrmation
of the BEC on these lines was done by A. Lalfalussy;[l] ﬁo
suggested that we shpuid compare changes in the share of the
Buropean Econcmic Community, as an import market, in the exXports
of member and_non-lolborvcountrios and shonld exasmine the
relative prefcraance otvthf”zzc countrics ig thk narkets cf the
Community and elsevhere. After considering tﬁo'chanqos in trade

flows betwéen 1958 ahd 1960 as well as 1960-62, he cqiclndod«that'

“>
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neither the “rade creation nor tho trade diversion effect vas

significantly fel¢,

His method is subject to all the criticisms of the "chare
approact” wvhich will be discussed later. 1In additicn ¢c those
~he shortness cf the *ime series that he was working with makes

his resul+s highly tenucus.

A similar technigue vas employed latar by ®illiasscn and
Bo«trill.( 5] According *c them, the share performarce of a
supplier in marke*s vhere he neither gains nor loses preferential
advantages gives a good dication of his hypothe+tical
performance in markets which vere in fact affected by
integration., 1In order *to separa‘te the effects of “rade creation
~ard ~rade diversion, hovever, further assumptions vere
introduced. .Por thies purpose, “hey utilized estimates of
earlier studies (Balassa ([1367), and Truman {1363]). Plugging
+he -elevant es-imates into their aodel, they reached the
conclusion *hat intra-BPC trade in'1969 vas sose*hing like 50 per
cent great‘er thanm it would have been if ¢he EEC had nct Leen
created. They atiributed most of this rise to trade creation
rather “han trade diversion. The harm done to the exports ot
other countries duse fo trade diversion in sose cosscdities was

largely offset by positive external trade creation in cther

products. (}

S
The method esployed by williamson and Bottrill say be ufeful

Y
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in dealing with changes in export shares. However, in crder
to arrive at trade crea*ion and trade diversion estimates, the
piecemeal approach follcwed by them is highly undesirable, since
the estimates from cther stj9ies that they have adopted have
serious weaknesses, scae cf«a&éph will be discussed later in this
chapter, - -

Protably *he most fprominent among the earlier studies is the
one by Balassa (1967).[ 6] He sugges“ed a comparison cf ex-pos*
income elasticities cf impor+t demand in intra-area and extra-area
+rade, for periods preceding and followving intogration.( The
ex-post income clasticities of import demand vere defined as the
rat;e’bf the average annuai rate of éhange of imports to that of
grcés~ﬂi:;ona1 product. Under the assumption that the income
elasticities cf import demand would have remained unchanged in
the absence of integration, an increase in the inco-c-dlasticity
of the demand for importe for intra-area imports in the post
integgation period 1959-65,( 7) compared with the pfc-intiqtation
period 1353-59, would indicate gross trade creation,(8) wvhile an
increase in the income elasticity of demand for imports froa all .
sources of supply would give expression toc trade creaticn proper.
In turn, a falltin the income elasticity of desand for ixtra—arca
impcrts would provide evidonco>ot the ‘trade diverting effects cf
the union. On the basis of changes in the average incose
elasticities in thcvpcriod 1359-65, he concluded that the
evidence provides a clear indication of trade creating effects of

“*he Commonr Harket. Trade diversion vas indicated in sonme
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commodity cgtegories but in others there was evidence of
"external trade creation®, such that the two balance each other
out, On an aggregate level, therefore, nc trade diversion was

otserved.

. o

Among other>objections that are common to all models of the

ex-post kind, Balassa's method of measuring average yearly income

elasticities of the deiand for extra-area imports by taking thé
average of the yearly rate of growth of impor+s, divided by the
average yeatly rate of growth of GNP in the union is also
questionable. The higher the variability in imports relative to
+he fluctuations in inccme, the more the income elasticity will
be an over-estimate of +the real average inccme elasticity. The
method also has a'éendencf to over-estimate extgg—area trade
creation if the variability of income is higher in the post
integration period than in the pre-integration pericd. It is
preferable to choose a linear regression technique, rather than
-~ the above nethodréo conpute the average yearly income
elasticities of the demand for extra-area imports in the REC for
periods prior to and aftery the economic integraticn fer ihreo
reasons: (i) the statistical significance of the income
elasticity can be tested (1i) the percentage of variaticm in
1;ports vhich can be explained by the variation in income can be
indisgfed, (1i1) a test for the statistical significance cf the

change in the income elasticity in the post relative to the

—
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pre-integration period can be developed.[9]

In a similar fashiocn, the EFTA secretariate has attempted to
estimate trade creation and trade diversion»in the EFTA Ly
?rojecting pre-integration trends of the share of imports in
+otal consumption on the assumption that "the share cf imgorts
from EFPTA and from other countries in the apparent ccnsuaption of
a given ccmmodity in any BFTA ccuntry yould have develcped over
*he period'f959-65 in the same wvay as they had over the perio&
1954-53", had it not been for the EPTA integration. Deviitions cf
actual froi}éxpected shares are attributed to the effect of the i
EFPTA. A positive trade creation (TC) in the following expression
results from a rise in~th® share of imports in totai ccnsumpticn

in the impcrting country.

TC = N -[=m - 6/5 (m -nn )]C (2. 1)
65 59 59 54 65

vhere M, C and m stand respectively for imports (from all sources),

consumption and the share of imports in consumption. The

"

subscripts denote the years; In this expression 1/5(n -
59

»

R ) stands for the annual average increase in the share cf
54 .

imports in total consuaftion. When 6 tinmes this is added ¢o

R , it gives the extrapolated share for 1965, wihich multiplied
59 '

by C gives the extrapolated imports for 1965. The difference
65 )

betveen these and the actpal imports denotes the trade creation
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effect,

Similarly, if the shars of non-EFTA sources of supply in the
censumption cof EFTA falls, there is *rade diversion. Trade
diversion was measured as:

™D = N - [n + 6/5 (n -n )]¢c (2.2)
65 59 59 54 65

where N is imports into a member country from ncn-EFTA ccuntries
and n is N/C. The EFTA Secretariate came up with a fiqure of
$0.37 billion for trade creation and $0.46 billicn fcr trade

diversion, for 1365,

This aprroach ascrites the entirs change in the import
consumption ratiocs of the EEC ccuntries to integraticn. However,
the import consumpticn ratios could have changed over time even
in the absence of integration, because of the gsneral tendency
for imports to incrsase faster than consumption (since the income
elasticity of imports is telieved to be above unity and the income
elasticity of consumpticn to be below unity), and because of
Cchanges in EEC's competitive position, shifts in buyers!
preferences and other reasons. Generally, this methcd would

over-estimate +trade crea+tion and under-estimate trade diversion.

Because of these inadequacies of the "pure share aprroach",
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Kreinin and Truman have independently develcped what is called the
"ad fusted share approach".[lO]‘ Kreinin employed two different

maetkeds for isolating the effects of the above menticned changesg

from that of integration: (i) adjustment of the changes in the EEC,

ratios fcr measurable changes induced by price and income move-
ments, utilizing price and income elasticities'ohtained elsevhere;
and (ii) utilization of the import consumption ratios in a non-REC
coun+ry over *he 1360's as a guide to what changes in the EBEC

ratios would have been in the absence of integration.

The first me+thcd suffers froq inaccuracy of the available
price and income elasticities and from the indbility to
account for ncn-measuralkle factors., And the second method is
handicapped by the need tc assume that the factors affecting the
impor*-consumgtion ratios changed in an identical fashion in the
EEC and the non-EEC "contr¢tl country" or that the biases involved
cancel each other out,

Truman first applied “he EPTA Secretariat's pure share
uapproach to the PFEC. Later realizing that the apprcach is based
on rather unrealistic assumptions, he experimented with a linmear
regression model based on time series to separate the effects of
income changes aﬁh relative price changes from the effects of
tariff changes caused by the EEC., Because of the short periocd of

analysis (11 observations), the variability of the data, the poor

o

adals, A il £ty

[
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quality data on relative prices and tariff changes, and because
of other statistical prcblems his results were not very
conclusive, To circumvent the problem of cshort “ime series, he
pooled time ssries and cross-section data in a variant cf his
time series approach. Although the *ariff variable gained in
importance the sta*tistical results w2re still unsatisfactory,
{11] and he had to rely on ad hoc adjustments tc get "meaningful®

results,

Generally, in all these studies, the integraticn effect,
whether trade creaticn cr trade diversion, is estimated Lty the
difference between actual imports and extrapolated imgorts feor a
post-integration year. The extrapolation of imports is done by a

time trend of imports or by relating imports to inccme or

consumption in the importing country. All of the2se studies

suffer from the following drawbacks:

(1) The difference between the actual and estimated imports
could be due to (i) changes in income, consumption c¢r some other
variable repressnting macro-economic activity, (ii) autcnomous
Changes in prices in the supplying and importing countries (iii)
changes in variables other than income/consumption‘and autonomous
price movements (iv) revision of tariffs and/or cther barriers as
a result of integration and (ﬁ) residual errors. The studies

discussed above +*ry to segregate the effect of (i) cnly. The
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remaining difference between the actnﬁl and estimated imgports
vould be due to (ii), jiii),'!iv)'and (v) but it is ascribed to
(iv) i.e. +*he effect of revision of tariff and/or cther barriers
“o trade as a result of integratioﬂ. Even if brices are iqciuded
as another variable in the estimating equation, it wculd amount
to segregating the effeg}[of (1) and (ii), so that the differgnée
betveen actual and estimated imports would be due tc¢ ({}i), tiv),
and (v). It would be still wrong to ascribe it to (iy) ohlf.
for this reason the "residual method" used by Balassa, EBPTA
Secretariate, Truman and others, is highly unreliéble for
estilatiég the *rade creation and trade diversion effects of

integration.

(2) The "integration effect™ itself is usually attributed
to reduction in tariffs on intra-area trade, vhereas the
"preference" in favour cf partner countries cog:titnt,s many
other factors as vell., These include qreatgf‘;obility of the
factors of producticn, government policies dlscrimirnating against
non-meabers, incréascd information flows, tholostablinhlont of
repair services and selling outlets, elimination of tho risk that
tarriff concessicns may be reversed, &nd perhaps most i-borthnt,

thé psychclogical factors esanating from being united.

(3) Almost invariably, the studies ignore the supply side.

They concentrate entirely on the demand for imports. HNowvever, the f%
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non-aember suppliers might lose in EEC markets because of
production problems at home, or for other reasons that are ﬂot

A

related to changes in demand patterns.,

(u{ Another problem is the question of how Justifiakle it
is to rroject past trends of various sorts intoc the future, The
ilplicif issulptioh that the pre-integration,relaticnshipsiver?
"normal" leaves many authors uncomfortable., As Clavaux states
"The crux of the»entire problem is to establish which
relationship should be regarded as"nqrial' sc that this
relationship can be used as a yard-stick for measuring deviating
trends",.{12] HNany authors believe that the bre-integratidn
period used in these studies was not "normal™ in the sense that
i+ does not provide an approériato estimate of the long term

income elasticity of import demand.

(5) A related problem is that in’tho eapirical litoraturo'
there ii_no agresment on the date on vhich the first iptegrating
effects on trade flows might have ta*cn place. Concerning the.EEC,
the Treaty of Rome vwas signed on narchlzs, 1957, but was
effective on January 1, 1958. 1Internal tariff reducticns started
on Jannary 1, 1359, Eyt vere extended to non-loibors. Intorn;1
discriminatorty tariff reductions started on July 1,1960. There

are three “benchlark“'yia}s in tho’litoraturo. Researchers

belioiing in the announcesent or anticipatory effects of the ERC,
L)

..
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4

" prefer 1958 as base year. Those who considor the anncuncenent
effects to be negligible ptefcr 1959 ;s the haﬁe year. Scholars
vho vant to make sure that the discrilin;tory effects of the EEC
on extra area iipprts a?e present and vho‘heliove in the delayed
response of quantity changes to changes in relative prices
chocse either 1960 or 1961 as the "benchmark™ year. As
Sellekaerts has shown, the choice of the pr;-integroation ;eriod
seriously affects the estimates of trade creatién and trade

diversion.

‘.;‘
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The Regresgion Approach

A third approach, to the measurement of trade creation and
+rade diversion effects, which I believe is the best, has been
the applicaticn of gravitational models of trade flcvé to the
problem a¥ hand. éravitational models were developed first by
" Jan Tinbergen,fﬁan§~Linneuann and others, not in thescontggt of
economic integration but in an ;ttelpt to explain vcrld'trade
flows. The details of +thése models will be given in the next
chapter. Here wve are interéstoﬁ in the applications of those
models to econc-igmintegraticn in Burope. rh§ first atteapt on

+hese lines was made by Walbroeck (1964). He tried toc explain

the “rade flcws betveen pair of cquntries by the following

forlula;v
a b
Yy Y
1 3
X £ CC C ===== . © (263)

ijJ iy L |

T
i3

2

vhere X is the exports cf conn{ry i to country 94, Y ' .
i3 ' i

and Y are the gross national products of the two ccuntries
y ' -

c and ¢ are their expocrt and ipport paraseters indicating

i 3

the "openness"™ of their economies, r is the distance between

i3



themand ¢ is a scale factor, He assumed that the coefficients

c, ¢ and c would remain unchanged over time, and utiliied

i 3

the values cf a-and b, estimated froa cross-sec;;onal

investigation of world trade from 1958 to 1962. Comparing the

hypothetical trade figures derived by fhe use of this method with

actual traﬁé, he found evidence of trade creation but no trade

: ?
diversion against imports from North America and frca the

countries or the Eurcpean Preexrrade Associaticn. Father

- external trade creation vas observed in the case of these

)
ccuntries,.(13]

L !

The assumption that ¢ and ¢ would remain unchanged
L i i .
cver time is highly cbjectionahle. To thgléx%ent that domestic

high cost production is fep;aced by partner countries the

economies of the integrating countries will become more "cpen®.

- Purther, the use of average incoame elasticities cbtained from a

cross-sectional sfnd; for laking_tofecasts of BEC imports is
no+ ap répriaté\bocauso these elasticities may be different for

different écuﬁtries. Also, the use of ostildtos obtained from a

'singleiioar (1958) for projection purposes is hazarﬂrus.

" Last but not the least, Aitken (1973) has estimated a

ff»/’ gravitagional lodol of trad. flows asong the EEC and tho lrtl

cpnn*rios $18] It is that model which I have atteaptad te
isprove upon in.the next chapter, so I vill reviev it in a
qtbatdr detail. ‘ - .
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Aitken estimated the following cross-sectional lodel'ﬁsing

leas* squares-regressioh for each year of the 17-year period

1951-67.

Log X 3 = logb + b 1log Di +b logY +b logy,Y ¢+ b log N
i 1 .

0 2 i 3 3 4
‘ EEC . EFTA
+ b log¥® + b log A +b 1log P +t log P
5 1 6 i3 7 i3 8 i9

+ log e

i3 A
| f (2.4)

vhere X is the dollar value cf country i's axports to
iy :

ccuntry j measured according to country j's import data, Y and
. i

Y are the nominal GHP cf countries i and.j, N and ¥ are
i ‘ " i )]

the populations cf the respective ccuntries, D is the
. i3

{
distance betgeen the commercial centres of the two ccuntries,

A is a“dumay variable for adjacent or neighbouring countries,

1]

EEC EFTA '
P and P are dummy variables for trade between
19 iy

partners of the EEC and the EFTA respectively.

<

The variables Y and ¥ together determine the pctcntiai
i i ‘ .

export supbly of country i, with Y determining econosic
A i _ .

" capacity and ¥ detersining the domestic market to foreign

market production ratio. Similarly Y and ¥ together
- ] 3

i

Ps
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determine the import demand for country j. D :is a proxy
i ,

vairable for natural trade resistance.[15) :

An important featuﬁe of this mcdel is the annual estimation
of the model for the period 1951-67, which berlits comparing the
values taken in individual years by the intra-trade dummies

EEC EFTA
(P s P ) vhich represent gross trade creation without the

need to specify before hand when the first integration effects
migh+ have taken place., HRather the model itself prcvides
information concerning the timing of the first intggration
effects. Alsc, the mcdel provides a series of inderendent
parameter estimates which can then be considered as a whole in
terms of whether their pattern indicates the expected curulative

growth in the preference effects.

o

4

The coefficient for the BEC intra-trade dnliy vas fonndrnot
to be significaqtly dif;erent from zero in the pre-integraticn
vears (1351-58). ‘rhe value of the coefficient had a big jump in
1359 and again ;n 1360 with small but monctonic increases
aftervards and it became significant at the 5% level in 1961.
These results led Aitken to conclude that the first effects of
integratiompvere felt in 1359 and also to confiras fho expected
cusulative growth in the preferencs effects. (Similar results

vere observed for the EITA).

Having determind the base year froam the results cf the
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nddel, aitken proceedydito find the projection estimates for later
ars on the basis of the estimated equation of 1958. A

comparison of projected tr#Qe vith the actual trade flowes was
used to find the trade creafion and trade diversion ct each bloc
against the other. The "trade creation of the EEC was estimated
to pe $9.2 billicn in 1967 and the trade-diverting effect on
imports from the EFTA ccuntries worked out to be $0.7 billion per

year,

vaen though the model avoids mcst of the pitfalls cf the
"earlier studies and hegce is a step in the right direct;cn, I
have the foilowfng major criticismas of it: |

The dumay variable,technique was used in such a way that it
cculd deteramine dnly th® qross trade creation effects. It was
unable to segred&tc the grade creation and'trade diversion
effects. Ii tﬁe second part of the paper, therefore, the
residual approach of the earlier studies vas employed to fird the
trade creation and trade diversion effects. That technique is in
turn unsatiétactory bgcauso it applies the parameters estimated
from a cross-section analysis to the Buropean BEcomomic Ccmmunity.
To the extent that these paraseters are different fcr the EEC,

the results will be biased, B

Second and more isportant, the model norsalizes on the trade
.flows betveen the two blocs, vhich biases upuArds the gross

trade creation effect. Spocitically. the Ple froa which the
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equations wvere calculated included the orfqinal seven EFTA
meaberes plus the five EEC trading counties. The sa;ple thus
contained 20 *ride flows betwveen EEC partners, 42 trade flows
‘between EFTA memkers and 70 trade flows between the members of
one bloc with those of the other. These later 70 flows vere
assumed to constitute "normal"” trade and it is against these
"normal"” +trade flows that trade among the members of the

respec+tive communities was tested fcr preferential effects.

As a matter of fact'those flofs would have been less than
norsal because of the trade diversion effects of each bloc
against the members of the other bloc. ?Thoreforo, the preference
coefficients are biased upwards., Aitken himself reélized this,
but believed that *he trade diversion effects wvere non-existent

or négligibly s-ail.

In the nex* chapter I will use a model similar to that of
Aitken but will use the dummy variables in such a way that the
biases involved in his analysis will be avoided. 1In conclusion
to this chapter, I reassert that most of the studies while having
their own biases, have contributed to a better understanding of
thé problea. Thanks to the availability of better data and
superior technigues, continuous Eofinoncnt and sophistication has
been taking place. Ny study will be a further step in this

evolution.
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CHAPTER THREE ‘ ]

[ ]

A CROSS-SECTIO!!L MODEL FOR THE ANALYSIS OF TRADE FLOWS

Sectiopn 1
Introdugtion

The forma+ion of the Butdpean Economic Community and the
Burcpean Pree Trade Area wvere doubtless, cne of thé most
important developments in the 1950s in the field of intefnational
+rade, The countries forming these blocs constitu}ed a large
proportion of world trade., 1In 1958,’for example, thay imported
respectively 20% and 17% of total world imports. 1Thus the
forma+ion of these blocs could be expected to have a considerable

effect or trade flows of the members as wvell as cf ncon-member

countries.

The task tha* I have confronted myself with, is to measure
how far the trade flovs have been "deflected® from the "normal"®
pattern because of the trade<liberalization between the members
of respective blocs. This requires that I find out first, wvhat
“normal"® trade is and then to judge vhether or not the fcrmation
of the EEC and the EFT)A bas resulted in significant sovements
from that level in one or the other direction. The model that I
vill use for this task is developed in the next section.

Section three gives the set up of iho espirical analysis. The

results are discussed in section four and five.



Sectiop 2 .
The Hodsl '

Jan Tinbergen and BansALinnolann have separately developed a
model for the "normal® or "standard" pattern of trade. This
model analyzes tpq main factors which enter into the explanation
of ‘rade between any tvo countries. Since this wodel is the
starting point of my analysis, it will be useful tc give the

essentials of the model.[ 1]

The factors “hat might contribute to an explanation of the
size of the trade flow between any pair of countries--say, the
exports from country A o country B--may be classified in three—
categories:

(i) factors indicating total potential supply cf ccuntry

A--+he exporting country--on the world market.

(11) factors indicating total potential doland&gf country

B--the importing country--on the world market. * -

(111) factors representing the "resistance” tc a trade "Hov’ 4

from potential supplier A to potential buyer B.

These_ factcrs are in turn determined by a numter of other

variables, Scae of these are discussed below:
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TQ; first tvo factors, potential supply and potential desand
can easily be discussed together, as they Are each cther's
counterpart and, therefore, are deterlingd by the same fdrces.
What crea*tes supply and demand on the world larket?_ We know that
supply and demand on the world market are simply hcrizontal
summations of individual country's supplies and demands. But why
does a ccuntry‘enqage in fcreign trade at ali? Thie ié because
of an incongruity of dcmestic production and domestic demand.
Countries involve themselves in the exchange of gocdé among one
another for exactly the same reascn as the individvals dc. 1In
each case exchange takes place because the production of é "uynit®
does not correspond in detail with the ;onposition of its demand.
Why is it that production in a country is not adapted ccmpletely
+*0o domestic demand? Because the ccuntry has develcped
comparative advantages in certain fields ct produéticn, vhereas
other countries have relative advantages in other fields, thus
creating a division of labour and international exchange vhich
leads to a greater volume of production for all countéies taken

+*ogether.

The easiest and most direct vay of measuring this lack of
correspondence betveean production and domestic demand is to
diqgogard all comsodity detail and define potential foreign
supply simply as total prbdncti;n sinus production tbr the hose :
market under conditions of bc:!oct sobility of products between

_/

N
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countries., This latter condition (the perfect mcbility cf
products between countries) is, hovever, far from reality. As a
matter of fact the trade between twc ccuntries is subject to many
trade impediments, Theé existence of,thqse obstacles to trade
tends to reduce the importance of féreidn trade. These
impediments produce a strong incenti¥e in favcur cf rroduction
for domestic demand and in most ccuntries producticn for home
demand would in fact, surpass production fcr foreigr demand.

The foreign trade that remains is due to comparative advantages
in production which are not offset by trade obstacles. The
trade obstacles in turn, are not egqual for all countrieé and,
therefore, the importance of foreign trade will alesc be

different for various ccuntries.

It will be a useful simplification to assume that the "trade
resistance" faced by any country has two conponegts: A "general"
trade resistance vhich is egual for all countries and a
"specific" trade resistance caused by the special circumstances
of that country. In practice therefore, no ccuntry will be able
to realize completely its foreign trade pqtcﬁtialitics, and the
degree to which this realization is possible differs fros country

to country. A nation whose products would meet higher than usual

+trade obstacles will realize a smaller part of its foreign trade

potential than other ccuntries.
/[\
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Production in any ccuntry of the wcrld, then takes flace
partly for!the donestic.larket and partly for foreign markets.
It follows that a ccuntry's potential foreign suppli depends on
its national product and on the ratio between production for the

home market and production for foreign demand (DM/FN).

The domes<+ic larketvto foreigﬁ market production ratio can
be explained satisfactcrily Dby differences in populaticn size.
The economic reasoning in support of this assertion is based on
(1) the existence of economies of scala or of a minimum ocutput
(due to indivisibilities) below which tﬁo prcducticn process is
inefficiert and hence no* competitive and (ii) the

diversification of demand at higher levels of per capita inconme.

Consider a certain country vith given national groduct and
given populationras a starting;point. In a worlad ip vhich
trade'ilpcdilents exist, the country will not ﬁe fully
specialized but will produce part of its needs domestically. 1In
prinéiplo, every couPtry 'ili try to produce as much of its

,‘Qtoqnirdnentéf;i possiblc at home, in order to avoid transpor-
tation costs etc. Limiting forces are the size of the domestic
market (u@ich may be too small for certain production processes)
and the impossiblity of finding ubstitute for certain

production factors or comditio that are absent. As a result of



70

these forces, the country concerned will be characterized by a

certain DM/PH producticn ratio.

This first country may be compared with another ccuntry

which has a higher inccme but the same pcpulation. Apparently,

—

the higher pcf capita income of this latter country is due to a

- large amcunt of resources per capita. But would this also léan

tha*+ a greater part of dcmestic needs can be prcduced at home?
This'does not necessarily follow. The higher per capita income
will certainly lead to an increased demand fcr conioditios
already produced domestically, and it may create sufficient
additional demand for prcducts so far not made domestically that
home production pecones feasible., But at the same time higher
per capita income implies demand for nev>prodncts vhich cannot as
Yyet be made economically in the country itself because the market
is not large enough, and demand for goods of particular guality.
and design vhich may be demanded for the vary fact cf their being
foreign-made, Actually, there is no real evidence pcinting to a
tendency for the macro-economic import quota either to fall or

increase vhen per capita income increases.[2)])] It seens

| Justifiable to state that the tvo tendencies will grchably

largely offset each othi:. s0 that the Dl/il production ratio
corresponding te a given population size is virtually the sane

for different levels of por.capita incone.
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Compare ncw twe ccuntries with population of different
size. If per capita incomes are equal, it is obvicus that the
bigger country will reach or surpass the minimum market size for
efficient domestic production in more lines of rroduction than
the smaller country. The DM/FM production ratio will ke higher
for the coun*ry with a larger population than for the smaller
nation. However, as the DM/FM production ratio does nct vary
with the level of per carita income (as was arqgued in the
preceding paragraph) this conclusion holds irrespective cf the
per capita incomes of the countries concerned. It fcllcws,
therefore, that the DM/FM production ratic is systematically
linked to the pcpulaticn size of a country. The argumant
necessarily relies on the existence of economies of =scale.
Fortunately the existence of such economies is supported both on
theoretical and empirical grounds. The theoretical arguments in
favour of economies of scale are well known, and need not be
discussed here, On the 2mpirical side the studies by Balassa,
Chenery, Centre for Industrial Developm2nt, Kuznets and
others{ 3] have shown *that minimum output level and economiss of
scale are by no means theoretical concepts only, and that
population size is an important determinant of these. After a
careful study cf the protlem, Balassa maintainted that the
"available evidesnce suggests that, as a general rrcpcsition, we
can establish the existencé of economies internal to the plant
in a number of industries".[4] In an impcrtant study, Chenery
attempted to statistically "explain" psr capita imports during

1952-54 for 62 countries with
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+he help of per capita income and populaticn size.{5] The assumed
relationship between these variables was logarithmic linear. The
exponent of per capita income did not differ significantly from
one, and the exponent cf the propulaticn variable was
significantly different from zero (-0.281 #+ 0.045), meaning

that imports per capita were n=gatively related tc a ccuntry's
population size. Deutsch, Bliss and Eckstein have also tried *o
explain the ratic of feoreign trade to gross national income for
73 different countries with the help of a number of variables.[6]
The most significant variable was the population size. 1In his
article on the =2conomic growth of small nations[7] Kuznets
described the results cf an analysis for 1938/39 in which import
and export ratios wsre compared with the countries' population
size by measuring the rank correlation. The rank correlaticn
coefficient was significant "at a demanding level cf confidence"
both for the impcrt ratic and for the expcrt ratio. Ancther
study by Kuznets, this %*ime based on 1949 data, demonstrated
again the negative relationship between populaticn size and the

foreign trade ratio.

Thus, we may conclude that the potential supply and demand
of a ccuntry ars linked systematically +to the size of its national
product (simply as a scale factor) and the size cf its pcpulation

(as the factor determining +he DM/FM production ratic.)
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Before going further, it may be mentioned that cther
factors (beside GNP and population) might affect tkhe Fotential
demand and supply of a country. I believe that thcse are not
of major iiportance and h¢{ce they will te ignor;d in the
empirical estimation. Two such factors are the effect of
natural resources and cf changes in relative prices. Llet us
briefly investigate their importance in empirical work.

{

Céncerning natural resources, the usual argqument ie that the
possession of a particular resource will make the grcduction
structure ;ery one-sided, which implies a lowver-than-normal DA/PA
prodﬁction ratio. Howvwever, normally one would expect that in the
long run the income obtained from resource exploitaticn will lead
to Iincreased domestic larkc{ production in many lines, thus
bringing DB/FN up towvard the normal ratioc. 1ilso, it may be noted
that to some eitent, there will be a tendency for differences in
do-esézc desand to partly offset differences in natural resource
endcwaent, as fcr instance in respect of desand for various types
of foed, for varioti‘s 6! building material, and fcr ditf;rcnt
kirds of ;nctgy. Adaittedly these factors will not offset :hc
effects of natural rescurces in cases vhere there is a high
skevness in resources, but the 1lpértapcc of such cases is
limited., The typically bhighly-skeved resources likesfuels and
"metallic ores uccountod-£5_1960 for only 10 and 3% of total world
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trade respectively. H#Hcore important, in the sample cf ccuntries

- that is used here, no such skewness axists.-

The effect_of relative prices is ignored for the reason thﬁl
I bave used a cross-sectional analysis in vhich the trade flovs
are assumed to be equalibrium flows, Heice, potential demand and
potential supply on the world marke+t are equal. This equalit}
implies tha* no country can have, in the leng rum, "tco low"™ or
"too high" a price level (adjusted for exchange rate di?ferencos).
This is the well-known hypothesis that the price of traded goods
vill tend to be equal in differen*t countries under free trade.
Except in the short run, therefore, the general price level will
not influence a c;untry's potential foreign demand and supply. ’
This shor+t-term price level effect will be neglecte¢d. The
contention that the relative price effect is relatively unimpor-
tart in explaining trade flows is further sgpported by the results
of *he studies vhich tried +hat variable. 1In his study of trade
creation.and trade 'diversion by the EEC and the EPIA, Kreinin
used the following regression equation.

P
n
‘'log B = a ¢+ b lo0g GEP ¢ Cc log -- (3.0)

P
D

vhere # is the voluse cf imports, P is import price index
. - u

and P is dosestic wholesale price index. He concluded, "The
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relative price coefficient is almost invariably insignificiﬁf
and/or carries the wrong sign®.(8] 1In his vell-kncwn study,
Balaésa'alsc reported that inclusion of relative prices in ?h%:
analysié did not improve the results.[9] Again, Sellekaertﬁi T
saintained that "excluding relative prices is not a major 1555,
because thé estimates cf the relative price elasticities are
often statistically insignificant and carry the wrcng sign".[ 10)
Pinally,.Trunan noted, "the limited available data on price
competitiveness for all sanufactured products for the period
1960-68 were examined and the& lend little systelati; support to
*he view that the results (presentﬁd) are dominated by such
factors",.[11)

’

The third factor to be included in the empirical estimation
is "trade resistance". This enéonpasses a variety cf factors.
For analytical purposes the forceé determining trade resistance
can be grouped in two categor;es, natural trade obet;cles and
_artificiai +rade ilpedi-eqts. The artificiaL‘trade ilpediients
include import dnties, gquantitative res@rictions and foreign |
exchange controls. Amcng the natural obstacles the most obvious
(vhich may not be the most iiportant‘) is the cos‘és of

transportation. Scme of the major factors are discussed below.

Costs of transportation is mentioned qniie cften as a

trade-resisting factor. Other things being equal, the greater

N
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the costs of ¢ransportation between two ccuntries, the ssaller
the trade flow. But wvhat determines the ccsts cf
transportation? That lai not be a question as simple as it .
appears to be. The transportation costs are of a complex nature
and their relative magni tude is different for different\??res'of
commodities., The cost of ship&iﬁg an article from one cc&ntry
to another may depend on a number of considerations: its weight,
Sulk, value, physical characteristics, the distance tc be
tr;versed, tﬁe sode and speed of transport and =0 cn. How can
ve incorporate these ccamfplex factéré in an eapirical analysis,

Sf at all? .

The architects of the model under construction héve proposed
to use the geographical distance betweeh two ccuntries as a proxy
for natural trade obstacles. . To justifyuthat, they have argued
that eveﬁ though for individual conpodities transpcert costs per
unit vary considerably, the impact on a<écuntry's average
transport costs of hnj"unusual" commodity (from the point of view
cf transport costs) is limited sinc; in mcst trade flcwe a variety
of goods is involved, and the abnormalities in the transport
costs of one commodity will be partly offset by the "ncrmality"®

of other gocods,

In addition to'tranlportatioﬁ costs there are other factors

which constitute natural barriers to trade and vhich can also be

it S a3 s i

S

[




captured by geographical distance. Two types of factors can
be mentioned here which are a+ least as important as direct
transport costs,  Any transport process requires time and this

<
constitutes\ an obstacle to trade for many reasons. For’

is particylarly true in international trade. The time element (—
verishable goods iflis an important constraint. The interest

costs involved also vary directly with the time required. It

also implies losing the possiblity of illediate adaptaticn to

changing conditions and irreqularities in supply. Besides, the

longer the time cf *ransportation fcr a certain commcdity the

gfeﬁter the necessary s*ocks of it in the importing ccuntry and

the greater the risk of losing profitable oppértunitiés. Thesa | ‘r

are eépecially relevent with regard to rav materidl and "

éeli-finished goods.

Another factor is what is called the "psychic distance”.
Perfect knovledge of the market does not exist either for
producers or for consulérs. The spectacular improvesents of the
world's comnunication systes have improved that kncwledge a lot,
but still we are much retter inforsed about what happens and
exists in our immediate noighbonrhood than abouf ccnditions'
prevailing in far avay ccuntries. Thus, propiﬂguity leads tb
tetter business inforlation, qroater familiarity with lavs,

institutions, habits and lanquaqo of the partner ccuntry, more

&
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similarity Zn the way cf life and in the preference pattern
betveer *the ccunfries and similar--sosetimes rather intangible
--trade-stisula¢ing factorst As Beckersan noted, "while the
+ransport costs paid (direc+ly or indirectly) by an Italian
entrepreneur on a rawv saterial supplied by Turkey smay be no
greater than the same smaterial supplied by Switzerland, he is
more likely tc have contacts with Swiss suppliers, since
Svwi+zerland will be "nearer™ tc his in a psychic evaluation (few
larguage difficulties and so on) as wvell as in the econcmic sense

that air travel will atsorb less of his time".[12)]

Let us now “urn to *the artificial trade ispediments. It is
assumed that the trade-reducing effects of these factors are
norsally distributed i.e., that there is a certain average trade
reducing effect with randonm deviations froi it following the
pattern of the normal distribution, 1I* is believed that, uit’
some excepticns, the artificial trade barriers tend to havi an
equal impact on the trade of all countries and thus there are no
"systematic" differences in artificial trade resisting forces
vith regard to the trade flovs betveen different pairs cf
countries, The +two exceptions which have been mentioned are the )
political hostility or distrust vhich.-ay lead tc gpartial or
complete embargo on trade with the hostile nation and th,f’
poligicai and economic alliance vhich may have the oppcsite
QE;QCt. It is thie latter effect which I propose to measure in

the followving sectionms.
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The three factors which have been shown tc ke related to
the size of +he trade flow between two céuntries i.e., pctential
supply, potential demand and the trade resistance can be

combined into one expression:

X = f(E , 8 , R ) (3.1)
iy - i 3 iJ

wvhere X denotes . the exports cf the country i to country

i3

j,» B denotes the potential supply of country i, 2
1 | 1

represents the potential demand of country j and R is the

i1

+rade resistance between the two ccuntries.,

These explanatcry factors can be replaced by the variables
determining thes in the light of the previous discussion which
has’shcwn that toth potential supply and potential demand are
positive'functions of gross national product (Y) and noqative
functicns of population size (W) and the trade rosiitance can
conveniently be represented by geographical distance (DST) which
exerts a negative influence on the trade flows between the two
countries, Thus, equation (3.1) can be rewritten as a )
log-linear regressicn éequation of the form:{ 13]

b t - -b b -b
1 2 -3 8 5
X = b (Y ) (Y) (n) (n) (DST) ; (3.2)
iy - 0 i 3 1 9 i

A

————— . e . —
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or
leg X =b +¢b logY ¢Db logY -Db 1lcg ¥ - b 1log
i9 -0 1 i - 2 3 3 i 4

N - b 1log DST : (3.3)
3 5

As noted earlier the political and economic alliance between
a pair cf coun?ries can have a'systenatic affect cn trade
flovs which is not‘capturad by these variables. It is cur main
interest tc measure such an effect if it exists. To accomplish

fhat, *he above equaticn will be modified in the fcllcwing way.

Political and economic alliance ;eads to a selective
lowering of tariff barriers and guantitative restrictions through
the establishment of a preferential trading area. This leads
to a smaller than usual trade rosi&tanco for the member cotntries
on the one hand and greater than usual trade resistance fpr the
non-member countries on the other. As discussed in chaptdr one
this is generally expected to increase the trade bctwceﬁ members
and reduce it with the non-members or both., Different
preferential arrangements may lead to different §ttocts, and
vhether the trade creation or the trade diversion effect is more
vilpOttant.ia an eapirical guestion. The "preference® in favour
of partner countries ccnsist of many factors of vhich. tariff

reductions and the removal of qudntititivo restrictions are only

(

-




81
+wo. The other factore include greater lobiliiy of the factors
of production, government poljcies discriminating against
hpn—lelbers,lincroasod information flows, the estaklishment of
repair services and selling outlets,'eliiination.of the risk that

tariff concessions may be reversed and, perhaps most impcrtant,

.- e
~

the psychological factcrs emanating fron.the sense cf being
united. It is impossilkle to estilatg the effect of these factors
separately. I will capture these effects by including éatch-all
dumay variables into the regression equation. Thus, the

effects of the formation of the tvwo major trading tlocs in Burope

i.,e., the EEC and the EPTA will be analyeed using the fcllowing

regression aequation .
EEC BEC EPTA (f EPTA
log X = b ¢+ b 1ICD + b TDD ¢+ b TCD ¢ b TDD
i4 0 1 2 3 4
+#b logY -Db leg¥ +b logY -Db 1lcg
5 i 6 i 7 )] 8 -9
- b lo§ DST ¢ log e A (3;¢)
9 i4 -
‘“‘;”‘,_

vhere TCD and TDD are dussy variables for trade creation and
¢trade diversion effects respectively and superscripts identisy

+he twvwec blocs,

.
I
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The Empirical Analysis

We are now ready to confront the task of empirical
estimation of the parameter values of the trads flcw equaticn
developed in the previous section. This will be done in a

cross=-sectional framework using a multiple regression mcdel,

ot

The effect ¢f trade prefesrences wili be estimated Lty introducing
dummy variables into the regression =2quation along with cther
independent variables, 1In this way I will be able tc overccme
the common problem faced by all empirical studies attempting to
measure integration effects, namely, isolating the effects cf
integration cn trade frecm the effects of incemes grcwth and
changes in cther variatkles which normally affect international
*rading patterns. By estimating the preference effect as an

independent variable in a multiple regression equaticn one is

able o hold constant cther major variables which affect trade.

In addition, the use of a cross-sectional model allcws the
estimation of trade preference coefficiesnts for each year in the
integration period and hence a series of parameter values can be
obtained which can then ke considered as a whole in terms of
whether their pattern indicates the expected cumulative growth in

+the preference effects.,
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The preference bara-eters can iﬁf%hrn be used tc cétilate
.the dollar value of gross trade creation for gacq of the tvwo s
Eﬁropean comnunities. Because the estimates for each year are
derived frcm the cross-sectional equation for that year, each
estimate is independent of the others and the estimating preccedure
doesknot require the use of a base year. 1In fact, the results of.
the study provide information which may be useful in determining

vhen t@;/first integration effects on trade occured.

Singz ny ahg}ysis hinges upon the estimated coefficients of -
the dumnmy variables} it is useful %o provide their exact specifi;

) (
ation., Table 3.1 gives that specification. K

. Table 3.1
Specification of the Dummy Variables in

Equation 3.4

BEC BRC BrTA EFTA

y TCD  TDD TCD DD

rEc To u/ T 0 0 0

non BEC To EIRC 0 ! 0 .0

EFTA To EPTA 0 0 1 0

non EFTA To BITA 0 0 0 1

non EEC, non EFTA To non EEC, non EPTA 0 ;0 0 0
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7 The sasple from wvhich the equations vere éstilatod conseists
pI tventy one countries, The five EEC ttqding countries (Belgium-
Luxembourg being oge trading community); the original seven B?Tl
meabers; Greece; Ireland, Spain, Turkey, Canada, Japan, U0.S.,
Adstralia and Nev Zealand. The sample thus has 42C flows of
vhich the 20 between EEC partners and the 42 between ;PTA
members are tﬁe ones tq_&: tested’for the preferential effects
of the BEC and EFTA respectively. The 72 trade flcws Letveen
the countries which'are not members of either bloc are assumed’
to constitute normal trade. The flows going from ncn-members to
the geibaqs of either kloc are tested for the tra@e‘diversicn

effects of the two trading cosmunities agains+t the same bench

—

\
mark i.e., the 72 trade flows between non-BBC, EPTA countries in

my sample. [ 14]

The countries selected are the major trading partners af the
EEC and the BFTA. The tréde of these tventy one ccnntfféz'
constituted about 75 ﬁér.cont of vorld trade in 1970. 1The
countries are at vafiogs stages of developaent and furthermore,
have different export interests, Bxportoxi of both ggricultqral
and manufactured goocds have b;;n included. sd” the sasple igl
rep}osontatiyo cf wvorld trade. h

The dotiils oh the data used and their soutco; afo given. in
Appendix A. However, twc pcints th vorth sentioning here. 1In

the *rade statistics used in this study, the ssallest unit

reported is $0.1 million (vhich may aptnally have teen oLktained /<::t> “

~




by 2 rounding off a figure bigger than $50,000). ‘11 trade
flovs smaller than that are recorded as being zero. This
creates a prcbleam for empirical estimation ;f the mcdel since
thé trade flow eqngkion ig log-linear., BHow do we include in the
regression the observations which are zero? It would make sense
“0 put a small positive valuo'iq{Zead of zero, because in '
faét the value cf the t-ade flov may very vell have been larger
*han zero. Bowaver, it makes a considerable‘difference what
figure ve use instead cf zero. Although the gbsolnte values ot'
*he 2l*ernative figures below $50,000 woul( not ditte; tco much
wvhen compared with *rade flows of $10 million or more, their
logarithes may differ appreciably. 1In terms of logarithss <¢he

difference betveen $1,000 and 2,000 is juét as large as betveen

$100 millicn and $200 »iM™ion.

To overcom2 this Ercblcn the equaticns ve-e estinmated
omi“ting these small flows., It iurnoq out that there was né
significart ditto:oncc betveen the two approaches. 1This is

because¢ the pﬁnhor of such flows was very ssall in the sasple.

lnoihot probles was that sose countries included in ‘the

sasple vere sesbers of the Btitish<Connon-oalth.,,!ho.ttado flows °
tetveen these cohni:ios say have been affected by Cc-lénﬁoalth -
preferences. to-acioss any possible ottoégs, again-the ihnai}ons‘

vere es+ipated ositting these flovs and found thag;thohsiitc:n of °

a



coefficients vas unaltered, oion‘thongh tﬁei: absolute
values wvere soiivhat’ditforont.-,rhoroforo, in the text

the results of the 8§20 sample are reported and discussed.

86
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~ ssctlon d
Rapirical Resslts
A .
Table 3.3 coataias the estinated paraseter values for the
trade flov eguation fer the tveaty year period 1951-70. The
results are self explanatory. However, the folloving poiats are
vorth seatioaiag. It is the duaay variables vhich are of direct
1itot.lt to s ia the preseat study, so the other variabdbles will
be touched apom very briefly. Picst, it will be aoticed that all
of th.ai variables are statistically sigaificaat at the .0!
sigaificance level and carcy expected sigas. All variabdles
takea together explaia betveea 0.72 to 0.086 of the total
variatioa ia the depeadent variable. Hov fsportaat ace the
various explasatory variables? UWhich of theas coatribute sost
to a statistical explasatioa of the trade flovs? Ia order to
assver these gquestioas the paraseter estisates vere coavected
isto so-called beta coefficiests. The beta coctttcli.t. are the
paraseters that are obtained if all variables are msassred ia
teres of their standard deviatioas. Thus, the relatioa betveen

b <~ the coefficieat of log T 4ia a regressioan upon log I
| i i

aad § is as tollovi:
1

soleg ?
i

g ® meeeee== 1 (3.5)

| olog
i




vhere ¢ stands fer standard deviation. A beta coefticient
adicates the relative contribution the variable ia question
sakes to the esplaaation of gho depandent variatle. The
Colloving beta coefficients vers calculated as average values

-

over the twesty year peciod.
Table’ 3,2

Deta Coefficlients fros Sguations 3.8

Vaciables Beta Coetfficlients

Y 0.92¢%
i

 { 0.666
3 | .

] : -0.330
{ .

. '.o'.'
b

psSY -0, 348

] 0.071Y
1

D 0.060
2

» 0.110
) |

» 0.031
]

Thes, the greatest coatributios to aa explasatien of the

vacisticas is trade flov sizes is sade by the tvo li! vctﬁahl.u

4
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and +he distance variable. Other variables, even thcugh
~significant, make secondary contributions., This finding conforas

to the results of earlier studies.[ 15)

Let/us now turn to the dummy variables . Their pattérn )
will ke studjied in more detail. Our analysis starts from the
assumption that the trade flows betveen any pair of member
courtries cf the same community is subject to ¢trade stilulating
or trade diverting forces of equal strength in all cases. Thus,
if +he trade between West Germary and Prance is multigplied by a
factor n because of the BERC preferences, similarly the trade
between Prance and Italy will be n tiles‘higger than it would
have been withcut the REC preference. The same is true for the
trade flovs'betveen all member countries éf the second group,

except that the multiplier will be different.

Using the dummy variable coefficients to estimate the trade
creating and trade diverting effects of integration in any year
after integraticn requires one to assume that the size of the
coefficient is bein; deternined solely by the effect of the
integration ;nd therefore, that it is not in part reflecting some
other special trade relationships uhiqh had existed in the
pre-integration periocd. Consequently, it will be necessary to
test the'dunly variable coefficients for non-significance in the

pre-integration period as well as for significance in the

post-integration period.
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Infe;estingly, howaver, an examinaticn of Table 3.3 reveals
that with a few exceptions the dummy variables are significant

in the pre-integration period as wvell., More importantly, the

-cpefficients are positive'for both frade creation and trade

diversion dummies. Ideally ve voﬁld-expect £h9 trade diversicn
dummy to have a negative coefficient in the post-integration -
period. The interpretation for the positive siqng in the
pre-integration paridd fcr both trade creation and trade
diversion dummies is sisrly that the ccuntries of koth blocs had
a higher "propensity tc import" as compared to the ccuntriés
consituting "normal tran" o£ in cther words the Eurﬁpeam
countries were relatively more "openﬁ in those years. This
argument becomes more persuagivé vhen one considers the fact
+ha+ European countries were removing gquantitative restrictions
on intra-European trade on the one hand an& were liberalizing

trade with the U.S. on *the other.

5

The test for trade creation thoreforf, beccaes whether the

coefficient cf the trade creation dumpy is significantly higher

in the post integration period than in the pre-integration
period. Similarly, the teat for trade diversion becomes vhether
the coefficient of the trade divorsion dumsmy is significantly
smaller in the post-integration period as compared to the pre-

-

integration period. .

4



1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969

1970

TcpEEC
0.512
(1.701)
0.411
(1.407)
0.299
(1.034)
0.449
(1.720)
0.575
(2.017)
0.549
(2.309)
0.818
(2.86)
0.826

(2.744)

(3.090)
0.738
(2.988)
0.606
(2.623)
0.601
(2.720)
0. 671
(3.050)
0.725
(3.307)
0.686
(3.022)
0.769
(3.464)
0.786
(3.605)
0.797
(3.742)
0.827
(3.97)
0.910
(4.375)

TDDEEC

0.472
(2-914)
0.479
(3.051)
0.346
(3.323)
0.294
(2.085)
0.475
(3.104)
0.597
(3.959)
0.636
(4.130)
0.549
(3.388)
0.366
(2.559)
0.368
(2.767)
0.234
(1.87)
0.189
(1.575)
0.205
(1.72)
0.259
(2.105)
0.167
(1.357)
0.187
(1.558)
0.120
(1.02)
0.021
(0.182)
0.083
(0.73)
0.151

" (1.336)

TCDEFTA

0.783
(3.659)
0.621
(2.985)
6.610
(2.961)
0.533

" (2.865)

0.677
(3.335)
0.789
(3.945)
0.876
(4.294)
0.865
(4.023)

0.783

(4.12)
0.710

(4.011)
0.627

(3.80).

0.568

(3.592)
0.596
(3.796)
0.707
(4.364)
0.682
(4.209)
0.771
(4.849)
0.841
(4.391)
0.739
(4.83)
0.789
(5.295)
0.881

. Table

3.3

Coefficient Estimates for Equation 3.4

TDDEFTA

0.219
(1.441)
0.153
(1.040)
0.107
(0.732)
0.116
(0.878)
0.045
(0.313)
0.129
(0.908)
0.262
(1.807)
0.221
(1.444)
0.286
(2.118)
0.196
(1.555)
0.060
(0.508)
0.094
(0.831)
0.024
(0.214)
0.1221
(1.04)
0.054
(0.465)
0.097
(0.851)
0.059
(0.526)
-0.041
(-0.372)
-0.056
(~0.523)
- 0.029

(5.952) A£0.271)

DST
-0.528
(~9.96)
-0.550
(10.577)
~0.608
(~11.921)
-0.569
(~12.369)
‘00561
(~11.22)
~-0.552
(-11.040)
-0.513
(~10.05)
-0.535
(-9.91)
-0.554
(-11.78)
~0.553
(=12.57)
~0.565
(~13.78)
" -0.581
(~14.90)
-0.581
(~13.28)
-0.573
(-14.23)
=0.591
(-14.775)
~0.576
(-14.769)
-0.573
(-14.69)
~0.591
(-15.55)
-0.584
(-15.78)
-0.5352
(14.92)

YI
1.477
(18.234)
1.442
(18.23)
1.374
(17.844)
1.316
(18.80)
1.446
(18.304)
1.462
(18.506)
1.504
(17.90)
1.497
(16.27)
1.392
(17.18)
1.401
(19.73)
1.319
(21.27)
1.295
(21.23)
1.341
(21.63)
t1.367
(21.36)
1.362
(20.95)
1.377
(21.18)
1.353
(20.50)
1.345
(21.02)
1.349
(21.413)
1.374
(22.52)

-
[y

NI
~0.67%
(=7.417)
-0.631

(-7.17)

-0.577
(-6.557)
~0.556
(-6.95)
-0.609
(-6.842)
-0.630
(-6.923)
-0.700
(=7.29)
~0.713
(-6.855)
-0.605
(-6.576)
~0.553
(~6.827)
~0.455
(6.408)
~0+457
(~6.53)
-0.507
(-7.04)
~0.540
(-7:30)
~0.520
(~7.02)
~-0.529
(-7.03)
-0.509
(-6.7838)
~0.524
(-7.081)
-0.539
(-7.383)
-0.528
(‘704&)

YJ
1.081
(13.183)
0.972
(12.304)
0.819
(10.500)
0.887
(12.493)
1.041
(13.177)
1.017
(12.55)
1.012
(11.905)
1.097
(11.924)
1.036
(12.79)
1.043
(14.48)
0.956
(14.94)
0.935
(14.84)
0.920
(14.37)
- 0.979
(14.61)
0.989
(14.76)
0.960
(14.12)
1.066
(15.676)
1.069
(15.95)
1.095
(16.59)
1.097

-(17.14)

o

NJ
-0.433
(~4.655)
~0.305
(‘3039)
-0.099
(~1.10)
-00232
(-2.829)
-0.427
(-4-64)
-0.365

(-3.925)

-00341
(-3.479)
-00443
(=4.462)
-0.344
(-3.66)
~0.363
(4.32)
~0.272
(-3.626)
-0.221
(-3.027)
~0.208
(2.773)
~0.262
(~3.40)
-0.275"
(-3.525)
-0.208
(-2067)
-0.311
(-3.936)
-0-326
(-4.126)
-0.370
(-40868)
-0.394

(Values shown in parenthesis are t-values)

Constant
4.138

4.011

4.193

4,151
3.909
3.586

3.148
3.381
3.360
3.289
3,372
3.429
3.362

3.121
3.150
2.799
2.633
2.879
2.7%

2.328

R2
0.716

0.726
0.729

0.750

0.830
0.833
0.827
0.826
0.835
0.840
0.848
0.852

0.856
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It 1s also important to note‘that +he vay the dummy
variables have been defined, the TCD gives an estimate of gross
trade creation father than pure trade creation. Gross trade
creation as defined by Balassa refers *to the total increase in
trade amohg members of a trading comsunity ﬁrouqht about thr;uqh
integqration, redardless of whether the additional trade fépiaces

domestic production or whether it replaces non-memter exfports,

Thus, gross trade creation is equal to trade creation plus trade

divi£7ion.

In a similar wvay, *he TDD measures what I will call Gross
Trade Diversion and it refers to the total decrease of
non-members' exports tc‘the tradipg conlunity°regardless of
vhether the non-member exports are displaced by member exporﬁ%?

or by increase in dcmestic production. Thus, gtoss tradg

diversion is equal tc pure trade diversipn plus trade erosion.

After these explanatory remarks ldt us scrutinize the
’ A
pattern of cocefficients of the dummy variables for the PEC and
the EPTA in turn. They are plotted on Grarhs 3.1 and 3.2. The

. EBEC :
pattern of coefficientes for TDD is very clear. As can be

seen, it wvas significapt in all the pre-integration years. It
shows an‘increasing trend and goes as high as 0.63¢. In 1359,
_the firs+ year of integration, it drops tc 0.366 and fronh°
there keeps on dropping in a cumulative manner and goes as

low as 0.021, It also becomes insignificant in 1967
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Graph 3.1
EEC

Graph of the Coefficients of TCDEEC and TDD

Coefficients
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Graph 3.2

Graph of the Coefficients of TCDEFTA and ToO=TTA

Coesfficients
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and renaihs‘so thereafter. a1l this'iq.consistint vith® the
+heoretical expectatidn. These roéults~give a st}onq indication
of a gross trade diversicn effect of the BEC. The shafp declin;
in <he coeffici;nt in 1959 and a reversal of the previcus trend
lends s=upport to the opinion that the first EEC effect took place

in 1959,

A similar examinaticn of the pattern of coefficiente of

oy

EEC 4
1CD indicates that the coefficient has been significant

throughout the period ‘}th the only exception of 1953, 1t does
no+ shovw an abrupt increase in the years immediately following
integration., It fluctuates.aronnd the pre-inteqtation level for
'1353-62 and then starts increasing. On the other hand there is a
perceptable upvward drift in the coefficient inrthe years 1356-57.
I+ may be argued that this jump is an evidence of the ™announce-
ment effects™ of integration. However, I would tend not to argue
that way for several reasons, 'rirlt; it may be noticed that a
similar increase in the coefficient is observed in the years
1953-55., Second, the Treaty Of4ROle vas signed in March 1357 and
vas effective fronm San. ist 1358, ?hero is no reascn tc boliev;
that the effect could have faken place as far back as 1956.
Third, I believe that a retter explanation exists., 1t seems to
me that the increase in.thorcoofficiont say have been caused by
the liberalization cf trade in znropo,'tho temporary tariff cuts

by Italy and Germany in 1357, and the Prench devaluation of 1957.
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That viev is also suppcrted by the incrense in~ BBC i-;orts
fros né)FBBC countri-s as vell, vhich is evident by a corres-

ponding 1ncreast in b . These effelts, ho-evor, vculd nct
2 . +

have continued, The mcnotonic increase in the coefficient
since 1362 (with the exception of 1965), therefore lends support
*o thé viev that the trade creation effect of the EEC tcck place

vith a lag., This needs further comment,

Independent studies{16] have shown that the fcrlation of
“he EEC did no* cause many domestic firms of any meamber ccuntry
*0o become totally ncn-conpetitive vith their counterparts in the
rartner countries, Instead-éf/concentratién imglied by
interindustry speéialization, an increasing diversification in
expcrt patterns of ¢he Eﬁc conntfiis‘hasvbeen observed. In —
addition, ‘there is increasing similarity in the patxérn\ot
manufactured exports among the Common Harket countriis. Balassé.
calculated rank corro%ation coefficients with regard tc 95
industries ranked by the value of.intra-nnc okport:. These -
coefficients increased from 1958 to 1363 and again from 1963 to
1970 in all cases, a ﬁagtial exception being the Italy;
Netherlands coaparison which shoved a small decline tetveen 1963
and 1970 although the figure for the latter year still exceeded

“hat for 1958 by 20 per cent . The indexes for intra-ipdustry
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+rade c0|puted by Grnhcl and Balassa also coafirl the abovo
conclusion. r17] Thoro 1;re very fev firss uhich vanished because
of competition from the firms of other lolbors of the union.
Rather, the firms tended to specialize in partiou;ar sakes and
designs. Before the unior-national nzrkets ;;re piotocted

and plan*s tended to produce relatively larqe nulbers cf

differentiated products in short production rnns, each. to

J

satisfy the spectrum of its’natiooal consumér tastes. T

customs union forration oeflitted-the national ol{gopolistic
industries of each country to ponetrote the markets cf the
otkers. 1In tho process national industries tended te drop
certain'lines of différenti&tod products forvvhich mémbers vere
able to supply-close;substitntos at'o lover prrce, vhile they -
'qxpanded outpu* of produoct lines that they could sell abroad
successfully.[ 18] ' | . R

Row i+ iiil not be roasonablo to oxpoct that p;ccoss toAtake
' place voryvqﬁicklf. rirns cannot ohnt‘%oun some lines of .

" production wvithin very short periods'pf time. rhoy have to '
figure out their colparative advdhtaoos'in ;;ocific lines of
'production. Also thoy need tilo to lako noco:zary changos fn
plant sizes to cater for the uidor larkot ih tho lines G!//
production in- which thcy eventually SBQCiQIiZ‘r«‘;n°SOIQ cases, °
thoydliqht have to fulfil contr&ct;;£q£ deldivery fecr tﬁo ordor;i
alre;dg'takon. -In :io- o£~811'thoso consldorqtion: a 159 of two’

-

to three years may very well bo‘oipoctod;/ ~
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To sum up, it appears from my analysis that the first
impact of the EEC took th2 form of trade diversion while the
trade creation effect fcllowed with a lag. Since the pattern
of these coefficients is the crux of the study, further
statistical investigation was undertaken to test for the claimed

chauges in the coefficients of the dummy variables.

First, the estimated coefficients were regressed upon a

dunmy (i.2. Y = @ <+ a D where Y are the estimated
i 0 1 i

co&fficientsvof the dummy variables from the yearly »
'reqressions and D = 0 for pre-integration period and D=1 for the
post integration period). The procedure may have scme
qualifications on theortical grounds. Howaver, I believe that
it is legitimate at least to test the "existence" or
“pon-axistance" of an effect, especially when this is not the

only test used., This regression gives the following results:

Y = 0,45 - 0.285 D for the trade diversion dumay (3.6)
i (-5.8) ‘

Y = 0.57 ¢« 0,177 D- for the trade creation dummy (3.7)
i (2.81)

The Durbin Watson Statistics were 0.67 and 0.51 respectively.
That indicates presence of serial correlation which is tc be
expected because, as I noted earlier, on theoretical grounds we
wvould expz2ct the pattern of coefficients tc be cumulative which
is confirmed by a low D.W. statistic, It may be emphasized that

I an not "estimating" parameter values from this equationm., I
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as testing jeust for the Qxist;nco'ot a certain effect, 'SoO that
the imefficiency i @ coefficient astisates entailed by serial

correlation_is aQg of great concern.

Second, the sost isportant gnd conclusive evideace was
obtained by pooling the cross-section, time series data and
running a reqression on the 8400 oﬁservutions thus obtained,
using the dumssy for the integration period amd allowiag the
coefficients to vary. This is perhaps, the best test ainée it
uses all the information.[18] The complete results of this
regression are reported in Appandix tableA3.2, Here I wish
sisply to note that they confirs sy observations conceraing (\\A
significant trade creaticn and trade diversion effects of the

EEC
EEC, rtﬁ’coofticient of the TOD vas significantly ssaller

in the post integration period as compared to the
pre-intergration period (by a factor of -0.248 with an P value

ERC
18,63)., Also the coefficient of the TCD vas considerably

" bigyer in the post-intergratioan period (by a factor of 0.289 with

an P value of 4.435).

A parallel exasinatioa of the dussy variables for the EPTA
reveals that the pattern of coefficients is a little less clear.
e observs ipn Table 3.3 that in the pre-integration period the

EFTA
TDD starts with a positive and significant coefficieant in

tae jyears 1951-52. 1It becomes iasiqniticant'dqtin i 1957-59. 1In

Y

>

-
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addition, the coefficient seelq'fo have an ihcr,asing~tfend
during 1953-59, Compared to this; in the poSt?iﬁtegration period
it is consistently in#ignificant (with'the exception of 1960) and
also decreases in size., This trend, thelieve, does indicate a 5

trade diversion of the EFTA éven though it appears to te veaker

than the ccresponding effect of the EEC.

The same result i.e., a less pronounced effect of the EPTA

EFTA
>

+han that of the znc; elergeshfrOI an analysié’of TCD .

Its coefficien* is significant both in the pre- and pbst -
integration periods and is positive throughout. Similar to the §

trade creation dumamy fcr the BEC it shows an increase only after

a lag but even then does not shov a significant increase. I
fipd it hard *o believe that the BEFTA had any significant trade

creation effect,

Thus, a comparison of the EEC and the EFTA effects would
indicate that the BEC has a more pronounced effect on trade
flovs. This finding is in conformity with the thecretical
expectation expressed Lty many eccnomists as to to the ‘

differential effects of the EEC and the EFPTA.

On theoretical grcunds some studies{20] had judged much
earlier that the formation of the BPTA would have a smaller

econolic effect than that of the BEC. On the basi's of Jacot
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Viner and James ue;de's criteria for deteraining the effects

of customs unions, the EFTA emerges as notably inferior to the
EEC on virtually all ccunts. Pirst, it is somevha t smaller in
populaticn, production apnd frade and thus hag” smaller poientigl
scope for promoting regicnal and industrial specializaticn anh
can benefit fewar people. Second, the EPC has impcsed A Common
External Tariff on impcrts fronm theknon-lelber ccuntries whereas
the EPTA in principlg leaves the external tariffs ;s they were
before. Third, thererare certain indirect indicaticns that the
spread of éosts vit;in protected industries of the same kind in
the EEC is greﬁter than in those of the EPTA. Viner considers
this some measure of the potential gains from a custons‘union,°
since a wide spread cf costs means that the vithdraval cf
frotec*ive barriers will lead to the eliminaticn of mcre
uneconomic high cost prodnctibn and the achievement cf more
specialization along the lines of ccmparative advantage. Fourth,
the fact that the degree of internal product substitutability is
much higher within the EEC than in the EPTA should also mean
that a customs union will stimulate more competiticn, have a
greater effect in displacing uneconomic units, and lead to

. greater gains in stimulating economies of large scale production

along lines cf comparative advantage.

In addition to the effects analyzed above, which are

directly concerned with trade flows, it is important to recall
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+hat the EPTA lacks certain broad features of an ecorcmic union
found in the BEC, such as liberalization of capital and labour
movements, co-ordinaticn of economic stability and growth
policies, joint investment funds and policies, the restraints on
governmental or private measures having discriminatcry or
restrictive effects which might offset, replace, or nullify the
tenefits of the removal of restraints on trade and especially the
adoption of the Common Agricultural Policy. I tend to agree with

Emile Benolt's view that these factors are far mscre important

“han the effects of ary restructuring of trade.[21)

Before closing!this discussion I would like tc mention that
additional tests similar to the ones conducted for the EEC were
undertakenifcr the BPTA to test for the claimed changes. ~They
confirms the above results., Second, in order to grcvide some idea
cf the dollar value of the grgis trade creafiﬁn ahd gress trade
diversion, I used ‘the coefficients of the relevant dumay
variables to estimate the hypothetical trade in 1970. iho
evidence provided in the above pages indicate that the trade
among the members of the BEC increased by a factor of 0.2 because
of the integration and the imports from extra-area decreased by a
factor of 0.25.(22] Thus the actual trade in 1970 divided by
’1;2 provide an estimate of the hypofhotical importes frca
intra-area. Similarly actual 1970 imports multiplied by 1.25
dive the hypcthetical ipports from extra-area in 1970. The

T

e



dif terence in the hypothatical and actual jsports is tha inte ;ra
ti10n effect. Gross trade diversion was found to be $7.1 billion

and qross trade creaticn to be $8.0 billion, in 1370.[ 22)

In the present msodel it was not possible to estimate the
pure trade creation and trade diversion effects directly using
the dusasy variable technique. From many aspects yross concepts
ars mord relevant anyvay. FPor exaasple fros the nom-sesber point
of viev it is ismsaterial vhether thair exports have been
displaced by partner exports or by an increased in dosestic
productidn. Por sesbers too, Meads's concepts iaply that traae
diversioa vhich displaces low-cost foreiyn suppliets is asixed

vith thd expansion effect of a price decraease.

Pros a vorld pcint of view, hovever, it is of interest tc -

judye vhathor the forsmation of a particular umiom is a sovesent

!
1

N

tovards free trade (i.e,, abolition of tarifts om 1ltta-co.lnnlti\ )
trade) or towvards protectionisas (i.9., discrisisatios agaiast / |
aon-seabers). Obviously these are tvo vays of looking at tii“/

same thiag. Both of the changes occur sisultaaeously. Hovever,

it sakes a coasiderable difference for world velfare vhethar the
first or the second has a 80re proacunced effect. A qualitative
decision can be arrived at im the context of our model by looking
~at the changes ian thc_inl of the coefficieats of TCD and T0D

®eQey ‘(b”bz, .
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(b ¢ b) =Ap +4b
! 2 ! 2 (3.8)

But we knov from the previous discussion that &b {is a
1

measure of gross trade creation (GIC) and 4b wmeasures qross
2

trade diversion (GTD).[2J) Thereforas,

A (b ¢+ b) =TC + TD ¢+ TD ¢ TE (3.9)
| 2

vhere TC denotes pure trade creation, TD 1s pure trade

diversion and TR represents trade erosion.

Now suppose A(b ¢b ) = 0, In that case TC ¢ 1D = ID+TE
v 2

OR TC = TE (3.10)

i.e., dossstic production has displaced non-sesber exports

in the same asount as the patthot'- have displaced dOl.ltiC
production. This aeans that the forsatioa of the wpioa has no
effect on the total voluse of worid trade. UWe caa call this type
of economic integration to be "neutral®, Is a sieilar samser it

can be iafercred that 1f &b ¢b ) < O thea PC ¢ TR and the
} 2

forsation of the union reduces the voluse of vorld ttade. The

union will be called an "anti-trade usion® ia that case. And {if
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A(d *b ) > 0, thea ¥C > TE, the forsation of the unjos iacrease:
1 2

the volese of world trade and ve will call that to be a

“pro-trade uaioa®,

Let us ROV see hov the BEC and the EPTA have behaved in this

regard., Table 3.8 gives the relevant coefficieats.
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Table 3.4
Coef ients ot t‘o Duamamy Var'iablas in Egquation 3.4
— (‘ —

Tear b b b b b’ b b +b

| 2 12 3 . 1 .

) - 71 - 72
1951 0.512 0.472 0.984 0.783 0.219 1.002
1952 0.811 0.879 0.890 0.621 0,153 0.774
1953 0.299 0.346 0.545 0.610 0.107  0.717
1954 0.883 0.294 0.783 0.533 0.116 0.689
1955 0.575 0.875 1.050 0.677 0.085 0.722
1956 0.649 0.597 1.206 0.789 0.129 0.918
1957 0.818 0.636 1,458 0.876 0.262 1.138
1958 0.826 0.543 1.375 0.86S 0.221 1.080
1959 0.822 0.366 1.188 0.783 0.206 1.069
1960 0. 738 0.368 1.106 0.710 0.19 0.906
196 1 0.606 0.238 0.840 0.627 0.060 0.687
1962 0.601 0.189 0.790 0.568 0.09¢ 0.662
1963 0.671 0.205°  0.876 0.59% 0.026 0.620
1964 0.725 0.259 0.984 0.707 0.121 0.82¢
1965 0.686 0.167 0.853 0.602 0.cS8 0.736
1966 0.769 0. 187 0.956 0.771 0.0397 0.868
1967 0. 706 0. 120 0.906 0.881 0.089 0.900
1968 0.717 0.021 0.738 0.739  <-0.081 0.698
1969 0.027 0.083 0.910 0.789  <0.0% . 0.73)
1970 0.910 0,151 1.06 1 0.881 0.029 0.910

Soerce: Table 3.1
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An examination of Tab 3.8 reveals that ¥ (=b +b )
1 1 2

increases in the pre-integratior period. 1In the imsmedjiate year
follovwing integraticn it shovs a tendency to decline which is
consistent with our earlier finding that the iamsediate effect cf
the ERC vas trade diver-ing in nature. Prom 1362 it picks up
aqai; as trade creacion takas place. If we consider the entire
period, and the fact that years 195¢-58 vere affected by
tepporary changss irn tariffs of Gersany and Italy and by Prench
devaluation, it seeas to me that by and large the Ruropean
Economic Community vas "nautral® in its effec® cn world trade,

Regarding v, ve no%*ice <hat it drops in the post-integration
2

period and the drop is more pronounced than that of ¥ which is
1

due mainly because of failure of b to shov an increase, i.s.
3

negligible trade creaticn effect if at all. 1 regression of v
2

on a duany (i.4., ¥ =« ¢+« D, vhere D = 0 for 1951-59 and
2 2 3

D = 1 for 1360-1370) gives the folloving resule:

vy = 0.697 - 0,120 D
2 (-1, 01) ,/\\

vhich seans that 12hal declined significartly in the post-
integracion period. The patcern of 1z.thoroto:o.ildicatos that
fros the wvorld poian: of viev,the EPTA has destroyed sore trade

+han it has created,
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Thus on the basis of this qualitative evidence, 1t can ble
concluded that the EBEC has been a "neutral trade unicn" whereas
+he EPTA can be said +to be ar "anti- trade bloc"™. It must be

remembered, howaver, that the test is orly an approximation.
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Sectjon 5
‘Begjopal Effects

Another useful feature of the bresent model is that it is
possitle to measure the effects of the formation of thé EEC and
+he EFTA on individual ccuntries or a set of countries in the
sakple. A1l we have tc do is ¢to dummy the observations for the
exports of those countries +*o the EEC and EFTA separately. Tﬁe
coefficients c¢f those duamies can then be tested‘for a possible
change between the pre- and post- integration pericds.

For this purpose, Qe spli+ our sample into'five regional
groups: (i) EEC (ii)EPTA (§ii) Greece, Ireland, Spain and Turkey
(GIST) (iv) Canada, Japan and United States (CUJ) and (v)
Australia and .-New Zealand (AN). The follcwing regresgicn vas

then estimated for each cf the twenty years.

D +«+bD ¢+bD +LEkD +Db D
ij 0 11 33 - 66 77 88 9 9 10 10

]
o
+

o
(-
+

r
©
+
o

Log X

+¢b D +#b D +b D +b 1logDdST +b 1log Y

1 11 12 12 13 13 14 15 i
+b logN ¢b 1logY ¢b 1logm + 1lcqg e
16 i1 5 18 j 19
(3.1))
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All variables ﬁave the same meaning as in the previous équation ‘
except the dummy variables wvhose spgcification is given in table
3.5. The results are reported in Table 3.6. |
Table 3.5 : 7\
Specification for the Dunnliyariables in Eguation "3.11
D D D D L D. D D D D
1 10 11 12 13
3
EEC TO EEC 1 0 0 0 0 0 0 0 0 0
EFTA TO EEC o :0 1 0 0 0 O© 0 0 0
GIST TO EEC 0 —0 0 1 0 0 0 ')0 0o o
CUJ TO EEC 0 b 0 0 1 0 0 Oa v 0
AN 7Q EEC 0 0 0 o 0 1 0 0 0 0
EFTA TO EFTA 0 1 0 0 0 0 0 0 0 0
EEC TO EFTA . 0 0 0 L 0 1. © 0 0o
6IST TO EFTA 0 0 0 0 0 0 0 1 0 0
CcC0J TO BP:A O- &e 0 0 0 0 0 0 1 0
AN TO EFTA o 0 0 0 o0 0 0 0 0 1
l'on-BEC, Non-EFTA 0 0 0 o0°0 o0 0 o 0 o0
. t; Bon-EEC, Non EFTA .
Vo




trade diversion effect'ﬁgainst these countrias. This is exactly

I g ' "

In this section we are inte:est d in the patttrn of the

‘goefficients of regicnal dulnies. The fcur teglonal~dullies for

the flows going to the BEC frOl‘thé group of non-aenmter codntties

«

concerned are discussed first. The coefficient of D6 (i.e. the.

~duary for the exports of the -EFTA countries to the EEC) shows the

‘ ¢1earést pattérn.  In ali the pre-integration years it is -

sighificant‘ht\the 0.01 level and has a pdsitive sign, It also
shows aﬁ increasing tendéﬁcy and g&és as Bigh as 0.869 in 1958,
In 1959, the first year of integrat*oﬂ, it suddenly drops tc 0.662 -
and keeps on dropping in later years and gces as lcw as 10.035.

It also becosmes insignificant in 1965 and .remains so in the later

‘'years with the except%cn of 1966.. All this is an e&ideﬁce of the

fact that the EBC had a s*rong trade diversion effect against the
EPTA countrie-. | V
3

An examination cf b (the coefficient of the dummy for
. 7 *

export§ of Greece, Ireland, Spain amnd Turkey tc BBC)fshovs no
: I
what one would expect, because most of these countries have
éignéd'"ASsociation Agreements” vwith the EEC. .The coefficient is
insignificant'both in the pre-integration ;s vell as the
pdst-integraiion.yoars. Also the coefficient seems to behave
randonly, having both pcsitivo)and nogaiivo signs zproad over the
saaple porioda The fact that the cocfficfint is not zignificant

in the 1968-1970 pcriod iadicatcs that cithct the lsscciation

>
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1652

1953

1959
L1960

1961

Dl
0.546
(1.738)
0.504
(1.641)
0.275
(0.920)
- 0.486
(1.816)
- 0.643
(2.204)
0.731
(2.525)
0.919
(3.110)
0.962
(3.098)
0.933
(3.430)
0.8R1
(3.42)
0.755
(3.138)
0.661
(2.864)
0.713

(3.103)

0.761
(3.109)
© 0.708
(2.95)

0.806
(3.433)

0.852
(3.703)

0.735
(3.257)

0.826
(3.775)

0.982
(4.436)

N3
0.874
(3.995)
0.716
(3.340)
0.673
(3.226)
0.639
(3.424)
0.777
(3.821)
0.892
(L.417)
0.964
(L.671)
0.968
(4.462)
0. 899
(4.726)
0.840
(4.663)
0.770
(4.573)
0.661
(4.092)
0.672
(4.178)
0.774
(4.647)
0.742
(4.418)
0.838
(5.089)
0.927
(5.738)
0.799
(4.039)
0.840

(5.476).

0.966
(6.226)

D6
0.617
(2.563)
0.585
(2.482)
0.440
(1.92)
0.492
(2.398)
0.687
(3.068)
0.802
(3.607)
0.845
(3.723)
0.869
(3.648)
0.662
(3.176)
0.59
(3.011)
0.421
(2.273)
0.292
(1.643)
0.318
(1.797)
0.281
(1.563)
0.188
(1.014)
0.220
(1.218)
0.195
(1.102)
0.035
(0.204)
0.073
(0.435)
0.178
(1.044)

Table-

&

3.6

Coefficient Estimates for Dummy Variables in Equation 3.11

D7
0.089
(0.314)
0.209
(0.751)
~-0.136

(-0.502)

-0.114
(=0.470)
0.130
(0.493)
0.304
(1.159)
0.196
(0.735)
-0.028
(-0.01)
~0.117
(~0.478)
0.127
(0.541)
0.151
(0.681)
-0.025
(-0.118)
~0.072
(~0.34)
0.185
(0.847)
0.044
(0.202)
0.129
(0.600)
0.133
(0.628)
=0.001
(0.000)
0.057
(0.282)
0.285
(1.405)

D8
-0.059
(~0.192)
0.060
(0.197
~0.165
(-0.565)
~0.303
(-1.164)
~0.150
(0.562)
-0.019
(-0.063)
0.221
(0.766)
0.215
(0.708)
-0.123
(~0.463)
. ~-0.139
(-0.55)
-0.305
(~-1.304)
~0.240
(-10072)
-0.178
(-0.890)
-0.219
(=0.948)
-0.203
(-0.871)
~0.221
(~0.965)
-00298
(~1.329)
~-0.361
(-1.643)
-0.321
(=1.506)
~0.205
(=0.949)

(Values shown in parenthesis are t-values)

D9
1.819
(4.937)
1.656
(4.602)
1.880
(5.36)
1.641
(5.23)
1.692

(4.95)

1.744
(5.145)
1.728
(4.898)
1.494
(4.810)
1.453
(4.465)
1.329
(4.438)
1.155

(4.154)

1.224
(4.595)
1.158
(4.38)
1.227
(4.472)
1.061

-(3.838)

1.019
(3.761)
0.771
(2.911)
0.783
(3.027)
0.904
(3.630)
0.702
(2.771)

D10
0.978

£3.213)
0.731 .

(3.087)
0.567
(2.457)

N _LL7

Ve U

(3.120)
0.733
(3.260)
0.816
(3.658)

0.985

(4.325)
1.030
(4.30)
0.996
(4.730)
0.792
(3.985)
0.604
(3.240)
0.495

(2.774)

0.419
(2.362)
0.448
(2.435)
0.405
(2.186)
0.458
(2.515)
0.462
(2.591)
.269
(1,536)
0.254
(1.499)
0344
(2.007)

D1l
-0.106
(-0.427)
~0.084
(-0.344)
~0.155
(-0-655)

. _00157

(-0.739)
~0.592
(~0.762)
~0.480
(=2.097)
-0.383
{~1.646)
-0.520
(=2.132)
-0.278
(=1.301)
-0.102
(-0.495)
~-0.056
(-0.288)
+  0.025
(0.130)
~0.182
{~0.983)
-0.004
(_00031)
~0.122
(-0.630)
~0.082
(-0.432)
—00165
(~0.888)
-0.178
(=0.975)
~0.235
('1033)
0.028
(0.154)

D12
-0.436
(~1.63)
~0.294
('10116)
-0.561
(-2-19)
~0.622
(-2072)
~0.453
(-10818)
-0.330
(‘10333)
~-0.033
(-00130)
-0.074
(-0.277)
-0.149
(-0.639)
~-0.223
(-1.016)
~0.472
(=2.30)
~0.461
(~2.347)
-00445

(=2.275)

-0.379
(-1.87)
~-(.391
(-1.910)
0.311
(1.547)
~0.386
(~1.958)
-0.490
(-2.534)
-0.515

(~2.741)

Di3
0.458
(1.421)
-00002
(0.000)
0.360
(1.174)
~D.439
(1..597)
0. 388
(1.296)
0.397
(1.337)
0.319
(1.048)
0.319
(1.000)
0.442
(1.583)
0.147
(0.561)
-0.019
(-~0.077
0.122
(0.521)

0.152

(0.657)
0.214
(1.140)
0.175
(0.722)
0.187
(0.787)
0.249
(1.073)

0.127 -

(0.562)
0.163
(0.745)
0.060
(0.272)

112

R2
0.741

0.745
0.756
0.780
0.774
0.779
0.768

0.745

'0.787

0.814
0.836
0.845
0.847
0.840
0.837
0.845
0.850
0.857

0.863

0.863
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Agreements of EBC with Greece, Spain and Turkey had little trade

creation effect or that the TC and TD effects were cancelled out.

The coefficient of +*he dummy for the exports of Canada,
Japan and U.S. has a necative sign throughout (with the
exception of 1357-58), Bovever; in the post integration period
it drops significan*ly (i.e. becomes a bigger negative number).
Further in the post integration period it is significant in five
years (at least at the 90% significance lgvel) and nearly
significant in another two years whereas in the pre-integrafion
period it was insignificant throughout. This leads me tc believe
+hat the EEC had a trade diversion effect against these ccunfries,
even though the effect is not as strong as against EFTA

countries.[25]

The last group c¢f ccuntries, i.e. Australia and New Zealand,
have clearly suffered a trade diversion effect of the EEC.
The coefficient of the dummy for the exports of these countries
to the EEC is significant throughout the sample period, but
drops considerably in the post-integration period. 1In the
pre-integration period it is roughly at ihe.lovel cf 1,75 vhereas
in 1959, the first year cf integration, it drops tc 1.45 and
+hereafter drops almsost monotonically until the end of the period,

going as low as 0.702.

i 4 1
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To sum up, +he formation of the Bﬁc had a trade diversion
effect against all non-member countriesvexcept for Greece, Spain
and Turkey, which have signed Association Agreements with the iﬁc.
The effect is most proncunced against the EFTA countries; then
comes Australia and New Zealand followed by Canada, Japan ind

the U.S.

Turning tc the EFTA, we observe a similar pattern. The
trend of the coefficient of the dummy for the exports of the ERC
ccuntries +to the EFTA ccuntries is seen to have a thenosenal
decline in the pos* integration period. The ccefficient is
significant througout the period and seems tc have an inc}easing
trend in the pre-integration period. However, in the post-
integration period it drops considerably. 1In 1360, the very
first year of integration it falls from 0.39% to 0.792. In later
years it declines almost monotonically and goes as low as 0.254.
Thus, there is clearly a trade diversion effect of the EEC

against the ERPTA,

The coefficient of the dummy for Greece, Ireland, Spain and
Turkey is insignificant in most of the pre- as well as
ﬁost-intggration periods and seems *o be behaving randomly. It
can be concluded therefore, that these ccuntries did not suffer‘
from diversicn effect cf the EPTA., I believe this result is due

to special +rade links betveen Ireland and the United Kingdon,

i Rt A i
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The - position of Canaga, Japan and the U.S. is a little less

clear. However, a careful examination of thé pattern of b
. 12

A(the coefficlent of the dummy for these ccuntries' exports to the
EFTA), reveals *that they have also suffered a trade diversion
effect of the EFTA, The negative coefficient was not only
beccaing smaller in the 1351-59 period,'but also it becanme
insignificart in 1957-59. In the post integfation pericd it
picks up again, becdles significant and the negative numkter grows
larger in absolute value until it reaches -0.515 in 1363,

T

Finally, ve see that b , the coefficient of the dumay
13 ‘

for +He expcrts of Australia and New Zealandbis pceitive and
significant in 1951-59, In 1959 it has a value of 0.442, 1In
1960 tha* drops to 0.147 and also becomes insignificant. 1In all
later years, with the exception of 1969,;it remains
insignificant., This pattern confirms that these ccuntries havg
also suffered a “rade diversion effect of the forlatiop cf +he

EFTA.

The analysis of Table 3.6 provides a little more insight
than the earlier analysis, Whereas it ccnfirms that'the tvo
" European trading groupe had both a trade diversion effect against
all groups of countries in the sample (except GIST, which has
special reascns, noted atove), it reveals that the most

'pronounced effect has Leen against each other.

g

-

!
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This latter result may in part be due to the fact that the

tvo blocs had a substan+tial portion of their trade with the other
bloc and hence sore chances of trade diversion. 1In 1958, for
example, 17% of total EEC imports came from the EtTl\ccuntries,
and 29% of the EFTA iiports camé from the EEC., However, the
economic structure and the trade patternes cf the two groups may
be’ more important in explaining tha*t result which was anticipated
Lty many econcmists, Three quarters of the eiports‘of the EPTA
consist of items in which one partner (usually the U.K.) had a
clear comparative advan‘age as m@asured by expcrt-impcrt

ratios, Thus, the forsation of the BPTA did not seriously
enhance the amount cf ccmpetition in the EPTA ccuntries. On the
other hand, about two thirds of the trade of both the EEC and
+he EFTA consist of items in which both groups have a

comparative advantage, and in which they are highly comgetitive.
This is particularly the case with respect to -aéhinery,
chemicals, and miscellaneous manufactures categories in which
trade between the EPTA and the EBEC was particularly

important.[ 26)

Thus th;.hiqh degree to which the EFTA economies complenment
cne ano+her and, on the cther hand +he high degree to wvhich they
are substitutable for and conpeti;ive with those of the BEC,
present greater likelihcod of trade diversion fcr toth blocs
against each other and less possibility cf trade creation intthe

EFPTA countries,
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Before concluding this chapter, I wish to note that while
ny’study finds significant trade cfeatioh effect of the REC, it
does not confirm the resvult arriyed at by Balassa, Kreinin anad
Aitken that the trade creation exceeds trade diversicn several
times. Ny results are lcrd in line vith\ﬁaq estiiates'givan by
Resnick and Truman vhich show the trade diversion effect to
exceed trade creation. Purthermore, the finding that the effect

" of the EFPTA is not as significant as that of the EEC is in

conformity with earlier studies.[27]

e e ———— . — ———
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f\\f—?hptnotes -- Chapter Three

The following discussion rests heavily on Sharpipg the ¥
Ecoposy, by J. Tinbergen, suggestions for an International
Bcoromic Pclicy, New York: The Twantieth Century PFund, 1962,
and Ap_ Economeiric Study of Ipterpatiopal Trade Flows, by H.

H. Linnemann, Amsterdam: North-Holland, 1966. -

For empirical evidence see H. Linnemann, 9op, cit.
Balassa, B., The_ Theory of Economic Iptegraticm, Irwin,
Hcmewood, Yllincis, 1961; "a Study of Industrial Growth",

United Ma+ions, 1963; H.B. Chenery, "Patterns of Industiral
Growth™, AEFR, vol. L, 1960.

Balassa, B.,, Qp._¢it, . o

Chenery, ®#.B., "Patterns of Industrial Growth", Aperjcan
Econopic Review, vol. iv, 1360.

Deutsch, K.W., Bliss and Eckstein, A., "Populaticn,
Sovereignty, and the Share of Foreign Trade",

Developmert and Cultural chapnge, 1962, pp. 353 ff.

Kuznets, S., BEconomic Growth of Small Natjops, Econcmic
consequences _of the size of pations, London: MacMillan, 1360.

Kreinin, M.E.,, "Trade Creation and Trade Diversion Ly the

EEC and EFTA, Ecopcmia Ipterpazionale, 22, 1969.

Balassa, B., "Trade Creation and Trade Diversicn in the

Eurcpean Common Market, Ecopomjc Jourpal, 77, 1967.

Sellekaerts, "How Meaningful are Empirical Studies cn Trade

Creation and Trade Diversion"™, FReltwirtschaftliches Archiv,
109, 1973. - _ |

Truman, "The Buropean Economic Community: Trade Creation and
Trade Diversion"”, 13if;;g§nglig_;§§31§, 9, 1%€9.
Beckerman, W, "Distadce and g@e Patterh of Intra-European

Trade", Review of c n Se 28, 1956,

The lcg-linear form was chosen affer a preliminary test on
the data.
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The selection of such a bench-mark is a matter cf assumption.
Contrary “o the earlier studies, I have chcsen a crcss-
section of countriee which are not members of either bloc to
minimize any bias entailed by this assumption. A= Don
Devore*tz has pocinted out to me, to the extent that any
independent variable affects the countries in the ‘'normal’
group and those of the trading blocs differentially, the
changes in that variable say entail a bias. FPcr example, if
distance variable is more impcrtant in trade among normal
group than others, the reduction in tramsportaticn costs
over time will mean that we are underestimating +rade
creation.

Linne.ann' Bo 2 QB. gi;g, ppo 87-880 )
Grubel, H. and Lloyd, P.J., Iptra-Ipdustry Trade: JIle Theory

apnd Measurement Of Interpational Trade Ip Differeptiated
Productsg, London: Macmillian, and New York: Halsted Press,

1975; and Belassa, B., European Bcopomjc Integration, 1975.

See studies cited in footnote 16.
Grubel, H., International Econélics, op, _cit.,, pP. 597,

I am grateful to Prof. Steve Easton for suggesting this
test.

M.E. Kreinin, ™The 'Outer Seven' and European Integration"®,

Amerjcan Ecopomic_Review, June 1360. Emile Benoit, Burope

at Sixes apd Sevens, Mew York: Columktia University Press, .

Emile Benoi+, gp, cit,

These are derived from the pcoled cross-secticn time series
analysis and the regression of the dummy variable
coefficients reported on page 99 above,

These figures should be taken as approximate values.

Thesé terms have teen defined on page 92 above.

The effect will)/Appear to be more pronounced if one realizes
that machinery exports of the U.S. increased significantly,
for expansion of REC firas. ‘

Emile Benoit, ¢p,_c¢cit,, pp. 107V, -

See studies cited in footmote 19,
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CHAPTER POOR

-

THE EEC PRYTECTIVE WALLS .

Section 1
Introducticn

The Trea*y of Rdle, wvhich brought the BEC into being,
required the member states to adopt a Common External Tariff ./
(CET), after a transiticnal périod. As all the six ccuntries
vere signatcries of the General Agreement cn Tariffe and Trade, i

the level of CET could nct be more protactive than the

national tariffs that it replaced.‘ Within this limit, the low
tariff members especially Benelux, desired CET *o be very lov so
as to protec* their impcrt-using consumers and producers. On the
other hand, the high tariff members--Prance and Italy--wvanted

i+« to be higher, s> as to protect their producers of ilpOIt‘-\
conpetin§ goods. The architects of the ERC vrest;ed.for a long
time with this issue, sc as to-reach an agreongnt acceptatle to
both parties. ‘In the end they decided that, after making sonme
important exceptions to take account of highiy valued national
interests, the rule for determining the CET should ke the simple
unveighted arithmetic average of the rates of the meambers as on

danuary 1, 1957, with Benelux counting as one area. This implies

L
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an "upvard agdnstlént" fcr countries having lov tariffs and a
ﬁdovnvard adjustment” fcr countries having high tarifts

previously. The Common External Tariff envisaged by this formula

wvas to be established in five steps ending onm July 1, 1968.[ 1]

Whether or not CET is more protective, it certainly

é

involves discrimination against outsiders and places the
members at a relatively advantageoﬁs position, Th;;_chapter
; reviews some cf these issues. 1In the next secticn the
incidence of the Common External Tariff and the concert cf
"rate of digcri-inatioﬁ* against outsiders are discussed. As
a case study the rate of discrimination against Pakistan has
been calculated. In section three, the shcrtcomings cf "rate
of discrimipation® are cutlined and in the next section a new
concept, "degree of preferenée" is developed and estimated

using the model develcped in chapter three with a slight

mnodifica+ion.
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The Community claimed that it had met the Gltr.teqnirelent
that CBET, "should not hav; a more protective effect than the |
national tariffs it replaced"”. But the other countries
considered this contenfion +o be unacceptatle., They argued,
first, that the GATT rules delandadinot the unweighted arithmetic
mean but a weighted one. They maintained that the sllple
arithmetic mean would +enad to have an upvard bias Secanse the
high rates cf Fraﬁce»and Iti%y would be given as much weight as
the low ones of Benelux and Germany, even though the vclume of

trade of the latter was greater than that of the former.

Some studies were made in this cognection. I. Prank, on the
basis of incomplete data, tentatively ccncluded that the weighted
indéx probatly yielded a lower Common External Tariff.[2)

Balassi on the other‘hand concluded that there\ias no significant
differences.[ 3] ihi}e B. Hinshav using different years fcr

comparison, found the weighted level to be substantially lowver if
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~all goods were included, but only sliqhtly_lover'fo: manufactured

goodé.[n]

Secondly, some analysts noted that even if the trade in a
givén prdduct vas evenly distributed over the six, a ten. per cent
" increase in the duties cf some night very well decreaee imports
more than a ten per cent decrease ih other's duties wculd
increase them. This could happen because the decrease might
be simply removing excess protection, or because there was no
established market in that country, or because tﬁe deland vas
price inelastic, while the incr;ase might add effective

protection in the other.

Thirdly, i+ was realized that in calculating the arithnofﬁc
averages the Six intendeéd to use the duties which they had a
"legal"™ right tc use as cf January 1, 1357. Tgese rates were,
however, in many cases appreqiably above the rates "actually"
being applied at the date. This was so, largely because the
calculations did not take into account the 25 per cent "business
c;cle" reduction by Germany in 1957 or the approxilatc}yrib per
cent cut in the Italz:;\tar{ff. .

N '

In this respect é GITT‘!ork;ng Party ientativoli.céhéludcd .

+hat the'qenoral incidence of the Common tho;nal Tariff on |

imports into the Coamon Harket probably va;%%ovcr (ty'about ten

1



per cent, Cosmson Harket spokeslanﬁsaid) than the . genetal

‘incidence of legal cr bonnd rates in member states cn the baso

- t

date, But it seened to be higher (and for eona countries t% vas'
[ n

said to work out to as much as 30 - 40% higher) ‘than the general

incidenqe of the rates aéjzii}lxenébnitered by exporters ;6 the.

Common Market countries om January 1, 1957.{5] Because the legal

position in fhis matter was not clear, the issue could not be

settled.[ 6] ' : ' - ’ 2

_if’///f'

Pinally, i+ vas maintained that the provision ;fét sembers

N c" .
o e" pry
IL,‘

vould now face ﬁp restrictions in trade with each other meant
'that for some goods any Common External Tariff, hovever low it.
may be, represents an increase in the effective protecéion

against the nch-members.

The elimination of tariffs on intra-ERC trade and the

granting of essent;nlly simi treatment by the Community to

ilport§ fros the associ; ed oyverseas members (iAOH), vhile -

[ ]

-aintainiﬁq a comsmon ctﬁal t;ﬁift, intrddncop an element of
discrimination ag;inst third countries. Tinbergen has - .
investigated this impact of the EEC. ﬂi4do£1ﬁ§d the "rate of
discrisination® as the djfference betvcogﬁfho«ilpoét dntiiq

levied on imports from outsider countries and the adnties ilpod;d'
¢

/\
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as'an average on all imports. Th; latter consist partly cf
) imperts into the EEC from partner countri;s and the associatgq
overseas members and 40 _+hat extent are exempt from tariffs.
“In general the averaq§<}3ty varies between zero (if all
imports of the given commcdity orginate {}thin the EEC and
Adu) and the Commor External Tariff rate (if all imports of a
commodity originate outside the Community and the ACH

countries).

According to Tinbergin's analysis, the level of the rate cf
discrimination for ahy third‘conntry depends on the following
impcrtant factors: | » /

(i) The magnitude of the ccuntry's exporis to the —
Connunit;iﬁ\
(ii) The cciposition of the country's exports to- the
Community. / {
(1i1) The height of +he Common External Tariff on these
exXports, ' |
(iv) The competetion to the county concornoé within the
Coaaunity and its Associated States.
Bis analysis resulted in the following figures for the "rate of

discrimination” in the PFPEC against various countries on the .

basis of 1955 trade data.[7})

o




.Tinbergen's Calculation of "Rate of

Table 4.1

126

Discriminaticn"™ in the EEC on Exports of Various Ccuntries

A

Australia
Austria
Brazil
ursa
Cylon
Columbia
Cutka
Ecuador
Greece
Iceland
Iran
Liberia
Iraq
New Zealand
Pakistan
Portugal
Saudi Aratia
Spain
Turkey
U.l.Rl
Yugoslavia

0.03
¥.52
0.73
0.07
0.21
0.59
5.00
1,47
1.89

0.80 -

1.12
0.00
0.26

0.13

0.00
0.50
0.00
1.49
1.19
0.1
0.88

Source: Tijﬁergen, J., op. cit.

~

i, N
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Though Tinbergen's calculations may no longer hcld, since
his fcrmsula was applied to the 1355 pattern of trade, his
“Fechnique is a useful one. For an assessment of the Changed
situation sirce 1955 for various couhtries, it is neceséary to
re-evaluate the "rate of discrimination"”., 1In the following
paragraphs the change in the "rate of discrimination™ against

Pakistan's exports is analysed as a case study.

 The simple inference which can be drawn frcm the 0.00 rate
of discrimination reported above, is that in 1955 (i) the
magnitude of Pakistan's trade with the EEC countries was very
small (ii) the commodities exported by Pakistan were not heavily

protected.

In 1355, Pakistan's exports to the EEC largely ccnsisted of .
rav materials, especially cotton and jute, on which there was a
zero tariff in the EEC ccuntries even pricr to the unicn,\and
there wvas also virtually no competition to Pakistan's exports
vithin the countries that hov form the EEC. The situation has
radically changed since 1955. Mot only has the magnitude of °* -,
Pakistan's exports tc the BEEC countries increased siqnificantly} ‘
but also the Qhare of manufactured goods in the total exports of
Pakistan has gone up. In the present conditions, the "rate of
discrininatioh' in the Community against Pakistan's major
manufactured exports--cctton tahrips, vbolon carpets, leather and

sports goods etc, is high; as the tari!t vall in the
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community for these goods is fairly high and effective ccipetition
exis+*s in the community against these commedities., It ie there-
fore appropriate o re-evaluate the rate of discrimination for
Pakistan's exports to the Community in view of these lajcr changes.

This has been done on 1970 data using Tinbergen's‘apprach.

For any commodity i, let the Common External Tariff be t
(expressed as a percentaqge cof the v?lue of imports). Let p be
the propor+ion of imports of commodity i into the Ccmmunity from
other member ccurtries and its overseas Associates, so that the

share cf imports fronegPird countri 1-¢.

The third ccuntries pay t their expcrts while Ccamunity
and Associate suppliers pay 0, so that the average rate fcr
imports of commcdi*y i into the EEC is 0 g + t(1-p) = t(1-p).

- The rate of discrimination is the difference Lhetveen the duty
vaid by a +hird coun*ry (t) and the "average®™ duty paid cn
imperts of that commcdity into the Community i.e., the rate cf

discrimination is ¢ - ¢t (1-p) = ¢tp.

Thus, if there are no suppliers of }ho comnodity withip the
Ccmamunity and i+s Associates i.e., p = 0, the rate cf
discrimination is algo zero. Similarly if p = ' then the rate of
i discriminaticn is equal to‘t. The larger the share of Ccamunity
suppliers, the more the rafi of discrisination agproaches the

Coanon Pxternal Tariff,
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The average tate of discrisination against amy cowstry §

‘can be calculated either as » simple arithmetic average of the
rates of discrisinations agaiast the comamodities that country ¢
Jxports to the BEC i.e., h

1 8

00D = - 3 rod

8 is i

vhere ROD is the average rate of diacr@‘tnattol agaiast any

country aad rod is the rate of discrisination aqaillt
i .

comaodity {.

Altarsatively, ROD can be calculated as the weighted
average of the rates of discrisimatioan for iadivideal
comaodities, the weiyhts being the valuss of exports of each

conlodity to the Compunity fros couatry i. 4i.e.,

| i
ROD = I rod  } ‘
1= ___ 4 _ ¢
v
c

vhere V stasds for all exports by country i to the
c

Cosauaity.

_

The Tosults of these Calculatioas are teported {a Table &,2.

It is sees that the waveighted average crate of discrisisation
cones o8t to be 3.2 per oeat ll! the veighted average to be 2.2
per osat, which is guite Aigh compared to sero per ceat that

tiabergen cane uwp vith,

to




Table 4.2
CALCULATIONS OF "RATE OF DISCRiMINATION" IN THE EEC ON EXPORTS 130
>l“RCM PAKISTAN IN 1970

-l

Imports into EEC From
(US Thousand Dollars)

Commodities World EEC Assoclated ROW Average Duty  Duty on Rate of Volume
Territories on imports Imports Discrim- of Imports
from Pak. ination -from Pak.
i i
t(l - p) t rod A/ rod ,V
i - c i ¢
Raw Cotton 560097 17073 161835 381189 0 0 0 2907 0
Cotton Fabrics 340561 201581 5080 133900 6 15 9 2287 20583 -
Hides & Skins 380597 87132 10107 283358 0 0 0 833 0
Leather 262318 138085 2205 122028 1.4 3 1.6 16383 26213
Footwear 446988 372225 2985 71718 1.2 8 6.7 720 4824
Medical Instruments 80271 34238 - 46033 4.6 8 3.4 494 1680
Fish & Preparations 431518 143784 29586 25824R 7.2 12 4.8 700 ' 3360
Rice 56229 17474 10210 37545 6.0 12 5.1 1051 51 .
Woolen Carpets 127817 2826 2112 122879 23 24 1.0 4308 4308
" (knotted) )
Wool & Animal hair 672213 169122 118550 384541 0 0 0 467 0
Sports Goods 68263 24632 - 38631 6.1 10 3.9 1824 7114
i
rod V
1 35.5 1e¢
ROD = == £ rod = =eeee = 3.2 Weighted ROD = § ==~=——ceeaa
N i 11 v
c
68137
2 comm—ee = 2,2

30933
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Se n_3

Other Protective Devjces

So far vwe have discussed the tariff barriers in the EEC
against outsiders, But there are other protective devices which
increase the discriminraticn against outsiders. There are laﬁ;
such techniques, but here we will briefly discuss the two most

important ones applied bty +*he EEC: (i) qucta restricticns and (ii)

The Common Agricultural Policy.

AQuota estrictions. In spite cf the progress in import
liberalization under the aegis of “h2 General Agreement on
Tariffs and Trade and other world fcrums, indus<rialized
countries including the BEC continue to maintain guantitative
restrictions on many gocds which are of interest to develcping
cour+ries, Tariff walls, if not éoo high, can to some extent be
crossed over by i ptgving afficiency and thereby reducing the
costs qf production., The non-tariff barriers are more absolute

Y

in na*ture “and cannot ke removed by any lowering of costs.

As contained in the Community's Genpralised System cf
Preferences, the BEC has granted duty free entry to all
manufactures and semi-manufactures in chapters 25-99 of the
Common External Tariffs, but the amount of imports f:ﬁcfﬁ\\\v///)
developing ccuntries that bqnefit fros dutyjfree entr} are

subject to the limitaticn of gquota ceilings, “These ceilings are

calculated under a standard forsula applicable’to all groducts
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under which each ceiling has twc elements,

Pirst, the tasic asount is the total value of impcrts of
the product from the beneficiary countries in a base ye;r, 1968.
To this a supplementary amount is added vhich is calculated by
+aking 5% of to+al importcs into the Community from all sources
o+ther than the beneficiary countries., Trade between member States
is excluded from +the total from which the 5% is calculated
but the imports from the Associated States are included. Arother
provision in the forléla is that the preferential iepcrte of
each product from any one country will not as a general rule be
allovwed to exceed 50% of *he to*al ceiling for that fprcduct.
Once *“te ceiling for duty free ertry has been reached ir any year,
further impcrts of that ccmmodity from foreign countries are

charged the full rate of duty.

But this i{s not the end of the s*cry. Regretfully, even

- wi+h full duty, imports into the BEC have teen restricted by
quo*a restrictions. Por many ccmmodities quotas have Fteen fixed
for *he world as well as for individual ccuntries beyond which

imports are completely ranned from outside the Ccamunity.

ccmmon Agricultoral Policy. Apart from ths estatlishment of

the Customs OUnion, the most visible sign of the BEC's existence

has been the adoption of *he Common Agricultural Policy. The Six
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Countries which founded *+he BEC in 1357, agreed at the outset to
establish a common pclicy for\agriculture as well as tc free
intra-area trade in Agricultura products.

The Treaty of Rcme established the otjectives of the
agricultural policy, i.e. (a) to increase agricultural
productivity, (b) to main*ain a fair standard of liviﬁg for
farmers, (c) *o stabilizeAlarketslr(d) *o ensure regular supfrlies
tC consumers {Zth(e) to maintain reasonaktle congumer prices,
These objectives are no+ necessarily cosplementary, and
consequently many conflicts arise in the isplementaticn of this
policy. This has made it a controversial policy and it is under
at+ack ro* only from outside but alsc fro; within the Community.
As will be noted later, many empirical studies have been
undertaken in *his field, most of which find negative effects.

)

In essence, the Commcn Agricultural Pélicy tends to assure
the maintenance of high farm incomes through a ccaplex framevork
of regulatiorne, involving support prices fixed well above ;orld
prices, variable levies onﬁilpcrted agricultural prcducts froa

ron-PEC sources, and the granting of e subsidies enabling

certain BEC ccamodities to compete in brld market.

Even though the market and price policies of the CAP differ

/

k from coamodity *to commodity, there a some coamcn features which
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result in an equal treatment of agridultural producers in the
member countries by ensuring free accq4ss for all prcducts to all
markets within the Ccmmon Market; by operating a commcn systea
of protection against third countries and\a common price policy

internally. This common price policy relies, baxgically, on a

»."variable levy" system cf protection.

The calculation of the "variable levies™ to te applied on
imports from non-EEC couﬁtries involves fhree steps: (a) a target
or indicative price is determined which is a theoretical grice
tovards which *h2 market price should tend, (b) a threshold price
is fixed at which i;ports'fron‘non-lelber ccuntries can enter the
FEC, which is lower *han +he target price by the transport cost
from the port of eﬁtry, and (c) the ipport levy is ccmputed on a
daily basis as +he difference betveen the threshold price for a

i

ccmmodity and the wcrld price, J
.
-~

Along with +he varialle levies intervention prices are
employed to ensure the maintenance of a guaranteed floor price--
vhich is sef{ somewheYe Letween 90 and 95 per cent of the target

price. At that level government agencies undertake support
buying should the market price show a tendency to fall below it. .
The CAP keeps market pricés within two limits. The upper limit
is the threshold price and the lower limit is the intervention

price. If excess demand or rising costs in the market for an

v

J

s
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agricultural precduct tend *o raise the market price akove the
threshold price, imports from non-EEC sources enter the Ccmmunity
to fill the gap in demand at that price., On the other hand, if
an excess supply causes the market price tc fall belcw +he
intervention price, the EEC Commission enters the market and

supports the price.

Several studies have attempted to m=2asure the effects of the
CAP on production and trade of agricultural products in the EEC,
The main conclusicns of these studies have been that:

(1) This pelicy has rasulted in raising the average level of
agricultural pro*ection over what it had been in the individuai
countries, particularly France. (It must be remembered that the
CAP was the pre-conditicn feor French participation.,) The system Jf
operates in such a way that +the demand for agricultural
commodities in a member country is met first by domestic
production, second, by imrpor+ts from cther member countries, and
finally by imports from non-EEC, Many authors have attempted tc
measure the protecticn rrovided by the variable-levy system by
‘expressing it in terms of an "implicit tariff" which indicates the
percentage excess of the prices which the dcmestic prcducers
actually recsive over impcocrt prices. The studies by E.L.Bernston,
and H.B. Malangren and Sctlechty[8] conclude +hat *he pcst-CAP
protection level is about triple the pre-CAP level,

(ii) I* had considerable trade diversion effect. It has
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enccuragad high ccst productior by closing the doors to

eff:cient foreign producers. A siudy by R.W.Pox indicates a

+rade diversion of $565 million by 1970, vhile the study by

L.B.Krause (1362) put the figure at $500 million per year by
1970.{ 91

(iii) It has involved ecggpilc cost by generating surpluses

in some foodstuffs and by retarding the sovement of labcur to

industry.

&

N
[Xad
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sectiop 4
The "De .e e en
¢

_ The first *wo’ sections of this chapter have indicated the
height of the tariff walls raised by the Ccamon Bxternal Tariff
and the last section has ocutlined the non-*tariff barriers which
“he EEC has erected against outsiders. Beside these, there are
mary factors vhich create "preference" in favoﬁr cf meaber
countries or "discrimina+ion" agains* ncn-member countries. These
include government pclicies discriminating against ncn-members,
increased information flows, the establishelent cf repair services
and selling ocutlets, greater mobility cf factors of prgﬁﬁction,
elemiration of *he risk that.tariff concessions, may ke reversed
and “he psychclogica} feeling of being united. Thé calculation of
the "rate of diseffﬁinaticn" discussed in section twc considers
only +ariff barriers. However, in view the ncon-tariff barriers
and these other factors are even more important in creating
"preference™ in favour cf members. The su» of all these is,:
perhaps the mcst important to look at, as that indicates the total
net effect of the tornnticﬁ of the Union cn the level cf -
prétegtion against non-msembers or the level of preference

generdted for the aember. -

L
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In this section I attempt to measure that sum total effect
qualitatively. I ca#{»it the "degree of preference" because I
vievw it from the poinf'of vievw of the members. The "degree of
. preference" is.the factor bty which the trade among members is
increased as a result gf the union compared to all scurces of-
supply to the common larkat. This in fact, is another uceful
fea*ure of the model developed in chapter three using dummy
variables to measure the effects which are otherwise very hard
to quan+ify.

Y-
All I have to do is to specify my dummies a little differ-

ently. This specificaticn is given in theAfollouing table,

fable 4.3

Specification c¢f the Dummies in Bgquation 4.1

* . ] ]
D D D D
1 2 3 4
EEC TO EEC 1 1 0 0
H.EEC TO EEC 0 1 0 0
EPTA TO EPTA 0 0 1 1
H.EPTA TO EPTA 0 0 0 1
¥.EEC TC N.EEC 0 0 0 0

¥.EPTA TO N.EPTA

.

2

D 1is ‘used to duammy all flowvs §oing tc any BEC meaber (1,0.,

e s g
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both from meakter and nonélelbhr'countries) and D 1is used to
' 1

dusay onlz the flovs going from EEC meambers +*o ERC members and

thus its coefficient will pick up any "preference effectﬁ. Hov.

if we want to test that the formation of the BBC is the only factor

vhich has created preference among members, it becomes strictly'

necessary to tes* the coefficient for non-significance in the
,.pre-inieqration perf%d. Thus, the test fcr theupreference

effec* is a tvo-tier.teSt. The coefficient should te non-

significant in <%he pre-fntegration period and siggificant for,

+he post integration pericd if the fcrmation cf the EEFC (and

L ] *

6nly its formaticn) has generated "préfereﬁces". D and D are
. 3 4

analcgous dummies for the BPTA and the reasoning is strictly

parallel.

The follcwing eguation wvas estimated for each year of the

pericd 1951-70 using a cross-sectional iodel.

i

log X = Cc ¢4cD ¢¢D ¢cD ¢cD ¢c logY ¢ c
ijJ 0 11 2 2 33 -8 8 5 i 6

T

log Y ¢+ c log B ¢+ c log ® + c IST ¢+ log e
¥ 8 3 9 ij

(4,1)[10)]
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® *
The results are reported in Table 4.4, It is D and D which
1
are of interaest for us in this context. The behavicur of their
coefficienfs is briefly discussed here even thcugh the results

speak for thenmselves.

The battern of ¢ 1is exactly as expected. It is insignif-
1

ican+ ir all the pre-integration-years (1351-58) and becoames

significant in all the fpost integration years.,

In addi+ion, it shcwe a sharp rise in 1959 from 1958 which
corresponds *o *he year the EEC uafaz}rned. The coefficient
increases to 0.457 from 0.277 in th year. Thereaftir it rises

monctonically each year with only one exception ir the year 1960.

The pattern is so clear and strdng that ve can safely
conclude that tﬁe forsaticn of *he EEC had an immediate "preference
creation®™ effect which has since been growing in a cumulative
fashion. The coefficien* itself can be taken to refresent the
"degree cf preference" in each year., Hovever, it must be noted
that_+he approximate nature of the dusmsy variables imglies that

these results should also be taken as approximations,

The pattern of ¢ is not so clear., It tugne out to ke
3

C



1951
(0.138)

1952 -0.068
(-0.234)
1953 -0.047
(-0.167)
0.156
(0.608)
0.100
(0.358)
0.052
(0.187)
. 0.183
(0.649)
0.277
(0.931)
0.457
(1.743)
0.370
(1.527)
0.371
(1.646)
1962 0.412
(1.907)

1963 0.465
(2.17)
0.465
(2.106)
0.520
(2.343)
0.582
(2.678)
0.667
(3.133)
0.695
(3.346)
0.744
(3.669)
0.759
(3.752)

1967

1968

1969

1970

0.040

0.472
(2.907)
0.479
(3.045)
0.346
(2.226)
0.294
(2.086)
0.475
(3.010)
0.597
(3.945)
0.636
(4.137)
0.550
(3.396)
0.366
(2.563)
0.368
(2.764)
0.234
(1.876)
0.189
(1.574)

0.205 -

(1.723)
0.259
(2.111)
0.167
(1.356)
0.187
1.552
0.120
(1.015)
0.021
(0.184)
0.083
(0.734)
0.151
(1.340)

0.564

(2.612) .

(0.468)
(2.233)
0.503
(2.430)

0.417 -

(2.430)
0.632
(3.1010
0.659
(3.973)
0.614
(2.993)
0.644
(2.977)
0.497
(2.603)
0.514
(2.912)
0.568
(3.452)
0.474
(3.005)
0.572
(3.656)
0.586
(3.638)
0.628
(3.888)
0.674

(4.254)

0.782
(5.033)
0.780
(5.147)
0.845
(5.719)
0.852
(5.777)

*

D
4

Table 4.4

Coefficient Estimates for Equation 4.1

DST

0.219 . -0.528

(1.442)
0.153
(1.039)
0.107
(0.733)
0.116
(0.877)

0.45
(0.311)
0.129
(0.907)
0.262
(1.811)
0.221
(1.445)
0.286
(2.118)
0.196
(1.559)
0.060
(0.507)
0.094
(0.833)
0.024
(0.217)
0.121
(1.043)
0.054
(0.464)
0.097
(0.850)
0.059
(0.528)
0.041
(0.375)
-0.562
(~0.526)
0.029
(0.276)

(~9.869)

(-100 618)
-0.608
(~11.856)
~0.569
(-12.254)
~0.561
(-11.112)
-0.552
(~11.061)
-0.513

(-10.100)

~0.535
(-9.987)
-0.554
(-11.705)
~0.553
(-12.580)
-0.565
(-13.823)
-0.581
(-14.846)

(-14.970)
-0.573
(-14.328)
-0.591
(-14.723)
~0.576
(-14.66)
-0.573
(-14.88)
-0.591
(-15.69)
-0.584
(~15.89)
-0.552
(-15.059)

YI

1.477
(18.247)
1.442
(18.407)
1.374
(17.837)
1.316
(18.693)
1.446
(18.352)
1.462
(18.345)
1.504
(17.915)
1.497
(16.340)
1.392
(17.262)
1.401
{19.786)
1.319
(21.380)
1.295
(21.335)
1.341
(21.618)
1.367
(21.316)
1.362
(20.98)
1.377
(21.044)
1.343
(20.62)
1.345
(20.959)
1.349
(21.389)
1.374
(22. 40)

NI

-0.675
(=7.443)
-0.631
(=7.154)
-0.577
(=6.544)
-0.557
(-6.925)

-0.609
(-6.769)
-0.630
(-6.921)
~0.700
(~7.309)
-0.713
(-6.833)
-0.605
(-6.598)
-0.553
(~6.843)
~0.455
(~6.374)
-0.457
(-6.517)

(-7.095)
-0.500
(-=7.33)
-0.520
(6.996)
~0.529
(~7.059)
-0.509
(-6.789)
-0.524
(~7.037)
-0.539
(-7.417)
~0.528
(‘7-46)

YJ

1.081
(13.239)
0.972
(12.292)
0.820
(10.532)
0.887
(12.439)
1.041
(13.045)
1.017
(12.599)
1.012
(11.920)
1.097
(11.863)
1.036
(12.715)
1.043
(14.397)
0.956-
(14.955)
0.935
(14.846)
0.920
(14.294)
0.979
(14.685)

0.989 |

(14.67)
0.960
(14.156)
1.066
(15.66)
1.070
(15.92)
1.095
(16.62)

1.097 -

(17.104)

NJ

-0.433
(=4.666)
-0.305
(-3- 372)
-0.- 099
(~-1.105)
~0.232
(~2.813)

~0.427
(-40 636)
~-0.365
(~3.916)
-0.341
(-3.482)
~0.474
(=4 447)
~-0.344
("30 662)
~-0.363
(=4.347)
-0.272
(-3.643)
-0.221
(-3.007)
~0.208
(-2.78)
-0.262
(-3.+394)
-0.275
(-3.535)
-0.208
(-2.655)
-0.311
(‘30 95)
-0.326
(-4.156)
-0.370

(=4.84) -

~0.394
(-5.28)

[

Constant

4.138
4.011
4.193
4.151
3.909
13.586
3.148
3.381
3.360
3.289
3.372

3.429

3.121
3.150
2.780
2.633
2.879
2.79%

2.328

e
(VALUES SHOWN IN PARENTHESIS ARE T-VALUES) Paie
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0.716
0.726
0.729
0.750
0.744

0.752
0.742
0.715
0.758

0.796‘
0.820 .

0.830

0.833

0.827
0.826
0.835
0. 840
0.848
0.853

0.856
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significant even in the pre-integration period and remains so
throughout. As noted atove, ideally, we would expect it to be
insiqnificant in ¢he pre-inteqr:EI;;\period. The only reason to
suspect any proferonce-creating effect of the formaticn of the
grfl rather thaﬁ some other factor which is causing preferential
trade rela*ions is the fact that the coefficent shows an
increasin§ trend in the post integration period which was not
present in the pre-integration period. I would, hosever, tend

“c conclude that the EPTA did not create significant "preference"
fcr members, because this latter effect does not appear to be

very strong.
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Footrotes -- Chapter Fcur

In fact i+ was achieved by 1367.

Prank, I., The (EMTNpeen Ccmmon Market; An Apalysis of

commerical Policy, Nev York: Prederick A, Praeger, 1961,
pp- 175-1810 :

Balassa, B., The Thecry of Ecopomic_Integration, Ofp. cit,,
p. 48.

Hinshaw, R., ean_commupjity and American_Tr8de, New York:
Praeger, 1965

See GATT, DOC, L/1479, 16th May 1961,
See GATT, DOC, L/1313, 14th Nov., 1962.

Jan Tinbergen, "The Impact of the EEC on Third Ccuntrias",

Sciences Humajnes et Iptegration Europeane.

Bernston, B.L., Goclsby and Nohre, "The European Community's
Ccamon Agriciltural Policy, USPA, Ecgcpomic Repcrt HNo., 55;
Malangren, H.B.,, arnd Schlechty, "Technolegy and Nec-
Mercantalism in International Agricultural Trade", American

Jourral of Agrjcultural Bcopomjcs, 51, 13969. ’

Fox, R.W., "Some Pcssible Production and Trade Effects of
the EEC's CAP for Grains", Ph.D. Dissertation, Michigan
State University (1965); Krause, L.B.,, "The Eurcfean
Econoaic Community and American Agriculture, _gig;_jgggggic

Committce report in US _Copgress (1362).

This equation is the same as equation 3.4 in charter 3,
excep* for the dummies which are specified differently.
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CHAPTER FIVE
IMPLICATIONS ,0F WEST EUROPEAN INTEGRATION FOR LCEVELOEING

COUNTRIES WITH SPECIAL REFERENCE TO PAKISTAN

Se 1

Iptroduction

International trade has often been vigued as an important=
instrénent %n +he develcpment process. IN the post World war 11
period, when thé developirg as well as “he developed nationmns
seemed *o be concerned akcut the widening‘qap~§ptﬁeen the Bast
and *+he West, the issue became yet more Zmportant. Some saw the
development of the West to be based on an exploitation of +he
primary producing countries through trade, and to othérs the
protectionist policies of the developed ccuntries were one of the
biggest obstacles in.the development .0f poorer naticns. There
has been a growing realization on the part of developed ccuntries
of their responsibility to help the LDC's through trade ;na aia.
The General Agreement on Tariffs and Trade, the Internaticnal
Bank for Reconstruction and Development, the International
Development Agency, the United Mations Conference on Trade and

Development and many other organizations are the prcducts of

this realization.
N
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Western Europe, which has been a center of *rade and commerce
for centuries, is of special importance to underdeveloped
countries. The establishment of the EEC and the EFIA was not
hailed by these ccuntries as they genuinely feared a substantial
portion of their exports being eroded or displaced Lty the menmbers
of these grcups, Mcst of these LDC's were already plagued by
chronic deficits in their balance cf payments, and the situation
was expected to worsen after the institutional changes in Wastern
Europe. This had impcrtant implications nct conly fcr trade but
alsc for the development strategies in many countries, The gloomy

2
prospect for their exports ied many countries *o follow the

expensive strategy of impcrt substitution.

This chapter looks into scme of these issues. The next
section is devoted tc an analysis of the role of international
trade in econcmic growth, Section three documents the importance

of Western Europe fcr the trade of lzss developed ccuntries,

particularly Pakistan. 1In the last secticn the impcrt
performance of the West European countries is reviewed and again

special reference is made to the imports from Pakistan.
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Secijon 2
Ipternatjonal Trade apnd Eccpomic Growth

The role of international trade in economic growth has been
the subject of a long ccntréversy among ecconomists,with the
dominance in the argument shifting between free trade and
protectionism. In recent years, however, the sentiment for free
trade has strengthened due to intellectual snppoft by the
neo-classicai economists coupled with the trade-led develcpment
of many countries, 1A vast majority 6f aconomists today are
convinced that free “rade can make impressive contributions to
aconoric developlent through: (1) more efficient allocation of .
resources (ii) economies c¢f scale (iii) increased ccmpetition
(iv) availability and adop*ion of new technology (v) discovery of

profitable arzas for lending and investment and the resultant

N

The optimism of the neo-classical eccncmists has been

capital flows.[ 1]

vindicated in many cases, International trade did have a

propulsive role in the development of a nuamber of ccuntries, vhich
lends a great deal support to the view that :frade is an engine
Q\ growth", using Cairncress's tersinology. 1In ghe case cf United
States andksaaada export industries, espoqially agriculture and .
mining, expanded rapidly in the 19th century and gttracted foreign

investment in transportation facilities and the manufacture of fara
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equiplent. The growth ¢f these industries ;n'turn haa

important feedback effécts on the demand for steel and other
inputs.[2] similarly, in Britain, development was fostered by the
export trade in wcolen manufactures and cotton_textilés: for
Sweden it was the timber *rade; for Denmark, dairy groduce; for
Australia, wvheat and wool; for Switzerlangd, clock making; and fbr

Japan, silk,

Some economists believe that the case of develcfing
countries in the 20th century is different from the cne ocutlined
in the previous paragrarh. Ragnar lur¥se, for examgle, has ‘
drawn a distinction betwaen growth in the 19th century which, was
on the whole led by expcrts, and that in the twantieth century,
vhich with the exception cf the oil producing and develcred
countries, is not.(3] Some economists even go to the extentvof
asserting that foreign trade, instead of boosting develogment,
has practically inhibited growth in less developed céuntries. Tc
gquote Gunnar Myrdal, "A quite normal result of unhaspered trade
between +*vc ccuntries, cf which one is industrial and the other
under- developed, is the initiation of a cumulative process
tovards the impoverishment and stagnation of the latter".[u]\ The
hypothesis of seacular deterio:ation of LDC's teras cf trade put
forvard by Raul Prebisch and Hans Singer, is in the same line of

thought.[(5)

The Prebisch-Singer hypothesis has nct been confirmed by
empirical analysis. Professor Nurkse's observations must also bhe

qualified. Thexe can be little doubt about the fact that free

N.
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. trade increabg;aproductiviﬁy of the resources cf a country. But
*0o wvhat ex*ent this increased productivity can pr%ncte eccnoaic
development. depends upon the spill-over +that it provid;s for
other industries, Por, although the initial expansion of the
expor* sector is potentially favourable fcr development, the
actual scale of this stimulus and the rapidity with which it is
transaitted to other sectcrs vill depend not only on the rate of
2xport growth, but alsc on the degnee of donestic'larket
imperfections., Unfor*unately, in the case of less'develofed

.countries the "linkage-effecté" of increased productivity Efve
been weak, so *hat the export stimulus d4id not have much }
pene+rative pcwver *o indqce ROre siénificant secondary changes
elsewhere in the economy. Thus, I vould tend to conclude that
the export growth does have a botentially favourable effect on

economic growth bu¥% it must be accompanied by structural changes

within the econonsy.

Another aspsact of international trade yhich bas ilportant
implications for develcgment strategy is what is kncwn as the
"balance of paymants constraint®, The economies of less developed
countries typically have bkigh margi i prcrensities to ilpori.
This is a2 combined result of the evitability of capital imports
required for growth and the demonstration effect in ccnsnlptioq in
open economies., The underdeveloped countries cannot hglp importing
capital goods which are vital for gro;th ic take place bnt.cannot

be produced domestically. These imports are termed as "input-

i
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imports" and constitute th2 "import minimum" for an econcmy. For a
ccuntry committed to the cbjective of growth this minimum tends to

be quite high,

The fulfillment of this import minimum over a lcng period cf
time necessitates a symmetry between the growth of import needs
and the capacity *o impcrt. But the t¥agedy is that this
symmetry is utterly lacking., The demand for basic foodstuffs and
agricultural raw materials, which are the ccnventional exports of
+he LDCs, rises at a slower rate than the real income in
industrial coun*ries., Scme of the factors responsible for this
trend are: (1) structural shifts favouring products with low raw
material ccntent in the industries of advanced ccuntries, (2) the
rising share cf services in the total output of industrial
economies, (3) the lov income =lasticity of consumer dezmand for
a number of agricultural commodities, (4) the discovery and
development of new synthetic substitutes for raw materials., (5)

the adverse effects c¢f agricultural protec+tionism on the imports

of primary prcduc*s in industrial countries, especially the EEC.

Thus, the increase in the exports of LDCs is slower mainly due
to factors emanating frem industrial countries. At the same time
+ha demand for imports in the LDCs tends to rise faster than real
incomes, This asymmetry between "import minimum" and "exrort
~maximum" gives rise to a foreign exchange gap. The situation is

depicted in the follcwing diagram.
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_ Figure 5.1 : ]
Imports & Asymmetry Between the 'Import Minimum'
lxporfo and the 'Capacity to Import’
- Imports ‘
) 3
Exports
cnr ]
° |

IR

-0 start off with a‘zero balance of payments as the couatry
prepares for dovclop-c?t. In the initial stages, isports grov at an
increasing tato~bocan;c of the input iasports, but as the country
soves to higher stages of developsent, some of these 1|po:ts can be
produced domestically so that the rate of growth of imports starts
decreasing. On the other hand exports in the early stages of
developaant sainly consist of agricultural products aid risa it a
decreasing rate for reasons outlined ubove. In later stagqi,
hovever, the share of manufactured sxports rises aad the rate of

grovth of total expoxts incroasos.cj;

t
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It is seen that the talance of payments gap increases as the
country prepares to“Mtake off", It evenfually closes down, but in
~the initial stage reguires a "big push™ in the form cf foreign

‘exchange transfers and/cr earnings.

Because Sf “he highly needed imports, the problem of economic
grov+h in initial stages boils AQun to a ccnsistent scftening o;
*+he fo;eigﬁ axchange constraint. This can te achieved by
increasing fofeign exchange earnings and/cr foreign exchange
transfers, The foreign exchange transfers can take the form of
pfivate fcréiqn investment and.fo;gign econcnié assistance. Now,
it is well kncwn that the developed countries have failed to.
fulfill +he aid requirements of developing countries., The aid
+hat did flow to LDCs‘has mostly been tied. The ferls have beccme
much re tight and the "grant element" of loans has decreased.[Gj
As regards private foreign investnent, +he politico-economic
conditicns obtaining in LDCs 1limit its scope i; spite cf the
lucrative inducements offered by scme of thesfﬁjpunttios.

The gloomy prospects for foreign exchange transfers, the
predominance of bilateralism, the political strings attached to

foreign loans, and the feelinq of self-respect on tHe part of LDCs

S
P

. ) o
have all conbined\tg result in the slogan, "trade nct aid". In

e

the last tvo decades, the less developed countries have placed much

: .
more importance on obtaining more favourable trade openings than

Ed
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on aid. If the developed cocuntries are serious in their
intention to help the less developed countries to qrow, then they
have toc ensure better expcrt rrcspects for the LDCs. Increased
export earnings will help to reduce the balance of fayments gap
of LDCs, encourage thems *o avoid the costly path of import

substitution and will set the develcpment process in mction.

Western Eurcpe has a significant role to play in this -
;eqard since the area is of prime importance as an export market
to most of the less developed developed ccuntries. let ues review

this ir greater de+tail.
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Section 3
Importance of Westerp Purope in World 7Jrade

The importance cf Wés+ern Europe in world trade can hardly
Pe exaggerated, Because its central location, itq’leading
géle ih +he indus+*rial revolution, its co-prehensive)
trarsportation network and perhqps most important, Lecause of the
colonial +ies with a large number of countries which acccmmodate
a large per- centage cf wcrld population, Burope has been the
pivot of trade and ccmmerce for centurzzglajror less developed
countries its importance is overvhelming, both as the origin of

+heir imports and as the destination of their exgpcrts.

" Western EBurope is in general more derendent on fcreign trade
than cther industrial ccuntries, The four big West European
countries--Prance, West Germany, Italy and the United
Kingdom--all depend on. fcreign trade to the extent cf between 13
and 17 per cent of their gross domestic products. The smaller
ccun+ries are even mcre dependent on foreign trade. In bcth
Belgium-Luxemturqg and the Netherlands, foreign trade is'equal to
around 40 per cent of the GDP. In the Scandinavian ccuntries the
proportion is roughly 25 per cent. As compared to these, the
proportion for the United States and Japan are 4 and 10 per cent

respectively. (See Appendix Table A5.3).
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The total foreign trade (average of exports and imports) of
West European countries accounts for nearly half of the total
world trade. Table 5.1 presents the regional distribution of
West European t‘rade in 1370.

- |

e
N
—

/\



- Table 5.1 155
a)
Regional Distribution of West European Trade (1970)
(Value in Million $)

Exports World Western Europe
to : ‘ ‘ X
Total EEC EFTA
Exports ‘ b) Total U.K.
From Value % Value % Value % Value % Value %

World 312070 100.0 132610 k2.5 85270 27.3 47340 15.2 19680 6.3

Western : .
Europe 131620 100.0 81970 62.3 54490 41.4 27480 20.9 6720 5.1
Total

EEC 88510 100.0 58820 66.5 43300 48.9 15520 17.5 3670 4.1
EFTA | , |
Total 43110 100.0 23150 53.7 11190 26.0 11960 27.7 3050 7.1
U.K. 19350 100.0 7110 36.7 4110 21.2 3000 15.5 = -
u.s. 42590 100.0 12730 29.9 8330 19.6 40O 10.3 2480 5.8
Canada 16180 100.0¢ 2890 17.9 1150 7.1 1740 10.8 1440 8.9
Japan 19320 100.0 2410 12.5 1300 6.7 1118 5.8 480 2.5

Developing
Countries 54980 100.0 20760 37.8 13950 ~25.4 6810 12.4 4930 9.0

Source: Handbook of International Trade and Development Statistics
1976 UNCTAD.
a) Sum of the EEC and the EFTA.

b) Percentage by origin.
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‘The total impor*s cf the area in current prices were 132.6 'ﬂ
b:llion dollars which acccunted for 42,5 Fer cent of tctal world
exports. It is notable that even though the region takes a

considerable proportion of the exports of industrial countries

outside the region, as a market it is much more impcrtant to
developing countries. 1In 1370 the developing ccuntries exported

- 37.7 per cent of their to+al exports to Western Eurcpe as compared

to 26.5 per cent for North America and 12.5 per cent for Japan,

However, the most significant links exist within the two triding 3

circuits i.e.,, the EEC and the EFTA., The intra-trade of these

blocs was. .9 and 27.7 per cent of their respectiée trade. 4
f¢6”%\ \

Viewed as one regqion, the intra-trade of Western EFurcpe acccunted ;

fer 62.3 per cen* of regiont's trade,

¢

It may be mcre revealing to analyse the trade data at a , .
disaggreqated level., Table 5.2 presents figures for West
European imports in five lajor product catagories. It is seen
that in all of +hese classes-West Europian ilports‘constitute
aﬁout 45 per cent of world exports. As for tﬁe developing
countries, in four cut c¢f five categories Western Eurcpe imports
more than one third of their exﬁorts. If we group Lty primary
products and lanufactﬁres, the figures come out to Le about 41 L
and 22 per cent respectively. As ve knqg, the major exports for

most of the. developing ccuntries fallriﬁ the foraer Slass.




Percentage of Exrorts Going to Western Burcpe,

Categories

World

W. Furope
Total

EEC *

EFTA
Total

U.K.

U.S.
Canada
Japan
Developing

Ccuntries

source:

Pond,
Bevera-
ges and
Tobacco

0+1+22+4

46.3

71.1

77.1

56.3

27.8
33.5
26.9
20.6
38,2

Table

.2

(Shares by Origin)

Agricultural Ores § Metals

Raw

Materials

2-22-27-28

4a.4

'716.5

76.4

76.5

52.8
28.7
19.5

20.6

33.8 .
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274284+67+68

47.9

70.9

72.6

67.0

47,3
39.0
37.7

9.5

4.7
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1970

Fuels Manufac-

3

45.7

78.8

78.5

80.5
72.7

24.5

4.2

u4.9

tured
Goods
S tc 8
less
(67+68)

uu.s‘)

62.1

66.6

53.4

37.5
32.0
14.4
12.1

- 21.8
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The importance cf the West European market will cbviously be
different for different ccuntries. It is nct possitle to discuss
all developing ccuntries separately, Here I will analyse the

case of Pakis*an,

Table 5.3 gives the principal exports of Pakistan to it ajor

tra@ing partners, A number of points are worth menticning. Firsf,
i+ may be noted that both “*he EEC and the EFTA are inpéftant
markets fcr Pakistan's exports, jointly accounting .for more than

25 par cent of its expor*s. The EEC is the single largesf market,
followed by the U.K. and the U.S.A. Second, in six cut of the
eleven categories, Western Eurcpe imports more :han 30 éer cent

of Pakistan's exports; in two of them--Leather and Flccr covérings
§ -apestry--about 70 per cent, and in another--sporting goods-4’
more than one-half, Third, interestingly the ccmmodities for
which the area is more important fall in the manufactures and
semi-manufac*ures class. This distinguishes Pakistan frca most
other developing countries, Fourth, within the EFTA, *he U.K,
imports more than 70 per cent ¢f the EPTA's totai impcrts fron
Pakistgn. If we exclude leather, the percentage is higher than

80%. The other countries of the EPTA are not of major importance

+o0 Pakistan,

-
p
L:

—

i Eeathar



Table 5.3

Major Exports of Pakistan to Selected Areas,
(Value in U.S. thousand dollars)

Destin-
-ation

Commod-~

World

ities sx‘r(_:\. 4

Fish 031
Fresh, 'X

Simply Prsvd.

Rice 042
) 4

Cotton 263
) 4

Lea- 61
. ther 4

Text . 65
Yarn & 2
Thread

' Cotton 652
Fabrics X%
Woven

Text. 656
etc. X
Prod. NES

Floor 657
Cov. r 4
Tapes. etc

" Cloth. 841]
mot Pur X

Poot- 851

~ wear X

Toys, 894
‘”tt- !

19049
100.0

26712

100.0

533351
100.0

31055
100.0

64783

100.0

58705

\ 100.0

Coods ete.

t

60450
100.0

13493
100.0

3292
100.0

5561
100.0
. 6664
100.0

Western

Europe
Total

20435
34.8

9191
15.2

9360
69.4

1556
29. 4

1823
32.8

3588
33.9

All 0-9 - 723400 18738)

Prod. X

t

25.9

EFTA
EEC Total U.K.

16426 5574 2592
52.9 17.9 8.3

3354 1003 888
5.2 1.5 1.4

8581 11854 11634
1.6 20.2 19.8

7614 1577 780
12.6 2.6 1.3

4341 5019 3513
32.3 37.2 26.0

95435 91948 75312
13.2 12.7 10.4

Sosrce: OECD Trade Statistics Series C. 1970.

u.s.

5422
28.5

0.02

1167
8.6

1614
20.5

1.6
1248
18.7

83103
11.7
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The total fcreign +rade of Western Eurcpe increased in
current values at 93.2% a year between 1355 and 1970, which
compares favourably with an 8.6 per cen* increase for the United.
States and 7.1 per cent for Canada and is also higher thén the .
increase in *ctal World <*rade (8.4 per cent). However, as thé
figures presented iﬁ Takle 5.4 below indicate, the trade aldngv
Wes+t European countfies rese much faster than the trade with rest
of *he world. The intra-+rade increased at a rate cf 11.4 per
cent annually in current values while impcrts ffcl rest‘cf the
world increased at only 6.6 per cent., The implication is that

Western Europe's trade depandence on the rest of the wcrld has

/
been decreasing since the mid-1350s and Western Purcpe has been

+urning inwvard. In 1370, for example, 61.8 per cent cf its
imports canme from other ccuntries in the region as compared tc

45.3 per cent in 19355,
.

If we lock at *he figures more carefully, it becomes evident
tha¢t by far the biggest increases in West Buropean trade have
been the expapsicns of trade within the two trading blocs--the
EEC and the EPTA--and especially the expansion of trade within
+he EEC. 1In the lid-19sps, the intra-trade of the six leiﬁE*T
countries of tﬁe EBERC vas‘only about one-sixth of Wesgtern Buroﬁe's

total trade; by 1970 it had increased to one-thirad.



. Table 5.4
Network of World Imports 1955, 70: Shares of Importing Area by Origin, 161
( And Rates of Growth 1955-70
Destin- World Western EEC. - EFTA 'U.K. U.S. ‘Canada | Japan Developing
. ationi ,%uvope Total Countries
otal . ,
\\ 5 ‘Rate ! -%» |Rate| % |Rate| % Ratel % |Rate| % Rate‘ % !Rate % {Rate! % [Rate 7
of ,Share| of [Share| of |Share| of ;Share| of !Share} of jSharej of |Share; of Share; of <Share
Origik% Grow | Grow | Grow Grow| Grow ! Grow! }Grow’ Grow | Grow
— X ~th | -th =th =th L A-th-LW-MWM-:Ehw¢wﬂwwl:§bm4m.\ =th | lzEh
world (1955 ~ 1100.0 100.0 100.0 1100.0 100.0 . 100,07 1100.0{ "71100.0 100707
8.4 ! 19.21 10.4 7.4, 5.0 8.6 b 7.1 13.8! 6.2
1970] '100.0 1100.0 i100.0 1100.0 '100.0 '100.0} 1100.0 100.0 100.0
West. [1955 | 35.2 L 45,3 48.2 ' 41,9 - 23.2 19,1 T3y L 6.9 37,7
Europe 9.7 11,4 12,5 9.8, 7.7 10.91 t7.2) 17.3 | 4,9
Total 1970 C k2.2 f 61.8 63.9 ; 58.0 3401 | 26.5¢ i 13.50 10.8 . 31.0
EEC  |1955 2042 ["29.4]  |'32.3] ! 26.0f  13.1 C10.20 o303t a2 21.7
10.9° 12,1 13.8 9.1 7.4 12.3 ). j11.4 117.2] 5.6
1370 28.4 u4y 50.8 | 32.8 18,6 17.0} 5.9 . 6.5 19.8
EFTA {1955 15.0 | 15.9 | 16.0] 1 15.97 10.0 | 8.9 1 10.0 2.7 16.9
Total 7.8 9.9 9.0 10.7! 8.0 9.0 ;5.3 17.3 3.8
{1970 - 13.8 | 17-4 13.1 25.3 ' 15.5 95 7.6 43 11.2
U.k. |1955 8.9 R . 6.0 5.2 S L osab 1 9.0 1.8 12.2
5.8 8.8 8.8 8.8 - 9.1 | 3.5 15.8 P 2.2
{19700 602 ISR ISR EOY ' NSRS SN - JO: | ACOPPUE SO R SN N5 1 SO S DY 1 NS S - . | § 6.8
U.S. 11955 16.5 | 12.0 13.5 © 10,4 . 10.5 R i 69.0 31.3 24,8
7.0 7.5 8.1 6.6! 6.2 ~ | 7.4 13.6 I 5.4
~ lero 13.6 9.6 9.8 | 9.3 L 12.6 I N 30. 4 21.7
? 9.1 6.4 110.2 4,6 4,1 9.70 . 4 - ! 115.1 P 9.1
1970 5.2 2.2 1.31 1 3.7 7.3 | 27.1 e 5.0 2.1
Japan |1955 2.1 0.5 [ 0.4 0.6 0.6 4.0l 1.00 L 5.0
; 16.2" 19.3] 20.3! 18,3 14,7 18.8; 18.11 - 13.5
11970 6.2 - 1.8 i 1.5 | 2.4 2.4 154 4.5 - 13.3
. PR ? R .;.—-..-u. S R TRy PUR _} R f . R ( . . i
Devel. 1955 25.41 . 25.7 27,0 241 © 33,3 CuB.6l 1 8.3 Lu, T 24,9
Count. 1970 S 17.6 | 15.6 [ 16.4 L 144y § 25.0 . 26.0 . 8.0/ 37.8 18.8

Source: Handbook of International Trade and Development Statistics 1976, UNCTAD.

4 -
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The intra-trade of *he EFTA was much less and also increased at a
slower rate. Th= expanéion of trade betwean the twc blccs was
smaller as cocmpared to the expansion of trade within each bloc.
The EEC imports from membsrs increased at 13.8 per cent per yesar
as ccempared to 9 per cent for imports from the EFTA., Similarly

o~

the EFTA from ité members rocse by 10.7 per cent

th

the imports o
per year while those from the EEC increased at 9.1 per cent. The

result has besn that the members of sach of the two blccs hav

1]

tend=d to trade more and more within their circuit, This has
been due to the preferential treatment given toc the members
viz-a- viz non-members, In 1955, before the preferential tariff
margins began +o bite, the six EEC countries did about one-third
of their total trade with on=2 another. By 1970 the propcrtion of
intra- trade had come tc more than one-half. The intra-trade of
the EFTA over ths same pericd of time increased fror less than
one- sixth to more than one-quarter c¢f the regicn's total trade.
If we compare tha two blocs, it turns out that the import
perform- ance of the EEC has been better than that cf th=s EFTA

for intra- trade as well as for the extra-trade.

These increases cbviously have been at the cost c¢f non-member
countries, It is interesting to note that the industrial countries
did not suffer as much as the less developed countries., However,
because the amount of experts cf the industrial countries is very
large, the loss has been substantial in abscluts terms, At the

same time the share ¢f devaloping ccuntries in the EEC's total




‘Pports of Western

-
Orgin
World 1355
1370
iesternll955
Europe ! 1370
BEC ; 1955
;1970
) —~
EFTA 51955
Total i1970
0.K. ' 1955
1970
u.sS. 1355
1970
Canada 1955
1970
Japan’ 1955
1970
Devel. 195%
Count. 1970
Source:

Beverages
& Tobacco

Table 5.5
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Europe by Selected Commcdity Classes

(Shares by Origin)

lqricultural .
Raw Oores &
Baterials Metals Puels
24,9 49,3 38.9
46.4 56.5 26,1
10.1 35.7 31.9
19,7 40.5 21,7
14,8 13.5 6.9
26,7 ™~ 16.0 €. 0
1.5 3.5 6.4
2.9 4.6 Z.7
6.7 11. 4 8.8
7.4 7.1 3.0
2.6» 8.0 -
“.o‘u | % 7.. -
0.5 0.6 -
0.8 106 -
36.8 - ~22.9 €7.2
23.1 17.4 62.1

Appendix Talkle AS.2

Manufactured
Goods

75.4
17.7

50.2
55.1

25.2
22.5
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imports has declined frcam 27 per cent in 1955 to only 16.4 per

cen+ in 1970,

The increasing share of the West Eurcpean Market hé&d by the
countriés within *he area is marked in every -;jor troduct group
except one: fuels., Table 5.5 shows *these shares for five
product groups in 1355 and 1370. The effect of relative diversion
from outside sources is particularly significant in agricultural
products. The share of West EBuropean countries in the region's
larkét for “"fcod, beverages and tobacco"™ more than +ripled froa
1955 tc 1970, reaching 42,5 per cent of total imgports. 1In this
group, and alsc in "agricultural rawv materials®", the relative
4 expansion cf intra-trade vas almost wholly at the expense of
impor+s from developing ccuntries. Their share of West Europe's
imports of these twc grougs, the only grqups (apart from cil) in
vhich the third world hclds a substantial footing, fell from 37.7

per ceﬂt’yo 25.3 per cent.

Pinally, let us briefly examine the import performance of
+hese countries for Pakistan's exports. Por this purgcse I
present the time series of Pakistan's total exports <o the Bﬁc,
+he EFTA and the United States for the period 1360-70 in the
folléwing tatle., The figures are also plotted in the acccapanying

graph.

v

\
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‘It is observed +that the rate of growth for expcrts tc the
United States has been the fastest wdth the result that the U.s.
share ir Pakistan's exports has iﬁéigased vhile the share of both
+he EEC and the EFTA has decreased. Howvever, the EBEC was still the

biggest market for Pakietan,
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Tine Series of Pekistan’s Exports to the EEC, the EFTA and
the United States. (Value in million U.S. dollars)

Year

1960
1961
1962
1963
1964
1965
1966
1967
1962
1969
1970
Growth
Rate

U.8.
Value

3.2
39.5
37.9
45.3
39.6
48.5
70.2
79.2
7.2
75.6
's.o

9.5

— N O DO DO
[ ]
N AN NOOOWN

o Gt Pt pus pue

EEC
Value

66.3
77.8
74.53
71.5
71.5
75.0
96.4
77.8
108.4
9.2
95.4

3.7

16.8
19.5
17.6
l‘.s
14.5
14.2
16.1
lz.‘
15.0
14.6
13.2

EFPTA
Value

74.7
65.9
82.0
73.4
75.9
83.4
79.8
87.4
97.8
93.6
,l.’

2.1

Source; ' Directiom of Intersational Trade

various fessues.

19.0
16.5
19.4
15.8
15.4
15.8
13.3
l‘.o
13.6
13.7
12.7

‘*\ u [ ] K ®
Value

68.3
57.1
73.7
62.5

Ay

69.6
75.2
’3'7
78.1
75.0

1.0

4

17.4
16.3
17.4
13.5
13.4
13.6
11.6
12.0
11.6
11.5
10.4

World
Value

393.3
198.5
422.4
463.1
493.13
529.1
600.0
625.8
720.2
680.9
©723. 4

U.N. Statietical office,
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Graph 5.1

Value of Exports
(Million §)

Exports of Pakistan to the U.S. the EEC
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To summarize, Western Burope has been and s¢ill is of
prime importance in world trade not only at an aggregate level
but also for almost all +*he major product categories. The rate
of growth of its imports (especially of the BEC) frca
ccuntries outside the region ccmpares quite fasourakley with
those of the other industrial economies. Howvever, it lags fa;;
behinrd the fate cf growth of the intra-area trade which is a
direct result of the preferential trading arrangements in the
region. The fesult has been that the non-members have lost

ground to the member countries of the *rading blocs.
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Chapter Six

Summary and Conclusions
There have been many ai{;mpts at measuring the trade

creation and trade diversicn effects of a custcms unicn,
particularly of the European Economic Community and *he Europesan
Free Trade Arsa. But unfcrtunately none of them can ke regarded
as entirely satisfactory., All estimates of trade creaticn and
trade diversicn are affected by cetris paribus assumpticns, by
the choice cf the bench-mark yearégyﬁy the method of isolating

the effects of integration from the cthsr variables, by the

cheice of the pre- and post- inteqgration periods, and sc on,

Chapter two of +this thesis provides a survey of the existing
techniques ¢f measuring the integration 2ffects highklighting
their short-ccmings., In the next chapter I have developed an
alternative technigue fcr artiving at the trade creaticn and
trade diversicn effects. It is bassd on a model developed by
Hans Linnemann in a different context., Essentially it is a

gravitational model c¢f trade flows,

In the empirical part of chapter three, thes parameter values
have been estimated for each year of the 1960-70 pericd, in a

cross-sectional framzwcrk using the multiple regression equation
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'developed earlier. The effect of trade"preferences vas estimated
by introduEY;g éully variables into the regression egquation along
with other independent variables., 1In this way I Qas_able to
overcome the commson protlem faced by earlisr studies, namely
isolatiqg the effects cf integqration on trade frcm the effects of
other variables which ncrmally affect international trading
pa*terns. By estimating the preference effect as an independent
variable in a.lultiple regression equation, one is able to heold
constant other major variables which affect trade.

\\\\¥ An important feature of the model is the annual estimation
of the equaticn made possible by the use of cross-sectional
da+a,which pernit§ ccaparing the values *aken in individual
years by the coefficient of dumamy variables, vithout the needlto
specify beforehand when the first in*egration effects might
have +aken place. Rather the model itself provides inforsation
concerning the timing of the first integration effects. Also,
the sodel provides a series of independent parameter estimates
vhich can then be considered as a whole in *terms of whether or
not *hey indicate *he expected pattern.

.

The analysis of the coefficient estisates of the dumay
variables leads %o the folloving conclusions: (i) The formation
of the EBEC had significant trade creation as vell as trade
diversion effect. (2) The first impact of the BEC vas felt as

sarly as 1359 and took the form of trade diversion. The trade
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creation effect follcwed with a lag. {3) The main effect of the
EFTA was trade diversion, It was nct confirmed that the EFTA had
any significant %‘rade creation effect. (4) 2 compazrison of the
2ffects of the EEC and the EFTA indicates that the EEC had a

much more pronounced effect on all trade flows.,

An attemp* has alsoc keen made to arrive at some gualitative
judgement as to the effects of these blocs on the wcrld welfare.
Formaticn of a customs union can be viewed either as a movement
tcwards free *trade (i.e., aboli+ion of tariffs on intra-
community trade) or as a slide towards prctecticnisr (i.e.
discrimination against non-members). Both of these changes
occur simultanecusly. However, it makss a considerable
difference for the werld welfare whether the firs*t c¢r the second
has a more prcnounced effect, In this context, I have developed
the concepts cf "neu+ral", "pro-trade" and "anti-trade" customs
unions. If a union creates more trade than it divexts or erodes,
it can be termed a "pro- trade union"; an "anti-trade unicn" if
the reverse i1s true, and "neutral” if the two effects are
balanced, According to my definitions the EEC turns out to be

"neutral” and +he EFTA an "anti-trade unicn."

Next , the effects tha EEC and EFTA cn different grcups
cf countries were evaluated. With siight modificaticn my

model lends itself tc this task., I split my sanple intc five
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regional groups (1) EEC (ii) EPTA (iiif Greece, Ireland, Spain,
Turkey (iv) Canada, U.S. Japan and (v) Australia, New Zealand.
Seperate dummies were introduced for each cne of these and the

regresssion eguations vére re-estimated. The results from this

se* of reqressions led to the following conclusions:

(13\1L1 groups of countries except one suffered trade
diversion effect of both the EEC and the EFPTA., Countries
comprising the +hird grcur did not suffer from trade diversicn
of either of the *wo blccs., 1In case of the EEC it was because
Greece, Spain, and Turkey have negotiated Associate Mesber
status with “he -EEC and for the EPTA it was because of the
preferential trade links between Ire;and and the OUnited Kingdom.

! -~

(2) The most significant trade diversicn effect cf each
bloc was against the other. This wvas due perhaps to. the
atnosphe;e of rivalry created between the twc groups,cr to the
fact that befote the formation of these grcups they had a -
snbstantial&}ortibn of their trade vith each other and hence
more chances cf trade diversion. However, I think the economic
structure and the trade patterns of the ¢tvo groups are more
important in oxplain};b this to;ult. About three guarters of

the exports of BPFTA consist of items in vhich one partner

the U.K.,) had a clear comparative advantage. Thus the

of the EPTA 4id not soriéE?&g\:gh(nco the amount of

(usuall

formatio
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compe+ition within the area., On the other hand, abcut tuo'
*hirds of the EEC trade and two thirds of the EPTA trade
consists of items in which countries of both groups have a

comparative advantage and in which they are highly competiti ve.

Thus the high degree to which the EFTA economies cosplement
one another and on the cther hand the high degree tc which they
are substitutable for and competitive with those of the EEC
presented greater likelihocod of trade diversion for both Lklocs
against each other_and {eﬁé\pgggiﬁt%ity cf trade creaticn in -the

’
/

EPTA countries. : P

In chapter four, the question of whether or not the incidence
o9f +he Common External Tariff is higher than the national tatiffs
it replaced was explored. The evidence on this point was found

. o
+c be inconclusive.

o zpother as t of the Common External Tariff is what Jan

Tinbergen_called tﬁe rate of discrimination™ which is the

difference betvween the /import duties levied on imports frca
outsider countries and the duties imposed as an average on all
imports. I undertook tc calculate the rate of discrimination
against Pakistan using 1370 data and found it to e 3.2 per cent,

vhereas Tinbergen found it to be zero for 1955,
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However, I have argned-that'the "rate \of discrimination™ is
not a good indicator of tﬁeAdegree of profec \ness, since it
only considers tariff protection. A number of othe:'proféctive
devices employed by the BEC, especially the Ccamon Agricultural
Policy were, discussed., Then 1 developed an alternative measure
of discrimination against nonflalbe;;. I approached it frca the
other side,i.e. *he "degree of p;eference" for meakers versus
non-members created by these ;rading blocs . I have defined the
"degree of preference" as the factor by which trade among members
increased as a result of the union, compared fo all scurces of
supply. The model developed in chapter three vas'eisily idapted

EN
*c give a measure of the sum tctal wf all discriminatcry factors.,

4
k1

In case of *he EEC, the evidence indicated a cumulative
oattern‘in the degree of preference, as expected. By 1970 it
had reached a level cf 0.76, At the same time, the analfeis
indicated that the formation o:<the EPTA, failed to create a

significant preference ir favour of the menmbers.
§ .

- AN

Chapter five documents the ilportanceiof tﬁt BEC and the
BFTA in vorld trade, ospecial{y fof.the &eveioping countries and
revievs the iléqrt perfcrsance of these Gldcs. Totalltoroign
trade of these conntriig accounts for neﬁﬁly ono-h&lf pf’uorid_

-

trade, and for 38 per cent of the exports ofhdoveippinq condtriés




176
Por developing countries it is a larger market than North America.

As coapared to other industrial_couﬁties, the import
perforlénce cf Western Furope has been quite satisfactory.
‘ﬁovéver, the trade among West European countries rose -uch
‘faster than trade with the rest of the world. The implication
is that Western Purope has been turning invard . In 1370, for
.exaaple, §2 per gent of its imports came from other ccuntries in
the region as compared *tc 45 per cent in 1955. 1In case of
Pakistan, the rate of growth of exports to the 0.S. was highér
than either to the EEC and the EPTA with the result that the United
States*' share in Pakistan's exports i;éreascd vhile the share of

both +he EEC and the BFTA deci’;éed. Hovever, the PEC was still

*he biggest market for Pakistan.

My study has thus provided important resul+s fcr both
*hecry and pclicy. Pxisting concebts have been tcstdd'aﬁé.sonc
new concepts have b;on formulated. At the sanme tinme ilpcrfant-'
empirical conclusions have been reached. Like any sfndy,
hovever, it is by no ioan# exhaustive. It has, nevertheless,
provided substantial gzcuia'ork tor‘further research in the

area,
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APPEWDIX A

LCata_and rc

The nun;rical values cf the trade flows between the ccuntries
included in the sample are in million of U.S. dollars. The figures
have been obtained frca "Di:eétion of Intérnational Trade, Knnual",

4
Onited Wations Statistical Office, various issues,

The figures for Gross National Product are in millions of U.s.
dollars, ard are in curren* pricés., These have been taken froms
"Irterna+ioral Financial Statiétics", May 1376 which regports the
time series since 1350. The figures are reported in ccuntry pages
and are in local currencies, These were ccnverted tc 0.S. dollars
using “he e2xchange rates reported in ¢the same publicaticn., 1In a few
cases, “he figures were not repcrted for some count;ies in sonme
years. Those figures were “aken frona Ugited Nations Statistical

Yearbcok for “he relavar¢ year,

The pcocpulation figures are ir millions and are -ié-year

estimates reported in IFS quoted above, Again in a few cases

€igures have teen “aken frcm U.N, Statistical Yearbock.

The distance variable was calculated as follows: sea distances
vere obtained from "Dis+‘ance between ports", 1965, published \hy U.S.
Naval Oceanographic Office, Washington, D.C. Overland distances to
+he lain-co-lerical centers were added to these. In some cases an
average of two or more main commerical centres was usged. Table A3.1

gives the values given tc the distance variable (DST).



Belg-lux
France
Germany
Italy
Nether-
land
Austria
Denmark
Norway
Portugal
Sweden
Switzer—
land
U. K.
Greece
Ireland
Spain
Turkey
Canada
Japan

U. S.
Aust-
ralia
New

S

Table A3.1

Values Given to the Distance Variable (DST)
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Belg- Fran- Ger- Italy Neth- Aus- Den- Nor- Por- Swe- Swit- U.K. Gree- Ire- Spain Turk- Cana- Japan U.S. Aust~ New
tral- Zea

Lux

~ 200
300
1000

97
700
500
900

1107
1100

400
350
1890
682
1000
3380
3806

ce

450
650
300
725
750

1100
1100

1135

400
300
1500
600
700
1950
3743

14850 14758

3971

3963

many

750

225
500
425
950
1400
950

Loo

900

1650
1050
1250
2200
4305
15472
h567

er-
land
850 -
400 680 -
1300 500 700 -
2200 850 950 500
1150 1110 1750 1550
2200 1000 1650 500
300 500 375 750
1600 334 980 860
900 2350 1150 2500
1950 900 1550 1050
650 990 1640 1437
1450 3383 1600 3800
5367 3830 4480 3950
14620 14860 15510 15293
4663 4054 4704 4390

12825 12727 13337 13253 12828 13478 13260

Zealand 11611 11513 12123 12040 11615 12265 12050

tria mark way

1900
300

1350

%0
3300

900
1790
Looo
4171

tugal den zer-

1950
1500
1175
1825

940

400
2300
3453

1500
1100
3200
1150
1600
3775
4342

15659 14037 15790

4575
13650

12435 10825 12545 12115 11735 12820 12050 10860 12350 10450

Lo8y

4750

12035 13760

ce land ey da

land

675
1150
1400
1100
1500 3350
4330 3730

1536015022
4554 4100

13325 12950 14050 13250 12080 13575 11400

2950
350
1100

2650 -

1650 800 -

564 3200 2050 -

5223 3484 4000 5676 -
15300 14615 14079 15050 6462
5350 3784 5128 5800 2000

ia

7023 -
5030 10290

5240 9125 1235

land
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Table AJ,2

-

Results of the test for change in the coefficients in the
post-integration period using pooled cross<section tise-series data.

Periods . Pre-Integration PeriqQds Considered (a) 1
Vaciables(d) 1951-58 1951-59 1951-60
AD . 0.25 0.20 0.22 o
| . - (2. 1) T (V.8) (1.9) ‘
4D : ’ 0,28 -0.25 . -0.2%
2 3.9) (8.0) (8.0) -
3 - .7 (0.5) : . (0.7)
‘ D = ‘0.05 '0.03 . '0;06 /
[} (0.8) (1.8) (1.0) 1
D 0.61. 0.6% 0.6% . ;
| (6.7) (7.5) (1.8)
D 0.50 00‘9 0.'9 * k
2 (10.2) : (10.6) (10.6) N ;
D 0.76 ‘ 0.75 0.74 :
3 .o (11.8) (12.2) (12.1) :
D 0,17 0.19 0.18 » i
¢ 3.7) (8.3) (8.0) g :
D -0o12 -0068 ‘0068 j
5 (3.8) (3. 6) ©(3.6) 1
Ds/( -0.58 -0.58 -0.58 o
(33.6) (35.5) (35.6) é
'\r\\//’“ 1.35 1.38 1.38 ]
[ ] \ -0.56 -0.5% -0.54 : ’
i (13.6) (20.1) . (20.1) 3
! \ * 0.90 0.09 > 0.90 k
3 N\ (36.0) (37.7) (38.1)
N \ =0.25 -0.28 -0.25
4 ' (8.7) (8.7) (9.0)
A Y -0.15 -0.1) -0.1)
i (W.7) (8. V) (8.1)
A 0.18 0.17 0.16
i (6.9) (8.5) (8.3)
‘ Y '0 006 -0. 0. OO.OQ
) (1.7) (1.3) (1.8)
AN 0.12 . 0.10 0.11"
) (3.1) (2.7) (2.9
4 DST -0.01 ® -0.01 -0.0)
(0.5) (0.7) <j (0.7) °© -

(Values ia paraanthesis are t-values)
Rotes

(a) The correspoadiag poot-iitoq:atxon botlodo acre 1959-70, 1960-70,
, 1961-70 respectively.
(b) Vaciables with 4 sre the relevaat variabled tises D vwhere D s
g - 5 S
a deusay variable with values = 0 for pre-iategratioa period aad
= | for post-iategratioa period, e.g., 40 =D . D
! ! S

(ff'




Destination

Origin
World 1955
1970
Western
Europe 1955
_Total . 1970
EEC 1955
1970
EFTA 1955
Total 1970
U.K. . 1955
: 1970
U.S. 1955
1970
Canada 1955
1970
Japan 1955
1970
Devel. 1955
Count. 1970
Source:

Appendix Table AS5.!

Network of World FExports 1955, 1970
(value in million U.S. dollars)

32950
131620

18920
88510

14030
43110

8300
19350

15430
42590

4390
16180

2010
19320

23730
54980

Western
Europe

Total
A8297N0

e A

132610

16060
81970

10420°
58820

5640
23150

2010
7110

4270
12730

1150
2890

170
2410

9090
20760

EEC
19240

85270 °

9280
54490

6210
43300

3070
11190

1160
4110

2590
8330

270
1150

81
1300

5190
13950

EFTA
Total
15180

vau

47340

6780
27480

4210
15520

2570
11960

850
3000

1680
4400

880
1740

90
1118

3900
6810

U.K.
A51N

- - &S

19630

2210
?720

1250

3670 .

960

3050

1000
2480

780
1440

61
480

3170
4930

Un Su
11390

-- IV

39050 .

2180 -

10360

1160
6630

1020

3730

580
2150

-~

2650
10580

455
6020

5540
10140

Canada
4390
12420

590
1680

145
730

440
950

395
660

3030
8810

46
560

365
1000

Handbook of International Trade and Development Statistics
1976, UNCTAD. ' ‘

Japan
2170
15140

150
1640

91

990

59

650 -

38
345

680
4510

92
760

970
5720

180

Devel-
oping
Coun-
tries
23240
58080

8770
18020

5050
11530

3720
6490

2840
3950

5760
12600

325
1200

1160
7730

5790
10970
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Appendix Table A5.2

Imports of Yestern TNurope and UVorld by Selected Commodity Classes
(Value in Million U.S. Dollars)

Tood, ,
Catepories Peverages Acricul tural Nres and Fuels Mfanufactured All
& Tabacco Raw Metals Goods Products
SITO N+14+22+4 2-22.27=228 274+28+67+68 3 5 to 8 less 0-9
- (67+68)
Imrorts lest Vest lest . Vest West Vest
Trom World TRurope Yorld Furope UYorld Furope World TFurope World Europe World Turope

Ylorld 1955. 20430 9400 12030 5820 11410 5210 10270 3730 20930 6070 93540 35420
1670 45830 21210 18140 8060 39770 19040 28670 13100 83400 37150 312070 132610

Vestern

Furope 1955 150 2520 2060 1450 4400 2570 apl1o0 1450 11160 4580 32950 16060
Total 1¢70 12620 an20 4290 3740 19L60 12750 4440 3500 46440 28860 131620 81970
ETC 1955 2530 1610 840 590 2965 1860 15901' 1190 6350 3050 18920 10420
1270 £970 6020 2080 1590 10620 7710 3620f g840 20770 20490 88510 58820
EFTA 1655 1620 agn 1220 260 1430 705. 420 » 255 4810 1530 14030 5640
; Total 1970 3710 2090 2810 2150 4540 340l 820 660 15670 8370 43110 23150
T.F. 1255 500 &0 250 86 7313 1R2 390 240 3000 650 8300 2010
1970 1260 350 445 235 1850 875 495 360 6750 2530 19350 7110
n.S. 1955 2540 1050 860 390 1310 595 1130 330 3410 V 490 15430 4270
1970 6P10 2280 20a0 600 3490 1360 1500 390 9260 3960 42590 12730
Canada 1955 950 430 840 150 1128 418 56 - A 1125 128 4390 1150
1970 1970 530 1640 320 3710 1400 980 3 2530 . 365 16180 2890
Japan 1955 155 38 97 30 328 31 7 - 1174 65 - 2010 170
1970 680 140 305 63 3101 296 _ _48 » 2 ) 7190 . 870 19320 2410

, ,,,jf,;‘@ﬁj*;n, ' '
Devel. 1955 8700 3650 4860 2120 2391 1192 5900 1760 1670 ;5 362;5.23730 9090

354980 20760 -

. Couq}. 1970 14570 5560 5500 1860 7400 3310 18100 8230 7750 . 1690 i

- §6ﬂf£éé 'Haﬁdbook of International Trade and Development Statics 1976, UNCTAQ
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Table A5.3
a 4
. Foreign Trade As Percentage of GDP
. 195¢ 1970
Austria - . e .19,2 - 22.0
Australia - S 18.2 - _ 14,7
Belgium/Luxemburg 30.9 44,7
Canada . 16.3 18.7
Denmark .- 26.7 24,3
Prance . 9.9 12.8 .
" Germany P.R. 13.8 17.0
Greece \ 11,9 13.6
Ireland - 30.5 34.8
Italy 9.5 15,2
Japan 9.4 ) 3.7
Netherlands 37.6 41.6
New Zealand 27.6 19.6
Norwvay .25.4 27.5
Portugal 18,4 20,3
Spain 7.0 b 11.0
Swveden 20.5 20.9
Switzerland 22.3 27.5
Turkey S.4 5.8
United Kingdom 18.0 16.8
3.5 . 4.4

United States

Source: Intarnational Financial Statistics, May 1376.

a) Average of expor+s and imports.
b) 1360

LY
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