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. of preferential liberalization 
CHAPTER 5 The essential economics 

d t. . t· on focusing on the preferential C 10n . an mtegra i , . . Intro U . t dy of the microecononucs of Eur~pe . er word is preferential) is the heart 
This chapter begms) ours uts This is critical since discrimination (the druc Europe has liberalized trade and 
C di riminatory aspec · t ix deca es, 
a~~ sos~ of European economic integration. Over the p;~e:s charged zero tariffs on a~ imp?rts fro~ one 

f t kets - but not with everyone. By 1968, EU me USA Canada and Japan. Likewise, the Smgle 
ac or mar . . . . • rt from the , dis · · 

another while imposing significant tariffs on lffipo s ·r of product standards on a . cnnunatory 
Market Programme instituted the principle of mutual reco~ ion Id be sold in all EU nat10ns, but this 

d ld . e EU nation cou tr I I . 
basis. In principle, goods made an . so . m 0 ~ . . . ato effects also played a cen a ro e m the 
privilege did not extend to goods made m third natio~. Discrlffill1 . ry ff cts discussed in Chapter 1. 
political economy of European integration - especially the dommo e e 

1 
sing the essential economics of 

The main goal of this chapter is to provide a framework for ~nay go For simplicity's sake we 
. 1 d dd complexity as we . ' 

preferential liberalization. As usual, we start simp e an ~ . f t ompetition and no increasing 
continue with the previous chapter's sim~lifying assumptions of no lffiper e\~stic they are pedagogically 
returns (NICNIR). While these assumptl~ns are bo~h m~nume_nta~ly. ~;r libe~alization without having 
convenient. They allow us to study the mam economic logic of discnmma Y 
to invest a lot of time in learning new tools (that is postponed until the next chapter). 

5.1 Analysis of unilateral discriminatory liberalization . 
The simplest form of preferential liberalization is a unilateral preferential liberalization, so we turn to this 
first. Specifically, this section looks at what happens when a nation removes its tariff on imports from only 
one of its trading partners. We postpone consideration of changes in partner tariffs until the next section. 
This two-step approach is useful for two distinct reasons: 

While European economic integration almost always involves two-way integration (e.g. France and 
Germany lowered their tariffs against each other's exports at the same time during the 1960s), the 
analysis of a two-way (i.e. reciprocal) liberalization is basically an easy extension of the analysis of a 
one-way (i.e. unilateral) liberalization. 

2 The EU extends unilateral preferences to almost every developing nation in the world· th I · in 
hi . . dir 1 li bl EU ' e ana y SIS 

t ~ section is ect y ~pp ca e to programmes such as 'Everything but Arms' ( which removes 
tariffs and q,uotas on rmpo~s from the world's poorest nations) and the Generaliz of 
Preferences. (More on these m Chapter 12.) ed System 

5.1.1 The basic logic in words: Vinerian insights 
Before t~~ t? diagrams ~ which may strike some readers as com le _ . . . . 
economic logic m words. This helps boost intuition for th di P x it is worth presentmg the basic 
. e agrams It m 1 ma hurry. · ay a so be sufficient for readers 
. Th~re are only three elemental effects we re all 

liberalization: y need to understand in relation to preferential 

1 The first general point, namely, 'Smith's certitude' 
The Wealth of Nations. ' was made by Adam Smith in his famous book, 

The economic logic behind Smith's . . 
a world where firms from two nati certitude is straightforward and eas· . 
nation-callitHome. Without refe;ns - call them Parl11er and Rest-of-Worl ily illustrated with an example_of 
suppose Home unilaterally re!o enc:~, Home charges the same tariff . d (Ro W) - are competing in a thifd 
import tax will - as usual with ~s tariffs on imports from Partner bt t on :unports from Partner and Ro W. NoW 
will see lower prices and Partn removals - be shared between l not from Ro W. The fruits of this reduced 
ind er exporters Will consumers d 
In uces them to sell more to Home Pl inl . . see higher Prices Th hi an producers. Home consumers 

short, Smith's certitude stems f . ath Y, this lS good for Partner . ·ts f~ gher border price for Partner fi.fn1S 
2 T rom e fact th t p - 1 Inns n • 

he second elemental eff t . a artner firms en ion . _se more and obtain a higher pnce. 
th ec was 1dentif' d u ti a nse m b th • 

ose excluded from the pr f ie when Gottfried H b o pnces and sales to Horne. 
e erences _ mu t 1 a erler (193 

s ose; this is 'H b , 7) asserted that third nations -
a erler s spillover'. 
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Haberler's _spill~ver c~n be illustrated with the same simple case. To remain competitive in the Home 
ma~ket while_ 

st
ill _Paymg the tariff, Ro W firms must accept a lower pre-tariff price for their exports since 

their post-tariff pnce must match the competition's price. This pushes them down their export supply curve 
so Ro W exports fall. Thus Haberler's spillover shows up as Ro W exports suffer a drop in both prices and 
sales to Home. Or, to put it differently, what is preference to Partner (Smith's certitude) is discrimination 
to RoW (Haberler's spillover). 

As we shall see in the next sections, Smith's certitude and Haberler's spillover are the linchpins of the 
political economy of the traditional view of regionalism. 

3 The third elemental effect is called Viner's ambiguity. 

Jacob Viner (l950) demonstrated that preferential liberalization might harm the preference-giving nation; 
this is 'Viner's ambiguity'. Viner, who was blissfuUy ignorant of post-war mathematical economics, couched 
his argument in the enduring but imprecise concepts of 'trade diversion' and 'trade creation'. The basic 
economics nevertheless is clear from his terms. 

Discriminatory liberalization is both 'liberalization' - which removes some price wedges and thus tends 
to improve economic efficiency and Home welfare _ and 'discrimination' - which introduces new price 
wedges and thus tends to harm efficiency and welfare. Viner associated the liberalization part with 'trade 
creation' and the discriminatory part with 'trade diversion'. It is not possible to say a priori whether the sum 
of these effects is positive or negative, that is, its sign is ambiguous. 

5.1.2 The RTA (regional trade arrangement) diagram 
To get a deeper and clearer understanding of the economics of preferential liberalization, it is necessary 
to turn to diagrams. The diagrams, unfortunately, are more complex than those in the previous chapter for 
one simple reason - we need a minimum of three nations in the analysis (Home, Partner and Ro~- Our 
first task is to extend the workhorse MD-MS diagram from Chapter 4 to allow for two sources of rmports. 
Figure 5.1 shows how. 

Figure 5.1 The RTA diagram 

RoW 

Border price 

P'- T 

Partner 

Border price 

XSp 

Home 
Domestic price 

------ -- - -- P' 

MD 

X Partner exports Home imports 
X ' XR RoW exports Xf, P M' M = Xp + XR 

R . what involved may benefit from U1e step-by-step explanations available 
. . ams in this sect1on some 

Note: Readers who find the diagr . the Online Learning Centre. 
in the interactive Power Point presentation on 
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l22 ~ 
. . ften taught using an additional 

. l liberalizat10n is O . f v· 
. t that the theory of pref erentia . . un· plifies the anal9sis o mer's 

Before startmg, we no e , t" n While this s h f . 
. . 11 d the 'small economy assump IO . the critical impact t at pre erential 

simplifymg factor ca e . 1 sumes away . 
b

. ·ty from the perspective of the Home country, it a so as 1 , spillover). Interested readers can fmd 
am 1gm . , ft de and Haber er s 
liberalization has on other nations (Smith s cer i u 
this case in the .Almex at the end of the chapter. 

Free trade equilibrium d rnw"librium. That is to sa9, we want 
. k" t the free tra e e"l, 

we open our study of the RTA diagram by wor mg ou . . . ed by Home. To find the free trade 
to identify the eq,uilibrium price and q,uantities when no tariff is unp;S urve as in Chapter 4. But what is 
price, we need to find the intersection between the MD curve and the c ' 

the MS curve with two trade par:mers? for two individual countries, which 
The two leftmost panels of Figure 5.1 show the export supply curves d Row are identical so 

we call Partner and Ro W. (To minimize complications, we ~ssum~ that Partner ant egate them in 'the 
their XS curves are identical.) Because there are two supphers of imports, we mus aggr 1 · · · · 1 f the two export supp 1J curves. 
standard nucroecononucs way namely by fornung the honzonta sum 0 

This summed curve is shown ;s MS in ;he right-hand panel. Note that the MS curve is flatter than XSp or 
XSR since a given price increase will raise supply from both Partner and Ro W. 

With the MS curve in hand we see that the free trade eq,uilibrium price is PFT ( as before, IT stands for 
'free trade'), that is, the point 

1

at which MS and MD intersect. The corresponding level of imports is M, as 
shown. As we shall be interested in changes to the imports coming from Partner and Ro W, we identify the 
initial free imports. We do this by using each supplier's XS curve to see how much would be offered at 
the price PFT- The answers are given by points 1 and 2 in the diagram, namely, XR and Xp (the subscripts R 
and P stand for RoW and Partner, respectively). 

MFN tariff with two import suppliers 
Working o_u~ th~ free trade e~uilibrium ':as ~~t the first s_tep._ Next we have to see what would happen to prices 
and q,uantities if_H?me applied a non-discnrmn~tory tariff (1.e. an MFN tariff as described in Chapter 4). The 
reason we do this 1s to be able to have a baselrne for comparison when we stud · th thi d 
h 

. ll - m e r step - what 
appens when Home removes ~he tariff but only on imports coming from Partner. 

What happens when Home rmposes a tariff eq,ual to Ton imports com· f . 
the first task is to find how the tariff affects the MS curve. As we saw . ~g rom both nations? As always, 
MS curve up by T since the domestic price would have to be Thigh tm 

1
. ~pter 4, an MFN tariff shifts the 

. . . er o e icit the sam • . 
after the tariff 1s rmposed. The new MS curve is shown in the dia e q,uantitu of rmports 
. . . . gram as the curve ma k d 71,,.-S 
rmposrng a tariff does nothing to the MD curve (see Chapter 4 if thi . . ~ e 1 v1, MFN· As usual, 

The intersection of MSMFN and MD tells us that the post-tariff s ~~m~ is not obvious). 
P' and the new import level is M'; with P' as the new domesti· . eq,uilibnum domestic price for imports is 
b d · · • c pnce the ne b . or er pnce, both import supphers are willing to supply le ' w order pnce is P' - T. At this 
See ~hapter 4 if the concept of 'border price' is not familia:iona:_ely, XR, and Xp, as shown in the diagram. 

Finally, we are ready for the third step - an analysis of ct· Y_ ." 
a iscnmmatory ·1 . 

um ateral liberalization by Home. 

5.1.3 Price and quantity effects of discriminatory lib 1· . 
~at happens when Home removes T but onl f . era 1zat1on 
liberalizes on a preferential basis? y or imports from Partner that . 

To answer this we start · 
1 

' is, when Home unilaterally 
the MS curve The 'new 71,,.-S ' as a ways, by working out th i·rup t 
, · 1r1, curve which . ac of the f 
preferential trade arrangement').' we will call MSR'rA, is shown in Fi pre erential liberalization on 

The position of the MS • . . gure 5.2 (here RTA stands for 
irn RTA 1s q,mte mtu't' Ar 
h port suppliers get duty-free access· . i i~e. ter the pr ferential . . 
halfway between the free trade MS ' the o~her half pays T. It seem tariff liberalization, half of Home's 

owTever; considering this helps us FThand the MFN tariff MS Os natural, therefore that MS , lies 
he tariff see ow MS . MFN- ne small . . ' R1A 

marked P . prevents Ro W firms from e ~TA is constructed q,ualification is necessary, 
a 1n Fim,-,. 5 2 Xportmg until . ;:, ........ e .. When Home' d . the domest· . s omestic p · • ic Pnce in H . 

nee is below p the b d ome nses above the price 
a, or er . 

pnce faced by Ro W exnorts 



Anal · 
ys1s of unilateral d· . . . . 

iscriminatory l1beral1zation 

figure 5.2 Price and q,uantity effects of . 
unilateral discri . 

' minatory tariff liberalization 
Row 
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is below their zero-supply price (marked as P' in the diagram). Partner-based firms, by contrast, would 
export when Home's domestic price is slightly below P a since thelJ face Home's domestic price (not the 
Home price minus the tariff). As a conseq,uence, Partner firms - but onllJ Partner firms - will supply imports 
at the domestic price pa and this corresponds to the point marked 1 in the diagram. Thus the MSRTA curve 
is Partner's XS curve up to point 1. After that, both foreigners suppllJ imports, so the MSRTA resumes its 

normal slope. 

The domestic price change and conflicting border price changes _ 
Having worked out the new MS curve, namely, MSRTA, we are readlJ to fmd the new eq,uilibrium price. This 
is, as alway . b th intersection of the MD and MSRTA curves, namellJ, P". This is the new, post-RTA 

s, given Y e · · thr h th 1 · domesti . As . ht have expected even without gomg oug e ana 1JS1s, the new domestic c pnce. you rmg . 
Price is lower than the old MFN tariff price. After all, lffiports from Par~ner can now enter ~uty free. 

Th . . . twofold because only Ro W contmues to palJ the tariff. For Partner-
e Impact on the border pnce 1s , . . P'' 

based firms the liberalization means that they now face Home s dodmest~c p~1cp~; r' soTlf ~r them the border 
Price is ,, ' . ich still have to pay T, the bor er pnce Is - . us m an that RoW 
sees its p · For R~W-based ~rr~s, wh. _ art of Haberler's spillover). Partner firms s th border rise (this 
is th ?0 rder pnce fall ( this 1s the pnce P of this conflicting border price chang i th fact that Ro W 
rn e Pnce-part of Smith's certitude). The s~~ce_ lation to Partn r firm ' .. port , which b nefited from 
'I' USt cut its border price to remain competitive 111 re 

s rernoval. 
Next we consider the q,uantity effects. 

~~pp/y switching . exports from x; x; (this is the q,uantit1J-part of 
'-llVen th . they increase ll ( hi . . 
S at Partner firms see a price nse, their border price has fa en t s IS the q,uantity-
In.ith' X' X" because R W 1 · k 

h s certitude). Row exports fall from ~ R . 1 Partner sales and lower o sa es Is nown as 
t'art f B b. twn of hig 1er . h di . . 
'su O aberler's spillover). This com m~ . it directly, supply switching occurs w en a scnrmnatorlJ 

Pply SWitching' or 'trade diversion'· DefinJJlg 
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CHAPTER 5 The essential economics of preferential liberalization 

124 ~ 

liberalization induces the Home nation to switch some of its purchases to import suppliers who benefit 

from the RTA and away from suppliers based in nations that did not benefit from the RTA. 
Did this sort of supply switching actually occur in Europe? When the EEC eJintlnated tariffs on 

discriminatory basis during the formation of its customs union between 1958 and 1968, supply switchin a 
did indeed occur - as described in Box 5.1. We discuss more recent econometric evidence for other region! 

trade agreements (RTAs) in Section 5.5. 

Box 5.1 The supply-switching effects of the formation of the EEC customs union 

between 19
58 

and 
1968 1 

vo ume effects that occurred when the EEC6 removed their internal tariffs Figure 5.3 shows the trade 1 
intra-EEC

6 
import . · n the left-hand panel, the columns show the import shares broken down into 

s, rmports from six other E · ( · · • three enlargements) and th uropean nat10ns the ones who Jorned rn the EU's first 
e rest of the world. 

g an ormation of the Common Market, 1958-70 Figure 5 .3 Supply switchin d f . 
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N page/portal/' 
ote that, as the E mternational tra . 

cent in 1968 th h EC6 share of exports t . - de/mu·oduction. 
with ' e s are of EEC i o itself rose f 

respect to imports . mports from othe . .• rom about 30 
~,::,m six other western~:: other non-EEC Eur~ na1J.ons ~ad to fall. p:::: cent in_ 1958 to about 45 er 
fro::~~~!'te~o! by a smail:~;,:~o~ (the u:. :~::0

;s AB the dari~:: ~:placement occur~ed 
imports from o ll e world, mainly im' rom 8-9 per cent t ortugal, Spain De ow, the import share 
as a relative t:U. sources were in fact Pr<;;ts from the USA. ;: per cent. The m~rk and Greece) fell 
Would have rise:~ That IS, if the custo~s wmg rapidly. Thus e nght-hand Panel m displacement came 

ven faster. muon had not b we have to int ' however shows that een for erpret th , ' med, imports from e supply switching' 
non-EEC6 members 



Analysis of unil t I d· . . 
a era 1scrim1natory liberalization 

Summary: price and ?uantity effects 
.,-rr1marize, the pnce and q,uantity effects a To si,u,u... re: 

Home's domestic price falls from P' to P" • • 

The border price falls from P' - T to P" _ T f R W . 
• . . or o rrnports. 
• The border pnce nses from P' - T to P" for p rt . 

• Ro W exports fall. 
a ner rrnports. 

• Partner exports rise. 

• Total Home imports rise from M' to M". 

These price a
nd 

q,uanti~lJ effects may seem strange at first - especially the fact that Home buys more 
imports_ from 

th
_e sup~he: wh~se border price has risen. This strangeness is simple to understand. The 

discrirrunator11 hberalizatrnn distorts price signals so that Home consumers are not aware of the fact that 
Partner goods cost the nation more than Ro W goods. To the Home consumer, imports from the two sources 
cost the same, namely, P'. Supply switching is created by the behaviour of firms: partner firms see a higher 
border price and thus sell more; Ro W firms see a lower border price and thus sell less. 

Interested readers may want to add a fourth panel to the diagram by drawing a standard open-economy 
supply and demand figure for Home to the right of the MD-MS panel. Doing so allows you to see that Home 
production falls and Home consumption rises as a result of the domestic price drop. 

5.1.4 Welfare effects 
Having worked out the price and q,uantity effects, we are re~dy ~o s~dy _the welfare ~onseq_uences ~or 
H P rtn d R W As l·t turns out showing the welfare rmplicat10ns ill the same figure as the pnce ome, a er an o . , . h · 
and uanti effects would complicate the diagram too much. Thus Fi~e 5.4 reproduces t e prev10us 
· Cl; ty • lin t duce the 'clutter factor'. As we saw ill Chapter 4, all welfare effects figure but ormts unnecessary es o re 

· ·t h s so these are all that we really need to keep track of. stem from pnce and q,uant1 y c ange , 

. 1 discriminatory liberalization Figure 5.4 Welfare effects of unilatera 
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. D since it gets a higher pric and 
. tf d Partner gains . . 

ff t On foreigners are stra1gh orwar · . e effect and a pos1t1ve trade volume 
The welfare e ec s . Tve border pnc 

In ther words Partner experiences a pos1 I R W' losses are E for the reverse reasons; it 
sells more. o ' . . ·th th se terms). o s ff 
effect (see Chapter 4 if you are not fami~ar WI e . ce effect and a negative trade volu~e e ect). 
gets a lower price and sells less ( a negative border pn d t the conflicting border pnce changes. The 

Home's welfare effects are slightly more complex ue o ts of 'trade volume effects' and 'border 
, lf ff t · s to use the concep . 

direct way of gauging Home s net we are e ec 1 . . h is also the easiest way to remember 
price effects' that were introduced in Chapter 4· This direct app;~~c m so this is what we do in Figure 5.4. 
the Home welfare effects and it is the easiest way to underStan elf ' i·mpact using the indirect method 

. k. thr gh the we are 
Some readers, however, may benefit from wor mg ou s lus and tariff revenue (see Box 5.2). 
of adding up the separate impacts on consumer surplus, producer urp 
The two methods lead to the same answer. 

Box 5.2 Home welfare effects of discriminatory tariff cutting in detail 

Here, we consider the 'gross' welfare implications of the price and q,uantity changes derived in Figure 5.4. 
To see consumer and producer surplus separately, we put the rightmost panel from Figure 5.4 in the 
left-hand panel of Figure 5.5 and add to it a right-hand panel consisting of a standard open-economy 
supply and demand diagram. (As we are focusing on Home welfare, we shall drop the two Foreign 
panels.) Turn first to the right panel. The drop in the domestic price from P' to P" raises consumer 
surplus by D + A2 + A1 + A3, but lowers producer surplus by D (see Chapter 4 if this reasoning is 
unfamiliar). The net change in the private surplus (i.e. producer and consumer surplus combined) 
is A2 + A1 + A3. The change in tariff revenue is slightly more involved than usual. Originally, the tariff 
revenue w~~ A1 + B1 + C (i.e. T_times_ M') . After t~e RTA, the tariff ~evenue is B 1 + B since Tis charged 
only on XR . Thus, the chan~e m tariff-reve~ue 1s B - A1 - C. Adding the private surplus change and 
the net revenue change, we fmd that the net rmpact on Home is· A2 + A + A + B A C C llin 

. · 1 3 - 1 - . ance g, 
this becomes A2 + A3 + B - C. In Chapter 4 we showed that A2 + A3 eq,uals A in the 1 ft-h d 1 th 
net effect is just A + B - C, as in Figure 5.4. e an pane , so e 

Figure 5.5 Focus on Home welfare effects of unilateral discriminatory 1·b 1. . 1 era 1zation 

X" R M' M " Imports 
C' Quantity 
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, Following the direct analysis, we note th t . 
. orts. By the usual reasoning ( see Cha ter 

4
)a th~ pref ere~t~al tariff liberalization has inc~eased 

unP t measure being the gap between th P MD ' the Increase m unports raises Home welfare, with the 
e~~c uals the area marked A in Figur e5 4 

curve and P" summed over all the extra units imported. ThiS eq; e .. 
Consider next the conflicting border pri ff . 
, before the RTA; (2) after the RTA ce e ects usmg these key facts: (1) Home imports amounte? 

to M M' _ X" comes from Partne ' an amo~t eq,ual to XR comes from Ro W; and (3) the rest of M, 
namely, R r. Next we lme up these q,uantities with the relevant price changes: 

The goods coming from Ro W have f n · · . · · 
• . . . a en m pnce, so Home gams on these. The exact size of the gam 

is Just the amount of lillports affected times the price drop; in the figure, this gain eq,uals area B. 

• The ~oods ~oming from Partner have risen in price, so Home experiences a loss. The size of the 
loss is agam the amount of imports affected (namely M' - X") times the price rise, namely, 
the difference between P' - T and P". Graphically, this i~ area c. R 

What about the border price effect on the extra imports, M" _ M'? The border price effect does not 
apply to these units; since Home did not import them to begin with, it does not make sense to talk about 
how much more or less they cost post-liberalization. The welfare impact of the extra imports shows up 
in the trade volume effect, that is, area A. 

Putting together the trade volume effect and the border price effects, Home's overall welfare 
change is eq,ual to the areas A plus B minus area C. A key point to remember is that this welfare effect 
may be positive or negative (this is Viner's ambiguity). 

Summary: welfare effects 
To sum up: 

• Partner gains area D (Smith's certitude). 

• RoW loses area E (Haberler's spillover). . . , . . 
B _ C which may be positive or negative (Vmer s ambiguity). 

• Home's welfare changes by A + , 
• ct looks negative. Interested readers should be able to show 

As Figure 5.4 is drawn, the net ""'.'elfar~ 1IDpa elf are gain if Tis large enough. Moreover, as usual with tax 
that discriminatory liberalization will lea to ~ w ves also affect the size of the welfare effects. 
analysis, the slopes of the supply and deman cur 

5.2 Analysis of a customs union . t iff cuts. European integration, however in olves 
D . nl unilateral ar . h th f nt1l now we have considered o Y . . 0 it is important to think throug case o two-
reciprocal that · t -way preferential liberalizatwnhs, ts eans Home and Partner both set th ir tariffs to w ' is, wo ' . l model, t a m 

ay Preferential liberalization. In our slIDP e . . 
Zero on ea h h , rt t tch of the unilat ral RT analysis. The mam c ot er s expo s. . • an easy s re . 

As it t d f customs union is . f -trade agr m nt with a ommon external urns out the stu y o a um on ( a ree f . • . 
extra ins· h ' . t d 1·ng a customs . t matically mor hvourable or participating 
ta ...... 1 1g t we gam from s u Y . (CU) is sys e . . . 

tiff) a · t customs umon porter gain from Partner tanff cuts. rises from the fact tha a · e Home ex · th 
countn . t' n schemes smc . CU between Hom and Partner, assurnrng at 

'I' es than unilateral liberallza 
10 

k t the formation of a . . ll . all aspects including the MFN tariff 0 kee th· · h ll loo a t .· c imt1a Y m G ' au three p ~gs srmple, we s a nd Ro W) are symme u must address the q,uestion of the three-nation 
thel:l · . _countries (Home, Partner a T d this carefully, we . 

1 
st combination that permits us to study 

tradelnitially impose on all imp?rts. 
0
an~Iysis, we adopt the s:;nP oeods l, 2 and 3). Each country produces 

the is Pattern. Again, to streamhne the hfee goods are ~rade (~ two of the three goods while importing 
au t;ues. This leads us to assume that t h that each nation expo 

ee goods, but cost structures are sue 
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. . 5 6 entails Hom importinfJ uood 1 hown schematicall1J m Figure . ' 
the r emaining one. The trade patte~, s . ood 2 from Home and Ro W. 
from Partner and Ro W, and Partner importmg g 

Figure 5.6 Three-nation trade pattern 

Good 2 

5.2.1 Price and quantity effects 
A customs union is formed between Home and Partner when Home eliminates Ton imports of good 1 from 
Partner and Partner eliminates T on imports of good 2 from Home. The tariffs facing Ro W exports are 
not cha~ged, and since Home's and Partner's MFN tariffs were identical to start with, there is no need to 
harmonize their tariffs applied to Ro W; T becomes the common external tariff. 

We first address the price and q,uantity effects. Plainly, the impact of Home's discriminatory liberalization 
is exactly the same as the impact shown in Figure 5.2, so there is no need to repeat it here. The impact of 
Partner's discriminatory liberalization of imports of good 2 from Home can also be seen using the same 
diagram. Here is the key point. 

A moment's reflection reveals that, given the assumed symmetry of nations, what happens to Homes 
exports when Partner lowers its barriers is exactly what happened to Partner's exports when Home lowered 
its barriers. We can, therefore, rely on analysis with which we are already familiar. More specifically, the 
price of good 2 in Partner falls from P' to P" (see Figure 5.2) but the border price facing Home exporters 
when they sell good 2 to Partner rises - from P' - T to P". Nothing happens to domestic prices in Row ( since 
they did not liberalize), but Ro W exporters face a lower border price for their exports to Partner. The 
trade volume effects are similarly ~imp le. Partner imports rise from M' to M" and Home exports to Partner 
rise; using the terminology from Figure 5.2, Home exports to Partner rise from XF to Xp . Ro W's e.,cports to 
Partner fall, as in Figure 5.2. 

5.2.2 Welfare effects 
The welfare effects are also just a matter of adding up the effects illustrat d abo . n Home's import side 
(i.e. in the market for good 1), Home gains the usual A+ B - C in th right-hand pan 1 of Figure 5.7. On 
Home's export market (good~), H~me's sit~ation is shown in th 1 ft-hand pan 1, 

0 
it gains area D_. The 

welfa~e effects on Partner are ~d nt1~al lo th1~, as a result o[ th - a um ct yrnm try of goods and natwns-
It 1s useful to study thew lfare effects a b1l more cJos ly, using Figur 5.8. This diagram shows only ~he 

two liberalizing nations, Home and Partner. To be on r l , suppos this is th mark t for good l, which 
Home imports and Partner exports. The diagram is based on the two right-most panels of Figure 5. 7 but w_e 
have added further detail to the areas. In particular, th tract pri e loss associated with area c is here spllt 
into two parts, C1 and C2, for a good reason. 

Recall that Home loses C1 + C2 because the tariff cut raised the price it paid for imports from Partner 
(from P' - T to P"). The first area, Ci, identifies how much it pays for the units it continues to import frorn 
Partner (M'-Xp). Home's loss of Ci, however, is exactly matched by a gain to Partner of the same size; the 



F
·gure 5. 7 Welfare effects of a custom . 
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Figure 5.8 Welfare effects of a customs union in detail 
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higher . Iome to Partner. The key point is that, because C1 is just a 
tran.sr Price for the Xp units transfers C1 from f ·t imports of good 1 will be offset by a gain of D1 = C1 

on. its er between CU members Home's loss of Ci on 
1

1
s lowers its tariff against Home exports, so we know 

exp ' ll partner a so . . . that b 0 rts of good 2 to Partner. After a , . ·t xports of good 2. In addit10n, Home will gain D2 in 
• llOtn. . 1 t c m 1 s e 
lts expo e wm gain an area exactly eq,ua 

O 1 

rt tn.arket. 

129 



130£:) . referential liberalization 
CHAPTER 5 The essential economics of p 

1 
•tching (trade diversion), so there 

• t of the supp Y sWI k 
. ·t different. It identifies the direct cos t from pre-CU symmetry, w e now that 

·s n:;:r~r;:i :n the export side. More specifically, r~;n ;~~'exports are XR so the difference, XR, X{i, 
iRoW exports to Home pre-CU were eq,ual to X·fn After ~he. 'u1tiplied by the price change (P' - T to P'') to 

• hiI This nuant1ty 1s m 
measures the amount of supply switc 1

~· '1., • 

get the welfare cost of the supply switching. . H ·s +A+ B + D2 - Cz. This net welfare 
In summary using the fact that D1 = C1, the net gain to home 

1 
from a CU is more positive ( or less 

' . • · th t th welfare c ange 
effect may still be negative, but it is clear a e l"beralization with Partner. 

· 1 di iminatory 1 
negative) than the welfare change from a unilatera scr h wn m· Figure 5. 7 since they lose E both 

· th · ftheir losses s o ' . . The losses to Ro W from the CU are twice e size O p rt Readers who fmd this reasoning 
t f ood 2 to a ner. 

on the exports of good 1 to Home and on the expor s O g . t ti·ve Power Point presentations 
. 1 t" s in the m erac 

a bit complex may benefit from the step-by-step exp a~1a i?n e/research/centresandprogrammes/ 
that can be freely downloaded from http://graduateinstitute.ch/hom 
ctei/ctei_people/baldwin_home/economics-of-european-integratio.html. 

General equilibrium effects: second-order terms of trade changes 
Lastly, we must consider the indirect or second-round implications of the CU. . . 

Ro W experiences a reduction in the value of its exports, yet has not reduced the value of its rrnports 
from Home and Partner. While this sort of trade deficit may be sustainable in the short run, eventually Ro W 
must turn the situation around. In the real world, this is usually accomplished by a real depreciation of its 
currency ( or a terms of trade worsening if it is in a monetary union). This makes all Ro W exports to Home 
and Partner cheaper and simultaneously makes imports from those two countries more expensive. Both 
changes have positive welfare implications for the Home and Partner countries; they earn more on their 
exports to Ro W and pay less for their imports from Ro W. This is a further negative trade price effect for 
RoW stemming from the general eq,uilibrium effects of the CU between its trading partners. Such effects, 
however, are likely to be small. 

5.2.3 Customs unions versus free trade agreements 
The 1957 Treaty of Rome committed the six original EU members to eliminatin 11 t riff . . g a a s and ouotas on 
trade among themselves but 1t also committed them to completely harmonizin their tar· . '-"\, 
non-member nations. In reaction to this customs union, other western Euro g ean . iff s on rm ports from 
trade bloc- known as the European Free Trade Association (EFrA) - in 1960 ~hi nations formed ano~her 
only a free trade area since EFr A members did not adopt a common ext 

1 
· . s was not a customs uruon, 

What are the key differences between a customs union and a f emt a tariff. (See Chapter 1 for details.) 
. . ree rade area? Wh did 

a customs uruon while EFr A went for an FT A? We address thes . . · Y the EEC go for 
economic differences. e q,ueStlons m order, starting with the main 

Stopping _tariff cheats: 'trade deflection' and 'rules of origin' 
When tariffs between two nations are zero yet they cha t 

t" . . ' rge wo diff . 
na wns, frrms have an mcentive to cheat on tariffs Tak hr erent tariffs on imports from third 
trade i d t f · e our t ee n t' s u Y ree, yet Home charges a 10 per cent tariff 

O 
. - a ion example. If all Home-Partner 

~ 5 per cent tariff on goods coming from Ro W Home-ban imports from Ro W while Partner charges only 

~;~:~:~o~ds first i~to Partner (~hus paying' only a 5 p::~:~ytr~-of Ro W goods would be tempted to 
choices Thery co Homl_ e: r o thwart this practice - known as tract darfilff) ~d then to import them duty free 

· an e 1mmate the t t l" ction - H 
a customs union) or th . mp~ 10n by harmonizing th ir xt . 1 . ome and Partner have two 
made in Home or Forei;_~ ;:: :;~y with t~e ~r A but r strict duty-f1~~~: tariffs (thus turning their FTA into 

One problem with rule f _t ~f rules that enforc the latter optio eatment to goods that are actually 
made in today's highly glob:~e~~l and thus with ¥r As, is that it ca:: :e~t~ed 'rules of origin'. 
from all over the world Th S . <ets. Personal computers made . ficult to know where a product is 
USA . . e wiss company b . m, say SWitz 1 . 

. and Asia. In the extreme ·t _may e domg little more th ' :rand will contain components 
~~~gin an instruction man~~l :~!~e~o:g nothing more than ope: c1:_:rmzed assembly of parts from the 

ty free treatment when it is exp rt d 1to, say, Norwegian. Should I-~ box of a US-made computer and 
o e to Norway? (S . w.Le full val f this . · Wltzerland and N ue O computer be given 

orway are both E m hPr<;: :-. 



Frictional b . 
arners: the 1992 Programme 

The costs of rules of origin 
rnanufactured goods, the EU's ba . 

for sic rule of . . 
dded - say 50 per cent - m t b ongm is th t • value-a us e done in th . a some fixed percentage of the product's 

a specialize~ type of c~mputer set-up to Germa e ebxp~rtmg nation. For example if Switzerland exports 
h swiss export will only lif ny ut imports th · ' then t e . q,ua Y for zero-tariff tr . e m_omtors and computers from Asia, 

SO per cent higher than the value of the import d eatment if the fmal price of the good is more than 
1 x e component F rnore comp e · s. or many products, the rules can be much 

Because they can be very expensive t . 
d f t ullif o comply with rul . . 

barriers that e ac o n y the benefits of d . , es of ongm can act as trade barriers or as 
· 1 a eJure trade ' 

the EU's unilatera preference schemes f d agreement. A good example of this can be seen in 
. or evelopin f 

one-third of EU imports from developing t . g na ions. Brenton and Manchin (2003) show that only 
coun nes that we · · • 

entered the EU market with reduced du tie Th . re - m pnnciple - eligible for preferences actually 
exports ( e.g. textiles and clothing) ar s. e ~e~son is that the EU's rules of origin in developing nations' 
nation exporters prefer to pay the EU' e ~e; difficult and expensive to comply with, so the developing 
origin and pay zero tariff. s g common external tariff rather than comply with the rules of 

An additional problem with rules of · · · 
• nin are specified at the d 

1 
ongm is that they can end up as hidden protection. Since rules of 

ontt~· pro uct evel then b cliff" · · ·th techni· cal b • t ' t:1 can e 1cult for non-experts to evaluate - Just as IS the 
case Wl arners o trade As a . . . . 

·th d ti. f" th t h . · conseq,uence, rules of ongm are usually written m consultation 
wi omes c rrms a ave an mcenti t h th · · ve o s ape e rules mto protectionist devices. 

One great advantage of a customs urn· lik th EU · · · · . . on e e 1s that frrms do not have to demonstrate the ongm 
of a product b~fore it is a~owed to cross an intra-EU border duty free. Any good that is physically in 
Germany was eith~r made m Germany or paid the CET when it entered. In either case, the good deserves 
duty-free passage mto France, or any other EU member, without any documentation at all. 

5.2.4 Political integration and customs unions 
Most preferential trade arrangements in the world are free trade agreements rather than customs unions, 
like the EU. The reason is simple - political integration. Getting a group of nations to agree on a common 
external tariff at the launch of a customs union is difficult, but the real problems begin as time passes. For 
instance, if one member nation believes its industry is being undercut by some non-member nation which 
is exporting its goods at a price that is below cost (so-called dumping), it may want to impose tariffs to 
offset the dumping. In a customs union, all nations must agree on every dumping duty since external tariffs 
must always remain constant. Likewise, nations typically reduce their tariffs in the context of GATI/WTO 
negotiations. For a customs union, this req,uires all members to agree on a common negotiating position on 

everu single product. . . . 
In pr t· k • th C mmon External Tariff (CET) common req,urres some mtegration of decision 

ac ice, eepmg e o iff hird · 
making. In the EU, the Commission formally has th~ power to set tar s on t -nation go~ds ( even_ ~ough 
it natur ll . h M b States before domg so), but very few groups of countries are willing to 

a y consults wit em er . . 
transf . 

1 
·gnty AB a result most trade blocs, mcluding EFT.A and the orth 

er that amount of nat10na soverei · ' . Arn · f trade areas rather than customs umons. 
:can Free Trade Agreement, ar~ . ree king problem is for the members to let one nation decide 

ev 0~her way to 'solve' the deciswn-ma sful customs unions in the world apart from the E . For 
ex erything. This is the case in all the s~cc~s the Southern African Customs Union and witz rland is the 
d ample, South Africa is the dominant natwn m . 
orninant nation in the Swiss-Liechtenstein cuSt0ms umon. 

~-3 Frictional barriers: the 1992 Programme s an important pait of early European economic 
ineretofore we have dealt with tariff 1iberalizat10n. This wathe EU and EFI'A nations were signed in 1973, 

ta
t~9ration but after the free trade agreements between omic integration (see Chapter 1 for details). 
riff li ' . E opean econ . s· beralization was a minor part of mtr~- : the 1986 Single European Act - most of the ~cono~c 

• lllce the -m-id 
1970 

d especially smc . . 1, barriers to trade. As Chapter 4 explamed, this 
lttte .uu - s - an 1 f 'fnctiona . . . . 
t 

9ration 1·n E . 
1 

d the rem ova o . . 1 barriers often mvolve mtncate cliff erences 
lJPe of . urope has mvo ve . . revenue. Fnctiona 

barner hinders trade without raismg 
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. 
1
. . g element of the 1986-92 Sinule 

. . 1 b rrier-llbera izm U b 
. 1 1 t' ons so a critical fnct10na - a d ·t difficult for E mem ers to Use 

between nat10na regu a i ' ·r rinciple that ma e 1 
Market Programme was the mutual recogm wn p ms of trade barrier. . 
health, safety and environmental regulations as subtl~ for in a way that allows us to ~t~dy the ~pact of 

This section extends the basic Figure 5.4 reaso~mg 1 th· is easy to do since fnct10nal barners can 

P
referential frictional barriers liberalization. At a bas1c_leve' IS wan As we shall see, for such barriers 

iff nue 1s thrown a ::1 • 
be conceptualized as tariffs where the tar reve . ' biguity disappears. 
Smith's certitude and Haberler's spillover still hold, but Vmer s am 

5.3.1 Price and quantity effects . hr ti·ons and we assume that 
. . l'f d eality oft ee na ' 

To keep things simple, we continue to work with the ~imp 1 ~e r . N t that the 'tariff eq,uivalent' is a 
they all initially impose a frictional barrier whose_ tariff eq,~ival~nt 1~ ~- ~:ies the size of the tariff, T, that 
useful way of measuring the importance of a frict10nal barrier smce it ide . 
would drive an eq,uivalent wedge between the border price and the Home pnce. b . h th 

To be specific, we assume that Home and Partner fully remove the frictional arner ?n eac _0 
. er 

with no change in the frictional barrier applied to RoW-Home or Partner-RoW trade. In this sense It IS a 

preferential frictional barrier liberalization. . . 
Not surprisingly, the price and q,uantity effects of the preferential liberalization are very s1~lar to tho~e 

discussed in Figure 5.2. After all, a frictional barrier can be thought of as a tariff where the tariff revenue IS 

thrown away. The only change concerns the border price. 
As discussed in Chapter 4, the importer's and exporter's border prices differ with a frictional barrier. In 

particular, the importer's border price (i.e. what the importing nation actually pays for the imports) is 
higher than that of the exporter's border price (i.e. what the exporter actually gets paid for the export). In particular, 
the difference is T and it reflects the real costs involved in overcoming the frictional barrier. Given this, 
frictional barrier liberalization lowers Home's border price while at the same time raising the border price 
faced by Partner's exporters. 

Using the Figure 5. 7 terms, the reciprocal, preferential frictional barrier liberalization: 

• lowers Home's domestic price from P' to P"; 

• lowers Home's border price from P' to P"; 

• raises the price received by Partner exporters from P" - T to P"· 
' • lowers the price received by Ro W exporters from P' - T to p 11 _ T. 

The q,uantity effects follow from the price changes. Namely: 

• Home imports rise from M' to M". 

• Partner exports rise from Xi, to Xp. 

• Ro W exports fall from XR to Xii. 

Combining the last two, we see that supply switching st·11 
1 occurs. 

5.3.2 Welfare effects 
The welfare effects on Home are simple As . . •. ' 
F + A in Figure 5.9. This i . . . . with tariffs, the han . I- . 
Viner's ambim1ity f ·1 . shnot ?f~set by a loss in tariff r v nu s g ll1 lorn private surplus eq,uals areas 

• ::, -...u. ai s m t e fnct10nal barri r , as was th case . Fi . . hY 
basis - always lowers the rice t . . cas . R moving friction . m gure 5.4; this is w_ 
exporters see changes in th~ p . h~~ the nat1on pays for its impo ·t al barriers - even on a preferential 
this 'trade diversion' has no w rlf1ces ey receive for exports to r:.ro I s. Although both Partner and Ro W 

S. e are consenue ·1 me and th· 1 · mce we are looking at a . " nces for Home ' is eads to supply switchillg, h reciprocal lib liz . . 
c angesthataffectHome'sandRoW' era ationlikethe Single Eur 
In t~s market, Home is an exporters t:xporters to Partner (i.e. in the oipean Act, we have to also consider the 
a higher price and sell more, so th ~artner, and the Welfare eff ~-2 market using the Figure 5.6 labels). 

ey gam the area D. ect is also positive. Home exporters get 
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figure 5.9 Welfare effects of preferential f . . 
nctional barrier liberalization 
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Thus the overall welfare effect of the reciprocal, preferential frictional barrier liberalization FTA is 
+ D + F + A for Home, and the same for Foreign by symmetry. Ro W loses the eq,uivalent of area E from 
Figure 5.4 twice ( once on its exports to Home and once on its exports to Partner). A key point is that 
Viner's ambiguity has disappeared. With frictional barriers, any kind of liberalization will lead to positive 
border price effects and positive trade volume effects since the border price eq,uals the domestic price with 

frictional barriers. 

5.4 Deep regionalism, the Eurozone and 'soft preference~' . 
Apart f . ult 1 products EU tariffs are very low, and mdeed nations around the world rom those on agnc ura , . . . . . 
ha 

1 
. 

11 
N ertheless EU external trade liberalizat10n 1s proceeding by focusing 

ve owered tariffs substantla Y· ev ' h s· 1 M k f · · 
0 'b . th t re very much related to t e mg e ar et re orms discussed m 
n eyond-tariff' issues - things a a 

Chapte~s 1 a~d 2. . . . . . t 
O 

beyond mere tariff cutting are called 'deep' trade agreements. 

W
. Regional mtegrat10n m1tiatives tha g ments new thinking has developed about the impact of 
1th • · · deep agree ' 

th so many non-EU nat10ns s1gnmg t One very recent example is the agreement sign db tween 
these nominally 'preferential' trade agreemen ;· da Comprehensive Economic and Trad gr 11 nt, or 
Ce EU and Canada. This is called t~e EU - an; g chapters can be used to analys th lik ly ff e ts. 

ETA for short. The logic presented m the pre~e ~ as if they were frictional barri r hang of the type 
Th iff liberalizations . . . . s . e key is to view the beyond-tar As it turns out, intuition 1s b t d 1 p d by ons1dermg 

tudied in Figure 5 9 but with some new elements. 
ave . · ' . f the euro. 

ry different change - the introduction ° 

~.4.1 Trade effects of the euro in 1999 and a physical urrency in 2002 can be thought 
ti.troducti f lectronic currency -•ising nations. In one swoop, all the cost of of on o the euro as an e . mong euro ,_ . . as a rnas . . . frictional barners a te risk disappeared. The analysis o~ this change 
:onvertin s1ve re~uct10n m . against excha~ge ra ove so there is no need to repeat it. The euro's 
ls just 9 currencies and hed~g f the discuss10n ab . ' vides a great opportunity to look at how 
tr\t a straightforward application o f search and so it pro 

roau t" t deal o re larg c ion, however led to a grea . r reductions. 
e th ' . · 1 barne e trade effects are of fnct10na 
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. d · lausibly large effects on trade., 
ted that it ha unp . • 

f the euro's impact sugges 5 and 20 per cent increase m trade 
The earli~st es~ates o hni ues lowered these to a rang~ of betweenan studies of the euro's trade effect 

Refinements m emr;~c~;:~on;(see Rose, 2017, for a discuss10n_o_f~::die~ is that they find 'negative' trade 
among members o much) One interesting aspect of these e~pmc d by the euro's bilateral cost-lowering 
and why they vary so · f ns being harme . 
di . That is instead of the exports of non-euro na 10 . d are actually helped. The estimate of these 

version. , th orts of outsi ers 
effects on trade among Eurozone members, e exp d ation effect among members. 

ti. e trade diversions are about half the size of the tra e er~ hat IS. really different about frictional 
nega v . . f attention on w 

The lomc of this negative trade diversion helps ocus d t ll to France and Germany would have 
::iA J who wante o se . Th 

barriers. Before the euro, an exporter from, say, apan, f the pre-euro currencies). ese costs 
d G rks (the names o . . 

to invest in dealing with French francs an erman ma 
1 1 urrency dealing with multi-currency 

. . b nk unts in the oca c , 
could involve currency conversion, settling up a acco ·t uld face a whole new set of such costs 
account issues, and the like. If the firm ':anted to then export to Italy, i ;

0 
had only one set of such costs, since 

in dealing with Italy's old currency, the lira. After the euro, the J~panese i1;;as to understand how the formation 
there is only one currency for all members of the Eurozone. This makes Y . d tions into the Eurozone 
of the Eurozone could boost trade among Eurozone nations, but also from outsi er na · 

5.4.2 Empirical studies . 
A large number of recent studies in the economics literature have examined the trade-creating and trade­
diverting effects of preferential agreements. A recent review of the evidence (Urata and Okabe, 2014) notes 
that most studies find evidence of both trade creation and trade diversion when considering free trade 
agreements around the world. The trade creation effect, however, is much larger than the trade diversion 
effect for most industrial goods. 

The impact of deep RTAs on trade is more recently examined in empirical work. The seminal paper 
here is that of Orefice and Rocha (2014), who show that deep RTAs tend to foster trade in production 
networks among their members, with the average effect being 12 percentage points. They also note that 
their findings (linking production sharing and deep RTAs) help to explain the seemingly paradoxical rise 
of deep ~tegration while preference ~~r~s are shrinking. The idea is that partners are not primarily 
exchanging market access, they are eliminatmg beyond-tariff barriers to trade and investment. 

5.5 WTO rules 
The world trading system is governed by a set of rules overseen by th w Id . . 
The most important guiding principle of the GATT/WTO is non di . e. 0

~ Trade Orgamzat10n (WTO). 
- scrmunation in trad Ii th t · the so-called most favoured nation principle, or MFN for short Thi e po cy, a is, 

impose tariffs on a non-discriminatory basis. Of course, all of ~h s ;ays t~at . nations should, in principle, 
contradicts this principle - so why is it allowed? As it turns out the g: erential liberalization discussed above 
and customs unions. Allowing this loophole was important r' e TT created an explicit loophole for Ff As 
wished to maintain existing preferential arrangements ( espe~~a~o~ ?f ~~e early GA TI members since they 

The l~o~hole, formally known as Article 24, specificall ally ntam s Commonwealth Preferences). 
few restnctwns, the most important of which are: y ows preferential liberalization, subject to a 

• Free trade agreements and customs . 
trade' among members umons must completely eliminate tariff , b . 11 all 

· s on su stantia Y 
• The phase-out of tariff's must take place w· U . 

i 1111 a reasonable p riod 
Although there are no hard definiti , . . 

of all goods and a 'reasonab . .~ns, substantially all trade' is us 
For a customs union th le P:nohd is taken to be 10 years or les ually taken to mean at least 80 per cent 

n t ' ere is t e additional · s. 
o on the whole be higher or req,mrement that th 

customs union the memb more restrictive' than before the e common external tariff (CET) 'shall 
th EEC' ' ers cannot harmoni th customs mu T e s customs union f . ze e CET to the hi on. hat is, when forming the 
and Italian tariffs, a rise ino~:::~:, t:::;;al ta~iff harmonizationg;:~:::~el_ of any member. In the case of 

and little change in G Y uwolved a reduction in French 
erman tariffs. 
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5.6 Summary 
This chapter introduced the verbal lo . 

· · NIC gic and gra hi Uberalizat10n m an NIR setting Aft . P cal methods n 
d welfare effects of the format" . er gomg over the prelimin . ecessary t~ study preferential trade 

an 10n of a customs uni T . anes, we studied the price and q,uantity 
on. he mam techni 1 . 

• Formation of a preferential trade a ca porn ts are: 
d 1 rrangement su h 

area, ten s to ower domestic prices and . .' c as the EEC's customs union or EFTA's free trade 
· li t· 1 raise import libera za wns a so produce supply switchin t . s overall, but the discriminatory aspects of these 

member-based suppliers. g, hat is to say, a switch from non-member suppliers to 

• The welfare effects of any trade l"b li . 
d d bl. . i era zat10n incl ct· RTA . . . stan ar pu ic-fmance concepts wh· h ' u mg liberalization, can be captured by 

price) effects. ' ic we here call trade volume effects and border price ( or trade 

• The welfare impact of preferential tariff lib . . . . 
called Viner's ambiguity. The de f d eralization_ 18 ambiguous for the liberalizing nations; this is 

lib li t . rt . ep un amental reason is that RTAs are discriminatory liberalizations· the 
era za wn pa - what Vmer called t d . , 

th di . . t· ra e creat10n - tends to boost economic efficiency while 
e scnmma 1011 part - what Vine 11 d d . . ' . . . r ca e tra e divers10n - tends to lower it. The impact on excluded 

nations is always negative. 

• Estimates of the welfare impact of trade liberalization in the NICNIR setting are inevitably very 
~mall. ~his suggests to most observers that one has to look to more complicated frameworks 
if o~e IS to understand why trade liberalization in general, and European integration in 
particular, matter. 

The bigger lessons from the chapter concern the way in which the economic analysis helps us to 
understand the big-think trends in European integration. The NICNIR framework helped us to study the 
impact of discriminatory liberalization on outsiders in an intellectually uncluttered setting. This helps 
us to understand why outsiders always reacted to the deepening and widening of EU integration. As we 
showed, preferential liberalization definitely harms excluded nations since it leads them to face lower 
prices for their exports to the customs union and lower export sales. It seems natural, therefore, that the 
outsiders would react either by forming their own preferential arrangements ( as happened in the 1960s 
with EFTA), or by deepening the integration betwee~ outsiders and th~ EU (as outsiders did in the ~970s and 
again in the l990s), or by joining the EU (as nme formerly outsider western European nations had 

done by 1994). 

Self-assessment questions 
, union theory' for years, so q,mte a number of rten ion 

The NICNIR was the backbone of cust0~s tt" g Some of them are still insightful and the follavving 
and provisos were put forth in the NICNI se m · 
exercises illustrate the basic points. . . 

"tu tion like that shown m Figm- 5.1, wh r th 
(Kemp-Wan theorem 1976) Starting from _a sli di~ g the initial MFN tariff T, uppo that Home 

' . . thi g me u n . . . 
three nations are symmetric m every n ' h . common tariff agam t Ro v to th pomt whe1 
and Part f customs union and lower_ t err W porter i th sam a it wa b fore the ner orm a . f cmg Ro ex d p 
t~e new, post-liberalization border_ ~r~c~K:mp- Wan' adJu t,1?cnt nsur that Hom an artner 
liberalization, i.e. P' - T. Show that _t~1s -with-CErf-r duct10n hen~ . . . . . . . 
gain whil R W d snot lose from this GU . refer ntial tm1late1al hbeiahzation ~1 th_e 

2 e O oe We can thmk 0~ a ~ . on an MFN basis, but then raises 1t 
(Cooper-Massell, 1965, extended) lowers its tariffs to ze10 f es a flat MS cmve for imports 
~ollowmg roundabout manner. H;:;. Now suppose ~hat !)01

~:r:~ver, suppose that Partner's MS 
ack to T on imports only from , all country cas · 

fr w (this is the sm 0 m both Partner and Ro . covered in the Annex.) 
is somewhat above that of Ro W's. Home. (Hint: This is 

First work out the welfare effects on 

► 
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. MFN liberalization than it would from 
f unilateral d f. T 

d h that Home would gain more rom a . h . NICNIR analysis as e nu 1ve, this 
Secon , s ow (Hi t • 1 note· Takmg t err • f lif 

a unilateral preferential liberalization. s onca . tries must join customs uruons or ~o ical 
result led Cooper and Massell to suggest that sm~ll co~ . by realizing that a customs umon also 
reasons only. You can see that this is only a partial ~na ;s:Ut how Home gains from Partner's tariff 
lowers tariffs facing Home-based exporters.) _Try t~ f1gurif ou can say definitely whether Home gains 
removal on Home-to-Partner exports. After domg this, see Y . y should also be able to show that 
more from unilateral free trade or from joining the cuStOms uruo~ ou d join every Ff A that it can. 
the optimal policy for a small nation is to have unilateral free t~a e an h t xt assuming that Ro W is 

D'T'A f t' exercise from t e e ' 3 (Large partner rule of thumb) Redo the r 1. orma ion that most of Home's imports 
. f H d Partner in the sense initially a much smaller tradmg partner o ome an h 11 three nations impose the 

are from Partner and most of Partner's imports are fro~ Home w en ~ C in Fi e 5.8) is smaller 
initial MFN tariff, T. Show that the 'net border price effect (area B - Ci f· ~t Focus on the 
when Ro W is initially a less important trade partner of Home and Partner na ions~. f XS and XS 
Home country and start with a diagram like Figure 5.1. Keep the vertical intersec ions O h P P" R 

at the same height, but make the XSR steeper and the XSp flatter in a way that does not c ange ; our 
thanks to Jonathan Gage for help with this problem.) 

4 (Growth effects and RoW impact) Suppose that signing an FTA between Home and Partner pr?duces 
a growth effect that raises their income level and thus shifts their MD curves upwards. Use a diagram 
like Figure 5.4 to show how big the upward shift would have to be to ensure that Ro W did not lose from 
the Home-Partner Ff A. (In the 1970s, this was the informal explanation for why the EEC6 formation 
did not lead to trade diversion.) Can you show the welfare impact of this growth on Home? 

5 (Hub-and-spoke bilateralism) Using RTA diagrams, show what the price, q,uantity and welfare effects 
would be of the unilateral imposition of tariffs by one nation, say the USA, and retaliation against 
that nation by all other nations. The would be hub-and-spoke protectionism (hub-and-spoke means that 
country 1 has tariffs on all of its imports and all of its exports, but nations 2 and 3 do not have 
tariffs on the trade between them). Assume that there are only tariff barriers in this world that all 
import tariffs eq,ual T. Be sure to look at the price, q,uantity and welfare impact on (i) ty · ' 1 k 
economy (2 or 3) and (ii) the hub economy. a pica spo e 

6 (Sapir~ 1~92) Con~id~r a situat~on in which Home and Partner have formed a customs union but have 
not eliminated fnct10nal barners between them. Specifically assume th t 11 H P d R W b · f · · ' a a trade flows among orne, artner an o are su ~ect to nct10nal trade barriers eq,ual to T' an . . . 
on trade between the CU and Ro W is enual to T" Show th t li . . d additwnally the tariff --,, · a e mmatm f · · . . . 
the CU might harm welfare since it leads to a reduction in th g nctwnal barriers inside 
imports from Ro W. e amount of tariff revenue collected on 

7 Suppose Horne has no trade barriers, except anti-dumping meas Th . 
the f?rm of price undertakings, i.e. instead of Horne imposing at=~· 

0 
ese anti-dumping measures take 

req,urres Partner and Ro W firms to charge a high price for th . n Ro W and Partner imports, Home 
and welfare effects of imposing this import price floor O keir sales to Home. Show the price ouantity 

tih, d oo at all thr . , ...,, 
q,uan "1:t an welfare effects of removing the price undertakin . ee ~ations ). Ne., t, show the price, 
from Pa~ner. Be sure to illustrate the impact on all three nati g (1.e. ~llowmg free trade) only for imports 
floor, so it does not act just like a tariff; be very careful in ons. CHint: The price undertaking is a price 

conStructing the M. RTA for this situation.) 
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Annex: Discriminatory 1·,ber 1. t· 
11 a 1za 10n: sma 

country case 

This Annex presents the classic analysis of unil . 
try , case. Here 'small country' . ateral pref erent1al tariff liberalization for the so-called 'small 

coun means nothing more th · • th . · · 
artner and Ro W alike. In particular . . . an ignonng e pnce effects on all foreign nations -

~ flat so the world price never ch ' Slffiplif~mg means that the import supply curve (MS) in Figure A5.l 
18 

. A5 1 hi h 
11 

anges. In t~s case, we do not need the MS-MD diagram discussed above. 
Figure. · ' w c a ows for two potential sources of imports (countries A and B), helps to organize 

the reasorung. To ~et the stage, suppose that Home initially imposes a tariff of Ton imports from A and B. 
(Goods pro_duced m the countries A, Band Home are perfect substitutes.) The Home nation is assumed to 
face a flat rmport supply curve from both countries. The idea behind this simplification is that Home is so 
small that it can buy as much or as little as it wants without affecting the price. Specifically, the import supply 
curves from A and B are the flat curves at the levels p A and P8 . We can see that country A producers are more 
efficient since they can off er the goods at a lower price. That is, importing from A costs Home consumers PA + T, 
while importing from B costs PB + T Plainly, all imports initially come from the cheaper supplier, namely, A 

Adding together the three sources of supply (Home, A and B), we find the pre-liberalization total supply 
curve to be TS1. Because it is the horizontal sum of the Home supply curve and the two import supply curves, 
it follows the Home supply curve up to PA + T and, beyond that, it follows A's import supply curve. The 
eq,uilibrium Home price (i.e. the price facing Home consumers and producers) is PA + T, since this is 
where total supply meets demand. The border price, namel1J, the price that Home as a country pays for 

imports, is PA. . . . b • h t · if ·t 
N k h uld h e 1 if the tariff were removed on a discrmunatory as1s; t a IS to say, 1 ext, we as w at wo app 1 . . 

. f nl A or only B Both cases must be considered. We turn now to the pnce, were removed on rmports rom o Y · 
q_uantity and welfare effects of the two cases. 

. ff ts f discriminator1J liberalization ( small nation) 
Figure A5.l Price and q,uantit1J e ec 0 

Price 

Ps L----7fa~~­
p A 1--------;;;r,; 

HS 

Quantity 
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I . l"b r r n with low-cost country 
A5.1 Price and quantity a~a ~SIS, ~ era 1za l~s current trading partner, namely, A. ~he total 
In the first case, the liberahzat10n is app~ed to Home mption rises, Home product10n falls, 
supply curve becomes TS3, so the Home pnce fall~ top A_· Home cons~arize: 
imports rise and nothing happens to the border pnce of imports. To s 

. rt competing goods falls to PA· 
• The price in the Home market of both imports and Home impo -

• Home production falls from Q3 to Q1 . 

• Home consumption rises from Q4 to Q5. Q 
· · d Q t th difference between 1 and Q6. 

• The import volume nses from the difference between Q3 an 4 ° e 
h · sition of the tax) remains 

• The border price (i.e. the price of imported goods before t e impo 
unchanged at PA· 

With some thought, it is clear that discriminatory liberalization with the low-cost country has the same imp~ct 
as an MFN liberalization. After all, both types of liberalization remove the tariff on all imports (th~ pr~ferential 
tariff cut leaves the tariff on goods from B, but no imports come from B before or after the liberalization). 

A5.2 Welfare analysis: liberalization with low-cost country 
As with the price and q,uantity analysis, in this case the welfare analysis is identical to that of non-discriminatory 
liberalization. Home consumer surplus rises and Home producer surplus falls because of the liberalization. 
Since more units are consumed than produced domestically, the sum of consumer and producer surpluses 
rises. Part of this gain is offset by a loss in tariff revenue. Using Figure A5.2 to be more precise: 

• Consumer surplus rises by the sum of all areas, A through J. 

• Producer surplus falls by the area A + E. 

• Government revenue falls by C + H. 

• The net effect is unambiguously positive and eq,ual to (B + F + G) and (D + I + J) . 

Figure A5.2 Small country welfare analysis 
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AS.3 Liberalization wit~ higll- ost country: su 
1 

. h· 
analysis is only slightly trickier When the ref . PP y sw,tc rng 

The P erentiaJ trade arrangement is signed with the high-cost 
country. . . 

Y 
I 

eral,zat,on: small country case 

Graphically, as shown m Figure A5.l, this results in 

call that since country B is the hi h-co . a_ total ~upply curve of TS
2 

and a Home price of 
fa: R~ II Granting duty-free access tog st supplier (1.e._PB is above P,J nothing was imported from 
B Iilltia y. A d B t 1 . goods from B artif1c1al]y changes the relative competitiveness 
of goods from an . - a eaS

t 
m 

th
e eyes of Home consumers. Goods from B cost PB while goods 

from A coS

t 

PA + T. Qmte n~tural]y, Home importers of goods will divert all their import demand from A 
towards B. We call this 

th
e Su~ply-switching' effect of discriminatory liberalization; it is the first of two 

elements that anse wi
th 

discrmunatorg liberalization but do not arise with non-discriminatory liberalization. 
Note, however, that discriminatory liberalization does not always lead to supply switching. It can only do so when itis done with the high-cost country. 

The second novel aspect of discriminatory liberalization is the border price impact. That is, as consumers 
switch from the low-cost source to the high-cost source (country B), the Home border price rises. We call 
this the 'border price' effect, or the import-price-rising effect. The importance of this price change should 
be clear - such liberalization will raise the cost of imports to the country as a whole. 

To summarize, there are six price and q,uantity effects: 

The preferential liberalization increases competition from imports and thereby forces down the Horne 
price of locally made and imported goods to PB. 

2 Consumption rises to Q5. . 

3 Some high-cost Home production is replaced by lower-cost imports. This amount is eq_ual to Q3 - Q2. 

4 The new Home production level is Q2- _ _ 

. I d bn imports from B and the level of unports nses. 5 Imports from A are entrrely rep ace ~ h · did 

. H now pays more for its imports (namely, PB) t an It 6 The border price rises. That Is to say' ome 
before (namely, PA). 

. . 1. t· n with high-cost country A5.4 Welfare analysis: lrbera ,za IO th country that initially sells nothing to Home, the 
When th t iff me down only on imports from . e ing Figure A5.2, there are three welfare effect e ar s co . To summanze us 
Welfare effects turn out to be _ambiguousiff (or any DCR barrier): 
of a discriminatory liberalizat10n of a tar 

A+ B + C +D. 
1 

Rome consumers gain the area 

2 A · C-H IIome producers lose area · welfare; the change bemg - · 3 

· I ers Home • •·t·r l'b ·ali t· All tariff revenue is lost. This ow ative· discrirnmatory tau 
1 1 

za Jon 

. be positive or ne? 'b'mtitv otic th·lt th n t elfare Th H This may ll d Vmer am 11:1~ 1:1· • 
th e net effect is B + D - · s. This is the so-ca e_ (which ri e in t1

1
i 1 e and th change m . erefore has ambiguous welfare effect antity of imports 

llnpa t d h e in the q,u th c_ epends only on the c ang . this case). 
e Price of imports ( which also nses m 
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