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: ; ing on the preferentig)
i integration, focusing he p '
ics of Europeartlhe ni%er word is preferentlal) 1S the heart

Europe has liberalized trade anq
o tariffs on all imports from one

Introduction

This chapter begins our study
(i.e. discriminatory) aspects. 1
and soul of European econom

of the microeconom el
his is critical since discrimination

. o
ic integration. Over the past SIX decade

; pers charged zer : ) :
factor markets — but not with everyone. By 1968, (f:r[tjs I;;(eﬁn:l tf’l e USA, Canada and Japan. Likewise, the Single
nimp J

. while imposing significant tariffs o 2 + standards on a discriminator
I‘C:/};Ortl?eetlgomalmﬁe instituted the principle of mutual recogry‘mon ofI (}i)rsgllscc) 3 in all EU nations, but this
basis. In principle, goods made and sold in one EU nation cou e e also played a central Tole in the
privilege did not extend to goods made in third nations. Dlscrunulz}toryf? s o )
political economy of European integration — especially the domllflO eanealgsing the essential econormics of

The main goal of this chapter is to provide a framework for D

i i e go.
preferential liberalization. As usual, we start simple and gdd compl§x1ty as \;V Ogm B i
continue with the previous chapter’s simplifying assumptions of no imperfect comp

iot edagogical
returns (NICNIR). While these assumptions are both monume.ntal.lg : unreahs.tlc, tlljleytiill" 1e WP; e gt I?avmlg
convenient. They allow us to study the main economic logic of dls_crlmmatorg liberaliza g
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; the analysis in
this section is directly applicable to EU programmes such as ‘Everything but Arms’ (,Which rer?loves

9.11 The basic logic in words: Vinerian insights

Before turning to diagrams — which may strike some re

; o aders as
economic logic in words. This helps boost intuiti sl

it i : o
on for the diagrams, It ma S worth presenting the basic

g a’lt‘ltmy' Y also be sufficient for readers
ere are only three elemental eff
liberalization: ects we really need tq understand in relation to preferential

I The first general poj
point, namel , ‘Smith’ 3 3
The Wealth of Nations, Y § certitude’, was made %Yy Adam Smith in his famous book

The economic 1oqj i i
gic behind Smith’s certitude i
a world where firmg from two nations — caj] the?nli)stlr

nation - call jt Home. Without
. out pref .
suppose Home unilaterally re preterences, Home cpy,

aightfo e

armegi' anc?;,{ar(.l E_‘“d casily illustrated with an example of

arges the Salne§t-9f.wor ld (RoW) — are competing in a third

Import tax will — ag i Witrl:lg ::S tariffs on importg from Parln;lt'zll)?éf onimports from Partner and RoW. NoW
- r > n

Will see lower prices and Pargpey ei’;(?r‘t’:iz w:)lf shared between consm‘i“efg‘som dRoW_ The fruits of this reduced

and producers. Home consumers

Home, Plaj VUL see higher Prices, T ;
ainly, this is good foy. Partner — itshf?nlrugher border price for Partner fir0s



Analysis of unilateral discriminatory liberalization

Haberler’s spillover can be illustrated with the same
market while still paying the tariff, RoW firms must ac
their post-tariff price must match the com
so RoW exports fall. Thus Haberler's spil
sales to Home. Or, to put it differently,
to RoW (Haberler’s spillover).

As we shall i ; . ;
A 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 (1950) demonstrated that
this is ‘Viner’s ambiguity’

simple case. To remain competitive in the Home
cept a lower pre-tariff price for their exports since
petition’s price. This pushes them down their export supply curve
lover shows up as RoW exports suffer a drop in both prices and
what is preference to Partner (Smith’s certitude) is discrimination

. preferential liberalization might harm the preference-giving nation;
S b . Ymer, Whp was l?lissfuﬂy ignorant of post-war mathematical economics, couchgd

g : I the enduring but Imprecise concepts of ‘trade diversion’ and ‘trade creation’. The basic
€CONOMICS 1.1evertheless is clear from his terms.

_Dlscrlmmatorg liberalization is both ‘liberalization’ — which removes some price wedges and thus tends
to 1mprove economic efficiency and Home welfare — and ‘discrimination’ — which introduces new price
Wedg.es 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.

9.1.2 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 RoW). Our
first task is to extend the workhorse MD-MS diagram from Chapter 4 to allow for two sources of imports.
Figure 5.1 shows how.

Figure 5.1 The RTA diagram

RoW Partner Home
Domestic price

Border price Border price

” ;( Partner exports A Home imports
,/"Xg ROW exports 7 “p M M= X, + Xg
XR Xp P

di ms in this section somewhat involved may benefit from the step-by-step explanations available
d the diagra

ation on the Online Learning Centre. J

Note: Readers who fin
in the interactive PowerPoint present
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L e L taught using an additiong]

DeL tarting, we note that the e g libera}lzat;glsl lssir?lf;filﬁes tgljle analysis of Viner’s
efore S ) ) 1 " 3

simplifying factor called the ‘small economy assump he criticalimpact that preferentia]

ambiguity from the perspective of the Home country, it also ). Interested readers can fing

liberalization has on other nations (Smith
this case in the Annex at the end of the chapter.

s certitude and Haberler’s spillover

Free trade equilibrium

We open our study of the RTA diagram by wor
to identify the equilibrium price and quantities w.
price, we need to find the intersection between the MD curve an
the MS curve with two trade partners? T, . ;

The two leftmost panels of Figure 5.1 show the export supply curves for two 111d1v1du3\17 coux;t(;ltiii zv?mh
we call Partner and RoW. (To minimize complications, we assume that Partner and RoW are " &S0
their XS curves are identical.) Because there are two suppliers of imports, we must aggregate them in the
standard microeconomics way, namely, by forming the horizontal sum of the two e?(port supply curves.
This summed curve is shown as MS in the right-hand panel. Note that the MS curve is flatter than XSp or
XSp since a given price increase will raise supply from both Partner and RoW.

With the MS curve in hand, we see that the free trade equilibrium price is Ppr (as before, FT stands for
‘free trade’), that is, the point 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 RoW, 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 Ppr. The answers are given by points 1 and 2 in the diagram, namely, Xz and Xp (the subscripts R
and P stand for RoW and Partner, respectively).

king out the free trade equilibrium. That i§ to say, we want
11hg no tariff is imposed bY Home. To find the free trade
- d the MS curve, as in Chapter 4. But what is

MFN tariff with two import suppliers

Working out the free trade equilibrium was just the first step. Next we have to see what would happen to prices
and quantities if Home applied a non-discriminatory tariff (i.e. an MFN tariff as described in Chapt 4P =
reason we do this is to be able to have a baseline for comparison when we study — in the third pter 4). The
happens when Home removes the tariff but only on imports coming from Partner R
What happens when Home imposes a tariff equal to 7 on imports comin 2

the first task is to find how the tariff affects the MS curve. As we saw in C
MS curve up by 7' since the domestic price would have to be T higher to
gfter the tariff is imposed. The new MS curve is shown in the dia oY te
Imposing a tariff does nothing to the MD curve (see Chapter 4 if this poi

The intersection of MSypy and MD tells us that th i
. G : € post-tariff equilibri 3 :

P’ and the new import level is M’; with P’ as the new domestic pricg ther;fvt %Orr(liestlc S ORLIEOrES 1
J order price is P’ — T. At this

border price, both import suppliers are willi

' | ng to supply less

See Chapter 4 if the co ‘ R ) €SS, namely, Xy, and X : _
Finally, ncept of ‘border price’ is not familiar to you. P, as shown in the diagram.

g from both nations? As always,
I.la.pter 4, an MFN tariff shifts the
licit the same quantity of imports

hg curve marked MSypy. As usual,
Nt is not obvious).

9.1.3 Pri i iscri

3 ar;i:)e andhquant|ty effects of dlscrlminatory liberalizatio

. lappens when Home removes 7T but for i )

liberalizes on a preferential basis? it o S e AL
answer this, we start, as alwa | St i o\

To

the MS curve, The

‘ A new MS curve ic i pact

preferential trade arrangement’).’ which we will call MSryy, is s Of the preferential liberalization on

rn hown in Ry
The position of the MSom. i S 1 In Figure 5.2 (here RTA stands for

s, by working out, the im
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RoW
Partner

gorder price Border it Home

Domestic price
MSMEN a5,

_________________________________________ PII
P-T
pr-T
P* [
MD
/
Xto . X'a Row Y N\ ” Partner //( BN 3 Home
exports P X"p exports M M imports

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, since they face Home’s domestic price (not the
Home price minus the tariff). As a consequence, Partner firms —but only Partner firms — will supply imports
at the domestic price P, and this corresponds to the point marked 1 in the diagram. Thus the MSg, curve
is Partner’s XS curve up to point 1. After that, both foreigners supply imports, so the MSgr, resumes its

normal slope.

The domestic price change and conflicting border price changes
Having worked out the new MS curve, namely, MSga, We are ready to find the LA .egui]jbrium price. This
Is, as always, given by the intersection of the MD and MSgrs curves, namely, P%. This is the new, Post-RTA
domestic price. As you might have expected even mthout going through the analysis, the new domestic
Price is lower than the old MFN tariff price. After all, imports from Paaner can now enter c.iutg free.

d because only RoW continues to pay the tariff. For Partner-

T . 1 i tWOfO]- 3 . ’
base(l; ?. lmls)atclfeolr'lbtel:;lli)zoz;t(iis; I;f:g;;sthat they now face Home’s domestic price, P”, so for them the border
Irms, i

W ] border price is P — T. This means that RoW
Price js p : . -1 still have to pay T, the ; _ _
Sees 1;:5 ot R(?W—based e Sl’lvvh;ic:e_pan of Haberler’s spillover). Partner firms see the border rise (this
SR order price fgll gthls IS_ the p o oLs e of this conflicting borclier p'rlce change 1§ the fact _t.hat RoW
st gliizpsrtg § Bt icemtz(iilf &ompetitive in relation to Partner firms' exports, which benefited from
order price to rem

STemoyy],
Next we consider the quantity effects.

: exports from X, Xj (this is the quantity-part of
the% mcrelzlts: theli)r border price has fallen (this is the quantity-
Xpbesa artner sales and lower RoW sales is known as

fdl;;ggﬁg supply switching occurs when a discriminatory

SPPPI}’ Switching

S‘Invi(t}}I:' that Partner firms see a price rlse’X/

Dart S certitude). RoW exports fall from gon 0

‘S of Haberler's spillover). This combinati it
Pply SWitChing’ Or‘vade diversion’. Defining
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to import suppliers who benefj
not benefit from the RTA.

2 When the EEC eliminated tariffs on ,
tween 1958 and 1968, supply switching
tric evidence for other regiona]

witch some of itS purchases

d in nations that did
hing actually occur in Europe

ion of its customs union be
re recent econome

liberalization induces the Home nation to S
from the RTA and away from suppliers base

Did this sort of supply switc
discriminatory basis during the format
did indeed occur — as described in Box 5.1. We discuss mo
trade agreements (RTAs) in Section 5.5.

mation of the EEC customs union

Box 5.1 The supply-switching effects of the for

the EEC6 removed their internal tariffs
ow the import shares broken down into
he ones who joined in the EU'’s first

Figure 5.3 shows the trade volume effects that occurred when
petween 1958 and 1968. In the left-hand panel, the columns sh
intra-EEC6 imports, imports from six other European nations (t
three enlargements) and the rest of the world.

Figure 5.3 Supply switching and formation of the Common Market, 1958-70
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gymmary: price and quantity effects
o gmmarize, the price and qQuantity effectg are:

o Home’s domestic price falls from p’ to P,

o The border price falls from P’ _ 7, P’ TtorR
o The border price rises from P’ — 7, p
o RoW exports fall.

¢ Partner exports rise.

oW imports,
for Partner Imports,

o Total Home imports rise from it 37 ”.

These price and quantity effects may seem stran

; ge at first — e ially the fact that Home buys more
imports from the supplier whose border price ha T :

ol . . o . S risen. This strangeness is simple to understand. The
discriminatory liberalization distorts price signals so that Home consumers are not aware of the fact that
Partner goods cost the nation more than Row 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; RoW 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.

5.14 Welfare effects

Having worked out the price and quantity effects, we are ready to study the welfare consequences for
Home, Partner and RoW. As it turns out, showing the welfare implications in the same figure as the price
and quantity effects would complicate the diagram too much. Thus Hme 5.4 reproduces the previous
figure but omits unnecessary lines to reduce the ‘clutter factor’. As we saw in Chapter 4, all welfare effects
stem from price and quantity changes, so these are all that we really need to keep track of.

Figure 5.4 Welfare effects of unilateral discriminatory liberalization
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D since it gets a higher price ang
itive border price effect and a positive trade volume
e RoW'’s losses are E for the reverse reasons; it
S negative trade volume effect).
nflicting border price changes. The

i ains
ects on foreigners are stralghtforward. Partner g

The welfare eff :
er experiences a p

sells more. In other words, Partn 1 .
effect (see Chapter 4 if you are not famlh'ar with these' te e
gets a lower price and sells less (a negative border price elle

o
Home's welfare effects are slightly more complex due to the ES of ‘trade volume effects’ and ‘border
direct way of gauging Home's net welfare effect is to use the concep

price effects’ that were introduced in Chapter A This direct approach 15 alsol tl}e ‘?V?;IS;?SVE ;’Vgg 1tr(1) P{ie;;f*glgzr
the Home welfare effects and it is the easiest way to understand them, SO this is wi o meﬂ-l. d
Some readers, however, may benefit from working through the welfare impact ﬁ;ng e s ;
of adding up the separate impacts on consumer surplus, producer surplus and taril rev 2).
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 quantity 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 + A; + A; + Ag, 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 A, + A; + As. The change in tariff revenue is slightly more involved than usual. Originally, the tariff
revenue was A; + B; + C (i.e. T'times M"). After the RTA, the tariff revenue is B; + B since T{s charged
only on Xy"”. Thus, the change in tariff-revenue is B - A, — C. Adding the private surplus change gnd
the net revenue change, we find that the net impact on Home is: A, + A+ A; +B- A

this becomes Ay + Az + B — C. In Chapter 4 we showed that A, + A. e : = Ce Comuelling
net effectis just A + B — G, as in Figure 5.4, 2t Az equals Ain the left-hand panel, so the

Figure 5.5 Focus on Home welfare effects of unilateral discrimi S —
ation
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m
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Following the direct analysis, we note that th i
B reasoning (sce G - G} preferential tariff liberalization has increased
mp bler 4), the increase in imports raises Home welfare, with the

being the gap bet
xact measure gap ween the MpD 7 s
;hi W 10 on roarked A i e curve and P” summed over all the extra units imported.

is just the amount of imports affected times the price drop; in the figure, this gain equals area B.

ods comin ; ) ) )
« The go g from Partner have risen In price, so Home experiences a loss. The size of the

loss 'l.S again the amount of imports affecteq (namely, M’ — X{) times the price rise, namely,
the difference between P’ — T anq p”. Graphically, this is area C.

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 equal to the areas A plus B minus area C. A key point to remember is that this welfare effect

4

kmag 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). : Vel 1 [ (194

® Home’s welfare changes by A + B — C, which may be positive or negative (Viner’s ambiguity).

re impact looks negative. Interested readers should be able to show
d to a welfare gain if 7'is large enough. Moreover, as usual with tax
urves also affect the size of the welfare effects.

As Figure 5.4 is drawn, the net Welfa
that discriminatory liberalization will lea :
analysis, the slopes of the supply and demand ¢
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0
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thz + Pattern Again, to streamline the ds are traded ety ? t?lr:it?l?éf gsgdiovtﬂggﬁggrt?;;
a) SSues, Thig lead,s us to assume that h nation exports tWe

€ goods, but cost structures are Suc

&Xtry
tariff)

analysis,
three goo
h that eac



e CHAPTER 5 The essential €CONDIIT== ==

the remaining one. The trade pattern, shown schematically in Figure 5.6, entails Home importing goqq |

: W.
from Partner and RoW, and Partner importing good 2 from Home and Ko

Figure 5.6 Three-nation trade pattern

Good 1

L Good 2

G\Cﬂ Good 2
\s Good 3

9.2.1 Price and quantity effects

A customs union is formed between Home and Partner when Home eliminates 7" on imports of good 1 from
Partner, and Partner eliminates 7' on imports of good 2 from Home. The tariffs facing RoW exports are

not char.lged, z%nd sipce Home’s and Partner’s MFN tariffs were identical to start with, there is no need to
harmonize their tariffs applied to RoW; T'becomes the common external tariff.

We first address the price and quantity 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 yThe impact of
Partner’s discriminatory liberalization of imports of good 2 from Home can also b e ik
diagram. Here is the key point. S0 93 SR W) (G T

A moment’s reflection reveals that, given the assumed symmetry of nations. what happens to Home’s

exports when Partner lowers its barriers is exactly what ha ;

its barriers. We can, therefore, rely on analysis vsgrith whicllljlz:: ngc;ﬁijggrf Z;’;I_JOITS when Horpg lower;d
price of good 2 in Partner falls from P’ to P” (see Figure 5.2) but the border pri iar. M.ore specifically, t ej
when they sell good 2 to Partner rises —from P’ T'to P”. Nothing TS dpr ice f_acmg que expox.“[ers
they did not liberalize), but RoW exporters face a lower border price for t}?mesnc prices in RoW (since
trade volume effects are similarly simple. Partner imports rise from M’ to s elr exports to Partner. The?_

rise; using the terminology from Figure 5.2, Home exports to Partner ri and’Home exports to Partnel

Partner fall, as in Figure 5.2. rise from Xj to Xy . RoW’s exports ©

5.2.2 Welfare effects

The welfare effects are also just a matter of addin i i

g.e. in’ the market for good 1), Home gains the us%;{)j:h—?— erfiCtg :ilhiit::tlgita ll:?:g o ITOI;H;I'S img %rgsgis /
3 ) (Vi 5 £ : ~N& s

w(;ﬁl:rz i}f(&zt;i; I::;ka?t ﬁgfz;lezlzieﬁ?mels s%tganon is shown in the left-hand panel Is)(a)mi;3 g(;ins zl:za D. The ’
It is useful to study the welf: lifi'a PO Lh,l % as a result of the assumed ngmetr’g of goods and nations
g tations o b aredepects a bl!; more closely, using Figure 5.8. This diagram shows only the
Home imports and Raitner exe als T;lrtn.e {¥LO b_e concrete, suppose this is the market for good 1, which
Sty Ll el tﬁgr S. ? dlagrjam is based on the two right-most panels of Figure 5.7 but W¢
R areas. In particular, the trade price loss associated with C s here spi*
, Cq1 9, for a good reason. ki

Recall that Ho i
(from P’ — T to P”T?I‘i?esgisrs(ila:e: 2(? eﬁi;use. the tariff cut raised the price it paid for imports from Partn®

Partner (M'—X}). Home’s loss of C 1, dentifies how much it pays for the units it continues to import fro™

of Cy, however, is exactly matched by a gain to Partner of the same Siz€; b4 k
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Figure 5.8 Welfare effects of a customs union in detail
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General equilibrium effects: second-order terms of trade changes

Lastly, we must consider the indirect or Second—rO}md 1mphcat10ni of ;1;(2 nguced e Tilte imports

RoW experiences a reduction in the value of its exports, yet a.s s ey ST
from Home and Partner. While this sort of trade deficit may be sustaina § S
must turn the situation around. In the real world, this is usually .accorr;llrl)ihs ea ke;g e
NS WOrsenmgll e llj = - moxr'ltztaflrrgr:r;lho:s)é twc? gtl)untries more expensive. Both
and Partner cheaper and simultaneously makes impo ik B

itive welfare implications for the Home and Partner countrles,‘theg earn mo

Zigggtzstgags\gojrﬁvpag less for tll)leir imports from RoW. This is a further negative trade price effect for

RoW stemming from the general equilibrium 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

trade among themselves but it also committed them to completely harmonizing t

heir tariffs on imports from
non-member nations. In reaction to this customs union, other western European nations formed another

trade bloc — known as the European Free Trade Association (EFTA) - in 1960. This Was not a customs union,
only a free trade area since EFTA members did not adopt a common externa] tariff. (See Chapter 1 for details.)

What are the key differences between a customs union and g free trade area? Why did the EEC go for
a customs union while EFTA went for an FTA? We address these questions in order, starting with the main
economic differences.

g all tariffs and quotas on
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tariff tr;:qtr:]o”b- lh( monitors and computers from Asia,
Nt atment if the final price of the good is more than
ponents. For many products, the rules can be much

Ply with, rules of origin can act as trade barriers, or as
ur§ trade agreement. A good example of this can be seen in

third of EU imports from developi eV?IOme nations. Brenton and Manchin (2003) show that only
i he EU market with pmg countries that were — in principle — eligible for preferences actually
entered the - ; redgced duties. The reason is that the EU’s rules of origin in developing nations’
eXPO;tSe)EIe)gl;teiz ;):esf;ng) Cl;) thtl}? Q)Eal:e VSLY difficult and expensive to comply with, so the developing
giit;)n and pay zero tariff. Pay the EU's high common external tariff rather than comply with the rules of

An additional problem with rules of origin is that they can end up as hidden protection. Since rules of

origin Qe SP901fled at t}}e product level, they can be difficult for non-experts to evaluate — just as is the
case with technical barriers to trade. As a consequence, rules of origin are usually written in consultation
with domestic firms that have an incentive to shape the rules into protectionist devices.

One great advantage of a customs union like the EU is that firms do not have to demonstrate the origin
of a product before it is allowed to cross an intra-EU border duty free. Any good that is physically in
Germany was either made in Germany or paid the CET when it entered. In either case, the good deserves
duty-free passage into 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 dumplpg duty since external tariffs
must always remain constant. Likewise, nations typically reduce their tariffs in the contgxt ‘of GATT/WTO
negotiations. For a customs union, this requires all members to agree on a common negotiating position on

every single product.
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¥ This section extends the basic Figure 5.4 reasoning in a way

: is i to do since frictional barriers cap
referential frictional barriers liberalization. At a basm'level, this liv (ZL;UAS we shall see, for such barrierg
Ee conceptualized as tariffs where the tariff revenue is .thrczwn r[?bjguitg e
Smith’s certitude and Haberler’s spillover still hold, but Viner's a

5.3.1 Price and quantity effects

To keep things simple, we continue to work with the s.impl : ; Note that the ‘ari ff equivalent’is 2
they all initially impose a frictional barrier whose tariff equivalent = T OLEd O e EArite T that
useful way of measuring the importance of a frictional barrier ;in}fe g lde::;filsz the s ) =
would drive an equivalent wedge between the border price and the Hom % :

To be specifi(}:, we assumegthat Home and Partner fully remove the frictional barrier f)n each 'ot.her
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. NN

Not surprisingly, the price and quantity effects of the preferential liberalization are very snpﬂar to thoge
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 7" 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:

ified reality of three nations, and we assume that

e lowers Home’s domestic price from P’ to P,

e lowers Home’s border price from P’ to P”

e raises the price received by Partner exporters from P” — T to RL:
e lowers the price received by RoW exporters from P’ — T'to p” _ I

The quantity effects follow from the price changes. Namely:

e Home imports rise from M’ to M".
e Partner exports rise from Xp to Xf.
® RoW exports fall from Xp, to X7,

Combining the last two, we see that supply switching still oceurs

9.3.2 Welfare effects

The welfare effects on Hom i
il € are simple. As with tariffs ¢
F (ol ariffs
Vi:ef’ in Flgurg 5.9. F‘hlls 1 not offset by a loss in tariff r,ethe ol
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1S — always lowers the price that the nation p-aU ;!I?(())VI'?Q fr
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cal studies is that t '

spect of these b s d by the euro’s bilateral cost—lowering

' ing harme ‘
ey EfsliI:i%rs are actually helped. The estimate of these

uro’s impact suggested th
lowered these to a range (0)
Rose, 2017, for a discussion

The earliest estimates of the e
Refinements in empirical techrliqt(lese
members of the Eurozone (S€ .

er?do f}lvgl]m they vary so much). One interesting &
diversion. Thatis, instead of the exports of non- g
effects on trade among Eurozone members, the exports O O G i G by |
negative trade diversions are about half the size of the tra i S e i

: : o
The logic of this negative trade diversion helps focus attem:lor(l1 (t)nsell to France and Germany would have
barriers. Before the euro, an exporter from, say, Japan, who wanted to

_euro currencies). These costs
to invest in dealing with French francs and German marks (thg names olf the g:igel:irealing e
could involve currency conversion, settling up bank accounts in the lgca curl”f é i B
account issues, and the like. If the firm wanted to then export to Italy, it V‘fould Zce \Iu one set of such costs, since
in dealing with Italy’s old currency, the lira. After the euro, the Japanese fum had or 1?1 e ot e < forn’1ation
there is only one currency for all members of the Eurozone. This makes 1t €asy VDI S o
of the Eurozone could boost trade among Eurozone nations, but also from outsider nations .

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 mejngs (]ir.lking production sharing apd deep RTAs) help to explain the seemingly paradoxical rise
of deep mtegratlon while preference margins are shrinking. The idea is that partners are not primarily
exchanging market access, they are eliminating beyond-tariff barriers to trade and investment.

5.5 WTO rules

The world trading system is governed by a set of rules overseen
The most important guiding principle of the GATT/WTO is non.-
§o-called most favoured nation principle, or MFN for e
impose tariffs on a non-discriminatory basis. Of course, all of th
Zﬁﬁﬁiﬁmﬁf“cﬁe -0 wl;g isitallowed? As it turns out, the GATT created an explici B
wished to m.atintatirrllS éxmfﬁigfeiésgg? ole was important for some of the early GI)X(’I;TClt 100phole.for i1t
arrangements (especia members since they

ll tain’
The loophole, formally known as Article 24, specifically aj) Y Britain’s Commonwealth Preferences).

by the World Trade Organization (WTO).
discrimination in trade policy, that is, the
his says that hations should, in principle,
€ preferentia)] liberalization discussed above

few restrictions, the most important of which are: WS preferential liberalization, subject to 2
® Free trade agreements and
customs uniong
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3 ate tariffs on ‘s ially all
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For a customs unio
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) ) mbers canno ore the custq :
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5.6 Summary

This chapter introduced the verbg] logic
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studied the price and quantity

; : )oints are:
. Formation of a preferential trade arr I i

area, tends to lower domestic prices
liberalizations also produce sup
member-based suppliers,

as the EEC’s customs union or EFTA’s free trade
S overall, but the discriminatory aspects of these
S to say, a switch from non-member suppliers to

price) effects. call trade volume effects and border price (or trade

» The welfare impact of preferential tariff liberalization i
called Viner's ambiguity. The deep fundamental reason is
liberalization part — what Viner called trade creation
the discrimination part — what Viner called trade diversi
nations is always negative.

S ambiguous for the liberalizing nations; this is
that RTAs are discriminatory liberalizations; the
— tends to boost economic efficiency, while
on — tends to lower it. The impact on excluded

« Estimates of the welfare impact of trade liberalization in the NICNIR setting are inevitably very
small. This suggests to most observers that one has to look to more complicated frameworks
if one 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, theref(?re, that the
outsiders would react either by forming their own prefgrential arrangements (gs happen.ed in the 1960s
with EFTA), or by deepening the integration between outsiders and thg EU (as outsiders did in the 1.9705 and
again in the 1990s), or by joining the EU (as nine formerly outsider western European nations had

done by 1994).
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a unilateral preferential liberalization. (Historica il BT join customs unions for .polm(‘.d] ‘
result led Cooper and Massell to suggest that Sma.l A realizing that a customs union alsg
reasons only. You can see that this is only a partial AL ¢ how Home gains from Partner’s tariff
lowers tariffs facing Home-based exporters.) 'TTU tf) flguri? ouu o definitely whether Home gains
removal on Home-to-Partner exports. After doing this, see 11 yo You should also be able to show that
more from unilateral free trade or from joining the_a customs uIIlOI; and join every FTA that it can.
the optimal policy for a small nation is to have unilateral free t.ra € e R i tha RoW is
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4 (Growth effects and RoW impact) Suppose that signing an FTA between Home and Partner prgduces
a growth effect that raises their income level and thus shifts their /D curves upwards. Use a diagram
like Figure 5.4 to show how big the upward shift would have to be to ensure that RoW did not lose from
the Home—Partner FTA. (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?
9 (Hub-and-spoke bilateralism) Using RTA diagrams, show what the price, quantity 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
Fanffs on .the trade between them). Assume thgt there are only tariff barriers in this world, that all
import tariffs equal 7. Be sure to look at the price, quantity and welfare imp
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Annex: Discrimi | e
Minatory liberalization: small

Country case

that Home initially imposes a tariff of 7' on imports from A and B.
nd Home are perfect substitutes.) The Home nation is assumed to
th countries. The idea behind this simplification is that Home is so
as it wants without affecting the price. Specificalhy, the import supply
curves from A and B are the flat curves at the levels P, and Pg. We can see that country A producers are more
efficient since they can offer the goods at a lower price. That is, importing from A costs Home consumers P, + 7,
while importing from B costs Py + 7' 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 7S;. 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 P, + 7 and, beyond that, it follows A’s import supply curve. The
equilibrium Home price (i.e. the price facing Home consumers and producers) is P, + 7, since this is
where total supply meets demand. The border price, namely, the price that Home as a country pays for
imports, is P,. ]

Next, we ask what would happen if the tariff were removed ona discrir.ninatorg basis; that is to say, 1f it
were removed on imports from only A or only B. Both cases must be considered. We turn now to the price,

quantity and welfare effects of the two cases.

(Goods produced in the countries A, B a
face a flat import supply curve from bo
small that it can buy as much or as little

Figure A5.1 Price and quantity effects of discriminatory liberalization (small nation)
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CHAPTER 5 The essential economics of preferential liberaliza

: < liberalization with low-cost country
AS.1 Price and quantlty analyS|S, I|bera||zat|0n Wi rtner, namely, A. The total

: : ? trading pa '
In the first case, the liberalization 1 applied to Home's current g Home production falls

: ion rises
supply curve becomes 7iSs, SO the Home price falls to Py. Home consum;;)rtlla e )
imI;)I())rts rise and nothing happens to the border price of imports. To sum

i ' oods falls to Py.
. The price in the Home market of both imports and Home import-competing g
« Home production falls from @ to Q-
« Home consumption rises from Q4 to Qs.
i e between @; and Q.
« The import volume rises from the difference between Q5 and Q4 to the differenc 1 6

; iti tax) remains
« The border price (i.e. the price of imported goods before the imposition of the )
unchanged at P,.

With some thought, it is clear that discriminatory liberalization with the low—(.:ost couITU"!J has th;? sam? angcf
as an MFN liberalization. After all, both types of liberalization remove the tariff on all HHPOIttS (t f_f pr .e erentia
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

Aswith the price and quantity 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.

o Government revenue falls by C + H.

The net effect is unambiguously positive and equal to (B + F + G) and MD+I1+J)

Figure A5.2 Small country welfare analysis
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45.3 Liberalization With high.cnes .

~
*YUal COuntr,-
iy

o 4 SR O " » COUNCry: Supplh itchi g
The analysis is only slightly trickier When the preferémi;l ‘? : jI/ o
O gl
untry'
o raphically, as shown in Figure A5

|

angement jg signed with the high-cost
call that since country B g the l) - t;hls oL @ total supply ¢y, Of TS, and a Home price of

Py Re Granting duty-f 19h-cost Supplier (je. Py is aboye P,) nothi ' I'tpd f

B initially. raz g 3 Bg— ree accgss t0 goods from B artificiallg changes the relzgt;i\zai;mpotit?V IIO:;

of goods from A an '~ at least in the eyes of Home consumers, Goods from B cost vasflilel eOOedS

from A cost P, + T. Qulte nftturallg, Home Importers of goods wil] divert all their impo;t d:mand fr%)m A

towards B. We call this the SUDPIU-SWitChing’ effect of discriminatory liberalization; it is the first of two

elements that arise with discriminatorg liberalization butd ise wi iscrimi ' izati
e Or g :
Note, however, that dlscnmmatorg hberaﬁzation d 10t arise with non dlscnmmatorg liberalization

, ; O€s not always | itching. h
itis done with the hi gh-cost country, Ys lead to supply switching. It can only do so when

.The second novel aspect of diSCriminatorg 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 rajse the cost of imports to the country as a whole.
To summarize, there are six price and quantity effects:

I The preferential liberalization increases competition from imports and thereby forces down the Home
price of locally made ang Imported goods to Pg.

2 Consumption rises to Q5.

3 Some high-cost Home production is replaced by lower-cost imports, This amount is equal to @ — Q5.

4 The new Home production level is Q,.

J Imports from A are entirely replaced by imports from B and the leve] of imports rises. S

6 The border price rises. That is to say, Home now pays more for its imports (namely, Py) than it did
before (namely, P,).

is: i izati ith hign-cost country
; lization with high-co ' .
A54 Welf.ar e analySIS. lli)l ef;)an imports from the country that initially sells nothing to Home, the
v e: thef ft:mffs come %ngn ;)mgiguous To summarize using Figure A5.2, there are three welfare effects
Ie effects turn out to be :

\ X ny DCR barrier):
ofa dISCI'irninatoI”y liberalization of a tariff (or any

+ D.
! Home consumers gain the area A + B + C
s e Coearea Home welfare; the change being — C — H.
3 3 A ; rs Hom 4 | el R
All tariff revenue is lost. This lowe igntie e o o discrimilr\llatt?w t;m.:f:h h?;avl‘f;;;iz
i a g iguity. Notice that the
the e acliect 12 0 0 1B Thli n'll'l?ls is the so-called Vme‘r in;it;legsuianﬂﬂs case) and the change in
i "efore hag ambiguous welfare effec 151 uantity of imports (whic
paCt @ e in the q]
Pends only on the chang

fep Tice of imports (which also rises in this case)






