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The Contribution of the European
Community to Economic Growth
An Assessment of the First 25 Years*®

A.]. MARQUES MENDES*®

INTRODUCTION

It might be expected that the principal criterion for a decision on forming or
joining an integration process would be the anticipated impact on the real
per capita income of each Member State. However, almost all the literature
has rclied on Customs Union Theory which can only be expected o provide
a valid evaluation of the effect of integration if it is also accepted that
integration can be equated with the formation of such a Union. This is
obviously not so in the case of the European Community. Furthermore, a
fundamental problem with this theory arises [rom the fact that while
attempting to illuminate the gains to be made from forming a customs union,
the theory appears to provide a basis for empirical assessment but certain of
the concepts emploved cannot necessarily be measured operationally.

Following the Vinerian tradition, empirical applications of the theory
have concentrated on measuring the trade creation and diversion effects
which, once calculated, are converted into welfare benefits and costs by
estimaring the welfare ‘triangles’. But, these welfare estimates cannot
properly be seen as equivalent to changes in real income; nor do they cover
all of the important effects of integration [see Mendes, 1985]. It is, therefore,
not surprising that a considerable amount of effort has been devoted to
overcoming some of their limitations and to accounting for other effects.
[See: Krauss, 1972; Verdoorn-Bochove, 1972; Mayes, 1978; and Jones and
El-Agraa, 1981 for surveys].

*I would like 1o acknowledge previows discussions with both Professor Thirlwall and Professor
Robson. However, they are not 1o blame for any remaining errors or shortcomings which are my own

responsibility,
**The authaw is presently on leave from the Universidade de Coimbra and 1UBT at Covilka, He s a
Member of the Eu fopean FParliament where he sits on the Economic Committes.
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In particular, attention has been given to the so-called ‘dynamic cllects’.
Although these are not precisely defined, this term has been taken 1w
account for induced investment; increased efficiency arising from
cconomies of scale, x-cfficiency, learming-by-doing and reduced transport
casts; balance of payments impact; wage-price eflects; and even terms of
trade effects. However, the few attempts to quantify these eflects all suffer
from severe limitations because of the crude nature of the calculations and
assumptions and because of the partal nature of these studies. In fact, they
do not come to terms, in any substanual way, with the inadequacy of
estimates of trade creation and trade diversion based on customs union
theory.

Our point of departure here is that the trade crearion and trade diversion
concepts cannot appropriately be used to measure growth effects. Not only
are such static concepts ill-suited to dynamic measurement, but (i) the
balance of payments does not automatically adjust; (ii) there are some cases
where trade ereation and trade diversion cannot be empirically measured;
and (i) in the case of the EC such estimates would be grossly incomplete
due to the existence of Common Market policies.

In this article we shall briefly present a new methodology to measure
the efleets of integration, In so doing we will adopt the view that “a
primary economic incentive for states to enter into arrangements for
integration is the prospect of economic gain, in the shape of an increase in
the level or rate of growth of output” (Rebson, 1984) and we will try o
measure the cffects of integration on the growth-rate of Gross Domestic
Product of each EC Member State. We take the view that, for this pur-
pose, the total rade effects must be considered in evaluating integration,
regardless of whether these come about through trade creation/diversion,
external trade creation, trade reorientation or trade suppression. If it is
accepred that integration effects are mainly derived from trade, then the
most fruitful procedure for measurement is to use the forcign trade multi-
plier. with export growth as the major component of autonomous
demand. The methodology, which we call a balance of payments con-
strained growth model framework, derives fram Thirlwall’s (1979; 1982)
contention that the balance of payments position seis the limit o the
growth of demand to which supply can adapt, and that thercfore the
long-run growth-rate can be approximately gauged by the so-called
dynamic version of the oreign trade multiplier. Alter a brief presentation
of this methodology! we set out a long-span cvaluation of the impact of
integration on growth within the European Community, and we conclude
with some comments on policy implications.

A foll descniption of the methodelogy ¢an bt obrained from the author together with derals of the
catimation of the rade Bow impacts which reston an improved version of the weighted shase techaique, Tt
should be borne in mind that the estimation of trade flow impacts remains crucial since these are the basic
input” for wsing this new methodology.
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The Balance of Payments Constrained Growth Model Framework

We start from the basic national accounts ex-post identity:
EY=BA+RBY-FREM 1)

where P4 is the index of domestic prices; Y is national income; A is domestic
absorption; Py is the index of foreign prices; E is the exchange rate measured
as the domestic price of foreign currencies; M is the volume of imports, and
X is the volume of exports.
In real terms:
¥ £
Y=44XY- %-.-'lf 2)

thus any excess of real expenditure over real income will have 1o be met by
real capital inflows (C); that is, the overall balance of payments identity
becomes:

BE
Y=-Z2ZM+C=0 3)
£
Now let M = KY where K is the average propensity to impaort sa that:
y=1_ I-PC I}\ %)
K HE

Denoting the terms of rrade [—E’F—'} bv G and rewriting the balance of
pavments identity as X + C ="GM, which, after substitution in 4) and
taking growth rates, gives:

y=m—=£k )
and similarly to measure the ellects of integration,
Ay = Am— Ak 6)

that is, the change in the growth rate induced by integration will equal the
change in the growth rate of the imports minus the change in the growth of
the average propensity o import.

Now, given estimates of the effects of integration upon imports, the
corresponding change in the growth rate ol imports is casily estimated as:

!
Am=——0— (i —m) 7}
M-—-1T
where [ is the import volume generated by integration. Giventhat K = (/ —
Y4 dm the change in the propensity to impaort can be estimated as:
mAT — aAm
Abk=Am+ ——— a)
afa—An)
where 7 is the income elasticity of demand for imports,
Finally, the estimate of an overall effect of integration upon the growth
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rate can be obtained as:

TAm—mar
o 9)

n{n—Ax)

It is clear from this expression that the ulumate eflect of integration upon
growth depends both on changes in import volumes and on the changes in
the income elasticity of demand for imports.

Furthermore, if we substitute Am in expression 9] by expression 7) we can
derive an important result concerning the conventional customs union
approach; that is, the occurrence of net trade creation is neither a necessary
nor a sufficient condition for a positive contribution to growth. In fact, there
are several possibilities ol obtaining a positive contribution depending on the
values of i and Amn. For instance, if we adopt the conventional simplification
of identifying an increase in imports (1>0) as being trade creation® and take
the hypothesis of ‘once-for-all’ effects (i.e. i = 0). then a positive contribution
to growth would require a reduction of the income elasticity of demand for
impores [fﬁ:rr:—:tg"”—f_—'.—)].

However, perhaps more important than the total eflect is the possibility
that the effect on the growth rate can be [urther split up into its component
parts. This will be done in the following way:

First, the effect on the change in the terms of rade (Ag) can be obtained
from the balance of payments identity, as:

As=AX+C)— Am 10)

in which case we need to split up into their components the volume of exports
and the capital flows; thatis, X = X'+ EandC=C"+F, +F.+ ... +F,
where X' and C’ stand lor export and capital Hlows without integration and
E is exports induced by integration and F is capital flows induced by
integration (budger, labour remittances, private investment, etc.). How-
ever, an interdependence problem arises since capital flows induced by
integration (F) are not exempt from terms of trade effects. In fact, it can be
seen (Mendes, 1985) that capital Aows induced by integration are:

F=[(6G—-AG)+ MAG—E 1)

where ' =T, + F, + . .. + I, stands for the various capital effects which, in
the EC case, we restrict to the change in current balance due to trade flows

“Here we use the change in total imports (1) duee 1o integration 23 the closest measure of the true trade
ereation elfects, because it also includes external trade creanon, This seems reasonable on the assumption
that trade reorientation and rade suppression effects are nil or that they cancel out. The alternative of
using changes in imports from the partner countries as an indicator of trade creation that is followed by
et erpparical suedes ogoires & suicies sorsion ol thiz 2aoe asumptiva while dsregandiog catcrnal
trade creation. Furthermore, the alternative approach also needs o presume that trade diversson effects
can be measured empincally or that they are negligible, which is very douhaiul.
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(F,): labour remittances (Fy); direct foreign investment (Fy); net budget
payments (F,); and a residual (R =F, + ... + F.) accounting for errors
and omissions.

Now, given that Fa, Fy and Fy can be independently estimated and
assumed not to be influenced by changes in the terms of trade, and if we
further take the change in the current balanec as Fy = | — E, we then end up
with an interdependence and error term, which is:

AGI=M)+ R=1(G—1) ~ (FstFs+F, 12)

Finally, given these estimates, we can assess their contribution to the
growth rate of capital and exports fA(X + C)] from the following
expression:

(Ee+Ff+ ... +Ef ) ~ (Xx+Cr) "[""”'*‘;’f i +h
AT

Al X4C) = o s
{XHC )= (E+R+ v HE)

by successive adding up of esumated capital flows auributable to integra-
tion,

In conclusion, from cxpressions 13), 10) and 8) we can estimate most of
the previously identified effects of cconomic integration, which make up the
total effect on the growth rate of individual member cconomies; that is,
growth of export volume; change in the trade balance position; change in the
propensity to import; terms of trade changes; labour remittances; foreign
investment; and net budget payments. We can summarize the main features
of this new balance of pavments framework as follows:

Firstly, since no country can grow at a faster rate than that consistent with
balance of payments equilibrium on current account, unless it can finance
deficits, and as every country will have a growth rate consistent with overall
balance, the new framework relies on using the forcign trade multiplier in its
dynamic version which is better suited than the static approach used by
customs union theory.

Secondly, instead of relving on the trade creation/diversion and welfare
measures, the new framework uses total rade effects w estimate changes in
output which are both simpler to estimate and more appropriate to use.

Thirdly, the new framework also takes into account the import side
through changes in the income clasticity of demand for imports. This is
par[icularlg.' impnrtant because we cannat CRpcl an au tommatic adjus[ment
of the balance of payments.

Fourthly, it also shows that the occurrence of net positive trade creation
cffects (1 > 0) is neither a necessary nor a sufficient condition to obtain an
INCreass 1n uutput.

*The derivation of this expression can be found in Mendes { 1985),
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Finally. the new framework accounts in an integrated way for the most
important effects of integration, namely: trade effects, terms of trade changes
and factor mobility.

We have estimarted (see Mendes, 1986) the various integration induced
effects required to use the balance of payments approach presented. We now
proceed to the presentation of the resulis relating o the performance of the
EC, fbllowing which we will draw some policy conclusions.

Integration in the 19605 — The EC, 1%1-72

In Table 1 we see that the most important finding is the large effect that
integration has had on growth. Even if the overestimation was 100 per cent
we are still left with values slightly higher than | percentage point. These
values are much higher than sugeested by previous swidies [eg. Balassa,
1975], and for the most favoured countries (Netherlands and Belgium-
Luxembourg), integration accounts for around 35 per cent of the actual
growth rate experienced by these cconomies.

Tahle 1

Jetrgraion effects om the S fremdd groath rate o murmber rountrue
EC5 155 1-72

Comnbunons wo growth Cermany  France Tealy  Metherlands  BelgiumeLusx.
Actual growth rawe 30 3.3 .97 317 +.56
|=Crrowth rate due 1o EC — 0.2 —2.71 104 254 245
[1 = —2—F+{+3+6+7+8]

Which was made up of

2=Terms of trade changes 0,02 057 0.9 015 =017
3 Change in propensity o import 2% 7 %) 112 0+ 116
Hroweh of export volume 3.52 1.25 7 £ 1.56
$Change in the trade balance position  —0.45 —2.04 Q.05 — 0% -0
A Net EC budges payments =014 0l =0 IR niz 003
T-Fortign investment -1.02 =05 =513 —.13 —0.07
f-Rridual + eroors 034 .64 —0.28 —0.43 —~0.43

[B={1+2+3) — (#+ 546+ 7)]

MNotes: Ag dehined in the model 2 negaove stgn of the terms of trade means an improvemens; - The wotal
elfect may differ from the sum of its components due (o rounding.

Furthermore, although during this period other important  tarifl
reductions were agreed within the GATT arrangements [the Kennedy 1964
and Dillon 1968 rounds ol tarill reduction] there is no doubt that the bulk of
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the growth achicvement must be attributed to the formation of the European
Community.,

The second most striking result is that those countrics which did not
benefit from integration were the two major economies, Germany suftered
very slight loss and France apparcntly sullered a major loss {although this
might be overestimated).

This result contrasts (particularly in the case of Germany) with a large
wrade creation effect (see footnote 2), which most countries experienced in
spite of some relative trade diversion o the United States,

However, as ane would expect from the opening of individual markets,
there was also an offsetting increasce in the propensity to impm'l} which
reduced the growth resulting from increased export growth. These two non-
benefiting conntries were the ones with the largest increase in the propensity
to import. They were the only ones to experience a signilicant positive shift of
their income clasticity of demand for imports which was large enough 10
meet the case in which a country will experience a loss in spite of having
benefited from trade creation. These results clearly confirm the claim that it
may be misleading to rely on estimates of trade creation alone to assess who
gains from integration when the question s looked atin a growth framework.

[t must also be emphasiced that during this period the most important
contributions 1o the growth ratc came from the growth of exports. Other
mechanisms such as the budget or foreign investment plaved a relarively
small part in the process. The only country to be significantly affected by
budgetary transactions (but negatively) was Italy, in spite of its being the
rH"HIn‘.'H! mt‘.mht'.r.

As far as the terms of rrade are concerned, Belgium-Toaxembourg was the
only country to experience a significant positive contribution resulting from
an improvement in the terms of trade. In all of the other countries there wasa
negative effect. It should be noted that this effect is measured against a
background of a generalized improvement in the terms of trade over the
perind. This result contrasts with the suggestions given by Petith (1977) that
improved terms of trade could be the single mostimportant gain ofintegration
inthe EC context. However, his other suggestion, that under his assumptions’
the smaller the country the larger the terms ol trade gains, seems 1o be
confirmed during this period. Finally, it may be noted that the poorest/
weakest economy ([taly) was the one which experienced the largest loss.

As o the eflects resulting from the increased mobiality of factors, here
grossly called foreign investment, we see thart all countries were negatively
aflected, although this was only significant in the cases of Germany and

Toa large extent, this rellects the oocurrence of trade creation effects, given that they determine the
change in the growth rate of imports and have an important cffoct on the changes in the income elasticity
of demand for imports (see expressions 7 and B above ).

at s, asauming the same prre-unin taridT and that price elosticities amd cross elasticiies are not

sensitive 1o price changes which, as he recognizes, are awkward assumpeions.
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Italy. But, given that there was only a large outflow of capital in the case of
Germany, itis logical to admit that the Italian position might be largelv due
to the interdependence effects between the terms of trade and imports.

The EC after enfargement — 1974-81

For this period, a larger and more disaggregated set of data were used which
increases the reliability of the estimates. The only exception is that of the
Netherlands where the problems relating to the estimadon of the home
market may have imtroduced a substantial bias. There 15, however, a
qualification that must be made before procecding 1o the presentation of the
results. It concerns the option of using all wrade effects, and not just those
referring o trade between new and older members. Apart from minor
arguments, such as those concerning the possibility of trade reorientation,
the central reason for so doing is that during the pefod of analysis there was
a general upsurge in protectionism. This had two main conscquences: one
concerning the increase in the EC’s own level of protection, mainly through
non-tarifl mechanisms (that could be transformed into their tariff equiva-
lent), which can be interpreted as a rise in the common external rariff; and
the other (probably the most important) concerning the increase in
protectionism elsewhere in the world, particularly by other OECD count-
TS,

This last phenomenon, which can be compared to a case where the ‘restof
the world’ 15 retaliating against the customs union, cither by increasing its
own level of protection or by forming 1ts own customs union, has not been
dealt with in the theory, and its consequences in terms of global rrade
creation and diversion are not clearly identifiable. However, itis plausible to
accept that, faced with increased competition outside the union, the EC
countries were likely to react by increasing the share ol intra-union trade. In
fact, the estimates presented in Mendes (1986) confirm that the increased
intra-trade between the older members was quite substantial, which gives
support to this hypothesis. It therefore follows that integration effecrs in the
period 1974 81 are a consequence both of the enlargement of the EC and of
increased protection on a worldwide scale,

Turning now to the results presented in Table 2 we can abscrve that the
effects of integration continue to he quite substantial and mostly positive.
Denmark, one of the new members, is the only country that has apparently
lost from integration, mainly because it did not have a signiicant amount of
trade creation, which denoted a small increase in total imports and even
showed a declining trend. France, in contrast 1o the earlier period, was the
country which fared best in both absolute and relative terms, with over half
its acrual growth rate accounted for by integration eflects. Comparing the
performance of the new members with that of the older members, the new
benefited least in absolute terms, although relative 1o its actual growth rate
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Talle 2

Iutegratiom effects om the growih rele of meaber countrier

EC5 1597181
Caniribntoon: lo g.r_n.!d: Cermany  Frescr fraly  Neth) Brigda. 1K Delesd Dexmert
,-]L‘Mﬂffwﬂ'!f"-‘” 265 266 EFF 19 203 1M 184 LR

dur 1o EC g8 137 042 03F 071 037 03 -0&
1 {leannth g 10 £4.

1= —2~3s1samils e

Stade up ol .

2-Terms ol irasdr changes —G0L 039 005 007 —-022 -031 032 -151

3-Change in propeasity o import g 07% 040 0@ 057 (32 3 021

F-Growth of exports of 002 030 007 233 02 079 29§ -008
manulacTures

3Change in the wade halance of 7 06h —083 =266 D7 050 =077 -1BS
manufacreres

B Growth of cxports of food 0.5 135 014 1} 042 04 LIZ 0358
proaducts and beverages

T-Cihanye in the trade balanoe of =04 —1.5—-035-037 00] ~198 -05 <046
fiwnd and bBeverages

8-Expaort gaing due 1o incrrazed 002 —-007 =010 -063 =013 003 -0 -047

prices of focd
Q- Change in the balance of price ={1.24 06 O (07 =012 -0 036 Q.12

rifects of toral impunts on
agmiculiura) goosds

10-Net CAP— budget payments =005 008 006 026 006 ~032 08 009

T -amtal CAP cffeers =021 .23 —015 a5 028 ~1 72 147 45
[11=6+7+8+0+10)

12 Net pon-CAF budger pavInents .08 0042 (X 0 00% 008 05 008

13-Labemr rermittances kR : o

la—-Direct foreign investment .35 003 =004 =253 —002 00 020 I ED
15-Interdependence eiffect =025 000 oy? 19l 009 -4’ 137 —-07d
16-Residual + errory L6 072 L0 149 043 LIF -D32 uh
[lo=[1¢243) = (4+5+11+ ...

+15}]

Source: Mendes (J956}

Noter: — As defined in the madel a negative sign of the terms of wade means an improvement. The total
may differ from the sum of its components due (o roundiag. Appropriately the CAP total should alsa
include effects on the terms of trade and propensity to import. The wial CAP effects are therefore likely 1o
be upward/downward biased. Trade estimanes for the Netherlands are upward bizsed due 1o entrepot
trade,

I}~ Estimated jointdy and without considering total capital fows,
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the UK apparently experienced a larger benefit from integration than the
Netherlands and Italy. This performance deserves special mention since
large sectors of public opinion in the UK believe that integration has
worsened the rate of growth through adverse balance of payments eflects.
Bur in spite of the adverse effects of the CAP, the results show that
mtegration accounts for about 30 per cent of growth during this period.

Vhe brcakdown of integration effects shows that the most important
driving force was still the growth of exports, although in this period it was
less dominant. Furthermore, an important part of this eflect was the growth
of exports i the food and beverages sector. In this periad, as expected, the
offsctting effect of an increasc in the propensity to import was much smaller,
with the exceprion of Ireland. In this regard, Ireland contrasts with the
former EFTA members (UK and Denmark) which had a much smaller
change in their propensities to import. The explanation lies in their existing
membership of EFTA and the associated links between these two European
groupings.

The terms of trade eflects, as in the previous period, were small, although
the trend is now generally reversed. Only [taly, the Netherlands and Ireland
suffered a loss in this respect while all the others experienced a positive gain.
Moreover, in contrast with the 1960s, this cccurred during a period when the
global terms of trade were deteriorating, On this account, there is some
evidence (albeit weak) to suggest that an economic union may be more likely
t secure gains through terms of wrade improvement during a cyclical
downturn than during an expansion. On the other hand, the view that the
weaker members (Italy and Ireland) are the ones more likely to suller from
adverse terms of trade effects is further reinforced. This time, the result for
Ircland seems to reject Petith’s conjecture about the gains to smaller
economies, except that Ireland had a much higher initial level of protecrion
which could make the result consistent with his prediction. Finally, the large
benefit to Denmark probably reflects the measurement problems.®

Turning 1o factor movements (one of the kevstones of the Rome treawy),
the results do not suggest that they have had any significant impact on the
growth rate. First, labour remittances, which were only estimated for Italy,
had a very negligible effect. Likewise, the effects on growth of the changes in
dircet foreign investment were also negligible. The only exception is the
Netherlands, but here the effect is most likely due 1o substantial disinvest-
ment abroad and to North Sea oil-related investment rather than o
integration eflects. However, an important difference relative to the 1960s is
that during this period foreign investment generally had a positive effect on
growth.

Let us now consider the Common Agricultural Policy, the only comman
policy which can be identified separately and treated ata very disaggregared

“Its value should then be seen jointly with the error term and the interdepradence verm.
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level. The first point under consideration is whether the CAP has been
inefficient to the extent of causing a reduction in the growth rate of member
ceonomies. The answer cannot be entirely conclusive because it depends on
the assumptions made. Assuming that it has not significantly affected the
propensity to import and the terms of trade, the canclusion is that, with the
exception of the United Kingdom and Germany (and 10 a lesser extent
Italy), all the remaining countries benefited from the CAP. Nevertheless,
this conclusion depends largely on the hypothesis that, contrary to previous
sugeestions, the CAP also had substantial effects on the external trade of
foodstufls. If we had taken the traditional hypothesis and assumed that all
the other CAP effects remained the same, then we would be left with only (1)
the increased price effects, which, although negative, were rather small; and
(it) the net contributions to the CAP budget. The net outcome would then
depend mainly upon the budgetary transfers, and only Ircland, Denmark
and Italy would have gaincd from the CAP. It1s interesting to note that in
this case, where only the budgetary and price ellects are considered, Ttaly
shows a positive eflect while the UK (the big loser from the CAP) sees its
negative effect substantially reduced to ~0.39. The assumption we make
regarding the effects of the CAP on the pattern of trade is thus crucial for any
assessment of its total impact on growth.

Finally, we must consider which countries have their integration outcome
significantly aflected by the net effect of the CAP. Were it not for the CAP,
the UK would abviously have had a large increase inits integration-induced
growth rate, but several other countries (France, Netherlands, Belgium-
Luxembourg, Ireland and Denmark) would have had their growth rates
substantially reduced. However, only Ircland would have changed its net
outcome to a negative overall effect. Thus if it were not for the CAP,
integration would have affected Ireland negatively.

We turn now to the effect of other common policies on growth. If the
assumption is made that they can be reasonably assessed through their
budqct.in elfects, then they had no significant impact on growth in most
countries, with the exception of Ireland and Italy. However, itshould also be
stressed that, with the exception of Denmark (with a very small value
anyway), no country seems to be losing on this account. This of course
contrasts with the CAP. Common pulicies other than the CAP (namely the
regional policy) would therefore seem to he more efficient in promoting
redistribution without hampering growth and, in some cases, even fostering
it.

Finally, an important question is whether the integration ellects have been
exhausted. We have seen that factor movements had a small, and sometimes
even negative, cffect on growth and that increased budgetary expenditure is
dependent upon a stronger political commitment to European unificarion;
we are, therefore, left with the fostering of exports which, in any case, were
the main transmission mechanism of growth. That being the case, and given
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that the promation of further trade through CAP mechanisms and
protectionism in general are not desirable, then the options left are the
arrangements for successive enlargements and the setuing up of export
promation policies at a Community level. These will be examined in the final
secuon.

Main conclustons and policy issues

In brief, we can summarize by saying that the main conclusion to be drawn
from the analysis is that for the past quarter of a century the EC integration
scheme has played a major role in the economic growth achieved by Europe.
If the estimates are accepted, we can say thatin 1972 the GDP of the EC was
2.2 per cent higher? than it would have been without integration, and after
cnlargement, in 1981, the GDP was 5.9 per cent higher. Given our rejection
of the ‘once for all’ hypothesis, this value was obviously compounded over
the time horizon that we used but, nevertheless, it clearly exceeds the
previously widely-accepted guess (eg. Lipsey, 1960 and Balassa, 1975] that
integration gains would barely exceed 1 per cent of the GNP. Finally, it is
important to note that our framework has confirmed export growth as the
driving element behind this process; in the 1960s it was largely supported by
the process of trade liberalization through tariff reductions, while during the
1970s it was mostly generated by the enlargement process itsell] in
conjunction with the association treaties with EFT'A and the upsurge of a
worldwide proteetionist trend. The role of protectionism in this process calls
for further rescarch but it can be seen that the analysis provides no support
for the widespread simplistic views based on a clear-cut choice between
liberalization and protection, and shows that the EC has a fundamental need
to develop an export promation policy — a view reflected in the following
discussion. The large gain estmated, however, was not shared equally
between all the participating countries. This is not a straightforward claim
that the EC has increased inequality in Europe, because the outcome in this
respect varies between the two periods considered, with the later period
showing a halt in integration-induced equality (see Mendes, 1986).

In considering other contributory factors to this growth clfect, we shall
start with the Common Market policies. With the exeeption of the Common
Agricultural Policy, the straightforward conclusion is that their impact in
tcrms of growth was almost nil. However, they presented the interesting
feature that almost everybody benefited from them. This underlines the view
that the European Community should reinforce its role and increase its

scope.
Regarding the effects of the CAP, the examination of its effects was more

"Ihe formal cetimates for France have been adjusted on an o bev basis, as described in Mendes {1985),
to take account of changes in rade which were maostly due to the effects of rrade with her former colonics.
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detailed and complex. First of all, there is no clear-cut answer because the
gains from the CAP were not shared by all countries. In fact, the losses
suffered by the UK, Germany and Italy meant that the EC as a whole had a
loss in 1981 of 1.7 per cent of her GDP, due to the operation of the CAP. This
being the case, the efficiency of the CATP at a Community level must be
questioned. The working of the CAP has been at the heart of most of the EC
internal quarrelling, although these quarrels have mainly been limited to
budget disputes and not to other issucs that our results have shown to be
more important. In the light of our results, and using the assumption that
everything else will remain constant, we shall examine the main policy issues
that have been present in recent debates.

We begin with the drastic policy option of dismantling the CAP. If this
were 10 happen, and assuming that il the member cconomies were left to
evolve their own policies they would not achicve a superior (global)
Community result, the UK. Germany and ltaly would increase their gain
from integration but, conversely, Ireland would face a severe loss: Denmark
would see her loss increased, and the Netherlands would be in a break-cven
position. Therefore, unless the UK, Germany and Italy were prepared to
compensate those who would lose if the CAP were dismantled, this step
would be unacceptable. However, the supporters of this option can add to
their battery of arguments the fact thar the CAP has been responsible for an
increase in inequality between Member States, in spite of favouring the
poorest coonomy, Ireland.

A sccond policy aption, which has already been adopted to some extent
with the budget rebates given 1o the UK, would be to maintain the same
basic policies but to change the financing of the scheme towards a more
equitable system. One approach could be a move towards a greater (or
exclusive) financing of the CAP through Value Added Tax contributions,
differentiated according to the expected benelits and o the level of income of
the participating countrics, This is an interesting possibility because it
would reduce the losses for the UK by almost 20 per cent (less for Germany)
but this should be scen against a 40 per cent increase in Italian losses and a
reduction of gains for all the other members, which, in the cases of Lreland
and Denmark would be over 50 per cent. Furthermore, this would not be
sufficient® to eliminate the British loss.

Another policy option (alse being implemented in part) involves the
implementation of more protection for Mediterranean products which
would eliminate the Italian loss. The major problem here lies in the
budgetary constraint which, under the present circumstances, would result
in an increased burden on the UK unless there were a compensatory
reduction in subsidics paid on the most favoured northern products.

An alternarive 1o the whalesale dismantding of the CAP, and one which is

*Even admiming thar the trade balance loss was overcsumated due 1o difhiculrics in estimanng the
trend growth rate of this vanable,
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already gathering some support, would be the reduction of the actual levels
of protection for individual commodities in order to bring their prices into
line with those prevailing in the world market, This option, although
attractive, faces the problem of uncertainty concerning its effect on the trade
in [oodstuffs. The export of [ood products was shown in onr resulis 1o he the
major source of benelit from the CAP and, morcover, it was almost
exclusively of an intra-union nature. This being the case, it seems that the
risks of damaging exports are very much reduced and might even he over-
compensated for by consumption effects. However, successful implementa-
tion of this scheme would require that production and supply were not
seriously affected; this could be assured to some extent by protection against
import penetration from outside the union. An intermediate option, which
includes the reduction of protected prices designed o favour those crops
where Furope has a comparatve advantage, while at the same time
considering the need for a more equal sharing of the benelits, seems to be the
most promising substitute for the radical option of a complete scrapping of
the scheme.

Turning to factor maobility, the results have been very meagre given that
this was one of the main objectives of the Treaty of Rome. We have seen that
labour mobility was almost insignificant and, in the case of Italy, the only
country where it was possible to estimate its eflects on growth, there was only
a very small gain on this account,

The effects of direct foreign investment are more visible although without
a clear net outcome. During the 1960s its impact in terms of growth was
negative but in the following period this result was generally reversed. As the
cstimates for this period are more reliable, it can be conceded that, in
general, integrarion was beneficial on this account, although only in the
cases of Denmark, Germany and Ireland were the gains significant.
Furthermore, we can conlirm the so-called tanil discrimination hypothesis
and that some community conntries have attracied subsiantial American
investment (namely the UK, Germany, Ireland, Denmark and Italy) which,
nevertheless, has been counterbalanced by an opposite flow across the
Atlantic, mostly by British firms.

Another expected outcome of cconomic integration derives [rom the
possibility of improving the terms of wade. In this regard, and lollowing
Peuth's (1977) work, the beliel has been widespread [see Jones and El-
Agraa, 1981, Maves 1983 and Robson, 1984] that these gains could be the
most important source of benelit from integration within the EC —doubtless
because until now” there have been no other empirical investigations of this
question. However, our results do not confirm this optimism. In fact, these
effects have not been the single most important source of gain and for the
1960s there was a generalized loss on this account. Nevertheless, given the

.r-\.]_url frovere sevme resnlts of geoeral copnbibemnm meodels, namely 1|1_| Miller amd ﬁfru.rr: L1977} ami

Vieene 1952,
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theoretical and empirical difficulties involved in this issuc, we have SO;FE
Feservations concerning our own results. We would prefer to consider ths
issue an ‘in dubio’ situation, which reinforces the need for a much d_f:ept:r
investigation in this arca covering both the theoretical and t‘.l!lpi!.’i.fﬂ] sides of
the question. However, we did confirm some of the theoretical predictions
about relative gains, in particular those {eg. Robson, 1984) which state that
the larger the ccanomic area the greater is likely to be the improvementin its
terms of trade.

Finally, it is uow obvious that the terms of trade issue within the EC will
not be determined exclusively by tariff considerations. In fact, itis likely that
the operation of the European Monetary Svstem will affect the terms of trade
more significantly than taniil considerations. Although we have not been
able to consider the EMS because it has been in operation only during the
last three years of the period covered by our study, we are aware that the
incorporation of foreign currency considerations in our model is likely 1o be
the most needed and fruitful approach for any future developments of the
balance of pavments alternative framework to customs union theory that we
have been presenting,

We now outline some broad strategic considerations and policy issues
that, in our view, confront the European Community today.

The major challenge that the EC will have to face if it wants to continue to
reap benefits from integration is the rencwal of old, and the discovery of new,
ways to expand foreign trade, which has been shown both to be the major
source of growth and 10 br facing possible exhaustion. This can be achieved
through the simultaneous use of two basic policies, one targeted to further
enlargements to include other European countries and the other related to
the implementation of an active pohicy of export promotion at the
Community level.

The twao policies are closely interrelated as is well illustrated in the current
process of Mediterranean enlargement. If we rely on the past experience of
other members (principally Iraly and Ireland), it can be forescen that the
new members might be strongly and negatvely affected by a deterioration of
their terms of trade and by an increased propensity to import. On the other
hand, and contrary ro what has happened in the case of Ireland, itis not 1o he
expected that either Spain or Portugal can significantly expand their exports
to the EC given that both already had Association Treatics that guaranteed
them relarively casy access to the Community market. In the ease of
Portugal. its prospects might be still further aggravated by the fact that,
under the present system of financing the CAP. 1t is likely thar after the
transition period Portugal would become a net contributor to the European
budget.

If the EC is to prevent the further divergenee af an already divergent
Communirty and 1o provide the gains from mtegration in Europe which new
members will undoubtedly anticipate, 1t will be faced with an ever growing
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R el h s common i Howee i
. 2 AL IS perverse in the sense that ot increases
mequality between countrics, and the other common policies lack sufficient
scope to have a major counteracting impact on growth. Furthermore, if these
common policies were to be extended in order to achieve this goal, the
Community would, very likely, face an unbearable expansion of its present
budgetary problems.

We would, therefore, advocate an alternative policy to promote exports
(mostly of industrial products) from the peripheral countries as the main
instrument to prevent divergence within the Community. Several mech-
anisms could be created to this end and we would favour as the core of the
scheme the establishment of a special fund to finance imports into the
Communirty which originate in the peripheral Member States, and the
working of a dual exchange rate system (say a ‘blue rate’ to have a parallel
with the green rates) also targeted o that objective. Further, other short
range policies such as an immediate lifting of all quantitative restrictions
that the peripheral countries still face and some promotion of foreign
investment in the south, could also be very helpful,

Regarding further enlargements, the EFTA members should be the next
to join the Community, in particular the Scandinavian countries; these
countries have carried a severe burden resulting from their integration
within EFTA and could possibly benefit from full membership of the EC.
This strategy for trade expansion should also include the implementation of
special trade agreements with the New Industrialized Countries. In
particular it should be remembered that Portugal and Spain already have
special links with those in Latin America (i.c., Brazil, Mexico, Argentina
and Venezuela) which would faclitate any future developments in this
direction.

[Last, but not least, there is the need for a global EC strategy aimed at
increasing exports of commodities and services with a high income elasticity
of demand. In this respect the fundamental issues of hilateral economic
relations with Japan and the USA and the race for the new rechnologies must
be considered. This last question should in fact be at the centre of new and
reformulated common policies, but the Community should avoid the risk of
embarking upon a blind race for new technologies. The objective here should
clearly be the enhancement of the content of European exports.

In relation 1o bilateral trade with Japan and the USA| although there was
some trade diversion in relation to the United States, the Japanese have
achieved an enormous import penctration in European markets in the past
twenty-five years, a fact which justifies the use of transitional protective
measures by the Community. As far as the USA is concerned, the main
problems are centred upon the capital and foreign exchange markets which,
under the present circumstances, should not be separated from any trade
Hr[ﬂ.]lgl.’llll'll[ﬁ.
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