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This :PI:ll)er** i3 essentially about the nroclu.ction-eff'eot anci ........_._ ....__ 

its fc:nda.'r.ental irrrport e.:::.ce in esse::,;c:;ine, the ga.ins ~Ul(llosst3S in-· 

cu:r.·r f:d by members of a. cu::rt,::;;r,& ur1ion. 'l'here are two basic 

ingr ed.i ants in any as s ef:1;3ID6nt of .. :the implic a tions that a cus tom s 

union has for we lfare and. th·:o S8 are the pre- an d. post-union 

pu.ttGrns () f producti on c.ciJ.d. tariffs. A oustomt.'. union involve;:; the 

di scrirdnatory tariff::> ·.'lCi as t.:; ccv .z.r t he -union ai·e ::;.. In tte 

course oi' ita opero:tion :new ·,;a.:riff barri .·,r s ;;:ill be e r e cted and. 

some of "Gh.;,, existint, ow;r:'.l d.rop-;::·ed and tL ffi8 tariff movoraent s :dll 

1-Jt' both r.:. cause a:Hcl a co ns·,; 'luencd oi' chune;e s in ·the :pat terns of 

procluction of the re spectiv-e mambcrs. RoK axe vre tb.e n to a2 :3,e;.:; G 

A:Lr,JOst all of t:r·acLi tional cudo!:! o uniu~~ the ory he•.: b <,:• Gll 

concerned with the CO!:::px.:·ison of :t:·:.:: c - and. pu ::o t-w1ior" .;.;itua.tions 

a.ad.. ·1·rith thu problem of ;:;,sse s sinr; t he 

. ·rn ·:· ,. '.""' ~ ., .. , -·d' l.' atnl :~;' r ~ 'l lo··'J.' n r·. unJ.' 0 " v """'" Qv ..a. !-iL. ~t: v .., ' -U.!.. .,.., • t:.: "' ...... 

~hat 

a, ssess a 

customs union's eontinui n;,; e,c:.i~ .• <:; dlld lo.:;s0s i'rt:J must n.:;oessarily 

::. d. opt a. s t(;l.nd.arcl which vWl.ll cl in7olv6 ;;;, oor:ir:.::rison b<J t ·ween <TL.a.t 

i :,1 a.ctua.lly t he ca1:;e fo:· t.l:.a rr,t3mbers9 and wi:.,cc t woul d. h ave beun 

i ::1 po ssi 'b1.e to CD.XJ.'Y out. 

Tl;,,:; l:ll'lalysi c · rn~·i ot.:.~·,::rvatiuns prc 8•.'J!.itud ir; r;L:::.· ,·,aper cc;u 

rbgar:'L;;cl as l•rimarily Yinerian. In r.m ~ a.r·l ~y l'i'Ork l) he 

:f OJ.'Of~ S oi customs unions. 'Ihe :fOI'!JlE::r' di'.fect inv-oJ.Vf;;;f.• tb.\3 entl'Y 

ui' the c:O!lim o d.i t:J by ano·:;,~t1r ID '<lmber 0f "L i:v.:J w1ion • . 'l: l::.o 1 :::.. t tE.Jr 

.:;:i'fc.,ct i s pr.~ :>8r~t w~:i..::ri tL'"' m.wtor;1s union t<.:.:riff entib les a 

JJt ·<)r::!b:.: r ·0,::; displace the L 1i')O::ct s oi c:..not l:.te r rJ•.:.:m"bsr from ohoaper 

uutGicl.:J GO'U.l'i.J;:,~.:~~ Trade-creation and tra.d-;; - d i v•.:! l'Siui'< are "t ·.::.us 

conoe rn8d ·1-n. th inter-cotmtJ..~y c omu!Od.ity ~Ju.b s titution - the 

* 1 Common ma.rt::("t 1 r:md. 1 c.uf:'tOii', ::> uni o:w 1 J.I' o u oeci. as s;;: non;yu10us 
t1u-oughcut the paper. 
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production effect. The :presenc;;: and. strength of th0ae ;f~c.:>~ o.rt~ 

affected by the :pre- and :post-union ·patterns of tariff"s, proc:.uct i on, 

and trade and. the simplify ing assumption<> rJade in tha course of the 

a na lysis. These forcs s are o;.lso to l•e influenced by th~ sco-pe of 

the analysis - whether static, short-run or long-run. In the 

static frame the :tJroducti on- ef'fect s are r egs.r ded as affecting the 

opportunity co s ts of th•3 goods that are ultimately cons·ulnud; in 

the short-run the:) sa;::e effec t is taken as influe:ncing levels of 

income whert>as in tha lonts-run ( a ssurdne.; intGr-DE:mber ruobili ty of 

factors) this effect is regarded as determining the location and 

futUJ:•e rewards of the productive factor;z, t hc:.msel•-2s and th.v 

r ealization of scale gains . 

\fe · at'(;; thus concerned not only ~<ii th actua l :5hifts in pro-. 

duction ·oGtweun rner;1ber s brought about by the cu.stoms union but 

a lso wi th t Ls influence exex·ci S<3d over .futu.r0 pat t erns of pro­

duction <md. ultimately tl:e location of tllv productive f.::lctors . 

Be f ore we can 68llf;;r ali ze the produc tion- eff..,ct in this ni anner 

we must taice i nto account t he so-called. oonsl..miption-eff'e.ct which 

concurns the wel fare implic£;J,tions of inter-co>:Jr:~ odi ty substi tu:bion .. 

It is, however, ar guerl in Part I that t he consUL1ption-effect, 

apart fr om boi ng err.pi:cically negl:i,gible, i<:~ irrehva.nt, at Lony 

rate for the static model, and. that this woul d a.fi'oct the g-eneral 

1Jroposi tions t hat h.av c; b een put fonJ'ard in that context. 

l.1he paper concludes on a nee;,ativ0 note 11ith l ittle said 

about tQ.e distribution of the· continuint:£ gc:.ins and losses arising 

f rom the East .African Common Mar t.:e t institution. On the basis c:f· 

the observations put :£'orlvard9 tte welfart.: o.sse ssments r ecently 

pr ovid.ed ·r:y other s in t his context a.:N cri ticisGd~ the genoral 

contention being that since custams . union theory concerns a 

multiplici ty uf cas~s a,nd. 'telon;s to the ::' ..:;alrr; of the 's..:: cond­

be s t' there can b" no un.awbi t:,uous w;:;lf3.rc: conclu:;;i ons with out 

an extreru&ly detaile d emr1irical "xar..;i rw.tion . 

Finally a -re" vwrd.s a t out 1·ielfc.:r· ~, . :D .., "~ pi t0 its ti tlo, 

the paper does not directly conf ront tb;, '.\holt-: is su& of 
1 WGlfare 1 whic t is a highly co:uplo<:,x O!"c 5 aro~ i1':.c r ease in 

welfare i s assumed to. take pl3.c~ wte n tile 6 &i m; ou:~weigh t i:N 

lo sses , whatever may huve happened to the incase dil3tribution . 



Part I 

Do customs unions always lead to an increase in welfare? 

There is no a priori answer to this question and any general 

preswnptions we may care to have about customs unions leading to 

an increase in welfare would de,:pend on the assumptions we have 

made. In the context of Viner's nwdel the following assumptions 

are madeg two commodities} constant rates of transformation, 

perfect competition in all markets~ a constant marginal rate of 

substitution~ an income-distribution which is regarded as id oal 

and which remains constant~ no external economies or diseconomies, 

and so on. Since there are only tvro commodities~ any welfare 

conclusions we arrive at must be unambiguous. Either there is 

an increase in welfare or a reduction. vh th the other assumptions 

if we further assume that there is an overlap in the production 

patterns of the prospective union members then we have both a 

necessary and sufficient condition for there to be an increase 

in welfare. 

The removal of only two assm1ptions - that regarding the 

two commodities so that we now have more, and that regarding 

constant costs so that we no longer require prohibitive tariffs 

if we are higher cost countries - would necessitate a modifica­

tion of theso conclusions. Welfare can either increase or 

decrease unambiguously and whether or not welfare does in fact 

increase would depend on the given empirical situation. 

Relaxation of the other ass'Ulilption would me an that the overlap 

in production patterns would be a necessary but not a sufficient 

condition for welfare increases since there is now the possibility 

for trade-diversion*. 

The theory of customs union is really an exercise in the 

theory of the second-best. This can be shown even under the 

highly restrictive a,ssumptions of the three-commodity three­

country model and a fortiori when the se assm1ptions are relaxed. 

*One major difficulty to be contended with in fornulating the 
welfare-creating conditions for a customs union is the very 
large number of logically possible cases that -have to be con­
s~dered. In the three-country two-commodity model there are 
2 log~cally possible cases when only the variations of 
commodities as exports and imports with respect to each country 
prior to union are considered, though these reduce ultimately 
to five cases which are e conomically significant. In the 
three-country three-commodity model should the classification 
adopted be extended so that we are interested as to whether the 
commodities enter as imports or exports or are not produced, 
whether or not complementary, whether there are tariffs or 
not and

7
whether these are prohibitive or not, there would be f 

found 2 or 128 possible cases though not all of these are 
economically meaningful. 
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Thus assume a three-country model containing three countries, 

A, .. B a:nd .C with at least three- 'types of commoditiesg domestic 

9\)JilillOdi ties (A/, impo1·ts from the union partner (B) and imports 

;f,'tPm the outs.:l¢.E;J world (C). 

Abstracting away fr om tran~~ort and other r elated costs 

the act·u9-),. J3ituation from the viewpoint of country A's welfare 

as to the optimum conditions ~mich bave to be fulfilled fq~ her 

to maximize her welfare (making assumptions some of which are 

specified below) could be char acterized by~ 

PAd = 
P:Bd 

PAi " __ ? 

PBi 
PAd 
PCd 

PAi 
PCi 

and PBd 
FCd 

FBi 
PCi 

where the subscripts A9 B and C r efer to countrie:.;~ of o:ri,g~n, d 

to prices in A's domestic market 9 and ito price$ ~n the inter­

national market. 

The se three cond1tions in effect state the familiar require­

ment that domestic rates of transformat ion should equal foreign 

rates of transformation for trade to ·be maximized (which would 

only take place under fr ee trade) 9 and also imply (given 

certain assumptions) that Jomestic rates of substitution are 

equal to domestic r ates of transformation and therefore to 

foreign rates of transformation, so that consumers are in 

equilibrium on the.i.r highe ~1t indifference curve at which :poin;t 

their welfare would be maximized • . 

Should now a uniform ad valorem tariff be imposed by A tp 

imports from both B 

PAd t PAi " --·-' PBd PBi 

and c? 
PAd .J 

7 
FCd 

the following situation would prevai~~ 

FA:L but 
FCi 

PBd 
PCd 

PBi 
PCi 

( 2) 

Abolishment of t he ta.:ri ff with B would then lead to the 

followir.g g 

lli 
PBd 

PAi 
FBi 

but .E!£ /= 
FCd 

PAi 
PCi 

and PBd f 
PCd 

PBi 
PCi 

(3) 

A in having moved from the second to the third situation would 

have moved from one sub- optimal position to another and no 

unique a priori ranking would be possible. 

With r egard t o the production-effect, both the trade-

9reating and trade-dj.verting forces would be involved and with 
•, 

.. · t: ~f regard to the co_£_?~P.ti.2rr::::e ffec~ bothOwnelylfara ed-etadadil.. 1. nedg eman~; :l.~lcfalare-
~ : ·~ r ,eQ.,ucing elements wo1_,.ld be present. ~.._. 

·, ' . _, 

exa.Diin~tio;n o(a given empi rical situation would enable us to 
. . ~ . . ', . 

establish whether er not there has been a gain from A's view-

point. 

Lipsey2 in his interpretation of these optimum oondit~ons 
seems to be entirely concerned .with the so-called consumption­

e.ffect. At any rate the general presumptions he puts forward 

are wholly based on the existenc~ of this particular effect. 



Thus h& states " •••• that a cus tom s u..."li.on i s more lik.sly to rais<:'l 

welfar0 tho lower i s the total volUine of forei gn trade 9 for the 

lower is foreign trade 9 the lower must b e purchases from tho out ­

side wor~d r e l ative to purchases of domestic commodities" and 

further 11 
••• that 9 f;i ven a c ountr;y- 1 s volu.111e of inte r nationa l 

tr c-1(l~ (his i talio s) a customs union i s I:iOl'e like l y to r ai se 

'i'relfare the hi ghe r is the l'>r oporti on of trc.de with the country 's 

union par·tner anQ the lowe r the _proporti on >fi th the outside world. 11 

From these two propositions ho concludes "··· that the sort of 

countrie s who ought to form custom s unions are those doing SL 

hi gh proportion of their for e i gn trade with t hG i r union partner 9 

and making a high proportion of their t otal e xpE;ndi t ure on 

domestic trade". There L>, however, li ttla b asi s f or ei ther the 

general conclus ion ~r t he propositions that gave riss t o it. 

Conside r a simpl '~ example lw uses to illustrate the se pr o-

po s itions. Co untry A, in the pre - union st::..te <ri th a n ad val oTem 

tari ff on all her ir.:por"t ;:; , •1rhatev0r tb;ir socr· oo 9 purchases o:r;.ly 

egg s from. B and only shoos f r om c, producin~;:, a n CL consur.1ing a.ll 

ot her commodities a t home . .b.. now f orm s a customs uni on -vri th B 

and her imports of eggs \Wuld n ow bs br out_Sht into t he 1 corroct. 1 

(i.e. one -vrhioh conf orms ·with the real r ats of' tr ansforraa-t i on) 

price r elationship with .A.'s commo<iiti.ss . IJ.'his by itself tends 

to increase welfare . On tb.e other hand. the corrsct pries ratio 

between eggs and &10e s would be d i s -turbed (1: .. ' s :pr <:: _:union a ci 

valorem tariff has no effeot on the pi•ioe r atio) s.n.c'L this woul cl 

tend by it self to reduce vns l fare. Ths ·bringing of li:~ggs int c· a 

cor-rect price. r e lationship w-ith all th0 other commodities , 8 . g . 

·bacon, butter 9 - chee se 1 rJE:at, e tc. woul d l t;ad to a h i gh·;;; r gai n 

rela-tive t o the loss sui·fer ed in distortine:: th& corrsct price 

r a tio bet-vwen egg s and sho~:>.s ( s ince t he p:ric.;; · r !s l c,tionshi :C> oi' 

shoes with all other commoditie s 9 e . g . socl<: s 9 oloth'.:'H:' 9 e tc. 

c ould not be; affe cted by -Gb.0 uni or! with B) . r.rhus the first 

-proposition. Should tllu :f! os i tion n o''' lJG r-Gvs r s ·ad. -;;i th A _pro --

duc ing only shoes 9 and s till i .dport i ng only .;:: gt,s froB B but 

everything e l 88 from C9 the, posi;-union ():l:i ns (i8r i V&d f r om 

e stabli sh.int, t he correct l' Tice ratio be t·vme n shoes and e&,gs 

'i'rould be ne gligible compSl'Gcl to th0 l osses suffs r ed fron dis­

torting the coi-reot :price relationship b o t1ve e n egt,s and all the 

othGr cornmodi ties. Thus t he seC0!1d proposition . 

The fact that t he production effect has been ignored 

makes nonsense of the se propositions. Suppose t hat J3 i-Thilo 

exporting only eggs to A ~~s also producing shoes but le ss 

e ffici ently than C. On forming a customs union with A9 J3 wpuld 

n ow be abl e to oxport shoes to ;~ and di splace .A 1 s i mports of 
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shoes from C. A1 s welfare would suffer a decline, at least to 

the extent of the tariff revenues she has lost as a consequence 

of importing from B. The overall result for A1 s welfare would 

be difficult to discern and unless we were to make certain 

extreme assumptions regarding the re..iative strengths of the 

production and the consUmption effects we would be forced to 

reject the two propositions, or at any rate modify them so that 

the production-effect is also taken into account. 

It can, however, be argued that in the context of the 

model assumed so far the consumption effect is irrelevant. 

In order to show this we are interested in the following 

assumptions that are madeg 

(1) No country can influence the prices of th~ goods in 

which it trades (assumption of perfect oompeti tion 

in the trade markets). 

(2) All individuals have identical and unchanging in­

difference maps with the pattern of income distribution 

assumed constant (essential if we are to make use of 

community indifference curves both in the pre- and 

post-union situations). 

(3) Production possibility curves are characterized by 

constant transformation rates (a result of assuming 

linear production functions and the assUi'T1ption that 

country A is specializing completely in the production 

of A). 

(4) Trade is balanced (since -vre are only interested in 

static equi~ibrium positions). 

(5) Consumers adjust their purchases to the relative 

prices ruling in the domestic markets (with consumers 

always in equilibril..U4l,wi t h domestic r at us of sub­

stitution = domestic rates of transformation) 

and most important of all 

( 6) 11 ••• the tariff revenue collected by the Government 

is either returned to individuals by means of lump 

sum subsidies or spent by the Goverro...ment on the 

same bundle of goods t hat consumers would have 
2) . 

purchased" (my scoring). 

These assumptions t a.l{:en together render . it absurd in tho 

first place f or Government t o levy any tariff duty3) at all. 

Neither is the duty being l evied to improve the country's 

terms of trade (precluded by assumption l), nor f or changing 

the pattern of income distribution (assumption 2), nor to 

:protect any domestic industry (assumpti on 3), nor to reduce 

an ov er all i mpor t surplus ( assur:Jpt i on 4), nor to f inance .any 
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real operation (ass1..1lliption 6). Assumption 6 has an added implica­

tion which depends on hovT the quotation provided is interr>ret ed. 

There are two possibilities to be consi .:tered, both of which involve 

the extreme ass'umption that Government' a spending b0 haviour is 

idc~ntical with that of other consumers. Ei th&r Government spends 

as consumers would have spent b e for e the introduction . of a tariff 

or as they · would. have spent after its introduction. The fon;rer 

is the position taken by Viner \·l'ho assumed fixod proportionality 

in tte O.)nsurnption of commodities , irrespective of the changes 

in the structure of r&lat~ve prices following the introduction 

of tariffs, whE::reas the latte r is the position taken by Lipsey 

and others who assumed (5). If the .tariff r evenue collectvd by 

Government is returned to individuals by msans of lump-sum 

subsidies then assumption (5) would cease to Le operative since 

there w0uld be a tendency on the part of consumors · to regard 

the change in relative prices as entire ly spurious. They would 

then remain at their pr0- t2.riff equilibrium point on their given 

consumption possibility curve and there would be no consumption 

effect . The case where Government spends accordinG to consuners 1 

post~tariff valuations seems more plausible but is again similarl~J 

artificial since it would t0 the lump-sum subsidy case in r everse. 

~fe may conclude that Viner's assumption of fixed propcrtionali ty 

in thb coniJ'Ut:l:ption of commddi ties is not afte r a.ll. s.s speci e; l 

as is commonly made out. rrhe consumpti on-effect ~>mul d on 

theoretical grounds bo irrelevant at least in the context of · 

the model assumed. This would not~ ho·wever, involve compl e te 

acceptance of V.iner ' s assuruption since in making it he also 

assumed that inc.ome changs s would e xercise no influence on the 

relative proportions i n vrhich co:mmodi ties wer ;;., consumed. But 

this latter as SJmption is not r equired s i nce cus toms union 

theory as so far consideJ~ed, i s conc EJ rnt~d mainly viith the price 

implications of discriminatory tariff policies . Since empirical 

c9ns.umption studies hav .. J also shown that chane-.0s in relative 

pri ces exercise little i nfluoncG on consu'Tl.;;r spending habits 

vre may safely disre gard the consumpti on effec t . 

wnat sort of generalization can we no-;v usefully make? If 

gi vea that the previous argumE::lit s are correct, the generali'za­

t.ions would concern the production- eff.::ct s of customs uni ons 

and would oo of the f'0llowi.ng type - "th8 customs union is 

more likely to b~ing gain, the e;r eat E:: r is th::; de~Te e of over­

la~ping between tho class of commodities pr oduced under te..riff 

protection in the two· countries and. tt;.at this gain is likely 

to be large:r tha more di ssi rdlc.r 'irere the cost ratios in tha 

t wo cou_YJ.trios ." Thi s give s ri ::;e to the genural conclusion 

". 



. t-h·c:~t . a -country-· shoulcL..only f-orm a customs union with those 

-c-ountries whose patterns of production overlap her own but 

whose cost ratios are dissimilar. 'rhe static world, how·ever, 

is a world of instantaneous adjustments. The formation of a 

customs :u..'Ylion may in re a l life lead. to a substantia l proport ion 

of the total production of the country being transf<:.> rrucl to the 

other member a nd as a conseqt.J.ence cause severe dislocations in 

the form of factor unemployment, balance of payments difficulties 

and so on . This, though? is the penalty to pay for choosing to 

s pe ci alize in that pattern of production for 1vhich the country 

is r elatively poorly endowed. Abandonment of t hat ineffici e nt 

pattern of production vlould through the rel e a se of b a dly 

utilized resources provide at l east the potGnt i a l wher e withc:. l 

for more profitable patterns of production and resource­

utilization. 

Certc:.in e l ements implicit in the above proposition would 

apply to the c ase of under-developed countri e s wishing to form 

customs :u..'Ylions amongst themselves or i~i th more devslorx::; d countries 

and this vTould concern the future location of production. Tho 

proposition may be regarded ss stating a ne cessary condition for 

g ains to take place without being sufficient since t he suffici e ncy 

c onditions would depe nd on tt.e i mplications borno by tL8 assump­

tions implicit in the propf!Gi. tion. The ne ce s~.ry condition could 

be r egarde d as holding at all point s of time and t hat con­

s equent·l y not only ivoul d a customs union be lil<:: e l y t o bri ng 

gain the greate r is the actual de gre e of overl ap 1 Gt c . 7 but 

a ],so where the potenti al d8gree of overlap is greater. The 
I 

customs union would r10t only shi f t the e xisting sour·c e s of 

producti on but would also de t ermine the l ocation of future 

sources of production as to the c ountry in which it i s moru 

e fficiently produced. I n e conomi es of the East African t ype 

wher e st a ges of development are broadl y similar, wher e markets 

a r e extremely small the r e is a limited r a nge of manufacture rl 

commodities that can be produced. If in the absence of a 

customs union there is a strong presumpti on t hat unne cessary 

a nd ' inefficient duplication would h av e t a.i:':.o n pl ace and. i f the 

h i storial operation of the cus toms union has av erted this 

then gains would hav e been obt aine d. Si nce t h0r e ',voulcl 2.lso 

b e some trade-diversion t aking pl ace any ove r a ll conclusi on 

a s to welfare would r equire a b a l an c i ng out of t he so two 

f orces. 

The sort of procedure a dopt ed by Gha i 4) tn his as sess­

ment of the distribution of the East African Common Marke t 
• 

gains and losses would the r e for e be ina dequate. To a ssess 
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each member's welfare by comparing the ·members' within union 

exports and imports and the respective degr ees of protection 

afforded them, on the assumption that these exports involve 

trade-creation but these imports, trade-diversion, is 

a ttractive in its simplicity. SupEose, however, that the 

two prospe ctive members of the union started off in a position 

of bal anced trade with each other. If we have net trade­

cre a tion then the trade-bal ance of the members would cease to 

be in equilibrium since one member would be importing from 

the other what it fqrm erly produced ine ffici ently at home. 

In this ca se the use of Ghai 1 s criterion would have shown a 

loss for the member where a s in f act there has been a gain. 

We cannot assume that i mports under a customs union tariff is 

ne c e ssarily trade-diverting, e specially amone:,st under-developed 

countries where it is not the case that existing, inefficient 

production is being knocked off, but the case that new patterns 

of production and their location are being influenced by the 

customs union (in what one hopes is a more efficient direction 

than would have been the case had there not been a customs 

union). 

Part II 

The proposition developed in the previous section now 

require s to be considered in the comparative static framework 

where short-run income effects would prevail. We shall now 

argue in f avour of the following proposi tiom 

"Granted that the process of development requires increased 

industrialization on the part of the under-developed economies 

and that this process would be essentially competitive with the 

production of the advanced countries themselves, the operation 

of the production-effect of customs unions would make for 

easier development (under certain assumptions) • 11 

If we acce pt that industrial development proceeds largely 

throu~h import substitutionS) the n we must accept that e conomies 

at an early stage of development with very small markets can . 

substitute e ffectively (i.e. without prote ctive tariffs) only 

a very limited range of manufactures. The size of the market 

is one of the most crucial constraints on industrial develop­

ment, since scale gains are generally precluded by very small 

markets, with the consequence that where domestic production 

is competing with imports high l evels of protective tariffs 

are r e quired with a sooial cost at l east equivalent to the 

t ariff r ev enue s l ost. The more effici ent l oc at i on of 
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indust-ries in a customs union and the larger markets involved 

would prima facie increase the competitiveness of aomestic 

production vis-a-visimports with the consequence that relatively 

lower tariff levels would be required, with a reduction in 

soc:i_al coste 

We shall consider these arguments in the context of 

Professor Brown 1 s5) model and compare the short-run income­

effects of possible 9 initial, pre- and post-union positions 

where the essential differences are as to location and tariff 

levels. But first a few clarificatory remarks. Since we are 

interested in the short-run we are abstracting from shifts in 

factors of production as between the union members. Both in 

the initial and final positions to be compared the stock of 

productive factors is retained at the initial level. What is 

of interest is the use made of under or non-utilized productive 

factors. We shall consider three situations~ 

(a) Where under-utilized resources could be used 

entirely in the production of those commodities 

which compete effectively with imports or for 

which there are no imports. 

(b) Where the alternatives in (a) are totally absent 

with only import-competing commodities capable 

of being produced. 

(c) Where a pattern of production involving both (a) 

and (b) is present. 

The member countries could be differently situated with 

respect to (a) 9 (b) . and (c) in the customs union and thus 

subject to differing short-run effects. Given the degree 

of under-utilization of resources where a member is placed 

as to (a)9 (b) or (c) would define the gains to be derived 

from increased production. Given the similarity in import 

patterns the customs union would be most important for a 

member in (b) 9 least important for any member in (a) 9 and 

of varying importance for members in (c). In practice members 

would find themselves in (c) with a bias either towards (a) 

or (b) • 

Suppose that in country A there is an increase in pro­

duction (P) which displaces manufactured imports which are 

subject to an ad valorem union tariff 9 (tc). The tax free 

value of the imports displaced will be P(l - tc) assuming 

that the price of the goods domestically produced equals 

the import price plus customs duty. Income would be increased 

in A via the multiplier subject to the marginal propensities 

t o se..ve e-nd i opo r t. . .L.. 1 s overal l mar gi nal pr ope nsity t o 
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import is made up of a marginal propensity to import from 

foreign countries and her marginal propensity to .import from 

the rest of the customs union. The increase in A' ,s imports 

from the other members will~ through an increase in member 

countries 1 incomes, increase further ·. imports from A' so there 

would be an added increase in A's income. On the other hand 

the extra production (P) involves the union in a loss in 

tariff revenue (Pte). If we assume that of P, a proportion (x) 

is retained for domestic consumption in A and (1-x) is exported 

to the rest of the union the increase in A's income, subject to 

all these influences, 

y 

could be written as g 
'b m ryb + P(l-xtc) 

where~ 

a a( l-td) + rna 

Y =change in A1 s income at factor cost. 
a 

The expression (mbryb) refers to that proportion of the 

increase in the rest of the unions income arising from the 

production of (P) in A which is spent on additional imports 

from .A. 

The expression S( l-td) refers to A 1 s marginal propensity 

to save less the proportion of the increased savings (td) that 

are taxed~ and assumed spent only on consumption, by A's 

Government. 

And finally (mu) refers to A's overall marginal pro­

pensity to import. 

Now assume the following values for the parameters in the 

above equation(taken from Brown in his discussion of the East 

~frican case) with ·(a) referring to Kenya and (b) to the rest: 

td O.l; t "" 0.2 c 

s = 0.15; X 0.75 

m 
a 

0.30 mb = 0.35 

We can i gnore (mbr Yb) since the influence it exercises 

is marginal and since we are interested in isolating the 

influence (to) or the ad valorem rate of customs duty on the 

imports for which P is a substitute, exerts on the creation 

of income in A. If we now insert these parametric values in 

the above Gquation~ 

y 
a 

... o.85P 
0.4.35 

... l.95P 

Thus the higher the tariff rate required to produce the import 

subsitute P und the lower the proportion of P exported to the 

other members of the union the smaller will be A's income 

increase. To take an example, suppose A in the absence of a 

customs union produced 0.75 P which was all consumed at home 
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., 
but requi:;:eo. a t .;: ;i,.~f .rate twice · ~ s high as she would have in 

\. he union f -'v 0.4) when producing P. Them 
·t c . ' 

\ Y .. 0 .. 45P "" 1.03P 
· a 0.435 

v:nich wm·}. ·i be .. s qcJi valent to l. 37 P had she produced the whole 

P under th8 ; arne conditions. Clearfy there would have been a 

drastic re cluction in the increase in A's income following her 

decision to produce P outside a customs union. Suppose now 

that no protective tariffs are required to produce P, then 

the increase in A's income,assuming all the other parametric 

values, would beg 

y 
a = P "" 2 .3P 

~0 -. 4--3=5 

(Note that A7 s income would have increased slightly more than 

the amounts shown to the extent that the induced increases in 

incomes of the other members (the spread-effect) would have 

called for more exports from A, i.e. the mbrYb bit. 

Now consider in the same way country B who instead of 

importing 0.25P from A decided to produce it at home (assuming 

that it was a feasible level of production). Suppose that 

this would have required a higher level of tariff protection 

(to c 0.8). Then, assuming the other parametric values remain 

the same there would be an increase in B's income ofg 

Yb = 0.05P c O.lP 
0.485 

which would have been equivalent to 0.4P had she produced P 

under the same conditions. Suppose that B is a higher cost 

source of supply than A and that B is producing, the whole P 

but would require a ' higher tariff level (to= 0.3). Then the 

income increase enjoyed by the members would have been less 

than if the production of P had been located in A. 

These examples give us some idea of the magnitudes 

involved in moving from certain pre-union to post-union 

positions. We can now consider the problem of whether or not 

we can satisfactorily answer any question such as 'who has 

gained or lost the most from the historical working of the 

customs union'? Ideally the question could be answered if 

we can compare how the economies would have performed in the 

absence of a customs union with their actual performances in 

a customs union. But this is essentially a matter of identify­

ing the forces that emerge as a consequence of customs union 

and estimating their quantitative importance. In any case 

all we are entitled to do if we accept the reasoning in the 

paper is to compare the effects of a differing pattern of 

production a customs union gives rise to? ·both initially and 
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over-time? from the pro-union po.ttc.:;rn or that :pat-torn w'h.icb. 
1 

would :.,avo ·prevailed had the customs union not e·istod. 

distinction has to · be drawn between changes in the pattoTn of 

})rod.uction as a result of reallocating a givsn vohm1e of 

investment to take adv~ .. mt<~ge ~f tho largar prot.:3ctod markets 
;.-: . . 

•-lith no shifts in physical resources taking place (the short-

run case) and changes in production whcr8 th<Z:Jre havG bu.::;n ' ' 

shifts in physical rGsourcus (tho long-run casE!). Both th0SG 

aspects are important in e;.iving rise to the so-called 

"polarization!! or "back-ivash" phenomena where momb·,:,rs oi' the 

union? initially more favourably plc.lced in tho I;roduction of 

those manufactures requiring prot'-'ctive tariff barriers 9 tako 

advantf>.t;e of this in a customs un;i.on, cmcl because of ~ 

r <::Lpid growtr~ attract :producti va factors from tho other :nembers 

vThose r;;1tes of growth may thsreby be rett1rdod.. In atte1:.-,pting 

to as::ess the gains and losses that t.ave a.rison from th,.;; 

'!)1'8 S8nco of the lattur as:pGct, some way of calculating the 

,ec onomic position in the abs0ncu of th.::;se shifts in productiv8 

factors would be required. 

It would be an illegitimate 0xorcise to estimate these 

gains and losses by me.king uso of a concept of 1 shift;;,bl o 

i ndustry 1 (and not only for th6 rt: asonB put forward b~T 

Professor lkwlyn6 )) and rrw.king tho assessm;::;ntt> on tho bc:.sis 

of' the.; oonsequ"'nces that would havo follo,,.;-ed had thusG 

industries been locatc:,, <l 1\'i th thE: oth0r msm(n::;rs and not con-

centrat0d in any one membE>r. Cnly if W8 ;rore to make th...:­

e:x:treme assurE:trtion that thes.::; industrius were establish;;,d. 

through a shift in capi t1::.l and oth(J' factors wi tL e. 

deprivation for these r;1embers of their us0 vroulcl the pro­

cocture be a legitimate 0110. 

There do·as not seem to ba any p:c:;m .. c;:,:_ption, as Proi\.::ssoi' 

Brown maintains 1 that 6 iv011 a marginG.l pr•J:Q0JXlSi t;:r to inrpc.rt 

from the other members hL,,hei· than a C0I'tain critical luv.:;l 

and. consequently a posi tiv8 s.nd. si t;:,ni fic::mt spread-effect, 

th.:. other mem-bers vwuld hciV8 gained. v{hilc his procedure is 

pE:rfe:ctly legitimate wiwn used for ass . .:; ;3sine:, thd 1 spr8ad­

effeots1 it hc;.s to bo used 'i'li th great c:;U'e in assessinec, 

customs unions gctins and losss s in thG sh•.Jrt run. 'I'b.srr:; 

;::~ r;:j tvro elcmc::mts involvE>d hur.;; :1ncl given tL.G l8V·O.·l of 

investment these .::ere related to the natm~.::; of tt0 invsstmunt 

possibili ti<:lS prGscnt snd the strategy of d.."'velopmunt pur·suod. 

If' the given investment data rGquires higher tar·iff barriers 

in the pre-union si tuation 1 th0 lowe rin&, of tariff barriers 

post-union (booaus0 of t he~ sc:::.lG g ::: ins t o be roalis8d) 'Vvculd 

'._.-



·chand• 

- 14 -

+.o that extent involve an increase in incomes which incr0ase 

constitutes a gain for the country in question. rrhe spread­

effect would have been present bot:il in the pre - and post-union 

situations but the gain for the other members would consist in 

the increase in the spread-effect. In so far as the cu.stoins 

union induced the setting up of those industries which would 

not have been establishitd otht:rwis_e, the appropriate procedure 

would again be to compare the respective increases in inccu:e 

and the respective spread-effects .associated with the two 

differing IJatterns of· investment, even if the pr0-union pattern 

does not require any protective tariffs. Similar considerations 

would also apply to those members where customs union based 

production does not take place or only to a limite d extent 

because of lesser efficiencies, at any rate in those lines of 

production. If in the absence of a union these members would 

have produce d . those goods but under higher tariff barri8rs~ 

theri the shift in location which t akt;;s 11lace following uriion 

would be I'Ge;arded as having coni' e rred a &,:lin on these mem-Ders 

if the cheapening of the goods now imported outwei ghs ths 

income losses sustained in having to inve s t in other and less 

profitable directions. This would be evbn mor·e tho caso if the 

i ncreaso in incomes arising from customs union based d.dv ,::: lop­

ment in the other member, ov·er its pre-uni on -possibilitic c , was 

to increase the SP:r;'Gad-effoct. Only in the extreme ca se where 

a member has no use ·for protective tariffs in production would 

she suffer an unambiguous loss if she ·were to import sub­

stantially from her customs union p artner 7 though this would b,;; 

reduced to the extent of thG increasGd spre ad-effects. Losses 

would also be incurred if tho alternative inve stment 

possibilitie s involved much . smaller incr0ases in income tha n 

the original investment possibili tios which are no~ assw~ed 

to have been taken over by the othor n1emb.ar. Th8 lat:t e;; r case, 

however, would heliJ to sp0ed up fact or movsmo nts towar 'i s tho 

more rapidly developing memb er with e.Dbi t;uous oonseq_uenco s for 

the other member. 
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