This paper** is essentially about the production-effect and

ite fundamental importance in sesgessing the gains and losses in-
curred by members of a custome union. Thers ars two basic
ingredients in any assesgsment ofr?he implications that & customs
uniocn has for welfare and these ars the pre- and post-union
patterns of production zrnd tariffs. 4 customs union involves‘the

extension of the respective nembers' pr

o

z=union gzecgraphiceally

discriminatory tariffs so us to cover the uvnion area. In the

O

ourse of its operation new wnariif barri:rs will be erected and
some of the existing ones drowped and these tariff movements will
be both & cause and & coasciuence of changes in the patterns of

production of the respective members. How are we then to assssi

the continuing gainsg und

@

osses deriving fron a customs unioun?

-
4L
Almost 2ll of traditicnal customs unioun theory hes buen
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oncerned with the compuariso

I

of yre- ant post-union situstions
and with the prolLlem of assessing the gaiune and losses Shat
smelge inaediately, f&llowin@ union. In attemptin. b0 agsess &
cugtoms union's continuing saixns and losses we must necsosarily
ataopt 8 standard which would involﬁw & compurison between wha
iz actuslly the case for the members, and what would havs been
the cass had fhe customs uwnicn not besen formed. The nscessity
ans Lltimste dewsiretility for tlhis sort of cowparison connot e
evadsd. In practice, nowever, it ig sxirsmely difilficult if not
impossible to carry out.

- Ths analysic and obmervations presented in the paper can
be regardsd as primarily Vinerian. Ig on saxrly work 1) he
distvinguished but%een the trade—creating and trade-~diverting
forces of custome wwions, The former sifcelt involves the entry

of a commodity intc inter-—country trade becoose iusfticient

dGomegtic groduction 1e Alsrisced by more sient wroduction
'P

the union. - The latter
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5
ol the commodity by anot.oer member o

o
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act is prosent wihen the customs union tariff ensbles a
merbar vo displace the imporis of another member from cheaper
cutside scurces. Trade—creation and trade-diversion are tius

concerned with inter-country commodity cubstitution - the
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production effect. The presencs and strength of thome forcss are
affected by the pre- and post-union patterns of tarifts, procuction,
and trade and the sinplifying assumptions made in the cowrse of the
analysise. hese foreces are also to be influenced by fhe scops of
the analysis - whether static, short-~run or long-run. In ths
static frame the vroduction-effects are regarded as affecting the
opportunity costs of the goods that are ultimetely consumad; in
the short-run the sane effect ig teaken as influencing levels of
income whereas in the long~run (azssuming inter-member mobility of
factors) this effect is regarded as determining ths location and
future rewards of the productive Tactors the lves and the
realization of scale gains.

We .ore thus concernsd not only with actual shifts in pro-
duction betweun members brought about by the customs union but
also with the influence exercised over [uture patterns of pro-
duction and ultimately the locatiorn of the productive factors.
Befoure we can szengralize the production-eficet in this manner
we must taxe into account the go-called consunptiocn-effect which
concerns the welfare implications of inter-coumodity substitution.
It isy; however, argued in Part I that ths consumption-sffect,
apart from being empirically negligible, is irrelevant, at any

rate for the static model, and that this would afiecct the gunsral

propogitions that have been put forward in that context,

The paper concludes on a negative note with little said
about the distridbution of the continuing geins and losses arising
from the Fast African Common Market institution. On the basis of
the observations put forwerd, the welfarse assessments recently
orovided bty others in this context are criticiscd, the genoral
contention being that since custums union theory councerns a
multiplicity of cases and belongs to the realm of the 'second-
best' there can be no unanbiguous welfare conclusions without
an extremsly detailed empirical examination.

Pinally a Tew words zbout welfarw. Despite its title,

he paper does noi dirsctly confront the whole issue of
'welfare! which is a highly complex cne; an iicrease in
welfare is essumed to take place when ths gains oubweigh the

1

losses, whatever may hLave happened to the income distribution.



Part I

Do customs unions always lead to an increase in welfare?
There is no a priori answer to this question and any general
presumptions we may care to have about customs unions leading to
an increase in welfare would depend on the assumptions we have
made. In the context of Viner's model the following assumptions
are mades two commodities, constant rates of transformation,
perfect competition in all markets, a constant marginal rate of
substitution, an income-distribution which is regarded as idocal
and which remains constant, no external economies or diseconomies,
and so on. Since there are only two commodities, any welfare
conclusions we arrive at must be unambiguous. Iither there is
an increase in welfare or a reduction. With 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 assumptions — 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 these conclusions, Welfare can either increase or
decrease unambiguously and whether or not welfare does in fact

increase would depend on the given empirical situations.

Relaxation of the other assumption would mesan that the overlap
in production patterns would be a necessary but not a sufficient
condition for Wé%fare 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 assumptions of the three-commodity three-

country model and a fortiori when these assumptions are relaxed.

*0One major difficulty to be contended with in formulating 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” logically 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 economically 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.,whether these are prohibitive or not, there would be f

found 27 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 and C with at least three types of commodities: domestic
commodities (4), imports from the union partner (B) and imports
from the outside world (C).

Abstracting away from transport and other related costs
the actual situation from the viewpoint of country Al's welfare
as to the optimum conditions =which have to be fulfilled for her
to maximize her welfare (making assumptions some of which are

specified below) could be characterized bys

PAA = PAis; PAd = PALi and PB4 = PBi = iy
PBd PBi PCd PCi PCd PCi o

where the subscripts A, B and C refer to countries of origin, d
to prices in A's domestio‘market, and i to prices in the inter-
national market.

These three conditions in effect state the familiar require-
ment that domestic rates of transformation should equal foreign
rates of transformation for trade to be maximized (which would
only take place under free trade), and also imply (given
certain assumptions) that domestic rates of substitution are
equal to domestic rates of transformation and therefore to
foreign rates of transformation, so that consumers are in
equilibrium on their highest indifference curve at which point
their welfare would be maximized.

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

imports from both B and C, the following situation would prevail:

PAd # PAiy PAd ¥ PAL but PBd = PBi - (2)
PBd PBi PCd PCi PCa PCi

Abolishment of the tariff with B would then lead to the
followings

PAd = PAL but PAd # Pai and PB4 # PBi - (3)
PBd PBi PCd PCi PCd PCi

A in having moved from the second to the third situation would
have moved from one sub-optimal posifion to another and no
unique a priori ranking would be possible.

With regard to the production-effect, both the trade-

creating and trade-diverting forces would be involved and with

’:qw,régard to the consumption-cffect both welfare—adding and welfare-—

‘\:: ie@pcing elements would be present. Only a detailed empirical

examination of(a given empirical situation would enable us to
establish Whéfkef-er not there has been a gain from A's view-
point. ‘

Lipsey2 in his interpretation of these optimum conditions
gseems to be entirely concerned with the so-called consumption-
effect. At any rate‘the general presumptions he puts forward

are whally based on the exisienced of this particular effect.



Thus he states ".... that a customs union is more likely to raise
welfarc the lower is the total volume of Iorol 7 trade, for the
lower is forseign trade, the lower must be purchases from thé cut-
side world relative to purchasses of domestic commodities" and

further "... that, given a country's volume of international

trade (his italics) a customs union is more likely to raise
welfare the higher is the pProportion of trade with the country's
union partner anl the lower the proportion with the outside world."
From these two propositions he concludes "... that the sort of
countries who ought to form customs unions are those doing =
high proportion of their foreign trade with their union partner,
and makihg a high proportion of their total expenditure on
domestic trade". There is, however, little basis for either the
general conclusion or the propositiouns that gave rise to it.
Consider & simple example he uses to illustrate these dro-

positions. Country A, in the pre-union stzte with an ad valoren

‘.‘S

tariff on all her imports, whatever their source, purchases only
eggs from B and only shoes from €, producing and consuning all
other commodities at home. A now forms a customs union with B
and her imports of eggs would now be brought into the 'correct!
(i.e. one whioh conforms with the real rate of transformation)
price relationship with A's commoditics. This by iteslf tends
to increase welfare. On the other hund the corrsct prics ratic
between oggs and eioes would be digturbed (L's pre—-union ad
valorem tariff has no effect on the price ratio) snd this would
tend by itself to reduce welfare. The bringing of eggs into a
correct pricg relationship with all the other commodities,; ..
bacon, butter,- cheese, meat, etc. would lead to a higher gain
relative to the loss suffered in distorting ths corrsct price
ratio betwecen eggs and shoes ( since the price relationship of
shoes with all other commodities, e.g. socks, clothes,; etc.
could not be affscted by the unicr with B). Thus the first

roposition. Should the position noew be reversed with A pro-
£

g;.

ducing only shoes, gtill importing only egss from B but
everything else from C, the post-union gains derived from

tablishing the correct price ratio between shoes and cggs
would be negligible compsared to the losses suffsred from dis-—
torting the correct price relationship between eges and all the
other commodities. Thus the second proposition.

The fact that the production effect has besen ignored

makes nonsense of these propositions. Suppose that B whilse
. exporting only eggs to A was also producing shoes but less
efficiently than C. On forming a customs union with 4, B would

now be able to sxport shoss to 4 and displace A's imports of
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shoes from C., A'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 A's welfare would
be difficult to discern and unlessywe were to make certain
extreme assumptions regarding the relative 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 made:

- (1) Yo country can influence the prices of the goods in
which it.trades (assumption of perfect competition
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 assumption that
country A is specializing completely in the production
of 4).

(4) Trade is balanced (sinoe we are only interested in
static equilibrium positions).

(5) Consumers adjust their purchases to the relative
prices ruling in the domestic markets (with consuners
always in equilibrium,with domesetic rates of sub-
stitution = domestic rates of transformation)

and most important of all

(6) “eoo the tariff revenue collected by the Govermment
is elther returned to individuals by mems of lump
sum subsidies or spent by the Government on the
same bundle of goods that consumers would have

)

These assumptions taken together render it absurd in the

3)

purchased”2 (ny scoring).

first place for Govermment to levy any tariff duty at all.
Neither is the duty being levied to improve the country's
terms of trade (precluded by assumption 1), nor for changing
the pattern of income distribution (assumption 2), nor to
protect any domestic industry (assumption 3), nor to reduce

assumption 4), nor to finance any
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real operation (assumption 6). Assumption 6 has an added implica~

tion which depends on how the quotation provided is interpreted.

There are two possibilities to be considered, both of which involve

the extreme assumption that Goverrment's spending behaviour is

identical with that of other consumers. Iither Government spends

as consumers would have spent before the introduction of a tariff

or as they would have spent after its introduction. The former

is the position taken by Viner who assumed fixed proportiomzlity

in the consumption of commodities, irrespective cf the changes

in the structure of rslative prices following the introduction

of tariffs, whereas the latter is the position taken by Lipsey

and others who assumed (5). If the tariff revenue collectod by

Government is returnesd to individuals by means of lump-sum

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

there would be a tendency on the part of comsumcrs to regard

the change in relative prices as entirely spurious. They would

then remain at their pre=tariff equilibrium point on their given

oonsumption possibility curve and thers would be no counsumption

effects The case where Covernment spends according to consuncrs'

post—=tariff valuations secems more plausible but is again similarly

artificial since it would be the 1ump-sum subsidy case in rsverse.
We may conclude that Viner's assumption c¢f fixed propertionality

in the consumption of commddities is not aftsr =11 as spscicl

as 1s commonly made out. The consumption-c¢ffect would on

theoretical grounds be irrelevant at least in the context of

the model assumed. Thkis would not,; however, involve complete

acceptance of Viner's assumption since in making it he also

assumed that income changes would exercise no influsnce on the

relative proportions in which commodities were consumcd. But

this latter assumption is not required since customs union

theory as so far considered, is concerned mainly with the price

consumption studies have zlsc shown tha
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prices sxercise little influence on counsumer spending hablts
we may safely disregard the consumption effect.

What sort of generalization can we now usefully meke? If
giver that the previous arguments are corrsct, the generali%a—
tions would concern the production-effects of customs unions
and would be of the following type - "the customs union is
more likely to bring gain, the greater is ths degres of over-
lapping between tho class of commodities produced under tariff
protection in the two countries.and that this gain is likely
to be larger the more dissimilar were the cost ratios in the

two countries." This gives rise to the general conclusion



that a-country should-only form a customs union with those
-countries whose patterns of production overlap Ler own but
whose cost ratios are dissimilar. The static world, however,
is a world of instantaneous adjustments. The formation of a
custous union may in real life lead to a substantial proportion
of the total production of the country being transferred to the
other member and as a2 consequence 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
specialize in that pattern of production for which the country
is relatively poorly endowed. Abandomment of that inefficient
pattern of production would through the relecase of badly
utilized resources provide at least the potential wherewithal
for more profitable patterns of production and rescurce-
utilization.

Certain elements implicit in the above proposition would
apply to the case of under-developed countries wishing to form
customs unions amongst themselves or with more developed countries
and this would concern the future location of production. The
proposition may be regarded as stating a necessary condition for
gains to take place without being sufficient since the sufficiency
conditions would depend on the implications borne by the assunp-
tions implicit in thg propesition. The necessary condition could
be regarded as holding at all points of time and that con—
sequently not only would a customs union be likely to bring
gain the greater is the actual degree of overlap, &tc.; but
also where the potential degree of overlap is greater. The
customs union would not only shift the existing sources of
production but would also determine the location of future
sources of production as to the country in which it is more
efficiently produced. In economies of the Bast African type
where stages of development are broadly similar, where markets
are extremely small there is a limited range of manufactursd
commodities that can be produbed. If in the absence of a
customs union there is a strong presumption that unnecessary
and 4inefficient duplication would have tacen place and if the
historial operation of the customs union has averted this
then gains would have been obtained. Since there would also
be some trade-diversion taking place any overall conclusion
as to welfare would requirc a balencing out of these two
forcese.

The sort of procedure adopted by Ghai4)

in his assess-—
ment of the distribution of the East African Common Mariet

gains and losses would therefore be inadeguate. To asgess
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each member's welfare by comparing the ‘members! within union
exports and imports and the respective degrees of protection
afforded them, on the assumption that these exports involve
trade-creation but these imports, trade-diversion, is
attractive in its simplicity. Suppose, however, that the

two prospective members of the union started off in a position
of balanced trade with each other. If we have net trade-—
creation then the trade-balance of the members would cease to
be in equilibrium since one member would be importing from

the other what it fqrmerly produced inefficiently at home.

In this case the use of Ghai's criterion would have shown a
loss for the member whereas in fact there has been a gain.

We cannot assume that imports under a customs union tariff is
necessarily trade-divertings; especially amongst 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 IT

The proposition developed in the previous section now
requires to be considered in the comparative static framework
where short-run income effects would prevail. We shall now
argue in favour of the following propositions

"Granted that the process of development requires increased
industrialization on the part'of the uhder—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)."

If we accept that industrial development proceeds largely

5)

through import substitution then we must accept that economies
at an early stage of development with very small markets can.
substitute effectively (i.e. without protective 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 conséquence that where domestic production

is competing with imports high levels of protective tariffs

are required with a soocial cost at least equivalent to the

tariff revenuss lost. The more efficient location of
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industries in a customs unien and the larger markets involved
would prima facie increase the competitiveness of domestic
production vis—a-visimports with the consequence that relatively
lower tariff levels would be required, with a reduction in
gocial cost.

We shall consider these arguments in the context of

5)

Professor Brown's model and compare the short-run income-
effects of possible, 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 initisl level. What is
of interesgt 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.

(o) Where a pattern of production involving both (a)
and (b) is present.

The member countries could be differontly situated with
respect to (a), (b) and (¢) 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); (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), least important for any member in (a), and
of varying importance for menbers in (c)o In practice members
would find themselves in (o) 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, (tc). The iax free
value of the imports displaced will be P(1 - 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 propensitigs

to save and import.  A's overall marginal propensity to

%)
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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' incomes, increase further imports from 4 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 (Ptc). If we assume that of P, a proportion (x)
is retained for domestic consumption in A and (1l-x) is exported
to the rest of the union the increase in A's income, subject to
all these influences, could be written ass

Y = 2550 4 B 1—xts)
a(l-td) + ma

wheres
Ya = change in A's income at factor cost.

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(1-td) refers to A'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 (ma) 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
African case) with -(a) referring to Kenya and (b) to the rest:
t. = 0,13 t, = 0.2

421
I

= Qal5s x = 0.75

0030 m = 0035

ma b

]

We can ignore (mbr Yb) since the influence it exercises
is marginal and since we are interested in isolating the
influence (tc) or the ad valorem rate of customs duty on the
imports for which P is a substitute, exerts on the creation
of income in 4. If we now insert these parametric values in

the above aguations

Ya = 0.85P = 1.95P
0.435

Thus the higher the tariff rete required to produce the import
subsitute P and 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~ed a t ri’f rate twice as high as she would have in
vhe union {ic = 0(4) when producing P. Thens

,;' Y'a = O,;& )P = loO3P
0.435

wnich quii be squivalent to 1.37 P had she produced thé whole
P under the same conditions. Clearly there would have been a
drastic reduction in the increase ih A's income following her
decision to produce P outside a customs union. Suppose now
that no pro%ective tariffs are required to produce P; then
the increase in A's income,assuming all the other parametric

values, would be:

Ya =P = 2.3P
0.435

(Note that A'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
(tc = 0.8). Then, assuming the other parametric values remain

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

Yb = 0.05P = 0.1P
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 (tc = 0.3). Then the
income increase enjoyed by the members would have been less
than if the production of P had been located in 4.

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 guestion such as 'who has
gained or lost the most from the historical working of the
customs union'? Ideally the question could be answered if
Wwe 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 arec 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 pre-union pattern or that pattern which
would Lave prevailed had the customs union not s-isted. A
distinction has to be drawn between changes in the pattern of
production as a result of reallocating a given volume of
investment to take advantage o$ the larger protectoed markets
with no shifts in'physical resources taking place {the short-
run cazse) and changes in production where there have been -
shifts in physical resources (the long-run case). Both.thuse
aspects are important in giving rise to the so-callecd
"polarizetion" or "buck-wash" phenomens where mombers of the
union, initially more favourably placed in the production of
those manufactures requiring protective tariff barriers, take
advantage of this in a customs union, and because of more

rapid growth attract productive factors from the other members

vwhose rates of growth may thereby be retarded. In attempting
+o asgess the gains and losses that have arisen from the
nresence of the latter aspect, sowe way of caioulating the
woonomic position iwn the absence of these shifts in productive
factors would be regquired.

It would be an illegitimate exOTOLBe ta cstinats these
gains and losses by meking usc of a concept of 'shiftablo
industry! (und not only for the reasons put forward by
Professor “@wlyﬁb)) and making the assessments on the bagls
of the consequences that would have followed had thess
industries been located with the other members and not con-
centrated in any one member. Only if we were o make the
cxtreme assumpiion that these industrics were establiched
through =2 ghift in cepital and other factors with z
deprivation for these members of their use would the pro-
cedure be o legitimate one.

Thers docs not seem to be any presucption, as Professor

Brown maintains, that siven a merginal propensity

Q 3
i)
st
4
I

b

from the other members hisher than a certsin critica

nd conssquently a positive and significant gpread-ecifect,

g'r

the other members would have galned. Whils his | gdure is

perfectly legitimate when used for
cffects! it has to be used with great care in assessin;
customs unions gains and losses in the short run.
are two elements involved hers and given the level of
investment these are related to the naturs of the invesitmont
possibilities present and the strategy of development pursucd.
If the given investment data reguires higher tariff barriers

in the pre-~union situation, the lowering of tariff barrier
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post-union (because of the scale gains to be
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%o that extent involve an increase in incomes which increase
constitutes a gain for the country in question. The spread-
effect would have been present botﬁ in the pre- and post-union
gituations but the gain for the other members would consistin
the increase in the spread—effect. In so far as the customs
union induced the setting up of those industries which would
not have been established otherwise, the appropriate procedurs
would again be to compare the respective increases in income
and the respective spread-effects associated with the two
differing patterns of investment, even if the pre—union pattern
does not require any protective tariffs. Similar considerations
would also apply to those members where cuétoms union based
production does not take place or only to a limited extent
because of lesser efficiencies, at any rate in those lines of
production. If in the absence of a union these members would
have produced these goods but under higher tariff barriers,
then the shift in location which takes place following union
would be regarded as having conferred a gain on these members
if the cheapening of the goods now imported outweighs the
income losses sustained in having to invest in other and less
profitable directions. This would be even more the cass if the
increase in incomes arising from customs union based develop-
ment in the other membsr, over its pre-union possibilitics, was
to increase the spread—effect. Only in the extreme case 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 partner, though this would be
reduced to the extent of the increascd spread-effects. Losses
would also be incurred if the alternative investment
possibilities involved much smaller increases in incoms than
the original investment possibilities which are now assumed

to have been taken over by the othor membsr. The latter case,
however, would help to spced up factor movements towards the
more rapidly developing member with ambiguous comnsequences for

the other menmber.
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