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5.1 The fsumework for product market
integration

53  Building the Customs Union
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integrution

5.4 Removing barriers in the internal market

5,5 Summary

The methods for schieving product market intepration
are multi-varinte, heeause praduct market intepration
requires the remaval of very difierent kinds of intra-
union barriers. Amonyg modern. regulated ceonomics
with interventionist governments, which also impose
taxes. the CU will not be suilicient 1o sttain single
product murket. The CU will ‘merely’ remove intra-
union tariffs and quotas, Maving beyond the Ciiie
accomplish true product market integration requires
the removal of 2 host of regulatory burriess. of fiscal
barriers and of discrimination in public procure-
ment and public works. Where sectoral inter-
ventfonism is particalurly heavy (e.g. coul, sicel
agriculture in the 1930s). it might even require it
considerable degree of joim interventionism hefore
free movement can be realised.

Section 5.1 discusses the Rome Treaty framework
for product market integration as 2 combination of
liberalisation, approximution and common policies

for goods. Section 5.2 explains the puilding of the’

customs union in some detail. both interaad removal
and the setting of cammon turiffs and quotas. The
mechanisms for shifting from the €U to true product
markel integration is addressed in the following sec-
tion. Section 5.4 provides short surveys of the
methods of removing diserimination in public pro-
curement, technical barriers and fiscal ones in the
internal market for goods.

Product Market Integration: The

5.1 The framework for product market
integration

Product market inlegration is governed by a treuty
framewerk going far beyond & mere customs union.
As u subset of the structure sketched in Figure 3.1, it
contzing 0 mixture of liberalisation, approximated
nationut regulation and common policies. Figure 5.1
depicts these three constituent elements of the Rome
Treaty regime znd enumerates the most frportant
pravisions comprised by vach one of them. The pic-
ture is completed by a reference to flanking poticies
and to tiemporary and perminent) esceplians to.
and derogations from, free product movement.

5.1.1 Liberalisation and approximation

As noted in £.6. the Rome Treaty opted for 1 CU
covering all product trade, The troaty also tukes
comprehensive view of what GATT, Art. 24, calls
“ather restrictive reguiations of commerce’, This max-
imalist ambition should be read in the liberulisation
box in Figure 5.1: para-fiscal charges. stamp duties
({bevond the cost price of 4 service provided) and
other ‘charges with equivalent effects to tariffs’:
intra-EC import and export quotas s well as ‘mea-
sures with an equivalent effect 107 quotas; and any
discrimination in the purchasing and distribution of
products by the various state trading monopolies stili
existing in the late 19505 (e.g. on tobacco. salt.
newsprint paper. maiches) were all outlawed.
Although more ambitious thun any CU thus far, one
could still argue that this CU, essentinlly the result of
the liberalisation box, was within the overall terms
defined by GATT. However, it does have the unique
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Figure 5.1 Product market integration in the Rome Treaty

feature of ‘free movement”, one of the key principles
of EC market integration. Since the application of
this principle is subject 1o common judicial review, i
has a powerful liberalising effect. What definitely
moves the EC framework for products beyond a
GATT-based CU 1o a regime for product market
integration are respectively approximation and
common policies on which the GATT is silent.

The aims of the approximation box are uaclear
because it is open-ended. Its evolutionary character
would largely depend on the political will to approxi-
mate (if not *harmonise’) so as 10 remove or reduce
remaining distortions {indeed, sometimes outright
blackages of free product movement). [n a grouping

of six, twelve or {ilteen couniries, the perceived need
to approximate will rarely be completely uniform.
More often than not, distortions hint at vested inter-
ests being promoted or protected. Therefore, a
critical factor consists in the efliciency of the deci-
sion-making system to produce ioint regulation
reducing product market failures of this kind. The
most important inelficiency in the early EEC con-
gisted in compromise regulation far beyond the need
to deal with the market failure at issue, The later was
generated by an endless search for consensus, under
veto threats, resulting in superfluous details so as 10
*buy off” the vested interests of one or more Member
States, In the first 25 years of the Community these
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problems huve plagued virtually alf spproximation
efforts, but especially those referred 1o in Figure 5.1,
So progress wus slow. many fuilures (i.e. vetoes) were
encouniered and the harmonisation achicved often
overeame the market failure in the CU only by
imposing a degree of repulatory fuilure. This Auw
would only be removed by 1 complele overhaul of the
regulatory cconomic sirategy of the Union, which
emerged from the EC-1992 progrumme. (see 4.3.3).

The problems abowm scope und economic justifiea-
tion of approximation apply 1o all three emtegorivs
specified in the box. This is surprising in so fur as
custems cooperution amvd approximation are con-
cerped. In the light of the ambitions C1J opted for. the
liberalisationr and approximation boxes were hardly
consistent. Thus. whereus the liberalisasion box com-
bined with EC competition policy aimed a1 a
competitively functioning internal praduct market. the
approximation provisions for national customs
{(Vaulont, 1981) were designed 10 do no more than the
barest minimum, without much regierd for the costs of
cross-border business. Since the vustoms also handled
the complicated border adjusiments for indirect txes,
an EC failure (o wse the competenve for indirect tax
approximation exieerbated this invonsistency, The
general provision fur approxisastion of bavs (A1 §00)
added to these comradictions: with tril¥s and quotas
removed, & string of regulatory barriers stili effectively
prevenlad product market integration in the ClJ.
Lacking internationnt precedents in removiag repula-
tory barriers, the BEC dramuticatly underestimated
both scope and technicality of this kind of upproxima-
tion. Moreover, one shauld bear in mind that the
postwar period witnessed a significint imensification
of economic regulution in the entire developed world.
For the EC’s product market integration. this meant
that & permanent regukilory drive at antional level was
not governed by a binding EC framework. AH that
Art.100 suppestied doing was to remave barriers, under
unanimity, once they were in place and identified.
Unlike teriffs, there was no easy way to identify regu-
Intory barriers. Apart from a few complaints numerous
new barriers would go unnoticed, Hence, in an almost
invisible way, regulstory barriers actually inereased in
the CU. Until 1985, the EC hud no regulatory strategy
1o cope with this profound prablem.

5.1.2 Comman policies for goods markets

The common policies box is no doubt highly ambi-
tious, at least in a politiea} sense. The economic

question is whether the common policies were facili-
tating product markel integration by addressing
actual or potential market failures or removing costly
inconsistencies in national policies, Set uguinst this
test, the reaty regime is less than satisfaciory or at
best open-ended.

The common trade policy appeurs to match the
aims of the liberalisation box. The establishment of
the CET is largely specified in non-discretionary
terms and a common trade palicy, going far beyond
the CET requirement in GATT. is introduced. Bath
cloments wre explicitly placed in o liberal contex by
stressing the gosl of contributing 16 multitateraf trade
liberalis:nion. Initially. the Community lived up to
such expectations. Alihough the CET would come
into force in 1970, its actusl imreduction was
brought forwurd by 1.5 years. 8y that time the EC
hiwd already negotiated the arithmetically caleubated
CET in wwa GATT Rounds, thereby reducing i on
avernge by nearly M per cent from the originally fore-
seen level. Also, a1 the vutset, very foew ECowide
quotas were adopted - the thrust wax 1o abolish
remaining national quotis as feltovers of the OEEC
liberalisution programme {see 2.2).

But in three distinet areas the 15C was not living up
1o the Retter or the spirit of GATT In sgriculture Hw
GATT had never been allowed to work: European
countries (with the purtial exception of the UK had
been protectionist and agricultural trade resulied
largely from shortages, hardly ever from free trade
and speciulisation. The USA. though less protection-
ist on some agricullural goods, abained a GATT
waiver in 1953 for not having 1o apply GATT rules 1o
agricaltural trade. The EEC treaty options of the
commuon agricultural policy did not necessitate high
external protection. but one could have few illusions
aboul it. O the Six only the Netherlunds practised a
mixture of openness und moderate protection of apri-
culture (see chapter [1). The second exception were
naticnal quotas vis-3.vis third conntries. A consistent
application of the GATT concept of a CU implics
either the removal of them or their replacement by
ClU-wide quotas, 4 fortivri, this would be necessary if
the aim is produet marke! integration rather than a
mere CL), In contrast 1o other rules for the transition
1o CU, the treaty is not explicit about it, however.
Thus, EC countries clzimed that the so-called hard-
core GATT waiver oa national quotas (from 1955}
meant that the GATT could not impose & fully
fledged EC regime on quotas. There were also a
number of national quotas, predating the EEC treaty,
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which were tied 1o their acceptance of some new
GATT members, notably Jupan, Again, EC sountriss
felt that these qguotas had to remain national. The
problem grew worse with the advent of special prosec-
tion.against cotton fextiles imporis from Asiu and
some other couniries. Led by the USA, the Long
Termy Arrangement on Cotion Textiles was concluded
in {963, effectively varving this trude out of the
purview of GATT. The Arrangement was first based
on national guotas {vis-d-vis third countrics). As a
eliing example of inconsistency, while the GATTs
Ditlon Round it the Arrangemient were diplomati-
eally linked, the EC as 2 whole was only involved in
the former while Member States negotinied the latier.
The upshot was 1hat hundreds of national quotas
were adeded and 3 common £C trade policy in this
sectar becitme iusory {see chapter 13).

The third exception was prefereminlism, The Rome
Treaty wits negotiated inan era of decolonisation.
France, Belgium and the Nethedands insisied on pref-
erentinlism with existing or former colonies. Thus, the
CET should not apply to them {see chupler 13).

Competition policy is dealt with in a fairly strict
and vomprebensive fushion. Both collusion amang
indepesdent [irms snd monupaly shuse were prohib-
fled, with explicit eriteria for cxemypsion in the cuse of
the former. There was u compromise clause on publie
enterprise and utilities {Arl. 90). Siate aids were also
prohibited, with explicit crileria for exemption. An
anti-dunping elause for intra-EC trade would not
extend beyond the transition period. These rules were
intended effectively to prevent subsidies or restrictive
business conduet from replacing the removed tarifls
and quotas und 1o help (o muke the internal produoc
market function properly {see chapter}2.)

The common agricultural markets and a host af
interventionist instrements for them such as price
regulation, predustion subsidies, ‘common machin-
ery for stubifizing imports or exports® and, as an
option, agricultural guidance and guarantee funds.
are aiready specified in the treaty. The ceitical Art. 29
{on objectives and policy constraints) is rife with
political 2nd social compromises. These several com-
promises reflect the poliical reality that the
alternative to the CAP - namely, having sarional pro-
tectionist agriculiural policies — would have been at
least as costly, if not more so. As chapter 11 will clar-
ify, the intention was not so much 1o repulate the
market 1o prevent market failures but above all 10
guide a very long-term adjustment process in a
socially and politically acceptable fashion.

Two instruments, subsequently chases in the heav-
ily politicised decision making gbout the basics of the
CAP, have caused product market integration with
these socio-pofitical objectives to be realised at
extremely high economic costs: 1he varisble levies on
imports from third countries and the administrative
price level chosen for the linchpin of the most inter-
ventionist product market regime — prain. Chapter 11
gives details but the essentials can be noted here. The
variable levies were specified in such a way that they
throttled import competition, irrespeetive of world
prices. The intra-EC price level chosen was so high
that inefficient German agriculture would hardly be
forced 1o adjust. The implication was that the CU's
normal function of stmulming specialisation
through trade between aress with different cost levels
(caused by comparative advaniages snd inefficien-
eies) was larpely pre-empted.

Finally, the coal und stee! sector fell under the
Puris Treaty of 1951, For decades the EEC and
ECSC treaties were applicd side by side although
the two are guite different for product markets.
First of all, the ECSC treaty hus no CET znd no
vommon commercial policy, Strictly spoken. it is
nota CU b an FTA. Secondly. the ECSC treaty s
rather mterventionist, especislly when a ‘manifesy
crisis’ is declired by Council {Art. 38, ECSC). Two
vise studies on the ECSC and on stee} crises in
chapter 14 will pive Turther devails,

Gradually, however, the EEC and ECSC regimes
began 10 converge in # pragmatic way, The greatest
contribution to this development is, no doubt, the BC
Court’s doctrine of ‘implied powers’, pronounced in
1978. H meuns that the ECSC does imply & common
commercial policy if, and in so far as, the pursuit of its
objectives und the use of (intra-ECY instruments
require such a policy for consistency. In the early 1900s
the Union decided to integrate the ECSC into the EC
wreaty by 2002, when the former will expire,

5.1.3 Support policies and exceptions

The triangular regime of liberalisation, approximation
and common policies makes for a quite comprehensive
systemn seeking to ensure product market integration,
This was bolstered by sepporting policies. Most
prominent was the common transport policy as an
essential complement of the free movement of goods.
Of course, transport is a service, but its free movement
was part of a separate treaty chapter on a common
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transpart polficy. The doubte question was: how (0
make EC trunspost both leass distorted and cheap?
How could the nationally regulated trnspont markets
ne regulated at EC lovel. while providing the grautest
possible freedom for market agents? Again, views dil-
fured purtly because of s feaur of Josing market share
home. partly baeause of national difterences in social
charges and axation, partly becuuse the public and
economic funetion of some modes of Lransport wus
perecived differently,! partly because of fears of free-
riding on one another’s infrustructure, As & resull. the
Courcil was convicted by the EC Courtas hute us 1983
for a “failure o act’ (Art. 175 EEC) on & common
traneport policy. Mesawhile. this policy is in place (sec
chapter 7). A second issue was haw 1o obtain an effi-
cient EC fransport system serving product market
intepration effectively. Great propress has been achieved
on this point despite the lack of a common policy, The
timely eswablishmesnt of u comman policy could
undoubtedly have enhanced the eificiency drive as the
response 10 EC-1992 in transport B showi {see chap-
ter ). In s abgence. improvements were oblained
through technological progress of the means of ras-
patt, snd domestic infrastruciural investments fweakly
coordinated in the UN Economic Commission for
Europe and the OECD-linked Europeun Conference of
Ministers of Transport. but nat by the EC far longl.
and the resulting shifts in the modal split (especiatly the
increase in the market share of Toud hasulage).
Exchange rates, or rather bulunee of puyments
problems - the form they ook in the Bretton Wood
sysiem of adjustable pegs. ® the time of treaty drafl-
ing - constituted another support policy problem.
Misalipned rates could cause such tensions in foreign
exchange markets und such u drain of foreign
exchange reserves that fur-renching nutional safe-
guards were provided for in Arts 108 and 109, Ne
change .of regime was introduced once flexible
exchange rates had hecome accepted (after 1576).
The upshot was that product market integration was
permanenily in danger, znd worse, wis permanemly
hampered by retgined or varying exchange controls.
In 1986 six out of twelve EC Member States still
seiained exchange controls. Measures 10 restrict
intra-EC trade (ns distinct from financial) flows
directly had bheen prohibited by the EC Court in the
mid-1970s but the safeguard only disappeared with
the EC-1992 programme (see chapters 9 und 16}.

Onher supporting policies were of minor impartance:
an endegvour to achieve vocial palicy approxsimation
was very weakly formulated and led to little except
for the {explicitly treuty-bused} laws regarding equal-
ity between men znd women: the Sociy) Fund sened
as un adjpstment fund but wuas trivinl: and the
European Investment Bank inftially remained mar-
ginal (see chapter 13).

Finully, # is interesting 10 observe that there wers
exceptions 1o the regime. The temporury exceptions
were concerned with produst-related difficutties of
establishing the CET or solutions for quetas during
transition (see 5.2.1). The permunent exceptions
inchude some imporiant limitations of the tremy:

. The CU does not apply to military goods: the
difficulty is then Lo delineate “double-purpose
goods’ from purcly militury goods — for a long
sime, this delineation reatained a unilateral,
national act with great incentives to distort
competition. for instance in public procurement.

. Public ownership is entirely 2 mutter for the
Member States: the EC never had any influence
on priviisution or putionatisation — in sl
practice this weakeavd the £C competition
policy vis-a-vis public enterprise wp 10 the 1980
{see chapter 132),

. Industrial and intellectual property rights wre
similarly in the purview of national jurisdictions
{because they refer to awnership”. too): this
hus yielded incentives 1o exploit the possihilities
for price diseriminution between Member
Quates: the EC Court curbed this potential by

" courageous case luw but the wenker instanee of
ket failure continved to trouble the terna
market up umil the carly 1990s (e.g. pateats:
trade marks). (see chapter 9},

The regime of produet avrket fntezration is 1he hard
core of the EEC treaty. The products regime is 1 condi-
tion sine qua ton for the Community. 1t is also the
regime with the widest scope and the greatest impact.

5.2. Building the Customns Union

Article 9, EC defines the CU. Tt is 1o cover all goods
and ~ /5 1o tariffs and "all charges having equiva-
lent effect’. Described in this way the CU applies also

1 Henee the so-calied ‘modal split’ {the cubsiitution berween and complementurity of different medss of transport differed significantly

betweun Member Ssiles.
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10 agriculiure, even though the CAP is treated in o
separate Title, In a simple economic analysis one
could define the CAP as an agricultural CUL with
internal und border interventions ensuring a politi-
enlly agreed minimum price, Art. 9 defines the cu
purely us a “tarilT union’. Quots und import und dis-
{ribution menopaolies ure dealt with in a separaie
chapter. Strictly. this is not in keeping with GATT.
Practically it hardly mauers in 30 fur as intra-EC
quolss must be removed anyway. For national guotas
vis-i-vis third countries the distinction does matler
and 1he problem can only be resolved by tn appropri-
e common commercial policy specified elsewhere in
the treaty.

521 Internal liberalisation™

As noted in chapter 2, inwra-EC tarifl removal was
expected to tuke 12 yuars (with a maxinmum delay of
three more vears)- znd would he across the board. The
12 years transition period was broken down into three
stupes. The timing snd pereentages iced ofl were pre-
seribed for the first 1wo stages, This auaEHicity wus
combined with modest flexibilities for the first stage,
for purposes of varying the speed and reducing Lhe
costs of adjustment for sensitive sectors? Though not
explicitly mentioned. the idea wis to have 60 per cent
aliced off after two stages. 1t did specify the aim for the
Member Stittes to stice off ut least 23 per cent per tarill
line in both stages. Although the thied stage is nol
dewiled, the timelsble of reductions is subject only to
a qualified nujority in Council.

Since fnitial wrifTs of some countries were high,
turill disparities were likely to influence the time path
und country distribution of adjustment costs. Thus,
the first reductions of a prohibitive tarifl would have
no impact whilst, at the same time, similar reductions
of a medium or lower tariff might cause sirong
import competition. Later on. relatively sudden
exposure to import competition would follow for the
high tariff country, Not only could this cause social
or political resentment, it might have the unfortunate
offect that, initially. exporl opportunities would be
denied to the adjusting sector in the low arifl coun-
try, whereas such export opportunities would be
gvailable for the high tarilf country by the time that

12), and specified national tasifl regimes 1 duting the treaty

3 Porinstunce. every tanifF line had 1o be reduced by 2t least 5 per genl.
Howerer, » Member State could not blogk the decision merely because i had not fizlfitted its Arst stage obligation in rime {ArL. R (31,

sector would be forced to adjust. Of course. for this
scenarto 1o huave cconomic meaning. One must
assume either that the seclor in the low tarill country
is lass competitive than the exports from the high
(arift country — which is unlikely, coming from
behind o high tarifl, except when seale is decisive for
costs — or that the tarilf-protected sector penetrates
the low-tarilT country via dumping, To mitigate the
first possibility the treaty could huve prescribed an
accelerated reduction for peak tariffs or u decapping
procedure, cutting off uif peaks beyond a given ad
valorem duty. However, n politically fess sensitive
obligation was opted for: uil trifls higher thun 30 per
cent had to be reduced by one-tenth each time in the
first stage, allowiag o Nexibility. The case of dump-
ing was deall with in the competition rules. A
procedure for protection against dumping during the
transition period is provided for in Ar1. 91(1) The
fuel that injury docs not huve to be proven makes it
more » resedy to deal with tariff dispuritics than g
competition issue. More interesting. however. is the
-reverse dumping’ clause of Art 9H2p expioiting
tarifl disparities viu dumping is made risky bevause
dumped goods ean be re-imported into the exporting
country free of triffs or quotus. If transuction ¢osis
are not oo high “reverse dumping’ sels an effective
timit to dumping practices.

The strictness of the internal liberalisation in the
transition period was combined with calls upon
Member States to suspend tariffs on imporis from
sther Member States uniluterally und 1o accelerate
tarifl cuts. The Kuter option was used twice by alk Six
together so thit the uctual wransition period 100k only
10.5 vears. Figure 5.2 shows the actus! reduction path.

The success of the internal wrill removal shonld
not mistead the reader into believing that no prob-
lems were perceived when pegotiating the Treuty. Two
sets of provisions reflcet those: the procedure to move
10 stage 2 and the ‘special regime” for France. As
noted in chapter 2, the originat CU proposal by the
Benelux countries had been criticised for not provid-
fng & stages approach 1o full intra-CU fiberulisation.
A complicated Art. 8, EEC defines three stages, each
of four years, The real problem is feared to consist in
the transition [rom the {irst to the second stage.
Failing unanimity the first stage can 1wice be
extended for a year;? only after six years the Council

2 This refers (o import dukies; export tarills had 1o be removed in four years. The 12 yeurs procedure was bused on 3 stund-siili clause {Art.
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shifts to gualified majority. Those outvated could apt
for un arbitration procedure described in the same
Asticle, Although uniquely sirict for diplonvtic pric-
tices in those duys. 4 measure of uncertainty and
political discretion way created, What if no gualified
majority could be found for whatever evelical or
other reason? What if srbitration sided with the out-
voted Member State? These uncertuinties would
undoubtedly have been magnified if economic times
during transition had been bad. As it turned cul, a
high-growth/low-unemplayment elimate fucilitated
the transition peried and the special procedures in
Art. § were never used. 1t should ulso be noted tha
greater aulomaticity was imposed lor the other two
stages {any Member State could veto uan extension,
i.e. a delay) und unambiguous obligations were pre-
scribed for the expiry of the transitionat peried,

The ‘specia regime” for France reflected another
wenkness: a CU with pegged exchange rates is unsus-
tainable if misalignments cannot be prevented or
readily resolved. However, imposing far-reaching
coordinution of maero-economic policies 10 prevent
realignments andlor common decision making before
accepting realignments would have increased the
ambition of the CU enormously. The sections on
‘economic policy’ (macro-economic policy was
meant} in Arts 163-8 mirror this dilemma as noted in
chapter 3. Although Art. 107 {1) says that esch
Member State shall treat its exchange rate policy as*a

0% 40% 70% 100%

matter of common voncern’. and Art. 104 thut each
Member Stule shall pursue "...1he economic policy
needed 10 ensure the equitibrivm of its overal] bale
ance of paymenis and 10 maimain confidence in its
currency’. the common muchinery to back up these
provisions was weik. As a consequence. Arts 107{2).
108 and 109, EEC had to deal with the possibly
disruptive consequences of misalignments, n nHjor
devaluation or restrictions with a view to uphold the
exchange rate at the expense of imtra-EC economic
intercourse. Worse stitl. before signing and during the
ratification procedure of the Rome Treaty, French
attempts to solve the balunce of payiments problew for
the frane area (which included its colonies in West
Africa) threatened to undermine intru-EC liberabisa-
tion commitments from the outser. In a special
Protocol France had been allowed to keep its system
of across-the-board export subsidies and special
import charges for the protection of the franc, until
balance of payments equilibrium and sufficient foreiom
exchange reserves would enable the Council {by quali-
fied majority} to abolish this “special reginse’, This
regime amoumed 10 a hidden devaluation. The proto-
col requires sufficient uniformity across goods but ulso
imposed maximums and u standstill provision. In
August 1957 France introduced uniformity in the ‘spe-
cial regime” such that in fact a devaluation of no less
than 20 per cent was implied.? As this was far above
the ceilings, such a major set of restrictions hardly

¢ Note that this enly spplied 1o articles falling under the *special regime’, hence significant distortions were inetitble.
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inspired confidence in the libesalisation process once
the EEC treaty came into force {1 Junuary 1958).
Other Member States were now dependent on the
French political resolve te impose domestic suster-
ity or otherwise would face a major devaluation or,
worse still. would have to wke safepunrd measures
themselves. After more thun & year of hesitation,
new French government deeided 10 opt for & devaltu-
ation in late 1958 combined with the ubolition of
the specinl regime. just before the first intra-CU
tariff reduction would come into force. A much
weaker protocol on {aly stutes that the underdevel-
opment of the Mezzogiorno would huve 10 be tuken
into accaunt if lialy were to be restricted by the EC
in its use of the (bakunce of payments} safeguards
Arts 108 and 109,

The conclusion is therefore that the CU regime
combined strictness with some significant weak-
nesses; automaticity was not fully sccepled and the
unquestioned preference for peeged exchimege rates
was tied 1o nadequate coordination provisions,
thereby risking 10 prompt restrictions and safeguards
undermining the very market integration one was
ainting for,

The internad liberalisation af quotus built on the
liberalismtion in the OEEC framework (sec chapter
2). It improved an the OFEC process in sever] ways.
First, unlike in the OEEC, the quota removal covered
agriculture and products traded by comasercial state
monopolics. Both were highly seasitive and the
unambiguous commitment to liberslise was no mean
achievement. Second, a stundstill clause and the
‘raichet effect” munde rearguard protectionist fobhying
praeticatlly impossible. The “rutchet effect” refers to
the definitive nuture of liberalisation: there being no
going back. This was accomplished by a combination
of automaticity {bused on specific treaty percentages
nd timetables). the across-the-board coverage rather
than discretion per tariff line und the prohibition of
unilatersl refmposition of quotas. No element of this
combination was present in the QEEC process.
Third, und eritical for the preparedness of low wrill
countries 1o liberulise, the CU imposed tarifl and
queta removel simultancously (see chapler 2).
Fourth, just like in the case of quasi-tariffs, ‘mensures
with an equivalent effect’ 10 quotas would also be
forbidden (Are. 30), except for certsin derogations for
health and safety. and so on. {Arr. 36), However, for
the latter, *approximation’ was provided for under
Art. 100, Fifth. not only were quotas under state
trading {i.e. state import and distribution monopo-

lies} forbidden, but Art, 37 prescribed that, by the
end of the transitional period, all diserimination with
respect to imports or domestic procurement and
marketing or distribution had 1o be eliminased.

Technically, liberatisation took place by first trans-
forming bituteral qeotas into ‘global” quotas, that is,
‘open whhout discrimination 1o all other Member
States’ (Art. 33(1)), after one year. Subsequently,
these quotas had to be enlarged in value by 20 per
cent overall annually, and at least 10 per cent per
product. For very small guotas, 3 per cent of national
production had 10 be allowed in alter one year and a
higher than aversue growth formula was imposed by
the treary. After 10 years a1l quotas had 1o be equal
10 at feast 20 per vent of the national produetion of
the relevant products. Unlike with tarifT removal, no
special delays were possible. An acceleration clause
was included. At the end of the transitional period,
quotas hud 1o be ubolished.

Initia) intra-EC quota abolition was therefore
stricter than sarilfs, Discretion was very Smited and
there were no provisions for 2 staged approach or
delays. This probubly reflected a mirror image of the
usymmetsy between tarills und guotas in the pre-
EEC peried (sec chapter 23,

5.2.2  Sefting common tariffs and guotas

Setting the CET and, where RECESSary, common
quotas is likely 1o be more politicised than internal
liberalisation. When participating in a CU 21 players
are expected to aceept the GATT rule of zero intra-
triffs and no intra-CU guotss. Adjustment problems
muy Cause 4 transitory political economy but 1he goal
renuting unambiguous, This is not the case for the
CET. One would expect the CET to have  protective
function (see also chapter 6). So there is bound to be
active lobbying for influencing the CET at the level of
individual tarifl fines, but also with respeet 16 the
overall restrictive effect for end-products, the strue-
ture of 1ariffs over respective processing stages
{‘cflective protection’), the downward or upward
adjustment of tariffs between members with tarifl
disparities and 1he position of ontsiders via bilaeral
pressures and the Art. 24, GATT review procedure,
All this political economy can be constrained or even
pre-empted by automaticity in treaty rules, just as
with internal liberalisation. But achieving such rules
will be extremely difficult for the CET because selling
the CET boils down to a shift from one set of tariffs
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10 another set of triffs. not 10 4p adjustment from
one set of tarifis 1o zero for all. Moreover, the GATT
generat incidence” clause (see chupter by is vague.
Although ut the time of drafiing the treaty. CU
theory (sec chapier 6) was available us o rough guide
10 interpret the general incidence clause. ts practicad
applicution leuves ample room for discretion.

Since the negotintors of the EEC treaty wunted
simple rules 10 minimise the political economy and
beeause they did not wasnt Lo lose the momentum of
political will. Art. 19(1) specifies the CET ax the
arithmetic average of the ex ae mstionat turifls, This
implizd that. in most cases. France and Haly huad 10
reduce tariffs and the Renelux countries 1o inercuse
(uriffs. Germany was in an intermediary position.
However, #s mizght be expected from the contrast
between internal snd external turifT adiustment in a
CU, all kinds of exceptions und amendments were
intraduced. In this way  rule-based CET setting was
de facto traasfarined in a mixture of hasic rules {see
Figure 5.2} and negotjuled adapration,  Browdly
speaking, and excluding agricwhural products. the
devistions did not have the offect of increasing the
protectionist impact. bul individual tariffs can be
identified where this was the cuse. The fi ollowing pro-
vides a summary for purposes of clarification.

Additional reading

First, France and Italy obtained various ad hoc
asstrances as the applied and the legal duties differed
in a number of cases.® Second. four product Hists were
subject to CET ceilings. which had the effect of
obtaining CETs lowsr thun the avernge.” Third, two
lists were simply negotiated; list F was finished before
signing the treaty, list G was not but had ta be neyo-
tiated before the third stage. List G could be extended
with products together covering up to 2 per cent af
imperts. This open invitation to lobbying could have
led to problems but in faet it did not in any serious
way. Fourth, responding to the treaty's call for a
fower CET via wrade negotiations {Art. 18} two
GATT Rounds were initiated by the US (Dillon and

-

"

$ennedy Rounds) which sticed same 30 per cent off
the calostared CETs Note that these GATT Rounds
o0k off the sharpest edges of the splitting up of
Western Europe inta two trade bloes. the EEC and
EFTA. Fifth, in three different ways it was possible to
get around the CET by wrilf quotas Up to the volume
of altowed imports. a tarifl lower than the CET tor
zero} could be granted il supply shoriages arose or i
chrange [rom u world supplier to an intra-EC source afl
supply would el hurmiul consequences for pro-
cessing industrios.” Of course, this 2scape rouie could
only be used for domestic soppdies: it was a0t allowed
for cxports o other Member States, For this reason
1rifl quotas were decided st EC level. Finaliy, Ant. 9
contains five guiding principles for the Commission
with & pro-trade Havour.

The CET did not apply to 2 group of associated
oversens countries und territories mosily (ex-)
colonies {Arts 131- 6. fater amended in the Yaiounde
treaty, now adapted and expiended into the Lomé
Comentions,

The contrast hetween 1ariTs and guotas was cven
greater on the external side than for internal fiberali-
ation, In the free movement ol goods tite of the
treaty there is no reference to quotas vis-f-vis third

countries, From an econonvic perspective this is curi-

cuis sinve signilivant disparities in nutional (extermal}
quotzs ure lkely 1o result in different compelitive
pressures, and henee muy creare distortions of prod-
et murket integration, Whether they will, depends

on whether the treaty atiows trade deflection to wke -

plzce. Trade deflection is a response 10 differentials n
external trade policies and henee characterises 3 free
rade aren. not 1 CU. Thus, an FEA may see imports
1o high tarifl member B deflecied via fow tarifl
member A if certificates of origin would not prevent
this. However. once CU members have very different
external guotas {or some have no quotas). nutional
prices will be higher in countries with binding guotas
thun i those with big or no quotas. Hence. trade
deflection will pay. This creates an issue of principle
becasse 3 CU (like the EEC) would not normally
impose certificates of origin for internal trade. In
order 1o control rade deflection however. it will have
to, The silence on this issue in the free movement title

Seo ArL. 16 (2} and List A in the Anacx 10 the Treuty. List A for Franse) vonsisted of suspended tariffs beanuse strict gaotus upplicd.
List B (raw materiats, 3%, C {semimanafaciures. Jay: D (inargasic chemicals. F$U5% E {organic chemicals. 23%1. ia List & sonw

Benclux tarifls were 5o low tlsl, for pusposes af cutcolating the CET. they were assusmed to he 12 per cont - this haud the effect of raising

the CET.

® Theee somewhas different loput grovnds apply 1o the inputs on Hsts 8. C.and B 10 tists E and G, and to agricufiural products. Moreoves,
for collee and buntinas special protocois on Ll quotas were anpesed 10 the Treaty,
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is iherefore inconsistent with a CU. The issue is
addressed in e ety chapler oa the common tom-
mercial policy but in an unsatisfactory way. Article
11145 reads thar Member States shall "aim at secur-
ing as high a leve] of uniformity as possibie between
themsetves” with respect 10 such quotas. They merely
huve 10 inform the Commission if they abolish such
quotus during the transitjonal period. This weak
endenvour clause, withoul any bite and any imple-
mentation riles, meant that litde autention was paid
10 it. This would not have been a problem if the
conumon (rade policy. foilowing the transition, had
been spelied out in such @ way so #3510 arrive ut joint
quota removal and perhaps some joint quotas. But
Arl. 113 merely speuks about “uniform principles’
such as “the achievement of uniformity in measeres
of liberatisation” there. “liberalisation” refers 1o
quotas). For almost two and 2 half decandes following
the end of the trunsition period this problem
remained unresolved. In o package deat in December
1993, baused on the EC-1992 progrimme. remaining
nutiona] guotas v is third countries were finally
eliminated (see chupter 13}

5.3 From customs union to product
market integration

5.3.1 Searching for a mother principle

The eeonomic notion behind the EEC CU is not
clewr. Defined merely as a tarifl union {as the treaty
does in Art. 9t1)). it suppresses one type of border
intervention for trade. without huving a clue about
the change in quotas, VERs, fiscal or regulatory bar-
slers, 1T the latter substitute for the former, the gains
from trade may remain small, Even if there is no con-
scious effort 1o substitute forgone tariff protection,
inira-CL) tarifl removat is still a far ery from internal
free trade in goods. A ariff union would neither
imply that ull sectors are equally exposed to intra-ClU
mports nor thut all sectors have equal opportunities
to penetraie other countries” marskets in the cu.

The policy concept behind 2 CU is problematic,
100. The origin of CUs goes back several centuries
{Viner, 1950) when levying tolls or cusioms duties
were the only trade interventions {other than import
bans). Early in the twentieth eentury quotas came

into lashion. especially for cases where the tenff
equivalent would be very high or bound by biluierul
wreaties. In the EEC treaty internal quots removal is
purt of the title "fres movement of goods’, but not of
the customs union chapter therein. In a strict sense
this chapter is not in keeping with GATT Ar 24,
which speaks about ‘other restrictive regulations of
cammerce”. This vague term is open-ended but would
in any event inclode quotas. But would il include
other border imerventions? In fuct. the implici CU
coneept in the EEC treaty could be said 10 consist of
four elements: a tarifl union, an indirect 1ax union,
abolition of internal quota and ‘equivalent effect’
measures and, in principle. uniform external quota
Jiberafisation (the word ‘commeon quotus’ is not found
anywhere). The fatter three however emtail great
problems of interpretation which are hard 1o resolve
without 2 first or mother principle. A major weakness
of the Rome Treaty was the tack of such s basic guide-
line. As a consequence Member Siates rewained
interpretations or vetoed proposals. such that fully
fedped product maurket integration remained unattiin-
whie. In thiis sense the CU could not be ‘vompleted”.

Thuere are two mother principles which suggest
themselves, Applying them would have meant s signil-
icunt increase in ambition, that is. a “deepening’, The
ceonomic appraach would use product market integrie
ticn as the bepeh mark: «ll {anificial} cconomic
frontiers in the produoet markets would be removed.
This would go fur beyond the implicit CUL as
described sbove, a3 it would also encompuss an ade-
quate eompetition policy, appropriate common
sectoral policies where necessury, and such o degree
of macro-cconomic coordination that saleguards
would not be used. All these additional elements have
4 place in the treaty but they are not sufficieat. The
ambition of the CU, as defined by the four elements
mentioned, would also greatly increase if measured
against the bench mark of product market integra-
tion. For example, what are ‘measures with an
equivalent effect’ 10 quotas (Art. 30)?

Initizlly, the interpretation of Arl 30 was con-
strained by the tack of u mother principle; hence
Member States took a legalistic view of what the EC
eould do, The EC Court understood the grave incon-
sistencies this would give rice to. In the Dassonville

- case {case 8/74, BEuropean Court Reports 1974, p. 83T}
it provided an economic definition of such measures:
“all trading rules enacted by Member States which
are capable of hindering, directly or indirectly, actu-
ally or potentially. intra-Community trade’. In so
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doing it recognised that regulatory barriers had 1o be
added to the elements of the CUJ already specified. AL
the same time the usctval applicstion of the
Dassonville definition was limited by major derogi-
tions in the treaty. such as Art. 36, which vould only
be resolved by approximation. Also, for the applics-
tion of the definision to (indirect) fiscal frontiers or
aational externa! guotes there was no legul busis in
the treaty. The conclusion is inescapuble: getting
product murket integration accepted as z mother
principle would require treaty revision.

The pofiey approach would simply carry the noetion
of 2 customs union to its logical conclusion: & customs
union should anly apply union customs roles und inter-
nat [rontier controls would therefore have 16 disappear.
From a policy perspective this is attruciive for severyd
reasons, First, such a bench murk is straipghtforward.
lis automaticily pre-empis a great deal of political
economy, artsing {rom vested interests. Second, it
dictates & clear and exhiustive policy agenda and facili-
tates judicial review, Third, it does not impinge upon
national regulatory obiectives as jong us other domes-
tic instrunients are found which do not discriminate
imports from vther Member Stirtes.

Removing internal frontiers was not, however,
included in the Rome Treaty, so this approach would
thug require treuty revision. In the period 1970-85
there were few indicutions that such a revision wus
ever poiny 10 be undertuken. On the contrary, us late
as 1379 the Commission prepared a Mulii-annual
Programme for the Attainment of the CU (0J C 84
31.3.1979) comprising all kinds of elementary imple-
mentation issues, prompted by the fierce independence
of the nationu customs services. [t merely referred to
the tariff union and even ignored the customs role for
statistics about intru-EC trude.

5.3.2 How the Community pursued product
market integration

The intrinsic difliculties of trying to achieve product
market integration with the three boxes depicted in
Figure 5.1 would continue 1o plague the Community
from the end of the transition period (1970} up 10
1985. All three boxes suffered from shortcomings and
there was no mother principle o remedy them once
and for ail.

Liberalisation measures were impiemented if they
did not depend on the other two boxes The cases of
state distribution monopolies led to repented rulings
of the EC Court of Justice, with the upshot that most

of them became defunct or that diserimination was
minimised. However, Art, 30, prohibiting ‘measures
with an equivalent effect to’ guotas, only began 1o
bite long ulier the Dassonville ruling. 1ts effective
scope was greatly limited by the derogutions in Art.
36 (largely on health, safety, consumer protection
and the environment} and, therefore, by the required
‘approximation’ under Art, 100,

But. #3 noted in 4.3.2, approximation rumed out 10
be # failure in two ways. On the one hand, crippled
by the unanimity rule, many proposals were blocked
in Council or not even tried owt by the European
Commission. On the other hund, when approxima-
tion did result in EC legislation, a degree of
regulatory failure crept in becuuse approximation
was invariably inderpreted as detailed and rigid “har-
monisation’. Thus, in none of the three jtems
specified in the approximation box of Figure 5.1 did
the EC make much progress. As late as 1985, appros-
imation reselts ware modest. as shown in Tuble 5.1,

Where commeon policies were affecting product
market integration. gaps and distortive solutions
could be observed. both preventing product market
integration from being realised. 1n trade policy gups
included the failure to remove national guotus vis-3-
vis third countries for virious reasons. In competition
policy, the neglect of Art. 99 (on utilities and state-
owned enterprises with ‘entrusted lasks’) and the
weak enforcement of the prohibition of certain state-
tids were major problems. Also the sectoral policies
for agricuiture and coad and steel led, at best, to
rather distortzd forms of intra-EC trade, and not to
the removal of economic frontiers.

All this does not meun that intra-EC trade in
goods was not intense. The initial liberalisation in the
1960s had caused rapid growth in intra-EC trade and
had pushed up the intra-EC share in every Member
State’s foreign trade, hovering around 50 per cemt
after the transition period (see chapter ). The CU-
plus, accomplished by 1985, exhibited much ‘deeper”
product market integration than anywhere efse on the
globe. This can be seen from Table 5.1. However, it is
still ar awity from complying with the mother princi-
ples. Based on those bench marks achieving genuine
product market integration is much more ambiticus
than a CW-plus. 11 required the Single Act, which

incorporates a definition of the internal market (Art. -

8A) embracing free movement and no internal fron-
tiers virtually unconditionally.

As noted in 4.3.2 this led to a new regulatory strat-
egy. What is conveniently summarised in Table 4.2
came about only gradually after the iate 1970s With
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Tuble 5.1 Produect market integration in 1985 and EC-1992 proposals

Dismaniling Burriers Common policies Rating  White Paper Proposul
or approximation 1985
Wlarket necess
TFariffs Abolished intra-EC Common extra-EC A
Quotas Abolished intra-EC Selective national quotas B Unspecific cali on Member
in sensitive seclors States to align
Volunliry export Prohibired intra-EC Not common yel B No specific proposal
restrictions - )
Measvres with Prohibited; EC Courn Inefficient and incomplete B Traditional harmonisation;
equivafent effiets review cffective, approximation for mimerous proposals: Emw
10 quolas but limited health, sufety, ete. a flexible ‘now appreach
{only ideas)
Payments Free (for inera-EC Exchunpe eontrols not to AR No specific proposul on
traded goods) affect irade; otherwise, removal o.n sufeguards
variable tationa! controls {bwt see Single Act)
Transport of goods  Some guota enlurgements Various. bul deprees of BC Farreaching proposiis
intsa-EC road haulape: fujlure nceording to mode
other modes modest or
no liberalisation
Indirect taxes {Some abolition. Ong VAT system, B Far-reaching proposals
and exeises fallowing the intreduction  one Laxahie praduct base, being formuluted
of VAT} 1ax frontiers wilh malerial exceptions
FUMAI
Customs Approximation and AB Proposed common customs
cooperation unificution of procedures code; ubolition of
and execution intra-EC [rontier controls
Competitive
conditions
State nid 10 Forbidden. with Commission/Coure AB Call on Member Statest
industry substantial exceptions surveiltance, wenkened promise of spe
by Member States paper on state aids
Public Formal prohibitien . Shallow harmenisation c Far-reaching proposals
procurement of discrimination of procedures
Sate distribution  Prohibition of A
monopolies diserimination and
effective judicial review
Competition policy Common for restrictive AB Proposals for
practice and abuse of merger control
dominant position; [airly
effective Commission +
Court surveillanes
Market fenctioning
Regional policy Restrictions on Some approximation of B No detailed proposals
aational measures nationat policies: early
i common policy
Research and Ceilings for Modest common policy B Some specific proposals
development palicy national subsidies in some seclors {eg. telecoms and
. information technology)
Legal conditions {see also market access) Approximation or B waqnm.um v..ovumm”.u. some
harmonisation or outside the purview
unification of standards, of the EEC Treaty

and some company law

e.g. palents)
(e2-p contimied
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Tuble 3.1 continied

Seetorad poticy

Common Mationat restrictions
agricultoral policy sholished

Commuon. except for 13
MPBUELTY COMpEnsitony
sumeatasty sd controls

Propasals to whalish
all frongier ot
i the UAT

far phtfanimal bealth

Mational resteigtions
abulished tesemptions
tor some subsidies)

Steet, cout

Comman: The steel A.B
“erisis repime’ frevzes
intr-£C rade and

“abl 1 reduee
subxidivs Turter

capacity in some

products

Ratings: A = necomplished: B = some sehovements, but supplementary aetion needed: € = vostly omission or §

Senrees Pelknuins {1986, 1Y88)

respect to judicial review of the EC Cour, based on
Dassonville, i case kuw wis built up removing regula-
fory barriers, or af teust snimising their distortive
impact. Thig judicial review nitially had & strongly
liberalising ellect. Gradually, a docirine on the {ree
movement ol goods emerged, consisting of # fow
basic principles that invarisbly apply. fgnaring the
muny subtletios of this judicial review, the more
important priaciples inciude the following:

o non-diverimination: whis is 0 reaty principle;
nationu} regukation cught not Lo diserintinute
between domestic and other EC goods: in 2
series of rulings the Court extended this even to
extreme disparities between tuxing domestic
spirits (low) and foreign substitutes {highk

o the Dussonville testy

o el recognition as developed from the C REH
de Dijon ruling of 1979 if health or sufety
abjectives are “equivalent” between Member
States, producis? rom other Member States
have to be (mutually) accepted, despite
differences in the detailed specifications of the

ure o sk,

retevint nationad Tvws {ehis implies u drastic

curtailment of the possibilities for hidiag bchind

Art. 36 to matintuin regulatory burriersk
e proportionafiny: it an objective {falling under
Art. 36} is pursued in nationa) regulition, the
regubutory obligations should be propartional 1o
that objective; in nctun praciie. this often means
tha kibelfing requirements are sullicient und
import prohibitions ‘disproportional’s
soversing the burden of proof in Art, 36 cuses. the
burden of prool of showing thidt a health tor shmi-
Tar} objective justifics n national restriction oF i
not “equivalent” 1o those in another Member
State falls on the Member Stiate creating the
barrier; usually, this proof must hinge on
objective scientific evidence or mensurable
dillerences in for example safery preferences. A
rare case in which the EC court acknowledged
measurible differences in sufery preferences can
pe found in French requirements for wond-
working muchines, reflecting distinct ways of
protecting workers, compared with. for example.
thase used in Germany.
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CASE STUDY 5.1 continued

~ing process) and preservatives {for jong-distance
supplics and storage). A seenyingly necuous regu-
lation therehy protected brers with o short
life-span. produced in-smudles volumes and unsui-
able for consistent marketing in fur-away markets,
Second. strong localised preferences lor ‘own’,
loca] brands. and local control of outlets (beer
houscs) also form a barrier to entry as the accep-
tance of "rational” or “foreign” brands will reguire
very high sunk costs in marketing and distribution.
The intersa! market regime should ensure that at
Teast the regulatory barrier is removed of minimised,
Judicial mutual recognition hus sccomplished that in
the wake of “Cassis de Dijon’. Once the health
obicctives of national regalations on beer are
“pquivatent’. muteal yecognition beeomes compul-
sory for Member States. Thus, one would presume
that the European Court would apply matual
recopnition, so that forcign brands, marketed Tw-

fully in any one Member Stute, could not be
prevented from entering the German beer nusrkel.
¢ven though these brands might contain residues of
cutalysts andfor preservatives, Before Court the
German goverament argued that beer containing
additives should be prohibited because of a danger
to health. The Court rejected this arpument: not
only did other drinks imperfct substitutes for
beers) in Germany tawfully contain additives, it also

Germun production and consumption of beer is
latger than in any EU country. Unlike in some
other EU countries where dominant brands are
often found (in Denmark, 70 per cent of the 1990
home consumption wus supplied by Tuborg/
Carlsberg; in France, 47 per cent by BSN; in the
Netherlands, 50 per cent by Heineken; in Belgium,
60 per cent by Artois—Piedboeni—Interbrew), con-
centration is extremely low. The largest market
share of a brewery in Germany (1990) is 6 per cent,
with over 1,130 competitors. On the face of it.

CASE STUDY 5.1 Beer purity law and judicial mulual recognition

therefore, Germany is an attractive nrarket for for-
cign (EU) producers, penetration of which would
not seem to Tun into a powerful quasi-monopolist.
Yet, this inference is incorrect. The Germun beer
market turned out to be very hard to penetrate. for
rwo reasons, First, a technical barrier calied the
“bear purity law’ (dating back to 1517, when health
rules for beer were a major improvement) essen-
tially eliminated the prospects for (foreign or
domestic) mass beers, produced with economies of
scale and chemicals catalysts (to speed up the brew-

9 Besides products, the court has slso upplied 1his 1o teagueivad

Loeas

1 tasting e pr

1 duplication tof identical tests) in ather Membor Stites

held that other national povernments were just as
concerived about the hendth of their citizens; indead,
millions of Germans routinely consumed beer on
holiduys or travels in the EU without uny trace of
fear for their health. The burden of proofl was
reversed {sec 5.3.2) so thut Germany hud to provide
scientific evidence to the contrary. The Court ruling
in 1987 confirmed mutual recognition on the basis
of equivalence, and the “beer purity law’ wus held 1o
violate -proporiionulity’ {note that the Court
thereby wisely avoided having to assess the health
grounds in detail; it only established “equivalence’).
Il consumer protection were to be of overridiag con-
cern, proportionalily suggesis objective labelling
about ingredients should do. The ruling implies that
Germun producers therefore face higher costs as
the luw retains its validity for them {except. of
course, for exporis).

The Cecchini report (19881, while recognising
very fine produet differentintion und taste niches.
bused its estimate of static “welfare’ benefits on
seede arpuments. given a best puess about {smull}
import penciration via supermarkets: the range
was ECU 96 — 215 million & year, The actual long-
run impact is hard to estimate as contestubility of
{acal breweries may slowly increase over time, yet
strong preferences for quality beers are unlikely to
akter much.

Ever since the jute 1970s the judicial doctrine on free
movenent of goods has sreatly reduced the number
and intensity of regulatory barriers on the internal
market. A celebrated example is the German Beer
Purity law (see case study 5.1).

The other approach was regulatory and largely rep-
resented by EC-1992.10 The EC-1992 programme in
the 1985 White Paper should be understood against
the BC achievements al the time, Table 5.1 attempts 1o
capture the muin achicvements 1o date with respect 10
liberalisntion. approximation and common policies (in
colismns 2 and 3), gives them a simple rating and adds
the EC-1992 original proposals. The measures at issue
{first column) are divided into four categories: market
access (between Member States), competitive condi-
tions in product markets, the rules ensuring market
functioning by preventing market failures, and sec-

Nt eatinely b o b

phs were already

phished befors the 1985 White Paper was published: o

toral policies. The table provides sufficient detait for
the reader to grasp the multi-variate pature of achiev-
ing product market integration.

it also shows that the EC-1992 White Paper was
ambitious — note that Table 5.1 only refers to the
part dealing with product markets. The customs ser-
vices and other controls at internal borders were
removed and regulatory and fiscal barriers were
tackled with far more resolve. The mother principle
had a pervasive effect. However, even this aim lelt
out the fragmented internal market of energy utili-
fies {gas, etectricity), which was added to EC-1992
proposils only in 1988, In the rest of this chapier the
methods of removing three main barriers {0 the
accomplishment of product market integration will
be briefly elaborated: public procurement, technical
barriers and fiscal frontiers.!

docu-

sment and the "new approack’ for removing technicut arriers. Also, the Court ruliag on transport - ugainst ihe Council - was fang month}

before the White Paper.,

W Coyntams baw s soo specialise for the present volure and is ipnored. Mast other iems mentiosed arg touched upon elsewhere in this hook
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5.4 Removing harriers in the internat
market

5.4.1 Towards competitive public procurement

The purely formul prohibition of discriminstion in
national and regions! public procurement. established
at the end of the transition period. was 1otally ineffec-
tive. Two procedural EC directives {for procured goods
and for public works) guve far toe much latitude
10 continue de faeta discrimination: morcover. they
were not enforced or monitored. The Ceechini { 1ORR)
report’s crode estimates indicated that protectionist
procurement and monopolistic supplies 1o state agen-
cizs fed to welfure losses of perhaps up 1o ECU 20-25
billion. quite apart from elleets upon innevidion {see
Europeun Econene, March 1988), The report also
showed that. in lailing to tckle public procurement
prictices, up to ECU 304 billion of demand for goods
would be carved out of the internif market. In »
simple CU this might be defended as outside its
purview — aithouph even GATT rules have some
impuct here - but when striving for product market
integration, this huge omission has to be resolved.

Additional reading

By 1994 the EC had adopted a scries of directives
imposing strict procedural rules promoting competi-
tive public procurement {see EC, 1994b. pp. 118-30}.
The main principles applied include timely and sulli-
ciently detailed publicity {including publicity in the
EC Official Journal, i the purchase is sbove a certain
threshold), special obligmions for 1enders restrivied 1o
preselected bidders, mandatory reference to European
standards and strict monitoring by the European
Commission. The latter can intervene if vrgent com-
plaints czn be substantiated. The scope of the rules
goes {ar beyond goods bought by public buyers in
competitive markets: public works, purchases by utili-
ties pwhether public or private) and services bought by
public authorities are also covered,

The economic effects of this procurement regime
are doubtless positive. Bus whether intra-EC trade in
‘procuremient goods’ would become comparable (say,
in terms of shares) to other products is not « priori

2 Of eourse, uny dom:

clear. Both price and quality of best bidders from
other EC countries may be “matched” by domestic
suppliers. thereby reafising "wellire” gaing and arester
competitiveness @1 home. without increasing intra-EC
rade directly'* Also, with respect 1o major contracts
fe.g. supplying 1o utilities), the procurement regime hus
spitrked numerous joint venlures and alliances ucross
ntra-EU borders, with much greater possibilities for
tendering locadly” withowt loss of competitiveness or
of secess 10 technology or 1o other specind assets,
Again, this form of interfirn: collaboration sugpests i
strong indirect effeet on intr-EC e, Presumably
the greatest ceonomic impact of breaking down pro-
curement barriers i the credible thren of potential
vompetition in many markels where procurement
protection had come 10 be taken for granted. ftis
this polential competition which removes the very
negative effects on wehnicsd efficiency and company
performanee that protectionist national procure-
ment long had,

8.4.2 Removing technical barriers

There are three types of 1echnical barriers 1o trade.
those arising from:

+ differenees between (ninjonal) product regulations:

- differences between (voluntary) stundards;

« differences in. or duplication of, conformity
ussessmMent.

Whereas the first one is obvious. the second one
might be thought to present no problems since
market access is not legully blocked. Yei. where local
stundurds ure dominant, market share of foreign
entranis may nol develop before adherence 16 that
standard is observed. The third barrier can be costly
il 1esting and certification have 1 be performed in
muny EU countries,

It is hard 1o generalise on technical barriers, except
that, in very different degrees, they urise in many
product markets. In a qualitative sense the economic
effects of removing them include cost savings due 1o
fewer interruptions of scale produciion, Jower storage
requirements, the facts that retooling is no longer
required and conformity assessment is cheaper and
faster; and welfare gains following greater contesta-
bility of markets, as well as greater Snm.::.nm to
compete on the basis of quality.

pr wowld th: Tves purchase cuionatly in the single mueket or beyond. hence. there is likely 10 be consid-

eruble EU input in their finut supplics 1o the governiment. For o theoretiend welfisre” anudysis s, for exampie. Tovins (159,
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Since technical barriers are regulatory barriers.
the satution ta overcome them had to come [rom
the judiciu] review abouwt the Art, 30 prohibition
of “measures with an eguivalent effect’ 1o quotas.
combined with the Art. 36 derogations und the
approshmation catled for in Art. 100, We hive briefly
touched upon the judicial review, which had become
very effective in the course of the 19805, This was
jnitially not the case for the regutatory track. The
*ofd" approach to approximition hoiled down 1o n
mixing up of regulmion and standards, that is. not
only health und safely objectives were speciled in
the directives but exhaustive technival specifications
of product aspects and 1est methods were also
included. With sueh EC laws, thers were no incen-
tives 1o write {voluntary) European standurds in
these fields any morz. In the relitively few cases
where EC directives were adopied despite unanimity.
all shree barriers were removed in one stroke but a
high costs of rigidity and complexity. Moreover, a
major economic and regulatory issue for the internal
market wiss that 2 steady Now of new national regu-
lations were udded 10 the large stock of technical
barricrs while the speed of removal was extremely
slow (scc below and Pelkmuns, 1987 see alse
CEPS. 1997 and Nicolas & Repussard, 1995).

As shown in 4.3.3, the selution was found in a new
regulatory sinttegy. For the removal of technical barri-
ers it took shape as follows. Inspired by the judicial

review of the EC Court. by the reference-1o-stundards
approach in Germany and by the 1973 Low Volmge
Directive, a "noew approach’ was developed in 1985 for
the regulatory track. Based on the principle of ‘mim-
mum  hurmonisation’,  approximation  would
Renceforth consist of harmonising only the “essential
requirements’ of health. safety, consumer prolection
and the environment. In other words, the health (etc.)
objectives of machine or toy legistution would be
included i the EC directive but not the technical
speeifications. This has iwo economic advaniages:
first, by referring 4o Euwropean standurds, much
arcater {Texibility s achieved for business us CEN and
CENELECY will usuaily prefer performance stan-
durds:™ second. standards are voluntary and leave
room for innovators Lo ‘go around’ them, if desired.’®

Besides the pew approach to harmonisation. the so-
culied “globul approach’ hus removed the burriers in the
conformity assessment for regulated products. The crux
here is mutual recognition between Member States if
mandated bodies. selected on the busis of quality erite-
ria, certify. This implies independence of the country of
certification from the country of production or country
of sales: so ane can certify in EU country A even
though one praduces in B. Given minimum quulity cri-
teria for test houses, it also leads to competition in
testing. The cost reduction from the global approach is
therefore likely to be very considerable tfor an authori-
1aiive survey see Machado Jorpe, 1995),

In the market for weighing equipment there is
asymmetry of information between buyer and
sefler: the buyer cannot verify scaling and ealibra-
tion, Member States use regulutions to correct
this market failure. This has led 1o technical burri-
ers in the internal market.

The Cecchini report concluded that technical
certifications for mechanies] and electro-mechani-
cal scales in the Member States were divergent
{French reguiation especially deviated), giving rise
10 additiona) costs and trade impediments. When
removing technical barriers by making scaling and
calibration eniform at an EU-level, the number of

CASE STUDY 5.2 Technical barrier in welghing equipment

components used could be reduced drastically.
Manerizl costs could be cut by 15.20 per eent {with
material costs being 40-50 per cent of total manu-
facturing costs). However, the extensive use of
components is not just cavsed by divergence of
regulation, but also by the desire 1o use product
variety as a marketing tool, Therefore, only a
reduction of testing costs will materialise as a
direct result of harmonisation., In this way a | per
cent cost reduction could be achieved.

The resistance 10 changes in regulation in the
weighing industry is much greater for mechanical
und electro-mechanical scales than for electronic

B CENELEC (the Evrepean body for ehectriclel

standurds) snd CEN (the Europeun body for non-cleciric standurds} consist of the

nutional stundurds bodies in Western Evrope. For selecon stundurds ETS] wus founded in 1983,
¥ Linlike precise and rigid design standurds, performunce standards focus on what tolerunees or other {safety, et} performunce should be
med snad, i neecssasy, how this should he tested. This dewves prest discretion for product Ea.n_.grnzau and inncvation ameng ananﬂ.w

% Sinee eonplying with the refirsed standard is *presumed” fin the new approach) to he equivalent to compli with the * ful

Qul

menis’, a produzi selutios outside the seandard will reguire independent certificstion in uEn_. ta confirm compliunce with the dircetive.
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CASE STUDY 5.2 continued

scales. With old 1echnology mechanical scules are
in the final phase of their produet lile cycle.
National regulations caf work as hidden proiec-
tionisny against competition of simitar products
from other Member Suates. Elestronic balunces
have rupidly increased murket share throughoul

the EU. These highly relinble machines need only o
minimum of testing. thereby reducing costs and
dispensing with technical barriers. The few
comuining producers of mechanical and electro-
mechanical balances Uy desperately o hold onto
{veir ever sipping position.

The new and global approaches in conjunction with
the judicial review regarding Arls 10 and 36 have cré-
ated an cffective mechanism to tuckle thousands of
rechnicat barriers. They are complemented by other
elements that, together will have led to a virtual dis-
appearance of technical barriers towards the end of
the 19905t The most important one of these is the
*informunion” directive 837189, This remurkuble direc-
tive provides the E1J with a power 10 jmervene in
nutional drafting of tegislation if it would give rise 10
{(new) technical burriers o trade. Prompted by the
regulatory drive of the Member States. this unigue
power is now used routinely, Given hundreds of
(mandatory} notifications a year by Momber States,
with amendmunts of indeed 1 standstil proposed in
more than one-1hird of the cases and sometimes un
E£C directive instead. this seemvingly rechnocratic
instrument has meanwhile bevome the gremt proteciud
of market integration ginst new technical harriers

Removing fiscal frontiers

5.4.3

Not entirely dissimilar from technicul approyima-
tior, the initiul proposals on tax harmonisation were
often centralist, rigid and umiformist.’? These extreme
positions kept fiscul frontiers alive in the EC customs
union until the early 1990s because Member States
peither liked to give up 50 much LK 2u10ONeMY NoT
accepied u Jooser sepime inducing {iscal competition

for fears of revenug fosses.

5431 The econgmics of fiscal harmonisation

Tax harmonisation for product markets refers 1o
indirect laxation, that is, sales taxes (of fike taxes)

1 There arc four ¢l
deult with following the White Paper
direetive) deult with 1he

{ste text); stundards aut connecied Lo legistation were MO aofien Europeanised: und e EQTC

reguintory deive of thr Member Stes, cuch that pew sation:l repulations coutd rot credle new technical b

and excise duties. 1fa € U also wishes to be an indi-
eot lay union. it must remove horder tax
adjssiments OF whatever cantrols will be needed
under the destinution principle. This principle is the
customary one for international trade within a CU.
The destination principle says that goods should be
taxed at the place of consumption, at the local 1ax
rate. Since exports are not consumed locally, they
ought 10 be zero-rated. In so doing consumption in
the destination cOURtry wiil be trade neutral: if the
domestic and impori pre-iax prices are equal, the
tav-inelusive prices will also be equal. The fiseal fron-
Liers under the destination principle consist of 1wo
aciivities: once the export goods physically puss the
frontier, u form will be obtained from cusloms
Jdecluring that they are Bow uligible Tor zoro-rating:
upoR ERIETING 1he fiscal jurisdiction of destination.
shey will bevome subject to local indirect waxation.
Hence, a CU huning abolished border instruments ol
prosetion for intra-CU rade, such us LYy and
quotas, will still witness double fisead frontiers.

This sets intra-CU irade apart from domestic srade
for which the origin prinviple is used. According 10
this principle. a good is taxed ul the place of produc-
1ion irrespective of where it is consumed, Tocally of
abroad. Were this principle to be used for interna-
rional Lrade, it woutd not be trade-neutral, but
gistortive. Only in the purely hypothetical scenaric
¢hat aft national tax regimes were identical and rates
{across many goods) unifornl, would the distortion of
competition disappear. 17 that were true, the origin
principle would of course be superior since the heavy
compliance cost of fiscal fromiers would not ariss,
Politicully, this is not feasible. But defending the
origin principle {rom This perspective is also gconomi-
cally undesirable. The objections come im two classes.

At somne 90 approximution proy 15 for industrial pouds 2nd some 45 for uericultuet goods and Hve animuls were
« this proved possible because of guaiified majority voting directive RIERD (the ~mutpal information”

arfiers
was established in §390 to promoie matas]

recopaision far testing stnd certification of pap-repisdited products (o the Gattes, sec Machado Jorge. 1995%

§7 pp ipteresting difference is- however, that the Treaty {ArL, 99} speaks of harmonisalion in
- {100 and 14GA} i the case of eeulalery burriers. (Fowever, oaly hurmonisution is

{he case of indirect taxation andd upproxinmion

uscd in the French 1ext of Art. 100.1

The most fundimental ones derive from the eco-
nomic suboptimatity of completely uniform tax
regimes ang rates among countries, even in a CUL
Differences in taxation are a function of differences
in income levels, and sheir distribution, and also of
&:.E.ﬂ.; priorities and ambitions in public spending.
in turn derived from differcnces in voters’ vqﬁ.nm.
ences. reveuled in one way or anather vt the potitical
system. These differences are reflected in disparitics
in-indirect tax structures because of different exemp-
tions und different peak levels for what are seen as
‘pon-necessities” across the specirum of taxable
goods. Imposing uniformily between the Member
Srates tux regimes and rutes would therefore sup-
press the suisfuction of preferences in many, if not
41l Member States. in # number of ways, This chass of
abjections forms u strong argument against the early
Community pursuit for uniformist 1as ?_“ﬁosmmm..
tion, rather Ui tas diversity.

The sceond class of objections becomes rejevant
once the plea for the origin principle is, in turn, bised
on the stbvecaey of fiseal reforms so as to ninimise
distortions {see e.g. Smith, 1993}, Based on simple.
generul equilibrivm wo-poods models of an open
economy. the domestic reform advocated for indirect
taxes would typically be te adopt uniform rates across
goods {since Jispersion of rates.neross poods tends to
nugment the “welfure’ costs of distortions). The inter-
nevionnd reform would consist of a shift 1o the origin
principle. 1t is socepted that such uniform indirect s
.::mv. could dificr between countries (beeause of
income levels or spending preferences) but, ussuming
m_n,oq irpmobility. its effect upon trade and noavﬂw
tion could be fully newtralized under flexible exchange
rates or flexible prices).™ Hence, tax harmonisution
munnm:smm superfiuous in & CU, yet Mamber Stales
retain 1ax autonomy without revenue losses.

However. this conclusion breaks down once one
allows for the fuct that tax rates do differ across the
goods spectrum. In nctual practice, there are three dis-
tinet fssues behind disparities of indireet taxation
between Member States - all thrce are relevant to the
ELJ nn%magﬁ. Firat, the systems of indirect taxalion
may differ. During the build-up phase of the CU. ali
mﬂ.m__u countries except France operated so-cailed ‘cas-
cade’ taxes: every sule, at intermediate stages of
_...Su_.unmoz and to final consumers, was taxed. This
idea is not compuatible with uniform domestic rates,
even if 1ax rates did not differ per sale, as some goods
1ake several stages before reaching the final consumer,
others only one, the latter enjoying a lower 1ax burden.

B

ing awsy the tompli
such hypothetical reforms

It also led to fscal incentives for vertical integration: if
a three-stages production could be noEEnmm in one
company, two intermediate taxes would be avoided. In
ﬁman the problems were even greater. Zerc-rating for
exporls meant that the prepaid tax from intermediate
sales had to be refunded bu such compensations could
only be approximate and case-by-case. “This guve sise 10
the fear of hidden export subsidies but also to numter-
ous complaints by business ubout too low reflunds,
Border tax adjustments for imports within the Q.w
tended 10 be higher the closer the goods were to the
final consumer, which. again, provided discretion for
*protectionist’ levies. France, however, operated
value-added tux [VAT) where invoices of any sale
would mui.&a report the 1ax of the value m&na.:ﬂ 10
that point — this could be reclaimed by business and tax
on additiona valug-added would be shifted to the wng.,
user or the final consumer. VAT made both moEnmmn
and intra-EC trade fiscally easy, neutral and nop-urbi-
trary, and hence was proposed for all EC-Six countries.
It was adopted in 1967.

._”rn systems problem was not so great in excise-
duties where very tight tax controls and the absence
af no.ammnmﬁa processing stuges (unlike cuss or
machinery} facifitated border tax adjustments.

Mnnoaa. the tax-buses vy differ. The issue here i
which goods are actually tuzed and which ones m..“..
nanEn&. or treated specially {with higher or lower
Eunmm #.uavmm:nm in the tax bases s.om_n also vause
she origin principle to be distortive. The EU approxi-
mated .:_n m.:_:oni VAT bases in 1977 in the mmz.:,
VAT m_man:a.n without making them fully uniform.
One might argue for this approximation on the
grounds of prepuring for the origin principle, because
under the destinution principle there is no nnauoa.mn
reason to approximate. However, such a defence
would conceal the real political reason at the time.
.m.r.n EU budget had meanwhile established 2 wv.m;:u.
of own resources’ (revenues), part of which consisted
of a tiny share of the national VAT revenues. Sinee
En. nationat 1ax bases differed greatly, and since the
m.uxo of direct over indirect tax revenues varied signil-
“nws:.v. among the Member States, the national

ncuw:v_.:monm 1o the ‘own resources’ were far from
wam.vom:o:m_. Approximation reduced these discrep-
ancies. In aciual practice the introduction of VAT
and me_.u approximation amounted to 2 {presumably
s..wmwumn.snﬁmmmnmw {ax reform as it drastically mmawm..
fied Emwmnm 1axation in practically all Member
States, Ew:mn doing away with all kinds of atavistic
1axes, This was also true for excise duties, the goods

I: cost under the destination principle, the destination and origin principles became fufly squivalent aft
@k
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pasis of which was narrowed 10 1 few major produvs
with special health (nlcoholic beverages and tobacco
produets) and epvironmental and infrastruciural
{fucls for trunsporty problems. cuusing externaliies.
1t is claimed that. when Greece became & member in
1981, saround 100 different taxes had (o he wwolished.

Third. the fax rates may differ. This effet is repre-
sented in 1wo poods general equilibriom models
about trade and goods 1axes. Be that as it may. one
could arpue that the economic case for the origin
principle would be strengihened after the shifl 10
VAT and the approximation of the bases, The answer
is that the cuse is only strengthened marginaily. There
are both analytical and practical reusons which
should be uddressed before 1he case becomes convine-
ing. Both are relevint to the EC-1992 and post-1992
processes moving Lowards this objective. Analyticalhy,
\wo-goods trude models assume factor immobility
and this conflicts with the achievement of the free
movement of capital in the EC-1992 programme (see
chapler 9). Furthermore, there is balanced trade
which, in # bikiteral sense, is of course sot normally
the cage in the Union. Yet, bilaters] wrade balanves
will induce revenue effects i rutes differ between
Member States and 1his would create a need for com-
plex compensmory transfers. Yel another probiem s
that trade with non-Union countries would remain
subject to destination taxes. This combination of
origin taxation in the Union snd destination txation
with third countries is called the restricted origin
principle’ (Shibuta. 1967). But. us in a free trade area
{see chapter 1), Uhis will cisuse {fiscal) trade deflection,
Companies in high tax Member States will hive in
incentive to import goods from third countries via a
low tax Member State, Due 1o the origig principie. no
further 1ax adjustment would take plice within the
Union. Clearly, this is distortive and would also
undermine revenues in the high tax Member States,
Shart of cimbersome sliernatives, this forms an argu-
ment for approximation of rates in the EC in such a
way that these incentives become trivial,

The practical issues cannot be disregarded either
By far the mogt important question concerns the rev-
enue effect for individual Member Stmes during
transition and the impauet they have on other ele-
ments of taxation and/or on Member S1ates” capucity
to spend on public and merit goods. The political
sensitivity of this point hardly needs emphasis, ampli-
fied as it s by unanimity reguirements in the Council

¥ When this buokl went 10 press, Commissioner hontd bud

of Ministers. The corollary is. however that it weak-
ens the economic case for the origin principle sinee
fiseal auionomy and diversity arc affected negarively.
As it turns aw there are also complex ‘welfire” effects
thit go beyond the scope of this book {sez for
instance Fehr, Rosenberg & Weigard, 1993,

5.4.3.2 Fiscal EC-1992 and beyond

During the 1980s the Community gradually shified
away from the supposed need for unifermist harmon-
isution al the rames. A degree of diversity and
meusured fiscal competition among the Member
States hive been accepled towirds the end of the EC.
1992 process. Thus, low and high VAT products were
defined and fiscal competition among high-VAT
producis has heen allowed by only establishing s
minimum VAT rate of 15 per cent. The Member
Siates acknowledged the imposition by EC-1992 1o
remove fscul rontiers but have not formally agreed
1o & shilt 1o the restricted origin principle. The view-
point of the EC Commission is that by 2000 the
origin principle should govern intra-EC trade.

The fascinsting history of the interaction between
Commission and Council will not be deaslt with here
tsee. ez CEPS. [98Y9; Smith. 1993). The compromise
reached is a "temporury” solution until a 1996 review ),
The compromise boils down 10 the retention of the
destination principie for companies and commerciut
traders, but without the fiseal frontiers at the borders.
As nated above. border controls were used 1o verily
whether zero-rated poods had actually left the
exparting country und to ensure that destination
VAT was imposed by the importing country. In the
post-1992 system these two controls are shifted 1o the
compunics themselves,

Additional reading .

Thus. the benefits of removing customs controls for
tax purposes have 1o be weighed against the actual
administrative burden at the company leve] plus the
costs of close administrative cooperation between the
1ax authorities of Member Sta1es to prevent or detect
fraud. The exporting 2nd importing companies have
to repori (national) VAT numbers on their invoicts.
zero-rating for exports is maintained and impori VAT

4

proposals for dn VAT, bused on the ofigia principle. to be

rendised by 2006. The vssence of the discussion in th text shove is not sffecied. however, Sec COM (861328 of 22 July 1996
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CASE STUDY 5.2 Elimination of fizcal frontiers

Stove ! January 1993, the fiseal internal borders
Brave disuppeared. The old border procedures hwe
been parely repluced by new adminisirative proce-
res to be Tulfilled by the eompany. Furthermore
enterprises are obliged Lo present intrs-EU busi-
ness lransaction statisties 1o the suthorities. A
Duich instituie for SMEs studied the actua
administrative cost reduction for 80.000 Dutch
compinies involved in intra-EU trade. Fig, CS 5.1
shows that the total structoral cost reduction of
24%.2 million ECU can fargely be mtrbuted to #n
enormous decrease in administrative costs related
10 imports and exports. The new procedures ndd
only itk to the sdministrative burden.,

expons

imports

special services w
declaration VAT
decl. statist. cffice

ICT-listing M

~200 100 o 100
miltion Ecu

Figure C5 5.1 Structural cost changes, new VAT regime

The new VAT regime forces the companies
involved 1o make once-only adjustment costs.
These costs amountad to 48.7 millien ECU. Fig
C85.2 distinguishes the aspects contribwting 10
these costs.

adag. administration w

adap. for VAT H_

adap. for skat m

atlendance seminars ~

payed atviss

siugly costs

02 4 & B 10 12 14
mitiien Ecu

Figure C3 5.2 Once only adjustrment costs, from siew
VAT regime.

Although on average the structural cost decrease
for & Dutch company involved in intra-EU trade
is 3115 ECU, some companies complain.

is levied on the importing company, The enforcement
Eou.u_ﬁs is thus resalved by tax aodits znd adminis-
:Eu.f.n supervision ul national levels and. intensive
adminisirative information and cooperation between
mxsmvma tax uuthorities, 11 the enforcement problem
is elfectively resolved at low costs, rthis transitionat
system of cooperation is in accordance with the sub-
sidiarity sest of chapter 4,

The compliance costs and estimates of residual
m.u:n *are among the reasons for the Union to shifl.
in 2000 or so. to the origin system as proposed by the

B The welfoteinf i . .
e selfsvinfianding mature of VAT drastically reduces the incentive for fraudulent business behavigur,

expart gavd is 10 be divered hack o the
fefumd 15 wcsmalned VAT without

hin 1 colliborine tas they cannot recluim VAT cither) und final &0

Commission in 1987 and once apuin in 1996, The
origin system would do away with zero-rating for
intra-EC exports, but it would protect the Member
States from revenue shocks by the setting up of a
Clearing House, The importing company would claim
the VAT paid in the origin couniry from the destina-
tion country’s tax authorities (against the company’s
own VAT Hiubility}. This would maintain neutrality for
trade and eompetition. The policy problem would be
found in the changes in revenues of the Member
States. However, in this form, the administrative costs

Suppose it is feared that » zero-rated

domestic evoromy, facited by the lack of customs comral. First, the tax it
i cvane 1 . L uthorit
proof of paid invoices or delivery forms Even if th N

at failed somchow, the user or disidbuor woutd

10 report. This would
of the remisad of the
Opefifion, The

fincluding b claiming VAT) should rever be expected

wnu.é cam__m.smauv_n on  large scale With respect 19 complianes costs, there i the erstwhile issue of the {net) benefits
v Wm& frontiers tsee cise study 5.3} as well us the relative cosis of domeszic and eross-border intra-EC costs of fsenl
umimission {sec faoinote 95 cluims the futter cost five to six times mote than domestically under the post-1992 .

sysiem.
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would be considerable us every national tax authority
would have 1o handle millions of invoices from all
Member States. The revenug problem is not trivial
cither because the system would positively affect rev-
enues of Member States with above-average VAT rates
{origin rates) as well as those with bilateral 1rade sur-
pluses within the Union. and engender revenue losses
for deficit and retatively low tax countries The
Unlon Clearing House would bring together the accu-
niulated net bilateral claims and make transfers
aceordingly, Apart from the need to do tiis by statisti-
cal approximation (as the transactions-based approuch
would be too cambersome). there is & problem of
enforcement asymmetry (Smith, 1993). Wheress $0-
culled ‘output” VAT {in the destination countey} wilt be
controlled as usual, the origin country may feet few
incentives to control ‘input” VAT fon its exported
producis} because the destination country is held to
pay the ‘input’ to the origin country unless [raud is
suspected, Wiy would the origin country’s suministya-
tion andit VAT elaims which are not submitted © its
own administratien?

Under the origin principle, trude defllection forms a
stronger arpument 10 bring VAT rates closer together.
The 1996 Commission proposals suggest three rounds
of approximating national VAT rates up to 2000.

5.5 Summary
“The Community has gone through dilferent aims in
pursuing product market integration. The Rome Treaty
implicicly comprises a tarifl union. complemented by
open-ended approximation (under unanimity} and four
common policies: trade policy {though incompletel.
competition policy, spriculiural policy and — based on
1he Paris Treaty — coal and steel.

Althouph complicated by various protocols and
stages of Bberalisation, the internal tarifl removai
qurned out to be easy, due 1o a high degree of auto-
maticity in 1he trealy and the favourable econontic

2 For some indicative shori and fong run calcutztions. see CEPS (19590, These calculation

fion with the Clearing House

climate. The internal removal of quotas was wlmost
entirely automatic. The problems of the customs
unien were minor with respect to the CET ~ ugain,
due to far-reaching sutomaticity — but enormous and
stubborn with respeet to national quotas vis-4-vis
third countries. The latter wurned the CUintonn FTA
for certain products, above all textiles and clothing.

Moving beyond the CU to veritable product market
integration couid be done with the help of a ‘mother”
principle. Two overlapping mother principles ure sug-
pested: the ideal one of explicitly defining product
markel integration {an urea without econemic fron-
tiers in the product markel} as the bench mark, or the
lass fFar-resching one of removing all infernaul frontier
controls. Article 84 of the Single Act comprises the
second one and woes fur into the direction of the first.
The famous EC-1992 programme brings this out
{Tuble 5.1 provides a concise summary of the EC-
1992 proposals in product markets).

Apurt from the physical remova! of the customs
services and other controls at the internal borders of
the union, three kinds of barriers were removed by«
cambination of negative and positive integration:

. Discrimination in public procurement: this led
to mare competitive purchasing with potentially
targe ‘welfure” gains

+ Technicat hurriers (technical regulations which
differ between Member States: similarly for
standards and conformity assessment): u huge
area of regulatory barriers held another promise
of areat welfare gains, aithough only ufter a
long lead-time to write Evropean stundards
for reference.

. Indirect tax fronters: the key issues there are
whether & degree of {iscat competition is
accepted hy Member States {in VAT this wis
accomplished} and whether the origin principle
is intraduced for the EU {this was delayed): if,
by 2000, 2 common origin-VAT were 10 be
realised. some degree of approximation of VAT
rates is Hikely 1o have been adopted.

bine the 1947 proposals.on rate harmonisa-
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Product market integration has bren the subjeet of un
extensive fiterature both in economic theory and empiri-
cal analysis, As nofed in chapter 5. produet market
integration inclades. but goos fur beyond, the muere
establishntent of # CU, Removing also quotus for third
countries, s well 18 regulatory and fiscal bitrriers among.
members. while preventing private snti-compelitive
hehuviour is wmbittous indeed. T successfil, it should
lead to strong lendencies towards price convergence in
the union. The present chapter will be limited Lo the
yain themes and reduce technicatities 10 a {graphical)
minimum, The first three subsections deal with the
busic theory of customs union. The scope and assump-
tions of this basic theory are {irst explicitly defined.
Trude creation and diversion and some other efiects
of CU will be analysed including its impact in the
presence of seale eeonomies and {initial) technical
inelficiency. The question of whether CUs can be eco-
nomically justified will aiso be tackled. Section 6.4 will
discuss the empirical literature studying the emerging
EC CU in the 1960s, using the basic CUJ theory as the
framework of reference.

Only when the restrictive assumptions of the basic
theory are further refaxed cun the pro-competitive
effects of a CU be better understood. Section 6.5
discnsses three such effects: intra-industry trade, deep-
ening product market integration under imperfect
competition (making price discrimination no longer
possible) and removing national guotas vis-3-vis third

countries {a key issue under EC-1992 in some sensi-
tive industries). The chapter closes with the economic
impact of EC-1992 in product murkets. following the
Ceechini report (1588) and the analytica! debate &
sparked (in 6.6}, and a digression on price conver-
genue (in 6.7).

.m.m. The basic theory of customs union

Any cconomic theory of {regionally) diseriminatory
trade has 16 nddress the question whether the prefer-
ential arrangement would be superior Lo participation
in workdwide liberulisation. Given a decision to go
for regionalism. a further choice is to be mude
between the various metheds of regiona) trade liber-
alisation. Differcnt options can be defincd dependemt
on whether one wishes 1o leave some national trade
policy autonomy or not, and on how one copes with
the effects of different national protection vis-d-vis
thiré countries. 17 one wishes merely (o libernlise
intra-group trade regionally. and refuse to constrain
national trade policies, massive transit trade would
arise, exploiting differences in tariff or velume pro-
tection rmong partners by leading imports from
third countries through the partner country with the
Towest protection., This is called *trade deflection’.
Following section 1.5, a customs union tan be
defined as a group of countries, eliminating tariffs for
intra-group trade and unifying their national tariffs
inte a common external 1arifl for trade with third
countries. A customs union differs from a free trade
area in the alternative way of preventing trade deflec-
tion: in the {ree trade area, the national tariff
disparities remain but their exploitation is outlawed
with enforcement based on certificates of area origin,
while in the customs union, tariff disparities are
simply eliminated by erecting a common external
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wariff {CET). As poted in chapier 2, the mE.cur”m:
Comnunity has explicitly opted for & customs unien
rather than a free tyade area. )
Tie question anddressed in basic customs union
theory is what the trade and “welfiue” eflects are of a
chunpe from national (taril) protection 10 4 customs
unten. Our exposition of the basic theory of customs
union will be buill upon 4 s21 of nine usswnmions,
wken from the stundard theory of 1wrilts, CU theory
proper is derived lrom variations in five supplemen-
tary assamptions.
The basic assumptions include the following:
b Itisa statie theory - the workivres, capital
stock and technology wre piven:
Numerous slomistic ceonomic igents:
Homogeneous and smoothly substituable
fuctors of production:
Nao internat or external (dis-leconomics:
Free access o the full range of wehnologies:
Complete informunion (ie perfeet foresight,
hence no uncertaintyl
7 No international (and perfoct ntre-nationad)
facior movements, tist is. no diredt investments:
8 Mo new producis are introduoced:
9 Governments do not interfure in the cconomy,
except il the border, and only with tariffy

ar a

=S

The supplementary assumptions nclude fwo ::5”&;.
10 and 13 below) thie define the minkmass institu-
tionui properties of 2 customs union for the purposes
of analysis:

10 The number of countries {the mininyum is three
since A and B wilf discriminite in trude with the
rest of the warld, C);

11 Cost assumptions (or supply elustivhies)
{constrained by 4 abovey:

12 Assumplions on demand elusticities:

13 Agsumptions on the ex-<ante maionil 1anifls and
the ex-post height of the common external fariff
(CETY; as noted in section 1.6, the CET's ‘gencrat
incidence’ should not excead shat of the previous
national tarifTe of member countries (GATT. Anv.
24.8.} but GATT s interpretation und enforcement
have remained uncleur; for reasons explained in
chapter 3 the EC has 1aken the arithmetic meun of
ex-ante national tariffs (Ast. 9.1, EC Treaty);

14 Assumptions on the number of goods: the standard
theory of customs union hinges on the ane-good,
partial equilibrium approach although some of
the crucial concepts can be extended 10 2 two-good
generatl equilibrium comtexy; further insights can
be gained [rom a muhi-good analysis,

Busic customs union theory consists of analyticu
exercises suggesied by varimtions of the five supple-
mentary assumpiions. with different degrees of
technicul sophistication.

6.1.1 Trade creation and diversion

The central tenets of customs union theory cun be
expluined for highly simplified combinations of assump-
tions 10 10 14, In this section, enly one sood is explicitly
studied (s, 14). the demand schedule is of the normat,
downwird sloping vuriety {ass. 12}, the CET will be
1,<CET<s, {ass 13) and the rest of the world supplies
good v at constant costs tass, 11). Cost ussumptions for
the two countries A and B, forming the CU, will be
varied. However, decreasing costs are ignored because
assumption 4 applies (but see section 6.3},

Pell sy
Pe (1 +cen}
Pell + 1

P

-

Figwre 6.1 Custerns union: Wrade creation and diversion

Now, consider Figure 6.1, where A's xemarket has
been portrayed. In the figure A's supply schedule
shows inereusing costs: B and C (the rest of the
world) supply st constant costs, C being the lowest.
cost supplier. The situation before the CU in the
A-market is that A imports DE from Cat p {1 +
.} vieiding a tariff revenue DEWV, After the CU
is established, B will supply A the volume of QT of
x behind the CET. Basic CU theory, developed

from Viner's (1950) pioneering study, defines the’

following effects:

irade éreation is the weifare change due to the
replacement of (hi gher-cost) domestic production of
import goods by flower-cost} imports;

Product Market Integration: Economic Analysis

trade diversion is the wellare change due to the
replucement of imports from a low cost source hy
imports from a high cost source.!

In terms of the world allocwion of resourees or the
world division of lubour. it is clear tsmt trude ereation
s beneficiul 10 "welfare”, whilst trade diversion wors-
ens alloction. Applicd (o Figure 6,1, trade creation
is the welfure puin from the replacement of QR pro-
duetion. previously supplied by A itself., by imports
from B: this is DRQ, Trade diversion is the resource
eests of replacing DE of imports from C by intra-CU
imports (free of 1aris. and behind the CET which. i
this case, keeps C ourd from B; this is the taeill Tev.
enue. now lost for A. minus the gain to A-consumers
(DESR). being RSWV. Besides tradde cremtion and
diversion, there is 1 consumption effect EST. the
‘welfire” guin of the inerease in consumption due 10
the price full of ¥ in A. These effects can also he
desived us follows: ihe totad gain in consumer sarplus
is the areu between the price uxis, the Jine PR
up to Eund S, up to T; A-producers sce their pro-
ducer surplis decrease by the aren between the price
axis and D and Q whereas the goversment Joses
DESR us part of the lost revenue, Henee, PR and
EST remain as net guins: RSWV js the unCompen-
suted pirt of revenue doss and represents 4 net Jogs,
As drawn. the CU in Figure 6.1 incurs a smal! loss if
trade crestion. the consumption effect and diversion
are udded up, Nose that it is merely a net loss in sttic
“welfare' werms, under restrictive Estumptions,

Severa! conclusions follow from this analysis First,
to eall & CU trude diverting” or “trade creating’ is
often inappropriate: in a product analysis as simnle
as Figare 6.}, the CU gives rise 10 both eflects a1 1he
same time.?

Second, the naive idea that customs unions &re nec-
essarily a step towards free teude - an idea thit
underlies the GATT exemption of prefereninl trade
agreement for customs unjon (and free trade areds) - is
incorrect. In Bigure 6.1 it alf depends on a series of
variubles. Viner's contribution consists of dealing
fatal blow 1o this nuivety by a simple device: once
trade creation and diversion are defined, it follows that
the net effect on the world efficiency of praduction can
be either positive or negative. Adding the consumption

"

efiect does not alter this fundamenta] conclusion,
Later, Viners insight has been generalised in the
theory of second-best: the shift from one sub-optim!
sitvation 1o another does not permil peneralisations
on the direction of the chunge in "welfare”,

Third, the likelihood of welfure gating increases if
ex-inte ekl are high, ex-unte imports from the rest
of the world ure low. ex-post CU prices are close 10
the world level snd if the number of Member States
would be Jarge relutive 10 that in the res: aof the world.

Fourth, static “weifare” effects (for « given world
terms of trade) are small. Empirical studies usuiily
lind effects for the EC-Six in the 1960s rapging from
(.15 per cent {Balassy, 19751 10 no more than 0.3 per
went of GDP. Simple ex-ante calculations by Johnson
{1938} sugpesied an upper bound of 1 per cent of
GDP. Intuitively. 1his is not hard 1o understand. once
it is realised that trade crestion for the bigger EC
vountries will only reduce the domestic supply to
domestic consumption by u few percentage points.
while C will ofien capture the consumplion expun-
sion. Also, the triangles’ vertical lnes only measure
the sariff decrease 10 the level of the CET say, for
Daly, on average, perhaps from 25% 10 159 i) and this,
in turn, &5 only 107115 of the relevant price {multi-
plied by half, so a5 to get the sutfuce of the triungle),
Similarly, net trade diversion is small once C would
cupture the constnption effeet? Only under extreme
dilferences in costs andfor tarifTs und very lurpe
feplicements would these effects become more signif-
icunt: this is only 10 be expected in z few sectors, if
indeed the pelitical econony would allow sueh shifts
1o take place rapidly.

Consider next Figure 6.2, It is sssumed that buih A
and 8 experience rising cosis in producing x, and
that they ure ex ante importers. 1t would be mislead-
ing 1o depict the A-marker only, since the cost of
praduction in B wilt also be affected. Therefore, the
supply and demand for A and B e depicted both sep-
arately and as Sy and By, (by horizontal addition).
In country A the previous imports DE {from C) rise
to QT, with QR supplied by pariner B and RT by C.
This gives a trade creation of DRQ and z consump-
ton effect of EST. Whether there will be trade
diversion depends on the reactions in B x~-market.

The reuder i warasd thit 1rade erearion and divession ire frequently referred o i trade Row, ruther than welfare, terms. Trade fow chunges
¢ N0t a precise indicutor of wolfare ehnpes: sometimes they e misleading. (See e.g, Tovius {1982) and Pelkmans & Gremmen (1983)3

Ta the 19505, 1968, und curly 19705 the question whether a “trade diverting' CU could i) be wetfiire-improving was debuted. This wag
Prompied by Viner’s analysis, bised on constant costs for all cauntrics {alsa A, In this sety special euse, one obtuin

trude diversion - this is so becaese, with Consting costs in A, u tusill is either prohibitive or & pute revenue daty. Outside Viner's frumewark

the cither/or issise eed not atise, When there ure scute cronomies, the

problem is selevant upuin. but overshadowed by other effects fsce 6.3,

For s pumerical example in sume detuit, see Pellmang (1984, pp. 20721,
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Figure 6.2 Custams union, hoth partners rsing tosts

What one might fail 10 see in 9 ong-country dingrim.
focusing on couniry A. i immediately abvious in a
union diagram: the chasen CET changes country B
from an importer {D'E’ from C) 10 an exporter {QR}
to A. Figure 6.2 has heen drawn in such o way that
D'E' = ST, Thus, the cx-unte imports of the two CU-
partners from C are cquat to RT. Since RT = HE (by
definition), it fallows that - ax drawn - C’s exports 10
(he customs union have remained constaot, The QR-
part of the extra impors of A represents trade
creation as it comes rom & cheaper source {B} than
damestic producers {though nat from the cheapest
source. C). However. as soon us BY exports (o A
became larger than QR, B would encroich upon the
ex-ante A-imports from C {DE = RSyand this wonid
smount to trade diversion. This would accur when 5,
becume more clasiic than drawa, or when the CET
became 3 Hittle higher than indicated in Fipure 6.2

“The *welfure’ effects are quite complex. Trade cre-
ation is DRQ in A, but in B trade creation is negative
(D°LF) as relatively incfficient B-produciicn replaces
(at rising costs) C-imporis,

Trade diversion may or may not occur dependent
on whether B’s exports to A are bigger or smatter
than QR. The consumption effect is positive (EST) in
A but negative in B {FLE"), while gains accrue 10 B
from becoming an exporter (FQR).

Two other interesting conclusions follow from this
analysis. The first one is concernad with an implicit,
if not explicit, purpose of all customs unions: the pro-
motion of intra-group trade. Figures 6.1 and 6.2
make clear that a CiU can only promote trade among
its member countries if the CET is distinetly protective
for the relatively efficient producer in the union {here,
8). For many agricuhural products, the European

Community raises high 1o very high border levies,
that have enabled explosive growth in intra-EC agri-
cultural frade at the cost of substuntinl trade
diversion, with France, lreland, the Metherlands and
Denmark being relutively efficient exporters of well-

protected non-Mediterranean products, Spain. and to -

4 lesser extent Greece and ltaly, have boasted citrus
and otive exports 1o EC pariners based on high pro-
tection, too. In textiles and clothing, EC tarill and
volume proteciion has long enabled 1iady and later
Portugal to expand preatly their intra-EC exports.
while in automobiles British volume protection vis-&-
vis Japan since 1977 has led 10 & substitution of
British production by more efficient EC imporis
during the 1980s.

The second conclusion is concerned with Cs
market access. 1t is usually incovrect - thouph often
stated — that regionatism would lead to 2 closure of
the {CU's) market. 2 kind of u *forisess’. In the case
of the EC. only in agriculture was the CU explicitly
used for this purpose {see chapter ). Morecover. 10
derive such an inference from Figure 6.1 is very mis-
leading analytically since it jgnores the case of
increasing costs for alt Member States. In Figure 6.2
€5 cxports 1o the upion remuin exactly the same. A
ferense in the CET could et HK shrink to wero and
4 lower CET would induce even lurger cxports from
C 10 the union than before.

The GATT rule. that the “general incidence” of the
CET should not exceed that of the ex-anle nation
{arills, interpreted in terms of arithmetical means (as
in Art. 19,1, EC Treaty). scquires strange econonmic
implicarions in this model in Figure 6.1 C is
excluded and in Figure 6,21 all depends, but C s
likely to be excluded from the B-market in most
insiances while supply to A may (but need not}
increase, possibly outweighing export iosses in B, As
observed in chapter 1. the clause would best be dis-
pelled as an anachronistic remnant. Hs amendment
in the Uruguay Round permits 2 more sound eco-
nomic assessment.

6.1.2 An economic case for the customs
union?

Customs union theory can be endlessly extended by
taxonomy, Since the marginal utility of the taxo-
nomic approach decreases very guickly, a more
fruit{ul avenue may be to produce conclusions that,
with due regard to the restrictive assumptions of the
model, could be of relevance to the policy makers.

Product Market integration: Economic Analysis

If there is a manifest political commilment to
Europeun integration, the CU will be established asa
stepping stone 1o “dezper’ integration. Given this
political motivation. policy mukers will be interested
in the expected welfure effects of a customs union
and presumably in ways to minimise the adverse
ones. The partial equilibrium analysis of the previous
section — of course only appropriute for the stutic
welfare effects — leads 1o the following conclusions:

1 Fully gencral rufes of thumb on the net
Beneficial effect of customs union on ‘welfare”
cannot be derived. This follows directly from
ihe theory of the second best.

Net benefits to “welfare” will tend to be higher. if

ox antte tirill5 are high, ex anre imports from the

rest of the world are low treducing trade diversion
or negutive trade crestion) und ex posi CL prices
are close 10 the world level fuugmenting trade
creation and positive consumption effects).

1 Not henefits to “welfure” will tend to be higher
as well il the CU comprises a relutively large
part of world trade {minimises trade diversion)
and il the participating economies are of 2
potentially compelitive nature, Witls strictly
complementiry ceonomicy, sy most 2C
countrics compared with most Arub countrics
up to recently, customs duties have Tittle or no
¢ifeet on the mutua) division of kibour and
usunlly have 2 pure revenue function (like excise
duties). A customs union in this cuse would not
yield a noticeable contribution 10 welfure

(]

Poficy makers can use these insights to design the CU
in ways which would promote net welfure benefits.
On the other hand. if there is o manifest political
commitment to Europesn integration, but a search for
optimal foreign economic policy, traditional customs
union theory can be used as a rigorous. though restric-
tive, approach to formulate an economic case for a
customs union. One central conclusion is, of course,
that a customs union ¢ necessarily inferior to free
trade® But the theory can be taken further than that,

Additional reading

Cooper & Masset (1965) have pointed out that to
compare the establishment of 2 customs union with

free trade is not interesting, since customs unions are
typically formed because free rade is not 2 realistic
policy akternative. Customs union, 45 2 joinl commer-
cial policy option. ought 10 be juxtaposed to unilateral
commercitl policy options. before o menningful com-
parison can be made. This question is central in
formulating the economic case for the customs union
in the traditional approach. The answer of Cooper &
Musse! is straightforward: “... a customs union is nee-
essurily inferior to an approprisie policy of non-
preferentiat protection” {their emphasis).

This result is puzziing: even when taking a major
political constraint into account - [ree trude 15 the
first best opiion is unachievable - 4 customs union is
still inferior to appropriate policy alternatives. Why,
then, would countries join a customs union. assuming
1o overriding politica! commitment to integration?

The puzzle vanishes as soon as one speeiftes some
of the five supplementary zssumptions differently.
One qualification (Arndt, 1968) is that a varisble
1erms of trade with C {ass. 11) can muake # customs
union superior {o its appropriate unilateral alterna-
tive, Given the substantial weight of the EC in world
trude, this possibility is not without importunce. But
even for a piven terms of trade, Wonnacolt &
Wonnacott {1981) have shown that, i the rest of the
world also employs tariffs {ass, 13} — an issue usually
negleeted in €U theory - the Cooper & Misel
proposition is not valid for cerlin runges of relitive
prices. Their analysis ulse explains why customs
unions tend to be estublished among neighbouring
countries {the transport cost dilferential can be the
determining factor). 1t suggests as well thata CU is
maore [ikely to be the superior economic option in a
wrifT-ridden world economy, while its advantages can
be eroded by muhilateral wrifl reduction. Both infer-
ences appeal 10 common sense notions, that, when
focusing merely on the Cooper & Massel proposi-
tion. cannot be readily understood.

One should, however, be cautious in jumping from
basic customs union theory, which is built on restric-
tive assumptions, to policy conclusions, Economic
analysis of CLJ has moved beyond this basic model in
essentially two ways, Mumerous exiensions have been
published by varying the five supplementary assump-
tions. This ranges from incorporation into general
equilibrium models {e.g. with offer curves; two goods)
1o variations, one by one, of the respective assumptions:
more than three countries, more than two goods,

! Fors m.._cn.n. terms of trade with the rest of the world, However, a big €U like the EC may improve ils terms of trade if the world's export
upportanities would be affected negatively. This has certainly been an issue in apriculture {sec Figurd 11.6) uad texifles und clothing.
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different cost combinuzions {ignoring decreasing costs.
for the moment) and special trede policy assumptions
(see e.g. Tovias, 1994u. for & survey}), The restrictive-
ness of the hasie modet is exemplified when comparing
# two-good/three-countries model with u three-by-
three model.” 1n the former, truly mulikieral 1rade is
inipossible #s w least one of the three bilaters! trade
relations is cut and. if 1wo flows remain, they both
have 10 balance biluterally. So there is cither bulanced
trade or no trade. One hus 1o 1ouch spon the (thus
far) invariable set of nine gssumptions to get out of
this peculiar coniext,

In sections 6.2 and &.3 two important cutegories of
‘wellare” effects are studied which arise from varis-
Lions in some of the nine assumpiions of basic turifl
theory. In section 6.2 techaical efficiency teast min.
imisation) i no Jonger given. but wariable, This must
imply fess thas perfect competition. Customs unions
muy positively influence technicsl efficiency, In see-
tion 6.3 ussemption (4) is changed by imroducing
cconomies of seale. They may greatly influence the
wetfare pains of o CLL

6.2 Customs union and technical
efficiency

Techaical efliciency s defined s input minimistion st
iny given outpat fevel. given the employment of the
best techniques avisilable. To suggest that firms are
technically inelficien (ofien called X-ineflivient) must
imply that somehaw competition is not perfect. per-
mitting depuriures {Tom cost minimisation without
going bankrup:. For enterprises, competing in muarkets
from day to day. this is not u particularly surprising
insight, For entrepreneurs and managers competitive
firm behaviour i 1 complex variable, not insensitive 1o
the overall state of computition in the product and
factor murkets, or indeed in the relevant economy as 2
whole. From there it is 2 smail step 1o suggest that var-
ious forms of private or public shelter from {perfect}
competition will eventually lead to higher costs per
unit of marketable output than necessary.

I actual practice, therefore, firms will not exhibit
equal performance in cost minimisation: every seclor
will have best-pructice firms and higher cost ones.
However, in basic CU theory. this cruzial notion is
assumed away by postulating perfect competition,
For policy makers and business, however, i is impor-

tnt 1o understand whether a CU intensifies competi-
tion. and thereby induces (technicaly efficiency guins.
In the Western Europe ol the 1950s muny
observers were of the opinion that & nember of
industries were wehnically ineflicient due 1o numer-
ous public interventions. public regulinions. border
pratection and. occusionaliy. highly traditional pat-
terns of organisition of industry {c.p. Scitovsky,

19383 It wus believed that European indusirial
murket inlggration vould have a “cold shower” effect
on the competitive belaviour of industrial firms. To
put it in more analytical terms, decreases in the
degree of technical inelficiency of European industry
vould be induced by decreases in the degree of border
prowction ~ giving rise to Import competition and
export opporiunitizs in the EC customs union - com-
plemented with 4 tosgher surveillance of restrictive
business prictices vin i common competition regime,

11 can be shown that the “welfare” consequences of
an fmprovement of technical ¢fficiency alter the
reduction of protection are likely 1o be many times
farger thas the usuatly rather trivinl net gaing from
trade erention over trade diversion.

" The essential argument is that a gain in technical
efficiency, leading to u cost reduction per unit of pro-
duction. would remove wasie’ and  therefore
constitute a guin 10 sovicty. No neiting of producer
vy, consumer surpluses woutld be required, It alone
losses of warifl revenues. 1t is also important to see
that the gains relate 10 the entire output, which. for

impori-competing sectars. is vsually much lurger

than the relevant trade volumes,

Consider Figure 6.3 (Pelknsuns, 1982b) where the
home country has rising ¢osts as oulpui increases
and an initial Grifl 7. Supplies from the rest of the
world §_ are at constant costs, Now, assume a tarilf
decrease to 1,. Because of the cold shower of sharply
increased forcign competition on the domestic
market {the foreigner's y-murket share would tise
from QR/KR 1o MN/LN), assume that technical
efficiency of home r-producers improves and that
1his results in a downward shift of §, 10 §,. For sim-
plicity, the resulting cost difference is supposed 1o be
equal to the absolme 1ariff difference per unit of the
ex wite output. In this case, the triangle gains onfy
would be QSM + RTN whereas the technical
efficiency gains comprise KQSL - the ‘cost reduc-
tion® of the entire ex anie production ~ 2 muitiple of
the triangles. H should be emphasised that, cereris
puribus, for a given tariff reduction and a given effi-

§ Note that, folioning Musclt (1964}, f1 is assumed that the three feuds are pross substitites fand not homogencous) in the seose that 1 Fise in

the pries of any country’s exparts. ol ather prives rem

N2 LOnstan

ates un exvess denund for the expons of every other coumey
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Figure 6.3 Technical efficiency and lower protection
Source: Pelkmans 1882b

ciency improvement per unit of oulput {in Figpure
6.3, hoth QS). the rutio of technienl efficiency pains
over triangle gaing incresses the smaller the initind
market share of foreigners s and the more inelustic
demund and supply are, The extent of technieul
efficiency improvement per anit of output. in turn.
may also be relited 1o the ex ame marketl share
of foreigners, 1t seems plausible 10 expect that the
possible leap from a small markes share to what rival
home producers might think of us & *large” market
share, would induce a relative big teehnical efficiency
improvement compired with the cost reduction
induced by enlurgement of an already sizeable
market share. 1t follows that truly sheliered econ-
omies cun reap large X-efficiency gains (and. of
course, the triungle consumer gains as well) by
engaging in trade liberaliumion.

The analysis can be extended to o customs union.
In Figure 6.4, country A's markel for x is depicted.
The initial 1ariff is 1, the common external tarifl
[CET) is either CET or CET . depending on the
arithmetica! average of alt EC wrills (Art. 19.1, EEC
Treaty), 8, is the union supply of x in A {the hori-
zontal addition of S, and the excess supply of partner
B) and S, is perfectly clastic world supply. 1 is
assumed that the "cold shower® shifts A's supply
schedule from 8, 1o 8%,

For the higher CET, trade diversien (STVU)
clearly outweighs trade creation {QSM + RTN). The
cold shower alters the picture since the ‘cost reduc-
tion” effect 1s KQSL which is (drawn so as to be)
approximately equal to the trade diversion, leaving 2
consumption gain of RTN, However, the case of the

Px

Poilafs)

Pe(t+cer}

Peil+cery

Figure 6.4 Technical efficiensy and customs union

rebutively higher CET would be atypical since C-
exporiers lose all necess 1o the customs uaion.

For CET'. C% exports would still be EN’, vielding a
unton farill revenue of EN"WF. The overall elfects of
the customs union would then be the *cost reduction”
effect {KSQL) plus trade cremtion (on the production
side: SM”S"; on the consumption side: RT'N'), plus
the ex post wrifl revenve (EN'WFY, minus trude
diversion {8"T'VU). H is obvions that the formation
of such u customs union would be highly sdvanta.
geous in ‘welfure terms.®

6.3 Customs union and decreasing costs

This section adheres 1o some restrictive assumptions
of CU theory: the supply of goods is studied at the
indusiry fevel (hence, technicat economies of scale of
plnt-output represent those of the industry}, perfect
competition and homogeneous goods, Other than
scale, the basic assumptions of CU theory are main-
tained. The problem that perfect competition and
scale are intonsistent is ignored, so that all effects can
be attributed to the CU itself. The additional varia-
tions are; one good analysis (uss. 14), ‘normal’
demand schedules (ass. 12), a CET between f,and 1,
{u35. 13} and constant costs for the supply of the rest
of the world {ass, 11).

Consider Figure 6.5. If A and B have equal aceass
1o well-known process technology {ass. 5), it is a rea-
sonable simplication to assume that §, = §,. This

* There pre i pomsher of quatilieations of this anubysis See Pelkmans {F9R3h).



