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ABSTRACT

Practical problems faced by the single less developed country
(LDC) in its trade with more developed countries (MDCs) have led to
the consideration of other strategies in trade., Among the alternatives
is economic integration. An unresolved problem exists in the received -
theory of customs unions, however. Can the formation of a customs union
by two countries permit them greater benefits than they could each
derive from unilateral preferential or non-preferential tariff re-
ductions? The answer in the received theory is no.

A suggested explanation of the formation of customs unions
among LDCs states that they each prefer to gain an industrial base through
"swapping" manufacturing production lines for the wider market. In a
laissez-faire or unregulated union, however, the industrial base and
economic activity both polarize in the more developed member(s). The
cummulative causation increases the divergencies between the more
developed member(s) and the less developed member(s)., At the expense
of economic efficiency, equity may be persued through forms of regu-
lation, Such regulation may consist of a set of fiscal compensations
and selective inducements to industries within the less developed
partner(s) while such inducements are foregone by industries in the
more developed member(s).

A more restrictive regulator is a body of intra=-customs union

tariffs to shift industrial production. Such a measure of protection




was brought into operation in the East African Community in 1967 although
no economic theory of the effects of such tariff protection exists in the
theory of economic integration. The analysis of such tariff protection,
when operated in any customs union or common market, is the main new
contribution of this thesis.

Chapter V analyses the effects of the tariff in a customs union
of two partners and shows that the tariff changes the locus of production
and terms of trade in favour of the tariff imposing partner while
simultaneously increasing/decreasing domestic supply, domestic quantity
demanded and commodity price in the taxed/taxing partner. Chapter Vi
develops a method of approximation of the change in the imports of the
taxing partner from the taxed partner's standpoint. Chapter VII con-
siders a customs union of three partners and shows that the more general
effects of a single parﬁner's tariff against commodity imports from a
second partner are dependent on the effects of a third partner's tariff
on imports from the second partner. In the event, a partner may hurt
domestic production of a commodity by imposing the tariff or may hurt
a domestic industry using the taxed commodity as input unless a tariff
is also imposed on imports of the second. industry's product from the

union.



CHAPTER I
INTRODUCTION

Economic development theory studies two approaches to trade:
trade theory on the one hand and trade policy on the other. These
approaches usually consider the relationship between the less developed
countries (LDCs) and the more developed countries (MDCS).. in the global
economy. Trade policy itself is closely connected with industrial-
ization policy in the LDGs, Of the two areas of study, trade theory
is the more prominent, perhaps because it offers a greater scope for
theoretical analysis,

Despite the unambiguous proofs provided by trade theory on the
benefits of free trade, it has long been argued that all other things
are not equal among global trading partners and that the benefits from
free trade may be unequal. Both MDCs and LDCs therefore practice forms
of trade restriction, foregoing the real gains which would be conferred
to consumers by free trade.

A well-known measure which a group of countries can take in
trying to recover some of the benefits of free trade is to enter into
a customs union, The literature on the effects of this measure is exten-
sive and the whole issue is dealt with in chapter IV of this thesis.
The central question of the customs union arrangement, as it affects
the LDCs, has been posed theoretically by Cooper and Massel = (1965)

and H, Johnson (1965) and gives rise to the contribution of this thesis,
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According to the Cooper and Massel argument, it is not possible
in theory for a single less developed country to gain from a customs
union with another less developed country what it could gain from uni-
lateral tariff reductions toward free trade. Cooper and Massel argue
that if a recovery of the benefits of free trade (or a proportion of then)
was all that could be construed as the single LDC rationale for joining a
customs union with another LDC, the said benefits are always thgoretically
obtainable if the country unilaterally adopts preferential or non-
preferential tariff reductions. There is thus no a priori reason why a
single country should choose to enter a customs union rather than adopt
preferential or non-preferential tariff reductions, In practice, it is
extremely difficult under the G.A.T.T. rules to make discriminatory
tariff reductions.

The question raised by Cooper and Massel and H. Johnson, puts
into doubt the usual analysis of customs unions which evaluates them in
terms of efficient allocation of world resources., Cooper and Massel
specifically set out criteria by which LDC customs unions may be chosen
by the single country as a policy measure., Industrialization is
hypothesized to be a prime aim of selection. In the promotion of
industrialization, it is assumed that planners are willing to forego
income in order to collectively promote and consume domestically manu-
«factured goods,

These assumptions are adopted in this thesis. The specific
countries of the East African Community, which motivates the analytical

models developed in this thesis, indeed adopted in 1967 explicit measures
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of:promoting industrial manufactures within the less developed members
of the union, Trade restriction within a customs union is suboptimal,
Vhowever, in"tha,sense'tha§:;p‘;educes.ﬁhe level of specig}?géf%qn~in-
the common market as a whole, as is shown in chapter VIL.

The measure used was termed a transfer tax, essentially a low
level tariff among partner members. The tax is referred to throughout
the thesis as an intra-customs union tariff. The basis of the imposi~
tion of the intra-customs union tariffs was the long run forces at work
in the union making for unequél distribution of manufacturing and other
benefits. The more developed union members tended to draw more resources
into their growth processes than the less developed members, The fact
that gaps in the stages of development among members of a customs union
of LDCs are 1ikely to be accentuated over time is not explained in
customs union theory since it ignores income distribution within the
union. |

Despite the important problem raised by Cooper and Massel regérd—
ing income foregone for the aims of industrialization, the approach
taken in this thesis is that economic effects on key economic variables
of intra-customs union measures to promote industrialization can bé
isolated as fully as possible and explained in economic terms. To this
writer it is no less important in LDCs to present the authorities with
the economic effects of their choices than with the probable gains they
forego from not pursuing allocative efficiency.

As mentidned above, the problem of the less developed member

within a customs union has never been met by the theory, as the theory
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abstracts from income distribution. This is the problem dealt with in
this thesis., The results of the analytical models of the intra-customs
union tariff are new to the theory. It is shown that the trade effects
hinge significantly on the relevant countries' own demand and supply, as
well as cross—elasticities. If, as Gooper and Massel and H. Johnson
hypothesize, LDCs have a preference for industrial manufacturing, how
is this preference met within a customs union better than it would be
outside of a customs union?

‘The formative stages of this thesis develop well known arguments
in the literature to show first, how economic development, from the point
of view of the single LDC country exporting primary commodities, may be
slowed by the slow growth of world demand for the primary commodity.

This idea'is well known in the writings of Prebisch (1950, 1959), Myrdal
(1956, 1957), Singer (1968) and others.

If growth is restricted by the slow growth of world demand for
primary commodities of LDCs, an alternative approach would be to diversify
into other products such as manufactures and promote exports of these.
The problems faced by LDCs in taking this alternative approach are dealt
with in chapter IIT.

How does a customs union facilitate development of domestic
manufactures? One of the measures currently used-in the East African
Community to deal with the less developed partner problem is to impose
intra~customs union tariffs on products from the more developed member(s)
in order to generate domestic production within the less developed

member(s). The core of this thesis develops models to isolate the



effects of the tariffs and show how the tariffs inter-act with each
other to affect key economic variables throughout the common market.

The most comprehensive study of trade-flows in the East African
Community, after the intra-union tariffs were implemented, has been con-
ducted by Hazlewood (1971, 1972). The studies cover the relevant period
of the operation of the tariffs up to 1970, without directly associating
the movements in trade to the tariffs which were iﬁplemented to induce
the relatively less developed members to increase their industrial manu~
facturing. It seems to this writer that, although the tariffs are only
one of a number of factors which affect trade between the partners of
the communi'ty,1 an important approach to take is to establish in what
direction the tariffs, singly and in combination with other tariffs,
affect the prices, domestic demand and supply in the individual country.

In the course of the two studies mentioned above, Hazlewood set
himself four main tasks: (1) to establish how much inter-state trade
balance was being approached in terms of the so-called "80 percent"
rule,2 (2) to establish what value of inter-state trade was subject to
the transfer tax, (3) to find out how the value of transfer taxed trade
héd changed over the years, and (4) to establish the relative values of
taxed and untaxed trade, However, in the studies, Hazlewood does not
purport to answer the following question: what were the econonmic
impacts of the intra-union tariffs to be expected from economic analysis.
This is the question dealt with in this thesis. Time constraints do not
permit an empirical verification of the new resulis to the problemjbut

the emphasis is on expected general results which can be tested for any




customs union operating such a measure.

The Rast Africanf@bmmunity has a long history., The union came
into being by stages over a considerable length of time during the
colonial period. B¥ 1917, Kenya and Uganda had a fully established
customs union, Tanzania was fully integrated into the union in 1927,

A common tariff came into operation at that time and did not exceed ten
percent before the first world war.3

From the beginning there were problems of unequal rates of develop-
ment between the partners with corresponding claims that these differences
in the rates of growth were related to unequal benefits of the partners
from the union, By the beginning of the 1960s the pressures for evalua-
ting the common market arrangements in the light of unequal rates of
development was strdng enough to warrant a full-fledged analysis of the
union., This was done by the Raisman Report (1961). It is the most
detailed analysis of the union to date, Its major conclusions recommended
fiscal redistributions within the Community in order to offset the in-
equalities, A new feature introduced by the Report was the Distributable
Pool from which the fiscal redistributions would be made. However, the
arrangement lasted until 1967 when the Treaty for East African Co~operation

was signed, bringing into operation the tariffs whose impacts we deal with

in this thesis,



FOOTNOTES

CHAPTER I

1One of the most distortionary factors in the EBast African inter-
territorial trade is the rise of state trading corporations. It is clear
that the activities of the S.T.C.'s can directly cut into the adjustment
process expected to occur after inter-country trade is subject to pre-
ferential inter-country tariffs. For this aspect of trade in the East
African Community, see Arthur Hazlewood, "State Trading and the East
African Customs Union," Oxford Bulletin of Economics and Statistics,

vol., 35 (May 1973).

2The regulations of the 1967 Treaty stipulated that no further
transfer taxes would be permitted to a single country whose exports of
manufactures to the rest of the common market exceeded 80 percent of its
imports from the same common market. This provision is in article 20,
par. 21 of the Treaty.

3A. Hazlewood, Economic Integration: The Bast African Experience
(London: Heinemann, 1975), chap. 3.




CHAPTER II

LDCs TRADE IN PRIMARY COMMODITIES:

THE EXPERIENCE

2.1 That countries can enter into international trade in accordance
with their comparative advantages, speclalizing under free trade and
simultaneously maximizing the individual welfares of their communities,
is one of the most controversial pr0positions in economic theory., The
gains from free trade have long been proven theoretically; the best known
formulation being that of Riqardo.l In the Ricardian model, countries
happened to differ in their relative efficiencies in the production of
traded commodities. Specialization and trade serve to integrate the
single country into the world economy in which it simultaneously confers
the benefits of its efficiency in the production of a given commodity on
the rest of the world and derives similar benefits from other producers
of other commodities,

From the standpoint of developing countries the Ricardian scheme
has been viewed with misgiving, Leading trade theorists after Ricardo
confined themselves to the original thesis, that countries differ only
in relative efficiencies in commodity production. The diffusion of the
commodities of the relatively more efficient producers into the world
econony bring global welfare 5Enefits though there has been great re-
luctance to explicitly.examine the apportionment of the benefits to the

single participant country. In the refined contributions of Haberler,
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Samuelson, Ohlin, Meade and others,an essentially "horizontal" view of
specialization and international trade is taken, in which little discri-
mination is made between any pair of traded commodities with respect to
stages of fabrication, value added, or income and price elasticities.

The inequalities arising in the benefits that countries can
derive from international specialization have been debated not only
among those countries whose shares are small and those countries whose
shares are large. Theorists in the area of development and trade have
long carried on the tedious controversy between free trade and pro-
tectionism and taken sides #n one or the other camp. As is often ‘ob-
served it is hard to agree that the classifications "free traders" and
"protectionists" exist in their rigi&ﬁform outside of learned discussions
and textbooks.

Only one of the leading theorists has indicated some recognition
of inequalities in the shares from trade and specialization in the con-
text of the running debate on terms of trade. Samuelson,2 in two of his
leading contributions on the subject of gains from international trade,
points out that a country’s share from specialization and trade may not
after all be guaranteed in a free trade world: "Practical men and
economic theorists have always known that trade may help some people and
hurt others."

| But even this admission by Samuelson is qualified. He confines
the deterioration o©f the single country's terms of trade to the pre-
trade real-domestic price ratios for a country engaging in external

trade. In this context then, it is clear that gains for the single
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country from international trade may fluctuate within the intermediate
zone of "international" welfare gains for which theoretical proof is
provided., But the worst that could happen to the single country, in
the orthodox view of international trade theory, is that, after trade,
its welfare may remain unchanged from the pre-trade conditions. It
may benefit less than its partners from engaging in international trade.

T+ is clear that the orthodox view of international trade leads
to the prescription of a first-best world of free trade to maximize
global welfare, It is thus identical to the horizontal view taken of
trade partners by free traders. The usual reasons conceded to explain
deviations from free trade are military self sufficiency, stability of
domestic employment and diversification to reduce fluctuations in ex-
ternal commodity prices. A more recent view given on protection is
that technological leadership is a dynamic factor in trade and with
diffusion of technology, it becomes increasingly costly to adopt free
trade.3

Three additional views on deviations from free trade should be
mentioned separately. These are the infant industry argument, Hagen's
(1958) justification for protectionism in the face of a dual wage
economy and Linder's (1961) hypothesis.

The infant industry proposition is straight forward. Essentially
it states that a country has inherent comparative advantage in the pro~
duction of some commodity which it currently imports. The sole reason
the advantage is not revealed is that the importable has been established

among more advanced trading partners. The result is that potential
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exploitation of the advantage in the domestic market is competed away
by the inflow of importables. Protection of the industry involved per-

mits the production of the importable domestically such that after an

initial "learning by doing" period, the protection can be removed and
yet leave the industry competitive vis-a-vis foreign producers. A
critical requirement is that the industry marginal cost curve must shift
downwards in the intervening period of tariff protection.

The problem of tariff protection with factor market distortions

in the economy was introduced by Hagen, Briefly, the approach taken is

to show that in a representative developing economy, the rural-urban

wage differential introduces a distortionary effect such that the rate

at which labor and any other factor are substituted in production in
different sectors will no longer be equal. This_effectively reduces
transformation possibilities, such that the product transformation curve
"shrinks in.," At each point of the new locus of the curve, the domestic
rate-of transformation diverges from the domestic price ratio, A tariff
increases real income by protecting the importable if its production calls

forth the higher wage, but Hagen further argues that a subsidy on labor=-

use by the sector paying the higher wage and a tax on the sector paying

the lower wage may both increase the real income from the importable
producing sector and correct the distortion,

Linder's central thesis is that the volume of trade in manufactures

of a country with each of her trading partners, taken as a proportion of
the GNPs of these countries will be higher, the greater the similarity

in the demand patterns of the pair of trading partners. "Similarity of
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demand patterns" would presumably be associated with per capita incomes.
The theory is not rigorously formulated, but it is clear that (l) for a
non-primary commodity to emerge as an export, the pre-condition of home
demand must bé satisfied, and (2) the existence of an industry to meet
domestic demand for a given commodity will determine the range of commodi-
ties which can potentially emerge as exportables. For the sake of brevity
these fwo strands of the thesis are the only relevant ones dealt with
here. Linder's reasoning on (1) is that external trade is simply an
éxtensioﬁ of domestic trade, Innovation tends to centre on existing
industries and may give rise to export potential. In the reasoning of
(2), Lindér introduces his concept of "representafive demand" although
the idea is not given a precise definition. The attempt however is to
narrow down the range of potential exports for a country, excluding
commodities for which internal pfoduction is presumably not "large

enough."u




2.2 In this section, attention is focused on the rationale for
industrislization and regional co-operation in the developing countries,
There are important contributions in this area by Myrdal (1956, 1957),
Prebisch (1950, 1959), Singer (1968), Hirschmann (1958) and Myint (1969).
The mainstream of trade theory has neglected to pay attention to the
effects of trade on development generally and some of the above contri-
butions to the theory of economic development have similarly neglected
to include international trade as an integral part of their approach.
This-is-true, for instance, of Hirschmann, whose main concern is to
establish a theoretical case for the so-called "unbalanced growth" and
simultaneously argue against the balanced growth theory of economic
development.

Other theorists who have dealt with the question of international
trade as it affects economic development have sought to rehabilitate
trade theory and economic theory in general as they apply to the analysis
of economic development, In this field the propositions of trade theory
and economic theory have long been under attack from economists from
IDCs.  Thus the free trade and protectionist positions are taken mostly
by theorists from the MDCs and LDGs respectively.

Myiht's (1969) contribution argued that the comparative costs
theory, as a branch of the static theory of allocation of resources, not
only was the best guide to the foreign trade policy of developing countries
but that the theory was neutral between foreign trade and domestic pro-
duction, This being the case an argument was advanced for impartiality

in the allocation of resources between the export sector and the

13
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domestic sector according to comparative advantage., This view is
interesting, coming as late as 1969, when it was already recognized
that there were extremely high costs to the’widespread unemploymenf in
the LDCs, | |

In his considerable contributions, Myrdal has considered trade
relations between the "centre" and the "periphery," terms also used by
Prebisch., In his analysis, there are "spréad" effects such as the growth
of markets, availability of new products, and the diffusion éf technology,
which are transmifted to the periphery~-~the LDCs~-as a result of the
rising income levels of the centre. But the favourable trends are
counteracted by the so-called "backwash“.effects which operate unfavout-
ably against the periphery. These effects result from the diversion of
capital and skilled labor from the periphery to the centre and the ten-
dency of resource uses to be centre~oriented. Myrdal's analysis of the
trade problem has close correlation to the problem of regional inequalities.,
An interesting sidelighf is provided by a recent study of regional in-
equality. Williamsm(l965) tested both time series and cross;sectidn
déta of the U.8. and several other countries and found that in the long
term the inequalities are an inverted, U-shaped function of the national
level of per capita income. GCould we then expect in an analogous manner,
that "backwash" effects predominate early in trade relations of LDCs
with MDCs but can be dominated by "sPréad"veffects in the long run?

This writer's view is that there are two principal reasons why
Williamé&inverted U-shaped function may not hold in the case of global

inequalities., First in the international economy no supra-national
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body exists to attack the development problem by movement of resources
to the affected areas or mofe idle resources from depressed regions to

growing areas. An economy such as that of the U.S. has some adjustment

mechanisms for such a problem, Secondly, movement of labor within the
international economy is biased against 1oﬁer skilled categories, a
problem Myrdal identifies with the "brain drain." But for a national
economy, labor mobility can be quite high and relatively smooth,

In the rest of thils section, we analyze the influential views

of Prebisch. The background of Prebisch's ideas is the question he put
concerning general economic theory, He was convinced that "one of the
most conspicuous deficiencies of general economic theory--~from the point
of view of the periphery--is its false sense of universality."5 His
attempts were aimed at tailoring an economic theory to fit the problems
of economic development in general and those of Latin America in par-
ticular. His aim was to make such a theory the scientific rationale
for "effective proposals for practical action" on development problems,
The beginning scenario is one in which the Worldﬂis divided into the

"centre" and the "periphery." The central countries are the MDGs and

the peripheral countries are the LDCs,
A high degree of technical progress characterizes the countries
of the centre, while the periphery, "under the outdated scheme of inter-

national division of labor which achieved great importance in the nine-

teenth century" provided the industrial centres with foodstuffs (sic)6
and raw materials, and received manufactured goods in return, Technical

progress permeates all sectors in the central economics while occurring
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mainly in the export‘sectors of the periphery. Displaced labor in the
centre may be the result of increases in productivity, i.e. technical
progress, but is re-absorbed into gainful employment in the capital
goods industries.

This reabsorption of labor displaced by technical progress in
the export sectors of the ILDCs is minimal and thus, productivity improve-
ments become a source of surplus manpower, Other surplus labor is found
in low productivity activities or pre-capitalist engagements,

Prebisch holds that technical progress is lower in the periphery
due to lack of capital which in turn is a consequence of low savings
rates (Prebisch, 1950, pp. 1—7). vIn a circular mannher, this low savings
rate is linked to the low per capita incomes of the periphery. This
line of thinking clearly compares with the "vicious circle" theory of
Myrdal and Nurkse.

The peripheral theory, although it has strong supporters and
critics alike, gives some insights into the conditions which lead a
representative less developed country to consider development strategies
other than those based on free trade. One of the approaches which
follows from the theéiy is economic integration among developing
countries, and this is the approach which this thesis considers in
further detail. The problem of unequal benefits is no less likely to
occur din the customs union or common market than it does in the case
of the less developed country under free trade conditions. At g higher
level than economic integration, countries are likely to bargain and

make arrangements which distribute the benefits of free trade more
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equitably. BSuch distribution may aim at the growth of manufacturing in
the respective members, aé in the case of the East African Community,
which motivates the models of chapters V, VI and VII. Alternately it
may take the form of fiscal redistribution in favour of the less developed
partners.,

Héw does the alternative of economic integration emerge from the
arguments of the peripheral theory? For the purposes of the following
brief exposition, we focus on the role of technical progress ih»the
periphery and the centre, empldyment, productivity, terms of trade and
the major criticisms of the  theory. |

The theory assumes that technical progress, within the framework
of classiecal economic theory and international division of labor, should
have led to a more equitable distribution of the benefits accruing to the
international community after such developments. According to Prebisch,
technical progress, which is seen as a major driving force for economic
develoPment,.is widely diffused in the more developed countries of the
centre while it tends to concentrate on primary export sectors in the
periphery, The unemployment brought about by technical progress in the
centre tends to be transitional only as the slack is absorbed by the
growth of the capital goods industries, ' In the periphery, where capital
goods industries are not significant and where labor on the land has low
produétivity, technical progress only exacerbates the problem of unemploy-
ment,

In order to argue that technical progress favours the centre,

Prebisch considers the effects of a rise in productivity on the products
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of the centre and the periphery. In the centre, it is argued, labor is
organized, such that it can claim some of the fruits of progress in
higher incomes, Firms exercise market power such as monopoly, so that
they also can claim productivity increases. The upshot is that little
in the benefits of technical progress is transferred to the international
consumers through lower prices., The above situation is contrasted to
the conditions in a less developed economy, where relative abundance of
labor coupled with weak organization keeps wages down, so that technical
improvements are not dissipated through higher incomes. There is thus
less upward pressure on the jrices_of the export sector due to technical
progress, A further argument in this connection is that the income
elasﬁicity of the primary exports of the periphery is low so that as
incomes of the centre grow, a smaller proportion is expended on imports
from the periphery. The opposite is the case with the more fabricated
products of the centre.

The combined effects of techmical progress on primary commodity
prices which the periphery obtains in the international markets and the
low income elasticity of demand leads to the paradoxical conclusion
that while the process lowers labor inputs in the primary sectors of
the periphery the gains are not generally retained but are dissipated
through consumption by the international community. As Prebisch put it,
"+ + o while the centres kept the whole of the benefits of technological
development of their industries, the peripheral couﬂtries transferred
to them the share of the fruits of their own technological progress."7

The most controversial proposition of the theory is that the
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prices of the primary exports of the periphery have been falling over
time, relative to the prices of the imports of more fabricated commod.i~
ties from the centre. Prebisch derived this proposition from an exami-
nation of the effects of technological progress on the price ratio be-
tween primary commodities and manufactures for the period 1876-1938.8
The statistics used are of British import prices of primary commodities
and British export prices of manufactured goods. From the examination,
the controversial concluSion.was drawn that the terms of trade between
the peripheral countries and the industrial centres show a constant
tendency to deteriorate to the disadvantage of the periphery.

The controversy over terms of trade centres on the variety of
available statistical measurements of the ratio., Prebisch estimated
the so-called commodity terms of trade which is simply the ratio of the
export price index and the import price index. Other definitions
weight this ratio with productivity in the centre and the periphery,
with the outcome that the ratio measured by Prebisch may not show the
deterioration claimed if these additional developments are taken into
account. This statistical argument dominates the response of critics
of the theory, the main ones being Viner (1953), Meier (1964) and
Haberler (1961).

The arguments against the proposition have also recognized the
role of commodity quality changes and the inability of the commodity
terms of trade measurement to handle this problem. Other responses

have attempted to bring the question’ of population growth into the

debate,
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The policy implications of the problems analysed in the theory
provide alternatives for coping with the alleged disadvantages of the

single LDCG, These alternatives include the development of manufacturing

under protection. The altermative of economic integration was later
advanced as Prebisch recognized the danger of the fragmentation of in-
dustrialization into "as many watertight compartments as there are
‘countries without the advantages of specialization and economiés of

9

scale."” It is the problems of this alternative that we examine after

showing that industrialization does reach the threshold of manufacturing
exports from the periphery to the centre but that it is checked by the

tariff structures of the centre,
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CHAPTER IIT

GROWTH OF MANUFACTURING AND DEVELOPMENT

3.1 In the last chapter the problems of complete specialization
by LDCs in the production of primary commodities were discussed. The

effects of technical progress on the terms of trade and development axe

not normally taken account of in the conventional trade theory or in

the Ricardian analysis such as that of Lewis,

Ronald Findlay (1973) has shéwn that not only does technical
progress raise profit rates and capital accumulation initially in the
primary sector, but when an analysis of incomplete specialization (i.e
primary production with a manufacturing sector) is conducted, the same
results occur in the manufacturing sector. But in the case where the rise
in profit rates and capital accumulation occur in the manufacturing
sector, the increases can be sustained more permanently under certain
assumptions. Findlayl believes that this conclusion may be one source

of the motivation for industrialization in the developing countries since

manufacturing is seen as one escape from external dependence.
The intellectual roots of the thinking behind industrialization
strategy go back to what has been called the "old-old orthodoxy".2

This early position exémplifies the view of the academics in that compar-

ative advantage was assumed for LDCs in the production of primary commodi-
ties. The "old orthodoxy" however concedes incomplete specialization so

that a limited import substitution caters for the domestic market of the
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LDC (especially in certain consumer goods), but does not supply to foreign.
demands, This strategy, which has also been dubbed "inward-looking"
strategy was the rule in many LDCs until recently. It was partly a
reaction to the adverse consequences of dependence.on international trade
for supplies of manufactured goods for which the required technology had
come within reach of developing countries., In addition, the instabilities
brought by the Second World War revealed the uncertainties of relying on
international trade for these manufactures.

It has been argued, however, that there are three major factors
which motivated the "old orthodoxy." The major influence came from the
infant-industry argument and this seems to have been applied across the
board to LDCs manufacturing. Secondly, it was argued that the corollary
of infant industry encouragement (the necessary tariff protection before
such industries could set up) would give developing country governments
the needed finance to take fiscal measures and also stimulate domestic
savings rates. Thirdly, import substitution would enable savings in
foreign exchange as the import bills of developing countries would be
lower, Little, Scitovsky and Scott, for instance, argue that the pur-
pose of protection has often been to save foreign exchange, rather than
solely to protect domestic industry in the import substitution proccess.
The achievement of this third goal is often elusive and has caused this
approach to conserving foreign exchange to be increasingly questioned by
researchers., The protected industry may often contribute little value
added though inputs may have to be imported in quantities large enough

to offset the foreign exchange saving which the industry is expected to
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yield. The net foreign exchange saving may also be negative.
It would appear that there is a certain self-perpetuating process

set off by the foreign exchange saving industry such that any savings

ultimately call forth self-cancelling foreign exchangé expenditures or
even expenditures in excess of the initial levels of saving. This is
observed particularly in the case of the firms which set up from foreign
borrowing or private financing. Inputs may often be also foreign and,

.more importantly, the hired domestic labor force may exercise demands

which increase the economy's import bill,

Concerning the infant industry argument, there is general agree-
ment that certain industries can make substantial gains if given a "setting
up" period in which to achieve a level of efficiency comparable to external
producers., What seem to be the two greatest obstacles in the import sub-
stitution process are (1), the ability to identify a priori which indus-
tries can make such gains through infant-~industry protection, and (2),
the decisions as to the appropriate levels of protection required by such
industries. There is a growing body of evidence, notably the Little,

Scitovsky and Scott study (1970), that where the level of protection

accorded to an industry is inappropriately high and remains so through
the escalation of tariffs on inputs which are domestically produced,
competitive pressure will be diminished, particularly in the case where

imports provide such competitive pressure, The result is inefficient

industry which comes to depend more and more on excessive levels of pro-
tection instead of making efforts "to grow." This is one source of the

disparity between rural incomes and urban incomes in developing economies.,
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Sectoral inequalities may be triggered by the high rates of pro-
tection accorded to the industrial sector relative to the agricultural
sector. High protection of infant industries leads to high profits and
high wages in the manufacturing sector with the effect that the alloca~-
tion of domestic resources begins to feflect the preferential treatment
of the industrial sector. All factors of production demanded by the
manufacturing sector begin to earn higher incomes although these factors
may have higher real returns in other sectors such as agriculture.
Moreover, while products of the industrial sector may not be competitive
enough to venture into foreign markets (for which reason they are pro-
tected), the creation of a protected industrial sector begins to exert
a downward pressure on the foreign exchange earned externally for the
(largely agriculturally based) exports of the developing economy. This
happens because, with imports restrained, the domestic currency becomes
overvalued and this reduces the competitiveness of exports while making
imports, for example capital imports of the indusirial sector, artifi-
cially low=-priced.

In protection, the relevant measurement is called the effective
(as distinguished from the nominal) rate of protection., This measures
the rate of increase in the priee of commodity which results from a
given tariff accorded to an economic activity. Thus, in effective pro-
tection we are interested in the resource allocative effects of protection
while the nominal rate of protection indicates the increased cost that a
tariff imposes on the consumer in a protected market.

Consider the following example. Suppose that the domestic
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production of paper involves only two stages of value added: the pro-
duction of wood and the processing of paper from wood. Let us assume,
firstly, tariff free importations of wood. Suppose that it costs $2.20
to produce enough wood for fabrication into a given quantity.of paper,
say 1 roll. Suppose in addition that the value added for the second
stage to produce 1 roll of paper is $1.80. The final selling price of
paper will now be $4.00.

Suppose now that the paper-making industry is accorded a 20 per-
cent tariff protection against foreign importations. The domestic price
of 1 roll of paper now goes up to $4.80 i.e. P (1 + t) where P is the
initial price and t the nominal tariff rate., In this case, the protective
benefit of the tariff accrues entirely to the paper manufacturers since
domestic wood producers continue to sell their wood at $2.20. The ul-
timate result therefore is that the paper manufacturer receives $2.60
for the second stage of production, This is an improvement of 44 .4 per-
cent over the initial free trade situation. Thus, while the policy
maker's nominal rate of protection is only 20 percent, the effective rate
of protection aecorded: torthe:paper mamifactirer is more than double
that rate.,

Now if the wood producers discover their disadvantage relative
to paper manufacturers and successfully claim protection from foreign
supplies of wood to the level of 20 percent, this protection exerts no
influence on the nominal protection accorded to paper manufacturing.
Assuming that paper manufacturers do not increase prices to the éon—

sumers, the price of wood inputs goes up to $2.64. This implies that




27
the second stage of value added now receives $2.16, Compared to the
initial free trade position, this now implies a 20 percent effective
rate of protection rather than the 44 .4 percent rate when the paper
manufacturer only is protected.

It is possible for the tariff structure to be quite meaningless
as a means of protection for domestic activities though it may still
serve its goal as a revenue source., Consider the above case, If the
wood industry was protected to the level of 36.36 percent nominal tariff,
this completely nullifies the protection accorded to the paper manu-
facturers at the rate of 20 percent, To see this, note that the wood
producers may now charge approximately $3.00 for their product and that,
given that prices stay at $4.80, the paper manufacturers' receipts for
the second stage of value added revert to $1.,80 as in the free trade
case. Since this amount is no greater than what the paper makers would
receive without any protection at all, the effective rate of protection
is zero although the nominal rate is positive, Little, Scitovsky and
Scott (1970) point out cases of negative rates of protection for some
stages of wvalue added. This negative protection rate for the above ex-
ample sets in as soon as wood production is accorded a nominal rate of
protection greater than 36.36 percent,

Not all developing economles conducted import substitution be-
hind protective walls. Notable exceptions are Hong Kong and Taiwan.
Moreover by the late sixties, as the Little, Scitovsky and Scott study
(1970) and Bruton's (1970) éurvey show, the failures of the strategy

had largely been admitted. This strategy was glving way to what Chenery
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has termed the "new or‘bhodoxy."3 This included possible entry of LDCs
manufactures into MDC markets.,

The corollary of the new orthodoxy thinking was, of course, that
there would be accommodation in the international markets for LDC manu-
factures, a case of "outward looking" strategy in reverse, the onus this
time being on the MDCs to specialize and trade according to comparative
advantage. But the record of manufacturing exports from LDCs to both MDC
and LDC countries has been poor.

To this writer there are several reasons why comparative cost
advantage could not be expected to gain wider acceptance in MDCs than it
did in LDCs during the phase of the "outward-looking" strategy of develop-
ment, The initial approaches to economic development through the Smithian
"vent for surplus" and comparative cost advantage had produced trading
patterns between MDCs and LDCs such that the latter had specialized some-
what in the production of primary commodities, especially in the cate-

gories in SITC 0-4.4

Although MDCs had some primary commodity production
of their own, the intake of these commodities from total world production
was importantly augmented by LDCs production.

The intake of primary commodities by MDCs had been directed over
time into the development of some first-stage to final stage fabrication
of raw materials into manufactured commodities. The fabrication had
become the base of employment for substantial quantities of domestic
factors of production as will be seen below in the case of textiles. The

"new orthodoxy" stage of economic development in LDCs no doubt posed a

threat to long-established industries which engaged especially in the
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lower reaches of primary product fabrication. These industries were the
first to pressure for protection from LDC manufacturing. Higher levels
of fabrication did not face similar competitive pressure as the absorption
of technology in manufacturing in LDCs was from lower levels towards
higher levels. Therefore successful pressure for protection has tended
to create the phenomenon of cascading tariffs, where the level of value
added of LDC exports into MDCs would seem to be "taxed" through protection
as it increases.

This tendency can be observed quite clearly in the case of some
primary commodities and the tariffs would seem to be relatively higher in

some MDCs than others. Take the case of cocoa and wood imports into

MDGS:5
EEG USA

C0C0A (Percentage ad valorem tariffs)
Beans 9 0
Butter 22 6.2
Paste 25 2.0
Powder 27 L,2
WOOD
Wood, roughly squared

but not further

manufactured 0-5 0
Veneers, plywood,

boards etc. 12.5 11
Wood manufactures 14.0 19

Cork 20.0 24
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The effects of a tariff structure of this kind across almost

the whole range of primary products can be quite complex in both the

importing countries and the exporting countries.

stance, that this tariff structure mitigates against manufacturing ex-

Let us note, for in-

ports from LDCs to the MDCs regardless of the rate at which lower level

technology becomes available for the fabrication of primary commodities

before export.

transformation of LDC primary commodities, but the following figures

are instructive,

There are no doubt other factors acting on the rate of

Imports of LDC Manufactures by MDCs

(Percentage Distribution by Stage of Transformation)

Stage 1 .
Stage 2 .
Stage 3 .

Stage 4 .

Consider the effects of

efficiency in MDCs,

problem.7 As low level technology has come within reach of LDC manu-

facturing, some exports have been increasingly fabricated before export

the

above

The case of textiles

71
23.8
2.9

2.1

tariff structures on allocative

may be used to illustrate the

especially in lines where the cascading tariff was not too great a

barrier to exports.

markets, it would have to be presumed that, in these lines at any rate,

comparative cost advantage was beginning to favour LDCs,

But for exports of these commodities to grow in MDC

Barly develop-

ment, particularly the "outward looking" phase, created a pattern which
b P P

gave rise to some first stage fabrication or low level technology industries
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in MDCs, These are some of the industries which have come under the

greatest competitive pressure from LDC exports into MDCs and for which

tariff protection is often accorded,

The above phenomenon is dubbed domestic market disruption in
common parlance, The textile industry is characterized by low level
technology and the absense of appreciable gains from economies of scale,
These factors enabled the LDCs which had developed the appropriate

primary products during the "outward looking" phase of development

strategy to begin fabricating their products through the four main stages
of spinning, weaving, knitting, and fabric finishing before export.

Since the textile industry is also labor intensive, and wages
are lower in LDCs than in MDCs, imports into MDGs from LDCs began to
rise steeply in the 1950s, especially from Indian, Pakistan, Hong Kong,
Taiwan and Korea., It was also the case that, historically, higher
stages of fabrication of primary materials into textiles and related
manufactures had grown to absorb 10 percent of the total labor force
in most MDCs, In anticipation of increasing competition from imports in

this line, MDCs, principally the United States, prevailed over the G.A.T.T.

to introduce the Long Term Agreement Regarding International Trade in
Cotton Textiles (L.T.A.).
The L.T.A. originally gave the MDCs an "adjustment" period

during which to impose tariffs and import quotas on cotton textile

imports., Not only did it not become a temporary measure (now going
into its fourth renewal, and with prospects of other fibres being covered

by similar arrangements), but by a "gentleman's agreement," only imports
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from LDCs, including Japan, became subject to the import. quotas and
higher tariffs imposed in order to cope with the market disruption prob-
lem. These particular actions have precipitated LDCs dissatisfaction with
the G.A.T.T. as an impartial body and their trade strategy seems to be
finding expression increasingly through UNCTAD.

Let us briefly note the possible effects of the above protective
measures on allocative efficiency in MDC destinations of commodities
from LDCs covered by the above protection, Commodities in this category
may be in competition with LDC imports. First, consumers, as a body, are
usually unable to exercise power in the setting of tariffs while manu-
facturers have some leverage. Yet manufacturers who win tariff protection
for their products can mark up their prices to consumers to some degree
of the tariff protection accorded. Furthermore, as tariffs tend to
"escalate" from low levels of processing to higher levels, any industries
using a given protected output as an input faces increasing input costs
in its operations in MDC markets. These increased input costs may be
rexpected to appear in prices paid by consumers for the finished products
in the domestic markets of MDCs. Furthermore, where these final stage
products are exported to the LDCs for consumption, the higher prices may
be expected to appear in prices paid by LDC consumers of the product
which has protected inputs., In a manner similar to the allocative effects
of import substitution, it seems that all factors of production related
to the industry protected against competition from LDC manufactures, will
gain higher incomes as will firms engaged in the fabrication of the

protected activities.
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In the light of the above effects, it is not an unlikely ex-
planation that part of the movement of cheap synthetic materials into
low-level technology industries in MDCs, e.g., textiles and apparel, may
have been motivated by the higher incomes which were to be earned through
tariff protective measures., But note that such a movement should act to
depress both the incomes of primary producers in the MDC domestic markets
and the LDC incomes from exports of the primary commodities., The com-
petition offered by synthetics in the protected industry is neutral be-
tween domestic primary production and imporis of the primary commodity
from foreign sources. The only comment that may be made in regard to
this competition is that as the terms of trade deteriorate for this class
of products, and without regard to the competition offered by the syn-
thetics, MDC producers face only moderate price effects from these events
since they may often have available income stabilizing policies while -
these facilities are rarely extended to LDC primary producers.

The above patterns shed some light on why even at the beginning
of the seventies, LDC exports continued to be principally primary pro-
ducts. These products are in élasses 0-L4 and are, broadly (0) Food and
live animals, (l) Beverages and tobacco, (3) Mineral fuels, lubricants
and related materials, (4) Animal and vegetable oils and fats. Production
continued to be high in LDCs, 40 percent of total world production, while
MDCs also produced 45 percent of the total. However MDGs were by far the
highest consumers, 75 percent of the total, while consumption in LDCs was
15.7 percent. It is a mark of the extensiveness of the earlier "outward-

looking" phase that for 75 percent of the LDCs, 60 percent of the total
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exports were still made up of three primary commodities,

Origin and Destination of World Primary Products: 1970

Current U.S. Dollars

World Origin: World Destination:

Area Value Percent of Value Percent of
('000$) total ('ooo$)‘ total

MDCs L6.3 Ly ;7 7.6 72.0

LDCs 41.5 40,1 16.3 15.7

Bastern Areas 10.4 10,0 9.4 9.1

Australia, N.Z. and

South Africa 5.4 52 3.3 3.2

Total 103.6 100, 103.6 100,

Source: Based on International Trade, 1970: G.A.T.T., Geneva, 1971, pp. 22-23.




3.2 In many instances in economics we are concerned with the
partial effects of a change in a given variable. For instanée, Wwe may
be interested in analysing the effects of a tariff change on revenue or
on domestic supply of the commodity covered by the tariff. In this
section, a symbolic analysis is made of the problem of increasing value
added in the face of increasing tariff protection on levels of fabrica-
tion, This problem is mentioned in the literature only indirectly as,
for instance, in Arquidi's comment in Samuelson (1969). The full range
of the effects of a tariff on the levels of value added on commodities
which can be manufactured using a given set of primary inputs imported
for the manufacturing is no doubt complex, The full effects would probaably
only be grasped through a general equilibrium analysis of the country
which uses the imports as inputs in industry. This analysis is beyond
the scope of the present thesis and we merely schematize the possible
price effects of a cascading tariff structure. Taking the stages of
commodity transformation shown in 3,1, let us make the following assumptions,

T.l = TLevel of ad-valorem tariff protection accorded to

stage 1 of fabrication in the importing country.
-rri = Discrete ad-valorem tariff increment, from stage
i ~ 1 to stage 1, accorded to manufacturers at stage
i in the importing country.
v = The incremental value added from stage 1 - 1 to stage
i, We have to make an assumption about the magni-
tude of this value added in both the exporting

country (which can export a product at stage i - 1

35 -
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or fabricate it to level i prior to exportation
regardless of the incremental protection]fi
accorded to stage i), and the importing country.

The assumption is that the capturable Vi is equal
in both importing and exporting countries.

VA = Total value added up to stage i of fabrication. If
the assumption regarding Vi holds, then VAi will also
be equal in the importing and exporting countries,

We abstract from transportation costs.

Pi = Retail price of the imported commodity at stage i of
fabrication in the importing country (c.i.f. price).
N ;
Ri = An identity we may call a tax on value added as a

percentage of incremental value added product for

stage i. This tax is borne by the exporting country

if it fabricates its commodity to level i before
exportation regardless of incremental tariff protection

Myt
*¥

Rij = The taxation of value added for the production line
of jth commodity at stage 1i.
Before writing the last two variables as functions ofTT;, VAi’
Vi’ and Ti’ let us demonstrate with the exports of the completely spec-
ialized economy and then assume incomplete specialization with the

primary exports being fabricated through higher levels of value added in

the face of cascading tariffs,




Stage 1:

(3.1.0) P

0

= VA
o

There is no tariff

Stage 21

(3.1.2) P

t

= + = +
VA, (1 Tt) VA, + VAT

37
Complete specialization and free trade., No tariff
protection in the importing country against the
primary commodity.
(1 + To) =VA + VAT,
protection in the importing country, hence VAOTO = 0.
Onset of incomplete specialization. "Front-line"
tariff protection accorded to domestic manufacturing
in the importing country engaged in fabricating stage
2 of the primary product, We assume the exporting
country begins to offer competition in the importing

country for products at level 2 of fabrication.

17"

The value added for this stage by the exporting country, if it fabricates

the commodity up to this stage regardless of the tariff imposed is V

't'
Now VAt in (3.1.2) may be written as:
= +
(3.1.3) VA, =VA_ +7V,  and
(3.1.4) Ve = VA - VA,
Furthermore, the tariff level is now positive such that Tt is also]Tt.

The tariff T

t

accorded for this stage of fabrication may be written:

(3'1'5) T.t = TO +Tr.b

Substituting equations (3.1.3), (3.1.4) and (3.1.5) into (3.1.2), we have:

(3.1.6) P, = (VAo + vt) (1 + TO-fT[t)

= + + +V, + + .
VAo VAOTO VAC‘J]Tt v v To V{ﬂ%

t t

Now the change in domestic prices in the importing country for the

commodity fabricated from stage 1 - 1 to stage i is
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- = + + +
(3.1.7) P, -P =VAW, +V, +V.T +VI,
='ITJc (VAO + Vt) v, (TO +1).

*
Furthermore, the tax on value added, i.e. Rt’ may be obtained by express-

ing the change in the domestic prices of the commodity in the importing
country as a percentage of the incremental value added at the parti-
cular stage by the exporting country.

Pt - Po

* .
(3.1.8) thvzxt—VAo x 100

Substituting equations (3.1.8) and (3,1.4) we have

(vA_+vVv,) +vV, (T +1)
(3.1.9) R, ST 2 T T t o x 100
t A

*
A more general statement can be made with regard to R for the

full range of economic activities which can be performed on the original
primary commodity, or a number of them, to increase value added product

for every level of finished stage of the product and/or derivative pro-

ductsih
- «nz_rP -P. -1
(3.1.10) ZRi= 7
t=0 =0 i
-
2 Ty (VA g # V) +V, (T 1)
= x 100
=0 ~ v,

Where the exporting country has a range of 1 - m primary exports

which can be processed through stages 0 - n of fabrication, then we have
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il

R?; %_ [i R:,' ]

x 100

This crude measure, which abstracts from important concepts such
as the elasticities of traded commodities both in the supplying country

and in the domestic market of the importing country, is an indication of

what Goran Ohlin has termed "the defensive attitude of the industrialized
countries (which) is to some exfent a measure of the remarkable success
‘which some developing countries have scored in exporting manufactures in
recent years."8
It seems to this writer that the trends which bring about the

above structure and constrain manufacturing exports from developing
countries are strongly modified by certain factors regarding the techno-
logy and management of the typical firm in a developing economy., Firstly,
many of the larger firms which often are multinational in scope invested

initially in the developing economies in order to take advantage of the

higher profit rates which were to be had behind the protective walls of
the import substitution phase, Many of these firms have been associated
with the inefficiencies of this phase and a widely held view was that

these industries had failed to adapt technology to prevailing factor

prices, This view is not now popular in the light of the technological
expertise of some of the exports from LDGs.9 Secondly, many of the

corporations which followed the highly protected firms of the import
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substitution phase, moved to the LDCs in search of low-priced input
bases. Some of these firms often supplied outside markets out of their
own initiative or under pressure from LDC governments. Furthermore
some goverhments made public funds available for export promotion.
Unemployed labor in the urban sectors of LDCs has kept wages fairly
low, Compared to MDCs, where labor costs per unit of output have been
rising, labor costs per unit of output have been falling in the LDCs.lO

Another factor which tends to modify the effects of cascading
tariffs is the uncertainty, in the MDCs, with regard to that element of
production in lower-level technology industries which is genuinely dis-
placed by the incursion of imports into the domestic markets and that
element which is the result of rapid growth and structural change over
time. The so-called adjustment assistance is often aimed at the former
element of production in order to overcome the resistance to imports.

Despite the above uncertainties, it is remarkable that the volume
of adjustment assistance has been rising in the developed economies. All
recent statistical evidence produced by UNCTAD and the UN (1971, 1972,
1972) converges on the fact that the United States, EEC and Japan spend
between 21 to 24 billion dollars per year on direct and indirect support
of importable primary commodities, let alone commodities fabricated
through the stages shown in the above model. These expenditures compare
poorly with official aid whose net figure was 7.7.billion dollars for the
year 1970.

The other observation is that any growth of manufacturing exports

from LDCs should not wrongly be attributed to all LDCs. Statistics show
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that while the share of manufactures as a percentage of LDC exports rose
from 10 percent to 18 percent in the last decade, six countries, Hong

Kong, Korea, India, Yugoslavia, Mexico and Taliwan accounted for three

fifths of the total,
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CHAPTER IV
THE ALTERNATIVE OF ECONOMIC INTEGRATION

L,1 Economic integration has received much attention in recent
years, both in developed nations and in LDCs, The growth and the
accompanying problems of the EEC have provided a great deal of the
motivation for studying the problems of economic integration, In the
present chapter, the approach is to lay down the theoretical founda-
tions of economic integration-and then examine the findings of the
theory in the light of LDC trade. But this chapter goes further, in -
that regional economic integration of LDCs will be treated as develop-
ment strategy. In the light of the foregoing chapter, where the analysis
of barriers to LDC trade with MDCs is limited by the slow growth of de-
mand for primary products and the structural problems of exporting
manufactures from LDCs to MDCs markets, the present chapter raises such
questions as the ability of LDCG destinations for LDC manufactures to be-
come stimulants to LDC manufacturing growth. In chapter V, the re-
currence of inequality within a regional grouping is examined using the
Bast African Community as an example., It is shown that the inequalities
are likely to set in and accumulate over time if the vertical distances
between the levels of development of the members is substantial.

Regional economic integration is provided for in the G.A.T.T.'s
"most favoured nation" clause. According to this clause the only

permissible form of trade discrimination (barring exceptional circum-

Ly
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stances), is that of customs unions and free trade areas. The difference
between customs unions and free trade areas is that the latter do not
operate a common external tariff while, according to the G.A.T.T.
definition, customs unions constitute:

the substitution of a single customs territory for two or more
customs territories, so that (1) duties and other restrictive
regulations of commerce are eliminated with respect to substan-
tially all the trade between the constituent territories of the
union . . » and (2) substantially the same duties and other
regulations of commerce are applied to each of the members of
the union to the trade of the territories not included in the
union,

By far the greatest attention with regard to trade discrimination
is accorded to Customs Union theory in the literature. The type of dis-
criminatory tool given the most attention is the protective tariff.
Quantitative restrictions, which have grown significantly, are treated
along with tariffs since imposition or removal of tariffs has similar
effects to quantitative restrictions, save that price effects do not
oceur in the case of the latter. Review of quantitative restrictions
will be treated only in a peripheral manner as, for instance, in the
consideration of the activities of state trading corporations in the
East African Community.

Prior to 1950, the traditional theory held tariff protection to
be a movement away from free trade and a subtraction from potential
global welfare, while the elimination of tariffs worked in the opposite
direction, In the particular case of a customs union, CU, the accompany-

ing removal of tariff barriers was thus a blow for free trade. Free

trade maximized world welfare., A CU increased world welfare by bring-




ing welfare benefits to consumers in the participant countries of the
union,

In a contribution which has formed the basis of all subsequent
studies in trade discrimination through CUs, Viner (1950) adopted a
static partial equilibrium approach to show that a CU did not unambig-
uously lead to increased world welfare and could lead to a reduction
through inefficient allocation of global resources. A judgement on the
direction toward which welfare moved, Viner showed, could only be made
after account was taken of the product transformation curves for the
partner countries and a determination as to the relative incidence of
the two opposing forces, trade creation and trade diversion, was made.
The greater the degree of overlap between traded commodities and the
greater the trade creation net of trade diversion, the greater would be
the benefits created by the CU,

The concept of trade creation and trade diversion can be illus-
trated by the following example. Let A, B and C be high/home, medium/
partner and low/rest of the world producers of a commodity respectively.
Let the money prices of equal amounts of the commodity, exchange rates

constant, be as below, with ad valorem tariff protection as given,

Country A B c
Prices (domestic) 30s 24s 20s
Tariff 30 30 30

Least cost source pre~CU a(26s) Self (24s) Self (20s).

L6
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In the above axample, we have a case where A's domestic production
is not protected at a level high enough to shut off imports from C, while

the level of protection is adequate to exclude B's exports to A's domestic

market., If A's tariff is geographically non-discriminating, then that
country enjoys better terms of trade with C in the specific commodity
than with B. But notice that if a CU is formed between A and B and the
tariff protection of 30 percent is removed between them, B totally cap~-

tures the market for the commodity in the CU, Notwithstanding B's lower

(24s) money prices which constitute the least cost prices for the CU con-
sumers, the CU formation accompanies, in A's case, a movement from a lower
cost to a higher real cost source for the commodity. This is the typical
case of Vinerian trade diversion. It is held to be a movement away from
global specialization and trade.

Now suppose the initial tariff in A had been 51 percent, ad-valorem,
This would, pre-~union, have been adequate to cut off all imports of the
commodity from B and C, thus giving A's domestic market wholly to A's
producers., A CU between A and B will, in this case, give A's market . to
B's suppliers without, however, displacing imports from a lower cost source,

It is noted here that the CU will lead to A's consumption of the commodity

at an opportunity cost of 2Us worth of exports for the specified quantity,
while releasing 30s worth of factors of production entailed in domestic

production prior to the CU. This move constitutes Viner's trade creation.

In our specific example, it is noted that trade creation will occur
whether the CU is formed between A and B or C,

Viner's two opposing forces of trade creation and trade diversion
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and their incidence on a particular CU were held to be the criteria on

which the desirability of the CU was judged. One of the immediate corollaries
of the above argument was that the desirable force of trade creation would

be the greater the more competitive Were.the commodities produced by would-

be members of a CU, Thus by definition greater potential welfare gains

were to be had in the case of competitiveness of products rather than iﬁ
complementarity.

Viner's model uses all the usual neo-classical assumptions of
international trade and, like the latter theory, derives its most serious
weaknesses from these assumptions when questions of economic development
analysis are put to it. In particular, the trade of partners is not held
to bring economies of scale in product transformation., Constant costs and
fixed consumption coefficients, i.e. non-substitutability of products, are
central to Viner's contribution and to the modern theory of CU as developed
by other writers. These assumptions effectively rule out considerations
of such important questions as technical changes or post-union adjust-
ments., Viner examined welfare effects as the signals which led to bodily
shifts of the locus of production within a CU.

Despite the present complexity of the theory and its increasing
refinements, it has retained its essential limitation as a rather dis-
guised argument for free trade. The main body of the theory of regional
integration involving customs union formation has been built on not a
great deal more than a running taxonomy of variant outcomes which relate
to (a) magnitudes of community welfare and (b) variability in production

on points on the product transformation curve, as the assumptions of the
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fundamental Vinerian contribution are relaxed. For each assumption re-
laxed in the development of the theory, there have been elegant contri-

butions and counter-examples,

Meade (1956), Gehrels (1956) and Lipsey (1957, 1970) all inde~-
pendently developed the theoretical implications of relaxing the fixity
of coefficients in consumption assumption, introducing positive price

elasticities for commodities and the implied substitution between them.

Melvin (1969) and Bhagwati (1971) then independently showed the implica~

tions of relaxing the assumption of constant costs in production,

At one point in his survey of the theory, Krauss (1972) decries
the direction taken in the analysis after Viner's contribution. To this
writer, it seems that results derived from varying Viner's initial
assumptions, however refined, perhaps developed the study of CUs less
than would have been the case if other fundamental forces similar to
Viner's had been incorporated into the theory., For instance, the "hori-
zontal" view of the trading countries was again taken although one of the
main problems of successful integration arises out of "vertical" distances
in levels of development among members in a GU. Issues such as balance

of payments, growth rates, the allocation of industry, income distribu-

tion, have all been prominent in discussions of Britain's entry into
the EEC. On these matters, the theory has not much to say. One of the

major tasks of the remaining part of the thesis is the economic analysis

of policies designed to reduce disparities in the allocation of manu-

facturing activities.




L,2 As mentioned above, several writers take credit for analysing
the effects of relaxing the fixity of consumption coefficients in traded

commodities in Viner's model, A revealing analysis is that of Lipsey

(1960). One of the conclusions arrived at, through the theory of

second best, is that consumption effects are indeterminate in their direction.
The application of second best theory in this special case arises from the
fact that deviations from free trade welfare optimal conditions no longer

provide for sufficient conditions to make a statement of unequivocal

welfare gains,

This indeterminacy can be shown from a world of three spheres,
A, B and C as we have in 4.1. In free trade, all relative prices are
equalized with the rates of transformation in the three countries and
thus the optimal conditions of welfare are met. However, if country A
imposes a tariff on the commodities from B and C, then the price ratio .
faced by the consumers in A between a domestic good, say Y, and the im-
portable, say X, is less than the international price ratio. However,
with no tariff between them B and C continue to consume the commodities

under optimal conditions. Thus, globally, only some optimality con-

ditions hold., Now if A forms a CU with B, optimal conditions will hold
between A and B, will cease to hold between B and C (by virtue of the
CU common external tariff), and will continue not to hold between A and

C. Thus we see that in the two cases, A acting to impose a tariff in-

dependently and both A and B imposing a tariff, we have oPtimél conditions
fulfilled for two countries only. All that can be said about consumption

effects is that they may raise or lower welfare,

50
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What does Lipsey and Lancaster's theory imply for a CU? If free
trade Pareto optimum is not to obtain because of CU formation, the impli-

cation is that an optimum can be reached only by departures from all other

optimum conditions apart from the constraint imposed by CU common external
protection, But the second best solution outside of free trade does not
mean bringing down all tariffs. Even the solutions of second best seem
indeterminate and perhaps of 1little practical guidance for a wide range

of commodities and tariffs.

One of the first significant developments in the theory after
Viner's contribution is credited to Lipsey (1957), Gehrels (1956), and
Meade (1956). It is the case that for the relaxation of each of Viner's
assumptions, a constant cost matrix and fixed consumption coefficients,
several elegant contributions have been made independently which arrived
at the same conclusions, In the case of the fixed consumption coefficients,
we take Lipsey's analysis.

Lipsey's theoretical contribution took the form of a proof that
a welfare loss necessarily resulted from a trade diverting CU only if the

fixity in consumption coefficients postulated by Viner was allowed to

remain in the analysis. If the assumption was to be removed, then it was
possible to show, through indifference curve analysis, that trade diversion
notwithstanding, where a country consumes a tariff-protected commodity

from a least-cost source (a supplier at free-trade price), pre~CU, its

welfare can always be improved post-CU with any number of partners up to
a given terms of trade level, despite all possible partners offering

worse terms of trade than free trade terms (see Appendix I).
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This outcome is explained in the following way. When a country
does not impose a tariff, it consumes a given product pair, say the
home product X and the importable Y, in free trade conditions where the
community welfare rises to the point where the indifference curve is
tangent to the international price line., This is the free trade equili-
brium. When a tariff is imposed on Y, however, the domestic price line
is steeper than the international price line, i.e, the real price ratio
between X and ¥ goes up. The result for welfare is that the relevant
community indifference curve is lower than the free trade one, If X and
Y are assumed to be consumed in fixed proportions, it is then shown that
even if the country goes into a CU with a partner who offers a higher
price ratio between X and Y than that which obtains after protection,
the resulting trade diversion vis-a~vis free trade necessarily lowers
welfare.

But if pfice and commodity substitution effects are allowed in
the model, then all possible CU partners who offer a higher price ratio
between X and Y than the pre~CU ratio of the country in question can be
demonstrated to necessarily raise the country's welfare regardless of the
fact that welfare level remains below the free trade equilibrium. Thus
Lipsey's position is that, for welfare gains to be captured in the case
of'the above type of CU, the analysis must take account of substitution
and price elasticities which are ruled out by Viner's assumption.

The relaxation of the constant costs assumption is attributed to
two independent contributioné by Bhagwati (1971) and Melvin (1969).

Bhagwati's contribution is built on a remark which is critical of Lipsey's
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interpretation of the Vinerian fixity of consumption coefficients
assumption., Although this assumption is not explicit in Viner, it can
be inferred from his references to "shifts in the production leocus."
Bhagwati presents an alternative analysis (see Appendix ITa and ITb),
which assumes an implicit Vinerian interpretation that imports into a

potential GU partner are held constant--(dM = 0)., With this assumption,

it can be shown that Lipsey's proof that Viner's assumption of fixed

consumption coefficients led to a necessary welfare loss for a trade-

diverting CU, iested on an inevitable lowering of imports. But Bhagwati
shows that with his interpretation of Viner, as well, a sufficient con-
dition for a trade-diverting CU to result in welfare loss is provided.

On the basis of the above finding however, Bhagwati then demon-
strated that if variability of production is assumed, Lipsey's inter-
pretation of fixed coefficients in consumption then cease to provide a
necessary and sufficient case for a trade-diverting CU to result in
welfare loss, while the assumption of fixed rates of imports contiﬁues
to provide a necessary and sufficient condition for the diversion to

result in welfare loss.

Melvin's analysis provided conclusions similar to Bhagwati's.,
But Spraos (1964) has argued, and would seem to have done so correctly,
that the Bhagwati~-Melvin contributions mis-specify the elements of the

Vinerian trade diversion/production effects. They content themselves

with the measurement of the net effects of trade diversion and welfare
gains, ignoring the logically inevitable fact of their analysis that

movements along the product transformation curves constitute trade




creation, involving movements from high cost domestic sources to lower
cost CU partner sources.

Spraos demonstrated that to clearly identify any net trade
creation, it is the trade creation/production effects combination which
is relevant, rather than the trade diversion/production effects., This
relevant combination, Spraos argues, should be weighed against any simul-
taneous trade diversion. The symbolic relations resulting in trade

creation are set out below.
25 /P, s T-1h
8SL/'9PL 'th"‘T

where,

S = Quantity supplied.

P = Price.

t = Pre~union tariff-percentages.

T = Post-union common external tariff.

h and § refer to high and low tariff trading partners respectively.

The significance of the Bhagwati-Melvin-Spraos contributions is

that an important moderating force between Vinerian trade creation and
trade diversion is brought into the theoretical work through a considera-
tion of the product transformation rates. It becomes clear that net
trade diversion, an undesirable outcome in the orthodox judgement, ceases
to provide a conclusive argument against CUs on the basis of the diversion
alone, Although the corollary is that trade diversion can be consistent
with favourable effects in a CU partner, it is not examined for the

multiplicity of the reasons or sources of the favourable effects. The




sources of gain most frequently mentioned, such as economies of scale,

can not be brought into the analysis since the fundamental trade theory

assumes constant returns to scale. We are consequently left to observe

only the counteracting effect of production effects when any losses in
welfare are‘ekpected from a CGU formation.

This particular conclusion would seem to this writer to be of
particular significance to LDCs where the well-known imperfections in

factor markets and the domestic distortions which account for high un-

employment imply that many economies operate well within their production
possibility frontiers, In the event, trade diversion as a consequence
of CU formation would be expected to reallocate resources not merely
from one productive use to another less productive use; on the contrary,
the CU may bring into the production stream factors whose alternative
uses have hitherto been negligible or zero., Such a case is unemployed
labor or labor whose contribution to the total product of a sector, such
as agriculture, is marginal,

Much of the above theoretical work takes OUs as given, without

considerations of this alternative's selection by members in terms of

its ability to fulfil any given goals better than other alternatives
available to the single country, Some alternatives which would seem
logical in the light of the pure theory have rarely been taken. Such an

alternative is the non~preferential tariff reductions or the discrimina-

tion of one potential member against another in CU formation. These
considerations lie outside of the traditional theory. Johnson (1965)

amd Cooper and Massell (1965), with different aims and approaches, have
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made theoretical contributions to attempt to study the conditions under
which countries will be willing to embark on CUs and adjust their commer-

cial policies on behalf of its subjects who are assumed to derive a higher

degree of satisfaction from the consumption of any specified value of
domestic manufactures than in the consumption of comparable imports of
a similar manufacture. The community welfare is therefore defined in
terms of private and public goods rather than in the traditional terms of

private consumption,

Cooper and Massell begin their analysis in the following manner.
Since the existence of protection is an indication of the single
country's choice to forego the benefits of free trade, how do LDC type
countries choose a GU to achieve more fully the ends served by protection?
The paradox raised in a theoretical Judgement of a CU along traditional
lines is that if it is interpreted as merely a move to make domestic ?
price ratios between a home commodity and a traded commodity more
favourable, the greatest advantage will be obtained at the free trade
price line, a point which can consciously be approached through uni-

lateral tariff reduction. This throws up the possibility that the bene-

fits from any CU (save the special case of a global CU) will always be
a proportion of the potential free trade benefits., We are consequently
led to the conclusion that there are, theoretically, no benefits that

the single country can capture in a CU that could not be increased by

moving unilaterally to free trade by elimination of tariffs.
A question of the type posed in the Cooper-Massell analysis may

have an important influence on the theory in the future. For, in direct
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contradiction to traditional theory, it implies that two countries may
each derive higher benefits in a CU than the single country may be able

to from free trade. This possibility, which is also evident in the

Johnson analysis, arises from the fact that the welfare function assumed
places a higher satisfaction on the consumption of domestic commodities
than on foreign supplies. This line of thinking throws up the following

propositions:

(1) Contrary to traditional theory, CUs will be set up and chosen

over free trade as a move to consolidate gains from protection rather
than as a move to claim appropriable free trade benefits which are
foregone to begin with and could always, theoretically, be regained
through unilateral taxriff reduction,

(2) In the measurement of welfare in terms of CU "real income,"
rather than in free trade real product (with the former defined to in-
clude collective utility from consumption of domestic industrial pro-
duction), increasing trade diversion ceases to be an argument against
a CU and may be an argument for it.

(3) CUs will be most likely and stable among partners with

similar degrees of preference for industrial production and whose com=-
petitiveness in industrial production will lead to increases in out-
put within a CU, or, in the event of aggregate decreases, to com-

pensating gains in efficiency.

(4) Contrary to standard trade theory, CU members will not merely
maximize efficiency of production on monopoly-monopsony basis of regional

comparative advantage. The theory holds that members will press for a
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more equitable share of the combined industrial production in terms of

industrial location,

(5) Assuming rationality of the planners, protection will be

carried to the point where the marginal collective utility derived

from the consumption of domestic industrial production will be equal to

the marginal excess private cost of the protected industrial production.
Thus the Johnson and CGooper and Massell contributions bring a

reorientation of the theory from trade creation/trade diversion criteria

for gains to a re~examination of the very motivations of partners in a
CU. In the remaining chapters, we examine the East African Community
and the motivations of individual partners, More specifically we ex~-
amine the development strategies of the members and see how the Treaty
for Bast African Co-operation is used to further these strategies. A
theoretical framework is designed for testing the effects of protective
measures permitted by the treaty to individual partners. After laying
down the fiamework, a simple approach is adopted for testing the changes
brought about by the treaty on the composition and volumes of the inter-

coﬁntry trade., In terms of composition, the relative growths of one-

digit SITC classes is examined for trade after the Treaty was signed in

1967. Percentage changes in volumes of each class are calculated.




FOOTNOTE

CHAPTER IV

1G.A.T.T. , "Basic Instruments and Selected Documents,"”" vol. 1,

part IIT Article XXIV, Section 8 (a).
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CHAPTER V
THE EAST AFRICAN COMMUNITY

5.1 The East African Community is a renowned example of
attempted development through economic integration., Serious problems,
however, persist due to the unequal development of the partners. One
of the methods for identifying the motivations of partners in a CU
is through the observation of how they define and pursue redress
against inequality in the common market., We shall see in the examina-
tion of the relevant sections of the treaty, that the preference for
industrial manufacturing of the Johnson and Cooper and Massel hypothesis
is given partial support. But, first an analysis of the strategy of
economic integration is given, pointing out the expected sources of
mutual gains.

When industrialization is deemed to be a necessary part of
development strategy, the single country may follow several routes in
promoting manufacturing., The import substitution option has already
been examined. The process, however, is limited by the size of the
domestic market. Costs rise in the absence of a domestic market large
enough to support certain industries whose efficient operations call
for large-scale production.,

Since we have seen that LDC exports to MDCs are handicapped by
the cascading tariffs, one of the ways in which a market may be found

for manufactures beyond the domestic market is the membership of an
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LDC in a CU. This may remove some of the limitations placed on
economic growth through the import substitution process., PForeign

exchange is also increased through the export market growth, The

trends set up during the import substitution phase may also be altered
by the fact that comparative advantage in a CU may be found in products
which are intensive in a country's abundant resource--usually labor--
rather than in capital~-intensive or imported input-using industries.,

A further source of gain from trade in manufactures within a

CU is that the magnitude of any infant industry protection to be

granted any line of manufacturing is lowered through specialization

and a wider market. Thus costs may not be as high within CU as would

obtain in the single country,

The East African co-operation dates back to 1885 at the

Conference of Berlin.l This led to the signing of the Congo Basin

Treaties. Under the metropolitan power, Britain, Kenya, Uganda;aandiTgnzania
- ensured co-ordination of trade policies by setting up common limits to
tariff rates on imports. By 1923 Kenya and Uganda had a common external

tariff of 20 percent and internal free trade, In 1927 agreements on

~

inter-country transportation of goods were reached for the three
countries, Tanganyika (Tanganyiké‘and-Zahzibar"now constitute Tanzahia)
was incorporatéd into the union in 1949, From the beginning, industrial

location favoured Kenya which attracted a relatively high income group

in the Kenya highlands and Nairobi. The treaty signed in 1967 was
largely a result of pressures exerted by the other two partners,

Tanzania and Uganda, for a conscious policy to deal with the accumulated
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benefits accruing to Kenya as the major manufacturer for the common
market,

Article 20, Section 1, sets out the purposes of inter-customs
union protection which was imposed by the less developed partners,

Tanzania and Uganda., The purposes were ", . . to promote new industrial

development in those partner states which are less developed industrially

ll2

The definition of manufactured goods was relatively wide
reaching from the lowest levels of value~added in trading commodities
(SITC 0 to 8; see Annex IV of the Treaty). This covered virtually the
whole range of goods which feature in the early stages of the import
substitution process. Since the intra-customs union tariff could be
applied only to trade which could be replaced, within 90 days of the
tariff imposition, by domestic production in the imposing country, this
forced the commencement of domestic production of all levels of taxed
manufacturing. Therefore the imposition of the tariffs by Tanzania
and Uganda a priori accompanied the stimulation of domestic manu~
facturing within these countries. But in order to discover the extent
to which the tariffs stimulated such domestic manufacturing, it would
be necessary to set out a framework to show how Tanzania's and Uganda's
tariffs simultaneously worked to affect key variables throughout the
customs union,

There does not presently exist an exposition of the effects of
intra-CU tariffs = from which the above stated simultaneous effects

can be drawn., Chapters V, VI and VII set out a framework of analysis
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for these effects. What is remarkable in assessing the effects of the
tariffs on the key variables (domestic production, consumption and

prices in each partner) is the extent to which the variables for each

individual partner are determined by other effects throughout the customs
union., In the autarkic customs union assumed for a number of less
developed countries, the data requirements are substantial, Although
the growth of LDC manufacturing and the search for external markets may

increase trade flows among poor countries in the future, attempts to

distribute manufacturing among CU members through intra~customs union
tariffs are not common., The East African Community which stimulates‘the
study is not an autarkic customs union although the impacts of the
tariffs imposed in 1967 are dealt with at éome theoretical detail in ﬁhis
thesis and under autarky assumptions,

The present section utilizes some available data to discuss the
tariffs' effects casually. As the data at hand permitted a discussion
of only Kenya's exports to Uganda and Tanzania for a relatively long
period (13 years) covering both the pre~tariff period and the post-tariff

Period, this is the main category of customs union trade used in attempt-

ing to demonstrate the nature of intra-customs union tariff protection,
Table 5A shows the general trade flows among the customs union
members in the two years immediately preceding and following the tariff

impositions of 1967,
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TABLE 5A TRADE AMONG CU MEMBERS BEFORE AND AFTER
TARTFF IMPOSITIONS
'000 shillings (current prices)
KENYA TO TANZANTA TO UGANDA TO

TANZANTA UGANDA KENYA UGANDA KENYA TANZANTIA
1965 281,731 306,775 91,390 26,926 142,698 51,834
1966 265,634 312,381 76,129 16,843 146,334 62,407
1967 227,642 295,913 65,762 14,998 203,309 48,639
1968 261,375 265,299 73,843 17,103 172,998 40,579
1969 256,957 318,985 80,359 23,534 156,054 34,261
Source: East African Customs and Excise: Annual Trade Reports of

Tanzania, Uganda and Kenyaj; various years,

Under the conditions of the 1967 agreement, only Tanzania qualified to
place the intra-union tariffs on certain commodities imported from the
remaining two members., Uganda imposed tariffs on various commodities
imported from Kenya only (within the GU) and Kenya did not qualify to
place the tariffs on any trade originating from her two partners.,

TabieuEA*showsbihatMKenyamandaEanzania_Suffeﬁed a-setback in the
value of their exports to the rest of the common market duriﬁg thé‘
period 1965-1967. Tanzania's exports to the rest of the common market
seem to have improved after the tariff year 1967. Uganda's export
performance to the rest of the common market seems to have improved
through the tariff impositions of 1967 but fell off after 1967.

To the extent that tariffs had effects on intra-union trade

flows, one can check the data on the taxed partner(s) exports to the




TABLE 58 KENYA: EXPORTS AND GROWTH RATES (%) OF SELECTED TAXED EXPORTS TQ.TANZANIA AND UGANDA, 1961-1973

Commodities, SITC Taxing 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973

& Units Partner

1) Wheat meal & Tanzania 3780 3917 3435 2484 6y ol o o £ o 756 1856

" Wheat flour ~ () (22) (~28) (-97) (-100) (146)
(0) (tons) | .

" 435 412 LO6  LO8 522 560 328 147

2) Biscuits

; (0) (tons) (-5)  (<1) (e) (28) (7) (=35). (-55) (w33) (-84) (—19) (108) (—22)
3) Cigarettes "o 750 700 383 131 o o °© e © 3
5 (tons) O Ee 3D & 3 By @oo
L) Paints oo 262 350 301 448 412 146 96 54 114 57 57 152 W
(5) (tons) (34) (-14) (49) (-8) (-67) (-34) (-43) (111) (-50) o (167) (-73)
) Paints : Uganda, 389 526 610 97l 176k 1213 1229 194 *234 122 148 89
(5) (tons) (35) (16) (59) «(82) (-31) (1) (-84) (21) (-48) -(21) (-40) (-74)
6) Soap, soap pow- Tanzania 3525 4520 4178 704 3236 2140 1262 2021 3394 3085 2763 2383 286
der (5) (tons) (28) (-8) (69) (-34) (-33) (-41) (60) (68) (-9) (-10) (-14) (-88)
Alluminium " 347 426 500 566 497 159
g (2% (tons) (23)  (17) (13) (-12) (- 69) ( 71) (—47) (—30) (: 24) (—38) (92) (136)
8) Blankets Uganda, 60 131 246 b1l 599 490 108 128 ° 2
(6) (*000) (118) (88) (67) (46) (—18) (-78) (19) (—79) ( 78) (183)(~100) --

‘Source: Bast African Customs and Excise: Annual Trade Reports of Tanzania, Uganda and Kenya,
1970, 1971, 1972, 1973 and, Republic of Kenya, Statistical Abstracts, 1973.
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taxing partner(s) on the specific commodities taxed and attempt to make
some inferences from the behaviour of this trade before and after the

tariff. Bight commodity export groups were selected., The basis of

selection rested mainly on availability of data for pre-tariff- and post~
tariff periods, whether the commodity was taxed on an ad—valoreﬁ basis,
~and whether the taxedvcommodity is reported individually in the statistics.
It is the case that while individual commodities were taxed, the data are

reported by SITG classes so that some taxed commodities have no identifiable

quantities reported against them in the data used,
Two simple procedures were used to associate the tariffs with
‘exports from the taxed partner, Firstly, for the eight commodities.
taxed by either Tanzania, Uganda or both, the growth rates of quantities
exported per annum were calculated for the period 1961-1973. See table 5B.
Secohdly, a representative pre-tariff period and post-tariff |

period were selected and the meansof quantities exported for these

periods were calculated. The periods are 1961-1965 and 1969-1973. The

difference between the means as a proportion of the pre~tariff mean was

regressed against the ad-valorem taxes imposed by Tanzania or Uganda or

3

both, The regression equation is

Ra— &R |

where @é and ab are the mean quantities for the periods 1969-1973 and

. 1961-1965 respectively. T is a vectoi of tariff rates and U is the error term.
From the calculation of growth rates, it is observed that growth

rateswere negétive forftwo‘commodities between 1961 and 1962, Growth rates of
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five comiiodities were. agaif negative for 1962/63 but the exports of .

. a1l eight commodities W1th the exceptlgn OF. tio -roge im 1963/64.. In

1965/66 growth rates of most,commodlty exports were nagative..  For thé
' tariff—impositibn;peTEOd 1966/674-only two commoditiess ' o

cigarettesand painbs, o exPeriende&xgositive-growth rates, TFor

1969/70, ‘only ‘one. of - the eight commodistiessralluminium,. had “even a

-positive: grewth: rate, and?1970 /71 51m11arlyfhad two- commodities which

enjoyed: p081t1ve growth ratesi = The datd generated for: the regression

model is as follows:
TABLE 5C

MEAN EXPORT QUANTITIES, KENYA TO TANZANTA & UGANDA:

1961-1965 and 1969-1973

%—%]
Commodity & taxing partner units ab Q Qp Ad-valorem
1961°1965 196921973 %  tariff rate
Tanzania
1) Wheat meal and wheat flour tons  2736.0 522 4 -81 15
2) Biscuits " 436.6 35.0 ~92 18
3) Cigarettes " 5054 0.6 ~100 50
L) Paints " 3546 84,2 -76 18
5) Soap, soap powder " 4500.6 2382.,2 -47 18
and detergents
6) Alluminium holloware " 67,2 27,0 -9l 10
Uganda
7) Paints " 852.0 123.2 -86 10

8) Blankets 1000 289.4 10.4 -9l 20
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The estimated model was,
BBl 645 039
R (-6-3331) (-0-1619) Y=0:09.
where the values in parenthesis are the t-ratios.

Thus although the estimators had the correct signs, the
estimate is not significant. The discussion of the P estimate and
the model in footnote (3) attempt: to identify the estimation problems
of using the export data and relates the ﬁ estimate, to the results of
the intra-customs union tariff modelg of this chapter and chapter VII,

An important question that can be raised concerning the re-
duction in Tanzania's and Uganda's imports of the above commodities
after the tariff impositions is whether trade was diverted from the
common market as a whole, It will be seen in the theoretical models of
the tariff impacts that the above reductions in imports are expected.
They are accompanied by a rise in domestic production in the taxing
partners as well as a decrease in the equilibrium quantities of the
commodity demanded. Data was not in hand to test but of uniorn' imports
or domestic production by Uganda and Tanzania for the relevant periods,
If importations from outside of the union increased substantially post-
tariff, then it would indicate g priori that the protective effects of
the tariffs, rather than stimulating domestic production in the taxing
partners were somewhat dissipated through an increase in that pro-
portion of any taxed commodity originating from outside of the union,

Some increase in out-of-union imports would, however, be expected in

any case.
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5:2 The following theoretical framework has its sources in the
hypothesis of preference for industrial manufacturing proposed by Cooper
and Massell (1965) and Johnson (1965). Initially a back to back diagram)

Fig. 5.1 depits - the case of two countries, A and B, in a CU, Tt is
assumed that the production of a single commodity on the horizontal axis,
is protected well enough for the two countries to fill the total demand
of the CU at above world prices. It is also assumed that producers in
A and B respond to the tariff protection along marginal cost curves which
differ. Plausible reasons why the marginal cost curve in A may differ
from that in B are, for instance, factor endowments, transportation costs,
economies of scale in the more advanced region, etc,

Given competitive conditions in both A and B, the individual
producer's profit-maximizing strategy may lead to the selection of an
output level such that the marginal cost is equalized with the equilibrium
customs union price., Each partner's supply curve of the commodity will
then be given by the horizontal summation of the individual producer's
marginal costs. Given there is intra-union trade in the commodity,
market cléarance requires that one partner be a net exporter of the
commodity. Let B be the exporter. Then B's supply curve, SB inter-

Sacts with a demand curve DB + MB where MB is the (positive) excess demand
for the commodity in partner A at the CU price.5
The demand and supply curves in A and B are drawn such that at
price P,,, the free trade or world price level, the CU product can be
exported to the world market in unlimited quantities given the price.

Gonversely,%pqv%he CU common tariff inclusive price PW (1 +1), producers




70

in the CU lose their market entirely to foreign suppliers as imports

become infinitely elastic.

A CounTRY B
COUNTRY A
pW(H‘T) \ DB'{'MB
é(j+1h\
] LG
| o
|11
| ;( :
I
Iy ‘
< I T B N
X ° x
Fig ©-1

In other words, importers into the CU can import the product at

Pws pay the protective tariff duty and still sell below domestic - =~

prices. The margin provided by the tariff thus takes account of increas-
ing costs in the CU, but above that margin, CU producers are competed out
of their own market by foreign suppliers. It can be observed that the

tariff protection in the above figure is of the "excess protection" type

which features in the import substitution process of LDCs as noted in the
Little, Scitovsky and Scott (1970) study. When two countries are taken,

the rate of protection required for a given commodity may differ during
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the import substitution process. When a CU is formed therefore, we
postulate that the LDC CU will in generalbe characterised initially

by an industrialization ﬁrocess of the import substituting type. But,

on a microeconomic level, the rate of protection requiréd for a commodity
in region A will differ from the rate required in B. Thus, a
manufactured commodity from a region which requires a relatively low
protective rate to capture its own domestic market from foreign
suppliers, will begin to be exported to the CU partner having a relatively
higher protective rate., The exportations may slow down the industrial-
ization process in the less developed partner by competing with domestic
production there., It may even be claimed that if the more developed
partner becomes a leader in the manufacturing of higher value-added
products, the less-developed partner "pays" part of such higher-level
industrialization by consuming the advanced partner's commodities above
world prices. Economic development and import substitution specifically
throughout the CU may tend to be "led" by the partner country which has
relatively low tariff requirements to become self-sufficient in the
production of higher value-added commodities.

The model assﬁmes increasing production costs within each partner
but we retain the small~-country assumption in regard to the rest of the
world., The implication is that while one partner may affect the other
partner's export price through quantities demanded from that partner
within the CU, world price for the commodity can not be so influenced.
The single country's demand is too small for that to happen. For each

country we can therefore draw the foreign supply curve as a horizontal
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line,

To see how an intra-customs union tariff affects domestic pro-
duction in the partner countries and the way a new equilibrium price is
arrivéd at, let A place a tariff TB on the commodity imported from B,
Such a tariff may be aimed at increasing the proportion of total CU
production of the commodity accounted for by producers in A, In the
scheme of the diagram above, such a tariff protects A's producers rela-
tive to B's producers but still leaves any CU producer some protection
relative to foreign producers. The new equilibrium price in the imposing
partner A will include the tariff although there is a terms of trade gain
on importations from B, Prior to the tariff imposition, domestic supply
is PS in A along the supply curve RSA. Importations from B are SEl S0

that the composite supply is PE SA + MB is a composite supply curve

1°
of the commodity in A and includes imports from B. The total supply of
the product in B is PE* along the supply curve HSB.

The imposition of the tariff by partner A will induce new
equilibrium quantities produced and consumed within the CU, Consumption in
partner A declines to PV and B's export price decreases to OP', B now
produces a smaller quantity of the commodity, P'E*:. But domestic pro~
duction of the commodity in A increases from PS to PU, so that of the
total quantity of the commodity produced in the customs union post-tariff,
i.e. P'E*'i PV, A now produces proportion PU/[P'E*'+ PU]Which may be
higher than the proportion produced pre-tariff, PSI[PE* + PS:]

The intra union's tariff effects are importantly modified by

supply and demand elasticities. These are incorporated in the mathe-




matical formulation, but let us note that, from the diagram, if the ex-
porting partner's supply curve is relatively inelastic, the post-tariff
export price fall would be more significant and would tend to make the
price rise in the importing partner smaller, But, on the other extreme,
if the supply curve of the exporting partner had been infinitely elastic,
the fall in the importing parther's demand afiter the tariff would not be
accompanied by a fall in export price for that proportion of A's demand

met from B. Thus it may be concluded that ceteris paribus, the less

elastic the exporting partner's supply of a commodity, the smaller will
be the price effect of the intra~union tariff in the importing partner
because of the greater fall in export price. If we assume that the
importing partner is the only export market for the exporting partner,
this fall in prices may be large. For a CU of the import substituting
type assumed, this case may be approximated. But if this assumption was
relaxed and the exporting partner had other importing countries for the
commodity, then the total demand in that exporting partner would not be
affected signifieantly by the intra-union tariff and the post tariff
export price to the taxing partner will, correspondingly, not be much
affected either, This is the case when DB + MB does not shift too far
left.

The elasticity of supply in the importing partner is important
in the determination of the new equilibrium conditions after the tariff
imposition. If the supply curve SA is elastic, domestic production in
A increases in response to the protection accorded by the tariff thus

dampening the price rise due solely to reduced imports.,
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To see the importance of demand elasticities, let us note that
in the diagramatic analysis, we assumed the exporting partner's demand

curve to be a composite of both domestic demand and export demand, i,e.

DB + MB. Thus partner B is both consumer and exporter of the commodity.
The decrease in the export price as noted above after the tariff im-
position by the importing partner would not ordinarily lead to reduced

domestic production in the exporting partner, but, at the lower price,

domestic consumption would increase, so that the two components DB and MB

move in opposite directions. Increased domestic consumption would lead
to lower export supplies and therefore this counteracts the lower export
price that would otherwise benefit the importing partner.

The next section analyses the effects of the intra-union tariff

in some detall., The static effects of A and B's common external tariff

against the rest of the world can be put into the well known Marshallian
analysis as is done, for instance by Johnson (1960). In the diagram
above, the tariff inclusive price accorded by the common external tariff
T is PW (1 + T), but the final customs union price P is only a proportion

of that. Thus only a proportion of the tariff is in the final CU price

and we may write the final price as
P="P, (1 +aTl)
W
where a is the proportion of the tariff in the final CU price before the

intra~customs union protection is accorded to A's product.

*
The usual analysis treats the areas PElNPw and FE QPw as the
total consumers' surplus losses in A and B respectively. These losses are

broken down in terms of increased profits to producers, tariff reverues,
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increased costs of producing for the domestic market at a higher output,
and the decrease in domestic demand. These effects in A are, respectively,

PSRP,

2 SMIE , SMR AND NJE

1.
On the basis of the initial equilibrium CU price P, an analysis
can now be made of the effects of tle intra-CU tariff on the domestic

price in A, the exporting psrtner price, the demand in A and B, and the

supply response in A and B,




5.3 In this section we develop a formal and more general model
of an intra-union tariff in a union of two partners only., Let the demand

in country 1 be D initially, for a commodity which is produced and con-

sumed wholly within the customs union of two countries. Let the initial
customs union equilibrium price and also the price in the net exporting
country be P, expressed in terms of that country's currency. We can now
adopt an analytical procedure which will become useful in deriving the

more general results of chapter VII, This consists in setting the sum

of all excess demands in the union equal to zero and solving for all pro-
duction, price, and consumption effects within the customs union after
one member imposes an intra-customs union tariff on imports from the
other member. This effectively implies an analysis of production, con-~
sumption and prices of commodities originating wholly within the union,
Let us define Dl(Pl) and Sl(Pl) as partner 1's equilibrium

quantity demanded for the traded commodity and the total domestic supply
respectively. The demand and supply curves are downward sloping and
upward sloping in that order and are functions of price. Since the

commodity is a tradable within the customs union, country 1 either

imports or exports it and thus has a negative or positive excess demand

for the commodity. Analogous definitions hold for partner 2, so that we

can write,

(5.3.1) % () =0, (3,) -5, (B,) a: 7 LN
oP; P
i=1,2 -
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where Xi (Pi) is the excess demand in country i and is a function of
price., Uhder the free trade conditions of the customs union, domestic
prices are equalized under equilibrium conditions, so that Pl = P2 =P,

The market clearing condition in equilibrium thus becones,

(5.3.2) %, (B) + X, (B) = o,

It is clear that_Xl and X2 must be equal in the market clearing condition,
save that'they must be opposite in sign, Let country 2 be the net ex-
porter so that X2 (P) is negative. Noting that after partner 1 imposes

a tariff on partner 2's commodity we have a domestic price in 1

P, =P (1 + le), where T., is the ad-valorem tariff rate, we can write,

(5.3.3) x {rp @+ )} +x, (@) =o.

Bquation (5.3.3) now determines the equilibrium prices in the two
countries, P (1 + le) and P, as well as the equiiibrium quantities pro-
duced, consumed and imported or exported by each partner,

Differentiating totally the equilibrium conditions of (5.3.3),

We have,

o, Ta Tn-] 9& =
E[AP(H a)+ PdT. |+ =xdP =0

where P, =P (1 + le), or,

LI '9?‘—‘] - -pPar
AP[BP.(H 2) + 5p | = PBP,




In the limit, as T, ., approaches zero, we have,

12
dp —P?')%
(5.3.4) &L = oh £ 0
dTe &K (+TL) + s
?F * P

The negative sign of dP/dT\z becomes clear once it is observed that

%Ki / aPﬂ is negative from the eq_uation’X;(P;)=D.,‘<ﬁ)—$i(ﬂ)-We now have, in
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equation ( 5.3.4), the tariff's effect on the commodity price in country 2.

To obtain the corresponding price effect in country 1, let us note again

that P, =P (L +T Differentiating this equation with respect to

12)'
the tariff, we have, in the 1limit, that as le

dr, dl PO+ Ta) ]
dT. dT.

= _d‘f'_%l(l +T.) + P

Substituting AP/d.Tn.from (5.3.4) and rearranging the terms, we have,

approaches zero,

df P3P
(5.3.5) S = 13 >0
dT. A (+T,) + e
P, P

The positive sign of dE /dTn_ is clear from the negative sign of ax._/aﬁ .

Equation (5.3.5) yields the price effect of the tariff in country 1.
Thus we now have the price changes in the partners of the customs union,
The results of (5.3.4) and (5.3.5) are unambiguous. The price of the
commodity rises in the imposing country and falls in the taxed country.
The fall in partner 2's price may be termed an intra-union terms of
trade gain in favour of partner 1, involving a fall in the price which

country 2 receives for her exports to country 1, This fall in price,
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however induces greater consumption of the commodity by consumers in
partner 2 itself, and the magnitude of the terms of trade gain is modi-
fied by the price elasticity of demand for the commodity in partner 2.
The consumption effect in partner 2 will be derived below.
In the two-country customs union the results are unambiguous
when we consider trade in a finished good. Provided the good has a
complement or substitute of other commodities in the customs union, the
demand curves for these other commodities will all shift from their pre-
tariff positions., Intuitively, the demand curves for these other commodi-
ties for which the taxed commodity is a complement or substitute will
shift in opposite directions in partners 1 and 2 due to the opposite
signs of the price changes in (5.3.4) and (5.3.5). Since the finished
good is not an input into any firms in the customs union, we would however
expect that no shifts will occur in the supply curves of other commodities,
Now consider the case where the commodity is an input into firms
in both partners. Then the supply curves of the firms using this
commodity will shift due to the changes in the costs of production. The
changes will‘again be in the opposite directions due to the input price
changes of (5.3.4) and (5.3.5). We return to this point in chapter VII.
It remains to show the directional changes of consumption and

production after the tariff imposition. For this formulation, let

-

o
el

ai(—'- 1+ T + ?_’_7_(3:
aa( ) Y;
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and
X
oLt %
dT. (1+7.) + %
R 13

Let D, (Pi) and 8, (Pi) represent demand and supply respectively
in country i, Then the tariff's effect on equilibrium quantities de=-

manded in partner 1 may be written

1591 - tlI% . ¢1f: G‘D« ClE
oT. dF dT. ar “° o aw’°

This effect can be written alternatively as

(5.3.6) 9 _ D, -, -As
o= F?

where ”1' is the elasticity of demand for the commodity in country 1

L0

and is negative., Since A2 is positive, the whole right hand term is
therefore negative., Demand in the imposing country unambiguously de-
creases by a quantity determined by the initial equilibrium quantity con-
sumed in 1, the elasticity of demand in partner 1, the price effect of

the tariff in partner 1 and the initial equilibrium price in 1.

In a similar manner, the supply response may be written

oS
== odsde ’ ASi,o 4P s,

ol. dp 4T, dp U
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and
s _ S, € -A,
(5.3.7) 3T, p >0

where e‘ is the elasticity of supply in partner 1. Since €| is posi=-
tive and A2 is also positive, the whole expression is positive, so that
the commodity supply increases in partner 1. The amount supplied by
producers at the post-tariff price is determined by the price elasticity
of supply in partner 1, the initial equilibrium quantity supplied, the
pre~tariff price and the price effect of the tariff., If the tariff im-
position permitted to partner 1 in the union is aimed at increasing that
partner's domestic production of the given commodity, we see that, in
this case of a union between two partners only, the tariff measure
operates in the expected direction., As we shall see in chapter VII,
this result ceases to be necessarily true in a union of more than two
members with more than one member permitted to impose the tariff on a
given commodity.

The analogous results in partner 2 become

'ab.,_ - db,_ dp d'D:. d P
3. dP dT. TF At

or altermatively,

(5.3.8) aD’-: D, M.-A,
9T P
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ar——

és—z:- = Asz . .éf 2 dgz AP
M dP di. ar 7% o gES°

as?— - Sz' ez.’ Al
3 P

(5.3.9)

£ 0

where “q,_ and G,_ are the demand and supply price elasticities in
partner 2. Since'ﬂl and EQ_ are negative and positive, respectively
and A1 is negative, we have that BD;_ / 2T is positive and
35;/2fﬁzis negative. We conclude that the equilibrium quantity demanded
increases in partner 2, an opposite effect from that in partner 1, and
that the determinants of this change are the same as those of partner 1.
We also conclude that the supply change is similar to that in 1 but
opposite in sign, so that partner 2 produces less of the taxed commodity.
Among a number of gquestions that may be asked of the impact of
the tariff imposition on the customs union as a whole, one concerns the
change in the quantity of the commodity X traded between the two partners
and whether this change increases or decreases trade flows in the commodity.
Another question concerns the effect of the tariff on specialization in
the customs union as a whole., To what extent is the new equilibrium
quantity produced in partner 1 able to restore the pre~tariff total
production of the customs union in commodity X? These are the questions

we now turn to. The latter question examines the change in the locus of
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production,
From equation (5.3.1), the imports of partner 1 are represented
by Xl (Pl), the excess demand for commodity X, Let us further denote

these imports more conventionally by M Then we have,

am. _ 3fp, -5
LR M

12°

= M, _

— — {0
9 AT

From equations (5.3.6) and (5.3.7) this result may alternatively be

written,

M __bb_g._ D, -S‘e‘] <O
(543410) T, Pu[ ‘ Ve

We conclude that imports of partner 1 fall by a magnitude which is
determined by the ratio of the tariff's price effect in partner 1 and
the pre-tariff price mulitiplied by the difference between the products
of the initial demand and the price elasticity of demand and the initial
supply and the price elastieity of supply. - Intuitively this magnitude
will be matched to a corresponding fall in exports from partner two

whose similar equation, with X__ as excess demand: can be derivedand written

21

as,

(5.3.11) X - A, D, - S.€ 7o
1;1&. P’ [ 7’L 8 ;ﬁ]
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Since A1 is negative, the whole right hand term is positive so
that "aXZ.l/aT'l takes an opposite sign from aMn/aT\l
The second question examines the rate of change of the ratio of
partner 1's domestic production to total customs union production of the
commodity X, with respect to the tariff imposed by partner 1, Partially

differentiating the commodity production ratio with respect to the tariff,

we have,
S ] s ¥, _a_s_z)
o] | (ses)E -s(B v %

M. » (s, + s.)°

2% _ 2%
- S" 2T '__'Fgu.

($,+ s.)*

i

from equations (5.3.7) and (5.3.9), the above expression reduces to

S
a[?Té'Z:J =L S8 €A, (\+T)-€A )70
(5.3.12) a']"z P(H—'\'u) (S,-l— Sz.)z ( . 2-( ) 2 !)

Equation (5.3.12) shows that the share of partner 1 in total customs
union production of the commodity X must increase post tariff., It is
clear that initial domestic supplies, price elasticities of supply in
each partner, the magnitude of the tariff and the respective price
effects of the tariff in partner 1 and 2 all play a significant role
in determining the shift in the locus of production to partner 1.

An interesting and contrary result however, obtains in the locus
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of consumption of the commodity X within the customs union as a whole,
A similar evaluation of the ratio of the total customs union product

which goes into consumption in partner 1 and the total consumption in

the union yields the result,

D,
A= ope
(543.13) D; + Da ) . (A (4T) - |
‘a_“a. P(H‘-rn_) (D' + Dz)l (ql l(l ) .qu|)< o

Since the right hand terms of (5.3.13) yield a negative sign, we con-

clude that consumers in partner 1 will consume a diminished proportion
of total customs union consumption post-tariff.

The above results are parallel to the analysis of the same
problem in the case where the single country imposes a tariff against
the rest of the World.6 But the results are not unambiguous when the
tariff is imposed in a customs union of more than two countries. The
case analysed in chapter VII therefore becomes more complex., In chapter
VI, using the excess demand approach we attempt to devise a measure of
the effects of the tariff on the single country's imports from the

taxed member when there are in fact three partners in the union.




FOOTINOTES

CHAPTER V

lFor a more detailed analysis of the historical development
of the East African Community, see F., Nixson, Economic Integration
and. Industrial Location (London: Longmans, 1973).

2E.A.G., Treaty for East African Co-operation (Nairobi:
Government Printer, 1967).

3This was the second of two regression equations fitted.
The first was,

A[A;—)&] -~k +BT+u

where T is a vector of tariffs, Ti’ on commodity i, i =1, 2 « + . 8,
and the dependent variable was geflerated from the growth rates as
follows for each commodity

A A:z—' = |4 g — [At‘) e} |
[ /:Q] / 1576-73 : / 1961 ~-196H4

The estimated model was

A'(iSQIQ_ — 30—~ 1531

where the values in the parenthesis are the t-ratios. In this and the
alternative regression equation below it is important to observe the
assumptions made concerning the least squares estimator for @ and its
relation to our two and three country models of intra-customs union

tariff in this chapter and in chapter VII. This may clarify the need

for other adjustments required on the dependent variable, before the
estimator can be expected to be significant, The low r of the models also .
reflects the % form P the dependent variable and perhaps the strength of other
variables TiKe income éiendent variables of the two regression equations

are not adjusted for the price elasticities of demand for each

commodity. This assumes that all commodities respond to the tariff

(through their response to prices) at the same rate. This is not true
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from economic theory. A number of factors, such as substitutability
of the commodity, will determine the price elasticity of each
commodity so that we would have a vector af*h y i=1,2.. .8,
for the commodities. Professor P. S, Dhvuranajan has suggested
that one of the ways of adjusting the dependent variable for these
elasticities, in the case of the regression reported in the text, is to
weight each commodity with its price elasticity of demand and run a
regression based on the figures obtained. The price elasticities could
not be obtained however.

Let us now relate the estimator to the results of section
5.2 below. Suppose the tax imposing country was Tanzania and the
exporting country was Kenya. How do imports of Tanzania from Kenya
change post-tariff? This import change is the dependent variable of
our regressions,

From equations (5.3.6) and (5.3.7) respectively, we have that
M D 1A,
316. f?

aS} = 'S'- GE. ' A\z
ATa R

and

The change in the (positive) excess demand in Tanzania is
ax. ¥, S
Al 0 Tia dTia

a]p‘_s.'] _ DA =Se6 AL

T R

so that,

for a given commodity, we can write,

i a[D;’S-—J.{ _ A [Dn‘fli - S,-é‘-]

= <o
P53, s Ri [D.- 5.0,
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Since imports are the difference between domestic demand and domestic
supplies we may write the above expression as,

\ x aMu; . Azc‘.x [D.i'{l; - S;ie&"]
Mui ‘aTn.i E M4

dMai_ Aai, [0 ~S.&l dT.e
Mni Pli Mﬂ; .

Thus, B = Az [Dile - S
f?{ 'J\rzi

which is represented by the F estimator in the regression in the text.

4The resulting deviation from unity of the commodity price
ratio between A and B is the basis of the excess demand and excess
supply approach to inter-country trade. A good outline of this
approach is R, Findlay, Trade and Specialization (Middlesex, England:
Penguin Books, 1970), chap. 2, pe 3%

5A further basis of the following analysis is the framework of
the effects of a tariff set out by J. Viner in International Trade:
Theory and Economic Policy (Homewood, Illinois: Richard Irwin, 1962),
chap. 16, and D. Snider, Introduction to International Economics
(Homewood, Illinois: Richard Irwin, 1958), chap. 8.

The-assimption of perfect competition in the:production of the
commodity within each partner is not strictly necessary for the model.
As long as domestic quantities demanded are responsive to the tariff
through price within each member, the change in quantities supplied can
be similarly analysed in imperfect competition, although the analysis
is not p%rsued in this thesis.

6See, for instance, J. Viner, op. cit., chap. 16.




CHAPTER VI

QUANTIFYING THE EFFECTS OF INTRA-CUSTOMS UNION TARIFFS

FROM THE SINGLE COUNTRY STANDPOINT

6.1 The present chapter utilizes the analysis of the excess
demand>and excess -supply model of chapter V to construct a model for

quantifying the impact of the tariffs between customs union partners.

-The impact is shown to depend on the tariff itself, the price elasticity
of demand for imports (in the imposing partner) and the price glasticity
of the supply of exports from any CU partners whose products the tariff
does not attract.

‘The literature on both the excess demand and excess sﬁpply
approach and on customs union theory is extensive, but has remained

largely of partial equilibrium nature. This is the treatment adopted in

this chapter.l The model below considers the single country vis-a-vis
the rest of the CU when only one other partner is considered to be affected
by the tariff. This is similar to some of the results in chapter V. But

a more complex model is required in quantifying the effects of the tariff

if only one of the partners is taxed,
Consider the case of a single partner imposing an intra-union

tariff against the products of a second partner, Let the countries be

Kenya and Tanzania - in fig. 6.1.
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Let DT be the Tanzanian demand for a category of commodities
from Kenya alone. Let the Kenyan export supply schedule to Tanzania be
SK before tariff imposition, El will be the equilibrium price and PEl
the equilibrium of Tanzania's imports from Kenya of commodities in this
category.

Suppose a tariff is imposed by Tanzania on the commodity category,
the tariff being T = PKP'. The price and quantity responses are as
described in chapter V. The new equilibrium price is P' and the tariff-
ridden export supply schedule is S'K. Tanzania's imports decline to P'E2
and the export price of Kenya's exports is forced down from P to PK.

From the standpoint of the single partner, customs union regula-
tions or tariff bargaining may permit tariff imposition at different rates
against other partners. In the case of the agreement which constituted

the Treaty for East African Co-operation in 1967, partners were permitted

to impose intra-union tariff under certain rigorous conditions; con-
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sequently commodities traded in the common market and falling under the
definition of manufactured goods to which the tariff was to apply, were

taxed at rates ranging from zero to 50% of the common external tariff

depending on the key conditions (in article 20 sections 3 and 4) that
(a) the imposing partner was to be in deficit in total manufacturing
trade with the rest of the CU for the tariff to be positive, and (b) that

the imposing partner imposed the tariff on goods of a value not exceeding

the.amount of deficit with the state of origin, Under the circumstances

only one partner between any pair could impose the intra-union tariffs,
For instance the outcome of the 1967 agreement was that Tanzania was
permitted to impose the tariffs on products from Kenya and Uganda

and Uganda was permitted to impose the tariffs on Kenya commodities.

It follows that the intra-union tariff protection on any commodi-
ties between a pair of partners could be imposed by only one of the
members depending on the deficit condition. At the same time the
commodity category could be imported free of duty into the imposing
country from a partner country which did not have a large deficit with

the imposing country.

In any case, for a customs union of those countries, such as the
Bast African Community, all tariff protected commodities can, for
analytical purposes, be divided into two categories from the standpoint

of the single country, Those two categories will give rise to two

different equations describing the single country's domestic demand.
The two equations are distinguished simply by asking the question whether

the tariff protection imposed (if any) applies to only one of the remain-
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ing two countries or to both of them. We assume that CU consumers do
not consume imports from outside the CU and do not discriminate on the

basis of the partner country of origin or brand names, provided that the

commodities traded are homegeneous. Demand in a given country i may then
be described by one of the following equations depending on the scope of

the tariff as stated above,

=Q. +M', +
(6.1.1) D, =Q, tM 3 M

o= 4 ] + ]
(6.1.2) D, =Q, +N 3 M

i=1,2, 3
jF K,

where Di is the total quantity demanded in partner i, Qi is the quantity

produced domestically in i, Mj is the quantity imported from partner Jj .
and MK the quantity imported from partner k., The primes indicate the

scope of the tariff,

From the above two equations, a relationship can be established

between tariff imposition and the money value of changes in imports of

the tariff imposing country. This is what we set out to do now. The
procedure followed yields the relationship in three steps. First, for
the given category, the price elasticity of demand for imports from the

taxed partner is derived. Secondly an expression is derived for the

price elasticity of supply of exports from the partner on whose product
the tariff - - <  applies- The final step combines the two elasticities

for the given category with the tariff imposition to derive the estimate
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of changes in the money values of imports of the imposing country,
As an illustration, let us follow this procedure for the category

expressed by equation (6,1.1),

=Q, +M', + M,
Di Qi M j Mk

In this case, the tariff applies only to partner J and k's commodities

are not taxed. The imports from the taxed partner may be expressed from

the above quantity balance equation as,

' = - -
(6.1.3)Mj D, = Q, - M.
If we consider the effect of a price change on the quantity
balance equation rewritten as above, we can write a new relationship

which expresses the price elasticity of demand for imports from partner

J as,

(6.1.4) Ny =',:,“; ["15]); -2, Q- ekM“]
nj<:o,1];'< o,,€k>>o, ey

Where'ﬂ@ is the price eiasticity of country i's demand for imports
from partner j whose commodity group is taxed, . is the price elasti-
city of demand in the tariff imposing partner i, @4 is the price
elasticity of domestic supply of the taxed commodity group in partner i
and €y is the elasticity of (excess) supply of the commodity grbup
from partner k whose commodities are not taxed by i.

The second step breaks down the taxed partner's total production

of the commodity group such that it is ﬁholly consumed within the CU
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markets. Thus partner j's total production may be written,

(6.1.5) Qj = Dj X F xk

where Dj is domestic demand for the commodity in j, Xy is the exports
(from j) to i, and Xk is similar expérts to k., By a similar procedure
to that which yielded‘(é.l.M) We can qbtain the effects of a price
change and write the price elasticity éf parther j's exports to partner

ias o

(6.1.6) € =L Q) =T33 -1X,]

where '€ﬁ is the pricé elasticity of supply of exporﬁs of partner j to
partner i; the tariff imposing partner, @4 and Vlf are the taxed
~partner's domestic supply and domestic demand price elasticities re-~
spectively, and *1k is the elasticity of (excess) demand for the taxed
partner's commodity group in partner k where partner i's tariff is not
applicable. The impact of a brice change induced by a tariff on imports

shown diagramatically as in fig, 6.2.
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Prior to the tariff imposition by partner i on imports from
partner j, the equilibrium price in the customs union is P and the
equilibrium quantity demanded in partner i is OQ* or PEl' At El’
Di = Qi + Mj + Mk as in equation (6.1.1) except that this is the
equilibrium position prior to the tariff imposition. The quantity
OQ* consists of the quantities OA, OC and OB produced domestically in i,
supplied along k's export supply schedule and j's export supply schedule
respectively., By summation, the composite supply schedule, Qi + Mj + Mk

is obtained and intersects Di at B Note that in the diagram, j

1
supplies by far the largest proportion of i's domestic demand. The
quantity supplied by i's own producers and imports from k is depicted

in the back-to-back diagram as OF. The demand curve D.1 - Mj represents
the demand for the commodity from i's domestic market and k's exports
alone,

Now consider the effect of a tariff imposition by i, against
imports from j. The composite supply curve is shifted to Qi + ﬁj + Mk
and the new equilibrium quantity demanded is Oa* at EZ' The export
supply schedule in j shifts to ﬁj' At the new equilibrium price in
country i, therefore, i produces an increased quantity OA and imports
OC and OB from k and J respectively. Partner j's export price also falls
to Pj so that the tariff-ridden price of her exports to i is P and the
tariff rate is Pjﬁ. Thus the post-tariff position E2 increases domestic
supplies in i, increases imports from k but decreases imports from j,
and raises the commodity price., The increases for i and k are repre-

sented by the shift in their combined supply curve to i's market to G

from F,




6.2 The results of the last section can now be used to derive
the change in i's imports from j whose exports into i are liable to the
tariff., Let P represent the CU equilibrium price prior to the tariff
imposition, Let Mj be the imports from j and Tj the ad-valorem tariff
imposed by partner i on imports from j. Tj can be considered as a
weighted average ad-valorem tariff on all of the taxed commodities
imported from j.3 The analysis of the change in imports assumes no
changes in tastes, incomes and the prices of other commodities in i.
The first step utilizes equations (6.1.4) and (6.1.6) to depict the new
equilibrium conditions in i's imports from j and j's exports to i. In
equilibrium the demand for imports from j in i will equal the supply of

exports from j so that we can write,

o e
M, = p-P’° x (1+T1,)°
3 . 3
X,= K:-P™*
3
M. =X.,
SR

Expressing the import demand and export supply equations logarithmically,

We can write,

log M,
& J

B+ Aog P+ i tog (1+7T)

‘% +’11i;{(,ojf" +J.43(l +T,)}
L +E; iagf>

"[:":40,(3>°,°(>° ,€i>0

and from the equality of the supply and demand for imports at the

equilibrium post-tariff price, we have,
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= My {dlogP + dlog(1+ )]

d.logP(e,-.: "’156)5 "ljc{ctlog (1 +T,) } ,

From which we Caw wvite,

Nje{dlog (14 7T; )Y
€ =My

(6.2.1) “\'L"SP =

The expression in (6.2.1) yields the change in partner j's price
for her éxports to the tariff imposing partner i, The money value of
the change in imports from partner j may be derived by combining the
price change with the change in the quantity of imports. Since,

dlog M3 = €5 dlog P
€5 Nyefd log 0 + )}
e«jt' — Ny

we have,
dlog M, +al(og P- Gji’l.;;{dlbg (|+'l;-)} . 'nj;{dlog (H’"})}
€ - Mo & — e
(6.2.2) dlogv - Ny (E,‘ +1) d.'-°g ( l"’T)
esn. - "li; 1

where dlog Vj is the money value of imports of the commodity by i1 from
paitner j. The significance of equation (6.2.2) is that it takes account
of the fact that the supply curves of each partner's manufacturing and

exports exhibit increasing costs, so that we do not require the assumption
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usually adopted in external trade that the supply of imports is
infinite at a constant price from the exporting countries--i.e.

e,j,; = ©0@, The above result (for the category (6.1.1) of imports

which are taxed only if they originate from a particular partner) can
be modified to reflect the case where the imports from both of the re-

maining partners are taxed, i.e. i taxes both k and Je

In the case where two tariffs Tj and Tk are imposed we can take

the weighted average of T defined as the average of the tariff rates,

i.es & (Tj + Tk)’ and then apply the procedure of this section for
each of countries j and k to find the money values of the change in
imports. The approximations would yield the effects in the case of

commodities in category (6.1.2).




FOOTNOTES

CHAPTER VI

1The present framework of analysing the impact of the intra-
customs union tariff has drawn from several theoretical and empirical
studies of the parallel problem in international trade, See in parti-
cular:
(1) ¢. E, Ferguson and M, Polasek, "The Elasticity of Inport Demand for
raw apparel wool in the United States," Econometrica (Oct. 1962),
(2) X. Kojima, "Trade Preferences for Developing Countries; A Japanese
Assessment," Hitotshubashi Journal of Economics (Feb. 1969),
(3) R. Blackhurst, "Estimating the Impact of Tariff Manipulation,"
Oxford Economic Papers (March 1973),
(4) B. Balassa, "Tariff Protection in Industrial Countries; an Evalua-
tion," Journal of Political Economy (Dec. 1965),
(5) J. E. Floyd, "The Overvaluation of the Dollar; a Note on the
International Price Mechanism," American Economic Review (March 1965),

2The derivation is as follows,

M'.=D, -Q. -M,
If a pﬂice %hangé occurs, we have,
dM; p . _[dd P lp; AR P e dMe P Iy,

S gma
—————— & wmem

ar M| 'Tlap D¢ AP Qo df M|

which may be written and rearranged to yield,
' . - .
'qj.' =M ["l. D -e:Q - ekMk-]
]

Professor P, S. Dhruvarajan has pointed out, however, that there
is a methodological problem in the above excess demand approach in de-
fining the elasticity of import demand from a single source only when
there are more than one alternative suppliers., Although there is an
extensive literature and some empirical work based on the approach, the
more general results of chapter VII were arrived at by follewing Prof.
Dhvurarajan's suggestion that all prices, consumptions, productions
and excess demands be solved for in terms of the tariff change(s) in the
individual customs union partners.,

30btaining a welighted average tariff rate and aggregating
commodities into the categories above requires the assumption that
cross—elasticities of demand and supply between commodities are either
negligible or ignored altogether.
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CHAPTER VIT

EQUILTBRIUM ANALYSIS OF INTRA-CUSTOMS UNION TARIFFS

7.1 Chapter V developed the excess-demand approach to examining
the effects of intra-customs union tariffs in the case of a two country
customs union., The direct effects of the tariffs on each partner were

formulated. However these effects are much more complex when more than

two partners are in the customs union and ahy or several of them impose
the tariffs against one or more members. We can consider now the
general framework in which the effects on each member may be analysed.
The following three sections of chapter seven deal with the
effects of intra-customs union tariff impositions on the equilibrium
price, consumption, production and excess demand in each of the partners
of the customs union. The motivating example is the East African Community,
which signed a Treaty in 1967, bringing such tariff protection into
operation within the already established customs union. Although no

attempt is made to analyse the tariffs' effects on allocative efficiency

in the customs union as a whole, some results are derived in examining
the single country effects of the tariffs.
Under the "deficit rule" of the Treaty signed by the Bast African

partners in 1967, a country could impose an intra~customs union tariff

against one or both of the remaining partners, provided (a) it had a
deficit in manufacturing trade against the taxed member(s), and (v)

was either (at the time of imposition) already producing at least 15%
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of her domestic consumption of the commodity or would commence domestic
production of the commodity within ninety days of the tariff imposition.
Condition (a) in effect ruled out tariff retaliation by a partner whose
commodity was taxed by one or both of the remaining partners,

Three outcomes come to light. Let the partners be 1, 2 and 3.
Then we can have,

(a) Partners 1 and 2 impose the tariff against partner 3 while 3 does
not impose any tariffs.
(b) Partner 1 imposes the tariff on partner 3 who, in turn, imposes

the tariff on partner 2.

(e¢) Partner 1 imposes the tariff on partner 3 but partner 3 imposes

no tariffs and is not taxed by partner 2,

Of the above cases, (b) is most complex and is not dealt with in
this exposition., As will be shown later, outcome (c) is a speclal case
of the outcome in (a) with the tariff by partner 3 at zmero., However
the former case is treated fully by itself in this section since we can
see the implications more clearly in the simple case. Section 7.2 deals
' with the latter case and 7.3 deals with some microecononmic interpretations.

We assume competitive conditions in the markets for the taxed
commodities within the customs union partners 1, 2 and 3., Let P be the
commodity price in partner 3 and also the initial equilibrium commodity
price within the customs union., Fixed exchange rates are assumed.

Case (c¢): In the first case we analyse, country 1 is in deficit
with country 3 and imposes an ad-valorem tariff on that partner, No

other tariffs are imposed in the customs union except this one tariff,
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which we designate T13, on g particular commodity assumed to be wholly
produced, consumed and traded within the customs union. In order to
solve for the effects of the tariff imposition by partner 1 on production,
consumption and trade flows within the customs union, we can write the
following:

(7.1.1) %, (p,) =D, (B.) -8, (2,)

i=1, 2, 3,

(1N aSc
——— [»] ——
3?{< ’ 'BP._'> (-]

The above equation states that the excess demand, Xi’ of a given
partner i, is equal to the domestic consumption, Di’ less domestic pro-
duction, Si’ and all three variables are functions of domestic<price;“Pi.
The demand curves and the supply curves within each partner are downward
sloping and upward sloping, respectively,

3 : .
(7.1.2) S X(R)y=9o , %x-—;.(o
izt d

This equation states that, in equilibrium the total excess demand
within the customs union is equal to zero., It is equivalent to the
condition that the total demand for the commodity in the CU is equalized
with the total supply of the commodity in the CU, The situation may be
depicted diagramatically as follows if we assume, as in all further
exposition, that only one partner, partner 3, is a net exporter of the

commodity to the rest of the customs union,
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Infig. 7.1, only partner 3 within the custons ‘union has .
negative excess demand at the initial customs union equilibrium price P,
. Partners 1 and 2 have positive excess demands and with no trade could
only fill total domestic demands at prices corresponding to El and EZ'
respectively. Partner 1l's tariff against partner 3 reduces the former's
excess demand while increasing it in Partner 2. At the same time the
magnitude of partner 3's negative excess demand is diminished.

To show the full interaction of the tariff with prices, production,

and demands, let us note that the tariff imposition changes equation

(7.1.2) to,

(7.0.3) ¥ {7 @)} +x, @) ray(E) -0,

Differentiating totally the equilibrium conditions of (7.1.3)
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with respect to TlS’ after noting that P. =P (1 + T we have,

1 1302

axl- +?2.‘3'-dp Eﬁ P=
Ta_ﬁ.flP(wT.Q*—PalT(;] T +N’A o

B (n s B s B8] o - B
ap ;.'67.(” 2)+ Y 3 AT A

LY P Tz
2R

dP= 2
W (+Tp) + 22+ %
(1) gp Ry °F or
—_—— oh <o
dTs ‘g""(l'r'ﬁ;) + %3%- + %{3—
The negative sign of 4P /AT, becomes clear once it is

observed that 9% / of¢ is negative from the equation, Xi (Pi) =
D, (Pi) -8, (P.l).
From the expression Pl =P (1 + T13), partially differentiating

with respect to T13’ we have,

Elfl.—.—_ E[F(""T-;)] _ :a_P.(HTus)_‘_ P

dT-'; 3T|3 T3
substituting for dP/ dTs from (7.1.4) and rearranging the terms,
we have ’
- X,
—_— 4 232
P P [ Cls 2 F—J
(7-1-5) —_—= v > o
s ?_7.5'.(&173) + Xz 4+ X
‘ 2P TP
The positive sign of °f / ?Ts follows from the sign of

”6X; /%Ps . EBquations (F.1.4) and (7.1.5) now yield the effects of
the tariff on the prices of the taxed partner and the imposing partner

respectively. If the customs union was simply between partners 1 and 3,
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these effects would require no further assumptions in order to hold,
But in the CU assumed, there are three members and the tariff is imposed
between only two of them. Since the intra-union tariffs are assumed to
be less than the common external tariff of the union (in the East
African Treaty, no tariff could exceed 50 percent of the common external
tariff), customs union producers still retain the protection of their
products against suppliers outside of the union. What the tariff between
1 and 3 does is to further protect domestic suppliers in country 1 against
other common market suppliers. But the tariff against partner 3 does
not disturb free trade conditions between partner 1 and 2 and partner 2
and 3. Therefore, in order for the conditions of equations (7.1.4) and
(7.1.5) to hold without ambiguity, a country of origin restriction,
similar to the one well known in free trade areas, has to be imposed on
intra~-customs union flows of the commodity going to partner 1. It is
clear that if this restriction was not placed on importations into
partner 1, importers in partner 1 need only receive partner 3's trade
through partner 2 (in new packaging or other forms) in order to avoid
the tariff., Nor does the country of origin rule wholly eliminate the
problem in the case where the product from partner 3 is not a finished
good.,

Consider the case where country 1 is the least developed partner
in the customs union and has little industry. Suppose partner 1 uses
the tariff arrangements to encourage "beginning stages" industries
suited for supplying services or other inputs into other planned domestic

industries., Take the case of commodities such as textiles and thread
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making. Suppose the more developed partners 1 and 3 already have these
industries and garment industries in addition. The imposition of tariffs
by partner 1 against partner 3 on textiles and thread, while garments

are not taxed, does not prevent manufacturers of garments in partner 2
from importing thread and textiles from partner 3 as inputs in the pro-
duction of garments.. Some of the garments may find free trade access

to partner 1's market. The striking fact about the result dP/ ATz

in (7.1.4) is that it is negative, indicating that the price of the

taxed commodity in partner 3 decreases., This is clear from the equation
after observing that OX¢ / 2P in equation (7.1.1) nust necessarily
be negative. A similar argument can show that 'OP;. / T, is also nega-
tive. This partial will be derived below. But the important implication
of this result for the example above 1s that the prices of textiles and
thread will decrease in partners 2 and 3, possibly permitting the expan-
sion of the higher level garment industry although the domestic quantities
of textiles and thread produced in 2 and 3 decrease through the positive
sign of 8¢ /OF  in (7.1.1).

The expansion of the garment industry in the abwe example could
have several meanings for the members of the customs union. Within the
partner members 2 and 3, the marginal cost curves of the industry shift
to the right and, all other things equal, the equilibrium commodity price
of the industries in 2 and 3 decreases. The opposite is the case in the
tariff imposing partner 1. Using a similar argument to the one used to
sign dP / d T3 above, it is observed that dP, / dTs is positive

in equation (7.1.5), so that we can expect the prices of the two inputs
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into the garment industry to rise. This increase in the costs of pro-
duction, with other things unchanged, shifts the marginal cost curve of
the industry in 1 to the left and raises the equilibrium price in
partner one. We shall return to these effects in the next section.

It is clear that the industry in partner one, though not directly
affected by the tariff imposed by partner 1, is nevertheless put at a
competitive disadvantage relative to the industries in partners 2 and 3.
Pree trade conditions in the products of the garment industry will permit
producers in 2 and 3 to compete 1's domestic producers out of their own
market.

The competitive advantage gained by 2 and 3's taxed-commodity user
industries has wider implicétions outside of the customs union when the
terms dPf /dTuj and d,?/dT.; produce large enough changes, If
the garment industries in 2 and 3 happen to be on the margin of world
price, the tariff imposition by partner 1 may provide the required margin
of competition for an export drive into world markets. It seems in
general that the same effects of the tariff which encourage partner 1l's
domestic industry will hurt any industries in the same country which use
the taxed product as input while encouraging other industries in the
customs union to expand their exports to partner 1 and, possibly, to
the rest of the world,

In order to examine the impact of the tariff on production and

consumption in partner 1 and the impact on partners 2 and 3, let,
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Let Di and S.l represent demand and supply respectively in

country i. Then the tariff's effect on demand in country 1 may be

written,

W _ b 4f

—— ———

131;; ‘3 P‘ 41113

From this expression, we can derive,

W _ D My - A M <o
(7.1.6) T = P ) )

where 11‘ is the eiasticity of demand for the commodity in country 1 and
is negative., The whole right hand term is therefore negative. Demand in
the imposing country decreases by an amount determined by the initial
quantity of the commodity consumed in 1, the elasticity of demand for

the commodity in 1, the price effect of the tariff and the initial price

in 1,

In a similar manner, the supply response may be written,

351 - S . alf.

———— 8 wev——

s oF dTs

From the above expression, we can again derive that

:Bsc - S - el‘ Aa
2T P

(7.1.7) >e , € >0
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Where €.l is the elasticity of supply in country 1. Since 6, is positive,
the whole expression is positive. Supply of the commodity by domestic
producers in 1 changes by an amount determined by the initial quantity
supplied, the price elasticity of supply in 1, the price effect of the
tariff and the initial price.

Since the tariff is imposed in the present case by only one
partner against a second partner (i.e. 1 against 3), free trade conditions
hold between partners 3 and 2 as well as between 2 and 1. The price
effects of partner 1's tariff against partner 3 only affect the commodity
price in partner 2 indirectly. In order for these indirect effects to
hold, a crucial assumption must be made that there is no re-export of the
commodity from partner 3 through partner 2 into partner 1. Then the
effects of 1's tariff against 3 on the commodity price in 2 may be ex-

pressed,

AN
Bﬁg %P d1;

Since free trade holds between 2 and 3 we have,

ok _ dP _ A
(7-1.8) %,‘.‘3 drs i

The indirect supply response to the tariff in partner 2 can be

written,
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- 353. _ S:.' e‘- * A(
(7.1.9) 3. B

where S2 1s supply in partner 2, and €, is the elasticity of supply
in the same country. Since Al is negative as shown earlier, QR /37;3
is also negative. as-,, / 'al; is positive by property of the supply
curve in partner 2 but the right hand expression in (7.1.9) is negative,
so that we expect domestic supply of the commodity in partner 2 to de-
crease. The decrease is determined by the initial supply in 2, the
corresponding elasticity of supply, the impact of partner 1's tariff
against partner 3 and the initial price in partner 2,

The movement along the demand curve in partner 2 brought about

by partner 1's imposition of the tariff against partner 3 may be written,

s P, T P

(7.1.20) 9D _ _Ds M- A
o 3

where D2 is the demand in partner 2 initially,'fl,z is the elasticity of

demand (which is negative), and P, is the initial price in partner 2.

2
BDa / 9 Pz is negative as is 90 / aTl'; « The right hand term of
(7.1.10) is therefore positive, Demand for the commodity will increase
in partner 2 as the indirect tariff effects lower the price in 2,

The tariff imposition by partner 1 against partner 3 has effects

on price, domestic supply and production in partner 3. We have already
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observed that the tariff imposition may reduce the export price in partner

3. The movement along the demand curve in 3 may be written,

—3—2-3—=-LD3“_é—P =_a_§}_‘A‘
Ay oP 4T, Cla

(711) OPs . _Ds - N, - A,
3-53 P

‘where D3 is demand in 3, 113 the elasticity of demand in 3 and P the
initial price in 3. The right hand term is positive, so that we expect
demand for the commodity to rise in partner 3 as the terms of trade gain
by partner 1 reduces the commodity price in 3.

The supply response in partner 3 may be written,

Q983 _ 953 dP _ 25:
?T; oP dT=~ P Ay

3$3=__ S:- €3. A
2T P

(7.1.12)

where S3 is the initial supply in 3, 33 the elasticity of supply in 3
and P the initial price in 3. Since the term Al of the numerator is
negative, the whole right hand term is also negative. It is clear that
the commodity supply in 3 decreases., If can be observed that, since it
was assumed that partner 3 is a net exporter of the commodity to both
partners 2 and 1, the decrease in supply of the commodity in 3 (and the
corrésponding increase in supply shown for the tariff-imposing partner 1)
constitutes a diminution in the level of specialization for the common

market as a whole. But this loss need not in every case persist in the

long run, It can be counteracted under the infant industry argument often
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used for tariff protection. The argument is admittedly weaker for a
common market of countries with similar resource endowments.,

It may be that, due to imperfections in the economy of the
tariff imposing partner, or the presence of substantial unemployed re-
sources, the tariff brings into the industry previously unemployed factors,
In the event, the marginal cost curve of the industry may shift down-
wards over time, restoring the ability of consumers in the taxing
country to consume at customs union prices. But in the static case
analysed above the loss in specialization is unambiguous. The loss is
reinforced by the decrease in supply in partner 2 if partner 2 produces
the commodity at a domestic equilibrium price lower than that of partner
1 but higher than that of partner 3,

In order to compare the partner 1's increased production with

the decrease in production in partner 3 we can write,
9S, /S; _ Si-€.A,.P — S &. A
T3/ 3T, F-S;.€. A, S & (1+ )

since P, =P (1L + T

1 13)-

This ratio intuitively answers the question whether the production
effect of the tariff in partner 1 is greater or less than the production
effect in partner 3. it is a measure of the loss in specialization in-
volved in the customs union, when partner 1 supplies a greater proportion
of her domestic market for the commodity at the tariff ridden price,

Substituting the values of A1 and A2, the above expression be-

comes,
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WX, 9%
(7113) 3s, /aTuz _ S, € L—a—— 3P]
T

35, /37T 56 V4. (14T,

The above ratio is negative and will be higher as the terms of
the numerator increase., Production increases less in partner 1 than it
falls in partner 3. It is seen from equations (7.1,4) and (7.1.5) that
the three partials in the expression constitute the ratio of partner 1's
increased domestic price post-tariff, and the gain in the terms of trade
from partner 3, i.e. dF /dT.; divided by dP/dTz . he higher
is this ratio, the higher will be the numerator and the less will be the
proportion of partner 1's increase in production of the commodity to the
fall in partner 3's production. The other key ratios in the determination
of the above ratio are initial supplies, elasticities of supply and the
price ratio. It is clear, however, that the increased production in
partner 1 expressed above is not that referred to in the familiar infant
industry argument. The supply curve in partner 1 has to shift downward
over time in the case of the infant industry pr0position:M.The present
model does not argue that this shift will or will not occur, but shows
in the above ratio, the measure of initial loss in specialization in
regard to country 1 and country 3.

A similar comparison of partner 1l's increased production with

the decrease in production in partﬁer 2 yields,
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W . X
(7.1.18) 35, /9T =_[ S, . €, LaP + 2%

asz. /aTl3 L S:.' ea' (' +TB) xl_

23
P

The second expression on the right hand side represents the
ratio of the price increase in partner 1 and the price decrease in
partner 2. Thus we conclude that, similar to partner 3, partner 2's
domestic supply of the commodity decreases post-tariff.

Let us now consider two other effects, the relative production
effects in partners 2 and 3 and the ratio of pariner l's production
effects and the sum of the decreases in production in 2 and 3. The first
concerns the relative decreases in production between partners 2 and 3.

This ratio is,

‘aSzJ/ZTh = :sz-et >'° € >0 63713
a3, /3'\'43 SJ - €5 ! 2

(7.1.15)

The above ratio is positive and the key determinants are the
initial supplies and the elasticities of supply in both partners.

Consider now the ratio of the production effects in partner 1 to
the sum of the production effects in partners 2 and 3. We can ask the
question whether partner 1's increased supply of the commodity post-

tariff restores the decreases in 2 and 3 to any extent., We can write,
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2)5,;/ o3 S, € -Az. P

(7.1.16) = |
351/31;3 + 95, /aT.; ﬁ A LS,,- ez. + 53‘ 53]
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The second term of the right hand side is positive, and since the

supply elasticities of the partners are positive, the whole term is

therefore negative., We conclude that partner 1's production.less than

compensates for the customs union loss in production from the tariff

imposition,

To summarize the results of this section,

dP' ¢ﬂR 'BD& ‘asl
—-_— 40 , 2L 50 —lLo0, — 70 .
A%y ' Aty oW ' W

?.‘E‘.z,o R ?.B‘:)o, ’,5_5340,
A 27T T3

?.S}.(o ) ?;?27‘9’
°Ti3 2,

95./9W3 4, 981 /2Ts <o

3s,/2T; | 9%./7Ts ’

3, /3T <o 25: /2T Z o
35, foTi3 + 25 [T S, /0T




7+2 The present section considers the case where country 2,
like country 1 in 7.1, is also in overall deficit in manufacturing trade

and qualifies to impose a tariff on imports of a given commodity from

partner 3. As in the last section, only one commodity subject to the
tariff is considered, and we abstract from substitution effects, incomes
and the prices of other commodities in all three countries. In section
7.3, we come back to the effects of price changes after the tariff im-

position,

Initially, no assumption is made in regard to the magnitudes of
the tariffs, T13 and T23’ imposed by partner 1 and 2 against partner 3
respectively, At the end of this section, however, we examine the case
of different rates of tariff imposition by 1 and 2 against 3.

Assume, as in the last section, that the commodity is wholly

produced and consumed within the union. Then we have,

3 .
(7.2.1) é_ 'X;(P.’) =0 %'%- <o

where Xi is the excess demand in partner i and is a function of the

price. This excess demand in the single country is the difference

between domestic demand and supply.

(7.2.2) X, (2,) =D, (2,) - s, (P,), g?’?o,gi‘;n

Let P be the price in partner 3 at which partner 3 is the only

net exporter of the commodity to both partners 1 and 2. Again, P is

116
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the valuation in partner 3's currency. Noting that, after the tariff
. Py . o -+ = -+ 3
imposition, P; =P (1 T13) and P, =P (1 TZB)’ equation (7.2.1)

becomes,

(742.3) Xl{ P(1+ TB)} + X, {P (1 + TZB)} + x3 (p) =

Differentiating totally the equilibrium conditions (7.2, 3) we have,
.__[a\.P(l +T )+ Pd'lis] + 3o [d.?(s +Taz )+ Po\.'rzs]«l-ax’d! =0

E 3
P 'bx‘ d-l: + bx“ qu_;]

dP—_* aPS
T,
S (wTy) + Z2(147Ta) + )

L
oF 3k o
(7:2.4) 3Ty X (14 Ty) + 2% (1+Tay) + s <
oF, 2R 2P
_ ap
~ 9k

7.2.5
(7.2.5) P4 aax‘(l +T3) +?a"‘; (1 +Ts)+ 97‘;

By the arguments of the last section, the signs of QP/ oT3
and. QP/ T3 are negative, Both tariffs act to depress the prices
of the net exporter, partner 3. The total effects of the tariff im-
positions on domestic prices in 1 and 2 are composed of the own-country
tariff effect and the cross effect from the other member's tariff im~

position against partner 3. In the case of partner 1 we have,
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a 2%y

(7.2.6) %Tl;._ F[“{,‘;(H-Tn) + 2
3 X1 Ty) + a1+ ) + DK
oY (r 133 3&( 13) X3

I

|

o

The sign of the above expression is positive, indicating that the
own~tariff effect in partner 1 raises the price of the commodity domesti-
cally., |

We now consider an effect we can call "the cross tariff effect,"
of partner 2's tariff imposition on partner 1's final price. As seen
above, partner 1's price is raised by the tariff against partner 3, The
question raised by an evaluation of the cross tariff effect is whether
the tariff imposition by partner 2 against partner 3 affects partner 1's

final price and if so, in what direction. This effect may be written,

R _ %, 2
2T 2P O3

= LPO+Ts)] | op

_ 2P oTas
» Pls
= (+Ta) 3,
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2% P(l +'ﬁ3)

(7.2.7) of —_ . ~ 3R <o
oT, .@2&( 1+ T3) + 9%2 (\ +Tz} + 9%
oF A Y

The sign of the above expression is negative, The domestic
.price rise in partner 1 (from the 1's own tariff imposition) is in-
fluenced in an opposite direction by the cross effect from partner 2's
tariff imposition against partner 3. Thus, partner 2's authorities
would be lowering prices for partner 1's consumers by putting a tariff
against a commodity from partner 3 which also was subject to a tariff
on exportation to partner 1., This result, which is unusual in the
literature, demonstrates that, in a customs union of 3 countries as
assumed, with partner 3 as net exporter, any tariffs imposed by the
>remaining partners against partner 3 act in opposition to each other
in their effects on domestic prices of the imposing partners., The case
of BE_ / 31:3 will be shown below to confirm this proposition.,
This result seems consistent with the sign of equation (7.2.5). Since
the imposition of the tariff by partner 2 depresses the e#port price in
partner 3, that effect must be transmitted to partner 1 so that the
tariff-~inclusive price will be lower there. The effects of the tariffs
imposed by 1 and 2 on the export price of partner 3 are directly related
with the respective partners' excess demands for the commodity. This is
shown through the ratio of terms of trade gains from (7.2.4) and (7.2.5).
Observe that 1's terms of trade gain over 2's terms of trade gain may be

written,
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9P/ 9T . aX./aP.

2.8 =
728 R 5T~ Tax Jak,

Thus, the ratio of the terms of trade gain in 1 and the terms of trade
gain in 2 is equal to the ratio of the respective excess demand changes
with respect to price.

The corresponding effects of the two tariffs on the price in

partner 2 can now be derived.

AP+ Ts) ]

I

otz 9T
— f?!i I+ T,
o ‘31;3(‘ 23) -
% p(1+T
S| 2 P(1+T3) -
- M (4 Ty)+ DKa(1+Ty) + X
.aP' (‘ 3) —a—P':( 33) -——I—E-

The negative sign follows from the fact that XL / 3P'- is negative.
Thus, the direction of the cross tariff effect in partner 2 is negative
from the sign of the above expression. This result is symmetrical to
the effect of partner 2's tariff on the domestic price in 1, i.e.
equation (‘7.2.7). The ratio of the cross tariff effects in 1 and 2 can
be expressed solely by the ratio tariff ridden changes in the two

countries' excess demands. Observe that,

OXa =)

R foT, T (1+Taz)
of,

(7.2.10)




Let us now derive the own~tariff effect in partner 2.

AW, — 3[?(“"13)]
s ATas

= _a_r- + T
'ang(‘ 23) + P

Substituting the right hand term of (7.2.5) and rearranging the ternms,

we have, _
'.a_"'.(w'rn) + '.3_52]
(r2a1) OB = o ?[QP' °F >0

R Ka(14T,) + Da(14Ta) + s
3F:( 13) 2%, ( 13) 35?7

The above domestic price change in partner 2 will be pesitive,
Domestic prices in partner 2 must rise after the tariff imposition

against partner 3.
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In order to discuss the effects of the tariffs on the consumption

and production within the individual customs union members, 1et‘3F7”3Eé,

9P/3Taz » OF /3T¢3 , oFf /31;3 ’ 3&/3-[;3 ,'aﬁ/a'll;

be represented by A 5 & 0, A22< 0, A23> 0, A24< 0, A25< 0, and

A,e » 0, respectively, Let D, (Pi) and 8, (Pi) be the demand and supply

functions of partner i. Then,

W _— b A o Lo A,v0
T, — v 28 <%

The above expression yields,

?.P.‘. = D, - 7, . Aaz
2T P

(7.2.12)
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where VL is the elasticity of demand in partner 1 and is negative,

The whole expression is therefore negative and we conclude that the
effect of partner 1's own tariff on domestic demand is negative. Con-
sumers in partner 1 will demand a diminished quantity of the commodity
when the tariff is imposed against 3. But this diminution in the
quantities demanded is not unambiguous when partner 2 also imposes

her tariff against partner 3. To see this, let us observe that the
effect of partner 2's tariff on partner 3's price also affects the
tariff inclusive price in partner 1 and, therefore, the quantity of the
commodity demanded in 1. The effect of partner 2's tariff on domestic

demand in 1 may be written,

b, _ b A o Ato
Th o ok o

Both terms of the right hand side are negative, and we conclude
that the whole expression is positive. It may be written,

g!i. - I)‘;7]' . f\au
dTay R

(7.2.13) >0

The tariff imposition by partner 2 works to/influence domestic
demand in 1 in an opposite direction from the own tariff effect in 1,
The own tariff effect in 1 reduces the equilibrium quantities demanded
by increasing the tariff-ridden price, but the cross effects of partner
2's own imposition of the tariff against 3 tends to restore at least
some of thevquantities demanded in 1 through a further reduction of
partner 3's price.

Since all terms of (7.2.12) and (7.,2.13) are the same, save for
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A23 and A24’ the net effect on quantities demanded in 1 must depend
on these two partials and also on J.T|3 and dT;; « This is so be-
cause the functional relationship between price in 1 and the two tariffs

may be totally differentiated to yield,

?f oF
= —dT L dT
(7.2.14) df = ,a_‘:’ong + 3T 23

The relative magnitudes of the two right hand terms are there-
fore significant. We conclude that demand will increase in 1 post

tariff if and only if,

oF oF,
2. - dT - 2 dT
(7.2.15) aTB T3 £ 2T 23

3

and will decrease if and only if,

oh P
?fﬂ; 131;3
Condition (7.,2,15) is unusual. It describes the case where the
terms of trade gain exacted by partner 2's tariff on partner 3 is great
enough to counteract any price rise in partner 1 which might be expected

from tariff T The tariff inclusive price in 1 would not be greater

13°
than the initial price, so that, as a corollary, the tariff merely
collects government revenue without a necessary encouragement of domestic

production of the commodity.,

Cbndition (7.2.16) is the reverse of (7.2,15) where prices in
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partner 1 do rise and demand decreases, since the cross-tariff effect
from partner 2's tariff is not great enough to reverse the effects of
partner 1's own tariff.

Domestic production in 1 responds to the own tariff imposition

through the price changes in the following way,

™ _ 2. A 25,
?h3  9R 3 o0 ‘5F"7°.A‘37°

from which.can be derived,

35‘ Su~ G, . }\23

(7.2.17) =
Ty P

>0

where eu is the elasticity of supply in partner 1 and is positive.

The whole expression is therefore pesitive, Supply increases in partner
1 after the own tariff imposition. But this increase in supply is again
not unambiguous and could indeed become negative through the cross effects
of partner 2's tariff imposition against partner 3. Let us note that

the effects of partner 2's tariff on domestic supply in partner 1 may

be written,

95, (LI AT AL ¢
— TR e ’ 2 > 1
o, op 7 R *

The first term on the right hand side is positive, but the A24 is
negative., The whole expression is therefore negative, and we conclude
that partner 2's tariff affects supply in partner 1 in an opposite
direction from partner 1's own tariff. The above expression may be

written as,
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(7.2.18) {o

From equations (7.2.17) and (7.2.18), we conclude again that it is the
relative magnitudes of the partials 'aﬁ / 3-51 and 'aE / 3T23

and the terms ANz and dTaz which determine the direction of
domestic supplies in partner 1. Domestic supplies increase if and only

oF, - 3.‘_7_ dTaz
(7.2.19) —'S_—‘.-:-Bd-Tag 7 3 Ton 2

but will decrease if

(7.2.20) 3‘-7‘—&1'.3 ¢ - 2dTy
T3 9Ty

Condition (7.2.19) is the normal effect of a tariff. It raises domestic
selling price and therefore domestic supplies. Condition (7.2.20) is
the unusual case where prices in 1 decrease after the tariff since the
price decrease brought about by partner 2's own tariff imposition re-
verses the effects of the tariff imposed by 1. Supply in 1 therefore
decreases even though the authorities collect the tariff revenues on
importations into 1,

Similar demand and supply relations can be derived for partner
2, and the net effects are also shown to depend on the direct and in-

direct price effects of the own tariff and partner 1's tariff re-
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spectively. The own tariff and cross tariff effects of 2's demand are,

W, _ W 2B DA

(7.2.21) vt ,..5.‘;; ﬁz__ >
(7.2.22) o, _ b, JF _ - D.. .- Aas 5o

AT R

where 111 is "the price elasticity of demand in partner 2. The middle
and right hand terms in equations (7.2.21) and (7.2.22) are negative and
positive, respectively., Demand change is negative with respect to the
own tariff imposition and positive with respect to the cross tariff
effect from partner 1's imposition. The crucial terms in the equations
are again the direct and indirect tariff effects and the terms

and .

then, demand in partner 2 increases post-tariff, notwithstanding the
payments of the tariff on imports.
if,
(7.2.24) Eg_d-rz's 7 - :-a-!',:""al'TG
oTas 2Ty
then the effect of partner 2's tariff on domestic prices will be positive
and demand consequently decreases. This is the normal effect of the

tariff imposition, Condition (7.2.23) can alternately be thought of
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in the following way. If the terms of trade gain obtained from partner
3 through partner 1's unilateral tariff imposition exceeds the terms of
trade gain to be had by partner 2's own tariff imposition, then demand
increases in partner 2 regardless of the tariff imposition.

The terms for the supply relations may now be set out in the

following way.

W _ S G- Aas B3 Avs <o
(7.2.25) 3T, P, R
(7.2.26) 2 S €2 A AL 5o
Y 3T P, oR

where 62 is the price elasticity of suppiy in partner 2. Again, the
own tariff price effect influences the supply function in 2 in an
opposite direction from the demand funétion and, similarly, the cross
effects of partner 1's tariff affect the supply function in 2 in an

opposite direction from the demand function, If,

_ Rty B8 dTs
(7-2-27) a-r;g [y 3T13

then domestic supply in partner 2 decreases despite the tariff imposition.
This is opposite to the normal case in the literature where the tariff
impact increases domestic production of the commodity. This normal

case occurs only if,




128

32§1¢ﬂ:53 < zl—ﬁ'C[T;B

S
(7.2.28) — T 9Ty

A consideration of the consumption and production effects of the
two tariffs in partner 3 shows that there is, in this case, no ambiguity
regarding trade flows and the direction in which they are influenced by
the tariffs of partners 1 and 2. Under our assumptions of non-retaliation

in partner 3, an upward sloping industry supply curve, and a downward

slo?ing demand curve, prices in 3 will unequivocally decrease and pro-
duction will also decrease. There will also be a corresponding in-
crease in domestic consumption of the commodity. It can be shown that,
in this instance, the tariff impositions by partners 1 and 2 reinforce
each other in affecting consumption, prices and production in 3, This
is opposite to the effects within the imposing partners where the own
tariff and the cross tariff effects counteract each other. To see this,

note that,

b, 9P 9D, P
D “— -—_3- . r———-d ] —._3_ " m——
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where ’13 is the price elasticity of demand in partner 3. The signs of
the terms '13 , A21, and A22. are negative and the whole term is there~
fore positive. The effect of either tariff imposed by 1 and 2 increases
domestic demand within the non-retaliating partner 3 through the terms of
trade gains exacted by the tariffs,

The effects on the supply in partner 3 may be written

S, — 05 , 9P 4t 83 2P 47
ds, T AT rii

I

_%.S";’.-A:.ld'ng + %Sg.AndT,;

S;- €3 LA‘zl dT|3 + Azsz:g]

3 £0

(7.2.30)  dS; =

where 63 is the price elasticity of supply. The terms A21 and A22 are
the only negative ones in the equation, so that the two components of the
numerator are negative. We conclude that partner 1 and 2's tariffs re-

inforce each other in decreasing the domestic supply of the commodity

within partner 3. Their relative impacts depend only on the magnitudes

of Aai d-ﬁa and Azz 6”;.3 . 1f,

(7.2.31) = A dlg > ~ Aaz dThsy

then supply in 3 decreases more from the imposition of the tariff by
partner 1 than from the imposition by partner 2. The opposite is the
case when the right hand term of (7.2.31) is greater than the left hand

term. To summarize this section we have,
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from which other comparative results have been derived.

,,,,,,,,,




7.3 The present section has two aims., One is to point out
briefly the effects of the relative price changes of the taxed commodity
for all three partners both when the commodity is a finished good for
consumption and when the good is of an intermediate nature, The latter
type of good would be an input into other industries. The second aim is
to examine the effects of a differential between the tariff imposed by
partner 1, T13, and that imposed by partner 2, TZB'

Recalling some of the principal results of sections 7.1 and 7.2,
it was found that in the case of the former, where only partner 1 im-
poses the tariff against partner 3, the price in partner 3 unambiguously
falls under our assumptions, Equilibrium quantities demanded increase
and equilibrium quantities supplied decrease, The directional move~
ments of these economic variables were found to be exactly the same in
partner 2 as in partner 3 and the opposite in partner 1,

In the second case however, where partners 1 and 2 simultaneously
imposed tariffs on partner 3, the directional movements of the above
economic variables now cease to be the same in 2 and 3. Although
equilibrium prices, quantities demanded and quantities supplied came
under the same determinants in 1 and 2, they can no longer be said to
increase or decrease unambiguously. Only in partner 3 are the results
clear cut.,

Suppose we take the case of partner 3 in both cases analysed in
sections 7.1 and 7.2, The results indicate that consumers there will
gain increased quantities of the commodity as a result of the terms of

trade gains obtained by partners 1 and 2., There will also be corres-
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ponding decreases in the domestic production of the commodity. As
mentioned in section 7.1, if the taxed commodity is an input into an
industry in partner 3, the above effects occur in a parallel fashion
and the benefits accrue to the input users, shifting their product(s)
supply curve(s) to the right. The upshot of these benefits is that
any industries in partner 3 which use the taxed commodity as input may
begin to capture the union market because of their added competitiveness
unless the finished product is taxed too. Apart from the possibility
of these industries’ expgrts to the union, they may also feceive the
necessary competitive margin to commence exports to the rest of the
world as a result of the tariff mechanism on their inputs. The oxrdinary
microeconomic analysis relating to the adjustments by consumers (or
producers) when the price of the product (input) changes, can be made
in regard to the price fall brought about in partner 3.

From the signs of the demand and supply effects in partner 1 and
2, it is clear that consumers or user industries only gain decreases in
the product price or costs of production under certain conditions when
both countries impose the tariff against partner 3. These decreases

occur only when cﬁf: and G*E; are negative in the equations,

dﬁ‘—"—a-:‘—r?-d-ﬁg t ?Z_PLO‘T,_-S < ©
13

0 OTa3
] 1
dbh = —2.dT, + 2 dTz ¢ o
ks 0 ol
Now consider the case where the tariffs T13 and T23 differ by a

margin N %. Let T,, be higher than T

23 Then,

13°
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T23 «==T13 (L +N).

The following analysis may then be conducted to observe the
effects of the changes in the margin A, . How does this change on the

margin affect the terms of trade gained by partner 2 from 3 as against

gains by partner 1?7 By substitution, the equilibrium equation of (7.2.3)

becomes

(7.3.1) X, [P (1+ T13)] + X, [P{l T, (1 x)ﬂ +%5 (2) =0,

Differentiating totally the equilibrium conditions, we have,

3)( [dp(\ +_‘..‘3)+ PdTg] ax"[d?{"" (|+ )\)}+ P[A'CI;(H'N) 'ﬂ:;d)s}] dF..

dP [3)( HT-;)"’ {' ;(l 7\)} 3[’]_ _QX. PdT, _3’)(; P{JT (147) +1. JK}

X, 9X
_ %.._-PolT\g ‘P{d (1+7\.‘)+‘I;al7g}

AP =
'ax' (H—T) + L"*{:—r’l’.;(wk)} + Bx‘s‘
C_Bp _ap(yen
3 Y P P13 ( ) <o
3.2 aTr
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We thus have the effects of the two different tariffs in terms only of

one tariff, T1 and the differential 7\ between that tariff and the tariff

3

T Equations (7.3.2) and (7.3.3) give the terms of trade gains of

23°
partners 1 and 2 respectively, but (7.3.3) must be understood to be
that portion of the terms of trade gain in partner 2 yielded by the '
differential between her tariff and partner 1l's tariff., Let us now pose
the question how the price in partner 1 changes as the margin changes.
We éhould expect to reflect the cross effects which were encountered
in section 7.2. Recalling that the tariff ridden price in 1 is
P, =P (1 + T, ), we can write,
[P(l-ﬂlﬁ]
37\ T aPaP ’37\
-:.—_(""Ta)—-i

3"‘ T.a(""Tva)

3)(. (H’Trs) + 3

oy v

\I

(7.3.4)

HE

- The price in partner 1 is negatively affected by changes‘in the
margin A. . This cross effect is similar to the effects found in 7.2
between T13 and. T23' The own tariff effect in partner 1 will be positive

as earlier found, The effect of the differential on partner 2's price

may now be written,

R _ AP{;+13(‘+K)}]

oA IN
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Recalling earlier arguments regarding the signs of the excess demand
partials, we conclude that the right hand side of (7,3.5) is positive.
Price in partner 2 increases as the tariff differential AN increases
and vice versa.

Wevnow have all the price changes within the respective members
of the customs union expressed with respect to the changes in the tariff
differential alone, Let us now attempt to find whether we can obtain

the corresponding demand and supply changes within each member expressed

in terms of the partials of (7.3.3), (7.3.4) and (7.3.5). For these
purposes, let,

13 P oR
%;\=A3'<°’ ’_g_)_'\-_-.‘Aaz. <o, —a—;\=A337°

We can now double-check the effects of partner 2's tariff on equilibrium

quantities demanded and supplies against the results in 7.2, We have that,




136

aD abl . . D‘ o'fl‘ . A3L

(7.346) —5-7-\ "_"'ag Az, = ; yo
33. aSl . A — S e‘ : A32.

(7.3.7) T ——-—-—a‘ 32 — : < o

I)z.-qlz.. l\.33 4 O

(7.3.8) A T 38 B = P
98, 2 Agz = Sa- €A,

(7.3.9) 7;'7’\’

ab
(7.3.10) =5~ 3N

033

oF, B

31&2 A3z = D3 .- 113 - As,

(7.3.11) YN

oP P 7e
253 A 33 . €3 . A3|

. — L 0
Y P

Where1q; and E; are the price elasticities of domestic demand and supply
respectively in each partner. We have the final results that even with

the tariff differential alone, we obtain the directional effeéts of

partner 2's tariff upon all the common market equilibrium domestic demands
and supplies. To see this, compare the above equations with the terms per-

taining to the effects of tariff T._ on the same variables at the end of

23

section 7.2,




CHAPTER VIII
CONCLUSIONS

The major conclusions of this thesis concerning the impacts of
intra~customs union tariffs are contained in chapters V, VI and VII,
In chapter V, where the intra-customs union tariff is operated between
only two partners constituting a customs union, the changes in the
locus of production, consumption and the terms of trade, are parallel to
those which occur after a tarlff imposition between any two countries
in international trade., Namely, price and domestic production inérease
in the tariff-imposing partner while the import price of the commodity
and domestic consumption decrease., In the taxed partner, however, the
price and domestic production decrease, while domestic consumption
increases. The results are significantly modified by supply and demand
price elasticities and the magnitude of changes in the terms of trade.

In chapter VI, a model is devised whereby, in a customs union
of three members, the tariff-imposing member can make an approximation of
the change‘in imports from the rest of the union after tariff imposition(s).

The more general results of intra-customs union tariffs are found
in chapter VII. It is shown that the determinants of changes in pro-
duction, consumption and in the terms of trade become more complex., It
becomes necessary for a tax-imposing partner to consider the level(s) of
taxes imposed against a given member by other members. The results show

that a tariff imposition by one member against a second member may produce
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perverse effects domestically depending on a third partner's imposition
of the tariff against the second member. In particular a tariff-imposing
member's tariff may produce results such that post-tariff prices decrease,
consumption increases and domestic supply decreases., The tariff-imposing
partner may also hurt domestic industries which use the taxed product as
input unless a similar tax is imposed on importations of the industries'
products from the non~tax-imposing member(s).

The above results of the intra~customs union tariffs along with
other supplementary results derived in chapters V, VI and VII must be
understood in the light of the assumptions made concerning the partner
members of the customs union. The variables with which the models operate,
although significant in economic theory, are hardly the sole determinants
of industrialization processes in LDCs, Domestic consumption, supplies
and prices are not independent of market sizes and linkages in the
national economies. The discovery of the impacts of the tariffs is made
under given technology, factor endowments, transportation costs etec. for
each worker and does not consider the presence of production bottlenecks.
The results do not ensure that the tariffs attain the optimal second best
solution in redustributing manufacturing within a common market and
maintaining the union as an outlet of manufactures for LDC partners. A
Judgement of the optimal second-best measure can emerge only after a
comparison of the efficiency~equity trade off made among alternative
policy measures bearing the same objectives as the tariff. These alternatives
are for instance, subsidization of industries in the less developed members

or fiscal compensations.,
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The present thesis considers only the theoretical implications
of intra~customs union tariff alternative as a means of both industrializa-

tion and international trade in manufactures by LDCs in the presence of

the current barriers erected against such trade by many MDCs. The use-
fulness of the analysis is that it provides information concerning the
economic impacts of the intra-customs union tariff alternative. This
information has not heretofore been avallable in the comparison of the

effectiveness of alternative measures to both maintain LDC common markets

and impart equitable distribution of the benefits of economic integration,




APPENDIX 1

LIPSEY: COMPLETE SPECTALIZATION MODEL

e

Inportable Y,
]
R
q’f
v
Qf—— == —
cl
Q:_ b — D S DPE
)
o} X, Hhome good

In the diagram, OR constitutes the Vinerian consumption

restriction and consequently this line is both the income expansion

path and the price consumption line. The international price line is
rqq]} which is also the free trade terms of trade. The partner's terms
of trade is]ﬂ%zr If a uniform tariff prevails before union, the

domestic tariff-inclusive price ratio will be DPE which, by virtue

of fixity in consumption coefficients, revolves about Gl. But at
post-CU terms of trade the equilibrium moves along OR to Gz-—

C2<: Cl——so that trade diversion necessarily reduces welfare.
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Now Lipsey's point is that if the consumption assumption did
not hold and commodity substitution was allowed, more of the importable
and less of the domestic commodity would now be consumed, so that a CU
with any partner whose terms of trade pass through the shaded area
would necessarily increase welfare for the country in question despite
trade diversion., In the case of the potential partner offering Mciz
terms of trade, welfare increases such that U2>-U1.

But note that under the consumption assumption interpreted
from Viner by Lipsey, imports fall from Ql to QZ if commodity substitution
is not considered. This is the source of Bhagwati's analysis in
Appendix 2b which shows that welfare improvement post-CU is not ruled
out by the consumption assumption if production effects are considered,

but that dM = 0 is sufficient to ensure that a trade diverting CU will

necessarily reduce welfare if production effects are taken into account,




APPENDIX Z2a

BHAGWATT: COMPLETE SPECTALIZATION AND RATE OF CHANGE

TN IMPORTS HELD CONSTANT ( dAM = 0)

P

\meTabg %)

° %, home good.

Bhagwati's model reproduces the Vinerian conditions but discards
the fixity in consumption coefficients, restoring instead the condition
dM = 0. Thus, when the uniform tariff-inclusive price ratio DZPE changes
as a result of a CU with a partner whose terms of trade are MKZ, holding
imports constant yields the same outcome as the consumption assumption
considered by Lipsey; i.e. it is a sufficient condition for a trade
diverting CU to also reduce Welfare-—024 Cl.

The shaded area (which, in Lipsey's analysis, would be a source
of welfare gains in CU with some partners,but is ruled out by the con-

sumption assumption) is here ruled out solely by the condition amM = O.‘
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APPENDIX 2b

BHAGWATT: RELAXATION OF THE FIXED COEFFICIENTS IN PRODUCTION ASSUMPTION
AND PROOF THAT THE LIPSEY GONDITION IS INSUFFICIENT
FOR TRADE DIVERSION TO

NECESSARILY LOWER WELFARE

Iﬁ*wﬂhbk Y

¥ B ck X, homgqood‘
Before CU, the country has a non-prohibitive uniform tariff

which places a tariff-inclusive price ratio DPE between X and Y,

Domestic production of H, of the importable Y is augmented with imports

1
at free trade prices. The free trade price line is FPE and consumption
takes place at Cl. The external price line and the domestic price line

brought
aresinto equality here by the tariff. OR is once agalin the fixed price

consumption and income expansion line,

Let the terms of trade line offered by a CU partner be GPE' ;
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Now after CU, the price ratio between X and Y changes to GPE. Domestic
production of the importable is reduced along the transformation curve

and the commodity mix is reflected by point HZ' This movement in-

volves re-allocation of resources from Y to X, This quantity of
Tesources, in terms of the home good X, is the horizontal distance

between L and H2 or FCPE. Since the domestic rate of transformation

between the two commodities is equalizmed with the CU price ratio we

lEE PHZ'

Note that now, with the less steep GPE price ratio, and under

have that,in CU price line, PH

the fixity of coefficients in consumption assumption, line OR, the
country now consumes the importable Y and the domestic good X at a
higher point on the consumption path.,
Thus: G2 > Cl
and the price ratios of Y to X stand in the relation
DPE b CPE > FPE.
The essential proff against Lipsey's assumption is tha despite

the retention of the fixity in consumption coefficients assumption

(which to Lipsey is sufficient for trade diversion to bring a necessary

welfare loss) an increase in welfare is shown to be consistent with a

trade diverting CU,
Let us now examine the outcome if the condition aM =0 is

imposed.,
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In the above diagram, CU formation improves ﬂw'.e. price ratio
from the tariff inclusive DPE to the CU terms of trade line CPE.
Production shifts from Hl to H2 implying a reduction Q‘lQ'Z in domestic
supplies of the importable Y. The pre-CU domestic supplies of Y are
augmented with foreign supplies GlP at free trade price ratio, but

‘equalized with the domestic tariff-inclusive price ratio, so that

the highest community indifference curve reached is Ul'

Now, post-CU reduction in domestic supplies of Y,-——Q;le should,

ceteris paribus, call forth increased imports. But, Bhagwatl argues,

if the condition d M =0) holds, then domestic consumption must be

decreased by an equal amount to Q’lQ'Z' In the circumstances, the GU

price ratio CPE can never extend to a point beyond Cl and be tangential
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to a higher indifference curve. In this case fixity of imports provides

a sufficient condition for a trade diverting CU to lead to welfare loss.
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