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ABSTRACT

Establishment of the Common Market is8 being
carried out in three stages of four years each, Stage
one is the period of common market trade liberalization
extending from January 1, 1958, to December 31, 1961.
Stage one was the most critical of the three scheduled
periods for if attempts at integration had been
unsuccessful in the first years, the whole program
would have been dropped. This study should prove useful
in that it will provide, within limits, a theoretlcal
and historical analysis of Common Market 1ntegratloh and
the major steps taken in stage one to obtain the stated
objectives of trade liberalization, It will investigate
the ma jor areas of economic relevancy, causeé and effects,
and the particular problems and their solutions during
this period.
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CEAFTER I
INTRCDUCTICN

The European Common Market, estatlished in 1958,
is the most vital segment of the evolving Western European
integration which has been going on since the end of World
Var II, The survival and grcuwth of Western Europe and the
Free World will e tied to a considerable degree to the
success or failure of Common Market internal and external
liveralization efforts, The obvjectives and actions of the
Common Market are therefore of significant importance to
the international economy of today.

Establishment of the Common Market is being carried
out in three stages of four years each, Stage one is the
period of common market trade liberalization extending from
January 1, 1958, to Decexber 31, 1961, Stage one was the
most critical of the three scheduled periods for if attempts
at integratlion had been unsuccessful in the first years,
the whole program would have been dropped. This study should
prove useful ln that it will provide, within 1limits, a
theoretical and historical analysis of Common Market inte-
gration and the major steps taken in stage one to obtain

the stated objectives of trade liberalization. This study



will also investigate the malcer areas of economic relevancy,
causes and effects, and tre rarticular problems and their

solutions during this pericd.

Purpose of the Studvy

The first purpose of thls study 1is to investlgate
and evaluvate within the framework of customs union theory
the environment of stage-one trade liberalization by the
Common Market countries., Second, the study will analyze
the major steps taken by the rmexber countries in obtaining

their objectives of trade liberaslization in light of both

thelr economic consequences and integration theory.

Delirmitations

Because of the diversity and complexity involved in
discussions of economic integration, certain delinmitations
are necessary in order to confine this study to reasonable
bourids, They are as follows:

1, Only intra-state trade liberalization will e
dealt with, The study will not deal with external trade
liberalization in any way except where a combined action
is pertinent to a segment of internal liberalization.

2. The study in dealing with Common Market internal
liberalization will deal with three general areas of lidbera-
lization found in the Treaty of RBome, They are internal

trade libveralization (Articles 12-17), the elimination of



quantitative restrictions (Articles 30-36), and the free
movement of labor and capital (Articles 48-51 and 67-73),
The economic theory relevant to these areas will be disa
cussed,

3. No attempt will be made to pass Jjudgment on
each of the many specific actions taken by the member
countries; however, major problem areas and aggregate
results will be investigated.

L4, This study is not intended to be a purely
theoretical work, nor is it intended to be simply an
historical review, The diversity of customs union theory
necessitates limiting theoretical discussions to a general
presentation. Therefore, rather than developing in detail
the theory employed, the theoretical framework will be
briefly outlined and references will be made to its source
and development,

5. Liberalization in the agricultural sector of
the Common Market will not he considered for two reasons,
First, an entirely different theoretical setting would be
needed, Second, the competitive structure and practical
implications of Western European agriculture are very

different from those of the industrial sector.

Method of Procedure

This study will be divided into two parts. 1In



Chapter Two, the commodity aspects of Common Market trade
liberalization will be discucssed in the light of integra-
tion theory. These aspects are trade creation and trade
diversion, size of the union, economic distance and rro-
ringulty, complementarity and competitiveness, and the
level of pre-union trade bvarriers, The third chapter will
deal with the theoretical and empirical aspects of lator
and capital movements within the Common Market, In btoth
of these chapters each aspect will first be discussed
theoretically and then empiricalliy., Chapter Four will
sunmarize thrhe findings and present the conclusions of

the study.

Definitions and Terrinnlorsy

A brief discussion of terminology and definitions
will be helpful at this point in the study. Unless otherwise
stated, the definitlions and terminology 1n the body c¢f the
paper will conform definiticnally to those contained herein,

Stage one 1s tre perlod of Common Market trade
liveralization extending from January 1, 1658 to Decemter
31, 1961, This is the first of three four-year periods
defined in the treaty estatlishing the Karket.l

A customs unicn or tariff union is generally

lionn P, Young, The Tntornational Econory (New
York: The Ronald Press Co., 1$63), p. 643,




defined as an agreement tetween two or more political
Jurisdictions to abolish customs duties and other trade
restrictions among themselves, and to adapt a common policy
regarding trade with Jjurisdictions outside the union.2
Although the Common Market has been said to be more than

a customs union because 1t has set about to align policies
other than those concerning internal and external trade,

in this text the term “"customs union® will be used to

refer to the Common Market,

The terms “integration" and "liberalization" will
be used interchangeably to indicate the processes of forming
a customs union, Integration theory 1s therefore used to
mean the theory of processes of formation,

All other theoretical terminology contained herein
will be explained, where it is deemed necessary, in the

body of the text itself,

Related Research and Literature

There has been considerable writing in the area
of international trade theory dealing with customs unions
and trade liberalization, There has been a great desal
published on the practical aspects of the Common Market,

its formation, and its inner workings. ©Cne book is

2H. S, Sloan and A, J. Zurcher, A Dictionary of
Econcmics (New York: Barnes and Noble, Inc,, 1957, p. 84,




sufficiently important to be mentioned, This 1s The Theory
of Integration by Bela Balassa of Yale University.3 In

this book Dr, Balassa discusses current integration theory
and 1ts application to present-day integration projects,
including those in Western Europe and Latin America. The
author is indebted to Dr, Balassa as much of his material

is incorporated in this study.

The Backeround of Common Market Integration

World War I left Western Europe in an economically
depressed situation with much of its wealth and leadership
destroyed. The attempts to improve these conditions through
bilateral trade agreements and self-sufficiency policies
were unsuccessful for everyone ccncerned, It has been said
that during the 1930's Europe fought with tariffs and during
the 194C*%s with guns, Solutions based on force and arms
were even less successful, and Europe emerged from World
War II broken and impoverished.

The Marshall Plan was "outside" help for the
redbuilding of Europe. Although eppreciated, it was painful
for the proud European peoples, The Brussels Treaty in A
1948 marked the begining of a Europen self-help program,

As a result of the Brussels Treaty, the Organization for

3Homewood, Illinois: Richard D, Irwin, Inc., 1961,



European Economic Cooperation (commonly known as OEEC) was
formed and began 1ts efforts toward coordinating Western
European recovery. In the same year Belgium, Luxembourg,
and the Netherlands formed the Benelux Customs Union and,
while these countries were relatively small geographically,
they constituted a major area of werld trade, This customs
union was one of the first major steps toward a united
Europe,

One of the major causes of European econonic
disintegration had been the antagonism that existed between
France and Germany., The French declaration of May 9, 1950,
which led to the formation of the European Coal and Steel
Community, manifested for the first time the willingness
of government to overcome o0ld antagonisms and to adopt

b This

in thelr stead a program of European integration.,
French declaration was the result of the devoted and
foresighted work of Frenchman Robert Schuman, who asked

the European countries for "peace ( through ) creative
measures of the same magnitude as the dangers that threaten
the Western World."5

The European Coal and Steel Commonity, formed in

uLouis Lister, Eurcve's Ccal and Steel Comminity
(New York: Twentleth Century Fund, 1960), pp. 3-19.

5Ibid., p. 3&b.



1952, represented a partial integration of the economics
of France, Belgium, Luxembourg, Germany, Italy, and the
Netherlands, The benefits of this partial integration
were beyond the expectations of its instigators, and in
1955 a meeting was called in Messina by Benelux to pursue
the establishment of a United Europe by developing common
institutions, by the progressive fusion of national
economics, by creating a common market, and by the
progressive harmonization of soclal policies, At the
Venice Conference of May 29 and 30, 1956, the report
outlining the general principles of a European Common
Market was adopted. The Common MKarket Treaty was signed
on NMarch 25, 1957, in Rome and ratified by the six member
nations in late 1957, The Treaty became effective on
January 1, 1958, and the first trade concessions were
made effective on January 1, 1959.

The Common Market goes beyond the realm of =z
customs union without going all the way to a total eccnomic
union, It is more than a customs union in that, as stated
in Article 2 of the Treaty of Rome, the members are also
to align their economic policies with a view to promoting
economic growth and stabllity and strengthening relations
among members, It is an important part of the underlying

philosophy of the European Economic Community that a mere



customs union would not be workable by itself and that

further measures for unification are required,

The Treaty of Rome

The treaty which created the European Common
Market outlined broad objectives which go beyond the major
purpose of eliminating trade restrictions between the six
countries, In addition to the elimination of tariffs,
the main objectives are the abolition of quotas on the
movement of goods between the countrlies; removal of the
restrictions on the movement of capital and labor across
national boundaries; the establishment of a Socilal Fund
to asslist the family of any worker whose well-being might
be injured by the increased commercilal competition which
the treaty encourages; and, finally, the establishment of
Investment Funds for placing constructive capital in
underdeveloped regions of the Market countries and overseas
territories.7

This study, in dealing with internal liberalization,

will be concerned with but three of these areas, These

three areas are the elimination of tariffs, the abolition

6Emile Benoit, Europe at Sixes and Sevens (New
York: Columbia University Press, 1961), p. L.,

7Far a complete manuscript of the Treaty of Rome,
see The Common Market Reporter (Chlcago: Commerce Clearing
House, Inc,, 1962).




of quotas, and the free movement of labor and capital,

The elimination of internal customs duties is
dealt with in Articles 12-17 of the Treaty of Rome.
Article 12 prohiblits the establishment of new import or
export duties by the member countries. Article 13
outlines the abolition of existing duties between the
states, Article 14 sets forth the timing of reductions.
During the first stage the over-all tariff rate is to bve
lowered by 30 per cent, All duties must be lowered by a
minimum of 20 per cent, Dutlies on which the rate would
still exceed 30 per cent munt be lowered by 30 per cent,
Last, an attempt to reduce all tariffs by 25 per cent is
to be made, Articles 15, 16 and 17 are concerned, with
accelerated reduction, export duties, and fiscal dutles,
respectively.

The elimination of quantitative restrictions 1is
outlined in Articles 30-36. Article 31 prohibits any new
quantitative restrictions from teing established between
the member states., Article 33 establishes global quotas
in place of bilateral quotas existing at the time of the
treaty., This means that any bilateral quota agreement
made between members before the treaty must now be open
to all members. This article also states that aggregate

global quotas between the members are to be increased
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yearly by not less than 20 per cent in their total value

as compared with the preceding year, Article 34 prohibits
quantitative restriction on exports between the members,
Article 35 outlines a method to accelerate the removal of
quota restrictions between members when the general economic
conditions warrent such acceleration. Article 36 gives
exceptions from prohibitions of Articles 30-34,

Articles 48«51 cover the free movement of workers.,
The text is in considerable detall to cover all of the
areas of labor movement, After declaring the right of
freedom of movement in Article 48, the ensuing articles
and sub-sections lay down the provisions and regulations
for ensuring and promoting this right,

Articles 67-73 set forth in detaill the provisions
and regulations governing the movement of capital within
the Market, According to the Treaty there are four
categories of capital; direct investment, real property

investment, private funds, and securities dealings.8

8"Treaty of Rome", The Common Market Reporter,
op. ¢cit., First Directive for the Implementation of
Treaty, Article 67, Articles 1 and 2.




CHAPTER II
COMMODITY MCOVEXENTS

As stated in the introductory chapter, this
discussion of Common Market integration has two principal
aspects:s commodity aspects and factor aspects. There are
numerous approaches that one can take when investigating
the commodity aspects, The end results and assessment,
however, should be considered in terms of world welfare,

It would be impractical to consider only the internal gain
or loss from liberalization, Jjust as it would be impractical
to consider only external gains and losses, The net effect
on the world economy must be measured because internal
galns may be more that offset by external losses and vice
versa. External factors are therefore considered in this
discussion, The above explanation of why external factor
considerations are brought into the initial portion of the
study 1s necessary since it has been pointed out that the
study, except as noted, will deal exclusively with internal
liberalization.l

In this chapter, five aspects of commodity

1Vide ante, p. 2.
12
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movements will be discussed, They are trade creation and
trade diversion, size of the union, econonmic distance and
propinquity, complementarity and competitiveness, and
level of pre-union trade barriers, First, the theoretical
analysls will be presented. Immediately following will

be the empirical analysis of Common iMarket stage-one

liberalization relevant to the theory.

Trade Creation and Trade Diversion

Jacob Viner in 1950 published a significant work
on international trade theory in which he investigated the
impact of integration on trade and distingulshed between
what he called "trade creation" and "trade diversion".2
Trade creation represents a shift from higher to lower
cost sources of supply, and trade diversion involves a
shift from lower to higher cost producers, It will be
shown that both trade creation and trade diversion may
result from integration or liberallization,

Under a system of free trade, assuming pure
competition and constant cost, prices of individual
commodities, will vary only by the transportation cost

involved, If we further assume zero transportation cost,

the world market price of any commodity will be equal to

2Jacob Viner, The Customs Union Issue (New York:
Carnegie Endowment for Internattnal Peace, 1950), pp. 41=55.
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the cost of production in the lowest-cost country.
Therefore, in a world, without tariffs a country will
import those products which cannct be made at the world
market price., Under a system of tariffs, production of
some goods will shift from low cost foreilgn producers to
higher cost domestic producers, and consumer demand will
shift from foreign to domestic goods, However, it also
follows that countries whose production cost are higher
than the sum of the tariff and the world market price will
import the commodlty in question from the lowest-cost
source,

Within a customs union, the removal of tariffs
can have a trade creating effect by allowing one member
to utilize a cheaper source of supply within the union,
Trade diversion occurs when one member of the union shifts
its purchases from an external source to another member
with higher cost, but pays less for the goods which are
duty free than it would have to pay for the externally
produced goods plus the common import duty. This of
course results in moving from a lower to a higher cost
source of supply. To help clarify the difference between
trade creation and trade diversion several possible cases
can be distinguished., Assume France and Italy form a

customs union execluding Germany. To illustrate each case
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more clearly mathematical examples are also given,

Case I, Prior to the formation of the customs union both
France and Italy produced the commodity in question, France
is the lowest-cost producer, Italy had been producing the
commodity under tariff protection., After the formation of
the union the inefficient producer, Italy, will cease to
produce the commodity and its entire demand would be
satisfied by France, This is the same consequence that
would follow if tariffs against all countrles were abrogated
and universal free trade existed, (Trade Creation).3
Mathematical Example:

Suppose that before the formation of the union
Italy had a 100 per cent ad valorem duty on imports of
coal from all countries, Assume also that the cost of
producing a ton of coal is £100 in Germany, $50 in France,
and 75 in Italy, Therefore before the union the price
of coal in Italy, including the import duty, will bde:
$200

German Coal:  $100 plus 100% import duty

French Coal: § 50 plus 100% import duty = $100
Italian Coal:s $ 75 (Free of Duty)
Consequently, before the union Italy will produce it's own

ccal under tariff protection.

3Bela Balassa, The Theory of Economic Integraticn
(Homewood, Illinois: Richard D. Irwin Inc., 1961), pp. 25&26.
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On the other hand after the union is formed the
price of coal in Itzaly, including the import duty will be:
German Coal:  $100 plus 100% duty = $200

French Coal: & 50 (After the union French coal
is duty free,)

Italian Coals & 75 (Free of Duty)
Now Italy will cease to produce coal and import

it from the more efficient producer France,

Case II, Prior to the formation of the customs union
Italy imported the commodity in question from Germany,
the lowest cost producer. France produced the commodity
under protection, BRemoval of the tariffs between France
and Italy shifted Italy's demand from Germany, the lowest
cost producer, to France, the less-efficlent producer.
This situation is less efficient than the existing situation
before the formation of the customs union, therefore
becoming trade diversion, (Trade Diversion)u
Mathematical Example:

Suppose that before the formation of the union
Italy had a 100 per cent ad valorem duty on imports of
coal from all countries, Assume also that the cost of
producing a ton of coal is £50 in Germany, ¥75 in France,

and $125 in Italy. Therefore, before the union the price

“Tvid., p. 26.
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of coal in Italy, including the import duty, will be:

German Coal: $ 50 plus 100% duty = $100

French Coal:s & 75 plus 100% duty = $150

Italian Coal: 8125 (Free of Duty)
Ccnsequently, before the union Italy will purchase German
coal for 1t is the lowest in price as well as in cost,

On the other hand, after the unicn is formed the
price of coal in Italy, including the import duty, will be:

German Coal: $ 50 plus 100Z duty = $100

French Coal: ¢ 75 (After the union French coal
is free of duty)

Italian Coal: $125 (Free of Duty)5
Now Italy's demand will shift from Germany, the lowest
cost producer to France, the less-efficlient producer,
This situation 1s less efficient than the situation prior
to the formation of the customs union and can therefore

6

be considered trade diversion.

Case III, Prior to the formxation of the customs union
both France and Italy produced the commodity in question
under protection, However Germany who is excluded from

the customs union is the lowest cost producer. Formation
7

55, E. ¥eade, Theory of Customs Unions (Amersterdam:
North Holland Publishing Co., 1955), pp. 29=31.

6

Jacob Viner, op. cit., pp. 41-55,
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of the customs union can still create trade (assuming the
cost of the commodity is not the same in the participating
countries) once the tariff levels are dropped between
France and Italy., However, the new position will be
subordinate to universal free trade, for under free trade
neither Italy nor France would produce the commodity, but
both would import it from Germany, (Trade Creation-but
inferior to universal free trade).?
Mathematical Example:

Assume the same conditions as in Case II, except
assume Italy now has a 200 per cent ad valorem duty,

Price of Cozl in Italy before the union:

German Coal: $ 50 plus 200% duty = §150
French Coal: ¢.75 plus 200% duty = $225

Italian Coal:s $125 (Duty Free)
Consequently before the union Italy will produce its own
coal for it is the lowest price,
Price of coal in Italy after the unions

German Coal: $ 50 plus 200% duty = $150

French Coal: ¢ 75 (After the union French coal
is duty free)

Italian Coal: §125 (Duty Free)8

7Bela Balassa, op, cit., p. 25,

8 op. cit., pp. 32&33.

J. E, Meade,
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Now Italy will import the lower cost and lower price French
‘coal. New trade has been created and it will represent

an economic and efficient expansion of the lower cost French
coal, This 1is inferior to universal free trade position,
but it i1s a step in the right direction.

The only difference in trade diversion in case II
and trade creation in case III is that the ad wvalorem duty
in Italy is higher in case III, This illustrates a
generalization about formation of customs unions made by

9

Professor NMeade: namely, "“that the formation of a customs
union is more likely to raise than to lower economic welfare,
the higher are the initial dutlies on each others products
which the partner countries remove,"

Thus, trade creation represents a movement toward
the universal free trade position, while trade diversion
represents a movement in the opposite direction., The net
benefit of integration must therefore be calculated in
terms of the surplus of trade creation over trade diversion.lo
It cannot be calculated on mere volume alone, It must be

figured on the basis of the unit cost of each good times

the volume envolved, For example, suppose &s in case II,11

9
Ibido. PP- 32&33'
10jacob Viner op. cit., pp. Lbalks,

1lyjae Ante., p. 16.
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trade has been diverted from low cost Germany to higher
cost France, but as a result of the union France now
imports wool from Italy. Assume £80,000 worth of coal

has been diverted and only $25,000 worth of new trade in
wool created, At first glance one would assume trade
diversion outweighs trade creation, However, if cost are
considered a different answer can be obtained, As in

Case II, French cocal is 25 per cent higher than German
cost, Now however, suppose that in wocl production French
cost were 100 per cent above Italian cost. Trade diversion
would have caused a loss of (25 per cent of 80,000) £20,000,
but the newly created trade has caused a savings of (100
per cent of 25,000) $25,000. It can be seen there is a
net saving in cost even though the value of the newly
created trade was much less than the value of the trade

which was diverted.12

If increasing cost prevall, gains
would be less and losses greater than they would be if
cost were constant. If decreasing cost prevail, the
opposite would be true,

The shifting of purchases from one producer to

another results in production effects due to the cost

125, E. Meade, op. cit.; pp. 34-36.



factors involved.13 Prcduction effects will occur as
purchases are shifted from lower to higher or from higher
to lower cost sources, Thils 1s where alleged economies

of scale can be taken in account, Trade creation results
in positive production effects and trade diversion in
negative production effects.lu Closely allied with positive
and negative production effects are the positive and
negative consumption effects of liberalization resulting
from the substlitution of goeds from partner countries for
those previously obtained from domestic or foreign
producers.15 For example, production effects tend to be
favorable if increased purchases of a given commodity from
a member country take place at the expense of domestic
rather than forelign sources of supply. Likewlse, positive
consumption effects are likely to predominate if consumers
substitute the commodities of partner countries for
domestic goods rather than for foreign products, Positive
consumption effects are created when discriminetion has

been abolished between domestic goods and the commodities

13

Production effects are defined as changes 1in
production due to cost and price changes resulting from
integration.

14Bela Balassa, op. cit., p. 27.

15Consump1:5.on effects are defined as changes in
consumption due to cost and price changes resulting from
integration,
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of partner countries, for it constitutes an improvement
in consumer standard of 1living, On the other hand
negative consumption effects are produced when discrimination
is created between the commodities of partner countries
and the products of foreign countries on the domestic
market.16

Production and consumption effects will lead to

terms-of-trade effects with a subsequent redistribution of
real income among both participa?ing and noneparticipating
countries. The terms of trade for a country are based
upon its reciprocal demandéd for foreign goods.17 The level
of forelgn tariffs can be affected in some degree through
tariff-bargaining and the larger the bargaining unit the
more effective its bargaining can be, This conslusion
can be derived from Professor Viner's proposition; namely,
"The greater the economlc area of the tariff unit, ceteris

aribus, the greater is likely to be the elasticity of

its “"reciprocal demand” for outside products and the less
is likely to be the elasticity of the "reciprocal demand"
of the outside world for its products, and consequently

the greater the possitility in terms of trade through

16Bela Balassa, op, cit., pp. 58&59,

17Rec1proca1 demand is In this sense, defined as
the demand for import goods as represented by export goods,



unilateral manipulation of its tariff,"18 Accordingly,
the trade-diverting effects of a customs union will,

ceterls paribus, result in an improvement in terms-of=-

trade, This is, of course, for the union taken as a
whole,

Another way of considering terms-of-trade is
through the ratio of export to import prices. This method
is very useful for export and import price indices are
readily available. For example, trade diversion has an
immediate effect on the terms-of-trade by increasing
export prices and reducing import prices for the union.

As a result of these primary price changes and the suceeding
increases and decreases in the volume of exports and
imports the union'’s balance of payments wlll experience

a surplus, except iIn a rare case where integration would
reduce the unions exports so much more than 1t reduced

its imports that the surplus due to the advantageous
developrents of the terms-of-trade was nulified. Also

to be considered as a determinant of the terms-of-trade

is any exchange rate ad justment that might be made by a
given country to equalibverate the balance of payments

with the other member countries. This will largely depend

on the height of pre-union tariffs in the individual

185acob Viner, op. cit., p. 55.
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countries., For example, the currency of a member country
with high initial duties may depreciate, since the member
countries wlill be free to invade upon its markets. On the
other hand, if the absolute increase in value of exports
would exceed that of imports for each participating country
the exchange rates of the countries participating in the
union would probably appreclate in order to equiliberate
thelr balance of payments.19 Actuvally, it is difficult

to determine whether an improvement in terms-of-trade is
beneficial or not, for in the long run a considerable rise
in export prices over import prices may lead to an
unfavorable balance of trade,

The last factor to te considered in this segment
of integration theory is the administration economies
which may present themselves in the process of integration.
All tariff-levying governments face a large cost in
administering the customs machinery. The complexity of
regulations and delays arising out of the administration
are in some cases an even greater hinderence to trade than
the tariff rates themselves, If a customs union completely
removed the tariff wall between its members it would not
only remove the duties themselves but it would constitute

a reduction of administrative expense to the governments

19gela Belassa, op. cit., pp. 62-65.



of the member countries, since the frontlers between them
would no longer have to be watched for customs purposes.20
On the other hand, the formation of a customs union will
create an additional burden of negotiation, coordination
of codes, mutual supervision and tax problems that
will act in an opposite direction.21

In summation, all of these four factors---production
effects, consunmption effects, terms-of-trade effects, and
administrative economies---will show up as both determinants
and consequences of the actual supply and demand relationship
resulting in the prices of the goods traded.

Using the concepts of production and consumption
effects as related to trade creation and trade diversion,
one must be careful not to consider the effects of a tariff
reduction without considering the new trade position
country by country. The relative gain or loss of each
country will vary according to 1lts position prior to
establishment of the union, For example, when an importing
country with a tariff of 20 per cent Jjoins a customs
union, an exporter within the union thereafter faces no
tariff barrier. Even if the irporting country reduces

its duties according to common external tariff regulations,

20pe14a Balassa, op. c¢it., pp. 65=57.

21Jacob Viner, op. cit., pp. 58-65.
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the internal exporter still enjoys an advantage to the
degree of the common external tariff, The above theoretical
analysis will now be applied to Common Market stage-one
liberalization and to steel in particular,

Europe's Coal and Steel Community (ECSC)
established a new tariff in February 1958 that reduced
over-all tariff rates on steel for Italy, Germany and
France by more than 50 per cent.22 Italy a high cost
producer, is more susceptible to import competition from
external countries., OCther producers within the union now
enjoy a more favorable position as suppliers to Italy.
France 1s considered to be a low cost producer and has
a low tariff wall around its steel market, The German
steel market 1s divided into two primary parts, north
and south., The southern portion of Germany is rather
inaccessible to foreign procducers because of its location
and therefore draws its supply largely from the Sarr,
Lorraine, Luxembourg, and the Ruhr. Therefore, location
rather than tariff is the main obstacle to imports by
southern Germany from producers outside of the union,

The northern portion of Germany usually imports only

in periods of peak demands and then it has proven to be

22Louis Lister, Eurcpe's Coal and Steel Community
(New York: Twentieth Century Fund, 1960), p. 344, Table 55.
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only small amounts.23 It would appear from thils point
of view that only producers within the unlon can benefit -
from the liberalization,

Tariffs on some speclalty steels were high before
the begining of trade liberalization, and with subsequent
lowering of tariffs trade creation and positive production
effects were quite evident as buyers found cheaper sources
of supply within the union.

Concerning the Benelux countrles, Belguim and
Luxembourg import only very small quantities of steel and
most of this comes from France and Germany. The Netherlands?®
steel market 1s far more significant, 1Its imports account
for more than one-third of the steel imported by the
Common Market countries from both internal and external
sources, The Netherlends 1s a net importer of steel
regardless of the general level of business activity.

The United States and the United Kingdom furnished close

to 20 per cent of the steel imported by Holland in the

early 1950's.24
In the mid-Fifties duties were raised on steel

25
by two points around Benelux. This had little consequence

231v4d,, pp. 344-346,
241v1d,, p. 346.

251p14., p. 346.



for Belgium and Luxembourg as small importers, but for
the Netherlands it proved to be a different matter, The
position of external suppliers to Holland was worsened
by this advance in duties, while the rest of the member
countries were enjoylng a near duty-free market, The
result was that the United States and the United Kingdom
lost ground in this market. Due to the liberalization
Holland proceeded to purchase increasing amounts of its
steel from France, Germany, and Belgium-Luxembour., It
is debatable whether the higher tariffs were more - -
or less protective for Benelux.26 Also the tariffs may
or may not have been uneconomic, for the prices of
internally produced steel are not any higher than the
prices of steel exported from the United States and
Great Britain, To find the exact answer to these questions
one would have to make a complete and thorough study of
the entire cost structure of the internal and external
industries, It is known that labor is more efficilently
utilized in the American steel industry, but this one
fact 1s far from the whole answer, It cannot be found
that any trade diversion occurred in this important

area of the community. It has been shown that trade

261154, p. 346.
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creat}on has resulted and therefore will certainly
outweigh the sum of any isolated instances of diversion
in thls segment of the economy. This, then shows a net
benefit frém the liberalization, or that positlve
production effects outwelghed negative production effects,
Concerning terms-of-trade within the Common
Market, the best approximations of causes and effects
are only approximations because of the innumerable
determinants involved., However, one general statement
can be made in the light of the framework previously
established, This is that reciprocal demand or terms-of-
trade, the demand for import gocds as represented by
export goods, has improved during stage one of the
liberalization. The terms-of-trade index for the Common
Market from 1957-1961, calculated by dividing the unit
value index of exports by the unit value index of imports,
shows an increase of nearly ten percentage points.27 The
index rose from 95 to 104 using 1958 as a base period,
The following table shows changes in the terms-of-trade
for the individual member countries for 1957 and 1961,
The deterioration in the terms-of-trade for

Belgium-Luxembourg can be explained by the fact that, even

27United Netions Monthly Bulletin of Statistics

(New York: United Nations Statistical Cffice, January,
1963), pp. x=-x1. (Hereafter referred to as UNMBS;)




TAELE 1

TERNS~-CF-TRADE INDEX CHANGES FCR CCMNON MARKET
COUNTRIES: 1957-1961, BASE YEAR, 1958%

COUNTRY 1957 INDEX 1961 INDEX CHANGE
Belgiun~-Luxembourg 100 . 97 -3
France 96 103 7
Germany (Western) 92 106 15
Italy 92 103 12
Netherlands 98 101 3

#UNITED NATIONS MONTHLY BULLETIN OF STATISTICS
January, 1963, pp. 88-=100

though the price index of imperts fell during the four
years, the index of exports fell even more, The reason for
the decrease in the export price index was that the price
of Belgiun's principal export, cozl, fell considerably

due to reorganization and price control in the 1ndustry.28
France, which experienced inflationary pressure during thne

first stage, would have had a greater increase in terms-of-

trade but for the fact that she revalued the franc in 1958.29

28 E. Meade, H, H, Liesner, and S. J. Wells,
Case Studies in European Economic Union (London; Oxford
University Press, 1G62), pp. 288-309.

2

9John P, Yourng, The International Econory (New
York: The Ronald Press Co., 1963), p. 77L&772.
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This bettered her position as an exporter but, of course,
lessened the improvement in terms-of-trade. The spectacular
improvement in West Germany's terms-of-trade index is cdue
almost completely to the fact that, while the price index
for exported goods was remaining at a near constant level,
the 1lndex for imported goods fell by some 13 per cent
during the first stage, The same situation was true for
Italy. The Netherlands realized only a slight improvement
as import and export price indices remained nearly constant.

The terms-of-trade index for the member countries
during stage one would seem to indicate that trade diversion
was 1in excess of trade creatlon because export prices rose
more than did import prices, This indication is false,
however, for the majority of the price increases can be
explained by the internal pressures and increasing costs
resulting from rapid industrial expansion during the period,
The balance of trade for the Market as a whole during
these four years was not Jjeopardized; in fact, it showed
considerable improvement,

Administrative economles occur in the processes
of integration primarily through consolidating the wvarious
governmental administrative bodles of each country inteo
one central administrative facility. There can also be

negative administrative economies involved with trade



liberalization, These stem from the financial cost of
negotiating and supervising a common policy. During stage
one of the Common Market liberalization it is most probable
that increased administrative costs have exceeded
administrative savings. Thls is because of the heavy
initial cost involved and the maintenance of many national
administrative units during the first stage, The latter
will be done away with in time, resulting in much greater
savings, while the "set-up" cost of the administrative
facility will be spread over the years to come, In the
long run administrative economles certainly should be
positive and substantial, but the first stage has not

shown any real improvement due to its brevity.

Size of the Union

When first investigating the existing theoretical
writings on the effects of the size of a union it appears
as though there is some divergence of opinion as to the
benefits to be gained from enlarging the union area, The
main propenents of positive benefits are J, E, Meade,
Jacob Viner, and Jan Tinbergen, while G. A, Duncan, R, G,
Hawtrey, and William Ropke have argued opposite results,
The differences of opinion, however, are of form rather
than kind. Those proposing positive benefits from the

extension of the union size are assuming no change in



policies followed by the countries., The negative benefit
position stems from the assumption oriented in their
policies.30

Viner and Meade believe that, ceterls paribus, a

larger economic area increases the potential range for
the internal division of labor.31 Meade uses a very good
common sense argument; namely, "In the limiting case, a
union between all the countries of the world could not
lead to any import or export trade diversion.“32 Tinbergen
uses a mathematical model involving countries of equal
size that produce one commodity each; he concludes that,
other things remalning equal, the extension of economic
area leads to increased world welfare.33

Accepting this view, that an enlargement of the
union increases potential tenefits for the world as a
whole, the question is how the size of the area can be
measured., For example, one might use population or
geographical size to measure the economic benefits. A

larger population would give a greater possibility for

0

3 Bela Balassa, op., cit.,p. 35.
l1v14, p. 35.

32J. E, Neade, ov. cit., p. 109,

33Jan Tinbergen, "Customs Unioni Influence of
Their Size on Thelr Effect.” Selected Papers (Amsterdam:
North Holland Pub, Co,.,, 1959), pp. 152-164,




division of labor, Also, a larger geographical area
provides a larger area for development., These notions
ere false as one can readlly see, for using population
as the measurement of economic success China or India
would have a more advanced economy that the United States.Bu
Using geographical measurements the Anartic would be more
advanced than Great Britain, Thls does not mean that
size-population or geographical-~has no effect on some
aspects of economle growth, it only means that size-
population or geographical-in and of itself is not the
dominant factor,

The wealth of a nation or region consist of three
components: land, labor and capital. Land consist of
natural wealth such as land for agricultural purposes,
minerals, natural means of communication, geographic
position and climete,. Labor comes from the population
of a country. It is well known that populations show
large differences in gquantity as well as quality.
Differences in abilities must be taken into account,
Capital goods consist of gocds partly produced by human
labor which are used for further production or consumption:

building roads, harbours, machinery, raw material stocks,

34Simon Kuznets, Ecorcmic Growth (Chicago, Illinois:
The Free Press, 1959), pp. 5-20, & 89-100,
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and stocks of consumer goods,

Taking the above into account, a more appropriate
measurement for the size of the market would be the volume
of production as first proposed by Allyn Young.35 The
size of a market is determined and defined by the volume
of production, The three components: land, labor, and
capital are taken into account in the volume of production.
Accordingly, the size of the market would be measured by
its gross national product.

Using national production as an indicator of
economic progress, the contention that the Common Market
has benefited from integration appears to be quite strong
during the first stage of libveralization, The European
Common Market's gross naticnal product increased by 21
per cent during the first stage.36

A negative aspect of expansion of economic area
is that of increased transportation cost (to be discussed
later in this chapter)-The greater the distance involved

the less beneficilal will be an extension of size.

As pointed out earlier, the terms-of-trade are

35Allyn Yourng, "Increasing Returns and Economic
Progress'y Economic Journal (December, 1928), p. 533.

36“Europe Today=July 1962", Commen Market Revorter
(Chicagos Commerce Clearing House, 1962), Article 9003.1 3.
Also Sees The First Stare of the Common Market (Brussels:
European Economic Community Commission, 1962), Appendix 3,




determined by the reciprocal demand of a country's
exports, In thls sense the greater the size of the
union the greater its elasticity of reciprocal demand
can be and the smaller will be the elasticity of
reciprocal demand of the third countries,

A valld and useful generallzation can be made
concerning the reciprocal demand for the union and its
member countries, Increased econonlc size plus increases
in output efficiency have resulted in a more favorable
or elastic reciprocal demand for most of the member
countries, The increased eocnomic size has strengthened
the Common Market's position in free world trade. The
Common Market by the end of stage one accounted for 23
per cent of total world trade compared to less than 15
per cent at the begining of its operations in 1958.37
The consolidation of this major source of output and
world trade has urdouttedly accounted for much of its
rise in position. The Common Market, for comparative
purposes, had a larger share of world trade than did

North America by the end of the first stage.38

37ynvES, ov. cit., Special Table A (February,
1959), pp. 1i-iv, and Special Tatle A (February, 1962),
pp. ii-iv,

38The North American share of the world trade
was estimated at 21 per cent at the end of 1961. Vide ibid.
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A third consideration is important in this
discussion of size of the union., This is the relative
tenefilt to small and to large nations within the union.
The integration of two smaller economies will result in
greater opportunities for efficient reallocation of
productive factors than will integration of two larger

economies.’? We could therefore expect, ceteris paridus,

the smaller countries of a union to benefit more than
the larger ones.

Concerning the relative benefits to small and
to large countries within the union, it appears as if the
smallexr countries of Benelux would tenefit to a greater
degree than would the larger members because there are
more areas of possible benefit to a smaller country,
Integration beneflts during stage one were close to equal
for all countries, This can be explained, for the most
part, by the fact that the larger countries of France,
Italy and West Germany had greater possible gains to be
achieved from integration because the countries of Benelux
had already profited from the earlier formation of the

Benelux Customs Union.uo The Benelux union, therefore,

Be1a Balassa, o». cit,, pp. 38-39,

hoThe Benelux Customs Union came into operation
in January of 1948, Belgium and Luxembourg have had
essentially full economic unlon since 1923, John P, Young,
op. cit., pp. 651&652,
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can be interpreted as one economic unit of considerable
size associated in the Common Narket with three other
economic units of comparable size in Western Europe,
Equal benefits can also be explained by the fact that

France and Italy had higher tariff walls.ul

Economie Distance and Pronirncuity

International trade theory has mostly assumed
the nonexistence of spatial dimensions, In other words,
locational problems have been neglected in the analysés
of trade theory. It has been shown, however, tnat both
geographic and economic distances do play an important
role in determlining the benefits of integration,
Eliminating tariffs will, of course, lead to a more
‘efficient allocation of productive resources among members
of a union, but it is quite conceivable that these gains
could be greatly reduced or even eliminated if sufficient
economic distances were involved.b’2

It is necessary to distinguish between geographic
and economic distance in many cases because of the

discriminatory nature of rates and regulation among

different countries, ZEy this it 1s meant that the cost

uiBela Balassa, op. cit., pp. 39-44,

“Zlbid.. pp. 57-60



of shipping 300 miles can conceivably be greater than the
cost of shipping 500 miles, due to discrimination. The
most desirable situation would therefore be one where
considerable propinquity existed and there was no
discrimination as to rates or regulations. Economic costs
would then become directly prororticnal to geographic
distance, assuming that a common method of transportaion
existed,

Applying this notion to the member countries of
the Common Market, it appears that considerable increase
in efficiency in the area of economic distance can be
achieved, With the exception of Italy, which at present
1s hampered by physical rather than national boundaries,
the Common Market 1s in a position to achleve near maximum
reduction in economic distance, Italy is qualifiedly
mentioned, but considerable action has been taken toward
increasing its transportation outlets to the north.“3
There are other countries in Western EurOpe,'not members
of the Market, which would fit easily into this maximum
efficiency setting, such as Sweden and Norway.

The stated objectives of the Common Market

43Dur1ng stage one work was completed on major
tunnels for road traffic from Italy into Northern Europe,
Sergio Barzanti, The Underdeveloned Areas Within The
Cormon Market (Princeton: Princeton University Press,

1965), pp. 234=246,




countries in the Treaty of Eome clearly point to their
desire to establish and maintain a transportation system
that will be free of unnecessary rate and regulation
differentials, Article 74 explicitly states that members
shall pursue the objectives within the framework of a
common transport policy.44 The Treaty provisions cover
railroad, highway, and inland waterway transportation,
but speclal attempts are also being made by the Council
under its power of policy coordiration to enact common
rules and regulations for seaway and alr transportation,
During stage one, the necessary administrative machinery
was set up to administer the programs of transport
coordination., The elimination of rate and regulation
discrimination in most areas had been accomplished during -
the first four years.u5 The transpertation systems of
the member countries are in considerable part publicly
owned and operated, which has facilitated the ready
adoption of common policies,

The possibllity of protectionism and discrimination
within the Union is dealt with most forcefully in the

uu“Treaty of Rome", Common Market Reporter (Chicagos
Commerce Clearing House, Inc,, 19062), Article 74,

u5H. K, Junckerstorff, International Manual on
the European Economic Community (St, Louls: St, Louls
University Press, 1963), pp. 161-207,
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Treaty of Rome, In virtually every area where discriminatory
protectionism could take place, the Treaty explicitly lays
down rules and guides for the abolition of this type of
detrimental activity, An excellent example which shows,
to a great extent, the foresight of the members in drawing
up the Treaty, is 1n the areaz of transportation where
considerable discrimination is possible in interstate
transport rates and regulations., First of all the Treaty
calls for adoption of a common transport policy for trade
both to and through member states. The imposition by a
member state of charges and conditions involving any
elenment of support or protection in the interest of one

or more particular commercial undertakings or industries

k6 The elimination of discrimination

is expressly prohibited,
in transportation has, in the first stage, already resulted
in substantlal savings for many shlippers in the Market,
especially in the area of inter-country river transportation.
A Dutch shipper happily commented in 1960 that already his
freignt charges on coke, scrap iron, and steel from the

Ruhr were down 10 to 20 perxr cent.47

bé“The Treaty of Rome", The Common Market Reporter

op. cit,, Article 80 (Special protection pronibited),

h7ﬁlchard J. Mayne, The Community of Europe (New
York: Norton Co., 1963); p. 183,
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There are many factors asscciated with propinguity.
The most important of these are taste, preferences, and
cultural links., There 1s the possibility that a group
of countries could integrate econrnomically and have such
differing taste and preferences that much of the potential
benefit from integration would be negated. For example,
the people of one country might totally dislike the
automobile styling of another. Thnis would affect their
demand for and consmption of that product; and it could
thereby result in less efflcient allocation of production,

The second area of cultural links is mostly a
sociological one, but it can have considerable impact
on the actions and attitudes of the different peoples
involved. The best example of cultural and social
disparity is seen in the Franco-German relations which
created so much animosity between the peoples of both
countries.48

There have been some differences in taste and
preferences between the residents of Northern and
Southern Europe. At the same time there have been
considerable similarities, In the industries that would
be most affected by dissimilarities, such as the

automobile industry, the concept of European styling has

48pe1a Balasse, op. cit., p. 40,
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prevalled over the separate designs of each country.
This has been the case, however, without destroying the
distinctive features of individual producers, COther
industries, such as clothing, are able easily to adapt
production to the specific tastes and preferences of
foreign consumers with little asdditional expense,
Discriminatory action by any member country which might
influence prospective buyers of forelgn goods is pronibited
in the Treaty. Articles 95~102 cover the Common Market
objectives of uniformity of marking, patents, and
trademarks.u9

The member countries are tied in many respects
through history and culture., There are also many cultural
dissimilarities, It was for reasons of negative
assoclation that Robert Shuman's plan was considered by
many to be absolutely unworkable when he first proposed
it in 1950,°°

The amelioration of relations between France and
Germany in the 1950's astounded the world, This agreement
was undoubtedly one of the more significant occurrences

in the history of Western Europe. The achievement of

49“Treaty of Rome", Common Market Reporter, op.
cit,, Articles 95-102,

5°w. 0, Henderson, The Genesis of The Common
Farket (Chicagot Quadrangle Eooxs, 1962), pp. 139-157.
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cultural fusion 1s important to the success of the Common
Market objectives, and the reallzation of this fact has
prompted the leaders of these countries to establish the
European Schools, whose primary purpose is to foster
understanding by and for the residents of the various
countries, The four schools, located in Luxembourg, Italy,
end EBelgium, provide an education in the contemporary
European tradition. Emphasis is placed on increasing the
students®' knowledge of their fellow citizens in the
Community. Education, especlally in the sense, will more
than pay for itself in the long run ln developing a

prosperous and unified Europe.51

Ccmplementarity ard Competitiveness

The concepts of complementarity and competitiveness
should be defined before attempting a discussion of them,
The most understancdable and applicable definition of these
terms would be as follows: competitiveness denotes a
large degree of overlappirg in the range of commodities
produced, and corplementarity denctes substantial
differences in the scope of production.52 An example of

competitiveness would be two economies each procducing

51"Europe Today-July, 1962", Common Market Revporter,
op. cit., Article 9064,

52Bela Balassa, op. cit., p. 32.



ks

the same goods--say, steel, glass, rubber products, and
automobiles. Each country would be competing in each of
these industries with the other country. An example of
complementarity between these same two countries would
te one of the two producing steel and glass, and the
other producing rubber products and automobiles, 1In this
case each economy would literally complement the other.
Prior to Jacob Viner's discussion of

complementarity and competitiveness in The Customs Union

Issue, the general concenses of opinion among theorist
was that the greater the degree of complementarity the
greater were the possible benefits to be gained from the
formation of a customs union.53 Viner, however, argued
that the opposite would be a more logical assumption.

In other words, he contended that the greater benefits
woul& come from the integraticn of competitive eccnomics,
The prior generally accepted opinion was arrived at
mostly through evaluating complerentarity and
competitiveness through the concept of utlility for goéds
exchanged, For example, assume country A produced cotton
cloth, B produced cotton cloth, and country C produced
raw cotton. A union between countries A & C would

certainly produce a gain in utility, whereas, a union

535acob Viner, op. cit., p. 51.
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between countries A & B would not produce such a gain in
utillty.5u Cn the otherhand, if more countries and more
products are added to this example it can be seen that
trade between cocmplementary economies can be trade-
diverting. Assume country A 1s best fitted to produce
cotton cloth, but could also produce woolen cloth; country
B i1s best fltted to produce woolen cloth, but could also
produce cotton cloth; country C is best fitted to produce
raw cotton, but coula also produce raw wool; and country
D 1s best fitted to produce raw wool, but could also
produce raw cotton, Now, consider a union between the
rival economies A and B, A's inefficient production of
woolen cloth is likely to be undercut by B's efficient
industry, and B's inefficient production of cotton cloth
1s likely to be undercut by A's efficient production,

The same type of shift in efficient resources would take
place if C and D formed a customs union, This developrent
would represent a shift of resources into a more efficient
and economic pattern of production and would therefore
likely to be trade-creating, O©On the other hand, consider
a customs union between A and C, Before the union A will

have ilmported raw cotton from C and raw wool from D; but

54F. V. Meyer, "Complementarity and the Lowering
of Tariffs", American Economic Review, June, 1956, pp. 323~

327,
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now that imports from C would be untaxed it is possitle
she may import both raw cotton and raw wool from C and
neither from D, Vis-a-vis, before the union C will have
imported cotton cloth from A and woolen cloth from B; but
now that imports from A are duty free she 1s likely to
import both cotton cloth and woolen cloth from A and
neither from B, This type of shift would represent an
uneconomic diversion of output from low cost producer to
higher cost producer and would therefore be trade-diversion,
The customs union between the complementary economies
(A and C) has been trade-diverting while that between the
rival economies (A and B) has been trade-creating.55
Competiveness, the overlapping in the range of
goods produced, will be a positive or beneficlal factor
in the integration of two or more economies, Whereas,
with substantial differences in the scope of production,
two complementary economies have little chance for
increasing efficiency through integration and the
reallocation of production and resources, the opposite
will be true for competitive economies. In fact, the
greater the degree of competitiveness the greater will

be the chances for gain from liberalization, In speaking

55J. E, Meade, "The Removal of Trade Barriers:
Tne Reglonal Versus the Universal Approach", Economia,
May, 1951, p. 189&190.
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of greatér degrees of competitiveness 1t should be
understood that disparities in cost are relevant, 1t is
a slmple fact.that, the greater the difference in cost
between producing in one country and in another, the
greater can be the gains from integration. But both
countries must be producing prior to the establishment
of the union, Within limits, the greater the difference
in cost for producing a given good, the greater will be
the tendency for tariffs of a prctective or prohibitive
nature to be higher.5® In this sense the height of a

tariff could be used, ceteris paribus to determine

relative efficlency of domestic procducers in comparison
with external producers--that is, if the tariff is
protective in nature.

The factor of dependency is also relevant when
discussing complementarity and competitiveness, Two or
more economies that are complementary, especially with
raw materials and goods of necessity, will be in a very
real sense dependent upon each other as far as their
trade is concerned, It is true that the integration of
these economies will eliminate the dependence of one

political Jurisdiction upon another, but the economic

56?- V. Meyer, on. cit., pp. 326-333,



gain due to complenmentarity or dependence will be n11.57
The factor of dependency when approached from the stand
polnt of competitiveness 1s less significant when one
considers the results of customs union formation. When
competitive economies are integrated, the resulting
elimination of any trade barriers and the ensuing
reallocation of resources and production to more efficient
areas will result in a greater dependency of the member
states upon one ancther. This can be sald to be a
secondary consequence of integration which would make the
assoclated economies more complementary in nature. As
greater speciallzation and division of labor occur, the
economies become dependent upon one another for an
increasing variety and number of goods and services, 1t
is therefore the author's contention that complementarity,
as defined above, should appear as the result of rather
than the cause for a customs union being formed.58

The Common Market itself represents an excellent
area for applying and analyzing the concepts of
complementarity and competitiveness, The Common Market

is generally known to be more competitive than complementary,

571vid,, p. 329&330.

58This contention, it is felt by the author, is
neglected in existing theoretical writings and represents
an addition to the body of integration theory.



Competitiveness ls especially prevalant in manufactured
products, while the agriculturasl economlies of these
countrles are more complementary.59 This 1s the primary
reason that integration of the agricultural economies
results in a set of problems vastly different from those
of industrial integration,

The statement above concerning complementarity
appearing as the result of rather than the cause for
formation of a customs union can, 1t is belleved, be
supported statistically by using the Common Market as an
example, If 1t can be shown that the internal trade of
the Common Market countries has 1lncreased relative to
domestic and external trade, 1t can be concluded that,
according to the definitional assumptions employed, the
economles are becoming more dependent upon one another
and therefore more complementary.

During stage one of the Common Market
liberalization from January 1, 1958, to December 31, 1961,
intracommunity trade increased by more than 51 per cent.
Intra-state trade in 1957, immediately preceding the
formation of the union, was 7,880 millions of United

States dollars.6° This indicator of internal trade is

5%Bela Balassa, op. cit., pp. 33&34.
60UNMBS, op. c¢it., March, 1963, p. xvi,
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sufficient for this purpose, since only the money value

of trede need be considered. The statistics used to
determine the relation of internal trade to total econonic
activity are the national income flgures for the countries
involved. For the like period in stage one, the increase
in national income in dollars for these countries ranged
from 9 per cent in.Luxembourg to 32 per cent in Western
Germany., The average increase 1in national income for the
six countries was 22,1 per cent for the period.61 A
comparison of these statistics tells us that, while
economic activity as measured by national income in stage
one increased by something better than 22 per cent, the
amount of trade among the member countries increased by
more than 51 per cent, In other words, the increase in
internal economic actlvity among countries was nearly two
and one half times the increase in total economic activity,
This in itself, represents sufficient evidence that the
member countries are becoming more dependent upon one
another and therefore more complementary,

An excellent illustration of the increased

61This percentage was calculated by taking the
simple mean of the percentage increases, Besides those
mentioned, the following percentages were used for the
rest of the Common Narket countries: France, 14%; Italy,
27%; The Netherlands, 23%; Belgium 14%, UNMBS, o», cit.,
February, 1963, pp. 154&155.



dependency and ccoxplerentarity can also be seen in the
reorganization of the coal mining industry in the
Community during stage one, When the European Coal and
Steel Community was formed 1in 1950, it was realized that
major problems would be confronted in the area of uneconomic
production and realloccation., Belgium was a major producer
of coal for Western Europe, but a vast majority of its
mines had relatively high costs. This put Belgium coal
in 2 noncompetitive positlion in the customs union. The
crisis reached a peak at the beginning of Common Market
operations, In late 1957, Eelgium had nearly 7 million
tons of stockpiled coal, or almost three times its annual
production.62 The solution to this problem can be seen
in Table 2,

While total production in stage one remasined
nearly constant, Belgium production fell by some 630
thousand tons or approximately 25 per cent, The result
was, along with an increase in efficiency due to the
shutting down of ﬁany inefficient mines in Belgium, an
increase in the complementarity of the economies.
Greater dependence upon the more efficient German mines

resulted, This dependence was the result of increased

62J. E, Meade, H, H, Liesher, and S, J. Wells,

op. cit., pp. 288-309.



TAELE 2

CCAL PRCDUCTICN IN 1000°'s OF TONS FOR SELECTED
COMMCON MARKET CCUNTRIES, 1957-1961%

BELGIUM  FRANCE  WEST GERMANY TOTAL
1957 2,424 L,733 11,199 18,356
1958 2,255 4,810 11,128 18,193
1959 1,896 L,801 10,533 17,230
1960 1,872 b, 663 11,93L 18,391
1961 1,794 4,363 11,968 18,125

#United Nations Monthly Bulletin of Statistics,
February, 1963, pp. 2&&25.

competition from integration and the specific reallocation
measures taken by the countries involved,

Another example of increased complementarity
resulting from the formation of the Common Market is the
appliance industry, especially refrigeration appliances,
Italian refrigeration manufacturers have, during the first
stage, shown that they were more efficient producers than
others in the Community.63 The transition to near total
relliance upon the Italian manufacturers was so complete

that other member countries found it necessary to control

63"Italy's Booming North" Time, January 12, 1962,
Pp. 72-79. Also See: "Kitchen War" European Community
Bulletin, April, 1968, p. 20,




s

the rate of change in order to hold at a reascnabdble level
the pace of reorganization in their domestic industries,
However, 1t appears that in time the member countries will
be almost totally dependent upon Italy for refrigerators--
another example of complementarity as the result of

integration.

Level of Pre-Union Trade Barriers

An important consideration in a discussion of
the effects of integration is that of neight of tariffs
prior to the establishment of a union, According to Balassa
the helght of tariffs affects the economic desirablility
of a union 1In three principal ways. The procduction effects
will be more beneficial (1) the higher the average level
of initilal tariffs on trade between the participating
countries; (2) the lower the tariff level of the union
against nonmember countries; (3) the lower the tariff

levels maintained by nonmember countries.éu

On point
number three there is some controversy over whether the
beneficlal effects will be greater with higher or lower
tariffs in third countries., Those who argue that higher
tariffs will yleld greater beneficilal effects base their

statements on the belief that, high tariffs exlsting,

hpeta Balassa, op. cit., p. 44,
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there would be little trade diversion from the formation

of the union because there was little trade to begin with.65
Balassa, who argues in favor of lower tariffs yeidling
greater benefits, bases hls bellefs on the theories of

J. E, Meade,66 who proposed that, with lower tariffs
outside the union, the amount of trade diverted would be
less in-as-much as internal and external tariff structures
are similar,

A basic problem in measuring the height of tariffs
is what method to use in computing the average level of
tariffs in the pre-union countries, The method of
computation used will be determined by the type of analysis
or average which is desired, It is necessary to distinguish
between prohibitive and protective tariffs in selecting
a welghted or an unwelghted aversge, A weighted average
is computed by multiplying the tariff rate times its
incidence of use for each commodity and then taking an
average of all the mathematical products, An unweighted
average is nothing more than the simple arithmetic mean
of all dutles,

The helight of tariffs for a given country should

be computed to show the true effectiveness of the trade

651p1d., pp. LLaks,

66J. E. Neade, op. cit., p. 109,
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barrier., For this reason the unweighted-average is a
method of conputaticn far superior to the welghted average,
Assuming that the average tariff level were to be measured
for effectiveness by using welghted averages, vast
distortions would occur in the average for every truly
effective tariff. By this it is meant that whenever a
tariff would act as an agent of prohibition it would be
given a weight of zero in computing the average; and thus
the weighted average would indlcate a tariff level far
less restrictive than it actually was. An unweighted
average will not contain such distortions and will
therefore be a truer indication of height or effectiveness.67
It will also be true that an average tariff level for one
country which i1s higher than that of another country will
not necessarily be more protective, It is conceivable
that a very low average tariff level for a glven country
could totally prohibit any impecrts if cost structures in
the two competing economies are very similar, On the
cther hand, a much higher average tariff level in another
country might be only mildly protectlve against lmports
from foreign producers, It must also be pointed out that
specific protection can be had under a low average tariff
when specific highly protective or prohibitive tariffs

are imposed on certain goods, This would point to the

67Bela Balassa, op., cit., pp. 45&U6,
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need for analyzing the effectiveness of a tariff level on
an industry-by-industry or preduct-by-product basis.68

Stage-one liberalization in the Common Market
provides many areas for the application of the theory
relevant to the level of pre-union trade barriers and
their subsequent literalization. The following is an
empirical analysis of the theory discussed in the previous
paragraph.

The unwelghted ad valcrem average tariff levels
for each of the Common Market countries prior to
establishment of the union were as follows: France, 18.1
per cent; Italy, 17.3 per cent; Germany, 15.5 per cent;
Benelux, 9.5 per cent. 1In contrast to these unweighted
averages the weighted averages emphasize the distortion
caused by weighting., The weilghted averages for the same
countries, same goods, were as follows: France, 5,1 per
cent; Italy, 7.1 per cent; Germany, 5.6 per cent:
Netherlands, 5.5 per cent; Belgium-Luxembourg, 4.3 per
cent.69 Using the weighted average to determine the
level of tariffs for these countries, a strikingly

different set of conclusions is reached with respect to

68
69

averages., )

Ibid,, pp. L6&L7,
Ivid,, p. 46. (For both weighted and unweighted



which country has the highest level of tariffs, From the
weilghted averages it would appear that Italy had a higher
tariff wall than France. The opposite is true. This 1is
due to the fact that France's high tariffs on some goods
are nearly pronibitive, and this gives them a near zero
welght in the weighted average, The higher tariffs
result in lower quantities of imports and, thus, the
lower welghted average, The restrictive effect of the
tariff level in each country can therefore be measured

by the difference between the weighted and the unweighted
average tariff levels., The difference is greatest for
France, This difference proves in itself the prohibitive
nature of certain French tariffs,.

Of interest at this point will be the relative
nunber of items subject to import duties of varying amounts
prior to establishment of the union. Table 3 shows the
percentage of import items subject to ad valorem duties
of 0-10, 10-15, and over 15 per cent in each of the
economic areas of the Common Market, The relationship
between thls frequency data and the weighted and unweighted
averages above is interesting, The similarity between
the two for France and Italy ls immediately apparent,

For France the highest weighted average and largest

difference between weilghted and unweighted averages
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TABLE 3

PERCENTAGE OF ITEMS SUBJECT TO AD VALOREM
DUTIES OF 0-10, 10-15, AND CVER 15%%

Benelux France Italy West Germany
0-10% 59 23.8 16.2 79.5
10-15% 18 ik.9 19.9 18.6
Over 15% 23 61.3 63.9 1.9

*H, Th, Vreede, £ Profile of the European Market
(Amsterdam: De Twentshe Bank, 1953}, p. 83.

correspond to 76.2 per cent of the tariff rates being 10
per cent and over, For Italy with i1ts high average tariff
the same is true: 83.8 per cent of its tariffs are 10 per
cent or more, The weighted average for Italy shows,
however, that even with a higher weighted average the
smaller difference between weighted and unwelighted averages
will result in a greater proportion of tariffs in the less
protective 10-15 per cent range. This is what causes the
difference between the tariff levels of France and Italy,
West Germany with only 20.5 per cent of tariffs above 10
per cent still had maintained a rather formidable tariff
barrier conpared to the Netherlands or even Italy. This
supports the conclusion that the average tariff is not

necessarlily a true indication of restrictiveness,



In addition to the protective or prohititory
production effects of a tariff, it is also necessary to
consider the consumption effects of tariff levels., Tariffs
create differences in price ratios of trade commodities,
Therefore, the removal of tariffs will improve the
efficiency of exchange by bringing there ratios closer
together, A tariff will, of course, reduce the consumption
of the commodity and increase production of the good
domestically. But this is a one-sided effect which has
negative effects at least equal to its positive benefits,
The establishment of a tariff will increase domestic
production of the good; but the tariff will also cause
consumption and therefore satisfaction to fall, in addition
to rcducing the degree of utilization of the productive
factors in the more efficient country.70

The formation of a customs union with the ensuing
elimination of trade barriers will result in what can be
called a two-way benefit for the parties involved, Not
only does the tariff reduction promote production and
exchange efflciency, but it also leads to increased
consumption and satisfaction from a given income, In fact,
it i1s possible for greater tenefits to be derived even

without any increase in productive effeciency as long as

7OBe1a Balassa, cp. cit., pp. 57-61,
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exchange efficiency and consumption patterns irprove; &and
these improvements wlll necessarily occur, Consumption
effects from the formation of a2 urnion will depend upon the
rate of duties applied, The higher the pre-union tariff
the greater will be the distortion of the consumption
pattern, therefore, the higher the pre-union level cf
tariffs, the greater will be the 1iricrease in trade from
forming a customs wnion and the larger will be the gain
in consumer satisfaction per unit of trade, 1In a similar
manner the maintenance of high tariffs on the products
of nonmember countries can result in negative consumption
effeets which would stem from trade diversion,

Most representative of the successful pattern
of trade liberalization for the Cozmon Market in stage
one is the automobile industry. The average vehicle
tariff, coemputed on an unwelighted ad valorem basis for
Eenelux, France, Italy, and Germany in 1957 was Just
under 30 per cent.71 For Benelux the tariff was designed
more for the production of reverue than for protective
purposes. In France, Germany, and Italy the tariffs
on automoblles were definitely set up with protection

and even prohibition as a goal, All three countries,

7lBenelux 2L, France 30, Italy 40, West Germany
21; H, Th, Vreede, on. cit., p. 83.
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being major European automobile producers, felt it necessary
and proflitable to restrict imports. In August of 1957,
Just prior to the establishment of the Coumon MNarket,
Germany cut its tariffs on automoblles from all sources
by 25 per cent; but the earlier figure was used here in
determining the average tariff 1eve1.72

The initial plans for internal tariff reductions
in the Common Market were as follows: on January 1, 1959,
a reductlion of 10 per cent in the over-all tariff level
was to take place. This initial reduvction was to be
followed by two more nmutual 10 per cent reductions in each
of the next two years of the first stage, No country was
permitted to lower any specific tariff by less than 20
per cent; and each menrber was to make every effort to
reduce all tariffs by a minimum of 25 per cent. In
addition, during the first stage, any tariff which would
be more than 30 per cent after reduction was required to
be lowered by 30 per cent during the four years.73 This
last requirement was especially applicable to the Italian
pre-union automobile tariff of 40 per cent,

Although it was peinted out by those within the

"21v34,, p. 83.

73"Treaty of Rome", Comrmon Market Repcrter, op.
cit., Articles 1217,
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Common Market that a reduction of 10 per cent on even a
sizable tariff such as the 30 per cent French automobdile
tariff would result in a lowering of only three percentage
points, the impact of the reduction on this major industry
remained to be seen, The French and Italian auto industries
were especially fearful of increased competition, And so
it was with considerable hesitancy that the countries
embarked upon the first reduction of tariffs in 1959,
Theoretically they knew that there was far more to gain
than to lose in the long run, tut practically they had
doubts about the severity of adjustments and competitive
changes in the short run., From the tariff levels of the
base date, January 1, 1957, the first 10 per cent reductions
were made in January of 1959, Sone members, Italy and
France, extended their cuts in whole or in part to 2ll

other members of the Organizaetion for European Economic
Cooperation and GAT‘I‘.74 Ad Justments for realigning the
common external tariff (CXT) were not to begin until

January 1, 1961.75 The secené cut of 10 per cent was made

7uBu11etin fron the Eurovean Community,
(Washington, DC,: Community Information Service, 1960),
p. 11. Also: Special note should be made of the boldness
and courage with which France embarked upon tariff
reductions, remembering that France was the most highly
protected pre-union economy,

75"Treaty of Rome", Common Market Reporter, op.
cit., Artiecle 23,




on July 1, 1960, As a result of negotiations on May 10
and 11 of 1960 by the Council of Ministers of the European
Economic Community, a third 10 per cent made on January 1,
1961, put the Common Market a full year ahead of schedule
on tariff reductions, The third scheduled cut was a
reduction of 10 per cent on December 31, 1961, effective
January 1, 1962, This resulted in an over-a211 reduction
of L0 per cent instead of the originally planned 30 per
cent reduction.76 Besides the over-all uniform reductions,
in April of 1961, France made an additional 10 per cent
cut in the tariff on auvtos., This was in accordance with

a planned over-all reduction by France of from 5 to 10

per cent on all products.77 Speaking with figures then,
the supposedly modest cuts in tariffs for the member
countries were not so modest after 211, West Germany

had reduced lts tariff on vehicle imports from 21 per

cent to 12,6 per cent, Benelux from 24 per cent to 14,4
per cent, France from 30 per cent to 16 per cent, and

Italy from 40 per cent to 24 per cent. Nearly half the

protection enjoyed by these countries was eliminated 1n

only three years,

76The First Staze of the Common Market, op, cit.,

p. 17.

77Reductions of 5% were made on most agricultural
commodities and 10%Z on industrial products. Ibid.,, p. 17.
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It is difficult to meke any exact appralsal of
the impact thls substantial reduction in tariffs had on
the three auto-producing economies, Some very worthwhile
cbservations based on the information that i1s available
can be made, however. As noted earlier, there was
considerable apprehension about the effects of tariff
ad justments on the automobile industry., It was found,
hovwever, that the increased competition and output
resulting from the over-all internal liberalization more
than made up for any negative aspects of the integration
movement, Each country found that its markets were
expanding at more than a rapid enough rate to offset any
losses in domestic sales to imports.

Table 4 shows the irncrease in exports of vehicles
by each of the three major prcducing countries during
stage one, From Table 4 it can be seen that the three
countries expanded vehicle exports on an average of 300
per cent during the first stage, This was not at the
expense of domestic production or sales, In the same
period of time production was up by 100 per cent in Italy,
85 per cent in Vest Germany, and over 50 per cent in
France.78 These increases are not all due to the

liberalization of tariffs on vehicles alone, but it can

78ynves, op. cit., April, 1963, p. 62,
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TAELZ 4

EXPCRT OF PASSENGER RCAD VZEICLES AND TIEIR
PARTS TO CCXMON MAEKET MENEERS, 1957-1961
: IN NMILLICNS CF U.S. DCLLARS*

FRANCE WEST GERMANY ITALY
1957 39 110 37
1958 52 120 60
1959 110 130 83
1950 140 180 89
1961 140 250 110

#United Nations Monthly Enlletin of Statistices,
April, 1963, p. xxii,

be said that they are the result of the total integration
effort, The efficlency of exchange and ultimate consumer
satisfaction improved to the degree that everyone
benefited. Of course, some, such as Germany with its
Volkswagen, benefited more than others, but there were no
sustained losses due to liberalization., It was as a
consequence of greatly increased benefits that the progran
of tariff elimination was stepped up., It was found that
the process of change and adjustment was not going to be

as painful as previously expected, This was true in



67

nearly every industrial sector of the Market,?/? A1l
reductions during stage one were linear, meaning that
the requirement of a minimum cut of 25 per cent in the
basic duty on all products had been more than fulfilled.eo
Having established the fact that the higher the
level of pre-union tariffs, the greater will be the
prospective benefits from integration, it can be argued
that those products areas most highly protected by tariffs
are the areas whilch represent the greatest possibllity of
gain from libsralization., This can be demonstrated as
follows, The six product catezories shown in Table 5
represent some of the most highly protected industries in
the pre-union Common Market countries.81 They also
represent six areas where considerable gains were realized
durling stage one of the liberalization, For example, the
clothing, paper products, and porcelain industries in the
countries were protected to the degree that maximum

efficlency in production and resource allocation was

79The majority of severe cases were connected
with agricultural products, which are not included in
this study for reasons previously mentioned,

80rne First Stage of the Common Merket, op. cit.,

p. 17,

81The zero tariff on salt in Italy is because of
the Italian state monoply which totally restricted any
imports, 1Ibid,, p. 23.



TAELE 5

PRE-UNION AD VALCREM TARIFFS FCR SELECTED
PRODUCTS IN CO¥MCN NARKET COUNTRIES#*

PRODUCT BENELUX  FRANCE ITALY WEST GERMANY
Clothing 2L 23% 28% 2L
Insulated wire 12 22 27 10
Paper bags,

cardboard

boxes, etc, 20 2k 30 23
Penicillin 12 15 35 21
Porcelain 24 25 36 20
Salt 11 30 0 18

#Market Eurove, (New York: Morgan Guaranty Trust
Company of New Yorx, 1961), pp. 66&67,

uwnattainable, The 40 per cent reduction in these tariffs
during stage one allowed production to relocate according
to efficiency rather than protection. This result was
almnost certain to occur., The clothing industries began

a reorganization in order to specialize in the moest
advantageous product lines; this resulted in increased
savings to the consumer over and above those that resulted
from lower import duties, 1In each of the countries more
products became avalilable and at lower prices, Contrary
to beliefs held prior to formation of the union, the

najority of industries found that they were able to
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specialize in certain prcducts cr processes, The paper
industry, for example, has specialized to a considerable
degree, Eoth import and export trade showed increases
for all member countries during stage one.82

Although positive consumption and production
effects can be attained threugh integration, it is also
possible that negative producticn arnd comsumption effects
can result from discrimination by the customs union members
against products from third countries, This is the main
argument for liberalizing external tariffs at the same
tire that internal trade is t2ing literalized; this is to
¢liminate the possibility of negative effects reducing
the benefit from positive effects.83 The interdependence
of polnts two and three 1s easily seen, BReciprocity plays
a heavy role in the establishment of tariff levels, The
level of tariffs and tariff reducticns by any country are
tizd in great part to the actions teken by others, Although
pre~union tariff levels are teing considered at this point,
the practice of reciprocity in trade agreements or
disagreements has much to do with the nature and the

magnitude of pre-unicn tariffs.

-

82
Eurcre Tedav - Julv, 1042, Commen Market
Reporter, cop, cit,, Article 004,13

1,

-

83Jacob Viner, op. ctt., r.
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The tariff level of the Common Market during the
first year of stage one was the same for every country
since no cuts had been made internally. It would almost
seen as though the Council of ¥inlsters of the EEC had
been brushing utp on the theory cf integration in the fall
of 1958, A meeting was called in Brussels on December 3
of that year, and from this rmeeting came the announcement
by the Councll that, in addition to the required internal
reductions to be made on January 1, 1959, according to
treaty provisions, thne countries of the Common Market
would also extend this 10 per cent reduction to all other
OEEC members, to all other members of GATT, and to those
nonmembers of GATT who benefited from the mostefavored-
nation clause, The reduction was not extended to ECSC
(European Coal and Steel Community) products and was to
epply only to tariffs which were above the level of the
future common external tariff, The action was taken on
a unilateral basis, although it was indicated that
reciprocal gestures would be appreciated.su This action
on the part of the member countries was in perfect accord
with the theoretical concluslions established earlier in

this section, The countries realized that it was to their

BuBulletin from the European Community, (Washington
D,C.: Information Service, December, 1958), p. 1.
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advantage to 4o everything possible to liberalize trade
on an external, as well as an internal, btasls,

The Tariff preference enjoyed by the Common
Merket members has been sald to be considerable in
conparison to nonmember countries, This preference 1is
not, however, as great s might be assumed from a passing
glance at the figures., The reasons for this, some of
which have been mentiored briefly in the preceding
paragraphs, are as follows, The initial cut in tariffs
on January 1, 1959, on industrial goods was extended to
all members of CEEC and GATT, although no tariff was
reduced below the level of the CXT, The second tariff
cut was extended by the Eenelux countries to nonmember
countries for products on which the duty was higher than
the common external tariff (CXT). The Federal Republic
of Germany had made a tariff cut in August of 1957 for
2ll members of GATT so that thelr second cut had no effect
on the level of duty for most industrial products, In
April of 1961, France cut tariffs by an additional 5 to
10 per cent for all products and countries, although the
levels could not go telow the cormon external tariff

(CXT).85 From these four reasocns it is evident that the

85rhe First Stape of the Common Market, op. cit.,

p. 17,
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Common Market countries are nt* attempting to isclate
themselves economically, and that they have realized the
advantage of reducing exterxnal tariff barriers at the
sare time they are liberalizinz internzl trade: this in
crder to raximize the total benefits to be galned from
integration,

Alzo to be coensidered in any discussion of pre-
union trade barriers 1ls the matter of quantitative
restrictions and their use as barriers to the free movement
of goods, A guantitative restriction differs from a tariff
in that it restricts the amount of a goocd that can be
imported. A tariff sets no limit on quantity but takes
each good by unit, Quotas can be elther bilateral or
£lobal, A bllateral quota is one which sets the maximum
amount of a good to be imported from a certain country
in a given period of time, A global quota is set up in
the same manner except that the amount or quota applies
to all countries on a competitive dbasis,

The unlgque factor assoclated with removal of
quantitative restrictions is that this form of trade
libteralization can onrnly result in positive production
effects, This is true because, 17 quotss had been
cffective, thelr removal will increase internal trade

without causing any reductiocn in trade with third countries,
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In tre area cf quanitative barriers, the Treaty
rrovides for graduzl recductlion In gqucta restriction,

The rapié growth of the Community has, however, permitted
the menmbters to liberallze gquanitative restrictions at a
much faster rate than was criginzlly planned and expected,
The Treaty of Rome cget January 1, 1955, as the treginning
date for initial literalization of qucta restrictlons.86
According to the Treaty, on this date member countries
vere to "globallize” 211 existing import gquotas sc that the
total quotas would be zpplicekle to each of the other five
Commen Market memters,

An example will help to explain this
“zlobalization", 4Assume that Pelzsium had, tefore tre
union, a quota of 2,000 shirts from France and 3,000 shirts
from Italy. When these quctzs were globallized, the
individual quotas were added together, thus meking a 5,000-
chirt quota. This £,000~-unit gucta would then apply to
all of the member countriles peaning that, for example,
all countries of the union could then sell any number of
shirts each per year in Eelgium until the 5,000-unit gucta
1s f1lled., The quotas fcr the meumber countries were zlso

increased by 20 per cent and, ss applied to the example

86"Treaty cf Rome", Common Varket Reporker, op.
cit,, Articles 30-33.




above, all countries would be permitted to sell any number
of shirts per year in Belgium until 6,000 units had been
sold.

If any member country had a nil or negligible
quota on the import of a specific commodity on January 1,
1959, this quota had to be enlarged vis-a-vis all other
members to at least 3 per cent of the domestic production,
On January 1, 1960, nil and negliglible quotas were to be
raised to 4 per cent of national production, and on
Januvary 1, 1961, to 5 per cent, 87

There was some leeway allcwed in the enlargement
of quotas for member countries, Although the over-all
8lobalization of quotas was to have been enlarged by 20
per cent, a minimum of 10 per cent was set for each
commodity. This allowed quotas on some commodities
particularly sensitive to competition to be enlarged at
a slower rate than sozme others, but still the over-all
percentage increase had to be 20 per cent, DMember states
were also allowed to resort to quotas in order to soften
the effects of duty alignment in certain instances, 1t
was realized, however, that these quota arrangements
involved the risk of failure to establish a complete

customs union by allowing quotas on nonmember imports to

871v14., Articles 30-33.
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vary frecm member to rmember and therefore should te allowed
only on a temporary tasis to mule it possidle for a member
country to adjust and prepare for the suksequernt freein
of trade,

Quotas are recessarily a far less flexitle way
of restricting and controlling imports than are tariffs.
For this reason, it was felt that the initial changes in
quotas would have fzr more repercussicns than the
relatively insignificant 10 per cent cut in tariffs, Eut,
crice again, 1t was foundé that the liberalization of quotas
did so much to enhance trade and competition that, once
started, quota enlargement proceeded at an even faster
race than did tariff reductions, The Treaty called for
an initial erlargement of globzl quctas by 20 per cent,
Thereafter the quotas were to have teen increased by egual
amounts at dates approximately a year apart and spread
over the three stages of liberalization., So much was
galned by the initial enlargements, hcwever, that by the
er.d of the first stages, December 31, 1961, all intrastate
quotas had been totally eliminated.es This action
represents probably the most signiflcant single plece of

liberalizatlon in stage one,

885nrone Todzy - Julv, 1962, The Cormorn Market
Reporter, op. cit,, Articlie 9GC3,.10,
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The area of nil and negligible quotas also
presented problems to the member states and especially to
the highly protected French econcmy., Of special interest
again is the state-operated French auto industry.89 Prior
to establishment of the union the quota of auto imports
to France stood at less than 1 per cent of national
prcduction, Therefore, besides lowering duties in January
of 1959, France was also obligated to triple the quantity
of imports allowed. The industry tock this in stride angd,
during the next three years of stage one, increased quotas
two more times, For the entire Common Market nil and
negligidle quotas were increased, on an average, to nearly
10 per cent of national production for each country and
will be totally eliminated far ahcad of the original
schedule,?°

The situation of nonmember quotas presented, as
mentioned before, special protlems to the community seekxing
a complete customs wmion. It was therefore decided by
the member countries that specizl concessions, where

absolutely necessary, would be rade by adapting customs

89Approximate1y 80 per cent of French auto output
is centered in the government owned and operated Renault
works, Economie Survey of France, (Paris, France: OEEC,
February, 1960), p. 18.

90The First Stawe of the Common Market, op. cit.,

p. 22,
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duties to the economic situation in the member states,
Whenever requests were made in accordance with the
provisions of Article 25 (1 and 2), decisions and
proposals were based upon the fact that quotas were not
allowed to exceed the limits beyond which the transfer of
activities to the detriment of other member states was to
be feared, Out of 159 requests for preferential treatment,
a number of which were later withdrawn, 78 were granted.91
A particularly important problem was raised by requests
for quotas on troplecal wocds, These quotas, granted
provisionally to all member states except France, were
severely criticized by the African states, who were
interested in establishing a preferential market. The
problem was resolved in two ways. A Council decision
suspended until stage two the duties of the CXT on one
important variety of tropical wood (obeche) and the member
states concerned gave up the quotas granted by the
Commission for 1961, An exception was made for Italy
because 1t was recognized that a renunciation of quotas
would force her to apply a duty of 4.3 per cent on imports
of tropical woods from nonmember countries (other than
obeche) while her partners would levy a duty of only 1.5

per cent on these same imports. The commission granted

M1vi4,, p. 19.
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Italy a tariff quota as a duty of 1.5 per cent for the
last quarter of 1961 for tropical woods in the rough,
(other than obeche),9?

State monopolies in elther production or
distribution of a given product can also be regarded as
barriers to trade liberalization, Through legal means,
a country with monopoly control can totally restrict the
production and/or sale of a good, Liberalization, with
accompanying free trade and competition, should deal
effectively with the state monopoly., Article 37 of the
Treaty sets forth the provisions which prescribe the
progressive liberalization of the state monopolies which
exist in the Federal Reputlic of Germany, in France, and
in Italy.93 None exist in the Zenelux countries,

The primary state monopolies in Italy, France
and West Germany control the prciuction and sale of
tobacco, salt, quinine, ard cigarette paper. Italy has
more state monopolies than any cther member country, The
state monopolies in these countries have been forcefully
dealt with in stage one and amounted in certain cases in

Italy to an abolitlion of the monopoly. Nost progress was

921p14d,, p. 20.

93"Treaty of Rome", Common Market Reporter, oo,
cit,, Article 37,




made durlng stage one toward the elimination of tobacco
monopelies in all three countries. Italy has authorized
imports of tobacco from the five other members, but these
countries must take all risks involved in marketing the
product, France has agreed to specific purchases from
Benelux and West Germany. In return the Federal Republic
has agreed to accept imports in limited quantity from
France and Italy. Tre dutles on tobacco at the end of
stage one, although still in the 25 per cent range in all
countries, had been reduced by considerably more than the
L0 per cent reductions on most industrial goods.94
In concluding this section on the level of pre-~
union trade barriers, it should be emphasized that there
has been considerable compatibility between this area of
integration theory and the historical operation of stage

one of the Common Market, The first stage is a

contemporary demonstration of the validity and applicability

of this theoretical analysis.

9)‘LThe First Stare of the Comron Market, op, cit.,

P. 23,



CHAPTER III

FACTOR ¥XOVEMENTS, LABCR AND CAPITAL

In this chapter the theory of labor mobility will
be discussed first with the empiricel analysis immediately
following. The same will be true for the dlscussion of
capital mobility., There is some overlapping in the
initial paragraphs since the discussion is in terms of
productive factors which include both labor and capital.

A speclial section in this chapter is devoted to an
aralysis of Italian and West German labor problems during
stage one,

Of special importance to any attempted
integration project is the movement or mobllity of the
Tactors of producticn., Prior to the establishment of the
Europcan Economic Ccmmunity tre countries of Western
Europe had devoted their integration efforts almost
entirely to libveralizing cormercial transactions, In the
Treaty of 1948 establiching the Organization for European
Economic Cooperatlon the need for free movement of the
factors of production was recognized, Shortly thereafter
the member countries agreed, on a lirmited basis, to tegin
removing restrictions on the international movement of

80
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factors, The member countries made no significant progress
along these lines, however, and the restrictive spirit
remained widespread.1

Historically speaking, the classical international
trade theorists assumed that the factors of production
were internationally immoblle, This assumption is subject
to criticism on the grounds that "international® is a
vague term and has little application in many instances
of factor mobility.2 The best example of interregional’
roblility 1s the United States when considered as a common
market, Free movement of goods among the states is
accompanlied by equal freedom of factor movement, It is
difficult to make a distinction between interregional and
international movements, and it is especially difficult
in the case of a customs union, &n integrated union is
supposedly one economic unit and therefore, at least
economically speaking, has no international boundries.
Yet in the geographic and political sense, boundarles still
exist, In a customs unlien it would be best to speak of
interrezional moverments, but fcr now it must be assumed

that there 1s still a difference betvieen the two terms.

10EEC Report for 1950 (Paris, France: Organization
for European Economic Cooperation, 1950), p. 213,

2Bela Balassa, Theory of Econcmic Intecraticn
(Homewood, I1l,: Richard D, Irwin, 1661), pp. 80-83.
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The most controversial aspect of factor movements
in integration theory is the gquestion of whether or not
conmodity trade will reduce the disparities of factor
prices in the countries 1nvolvad.3 Ell Heckscher and
Eentil Ohlin first developed treoretical cases and models
to investigate probable outceores of liberalization on
factor prices.4 Assuming identical production functions
and factors, differences in the guantity of factors
avalladble in individual countries are the principal reasons
for trade. For example, if ore of two countries is labor
intensive, and the other is land intensive, the first
country will export to the seccnd goods requiring large
amounts of labor in their prcduction, and the second will
export to the first goods requiring large amounts of land.
If both countries had egual amounts of factors of
production, trade would be of no benefit to elther. A
difference in the relative scarcity of the factors of
production between one country and another 1s thus a

necessary condition for a difference in coxparative costs

3Ibid., p. 80.

ll'Eli Heckscher, "The Effect of Foreign Trade on
the Distribution of Income", Readings in the Theorvy of
Internaticnal Trade, ed, H, S, Ellis and L, A, Metzler
(Pniladelpnias Blakiston Co., 1949), pp. 272-300,
Eentil Ohlin, Interresiorn=2l and International Trade
(Cambridge, Mass.: Harvard University Press, 1933).
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and consequently for international trade.5

Of course it is to be realized that relative
scarcity will affect the relative price of factors in
each of the countries. The difference in comparative
costs between import and export goods means a difference
in the relative amounts of factcrs used in the production
of the commedities, It can be seen that trade between
two countries will offset some of the disadvantages to
each of not having an abundance, or equal amounts, of all
factors of production. Forelgn trade will at the same
time create both an increase in the scarcity of factors
used for exports and decrease in the scarcity of factors
used for imports

It has been shown that trade will offset factor
disadvantages, but it has not been shown (and here is the
controversy) that trade will offset or equalize the prices
of the factors of production in the two countries,
Heckscher offers and example in his work to prove that
the equalization of factor prices will result from trade.6
It is as follows: assure equal conditions of production
(identical production functions) in each of two countries.

Each difference in the relative price of the factors of

SHeckscher, op. cit., pp. 277&278.
6Ib1d., pp. 285ff,
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production due to relative scarcity will make it possible
and profitable to obtain through trade any commodity which
requires relatively more of a relatively scarce factor of
production for another coxmodity in which a relatevely
more abundant factor is predominant, Trade can expand
until the relative scarcity cf the factors among the
countries has been equalized or, in other words, until
differences 1in comparative coste have been eliminated.

To clarify the preceding argument Heckscher
gilves an example similar to the following:7 assume the
relative prices of tre factors of production land (1),
labor (w), and capital (c) for both countries before
trade are as follows: in country No, 1, 1 =c¢c =w=1
mor.etary unit; in country No, 2, 1 = 3¢ = 4w = 3 monetary
uriits. Assume further that fcr two commodities, meat and
machinery, the amount of factor inputs required for
production in each country is 1 + ¢ + w and 1 + 3¢ + 4w,
respectively, Country No, 1 will therefore produce meat,
since it requires relatively less of capital and labor.
Country No, 2 will procduce machinery for similar reasons.
As country No, 1 reduces outrut of machinery and
substitutes meat, the relative scarcity of capital and

labor declines in that country. In country No, 2 the

"1vid., pp. 2862287,
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increased production of machinery increases the scarcity
of land, As a result, relative factor prices derived from
relative scarcity will change tos in cocuntry No. 1,
l=1,5 = 2w =1 monetary unit: in ccuntry No. 2,

1l =2c = 3w = 3 monetary units. This process of increased
specialization and trade would continue untll equalization
of factor prices (relative scarcity) is complete,

This example is subject to certain limitations
due primarily to transportaticn ccocsts and to other trade
barriers. It 1s generally concluded that trade will
reduce differences in factor prices within a customs
union provided that the countries involved have no great
differences in their prcduction functions. This analysis
is static and, of ccurse, such changes as productivity
rates and tastes and preferences may reverse the
equalization process.8

Also to be considered is the welfare aspect of
factor price equalization, If, for example, the supply
of a factor were elastic the country in which the lower
price existed prior to equalization could very well find
itself in the same welfare position after equalization,
This case would be especially applicable to labor as a

factor of production, If the supply were elastic there

8Bela Balassa, op. cit., p. 83.
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would be & greater than proportional percertage resporse
in labor offered to a given percentsge change in wages.9

It is this author's conclusicn that, although
theoretically sound, the analysis presented by Chlin and
fleckscher and later expanded by Paul A, Samuelson is not
for several reasons, fully applicable to the real world.10
First, it is improtatle that the countries, as assumed in
the foregoing analysis, will have identical production
functicons and quality of factors., Second, if specialization
occurs and one of the countries ceases to produce the
comrodity in question, the equalization of factor prices
and scarcities will not result, Transportation costs are
always involved in the shirment of goods between countries;
this will prevent any equalization process from reaching
a point of coemplete equallity cf returns. Filnally, changes
in productivity and the elastic supply would prevent full
equalizatien of factor prices,

Since it is recasonable to assume that trade will
not and cannot eliminate all c¢f the differences in

relative factor scarcities and prices, it is Jjust as

SThis concept 13 bzsed upon the Malthusian
proposition of subsistence wage levels and thelr
maintenance, Itid,, p. 88,

1OPaul A, Samuelson, "International Trade and
tne Equalization of Factor Prices", The Economic Journal,
June, 1948, pp. 163ff,
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reasonable to assume that some movement of the factors of
production will te necessary and teneficlal to any total
integration effort., The United States can again be used
as an example, Trade has not offset the differences in
factor prices which exist among various parts of the
country.

It should be pointed out that since commodity
trade can be locked at as resulting from disproportionate
shares of the factors of prcduction between countries the
movement of these factors internaticnally will tend to
reduce trade, other things teing equal, Factor migration
willl reduce quantitative differences in factor endowments
and therefore will reduce the differences in costs which
are trade-creating.11

Cf the factors of prcduction, land 1s, of course,
totally immobile; labor is also likely to be considerably
immoblile for reasons to be discussed below; capital and
entrepreneurial factors should be the most mobile, There
are many barriers to the mobility of productive factors,
but only the fouwr most important need to be mentioned.

(1) Of primary importance are the risk and

uncertainty in the international merkets for factors,

11pei1a Balassa, op. cit., pp. 83-86,
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The problem of joining the facter of prcductlion available
in one country with the Jjob to be done in ancther country
1s significant, Waste and inefficiency result from
inadequate information, which also causes misinformed
movemenits, Risk and uncertainty play an important role
in determining factor movements and can represent
considerable barriers to migration.lz It 1s interesting
to note the difference tetween labor mobllity and capital
mobility caused by a difference in the risk and uncertainty
in international labor and capital markets, Workers
hesitate to leave home because ¢f the risk and uncertainty
in adapting to new and different conditions abroad.
Caplital, on the other hand, is mecst willing to work in a
foreign country, but the elements of risk and uncertalnty
leave doubts as to whether the capital wlll be free to
return home when wanted,

(2) Legal restrictions are also of utmost
importance, If all other considerations are favorable
for the migration of a factor and the law prohibits the
rovement it can go nowhere., Most legal restrictions on
the movement of productive factors are in the form of

quantitative restrictions such as immigration quotas and

127v14,, p. 85,
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prohlbition of capital movements, These, as well as
exchange controls, vary the true economlc costs of factor
novenents and alter the rewards to be galned from migration,

(3) Differing rates or forms of taxation and
income redistribution can halt the movement of factors or
encourage uneconomic movements, Contrary to some opinion,
soclal charges alone wlll not affect the movement of
f‘actors.13 Capital movements respond to total costs per
unit of output and not to social charges., It is wages
plus social costs that will cause capital to move Jjust as
Tfor labor it 1s wages plus social benefits. The conclusion
from this would thercefore seem to be that it is unnecessary
for a customs union to align its social policies and
charges because such an alignrent would do nothing toward
increasing the efficliency of factor allocation,

Income redistribduticnal measures can affect
factor movements, however, They can induce capital
movements to countries with lower taxes and result in an
increase in the net return on cepital, Labor migration
can also be encouraged through greater redistribution
reasures in one country than in another, But still it is
total cost and benefits that affect mecvements rather than

the rate of tax itself, It is possible for a country to

131v14., p. 223.



tax the movement of a factor such as capital. By doing
this, the costs of mobility would be increased and the
efficiency of allocation reduced, In this case the rate
of tax would directly affect the movement of the factor,
(4) Psychological barriers to movement,
especially to labor, will result from differences in

14 To labor, these are

culture, language, and religion.
probably the greatest barriers to overcome,

The probvlem is not, however, simply a case of
removing barrlers to factor migration because arguments
in favor of restricted movement can be given, In the case
of considerable disparities in the form and magnitude of
taxation and income redistribution in two countries, it
is concelivable that a strong incentive for uneconomic
movement may exist, It could therefore be advantageous
to restrict the movement, for example, to an area of
workxers simply looking for increased social benefits,
For example, without restricticns the movement of labor
and capital would proceed from “poor" to "rich" regions.
This might cause an absolute deterloration of living
standards in the depressed area, and the per capita burden

of taxation would increase. Uneconomic Factor movements

can also result from differences in wage policles,

141v34., pp. 87-91.



government-financed social benefits, and monetary and
fiscal policies. For exaunple, income redistributional
measures might cause capital to move to countries with a
less equalitarian tax structure, whereas, labor might
move in the opposite direction.15 In this case the neced
is apparent to restrict these movements and, most
importantly, to coordinate the fiscal and monetary

policies of the customs union merbers,

Cecmmon Marzet Labor Movement Dnring Stare Cne

The Organization for European Economic
Cooperation issued the following statment 1n 19501

A reasonably free flow of labour between natlions is
2 desirable accoxmpaniment of the free flow of goods
and services in a multilateral trading system. The
freeing of intra-ZSuropean trade, which is one of the
principal tasks of the crganization, should therefore
be accompanied bty greater and freer movement of
labour between participating ccuntries, At the same
time, in countiries in which there is a surplus of
manpower, the problem of adjustment to measures for
the fgeeing of trade may te a particularly sericus
one,

The drafters of the Conrmon Market Treaty
visuallized a boundary~free coxrunity in which workers as
well as travelers would be free to crcss national

frontiers without rectriction., Such unrestricted

15Be1a Balassa, op. cit., pp. 85&86,
160EEC Report for 1950, op. cit., p. 214,




movement, it was felt, would promcte "the harmonious
development of econoric activities, a continuous and
balanced e¢xpansion, an increased stability, an accelerated
railsing of the standard of living and closer relations
tetween the member states."17 Articles 48 and 49 provide
that the free movement of laber shall be secured within
the Community by not later than the end of the twelve-
year transition pericd, The "free movement" involves
abolition of all discrimination based on nationality
regarding employment, wages, and working conditions., In
Article L9, the means of prcviding free movement of
workers 1s stated., The end i1s to be accomplished through
directives or regulations issued by the Ceouncil of
Minlsters setting up the measures to prcvide for the
literalization in progressive stages. Close collaboraticn
between national authorities erd the abolition of
administrative procedures, regulations, and restrictions
impeding the mcvement of labvor are required. Appropriate
nachinery for matching offers and requests for employment
is also to be set up.18

During the first year of stage one the necessary

17"Treaty of Rome" Tre Common Market Revpeorter
(Chicago: Commerce Clearing House Inc,, 1962), Article 2,

18

Ibid,, Articles 48%L9,
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committees and offices were establicshed to study the
probtlens of labor movement and meke recommendations for
action, On August 16, 1961, trhe Council of the Eurcpean
Economic Community, on the recommendaztion of its Commission
and after consulting the Economic and Social Committee
and tre European Parliamentary Asserxbly, issued its
regulation number 15 setting forth the first measures to
affect the free movement of werkers within the Community,
The measures became effective on September 1, 1961, and
will remain in effect until subsequent measures are taken,
The regulation concerns (a) the admissiocn and employment
of migrant workers and their families, (b) machinery to
assist in bringing persons offering and persons seeking
employment together, and (c¢) tre administrative machinery
responsible for insuring collaboration between member
s‘cates.l9 The most significant sections of this
regulation are as follows: Article 1 permits any national
of a rember state to hold gainful employment in any other
member state if no worker is availabtle in the regular
employment market of the other member state, A limit of
three weeks is set for finding a2 worker in the domestic

labor market, Article 6 provides for extension of work

19, complete ccpy of regulation No, 15 is
contained in the Ccmmon Merket Reporter (Chicago: Commerce
Clearing House Inc,, 1962), pp. 1016-1033,




permits for nationals of other member countries and
specifles the right to pursue,‘after three years, any
position for which a worker is qualified, Article 8
provides for equal treatment of foreign workers,
especlally in regard to wages and dismissal, Articles
15-28 precvide for the establishment of a European
Coordination Bureau to match jcb offers and workers
availabdble,

It is unfortunate that it took nearly all of
stage one for the countries to decide upon and issue the
first regulation for the freeinzg of labor movements within
the Community, The lengthy wailt was, however, offset to
a considerable degree by the ferce and magnitude of the
Initial actions, Also, where most reeded and before the
first regulation was issued, individual countries with a
critical labor shortage or surplus took action on their
own te alleviate the situation.

Just prior to the establishment of the Common
‘arket, Italy and Belgium experienced labor surpluses,
while France and the Netherlards faced shortages in
certain areas, Germany was in a reasonably balanced
position, Percentage unemployment figures can be used to
1llustrate this point, For the three years prior to

establishment of the unlon, average unemployment for the
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countries was as follows: Eelgium-Luxembourg, 7.0 per
cent; Italy, 9.6 per cent; Gerrany, 4.1 per cent; France,
3.2 per cent; and the Netherlands, 1,2 per cent,20 During
the years of stage one the situation changed considerably,
Comparative figures for 1961 were: Eelgium-Luxembourg,
5.9 per cent; Italy, 3.4 per cent; Germany, 0.8 per cent;
France, 3.5 per cent; and the Netherlands, 0.9 per cent.21
Some striking changes are immediately apparent., Unemployment
in Italy fell from 9,6 per cent to 3.4 per cent--almost
65 per cent. In Germany unemployment fell by more than
80 per cent to 0.8 per cent., These figures indicate a
conslderable change in labor market conditions in these
countries,

Table 6 gives the index of employment in the
rerber countries from 1957-1961. There is a close
relationship between the level of employment and unemplcyment
in all of the countries, During stage one, employment
rose slgnificantly in Italy, the Netherlands and West
Germany while remaining almost constant in Belgium,

Luxembourg, and France,

2oPercentages from registered unemployed in the
countries for 1955, 1956, ard 1957, Source: United
Nations Monthly Bulletin of Statistics, August, 1959,
P, 18.

2lynmes, April, 1963, pp. 12&13.



TABLE 6

INDEX OF EMPLOYNMENT IN MANUFACTURING FCR
COMNMON MARXET CCUNTRIES 1657-1961
EASE YEAR - 1953%

EELGIUN - FRANCE ITALY NETHERLANDS WEST

LUXEMEOURG GERMANY
1957 108 107 121 112 128
1958 104 105 124 110 130
1959 102 104 130 112 131
1660 105 106 136 116 138
1961 109 107 1L5s 119 143

#0ECD General Statistics, March, 1963, p. 36.

Concerning the Heckscher-Chlin and other theoriles
pertaining to the effect of liberalization upon fector
prices, as discussed previously, there is little evidence
in the Common Market during stzge one indicating factor
price equalization for labor. The increase in real wages
in manufacturing during stage one ranged from approximately
9 per cent in Eelgium-Luxembourg to 24 per cent in West
Germany.22 Due to the rapid expansion of trade the

relative scarcities of labor plus worker demands for wage

220ther increases were: Italy, 20%; Netherlands,
14%; and France, 184, Scurce: UNMBES, April, 1963, p. 116,
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increases due to increassed prcductivity were so great

that little if any equallization occurred, Real wages in
Italy were considerably lower than in any other country

at the begining of stage ore. Percentage increases in

real wages during this pericd show that, with the exception
of EBelgium-Luxembourg and--to a lesser degree--the
Netherlands, no significaent wage equalization occurred,

In fact, the gap even wldened in the case of Italy and

West Germany,

It wlll be best to discuss the labor situation
and movements on a country-by-country basils for stage one
of the liberalization. Cn the whole, there was no tension
in the labor market of Eelgium-Luxembourg during stage
cne, The most acute labor problems came in the coal
mining industry, where employzent fell steadily during
the filrst stage. The Belzium goverrment with the help
of Community agencies began a limited retaining program
for displaced miners in 1959. The maintenance of
unemployment benefits for these workers acted to
discourage their migration to Jjobs in other member
countries. During stage one, some 12,500 workers migrated
from Belgium to Germany and epproxirately the same number

23

migrated to France,

23see Table 7, p. 99.



TAELE 7

IMMIGRATION AND EMIGRATICN FCR GERMANY FRCM AND
TC MEKBER CCUNTRIES 1957-1G61%

IMNIGRATION
1957 1958 1959 1960 1961 %#

Belgium 2,616 2,779 2,884 4,283 5,500
France 11,164 11,578 12,780 14,296 16,000
Italy 22,912 30,564 50,688 145,255 175,000
Luxemboursg 1,856 1,711 1,594 1,510 1,500

Netherlands 5,580 9,223 9,43 14,342 12,000

EMIGHRATION

Eelgium 2,051 2,171 2,239 2,182 2,200
France 7,884 8,323 8,140 8,883 8,500
Italy 12,874 17,918 28,998 59,230 70,000
Luxembourg 1,767 1,61k 1,502 1,226 1,300

Netherlands L, 333 5,082 6,306 7,690 7,000

#Gzneral Statistics Annuzals of the Federal
Republic of Germany 1958-1962,

#¥#Unofficial estimate,
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The labor situation in West Germany during stage
one was most critical., In September of 1960, there were

2k The

more than 520,000 Jjob vacancles in the country,
situation was made worse by a gradual shortening of the
work week during the four yeers and especially by a halt
in the flow of workers from East Germany in 1961. This
source had been providing about 150,000 skilled workers
per year.25 Table 7, showing immigration and emigration
for Germany during stage one, explains a major portion
of labor movements in the Community for the period,
Several trends can be seen in the data given. First,
total movements both to and from West Germany increased
from 1957 to 1961, The primary source of movement was
to and from Italy and France., The case of Italy will be
discussed in a later section, The figures for France
show that, while immigration has increased considerably,
emigration has remained about the same or at least has
not kept pace with immigration. The reason for this is
that the restrictions on length cf residence permitted
in a foreign country were literalizaed during stage one.

This has been a primary area fcr literalization by all

2chonomic Survey of YWest Germany (Paris, France:
OEEC, November, 1960), p. 10,

251 p1a,
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of the member countries, The net inflow of foreign labor
to West Germany averaged just over 20,000 per year from
1955 to 1959, In 1960 the net inflew was 111,000 and in
1961 1t was 195,000,2°
The relationship between the gradual reduction
in unemployment benefits for displaced Eelglan coal miners
and the increase in immigraticn to West Germany is also
significant and tends to bear out the previous statement
that high unemployment berefits discourage labor migration,
Although manufacturing employment did not rise
in Prance during stage one, there were significant
movements of forelgn labor to other sectors of the econonmy,
mainly to agriculture and to the extractive industries.
In 1959, LL,000 net foreign workers entered France; in
1960, 50,000; and in 1961, 86,000.27 The vast majority
of these workers were from Italy, and thelr emigration
to France during stage one averaged 62, 634 per year.28
Italy will be discussed separately at a later

point, but some general information can be given here,

26Economic Survev of Wesct Germany (Paris, Francet
CEEC , January, 1963), p. 12.

27Econcmic Survey of France (Paris, France: OEEC,
July, 1962, p. 11,

28Europa Yearbtoo¥, Vol, I, Part II (London:
Europa Publications, 1G63), p. 678.
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The birth rate and populaticn growth rate have fallen
considerably in the past ten years, No accurate current
statlistics are avallable for Italian immigration and
emigration, but the best estimates show net emigration
in 1958 to be 75,000; 1959, 96,000; 1960, 140,000; and
1961, 163,000.29 Although Italy has been constantly faced
with a surplus of manpower, bty the end of stage one areas
of full employment were emerglng in nothern parts of the
country and internal migration from the southern provinces
was accelerated, even though there was difficulty in
finding workers with the special skills needed for
industrial expansion.30

The Netherlands throughout stage one suffered a
serious snortage of labor and was unable, eilther through
population increase or immigraticn, to obtain enough
workers., Allowing for frictionzl unemployment of 0,5 per
cent, uremployment in 1959 stood at 1.8 per cent, in 1960
at 0.9 per cent, and in 1961 was almost nonexistent.31
Holland has suffered cornsistent labor losses from

emigration in excess of immigration, Young workers have

29Economic Survey of Italy (Paris, France: OEEC,
February, 1963), p. 15.

307vi4., p. 11.

31Economic Survey of tha Netherlands (Paris,
France: CEEC, July 1961), p. 51.




become dissatisfied with the social structure in Holland
and have left the ccuntry in increasing numdbers 1in recent
years.32 Emigration averaged in excess of 15,000 per

year during stage one.33

Ttoly-=A Study of Workse>» Mcehility and Immobility

As stated ezrlier, the major labor movements
during stage one took place tetween Germany anéd Italy.
In the paragraphs to follow, an attempt will be made to
analyze this most important of labor changes in stage
ore of the Common Market integration,
The history cf Italizn labor movement is a most
corplex case of rigid restrictions placed on workers and
thelr movements, M, Gardner Clark wrote in 1954:
No other nation is maXking a more determined effort
to facllitate the exigration of 1lts surplus population,
But at the same time this country limits internal
migration and mobility of its labor force through
laws and administrative cdevices which are by far the
most restrictive in the world.3“

The devices instituted by lMussolini in the 1930's were

of an extremely restictive nature, and provided that:

321b1d. Also see Table 7, p. 98.

33Europa Yeartock, or. cit., p. 737.

3“M. Gardner Clark, "Gcvernmental Restrictions
to Labor Mobility in Italy," Inrdustriazl z2nd Laror Relations
Review, VIII, No. 1 Act, 1954, pp. 3-183.




"No person can move from his home town unless he can prove
he has a steady Job elsevhere”; and that; "It is illegal
for an individual to seek employment on his own,"35 The
results of such laws as these are plain to see, If a
worker became unemplocyed he simply remained so. The
practice of total centrol over the job placement and
circumstances of employment preserited an insurmountable
tarrier to worker mobility and retraining. The result
was a wall of immobility bullt with social, educational,
legal, cultural, and economic barriers to the free movement
cf labor,

It is surprising that urnemployment was actually
as low es 1t was on the eve c¢f the Common Market, During
tre five years ilmmediately following World War II
unemployment had been unusally high, even for Italy. The
early 1950's marked an increase in pepulation in Italy.
and the beginings of liveralization., The stress placed
upon emigration was of littlc consequence to the Italian
worker, however, tecause of the barriers to mobllity and
equal work status in other Eurorean states, There 1s
little gquestion that the rigid centrols eperated in such
a way as to hold the uses of foreign labor below the

number that could have teen absorbed in the European

351v1d., p. 3.
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Comrnunity.36 The majority of emligrants from Italy to
other European states were only cn a temporary permit
while working in other states, Thus as soon as business
activity slackenred, the Italians were the first to tecome
unemployed, Ey sending them home the result was to
concentrate unemployment in the area least able to bear
the burden, With only temporary permits the foreign
workers made little if any attempt to integrate themselves
into their new surrouxndings. Yany times the workers, on
a temporary pernit basis, were rot the type who would be
chosen or would choose to remain on a permaenent basis,

The systems of restrictiong, quotas, and barriers
continued in the nmember countries until, during the first
stage, the shortage of labcr iIn France and especially in
West Germany became so critical that the nenmbers were
forced for theilr cwn teneflt to do something about the
situation, Prior to the issuance of Regulation number 15
in 1961 and the establishment of the European Coordination
Bureau any progress toward liberalizalng labor movements
was on a bilateral tasis. These tilateral agreements
could still be fused into the Commen Market cooperative
effort at a later date, Gerrany, faclng critical labor

shortages beginning in 1958 and aware of the unified plans

361v14., p. k.



for the Market as a whole, sct up machinery on its own
to facilitate the movement of fcreign workers to areas
of need in the econony.

Between 1941 and 1958, of the annual increases
in West German employment, only atout 1 per cent was
accounted for by new workers from abroad, and only 0.5
ver cent of the labvor force were foreigners.37 The year
1959 marked the beginning of rapid change in this situation.
In 1959 nearly 5 per cent of the increase in national
employment were foreigners; in 1960, over 30 per cent,
By 1960 there were some 350,000 foreign workers in West
Germany--twice as mrany as the previous year.38

The German Federal Placement and Unemployment
Insurance Institute was the body set up to recriuit needed
foreign workers, It was set up along lines very similar
to the European Coordination Eureau described above,
Forecasts were made as to needed workers, information
concerning conditions of life ard work were published,
and offices were maintained in forelgn countries to recruit

workers, In 1959 the German office placed 25,004 Italian

37Heinrich M, Dreyer, "Immigration of Foreign
Workers into the Federal Rerpublic of Germany," Internaticrnel
Labor Review (July, 1961), pp. 1-23,

381144,
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workers; in 1960 the figure jumped to 92,284,39

The implications of this labor movement are
significant, Employment during stage one, 1957-1961,
went up 24 per cent in Italy and 15 per cent in West
Germany, Unemployment for the same period fell by 6.2
per cent to 3.4 per cent in Italy and 3.3 per cent to 0,8
per cent in Germany. In number, unemployment fell by
roughly 900,000 in Italy during stage one, and by 500,000
in Germany for the same period of time.uo It is evident
that migration of Italian workers to other member countries
did not hurt the Italian economy at all but in fact aided
i1t considerably, All workers going to other member
countries were employed, and this employment definitely
benefited these nations, The gain from migration was
therefore double, It must be remerbered that the gains
from trade which offset relative scarcities of labor are
obtained in the long run, t cen be seen that the German
economy, applying this theory, was in no positlicen to wait
for relative scarcitles to te offset in the lonz run, It
was more than a relative scarcity which faced Germany;
she simply had no more domestic labor avallable,

There was no time to walt for factor equalizations,

1v1a., p. 11.
MOynmms, April, 1963, p. 12.
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Germany needed labor, so she went out and got 1t, Cf
course, the costs for recrulting foreign labor were higher
than the costs for recruiting domestlc workers, but again
the need was inescapable., The question can be raised of
whether it wouldn't have been less costly to move German
plants (Capital) to Italy than to recruit workers from
abroad, A definite answer to this question is impossible;
1t may have been that greater risks and uncertainties

were involved in the possitle capital movements. For this
reason the need for freeing 21l productive factors again
presents itself, In order to maximize the benefits from
integration, freedom of enterprise and movement must be
allowed so that productive factors may seek their best
interests without restriction.

Another bvenefit from the freeing of factor
movements (in this case labor) can be seen in our Italian-
German example, The workers who go to Germany will, if
and when they return to their home country, be bhetter
trained than they were before leaving., This will result
in an increase in the level of economic “know<how" for
Italy and possibly an answer to the problem of depressed
conditions in the southern part of the nation,

From the standpoint of economic welfare, Italy

has improved the position of labor through the liberalization
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of trade and migration, There is no doubt that the
combination of these two is responsible for lncreaseqd
welfare, Although Italy was faced with acute population
pressure in the early 1950's the pressure subsided as the
birth rate fell soze 25 per cent between 1947 and 1958,%1
This could indicate a negatively elastic supply of labor
with regard to the increased level of living, but no
definite relationship can be established, A lower birth
rate coupled with net population losses estimated at
150,000 per year due to emigration does account for much
of the increased welfare enjoyed by Italy during the first

stage.'42

Elimination of the Rarriers +o Mctility

Of the barriers to mobility mentioned above,
significant relationships can be established between these
barriers and the Common Market otjectives and actions in
the liberalization of labor movements. The problems of
imperfect information have been forcefully dealt with
through the establishment of the European Coordination

Pureau, It is now possible for many Job cfferings in the

blTwentieth Century Furd, Furope's Needs and
Resources (New York: Twentietn Century Fund, 1961),
p. 40,

Y2144, p. 48,



Community to be known by and available to prospective
workers through its services, The elimination of imperfect
information to any degree will certainly increase the
efficiency of resource allocaticn in the Common Market
countries,

In the light of the previous discussion of
differing forms and rates of taxatlon as they affect factor
movements, the following can be said of the Common Market
objectives and actions, The countries are not attempting
to completely unify forms and rates of taxation, The
entire literalization program is working, however, to
eliminate social measures that would be harmful to the
effecient allocation of labor in the Market, Steps are
being taken to eliminate great disparities in lébor costs
and benefits that could cause misallocation of this
resource, For example, it was realized that France,
Germany, and Belgiunm, with per caplita social security
expenditures of £136, $132, and %148, respectively, could
concelivably draw, in an uneconocmic way, labor seeking
benefits from other member countries.u3 Therefore the
necessary steps have been taken to eliminate this problem

at thls time by making sure that those who move have Jobs,

u31b1d., p. 400, Per capita expenditures in
Italy and the Netherlands were £54 and $£56, respectively,
in 1958,
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In time the social security structures of the member
countries will have to be unified to allow the totally
free movement without diseconomies, but as stated earlier
this does not imply that all systems will have to be the
same, The member countries nave also vowed to unify their
economie policies, fiscal as well as monetary, to the
extent necessary to promote an integrated program of
oblectives and actions. A panel of economic experts is
attached to the Commission to assist with this coordination,
To insure the coordination of policies, two consultative
bodies were established during the first stage; the
Nonetary Committee and the Econcmic Policy Committee,
These committees, with representation from each member
country, make studies of and recommendations for policy
action, In the area of labor the committees have worked
toward lnsuring a better use of manpower within the
Cormunity. As soon as severe labor shortages appeared

in certain member countries, a werking party was set up
to study the lack of balance in labor markets and to make
recommendations for remedies.ua Cne result has been the
establishment of the training program for Italian workers

discussed below,

huThe First Store of the Common Market (BErussels:
European Economic Community Commission, 1962}, pp. L4&Ls,




Possibly of greatest importance 1s the work being
done to reduce cultural, educatiocnal, and psychological
barriers, The importance of liberalization in these areas
lies in the fact that people must understand one ancther
and themselves; and threy must get along together bvefore
they are able to work and produce tegether for the benefit
of each. Before Vorld War I people moved and worked
freely within the Western European countries.45 It was
not until the 1920%s and the imposition by the Urnited
States of quota restrictions on imnmigration, that the
workers in these countries became immobilized, The years
of nationalistic antagonisam in Western Europe left a mark
upon these people, The zoals of integration will not be
successfully reached until thils mixing process creates
Europeans rather than Italians, Germans, or Frenchmen,

The early stages of unification found instances
of Welsh coal miners refusing to work in the same pits
with Italians, and the refusal of Flexmisn~speaking natives
of Belgium to seek or accept employment in the largely
Catholic Frenchespeaking section of the same country,
even i1f it meant prolonged uremployment, Education will
do much to overcome these obstacles and to train needed

workers for present and future gererations. An example

uBG. ¥. Clerk, cov», cit., p. 10,
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of the need for education end retraining of workers is
fourid in the disparity tetween supply snd demand for
various pcsitions in the Germarn-Itzlian recrultment program,
There are far more applicants than cpenings fer the
occupations of tallor &and shoezzker, while serious shortages
ir the numbers of aprllicants in 211 phases of constructicn
work exis{:.l‘r6 Education and retraining in the changing
ways of economlce as well as sccial and cultural environment
will do much to lessen this type of barrier to successful
integration,
In an attempt to rermedy by practical measures

the disequilibriun which existed in the labor markets of
tre member countries, the Conmmissiocn and the policy
ccomittees worked out a program for rapid vocational
training of Italian worxers who are to take Jjobs in Germany
and the Netherlands. The program, covering 10,000 workers
at the end of stage ocne, is being financed with the help
of the governments of the countries involved.u7

The European Social Fund should also be mentioned
as an lmportant instrumzent for tre prometion of employment
facllities and mobility of lator tetween areas and trades

within the Commen Market, The Fund, established in 1660,

l"6Drey<=:r, op, cit,, p. 12,

z‘LI?‘I‘he First Stcee of the Common Market, op, cit,,




is authorized to reimburse cne-rnalf the amounts spent by
governments or other public authcrities on re-cmployment
and resettlement of labor, It provides financial aid for
recettling unemployed workers and for making up the level
of wages of workers who are texpcrarily affected by
industrial reorganization during the period when they are
welting to be fully employed again. This is a unified
action by the member countries, and it was responsible
for some twenty-seven million dollars allocated to the
budget of the Fund during the last two years of stage
one.LL8 It should be emxphasized that resettlement
expenditures will tend to prorote migration and more
efficient allocation of labor resources, whereas

unemployment expenditures will tend to discourage movement,

Stare Cne Capital Yovementzs in the Cormon ¥arketd

EBefore discussing Ccumor larket capital moverents
during stage one, it will te best to explain exactly what
will be discussed and to give a2 few specific instances of
the applicetion of the theory of capital movements to
customs union integraticn, It must, first of all, be
remembered that capltal is being considered in this study

as a factor of production, Therefore it 1s long-term

L"8I‘bid" pl 73-
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capital movements that wlll te urder consideration., Short-
term capital movements and balarnce of payments problems
as such will be of no importance to the study.

Three basic types of long-term capital movements
should be considered, First, there are long-term financial
investments, The purchase or sale of shares or bonds of
foreign firms or governments for other than speculative
pruposes would be an example cf this type. A second type
of long-term transactions would be such direct investment
as a firm setting up precductive facilities abroad, A last
form would be long-term governnment transactions, An
example of this type might te fcreign expenditures for
reconstruction or fcr the development of underdeveloped
regions,

Probably the most crucial of factors affecting
the internatiocnal flow of capital 1s the estimated degree
of risk and uncertainty involved, This degree is affected
by such factors as imposition of exchange ccntrols,
political and economxic instarility, and changes in
taxation and governmental contrcl over wages and prices,
The formation of a common market will greatly reduce the
elements of uncertainty among participants. The formation
of a customs union will result in closer economic and even

political associations which tend to reduce the degree of



risk and uncertainty involved in capltal movements.u9

Capital 1s devoid of most of the personal factors which
control the movement of lator, Capital is more sensitive
to differences in yields and policles,

Private capital movements came to almost a
standstill during the breakdown of the 1930's. The
beginning of the first stage of Common Market integration
found many of the old and established restrictions to the
mobility of capital in effect, Article 67 of the Treaty
calls for elimination of discrimiration and restrictions
against the movement of capital "inscfar as may bte
necessary to insure the proper functioning of the Common
Market."so Liberalization measures under the Treaty
affecting the movement of pensions, goods and services,
and the right of establishment cannot yield the desired
results “unless the capital that is avallable can be
transferred and invested without let or hindrance and
unless the factors of production can all be brought to
bear with maximum effectiveness."51 The Treaty requires

that current payments connected with the movement of

u9Be1a Balassa, op. c¢it., pp. 93-95.

50"Treaty of Home", Commorn Market Repcrter, ov,
cit., Article 67, Paragraph i1,

1 :
Slope First Stzge of the Common Market, op, cit,

p. 42,



cepital among member states must te free of all restrictions
by no later than the end of the first stage. The specific
requirements as to type and method of liberalization for
capital movements are to be carried out through directives
from the Commission,

The first directive to Article 67, prepared by
the Commissicn in cooperation with the lonetary Committee,
was adopted on May 11, 1960.52 It provided for the
unconditional freeing of a considerable range of capital
movements and the conditional liberalization of others,
and it indicated a third category of capital movements in
connection with which menter countries had given no sign
that they would soon be liberalized,

The first category comprises the most important
of capital movements. These are dircct investment, capital
movements of a personal nature, credits for commercial
operations, and dealinzs in securities quoted on stcck
exchanges, Securities deallings will not necessarily
result in the investment of ceapital as a productive factor.
It was felt, however, that the securities markets should

be liberalized in order to promote general inter-country

52For a complete text of the Directive plus =z
complete listing of the capital transactions in each of
the categories see Cormen Morket Reporter (Commerce
Clearing House), op. cit.,, pp. 1401-15C1,
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investment and participaticr in industry,

The second category of caplital movements which
are to be liberalized subject to certaln conditions
consists mainly of loans raised by ccrporations on the
capital market (medium and long-term), lcans and credits
of a2 purely flnancial character, and dealings in securities
riot quoted on stock exchanges, The condition of
liberalization in this category Ls that these movements
are not to be liberaliza=d if they conflict with policy
objectives of a member state,

The third category of capital movements that is
not to be liberalized immediately is mainly those short-
term capital movements which are not in the nature of
productive factors, This directive means that during
stage one of the libteralization the majority of capital
movements in the form of prcductive factors have teen
unconditionally freed,

In the area of eccnomic uncertainty, this
directive also represents a big step forward because the
future 1s far more certain, Measures taken to liberalize
the movement of capital can no longer be revoked
unilaterally but can only be revcked after the Community

procedure has been strictly observed.53 A most important

53he First Staze of the Comron Market, op. cit.,

p. 43.
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facet of the elimination of uncertalinty is the coordination
of fiscal and monetary pclicies by the member countries,
The Monetary Committee and the Economic Policy Committee
have worked with this specific cobjective in mind, The
currency revaluations ty France in December of 1958, and
by West Germany and the Nethcrlands in March of 1961 were
¢closely evaluated by the Committees in order to forecast
the effects of these changes on capital movements. At
each meeting of the Committees members report on the mest
recent financial trends in their respective countries and
the measures introduced and plarried ty the authorities
involved. In this way member countries are regularly kept
in contact with the policies and situvations affecting all,
There were no instances during the first stage of capital
libveralization being unable to proceed because of
conflleting policies of the different countries.5u
In the Common Market intra-country differences
in income and productivity are often more pronounced than
inter-country differences. It has therefore been of
importance durlng stage one to foster capital movements
to underdeveloped arcas of the market, The distinction
should be made at this point tetween the capital aid to

underdeveloped reglons, which can be most beneficial, and

54%1vi4., p. L2.



the caplital aild to depressed regicns, which most often

is an uneconomic moverent., Tre menber countries have not
wasted capital in unproductive or depressed areas, but
they have actively erngaged in the development of
potentially productive areas within the Community. The
European investment EBank was created in 1958 by the rember
countries to ald in this development, With a capital of
one billion dollars, the investiment of which was not
limited to heavy or tasic industries, the Bank made loans
In stage one of approximately 150 nrillion dollars.55

These loans covered an average of 15 per cent of the total
costs'of projects undertaken. This meant that during
stage cne some one btillion cdollars in capital was invested
in potentially productive underdeveloped areas within the
Community, Of this amount 684 million went to Italian,
263 million to French, 33 million to Luxembourg, and 20
million to West German projects. The funds invested did
not simply return to the countries from which they came,
France and Germany had supplicd approximately 75 per cent
of the original capital, The rest was divided among
Belgium, Italy, the Netherlands, and Luxembourg (which

contributed only two million dolliars), The Bank has

55EEC Commission, Fifth Ceneral Renort (Brussels,
Belgéums European Economic Community Commission, 1962),
p. 169,
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succeeded in keeping capital from being directed largely
toward already developed regicns; more than 90 per cent
of 1ts loans went to unéerdevelopecd areas.56 In sone
regions of France and Italy tne development programs have
been disappointing in that the rates of economic growth
in these regions nave barely kept up with those of the
more highly developred ones. Thne discovery during stage
one of natural gas near Naples and in Southwestern France
has, however, given a toost to the development of these
two regions, A&s a whole it can be saild that the Eurocpean
Investment Bank has been a success; even thouzgh absolute
differences between developed and underdeveloped reglons
have tecome greater the gap i1s widening at a much slower
rate, Many potential sources of output are now kinetic,
Although specific statistics are unavailable for
all the movements of capltal among the member states
during stage one, some significant relationships can be
established between productivity indices and the general
movements of capital to the countries from all other
countries, Productlvity increases in member countries
during stage one were as follows: Eelgium-Luxembourg,

15 per cent; France, 7 per cent; Italy, 25 per cent;

561v14,, p. 170.
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Netherlands, 17 per cent; West Germany, 15 per cent.57
For Italy, with an increase in productivity of

25 per cent in four years, the importance of capital
inflows becomes immediately apparent. Total~d1rect
investment plus net other long=-term private capital inflows
to Italy increased from 106.4 million dollars in 1957 to
611.8 million dollars in 1961.58 Member country capital
movements to Italy, which were neglizible in 1957, amounted
to 38,5 million dollars in 1961.59 A1l other member-
countries except the Netherlands realized a net flow of
direct investment and other long-~term private capital

funds during stage one; the Netherlands, whose net outflow
was several hundred million dollars during stage one,
financed a greater part of the capital expansion in other
member countries. The reascn for this outflow appears

to stem from the social unrest in the Netherlands,
mentioned earlier, Both capital znd labor, for various
social reasons, have teen flowing frox the country during

these four years, and there is little indication that the

outflow is subsiding,

57UNEES, February, 1963, pp. 9 and 16-23,

581nternational Yonetary Fund, Ealance of Payments
Yearhook, XIV (Washingten, D.C.: International Monetary
Fund, May, 1963), p. l-Italy.

59Ib1d. [} pc 3—Italy.




Each of the member states has found it possible
and profitaﬁle to liberalize capltsel movements according
to the treaty rezulations and issued directives, 1In the
case of Italy, precblems were expected in the area of
liberalized caplital movements, but none of any consequence
occured, Itallan literalizaticn preceeded simultarneously
Wwith liberalization in the rest of the member countries,
There were no Italian capital outflows of any consequence
until 1958, 1In the four years from 1958-1961, direct
investments abroad by Italy were 17.2, 53.3, 151.0, and
100.3 million dollars, respectively; and of the 1961
amount, 21.L4 million went to other member countries.éo
Italy has not reached the point where it 1s faced with a
ret outflow of capital, and this 1s where the real problexs

tezin, It remains to be seen what consequences or actlons

will appear, if and when this happens,

Liveralization of Entrerreneurizl ¥cvements

The free ncvernert of workers covered by Articles
L8 and 51 does not cover the frec rnovemert of all persons,
Great importance ils attached tc¢ the freedom of self-
eamployed persors to estatrlish themselves and to supply

services throughout the whole Comzunity, During the first

60

Ibid,
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stage of Common Market integration ro steps were taken to
liberalize the rights of estatlishment, On December 18,
1961, the countries zdopted a general program drawn up by
the Commission specifying the order of priority for
elinminating restrictions on freedom of establishment and
supply of services for individuals and corporaticns,
Begirning on January 1, 1662, literalization began with
priority accorded to those activities in which the freedom
of establishment constituted an especlally valuable

contribution to the development of production and trade.61

61The First Stogze of the Cormon Market, op. cit.,



CHAPTZR IV

SUMMARY AND CONCLUSIOXNS

Comeclnsions

In concluding this study, two findirgs should
be emphasized, First, it cen be stated that in all areas
exphasized the Treaty of Rome and the recommended
procedures were eccromically sound, Second, the Common
Market has more than achieved the zoals of stage one
liberalization set forth in the Treaty.

Cf major slgnificance in this study has been the
relationship of integration thecery to the actual operations
of the Market, Some aspects cf Common Market literalizaticn
were found to be more compatlitle with existing theory and
cthers appeared to te less cexpatitle with integration
theory, It was shown that trade creation did cccecur, but
no instances of trade diversion were found, The economic
area of the Market was tereficially increased and resulted
in more efficlent producticn and distribution., Ecomonic
c¢istances were considerably lessened by the adoption of
unified transport rates and regulations, and resulted in
savings to shippers. Social and cultural propinquity were
also increased by the estatlishment of the Eurcpean Schools
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and their emphasls on Zuropean understanding., Although
there were instances vhere cltizens of different countries
found it difficult or even impessible to get along together,
the brief period of stage one did find relations among
countries improved to a consicderable degree, Improved
realtions among the member naticns is evident in their
willingness to cooperate end coordinate objectives and
policies,

It is difficult to determine Jjust how much
benefit was gained from the reduction in trade bvarriers
among the memter couvntries, It can, however, be safely
concluded that the level of pre-union trade barriers was
sizable enough trat their partial elimination during the
four years of stage one did 1little if any harm to trade
and welfare for those involved, In the Common Market,
Gross National Product in terms of volume increased by
21 per cent from 1957 to 1961 and consurption per capita
increased by slightly wmore than 15 per cent.1 These
increases were more than twice the world average, It also
- appears that most nonmember countries did not suffer any
less from the internal liberalization; Common Market

trade with these countries Increased at a rapid rate

1The First Stare ¢f ths Comnmon Market (Brussels:
European Econoric Community Comrission, 1962), Annexes
No, 1 and No, 3,




during the period, Eoth exports to and imports from
nonmember countries increased bty slightly cover 35 per
cent during the first stage.z It can be concluded that
world welfare did not suffer in the aggregate from the
integration efforts of the Common Market countries.

Chenges in the terms-of-trade during stage one
o noct seem to be fully compatitle with integration
theory, but, as explairied, so maay variables are involved
that to make a defirite conclusion is impossible. The
terms-of-trade index for the Ccmmon Market improved during
stage one, but this improverent cannot te attributed to
an excess of trade creatien over trzde diversion in any
positive way.

The stage one movement of the factors of prcduction
leaves the most doubts as to the conpatibility of theory
and fact in Common Market intecration, Althousgh integration
theory asserts that capltal is likely to be more mobile
than labor, the study indicztes that the opposite may
well have teen true for Common larket integration, It
can be concluded that, during the first stage of liberali-
zation, labor was at least as mobile as capital, if not
more mobile than capital, Therc was also no evidence

that any factor price equalizaticn occurred during the

27114, , Annex No. L.
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brief span of this period. The bernefits of freeing the
movement of the factors of procduction were mest clearly
demonstrated.

The authior feels that he has made some contribution,
however small, in the analysis of complementarity and
corpetitiveness. The stuly has showvn that complementarity
should be considered as a result c¢f rather than a cause
for econorxic integration,

A major consideratiorn of trnis study has teen the
guestiocn of the achievement of the goals and objectives
of the Common Market during stage one of its operations,
It can be concluded without qualification that the stage
one goals and oblectives cf trade and factor liberalization
were more than fulfilled. Tariff cuts were 10 per cent
btelow the expected level at the end of the first stage
and had been made on a wider range of prcducts than
enticlpated. In addition, France made a unllateral
reduction of 10 per cent on industrial goods, which left
her internal tariffs at 50 per cent of the pre-unlon
level, XNil and negligible import quotas were expanded
on a global basls to an average level of 10 per cent
this was twice the stage one level called for in the

wsreaty. [¢) er quo as were COI‘ﬂp ete y e minatedas
mreaty.2 All oth t letely eliminated

J1via., pp. 17-23.



this represents protatly the most significant single plece
of literalization durirng the four years,

The liberalization of factor movements proceeded
as scheduled durirg stage one, Although the first
directives and regulations were r.ct issued until 1960,
the members, where it was deemed recessary, proceeded on
their own to liberalize facter movements witn the idea
of fusing thelr acticns into the Market plan when
initiated. The mobility of laboer, especially between
Italy and West Germany, was far in excess of the
expectations of the countries, Long-run capital by the
end of the first stage was free of the majority of risks
and uncertainties that hampercd its mevement prior to the
formation of the Union,

The broad objectives of unified or ccordinated
economic policy were achieved with a remarkable degree
of smoothness and facllity. Thls fact is certainly
responsible for a great portion of the success in cbtaining
other goals and objlectives of libereralization, The
liveralization of factor wovemsnts could not have been
so successfully achlieved if it had not been for the

success In obtaining policy objectives.,

The Future of Common Mar¥et Irtersrgtion

According to the Treaty of Rome, at the end of
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the first stage the member countries were to review the
progress made to date and decide wnether or not to carry
on the program of literalizatlon. At the Decemter meeting
in 1961, it was tnanimously decided that the first stage
had been successfully negotiated and that the integration
effort should proceed, Stage one was the most critical
of the three scheduled pericds for, 1f attempts at
integration had been unsuccessful in the first years, the
whole program would have been drcpped.

Cf major consequence to the future of the Common
Market integration will be the association of other
Western European countries with the Yarket, In Athens
on July 7, 1961, the member countries and Greece signed
an agreement associating that country with the Community.
The Greek economy has twenty-two years in which to adapt
itself; after that periecd of time it will be in full
customs union with the Common !V.arket.l‘L In August, 1961,
the United Kingdom applied for membership in the Common
Market, however, negotiations with the European Economic
Community encountered difficulties duve to British
obligations to the Commonwealth end the Eurcpean Free
Trade Assoclation countries and especially French

opposition resulting in the denial of the application

Y1vid., p. 99899.
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which was pubiically arnocunced in January, 1963, Applications
for full membersh{; have also besn made by Denmark, Norway,
and Ireland.5 It is most proable that during the years

to come an increasing number of countries will seek and
obtain membership in the Comnunity. In time, there may

well be the result that some founders of the Common Market

visualized, a United States of Europe,

5John P. Young, Tre Triernationa2l Econory, (New
Yorks The Ronald Press Co., 1963), pp. 6L43&650,




BIELICGRAPHY

Foos

Anderson, Samuel W, Reccent Develorments in the ECM,
Washlington: Porter International Co,, 1959,

Balassa, Bela, Theorv of Eroncnic Integration. Komewood,
I11.: Richard D, Irwin, 1G6i,

Palance of FTavments Yearvook, Washington, D.C,:
International Nonetary Fund, 1963.

Barzantli, Sergio, The Urderdewralored fAyreas Within tha
Cormron Mar¥et, Princeton: Frinceton University
Press, 1965,

Cabot, Thomas Dudley. Cocrmon Market:; Teconomic Foundation
for 2 U,8, of Furoze, New York: Committee for
Economic Development, 1959,

Common Market Reporter, Chicago: Commerce Clearing House
InC.. 1962.

Demogrannic Trends in Western Fureps 1951-1071, Paris,
France: Crganization for Zuropean Economic
Cooperation, 1956,

Eccnomie Survey of France, Paris, Frances OCrganization
of European LEconomic Cooperation, 1958-1661,

Economic Survey of Tte2lvy, Paris, France: Organization
of European Economic Cooperation, 1958-1661,

Economic Survey of the Netharlands, Paris, France:
Organization of European Economic Cooperation,
1958-1661.

Economic Survey of West Germanv, Paris, France: Organization
Cf European Economic Cooperation, 1958-1961,

1963 Furopa Yearbook, Vol, 1. London: ZEuropa Publications,
1963,

131



132

Europe's Needs ani Recsources., New York: Twentieth Century
Fund, 1661,

Europe Today - July, 1062: Cevmon Market Reporter,
Chicago: Commerce Clearing House,

The Firct Stare of the Cormmon Marwet, Brussels:s European
Economic Community-Commission, 1962,

Frank, Isailah, The Furcrean Common Market: An Analysis
of Commercial Policy., New York: Praeger, 1961,

General Reports on the Astivities of the Commumity,
Erussels: Fublicatlons Department of the European
Communities, 1958-1962,

General Statistics Arnuale of the Federal Revutlic of
Germany, DBonn: VWest German Statistical Office,
1958-1

Heckscher, E1li, The Effect of Foreign Trade on the
Distritntion of Incore: Readinas in the Theory
of International Trade., Edited by H. S, Ellis
ang L, A, Metzler. Philadelphia: 3Blakiston Co,,
1949.

Zeilbroner, Robert L, For~sinr o United Furope, New York:
Public Affairs Community, 1961,

Henderson, W, O, The Ganesis of the Common Market,
Chicago: Quadrangle Books, 1962,

Jensen, Finn and Ingo, Walter, Thre Ceommon Market:
Econoriec Interration in Eurcrs, New York: J, B,
Lippincott Co., 1565,

Junckerstorff, H., K, Irntowmaticon2al Msznual on the Euronsan
Economic Cermmi*y, S£i, Louls: St, Louls
University Press, 1962,

Kuznets, Simon, Economie Grewth, Illinois: The Free
Press, 1956G.

Lister, Louis, Eurone's Co2l on? Steel Community. New
York: Twentietn Century Fund, 1960,

Market Europe, New York: Norgan Guaranty Trust Company,
1961,




133

¥ayne, Richard J, The Covrinity of Evrere, New York:
Norton Co., 1G€3,

Meade, J. E, Theory cf Custors Unions., Amsterdam: North
Holland Publisning Co., 1655.

¥eade, J, E,, Liesner H, H,, and Wells, S, J, Case Studies
in Europear Eaonomic Unicen, Londont OCxford
University Press, 1962,

CEEC Report for 120, Paris: Organlzation of European
Economic Cooperation, 1950,

Ohlin, Bertil, Interresional and Internaticnal Trade,
Cambridge, ¥ass,: Harvard University Press, 1933.

Sannwald, Rolf and Stohler, Jacgues, FEcornorie Interration,
Princetons Princeton University Press, 1959,

Scitowsky, Tibor. Economic Thecry and Western Enrovesn
Interration, Stanford: Stanford University
Press, 1958,

Shanks, Michael and Lambert, John, The Cormon Market Tedava-
and Tomerrew, New York: Frederick Praeger, 1962,

Sloan, H, S, and Surcher, A, J, & Dicticnary of Econonics,
New York: Barncs and ¥oble Inec,, 1961,

Tinbergen, Jan, Customs Tnicn: Influence of Their Size
on Their tflect: S2lected Pupevs, Amsterdam:
Nerth Holilarnd Publisning Co,, 1659,

Treaty cf Rore: The Comron Market Reporter, Chicago:
Commerce Clearing Inc., 1962,

Viner, Jaccb, The Custers Unicr Issuwe, New York:
Carnegie Endowument Tor International Pezce, 1950,

Vreede, H, Th, A Profile cf the Furecpesn Market,
Amsterdam: DLe Twentshe Bank, 1958,

Young, John Parke, The Internationnl Eccnomy. New York:
The Ronald Press Co,, 1963,




Articles and Pericdicals

Pulletin From the Eurcnean Cermimnity. Washington, D.C.:
Community iInformation Service, 1958-1962,

Clark, M. Gardner, "Governmental Restrictions to Labor
Mobility in Italy,” Indnstrial znd Labor Relations
Review, VIII (1954), pp. 3-18.

Dreyer, Heinrich ¥, "Immigration of Foreign Workers into
the Federal Republic of Germany,"” International
Iabor Review, July, 1961, pp. 1-235,

"EEC Initiates Free Movement of Laber,” Foreipn Commerce
Weekly, July 21, 1961, p. 12,

"Free Labor and the EEC," Monthly Iabor Review, August,
1958, pp. 877-879.

"Free Movement of Workers Within the EEC," International
Labor Review, February, 1962, pp. 67-73.

"Italy Liberalizes Capital Movement in EEC," Foreign
Commerce YWeekly, October 10, 1560, p. 13,

"Italy's Booming North," Time, January 12, 1962,

"Kitchen War," European Cormunity Pulletin, April, 1968,
p. 20,

"Manpower in France and Clearance c¢f Manpower in Western
European Countries,"” International Labor Review,
February, 1959, pp. 291-315,

Meade, J, E,” "The Removal of Tracde Barriers: The Regional
Versus the Universal Approach," Economia, May,

Meyer, F., V, "Complementarity and the Lowering of Tariffs,"
American Ecenomie Review, Jume, 1956, pp. 323-335.

Mundell, R, A, “International Trades and Factor Mobility,"
American Fconomic Review, June, 1957, pp. 321-335

Samuelson, Paul A, "Internaticnzl Trade and the
Equalization of Factor Prices,”" The Economic
Journal, 1948, pp. 163ff,

Y = A



