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Economic Policy: protectionism as an elite stratedy

Vo Phuong Mai Le (Cardiff University)
Patrick Minford (Cardiff University and CEPR)
Eric Nowell (University of Liverpool)

The EU has pursued protectionist policies not nyarefood but also in manufacturing at the customs
union level. In services it has not dismantled moicthe existing national protectionism. The ecorom
costs are calculated here at some 3% of GDP fddkhand some 4% for the rest of the EU --- or much
larger under liberal planning assumptions. Addedstgocial interventionism, these costs suggest th
the EU has put political integration before ecormefficiency. This policymaking pattern suggests th
European elites believe their position would bedtened by the domestic effects of world compaeititio

JEL: F13, F14

Keywords: protectionism, manufactures, anti-dumptagff equivalent, customs union, competition.

! We are grateful for helpful comments to David @glMichele Fratianni, Andrew Gamble, Max Haller,
Kim Huynh and other participants at the Indianavgnsity 2006 conference in Fratianni's honour &nd a
the Cambridge CRASSH seminar.



What would we say if the EU instead of being aniea@f ever-widening free markets became a
mechanism by which those of its members who cootdeform their economies forced on other hitherto
free market members a programme of protection? recant analysis, Minford et al argued that this
indeed was what the EU had becdriieir conclusion was that if Britain could notthvivhatever free
market allies it could find, divert this proces€banto the original free market agenda of the taen it
would be forced to leave or incur massive and &g net costs of membership. They also found that
where they could calculate them the net costs taifikens other than Britain's was roughly as high
percent of GDP as ours.

Protection is a word that refers primarily to traBat at the heart of the political economy of tuerent
‘sick men of Europe' (Germany, France and Itag3 the fear of unemployment; so protection also
extends to the labour market and to the welfareesyslesigned to buy off the unemployed. In the labo
market this protection covers limits on hours (deed to share work around), strong powers for wsion
minimum wages, high unemployment benefits of paadgtindefinite duration, workers' councils
designed to stop job cuts, and much else. Becduseitotection is not enough to stop firms closing
factories, if they could not be controlled somehmyiocal politicians, it has led to protection agsi
take-over by foreign firms. It is now usual to heanrries about “economic nationalism' breakinghsp t
single market.

Labour and product market interference by theseg&ernments is now so well-known and so widely
attacked by commentators and international bodief s the OECD, the IMF and even the EU
Commission, that we spend no space here discugdungher. The focus of this paper will be instead
trade where the extent of EU protectionism hasejtbier to be appreciated or evaluated. Again, as
agricultural trade and the CAP have been well aczdwlver, we concentrate on trade in manufacturgs an
in services. For manufactures we have updated qusvestimates for 2002 and a wider group of
countries. Our aim is to produce some estimateéseoextent of protection and to evaluate the welfar
costs of it. We conclude with some broader commeamthie general protectionist disease of the EW, ho
it might relate to the role of elites in Europedarhether it can be cured.

Protectionism in manufactures

It is usually assumed that since the various GARMd WTO rounds have brought manufactured trade
tariffs down across the world including the EU, Bltétection is light in this sector. However, in the
wake of retreating tariffs governments have beeergwide discretion to reach agreements on trade
quotas, to impose anti-dumping duties or to thredtem and negotiate pre-emptive price rises by
importers. Furthermore, these processes reinfoee@dwer of cartels to be established and to séfviv
thus what starts as temporary protection againshping' ends as the equivalent of a permanent.tarif
Tariffs are transparent; but these measures atetbanonitor. While we know how many duties have
been imposed and what trade agreements have bebkn wa cannot easily find out what pre-emptive
measures have been taken, nor can we tell whegheements which have notionally lapsed have done
so effectively (especially if a cartel of producées been implicitly allowed to perpetuate it, ated
above). Calculating the tariff-equivalent has todo@e by looking at the price-raising effect of thk
various interventions.

Fortunately there is data on prices now on a weddéesowing to the purchasing power parity calcaoladi
being done by international organisations. A pioimgestudy by Bradford of the price differentials
between major OECD countries and their least cdSCI supplier suggested that the EU was
substantially more protectionist in impact than tHeA even though the latter has resorted to a aimil
number of anti-dumping dutidsAveraging across the EU countries studied (Germalggherlands,
Belgium and the UK) Bradford's figures, which adpuated for distribution margins, tax and transport
costs, are 40% tariff-equivalent for the EU agalt®¥% for the US. These percentages are not much



different if one looks at 1999 instead of his anagi1993.

We have updated these figures to 2002 and extetidedomparison more widely now that OECD
membership has risen to include Korea in particwl@r also cover all EU countries and have made an
attempt to update the figures relative to Chinae Tigures for the EU weighted average against
lowest-cost non-EU trade partners are somewhatrlow002; the US, followed by Korea, is the lowest
price alternatives --- the appendix gives det&its.the EU as a whole the 2002 figure comes o21 %,
against 30-40% on the narrower basis for the 1990sthe US, which has also embraced policies of
non-tariff protection, the 2002 figure is 6.5%, mga middle double digit percentages in the 1990s.

If one attempts to include China, possible in aderway for 2002, the implied protection estimates
become much larger: 68% for the EU and 48% foll.iBe These numbers should be treated cautiously
because we do not have prices in separate comnuadéaygories for China and indeed China as yet does
not produce for export a whole range of advancedlysts competing with western countries. The
estimates rely on the manufacturing wage cost cosgpa made by the US Bureau of Labour Statistics
(which estimates Chinese manufacturing wage casthur at 7% of Korea's); we also assume that
unskilled labour represents 30% of total costse@entage deliberately put on the low, cautious.sid
Nevertheless even these crude estimates indicsttdhquwv China's products are being kept at bay by
various means, at least in finished form. Evenrateption may be coming down on the products of the
more developed emerging market countries such asalwe can see that it is rising in responsedo th
penetration of Chinese products.

1990 1996 1999
Belgium 42 65 42
Germany 39 60 29
Italy 38 36 21
Netherlands 42 58 41
UK 41 41 50
us 16 14 15

Note: Data are expenditure-weighted average ratios ofitetbproducer prices to the
landed prices of goods from the country with thedst level of price in the sample.

Source:"
Table 1: Estimates of tariff-equivalents on mantifeed goods due to all trade barriers (%)

Protectionism in services

Throughout the UK debate on the EU it has beeniaitlylassumed that somehow the UK would gain
from the Single Market in services. We are aftétaatje net exporters of services. It might therefo
seem that we must benefit from a Customs Unioeivices where we are net exporters just as we lose
from one in food and manufactures where we arénmgarters.

However there is little parallel between the areangnts in food and manufacturing on the one hadd an
services on the other. There is no EU customs unitime vast mass of service sectors. Instead there
patchwork of national protectionism, with the UKvirey relatively free markets within it. Some
survey-based measures of the extent of protectioasoss countries and industries are presentée in
tables below.

The idea of the Single Market is to replace thislpaork with a free deregulated market across tig E

in principle this might be accompanied by some sbhtarrier against non-EU service companies which
could parallel the customs union in food and mactufas. However service markets within the EU are
individually often penetrated by foreign (notablySUfirms through FDI and other arrangements
(especially in the UK which in practice has libematess for US firms). Hence once there was EU-wide
deregulation it would inevitably allow free accessforeign firms lodged in national markets which




cannot be practically distinguished from their oaél counterparts, indeed in many cases have merged
with them.

Moreover EU-wide deregulation would, independenfiguch penetration, unleash strong competition
between a large swathe of European national fiBush competition would be deliberately boosted by
EU competition authorities whose aim would of ceuasd rightly be to ensure that prices were pushed
down to competitive levels. Indeed they would weateoany assistance in that regard from foreign
competitors located in the EU.

Hence the prospects for services sectors wouldaagpeonsist of two main possibilities:

1) The single market fails to make much progressl at #he face of strong producer vested interests i
national markets; national protection thus remamaow.

2) ltis highly successful in the end and producesptitive price levels.

The aim of the EU Commission (the latest servidesctive, currently being blocked by France and
Germany) appears to be to move steadily towardsebend by the progressive dismantling of national
service barriers.

What of a third option where the EU establishedust@ms union in services? Under this the Single
Market would establish EU-wide regulative barrietsch put EU-wide prices somewhere between the
most liberal and the most restricted regimes ctgrem place --- i.e. typically somewhere betwebg t
restricted REU average and the current liberal €ime. We find that such a service customs union
would involve substantial transfers to the UK fridm rest of the EU as UK service producers displace
REU home producers within the customs union. UKdpoers of services would receive higher than
world prices, this amount on UK net exports beiagigor by REU loss of tariff revenue. Such a tfans

is unlikely to appeal to the REU majority withiretiEU's Council of Ministers. If protection is tdlfa
they would prefer it to fall without a customs umioeing formed.

Assessing the costs to the UK of these arrangenserdgher easy in cases a) and b) and those hetwee
them. Under both of them the UK's leaving would mak difference on the assumption the UK's regime
is already liberal. Under a) the UK continues #liiberal regime if out just as when in; the REUO tarry

on as now. Under b) if the UK stays in it is pdra@ompetitive market; but if it left it would @njoy

a competitive market --- exactly the same situatowrts consumers and producers. Thus contratlyeo
popular perception the UK faces no prospective fyam being within the EU Single Market in services

it would be as well off under free trade.

On the other hand it is plain that other EU cowstnivould gain considerably from the reduction of
national protection of services since this wouldersn competitive prices for consumers and either
rise of efficiency in service production or a desgment of resources out of services into othexrsané
greater productivity.



1978 1988 1998

UK 4.3 3.5 1.0
REU 5.4 5.1 3.4
us 4.0 2.5 1.4
Australia 4.5 4.2 1.6
Canada 4.2 2.8 2.4
Japan 5.2 3.9 2.9
Switzerland 4.5 4.5 3.9

Note: simple averages of indicators for seven industriegas, electricity, post, telecoms, air
transport, railways and road freight. Dependindtmnindustry the following dimensions
have been included: barriers to entry, public owhigx, market structure, vertical integration,
price controls. For the Rest of the EU, simple ages of individual EU countries.

Source: ¥
Table 2: Survey indicators of service barriers (&6a6 from least to most restrictive)

The Cost of EU Protection

In this section we use these estimates of protetti@stimate their welfare implications for the did

for the EU. For this, we use a CGE world modeltdwyl Minford et al. to generate estimates of change
in trade that result from this protectidnie calculate from these changes the welfare sffiecthe
normal manner: these consist of the terms of tigalas/losses of real income, the customs union
transfers effected through trade-diversion of R@Wesing to customs union partners, and the consumer
surplus lost through higher internal prices.

We decided to use for our central estimates thalusalculations of consumer surplus, measured in
equivalent income variation, but applied to theagahequilibrium results of our 4-bloc world tra@&E
model. For this purpose we disregarded all effetiacreased output and income, solely counting the
substitution effects of protection; the reason flois is the standard one that income effects are
compensated or compensatable, whereas the substiéftects cause costs via misallocation. Such a
standard calculation is illustrated in the well-lmodiagram of Figure customs union, where the suppl
and demand curves can be considered as the résubstitution effects in general equilibrium.

We did also consider a calculation using the CGHehalone as the basis and allowing full effects on
all industries and land/labour use. We discuss|#tés.

The calculations fall into three parts for any giveade policy change:

1) The transfer effect of customs union protection igbg one partner pays more than the world price
for imports from another partner.

2) The resource misallocation effect whereby outpdt @@mand is switched between sectors -- this is
the usual “triangle’ of lost consumer surplus.tR@rwe use only the substitution effects predidtgd
the model.

3) The terms of trade effect whereby the changes Itoalgout by the policy change in net world
supplies alters world prices. For this calculatimmuse the full changes predicted by the model.

We look at the net gains/losses to the UK andeéd3t from two basic sets of policy changes:

1) If the UK withdraws from the EU trade arrangementtavour of unilateral free trade.

2) If the EU also moves to unilateral free trade.

We are interested in knowing whether it would geyWK and EU for the UK to withdraw from the EU's

trade arrangements; and whether it would pay thetd&liberalise its trade arrangements. In all our

calculations we take the status quo, existing teadengements, as the benchmark.

What we find is that it would indeed pay the EUrtove to unilateral free trade in goods and seryites

gain for the rest of the EU (REU) would be a sultséha few percent of REU GDP and for the UK much



the same --- these figures become greatly magriifiediddle double digit percentages if one assumes
liberal planning laws allowing land to be divertiedm farming to service and non-traded industries.
However, if we assume that because of the powexisting institutions and vested interests, the EU
does not change from its existing protective settnpn we find that the UK would still gain similar
percentage of GDP from withdrawing alone to uniktdree trade, while there would be some
essentially trivial loss to the REU.

In these two estimates resides a dilemma for Ukcpotioes it stay within the EU and fight on in the
hope of EU trade liberalisation from which it wowldrive the same benefits as from unilateral fraeet
and without the trauma of leaving the EU or dodsate in the expectation of the same gains buemor
certainly and immediately? There is also an intergschoice for the rest of the EU: does it benigit
citizens generally by going to free trade or deexcept that this is impossible because of the tivaty
EU politics is conducted? If it assumes this imgmbty, then should it welcome the departure @ther
small cost) of a UK that is fundamentally at oddthw over both the costs of the trade arrangesiantl
the moves to a more federal politics? We returthése policy issues in the conclusion.

We now consider each product category in turn anthgough the detail of the figures.

Agriculture

According to Bradford whose tariff-equivalent estites we follow for all goods trade, EU agricultural
protection is on average 36 percénthe model, as we have implemented it, preventswgrral land
from responding to price change, in line with pliswgrand CAP restrictions on planting. Also consumer
spending on food is assumed to be highly inelalstgnce we observe no effects on the terms of taade
net trade volumes are essentially unaffected. THeisost of the CAP consists purely of the transbst

to the UK which is an equal gain of course to & of EU.

As UK net imports of food are some 0.8% of GDP i8i8.3% of UK GDP and 0.06% of EU GDP.
Other studies mostly allow for more trade volunfe@s; certainly our assumption stretches plaugibil

as undoubtedly farming interests have had way<slieaing acreage increases which must surely be
partially reversed by a 26 percent (36/136) falprices. However, because agriculture is a veryllsma
part of GDP -- less than 1 percent in the UK --readding in more volume effects does not change the
size of the estimate unduly as a fraction of GDP.

Basic manufacturing

Bradford's estimate here is of a 16% average {agtfivalent; our latest estimates for 2002, without
China are similar at 20%. Against China the figure exceeds 100% but atstdge of our research is
unwilling to put too much weight on this figure. & have stayed with Bradford's estimate. The sprea
of tariff-equivalents across products is very hight the reason the average is low is that mangesge
products (such as textiles) have been subjectrigpetition from cheap-labour sources for so long tha
the domestic industries in the West have largedgpjpeared as their capital has depreciated; thedves
interests pushing for protection have accordingtle lpower.

Here the UK is twice as big a net importer as @fifood, at 1.7% of GDP. The model's estimateddra
effect of the UK eliminating this tariff is that would effectively eliminate this industry's prodioa
(14.4% of GDP). There would be no terms of tradeotthowever, given the small size of this effect i
terms of the world market. Thus UK withdrawal woshkle the customs union transfer effect of 0.3% of

GDP (= 1.7x0.16 |, which is worth 0.06% of GDP to the rest of Eddalso the consumer surplus

burden of 1.1% of GDF(= 14.4x 0.16x 0.5 -- a total saving of 1.4%.

Were the EU to liberalise, then its net exports Ma@ontract by 13.7% of GDP against the current GDP
share of basic manufacturing at 17.6%. This isdangterms of the world market and induces a nse i
world prices of basic manufactures by 4 percenmcé&iboth the UK and the REU would be, after
liberalisation, large net importers of these, #rens of trade cost would be 0.6% of GDP for theasid
0.5% of GDP for the REU. However the consumer sigrghin to the REU would be 1.1% of GDP as for



the UK. For the REU liberalisation would thus brimget gain of 0.5% of GDI(= 1.1-0.5-0.06) .
For the UK the gain would be less than going te frade on its own: because of the terms of tréfdete
it would fall to 0.8% of GDP.

High-tech manufacturing

Bradford's estimate of protection for high-tech mfacturing (which includes the large transport
equipment industry as well as electronics, botthefm areas where emerging market countries irethe f
east and elsewhere have made recent penetratio® pisrcent. On the updated 2002 figures the figure
we obtain is lower at 22% if we exclude China aighér at 77% using China as the comparable world
price. Here we rely somewhat on the Chinese estgrgihce they are across a broad range of products
and so again leave Bradford's estimate unchangelddavelfare calculations. The model estimatédef t
trade effect of the UK withdrawing from this pratiea is the effective elimination of the UK's exigg
modest-sized industry, currently 3.6% of GDP; airse with the decline of such industries as cads an
computing equipment this has already contractedtiyreThe consumer surplus gain to the UK from

withdrawal would thus be 1.1% of GD (= 3.6x0.58x 0.5 .| The UK would also gain from not
paying the customs union transfer on its net ingpfat the REU; these net imports run at 0.8% of GDP

hence the transfer is 0.5 perce(0.58x 0.8) . Therefore the total gain for the UK from leavitig
customs union in high-tech manufactures would b6&olof GDP. For the REU the cost would be the loss
of the UK's transfer, worth 0.1% of REU GDP.

For the REU high-tech manufacture output consstut®% of GDP, and net exports 1.5%. Plainly
certain of these industries have strong comparativantage and require no protection while othess a
weak and under attack from emerging market com@etitThis latter portion, the model indicates,
would be wiped out by the elimination of the prai@e; we have no good figures for what this porti®n
but we assume it to be the existing industry mmetexports (6.3% of GDP). Thus the REU would make

a consumer surplus gain of 1.8% of GI(6.3x 0.58x 0.5) . However, it would lose the 0.1% customs
union transfer it gets from the UK. Furthermore thodel suggests (after allowing for the cappinthef
output effect at 6.3% of GDP) that the prices afhhiech manufactures would rise by 4.2% as REU
supplies were withdrawn from world markets. Sinothtthe REU and the UK would have become net
importers after liberalisation (the REU to the tufid.8%, the UK 4.4%, of GDP) the terms of tradstc
would be 0.2% of GDP for both the REU and the UKud for the REU the total net gain of moving to

free trade would be 1.5% of GD(= 1.8-0.2-0.1) ,

Services

In this area our estimates of protection are paldrty uncertain. The various pieces of evidence we
looked at on service trade suggest that it is quite higher in the REU than in the UK. This ipparted

by the net export figures. The UK's net exports &r¥ of GDP and 12.4% of service production,
suggesting that a large part of the industry mestémpeting on world markets and hence with no
protection. The REU has a rough trade balance.

Available studies, though largely qualitative, sesfghat REU protection is rather high --- we pat 30
percent which seems to be in line with these estigfd" On the other hand, given its very large rate of
net exports, UK prices are likely to be driven lmmpetition to supply world markets down to world
price levels; thus we assume that protection inUleis effectively nil, we also assume that the
protection is carried out by states and not atBhelevel; there has been very little penetration of
common standards across the EU in services. Inequiesice the EU is assumed to have no customs
union in services, with free trade inside the unpearch country instead has the same barriers agdlins
other countries including those in the REU.

Under these assumptions it is easy enough to warkhe effect of the UK withdrawing from the EU



protective system. Since the EU has only state-lpratection and the UK is assumed to have no
protection in the first place, the effect is simpiy. (Were we to have assumed that the UK had some
protection in place, we would have found an adddlogain from higher consumer surplus, as this
protection was eliminated. However of course elatiimg protection that is not due to the EU does not
require withdrawal from the EU; so again we woutd attribute this gain to “withdrawal from the EU's
protective system' as there is no such systenmarep|

For the REU matters are different. Reducing eacimttyg's protection of 30 percent on services would
theoretically reduce output of services substdgtialccording to the model were the REU to do this
service output (20% of GDP) would fall to zero. Howgr we must recall the assumption here that this
policy is applied on its own; this is highly unlligegiven that traded services are where most rich
countries now think the future lies for their navdustrial activity. Given this assumption howevss t
estimate is not unreasonable, with internal priaéi;ng by 23 percent (30/130) on this traded attiv

On this assumption, the gain in consumer surpl@s3% of GDP (= 20x 0.23x 0.5) . However the
prices of services would rise on world markets By &cording to the model; with net imports now of
20% of GDP, the REU would lose 1.2% on the termsaufe, making its total gain 1.3% of GDP. The

UK as a net exporter would gain 0.2% of GI(3.4x 0.06)

Gains and losses from separate acts of policy compared

with the status quo
We can now use these calculations to draw up a tE#ldains and losses were the UK to withdraw from
various parts of the EU's trade arrangements (abeB).

UK REU
Agriculture +0.3 -0.06
Basic manufacturing +1.4 -0.06
Hi-tech manufacturing +1.6 -0.1
Traded services — -
Total +3.3 -0.2

Table 3: Net gains to the UK and to the REU ifthéwithdraws from status quo trade arrangements and
adopts unilateral free trade (% of GDP)

This table is relevant to the decision of the Ukwtithdraw or not from individual parts of the trade
treaties. We note that the UK has a strong incertiivwithdraw. For the REU the UK's withdrawal
creates marginally negative effects.

We can also ask whether the UK and REU have amnitihe to liberalise EU markets and move to free
trade, with the UK remaining a member of these comarrangements. For this we create Table 4 of net
gains and losses for the UK and the REU, compaaipgst-liberalisation situation with the assumed
benchmark.



UK REU REU *

Agriculture +0.3 -0.03 --
Basic manufacturing +0.8 +0.54 +0.6
Hi-tech manufacturing +1.4 +1.5 +1.6
Traded services +0.2 +1.3 +1.3
Total +2.7 +3.3 +3.5

* REU if UK has already gone to free trade; thisakimn 2
plus transfer effects (these are already eliminbjedK liberalisation)

Table 4: Net gains to the UK and to the REU if B¢ replaces status quo trade arrangements with
unilateral free trade (% of GDP)
Here we can see that there is a strong incentiwgatiare grounds for the REU to liberalise.

Examining policies as a group

Notice however that if we want to know what the dotal is of doing all these things together weehe
re-examine the estimates under that precise asgumpt practice UK withdrawal would occur across
all the areas of trade; to leave one area woulldgirly not be negotiable. Essentially you must ¢eaw
not leave'; having left, certain treaty areas mightestorable under a completely new relationship.

As for EU liberalisation it is difficult to know irwhat stages it might proceed. Currently service
liberalisation is actively proceeding under the reawices directives, though plainly progress diffe
greatly between industries. But there is no agtiat all in the area of manufacturing; no official
discussions yet entertain the possibility of drogpanti-dumping actions and of breaking down catitel
order to allow free entry at world prices by lowstemerging market producers. Nor in agricultugnig
change in CAP protection rates actively on the dgehlence in evaluating the possible gains of nefor
in the REU we assume two stages: first, a libeatibs of services, and second, a possible libextidis

of agriculture and manufacturing.

Thus in this section we examine the above poliagepackages of reforms, substituting the full CGE
model estimates coming from their joint implemeiotat To calculate these we have taken the CGE
model's total predictions of sectoral change with¢omplete packages.

We now discuss more fully the meaning of this fQGE model simulation. It is carried out on the
assumption that the market for land is like thekats for skilled and for unskilled labour: it haprice
that sets supply of land (assumed to emerge frpro@ess of owner supply as moderated by the plgnnin
process) equal to demand. Thus for example asudtgirial protection falls the price of land fallstivit,
reducing the use of land overall; there is alswiéching of land use from agriculture into servicexl
nontraded industry.

The gain of welfare to the UK here is dramatickdhger at 17 percent (this amount is not greafigcaéd

by whether the REU simultaneously liberalises d)."What is going on is that with agricultural prgcat
home greatly lowered by the elimination of the Cilffs, land prices drop substantially (26%) as
demand for land in agriculture contracts sharpty land is switched into traded services and nadei
activity (with the implicit permission of the plamg authorities). These latter two sectors areetioee
able to expand considerably --- services by 35%;tnaded by 15%. Notice that both agricultural atitp
and manufacturing fall by about a quarter. One remytimately have doubts about the political
feasibility of this solution, which is why we dotngse it as our central estimate. However it dodeate
that, in the presence of some planning flexibilttye central estimate we have used, based on Ipartia
substitution effects only, could be a significantlarestimate --- how much so depending naturally on
the extent of such planning flexibility.



UK REU REU "

Sum of partial effects +2. % +3.3% +3. %%
CGE full estimate +17% +14% +14. 2%

*

REU if UK has already Iiberalisetl\ does not include liberalisation of services
Table 5: UK and the REU simultaneously move to frade

In this case of the EU as a whole, liberalising/®eis alone in the first step we have not attempaed
assess using our CGE model. The reason is thattheme depends on a complex of factors, not merely
the drop in general external protection but alsortile of inward investment in services, reconstigl
local suppliers with the help of external expert&e example would be the effect of the liberalisabof
airlines on airline provision by continental Eurapeairlines; this has resulted in a steep dropicep

but also a surge in domestic operators, drawintherexperience of low-cost airlines from outside th
European continent such as Easyjet. Thus, basedanan example, one might expect liberalisation to
strengthen local service providers through competénd expand the market. Our CGE model assumes
that competition already exists, albeit at highcgsi and that the industry's structure is giverh bo
assumptions are unlikely to hold.

With the liberalisation of services EU protectitvenh becomes identical with that of the UK, consggti
entirely of the EU's external tariff-equivalentseWan now assess the effects of removing protettion
an orthodox way. Thus turning to the liberalisatadrtrade in the EU the effects are naturally hyghl
similar to those in the UK as is the rise in wedfat 14% (or 14.2% if the UK has already liberalibyg
leaving.) Again we find that there is the same dadgop in land prices and a switch of land use into
services (up by 35%) and non-traded industries by 0%). Politically, as in the UK, this raises
questions of realism, in particular with plannirgnsent. Planning is a highly complex phenomenon in
the REU, differing both across countries and acreg&ons within countries. On the other hand, given
the huge pressures to create employment underBhblecBnditions of generally high unemployment, the
popular pressure might be greater for liberalisatiche essential point we make here is not thatuthe
simulation should be believed but that it remindsthat the central case calculation based on partia
substitution effects alone is a minimum which cobkl added to depending on the extent of land
liberalisation.

Assessing the overall economic costs and
benefits of UK membership of the EU

In this final section we briefly consider the breadconomic costs and benefits of membership dEthe
We do it from the UK's viewpoint because we haweréievant data for it. However, the argument Gan b
generalised to other EU members with suitable detare is every reason to believe that the EU as a
whole is being damaged in particular by excessiweia$ intervention, which has caused both
unemployment and slow growth. In considering theneenics of the EU, we interpret the thrust of fatur
EU policy in the light of recent policy actions llye EU (for example the decision by France and
Germany to scrap reform of the CAP) and of the gartarust (in favour of protectionism and social
rights) of proposed new policies, such as thosentdc envisaged in the draft constitution and its
successor the Lisbon Treaty.

Using the Liverpool Model of the UK economy we haxamined what might be the effects of the social
policies, which amount to the reversal of the nefetbrought in by the UK government from 1979. On
the assumption of rather moderate changes (a mminvaege raised to 50% of male median wages,
union power restored to mid-1980s levels, sociat cses worth 20% of current wages), the model
predicts that they would raise unemployment by 5:#%hat is 1.8 million --- and cost 6.4% in reddc
output. It could of course be either more or lesgethding on just how extensively this harmonisation



was pursued; but the draft constitution indicatlesarty enough that what we have seen so far ---
including the working time directive, the socialagiter and the works council directives --- is jast
beginning.

A further ("bail-out’) cost comes from potentiaihsolvent state pensions on the continent. Extensiv
estimates were made of these pension deficits @EDD study in the middle 1990s. Recent attempts to
recompute these prospects suggest little chdhtfeve take these 1995 OECD projections as illuistea

at least, the deficits projected are: for Germabdp of GDP by 2030; for Italy about the same; and fo
France a little bit less. Add up these deficita gercentage of UK GDP, which is of similar size&zh

of these countries, and you come to some 30 peré¢me UK were to pay a quarter of that, for exden

via some federal system of burden-sharing, thenbithewvould be some 7% of GDP. Again, like
harmonisation, the extent of this is rather un@ertticould be a lot more or a lot less, dependingoth

the extent of reforms undertaken by these counémesthe extent to which the progress of federalism
enables burden-sharing between countries. Buighiertainly a burden the UK does not want to risk
sharing, at even a modest level.

When one asks what the countervailing benefits @me, finds that they are hard to identify on the
economic side. The Cecchini Report claimed thatktinould be large benefits in greater specialigatio
and exploitation of scale economies because ofSthgle Market: the logic was that lower barriers
within the EU would encourage a better adjustmemharket force§. The evidence has not supported
gains on the scale predicted by Cecchini; our CGitleh by construction does not impute scale
economies but it does include any gains (the ntgjadcording to studies of UK Cecchini-style effgct
from greater competition within the Single Mark&hatever in practice they may have been. Free trade
with the whole world (facing whatever unilaterakfiers each country chose to levy) would permit the
UK to exploit the same processes but in a way amgrsiowith its comparative advantage. The gains we
have identified from leaving the EU relate to thi€'®Jexploitation of its true comparative advantage
services essentially; most studies agreed tharinces scale economies are unlikely.

The NIESR claimed that there are gains of foreigaatlinvestment (FDI) from membership of the EU.
FDI is related to technology transfer and wheoedurs depends on the structure of the economweAs
have seen above, that structure changes dramyiicidle UK leaves the EU. Whether FDI as a method
of technology transfer is as needed when the ecm&tnucture shifts to its true comparative advgata
we simply do not know. But if it is, it will occugually in the new structure. The essential panterns
whether the economy's technology is at its maxinmurtihe new structure as compared with the old:
given that all industries will be competing on adewith the best in the world, the pressure asti@all

be maximal. But of course we have no real way adsueng this matter in practice. Thus to summarise,
the NIESR rightly observed that in the old struetdhere was a high FDI level, much of it in
manufacturing; and it conjectured that there wdaddess FDI outside the EU and concluded that this
would reduce productivity. However, as our argumedicates, this conclusion is a non-sequitur: less
could occur because the technology level in the steucture is higher, in which case productivitg to
would still be higher.

European Elites and their role in protectionism

This paper has focused on the costs and benefiit)gdolicies to its citizens and to those of the idK
particular. However elites only care about thesggthif their own interests are aligned with thénis a
well-known result in political economy that mindes with much to lose generate much bigger pressure
on governing elites because they are able to comsabstantial votes and cash budgets, than do
ordinary citizens who each individually have litttelose, even if their total loss dominates tHahe
minorities by a large margiti. That is the situation here. Protection bringsdzims to small groups such
as the protected industries, and widespread cosbtssathe citizenry that are relatively small facle.

The situation is often aggravated by ignorancehemfart of the general citizenry; indeed that ignoe



is individually rational since the costs of acquiritechnical knowledge will greatly exceed the pmes
gains, especially net of the organisational effogtpiired to deploy it. Again that is true hereydgance
about the true costs of protection is general agged the use of non-transparent methods (such as
anti-dumping and industry agreements) to produogeption aggravates the problem of discovery.

The problem of getting support for reform is furttaggravated by the existence of short-term costs
during the transition to the long-term improvemeéntindustrial allocation. Existing industries that
cannot compete long term must contract causing plegmment, while the new industries that will take
their place may take time to grow and absorb trempioyed. There is a substantial net gain wherethes
two are balanced off but this net gain is not gasglen, and requires popular education. Again,ishis
hard to achieve in the face of minorities that witiferously argue that there is a net loss.

Inside a nation the political process can produeelranisms to get around these problems. Think-tanks
can explain problems and mobilise support for sohst acting as middlemen between the technical
issues and the public and politicians. Sometimesadition can be built around a reform policy that
raises general living standards while causing damagarticular groups; the latter can in thesecpasd

be sufficiently compensated out of general taxatai they are willing to go along with the refororsat
least not to obstruct them. However this processush more difficult at the EU level because witie

EU has certain powers --- e.g. to set commerciédype-- it does not have others --- such as tarati-

that can be used to compensate losers. (Trues is¢tnr@e regional and social funds but these ardytigh
allocated to other uses than such ad hoc compengsatihus for example liberalising trade policieatt
cause national losers in certain industries aressiple for the EU to pursue without enlisting oaéil
support for those policies- which will in practicean nations raising taxes to compensate the losers
As it happens the current EU Commission is in favotfi liberalisation of trade, as well as the
deregulation of services. However it has provedgrtegs to get such policies enacted. They have been
effectively vetoed by the nations whose principalustries would be damaged --- even if their aitize
would benefit from the reforms by more in total.eT$ame nations have been equally unable to reform
domestic institutions to reduce unemployment foaregle. It is therefore no mystery in political
economy why we observe the national elites in tidikding protection to be in their interest.

Nor is it easy to see how the situation can be ghdnOne possibility would be to give the EU poteer
raise extra taxes ad hoc. But this would clearlydsested by many member nations, if not all. Aeoth
possibility is to spread popular education in thessies more widely around EU citizens. Better
information about the trade-offs would then begimfluence debates on domestic reform; theserm tu
could enable support to form for liberalisationtla® EU level, with necessary compensation at the
national level.

It is easier therefore to understand what is wribiag it is to see ways for solutions to be advanatul

any speed. At best the EU seems condemned to paibeipolicies for a long time to come, with refearm
arriving glacially if at all.

A final word about the attitude of the UK elitette EU: in the face of considerable evidence thatiK
would be better off under free trade and accompanfree market policies outside the EU why is there
no agenda on the part of any of the three majopOKiical parties to leave the EU? Again the answer
can be given in terms of the powerful groups ranggdinst such action --- both agricultural and
manufacturing industry lobbies are strongly agaiinfsir obvious reasons, while the general citizyesr
ignorant of the economic case. (There is a delimiataolitical aspects of EU membership focusing on
sovereignty; but UK public opinion is ambivalent this.) The elites of none of the major UK parties
show much willingness to engage against thesedsbbr indeed to press for much in the way of firth
free market reform within the EU. It is as if thesepolicy exhaustion after the massive reformghef
1980s and 1990s.



Conclusions

In this paper we have attempted to estimate thts dosth to the UK and the Rest of the EU (REU}hef
EU's protectionist trade policies in agricultureamafacturing and services. Contrary to the popular
impression that the EU is a mechanism for creaimgpmpetitive single market', it turns out that B

is levying costs in wasted resources of the ordeB% of GDP (or under favourable planning
assumptions a large multiple of this) by proteciitsgindustries from world competition. These costs
apply to UK and REU citizens more or less alike ané similar scale. The economic damage created by
the EU does not however stop there: because ofittespread welfare lobbies within member countries
on the continent, the majority coalition within tB& has pressed for social protection and spertdibg
“harmonised' at a fairly high level. It also faeggospective pensions crisis, in the sense thanhitot be
assumed necessary cuts in pensions promises erimighe taxes to pay for them will be politically
feasible. Thus those member states whose pensios pte affordable and whose social regulations are
the least burdensome on business, face the prospacpotentially severe burden from the pensions
problems elsewhere in the EU and from the pressuharmonisation. We have been able to quantify
this potential cost for the UK; but it is also alréhreat to many other members, such as thosethgce
joining from the east.

We have discussed briefly how it is that Europdaesewould find it in their interests to perpeteidhis
protectionist situation. Under the EU institutiangority groups have considerable power and ingenti

to block change and exercise this through their patronal governments, as well as at the EU |évs.

EU commission has no tax resources with whichutadduy them off in the interests of EU citizens in
general; it relies on its member nations to do #imge they have the taxation powers but evenéf on
nation might to get enough support to do so, refaquires that many must have a pro-reform politica
consensus. Hence the prospects for change arendira short term. In the longer term they might/ver
slowly improve if either the EU could raise its owssources for such ad hoc needs or there were a
general move at the national level towards reform.

APPENDIX

Bradford presented new measures of final good tpdtections in eight developed countfiés-de
argued that the barriers to arbitrage between cesrdre barriers to trade. To measure the tradels
one needs to allow for unavoidable costs assocwitddshipping goods between countries. Once this i
done, if there is a price gap for equivalent gaadsvo different countries, then the higher-pricarket

is protected. To measure the protection barriers,rmeeds to use the factory prices of the goodtheot
retail prices. These factory/producer prices shduckvindustries in which countries are most effitie

DATA

The data is collected by the OECD in order to dateupurchasing-power parity (PPP) estimates. e us
the basic-heading price data published for the 288€. All prices were converted to U.S. dollarseT
margins are calculated using the data from thaetiaational input-output tables, published for ykar
2000. Given the list of prices of the goods andiises in the OECD PPP data, we have to find the
equivalent margins from the national input-out@ii¢s, but the two lists are not identical, so aedto

find the best match by aggregating different prasland services. For example, in the PPP list there
separate categories for engines and turbines, pampsompressors, other general purpose machinery
etc.; we aggregate them all to get the equivalémbanufacture of machinery except electrical in the
input-output tables.

CALCULATING PROTECTION LEVELS
Bradford said that the price data obtained for@&CD countries are consumer prices, not producer



prices that one needs to measure how much an mgdssinsulated from the world markets. He
proposed to convert these consumer prices to pesguices using data on distribution margins, which
include wholesale trade, retail trade and tranggiort costs. The method involves 3 steps.

First, given the consumer prices, one producesiasis of producer prices by peeling off the adresp
margin, which is defined as the ratio of the vadfi®utput in consumer prices to the value of output
producer prices:

where
p
Pij = producer price of good i in country j,
Pi = consumer price of good i in country |, as takem the OECD data,

Mij = margin for good i in country j, as taken frone national input-output table.

Second, to insulate the market from foreign contipetirequires to take account of transport cosnfro
one nation's market to another. The world priageisved using data on export margin and internation
transport cost. The idea is that to be sold indiwmestic market, a foreign good must travel from th
foreign factory to the foreign border and thenthe tomestic border. Bradford stated that the damest
producer price must be compared with the landezkpf the foreign good (world pric&).Adding the
export margins to the producer prices generatesxpert price for each good in each country,

ps = pj (1+emy),

where
Pi = export price of good i for country |j,

emjj = export margin of good i for country j.
The world price is found by adding the internatiomansport cost to the lowest export price in the
sample:

P’ = pim(1+tmy),

where
Pi" = world price of good i,
pim = MIN(PL,....pi) , the minimum of all export prices,

tm; = the international transport margin for good i.
Finally, the ratio of each country's producer ptizé¢he world price indicates a preliminary measafre

protection, PPrij

opv

Example: this example illustrates the above calculation pdoce for the manufactuoé cars and other
road equipments in two countries.



Consumer Producer Export World

Price Domestic Price Export Price International Price
Margin Margin Margin
19% 6% 7.3%
EU 0.979 0.823 0.871 0.935
5% 2% 7.3%
KOREA 0.634 0.604 0.617 0.662
Minimum Export Price World Price

To find the world price in the manufacture of camgl other road equipment across the countrielyfirs
for each country we turn the consumer price intmdpcer price by dividing the consumer price by the
domestic margin plus one, secondly recognising gioatds must travel and be transported from one
country to another, we use the export margin toutate the export price of the goods (multiplyihg t
producer price by the export margin plus one) aelwghich country has the lowest export price in the
category, this price is then used in combinatiothwie international transport margin to derive the
world price of this manufacturing category. Thetpobion measure of each country is then just thie ra
of that country's producer price over the worldceriln the example the protection measure for the

0.823 _ .
manufacturef cars and other road equipments in the EU Arioss2 — 1.248 5, 24.3% of protection
We apply the above calculation into the manufactertors to compare the competitiveness between the
EU Area, Korea and the USA. We report all the steps



AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 122 096 0.62 071 079 087 067 109 04 062 0.78 0.68 1.07 0.57 1 081
Printing, publishing
and allied industries 1.03 1.03 0.83 154 0.66 0.97 1 108 095 093 086 0.82 0.78 0.95 1 097
Machinery except electrical 127 13 131 148 132 139 122 125 123 12 145 135 141 1.04 1 133
Electrical machinery apparatus,
appliances and supplies 12 121 133 131 134 139 104 133 138 114 134 102 13 1.25 1 1.25
Medical, precision and optical
instruments, watches and clocks 1.08 093 116 124 115 119 126 094 247 108 099 112 118 1.04 1 117
Transport equipment* 1 092 118 099 09 112 087 098 104 089 139 0.95 1.02 0.65 1 0.97
Furniture and other 139 133 133 155 16 136 155 133 146 118 1.05 121 1.47 0.6 1 147

*excluding Aircraft, helicopters, hovercraft and other aeronautical equipment due to unclear data; Food, Beverages and Tobacco is excluded from the
calculation because we do not have the necessary data for New Zealand who is known as the most efficient producer of processed food.

Table 6: PPP’s

AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 154 119 159 126 145 124 123 128 119 128 141 155 148 131 138 1.36
Printing, publishing
and allied industries 1.27 110 133 137 1.16 105 142 096 122 123 120 117 126 119 112 124
Machinery except electrical 1.21 121 111 118 114 105 116 124 125 118 130 1.02 117 1.07 128 1.17
Electrical machinery apparatus,
appliances and supplies 1.13 1.17 109 115 113 104 1.17 088 1.16 1.15 122 109 127 1.07 129 1.15
Medical, precision and optical
instruments, watches and clocks 1.44 1.22 122 122 127 103 127 152 134 124 129 119 121 117 119 1.26
Transport equipment* 1.18 1.15 145 115 1.10 137 125 133 127 113 160 115 121 105 120 1.19
Furniture and other 147 121 167 156 158 185 151 116 150 141 135 151 179 121 184 154

Source: National Input-Output tables; Domestic Margin is identified as the ratio of the total use at purchasers' prices

in the use table and the total use at basic prices in the input-output table.

Table 7: Domestic Margins



AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 0.80 081 039 056 055 0.70 054 085 033 048 056 044 0.72 0.44 0.72 0.60
Printing, publishing
and allied industries 0.81 093 062 113 057 093 0.70 1.13 0.78 075 0.72 0.70 0.62 0.79 0.89 0.78
Machinery except electrical 1.05 1.08 118 125 1.16 133 104 101 098 1.02 111 132 121 098 0.78 1.14
Electrical machinery apparatus,
appliances and supplies 106 104 123 114 118 133 088 151 1.19 098 111 093 1.02 117 0.78 1.09
Medical, precision and optical
instruments, watches and clocks 0.75 0.76 095 101 090 116 1.00 0.62 184 087 0.77 094 098 0.89 0.84 0.93
Transport equipment* 085 080 081 086 088 082 070 0.74 081 079 086 0.82 0.84 0.61 083 0.82
Furniture and other 095 110 080 100 101 0.73 1.03 1.15 097 083 0.78 0.80 0.82 050 054 0.9
Producer price = PPP/Domestic Margin; Weighted by GDP

Table 8: Producer Prices

AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 1.09 107 1.05 103 1.06 1.00 110 0.98 1.00 1.15 1.12 1.03 115 106 1.07 1.07
Printing, publishing
and allied industries 1.04 106 082 106 1.02 1.00 110 083 1.00 21.17 103 101 112 1.06 1.05 1.05
Machinery except electrical 1.09 1.12 097 107 106 100 104 12112 100 1.09 110 1.11 1.08 1.05 1.07 1.07
Electrical machinery apparatus,
appliances and supplies 1.02 1.08 083 1.06 105 1.00 1.04 092 1.00 1.07 112 1.03 1.14 103 1.05 1.05
Medical, precision and optical
instruments, watches and clocks 1.11 1.10 101 1.08 1.08 100 104 155 100 1.06 121 108 1.11 1.11 1.10 110
Transport equipment* 101 106 1.02 102 1.02 1.00 108 138 1.00 1.04 1.14 1.06 104 102 1.06 1.06
Furniture and other 106 108 104 112 106 101 110 105 100 107 107 109 110 110 1.08 1.08

Source: National Input-Output and Use tables; The export margins are available from national input-output tables-

the difference between exports at purchasers' prices in the use table and exports at basic prices by product in the input-output table;

The EU export margins are used for the US due to unreliable values obtained by using the available data .

Table 9: Export Margins



AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 0.87 087 041 058 058 0.7 06 083 033 055 062 045 0.83 046 0.78 0.64
Printing, publishing
and allied industries 0.84 099 051 12 059 093 0.77 094 0.78 088 0.75 0.71 0.69 0.84 094 0.82
Machinery except electrical 114 121 115 135 123 133 1.09 113 098 112 122 147 131 103 084 1.22
Electrical machinery apparatus,
appliances and supplies 1.09 1.12 102 121 124 133 092 139 119 106 124 096 116 121 0.82 1.15
Medical, precision and optical
instruments, watches and clocks 0.83 0.84 096 1.09 097 116 1.03 096 184 092 093 101 1.09 0.99 0.92 1.03
Transport equipment* 0.86 084 083 088 089 082 075 1.02 081 082 098 0.88 0.88 0.63 0.88 0.86
Furniture and other 101 119 082 111 107 074 114 12 097 089 083 0.87 091 055 059 1.03
Export Price = Producer Price * Export Margin
Table 10: Export Prices
AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR US EU
Textiles 115 115 1.15 115 115 1.15 115 115 1.5 115 1.15 1.15 115 115 1.15 1.15
Printing, publishing
and allied industries 12 12 12 1.2 12 12 12 12 12 12 1.2 1.2 1.2 12 12 1.2
Machinery except electrical 1.07 1.07 1.07 1.07 107 1.07 1.07 1.07 1.07 1.07 1.07 107 1.07 1.07 1.07 1.07
Electrical machinery apparatus,
appliances and supplies 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07 1.07
Medical, precision and optical
instruments, watches and clocks 1.07 107 1.07 107 107 1.07 107 1.07 1.07 107 1.07 1.07 107 107 1.07 1.07
Transport equipment* 1.07 1.07 1.07 107 107 1.07 107 1.07 1.07 107 1.07 1.07 107 107 1.07 1.07
Furniture and other 113 113 1413 113 113 1.13 113 1.13 113 113 113 1.13 113 113 1.13 1.13

Source: Transport Margin =US cif value of imports /US fob value of imports; The cif values are in the input-output table clearly, but the fob values are in
the customs value/international merchadise data; The US transport margin is used as the internattional transport margin for all countries,
where the transport margins in the four equipment manufacturing sectors is the average of international transport margins
of machinery except electrical, electrical machinery and transport equipment sectors.

Table 11: Transport Margins



AUT BEL FIN FRA GER IRL ITA NLD PRT SPA DK SWE UK KOR us EU
Textiles 1.00 100 047 067 067 081 069 096 039 064 072 052 0.95 0.53° 0.90 0.74
Printing, publishing
and allied industries 1.01 1.18 061 144 0.70 1.12 092 112 094 1.06 0.89 0.85 0.83 1.01 1.12 0.98*
Machinery except electrical 122 130 123 145 132 143 117 121 105 120 131 158 1.41 1.10 0.90* 1.31
Electrical machinery apparatus,
appliances and supplies 1.17 121 109 130 133 143 099 149 128 114 133 104 1.25 1.30 0.88* 1.23
Medical, precision and optical
instruments, watches and clocks 0.89 0.90 1.03 1.17 104 124 111 103 198 0.99 100 1.08 1.17 1.06 0.99° 1.10
Transport equipment* 092 090 089 094 096 0.88 0.81 1.09 087 088 1.05 094 0.95 0.89° 0.94 0.93
Furniture and other 114 135 093 126 121 084 129 136 1.10 1.01 094 099 1.02 0.62° 0.66 1.17

Producer Price after taking off all the Margins=Export PricexInternational Transport Margin; World Price

Table 12: World Prices

us EU
Textiles 136 1.12
Printing, publishing
and allied industries 1.00 1.00
Machinery except electrical 1.00 1.27
Electrical machinery apparatus,
appliances and supplies 1.00 1.24
Medical, precision and optical
instruments, watches and clocks 1.00 1.00
Transport equipment* 1.23 1.22
Furniture and other 1.00 154
Weighted 1.07 1.21

Protection =Domestic Producer Price / World Price

Table 13: Weighted average protection rates for th&U and the US
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