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D E R M O T M C A L E E S E * 

THE economic benefits o f trade l iberal isat ion are conven t i ona l l y d i v i d e d i n t o 
t w o parts : static gains and d y n a m i c gains. Static gains refer t o the advantages o f 
increased specialisation ar is ing f r o m easier access to in te rna t iona l markets . T h e y 
l ie at the core o f the classical t h e o r y o f compara t ive advantage. I t was static gains 
Rica rdo had i n m i n d i n his famed and much-deba ted assertion tha t in te rna t iona l 
trade increases " the mass o f commodi t i e s and the sum' o f en joyments" . O t h e r 
benefits, h o w e v e r , m a y accrue". First , freer trade m a y lead to m o r e exp lo i t a t i on o f 
economies o f scale. Secondly, i t m a y create m o r e c o m p e t i t i v e condi t ions i n 
na t iona l markets thereby increasing p r o d u c t i v e efficiency. F ina l ly , faster economic 
g r o w t h m a y ensue o n account o f enhanced l o n g - r u n inves tment oppor tun i t i e s . 
For example , i t is a rgued that industries p r o d u c i n g n e w technical ly-sophist icated 
products w i l l develop o n l y i n the c o n t e x t ' o f ex t r eme ly large in tegra ted markets . 
These last three types o f gain const i tute the d y n a m i c gains f r o m in te rna t iona l 
trade. -

I t is one t h i n g t o assert that freer trade increases the gains f r o m trade, b u t an 
en t i re ly different p r o b l e m t o p r o v i d e quant i ta t ive estimates o f their magn i tude . 
C lea r ly mos t o f these extra gains are realised i n the f o r m o f an increased v o l u m e o f 
exports and i m p o r t s f o l l o w i n g the r e m o v a l o r r educ t i on i n p ro tec t ion . . Ceteris 
paribus, the greater the increase i n the v o l u m e o f t rade, the greater the increase i n 
the gains f r o m t r ade . ' I n eva lua t ing the consequences o f trade l iberal isat ion, 
therefore, a t t en t ion na tu ra l l y focuses.on its effect o n trade f lows . Th i s p r o b l e m 
has received the a t t en t ion o f n i a h y economists d u r i n g the past decade—efforts, 
f o r example , have been made to r e v i e w the trade effects o f reg iona l free trade 
g roup ings such as E F T A and the E E C , and t o quan t i fy the increase i n trade w h i c h 
w o u l d accompany a d i sman t l i ng o f developed countr ies ' t a r i f f barriers against the 
exports o f the less developed areas. Exercises o f this t ype are b e c o m i n g increasingly 
fami l i a r and p l a y a v i t a l r o l e i n in te rna t iona l t a r i f f negot ia t ions . 

O u r a i m i n this art icle is t w o f o l d . First , w e describe and evaluate the me thods 
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used b y economists t o calculate the effects o f trade l iberal isat ion o n trade f lows . 
W e dis t inguish be tween ex-post and ex-ante methods o f calculat ion and expla in the 
special difficulties i n v o l v e d in] es t imat ing the'effects. o f a reg iona l free trade, g roup^ 
i n g such as a c o m m o n m a r k e t "as opposed to the effects o f un i l a te ra l ' t a r i f f reduc
t ions . Secondly, the results o f ex-post studies are examined 'and , the i r impl ica t ions 
f o r developed and less developed countries compared . . 

Ex-ante Methods of Estimation '' * 

T h e effects o f trade l iberal isat ion m a y be assessed ex-ante o r ex-post. I f t r a d i n g 
condi t ions have already been pa r t i a l ly o r w h o l l y l iberalised, observed ex-post 
trade f lows can be compared w i t h those expected o n the basis o f a cont inuance o f 
p ro t ec t i on . If, o n the o ther hand, one wishes to investigate ex-ante the effects o f 
freer traded t w o hypo the t i ca l trade flows mus t be es t imated: trade flows assuming 
n o change i n c o m m e r c i a l p o l i c y , ^ahd' trade "flow's^ assuming 'a. r educ t i on i n .the 
degree o f protect ion. ' A l t h o u g h the prob lems associated w i t h ex-post and ex^ahte 
studies are s i m i l a r , " t h e . m e t h o d p f analysis r cor responding to each type o f s t u d y j n 
practice .differs .qu i te m a r k e d l y ! , ' f . • .->• .;' '•" . 
- 4 I r 6 m a ' p r a c t i c a l point, of-View, ex-ante studies, o f trade l iberal isat ion are m o r e 
relevant ' than, any other t ype . T h e y are e x p l i c i t l y designed t o aid and ins t ruct the 
p o l i c y maker . T w o procedures e m p l o y e d inex-ante s tudies 'may be distinguisheaV 
T h e first—the . " e l a s t i c i t y ' ' approach—involves 'a .direct appl ica t ion o f pr ice 
elasticities t o the f a l l i n tariffs occasioned-by the freeing o f trade. T h e second 
approach c o u l d be t e r m e d " i n s t i t u t i o n a l " and 'consists o f ah i n d u s t r y - b y - i n d u s t r y 
survey i n w h i c h the free^trade prospects o f each, indus t ry are evaluated i n terms o f 
e x p o r t potent ial i t ies , loss o f domest ic m a r k e t share etc. The*elastici ty approach 
differs f r o m ,ex-post methods i n t h a t the difference .between t w o hypo the t i ca l 
flows (trade..flows w i t h ' p r o t e c t i o n and w i t h o u t p ro tec t ion) . i s estimated rather 
than the difference be tween the observed flow'after the"change-in c o m m e r c i a l 
p o l i c y , and the hypo the t i ca l cum-protect ion trade flow, i, 
' ;The i rnmedjate i m p a c t of-trade l iberal isat ion is to reduce the pr ice "of i m p o r t s 

rel.ative.to the pr ice o f domesticgoods.^ A s s u m i n g that the a m o u n t o f this reduction^ 
is measured! by the level o f n o m i n a l ' tariffs and abstracting f r o m the 'ambigui t ies 
inheren t i n the ; concept o f a " . leve l" o f tariffs, tKe* change,m\impdrts(^ m) arising 
f rom the^lifriihation o f tariffs'may be" expressed "as:' : ' ' " '. ' " " 
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Since n o t , a l l • , i m p o r t s have the same elasticity o f demand , they • are, usual ly 
d i v i d e d i n t o groups chosen-in such a w a y - t h a t (a) cross-elasticities be tween these 
groups m a y be taken as neg l ig ib le and (b)-the^price elast ic i ty^of the c o m m o d i t i e s 
c o m p r i s i n g each g r o u p is a p p r o x i m a t e l y -the same. O b v i o u s l y , t h e - t w o cr i ter ia 
of ten conf l ic t . T h e m o r e w e disaggregate; t t h e greater, the l i k e l i h o o d ; o f r o u t 
equal-elasticities assumption being 'sa t is f ied , b u t the p robab i l i ty" , ' o f , the , cross-
elasticity assumpt ion 'be ing v io l a t ed s imul taneously increases also. \ •„ , ; . 

T h e widespread use o f f o r m u l a (i) mus t be a t t r i bu t ed t o its s i m p l i c i t y and ease 
o f app l i ca t ion . 1 H o w e v e r , i t is l iable t o t w o ma jo r ' c r i t i c i sms . I n , the f i rs t place, 
c o n t i n u i t y " o f the demand funct ionas assumed—that is, w e presuppose a constant 
elasticity regardless o f the size o f the pr ice change. T h i s assumption is qui te reason
able w h e n - m a r g i n a l pr ice changes.are at issue. I f , h o w e v e r , tariffs are h i g h , the i r 
r e m o v a l m a y cause except ional ly large domest ic demand and/or supply responses 
w h i c h w i l l n o t be adequately reflected i n o u r estimates. Secondly, trade liberalisa
t i o n involves .a change i n the pr ice structure o f an e c o n o m y and n o t m e r e l y a f a l l 
i n the pr ice o f one single i m p o r t g r o u p . A n i m p l i c i t assumption o f f o r m u l a (i) is 
tha t the demand fo r each type o f i m p o r t depends o n its o w n pr ice alone, and is 
therefore n o t inf luenced.by changes i n t h e prices o f o ther i m p o r t s . 

W i t h regard to the first c r i t i c i sm, i t m a y be p o i n t e d o u t tha t the assumption o f 
c o n t i n u i t y applies.to a l l emp i r i ca l w o r k i n v o l v i n g the use o f elasticities and is n o t 
peculiar to the trade l iberal isat ion p r o b l e m . W h i l e doubtless the assumption w i l l be 
v io l a t ed i n the case, o f cer ta in c o m m o d i t i e s , i t p r o b a b l y serves as a useful a p p r o x i 
m a t i o n to the average experience. Efforts , howeve r , have been made t o alter the 
f o r m u l a so'as t o a l l o w fo r changes i n the pr ice structure. W i t h the a id o f some 
s imple algebra, f o r m u l a (i) can be conver ted to the f o l l o w i n g f o r m : l V ••. * 

t • > l + Z 

w h e r e 
n = pr ice elasticity o f demand fo r impor tab les 

( impor t s ' p lus domest ic substitutes).' 

C = domest ic c o n s u m p t i o n o r use o f the c o m m o d i t y 

• e = pr ice elasticity o f supply o f value added 

P = domest ic p r o d u c t i o n 

• <•-'••'••>' ' --z'= the-effective t a r i f f rate ' ' 

I . It may be added that this formula was "applied by the present author to estimate the -effects 
o f free trade on Irish imports [13]. . - , V - ' .- >' •• 



" I m p o r t s be ing , b y d e f i n i t i o n , the difference be tween domest ic c o n s u m p t i o n 
( C ) a n d domestic p r o d u c t i o n (P),'formula (ii) expresses the change i n i m p o r t 
demand as the s u m o f a p r o d u c t i o n effect and a c o n s u m p t i o n effect. T h e magn i tude 
o f the c o n s u m p t i o n effect depends o n the level o f n o m i n a l ' tariffs ( f / i + t) and the 
"demand'elasticity (M) ; whereas the p r o d u c t i o n effect is de t e rmined b y the leve l o f 
effective tariffs and the supply elasticity o f value added. B y i n t r o d u c i n g the 
concept o f effective tariffs f o r m u l a (ii) pe rmi t s a m o r e sophisticated evaluat ion 
o f the effects o f free trade. 

T o see this , consider the d e f i n i t i o n o f an effective tariff , namely , the excess o f 
domest ic value added over free trade value added as a percentage o f free trade 
value added. The 'use o f va lue added as a yards t ick means tha t tariffs o n mater ia l 
inputs are taken i n t o account . Thus a reduc t ion i n an i n p u t t a r i f f w i l l , ceteris 
paribus, raise domest ic va lue added and thus increase the a m o u n t o f p ro t ec t i on 
afforded t o an i ndus t ry . A - r e d u c t i o n i n the n o m i n a l t a r i f f o n o u t p u t w i l l , o n the 
o ther hand , have precisely the oppos i t ive effect. I f the tariffs o n o u t p u t and inputs 
are a l l the same he ight , then the effective t a r i f f rate is zero, thus accord ing w i t h 
the commonsense observat ion that a h i g h level o f n o m i n a l p r o t e c t i o n o n a 
f inished g o o d ( footwear , f o r example) can easily be dissipated-by p ro t ec t i on o n 
that c o m m o d i t y ' s inputs (such as leather). W i t h the advent o f free trade, tariffs o n 
b o t h inputs and outputs are s imultaneously reduced, a p h e n o m e n o n i g n o r e d b y 
fo rmula - ( i ) b u t o b v i o u s l y a l l o w e d for i n estimates based o n f o r m u l a ( i i ) . For this 
reason, the first f o r m u l a has been e m p l o y e d o n a n u m b e r o f occasions i n p re 
ference to the second, as fo r example i n Balassa's s tudy [ i ] o f the effect o f t rade 
l iberal isat ion o n expor ts o f t h e ' t h i r d w o r l d t o the developed economies. 

A l t h o u g h f o r m a l l y at t ract ive, the appl ica t ion o f f o r m u l a ( i i ) t o a concrete 
s i tua t ion of ten , i n practice, proves an unsatisfactory exercise. I n the first place, 
estimates o f domest ic demand and supply elasticities (n and e) are se ldom available. 
O n e is then o b l i g e d to choose a rb i t r a ry values o f the elasticities, as Balassa [ i ] and 
before h i m Stern [16] and F l o y d [ 9 ] w e r e forced to d o . 2 

2. The following elasticities were assumed by Balassa: r_ 

n e 

Consumer goods —i-oo = o-8o 
, Intermediate goods , t —o !25 0-15 

Capital Goods —0-30 0-20 

Given the arbitrary method of choosing elasticities, Leith and Reuber's [ n ] criticism of Balassa for 
equating elasticity of value added with elasticity of supply appears academic in the extreme. These 
authors rightly point out that the former elasticity will always be less than the latter. However, in 
view of the extremely low supply elasticities assumed by Balassa the upward bias in his estimates 
of trade'liberalisation caused by using supply rather than value added elasticities can safely be 
considered negligible. 



Secondly, f o r m u l a (ii) cannot be appl ied i n its present f o r m to in te rmedia te 
goods. A t h i r d c o m p o n e n t mus t i n fact be added t o a l l o w f o r changes i n i n p u t 
demand arising f r o m the expansion o r con t r ac t ion o f industries e m p l o y i n g these 
in termedia te goods as an i n p u t . Th i s introduces m o r e parameters whose value 
m u s t be chosen a r b i t r a r i l y and fur ther complicates the computa t ions . A n y 
i m p r o v e m e n t i n the estimates due to the f o r m a l super io r i ty o f the amended 
f o r m u l a w o u l d mos t l i k e l y be counterbalanced b y the w i d e m a r g i n o f e r ro r 
inherent i n o u r choice o f parameter values. 

F ina l ly , one c o u l d argue that the p r o d u c t i o n effect o f trade l iberal isat ion is, at 
mos t reasonable levels o f aggregat ion and for mos t industries, ex t r eme ly l o w . I n 
practice effective t a r i f f estimates are se ldom available fo r m o r e than t h i r t y separate 
industries. Thus each indus t ry t y p i c a l l y produces a w i d e range o f products . I t is 
n o w b e c o m i n g increasingly ev ident—and w e shall refer to the evidence later— 
that free trade leads t o greater specialisation w i t h i n industries than be tween 
industries. Thus , m u l t i - p r o d u c t f i r m s t end , i n free trade condi t ions , to concentrate 
o n an increasingly n a r r o w range o f products and discard those lines where i t feels 
its compara t ive advantage is weakest. H o w e v e r , i n t r a indus t ry specialisation m a y 
n o t occur i n a l l instances; m a n y industries i n underdeveloped areas w o u l d 
o b v i o u s l y be unable to compete w i t h i m p o r t s i f tariffs we re r e m o v e d . Thus , b y 
assuming that trade l iberal isat ion leads t o o n l y m a r g i n a l changes i n the d i s t r i b u t i o n 
o f economic a c t i v i t y be tween industries, w e assume a w a y an i m p o r t a n t issue 
w h i c h no comprehensive analysis o f trade l iberal isa t ion o u g h t t o i g n o r e — 
namely , the effect o f increased fo r e ign c o m p e t i t i o n o n the structure o f p r o d u c t i o n 
and e m p l o y m e n t . T h u s estimates based o n an elasticity approach mus t be supple
men ted b y a sol id b o d y o f i n s t i t u t iona l research. A b l i n d app l ica t ion o f econometr ic 
fo rmulae provides no better results i n the con tex t o f free.trade than i t does i n any 
o ther b ranch o f economics. 

T w o conclusions therefore appear to emerge. First , i f the elasticity approach is 
be ing used, a s t rong case m a y be made fo r the first f o r m u l a w h i c h involves o n l y 
the use o f n o m i n a l tariffs and direct i m p o r t demand elasticities. T h e f o r m a l 
advantages o f the second vers ion are v e r y l i k e l y o u t w e i g h t e d b y the pract ical 
difficulties o f a p p l y i n g i t . Secondly, the elasticity approach cannot be appl ied 
mechanical ly . A second ex-ante approach, the " i n s t i t u t i o n a l " approach referred 
t o earlier, is an essential c o m p l e m e n t . 

T h e " i n s t i t u t i o n a l " approach consists o f an i n d u s t r y - b y - i n d u s t r y survey o f the 
e c o n o m y , i n w h i c h pr ice and p r o d u c t i v i t y comparisons are made be tween h o m e 
producers and fo r e ign compet i to r s i n each i ndus t ry w i t h a v i e w to ascertaining the 
i m p a c t o f trade l ibera l isa t ion o n domestic p r o d u c t i o n and e m p l o y m e n t . F o r e x a m 
ple , i ndus t ry studies o f this type , p r o m p t e d b y the prospects o f free trade w i t h E u r o p e 
and the U S A respectively, have been under taken i n I re land and Canada. B e t w e e n 
1962 and 1965, t w e n t y - s i x I r i sh industries, absorbing 58 per cent o f t o t a l m a n u 
fac tu r ing e m p l o y m e n t were surveyed b y a n u m b e r o f research teams (usually 
consist ing o f an economist , a g o v e r n m e n t representative and representatives o f the 
indus t ry concerned). T h i s ambi t ious unde r t ak ing was in i t i a t ed and financed b y the 



G o v e r n m e n t . 3 T h e survey teams conc luded that, p r o v i d e d appropr ia te readapta-
t i o n measures w e r e taken, mos t sections o f I r i sh i ndus t ry w o u l d be able t o compete 
o n the in te rna t iona l marke t . Special difficulties, h o w e v e r , were predic ted fo r the 
textiles, leather foo twear , fu rn i tu re , p o t t e r y , m o t o r vehicle assembly and i r o n and 
steel industries. T h e Canadian indus t ry surveys, carr ied b u t under the auspices o f 
the Pr ivate P lann ing Association~of Canada, we re conducted o n s imilar lines to the 
I r i sh reports , b u t the i r coverage was less extensive ( o n l y the p r i m a r y textiles, 
f u r n i t u r e and paper industries were examined separately). L i k e the i r I r i sh counte r 
parts, these reports stressed the need fo r drastic readaptat ion w h i l e r e m a i n i n g 
op t imi s t i c as t o the l o n g - t e r m competit iveness o f these industries under free 
trade. *A fur ther s tudy o n ins t i tu t iona l lines o f the ' impl ica t ions f o r Canadian 
i n d u s t r y 1 o f free trade was under taken b y the W o n n a c o t t s [ 2 0 ] . 
• T h e c h i e f advantage o f these indus t ry enquiries is that they come to gr ips 
d i r ec t ly w i t h the quest ion o f w h a t industries w i l l survive and whe the r drastic 
changes w i l l be necessitated i n the structure o f indus t ry . Considerat ions o f this 
t y p e are, as w e have seen, assumed a w a y i n the elasticity approach. O n the o ther 
hand , the " i n s t i t u t i o n a l " approach cannot o n its o w n p r o v i d e a comprehensive 
answer t o the effects o f freer trade. T h e effects o f free trade 'on i m p o r t s are 
quan t i f i ed i n a rather haphazard fashion (e.g., b y means o f questionnaires t o 
i n d i v i d u a l f i rms in" w h i c h the i r o p i n i o n as to the loss o f domestic sales f o l l o w i n g 
free trade is solicited), o r , a l ternat ively , are n o t quant i f ied at a l l b u t are described 
i n qual i ta t ive terms. W h i l e i t mus t be freely granted that o u r quant i ta t ive estimates 
are subject t o w i d e margins o f e r ro r and rest o n rather drastic assumptions, i t is surely 
desirable fo r p o l i c y purposes to indicate the order o f magn i tude o f the effects o f trade 
l iberal isa t ion. Idea l ly , therefore, ex-ante estimates o f the effects o f free trade requ i re : 
(a)' i n s t i tu t iona l ' i ndus t ry -by - indus t ry studies, (b) effective t a r i f f estimates 'for the 
major industries i n the economy , w h i c h shou ld p r o v i d e a concise p ic ture o f the 
resource-allocation effect o f i p f b t e e t i o n a n d whose results can then be compared 
a n d ' reconci led ' w i t h the i ndus t ry surveys and , f i na l l y , (c) quant i ta t ive estimates 
de r ived f r o m elasticities. These estimates w i l l ' i n d i c a t e the consequences.'in terms 
o f exports and impor ts? o f free trade and should p r o v i d e a useful basis fo r dec id ing , 
say, whe the r o r riot deva lua t ion 'may be necessary o r whe the r an amendmen t t o 
the t i m e schedule o f t a r i f f reduct ions o u g h t t o be requested?" - ' ' " 

Ex^post Estimation' '* ' ~ ~ : •. ' ' • 1 ' 

As already noted," ra-posr,studies calculate the free trade effect as the residual 
be tween observed trade f lows after free trade is established and "expec ted" o r 
hypo the t i ca l trade f lows o n the assumption o f p r o t e c t i o n be ing main ta ined . 
W h e r e customs unions or free trade areas are under discussion (as is usually the 
case), separate estimates mus t be made fo r intra-area and extra-area flows i n o rder 

3. The findings of th'e research teams'are, conveniently summarised^by Miss Catherine Brock: 
in a report commissioned by the Committee of mdustrial Organisation [7]. ' 1 1 ' ' - . & * ' l i i 



t o dis t inguish be tween trade crea t ion and trade d ivers ion . T h u s any r educ t ion i n 
extra-area trade due to d i sc r imina t ion against t h i r d - c o u n t r y i m p o r t s represents 
trade d ivers ion , whereas the expansion o f intra-area trade represents a m i x t u r e o f 
desirable trade creat ion effects (i.e., transfer o f p r o d u c t i o n f r o m inefficient to 
efficient intra-area sources) and undesirable trade d ivers ion effects (i.e., transfer o f 
demand f r o m l o w - c o s t extra-area producers t o ' h i g h - c o s t intra-area producers) . 
T h e task o f so r t ing o u t these t w o effects is i m p o r t a n t b u t also ex t r eme ly d i f f icu l t . 
Statistics o n the increase o f extra-area trade f o l l o w i n g the f o r m a t i o n o f a reg iona l 
free trade area, a l t h o u g h c o m m o n l y used t o i l lustrate the advantages o f Un ion , are 
i n fact per se d e v o i d of-any welfare significance'whatsoever. 

T h e difference be tween observed and hypo the t i ca l trade f lows have been 
estimated i n a va r i e ty o f ways . Three o f the mos t i m p o r t a n t w i l l be examined 
here: (a) ex t rapo la t ion o f the trade m a t r i x (b) the income-elast ic i ty approach and 
(c) the share-change m e t h o d . 

G i v e n the w o r l d trade m a t r i x p r i o r to trade l iberal isat ion, the expected trade 
m a t r i x fo r any subsequent year can be constructed b y d i s t r i b u t i n g the value o f 
t o t a l trade a m o n g the i n d i v i d u a l cells o n the assumption o f unchanged c o m p o s i t i o n 
o f w o r l d trade. M o r e sophisticated versions o f the expected trade m a t r i x m a y also 
be der ived . For example , past trends i n trade f lows c o u l d be incorpora ted i n t o the 
projected trade f lows . T h i s m e t h o d has been e m p l o y e d b y W a e l b r o e c k [18] and 
others i n ex-post studies o f the E E C . ' ' * 

E x t r a p o l a t i o n o f trade f lows i n the above manner provides an answer as t o 
whe the r o r n o t the f o r m a t i o n o f a par t icular t r a d i n g bloC exercised a noticeable 
i m p a c t o n fo r e ign trade. Thus , us ing this m e t h o d , w e are able t o say that i n t r a -
area trade increased b y m o r e than w o u l d be expected o n the basis o f past trends. 
I t is no t , h o w e v e r , possible to separate trade creat ion f ro r r i t rade d ive r s ion 
d i r ec t ly . Hence w e are unable t o d is t inguish be tween the p o r t i o n o f increased 
intra-area trade w h i c h was due to a deflect ion o f i m p o r t s f r o m extra-area t o i n t r a -
area sources,-and, the p o r t i o n w h i c h reflects greater intra-area specialisation o f 
p r o d u c t i o n . I n o rder to separate the t w o effects, t trade flows mus t be l i n k e d 
e x p l i c i t l y to intra-area c o n s u m p t i o n . T h e presence o f trade d ivers ion is t hen 
readi ly discerned whe reve r an increase i n the p r o p o r t i o n o f intra-area i m p o r t s t o 
intra-area c o n s u m p t i o n is a c c o m p l i s h e d ' b y a cor responding p ropor t iona te 
decrease i n extra-area i m p o r t s . T rade creat 'on can be calculated' as a residual, 
the difference be tween the to ta l intra-area trade increase a t t r ibutable to trade 
l ibera l i sa t ion less t rade d ivers ion . 
. - These considerations l ed Balassa [3] t o devise an al ternative m e t h o d o f es t imat ing 
the effects o f freer trade i n the E E C . T o t a l E E C mpor t s o f seven c o m m o d i t y 
groups were d i v i d e d i n t o intra-area and extra-area i m p o r t s and thei r g r o w t h rates 
over t w o periods I 9 5 3 r 5 9 and 1959-65 calculated.,These g r o w t h rates w e r e then 
expressed as a f rac t ion o f ' t h e corresponding G N P g r o w t h rates to y i e l d w h a t 
Balassa t e rmed ex-post i n c o m e elasticities. A decline i n the extra-area i n c o m e 
elasticity o f a c o m m o d i t y - g r o u p be tween .the t w o periods was considered ind ica 
t i v e o f trade d ivers ion , a rise i n this elasticity represented external trade creat ion. 



Balassa's m e t h o d const i tuted an i m p o r t a n t advance i n so far as he showed h o w the 
effects o f economic g r o w t h (assumed'to be independent o f the trade effect) c o u l d 
be incorpora ted i n the estimates. _ , , 

T h e income-elas t ic i ty approach, h o w e v e r , rests o n a rather s tr ict assumption 
rega rd ing the g r o w t h o f G N P . T h e relat ionship be tween each percentage p o i n t 
g r o w t h i n . G N P and its i n d i v i d u a l components is assumed to be constant over 
t i m e . I f this assumption is v io l a t ed , -Balassa's m e t h o d w o u l d i n v o l v e d is tor ted 
estimates o f trade crea t ion and trade d ivers ion . T r u m a n [17] attempts t o a v o i d 
this d i f f i cu l ty b y expressing i m p o r t s o f each c o m m o d i t y g r o u p as a p r o p o r t i o n 
o f intra-area ( "domes t ic" ) ""consumption of- that c o m m o d i t y g r o u p . T rade 
creat ion and trade d ivers ion i n manufac tured goods are calculated, f o r each 
i n d i v i d u a l m e m b e r o f the E E C and e ight to eleven manufac tu r ing sectors are 
examined . M o s t o f T r u m a n ' s calculations, h o w e v e r , are based o n a pure share-
change approach. O n e year, 1958, is taken as base and changes i n shares be tween 
1958 and 1964 are conver ted i n t o quant i ta t ive do l la r terms i n o rder t o y i e l d 
estimates o f the effect o f the E E C o n trade f lows . T h e representativeness o f the 
base-year shares mus t na tu ra l ly be called i n t o quest ion, as the au thor h i m s e l f 
emphasises. 4 I t w o u l d also have been desirable to a l l o w fo r trends i n shares p r i o r 
t o 1958. T h i s has been done i n a recent E F T A study [8 ] o f the impl ica t ions o f the 
free trade area fo r the members ' economies—a s tudy based o n T r u m a n ' s approach. 
T h e E F T A effect (E) o n i m p o r t s , i.e. the extent to w h i c h members ' 1965 i m p o r t s 
f r o m E F T A suppliers w e r e h ighe r as a result o f the f o r m a t i o n o f E F T A i n 1959, 
is g i v e n b y the equa t ion 

. E - F 6 5 - / 5 9 C 6 5 - {fM - / 5 4 ) 6/5 C 6 5 . . . (1) 

w h e r e F = observed i m p o r t s f r o m E F T A countries 

C = apparent c o n s u m p t i o n = domest ic p r o d u c t i o n less e x p o r t 
/ = FjC, subscripts refer t o years 1954, 1959 and 1965. 

Expec ted i m p o r t s are expressed as the s u m o f the t w o terms, the second o f w h i c h , 
( / 5 J . — T 5 4 ) 6/5 ^ 6 5 » 1 S a n adjustment factor designed to a l l o w for the con t inua t ion 
o f past trends i n changes i n the E F T A i m p o r t / c o n s u m p t i o n ra t io . 

W h i l e the share change approach improves o n Balassa's i n c o m e elasticity 
m e t h o d b y t a k i n g domest ic c o n s u m p t i o n o f each p r o d u c t g r o u p i n t o account , 
data o n c o n s u m p t i o n are n o t always readi ly accessible. A p a r t f r o m this considera
t i o n , there are unsatisfactory aspects c o m m o n to a l l three ex-post approaches. 
First , the trade effect is calculated as a residual and m a y , therefore, reflect influences 
o ther than those o f l o w e r tariffs. Intra-area rates o f in f l a t ion m a y , fo r example , 
exceed those o f extra-area countr ies , t hus 'pa r t i a l ly offset t ing the impac t o f t a r i f f 

4. A second' base year, i960, is used with quite marked consequences for the quantitative, but 
not the qualitative, results based on 1958 shares. 



reduct ions and creat ing a d o w n w a r d bias i n the estimates o f trade effects.^ Changes 
i n the pa t tern o f demand w i t h i n c o m m o d i t y groups m i g h t also d i s to r t the results. 
F u r t h e r m o r e , increases i n i m p o r t demand aris ing . o u t o f domest ic capacity 
l imi t a t i ons w i l l be i nco r r ec t l y ascribed to freer trade. Secondly, the effects o f t rade 
l ibera l iza t ion o n G N P g r o w t h rates are i g n o r e d . As already no ted , the l i te ra ture 
abounds w i t h references t o the " d y n a m i c " effects o f free trade and the s t imulus 
thereby g i v e n to economic g r o w t h b y increasing the scale o f enterprise, encouraging 
research, p r o m o t i n g c o m p e t i t i o n etc. 6 Freer trade, i n o ther w o r d s , enlarges the 
extent o f the marke t , thereby increasing the efficiency o f ex is t ing p r o d u c t i o n units 
and rais ing the rate o f r e t u r n t o n e w inves tment . T h e precise impl ica t ions o f 
these " d y n a m i c " factors f o r economic g r o w t h have so far defied quant i ta t ive 
measurement. C lea r ly the i r impor t ance w i l l v a r y accord ing t o the size o f the 
i n d i v i d u a l c o u n t r y and the g r o u p o f countries whose trade is be ing l iberal ized. 

Ex-post studies o f the effect o f r e m o v i n g o r i m p o s i n g trade barriers have been 
under taken w h i c h e m p l o y s t i l l different methodologies f r o m the three j u s t o u t l i n e d . 
Wemels fe lder [ 1 9 ] , f o r instance, i n his s tudy o f the G e r m a n economy after the 
1956 r educ t ion i n tariffs, regresses i m p o r t s o n G N P p r i o r to 1956, inserts values 
o f 1957 and 1958 G N P i n the equa t ion t o ob t a in "expec ted" i m p o r t s f o r these 
years w h i c h can then be compared w i t h actual i m p o r t s . A m o r e sophisticated 
v a r i a t i o n o f this m e t h o d is e m p l o y e d b y Johns ton and Henderson [10] to analyse 
the effectiveness o f the 1964 i m p o r t surcharge i n r educ ing B r i t i s h i m p o r t s . 7 I n 
each case, the effects o f the change i n p r o t e c t i o n are measured b y the residual 
representing the " u n e x p l a i n e d " p o r t i o n o f t o t a l i m p o r t s . T o this extent , they are 
s imi lar to the three- methods discussed above. • , 

O u r r e v i e w o f the m e t h o d o l o g y o f ex-post s tudies suggests that assessing the 
consequences . o f , t r ade l iberal isa t ion is^nOi-easy task, even w i t h the benefit o f 
h inds igh t . Substantial progress has, h o w e v e r , been made i n e v o l v i n g correc t 

• procedures fo r es t imat ing these effects! I t c o u l d . s t i l l be argued that: w e need 
fu r the r disaggregat ion b o t h b y r eg ion and c o m m o d i t y g r o u p i n o r d e r t o indicate 
the i m p a c t o f i n t eg ra t i on o n areas, at different stages o f deve lopmen t and o n the 
var ious t y p e s . o f i n d u s t r y ( " t r a d i t i o n a l " ,o r n e w l y established, capital-intensive 
etc.) . T h i s p o i n t w i l l be rever ted to later. • . ,% . . . ; , , 

The' Findings of Ex-post Studies 1 ^ ' ' , 

T h e results ofex-post studies are na tu ra l ly o f considerable interest b o t h to those 
countr ies w h i c h have taken the plunge* i n t o free t rade and t o those w h o are 

5. Balassa notes that E E C manufactures' prices rose by 2-6 per cent a year between 1959 and 
1965 as against an annual increase of i-o per cent in US and 1-6 per cent in the UK. [3,p. 15]. 
Where possible, allowances are made for these influences in the E F T A study. 

6. For a full discussion, see, for example, Balassa [2, Ch. 5.]. 
7. In view of the temporary nature of the import surcharge Johnston and Henderson face a 

rather different set of problems than those associated with tariff changes which are believed to be 
permanent. 



consider ing such a step. Interest centres a round three m u t u a l l y related issues?First, 
w e w o u l d l i ke to k n o w the effect o f free trade ? o n the v o l u m e o f trade since the 
cor re la t ion be tween the v o l u m e o f trade and the gains f r o m trade is l i k e l y t o be 
h i g h ( i g n o r i n g , fo r the m o m e n t , t h e p r o b l e m o f trade divers ion) . Secondly, the 
effect o f trade l iberal isat ion o n o u t p u t o f h i g h l y protected sectors o f an e c o n o m y 
ni'ust be examined , since fear o f redundancy i n these areas lies at the r o o t o f mos t 
oppos i t i on to freer trade. T h i r d l y , one w o u l d l i k e to have an evaluat ion o f the 
effects o f freer trade o n economic growth ." Specifically, the effects o n ove ra l l 
g r o w t h rates and ' regional g r o w t h rates' mus t be assessed, w i t h special regard to 
t inder developed regions; fu r the rmore , the experience o f developed countries 
under condi t ions o f freer trade mus t be dist inguished f r o m the experience o f the 
less developed nations. I n the past f e w years, a significant b o d y ' o f evidence has 

•accumulated o n "these issues. W e beg in b y r e v i e w i n g a n u m b e r o f E E C studies at a 
na t ional and reg iona l l e v e l ; 1 a recent E F T A r epor t w i l l be considered next , and 

• f i na l ly the experience o f deve lop ing countries i n the i r efforts towards economic 
in t eg ra t ion w i l l be considered. • 

-T ruman ' s ' s t udy ; t o w h i c h w e have referred earlier, contains ' a t h o r o u g h 
' i nves t iga t ion o f the trade effects o f the E E C . Estimates o f trade creat ion and trade 

d ivers ion w e r e made f o r t h e ' c o m m u n i t y taken * as a whole', ' f o r each c o u n t r y 
separately, a n d ' f o r eleven i n d i v i d u a l industries. F o r the c o m m u n i t y as a w h o l e , 
he estimates*trade creation-as %f bil-. and trade d ivers ion as $o-6 b i l . 8 These 
results are based o n a pure share-change approach (i.e., w i t h no allowances fo r 
i m p o r t trends p r i o r to the base year) and thus drastically exaggerate the magn i tude 
o f the " t r u e " free trade effect. 9 H o w e v e r , even these estimates are small w h e n 
compared w i t h t o t a l E E C c o n s u m p t i o n o f manufactures equal t o $133 b i l . 
T h u s , T r u m a n ' s aggregate results cor robora te the conclusion o f earlier wr i t e r s tha t 
the static gains f r o m trade are exceedingly smal l . H i s i n d i v i d u a l c o u n t r y estimates 

• accord w i t h this conclus ion , b u t s h o w that tirade d ivers ion was concentrated o n the 
B e n e l u x countr ies , whose tariffs were exceedingly l o w p r i o r ' t o 1958, whereas 
h i g h - t a r i f f countr ies l i k e I t a l y and France experienced o n l y trade creat ion effects. 
Thus i t appears that France and I t a l y g o t a larger p r o p o r t i o n o f the static gains, 
such as they are, t han the B e n e l u x countr ies . A t an i n d i v i d u a l i ndus t ry level , trade 
d ivers ion occur red i n the metals and chemical industries, b u t trade crea t ion 
occurred i n the other ten . T r u m a n f i n a l l y concludes that the real locat ion o f supply 
be tween industries i n var ious parts o f the c o m m u n i t y has n o t been s ignif icant . 
Balassa [ 4 ] has also s h o w n that even at a m o r e disaggregated level the evidence 
continues t o suppor t the hypothesis o f i n t r a - indus t ry rather than in t e r - indus t ry 
specialisation. I n a s tudy o f 91 manufac tu r ing industries he indicates that the ra t io 
o f the difference be tween exports and i m p o r t s and the s u m o f exports and i m p o r t s 

' has fal len be tween 1958 and 1961 i n a lmost every case, thus ind ica t ing that freer 

8. See Truman [17, p. 231]. 
9. Allowing for trend, the figure for trade creation can be reduced to as low as $757 m.— 

Truman is, for various reasons, not satisfied'with the validity of this estimate but suggests that it 
could be considered a lower bound estimate [17, p. 230]. 



trade has l ed to a balanced expansion o f exports and i m p o r t s . 1 0 References have 
also been made t o the absence o f an increase i n the n u m b e r o f bankruptcies and 
t o the smal l n u m b e r o f appeals fo r e x e m p t i o n f r o m t a r i f f reduct ions under art icle 
226 o f the R o m e T r e a t y since 1958. T h i s type o f evidence is na tu ra l ly n o t c o n 
clusive, since o n the one hand f i r m s m a y be o b l i g e d t o restrict p r o d u c t i o n and 
suffer severe f inancial difficulties w i t h o u t g o i n g b a n k r u p t and , o n the o ther hand , 
recourse to art icle 226 involves l eng thy negotiat ions and m u c h bureaucratic red 
tape w h i c h effectively deters ac t ion under this heading. Nevertheless the evidence 
is h i g h l y suggestive. 

Studies o f the E E C at a reg iona l leve l suggest n o dramat ic evidence o f u n 
favourable " b a c k w a s h " effects o n the less developed regions i n the C o m m u n i t y . 
Thus reg iona l g r o w t h rates o f o u t p u t i n the south and centre o f W e s t G e r m a n y 
and the n o r t h o f B e l g i u m (where i ncome per capita was lowes t i n the 1950's) 
have exceeded the na t iona l average be tween 1955 and 1965 . 1 1 T h e pos i t i on i n 
Sou th I t a l y , h o w e v e r , is rather less satisfactory i n that, w h i l e h i g h g r o w t h rates 
were main ta ined i n a l l regions, the N o r t h g r e w re la t ive ly faster than the l o w -
i n c o m e Sou th . H o w e v e r , even i n I t a l y , the gap be tween i n c o m e per capita has 
lessened be tween regions. Thus Sou th I ta ly ' s i n c o m e per capita was 36 per cent 
b e l o w the na t iona l average i n 1955 as against r o u g h l y 30 p e r c e n t i n 1965. Greater 
equa l i ty i n per capita incomes has occur red despite the l o w e r g r o w t h rate i n Sou th 
I ta ly ' s r eg iona l o u t p u t , chief ly b y means o f e m i g r a t i o n t o N o r t h I t a l y , G e r m a n y 
and S w i t z e r l a n d . W h e t h e r one v i e w s this exodus as a desirable m o v e m e n t 

. o f l abour t o areas w h e r e its p r o d u c t i v i t y is highest o r as an unfor tuna te social 
p h e n o m e n o n created b y inadequate reg iona l deve lopmen t p o l i c y is a mat te r o f 
personal j u d g e m e n t . Dissatisfaction w i t h cu r ren t reg iona l policies has been 
expressed off ic ia l ly b y the C o m m i s s i o n ; i n a recent repor t , the E E C commiss ion 
commen t s adversely o n the practice o f each M e m b e r State's endeavour ing t o 
o u t b i d the others i n of fe r ing aids t o facil i tate the establishment o f f i r m s i n its o w n 
less deve loped r eg ions . 1 2 W h i l e , therefore, free trade has n o t l ed t o any drastic 

10. The formula used is Xi — Mi, where X and M refer to exports and imports respectively 

Xi + Mi 
and subscripts refer to industry. The unweighted average of this statistic for 91 industries for three 
E E C countries in 1958 and 1963 was as follows 

1958 1963 

Belgium 0*458 0-401 
Netherlands 0-495 0-431 
Italy 0-582 0-521 

11. These and subsequent facts on regional trends have been obtained from the second annex to 
Note sur la Politique Regionale dans la Communaute. [6]. 

12. See Memorandum on Regional Policy in the Community [14, p. 17]. The Memorandum 
refers to "the tendency for activities to be concentrated in regions where expansion is already most 
vigorous" (ibid.) The facts presented in the annex to the Memorandum fail to substantiate this 
assertion however. 



relat ive decline i n p r o d u c t i o n i n the l o w - i n c o m e areas as was feared b y those w h o 
c i t ed the experiences o f Sou th I t a l y after un i f i ca t ion i n the 1870's—it is clear tha t 
greater efforts are requ i red i f reg iona l g r o w t h i n the less developed areas is t o 
exceed that o f developed regions. O f course, this presupposes an a t t i tude o f 
disfavour o n the par t o f the po l icy-makers towards e m i g r a t i o n f r o m the less 
developed regions. T h e issue is na tu ra l ly o f crucia l impor t ance to countries such 
as I re land i n the con tex t o f en t ry i n t o the E E C . 

G i v e n the large degree o f c o m p l e m e n t a r i t y be tween the economies o f E F T A 
members and the small p r o p o r t i o n o f intra-area as a percentage o f to ta l t r ade , 1 3 

i t is n o t surpris ing t o find tha t f o r mos t members , . w i t h the except ion o f 
B r i t a i n and N o r w a y , there appears t o have been almost n o trade creat ion and tha t 
consequently m u c h o f the increase i n intra-area trade be tween 1959 and 1965 m a y 
be ascribed t o trade d i v e r s i o n . 1 4 Such trade Creation as occur red a m o u n t e d to less 
than 1 per cent o f t o t a l i m p o r t s o f E F T A members . S t ruc tura l readjustment has 
n o t therefore been requ i red o n a large scale. T h e effect o f trade l iberal isat ion o n 
countries such as Po r tuga l and F in land , whose re la t ive ly underdeveloped indus t r ia l 
base m i g h t have been expected t o be mos t vulnerable t o fo r e ign c o m p e t i t i o n , 
has been w h o l l y beneficial . T o a large extent this is because special considerat ion 

-has been g i v e n t o these countr ies ' industries b y ex t end ing the t ransi t ional p e r i o d 
o n mos t o f the i r i m p o r t s o f c o m p e t i n g manufactures to . 1980. Hence, the effect 
o f E F T A has been t o expand the p o t e n t i a l e x p o r t market , f o r these countries 
w i t h o u t crea t ing any dis locat ion a m o n g domestic industries. T h e Portuguese 
tex t i le i ndus t ry has gained considerably, f r o m this arrangement , f o r example . 
I n N o r w a y , .where trade creat ion has been observed, the c h i e f industries t o be 
affected have ;been jh igh ly -p ro tec t ed industries based o n i t h e h o m e m a r k e t such 
as textiles, c l o t h i n g , foo twear , and to i l e t and cleaning articles. These industries 
have e x p e r i e n c e d ' m u c h J q w e r than average g r o w t h rates ( a l t hough none has 
.suffered an absolute decline i n o u t p u t ) , and hence.have 'd iminished i n impor tance 
re la t ive t o the r a p i d l y . expand ing engineer ing indus t ry . S t ruc tura l changes, 
therefore, appear t o have taken place i n N o r w e g i a n indus t ry , b u t these changes 
have been manifested b y higher, g r o w t h rates i n certain expor t -o r i en ted sectors 
rather than b y an absolute fa l l i n the p r o d u c t i o n o f the protec ted sectors. W i t h i n 
the pro tec ted sectors, f u r t h e r m o r e , increases i n b o t h exports and i m p o r t s b e t w e e n 
1959 and 1965 have been observed thus ref lect ing the presence o f in t r a - i r idus t ry 
specialisation. 

Ava i l ab l e evidence, therefore, o n the basis o f European experience, suggests 
tha t trade l ibera l isa t ion can c l a i m di rec t responsib i l i ty fo r o n l y a m i n o r expansion 
i n trade, tha t consequently the static gains f r o m trade are o f an exceedingly small 
o rder o f m a g n i t u d e (considerably less than one per cent o f G N P ) and tha t fears 

13. Intra-area E F T A trade was less than 25 per cent in 1964 as against a comparable figure of 43 
per' cent for E E C [8, p. 18]. 

14.- According to the E F T A report, total effects on intra-area trade amounted to $830m. 
between 1959 and 1965 over'half of which($457m) was due to trade diversion, the remaining $ 375m. 
representing trade creation. Total E F T A imports in 1965 were roughly $34 bil. 



of dislocation of industry following increased competition are, for most countries, 
unfounded. Those countries, such as Portugal and Finland, which appeared most 
vulnerable were, in fact, exempted from the obligation to remove protection. 
Hence their favourable experience in EFTA obviously cannot be cited as an 
example of the benefits of multilateral free trade. However, we have seen that the 
relatively underdeveloped areas in the EEC have suffered no adverse consequences 
from European integration. 

Thus far we have considered only the experience of European countries. 
What, has been the effect of freer trade among the less developed countries', 
Since 1958, the formation of free trade blocs in the third world has become 
increasingly common. These moves towards economic integration are partly 
prompted by fears of what Kwame Nkrumah of Ghana called;the increased 
"balkanisation" of the underdeveloped countries. They can also in large part be 
attributed to the strong belief (whether warranted or not is irrelevant) prevalent 
both in the rich countries donating foreign aid and in the third world itself that, 
freer trade among developing countries in the form of free trade areas or customs 
unions would inevitably lead to higher growth rates and increased economic 
prosperity. Subsequent.experience has,,however,, tempered this optimism some-; 
what. , , , , . , . ' ; 1. ,• -i - •. . 

It is, of course, obvious that Vinerian static analysis, in which the gains or losses 
of integration are measured in terms of trade creation and. trade diversion,.has 
only marginal relevance to developing countries. In their case, the question of the 
efficient allocation of existing resources carries little weight compared with the 
all-important issue of increasing the quantity of resources. The benefits from freer 
trade therefore have to be considered primarily in terms of its contribution to the 
GNP growth rate. Key economic issues in the context of intra-area trade liberalisa
tion for developing countries are the effects of this extension of the market on 
foreign investment and the promotion of industrial growth. Developing countries 
have also experienced, in particularly acute form, the problem of regional 
disparities in income. Thus, in East Africa, Tanganyika complained that all the 
advantages of freer trade were accruing to Kenya. Similar problems arose after 
the formation of the Central African Federation and the Central American 
Common Market, where the initially well-developed regions, Southern Rhodesia 
and El Salvador respectively, tended to attract most of the new industries established 
by both foreign and domestic investors.15 It appears that the "backwash" effects 
referred to by Myrdal and others (i.e., the tendency towards greater concentration 
of economic activities in high income regions after free trade is established) relate 
more to the effects of free trade on developing countries than on countries which 
are already substantially industrialised. Developing countries' resources are too 
slender to enable them to offer sufficient incentives to industry to restore the 
balance between the relatively advanced and relatively poor members or regions 
of their trade groupings. Hence, Bird's conclusion [ 5 , p. 240] that "regional 

15. See Segal [15] for a valuable survey of these issues. 



differences in economic welfare exist, persist and are likely to be accentuated by 
the formation of a common market", although shown to be unsubstantiated in so 
far as the EEC is concerned, may have considerable cogency in the context of an 
economic union between countries whose average income per capita is low but 
where the' level of industrialisation differs significantly from country to country. 

Conclusion • . . 

• The "methods employed by economists to assess the effects of trade liberalisation, 
and the results of their various'empirical studies have been reviewed in this article. 
While,' to some extent the lessons one draws from the analysis are inevitably 
coloured by one's prejudices for or against free trade, certain conclusions emerge 
on which a wide measure of agreement could be expected. . 
-First, the results of both ex-ante and ex-post studies of trade liberalisation'indicate 

that the direct effects of the removal of tariffs on trade flows, and consequently 
on the static gains from trade, are extremely small in terms of total output. For 
the EEC, the increase.iri imports of manufactured goods as a percentage of total 
manufacturing output was less than'"5;pVf'cent.'In*the case of a' small country 
like Ireland, with relatively high tariffs and relatively greater dependence on foreign 
trade, the increase in imports directly due to the dismantling of tariffs appears on 
the'basis'6f the author's ex-anYe's estimates to be a somewhat larger percentage of 
manufacturing output,'but the figure certainly does'not exceed 10 per cent.16 As a 
percentage of the initial level of imports, the increase.in trade will obviously be' 
muclvhighef, but this percentage is not the appropriate yardstick to measure .the 
economic effects of trade liberalisation. ' . 1 "." 

' Secondly," this implies that the lowering of protection, if it has exercised any' 
significant influence* oh economic variables,'has done'so through rits short and 
long-run effect oh economic growth v/a economies of scale, increased competition 
and enhanced opportunities for investment.'The,first two factors are once-for-all 
advantages'which would account for faster growth in the short-run, while the 
last factor—opportuhities'for investment—would extend well into thefuture.lt 
must be emphasised, however,. that the presumption of freer trade having a 
favourable effect''on growth is'nbt'warranted.in all cases—notably, for example, 
where trade liberalisation occurs among less developed countries with individual 
countries at markedly different stages of development. However, looking only at 
developed countries, post 1958 experience in Europe provides us with no evidence 
to disprove the hypothesis that freer "trade induces, faster growth. . 
," The danger of post hoc ergo propter, hoc arguments becomes increasingly acute 

at this stage. A century ago, 'Germany's increasingly protectionist policy was 

16. In [13], the increase in imports due to free trade was estimated to lie between ^fiym.. and 
j£i05m. We pointed out that both these figures would most likely exaggerate the true magnitude. 
Our revised estimates, to be published in a forthcoming study, reduce this figure by half. Our 
results, incidentally, then come very close to Dr. Garret FitzGerald's independently derived 
estimates (Irish Times, January 1966). - -
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accompanied by faster growth; at present the opposite commercial policy appears 
to produce exactly the same result. There is obviously a need for considerable 
background research before the existence or direction of causality can be deduced. 
As matters stand, no systematic effort has been made to quantify the effects of 
freer trade in terms of percentage growth rates. It would be interesting, for 
example, to have a study of the change in the total productivity of factors of 
production in the EEC prior to and after the formation of the customs union. 
If dynamic gains are important, the change should be significant. • ' • 

As far as ex-ante studies of trade liberalisation are concerned, the uncertainty 
surrounding the dynamic gains is implicitly avoided by making a number of 
arbitrary assumptions about GNP growth rates and then applying marginal-
import propensities to obtain import projections. The future rate of growth will 
of course include the effects of many variables other than the dynamic effects of 
freeing trade (e.g. size of population, government spending,. gross investment 
rates, etc.). Furthermore, from the point of view of assessing the potential disloca-; 
tion of industry under free trade conditions, the comparative static approach of 
ex-ante studies is adequate since it indicates the upper limit of possible dislocation. 
Provided the effects of free trade on growth are expected to be positive, then 
domestic production and employment will to that extent have to increase. 
Comprehensive institutional studies are -required, however, in order to assess 
whether the dynamic free trade effects are, ,in fact, likely to be positive. No 
mechanical application of econometric formulae can establish the "answer to, this 
question'—the limitations of the ex-ante elasticity approach in this respect̂  have 
already been stressed.. • • ., c < . ' . . ' . • < . t • -

, The relative insignificance of the direct, trade effect of trade'liberalisation in 
Europe, as measured in empirical studies, has prompted at least one distinguished 
economist, Nils Lundgren [ 1 2 ] , to conclude that the indirect dynamic effects are 
of a similarly small order of magnitude. Lundgren does not, of course, assert that 
the gains from trade are negligible, but what he does say is that the increase in 
these gains due to the elimination of tariffs is negligible. In his view, imperfect 
knowledge of foreign markets combined with fears of political instability rather 
than the level of tariff have obstructed the conduct of trade. Tariff barriers, he 
claims, were not sumciently,high in Europe to prevent exploitation of economies 
of scale or to insulate any national economy fromr the pressure of foreign 
competition. • ' 

Sucha point of view seems to underestimate grossly the, protective power of 
tariffs. It may also reflect a failure to appreciate the importance of the distinction 
between nominal and effective tariffs. Thus, in 1962, the average nominal tariff on 
consumer goods imports into the UK and the Common Market was 23-8 per 
centand I 7 ' 8 percent respectively.17 The corresponding effective tariffs, however, 
amounted to 40*4 per cent and 30*9 per cent. A foreign producer would have to 

17. See Balassa [2, p. 56]. 



display a considerable superiority in efficiency'to make headway in such a highly'' 
protected market. * ;' ' ' ' . ~ i i ! • \ 
. Lundgfen's assertidn/however, draws attention to an important point namely, 
that tariff reductions perJse cannot Be expected to induce significant dynamic 
gains unless the permanence of this reduction* is assured. An advantage of a-
customs union is' the irreversibility of the prbcess of trade liberalisation. This 
encourages businessmen' to' overcome the second barrier cited by Lundg'ren— 
imperfect knowledge, fir contrast to his view, however, we would hold that the 
motivating force behind' the acquisition of more information about markets 
and techniques is the improved profit opportunities provided by the removal'of 
tariffs and quotas.'.Furthermdre, an'incentive to greater efficiency is given toHhe 
domestic producer'by virtue of the increased vulnerability of the domestic market 
to foreign competition. At this stage of the argument, however, precise measure
ment becomes impossible. One can only, conclude that many of the best things 
in'a world of free trade have yet to be quantified. •" •' '' • • ' - • " 
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