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Abstract

In 1965, Cooper and Massell (CM), using a partial-equilibrium trade
model, reached the conclusion that a policy of unilateral tariff reduction
(UTR) is superior to the formation of a customs union (CU). Wonnacott and
Wonnacott (WW) challenged this conclusion in 1981 by claiming to show that
UTR need not dominate a CU. In this article, we demonstrate that the incorpo-
ration of a common external tariff in WW’s CU model not only restores the
validity of CM’s conclusion but also leads to the new proposition that the mutu-
al adoption of non-discriminatory free trade policies is superior to UTR.
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l. Introduction

The proposition that at least one member of any potential customs union
(CU) could always gain more by a policy of unilateral tariff reduction (UTR)
was first demonstrated by Cooper and Massell ([1965a]; C&M hereafter).
Although their argument was set in a partial equilibrium framework, Krauss
[1972] subsequently showed that the same result could be obtained in the
orthodox two-commodity, three-country general equilibrium model of CU
formation. For a decade and a half, this proposition was accepted as valid in
so far as it referred solely to the static resource reallocation effects of
international economic integration. However, Wonnacott and Wonnacott
([1981]; W&W hereafter) then contested this view by arguing that a CU can
dominate UTR, but although Berglas [1983] challenged the nature of their
analysis, reaching the conclusion that their claim was categorically wrong
(p. 1142 — see footnote 2), W&W interpreted Berglas’ response to be sup-
portive of their “much weaker proposition ... that UTR is sometimes superi-
or, sometimes inferior” to a CU (W&W [1984]: 491), without Berglas com-
ing back to challenge their representation of his position, since it is the offi-
cial policy of the American Economic Review not to allow the publication of a
further response by a critic of one of its articles.

Our contention is that the W&W analysis is incomplete, not only because
of the rationale provided by Berglas (see footnote 2), which concentrates on
missed different assumptions and missing tariffs by the CU partner (P) and
rest of the world (W) but also, and more importantly, because of a funda-
mental omission in their own analysis. The purpose of this article is to prove
our contention, but in the process we also provide an alternative proposition
pertinent to the W&W framework. Needless to add that, in response to
those who may ask why this issue is being reopened after having lain dor-
mant for over a decade, the revival is necessitated by its vital importance to
the CU literature, the recent proliferation in economic integration schemes
(see El-Agraa [1997a]), and the intensification of the integrative efforts,
especially in Europe (see El-Agraa [1997b]).
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Il. W&W’s Claim and Our Contention

W&W indeed argue that the ‘UTR dominates a CU’ proposition does not
hold generally if the following assumptions are rejected:

(i) that the tariff imposed by P can be ignored;

(ii) that Whas no tariffs; and

(iii) that there are no transport costs between members of the CU (P
and the home country, H) and W.

Their approach is not based on terms of trade effects or economies of
scale, and, except for their rejection of these three assumptions, their argu-
ment is set entirely in the context of the standard two-commodity, three-
country framework of CU theory.

Although we disagree with W&W’s claim that assumptions (i) and (ii) are
implicit in the literature of CU theory, we share their view that they should
be rejected. Contrary to their claim, however, we shall demonstrate that the
rejection of both these assumptions, with or without the rejection of (iii),
has no effect on the validity of C&M'’s conclusion.! This is because W&W
have themselves ignored an assumption which, although normally left
unstated, must surely be regarded as fundamental to the analysis of CUs:

the creation of a CU requires the establishment of a common external
tariff (CET) which is effective in reducing or prohibiting the external
trade of member countries with W,

Given this assumption, we shall prove that the proposition that UTR is
superior to the formation of a CU remains logically true within the model

1. Berglas stressed that W&W had ignored two alternative assumptions implicit in the
CU literature: (i) trade before and after the CU formation could be represented by
the same flow diagram, i.e. the direction of trade should be unaffected by the CU;
and (i) all three countries participated in trade. He then demonstrated that W&W
had ignored these assumptions in their analysis, and added that the proposition that
“UTR is preferable to CU formation” when the direction of trade does not change (p.
1142) was an interesting one. He concluded that W&W’s analysis could be conceived
as a demonstration that this proposition may fail to hold when the direction of trade
does change, but added that “the damaging statement that the proposition does not
hold if transport costs and tariffs in nonunion countries is allowed for is simply incor-
rect (p. 1142; our italics).
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employed by W&W, even when, as they desire, explicit account is taken of
tariffs in P and W, and of the likelihood of significantly higher transport
costs on trade between members of the CU and W than on intra-union trade.

The rejection of assumptions (i) and/or (iii) above, however, does lead to
the further conclusion that UTR is not necessarily the optimal trade policy.
It is our contention that, in this case, the basic general conclusion in any
two-commodity general equilibrium model in which all domestic distortions
from Pareto optimality are directly offset by the appropriate use of (first-
best) domestic policy instruments can be stated as:

for any two countries which are faced both by a fixed trading policy in W
and by constant terms of trade, the optimal action available to both
countries is always the mutual adoption of non-discriminatory free trade
policies (MFT) combined, where necessary, with appropriate lump-sum
transfers of income between the two countries

We shall also argue that C&M’s proposition can then be seen as reflecting
a special case of our more general conclusion. This occurs when no formal
cooperation need be required to achieve MFT which should be reached
instead by each country independently acting optimally in its own national
interests by adopting UTR. C&M'’s special case, however, is the only one
that matters for CU theory because it coincides exactly with the case where
a positive CET affects the volume of the partners’ external trade with W.

lil. Clarifying the UTR vs. CU Formation Issue

Although W&W cite various sources for the proposition that UTR is super-
ior to a CU, they do not distinguish clearly enough between those writers,
such as Krauss [1972], who seem to regard the proposition as evidence of
the basic irrationality or non-economic nature of the formation of a CU, and
those, like C&M [1965a], who introduced the proposition as evidence of the
inadequacy of one particular, highly simplified, framework of CU theory. It
is the latter interpretation which we have supported in the past and which
we continue to support on the grounds that this basic, ‘small country’ frame-
work excludes many of the features which may prove more relevant to the
economic case for the adoption of preferential trading arrangements and
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that the theoretical analysis should concentrate on seeing whether the con-
clusions of the basic framework are sensitive to the relaxation of its assump-
tions (see Jones [1980a] and El-Agraa [1984]).

C&M’s own stand on this issue is indicated by their immediate attempt
(C&M [1965b]) to develop an alternative framework of analysis and at least
three general kinds of ‘rational economic’ explanation for the formation of a
CU can now be offered to contradict the claim that the ‘UTR dominates CU’
proposition is of general validity.

Perhaps the most important of these was suggested by Arndt [1968] in an
early response to C&M and relies on the possibility, which had received ear-
lier attention in, for example, the work of Johnson [1960] and Meade [1955],
of variable terms of trade with W. The case has now been extensively treat-
ed in the literature by, inter alia, Negishi [1969], Kemp [1969], Takayama
[1972] and Richardson [1995], and the generality of its main conclusions
has been indicated by Kemp and Wan [1976]. As has been argued else-
where by Jones [1980b], the principal conclusion of such a ‘large union’
model is that the formation of a CU is preferable to all other unilateral or
joint trade policies of the members provided:

(a) thatthe CET rate is set equal to the reciprocal of the elasticity of W’s
export supply curve (i.e. at the optimum tariff rate);

(b) that W's trade policy is fixed; and

(c) that an appropriate intra-CU redistribution policy be arranged so as
to ensure that all members share in the joint gains.

Although W&W acknowledge this argument in the sense that they recog-
nize that the ‘UTR dominates CU’ proposition is dependent on the ‘small
country’ assumption of fixed international terms of trade, they do not point
out explicitly that it is the ‘large union’ model which represents the general
case and that the special case represented by the ‘small country’ model is of
interest more for its identification of the conditions that are necessary for
the optimality of unilateral policy of free trade than for any claim to empiri-
cal relevance.

W&W also imply that an equally important limitation of the generality of
the ‘UTR dominates CU’ proposition is provided by the existence of
economies of scale. This is not true. The existence of decreasing average
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costs is not a sufficient condition to overturn this proposition (Corden
[1972]). In order for economies of scale to provide the basis of an explana-
tion for the formation of a CU, it is also necessary to introduce the assump-
tion that there are ‘market imperfections’ and ‘externalities’ which are not
being offset by appropriate ‘first-best’ policies or by other trading policies,
such as the use of export subsidies, which appear superior to the formation
of a CU (see Jones [1981]: 67-72). As such, however, it forms only one exam-
ple of the type of explanation of the formation of a CU which was foreshad-
owed by Johnson [1965]. The general form of this explanation is analogous
to the ‘second-best’ case for the national use of tariffs in the presence of
domestic distortions. Given the inability of the partners to offset distortions
which are internal to the CU, the optimal use of a second-best instrument,
such as the CET, can be justified.

The third argument which further limits the applicability of the alleged
superiority of UTR over CU relies on the rejection of the neoclassical frame-
work for the analysis of tariff changes and, instead, adopts a macroeconom-
ic approach in which the output and employment-creating effects of mem-
bership of a CU are superior to UTR (see El-Agraa [1981] and Jones
[1982]). However, one cannot rest at ease when the analysis is not based on
a general equilibrium framework.

Of course, there may be practical reasons for preferring CU formation to
UTR, especially when tariffs are imposed for revenue-raising purposes, as is
the case in many less-developed countries. There may also be theoretical
justifications, such as those advanced by Conway et. al [1989]% but these
are based on a game-theoretic model with Ricardian characteristics which

2. In their analysis of the relative merits of preferential trading agreements (e.g. CUs)
and UTR, Conway et. al [1989] reach the conclusion that CUs are superior for plausi-
ble specifications of tastes and endowments. They emphasise, however, that the
attractiveness of CUs depends crucially on general-equilibrium effects on intra-union
and external terms of trade. Game-theoretic differences between the alternative poli-
cy strategies are highlighted: agreements are cooperative equilibria while unilateral
action defines a noncooperative Stackelberg equilibrium. The analytical framework
is a three-country variant of the Dornbusch-Fischer-Samuelson classical trade model.
Numerical simulations also illustrate that agreements may enhance government rev-
enue and “learning-by-doing.”
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bears no resemblance to the W&W model being considered and extended
in this paper.

There are therefore ample reasons for agreeing with W&W that it is
appropriate to dispute that “a general case has been made that ‘ ... a more
efficient allocation of resources could not be the reason why [CUs] are
formed’ (Krauss [1972]: 417)” (Wonnacott and Wonnacott [1981]: 706).
Since, however, they have, either explicitly or implicitly, excluded all these
arguments from their own rejection of the proposition, the interesting issue
raised by their paper is whether or not they have established an alternative
reason for limiting the applicability of Krauss’s argument.

IV. W&W’s Most Unambiguous Case

Before introducing our analysis, a brief exposition of W&W’s most unam-
biguous case, that of trade creation, is warranted. This is not only because it
is essential for clarifying our differences, but also because it forms an essen-
tial part of our model.

The basic framework of the analysis is set out in Fig. 1. Oy and Op are the
free trade offer curves of the potential CU partners whilst 0., and Q) are
their initial tariff-inclusive offer curves. O}, and O are W’s offer curves
depending on whether the prospective partners wish to import commodity
X(@.e. 0}) or exportit (0}), with Oy, being W's free trade offer curve in the
absence of both transport costs and tariffs in W. The inclusion of both O;,
and O, meets W&W’s desire to reject assumption (i) whilst the gap between
0,, and O}, may be interpreted either as the rejection of (ii) and/or of (iii)-
see W&W ([1981]: 708-9). Unlike W&W, however, in addition to these offer
curves, we also include in Fig. 1 various trade indifference curves for H (7,
and 7;7) and P (T, and T;).

Thus, consider W&W’s most unambiguous case of trade creation, “where
CU benefits are relatively easy to show” (p. 709), and which provides the
basis for their ‘CU dominates UTR’ proposition. For pure trade creation to
occur it is necessary to make the wedges so wide that H and P trade within
either section of it both before (at point @) and after (at point b) CU forma-
tion. This is tantamount to stating that W’s existence is of no consequence
for H and P. Hence, with W “out of the picture”, the question of whether or
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Figure 1
UTR Dominates a CU

X

not H and P should form a CU becomes one of a two-country free trade situ-
ation. W&W conclude that “in this case a CU can easily be shown to be ben-
eficial under standard assumptions; both countries have higher welfare at
[point 6] than at [point a]. Moreover, for each country, a CU dominates uni-
lateral free trade: [H] has higher welfare at [point b] than at [point ¢], while
[P] is better off at [point b] than [at point d]” (p. 709; italics added).

W&W’s conclusion seems convincing, but before subjecting it to close
scrutiny, one needs to ask about the absence of a CET by the CU partners.
Contrasting a CU without one with C&M'’s, which has at least a tariff by H,
is simply not comparing like with like. Thus, one needs to intoduce such a
CET before going further.

V. The Case of a CU with Trade with W

In order to demonstrate the importance of incorporating the CU’s CET,
we shall begin by introducing what may at first sight appear to be an
unorthodox model, but it is one which highlights features that are most per-
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Figure 2
A CU with a CET

tinent to our contention.

Consider Fig. 2, which is a variation on Fig. 1 and which, in addition,
includes the pre-CU domestic terms of trade in H (O, as well as new terms
of trade O;,, drawn parallel to O;, from point ¢ where O intersects O, for
the reason which is about to follow.

The diagram is drawn to illustrate the case where a CU is formed
between H and P with the CET set at the same rate as H’s initial tariff rate
on imports of X and where the domestic terms of trade in H remain unal-
tered so that trade with W continues after the formation of the CU. With its
initial non-discriminatory tariff, H will trade along O;, with both P (Oa) and
W(ab). The formation of the CU means that H and P’s trade is determined
by where Op intersects O, (i.e. at ¢) and that H will trade with W along cO;,
(drawn parallel to O;, to meet the above assumption of continued trade with
W). The final outcome for H will depend on the choice of assumptions about
what happens to the tariff revenue generated by the remaining external
trade. If there is no redistribution of tariff revenue in H, then traders in that
country will remain at point d. The tariff revenue generated by the external
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trade of the CU with Wis then shown equal to ed(measured in units of com-
modity X) which represents a reduction of be compared with the pre-CU tar-
iff revenue in H. Further, if procedures similar to those of the European
Union were adopted, the revenue ed would be used as an ‘own resource’ to
be spent/distributed for the benefit of both members of the CU, whereas
the pre-CU tariff revenue (bd) was kept entirely by country H.

It can be seen that country P will benefit from the formation of the CU
even if it received none of this revenue (¢ as against a), but that H will
undoubtedly lose even if it keeps all the post-CU tariff revenue (e as against
b). This is the case of pure trade diversion and, in the absence of additional
income transfers from P, H clearly cannot be expected to join the CU even if
it considers that this is the only alternative initial tariff policy. There is no
rationale, however, for so restricting the choice of policy alternatives. UTR
is unambiguously superior to the initial tariff policy for both H (moving
from b towards falong O;, and P (moving from a towards g along O;,), and,
compared with the non-discriminatory free trade policies available to both
countries (which take H to f and P to g), there is no possible system of
income transfers® from P to H which can make the formation of a CU Pareto
superior to free trade for both countries. It remains true, of course, that P
would gain more from membership of a CU with H than it could achieve by
UTR (c as against moving from a towards g) but, provided that H pursues its
optimal strategy, which is UTR, country P itself can do no better than follow
suit so that the optimal outcome for both countries is MFT.

Of course, there is no a priori reason why the CU, if created, should set
its CET at the level of H’s initial tariff. Indeed, it is instructive to consider
the consequences of forming a CU with a lower CET. The implication of this
can be seen by considering the effect of rotating O, anticlockwise towards
O;,. In this context, the rotating O, will show the post-CU terms of trade in
both H and P. Clearly, the lowering of the CET will improve the domestic
terms of trade for H compared with the original form of the CU, and it will
have a trade creating effect as the external trade of the CU increases more
rapidly than the decline in intra-CU trade. Compared with the original CU,

3. Recall that income transfers shift the offer curves in a direction opposite to that in
the case of tariffs; hence Oy will move clockwise while Op will move anticlockwise.
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country H would gain and P would lose. Indeed, the lower is the level of the
CET, the more likely is H to gain from the formation of the CU compared
with the initial non-discriminatory tariff (H's trade indifference curve going
through b, not drawn, will pass to the south of £, allowing the rotating O, to
go to points between it and 7}). As long as the CET remained positive, how-
ever, H would be unambiguously worse off from membership of the CU
than from UTR, and, although P would gain from such a CU, compared with
any initial tariff policy it may have adopted, it remains true that there is no
conceivable set of income transfers associated with the formation of the CU
which would make both H and P simultaneously better off than they would
be if, after s UTR, country P also pursued the optimal unilateral action
available - the move to free trade.

It is of course true that if the CET is set at zero, so that the rotated O,
coincides with Ofv, then the outcome is identical with that for the unilateral
adoption of free trade for both countries. However, one cannot describe
such a policy as ‘the formation of a CU’; a CU with a zero CET is indistin-
guishable from a free trade policy by both countries and should surely be
described solely in the latter terms.

VI. The CET as a Prohibitive Tariff

A critical feature of the previous argument is that Oy and Op intersect to
the right of O, so that the formation of the CU does not completely eliminate
the external trade of the CU. Accordingly, consider a second case, as shown
in Fig. 3, which employs the same notation as in Fig. 2 with the inclusion of
the post-CU domestic terms of trade of the partners, Oy. In this case,
although the initial position of both countries is essentially the same as in
Fig. 2 (H at b and P at a), the creation of a CU with a CET equal to H’s initial
tariff completely eliminates trade with W as both H and P move to trade at
point ¢ at the post-CU terms of trade O,. Moreover, such a CET is partially
(but only partially) redundant as it could be reduced to the level shown by
the difference between O}, and O, without any effects on trade or welfare of
the partners who would continue to trade solely with each other. Under
such circumstances, which correspond to the usual case explored in the CU
literature, the formation of the CU causes both trade creating and trade
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Figure 3
A CU without trade with W
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diverting effects and can be superior to the initial tariff policies of both
member countries (depending on whether T} intersects O}, to the south-
west or northeast of b along O;,). Nevertheless, C&M’s proposition that
UTR dominates membership of a CU is clearly true for H. Further, as in the
previous argument, given the unilateral adoption of free trade by H, country
P can again do no better itself than move to a free trade policy. It also
remains true that P is unable to offer any income transfers to H which could
leave both countries better off in a CU than they would be with free trade.

If the CET is lowered below its prohibitive level, then the resulting CU
will retain some trade with W and it can be seen that the lower is the CET
the more favourable will the CU be to H(and the less favourable will it be to
P). Provided the CET is positive (i.e. provided a CU is formed), however,
the conclusion that MFT dominates the formation of the CU holds.

The conclusion also remains valid if the intersection of Oy and Op is
moved closer to 0&,. In the limiting case, where the intersection occurs
along O;,, the formation of a CU is equivalent to free trade. Since, however,
in this case any CET is entirely redundant, again, one should not view this
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as an example of a problem of preferential trading policy when the identical
outcome is achievable by UTR.

VIl. The Case Where UTR Is Not the Optimal Policy

A critical feature of both the previous arguments is that UTR is the opti-
mal policy for H and that when H adopts this policy, it is also the optimal pol-
icy for P. No mutual cooperation, negotiation or preferential treatment is
required. It is also notable that the existence of the wedge between (|, and
0;, suggested by W&W has no significant role to play in either of the previ-
ous two cases. The essential reason for this is that both Figs. 2 and 3 have
been drawn so that the free trade indifference curve of country H(7};) does
not intersect the free trade offer curve of P(Op).

This possibility is depicted in Fig. 4. The initial trading position, point »
for both H and P, can be envisaged as resulting from the efforts of H to
establish a unilateral optimum tariff policy without taking into account the
retaliatory action of country P. As is well established in the orthodox two-
country model, rounds of retaliatory action by both countries may lead to a
tariff-ridden equilibrium in which neither country can gain from further uni-
lateral action. The essential feature of such a tariff-ridden equilibrium is that
each country must be trading at a point at which its own trade indifference
curve is tangential to the tariff-inclusive offer curve of its trading partner -
as shown at point . Unlike the orthodox two-country model, however, the
tariff-inclusive equilibrium position must lie within an area which is
enclosed both by the free trade offer curves of H and P and by the trade
indifference curves (7}, and 7,) which can be reached by either country,
regardless of the tariff policy of its potential partner, by free trade with W.

Given such an outcome (as shown by Fig. 4), however, UTR by either H
or P cannot achieve any further gains in national welfare. Membership of a
CU in which the CET effectively prohibited trade with W would enable both
countries to move to point ¢. Although this would benefit P, such a policy is
worse for H than would be a policy of UTR so we again see that, for one
country, UTR dominates membership of a CU even where, as in this case,
both policies are inferior to the initial position.

Unlike the earlier cases, however, the potential exists for both countries
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Figure 4
CU Formation from a Tariff-Cum-Retaliation Optimal Position
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to gain by cooperating to change their trading policies so that the trading
equilibrium lies within the area of mutual advantage bounded by Ty and Tp
between points » and z.* Ideally, of course, the trading equilibrium should
move to a point on the contract curve. Such a cooperative bargain would
require either the elimination of both countries’ tariffs plus a lump-sum
transfer from P to H or the (non-discriminatory) reduction of country H’s
tariff in return for the introduction by P of a (non-discriminatory) trade sub-
sidy.® Such cooperation by H and P, however, does not require the formation
of a CU since any movement into the zone of mutual advantage can be
achieved without the need for any tariff on trade with W. Indeed, this is true
of any outcome which lies within the wedge between 00), and 00;,, hence
lack of recognition of this reality will cause a confusion between mutual non-
discriminatory cooperation and the formation of a CU.

4. See El-Agraa [1979a, 1979b, 1981, 1984] for a generalised exposition.
5. For a proof of the formal equivalence of these two policies, see Meade [1952].
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Viil. W&W’s Analysis of Trade Diversion

Thus consider the W&W argument which they employ to illustrate the
possibility of gains from trade diversion. Fig. 5 reproduces Fig. 3 in their
paper with the addition of the trade indifference curves 7, and 7,. The dia-
gram depicts an initial trading position in which the unilateral tariff policies
of H and P, which result in the tariff-inclusive offer curves o, and 0. are
such that H trades along O;, both with country P(Ob) and W(ba). It can be
noted that this position is inevitably sub-optimal for both H and P. Country
H can gain by the unilateral adoption of a free trade policy so that it moves
onto its free trade offer curve Oy and, hence, to a new trading equilibrium at
m. Equally, country P can gain by unilateral reduction of its own tariff such
that its tariff-inclusive offer curve becomes (0;,) whilst H retains its initial
(sub-optimal) tariff or (0;)* if country H adopts free trade. Thus UTR
would take both countries to the trading equilibrium at » and, in doing so,
would eliminate trade between country H and W. The unambiguous gains
so achieved, however, although clearly being associated with the replace-

Figure 5
Trade Diversion in a CU with a CET
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ment of imports from W, should not be confused with the trade diversion
effect of the formation of a CU. Instead, as the previous argument demon-
strates, the gains come from the unilateral correction by both countries H
and P of policies which were clearly sub-optimal even from the standpoint of
purely unilateral action.

Although unilateral trading policies can do no better than achieve the
non-Paretian outcome s, it again follows that mutual cooperation and bar-
gaining can improve the welfare of both countries by a combination of the
removal of Ps existing tariff and an income transfer from H to P. Again it
would be expected that the optimal outcome would lie on the contract curve
between 7,, and 7,; and W&W’s outcome shown by point e, although on
the contract curve, can be explained only in terms of the existence of rela-
tively impressive bargaining skills in country H. Whether the Pareto-optimal
outcome is e, or whether it lies between 7, and 7, however, the advan-
tages obtained by mutual cooperation do not imply the formation of a CU.
The outcome is again simply one of mutual free trade between H and P at
terms of trade which require neither country to impose any barrier on trade
with W, and therefore requires no agreement to form either a CU or any
other form of preferential trading agreement.

IX. W&W’s Analysis of Trade Creation

We are now in a position to return to W&W’s most unambiguous case.
Recall that Fig. 1 depicted their case of trade creation, but as we have
demonstrated, it lacked a CET; hence Fig. 6 adapts Fig. 1 for our purposes.
In the case illustrated by Fig. 6, W&W'’s conclusion that a ‘CU dominates
UTR’ may seem to be unambiguously correct, but it is not since again point
b is attained most simply by MFT; any CET is redundant, hence no discrimi-
natory policy is required. It is also worth noting that point a could lie in any
of five possible zones within the wedge between 0,, and O;:

(1) the area bounded by 7,, Opand Ty;
(2) the area bounded by Oy and Tp;°

6. Note that the diagram has been drawn so that 7}, does not go through this area, but,
more generally, this area could also be bounded by 7;,.
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Figure 6
Trade Creation in a CU with a CET
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(3) the area bounded by 0,, and
(4) the area bounded by O} and 7; and
(5) the area bounded by 7, Ty, Tp, Oy and T;,.

In the case illustrated, where point a lies inside zone (5), MFT is itself suf-
ficient to guarantee both countries H and P higher welfare levels, i.e. MFT
will result in a Pareto superior outcome. Were point a to lie inside either
zone (1) or (2), however, simple MFT will result in one country becoming
worse off and the other better off in comparison with the initial tariff-ridden
situation. In such cases a Pareto superior outcome will require, as in the
case considered in Fig. 4, both MFT and an appropriate income transfer by
one of the two countries. If point @ were to lie inside either zone (3) or (4)
no formal cooperation would be required to induce either of the two coun-
tries to adopt UTR. Thereafter, as illustrated by the possible gains of moving
from the non-Paretian outcome (point » in Fig. 5), mutual cooperation can
improve the welfare of both countries. In all cases, however, given that Oy
and Oj intersect within the wedge 0,, 0}, there is no point in cooperation
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taking the form of the creation of a CU. Moreover, as the earlier arguments
illustrate, if Oy and O, intersect within the wedge 0,, O;,, the formation of
a CU is inevitably dominated by UTR for at least one of the potential part-
ners.

X. Many Outside Countries and Commodities

W&W’s formal analysis is limited like ours to the two-commodity three-
country framework, but they offer some impressionistic conclusions con-
cerning the extension of their argument to a many-country many-commodi-
ty world. We entirely agree with their view that the recognition of this
makes it more likely that: (a) the terms of trade faced by the partners are
not likely to be constant for all the traded goods; and (b) the trade policy of
all outside countries will not be passive in response to changing tariff poli-
cies in H and P. Such views, however, obscure the point that the assump-
tions of constant terms of trade and a fixed trading policy in W serve the
purpose of focusing the analysis solely on the static efficiency aspects of
economic integration rather than providing an appropriate general frame-
work for the analysis of all possible economic effects of the creation of a CU.
The possibility of using the combined economic power of the CU members
has long been recognised as a rational basis for the formation of a CU, as
has the possibility of constraints on the use of first-best domestic policies -
see Jones [1980] and El-Agraa and Jones ([1981], chapter 4). Indeed, Mas-
sell [1968] himself welcomed the attempt by Arndt [1968] to analyse the
creation of a CU as a consequence of the terms of trade effects, and C&M
[1965b] provided their own alternative framework for CU analysis in the
context of the public good aspects of industrial production in less developed
countries.

We see no reason however why the extension of the model to many coun-
tries and/or many commodities should have any effect on the validity of the
conclusion that the static resource reallocation effects do not provide a
rationale for the formation of a CU. If potential partner countries have no
influence on the prices at which they trade with all other countries, then the
optimal policy available to them, whether acting jointly or alone, is to elimi-
nate all barriers to trade with all countries.
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XI. Conclusion

Cooper and Massell’s [1965a] pioneering contribution to the theory of
customs unions showed, albeit in a limited and ‘orthodox’ partial equilibri-
um framework, that the static efficiency effects of economic integration, to
which a disproportionate amount of theoretical attention has been given, do
not provide a rationale for the formation of a customs union. Wonnacott and
Wonnacott’s [1981] challenge to this, although highlighting the importance
of taking into account the tariff policies in both partners and in the rest of
the world in the orthodox general equilibrium model, has been shown to be
inadequate due to their not incorporating a common external tariff in their
customs union. In the limited context implied by the assumption of fixed
terms of trade with the rest of the world, unilateral tariff reduction domi-
nates the formation of a customs union whenever the formation of the cus-
toms union fails to eliminate external trade with the rest of the world or a
positive common external tariff is required to prohibit trade with the rest of
the world. In some cases, of limited interest, unilateral tariff reduction may
not dominate the initial tariff position, but, under such circumstances, the
mutual adoption of non-discriminatory free trade policies combined, where
necessary, with lump-sum transfers will be optimal and the common exter-
nal tariff for the customs union will be redundant.
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