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I - Introduction

Customs union thecry is a well-established field in economics and its assumptions and
predictions have been extensively discussed. Major contributions to the theory were made
by Viner (1950); Meade (1955); Lipsey (1960); Johnson (1965) and Corden (1972). Good
surveys have been done by Lipsey (1960), Krauss (1972), Verdoorn-Bochove (1972), Mayes
(1978) and Jones and El-Agraa (1981). However, there is a widespread discontent regarding
its ability to provide an assessment of the gains to be expected from the formation of such
unions. Elsewhere (Mendes 1985) we argued that, as it stands, the theory is in a deadlock.
We can summarise here the main drawbacks. These derive from its general equilibrium core
assumptions, namely that: there are no factor movements; there is an automatic adjustment
of the balance of payments, and technology is fixed and constant returns to scale are as-
sumed. Customs union theory then relies on the Vinerian-Meade concepts of trade creation
and trade diversion which, although theoretically important, do not exhaust all integration
effects. Further attempts to introduce terms of trade changes and economies of scale are
mostly of a partial and very restrictive nature. Moreover, apart from contradictions in the
trade creation/diversion concepts when related to welfare effects [Johnson (1974)], and the
difficulties of empirical measurement [Tovias (1982)], the various attempts to provide al-
ternative taxonomies of customs union effects [eg. Dayal (1976); Collier (1979)] have failed
to provide a rationale for entering/forming a customs union. That is, one is still left with
the superior Cooper and Massel’s (1965) alternative policy of unilateral non-discriminatory
tariff reduction; the question of relative gains is still left to empirical measurement, and the
extended concepts of trade creation/diversion are still non-operational for empirical mea-
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surement.

Our point of departure here is that trade creation/diversion concepts cannot appro-
priately be used to measure growth effects. Not only are static concepts ill-suited to dynamic
measurement, but (i) the balance of payments does not automatically adjust; (i) there are
a few cases when trade creation and trade diversion cannot be empirically measured, and
(ii1) in some cases they would be incomplete due to the existence of Common Market poli-
cies. Here we take the view that it is simpler and more correct to consider the total trade
effects when evaluating integration, regardless of whether these come about through trade
creation/diversion, external trade creation, trade reorientation or trade suppression. If it
is accepted that integration effects are mainly derived from trade then the most fruitful
procedure for measurement is to use the foreign trade multiplier, with export growth as the
major component of autonomous demand.

The advantage of using a multiplier is self-evident if one considers that the traditional
customs union effects are of a static nature while most of the literature [Williamson (1971),
Balassa (1975), Mayes (1978;1983) and many others] claims that the dynamic effects are
likely to be at least of the same size or even greater. However, apart from the earlier work
of Brown (1961), who first exemplified the effects of integration by means of the investment
multiplier, no other work has been done using this approach. The foreign trade multiplier
can be traced back to Harrod (1933). Here we shall use the dynamic version developed by
Thirlwall in a series of recent papers (1979;1982) concerned with his balance of payments
constrained growth model. This will be briefly outlined in the next section, after which we
proceed with the derivation of a framework suitable to measure both the total growth
effect and the impact of the various integration effects, namely: export growth; terms of
trade; propensity to import, and factor mobility. We end with an illustration of the new
framework using the results of estimates performed relatively to the European Economic
Community, for the period 1974-81.

Il - The Balance of Payments Constrained Growth Model Framework

Thirlwall’s main contention is that the balance of payments position sets the limit to
the growth of demand to which supply can adapt, and that therefore the long-run growth
rate can be approximated by the so-called dynamic version of the foreign trade multiplier!:

_ %
Y =7

1 Harrod’s foreign trade multiplier is- AY/AX = 1/n where n is the marginal propensity to import
{Harrod 1933).
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where yjp is growth rate of output; x is growth rate of export volume and 7 is income elas-
ticity of demand for imports. It has also been shown (McCombie 1985) that “Thirlwall’s
law” is identical to the Hicks super-multiplier if the growth of exports and other autono-
mous expenditures are the same. Thirlwall (1979;1982) has also provided statistical evidence
in favour of his theory for both developed and developing economies and has examined
the conditions of divergence from his law due to sustained capital outflows or inflows and
relative price movements in international trade. A relation between the growth rate allowed
by the trade multiplier, the growth rate with a disequilibrium balance of payments and the
actual growth rate can then be derived.
We start from the basic national accounts ex-post identity:

P,Y = P4/A + P,X — PsEM (1)

where P, is index of domestic prices; Y is national income; 4 is domestic absorption; P; is
index of foreign prices; E is the exchange rate measured as the domestic price of foreign
currencies; M is the volume of imports, and X is the volume of exports. In real terms:

Y=Ad+X- 1M )
d

Thus any excess of real expenditure over real income will have to be met by real capital
inflows (C); that is:

X- P}’,'f M+C=0 3)
Alternatively, we can write?:
P,X + P,C = PsEM 4)
and by taking rates of change we obtain,
Xfcx+xfcc+pd=pf+m+e )

where the lower case letters represent the growth rates.
Now specify the import and export functions as

2 Thirlwall expresses it as P,X" + C = P;M, where C represents capital flows in nominal terms, which
leads to a more complicated expression for the disequilibrium balance of payments growth rate
P, X + C C=2)
[y*= PoX+C '~ PpX+C © P :I
- T
This can be seen as collapsing to our derivation by simply substitution of C by P,C and some algebraic
manipulation.
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- (5 o
and
X=(;:jg)” : )

where ¢ is price elasticity of demand for imports; z is income elasticity of demand for
imports; 7 is price elasticity of demand for exports; Z is world income, and ¢ is income
elasticity of demand for exports. Then taking rates of change, gives:

m = (ps + e — ps) + 7(y) @®)

and

x =19(ps — ps — € + €(2) ©®
Substituting (8) and (9) in expression (5) above gives the growth rate consistent with

initial disequilibrium in the balance of payments, that is,

X ; X &
(X+-C7}+9’)(Pd—p,f‘-€)+(PJ_PI—8)+WG(2)+_X+Cc

T

y =
(10)

In the numerator we have now distinguished the volume effect of relative price changes
(first term), the pure terms of trade effect (p, — p; — e), the exogenously determined growth
of exports and the effect of capital movements.

If we now assume that the terms of trade remain unchanged, that is, p, = e + Py, the
identity reduces to a more manageable form:

X C
X+Cx+X+Cc (11)

VE =

T

However, this expression is not exempt from terms of trade and volume price effects
and no matter how close the trade multiplier growth rate approaches the actual growth
rate one cannot claim the validity of ““Thirlwall’s law” based on this relationship3.

Alternatively (Mendes 1985b), we can rewrite 11) above, as:

w=r(1+£) (12)

3 x will include the effect of price changes if they have occurred.
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where g is the change in the terms of trade [~ (p, — p; — €)] and m is the growth rate
of imports, This specification subtracts both export and import price volume effects plus an
interdependence term between imports and the terms of trade. This allows an easier de-
composition of the actual gfowth rate into the various components of growth: the trade

TABLE 1 Sources of Growth in European Economies
Actual Sources of Growth
Growth v Ub-y) £ £4(-£)
Countries Rate Trade Capital  Terms of Price Volume
[1=2+3-4-35] Multiplier ~ Flows Trade Effects
(1 2) (3 (4) (5)

Period 1960-72

Germany 4.40 7.86 —4.89 —2.64 1.21
France 5.40 5.42 -1.12 -1.29 0.19
Italy 5.10 5.31 -1.75 —-1.37 -0.17
Netherlands 5.10 5.47 —-2.99 —2.80 0.19
Belgium-Lux. 4.60 5.22 —1.59 —1.03 0.06
Austria 4.70 4.98 —-0.98 —0.75 0.05
Finland 4.40 4.60 —0.65 —0.45 0.00
Norway 4.10 4.62 —1.68 —1.49 0.29
Portugal 6.30 6.78 —-1.06 -0.57 0.04
Sweden 4.00 4.49 —1.47 —1.06 0.03
Switzerland 4,20 3.39 —=0.37 —0.99 —0.18
UK. 2.80 3.00 —0.88 —0.64 0.00
Denmark 4.20 5.83 —3.42 -2.80 0.98
Period 1973-81

Germany 2.40 2.17 0.67 0.50 -0.06
France 2.70 3.26 —-0.18 0.39 —0.02
Italy 2.60 3.46 —0.55 0.30 0.01
Netherlands 2.10 1.91 0.27 0.06 0.01
Belgium-Lux. 2.10 2.17 0.56 0.62 0.01
U. Kingdom 1.10 1.56 -2.33 —-1.31 —0.56
Ireland 3.80 3.45 1.58 0.86 0.37
Denmark 1.80 3.01 0.45 0.85 0.81
Austria 2.80 3.62 —0.87 0.00 0.00
Iceland 3.50 5.77 -2.26 -0.02 —0.01
Finland 2.60 3.92 2.09 1.49 1.90
Norway 4.40 3.01 2.67 0.27 1.04
Portugal 3.50 3.22 4.70 2.21 2.24
Sweden 1.40 1.37 0.60 0.46 0.11
Switzerland 4.90 2,01 1.84 -0.52 -0.56

Note: a negative sign in the terms of trade means an improvement.
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multiplier, capital flows, terms of trade and price volume effects.

Further, it can be shown that the closeness of “Thirlwall’s law** to the actual growth
rate is dependent on the growth changes induced by capital flows and terms of trade changes
offsetting each other and on aggregate import price elasticities being generally low. As
empirical evidence? supports this last hypothesis one would expect very good predictions
of the actual growth rate from this accounting framework.

In fact, we have found (Mendes 1985b) evidence for 12 industrialized economies which
only presented an average absolute difference of .319%; points and showed that in the period
1968-81 the trade multiplier could “explain”, on average, 80% of the growth experienced
by western developed economies. In table 1 below we present further evidence covering
the 1960-72 and 1973-81 periods. In spite of invisibles and trade services not having been
taken into account, the closeness between estimated and actual gorwth rates is very high
(with a mean absolute difference of 1.16 and .38 9 points for the first and second periods
respectively).

During both periods the trade multiplier growth rate was very close (around 80 %) to
the actual value although the contributions of capital flows and movements to the terms of
trade were reversed. In the 1960’s all countries experienced trade surpluses (capital out-
flows) and improved their terms of trade, while during the 1970’s all (except the U.K.) ex-
perienced a worsening of the terms of trade. It can also be verified that in both periods the
price volume effects were small,

We can now extend and modify this balance of payments framework to analyse integra-
tion effects.

Ill. The Measurement of Integration Effects within the Balance of Payments
Framework

We start with the overall balance of payments identity in equation (3):

x-(ZE) M+ c=o (12)

Now let M = KY where K is the average propensity to import so that:

r-(559)88

Taking rates of growth gives:

4 See Stem et al (1976) and Thursby (1984) for empirical evidence on price elasticities and Mendes
(1985a) for our own estimates.
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y=X+C —k+(ps—pr—2 (14)

That is, the growth rate equals the rate of growth of exports and capital flows (X + C)
minus the growth of the propensity to import (k) plus the growth of the real terms of trade
(pa — ps — €). The change in the growth rate induced by integration will be equal to the
induced changes in these components, that is,

Ay =AX + C) — Ak + A(p; — py — e) (15)

Now rewriting 12) as,

X+ C=GM (16)
where G = };{E sothatg = (py + e —py)) = —(ps — py — €)
d
and, taking rates of growth, we have,
X+C)=g+m 17

so that (14) and (15) above can be rewritten as
y=m-k (18)
and
Ay = Am — Ak (19)

That is, the growth induced by integration will equal the change in the growth rate of
imports minus the change in the growth of the propensity to import,

Given estimates of the annual volume of imports induced by integration, the change
in import growth can be easily estimated.

Since

M=M +1 (20)
where M is the import volume without integration and 7 is import volume generated by

the integration?, the change in the growth of imports can be represented as follows: we have
that

o Bl vars oo 1
mENM—-T T M1 0
where i is the growth rate of J and since Am = m — m' we have:
_ _ M |
am=m(t- M ri g T (22)

5 Note that from here on’ will refer to a without integration situation.
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or

B i
M = T (i = m) (23)

Finally, the change in growth of the propensity to import (Ak) can be estimated as
follows:

M
K= v (24)
so that
el dM 1 dY
k= M dt Y dt (25)
and
Mdt _ dY M
ka1~ ry @8
or
k=(1-L)m @7
Therefore,
Ak:k—k’:m—%’-—m’+%~ (28)
and
— mAzr — wAm

To estimate Ak we need to measure the impact of the integration upon the income
elasticity of demand for imports of its members (A). This will come about through changes
in trade specialization and there are no clear “a priori” expectations regarding its magnitude
and sign®, Therefore, its evaluation is an empirical matter.

Given reliable estimates of the integration effect on the growth rate of imports and in
the income elasticity of demand for imports, we can have an estimate of the overall effect
upon the growth rate, as:

e (30)

6 Balassa’s (1967) analysis in terms of changes in the income elasticities would probably tend to suggest
an increase given the high level of intra-EEC trade
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We can see, then, that the sign and magnitude of the integration effects will be depen-
dent on the integration induced imports (I); on the differential between i and m rates of im-
port growth (i — m), and on the induced change in the income elasticity of demand for
imports (Az).

It is important to note? that the total effect of integration upon imports is equal to the
difference between total trade creation [(c;; + e3;), i.e. trade creation with the partner
plus trade creation with the rest of the world] and reorientation (ry) minus trade suppres
sion (831 + s99), 1.€.,

I =[(cs1 + e3) + ran — (51 + 53] (31)

From (23) and (30) above it can be seen that even if there is net trade creation, i.e.
{I > 0), this condition is not sufficient to have a positive impact on growth as conventional
<customs union theory assumes. Furthermore, if we were also to adopt the traditional hy-
pothesis of “once-for-all” effects (ie, i = 0), then a positive contribution to growth would

require a reduction of the income elasticity of demand for imports [M < -z (_A_JITE)}

It should also be noted that our model shows that the occurrence of net trade creation
for individual members is not either a necessary condition for a positive contribution to
growth. In fact, there are several possibilities of obtaining a positive contribution depending
on the values of i and Az.

However, and perhaps more important, one of the possibilities of our model is that
the effect on the growth rate can be split up into its component parts in order to assess the
different transmission mechanisms and check the corresponding results against the theore-
tical and empirical evidence available. This will be done in the following way:

First, the effect on the terms of trade [A(p, — p; — e)] can be derived from the bal-
ance of payments growth rate with a constant terms of trade [y — in previous section].

Rewriting (12) above as,

g=505 - (32)

and without integration,
im0 ) (33)

we have,

7 See Mendes (1985a).
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Ag=g-¢ =F05-9- 508 =) (34)
And, as

m =m-— Am

V8 =yE — Ayk

Y =y—Ay
we can rewrite (34) above, as
Mo _m._ (m—Am\ . Lo
be =5yt -5y - (BE) 05 - A5 -y + b) (39)

which, after transformation, becomes:

Ag = YAm(YE — Ayh) + yAm(Ay — y) + m(yAy§ — y5AY) 36)
Wy —4y)
or
Ag = YAm(ys — Ayf + Ay — y) + m(yAyg — y§ Ay) 27
: o = 17) D

This will require an estimation of the change induced in the balance of payments
growth rate (Ay}) which can be estimated (under reasonable assumptions) once we know
the integration effect on trade (exports) and on the income elasticity (Az).

From (11) in the previous section we have,

X C
ys___ X+Cx+X+CC (38)
T
so that
(Xx + Cc) — (Ee + Ff)
W= EXTO-—(E+H 9)
T — Arm

where E is export volume induced by the integration; e is the export growth induced by
the integration; F are the financial flows induced by integration, and f is the growth of
financial flows induced by integration.
The export volume effect (E), is estimated through the share technique and the capital
flows effect (F), is estimated from the equilibrium condition of expression (16) above.
Note, however, that

F=1IG — AG) + MAG — E (40)
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i.e., an interdependence problem arises from the inclusion of the change in the terms of
trade in the estimation of the capital flows (F).

An alternative method to estimate the changes in the terms of trade is the use of ex-
pression (17) above, as

Ag = A(X 4 C) — Am 1)

in which case the capital flows would be split up into its components, that is: where
F is change in current balance due to trade flows and unaccounted effects; F; is labour
remittances; Fj is direct foreign investment, and F} is net budget payments.

Given that F,, F; and F; can be independently estimated and assumed not to be in-
fluenced by changes in the terms of trade, we can estimate the change in the current balance
position as,

F,=I1G-AG) + MAG—-E—-F,— F;—F, (42)

but, we still are left with the interdependence problem.

Therefore, it follows that the estimation® of the change in the terms of trade growth
rate will only imply the assumption that y#’ will not be substantially affected by terms of
trade effects on the induced growth of exports and capital flows.

Or alternatively one can take only the trade balance, say

FF=I-E (43)
so that we are left with only an interdependence factor, which is:
AG(I — M) = I(G — 1) — (F; + Fs + F)). (44)

Now, given the estimation of the pure terms of trade effect of integration, we can esti-
mate the change due to exports and capital flows [A(X + C)], and split it up.
From (15) we have,

AX +C)=Ay — Aps —pr— e + Ak (45)
which can be rewritten as,
AX+C)=(X+0) -(X+c0Y (46)
and
AX § C) = _fi—cfufx + Co) - ﬁ—é- (X'%' + C'¢). @7

8 Two alternative ways of estimating the change in the terms of trade would be: (1) - by assuming that
the relation between the multiplier growth rate (y5) and the growth rate allowed by the balance of payments
position (3% would be the same with and without integration (that is, ¥§ = ayz and y§' = ayg). (2)-
restimation of the export function for the post-integration period using the residual technique. Both these
methods can be used to check the reliability of the estimates.
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Therefore, with X' = X — Eand C' =C— F; — F, — -+ — F, where E is exports
induced by integration and F is capital flows induced by integration (budget, labour re-
mittances, private investment, etc.), we can transform expression (47) by substitution of
the growth rates x’ and ¢’ so that,

i _ (Xx + Co) (Xx — Ee + Cc — F1fy— --- —F,f.,
A C), = X+C =~ (X+CO)—(E+F+ - +F) “8)
and
(BRSO cf:)[E*‘F‘ ki E +F"}
AX +C) = At 49)

X+C)—-(E+F+---+F)

Using (49) we can now estimate each contribution to A(X 4+ C) such as obtained from
(45), by successive adding up of estimated capital flows attributable to integration.?

We can now provide country (or global) estimates of the growth effects of integration.
Furthermore, these can be split up into components!® that have been widely recognized in
the literature as being the most important, that is, trade effects; terms of trade, and alloca-
tion of production factors and transfers.

In the next section empirical evidence disaggregated by transmission mechanism will
be given for the effects of the European Economic Community upon individual members,
including:

() —growth of export volume [estimated from expression 51]
(fi) -change in the trade balance position [estimated from expression 51]

(Ak) -change in the propensity to import [Ak = Am + M]

#(z — Ax)
(Ag) -terms of trade changes [Ag — YAm(yh — Ayp + Ay —y)+m(yAvi — vh IlV):I
Wy = Ay)
(f3) -labour remittances [estimated from expression 51]
{f;) -foreign investment [estimated from expression 51]
(fi) -net budget payments [estimated from expression 51]

9 Similarly to what was said above about expression 32, here the existence of creation effects, say in-
‘vestment creation, it is not a sufficient or necessary condition to obtain a positive effect on the growth rate.
Indeed, we cannot even foresee the corresponding sign of a particular flow because this depends also on the
relative magnitude of the numerator and denominator, that is, of the value of all the other effects.

10 Obviously any residual difference between the total growth rate (Ay) estimated from expressions
(45) and (30) will be a result of unaccounted capital flows also induced by integration [i.e. Fs + +++ + Fyl
and measurement errors.
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TABLE 2 Integration effects on the growth rate of member countries
- EECS8 1974-81 -

Contributions Ger-
to growth many France Italy Nethl. Belg-Lx, UK. Irel D.k.

Actual growth rate 2.65 2.66 2.74 1.99 2.03 1.24 3.84 1.98

1-Growth due to EEC 0.91 1.57 0.42 0.53 0.71 0.37 0.31 0.64

[1==2-3+4+45+11

+ e+ 16]

Made up of

2-Terms of trade -0.01 -0.39 0.05 007 -022 -031 032 ~1.51P
changes

3-Change in propensity  0.88 0.79 0.40 0.29 0.57 0.32 3.28 0.21
to import

4-Growth of exports 0.02 0.30 0.07 233 0.27 0.79 238 —0.08
of manufactures

5-Change in the trade 0.74 066 —-0.83 -266 0.74 0.50 -1.72 -2.86
balance of manufactures

6-Growth of exports 0.50 1.35 0.14 1.28 0.42 0.65 1.12 0.78
of food products

7-Change in the trade —-044 —120 -0.35 0.47 001 -198 -0.50 -046
balance of food

8-Export gains due to 002 -007 -0.10 -063 -0.13 -003 -038 -0.17
increased prices of food

9-Change in the balance —0.24 0.08 0.09 007 -0.12 -0.04 0.36 0.12
of price effects

10-Net CAP-budget —0.05 0.08 0.06 0.26 0.06 —0.32 0.86 0.19
payments

11-total CAP effects -0.21 023 -0.15 0.51 024 -1.72 1.47 0.45

[11=6+7+8+9+10]

12-Net non-CAP 0.06 0.02 0.20 0.03 0.09 0.08 0.54 -0.04
budget payments

13-Labour remittances — — .08 — — — — —_

14-Direct foreign 0.35 003 -004 -253 -0.02 0.09 0.20 0.89
investment

15-Interdependence ~0.25 0.01 0.47 1.71 0.19 -048 137 -0.73
effect

16-Residual +errors 1.06 0.72 1.06 149 -045 1.14 -0.32 op

[16=(1+2+3)
—(@4+5+11+++-+15)]

Source: Mendes (1985a)

Notes: — As defined in the model a negative sign of the terms of trade means an improvement; — The total
may differ from the sum of its components due to rounding; — Appropriately the CAP total should
also include effects on the terms of trade and propensity to import. The total CAP effects are there-
fore likely to be upward/downward biased. — Trade estimates for the Netherlands are upward biased
due to entrepot trade. 1) — Estimated jointly and without considering total capital flows in ex-

pression 42).
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IV. The experience of economic integration in the European Economic
Community

From table 2 below it can be observed that within the EEC context integration had a
major positive impact on the growth rate of member economies. In fact, the global cumula-
tive gain can be estimated as being equal to at least 5.9 % of the Community’s GDP in 1981.
Moreover, if it was not for the operation of the Common Agricultural Policy (CAP), it
could even have been 1.7 9 points higher. However, the gains were not equally shared and
Denmark has even ended up an overall loss.

The results also highlight several important points, namely:

(1) export growth is still the major source of integration induced growth, in spite of
the fact that the period under consideration has been characterized by an upsurge in pro-
tectionism; (2) the Common Agricultural Policy is shown to be very inefficient, but, three
countries (Ireland, Denmark and the Netherlands) have their net outcome very much de-
pendent on contributions received under this policy; (3) the results in what concerns the
terms of trade gains raise serious reservations in relation to the recently widespread believe
that they might constitute the major source of gain from integration, and (4) factor mobility
has played a minor role in the growth rate induced by integration, regardless of the fact
that, in what concerns foreign investment, the so-called tariff discrimination hypothesis
has been verified .t

We can now summarise the main features of this new balance of payments framework
as follows:

Firstly-since no country can grow at a faster rate than that rate consistent with
balance of payments equilibrium on current account, unless it can finance deficits,
and as every country will have a growth rate consistent with overall balance, the new
framework relies on using the foreign trade multiplier in its dynamic version which
is better-suited than the static approach used by customs union theory.

Secondly-the new framework, instead of the trade creation/diversion and welfare
measures, uses total trade effects to estimate changes in output which are both simpler
and more correct.

Thirdly-the new framework also takes into account the import side through changes
in the income elasticity of demand for imports. This is particularly important because
we cannot expect an automatic adjustment of the balance of payments.

Fourthly-it also shows that the occurrence of net positive trade creation effects is

11 See Mendes (1985a) for empirical evidence.
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neither a necessary nor a sufficient condition to obtain an increase in output.

Finally-the new framework accounts, in an integrated way, for the most important
effects of integration, namely: trade effects; terms of trade changes, and factor mo-
bility.
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