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Abstract
This paper has two unique features: it deals with withdrawal from a customs
union, which is a neglected aspect of international economic integration, and does
so within a macroeconomic framework rather than standard general-partial
equilibrium analysis. Withdrawal was in the British Labour Party’s 1983 election
manifesto; Greenland actually withdrew from the European Communities in 1985;
presently an influential section of the British Conservative Party and others wish
to do so for the UK; and the European Union’s Reform Treaty for the first time
allows for it. Moreover, given the recent proliferation in preferential trading
arrangements, with overlap in membership, withdrawal is on the horizon. A
simple, almost naïve, macroeconomic framework is tailored for the purpose not
only because of its direct policy relevance, but also because it adds variety to
relevant discussion. The conclusion reached is that the model does not negate the
general conclusion of the orthodox analysis: in the presence of constraints on the
use of domestic and exchange-rate policies to achieve full employment, the model
points to the general potential superiority of continued customs union membership
over a policy of withdrawal.
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I. Introduction
For the first time in the history of the European Union (EU), Article I-59 of the
shelved constitutional treaty extended the right to any member state to secede from
the union. This article is however maintained in the Reform Treaty, agreed in June
20071 and finalised in October 2007, but it is yet to be ratified before becoming EU
law; a treaty which largely retains the essentials of the constitutional treaty, deleting
only its controversial ‘federalist’ overtones. This development ushers in a new area
for research in the field of international economic integration since the literature
has for all intents and purposes been confined to the ‘joining’, not the ‘withdrawing’
from schemes of preferential trading arrangements (see, inter ali, El-Agraa, 2007).
Also, withdrawal from the EU is not merely a theoretical possibility: Greenland
actually left the European Community (EC)2, the EU’s predecessor; the British
Labour Party proposed it in its manifesto for the 1983 general election; a large
section of the present United Kingdom (UK) Conservative Party desires it and so
does one minor party whose only aim is to do precisely that; and so on and so
forth. It is even given academic credibility by Minford et al (2005) who advocate it
for the UK, as well as other EU member nations, since they are adamant that the
UK has incurred costs due to EU membership in practically every sector of the
economy3. One may even add to this list the proposal by the Scottish Nationalist
1

This came about largely because of the efforts of German Chancellor Angela Merkel who had put the
revival of the stalled EU constitutional treaty at the top of her agenda for the EU presidency for the first
six months of 2007. One must however give due credit to both the moral as well as the openly-aired
endorsement and collaboration of the present president of the EU Commission, Mr José Manuel
Barroso.

2

Greenland initially voted against joining the EEC when Denmark acceded in 1973, but because
Denmark as whole voted to join, Greenland, as a part of Denmark, also had to likewise. When home rule
for Greenland commenced in 1979, the country held a new referendum and voted for exit from the EEC.
After a period of wrangling over fishing rights, in 1985 the ‘Territory’ left the EEC. However, it remains
subject to the EU treaties through the EU’s Association of Overseas Countries and Territories. This was
permitted by the Greenland Treaty, a special treaty signed in 1984 to allow the withdrawal.

3

We are not suggesting that we agree with either the methodology adopted by the Minford et al (2005),
or their findings, but this is not the place to go through these issues.
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Party to take Scotland out of UK, although in this case one would be going beyond
the standard ‘free trade areas’ (FTAs), ‘customs unions’ (CUs), ‘common markets’
(CMs) and ‘economic unions’ (EcUs).
Thus the purpose of this paper is to advance a theoretical model that can be used
to evaluate the economic consequences of withdrawal from a CU. We begin by
setting the scene before going on to develop a macroeconomic model and stating
our conclusions.

II. Setting the Scene
It is now a clearly established result of the orthodox theory of international
economic integration that, given a world plagued with protectionism, the potential
welfare level for the whole of the customs union (CU) is higher than the sum of the
welfare levels available to countries following unilateral policies4. Of course, it is
quite possible, as whenever the gains from collusive action are contemplated, that
the political feasibilities for the actual distribution of the gains may not prove
sufficient to ensure that all the participants believe that they have received a fair
share of those gains or even to ensure that each single participant does in fact
benefit compared to the possibilities available to that country through unilateral
action. Similarly, although the theoretical potential superiority of membership of a
CU (likewise, the enlargement of existing CUs) has been established, it may be the
case that constraints on policy choice at the appropriate level of economic
integration cause actual policies within the union to fall further away from the
theoretically optimal configuration that would be the case for purely national
policies. It then follows that a second-best case could be made for withdrawal from
a CU, as per the cases mentioned in the introduction. This case relies on the
empirical argument, which would have to be carefully evaluated in each case, that
within the existing constraints of policy-making, attainable unilateral action may be
superior to the results achieved by continued membership of the union.
However, as has been well demonstrated, the first-best solution within such a
framework is to improve joint policymaking within the union and to seek
successful cooperation with countries outside the union. Given the heroic
abstractions from reality made in neoclassical trade theory, such conclusions are
vulnerable to charges of irrelevance particularly insofar as, in most standard
4

There is no need to provide a full list of contributions to date on this; those interested should consult ElAgraa (2007).
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presentations at least, full employment is assumed to exist at all times in all
countries.
It is therefore proposed to tackle the problem here in the context of a simple,
almost naïve, macroeconomic approach to CU theory which, contrary to the
orthodox approach, is based on the assumption of the existence of unemployment
within each economy. This approach was pioneered by El-Agraa (1981) and Jones
(1982) and it is its extension and development which provides the theoretical
foundation for the subsequent argument presented here. In short, the aim of this
paper is to advance a macroeconomic approach to CU theory but in a context
which deals with withdrawal from a CU rather than with the formation of CUs (the
literature on which is now quite extensive – see, inter alia, El-Agraa (1989; 1999;
2007)), thus introducing a refreshing change without deviating from our main task:
the argument for joining a CU is almost a mirror image of what is presented here.
Lest we be misunderstood, our claim is that we are simply providing an alternative
and simple model with the aim of extending the discussion within a CU aspect
which is rarely discussed; we are not claiming that our model should be the be all
and end all.

III. The Basic Macroeconomic Framework
The basic macroeconomic framework is a Keynesian one. To simplify the
analysis, it is assumed that:
(a) Money wage rates are fixed in each of the three countries (1, 2 and 3 which
stand respectively for H, the home country, P, the potential CU partner, and W, the
rest of the world) for the period under consideration.
(b) The marginal product of labour (L) is everywhere constant.
(c) Monetary, fiscal and exchange-rate policies in each country are also fixed at
levels which are regarded by the national governments as providing the best
feasible configuration of such policies which they can achieve.
(d) Initially, 1 and 2 impose a common external tariff rate (CET), t*, on trade
with 3 and 3 imposes the same rate on its imports from 1 and 2.
It follows from these assumptions that the various commodities produced within
any economy can be grouped together, via the ‘composite commodity’ theorem, to
form a single aggregate national product for which units of measurement can be
chosen so that, for each economy, the factor cost price of a unit of its national
product is one (measured in any one currency). With the further simplifying
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assumptions that there are no internal sales or other indirect taxes, that transport
costs are zero and that, within each country, the market prices of each national
product differ from factor cost prices only be the amount of any import duty, it
follows that the consequences of withdrawal from the CU flow from the effects
that this policy has on the market prices of each national product in each of the
three separate economies identified in the model.
Of course, the great unknown in analysing the consequences of one country’s
withdrawal from a CU is the reaction to this by other countries but, in order to
keep the argument within manageable proportions, the analysis will initially focus
on the case in which withdrawal from the CU is accomplished by the adoption by
both 1 and 2 of the existing CET (t*) to apply to their mutual trade flows and to
keep on applying it to trade with 3.
Given the assumptions of the model, such a policy change will have no (immediate)
impact on the market prices of the domestic output in 1 and 2 or on any prices
within 3. Accordingly, the immediate consequences of 1's withdrawal from the CU
can be summarised as working through the changes in the market prices within 1
and 2 on their mutual trade, i.e.
(1)
ΔP12/P12 = ΔP21/P21 = +t* > 0,
where Pij is the market price of country j’s product in country i.
Following the standard macroeconomic treatment of the commodity market, the
consequential changes in national output can be evaluated by use of the
equilibrium conditions:
(2)
ΔYi = ΔCi + ΔIi + ΔGi + ΔMji + ΔMkj – ΔMij – ΔMik ,
where Yi, Ci, Ii, and Gi, are, respectively, national output, private consumption,
private net investment and government expenditure on goods and services in 1, all
measured at constant factor prices of unity, and where Mij is the factor cost measure
of 1’s imports from country j and hence, equally, of country j’s exports to country i.
To simplify the argument further, it is assumed that the import content of
exports, I, and G is zero, that, initially at least, I is unaffected by the price changes
resulting from the change in trade barriers and that G is subject to the requirements
of a balanced budge so that:
*
*
(3)
ΔGi = tiΔYi + ΔT ij + ΔT ik
where 0 < ti < 1 is the (constant) marginal rate of direct taxation in country i and
*
T ij is the tariff revenue collected by country i on its imports from country j.
It is also assumed that:
*
ΔC i = c i ΔY i – ΔT ij
(4)
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where 0 < ci < 1, and hence that the change in real domestic expenditure (ΔEi =
ΔCi + ΔIi + ΔGi) is dependent solely on any changes in factor income which result
from the formation of the CU, i.e.
ΔEi = eiΔYi

(4a)

where 0 < ei = ci + ti < 1 is the marginal propensity to spend in country i.
There are a number of possible ways of modelling expenditure on imports but
here it is helpful to use a two-stage share-of-expenditure import function which can
be derived from the nested CES utility function originally suggested by Verdoorn
and Schwartz (1972) following the work of Armington (1969), i.e.
δi

*

m

M ij = u i ( P i ⁄ P ij )

with

m εi – 1

εi

*

δi – 1

Mi = vi ( Pi ⁄ Pi )

Mi ,

*

(5a)

Ci ,

*

(5b)

where 0 < ui , vi < 1 are the parameters reflecting the strength of preferences in
country i between competing imports and between all imports and domestic output
respectively; δi ≥ εi > 1 are the elasticities of substitution between competing
imports and between domestic output and total imports respectively (the restriction
that both elasticities exceed unity has been made to simplify the subsequent
argument but, although the assumption appears empirically plausible, it should be
noted that it is in fact critical to the validity of the general conclusions reached here
and that it has a theoretical significance which can be compared with the results of
m
McMillan and McCann, 1981); and Pi and P 1 are domestic cost-of-living and
import prices indices defined to be consistent with the aggregation of national
products implied by the underlying utility function. Accordingly, the market price
changes resulting from 1’s withdrawal from the CU as summarised in (1), can also
be represented as having the following effects on the domestic cost-of-living and
import prices indices in both 1 and 2 (for i = 1, 2):
m

m

*

ΔP i ⁄ P i = μ ij t > 0 ,

(5c)

and
*

ΔP i ⁄ P i = λ ij t > 0 ,

(5d)
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where 0 < μij = M ij ⁄ M i < 1 is the share of the total expenditure on imports in
*
*
country i devoted to imports from its former partner j; and 0 < λ ij = M ij ⁄ C i < 1 is
similarly the share of total consumption at market prices in country i taken by the
national product of its former partner j.
The total differentiation of (5a, b) when combined with (5c, d) yields the
following results for the change in expenditure in either 1 or 2 on imports from 3:
*

*

ΔM 13 = λ 13 ΔC i + C i Δ λ 13 ,

(6a)

C i Δ λμ i3 = t M i3 [ ( δ i – ε i ) μ ij + ( ε i – 1 ) λ ij ] > 0

(6b)

*

*

*

where
*

*

*

*

Since domestic expenditure on imports also includes the payment of tariff
revenue collected by the government of the importing country, the actual change in
imports (at factor cost prices) to either 1 or 2 from 3 can be identified as:
ΔM i3 = m i3 ΔY i + C i Δ λ 13 ⁄ ( 1 + t )
*

*

(6c)

where 0 < mi3 = λi3ci/(1 + t*) < 1 is the marginal propensity of country i to
import from 3.
It can be seen from (6c) that the change in demand for imports from 3 can be
split into two major components. The first term on the right-hand side is dependent
on the ultimate change in national income and may be viewed as a secondary effect
induced by whatever changes in income result from the primary price effects of the
break up of the CU. It seems appropriate in the context of the withdrawal of 1 from
the CU to define the reverse price effects as the ‘trade diversion reversal effect’
(di), i.e.
d i = C i Δ λ 13 ⁄ ( 1 + t ) = t M i3 [ ( δ i – ε i ) μ ij + ( ε i – 1 ) λ ij ] > 0
*

*

*

(7a)

Total differentiation of (5a, b) also enables the change in trade flows between 1
and 2 to be identified as:
ΔM ij = ΔM ij – ΔT ij = λ ij ΔC i – C i Δ λ ij – C i Δλ – ΔT ij ,
*

*

*

*

*

i3

*

(8a)
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since, by definition, Δλij = – Δλij – Δλi3. As the change in tariff revenue on trade
between 1 and 2 can be identified as:
*

*

*

ΔT ij = t Δm ij + t M ij ,

(9)

it follows that (8a) can be rewritten as:
*

ΔM ij = m ij ΔY i – r i – d i – t M ij ,

(8b)

where 0 < mij = λijci/(1 + t*) < 1 is the marginal propensity in country i to import
from its former partner; and t*Mij is the (notional) value of the tariff revenue which
could be received by i if the new tariff on trade with its former partner was levied
on the volume of trade which existed prior to 1’s withdrawal from the CU. In
addition to the ‘trade diversion reversal effect,’ di , (8b) also contains one further
term:
r i = C i Δ λ ii ⁄ ( 1 + t ) = t M ij ( ε i – 1 ) λ ii .
*

*

*

(7b)

We call this the ‘trade reduction effect’ since it measures, at factor cost prices,
the effect on imports from the partner due to the increased share in domestic
expenditure gained by domestic output at the expense of imports from the partner.
As such, it can also be viewed as a domestic output and employment creation
effect; such an increased share of the domestic market seems to lie at the heart of
the protectionist case for import controls. In order to see whether this view is
justified in this model, however, it is necessary both to complete the formal
framework and to solve the model.

IV. Completing and Solving the Model
The first of these tasks is simply achieved by noting that since (by assumption)
imports into 3 are unaffected by any price changes, the effects on the trade flows
depend solely on income changes, i.e.
(10)
ΔM3i = m3iΔY3 ,
where 0 < m3i = λ3ici/(1 + t*) < 1 is the marginal propensity of 3 to import from
country i.
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The solution of the model is then obtained by substitution of (3), (4), (6c), (7a),
(8b) and (10) into (2) and can be summarised as:
ΔYi = K1iF1 + K2i + K3iF3 ,

(11)

where Kij are the multipliers of the primary effects (Fi) resulting from 1’s
withdrawal from the CU. For both 1 and 2 these primary effects can be identified
as:
(12a)
Fi = – dj – (rj – ri) – t* (Mji – Mij),
whilst, for 3,
(12b)
F3 = d1 + d2.
The multipliers all involve complex combinations of the parameters but
fortunately their signs can be evaluated, as in Jones (1982), from the general
restrictions placed in the range of values taken by the parameters. Thus, by
defining 0 < hi = 1 – ei < 1 as the marginal propensity to hoard and 0 < bi = hi + mij
+ mik < 1 as the marginal propensity not to spend on domestic output, it can be
shown that all multipliers can be expressed in the form:
Kji = αji/D
where
D = hiαii + mij(αii - αji) + mik (αii - αki),
where

αii = bk (hj + mji) + mjk(hk + mki),
and where

αji = mkimjk + mjibk .
It then follows that

αii > αji > 0,
that D > 0 and that accordingly the multipliers Kii and Kij are unambiguously
positive whilst, equally clearly, Kii > Kji.
By substitution of (7a, b) into (11), it is then possible to identify the effects of
withdrawal from the CU on output (and hence, by implication, employment) in 1:
ΔYi = – (K11 – K31)d2 – (K21 – K31)d1
– (K11 - K21) [t* (M21 - M12) + r2 – r1].
(11a)
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From the restrictions so far placed on the value of both multipliers and
multiplicands it can be seen that the first term in (11a), i.e. the ‘trade diversion
reversal effect’ in the partner, is a certain source of loss for 1. In order for the
policy of withdrawal to make economic sense for 1 within the framework of this
model, it is therefore necessary that the remaining two terms should be sufficient
sources of gain to outweigh these losses. Although it is theoretically possible that
this could be the case, the general presumption here is that this is highly unlikely.
Consider first the second terms in (11a), i.e. the consequential change in the
income of 1 which results from the ‘trade diversion reversal effect’ in that country.
It is intuitively improbable that this could have any significant effect in that country
itself simply because its direct effects are felt only in the former partner (which
suffers a decline in aggregate demand) and in 3 (which benefits from a gain in
aggregate demand). Thus the only effects in 1 depend on the relative strengths of
the ‘repercussion’ effects for 1 which stem from the direct changes in the other
countries. Formally this is shown by the fact that the sign of (K21 – K31) is the same
as the sign of [m21(1 – e3) – m31(1 – e2)]. This will only be of a significant negative
value (which is the requirement for d to have a significant positive effect on home
output) if the marginal propensity to import from 1 and the marginal propensity to
spend are much lower in 1 than in 3. Although this is a theoretical possibility
which could be explored for any specific case, there is no reason to believe that this
is likely to be of any general significance and, indeed, if El-Agraa’s (1979)
suggested basic set of hypothetical but representative values for the parameters is
employed, the multiplier (K21 – K31) is zero.
With regard to the last term in (11a), since the multiplier, [– (K11 – K21)] is
unambiguously negative, the possibility of 1 gaining from the policy of withdrawal
is seen to depend on whether the multiplicand [t* (M21 – M12) + r2 – r1] is also
negative. Proponents of a UK withdrawal from the European Community did in
fact point to one component in the multiplicand which does have such a negative
effect. This is (– r1), (the negative of ) the ‘trade reduction effect’ in 1 which
provides a stimulus to domestic output as domestic demand switches away from
imports from 2 towards domestic output in 1. A crucial feature of the model,
however, is to suggest that the ‘trade reduction effect’ in 2 must also be taken into
consideration and that this directly offsets the ‘trade reduction effect’ in 1. Indeed,
if the definition of the ‘trade reduction effect’ (7b) is employed, the final
multiplicand in (11a) can be rewritten as:
t* [M21 – M12) + M21λ22(ε2 – 1) – M12λ11 (ε1 – 1)]
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which, in the neutral case of initial trade flows between 1 and 2 being balanced,
simplifies further to:
t*M12[λ22(ε2 – 1) – λ11(ε1 – 1)] .
Such an expression will be significantly negative only if the share of total
expenditure devoted to domestic output and the elasticity of substitution between
domestic output and imports is far higher in 1 than in 2.
Even if 1 did gain, however, it is important to recognise that the same
multiplicand is present but with signs reversed in determining the outcome for the
former partner. Thus, if the policy of withdrawal is to have any benefit for 1, this
will be so only as a result of a ‘beggar-thy-neighbour’ effect on the former partner.
Of course, if it is believed that 2 will not retaliate to 1’s withdrawal from the CU
and will continue to offer free access to its market whilst 1 raises its tariff barriers
on imports, both r2 and d2 will be zero as will t*M21 and there would be a very
good chance that the beneficial effects for 1 or r1 would outweigh any adverse
effects which might arise from the ‘trade diversion reversal effect’ (d1) in that
country. The same applies to any further unilateral increases to trade barriers since
these will increase the size of r1 and the resultant gain to 1 becomes larger.
Needless to add, any such gains remain ‘beggar-thy-neighbour’ effects and are
dependent on the assumption of no significant retaliation by 2.

V. Withdrawal and the Balance of Payments
The above conclusion applies even when the assumption is combined with the
argument that higher tariff barriers should be used to remove the balance-ofpayments constraint on expansionary domestic policies so that foreign retaliation
would be unjustified as total imports would remain unaltered. Such an argument
implies rather more faith in the accuracy of the timing and the estimation of the
effects of different kinds of policy and in the sympathetic understanding of foreign
governments than seems justified – see El-Agraa (1979a; 1984a; 1989) for further
discussion of this. In addition, it fails to recognize the discriminatory change
associated with withdrawal from a CU.
Thus consider the basic case analysed above in which the primary effects of 1’s
withdrawal from the CU on its balance of trade (at the pre-withdrawal income
level) can be identified as:
[r1 – r2 + t* (M12 – M21) – d2].
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It is impossible to identify the sign of this effect with complete generality but
there is a presumption that it would be negative because, whereas the trade
reduction and tariff revenue effects tend to be offset directly by their counterparts
in 2, the loss to 1 of the ‘trade discrimination reversal effect’ in 2 has no impact.
Thus, in general, the consequence of withdrawal from a CU could be expected to
be a worsening rather than an improvement in any balance-of-payments constraint.
The same would be equally true for 2, whilst it is 3 which could be expected to
gain.
If domestic expansion to full employment is constrained for both 1 and 2 by the
balance of payments and unwillingness or inability to use devaluation of the
exchange rate, the model clearly points to the superiority of continued membership
of the CU in which domestic expansion is combined with an expenditure-switching
policy by the CU as a whole. In the absence of the possibility of devaluation,
perhaps the most obvious expenditure-switching policy for the CU is the raising of
its CET.
Of course, at least two major problems arise with such a policy. The first is the
possibility of retaliation by 3. This may indeed be a real danger which might
effectively make such a policy option counter-productive. However, if 1 and 2 are
genuinely constrained from reaching full employment by balance-of-payments
considerations, then, unless 3 is willing to countenance some form of expenditureswitching policy which the CU members could adopt, the problem must be traced
to this source and the solution to the global problem of payments adjustments
should be sought on an appropriately wider scale. Failing such a solution, however,
continued membership of the CU does still offer at least two potential advantages
over withdrawal. The first concerns the relative bargaining strength (in a world
where retaliatory action is common) of a CU compared with individual members
each acting alone. The second concerns the fact that, with membership of the CU,
both 1 and 2 will have lower marginal propensities to import from 3 than otherwise
would be the case. Accordingly, domestic expansionary policies within the CU will
have less adverse effects on such members’ balance of payments vis-à-vis 3 than
would be the case in non-membership of the CU.
This point, however, leads to the second major problem associated with the
possibility of joint CU action. The balance-of-payments constraint is unlikely to be
equal for both 1 and 2. Accordingly, the general policy of combating
unemployment within the CU may be constrained once full employment is reached
in one partner. However, the existence of such a problem merely points to the need
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for the possibility of expenditure-switching policies between the member states – at
least until the time when factor mobility is sufficient to reduce the scale of the
problem to be amenable to the type of ‘regional’ policies currently attempted
within many nations. However, it is not at all clear why devaluation should not be
the obvious way of pursuing this, or if constraints on the possibility or
effectiveness of devaluation are introduced, why it would be that the unilateral use
of barriers to trade offers scope for greater success.
Let us finish this analysis by emphasising the problems involved. Of course, this
argument does nothing to negate the general conclusion of the orthodox analysis.
Real problems do exist in identifying and in agreeing on optimal policies and it
may be that constraints on national policy choice within the union and/or
distributive problems cause one member to be able to gain from withdrawal from
the union in order to pursue less-constrained national policies. Moreover, and
equally, given the assumed existence of constraints on the use of domestic and
exchange-rate policies to achieve full employment, the model points to the general
potential superiority of continued union membership over a policy of withdrawal.

VI. Conclusion
Although the macroeconomic framework can teach us a lot about the
contemporary economy, for it is clear that unemployment is very costly, it can be
claimed that the macroeconomic approach is not suitable for analysing the impact
of economic integration. Three reasons can be advanced to support this claim.
Firstly, the assumption of a single commodity (although perfectly adequate for a
consideration of macroeconomic changes which have an approximately equal
impact on the prices of all goods, thus enabling the use of the composite
commodity theorem) cannot cope with the changes in relative prices (hence the
gains from specialisation) which accompany the establishment of a scheme of
integration. Secondly, the impact of economic integration on the overall level of
output and employment is negligible; therefore, there is no need to stress the
employment effects of integration. This can be explained in the following manner.
Because of the currency float since the mid-1970s, the overall current account
deficit can be explained better in terms of macroeconomic and asset market factors
rather than by trade policy: any increase in the deficit in, for example,
manufactures brought about by economic integration must be largely countered by
other parts of the trade account; thus integration changes the composition of the
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account rather than its overall level. Thirdly, the Keynesian approach completely
discards the reality that people seek more foreign goods (variety leading to an
increase in real income), thus missing the essence of trade policy.
Let us respond to such claims. Firstly, as the monetary approach to the balance
of payments clearly demonstrates, devaluation is a temporary measure for
correcting trade imbalances; therefore it is no alternative to deflation. Secondly, the
currency float since the mid-1970s has not, strictly speaking, been truly free, rather
it has been a managed (‘dirty’) float. Thirdly, as demonstrated in this paper, the
macroeconomic approach is quite capable of dealing with a variety of products;
hence the composite commodity theorem is equally applicable here. Finally,
provided it is valid to incorporate the composite commodity theorem in the
Keynesian framework, it follows that the preference for variety has not been
passed over. However, be that as it may, we are simply suggesting that the
macroeconomic approach should be seen as an addition to furthering our
understanding of the economic integration process rather than a complete
alternative to the general equilibrium analysis; we are not discarding orthodoxy,
rather supplementing it.
Finally, although it may appear misplaced, we believe that it is appropriate to
bring the conclusion to an end by addressing a couple of issues which may have
gone amiss. The first is with regard to whether the country that withdraws from the
customs union is a ‘small’ or ‘large’ nation, since if it is the latter there would be
an impact on relative prices, i.e. on the terms of trade. The response would be that,
given the nature our model, this is really not an issue at all. This is because we
have assumed that the common external tariffs after withdrawal from the customs
union remain intact; hence neither the trade relationships between the two nations
concerned nor with them and the outside world are impacted upon. Also, as
mentioned on several appropriate occasions, we have assumed away retaliation by
the outside world because allowing for such a possibility would take us beyond our
constraints of a ‘simple’ model. Nevertheless, allowing for retaliation would still
not clarify the issue since retaliation itself can take several forms and can come
from both big and small countries. Therefore, it may prove wise for us to claim
that our model is ‘neutral’ in this respect.
The second concerns the ‘nature’ of our ‘composite product’. One may be perfectly
justified in claiming that in using ‘product’ our model is heavily slanted towards
manufactures; hence cannot cope with the ‘services’ sector, which in the case of
the UK is of crucial importance, where financial services contribute about one-
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tenth of the country’s national income. Indeed, although for a very long time
British businesses, as represented by the Confederation of British Industries (CBI)
and financial sector, in the form of ‘the City’, have consistently advocated
continued UK membership of the EU, they have recently turned against. This is
specially so for the City because it fears that a possible pan-EU legislation in (financial)
services may choke (or is this too strong a word?) the City’s liberty and very
successful and expanding general operations, which are to the detriment of New
York due to the United States’ litigious climate and Sarbanes-Oxley Act. Our
response would be to repeat that the macroeconomic approach is capable of
dealing with a ‘variety of products’, where term products can be embracive; thus
including ‘services’. Of course, where services are traded and subject to tariffs then
our model automatically caters for them.
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