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SUMMARY "ABSTRACT" OF THE WORK

The study stands in two volumes:

Volume 1, being the thesis, consists of eight chapters. In the first
chapter we discussed the aims and origin of the research. We traced
the motivation in undertaking it, to an early work, which we previously
conducted for a related study; together with the work done by similar
‘studies or surveys. In the meantime we revealed the impact of such a
custom union and a free trade area on the economic performance of the

member countries and their industries,

In Chapter Two, we indicated the method we proposed for the study.
However, in so doing, we reviewed the methods of similar studies and

the limitations attached to them,

Chapter Three was devoted to a review of the literature related to the

study.

In Chapter Four, we discussed the preliminary survey; the
questionnaire., As it was the first stage in the investigation, the
questions answered, the responses and analysis of the replies were

indicated,

This was followed by the main survey, for which we chose as case
studies, a representative sample of firms; British based manufacturing
industries. In Chapters Five and Six we indicated:the base on which
those firms were selected, the way the collected data was presented,

the approaches to the analysis; then we proceeded with the analysis,



We conducted a supporting study, which dealt with the overseas trade,
in a selected manufactured commodities in specific industrial groups
"section". The purpose was to relate the trade trend in each industry
to those performed by the studied firms, and to relate both to the UK
overall overseas trade performance., This is the subject of Chapter

Seven,
The results were obtained and the study was concluded in Chapter

Eighto

Volume 2 includes twenty-one case studies; as indicated above;

that were the subject of the main survey.
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INTRODUCTION
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(i) Background

'!Z‘his Study was an attempt at sharing the debate, assessing the impact
and evaluating the results of Britain's membership to the European
Economic Community; EEC. We were concerned, in particular, with
the industrial manufacturing sector. This is because industry for the
UK; as it is indeed in any of the industrialised countries; is the
backbone of the country's welfare and prosperity, the might she falls
béék ;co-in' p‘ea>ceA aﬁdr wéf, é.na i1er passport to the club of nations that

lead the Western World,

In 1957, six European countries: Belgium, France, Federal Republic
of Germany, Italy, Luxembourg and the Netherlands; signed the Treaty
of Rome, They agreed to join a custom union and to form one single

trading, farming and industrial system.,

Their population on the eve of Britain's entry; December 1972; was
191 million. With the new members; the UK, Denmark and Ireland; the
population of the nine was then 255 million, This population is, on one
hand, a production resource as it is composed of the most technically
trained groups of people in the world, who are capable of producing
wealth; taking into account the resources at their disposal., On the
other hand, they are willing and able consumers in using that wealth,
Moreover, since the six formed the Community and until 1970, there has
been a growth in the most important factors contributing to their welfare,
namely the growth of employment, industrial productivity, prqductivity
of services and agriculture output. The total percentage of these

increases for each member country exceeded, significantly, that of the UK,
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Those features of the favourable economic performance of the original
six, were taking place, while Britain willingly was left out of the
Community, as she participated in a European Free Trade Area (EFTA).
In January 1973, Britain joined the Community after several applications
and unacceptable terms of entry., Since the time of the first application;
1961-1963; a public debate, both political and economical, has taken
place. This focused on the question of the likely advantages and/or

disadvantages of membership,

The political dimension of the argument put forward by the anti-
marketeers centered on the question of sovereignty and the possible
influence of the EEC institutions on national decision making, The pro-
marketeers viewed the task in a European and an international concept.

The latter put the case of a united Europe and the dependent solutions,

The economic argument was divided between those who claimed that the
British economy can only survive within the larger market provided
by Europe and those who believed that Britain would be flooded by the

more efficient European industries.

The argument was settled by a referendum in May 1975, which came out

in favour of the membership by 2:1,
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(ii) The Economic Case of Membership

A number of arguments have been advanced to support the economic

advantages of having an access to the larger market:

I Tariff elimination would secure the benefits of increased

specialisation and better division of labour,

II The creation of an integrated, large market provides
sharper competition, greater opportunities to exploit
economies of scale, This would increase productivity and

enhance a faster growth of real income,

111 Greater rise in living standards since 1958 in the EEC
countries.,
v The effect of greater market size in reducing waste by aiding

the expansion of the competent at the expense of the

incompetent.

\' The gains from trade creation and increased investment,

Opposite arguments were put forward as follows:

A There is overwhelming evidence that the fast increase in
output and living standards within the six has nothing to

do with the existence of the EEC, and that for Britain



membership of the EEC will involve a significant net loss

in economic terms,

(¥)

B Kaldor classified the magnitude of the costs of entry that

could overshadow the possibilities of advantages, into the

following

1,

3.

4,

(#%),

The net UK contribution tothe EEC budget would
reach the upper end of the government estimate,

which is high.

The cost of buying expensive European food as a
substitute to that which had been obtained cheaper

from the Commonwealth,

The cost of financing the additional outflow of capital
to EEC countries, consequent upon the establishment

of free movement of capital within the EEC.

The cost in terms of domestic resources of increasing
exports and/or reducing imports sufficiently to
eliminate the balance of payments deficit caused by

the above three influences,

(*) Peter Oppenheimer in a letter to The Times, 10 March 1971,

(%) N, Kaldor, The Truth about the Dynamic Effects, New
Statesman, 12 March 1971,
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(iii) The Study in hand

We were concerned with the effect of entry on manufacturing
industry. As stated above, the pro-marketeers have emphasized the
benefits in terms of a large and fast-growing home market, its impact
on industry as regard to growth, efficiency and economies of scale,
Hence, we undertook to as‘sess the effect of entry on the attitude and

performance of British based manufacturing industries,

Although the aim and the origin of the study will be discussed in
Chapter I, it is useful to point to the range of factors that British

(%),

trade associations and companies sought in the European integration* ’:

"(i) British industry and commerce can ill afford to be at any
trade disadvantages in the EEC market, which is of vital

importance for UK visible and invisible exports.

(ii) Trade benefits already gained or in prospect by the end of

the transition period.

(iii) Tariff-free access to the EEC is essential for British
industry to exploit the potential offered by its largest and
nearest export market area, and recoup ground lost during

Britain's exclusion,

(iv) It is much more important to remove other barriers to

visible trade,

(vi) The progress towards opening up the customs union into a

genuine Common Market made by steps being taken to remove

(*) British Industry and Europe, A Report by the Confederation of
British Industry (CBI) Europe Committee, March 1975,



(vii)

(viii)

(ix)

()

(xi)

(xii)

(xiii)

(xiv)

xiii
barriers to intra~-Community business operations,
Secure access to the larger market.

The need to create a harmonised environment in which

industry can operate effectively on a European scale,

Benefits brought by trade associations' closer relations as
equal partners with their counterparts in the other EEC

member statess

The promotion of industrial cooperation and reorganisation
within the Community provides the necessary opportunities
for greater industrial and commenrcial enterprise upon which
the future economic growth and competitive strength of

Europe depend.,

Industrial réstructuring from a European base is essential

for many enterprises to compete effectively in world market.
A share in the Community's economic growth,

Membership enables Britain to influence, and British industry
to share in, the benefits from the Community's policies
designed to alleviate the problems faced by member states,
regions or industries as economic integration within the

Community proceeds.

British industry is able to contribute to the development of
European industry's views on other pressing economic

problems,"
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The methods we adopted for the research in hand are discussed in
Chapter II, but it is appropriate to indicate here the three lines of

investigation that we followed:

First: A preliminary survey in which we asked industrialists how
they expect membership, the changes brought with it, would affect
their trade in the home and in the partners' market. What is the

impact of the enlarged market on their plans and policies?

Second: The main survey, for which we selected a representative
sample of firms; British based manufacturing industries; as case
studies in order to assess, clarify and intensify the views we

received in the preliminary survey.

Third: A supporting study to establish the comparative cost
advantages of a selected commodities in certain groups and "sections"

of industries.

These were the subject of the eight chapters that covered our
study, together with a literature survey; results obtained and

conclusions reached,



CHAPTER 1

ORIGIN AND AIM OF THE RESEARCH




‘The emergence of the European Economic Community as a significant
industrial giant made a considerable number of specialists in different
fields speculate as to what major changes the Community would bring in
their relevant field, One of these is the U.K. Manufacturing Industries
Sector., The EEC and EFTA are the first Custom Unions and the first
free trade areas created between as large a number of industrially
advanced countries, It is well known that they show certain important
differences; particularly as regards to their economies, but in major .
respects they are alike. In the industrial sector they have chosen the
complete abolition of internal tariffs as the first and principal means of

achieving the integration desired.

The response of the business community to the freeing of internal trade,
thus came to set the direction and pattern of structural change in the
EEC., It did not take long, however, before it became apparent that the
freeing of trade could not be the last word in integrating European
industry. A growing number of questions came up for discussion and
called for solutions and exploitation on Community or intergovernmental
level: energy, raw material supplies, depressed areas, developing

industries, research, regional policy, multinational enterprises and more.

The simplification inherent in every economic analysis can and should be
based on the purpose in hand. Given the many and often disparate factors
which react on a market economy, the subject matter of this research can
perhaps best be clarified by pointing out the following:

(1) After British adherence to the Community, it has been emphasised

in British industrial circles that the opportunities there should be exploited.



The CBI Europe Committee (1) in its report to the CBI Council, pointed
out that the Community was expected to achieve the wide base essential
to industries invqlved in advanced technologies or benefiting from
economies of scale, it promised enterprises free access to a marl;et

of 260m, people for their goods and services, it provided their market
impetus, scope and possibilities for long-term planning and investment,
The Community also aims to ensure that its industrj is restructured in
a manner essential to compete effectively in world markets with those of

other major economic states or groupings.

One element emerging from the mentioned report of the CBI Committee,
with which this study is concerned, is that industries will be benefiting
from the enlarged market, What the attitude is of firms towards that
market (the EEC), their reaction a:-1d what they have achieved are the

cornerstone of this study,

(2) Firms have to deal with new market concepts. The process of
change could be observed in the geographic extension of markets., That
takes in both the general liberalization of trade and the formation of
regional markets in Europe which brought about by political decisions.
The advent of the EEC, and British adherence to it, meant that
companies had their market pictures altered for them (especially after
the transition period which ended on the end of 1977). Obviously the
merger of several developed and highly organi/zed national markets did
not of itself create one large common market. However, the very
decisions to integrate laid the foundation for this objective and the phased
dismantling of tariffs and other changes within the institutional framework

set off a chain of events in the same direction.



Whereas firms used to gear their policies to the demands imposed by
marginal changes in the British market, they now had to pay heed to
large changes and short-term consequences that they had never
experienced before. (It has to be noted in that regard that firms that
would be affected also had wider interests and had to be sensitive to
world trade conditions,) The pattern of competition that had evolved
in their respective éectors, both at home and abroad, no longer held
true. The situation of more or less pronounced oligopoly which
CharacteriZes many industries in most of the EEC countries, where in
each, before the set up of the Community, few firms had carved out a
lion's share of the markets, took on a different aspect when it appeared
that double and treble their numbers might soon be operating in a large and

potentially common market.

So the British firms faced with operating in a larger market, and faced
with the above prospects, have had to adapt therr'xselves to the new
structure of this extended market.,

The motivation of this study began with an early study(*) which tried to
measure the effect of such a Customs Union on the economies of member
states, More specifically it sought to measure the effect of the extended
market on two specific variables which repfesent the well-being of the
economy, namely, GNP and capital assets formation., The conclusions

reached from the macro-economic point of view were encouraging., These

were that the effect on the economy of the member states was positive:

(¥) The dissertation towards an M, Sc. degree, was submitted to the
Graduate Business Centre, the City University, London, 1971,



(1) Since the treaty came into force, all member countries have
experienced a rapid growth in their trade with the other Community

countries.

(2) The increase in trade has made a big contribution to the very
rapid growth of all Community countries, During the period 1966-1970,
the rate of growth exceeded forecasts in all the countries of the Community,

especially in:

(i) Federal Germany, 4.7% growth of gross national
product per year, as against a forecast of 3,5%

per yegr.
(ii) in Italy, 6,0% as against 5.0%.,
and (iii) in the Netherlands 5.2% as against 4.6%.
(3) The countries which had the lowest incomes when the Common
Market was set up have benefited most from integration, As a result,

there has been a steady reduction in the difference between incomes per

head in the member countries as is shown in Table I-1,



TABLE I-1
Gross National Product Per Capita
(in Units of accounts at Current Prices and exch, rates)
1970
Country 1958 (estimated)

Germany (FR) 1080 2999
France 1204 2873
Ttaly . . . . o612 - - - 1701
Netherlands 845 2418
Belgium : 1158 2589
Luxembourge 1402 2837
Community 963 2530

Source: Fourth General Report on the activities of the

Communities - Luxembourg, February 1971.

(4) In 1970 private consumption in the Community went on rising very
rapidly. In all probability the increase was due mainly to a rapid rise
in the incomes of households. Income from wages and salaries rose in
all member states, the increase ranging from 10% to 20%.(2) Table 1-2

shows the quantitative increase of certain representative goods.



TABLE 1-2

Television sets declared and telephones installed

in January 1968 and January 1969

TV sets Telephones installed
per '000 per '000
inhabi- inhabi-
1000 tants 'C00 tants
1968 1969 | 1968 | 1969 1968 1969 [ 1968 | 1969
Germany (FR) | 13806 | 14958 | 231 | 246 | 10321 | 11249| 172 185
France 8316 9252 | 167 | 184 7000 7503 | 140} 149
Italy 7666 8099 | 146 | 150 7057 77521 135| 143
Netherlands 2481 2658 | 197 | 207 2719 2912 | 216 | 226
Belgium 1779 1894 | 186 | 196 1731 1839 181 190
Luxembourg 44 52| 131 | 154 94 98 | 281 | 290
Community 34092 36913 | 185 | 196 28922 31354 | 157 | 167
EFTA 20692 22124 | 219 | 233 22564 23869 | 239 | 252
The world 215000 | 235000 63 66 | 222400 | 238800 65 67

Number of motor vehicles, January 1969 - January 1970

Passenger Cars Utility Vehicles
per '000
1000 inhabitants '000

1969 1970 1969 | 1970 1969 1970
Germany (FR) 12046 13169 199 217 1068 1129
France 11210 11860 223 236 1885 1850
Italy 8120 9028 151 167 751 834
Netherlands 2100 2325 165 180 310 . 314
Belgium 1806 1811 187 187 279 245
Luxembourg 79 85 235 252 12 15
Source: General Report on the Activities of the Communities, Brussels,

February 1970,



(5) The GNP per person in employment from 1958 to 1968 was a high

average annual growth ratio compared with the United States, the United

Kingdom and Sweden as it appears in Table I-3.

TABLE I-3

Average annual growth rate

(]

Volume of GNP per
Country GNP Expp}oymgnﬁ 1 person in
S employment
Germany (F.R.) 5.1 0.3 4.8
France 5.3 0.3 5.0
Italy 5.6 -0.6 6.2
Netherlands 5.3 1.1 4,1
Belgium 4,3 0.4 3.9
Luxembourg 3.4 0.5 2,9
Community 52 0.2 4.9
U.S. 4.7 1.9 2.7
Japan 11.0 1.6 9.4
U.K. 3.2 0.4 2.8
Sweden 4,6 0.7 3.9

Source: Statistical Office of the European Community and the OECD

(6) There has been a growth in the most important factors regarding the

welfare of society in the member states, namely the growth of employment,

industrial productivity, productivity of services and agriculture output,

as Table I-4 indicates in comparison with the U.K.




TABLE I-4
Source of | goctor | Growth Growth Growth | Growth | Total
Growth shift in in in in %
employ- industrial | Product~ | Agric, | increase
ment production | ivity of output
Country Services

France 16.8 8.0 4.4 22.4 4.1 91,7

Germany 12,6 10,1 4,0 15.8 2.3 84,8
Italy 3602 _700 3408 2704 ] ) 608 ] ) 9803 .

Belgium 7.5 507 2707 15.9 105 5802

Netherlands 902 1601 3506 2304 4‘.5 88.9

U.K. 2,0 5.0 20,1 10.0 1.4 38.4

Source: O.E.C.D. the growth of output, December 1970,

The above evidences led to the conclusion that the extended market had,
accordingly, affected the o'pera,tion of the firms working within it, We were
concerned, in particular, with the opportunities opened to the UK manufacturing
sector,

(3)

The third report made by a Commission for the Community Parliament,

stated:

"The establishment of a large competitive market with the
characteristics of an internal or domestic market has been
the central pivot of Community action., This aim is justified
by the benefits in terms of productivity, efficiency and

economies of scale obtained from having such a market."



This stat ement, really formalised the direction of the research in hand.
Having tackled the subject from the macro-economic point of view during
the earlier study, the scope of the present study is focused on the micro-

economic point of view,

More precisely, what would be the effect of trading in such a market on
the structure, planning, business policy and strategy of manufacturing
industries in the U.K. More specifically, what would be the effect on the
' mariufaétui‘ihg'iridlistrriés" poiiéieé regard.mg ﬁricihg, i‘eFOfg;aﬁiz'a.tior-l, |
growth, investment, R and D, marketing, competition, productivity and

economies of scale,

Questions would have to be raised with a selected number of manufacturing
industries aimed at getting answers to the above policies and options,

For example:

(a) Would operating in a common market give a substantial number of
producers the opportunity of increasing their efficiency by producing
on a large scale and by adapting their production units to the larger

market?

(b) To what extent the most dynamic enterprise would succeed in taking

advantage of the opportunities added by British entry into the EEC.

One of the most relevant studies to the present one is that undertaken by

(4)

Han and Leisner « They tried to measure the effect of British entry

into the EEC on the pattern of manufacturing production, Although they
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*
foresaw the limitations“ ) they faced in approaching their study, their

aims and conclusions must be indicated as background to our study.

Han and Liesner forecast that some British producers, as a consequence
of entry into the EEC, were likely to be favourably affected, in the sense
that output would be higher than it otherwise would have been, whilst
others would be advérsely affected. Which sectors look promising, and
which industries appear likely to find themselves with lower net sales
than thej would hafre >if 'th.e UK z"er'na'inedroﬁts‘idte '?. Tﬁeif feéeérch w.as. an

attempt to tackle the preceeeding question,

Although Han and Liesner tried to conclude their study in a meaningful
way by introducing a set of summary tables, which made a comparison

(5)

between their results and those predicted by the Board of Trade and
‘pointing out the areas needed to be tackled in further research, they
stated firmly that theirs was incomplete, saying "it does not appear that
the subject matter of the present study has been investigated in detail by

other research workers". From this we found another reason for the

present study.

Other works contributed to the motivation of the study. An important
study was undertaken by the Secretariat of the European Free Trade

(6)

Association' "’ regarding the effects of EFTA on the economies of
member states. This study, in trying to assess the EFTA effects on trade
in main products groups, stated that the most sizeable effect is recorded

in textiles and clothing, Total inter-area trade in this commodity group

(¥) These limitations will be discussed in Chapter II.
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was estimated to have risen by about 200 million dollars due to the

establishment of the free trade area, and of this total about 115 million

dollars represents trade creation,

effects in the main products groups.

TABLE I-5

Table I-5 indicates the projected

EFTA Effects on Trade in some Commodities between Member States in
(In million US dollars)

1965

A Effe c'ts> oh imports

Trade creation

Trade diversion

Total import

effect =
export effect

Leather, rubber and
footwear

Wood and paper
industry products

Textiles and clothing

Chemical and
petroleum products

Non-metallic
mineral manufactures

Metals and metal
manufactures

Machinery

Land transport
equipment

Watches, clocks and
instruments

Beverages, tobacco

and miscellaneous
products

Total

18

87

116

37

24

57

26

373

17

32
85

43

75
128

45

20

457

35

119

201

80

99
185

71

14

20

830

Source: EFTA Secretariat, Geneva, 1969 - "The effects of EFTA on
the Economies of Member States".
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It emphasised that due to the creation of EFTA more than 100 million
dollars worth of textiles and clothing were, in 1965, being produced
within the area of the Association in locations which provided a clear
cost savingfor the area as a whole, as compared with the distribution.
of production which might have existed had there been no free trade
area, The countries where exports benefited most were the UK and
Portugal. The EFTA study stated again that there have also been
interesting developments in trade in pulp and paper. Total tx_'aqle _inr
| tlﬁé group of éérﬁmodities within EFTA has increased, as a result of
the creation of EFTA, by about 100 million dollars, Of this total

nearly four-fifths represents trade creation.

The effects of Free Trade Association on various semi-manufactures.
have been quite significant, this was to be expected as tariffs on many

\

of these semi-processed goods were relatively high,

The study added that in engineering goods of different kinds, the
effects on trade had been significant, although trade creation has
generally been rather small, This has implied only a limited upward
shift in EFTA Countries imports of these products, while the export

effect has been more pronounced as Table I-6 shows.
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Also the EFTA study stated that there is evidence of clear EFTA

effects on trade in consumer durables in several of the main commodity

groups.

The foregoing are part of the results of the assessment of the effect of
EFTA on the trade_of some of the main product groups. As the study put
it, it represents only a first, though important, step in analysing the
effect of the creation of EFTA on the economies c;f member counu’:‘ie‘sf
Thé study ﬁeﬁt .on. t§ émbhésisé trher néed for further investigation of

the repercussions of the trade effects on production structure and on
productivity. However, regarding the former, the EFTA study stated
that there is definite evidence that the changes in pattern of trade induced
by the creation of EFTA have had the expected effects on patterns of
production in member countries. It recalls examples of the trend in

the Scandinavian pulp and paper industries, and in others, about some
cases of divergent movements towards greater speciaiization. Regarding
productivity, the study has every reason to believe that the effect of
EFTA has been advantageous. It contributes, in part, to the fast

rate of growth achieved by the industrial sectors in Denmark during the
years 1962 - 1969 and to the enlargement of the Danish market for
industrial products. This has produced in Denmark a clear move away
from sectors with low productivity to sectors with relatively high
productivity. Again the study contributes the installaﬁon of modern
textile factories in Portugal to this type of development,

Another interesting work is that done by the Wonnacotts(7). In their
study "Free trade between the US and Canada: the potential economic

effects", they conclude that with free trade between the United States and



15

Canada, there would be significant changes in the North American
economy. In particular, they argued, free trade would increase the
possibility of specialization and would lead to greater exploitation of
economies of scale, The evidence they presented in their work
indicated strongly that free trade in manufactured goods would yield
substantial economic gains to both Canada and USA. Most of the
specialization in Canada resulting from free trade would occur within
manufacturing industries, They added, however, major gainsfromfree
 trade do not 'de'pe.ndr oh fhis i:yperof' sbe-ciéﬁzétibn; .Thej debeﬁd' -
primarily on the exploitation of economies of scale, defined broadly to
include not only engineering economies, but also managerial and
organization efficiencies associated with specialization and competition
in a larger market‘. They agai‘n emphasised that free trade would provide
an additional impetus for particularly efficient and fast growing firms in
any industry, but it would speed the demise of the inefficient as far as

Canada is concerned.

Ronald J. Wonnacott and David E, Bond, in their study(s) "Trade
liberalization and the Canadian Furniture Industry", stated that, "if
Canadian and U.S. tariffs were to be abolished, many of the higher

costs of production in Canada would be eliminated".

Again, from the experience of the North Atlantic free trade area, a

study(g)

regarding the Canadian pulp and paper industry by W, E. Haviland,
N. S. Takacsy and E. M. Cape, concluded, among other things, that the
impact of free North Atlantic trade on industry production lies in

producing countries achieving specialization in products in which they

possess competitive advantages. Their study adds, "the general

conclusion we draw from all the evidence of the study is that the Canadian
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pulp and paper industry could compete in domestic and export markets
under conditions of free trade, provided its production and marketing
were reorganized and related public policies were conducive.
Restructuring the indtistry would imply greater product specialization |
by companies and much larger runs on wider and faster machines in the

present tariff-protected sector",

The findings of another study made by the Economlst Intelhgence Umt

' (EIU) (10) of the effects on Br1t1sh manufacturmg industry of a free
trade area and the Common Market, were useful as a background to this
study. Undertaken in 1957, the EIU study anticipated what it would be
like for British industry joining a free trade area (EFTA or the EEC).
It stated, among other things, "Competition iﬁ an EFTA and in the CM
is likely to promote an increase in the average size of firms and in the
scale of production, chiefly in mass production industries but also in
others where there are at present - and for no good reason - an
unusually high proportion of small undertakings. Britain's big firms
have more than a head start in the race against all save German

competitors in general, and a handful of very big firms in other countries".

On the other hand, there is growing awareness in the UK of a conflict
between the size of firms and competition,(”) i.e, the size of the UK
market is such that in many industries the number of firms of minimum
optimal size which the market could support is not large enough to ensure
effective competition, The importance of this conflict is found in the fact
that, for the free markets, competition has been relied upon to force the
economy to achieve certain objectives which are desired by society.

One of these objectives is high productivity in the production of a given

set of outputs. That is, with a given capital stock, a given technology,
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and a given set of resource prices, firms should be producing goods and
services with a minimum expenditure of the economy's resources. A free
market operates with the assumption that there will be many firms selling
the same product. The number of firms is large enough to eliminate
collusion on price, and at the same time the number of consumers is so
large that they cannot collude to force a reduction in the market price.
Any profits above the normal level that the firm may command are passed
on to consumers in the form of lower prices by the pressures gxerted ’
frromr o.thérrréséurces.ernxtérirng‘ tlrlermz'irket. The exit of resources when
price is "too low" functions as a control to protect society from the waste
of resources, The market, an objective and neutral force, contains the
power in the above relationship. How British manufacturing industries'
would react in an enlarged market which is governed by the broad concept
of a free market and reinforced by a set of directives and regulations
agreed upon by the EEC Commission, is a question which seeks an
answer. The study in hand is an attempt to contribute to the answer of

such a question,

If we turn to world trade and its effect on British industry, it is self-
evident that British industry and Britain's prosperity in the future, as
in the past, depends on her success in exporting her manufactured goods.
Not only do exports enable essential imports to be bought, but they also
make it pos sib.le to reap the benefits of the economics of large-scale
production and of the international division of labour. These advantages
can be shown, from theoretical consideration, to be greatest when the
obstacles to free trade are minimized and when there are no currency
restrictions. The relation between the dismantling of tariffs, henceforth
the reshaping of trade, and x~-efficiency has been discussed by

W. M. Corden { 2). His analysis supports the argument that tariffs

reduce x-efficiency. The implication of that is as follows:
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Firstly

The income distribution of a tariff affects the whole of an industry,
even when the output changes resulting from the tariffs changes are only

marginal,

Second.lz

A positive effective tariff may no longer lead to an increase in the
ouiput of the protected industry, and indeed, paradoxically, its output
may fall, The rise in tariff may have led to a decrease in the input of

the managerial factor, measured in efficiency units,

It is the effect of greater market size in reducing waste by stimulating

competition and the effect of free access to more rapidly growing markets
in aiding the expansion of the competent at the expense of the incompetent,
How British industry thinks, plans and reacts accordingly, is the aim our

study is trying to fulfil,

So we can conclude that the aim of the study is to assess the performance
and attitude of some selected British manufacturing industries, as an
illustration of the would-be reaction of British firms, ’;n relation to a
major expansion of their potential market, namely the EEC market. It is
an attempt to illustrate the effect of that extended market, drawn from the

experience of selective industries after the UK accession to the EEC,

The method to be used and the projected approach in so doing will be

discussed in Chapter II.



CHAPTER II

METHODS AND LIMITATIONS
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In this chapter we will consider the method appropriate to the study
in hand, This is the logical outcome of the scope of the research as

discussed in Chapter I.

Before so doing this is the suitable place to consider some of the

other methods used in similar studies.

Despite the huge difficulties of measuring integration effects, both
organisations and economists, nevertheless, have been led to attempt

the task because of the emergence of the EEC and EFTA,
The scope of the effect of integration could involve analysis of:

(a) The effect of integration on the trade of the member countries in
the integrated area, with all the accumulative effects on GNP, balance
of payment, aggregate demand and consumption, exchange rates,

and employment,

(b) Then one could go further in the analysis to investigate the effect
of integration on the trade of industries., That is by measuring the
effect on the trade of each industry sector and hence investigating the
reasons that were the cause of trade increase; either as trade creation
or trade diversion; or indeed those reasons that were behind a trade
deficit. Forces that lead to either of the above results involve the
internal structure, resources and operations of an industry in a member
country and/or the external economic environment that influence its
competitive position., That is in comparison to their counterpart in the

integrated area.
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(c) Another dimension for measuring the effect of integration is the
investigation at the manufacture level, This would share a great deal of
the factors analysed in the above investigation, but would go down to
the details that affect the performance and the competitive position of
the individual manufacture., Examples of those related affective factors
are organisational structure, application of the latest technology in the
industry, forms of economies of scale and efficiency and special quality

and standard attached to the product,

Each of the above investigations would require a different approach of
analysis and would ask for a special method to carry it out. In the
meantime it is difficult to isolate the effects and the results of each
investigation from the other as most of the effective factors in each are
inter-related, and here lies a major limitation to any approach that does
not take account of the other. That is beside the limitation that is

related to the methodology of each approach.

Hence we will review, in the pages to come, the would-be method(s)
of each of the three mentioned investigations and the limitations attached

to each,
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(A) Methods and limitations of investigating the effect of integration

on the trade of a member state(s)

A comprehensive argument in that regard was done by Victoria

(13)

Curzon when she drew lessons of EFTA experience in her work for
the Trade Policy Research Centre. For that, she referred to the

following studies.

A Study by EFTA Secretariat (14) can claim to be original in its own
right, although it owes a debt to earlier studies, each of which
represents a step in the process by which the particular model was

developed.

In 1967 the GATT Secretariat (15) published a study of the import trends

in both EFTA and the EEC covering two periods, 1955-60 and 1960-65,

Noting that the income elasticity of demand for imports in both groupings
appeared to have remained constant from 1952 to 1966, GATT explained
that although imports in EEC and EFTA grew about twice as fast as the
GNP, the ratio between the annual growth rates of imports and of GNP
statistics at constant 1952-1954 prices suggested, however, that no such
increase in the propensity to trade had occurred. The GATT Secretariat
drew the conclusion that no trade creation appeared to have taken place
and decided to concentrate their attention on trade diversion. In order
to measure this unknown quantity, and here we are concerned about the
method adopted, GATT conducted a statistical examination of the extent
to which European imports had shifted from third countries to the two

regional groups.,
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Some one hundred commodity groups were taken into account, but non-
Europeén products (principally tropical goods and certain mineralS)

were excluded from the study.

In order to cope with the familiar problem of how much to attribute to
integration and how much to other intervening variables when examining
distortions in the pattern of trade, the GATT study attempted to account

for two possible.vgrirablers §e§i§e§ i‘ntegrrartiqn:’

(a) "Relative importance of markets"; and

(b) "Commodity composition", calling a third element,

(c) "Residual deviation"; this last contained the integration effect.

The first element, relative importance of markets, attempted to account
for the fact that third countries exporting initially a large part of their
exports to rapidly growing markets, such as West Germany, would be
expected to maintain their ekisting volumes to stagnant or deciining
markets in the aggregate. On analysis this element turned out to be of

very minor importance,

The seAcond element, commodity composition, attempted to account for a
similar phenomenon, the fact that third countries exporting primary
products to Europe would, in any case, have suffered a relative loss of
overall mrket shares by comparison with third countries exporting primarily
manufactured goods, for which demand would have remained relatively
buoyant. As the above study concluded, this element accounted for between

25 and 50 per cent of total deviations in the EEC from 1960 to 1965, and

for between 20 and 25 per cent of total deviations in EFTA,
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The third element, residual deviation, was defined as "the positive or
negative changes in the share of an exporting area in the market of a
regional grouping due to the operation of factors other than the first

- two elements. It included the effect of regional integration on the pattern
of trade but also included othe;‘ unknown factors, such as alterations in
trade flows due to changes in an exporting area's competitive position
due to technological change, growth, natural resource discoveries, etc,

and other long-term, underlying trends.

"Residual deviation" was calculated on the assumption that shares in
European import markets would have remained unchanged from 1955 to
1960 and from 1960 to 1965 if none of the three measured variables had
distorted the picture. GATT warns the reader that its "residual
deveiations" do not constitute a measurement of "trade deviation", but
points out that the creation of regional groups does not appear to have

modified the income elasticity of demand for imports.

In short, the GATT study, limited to examining shifts in the sources of
European imports, suggests that if the EEC and EFTA have had trade
diverting effects, they have occurred mainly in intra~European trade
flows and third countries have suffered comparatively little. The
tentative suggestion made by the GATT Secretariat, to the effect that
since the statistics do not indicate the presence of trade creation, the
"residual deviation" figures may be an approximation of trade diversion,
is an hypothesis which is not wholly confirmed by the Balassa and EFTA
studies explained below., Both these studies suggést that trade creation
has taken place, and the second EFTA study suggests that trade creation

has outweighed trade diversion,
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While the GATT Secretariat attempted to account for two intervening
variables in order to achieve reasonably sophisticated results in its
measurement of changes in Europe's pattern of trade, Professor

(16)

Balassa compared changes in income elasticities of import in
intra- and extra~EEC trade before and after integration, assuming that
income elasticities would have remained unchanged in the absence of
integration. The GATT study, as we saw, drew attention to the fact
that overall average import elasticities had not changed significantly in

'tﬁe EEC énd EFTA, bﬁt Béla' B.alé,s‘sa‘ nétéd that "consideration of total
exports and imports has only limited interest, since aggregate results

may conceal changes in opposite directions with respect to individual

commodities and commodity groups".

Professor Balassa distinguished between seven product groups based
on the Standard International Trade Classification (SIT C) and related
real import growth rates for two periods (1953-59 and 1959-65) to real
rates of growth in GNP, The findings were deflated according to thg
appropriate import-price indices for individual countries. Balassa
interpreted his results as follows: "A rise in the income elasticity

of demand for intra-area imports is evidence of . gross trade

creation (that is, trade creation plus trade diversion), an increase in
the elasticity of demand for imports from all sources of supply becomés
evidence of trade creation proper, and a fall in the income elasticity of

demand for extra-area imports suggests the existence of trade diversion",

Professor Balassa found that the income elasticity of demand for intra~-EEC
imports rose from 2,4 to 2.8 between his two reference periods (this
was gross trade creation composed of both trade creation plus trade

diversion). In the meantime, the EEC's elasticity of demand for imports
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from third countries (which ought to have shown trade diverting
tendencies) actually rose one point from 1.6 to 1.7, instead of
declining as one would have expected. Finally, the EEC's elasticity
of demand for imports from both intra- and extra-area sources rose
three points from 1.8 to 2,1, suggesting the existence of trade

creation,

GATT, noting that although t.her EEC a.nc_i EFTA imports tended to grow
| about twice as fast as GNP, their elasticity of demand for imports had
not risen "substantially" from 1952 to 1966 and concluded that little or
no trade creation had taken place. Balassa, on the other hand, concluded
that since the EEC had experienced a small but observable increase in
its elasticity of demand for aggregate imports, there was no indication

of trade diversion,

Upon disaggregation, however, Balassa's findings suggested that
diversion had, in fact, occurred in some product groups, but that it

had been more than compensated for by changes in the opposite direction
in fuel, machinery and transport equipment., This increase in third
country trade appears to have been due to what GATT called

"commodity composition", namely, the demand for certain products,
such as liquid fuels, machinery and investment goods, rises faster in
relation to GNP than demand for goods less intimately linked to
industrial growth and investment.

(17)

Taking machinery alone, a GATT study has shown that world trade
in engineering products has been the most rapidly growing sector of

world production and trade. Furthermore, this long-term acceleration
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of international exchanges can, in great part, be attributed to
increased specialization among industrialized countries, when certain
equipment can be obtained only from one or two countries; factors such
as tariffs or tariff discrimination as a result of integration will not
noticeably affect trade patterns. Even when capital equipment is
fairly standard, if it entails heavy expenditure there will be some
important elementsbesides price alone which will determine the choice

of a source _Of, supply, »such as Vderliv'el"y_da_.tes,‘ credit terms and after-
sales services., Indeed, the presence or absence of tariffs and
discrimination does not seem to have affected the bulk of the most
rapidly growing sector of world trade ~ that is, engineering products
under headings 71 and 72 of the SITC. Only 9% of this trade is composed
of consumer goods; capital equipment accounts for the remainder, which
helps to explain why the EEC's elasticity of demand for third-country

imports of this type should have risen after integration from 0.9 to 2.5,

Thus at least part of the increase in the EEC's overall income

elasticity of demand for imports has been due to factors which may have
been independent of integration. But, besides the commodity composition
factor mentioned above, there were also some important changes in the
environment taking place alongside the formation of the EEC and EFTA,
namely, the progressive elimination of quantitative restrictions to trade
through the 1950s, the return to convertibility at the end of 1955, the
end of dollar discrimination and the tariff cuts made after the Dillon

Round in 1960,

Although those various changes have undoubtedly contributed to
increasing Europe's overall elasticity of demand for imports from 1960

onwards, it is nevertheless safe to assume that integration, both in the
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EEC and EFTA, worked in the same direction. It is therefore possible
to discount the exceptional results of Balassa's findings with respect

to third-country trade (indicating no trade diversion) as being caused by
forces stronger than those of discrimination, while the positive results
for total EEC trade, indicating trade creation, must be deflated by a
certain amount. It is not possible, however, to estimate the amount by
which Balassa's findings should be adjusted; all one can do is to keep
in mind that some adjustment is necessary and that the entire change in
'in-co'mé erla’stricitit.as.of. dé@aﬁd rf of impoﬁ$ in 1-J:,"u'::'c;pe;‘ éaﬁnot be attributed

to integration alone.

If this limitation is kept in mind, Bela Balassa's method provides a

rough guide to trade creation and diversion in an integration area,

Another interesting method, of a high academic order, which deserves
careful appreciation is derived from the study by EFTA Secretariat(*)
undertaken according to EFTA's Ministerial Council decision in
May 1966, The Council decided that the EFTA Secretariat should
"review and analyse the effects of the divergence between the two
European trading groups (EEC and EFTA) and assess the waste of

existing and potential resources involved in this division of Europe".

The findings of this investigation are published in two parts.

The EFTA studies begin by comparing real and hypothetical trade flows,
the latter being calculated on the assumption that trends observed in a
previous time sequence would have continued unchanged in a subsequent

period, had it not been for the impulse away from trend given by the

(¥) Op. cit, Ref. No. 6.
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variable under observation (in this case, EFTA). The difference
between the hypothetical result and the observed result is thus the
"integration effect". This method is one of the most commonly used

to assess the gross effect of integration on trade flows, It would also
be possible to calculate hypothetical trade flows within the same time-
sequence as the real ones with which they are to be compared, provided
one can find a "typical" and undistorted trade flow as a basis for
comparison., It is, however, d.ifficul’; to use this latter method with

| rAes.perctr té trher E‘EC énd EFTA éiﬁcé a;ll.Eﬁrép.ea..n frédé floﬁré h‘av'e Beéﬁ
distorted one way or another (and at the same time) by integration
effects, and one cannot use the trading behaviour of non-European
developed market economies (like Canada, Japan or the U.S.) as a
standard by which to measure trade distortions in Europe. One could
also, at a very low level of sophistication, merely compare changes in
real trade fiows between two periods, but this method would not permit
one to distinguish the underlying trend from the exogenously determined

impulse being considered.

The EFTA Secretariat therefore calculated the "EFTA effect" by
assuming that, in the absence of EFTA membership, supply pattern for

a given commodity (both imports and domestic production) would have
developed from 1959 to 1965 in the same way as it had from 1954 to 1959.
The difference between this hypothetical figure for imports and actual
imports in 1965 is termed the "EFTA effect", which includes both trade
creation and trade diversion. The result is conceptually similar to
Balassa's "competitive effect” and GATT's "residual deviation",
although the methods of calculation are different in all these cases.

The EFTA studies in particular, include trends in domestic production,

a refinement not attempted by either of the other two studies. On the
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other hand, it does not attempt to account for measurable variables
like the "relative importance of markets" or "commodity composition",

as the GATT study did.

The originality of the EFTA model lies in the fact that three basic

variables in the national markets are taken into account, namely:

(a) imports from EFTA,
(b) imports from third countries, and

(c) domestic production consumed at home.

These three variables, added together, constitute apparent consumption,
and they are calculated for thirty six commodities, in order to produce

the hypothetical orders of magnitude described in the preceding paragraph.
Real figures are then amassed for the same variables, and the difference
between them becomes the "EFTA effect” by applying Balassa's

conceptual framework to the figures at hand.

Thus, if the share of EFTA imports in consumption is above trend while
that of domestic production is below, with that of third countries
remaining equal, one assumes the existence of trade creation.,
Conversely, if the share of EFTA imports is above trend, while that

of third countries below, one assumes trade diversion to be present.
There are, indeed, other logical variations on this theme, most of which
are unlikely (for instance, third country trade and domestic production
are above trend, with EFTA imports below, or all are below trend, or
all above) and of no help in separating trade creation from trade

diversion,
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The first two cases, however, do give unambiguous and separate results
for trade creation and trade diversion, also distinguishing between
trade diversion and trade creation even though they occur simultaneously

for the same product,

The EFTA model is based upon two realistic assumptions. First, it is
assumed that a high tariff denotes relatively high domestic production
costs, and secondly, since all foreign sources Qf_SQPPIY aie sub;iect to
fhé Sarﬁe .tafﬁf before integration, the pattern of supply in the
pre-integration period will reflect the relative costs of production in

foreign countries.

The computed results for the difference between actual and hypothetical
imports from EFTA and non~-EFTA sources were only the starting-point

for the estimates of the overall effect of EFTA on trade.,

(a) First, there were a number of bizarre results which could not
be interpreted either way, and which were ignored in the global

calculations,

(b) Secondly, in cases where tariffs were zero or near zero, it
was assumed that the impact of EFTA was likely to have been
negligible and any positive results given by the initial calculations were

rejected; and finally

(c) the EFTA Secretariat had a unique opportunity to hold
discussions with government officials, representatives of industry and
other informed parties, as a result of which we quote, "a number of

special factors that were discovered and which have influenced EFTA
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trade so that the original computed results do not always realistically
reflect the influence of EFTA", The information obtained in this way,
it is claimed, we quote, "was usually sufficient to make it possible to

avoid considerable errors of interpretation".

The fact that the EFTA studies take the tariff factor into consideration,
as well as random but important information such as the discovery of new
techniques, the opening of new factories, the act.iv'itiresr of firr_nsr cqntrplled
'fr'cmll'orutr'.siae‘Ef"I"Ar, i:hé a;vailability of trade credit and so forth, lends

much credence to the results.

However, as the Secretariat itself points out, "it is of course quite
impossible to claim a high degree of accuracy for the estimates of EFTA

effect arrived at".
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(B) Method(s) and limitations of investigating the effect of integration

on the industry level

If we focus on the methods used to measure the effect of integration on
trade in the industry level, as the logical following step to those methods
just reviewed in relation to the country level, we found that the work
done by Han and Liesner(*) is the most interesting in that regard. They
attempt to tackle the question, which British industries (producers) are -
likely to be favourably affected by Britain's entry into the European
Economic Community, in the sense that output in some industries will be

higher than it would otherwise have been, whilst for others the outlook

would be adverse.

The main tools, in their research, are an analysis of the comparative
foreign trade perforances of British and EEC manufacturing. They listed
230 commodities with two rank orders, items placed towards the top end

of their list are goods in which, on the evidence of past trade performance,
the UK's competitive position relative to the EEC's is strong, whilst

items at the lower end of the rank order are commodities in which the UK's

past record, again in relation to that of the EEC countries, is poor.

Their basic hypothesis is that the pattern of trade, prior to the abolition

of tariffs and of other trade barriers provides an indication of underlying
comparative cost conditions, which in turn would be one of the determinants
of the pattern of trade and hence of domestic production after the

enlargement of the Common Market,

(¥)  Op. cit. Ref, No. 4.



33

Their assumptions, therefore, are built upon two main factors:

(a) The kind of rank order they draw up does constitute a reflection

of comparative cost condition, on the one hand, and

(b) on the other hand, the relationship between relative trade

performances underlying comparative cost condition.

The main criticism for both assumptions are as follows:

First: Commodities rank order

The ultimate aim of a research such as theirs (and the present one)

"~ is to seek the effects of UK accession to the EEC upon British
manufacturing industfy, and that the need to compare their performance
with that of the no-entry case, with reference to this objective, a
comparative cbst rank order did not get them far, because a number of
other determinants are also involved in a major way, as Han and Leisner

(%),

argue' ’:

"(@) in order to establish such a relationship, one should go beyond an
examination of comparative cost, and to take into account the proportions
of both the British and the EEC market whichbefore British entry are
supplied by UK, EEC and third country producers respectively, and to

do so we require the following data:

- Trade between the UK and the EEC.

- Imports from third countries

(¥)  op. cit. pp. 18=20,
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- domestic UK and EEC output for the home market,

The third factor presents very considerable statistical difficulties

especially regarding the limited resources concerned.

(b) The extent to which a particular British or EEC industry can
expect to raise eiports to a partner above what they would otherwise
have been, v;’ill also depend on the reaction of local and third country
producers to the relative cheapening of British commodity brought about
by the tariff reduction, they may adjust their terms in order to meet the
new competition, or alternatively prefer to switch resources into other
activities. This is a problem which could not be handled satisfactorily
as a part of statistical analysis and without intimate knowledge of the

products and markets involved.

(e) The third point concerns the balance of payments implications of
the increase in trade flows. Additional UK exports of the goods in
which the UK is reasonably competitive would in themselves tend to
improve the UK tradé balance (and worsen the EEC's), whilst the growth
of imports of goods placed towards the lower end of the rank order would

worsen the British paymént position,

The differences between the increases in exports and imports must
accord with whatever balance of trade on manufactures as a whole, would
be compatible with the requirement that both the UK's and the EEC's
overall balance of payments (vis-a-vis all countries) would be in
equilibrium. If this is not fulfilled, the effects of a general price

adjustment would have to be considered.
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A relative fall in UK prices should bring about an additional expansion
of exports and a reduction in imports relative to the initial incréase;

a rise of UK prices would have the opposite effect. Changes in relative
prices would also affect UK and EEC sales to, and purchases from,
third markets, and ‘these would have to be brought into the picture as

they clearly influence both partners' balance of payments position,"
Han and Liesner summed it up:
"In general the relationship between a commodity's position on the

rank order and the direction of the EEC effect is best regarded as a

matter of probability rather than of certainty ..."

Second: Foreign trade performances as indications of comparative

cost conditions

Turning to the other issue which Han and Liesner depend upon when
building the method they adopted, it is sufficient to summarise the
points they raised against considering it as a reliable indication of

(*),

comparative cost condition' ’:

(a) Foreign trade comparisons relate to a past period and therefore
cannot take into account the influence of changes in the circumstances
of particular industries in the period - which may be quite a lengthy
one - before trade barriers are abolished. These charges can come

from the demand or the supply side, or result from government policy.

(*) Op. cit. pp. 20-21,
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(b) They disregard relationships of complementary products as

they treated all traded products as independent of one another.

(c) They found a good deal of circumstantial evidence to suggest
that exporters whose domestic markets are protected by tariff barriers
practise price discrimination, as a result their foreign trade
performances may be rather better than their relative competitive
standing would normally permit, so conclusions drawn from the foreign

trade data may therefore be misleading.

(d) The influence of institutional factors other than tariffs
(differential tax systems, preferential government procurement policies

and the operation of monopolies) serve to distort trade patterns.

(d)  The position the UK enjoyed regarding third partner (country)
that would have access to the Community, henceforth put Britain in the
same advantageous position with the rest of the Community in relation

to certain commodity.

These were the methods and limitations that are related to an investigation,

as such, at the industry(ies) level,
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(C) Methods and limitations of carrying out the investigation at

manufacture level:

This method would depend on asking industrialists how they expect the
changes in trade barriers to affect their trade both in the home market
and in the markets of their partner countries; together with other

(*)

questions and forecasts' ’ that are relevant to changes as such.

The problems that face the above investigation, have been revealed by

(%)

Han and Liesner as the difficulties faced by industrialists to make

forecasts for conditions with which they are not familiar(.***)
Moreover there is the difficulty of obtaining a reasonably consistent

set of answers., In proving this point they referred to the same problems
that had been associated with the Industrial Enquiry conducted in

connection with Britain's 1965 National Plan. However, they were in

favour of a method as such because:

(a) People in charge of industry are in possession of a great deal of
relevant information that is not contained in any statistical series and it
is assumed that a properly conducted enquiry should unearth some of this

evidence,

(b) The problems could be overcome by detailed questionnaires backed

by intensive interviewing,

(%) e.g. effects on marketing policies, organisational structure
and investment programmes.

(*%) Op. cite Ref. No. 4.

(¥%%) Han and Liesner are referring here to pre-entry survey.
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The Method chosen for the Study in hand

We discussed above the would be methods, together with the limitations
attached to it, for investigating the effect of joining a custom union on
different levels of activities; either those connected with the member
countries' trade, trade in products or group of products that belong to
different industrieé, and finally those that are used for investigating the
effect on the trade of individual manufacturers. Indeed it is the proper
consequence to reveal the method adopted by the study in hand.

As each of the three mentioned methods serves to reach certain results
and to explore specific effects, it is inescapable that they are inter-
related; and that the accumulative effects of the trade increase in a
specific sector affect that in the others. Hence, the appropriate method
would be that that takes account of all those methods mentioned above.
This not only ensures reaching a comprehensive conclusion, but also
offsets some limitations in one method that is compensated by the possibility

of a detailed analysis and the data that is available in the other.
Therefore the method used in this study rests in the following:

(2) In order to cover the effects of Britain's membership on trade with
her partners on the one hand, and on her overall trade performance on the
other hand, we depend on the published overseas trade statistics. The

analyses of their likely effects are discussed in Chapter VII,

(b) Again analysis of trade in manufactured products, divided by
industry sectors, is conducted in Chapter VII. The model that will be
used and the way the analysis is directed, will be discussed in the above

Chapter.
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(c) The backbone of this study is the investigation to be carried out

at the firm (the manufacture) level. That is in order to examine what
industrialists expect of Britain's membership in terms of increased
trade, plans, and policies. Then ‘to back it with an intensive interview
with a representative sample of British firms (manufactures), to enquire
into what has happened to their expectations and to assess their attitudes

towards, and their performances in an extended market as such.

This is to be conducted in two stages, the first is in the preliminary
survey; the questionnaire; in Chapter IV, the second is in the main
survey; the case studies; in Chapters V and VI. In these chapters we
will indicate how we will conduct the above surveys, together with the

methods and approaches of analysing the data that could be obtained.

(d) Finally, Britain's economic performance is the surrounding
environment to all the above methods and analysis; that affects and would
be affected by the results obtained from any of the above approaches.

Therefore, we will relate, as appropriate, the former to the latter.



CHAPTER 1III

LITERATURE SURVEY
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*
3.1 Industrial Policy in the European Economic Community (EECI( )

Throughout the industrial world governments have been increasingly
exercising responsibilities for full employment, economic growth,
regional development and industrial organization in ways that would or do
already, impose obstacles to trade with other countries, Yet they are
committed, through adherence to the GATT and participation in the OECD,
and in Western Europe through their mem‘.bership of either the European
Community or EFTA, to the reduction or elimination of barriers to trade,
and they are also committed to the avoidance of policies which have a
similar distorting effect, In this last respect, the relevant provisions in
the European Community are articles 92 to 94 of the Treaty of Rome,
dealing with government aids to industry. Two major factors have
produced the apparent conflict in objectives between domestic and

international economic policies.

(a) On the one hand there has been growing pressure on governments to
assume greater responsibilities towards the social and economic welfare

of their peoples.,

(b) On the other, governments have failed to devise and implement
adequate means for the adjustment of disequilibria in international trade
and payments, until the forces of international currency markets obliged

them to accept floating exchange rates as a fact of current life,

Governments appear to have been confronted with a choice between modifying

the objectives of domestic policies or modifying their commitment to liberal

(*) This and the subsequent topic are reviews and quotations from the
relevant references that are indicated constantly as the discussion
goes on,
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trade. In practice, they have sought to reconcile the two cdurses, but
domestic pressures are usually the first to tell, especially where there

is no strong sense of international obligation,

Dome stic pPressures are invariably short-sighted, inward-looking and
defensive. Ministers, being dependent on electoral support, are more
likely to be influenced by such pressures, generated perhaps by the
specific plight of a local industry unable to cope with import competition
than by the general damage that might be done in the long run to the

(18)

international trading community,

The reduction of tariffs on trade among developed countries in general
and the elimination of them in the European community and EFTA in
particular has exposed the significance of non-tariff distortions of
international competition. By these last are meant a wide variety of
measures which either by design or accident protect or favour domestic

producers viz-a-viz foreign suppliers.

At the expense, incidentally, of domestic consuxﬁers and taxpayers, they
include measures taken by private enterprises, referred to generally

as 'restrictive business practices'. But non-tariff distortions are
mostly public policies and practices. Many of them are measures
implemented at the border by customs authorities, namely quantative
import restrictions (of concern mainly to developing countries), tariff
quotas, anti-dumping duties, customs valuation procedures and so on,
The non-tariff measures which appear to cause deepest concern among
developed countries, however, are those which are instruments of
industrial policy - and are instruments also of other policies. An

industrial policy should embrace a number of inter-related objectives
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relating to the pre-planned allocation of resources, the structural
organization of industries, the development of technological innovation
and the maintenance of regional balance, Among its instruments are
government loans and subsidiés, public procurement policies, technical
standards and specifications, concessionary charges for public services

(19)

and preferential tax treatment,

For all intents and purposes, industrial policy in the European Community
remains the prerogative of national governments, which greatly complicates
the position of the Community in international negotiations on non-tariff
barriers to trade, In fact, the Treaty of Rome does not envisage a

common industrial policy in specific terms, but articles 92 to 94 of the
Treaty of Rome prohibit government aids whichinterfere with trade among
the member countries, These provisions do allow, though, for e xceptions
in certain circumstances, most notably where there is regional

unemploymeht.

With the close inter-relationship between regional and international
policies, it would be as well to clarify the distinction between the two,
The former relates to public assistance which the producers of a
particular region may obtain, no matter what they produce. On the other
hand, the latter relates to public assistance which may be obtained by
producers of a particular line of product, wherever on a country they may

be located.

The common industrial policy of the European Community is still very

much in embryo, In 1970 the Commission advanced proposals in the

(20)

Colonna Memorandum?', But it was not until the 1972 meeting of heads

21)

of member governments that guidelines were approved.( The elements
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stressed in the communique of the Paris summit, although published in

different order, call for:

(a) The maintenance of fair competition as much with in the Common
Market as in external markets in conformity with the rules laid down by

the treaties.
(b) The elimination of technical barriers to trade.,

(¢) The progressive and effective opening of purchasing by the public

sector.

(d) The transformation and conversion of declining industries under

acceptable social conditions,

(e) The promotion on a European scale of competitive firms in the

field of high technology.

(f) The elimination, particularly in the fiscal and legal fields, of

barriers which hinder closer relations and mergers between firms.
(g) The rapid adoption of a European company statute, and
(h) The formation of measures to ensure that mergers affecting firms

established in the European Community are in harmony with the economic

and social aims of the community,
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Conformity with Conditions of Free Trade

Much depends, for a start, on what is meant by 'fair competition' o There
is an obsessive and unfounded belief in some quarters that for free trade

to be effective it is necessary for all conditions of competition to be
equalized, implying that all locational differences in costs of production
and distribution are somehow distorting, But no division of labour through
trade can take place if all competitive conditions are artificially equalized.
For trade between countries is primarily based on cost differences. There

is a wide gulf conceptually between

(a) eliminating distortions to competitive conditions resulting from
government interventions, which would come under the heading of one

non~tariff measure or another, and

(b) eliminating differences in competitive conditions resulting from

differences in taxation, social benefits and company laws.

The first is necessary in any attempt to liberalize trade, on either a
regional or a multilateral basis, and can be pursued effectively by inter-
government means., The second, however, is not necessary to
liberalization of trade, but if an economic union is conceived an effective

degree of supernational authority is essential,

Non-Tariff Interventions

Within the first group of measures, however, fall the second and third
elements in the framework of a common industrial policy, Both the

elimination of technical barriers to trade and elimination of discrimination
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against suppliers in other member countries in the business of public
purchasing could be supported as steps towards the elimination of
competitive distortions that result from non-tariff interventions by

(21a)

governments. They would be in line with the principle established in
the Treaty of Rome - prohibiting government aids which interfere with

trade, except for purposes of regional development.,

But these principles are only supportable if their implementation is
accompanied, as envisaged in the Paris Communique, by corresponding
efforts on the part of member governments of the European Community to
negotiate multilateral agreements with third countries on the elimination

(22

of the discriminatory aspects of technical standards and specifications,

(23)

public procurement policies and government subsidies. Discrimination

against the rest of the world cannot be approved as basis of a common

industrial policy, (24)

For economic, political and strategic reasons the European Community is
in no position to invite the antagonism, either of the United States or of

(25) As diplomatic

other countries, that could be expected to ensue,
efforts proceed in the Tokyo Round of Multilateral Trade negotiations,
the European Community has a strong interest in the early establishment
of a framework of international obligations with respect to non-tariff
interventions, within which it could finalize a common industrial policy.
The force of international obligations - undertaken in response to the
threat to international economic order occasioned by worldwide inflation,
commodity shortages and the energy crisis — might in any case facilitate
the implementation of a common industrial policy, For intergovernmemtal

action on non-~tariff measures, whether on the European Community or in

a wider context, is bound to exacerbate the sensitive issue of national

)
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sovereignty, such is the growing interdependence of the nation states.
Negotiations on non-tariff interventions are difficult in a global context -
as they can be expected to be in the Community when it comes to
formulating a common industrial policy - precisely because they impinge
on national industrial policies, But then tariffs, too, are instruments of
public assistant to industry, After all, in domestic terms commercial
policies are also concerned with the industrial structure of countries,
while internationally they are concerned with the location of production

where there are comparative cost advantages.

Adjustment assistance to declining industries

This leads to a consideration of the issues posed by the fourth element:
'the tra.risformation and conversion of declining industries under acceptable
social conditions', ~The purpose of the trade liberalization is to bring
about a more efficient allocation of resources, both domestically and
internationally, through greater specialisation on particular industries
or on particular product lines within industries., Adjustments to changing
market conditions, on the demand side and on the supply side, is a normal
and continuous process in market economies. It mainly takes place
without the assistance of governments, But in circumstances governments
intervene either (i)to help industries adjust, or (ii) to alleviate the
social consequences of adjustments.(%) Now that tariffs have been
eliminated and non-tariff measures are being considered in GATT
negotiations, it is crucial that governments should place more emphasis
on adjustment assistance., Indeed, there is almost an international
consensus, reflected in numerous reports, on the need for adjustment
assistance to be an integral part of 'escape clause' or emergency

(27)

protection against sudden surges of imports, As the European Community -
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along with other industrilaised countries - comes under increasing
pressure to accord greater market access to the products of developing
countries, reinforcing the dynamic effects of internal liberalization,
member governments should develop a more concerned approach to the
provision of adjustment assistance to declining industries to compete in
the face of growing imports or other changes in their business

environment,

In developing a coherent policy towards declining industries, a clear
distinction should be drawn between 'fair' adjustment assistance, on the

one hand, and 'unfair' government aids on the other.(zs)

(a) The appropriate form of adjustment assistance in a market economy
aims to shift resources out of industries that are no longer competitive,
There are occasions, of course, where such industries can be revitalised
by the replacement of inefficient management, by the introduction of

modern technological know-how and by the injection of fresh capital.

(b) The inappropriate form of government aid, which is merely a
substitute for traditional forms of protection, aims to keep resources in
an industry,through the provision of subsidies, capital expenditures,

subsidised research and development and subsidised skills,

Promotion of High Technology

To date the attempts of the European Community to devise a common
industrial policy have mainly been for the purpose of enabling European
industry to develop technologically advanced capacities that are able to

withstand American and Japanese competition, Therefore again, the
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fifth and sixth elements of the policy framework, as agreed at the Paris
summit, have to be discussed in an international context. Technological
innovation and the introduction of new technologies play an important role
in the economic growth of nations, As a result, policies bearing on
science and technology have become an important aspect of international
economic relations, influencing both visible and invisible trade as well as

foreign investment.

Since World War II, almost all economies of Western Europe have enjoyed
much more rapid growth than the economies of North America. To a
large extent, this dynamism derived from the ability of Western Europe
to imitate technological advances made in the United States - to exploit
what has been rather loosely called 'the technological gap'. In the late
1960s, however, this particular source of growth had also become a

source of friction between the European Community and the United States.

Technological Gap and other differences

Public opinion in the European Community has been subjected to a stream
of dire prediction of a future dominated by American research and
development, by American computer and automation techniques, by
superior and continuously improving American managerial skills and, too,
by the marketing strategies of multinational enterprises., Such
organisational capacity, so the argument has run, would ensure for the
United States the commanding heights of modern technology and reduce
the European Community to the permanent status of an industrial

(29)

satellite,
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These predictions, widely purveyed by an uncritical press, might have
been convincing if at the same time fears were not being expressed in

the United States about the congenital inability of industries there to
compete with the re-born industries of Western Europe and Japan, For
many American commentators were predicting that the vast research-and-
development effort of the United States would be cancelled by the
acceleration in the international diffusion of technological innovation via
direct investments which eventually might result in American firms being

displaced in their home market.(30)

Promotion of European companies

Another part of the trend has been the role of multi-national enterprises
as agencies for the international transfer of capital, technology and
managerial skill, The European Community could accordingly facilitate
the development of technological innovation in the private sector by
removing fiscal and legal barriers to closer relations and mergers
between firms to form 'European companies' .(31) This could be
assisted by the adoption of a European statute, the seventh element of the

Paris communique,

Differences in company laws and differences in corporate taxes pose
serious problems for the establishment, transfer and merging of companies.
Head offices cannot be transferred from one country to another without
changing their juridicial status. Branches and subsidiaries cannot be
established in another member country without being subject to national

laws that differ from those applying to their parent companies at home,
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Companies located in different member countries that are interested in
integrating their operations are thus obliged to resort to a variety of

legal forms which, in the major and majority of cases, have not yet
resulted in rationalisations of production. Most of the mergers that

took place after the formation of the European Community were therefore
between firms of the same member country, rather than between firms in
different member countries , although there were many mergers between
member-country firms and foreign companies. Cooperation agreements vere

far more numerous than mergers, (See Table ITI-1),

The establishment of subsidiaries was also on a substantial scale, but
again cases involving third countries far outnumbered those involving

different member countries,

The main fiscal obstacles to transnational mergers and to the establishment
of subsidiaries in other member countries have included capital gains
taxes on unrealised profits at the time of any merger and the double
taxation of the profits remitted by subsidiaries to the parent companies,
The Commission has accordingly proposed that taxation of capital gains
should be postponed until they are realised, And it has also proposed

the application of uniform rules throughout the Community in order to

(32)

eliminate the double taxation of remitted profits,
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TABLE III-1

Direct investments, cooperation agreements and mergers
in the European Community, 1961-69

Establishment of subsidiaries
by member-country firms 2,300

by third-country firms 3,546

Cooperation agreements

between national firms 1,352

between member-country firms 1,001

between member-country and foreign firms 2,797
Mergers

between national firms : 1,861

between member-country firms 257

between member~country and foreign firms 820

Source: Bulletin of the European Communites, Commission of the
European Community, Brussels, 1970, P, 30,

More generally, the Commission envisages the harmonisation of corporate
and other taxes, in order to eliminate distortions in the allocation of
resources. While this is regarded as a long-term objective, there have
been proposals for greater uniformity in the direction of the so-called
classic system of taxation, involving the separation of corporate and
personal income taxes, which would remove distortions created by the
tax credit system of France and Belgium and the split rate system of

(33)

Germany. On the double taxation of dividends, the Commission has
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urged a generalised withholding tax in all member countries, replacing
the network of bi-lateral double taxation agreements that are by no means

uniform and in any case are often ineffective.
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3.2 Industrial Policy in the U.K.

First Introduction

I Economic Performance in the U. K.

All economic policies in the UK, in the Macro Sense, have direct and
significant effect on industry. Fiscal, monetary, and exchange rate

policy are all major determinants of the level of demand that industry
faces, its ability to earn profits, its investment plans, and its ability to
finance them, The stability of demand, with its implications for long-
range financial and inveétment planning, is also partly a function of the
degree to which these policies are successfully applieds Prices and income
policy can have a major effect on industrial labour costs, the availability
"of labour to particular firms, gross profit margins obtainable, and the
continuity of production., Competition policy, planning, and nationalisation
all represent policies which are directly concerned with the structure,

behaviour, and performance of different sectors of industry.

With so many possible ways of influencing industry, both short term and
long term at the government disposal, the need for a separate industrial

policy was called for in Britain,

The policy towards industry has many aims, relating to efficiency,
conditions of employment, remuneration, safety, etc, Here I focus on

the overriding economic objective of recent years, namely, productivity.

Output per head of the working population is, and has beemr at a low level

relative to that in most other industrialised countries, and in addition has
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been growing at a slower rate as well, This is a serious problem for two
reasons, Firstly, unless the proportion of population working rises
sufficiently to offset it, a slow rate of increase in.labour productivity
implies a low rate of increase of material living standards for the
population as a whole - in other words, slow economic per capita growth,
Secondly it is very likely that most, if not all, the economic difficulties

that have beset the UK in recent years can be attributed to this factor,

Low productivity must in nearly all circumstances result either in
correspondingly low wages, or high prices or low gross profit, or, more

usually some computation of these,

In practice, ali three have occurred. Low wages are, of course, part of
the means by which low productivity gets transmitted into low living
standards, and many firms in the UK have only been able to remain
internationally competitive despite significantly lower levels of productivity
because they have paid much lower wages than abroad. Equally serious,
low wages and low rates of increase in wages are thought by many to be
one major cause of inflation through the resulting attempts of the workforce
to obtain higher wage increases than can be absorbed through higher
productivitye Thus the pressure of low productivity has been partly
switched to prices, This has meant an inability to compete adequately in
international markets, with a consequent slow growth of export dema.nd,

a falling share of the world trade, and a tendency to balance of payment
deficite Finally, to the extent that higher prices have not been able to
take up all the pressure of wage increases in excess of productivity,

gross profits (profits and interest payments) have fallen, This has tended
to mean inadequate investment either because it curtails the supply of funds

for investment or the incentive to invest, or both,
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All this is not to say that other factors have not been important, but
that low productivity has been a major and continuing factor in the
generation of inflation, low investment, and balance of payment problems

in the UK,

The problem did not stop there, however, A decline in export
competitiveness me#nt that sterling became overvalued, To defend the
exchange rate.successive rounds of deflation of aggregate demand were
required, and this further reduced investment by reducing the level of
demand and increasing its instability. Low profitability led to an ever-
growing incentive to invest abroad for both UK and foreign firms, thereby
increasing the long term outflow of capital from the UK, The loss of
foreign market share also directly operated to reduce investment in the
UK. The low rate of investment implies that the average age of capital
stock in the UK may tend to be higher than in most other industrialised
countries and its productivity lower, further undermining export
performance, In short, low productivity has caused or exacerbated
almost all the economic problems faced in the UK, and in addition tends
to magnify itself. A very large improvement in productivity is therefore
an essential prerequisite if the UK economy and living standards are to

improve, and the central role of industrial policy is to bring this about.

II, Alternative approaches to Industry

It is against this background that the need for an Industry policy over and
above the Macro policies adopted by the government can be seen, for
none of them has made sufficient impact, if any, on productivity performance.

Monetary, fiscal and exchange rate policy have been primarily directed
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towards managing the level of demand and improving the balance of
payments with a given productivity level. Except for a relatively brief
period when emphasis was placed on productivity bargaining, prices and
incomes policy has been mainly concerned with direct control of

inflation rather than with productivity improvements. The impact of
these policies on productivity has, thereforé, generally been a secondary
concern or been ignored altogether because of the shorter-term problems
io be dealt with, Longer-term growth and investment strategies of firms

may have suffered as a result,

The same point cannot, however, be made with regard to the longer-term
planning, and nationalisation policies. Each of these has been partly
conceived of as a means by which productivity could be increased - anti-trust
legislation by generating increased efficiency in the use of resources
through the enhanced pressure of competition, planning through\ provision
of a more stable background for investment and to advance identification

of potential obstacles to faster growth of productivity, and nationalisation
by allowing rationalisation of production and distribution facilities and

the achievement of all the economies of scale inherent in the industries
concerned. In practice, each has failed for different reasons to have the
impact on productivity necessary to radically alter the performance of the
UK economy. Planning has not had either the backing or the success
necessary to contribute significantly to this aim as yet, The nationalised
industries, despite having a rather better record of productivity than the
private sector in recent years, have not, on average, achieved comparable
levels with these industries in other countries, and, equally important,
cover very little of the manufacturing sector. Yet this sector is vital

partly because it appears to be a main determinant of overall productivity
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and partly because it provides 80 per cent of the exports of the UK
where high productivity is a crucial factor in overall performance.(34)

The impact of the anti-trust legislation has been more complex. The
restrictive Trade Practices Act of 1956, augmented by the 1968 Act,
together with the abolition of resale price maintenance, is generally

thought to have stimulated more competition in the UK initially - an effect
which was reinforced by entry into the European Economic Community

with its own anti-trust laws and the progressive removal of protective

trade barriers which this has entailed. Yet the current phenomenon,

almost certainly caused in part by the increase in competition, has been

a wave of mergers. These in turn appear to have been the main cause of

the increase in industrial concentration which occurred in recent years.(ss)
In practice, this has meant an increase in the number and extent of
dominant market positions, thus at least mitigating and perhaps reversing
the trend towards greater competitive pressure. The largest 100 firms
were responsible for approximately 50 per cent of net manufacturing
output in 1975 (as compared to 25 per cent in 1950, only 15 per cent in
1910, and a figure of 66 per cent forecast by the N.I.E.S.R. for 1985),
and virtually all more comprehensive measures of industrial concentration
in the UK support this trend. It remains to be seen whether increased

international competition both from the EEC and from other countries

currently industrialising will force higher productivity on UK industry.

Thus continuing poor productivity performance, together with the
in.appropriateness or inadequacy of the more well-established policies
examined, have necessitated the development of other measures more
directly aimed, if not exclusively so, at improving productivity, Before

considering these alternative measures, which are far from representing
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a comprehensive approach to industrial performance, it is useful to.
review the fundamental problem, namely the causes of the low level and

the rate of growth of productivity in the UK,

III. Productivity in the UK

What are the causes of low productivity in the UK? Here we simply
draw together the main reasons, largely following the Government's own
interpretation of poor manufacturing performance presented as recently

as November 1975 in a White Paper on Industrial Strateg'y.(36)

(a) Investment - a low level, poor choice, and inadequate utilisation,

(b) Labour - inefficient management, inadequate consultation,
restrictive Ipractices, overmanning, disputes, regional and sectoral
shortages of skilled labour, opposition to labour mobility, and opposition

to changes in relative pay and the relation of pay to productivity,

(c) Finance - inadequate provision to industry, especially over the

medium and long term.,

(d) Government - sharp and frequent changes of policy, excessive
priority to public expenditure and personal consumption at the expense of
resources for investment and exports, and intervention in the decisions

of nationalised industries.

Even so, if there is one prime problem (low productivity) there is still

relatively little agreement about what causes it, It is rather a number
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of different reinforcing and self-amplifying factors, each of which has to

be dealt with if performance is to be improved:(37)

(i) Drying up of the supply of skilled labour in adequate amounts, or

with appropriate training to the manufacturing sector.

(ii) The very substantial shift in the distribution of GNP from marketed
products to non-marketed ones (health, education and transport services),
with the inevitable result that the growth of resources available for the

production of marketed ones has been very slow,

(iii) The educational system, it is argued, has not met the need of the
growth of productivity through its effects on management skills, the
commercial applications of technology, and the degree of cooperation

between management and market force,

Second: Previous Policy towards Industry

(*)

(i) Investment Incentives

One of the major instruments used by successive governments to improve
the performance of Industry in the UK has been the use of Investment
Incentives, Firms are allowed to deduct from profit an amount to cover
the depreciation of assets before taxable profits are arrived ate The
most common method has been to deduct I/nth of the initial cost of the

machine each year where n is the estimated number of years the machine

(¥) The line of arguments regarding investment incentives can be
found in references (38), (39) and (40).



60

will last, In 1945 the Government introduced a system of initial
allowances, This permits firms to accelerate depreciation for tax
purposes, For example, a 40 per cent initial allowance allows firms to
deduct 40 per cent of the cost of 2 machine in its first year, independent

of its normal annual allowance in that year. However, the annual
allowance in subsequent years must be reduced so that, as before, the
total depreciation over the life of the machine is equal to its net cost.

The effect is to reduce taxable profits in the first year but correspondingly
increase them over the remaining years of the machine's life, Taxation is

therefore to a certain extent defered,

In comparison with the previous system this therefore represented an
automatic interest-free loan witflout security from the Inland Revenue.
This entailed a net reduction in the cost to a firm of financing its
operations and made more funds available than otherwise in the early
stages of new equipment, This second effect was not immediate, however,

because taxation is normally paid a year in arrears.

In 1954, Investment Allowances were introduced. These operated in the
same manner except that no corresponding_ reduction in subsequent
annual depreciation allowances was made. Thus, if the investment
allowance was 30 per cent, the total depreciation allowance for tax
purposes over the life of the machine was 130 per cent, Taxation was not
only defered, therefore, butt reduced in total because the reduction in

the first year was not matched by any increase in later years. In that
firms were then being credited with expenditures which they had not in
fact incurred this system involved an effective subsidy, and increased the

overall expected post-tax profitability of investment,
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One or other of these systems, and sometimes both together, have
operated for much of the period since the war, the rates being, however,
different in general on buildings as opposed to plant and machinery, and
being varied over time (sometimes set at zero, thus effectively suspending
operations). Increasingly, they were regarded as having several
drawbacks, One, the delay in obtaining the benefits, has already been
noted. In addition, firms had to make sufficient profit to have an initial
tax bill larger than the value of the allowances before the full benefit
could be obtained., Thirdly, the system or the rates were changed so
frequently, on average more than once every three years, that it was

both difficult and risky to take them into account in planning investment,

Partly as a result of these objections, and bearing in mind that the
Investment Allowance system had involved an effective subsidy for some
years, a new approach, the Investment Grant system was introduced in
1966, Such grants, however, had already been employed on a regional
basis as part of an incentive scheme to relocate firms. Investment grants,
generally equal to 20 per cent of the cost of plant and machinery (buildings
continued to receive initial allowances), were paid in cash, thus making
the subsidy explicite The system was planned to be one on which firms
could rely, with the cash payment béing made within six months of the
capital expenditure and being payable irrespective of whether the firm
concerned was making profits. It was, therefore, hoped that, unlike the
previous system, this would help firms making low profits or losses who
were attempting to climb out of that situation by modernisation, re-equipment

and expansion, to obtain economies of scale,

The grants were tax-free, but their net effect was none the less only

found by deducting the going company tax rate from them, This is because
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the total of annual allowances permitted was only the actual expenditure
incurred by the firm - the remaining 80 per cent. In obtaining the grant,
therefore, total depreciation was reduced by 20 per cent and tax was
therefore now paid on this amount. With a tax rate of 40 per cent, a 20 per
cent grant would then be worth 12 per cent (the same as a 30 per cent

Investment Allowance),

In practice, the payments were rarely as fast as had been ihtend’ed,

and the system itself only lasted four years (though payments agreed under
it will not taper out completely until approximately 1980). Criticism
focused on the payment of subsidies to loss-making firms, the need for
confirmation that investment was eligible for a grant, and the large increase
in both government taxation and expenditure figures that resulted, So in
1970 the grant system was scrapped and a return was made to Initial
Allowances at 35 per cent, but at 60 per cent for the first year as a short-
term measure to accelerate investment, because of the high unemployment
then existing, But in 1972 the rate was increased to 100 per cent (and
from 15 to 40 per cent on buildings). In effect, capital costs are on a par
with current costs, and there is the maximum deferment of tax liability

in the first year consistent with no overall subsidy (other than the zero

interest charge on deferment).

*
(ii) Regional Policy( )

Regional policy in the UK has been primarily designed to halt and reverse

the growing disparity between regions in terms of income per head,

(¥) See references (41) and (42) and (43) for a thorough discussion of
regional policy,
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unemployment and economic growth, However, it has also been seen as

a means of reducing inflationary pressures and increasing productivity;
the first by preventing excess demand for labour and wage inflation in
some areas when unemployment in others requires reflation of the economy;
the second by preventing under-utilisation of resources, both public and
private, capital and labour, in some areas when acute shortages exist
elsewhere, The depressed regions, which tended to do less well on

all the criteria used, were regarded as being depressed either because
they were heavily dependent on one or more declining industries, mainly
coal, textiles, shipbuilding, and agriculture - or because they were
inherently less conducive to industrial expansion, through distance from
suppliers or from main markets or through geographical barriers to good
communication and transport. Attempts to measure the relative importance
of the two suggest that the former is generally the more serious, especially
when allowance is made for the fact that dependence on the declining
industry, by reducing the rate of increase of incomes per head in the
region, leads to less rapid advance in other local trades, services, and

firms, and so the region as a whole,

Conceived of purely in terms of differential rate of unemployment, it
might be argued that policy could be designed to relocate the excess
supply of labour in areas of excess demand, or relocate jobs through

inducing firms to expand in areas of high unemployment,

The main line of policy has been to encourage firms to move to, or
expand in the depressed regions, Here there have been two main types
of instruments, the first being a system of control based on Industrial
Development Certificates (I.D.C.S.) Any industrial development over

500 square feet required one of these to be obtained before planning
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permission could be granted, and they were only readily issued for
development in Development Areas, as the officially depressed regions
became known in 1966 (I.D.C.s are in fact no longer required in these
areas). The general policy elsewhere was only to issue an I.D.C. if it
was likely that refusal would result in the loss of the development,
either because it wopld not be embarked upon at all or because it would

be relocated elsewhere in Europe.

The second instrument was to give incentives to firms to relocate,
Initially these mainly took the form of higher investment incentives in the
Development Areas, Cash grants were introduced in 1963 on both plant
and machinery and buildings, in addition to 100 per cent initial allowances
for the former. When Investment Grants were introduced throughout the
country, the rate in the Development Areas at least 40 per cent was

twice that elsewhere, Buildings also received 25 per cent cash grants

in both Development Areas and the new classification known as
Intermediate Areas (generally 'fringe' areas suffering the symptoms

of regional depression but no so acutely), and 35 per cent in the new
Special Development Areas where the problems were most acute., Only
the cash grants for buildings (at different rates) were retained after the
abolition of Investment Grants in 1970, with 100 per cent initial allowances
again becoming the main regional incentive, But this was subsequently
regarded as a mistake, not only because it reduced the assistance

given but also because it is especially in the depressed regions that

firms may be potentially and actually efficient in their operations but still
inadequately profitable, and therefore unable to take full advantage of
allowances as opposed to grants. So in 1972, cash grants were
reintroduced for buildings, plant, and machinery at 20 per cent in

Development Areas, 22 per cent in Special Development Areas and at
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20 per cent on Buildings in Intermediate Areas, Unlike Investment
Grants, these regional Development Grants, as they were known,

did not result in a corresponding reduction in the total annual
depreciation permitted, The introduction of these grants provoked
criticism on the grounds that they were a capital subsidy with the

- biggest attraction for capital-intensive firms, whereas the high
unemployment in the Development Areas suggested that it would be more
efficient to attract labour-intensive ones. Partly in response to this
the Regional Employment Premium was introduced in 1967, This was a
direct subsidy to all firms in Development Areas per employee per
week, with different rates for men, women and minors. Although they
were originally to be phased out in 1974, and their future is still

under review,

Many other regional instrumgnts have been used, including the
provision of infrastructure - roads, drainage, etc, - government-
owned land and buildings at preferential rate, selective measures for
land reclarnatién, clearance of derelict sites, removal grants, cheap
loans, and grants to cover the cost of commercial loans. New
Scottish and Welsh Development agencies now receive grants to
establish and develop new industrial estates and purpose-built
factories. In addition, there have been some efforts to polarize growth
in particular areas by concentrating assistance, so that the expenditure
there will have reinforcing 'regional multiplier' effects as the funds
are spent on locally available goods and services rather than on ones
'imported' from outside the area. The size of these amplifying

effects depends also on whether the subsidies are used to expand
employment, increase wages, increase investment, lower prices, or

pay out more dividends (the latter ones generally having smaller effects).
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There are, however, many unknowns in the process of growth

geographically and to date little has been achieved in this direction,

(iii) Labour Mobility (44)

The third element in previous policy has been the measures designed to
increase the movement of labour from sectors of low productivity, over-

manning, and long-term decline to those where the opposite conditions

apply.

The main instrument used was Selective Employment Tax, introduced in
1965, It was a levy per head on nearly all firms in the country, rebated
back to some and rebated back with an additional premium in others, Thus
employment in some sectors, primarily services and distribution, could be
taxed, and in others, primarily manufacturing, subsidised in an effort to
induce over time a reduction in employment in the former and an increase

in the latter.

This measure suffered in two ways. The subsidy element was only
maintained for two years, after which the tax became a general revenue-
raising tax no longer well suited for its redistributive function, In
addition, its introduction coincided with a seven-~year period of relatively
high unemployment in which labour shortages in key sectors, manifest in
periods of low unemployment, were much less significant, The rﬁeasure
was then removed shortly before the next sharp upswing in demand, and

it remains unclear whether it had an impact in the interim., In addition,
there is the Manpower Services Commission with, among others, the

functionvof planning sectoral shifts of labour and the retaining it requires.,
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Third: The New Approach to Industry in the UK¥

(i) The National Enterprise Board

The 1975 Industry Act established a National Enterprise Board. This is
now in operation and has £1,000m, at its disposal, although it is

envisaged that the bulk of this will be spent roughly in equal annual amounts
over the four financial years 1976-80, Its major functions are specified
as the improvement of industrial efficiency and international competitiveness,
assistance to firms who are short of necessary funds, the take-over of
existing government shareholdings to ensure profitable public enterprise,
and the promotion of industrial democracy. It is able to buy up shares of
private companies in the open market and provide funds to firms in return
for a stake in their equity., Such public ownership is generally intended

to be by mutual agreement with the company concerned, with compulsory
nationalisation being quite separate and normally requiring a Bill to
Parliament, Approval by the Secretary for State for Trade and Industry
is required if a stake in a company is in excess of £10m, or 30 per cent of
its total equity. He may give both general and specific directions to the
N.E.B., against which there is no appeal, though it appears that this is
primarily designed with overall strategy considerations in mind as opposed
to day-by-day operations, together with the need to ensure overall
Ministerial control of public funds. He also lays down the financial duties
of the N.E.B. subject to the approval of the Treasury., The acquisition
and operation of a loss-making concern for non-commercial reasons is to
be separately accountable, emphasizing the commitment to profitability in

its main operations,

(*) References (34, (36) and (45) give a full account of that approach,
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According to draft guidances announced in March 1976, the N.E.B. will

be subject to the same obligations and opportunities as companies in the
private sector, In particular this includes: the City Code on Takeover

and Merger operations; prices legislation; fair trading legislation;
Industrial Development Certificates; planning controls; Regional Develop-
ment Grants, In addition its subsidiary companies will not be able to

obtain a competitive advantage by obtaining loans from the N.E,B, at

lower than usual interest rates. Finally, the N.E.B. will not have aﬁcess
to information supplied by companies in confidence to the Government, for
example in a Planning Agreement, even if a joint venture of some sort

between the company and the N.E.B. is being contemplated,

(ii) Planning Agreements

Planning Agreements will not be enforcable civil contracts but the
Government nevertheless intends they should be dependable from both
sides. They are primarily desig'ned for large firms but there will be no
statutory requirement for any firm to enter one, If it does, however, it
must provide the information required by the Government which is at the
heart of the system., This covers existing and planned operations mainly
with regard to investment, prices, product development, employment,
exports, imports requirements, industrial relations, consumer
protection and environmental aspects. It is envisaged that they would be
three-year rolling agreements, but that existixig company planning
mechanisms and time horizons should be adopted if more convenient, In
return the Government will make available its forecasts for the economy,
its plans for the management of the economy, make grants under its

existing powers where desirabie, and guarantee these for the life of the
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Planning Agreement. Unions will have access to these agreements but

will not be a party to them.

(iii) Information Agreements

The 1975 Act also contains separate provision for company disclosure

of information. Any firm may be required by the Secretary of State for
Trade and Industry to provide information on its employment, output,
capital, investment, sales, productivity, acquisitions, exports, industrial
property, and other less important items, the main purpose being to make
firms more generally accountable for their performance., Clearly, any

firm with a Planning Agreement will already have provided information on
many, if not all, of these, but the disclosure can apply to any firm and

are not voluntary, This information will again be available to the trade
unions concerned, unless it is in the national interest that it be kept
secrets A company can, however, appeal to a committee specially created
for the purpose on the ground that the disclosure would be harmful to the
company's interests, If this appeal is accepted, the only people with
access to the information apart from the committee and the company itself
will be government departments concerned and the Manpower Services
Commission. Whether this potentially harmful effect occurs will, therefore,
depend on the discretionary power of this committee and whether it
interprets it in a manner essentially sympathetic or hostile to the companies

concerned,
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3.3 Theoretical Concepts of the Structure of U,K. Industry

Abstract microeconomic theory identifies some relatively stable features
of markets, such as the approximate numbers of buyers and sellers (one,
few or many) and the barriers to entry into production and distribution,
These are shown (a) to affect the relationships between sellers, and .
between buyers and sellers; (b)asa consequence of these interrelationships
to give rise to particular patterns of competitive behaviour; and (c) by
affecting conduct of behaviour, to influence industrial performance (for
example, rates of profit and speed of technological change). Industrial
economics is largely concerned with exploring these relationships, This
is done in two main ways: first, by studying the market structure,
behaviour and perhaps‘performance of particular industries and by
investigating the effects of different market structures on the performance
of industries using cross-section or comparative studiese As a final
stage the industrial economist often makes public policy recommendations

about such things as monopoly legislation and regional investment incentives,

Although detailed competitive conduct or behaviour depends upon the
motivations and decisions of individual firms, the general pattern of
behaviour will be strongly influenced by the environments in which firms
operate, It is usually appropriate for analysis to concentrate on the
environment for a group of firms which can be classified to a single
industry, or which buy and sell goods in an identifiable market or group of
markets, Business behaviour is then related to the structure of the
relevant industry to market(s). However, i.n identifying this structure

it is difficult or impossible to avoid a circular definition: the structure

comprises those characteristics which are believed to be important for
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It is normally assumed that there will be no significant entry barriers

to atomistic markets but some barriers protecti;:lg monopolistic markets
will exist, The oligopolistic group, however, is often further sub-
divided according to the number and size distribution of firms and the
scale~of-entry barriers. For instance, in discussing entry barriers,
Bain(46) distinguishes between markets to which entry is blocked, that

is those in which firms might pursue profit maximisation without entry
being induced and markets with only moderate entry barriers, in which
firms might be tempted to lower prices to forestall entry. The justification
for the distinction, it should be noticed, lies not in the height of the
barrier for its own sake but in its implication for the behaviour of
established sellers. Similarly, allowance may be made for the relative
sizes of firms, Oligopoly may be sub-classified according to the share of
the market held by the leading firms, or the dégree of inequality in size of
the firms, or the presence or absence of a fringe of small firms, Once
again the justification lies in hypothesised effects on behaviour and not in

any concern for predictive accuracy.

Apart from the three major structural characteristics outlined above, plus
the degree of buyer concentration, there is a long list of other potentially
important variables whichmay affect market conduct and peformance. The
list includes: variables affecting demand conditions, such as price
elasticity of demand, short-run income elasticity and long-run rate of
growth; variables affecting supply conditions, such as economies of
scale, cost flexibility, vertical intégration and the underlying rate of
technical advance; and forms of government intervention, such as

specific taxes, hire-purchase controls, price and output regulations,

As for concentration measures, although the typology of industry

situation used in price theory relies heavily on the number of competing
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firms involved, neither the precise absolute numbers, except for the
specially defined cases of monopoly and duopoly, nor the size distribution
of firms, are specified. For the large-numbers cases, variously defined
to include perfect and pure competition, atomistic competition and
monopolistic competition, the key feature is that a single firm's actions
will have no appreciable effect on other firms individually, and henc.e there
will be no attempt to consider their reactions., The only requirement is
that individual firms are sufficiently small relative to the industry for
this independence condition to hold; the number of firms this involves is
unspecified, For oligopoly the key feature, on the other hand, is that the
actions of individual sellers will appreciably affect other firms so that
the latter's reactions have to be anticipated. Once again, however,
there is no specific number, such as two or twenty, that identifies to the
numbers requirement. Nevertheless it is clear that the degree of
independence will be affected by the number of firms, other things being
equal, Apart from the special case of monopoly, the degree of
interdependence, defined by the impact of one firm's actions on another
firm, will vary inversely with the number of firms if product homogeneity

is assumed.?

One crude way, therefore, of comparing industries is by ranking them
according to the number of firms involved, Obviously this provides only
a very limited measure of interdependence so an alternative approach is
to measure the proportion of an industry controlled by a given number of
leading firms, or the number of firms required to control a given
proportion of the industry. The former provides the most common
measurement: the concentration ratio for a specified number of firms,
gives the proportion of the domestic industry's assets, sales, output,

value added or employment controlled by those firms. In the United Kingdom
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the number of leading firms has now been standardised at five in the
government's Census of production statistics, In the United States

the shares of the leading four, eight and twenty firms are used.

Further, it is apparent that the assessment of concentration is
critically dependent on the choice of the number of leading firms to be

included in the concentration ratio.

A second measurement problem concerns the choice of an appropriate
measuring-rod from among sales, net output, employment, assets and
capacity. If assets or employment are chosen to measure firm's market
share, the value of the concentration index will partly reflect the capital
intensity of their production technology: those firms in an industry using
relatively capital-intensive techniques will seem larger if assets are
used, and smaller if employment is used, as the measuring rod, Similarly,
the net output, employment and assets of a firm will reflect the extent to
which it is vertically integrated. The net output or value added (sales
minus purchases of inputs from other firms), employment, and assets
will be greater for the vertically integrated firm, even if its final sales
are only the same as those of another less vertically integrated firm, By
avoiding this vertical-integration problem, the sales measure probably
gives the most appropriate indication of concentration, However,
fortunately for inter-industry comparisons, the choice of ‘measuring-rod
generally does not seriously affect the concentration ranking of
industries.(47) As long as the analyst remembers the limitations and
biases of his tools, the interpretation of results can be appropriately

adjusted,
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With all these provisos in mind, we now turn to the concentration of U.K,
industry. The classification is based on the five-firms concéntration
ratio and takes no account of thg size distribution and absolute numbers
. of firms, In only a small number of cases, at least in the private sector,
is anything like a monopoly approached: the dominance of Courtaulds in
the production of rayon, and Pilkingtons in the production of flat glass,
do however, provide examples. At the other extreme there are a relatively
small number of cases where the major firms control less than 30% of
domestic output in a national market which may be described as domestic,
In between lie the great mass of industries which are weakly, moderately
or highly concentrated and which may be described as oligopolistic,
However, remembering the many other dimensions of market structure
outlined earlier, as well as the differing size distributions of firms, it is"-
clear that UK industry includes a wide variety of structures within the

overall oligopoly class,

A major factor in this progressive increase in concentration has been
the tremendous acceleration in takeover activity. Some indication of the
impact of this upsurge is given by the Monopolies Commission.(48) The
sample consisted of 2024 companies existing in 1957 that had assets of
over £0,5 million at the beginning of 1961, were engaged in operations
mainly in the United Kingdom, and had a quotation on a U.K, federated
stock exchange at the beginning of 1961, By the end of 1968 the original

2024 companies had been reduced to 1253, a reduction of 38%,

Although takeovers and mergers have undoubtedly been an important
factor causing increase concentration, it should also be remembered that
this need not lead to an increase in monopoly power, In so far as mergers

take place between small and medium-sized firms, or between small firms



76

and large firms in other industries, the effect may be to increase
effective competition, not to reduce it, Further, concentration may
also change as a result of the differential internal growth rates of firms
within an industry. Thus Walshé(49) commenting on a survey of high
concentration industries up to 1963, noted: "in effect, however, he
concluded that internal and external expansion has been equally
responsible for the promotion of monopoly, near monopoly and tight
oligopoly . Whether this rough equality of responsibility has survived
the merger boom of the late 1960s and early 1970s is perhaps more

doubtful, "

So far the discussion of industrial structure has been concerned only
with the degree of concentration in individual markets, ignoring the
fact that many firms operate in more than one market, So we ought to

discuss diversification,

Someindication of the importance of diversification is provided by
Channon(.5 0) He examined the diversification pattern of the largest
hundred manufacturing companies operating in Great Britain in 1969-70

using a fourfold classification system. First, single-product firms are

those for which at least 95% of sales lie within a single-product area such

as computers. Notice that within the one product area a firm may produce

a wide range of individual products and models. By 1970, only six of the

one hundred largest firms fell into this group. Second, Dominant-product

firms are those which have one major product line but also have secondary

lines making up to 30% of the firm's total sales volume. Thirty-four

firms fell into this group. Third, related-product firms are those for

which no one product line accounts for 70% of the total sales but whose

various activities are linked by related technology, vertical integration
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and/or sales in related markets. This group contained fifty~four firms.,

Finally, unrelated-product firms are those whose main product line

accounts for less than 70% of the total sales but whose expansion has
been into new markets and new technologies unrelated to the original
product market. There were only six such firms in the largest hundred

in 1970,

Although it is clear that the major manufacturing companies are generally
diversified, a surprisingly high proportion still have a single dominant-
product line. For example, all the major motor car firms fall into the
dominant-product group; their diversification extends,'in the main, only
to the production of the lorries and buses or tractors., Similarly, most

of the brewing firms have confined their other interests to the ownership
of public houses and minor related activities such as wine and spirits
distribution and soft drinks, .Finally, it should be noted that very few
large firms are conglomerates operating in a variety of unrelated
activitiess For manufacturing industry as a whole, Amey (51) and
Sawyer(sz) have provided a measure of the degree of diversification based
on the Census of Production, It is the ratio of output of firms in industries
other than that to which they are classified in the Census of Production to
their total output. The larger the output in other industries relative to

the total output, the higher the index of diversification, For 1958, Amey
found that the degree of diversification in manufacturing industry averaged
14,2% and ranged from 26,4% for soap and fats to 0,9% for cocoa,
chocolate, sugar and confectionery. For 1963, Sawyer found that the average
degree of diversification had risen to 19.3%, Although up-to-date figures
are unavailable it seems clear that this trend of increasing diversification

(53)

is continuing,
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Now we turn to barriers to entry in UK manufacturing industry. In
abstract terms, entry barriers are the obstacles preventing new firms
from engaging in the production and distribution of a particular good or
service., In conventional price theory their significance lies in their
implications for long-run equilibrium levels of price and profit, If

there is perfect ease of entry, price cannot in the long run exceed the
minimum average cost of production, and consequently super-normal
profits cannot be earned in the long run., Conversely, if there are entry
barriers, price may exceed minimum average cost even in the long run,
and abnormal profits may thus persist, Alternatively, though not within
the profit-maximisation framework, actual average costs may persistently
exceed the minimum levels potentially achievable as managers and workers

enjoy a quiet life.

It is also possible that the scale-af-entry barriers might affect short-run
(54)

competitive behaviour, Specifically, price hypotheses suggest that
firms in industries protected by intermediate levels of entry barrier
might maximise their long-run profits (or present value of future profits)
by moderating their current prices so as to persuade potential entrants
that the actual entry would prove unprofitable., Indeed, one measure of
barriers to entry is couched in terms of this theory: 'the condition of
entry is measured numerically as the percentage by which the maximum
entry forestalling price exceeds the minimum attainable average costs of

(55)

established firms',

Three main types of entry barriers are normally distinguished: product
differentiation, absolute cost advantages and economies of scale, First,

buyers may show a performance for the products of established firms
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compared with those of new entrants, Thus, in order to secure sales at
comparable prices, a potential entrant may expect to incur market-
penetration costs which raise sales~promotion costs per unit of output
above those of established firms., Alternatively, the entrant might be
forced to accept a lower price than established firms in order to persuade
customers to buy a similar product, Since the effect of buyer preference,
or product differentiation, is to force entrants to incur higher costs, or
to receive lower prices, than established firms, it is often coupled with
the absolute cost advantage barrier, However, there may also be

economies of scale in sales promotion,

An absolute cost advantage occurs when potential entrants expect to
incur a higher cost per unit than established firms at any scale of output.
This situation might occur because existing firms have control of, or
favourable access to, supplies of factor inputs such as raw materials

or management; have superior production techniques which are not
readily available to entrants because of patents or other restrictions on

the supply of technical knowledge; or enjoy lower costs of finance,

Finally, economies of scale barriers exist when the minimum optimum
scale of production represents a large proportion of industry output and
unit costs rise noticeably at sub-optimal scales, Entry at a large scale
relative to industry size in a static market implies a large reduction in
output by existing firms to accommodate the entrants and/or a reduction
in price as supply is increased while demand remains constant., The
implication is that entry at such a scale may prove unprofitable because
there is 'room' only for exi'sting firms, Obviously entry into an
expanding market presents less of a problem. The alternative of entry at

a sub-optimal scale, thus incurring a cost penalty, may reduce the market
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disturbance but it leaves the entrants with higher costs than established
firms, and perhaps as a result vulnerable to price competition,
Economies of scale may rise at the plant level in production and at the firm

level in research and development, management, marketing and finance.

Some analysts prefer a longer list of more narrowly defined barriers but
most of these can be fitted into the threefold classification mentioned
above, However, two require special mention. The requirement of large
initial capital outlays, and the sometimes related vertical integration of
existing firms, are generally barriers to entry only for small firms rather
than barriers to any firm. So long as the vertical integration by existing
firms does not involve the control of the supply of scarce materials or
preferred distribution channels, an entrant with sufficient capital can
obtain the same advantage by becoming a vertically integrated concern

itself,

Since there are no comprehensive statistics on barriers to entry, it is
only possible to give a general indication of their significance, The main
data for the United Kingdom provided by Pratten(56) and Silberston(57)
relate only to economies of scale, However, their data may be supplemented

(58)

by more impressionistic data on other barriers by Walshe for some very

highly concentrated industries.,

Despite the difficulties, Pratten(59)

has provided estimates of scale
economies for a wide range of products. In his findings it is apparent
that for many products, though not all, UK output will only sustain a
monopoly or highly concentrated oligopoly of firms. This may partly

explain the generally high level of concentration in the United Kingdom that

was noted earlier, However, from the point of view of entry barriers,
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this impression has to be modified to allow for those industries where

the unit-cost penalty for sub-optimal scale operation is fairly small,

Product-differentiation barriers almost certainly provide strong
reinforcement to scale-economy barriers in some industries. In other
cases, such as detergents, it is the product-differentiation barriers
itself that provides the main obstacle, In Walshe' 5(60) survey of forty-
four high-concentration products, advertising is specified as a barrier
in fifteen cases, Significantly this includes fourteen out of twenty-two
consumer goods, Distributive ties or linkages are specified in seven

cases.

Of the absolute cost barriers technical knowledge seems to be
particularly important, Patents, technical know~how and/or research and
development expenditure occur in twenty-nine of the forty-four cases.

Access to raw materials, however, is only specified in six cases.

Although it is clear that barriers to entry do exist in many industries,
strong reservations must be recorded concerning their competitive
importance. In a significant proportion in the UK international trade
reduces the monopoly power of the domestic suppliers, First, foreign
producers may export to the United Kingdom over relatively low or non-
existent tariff barriers, Second, large foreign firms often have the
capital, the technical knowledge and, after initially importing products
into the UK, the distribution links necessary to set up plant profitably
in the domestic market, Further, larger established domestic firms are
often similarly favourably placed to diversify into other markets, (61)

Finally, the barriers may deter immediate entry to the main part of a
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market but still leave sufficient gaps to let entrants into specialist sub-
sections, Once in, specialists can often widen their range so as to

become a significant competitive force in the market generally,

As far as Product Differentiation is concerned, theoretically, product
differentiation exists when buyers regard the products of different firms
in the same industry as being imperfect substitues: that is, there is a less

that infinite cross~elasticity of demand between products.

Although the degree of product differentiation is generally treated as an
element of market structure, it must also be remembered that product-
differentiation activity, like pribing , is an integral part of the competitive
strategy of the firm, Differentiation is pursued in a wide variety of ways,
including branding products, advertising them, and carrying out periodic
model and style changes; new-product competition based on research and
development work; and the provision of technical advice, after-sales
service and credit facilities. It is aimed at creating and influencing the

position and shape of a product's demand curve,

Despite some overlap it is useful to distinguish between sources of
product differentiation emanating largely from the product itself and those '
emanating largely from the firm selling the product. Included in the first
group are the services derived from the particular physical characterics
of a product: for instance such things as taste and nutritional content in
food; or reliability, length of life, speed, comfort and safety in cars.

In addition, products may be differentiated by services such as the length
and comprehensiveness of the guarantee and the quality of after-sales
servicing. Finally, the product may be differentiated by location:

obviously this is true of petrol sold at different petrol stations,
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Taking the second group, product differentiation by firm or 'goodwill',
Andrews(62) includes confidence in the security and speed of supply,
reputation for quality, personal contacts and the mutual adaptation of
products and delivery arrangements to fit the convenience of trading
partners. These, reinforced by loyalty, and the costs of changing
supplier, may create consumer performances which override adverse
price differentials, A simple example of the operation of 'goodwill'
arises when the risk of future supply shortages causes buyers to accept
the slightly higher current prices of an existing supplier in the
expectation that loyalty will be awarded by preferential treatment when
and if shortages occur. In practice, of course, firms seek to reinforce
product differentiation in the narrow sense by strongly identifying their
products with the firm, thus creating a more generalised goodwill which
may benefit all the firm's products and carry over from one model to its

replacement,

A theoretical measure of the degree of product differentiation is

provided by the cross-elasticity of demand between products., For
example, a high cross-elasticity of demand would indicate relatively little
product differentiation., In practice, there is very little evidence on
cross—elasticities of demand so that classification of products by degree
of product differentiation is largely a matter of jud‘gement. Nevertheless,
it is possible to make some general statements about the incidence of

differentiation,

First, let us consider intermediate goods purchased by firms, For
simple industrial raw materials such as plain cotton cloth where physical
specification may be closely defined, there is virtual product homogeneity

in the narrow sense, The frequency of purchase, experience in handling and

the often high total cost involved encourage a high level of buyer knowledge
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so that any price differences between products largely cost differences
due to particular product specifications, However, goodwill between
firms, and individuals in them, may provide some differentiation in the

sense that small price differences may be tolerated,

For complex industrial goods such as marine engines and earth-moving
equipment, a higher degree of differentiation is likely to exist, This

may arise because the 'models' offered differ, though since orders are
often for custom-built machines rather thanfor off-the-shelf models,
several competitors may be asked to tender for physically identical
machines. In either case frequency of purchase may be important variable,
Although product characteristics may be carefull specified, the purchaser
may lack the knowledge to evaluate product claims and their implications,
Where purchases are frequent that this knowledge will soon be acquired.
However, where purchases are infrequent, as in the case of some capital
goods, the buyer may be forced to supplement his 'knowledge' of the
product by his 'knowledge' of the firm that produces it Here the concept
of 'goodwill' becomes important, The buyer's evaluation of product
differentiation becomes an estimate of the engineering skills of the producer
bécked up by differences (perceived) in the equality of technical advice

and after-sales service, However, despite the undoubted existence of

' dﬁ'ferentiation between intermediate goods allegedly fulfilling the same
function, it is probably true that the level of differentiation is generally
fairly small between the products of most established firms in a given
market unless there is pétent protection, On the other hand, there may
be a significant degree of differentiation between the products of
established firms and those of new entrants, Even if patents or technical
know-how do not provide a sufficiently high barrier to prevent entry, the

established firms may retain considerable goodwill because buyers have
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confidence in the proven technical skills of such firms, Advertising, on
the other hand, is not a significant factor in industrial-goods
differentiation: for twelve producer-goods industries for which data is
available the advertising-to-sales ratio averaged aly 0.5% in 1963 with

the highes being only 1.1%, (63)

For consumer goods the degree of product differentiation is probably

more varied, and is certainly more difficult to interpret. The products
range from those for which differentiation is weak or non-existent, as
with fresh vegetables, to some 'status-symbol' goods such as Rolls-Royce

cars for which exclusiveness is perhaps the main function,

Although only one of several methods of sales promotions, advertising

is often regarded as an important source of differentiation in consumer-
goods industry. Measured as a proportion of consumers' expenditure on
particular products, the general level is fairly low: the 1963 advertising
ratio for twenty-eight consumer goods industries (Census industries) for
which data were available averaged 3,0%. However, the average conceals
a wide variation, with the ratios for these industries ranging from 0,05%
for sugar to 16,4% for toilet preparations. Apart from toilet preparations
other industries with high advertising-sales ratios included soap and
detergents (13,8%), pharmaceuticals (8%), and domestic electrical

appliances (5.1%). (64)
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3.4 The Economics of Customs Union: Customs Union as an Approach

(¥)

to Free Trade

The literature on customs unions in general, whether written by economists,
by free-traders or protectionists, is almost universally favourable to

them, and only here and there is a special note to be encountered

usually by an economist with free~trade tendencies. It is a strange
phenomenon which unites free-traders and protectionists in the field of
commercial policy, and its strangeness suggests that there is something

peculiar in the apparent economics of customs unions,

The free-trader and the protectionist, in their reasoning about foreign
trade, start from different premises - which they rarely state fully -
and reach different conclusions. If in the case of customs unions they
agree in their conclusions, it must be because they see in customs unions
different sets of facts, and not because an identical customs union can
meet the requirements of both the free-trader and the protectionist,

It will be argued here that customs unions differ from each other in
certain vital but not obvious respects, and that the free-trade supporter
of customs union expects from it consequences which, if they were
associated in the mind of the protectionist with customs union, would
lead him to oppose it. It will be argued, although with less conviction
because it involves judgements about quantities in the absence of actual
or even possible measurement, that with respect to most customs union
projects the protectionist is right and the f ree trader is wrong in
regarding the project as something, given his premises, which he can

logically support.

(*) See References 65 - 73,
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To simplify the analysis, it will at first be confined to perfect customs
unions between pairs of countries; and the 'administrative' advantages

of customs unions, such as the lowering of customs walls, and the
'administrative' disadvantages, such as the necessity of coordinating
customs codes and of allocating revenues by agreed formula, will be
tentatively disregarded. Also, to separate the problem of customs
unions per se from.the question of whether in practice customs unions
would result in a higher or in a lower 'average level'! of duties on imports
into the customs union area from outside the area, it will be‘ assumed that
the average level of duties on imports from outside the customs area is
precisely the same for the two countries, computed as it would be if they
bad not formed the customs unioh. It will at first be assumed that the
duties are of only two types 'mominal duties', that is, duties which have
no effect on imports because there would be no imports of commodities

of the kind involved even in the absence of any import duties on them;

and 'effective protective duties', that is, duties which operate to reduce
imports not only by making commodities of the specific kind involved more
expensive to potential consumers and so lessening their consumption, but
also, and chiefly, by diverting consumption from imported commodities to
the products of corresponding domestic industries, The analysis will be
directed toward finding answers to the following questions: in so far as
the establishment of the customs union results in change in the national
locus of production of goods purchased, is the net change one of diversion
of purchases to lower or higher money-cost sources of supply, abstracting

from duty-elements in money costs:

(1) For each of the customs union countries taken separately;
(2) For the two combined;
(3) For the outside world; o

(4) For the world as a whole,
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If the customs union is a movement in the direction of free trade, it

must be predominantly a movement in the direction of goods being

supplied from lower money-cost sources than before, If the customs union
has the effect of diverting purchases to higher money-cost sources, it is
then a device for making tariff protection more effective, None of these
questions can be answered directly, and the correct answers will depend
on just how the customs union operates in practice, All that analysis can
do, is to demonstrate, within limits, how the customs union must operate

if it is to have specific types of consequence,

The removal of the 'nominal' duties, or duties which are ineffective as
barriers to trade, can be disregarded, and attention can be confined to
the consequences of the rgmoval, as the result of customs union, of
duties which previously had operated effectively as a barrier, partial or

complete, to import.

There will be commodities, however, which one of the members of the
customs union will now newly import from the other, but which it formerly
did not import at all because the price of the protected domestic product
was lower than the price at any foreign source plus the duty. This shift
in the locus of production as between the two countries is a shift from a
high-cost to a lower-cost point, a shift which the free-trader can properly
approve, as at least a step in the right direction, even if universal free

trade would divert production to a source with still lower costs.

There will be other commodities which one of the members of the customs
union will now newly import from the other whereas before the customs
union it imported them from a third country, because that was the cheapest

possible source of supply even after payment of duty. The shift in the
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locus of production is now not as between the two countries but as between
a low-cost third country and the other, high-cost, member country.

This is a shift of the type which the protectionist approves, but it is not
one which the free-trader who understands the logic of this own doctrine

can properly approve,

Simplified as this exposition is, it appears to cover most of the basic
economic issues involved. The primary purpose of a customs union, and

its major consequence for the good or bad, is to shift sources of supply,

and the shift can be either to lower or to higher-cost sources, depending

on circumstances, It will be noted that for the free~trader the benefit

from customs union to the customs union area as a whole derives from that
portion of the new trade between the member countries which is wholly

new trade, whereas each particular portion of the new trade between the
member countries which is a swbstitute for trade with third countries he must
regard as a consequence of the customs union which is injurious for the
importing country, for the external world, and for the world as a whole

and is beneficial only to the supplying member country., The protectionist
on the other hand, is certain to regard the substitution of trade between

the member countries for trade with the third countries as the major
beneficial feature of customs union from the point of view of the participating
countries and to be unenthusiastic about or even to regard as a drawback -
at least for the importing country - the wholly new trade which results

from the customs union,

From the free-~trade point of view, whether a particular customs union
is a move in the right or in the wrong direction depends therefore, so far
as the argument has as yet been carried, on which of the two types of

consequences ensue from that custom union,
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Where the trade-cfeating force is predominant, one of the members at
least must benefit, the two combined must have net benefit, and the world
at large benefits; but the outside world loses, in the short-run at

least, and can gain in the long run only as the result of the general
diffusion of the increased prosperity of the customs union area, Where
the trade-diverting effect is predominant, one at least of the member
countries is bound to be injured, both may be injured, the two combined
will suffer a net injury, and theré will be injury - to the outside world and
to the world at large. The question as to what presumptions can
reasonably be held to prevail with respect to the relative importance in

practice of the two types of effects will be examined subsequently.

To the reasoning presented above, there is one qualification in favour

of a customs union which needs to be made, on which both {free~traders
and protectionists can, with reason, find some common ground, although
they both tend to exaggerate its importance for the customs union problem,
It has here been assumed hitherto that in so far as a customs union has
effects on trade these must be either trade-creating or trade-diverting
effects, This would be true if as output of any industry in a particular
country increases over the long~run relative to the national economy as
a whole, its costs of production per unit relative to the general of costs
also tended to rise. Economists are generally, however, agreed that
there are firms, and consequently also industries, where this rule does
not hold but instead unit costs decrease as output expands, From this
they conclude that, for example, in a small country, because of the
limited size of its domestic market (and, it should be added, the
prevention by foreign tariffs of its finding a market outside), may be
unable to reach a scale of production large enough to make low unit-costs

of production possible, two or more such countries combined may provide
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a market large enough to make low unit-cost production possible, If an
industry which thus expands, whether from zero or from a previous
output, is in country 'A', and the other member of the customs union is
in country 'B', the diversion of 'B's' imports from a country 'C',
outside the customs union to country 'A', may be a beneficial one for 'B'
as well as for 'A', Moreover, there may be suppression of trade,
namely, of the imports of '_A' from 'C' of the commodity in question,
which may also be beneficial to 'A', Whether such diversion - and
suppression -~ of trade will, from the free~trade point of view, be
beneficial or injurious to 'A' will depend on several circumstances.,

The cost of production in 'A' of the commodity in question is now lower
than it was before, There is gain, therefore, for 'A' as compared to
the pre~-customs-union situation with respect of its present output which
corresponds to its previous output (which may have been zero), and there
is clear gain on such of its additional output as is now exported to 'B',
On additional output beyond this, however, there is loss to 'A"' if the
new cost, though lower than the previous one, is higher than the cost
(before duty) at which it is obtainable from 'C', but there is additional
gain to 'A' if the new cost is lower than the cost (before duty) at which it
is obtainable from 'C', For 'B', there is loss by the amouflt imported
by 'B' times the per unit amount by which 'A's' price exceeds the price
at which 'B's' import needs could be supplied by 'C'; there is gain to
'B' only if 'A's!' price is now lower than 'C's' price (before duty).
There is thus a possibility - though not, as is generally taken for granted
in the literature, a certainty - that if the unit-cost of production falls as
a result of the enlarged protected market consequent upon customs union
there will be a gain from customs union for one of the members, for both
the members, and/or for the union as a whole, but there is also a

possibility - and often a probability - that there will be a loss in each case,
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It does not seem probable that the prospects of reduction in fhe unit
costs of production as a result of enlargement of the tariff area are
ordinarily substantial, even when the individual member countries are
quite small in economic size. The arguments for substantial economies
from increased scale of industry presented by economists rest wholly

or mostly on alleged economies of scale for plants or firms, and on the

assumption that large scale plants or firms are not practicable in small
industries and therefore in small countries, It seems unlikely, however,
that substantial efficiency-economies of scale of plant are common once

the plants are of moderate size, and in most industries plants can attain

or approach closely their optimum size of efficiency even though the
industries are not large in size, Were it not for trade barriers, moreover,

even small countries could have large industries,

There are few industries, even in countries where large-scale production
is common, in which there are not plants of moderate size which are as
efficient, or nearly as efficient, measured in unit-costs, as the giant
plants; and there are few giant firms which do not maintain some of
their plants, presumably as a profit, on a moderate scale, There are
few manufacturing industries - z‘md the economies of scale of plant or
industry are generally conceded to be confined mainly or only to such
industries - which have not been able to maintain themselves on a low
cost basis in one or more small countries such as Svﬁtzerland, Sweden,
Denmark, or Belgium. If the applicability of this argument is confined to
products which nowhere are produced at low unit-cost from plants which
are quite small, either absolutely or as compared to the maximum size
elsewhere, the scope of the argument is much mére limited than is

commonly taken for granted. It may be asked in rebuttal, how then

to explain the existence of giant plants and giant firms? It is a partial
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answer: firstly as to size of plants, that the survival of plants of moderate
size in competition with the giant plants calls equally for explanation;

and secondly as to size of firms, that there are in an imperf ectly
competitive world many incentives to growth in size of firm even at the

cost of efficiency in production -~ firms of quite undistinguished records

in efficiency of production have been known to grow by absorption of more
efficient smaller firms and by the use of monopoly power in buying and in
reten;‘.ion of customers, and generally speaking, growth in size is more

often the result of efficiency than contributory to efficiency,

The general rule appears to be that once an industry is large enough to
make possible optimum scale - and degree of specialisation of production
in plants, further expansion of the industry in the national economy

size is bound to be under conditions of increasing unit-costs as output
increases, To expand, the industry must draw away from other industries
increased amounts of the resources it uses, and consequently must pay
higher prices per unit for resources of the type wh;'ch it uses more
heavily than does industry at large, and must reduce the extent to which it
uses them relative to other types of resources, thus bringing into
operation the law of diminishing returns. It may be objected that this

will not hold true in the case of a customs union, since this in effect
increases the overall size of the 'national' economy. It is the supply
conditions of factors of production, however, which are the relevant
restrictive factor on expansion of output of an industry without increase
of unit-costs, and unless a: customs union appreciably increases the
inter-member mobility of factors of production, it does not in this sense
increase the 'scale' of the 'national' economy from the point of view of
production conditions even if it does increase it from the point of view of

the size of the protected market for sales,
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When the customs union operates to divert trade from its previous
channels rather than to create new trade, the partial removal of duties
which it involves operate in analogous manner to increase the protective
effect for high-cost producers of the duties which remain, not,however,
by reducing imports into their own national territory but by extending the
operation in their favour of the protective duty to the territory of the
other partner of the customs union, It would, in theory, be possible that
if two areas were joined in customs union, the customs union would have
no trade-creating effect and only trade-diverting effect, i.es no industry
in either area would meet with new competition from the other area, while
some high-cost industries, existing or potential, in each area would acquire
a new set of consumers in the other area who would be placed at their
mercy because the customs union tariff would now shut them off low-cost

sources of supplye.

A customs union is more likely to operate in the free-trade direction,
whether appraisal is in terms of its consequence for the customs union

area alone or for the world as a whole:

(1) The larger the economic area of the customs unions and therefore

the greater the potential scope for internal division of labour .,

(2) The lower the 'average' tariff level on imports from outside the
customs union area as compared to what that level would be in the

absence of customs union,

(3) The greater the correspondence in kind of products of the range of
high cost industries as between the different parts of the customs union

which were protected by tariffs in both the member countries before customs
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union was established, i.e. the less the degree of complementarity - or
the greater the degree of rivalry - of the member countries with respect

to protected industries, prior to customs union,

(4) The greater the differences in unit-costs for protected industries
of the same kind as between parts of the customs union, and therefore
the greater the economies to be derived from free trade with respect to

these industries within the customs union area,

(5) The higher the tariff levels in potential expoft markets outside

the customs union area with respect to commodities in whose production
the member countries of the customs union would have a comparative
advantage under free trade, and therefore the less injury resu.llting from
reducing the degree of specialisation in production as between the customs

union area and the outside world,

(6) The greater the range of protected industries for which an
enlargemeni of the market would result in unit-costs lower than those at
which the commodities concerned could be imported from outside the

customs union area,

(7) The smaller the range of protected industries for which an
enlargement of the market would result in unit-costs lower than those at
which the commodities concerned could be imported from outside the

customs union area which would nevertheless expand under customs union,

Confident judgement as to what the overall balance between these
conflicting considerations would be, it should be obvious, cannot be made

for customs unions in general and in the abstract, but must be confined to
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particular projects and be based on economic surveys thorough enouéh to
justify reasonably reliable estimates as to the weight to be given in the
particular circumstances to the respective elements in the problem,
Customs unions are from the free-trade point of view, neither necessarily
good nor necessarily bad; the circumstances discussed above are the
determining factors, It would be easy to set up a hypothetical model
where customs union would mean nothing economically except an
intensification of uneconomic protection, an increase in the effectiveness
of trade barriers as interferences with international division of labour,.
A universal customs union, on the other hand, would be the equivalent

of universal free trade, Actual customs unioﬂ must fall somewhere between

these two extremes,

There must be, however, a warning that this analysis not onlj takes for
granted the validity - at least when only purely economic considerations
are taken into account - of the argument for freetrade from a

cosmopolitan point of view, but that its results are much less févourable

to customs union in general than the position taken by most free-trade
economists who ha‘ve discussed the issue, one of the few exceptions was
Robbins, regarding customs union and the 'terms of trade', there is a
possibility of economic benefit from tariff to the tariff-levying country.
Countries may be able to exploit more effectively combined in customs union
than if they operated as separate tariff areas, This benefit to the customs
area, however, carries with it a corresponding injury to the outside
world. A tariff does not merely divert consumption from imported to
domestically produced commodities; this is from thé free-trade point of
view and the economic disadvantage for the rest of the world; but it
also alters in favour of the tariff-levying country the rate at which its

exports exchange for the imports which survive the tariff, or its 'terms

of trade', and within limits - which may be narrow and which can never
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be determined accurately - an improvement in the national 'terms of trade'
carries with it an increase in the national total benefit from trade, The
greater the econémic area of the tariff-levying unit, the greater is

likely to be, other things being equal, the improvement in its terms of trade
with the outside world resulting from its tariffs A customs union, by
increasing the extent of the territory which operates under a single tariff,
thus tends to increase the efficacy of the tariff in improving the terms of

trade of that area vis-a-vis the rest of the world,

The terms of trade of a customs area with the outside world can be influenced
not only by its own tariff, but by the tariffs of other countries, The

higher the tariffs of other countries on its export products, the less
favourable, other things being eéual, will be the terms of trade of a

customs area with the outside world. But the level of foreign tariffs

can be affected_in some degree through tariff bargaining, and the larger

the bargaining unit, the more effective its bargaining can be.

However, tariffs could be an effective factor as far as terms of trade
are concerned, but still it is largely a function of price levels, In the
meantime the latter is the offspring of exchange rate fluctuation and

inflation rates,
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365 Integration and Interdependence of the World Economy

The economic integration of the western democracies has proceeded
apace ever since, at the end of the 1950s, they set themselves firmly on
the path of trade and payments liberalization, The growth of international
transactions has been formidable in all spheres of economic activity and
lately appears to have the control of the national governments, Will they
accept this loss of control, or will they attempt to reassert their power?

There is no historic precedent. In the laissez-faire, laissez-passer,

days of the late nineteenth century, the free play of market forces
presented no direct challenge to the autonomy of the nation-state, since
the latter had not yet assigned to itself a predominant role in economic
affairs. In the late twentieth century the right - or duty - of the state to
govern the economy is widely (though not universally) recognized, It is
certainly a fact that government intervention is practised in all market
economies to a greater or -lesser extent, The fact that a large and
growing volume of national transactions should be conducted with the
outside world, and that national control over these transactions is
slipping, therefore reduces the state's power of actioh in the economic

sphere.

The state's autonomous power of decision in economic matters has been
reduced in two ways. First, the state has voluntarily relinqiiished its
power of autonomous action by means of treaties and agreements, in
return for a corresponding reduction in the power of independent action
by its partners, in a number of fields where the gains from international
cooperation outweigh the loss of absolute autonomy. Thus countries are
not free to change their tariffs at will, since most of them have been
fixed at precise levels in the course of international negotiation and are

so listed in an international convention., Until August 1971, when
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President Nixon announced the inconvertibility of the United States
dollar into gold, countries were not free to alter their exchange rates
(that is, the parity of their currency in terms of gold or dollars) without

the blessing of their trade partners.

Secondly, the relative 'openness' of the national economies towards
each other means that policies in one country can have an instantaneous
effect in another - and these effects may work counter to the economic
policy that a government is attempting to pursue., The classical way in
which the permeability of economic units in an international/nation-state
system found expression was through the balance of payments, Thus a
government policy aimed at promoting growth by increasing the total
expenditure of its citizens could weli thwart the policy of another
government attempting to stabilise prices by reducing expenditure. In a
world of many governments, however, these effects would be dissipated
over a large area and would usually be discounted by the formulators of
domestic economic policy. During the 1960s, however, there developed a
new way in which the permeability of economic units could be expressed,
namely via short-term finance, Central banks have long appreciated the
equilibrating influence of short-term capital movements on the balance of
payments, for when a government raised the interest rate to reduce domestic
expenditure in