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This paper provides a careful but debatable account of the welfare
effects of partial trade liberalization with the East. It focuses on the
question of how output and welfare in sensitive sectors in the West will
be affected by a substantial increase in trade. They consider a doubling
of agricultural imports from the East and a 400% unilateral increase
of sensitive manufactured goods from the East.

Only in the case of agricultural imports do the authors hind substanual
effects on the West. The quantity supplied to the Western European
markets increases by between 1 and 8%, depending on the produc
categories. If agricultural prices are allowed to change, welfare in the
West increases by 2% of current consumption. With manufactured
goods, the relative output changes are much more moderate, and while
there may be welfare gains, these are negligible by any standard. In
the aggregate, they are no more than 0.3% of aggregate consumption.

I found these results in conflict with my prior, that trade liberalization
with the East was a major event in Europe’s history, and this leads me
Lo question some aspects of the calculations,

First, the models used for agriculture and manufacturing are strik-
ingly different. The first model, designed by Thompson in Aberdeen,
is a conventional partial equilibrium model of the agricultural sector
where cost functions are well-behaved and private agents are neoclassical
optimizers. The second model, also a partial equilibrium exercise,
assumes increasing returns to scale. In this context, adding welfare
measures generated from different partial equilibrium models is some-
what heroic. The authors could have specified a general equilibrium
model with both agricultural and manufacturing sectors. My conjecture
is that smaller welfare differences across sectors would then obtain.

Second, potential exports to the East are not considered. In particular,
the welfare effects in manufacturing could change significantly if some
Western European sectors are allowed to expand their production.
This expansion may create welfare gains that outweigh the losses from
output reductions in the import-competing sectors.

Third, with increasing returns to scale (and markup pricng), a crowd-
ing out of domestic production increases the resource cost of national
consumption. Such a cost increase can easily absorb most of the con-
sumers’ gains associated with lower prices. Accordingly, the assumptions
of increasing returns to scale and markup pricing are central and should
be justified.

Also, if Western firms really operated under increasing returns to
scale, then we should not worry about trading with the East. It would
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be much better if all the people from the East came to the West to
exploit the returns to scale where they are available.

This brings me to the issue of migration, It is worth stressing that
the more restrictions on East—West trade the European Community
imposes, the larger is the incentive to migrate to the West. Factor price
equalization will oceur one way or another, via the movement of com-
maodities or via the movement of people.

Currently, the annual migration into Germany is close to 1% of its
Western population, or about 600,000 people, three times as much as
Germany's internal Fast-West migration. Such a movement has not
been observed in the last 1,000 years, and it is threatening the stability
of the West. Germany will presumably react by imitating the restrictive
immigration laws of its neighbours, but this is clearly a second-best
policy option. The first-best policy would be to allow a perfect and rapid
trade liberalization with the countries of the East. This policy would
create jobs and general prosperity in the East, and it would also reduce
the flood of migrants to more moderate levels. Unfortunately the
Europe Agreements give little hope that such a solution will be avail-
able in the foreseeable future. The political risks of a continuation of
trade restrictions and the imposition of iImmigration constraints are
enormous.,

The people of the East are willing to bear the hardships involved in
asuccessful transition from communism to market economies. However,
their patience is not infinite, If the current economic collapse continues
and the economies of Fastern Europe do not enter a self-sustained
growth process in the next [ew years, new nationalist movements may
gain power which will then experiment with some new form of central-
ized decision-making or even dictatorship. This would be the end of
the reform process, and it would endanger peace and prosperity in
Furope as a whole, Western Europe would again be forced to increase
its military spending, borders would have to be closed and the cold war
would return. All of this would create huge welfare losses for the West
which dwarf the temporary difficulties some sensitive sectors might
encounter.

Surely these effects are more relevant for welfare comparisons than
the changes in the sums of consumer and producer rents which eco-
nomic equilibrium models are able to estimate.

In this context, it is very important that, in the next few years, the
EC makes an active attempt to create lucrative markets for the Polish,
Czech and Hungarian firms and to generate a self-sustained upswing.
If successful, this policy will not only create a satety belt for Western
FEurope which serves as a protection against political disturbances that
may still arise in the former USSR. It will also serve as an example of
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a suceessful transition from communism to capitalism which will create
imitation effects throughout the East,

General discussion

A number of Panel members pondered the importance of trade
liberalization for Eastern Eurepe. Olivier Blanchard argued that during
the transition state-owned enterprises should be provided with a poten-
tial market; this, in his view, is central to undertaking the necessary
process of sorting competitive enterprises from uncompetitive ones.
Hans-Werner Sinn concurred, and argued that if enterprises in Eastern
Furope were barred from EC markets, a pattern of trade and specializ-
ation would emerge across formerly planned economies. This trade
pattern would then be disrupted again when EC markets were opened.
Two waves of restructuring would result and this, in his view, is un-
necessary. He added that trade liberalization was in any case unavoidable
because of the threat of migration. David Begg disagreed and suggested
that if the European experience of migration between the South and
the North of Europe in the 1950s is of any guidance, then current wage
differentials between Eastern and Western Europe should not trigger
migration in excess of some 5% of the labour force. This, in turn,
accounts for less than 1.5% of the labour force in the EC and EFTA
combined. Alasdair Smith concurred and suggested that large-scale
migration was unlikely as long as living conditions were reasonably
stable. This presumption, which is supported by observed migration
behaviour in Europe and Mexico, suggests that potental migration
from North Africa or the Western part of the former USSR is more
threatening than that originating in Eastern Europe.

The restrictiveness of the agreements between the EC and Eastern
European economies was emphasized. Richard Portes recalled that the
Eastern European economies had committed themselves to adopt EC
competition rules within three years, Paul Seabright insisted that these
economies had also given up completely the right to impose tariffs
against Community exports. He thought that the signalling effect of
this decision on domestic firms in Eastern Europe should not be under-
estimated. Alan Winters also mentioned that safeguards in the agree-
ments were particularly threatening and that for the first time in
Community law these safeguards refer to disruption at the regional
level.

What constituted a sensitive sector was also debated. Michael Burda
argued that factor markets were the appropriate reference. Sectors
where adjustment costs are high because of specific human capital might



EC trade with Eastern Europe 171

thus appropriately be seen as sensitive. Winters suggested that wider
political economy considerations should be taken into account; in par-
ticular, he thought that any liberalization granted to Eastern Europe
would trigger a call for similar treatment from newly industrialized
countries like Taiwan. Anticipating this prospect, the Community had
probably been particularly restrictive in sectors where trade hiberaliz-
ation with the newly industrialized countries is contentious.

Appendix A. Trade regimes in sensitive products

Agriculture

The Common Agriculture Policy (CAP) 1s among the most protectionist
agricultural regimes in the world. Consumers carry most of the costs
of the regime (OECD, 1991) and non-tariff barriers reduce temperate
agriculture imports very significantly. The basic form of [rontier protec-
tion is the variable import levy which bridges the gap between offer
prices at the frontier and support prices. This system applies to cereals,
sugar, beef and milk products. A variant of it applies to pigs, poultry,
meat and eggs, while fruit, vegetables and wine are subject to high
tariffs (range, 15-30%) and minimum import prices. There are some
products which were not part of the original CAP settlement and which
have duties bound in GATT, notably sheep meat and o1l seeds. When
these were subsequently given full CAP-style protection the regimes
were based on direct supplements to production in the form of produc-
tion subsidies to bridge world and support prices. In the case of sheep-
meat, there is a global voluntary export restraint (VER) which helps to
curtail the tax-payver cost of such a regime.

The levies on raw materials are carried through to products. Thus
biscuits, for example, carry an import levy based on cereal and sugar
content. For some manufactured products with high CAP product
content a high tariff is applied in place of a complex levy. Thus breads
and pastries typically have tariffs in the range 50-80%; pastas in the
range 20—45%; sugar confectionery 55-70% (Protocol 3 Annexe 2,
Table 2, Association Agreement with Hungary).

The association agreement regimes for agriculture are based on levy
or tariff quota concessions for major CAP products or tariff and levy
concessions for manufactured goods. This leads to considerable com-
plexity - a feature of highly protectionist trade regimes.

Manufictured foods have a separate protocol in each of the Europe
Agreements. This sets out not only the gquantities and duty concessions
but also the basis on which the so-called mobile elements representing
the levy on the CAP products are calculated and the rate at which they



172 Jim Rollo and Alasdair Smith

can be run down. The protocol also allows substitution of a system of
compensatory levies representing the difference in prices in the two
markets and the abolition of tariff quotas should the Association Council
so decide. The tariff quotas are calculated for some of the products by
adding 10% in year 1, 20% in year 2 etc., up to 50% of 1990 imports
in year 5 to the 1990 import figure. This applies to combined nomen-
clature headings 0710 (frozen vegetables), 1519 (fauy acids and
alcohols), 1704 (sugar confectionery), 1803 (cocoa paste), 1901 {malt
extract), 1902 (pasta), 1903 (tapioca), 1904 (cooked cereals), 1905 {bread
etc.), 2001 (pickles), 2004 and 2005 (other frozen vegetables), 2101
(extracts of tea, coffee), 2103 (sauces), 2104 (broths), 2105 (ice cream),
2106 (food preparations), 2201 and 2202 (waters), 2203 (beers made
from malt), 2205 (Vermouth etc.). This is clearly an arbitrary rule
and in the light of the growth of manufactures generally (shown in
Table 8) very restrictive.

The duty rates formulae laid down are complex and can consist of
up to four elements: a base duty, a mobile element, a maximum ad
valorem rate for the base plus the mobile element and an additional
duty on sugar content. The behaviour of the full charge can therefore
be difficult to predict. This opaque regime plus the apparently low rates
of growth in tariff quotas suggests that the concessions are not very
valuable.

The overall impact of agricultural protection and hence the value of
concessions against the Eastern Europeans is difficult to calculate on a
product-by-product basis. The quantities in receipt of these concessions
are small relative to the EC market, however. As a guide to the overall
level of agricultural protection against the Eastern Europeans, Messerlin
(1992a) weighted the nominal protection coefficients for EC agriculture
calculated by the OECD (OECD, 1991) by the Eastern European trade
weights and arrived at an average of just over 100%. There is no reason
to expect that the nominal protection facing Bulgaria and Romania will
be less. Indeed the fact that, at the time of writing, the Bulgarians had
refused to agree the EC offer on agriculture suggests that the Europe
agreements for these countries are even more restrictive than those for
Eastern Europe.

Iron and Steel

The association agreements led to an apparently significant liberaliz-
ation of EC-Eastern European trade. From a position of facing a highly
restrictive VER the Eastern Europeans have moved to one of facing no
quantitative restrictions (QR) and tariffs which are initially low {average
4.8% for Eastern Europe, according to Messerlin, 1992b) and decline
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to zero by the sixth vear of the agreement. Superficially this seems a
generally satusfactory outcome,

There are reasons, however, for expecting that EC-Eastern European
trade will not be liberalized to the degree this might suggest. Most
importantly, the EC industry has been in cnsis since the 1970s, with
strict market management under the auspices of the EC authorities (see
Messerlin, 1992b, and Wang and Winters, 1992, for a full discussion).
The impact of this was that the EC market was officially cartelized, with
market shares determined by quota and prices set by the authorities.
By the late 1980s the situation eased and the quantitative restrictions
were removed and surveillance of monthly production and prices for
particular products substituted. Price surveillance seems to be par-
ticularly important both in relation to domestic products and to imports.
Messerlin (1992b, p. 90) has noted that despite a significant increase in
the export quota to Eastern European producers in 1991, prices on the
EC market have remained remarkably stable, From this he infers that
the remaining price surveillance under ECSC rules, the increasing
power of Eurofer —the EC producers organization - as a private cartel
and the increasing EC share in ownerhsip of Eastern European capacity
all contribute to effective cartelization. In corroboration, Rollo (1992)
reports discussions between Eurofer and CSFRsteel producers on prices
in 1992 after the interim trade agreements entered into force.

Messerlin, Rollo and Wang and Winters (1992) all warned of the
deterrent effect of anti-dumping and safeguard provisions of the associ-
ation agreements, not least in the steel sector, and their warnings have
proved to be well-founded. In August 1992 the EC introduced
safeguard measures in the form of quotas on CSFR exports of particu-
lar steel products into Germany, France and Italy (Financial Times,
19 August 1992, p. 2). Anti-dumping duties were raised on steel tubes
from Eastern Europe and the former USSR in November 1992
(Financial Times, 20 November 1992, p. 6). Thus within six months
of the Europe Agreements, QRs were back in evidence on EC-Eastern
European trade. The strong implication is that despite specific prohibi-
tion of anti-competitive behaviour in the steel protocol and a proposed
harmonization of general competition policy (see Messerlin, 1992h, for
a discussion of the former and Rollo, 1992, for the latter), attempted
cartelization of the Eastern European-EC trade is under way. It seems
reasonable to assume, therefore, that price measures will continue to
restrain trade between the Eastern Europeans and the EC despite the
apparently liberal trade regime embodied in the association agreements.
This judgement is reinforced by reports that there are special safeguard
clauses for steel in the association agreements with Bulgaria and
Romania.
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Textiles and apparel

Until the entry into force of the association agreement rules in March
1992, trade in textiles and afiparel between the EC and Eastern Europe
was governed by quotas under the Mulu-Fibre Arrangement and taniff
concessions under GSP. The liberalization process set out in the associ-
ation agreements with the Eastern Europeans is very simple. The MFA
quotas will disappear at twice the rate set out in any general agreements
to dismantle the MFA under the auspices of the Uruguay round negoti-
ations, but before the end of a five-year period beginning 1 January
1993. Tariffs will be dismantled over six years from the entry into effect
of the association agreement. The arrangements with Bulgaria and
Romania are reportedly even less generous.

The degree of protection offered by the EC quotas and tariffs was
significant. The average MFN tariff on textiles and apparel was 11.1%
and 10.4% after allowing for the impact of GSP concessions granted in
1990 (Messerhn 1992b, Table 1.7). Information on the inadence and
coverage of trade restrictions on Eastern European imports to the EC
is given by Erzan and Holmes (1992),

As with steel, however, there must be doubts whether dismantling
quotas and tariffs will lead to liberalized trade. Messerlin notes that
hilateral agreements under MFA contained price constraints. Eastern
European exports were not to be priced abnormally lower than the
normal competitive level. The latter is defined in three possible ways
— the price prevailing on the EC market; or the price generally charged
by other exporting countries; or the lowest price charged under normal
market conditions by another exporting country in the previous three
maonths. These price rules bear a close resemblance to the tests applied
to state trading countries under anti-dumping regulations. It is also
worth noting that 70% of bilateral safeguard actions are brought by
individual Member States under Article 115 of the Treaty of Rome
have been on textiles and apparel. While such actions have diminished
recently and are likely to be more difficult under single market rules,
they do point to the prevalence ol safeguards/anti-dumping psychology
in the management of textiles trade.

The general safeguard clause in the association agreements, the
maintenance of anti-dumping provisions in the association agreements
plus the likelihood that the Community will demand a special safeguard
clause for textiles in any negotiation over the precise pattern of the run
down of MFA quotas, all suggest that price provisions will remain an
important, if opaque, means of protection of EC textile and apparel
producers. Thus, just as in steel, liberalization of textiles trade under
the association agreements is likely to be less than promised at flirst sight.
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Footwear

Footwear (Combined Nomenclature chapter 64) has been the subject
of substantial non-tarifl barriers (Winters, 1992b). The Europe agree-
ments allow for the abolition of straightforward quota restrictions. They
substitute a degressive tariff quota system in which tariffs go to zero
over five years while the tariff-free quota is expanded over the same
peniod (Winters, 1992 Figure 1). The existence of the tanff quotas, the
five-ycar timetable and the history of NTBs in the sector all qualify
footwear for de facto sensitive product status, The apparent shift to a
more liberal regime under the Europe agreements may be illusory. The
initial tariff quota for Hungary in the most important classification
(6403) is only some 20% of actual trade in 1990, Any plausible liberaliz-
ing regime 1s thus going to leave considerable trade subject to tanffs
throughout the transition period. At the same time the threat of ant-
dumping and safeguards actions may be a sigmhbcant deterrent to a
rapid expansion of trade.

Chemicals

Chemicals are taken for these purposes to be inorganic and organic
chemicals (chapters 28 and 29 in the Combined Nomenclature). The
reason for classifying these as sensitive is less the fact that a number of
chemicals are covered by ongoing tariff ceilings than their prevalence
in EC anti-dumping cases against Eastern European countries in the
1980s, The Central and Eastern Europeans as a group attracted 64 out
of 180 EC anti-dumping actions between 1980 and 1991. By industry,
basic chemicals (ISIC 351 1) attracted 26 actions and synthetic chemicals
(ISIC 3513) one case out of the 64 cases against Eastern Enrope. Total
Eastern European cases against irms amounted to 34 out of which 19
were chemicals cases (Messerlin, 1992h, table 4.A2). From the same
table of Messerlin (1992b) it is possible to compute the average anti-
dumping duty in the chemicals cases from Eastern Europe as 15.4%.
This represents a significant signal 1o Eastern European producers that
the absence of overt protection is no guarantee of access.

Appendix B. The imperfect competition model

Each industry consists of a number of firms with economies of scale in
production, selling varieties of a differentiated product in markets
where prices are set independently. Demand for each product variety
depends both on a price index for the whole product group and on
the price of the individual variety relative to that price index. A firm
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with a large market share has more influence on the aggregate product
price and perceives a more inelastic demand. Firms have increasing
returns to scale and set prices independently in each country. Even
though many of the individual products of our three sectors are
evidently intermediate goods, we model all demand as final demand.
The initial equilibrivm is one in which firms maximize profits and entry
or exit has driven excess profits to zero.

Consumer preferences are modelled in the style of Dixit and Suiglitz
(1977), which implies that demand for each product variety is a constant
elasticity function of a price index for the whole product group and of
the price of the individual variety relative to that price index

xi;=ﬂrpf?;n{ﬁtj'fpll} " {I}

where P, is a function of all the individual variety prices, and where n,
the elasticity of demand with respect to the price index (the “product
elasticity”), is smaller than g, the elasticity with respect to the price of
the individual variety (the ‘variety elasticity’). Marginal revenue is

mr; = Pu'“ - -'r'tjtr} (2)

where ¢ is the elasticity of demand perceived by the firm in this market.
With firms making the Cournot assumption that other firms’ outputs
are given, the perceived inverse elasticity of demand is a weighted
average of the inverses of the two elasticities in the demand function,
with weights that depend of the iirm’s market share:

Lieg=s5;i(1/m)+ (1 —s55)(1/€) (3)

where 5; is firm i's share of market ;. Thus a firm with a large market
share pays more attention to the product elasticity and perceives a less
elastic demand.

Differences in firm sizes across countries are assumed to be accounted
for by different numbers of product varieties produced by the different
firms, and all firms are supposed to have the same output per variety
in the initial equilibrium. There are no economies of scale at the level
of product variety, but a form of cost function is chosen that allows
firms to have both average and marginal cost decreasing in output per
variety. Since firms have the same initial output per variety, firms in
all countries start with the same degree of unexploited economies of
scale.

Proft maximization implies that marginal cost is equal to marginal
revenue, and Equation (1) then implies a simple but important relation-
ship between the perceived elasticity of demand and the markup of
price over marginal cost:

]Jlleu = ':Ptj —ime; }-'rpij {4)
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Firms' costs display increasing returns to scale, and [ree entry of irms
implies price equal to average cost. If the irm were selling in a single
market, the free entry condition would be

pij = ac, (5)

and combined with the equation of marginal cost with marginal revenue,
this gives the relation

Ve, = (ac; —me; M ag, (6)

which relates returns to scale to the perceived elasticity of demand. The
greater are the economies of scale, so the greater the gap between
average cost and marginal cost, so the more inelastic must be perceived
demand - firms leave economies of scale unexploited only if they think
that large price cuts are needed to expand their sales. In turn, Equation
{3) shows how perceived demand elasticity is derived: a hagh perceived
elasticity can be explained by high elastcities in the demand func-
tion, or by low concentration giving high weight to the higher variety
elasticity.

Although the model used in the paper is a little more complex than
this in that firms sell in several markets, so the free entry condition
requires only that (B5) be satishied on average across all markets, the
essential point is unchanged, and the relation between concentration,
returns to scale, and elasticity is the key relation in the calibration of
the model. Since perceived demand elasticity depends on the market
share of the individual firm, on the product elasticity and on the variety
elasticity, and since we have information on the first three, the variety
elasticity is determined endogenously by the requirement that the base
dataset be an equilibrium of the model. Given a particular degree of
returns to scale, a reduction in the assumed number of firms (or a
division of the sector into subindustries) requires an increase in the
calibrated variety elasticaty in order to keep perceived elasticity
unchanged. Similarly, an increase in the assumed degree of returns to
scale requires a decrease in perceived elasticity, so a decrease in variety
elasticity, given product elasticity and industry structure.

The data are the same as used by Gasiorek e al (1992) - with the
main data source being a (more or less) consistent set of trade and
production data derived from the EC’s BDS and VOLIMEX databases,
the same dataset used in the derivation of Table 1. The data provide
for each sector a value of the How of sales from producers located in
country i to consumers in country .

Industry data required to calibrate the model numerically to each
sector are the degree of returns to scale, the industry concentration,
and the price elasticity of demand for the aggregate product. In each
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case, we start with the parameters used by Gasiorek et al. (1992), but
we also undertake some sensitivity analysis with respect to parameter
changes. The degree of concentration was computed by Gasiorek ef al,
from Eurcstat and national data on the size distribution of Arms in
each sector, transformed into an estimate of the equivalent number of
equal-sized firms in each country by the use of Herfindahl indices, with
adjustment for the problems arising from the way that data are reported
for the largest firms. This procedure produces firm numbers which
may seem implausibly large. For example, the estimate of seven equal-
sized firms in the Ores and Metals sector in the UK 15 hard to reconcile
with the dominant rele of British Steel. One step towards a more
plausible treatment of firm numbers is to suppose that each aggregate
sector consists of a number of separate (equal-sized) sub-industries, and
following Gasiorek et al., we leave Ores and Metals as a single industry,
divide Chemicals into three sub-industries and Textiles, Clothing and
Leather into four sub-industries. Alternatively, we have experimented
with the effects of more drastic reductions in assumed firm numbers
on the behaviour of the model. The degree of returns to scale assumed
in each sector is also based on Gasiorek e al Economies of scale are
measured as the increase in average cost resulting from a 50% reduction
in output per variety, and this cost penalty is set at 6% for Ores and
Metals, 15% for Chemical Products, and 3% for Textiles, Clothing and
Leather, based on information in Pratten (1988). These numbers may
be too small if the representative firm is too small (that is if Pratten’s
estimates are based on larger firms than are assumed here), so we have
investigated the eflect on our estimates of increasing the estimated
economies of scale.

Reliable demand elasticity estimates are notoriously hard to find, and
such estimates are in any case hard to interpret at the level of aggregation
adopted here. We again follow Gasiorek et al. in assuming elastiaties
of demand of 1 as our central case, but again undertake sensitivity
analysis. Trade between countries, both intra-EC and extra-EC incurs
trade costs, and given an assumed level of such costs, the remaining
parameters of the model are chosen to position demand curves so as
to reproduce the base dataset as an equilibrium of the model.

The required increase in Eastern European exports to the EC is then
generated by reductions in external trade costs for each sector in each
EC economy that generates an increase in extra-EC imports that is equal
to four times the share of Eastern Europe in extra-EC base imports.

Appendix C. Sensitivity analysis

Given that the parameter estimates are subject to a great deal of uncer-
tainty it is useful to test how sensitive are the results. This appendix
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Table Cl1. EC-CEE trade barrier reduction in iron and steel: variani with higher
returns to scale and less elastic demand

Greece
EC and EC
France Germany  [aly UK MNorth Ireland Therin  total
Initial no of krms 23 A1 27 7 17 12 0 157
change imports {%) 19.4 26.1 M5 143 178 41.5 14.3 2.2
change EC
production (%) —3.0 =45 =-3.3 —=Xi- —49 -7.3 1.1 38
Wellare Change (Ecu millions)
Consumer surplus 106.0 420.1 145.8 178.0 211.7 43.7 26.7 1.132.0
Producer surplus =002 -83006 -—1066 —1176 -93.0 —198 —264 -—T754.0
Cons+Prod surplus 158 119.5 392 604 1187 24.2 0.3 TE.0
Changes in consumer and producer surplus as % of bise consumption
Consumer su]'plus .4 0.6 05 .8 . | .6 (1N 0.6
Producer surplus —-0.3 —0.4 =0.3 -6 —0.5% =07 1,1 —i.4
Cons+Prod surplus 0.0 0.2 0.1 0.3 06 0.5 0.0 0.2
Hest of world profit change 145848
Trade remt loss 1.417.3

Nete: Product elasticiey: 1,00, Number of sub-industries: 1. Percentsge cost penilty of 50% outpu
reduction: 18, Varery elasticity: 5,10,

presents the results of a sensitivity analysis for the iron and steel sector,
to be compared to the results presented in Table 13. Table C1 shows
the same simulation when returns to scale are increased three-fold (now
a halving of output per variety is supposed to incur an 18% cost penalty)
and when firms face a more inelastic demand (the degree of substituta-
bility between different varieties is comparable to that assumed by Wang
and Winters (1992) as the variety elasticity 1s reduced to a value of
five).

The impact on domestic production is not much different but the
welfare effects on both consumers and producers are larger. Now in
all individual EC economies the consumer gains exceed the producer
losses, though both gains and losses are less than 1% of base consumption
in most countries. The net gain for the EC as a whole is 0.2% of base
consumption. The gain for foreign producers and the loss of trade
rents are both also considerably increased to between Ecu 1,400 and
1,500 mn.

Sensitivity analysis with respect to the product elastiaty did not yield
very different results (not reported). The elfect of a much more concen-
trated industry structure is shown in Table C2. The number of firms
in each country is approximately one-tenth of the number assumed in
Table 13 and the scale factor is raised to 18% (so that the variety elasticity
rises to over 12). Because the consumer surplus effects are much smaller
there 15 a net loss to the EC, but once again the overall effect is small,
at 0.2% of base consumption. The gains to foreign producers exceed
Ecu 1,200 mn., with a much smaller reduction in trade rents of around
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Table C2. EC-CEE trade barrier reduction in iron and steel: variant

Greece
EC and EG
France Germany  luly LK Morth ITreland [heria Listal
Initial o of firms 2 ) 3 2 2 2 2 15
change imports (%) 19,4 261 2.5 14.5 173 418 14.45 21.2
change EC
|:r|'§-|iu£l.i.|3n (%) = (b4 -2 4 —-1.2 -4 -31.8 - —12.8 0.4 —5.1
Welfare Change (Ecu millions)
Cl:r[lﬁumf'r 'ﬁl_l.]'F!Il,Iﬂ _‘1 ] H !‘I-Ir [ I 54.2 SE‘H’ _SEE E‘]E 2‘1-9 155 I
Producer surplus 18.8. -—-2978 -154.9 —62.9 —253.0 226 5.9 7783
Cons+Prod surplus. —225  —50.7 0,7 Mg 2918 =324 190 -525,2
Chamnge in consumer and producer surplus as % of base consumption
Consumer surplus ~1,1 bt 1.5 [ -2 0.7 .1 02
Froducer surrﬂu.'i 0 —ih.4 —iL5 -5 —1.8 -8 .00 —h.4
Cors+Prod surplus —{h01 L] (.0 .1 -1.5 0.0 .1 -0.2
Rest of world prof change 1.221.1
Trade rent foss —6535.7

Ne: Product elasticny: 1LHL Number of sub-ndustnes: | Percentage cost penalty of 50% output
reduction: T8 Varety elasticity: 1237,

Ecu 700 mn. As in Table 13, the gains to foreign producers from
improved market access to the EC are greater when the EC market has
larger price-cost margins.

References

CEPR (19901, Monitoring European Tnlegration: The impact of Easlern Europe,

Colling, 5. and D. Rodrk (1991). Easern Eurofe amd the Sowel Union in the World Evonomsy,
Washington: Institute for International Economics.

Commission of the European Communities (CEC) (1991a). Panorama of EC Industries 19911992,

— {1991k, ‘Ninth Annual Report of the EC Commission on the Community's Anti-dumping
and Ant-subsidy Activities', SEC (81}, 974 Final, Brussels.

{19924}, ‘Agriculture in the GATT Negotiatons and Reform of the CAFY, SEC (92 2267
Fimal, Brussels.

e (19892h), The Agricultural Situation in the Communily in 1591,

Dixit, A. and ]. E. Stightz {1977}, ‘Monopolistic Competition and Optimum Froduct Diversity',
American Econemic Review,

Frean, B, and O Holmes (1992}, The restrictiveness of the Muli-Fibre Arrangement on Eastern
European trade’, Waorking paper WPS 80, International Economics Depariment, The World
Bank.

Furostat (19900, Regions: Starisseal Yeorbook, 1989, Luxembourg,

Gasiorek, M., A. Smith and A. ], Venables (1992), *1992"; trade, factor prices and welfare in
general equilibrium’, in L, A. Winters (ed.) Trade Flows and Trade Policy after '] 402, Cambridge
Umniversity Press.

— {1993). ‘Maodelling the economic effects of interpenetration between the European Com-
mumity and the countries of Eastern Europe’, mimes, University of Sussex.

Harmilton, C. and L. A. Winters {1992), 'Opening up international trade with Eastern Europe’,
Economic Prlicy.

Holmes, P, J. . Michalek and A. Smith (1992). ‘Comparative advantage, changes in Poland's
trade, and the EC response’, mimeo, University of Sussex.




EC trade with Eastern Eurofre 18]

Hughes, G. and P. Hare (1992). "Trade policy and restruciuring in Eastern Europe’ m |, Fleming
and . M, C. Rollo (eds.) def, Paymenls and Adpstment o Central and Eastern Euwrvape, RITA.
Jostime, T. E. and 5. Tangermann {1992). *MacSharry or Dunkel; which plan reforms the CAP?,
Warking paper 92-10, International Agriculivural Trade Research Consortium,

Messerlin, P {1992a). "The Trade Relations between the ECand the Cemiral and Eastern European
Countries’, mimen, The World Bank and Institin o Etedes Politiques de Pars.

e (19521, "The Association Agreements between the EC and Central Eurape; Trade Liberaliz-
ation vs Constitutianal Failure', in [ Flemming and |0 M. G Rollo,

OECD (1991). Agriculture! Mowiloring and Cutlook

Praven, G. (1988). *A survey of the economies of scale’, in Researeh an the cosd af non-Firope: Basic
Findings, Vol 2, Brussels; Commassion of the BC.

Bollo, |. (1992}, "The Association Agreements between the EC and Central Europe: & Half Empuy
Glass?, mumea, RILA,

Amith, A.and A [ Venables (1 988). Compleang the internal market in the Europesn Community:
some industry simulations’, European Econamic Reven

Thomson, K. |. {(1992), personal communication.

Wang, Z K.and L. A, Winters (1992), *EC imports from Eastern Europe: Tron and Sieel’, mimen,
University of Birmingham,

Wimters, L. A, (19%2%0), "The Association Process: Making it work’, CEPR Oceasionnl Paper 8ao. 1

e (19920, ‘Liberalising EC Footwear Imports from Eastern Europe’, mimes, University of
Birmingham.



