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Introduction

A number of possible outcomes may be envisaged when a
country changes its trade policy with respect to another. The
Same 1is true when a number of countries change their trade
policy with respect to another group of countries or the rest
of the world. Of the many conceivable outcomes, this paper
is involved only with a case where two countries form a so-~
called customs union and they aboligh, wholly or partially,
duties on their mutual trade in all goods and in addition ad-
opt a2 common tariff policy on their trade with the rest of
the world,

Assuming a complete absence of political considerations,
. countries that join a customs union do so0 in the expectation
of economic benefit. The purpose of this paper is to invest-
igate the circumstances undet which such benefits might mate-
rialize. It also intends to investigate which group or fact-
or owner within each country joining a customs uniopn will be-
nefit or sustain a loss due to. economic integration.

In section 1, we will study the case of free trade whe-
r'e no country imposes any trade barriers on its lmports or
exports. The material in this section will serve as a scaff-
olding for the subsequent discussions, In section 11, we wi-
11 investigate a case of customs union under the assumption
of complete liberalization of trade between union members,
Section 111 employs Stolper-Samuelson theorem to study the
implications of customs union on the factor owners within ea-
¢h union member country. Section IV ig devoted to the Summa-



THE GENERAL EQUILIBRIUM ANALYSIS

147
ries and conclusions,
1. General Equilibruim Analysis of Free Trade
By free trade we mean an ideal situation where there

are no trade barriers of any
To simplify the argument,

two factors (land an labor
ume that:

kind to the process of exchange.

in addition to two Boods (X’Y) and

) assumptions, we may further ass-

1. Perfect competition prevails within each country;

2. There are no transportation or arbitration costs
involved in the process of trade;

3 Both goods are normal goods;

4. Both factor endowment and productive capacity of
the two countries are fixed.

0, ®

Fi’gl l

Given the above assumptions we can conveniently emplove
the familiar Bowley-Edgeworth box diagram to illustrate that
a point on the contract curve (a Pareto optimum) is more eff-
clent than a point of no trade when the initial endowment 1li-
es off the contract curve, For example in Fig.l a point such
as E is preferred to S (the initial endowment point), as at
E both A and B are on a higher indifference curve.
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The benefits of trade can alsoc he shown for each coun-.
try individually. Without trade a country whose economy 1s
operating under the conditions of perfect competition is bo-
und to its production-possibility curve (i.e. points such as

Ps5;> sz,...). However, when trade is undertaken, a country

can move to. a consumption point such
as ‘¢ 'which was an ynattainable regi-
on prior to trade (Fig. 2.). To ob-
tain consumption point ¢ would requ-
ire this country to export Dp of Y
and import cD of X,

Fig.2

This diagram ila preferred to Fig.l as the effect of in-
terference with free trade can be readily seen. Assume Pt
to represent the internatiomal terms of trade and ¢ is ' the
consumption polnt if there are no interferences with trade.
Now if the government of this country imposes a tariff (mak-
ing the imperted good relatively more expensive), the relev~
ant price line for this country will then be P' whi¢h would
obviously put the country on a lower consumpticn indifferen-
ce curve as compared to that of complete free trade.

We may now make a different presentation of the firee
trade where the geometry used will be of further reference
in our subsequent discussions. Fig. 3 on page 4 presents Pr-
ofessor Meade's geometry of free trade? Im this diagram al-
so due to assumption of free trade, the international terms
of trade 1s the same as the price ratio within each country
(a % 5 6, @ ). The consumption point in country A(B) is
point E (K? wﬁere the slope of the price line ao.. c_(a, a )
is equal to the slopes of A's (B's) consumption—%nd%ffére%ce
curve and production-possibility curve, while it is also eq-
ual to the international terms of trade az. We notice that
country A (B) produces DQ (JK) of X and ED (JQ) of Y, but
consumes EF (KH) of X and CE (KL) of Y. Therefore the expo-

rt (import) of A (B) just matches the import (export) of B
(A) -
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Fig.3

This diagram has a number of important properties. Fir~
st, the international terms of trade passes through point (Q
where the offer curves of the two countries intersect indica-
ting that there are no deficit or surpluses in either of the
two countries. Also at point Q the trade indifference curves
of the two countries It and-It are tangent to one  another
and to the internationa? terms‘3f trade. The slope of each
country's trade indifference curve .at this point of tangency,
as Professor Meade proves geometrically, is equal to the slo-
pe of the corresponding consumption indifference curve of th-
at country at its consumption point?

If the trade indifference curves are tangental to one
another and to the international terms of trade, it is clear
that the two countries shown in the graph cannot be trading
with a third country as the export of each country just matc-
hes the import requirement of the other. On the other hand
i1f the trade indifference curves of these two countries are
tangential to the International terms of trade at =~ different
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points, it is evident that these two countries taken togeth-
er must be trading with a third country or groups of third
countries.

For example in Fig. 4, point P represents a given out-
put level of the two countries .4
which 1s equivalent to the or-
igin of Prof. Meade's diagram
in Fig. 3. It 1s obwvious that
if points C_ and C_ do not co-wiz,.d
incide, thefl these two countr-
ies (say A and B) have toc be
trading with another - country 1 : )
that we may call it - country R Good O,
C or the rest of the world.The Fig. 4
distance C C, (trading vector)
then repregents the trade of these two countries with outsi-
de world.

—— —— — ok —

Mathematical Presentation of Free Trade

Our geometric presentation of free trade in a two goo-
ds world can be presented better and more rigorously by a
mathematical model. The following model shows a case where
each country has a consuming sector K, and a producing sect-
or N,, (i=1,2). We further assume thiat there are two commo=
dities G, and G,, and two factors F, and F,. Through trade
process, excess demand and excess siipply for each good and
factor would equal to zero at equilibruim position; this 1is
shown by equating total consuming sectors with that of the
total producing sectors. Now under the assumptions of comp-
etitive market, given taste, technology and factors of prod-
uction, the optimum position at equilibruim is presented in
the final equation of the following model:

Commodities Factors

5 ! F1 Fy
Consum=| Ky X11 X21 yll y21
ing 5e— . ’12 22
ctor 1&2 x }(22 le Y i
Total X X Y Y
produc—i Ny X11 X21 111 Y21
ng se-
ctor IN2| Xi2 %29 Y12 | Y2
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We want to maximize the utility level of consuming sec-—
tors subject to a number of constraints as stated below:
1,11 21 11 21
X » X s ¥

Maximize U™ ( , ) v
g2 1222 12 22 1
(x y X y ¥ y ¥ ) \72
Subject to :
11, 12
X tx o=xy, tx, ¥,
21 . 22
+ x x21 + x22 W2
1r 1z
21 22
tyY =Yyt Yy LA
1 _
£7 (X X590 Yyp0 ¥pp) = 0 Wy
5
£7 (Xpgr Xpps Y990 ¥pp) = 0 We

To maximize the utility functions and simultaneously satisfy
the constraints, we use the Lagrange multipliers:

L(Xll,...yzz, V..V, ,W ,...W6:= VlUl(Xll,XZl,yll,yzl,) +

1°72*
. 11,12 21, .22
vzuz(xlz,xzz, L2 220+ W Xy X, 1+, (X7 T4K7-K

11, 12 2122 1
Y oy Y Y T g Y g M Ry oKy 0 Y1007 0

217%22)

2

HeE (X1 91%999719°729)
Taking the partial derivatives and setting them equal to
zero, we obtain:

Lxttav vtxtew =0

L X12 =V U2 Xlz +W. =0

2 1
21 _ 1 .21 -
LX" = Vl U x  + W2 o
L X22‘= v U2 X22 + W, =0
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11
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11

12

L X21 = -

22

11

L le = -

L Y21 = -

L Y22 = -

U Y~ +wW, =0
v? v12 4 Wy =0
ol v? 4 W, =0
U2 Y22 + W =0
4
W, + Wi X =0
1 5 11
2
W+ WS X, =0
1 -
W, + WET X, =0
2
W, + W5 X,, =0
W, +W.fly =0
3 5 11
° 2 1r =
Wy + W L5 v, =0
1
2

W, +Wf" Y =90

From the abowe we obtain the following equations:

Therefore:

1
vlv u V2

1

1

11

21

11

2 12

V2 U~ x ~w5 £ x
2 22 1

v, U° x Wy £ X
2 12

v, Ty W £ Y
2 22

VU YY" = -y f vy

5

v U? = - W fla o W v

1

6

21
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This model differs from our previous model in that it embod-—
ies producing as well a3 the consuming sectors. It demonst-—
rates that at equilibruim position, the common rate of prim-
ary good substitution in the consuming sectors must equal to
the common rate of primary goods substitution in the produc-
ing sectors. It also shows that the common rate of final
good substitution by K, in the consuming sectors must eq-
ual the common rate of fifial good substitution by N, and N
in the producing sectors. This result, of course, Is compa-
tible to what we discussed earlier in our geometric present-
ations.

In summary, then, what we have discussed 1n this secti-
on is that countries (or individuals ) can, through trade,
increase the level of their satisfaction or economic welfare
to higher ievels than would have been attained when there is
no trade. The optimum s obtained when there is a complete
freedom of trade and the internal price ratio of esach count~
ry is the same as the international price ratio. In the ge-
ometric presentations, it was shown that when the trade ind-
ifferznce curves of the two countries are tangent to one an-
cther then the export of one country matches exactly the im-
port requirement of the other country and vice versa. Ther-
efore there cannot be further trade between these two count-—
ries and another third country if the above condition preva-
ils. However, 1f the trade indifference curves are tangent-
ial to the internaticnal. terms of trade at different points,
then there has to be triading with a third country (rest of
the world) in order for each country to export and import
the amounts desired. . .

We now proceed to section II where ihe case of preferential
tariffs is discussed.

II. The Case of Preferential Tariffs

Assumptions:

In this section we will discuse a case where two
countries with diss:imilar economies form a customs union
By "dissimilar economies" it is meant that each country
export the commodity that the other country imports. We
will assume only two goods (X,Y}, two factors (land and
labor), flexible prices, perfect competition within ea-
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€h country. Moreover, money and monetary phenomena such as
problems cof balance of payments adjustment are not conside-
red, and the analysis is of a short~term nature therefore
technoleogy, supply of productive factors and demand condit-
ions are assumed to be invariant. It 1s also assumed that
~ombined output of the two countries is fixed.

The analysis is carried out within the context of gen-
ral equlibruim and exclusive use of ordianl preference fu-
uctlons. It 1s assumed that preferences of each country
can be reflected by a single indifference map that 1s non-
intersecting and has also all the other properties of indi-
vidual preferences. This should not create a problem as"
to derive propositions in social welfare it 1is legitimat to
use single and nonintersecting social indifference functio-
ns, whatever the individual preferences." - °

Since competitive conditions are assumed within each
country, therefore differences between internal prices and
international terms of trade will be due to ad valorem sub-
gidies or duties. Following Professor Meade, we further
.assume that tariff revenues are redistributed to private
sector on a lump sum basis.® '

The Pre-Union General Equilibruim

Let us assume that country A is an exporter of Y and
importer of product X. Country B, on the other hand, exp-
orts X and imports Y, and together A and B export X and im-
port Y in their trade with country C (the rest of the world).

We further assume that countries A and B each lmpose an
ad valorem tariff on their import. Thus contrary to our

analysis of the preceding section, the internal prices dif-
fer from the international terms of trade, The general eq-
ullibruim solution of this situation is presented in Fig.5.
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The Trectangle AOQ BOa represents total supply of X
and Y available to countries A and B taken together. Point
P indicates the allocation of those outputs between the two
countries. P P , P. P are the internal price fatios in cou-
itries A and aBarespectively and a represents the internati-
mal terms of trade. Point P again corresponds here to the
>rigin of Professor Meade's diagram as presented in Fig. 3,
and U U, correspond to his trade indifference curve,
Both go%sumpt&on and production of the two products by A and
3 are measured from the origins O and O respectively, the-
refore as Fig. 5 is drawnm, countr? A 1is producin 0 K of X
and naYa of Y but consuming 0 “X of X and O C Sty
“ountry B, on the other hand, produces 0 of®%®and 0, Y. of

', but consumes 0 cX of Xand 0.C ofbi? Thus coun?ry A

15 we had assumed is shown to an exporter of Y, (Y Cy) and

importer of X, (X CX) and country B an exporter of Xa (Xbe)
ind importer of Y, Now when we consider productlion

nd consumption of bth A and B together, it is quite clear
hat the two countries combined import Y from and export X
0 a third country (which we have called it C or the rest of

-he world). The magnitude of this trade witb outside wotld .
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is shown by the trading vector Cacb'

Formation of Customs Union By Countries A and B

In Fig. 5 we showed the equilibruim position of count-

ries A and B prior to formation of customs union. Both co-
untries were assumed to have imposed a tariff as a result
of which the internal price ratio differed from the intern-
atlonal terms of trade. The position of country € was not
made clear, however; we may now assume that country C is a
free trader with no tariffs or subisdies on its imports of
exports. Thils is an important assumption for ocur purposes
and we will retain it throughout the rest of our discussio-
ns, . -
Now let us assume that courntries A and B form a union, and
eliminate completely any tariffs among themselves (i.e. bo-
th countries in their trade with each other adhere to the
international terms of trade). If the elimination of tari-
ff was also extended to country C, then we would have had a
case of completely free trade which would have resulted in
Pareto optimum as discussed in section 1.

Assuming that the international terms of trade is upa-—
ltered , then in Fig. 5, a would be also the internal pri-
ce ratio within both A and B, and as a result both U'U and
UbUb would be tangent to a at consumption points. . %hesg
new consumption points, will be at points such as C° and C
in Fig. 5. Since both A and B are moved to a highe% Indif-
ference curve, it 1s obvious that the welfare of both coun-
tries would increase. We cannot, however, be so sure about
country C; the welfare of country C depends on the length
and slope of C_C_ as compared to C C (the pre-union tading
vector), Assu%ing no change in slgpel then there will ~ -be

no change in welfare of C if C C =€ . If the slope re-
mains unchanged, the welfare’o? E wil decrease in case
c Cb < C C and ihcrease if € . » ¢ C The former which

we may cglE_it a case of tradd congrgtgon is more likely to
happen the lower the income elasticties of Y commodity in
the two countries A and B, and the latter case which we
may call it the case of trade expansion is more likely the
lower the income elasticity of X commodity .7

We may then conclude. that in case of nondiscriminatory and
complete trade liberalization between A and B, the combined
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velfare of the union will increase. But whether or nct coun-
try C will benefit depends on the likelihood of expansion or
contraction of the trading vector. Bothe professors Viner#®
and Meade? are of the opinion that some trade contraction wi-

11 take place with C as against trade expansion within the
union.,

We may now turn to a more interesting case and assume
that the tariff elimination is not extended to country C and
that pre-union tariff with C is maintained. We again assume

that the formation of union by A and B does not affect the
international terms of trade and to simplify the analysis we
further assume that no trade expansion or contration takes

place with respect to C. Thus due to these two simplifying
assumptions the slope and length of the trading vector will
be unaltered. We have then in effect kept C's level of sati-
sfaction intdct which would allow us to study the effect of
customs union on the welfare of countries A and B.

Our previous assumptions concerning countries A and B,
and commodities that they imported and exported also hold
here. Specifically we assume that country A exports Y and
imports X, country B exports X and imports Y, and together
the two countries export X and import Y. We also assume that
C is a free trader both bafore and after union, but A ‘and
B both had an ad valorem tariff rates prior to union which
differed in magnitude from one another.

It is clear from Fig. 5 that prior to union formation
country B traded with outside world and country A traded with
B only. This relation between. A and B is assumed to continue
after union.

Now when A and B form a union,rthey completely eliminate

trade barriers with respect to C, Both countries A and B
adopt a2 uniform tariff policy with respect to C. We assume
that A -dopts the pre~union B's internal price ratios; thus

B's pre-union internal price becomes the entire union's price
and the difference between this union price and the internat-
ional price represents the duty imposed by country B on its
imports from C.

The above situation is depicted in Fig. 6 which is basi-
cally the same as that shown in Fig. 5, but in order teo avoid
cluttering the diagram, some of the unnecessary lines have
been omitted. The origin O in this diagram corresponds to
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-point P in Fig, 5. OT is the international terms of trade and
T , T, are the pre-union interna' prices in A and B respectiv-
ely. "The consumption points Ca and C, indicate that, prior to
union, in each country the marginal rate of substitution was
equal to the domestic price ratio.

When the union is established and country A adopted the
pre~unlon internal price of B, its MR Swill then be equal to
the price ratio in B country. Thus the consumption point for
A moves from C to C which pPuts A 1in a better position _than
it was prior 8 uniofl. Since A trades only with B, then C be-
come the origin of country B and the new consumption point®for
B is, therefore , C, . Thus we notice that as a result of
union, country A has become better off whereas B has become
worse off.  And since C C =€ ¢ and there has been no change
in the international teZme of Erade (slope of trading vector),
then country C is neither better nor worse off,

The reason for improvement of A's position is that throy-
gh union it obtains a shelter against competition by the C 1in
the markets of its union partner B, That is to say A exports
Y to B without facing any tariff whereas any import from { fa-
ces the pre-union tariff in country B. Moreover for the consu~
mers in A, the imports from B is now cheaper due to eliminati-
on of tariff within the union . We also notice from Fig, 6
that for country A who specializes in the production of ¥ good
and exports the excess supply to B, a movement from 0T {the
pre-union domestic price ratio ) to OT_ (the pre-union domest-
ic price ratio in. B and the common price adopted by A and B
after union) is an improvement in the terms of trade. Theref~
ore due to the above reasons it is not a surprise to see that
country A moves to a higher indifference curve.

The position of country B 1s less clear, however. The
greater the gains of country A, the less likely for country B -
to realize a gain . The Breater the improvement in A's exter-
nal terms of trade, the more will the intra-union terms of tr-
ade will deteriorate for country B.10

In Fig, 6 we show that country B has moved to a lower in-
difference curve (i.e. from consumption point C_ to €, ), It
is evident from our diagram that 1if the interndtiona terms
of trade stays unaltered (1.e. C_T being parallel to OT), cou-
ntry B 1is bound to lose from'theaunion. On the other hand, if
the international terms of trade shifts in favor of union (the
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export commodity of the union becoming more expensive relative
to the union's imported commodity}, then there is a possibility
for country B also to benefit. In that case the _ consumption
point of country A would have moved up from C to C_ and of co-
untry B to a point such as C!', It is clear,ahowevgr, that th-
is would make country C worse off. To put it differently A and
‘B will @gain at the expense of the rest of the world.

The important conclusion that we draw from this . section
is that if two countries A and B form a union and eliminate ta-
riff and other barriers within the union but maintain the pre-
unicn tariff with respect to C, country C will be nelther bett-
er nor wovse off if the slope and thelength of the trading vec-
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tor stays unchanged. lowever under the conditions of uncha-
nged international terms of trade, the country who trades wi-
th outside world (country B in our example) will always lose

and the country who competes in the markets of its partner
with the rest of the world (country A in our example ) will
always benéfit, provided that the pre-union internal Price

of the country trading with outside world is adopted as the
intérnal price with the union. '

It is worth mentioning at this point that for the sake
of simplicity and limited space we have deliberately avoided
the discussion of other possible outcomes when a customs uni-
on is established. We also have not involved ourselves with
the question of overall welfare of the union as it would req-—
uire the discussion of compensation within the union by  the
country who gains to the country who loses.

At this point we turn our attention to another important
question and that is which factor in rhe gaining country is
more likely to gain and which factor is more likely to losa.
The same kind of question can also be asked about the country
who loses as a result of joining the union. The discussion
undertaken in the next section intends to answer these queg-
tions.

111. The Stolper-Samuelson Model

As discussed in previous sections, countries A and B
each produced both commodities X and Y. But country A was
exporting commodity Y and importing commodity X, whereas co-
untry B was exporting X and importing Y. Based on Becksher-
Ohlin theorem, a country exports that commodity which is pro-
duced with relatively large quantities of the country's rela-
tively abundant factor.ll Now 1if we assume that commodity X
is a land (or capital) intensive and commodity Y is a labor
intensive in production, then in view of our information abo-
ut countries A and B export and the above theorem, it follo-
ws that Country A is relatively more endowed with labor and B
is relatively more endowed with land. As it will be "noticed
later, this factor endowment and factor intensity have a pum-
ber of Important implications.

In their article of 1941, Stolper and. Samuelson maintafi-
ned that "international trade necessarily lowers the ....[re-
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‘turn].... of the scarce factor".l2 1In other words, in a two-
conmodity, two-factor country, an increase in the relative pr-
ice of the labor-intensive commodity fesults in an increase in
the real wage rate which, of course, i$ not so surprising, but
it also follows from their theorem that this increase in the
real wages has a counterpart and that is the return to the or-
her factor (the scarce factor) will decrease. Later in a sim-
ilar argument Ryhczynski established the propesition that (in
a two-good, two-factor country) an increase in the labor force
with constant aggregate endowment of the other productive fac-
tor results in a greater .than proportiomate increase in the
output of the labor-intensive commodity and an actual decline
in the total output of the other good if the relative price
between the two goods are held constant.

We will not develop the Rybeczynski theorem here as the
cage in which .ve are interested invleves change in the relati-
ve prices of the commodities rather tham variatlons in the am-
ount of factors. Moreover, these twoc theorems are very much
related to one another and as Zhown,by'Jongs,.there is a dual
relationship between the two 1%

The Zelper- @muelson model considers two goods, wheat
(capital intensive) and watches (labor intensive ) and glves
the following account as a reason for the prepesition of  the
theorem:

The introduction of trade will shift production in the
direction of the geod with “comparative. advantage"...
Its production will expand,. and .part of it -wlll be ex-
ported, while watch productien will contract, and part
of the watch ecnsumption will be satisfied by imports.
This shift in production will be accompanied by a tra-—
nsfer of both labour and capital from the watch indust-
ry to the wheat industry. But by a reductiom in the
production of watches more labour will be sat free than
can be re-employed at the same rates in the production
of wheat. This is because, the amount of capital rel-
eased, while sufficient to employ a worker in watch pr-
oduction, is insufficient to employ him in wheat growi-
ng at the old wage rate.  Hence wage.rates have to g0
down in wheat growing, and it follows “from the changed
fac{gr proportions that the real wages must alsec decli-
ne.
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The above proposition zan be shown more clearly by a ma- '
thematical model. The following model is based on Jones's
model empleyed in his article "The structure of Simple Gener-
al Equilibruim Models"}6

The Model

We may again assume two goods, M and F, where M is labor
intensive and F is capital intensive: and two factors, L and
T. We further assume a technology of constant return to sca-
le and perfect competition. Under these conditions a state
of full employment would require that:

ayMta F=L (1)

I M+a FF= T {2)

T

where a,, denotes the quantity of factor 1 required to produ-~
ce a unit of commodity j . Also since in a competitive econ-
omy unit costs must reflect market prices, we may write:

ay W+ay r=Ppp (3)

gl +tar=p; (4)

where W and r are the return to labor (L) and capital (T) re-
spectively,

With a given technology, the parameters of the model are
L,T,P and P_.. Hdnce our interest is in the changes in P
and P_, we tﬁerefore will be concerned with equations (3) and
(4). "Thus change in price may be shown as:

em dw + em dr = dp (5)

dw + dr = :
QL_F W GTF r =dp, (6
%M O
%F Orr
are the transform of the a.  'g when relative chances are

shovml? By Bi ‘We mean ith féétor's share in jth industry.
Since the sum gf each row is unity, then the determinat :l.s:18

where 6 = iz a matrix of ¢ 'g which
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el =ey -ep>0

Equations (5) and (6) expressed in matrix format will give:

eLH BTM dw . de
= {(7)
O r Orp dr de
Therefore 1if enly the Pm changes while Pf is held constant, we
get:
1 | eTM
w
£ 0 Oepy e
- TF - TF >0 (8)
Em _
le] {o]

The partial derivative in (8) states that a relative increase in
price of manufactured good (labor intensive) will cause an incre—
ase in wages as stated earlier in the Stolper-Samuelson model.
Also:

r . ?LF 0 = - eLF < g (9)

P 1e]. K]

The partial derivative in (9) states that a relative increase in
price of manufactured good will also cause a decrease in. the
return to capital as stated earlier in the Stolper-Samuelson mod-~
el. Thus the above model demonstrates the validity of the Stol-
per-Samuelson theorem., But how does this relate to our earlier
discussions on the customs union?

We draw two Important conclusions from our discussions in
thls section. First in the Heckscher-Ohlin theorem that a count-
Ty exports that commodity which 1is produced with relatively large
quantiiies of the Country's relatively abundant factor. Second
is the Stolper~Samuelson theorem stating that an increase in the
relative price of the good in whose production a country has a
comparative advantage will cause an Increase to the return to
that factor used intensively and a decrease-to the return to the

factor that fs rnot used Imtensively in the production of the good
in question. '
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Now in view of these theorems and the general equilibru-
im analysis of preferential tariff as discussed in Section II,
we may draw the following conclusions:

When the union was established between the countries A
and B, we assumed that country A adopted the internal price
ratio of country B. This resulted in a relative increase
in price of y with respect to X for country A (Fig’, 6). Sin-
ce country A was exporting commodity Y (a labor-intensive go-
od according to our assumption), then according to Heckscher-
Ohlin theorem, this country must have been relatively more en-
dowed with labor than with capital. Moreover, using Stolper-
Samuelson model, the increase in price of Y relative to X sho-
uld benefit the factor used intensively in Y production (i.e.
labor ). Therefore, we may conclude that in country A who be-
nefited from the formation of ciistoms union, the later "factor
(i.e. the abundant factor) benefited as against the scarce fa-
ctor {capital) which has actually sustained a lose due to the
integration. We may also go one step further and claim that
since the overallindifference curve of country A was moved to
a higher position as a result of customs union, the gain by
the abundant factor must have outweighted the loss by the sc~
arce factor.

In country B, on the other hand, trade continued with bo-
th C and A, where its terms of trade with C remained unchnaged
but deteriorated with respect to A. This was so0 because asg
we discussed country A increased its production of its expert-
ed good (Y) and decreased production of commodity X as it mai-
nly imported from B. This increase in production of Y result-
ed in higher cost angd consequently higher price due to an upw-
ard sloping supply curve in industry Y in country A, But cou-
ntry A would be able to sell commodity ¥ in B's market at this.
new high price (even at higher price than charged by C before
custom duties are added). Indeed as long as country A's pri-
ce 1s below country C's price plus the duties imposed on impo-~
rt of Y good from C by B, coumtry A can easily sell all of its
export to B due to the fact that its eXport to B are exempted
from import duty in B, This is, of course, the kind of "trade
diversion" that Professor Viner had in mind when he spoke of
possible disadvantages of customs union,l0 -

#

Now we notice that in case of country B, the countxry who
sustained a loss due to integration, the price of _dmported
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good (rather than exported good as in case of A) has gone
up. Again applying the theorems of Heckscher-Ohlin and St-
olper-Samuelson, this would mean that the return to the abu-
ndant factor (capital in this case) has decreased. Moreover,
since as a whole the Indifference curve of country B has
moved backward, we may claim that the loss by the . abundant
factor has outwelghted the gain by the scarce factor.

1¥. Summary And Conclusions

We have shown that a Pareto optimum is established when
there are no barriers to trade. This optimum is efficient
in the sense that for each initial endowment (distribution),
the individuals, or countries, may increase the level of th-
eir satisfaction through trade until they reach this optimum
position; any movement from this position will make one par-
ty better off only at the expense of making the other party
worse off.

In a world where complete freedom of trade does not pr-
evall, two countries may form a customs union, adopt the in-
ternal price of one of the two countries and abolish partia-
lly or wholly all the tariffs among themselves while still
maintaining a common tariff against C (the rest of the world) .
In such a case as we discussed, it is possible to show tha:
if country A traded only with B both prlor and after union
and 1if A and B formed a union, adopted the intermal price
of B, then A will always benefit, while country B ( the cou-
ntry trading with outside world) will always lose if the in-
ternational terms of  trade were invariant.

Applying the theorems of Heckscher-Ohlin, and Stolper—
Samuelson ( in a two-good, two-factor world) we showed that
within the gaining country the abundant factor gains while
the scarce factor loses; but overall the gains outweight
the losses, thus resulting in a net gain for the country as
a whole. In case of country sustaining a lose from “joining
customs union, we showed that the abundant factor would lose

while the scarce factor would gain resulting in anoverall
loss for the country.

This conclusion, if valid, has a number of important
applications. First a country contemplating on jolning a

customs union can foresee as.whether the integration would
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be to i1ts advantage or disadvantage. Second, if the country
is expected to benefit in an overall basis, yet a partial
loss to a group of its citizens 1s unavoidable, then necess-
ary measures may be undertaken to make sufficient compensat-
ory transfers from gainers to the losers so that everyone in
the gaining country is better off while none is any warse
off. b
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