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Ahstract

The paper examines the conditions under which the formation of
a customs union or free trade area makes some degree of harmonization
of economic policies desirable, and the extent to which these conditions
~apply in the Andean Group customs union recently formed by Bolivia, Chile,
Colombia, Ecuador and Peru. The policies analysed are those concerning
tariffs, export subsidies, indirect taxes, exchange rates, planning and
macro stabilization, intra-union factor movements, foreign capital, and
currency unification. Different conclusions as to the desirability of
harmonizing these policies are derived depending on the specific type
of harmonization considered and the assumptions which are made ‘concerning

concurrent harmonization of other policies.
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All customs uniéns and free trade areas are sooner or later
faced with the question of the degree to which member countries should
harmonize their economic pqlicies. This paper examines the conditions
under which the formation of a free trade area or customs union makes
some degree of policy harmonization desirable, and the extent to which
these conditions apply in the Andean Group customs union recently
formed by Bolivia, Chile, Colombia, Ecuador and Peru. After a discus-
sion of some general considerations in the first part of the paper,
part II presents a detailed analysis of the case for harmonization of

different policies under various assumptions.

In evaluating the net benefits, positive or negative, which
accrue from the harmonization of an economic policy or policies after
the formation of a free trade area or customs union it is important to
distinguish between those benefits derived from increases in interna-
tional economic efficiency and those arising because of improvements
in domestic policies which harmonization may generate. For example,
it would be a net improvement in terms of domestic efficiency if
each of the Andean Group countries were'to adopt a more rational
tariff structure, but this would be so even if trade were not freed
between them. Similarly, arguments presented by the Neumark committee

(E.E.C. 1963), Rosembuj (1971) and others that members of the European
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Econoﬁic Community or the Latin American Free Trade Association should
adopt the value added tax have been based at least in part on the super-
iority of the value added tax over cascaded taxes as a domestic policy
tool rather than on the avoidance of the international problems which
arise when members of a customs union have different tax structures.
Within the set of international benefits from policy harmonization a
further distinction should be made between those benefits whicharise
as a result of the freeing of trade itself and those which do not.
For example, while it may be argued on certain assumptions that Andean
international efficiency would be increased if the Andean Group coun-
tries harmonized their indircct tax structures even without removing
all barriers to trade between themselves, this is not relevant to the
question "hoﬁ does the freeing of trade affect the arguments for and
against harmonization?"

These two distinctions are illustrated schematically in fig 1.
The area of the circle represents the total net benefits derived from
harmonization of a particular policy in the customs union or free trade
area. Sector A represents thuse benefits arising from the improvement
of domestic policies, while B (= Bl + B2) represents the benefits from
the increased international efficiency promoted by harmonization: Bl the
international benefits from harmonization which can be achieved even if
trade is not freed, and B2 the international benefits from harmonization
which arise as a result of the freeing of trade. B2 are the only
benefits from harmonization which arise as a direct result of the
existerce of the customs union or free trade area. Since by assumption

national policies were not harmonized before the freeing of trade even
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‘though net benefits (A + Bl) were potentially available, it méy be
assumed that there exiét forces, whether of the political, administra-
tive or simple inertia variety, working against harmonization. Assum-
ing that countries forming a customs union or free trade area do

not wish to unnecessarily disturb these forces it may be reasonable in
some cases for customs union officials to be interested in the limited
question "how will the freeing of trade in itself affect the case for
harmonization (how large is area B2?)" rather than the often more dif-
ficult question "what are the total potential benefits available from
policy harmonization (what is the total area of the circle?)." For
example, if net benefits B2 are found to be insignificantly small

(or even negative) and the anti-harmonization forces appear to be as
strong as before formation of the union3 harmonization may be rejected.
On the other hand, if net benefits B2 appear to be large and positive,
benefits (A + Bl) cannot be ignored since if (A + Bl) is large and
negative harmonization may still not be desirable.

It is not true as is sometimes thought that a movement from
restricted trade to free trade among a group of countries in itself
necessarily requires a major degree of harmonization of economic policies.a
Restricted trade lies on a continuum between free trade and no trade
or autarky. Most countries lie closer to the free trade end of that
continuum than to the autarky end, even the high-tariff import-substi-
tuting Andean countries importing from 15 per cent (Chile, Colombia) to

25 per cent (Bolivia) of their gross national products. A movement to



free trade should therefore be seen as a change in degree rather than
one in kind. Two empirical observations support this contention. First,
several apparently successful customs unions have maintained significant
intra-union policy differences. In the Benelux union the Netherlands
and Luxembourg rely primarily on income and capital taxes for revenue
whereas Belgium relies to a much-greater extent on indirect taxes. Mem-
bers of the European Economic Community use four quite different svstems
for taxing companies and dividends, handle their balance of payments
problems differently, and maintain different economic philosophies, the
French favouring indicative planning while the Germans rely on free
enterprise. The United States, Canada and Australia are all federal
countries with appreciable differences in tax and expenditure structures
and levels between their component states and provinces.5 Second, even
countries which restrict trade have been forced to coordinate or harmonize
policies to some extent as improvements in transport and communications
bring them closer together. This has been particularly noticeable in
the "Atlantic Community" (Cooper, 1968). In most cases, then, some
harmonization of policies among member countries will almost certainly
already have taken place before they form a customs union.

The'benefits from harmonizing economic policies can generally be
expressed in terms of the increased regional economic efficiency which
is attdned while the major cost is loss of control over the policy
instrument that is to be harmonized. The evaluation of whether harmoni-

zation of a particulér policy represents a net welfare improvement



cannot in general be quantitative: although, the benefits from increased
efficiency are in principle quantifiable the costs arising from the loss
of control of a policy instrument are not. The size of the welfare loss
caused by loss of control of a policy instrument is determined by several
factors. First, it depends on whether other instruments are available

or could be easily converted tc do the same job as the instrument foregone.
For example, the objective of making automobile drivers pay the cost of
road construction may be variously implemented (at least to an approxima-
tion) by taxing gasoline, by charging tolls for road use, or taxing the
purchase or operation of automobiles (Johnson, 1968 p.13). Second, it
depends on whether the policy was set at its pre-union level for reasons
of fiscal-administrative expediency or historical accident, >r whether

it reflects a policy choice based on some concept of social welfare. For
example, it has been well-documented that most Latin American tariff
structures emerged unsystematically as a result of the influence of con-
flicting pressure groups. (Macario 1964) Countries forced to alter such
structures to conform with a union-wide common external tariff would lose
far less (they may well gain) than if their pre-union tariff systems were
constructed on the basis of rational evaluations of socio-economic welfare.
Moreover, in such a case the country's loss of the ability to alter tariffs
may even be a blessing in disguise - the government is able to refuse in-
terest groups' requests for increases in protection without causing undue
disaffection by pointing out that such increases are prohibited under the
rules of the customs union. On the other hand, where policv differences

reflect differences in judgments on social welfare, the loss of control



over a policy instrument may represent a significant cost. For exampile,

before formation»of the Benelux Union Belgium had a relatively low excise
tax on beer but a high tax on spirits as a means of discouraging drunken-
ness, while in the Netherlands priorities were reversed, the tax on beer

beiqg higher and that on spirits lower than in Belgium. In each case the
tax differéntial reflected a real difference of national preferences and

perceptions of social welfare with the result that only partial harmoni-

zation could be achieved. (Meade et al 1962, p.90)

The unit of analysis for discussing the benefits and costs of har-
monization in this paper is the customs union as a whole and/or the nation-
state where appropriate. Clearly, different conclusions could be derived
if the analysis were focused at a different level. What is good for the
Colombian coffee grower is not necessarily good for the Andean Group, nor
even for Colombia. The distribution of the net benefits of harmonization
between the member nations of the customs union is onlyv treated in the most
"general terms in this paper: 1t should be fully taken into account in
arriving at tlie complete benefit-cost calculus.7

The following sectien analyses the desirability of harmonizing
policies on tariffs, export subsidies, indirect taxation, exchange rates,
planning and macro-stabilization, intra-union factor movements, foreign
capital, and currency unification both in general and with particular
reference to the Andean Group. The case for harmonizing any particular

concurrent
policy depends, of course, on what is assumed about harmonization of
other policies: for example, whether or not export subsidies should be

harmonized depends crucially on whether tariffs have been harmonized.



With this problem in mind an attemptlis made Iin the discussion of each
policy instrument to explicitly specify what is being assumed about the
harmonization of other instruments. This ad hoc approach has the drawback
of being only '"partially general": it would of course be better to do
full general equilibrium with everything depending on evervthinrg else.

On the other hand the ad _hoc approach simplifies the problem considerably
and provided the assumptions are judiciously chosen should vield reason-

.ably accurate conclusions.

IT

1. Tariffs

Harmonization of tariffs in a free trade area may perhaps best be
interpreted as the adoption of a common external tariff on imports from
the rest of the world, that is, the conversion of a free trade area into
a customs union.8 Strictly speaking only the structure of natiounal tariff
systems needs to be equalized since differences between average tariff
levels may be compensatéd for by different degrees of currency overvalua-
tion. However, it simplifies the analysis to restrict ourselves without
loss of generality to the case of equalizing both structures and levels.
This is the form of harmonization usually adopted in customs unions in
practice.

The harmonized common external tariff may be "optimal" or 'non-
optimal." An optimal common external tariff is defined here as one that

is "scientifically" determined granting more or less equal nominal and



effective protection to all activities, and adjusting tariffs where there
is monopoly power in trade, an infant industry, or séme other departure
from the assumptions of the competitive model. A non-optimal common
external tariff structure is derived in some other usually ad hoc way,
for example by averaging prior national tariff rates commodity by com-
modity. In each case it is assumed that the common external tariff is
truly '"common', that is, that quantitative restrictions and other non-
tariff barriers to trade are abolished and that export subsidies, which
have symmetrical resource effects to tariffs, are also harmonized. It

is further assumed either that indirect taxes are low relative to tariffs
or that they display significantly less variation than tariffs within
and between countries.

One of the major arguments in favor of the adoption of a common
external tariff after trade is freed is that similar industries in dif-
ferent countries should receive similar treatment. If Peru's tariff on
raw wool imported from outside the area is 100 per cent while Ecuador's is
40 per cent the freeing of trade will allow Ecuadorean producers of wool-
len textiles to gain at the expense of their Peruvian competitors.
Adoption of a common external tariff on raw wool of, say, 60 per cent
abolishes this source of inefficlency and inequity.9 However, if all
industries do not receive the same degree of protection under the common
external tariff it is quite conceivable that the gain in efficiency arising
from treating Ecuadorean and Peruvian producers of woollen textiles equally
will be more than offset by an efficiency loss arising from, say, an

artificial advantage granted by the common external tariff to producers



of woollen textiles over producers of cotton textiles. This could arise
for example if the tariff on imports of raw cotton is higher than that
on imports of raw wool while the tariffs on woollen and cotton textiles
are equal. This is simply an example of the general second best rule
that eliminating one distortion while leaving or introducing others does
not necessarily improve the overall situation. (Lipsey-Lancaster 1956).
This seems to imply that we can only be sure that tari?f harmonization
will be ‘on balance beneficlal if the customs unioﬁ adopts the optimal
common external tariff structure as defined above. However, Michael
Bruno (1971a,b) has recently demonstrated that under certain conditions
any across-the-board*percentage reduction in tariffs is an improvement,
and under more restrictive conditions that any reduction in tariff dif-
ferentials is an improvement. Basically these intuitively appealing
results suggest that even a non-optimal common external tariff structure
may well represent an improvement if it is lower and less unequal than
prior national structures. Since in real world situations one is often
confined to seeking '"improvements' rather than '"the optimum" these results
are of considerable interest.

Four conditions determine the impact of the freeing of trade on the
case for tariff harmonization. The freeing of trade makes the case for

tariff harmonization stronger, ceteris paribus, the greater the reduction

in economic distance between members, the lower the remaining economic
distance, the greater the disparity in pre-union national tariff structuree

and the more similar the national development goals. Let us examine these

four conditions in tumn. "Economic distance" may be defined as tariffs
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plus transport costs. Assuming that intra-area transport costs are un-
changed by the freeing of trade at least in the short-run the first con-
dition reduces to: ceteris paribus the higher are pre-union tariffs the
more necessary is the adoption of a common external tariff after trade is
freed. For example, in the Peru-Ecuador raw wool-woollen textiles example
the inefficiency introduced by non-adoption of a common external tariff
after the freeing of trade is significantly greater, ceteris paribus,

if the Peruvian and Ecuadorean tariffs on raw wool are 100 and 40 per

cent respectively than if they are 10 and 4 per cent. Second, since intra-
union tariffs are reduced to zero intra-area economic distance reduces to

intra-area transport costs, and the second condition is: ceteris paribus

adoption of a common external tariff is more desirable after the freeing
of trade the lower the intra-area transport costs. For example, after
internal trade is freed if Peruvian aad Ecuadorean tariffs on raw wool

are 100 and 40 per cent respectively this will lead to a greater misallo-
cation of regional resources if the cost of shipping wool and woollen tex-
tiles between countries is 5 per cent of the value of the product than if

it is 90 per cent. The third condition is: ceteris paribus the greater

the differences in pre-union tariff structures the greater the need for
adoption of a common external tariff after trade is freed. For example,
if prior countries' tariff structures are identical harmonization is not
necessary - a common external tariff already exists after trade is freed.
Finally, the relation of tariffs to national priorities is important. If
one country maintains a high tariff on steel because it believes that the

production of steel is vital to its national defense while another has a
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low tariff on steel because it wishes to iﬁport cheap steel to encourage
exports of labour-intensive metal manufactures, thereby increasing employ-
ment, adoption of a single common external tariff rate for steel would
involve significant costs in terms of compromising national priorities
(defense, employment). On the other hand if.the different tariff rates

on steel simply reflect historical accident the socio-political costs

of harmonization are lower. This leads us to the fourth condition:

ceteris paribus the less divergent the relevant national priorities,

the lower the costs of adopting a common external tariff after trade is
freed.
The Cartagena Agreement, the official treaty of the Andean Group
customs union, calls for agreement to be reached among member countries
on a common minimum external tariff structure (tariffs may remain above
but not below the common minimum) by December 1970 and on a common external
tariff structure by December 1973;the latter is to be gradually implemented
by member countries from 1974 to 1980. It is not clear exactly what func-
tion the drafters of the Agreement had in mind for the common minimum
external tariff, but in practice its (successful) negotiation seems to have
been used as a "dry run" for the 1973 common external tariff negotiations.
Let us examine the four conditions under which the freeing of trade
makes tariff harmonization desirable in the context of the Andean Group.
First, as shown in Table 1, pre~union Andean tariff rates are indeed high,
unweighted average nominal tariffs in Bolivia being 54 per cent, Coloﬁbia
70, Peru 90, Ecuador 106 and Chile 172 per cent. Dividing each economy
into 23 sectors the highest sector tariff averages are : Bolivia 95 per

cent (beverages); Colombia 183 (clothing, shoes), Peru 210 (clothing,



Table 1

Nominal tariffs in Andean Group countries before formation
of the customs union, the Andean Group Common Minimum External

Tariff, (CMET) .and the EEC Common External Tariff (unweighted
- gector averages)

per cent
Eurovean
Economic
lector Bolivia Chile Colombia Ecuador Peru CMET Community
igriculture 77 133 45 125 57 29
'ishing 25 150 52 102 86 27
[ining 60 132 20 58 65 11
‘ood products 49 268 92 192 92 50
leverages 95 388 75 291 208 64
'obacco 40 186 143 195 117 42
'extiles 72 190 67 101 103 60 10
lothing, Shoes 76 283 183 184 210 80 20
'ood products 78 172 115 121 110 47 15
'urniture 53 152 77 116 .85 52 15
‘aper products 52 173 64 83 88 40 10
rinting 45 160 52 53 71 21 3
eather products .76 250 86 124 115 45 11
wubber products 62 170 98 98 78 58 15
hemicals 34 101 32 52 56 32 14
‘etroleum, coal prods. 31 111 33 57 56 35
on-metallic mineral 61 164 72 86 80 42 14
products
asic metals 36 87 31 49 67 27 7
etal products 52 149 56 79 76 46 14
on-electrical 27 79 35 45 48 43 7
machin.
lectrical 42 110 40 56 60 55 15
machinery
ransport products 42 183 76 81 58 42 13
ther industries 47 164 69 93 90 50 16
rithmetic 54 172 70 106 90 43 12
average
tandard deviation 19 68 37 58 41 15 4

ources: Andean Group: national tariff schedules. Europe: Balassa (1965 p.580)

CMET: Junta del Acuerdo de Cartagena El Arancel Externo Minimo Comun, mimeo, 1971.
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shoes), Ecuador 291 (beverages), and Chile 388 (beverages). Nominal tariffs
on particular items are much higher still, ranging up t> 1008 per cent on
some chemical products in Chile. While some of these extremely high tar-
iffs contain water others understate the true degree of nominal protection
by ignoring the effect of import licensing and quotas. In Chile domestic
prices were more than four times world prices at the official exchange
rate for bicycles, radios, and record players in the late 1960's and
similar ratios can be found for particular products in Colombia, Peru and
Ecuador.10 In addition, in many cases effective protection of value added
is even higher than the already high nominal protection (though a downward
adjustment should also be made for the degree of currency overvaluation).
Thus the elimination of intra-union tariffs will indeed bring member coun-
tries significantly closer together. On the other hand, transport costs
are still significantly higher, often by a factor of two or three, between
Andean group countries than, say, between E.E.C. countries, or even be-
tween the E.E.C. and the U.S.11 Third, while the general pattern of high-
lower-lowest nominal tariffs on final goods, intermediate goods, and in-
puts tends to hold for all member countries the differences between national
tariff structures at a more disaggregated level are nevertheless significant
(see Table 1). Finally, national economic development goals tend to be
relatively similar. All five countries wish to industrialize and have
liistorically followed the import-substitution road to this end. More re-
cently all have introduced measures (export subsidies, drawback schemes,
crawling-peg exchange rates) to remove some of the bias this has caused
against exporting.

The height of, and differences between pre-union tariff structures,

especially when quantitative restrictions are taken into account, and the
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similarity of economic development goals probably outweigh the existence
of relatively high intra-Andean transport costs in an overall evaluation of
the impact of the freeing of trade on the case for adoption of a common external
tariff. However, the second-best arguments alluded to eariier must be stressed:
whether a common external tariff is an improvement or not depends crucially on
the actual tariff structure which is adopted. It seems at least possible that
the common minimum external tariff or something like it will be adopted as
the Andean common external tariff. This common minimum tariff is by no means
optimal. It was derived by arbitrarily dividing all of the five thousand odd
products which exist in the world (at a certain level of aggregation) into
eleven groups using as basis an arbitrarily weighted average of three criteria
of dubious economic relevance: degree of technological complexity of the
product (pig's hair was deemed to have degree 1, human hair degree 0), its
grade of elaboration, and its type by input, intermediate good, final good
(what is a screw?). In the final stages of negotiation a fourth criterion
was added, the degree of labour intensity of the product. Products with the
lowest (second lowest) weighted average of these criteria were placed in group
zero (one) and so on up to group ten. A nominal tariff rate was then arbi-
trarily assigned to each group as follows: zero for group zero, ten for group
one. . . one hundred for group ten. Despite its dubious origins the common
minimum external tariff does at least approximately fulfill the Bruno con-
ditions: compared with pre-union national tariff structures its average
level of tariffs (43 per cent) is lower, and its tariff rates are in general
less unequal - its standard deviation is 15 compared with that of the
Bolivian tariff, 19, Colombia 36, Peru 41, Ecuador 58 and Chile 68 (see Table
1). Thus the adoption of the common minimum external tariff as the

Andean common external tariff would probably represent an improvement.
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Even better of course would be a still lower, less unequal structure:

for an example see Morawetz (1972c). It is worth noting that if either
the common minimum external tariff or a lower and less unequal structure
should be adopted as the Andean common external tariff the distribution
problem would immediately be raised: for example, resource allocation is
likely to be more affected in Chile, which previously had the highest and
most widely spread tariff structure, than in Bolivia which had the lowest
least spread tariffs.

The discussion has so far ignored two important factors. First,

a not insignificant proportion of international trade is totally exempted
from tariffs and export subsidies in almost all countries: so-called
"invisible" transactions. In 1968 these transactions - investment income,
transportation, freight and insurance and tourism - accounted for from

9 to 24 per cent of total exports and 29 to 37 per cent of total imports
in the Andean Group countries. The optimal solution

to this situation would be to subject these items to tariffs and export
subsidies just like other commodities, with modifications where there is
monopoly power in trade etc. If these items are not subjected to tariffs
the argument that for any degree of dispersion of tariffs on commodities
the lower the average level of tariff the better is strengthened.

Second, the discussion so far has ignored the very real possibility
that large sections of the economy in Chile and Peru may be owned and
operated by the State and that the Chilean government may nationalize
a large part of Chile's foreign trade. This would not affect the analysis

~1f governments and government enterprises were to pay tariffs or take
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tariffs into account in deciding what and where to purchase. If, however,
one or more governments do not take tariffs into account in decision-making
the argument presented in the previous paragraph is still further strength-
enéd: for any given degree of tariff dispersion the lower the average rate
of the "common'" external tariff the better. In each of these two cases - the
first in which a significant proportion of transactions bear zero tariffs,
the second in which one or more countries in effect do not apply the '"common'

external tariff - it is even more difficult than otherwise to decide whether

adoption of common external tariff would be on balance beneficial.

2. Export subsidies

In the previous section it was assumed that export subsidies were
harmonized together with tariffs: since export subsidies and tariffs
affect resource allocation symmetrically, to harmonize one without the
other is not to harmonize at all. For example, a harmonized common
external tariff with a uniform rate of t per cent on all goods does not
grant equal effective protection to all activities (even ignoring the
problem of traded services bearing zero tariffs) unless export subsidies
are also set at t per cent on all goods. Inefficiency results if export
subsidies are set uniformly lower than tariffs, or if subsidy rates differ
between goods and/or countries. By the same logic, the second best principle
suggests that adoption of a common export subsidy with uniform rates on
all goods will not necessarily be beneficial if (ignoring distortions etc.)
the common external tariff is not equal on all goods and in all countries.

Once the symmetry between tariffs and export subsidies is recognized it
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cén be seen that the arguments for and against harmonization of export
subsidies both in general and in the Andean Group are identical to those
concerning tariffs. They will therefore not be repeated here.

The Cartagena Agreement does not specifically discuss harmonization
of export subsidies; hcwever it does call for adoption of a '"common
commercial policy vis-a-vis third countries' at an unspecified date in
the future. If the Andean common minimum external tariff is adopted as
the common external tariff a common export subsidy of approximately simi-
lar rates (adjusted of course where there is monopoly power in trade as
in coffee, copper etc.) should also be adopted to avoid the bias towards
import substitution and against exports that would otherwise exist. As
long as the tariff and subsidy rates on different goods are not too un-
equal the smaller the gap between the aQerage tariff rate and the average
export subsidy rate the better. Once we take into account the problem
that invisibles are generally not subject to tariffs and export subsidies
and the possibility that Chile and/or Peru will ignore tariffs and/or
subsidies, a second generalization is also possible: for any given gap
between the average common external tariff and the average common export
subsidy, the lower the absolute level of the tariff and export subsidy
the better.

The discussion in this section hitherto has been concerned solely
with subsidies for exports to the rest of the world (extra-union exports).
Assuming that tariffs for intra-union trade are abolished and tariffs and
export subsidies for extra~union trade are set at approximately uniform and

equal levels export subsidies for intra-union trade should also be abolished.
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In the limit, and ignoring departures from competitive assumption, if

all goods and services are subject to tariffs and export subsidies at a
single uniform rate t for extra-union trade and if tariffs and export
subsidies are set at zero for intra-union trade the currencies of all
member countries will be overvalued by t per cent, and the situation

is equivalent to free trade. Starting from this Pareto optimal situation
if export subsidies for intra-union trade are now set at a positive

level or levels we will have too much trade within the union. For
example, assume that identical widgets are produced at constant and equal
costs in countries A and B. If intra-union export subsidies are zero
transport costs will dictate that A's producers sell their product in A,
B's in B, However if we introduce positive intra-union export subsidies
which are greater than transport costs A's producers find it more pro-
fitable to sell their widgets in B's market and vice versa. This may be
regarded as a case of 'detrimental trade creation.'" This argument relies
on external tariffs and export subsidies having been set optimally: to
the extent that external tariffs and export subsidies depart from allo-
cative neutrality the economic case for setting export subsidies at zero

for intra-union trade becomes less certain.

3. Indirect taxation

It is assumed throughout the rest of this paper that tariffs and
export subsidies have been harmonized (that is, that we are dealing with
a customs union rather than a free trade area) and that the tariff and subsidy

rates on different goods are relatively similar. Without this assumption
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(or the alternative assumption, unrealistic for most less developed countries,
‘that tariffs are significantly lower and/or less unequal than indirect taxes)
it would not in general be possible to determine conditions under which
harmonization of indirect taxes is desirable. The assumption is less cru-
cial to the analysis in later sections of the paper.

Harmonization of indirect taxes, using this term to include sales
taxes, corporation taxes etc., may be interpreted as adoption of identical
indirect tax bDases, levels and rate structures. As with tariffs, strictly
speaking only bases and rate structures need be harmonized since differ-
ences in average tax levels would be compensated for by exchange rate
changes; but again for simplicity we confine ourselves without loss of
generality to full equalization of tax rat:es.12 Again as with tariffs
there are two types of tax structure, optimal or non-optimal, an optimal
structure being defined as one in which all goods are taxed equally with
exceptions for departures from pure competition, overriding social
goals etc. Of course the decision concerning which departures from allo-
cative neutrality are "justifiable" is by no means a simple one. In
the words of James Meade:

Theoretically....national taxes or subsidies on the
production or consumption of particular products ought

to be banned in our union, unless they are needed to
offset some other imperfection in the market mechanism.
For example, a properly adjusted tax on some commodity in
whose production there is a social diseconomy and in the
case of which private cost is, therefore, below social cost
would merely raise private cost up to social cost and thus
improve the position., But this is a difficult distinction
to draw. In the United Kingdom the consumption of wine is
heavily taxed and that of milk subsidized. Is this an in-

admissible interference with the optimization of a home
indnstry, since milk is home~produced and wine imported?
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Or is it a legitimate case of social economies and dis-~
economies to encourage the feeding of milk to British
babies at the expense of the drunkenness of British
fathers? And who, pray, but Her Majesty's Government
in the United Kingdom is competent to decide such an
issue?13

For tax systems which depart from allocative neutrality we have
the same second best problem as with tariffs - an indirect tax structure
which is.harmonized (equal across countries) but
contains departures from allocative neutrality which cannot be justified
on social welfare or similar grounds cannot be said in general to be an
improvement over the maintenance of different national tax structures.
On the other hand one can probably adapt the Bruno conditions to the
indirect tax case. Johnson (1968 p.22) anticipates this when he states:

[1f] the problem of harmonization is approached in piecemeal
fashion, the most that can be said is that there is some
presumption that efficiency could be increased by lowering
those fiscal burdens that are exceptionally high bv the
standards of the country in which they are imposed. Even
this presumption has to be qualified by recognition that
particular high or low fiscal burdens may be a deliberate
result of some unique feature of national social policy.

The conditions under which the freeing of trade strengthens the
case for harmonization of indirect taxes are completely analogous to

those discussed in the tariff case. Harmonization of indirect tax structures

is more necessary after the freeing of trade, ceteris paribus, the greater

the change in economic distance (which reduces to the higher the pre-union
tariffs assuming constant intra-union transport costs), the lower the
intra-union transport costs, the greater the differences in pre-union

tax structures and the less divergent the relevant national priorities.
The general discussion and examples of the tariff policy section apply

fully to this one substituting "indirect taxes" for '"tariffs' where

necessary.



- 20 -

The Cartagena Agreement calls for harmonization of '"fiscal policies“
in general terms but does not elaborate, nor does it specify a date for the
achievement of such harmonization. Despite the similarity.between the
theoretical cases for harmonization of tariffs und indirect taxes there
are several key differences between the two in the context of the Andean
Group. First, Andean indirect taxes tend in general to be lower than
tariffs, and in many cases are not much higher than transport costs.

This suggests that the "buffer'" of high inter-country transport costs is
likely to be more effective in guarding against misallocation of resources
due to indirect tax differences than against those due to tariff differences.
Second, while pre-union tax structures differ considerably among countries,
in terms of inflhencing resource allocation these differences are probably
less significant than inter-country differences in tariff structures.
Third, countries' ideas differ significantly on the desired structure of
industrial organization: Peru began an experiment in worker ownership of
factories in the late 1960's, Chile is moving towards its own brand of
socialism and popular ownership of the means of production, Colombia and
Ecuador lean towards free enterprise, and Bolivia swings from one view to
another with some frequency, having had 184 governments in the 146 years
since it gained independence from Spain. Since each country has its own
views on the structure of indirect and corporate taxes which is appropriate
to achieve its goals, the adoption of a single harmonized tax structure,
even if it were politically feasible, would clearly involve significant
costs in terms of the sacrifice of strongly-weighted national objectives.

Given these arguments and the fact that the E.E.C. in which intra-union
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transport costs are much lower than in the Andean Group, still maintained
four different systems of taxing companies and dividends more than a decade
after its inception,14 the case for harmonization of indirect taxes after
trade is freead in the Andean Group is considerably weaker than the case

for the adoption of a common external tariff,

4, _Exchange rate policy

Harmonization of exchange rate policies may be defined in at least
two different ways: first, agreement as in the European Economic Community
to maintain fixed exchange rates and to consult with other nembers whenever
a parity change is (by assumption infrequently) desired ("nc-devaluation-
without-consultation") and second, agreement that each member will adopt
a crawling peg system and will devalue pari passu with its own rate of in-
flation15 on a week by week basis, consulting with the other members of
the union if it desires a faster or slower rate of devaluation ('devaluation-
with-inflation").16 The major benefit from successful harmonization of
exchange rate policies would be avoidance of the inefficiencies, inequities
and political problems which arise 1f exchange rates get out of line, with
producers in one country gaining an artificlal advantage compared with pro-
ducers in other countries. The major cost 1s of course loss of control
over the exchange rate, the instrument with the most direct impact on
the balance of payments. This loss is even more serious in the present
case than it would otherwise be since we are assuming that a common ex-
ternal tariff and export subsidy have been adopted, thus ruling out
manipulation of the average tariff-subsidy level as a means of affecting

" subsidy level as a means of affecting the balance of payments.
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The two key variables in determining whether harmonization of
exchange rate policies is desirable after formation of a customs union
are member countries' rates of inflation and the degree of stability of
their balance of payments. An example which is typical both of Latin
America in general and the Andean Group in particular may be useful to
indicate the significane of inflation rates. Take a customs union con-
sisting of two members, country A whose exchange-rate policy prior to
formation of the union was devaluation in discrete steps to cope with
periodic balance of payments crises arising as a result of domestic
inflation, and country B which pursued a policy of devaluing with
inflation on a week-by-week basis thereby maintaining approximate
balance of payments equilibrium over time. Assume to simplify the
exposition that each country has a steady rate of inflation over time,
that A's rate is greater than B's, and that the rate of inflation in the
rest of the world (W) is zero. None of these assumptions is necessary
for the conclusions to hold. Now assume that if exchange rates are not
harmonized after the customs union is formed each country maintains its
pre-union exchange rate policy. In this case (fig 2a) A's real exchange
rate (defined as its nominal exchange rate adjusted for domestic inflation)
fluctuates jumpily over time declining steadily as inflation continues
and increasing in a single leap when devaluation occurs, whereas B's real
exchange rate is constant over time since the steady inflation in B is
exactly offset by week-by-week devaluations. Now introduce our two types

of exchange rate harmonization. In terms of fig 2a harmonization of the
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in countries A, B and W are equal in fig 2c.
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"no-devaluation-without-consultation" type means attempting to alter the
time path of B's real exchange rate to make it more similar to A's (fig 2b),
whereas harmonization of the "devaluation-with-inflation" type means
attempting to alter the time path of A's real exchange rate so that it
becomes identical to B's (fig 2c).

It cannot in general be said whether harmonization of the '"no-
devaluation-without-consultation' type will be an improvement over no
harmonization. This is true even if we assume that A and B have equal
rates of inflation and that they devalue at the same moment of time, that
is, that the time path of B's real exchange rate is identical to A's in
fig 2b. The reason is of course that while we have eliminated one distor-
tion, unequal treatment of intra-union producers, two other major distor-
tions remain and may well have been aggravated: the relative position of
intra-union producers vis-a-vis producers in the rest of the world fluctuates
sharply over time, as does the relative profitability of producing traded
and non-traded goods within the customs union. These distortions only
disappear under "no-devaluation-without-consultation" harmonization in the
trivial case where the rate of inflation in each country within the union
is exactly equal to the (appropriately weighted) average rate of inflation

in the rest of the world; but in such a situation, ceteris paribus, '"no-

devaluation-without-consultation" is de facto identical both to "no harmon-
ization" and to "devaluation-with-inflation' since in each of the three
cases no member of the union will need to devalue at any time. On the other
hand, harmonization of the second type, devaluation on a week by week basis

at the same rate as inflation, eliminates all three distortions (fig 2c).
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The real incentives facing intra-union producers of traded and non-traded
‘goods are constant over time, intra-union and extra-union producers of the
same goods are treated equally and producers of the same goods in A and B
are treated equally. 'Devaluation-with-inflation" therefore represents a
clear improvement over '"no harmonization' and '"mo-devaluation-without-
consultation."

The above example illustrates the problems caused by differing
rates of inflation. Problems can also arise if at least one member of the
customs union has a relatively unstable overall balance of payments, that
is, i1f it depends on a small number of products for a large proportion of
its total foreign exchange receipts. For example, if exports of coffee
account for 60 per cent of one member's foreign exchange receipts and
the world price of coffee falls 40 per cent and is not expected to re-
cover (perhaps because the world coffee agreement collapses) this coun-
try needs to be able to alter its real exchange rate to re-equilibrate its
long-term balance of payments. Any scheme to harmonize exchange rates
should allow sufficient flexibility for members to'adjust their exchange
rates unilaterally when faced with such "fundamental changes' in their
long-term balance of payments prospects. This point is more important
the more unstable the balance of payments of union members.

We have hitherto assumed that all customs union members enter the
exchange rate harmonization phase in balance of payments equilibrium. This
in turn assumes that all members' exchange rates have been correctly ad-
justed to compensate for the long-term changes in balance of payments out-
look brought about by the abandonment of national tariff structures, import

quotas etc. and adoption of the union's common external tariff. However,
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in practice it is likely to be difficult to ascertain exactly the right
amount by which to adjust exchange.rates during the transition phase.
This has led Yeager (1958), Kreinin (1960) and others to propose the
adsption of flexible or at least more flexible exchange rates during
the transition period.

The Cartagena Agreement simply states that exchange rate policies
should be harmonized without specifying what is meant. Both rates of
inflation and exchange rate policies differ significantly among Andean
Group countries. In the late 1960's annual rates of inflation were five
to ten per cent in Colombia and Peru and over thirty per cent in Chile.
In the same period Colombia and for a while Chile devalued pari passu
with inflation while Bolivia, Ecuador and Peru carried ov: step devalu-
ations at irregular intervals. Since rates of inflation in Andean coun-
tries differ significantly from the world-average rate of inflation the
conclusions concerning the desirability of exchange rate harmonization
which were derived earlier are applicable in the context of the Andean
Group. First, harmonization of the "devaluation-with-inflation" type is
superior to no harmonization and to "no-devaluation-without-consultation';
second, it cannot in general be said whether '"no-devaluation-without-
consultation" is preferable to no harmonization at all.

The balance of payments of all Andean member countries are rela-
tively unstable in the earlier-defined sense. In the late 1960's copper
accounted for 75 per cent of Chile's exports, tin for 70 per cent of
Bolivia's exports, coffee for 60 per cent of Colombia's exports, bananas

for 45 per cent of Ecuador's exports (new oil finds are likely to change
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this in the 1970's) and fishmeal and copper for 60 per cent of Peru's
" exports. It is therefore extremely important that any harmonization
scheme that may be adopted should permit members to alter thelr real
exchange rates in response to ''fundamental changes" in their balance
of payments.

If the common external tariff adopted by the Andean Group is of
similar structure and average height as the Andean common minimum exter-
nal tariff the period of gradual transition from pre-union national
tariff structures to the common external tariff (1974 to 1980) will
require significant exchange rate changes. This is particularly true
for Chile which had the highest pre-union nominal tariffs of all Andean
Group members.18 Such exchange rate adjustments will need to be carried
out by all Andean countries regardless of whether exchange rate policies

are eventually to be harmonized.

5. Planning and macro—-economic policies

Harmonization of planning and macro-economic policies may be
interpreted as co-ordination to greater or lesser degree of national
development plans and stabilization policies. The conditions for the
freeing of trade to strengthen the case for harmonization are similar
to those for tariffs and indirect taxes. Co-ordination of planning
and stabilization policies is more necessary after formation of a customs
union the greater the change in economic distance (and in intra-union
factor flows), the closer the intra-union economic distance in absolute

terms, the greater the differences in pre-union national policies or
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strategies, and the less divergent the national goals.

The Cartagena Agreement speaks generally of the need to harmonize
"methods and techniques of planning.'" The significant differences and
inconsistencies in pre-union policies and the decrease in economic dis-
tance between Andean Group members suggest that some benefit could be
derived from some co-ordination of planning between the five countries.
However, from what has already been said about the differences in na-
tional socio-political goals the costs of such co-ordination would be
high., It therefore seems unrealistic to expect any significant co-
ordination of economic planning to take place beyond agreement on
programming of some parts of the industrial sector as envisaged in the
Cartagena Agreement.19 The case for co-ordination of macrostabilization
policies in the Andean Group is, if anything, weaker than that for co-
ordinating national planning. To be sure,.the increase in intra-union
trade which is likely to occur will increase the influence of changes
in the level of effective demand in each country on the level of
employment and activity in the others. However, this is only a matter
of degree: such feedback effects exist even if trade is partially
restricted. Even the relatively much more homogeneous and closely-
linked E.E.C. has not yet found it necessary to set up a supranational

body to co-ordinate stabilization policy.20
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6., Intra-union factor movements

Harmonization of policy on intra-union factor movements may be
defined as allowing complete freedom of flow of factors between countries,
If there are no other distortions the freeing of factor movements allows
factors to locate themselves optimally yielding a gain in economic effi-
clency. This gain is of course less to the extent that factors are im-
imobile for institutional reasons. If some or all members of the union
have significant unemployment problems and face shortages of capital the
distribution question is likely to be important. Permitting the free
flow of factors throughout the union may well improve the allocation of
resources throughout the region, thereby enabling every country's real
income to be raised if benefits were redistributed. However, if such
redistribution does not in fact occur the losers of capital and skilled
labour and the gainers of unskilled labour may well be unwilling to allow
factors to move freely.

The Cartagena Agreement is vague on intra-union factor movements
and does not set up a timetable for theilr liberation. All five Andean
Group countries suffer from considerable unemployment of anything up to
20 per cent, and all are short of capital, which means that even those
small illegal flows of labour and capital which have occurred between
countries have caused considerable political problems. Examples include
migration from Colombia to Ecuador and Venezuela, and from Bolivia into
northern Chile.21 Furthermore, if capital movements were free funds would
flow from Chile to other union members for political as well as economic

reasons, with uncertain impact on overall regional efficiency. On balance,
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then, once political factors are taken into account it is not clear
whether the freeing or factor movements in the Andean Group would be
beneficial. On the other hand certain types of controlled factor move-
ments could still be profitable - the pooling of some skilled labour,
higher education and research resources, and the promotion of joint
investment undertakings and regional multi-national corporations as

foreseen in the Cartagena Agreement (Diaz-Alejandro, 1970).

7. Policy towards foreign capital

Harmonization of policy towards foreign capital may be defined as
the adoption of a common set of more or less restrictive conditions for
the entry of foreign capital into the union. The adoption of a common
policy on foreign capital improves the bargaining power of member coun-
tries in dealing with large foreign corporations, lessens the likelihood
that members will engage in beggar-my-neighbour policies to attract foreign
capital, and may provide a measure of "independence from foreign influence"
which may be valued for its own sake. On the other hand, if it is highly
restrictive a common policy may deter investors who would otherwise have

on balance benefitted the region. Adoption of a common policy on foreign

capital is therefore likely to be more beneficial, ceteris paribus, the

greater the increase in bargaining power obtained, the greater the likeli-
hood that without such a policy members would adopt beggar-my-neighbor poli-
cies to attract foreign investment, the greater the value placed on 'inde-
pendence from foreign influence'", and the less the value of useful foreign
investment which is deterred from entering the union by the existence of

the policy.
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As provided for in the Cartagena Agreement the Andean countries adopted
a common policy on foreign capigal in December 1970. Foreign firms with in-
vestments made before that date must comply with the provisions of the common
policy if they wish to take advantage of the intra-Andean lowering of tariffs,
but may be exempted if they restrict their sales to national markets. All new
investors must commit themselves ''to place on sale for acquisition by national
investors. . . the percentage of their shares, participations or rights, that
may be necessary for the transformation of such companies into mixed com-
panies, within a period that may not exceed 15 years in Colombia, Chile and
Peru, or 20 years in Bolivia and Ecuador."22 "Mixed companies' are defined
as at least 51 per cent owned by national investors. The conversion must pro-
ceed steadily over time, so that after one-third and two-thirds of the time
period has elapsed national investors must own at least 30 and 45 per cent of
the capital respectively (10 and 35 per cent in Bolivia and Ecuador). Special
treatment is given to so-called "basic sectors', and by early 1970 Colombia
Peru and Ecuador had exempted foreign private investment in mining and petro-
leum, banking, communications, local retailing and similar lines from the
provisions of the common policy.23

As noted above, whether the adoption of this common policy is regarded
as on balance beneficial to the Andean Group depends on whether the gains from
obtaining more favourable terms on new foreign investments and increasing
"independence from foreign influence' are more than offset by the loss of
potentially beneficial new foreign investments which are foregone (assuming
that there will be fewer interested investors after adoption of the common
policy than there would otherwise have been).24 This is an empirical

question on which the evidence is not yet available. One thing appears
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certain, however: the distribution question 1s once again likely to be
important. For example, independence from foreign influence is valued
more highly by the left-leaning governments of Chile and Peru than by
the more conservative Colombian government. At the same time Colombia
may quite possibly lose more potential foreign investment as a result
of adopting the common policy than Peru or Chile. On both grounds,
then, Colombia can expect to gain less than Chile or Peru from applica-
tion of the common policy. The heated opposition to the policy within
Colombia in late 1970 and early 1971 and the strong stance taken by the
Colombian delegation in Lima against an earlier more radical proposal
for the common policy on foreign investment at least partly reflect

this problem.

8. Currency unification

Currency unification, or harmonization of national currencies, may
be taken to mean adoption of a single currency and creation of a regional
Central Bank to control the money supply. Currency harmonization in this
form is similar in many respects to a third form of exchange rate harmoni-
zation - adoption of irrevocably fixed rates of exchange between union
members, It is, however, sufficiently different from the two types of
exchange rate harmonization which were discussed earlier to merit separate
trecatment. Currency unification would facilitate intra-union commodity
and financial interchange but countries would lose unilateral control
over monetary policy, and the overall Andean unemployment level could

well rise as argued below.
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The case for adoption of a common currency is closely related to
the debate on optimum currency areas. For a region to qualify as an
"optimum currency area' it siould at least approximately fulfill the
following conditions.25 First, there should be a high degree of factor
mobility within the region. As Mundell (1961) and Meade (1957) argue,
this is to ensure that as wages, prices and unemployment rates diverge
from country to country factors move in an equilibrating manner, thus
obviating the need for changes in relative exchange rates.26 If factors
are not internally mobile and a common currency is adopted (thereby ruling
out changes in relative exchange rates) the average overall rate of
factor unemployment would probably rise. Fleming (1971) accepts this
argument as far as labour mobility is concerned, but argues that it is
not necessarily true for capital mobility, and that in fact mobility of
capital among the members of the group may even aggravate rather than
mitigate the losses and frictions that would otherwise result from mem-
bers' inability to adjust exchange rates in the face of intra-area dis-
equilibria. Second, the ratio of imports from the rest of the world to
regional gross domestic product should be relatively low (McKinnon, 1963).
The larger is the ratio of imports to domestic production the less likely
are workers and owners to maintain unchanged the prices in domestic cur-
rency of what they sell in the face of changes in the prices of what they
buy, and therefore the less likely is an alternation of the region's
exchange rate to succeed in affecting its balance of payments. Third,
the region's product mix should be relatively diverse, so that on the

insurance principle an exogenous setback affecting one export product



is unlikely to seriously affect the external terms of trade, employment
levels etc. (Kenen 1969, Flanders 1969). Fourth, members of the region
should have similar rates of inflation. This could occur in at least

two sets of circumstances. (a) Members could have similar unemployment-
inflation curves (also called "Phillips curves' and representing the
trade-off between inflation and unemployment) and similar national pre-
ferences concerning the desirable inflation-unemployment mix: in this

case both inflation rates and unemployment rates would be similar in all
member economies.27 (b) Unemployment-inflation curves could differ but
preferences could be such that all members have the same rate of inflation
but differing rates of unemployment. Fleming (1971) points out that given
that the inverse relationsip between unemployment and inflation is typically
found to be curvilinear at least in the vicinity of full employment, adoption
of a common currency may well increase the average level of unemployment

in the region. Consider three possible cases. First, among countries
which have identical unemployment-inflation curves and the same rate of
inflation at their preferred positions, emergence of intra-area disequili-
brium, if unemployment in the area as a whole is maintained constant, would
result in an increase in the average level of price inflation. This is
because the transfer of unemployment from surplus to deficit countries
would involve a rise in the rate of inflation in surplus countries greater
than the fall in the rate of inflation in deficit countries (Fleming, 1971
fig 1). To prevent this acceleration in the rate of inflation it would

be necessary for unemployment to rise in the surplus country more than it

falls in the deficit country, that is, for the overall rate of unemployment
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to rise. A similar conclusion ensues if countries have different unemploy-
ment-inflation relationships but the same slope at their preferred positionms.
The reverse conclusion follows in the perhaps less likely case where coun-
tries have similar unemployment-inflation curves but different prefer-

ences concerning the desirable inflation-unemployment mix.

The Cartagena Agreement vaguely calls for the harmonization of monetary,
financial and fiscal policies without specifying what is meant. It is ex-
tremely unlikely that the Andean Group is an optimum, or even close to an
optimum currency area. First, labour is naturally immobile not only be-
tween countries but also within countries. Thus the average Andean unem-
ployment rate, already high, would probably rise if a common currency were
adopted, Second, foreign trade is on average about 20 per cent of gross
national product. While this figure is no higher than in Germany or the
U.K. it has been kept artificially low because of the traditional bias
towards import-substitution and may Le expected to rise as increasing em-
phasis is placed on export promotion as an alternative strategy. Third,
in terms of diversity of product mix five or six major products dominate
total exports which suggests the area's balance of payments is relatively
vulnerable to exogenous shocks. On the other hand it might be argued that
on this score the Andean Group is a less vulnerable currency area than any
of the single nations within it, since each relies on only one or two
products for the bulk of its export revenues. Finally, and most important,
inflation rates differ significantly both within countries at different
times and between countries at the same time. Even if it were feasible

to deal with-this problem by contraction and expansion of effective
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demand in deficit and surplus countries respectively the overall Andean
rate of unemployment would probably rise as argued above. Given that such
a solution is not likely to be feasible, and given the lack of labour
mobility between countries, adoption of a common Andean currency would
almost certainly lead to large increases of unemployment in high inflation
countries accompanied by smaller decreases in unemployment in low infla-
tion countries. Apart from implying an increase in the average level of
Andean unemployment this implies that low inflation countries would gain
at the expense of high inflation countries which would not nnly be in-

equitable but would make the union politically unworkable.28
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FOOTNOTES

Part of the research on which this paper is based was supported by the
Harvard Development Advisory Service through funds provided by the Agency
for International Development under Contract CSD-1543. The views ex—
pressed in this paper do not, however, necessarily reflect the views of
either organization. I wish to thank Professors Jagdish Bhagwati, Daniel
M. Schydlowsky and members of the graduate seminar in international trade
at M.I.T. for helpful comments on an earlier draft. In general in what
follows where specific assumptions are needed they will be of a less
developed country type - there exist tariffs, unemployment, a shortage

of foreign exchange etc. However, for many of the conclusions these
assumptions are not necessary. At the time this paper was written Vene-
zuela was considering becoming the sixth member of the Andean Group
customs union.

P. Wonnacott, "Policy Harmonization in Free Trade Groupings With Special
Reference to the European Economic Community' in Johnson et al (1968).

The establishment of a central organizing body for the customs union may
significantly alter the balance of forces in some cases. Dr. R. Dahrendorf,
a distinguished member of the European Common Market Commission, has analysed
the Commission's "propensity to push harmonization of everything in order to
increase its own bureaucratic power." (Financial Times, Aug 19, 1971)

A body like the Andean Group's Junta may feel more able to ignore indus-
trialists' pleas for high tariff protection than national governments

which rely in part on the same industrialists' support to gain re-election,
with the result that a customs union's common external tariff could well
turn out to be less 'protectionist” than any of the prior national tariff
structures. Something like this seems to have happened in the determination
of the Andean Group common minimum external tariff (Morawetz 1972¢). For

a general treatment of the political dynamics of integration see Nye (1968,

1970).

This point has been recognized by Reddaway (1958), Ohlin (1965), and
Johnson (1968). Johnson has an interesting discussion of some of the causes
of the bias towards policy harmonization which tends to exist in customs

unions.

The Economist, February 20, 1971 and Johnson <1968).

As Tinbergen (1952) has shown the policy-maker needs at least as many
instruments as there are targets if he is to fully attain his goals.

For a discussion of some problems and possible solutions concerning the
distribution of benefits in customs unions see Morawetz (1972b).
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Interestingly enough there do not appear to be any examples of an in-
tegration scheme actually moving from a free trade area to a customs
union. In the E.E.C., East Africa, UDEAC, Central America and the Andean
Group, a common external tariff or an attempt at one was present from the
start, while EFTA remains a free trade area. It has been the intention
for some time to implement a common external tariff in LAFTA but almost
no progress has been made (Kahnert et al 1969 p. 41).

Even if the tariff on raw wool happens to be equal in Peru and Ecuador,
if tariffs on all other goods are on average significantly higher in
Peru than in Ecuador and therefore overvaluation is greater in Peru than
in Ecuador, Ecuadorean producers will still gain at the expense of
their Peruvian competitors. Naturally the reverse is also possible.

Sergio de la Cuadra 'La Estructura de la proteccion en Chile", Ph.D.
thesis, Universidad Catolica de Chile, cited in Selowsky (1971). For
a detailed analysis of Andean Group pre-union tariff structures see
Morawetz (1972c).

For a detailed analysis of Andean Group transport costs see Morawetz (1972d)

The analysis in this section abstracts from the question of whether
indirect taxes should be levied on the origin or the destination
principle. For discussion of this subject, see Balassa (1961),

E.E.C. (1963) and Shoup (1967). Even after tax rates are equalized
definitional problems may remain. ''Because of historic church opposi-
tion to cremation, Luxembourg has no crematoriums of its own. Until
mid-1968, when the Six abolished international customs and substituted

a complex system of 'taxes on value added' (T.V.A.), this was no great
problem; when a Luxembourgeois who believed in cremation died, his fam-
ily would simply have him taken across the French border to Strasbourg.
But under T.V.A. French tax collectors consider cremation a taxable
'service rendered to a private person.' As a result, they now dun
bereaved Luxembourgeois for 17% of the Strasbourg crematorium's fee-

the 'value added' to the deceased. On their way home with the ashes,
the mourners get hit again, this time by Luxembourg officials who demand
payment of another 8% tax for 'work entrusted to a foreign company, with
reimportation of the finished product.' In raising the cremation issue,
Protester ﬁelgian Socialist Deputﬁ Glinne is trying to get action

on the egregious tax inequities that cxist among the Six. But so far,
the main effect of his campaign has been to stir new doubts about Common
Market membership in Britain, where cremation is common. Britons al-
ready consider themselves too heavily taxed on their income to be ex-
pected to cough up for what they urn as well." Time, May 17, 1971, p.28
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Meade (1953) cited by Wonnacott in Johnson et al (1968 p.51). Note that
even full harmonization of taxes is incomplete 1f government expenditures,
work conditions, social security systems, tax evasion etc. differ signi-
ficantly. Such differences are ignored here.

Italy uses a schedular system, under which different taxes are levied on
income of different types and from different sources. Holland and Luxem-
bourg, like the U.S. and Britain, use the "classic' system under which
corporation tax is levied on companies at a single rate and dividends

are taxes as shareholders' income at normal rates. Germany uses a
split-rate system, levying corporation tax at a higher rate on retained
earnings and on profits actually paid over as tax (51 per cent) than on
profits paid out as dividends (15 per cent); dividends are then taxed as
shareholders' income at normal rates. France and Belgium use a tax credit
system. Corporation tax is levied at one rate (50 per cent in France)
but shareholders' dividends are taxed in a special way. A dividend
received by a French shareholder of Fr50 is treated as though it were one
of Fr75, with tax paid already of Fr25. The shareholder is then charged
more tax, or gets a rebate, according to his own tax position. He thus
gets a tax credit of Fr25. This dividend, however, has already borne
corporation tax of Fr50. The credit is thus equal to about half the
corporation tax borne. The Economist, Feb 20, 1971, p.60.

Throughout this section to simplify the analysis and without loss of
generality rates of inflation refer to differences between national
and world-average rates, and should be understood to be adjusted for
changes in productivity. For example, if prices and productivity rise
by 10 and 2 percent per annum respectively in country A and by 4 and 3
per cent per annum in the rest of the world, A's rate of inflation is
(10 - 4) + (3 - 2) = 7 per cent,

Colombia, Chile, Argentina and Brazil operated such crawling peg systems
successfully in the late 1960's and/or early 1970's. In Colombia small
devaluations were carried out once or twice a week so that exchange rate
changes were relegated to the inside pages of the newspaper.

A third possible type of exchange rate harmonization, maintaining union
members' exchange rates rigidly fixed vith respect to each other (not per-
mitting unilateral devaluation by a union member) is similar to adoption
of a common currency and is discussed under section & below,

Costa Rica wanted to adjust its exchange rate in 1967-68 but was not
permitted to do so by fellow members of the Central American Common

Market (Nugent 1969, p.9).
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For some estimates of the implications for exchange rates, resource
allocation, and growth of various tariff-reduction programs in Chile
see Taylor and Bacha (1971) and Selowsky (1971).

In none of the integration schemes established to date does compre-
hensive regional planning play a significant role, development plans
being in all cases based on national rather than regional resource
endowments. Some sector planning has taken place particularly in
the services sector; transport, communications, energy production
etc., and in isolated cases some planning of industrial subsectors
has been attempted such as the steel industry in Latin America
(Kahnert et al 1969 p.89).

Cooper (1969) has shown that even if coordination of macro-policies
is not desirable on static-efficiency grounds it may yield signifi-
cant gains from better mutual "timing." However, one of the key
conditions necessary to obtain this result, high mobility of capital
between countries, does not apply in the context of the Andean Group.

Diaz-Alejandro (1970, p.24). Factor flows have caused political
problems in other common markets. One of the causes of the trouble
between E1 Salvador and Honduras in the Central American Common Mar-
ket which erupted in the "football war" was migration between the two
countries. In the East African Common Market socialist-leaning Tan-
zania was forced to impose controls on capital movements to check

the flow of capital to more conservative Kenya and Uganda in March
1971 (I.M.F., International Financial News Survey, XXIII, 12, March 31,
1971). Factor flows do not necessarily follow the lines set up by
common markets. Eighty per cent of the migrant workers in the E.E.C.
are from non-market countries (New Statesman, 9 April 1971 p.488).

Article 30 of Decision No. 24, "Common Rule of treatment for foreign
capital and on trademarks, patents, licences and royalties,'" Committee
of the Cartagena Agreement Third Period of Extraordinary Sessions, Lima,
Peru, Dec 14 to 31, 1970 (Unofficial translation). For the full text
of this Common Rule see Morawetz (1972a).

Peruvian Times, Nov 12, 1971 p.2

For some evidence on this question in other less developed countries,
see Wells (1970).

Only the most important consitions are discussed here. For some more
conditions see Fleming (1971).
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Fully flexible wages and prices would serve as an alternative substi-
tute for changes in relative exchange rates, as would the adoption of
a highly responsive fiscal redistribution system, whereby members with
higher unemployment rates, say, received transfers from those with
lower rates. However, flexible wages and prices and smoothly function-
ing redistributive systems are rarely found in practice.

Factors influencing the position and shape of the unemployment-inflation
curve include the rate of growth of productivity, the degree of trade
union aggressiveness etc. It is not necessary that similarity should
prevail in each of these respects for members to have similar unemployment-
inflation curves; it is enough if differences in one respect are offset
by differences in another. For .example, higher productivity growth

could be just offset by more aggressive trade unionism.

Little progress has been achieved on currency unification in other
integration schemes. The E.E.C. and LAFTA countries maintain their
own currencies. In East Africa a currency board operated until 1966
issuing a single East African currency, but now each country has its
own central bank issuing national currencies. In UDEAC a uniform
currency is used but this is because all countries are members of
the franc zone rather than as a result of the regional integration
scheme. In Central America a clearing house was established in 1961
and some steps have been taken in the direction of monetary union
(Kahnert et al, 1969, p.89).
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