The Costs of Protection in the
European Community

A study of EC trade policy in the coming decade should focus on the re-
maining peaks of protection because they are generating the highest do-
mestic costs, and hottest international and domestic tensions. There is an
additional reason for such a focus: most of the highly protected EC activ-
ities examined in detail in this chapter are similar to those listed by the
study on the costs of protection in the US economy done by Hufbauer and
Elliott (1994), suggesting that almost the same sectors in the OECD coun-
tries have been able to resist past trade liberalization. Many of these
highly protected products are intermediate goods (used as inputs by EC
producers) in which developing countries have comparative advantages.
This concentrated survival of protection may reflect the limited participa-
tion of developing countries in past rounds of WTO negotiations, and the
capacity of EC firms to “pass through” peaks of protection downstream to
consumers.

During the WTO negotiations of the coming decade, reciprocity is un-
likely to work with such round-immune, worldwide troublemaking sec-
tors, which always argue that they are being hurt by a liberalization that
they have been successful at aborting. Unilateral actions are necessary to
cope with them. The first step in such actions is to recognize the problem
at stake by revealing the domestic costs of protection of these highly pro-
tected sectors. This is the topic of this chapter.

The focus on EC high protection during the 1990s pinpointed 22 prod-
ucts and services (5 in agriculture, 14 in manufacturing, and 3 in services)
characterized by a high rate of overall protection. The absence of available
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information on the relations between these products and services, and be-
tween them and the rest of the economy, has made necessary the use of
partial-equilibrium models to estimate the costs of protection, although
such models can neither catch income effects nor the feedback effects from
a better allocation of resources generated by freer trade (including dy-
namic interactions between economic growth and trade).

But a general-equilibrium approach requires quantitative information
on the existing links between sectors—hence it is forced to rely on “pre-
fabricated” sectors (generally derived from national accounts). This is a
severe constraint when one focuses on trade negotiations because pre-
fabricated sectors aggregate products under low and high levels of pro-
tection. The resulting average rates of protection by sector do not reflect
peak rates, and thus they generate systematic and possibly large under-
estimates of protection costs (because those costs increase more than the
level of protection; e.g., they are a function of the square of the rates of pro-
tection in the case of linear supply and demand functions).

The chapter provides two major results about the magnitude of the costs
of protection for EC consumers. (The reasons for using the costs of pro-
tection for consumers as the preferred measure, in sharp contrast to the
traditional approach, are explained in the section estimating the costs
of protection in the perfect competition case). First, the estimated costs of
protection in agriculture and manufacturing for EC consumers amount to
6 percent of the value added generated by these two sectors, when per-
fectly competitive markets are assumed in the protected sectors.

However, almost all the industrial products (12 of the 14) and a signifi-
cant portion of the farm goods examined in detail in this chapter are
produced under imperfect competition. Taking into account this aspect
increases by one-third on average the protection costs of the highly pro-
tected goods involved, despite conservative assumptions about the extent
to which trade liberalization would allow shifting to more competitive
domestic markets. As a result, the protection costs of the whole EC agri-
culture and manufacturing sectors (including all the products not per-
taining to the 19 highly protected goods examined) would amount to 7
percent of the corresponding value added.

Second, estimating the costs of protection in the three services exam-
ined in detail suggests even higher figures—almost one-sixth of the cor-
responding value added. Introducing imperfect competition doubles
these estimates. However, because the three services represent only a
small proportion of all tradable services, these estimates have not been ex-
trapolated to the whole EC service sector. But they suggest that the costs
of EC protection (goods and services) could easily represent 7 percent of
the entire EC GDP—the equivalent of the Spanish GDP.

These results deserve a caveat and a remark. The caveat is that the
above estimates assume that the Single Market is working effectively—
that there are no substantial nonborder barriers left in intra-EC trade. This
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assumption is still not fulfilled for a noticeable number of goods because
norms, standards, and other kinds of technical regulations still constitute
substantial barriers to trade (see chapter 4). And it is a heroic assumption
for services, simply because intra-EC liberalization in services is only two
to three years old, and quite incomplete (see chapter 5). This caveat sug-
gests the following remark. The level of EC protection may be similar to
what exists in the other Quad countries (see chapter 2), but this does not
imply that the costs of protection are similar. Relatively high and frequent
remaining intra-EC barriers are likely to allow more imperfect competi-
tion in the EC Single Market than in the “single” markets of the other
Quad countries. Hence they are likely to make protection more costly in
the EC than in the other Quad countries.

Asking for protection (and granting it) has one essential motive: to gen-
erate domestic income transfers. Analyzing protection would thus be in-
complete without assessing the main winners and losers in the EC. In this
respect, the chapter provides two major results. First, contrary to a belief
widespread in Europe, protection is a costly instrument for “saving” jobs.
Only a few jobs—roughly 3 percent of the total number of jobs existing in
the 22 sectors involved—are estimated to have been possibly saved by the
high protection granted to these sectors. The combination of high costs of
protection for EC consumers and few jobs saved leads to an astronomical
average annual cost per job saved: roughly €220,000, or 10 times the Eu-
ropean average wage of the sectors in question. If saving jobs is the issue
at stake, it must—and can—be addressed by more efficient policies than
trade protection.

Second, the instruments of import protection used by the EC have the
crucial—and very undesirable—feature of granting large rents to vested
interests. In fact, estimated rents are larger than tariff revenues collected
by the EC authorities. For the 22 products and services examined in de-
tail, rents represent 30 percent (if one minimizes the likelihood of the ex-
istence of such rents) to 40 percent (if one makes more plausible guesses
about existing rents) of the total costs of protection for EC consumers—
relative to 24 and 13 percent, respectively, for tariff revenues.

Of course, the existence of such rents is not specific to the EC, as is il-
lustrated by the following remark made in the US context: “Special inter-
ests seeking protection have ‘captured’ trade policy and moved it away
from the domain of public good” (Krueger 1992). But again their magni-
tude might be specific to the EC, to the extent it reflects more frequent
situations of imperfect competition—hence EC protection is more “cap-
tured” by vested interests with strong incentives and means to keep the
external protection unchanged and to slow down the emergence of more
competitive EC markets (for a description of such vested interests in the
EC, see Pedler and van Schendelen 1994).

These conclusions fly in the face of the traditional views about protec-
tion and liberalization in Continental Europe, where protection is often

THE COSTS OF PROTECTION IN THE EUROPEAN COMMUNITY 41

Institute for International Economics | http://www.iie.con



http://www.iie.com

perceived, and justified, as an expression of some kind of “public interest”
(e.g., strategic goods, cultural differences, social stability, etc.) and where
free trade is widely seen as favoring narrow-minded “private” interests.
The above results suggest that the reality of European protection is quite
the opposite. Massive private rents are derived from protection by a happy
few, and resulting large costs are imposed on many European consumers,
who may be beginning to realize this point, as is illustrated by the tone less
favorable to farmers during the March 1999 debate on reforms in EC agri-
culture (see chapter 4). However, vested interests may be quick to adjust to
this recent evolution by adopting a “smiling” face to promote protection—
for instance, by flaunting themselves as protectors of the environment or
food safety, despite the abundant evidence showing quite the contrary.
This chapter is organized as follows: the first section below presents a
brief review of the 22 highly protected sectors examined in detail. The sec-
ond section estimates the costs of protection for these sectors, and for
the rest of the EC output of goods aggregated in one sector, in a perfect-
competition framework that allows comparisons with the Hufbauer-Elliott
study (1994) on the costs of US protection. The third section reestimates
these costs for an imperfect-competition environment more appropriate to
the EC economy. Last, the fourth section looks at three adjacent issues: the
stability of protection in the 22 sectors during the 1990s, the possibility of
terms-of-trade effects reducing the costs of protection for the EC, and the
relative impact of “preferential” (compared with multilateral) liberalization.

Twenty-two Highly Protected EC Sectors:
A Presentation

Table 3.1 lists the 22 EC products and services highly protected in 1990,
and appendix A gives a detailed description of protection for each. The
list does not cover all the EC highly protected sectors. Ideally, at least half
a dozen manufacturing sectors (fishing, beverages, coal, nonferrous met-
als, footwear and leather products, glass, machine tools, pharmaceuticals,
shipbuilding, and aerospace) could have been added, as well as many
service sectors.! However, lack of data about the exact level of protection
and the economic performances of these sectors has prevented doing so.
Because the 22 sectors involve both intermediate and final goods or ser-
vices (in fact, most are intermediate), EC consumers should be under-
stood as both households (consumers of final goods and services) and
firms (consumers of intermediate goods and services)—a key point, be-
cause trade in intermediate goods accounts for a substantial percentage of
EC and world trade.

1. WTO, Trade Policy Review: The European Union, 2000, provides information on some of these
highly protected sectors (electrical equipment, pharmaceuticals, shipbuilding, and aerospace).
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Table 3.1 shows that protectionist measures at the Community level
were granted to these sectors a long time ago (mostly during the 1960s
and early 1970s). Table 3.2 shows that barriers are very high (with protec-
tion peaks in ISIC sectors that table 2.1 did not present as highly pro-
tected): 15 of the 22 sectors have an overall protection rate higher than 30
percent, and 19 sectors have an overall protection rate higher than 15 per-
cent. The fourth section below provides detailed information showing the
stability of protection in these 22 sectors during the 1990s. It shows that
the estimated costs of protection in terms of value added are stable since
the relative sizes of the sectors examined have not substantially changed
during the past decade (highly protected services taking the little room
left by less highly protected agriculture and manufacturing sectors), and
since there is no reason to believe that other parameters, e.g., elasticities
or degree of labor mobility, have profoundly changed.

As table 3.1 shows, domestic shipments of the 22 sectors represent al-
most 7.5 percent of total EC production. This coverage varies widely by
economic activity. The farm sectors on the list cover almost 40 percent of
EC farm output, whereas the manufacturing sectors represent 11 percent
of EC industrial production (mostly because of steel, passenger cars, and
textiles and clothing), and the three service sectors account for only 3 per-
cent of the EC production of “market services.”? However, looking at the
relative magnitude of these sectors is also important for getting a sense of
the costs of protection to be expected. The combined production of the 14
listed industrial sectors is almost five times larger than the combined out-
put of the listed farm sectors, and the combined production of the three
service sectors is larger than the farm output. In other words, manufac-
turing and service sectors with such large pockets of high protection
should be expected to be a substantial source of high costs of protection.

In manufacturing, the coverage of protection in terms of workers is
higher than in terms of production, mirroring the concentration of EC
protection in labor-intensive industrial sectors. This is not the case in the
farm and service sectors; but in the early 1990s, none of these sectors was
exposed to domestic regulatory reform, not even to mention liberalization
and foreign competition.? Although less precise, the evidence about aver-
age wages provided by table 3.1 is consistent with the above remarks.
Wages in the highly protected manufacturing sectors are, on average,

2. Market services range from distribution to transport, financial services, professional ser-
vices of all kinds, market-based health, and education services. They represented more than
52 percent of the EC GDP in 1990 (more than 57 percent in 1995-96) (OECD 1998b). Their im-
portance explains the small coverage (in percentage) of the three sectors examined. Non-
market services represented less than 13 percent in 1990 (as in 1995-96).

3. The figure for farmers deserves a remark. In 1990, of a total of 8.2 million farmers in Eu-
rope, there were only 4.5 million “professional” farmers (i.e., farmers selling to markets on a
regular basis). The other farmers produced for their own consumption (retired people or gar-
deners), but were nevertheless entitled to some benefits of the Common Agricultural Policy.
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lower than the average industrial wage—mirroring the expected wage
differentials between export (capital-intensive) sectors and import-com-
peting (labor-intensive) sectors in a relatively capital-abundant economy
like the EC. The same relation holds, less clearly, in agriculture, but not in
market services (again probably reflecting the highly regulated environ-
ment of these activities).

All 22 sectors but one have experienced (and are still experiencing) se-
vere problems with intensity of competition in EC markets. Farm products
are covered by the “common market organizations” (see chapter 4) and by
a host of related institutions that severely limit competition (from farm
trade unions to cooperatives in banking, in input purchasing, and in prod-
uct marketing) and by a trade regime that generates anticompetitive situ-
ations (particularly in distribution; see Abbott 1998 and appendix A, cases
15, 18, and 19) to such an extent that many observers consider EC major
farm goods as subject to a quasi state-trading regime. In manufacturing, all
the listed sectors have been subject to long-lasting “crisis cartels” (chemi-
cal fibers, steel), to fines for repeated collusive or anticompetitive behavior
(cement, basic chemicals, passenger cars), or to both, leaving only clothing
as a sector not too much plagued by anticompetitive behavior.

Last, the three listed market services illustrate the three main imperfectly
competitive situations existing in EC services: public firms in a highly reg-
ulated environment (air transport); public monopolies or dominant firms
(telecommunications); and a small oligopoly with a fringe of tiny com-
petitive firms in a hyper-subsidized and -regulated environment (filmmak-
ers). These observations strongly suggest the merit of estimating the costs
of protection for European consumers not only in a perfect-competition
situation (see the next section) but also in an imperfect-competition envi-
ronment (see the following section). The difference between these two es-
timates could be interpreted as reflecting at least partly the additional
costs of the absence of a fully functioning Single Market, given prevailing
EC external barriers on imports from the rest of the world.

Costs of Protection:
The Perfect-Competition Case

Table 3.2 presents the costs of EC protection estimated with two alter-
native models. Using the Hufbauer-Elliott model (1994), adopted in the
study on the costs of protection in the United States, allows a direct com-
parison with their results for the US economy. The model, described in
more detail in appendix C, assumes that domestic and imported goods
are not perfect substitutes, that the supply of imported goods is perfectly
elastic, and that the supply of domestic goods is less than perfectly elas-
tic. (Appendix A provides detailed information about the elasticities used
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for each product and service). The cross-elasticities of demand have been
calculated by using the modified Cournot aggregation condition (Tarr
1990) based on three basic price elasticities (for total domestic demand,
domestic supply, and foreign supply) and on the elasticity of substitution
between domestic and imported goods.

The fact that such a model cannot take into account input costs (by con-
struction) has two implications. First, it misses an important reason for
asking for protection: in order not to be squeezed by high protection on
their inputs, producers request high protection on their outputs (for low-
ering effective protection). Second, the production-generated rents re-
vealed by the model may be captured not by the producers directly in-
volved, but by input owners—as is best illustrated by the case of farm
products (most of the rents are going to landowners and other providers
of essential inputs, e.g., capital, distribution services, or holders of licenses
to produce; see chapter 4). The use of the Francois-Hall model (1997) has
two motives (also described in appendix C): first, it allows for testing the
robustness of the results obtained by the Hufbauer-Elliott model; second,
it allows for analyzing two important adjacent issues, namely, the possi-
ble impact of terms-of-trade effects on the costs of protection in the EC,
and the gains from “preferential” liberalization compared with those from
multilateral liberalization (see the last section, below).

This section (and the rest of the chapter) highlights one measure of the
costs of protection: those costs paid by EC consumers. This focus deserves
an explanation because, as is well known, costs for consumers are the
widest possible definition of protection costs; they include tariff revenues
and rents to firms that are usually analyzed as pure transfers between na-
tionals of the country in question, and consequently usually are not con-
sidered costs for the economy. By contrast, the traditional approach limits
protection costs to the “efficiency gains” (the Harberger triangles) gener-
ated by the elimination of the misallocation of resources imposed by pro-
tection. However, this usual approach does not fit the EC case very well,
for two reasons.

The first reason is related to nontariff-barrier rents. Are these rents
transfers between domestic consumers and producers, are they collected
by foreign (or even “domestic”) firms shifting them to the rest of the
world, or do they consist of real trade costs? Three observations can be
made: (1) Certain nontariff barriers (NTBs) for the 22 products and ser-
vices are equivalent to voluntary export restraints generating rents cap-
tured by foreign firms (see appendix A). (2) Other NTBs are closely related
to technical regulations aimed at raising rivals’ costs (see chapter 4). (3)
The upholding of many NTBs during the long communitarization process
has required a lot of effort and money-wasting resources and created
“directly unproductive profit-seeking” activities. For all these reasons,
adding rents to efficiency gains in order to get the “net national welfare
gain” (following the Hufbauer-Elliott [1994] terminology) in a substantial
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number of the 22 products and services provides a better indicator of
gains from trade liberalization than narrowly defined efficiency gains.

The second reason relates to tariff revenues. It flows from the fact that
the EC is not (yet) a “country.” Are tariff revenues then a transfer from “Eu-
ropeans” to the Community budget, or are they a transfer from consumers
of one member-state to the budget of another member-state—and hence a
cost of protection from the first state’s point of view? One could argue that
this question is irrelevant because the pooling of tariff revenues by the EC
implies that, ultimately, consumers in one member-state benefit from tariff
revenues raised from consumers in another member-state. However, such
an outcome is far from being assured. EC decisions in trade-related mat-
ters are also the outcome of hard bargaining between member-states;
hence, they increase real trade costs and / or generate directly unproductive
profit-seeking activities. Moreover, a substantial proportion (40 percent)
of EC tariff revenues is spent on EC international actions or on costs for
levying tariffs (as a matter of fact, low EC tariffs do not cover the costs of
levying them). For all these reasons, including tariff revenues in the costs
of protection does not appear, in the EC case, an unreasonable approach.

In sum, the costs of protection for European consumers look, on the
whole, like a more accurate indicator than the usual narrowly defined ef-
ficiency gains. In any case, table 3.2 provides separate estimates for all
basic components of the costs of protection, so that the reader can find his
or her preferred measure. Globally, it shows that the estimated “efficiency
gains” from liberalizing trade in the 22 sectors represent one-fourth, and
the estimated “net national welfare gain” one-half, of the estimated “costs
of protection for EC consumers.”

Overview of Costs

In 1990, the estimated costs of protection for European consumers in the
22 sectors and in the rest of the EC goods-producing sector amounted to
€92-93 billion—depending upon the model used, and taking into ac-
count the NTBs imposed in the EC sector producing the rest of the goods.*

4. The “sector producing the rest of the goods” consists of the farm and industrial goods not
listed in the 22 sectors, but excludes services (as in the Hufbauer-Elliott [1994] study). It de-
serves a remark because chapter 3 is based on applied tariffs (not on MFN-bound tariffs, as in
chapter 2). According to Sapir (1998), 21.3 percent of EC imports (subject to MFN nonzero
tariffs) are coming from sources benefiting from an EC “preferential” zero tariff, and 8.3 per-
cent from GSP sources. The GSP complexity makes it difficult to estimate the average applied
tariff (see chapter 6); what follows assumes that half of GSP trade benefits are from an EC
zero tariff, and the rest from no preference at all. As a result, 25 percent of the imports of
goods (21 percent for zero-tariff trade and 4 percent for GSP trade) competing with the sec-
tor producing the rest of the goods have been assumed to be subject to an EC zero tariff, lead-
ing to an applied tariff of 3.4 percent (corresponding to the MFN-bound tariff of 4.6 percent).
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This sum represents roughly 6 percent of the corresponding value added,
and 55 to 60 percent of these costs are due to the protection of the 22 sec-
tors alone—underlining the necessity of focusing on protection peaks dur-
ing the next round.

These estimates are larger than the costs of protection in the United
States estimated by Hufbauer and Elliott (1994) at $70 billion (€55 billion,
at the 1990 exchange rate) for the same year (1990). However, this differ-
ence is substantially reduced by two adjustments. First, the Hufbauer-
Elliott study does not take into account NTBs and antidumping measures
existing in the sector producing the rest of the goods; it estimates the costs
of protection in this sector on the basis of the average tariff (3.5 percent)
alone. The same approach in the EC would reduce the estimated costs of
protection for European consumers to €71-74 billion by using a 3.4 per-
cent average tariff (instead of a 6.1 percent rate of overall protection). Sec-
ond, estimating the costs of protection in agriculture on a CSE basis (and
not on the basis of CSE-based tariffs), as was done in the Hufbauer-Elliott
study, would further reduce the EC costs of protection to €60-65 billion
(as is mentioned in chapter 2, CSEs and CSE-based tariffs are very differ-
ent in the EC case). These two adjustments lead to relatively similar costs
of protection for the two countries—if one assumes a perfectly competi-
tive environment within the EC (a key caveat, as seen below).

Costs by Sector

Table 3.2 provides three results. First, it confirms the importance of the
costs of protection for European consumers of farm products (a well-
known result). The costs of protecting the five farm sectors examined in
detail represent roughly a fourth of the costs of EC protection in goods
only, or almost a third of the value added for the five sectors. Assuming
that the level of protection for other farm products is similar to the level
(6.1 percent) for the sector producing the rest of the goods (a conservative
assumption), the costs of EC protection for all farm products represent
roughly 12 percent of EC total farm value added.

Second, the costs of protection in the 14 listed manufacturing sectors rep-
resent almost one-fifth of the value added of these sectors—and they are
higher (in euros) than the costs for farm products. The costs of protection
for the whole manufacturing sector (the 14 listed sectors plus the industrial
activities included in the rest of the goods-producing sector) amount to
roughly 5 percent of the corresponding value added. These results strongly
suggest that industrial products should be an important component of the
negotiations of the coming round—not for the sake of reciprocity (as is
often said), but as a source of large additional welfare gains for the EC. If
one adds together agriculture and manufacturing, the protection costs for
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European consumers amount to roughly 6 percent of the total EC value
added in all the goods-producing sectors of the Community.

The last result for sectors provided by table 3.2 concerns services. Lack
of data on the most efficient world service producers imposes a different
interpretation of the models used. The costs of protection are estimated on
the basis of the lowest prices available in the world, with no assurance that
these prices reflect the lowest possible costs of production (in contrast to
sectors producing goods).> Moreover, the small number of services in-
cluded in the 22-sector list requires additional caution about the interpre-
tation of the results obtained. Bearing these caveats in mind, the costs of
protection for European consumers in the three service sectors considered
represent 16 percent of their value added (with a huge peak in the French
film case, where costs for French viewers are larger than the value added,
and where the efficiency gains alone represent 80 percent of the value
added).

Major Beneficiaries of Transfers from Protection

The preceding section focused on the losers from protection: European
consumers (again, households and firms). What follows looks at the ben-
eficiaries of protection-based transfers. Table 3.2 is based on three very
conservative assumptions for splitting protection costs between tariff
revenues and rent-based barriers in each sector: (1) The CSE-based tariffs
are interpreted as “real” tariffs (see chapters 2 and 4). (2) Antidumping
measures are assumed to generate no rents, despite the fact that an-
tidumping cases are often terminated (at least partly) by “undertakings”
that consist of voluntary export restraints in terms of maxima quantities
or minima prices, hence in rent-generating instruments, as documented
in appendix B. (3) Certain tax revenues (e.g., seat taxes in movie theaters)
are conceived of as equivalent to tariffs, although they are not registered
as such.

Under these assumptions—which maximize tariff revenues and mini-
mize rents—table 3.2 shows that roughly only 24 percent of the costs of
protection in the 22 highly protected sectors is collected in the form of
tariff revenues, whereas estimated NTB rents amount to 30 percent of
these costs. Less conservative assumptions about the breakdown be-
tween tariffs and rents in fertilizers, chemical fibers, consumer electron-
ics (videocassette recorders and photocopiers), agriculture, and services
would boost quota rents to 40 percent of the costs of protection for EC

5. An important lesson of recent regulatory reform in services is that costs have often been
cut by much more than initially expected, as is illustrated by the long and wide British ex-
perience (Amstrong, Cowan, and Vickers 1994) or by EC telecommunications (see appendix
A, case 21).
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consumers (and reduce tariff revenues to 14 percent) in the 22 sectors ex-
amined in detail.®

Again, this last result is essential in the European context, where pro-
tection is often justified on the basis of the “public interest,” whereas free
trade is often considered as favoring “private” interests. In fact, vested
private interests are able to benefit from a large proportion of the protec-
tion costs imposed on EC firms and households. Hence, they are strongly
induced to keep untouched the level and instruments of protection.

Small Domestic Price Increases, High Costs of Protection

European debates on protection often rely on the assertion that a small
change of 1 or 2 percent in domestic prices generates insignificant protec-
tion costs. This argument is routinely illustrated by the many EC an-
tidumping proceedings, which, when the “interest of the Community”
not to impose antidumping measures is discussed, state that high anti-
dumping measures create no severe damage to the EC economy because
they generate only small price changes (see the antidumping proceedings
published in the EC Official Journal reporting the discussion about the in-
terest of the Community clause). In sharp contrast to this frequent asser-
tion and in accordance with economic analysis, connecting the costs of
protection (table 3.2) to the corresponding price changes (table 3.3) shows
that indeed, small price changes can generate high costs of protection.

Protection and Jobs

A frequent argument for protection (and a particularly powerful one in
the sluggish European continental economies of the 1990s) is that protec-

6. Tariff revenues officially reported for 1990 amount to only €13 billion (Court of Accounts,
EC, Official Journal, 1996, C340, 25). Under the initial assumptions about the breakdown be-
tween tariff revenues and rents (24 and 30 percent, respectively), the estimated tariff revenue
losses would amount to € 25 billion. Under the revised assumptions (14 and 40 percent, re-
spectively), they would still amount to €18-19 billion. Further adjustments could be made
on the basis of preferential tariffs in textiles and clothing under the GSP or Lomé conven-
tions, and in all manufactured goods under the European Economic Area (EEA) Agreement
(see chapter 6). Such preferential tariffs would reduce tariff revenues by € 2—4 billion more,
without reducing protection costs (exporters enjoying such preferential tariffs are induced to
keep them for their own profits, and to limit the passthrough to EC consumers as much as
possible). All these adjustments suggest tariff revenues estimated at €14-16 billion, a figure
close enough to the official figure to be seen as mirroring the real situation. Hagdahl (1996)
has underlined the fact that many tariffs will not be profitable for the Community by the
year 2005. All this suggests that the main raison d’étre of tariffs is not to provide revenues
but to hide peak protection rates (protecting well-targeted sectors) behind a forest of low tar-
iffs. However, low tariffs may still generate a costly protection if there is multiple crossing
of borders due to the fact that the successive stages of the production process are located in
different countries (in order to get the full benefits of comparative advantages).
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tion “saves” jobs, despite economic analysis showing the poor capacity of
protection to save jobs. It is thus important to estimate the number of jobs
that would have been eliminated in the highly protected sectors, if pro-
tection had been removed. (Of course, a partial-equilibrium analysis
focusing on import-competing sectors ignores the number of jobs that
would have been created in the exporting sectors by a more open Euro-
pean economy; and it treats changes in jobs as proportional to changes in
shipments, because factor incomes are assumed fixed.) Under these as-
sumptions, table 3.3 shows that EC protection has saved very few jobs,
even in the highly protected sectors—roughly 250,000 jobs, or 3 percent of
the total number of jobs existing in these 22 sectors. The number of jobs
saved as a percentage of the total number of jobs varies widely by sector
(in certain sectors, it is almost negligible).

Dividing the estimated protection costs by the estimated number of
jobs saved provides the average cost of protection by job saved. Table 3.3
shows that, in many sectors, this average cost amounts to several hun-
dreds of thousands of euros—roughly 10 times the corresponding sectoral
wage, with huge peaks in some sectors. Relating the number of jobs saved
to efficiency gains (the narrowest definition of protection costs) reduces
the costs per job saved by one-fourth, but it does not change the conclu-
sions for policy: saving jobs by protecting the 22 sectors would cost 2.5
times the average wage. These results strongly suggest that, if saving jobs
is the issue at stake, it has to (indeed, it can) be addressed by more effi-
cient policies than trade protection.

Costs of Protection:
The Imperfect-Competition Case

Jacquemin and Sapir (1991) have provided clear evidence that extra-EC—
not intra-EC—liberalization has been the key factor in introducing more
competitive disciplines into the EC economy. Only extra-EC imports have
exerted a significant disciplinary effect on price-cost margins. (Intra-EC
imports have exerted some noticeable disciplinary effects in only a few
sectors with high intra-EC NTBs, but none of these sectors pertains to our
22-sector list.) This result echoes studies showing the continuing exis-
tence of “border effects” within the Community (Krugman 1991; Sapir
1996). The ad valorem tariff equivalent of such effects has been recently
estimated as large: roughly 37 percent (Head and Mayer 1999). Different
consumer preferences and restrictive business practices (including
alliances among EC firms aimed at keeping stable market shares in the
various EC member-states in the context of weak EC anticartel enforce-
ment; see chapter 5) are major candidates for explaining these intra-EC
obstacles.
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The section thus aims to estimate the costs of protection in the EC in an
imperfect-competition environment. It is based on a partial-equilibrium
model elaborated by Atje and Hufbauer (1996). The model estimates the
effects of a decrease in protection cumulated with a shift from imperfectly
competitive market structures to more competitive ones by considering
four alternative basic market structures: perfect competition (in this case,
the model boils down to the above Hufbauer-Elliott model [1994]), mo-
nopolistic competition between eight firms, monopolistic competition be-
tween four firms, and monopoly.

Assessing Market Structures

A preliminary task is to assess the market structure prevailing under pro-
tection (the “initial” market structure), and to define the market structure
that would prevail after trade liberalization in the EC market in question
(the “final” market structure). Six sectors (textiles, clothing, cereals, meat,
dairy, and sugar) of the 22 sectors examined in detail have been excluded
from this exercise because the number of existing producers seems large
enough to ignore the possible interactions between protection and com-
petition in these markets. This is a conservative hypothesis, which leaves
aside the possible consequences of imperfect competition existing at the
distribution level. For instance, the emergence of few worldwide trade-
marks in textiles or clothing or the existence of few large world grain,
sugar, or banana traders could have some impact on markets at the pro-
duction stage (see appendix A, cases 15, 18, and 19).

For 11 of the 16 remaining sectors, the available information suggests
beginning by defining the “final” market structure (the structure associ-
ated with no protection). This is because these 11 sectors have all been
(and still are) subject to antidumping measures, which constitute the core
of existing protection. EC antidumping proceedings provide some in-
formation about the market structure prevailing before the imposition of
these antidumping measures; it seems reasonable to assume that once
protection is removed, markets will go back to this structure. In particu-
lar, antidumping proceedings give the number of allegedly dumping
firms and the number of EC firms, as well as the global market share of
these two groups of firms.

This information allows us to calculate a “partial” Herfindahl Index
(PHI), which permits us to classify the “final” market structure according
to the following procedure. Because an eight-firm market structure has
a minimal “complete” (i.e., based on complete information) Herfindahl
Index (CFI) of 0.125 (when the eight firms have exactly the same market
share), any of the 11 sectors with an estimated PHI smaller than 0.125
has been classified as “returning” to a “competitive” market structure,
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once protection is removed.” For a four-firm market structure with a min-
imal CFI of 0.250, any of the 11 sectors with an estimated PHI higher than
0.125 and smaller than 0.250 has been classified as returning to an eight-
firm market structure.

The next step is to define the “initial” market structure for these 11 sec-
tors. There is almost no information available giving a sense of the degree
of additional imperfect competition brought on by protection. This lack of
information suggests adopting the following conservative hypothesis. Ex-
isting protection in the 11 sectors in question has induced the market to
function under the next less competitive structure. For instance, existing
protection forces a competitive market to function as an eight-firm mar-
ket, an eight-firm market as a four-firm one, and so on.

For the five remaining sectors that have not been subject to antidump-
ing measures (newsprint, cars, films, air transport, and telecommunica-
tions), two procedures have been followed. For newsprint, cars, and films,
the information about CFIs under protection is available, and it has been
assumed that eliminating protection in these four sectors would allow the
market in question to function under the next more competitive structure.
Last, for air transport and telecommunications, the initial and final situa-
tions have been arbitrarily defined as four- and eight-firm markets (re-
spectively) to present minima estimates of the impact of more competition
in a liberalized environment.

Costs under Imperfect Competition

Table 3.4 focuses on the costs of protection for EC consumers in the 16 sec-
tors that have been considered as operating under imperfect competition.
These costs are larger (sometimes in considerable proportion) than those
estimated under perfect competition, and estimated excess profits accru-
ing to protected sectors are massive—underlining again the huge vested
interests willing to keep peaks of EC protection unchanged.

The “amplification” factor generated by imperfect competition (the costs
under imperfect competition as a percentage of the costs under perfect
competition) ranges from a few percent to almost 900 percent. Focusing
on the 12 industrial goods operating under imperfect competition, the
average amplification factor is about 135 percent. As a result, for the
whole EC manufacturing sector, the costs of protection would amount
to roughly 7 percent of EC total industrial value added. The amplifica-
tion factor seems much more important for services; it corresponds to a

7. PHIs are defined as the sum of the square of the average market share held by the allegedly
dumping firms and of the square of the average market share held by EC firms (nondump-
ing foreign firms are ignored). By construction, they tend to underestimate the level of con-
centration; in the three sectors where PHIs can be compared with CFIs, PHIs are half or two-
thirds of the corresponding CFIs.
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doubling of the costs of protection, despite the very conservative as-
sumptions adopted about changes in market structures.

These results reveal what could be the main source of divergence be-
tween the costs of protection in the United States and the EC. These two
large economies may differ less in their level of protection (hence, when
estimated under perfect competition, the costs of protection in the two
economies may be relatively similar, as shown above) than in their level of
effective internal competition. For decades, the US economy has been a well-
integrated “single market” without too much public interference—partly
because many US states are smaller economically relative to the whole US
economy than EC member-states are to the whole EC economy, and as a
consequence, US states tend to have a more competition-oriented behavior
than the EC member-states. In sharp contrast, the EC economy has only
started the process of establishing its single market, and it is doing so un-
der the heavy influence of “large” (“dominant” in competition-policy par-
lance) member-states.® In other words, the estimated amplification factor
could be interpreted as reflecting the additional costs of the absence of a
fully functioning Single Market, given prevailing external barriers on im-
ports from the rest of the world.

Variations on Three Important Related Issues

Three important issues could significantly change the magnitude of the
results achieved so far. Has the level of protection in the 22 highlighted
sectors decreased substantially since the early 1990s? Are there reasons to
believe that the EC is a large market (at least for some of these 22 prod-
ucts) relative to the rest of the world—so that the EC could benefit from
terms-of-trade effects that would reduce net gains from liberalization?
And are there reasons to believe that the EC’s propensity for “preferen-
tial” liberalization (the EC’s “addiction to discrimination,” examined in
chapter 6) has provided noticeable gains, in comparison with those to be
expected from multilateral liberalization?

Protected Sectors: Stable during the Past Decade

What follows shows that none of the 22 heavily protected sectors expe-
rienced a substantial and definite decline of protection between the early
and late 1990s. Table 3.5 is devoted to farm goods growing in a temperate

8. This is best illustrated by the steel sector. Although both the EC and US steel sectors have
been quite protected during the past two decades, the US steel industry has made a quicker
adjustment to new and more efficient technologies than its EC counterpart (see appendix A,
case 11).
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climate.” The first part of the table provides four kinds of key information
about the EC Uruguay Round commitments on tariffs: (1) the estimated
tariff equivalents (row 1) of the border protection enforced during the pe-
riod 1986-88, as the reference period for the “tariffication” exercise; (2) the
MEFEN-bound tariffs (row 2) listed in the EC Uruguay Round commitments
on agriculture; (3) the “out-of-quota” and “in-quota” (rows 3 and 4) ad val-
orem equivalents of the tariffs applied in 1995; and (4) the ad valorem
equivalents of the tariffs applied in 2000 (row 5, like row 3, is based on the
average of OECD price estimates—for Australia, Canada, New Zealand,
and the United States—for the farm product and year in question).

Four major lessons emerge from table 3.5. (1) The substantial differ-
ences between the tariff equivalents of the reference period and the
Uruguay Round bound tariffs (rows 1 and 2) reflect the magnitude of the
“dirty” tariffication process (see chapter 4). (2) The similarities between
the tariff equivalents of the reference period and the applied tariffs in 1995
(rows 1 and 3) mirror the absence of any real liberalization in 1995. (3) The
similarities between the tariffs applied in 1995 and 2000 (rows 3 and 5) re-
flect the absence of any real liberalization until 2000, in particular if one
takes into account food safety measures amounting to import bans (beef)
or other severe barriers (pork and poultry).!? (4) In-quota tariffs (ampli-
fied by complex or opaque quota-management regimes) have been high
enough to keep rates of fulfillment of the existing (very small) quotas at a
low rate; the average fill rate on all quota lines imposed by the EC de-
creased from 75 percent (1995) to 66 percent (1997) (OECD 2000d).

The second part of table 3.5 deals with domestic and export farm sub-
sidies. Row 7 shows limited changes in the domestic subsidy concentra-
tion by product, except in favor of dairy products in the mid-1980s and of
cereals in the Uruguay Round aftermath (in this case, reflecting the in-
creasing gap between CSE- and PSE-based tariffs during the late 1990s
following the 1992 CAP Reform; see chapter 4). Row 8 provides estimates
of the ad valorem rates of export subsidies.!! Row 9 gives the share of sub-

9. Appendix A, case 19, shows that the conclusions drawn from table 3.5 can be extended
to bananas, the only tropical farm product examined in this study; in fact, protection of EC
bananas increased in 1993 relative to 1990.

10. The increase in the applied tariff for wheat between 1995 and 2000 mirrors the combination
of decreasing world prices and specific tariffs (see chapter 4). Recent estimates (Gibson, et al.
2001) on tariffs (for products more widely defined than those included in table 3.5) tend to con-
firm the magnitude of the estimated tariffs for 2000 that are presented in table 3.5. The same
conclusion can be drawn from the estimated ratios of EC/world prices made public by the Eu-
ropean Commission during the launch of the “Everything but Arms” initiative (see chapter 6)
(European Commission, 2000c).

11. Export-subsidy rates should be roughly equal to the corresponding ad valorem tariff
equivalents; both mirror the same wedge between world and EC prices. This is the case ex-
cept for wheat, coarse grains, and pork. The discrepancy for the first two goods may be due
to the fact that export-subsidy rates have been calculated for 1996 and 1997, which were
characterized by high world prices (to such an extent that the EC has imposed export taxes).
The third case (pork) was largely determined by the 1997 crisis in the Netherlands.
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sidized exports in total EC exports, rows 10 and 11 provide the ratio of
subsidized exports with respect to EC commitments in the Uruguay
Agreement (respectively, in volume and value), and row 12 recapitulates
the effect of import and export protection on EC “self-sufficiency” rates.
Two major lessons emerge: (1) EC exports still depend heavily on export
subsidies, and the EC clearly has difficulties fulfilling its commitments,
notably in beef, poultry, and sugar. (2) Self-sufficiency rates have not sub-
stantially declined since their 1970s peak, revealing how little has been
achieved in trade liberalization by the EC in recent years (see chapter 4).

Table 3.6 on the industrial goods pertaining to the 22-sector list pro-
vides the 1990 and 1999 bound tariffs, which are also the tariffs applied by
the EC (with minor exceptions). It also reports the voluntary export re-
straints (VERs) existing during the late 1980s and 1990s, and it gives the
number of antidumping cases in force for the same periods, including
“ambiguous” ones.!? For the period 1995-99, ad valorem tariff equiva-
lents of antidumping measures have been estimated with the method
adopted in chapter 2, whereas ad valorem tariff equivalents of the VERs
are explained in the corresponding cases in appendix A.

The key lesson from table 3.6 is that the reduction of the overall level of
protection during the 1990s was modest (if there was any) for all these in-
dustrial products. In many cases, one observes a mere substitution of fo-
cused instruments of protection (e.g., antidumping measures) for more
rigidly or broadly defined instruments (e.g., tariffs or VERs). This change is
far from meaning that existing EC products are less protected; it could mean
that the protection has been better “designed,” with a higher level of pro-
tection granted to a smaller but better defined coverage of EC production.

The apparent exceptions to the stability of protection during the 1990s
would require extensive research to be confirmed. For instance, the long
history of private collusive behavior in cement, polyvinyl chloride, news-
print, and steel (see appendix A, cases 1, 4, 6, and 11) due to insufficient
anticartel enforcement makes it far from certain that the apparent decline
of the overall level of protection corresponds to an effective opening of EC
markets, and not to a shift from public to private barriers—and hence
from tariff revenues to private rents.

The car industry raises different issues. Protection by technical regula-
tions may have been substituted for trade barriers—the number of EC di-
rectives dealing with norms and standards for cars increased by 50 per-
cent during the 1990s relative to the 1970s, and doubled relative to the
1980s. And the protection granted by the massive subsidies of the 1980s
and early or mid-1990s (particularly in France) may have had long-term

12. These cases consist of antidumping complaints withdrawn by the complainants before
the end of the official investigation. It is hard to interpret such withdrawals; they could cover
private restrictive actions (cement), interactions between antidumping measures and collu-
sive behavior (low-density polyethylene [LdPE] and polyvinyl chloride [PVC] in the first
period), or shifts from basic to derived products (LdPE in the second period), etc.
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effects, which are possibly still being felt (first, by closing the EC markets
to Japanese cars during the period of disbursement; second, by allowing
artificially surviving EC carmakers to become shareholders of Japanese
carmakers—as is best illustrated by the Renault-Nissan deal—because the
Japanese government decided not to subsidize its domestic automakers in
difficulty, contrary to what has been done in Europe).

In services, observed protection has not substantially declined during
the past decade. There has been no multilateral liberalization (existing
WTO agreements in services are standstill agreements); and intra-EC lib-
eralizations, only a couple of years old, are incomplete and reversible (for
details, see chapter 5). In fact, information on the three services examined
in detail (see appendix A, cases 20 to 22) raises doubts even about the
standstill commitments: (1) The subsidization rate of French films has in-
creased, and there are similar changes in most EC member-states. (2) Intra-
EC liberalization in airlines seems to have been counterbalanced on most
routes by route-sharing agreements between the very few firms present on
those routes. (3) If the telecommunications sector may have operated
under lower barriers and with more competition in the late 1990s than the
early 1990s, recent benchmarking studies suggest that price differences
with respect to the most efficient countries (a proxy for the rate of protec-
tion) did not substantially change (see appendix A, case 22).

Is the EC a “Large” Country?

A “large” country is big enough to have “market power” in the world
market of the good in question. When such a country imposes border pro-
tection, it improves its terms-of-trade (increases its export prices, or re-
duces its import prices). As a result, if the EC were a large country, EC
trade liberalization would generate terms-of-trade losses for the EC, and
the net gains estimated in the previous sections would be reduced.

Identifying the situations in which the EC would be a “large” country
is beyond the scope of this study. As a result, the costs of protection with
terms-of-trade effects have been systematically estimated for the 22 prod-
ucts. Table 3.7 presents available information on EC market shares of
world production for these 22 products; market shares larger than 25 and
40 percent of world consumption could be interpreted as two crude
thresholds for possible EC market power.!> None of the 22 sectors passes
the 40 percent threshold. Only a handful pass the 25 percent threshold:
hardboard, cars, textiles, clothing, and dairy—all goods (except maybe
hardboard) subject to intensive product differentiation, a feature that
tends to reduce the plausibility of large terms-of-trade effects.

13. In EC competition-policy enforcement, the 40 percent threshold is almost systematically
associated with a dominant position (not to the abuse of such a position), whereas it has
been less often the case for the 25 percent threshold.
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To introduce terms-of-trade effects, table 3.7 arbitrarily sets the foreign
supply elasticity at the low level of 3.1 It presents the costs of protection
for European consumers under terms-of-trade effects as a percentage of
the costs of protection that would have existed in the absence of such
terms-of-trade effects (for simplicity’s sake, only results based on the
Francois-Hall model are reported). If terms-of-trade effects occur in all
sectors (an unrealistic assumption), gains from trade liberalization would
be, on average, 60 percent of those existing in the absence of terms-of-
trade effects. Limiting the possibility of terms-of-trade effects to the five
sectors for which EC shares of world markets are higher than 25 percent
would generate gains from trade liberalization roughly equal to 82 per-
cent of those without terms-of-trade effects. This result suggests that the
estimated European consumers’ costs provided in the section on the costs
of protection under perfect competition are unlikely to be substantially
modified by the possible existence of terms-of-trade effects.

“Preferential” Liberalizations: A Large Impact?

The 1990s witnessed few noticeable changes in the level of EC protection,
both in economywide terms (see chapter 2) and in terms of the 22 listed
products and services (see the above section). However, these results take
into account only the EC liberalization in a multilateral context. They ig-
nore the impact of two “preferential” liberalization processes involving
the EC during the 1990s: (1) with EFTA countries, under the auspices of
the European Economic Area (1993) and leading to the accession of Aus-
tria, Finland, and Sweden to the EC in 1995; and (2) with Central Euro-
pean countries (CECs) under the auspices of the “Europe Agreements”
(signed in the early and mid-1990s), which should lead to the progressive
accession of all the CECs to the EC at still undecided dates.!® However,
table 3.7 shows that, as of 1999, CEC trade with the EC may have been free
from tariffs, but that it was still hampered by severe trade barriers, pre-
cisely in products for which CECs are noticeable suppliers of EC im-
ports—suggesting that the EC-CEC preferential liberalization is still very
incomplete (see chapter 6), and can be left aside for the time being.

14. This very low elasticity of 3 has been adopted to be consistent with the Hufbauer and
Elliott study (1994). Recent studies tend to use an elasticity of 5, which would lead to smaller
terms of trade effects, and hence to smaller reductions in gains from liberalization because
of these effects.

15. Iceland, Liechtenstein, Norway, and Switzerland are left aside, because they are very
small economies or do not produce a significant amount of the 22 listed products, or because
there are still important barriers (e.g., in services). The CECs included in this exercise are
Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania,
Slovakia, Slovenia, and Turkey. This unusually wide definition of Central Europe includes
Croatia and Turkey (under the Customs Union Treaty) because trade between these coun-
tries and the EC is large enough not to be ignored.
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As a result, what follows focuses on the accession of the three new EC
member-states, and estimates the maximum positive impact of preferential
liberalization limited to these three countries. It purposely leaves aside
the robust economic arguments underlining the costs associated with
preferential liberalization (see chapter 6), and it ignores legitimate doubts
about the high risks of capturing partial liberalizations (there are power-
ful incentives for EC importers and EC preferential partners to keep
prices under the umbrella of EC tariffs imposed on nonpreferential im-
ports, in order to capture as private rents what used to be tariff revenues).

Instead, table 3.7 relies on the two following hypotheses, which maxi-
mize the impact of preferential liberalization: (1) The three new member-
states are assumed to be always among the most efficient world produc-
ers. (2) The elimination of trade barriers between the EC and the new
member-states allows for the introduction of world prices in European
trade. In other words, table 3.7 sees preferential liberalization from the
most favorable perspective possible (risks of trade diversion are largely
eliminated); that is, as equivalent to a multilateral liberalization, except
for the fact that EC preferential partners have much smaller supply ca-
pacities than the entire world.

Table 3.7 provides the gains from preferential liberalization based on the
Francois-Hall (1997) model. For farm and industrial goods, a crude (and
indirect) indicator of supply availability from the three new member-
states (NMSs) is their trade share in EC imports. Such shares are not avail-
able for services, so proxies have been used: the ratio of NMSs to EC pro-
duction for films, the ratio of NMSs to EC GDP for air transport, and the
ratio of NMSs to EC revenues for telecommunications. Last, supply elas-
ticities of the NMSs have been set at the level of EC elasticities. Un-
der these working hypotheses, which are the most favorable possible to
preferential liberalization, table 3.7 shows that preferential liberalization
would bring only a very modest proportion of the gains to be expected
from a multilateral liberalization; for the 22 products, the gains from the
accession of the three NMSs would amount to only 3 percent of the gains
from multilateral liberalization.

This result is not very surprising. It reflects the small size of the NMSs
relative to the EC’s huge economy (their aggregated GDP is roughly 11
percent of the EC GDP). This observation suggests that the same result
should be expected for the preferential liberalization between the EC and
CECs, because the aggregate GDP of all CECs is roughly 7 percent of the
EC GDP—a conclusion consistent with available estimates of the EC net
benefit from enlargement (Baldwin, Frangois, and Portes 1997).
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