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Manufacturing is a declining industry in the West: it is uncom-
petitive for obvious reasons, because we have emerging markets like
China that undercut it so massively. What is left is in specialised,
high-tech and niche areas. In our economy we have largely let mar-
ket forces take effect, with generally favourable results for employ-
ment and growth; as a result we have let manufacturing go where
it was essentially uneconomic. That has not happened to the same
extent on the continent. As a result we find there a great deal of
protectionist pressure. The EU is accordingly a customs union: for
raising tariffs externally on manufactured imports, so that prices
are kept up inside the European Union for manufactures. In addi-
tion to tariffs the European Union protects manufacturing through
quotas in certain areas like textiles, but mainly through informal
agreements (as in cars) and anti-dumping measures. Anti-dumping
operates both through explicit duties and more generally through
the threat of levying them, which results in importers raising their
prices instead. (For some estimates of the effects of tariffs and non-
tariff barriers in raising EU prices above world prices see Tables 1.1
and 1.2.) The latter action is more costly to us because not only
do our consumers pay higher prices, the excess revenues resulting
do not go to EU governments, including the UK, but rather to
foreign non-EU producers. However, because it is not the result
of an explicit action but rather of a threat, it is convenient to a
protectionist bureaucracy both in its ease of imposition and in its
non-transparency to the general public.

Now we are net importers so that this protectionism is costly
to us in just the same way that the CAP is; it is, if you like, a
‘Common Manufacturing Policy’. Our estimates below put the
analogous cost at 2–3 per cent of GDP.

We now come to the third area of EU economics – services trade
(Chapters 2, 6 and 7). British traded service producers are gener-
ally efficient and the UK has a comparative advantage in services,
of which we are net exporters on a large scale. We are talking
of such industries as insurance, banking, airlines, ground trans-
portation, communication and electricity. It is often argued that,
therefore, the UK stands to gain from the single market in services
that is one aim of the EU. At present the services environment in
Europe is one of national protection, mostly very high. Accord-
ing to available estimates of services protection the UK and the
US both operate fairly unrestricted regimes, whereas EU countries
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Table 1.1: Effects of EU manufacturing trade barriers on prices
– deviation from the US price (%)

PCsa Brown White Small
goodsb goodsc domestic

appliancesd

US Price (£) 647 799 854 103

UK 24.0 66.3 11.2 55.3
Belgium 69.6 102.3 36.4 23.3
Sweden 38.9 118.8 47.3 14.6
France 27.0 74.1 18.9 68.0
Germany 8.2 77.0 32.9 37.9
Italy 38.9 65.8 −0.4 9.7
Spain −3.2 64.6 0.1 5.8
European average 29.1 81.3 21.0 30.7

Notes:

a PCs: notebooks and desktops.
b Brown goods: audio home systems, cameras, camcorders, TVs and
VCRs.
c White goods: refrigerators, dishwashers and washing machines.
d Small domestic appliances: irons, toasters, vacuum cleaners.

Source: The Arthur Andersen study reported in Haskel and Wolf
(2002)

operate highly restrictive regimes at national level, presumably to
protect their national companies (Table 1.3). The argument goes
that if this national protection is replaced by an EU-wide protective
regime of a customs union type, then Britain would gain greatly,
in a mirror image of its losses on other trade.

Unfortunately there is a great difficulty with this argument.
Why should the continental EU countries participate in a customs
union for services that would retain high prices for their consumers
while transferring service production from their own companies to
UK companies that are more efficient? For these countries this
would be like our opting for a CAP; they would be foolish to do
it. (We only did it in the early 1970s because it was the price of
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Table 1.2: Estimates of tariff-equivalents on manufactured goods
due to all trade barriers (%)

1990 1996 1999

Belgium 42 65 42
Germany 39 60 29
Italy 38 36 21
Netherlands 42 58 41
UK 41 41 50
US 16 14 15

Note: Data are expenditure-weighted average ratios of imputed producer
prices to the landed prices of goods from the country with the lowest level
of price in the sample.

Source: Bradford and Lawrence (2004)

Table 1.3: Survey indicators of service barriers (Scale 0–6 from least
to most restrictive)

1978 1988 1998

UK 4.3 3.5 1.0
REU 5.4 5.1 3.4
US 4.0 2.5 1.4
Australia 4.5 4.2 1.6
Canada 4.2 2.8 2.4
Japan 5.2 3.9 2.9
Switzerland 4.5 4.5 3.9

Note: Simple averages of indicators for seven industries – gas, electricity,
post, telecoms, air transport, railways and road freight. Depending on the
industry the following dimensions have been included: barriers to entry,
public ownership, market structure, vertical integration, price controls. For
the Rest of the EU, simple averages of individual EU countries.

Source: Nicoletti and Scarpetta (2001)
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joining the EU and our politicians at that time felt there were com-
pensating benefits.) It seems that instead they would be rational
to opt for one of two alternative outcomes: either full deregulation
or no change. No change would keep their own producers’ privi-
leges while continuing to penalise their consumers; the difficulties
of achieving service liberalisation bear testimony to the tenacity of
these producers’ lobbying. If on the other hand liberalisation, as in
the Single Market agenda, is effective, then full deregulation would
give each country large gains to their consumers that would more
than offset the losses of their producers. These countries would
then if they chose be able to sweeten the pill for their producers
by some transfer programme, at least for a transitional period.

From the UK viewpoint either outcome means that UK service
firms would make no gains. Under no change they cannot enter the
continental markets except at world prices – no attraction in doing
so relative to any other world market. Under full deregulation the
same applies, as EU prices would drop to world levels. (Under
partial national deregulation, the same applies again; UK firms
would still only get world prices.)

The whole point about the single market in services, if it were
ever to happen, is that it gives a great benefit to continental con-
sumers by dragging down prices of services across Europe. But it
would not benefit British consumers because we have already got
a highly competitive market in services and it would not benefit
British producers of services because they would not get better
profits in Europe than they can get anywhere else in the world.
Therefore, there is no benefit. The only qualification to this is
that if the EU deregulates services, this (by contracting EU pro-
duction and expanding EU consumption) would drive up world
prices of services and so improve the UK’s terms of trade. But of
course this benefit accrues to the UK whether she is in or out of
the EU. Services therefore will not provide an area of gain that can
offset the losses we make in our other trade with the EU.

We must emphasise that these ‘costs’ we have so far identified,
in connection with the EU’s arrangements for trade in goods and
services, compare being inside the EU customs union with being
outside under free trade. Some people then ask whether we could
not still have some trade arrangement with the EU, other than the
normal WTO guarantees of non-discrimination. But of course this
is to miss the point of a customs union in which there is horse-
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trading between the producers of different countries, paid for by
their consumers; if a country refuses to trade by penalising its
consumers it has nothing to offer! Were the UK to be outside and
let its consumers receive world prices, continental EU countries
would be mad to let UK producers have access to their markets
at preferential customs union prices; this would amount to asking
their own producers to transfer profits to UK firms with no quid
pro quo.

This is a familiar enough point in the content of the CAP. No
one would expect that, if we left the CAP, thus being able to once
again to buy our food at low world prices from countries like New
Zealand, our farmers would still be able to obtain much higher CAP
prices from selling their food inside the EU to EU consumers. The
CAP is an arrangement whereby our farmers obtain high prices
from consumers across the EU and in return our consumers pay
high prices to producers across the EU. Once our consumers buy
elsewhere at low world prices we cannot expect EU consumers to
pay high prices to our farmers. Exactly the same logic applies if
we withdraw from the customs union in manufactured goods.

Thus it must be realised that ceasing to participate in EU cus-
toms union arrangements would be just that – free trade at world
prices would be in its place, with no ‘EU preferences’. From this
though we gain that 2–3 per cent of GDP.

The fourth area in our EU relationship – joining the euro (Chap-
ter 3) – has now been amply explored, not least by HM Treasury in
its voluminous study of the Chancellor’s ‘Five Tests’. The debate
of the last few years has now clearly revealed how costly it could
be to us, in the form of increased economic volatility, ‘boom and
bust’ in the Chancellor’s phrase. The recent experiences of Ger-
many and Ireland within the euro-zone have borne witness to the
problems the UK would itself experience. As a trading nation with
over half our trade (inclusive of services and investment earnings)
with the dollar area, we would be particularly destabilised by the
fluctuations of the euro against the dollar, over and above our in-
ability to set our own interest rates. Ironically, we would not even
achieve currency stability, the main aim of our membership, for
this very reason: that by joining the euro we would increase insta-
bility against the dollar. Indeed we find that our overall currency
instability remains about the same.

We come now to the fifth area, to which the draft constitution
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be sure; such inter-national bargaining is inherently unpredictable.
Suppose they refused and did one of two things. First, they could
accept a stalemate and rely on the forces of gradual pressure to
achieve the same federalist objectives over a longer period of time.
Or second, they could decide to proceed en bloc to recreate the
desired federal union outside the EU institutions, creating in effect
a duplicate structure; though this would pose practical difficulties
as well as difficulties in the process of obtaining a completely fresh
agreement on all previously agreed areas, it is not to be ruled out.

What should the UK do in these two cases? In the second the
UK would de facto have left the EU since the existing treaty would
be without practical content. In the first, the UK could wait and
see, meanwhile resisting the pressure from the federalist agenda.
However, given the extensive and subtle powers conceded already
to the EU’s central bodies, this resistance would be likely to fail.
It is likely that before long the same crisis as has currently arisen
with the draft constitution would reappear. It would therefore be
an attractive option in this stalemate case to leave, given the lack
of desire for accommodation.

In all this it needs to be remembered that the other EU mem-
bers could react to the genuine threat of UK departure by becom-
ing more accommodating. This is possible precisely because these
members see the EU primarily in political terms and the loss of
the UK would diminish the political weight of the EU.

There is a further point: that the present policy arrangements
of the EU damage the welfare of the other EU country citizens just
as they do that of UK citizens. With the UK threatening to leave
over these policies, there could be a strengthening of the voices of
those demanding change within the rest of the EU. The EU could
reform in the direction of free trade, non-interventionism and com-
petition, removing the arguments with the UK. However, in this
debate it is essential to be realistic. Time and again UK politicians
have announced ‘game, set and match’ after EU negotiations, only
to have it explained to them red-faced that they have been com-
prehensively duped and defeated. The fact is that our EU partners
and the EU Commission show no sign of adopting an agenda to
our tastes: indeed, if anything, it is the reverse.

Some people fear a different reaction: where either the EU as a
whole or individual EU member states erect discriminatory barriers
against UK exports, whether special tariffs or other arrangements
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such as onerous customs requirements – all in retaliation against
what they see as our unreasonable departure or renegotiation. But
such fears can be dismissed, for three main reasons. First of all,
the changes the UK would ask for would not end a high degree of
mutual cooperation in a variety of economic and political areas;
any such retaliation would put such other areas of cooperation
at risk and be against EU and individual EU members’ interests.
Second, the EU exports far more food and manufactures to the
UK than the UK does to the EU; the UK is a net importer of
both and a war of trade retaliation would be damaging to the
EU. Third, once the UK had opted for free trade in food and
manufactures, such barriers would not affect the prices we paid for
our imports or obtained for our exports, they would merely lead to
a diversion of trade elsewhere than the EU. (The same applies to
services where in any case the UK faces high barriers). The only
cost in this case would be temporary disruption as trade patterns
were changed. But last and most important, such actions would
be illegal under WTO trade law, since the EU is a signatory to the
WTO by implication under EU law. It is absurd to imagine that
the EU, which relies so heavily on WTO law for large numbers
of trade disputes, would put itself at risk by ignoring WTO law
in its dealings with the UK, a state involved with it in friendly
cooperation across so many areas, including the development of
the single market in services.

What form in that case should a renegotiation of the UK’s re-
lationship take? We suggest in our final chapter that it should
be:

1. The UK should leave the EU’s protective agreements al-
together – the CAP, tariffs and anti-dumping and all else
– and resume unilateral free trade. The agreement would
place the UK outside the EU’s protective arrangements; non-
discrimination would be agreed, so that we would have the
same access to the EU market as any WTO non-EU member
and EU members would have the same free access to the UK
market as any WTO member.

2. If there were genuine concern about the EU pursuing dis-
criminatory trade policies against us, then the UK could also
join NAFTA to create countervailing power in the event of
trade disputes. NAFTA allows each member to pursue its
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own trade agenda, providing it allows other NAFTA mem-
bers free access in agreed trade areas. It would therefore be
entirely consistent with the UK’s free trade policy. However,
as noted in our discussion just above, there should be no
concern on this score: joining NAFTA is unnecessary.

3. In the area of services, the UK already largely has free trade
and free market entry. Here the Single Market could bring
about competition within the EU through the discussions
going on area by area. The UK has nothing to lose by par-
ticipating in these discussions; and to the extent that residual
UK barriers could be dismantled in particular areas, the UK
would actually gain. Therefore, the UK should stay in the
discussions on the Single Market for services, cooperating
on a case-by-case basis to create new agreements. Existing
competition agreements, as for airlines, would be kept to.

4. Freedom of movement of capital and labour has already been
established and brought about benefits. The UK should con-
tinue in these arrangements.

5. In other areas – such as competition policy, economic con-
sultations, coordination of anti-terrorist policies – the UK
would continue to participate, by specific agreements in each
area.

6. The ‘social dimension’ of the EU, including the Working
Time
Directive imposed for ‘health and safety’ reasons under the
Single Market laws, would be abrogated in the UK.

7. Finally, EU law would no longer be binding on the UK. In-
stead, only those agreements explicitly made with the EU
would be, as any treaty obligation, incorporated into UK
law.

As already extensively discussed above, the UK would under
these circumstances be outside the EU’s customs union in food
and manufactures and would enjoy world prices. The EU could
not reasonably be expected – nor would it be likely – to extend to
the UK preferences in EU markets for UK food and manufactured
exports. Instead the UK would be treated like any other world
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trading country outside the customs union. It would have to pay
any tariffs and anti-dumping duties and be subject to any other
non-tariff barriers imposed on external suppliers. In whatever mar-
kets EU prices are kept up by the operation of an implicit cartel
forcing potential low-price exporters to raise their EU prices – an
arrangement we have suggested could be the most widespread of
all the non-tariff mechanisms in EU use – then UK exporters too
would be subject to this cartel. Ironically, this would benefit them
considerably, just as it benefits other low-price participants in the
cartel, provided they have a good market share. UK exporters are
well established in the EU market and could well find that they
continue to do well in it after UK exit to free trade. Since this
situation would be costly to the EU and would draw wide atten-
tion to the existence of such cartel arrangements, the result could
be greater pressure for EU competition, which would be beneficial
to EU members. Such a development would bring about greater
harmony in the long term in relations between the UK and the
EU, making possible closer cooperation in trade policy, a key area
from which the UK would have withdrawn.

Inside the UK either this new relationship, or total departure
from the EU, would lower the prices received by farmers and by
manufacturers previously protected by the EU customs union bar-
riers. Transitional assistance should be given to them by the UK
taxpayer (who of course will reap substantial gains from the new
set-up). The whole issue of farm support and support of the ru-
ral environment will have to be visited afresh; in broad terms a
long-lasting package that rewarded farmers for preserving the ru-
ral environment and freed them to carry out entrepreneurial de-
velopment of their business and their assets (especially their land)
could be devised that would make sense for both farmers and the
taxpayer. For manufacturers, however, any assistance should only
be transitional, since the UK’s comparative advantage implies that
resources should be shifted from this sector into the service sector.

In conclusion, the UK and the EU have had a seriously troubled
relationship for some two decades. These troubles have concerned
not merely the obvious irritations of rising political interference
by the EU in UK affairs but also the major costs of the EU’s use
of its steadily-increasing powers in economic affairs; the latter are
the focus of this book since they are of a technical nature and
therefore not at all widely understood and appreciated. Since our
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analysis suggests that the EU generally is damaged by current
policies, we must hope that these policies would change in a way
that would progressively also reduce the UK’s costs arising from
the EU, making formal changes in the UK’s treaty with the EU
unnecessary. However in the event that this does not occur, as
the tendencies of the last two decades suggest it will not, then
such formal changes are inevitable. We have shown that they are
possible and highly beneficial to the UK. We have also argued that
they are likely to help the forces of change within the EU since
they will highlight the problems there by the very fact that they
will no longer be present here; institutional competition between
countries is a potent force in world affairs. Thus in the long term
it is in all EU members’ interests that the UK puts an end to what
we have shown are the intolerable economic costs of its relationship
with the EU.


