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PREFACE

European issues are high on the IEA’s research agenda. In re-
cent years it has published eight papers on such issues, most
recently Professor Roland Vaubel’s analysis of centralising ten-
dencies in the EU (Hobart Paper 127), Professor Otmar Issing’s
discussion of the relationship between monetary union and politi-
cal union (Occasional Paper 98) and an issue of Economic Affairs
(summer 1996) devoted to European Monetary Union.

As the debate on Britain’s relationship with other European
countries has intensified, it has become clear that the costs and
benefits of membership of the EU are implicit in that debate. The
Institute therefore decided to commission a study which would try
to make the costs and benefits explicit, quantifying them to the ex-
tent possible. Dr Brian Hindley, of the London School of Econom-
ics, an economist who specialises in trade matters, and Martin
Howe, a Queen’s Counsel who has been much involved in Euro-
pean legal and constitutional issues, were asked to write a paper
on the subject. Rodney Leach, a prominent businessman who has
given much thought to Britain’s relationship with Europe, was in-
vited to contribute a Foreword commenting on the study.

The authors’ focus is on the costs and benefits of different
forms of relationship between Britain and the rest of the EU, ex-
tending to the option — sometimes termed ‘unthinkable’ or ‘suici-
dal’ - of withdrawal from the Union. But their objective is not to
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recommend withdrawal. It is, by examining that extreme option,
to demonstrate the likely consequences of changing Britain’s rela-
tionship with the EU.

As it happens, their conclusion is that withdrawal — even in the
unlikely event of there being no free trading agreement with the
rest of the EU —would have a relatively minor impact on the British
economy. Large benefits would accrue as British consumers es-
caped from the Common Agricultural Policy but there would be
some offsetting losses from the greater difficulty of exporting to
the EU and possibly from reduced overseas investment in Britain.
On balance, there might be a small net cost or a small net benefit
on items which can be measured. In addition, there might be net
advantages to Britain from effects which cannot be quantified —
for example, reduced EU regulation and reversion to the su-
premacy of UK (rather than EU) law.

Dr Hindley and Mr Howe conclude that it would be foolish to
make a decision on Britain’s relationship with Europe based on
economic costs and benefits alone. But if the EU is developing
along lines a British government finds unacceptable, *. . . fear of ad-
verse economic consequences should not deter a British govern-
ment from seeking to change the relationship of the UK with the
EU, or, in the last resort, from leaving the Union’ (p. 99).

As in all IEA publications, this paper represents the views of
the authors, not of the Institute (which has no corporate view), its
managing trustees, Academic Advisory Council members or se-
nior staff.

COLIN ROBINSON

Editorial Director, Institute of Economic Affairs
Professor of Economics, University of Surrey
October 1996



FOREWORD TO THE NEW EDITION

For years British policy towards Europe has been based on
comforting assumptions. Politically, it was assumed that Europe
either did not mean, or could ultimately be deflected from, its fed-
eral ambitions. Economically, it was assumed that the benefits of
the single market were so vast and so self-evident as to need no de-
fence and warrant no analysis; and that these benefits would be
lost if Britain changed its relationship with the European Union.

This IEA Occasional Paper challenges these economic assump-
tions, starting from three simple premises. First, that trade with
the EU represents a relatively small proportion of British eco-
nomic activity, most of which would survive withdrawal from the
EU, let alone a negotiated restructuring of our relationship. Sec-
ond, that the CAP costs Britain more than the maximum tariffs
that could be charged to British exports by Europe even in the
worst case (and highly unlikely) scenario of a breakdown of trade
preference. Third, that there are significant costs associated with
the current skewing of trade towards the EU.

This revised edition is timely, given that Maastricht, Amster-
dam and Nice have stripped away the illusion that the EU has
neared the high-water mark of integration. While until recently it
was easy for British opponents of federalism to believe that the EU
constituted a weighty economic plus, offset by manageable politi-
cal irritations, it is increasingly arguable that both sides of the

13
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scale have shifted. Europe now seems to be, if not firmly set, at
least embarked on a political course which is at odds with the
wishes of most British voters, while the authors make out a plau-
sible case that the benefits of the single market are sufficiently
counteracted by compensating costs as to leave the overall eco-
nomic balance of advantage doubtful.

The authors have not succumbed to naive Eurosceptic pre-
conceptions. For example, they do full justice to the risk that foreign
direct investment in Britain might be deterred by withdrawal from
the EU.Indeed, in their determination to stand only on solid ground
theyhave omitted mention ofthe costs and benefits ofeconomicand
monetary union and have touched only lightly on the question of
regulation —two topics on which the preponderance of evidence lies
infavour of British independence from the main drift of EU policy.

Having entered the EEC late, painfully, perhaps under false
pretences, but certainly at a time when membership of a free trade
area or an extensive customs union conferred real advantages, it
appears to the conventional mind almost unthinkable to con-
template an altered relationship today, when the interlocking
European institutions are so entrenched in our system. Yet in the
past the IEA has thought the unthinkable to redoubtable effect.
And certain features of the world economy have now either
changed or emerged with such clarity as to make it valuable to
challenge our most cherished convictions.

The last fifteen years have seen the revitalisation of the USA,
fuelled by liberal trading instincts, labour flexibility and faith in
free markets. To some extent Europe has stood aside from these
trends and has been rewarded with declining innovation, declin-
ing growth and structural unemployment. Britain has been an
exception, resulting in an economic performance which in relative
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if not in absolute terms has been the best in living memory. This
fine performance has reinforced belief across the British political
spectrum in market-driven policies, in deregulation and in cur-
tailed social costs, and therefore has tended to align our ways of
thinking rather more to the Atlanticist viewpoint than to that of
continental Europe. At the same time, successive GATT rounds
have sharply reduced the value of belonging to a customs union.
Animportantpartofthis Occasional Paperisitsanalysis ofalter-
native arrangements in the event that Britain and the EU were ever
mutually to determine that the existing relationship is not sustain-
able. This haslongbeen a taboo subject, on the grounds that even to
contemplate the alternatives would be to give undue credence to the
notionthatBritainisareluctantEuropean. Butoncethepossibilityis
admitted that Britain’s ambition for retaining a high degree of inde-
pendence might ultimately prove irreconcilable with the Commis-
sion’s—and arguably Germany’s and other countries’—wish for the
substantial diminution of the role of the nation state, it is only sensi-
ble to review how the political aspirations of each of Europe’s elec-
torates could be met without sacrificing the benefits of close trade
ties. The authors canvas anumber of possible amicable alternatives,
all of which would represent a significant improvement over an in-
temperate withdrawal or a resentful expulsion. There are, after all,
interesting rivalmodels, for example Switzerland and Norway.
Europe s often thought to be too complex a subject for the ordi-
nary voter and the systematic over-statement of the economic ad-
vantages deriving from membership of the EU has led to an
exaggerated respect for the views of official business bodies. Of
course, one does not want todownplay theimmense complexities of
European history, which have given Germany, France, Spain, Italy
and Britain such different legacies of trading patterns, of financial

15
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structures and above all of attitudes towards the great issues of the
day, from protectionism to social and defence policies. But busi-
nessmen have no special insight into these questions, nor indeed is
any particular business insight called for in evaluating the broad
outlines of the economic pluses and minuses of membership of the
EU. The facts more or less speak for themselves. It is only natural to
assume that so vast a question as Britain’s relationship with the EU
must involve balancing large advantages and large disadvantages —
prosperity as against loss of national identity, perhaps, or, for those
of asceptical persuasion, the risks of membership as against the cost
of isolation. So it comes as a shock to be told (as much by objective
Europhiles as by the IEA authors) that the economic decision is so
close as to be effectively immaterial. In strictly financial terms, it
seems, membership of the Community’s customs union is far less
important than whether we have the judgement to conduct our own
economic affairs sensibly and whether our businessleaders have the
energy to exploit our advantages of language, respect for the rule of
law, labour flexibility and cost competitiveness.

The currently conventional view is that come what may we
must maintain our present relationship with the EU, hoping that
the momentum towards federal integration peters out. But if these
hopes are unfulfilled, then we shall be confronted with a new situ-
ation. It would be folly to enter such a new situation equipped only
with prejudice about the costs and benefits of membership of the
EU. This is the central issue addressed by the present IEA paper,
which should be studied very carefully by all those, of whatever
persuasion, who are interested in the truth.

RODNEY LEACH
Jardine Matheson
June 2001



SUMMARY

A majority of other member-states may insist on a ‘federalist’
agenda for the EU that a British government (of either party)
would find unacceptable.

If that occurred, the economic costs and benefits of EU
membership would be crucial in determining Britain’s
response.

Britain has the effective legal power to secede from the EU:
Parliament could terminate the enforceability of Community
Law in the British courts. Withdrawal would more likely be
by agreement than by a ‘messy unilateral break’.

Outside the EU, Britain might become a free-standing
member of the world trading system, relying on WTO trading
rules. More likely there would be some form of free-trading
relationship with the rest of the EU.

Many costs and benefits of EU membership are intangible.
For instance, Britain may suffer from excessive EU regulation
and from the more effective enforcement of single-market
and other rules in British courts than elsewhere.

An assessment of those costs and benefits which can be
quantified suggests the net effect of withdrawal on the British
economy would be small — probably less than 1 per cent of
GDP. If a special relationship with the rest of the EU were
arranged, there might be a small benefit.

17
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The major quantifiable cost of EU membership is adherence
to the Common Agricultural Policy (CAP). Escape from the
CAP would represent a clear gain to Britain.

There would be some loss because of the imposition of tariff
barriers on UK exports to the EU but, allowing for switching
of exports to non-EU countries and other adjustments, it
would be small.

Some loss of inward foreign direct investment (FDI) might
also occur, though Britain’s flexible labour markets (rather
than EU membership) may be the principal reason for much
FDI

There is no foundation for the idea that UK departure from
the EU would have ‘dire economic consequences’. Ifthe EU . ..
develops along lines that the UK finds unacceptable on
fundamental political grounds, fear of adverse economic
consequences should not deter a British government from
seeking to change the relationship of the UK with the EU or,
in the last resort, from leaving the Union.’
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INTRODUCTION TO THE SECOND
EDITION: THE SMALL EFFECT OF
EU MEMBERSHIP ON BRITISH
ECONOMIC WELFARE

Better Off Out? makes no confident statement about whether
Britain gains or loses from membership of the EU (European
Union). This lack of a firm conclusion attracted criticism from
some readers of the first edition. The Independent of 18 October
1996 reported that:

Mr FitzGerald (chairman of Unilever) singled out a recent
study by the Institute of Economic Affairs for vilification.
The study by Brian Hindley and Martin Howe concluded
that ‘it is in practice hard to tell whether leaving the EU
“cold turkey” would make Britain better or worse off’. Mr
FitzGerald said: ‘This remarkable conclusion defies all the
experience of what has happened in the past quarter
century. It is a classic piece of economists’ dither — on the
one hand this, on the other hand that.’

Mr FitzGerald should have read on. He somehow missed the
conclusion that Better Off Out? did reach, which is that the effect
on British economic welfare of EU membership is small, relative to
GDP, whether it is a gain or a loss. Mr FitzGerald, who had pro-
claimed the ‘horrific economic consequences’ of withdrawal in the
Financial Times (5 June 1996) — who had said, in other words, that
the economic effect of membership is very large — should have
been able to understand the significance of the conclusion that it is
small.

23
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Attempts to address the economic costs and benefits of EU
membership in a serious and balanced way face the problem that
many reactions to the question seem to be based on preconceived
general views about the attractiveness of the EU rather than on any
serious consideration of the evidence. Those strongly in favour of
Britain’s involvement in ever greater European integration tend to
believe that Britain obtains large economic gains from EU mem-
bership, without asking whether the evidence supports that con-
clusion. Indeed, they are often unwilling to entertain even the
possibility that the economic benefits of membership are small.
Such disbelief, of course, is a general human characteristic — most
people give more weight to evidence or anecdotes that seem to
support their beliefs than to evidence that challenges them.

It is a peculiarity of debate about the EU, though, that those
who are strongly and emotionally in favour of European integra-
tion seem able to sustain a belief in large economic benefits with-
out any supporting evidence at all, and in the face of mounting
contrary evidence. They are, as the psychiatrists say, in denial. The
claim that the benefits are large plays an important role in pro-in-
tegration arguments. But when challenged about the basis of this
claim, they all too often merely re-affirm their belief — their faith —
that the economic gains must be large. They do not point to a mass
of serious and respectable studies underpinning that conclusion.
They cannot. There are none.

That is not for lack of effort. Since the first edition of Better Off
Out?, two relevant studies have appeared, one by the National In-
stitute of Economic and Social Research’, and a second by the

1 NIESR, 2000, Continent Cut Off? The Macroeconomic Effects of British Withdrawal
from the EU, London, National Institute of Economic and Social Research,
February.
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United States International Trade Commission?, as part of a study
of the economic consequences of British membership of NAFTA
(North American Free Trade Area).

The NIESR study is especially interesting. According to the Fi-
nancial Times (18 February 2000), it was funded by ‘the pro-Euro-
pean Britain in Europe group’ and was intended to ‘mark the start
of a campaign . . . to try to convince the public of the benefits of EU
membership’.

In the event, the NIESR study concludes (p. 6) that British real
gross national income twenty years after withdrawal would be 1.5
per cent lower than if we had retained our membership. A fall in
income of that magnitude is a quite a long way from catastrophe.’
Even the 1.5 per cent, however, derives from assumptions that are
debatable.

In particular, the NIESR study assumes that inward
investment brings with it substantial technical progress, so that a
reduction in foreign direct investment (FDI) in the UK

2 USITC, 2000, The impact on the US economy of including the United Kingdom in a
free trade arrangement with the US, Canada, and Mexico, Washington DC,
publication 3339, August.

3 Britain in Europe seems to have been less than completely happy with the num-
ber. The Financial Times reported (22 February 2000) that: ‘The launch of the
“Out of Europe, Out of Work” campaign was overshadowed by an apology from
Britain in Europe for the way a report by the National Institute of Economic and
Social Research, about the consequences of withdrawal, had been represented in
sections of the press last week. Several supporters of Britain in Europe accused
Simon Buckby, the group’s campaign director, of putting too much “spin” on the
institute’s report. One newspaper claimed on Friday that 8m jobs could be lost
through withdrawal, prompting the institute to issue a summary of its report
containing the calculation that 3.2m jobs were related to the sale of goods and
services in the EU.” Given the title of the campaign, the campaign manager’s frus-
tration is easily understandable. In fact, although the NIESR report says that
3.2m jobs are related to trade with the rest of the EU, it also says that withdrawal
would cause the loss of very few of them, if any.

25
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manufacturing sector, for example, lowers the rate of technical
progress and labour productivity in the entire manufacturing
sector. The 1.5 per cent reduction in output then follows from the
additional assumption that re-imposition of tariffs between
Britain and the rest of the EU will have large effects on inward FDI,
and, hence, on technical progress in the British economy. As the
NIESR (p. 35) itself admits, “The main factor explaining the lower
level of output [claimed by the study] is the reduction in technical
progress arising from lower inward investment.’

The large effect on inward investment assumed by NIESR con-
trasts sharply with the findings of the USITC study, which are
based on the USITC’s own model of the world economy. NIESR (p.
28) claims that withdrawal from the EU will eventually reduce the
real value of the [US] investment stock by almost two-thirds . . .".
The USITC, on the other hand, says (pp. 4—22) that: “These small
effects . . . [on inward investment] . . . contrast with the views of
various UK academic trade specialists, business leaders, and
government officials . . . many of whom believe that dramatic
reductions in FDI would follow the UK’s leaving the EU.’

The United States accounts for roughly half of the stock of for-
eign-owned capital in the United Kingdom (and Japan, the source
of much threat and bluster about the consequences for inward FDI
of various British policies, for about 3 per cent). NIESR’s claim that
US investment in Britain would dramatically decline following
withdrawal is therefore a major prop for its finding that British
real income would decline. On this matter, however, the contrary
view of the USITC, which has an obvious interest in getting right
the facts about US overseas investment, but no obvious interest in
supporting one side or the other in the British debate, cannot be
lightly dismissed.
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The fall in inward investment claimed by NIESR would not
lead to the fall in British real income reported by NIESR, however,
without NIESR’s other key assumption, which is that inward in-
vestment boosts technological progress in the economy as a
whole. That inward investors — or, at least, that some inward in-
vestors — bring with them new techniques and know-how is plau-
sible. That, however, does not lead to the NIESR result — in and of
itself, superior know-how will simply lead to higher profits for the
foreign investor, which are not, as such, a source of welfare gain for
the British economy. The NIESR result comes from the assump-
tion that the new techniques filter through to other companies
and persons in the economy, so that they acquire the techniques
sooner than they otherwise would. This, NIESR claims, is how
inward investment raises the rate of technological progress in
general, and multiplies the effect on British income of a fall in in-
ward investment.

The existence of such spillover effects is not implausible in a
priori terms. Nevertheless, the only detailed and disaggregated
study of the effects of inward investment in Britain fails to find
them. Girma, Greenaway and Wakelin comment (p. 20) that
‘When we tested for intra-industry spillovers, we found that on av-
erage there were no wage and productivity spillovers to domestic
firms as a result of foreign presence, whether in levels or growth.™

Both of the questionable NIESR assumptions regarding in-
ward investment are necessary for it to arrive at the result that

4  Girma, Greenaway and Wakelin, 2001, ‘Who benefits from foreign ownership in
the UK?’, Scottish Journal of Political Economy, May, Vol. 28 (2). The authors do
find differences in wages. ‘Even after we allow for productivity differences we still
find that foreign firms pay on average 5 per cent more than domestic firms. In
terms of nationality, we found American firms to have the largest differential and
Japanese firms the smallest.”

27
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withdrawal will reduce British real income by 1.5 per cent. Had it
dropped either of them, NIESR would have concluded that the
effects on British income of withdrawal from the EU are in the
region of zero.

This result is in line with the results of the USITC study. To be
more exact, the conclusion thatthe costs of withdrawal are small can
be inferred from the USITC study — the study does not aim to make
determinations of that cost, and no result on it is explicitly stated.
The USITC compares the status quo with two alternative scenarios:

a) Britain remains part of the EU and joins NAFTA;> and
b) Britain leaves the EU and joins NAFTA.

It is the difference between these two situations that offers a
basis for inferring the effects of withdrawal from the EU in the ab-
sence of NAFTA membership that the USITC would have found,
had that question been put to it.

5  The conceptual experiment of the ITC, however, risks practical confusion. Britain
cannot in the real world join NAFTA and remain a member of the EU. In this con-
text, the relevant fact about the EU is that it is a customs union, while NAFTA is a
free trade area. Members of a customs union adopt a common tariff; members of
afree trade area do not. Hence, in principle, goods may enter a customs union at
any port of entry and can then move freely within the customs union: in princi-
ple, no customs posts are needed at internal borders. Customs posts are needed,
though, even in principle, at the internal borders of a free trade area: otherwise
goods will enter the free trade area through the country with the lowest tariff, and
the higher tariffs of other members will exist only on paper. Moreover, a free
trade area requires ‘rules of origin’, which tell customs inspectors whether goods
arriving at the US border with Mexico, for example, are of US or Canadian origin,
and therefore entitled to duty-free admission; or of other origin, and therefore
subject to duty. Clearly, free movement of goods within the EU is a principle that
the EU will not easily surrender. If Britain left the EU, however, it could enter a
free trade area with the EU and be a member of NAFTA.
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The difference might be a quite fragile foundation for infer-
ence were the effects of Britain joining NAFTA large. A situation
can be imagined, for example, in which a large part of British eco-
nomic activity is re-focused to the US as a consequence of joining
NAFTA, even though Britain remains a member of the EU. In that
event, the differential effect of leaving the EU while a member of
NAFTA might be small; but the effect of leaving the EU in the ab-
sence of NAFTA membership large.

As the USITC figures turn out, however, the effects on Britain
of either (a) or (b) are small. It can legitimately be inferred, there-
fore, that the effects of leaving the EU in the absence of NAFTA
membership are small.

‘The effects of the contemplated FTA [on] each country’s GDP
are very small,” the ITC says about situation (a): ‘the UK’s GDP in-
creases by less than one tenth of one per cent . ..” (p. xiv). And of
(b): “As in scenario 1, the changes in GDP are very small. UK GDP
falls by 0.02 per cent’ (p. xv).

As matters stand, therefore, the two direct studies of the eco-
nomic costs to Britain of withdrawal from the EU, Better Off Out?
and NIESR, 2000, both find that the costs are small, and the
USITC study implies the same result. Euro-integrators need to
produce respectable evidence for their claim that the economic
costs of withdrawal are large. If they cannot produce evidence,
they should stop making the claim.

That the costs of withdrawal from the EU are small does not
say that Britain should withdraw. It strongly suggests, though,
that debate about Britain and the EU should turn on politics, not
on economics.

Some took the first edition of Better Off Out? to be arguing for
withdrawal from the EU. But it did not. It said that, as a matter of
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economics, withdrawal was neither infeasible nor unthinkable.
Therefore it ought not to be dismissed as a practical option for the
nation, if membership imposes conditions that the country finds
onerous. The first edition did not argue for withdrawal, and
neither does this edition.

Note on the revised edition

In this edition, the 1994 figures from the original are updated to
1998, the latest year for which all figures are available. We have
followed the methods of calculation employed in the original edi-
tion. Alterations in the text are on the level of copy-editing, except
where it seems important to incorporate new information or
where information or statistics that appeared in the original
version are no longer available.®

6  So that, for example, Table 5 in the original, which gives a breakdown of foreign
credits and debits for various service industries, does not appear in this edition —
the necessary statistics do not appear to be available.



1 INTRODUCTION: REASONS TO
ASSESS THE COSTS AND BENEFITS
OF BRITAIN’S EU MEMBERSHIP

The debate

In Britain, both main political parties at least nominally adhere to
the position that the United Kingdom should remain a sovereign,
independent nation state. The 1992—7 Parliament was a period
which saw widely publicised differences of opinion over the ratifi-
cation of the Maastricht Treaty and over Britain’s subsequent rela-
tionship with the EU. Media attention was mainly focused on the
differences of view within the Conservative party and government,
but differences of policy also existed within the Labour Party,
which had twice reversed its position over whether we should be-
long to the EEC at all since we joined in 1973.

Divisions within the political parties, of course, reflect divi-
sions within British society at large. Even constituencies whose
members might have been expected to hold positions roughly con-
sistent with one another, such as senior businessmen, cover a
broad spectrum.

Sir Stanley Kalms, chairman of Dixons, for example, has com-
mented that:

This draft directive [on consumer guarantees] is
symptomatic of the tide of regulations coming out of
Brussels that threaten to limit our economic success. It is
preposterous that nowhere in the European Commission’s
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proposals is consideration given to their cost. No fair-
minded person would object to reasonable regulation . . .
but in recent years the balance has shifted. What we are
seeing is the concept of harmonisation developing into a
major assault on the long-established principles of economic
supply and demand. It will be a sterile debate when, in five
or six years’ time, we consider the consequences of joining a
single currency if British industry has already suffered death
by a thousand cuts.'

On the other hand, Mr Niall FitzGerald, chairman-designate
(now chairman) of Unilever, has expressed concern about:

... those siren voices who wish to lure us on to the rocks of
withdrawal. It angers me when politicians in particular
indulge themselves in such talk without taking any
responsibility for the horrific economic consequences of
such a step . . . it is irresponsible and self-indulgent to claim
that there is a serious case for withdrawal and then to
choose to ignore the reality of the economic consequences.

Why the economic costs and benefits should be assessed

The debate in Britain about the European Union has both political
and economic dimensions. The Conservative Party is now firmly
committed to a position of robust defence of Britain’s national
sovereignty against further extensions of EU powers, and the pro-
motion of an open, flexible European structure. The Labour Party
is more willing to accept further extensions to EU powers, particu-
larly in the social field, arguing that such extensions are still

1 The Times, 17 August 1996.
2 Financial Times, 5 June 1996.
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compatible with maintaining national sovereignty. But despite the
difference in emphasis between them, both major parties may
sooner or later have to face up to the question of how they can rec-

oncile the continued status of Britain as a nation state with the on-
going process of EU integration. However, it seems clear that the
governments of most, if not all, other member-states favour con-
struction of an overtly federal European Union, ultimately becom-
ing a ‘United States of Europe’.

Both parties may therefore have cause before too long to think

more deeply than they have about the whole question of Britain’s
relationship with the EU.The Nice summit meeting in December
2000 was significant not only for the further steps of European
integration which were agreed, but also for what was agreed re-
garding further steps. A declaration? of enormous importance was
agreed. This states that by 2004 there will be yet another Intergov-
ernmental Conference (IGC) to draw up yet another treaty. That
IGC will undertake a ‘deeper and wider debate about the future de-
velopment of the European Union’. The first question the 2004
IGC will address is how to ‘establish and monitor a more precise
delimitation of competencies’ between the European Union and
the member states. It will also consider the role of national Parlia-
ments in the European architecture.

For a powerful strand of thinking amongst continental politi-

cians, the 2004 IGC will provide the opportunity for the formal
creation of a constitution for the European Union. Politicians of
such persuasion make no secret of their wish to see the European
Union increasingly assume the powers and trappings of a State.
Joschka Fischer’s Humboldt University speech in May 2000 was

Declaration on the Future of the Union annexed to the Final Act of the Confer-
ence, 26 February 2001.

33



BETTER OFF OUT?

34

one of the most explicit and widely publicised statements to this
effect.

There is a real prospect that the majority of other
member-states may persist in advancing a ‘federalist” agenda that
a British government of either party will want to reject. If that hap-
pens, the economic costs and benefits of membership of the
European Union may become a crucial element in framing
Britain’s response. If membership of the European Union is indeed
essential to Britain’s economic well-being, then going along with
developments of the European Union even though they are
thought politically undesirable might seem the lesser of two evils.
On the other hand, if the net economic benefits of Britain’s mem-
bership are modest, neutral or even negative, then Britain can
afford to be far more robust. It might then, for example, feel far
less inhibited in vetoing political developments of the European
Union which it does not like, or at least in pressing for exclusion
from them and possibly for a special status outside an ‘inner core’
of more federally committed member-states.

Thus, in our view, an assessment of the economic costs and
benefits of Britain’s membership of the European Union is an
essential precondition to forming national policy on the funda-
mental question of: ‘What kind of European Union do we wish to
belong to?’

European monetary union

The costs and benefits of European monetary union would occupy
a paper — indeed, volumes of papers — in themselves.* At present,

4 A symposium on the subject of monetary union is in Economic Affairs, Vol. 16,
No. 3, summer 1996. See also Pedro Schwartz, Back from the Brink, Occasional
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the United Kingdom retains the right to decide whether or not to
participate in the single currency, and the pros and cons of that
separate decision require separate analysis.

However, increasing political pressure on the UK is likely to
arise if it remains opted out from the single currency, on the
grounds that it is unfairly taking advantage of the benefits of access
to the single market but is not subject to constraints against com-
petitive devaluations. The Treaty basis of the single market was
laid down well before the European Monetary Union project, and
the UK’s right to participate in the single market is not linked to or
dependent upon participation in the European single currency.

Nevertheless, legal norms in the EU are bendable rather than
fixed, particularly in the direction which favours the prevailing po-
litical climate in favour of greater European integration. Thus, if
the UK stays outside the single currency it may face increasing
attempts to restrict its freedom of action in its exchange rate
management,’ or to subject it to disadvantages in the single mar-
ket as compared with the ‘in’ countries. That is a further reason for
attempting to assess the costs and benefits of Britain’s EU
membership.

Assessing costs and benefits

In order to assess these costs and benefits, it is necessary to com-
pare the current position with the position Britain would be in if it

Paper 101, IEA, 1997; Michael Portillo, Democratic Values and the Currency, Occa-
sional Paper 103, IEA, 1998; and Michael Bordo and Lars Jonung, Lessons for EMU
from the History of Monetary Unions, Readings 50, IEA, 2000.

5  See Martin Howe, ‘Monetary Policy after Maastricht: How much independence
will Britain possess?’, London, Centre for Policy Studies, November 1992.

35



BETTER OFF OUT?

36

were not a member of the EU and were instead a free-standing
member of the multilateral world trading system. It is also neces-
sary to address the (legal and constitutional) question of whether
Britain would be able to withdraw from the European Union were
it to wish to do so. That is not the same as advocating withdrawal
as a policy. But we emphatically disagree with the claim that seri-
ous discussion of the effects and consequences of withdrawal
should be a taboo subject. If the economic consequences of that
step are ‘horrific’ and there is no ‘serious case’, then serious an-
alysis of the issue can only serve to provide objective reinforce-
ment for that viewpoint.

Political and economic issues

Britain’s membership of the European Union and its position in its
future development involve both political and economic costs and
benefits. Both kinds of cost and benefit will play a part in any
decisions that a British government, and Parliament, may take.
Political issues are just as important as, and arguably far more im-
portant than, economic issues. However, political costs and bene-
fits are in general not measurable.

For example, it is argued that, through being a member of a
larger and more powerful bloc, Britain enhances its power in
world affairs. On the other hand, by being a member of that bloc,
Britain loses significant rights and powers over the way in which it
governs itself domestically and over the way in which it conducts
its external affairs. There is no way in which such benefits and
costs can be quantified and weighed against each other.

Similarly, it is argued that the EEC, and now the EU, have con-
tributed to maintaining peace in Europe. On the other hand, it is
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argued by some that the structures of the EU, by seeking to impose
central rules on divergent nations, will ultimately be a cause of
conflict rather than a solution to conflict. Such political questions
cannot be weighed in quantitative terms, even though they are
clearly important to any decisions which Britain takes about its fu-
ture in Europe.

The discussion in this Occasional Paper is therefore confined

to economic costs and benefits. Some of these, such as net budget
contributions and the cost of tariffs saved are, at least in principle,
quantifiable. Other costs and benefits are real and substantial but
difficult to quantify. In this category are the intangible (but real)
benefits of having a harmonised single market, as against the costs
of the regulation which goes hand in hand with the harmonised
market under the European system. These categories of cost and
benefit do not admit of ready quantification, but the Paper at-
tempts to assess them in qualitative terms.

A cultural difference in approach to markets

An important matter underlying the economic costs and benefits
of EU membership is an apparent cultural difference in attitudes
to free markets between the ‘Anglo-Saxon’ and the ‘continental’
approaches. The latter exhibits a propensity to favour regulation
over free markets. A more federal structure would allow this
propensity freer rein, creating what many British voters, even en-
thusiasts for the single market, might regard as a noxious mixture.
As the article by Sir Stanley Kalms cited on p. 31 suggests, however,
the problem is real even within the present European structure.
Two examples suffice to illustrate the underlying issue.

The first is a report in The Times (8 December 1993) in the run-
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up to the 1994 elections for the European Parliament, under the
headline: “Tories embarrassed by European allies’. The allies are
the European People’s Party (EPP), with which the Conservatives
are associated in the European Parliament. The problem lay in the
draft EPP manifesto for the elections. One sentence conveys the
flavour of the manifesto and explains the embarrassment. It says
that ‘governments must ensure that the functioning of the market
remains subordinate to the general welfare and social justice’.

That free markets are better for the general welfare than
political processes is, of course, the central proposition of classical
liberal thought. British Conservatives do not always apply it in full,
but few of them would deny its force or fail to pay it at least lip
service. That their continental counterparts refuse even lip service
reveals an intellectual gulf. Reflected in policy, it could become a
political chasm.

The second example underlines the first. It comes from a
Financial Times report (31 December 1993) of an interview with M
Edouard Balladur, then Prime Minister of France. ‘What is the
market?’, M Balladur is reported as saying. ‘It is the law of the
jungle, the law of nature. And what is civilisation? It is the struggle
against nature.’

The European People’s Party and M Balladur are ‘right-of-
centre’in continental terms. If they reject the market, that strongly
suggests that there is and will for the foreseeable future be an
inherent EU bias towards non-market solutions — towards statist
regulation.® The problem of the costs imposed by European-style

6  There are classical economic liberals on the continent, of course. Roland Vaubel,
Professor of Economics at the University of Mannheim, for example, presents a
superb piece of liberal reasoning and exposition in The Centralisation of Western
Europe, Hobart Paper 127, London, Institute of Economic Affairs, 1995.
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regulation therefore seems likely to grow in importance in the
future.

Costing membership and the meaning of ‘withdrawal’

No reliable assessment of the costs of withdrawal from the Euro-
pean Union is publicly available, and none may exist. Indeed, the
preliminary spadework that might make accurate estimation pos-
sible has not been done. To estimate the costs and benefits of a
policy, what would happen if the policy is pursued must be com-
pared with what would happen if it is not. In the case in hand,
Britain’s economic circumstances as a member of the EU must be
compared with its economic circumstances if it withdraws from
the EU. ‘Withdrawal from the EU’, however, has no single simple
meaning.

Withdrawal might mean, for example, that membership was
not replaced by any special arrangement between independent
Britain and the EU. In that event, trade and other economic
relations between the two would be controlled by multilateral
agreements such as those under the World Trade Organization
(WTO)—that is, by arrangements similar to those that now govern
economic relations between the EU and the USA, or between the
EU and Australia.

That, however, should tentatively be regarded as the worst
case. It is sometimes assumed that British departure from the EU
would lead the remaining members to act punitively towards
Britain. That seems unlikely — but even if it were true, the WTO
provides a bottom line for actions the EU could legally take with
respect to an independent Britain. Other arrangements seem
likely to be available. The EU has a variety of preferential trading
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arrangements with neighbouring non-members. It would be sur-
prising if such arrangements were not available for Britain, for
reasons to do with the self-interest of the remaining EU members
which are discussed in Chapter 3 later.

Organisation of the Paper

Chapter 2 discusses the structure and framework of the European
single market, and compares its main features with the world mul-
tilateral trading system. Chapter 3 then goes on to consider some
possible legal frameworks for relations between the EU and a de-
parted Britain, and their advantages and disadvantages.

An attempt at assessing the economic costs and benefits of
withdrawal is presented in Chapter 4. Following that, conclusions
and comments are presented in Chapter 5.

Inevitably, analysis of the kind presented here has a number of
technical aspects. But technicality distracts from the thrust of the
main argument, so such matters are covered — to the extent possi-
ble — in two appendices, one on economic issues and one on legal
matters.



2 THE EC SINGLE MARKET AND THE
WORLD TRADING SYSTEM

The ‘internal’ market in the context of the
European Union

The greatest perceived benefit of Britain’s membership of the EU is
access to the European ‘internal’ market for British exporters of
goodsandservices. Against this perceived benefit, however, mustbe
set what are generally seen as disadvantages to Britain flowing from
otheraspects of membership ofthe EU, such as the cost burdensim-
posed by European sociallegislation and the costs to consumers and
taxpayers of the Common Agricultural Policy (CAP).

However, the purpose of this chapter is to try to assess the
benefit to Britain that arises from the single market itself. This will
involve consideration both of the substantive rules which regulate
that market, and of the enforcement mechanisms which exist to
ensure that the degree of market access laid down on paper is
achieved in practice. With regard to the latter point, despite
criticisms of the European Court of Justice (ECJ) made in other
contexts, its expansive techniques of interpretation are widely
regarded as beneficial to Britain in the single market context,
because these techniques are seen as resulting in ‘strong’
enforcement of Community free-trading rules.! In the course of

1 Indeed, this belief led the former Conservative British Government to propose
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considering the benefits and costs of the single market, that
proposition will be subject to critical examination.

The objective of creating the single market is laid down by
Article 14 of the Treaty of Rome.” The single market is defined as
‘an area without frontiers in which the free movement of goods,
persons, services and capital is ensured in accordance with the
provisions of this Treaty’. The single market, whose construction
was laid down as a Community objective by the Single European
Act 0f 1986, is the successor to the ‘common market’ of the original
Rome Treaty, upon which it builds.

In practical terms, as regards the free movement of goods, the
single market has involved the abolition of customs formalities be-
tween member-states since the beginning of 1993. This carries the
single market a stage beyond the common market or customs
union, where customs formalities existed at the borders between
member-states but tariffs levied were zero. The basic elements of
the single market are thus:

* No customs formalities relating to the movement of goods
between member-states and therefore, by definition, no
tariffs

» No quotas on trade between member-states

* A general prohibition, under Articles 28 to 30° of the Rome
Treaty and the case law of the ECJ developed under those

the inclusion in the Maastricht Treaty of a provision strengthening the powers of
the European Court of Justice by empowering it to fine member-states which dis-
regarded its judgments: Rome Treaty, Article 171(2) as amended by Maastricht,
since renumbered as Article 228(2).

2 This was inserted into the Treaty of Rome as Article 8a by the Single European
Act and renumbered by Maastricht as Article 7a.

3 Formerly numbered articles 30 to 36.
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Articles, against measures having ‘equivalent effect’ to
quantitative restrictions

* A wide range of specific harmonisation measures which seek
to impose uniform standards on goods placed on the
European single market

* Aseries of harmonisation measures’ in services

* Inservices, general restrictions against unjustified
discrimination against nationals of other member-states, and
general rights of establishment and movement in order to
provide services

 Controls over unfair state subsidies and discriminatory public
procurement practices

Construction of the European single market is based on several
principles or ‘rights’, most of which date from the original com-
mon market, but in addition it has entailed heavy use of harmon-
isation’. The theory is that, in order to permit the free movement
of goods across barrier-free borders, it is necessary for all mem-
ber-states to have essentially the same minimum standards of
product safety, technical standards, and so on. Otherwise, goods
(or services) which would be unacceptable to some member-states
are in free circulation in the single market.

‘Harmonisation” as practised in Europe has benefits, but it
also has costs. The benefit is that a manufacturer in any Euro-
pean country can manufacture goods to the common European
standard in the expectation (in theory at least) that he will not
then have to meet different or additional standards or require-
ments in order to export into any member-state. The cost is
that the standards adopted may be unnecessarily cumbersome
and expensive for the home market and for exports outside the
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EC,* or may simply be inappropriate for the specific require-
ments of the home market or the country’s industry.

The political problem with harmonisation is that many
member-states are unwilling to accept less stringent standards
than those which already apply in their own national markets.
This leads to ‘gold plating’ of harmonisation directives under
which the whole Community ends up adopting highly detailed
and often excessive standards for its goods. This approach to
constructing a single market has led to many thousands of
pages of detailed harmonisation legislation. The direct cost is
compliance with unnecessary standards in the domestic market
and other EC markets, and possible loss of competitiveness in
world markets. In essence, the economic problem posed by this
technique of detailed, regulatory construction of a single
market is that, in order to benefit that part of the national
economy which consists of export of goods and services to the
EC (about 14 per cent’), potentially 100 per cent of the
economy is subjected to the regulatory régime. The cost of
regulation across the economy as a whole therefore needs to be
balanced against the benefit of single-market access for the EC
exporting sector.

To take one small example amongst hundreds of possible in-
stances, a 1994 Directive relating to the packaging of goods® seeks
to curb the unnecessary use of packaging and generation of pack-

4 Thedistinction between the European Union (EU) and the European Community

(EQ) is explained on pages 46—7.

See Chapter 5 (p. 93).

6  Directive 94/62 of 20 December 1994, ‘On Packaging and Packaging Waste’ (O/
1994, L365/10). This Directive was made under Article 95 (formerly 100a) of the
Treaty of Rome (harmonisation of national measures affecting the single mar-
ket).

5]
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aging waste on environmental grounds. It is complex” and has
needed to be transposed into voluminous implementing regula-
tions in the UK and in other member-states. It is a ‘framework
Directive’ which provides for the making at the European level of
further detailed subordinate legislation.® It will impose substantial
burdens on producers, as well as administrative costs; however, if
producers comply with its provisions, then (in theory at least)
their products should be free to circulate into other member-states
without being hindered by other locally differing packaging regu-
lations.

Is the UK better off within this régime or outside it? For pro-
ducers who do not export to other EC member-states, these regu-
lations represent an unnecessary cost. For producers who do
export there, it avoids the potential necessity to produce goods
with two different standards of packaging, one for the home mar-
ket and one for the EC. Whilst in theory it might be possible to at-
tempt some form of quantification of these costs and benefits, the
task would be difficult, and performing similar exercises Directive
by Directive and sector by sector is not feasible.

It is not possible to assess quantitatively whether or not the
benefits outweigh the costs of harmonisation, nor is it intuitively

7 It requires that all packaging shall fulfil ‘essential requirements’ (Article 9 and
Annex 11) of minimum quantity used consistent with safety and hygiene of the
consumer, that it shall be recyclable, and not contain hazardous or noxious sub-
stances. It requires member-states to attain targets for the recycling of packaging
waste (Article 6: 50 per cent after five years). It requires the establishment of re-
turn, collection and recovery systems (Article 7) and imposes requirements for
the compulsory marking and identification of packaging (Article 8).

8  The Directive provides for the Commission to lay down detailed standards relat-
ing to the packaging of particular products (Article 10) and to determine techni-
cal measures (Article 20). The Commission legislates under a procedure which
also involves a Committee of representatives of the member-states (Article 21).
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obvious that the costs or the benefits will predominate. They are
likely to affect individual businesses in different ways depending
on their own circumstances, and this may indeed be one reason for
the sharp divergence of views among businessmen quoted in
Chapter 1. In the absence of a method of measuring such costs and
benefits, or strong consensus one way or the other amongst the
businesses affected, it cannot be demonstrated that ‘harmonisa-
tion’ can, all in all, be regarded either as a net cost or a net benefit
of belonging to the EC single market.

As regards services, a similar approach of detailed harmonisa-
tion is being progressively adopted to that applied to goods, but
the process is far less complete. Thus, sector-by-sector harmonis-
ing directives have been issued. Again, the theory is that, once
providers of services satisfy a common European standard (for ex-
ample, of solvency in the context of financial services), they should
then be free to offer services across the Community. There has
been far less success in opening up the single market to British ex-
porters of services than was hoped at the time of the Single Euro-
pean Act, and the ‘gold plating’ of harmonisation directives is just
as much a problem as in manufactured goods.’

The single market in the context of the European Union

Although the single market is important, it is only one of the activ-
ities of the European Union. It is debatable whether or not it is now
the central activity: clearly it is not as central as was the common
market in the scheme of the original Treaty of Rome.

9  Agood example is the Capital Adequacy Directive in the financial services sector,
which has imposed standards on the British financial services sector which are
widely perceived as cumbersome and unnecessary.
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Thus, the activities of the European Union as such are not par-
ticularly relevant to trade or to the single market. Under the so-
called ‘three-pillared” structure of the Maastricht Treaty, the
European Union engages in two fields of activity outside the ambit
of the European Communities — the Common Foreign and Secu-
rity Policy under Title V of Maastricht, and Justice and Home Af-
fairs Co-operation under Title VI. Participation in these joint
activities carries with it potential advantages and disadvantages of
a political nature, which are not susceptible of being weighed in an
economic analysis.

The first or original ‘pillar’ of the European Union is formed by
the European Communities. These consist (confusingly) of the
European Community (formerly European Economic Community
or EEC, but with the word ‘Economic’ formally dropped by the
Maastricht Treaty), the original European Coal and Steel Commu-
nity (ECSC), and Euratom. The legal structures of the three Euro-
pean Communities are now essentially integrated with each other,
and therefore ECSC and Euratom do not call for further separate
consideration.

Apart from the single market itself, the activities of the EC in-
clude extensive European social legislation, environmental poli-
cies, the Common Agricultural Policy and, of course, the creation
of a single European currency. The whole is intended to form part
of ‘the process of creating an ever closer union amongst the peo-
ples of Europe’.*° Therefore, the single-market measures and their
methods and mechanisms of enforcement cannot be viewed in iso-
lation as if they were contained in a free-standing international
agreement whose purpose is the formation of a European single

10 Maastricht Treaty (Treaty on European Union), Article 1.
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market. Instead they must be viewed, and their benefits and costs
assessed, as forming part of a structure with a wider context and
with an overarching political, rather than economic, purpose.

The Community legal order

The European Community possesses its own ‘legal order’. In this
rests the fundamental distinction between the EC and other inter-
national trade arrangements such as GATT, which operate at the
level of relations between states. The legal order is embodied in
Community law, a body of legal rules contained in, or made under,
the Community Treaties.

Community law penetrates into the internal legal systems of
the member-states and creates rights and obligations which are di-
rectly enforceable by and against businesses and private citizens.
Itisinterpreted and ultimately enforced by the Communities’ own
institutions, paramount amongst which is the European Court of
Justice (ECJ) in Luxembourg.

That Court itself clearly defined the nature of Community law
in the early and seminal leading case of Van Gend en Loos in 1963."

This Treaty [of Rome] is more than an agreement which
merely creates mutual obligations between the contracting
states. This view is confirmed by the preamble to the Treaty
which refers not only to governments but to peoples . . . the
Community constitutes a new legal order in international
law for whose benefit the states have limited their sovereign
rights, albeit within limited fields, and the subjects of which
comprise not only the Member-states but also their
nationals.

11 Case 26/62 [1963] ECR 1; [1963] CMLR 105.
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Community rules are enforced in three different ways. First,
the European Commission has the task of policing compliance
with the Treaties (and subordinate instruments such as directives
made under them). If the Commission considers that a
member-state is in breach of its obligations, it may initiate pro-
ceedings against the state before the ECJ under Article 226 of the
Treaty. If a state fails to comply with a judgment of the Court re-
quiring it to remedy a breach, it may ultimately be fined.”” It is ar-
guable that this method of enforcement is analogous to the
methods of enforcement of international agreements, although
the difference is in the presence of a ‘policeman’ in the form of the
Commission. By contrast, for example, the World Trade Organi-
zation (WTO) cannot initiate complaints against member-states:
only other member-states can do that.

Second, in certain fields Community rules are enforced by the
direct supervisory action of a supranational institution, the Com-
mission, acting within member-states against specific businesses
and individuals. This is important in competition law and in rela-
tion to state subsidies.

The third and probably in many ways the most important
method of enforcement of Community rules is through the na-
tional legal systems of the member-states. Rather surprisingly, this
aspect of Community law is not explicitly spelt out in the Treaty of
Rome or other Community treaties, but has been developed
through interpretation of the Treaty by the EC]J in the Van Gend en
Loos case quoted above, and in a whole series of further decisions.
It is now a well-established feature of the EC.

12 Article 228(2), formerly 171(2) as amended (at British insistence) by the Maas-
tricht Treaty.
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The ECJ has made clear that national courts must directly
apply Community law in preference to their own national laws in
the event of a conflict, even if this involves overriding the funda-
mental or constitutional law of their own country. It follows that
both governmental and national legislative acts, including (in the
UK) even Acts of Parliament, must be struck down if they conflict
with Community law. As Mr Justice Hoffmann said in the
Stoke-on-Trent case'3 in 1990:

The Treaty of Rome is the supreme law of this country,
taking precedence over Acts of Parliament. Our entry into
the Community meant that (subject to our undoubted but
probably theoretical right to withdraw from the Community
altogether) Parliament surrendered its sovereign right to
legislate contrary to the Treaty on the matters of social and
economic policy which it regulated.

The legal systems of the other member-states of the EC have in
general accepted the principle of the supremacy of Community law
asenunciated by the ECJ, although most ultimately reserve the right
to make their own basic constitutional principles prevail in their
own courtsifthereis a conflict between EClaw and those principles,
as distinct from ordinary national laws. In terms of day-to-day ap-
plication of single-market rules, the position (at least theoretically)
inallmember-statesisthatnational courtswillaccept the overriding
effect of Community law. This potentially gives to individuals and
businesses a direct means of enforcement of single-market rules.

Interpretation of both the content and the scope of Commu-
nity law is a matter ultimately not for the national courts or au-
thorities, but for the ECJ. The EC]J performs this function on a

13 [1990] 3 CMLR 31 at 34.
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‘reference’ from a national court under Article 234 of the Rome
Treaty. This is effectively an appeal from the national court to the
ECJ in all but name.

In this aspect of Community law, its direct effect, the European
Communities display some of the features of a federal state. Sover-
eignty is exercised within certain fields by the central authorities
to the exclusion of the local or provincial authorities. Federal laws
apply directly within all units of the federal state and override any
local laws with which they conflict. The content and scope of fed-
eral laws, and the consequent restriction on the scope of auton-
omy of the lower units, is determined not by the lower units but by
the organs of the federal authorities, most importantly by what is
effectively the supreme constitutional court, the EC]J.

What implications does this have for the trading and other
economic interests of the UK? A strong enforcement mechanism
for Community rules might appear to be in the interests of the UK
since it may limit the ability of other member-states to put up un-
fair and unlawful barriers to trade. However, this prima facie view
must be subjected to critical examination, since the effectiveness
of Community law in promoting British trading and economic in-
terests within the EC is dependent both on the content of that law,
and on how it is interpreted and enforced at European level, and at
ground level within individual member-states.

Interestingly, the Court itself explained its approach to its in-
terpretative role in the clearest possible terms when it compared
the proposed European Economic Area Agreement'* with the
Treaty of Rome:

14 Re Draft Treaty on a European Economic Area: Opinion 1/91 [1992] 1 CMLR 245.
The structure of the EEA agreement is considered in more detail in Chapter 3
(below, pp. 64-6).
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An international treaty is to be interpreted not only on the
basis of its wording, but in the light of its objectives . . . The
Rome Treaty aims to achieve economic integration leading
to the establishment of an internal market and economic
and monetary union. Article 1 of the Single European Act
makes it clear that the objective of all the Community
treaties is to contribute together to making concrete
progress towards European unity. It follows from the
foregoing that the provisions of the Rome Treaty on free
movement and competition, far from being an end in
themselves, are only means for attaining those objectives.

The EEA is to be established on the basis of an
international treaty which, essentially, merely creates rights
and obligations as between its members and provides for no
transfer of sovereign rights to the inter-governmental
institutions which it sets up. In contrast, the Rome Treaty,
albeit concluded in the form of an international agreement,
none the less constitutes the constitutional charter of a
Community based on the rule of law. As the Court of Justice
has consistently held, the Community treaties established a
new legal order for the benefit of which the States have
limited their sovereign rights, in ever wider fields," and the
subjects of which comprise not only the member states but
also their nationals. The essential characteristics of the
Community legal order which has been thus established are
in particular its primacy over the law of the member-states
and the direct effect of a whole series of provisions which are
applicable to their nationals and to the member-states
themselves.

Because of the differences in the fundamental nature of the two

15

In the Van Gend case in 1963, the EC] referred to the member-states having lim-
ited their sovereign rights in /imited fields, but by the time of the EEA Treaty case
in 1991 this had changed to ‘ever wider fields’.
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treaties, the Court concluded that the corresponding parts of the
EEA treaty and the Treaty of Rome on free movement and compe-
tition, even though identically worded, would be interpreted dif-
ferently. By reaching this conclusion, the Court was in effect
making a comment on its own technique of interpreting the Com-
munity treaties, which is to interpret them in such a way as best ‘to
make concrete progress towards European union’, and on the pre-
supposition that Community law will expand into ‘ever wider
fields’.

Rules of Community law pertaining to the free market are in-
creasingly likely to be interpreted not with the objective of creat-
ing a single market free of barriers uppermost in mind, but with
other factors predominating. During the early years, when estab-
lishment of the common market was the central objective of the
EEC, the jurisprudence of the ECJ] went strongly in the direction of
freedom of trade. However, there has been an observable shift in
more recent years away from free trade and towards other factors.
For example, the ECJ has altered its earlier very broad interpreta-
tions in order to adopt a more restrictive scope for the application
of Article 28, which prohibits quantitative restrictions on imports
or measures having equivalent effect.’ In the intellectual property
field, the Court has dramatically reversed an earlier decision in
order to give greater weight to the protection of intellectual prop-

16  Keck and Daniel Mithouard, Case C-267,8/91[1995] 1 CMLR 101, restricted the ap-
plications of Articles 30 to 36 (since renumbered Articles 28 to 30) of the Treaty
of Rome so that they no longer cover many trading rules which had previously
been thought to be covered under the ECJ's earlier jurisprudence in Procureur du
Roi v. Dassonville, Case 8/74 [1974] 2 CMLR 436, and the Cassis de Dijon case
(Rewe-Zentral v. Bundes-monopolverwaltung fur Branntwein), Case 120/78 [1979] 3
CMLR 494.
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erty rights and less to the principle of free movement of goods."

And although the early jurisprudence of the EC] achieved great
progress in liberalising trade internally within the EC market, re-
cent years have seen a strong tendency for the EC institutions to
impose restrictions on freedom of trade between the UK (and other
member-states) and the outside world. An important example is
the ECJ’s decision in the Silhouette case,”® which interpreted the
Trade Marks Directive' as requiring member-states to prohibit
so-called ‘parallel imports’ of genuine trade-marked goods from
non-member-states when the proprietor of the mark has not con-
sented to the marketing of his goods within the Community. This
enables trade mark proprietors to prevent the importation of their
own genuine goods into the EC from other countries where they
have placed them on the market (e.g. the USA), so enabling them
to charge consumers within the EC a higher price than in other
markets. A remarkable feature about the Silhouette judgment is
that it arose from a casus omissus — a point which the Directive did
not explicitly deal with — and the ECJ instinctively reached a con-
clusion which suggests that its basic mental furniture — its under-
lying preconceptions — tend towards Fortress Europe rather than
global free trade.

A further important example of this tendency was exhibited by
the ECJ in the field of regulations and technical standards.>® This
case concerned the British Ministry of Agriculture’s practice of

17 CNL-Sucal v. Hag GF AG, Case C-10/89 [1990] ECR I-3711, reversing Van Zuylen
Freresv. Hag, Case 192/73 [1974] 2 CMLR 127.

18 Case C-355/96 Silhouette International Schmied GmbH v. Hartlauer Handelsge-
sellschaft mbH [1998] 2 CMLR 953.

19 First Council Directive 89/104/EEC to approximate the laws of the member-
states relating to trade marks.

20 Case C-100/96 Rv. MAFF ex p British Agrochemicals Association [1999] ECR I-1499.
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granting agrochemical licences to ‘parallel imports’ of products
from third countries which were identical to, and from the same
manufacturer as, agrochemicals licensed here. There is no objec-
tive reason for preventing imports of such identical products on
safety or environmental grounds, although of course the manufac-
turers have a strong interest in maintaining higher prices within
the EC market as compared with markets in other countries. Al-
though the ministry would have been obliged by EC law to grant li-
cences to similar parallel imports if they had been from other EC
member-states, the ECJ ruled that these principles were not ap-
plicable in the case of imports from third countries and that the
grant of the licences for third-country imports was actually prohib-
ited by Community law. It said, ‘Nor does there exist, at interna-
tional level, any general principle of the free movement of goods
comparable to that prevailing within the Community.’ It is impos-
sible to see how this arbitrary discrimination against identical
products imported from outside the EC can be compatible with
the obligations of the UK and the EC itself under the WTO Agree-
ment and the Agreement on Technical Barriers to Trade.*” There-
fore we see an example of the UK actually being forced by the EC to
act in an anti-free trade manner and in breach of its obligations
under the WTO Agreements, contrary to the UK’s own strong in-
terest in promoting free and non-discriminatory global trade.
Thus, the special or unique character of the method of en-
forcement of EC single-market rules is double-edged. The Com-
munity legal order, and the supremacy of Community law and its
direct enforceability in national courts, mean that those rules may

21 In paragraph 44 of the judgment (at p. 1536).
22 For a brief description of this Agreement, see Appendix B.
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be enforced more effectively than comparable rules which are
merely part of an international treaty structure. However, the
rules themselves may be interpreted differently, and with less of
an eye to the importance of securing free trade as an objective,
from the way they would be interpreted if they were not embodied
in the broader political structure of the Treaties which establish
the European Communities and the European Union.

A further aspect to consider, when considering the enforce-
ability of single-market rules as relevant to the economic interests
of the UK, is the extent to which disparities between national legal
systems may differentially affect the extent to which single-market
rules are enforced within different countries. Since Community
law creates its direct effect by grafting itself on to the national legal
systems of the member-states, its effectiveness depends on the ef-
fectiveness or otherwise of the national legal system and on the
willingness of the courts in each country to embrace and enthusi-
astically enforce norms of Community law as distinct from merely
paying lip service to it.

The legal system of the UK is highly effective, measured in
terms of securing general obedience to legal rules by both the pri-
vate sector and agencies of the government. It has also lent itself to
the full application of norms of Community law. Indeed, a number
of the senior judiciary are overt in their positive enthusiasm for
Community law and its principles. This means that enforcement
of single-market and other Community rules within the UK by pri-
vate action can be extremely effective.

A good illustration is the Spanish fishing episode. Council Reg-
ulation 170/83, implementing the Common Fisheries Policy (CFP),
uses the criterion of the flag of registration of the fishing vessel to
decide which national quota its catch shall count against. From
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about 1980 onwards, increasing numbers of Spanish vessels were
re-registered as British vessels under the Merchant Shipping Act
1894, which was very permissive as to the effective nationality of
the owners of vessels which could be registered as British. This
practice was known as ‘quota hopping’, since it permitted the
re-registered Spanish vessels to fish against the UK fisheries quota
to the detriment of the British fishing industry. The Ministry of
Agriculture and Fisheries became concerned at this practice, and
made an initial attempt to curb it through fisheries licence condi-
tions, but this proved ineffective.?

In 1988 the UK Parliament passed a new Merchant Shipping
Act. It was framed to deal with the problem of quota hopping. It
restricted registration of fishing vessels under the British flag to
ships owned or controlled by British individuals or British-owned
companies. The mere registration of a company in Britain was no
longer sufficient.

Factortame Limited and other Spanish-owned companies
challenged the validity of the 1988 Act and the rules made under it.
The European Court ruled* that they were not compatible with
Article 52 (now 43) of the Treaty of Rome, which provides for the
freedom of establishment of individuals in other member-states.
This led to the amendment of the invalid Merchant Shipping Act
to bring it into conformity with Community law as pronounced by
the ECJ. But this was not the end of the matter. The Spanish fish-
ermen launched claims for compensation for the period during
which they had been prevented from fishing against the British
quota, and the validity of these claims for compensation has been

23 See Rv. MAFF, Ex p. Agegate, Case 3/87.
24 Case C-221/89, [1991] 3 CMLR 589.
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upheld by the ECJ.> Similarly, in other fields such as those of sex
discrimination and the environment, the British legal system has
acted as a vehicle for the enforcement of Community law.

However, it cannot simply be assumed that the situation is
symmetrical in all member-states or that British individuals or
businesses would in parallel circumstances be as successful in se-
curing the enforcement of rights theoretically laid down by Com-
munity law. The legal systems of Northern European states such as
Germany are probably of comparable effectiveness in permitting
the enforcement of Community rights but the same may not be
true of all other member-states. For example, France has a judicial
tradition of upholding the interests of the French state.?® And al-
though evidence can only be anecdotal, it is far from clear that the
legal systems of Southern European countries are as effective as
those of Northern Europe.

In conclusion, it must be questioned whether the direct effect
of Community law via national legal systems is of net benefit to the
economic interests of the UK. The strong and transparent nature
of the legal systems in the constituent parts of the UK means that
Community rules, as interpreted by the European Court, are en-
forceable at the suit of affected individuals and businesses. How-
ever, differences in the effectiveness of national legal systems
mean that there is asymmetry in the strength of enforcement: the
rules are more strongly enforced within and against the UK than in
some other member-states. This asymmetry may itself lead to a

25 Brasserie du Pecheur v. Germany/R v. Sec of State for Transport ex p. Factortame,
Joined Cases C-46/93 and C-48/93, 7 March 1996.

26  The case of Minister of Interior v. Cohn-Bendit [1980] 1 CMLR 543 is a good illus-
tration, where the French Conseil d’Etat ignored a directly relevant decision of
the ECJ in upholding a decision to deport an individual from France on political
grounds.
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net disbenefit to the UK as compared with a situation where the
rules were only enforced at international level and therefore prob-
ably less effectively against all parties.

Moreover, Community rules are interpreted with other objec-
tives in mind than the promotion of free trade, such as social or en-
vironmental objectives, which have led to demonstrable costs.?” If
there were evidence that, for example, British companies were suc-
cessfully suing in the French courts for breaches of the EC Public
Procurement Directive by French public authorities, there would
be a basis for saying that the direct effect of Community law in the
context of the single-market rules may produce net positive bene-
fits for the UK. As it is, it is equally possible to claim that the UK
suffers a net disbenefit from this aspect of the EC. In view of the un-
quantifiable nature of the arguments, it is not possible to place this
as a concrete item on either the plus or minus side of the ledger.

A comparison of the EC single market and the world
trade system after the Uruguay Round
Direct impact on UK exports to EC members

Appendix B sets out the main features of the world trade system
after the conclusion of the Uruguay Round of GATT in 1994. That
is the baseline this Occasional Paper uses for the purposes of com-
parison, in order to assess the costs and benefits of belonging to
the European Union and hence the EC single market. This baseline
— the outside world after the conclusion of the Uruguay Round —

27 For example, the costs to UK businesses arising from the Barber v. Guardian Royal
Exchange Case C-262/88 [1990] 2 CMLR 513, which established the principle of
sex equality in pension rights; and the large costs of upgrading water treatment
facilities under the water treatment directives.
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has important differences from the world trading system which
existed when the UK took the decision to join the common market
in 1972. How would the position of the UK differ, in terms of access
to the EC single market, in today’s world if the UK were outside the
EC and had no special status or relationship with it?

First, British exports of goods would face the EC’s common ex-
ternal customs tariffs and the need to process goods through cus-
toms formalities. The tariffs are limited by GATT 1994 and their
maximum cost can be calculated (see Chapter 4). Customs rules
are a source of cost and delay; however, the internal VAT controls
and other formalities involved in trading into the single market
following the cessation of customs formalities in 1993 are them-
selves burdensome.

Second, the UK would cease to be bound by harmonisation di-
rectives relating to goods and would be free to set its own stan-
dards or indeed no standards at all. Exporters with substantial
trade with the EC would, in practice, need to comply with EC stan-
dards in order to export to the EC. They might have to have two
standards of goods, one for export into the EC and one for the
home market, but they might be in this situation anyway if they
have an existing third-country export trade.

The UK'’s ability to influence the content of EC single-market
directives would obviously be greatly reduced. To that extent, UK
exporters might face future barriers which would not otherwise
have existed, if the EC adopts internal standards which do not suit
UK exporting producer industries. However, the EC’s ability to im-
pose arbitrary, unjustifiable or discriminatory technical standards
is now restricted by the two GATT multilateral agreements (out-
lined in Appendix B) on Sanitary Measures and on Technical Bar-
riers to Trade, as well as in general terms by GATT 1994 itself.
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A similar calculus of advantages and disadvantages exists in
the case of services. In order to provide services under the um-
brella of one of the EC harmonisation directives (for example, in-
surance services) it is probable that British exporters of services
would need to establish branches, subsidiaries or representative
offices within the Community. This might make little difference in
the case of large-scale trade where such local offices are in practice
necessary in any event, but could affect the smaller-scale direct
cross-border provision of services. On the plus side, the UK ser-
vices sector would be free of potentially burdensome EC directives
in its servicing of the domestic market and in third-country ex-
ports.

There is, in any case, a prospect of long-term liberalisation of
trade in the services sector under the framework provided by the
General Agreement on Trade in Services (GATS).

State subsidies and public procurement

The UK would no longer be within the EC system for controlling
state subsidies, nor within the scope of the EC public procurement
directive. The Commission’s system of controlling state subsidies
has the weakness that it is subject to political influence. The sys-
tem would of course continue for internal reasons even if the UK
were no longer a member, although one would expect there to be
less sensitivity to the interests of UK industries which might be ad-
versely affected by state subsidies to industries within the EC. On
the other hand, state subsidies are now potentially subject to the
GATT disputes procedure under the Agreement on Subsidies and
Countervailing Measures. This Agreement, unlike the EC’s inter-
nal subsidy control system, would apply to subsidies given by the
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EC itself, for example as part of its industrial development pro-
gramme.

Public procurement is the subject of another Uruguay Round
agreement, the Agreement on Government Procurement. This,
unlike most of the GATT agreements, binds only the countries
which have accepted it.*® This requires non-discrimination against
foreign suppliers in public procurement contracts, and public ten-
dering procedures.

Budgetary effects and social and environmental costs

As a non-member of the EC, Britain would not have to contribute
to the EC budget. Of course it would lose the benefit of EC pro-
grammes which involve spending inside the UK. However, there
would be a pure saving of the net contribution and in addition the
UK would be able to replace EC spending programmes within the
UK in accordance with its own priorities.

The cost imposed on British industry by EC social rules would
be capable of being removed. Clearly, there would be a policy
choice as to the extent that EC rules on, say, limitations on work-
ing time and holiday and leave entitlements would be continued
as rules of national origin. A similar calculus would apply to envi-
ronmental costs; but there would clearly be a better prospect of
ending rules which are of little environmental benefit but impose
large costs.

28 Marrakesh Agreement, Article I1I(3).
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Agriculture and fisheries

Agriculture would obviously be greatly affected since Britain
would exit from the Common Agricultural Policy. Presumably
there would be some nationally based agricultural support policy,
whether on a transitional or permanent basis. The policy would
need to stay within the subsidy restrictions imposed by the GATT
Agreement on Agriculture, but this is unlikely to be a restraint on
a national UK food policy which would most likely be more con-
sumer oriented than the CAP. Thus, one could foresee significant
savings for the British taxpayer and consumer.

In the absence of EC membership, the fisheries rights of the UK
would revert to those prevailing under general international law.
This confers a general exclusive right over fishing in the economic
zone surrounding the UK, whose boundaries would prima facie
conform to those agreed or determined for the UK’s continental
shelf mineral exploitation rights. On any view, and even though
some species of fish migrate across boundary lines, this is likely to
be substantially more favourable for the British fishing industry
than the Common Fisheries Policy. The impact on consumers of
fish is difficult to assess, since it would depend very much on the
nature of the national fisheries régime which would follow, and to
what extent fish could be landed at British and continental ports.
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3 POSSIBLE ALTERNATIVES TO
EU MEMBERSHIP

The alternatives: a critique

So far, our baseline for comparison has been the state of affairs
which would exist if the UK ceased to be a member of the Euro-
pean Union and had no continuing special relationship or connec-
tion with it. However, in between that and full membership are a
number of possible alternatives. These differ in terms of degree of
access to the European single market, but differ inversely in terms
of increased independence of action by the UK and its businesses.

European Economic Area membership

The European Economic Area (EEA) is now of little economic im-
portance, but continues to have possible value as a precedent for a
treaty structure.’

The main features of the EEA are, first, that it is a free trade
area rather than a customs union; hence its members retain re-
sponsibility for setting their own tariffs with countries outside the
area and may enter into special trading relationships with third
countries. This is a freedom denied to members of the EC, which is

1 Following the accession of Sweden, Finland and Austria to the European Union,
only Norway and Iceland are now EEA members, while Switzerland remains as-
sociated with the EC single market through the European Free Trade Area (EFTA).
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a full customs union. Second, EEA members enjoy in full the ‘four
freedoms’ of the European single market: freedom of movement of
goods, of services, of persons and of capital. Apart from certain
supranational activities undertaken by a competition authority,
the EEA agreement does not require direct applicability of its pro-
visions within the legal systems of its member-states in the same
way as Community law. Furthermore, the EEA leaves agriculture
and fisheries as matters of purely national responsibility.

The main defect of the EEA is that it is institutionally biased.
The EEA states are obliged to implement the existing body of EC
single-market harmonisation measures.” EEA states are not com-
pelled to implement future EC single-market directives but, if they
fail to do so, the benefits of the agreement may cease to apply to the
sector concerned; in other words, trade in that sector between the
EC and the EEA country which refuses to implement the directive
reverts to multilateral GATT (General Agreement on Tariffs and
Trade) rules, involving tariffs if relevant. EEA members have a right
to be consulted on, but do not have a vote on the form of, those fu-
ture directives. There is a complicated mechanism by which they
are strongly encouraged, if not compelled, to follow decisions of
the European Court on the interpretation of single-market rules.

Thus, EEA membership would do little to ease the present reg-
ulatory burden attached to the single market if that were thought
to be one of the main drawbacks of full EU membership. However,
the flexibility in the adoption of future directives can be consid-
ered a potential advantage. Even though the price of refusal to im-
plement an EC directive is that the industry then falls outside the

2 The list of single-market directives and measures which the EEA members are re-
quired to implement, which is annexed to the EEA Agreement, runs to several
hundred pages. The measures themselves cover many thousands of pages.
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free trade rules of the EEA agreement, there might be instances
where that would be an advantage if a directive were perceived as
particularly onerous to the UK industry concerned. The UK indus-
try would not thereby be excluded from the EC market: its access
to the market would simply then fall under multilateral or GATT
rules, which might not make much difference. The ability which
the EEA provides to ‘pick and choose’ future items of single-
market legislation means that this arrangement should not be re-
jected out of hand.

So the EEA can be considered as having considerable attrac-
tions in its substantive terms; but it is unattractive institutionally
since it would leave the UK closely tied to the single market while
limiting its ability to influence single-market rules. It would do lit-
tle to free British industry of the existing regulatory burden im-
posed by single-market harmonisation directives, but could
increase future flexibility.

Outer-tier Community membership

The institutional unfairness of the EEA arose from the weak bar-
gaining position of the EEA members. It might therefore be possi-
ble to correct its defects. Within the EC, an institutional precedent
was created which could be adapted for this purpose: the Protocol
on Social Policy provided for the institutions of the Community to
be used to service the Agreement on Social Policy, to which all
member-states belonged except the UK. The UK could not vote in
the Council of Ministers on measures taken under the Social
Agreement but could fully participate in, and vote on, matters
arising under the Rome Treaty to which it belonged.

The same institutional arrangement could be used, but with
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the substantive treaty arrangements being modelled on the EEA.
Thus, outer-tier Community members would adhere to those as-
pects of the Rome Treaty (and associated regulations and direc-
tives) which pertain to the single market and its four freedoms.
They would retain full rights to vote on those matters, and
free-trading rules would continue to be binding on all
member-states, both inner and outer tier. In the same way as they
now do under the Social Agreement, inner-tier members alone
would vote on matters arising under treaty provisions to which
they alone belonged. They would be free to develop further the
process of constructing a European state if that were their wish.

In such a structure, it would be desirable to achieve clear and
effective separation between the policy fields which continue to be
covered by the outer-tier free trade parts of the treaty, and the
treaty aspects which relate to the inner tier. The main problem, for
example, with the Maastricht Treaty’s social policy opt-out (aban-
doned in 1997 by the incoming Labour Government) was that it
excluded the UK only from an ill-defined part of the social policy
field, leaving it directly affected by other aspects of social policy
under the Treaty of Rome and the Single European Act.?

This type of problem could be overcome by pressing for total
separation of outer-tier members from complete policy areas cov-
ered by inner-tier treaty provisions.

The European Commission itself could readily be divided,
along the lines of existing Directorates-General, into a common
market authority (covering internal market, competition and state
aids) and a separate inner-tier Commission covering inner-core

3 The consequences of this arrangement are dealt with more fully by Martin Howe
in Maastricht and “Social Europe’: An escape or an entrapment?, Oxford, Nelson &
Pollard, 1993.
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matters. This would help to provide a further fire wall against ex-
cessive influence by inner-core members on outer-tier matters.

There are other important areas where exclusion from partici-
pating in the inner tier would be of benefit to Britain. There is
strong pressure under existing treaty arrangements for Britain to
participate in a whole range of harmonisation measures which are
said to be linked to the single market. For example, it is argued
that the free movement of persons and goods within the single
market implies a need to harmonise passport checks and rules re-
lating to the immigration of persons across the EU’s external bor-
ders, as well as criminal justice and even substantive criminal law.
Even though an opt-out attached to the Amsterdam Treaty gave
Britain the right to exclude itself from certain areas of such mea-
sures, the pressure to conform with EU-wide measures in such
areas remains strong under existing Treaty structures.

However, the facts of geography mean that the Channel is a
natural place to exercise passport controls, and there are serious
potential disadvantages in giving this up in order to rely on an im-
perfect common EU system of immigration control, particularly
since the UK’s own power to exercise controls on arrivals from
third countries would be restricted by its obligations under the
common external system and by decisions of the European Court.
An EEA-type treaty arrangement, or an EC outer-tier arrangement
modelled on the EEA, would exclude the UK from a common EU
passport checking system, while retaining the substantive free-
doms of movement of British citizens in Europe and of EU citizens
here.
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Looser forms of relationship

The EC has a variety of forms of free-trading relationship with
different categories of non-member-states. These include East
European ex-communist countries, southern and eastern Mediter-
ranean countries, and special relationships with developing coun-
tries. However, the most relevant relationship for present
purposes is that between the EC and Switzerland which derives
from the original European Free Trade Area of which Britain was a
member before she joined the EC.

When Britain joined the EEC in 1973 (together with Denmark
and Ireland), its existing free-trade links with other EFTA mem-
bers were replaced with free-trade agreements between them and
the Community as a whole. The essence of those agreements is tar-
iff-free trade in goods.*

The distinction between a customs union (such as the EC) and
a free trade area is that within a free trade area the free trade ap-
plies only to goods originating in the area, and not to goods im-
ported from outside. Members of the free trade area may have
differing external tariffs which could be avoided by trans-shipping
goods through the country with lowest tariffs; so customs formali-
ties are exercised on trade between members of the area and ‘rules
of origin” are applied to determine whether or not the goods con-
cerned are entitled to free entry. Since it is necessary to prevent
avoidance of customs dues through minor repackaging or repre-
sentations of goods originating outside the free trade area, the
rules of origin become quite complex.

On the other hand, a customs union requires that all its

4 Agreement of 22 July 1972 between the European Economic Community and the
Swiss Confederation, Article 3. There are similar agreements between the EC and
the other EFTA countries.
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members maintain a single external system of tariffs and (if im-
posed) quotas. Thus, members of a customs union lose the ability
to forge their own relationships with other parties. It is, for in-
stance, in principle possible for a country to be a member of two
different free trade areas; but it is not possible for a country to be-
long to two different customs unions.

In fact, the practicalities of belonging to more than one free
trade area or agreement within Europe have been greatly eased by
the development of the Pan-European Cumulation System.> This
involved the adoption by the four EFTA countries and the ten
Central and Eastern European countries linked to them by a
patchwork of free-trade agreements, of a common system of rules
of origin, so reducing the administrative burdens of belonging to
different free-trade arrangements which would arise if their rules
of origin differed from each other. Basically, rules of origin require
that a certain amount of processing or work is done on the goods
within the free trade area before they count as originating within
the area. The second aspect of the Pan-European System is that
processing or work on goods done anywhere within the zone
counts towards satisfying the rules of origin, so allowing manu-
facturers to source components and materials from anywhere
within the zone without fear of losing free-trade status of their own
finished goods anywhere in the zone.

The EEC/Switzerland free-trade agreement established a free
trade area between Switzerland and the EEC by providing for the
abolition of tariffs and other measures having similar effect on
non-agricultural goods originating in Switzerland and the EEC re-

5  Thissystem is outlined by Ronald Stewart-Brown, Global Britain Briefing Note No.
11, 21 January 2001.
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spectively.® Rules are laid down to decide what goods count as orig-
inating within the free trade area: essentially these are goods which
are either wholly manufactured within the area, or which are based
on imported goods but have undergone ‘sufficient working or pro-
cessing’.” In terminology similar to that of Articles 28 to 30 of the
Treaty of Rome, the agreement prohibits quantitative restrictions
or measures having equivalent effect on trade between Switzerland
and the EEC.2 It requires that health and safety and technical stan-
dards, and other internal measures, shall be non-discriminatory in
both the agricultural® and non-agricultural'® sectors.

If the UK were to leave the European Union, a free-trade agree-
ment with the EC on the Swiss/EFTA model would have consider-
able attractions. It would not inhibit the UK’s ability to forge
special links with third countries, such as with North America." It
would provide tariff-free access for non-agricultural goods to the
EC single market: the difference from the present arrangements
would be in terms of customs formalities.

A possible variation on such a basic EFTA-style free-trade rela-
tionship might be to negotiate ‘home country’ certification and
regulation agreements covering goods and services in areas where
existing single-market directives have brought about a harmonisa-
tion of standards. There would be a considerable mutual interest
between the remaining EU members and a departing Britain to

6  EEC/Swiss Agreement, Article 2.

7 Ibid., Protocol 3. The detailed rules laid down are quite complex.

8  Ibid., Articles 13, 13A and 20.

9 Ibid., Article 15(2).

10 Ibid., Article 18.

11 In 2000, Mexico concluded a free-trade agreement with the EC, demonstrating
the practicality of a country belonging both to a free-trade arrangement with the
EC and to NAFTA simultaneously.
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negotiate such arrangements in order to preserve existing trading
patterns. If such an arrangement were to be negotiated, it would
diminish one of the serious practical problems which would affect
British exporters to the EU (and EU exporters to Britain) following
a withdrawal from full membership.

The motivation for the EC to enter into a free-trade relation-
ship with a departing Britain would be self-interest, not charity.
Given the trade in goods between the UK and other EC members,
and the fact that such trade has now taken place on a tariff-free
basis for 28 years, it would not be in the EC’s interest to disrupt
that trade by erecting unnecessary barriers. Some form of rela-
tionship along these lines may therefore be a more realistic alter-
native to European Union membership than our baseline ‘worst
case’in which the UK becomes a completely free-standing member
of the world trading system. If an EFTA-type relationship is con-
sidered as a viable alternative, the cost of tariffs on exports to the
EC should be deleted from the ‘benefits’ side of the ledger arising
from EU membership.

Mechanisms of withdrawal from the European Union

Given the doctrine of the supremacy of European Community law,
an important issue is whether Britain would have the power to
leave the European Union, should it wish to do so. Uncertainty
over this issue arises from the failure to include any explicit seces-
sion or renunciation clauses within the Rome or Maastricht
Treaties. It is therefore open to debate whether or not by implica-
tion those treaties allow secession on reasonable notice. This legal
question could ultimately be decided by the European Court.
However, the fundamental point is that the UK is (in the ter-
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minology used by international lawyers) not a ‘monist’ but a ‘dual-
ist" country. This means that international law is regarded by
Britain’s internal law as a separate system of law; international
treaties do not give rise to legal rights or obligations enforceable
before British courts of law, subject to a number of limited excep-
tions not relevant for present purposes.

In consequence, regardless of the question of treaty interpreta-
tion, it is clear that Britain does possess the effective legal power to
secede, because Parliament could terminate the enforceability of
Community law in the British courts. Community law has force
and is recognised in British courts solely through the will of Parlia-
ment, as expressed in Section 2(1) of the European Communities
Act 1972. The courts have held that Community law strikes down
Acts of Parliament which conflict with it but their approach is one
of divining the intention of Parliament as expressed in the later
Act. If the later Act says nothing expressly about conflicts with
Community law, then it is to be interpreted as if a section were
written into it, saying that its provisions were to be subject to
Community law as given effect by the 1972 Act." The consequence
is that if Parliament does make it expressly clear, by stating that a
new Act is to prevail over s. 2(1) of the European Communities Act
1972 and so prevail over Community law deriving force hereunder,
then the new Act will prevail as part of the law of the UK."

12 See Lord Bridge in R. v. Secretary of State for Transport ex p. Factortame Ltd [1990]
2 AC 85 at 140B-D.

13 This approach is further reinforced since the House of Lords held in Pepper v.
Hart that the courts are entitled to look at Hansard to resolve ambiguities. In
speaking on the 1972 Act which he had drafted, the then Solicitor-General, Sir
Geoffrey Howe (now Lord Howe), expressly stated that the Act would not affect
the ultimate supremacy of Parliament: Hansard, sth series, p. 838, col. 1319. A
similar statement was made by Geoffrey Rippon, proposer of the Bill, during the
second reading debate: 15 February 1972, col. 278—9.
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In practice, it is far more likely that a withdrawal would take
place by agreement rather than by a messy unilateral break. It is
hard to see what incentive other member-states would have to re-
strain a reluctant member from leaving, thus causing endless
trouble by compelling it to stay. The economic benefits to the
European Union of an orderly reconfiguration of the relationship
would be as great as, or greater than, those to the UK. Scenarios of
conflict arising from a unilateral termination are probably not re-
alistic. Nevertheless, the analysis of the legal position set out above
is of value in illustrating that the UK is not in a position where it
would be forced to pay a premium or ‘blackmail’ price in return for
permission to leave if it were to decide to take that step.



4 ECONOMIC COSTS AND BENEFITS
OF WITHDRAWAL

The economic costs and benefits to Britain of withdrawal from
the EU" depend upon the legal framework that would control rela-
tions between the UK and the EU after withdrawal. We suggest
later in this chapter that a free-trade arrangement would be nego-
tiable. For present purposes, though, it seems best to concentrate
on the case in which, after withdrawal, there is no special relation
between the EU and the UK.

One reason is caution: no one knows what the position would
be after withdrawal, so caution dictates a focus on the situation
that many will regard as the worst case. The cry that it would be
economic suicide for Britain to leave the EU provides a second rea-
son. A focus on withdrawal without any ensuing special relation-
ship with the EU allows that argument to be tested to the full.

The evidence does not favour the suicide proposition. Many of
the world’s most successful economies are small and lack favoured
access to large markets. Even putting such indirect evidence to one
side, however, the plausibility of the notion that Britain would suf-
fer enormous economic costs as a consequence of leaving the EU
can be assessed without sophisticated economic calculation,
merely by inspecting some relevant magnitudes.

1 In Chapters 4 and 5 and Appendix A, for simplicity the generic term ‘European
Union’ or ‘EU’ is used, even if, strictly speaking, it is the European Community
(EC) which is under discussion. Differences between the EU and the EC are ex-
plained on pages 46-7.
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Table 1 Selected magnitudes relevant to UK membership of the EU,

1998
Selected magnitudes, 1998 Percentage of GDP
Household expenditure on food 6.42
Exports of goods to other EU members 11.3b
Exports of goods outside the EU 8.1¢
Exports of services to other EU members 2.5d
Exports of services outside the EU 4.6°
Earnings of UK-owned assets in the EU 5.3f
Earnings of UK-owned assets in the rest of the world 7.9f
Directly owned foreign capital in the UK 24.49
Foreign direct investment in the UK 4.8h
UK gross capital formation (excluding dwellings) 18.01
UK gross contribution to the EU budget 1.2i

a ONS, Annual Abstract of Statistics 2000 (AAS) p. 248

b AAS p. 306

¢ ONS, UK Balance of Payments: The Pink Book, 1999 (PB) p. 130
d PBp.130

e PBp.82

f United Nations, World Investment Report 2000, p. 283

g PB, p. 96

h PB, p.78

i AASp.310

j PB,p.138

Putting the EU into perspective

The most important of these magnitudes are given in Table 1
above. They clearly indicate that detailed assessment of the costs
or benefits of EU membership is unlikely to yield large numbers,
relative to British GDP. This applies to both negative and positive
features of Britain’s relationship with the EU.

The Common Agricultural Policy

Casual observation, for example, suggests that the CAP creates
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large distortions and is likely to be a very expensive policy. More
detailed examination confirms that casual observation is correct,
and, if anything, conservative.

Butfood accounts for only 6.4 per cent of GDP; and the losses of
British consumersandtaxpayersare offsetby the gainsfromthe CAP
of British landowners. Even the very large distortions of the CAP,
therefore,areunlikelytocreatelossesthatarealargefraction of GDP.

The calculations reported in Appendix A, Section 1, indicate
that the net cost of the CAP to Britain was about £4.5 billion in
1998. This is lower than the figure calculated on the same basis for
1994, which was £6.4 billion: the estimated costs of the CAP to
British consumers and taxpayers have fallen by £1.3 billion and es-
timated payments to British farmers have risen by £0.6 billion. Ex-
pressed as a percentage of GDP, the estimated cost of the CAP is
just over half of 1 per cent of GDP. Appendix A suggests that this is
an underestimate. Nevertheless, a figure of very much more than
1 per cent of GDP for the net welfare loss from the CAP for 1998
might be difficult to defend.”

Withdrawal from the EU would mean escape from the CAP.
That would lead to an economic gain, and a substantial one,
though less than some of the wilder figures put about.

Other elements in the balance, however, run in the opposite di-

2 Borrell, Brent and Lionel Hubbard, 2000, ‘Global economic effects of the EU
Common Agricultural Policy’, Economic Affairs, Vol 20, No.2 (June 2000)
pp- 18—26. The authors (p. 21) however, comment, on the basis of much more so-
phisticated calculations than those given in Appendix A, that ‘The total cost to
the world economy [of the CAP] is US$75 billion a year. Two-thirds of this is
borne by the EU itself: US$49 billion a year, or around 0.8 per cent of GDP’. No
calculation for the UK is given, but losses for the UK, with its relatively small
farming population, are likely to be greater, relative to GDP, than for the EU as a
whole. The tables in Borrell and Hubbard suggest that their discussion is based
on 1998 figures, but this is not explicitly stated.
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rection. Do they exceed the loss from the CAP? More important, do
theyprovidesupportforthewithdrawal-is-economic-suicideschool?

Visible trade

Can the 11. 3 per cent of GDP represented by visible exports to the
EU play that role, for example? A loss of markets of that magni-
tude would be accompanied by substantial economic disruption.

But UK withdrawal from the EU is not tantamount to cessation
of trade with the EU. If Britain left the EU without negotiating any
special arrangement for trade, the EU would impose its
‘most-favoured-nation’ tariff (the highest permissible under the
rules of the WTO [World Trade Organisation]) on exports from
Britain. That is a relatively low tariff — perhaps, properly averaged,
around 6 per cent.> The maximum cost to the British economy
would occur if British exporters held their prices to EU buyers con-
stant, and paid the re-imposed EU import duties out of their rev-
enues. So the maximum economic loss on this item, in the worst
possible case, is 0.113 X 0.06 = 0.00678 of GDP: less than
three-quarters of 1 per cent of GDP.

The actual loss would be smaller. Economic adjustment
brought about by changes in prices and exchange rates would in-
crease sales outside the EU. Such switching of destinations would
reduce the cost to Britain of EU tariffs. Of course, the adjustment
might require declines in labour costs. Disruption from that
source, however, would be countered by the cheaper food that es-
cape from the CAP makes possible.

3 Appendix A discusses different methods of obtaining an average EU tariff and ex-
plains how the 6 per cent figure is arrived at.
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This is a very different picture from the one sometimes pre-
sented. The notion that ‘Britain has no economic future outside
the EU’ gains its force from the idea that Britain would be shut out
of the EU market if it left the EU. But there is no basis in fact or law
for such a supposition. ‘Britain has no economic future outside the
EU’is no more than silly, windy rhetoric.

Effects of customs unions on international trade

A major reason for such concerns lies in a simple error. The EU is
in part a customs union. It aims for free trade between members,
but maintains barriers against imports from non-members —
hence, trade between members is encouraged and trade with the
rest of the world discouraged. This concentration of trade between
members, however, is not evidence that the customs union has
had beneficial consequences: only of its existence.

The concentration of trade caused by the customs union is
often cited to support the case that the EU brings economic bene-
fits to the UK. Lord Howe, for example, writing in the Financial
Times (7 August 1996), comments that ‘Since 1973, UK exports to
EU states have grown twice as rapidly as to the rest of the world.
Visible exports to Germany alone now equal those to the US and
Japan combined.” Observations like this are frequently left to
stand without further comment, as though their significance were
self-evident. But it is not.

Had Britain entered a customs union with the United States in
1973, British trade would have been biased towards the US (in-
stead of against the US, which has been the effect of EU member-
ship). Calculations made in 1996 would have shown that British
trade with the US had grown faster than British trade with other
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countries, and Lord Howe might have written articles congratulat-
ing Britain on its choice of the US as its favoured trading partner.
But the more rapid growth of trade with partners in a customs
union merely reflects the existence of the union.* It says nothing
about the fitness of the union or the economic benefits that derive
from it.

Similarly, had Britain entered a customs union with the United
States in 1973, the bias of customs unions probably would have
made the US a larger customer than Germany and Japan com-
bined. (In 1998, the US imported more British goods than Ger-
many, even though British exports to the US were subject to
tariffs). But that would be poor evidence for a claim that the hypo-
thetical US-UK union was economically beneficial.

Simple observation of the pattern of trade does not carry great
weight in discussion of the economic merits of belonging to the
EU. What weight it has relates to the adjustment entailed in leav-
ing the EU. If virtually all British exports went to the EU, concern
that the British economy was in some sense dependent on EU pro-
tection, and that it would be dangerous and costly to step outside
that magic circle, would be understandable.

But that is not the situation. Many British exports now go to
destinations outside the EU: almost half of British visible exports
in terms of value, and well over half of invisible exports (discussed
separately below). That half of British exports go outside the EU
suggests that the ability to export of British industry does not de-

4 There is no presumption, though, that trade with customs-union partners will
grow faster than trade with outsiders once adjustment to the union is complete.
The presumption that it will grow faster requires inclusion of the period at the
start of the union. Lord Howe, measuring from 1973, includes the period of ad-
justment between Britain and the EU.
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pend upon the absence of tariffs on British exports to the EU, nor
upon any other special features of access to the European single
market. It suggests that adjusting to life outside the EU, which
would in part entail selling more goods to the rest of the world, is
perfectly feasible and not dangerously costly. Examination of
Table 3 of Appendix A, which provides details of trade in different
products, confirms this.

In trade terms, moreover, leaving the EU would yield benefits
as well as costs. As noted above, customs unions create artificial
incentives to buy the products of fellow members, rather than the
cheaper products of non-members. Dutch and US widgets might
both sell in Britain for £10. If Dutch widgets enter duty free, be-
cause there is a customs union between Britain and the Nether-
lands, while American widgets pay a £3 import duty, the British
government loses £3 of tariff revenue every time a Dutch widget is
purchased rather than an American one. No gain offsets that loss.>

Foreign Direct Investment

Foreign direct investment (FDI) in Britain is high on the list of
arguments suggesting that it would be disastrous to leave the EU.

5 Some seem to think that an offsetting gain appears if British purchases of
high-price widgets from the Dutch allow the British to sell the Dutch something
at £20 that the Dutch could get from Australia at £ 15. Would that it were so easy
to become prosperous! The butcher, the baker and the candle-stick maker could
then become rich by agreeing to buy one another’s wares at higher than market
prices.

They cannot become rich by that means, of course. A gain to one is a loss to
others, so that while one might gain, not all can. All can lose, however. The
high-price agreement gives each an incentive to economise unduly on the
high-price goods imported from their partners. The parties to the agreement will
therefore be worse off, in aggregate, than if there were no agreement.
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Inward FDI would dry up, the argument runs, and the economy
would suffer great harm.

The hypothesis that the flow of FDI would cease if Britain left
the EU is based on a second hypothesis, often left implicit. This is
that Britain is an attractive location for foreign investors only be-
cause Britain offers access to markets in the rest of the EU. So
baldly stated, however, this notion is not tenable.

Any other location in the EU also offers access to EU markets.
Access to the EU therefore cannot explain why so many inward in-
vestors choose Britain instead of alternative EU locations. The fact
that they do choose Britain suggests that a British location offers
advantages over and above other EU locations — over and above, in
other words, access to the EU.

Moreover, companies based in other member-states invest in
Britain (Table 4 in Appendix A gives figures). Clearly, such invest-
ment cannot be explained in terms of access to EU markets.

Two specific advantages of investing in Britain are often cited.
One is the English language and the other is Britain’s relatively
de-regulated labour market. But while the English language per-
haps might explain why companies from Japan or Korea invest in
Britain, it is a much less plausible explanation of investment by
French or German companies, and totally implausible as an expla-
nation of Irish FDI. The prominent presence of these countries in
the list of FDI in Britain suggests that the deregulated labour mar-
ket is the dominant consideration.

Regardless of which attraction is the more important for for-
eign investors, neither will vanish as a consequence of Britain
leaving the EU. Indeed, departure from the EU would leave
Britain freer to determine its labour market policies. The scope
and cost to employers of EU laws relating to the labour market
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has grown and grown. The original provisions of the Rome
Treaty on equal pay, and sex discrimination directives dating
from the 1970s, have been repeatedly reinterpreted, always ex-
panding their scope. Their scope of application has been pro-
gressively expanded, for example, to require part-time workers to
enjoy the full panoply of benefits and security of employment
rights as full-time workers. The adherence in 1997 of Britain’s
Labour government to the so-called Social Chapter, and its ac-
ceptance of the Working Time Directive, has further expanded
the cost of EU employment law. In December 2000, moreover,
the EU Charter of Fundamental Rights was adopted at Nice. Its
panoply of entrenched ‘social rights’ will again increase the costs
and inflexibilities of the working practices enforced by EU labour
market laws, and reduce even further any faint prospect that
these laws might be subject to reform or repeal.

Re-imposition of barriers to exports from Britain to the EU
might weigh against Britain as a site for foreign direct investors
seeking access to the EU market. But it would not eliminate Britain
as such a site. The relevant question is how potential investors
would balance one factor against the others. If inward investors
are primarily concerned with economic returns, there is little rea-
son to suppose that withdrawal from the EU would weigh heavily
in the balance.

EU tariffs, as already noted, are far from prohibitive. The
impact of EU tariffs on the choice of Britain as a location could
be overcome by quite small reductions in British wage or
non-wage costs of hiring labour - reductions which, as also
noted, would be facilitated by the gain in real wages allowed by
escape from the CAP. The reduction in the tax burden following
elimination of Britain’s escape from paying its net budget
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contributions to the EU could also reduce the costs that fall on
businesses located in Britain, making the UK more attractive for
foreign investors.

The media in Britain frequently refers to FDI as a ‘vote of con-
fidence in the British economy’; and it is indeed difficult to imag-
ine the current flows arriving in the strike-ridden economy of the
1970s. But while votes of confidence are pleasant to receive, so is
money; and the vote-of-confidence formulation elides the ques-
tion of assessing the actual size of the tangible benefits that inward
investment brings to Britain.

A reason for caution in assessing those benefits is that the
British government pays inward investors. The amounts paid are
not publicly available — itself a ground for suspicion. It is clear,
however, that substantial amounts are involved. In July, 1996, for
example, British newspapers were reporting a decision of LG (for-
merly Lucky Goldstar), a Korean conglomerate, to place a £1.7 bil-
lion electronics plant in Wales.

It was widely reported that LG had been paid £200 million to
locate in Britain; which, it was said, was equivalent to about
£30,000 per job. That was contrasted with the lower amounts
paid to other investors: ‘Even for large schemes creating many
jobs, few companies secure more than £20,000 a post’ [FT 10 July
1996]. A more recent case that has received much publicity is a £40
million grant to Nissan, in Sunderland, which reports associate
with ‘1,300 jobs’ (for example, the FT of January 2001) — that is, a
subsidy of more than £30,000 per job. Even the £20,000-a-job
subsidy, though, amounts to a lot of money.

Payments to inward investors raise the possibility that the re-
cipient of the FDI is worse off as a consequence. The standard
counter to this conjecture is that inward investment generates pos-
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itive externalities — in the form of know-how acquired by other
firms in the economy.

There is, however, little evidence for such an effect. Girma,
Greenaway and Wakelin comment (p. 20) that ‘even after we allow
for productivity differences we still find that foreign firms pay on
average 5% more than domestic firms. In terms of nationality, we
found American firms to have the largest differential and Japanese
firms the smallest’. However, ‘When we tested for intra-industry
spillovers, we found that on average there were no wage and pro-
ductivity spillovers to domestic firms as a result of foreign pres-
ence, whether in levels or growth’.6

If there are no spillovers, on average, as Girma et al suggest,
the case for subsidies is badly damaged. That result suggests that
FDI brings no gain to Britain through this route. What remains is
higher wages. But the 5 per cent on wages noted by Girma et al
does not make a good investment out of subsidies that pay the
costs per job noted earlier.

Any gain to Britain from these sources may be entirely dissi-
pated by the payments that the British government makes to at-
tract investors or to persuade them to stay.

Unsubsidised FDI is a good thing for recipient economies. FDI
that is subsidised by the recipient economy may not be. The role of
subsidies to FDI in Britain deserves serious thought.

It is difficult to construct a credible argument that FDI gener-
ates a net gain of more than 1 per cent of GDP. The foreign-owned
stock of capital in Britain is about 25 per cent of GDP, so a gain of
1 per cent of GDP requires the social rate of return on foreign cap-
ital to be 4 per cent per annum over and above the private return

6  Girma, Greenaway and Wakelin, 2001, op. cit.
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including subsidies. It is hard to believe that there is a social rate of
return of anything like that magnitude.

Moreover, there is no reason to suppose that FDI will cease as
a consequence of withdrawal. The cost of withdrawal on this ac-
count is therefore likely to be much less than 1 per cent of GDP —
and may in fact be the source of a benefit.

Invisible trade

There are few economies to which invisible trade is as important
as it is to the British economy. Provision of services accounts for
three-quarters of British employment. Credits for invisible items
account for more than half of total credits in the balance of pay-
ments.

The category ‘invisibles” contains three major sub-categories
(each of which itself contains numerous sub-categories). The first
is revenue from the provision of services — transport, banking
and insurance, professional services, and so on. In 1998, credits
from the provision of services accounted for 32 per cent of all
credits on the invisible account. The second is income from
British-owned investments abroad, which provided 59 per cent of
credits. The remaining sub-category is ‘transfers’, which accounts
for 8 per cent of credits and is dominated by governmental trans-
actions. The following discussion focuses on ‘services’ and ‘in-
vestment income’.

Credits from the EU are compared with credits from the rest of
the world in Table 2. It will be seen that the rest of the EU is a much
less important destination for British invisible exports than it is
for visible exports.

‘Services” and ‘investment income’ raise different issues from
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Table 2 UK credits from different areas: £ million and percentage of
category, 1998

EU Rest of world
Services 21,380 38,690
(35.6%) (64.4%)
Investment income 44,839 66,526
(40.3%) (59.7%)

Source: PB, p. 130 (services) and p. 134 (income).

the standpoint of policy. UK investment income is probably not af-
fected by British membership of the EU, whether for better or for
worse. It is the smaller category, ‘services’, that might be affected
by withdrawal.

Table 1 suggests that sales of services in the EU are such a small
fraction of GDP that withdrawal from the EU could not possibly
cause a large welfare loss to the UK. That is probably true, but it
would be misleading to arrive at that conclusion merely on the
basis that credits from the sale of services in the EU are small.

The problem is that international transactions in services very
often require the provider of a service to establish in the country of
the receiver of the service. This is discussed in more detail in Ap-
pendix A, Section IV. The figure in Table 1, however, is based on
sales from British-based service providers only. Sales of the wholly
owned subsidiary of a British advertising agency or management
consultant in Hong Kong or Paris play no direct role in the deter-
mination of that figure (though they may play an indirect role if
the subsidiary pays fees to a British-based person). The remitted
profits of such agencies will appear in the British accounts as in-
vestment income.

That exports of services are a small fraction of GDP therefore
does not mean that international transactions in services are not
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important to the British economy, whether the sales are in the EU
or elsewhere. To assess the possible impact of British withdrawal
from the EU, it is necessary to take account of the structure of in-
ternational transactions in services, which typically entails the es-
tablishment of foreign subsidiaries.

Appendix A, Section IV attempts to do this. The more correct,
but also more complicated route, however, yields the same answer
as the figures in Table 1. So far as trade in services is concerned,
withdrawal from the EU is unlikely to impose a large economic
cost on the UK.

Gains and losses

Trade with the rest of the EU; the CAP; and FDI are the big-ticket
items in the debate about the economic costs or benefits of staying
in the EU or of leaving it. Between them, they cover a high propor-
tion of the measurable costs and benefits of EU membership.”

What is striking, though, is that the economic gains and losses
associated with each individual item are small relative to British
GDP. Moreover, they offset one another. There is:

(a) a sure gain from leaving the CAP;
(b) aloss from re-imposition of EU tariffs on UK exports to the EU;

7 British contributions to the EC budget are measurable, but are not explicitly dis-
cussed here. One reason is that the CAP accounts for a large fraction of the bud-
get, so that to discuss the cost of the CAP and the budget could entail double
counting. A more important reason, however, is that there is no obvious rela-
tionship between budgetary costs and credits and economic costs and benefits.
The budgetary cost of ordaining that three-quarters of agricultural land should
lie fallow, for example, might be very small. The economic cost, on the other
hand, might be very large.
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(c) awhole or partial offset to (b) as a consequence of removing
the distorting effect of EU tariffs on the sources of imports
into the UK; and

(d) a possible loss from a possible reduction in FDI.

The net effect, therefore, is small.

The analysis provided here does not allow a confident claim
that the British economy would gain from withdrawal. The central
point, however, is that any economic gain or loss is small — almost
certainly less than 1 per cent of GDP. Even the worst case —a loss of
1 per cent of GDP — is a long way from economic suicide.

The estimates are necessarily approximate. It is the order of
magnitude of costs and benefits that we have sought to define, not
precise numbers. The estimates strongly suggest, however, that
more precise or more sophisticated calculations will not arrive at a
large number for either gain or loss. Had the analysis led to a loss
of 20 per cent of GDP on one account, and an offsetting gain of 20
per cent on another, different measurements (or correction of er-
rors in measurement) might yield alternative estimates of net gain
or loss that are substantial relative to GDP. But the orders of mag-
nitude actually observed are less than 1 per cent of GDP. Under
that circumstance, the proposition that withdrawal will lead to
only small overall economic gains or losses is robust.

The estimates presented here, it should be emphasised, are
based on the worst case — an absence of any special relationship
covering trade between the EU and a departed Britain. The con-
clusion of Chapter 3 was that arrangements better than the worst
case would most likely be available. The entry of Britain into such
arrangements might well therefore lead to net economic benefits,
or, at worst, to a very small net economic loss.
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Only persons of a hysterical disposition could describe these
results in terms of ‘economic suicide’ or ‘economic disaster’.
Britain can prosper outside the EU. Whether the British would
wish to do so is another question.
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5 BETTER OFF OUT?
SOME CONCLUSIONS

To assess the economic costs and benefits of Britain’s member-
ship of the European Union, a range of factors must be taken into
account. Some are directly measurable (at least in principle) and
fairly tangible. Others are less measurable, but still significant.

Tariff barriers and the CAP

Were Britain to leave the European Union (and not enter into one
of the alternative relationships with it discussed in Chapter 3),
British visible exports to the EU would face tariffs and the CAP
would no longer rule in Britain. We estimate that the cost of the
tariffs on present trade patterns (using 1998 as a base) will not ex-
ceed £5.7 billion, and that the gain from leaving the CAP will be at
least £4.5 billion. There might therefore be a loss on these two
items together, though, since our estimate of the cost of tariffs is
an upper bound, while our estimate of the cost of the CAP is a
lower bound, that is not certain.

Of course, British trade patterns would change if Britain was no
longer a member of the EU. British exports to the EU of goods bear-
ing high tariffs when exported to the EU would suffer, but compen-
sation for such losses would appear in the form of larger exports to
third countries; probably by an expansion of exports to the EU of
goods bearing low EU tariffs; and in a new-found ability of British
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buyers to purchase wherever in the world goods are cheapest, with-
out the distortion of choice created by EU tariffs. These changes of
trading patterns would reflect new trading opportunities, and
would progressively reduce the cost to British exporters — and the
British economy — of the tariffs on exports to the EU.

Non-tariff barriers to trade

Although the cost of tariffs taken by itself is containable and is in-
deed more than offset by other factors, it is also necessary to take
into account the impact of measures other than tariffs on Britain’s
visible and invisible exports to the EU. Visible exports would face
customs formalities. British exporters are, of necessity, currently
well adapted to single-market regulations such as products stan-
dards, but (in the absence of any negotiated special arrangement)
if Britain left the EU, its goods would no longer benefit from recog-
nition of home-country certification where this is relevant. Thus,
additional costs would be incurred in obtaining certifications and
approvals within the EU.

In the context of services, British exporters could face addi-
tional barriers in that they would no longer benefit from rights of
establishment conferred by the Treaty of Rome in fields where
there are relevant directives, mutual recognition of professional
qualifications, or the right to provide services direct from offices in
Britain on the basis of home-country regulation. This would not
have a major impact in fields where it is in any event necessary for
economic or practical reasons to establish branches or sub-
sidiaries in countries to which services are marketed. But it could
inhibit trade in fields where the direct provision of services is of
economic importance.
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These costs, whilst real, are extremely hard to quantify. But off-
setting gains would arise from leaving the EU. British industry,
whether providing goods or services, would no longer be subject in
its domestic market to excessive or unnecessary costs of EU regula-
tions. Theextenttowhichleavingthe EUwouldresultinacostsaving
under this heading would of course depend upon the policy choices
made by the British Government after leaving—in particular, the ex-
tenttowhichitengaged inabonfire of existing EU regulations.

Measurement of the costs and benefits in this area (benefits of
single-market access versus costs of European regulation) is ex-
tremely difficult, both in principle and in practice. Only a detailed
sector-by-sector survey of individual industries, their dependence
on single-market membership for access to the EU market, and the
impact on them of European regulations, could hope to present
such a picture. But even in such an exercise, it would be necessary
to make assumptions (for example, about the non-EU level or na-
ture of regulation which would be appropriate if the UK were to
leave) which would be open to debate and discussion, before a
baseline against which to measure the costs could be constructed.

Despite these difficulties of quantification, a general point can
be made: on the assumption that single-market regulations
produce a benefit in terms of easier access to the EU single market,
this benefit accrues to only about 14 per cent of the British economy
— 12 per cent consisting of visible exports to the EU and 2 per cent
consisting of exports of services there. On the other hand, the cost
of single-market regulations falls upon up to 100 per cent of the
British economy. In crude terms, in order for these less tangible
elements of the single market to produce a net benefit to the British
economy, it is necessary for the benefits of market access in the
industries which benefit from it to be, in percentage terms, about
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seven times as great as the costs of regulation of European origin
falling on British industry as a whole. This seems a demanding
target. There must be serious doubt whether it can be achieved.

Other economic costs of EU membership

The intangible (but real) economic costs of membership of the EU
do not end with the costs associated with the single market (in-
cluding the CAP) itself. Costs to the British economy arise from
European social laws, from the fact that the component of the
British EU budget contribution which is spent inside Britain can
only be spent according to EU rather than national priorities, and
from other European areas of policy such as the environment.
The problem with measuring the net cost of these aspects of EU
membership is that they involve either transfer payments or intan-
gible benefits arising from the operation of the policy. Thus, Euro-
pean sex discrimination laws impose costs on employers, but give
benefits to, say, part-time workers." The cost to the British econ-
omy cannot simply be measured by taking the cost to employers
and ignoring the benefit to employees; however, most commenta-
tors agree there are real and significant costs imposed by this kind
of measure in terms of loss of flexibility and competitiveness.
Similarly, in environmental policy, European laws which pre-
vent the construction of marinas on wetlands occupied by wading
birds impose economic costs but, at least in the view of some, con-

1 Because statistically there is a higher proportion of female part-time workers
than full-time workers, it can be ‘indirect discrimination’ contrary to European
social laws to discriminate in pay, fringe benefits or statutory employment pro-
tection rights between full-time and part-time workers: R. v. Sec of State for Em-
ployment, ex p. Seymour-Smith, Court of Appeal, The Times, 3 August 1995.
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fer intangible benefits. How can the costs be measured against the
benefits? The lack of national flexibility — the power to set priori-
ties and to weigh the costs against the benefits according to
Britain’s own national priorities rather than externally imposed
priorities — can itself be regarded as a significant cost.

In public expenditure, a substantial proportion of the UK’s
Community budget contribution is returned and expended within
the UK. In one sense, this element of the budget contribution does
not ‘cost’ anything since the net recipients in the UK (the benefi-
ciaries of EU regional policy grants) gain what the British taxpayer
loses. However, there is a cost in the sense that these economic re-
sources are not allocated in accordance with national priorities,
and hence on that view are misallocated.

All the costs identified above are difficult to measure, but
nonetheless real. Moreover, their trend seems to be upwards.

Consequential effects of primary costs and benefits

Some important consequences of EU membership or non-mem-
bership, such as foreign direct investment (FDI), depend upon the
primary costs and benefits to British industry. Thus, at first sight,
the imposition of tariffs on British exports to the EU would be
likely to deter FDI in Britain. But that disadvantage could be offset
by reductions in labour costs following a policy of cheaper food, by
changed social laws, and by lower levels of taxation. The behav-
iour of decision-makers would depend both on reality and on per-
ceptions as to the benefits and costs of locating in Brit