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Executive Summary

About this paper

Open Europe has commissioned a study by Oxford Economic Forecasting (OEF), which analyses
the potential benefits of removing the EU’s trade barriers.

In this report we discuss the implications of OEF’s findings: what strategy should those in
favour of trade reform advocate? And why have attempts at reform had so little impact to
date? What lessons should we learn?

In the first part of this report we look in more detail at the economic problems Europe faces
over the coming decades: its demographic problems and its projected relative decline.

We argue that the potential gains from deeper integration within the EU are largely exhausted,
and that it is increasingly important that the EU focuses on opening up its trade with the rest
of the world.

Reforming the Common Agricultural Policy (CAP) and opening up Europe’s trade policy are often
seen in terms of a clash between *“old” and “new” Europe, or between Britain and France. And
indeed, this does describe where the strongest opposition to reform is coming from. However,
we argue that opposition to reform in the core continental economies is misguided, and that
France and Germany have even more to gain from reform than Britain.

We look in detail at two examples of failed attempts at reform - attempts to reform the CAP,
and attempts to make the EU’s policy less damaging to developing countries:

» On CAP reform we find that overall subsidy levels are almost unchanged since the start of
the 1990s, despite three attempts at reform. We find that attempts at decoupling have had
a very limited impact, and argue that reductions in the overall level of subsidy are the
real answer.

» We find that attempts to use trade “preferences” to offset the bias of EU trade policy
against developing countries have not been successful. Poor countries have been unable to
make use of the preferences because of “rules of origin” requirements. We argue that
reductions in EU tariffs on agriculture and textiles are a better answer.

We then look at what strategy the EU should use to free up its trade. We argue for a multi-

pronged approach: the EU should support multilateral negotiations, because these have the

potential to realise the greatest gains globally in the long term. However we also argue that
the EU should aim to move quicker than the World Trade Organisation (WTO) process and




Q-

reduce its trade barriers faster than the rest of its competitors by signing bilateral free trade
agreements with as many of its partners as possible. We find that there is huge untapped
potential for the EU to strike such bilateral deals - particularly with some of Britain’s largest
trading partners outside the EU - including the US, Canada and Australia.

Not only would this bilateral approach give the EU a competitive advantage - and lead to the
largest gains of any of the strategies we have explored - but it would also pave the way for
multilateral liberalisation later.

We also explore the debate between advocates of unilateral trade liberalisation and advocates
of a bilateral approach. We argue that the EU should aim to work bilaterally, not only because
this is best for the EU, but also because it will benefit developing countries more. However,
there will be occasions when the EU will not be able to agree like-for-like bilateral deals. For
example, the EU should not expect developing countries to match tariff reductions exactly
point-for-point. In such situations the EU should adopt a middle way, and should not be afraid
to offer some unilateral reductions.

After discussing the best route to reform, we go on to look at the obstacles to reform:
institutional problems, vested interests and bad ideas.

Finally we look at the question of whether the UK could be better off running its own trade
policy, and freeing up its trade independently - effectively leaving the EU customs union and
moving to a free trade agreement with the rest of the EU.

We find that the UK could realise gains from such a move but that a) such gains would be
smaller than if the EU as a whole liberalised and b) any gains would depend on successfully
resolving a number of complex technical problems involved in moving from a customs union to
a free trade agreement. For these reasons we argue that, at least for now, the UK should
continue to advocate liberalisation by the whole EU.
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1. Why Europe needs to open up
Without radical change the EU is heading for the “exit ramp of history”

All long term forecasts suggest that the EU is set to experience rapid relative decline in the
coming decades if it continues on its current path. The European Commission’s own forecasts
suggest that by mid-century the EU’s share of world GDP will have nearly halved. A report by
Goldman Sachs suggests it will fall to under a third of its current share by 2050.
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The combination of diminishing competitiveness, ageing and shrinking populations and
unfunded pension systems - on top of the EU’s current economic malaise - will mean very
serious problems for EU members over the coming decades. As the French Institute for
International Affairs has argued, without radical change the EU faces a “slow but inexorable
movement onto history’s exit ramp.”

While the EU needs economic reform across the board, one good place to start would be trade
liberalisation - removing the EU’s trade barriers with the rest of the world.

Within the EU trade in goods is fully liberalised. However, the EU maintains a common tariff
against the rest of the world, including some very high tariffs and trade barriers in some
sectors - particularly agriculture. The EU’s trade barriers are higher than those in the US,
putting the EU at a disadvantage.

Correspondingly, bringing down the EU’s trade barriers might be one way to help Europe catch
up with the US and to offset the negative economic effects of its demographic problems.

2. Trade reform - everyone’s a winner

The OEF report looks first at the gains from full global trade liberalisation. It then it goes on to
look at what would happen if the EU were to reduce its own trade barriers, either unilaterally,
or by signing bilateral trade agreements with its trading partners. It then analyses the potential
effects of the UK liberalising its own trade policy independently. Finally, it discusses the
harmful effects of the EU’s Common Agricultural Policy - an example of EU protectionism at its
worst - and looks at how eliminating it could add to the effects of trade liberalisation. To
follow is a summary of the main findings of the study.
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o The report finds, naturally enough, that the biggest global gains are achieved if all
restrictions on trade are removed in all countries. If that were to happen, we estimate
that global GDP would increase by $1,300 billion a year in today’s prices, or 2_percent, by
2015, relative to a base scenario in which current restrictions on trade remain in place.
The main beneficiaries, in proportional terms, of such a global goods trade liberalisation

» However, the report finds that Europe could gain a competitive advantage by moving to free
up its own trade first.The EU actually stands to gain more from liberalising its own trade
while other countries retain their barriers, than it would from global liberalisation.

» Reforming the CAP would add to these gains, particularly if the funds currently spent on the
CAP were redirected to more productive uses, such as research and development.

GDP impact of goods trade liberalisation scenarios

% differences from base
forecast in 2015

Goods trade liberalisation

Goods trade liberalisation & CAP reform

SCENARIO Global EU Bilateral | EU Unilateral | UK Bilateral | UK Unilateral| CAP only | Global & CAP| EU Bilateral & CAP
COUNTRY

UK 0.7 0.9 0.5 0.5 0.2 1.0 1.6 1.8
Germany 0.5 0.9 0.3 0.0 0.0 1.3 1.9 2.3
France 0.5 0.7 0.3 0.0 0.0 1.2 1.8 2.1
EU 15 0.6 0.9 0.4 0.1 0.0 1.2 1.9 2.1
Global 2.3 0.7 0.2 0.0 0.0 0.3 2.9 1.3
NAFTA 0.8 0.4 -0.1 0.0 -0.1 0.0 0.9 0.5
Asia Pacific 4.5 0.7 0.2 0.0 -0.1 0.4 5.3 1.4
Latin America 1.0 0.2 0.2 0.0 0.0 0.1 0.8 0.4
Africa 4.1 2.6 0.0 -0.1 -0.1 0.1 4.3 2.8
Africa excluding S. Africa 5.4 3.5 0.0 -0.1 -0.1 0.1 5.7 3.6

Key finding 1: The gains from reform are significant

o The potential benefits of removing trade barriers are very large. We find that EU growth
could be boosted by €90 billion, if the EU signed bilateral (one-on-one) free trade
agreements with key trading partners like the US.

» Britain would gain slightly more than the other large members - 0.9 percent of GDP, or £11
billion. This is the equivalent of £750 a year for a typical household of four.

» Freeing up trade would also help to reduce unemployment. Unemployment rates in the EU
and the UK would be reduced by between 0.3 and 0.4 percent over three years, creating
hundreds of thousands of jobs.

» There would be further gains from reforming the CAP. We find that combining CAP reform
with goods trade liberalisation will result in GDP gains for the EU of over €200 billion.

« With joint trade liberalization and CAP reform, the UK would see gains worth over £20
billion - that’s an extra £1,500 a year for a household of four.
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Key finding 2: Britain has a lot to gain - but so do other member states

» The UK gains somewhat more than the other large member states from trade reform. This is
mainly because the UK does more of its trade outside the EU. Correspondingly, the UK pays
more EU customs duties than any other member state - more than twice as much as France
and more than Germany, even though it has a far larger population than Britain. In particular,
because the UK is particularly oriented toward the rest of the world for its food imports, the
UK pays by far the most tax on agricultural imports - 43 percent of the total paid to the EU.
The duties collected form part of the UK’s contribution to the EU budget, described as “EU
own resource”.

» However - perhaps counter-intuitively - France could actually gain more from phasing out
the CAP than Britain, because it currently devotes more resources to agriculture. The UK
could gain the equivalent of about 1 % of GDP by phasing out the CAP, but France and
Germany could gain 1.2% and 1.3% respectively. So overall the gains for the different EU
member states could be roughly similar.

Key finding 3: Lowering trade barriers would benefit the poor most
o Trade liberalisation is a progressive policy, which will benefit low earners the most.

» The cost of EU trade taxes falls disproportionately on the worst-off people in Britain. While
food accounts for a small proportion of the household budgets of Europe’s middle classes,
poorer members of our societies spend most of their income on basic necessities like food
and clothing. At the moment the EU taxes these goods very heavily, making trade barriers
and tariffs a particularly regressive form of tax.

» Few people in Europe realise that the price of many of the basic food and clothes goods
they buy is kept artificially high by EU import taxes. Many of them are very high - for
example, there is a 173% tariff on lamb, 150% on garlic, 149% on beef, 134% on mushrooms,
118% on bananas, 114% on sugar, 103% on milk and 101% on rice.

» A report by the Progressive Policy Institute in the United States found that the effective cost
of trade barriers was more than three times higher for the poorest group in the study
compared to the richest.

» The OEF study finds even bigger distribution effects in Britain. In the UK the cost of the EU’s
trade barriers for the bottom ten percent of earners is roughly six times higher than the
cost for the top ten percent.

Who gains the most from trade reform?
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Key finding 4: Free trade would benefit the developing world even more than
rich countries

» The EU’s trade policies are heavily biased against developing countries. Overall, poor countries
(those like Ethiopia with a GDP per capita of under £5,000 a year) face an EU tariff of 5
percent on average. This compares with an average tariff of 2.9 percent for middle income
countries like Botswana (with a GDP per capita of between £5,000 and £15,000), and an
average tariff of just 1.6 percent for the world’s richest countries, such as Japan.

» Some of the world’s poorest countries face even more exorbitant EU trade barriers. For
example, Malawi pays an average tax of 12 percent on its exports to the EU, despite the
average person having to live on less than £100 a year. Lesotho, Namibia and Swaziland pay
a tax of over 20 percent on their exports to the EU. Bolivia and Ecuador pay a tax of over
26 percent.

Poor countries face the highest barriers

EU tariff barriers (%)
©O =~ N W A u o

poor medium rich

countries income countries
countries

This is because the goods which are most heavily taxed by the EU tend to be the goods
which businesses in developing countries can produce at much lower prices than their
Western competitors. Agriculture and textiles are the sectors in which protection is highest.

Correspondingly, some of the world’s poorest countries have the most to gain from the EU
opening up its trade. We find that full trade liberalisation would increase African GDP by 5.4
percent, and Indian GDP by 5.3 percent.

There is also evidence that free trade has positive distribution effects within developing
countries. As well as the overall benefits for less developed countries, various studies have
found that trade opening tends to benefit workers in these countries more than owners of land.

3. Two examples of failed reform

Case study 1: The CAP

As well as keeping prices artificially high for EU consumers and blocking imports from the
developing world, the CAP has also failed in its objective to protect farmers’ jobs and stabilise
incomes. Farm incomes fell 70 percent between 1995 and 2000.

Despite the romantic image of the CAP as a lifeline for small struggling farmers, in reality the
CAP is an industrial subsidy, and the overwhelming majority of the benefits accrue to input
suppliers and big landowners. The OECD estimates that only 25 percent of the total value of
producer subsidies is actually gained by farmers at all.
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On top of this, of the subsidy that is gained by farmers, most of the benefits accrue to large
farms. In the UK, the top 20 percent of farms and agribusinesses take 82 percent of all CAP
subsidies, while the bottom 20 percent receive just 0.05 percent - 50p for every £1,000 spent.
The bottom 50 percent of farms get just 2.6 percent of the total CAP spend, meaning that it
would be relatively easy to compensate small farmers, if transitional aid was needed.

Some CAP spending is self-defeating. The EU still spends just under a billion euros a year
(about 2 percent of the total CAP budget) on tobacco production subsidies, while
simultaneously promoting anti-smoking programmes.

The CAP acts as a transfer mechanism between member states. But these transfers do not
operate in a rational way - in fact the CAP currently transfers money away from what are now
the poorest member states of the EU to some of its richest members including Ireland, France,
and Spain. The main beneficiaries of reform would be poor Eastern member states such as
Estonia and Hungary. The UK government contributes €1.3 billion more in tax to finance the
CAP than it receives back, and UK consumers transfer the same amount again to other
countries by paying higher food prices.

Attempts to “decouple” subsidies from production have had very limited impact to date.

Despite three previous attempts at reform, the total EU agricultural subsidy level has barely
changed in the last 15 years. The OECD estimates that the most recent round of reforms has
cut the level of subsidy by just 1.5 percent. The CAP is still badly in need of reform.

MacSharry reform Agenda 2000 Fichler reform
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Case study 2: The EU and developing countries

As discussed above, the EU’s trade policies are strongly biased against poor countries, because
the EU puts the highest tariffs on basic goods, such as food and textiles, which developing
countries have an advantage in producing.

The EU has attempted to offset the impact of such policies with trade preferences, which are
supposed to allow poor countries to export to the EU at reduced (or zero) tariff rates. But the
effect of such schemes is undermined by complex rule of origin requirements, which mean that
goods from a developing country do not qualify for preferential treatment if they contain parts
or ingredients from other countries.

A study by the World Bank in 2005 found that, “the overall value of EU preferences to sub-
Saharan African countries under the ‘Everything but Arms’ initiative... amounted to just 4 per
cent of the value of those countries’ exports to the EU in 2002”. It noted that, “The majority of
beneficiaries of U.S., EU, and Japanese preferences have experienced little or no impact.”1

As a result the poorest countries continue to face the highest trade barriers when they attempt
to export to the EU.

1 Brenton and lkezuki, 2005
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4. How should Europe free up its trade?

The EU has a responsibility to get the WTO round back on track...

The EU is perhaps the most responsible of all the major players for holding up world trade
talks. The CAP has been described as the “main stumbling block” in the WTO. The EU has also
recently held up the talks with nitpicking methodological disputes, and it played the leading
role in the breakdown of the talks at Cancun in 2003.

The EU should aim to push forward the WTO process, rather than being its slowest
moving member.

..but the WTO is only part of the answer...

The potential gains from further trade liberalisation are still very large, but the current WTO
round is likely to deliver only modest benefits, even if it succeeds. Academic work suggests
that the proposals being considered in the current Doha round may deliver less than a tenth of
the benefits which full free trade would create.

The OEF research also suggests that the EU could gain a competitive advantage by freeing up
its trade, even while other countries retain trade barriers.

The scope of WTO agreements is necessarily restricted by the need to find agreement between
a very large number of participating countries, which means shallower tariff cuts than are
possible in bilateral deals. WTO agreements are also necessarily narrower in terms of the range
of issues they address.

In the past the EU has worked through the WTO to reduce its trade barriers, and has also
pursued some bilateral free trade agreements. However, the EU still doesn’t have FTAs with
most of its large trading partners, including the US. The Commission has put further bilateral
deals on hold until the Doha world trade round is complete.

With political will, there should be a good chance of agreeing FTAs with the UK’s largest non-EU
trading partners - particularly the US, Canada, Australia and New Zealand.

The EU shouldn’t be afraid to go first

In recent years, trade liberalisation has increasingly been advanced unilaterally. 60 percent of
all trade barrier reduction has been achieved by countries independently reducing their
barriers to trade.

The last two decades have seen a large number of examples of successful independent
liberalisation, including Eastern Europe in the early 1990s; some Latin American countries, in
particular Chile; India during the 1990s; and the agricultural liberalisations of New Zealand and
Australia in the mid 1980s.

New Zealand unilaterally abolished its agricultural subsidies in the mid 1980s. The EU has lost
around 40 percent of its agricultural jobs since 1986, while farm employment in New Zealand

has remained stable. Farm output in New Zealand rose 150 percent compared to 20 percent in
the EU in the same period.

13
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Hong Kong and Singapore have been successful through unilateral free trade from even earlier.
Per capita GDP in Hong Kong and Singapore was around one third of the eurozone’s at the start
of the 1970s. As a direct result of fully free trade policies both countries had overtaken the
eurozone by the start of this decade.

This study finds that if the EU were to remove its self-imposed barriers to trade and investment
with the rest of the world it would boost its GDP by 0.4 percent even if none of the EU’s
trading partners were to reciprocate in any way,.

A middle way?

The classic objection to unilateral liberalisation is that it gives a country less leverage to
bargain down other countries’ trade barriers.

In fact the two approaches - independent action and reciprocal action - need not be polar

choices. In recent years, Columbia University economist Jagdish Bhagwati and others have fleshed out the
idea of ‘“relaxed reciprocity” -a middle way approach which suggests that countries should aim

to get their tariff reductions reciprocated by their trading partners, but should not necessarily

insist on exactly matching reductions, or on trading partners responding immediately.

In general the EU should aim to work bilaterally, not just because this is best for the EU, but
also because it will benefit developing countries more. However, there will be occasions
when the EU will not be able to agree fully bilateral deals -for example, the EU should not
expect developing countries to match tariff reductions exactly point-for-point. In such
situations the EU should adopt a middle way, and should not be afraid to offer some
unilateral reductions.

5. What is blocking reform?

The opponents of reform

“l am not willing to make the slightest concession on the Common Agricultural
Policy... The CAP is the future.”

- Jacques Chirac, French President, Speech 14 July, Le Figaro, 20 June 2005

“We know we’re not going to eliminate all agricultural subsidies.”
- EU Trade Commissioner Peter Mandelson, Today Programme, 15 September 2005

“We must invent new methods of intervention... we need protection, to defend
national and European products in the face of foreign competition... It is time
for a real European economic patriotism to be born.”

- Dominique de Villepin, French Prime Minister, in his book “European Man”
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Trade policy is secretive and out of voters’ control

The UK does not control its own trade policy. Instead, EU trade policy is made jointly by the European
Commission and the EU’s “Article 133 Committee”, which operates by qualified majority voting.

The EU’s trade policy process is incredibly secretive. The Article 133 Committee produces no
minutes or any proper record of its meetings.

It is also extremely unaccountable. The Committee consists of a loose group of national experts
and civil servants, rather than government ministers. It agrees Commission decisions in principle,
and its decisions are usually endorsed without discussion by ministers.

The EU Commission negotiates on behalf of the member states at the WTO and on occasions has
not kept them fully informed about what it is negotiating.

Europe needs to re-discover its liberal roots

Despite the relatively recent invention of the so-called “European social model”, Europe has
been successful in the past when it has embraced economic liberalism.

In the 1950s and 60s western European countries had more open trade policies, lower tax and
lower regulation than the US, and were catching up fast with the US. Liberal reformers such as
German Finance Minister Ludwig Erhard fought to create a Europe based on free trade.

But under the influence of the mercantilist thinking of Charles de Gaulle and others, the EU
adopted protectionist policies such as the CAP. In the 1970s and 80s the EU drifted away from a
liberal approach. Today the EU has higher tax, higher regulation and a somewhat less open trade
policy than the US. The EU’s overall tariff rate is 2.4 percent compared to just under 1.8 percent
in the US. Since the early 1990s the EU has been falling further and further behind the US.

It was the formation of the EEC in the 1950s that pressured the US into launching the Kennedy
round of trade liberalisation, which marked the start of the current era of globalisation. But
now it is the EU which is dragging its heels. The EU has recently declined an offer from the US
to work together to phase out farm subsidies. The EU needs to return to liberal ideas.

Europe needs to take on vested interest groups

Several of the other EU member states are unsympathetic to trade liberalisation. In some ways
the EU has been backsliding on trade in recent years, not least through its recent reintroduction
of Chinese textile quotas.

Protectionism is taking increasingly sophisticated and hard to measure forms, driven by sector-
specific lobbying. For example:

The EU makes increasing use of “anti-dumping” barriers. Between 1995 and 2000 the EU initiated
145 anti-dumping investigations against developing countries, compared to 89 by the US and zero
by Japan. 60 percent of the EU’s anti-dumping actions are against developing countries.

The EU also increasingly uses “standards” as hidden trade barriers. For example, EU standards
to protect consumers against aflatoxin cost African exporters of nuts, cereals and dried fruits
$670m a year and reduced their exports by 64 percent. The World Bank estimates that the move
may prevent one death per billion people in Europe per year.

The EU needs to stand up to interest group lobbying and avoid the stealthy re-growth of protection.
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6. Could the UK be better off running its own trade policy?

Theoretically speaking, it is clear that the UK would be best off if all EU members reformed
their trade policies, rather than the UK alone, because the UK would gain knock-on benefits
from the improved performance of other EU members. However, some would argue that
reaching agreement to full trade opening may be very difficult among the 25 EU members,
given the entrenched opposition to free trade and the political weakness of several
governments.

Does a second best option exist for the UK, if attempts to reform the EU were to fail in the
long term? Given that nearly half of the UK’s trade is currently with the EU members, any
alternative relationship with the EU would only be an improvement if it were to include free
trade between the UK and the rest of the EU members.

The magnitude of any gains from the UK liberalising independently would depend on four
main factors:

» The extent of the UK’s subsequent liberalisation

» The extent to which Britain’s trading partners were prepared to reciprocate and agree to
free trade agreements

» The extent to which the change from a customs union to a free trade agreement with
the EU might act as a trade barrier

» The extent to which regulatory divergence might act as a trade barrier.

If the UK were to fully liberalise its trade, and resolve technical issues surrounding the move from
a customs union to a free trade agreement with the rest of the EU, then it could realise
economic gains. We find that the UK could be up to 0.6 percent of GDP better off if it succeeded
in agreeing bilateral free trade arrangements with its trading partners outside the EU, and the UK
could gain a further 1 percent from reforming its agriculture policy independently.

Open up: join our campaign for free trade

The WTO meeting in Hong Kong in December 2005 will be a key test of how serious the EU is
about reform. Will the EU carry on holding up world trade talks? Or will it start to champion
free trade? As President of the EU and G8, the UK is well placed to take a lead. Open Europe is
now making the following recommendations to the UK Government:

(1) Europe should aim to reduce its tariffs to zero within five years, and set a timetable for
the complete phasing-out of agricultural subsidies (as suggested by the US). The UK should
block the next EU budget until there is clear progress towards trade liberalisation.

(2) Restore the UK’s trade policy-making influence. Instead of leaving trade policy to the
European Commission, the UK Government should independently pursue and encourage trade
agreements between the EU and its major trading partners, particularly the US. The UK should
publish the results of its discussions with third countries.

(3) Open up trade policy-making. Minutes of EU trade policy meetings should be published, as
should the records of negotiations between the European Commission and third countries.
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1. Why Europe needs to open up

Summary

» The EU is facing long-term relative decline, because of the interaction of ageing
populations, unfunded pension systems and falling competitiveness.

» Trade growth within the EU has already stalled. The proportion of intra-EU trade peaked in
1992, and has been declining since. In contrast, other trade blocs (such as ASEAN, NAFTA)
have enjoyed continued growth of their intra-area trade.

» The EU’s declining share of the world economy is both a reason for reform, and also a factor
which will make the potential effect of trade reform greater over time. The EU members’
shrinking share of world trade will make it even more important than ever that the UK can
trade freely with the rest of the world.

» Before it joined the EEC in 1973, the UK’s trade was strongly orientated towards the slow
growing post-war markets of the Commonwealth. As a result the UK was less able to benefit
from the rapid ‘catch-up’ growth enjoyed by the rest of Western Europe during the 1950s
and 1960s.

« If the EU fails to change its trade policy (or continues to resort to protection of the kind
seen in the China textiles dispute) then the UK could find itself repeating the same mistake,
once again hitched to a slow growth zone and missing out on the benefits from trade with
fast growing markets. While Western Europe will continue to be an important trading
partner for the UK, the main opportunities for growing trade are likely to come from India,
China, the rest of Asia, and the US, which are likely to grow more rapidly than Europe. The
EU is already falling further and further behind the US.

» A radically more open trade policy is also vital if the EU takes its ‘Lisbon’ goals seriously.
Catching up with the US by 2010 is clearly unrealistic. The EU is currently falling further and
further behind the US.

« The UK potentially has more to gain from trade liberalisation than the other large EU
member states, since it does more of its trade outside the EU than other member states,
and gets far more of its inward investment from the rest of the world.

17
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1.1 Europe: shrinking in the world

All long-run economic forecasts, including the European Commission’s own, suggest that the
relative importance of the EU - even a further enlarged EU - is likely to decline over the
coming decades. As a proportion of the world economy, and therefore of Britain’s trade - the
EU is likely to shrink rapidly.

This decline is the result of a number of factors. For some time now the EU has been
underperforming relative to its competitors. Explanations for this which have been advanced
include rigid labour markets, excessive regulation, and poor macroeconomic policy. On top of
these existing problems, the EU is likely to face new challenges in the coming decades: the rise of
new competitors and the onset of demographic problems, with ageing and shrinking populations.

Even if we assume that the ratio of the proportion of the UK’s trade with the EU to its share of the
world economy remains constant (a very generous assumption, because the rest of the world is
experiencing faster trade growth relative to its economic growth), then the proportion of the UK’s
trade with the EU is likely to fall by between a half or two-thirds by the middle of the century.

The table below summarises the estimates of six recent studies forecasting the decline in the
EU’s importance over the coming years.

2000 2050
European Commission EU 15 18 10
2002 (PPP) us 23 26
REST OF THE WORLD | 59 64
2000 2020 2050
French Institute for EU 30 22 18 12
international relations NAFTA 31 30 31
2002 (PPP) CHINA 16 23 24
INDIA 5 7 10
2003 2015
EU 25 2 17
HM treasury 2003 (PPP) us 21 19
CHINA 13 19
INDIA 6 10
2000 2015 2050
EU 4* 2 17 7
Goldman Sachs 2003 ($) us 38 34 20
CHINA 4 11 24
INDIA 2 4 16
2002 2015 2035
EU 4 14 10 9
ICRIER 2004 (PPP) us 21 20 16
CHINA 12 20 30
INDIA 6 8 14
2004 2025 2050
EU 25 34 25 15
Wilson 2005 () us 28 27 26
CHINA 4 15 28
INDIA 2 5 17

*EU 4 = Germany, Italy, France, and UK
18 PPP = figures based on purchasing power parity
$ = figures based on constant dollars
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“The enlargement of the European Union won’t suffice to guarantee parity with
the United States. The EU will weigh less heavily on the process of globalisation
and a slow but inexorable movement onto history’s exit ramp is foreseeable.”

- French Institute of International Affairs, 2002

1.2 Europe’s demographic problems

Many European countries face a bleak future, with their state pension systems facing
bankruptcy. As fertility rates drop and life expectancy increases, EU countries like Italy and
Germany will see their workforces shrink while the proportion of their citizens claiming
pensions will increase. In other words, there will be fewer workers to support ever more
people in retirement.

Decreasing populations

While the population of the UK will continue to rise beyond 2050, expanding by roughly 5 to 6
million (according to UN projections),? populations in the eurozone countries are likely to fall.

On the UN’s central scenario, by 2050 the Italian population will have fallen by 12 percent (7-8
million) and the German population will have fallen by 5 percent (4 million).

However, the fall could be even more dramatic. According to the UN’s low fertility projection,

the UK’s population will have fallen by 3.3 percent by 2050, the French by 10.2 percent, the
German by 17.7 percent, and the Italian population by 23.7 percent.

UN central scenario UN low fertility scenario
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Ageing populations

As well as declining populations, European countries will also see a shrinking of their total
workforces as populations grow older. By 2050 the Eurozone’s population will fall from 203
million to roughly 160 million. If the proportion of the population in work is maintained at a
constant, then the number of people in work will fall from 127 million to 100 million. In other
words the eurozone will lose 27 million workers while gaining 35-40 million extra
pensioners.

As the population grows older, the ratio of adults in work to those claiming pensions will fall
dramatically. By 2050 the UK will have to survive with 2.6 workers for every pensioner
(compared with 4.1 today), in France it will be 2.1 (compared with 3.9), in Germany 2.0
(compared with 3.6) and in Italy it will be just 1.4 (compared with 3.3).

Ratio of workers to pensioners
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Ratio of workers to pensioners

Lack of pension assets

These demographic problems will be made even more acute by the lack of provision that most
eurozone governments have made for their state pension schemes.

Although the UK does face difficulties in maintaining its pension system it is in a comparatively

stronger situation than most eurozone countries. The UK currently has private pension assets
that exceed the combined totals of Germany, France, and Italy.

Pension savings as a proportion of GDP
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The outlook

The combined effect of ageing and shrinking populations, a declining ratio of workers to
pensioners, and a lack of pension assets, means that the EU faces an increasingly difficult
future.

According to Standard & Poors, a world-leading credit-rating firm, many eurozone countries will
face a debt burden of over 200 percent of GDP by 2050. Comparatively, countries with better
pensions provision, such as Sweden and the UK, will be able to keep their debt below 70
percent of GDP. The report says, “Drifting along and hoping for some economic miracle to take
away the pain will be utterly insufficient. If political leadership does not resolutely correct the
looming intergenerational imbalances, the dramatic fiscal turmoil ...might materialize.”4

Europe is going bust
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1.3 How Europe lost its competitive edge

While the EU is unlikely to be able to attain the rates of growth seen in China, India and other
fast developing countries, there is no reason why Europe, with appropriate reform, should not
aim to match or catch up with the US.

Between the end of the Second World War and the 1970s, Europe rapidly caught up with the US
economically. During this period Western Europe had more open trade policies than the US, as
well as lower tax and lower regulation.

During the 1970s the EU member states lost these competitive advantages, and by the 1990s,
US productivity was beginning to outpace the EU more rapidly. The EU is now falling further
and further behind the US. The gap between the US and EU started to increase sharply in the
1990s.

After the Second World War, Western European countries had lower trade barriers than the US,
which was still unwinding the very high tariffs imposed in the 1930s under the Smoot-Hawley
act. But now the EU has higher tariffs than the US and key competitors.

4 Standard & Poor’s, 2004.
5 Standard & Poor’s, 2004.
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Europe used to have lower trade barriers

than the US...

Europe was catching up with the US...
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1.4 Trade liberalisation: could it help the EU catch up with the US?

Relative to other leading economies, and particularly the US, the EU now has a more restrictive
trade policy. Compared to the US, the EU has lower barriers on textiles, but far higher barriers on
agriculture. Crucially the EU also has higher barriers against manufactured goods - which form
the bulk of trade - so its overall level of protection is higher. The EU’s overall tariff rate is 2.4
percent, compared to 1.8 in the US.

O Fuel

8 @ Agriculture
@ Textiles
6 "M
m Total

factured goods

USA EU

6 Broadberry, 2001

7 GTAP, Overall applied tariff 2002

8 GDP per hour worked, (from R Gordon 2004)

9 Productivity per employee, OECD Main economic Indicators 2005
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Despite constant efforts to increase intra-EU trade over the last two decades, the potential for
gains from increased trade within the EU appears to be exhausted. The proportion of intra-EU
trade stopped growing in the early 1980s and now appears to be starting to fall.

UK Intra-EU trade has topped EU intra-trade is shrinking
out and is starting to fall but FTAs are still growing
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As noted above, the EU could potentially gain a competitive advantage by moving to free up its
trade further and faster than its rivals. This would mean larger gains for the EU than for other
third countries, and is the sort of step the EU needs to take if it is to move towards its Lisbon
goal of catching up with the US.

For example, the OEF report finds that if the EU were to liberalise its trade by signing bilateral
deals with its trading partners, and reform the CAP, the EU could realise economic gains of
around 2 percent, compared to 0.5 percent for the US.

Reducing trade barriers would also help to reduce the EU’s unemployment problem. It would reduce
the number out of work in the EU and the UK by between 0.3 and 0.4 percent over three years.

Gains from bilateral trade liberalisation by the EU

Impact of EU bilateral trade liberalisation
on GDP with R&D effects
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2. Trade reform - everyone’s a winner

2.1 All of the EU gains from reform

Reforming the CAP and opening up Europe’s trade policy are often seen in terms of a clash
between “old” and “new” Europe, or between Britain and France. But in fact the OEF report
suggests that the “core” continental economies might reap even greater benefits from reform
than Britain.

Potential gains from trade and CAP reform

5.0
4.5
4.0
R 35
o .
5 3.0 ]
s .
3]
2 25
& 2.0
[C)
1.5
1.0 1
0.5
0.0+ : : L : : i —
> W Q w Ao - b4
X z ¢ Z S 35 2 8 2 £ 3 Z 2 & ¢
< Z < = < w T FF O < <« a o
[ E 0o 3w 3 w S5 a 2 w m
= 2 33 z8&E*E"” 2%
L o w
) < o = 2 W o

m CAPreform @ Trade reform

While the UK would benefit more than the other large member states from trade reform -
mainly because the UK does more trade outside the EU - the other member states stand to gain
more from reform of the CAP.

While the operation of the CAP may be costing Britain more than other countries - because it
acts as a transfer mechanism between member states - reform of the CAP could actually yield
greater benefits for agricultural member states - because they could potentially redeploy more
money and more people to more productive uses.

So an overall reform of trade and the CAP could benefit the core EU economies even more
than Britain.
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2.2 Britain has more to gain from trade reform than the other large
member states

Britain should be at the heart of the campaign to bring down the EU’s trade barriers against
the rest of the world. The UK stands to benefit even more than most other large member
states from trade liberalisation.

The UK has more to gain than the other large member states from trade reform, because it has
more extra-EU trade than any other member state (except Lithuania). The overwhelming
majority of the other member states trade largely within the EU. This pattern of trade is the
result of geography and Britain’s historic links with the rest of the world.

The UK also gets most of its inward investment from outside the EU. In fact Britain gets more of
its inward investment from outside the EU than any other member state apart from Cyprus.10
Foreign Direct Investment (FDI) is strongly linked to trade, and this is another channel through
which growth is increased by greater openness.

Intra and extra EU trade
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10 In fact the UK gets even more of its FDI from the rest of the world than official figures suggest. FDI figures are distorted
because FDI is channelled through holding companies in the Netherlands for tax reasons, making it seem as though the Netherlands
is a very large inward investor, when in fact the funds originate in the rest of the world. The official figures suggest that the
Netherlands provides more than half of all the net inward investment coming to Britain from the EU 25, despite only accounting for
4.5 percent of the EU economy. According to research undertaken for the IMF by the Dutch Central Bank in spring 2005, the level
of FDI which actually originates in the Netherlands is around a tenth of the level recorded in the official figures. Correcting for
this effect suggests that 64 percent of UK FDI actually originates outside the EU.















































































































































