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In theory, WTO rules should ensure that a free trade agreement does not result in trade diver-
sion. These rules allow free trade areas to be formed only if the members set tariffs that are not
higher or more restrictive to outsiders than the ones previously in effect. However, as we saw in
Chapter 7, GATT and the WTO do not cover some nontariff barriers. As a result, regional trade
blocs could emerge whose markets are protected from outside competition by high nontariff bar-
riers. In such cases, the trade diversion effects might outweigh the trade creation effects. The @ test PREP
only way to guard against this possibility, according to those concerned about this potential, is to  Use SmartBock o help retain what
increase the scope of the WTO so it covers nontariff barriers to trade. There is no sign that this is ~ you have leamed. Access your

° ! ! ‘ : g that (IS 15 o Connectcouse 0
going to occur anytime soon, however, so the risk remains that regional economic integration  gecy out SmartBook or goto
will result in trade diversion. learnsmartadvantage.com for help.
Regional Economic Integration in Europe 094

. . Explain the history, current scope,
Europe has two trade blocs—the European Union and the European Free Trade Association. Of  and future prospects of the world's

the two, the EU is by far the more significant, not just in terms of membership (the EU currently  most important regional ecororic
has 28 members, although the British have voted to exit the union; the EFTA has four) but also 9"

in terms of economic and political influence in the world economy. Many have argued that the

EU as an emerging economic and political superpower of the same order as the United States.

Accordingly, we will concentrate our attention on the EU.®

EVOLUTION OF THE EUROPEAN UNION  The European Union (EU)is  European Union (EU)

the product of two political factors: (1) the devastation of western Europe during two world wars A econonic and piticalurion of 26
and the desire for a lasting peace, and (2) the European nations desire to hold their own on the :::;“ 2015)that are located in
world’s political and economic stage. In addition, many Europeans were aware of the potential
economic benefits of closer economic integration of the countries.
The forerunner of the EU, the European Coal and Steel Community, was formed in 1951 by
Belgium, France, West Germany, Italy, Luxembourg, and the Netherlands. Its objective was to
remove barriers to intragroup shipments of coal, iron, steel, and scrap metal. With the signing of
the Treaty of Rome in 1957, the European Community (EC) was established. The name changed  Treaty of Rome
again in 1993 when the European Community became the European Union following the ratifi-  The 1957 reaty trt stabished the
cation of the Maastricht Treaty (discussed later). European Community
The Treaty of Rome provided for the creation of a common market. Article 3 of the treaty laid
down the key objectives of the new community, calling for the elimination of internal trade bar-
riers and the creation of a common external tariff and requiring member states to abolish obsta-
cles to the free movement of factors of production among the members. To facilitate the free
movement of goods, services, and factors of production, the treaty provided for any necessary
harmonization of the member states’ laws. Furthermore, the treaty committed the EC to establish
common policies in agriculture and transportation.
‘The community grew in 1973, when Great Britain, Ireland, and Denmark joined. These three
were followed in 1981 by Greece; in 1986 by Spain and Portugal; and in 1995 by Austria,
Finland, and Sweden—bringing the total membership to 15 (East Germany became part of the
EC after the reunification of Germany in 1990). Another 10 countries joined the EU on May 1,
2004—eight of them from eastern Europe plus the small Mediterranean nations of Malta and
Cyprus. Bulgaria and Romania joined in 2007 and Croatia in 2013, bringing the total number of
member states to 28 (see Map 9.1). Through these enlargements, the EU has become a global
economic superpower.

POLITICAL STRUCTURE OF THE EUROPEAN UNION  The economic

policies of the EU are formulated and implemented by a complex and still-evolving political
structure. The four main institutions in this structure are the European Commission, the Council
of the European Union, the European Parliament, and the Court of Justice.”

The European Commission is responsible for proposing EU legislation, implementing it, and  European Commission
monitoring compliance with EU laws by member states. Headquartered in Brussels, Belgium, it fesponsie forproposing €U i,
is run by a group of commissioners appointed by each member country for five-year renewable g"_"“‘;";':“c“"“"" monitoring
terms. Currently, there are 28 commissioners, one from each member state. A president of the
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Member States of the European Union in 2016.

Sourc: European Uon, 19952013

‘commission is chosen by member states, and the president then chooses other members in con-
sultation with the states. The entire commission has to be approved by the European Parliament
before it can begin work. The commission has a monopoly in proposing European Union legisla-
tion. The commission makes a proposal, which goes to the Council of the European Union and
then to the European Parliament. The council cannot legislate without a commission proposal in
front of it. The commission is also responsible for implementing aspects of EU law, although in
practice much of this must be delegated to member states. Another responsibility of the commis-
sion is to monitor member states to make sure they are complying with EU laws. In this policing
role, the commission will normally ask a state to comply with any EU laws that are being broken.
If this persuasion is not sufficient, the commission can refer a case to the Court of Justice.

The European Commission’s role in competition policy has become increasingly important to
business in recent years. Since 1990, when the office was formally assigned a role in competition
policy, the EU’s competition commissioner has been steadily gaining influence as the chief regu-
lator of competition policy in the member nations of the EU. As with antitrust authorities in the
United States, which include the Federal Trade Commission and the Department of Justice, the
role of the competition commissioner is to ensure that no one enterprise uses its market power to
drive out competitors and monopolize markets. In 2009, for example, the commission fined Intel
a record €1.06 billion for abusing its market power in the computer chip market. (See the
Management Focus for details.) The previous record for a similar abuse was €497 billion imposed
on Microsoft in 2004 for blocking competition in markets for server computers and media
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The European Commission and Intel

In May 2009, the European Commission announced that it had im-
posed a record €1.06 billion ($1.45 billion) fine on Intel for anticom-
petitive behavior. This fine was the result of an investigation nto Intel’s
competitive conduct during the period from October 2002 to December
2007. During this period, Intel’s market share of microprocessor sales
to personal computer manufacturers consistently exceeded 70 per-
cent. According to the commission, Intel legally used its market power
to ensure that its major rival, AMD, was at a competitive disadvantage,
thereby harming *millions of European consumers.”

The commission charged that Intel granted major rebates to PC
manufacturers—including Acer, Dell, Hewlett-Packard, Lenovo, and
NEC—on the condition that they purchased all or almost all their sup-
plies from Intel. Intel also made payments to some manufacturers in
exchange for them postponing, canceling, or putting restrictions on the
introduction or distribution of AMD-based products. Intel also appar-
ently made payments to Media Saturn Holdings, the owner of Media

il

Markt chain of superstores, for seling only Intel-based computers in
‘Germany, Belgium, and other countries.

Under the order, Intel had to change ts practices immediately, pend-
ing any appeal. The company was also required to write a bank guar-
antee for the fine, although that guarantee is held in a bank until the
appeal process is exhausted.

Forits part, Intel immediately appealed the ruling. The company in-
sisted that it had never coerced computer makers and retailers with
inducements and maintained that it had never paid to stop AMD prod-
ucts from reaching the market in Europe. Although Intel acknowledges
that it did offer rebates, it claimed that they were never conditional on
specific actions by manufacturers and retailers aimed to limit AMD. In
June 2014, an EU court rejected Intel's appeal and upheld the judg-
ment against the company.

Sources: M. Hachman, “EU s te vith $1.45 Bilion Fine for Antust Viltions.”
PCMAG com, Moy 13, 2009; ) Kanter, “Europe Fines el $1.45 bion i Antiust Case.”
The New Yok Times, My 14, 2009;T.Faiss,"EU Court Uphalds Record ine Aainst.

ntel” The WollStreet Journal, June 12, 2014.

software. The commissioner also reviews proposed mergers and acquisitions to make sure they do
not create a dominant enterprise with substantial market power.® For example, in 2000 a proposed
merger between Time Warner of the United States and EMI of the United Kingdom, both music
recording companies, was withdrawn after the commission expressed concerns that the merger
would reduce the number of major record companies from five to four and create a dominant
player in the $40 billion global music industry. Similarly, the commission blocked a proposed
merger between two U.S. telecommunication companies, WorldCom and Sprint, because their
combined holdings of Internet infrastructure in Europe would give the merged companies so much
‘market power that the commission argued the combined company would dominate that market.

The European Council represents the interests of member states. It is clearly the ultimate
controlling authority within the EU because draft legislation from the commission can become
EU law only if the council agrees. The council is composed of one representative from the gov-
ernment of each member state. The membership, however, varies depending on the topic being
discussed. When agricultural issues are being discussed, the agriculture ministers from each state
attend council meetings; when transportation is being discussed, transportation ministers attend;
and so on. Before 1987, all council issues had to be decided by unanimous agreement among
member states. This often led to marathon council sessions and a failure to make progress or
reach agreement on commission proposals. In an attempt to clear the resulting logjams, the Sin-
gle European Act formalized the use of majority voting rules on issues “which have as their ob-
ject the establishment and functioning of a single market.” Most other issues, however, such as
tax regulations and immigration policy, still require unanimity among council members if they
are to become law. The votes that a country gets in the council are related to the size of the
country. For example, Britain, a large country, has 29 votes, whereas Denmark, a much smaller
state, has seven votes.

As of 2016, the European Parliament has 751 members and is directly elected by the popu-
lations of the member states. The parliament, which meets in Strasbourg, France, is primarily a
consultative rather than legislative body. It debates legislation proposed by the commission and
forwarded to it by the council. It can propose amendments to that legislation, which the commis-
sion and ultimately the council are not obliged to take up but often will. The power of the parlia-
ment recently has been increasing, although not by as much as parliamentarians would like. The
European Parliament now has the right to vote on the appointment of commissioners as well as
veto some laws (such as the EU budget and single-market legislation).

European Council
The headsofstte of EU members and
the president of the European
Commission.

European Pay

Elected EU body that provides.
‘consuitaion on ssues proposed by the:
European Commission.

ment
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will allow the European Parfament to
become the co-equal legislator foralmost
all European laws.

Court of Justice
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One major debate waged in Europe during the past few years is whether the council or the
parliament should ultimately be the most powerful body in the EU. Some in Europe expressed
concern over the democratic accountability of the EU bureaucracy. One side argued that the an-
swer to this apparent democratic deficit lay in increasing the power of the parliament, while oth-
ers think that true democratic legitimacy lies with elected governments, acting through the
Council of the European Union.” After significant debate, in December 2007, the member states
signed a new treaty, the Treaty of Lishon, under which the power of the European Parliament
was increased. When it took effect in December 2009, for the first time in history the European
Parliament was the co-equal legislator for almost all European laws." The Treaty of Lisbon also
created a new position, a president of the European Council, who serves a 30-month term and
represents the nation-states that make up the EU.

The Court of Justice, which is comprised of one judge from each country, is the supreme
appeals court for EU law. Like commissioners, the judges are required to act as independent of-
ficials, rather than as representatives of national interests. The commission or a member country
can bring other members to the court for failing to meet treaty obligations. Similarly, member
countries, member companies, or member institutions can bring the commission or council to the
court for failure to act according to an EU treaty.

THE SINGLE EUROPEAN ACT  The Single European Act was born of a frustra-
tion among members that the community was not living up to its promise. By the early 1980s, it
was clear that the EC had fallen short of its objectives to remove barriers to the free flow of trade
and investment among member countries and to harmonize the wide range of technical and legal
standards for doing business. Against this background, many of the EC’s prominent businesspeo-

ple mounted an energetic campaign in the early 1980s to end the EC’s economic di
EC responded by creating the Delors Commi

sions. The
ion. Under the chairperson Jacques Delors, the

commission proposed that all impediments to the formation of a single market be eliminated by

Is Greece a Good Member of
the European Union?

In April 2014, Greece held is first bond sale since 2010, raising
about $4.2 billion as investors flocked to secure bonds from the
hard-hit country. Greece stopped issuing bonds in 2010 amid
the country’s economic crisis. The 2014 bonds sale was hailed
as a sign that Greece is recovering and heading in the right di-
rection. As most observers agree, Greece has struggled to deal
with its financial crisis, and has, among many measures, taken
on more than $330 billion worth of bailouts and implemented
various austerity measures to fix the country’s finances. The gov-
ernment’s bond sale is a return to international markets for
Greece and a step toward the country reducing its dependence
on foreign aid—a crucial step to regain confidence from inves-
tors and other countries. The bond sale’s success is a reason for
optimism in Greece and throughout Europe, especially the
European Union countries, as it not only shows investors re-
newed confidence in the Greek economy, but perhaps also in
the euro zone's recovery in general. Do you think that the
European Union is only as strong as its weakest ink or as strong
as its strongest country?

Source: T.Ford, “globalEDGE Blog: High Demand for Greece's Return to Bond
Market” April 1, 201, hitp/iglobalEDGE msu. e
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December 31, 1992. The result was the Single European
Act, which became EC law in 1987.

The Objectives of the Act  The purpose of the Sin-
gle European Act was to have one market in place by
December 31, 1992. The act proposed the following changes: !

* Remove all frontier controls among EC countries,
thereby abolishing delays and reducing the resources
required for complying with trade bureaucracy.

« Apply the principle of “mutual recognition” to
product standards. A standard developed in one EC
country should be accepted in another, provided it
met basic requirements in such matters as health
and safety.

« Institute open public procurement to nonnational
suppliers, reducing costs directly by allowing lower-
cost suppliers into national economies and indirectly by
forcing national suppliers to compete.

« Lift barriers to competition in the retail banking and
insurance businesses, which should drive down the
costs of financial services, including borrowing,
throughout the EC.

* Remove all restrictions on foreign exchange transactions
between member countries by the end of 1992.

« Abolish restrictions on cabotage—the right of foreign
truckers to pick up and deliver goods within another
‘member state’s borders—by the end of 1992. Estimates
suggested this would reduce the cost of haulage within
the EC by 10 to 15 percent.
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All those changes were expected to lower the costs of doing business in the EC, but the single-
market program was also expected to have more complicated supply-side effects. For example,
the expanded market was predicted to give EC firms greater opportunities to exploit economies
of scale. In addition, it was thought that the increase in competitive intensity brought about by
removing internal barriers to trade and investment would force EC firms to become more effi-
cient. To signify the importance of the Single European Act, the European Community also de-
cided to change its name to the European Union once the act took effect.

Impact  The Single European Act has had a significant impact on the EU economy. " The act
provided the impetus for the restructuring of substantial sections of European industry. Many
firms have shifted from national to pan-European production and distribution systems in an at-
tempt to realize scale economies and better compete in a single market. The results have included
faster economic growth than would otherwise have been the case.

However, 25 years after the formation of a single market, the reality still falls short of the
ideal. An example is given in the accompanying Country Focus, which describes the slow prog-
ress toward establishing a fully functioning single market for financial services in the EU. Thus,
although the EU is undoubtedly moving toward a single marketplace, established legal, cultural,

and language differences among nations mean that implementation has been uneven.

country FOCUS

Creating a Single Market in Financial
Services

The European Union in 1999 embarked upon an ambitious action plan
to create a single market in financial services by January 1, 2005.
Launched a few months after the euro, the EU's single currency, the
goal was to dismantle barriers to cross-border activity in financial ser-
vices, creating a continentwide market for banking services, insurance
senvices, and investment products. In this vision of a single Europe, a
citizen of France might use a German firm for basic banking services,
borrow a home mortgage from an Htalian institution, buy auto insurance
from a Dutch enterprise, and keep her savings in mutual funds man-
aged by a British company. Similarl, an Italian firm might raise capital
from investors across Europe and use a German firm as its lead under-
wiiter to issue stock for sale through stock exchanges in London and
Frankfurt.

One main benefit of a single market, according to its advocates,
would be greater competition for financial services, which would give
consumers more choices and lower prices, and require financial ser-
vice firms in the EU to become more efficient, thereby increasing their
global competitiveness. Another major benefit would be the creation of
a single European capital market. The increased liquidity of a larger
capital market would make it easier for firms to borrow funds, lowering
their cost of capital (the price of money) and stimulating business in-
vestment in Europe, which would create more jobs. A European Com-
‘mission study suggested that the creation of a single market i financial
services would increase the EU's gross domestic product by 1.1 per-
cent a year, creating an addtional €130 billion in wealth over a de-
cade. Total business investment would increase by 6 percent annually
inthe long run, private consumption by 0.8 percent, and total employ-
ment by 0.5 percent a year.

Creating a single market has been anything but easy. The financial
markets of different EU member states historically have been seg-
‘mented from each other, and each has its own regulatory framework.

In the past, EU financial services firms rarely did business across na-
tional borders because of a host of different national regulations with
regard to taxation, oversight, accounting information, cross-border
takeovers, and the ike—all of which had to be harmonized. To compli-
cate matters, long-standing cultural and linguistic barriers complicated
the move toward a single market. While in theory an Italian might ben-
efit by being able to purchase homeowner’s insurance from a Bitish
company, in practice he might be predisposed to purchase it from a
local enterprise, even i the price were higher.

By 2014, the EU had made significant progress. More than 40 mea-
sures designed to create a single market in financial services had be-
come EU law, and others were in the pipeline. The new rules embraced
issues as diverse as the conduct of business by investment firms, stock
exchanges, and banks; disclosure standards for listing companies on
public exchanges; and the harmonization of accounting standards across
nations. However, there had also been some significant setbacks. Most
notably, legislation designed to make it easier for irms to make hostile
cross-border acquisitions was defeated, primarily due to opposition from
‘German members of the European Parliament, making it more difficult
for financial service firms to build pan-European operations. In addition,
‘national governments have still reserved the right to block even friendly
cross-border mergers between financial service fims.

‘The critical issue now is enforcement of the rules that have been put
in place. Some believe that it il be years before the full benefits of
the new regulations become apparent. In the meantime, the changes
may impose significant costs on financial institutions as they attempt to
deal with the new raft of regulations.

Sources:C.Randzio-Plath, “Europe Preparesfor a Singe Financil rket Intereconomic
Moy-June 2004, pp. 142-46; T Buck, . Harreaves, and P Norman, “Europe’s Single:
Financl Morket,”Financiol Times, Jonuary 18, 2005, . 17 The Gate Keeper” The
Economist February 19, 2005,p. 73 . Hofhinz, °A Capital ea: Th European Urion
Hasa Grand Plonto Make Is Financial Morkets More Efcient”The Woll Stcet Journa,
October 14, 2002, . R4; “Banking on McCreewy: Europe’s Sigle Morke,” The Economist,
November 26, 2005, . ;A New Financal Systemfo Europe; Financil Reform at the
Senice of Growt; Stte of ly. T Eurapean Commision, ipec europau.
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Masstricht Treaty
Treaty agreed o n 1992, but not ratified
until January 1, 1994, that commited the
12 member states of the European
Community o a closer economic and
poiticalunion.

THE ESTABLISHMENT OF THE EURO  In February 1992, EC members
signed the Maastricht Treaty, which committed them to adopting a common currency by Janu-
ary 1, 1999. The euro is now used by 19 of the 28 member states of the European Union; these
19 states are members of what is often referred to as the euro zone. It encompasses 330 million
EU citizens and includes the powerful economies of Germany and France. Many of the countries
that joined the EU on May 1, 2004, and the two that joined in 2007 originally planned to adopt
the euro when they fulfilled certain economic criteria—a high degree of price stability, a sound
fiscal situation, stable exchange rates, and converged long-term interest rates (the current mem-
bers had to meet the same criteria). However, the events surrounding the EU sovereign debt crisis
of 2010-2012 persuaded many of these countries to put their plans on hold, at least for the time
being (further details provided later).

Establishment of the euro was an amazing political feat with few historical precedents. It re-
quired participating national governments to give up their own currencies and national control over
monetary policy. Governments do not routinely sacrifice national sovereignty for the greater good,
indicating the importance that the Europeans attach to the euro. By adopting the euro, the EU has
created the second most widely traded currency in the world after that of the U.S. dollar. Some be-
lieve that the euro could come to rival the dollar as the most important currency in the world.

Three long-term EU members—Great Britain, Denmark, and Sweden—are still sitting on the
sidelines. The countries agreeing to the euro locked their exchange rates against each other
January 1, 1999. Euro notes and coins were not actually issued until January 1, 2002. In the in-
terim, national currencies circulated in each participating state. However, in each country, the
national currency stood for a defined amount of euros. After January 1, 2002, euro notes and
coins were issued and the national currencies were taken out of circulation. By mid-2002, all
prices and routine economic transactions within the euro zone were in euros.

Benefits of the Euro  Europeans decided to establish a single currency in the EU for a
number of reasons. First, they believe that businesses and individuals realize significant savings
from having to handle one currency, rather than many. These savings come from lower foreign
exchange and hedging costs. For example, people going from Germany to France no longer have
to pay a commission to a bank to change German deutsche marks into French francs. Instead,
they are able to use euros. According to the European Commission, such savings amount to
0.5 percent of the European Union’s GDP.

Second, and perhaps more important, the adoption of a common currency makes it easier to
compare prices across Europe. This has been increasing competition because it has become eas-
ier for consumers to shop around. For example, if a German finds that cars sell for less in France
than Germany, he may be tempted to purchase from a French car dealer rather than his local car
dealer. Alternatively, traders may engage in arbitrage to exploit such price differentials, buying
cars in France and reselling them in Germany. The only way that German car dealers will be able
to hold onto business in the face of such competitive pressures will be to reduce the prices they
charge for cars. As a consequence of such pressures, the introduction of a common currency has
led to lower prices, which translates into substantial gains for European consumers.

Third, faced with lower prices, European producers have been forced to look for ways to re-
duce their production costs to maintain their profit margins. The introduction of a common cur-
rency, by increasing competition, has produced long-run gains in the economic efficiency of
European companies.

Fourth, the introduction of a common currency has given a boost to the development of a highly
liquid pan-European capital market. Over time, the development of such a capital market should
lower the cost of capital and lead to an increase in both the level of investment and the efficiency
with which investment funds are allocated. This could be especially helpful to smaller companies
that have historically had difficulty borrowing money from domestic banks. For example, the
capital market of Portugal is very small and illiquid, which makes it extremely difficult for bright
Portuguese entrepreneurs with a good idea to borrow money at a reasonable price. However, in
theory, such companies can now tap a much more liquid pan-European capital market.

Finally, the development of a pan-European, euro-denominated capital market will increase
the range of investment options open to both individuals and institutions. For example, it will
now be much easier for individuals and institutions based in, let's say, Holland to invest in Italian
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or French companies. This will enable European investors to
better diversify their risk, which again lowers the cost of capi-
tal, and should also increase the efficiency with which capital
resources are allocated. ™

Costs of the Euro  The drawback, for some, of a single
currency is that national authorities have lost control over mon-
etary policy. Thus, it is crucial to ensure that the EU’s mone-
tary policy is well managed. The Maastricht Treaty called for
establishment of the independent European Central Bank

Can the Euro Survive?

It seems like experts and interested observers are always debat-
ing the merits of the euro and its likelinood of survival. The an-
swers lie in examining several nteresting facts of the European
Union. First, the lack of a European treasury is a missing piece of
the puzzle. Without i, the ECB s limited in the assistance it can
provide to euro zone member-states. In theory, the European
Central Bank (ECB) could bail out those member-states burdened

with excessive debt by printing more money. However, that
would require the approval of allof the EU member countries (not
just the countries that that use the euro as their national cur-
rency). Germany is typically opposed to any measure that may
light the fires of inflation. Some of the EU members also think tis
unfair to bail out those states that have lived beyond their means
for many years. It s difficult to compare the difficulies within the
EUtothose of other nations that have faced similar problems and
survived. But the basic question remains, wil the euro survive?

(ECB), similar in some respects to the U.S. Federal Reserve,
with a clear mandate to manage monetary policy so as to en-
sure price stability. The ECB, based in Frankfurt, is meant to be
independent from political pressure—although critics question
this. Among other things, the ECB sets interest rates and deter-
mines monetary policy across the euro zone.

The implied loss of national sovereignty to the ECB under-
lies the decision by Great Britain, Denmark, and Sweden to
stay out of the euro zone. Many in these countries are suspi-
cious of the ECB's ability to remain free from political pressure
and to keep inflation under tight control.

In theory, the design of the ECB should ensure that it
remains free of political pressure. The ECB is modeled on the
German Bundesbank, which historically has been the most
independent and successful central bank in Europe. The Maastricht Treaty prohibits the ECB
from taking orders from politicians. The executive board of the bank, which consists of a presi-
dent, vice president, and four other members, carries out policy by issuing instructions to na-
tional central banks. The policy itself is determined by the governing council, which consists of
the executive board plus the central bank governors from the euro zone countries. The governing
council votes on interest rate changes. Members of the executive board are appointed for eight-
year nonrenewable terms, insulating them from political pressures to get reappointed. So far, the
ECB has established a solid reputation for political independence.

According to critics, another drawback of the euro is that the EU is not what economists
would call an optimal currency area. In an optimal currency area, similarities in the underlying
structure of economic activity make it feasible to adopt a single currency and use a single ex-
change rate as an instrument of macroeconomic policy. Many of the European economies in the
euro zone, however, are very dissimilar. For example, Finland and Portugal have different wage
rates, tax regimes, and business cycles, and they may react very differently to external economic
shocks. A change in the euro exchange rate that helps Finland may hurt Portugal. Obviously, such
differences complicate macroeconomic policy. For example, when euro economies are not grow-
ing in unison, a common monetary policy may mean that interest rates are too high for depressed
regions and too low for booming regions.

One way of dealing with such divergent effects within the euro zone is for the EU to engage in
fiscal transfers, taking money from prosperous regions and pumping it into depressed regions. Such
amove, however, opens a political can of worms. Would the citizens of Germany forgo their “fair
share” of EU funds to create jobs for underemployed Greece workers? Not surprisingly, there is
strong political opposition to such practices.

Source: tp/iseekingalpha.com.

Optimal Currency Area

Regionin which similarties in economic
activity make a single currency and
exchange rate feasible nstruments of
‘macroeconomic policy.

The Euro Experience  Since its establishment January 1, 1999, the euro has had a vola-
tile trading history against the world's major currency, the U.S. dollar. After starting life in 1999
at €1 =$1.17, the euro steadily fell until it reached a low of €1 = $0.83 in October 2000, leading
critics to claim the euro was a failure. A major reason for the fall in the euro’s value was that in-
ternational investors were investing money in booming U.S. stocks and bonds and taking money
out of Europe to finance this investment. In other words, they were selling euros to buy dollars so
that they could invest in dollar-denominated assets. This increased the demand for dollars and
decreased the demand for the euro, driving the value of the euro down.

Chanter Nine Reaional Economic Intearation 253




image14.png
country FOCUS

The Greek Sovereign Debt Crisis

When the euro was established, some critics worried that free-spend-
ing countries in the euro zone (such as laly and Greece) might borrow
excessively, running up large public-sector deficits that they could not
finance. This would then rock the value of the euro, requiring their
more sober brethren, such as Germany or France, to step in and bail
out the profiigate nation. In 2010, this worry became a reality as a fi-
nancial crsis in Greece hit the value of the euro.

‘The financial crisis had its roots in a decade of free spending by the
Greek government, which ran up a high level of debt to finance exten-
sive spending i the public sector. Much of the spending increase could
be characterized as an attempt by the government to buy off powerful
interest groups in Greek society, from teachers and farmers to public-
sector employees, rewarding them with high pay and extensive bene-
fits. To make matters worse, the government misled the international
community about the level of its indebtedness. In October 2009, a new
government took power and quickly announced that the 2009 public-
sector deficit, which had been projected to be around 5 percent, would
actually be 12.7 percent. The previous government had apparently
been cooking the books.

“This shattered any faith that international investors might have had
in the Greek economy. Interest rates on Greek government debt
quickly surged to 7.1 percent, about 4 percentage points higher than
the rate on German bonds. Two of the three international rating agen-
cies also cut their ratings on Greek bonds and warned that further
downgrades were likely. The main concern now was that the Greek
government might not be able to refinance some €20 billion of debt
that would mature in April or May 2010. A further concern was that the
Greek government might lack the political willpower to make the large
cuts in public spending necessary to bring down the deficit and restore
investor confidence.

Nor was Greece alone in having large public-sector deficits. Three
other euro zone countries—Spain, Portugal, and Ireland—also had
large debt loads, and interest rates on their bonds surged as investors
sold out. This raised the specter of financial contagion, with large-scale
defaults among the weaker members of the euro zone. I this did occur,
the EU and IMF would most certainly have to step in and rescue the
troubled nations. With this possibility, once considered very remote,
investors started to move money out of euros, and the value of the
euro started to fall on the foreign exchange market.

Recognizing that the unthinkable might happen—and that without ex-
temal help, Greece might default on its government debt, pushing the EU
and the euro into a major crisis—in May 2010, the euro zone countries,

led by Germany, along with the IMF agreed to lend Greece up to
€110 billion. These loans were judged sufficient to cover Greece’s fi
nancing needs for three years. In exchange, the Greek government
agreed to implement a series ofstrct austerity measures. These included
taxincreases, major cuts in public-sector pay, reductions in benefits en-
Joyed by public-sector employees (e.g. the refirement age was increased
1065 from 61, and limits were placed on pensions), and reductions in the
‘number of public-sector enterprises from 6,000 to 2,000. However, the
Greek economy contracted so fast in 2010 and 2011 that tax revenues
plunged. By the end of 2011, the Greek economy was almost 29 percent
smaller than it had been in 2005, while unemployment approached
20 percent. The contracting tax base limited the ability of the govern-
ment to pay down deb. By early 2012, yields on 10-year Greek govern-
ment debt reached 34 percent, indicating that many investors now
expected Greece to defauit on its sovereign debt. This forced the Greek
government to seek further aid from the euro zone countries and the
IMF. As a condiion for a fresh €130 billion bailout plan, the Greek gov-
‘ermment had to get holders of Greek government bonds to agree to the
biggest sovereign debt restructuring in history, In effect, bondholders
agreed to write off 53.5 percent of the deb they held.

While the Greek government did not technically default on its sover-
eign debt, to many it seemed as if the EU and IMF had orchestrated an
orderly partial default. By early 2014, it looked as if the Greek econ-
‘omy had finally turned a comer and was on the way to recovery. Yields
on 10-year bonds had fallen blow 8 percent, and the government was
running a budget surplus before interest payments.

Unfortunately, things took a turn for the worse in 2014, when it be-
came clear that despite economic progress, Greece did not have the
funds to replay its creditors on time and would have to issue new
bonds in order to do so. Following a decision to call a snap election, in
January 2015, a radical left-wing “anti-bailout” party was swept into
power. The financial minister of the new government suggested that
Greece should default on its scheduled debt repayments to its largest
creditor, Germany. This initiated a crisis in the euro zone and helped
precipitate a sharp decline in the value of the euro against the U.S. dol-
lar. Following further negotiations, Greece’s creditors agreed to a third
bailout in late 2015 but only after Greece agreed to implement further
austerity measures and economic reforms. Whether this will prove to
be any more successful than the prior two bailouts remains to be seen.

Sources: “AVery European Criis” The Economist February 6, 2010, pp. 75-77; L Thomas,
“IsDebt Trashing the Euro?” The New York Times, February 7,2010,pp. 1,7; “Bie the.
Bulet” The Economist, January 15, 2011, p. 77-79; “The WaitIs Over” The Economist,
March 17, 2012, pp. 83-84; “Aegean Stables” The Economist, January 11, 2014; iz
Aderman, “Greece's Debt Crisis Explained;”The New York Times, Noverber 8, 2015.

which was designed to restore confidence in the euro. As detailed in the accompanying Country
Focus, by 2012 Greece had been granted two more bailout packages in an attempt to forestall a
full-blown default on payment of its sovereign debt.

As might be expected, the economic turmoil led to a decline in the value of the euro. By early
2016, the dollar-euro exchange rate stood at €1 = $1.11, significantly below its 2008 level but
still somewhat better than the exchange rate in early 2000. The euro also declined by 20 to
30 percent against most of the world’s other major currencies between late 2008 and early 2016.

More troubling perhaps for the long-run success of the euro, many of the newer EU nations
that had committed to adopting the euro put their plans on hold. Countries like Poland and the

Chapter Nine Regional Economic Integration 255




image15.png
Czech Republic had no desire to join the euro zone and then have their taxpayers help bail out the
profligate governments of countries like Italy and Greece. To compound matters, the sovereign
deb crisis had exposed a deep flaw in the euro zone: it was difficult for fiscally more conserva-
tive nations like Germany to limit profligate spending by the governments of other nations that
might subsequently create strains and impose costs on the entire euro zone. The Germans in
particular found themselves in the unhappy position of having to underwrite loans to bail out the
governments of Greece, Portugal, and Ireland. This started to erode support for the euro in the
stronger EU states. To try to correct this flaw, 25 of the then 27 countries in the EU signed a fis-
cal pact in January 2012 that made it more difficult for member states to break tight new rules on
government deficits (the United Kingdom and Czech Republic abstained: Croatia joined in
2013). Whether such actions will be sufficient to get the euro back on track remains to be seen.

ENLARGMENT OF THE EUROPEAN UNION  Enlargement of the EU into
eastern Europe has been discussed since the collapse of communism at the end of the 1980s, and
by the end of the 1990, 13 countries had applied to become EU members. To qualify for EU
membership, the applicants had to privatize state assets, deregulate markets, restructure indus-
tries, and tame inflation. They also had to enshrine complex EU laws into their own systems,
establish stable democratic governments, and respect human rights.!® In December 2002, the EU
formally agreed to accept the applications of 10 countries, and they joined May 1, 2004. The new
members included the Baltic countries, the Czech Republic, and the larger nations of Hungary
and Poland. The only new members not in eastern Europe were the Mediterranean island nations
of Malta and Cyprus. Their inclusion in the EU expanded the union to 25 states, stretching from
the Atlantic to the borders of Russia; added 23 percent to the landmass of the EU; brought
75 million new citizens into the EU, building an EU with a population of 450 million people; and
created a single continental economy with a GDP of close to €11 trillion. In 2007, Bulgaria and
Romania joined, and in 2013, Croatia joined, bringing total membership to 28 nations.

The new members were not able to adopt the euro for several years, and free movement of labor
among the new and existing members was prohibited until then. Consistent with theories of free
trade, the enlargement should create added benefits for all members. However, given the small
size of the eastern European economies (together they amount to only 5 percent of the GDP of
current EU members), the initial impact will probably be small. The biggest notable change might
be in the EU bureaucracy and decision-making processes, where budget negotiations among
28 nations are bound to prove more problematic than negotiations among 15 nations.

Left standing at the door is Turkey. Turkey, which has long lobbied to join the union, presents
the EU with some difficult issues. The country has had a customs union with the EU since 1995,
and about half its international trade is already with the EU. However, full membership has been
denied because of concerns over human rights issues (particularly Turkish policies toward its
Kurdish minority). In addition, some on the Turkish side suspect the EU is not eager to let a pri-
‘marily Muslim nation of 74 million people, which has one foot in Asia, join the EU. The EU for-
mally indicated in December 2002 that it would allow the Turkish application to proceed with no
further delay in December 2004 if the country improved its human rights
record to the satisfaction of the EU. In December 2004, the EU agreed to
allow Turkey to start accession talks in October 2005, but those talks are
stalled, and at this point, it is unclear when the nation will join.

BRITISH EXIT FROM THE EUROPEAN UNION
On June 23, 2016, the British electorate voted in a national referendum
to leave the EU. Under the Treaty of Lisbon, the British now have two
years to negotiate the terms of exit with the EU. While the British have
enjoyed the benefits of free trade within Europe, a segment of the popu-
lation has never been comfortable with the loss of national sovereignty
implied by membership within the EU. The British have often railed
against regulations imposed by the EU bureaucracy in Brussels, and
‘more recently, immigration has become a key issue. Immigration from
within the EU hit record levels in 2015. Much of that immigration has
been from eastern Europe. Many of the immigrants have been low

Croatia is the 28th nation to join the EU.
Source: © Frederik Florin/AFP/Getty Images.
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skilled and work in restaurants, hotels and retail stores. The campaign for leaving the EU claimed
that exit would allow the British to “take back control” of immigration. In the referendum,
London, Scotland, and Northern Island voted to stay in the EU, whereas most of the rest of the
country voted for exit. The vote was also split by age and education. The younger and more
educated voted to stay in the EU, while the older and less educated voted to leave.
The impending exit of Britain creates an existential problem for the EU. Britain is the EU’s
second largest national economy. It is seen by many smaller member countries as an important
counterweight to the economic power of Germany. In the aftermath of the British vote, right-wing
politicians in Holland, Denmark, and France also called for referendums on continuing EU mem-
bership, raising fears that the British vote might trigger a “rush for the exits.” While this seems
unlikely to occur, there is little doubt that an EU without Britain will lose some of its economic
and political clout on the world stage, and the EU itself will be diminished. Given the importance
of immigration in the British vote, further expansion of the EU now seems unlikely, particularly
with regard to Turkey. As for Britain, most experts predict that the country will bear significant
short- to medium-term costs as a result of this decision. Britain is now less likely to attract inward
investment from foreign multinationals, some multinationals may move operations to other EU
countries to maintain access to the single market, and exports to the EU may fall, London risks
losing its position as the financial capital of Europe, and economic growth will probably be lower
than it otherwise might have been. Furthermore, given that the Scots voted by a large margin to
stay in the EU, this once again raises the possibility of Scottish independence from the United & test PREP
Kingdom. In the long run, whether Britain benefits from exit depends on its ability to negotiate  Use SmartBook to hel etain what
trade deals with the EU and other major economic powers, including the United States, Japan, and  You have leained. Access your
o " " 4 A nstructors Connect course to
0 replace the benefits it will lose by exiting from the EU. In a world that is becoming it crecy o Smartgosk o g0t
creasingly resistant to free trade deals, there is no guarantee that the British will be able to o this.  fesmsmariadiantage com for hep.
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. L . )  Explinthe istory, current scope,
No other attempt at regional economic integration comes close to the EU in its boldness or its  ond future prespects of the world's

potential implications for the world economy, but regional economic integration is on the rise in  most important regional economic
the Americas. The most significant attempt is the North American Free Trade Agreement. Inad- ~ *9*""

dition to NAFTA, several other trade blocs are in the offing in the Americas (see Map 9.2), the

most significant of which appear to be the Andean Community and Mercosur.

THE NORTH AMERICAN FREE TRADE AGREEMENT  The govern-

ments of the United States and Canada in 1988 agreed to enter into a free trade agreement, which

took effect January 1, 1989. The goal of the agreement was to climinate all tariffs on bilateral

trade between Canada and the United States by 1998. This was followed in 1991 by talks among

the United States, Canada, and Mexico aimed at establishing a North American Free Trade  North American Free Trade
Agreement (NAFTA) for the three countries. The talks concluded in August 1992 with an agree-  Agreement (NAFTA)

ment in principle, and the following year, the agreement was ratified by the governments of all e ade e among Conod, Hesc,
three countries. The agreement became law January 1, 1994.17 and e Unied Sates

NAFTA'S Contents  The contents of NAFTA include the following:

« Abolition by 2004 of tariffs on 99 percent of the goods traded among Mexico, Canada, and
the United States.

* Removal of most barriers on the cross-border flow of services, allowing financial
institutions, for example, unrestricted access to the Mexican market by 2000.

* Protection of intellectual property rights.

« Removal of most restrictions on foreign direct investment among the three member countries,
although special treatment (protection) will be given to Mexican energy and railway
industries, American airline and radio communications industries, and Canadian culture.

« Application of national environmental standards, provided such standards have a scientific
basis. Lowering of standards to lure investment is described as being inappropriate.

« Establishment of two commissions with the power to impose fines and remove trade
privileges when environmental standards or legislation involving health and safety, minimum
wages, or child labor are ignored.
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The Case for NAFTA  Proponents of NAFTA have argued that the free trade area
should be viewed as an opportunity to create an enlarged and more efficient productive base
for the entire region. Advocates acknowledge that one effect of NAFTA would be that some
U.S. and Canadian firms would move production to Mexico to take advantage of lower labor
costs. (In 2004, the average hourly labor cost in Mexico was still one-tenth of that in the United
States and Canada.) Movement of production to Mexico, they argued, was most likely to occur
in low-skilled, labor-intensive manufacturing industries in which Mexico might have a com-
parative advantage. Advocates of NAFTA argued that many would benefit from such a trend.
Mexico would benefit from much-needed inward investment and employment. The United
States and Canada would benefit because the increased incomes of the Mexicans would allow
them to import more U.S. and Canadian goods, thereby increasing demand and making up for
the jobs lost in industries that moved production to Mexico. U.S. and Canadian consumers
would benefit from the lower prices of products made in Mexico. In addition, the international
competitiveness of U.S. and Canadian firms that moved production to Mexico to take advan-
tage of lower labor costs would be enhanced, enabling them to better compete with Asian and
European rivals.
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The Case against NAFTA  Those who opposed NAFTA claimed that ratification would
be followed by a mass exodus of jobs from the United States and Canada into Mexico as employ-
ers sought to profit from Mexico's lower wages and less strict environmental and labor laws.
According to one extreme opponent, Ross Perot, up to 5.9 million U.S. jobs would be lost to
Mexico after NAFTA in what he famously characterized as a “giant sucking sound.” Most econ-
omists, however, dismissed these numbers as being absurd and alarmist. They argued that Mexico
would have to run a bilateral trade surplus with the United States of close to $300 billion for job
loss on such a scale to occur—and $300 billion was the size of Mexico’s GDP. In other words,
such a scenario seemed implausible.

More sober estimates of the impact of NAFTA ranged from a net creation of 170,000 jobs in
the United States (due to increased Mexican demand for U.S. goods and services) and an increase
of $15 billion per year to the joint U.S. and Mexican GDP to a net loss of 490,000 U.S. jobs. To

Did You Know?
Did you know that NAFTA was.
thought to poduce a “giant

sucking sound?”
put these numbers in perspective, employment in the U.S. economy was predicted to grow by

18 million from 1993 to 2003. As most economists repeatedly stressed, NAFTA would have a ﬂ::fﬂﬁ.:f;"ﬂ::;m
small impact on both Canada and the United States. It could hardly be any other way, because the {rom the authors.

Mexican economy was only 5 percent of the size of the U.S. economy. Signing NAFTA required
the largest leap of economic faith from Mexico rather than Canada or the United States. Falling
trade barriers would expose Mexican firms to highly efficient U.S. and Canadian competitors that,
when compared to the average Mexican firm, had far greater capital resources, access to highly
educated and skilled workforces, and much greater technological sophistication. The short-run
outcome was likely to be painful economic restructuring and unemployment in Mexico. But advo-
cates of NAFTA claimed there would be long-run dynamic gains in the efficiency of Mexican
firms as they adjusted to the rigors of a more competitive marketplace. To the extent that this oc-
curred, they argued, Mexico's economic growth rate would accelerate, and Mexico might become
a major market for Canadian and U.S. firms.'s
Environmentalists also voiced concerns about NAFTA.
They pointed to the sludge in the Rio Grande and the smog in
the air over Mexico City and warned that Mexico could de-

grade clean air and toxic waste standards across the continent.
They pointed out that the lower Rio Grande was the most pol-
luted river in the United States and that, with NAFTA, chemical
waste and sewage would increase along its course from El Paso,
Texas, to the Gulf of Mexico.

‘There was also opposition in Mexico to NAFTA from those
who feared a loss of national sovereignty. Mexican critics ar-
gued that their country would be dominated by U.S. firms that
would not really contribute to Mexico's economic growth but
instead would use Mexico as a low-cost assembly site while
keeping their high-paying, high-skilled jobs north of the border.

NAFTA: The Results  Studies of NAFTA’s impact suggest
its initial effects muted, and both advocates and detractors may
have been guilty of exaggeration.'” On average, studies indicate
that NAFTA's overall impact has been small but posi-
tive.” NAFTA was meant to increase trade between the three
member states, and that it appears to have done. From 1993 to
2005, trade among NAFTA's partners grew by 250 percent?' Can-
ada and Mexico are now among the top three trading partners of
the United States (the other is China), suggesting the economies
of the three NAFTA nations have become more closely integrated.
In 1990, U.S. trade with Canada and Mexico accounted for about
a quarter of total U.S. trade. By 2005, the figure was close to one-
third. Canada’s trade with its NAFTA partners increased from
about 70 percent to more than 80 percent of all Canadian foreign
trade between 1993 and 2005, while Mexico’s trade with NAFTA
increased from 66 percent to 80 percent over the same period.

As NAFTA Nurtures Mexican
Economy, lllegal Immigration
Dwindles?

The large wave of immigration from Mexico to the United States
that began four decades ago, most of it unauthorized, has to a
large degree ended. As a report from the Pew Hispanic Center
confirms, net migration from Mexico to the United States sank to
about zero in the past five years. Did the North American Free
Trade Agreement (NAFTA) play a role? Yes and no. Actually, the
number of Mexicans living illegally in the United States shot up
from 2.5 milion in 1995, the year after NAFTA took effect, to
11 million in 2013. The main reason was the booming U.S. econ-
omy, which generated huge demands for labor just as the share
of Mexico's population aged 15 to 39, prime migration years,
was peaking at about 75 percent. Migration plummeted after
2005 because of reduced U.S. demand for labor and the slowing
of Mexican population growth but also because NAFTA started
to pay offin the form of dynamic new export industries in Mex-
ico, such as automobile manufacturing. Do you think there will
be continued decline in immigration of people from Mexico to
the United States in future years because of the NAFTA agree-
ment, or will the immigration decline (or potential increase) be
due to factors that are not tied to NAFTA?

Source: www lehighvalleyive.com.
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America’s trade with Mexico increased 506 percent between 1993 and 2012, compared with 279 per-
cent for non-NAFTA countries. All three countries also experienced strong productivity growth in
the first 10 years NAFTA was in place. In Mexico, labor productivity has increased by 50 percent.
‘The passage of NAFTA may well have contributed to this.

Estimates suggest that employment effects of NAFTA have been moderate to small. By far the
most pessimistic estimate of job losses comes from a study published by the left-leaning Eco-
nomic Policy Institute. This study suggests that the United States lost about 850,000 jobs be-
tween 1993 and 2013 due to NAFTA, or 42,500 jobs a year on average. To put this loss in
context, between 1992 and 2000, the U.S. economy created 2.86 million jobs every year on aver-
age. Other studies suggest that NAFTA had a far more moderate job impact in the United States.
A review of the evidence by the OECD, for example, concluded that “the net employment effects
were relatively small, although there were adjustments across sectors displacing workers."2

A study of the welfare effects of NAFTA, which take into account its impact on national in-
come, suggest that Mexico and the United States saw small welfare gains of 1.31 percent and
0.08 percent, respectively, while Canada suffered a welfare loss of 0.06 percent%. The same
study noted that real wages increased for all NAFTA members, with Mexico registering the larg-
est gain. This study supports the general conclusion that contrary to political thetoric, the impact
of NAFTA has been quite small.2

THE ANDEAN COMMUNITY  Bolivia, Chile, Ecuador, Colombia, and Peru
signed an agreement in 1969 to create the Andean Pact. The Andean Community was largely
based on the EU model but was far less successful at achieving its stated goals. The integration
steps begun in 1969 included an internal tariff reduction program, a common external tariff, a
transportation policy, a common industrial policy, and special concessions for the smallest mem-
bers, Bolivia and Ecuador.

By the mid-1980s, the Andean Pact had all but collapsed and had failed to achieve any of its
stated objectives. There was no tariff-free trade among member countries, no common external
tariff, and no harmonization of economic policies. Political and economic problems seem to have
hindered cooperation among member countries. The countries of the Andean Pact have had to
deal with low economic growth, hyperinflation, high unemployment, political unrest, and crush-
ing debt burdens. In addition, the dominant political ideology in many of the Andean countries
during this period tended toward the radical-socialist end of the political spectrum. Because such
an ideology is hostile to the free market economic principles on which the Andean Pact was
based, progress toward closer integration could not be expected.

The tide began to turn in the late 1980s when, after years of economic decline, the governments
of Latin America began to adopt free market economic policies. In 1990, the heads of the five cur-
rent members of the Andean Community—Bolivia, Ecuador, Peru, Colombia, and Venezuela—
met in the Galdpagos Islands. The resulting Galdpagos Declaration effectively relaunched the
Andean Pact, which was renamed the Andean Community in 1997. The declaration’s objectives
included the establishment of a fiee trade area by 1992, a customs union by 1994, and a common
market by 1995. This last milestone has not been reached. A customs union was implemented in
1995—although Peru opted out and Bolivia received preferential treatment until 2003. The An-
dean Community now operates as a customs union. In December 2005, it signed an agreement
with Mercosur to restart stalled negotiations on the creation of a free trade area between the two
trading blocs. Those negotiations are proceeding at a slow pace. In late 2006, Venezuela withdrew
from the Andean Community as part of that country’s attempts to join Mercosur.

MERCOSUR  Mercosur originated in 1988 as a free trade pact between Brazil and
Argentina. The modest reductions in tariffs and quotas accompanying this pact reportedly helped
bring about an 80 percent increase in trade between the two countries in the late 1980s.2* This
success encouraged the expansion of the pact in March 1990 to include Paraguay and Uruguay.
In 2006, the pact was further expanded when Venezuela joined Mercosur, although it may take
years for Venezuela to become fully integrated into the pact. As of early 2014, Paraguay had yet
to ratify the agreement allowing Venezuela to become a full member of Mercosur.

The initial aim of Mercosur was to establish a full free trade area by the end of 1994 and a
common market sometime thereafter. In December 1995, Mercosur’s members agreed to a
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five-year program under which they hoped to perfect their free trade area and move toward a full
customs union—something that has yet to be achieved. For its first eight years or so, Mercosur
seemed to be making a positive contribution to the economic growth rates of its member states.
Trade among the four core members quadrupled between 1990 and 1998. The combined GDP of
the four member states grew at an annual average rate of 3.5 percent between 1990 and 1996, a
performance that is significantly better than the four attained during the 1980s.2°

However, Mercosur had its critics, including Alexander Yeats, a senior economist at the World
Bank, who wrote a stinging critique.?’ According to Yeats, the trade diversion effects of Mercosur
outweigh its trade creation effects. Yeats pointed out that the fastest-growing items in intra-
Mercosur trade were cars, buses, agricultural equipment, and other capital-intensive goods that are
produced relatively inefficiently in the four member countries. In other words, Mercosur countries,
insulated from outside competition by tariffs that run as high as 70 percent of value on motor ve-
hicles, are investing in factories that build products that are too expensive to sell to anyone but
themselves. The result, according to Yeats, is that Mercosur countries might not be able to compete
globally once the group’s external trade barriers come down. In the meantime, capital is being
drawn away from more efficient enterprises. In the near term, countries with more efficient manu-
facturing enterprises lose because Mercosur’s external trade barriers keep them out of the market.

Mercosur hit a significant roadblock in 1998, when its member states slipped into recession and
intrabloc trade slumped. Trade fell further in 1999, following a financial crisis in Brazil that led to
the devaluation of the Brazilian real, which immediately made the goods of other Mercosur mem-
bers 40 percent more expensive in Brazil, their largest export market. At this point, progress toward
establishing a full customs union all but stopped. Things deteriorated further in 2001, when
Argentina, beset by economic stresses, suggested the customs union be temporarily suspended.
Argentina wanted to suspend Mercosur’s tariff so that it could abolish duties on imports of capital
equipment, while raising those on consumer goods to 35 percent (Mercosur had established a
14 percent import tariff on both sets of goods). Brazil agreed to this request, effectively halting
Mercosur’s quest to become a fully functioning customs union.® Hope for a revival arose in 2003,
when new Brazilian President Lula da Silva announced his support for a revitalized and expanded
Mercosur modeled after the EU with a larger membership, a common currency, and a democrati-
cally elected Mercosur parliament.?” Tn 2010, the members of Mercosur did agree on a common
customs code to avoid outside goods having to pay tariffs more than once, an important step toward
achieving a full customs union. Since 2010, however, Mercosur has made little forward progress,
and the jury is still out on whether it will become a fully functioning customs union.

Central American Common
Market

Atrade pact among Costa Rica, £l

CENTRAL AMERICAN COMMON MARKET, CAFTA, AND oot o
CARICOM  Two other trade pacts in the Americas have not made much progress. In the 19605 but collapsed n 1969 due to war.
early 1960s, Costa Rica, El Salvador, Guatemala, Honduras, and Nicaragua attempted 0 Set Up & (o111 America Free Trade
Central American Common Market. It collapsed in 1969, when war broke out between  Agreement (CAFTA)
Honduras and El Salvador after a riot at a soccer match between teams from the two countries. T soreement of he menser sists of
Since then, the member countries have made some progress toward reviving their agreement (the e Centl Amercan Common arket
five founding members were joined by the Dominican Republic). The proposed common market vy, 1" e e e e
was given a boost in 2003, when the United States signaled its intention to enter into bilateral
free trade negotiations with the group. These culminated in a 2004 agreement to establish a free ~ CARICOM
trade agreement between the six countries and the United States. Known as the Central America :"“:;“‘“":‘g:‘;""‘ :;'":"“ N
Free Trade Agreement (CAFTA), the aim is to lower trade barriers between the United States oooorcrscoomeanon
and the six countries for most goods and services.

A customs union was to have been created in 1991 between the English-speaking Caribbean
countries under the auspices of the Caribbean Community. Referred to as CARICOM, it was " (V) .
established in 1973. However, it repeatedly failed to progress toward economic integration. A i e rade ourere ant romoree
formal commitment to economic and monetary union was adopted by CARICOM’s member  macroecononic and monetary poics.
states in 1984, but since then, little progress has been made. In October 1991, the CARICOM
‘governments failed, for the third consecutive time, to meet a deadline for establishing a common @ test PREP
external tariff. Despite this, CARICOM expanded to 15 members by 2005. In early 2006, Six  use SmartBook to helpretan what
CARICOM members established the Caribbean Single Market and Economy (CSME).  you have leaed. Access your
Modeled on the EU’s single market, CSME’s goal s to lower trade barriers and harmonize mac- s srorsast o st
roeconomic and monetary policy between member states.’® learnsmartadvantage.com for help.

Caribbean Single Market and
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" 094 Regional Economic Integration Elsewhere

Explain the history, current scope, X . . . . .
‘and future prospects of the world's Numerous attempts at regional economic integration have been tried throughout Asia, Africa, and

most important regional economic elsewhere. One of the most significant is the Association of Southeast Asian Nations (ASEAN), al-

agreements though there have been numerous attempts to establish free trade agreements in Africa (see the open-
ing case), and there are ongoing efforts to establish free trade agreements between the United States
and 11 other nations bordering the Pacific (the Trans Pacific Partnership or TPP), and the United
States and the European Union (the Transatlantic Trade and Investment Partnership or TTIP).

ASSOCIATION OF SOUTHEAST ASIAN NATIONS  Formed in 1967,
Association of Southeast Asian  the Association of Southeast Asian Nations (ASEAN) includes Brunei, Cambodia, Indonesia,
Nations (ASEAN) Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Vietnam. Laos, Myanmar,
Fomed 1967 anatenpilo o3 Vietnam, and Cambodia have all joined recently, creating a regional grouping of 600
oot onees o oo, PeOple with a combined GDP of some $2 trillion (see Map 9.3). The basic objective of ASEAN
Myanmas, e Phiippines Sngapore, i to foster freer trade among member countries and to achieve cooperation in their industrial

Vienam, s Thstad policies. Progress so far has been limited, however.
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Until recently, only 5 percent of intra-ASEAN trade consisted of goods whose tariffs had been
reduced through an ASEAN preferential trade arrangement. This may be changing. In 2003, an
ASEAN Free Trade Area (AFTA) among the six original members of ASEAN came into full
effect. The AFTA has cut tariffs on manufacturing and agricultural products to less than 5 per-
cent. However, there are some significant exceptions to this tariff reduction. Malaysia, for ex-
ample, refused to bring down tariffs on imported cars until 2005 and then agreed to lower the
tariff only to 20 percent, not the 5 percent called for under the AFTA. Malaysia wanted to protect
Proton, an inefficient local carmaker, from foreign competition. Similarly, the Philippines has
refused to lower tariff rates on petrochemicals, and rice, the largest agricultural product in the
region, will remain subject to higher tariff rates until at least 20203

Notwithstanding such issues, ASEAN and AFTA are at least progressing toward establishing
a free trade zone. Vietnam joined the AFTA in 2006, Laos and Myanmar in 2008, and Cambodia
in 2010. The goal was to reduce import tariffs among the six original members to zero by 2010
and to do so by 2015 for the newer members (although important exceptions to that goal, such as
tariffs on rice, will persist).

ASEAN signed a free trade agreement with China that removes tariffs on 90 percent of traded
goods. This went into effect January 1, 2010. Trade between China and ASEAN members more
than tripled during the first decade of the twenty-first century, and this agreement should spur
further growth.*

REGIONAL TRADE BLOCS IN AFRICA  African countries have been ex-

perimenting with regional trade blocs for half a century. Nominally there are now 17 trade blocs
on the African continent. Many countries are members of more than one group. Although the
number of trade groups is impressive, progress toward the establishment of meaningful trade
blocs has been slow.

Many of these groups have been dormant for years. Significant political turmoil in several
African nations has persistently impeded any meaningful progress. Also, deep suspicion of free
trade exists in several African countries. The argument most frequently heard is that because
these countries have less developed and less diversified economies, they need to be “protected”
by tariff barriers from unfair foreign competition. Given the prevalence of this argument, it has
been hard to establish free trade areas or customs unions.

A meaningful attempt to reenergize the free trade movement in Africa occurred in early 2001,
when Kenya, Uganda, and Tanzania, member states of the East African Community (EAC),
committed themselves to relaunching their bloc, 24 years after it collapsed. The three countries,
with 80 million inhabitants, intend to establish a customs union, regional court, legislative as-
sembly, and, eventually, a political federation.

Their program includes cooperation on immigration, road and telecommunication networks,
investment, and capital markets. However, while local business leaders welcomed the relaunch as
a positive step, they were critical of the EAC’s failure in practice to make progress on free trade.
At the EAC treaty’s signing in November 1999, members gave themselves four years to negotiate
a customs union, with a draft slated for the end of 2001. But that fell far short of earlier plans for
an immediate free trade zone, shelved after Tanzania and Uganda, fearful of Kenyan competition,
expressed concerns that the zone could create imbalances similar to those that contributed to the
breakup of the first community.* Nevertheless. in 2005 the EAC did start to implement a cus-
toms union. In 2007, Burundi and Rwanda joined the EAC. The EAC established a common
market in 2010 and is now striving toward an eventual goal of monetary union.

In 2015, in what is a promising sign, representatives from 26 African nations signed an agree-
ment pledging to work together to establish a free trade area that would remove or reduce many
tariffs and eliminate time-consuming customs procedures between them. Know as the Tripartite
Free Trade Area (TFTA), this common market would encompass more than 630 million people
and link together three existing regional trading blocks in Southern and Eastern Africa with a
combined gross domestic product of $1.2 trillion and over $102 billion in trade between member
states (see the opening case for further details).

OTHER TRADE AGREEMENTS  As noted in Chapter 7, following the failure of
the Doha Round of talks to extend the WTO, the United States and many other nations have
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placed renewed emphasis on bilateral and multilateral trade agreements. The United States is
currently pursuing two major multilateral trade agreements, the Trans Pacific Partnership (TPP)
with 11other Pacific Rim countries, including Australia, New Zealand, Japan, South Korea,
Malaysia, and Chile, and the Transatlantic Trade and Investment Partnership (TTIP) with the
European Union. While the TTIP is still in negotiation, the 12 nations negotiating the TPP have
signed an agreement. The TPP agreement must now be ratified by legislators in the 12 nations
@ test PREP before it can be implemented. If it is ratified and put into effect, the TPP will reduce tariff rates
Use SmartBook o helpretainwnat o some 18,000 items traded between the signatory states. Since U.S. tariff rates are already low,
You e emed: Accessyour most of the tariff reductions will occur in other nations, which arguably could disproportionately
favor the United States. Despite this, there is strong political opposition to the TPP in the United

check out SmartBook o goto
learnsmartadvantage conforhelp.  States, and ratification is uncertain at this point in time.

FOC

ON MANAGERIAL IMPLICATION

REGIONAL ECONOMIC INTEGRATION THREATS

1095 Currently, the most significant developments in regional economic integration are
Understand th implictions or oceurring in the EU and NAFTA. Although some of the Latin American trade
business that ar inherent n regional blocs, ASEAN, and the proposed TPP may have economic significance in the fu-

economic negration agreements.
ture, developments in the EU and NAFTA currently have more profound impli

tions for business practice. Accordingly, in this section, we concentrate on the
business implications of those two groups. Similar conclusions, however, could be
drawn with regard to the creation of a single market anywhere in the world.

Opportunities
‘The creation of a single market through regional economic integration offers significant oppor-
tunities because markets that were formerly protected from foreign competition are increasingly
open. Additional opportunities arise from the inherent lower costs of doing business in a single
market—as opposed to 28 national markets in the case of the EU or three national markets in the
case of NAFTA. Free movement of goods across borders, harmonized product standards, and
simplified tax regimes make it possible for firms based in the EU and the NAFTA countries to
realize potentially significant cost economies by centralizing production in those EU and NAFTA
locations where the mix of factor costs and skills is optimal. Rather than producing a product in
each of the 28 EU countries or the three NAFTA countries, a firm may be able to serve the whole
EU or North American market from a single location. This location must be chosen carefully, of
course, with an eye on local factor costs and sk
Even after the removal of barriers to trade and investment, enduring differences in culture and
competitive practices often limit the ability of companies to realize cost economies by central-
izing production in key locations and producing a standardized product for a single multiple-
country market. Consider the case of Atag Holdings NV, a Dutch maker of kitchen appliances.”
Atag thought it was well placed to benefit from the single market but found it tough going.
Atag’s plant is just 1 mile from the German border and near the center of the EU's population.
‘The company thought it could cater to both the “potato” and “spaghetti” belts—marketers’ terms
for consumers in northern and southern Europe—by producing two main product lines and sell-
ing these standardized “euro-products” to “curo-consumers.” The main benefit of doing so is the
economy of scale derived from mass production of a standardized range of products. Atag
quickly discovered that the “euro-consumer” was a myth. Consumer preferences vary much more
across nations than Atag had thought. Consider ceramic cooktops: Atag planned to market just
two varieties throughout the EU but found it needed 11. Belgians, who cook in huge pots, require
extra-large burners. Germans like oval pots and burners to fit. The French need small burners and
very low temperatures for simmering sauces and broths. Germans like oven knobs on the top; the
French want them on the front. Most Germans and French prefer black and white ranges; the
British demand a range of colors, including peach, pigeon blue, and mint green.
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Threats

Just as the emergence of single markets creates opportunities for business, it also presents a number
of threats. For one thing, the business environment within each grouping has become more competi-
tive. The lowering of barriers to trade and investment among countries has led to increased price
competition throughout the EU and NAFTA. The next Management Focus feature looked at how this
process played out in the North American market for tomatoes following the introduction of NAFTA.

Over time, price differentials across nations will decline in a single market. This is a direct threat to
any firm doing business in EU or NAFTA countries. To survive in the tougher single-market environ-
ment, firms must take advantage of the opportunities offered by the creation of a single market to ra-
tionalize their production and reduce their costs. Otherwise, they will be at a severe disadvantage.

A further threat to firms outside these trading blocs arises from the likely long-term improve-
ment in the competitive position of many firms within the areas. This is particularly relevant in the
EU, where many firms have historically been limited by a high-cost structure in their ability to
compete globally with North American and Asian firms. The creation of a single market and the
resulting increased competition in the EU produced serious attempts by many EU firms to reduce
their cost structure by rationalizing production. This transformed many EU companies into more
efficient global competitors. The message for non-EU businesses is that they need to respond to

the emergence of more capable European competitors by reducing their own cost structures.

management FOCUS

NAFTA’s Tomato Wars

When the North America Free Trade Agreement (NAFTA) went into ef-
fect in December 1992 and tariffs on imported tomatoes were
dropped, U.S. tomato producers in Florida feared that they would lose
business to lower-cost producers in Mexico. So they lobbied the gov-
emment to set a minimum floor price for tomatoes imported from Mex-
ico. The idea was to stop Mexican producers from cutting prices below
the floor to gain share in the U.S. market. In 1996, the United States
and Mexico agreed on basic floor price of 21.69 cents a pound.

At the time, both sides declared themselves to be happy with the
deal. As it tums out, the deal didn't offer much protection for ULS. to-
mato growers. In 1992, the year before NAFTA was passed, Mexican
producers exported 800 million pounds of tomatoes to the United
States. By 2011, they were exporting 2.8 billion pounds of tomatoes,
an increase of 3.5 times. The value of Mexican tomato exports almost
tripled over the same period to $2 billion. In contrast, tomato produc-
tion in Florida has fallen by 41 percent since NAFTA went into effect.
Florida growers complained that they could not compete against low.
wages and lax environmental oversight in Mexico. They also alleged
that Mexican growers were dumping tomatoes in the U.S. market at
below the cost of production, with the goal of driving U.S. producers
out of business.

In 2012, Florida growers petitioned the U.S. Department of Com-
merce to scrap the 1996 minimum price agreement, which would then
free them up to fle an antidumping case against Mexican producers. In
September 2012, the Commerce Department announced a preliminary
decision o scrap the agreement. At first glance, it looked s if the Fior-
ida growers were going to et their way. It soon became apparent,
however, that the situation was more complex than appeared at first
glance. More than 370 business and trade groups in the United
States—from small family-run importers to meat and vegetable produc-
ers and Walmart stores—wrote or signed letters to the Commerce De-
partment in favor of continuing the 1996 agreement.

Among the letter writers was Kevin Ahen, the CEO of Aher Agribusi-
ness in San Diego. His company sells about $20 million a year in tomato
seeds and transplants to Mexican farmers. In a letter sent to the New
York Times, Ahern noted that “yes, Mexico produces their tomatoes on
average at a lower cost than Florida; that's what we call competitive ad-
vantage.” Without the agreement, Ahern claimed, his business would
suffer. Another U.S. company, NatureSweet Ltd., grows cherry and grape
tomatoes under 1,200 acres of greenhouses in Mexico for the American
market. It employs 5,000 people, although al but 100 work in Mexico.
The CEO, Bryant Ambelang, said that his company couldn't survive with-
out NAFTA.In his view, Mexican-grown tomatoes were more compeitive
because of lower labor costs, good weather, and more than a decade of
investment in greenhouse technology. In a similar vein, Scott DeFife, a
representative of the U.S. National Restaurant Association, stated, “peo-
ple want tomato-based dishes all the time. ... You plan over the course
of the year where you are going to get your supply in the winter, spring,
fall” Without tomatoes from Mexico, a winter freeze in Florida, for ex-
‘ample, would send prices shooting up, he said.

Faced with a potential backlash from U.S. importers, and ULS. pro-
ducers with interests in Mexico, the Commerce Department pulled
back from its initial conclusion that the agreement should be scrapped.
Instead, in early 2013, it reached an agreement with Mexican growers
to raise the minimu floor price from 21.69 cents a pound to 31 cents
a pound. The new agreement also established even higher prices for
specialty tomatoes and tomatoes grown in controlled environments.
This was clearly aimed at Mexican growers, who have invested billions
to grow tomatoes in greenhouses. Florida tomatoes are largely picked
green and treated with gas to change their color.

“Source: E. Malkin, “Mexico Finds Unlikely Alis in Trade Fight* The New York Times,
December 25, 2012, p.81.

‘Sources: E. Malkin, “Mexico Finds Uniikely Ales i Trade Fight; The New York Times,
December 25, 2012,p. BT; 5. Strom, “Urited States and Mexico Reach Tomato Deal,
Averting a Trade Was The New York Times, February 3, 2013; J Margolis, “NAFTA 20
Years Ater: Forda's Tomato Growers Struggiing” The Worid, December 1, 2012.
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Another threat to firms outside of trading areas is the threat of being shut out of the single
‘market by the creation of a “trade fortress.” The charge that regional economic integration might
lead to a fortress mentality is most often leveled at the EU. Although the free trade philosophy
underpinning the EU theoretically argues against the creation of any fortress in Europe, occa-
sional signs indicate the EU may raise barriers to imports and investment in certain “politically
sensitive” areas, such as autos. Non-EU firms might be well advised, therefore, to set up their
‘own EU operations. This could also occur in the NAFTA countries, but it seems less likely.

Finally, the emerging role of the European Commission in competition policy suggests the EU is
increasingly willing and able to intervene and impose conditions on companies proposing mergers
and acquisitions. This is a threat insofar as it limits the ability of firms to pursue the corporate strategy
of their choice. The commission may require significant concessions from businesses as a precondi-
tion for allowing proposed mergers and acquisitions to proceed. While this constrains the strategic
options for firms, it should be remembered that in taking such action, the commission is trying to

maintain the level of competition in Europe’s single market, which should benefit consumers.
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Summary

This chapter pursued three main objectives: to examine the
economic and political debate surrounding regional economic
integration; to review the progress toward regional economic 3
integration in Europe, the Americas, and elsewhere; and to
distinguish the important implications of regional economic
integration for the practice of international business. The
chapter made the following points:

1. A number of levels of economic integration are possible
in theory. In order of increasing integration, they include
a free trade area, a customs union, a common market, an
economic union, and full political union. 5.
2. In a free trade area, barriers to trade among member
countries are removed, but each country determines its
own external trade policy. In a customs union, internal 6.
barriers to trade are removed, and a common external
trade policy is adopted. A common market is similar to a
customs union, except that a common market also allows 71
factors of production to move freely among countries.
‘An economic union involves even closer integration,
including the establishment of a common currency and
the harmonization of tax rates. A political union is the

H26E& Part Three The Glohal Trade and Invectment Environment

logical culmination of attempts to achieve ever-closer
economic integration.

. Regional economic integration is an attempt to achieve

economic gains from the free flow of trade and
investment between neighboring countries.

. Integration is not easily achieved or sustained. Although

integration brings benefits to the majority, it is never without
costs for the minority. Concerns over national sovereignty
often slow or stop integration attempts. In 2016, these
concerns resulted in Britain voting for exit from the EU.
Regional integration will not increase economic welfare
if the trade creation effects in the free trade area are
outweighed by the trade diversion effects.

The Single European Act sought to create a true single
market by abolishing administrative barriers to the free
flow of trade and investment among EU countries.
Seventeen EU members now use a common currency,
the euro. The economic gains from a common currency
come from reduced exchange costs, reduced risk
associated with currency fluctuations, and increased
price competition within the EU.
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8. Increasingly. the European Commission is taking an protected from foreign competition are now more open.
activist stance with regard to competition policy, This creates major investment and export opportunities
intervening to restrict mergers and acquisitions that it for firms within and outside these regions.
believes will reduce competition in the EU. 11. The free movement of goods across borders, the

9. Although no other attempt at regional economic harmonization of product standards, and the simplification
integration comes close to the EU in terms of potential of tax regimes make it possible for firms based in a free
economic and political significance, various other trade area to realize potentially enormous cost economies
attempts are being made in the world. The most notable by centralizing production in those locations within the
include NAFTA in North America, the Andean area where the mix of factor costs and skills is optimal.
Community and Mercosur in Latin America, and 12. The lowering of barriers to trade and investment among
ASEAN in Southeast Asia. countries within a trade group will probably be followed

10. The creation of single markets in the EU and North by increased price competition.
America means that many markets that were formerly

ical Thinking and Discussion Questions

1. NAFTA has produced significant net benefits for the 8. After a promising start, Mercosur, the major Latin
Canadian, Mexican, and U.S. economies. Discuss. American trade agreement, has faltered and made little
ce 2000. What problems are hurting

'hat are the economic and political arguments for Progre

egional economic integration? Given these arguments, Mercosur? What can be done to solve these problems?
why don’t we see more substantial examples of integration 9. Read the Management Focus feature in this chapter,
in the world economy? “NAFTA’s Tomato Wars,” then answer the following
3. What in general was the effect of the creation of a single qmuun :

market and a single currency within the EU on Was the establishment of a minimum floor price for

competition within the EU? Why? tomatoes consistent with the free trade principles
enshrined in the NAFTA agreement?

+ Why, despite the establishment of a minimum floor
price, have imports from Mexico grown over the years?

« Who benefits from the importation of tomatoes grown
in Mexico? Who suffers

« Do you think that Mexican producers were dumping
tomatoes in the United States?

« Was the Commerce Department right to establish a
new minimum floor price, rather than scrap the
agreement and file an antidumping suit? Who would
have benefited from an antidumping suit against
Mexican tomato producers? Who would have suffered?

« What do you think will be the impact of the new higher
floor price? Who benefits from the higher floor price?

4. Do you think it is correct for the European Commission to
restrict mergers between American companies that do
business in Europe? (For example, the European
Commission vetoed the proposed merger between
WorldCom and Sprint, both U.S. companies, and it
carcfully reviewed the merger between AOL and Time
Warner, again both U.S. companies.)

/hat were the causes of the 2010-2012 sovercign debt
s isis tell us about the

s of the curo? Do you think the curo will

survive the sovercign deb crisis?

cuw should a U.S. firm that currently exports only to

"ASEAN countries respond to the creation of a single

market in this regional grouping? Who suffers?
7. How should a firm with self-sufficient production facilities  + What do you think s the optimal government policy
in several ASEAN countries respond to the creation of a response here? Explain your answer.

single market? What are the constraints on its ability to
respond in a manner that minimizes production costs?

EDGE Research Task globalEDGE

Use the global EDGE™ wel
plete the following exercis

ite (globaledge.msu.edu) to com-  identify all agreements that a specific country participates
in. Search the database to identify the trade agreements
that Japan currently participates in. What patterns do you
1. The World Trade Organization maintains a database of see? Which region (or regions) of the world does Japan
regional trade agreements. You can search this database to  seem to be focusing on in its trade endeavors?
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The Push Toward Free Trade in Africa

opening case

n June 10, 2015, representatives from 26 African nations signed an agreement pledging to work

together to establish a free trade area that would remove or reduce many tariffs and eliminate

time-consuming customs procedures between them. Know as the Tripartite Free Trade Area
(TFTA), this common market would encompass more than 630 million people and link together three exist-
ing regional trading blocks in Southern and Eastern Africa with a combined gross domestic product of
$1.2 trillion and over $102 billion in trade between member states.

The existing regional trading blocks are the East African Community, created in 2000; the Southern
African Development Community, created in 1980; and an overlapping Common Market for Eastern and
Southern Africa, which also took shape in the 1980s. The East Africa Community has made some progress
fostering trade between its member countries, which include Kenya, Tanzania, and Uganda. Countries in
the Southern African Development Community have a common set of external tariffs, and several member
states use the South African rand, the most liquid and widely traded currency on the continent.

However, the existing patchwork of African trading blocks—there are some 17 in all, with many countries
being members of more than one—has made it difficult to realize the gains from trade that could flow from
an expanded single market. An African firm selling goods on the continent still faces an average tariff of
8.7 percent, compared with a 2.5 percent tariff on goods sold overseas. Other costs of intra-African trade
include often-lengthy stops at borders for customs inspection, excessive customs-related bureaucracy and
red tape, and a lack of adequate physical infrastructure, including roads and railways. There are also some
vexing local content requirements. The South African Development Community, for example, requires that
clothes traded within the region are both manufactured and sourced there to qualify for lower tariffs.
However, since few textiles are produced in the region, the rules have stifled trade in garments.

For all these reasons, African countries are more likely to trade with Europe and America than they are
with each other. Only 12 percent of Africa trade is with other countries on the continent. By comparison,
some 60 percent of Europe’s trade is within its own continent, as is 40 percent of North American trade.

The thinking behind the TFTA is that harmonizing rules, reducing tariffs, and streamlining or removing
customs procedures will allow African firms to sell more goods and services to their neighbors, enabling
them to achieve greater economies of scale and lower costs, which would benefit all parties to the agree-
ment. On the other hand, such agreements may prove difficult to reach and, if the past is any guide, even
more difficult to implement, given political realities on the ground. Some observers think that the TFTA is
too ambitious an undertaking and that focusing effort on improving the three existing regional groups

-continued
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would yield more gains. It's easier, they argue, to reach an agreement between five adjacent member
states, as in the case of the East African Community, than 26 very different countries scattered over the

entire continent. ®

Sources: “Intra-African Trade: The Road Less Travelled,” The Economist, April 17, 2013; Martin Stevis and Patrick McGroarty, “African Leaders
Pledge to Create a Free Trade Zone," The Wall Street Journal, June 10, 2015; *Trade Within Africa: Tear Down These Walls,” The Economist,

February 27, 2016.

Regional Economic Integration
Agreements among countriesina
geographic region to reduce and
ultimately remove tariff and nontarff
barriers o th free flow of goods,
services, and factorsor production
between each other.

Introduction

The past two decades have witnessed a proliferation of regional trade blocs that promote regional
economic integration. World Trade Organization (WTO) members are required to notify the
WTO of any regional trade agreements in which they participate. By 2016, nearly all members
had notified the WTO of participation in one or more regional trade agreements. The total num-
ber currently in force is close to 2016."

Consistent with the predictions of international trade theory and particularly the theory of
comparative advantage (see Chapter 6), agreements designed to promote freer trade within re-
gions are believed to produce gains from trade for all member countries. The General Agree-
ment on Tariffs and Trade (GATT) and its successor, the World Trade Organization, also seek to
reduce trade barriers. However, the WTO has a global perspective and 162 members, which can
make reaching an agreement extremely difficult. By entering into regional agreements, groups of
countries aim to reduce trade barriers more rapidly than can be achieved under the auspices of
the WTO. This has become an increasingly important policy approach in recent years, given the
failure of the WTO to make any progress with its latest round of trade talks, the Doha Round,
initiated in 2001 but currently in limbo (see Chapter 7). Given the failure of the Doha Round,
national governments have felt that they can better advance their trade agenda through multilat-
eral agreements than through the WTO.

Nowhere has the movement toward regional economic integration been more ambitious than
in Europe. On January 1, 1993, the European Union formally removed many barriers to doing
business across borders within the EU in an attempt to create a single market with 340 million
consumers. Today, the EU has a population of more than 500 million and a gross domestic prod-
uct of more than S18.5 trillion, making it slightly larger than the United States in economic
terms. That being said, the recent vote by the British to negotiate an exit from the EU has cast a
dark cloud over the future of the European project.

Similar moves toward regional integration are being pursued elsewhere in the world. Can-
ada, Mexico, and the United States have implemented NAFTA. Ultimately, this aims to re-
move all barriers to the free flow of goods and services among the three countries. While the
implementation of NAFTA has resulted in job losses in some sectors of the U.S. economy,
in aggregate and consistent with the predictions of international trade theory, most econo-
mists argue that the benefits of greater regional trade outweigh any costs. South America too
has moved toward regional integration. For example, in 1991, Argentina, Brazil, Paraguay,
and Uruguay implemented an agreement known as Mercosur to start reducing barriers to
trade between each other, and although progress within Mercosur has been halting, the insti-
tution is still in place. As described in the opening case, there are also ongoing attempts at
regional economic integration in Africa, where 26 countries recently signed an agreement to
try and reduce tariffs and costly customs processes in order to stimulate economic growth in
the region.

While the move toward regional economic integration is generally seen as a good thing, some
worry that it will lead to a world in which regional trade blocs compete against each other. In this
future scenario, free trade will exist within each bloc, but each bloc will protect its market from
outside competition with high tariffs. The specter of the EU and NAFTA turning into economic
fortresses that shut out foreign producers through high tariff barriers is worrisome to those who
believe in unrestricted free trade. If such a situation were to materialize, the resulting decline in
trade between blocs could more than offset the gains from free trade within blocs.
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¢ 2 globalEDGE

Regional economic integration is the focus of Chapter 9, and the
value-added portion of globalEDGE™ that captures the ongoing de-
velopment of major trade agreements worldwide is called “Regional
Trade Agreements” (globaledge.msu.edu/global-resources/regional-
trade-agreements). In this section of globalEDGE™, the most critical
agreements of the some 300 that exist today are included, with di-
rect access to the home pages for each agreement. The landing page
for “Regional Trade Agreements” also includes globalEDGE™’s own
“Trade Bloc Insights,” which takes the user to a wealth of information
and data (e.g., overview of each agreement, its history, countries

‘With these issues in mind, thi

Regional Trade Agreements

included in the membership, related agreements, online resources,
statistics, and an executive summary of what the agreement entails).
In Chapter 9, we cover several of the trade agreements to provide an
overview of the global marketplace. But which agreements are not
covered in detail in the book and which ones are covered on glo-
balEDGE? (Hint: Afican trade agreements) What do you know about,
for example, ECOWAS and SADC? How many members are in
ECOWAS and SADC, respectively, and are any of these agreements
overlapping? When were the treaties (trade agreements) of ECOWAS
and SADC started?

chapter explores the economic and political debate surround-

ing regional economic integration, paying particular attention to the economic and political ben-
efits and costs of integration; reviews progress toward regional economic integration around the

integration that are theoretically possible.

Levels of Economic Integration

Several levels of economic integration are possible in theory (see Figure 9.1). From least inte-

ns of regional economi
iness. Before tackling these objectives, we first need to examine the levels of

integration for the practice of

1091
Describe the different evels of
tegional economic integration.

grated to most integrated, they are a free trade area, a customs union, a common market, an

‘economic union, and, finally, a full political union.

In a free trade area, all barriers to the trade of goods and servic
are removed. In the theoretically ideal free trade area, no discriminatory tariffs, quotas, su
or administrative impediments are allowed to distort trade between members. Each country,
however, is allowed to determine its own trade policies with regard to nonmembers. Thus, for

Free Trade Area

Agroup of countres comited to
removing al barrers to the free flow of
‘goods and senices between each other
but pursuing independent external trade
policies
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example, the tariffs placed on the products of nonmember countries may vary from member to
member. Free trade agreements are the most popular form of regional economic integration, ac-
counting for almost 90 percent of regional agreements.

The most enduring free trade area in the world is the European Free Trade Association
(EFTA). Established in January 1960, the EFTA currently joins four countries—Norway, Ice-
land, Liechtenstein, and Switzerland—down from seven in 1995 (three EFTA members—
Austria, Finland, and Sweden—joined the EU on January 1, 1996). The EFTA was founded by
those western European countries that initially decided not to be part of the European Commu-
nity (the forerunner of the EU). Its original members included Austria, Great Britain, Denmark,
Finland, and Sweden, all of which are now members of the EU. The emphasis of the EFTA has
been on free trade in industrial goods. Agriculture was left out of the arrangement, each member
being allowed to determine its own level of support. Members are also free to determine the level
of protection applied to goods coming from outside the EFTA. Other free trade areas include the
North American Free Trade Agreement, which we discuss in depth later in the chapter.

The customs union s one step farther along the road to full economic and political integration.
A customs union eliminates trade barriers between member countries and adopts a common
external trade policy. Establishment of a common external trade policy necessitates significant
administrative machinery to oversee trade relations with nonmembers. Most countries that enter
into a customs union desire even greater economic integration down the road. The EU began as a
customs union, but it has now moved beyond this stage. Other customs unions include the current
version of the Andean Community (formerly known as the Andean Pact) among Bolivia, Colom-
bia, Ecuador, and Peru. The Andean Community established free trade between member countries
and imposes a common tariff, of 5 to 20 percent, on products imported from outside.”

The next level of economic integration, a common market, has no barriers to trade among
member countries, includes a common external trade policy, and allows factors of production to
move freely among members. Labor and capital are free to move because there are no restrictions
on immigration, emigration, or cross-border flows of capital among member countries. Estab-
lishing a common market demands a significant degree of harmony and cooperation on fiscal,
monetary, and employment policies. Achieving this degree of cooperation has proved very dif-
ficult. For years, the European Union functioned as a common market, although it has now
moved beyond this stage. Mercosur—the South American grouping of Argentina, Brazil,
Paraguay, and Uruguay—hopes to eventually establish
itself as a common market. Venezuela was accepted as a
full member of Mercosur subject to ratification by the gov-
emnments of the four existing members. As of early 2016,

Integration Be Based on Culture?

Afree trade area is a group of countries committed to removing
all barriers to the free flow of goods and services while at the
same time pursuing independent external trade policies. A free
trade area can be of the form of a customs union, common mar-
ket, economic union, or political union. The European Union is an
economic union—although some would say that the EU i striving
for the approach of a political union as well. The EU, in reality,is
an imperfect economic union because not all members of the EU
have adopted the common currency, the euro, and countries dif-
fer in a variety of economic measures (e.g., taxes, regulations).
But the most obvious reason the EU is an imperfect market s that
the cultures of the independent countries in many cases are very
different, from the Nordic countries to the southern European
countries to the former eastern bloc European countries, and so
on. Do you think regional economic integration should be more
based on similarity in culture of the nations involved, o are
market-based economic indicators the most appropriate?
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Paraguay has yet to ratify Venezuela's membership.

An economic union entails even closer economic inte-
gration and cooperation than a common market. Like the
common market, an economic union involves the free flow
of products and factors of production among member
countries and the adoption of a common external trade
policy, but it also requires a common currency, harmoniza-
tion of members’ tax rates, and a common monetary and
fiscal policy. Such a high degree of integration demands a
coordinating bureaucracy and the sacrifice of significant
amounts of national sovereignty to that bureaucracy. The
EU is an economic union, although an imperfect one be-
cause not all members of the EU have adopted the euro, the
currency of the EU; differences in tax rates and regulations
across countries still remain; and some markets, such as the
market for energy. are still not fully deregulated.

The move toward economic union raises the issue of how
to make a coordinating bureaucracy accountable to the citi-
zens of member nations. The answer is through political
union in which a central political apparatus coordinates the
economic, social, and foreign policy of the member states.
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by many groups within a country, which explains why most attempts to achieve regional eco-  econonic ntegraton
nomic integration have been contentious and halting. In this section, we examine the economic

and political cases for integration and two impediments to integration. In the next section, we

look at the case against integration.

THE ECONOMIC CASE FOR INTEGRATION  The economic case for re-

gional integration is straightforward. We saw in Chapter 6 how economic theories of interna-
tional trade predict that unrestricted free trade will allow countries to specialize in the production
of goods and services that they can produce most efficiently. The result is greater world produc-
tion than would be possible with trade restrictions. That chapter also revealed how opening a
country to free trade stimulates economic growth, which creates dynamic gains from trade.
Chapter 8 detailed how foreign direct investment (FDI) can transfer technological, marketing,
and managerial know-how to host nations. Given the central role of knowledge in boosting
economic growth, opening a country to FDI also is likely to stimulate economic growth. In sum,
economic theories suggest that free trade and investment is a positive-sum game, in which all
participating countries stand to gain.

Given this, the theoretical ideal is an absence of barriers to the free flow of goods, services,
and factors of production among nations. However, as we saw in Chapters 7 and 8, a case can be
made for government intervention in international trade and FDI. Because many governments
have accepted part or all of the case for intervention, unrestricted free trade and FDI have proved
to be only an ideal. Although international institutions such as the WTO have been moving the
world toward a free trade regime, success has been less than total. In a world of many nations and
many political ideologies, it is very difficult to get all countries to agree to a common set of rules.

Against this background, regional economic integration can be seen as an attempt to achieve
additional gains from the free flow of trade and investment between countries beyond those attain-
able under global agreements such as the WTO. It is easier to establish a free trade and investment
regime among a limited number of adjacent countries than among the world community. Coordi-
nation and policy harmonization problems are largely a function of the number of countries that
seek agreement. The greater the number of countries involved, the more perspectives that must be
reconciled, and the harder it will be to reach agreement. Thus, attempts at regional economic
integration are motivated by a desire to exploit the gains from free trade and investment.

THE POLITICAL CASE FOR INTEGRATION  The political case for re-

‘gional economic integration also has loomed large in several attempts to establish free trade ar-
eas, customs unions, and the like. Linking neighboring economies and making them increasingly
dependent on each other creates incentives for political cooperation between the neighboring
states and reduces the potential for violent conflict. In addition, by grouping their economies, the
countries can enhance their political weight in the world.

These considerations underlay the 1957 establishment of the European Community (EC), the
forerunner of the EU. Europe had suffered two devastating wars in the first half of the twentieth
century, both arising out of the unbridled ambitions of nation-states. Those who have sought a
united Europe have always had a desire to make another war in Europe unthinkable. Many
Europeans also believed that after World War II, the European nation-states were no longer large
enough to hold their own in world markets and politics. The need for a united Europe to deal with
the United States and the politically alien Soviet Union loomed large in the minds of many of the
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EC’s founders.* A long-standing joke in Europe is that the European Commission should erect a
statue to Joseph Stalin, for without the aggressive policies of the former dictator of the old Soviet
Union, the countries of western Europe may have lacked the incentive to cooperate and form
the EC.

IMPEDIMENTS TO INTEGRATION  Despite the strong economic and political

arguments in support, integration has never been easy to achieve or sustain for two main reasons.
First, although economic integration aids the majority, it has its costs. While a nation as a whole
may benefit significantly from a regional free trade agreement, certain groups may lose. Moving
to a free trade regime can involve painful adjustments. Due to the establishment of NAFTA,
some Canadian and U.S. workers in such industries as textiles, which employ low-cost, low-
skilled labor, lost their jobs as Canadian and U.S. firms moved production to Mexico. The prom-
ise of significant net benefits to the Canadian and U.S. economies as a whole is little comfort to
those who lose as a result of NAFTA. Such groups have been at the forefront of opposition to
NAFTA and will continue to oppose any widening of the agreement.

A second impediment to integration arises from concerns over national sovereignty. For ex-
ample, Mexico's concerns about maintaining control of its oil interests resulted in an agreement
with Canada and the United States to exempt the Mexican oil industry from any liberalization of
foreign investment regulations achieved under NAFTA. Concerns about national sovereignty
arise because close economic integration demands that countries give up some degree of control
over such key issues as monetary policy, fiscal policy (e.g. tax policy), and trade policy. This has
been a major stumbling block in the EU. To achieve full economic union, the EU introduced a
common currency, the euro, controlled by a central EU bank. Although most member states have
signed on, Great Britain remains an important holdout. A politically important segment of public
opinion in that country opposes a common currency on the grounds that it would require relin-
quishing control of the country’s monetary policy to the EU, which many British perceive as a
bureaucracy run by foreigners. In 1992, the British won the right to opt out of any single cur-
rency agreement, and as of 2016, the British government has yet to reverse its decision—and it
does not seem likely to do so, given the sovereign debt crisis in Europe and the strains it has
placed on the euro (more on this later). Indeed, in 2016, the British held a referendum on their
continuing membership of the EU (discussed later in the chapter). Concerns over national sover-
eignty, particularly with regard to immigration policy, were the major factor persuading the
British government that a referendum was necessary.

The Case Against Regional Integration

Although the tide has been running in favor of regional free trade agreements in recent years,
some economists have expressed concern that the benefits of regional integration have been
oversold, while the costs have often been ignored.’ They point out that the benefits of regional
integration are determined by the extent of trade creation, as opposed to trade diversion. Trade
creation occurs when high-cost domestic producers are replaced by low-cost producers within
the free trade area. Tt may also occur when higher-cost external producers are replaced by lower-
cost external producers within the free trade area. Trade diversion occurs when lower-cost
external suppliers are replaced by higher-cost suppliers within the free trade area. A regional free
trade agreement will benefit the world only if the amount of trade it creates exceeds the amount
it diverts.

Suppose the United States and Mexico imposed tariffs on imports from all countries, and then
they set up a free trade area, scrapping all trade barriers between themselves but maintaining
tariffs on imports from the rest of the world. If the United States began to import textiles from
Mexico, would this change be for the better? If the United States previously produced all its own
textiles at a higher cost than Mexico, then the free trade agreement has shifted production to the
cheaper source. According to the theory of comparative advantage, trade has been created within
the regional grouping, and there would be no decrease in trade with the rest of the world. Clearly,
the change would be for the better. If, however, the United States previously imported textiles
from Costa Rica, which produced them more cheaply than either Mexico or the United States,
then trade has been diverted from a low-cost source—a change for the worse.
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