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Economic Integration




Definitions

* Economic Integration

* Formal regional economic arrangements

* Each participating country enjoys benefits from removal of
trade restrictions on the movement of goods and services
between members.

* 4 types




4 'Types ot Economic Integration

* REIta Rrec tiade atca
* Members of the group remove tariffs on each other’s product, .

* Each member retains its independence in establishing trading
policies with nonmembers.

* Concern: Rules of Origin




4 'Types ot Economic Integration

* Customs Union
* All tariffs are removed between members.

* The group adopts a common external commercial policy, incl
common external tariff (CET) toward nonmembers.

* The group acts as on body in the negotiation with nonmembers.

* Concerns: members give up independence in setting tariff rates.

* Example: Benelux (1947)




4 'Types ot Economic Integration

* Common Market

e Al Eariffetarcrctioncd Deiwec i nc e s .
* A common external policy is adopted for nonmembers. '

All barriers to factor movements among members are removed. =
free movement of labour and capital

Concerns: members give up sovereignty in immigration and capital
flows.

* Example: European Union (EU)




4 'Types ot Economic Integration

* Economic Union

* Common Market .
* Plus the unification of economic institutions and the coordination '

of economic policy throughout all member countries.

* Becomes a monetary union when the group adopts a common
Currency.

* Concern: members give up autonomy in monetary policy.




Examples of Economics Integration Units ||

* Andean Community of Nations (CAN): Bolivia, Colombia, Ecuador, Peru,
Venezuela

* Arab Cooperation Council (ACC): Egypt, Iraq, Jordan, Yemen

* Benelux Economic Union (Benelux): Belgium, Luxembourg, Netherlands

* European Free Trade Association (EFTA): Iceland, Liechtenstein, Norway,
Switzerland

* European Union (EU): Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden, United
Kingdom + 10 (2004): Cyprus, Malta, Estonia, Latvia, Lithuania, the Czech
Republic, Hungary, Poland, Slovakia, and Slovenia + 2 (2007): Bulgaria, Romania,
Croatia (2013)

* North American Free Trade Agreement (NAFTA): Canada, Mexico, United States
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Free Trade Agreements

with the continuous proliferation of free trade agreements (FTAs) in the Asia and Pacific region, the ARIC FTA
database tracks and provides a comprehensive listing of bilateral and plurilateral FTAs with at least one of ADB's

48 regional members as signatory. It covers all agreements at all stages of development, from those under study NEW FTA
or consultation to those in force. interface

FTA trends ] ‘ FTA by country/economy | | FTA by group | | All FTAs | ‘ Comparative FTA toolkit .

This section provides statistical tables on the status and various classifications of FTA. It lists the total number of
FTAs per year and their breakdown according to status. An FTA can either be propesed, under negotiation, signed
but not yet in effect, or signed and in effect. This section also provides a list of FTAs notified to the WTO and a
classification of FTAs according to scope (either bilateral or plurilateral).

Motes:

1. Framework Agreement signed: The parties initially negotiate the contents of a framework agreement (FA) ,
which serves as a framework for future negotiations.

2. Megotiations launched: The parties, through the relevant ministries, declare the official launch of
negotiations or set the date for such, or start the first round of negotiations.

3. Signed but not yet in effect: Parties sign the agreement after negotiations have been completed. However,
the agreement has yet to be implemented.

4. Signed and in effect: Provisions of FTA come into force, after legislative or executive ratification.

FEIv
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Static Effects |

* Economic integration can shift the pattern of trade

between members and nonmembers. .

. * Trade creation:

* Shift in product origin from a domestic producer whose
resource costs are higher to a member producer whose
resource costs are lowetr.

* Movement toward the free-trade allocation of resources.

* Beneficial for welfare.
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Static Effects

* Trade diversion:

resource costs are lower to a member producet whose resource

* Shift in product origin from a nonmember producer whose .

costs are higher.

* Movement away the free-trade allocation of resources.

* Could reduce welfare.

* The net effect 1s ambiguous.
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Graphical Illustration

Price

With tariff removed,
import increases from

Q,Q;5 to Q;Qq4.

Net welfare gain for the
country consists of the
two shaded triangles.
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Price

Graphical Ilustration

Given

B = the potential
union partner;

C = the
nonmember

When A & B form
a union, tariffs
between A & B
are removed,
while those
between A & C
are maintained.
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Trade Diversion in General

Equilibrium
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Four General Rules ;

* (I) The more closely the price in the partner country
approaches the low-cost world price, the more likely the
effect of integration on the market will be positive.

* (II) The etfect of the integration 1s more likely to be
positive the higher the initial tariff rate.

* At the extreme, if the tariffs were prohibitive, there would be no
welfare loss from trade diversion.
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Four GGeneral Rules

* (III) The more elastic the supply and the demand curves,
the greater the quantity response by both consumers and
producers; thus the larger two triangle areas.

* (IV) Integration is more likely to be beneficial when there
is a greater number of participants.
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Dynamic Impacts

* Change 1n tastes

* Change in factor endowment

* Technological development

* Economic growth
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The more beneticial etfects will take place ...

* The greater the ease of switching from a higher-cost domestic source
to a lower-cost member source.

* The greater the pre-union per-unit cost differences between the two
sources.

* The greater the scope of experiencing economies of scale and
attracting FDI.

* If transportation costs are considered, the closer the member
countries are geographically, the more likely there will be static and
dynamic gains from integration.
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Why EC integration has failed !

* Despite the fact that trade creation outweighs trade
diversion, two concerns can contribute to failure of
economic integration:

* Distribution of benefits between members

* 'The issue of national sovereignty
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Measuring Impacts of
Economic Integration

* Trade Effects

* Trade Creation vs Trade Diversion

* Income Effects
* Terms of Trade Effect
* Balance of Payments Effect

* Economic Growth

Some Key Variables: Price & Income Elasticities of Demand

)
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