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LEARNING OBJECTIVES OF CHAPTER 8

The main goals of this chapter are to:

1. Explain the process and the levels of regional economic integration.

2. Review the progress towards regional integration in Europe, the Americas, Asia and    

   elsewhere.

3. Outline the basic costs and benefits of economic integration (such as trade creation and trade 

    diversion).

4. Review the recent trends in regional economic integration in the context of global integration.

5. Describe the implications of regional integration for Australia’s economy  

LECTURE OUTLINE FOR CHAPTER 8

A.INTRODUCTION

1. One can notice an accelerated proliferation of preferential agreements over the last decade or so, with 77 agreements, or about three-quarters of the 163 arrangements currently in force reported only over the 5-year period from 1992 to 1996. 

2. This chapter will review the theoretical concepts related to economic integration and the progress of economic integration in some major regional organisations. At the same time, the chapter will attempt to establish the relationship between global liberalisation (e.g. under the WTO) and regional economic liberalisation, under regional agreements.     

B.LEVELS OF ECONOMIC INTEGRATION

1.  A number of levels of economic integration are possible in theory. In order of increasing     

integration they include: the free trade area; the customs union; the common market; an economic union. Economic integration may culminate into a full political union. 

2. In a Free Trade Area (e.g. NAFTA and AFTA) all barriers to trade among members are removed, but each member can determine its own tariff and non-tariff policies with non-   

members. In a Customs Union (e.g. the EU) all barriers to trade among members are    

removed and a common external trade policy (e.g. a common tariff) is adopted. A Common   

Market (e.g. the EU since 1993) is similar to the customs union, but in addition to the 

latter, factors of production (e.g. capital, labour) are allowed to move freely between 

countries. An Economic Union (e.g. Benelux) involves the ultimate level economic 

integration, including a common currency and a harmonization of fiscal and monetary

policies. An Economic Union may evolve into a political union like the U.S.A.

C. BENEFITS AND COSTS OF REGIONAL INTEGARTION

1. The short term effects of creating a preferential trade agreement are measured in terms of trade creation and trade diversion. Trade creation occurs when domestic production of one member nation is replaced by lower-cost imports from another member nation.

2. Trade Diversion occurs when less efficient producers inside the market area replace more efficient external producers because the outsider still faces external tariffs An example of trade diversion is offered by the agricultural sector in the European Union, where regional trade in agricultural products in 1997 represented 71% of total EC farm trade against only 58% in 1980.

D. CASES OF REGIONAL ECONOMIC INTEGRATION

1. The European Community (the predecessor of the European Union) was initially conceived    

as a common market. The EC achieved a customs union status by 1968. The problems with lack of progress on the objectives of the EU resulted in a number of problems for firms and governments, and led to adoption of the Single European Act in 1987.  The Single European Act called for the removal of border controls, mutual recognition of standards, open public procurement, a barrier free financial services industry etc. The ‘Single Market’ was achieved at the end of 1992. 

2. The Treaty of Maastricht took the EU one step further, by specially spelling out the steps to    

economic union and partial political union. The Euro was officially launched on January 1, 1999, and replaced national currencies of the 12 member countries of the ‘Euro area’ on January 1, 2002. The EU countries have achieved a high level of economic integration, with the regional trade reaching about 60 per cent of total trade. A number of 13 countries have applied for membership in the EU, particularly from Eastern Europe. When the accession process will be completed, the EU will count 28 countries with 500 million people.

3 The North American Free Trade area (NAFTA) stipulated the abolition within 10 years of 

tariffs on 99 per cent of the goods traded between the US, Canada, and the United States.         The eventual tariff elimination extends to traditionally protected sectors such as agriculture, textiles and autos. NAFTA has three side- agreements on the environment, labour standards and a snap-back position in case of surge of imports6. 34 nations with a population of over 800 million people in the Americas are negotiating the

4. 34 nations with a population of over 800 million people in the Americas are negotiating the

establishment by 2005 of a huge free trade area, which will incorporate, if successful, not   

only NAFTA, but also other existing regional organisations such as MERCOSUR (the 

Southern Common Market) including Argentina, Brazil, Paraguay and Uruguay, and 

CACAM (the Central American Common Market), established in 1960 by Costa Rica, El 

Salvador, Guatemala, Honduras and Nicaragua etc.

5. The ASEAN Free Trade Area (AFTA) is the most successful case of regional economic  

integration in Asia. It was set up in 1992, with trade liberalisation initially scheduled to      

take place over a 15-year period to 2008, then the deadline was advanced to 2003. The      

share of regional trade in total trade was in 2000 at about 24 per cent. It appears that the 

level of trade integration in ASEAN is lower than that achieved by the EU and by NAFTA, 

but already higher than that of MERCOSUR and ANDEAN countries in Latin America.   

E. AUSTRALIA AND REGIONAL ECONOMIC INTEGRATION

1. The most important regional trade agreement is represented by the Australia New Zealand Closer Economic Relations (CER) Agreement. The CER Agreement, which took effect on 1 January, 1983, provided for the establishment of free trade in goods (those meeting the CER rules of origin) between Australia and New Zealand. 
2. Apart from a successful free trade agreement with New Zealand, (CER) covering both goods 

and services, the Australian government has generally been reluctant to join regional 

trading groups, preferring the multilateral option by the GATT/WTO and APEC.

3. In 1999, the Australian government responded positively to the idea of setting up a by a joint ASEAN/ CER task force to examine the feasibility of an ASEAN/CER free trade area. The task force concluded that a free trade area between the two groupings would be 

advantageous to all parties involved. Unfortunately, ASEAN leaders have declined to 

extend the AFTA tariff cuts to Australia and New Zealand. 

4. In recent years, Australia has also made active efforts for achieving a number of bilateral free trade agreements (e.g. Singapore, USA).

F. MULTILATERAL TRADE VERSUS REGIONAL TRADE LIBERALISATION

1. The creation of various regional economic groupings around the world is regarded by many experts as an erosion of the multilateral system instituted by GATT in 1948. They fear that progress toward global integration over the past four decades will be reversed as the world economic splits into three regional trading blocs: Europe, Asia and Americas.

2. The positive view is that regional trading blocs are not necessarily conflicting with the WTO multilateral trade negotiations, but they can be used as ‘building blocs’ for achieving global liberalisation.

PRACTICE ACTIVITIES

True-False Questions
	1. Regional trade arrangements can be regarded as a legal exemption from GATT’s Most Favoured Nation principle.
	       T / F 

	2. Despite the progress on global trade liberalisation, over the last 3-4 decades there has been an accelerated movement toward regional economic integration.
	       T / F

	3. There are four levels of regional economic integration: the free trade area; the customs union; the common market; the economic union.
	       T / F

	4. The creation of the European Community has certainly had a trade diversion effect in the agricultural sector, but it may have contributed to some trade creation in the industrial sector.
	       T / F

	5. NAFTA represents a higher level of economic integration than the European Union.
	       T / F

	6. ASEAN Free Trade Area, which was launched in 1992, joins at present the 10 member countries of ASEAN.
	       T / F

	7. The short-term effects of regional economic integration can be measured in terms of trade creation and trade diversion. 
	       T / F

	8. The Common Agricultural Policy in the European Union has contributed, among other things, to high storage costs, huge agricultural stocks and subsidised exports.
	       T / F

	9. Asia Pacific Economic Cooperation (APEC) can be regarded as a formal regional trade bloc.
	       T / F

	10. The NAFTA agreement includes three side-agreements: The Environmental Protocol, the Labour Protocol, and the Snap-back provision.
	       T / F

	11. If successful, the Free Trade Area of Americas will be the second largest regional trade arrangement next to the European Union.
	T / F

	12. A problem for non-ASEAN member countries is that the gap between MFN tariffs and CEPT tariffs is expected to increase year by year till the completion of AFTA.
	T / F


Multiple Choices
1.
Which statement in relation to customs unions is correct?

a. A customs union provides exclusively customs facilities to its members.

b. A customs union is a lower form of regional trade integration compared to a free trade area

c. The customs unions provide not only an abolition of tariffs between member-countries, but also a common external tariff against non-member countries.

d. MERCOSUR is an example of a full customs union.

2. In relation to the regional economic integration in western Europe, which statement is NOT correct?

a. Six countries formed the European Economic Community in 1957 with the original goal for a common market.

b. A customs union of six countries was formed in 1968

c. The 1992 Single European Act established the ‘European Single Market’, which integrated labour, services and capital markets throughout the European Community.

d. In January 2002, the Euro replaced national currencies in the 15-member countries of the European Union.

3.
Comparing the European Union and NAFTA, which statement is the most correct?

a. The size of the EU economies is bigger than that of NAFTA members

b. The European Union trade (including intra-European trade) is bigger than that of NAFTA

c. NAFTA has a bigger trade per capita than the European Union (15).

d. NAFTA has also achieved a higher level of regional economic integration than the European Union

4.
In relation to the regional economic integration in ASEAN, which statement below is the most correct?
a. The regional economic integration in ASEAN started in 1967

b. The Common Effective Preferential Tariff (CEPT) is the mechanism by which tariffs on goods traded within the ASEAN region will be reduced to 0-5 % by the year 2002.

c. The ASEAN Free Trade Area included at the start of 2002 only the six founding members: Indonesia, Singapore, the Philippines, Thailand, Malaysia and Brunei.

d. In 1999 the MFN rates for the AFTA members were lower than their CEPT import rates.

5. In relation to Australia-New Zealand CER, which statement below is the most correct?

a. The CER Agreement was launched in 1966.

b. By the late 1970s all trade exchanges between Australia and new Zealand were duty-free.

c. All tariffs and quantitative restrictions between the two countries were eliminated by June 1990.

d. In 1999, New Zealand was Australia’s leading trade partner.
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