
Regional Econom
ic Integration



Types of regional trade agreem
ents

•
Preferential trade agreem

ents

•
Free trade area

•
Custom

s union

•
Com

m
on m

arket

•
Econom

ic union



Preferential trade agreem
ents

A
 trading arrangem

ent in w
hich a 

nation grants partial trade preferences 
to one or m

ore trading partners.



Free trade area

A
 trading arrangem

ent that rem
oves all barriers to 

trade am
ong participating nations but that allow

s each 
nation to retain its ow

n restrictions on trade w
ith 

countries outside the free trade area.



Custom
s U

nion

A
 trading arrangem

ent that entails elim
inating barriers 

to trade am
ong participating nations and com

m
on 

barriers to trade w
ith other countries outside the 

group.

http://en.w
ikipedia.org/w

iki/A
ndean_Com

m
unity



Com
m

on M
arket

A
 trading arrangem

ent under w
hich m

em
ber nations 

rem
ove all barriers to trade am

ong their group, erect 
com

m
on barriers to trade w

ith other countries outside 
the group, and perm

it unhindered m
ovem

ents of 
factors of production w

ithin the group.

http://w
w

w
.eac.int/about-eac.htm

l



Econom
ic U

nion

A
 trading arrangem

ent that:
•

com
m

its participating nations to rem
ove all barriers to 

trade am
ong their group

•
to abide by com

m
on restrictions on trade w

ith other 
countries outside the group

•
to allow

 unhindered m
ovem

ents of factors of 
production w

ithin the group

•
to closely coordinate all econom

ic policies w
ith other 

participants.
http://geography.about.com

/od/geographyintern/a/euoverview
.htm



M
easuring how

 m
uch regionalism

 
m

atters for trade?



Country of origin
A

m
ount exported 

Exported to

Country 1
$45

Country 2

Country 1
$55

Country 3

Country 2
35

Country 1

Country 2
25

Country 3

Country 3
45

Country 1

Country 3
15

Country 2
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M
easuring H

ow
 M

uch Regionalism
 

M
atters for Trade

•
Trade Share
–

O
ne nation’s flow

 of international trade as a 
percentage of a regional or global trade total.

•
Trade Concentration Ratio
–

The sum
 of bilateral trade shares w

ithin a 
regional trading bloc divided by the region’s share 
of w

orld trade.



Trade Concentration Ratio

•
A

 trade concentration ratio less than unity 
im

plies that the trading bloc trades less 
intensively w

ithin itself than it trades w
ith the 

rest of the w
orld.

•
A

 trade concentration ratio greater than unity 
im

plies that the trading bloc trades m
ore 

intensively w
ithin itself than it trades w

ith the 
rest of the w

orld
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Figu
re 5-1

W
orld Trade Sh

ares

Source:International M
onetary Fund D

irection of Trade Statistics, various issues.
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Table 5-1a
R

egion
al an

d W
orld Trade Sh

ares of N
ation

s in
 Selected R

egion
al 

Tradin
g B

locs

Source:IM
F D

irection of Trade Statistics, 2001.
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Table 5-1b
R

egion
al an

d W
orld Trade Sh

ares of N
ation

s in
 Selected R

egion
al 

Tradin
g B

locs (con
t’d)

Source:IM
F D

irection of Trade Statistics, 2001.
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Table 5-1c
R

egion
al an

d W
orld Trade Sh

ares of N
ation

s in
 Selected R

egion
al 

Tradin
g B

locs (con
t’d)

Source:IM
F D

irection of Trade Statistics, 2001.
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Figu
re 5-2

Trade Sh
ares of Selected R

egion
al Trade B

locs

Source:IM
F D

irection of Trade Statistics, 2001.
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Figu
re 5-3

Trade C
on

cen
tration

 R
atios for Selected R

egion
al Trade B

locs

Source:IM
F D

irection of Trade Statistics, 2001.



Experience w
ith the N

orth A
m

erican 
Free Trade A

greem
ent (N

A
FTA

)



5–19

Figu
re 5-4b

M
exican

 Sh
ares of U

.S. Trade sin
ce 1980

Source:IM
F D

irection of Trade Statistics, 2001.
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Figu
re 5-5a

M
exican

 Sh
ares of C

an
adian

 Trade sin
ce 1980

Source:IM
F D

irection of Trade Statistics, 2001.
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Figu
re 5-5b

U
.S. Sh

ares of C
an

adian
 Trade sin

ce 1980

Source:IM
F D

irection of Trade Statistics, 2001.
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Figu
re 5-6a

U
.S. Sh

ares of M
exican

 Trade sin
ce 1980

Source:IM
F D

irection of Trade Statistics, 2001.



5–23

Figu
re 5-6b

C
an

adian
 Sh

ares of M
exican

 Trade sin
ce 1980

Source:IM
F D

irection of Trade Statistics, 2001.
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Custom
s U

nions and Com
m

on M
arkets

•
Custom

s U
nion 

–
A

 group of countries that agree to treat them
selves 

preferentially in trade, and com
m

it them
selves to 

adopting identical trade policies w
ith respect to 

nations outside the custom
s union.

•
The Treaty of Rom

e and the European Econom
ic 

Com
m

unity (1957)
–

Belgium
, France, W

est G
erm

any, Italy, Luxem
bourg, 

and the N
etherlands form

ed a custom
s union for free 

trade am
ong their group but im

posed com
m

on 
restrictions on trade w

ith other countries.
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Custom
s U

nions and Com
m

on M
arkets

•
Custom

s U
nion 

–
A

 group of countries that agree to treat them
selves 

preferentially in trade, and com
m

it them
selves to 

adopting identical trade policies w
ith respect to 

nations outside the custom
s union.

•
The Treaty of Rom

e and the European Econom
ic 

Com
m

unity (1957)
–

Belgium
, France, W

est G
erm

any, Italy, Luxem
bourg, 

and the N
etherlands form

ed a custom
s union for free 

trade am
ong their group but im

posed com
m

on 
restrictions on trade w

ith other countries.
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Figu
re 5-8a

A
verage Tariff R

ates in
 th

e Eu
ropean

 U
n

ion

P
ercen

t

Source:P
atrick M

esserlin, M
easuring the C

osts of Protection in Europe, 
W

ashington, D
.C

.: Institute for International E
conom

ics, 2000.
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Figu
re 5-8b

A
verage A

n
ti-D

u
m

pin
g R

ates in
 th

e Eu
ropean

 U
n

ion

Source:P
atrick M

esserlin, M
easuring the C

osts of Protection in Europe, 
W

ashington, D
.C

.: Institute for International E
conom

ics, 2000.



W
hy do countries agree to integrate 

their econom
ies? 

•
Political argum

ents

•
Econom

ic argum
ents



The Econom
ic Case for Integration

•
Regional econom

ic integration is an attem
pt 

to achieve additional gains from
 the free flow

 
of trade and investm

ent betw
een countries 

beyond those attainable under international 
agreem

ents such as the W
TO

•
Since it is easier to form

 an agreem
ent w

ith a 
few

 countries than across all nations, there 
has been a push tow

ard regional econom
ic 

integration 



The Political Case for Integration

•
Politically, integration is attractive because 
–

by linking countries together, m
aking them

 m
ore 

dependent on each other, and form
ing a structure 

w
here they regularly have to interact, the 

likelihood of violent conflict and w
ar w

ill decrease

–
by linking countries together, they have greater 
clout and are politically m

uch stronger in dealing 
w

ith other nations



Im
pedim

ents to Integration

•
Integration is not easy to achieve or m

aintain
•

There are tw
o m

ain im
pedim

ents to 
integration

1.
it can be costly -w

hile a nation as a w
hole m

ay 
benefit from

 a regional free trade agreem
ent, 

certain groups m
ay lose

2.
it can result in a loss of national sovereignty



Case A
gainst Regional Integration

•
Regional econom

ic integration only m
akes 

sense w
hen the am

ount of trade it creates 
exceeds the am

ount it diverts
•

Trade creation
occurs w

hen low
 cost 

producers w
ithin the free trade area replace 

high cost dom
estic producers

•
Trade diversion

occurs w
hen higher cost 

suppliers w
ithin the free trade area replace 

low
er cost external suppliers



Evolution of the European U
nion

•
The European U

nion (EU
)is the result of

–
the devastation of tw

o w
orld w

ars on W
estern 

Europe and the desire for a lasting peace
–

the desire by the European nations to hold their 
ow

n on the w
orld’s political and econom

ic stage 
•

The forerunner of the EU
 w

as the European 
Coal and Steel Com

m
unity (form

ed in 1951)
•

The Treaty of Rom
e established the European 

Econom
ic Com

m
unity  in 1957 

–
the nam

e w
as changed to the EU

 in 1994



Evolution of the European U
nion

M
ap 8.1: M

em
ber States of the European U

nion 
in 2010



Political Structure of the EU

•
The four m

ain institutions of the EU
 are

1.
the European Com

m
ission

-proposes EU
 

legislation, im
plem

ents it, and m
onitors 

com
pliance

2.
the European Council-the ultim

ate controlling 
authority w

ithin the EU
3.

the European Parliam
ent-debates legislation 

proposed by the com
m

ission and forw
arded to it 

by the council
4.

the Court of Justice
-the suprem

e appeals court 
for EU

 law



The Single European A
ct

•
The Single European A

ct(1987) com
m

itted EC 
countries to w

ork tow
ard establishm

ent of a 
single m

arket by 1992
•

The A
ct proposed to

–
rem

ove all frontier controls betw
een EC countries

–
apply the principle of m

utual recognition to product 
standards

–
open procurem

ent to non-national suppliers
–

lift barriers to com
petition in retail banking and 

insurance 
–

rem
ove all restrictions on foreign exchange 

transactions betw
een m

em
ber countries

–
abolish restrictions on cabotage



The Establishm
ent of the Euro

•
The M

aastricht Treaty
(1991) com

m
itted EU

 
m

em
bers to adopt a single currency, the euro

–
the euro is used by 16 of the 27 m

em
ber states

–
created the euro zone, the second largest 
currency zone in the w

orld after that of the U
.S. 

dollar  
–

countries that participate have agreed to give up 
control of their m

onetary policy
–

Britain, D
enm

ark and Sw
eden have opted out of 

the euro zone 



The Establishm
ent of the Euro

Q
uestion:W

hat are the benefits of the euro?
A

nsw
er:

•
handling one currency, rather than m

any
•

easier to com
pare prices across Europe

•
increased com

petition prom
otes greater efficiencies 

in production
•

the pan-European capital m
arket should further 

develop
•

range of investm
ent options open both to individuals 

and institutions should increase



The Establishm
ent of the Euro

Q
uestion:W

hat are the costs of the euro? 
•

M
em

bership im
plies a loss of control over 

m
onetary policy

–
The European Central Bank (ECB) w

as established to 
m

anage m
onetary policy, but som

e question its ability 
to act independently

•
The EU

 is not an optim
al currency area

-an area 
w

here sim
ilarities in the underlying structure of 

econom
ic activities m

ake it feasible to adopt a 
single currency and use a single exchange rate as 
an instrum

ent of m
acro-econom

ic policy
–

countries m
ay react differently to changes in the euro 



The Establishm
ent of the Euro

•
Since its establishm

ent the euro has had a 
volatile trading history w

ith the U
.S. dollar

–
initially, the euro w

as valued at $1.17, then fell in 
value relative to the dollar, but strengthened to an 
all-tim

e high of $1.54 in M
arch 2008

–
in early 2010, the exchange rate w

as €1=$1.35



Enlargem
ent of the European U

nion

•
M

any countries, particularly from
 Eastern 

Europe, have applied for m
em

bership in the 
EU

•
Ten countries joined in 2004 expanding the EU

 
to 25 states, w

ith population of 450 m
illion 

people, and a single continental econom
y w

ith 
a G

D
P of €11 trillion 

•
In 2007, Bulgaria and Rom

ania joined bringing 
m

em
bership to 27 countries  

•
Turkey has also applied for m

em
bership, but is 

not expected to join until 2013, if at all 



Econom
ic Integration in the A

m
ericas

•
Regional econom

ic integration is on the rise in 
the A

m
ericas

–
The m

ost significant attem
pt is the N

orth 
A

m
erican Free Trade A

greem
ent

•
O

ther agreem
ents include 

–
the A

ndean Com
m

unity 
–

M
ERCO

SU
R

•
There are also attem

pts to form
 a Free Trade 

A
rea of the A

m
ericas 



Econom
ic Integration in the A

m
ericas

M
ap 8.2: Regional Integration in the A

m
ericas



N
A

FTA

•
The N

orth A
m

erican Free Trade A
greem

ent 
(N

A
FTA

)betw
een the U

.S., Canada, and M
exico 

becam
e law

 in 1994 and
–

abolished tariffs on 99 percent of goods traded
–

rem
oved barriers on the cross-border flow

 of services
–

protects intellectual property rights
–

allow
s each country to apply its ow

n environm
ental 

standards
–

establishes tw
o com

m
issions to im

pose fines and 
rem

ove trade privileges w
hen environm

ental 
standards or legislation involving health and safety, 
m

inim
um

 w
ages, or child labor are ignored



N
A

FTA

Q
uestion:W

hat are the benefits of N
A

FTA?

A
nsw

er:
•

M
exico 

–
increased jobs as low

 cost production m
oves south 

and m
ore rapid econom

ic grow
th 

•
The U

.S. and Canada
–

access to a large and increasingly prosperous m
arket 

and low
er prices for consum

ers from
 goods produced 

in M
exico

–
U

.S. and Canadian firm
s w

ith production sites in 
M

exico are m
ore com

petitive on w
orld m

arkets 



N
A

FTA

Q
uestion:W

hat are the draw
backs of N

A
FTA?

A
nsw

er: 
•

Jobs could be lost and w
age levels could 

decline in the U
.S. and Canada

•
M

exican w
orkers could em

igrate north
•

Pollution could increase due to M
exico's m

ore 
lax standards

•
M

exico w
ould lose its sovereignty



N
A

FTA

Q
uestion:H

ow
 successful has N

A
FTA

 been?

A
nsw

er:
•

Studies of N
A

FTA’s early im
pact suggest that both 

advocates and detractors m
ay have been guilty of 

exaggeration
–

trade betw
een the three countries has increased by 

250 percent
–

the m
em

bers have becom
e m

ore integrated
–

productivity has increased in m
em

ber nations 
–

em
ploym

ent effects have been sm
all

–
M

exico has becom
e m

ore politically stable



N
A

FTA

Q
uestion:Should N

A
FTA

 accept new
 

m
em

bers?

A
nsw

er:
•

Several other Latin A
m

erican countries have 
indicated their desire to eventually join N

A
FTA

 
•

Currently both Canada and the U
.S. are 

adopting a w
ait and see attitude w

ith regard 
to m

ost countries 



The A
ndean Com

m
unity

•
The A

ndean Pact(1969) w
as based on the EU

 
m

odel
–

the agreem
ent had m

ore or less failed by the m
id-

1980s
•

In the late 1980s, Latin A
m

erican governm
ents 

began to adopt free m
arket econom

ic policies
•

In 1990, the A
ndean Pact w

as re-launched, and 
now

 operates as a custom
s union

•
In 2003, it signed an agreem

ent w
ith M

ERCO
SU

R 
to restart negotiations tow

ards the creation of a 
free trade area
–

current m
em

bers include Bolivia, Ecuador, Peru, and 
Colum

bia



M
ERCO

SU
R

•
M

ERCO
SU

R
(1988) -a free trade pact betw

een 
Brazil and A

rgentina
–

in 1990, it w
as expanded to include Paraguay and 

U
ruguay

•
M

ERCO
SU

R has been successful at reducing trade 
barriers betw

een m
em

ber states
•

H
ow

ever, critics w
orry that M

ERCO
SU

R is 
diverting trade  rather than creating trade, and 
local firm

s are investing in industries that are not 
com

petitive on a w
orldw

ide basis
–

current m
em

bers include Brazil, A
rgentina, Paraguay, 

U
ruguay, and Venezuela



O
ther Trade Pacts in the A

m
ericas

•
Tw

o other trade pacts in the A
m

ericas are
1.the Central A

m
erican Com

m
on M

arket
–

Costa Rica, El Salvador, G
uatem

ala, H
onduras, 

N
icaragua, and the D

om
inican Republic

–
these countries w

ere joined by the U
.S. in 2003 to 

create a free trade agreem
ent, the

Central A
m

erican 
Free Trade A

greem
ent (2003)

2.CA
RICO

M
 (1973), a custom

s union betw
een 

English-speaking Caribbean countries
–

six m
em

bers form
ed the Caribbean Single M

arket and 
Econom

y (CSM
E)in 2006 to low

er trade barriers and 
harm

onize m
acro-econom

ic and m
onetary policy



Free Trade of the A
m

ericas

•
Talks began in 1998 to establish a Free Trade 
of The A

m
ericas

(FTA
A

)by 2005

•
The FTA

A
 w

as not established as planned

•
Current support for the agreem

ent by the U
.S. 

and Brazil is lim
ited

•
If the FTA

A
 is established, it w

ould create a 
free trade area of nearly 800 m

illion people



Econom
ic Integration Elsew

here

•
There have been various attem

pts at regional 
econom

ic integration throughout A
sia and 

A
frica

•
The success of these attem

pts have been 
lim

ited
•

The m
ost significant efforts are the 

A
ssociation of Southeast A

sian N
ations and 

the A
sia-Pacific Econom

ic Cooperation



A
SEA

N

•
The A

ssociation of Southeast A
sian N

ations 
(A

SEA
N

)(1967) -foster freer trade betw
een 

m
em

ber countries and to achieve som
e 

cooperation in their industrial policies
–

Brunei, Indonesia, M
alaysia, the Philippines, 

Singapore, Thailand, Vietnam
, M

yanm
ar, Laos, and 

Cam
bodia

•
A

n A
SEA

N
 Free Trade A

rea (A
FTA

)(2003) betw
een 

the six original m
em

bers of A
SEA

N
 cam

e into full 
effect to reduce im

port tariffs am
ong m

em
bers

–
Vietnam

, Laos, and M
yanm

ar have all joined



A
sia-Pacific Econom

ic Cooperation

•
A

sian Pacific Econom
ic Cooperation (A

PEC)
w

as founded in (1990) to increase m
ultilateral 

cooperation in view
 of the econom

ic rise of 
the Pacific nations and the grow

ing 
interdependence w

ithin the region 
–

A
PEC currently has 21 m

em
bers including the 

U
nited States, Japan, and China



Regional Trade Blocs in A
frica

•
There are nine trade blocs on the A

frican 
continent

•
H

ow
ever progress tow

ard the establishm
ent 

of m
eaningful trade blocs has been slow

•
M

any countries believe that they need to 
protect their industries from

 unfair foreign 
com

petition m
aking it difficult to create free 

trade areas or custom
s unions



Im
plications for M

anagers

Q
uestion:W

hy is regional econom
ic integration 

im
portant to international com

panies?

A
nsw

er:
•

Regional econom
ic integration m

eans that 
m

arkets that had been protected from
 foreign 

com
petition are increasingly open

–
these developm

ents are particularly significant in the 
European U

nion and N
A

FTA
•

H
ow

ever, regional econom
ic integration is likely 

to increase com
petition



O
pportunities

•
Form

erly protected m
arkets are now

 open to 
exports and direct investm

ent 
•

The free m
ovem

ent of goods across borders, 
the harm

onization of product standards, and 
the sim

plification of tax regim
es m

ean that 
firm

s can realize potentially enorm
ous cost 

econom
ies by centralizing production in those 

locations w
here the m

ix of factor costs and 
skills is optim

al



Threats

•
Low

er trade and investm
ent barriers could 

lead to increased price com
petition w

ithin the 
EU

 and N
A

FTA
–

increased com
petition w

ithin the EU
 is forcing EU

 
firm

s to becom
e m

ore efficient, and stronger 
global com

petitors
•

Firm
s outside the blocs risk being shut out of 

the single m
arket by the creation of a “trade 

fortress”
–

firm
s m

ay be lim
ited in their ability to pursue the 

strategy of their choice if the EU
 intervenes and 

im
poses conditions on com

panies proposing 
m

ergers and acquisitions 


