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Abstract

Even before the EMU process is complete in 2002, there are already initiatives being suggested to further
integrate the European Union, both from an economic and political perspective. Many of these initiatives
focus on harmonization of, for example, indirect taxes or corporate taxes in the economic realm or in terms
of creating an EU defense capability in the political realm. To date, the integration dynamic has been from
a customs union to a common market and then to monetary union. This paper studies whether after EMU
is successfully completed if fiscal integration should be the next logical step in the economic arena, or
should efforts be made to foster more integration in labor markets, for example. Also, the paper considers
various scenarios as to the final outcome of EMU and asks whether the answer to these questions of
integration sequencing depends on the final EMU configuration. In terms of analysis, the paper uses the
historical path of development adopted by other federations, as well as theoretical considerations from both
the economic and political science literature.
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1. Introduction

There are now many examples of economic integration around the world, ranging from rather loose
arrangements, such as in South-East Asia (ASEAN), to advanced forms of economic integration (such as
the EU). When we talk of economic integration, certainly in the way we teach the subject to students, we
usually have in mind a set sequence of events, and most likely our own “national” experience with
integration informs our observations. The template most of us think of when referring to economic
integration is in fact a template usually referred to as the Balassa stages of integration.

In this paper a truly multi-disciplinary approach is taken, in that it incorporates elements of history
of economic thought, international economics, political science and comparative regional analysis. The
Balassa stages of economic integration are reviewed and analysed and then used as a theoretical starting
point for a comparative review of economic integration. Following the review and analysis in séction 11,
some caveats and observations are made about the actual integration dynamics observed in various parts of
the world in section III using a scientific approach. Section IV applies the framework to the EU at ns
current stage of economic integration and looks at the various options the EU has for further integration.

Section V concludes.

II. The Theory and Nature of Economic Integration

In this section we first review, from an history of economic thought perspective, the early literature
on economic integration. This is important (see Blaug {2001) far a justification for this approach), as it
informs the researcher as to the context of the theory of economic integration and allows some insight into

the conceptual gaps that exist in the literature.



a) A history of economic thought perspective

The theory of economic integration was developed by Balassa (1961), Tinbergen (1954), Meade
(1953 and 1955), among others. In Tinbergen’s analysis of economic integration the classic distinction was
made between positive and negative integration, where positive integration refers to the creation of policies
and institutions which enable international economic activity, while negative integration refers to the
dismantling of barriers which inhibit such activities. Notwithstanding the pejorative nature of the labelling
used by Tinbergen, such a distinction is now somewhat dated, as Laffan, O’Donnel] and Smith (2000)
recognise, as both types of integration are likely implied, to some degree, by any new economic integration
initiative. In fact it is now far more common for both economists and political scientists to be more
concerned with whether economic integration implies (more) centralisation to regional or supranational
% institutions, or whether reciprocity, coordination or harmonization will suffice. Also, to take up the
+ pejorative nature of the “negative” and “positive” labels which Tinbergen attached to his taxonomy of

© economic integration, many supporters of integration in the Americas, for example, would only favour

% negative integration and would discourage positive integration, giving the labels a rather odd resonance

# when applied to the world in which we now live. Of course Tinbergen was writing in the 1950s, when the
power of nation states was unquestioned, and when it was accepted that national economies needed a
certain degree of protection from outside forces.

Over the last fifty years there have also been two waves of economic integration, as Robson (1998)
points out. The first wave of economic integration started with the open questioning of the effects of
Article 24 of the GATT, which was originally put in place to protect British trade with its colonies and
commonwealth, and the optimism instilled before and after the founding of the European Economic
Community. The classic analysis of Viner (1950) was really the starting point for analysis of a free trade
area or customs union, and his usage of terms such as trade creation and diversion do reflect the real
concern that economists of the day had with maintaining trade-preference arrangements across huge
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distances. Also, the theoretical debate in journals such as the Journal of International Economics (see
Viner (1965)), encouraged a lively program of research in the area. The lack of progress on initial steps to
further integrate Europe, and the decline of Britain as an economic power really curtailed any extension of
the research program. The second wave of economic integration, as most economists and political
scientists are aware, occurred after 1980, and particularly over the last decade. Paul Krugman’s seminal
piece on monopolistic competition and international trade found in Krugman (1979) and then linked with
economies of scale and placed in a regional context in Krugman (1991) probably are the genesis for the
explosion of interest in this area in the international trade literature. The move towards a single market in
Europe and the Maastricht Treaty then also gave an impetus to both political scientists and economists to
begin research agendas that addressed problems in more advanced economic integration agreements’.

There are also some semantics to be dealt with here. Economic integration does not usually
implicitly refer to regional integration any more, as since Tinbergen’s analysis significant steps have been
taken in a multilateral setting to promote international integration first through the General Agreement on
Trade and Tariffs (GATT) and now through the World Trade Organization (WTO). Indeed the tension
between the two approaches has recently sparked significant debate in economics, not least through the
attacks mounted on regional economic integration by economic heavyweights like Jagdish Bhagwati (sce
Bhagwati, Greenaway, Panagariya (1998) for an excellent exposition of the theoretical underpinnings of
this viewpoint). For the rest of this paper, the term economic integration refers to regional economic

integration.

b) The stages of economic integration

Balassa’s five stages of economic integration (Belassa (1961)) were a free trade area, customs

' Two early and influential papers on these subjects are Flam. (1992) and Eichengreen (1993).
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union, common market, economic union and total economic integration. As Laffan, O’Donnell and Smith
(2000) note, Balassa’s view of a common market underestimated the amount of positive integration
necessary in practice, and similarly overestimated the amount of centralisation necessary for an economic
union or monetary union. In fact Balassa’s visibn of total economic integration coincided with a federation
or confederation, so could not have envisaged the European Union as we now know it. Balassa’s stages
have since been expanded and now usually include the following steps: free trade area, customs union,
common market, economic union, monetary union and political union (see Molle (1997) for example).

Even this is not a complete sequencing of the true stages of economic union, as fiscal union or some kind of
fiscal arrangement (such as the Stability and Growth pact) does not fit into this taxonomy®.

Other taxonomies loosely based on the Balassa sequencing have also been proposed, such as the
one included in Emerson (1991). Emerson looks at hierarchies of trade and monetary regime choices with
particular reference to Eastern Europe. He classifies the openness of trade, currency convertibility and
exchange rate arrangements according to the degree of liberation that has taken place in trade, capital
account convertibility and exchange rate arrangements. Despite this alternative classification, the one
usually used is directly based on the original Balassa stages, so that is the one we focus on here. Table 1
presents an extended version of the Balassa process, with examples at each stage of economic integration -

these examples reflect countries that have been in such a situation, or are currently in such a situation:

2 Below, we rectify this by adding fiscal union to the Balassa stages.

4



Table 1

Extended Balassa Stages of Economic Integration

Level of integration

Description

Characteristics

Examples

0

Regional autarky

- bilateral trade
agreements

Japan (before ASEAN)

FTA

- tariffs and quotas
removed internally

- national tariffs
retained against outside

NAFTA

Customs union

- tariffs and quotas
removed internally
- common external
tariff

Mercosur

Common market

- free movement of
factors of production,
goods and services

EU (before EMU)

Economic union

- harmonization or
coordination of some
national policies

- transfer of some
policies to
supranational level

Competition policy in
the EU

Monetary union

- single currency
- single central bank

ECB in the EU

Fiscal union

- harmonization of
taxes
- fiscal sovereignty

EU to some degree

G

Political union

- effective and
democratic body at
supranational level

Does not exist out of a
regional integration
project

Note: E and F are actually interchangeable, as for example various authors place these two levels of
integration in different orders (see Molle (1997) and contrast with the order of chapters in Robson (1998))




Several things are noteworthy about the table. First there is an implicit assumption in the literature
and in the way that most people read the table that the levels of economic integration imply a sequential
process. Of course, this is not the case. The first two levels of integration, A and B, relate only to trade in
goods and services, and either can be used as a basis for further integration to a common market. So for
example, NAFTA is not a customs union, but there is no theoretical reason why the regional trade
agreement cannot skip the customs union stage and become a common market or a monetary union, or
economic union for that matter. But note that a common market (C) does imply either A or B, but a
monetary union does not necessarily imply any other stages of integration. Indeed, dollarisation in
countries like Ecuador, represents a form of monetary union, but that does not imply or give a country the
right to eliminate tariffs and quotas with the USA. Furthermore, even in the context of a regional trade
agreement such as NAFTA, monetary union does not imply a common market, economic union or a
customs union.

Indeed it is apparent that new “models” of integration are now emerging. Two examples spring to
mind here: i) the Central and South American countries where Ecuador has gone for full blown
dollarisation, Panama has always had a fixed exchange rate with legal tender laws for the US dollar and
Argentina has a currency board against the US dollar. In the context of the Free Trade Agreement of the
Americas (FTAA) this likely implies very different levels of integration with the old NAFTA bloc and
implies different integration dynamics for these three countries, and ii) when the CEE countries join the EU,
they are expected to be able to assimilate into EMU almost immediately, but they will not be allowed full
membership of the common market (labour movements are likely to be restricted) - this will clearly lead to
a different integration dynamic than we have seen previously.

So are there any pre-conditions for any given form of economic integration? The sequence of

economic integration, taking a backwards-looking view of integration is described in table 2 below:



Table 2

Pre-Conditions for Economic Integration

Level of integration Description Dependent upon Examples
C Common market A or B (necessary, EU or NAFTA (not for
between but not all factors)
within)
D Economic union None (necessary) Competition policy in
the EU
E Monetary union None (necessary) German reunification
WAMU
Hawaiian adoption of
the US$
F Fiscal union None (necessary for EU to some degree
harmonisation)
G (sufficient for fiscal
sovereignty)
G Political union F (necessary) Switzerland
USA
Canada

Table 2 highlights several issues. First, it suggests that there are few pre-conditions, in theory, for
adoption of any of the given stages of integration. Second, the table illustrates that certain levels of
integration, notably a common market (C) and the political union (G) do imply prior “stages” of integration
have been accomplished. Clearly a common market, defined as an area where all factors of production,
goods and services can move freely implies that goods and services can move across borders without any
constraints’. Likewise, a political union implies that the parliament or government has some fiscal
sovereignty, so some form of fiscal union is desirable. Interestingly though, a political union does not
imply that a monetary union has occurred - there are no examples of this (that I know of), but in fact
central bank independence on a national basis couched within a political union would contain no

contradictory features from an economic policy perspective - in fact it is the mirror image of the current

3 If a common market is defined as an area where factors of production can freely move, then clearly the implications
are different. In the EU context a common market is used interchangeably with the single market concept.
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situation in EMU, as in EMU monetary policy is operated from a supra-national level, but fiscal policy is
determined in the national arena - here fiscal policy is operated from a supra-national level but monetary
policy is determined domestically’. The third feature of the table shows that there is one sub-category of
fiscal union (fiscal sovereignty at a supranational level) that would require at least some elemental form of
political union - in other words one form of F would in fact require G as a pre-requisite!

The above only goes to illustrate that the Balassa stages of economic integration are only one
sequencing of the various facets of what are the components of regional economic integration. But
although a backwards-looking analysis of necessary pre-conditions for every component of Balassa’s
stages shows how “earlier” stages are usually not a pre-requisite in theory, it does not illustrate how
“spillover effects”, which refers to different phenomena in political science and economics, might push any
regional integration agreement towards “deeper” levels of economic integration. To a political scientist,
spillover effects refer to the phenomena whereby a policy prompts policy initiatives in other areas. To an
economist, spillover effects refer to the phenomena whereby “public policies in one jurisdiction necessarily
have effects that significantly affect others” (quoted from Robson (1998) p125) - these are often referred to
as cross-border externalities. An example of a “political science” spillover effect would be the need for
greater coordination of fiscal policies after the establishment of EMU as embodied in the Stability and
Growth pact. An example of an “economic” spillover effect might be increased shopping in France by UK
citizens because of lower excise taxes on certain goods, given the existence of the single market. Of course
some spillover effects are both political and economic in nature, and an example of such a case might be
the establishment of an EU competition policy given the existence of the single market. Despite the
confusion that originates from separate development of conceptual terms in the two disciplines, it is clear

that one level of integration might push participants towards another level of integration. This is explored,

4 The G7 policy initiatives of the 1980s are probably the closest we have come to an arrangement whereby fiscal
policy is coordinated/integrated coupled with monetary policy independence.
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again using the modified Balassa stages, in table 3 below:

Table 3
Possible “Spillever” Consequences of Integration
Level of Description Spillover characteristic... ...]leads to level Examples
of integration
integration
0 Regional autarky - need/desire for uniformity in | B (or A) Mercosur, FTAA
bilateral trade agreements :
(political/economic)
- desire for reap comparative AorB NAFTA, Asean
advantages (economic)
A FTA - desire to reduce trade B (NAFTA)
deflection effects
- factor price equalization C NAFTA
B Customs union - desire to reap greater factor | C Mercosur
of production efficiencies
- desire for greater stabilityin | E SACU
trade flows
C Common market - harmonization or D and F CEAQ (West Africa),
coordination of policies which EU
affect enterprise location/FDI
- negative externalities b EU
- elimination of costs E EU
associated with price supports
(CAP)
- price transparency in the E EU
single market
D Economic union - coordination of national F EU
economic policies to avoid
centre/periphery effects
- level playing field in F EU, NAFTA
competition
- democratic deficit G EU
E Monetary union - coordination of fiscal policy | F Ecofin, Eurogroup in EU
with single monetary policy
- democratic deficit G EU
F Fiscal union - appropriate level of G Canada
provision of public services
- appropriate redistributive G Germany
mechanism

Note: G = political union

Table 3 stresses the linkages between the stages of economic integration using spillover criteria.

Combining this with the earlier analysis in table 2, it suggests that there are both backwards and forward




linkages between the different types of economic integration. Figure 1 below summarises these linkages
using what mathematicians call a network map. Each “node” represents a stage of economic integration,
and the arrows between each node either represent pre-conditions or spillover dynamics.

Figure 1

Network mapping of linkages between integration stages

[f the arrows in the figure point to an earlier stage of integration this implies conditionality on that
previous level of integration, and if the arrow points to a later stage of integration, then spillover effects
tend to push the regional integration project towards this later stage. Clearly if there are arrows pointing
both ways between any two boxes then the former is a pre-requisite for the latter and through spillovers the
former tends to promote the latter. In the context of network maps, one might label this relationship as
“mutual interdependency”.

One of the striking things about the network mapping is that only in the early stage and later stages
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of integration is there any mutual interdependency (two way mapping). These stages are the trade
integration and common market stages and the fiscal and political union stages. The analysis implies that
other stages of integration, if achieved are due to spillover-type effects, or political decisions to move to a
specific stage of integration.

One other interesting feature of the network mapping is that monetary and economic union do not
seem to be strongly related, and yet, of course, the EU decided to package these two together in EMU.
From a theoretical perspective then, there is apparently little to connect the two - and indeed this
perspective was very prominent in the economics literature surrounding the Stability and Growth pact, as
well as criticisms made by Crowley (1996), Buiter (1997), Eichengreen and Von Hagen (1997) and others.
Only in the minds of the designers of EMU was there a link between the two’.

An important caveat is in order here. Politically-motivated considerations, rather than economic
considerations, may also drive the integration dynamic. In particular the popular appeal to the “two-level”
games framework is thought to also drive integration, as politicians seck to tie domestic policy to
internationally-determined criteria. One example of this would be the way in which economic convergence
was achieved according to the Maastricht criteria, which allowed certain member states to enter EMU.

Figure 1 also implies a different taxonomy for economic integration. The depth of economic
integration is signified to a certain degree by how far down the diagram the form of integration is. Table 4

therefore details this taxonomy:

5 In the document used by the Commission to sell EMU to finance ministers (European Commission (1990}), the
Commission acknowledges (p11) this. but goes on to justify economic union on the basis of deepening the single market
(“impulsion™), the threat of errant governments in terms of fiscal profligacy (“cooperation™) and political expediency
(“cohesion™).
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Table 4

Revised Integration Taxonomy

Level of integration Description Includes

0 Regional autarky Autarky
Bilateral trade agreements

1 Trade integration Free Trade Area (A)
Customs Union (B)

2 Scale integration Common market (C)
Economic union (D)

3 Policy integration Monetary union (E)
Fiscal union (F)

4 Political integration Political union (G)

III. Homogeneity, Process Path-dependence and exogenous factors

If economic integration is to be thought of as a process, then like all scientific processes, it has to
have both initial conditions and various factors that promote a certain type of dynamic. Particularly in the
case of economic integration, process path-dependency is likely to be an important consideration. In the
analysis below, initial conditions for integration are likely to be important in determining the integration
dynamic, and in a) these “homogeneity” factors are explored using existing regional integration agreements.
Section b) then goes on to consider the actual integration dynamic - which includes such factors as

changing membership etc. Section c) then considers how exogenous factors may engender more impetus to

the integration dynamic.

a) Homogeneity (initial conditions)

Given our analysis in section I1, it is tempting to assert that apart from the “endpoints” of economic

integration, the remainder is a “smorgasbord” from which countries or member states can choose according
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to political expediency. But this belies the fact that in reality much economic integration can be viewed as

a process, a process that is responsive to political perceptions of factors such as the ease of implementation

and the consequences of not proceeding with further stages in terms of loss of impetus, or the alienation

factor if the initiative is blocked (for example in the case of the UK and EMU).

Apart from politics, another factor which might impinge upon the degree of acceptance for

integration and the path taken to given ends might be historical and cultural commonality - this may foster

greater trust and understanding that the means seek to attain common ends. Clarkson (2000), based on

Helleiner (1994) suggests this in comparing the three major continental regional integration projects, and

his schema is extended and reproduced for our purposes below, but in this case including two further

trading blocs, Mercosur and WAMU:

Table 5
Comparing Regional Integration Projects

Region Degree of Establishment | State/Market Commitment Exchange rate

“economic” of regional relationship to management?

integration institutions harmonisation/

cooperation
Europe Medium Advanced Social market High Yes
North America | High Limited Neoliberal Left to market No
Eastern Asia Low Extremely Developmental | Low No
limited

South America | Low/medium Medium Developmental | Low No
North Africa Low Medium Developmental | Medium Yes

Notes: “economic” integration refers to industry integration and the formation of a single market

Table 5 reveals several interesting features. First, that the approaches in NAFTA and the

European Union are radically different - as Clarkson puts it, comparing the two is like comparing “apples

and oranges” in the sense that on a certain level comparisons can be made (both apples and oranges are

fruit) but on another level the comparison doesn’t work too well (apples and oranges are different types of

fruit). Clarkson mentions that both continents experienced a long history riven with conflict, and both




continents have a shared history of conflict with the largest country in the bloc (Germany for the EU and
the US for NAFTA), but culturally and politically the two could not be more different. Europeans sought
to establish a forum where Germany could participate as an equal partner in economic and political
development, whereas after the war, the victorious USA really did not actively pursue any “special”
relationship with either Mexico or Canada, so the Canadian-US FTA (CUFTA) and its successors NAFTA
and soon-to-be FTAA were born much later. This also probably explains the reticence on the part of the
USA to pursue deeper integration - it has little concern as to what either of its NAFTA partners thinks
about its political or economic intentions or ambitions - therefore a deeper form of integration which might
tie or bind US policy to a particular treaty or supra-national institutional interpretation is likely to be an
anathema to its politicians. Following this line of argument, the FTAA, signed in Quebec City in May of
2001 essentially extends NAFTA to other Central and South American countries, signifying that there is
really no “special” refationship with Mexico because of its geographical position ( - ironically some
politicians would claim that NAFTA caused Mexico to become a policy problem!)®. In counterfactual
terms it is interesting to mull over what would have happened to CUFTA if Mexico had not been brought in
to create NAFTA in 1994 - perhaps the shared cultural and historical background (European settlers,
settling the west, and for the most part a common language) would have engendered a greater desire for a
deepening of arrangements in CUFTA rather than the widening that will occur from NAFTA to the FTAA.
Turning to the EU, it is clear to both insiders and outsiders that history and culture also affects the
present situation in Europe, as i) the UK with its separate experience in the early part of the 20" century
plus its physical separation from the rest of Europe (see Bryson (1995) for an amusing US perspective on
this) and a different experience with the EU and current “outsider” status in EMU, reflects a radically

different cultural and historical background; ii) the treatment of the Central and Eastern European (CEE)

8 Interestingly, Mexicans used to designate “North America™ as anything north of the Rio Grande - since NAFTA this
is increasingly used to in a self-inclusive manner.
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countries by the EU - neither Greece nor Portugal were put through the same lengthy and rigorous process
for membership of the EU as the CEE‘ countries have been subject‘ed‘ to, and yet neither of these two
countries had an economic or political record that was beyond reproach. Clearly the shared history of
Western Europe binds the current EU together, and even though the CEE countries are deemed to be
European, they represent a “differentiated” Europe; and iii) the refusal of most Europeans to perceive of
the EU as anything other than European - both Turkey and Russia, albeit for apparently different reasons,
are unlikely to be allowed into the EU in the near future.

Two other factors evident from table 4 are also noteworthy. First, ASEAN is another different
model of integration, with a much looser form of integration and a large membership. Although ASEAN
plans to implement an FTA by 2005, most commentators doubt that this will occur by then - nevertheless
cooperation in the area will likely increase in the light of the common experience offered by the South East
Asian crisis.

Second, Mercosur, the Southern American integration project, that to a large extent mimicked the
EU, has, to date, not been wholly successful. Recent reports suggest that in fact economic integration is
about to go into reverse as both Argentina and Brazil appear to have problems in implementing further
trade liberalization due to the domestic political ramifications - and particularly as Brazil maintains a
crawling peg exchange rate while Argentina, now mired in recession, is sticking to its currency board
arrangements against the dollar’. Although Mercosur institutions have been established, their influence is
very limited and policymaking initiative largely remains in the hands of the constituent countries. But from
a qualitative perspective note that apart from Brazil, the Mercosur members have very similar historical
experiences and cultural roots. The Mercosur suggests that a specific model does not necessarily translate

well elsewhere in the world, and in turn suggests beyond a certain point the specificity of arrangements for

7 The Argentinian finance minister recently announced that the currency board will consider introducing the euro as
one of the components of a basket of currencies that might supplant the dollar as the anchor for the peso exchange rate.
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any regional integration project must be determined by the combination of particular state interests that
bring the countries to the table, along with their preferences for supra-national delegation versus
coordination and harmonisation. And further it suggests that differing exchange rate arrangements can
affect progress on another policy front ( - a matter that is pursued below).

The case of North Africa is also interesting. These countries all have a similar culture and shared
history as they are nearly all ex-French colonies. Hence their arrangements, as both Robson (1997) and El
Nabi (1995) describe, are somewhat unique. They have embarked on a monetary union and an overlapping
but slightly different membership is now pursuing a corﬁmon market. A previous customs union was
established (OACU), with fiscal compensation payments (a form of fiscal union), but economic difficulties
in the early 1990s unfortunately caused the arrangements to lapse. Clearly their common heritage and
shared culture made it much easier to enact a monetary union, tied to the franc (and now the euro).

The qualitative analysis above suggests that the initial conditions for any regional integration
project differ substantially from continent to continent, and that any attempt to impose a template from one
region onto another region is likely to fail. This is because it does not account for the specificity of the
regional integration arrangements under consideration in terms of history, culture, and the willingness to

delegate policy responsibilities to a supranational level.

b) Process Path-dependency

Clearly not only do initial conditions differ between the regional integration projects because of
historical and cultural reasons, but also path dependency matters in the sense that Figure 1 illustrates that it
is not necessary to use the same integration path. Further, there are two other points to be made about
figure 1. First, and perhaps most importantly in both European and North American contexts, members
have been added along the way. This must lead to a change in preference among the participants in the
project. Many examples of this exist in the European context, from the UK's obstinacy over the budget, to
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the emergence of a lobby group of “olive” member states from the Mediterranean regions, and the addition
of CEE countries is clearly going to significantly change the balance of power again in EU institutions and
decision-making. The decision to add new members can change the integration dynamic and cause the
direction of the process to shift from its original course®. It has now been clear for some time in the EU
that there are a “hard core” of member states (notably Germany, Austria, the Benelux members states and
France) who are keen to see a deeper level of integration achieved more rapidly. As more member states
are added to the EU, member states that will need to acclimatize to EMU, a common market and the
political bargaining that takes place in the EU will not be anxious to move forward too swiftly. In fact,
letting the six CEEs join together might create a significant voting bloc to stall any future initiatives,
regardless of how the integration dynamic plays out after EMU.

The second point that stems from figure 1 relates to the move from autarky to either an FTA or a
CU. In the figure, the presumption was made that an autarkic state with bilateral trade agreements may
would probably make a first move towards a trade agreement rather than to any other type of integration
treaty. But this may not be so, and one example of this type of behaviour exists and is well documented®.
The West African states have operated a monetary union for some time now (WAMU), using the French
franc as a nominal exchange rate anchor for their collective currency, the CFA. Although WAMU was
supposed to complement a customs union (OACU) and fiscal union, the CU collapsed in the 80s during the
debt crisis, and they became largely autarkic. The WAMU shows that from autarky, countries can move to

a much deeper stage of integration, bypassing the intermediate stages in Balassa’s process.

® For example, as de Witte (2001) notes, the German call in mid-2000 for an EU “constitutional treaty” was only met
with a positive reaction by the original founding six member states of the EU!

9 See Wallace (1999).

19 Unilateral adoption of another currency is another example of monetary union - but as it usually does not form part
of a regional integration agreement, we focus on the one example of a regional integration agreement where this has happened.
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Figure 2

Nodal Map of Integration Stages for the EU and West Africa

EU

West Africa - -»

Notes: * = members added to integration project between these stages
() = partial

Figure 2 illustrates three different routes through the integration stages. All three routes have one
thing in common - they all contain the objective at some point of the creation of a common market. All
three examples of attaining a common market (C) use a different route, and interestingly in all three cases
commentators have noted that the definition of a common market has not yet been met.

All the regional integration projects clearly have different initial conditions, in the form of cultural
and political homogeneity - but we have also suggested that path-dependence also exists. What are the
factors that affect which path is taken? This is a difficult question to answer satisfactorily, if at all, so
rather than embark on a “wild goose chase” in the fog, we will address a somewhat different question, but

one which does indirectly address the path-dependency issue. The real question countries and states need to
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address when moving to a specific level or type of integration, is: “What is being given up, or how are
domestic policymakers hands tied by adopting this form of integration?”. Table 4 attempts to provide some

answers to this question,
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Implied Changes and Commitments from Integration

Table 6

Level of integration Description Initial change implied Ongoing commitment
A FTA - reduction in tariffs and - extending to other areas
quotas in politically such as services
sensitive areas - monitoring state aid
- possibility of trade - allocating resources to
diversion dispute settlement boards
- dislocation due to - to retain corporate
structural economic competitiveness
changes - to monitor trade
- loss of influence over deflection
corporation location
B Customs union - as above - as above
- potential loss of income
for high tariff countries
C Common market - migration, and associated | - oversight of fair
factor price equalisation competition
- greater capital
mobility/instability
D Economic union - consultation where - compliance with
coordination is concerned agreements over
- changes to domestic coordination/supranational
policies where transfer
harmonization is concerned | - reporting requirements
- loss of national
jusrisdiction/administration
(cost savings) where
supranational transfer is
concerned
E Monetary union - foss of exchange rate - trade gains
policy - reporting requirements
- loss of independent
monetary policy
F Fiscal union - loss of independent fiscal | - reporting requirements
policy
- loss of “low tax™ status
G Political union - loss/subjugation of - more complicated

independent political
framework for policy-
making

- smaller state bureaucracy
- dual representation

electoral system
- delineation of federal vs
state responsibilities
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Several points arise from table 6. First, the “deeper” forms of integration (forms D, E, F and G)
i&lply substantial loss of national autonon{y, altht:)ugh D appears to be least objectionable from the point of
view of protection of domestic interests. This might explain why, with the notable exception of the EU,
Mercosur and WAMU nearly all other regional trade agreements focus solely on the earlier stages of
integration. Second, as Krugman (1991) makes clear, a common market would imply that specialised
labour would move to the highest paying countries instead of corporations moving to the lowest cost
countries: so clearly in terms of potential economic dislocation an FTA or CU is less severe for an economy
than implementing a full common market''. Third, out of E, F and G, E (monetary union) is likely the
easiest to accomplish because it gives up a policy prerogative that is usually delegated to a government
agency rather than decided by political representatives. Certainly, mainstream economic literature stresses
the potential inflation advantages of central bank independence and perhaps even growth advantages ( -
although there is almost no evidence to support this latter claim). Lastly, although D could conceivably
operate most efficiently with supranational institutions, these are not necessary for its effective operation,
whereas for E, F and G, clearly supranational institutions would likely be necessary. As national
governments have a certain reticence about establishing supranational institutions, because of “political”
spillover, these stages will probably be deemed less palatable to most national governments. A good
example of this logic might be the Stability and Growth pact (see Artis and Winkler (1997), Fritz and
Weber (1999) and Crowley (2001)). Here a potential spillover from E to F was recognised but a way was
found to avoid supranational institution building by agreeing on a pact to coordinate fiscal policy.

Although recognition of spillovers clearly gives rise to certain policy problems in this context (how

to enforce the Stability and Growth pact), non-recognition can also be equally problematic. An example of

" Interestingly, Canada is a good counter-example to this logic: Canada still does not constitute a single market,
even though it is a single currency area and has a fiscal and political union, because of provincial trade barriers that were
erected to protect goods markets such as brewing. Attempts to remove provincial trade barriers were made by Prime Minister
Mulroney as part of the Charlottetown accord in 1991, but these were rejected by the referendum over issues relating to Quebec
and the Constitution.
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this might be the problem of the asymmetry surrounding the arrangements for the ECB, given that it
effectively has no single democratic institution to be accountable to (see Crowley and Rowley (1988) for a
description as to possible solutions to this problem, and see Buiter (1999) and Haan and Eijfinger (2000)
for extensive discussions on ECB accountability).

To summarise, in comparative terms within the context of the stages of regional integration, the
above reasons go a long way towards explaining i) why most of the regional integration agreements in the
world are FTAs or CUs, ii} why fiscal, monetary and political union are not seen as desirable to many
countries, and iii) why if one of ii) has to be chosen, then monetary union would most likely be least

problematic, and easiest to achieve.

c) Exogenous factors

In this section we briefly return to a theme that was presented at the beginning of the paper, namely
that of the multilateral trading system and the loophole in Article 24 of GATT that allows regional
integration agreements to exist. Clearly, frustration with the GATT process particularly during the
Uruguay round, led to many countries deciding that regional trade liberalisation was a better option than
the multilateral process. Thus today, the numerosity and depth of regional integration agreements, to some
extent, owes its existence to the slow progress made on a multilateral context, and in this sense the process
has been exogenously determined by external factors. From a political perspective on might add that the
conservatism of the 1980s fostered a greater desire to implement more open trade regimes to reap the
benefits of a more competitive environment, and if the multilateral process could not provide this
environment quickly enough, then regional agreements could be implemented very quickly given a mutual

willingness to do so.



IV Implications for the EU

Having nearly completed EMU, the EU is looking beyond 2002 and is dealing with the expansion
of the EU to the CEE countries. This is a challenging task, but it will modify preferences towards
integration in the EU, leading to a different path in the future. The question then becomes what effect will
EMU have on the EU integration dynamic, and what is the need for further integration? Further, as the title
of this paper asks, is there any logical sequence for further integration?

Taking the extended Balassa template, given that EMU is successfully achieved, figure 1 points to
fiscal or political union as the next obvious stages of integration. But what about sequence? Belassa’s
schema implies that fiscal union should occur first, but figure 1 suggests there are actually three possible
routes:

i) EMU endpoint: EU integration ends at EMU and although there are some efforts to
coordinate and harmonize some aspects of fiscal policy, fiscal policy independence is
retained by member states, perhaps with the eventual scrapping of the Growth and
Stability pact.

i) Fiscal union: move to fiscal union (F), and then there are two possibilities - a) the Growth
and Stability pact is maintained, and fiscal coordination and harmonisation become the
“finality” of the EU integration process, and b) that due to spillovers, fiscal union leads to
political union (G).

iii) Political union: move directly to political union (G), by giving the European parliament
more powers and perhaps (following suggestions by Joschka Fischer and Tony Blair that
were incorporated in the Treaty of Nice) the incorporation of national parliament
representatives in a second EU chamber, which would grant more legitimacy to

supranational democracy. Following political union, figure 1 suggests that supranational
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fiscal sovereignty would be easier to acquire through this route.

Figure 3 illustrates these three possibilities.
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Figure 3

Integration dynamic for the EU post EMU

i) EMU endpoint
ii) Fiscal union - =)
iii) Political union -3 -$

Notes: () = no necessity that this will occur

Figure 3 illustrates the three possible outcomes for integration within the EU given that EMU is successfu
The diagram illustrates that if fiscal union is blocked by member states, but there is a possibility for some
degree of political union, then this (option 1ii} above) may be the best way to achieve fiscal union in the
long run, as a legitimate political union should then be able to acquire fiscal responsibilities at a
supranational level much more easily than using the usual Balassa stages of integration which would impl
option i1) above (see Wessels (1997) for more on the political implications of EMU).

The only paper (that | am aware of) that addresses the issue of the need for further economic
integration after EMU is Costa and De Grauwe (1999). Costa and De Grauwe take a much narrower vie
of thé integration process beyond EMU and focus on the political “spillovers™ as well as single market
issues that will arise after EMU implementation. Costa and De Grauwe analyse labour mobility, tax

harmonisation, industrial location, transportation and legislation regarding takeovers as possible areas
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where EMU will put further pressure for integration or at least harmonisation or cooperation. Here
industrial location and associated agglomeration effects, as well as legislation regarding takeovers will be
put aside, because they largely fall under the rubric of single market issues, and they are ongoing issues
which may have been exacerbated or highlighted by EMU. Transportation is certainly important and with
the single market it is clearly becoming more important to have at minimum harmonisation of national
standards under some umbrella EU transport policy - but again this comes under the rubric of economic
union - an integration initiative that is ongoing. So this leaves labor mobility and tax harmonisation.
Labour mobility once again comes under the rubric for the single market, the EU version of a common
market, but nevertheless does have an important interrelationship with EMU so like tax harmonisation is
considered below.

According to the theory of optimum currency areas (developed by Mundell (1961), Kenen (1969)
and McKinnon (1969)), labour mobility is important if a single currency area is not optimal (see De
Grauwe (1992), Artis and Zhang (1997), Bayoumi (1994), Bayoumi and Eichengreen (1993, 1994),
LaFrance and St-Amant (1999) for a detailed review of the OCA literature and Bjorksten and Syrjinen
(2000)). But on the other hand EMU might turn out to be optimal ex-post, as Frankel and Rose (1999)
have pointed out'?. So all we can say at this juncture is that labor mobility might turn out to be important.
So what is the evidence about labour mobility in the EU? The evidence is that labour mobility in the
periphery is greater than in the “core”, so in a sense this does bode well given that agglomeration effects
should eventually lead to more activity in the core. Also further evidence suggests that low-skilled labour
mobility in the core is much lower than high-skilled labour mobility - the economic rationale being social

security'®. As taxes fall on income of low-skilled labour in the core, this should increase net wages and

2 Economists usually refer to an optimal currency area (OCA) that occurs ex-post as an endogenous OCA.

? Social security in the core countries is very well developed and eliminates any financial incentives for low-skilled
labour to move.
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prompt an increase in labour mobility, but there is significant resistance to this process, so it may take
some time to occur.

Suppose that EMU does not become an endogenous optimal currency area, and so labor mobility
becomes an issue - which form of integration is this likely to engender? If labour becomes more mobile in
the EU then clearly fiscal issues will be of prime concern - ensuring social security contributions and
pension contributions are portable - plus harmonization of tax systems. If theselissues become crucial for
the success of EMU, then figure 3 above suggests that integration dynamic ii) is most likely. If EMU is not
an optimal currency area and the strains are significant, then it might be that other initiatives are taken
which tends, through spillovers, to promote political union.

When it comes to fiscal harmonisation, Costa and De Grauwe (1999) make the point that taxation
on very mobile taxable items will be much more likely to be harmonised or coordinated than taxation on a
less mobile tax base'. This harmonisation will also likely lead to tax competition on mobile factors but
less competition and therefore an array of different rates (and public service offerings) on less mobile
factors'>. This analysis points to little cooperation or harmonisation on income taxes and withholding
taxes, but more pressure to harmonise and maybe set a common rate for VAT and corporation taxes. In
terms of our analysis above in figure 3, this fits in with integration dynamic ii) again.

The crux of the issue surrounding the integration dynamic outlined above is that in fact EMU
points to only weak integration beyond EMU in the fiscal area - in other words the political “spillovers™ are

not likely to cause a fiscal union where policy responsibilities are transferred to a supranational level's.

™ Or to quote Costa and De Grauwe (1999), “the pressure to harmonise tax rates increases with the mobility of the
good and the factor that is taxed” (pp35).

5 Costa and De Grauwe claim this could lead to lower taxes on capital and higher taxes on labour, but do not offer
any evidence for this. Clearly Tiebout factors will also come into play.

8 During the UK election (May 23, 2001), Frits Bolkestein, the EU internal market commissioner declared that
“harmonisation of income taxes is out™. A few days later similar gestures were made by Tony Blair, UK Prime Minister, with
regard to corporation taxes in response 1o suggestions by French Prime Minister Jospin that taxes in the EU should be
harmonised.
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Further, in terms of the integration dynamic, they will likely lead to the “finality” of integration in the EU
without any further tendency towards political union. An integration dynamic that is institutional in its
scope and embraces the notion of political union before fiscal union will be much more likely to lead to a
fiscal union that encompasses fiscal sovereignty at the supranational level leading to a deeper level of
integration in Europe. Part of this depends on whether EMU is an endogenous optimal currency area - if it
is, then unless a separate initiative for political union is launched, the integration dynamic alone is unlikely
to produce political union - if it is not, then the integration dynamic is more suggestive that a political union

might be achieved.

\"% General conclusions

In this paper, the Balassa stages of economic integration were reviewed and analysed from both a
historical, economic and political context. The implied sequence of integration was also placed in the
coﬁtext of the liberalisation of the world trading system, and examples were given of regional integration
projects and different integration dynamics. The Balassa framework was found to be useful but flawed
from a dynamic perspective, and a new taxonomy was developed which encompasses a variety of
integration dynamics.

The sequence of economic integration was analysed using two different approaches - a backward-
looking economic conditionality approach, where each stage of the integration was conditioned on other
stages - and a forward-looking politico-economic spillover approach which looked at how which further
stage(s) of integration are suggested at any specific stage of integration.

Comparisons were then made between the economic integration projects that exist today.
Discussion of the starting points and the dynamics of each integration project included cultural and

historical commonalities, political preferences and regional context. Further, using the notion of process
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path-dependency, each stage of economic integration was analysed and it was determined that monetary
union was the easiest to implement and likely implied less political spillover effects at the supra-national
level.

The framework used to link the different stages of economic integration was then applied to the
EU, given a successful implementation of EMU. The analysis uﬁcovered three possible options, all with
different implications for the endpoint of the integration dynamic in the EU. The main finding was that
there is no logical reason why fiscal union needs to occur directly after EMU - the alternative being a
dynamic that pushes for political union first and then this might legitimate fiscal sovereignty at a

supranational level.
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