
CHAPTER 2: Factors Conducive To Regional Economic Integration 

 

The impetus for regional economic integration draws its rationale from standard trade 

theory, which states that free trade is superior to all other trade policies.  Free trade 

among two or more countries will improve the welfare of the member countries as 

long as the arrangement leads to net trade creation.  

 

The term ‘regional integration’ covers a wide variety of schemes, different in depth 

and kind, moving from most limited to deepest integration: 

1. Preferential Trade Agreement: customs duties on trade among members are 

reduced compared to those on trade with non-member countries;  

2. Free Trade Area (FTA): tariffs and quotas on trade between members are 

totally removed, but members retain control over their own restrictions on 

trade with non-member countries; the different rules applying to external trade 

make a system of rules of origin necessary;  

3. Customs Union: in addition to free internal trade (as in the FTA) member 

countries apply a common external tariff (CET) on trade with non-member 

countries; rules of origin are no longer required;  

4. Common Market: in addition to a customs union, there is free movement of 

factors of production; common restrictions apply to the movement of factors 

with non-member countries; and  

5. Economic Union: in addition to a common market, major economic policies 

(e.g. fiscal and monetary policy) are coordinated.  

 

A different way of classifying forms of regional economic integration is by type:  

1. Product market or trade integration;  

2. Labor market integration;  

3. Capital market integration;  

4. Monetary integration; and 

5. Integration of government activity and regulation, or cooperation.  

 

The previously described classification may be preferable to the classical taxonomy 

described above, since it allows each of the kinds of integration to occur with or 
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without other kinds.  For example, monetary integration may exist without an 

effective integration of product and factor markets – which is the case in the CFA 

Franc zone.  Whatever the classification, the main emphasis of regional integration is 

to promote equitable economic growth and is not an end in itself.  

 

In theory, effective regional economic integration will increase competition, reduce 

private transaction costs enabling firms to exploit economies of scale, encourage 

inward foreign investment, and facilitate macroeconomic policy coordination.  

Regional groupings should be open towards the world market in the sense of keeping 

tariffs at a level that does not encourage trade diversion.  For an outsider country 

contemplating entry to a trading bloc, the choice is determined by the trade-off 

between the costs of opening up one’s own market to more foreign competition, on 

the one hand, and the gains from obtaining better access to the bloc’s preferential 

market on the other hand (Andriamananjara 1999).  A regionally coherent 

liberalization strategy will reduce and smoothen the cost of adjustment to an economy 

in the face of globalization, both for the private and public sector (Hansohm 2002).  

Or, looked at in another way, we can say that the theoretical impetus for regional 

integration leads to equitable distribution of wealth, increased total welfare and 

reductions in uncertainty for member States.  One direct policy implication of this is 

that global free trade can be achieved through bloc expansion if trading blocs lower 

their external tariffs when they abolish their internal tariffs (Andriamananjara 1999). 

 

Research by the European Commission on regional trading arrangements reveals that 

the gains of trade from these agreements are maximized if two specific criteria are 

met: 

1. Optimal proximity between partners: not merely geographical proximity 

but also economic, regulatory and cultural proximity. 

2. Willingness to tackle areas beyond the elimination of tariffs barriers: 

thus measures must be taken in areas including, non-tariff barriers, regulatory 

cooperation, capital movements and freedom of providing services. 

 

The next sections of this chapter will expose and explain the theoretical basis for regional 

economic integration and how the positive effects of integration can be manifest for 
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developing nations, through economies of scale, complimentary economies, efficient use 

of resources, export oriented industries, and peace and security through integration. 

 

2.1 – Economies of Scale 

 

The basic concept behind economies of scale dictate that under the condition of 

increasing returns to scale, and cost considerations a product can be produced 

efficiently and relatively cheaper over time. 

 

In the case of regional blocs, achieving significant economies of scale on the 

production of their products will normally centralize production and establish an 

export hub from the central production location.  Through this form of centralization 

and standardization of production, nations can engage in mass production and mass 

marketing, which can generate large cost advantages over competitors in the forms of 

competitive advantages. 

 

However, if nations need to tailor their products to individual markets, they are unable 

to achieve significant scale economies and will be more likely to produce 

differentiated products in a variety of foreign locations.  Tailoring products to 

consumers in each country is not necessarily a detrimental production scheme because 

specialized or tailored products maybe become more desirable and be sold for a 

premium within a local market versus goods that are mass-produced ‘generically’ for 

an expanded market. 
 

Products sensitive to the needs for economies of scale are those where mass 

production can drive costs down the most.  These tend to be somewhat standardized 

products that benefit from long production runs.  Items such as automobiles, 

information technology equipment, pharmaceuticals, and plastic products tend to have 

significant scale economies.  Items that are hindered by mass production are those 

that would be least sensitive to the need for economies of scale.  Items such as arts 

and crafts and high fashion goods might even have negative economies of scale where 

the more produced, the less value is created. 

 

In the case of regional blocs, goods that require tailoring to each market or culture 
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(e.g., food, clothes, footwear) would benefit less from economies of scale, since a 

standardized product would not necessarily be desirable across the bloc.  The power 

of scale economies across a regional bloc is that centralized, efficient and competitive 

production schemes create overall benefit for the region in the global economy. 

 

2.2 – Complimentary Economies 

 

Arguably, the most important features of a regional configuration are the relative 

degree of balance and complementarity and the extent to which the component states 

are oriented to integrative behavior.  It is further argued that a relatively balanced 

distribution of economic capabilities ensures genuine equalities and breeds mutual 

confidence while unequal capabilities cause apprehensions – real or perceived – 

among the weaker states because of their disadvantaged position economically and 

politically (Centre for Democracy and Development, 2002). 

 

Trade creation arises when a member country replaces goods produced domestically 

at a relatively high cost before the integration, with goods imported from another 

member country within the union at a relatively lower cost.  However, trade 

diversion or suppression occurs when low-cost goods previously imported from the 

outside world are replaced by a higher cost import from a member country within the 

union. 

 

Furthermore, the overall cohesion of the economies, or their similarities must be taken 

into consideration.  According to Daniels and Radebaugh (2001), most of the world’s 

trade occurs among countries that have similar characteristics.  Thus, similar markets 

will have demand for similar products.  The same study also reveals that countries 

that are near each other will trade more than countries that are distant from each other, 

as distances that goods need to travel between countries are short and consumers’ 

tastes are likely to be similar.  In addition to this, having a similar language and 

religion tends to facilitate trade among countries.  Finally, countries that similar 

political ideologies or a common history and interests may therefore be more willing 

to coordinate their policies and tend to have stronger trade relationships than those 

who do not. 
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The aforementioned theory is however not absolute and leaves room for much 

variation as the European Union is comprised of diverse languages, cultures and 

political forms, yet has been a success story for economic integration.  The research 

of Gabel and Whiten (1997) reveals that EU citizens publicly support European 

integration because they view the economic conditions as favorable due to the 

“subjective” economy and its overall benefit to individual citizens rather than 

“objective” measures of economic indicators.  There are also examples from 

ECOWAS and other regional blocs in Sub-Sahara Africa where predominant amounts 

of trading are done between nations on a subjective pretext, yet are quite distant 

geographically through fermented by strong colonial ties. 

 

To further explain how complimentary economies create favorable conditions for 

economic integration the degree of dependence or interdependence among member 

states should be assessed.  As no country is entirely independent from or entirely 

dependent upon other countries, countries can be place on a mixed continuum 

between those two extremes. 

1. Independence - A country would have no reliance on other countries for 

any goods, service, or technologies.  Of course, such a country would 

have to go without any goods they could not produce themselves.  Certain 

indigenous tribes cut off from the rest of the world would serve as 

examples of extreme independence. 

2. Interdependence - Countries develop trade relationships based on mutual 

need.  France and Germany, for example, have highly interdependent 

economies. Each depends approximately equally on the other as a trading 

partner, and so neither is likely to cut off supplies or markets for fear of 

retaliation. 

3. Dependence - Many developing countries have decried their dependence 

because they rely so heavily on the sale of few primary commodities 

and/or on one country as a customer and supplier.  This dependence has 

often has grown out of a colonial relationship.  Roughly one-fourth of 

emerging economies depend on one country for more than half of their 

export earnings (Daniels and Radebaugh 2001). 
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Within a regional bloc, the ideal situation would be a balanced interdependence, 

however due to natural resource endowments, population unbalances and the 

geographic positions of nations, a truly balanced interdependence is difficult to 

establish.  For example, in ECOWAS, the land locked nations of Mali, Burkina Faso 

and Niger are completely dependent upon neighboring countries for access to 

shipping/trading lines.  Furthermore, regional giants such as India, Brazil, China, and 

Nigeria have large populations and labor reserves that create unbalanced advantages 

over their neighbors and create an uneven draw for labor-intensive industries and 

foreign investment. 

 

2.3 – Efficient Use of Resources 

 

On the supply side, nations within economic blocs (both small and large) are likely to 

enjoy more efficient allocation and management of available regional resources 

among members based on each country’s comparative advantage. The consequent 

enhanced efficiency within the region would further stimulate production for export 

into the global economy.  On the side of the consumers within the region, lower 

prices1 and the greater variety of consumables is capable of increasing the general 

welfare of citizens within the sub-region.  The consumer will, however, lose some 

welfare by not buying from the cheapest supplier in the world, as regionalization will 

inevitably divert their consumption to the cheapest producer within the economic bloc 

(Centre for Democracy and Development, 2002). 

 

Efficient use of resources within a regional bloc can only be determined if an optimal 

location of economic activity for a particular product is established.  The implication 

of this is that regional blocks could enhance economies of scale by establishing 

efficient resource sourcing and production activities in one location, for example, 

natural resource advantage, rather than replicating said activity in each country 

leading to overall efficiency of production in one member state versus producing said 

good in a less suited member state (Geda and Kibret 2002). 

                                                 
1  Economic theory postulates that allocating production to the cheapest per unit cost location of a product 

within the region should create overall efficient use of resources. 
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In order to fully grasp the nuances of efficient use of resources within a regional bloc, 

two popular economics theories; namely, absolute advantage and comparative 

advantage can be briefly explored. 

 

Based on Adam Smith’s theory of absolute advantage, Smith reasoned that if trade 

were unrestricted, each country would specialize in those products in which it had a 

competitive advantage.  Each country’s resources would shift to the efficient 

industries because the country could not compete in the inefficient ones.  Through 

specialization, countries could improve their efficiency because 1) labor could 

become more skilled by repeating the same tasks, 2) labor would not lose time in 

switching among production of different products, and 3) long production runs would 

provide incentives for the development of more efficient working methods. 

 

Within regional blocs, we must further break down a countries absolute advantage 

into two levels: 

A. Natural Advantage – A nation may have an advantage in some 

products because of natural resources. 

B. Acquired Advantage - In manufactured goods, countries usually have 

acquired an advantage in either their product or process technology. 

 

David Ricardo’s theory of Comparative Advantage, argues that though a nation may 

have several absolute advantages over other nations, it is more efficient and effective 

for that nation to focus on the industries it is most well suited for and allow another 

nation to produce other products.  For example, both Sri Lanka and the United States 

have excellent industries for producing wheat and tea.  However, the US is better 

suited for producing wheat2 and therefore, by concentrating on the product where it 

has its greatest efficiency advantage (wheat) and letting Sri Lanka produce the 

product (tea) in which the United States is comparatively less efficient, global output 

can be increased and specialization and trade can benefit both countries. 

 

                                                 
2 Wheat is considered to have more usages on the world market than tea and thus has higher value for 

production in the United States 
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Ricardo showed that the specialization good in each country should be that good in 

which the country has a comparative advantage in production, to adequately identify a 

country's comparative advantage good requires a comparison of production costs 

across countries.  However, one does not compare the monetary costs of production 

or even the resource costs of production3.  Instead, one must compare the opportunity 

costs of producing goods across countries (Suranovic 2004). 

 

                                                 
3 An important factor to production costs are added labor needed per unit of output 
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2.4 – Export-Oriented Industrialization 

 

Regional blocs have interesting economic interdependencies as they benefit from free 

or relatively hindrance free trade both internally and externally.  Export-oriented 

industrialization can be seen as an excellent benefit to regional blocs because they 

lead to: 

1. Use of excess capacity - Excess output at home can often be sold abroad. 

2. Cost reductions - Economies of scale can be achieved by serving an 

expanded regional market and ultimately the global market. 

3. Greater profitability - Foreign customers may be willing to pay a premium 

price for products. 

4. Risk spreading - Business cycles and product life vary among countries. 

Geographic diversification may eliminate seasonal sales volatility, for 

example. 

 

National economies that operate effectively within a regional bloc and trade 

internationally tend to benefit from freer trade.  Shipments among subsidiaries and 

access to foreign markets are made easier the more countries adopt and adjust to free 

trade policies.  

 

2.5 – Peace and Security through Integration 

 

Arguably, the most important factor for the promotion of regional economic 

integration, especially among developing nations is peace and security.  Regional 

economic units are a continuum of three stages – co-operation, co-ordination and full 

integration with an ulterior motive of averting intra-regional conflicts.  Economic 

integration contains a certain dynamic logic that bargaining collectively will fulfill the 

background functions of a political structure, similarities in economic and industrial 

development and ideologies.  This continuum implies that success in one integration 

sector will then lead to advances across a much broader front, just as the economic 

achievements of the 13 American colonies in the 1800’s and the European Union in 

the 1950’s generated additional political and strategic co-operation.  The research of 

Nye (1965) also reveals interestingly that, “Nearly all successful political unions in 
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Africa, for example, have either occurred before independence and/or involved United 

Nations actions such as were seen in Ghana-British Togoland, Somalia-British 

Somaliland, and Cameroun-British Cameroons.” 

 

The progress of the European Union is explicitly interesting to this argument as 

history reveals Winston Churchill's plans for a United States of Europe in 1946.  Post 

World War 2 Europe formally began its integration initiatives with only six nations; 

Belgium, France, Germany, Italy, Luxembourg, & Netherlands, in 1951 and was 

christened the European Coal and Steel Community (ECSC).  European integration 

was helped by its initiation in an environment in which Europe had (as a result of war) 

undergone a drastic change from autonomous actor to pawn in a bipolar power 

struggle (Nye 1965). 

 

The 1957 Treaty of Rome, building on the foundation laid by the European Coal and 

Steel Community, created the European Economic Community (EEC) and launched 

the most comprehensive effort at economic integration and voluntary political 

cooperation of the 20th Century.  The Treaty of Rome also created the basic 

framework for today’s EU, including provisions for a European Commission, Council 

of Ministers, Assembly (now the European Parliament), and Court of Justice. 

 

Through a process of negotiated enlargement, the EEC's original six became, by 1995, 

the EU fifteen. The EU member states were then: Austria (1995), Belgium (1958), 

Denmark (1973), Finland (1995), France (1958), Germany (1958), Greece (1981), 

Ireland (1973), Italy (1958), Luxembourg (1958), Netherlands (1958), Portugal 

(1986), Spain (1986), Sweden (1995), and the United Kingdom (1973) (see 

Illustration 2, page 24). 

 

In the 1990s, the Maastricht (1992) and Amsterdam (1997) treaties amended the 

founding treaties.  Among other changes, these treaties established the Economic and 

Monetary Union (EMU), launched mechanisms for a Common Foreign and Security 

Policy, and extended new democratic authority to the European Parliament.  On 

January 1, 2002, the introduction of the euro as the single currency for 12 EU member 

states was completed.  (Note, not all members of the EU are members of the EMU or 
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use the Euro as each member state must take a popular local vote to initiate its use.) 

 

The Treaty of Nice, signed on February 26, 2001 instituted reforms necessary for EU 

enlargement.  Accession negotiations began with 12 candidate countries: Estonia, 

Latvia, Lithuania, Poland, Hungary, Czech Republic, Slovakia, Slovenia, Cyprus, 

Malta, Romania, and Bulgaria.  Turkey is also a candidate country (An Arab nation 

that has been vying for EU membership into the predominantly Christian EU for 

several years).  Even Morocco, another Arab and North African nation, has been 

vying for entrance into the EU but its application has been rejected several times.  

Currently, the EU has 25 members states and has allowed the entrance of Bulgaria 

and Romania in 2007 (Daniels and Radebaugh, 2001). 

 

In essence, post World War 2 Europe, with much of its infrastructure and economies 

severely damaged or destroyed by Nazi Germany, decided that a bonding of 

interdependent economies would both enhance reconstruction and development 

efforts, and greatly hinder another cause for war.  EU powerhouses France and 

Germany whom have two of the most robust economies and well-matched 

populations greatly depend on each other for resources, industry and overall trade. 

The EU has a healthy, educated and relatively wealthy population of over 370 million 

people. It has developed itself into an economic juggernaut only second to the 

NAFTA in PPP per capita of over 25,000USD and many other positive economic 

factors (Wikipedia: European Union, 2004).  There is simply too much at stake for 

any member of the EU to initiate conflict internally or among another member states 

as their economies and political ideologies are heavily intertwined.  If nothing else, 

fear of economic reprisal would dissuade any EU nation from enacting cause for war 

or instability. 

 

Lastly, it is important to mention that no group of nations can create meaningful 

integration without the proper foundations of political will, infrastructure and 

complementarity.  If a nation or group of nations does not have certain underlying 

attributes already effectively running, it cannot realize broader cooperation or 

integration, (Axline 1977).  These issues and several other factors against economic 

integration will be elaborated further in chapter 3.
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Illustration 2: Map European Union 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: http://www.germany.info/relaunch/politics/eu/pictures/EU_MAP_2007.jpg 
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