




The Economics of
European Integration



������ �������	 
��	�� � �����,
��������� ��� �	 ����� ������ ��� ����

��	 �� ��������	 � ������ �	
���	�, ����� � �	�� ��� ����	��.

���t� t���� l�t, �i�mmg jai Mij	kao,
a
ieq�mx sa p�msa rsom j	rlo ejs�� ap	 ats	 so bibk�o

pot dem e�mai ��po�a lpqors�
r�gm ac�pg, sgm et�tv�a jai �gm ekp�da pot pqor
qotm.

Ai miei figli, Jovan e Nikola
dedico ogni cosa, tranne questo libro,

che non vale tutto l’amore, la felicità e la speranza
che mi danno.

To my sons, Jovan and Nikola,
I dedicate everything in the world except this book

which is worthless compared with
the love, happiness and hope that they provide.



The Economics of
European Integration

Limits and Prospects

Miroslav N. Jovanović
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Preface and
Acknowledgements

Created by the Treaty of Rome1 in 1957, the European Union (EU)
established a full customs union in 1968. This was, indeed, a great achieve-
ment in economic integration as it took place well before the deadline
stipulated in the treaty (1970). The first EU enlargement in 1973 fol-
lowed this early success. Then came a period of Eurosclerosis and Euro-
pessimism in the 1970s and early 1980s. The EU received an antidote in
the form of the Single Market Programme (1985–92). The objective of
this ‘technical’ programme was to remove non-tariff barriers on internal
trade, open up the internal market, stimulate competition and, hence,
increase welfare in the region. The next logical step to consolidate these and
earlier achievements in European integration was to eliminate exchange
rate fluctuations and to move the EU towards economic and monetary
union. That step came with the Maastricht Treaty (1991). European eco-
nomic, monetary and certain aspects of political integration gained
momentum. The European Monetary Union (eurozone) started for the
12 EU member countries in 1999, while the euro notes replaced their
national currencies in 2002. The European Council in Lisbon (2000) set a
new strategic and ambitious goal for the decade: to make the EU ‘the most
competitive and dynamic knowledge-based economy in the world capable
of sustainable economic growth with more and better jobs and greater
social cohesion’.2
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The eastern bloc fell apart in 1989 and with it went several composite
countries. This provided a rare opportunity to redesign Europe. The Treaty
of Nice (2001) paved the legal and organisational way for the eastern
enlargement of the EU in 2004, when EU membership increased from 15
to 25 countries; several more countries are in line to join.

The EU was an attractive and long-lasting institution for countries to join
in an attempt to shape a common European future. The EU, with different
degrees of success, provided a fairly flexible foundation for a relatively
smooth absorption of certain changes brought by various economic, polit-
ical and organisational challenges and opportunities. The EU was chang-
ing, adapting, expanding in scope and coverage, and it survived. However,
has the European integration exhausted itself ? Are there limits to European
economic integration? Has the EU reached the ceiling? The answer to these
questions is negative. For example, if some projects had a fairly limited
success, if they are more aspirational than operational (at the moment), even
if some of them fail, that does not mean that the idea of European integra-
tion is weak or perhaps moribund. On the contrary. There are many other
areas, dimensions and speeds for European integration that may preserve
the continent’s unity along with its diversity.

The objective of this book is to look into the origin, evolution, oper-
ation, problems, successes, failures and possible prospects for economic
integration in Europe through the EU. Economic integration of some of
the oldest nations in the world with different organisational traditions and
history, full of secular conflicts and rivalries, is a tremendously difficult,
but potentially highly rewarding political and economic task. Economic
integration between relatively small and medium-sized countries can be
recommended and defended with the same arguments that are used for the
integration of various regions within a single country. Just as one can
always enhance the integration of various regions within a single country
and exploit unexplored opportunities for national economic integration,
one can do the same in a group that comprises various countries. In pure
economic theory and taken to the limit, this process could continue until
the whole world is integrated. However, there are mainly political limits to
doing this on the national level. There are also mainly political limits to
further integration in a group that integrates different countries. The main
one is the protection of regional and national sovereignty and, hence,
distinctiveness.

The term ‘European Union’ is used throughout the book as the organ-
isational habitat for the European integration. The one exception is the first
chapter on the origin, evolution and prospects for European integration
from the European Coal and Steel Community, to the European Economic
Community, the European Communities and finally to the EU.
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The book is organised as follows. Chapter 1 traces the origin, evolution
and prospects for the EU. It starts with the ideas for European integration
as a means for West European reconciliation following the Second World
War. A relatively modest beginning with a sectoral integration (coal and
steel) was extended to a wider economic integration in the European
Economic Community. Once economic integration started, the process
continued to expand in spite of hiccups. European integration grew from the
economic sphere to new areas such as foreign policy, security and defence.
It also included an ever-increasing number of member countries.

Monetary integration is the subject of Chapter 2. Monetary domain is,
together with trade and competition, the first area where the impact of real
integration is felt and tested. An overview of the theory of optimum cur-
rency areas precedes the discussion of monetary integration in the EU.
Consideration of monetary integration as conceived in the Maastricht
Treaty criteria reveals that the eurozone has potential, but also a degree of
fragility. However, the political determination of the participating countries
to stick to this project is so strong and clear that it will continue at least in
the medium term. This is in spite of coordination difficulties as almost half
of the 25 EU member countries are in the eurozone, while the other half are
out of it either by choice or by ineligibility.

Chapter 3 deals with fiscal policy and the budget. Once tariffs and quotas
are removed on intra-EU trade, the illusion is that such trade is free. Not
quite. Differences in taxes may contribute to the distortion of internal trade
and factor flows. Although there were certain achievements in the approxi-
mation of taxes in the EU, there is immense room for improvement.
Consideration of the EU budget reveals that, apart from agriculture, the
budget does not play a significant role in many aspects of EU economic
policy. This is particularly important because of the lack of influence on
EU macroeconomic stabilisation. Following the EU eastern enlargement in
2004, very tough, complicated and controversial negotiations are expected
to define the new EU financial perspective that will set the EU spending for
the 2007–13 period. In any case, in 2004 the EU entered into a much more
difficult phase of integration than most people imagine.

The Common Agricultural Policy (CAP), covered in Chapter 4, is,
together with trade and competition, the oldest major economic area in
which the EU exerts significant influence. The CAP was based on political
compromise between France and Germany, it consumes the bulk of the EU
budget, distorts trade and is in need of an overhaul. However, historically,
agriculture has been a very special social and economic activity in Europe for
several millennia. Hence, it may be unfair, unnecessary and harmful to assess
the needs, accomplishments and effects of this sector by employing uncondi-
tional free trade criteria. None the less, external factors, such as negotiations
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about liberalisation of trade under the auspices of the World Trade
Organisation (WTO), continue to push for the reform in the EU farm policy.

Chapters 5, 6 and 7, respectively, on competition, industrial and trade
policy, form an integral part of this book. The division of certain topics
among those chapters is arbitrary. For example, consideration of non-tariff
barriers is placed in the trade chapter, although it could easily fit into the
other two. The EU has greatly expanded its involvement in competition
matters (state aids or restrictive business practices), which has an impact on
industrial policy. Within industrial policy, technology policy shapes the
comparative advantage of the EU, which in turn, has an impact on
competition and trade. The EU is one of the largest international traders.
As such, it exerts an influence on international trade flows and negotiations
within the WTO and its predecessor, the General Agreement on Tariffs and
Trade (GATT). The EU has a passion for preferential (that is, discrimina-
tory) trade agreements. It has considerable discretionary power to
differentiate among its trade partners by offering or not offering different
types of trade and cooperation agreements. Although member countries of
the EU are members of the WTO, which promotes multilateralism, the EU
‘rewards’ its foreign friends with special bilateral trade agreements.

Spatial location of production and regional policy (Chapter 8) is relevant
because one of the most important and challenging questions in eco-
nomics is where will economic activity locate in the future? In addition, in a
monetary union, balance of payments disequilibria are replaced by regional
discrepancies. A country or an economic group cannot be considered as well
integrated if regional disparities do not have at least a tendency to narrow.
There are still large regional gaps in the EU(15), but the EU budget is still
too small to reduce them. This problem is accentuated with the eastern
enlargement, that is, the entry of Central and East European countries
which have an average GDP per capita well below the EU average. In addi-
tion, the solution to the ‘regional problem’ is important for the cohesion of
the group. An interesting finding is that while certain member countries give
up their national regional policies as inefficient, the EU is expanding its role
in this area.

Chapters 9 and 10 discuss factor mobility. Capital mobility (foreign
direct investment) is still highly concentrated in the ‘core’ EU countries,
although certain EU-rim countries such as Spain show that if the infra-
structure and a certain type of labour are provided, this may give foreign
investors the incentive to locate production in a peripheral EU country.
Labour mobility in the EU is quite low because of various social barriers.
Any such mobility tends to come from third countries.

The rest of the book covers relatively small, although expanding, policies
of theEU.Chapter11addressessocialpolicy,whichat theEUlevel isnothing
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like the national policy. EU social policy is carried out in part through the
European Social Fund, which gives support to the vocational training of the
unemployed. Although the objectives of the European Social Charter are
noble, its provisions may introduce additional rigidities in the labour market,
which would be very undesirable in a situation of relatively high and persist-
ing unemployment and when the business community demands a higher
degree of flexibility in labour markets. Demographical trends are such that
therewillbeserious labourshortages intheEUfrom2010forseveraldecades.
Controlled immigration may be one of the solutions to this problem.

The environment policy of the EU (Chapter 12) is relatively novel, but it
is expanding in scope and coverage. All EU policies and projects must take
into account their consequences on the environment. Chapter 13 is devoted
to transport policy. Although the Treaty of Rome advocates a common EU
transport policy, this has not been evident for a very long time, which is one
of the big disappointments in the process of European integration. There
are certain signs that the policy is getting off the ground, but problems arise
from a lack of financial resources for large pan-European infrastructural
projects. Following the experience with the Channel Tunnel, the private
sector is very wary of similar projects in the future, while governments are
lukewarm to such proposals as they struggle to keep their budget deficits
under control.

The eastern enlargement is altering the EU almost beyond recognition
(see Chapter 14). The EU has an unprecedented opportunity to reshape
Europe and make it a better and safer region. However, the EU is no longer
what it was 30, 20 or even 10 years ago. From a relatively ‘generous’common
market (later Single European Market) regarding expenditure on agriculture
and other policy areas such as cohesion, the EU has become a much more
demanding and costly place to be in as far as the acquis communautaire3

is concerned. At the same time, EU spending has become tight and
thrifty. Hence the ‘promised land’ the Central and East European countries
expected from the EU at the time (1989) when they aspired to join is not at
all what they got at entry in 2004. It may take the EU at least a decade or a
generation to ‘digest’ all the economic, political and organisational dimen-
sions that the eastern enlargement brings with it.

The conclusion of the book is that there is much room for reform and
improvement in European economic integration. The constraints come
from the political sphere where certain vested interests and national and
European elites, rightly or wrongly, preserve certain parts of national
sovereignty, while on the EU level, they do certain things (monetary
integration) for which there is a lack of large-scale popular enthusiasm and
support. They fail to explain convincingly to the people that in economic
integration sovereignty is most often pooled, rather than given up.
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I hope that this book will be of interest to economists concerned with
international economics, integration and European studies. If it is also of
interest to others, such as those specialising in economic development,
international business and management, as well as policy makers, then this
is to be welcomed.

My involvement in European economic integration began when I was
studying the topic at the University of Amsterdam (1980–81). That period
was followed by work in other subjects, such as industrial policy, foreign
direct investment and the geography of production. However, an interest in
European integration has always been present, although in the first half of
the 1980s, during the period of Eurosclerosis, I did wonder whether my
choice of specialisation was wise.

Over the years I have profited from the intellectual capital of many friends
and colleagues. There are several to whom I owe a special debt of gratitude
for various kinds of assistance and encouragement in the preparation of this
book. Je tiens à remercier tout particulièrement Marinette Payot qui m’a
beaucoup aidé sans que je le sache. Others include Marc-Aurel Battaglia, Luis
Biedma, Martine Campoy, Victoria Curzon Price, Anthony Donnarumma,
Sandra Ducic, Dencho Georgiev, Monique Ferrand, Cristina Giordano, Eric
Fiechter, Eckhard Freyer, Dragos Kalajić, Oskar Kovac, Philip Kuruvilla,
Alexandar Rado, Marina Rossi, Dusan Sidjanski, Constantine Stephanou,
Rolf Traeger, Henri Tyrman, Joanna Wheeler and James Wiltshire. Jovan and
Nikola Jovanović assisted considerably with the figures. Luke Adams was
enthusiastic about this project from the outset, while Margaret Pugh edited
the text superbly. Alison Stone efficiently prepared the text for print.

I am very grateful to all of them. The usual disclaimer applies here: I alone
am responsible for all shortcomings and mistakes. In addition, the expressed
views are only my own and have nothing to do with the organisation in
which I work.

Notes
1. The Treaty of Rome has been altered by the Single European Act (1987) and the treaties

of Maastricht (1992), Amsterdam (1997) and Nice (2001), respectively. Throughout this
book reference is made to the latest consolidated version of the Treaty of Rome (2002)
available at the following web address: http://europa.eu.int/eur-lex/pri/en/oj/dat/2002/
c_325/c_32520021224en00010184.pdf.

2. European Council, Lisbon 2000, Presidency Conclusions, §5.
3. The existence and operation of the EU is based on law. The whole body of the established

EU laws, policies and practices is called the acquis communautaire or the EU patrimony.
It is widely estimated that the acquis consisted of about 80 000 pages of legal acts in 2004.
The ever-evolving and -expanding acquis was enlarged by 2348 new regulations in 2003
alone. However, most of the regulations have a limited time duration.
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Anyone who hears and obeys these teachings of mine
is like a wise person who built a house on solid rock.

Rain poured down, rivers flooded, and winds beat against that house.
But it did not fall, because it was built on solid rock.

Matthew 7:24–5

1 The Origin, Evolution
and Prospects for the
European Union

1. Introduction
The concept of European integration has been a topic for discussion among
European intellectuals since the early 1920s.1 The idea, however, can be traced
back to the Middle Ages. At the start of the 14th century, Dante Alighieri
argued in his book On Monarchy in favour of a supranational power that
would respect diversity between different peoples and their traditions, while
Pierre Dubois had the idea of a Christian Republic. In 1849, Victor Hugo was
in favour of a pan-European integration in which nations of the continent
would not lose their individuality. Richard Coudenhove-Kalergi argued
in 1923 for the creation of a Pan-European Union. An emerging ‘European
movement’ assembled about 2000 participants from 24 countries in a
Congress in Vienna in 1926. They approved the Pan-European Manifesto that
was, among other things, in favour of a customs union, common currency,
military alliance and the protection of national minorities. Aristide Briand,
the French foreign minister, was in charge of the Government Memorandum
on organisation of the federal union in Europe in 1930, at the time when Adolf
Hitler scored his first electoral victories. The memorandum considered issues
such as a common market; customs union; free movement of goods, capital
and people; and a community of European people (Sidjanski, 2000, pp. 7–9).
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Altiero Spinelli and Ernesto Rossi, although deported to the island of
Ventotene (west of Naples) in 1941, founded the European Federalist
Movement and secretly circulated the Ventotene Manifesto. At its first
meeting in Milan in 1943, the movement established a structure and strategy
for action. To avoid international anarchy and safeguard freedom in Europe,
they claimed, one needs to establish a federal Europe to which nation states
should transfer certain sovereign rights in the common interest of all
Europeans (Sidjanski, 2000, p. 10). Following the Second World War, the
British and Americans would restore nation states in their old form. As was
often the case in the past, this would again permit the British and now the
Americans to shape the European continent in a pattern and form that
would serve their own economic and geopolitical interests. Therefore, this
had to be resisted. According to the Manifesto, federalists must snatch the
opportunity created by the turmoil and uncertainty that would accompany
the end of the war in order to establish a European Federation.

In Nazi Germany in March 1943, Carl Friedrich Goerdeler circulated
within the German resistance movement a secret paper on European
unification. He proposed that an economic union with a permanent council
should be created immediately after the war, and political union would
follow. There should be a European ministry of the economy, a European
army and a European ministry for foreign affairs. A democratic Germany
should join the integration process with France. If Germany were inte-
grated in a democratic community, this would prevent it from undertaking
another military adventure (Sidjanski, 2000, p. 11).

The Second World War left many deep scars in Europe. These included
not only the destruction of a large part of the population and production
potential, but also the presence of foreign troops in many countries. There
was also a danger that after their joint elimination of Nazism, the con-
fronting forces of the Red Army and the armies of the West would create an
open conflict between East and West. That was clearly seen by Winston
Churchill, who called for a closing of the ranks in the West. In a speech in
Zurich on 19 September 1946 he said: ‘I am going to say something that will
astonish you. The first step in the recreation of the European family must be
a partnership between France and Germany’ (Jansen, 1975, p. 7). It was a
revival of many earlier visions that cooperation between former adversaries
could defuse potential conflicts in the future.

Intellectuals on the European continent continued to develop the inte-
gration idea after the Second World War. The European Federalist Union
was created in Paris in 1946. This multiparty movement was matched by the
creation of similar partisan movements among the Christian democrats and
socialists. Political issues were supplemented by the establishment of the
European League for Economic Cooperation on the initiative of Paul van
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Zeeland in 1947. The League prepared studies on issues such as capital
mobility, monopolies, enterprises and currencies. In the same year, the
Hague Congress considered two prominent reports dealing with possible
ways for European integration. The first one was on federalist issues, by
Denis de Rougemont, and the second on economic issues, by Maurice Allais.
All these activities by European intellectuals and government officials point
to the fact that ideas about European integration were sincere and that post-
Second World War regional integration was a real prospect.2

Declassified documents by the United States (US) government reveal
that the US intelligence community ran a covert operation during the 1950s
and 1960s to build a momentum for a united Europe. It funded and directed
the European Federalist Movement, the most important federalist organ-
isation at the time. In 1958, for example, it provided over half of the move-
ment’s funds.3

This chapter is structured as follows. Section 2 starts with a survey of first
ideas about European integration and the Marshall Plan. This is followed by
sections on the expansion in the unity of Western Europe (Section 3) and the
creation of the European Coal and Steel Community (Section 4). Section 5
examines political cooperation. The next step in integration was the estab-
lishment of the European Economic Community (Section 6) and the
European Free Trade Association (Section 7). Sections 8 and 9 deal with the
EEC and Britain, and the Luxembourg Agreement, respectively. European
integration led to the enlargement of the European Economic Community
(1973) (Section 10). A period of Eurosclerosis (1974–84) (Section 11) was
changed by the Single European Act (1987) (Section 12). The Maastricht
Treaty (1992) (Section 13) paved the way for economic and monetary union
(eurozone). Section 14 examines the northern enlargement. The treaties of
Amsterdam (1997) (Section 15) and Nice (2001) (Section 18), respectively,
reformed the institutions and enabled the European Union to expand east-
wards. The acquis communautaire is examined in Section 16, and Agenda
2000 and the Lisbon Council in Section 17. Sections 19–21 present views
about the possible structure, direction and potentially federal future of
European integration and Section 22 concludes. Appendix 1A outlines the
structure and operation of the institutions of the European Union.

2. The Marshall Plan
The mistrust and apprehension between the East and the West reduced
contact between the two blocs, which basically was taking place only within
the United Nations (UN), and in particular its regional organisation, the
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Economic Commission for Europe, created in Geneva in 1947, with the aim
of fostering contacts among all European countries that would help with
the economic reconstruction of the region. The Cold War increased the gap
between the two blocs, and their respective countries tried to find their own
way in their political, military and economic recovery and development.

Poverty and hardship of a large part of the population tend to instigate
social upheavals, and such a situation led to the build-up of the left-wing
parties in the post-war period in France, Italy and Greece. Harsh winter
conditions (1946–47) and the following dry summer led to a shortage of
food. The aggregate production in Western Europe was small. Domestic
consumption absorbed almost everything that was produced. There was
little export surplus that might have covered the growing demand for
imports. The leader of the Western world, the US, realised that there should
be a consolidation of the social system in Western Europe by means of a
recovery programme. Such a programme would inject on a one-off basis a
large amount of aid into the West European economies. The expectation
was that it would help Western Europe recover and grow as a significant
market for American goods, services and interests.

In May 1947, three young economists who were working for the US
Department of State, Harold van Cleveland, Ben Moore and Charles
Kindleberger, wrote to George Kennan, Director of Policy Planning Staff,
calling for a ‘Coordinated European Recovery Programme’directed ‘toward
a strong and economically integrated Europe’. Among the ‘top secret’docu-
ments from that time, there was also a ‘Report of the Special “Ad Hoc”
Committee of the State–War–Navy Coordinating Committee’, in April
1947, which sought a ‘reintegration of these countries into healthy regional
and world trading and production systems’ (Machlup, 1979, p. 10). It was in
America’s strategic interest to have reliable partners in Europe, rather than
unpredictable adversaries.

In June 1947, US Secretary of State George Marshall gave a speech
at Harvard University announcing the European Recovery Programme
(known as the Marshall Plan). The plan basically revealed American readi-
ness to help the reconstruction of all European countries subject to two
conditions:

● European countries had to prepare jointly a reconstruction pro-
gramme; and

● they needed to agree about the amount of the financial-aid package,
as well as each country’s share in it.

The message of the plan to the Europeans was that they had to integrate in
some way if they wanted to get aid from America. Such a stance by the US
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was based on the top secret documents that argued in favour of European
integration (Machlup, 1979, pp. 10, 186), as the Americans did not have
confidence in some 20 atomised states in Western Europe. US aid was not
offered on a bilateral, but rather on a continental basis.

In July 1947, the foreign ministers of France and Britain invited their
counterparts from all European countries, with the exception of Spain, to
a conference in Paris to discuss the drafting of a joint reconstruction pro-
gramme. Poland and Czechoslovakia were the only countries from the East
that initially accepted the invitation. However, they both subsequently
declined because of the Soviet fear that the Marshall aid programme was
an American Trojan horse which would destabilise the Soviet zone of
influence. The Paris conference consequently took place with the partici-
pation of 16 West European countries.4 These countries established a
Committee of European Economic Cooperation (CEEC) which was sup-
posed to prepare the principles of the reconstruction programme and
suggest the necessary means to implement it. The programme was prepared
and submitted to the US government in September 1947.

In April 1948, the US government approved the European Recovery
Programme (the Marshall Plan). During the tenure of the programme
(1948–52), the US spent about $15 billion. The biggest single users of the
programme funds were Britain (about 23 per cent), France (about 20 per
cent) and the western zones of occupied Germany (about 10 per cent). The
Marshall funds had an enormous stimulating effect on the recovery of West
European countries from their post-war economic disarray. Marshall aid
was not conditional in any way, but in fact almost all the funds were spent
by the recipients in the US because that was the only country able to
provide the goods required.5

The member countries of the CEEC discussed the possibility of estab-
lishing a permanent organisation with the aim of fostering economic
cooperation among the member countries. Subsequently, they established
the Organisation for European Economic Cooperation (OEEC) in April
1948. During the negotiations there were, basically, two schools of thought.
The British thought that the OEEC ought to be an organisation with
minimum authority, just enough to satisfy the American demands. In con-
trast, the French argued that the OEEC needed to have a wider authority.
The British approach prevailed in the final agreement as the balance of the
European leadership tipped over to the British side. It should be remem-
bered that Britain was still an important partner in the victory over the
Nazis and one of the three parties that had divided up the world in Yalta
(1945), as well as a large colonial power. There are ancient rivalries between
France and Britain, but one may find here the first overt contemporary bone
of contention between Britain (and, perhaps, the Scandinavian states), on
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the one hand, and France and the other continental European states (which
would subsequently create the European Community) on the other.

3. Unity of the West
The creation of various economic, political and defence organisations in
Eastern and Western Europe reinforced the division of Europe into two
blocs. Britain, France and the Benelux countries dealt with questions of
mutual assistance in the event of an attack on any of those countries. In
March 1948 they6 established in Brussels the Western European Union
(WEU) which obliges the contracting parties to collectively defend them-
selves in the case of an armed attack.7

Fearing that Western Europe might in the long term become too inde-
pendent (or become communist) in the political and military field, the US
decided to continue its military presence in Europe.8 The US invited the
Benelux countries, Britain, Canada, Denmark, France, Iceland, Italy,
Norway and Portugal to unite in their defence efforts, and the North
Atlantic Treaty Organisation (NATO) was established in April 1949. An
armed attack on any NATO member country would be taken as an attack
on all NATO countries.9 West European countries accepted the American
proposition10 since that meant a partial reduction in the tax burden on the
domestic taxpayers. Italy was included in NATO from its inception,
although it is not an Atlantic state. The US had a paramount vision about
the question of defence. The Americans, as well as the French, wanted to
include Italy in the family of West European states, although it was a
member of the Axis, in order to avoid its isolation, which would create
fertile soil for any communist onslaught. In addition, Italy could provide a
strategic contribution to the south flank of the Alliance. The defence club
of the West now had an intercontinental dimension. Meanwhile, the WEU,
as a European defence institution, went into hibernation.

Economic cooperation of the West European countries in the post-war
period took place within the OEEC. Defence was organised first by the
Dunkirk Treaty (1947) of Britain and France (against Germany), then the
WEU (against Germany and the then Soviet Union), and next NATO
(against the Soviet bloc). Political cooperation, as the third pillar of
Western unity, was ignored – but not for long.

Political cooperation also started to develop in Europe. The Hague was
the site of the European Congress in May 1948 for the consideration of
issues linked with the creation of a united Europe. The congress was, in
essence, to take up two approaches to that issue. The first was the unionists’
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(minimalists’) model. The British and the Scandinavians (the Protestants)
argued that European unity could be achieved through intergovernmental
consultations. The second, the federalist model, was favoured by the French
(the Catholics). The federalists wanted a more formal organisation of
European political cooperation: a political institution with real and supra-
national powers. The subsequent debate led to the creation of the Council of
Europe. The Statute of the Council, according to the British–Scandinavian
model, was signed in London in 1949, but its headquarters was, and still is,
in Strasbourg.11

The Council of Europe is mainly occupied with issues relating to human
rights, freedom of the media, health, law and human mobility. The real
basis for a political union within the Council of Europe was modest, since
it excluded the defence issues, while the participation of neutral states pre-
cluded the possibility of a common foreign policy. The principle of unan-
imity in the Council made it difficult to agree on important problems.

The Yalta division of the world found a special partnership in the eastern
part of Europe, too. The Soviet Union wanted to consolidate its grip in the
East and created political (Cominform, 1947), economic (Comecon, 1949)
and defence (Warsaw Pact, 1955) alliances there. The Warsaw Pact was
created only after the entry of West Germany into NATO.

4. European Coal and Steel
Community

The rivalry between Germany and France brought about three open wars
between the two countries in modern history.12 France wanted to take advan-
tage of the favourable political circumstances following the Second World
War. After all, France was a part of the Allied forces that had defeated the
Nazis. Germany was occupied, and its discredited political and moral posi-
tion gave France an opening to shape and direct events in Western Europe
without Britain, albeit with some support from the US.

The occupation of West Germany could not last for ever. Therefore, the
Western Allies established the International Ruhr Authority in 1949. Its
aim was to control the production and distribution of coal, coke and steel
in the Ruhr region, in order to control West German heavy industry. The
economy of West Germany started to recover, and there were certain signs
that the country was looking for greater independence. The questions that
the Allies were facing were, on the one hand, how to permit the develop-
ment of the mighty West German manufacturing base in order to create a
strong shield to withstand the first blow in the event of armed conflict with
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the Eastern bloc and, on the other hand, how to prevent the situation of a
powerful West Germany again destabilising peace and security in Europe.
The solution was found in the Schuman Plan.

The UN Economic Commission for Europe was asked by the French gov-
ernment to prepare a report on trends in European steel production. The
conclusion of the report was that the national investment plans in European
countries in the area of steel production were proportionately larger than
would be justified by demand. Therefore, uncoordinated national invest-
ment in this industry would create overproduction (Economic Commission
for Europe, 1949). Jean Monnet, a senior officer of the French government
in the field of planning, made good use of these conclusions. He drafted a
plan for the establishment of the European Coal and Steel Community
(ECSC). The political responsibility for its presentation was taken by the
French foreign minister, Robert Schuman (Sidjanski, 1998, p. 6).

Robert Schuman presented this plan for the creation of the ECSC on 9
May 1950. Instead of opting for the first federalist action that would
embrace all economic aspects, Schuman and Monnet were realistic in
restricting it to a limited area: the production of coal and steel.13 In
Schuman’s words: ‘The solidarity in the production thus established will
make it plain that any war between France and Germany becomes not
merely unthinkable, but materially impossible’ (Jansen, 1975, p. 36). In this
unprecedented international cooperation project, France was ready to
sacrifice some of its sovereignty to a supranational14 body, the ECSC, which
would manage a part of France’s economy, in order to obtain partial control
of West German heavy industry. Konrad Adenauer, the West German
chancellor, saw a chance for his country to improve its subordinate position
in the post-war period and to regain equality with other states, so he
accepted the plan.

The Schuman Plan was one of the biggest turning points in French
history. In the past, France had always been looking for allies against
Germany, either in the east (Poland and Russia) or in the south (Serbia).
After the Second World War any partnership with those countries was out
of the question, at least during the Cold War division of Europe. Since coal
and steel were the most important levers of economic growth and conven-
tional warfare at the time, France decided to abandon a part of its sover-
eignty in those industries in order to penetrate the most important
manufacturing industries in its former and secular mortal enemy, Germany.

Italy and the Benelux countries accepted the negotiations with France
and West Germany concerning sectoral integration; they signed the Treaty
of Paris, which created the ECSC on 18 April 1951. The single original text
of the treaty was written in French and deposited in the French government
archives.
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The objectives of the ECSC are stated in the Preamble of the Paris treaty.
They include the maintenance of peace (mentioned three times in the
Preamble), a substitution of old rivalries, an avoidance of bloody conflicts
and a determination to raise the standard of living. The ECSC was expected
to contribute to economic expansion, the growth of employment and a
rising standard of living in the member states (Article 2). The principles of
the ECSC are given in Article 3. They include a regular supply in the
common market, equal access to the sources of production for consumers
in the Community, the prohibition of price discrimination and the need for
an orderly expansion and modernisation of production.

The High Authority is charged with implementing the Paris treaty
(Article 8). It may: facilitate investment programmes (Article 54), establish
a system of production quotas in the case of manifest crisis (Article 58),
influence prices (Article 60), outlaw agreements that prevent, restrict or
distort competition within the common market and authorise in advance
any transaction that might directly or indirectly bring about a consolida-
tion of industry (Articles 65 and 66), inspired by the French desire to block
a reconcentration of West German coal and steel industries. The treaty was
to last for a period of 50 years from its entry into force (Article 97). After
ratification, the Paris treaty became effective on 23 June 1952.15

During the Paris treaty negotiations, objections were raised that the
ECSC and its executive body, the High Authority, would avoid democratic
control. A compromise was found in the creation of another body, the
Council of Ministers, which was supposed to serve as a link between all
national governments and the High Authority (Articles 26–8).

5. Political cooperation
At about the same time that the ECSC was created, the international politi-
cal stage was burdened with worrying events. The Korean War (1950–53)
increased the possibility of a conflict between the East and the West, particu-
larly in Europe. The US demanded from its European allies that they
increase their defence efforts. The US also wanted to rearm West Germany –
a proposition that was unpalatable to the Europeans, since it was only five
years since the end of the Second World War.

René Pleven, the French prime minister, offered a plan for the creation of
the European Defence Community (EDC) in October 1950. The EDC
would integrate the armed forces of all NATO members, including those of
West Germany, and it would empower the West European minister for
defence to be in charge of that force. The EDC treaty was signed in May
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1952, but the French parliament failed to ratify it, so the whole project
broke down. The reasons for the failure of the EDC could be found in the
awkward situation in which the countries were supposed to have a common
defence policy, but without having a common foreign policy. The other
reason, no less important, was French involvement in Indochina (1946–54)
where it had a significant deployment of troops. If a European army were
to be created in those circumstances, then it would consist mainly of sol-
diers from West Germany! France could not accept that.16

The foreign ministers of the six ECSC countries wanted to consider the
notion of European political cooperation. They met in Paris in June 1953
to discuss the creation of a European Political Community (EPC), the aim
of which would be to fill the gap in political cooperation among the six
countries. Final agreement was reached in Baden-Baden in August 1953.
This attempt at political cooperation among some of the West European
countries was, again, torpedoed by the French parliament, which failed to
ratify it on account of the existence of a supranational element, the rearm-
ing of West Germany and the absence of Britain from the scheme.

The relative success in the creation of the ECSC was not followed by
progress in other social fields in Western Europe. Cooperation in the defence
field failed (EDC) and remained within NATO. As for the area of politics,
collaboration remained within the Council of Europe because of the col-
lapse of the EPC. In a situation when most of Western Europe was in an
impasse, the ‘rescue’ came from Britain.

In 1954, Anthony Eden, the British foreign secretary, proposed to rearm
West Germany, but within the framework of the WEU (Britain, France
and the Benelux). Paris was where, in October, a multitude of agreements
prompted several profound political changes. It was decided to cease the
occupation of West Germany; to welcome Italy and West Germany into the
WEU; to limit production of military goods in West Germany; and to retain
troops of the Western Allies (US, Britain and France) in West Germany. One
of the differences between NATO and the WEU is that the former organ-
isation demanded the continued presence of a predetermined, but minimal,
number of troops. To control West Germany’s rearmament, stricter control
was needed, as provided by the WEU (Jansen, 1975, p. 53).

6. European Economic Community
The West European experience regarding regional integration in the post-
Second World War period points to the fact that the political union of
Western Europe might be realised in the long term.17 What was left for the
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integration in the short and medium terms was the economy. Having their
own experience of economic integration, the Benelux countries18 proposed
to the ECSC partners in 1955 an integration of the economic activities that
were most closely linked with coal and steel: transport and energy.

The foreign ministers of the ECSC countries met in Messina in June 1955
in order to consider the Benelux proposal. Paul-Henri Spaak (of Belgium)
was appointed to lead an intergovernmental committee with the task of
preparing a report on the possible avenues for integration. Spaak’s com-
mittee invited the British to join the talks, although Britain still argued
along the minimalist’s line in favour of a free trade area and within the
framework of the OEEC. The ECSC countries argued that profound eco-
nomic integration was inconceivable within the framework of the OEEC.
Britain left the discussions in November, so only the six ECSC countries
continued the talks. The Spaak Report claimed that there was a need for
the creation of a common market among the six countries, with one excep-
tion: atomic energy needed to be covered by a special, sectoral agreement.

During the drafting of the common market agreement, numerous prob-
lems arose:

● France feared that its manufacturing industry would not be able
to withstand open competition from other partner countries. This
would come as a consequence of the elimination of tariffs and quotas
on internal trade. A compromise was found in the inclusion of agri-
culture into the agreement, as well as in the avoidance of sensitive
issues related to monetary integration. The customs union for the
West German manufacturing industry would be as significant as the
inclusion of agriculture was supposed to be for France.

● France, as a traditionally protectionist country, demanded a high rate
of common external tariff (CET), while the Netherlands as a trad-
itionally free-trading country, wanted a low one. The agreement was
that the CET would be the arithmetic average of tariffs in the six
countries.

● The association of colonies was one of the most contested issues.
With the exception of Luxembourg, all of the negotiating countries
were once colonial powers. They would be reluctant to give up those
‘special’ relations with their colonies or former colonies. The tone of
the discussion was set by France, which did not want the application
of the CET to the African Francophone countries. On the matter of
tariffs and quotas France wanted these countries to be treated as
if they were a part of France. These territories received aid from
France, which wanted to share the burden with the new Community
and, in particular, with West Germany. Only after West Germany,
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although reluctantly, agreed to this French request, as well as the
inclusion of agriculture into the final arrangement, did the French
accept the West German demand for a customs union (tariff and
quota-free trade) in the future community.

● Atomic energy was the only area for sectoral integration. There was
a fear that the conventional European sources of energy might
be depleted. The development, operation and closure of units that
produce atomic energy needed large investment. France wanted to
reduce the influence of the US on Western Europe in this (and other)
spheres. A European atomic energy integration organisation would
give France a chance to have additional control of nuclear research
and production of energy in West Germany.

The foreign ministers of the six countries accepted the Spaak Report in
Venice in May 1956 and decided that the Spaak Committee should prepare
the agreements for the creation of a common market and an atomic energy
community. Britain decided not to take part in the final negotiations and
proclaimed in October, as before, that it was interested above all in a free
trade area. After a number of consultations, the treaty that established the
European Economic Community (EEC) was signed on 25 March 1957 in
Rome, hence its name, the Treaty of Rome. The originals were written in
four official languages (Dutch, French, German and Italian).

The Preamble to the Treaty of Rome states that its founders are resolved
to preserve and strengthen peace (mentioned only once) and liberty, and
called on other people of Europe who shared their ideals to join in their
efforts. The Preamble also calls for the improvement of the living and
working conditions in the EEC, harmonious development of the regions,
a common commercial policy and a progressive abolition of restrictions
on international trade. The objectives of the treaty are (Article 2):19 the
promotion of a continuous, harmonious, sustainable and balanced devel-
opment through the EU; a high level of employment and social protec-
tion; equality between men and women; sustainable and non-inflationary
growth; a high degree of competitiveness; raising the standard of living and
quality of life; protection and improvement of the quality of the environ-
ment; and economic and social cohesion and solidarity among the member
states.

The means to achieve those objectives are: the creation of a common
market and an economic and monetary union and by implementing
common policies (Article 2); the elimination of customs duties and quanti-
tative restrictions on intra-group trade; the freedom of movement for goods,
persons, services and capital (four freedoms of movement) in the internal
market; the assurance of an undistorted competition in the internal market;
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the establishment of a common commercial policy towards third countries;
the adoption of common policies in agriculture and transport; the promo-
tion of coordination of policies regarding employment, the environment,
competitiveness of industry, and research and technological development; a
policy in the social sphere comprising a European Social Fund; contribution
to education and training, as well as the attainment of a high level of health
protection (Article 3). Any discrimination on grounds of nationality is out-
lawed (Article 39): this refers, of course, to the nationals of the member
states. The Treaty of Rome was concluded for an unlimited period of time
(Article 312).

The economic arguments in favour of the creation of the EEC included
a positive impact through increased competition on efficiency in produc-
tion and employment of resources; an extension of markets demanded by
specialisation and economies of scale; an expansion of research and devel-
opment (R&D) and the creation of new or improved goods, services and
technologies; a reduction in risk and uncertainty; a tendency towards factor-
price equalisation; and an improvement in production and distribution
management.

There is a supranational institution in the EEC. The Council of Ministers
is empowered to reach decisions by a simple or qualified majority vote,
while acting on a proposal by the Commission. The Commission is an inde-
pendent body that initiates and implements decisions of the Council
of Ministers. There is also a consultation and co-decision process with
the European Parliament and consultations with the Economic and Social
Committee and with the Committee of the Regions. The Court of Justice is
charged to implement the Treaty of Rome throughout the EEC. The treaty
was ratified during 1957 and it came into force on 1 January 1958. The struc-
ture and operation of the various institutions are given in Appendix 1A.

The treaty establishing the European Atomic Energy Community
(Euratom) was concluded at the same time and place as the one that created
the EEC. The task of Euratom is: to create conditions for the speedy estab-
lishment and growth of nuclear industries (Article 1); to promote R&D in
the field; to set uniform safety standards; to facilitate investment; to ensure
a regular and equitable supply of ores and nuclear fuels; to exercise the
right of ownership regarding special fissile materials; to create a common
market in specialised materials and equipment; and to foster progress in the
peaceful uses of nuclear energy (Article 2). The Euratom Treaty was con-
cluded for an unlimited period of time (Article 208).

West Germany was licensed to carry out R&D in nuclear energy, but
exclusively for peaceful purposes. It could obtain the nuclear material solely
through Euratom. This gave Euratom an unrestricted right to inspect all
West German R&D in nuclear energy. But what is ‘peaceful’ R&D in
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nuclear energy? Even if R&D is carried out with the best intentions, the
result may be totally different from the desired or intended one.

7. European Free Trade Association
Having seen that the ECSC countries were determined to persist with an
overall economic integration, in 1956 Britain proposed the creation of a
free trade area for manufactured goods in the OEEC. The ECSC countries
rejected the proposal since it was one-sided. Britain would obtain free
access to its manufactured goods in the market of the ‘group of six’ without
giving reciprocal access to farm goods from the continent in its domestic
market.

As a response to the creation of the EEC, Britain gathered together the
‘other six’ countries;20 they signed the Stockholm Convention, thus creating
the European Free Trade Association (EFTA). The small secretariat (only
about 70 people) did not have any supranational authorities, and it was the
only body of EFTA. Agriculture was excluded from the arrangement, so
the whole business referred to manufactured goods only. This was not very
popular in those countries with a relatively developed agricultural and
fisheries sector, such as Denmark, Norway and Portugal. Apart from the
elimination of tariffs on internal trade, there was almost no other interven-
tion by EFTA. Market forces were left to do the job of integration. There
were no common policies whatsoever. Therefore, the history of EFTA
appears to be without significance or event. The important thing, that is,
market-induced specialisation, happened at such a micro level as to escape
the commentator’s eye (Curzon Price, 1988, p. 100). However, the group was
successful in economic terms. Their average GDP per capita was always
(significantly) higher than the same indicator in the EEC.

As a purely commercial arrangement (tariff- and quota-free internal trade
in manufactured goods), EFTA did not have any grand expectations regard-
ing integration compared to the EEC. The reasons are simple. The EFTA
countries are in geographical terms very dispersed, they were at different
levels of development and, most importantly, they traded much more with
the EEC countries than with their partners in EFTA. From the outset, the
aim of EFTA was not to create strong integration links among its members,
but rather to find a mutually satisfactory cohabitation with the EEC. In other
words, the free trade area among the seven EFTA countries was only a means
to an end, rather than an objective in itself (Curzon Price, 1987, p. 4). Since
the EFTA countries intended to neutralise the impact of the creation of the
EEC on EFTA trade, it appears that EFTA succeeded in its aim.
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Just one year after the establishment of EFTA, Britain (the most import-
ant EFTA member country) submitted its application for full membership
of the EEC. Britain realised that it had to be a part of a stronger and larger
economic group, especially as EFTA appeared to be stillborn. It had a kind
of negative identity: members of EFTA were regarded as being ‘not-yet-in-
the-EEC’.

The creation of the two economic blocs (the EEC and EFTA) in Western
Europe revealed that the OEEC had failed in its efforts to promote economic
cooperationintheregion.SotheUStriedtomaintainsomekindof economic
unity, as well as to shape and direct Western Europe as a region. Therefore,
the US, Britain, France and West Germany signed an agreement in 1960
(taking effect in 1961) concerning the transformation of the OEEC into
the Organisation for Economic Cooperation and Development (OECD)
and an increase in its membership to 20 countries (including the US and
Canada). The objective of the OECD was to achieve the highest sustainable
economic growth and employment; promotion of free trade; and support of
development in the poor non-member countries. The means to achieve these
objectives were consultations (the OECD is the main international forum
for discussion about the economic matters of the mainly highly developed
countries), exchange of macroeconomic information and coordination of
economic policies and forecasts.

8. EEC and Britain
Until the end of the 1950s it seemed that Britain would be neither ready nor
willing to accept the ‘rules of the game’ of the EEC. The reasons could be
found in the unacceptability of supranationality, ties with the Common-
wealth, membership of EFTA and a system of farm prices (which allowed
much higher prices in the EEC than in Britain). The British economy,
however, did not develop at a satisfactory pace compared with the other
EFTA or EEC countries. A boost to the economy could come from access to
a larger market. This was why the Tory prime minister, Harold Macmillan,
decided in July 1961 to begin negotiations with the EEC for full British mem-
bership. The application was warmly welcomed by the Benelux countries
already in the EEC, as well as by the US. The Benelux countries wanted to
seeBritain intheEECasacounterbalancetoFrenchpolitical supremacyand
West German industrial dominance. The favourable stance of the US could
be found in its desire to close the ranks among West European allies.

The EEC Council of Ministers accepted the British application, and
negotiations began. However, many observers questioned British sincerity
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regarding entry into the EEC. Weeks and months were lost during negoti-
ations on questions of relatively marginal importance such as the import of
cricket equipment from India or kangaroo meat from Australia (Jansen,
1975, pp. 91–2). Jean Monnet told a British delegation that ‘There is one
thing you British will never understand: an idea; and there is one thing you
are supremely good at grasping: a hard fact. We will build Europe without
you, but then you will come and join us’ (Dent, 1997, p. 42). French presi-
dent Charles de Gaulle unexpectedly announced at a press conference in
Paris in January 1963 that Britain was not yet ready to join the EEC. This
was de Gaulle’s first veto for British entry.

The negative French attitude towards British entry, in spite of the
favourable stance of West Germany and the US, indicated the complex and
calculated nature of relations in the EEC. France did not want a British pres-
ence, since in the absence of Britain, France had the monopoly regarding
political action in Western Europe. As for West Germany, more time needed
to elapse before it became a positive force in European and international
relations. This complex and difficult structure of views and interests regard-
ing values and objectives, forms and consequences of choices, and levels and
shapes of action, as well as about the present and the future, between France
and Britain were even more obvious in 2003 on the (global) subject of the
military action against Iraq. This issue will be discussed towards the end of
this chapter.

9. Luxembourg Agreement
The six West European countries all belonged to the three organisations: the
ECSC, the EEC and Euratom. Each one had its own Commission (High
Authority in the ECSC), Council of Ministers, Parliament and Court of
Justice. In order to avoid the unnecessary duplication of organs a Merger
Treaty was signed in Brussels in April 1965. This treaty (taking effect in July
1967) brought together the bodies of the three distinct Communities into
the common organs of the European Community (EC). Indeed, the three
Communities had had common parliaments and courts of justice since 1958.

The work of the Council of Ministers is based on the proposals of the
European Commission. The Commission was most active at that time in
the field of agriculture. Hence, the Council of Ministers received three pro-
posals in April 1965. The first one dealt with the financing of the Common
Agricultural Policy (CAP), the second referred to the creation of EC financial
resources, while the third argued in favour of a larger democratic control of
the EC’s expenditure by the Community’s Parliament. France wanted to
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strengthen the CAP, but was against the increase in the powers of the
Community’s institutions. Since there was no compromise by July 1965, the
EC entered its deepest crisis since its creation. France left its chair empty in
the Council of Ministers. In a press conference (his favourite way of commu-
nication),21 de Gaulle stated in September 1965 that French sovereignty
belonged to the French people. The message was that France no longer
wanted to accept the majority vote (supranationality) as the mechanism for
decision making in the Council of Ministers.

After seven months of conflict between the Council of Ministers and
France, a compromise settlement was reached on 29 January 1966 in
Luxembourg (the Luxembourg Agreement) about the decision-making
process in the Council of Ministers. This agreement about disagreement
had two important points:

● When very important interests of one or more countries were at stake,
and decisions based on the proposal from the Commission could be
reached by a majority vote, the members of the Council of Ministers
would endeavour to reach a solution acceptable to all member coun-
tries, bearing in mind their common interest, as well as the interests of
the EC, and all that in light of Article 2 of the Treaty of Rome.

● In view of the former point, the French delegation considered that
when very important interests were at stake, negotiations had to con-
tinue until a unanimous agreement could be reached.

The Luxembourg Agreement, which was a ‘compromise to differ’,
meant the virtual end of the undemocratic (but operationally very useful
and flexible) principle of outvoting in international relations. On the one
hand, any minister could declare that the issue at stake was of vital import-
ance for his/her country, while on the other, the European Commission
(as an independent body of the EC) became more prudent in preparing
proposals for the Council of Ministers. In addition, one may find in the
Luxembourg Agreement the origin of the opt-out possibility for a country
from a plan that it did not like (for example, Britain and monetary union)
and the ‘value’ of an exit option while bargaining for better political terms
of trade.

10. The first enlargement
With regard to the elimination of tariffs and quotas on internal trade, the
Treaty of Rome was implemented much faster and more smoothly than
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envisaged in the treaty. All tariffs for EC internal trade were eliminated on
1 July 1968, a year and a half before the Treaty of Rome deadline. At the
same time, the Community introduced the CET in its external trade. This
was the first big achievement in the EC’s integration efforts. Another pro-
vision of the Treaty of Rome that was also implemented was the associa-
tion of non-European countries and territories which had ‘special’
relations with the EC member countries (Article 182). The association of
these countries with the EC started in 1963, when 18 African countries and
the EEC signed an agreement on trade and aid in Yaoundé, Cameroon
(Yaoundé Convention). The Second Yaoundé Convention was signed in
1969.

A relatively unsatisfactory performance of the British economy in the
second half of the 1960s caused the government in office (Labour) to revive
the idea of accession to the EC since it might bring important economic
benefits (free and secure access to a large, rich and growing market). Britain
submitted its second application for membership to the EC in May 1967.
With the exception of France, all the EC member countries warmly wel-
comed the British desire to enter the Community. British entry would
reduce French political dominance in the EC. However, because of the
British balance of payments problems and still desirous of keeping Britain
out of the EC, de Gaulle held a press conference in November 1967 where
he stated that the British economy was still too weak to join the EC, and
he shut the door on British entry into the Community for the second time.

The French policy of national independence and the priority of national
over other interests, followed by de Gaulle (but not by some other French
politicians), were disliked by the US. Michel Poniatowski, the French min-
ister of the interior, as well as others subsequently discovered and argued
that the well-known anarchist, ‘left-wing’ Student Revolution22 of May
1968 was instigated by the American secret services. Their goal was to
undermine de Gaulle’s authority because of his ‘political incorrectness’ in
cases which included: an attempt to return to the gold standard in order
to avoid the hegemony of the dollar; France’s exit from NATO; an inde-
pendent French nuclear programme; openness towards Eastern Europe;
dismantling of the ‘Iron Curtain’; the creation of the European Union
from the Atlantic Ocean to the Urals; and a policy of neutrality in the
Arab–Israeli conflict.

During the heyday of anarchist demonstrations in Paris (29 May 1968), de
Gaulle went to Baden-Baden to visit his old friend General Jacques Massu,
who was the head of the French military contingent there. Apparently de
Gaulle asked for military support against the anarchist demonstrators: he
got it on condition that he would accord clemency to OAS23 members
and release General Raoul Salan from prison. De Gaulle returned from
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Baden-Baden so encouraged and motivated that he immediately addressed
the nation on the radio. He announced that he would decisively defend the
state order. His three-minute speech immediately provoked crowds of
counter-demonstrators, a million or so in Paris alone, to go out on the streets
and cheer de Gaulle. Among the leaders of these anti-anarchy demonstra-
tions was André Malraux, a legendary patriot, one of the leaders of the
resistance movement and the minister for culture.

In the parliamentary elections in June 1968, de Gaulle increased his
support, while the socialists and communists were heavily defeated.
Encouraged by this victory, de Gaulle asked the French in 1969 to vote on
his state reforms, principally devolution (more powers to regions).24 Even
though the voters failed to accept de Gaulle’s proposal by only a very small
margin, he took this as a vote of no confidence and resigned in April 1969.

De Gaulle’s withdrawal from public life enabled the Hague Summit
(December 1969) of the presidents and prime ministers of the EC countries
to revisit the opening of negotiations with Britain about entry into the EC,
on the basis of the 1967 application which had never been withdrawn.
Denmark, Ireland and Norway also submitted applications for entry.
Encouraged by the success of integration, as well as the growing insistence
of other countries to join the EC, Pierre Werner was commissioned to
prepare a report on economic and monetary union in the EC.

The biggest stumbling blocks for the EC during negotiations with
Britain were agriculture, financing of the EC budget and relations with the
Commonwealth. Most of British trade before EC entry was with non-
European countries where, among other products, Britain purchased food
at much lower prices than those prevailing in the Community. With respect
to financial matters, the Community budget was financed by tariffs on
imports and direct contributions by the member countries dating from
the creation of the EC up until 1970. The Council of Ministers decided
in April 1970 that the EC needed to change the previous system and get
its ‘own resources’. The EC started raising finance from levies charged
on imports of agricultural goods, proceeds from the CET and direct
contributions by the member states, totalling up to 1 per cent of value-
added tax.

The agreement endorsing the entry of Britain, Denmark, Ireland and
Norway into the EC (ECSC, EEC and Euratom) was signed in January
1972 after lengthy and difficult negotiations. The agreement stipulated a
five-year transition period, quotas for imports of food (butter and cheese
from New Zealand) to Britain, the British contribution to the EC budget
(because of the disproportionately large share of trade with the non-EC
countries) and the association of the countries and territories with ‘special’
relations with the new members.
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Britain, Denmark and Ireland supported the Accession Agreement, but
this failed to get the support of the Norwegians in a referendum. The
British and the Danes accepted the EC accession on the false assumption
that the EC business was all about economics, and not about politics, which
is the root of subsequent opt-outs for these two countries from new legis-
lation. In any case, the EC acquired three new members on 1 January 1973.
On the same date the Brussels series of bilateral agreements of July 1972
between the EC and the rest of the EFTA countries on a free trade area for
manufactured products came into effect, as Britain and Denmark left
EFTA on the day of their entry into the EC. The small EFTA countries
stepped part way into the EC.25 This had been a long-held desire of Austria,
since Article 4 of its State Treaty does not permit an economic partnership
with West Germany, although in the post-Cold War era, there has been a
more liberal interpretation of its provision.

At the time of the British entry into the EC, the Tories (the Conservative
Party) were in office. However, the Labour Party, which had submitted
the application for entry, was not satisfied with the terms of entry, and
promised voters that it would renegotiate. The Labour Party had a national
programme for the production of coal and steel which wanted to keep
the ECSC out of that business in Britain. After they came to office, the
Accession Agreement was renegotiated, but the results of the year-long
negotiations had not revised the original agreement in any important way.
In the national referendum in June 1975, the British voted in favour of
remaining in the EC. The EC offered benefits to every member country. In
the case of the three big states, these were most obvious: Britain received
EC finances from the regional fund, France benefited from the CAP, while
West Germany gained from the EC’s internal free trade.

The group of developing countries with which the EC has ‘special’ rela-
tions expanded to African, Caribbean and Pacific countries after the
British entry, which was reflected in 1975 when the Yaoundé Agreements
were replaced by an extended agreement signed in Lomé (Togo).

11. Eurosclerosis
The Treaty of Rome envisaged a transition period of 12 years. The EC
would be fully established by the end of 1969. It specified the means and
deadlines for the elimination of tariffs on internal trade and the introduc-
tion of the CET. After 1970, the Treaty of Rome was not a precise guide for
the future of the EC, which was one of the contributing factors that led the
EC into Eurosclerosis.
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The decision to start negotiations with Britain about entry into the EC
was reached during the Hague Summit in 1969. Two years later, in 1971, the
same group met in Paris and prepared the grounds for British entry. It
became obvious that the summits of heads of states or governments were
quite an effective forum for the resolution of problems, as well as for the
guidance of the EC. During the 1974 Paris Summit, the participants agreed
to formalise their meetings (at least twice a year) under the name of the
European Council.26

The European Council became the highest institution of the EC
although it was not mentioned either in the Treaty of Rome or the Treaty
of Paris, which empowered only the Council of Ministers to pass all the
important laws in the EC. The introduction of the European Council
pushed the organisational developments in the EC towards the strength-
ening of intergovernmental decision making and away from the community
method (supranationality). The problem with such a structure was and is
that the Council of Ministers tended to pass on very important decisions
to the European Council, which sometimes had to deal with certain tech-
nical issues (such as decisions about production or import quotas). These
negotiations are often linked with national and political horse-trading,
conducted in the small hours of the morning, which reflect transient issues
and sometimes do not have very much in common with the real long-term
interests of the EC.

The EC aimed to expand the coverage of its (common) economic pol-
icies outside trade and agriculture. During the turmoil the international
currency markets (1972–79), the majority of the EC national currencies
had a common floating rate of exchange against the US dollar. At the same
time, there was an energy crisis coupled with two large external shocks that
came from sharp increases in oil prices. The EC countries were preoccupied
with their short-term national problems which pushed EC integration
down the list of priorities.

The European Monetary System (EMS), created in 1979, established a
stricter system for the common float (for the participating countries) by
reducing the margins of fluctuations and by providing the system with
relatively generous short-term financial assistance. The objective was to
influence the EC countries, by a sophisticated exchange rate method, to
apply coordinated and comparable economic policies. Apart from those
changes and the largely unnoticed entry of Greece27 into the EC on 1
January 1981, the 1970s and the first half of the 1980s were quite unevent-
ful. On the economic front, productivity was sluggish and labour costs were
increasing, so the EC producers were at a competitive disadvantage relative
to their principal rivals in the US and Japan. At that time the EC lacked a
clear vision about its future, so the mood during these years was often
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referred to as ‘Eurosclerosis’. None the less, a wake-up call came when it
became obvious that the original Treaty of Rome was not a good blueprint
for the future of the EC after 1969, when the economic performance of the
US and Japan (as well as a few newly industrialised countries) seriously
threatened the effectiveness of the EC economy.

12. The Single European Act
In spite of a tariff- and quota-free trade within the EC, the still excessive
non-tariff barriers (NTBs) were segmenting national markets within the
EC, which seriously jeopardised the ability of the EC manufacturing and
services industries to profit fully from economies of scale and potential
increase in their international competitiveness in relation to both the US
and Japan, as well as newly industrialised countries. In addition, Article
115 of the original Treaty of Rome permitted the Commission to autho-
rise the member countries in economic difficulties to adopt protective
measures. These usually took the form of quotas against Japanese cars,
or textiles from the developing countries. Article 115 enabled those EC
nations in difficulty to block imports from the non-EC countries through
another EC country which was not in trouble. This resulted in (sometimes)
large differences in prices of identical goods sold in different EC member
states. The consequence was a negative impact on the spatial allocation of
resources and the integration of the region. Something had to be done
about this.

Strong transnational business groups were looking for a large and vibrant
unified European market. Wisse Dekker, chief executive officer of Philips
and Per Gyllenhammer and chief executive of Volvo, set up the Roundtable
of European Industrialists in 1983. Under the auspices of this powerful
business group, Dekker produced a proposal for the creation of a single
market in Europe. This move anticipated the official plan prepared by Lord
Cockfield.

The White Paper (Cockfield Report or Single Market Programme) of June
1985 offered the Programme for the Completing of the Internal Market.28

This supply-side-oriented ‘technical’ programme included 282 legislative
proposals and a timetable for their completion by the end of 1992.

Since the classical way of economic integration among countries through
the elimination of tariffs and quotas on internal trade was exhausted in
1968, the objective of the White Paper was to oust NTBs and create a
genuine and homogeneous frontier-free internal market. This was an ambi-
tious task. It has not yet been achieved even in the federal and developed
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countries such as Switzerland, where a free circulation of goods, services,
people and capital has not been fully realised because of the diversity of
regulations in the constituent cantons. Canada is another example: it has a
free trade deal with the US which liberalises trade between the two coun-
tries; however, public procurement policies among Canadian provinces
remain important trade barriers within the country. The internal situation
in Australia is similar to that of Canada.

At about the same time as the White Paper was delivered, and after a
few years of delay from the planned target, the EC finalised negotiations
with Spain and Portugal about accession. On 1 January 1986, the EC was
enlarged by the two new (southern) members and became the Community
of 12 countries.

The intention of the Single Market Programme was to increase the com-
petitiveness of EC goods, services and factors in relation to American and
Japanese rivals through a change in internal rules, rather than subsidies. The
programme was a kind of EC antidote to Eurosclerosis. The Single Market
Programme, a reader-unfriendly document, mentioned the removal of
physical, technical and fiscal barriers.29 Since the programme was widely
accepted throughout all segments of the EC, it represented the end of
lethargy and Eurosclerosis in the EC. It was the biggest boost to the inte-
gration process since the signing of the Treaty of Rome. However, the pro-
gramme was not an aim in itself; it was merely a step towards another goal:
economic and political union.

The main aspects of the Single Market Programme include the following
six features:

● removal of NTBs for internal trade (including Article 11530 from the
original Treaty of Rome);

● increased competition;
● promotion of cooperation among firms in R&D;
● unification of factor markets through full liberalisation of factor

(labour and capital) mobility;
● monetary integration; and
● social protection (Social Charter).

A smooth implementation of the Single Market Programme required a
change in the decision-making process of the EC. This led to the first,
although relatively modest, reform of the Treaty of Rome. The alteration
was brought about by the Single European Act (signed in February 1986)
which came into force on 1 July 1987. What the act basically did was to
speed up the implementation of the Single Market Programme. Except for
fiscal matters, rights of employees and free movement of persons (where
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unanimity remained the rule), the act increased the importance of major-
ity vote in the Council of Ministers for measures that were supposed to
implement the programme. This overturned the Luxembourg Agreement.
The original spirit of the community method of voting from the Treaty of
Rome was revived. The act set only a framework for change, rather than the
course of change.

There are two basic methods of work in the EU: the community and the
intergovernmental methods. The Union may always remain a hybrid insti-
tution which is partly run by the first and partly by the second method:

● Community method: Proposals and plans come from the European
Commission (guarantor of the common interest), then go through
the European Parliament to the Council of Ministers. The Council
decides sometimes unanimously, other times through qualified
majority and at times it co-decides with the European Parliament.

● Intergovernmental method: Governments directly negotiate among
themselves and then decide. The process lacks both an independent
institution that has the right to initiate and secure a common interest,
as well as any parliamentary debate and vote. This method has always
existed and has produced certain, although changeable, alliances.
It has been growing in importance since the Treaty of Maastricht
(1992).

The European Commission gained in importance through the Single
European Act because it had to prepare proposals for the Council of
Ministers to carry out the Single Market Programme. As for the decisions
linked to the creation of the Single European Market, the Council of
Ministers acquired new powers. It may act on a qualified majority basis,
after consultations with the European Parliament and the Economic and
Social Committee, with the exception of measures that deal with taxation,
rights of employees and issues dealing with the mobility of people (Articles
93 and 95, respectively, of the Treaty of Rome). For those three issues, unan-
imity, or the veto power of each member state, was introduced at the
request of Britain. Other matters that were officially raised in EC legisla-
tion by the act include: the formal inclusion of the European Council in the
EC structure, which is supposed to meet at least twice a year (Article 2 of the
Single European Act) (there were no provisions about what the Council is
supposed to do); an endeavour to jointly formulate and implement an EC
foreign policy (Article 30 of the Single European Act); and the addressing
of environmental issues (Articles 174–6 of the Treaty of Rome).

The Single European Act shifted the balance of power from the national
governments towards the EC, from the intergovernmental to the community
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method of running the Community. This exacerbated concern in some of the
member countries about the transfer of national sovereignty to a relatively
distant and appointed bureaucracy which lacks political accountability. The
relative concentration of decision-making authority about economic issues
had certain benefits. Fragmented economic policies and distinct national
currencies would not improve the lot, for example, of most of the federal
states in the US. The EC had to go ahead. The step following the Single
Market Programme ‘had’ to be towards a monetary union.

13. The Maastricht Treaty
Political cooperation (and federalism), one of the necessary conditions for
monetary union31 in the EC, had two basic proponents. While Germany
and Italy were in favour of a fast federalisation of the EC through such
means as a common defence policy,32 other member countries were con-
sidering a more gradual process. The preference for gradualism stemmed
from the fact that the EC countries are among the oldest in the world with
long-standing and well-established systems of administration and politics.
This would be difficult to change over a relatively short period of time.

Ideas about political cooperation and union in the EC were plentiful, but
in reality there was little progress. The most controversial matters dealt with
a common foreign policy and defence, as well as the powers of the European
Parliament (since it would not be realistic to expect the Parliament and the
Commission to play the same role as they did in the area of agriculture). In
spite of the name, potential European Political Union would not create a
single government, but it would increase the power of the European
Parliament to reduce the ‘democratic deficit’ of the EC’s institutions.

After the overhaul of the former East Germany and once the memories
of the Second World War had faded away with a new generation of polit-
icians, a reunited Germany (October 1990) could, in the longer term,
present a mighty power that could do something independently. Therefore,
throughout the post-war period France aimed to tie Germany into an
arrangement that would prevent Germany going its own way, particularly
in the field of security and foreign policy. These objectives first started to
materialise with the ECSC. Although the Franco-German axis was and still
is the backbone of European integration, relations between the two coun-
tries were not free of strain.

Tensions between France and Germany were obvious in the case of the
potential enlargement of the EC. France wanted to reduce the number of
new entrants, while Germany was in favour of ‘eastern’expansion. Germany
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wanted future enlargement of the EC to embrace the Scandinavian and East
European countries,33 not only for stability on its eastern border and as a
buffer against turmoil in the former Soviet Union, but more importantly
because these countries would view EC affairs from a German perspective.
At least that was the German hope at the start of the 1990s. The potential
menace of other (American) perspectives on European and global affairs by
Central and East European countries was not appreciated. In addition, some
Germans asked why they should pay through the various EC funds more to
Greece or Spain than, say, to Poland?

Another conflicting point was French apprehension regarding the seces-
sion rights of Croatia and Slovenia. From the start, however, Germany suc-
ceeded in pushing through that issue at the end of 1991 and ‘forced’ the
other 11 EC states to accept a fait accompli.34 The recognition of those two
countries for the political establishment (European elite) of the EC was, in
fact, of secondary importance. The newly independent countries could be
the Czech Republic and Slovakia, or the Baltic states. What mattered pri-
marily in Maastricht was the fact that it was the ‘vote’ of 11 EC countries
on the question: did they recognise Germany as a great European power, a
potential leader of the EU, or not? The answer in Maastricht was yes.

After a period of active diplomacy, frantic negotiations and horse-
trading, the European Council, at its meeting in Maastricht on 9 and 10
December 1991, reached a settlement about European Union. France’s
major goal to bring Germany into a single currency (in 1999) was fulfilled,
as were its defence and foreign policy arrangements. Germany obtained
agreement that the monetary policy of the EU would be German inspired
and that the European Parliament would increase its powers. The southern
countries, led by Spain, got the Cohesion Fund. The Dutch were able to push
through the Social Chapter. Britain obtained from Maastricht two opt-outs:
one from the single currency and the other from the Social Chapter.35

Because of these important exceptions, from the outset the treaty was not
a tidy arrangement. The final agreement, just as any other major deal in the
EU, was as hard to understand as it was tough to reach. The two exceptions
from the Maastricht Treaty are good examples which show that Britain still
thinks it is different from other EU countries. Britain, as usual, wanted the
Maastricht Summit to do as little as possible. The Treaty on European
Union was signed in Maastricht (hence the Maastricht Treaty) on 7
February 1992.

The Maastricht Treaty that established the EU is just like the Single
European Act, a reader-unfriendly crowd of amendments and additions to
the EEC, the ECSC and the Euratom treaties. It expands the scope of the
activities of the EU beyond its original economic affairs. Substantively, the
Maastricht Treaty consists of three basic parts (pillars): the revised Treaty
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of Rome, which includes terms for economic and monetary union (EMU);
defence and foreign policy; and justice and home affairs.

No matter how it is interpreted, the Maastricht Treaty is basically about
economic and monetary union. This is spelt out both in the Preamble and
in Articles B and G, respectively. Unlike the supply-side-oriented and ‘tech-
nical’ Single Market Programme, EMU touches on political issues.
Although it may be masked behind technicalities, it deals with a single cur-
rency and, hence, the political sovereignty of the EU nations. EMU was an
expected development following the completion of the internal market. A
‘free’ flow of goods, services and factors in the EU market, together with
an efficient structural and spatial allocation of resources, needs to be sup-
ported by stability in exchange rates. Monetary integration seeks to serve
as a replacement for a deep(er) political union which did not take solid
shape in the treaty. EMU is to be achieved in three stages:

● During the first stage, there must be a reinforcement in the coordin-
ation of economic and monetary policies of the member countries.

● The second stage started in January 1994 with the establishment of the
European Monetary Institute (EMI) in Frankfurt. The EMI is to
coordinate the EU members’ monetary policies and prepare the con-
ditions for the final stage. The central banks of the member states need
to become independent before the end of the second stage when the
EMI would be transformed into an independent European Central
Bank (ECB).36

● The Council of Ministers would decide by a qualified majority, not
later than 31 December 1996, whether a majority (at least seven) of
the EU countries fulfil the five conditions necessary for the third
stage of EMU.37 If a country fails one (or, perhaps, two conditions),
but makes good progress, it may be allowed into the EMU. Should
the Council be unable to decide on the beginning of the third stage,
the Maastricht Treaty stipulates that it would begin on 1 January
1999 for the countries that fulfil the necessary conditions for EMU.
Those countries would irrevocably fix their exchange rates and the
European Currency Unit (ECU), under the name of the ‘euro’,
would replace the national currencies in 2002. The ECB would
follow its primary commitment of price stability and, consequently,
set interest rates and conduct foreign exchange operations. In add-
ition, the ECB would support economic growth and employment.
The ECB would report regularly to the EU’s finance ministers
(Economic and Financial Committee (ECOFIN) meetings would
issue broad economic policy guidelines) and to the European
Parliament.
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The second basic part of the Maastricht Treaty is the provisions on
the common foreign and security policy (Preamble and Articles B and J,
respectively). The undefined role of the European Council that came out of
the Article 2 of the Single European Act was clarified in the Maastricht
Treaty (Article D). The job of the European Council is to provide the EU
with the necessary impetus for its development, as well as to define the nec-
essary political guidelines. Applied to the foreign and security policy, the
EU members ‘shall define and implement a common foreign and security
policy’ (Article J.1) which would lead to ‘the eventual framing of a common
defence policy, which might in time lead to a common defence’ (Article B).
A common defence policy is the objective of the EU, not a commitment.
So a minimalist or non-federal (British) view prevailed. The European
Council is in charge of the definition of ‘the general principles and general
guidelines for the common foreign and security policy . . . The Council shall
act unanimously’ (Article J.8). The governments of the member states
would have to follow the common line. All this is supposed ‘to deepen the
solidarity between their peoples while respecting their history, their culture
and their traditions’ (Preamble).

As for the security and common defence policy which might in time lead
to common security, the EU is allowed to request the WEU, ‘which is an
integral part of the development of the Union, to elaborate and implement
decisions and actions of the Union which have defence implications’
(Article J.4). On French insistence, the WEU is subordinated to the EU (the
WEU became the Union’s defence wing), while what Britain got out of the
deal was the wording that the defence policy would not run counter to the
interests of NATO. It was not only Britain that still wanted the involvement
of NATO in the EU’s defence. Some other countries, such as Germany,
wanted American involvement (and taxpayers’ money) in defence matters,
since that brings savings for the EU’s taxpayers.38 When the eastern bloc dis-
appeared, German money would be better spent on the reunification of the
eastern part of the country, although certain defence efforts need to be made
because of the uncertainties that may come from the distant southeast and
south. In addition, the US sometimes declares its intention to cut expendi-
ture, including that for defence. The Americans want to see the EU more
reliant on its own defence. In addition, an event that made many in NATO
question American commitment to the Alliance was when the US unilater-
ally withdrew from the naval blockade in the Adriatic Sea in 1994.

The third major part of the treaty refers to close cooperation in justice
and home affairs (Preamble and Articles B and K, respectively). Interior
ministers will work together on issues such as crime, terrorism, drugs, immi-
gration, visas, asylum and frontier rules. The decisions should be taken
unanimously.
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Apart from the three basic ‘pillars’ of the EU, the Maastricht Treaty
brought in a number of interesting features to the Union. One of them is
subsidiarity, as a basic federalist principle that is increasingly advocated by
the EU’s institutions. It is mentioned in the Preamble and Articles B and G.
On subsidiarity, the Treaty says that the EU would take action ‘only if and
in so far as the objectives of the proposed action cannot be sufficiently
achieved by the Member States and can therefore, by reason of scale or
effects of the proposed action, be better achieved by the Community’
(Article G). As the EU becomes bigger and more diverse in size and deeper
in scope, it may be costlier to implement decisions. Hence, there may be
certain economies of scale in the taking of some decisions at EU level. So,
the EU needs to be involved only in those affairs which the member states
cannot deal with satisfactorily from a common standpoint. In some cases
the local level is better placed and informed to handle certain matters. It is
also more accountable and has superior insight into what the electors want
and taxpayers are willing to pay. In other cases, for example pollution,
because of cross-country spillovers, local or regional authorities may over-
look these effects, but the EU should not.

The EU does not take action automatically. It would act only when the
benefits of the action exceed its cost. If applied to the limit, the principle of
subsidiarity which defines the border between the national and supra-
national issues would change the EU out of recognition (just think of the
British and, perhaps, French reactions in the event of a further transfer of
national sovereignty). Therefore, there could be more talk about it than real
action.

Since subsidiarity is an ambiguous term (it means different things to
different people), it can be interpreted in a number of ways: from a liberal
to a dirigiste viewpoint. Ideally, subsidiarity would mean taking a decision
on the most appropriate level and as close as possible to those it affects. But
can any one person unquestionably discern what can be done better
independently on a local level and what collectively, as well as satisfy an
outright majority of the people? The diplomats may argue that to imple-
ment subsidiarity may be only the exception in the EU’s affairs, while the
powers of the member states would be the rule. None the less, the sub-
sidiarity principle masks its real substance. That is, the potential for the
continuous expansion and centralisation of powers of the EU’s institu-
tions, even though the original intention is to limit the EU from acquiring
too much influence. The history of EU integration shows a continuous
expansion and deepening in the EU jurisdiction which culminated in the
creation of a single currency and a supranational European Central Bank.

The European Parliament increased its authority too. In the new decision-
making procedure (Articles 251 and 252 of the Treaty of Rome) for the
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measures that relate to the single market, environment, research, trans-
European networks, health, consumer protection, education and culture, the
Parliament may reject the draft law put forward by the Council of Ministers.
The Council may reject the amendments to the law by the Parliament. In
either case, the two sides form a Conciliation Committee. If the committee
finds a compromise, then both the Parliament and the Council of Ministers
have to endorse it. If there is no compromise, the law cannot be passed. This
procedure, explained in detail below, increased the power of Parliament at
the expense of the Council of Ministers. It gave an effective veto power to the
European Parliament, which emerged as the biggest institutional winner
from the Maastricht deal. On the other hand, the institutional status of the
European Commission was weakened by the Maastricht Treaty. The right of
initiative, the basis of its overall authority, was diluted in the monetary policy
field to the right to make recommendations.

Other matters that were mentioned in the Maastricht Treaty are: the rights
of citizens of the EU to live and work anywhere in the Union; the entitlement
of EU citizens while travelling outside of the EU to receive diplomatic and
consular services from the representatives of any of the EU member coun-
tries; and the right to vote and stand for election in the local and EU elections
in any of the member countries. The EU is to contribute to the establishment
and development of trans-European networks in the areas of transport,
telecommunications and energy infrastructure. A Cohesion Fund is to
support environment and trans-European network projects in the member
countries with a below-average GDP per capita. A Committee of the Regions
was added to the EU structure for consultative purposes. A Social Protocol,
from which Britain opted out, licensed the EU to regulate on working con-
ditions, employment rights for men and women and workers’ participation.
The EU is to contribute and encourage (but not legislate) in the areas of
cross-border cooperation in education, culture and health.

The final provisions of the Maastricht Treaty provide a safety valve if
things go wrong. An intergovernmental conference (IGC) was to be con-
vened in 1996 to examine and, if necessary, revise the objectives of the
Treaty (Article N). Any European state may apply to become a member of
the EU. If admitted, it must join the whole Union (Article O). This means
that new entrants have to accept some four decades of the EU’s legislation
(no opt-outs) and to align their policies with the EU during the adjustment
period. The treaty was concluded for an unlimited period of time (Article
Q) and was to enter into force on 1 January 1993, or failing that, on the first
day following the day of the last ratification of a signatory state (Article S).
The treaty deadline was not honoured, and it finally entered into force on
1 November 1993 when the last parliament – that of Britain – ratified it. On
that date, the EC officially became the EU.
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14. Northern enlargement
The European Economic Area (EEA) quietly entered into force on 1
January 1994. It was conceived in 1990 as a vehicle for keeping potential
new entrants (the EFTA countries) from applying, but it ended up being a
waiting room for the new enlargement. The EEA, the world’s biggest free
trade area with over 370 million consumers, is in essence the virtual entry
of the EFTA countries minus Switzerland39 into the EU, but excluding
agriculture, energy, external trade, coal and steel, and foreign and security
policy. Within the EEA, which is served by an independent EEA Court of
Justice, the participating countries enjoy free mobility of goods, services,
capital and people (four freedoms), but only for internally produced goods
and services.

From the EEA, the small EFTA countries achieved free entry for their
manufactured goods to the largest market in the world, which would
increase competition for their businesses and, hence, bring efficiency gains.
The EU obtained secure access to wealthy consumers and assistance in
resisting domestic protectionist appeals. The EFTA countries have always
had a liberal trade policy for their manufactured goods. The EEA was to
an extent, stillborn, since Austria, Finland, Norway and Sweden all applied
for full membership of the EU in order to get a say in the EU’s law-making.
These applications were welcomed by the EU as the Union needed net con-
tributors to its budget.40 Austria, Finland and Sweden entered into the EU
on 1 January 1995. Norway’s voters, however, rejected the deal.

Lack of popular enthusiasm for the Maastricht Treaty was reserved not only
for monetary affairs. In foreign policy, for example, which is supposed to be
agreed unanimously (Article J.8) and which ought ‘to deepen the solidarity
betweentheirpeopleswhilerespectingtheirhistory, theircultureandtheir trad-
itions’ (Preamble), the EU has, in some cases, done quite the opposite. One of
the most obvious cases is the dispute between Greece and the Former Yugoslav
Republic of Macedonia (FYR Macedonia). The whole affair revealed the
difficulty of creating and implementing a common EU foreign policy.

After the breakup of the former Yugoslavia (1992), the ‘Republic of
Macedonia’41 had claims not only on Macedonia (the northern Greek
province) in its name and constitution, but it also usurped Macedonian, that
is, Greek symbols because it lacked its own. The Maastricht Treaty stands
for solidarity among the EU states ‘while respecting their history, their
culture and their traditions’. Instead of showing solidarity with an EU
member country on whose province a newly created and foreign state had
certain claims in the constitution, the other EU member countries allied
against Greece and pressurised it to accept something that runs contrary to
one of the most glorious parts of Greek history, spirit, culture, tradition and
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territory. What a splendid hypocrisy and implementation of the Maastricht
Treaty.

Since negotiations between Athens and Skopje did not lead any-
where, Greece introduced unilateral economic sanctions against the FYR
Macedonia in February 1994. The European Commission and other
member countries were pressing Greece to revoke the measure on the
grounds that it violated the free flow of goods. There was no similar pressure
on Skopje, which is, after all, outside the EU. However, when Germany intro-
duced identical unilateral sanctions against Serbia and Montenegro in 1991,
although there were no territorial and other claims on Germany or any other
state, the European Commission expressed no concern that such a unilateral
measure would prevent the free flow of goods. However, when a small
country such as Greece did the same thing, that did cause concern. Are small
countries ‘really’ being consulted about certain problems in the EU and is
their stance ‘respected’?42

15. Treaty of Amsterdam
Intergovernmental conferences are not only legal, but also operational
necessities. The EU is constantly outgrowing its old treaties and adding
new functions and new members. These conferences provide occasional
opportunities to redesign the EU. There were seven IGCs before the
Treaty of Amsterdam. The first one began in 1950 and culminated in the
signing of the Treaty of Paris, which created the ECSC; the second
began in 1955 in Messina and resulted in the Treaty of Rome; the third
was initiated in 1970 in order to revise Article 203 of the Treaty of Rome
on the financing of the budget; the fourth started in 1985 and led to the
Single European Act; the fifth and the sixth started simultaneously in
1990. One dealt with the extension of the Single European Market to
economic and monetary union, while the other focused on political
union. They both produced the Maastricht Treaty. The seventh IGC
started in Turin in 1996 with the goal of making the EU more manage-
able in the decades to come once it increases, or even doubles, the
number of member countries.

‘Any European state may apply to become a Member of the Union’
(Article O of the Maastricht Treaty).43 Together with the Preamble of the
Treaty of Rome, this was an open invitation and the only Maastricht
Treaty-based (sufficient) condition for a country to be considered for full
membership of the EU. In addition, the EU set several other, necessary,
economic and political requirements for entry. These were formally defined
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during the European Council in Copenhagen (1993). The potential candi-
date country must fulfil three conditions. It must have:

● a functioning market economy,
● a democratic political system and
● accept, implement and enforce the acquis communautaire.

Following almost half a century of invitations to the countries behind
the Iron Curtain to join the free and democratic world, as well as almost a
decade of painful economic transition towards a market-type economic
system, the EU called an IGC in 1996 to pave the way for the eastern
enlargement of the EU. The conference was supposed to establish institu-
tional arrangements for the EU enlargement. However, the issue was so
thorny that the subsequent Treaty of Amsterdam (signed on 2 October
1997; entered into force on 1 May 1999) postponed the decision about these
crucial institutional issues.

In spite of much greater expectations, in particular regarding the struc-
ture of the existing or the creation of new EU institutions in the light of the
approaching enlargement, the Treaty of Amsterdam introduced several
important innovations into the EU:

● Justice and home affairs: The Schengen Agreement on common visas
for third-country citizens was incorporated into the EU (bar Britain
and Ireland).

● Employment and social policy: A new employment chapter is sup-
posed to promote (undefined) cooperation among member countries
to create jobs. Maastricht’s Social Chapter is included in the treaty.

● Foreign policy: The EU needs to cooperate with the WEU, which may
be integrated into the EU in the future if all countries agree.

● Subsidiarity and flexibility: The EU should do only those things that
cannot be better done at national or lower levels. A flexibility clause
permits some countries to adopt a common policy even if the others
do not want it. There is a possibility of constructive abstention
(Article J.13).44 Abstention shall not prevent the adoption of common
decisions. If member states exercising their abstention right represent
more than one-third of the votes of the qualified majority, the deci-
sion cannot be adopted.

● Openness and information: All EU citizens and legal subjects have the
right of access to EU documents (Article 255 of the Treaty of Rome).

● Other issues of doubtful merit: These concerned the protection of
state-owned savings banks, confirming Strasbourg as the seat of the
European Parliament, and the protection of animal rights.
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The rationale for flexibility is a kind of insurance against problems in the
future. The principal EU procedure that all move together at the same
speed or not at all (‘one-size-fits-all’) may seem unworkable in an EU of 25
or more countries. The bigger and the more diverse the EU becomes, the
harder it will be to join forces to launch a new policy or project. Monetary
union was one example of this flexibility, the Schengen Agreement was
another, common defence and foreign policy may be next. It is still unclear
whether this flexible approach would keep countries together in the EU or
may prove to be a way to drive them apart. The voters, if they are asked,
may prefer EU à la carte.45 Such flexibility may further complicate the legal
structure and operation of the EU, but that may be what voters seek and
are ready to pay for. However, the voters need to be well informed in
advance about the consequences of their choice.

The most important issue of the new institutional structure and voting
weights, for which the conference was convened after all, was deferred until
the start of the enlargement negotiations with new candidate countries. In
this light, the Treaty of Amsterdam was a rather modest achievement. The
major part of its substance may look more like a party’s political manifesto
than a constitutional document. Following the experience of the
Maastricht Treaty, countries became hesitant about ceding more of their
national sovereignty and paid more attention to national public opinion.

16. Acquis communautaire
The existence and operation of the EU is based on law. The whole body of
the established EU laws, policies and practices are called the acquis com-
munautaire46 or the EU patrimony. It is widely estimated that the acquis
consisted of about 80 000 pages of legal acts in 2004. The ever-evolving and
expanding acquis was enlarged by 2348 new regulations in 2003 alone.
However, most of the regulations have a limited time duration.

Almost half a century of (too) activist approach left the EU overregu-
lated. This situation may be re-examined. However, the European
Commission need not be the only culprit for the abundance of regulation.
Many legal instruments are introduced at the request of member states, the
Council of Ministers, the European Parliament and the Economic and
Social Committee, as well as a variety of pressure groups, rather than on
the independent initiative of the Commission. Such a way of running EU
business clearly increases the perception of relevance and influence of the
European Commission, but at the same time adds to the relentless growth
of EU regulation.
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When one looks at the size and scope of the acquis communautaire, a ques-
tion comes to mind: are European economies capable of change within this
(rigid) framework? The European Council in Lisbon (2000) set a new strate-
gic goal for the decade: to make the EU ‘the most competitive and dynamic
knowledge-based economy in the world capable of sustainable economic
growth with more and better jobs and greater social cohesion’by 2010.47 The
Lisbon process may perhaps be acknowledged by those directly concerned
with certain projects, but not necessarily by public opinion. There may be too
much hot air, too many texts, too many projects, but nothing is yet tangible.

17. Preparations for the future:
Agenda 2000 and the Lisbon
Council

In order to prepare for the expected eastern enlargement, in 1997 the
European Commission presented Agenda 2000 for a Stronger and Wider
Union as its medium-term plan of action for the 2000–06 period. It is a
blueprint for the reform of the EU in order to prepare itself for the eastern
enlargement. Agenda 2000 refers to major challenges, as most of the acces-
sion economies have a much lower GDP per capita than the EU average.
Prior to this enlargement, the EU had to reform both its CAP and its
budget as the newcomers have on average a much larger farm sector and
they would bring large regional disequilibria into the EU.

Agenda 2000 included a decision to keep the limit for spending for all EU
activities at the level of 1.27 per cent of total GDP of the EU(15). It stated
that annual aid from the EU per member country should not pass the limit
of 4 per cent of a country’s GDP. It also earmarked €45 billion for the
2000–06 period (a kind of mini-Marshall Plan) as a pre-entry aid to the
accession countries. As far as EU environmental standards are concerned,
it stated that this issue is a major challenge for the accession countries
which would require huge investment. In addition, Agenda 2000 is firmly
opposed to allowing ‘derogations’ (opt-outs) from the acquis communau-
taire to any new entrant. Such an option would prevent the new members
from exercising their right to participate fully in the EU decision-making
process and to enjoy benefits of full membership of the EU. In addition,
the EU would have to reform its institutions and decision-making proced-
ures in order to accommodate enlarged membership.

In general, few were satisfied with the ideas presented in Agenda 2000.
For example, France wanted to keep high subsidies in the farm sector;
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Spain opposed reductions in regional assistance; Britain sought to guard
its special budgetary rebate hard won in the mid-1980s; while Germany
wanted to reduce its net budgetary contribution. Of course, accession
countries expected more aid and easier EU entry conditions.

In addition to the preparations for the eastern enlargement, the EU
wanted to prepare and change its economy to face the new challenges and
opportunities that would spring from domestic and international markets
and technology. Britain and Spain were behind the ambitious goal set by
the European Council in Lisbon (2000). This rests on the liberal aspir-
ations and ideas of deregulation that would make the EU economy more
flexible and dynamic. Other EU countries did not quite realise what they
agreed to. The European councils usually set political targets which
include deadlines. This tends to be the straight forward part of the exer-
cise. Then comes the slow and cumbersome part when both the European
Commission and the national governments legislate and implement pol-
icies. Most governments at least try to protect their national interests
during this phase. If the principal competitor, the US economy, slows
down (because of the huge trade deficit), the EU may feel less urgency
to make painful reforms in its structured labour and product markets.
Table 1.1 outlines the basic features of the Single European Market and
Lisbon strategies.

18. Treaty of Nice
Negotiations for EU entry started with several Central and East European
countries and Cyprus in March 1998. Therefore, institutional conditions
for EU enlargement had to be devised. Negotiations culminated at the
European Council in Nice (December 2000) and the signature of the Treaty
of Nice (26 February 2001). No matter how it is interpreted, this was one
of the turning points in EU history. It was about the distribution of power
and influence in the enlarged EU.

The European Council dealt with Amsterdam ‘leftovers’48 and not only
provided institutional changes for enlargement, but also rearranged the
structure of power within the EU. In Nice, this balance of power was
shifted towards the bigger countries. There are two dangers from such an
outcome: first, it may turn the EU towards the G-8 type of model where the
largest powers dominate; and second, there is no ‘independent’ institution
to make proposals based on the common interest. However, if this method
in the decision-making process entirely replaces the community method,
then it may herald the end of the EU as we know it.
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One may argue that the Treaty of Nice brought the following innovations:

● Rebalance of votes in the Council of Ministers: A shift in the voting
weights within the Council of Ministers towards larger countries at
the expense of smaller ones; some commentators call this a ‘major
power grab’.

● The European Commission: Larger countries will no longer have two
commissioners in an enlarged EU from November 2004; from that
time, each country will have only one commissioner. When the EU
increases to 27 member countries or more, the number of commis-
sioners will be less than the number of countries. The number of
commissioners and a system of rotation of member country
appointees following the principle of equality will be set by the unan-
imous decision of the Council of Ministers.

● Flexibility (enhanced cooperation or variable geometry): A group of
eight countries or more may pursue deeper integration in certain
policy fields. This would mean that an ‘inner circle’ or ‘hard core’

Origin, evolution and prospects 37

Table 1.1 Strategies: Single European Market and Lisbon strategy for 2010

Single European Market Lisbon

Ultimate aim Integration and growth Growth
Social cohesion 
Employment

Intermediate Cuts on costs of cross-border Advances in education
objectives transactions for products and innovation

and services Increase in R&D spending
Liberalisation of service 
industries
Increase in labour force 
participation and 
employment rates

Means Elimination of border Definition of common 
controls targets
Harmonisation and Performance reporting and
approximation of laws benchmarking 

Joint monitoring

Instruments EU directives Mostly national (spending,
Enforcement by case taxation, regulation)
law of courts

Source: Sapir et al. (2003, p. 85).



(pioneer group; advance group; avant garde; or coalition of the able
and willing) of countries may move faster in select policy areas than
the rest of the EU. Examples of this flexibility or multispeed EU
include the single currency and the passport-free Schengen travel area.

● Majority voting: Political integration is advanced as member coun-
tries give up the right to veto decisions in 29 new areas.

The Treaty of Nice is popularly portrayed as an act that allowed the new
EU enlargement, but the 15 EU member countries first preserved their
influence in the new voting structure. After enlargement, however, that will
change substantially. The EU voting allotments and procedures changed
drastically as a result of the Treaty of Nice. As is often the case, the devil is in
the detail. The new voting arrangement was ‘hidden’in Declaration 20 on the
enlargement of the EU annexed to the Final Act. There is now a triple test:

● Smaller states (apart from Poland, Central and East European coun-
tries are small) have proportionally more voting power than larger
countries. The post-enlargement Poland-led eastern bloc of ten
countries would have the largest voting weight.

● If a new policy is to be adopted, then it must have the support of a
majority of member states. The ten new countries would need only
three votes from any of the EU(15) to push through new policies.

● The final requirement is the ‘killer’: new policies must have the support
of states that represent 62 per cent of the EU’s expanded population of
452 million.49 The ten new countries combined have only 16 per cent.
Hence, while the Central and East European countries can certainly
play a major part in setting or blocking the policy agenda, they cannot
necessarily force anything through – and nor can any other country.

This all puts the EU on track for a train wreck as far as quick action is con-
cerned. No bloc, indeed no two blocs, would be able to force through any
policy, but virtually any single bloc would have the ability to veto any policy.
And there is no shortage of topics that would face harsh clashes of interest.

The struggle in Nice was not about whether to enlarge the EU, but rather
about the distribution of power and influence in the enlarged EU. The
treaty would make the eastern enlargement somehow easier, but enlarge-
ment itself was still not a fait accompli. The treaty did not touch the thorny
issues such as the CAP, budgetary allocations and labour mobility, which
were left for later. (See Chapter 14 for a detailed consideration of the EU
eastern enlargement.)

The biggest success of the Treaty of Nice was that it opened up institu-
tional possibilities for enlargement. Germany acquired the same number
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of votes as other ‘big’ countries, in spite of the fact that it has both a larger
population and a bigger economy. However, the biggest failure of the
treaty was that regarding institutional reform: the new baroque arrange-
ment for the operation of the Council of Ministers is more complex than
ever before.

The decision-making process and counting the winning vote is much
more complicated. To obtain a majority decision, several obstacles have to
be overcome – a formula guaranteed to prevent the introduction of new
policies. Therefore, the EU (acquis communautaire) may stay in the future
as it is now, since it will be hard to introduce new and radical changes that
would please all or even the winning majority. Hence, one of the goals of
the European Council in Nice to bring the EU closer to the people by
making decision making more comprehensible, transparent and efficient
has not been achieved. This may further enlarge the gulf that already exists
between citizens and the EU institutions.

Ireland, which represents 2 per cent of the EU population, was the only
EU country to hold a referendum on the Treaty of Nice. In a popular vote
the Irish rejected the treaty in 2001. They were voting principally to pre-
serve the country’s neutrality (against the new defence dimension of the
EU) and against the ‘Brussels meddling’ in the national economy. It is not
that the Irish or others are ‘bad’ Europeans. The issue is that there are
different ideas and expectations concerning the common EU venture.
Nevertheless, following a political uproar and pressure to accept the treaty,
the Irish endorsed it in a second referendum in 2002. Without this
endorsement, the EU enlargement could not legally take place.

The key procedure in the EU is/was that all member countries should try
to move together or not at all (one-size-fits-all).50 This was not always easy
to achieve even among the 15 member states before the eastern enlarge-
ment, and it is unlikely to be more so in an enlarged EU. So, would
‘flexibility’ make the enlarged EU of almost 30 countries more manage-
able?51 Would flexibility, that is, a multispeed organisation of the EU, make
it more viable? Would it strengthen the EU or make it weaker?

19. A topsy-turvy future or permanent
disillusionment

EASTERN ENLARGEMENT

At the start of the 1990s there were, basically, two equally divided EU
groups of countries regarding enlargement. The ‘deepeners’ preferred the
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consolidation of integration before any new members are admitted into the
club. They were strongest in France, Italy and Spain (the Catholic tier).
The Protestant ‘wideners’, led by Britain and supported by Germany and
Scandinavia, argued in favour of expansion of the EU. These countries
perceive the EU in a liberal way, which would dilute Latin activism. The
wideners have had the edge as Austria, Finland and Sweden quietly joined
the EU in 1995 (if there was any public debate about this enlargement, it
went unnoticed).

At about the same time Germany wanted to see some of the East
European transition countries join the EU, because it expected that these
new member countries would tend to see the Union’s affairs in a German
(hopefully, Franco-German) way. The southern EU countries were con-
cerned with the possible entry of some of the Central and East European
countries, since they may be democratic (but poor) and would compete with
the EU’s Club Med (‘olive belt’ or ‘southern axis’) for regional aid from EU
funds. France and Spain would also like to see a ‘balanced’ approach
between the potential eastern enlargement of the EU and the policy of open-
ness towards the southern Mediterranean countries.

European integration is too important to be left only to the ‘exclusive’
club of the EU(15). The EU accepted this fact and adapted to expand in
order to survive as an open institution. Therefore, bilateral entry negoti-
ations started in March 1998 with the Czech Republic, Estonia, Hungary,
Poland and Slovenia, as well as with Cyprus. Two years later, in March
2000, bilateral entry negotiations started with Bulgaria, Latvia, Lithuania,
Romania and Slovakia, as well as with Malta.

One may wish to recall here the Copenhagen criteria (1993) for EU entry.
The potential candidate country must have a functioning market economy;
a democratic political system; and be willing, able and ready to accept,
implement and enforce the acquis communautaire. The problem is that
apart from the Czech Republic and Slovakia, not a single transition
country had a fully functioning market economy even before they became
centrally planned countries. Hence, the EU entry had to be well prepared.
Regarding a stable democratic political system, the candidate countries
were making significant progress. As far as the acquis communautaire is
concerned, there were worries that the candidate countries may have
difficulties in accommodating this condition, particularly regarding com-
petition and environmental issues. The fourth, tacit, requirement is that an
enlargement should not imperil the EU’s financial resources, nor should
widening of the EU risk deepening of the integration process. As most of
the accession countries are on a much lower level of per capita GDP than
the EU average, this would require a rearrangement of EU finances and
expenditure.
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The overriding goal of the EU is to safeguard the efficient operation of
its Single European Market. This means that a multispeed EU needs to be
avoided as much as possible. Thus, there could be a sufficiently long
pre-accession period tailored to the individual conditions of each accession
country in order to absorb the acquis communautaire. This would eliminate
the need for the unnecessary post-entry transition period. However, all this
was highly speculative as the acquis communautaire would be different in
the year 2004 and later from what it was in 1998 or 2000 when negotiations
started. In 2003 alone, the acquis communautaire was ‘enriched’ by 2348
new regulations. To make matters worse, more and tougher rules are on the
horizon. It is true that most of them have limited time duration. However,
the new member countries have a race against ever-shifting goalposts. This
would not be a problem for Cyprus as Agenda 2000 does not expect any
major obstacle regarding the adoption, implementation and enforcement
of the acquis communautaire in the southern part of the country.52

The Convention on the Future of Europe that dealt with the constitu-
tional reform of the EU raised new doubts among the accession countries,
which feared that the accession would be made subject to new conditions
or that something was being plotted against them. Expectation fatigue was
taking its toll. None the less, the European Commission considered that
Cyprus, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta,
Poland, Slovakia and Slovenia would be ready for EU membership from
May 2004. Bulgaria and Romania have 2007 as their indicative date for
accession (European Commission, 2002a, pp. 33–4). The other Balkan
countries may subsequently follow.

A last-minute internal reform deal (principally agreed between France
and Germany) on the future of the CAP and the budget made the eastern
enlargement relatively cheap for the EU in budgetary terms. The net annual
cost of eastern enlargement for the EU would be €3.4 billion in the 2004–06
period. This issue will be elaborated further in the chapter on the eastern
EU enlargement.

A near absence of public debate in the EU about this enlargement leaves
most people in ignorance about the tectonic political and economic
changes that this involves. For most people this is a remote abstraction and
a fait accompli. Enlargement should not be done ‘on the quiet’ as was the
case with the eurozone. This was an important reason for the Irish rejection
of the Treaty of Nice in 2001, and can serve as an argument that the
enlargement process is proceeding too fast and that public opinion is not
supporting it. Ireland was the only EU country to offer its citizens the priv-
ilege of consulting them directly on the Treaty of Nice; the rest, that is, 98
per cent of EU citizens, were not given the opportunity to express them-
selves directly on this crucial issue.
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AWKWARD TIMES, OR A CLUMSY INSTITUTION

The European Union is increasingly becoming an awkward institution to
be in. The Union finds ways to interfere directly not only in the compos-
ition of democratically elected governments of its member states even
before they err, but also in the leadership of individual national parties.
Democracy in the EU and respect for others are in certain cases reduced to
a simple and definite acceptance of decisions by ‘others’ (recall the Irish ref-
erendum regarding the Treaty of Nice).

The EU introduced diplomatic sanctions against Austria in February
2000 because the coalition government of Wolfgang Schüssel (People’s
Party) included Jörg Heider’s right-wing Freedom Party because of its anti-
immigration, pro-Nazi and anti-EU platform during the October 1999
elections. This was the first time that the EU as a whole criticised domestic
policies or attempted to influence the composition of a member country’s
government – even before the new government had put a foot wrong. The
sanctions were in the form of freezing bilateral contacts with Austria. Even
though Austria had broken no EU rules the intention, based on moral objec-
tions and subjective criteria, was to send a strong signal throughout Europe
against the rise of nationalist parties that may put EU cohesion at risk.
During the period of these bilateral sanctions, Heider stepped down from
the leadership of his party. Subsequently, an EU report by the ‘three wise
men’ recommended in September 2000 that the sanctions should be lifted as
soon as possible. This suggestion was accepted, since such sanctions could
lead to a nationalistic ‘uprising’ in Austria and could be counterproductive
to EU enlargement. None the less, the 14 ostracisers created an important
precedent for sweeping interference in a member’s domestic politics. It was
unusual as no EU country had ever made similar demands when larger EU
countries included communists or post-fascists in their governments. In
addition, the move towards ‘nationalism’ in Austria and later on in France
(and elsewhere in the EU) was not peculiar to these two countries alone – it
is a general trend in Europe. In addition, certain EU accession countries were
far more right wing than either Austria or France.

Mindful about the disturbing effects of the response to the success of the
Freedom Party in Austria in 1999, the 14 EU countries did not threaten
France with the introduction of bilateral sanctions following the election
achievements of Jean-Marie Le Pen (National Front) and his entry into the
second round of presidential elections in France in 2002. Sick and tired of
the ideological consensus among the ruling parties (any differences in their
programmes evaporated), of being disdained by the patrician national
elite and of constant transfer of powers to Brussels, voters supported a
right-wing politician who opposed the entire system (Le Pen was anti-EU,
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anti-common currency, anti-globalisation and anti-immigration). Le Pen
received 20 per cent of the votes. This occurred during a period of relative
economic prosperity. Le Pen’s electoral victories were most evident in the
border regions. Interestingly, these are the areas where the experience of
integration and the EU is most evident. Hence, the neo-liberal theories that
economic prosperity brings happiness and satisfaction did not hold water
in this case.53 Prosperity is necessary, but people need a sense of a common
perception of the future. They need to be asked by or involved in the system
in order to contribute to the creation of such a perspective. The issue and
power of nationalism54 was seriously misjudged by the elite, which is also
why the Dutch right-wing politician Pim Fortyn55 had such success in the
2002 elections.

Denmark is often referred to as a ‘Euro-sceptical’ country. Part of the
reason for the protection of sovereignty may be found in its history. Danes
proudly emphasise that they have the oldest European royal family.
Denmark was a significant European power during the 18th century. It con-
trolled much of Scandinavia, Schleswig-Holstein and Iceland. However,
since that time, it has lost every war it has fought, and has shrunk in size.
Danes voted ‘no’ to the Treaty of Maastricht in 1992. The question is
whether the no vote of 50.7 per cent in a country that represents 2 per cent
of EU citizens justifies the right of veto in the EU.56 To persuade them to
change their mind, the EU granted the Danes four opt-outs: from the mon-
etary union; from any defence issue; from cooperation in justice and home
affairs; and from EU citizenship. In the second referendum in 1993, the
Danes approved the treaty.

François Mitterrand, the late French president, once said that ‘if you ask
a specific question in a referendum you will always get an answer to a com-
pletely different one’ (The Economist, 27 September 2003, p. 34). If this is
applied to the Swedish rejection of the eurozone in the 2003 referendum, it
is apparent that the national elite did not trick the Swedish voters regard-
ing the eurozone. The voters did not reject the euro to the same extent as
they declared the case unproven, in particular regarding rigidities that
impede national economies.

A FRANCO-GERMAN ‘INTEGRATION
ENGINE’ AND BRITAIN

There are various alliances within the EU. The principal Franco-German
alliance (at times including the Low Countries) tends to be weakened by
others that still do not have a strong economic or political muscle. None the
less, the Scandinavian countries harmonise their posture, Spain and
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Portugal often act together, while Britain allies with anyone that wants to
slow down the process of integration. A possible eastern EU tier of a group
of countries with similar histories and goals may add an important new
factor that may contribute to the watering down of the leading Franco-
German integration axis. This may slow down the entire integration
process. This is just what Britain wanted in the post-Second World War
period from outside the EU and what it did from within it after entry in
1971. Britain, basically, wants to be at the heart of the EU decision-making
process, but without being overcommitted, in order to leave generous room
for its own manoeuvres.57 To put it bluntly: France and Germany make
unhedged bets on Europe, while Britain has always been hedging them.

The Franco-German friendship suffered upsets, sometimes quite
serious,58 but always emerged safe and sound. This relationship is not auto-
matic. It is maintained and built on a constant political choice and will to
build an effective EU. These two countries have fully realised that it may be
better to be united than to stand against each other. At the same time, ever
since the Roman legions departed from the shores of southern England in
AD 410 (after 367 years of occupation), Britain has always been somewhat
semi-detached from and suspicious about Europe.

The French political class has always been the best educated in and most
resolute about Europe. It comes as no surprise that the EU is built in a way
that echoes French interests and traditions.59 Britain has always seen the
EU as a Franco-German ‘plot’. As such, it accepted the EU as something
inevitable, rather than something to be enthusiastic about. Even though
there were occasional attempts to include the British in this ‘inner core’, the
Franco-German duo never evolved into a ménage à trois with the British.
The problem is not only that even after more than three decades in the EU,
Britain cannot clearly decide whether it wants to be a full participant in the
EU venture, but also that France and Germany are too close to allow a
third country to come between them.

France has realised that in a wider EU its economic and political weight
would diminish, while Germany could become even more influential. The
myth about the grandeur of France in the EU is being seriously shaken by
the rising political power of Germany after reunification. It seemed through-
out the 1990s that France has manipulated rather than created events.

Britain has always tried to maintain a certain balance of power on the
European continent and to profit from it. Britain did not care who won on
the continent, as long as nobody did over a long-term period. Britain always
managed to be ‘in between’ the others and to profit from such a situation.
For example, around the time of the US-led war against Iraq in 2003, the
British government was between Europe and the US, between the UN and
the US, between the BBC reports and the hidden true reasons and agenda
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for war, as well as between the Palestinians and the US (roadmap for peace
plan). Earlier, and to put it in very simple terms, when France tried to create
and hold an empire, Britain plotted against it and, together with Russia,
Austria and Prussia, contributed to Napoleon’s defeat in 1815. Before that,
Britain defeated Spain on the high seas in 1805. Britain was also between
Russia and the Middle East (in favour of Turkey). In 1854–55, Britain
fought the Crimean War against Russia. However, in 1915–16, Britain with
France, Australia and New Zealand unsuccessfully attempted the invasion
of Turkey (Dardanelles Strait – Gallipoli) in order to relieve the Turkish
pressure on Russian forces in the Caucasus and to control the straits. When
Germany sought supremacy in two world wars, Britain joined France and
Russia against Germany. Then in 2004, Britain was between Turkey and a
number of EU states that had serious doubts about the Turkish credentials
for EU eligibility. Lasting friendship, durable alliances, lifelong under-
standing and enduring gratitude in international relations simply do not
exist. They have never existed in the long term. What exists and lasts is only
the politics of national self-interest. That is simply the basic geopolitical law.
But the object of this interest can easily change and fall into disfavour rather
quickly, according to the interest of the moment. Opponents of such a
geopolitical view would argue that all the mentioned relations exist, but they
may be slightly altered because of ‘temporary emphasis’.60

Slow growth, unemployment and protectionist pressures often provide a
fertile soil for introverted and nationalist policies. Those policies may be
supported by currency speculation, as occurred in September 1992 when
Britain and Italy suspended their membership of the exchange rate mech-
anism of the EMS, while Spain devalued the peseta. A bigger shock took
place at the end of July 1993 with the actual demise of the exchange rate
mechanism of the EMS61 and the EU’s federal dreams (at least for some
time in the future). The EU was pushed back to the reality of the present,
rather than trying to imagine its future. France thought of the EU as a club
of like-minded peers. It was immensely disappointed when Germany
refused to cut its interest rate and put its national interest first. When major
national issues are at stake, EU solidarity is still fragile. The wide increase
in fluctuation margins seemed to slow down the Maastricht Treaty’s aim to
introduce the euro in the relatively near future. The reunification of
Germany was the major instigator of the Maastricht Treaty, as well as the
reason for the treaty’s half-hearted implementation.

Germany has already achieved economic dominance in Europe. A strong
Franco-German relationship still exists. This was exemplified by a joint
action to escape the eurozone fiscal rules62 in 2003 (the two countries do
not always work for the benefit of the entire EU). Even though this special
relation between the two countries still exists, it is being modified. The
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(temporary) emerging London–Madrid–Rome partnership in 2003 (on the
issue of the war in Iraq) may merely reposition rather than replace the
Paris–Berlin alliance. The Franco-German partnership is still necessary for
the stability of Europe, but not sufficient. Germany is now locked in the EU
for some time to come, but the question still remains as to how it will use
its clout in EU affairs in the future. Would this be ‘European Germany’, or
‘German Europe’?

As a rule, when France and Germany and perhaps another larger EU
country reach agreement about an issue during the very last minutes of
negotiations and horse-trading, then they draw others into the deal. It
remains to be seen how this type of EU integration engine would operate
following the eastern enlargement.

Germany is a crucial power factor at the heart of an expanding EU.
However, there is a key policy dilemma facing Germany as a potentially
‘expanding regional power’ over the coming decades. It deals with demo-
graphical trends. If Germany does not accept approximately 350 000 immi-
grants per year, it could shrink from 82 to 60 million people by 2050
(Messerlin, 2001, p. 255).

‘COMMON’ FOREIGN, SECURITY AND
DEFENCE POLICY

An internationally or globally important issue is that the EU countries,
contrary to the US, have faith in a ‘social contract’.63 This was obvious in
different attitudes towards the Kyoto Protocol on Global Warming (1997)
or the International Criminal Court (2002). The US has such an awesome
political, economic and military power that it may not need (or may easily
ignore) international institutions as they only constrain unilateral acts and
room for manoeuvre. Does international law apply to the weak but not the
strong? The EU can exert the only substantial international pressure
towards such ends, in particular as the US appears to be a ‘rogue state’ on
issues of global warming and the International Criminal Court. If the EU
collapses in dysfunctional paralysis, everyone may become weaker, poorer
and may suffer. The EU is at present in no-man’s-land. It is powerful
enough not to be the American pawn, but it is too divided to be an impres-
sive counterbalance or an equal partner.

On foreign policy issues, for example Iraq, EU countries were more
unwilling than ever to speak with one voice. In fact only Britain and France
have strong international clout as they sit on the UN Security Council.
However, neither speaks for the EU, but rather for its own national inter-
est, as was obvious during the US-led war against Iraq (2003). If past
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enlargements can give some indication, it may take a generation before such
a change is absorbed and organisationally digested, and before there is
functional coordination throughout the EU. If this proves to be true, then
this is great news for the US.

A major split in EU foreign and security policy occurred in January 2003,
just before the war with Iraq. Eight European states (Britain, the Czech
Republic, Denmark, Hungary, Italy, Poland, Portugal and Spain) declared
in a joint letter from foreign ministers their support for the US position.
The country holding the EU presidency and the official speaker for the EU
(Greece) was unaware of this letter before it was made public, and neither
the commissioner for external relations (Chris Patten), nor the European
Council’s foreign policy chief (Javier Solana) were informed.64 Bulgaria
and Romania also aligned with the US. The ‘American EU’ encircled the
‘Franco-German EU’. The EU geopolitical shift in Europe since 2001
became obvious. Instead of supporting a united Europe under the EU
umbrella as before, the US prefers to see a divided EU which cannot endan-
ger or challenge the global American primacy.

France and Germany were strongly opposed to the war in Iraq. The
Americans were irritated by this because they believed that the disagree-
ment was a betrayal of gratitude for the long-standing American support
to Europe. The French, the Germans and very many other Europeans were
equally antagonistic as they thought that such American behaviour was a
betrayal of what the Americans preached about respect for the legitimacy
of the established international order and organisations, about law and
democracy, and about just causes for war approved by the UN.

Henry Kissinger wrote half a century ago that:

[T]he distinguishing feature of a revolutionary power is not that it feels threat-
ened – such feeling is inherent in the nature of international relations based on
sovereign states – but that nothing can reassure it. Only absolute security – the neu-
tralization of the opponent – is considered a sufficient guarantee, and thus
the desire of one power of absolute security means absolute insecurity for all
others. . . . But it is the essence of a revolutionary power that it possesses the
courage of its convictions, that it is willing, indeed eager, to push its principles to
their ultimate conclusion. (Kissinger, 1957, pp. 2–3)

Paul Krugman later commented: ‘Why don’t the usual rules apply? Because
a revolutionary power, which does not regard the existing system as legiti-
mate, doesn’t feel obliged to play by the rules’ (2003, p. 16).65

The official casus belli was the existence of a massive arsenal of weapons
of mass destruction that could be used by Iraq at very short notice.
However, neither the UN inspectors before the war, nor the occupation
force inspectors, one year following the war, could corroborate either their
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existence or even active programmes to produce such weapons.66 Paul
Wolfowitz, the US deputy defense secretary, publicly claimed that ‘the real
motive was that Iraq is “swimming” in oil’.67 Oil is a resource in finite
supply. No major oil fields have been discovered since the mid-1970s. Is war
in Iraq only a pilot project (Krugman, 2003, pp. 6–7)? Is it only one stop on
the way towards other oil-rich countries, including Russia?

The American media-led68 militant democracy was reinforced by the
country’s militarised diplomacy. In this new situation there is a rise in the
power of the Pentagon (the military) and decline in the authority of the State
Department (diplomacy). Many Europeans are suspicious about such a
change and they think that the 2003 attack on Iraq was a return to the times
of Bismarck. Armed ‘missionaries’, even if they ‘export democracy’, are
rarely popular.

The EU’s common foreign and security policy failed the test on this
important issue. This sent a warning signal to France, Germany and the EU
institutions that foreign policy in an enlarged EU cannot easily be con-
ducted as was formerly the case. A foreign and security policy (if there is
any) of the enlarged EU may be subject to strong American influence and
guidance. Several EU member countries (Holland, Italy, Portugal and
Spain), as well as most of the accession countries drew similar conclusions.
The issue of Iraq was not important in all this. What was at the heart of the
matter was that they did not have enough confidence in the Franco-
German hub of the EU. They sent a powerful signal that they did not want
to be part of an EU formulated by France and Germany alone. Most of
these countries are not convinced that either France or Germany would put
European interests ahead of their own. In addition, the formerly socialist
countries still have misgivings regarding Germany. They want a longer-
term American presence in Europe.

In order to play a greater global role and contribute more to inter-
national security, the EU agreed in Helsinki in 1999 to build a 60 000 strong
European Rapid Reaction Force (ERRF) (Euro-army) by mid-2003, but
these original plans were subsequently scaled down. The force would be
assembled for operations from voluntary contributions from member states
within 60 days’ notice and be able to sustain its operations for at least one
year. The mission of this force, according to the Treaty of Nice (Article
1 §2), has to be compatible with NATO and its duties would include peace-
keeping, peacemaking, humanitarian and rescue tasks. It is to complement,
rather than to compete with NATO. It would be involved in missions where
NATO does not intend to be involved. This occurred for the first time in
March 2003 when the 350-strong EU force took over operations69 from
NATO in FYR Macedonia. Britain and France, Europe’s biggest military
powers, were working closely and continuously on EU defence issues in
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spite of a parallel row over Iraq. In addition, a replacement of NATO by
the EU forces could take place in Bosnia from 2005. Notwithstanding all
this, the question remains: is a common security and defence policy pos-
sible without a common foreign policy? And vice versa?

Because of NATO’s lack of strategic capability, the EU wants to have
free access to NATO planning capability. The EU hopes to use shared
NATO assets such as surveillance and telecommunications systems.
However, there is the issue of Turkey. As a member of NATO, but not the
EU, Turkey could block operations by vetoing the use of NATO assets.
Although the EU will not be able to match the US military potential for
quite some time, it could still make a meaningful contribution to the global
peace efforts by playing its strongest card and using the American greatest
(current) weakness. This includes trade, aid, monitoring by international
institutions and, even, peacekeeping.

The newcomers from Central and Eastern Europe are joining NATO
even though it may soon be defunct in its present form. Its founder and
primary patron, the US, is losing interest in it and prefers to take unilateral
action. Since the end of the Cold War, NATO may be losing some of its
geopolitical relevance and purpose. As Russia has embraced democracy,
US priorities are shifting away from Europe. Germany, as a regional power,
is interested in the stability of the region. So, of what real value is NATO
now to the US? The answer is not very clear even though NATO was
involved in 2003, albeit a long way from home, in Afghanistan.

NATO operates on the basis of consensus. The US is a country that has
awesome global influence, unknown since the days of the ancient Roman
Empire, and can dare to act unilaterally. International institutions may only
constrain such actions and introduce a certain level of predictability in
international relations.70

The 2003 war with Iraq in effect became a global referendum on US
power. Both those that sided with the US, as well as those that did not, paid
a high price. American allies suffered war casualties and increased tension
and mistrust with other countries, while those that did not side with the US
will not get contracts for the reconstruction of Iraq. Overall, the US
problem has perhaps been the inability to understand its dependence on the
‘others’.71

Central and Eastern European countries wanted US involvement in their
defence, but in future they may get the EU instead.72 None the less, quite a
few Europeans support NATO as they perceive this organisation with its
US presence as a counterweight to the Franco-German core in the EU.

In 2002, the US proposed the creation of a NATO Reaction Force
(NRF). If this proposal is accepted in practice, this would link NATO more
closely to US foreign policy goals and actions. This would also spoil a plan
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to create a distinct European defence identity from the US. This European
project has run into trouble for several reasons. First, the question of
funding: the combined budgets of the EU countries are half of that in the
US. Tight budgetary constraints and slow growth do not permit an increase
in expenditure. The amount in question would involve an additional €25
billion over 15–20 years. The issues are who will foot the bill; and how to
convince voters and taxpayers that the EU should provide security outside
its region. According to a report commissioned by the British government,
many of the requirements for the force will not be met before 2008 or 2010.73

Second, the involvement of countries that consider themselves to be neutral
(Austria, Finland, Ireland and Sweden). Third, the disagreement between
Britain and France about the level and scope of coordination with NATO.

One has to bear in mind that the NRF and the ERRF are different
animals. While the NRF is conceived to be NATO’s tool for a military
offensive, the ERRF would not be involved in warfare, but rather its
mission would be to discourage others from doing so and to provide peace-
keeping missions. The NRF would be 20 000 strong. It has to be ready to
accompany American forces anywhere in the world at short notice. To have
forces at this level of readiness requires a base at least three times as large
(a total of 60 000 people in the army, navy and air force). If one recalls that
the average wealthy European country spends about $80 000 per soldier a
year (the US spends $200 000; Britain spends $155 000) the cost of this
force would be stupendous.74 No senior official either from the EU or from
NATO has mentioned the (new) source of finance for these projects; where
the money would come from is far from clear. Italy and Spain, great sup-
porters of the US-led military attack on Iraq, sent few forces to support the
war effort. The question may then be: why spend money on creating a force
that the EU would never agree to send anywhere? Given the continuing
involvement and the size of the EU peacekeeping forces in the former
Yugoslavia and in Afghanistan (and soon perhaps in Iraq), as well as the
need for troop rotation, most European troops would be involved in peace-
keeping missions, rather than in readiness for fresh combat.

More good news for the US is that the EU(15) (with the exception of
Britain) thought that it would accept new member countries that presum-
ably held a ‘European’ view of international events. As a gesture of good-
will, the European Council in Copenhagen (2002) created an additional
new and special ‘cash-flow facility’ for the year 2004 and for budgetary
compensation for the 2004–06 period.75 The Polish benefit from this addi-
tional windfall ‘subsidy’ (which would go directly into the Polish budget)
would be €1 billion.76 At about the same time, Poland announced that it
would purchase US-built F-16 fighter jets ($3.5 billion), rather than EU-
made Gripens or Mirages.77 In addition, and much to the irritation of
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France, the accession countries openly and actively sided with the US in the
2003 war against Iraq (Poland and the Czech Republic sent troops from the
outset). The EU is deeply divided on such a crucial foreign policy issue.78

Is a common foreign policy feasible in the near or in the distant future?
Bearing in mind how easy it would be to block any new initiative in the
enlarged EU, what should be the way forward in the EU? Is it to start again
from the beginning? Should the original core of France and Germany with
the Benelux be recreated? There is a certain precedence in creating such
‘coalitions of the willing’ that move at a faster speed than the rest of the
EU (Schengen; the eurozone).

Who runs EU foreign policy? The European Commission’s external
affairs manager (Chris Patten) or the high representative nominated by the
EU member governments (Javier Solana)? Should these two jobs be inte-
grated? Would this produce a kind of EU foreign policy ‘Kaiser’? If there
is a common EU foreign policy, it may be introduced in stages, just as was
the case with the eurozone (recall that it took 30 years for the EU to create
a single European currency). A transition to the final phase of a common
foreign and defence policy may take a decade or a generation. At the end
of such a period the decision ought to be unanimous.

THE BALKANS

Most of EU foreign policy actions, funds, time and energy from the start
of the 1990s were spent on the Balkans, in particular with respect to the
consequences of the violent break-up of the former Yugoslavia and the
attempts to stabilise and reconstruct the countries in the region following
the wars. However, certain basic principles and directions were badly
dented. For example, the UN, NATO and EU military forces and police
were sent to Bosnia and Herzegovina from the early 1990s together with
international administrators (with the full authority of colonial gover-
nors).79 Their mission was to force the Muslims, Serbs and Croats to live
together. The same type of administration was sent to Kosovo and Metohia
in 1999 (some 150 km east of Bosnia) in order, basically, to separate the
Albanians and Serbs there.80

Distrust, fear, intolerance and lack of self-discipline are deep and
destructive sentiments and types of behaviour. Even an old complacent
democracy and welfare state such as Britain cannot resolve such difficulties
easily. An obvious case in point is Northern Ireland. Harsh ethnic and
religious violence provoked the government to build a kilometre-long wall
(named with Stalinist irony the ‘Peace Wall’) in Belfast in 1969. This wall
outlived the 28-year-old Berlin Wall (dismantled in 1989). Such walls may
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be required only when relations between people break down. There are
some 20 such walls in Northern Ireland. They separate the Protestant and
Roman Catholic districts. Simon Jenkins wrote about this problem that
‘ “Ethnic cleansing”, notably west of the River Bann, has differed from that
in Kosovo only in its longevity’.81 Apparently British governments like
walls and divisions: they left them in India, the Middle East and in Cyprus,
and there are new ones in the Balkans. Jenkins also wrote:

[That British ministers] travel the world telling Israelis and Palestinians, Serbs
and Albanians, Sunnis and Shias how to get on with each other is hypocrisy on
a truly imperial scale . . . The wall in the Springmartin Road area of Belfast is
almost a thousand yards long and 20ft high. Would Mr Blair like to be pho-
tographed in front of that for The Jerusalem Post? These monuments of intol-
erance and fear are the starkest admission of the failure of democracy.82

None the less, fragmentation has become the default mode of Western
intervention: Yugoslavia, Afghanistan, and perhaps soon in Iraq and the
looming conflicts in the Caucasus region.

Following civil wars during the 1990s, sanctions and NATO military
intervention, the EU countries jointly wanted to pacify the region and try
to put it on the long road towards EU membership. One of the principal
means was the Stability Pact for Southeastern Europe. This is a joint ini-
tiative by a number of international institutions and countries which
include the EU, NATO, the OECD, the WEU, the World Bank, the
International Monetary Fund, the European Bank for Reconstruction and
Development, the Council of Europe, the US, Canada, Japan and Turkey,
as well as countries of the region.83 The objective of the stability pact,
launched in Sarajevo in July 1999 with a score of top world leaders in atten-
dance, is to prepare countries in the region for speedier integration into the
Euro-Atlantic institutions. It was hoped by many that this could become a
kind of the Marshall Plan for Southeast Europe. The main instrument
comes from Brussels in the form of Stabilisation and Association
Agreements. The pact’s complex structure of ‘working tables’ that deal with
three core areas (economic reform; democracy and human rights; and secu-
rity cooperation) was cumbersome. In addition, little new money was
promised. Funds would come from the existing aid programmes. All this
created ‘fears that the West will fail to honour its high-level political
pledges’ (European Voice, 20 January 2000, p. 12). These worries turned out
subsequently to be true. The ‘Pact has not fulfilled its aim of giving a clear
sense of direction to the region’s governments or to aid donors’ (Financial
Times, 9 January 2002, p. 12). The first regional funding conference was
held in Brussels in March 2000. Pledges were in excess of $2.5 billion, but
disbursement84 of funds has been unwieldy and slow.85
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In March 2003, the Committee of Ministers of the Council of Europe86

invited Serbia and Montenegro to join this political organisation.
Remember that the Council of Europe (Strasbourg) is an organisation that
includes democratic countries of Europe that stand for the respect of civil
and political liberties, freedom of speech, respect of law and the like. For
many years the Council of Europe (all EU countries are members of this
Council) has demanded that Serbia and Montenegro should alter and
improve their laws, political practices, access to the media and the like, as
well as to respect EU requirements.87 Incidentally, this invitation to join
coincided with fully blown martial law in Serbia, that is, at a time when civil
liberties were suspended following the assassination of the prime minister.

The European Council has reiterated that it supports the EU perspective
of all Balkan countries. However, the speed of the approach and the even-
tual EU entry depend on the individual country. This is relevant in the light
of the reform and improvement in the operation of the public administra-
tion, legal system and fight against organised crime and corruption, as well
as economic reforms.

DISILLUSIONMENT

European integration has been led so far largely by an economic doctrine.
Political concerns started to feature higher on the agenda from the mid-
1980s, while constitutional matters were neglected. This is why the national
elites and governments treated Europeans to a large extent as consumers,
rather than as citizens.

The disillusionment problem regarding European integration is perhaps
less to do with the fact that the European elite decides the shape, extent and
direction of European integration. The problem lies much more in the fact
that this elite disdains88 voters and does not try enough to explain and con-
vince the electorate that European integration is for the good of all in the
long term. There is an obvious distrust by a significant part of the electorate
versus a distant, alienated and unaccountable patrician elite that imposes
rules. If this elite occasionally holds a referendum on certain crucial
national interests regarding European integration, it may easily run as
many referendums on the same issue as necessary, until it gets the required
outcome. This gives an illusion of democracy, but in fact the decision has
already been made. The European and national elites have to work very
hard indeed to win the hearts, minds and confidence of the people for
further projects in European integration. A vague promise that economic
benefits outweigh the costs is no longer as safe a bet as once it was.
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20. Federal future of Europe or what?
A discussion about the future course of Europe and the EU often turns
around federalism. This is an often misinterpreted and misunderstood
concept. Federalism for Germany means a rational division of powers
among different levels of government. This is a structure in which federal
entities are not absorbed into a centralised state, but keep their autonomy,
while competences handed to the central authority are clearly delimited.89

For the English, federalism means just the opposite: a country gives up its
autonomy to a single central power (a super-state). In these conditions it is
hard for the countries to understand each other.90

Within the debate about the future of the EU one may distinguish two
broad lines of argument:

● Federalists stand for a single foreign policy; tax harmonisation; more
EU power over national budgets; an elected EU president; a single
EU constitution that replaces all existing EU treaties; and a prefer-
ence for the ‘community method’ in decision making.

● Sovereignty defenders (minimalists, non-federalists or Eurosceptics)
argue in favour of a national foreign policy; more national freedom
to run state budgets; national governments to appoint the president
of the Council of Ministers; a non-political European Commission;
more powers to national parliaments to supervise and control the
EU; and no more powers to the European Parliament. Article 308 of
the Treaty of Rome, which allows the possibility of allocating new
powers to the EU, should be deleted.

While Britain would like to see the development of the EU along its pre-
ferred lines of common law and informal unwritten constitution, countries
that tilt towards a federal EU have different motives for such a concept.
Germany would like to see a federal model as a way to soothe the sleeping
demons. Germany knows full well that if it wanted to do something alone,
it would immediately face an anti-German coalition. Therefore, Germany
still needs France in the project. France would like to use the federal model
to ‘control’ its German neighbour; Italy would like to use it as a way out of
its knotty political system; Spain may be in favour of federalism in order to
modernise and gain respectability; while small countries see a federal model
as a means to curb the might of big countries and the return of the type of
politics that existed between the two world wars, when their fate was
decided in London, Paris or Munich. No country, however, sees the EU pri-
marily as a means to sponsor a liberal type of citizenship.
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According to the principles set by Denis de Rougemont at the Montreux
Congress (1947) to federate means to unite heterogeneous elements, but
without any organisational hegemony. The goal of federation is to create and
maintain a communication set-up and to sustain uniqueness and individual
qualities of each minority, region or state.91 It should be done in a spirit of
democracy, liberty, free choice and agreement, which would eliminate uni-
formity and rigidity. What states can do, the federal authority must not do.
The federal process is quite slow, but this is the price to be paid for its exis-
tence and progress (Sidjanski, 2000, pp. 15–16). Sidjanski later commented:

the federal approach can be seen as an attitude towards others and society, a
method and an approach to reality, an outlook and a style of social organiza-
tion and behaviour. It is not a rigid model to categorize different societies, but
a system of structures and adequate processes that rely on basic principles. It
is also a dynamic method, which often works by progressive adjustments.
(Sidjanski, 2001, p. 3)

Federalism appears to be an appropriate counterweight to globalisation and the
most appropriate formof socialorganization, toassembleEuropeans intoaunion
that guarantees national, regional and local identities with the necessary interde-
pendence and the affirmation of a European identity. (Sidjanski, 2001, p. 2)

There are no ideal forms of federalism. The organisational structures
based on federal principles do not form a hierarchical order as observed in
centralised states. The formation of a federation depends on the existing
political cultures and institutions, and proceeds to redistribute tasks and
authorities in an optimal way according to the capabilities of the con-
stituent units (subsidiarity). The federal model is always open to change,
and it should respond to changes in the integration process. There are
different functioning federal models, including those in Germany,
Switzerland, Russia and the US. However, the diversity in forms and prac-
tices of federalism is a serious warning against the reproduction of any one
model (Sidjanski, 2001, pp. 5–27).92

The issue is not delineation between national sovereignty and federalism.
The EU already has certain federal powers. Sovereignty will always have to
be shared between states and the common institutions. The principal con-
stitutional questions for the EU are:

● How much power will EU institutions have relative to the EU
member countries in order to protect legitimacy and to preserve the
efficiency of the government? That is: how centralised should the
EU be?

● How should power be divided among various EU institutions?

Origin, evolution and prospects 55



Both the European Commission and the Council of Ministers are hybrid
bodies. The European Commission is half administration and half executive
body, while the Council of Ministers is half executive and half legislative
institution, which is why many people have problems understanding them.
In order to be accepted, prosperous and effective, the EU must be democra-
tically accountable, legitimate, relevant and intelligible, otherwise the EU
may become a supranational bureaucracy instead of a supranational
democracy.

Whenever the EU encountered an important issue or when it tried to
shape a certain future event, it called an IGC to propose the course of and
means for action. However, over time these conferences might have out-
lived their usefulness. They also gave the impression that diplomats plot
behind the backs of EU citizens. The treaties of Maastricht, Amsterdam,
Nice and others were negotiated and agreed upon behind closed doors.

The European Council in Nice (2000) triggered a wide-ranging debate
about the future of the EU. The same Council decided in Laeken (2001) to
convene a European Convention to pave the way for the future reform of
the EU structure. Such a wide discourse is crucial as complexity is an
exponential, not a proportional, function of the number of EU member
countries. This was the first time that citizens could expect a vigorous
and extensive debate about the future of the EU from the start of a certain
project.

For the first time the elected representatives (largely parliamentarians) of
28 countries (EU members and candidates) were brought together under
the chairmanship of Valéry Giscard d’Estaing, to discuss and draft a pos-
sible constitution for Europe. The convention93 started work in Brussels in
March 2002. One task was to suggest an institutional and operational set-
up for an EU comprising about 30 member countries. Another task was to
state the purpose of the EU, so that people could understand its relevance
to their well-being and feel more enthusiastic about its activities.

The convention sought consensus, not unanimity. It tackled questions
such as: who will be the future government of Europe? Who will control
that government? Will there be a directly elected president of the EU? How
to manage the EU(25) economy when half of its members use the euro,
while the other half does not? In any case although the various delegates
may have reached agreement, that did not mean that the proposed text of
the Draft Constitutional Treaty would be acceptable to the governments of
the day. None the less, the proposal would carry certain political weight.

Rather than a six-month rotating presidency (perceived as inefficient), the
convention proposed the creation of the post of chairman of the European
Council with a mandate of two and a half years (renewable for one further
term). This person would chair and drive the work of the European Council
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(heads of state and/or government), prepare its work agenda and represent
the EU abroad. The candidate for this post would come from the ranks of
past or serving EU leaders. This new organisational structure may, but not
necessarily will, provoke a power struggle between the president of the
European Council and the president of the European Commission.

As of 2009, the size of the European Commission would be reduced to
15 voting commissioners including its president. Even though these ideas
provoked discontent (small countries deem that this system would favour
big countries), the strongest argument on the side of the d’Estaing camp is
that the opposition did not put forward any viable alternative.

The legislative Council of Ministers would vote according to the new
formula for a qualified majority from 2009. The Byzantine system of
weighted votes agreed in Nice would be replaced by the double majority
technique: a law is passed if: (i) a majority of member countries which rep-
resent (ii) at least 60 per cent of the EU(25) total population support it.

A new post of EU minister of foreign affairs was also proposed, the post
to be anchored within both the Commission and the Council. Other exist-
ing EU institutions would be largely unchanged. However, as law making
is simplified in the Council of Ministers, the European Parliament would
gain in importance because of its co-decision and veto power.

Even though there is a reference to subsidiarity and proportionality as a
check on the power of the EU institutions, the text of the Draft
Constitutional Treaty shows that the EU is increasing its intervention and
coordination powers not only over the Single European Market and trade,
but also on a host of policies which include foreign affairs and security,
monetary affairs, agriculture, fisheries, industry, education, employment,
social issues, transport, energy, R&D, and even space (Chapter III, §10). The
Constitutional Treaty would likely increase the EU law-making activity in
several ways. It would expand sole and shared EU competences, it would
lower the threshold for the qualified majority decisions and it would enlarge
the number of areas subject to qualified majority voting.

The convention submitted its Draft Constitutional Treaty to the
European Council in Thessaloniki in June 2003. The Council welcomed the
draft and called for an IGC to finalise it by the end of 2003. Not everyone
was happy about the Draft Constitutional Treaty, and the text was clarified
and modified during the Brussels Council in December 2003. Certain coun-
tries, including Poland and Spain, wanted to add a reference to the
European Christian heritage, while France opposed that because of its
desire to pursue multicultural principles. However, the biggest problem and
battle related to voting rights in the enlarged EU. If nothing is done about
current voting rights, Poland and Spain with a combined population just
below Germany’s 82 million, would together have 54 votes compared with
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Germany’s 29. The Draft Treaty replaced this by a system in which at least
13 (a half ) of the 25 member states which include at least 60 per cent of the
EU population have an upper hand. Poland and Spain would have less
influence in the proposed system.

Even though the EU has a long history of pulling victory from the jaws
of defeat, deeply entrenched positions by France and Germany on one side
and Poland and Spain on the other made it impossible for the Brussels
Council to approve the Draft Constitutional Treaty. The summit and the
IGC collapsed on 13 December 2003. From the beginning, the handling
and building of the EU(25) caused more trouble than expected. The benev-
olence of the new members cannot be taken for granted. One can just
imagine the complications regarding future negotiations over agriculture or
the budget.

Just a few days after the Brussels Council, the leaders of Austria, Britain,
France, Germany, the Netherlands and Sweden (net contributors to the EU
budget) sent a letter to the European Commission’s president, suggesting
that future EU expenditure should be pegged at about 1 per cent of EU
GDP for the future financial period, 2007–13. The political message was
clear. Spain, the biggest recipient of EU funds, and Poland, the biggest new
gainer, as ‘bad boys’ were warned not to expect generosity in the future. The
consequence may be a slower convergence between rich and less fortunate
EU countries.

Following the collapse of this Brussels Council, ideas for a two-speed EU
resurfaced. France and Germany, together with a select group of like-
minded countries, would form the pioneering core (presumably the origi-
nal six members of the EU), while others would join this group as and when
they could. As such, Central and Eastern European countries would have
much more in common with one another than with the rest and they could
be grouped together. If this happens, it may be much easier for the US to
manipulate Europe towards its own ends. However, the EU may use
financial bait to reward loyalty to Europe.

There are certain political signs that the European elite should perhaps
not push the federalist agenda too far at the current political moment as it
may meet resistance. The ratification procedure of the Maastricht Treaty
did not go smoothly at all. Although all member countries ratified the
treaty, in most of them it provoked heated debate. Indeed, the winning
majority for the ratification in most countries was very slim.94 A popular
and overwhelming support for the Maastricht Treaty and, hence, for
monetary union (eurozone) was not obtained. The elite thought that the
plan was too complicated to be explained to the man in the street. In
Denmark, the first national referendum on the treaty was rejected. In prac-
tice that could mean the exclusion of Denmark from the EU.95 After
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obtaining opt-outs from the eurozone and foreign and security policies,
Denmark held a second referendum and a (slim) majority in favour was
obtained. Ireland also held a second referendum on the Treaty of Nice. This
may be a sign to the integration enthusiasts to slow down and reflect more
carefully before undertaking further grand steps.

The ‘minimalists bloc’ (Britain, Austria and the Scandinavian states) may
easily block any mounting federalisation and potential creation of a
European ‘superstate’. In addition, this stance may easily be bolstered by the
ten new member countries which tend to be anti-federalist. This may under-
cut the new large-scale EU federal intentions, as Poland demonstrated
during the final negotiations on the Draft Constitutional Treaty at the end
of 2003.

Since the future developments of the EU depend on a plethora of volatile
multinational political factors, its future is hard to predict. Various ‘dimen-
sions’ of the EU are still vague, including the external, defence and social
dimensions. Even the term ‘Union’ is unclear. It may be easier to point to
problems in the ongoing development of the EU than to suggest solutions
acceptable to everybody. The EU is, indeed, rich in diversity. This should
not be very surprising since, for example, even the EU member states them-
selves have changed. Belgium has transformed itself since the 1970s from a
unitary into a federal state. Only the future will tell how that development
will end up in Belgium, or in Italy (highly developed northern ‘Padania’),
or in Britain (oil-rich Scotland). Hence a federal approach to the future
development of the EU according to the principles set by de Rougemont
may have the highest potential for success.

21. Priorities
The goal for the EU set by the Lisbon Council (2000) is to make the EU
‘the most competitive and dynamic knowledge-based economy in the
world’96 by 2010. Fine words and aspirations, no doubt. Unfortunately, this
aim produced little more than hot air. In order to provide ‘food for
thought’, to contribute to discussions and to assist in the policy making,
the European Commission commissioned a report from eight academics.
Under the chairmanship of André Sapir, the group produced An Agenda
for a Growing Europe (2003). In order to achieve and maintain sustainable
growth, the study group recommended among other things that the EU
should use its funds more wisely than was the case in the past. The EU
should spend about half of its budget on growth-stimulating activities such
as research, higher education, infrastructure projects and institution build-
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ing in the new Central and East European member countries. The only way
to do this and to remain within the current budgetary limits is to scrap the
CAP and regional funds. Fiscal systems should stimulate investments in
innovation. In addition, the Stability Pact should have greater flexibility.
No wonder that such suggestions were highly controversial to some
commissioners, while some observers thought that such suggestions were
politically naive because of the entrenched interests. But perhaps that was
the objective of this report: to provoke a wide-ranging debate about the
future direction of the EU.

In the coming decade or two the EU will be occupied with several broad
strategic projects which include the following:

● Protection of the Single European Market: The creation of the
Single European Market was the objective for the 1985–92 period.
Following that, ongoing goals include making rules more transpar-
ent and effective, as well as removing the remaining and potentially
new market distortions. These areas include competition, taxation,
ecology and, especially, services (which account for about 70 per cent
of EU GDP) in order to deliver continuously the full benefits of the
Single European Market to the citizens and make the EU ‘the most
competitive and dynamic knowledge-based economy in the world’.

● Eurozone, growth, unemployment and demography: The eurozone is
the biggest risk the EU has ever taken as it was created well before a
political union. It is also a mission that may transform both the polit-
ical and economic scenery of Europe. One of the basic features of
national sovereignty, the currency, was pooled among 12 EU member
countries even in the absence of a political union.

As with many other projects the EU elite conceived the eurozone.
It is the most ambitious project in Europe since the Bolshevik revo-
lution (1918). No currency has circulated in Europe so widely since
the Roman Empire (44BC to 476AD). The introduction of the euro in
January 1999 (conversion of national currencies into the euro was
achieved relatively painlessly during the first months of 2002) was the
biggest currency innovation since the introduction of the US dollar
in 1792. However, unlike in the US, there is no fiscal element in the
deal. Automatic fiscal transfers as built-in stabilisers do not exist. The
12 eurozone countries have a cap on the national budget deficit of
only 3 per cent of GDP (which is not always enforced). This was a
serious limitation for the conduct of macroeconomic policy in both
Germany and France from 2002. This limit on the budget deficit may
be relaxed and replaced by a balanced budget requirement over the
course of the economic cycle.
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Challenges and problems include an acceleration in the rate of
growth; a reduction in the rate of unemployment, in particular struc-
tural unemployment; immigration; an enlarged public sector; and tax
harmonisation.

A looming problem relates to an ageing population and extra
demands on public pension funds. This issue will put great pressure
on national public finances when the ‘baby boom’ generation starts
to retire around the year 2010. Public pension schemes will become
one of the principal economic imbalances as are imbalances in trade
or capital flows.

● Institutional and operational aspects: The IGC failed to accept the
Draft Constitutional Treaty in 2003. However, the EU leaders
agreed on the Treaty in June 2004. Now there is a laborious and
uncertain ratification of the text in the member countries. Some of
them intend to have referendums. Positive outcome cannot be guar-
anteed in all cases. If all member countries do not ratify the Treaty,
then there would be another IGC which would determine what to do
next.

● Public security: Following the terrorist attacks in Madrid on 11
March 2004 and on the World Trade Center in New York on 11 Sep-
tember 2001,97 as well as permanent instability in the Middle East,
security has continued to gain additional importance in the EU.

● Enlargement: Enlargement to 25, 27 or more than 30 countries, as
well as the problems linked with transition, the adjustment period
and a relentless narrowing of wide gaps will consume considerable
time, energy and funds. In certain cases this may be a tough task for
the newly arrived countries as the EU is evolving – it may be a race
with a moving target. Additionally, the EU ought to ensure that its
(over)extension does not jeopardise its inner cohesion.

● Popular support: Notwithstanding the above issues, the principal
priority for the elite in the EU is to win and retain the hearts,
minds and confidence of EU citizens to support integration. It has
to re-establish a feeling for the popular mood. The elite should try
to create and maintain the popular notion that European integra-
tion is necessary, desirable for everyone in the long run and that the
EU really matters.
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22. Conclusion
The European Union is at an important turning point. On the international
political front, it had difficulties in its attempts to calm the neighbouring
problem in the Balkans throughout the 1990s and it is not faring any better
in the Middle East (although other organisations did not fare much better
either). Before and during the US- (and British-) led war against Iraq (2003)
the EU was completely divided regarding a common stance on this glob-
ally grave political and defence issue.

In the economic field the EU cannot create new jobs and reduce
unemployment while it has an ambitious plan Lisbon (2000) to become
for the decade. The eurozone was the Union’s major undertaking during
the 1990s. Since then, the EU member countries have been trying hard to
stick to tough macroeconomic criteria prescribed by the Maastricht
Treaty and the Stability Pact, which prevents governments from overbor-
rowing. At the same time, the EU is enlarging eastwards. This is another
major risk for the EU to take because of the large gap in economic devel-
opment, the staggering costs of the acquis communautaire for the new
member countries and different ideas about common actions and policies,
all of which may introduce tensions and divisions in the enlarged EU(25).
The goodwill of the new member countries regarding all EU policies and
actions cannot be taken for granted (as Poland demonstrated in 2003 with
respect to the Draft Constitutional Treaty). The EU may face a bumpy
road in the foreseeable future.

During their term of office as president of the European Commission,
Roy Jenkins in the 1970s and Jacques Delors in the 1980s selected as the
major subject of their presidency the European Monetary System and the
Single European Market, respectively. Romano Prodi sought a new direc-
tion for the start of the new century: security and stability in Europe (par-
ticularly in the Balkans) or ‘governance’ of Europe, but progress is
unsatisfactory. However, Prodi inherited the ambitious idea of enlarge-
ment. During his term the EU finalised negotiations with ten new states
which joined the EU in 2004. In addition, during his term, two other impor-
tant events took place: reform of the internal organisation of the European
Commission and a relatively smooth introduction of the euro notes and
coins in 12 eurozone countries. The principal subject for José Manuel
Durão Barroso may be to push the Lisbon strategy.

Predictions about future political events are uncertain, risky, problemat-
ical and thankless, and are always subject to harsh criticism. Politics is very
difficult, which is why among all the arts it has advanced least since the
times of ancient Greece and Rome. If mistakes are made now, they
may well be the consequence of ignorance or lack of knowledge about
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historical events and accumulated experience, including, for example, the
centralisation of power and the eventual decay of ancient Rome; the style
of rule and proclivities of the medieval papacy that brought about the rise
of protestantism; interventions during the Crusades (and the fight with
Saladin) or in the Balkan civil wars; or the fragmentation of the Holy
Roman Empire, Austria-Hungary or the Soviet bloc, and the like.

If the declared goal is that the EU does not want to cause loss of national
sovereignty, then it is not clear what the EU is trying to achieve. The EU
created a customs union that is broad and which is getting broader. It
created a single currency within the eurozone which is not as extensive as
the customs union, but is sufficiently rooted to be seen as a success for now.
The next steps must involve taxation and foreign policy. Once those are
gone from the national level, so is sovereignty. If the ability to levy taxes,
mint money and make war are taken away from states, they have lost their
sovereignty.

The Treaty of Nice changed the voting system in the enlarged EU, which
complicated and slowed down the introduction of new policies and reac-
tion to new challenges, while facilitating the blocking of new initiatives. In
addition, the EU limited its total expenditure in advance of enlargement.
Some welcomed the eastern enlargement as they consider that this would
dilute the EU into an extended free trade area. Others are depressed
because they think that enlargement is being done in a rush, without fully
prepared candidates and without a duly consolidated EU. Although there
is a Draft Constitutional Treaty that is supposed to simplify the organisa-
tion and operation of the EU, its acceptance is postponed for the future.

Appendix 1A Institutions
In order to accomplish its mandate, the EU has institutions that perform leg-
islative, executive, supervisory, consultative and judiciary tasks. The basic
seven institutions of the EU are the European Commission, the Council of
Ministers, the European Parliament, the European Council, the Court of
Justice, the Court of Auditors and the European Central Bank. The two
advisory institutions are the Economic and Social Committee and the
Committee of the Regions. There is also the European Investment Bank.

When the Merger Treaty (signed in 1965) came into effect in 1967, the
EU unified the thus far separate institutions of the ECSC, the EEC and
Euratom into the single body of the European Communities. It needs to be
kept in mind that the Parliament and the Court of Justice were common for
all three Communities from 1958. The objective of the merger was to bring
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one step closer the creation of a single Community that would have one
treaty which would replace the treaties of Paris and Rome.

EUROPEAN COMMISSION

The European Commission was conceived to play a central role in the EU
structure. It is half administrative and half executive body which has a vested
interest in the centralisation of EU affairs. The European Commission’s
assigned tasks are to initiate and execute the Union’s policy, to defend the
EU’s interests in the Council of Ministers and to guard the treaties of the
Union.

The initiation of EU policies is perhaps the most important function in the
whole system of the Union. The European Commission formulates recom-
mendations or delivers opinions. The former refer to specific cases, while the
latter deal with general policy guidelines. During the formulation of its pro-
posal, the Commission has to make sure that it is impartial. In reality, the
Commission does not look after national interests; however, in the decision-
making process it makes a note of national sensibilities. Its proposal must
conform with the interests of the entire EU and no favour is to be granted to
the benefit of a member state or a group of states unless this complies with
the objectives of the EU. As such, it defends the Union’s interests. The
Commission also makes sure that the legal acts and policies are consistent.
Before drafting its proposal, the Commission has thorough consultations
and exchanges of views with the political leaders of the member countries,
employers and labour organisations. Once the guidelines of the policy are in
place, the discussions continue with high-ranking experts and national civil
servants in order to work out technical details of the piece of law to be sub-
mitted to the Council of Ministers as a proposal for a decision about an issue.

As the executive arm of the EU, the European Commission carries out
the tasks that come from the treaties and that are mandated by the Council
of Ministers. The Commission directly legislates issues that relate to trade,
agriculture, competition (restrictive business practices, monopolies and
subsidies) and safeguard clauses.98 In addition, the Commission adminis-
ters the Union’s funds.

As the guardian of the treaties, the European Commission makes sure
that the provisions of the treaties are observed, implemented and enforced.
It is authorised to investigate any suspected infringement. The most numer-
ous violations of the Union’s law have been in the fields of the internal
market, agriculture and the environment. Although they were infringe-
ments of the law, the largest number came from delays in the national
implementation of the EU’s legislation or a difference in the interpretation
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of EU law between the Commission and the member states that had to be
settled by the Court of Justice.

Each EU member country delegates one commissioner to the European
Commission. This body has 25 commissioners with a five-year renewable
term in office.99 The conditions for the selection of a commissioner are
competence and capability to act exclusively in conformity with the inter-
ests of the EU. The commissioner must be free and independent from any
other interests, including those of his/her country of origin.

Commissioners are appointed on the basis of an agreement of the gov-
ernments of the member countries. They are not elected; nor do they cam-
paign or make public their views about their job. They are not subject to
control by the voters. Hence, their mandate is constitutional, not popular.
Once appointed by their governments, the commissioners become inde-
pendent and they cannot be dismissed from their office. In theory, the head
of the Commission is appointed (not elected) on the basis of the agreement
of the European Council, but this choice has to be confirmed by the
European Parliament.100 He/she must accept the government’s nominees
for the Commission and may not influence their choice, but may reward
able appointees with important portfolios.

The Commission is responsible to the European Parliament which needs
to approve the full Commission and, once appointed, the Parliament may
dismiss the Commission only as a body (this has not happened so far). None
the less, once dismissed, the ‘old’ Commission remains in office until a new
one is appointed. Each member country may block the decision of the
Parliament by failing to nominate a commissioner, but in fact all involved in
the process try to cooperate. The Treaty of Nice enhanced the powers of the
president of the European Commission, who has the right to request the res-
ignation of a commissioner, subject to the Commission’s approval.

A ceiling on the number of commissioners is set once the EU reaches 27
member states. At that stage, the European Council will unanimously
decide on the number of commissioners, which shall be less than 27. The
nationality of the commissioners will then be determined by a system of
rotation that will be fair to all countries. A contributory factor to some of
the institutional troubles in EU bodies may lie in the number of commis-
sioners. At the time of the creation of the EU in 1957 there were nine com-
missioners, while now they number 25.

The theoretical independence of commissioners from national interests
and their work during their mandate entirely for the benefit of the EU may
have another side. Lord Cockfield, the commissioner (appointed in 1984)
in charge of the internal market, gave an account of bargaining within the
European Commission: ‘The agreement I made with my colleagues from
the South was that in return for their support for my Internal Market
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Programme, I would support them in their demands that the Structural
Funds should be doubled’ (Cockfield, 1994, p. 45). It is clear that when
such things take place within the European Commission, which must be
neutral in its policy concerning specific national interests, one can only
imagine the amount of tough bargaining that takes place in the Council of
Ministers or the European Council, where representatives defend their
national interests.101

The European Commission is a unified body and it acts accordingly.
Although each commissioner is in charge of one or a few portfolios, he/she
does not have the same degree of liberty of action as a counterpart in a
national ministry. In the decision-making process there are basically three
procedures:

● For straightforward matters, the Commission uses the written proce-
dure. The file with the issue and the proposed decision about it is sent
to each commissioner. If there are no disputes within a week (the
usual time period) or another specified period, the proposal is taken
to be accepted.

● For routine matters which do not imply political issues, such as agri-
culture, the Commission may authorise one of its members to take
the decision on behalf of the Commission. None the less, the
discretionary right in this case is very limited, since only delicate
and important subjects are considered at the Commission’s weekly
meeting.

● All decisions of the Commission are reached collectively. The
influence of the Commission on the shaping of events was amplified
with the expiry of the transition period (end of 1969) set in the Treaty
of Rome. Since events after that date were not regulated by the treaty,
the Commission was given greater opportunity to direct the life and
affairs of the EU after that date.

The Commission has 17 directorates-general (DGs) for various policies
and six for external relations. In addition there are general and internal ser-
vices. The European Commission’s staff numbers some 19 000 officials.102

The Commission is located in Brussels, but some of its departments operate
in Luxembourg.

The tasks and authority of the European Commission are often misun-
derstood, questioned and criticised. This is because the Commission is
initiator of laws and policies, investigator, prosecutor, judge, jury and exe-
cutioner all at the same time. The ‘normal’ democratic principle of separa-
tion of power (legislation–execution) does not exist in any palpable way
within the appointed European Commission. This contributed to the
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deplorable administration and corruption that led to the resignation of the
Commission in 1999.

Many people question the wisdom of surrendering additional sovereign
rights tosuchasupranationaladministration.Thecommunitymethodinthe
decision-making process in which the European Commission leads in EU
affairs is being silently, but forcefully, replaced by an intergovernmental
method. Since the Treaty of Maastricht (1992) the European Commission
has lostmuchof itsauthority.TheEUrelied largelyontheEuropeanCouncil
to provide guidance and to settle problems, and the principal moving force
became the agreement among EU member governments. Following this type
of intergovernmental accord, the Commission has less influence. In any case,
the Commission no longer has personalities and leaders of the calibre of
Walter Hallstein (1958–67) and Jacques Delors (1985–95).

The resignation of the European Commission of Jacques Santer in
March 1999 exemplifies the sense of responsibility of the members of the
executive branch. Following this resignation, the EU functioned without
the European Commission for eight months – an absence that was barely
noticed by European citizens. In order to restore its credibility the
Commission, as well as politicians, should explain its functions more thor-
oughly to EU citizens to convince them of the need for this institution.

COUNCIL OF MINISTERS

While the European Commission is a common institution of the EU, the
Council of Ministers is an intergovernmental body. The dialogue between
the Council of Ministers and the European Commission was supposed to
be the moving spirit of the EU. Since the appointment of both bodies, they
have been criticised on the grounds that there was a lack of accountability.
The usual or classical separation of powers was not respected with the EU
institutions. This often reappears in discussions as the existence of the
‘democratic deficit’ (Stephanou, 1997, p. 108). The European Parliament is
the only directly elected institution of the EU. Under the terms of the
Maastricht Treaty, the Parliament was granted co-decision powers with the
Council of Ministers, thus introducing a certain amount of democratic
control into the EU’s affairs. All the Union’s institutions fall under the legal
control of the Court of Justice.

The Council of Ministers, together with the European Council, are the
only bodies of the EU with directly delegated representatives of the gov-
ernments of all member countries. The composition of the Council of
Ministers varies. It does not have a fixed membership like the European
Commission. It can include various ministers, but only one from each
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country with the right to vote. When the Council of Ministers considers
farming issues, it is composed of the national ministers of agriculture;
when transport issues are at stake, the national ministers of transport are
present and so on. Since various councils tend to reach decisions that can
be quite costly, the representatives from the national ministries of finance
are often present. None the less, the Council of Foreign Ministers is
somehow supposed to be the most senior Council of the EU. The presi-
dency of the Council of Ministers rotates in alphabetical order every six
months, and the Council’s headquarters is in Brussels.

The Council of Ministers is the Union’s legislative body. It acts only on the
basis of a proposal from the European Commission. If there is no such pro-
posal, the Council and, hence, the EU is stymied. The Commission drafts a
proposal which may be amended as a result of comments from Parliament.
The amended proposal is then passed on to the Council of Ministers, and the
dialogue between the Council and the Commission begins. The Council
upholds national interests, while the Commission stands for those of the
Union. During the dialogue they try to find joint solutions to problems. If
the Council wants to alter a proposal, its members have to act unanimously.
In other cases, only the Commission has the right to amend its proposal. The
Council of Ministers may adopt the proposal as it stands; modify the pro-
posal and accept it unanimously; or fail to reach a decision. This kind of
decision making has often been criticised. The Council has been accused of
‘lavish legislation’ (acquis communautaire) behind closed doors as if it were
a Politburo in a communist country and that is not accountable to anybody,
hence the ‘democratic deficit’.

The primary sources of EU law are the treaties of Paris, Rome,
Maastricht, Amsterdam and Nice, the Merger Treaty and the Single
European Act, as well as all the treaties that led to the various enlargements
of the EU. The secondary sources of law are created by the Council of
Ministers, the European Parliament and the European Commission. After
consultations with the European Parliament, the Economic and Social
Committee and the Committee of the Regions (on regional matters), the
European Commission submits a proposal to the Council of Ministers
which co-decides with the European Parliament. This co-decision element
was introduced by the Single European Act and extended by the Maastricht
Treaty. The objective is to eliminate the ‘democratic deficit’ in the Council of
Ministers. In this co-decision process the Council and the Parliament deliver
the following four types of legal acts (Article 249 of the Treaty of Rome):

● Regulations are compulsory and general in their application. They
are to be directly implemented in all of the member countries. They
overrule the national law if it existed.
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● Directives are compulsory regarding the final outcome, but the
member countries have the freedom to select how they are
implemented.

● Decisions are binding for the subjects (governments, associations,
enterprises, individuals and so on) that they refer to.

● The implementation of Recommendations and Opinions is not
compulsory.

Decisions in the Council of Ministers are taken by unanimous, simple or
qualified majority vote. If majority vote is permitted, then the decision
binds all the countries, even those that voted against the proposal in ques-
tion. While the Council usually tries to take into account the interests of all
member countries, find a compromise and act unanimously, since the
Single European Act (1987) and the subsequent treaties, majority rule has
been introduced for an increasing number of issues. Majority rule in some
cases may act as a buffer against obstruction and in certain cases can facil-
itate and hasten a unanimous decision. Although the (qualified) majority
vote has potential risks, it introduced a certain degree of flexibility in the
decision-making procedure, as well as the willingness to compromise.
Under the Luxembourg Agreement (1966), a unanimous vote was required
each time a member country declared that an issue was in its vital interest,
but it was not necessary to define that interest. The Single European Act
and subsequent treaties reintroduced the majority vote procedure for a
number of issues, mainly dealing with the creation of a Single European
Market. However, the resolution of the Maastricht Treaty to create ‘an ever
closer union’ (Preamble) may not be achieved in a satisfactory way if the
vital interests of one or more nations in the EU are damaged.

The Committee of Permanent Representatives (Coreper)103 assists the
Council of Ministers in its work. Coreper is composed of the ambassadors
of the EU member countries. It is included in all phases of decision prepa-
ration and making. If possible, Coreper makes the decisions and the
Council of Ministers simply endorses them. In fact, most decisions (80–90
per cent) are agreed on below the Coreper level in various working groups.
However, crucial decisions are settled by national ministers.

Unanimous decisions by the Council of Ministers are still required in the
following areas:104

● taxation;
● common foreign and security policy;
● police and judicial cooperation in criminal matters;
● asylum and immigration policy; and
● economic and social cohesion policy.
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When qualified majority rule is permitted in the Council of Ministers,
then the four large countries, Britain, France, Germany and Italy, have ten
votes each. Spain has eight, while the smaller countries, Belgium, Greece,
the Netherlands and Portugal, have five each. Austria and Sweden have
four votes each. Others, Denmark, Finland and Ireland, have three votes
each, while Luxembourg has two. The total is 87 votes, and the qualified
majority is 62. This means that the four largest countries, plus Spain, need
to consider the interests of at least two or more small countries (Table
1A.1). The principle is that the qualified majority takes into account the
interests of about 70 per cent of the EU’s population. The blocking minor-
ity is 25 votes (two large and one or two small countries, with the exception
of Luxembourg; for instance the olive oil-producing countries: Spain, Italy,
Greece and Portugal). The meetings of the Council of Ministers are rela-
tively frequent and often long; they are not pure formalities as similar meet-
ings in various international organisations often are; and they involve hard
negotiations and horse-trading.

France fought tooth and nail in Nice to maintain parity with Germany
within this ‘management board’. However, in order to keep this formal
parity, France was ‘forced’ to consent to the introduction of a demograph-
ical standard into the definition of the blocking minority. Germany gained
power, because since the blocking majority is based on population size, this
gives Germany an obvious edge.

The Treaty of Nice is popularly portrayed as an act that allowed the new
EU enlargement. However, the EU(15) member countries first preserved
their influence in the new voting structure. The EU voting allotments and
procedures changed as a result of the Treaty of Nice and the enlargement
(Table 1A.1). As is often the case, the devil is in the detail. The new voting
arrangement was ‘hidden’ in Declaration 20 on the enlargement of the EU,
annexed to the Final Act. There is now a triple test in the voting structure:

● Smaller states (apart from Poland, Central and East European coun-
tries are small) have proportionally more voting power than larger
countries. The post-enlargement Poland-led eastern bloc of ten
countries would have the largest voting weight.

● If a new policy is to be adopted, then it must have the support of a
majority of member states. The ten new countries would need only
three votes from any of the EU(15) to push through new policies.

● The final requirement is the ‘killer’: new policies must have the
support of states that represent 62 per cent of the EU’s expanded
population of 452 million.105 The ten new countries combined have
only 16 per cent. Hence, while the Central and East European coun-
tries can certainly play a major part in setting or blocking the policy

70 The economics of European integration



agenda, they cannot necessarily force anything through – and nor can
anyone else.

This all puts the EU on track for a train wreck as far as quick action is
concerned. No bloc, indeed no two blocs, would be able to force through
any policy, but almost any single bloc would have the ability to veto any
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Table 1A.1 Voting weights in the Council of Ministers after the eastern
enlargement

Country Council of Ministers votes Population in 2002 (m)

Until May 2004 From May 2004

Germany 10 29 82.4
Britain 10 29 58.7
France 10 29 58.5
Italy 10 29 57.8
Spain 8 27 41.1
Netherlands 5 13 16.1
Greece 5 12 11.0
Belgium 5 12 10.3
Portugal 5 12 10.3
Sweden 4 10 8.9
Austria 4 10 8.3
Denmark 3 7 5.4
Finland 3 7 5.2
Ireland 3 7 3.9
Luxembourg 2 4 0.4
New member countries
Poland 8 27 38.2
Czech Republic 5 12 10.2
Hungary 5 12 10.2
Slovakia 3 7 5.4
Lithuania 3 7 3.5
Latvia 3 4 2.3
Slovenia 3 4 2.0
Estonia 3 4 1.4
Cyprus 2 4 0.7
Malta 2 3 0.4
Total EU(25) 124 321 452.6
Romania 6 14 21.9
Bulgaria 4 10 7.9
Total EU(27) 134 345 482.4

Source: Eurostat (2004).



policy. And there is no shortage of topics that would face harsh clashes of
interest. Hence, one may predict that the basic policy structure of the EU
(acquis communautaire) would remain as it is for quite some time to come.

EUROPEAN PARLIAMENT

The European Parliament is the only EU institution that is directly elected.
In spite of this, it is puzzling that for more than a quarter of a century, it
had only a consultative role, the right to dismiss the European Commission
and to accept or reject the Union’s budget (which it did a few times).
Although the opinions of the Parliament could be legally disregarded, in
most cases both the European Commission and the Council of Ministers
respected its views. It often takes a long time for a parliament to gain impor-
tance in the governing process, but the wait usually proves fruitful in the
long term. This was the case with the European Parliament.

The expansion-of-authority process of the European Parliament started
with the Single European Act. It was reinforced in the Treaty of Amsterdam
and the Maastricht Treaty (Articles 251 and 252 of the Treaty of Rome).
The Parliament was given the right to co-decide with the Council of
Ministers on matters relating to the conduct of the internal market, mobil-
ity of labour and capital, trans-European infrastructure networks, con-
sumer protection, research, environment, health, cultural matters, and the
like.106 The decision-making scheme of the EU is shown in Figure 1A.1.

If an act is to be adopted it has to be initiated by the European Commission,
which has to send its proposal to the Parliament for the first reading. After the
European Parliament has reported back to the Council of Ministers, the
Council then has to adopt a common position that is relayed to the Parliament
for a second reading. Regarding the common position, the Parliament may:

● approve it,
● not take a decision,
● propose amendments or
● reject it.

If the Parliament approves the common position, then the act is adopted.
The ‘double signature’ symbolises the co-decision process between the
Parliament and the Council of Ministers. This is supposed to provide some
democratic supervision. If it fails to take a decision, the Council is allowed
to accept the act. In the case when the Parliament proposes amendments to
the common position, the Council may accept them within three months. If
the Council fails to do that, it may, together with the Parliament, convene a
meeting of the Conciliation Committee (composed of an equal number of
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Figure 1A.1 The decision-making process in the European Union 



representatives of the Council and the Parliament) with the task of reaching
an agreement on a common text. The same procedure is also possible in the
case when the common position is rejected by the Parliament. The concilia-
tionprocess is supportedbytheEuropeanCommission,whichhelpsboththe
Council and the Parliament to modify their positions. Both the Parliament
andtheCouncilhavesixweeks toapprovethecommontextof theact inques-
tion. If one of the two bodies fails to do that or if there is no agreement on
thecommontext, theproposedact isnotadopted.However, there isonemore
provision that is heavily contested by the Parliament. After the failure of the
conciliation procedure, the Council of Ministers may within six weeks
confirm its previous common position (which may include some of the
Parliament’s amendments) and adopt the act. The Parliament can still over-
rule the Council’s decision by an absolute majority of its members if it acts
within six weeks after the Council’s decision. In practice, however, this may
not be possible because of absenteeism. The amendments of the Parliament
require a majority vote of the entire Parliament (not just those that are
present and voting). Often barely more than half of the members of the
Parliament bother to attend the meetings, so many amendments fail.

The new powers of the Parliament may alter the agenda of its sessions.
Over the years, the Parliament has dissipated its time and energy on issues
that it does not control: the killing of kangaroos in Australia; animal
welfare; globalisation; violence in the West Bank; vote rigging in Zimbabwe;
human rights in Chile, Salvador, Sudan, and so on.107 None the less, the new
co-decision, cooperation and the dialogue between the Parliament and the
Council of Ministers may steadily develop into a new and important feature
of the Union’s set-up.

Following the eastern enlargement, 453 million EU(25) citizens are
represented by 732 members in the European Parliament. Each member
country has a quota in the Parliament that depends on the size of the pop-
ulation. Germany, as the most populous country, has 99 representatives;
France, Italy and Britain have 72 each; Spain 50 and so on.

The European Parliament was directly elected for the first time in June
1979. Before that, it was composed of the members of the national parlia-
ments. The members of the European Parliament do not sit in national
groups, but rather according to their political orientation. The European
People’s Party and European Democrats (268 members) and the Socialists
(200 members) are the largest political groups during the 2000–2004
term.108 No matter how one looks at the distribution of the seats, neither
the centre-right nor the socialists can dominate. However, unlike in
national parliaments, there is neither majority, nor opposition. There is no
ruling government and opposition that face each other in the European
Parliament. This Parliament is supposed to solve problems, rather than
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help a political party survive in office. It is in effect a forum, not a true
parliament. In a complex EU politics and law-making procedure, no drama
captures the headlines as is the case in national parliaments, which is why
the general public have a poor understanding of the Parliament’s role,
significance, operation, powers and influence.

The Parliament has 17 committees that prepare the work of the plenary
sessions. It sits in Strasbourg, but for historical reasons there are two other
working venues: the secretariat is in Luxembourg, while various commit-
tees meet in Brussels.

EUROPEAN COUNCIL

As European integration becomes deeper and wider, as well as more and
more political in all its aspects, the European Council is invoked to operate
at the highest political level. The European Council is a kind of glorified
version of the Council of Ministers. Although there is a continuous
problem that big countries dominate in this EU body, the former’s advan-
tage is that it arrives at major political decisions that concern the EU. If
they need to be enshrined in Union law, these decisions are passed on to
other EU institutions in order to proceed with the usual law-making
agenda which provides directions for the future.

Although the European Council has been in operation since the early
1970s and was de facto the supreme body of the EU, it was introduced de
jure into the Union’s structure in the Single European Act (1987). The
Council is made up of heads of government (head of state in the case of
France) and the president of the European Commission. Its work is
assisted by the foreign ministers. The role of the European Council was
reinforced by the Maastricht Treaty (Article D). Its function is to provide
the EU with the necessary impetus for development, and to lay down
general political guidelines for the future. The meetings of the Council are
free of any formalities and take place at least twice a year (in practice it
meets three to four times or whenever necessary).

Matters discussed include not only EU business, but also intergovern-
mental issues. The country holding the Union’s rotating (in alphabetical
order) presidency has a ceremonial, but no real power; it is the first among
equals for only six months. However, it can set the agenda by choosing
what the Council discusses. The six-month rotating presidency is too short
to create either consistency or continuity in EU visions and policies. It is
not open to wider public understanding and appreciation of what the EU
is about. Hence, the future institutional structure of the EU may address
this issue.
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COURT OF JUSTICE

The structure of the European Union is complex indeed. To implement the
Union’s law (acquis communautaire) may sometimes be difficult and costly
in political and financial terms. Therefore, the Court of Justice has to inter-
vene whenever the implementation of the primary or secondary law of the
EU comes into question.109 The Court is supposed to provide interpreta-
tions of the Union’s law and, when asked, may give its opinion about an
issue. When delivered, that opinion becomes binding.

The Court has one judge per member state and eight advocates-general
appointed according to the agreement of the member countries for six
years. They sit in Luxembourg. Since everyone affected by EU legislation
has the right to file charges to the Court, the task of the advocates-general
is to conduct a preliminary investigation of the case and give their non-
binding, but highly respected (although not always accepted)110 opinion
to the judges. Court hearings are public, but the discussions about the
judgments and the majority vote system for making judgments is always
closed to the public. Outside the chamber for deliberation, there is no dis-
senting minority among the judges. They are unanimous in their views.
Judgments in a particular case are signed by all participating judges
in order to avoid possible trouble for them after the expiry of their term
of office.

For the execution of its decisions, the Court relies on the administration
of the member countries on which the ruling applies. In order to make sure
that its decisions are implemented, the Court has the capacity to impose
serious fines on member states that do not carry out their obligations. The
matters that appear most often in the Court relate to agriculture, competi-
tion, the internal market and social issues. The Court of Justice represents
the highest legal authority in the EU. There are no appeals against its judg-
ments. A judge can be dismissed from the Court only by the unanimous
vote of his or her colleagues.

The Court of Justice is assisted in its work by the Court of First
Instance, which has one judge per member state. This court deals mainly
with cases brought by individuals. This new court was introduced in the
Union’s structure under the Single European Act and started operation in
1989. Its job is to speed up the judicial process by relieving the workload
of the Court of Justice. The Maastricht Treaty reinforced its role. Its juris-
diction covers competition issues, charges by individuals and firms (but not
states) against EU institutions and disputes between the EU and its staff.
Appeals against judgments of the Court of First Instance may be filed in
the Court of Justice.
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COURT OF AUDITORS

The ever-expanding resources that the EU disposes of (its budget for 2003
was €100 billion) demand an accurate auditing of those resources. The
EEC and Euratom, on the one hand, and the ECSC, on the other, had sep-
arate auditing boards. Both of them were merged by a treaty into the Court
of Auditors in 1975. The new Court started its operation two years later in
Luxembourg. In order to ensure sound financial management, this Court
monitors the EU accounts and examines the legality and regularity of the
revenue and expenditure. According to the Treaty of Nice, the Court has
one national from each EU member state, appointed for a renewable period
of six years. This Court scrutinises the inflow and outflow of resources in
all bodies of the EU, as well as the Union’s budget. At the end of each fiscal
year, the Court of Auditors publishes its annual report. The statements of
that report provide influential guidelines for the collection of revenue and
for expenditure from the Union’s funds.

EUROPEAN CENTRAL BANK

The European Monetary Institute was established in 1994 in Frankfurt. It
started to prepare the ground for the single currency, the euro, which was
introduced in 1999. In the same year the EMI was transformed into an
independent European Central Bank, which is in charge of the monetary
policy of member countries that participate in the eurozone.

The key task of the ECB is straightforward: price stability (Article 105
of the Treaty of Rome). The ECB is independent of political intrusion and
it may not bail out prodigal governments. Monetary union eliminated risks
and costs that are built-in currency fluctuations. The single currency brings
transparency and downward convergence in prices through the countries
that use it. This would facilitate, improve and stimulate trade, investment
and integration throughout the EU.

OTHER INSTITUTIONS

Economic and Social Committee

The Economic and Social Committee is only a consultative body in the
EU’s structure. It is located in Brussels and has 222 members, between six
and 24 nationals per member state (depending on the size of the country).

Origin, evolution and prospects 77



The number of members may not exceed 350 following enlargement. It is
composed of representatives of the various components of organised civil
society: employers, employees and various interest groups (agriculture, con-
sumers, environment, transport and others). They are appointed for a four-
year term in their private capacity by the Council of Ministers. Opinions of
the committee provide a blend of views of various groups that may be
affected by the decisions of the EU. As such, they provide a helpful input to
the European Commission and the Council of Ministers during the prepa-
ration of the Union’s laws. Apart from its consultative role, the committee
has not yet found or established any other place in the structure of the EU.

Committee of the Regions

Local authorities in a number of EU countries are exerting or gaining
increasing influence in the countries’ legislative process. The Maastricht
Treaty reacted to these developments by creating the Committee of the
Regions. This committee gives an opportunity to the regional authorities
of the member countries to be involved in the Union’s legal matters. It has
to be consulted on proposals that have a bearing on the regions. The
number of members is limited to 350. It is located in Brussels and still needs
to earn a certain respect and status in the Union’s structure. Since the
regional authorities have gained influence in the governing structure of the
member countries, they also have a chance to wield a certain influence in
the future or in the EU.

European Investment Bank

The European Investment Bank (EIB) raises funds on the capital markets
to finance investment projects which contribute to the development of the
EU. The EIB is allowed to grant loans to third countries if the projects are
of relevance to the EU. These projects include roads, ports or railways, or
its loans may be seen as a part of development aid. It was established in
1958 and operates from Luxembourg. It is a non-profit-making lender that
granted loans totalling €172 billion over the five-year period, 1998–2003.

CONCLUSION

From the long-term standpoint, the Union’s system has demonstrated its
viability and endurance. Figure 1A.2 presents the organisational scheme of
the Union’s institutions. The EU is a fully recognised international organ-
isation since most of the countries in the world have diplomatic relations
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with it. An increasing number of countries aim to join the EU. The Union
takes part in the annual summits of the most important developed market
economies (G-8). As the Union’s business and membership expand, addi-
tional powers are given to already existing bodies, and new ones are
being created. These additional powers were most evident in the case of the
European Parliament.

The powers within the EU institutions have shifted over time. Because of
the decline in the community method of decision making in favour of the
intergovernmental method, the European Commission has lost its central
role. The rise in importance of the European Council since 1972 and in par-
ticular since 1992, as well as of the Council of Ministers since the Treaty of
Nice, is offset by an increase in importance of the European Parliament. It
remains for the Parliament to demonstrate, in practice, that it can meet the
challenges assigned to it in the EU structure. None the less, the operation
of the EU following enlargement needs to provide evidence that the
enlarged EU is ‘manageable’.

The evolving and changing EU institutions are located at the following
sites:

● European Commission: Brussels (certain departments such as
Eurostat in Luxembourg)

● European Parliament: Strasbourg and Brussels
● European Court of Justice: Luxembourg
● European Food Safety Authority: Brussels
● European Maritime Safety Agency: Brussels
● European Aviation Safety Agency: Brussels
● European Court of Auditors: Luxembourg
● European Investment Bank: Luxembourg
● Translation Centre for the Bodies of the European Union:

Luxembourg
● European Agency for Reconstruction: Thessaloniki
● European Centre for the Development of Vocational Training:

Thessaloniki
● European Central Bank: Frankfurt
● European Environment Agency: Copenhagen
● European Agency for the Evaluation of Medicinal Products:

London
● European Police Office (Europol): The Hague
● European Monitoring Centre for Drugs and Drug Addiction: Lisbon
● Agency for Health and Safety at Work: Bilbao
● Office for Harmonisation in the Internal Market (Trade Marks and

Designs): Alicante
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● Community Plant Variety Office: Angers (France)
● European Training Foundation: Turin
● European Foundation for the Improvement of Living and Working

Conditions: Dublin
● European Monitoring Centre on Racism and Xenophobia: Vienna

Notes
1. The Roman Empire (1st century BC to the 5th century AD) fulfilled many goals regard-

ing integration of the European continent, although it covered parts of northern Africa
and the Middle East too. There was a common currency, free trade, common defence,
foreign policy and legal system, as well as certain autonomy of the regions. After the
decline of the Roman Empire, Charlemagne (742–814) was able to create and maintain
a partial integration of Europe at the beginning of the 9th century. In post-classical
history, Napoleon succeeded, through military conquest, in integrating a large part of
Europe during the 1809–12 period. During the 20th century, Hitler tried to do the same
during 1939–45.

2. The interested reader is invited to consult Sidjanski (2000 and 2001) for a penetrating
political analysis of the origin and possible future of European integration.

3. A. Evans-Pritchard, ‘Euro-federalists financed by US spy chiefs’, Daily Telegraph, 19
September 2000.

4. Austria, Belgium, Britain, Denmark, France, Greece, the Netherlands, Ireland, Iceland,
Italy, Luxembourg, Norway, Portugal, Sweden, Switzerland and Turkey.

5. Sweden was another country, but its supply capacities were limited.
6. The original five member countries were joined by West Germany and Italy in 1954, as

well as Spain and Portugal in 1988.
7. An armed attack is a wider notion than a war, since a (classical) war has its established

rules.
8. This presence continued and is alive and well even after the demise of the communist

bloc and the withdrawal of the Soviet forces in 1990.
9. However, NATO does not have a clear-cut answer to the problem of armed conflict

between its members. For example, Turkey often claims sovereignty over certain Greek
islands (for example, Imia and Gavdos). These unfounded expansionist claims have been
on the verge of provoking armed conflict several times. Tensions have been defused (tem-
porarily?) only after excessive pressure from the US on the two countries.

10. Greece (location) and Turkey (location and the contribution in manpower) entered
NATO in 1951; West Germany joined in 1954 (the unified Germany joined in 1990),
Spain in 1982, while the Czech Republic, Hungary and Poland did so in 1999. Bulgaria,
Estonia, Latvia, Lithuania, Romania, Slovakia and Slovenia joined in 2004. (Weapons
manufacturers expect to make billions of dollars and euros in new arms sales to these
countries as they are obliged to follow and keep NATO standards.)

11. Strasbourg is in the heart of Europe. Since 1648 this city has changed hands five times
between the French and the Germans and is marked by the culture of both nations.

12. The Franco-Prussian war (1870–71) and the two world wars.
13. The low-profile, sectoral approach to integration in the areas of coal and steel was rela-

tively easy to negotiate. There were a limited number of production facilities, they were
relatively large, and there was a high degree of cartelisation of business. Control over this
production can be exercised in an easier and more effective way than in other production
fields with many competitors and an easy entry and exit from business. In any case, the
sectoral approach was a good training ground for the pan-economic integration that
came in the following years.
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14. This expression entered discussions about international relations, never to leave it.
15. The Treaty of Paris expired in 2002. According to a protocol to the Treaty of Nice (2002)

all ECSC assets and liabilities were transferred to the European Community.
16. The territorial controversies between France and West Germany were finally settled in

1957 when France returned Saarland. Since 1945 that part of Germany had been in the
French occupation zone. It was economically attached to France, from 1948 until its
handover.

17. The experience of Germany in the creation of a political union may be instructive here.
The German customs union (Zollverein), led by Prussia, was set up in 1834. It was only
after the war with France, in 1871, that political union came about.

18. The Belgian, Dutch and Luxembourg governments signed a convention on the creation
of a customs union in 1944. It was implemented in 1948.

19. All references to the articles in the Treaty of Rome relate to the consolidated version of
the Treaty Establishing the European Community as published in the Official Journal of
the European Communities C 325/33 of 24 December 2002, unless otherwise stated. This
version of the treaty includes changes that were brought to the original Treaty of Rome
by subsequent treaties.

20. Apart from Britain there were Denmark and Norway, as well as the neutral countries:
Austria, Sweden and Switzerland. Portugal joined the group a little later, but took part
in the establishment of the organisation. Iceland joined in 1970. Finland became an asso-
ciate member in 1961, and entered the group in 1986 as a full member.

21. De Gaulle grasped well the power and influence of mass media.
22. It took ‘students’ more than a month to attract workers to join.
23. De Gaulle took tentative steps towards allowing self-determination for Algeria in 1959.

Certain French army generals argued that ‘Algeria must stay French!’. They created the
Secret Army Organisation (Organisation de l’Armée Secrète – OAS), which was opposed
to Algerian independence. The OAS used violent methods to promote its cause; it carried
out numerous killings of civilians in Algeria and in France, including attempts to assas-
sinate de Gaulle.

24. Other reforms referred to the economic and political system. One of these included the
system of workers’ ‘participation’ in the running of companies and distribution of
profits. This was expected to be an alternative to the system of liberal capitalism. De
Gaulle’s economic advisers were inspired by the Roman Catholic social principles pre-
sented in the Rerum Novarum (1891), the encyclical of Pope Leo XIII on capital and
labour, which argued in favour of reconciliation, rather than Marxist-type conflict
between social classes.

25. The small countries, members of EFTA, had an interest in staying out of the EC since
they did not have to accept the CET of the Community which was at a higher level than
their own tariffs on external trade, and they did not take part in the CAP, which in some
cases (for example, Switzerland or Finland) offered smaller subsidies to the farm sector
than was the case in the EFTA countries. In addition, the costs of staying outside the EC
would have meant sacrificing the chance to influence the economic policies of the new
generation in the EC. However, this view is based on an assumption that small countries
are, in reality, asked for their opinion and, more importantly and optimistically, that the
opinion is (highly) valued. We shall see later whether this is, in fact, the case.

26. The European Council should not be confused with the Council of Europe (the
European ‘talking-shop’ in Strasbourg).

27. The reason for this enlargement and the entry of a relatively poor country relative to the
rest of the group was political. The EC wanted to consolidate democracy in Greece fol-
lowing the military rule and to expand and to show that there were an increasing number
of countries that shared its values.

28. Lord Arthur Cockfield was the commissioner who was the author of many legal acts that
brought about the Single Market Programme. Dissatisfied with such initiatives, the gov-
ernment of Margaret Thatcher did not reappoint him for another term in 1989.

29. The European Parliament estimated annual losses for the EC coming from the NTBs
(internal costs). From an incomplete EC internal market, the losses were €12 billion from
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frontier formalities, €40 billion from diverse national standards and technical regula-
tions, €40 billion from discriminatory practices (domestic-firms’ preference) during
public procurement and, in addition to all that, €10 billion because of high production
costs (meagre economies of scale) arising from the limited size of national markets
(European File, No. 17, 1987).

30. Authorisations based on Article 115 of the original Treaty of Rome came to an end in
1993.

31. In a monetary union where the money supply is jointly and centrally controlled, a
country in economic difficulties is not able to devalue its currency or to ‘inflate’ its way
out of economic trouble. Therefore, smooth political cooperation in the group is a nec-
essary condition for its existence and survival.

32. The relatively slow progress in the federalisation of Western Europe is different from the
history of the US. In the initial days of the US, it was the young member states that trans-
ferred foreign, defence and tax policies to Washington, DC. These are federal rights that
the EC states have been very slow to cede to a central authority.

33. The desire to have political and economic stability and environmental security on
Germany’s eastern border, as well as a discouragement of migration, plays a role in the
German policy towards the new ‘democracies’ in the East.

34. During the final negotiations in Maastricht, and the horse-trading phase, Germany
offered to support the British opt-out from the single currency arrangement, but in
return requested and got British backing for the instant and unconditional recognition of
the independence of Germany’s Nazi-period ally, Croatia. (Germany does not forget its
former loyal allies!)

35. The British argument against the inclusion of the social issues in the deal was that it
would make the EU producers uncompetitive.

36. There would be, in fact, the European System of Central Banks. It would be composed
of the ECB and the central banks of the member states.

37. The five necessary criteria that a country needs to fulfil are: (1) a high degree of price sta-
bility (inflation within the margin of 1.5 per cent of the three best-performing EU coun-
tries); (2) a sound public financial position (budget deficit of less than 3 per cent of
GDP); (3) a national debt of less than 60 per cent of GDP; (4) the observance of the
‘normal’ fluctuation margins (no devaluation within the EU’s exchange rate mechanism
for at least two past years); and (5) the durability of convergence of economic policies,
which needs to be reflected in long-term interest rate levels (interest rate needs to be
within the 2 per cent margin of the three best-performing EU countries).

38. The WEU is beset by several crucial problems. Unlike NATO, the WEU does not have
an integrated military command; it does not have as efficient a command, control and
communication system as NATO has; and the WEU has no airlift for moving troops and
hardware to match that of the Americans. To create an entirely European system would
cost money which the taxpayers in the EU would not want to pay.

39. The Swiss voted against it in a referendum in 1992.
40. The neutrality of most of the EFTA countries was seen to be an obstacle to those coun-

tries joining the EU. None the less, the concept became quite flexible (except in
Switzerland) after the dissolution of the East European bloc.

41. The Slav Macedonia, a communist invention mainly of the 1940s, has never existed
before, either as a state or as a religious entity; the very existence of the nation is highly
controversial. Those who are interested in this issue are invited to consult Message No.
868.014 of 26 December 1944 by the US Secretary of State.

42. The European Commission took Greece to the EU Court of Justice in order to exert
additional pressure on that country to lift its embargo on FYR Macedonia. The Court,
however, refused the Commission’s request for an interim emergency ruling that would
force Greece to lift its embargo in June 1994. This was a serious blow to the Commission
as it was not able to convince the Court that the sanctions caused damage to the EU.
Tensions between Athens and Skopje were defused, at least for the time being, by a deal
in September 1995. Greece lifted its embargo in return for a change of flag and an alter-
ation in FYR Macedonia’s constitution.
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43. The unresolved question is what is a European state? Is it a state that is a member of the
UN Economic Commission for Europe (including, among others, the US, Canada,
Turkmenistan and Uzbekistan)? Does religion matter?

44. Similar references may also be found in the Treaty of Maastricht in Articles J.4§5 and
K.7, respectively.

45. The comment by the Italian statesman Massimo Taparelli Marchese d’Azeglio
(1798–1866): ‘We have made Italy, now we must make Italians’, does not readily apply
to international arrangements that integrate countries. Even in contemporary Italy
there are still strong regional feelings, not to mention the divide between the terroni
(those that live or come from the south) and the polentoni (those from the prosperous
north). An old saying says that there is little to hold Italy together – except perhaps the
national soccer team. Most Italians continue to identify themselves first and foremost
with their home town.

46. The acquis communautaire is a clear demand for harmonisation. The Treaty of
Westphalia (1648) ended the Thirty Years’ War. The treaty established the principle that
the states are free to do whatever they like within their own borders (for example, choice
of religion). Only those measures that have external implications concern foreigners.
This principle gained definitive form and was enshrined with the creation of the UN in
1945. However, this principle was strongly undermined when NATO attacked
Yugoslavia in 1999, an attack that was not authorised by the UN. No similar attacks were
undertaken against Turkey (Kurds, Cyprus), China (Tibet) or Russia (Chechnya) or
certain parts of the Middle East. The UN was also bypassed by the American-led coali-
tion which attacked Iraq in 2003.

47. European Council, Lisbon 2000, Presidency Conclusions, §5.
48. Issues such as the size of the European Commission, balance of power, voting weights

and the qualified majority in the Council of Ministers were ‘leftovers’ because it was
impossible to solve them in Amsterdam.

49. Bulgaria and Romania are not included. Even if they were, this would not alter the
general picture.

50. One-size-fits-all policies in Europe may become increasingly inappropriate in a highly
diversified EU. This may wreck individuality. The Irish and Danish demonstrated that
clearly when given a referendum on important EU matters.

51. Imagine how simple it would be for almost 30 councillors to decide where to go, for
example, for dinner. And then, imagine the ease with which they may decide about mon-
etary or any other policy.

52. European Commission (1997a), p. 54.
53. Terrorists do not necessarily need to be desperate individuals from slums. As the 11

September 2001 attack on the World Trade Center in New York exemplified, terrorists
are numerous and widespread, highly educated, from well-to-do families, prepared,
organised and coordinated over a long period of time.

54. Nationalism is understood here in the sense of positive patriotism, rather than in the
harmful and negative sense of chauvinism. Unfortunately, the political left has been
quite successful over the past century in altering and misrepresenting the positive
meaning of the term ‘nationalism’, which to many may have acquired the negative and
politically unacceptable meaning of chauvinism.

55. Fortyn was assassinated shortly after his election success.
56. A less paralysing procedure in the future may include a provision that a treaty is accepted

after it is ratified by two-thirds of the member states.
57. Britain perceives itself to be part of a wider ‘Atlantic Community’.
58. Examples include German unification (1990) when France had concerns about the might

of a neighbour with 82 million inhabitants; French frustration at Germany’s rushed
recognition of Croatia in 1991; the French row regarding the German-inspired Stability
Pact for the single currency; German objections to the French nuclear tests in the Pacific
in 1995; German hostility to the French president of the European Central Bank;
German worries about the French hesitations concerning the eastern enlargement;
current concerns are about relations with the US and the like.
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59. ‘Everyone and everything in France sees the state as a nurturing and bountiful mother
who will forgive their failings. As Alexis de Tocqueville once feared, it saves them the
trouble of thinking for themselves, and from the burden of making their own way in life’
(Financial Times, 12 April 2002, p. 15).

60. In spite of Poland’s staunch support for the US in the Iraq war and the fact that it is very
low on the list of countries likely to pose any terrorist threat, Poland and the US had a
row in 2004. The US demanded that Polish citizens should obtain travel visas.

61. The need for Germany to obtain funds to finance the reintegration of its eastern part
increased interest rates. Germany placed its national interest ahead of the EU’s by refus-
ing to cut interest rates, and produced a currency crisis. To ease the strain, a way out was
found in an increase in the earlier margins for the fluctuations of the currencies partici-
pating in the exchange rate mechanism of the EMS. They were widened from ±2.25 per
cent to ±15 per cent on either side of the central parity. The ‘dirty float’ began. A con-
dition for the establishment of EMU is that ‘normal’ (without a definition) fluctuation
margins for currencies need to be observed for at least two years. However, what is
‘normal’ in a situation when the exchange rate mechanism of the EMS remained only in
name? As long as currencies are allowed to move against one another, the genuine Single
European Market will not be secure.

62. The finance ministers breached the Stability and Growth Pact in November 2003 by
voting not to impose sanctions on France and Germany for perpetually breaking the
3 per cent deficit cap. The European Commission took the Council of Ministers to the
Court of Justice in January 2004 because of that. The real issue in this case was not
whether this pact is sensible or not (it isn’t), but whether the Council of Ministers has
the right to abandon a procedure which is necessary for legal certainty. This is not only
a legal, but also a political question about who guides the EU – the national governments
(through the Council of Ministers) or the European Commission which stands for the
common EU interest? The power struggle between the two EU institutions and worsen-
ing atmosphere between the two are obvious.

63. European and American values differ. In general, the Europeans tend to search more for
public rather than private solutions to certain problems than do the Americans (a dereg-
ulated, US-type social and economic model is not something that most Europeans are
striving for because of the possible wide social inequalities); international norms are
more respected by the Europeans than the Americans (environment is a good example
as Europe prefers a word of law, rather than one of power); many Americans look at the
EU with six weeks of annual leave and public holidays converted into extended week-
ends as the last bastion of socialism; there is also a rejection of capital punishment in
Europe. All this contributes to the opinion that there may be a wide set of issues on which
Europe and America may seriously continue to disagree in the future.

64. Stratfor, ‘Europe: splintering on Iraq war shatters common policy’, 30 January 2003.
65. According to the Bush doctrine of unilateral and preventive war goals of any war are

the same: to shape the political future. The means are always the same: to kill ‘enough’
enemy in order to break his will to fight and resist.

66. P. Krugman, ‘Where’s the apology?’, New York Times, 30 January 2004.
67. George Wright, ‘Wolfowitz: Iraq war was about oil’, The Guardian, 4 June 2003.
68. Unlike politicians, journalists, particularly anchors, have never been elected by popular

vote. As they are not elected (normally every four years) one may question their legiti-
macy in certain situations.

69. These were basically surveillance operations in the belligerent Albanian-populated areas.
70. The US may have the status of a ‘New Rome’ that is, ready, willing and able to send

legions to conquer and discipline the barbarians.
71. The US depends on Canada and Mexico for the security of its land border, it needs

Europe to track down terrorist cells of the Islamic diaspora, North Korea can be con-
tained only with the assistance of China, Japan and South Korea, while it has to count
on the cooperation of India to prevent the collapse of the Pakistani government and the
fall of its nuclear weapons into the hands of terrorists (Financial Times, 24 December
2003).

Origin, evolution and prospects 85



72. The Central and East European countries fear the future actions of Russia. These are,
however, only opinions. None the less, one has to bear in mind hard facts. It has always
been Russia that was attacked by the West over the past two centuries: first by Napoleon
and then during two world wars. At the same time, Russia is losing confidence in the
West, in particular in the US. The US promised Russia that no NATO forces would move
into East Germany following German reunification; that the post-communist countries
would not become part of NATO; and that no foreign forces would be stationed inside
the borders of the new NATO members. These promises were not honoured (Stratfor, 8
March 2003). Is this a reflection of what King Richard II said in 1381 to calm the peasant
rebellion that threatened London? He promised the rebels that he would end the repres-
sion of the peasants by the nobility, as soon as the menace passed, he said: ‘Villeins ye
are, and villeins ye shall remain’. That is to say: promises to little people do not count.
Following the 2003 attack on resource-rich Iraq, are resource-rich Iran and then
resource-rich Russia next on the list?

73. Financial Times, 19 November 2001, p. 15.
74. B. Posen, ‘Europe cannot advance on two fronts’, Financial Times, 24 April 2003.
75. European Council, Copenhagen 2002, Presidency Conclusions, Annex I.
76. Bulletin Quotidien Europe, 15 December 2002.
77. Financial Times, 27 January 2003.
78. To what extent were the national democratic procedures respected in both wars against

Serbia (1999) and Iraq (2003)? Did the national parliaments have any say over this inter-
vention which was planned many months in advance? Parliaments could be excluded
from these deliberations only in the case of a surprise attack on a NATO member
country. Were the international procedures in the UN Security Council followed?

79. In the semi-protectorate status of Bosnia and Herzegovina, the international adminis-
trators directly control and rule over the police, army, state administration, finance, edu-
cation, media, privatisation and judiciary. They desire even wider authority (what else is
left?), but they do want to have a declared or formal full protectorate. The reason is that
in the current situation the international administration may easily pass on the respon-
sibility for the appalling economic and political situation to the local ‘nationalistic’ and
‘warmongering’ political parties. The locally elected politicians decide on very few things
(and even those are always fully verified), but they are blamed by the international
administrators for all the problems. Paradoxically, it may seem that the country does not
need democracy, but rather, rule by international experts!

80. On 11 March 2001 Afghanistan’s ruling Taleban Muslims blew up two giant Buddha
statues in defiance of international diplomatic efforts to save them. This provoked a huge
worldwide rage. Little is, however, known about similar actions by the Albanian Muslims
in Kosovo. This Serbian province has been ruled by the UN mission since June 1999.
Security has been provided by tens of thousands of NATO forces equipped with the state
of the art military hardware and logistics. Since the UN rule, the Albanian Muslims
militants burned, bombed and destroyed 115 Christian Orthodox churches and monas-
teries that originate mostly from 14th and 15th century. Thirty of those churches and
monasteries were destroyed in an organised and well-coordinated action in front of the
NATO military forces only on 17 and 18 March 2004. Most of those churches and
monasteries represented ‘precious and irreplaceable heritage of our civilisation’ (Bulletin
Quotidien Europe, 3 April 2004, p. 3).

81. Simon Jenkins ‘Britain’s Berlin Wall’, The Times, 10 November 1999.
82. Simon Jenkins, ‘The Good Friday agreement is brain-dead’, The Times, 22 October

2003.
83. ‘Too many cooks spoil the broth.’
84. Financial Times, ‘Brussels loses battle over aid to Yugoslavia’, 18 July 2001, p. 2.
85. Another controversial political initiative known as ‘Asphalt for Democracy’ in 2000 was

supposed to help Serbia to change the government of Slobodan Milosević.
86. The Council of Europe should not be confused with the European Council which is an

EU institution.
87. Serbia and Montenegro were under constant pressure, even political blackmail. For
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many years the people suffered sticks but were offered very few carrots. The country even
sent two presidents (Slobodan Milosević and Milan Milutinović) to The Hague tribunal
which has no precedent in the history of international affairs. No matter what the Serbs
have done, nothing was good enough for years. However, since the start of the civil war
in the former Yugoslavia, Serbia and Montenegro have had over 1 million refugees. This
is more than all the countries in the region combined at any time since 1991. For this
mass expulsion of Serbs from Croatia, Bosnia and Herzegovina, as well as from Kosovo
and Metohia, The Hague tribunal has not tried anyone. Certain Serbs were indicted
instantly, even during their military operations, while most of the others were indicted
just after those operations. However, it took the tribunal over a decade after the com-
mitted crime against the Serbs to start indicting Croats and Muslims in 2004. This was,
perhaps, to avoid the criticism that it is not even handed. The Tribunal publicly stated
that Franjo Tudjman, the former wartime president of Croatia, and Alija Izetbegović,
the former wartime president of Bosnia and Herzegovina and the leader of the Islamic
population, were both under investigation for their crimes. In both cases these public
statements were made for the first time only a few days after their deaths in 1999 and
2003, respectively.

88. Do you still remember the ratification of the Treaty of Nice or the popular ‘enthusiasm’
for the introduction of the euro?

89. The roots of the German preference for federalism lie partly in the Middle Ages when
what is now Germany comprised a score of kingdoms, states, principalities and free cities.
At the time of Germany’s ‘integration’ in 1871, there were 25 self-governing entities.

90. Bulletin Quotidien Europe, 7 March 2001, p. 4.
91. Firefighters have the right to strike in Britain, however the German constitution does

not allow such a possibility. If a harmonised model is imposed throughout the EU,
this may create substantial damage to the established industrial relations in each
country. Certain common benchmarks may initially be superior to fixed and uniform
standards.

92. Switzerland is a multilingual and culturally diverse federation. It may provide a number
of lessons for the reformers of the EU. The Swiss democracy is very close to the hearts
of the people. If there is a petition signed by at least 50 000 voters opposing a law three
months after its adoption in the parliament, the law must be put to a national referen-
dum. If it fails to be approved by the majority, it is thrown out. The government is there-
fore very careful in its legislative activities. In order to alter the constitution, reformers
must obtain at least 100 000 signatures. Once put to the popular vote this proposal must
receive a double majority: a majority of both voters and cantons.

93. Certain observers looked at this convention as a modest version of the gathering that
created the US Constitution in Philadelphia in 1787. However, the US convention had
50 participants, they were all men (predominantly slave owners) and they met in secret.
Some think that the lack of flexibility in the US Constitution contributed to the
American Civil War, others admire this constitution. None the less, until just a few
decades ago the US Constitution overlooked racism and still permits capital punish-
ment, which has long been abolished in EU countries.

94. In France, for example, it was ‘only’ 51 per cent, with some 3 per cent of votes invalid.
95. There are no provisions to deal with the expulsion of a member country from the EU (it

is neither allowed nor prohibited by the treaty). However, in theory, it could happen. The
countries that want to go ahead with a deal could draft and accept a new treaty that
could leave the dissenting country outside the club. By implication, that may continue
until those presumably weak, unwilling, poor or small countries are all excluded.
Ultimately the ‘ideal’ union would consist only of a single country. Alternatively,
ostracism was known and practised in ancient Greece. Those that were powerful and
dangerous to the state (rather than the weak) were expelled from the city for five to ten
years.

96. European Council, Lisbon 2000, Presidency Conclusions, §5.
97. This was not the first foreign attack on US soil. The British invaded and set fire to

Washington, DC in 1814.
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98. A safeguard clause was embodied in Article 115 in the original Treaty of Rome.
Authorisations based on this article came to an end in 1993 once the Single European
Market was established.

99. Prior to the eastern enlargement in May 2004, the ‘big’ EU countries (Britain, France,
Germany, Italy and Spain) delegated two commissioners each, while the other coun-
tries had only one each.

100. France and Germany decided independently in June 1994 that the new head of the
Commission was to be the then prime minister of Belgium Jean Luc Dehaene. They
thought that the other EU countries would go along with their choice. This arrogant
attitude irritated many other member countries, although Britain was the most vocal
and blocked that choice, not necessarily because they were not happy about the candi-
date, but more importantly because of the distorted procedure. A compromise candi-
date was later found in the then prime minister of Luxembourg, Jacques Santer.

101. Some 24 000 Italian farmers exceeded their EU-set milk-production quotas. They were
fined a total of €1.3 billion by the Commission in 2003. The terms of payment of this
fine were special: the farmers will pay annual interest-free instalments until the end of
2017, which means that they will pay approximately a third less than if they were forced
to settle the fine straight away (Financial Times, 3 June 2003).

102. Although this number may seem large, it is often much smaller than some of the impor-
tant ministries in the EU’s member countries. A large part of the Commission’s staff is
in the translation service since all the documents need to be published in all of the 21
official languages of the EU, hence the size of the translation and interpretation service.
The proponents of rationalisation suggest that if the operation of the UN can be
handled in six languages or if EFTA uses only one language for its business (English –
a language that is not the official language of any of its member countries), the EU may
start to think along these lines too. It needs to be borne in mind that many of the EU’s
affairs are carried out through the administrations of the member countries which need
to be informed in a timely and punctual way. Hence, the need for an efficient transla-
tion service.

103. The French acronym Coreper (Comité des Représentants Permanents) for this body is
often used even in English.

104. Britain is the most vocal defender of the national veto in the EU. The British ‘red lines’
that cannot be crossed are in the areas of taxation, EU budget, social security, foreign
policy and judicial cooperation.

105. Bulgaria and Romania are not included. Even if they were, this would not alter the
general picture.

106. The Parliament has the right of consent regarding the application of new member
countries and important international agreements. It was withholding or stalling its
assent to agreements with countries that had a poor record of human rights.

107. A discussion about the existence of aliens in outer space was on the Parliament’s pro-
posed agenda in January 1994, until a last-minute withdrawal.

108. Turnout in the elections for the European Parliament was 56 per cent in 1994, 49 per cent
in 1999, while it was 45 per cent in 2004, the lowest ever. Real democracy is not about
elections and voting every four or five years. Democracy is what happens between elec-
tions. It involves an ongoing process of consultation, negotiation, compromises and
adjustments. Explanations of voters’apathy might be the perception that the Parliament
is too far away from the man in the street and that it has complex and unfathomable pro-
cedures.

109. Supremacy of EU law over national law was established by the Court of Justice in 1964
(Costa v. ENEL case) when it rejected the argument that a national court has a duty to
apply national law that was both inconsistent with and adopted later than the Treaty of
Rome.

110. The Continental Can case (1973) is an example.
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For wisdom is a shelter as money is a shelter,
but the excellence of knowledge is that wisdom gives life to those who have it.

Ecclesiastes 7:12

2 Monetary Integration

1. Introduction
Monetary policy is central for overall economic strategy in an economic and
monetary union (EMU) because of its control over the money stock. The
control over the rate of inflation contributes to the creation of conditions
necessary for sustained economic growth. As monetary policy is one of the
most sensitive economic policies, the treaties establishing the EU made
special reference to these issues. In fact, the Maastricht Treaty is almost
entirely about EMU. This is because integration of monetary policies in the
EU is necessary not only for the stability of rates of exchange and prices (and
their transparency), balance of payments and investment decisions, but also
for the protection of the already achieved level of integration, as well as for
the motivation for further integration in the future.

Relatively small countries may have, in certain cases, an incentive to integrate
their money in order to avoid the monetary domination of large countries. The
joint money may overcome the disadvantage (vulnerability to external shocks)
of atomised currencies and under certain theoretical conditions it may become
a rival to the money of larger countries in international currency markets.
A common currency among the integrated countries may become an outward
symbol, but it is not a necessary condition for a successful EMU.
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A monetary system between countries should be distinguished from a
monetary union. Countries in a monetary system link their currencies
together and act as a single unit in relation to third currencies. A monetary
union among countries is an ambitious enterprise. It exists if there is either
a single money (de jure EMU) or an irrevocable fixity among the rates of
exchange of the participating countries together with a free mobility of
goods, services and factors (de facto EMU). This prevents any alterations in
the rates of exchange as indirect methods of non-tariff protection or as a
subsidy to exports. It also means that the member countries should seek
recourse to the capital markets in order to find funds to cover their budget
deficit. Within an EMU, it should be as easy, for example, for a Frenchman
to pay a German within Europe, as it is for a Welshman to pay an Englishman
within the United Kingdom (Meade, 1973, p. 162).

An economic and monetary union requires the following elements:

● centralisation of monetary policy;
● a single central bank or a system of central banks that control

stabilisation policies;
● convertibility (at least internal) of the participating countries’

currencies;
● unified performance on the international financial markets;
● capital market integration;
● identical rates of inflation;
● harmonisation of fiscal systems;
● replacement of balance of payments disequilibria with regional

imbalances;
● similar levels of economic development or a well-endowed fund for

transfers of real resources to the less-developed regions and those
under external shocks; and

● continuous consultation about and coordination of economic pol-
icies among the participating countries, as well as the adjustment of
wages on the union level.

There may exist, also, a pseudo exchange rate union (Corden, 1972). In
this kind of union, member countries fix the exchange rates of their
currencies and freely accept each other’s money. However, since there is no
pooling of foreign reserves and no central monetary authority, such a
union is not stable. Since there is no mechanism to coordinate national
policies, an individual member country may choose to absorb real
resources from the union partners by running a balance of payments deficit
with them. In addition, such a country may change the effective exchange
rates of other members by creating a deficit in the union’s balance of
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payments with the rest of the world. A full EMU is not vulnerable to such
instability. Foreign exchange rates are pooled and monetary policy is oper-
ated by a single monetary authority. In a pseudo exchange rate union, there
is imperfect coordination of national monetary policies, but in a full EMU
the problem is solved by policy centralisation (Cobham, 1989, p. 204).

This chapter is structured as follows. It starts with the traditional single-
criterion theory of monetary integration (Section 2). A superior, that is,
cost–benefit model, further develops these theoretical concepts in Section 3.
Parallel currencies (Section 4) are presented before the analysis of the past
monetary arrangements in the EU (Section 5). The eurozone, that is,
monetary unification based on the Maastricht Treaty, is the subject matter
of Section 6. Section 7 spells out the achievements, problems and outlook
for the eurozone. A separate Section 8 deals with the British quandary
regarding the eurozone. The conclusion, Section 9, is that the creation of the
eurozone is the greatest achievement in the history of European integration.
However, there is a note of caution. The whole enterprise is primarily based
on political considerations. Thus, it needs to pass the test of time.

2. Traditional model
EXCHANGE RATE REGIMES

Both flexible and fixed exchange rates have their virtues and vices. The
benefits of a flexible exchange rate include its free floating according to
demand and supply. This improves the spatial and industrial allocation of
resources and in liberal societies removes the need for government interfer-
ence. There is no need whatsoever for foreign currency reserves, because
balance of payments disequilibria are adjusted automatically. A country is
free to pursue independently its national priorities regarding inflation,
employment and interest rate targets. Any possible mistake in economic
policy may be straightened out by continuous and smooth changes in rates
of exchange. If there is an external shock, flexible exchange rates offer a fast
short-term adjustment policy instrument.

There are, of course, several arguments against free floating. The most
serious one is that this rate of exchange divides the economies of different
countries. As such, it reduces the benefits of economies of scale and lower
costs of goods and services, and also influences spatial location of firms in
a suboptimal way. The floating rates of exchange stimulate speculation,
uncertainty and instability. All the alleged criticisms about a smooth
adjustment without the need for changes in reserves were disproved during
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the 1970s. Any change in the rate of exchange would have an impact on
home prices. Its repercussions would be swifter in the countries which have
a relatively greater degree of openness. There is, however, another problem
with the floating rate of exchange: overshooting. Although some changes
in economic policy have been announced but not yet implemented, the
floating rates of exchange move and overshoot their long-run equilibrium.

The objections to fixed exchange rates are a mirror image of the virtues
of the flexible rates. They include the following. Fixed exchange rates do
not permit every country to pursue independently its own policy choices
and goals regarding employment and inflation. Countries have to subor-
dinate their monetary policy to the requirements of the external balance.
When the time comes for adjustment in the rate of exchange, it may be rela-
tively large and disruptive in relation to the smooth, potentially frequent
and small changes in the exchange rate in the case of the free float. The
system of fixed rates of exchange requires reserves of foreign currencies for
intervention in the currency market in order to defend the fixed parity.
These funds may be derived from alternative productive uses.

The arguments in favour of fixed rates of exchange are those which
justify the introduction of a single currency in a country. This system
stimulates cooperation and integration among countries and under certain
conditions contributes to an efficient spatial distribution of resources, as
opposed to floating rates which encourage ‘economic nationalism’ and
disintegration. The most important feature of fixed rates of exchange is
that they bring stability; prices are less inflationary and more transparent
and comparable; the spatial allocation of resources is improved because
decisions about investment are not delivered exclusively on the basis of
short-term market signals; uncertainty is reduced and trade flows are
stabilised. All this stimulates economic integration among countries, which
is why the establishment of the Single European Market in 1993 ‘needed’
to be followed by a monetary union.

There is no general rule about which system of exchange rates is better.
If a country has a balance of payments deficit, then it has to restore
competitiveness. This can be done by a reduction in private and public
consumption, so it requires cutting wages directly, or devaluation, which in
turn cuts wages indirectly. But the choice of the exchange system here
plays no role at all. Reductions in real income are necessary under either
exchange rate system.

It is a formidable task to offer a definite conclusion about the ‘correct’
system of exchange rates. The above choices contrast costs against benefits
of a particular system. In practice, the choice may often be between the
costs of one system and the costs of another. In such a situation it comes
as no surprise that economists cannot be unanimous. In an EMU, small
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countries can overcome their disadvantage, which stems from their rela-
tively small economic size, and thus these countries can create an area of
economic stability. They may also reap the fruits of economic cooperation
in an area where expectations may have a significant degree of accuracy.

Discussion about the exchange rate regimes (fixed, floating or managed)
sheds light only on one side of a country’s monetary policy in an inter-
national context. The other side deals with domestic monetary policy and
market rigidities or flexibility. Linkages between national money supply
and rates of interest, as well as price levels and price control, factor mobility
and flexibility in wages, must also be considered. Otherwise, the debate may
be pointless.

In its highest form, monetary integration means that everybody within
an EMU is free to use their own currency for any kind of payment to part-
ners. The minimum definition of monetary integration is absence of restric-
tions, while the maximum definition requires the use of a single currency
(Machlup, 1979, p. 23). Monetary integration may exist even without the
integration of markets for goods (and services) and the integration of
goods markets may exist without monetary integration. The former case is
exemplified by countries in the West African Monetary Union which have
a single currency, the CFA (Communauté financière africaine franc), and a
similar monetary policy to France (their former colonial master), but there
is little real integration of markets for goods, services and factors among
them. The latter case may be found in the European Free Trade
Association, where member countries have integrated their markets for
manufactured goods, but there is no formal integration of the monetary
policy among them.

FACTOR MOBILITY

The traditional single criterion model of monetary integration started with
the theory of optimum currency areas. This theory was a purely academic
exercise during the 1960s, and interest in it was not revived until the early
1990s. This was prompted by the intention to bolster the European
Monetary System (EMS) introduced in 1979, as well as by the break-up of
formerly federal states in Central and Eastern Europe, in particular the
former Soviet Union. These developments created problems of how to
handle the new and separate currencies in most of the newly independent
or newly created states, which are ‘small’ and have their own national
currency for the first time in their history.

The theory of optimum currency areas was started by Mundell (1961).
Economic adjustment can take place on international and national levels.
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On the international level, the basic issue of adjustment is whether the
countries with trade deficits will accept inflation or deflation in their
respective economies. On the national level, the pace of inflation in coun-
tries that have a single currency, but several regions, is regulated by the
desire of the central authorities to permit unemployment in regions with a
deficit. If the objective is the achievement of a greater degree of employ-
ment and stable prices in a world where there is more than one currency
area, then this requires floating exchange rates based on regional rather
than national currencies. For Mundell, a region is the optimum currency
area as people and factors move easily within it. Factor mobility is the
criterion that determines a region. Within the currency areas factors are
mobile, while between them, factors are immobile. Fluctuating rates of
exchange are the adjustment mechanism between various currency areas,
while factor mobility is the equilibrating mechanism within them.

Factor mobility as the criterion for an optimum currency area should be
considered carefully. The difficulty with this model is that a region may be an
economic unit, while the domain of a currency is an expression of national
sovereignty which seldom coincides with a region.1 In addition, factor
mobility may change over time. Strong integration of goods and factor
markets can tighten the budget constraint. Borrowing today implies higher
taxes tomorrow. If factors (labour and capital) are free to move, this may give
incentives to mobile factors to move to lower-tax jurisdictions which would
erode the tax base in a high-tax country. Investors know that today’s ability
to borrow from a government is limited by its capability to tax tomorrow,
and also its ability to tax tomorrow is restricted by factor mobility. Hence,
investors will reduce or refuse their lending to governments threatening to
exceed their borrowing capacity. The higher the integration of factor
markets, the sooner this takes place (Eichengreen, 1993a, p. 1335). The gov-
ernments also know the likely reactions of firms (and workers) and are there-
fore careful not to run large public deficits. Otherwise, they risk the departure
of both firms and employable labour elsewhere.

Mobility of capital is sensitive to the degree of economic activity and the
outlook for economic prosperity. In the 19th century, labour and capital
were flowing towards the Americas and Australia as the areas of promising
development which needed those factors most. During the ‘golden’ 1960s,
however, labour and capital were flowing towards the growing developed
and relatively rich regions and countries.

Labour is not a homogeneous factor. Its full mobility may exist only in
relatively small geographical areas or within a very specialised professional
category. The experience of the EU(6) provides the best proof of this. The
flow of labour in the EU in the 1960s and up to the mid-1970s came mostly
from workers from the Mediterranean countries that were not members of
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the EU (with the exception of Italy). Those labour flows may not be taken
as intra-EU labour mobility. In addition, migration rates are lower in
Europe than they are in the US. This is not only between European states,
but also within them. ‘The elasticity of migration with respect to inter-
regional wage differences is at least five times as large for the US as for
Britain’ (Eichengreen, 1993b, p. 132). The gap in this type of responsiveness
between the US and other European countries is bigger. The implication is
that labour mobility is a less powerful labour market stabiliser (adjustment
mechanism) in Europe than is the case in the US. In addition, EU govern-
ments may tax personal income at high(er) rates without any great danger
that this would provoke emigration.

Regions within a single country grow at different rates. The same holds
for countries in an EMU. These developments cause strain which is exacer-
bated if there are fewer opportunities for adjustment, such as factor mobil-
ity and fiscal compensations. However, it would not have been sensible for
northern Italy (for example, Padania) to have a separate currency, thus
creating a separate economy from the southern (Mafia-ridden, subsidy-
consuming and Vatican-dominated) part of the country. The cost of such
monetary disintegration could be relatively high. However, quite a number
of ‘Padanians’ have a very different opinion about the issue.

OPENNESS

The second major approach focused attention on the degree of openness of
a country (McKinnon, 1963). Commodities in a country may be distrib-
uted between tradables and non-tradables. The ratio between these goods
determines the degree of its openness to trade. As a rule, the smaller the
country, the greater the relative degree of its trade interaction with other
countries. A high degree of openness embodies relatively high specialisa-
tion of a country and it may be taken as the criterion for the optimum
currency area.

When the tradable goods represent a significant part of home consump-
tion (unless most of the consumer’s goods are imported), then changing the
rate of exchange would not change a country’s real wages. Such a country
(presumably small) is advised to enter into an EMU for it may not be
an optimum currency area as a single unit (Corden, 1972). The greater a
country’s openness, the smaller the chances for the effective independent
use of exchange rates as an instrument for economic stabilisation.

Relatively small economies are advised to link their currencies with the
currency of their major trading partner. This is the case when former
colonies link their currency to that of their former master (for example, the
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CFA franc zone) or when some of the transition economies of Central and
Eastern Europe linked their currencies to the German mark, as was the case
during the 1990s. The second piece of advice to small economies which
conduct a significant part of their trade among themselves is to link their
currencies together. In the case of a single currency all financial dealings
may be simpler. This is part of the reason why the 50 federal states in the
US may not be able to separately issue and operate their own currencies in
an efficient way.2 A similar observation may be applied to the 16 federal
states in Germany or the 23 Swiss cantons. Further evidence can be found
in the serious problems in handling monetary affairs in most of the inde-
pendent states that emerged from the former Soviet Union. Whether such
advice is unconditionally applicable to all EU countries is debatable
among economists.

If small open economies operate near full employment, then internal
fiscal measures are advised for the adjustment of the balance of payments.
Fixed exchange rates will be more productive in this case than flexible ones
as they would have a less damaging effect on prices. A variation in the
exchange rate will elicit a small response to the change in the level of
imports because of high dependency on imports. Therefore, a variation in
the rate of exchange should be much higher than in those countries which
are relatively less open.

An alteration in the exchange rate will have a direct and significant
impact on real income. Consumers and trade unions will demand index-
ation of wages with a resulting change in prices and the exchange rate. If
money illusion exists, that is, the impression that changes in nominal
(money) wages are identical to changes in real income, then a change in the
exchange rate may be an effective means for adjusting the balance of pay-
ments. However, money illusion is not a long-term phenomenon. It is no
longer even a short-term event. An alteration in the exchange rate may not
be effectively employed for the adjustment of balance of payments
independently of other instruments. Flexible rates of exchange may be an
efficient means for the adjustment in relatively large economies which are
linked by small trade relations.

The assumptions in this model are that the equilibrium in the balance of
payments is caused by microeconomic changes in demand and supply and,
also, that prices in the outside world are stable. The argument about the
relative stability of prices in the outside world cannot be substantiated for
the period lasting for about three decades since the early 1970s. When prices
in the outside world are fluctuating, this is directly conveyed to home prices
through a fixed exchange rate. The openness of an economy may be the
criterion for an optimum currency area if the outside world is more stable
than the economic situation in a small open economy. Fixed exchange rates
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may force small open economies to pursue a more rigorous economic policy
than under the fluctuating exchange rates regime which permits a policy of
monetary ‘indiscipline’. If money illusion does not exist, then the possi-
bility of altering the exchange rate as an adjustment instrument becomes
meaningless.

The Benelux countries and Denmark have participated in the EMS since
its creation. Other small European countries (for example, Austria, Finland,
Norway, Sweden and Switzerland) initially decided to stay out of the EMS
and manage their exchange rates unilaterally, although these countries paid
close attention to the developments in the EMS. The argument of openness
fails to explain why small EU countries such as Denmark and Sweden still
have national control over their exchange rate in spite of strong trade
relations with the member countries of the EMU (introduced into the EU
in three stages by the Maastricht Treaty). In addition, it fails to explain why
relatively large countries such as Germany and France opted for the EMU
and the euro, while Britain is still out of it. The basic flaw of the optimum
currency area theory is that it fails to distinguish between the case for fixed
exchange rates and the situation when separate states join together in a
common currency (McKinnon, 1994, p. 61).

DIVERSIFICATION

The third major contribution stated that countries whose production is
diversified do not have to change their terms of trade with foreign countries
as often as the less-diversified countries (Kenen, 1969). An external shock
in the form of a reduction in foreign demand for a country’s major export
item may have a relatively smaller impact on the diversified country’s
employment than on a specialised country’s economy and employment.
Finally, links between home and foreign demand, as well as export and
investment, are weaker in the diversified country than in a specialised one.
Large and frequent exchange rate changes are not necessary for a
diversified country because of the overlap in the reduction and increase in
demand for various export goods. This overlap may keep the proceeds from
exports at a relatively stable average level. In conclusion, Kenen suggested
that fixed rates of exchange are suitable for diversified countries.
Diversification is his criterion for the optimum currency area.

Diversification helps the stabilisation of home investment and adjust-
ment of the economy to external shocks. The US may be the closest
example of such an economy. The continued wide acceptance and use of
the US dollar as an international currency reflect in part the essential struc-
tural properties of the US economy that change slowly over time. These

Monetary integration 97



include the size of the US economy and its diversification and openness.
Countries with specialised economies and relatively low levels of
diversification have a need to belong to currency areas with flexible rates of
exchange. Such countries are more vulnerable to external shocks than are
diversified economies. Examples may be found in Denmark, Iceland, New
Zealand and most of the African countries.

Regarding the EU, one may note and expect that the structure of the
economies of the member countries may change, even radically alter, as the
result of the EMU (and eastern enlargement). If transactions costs and
exchange rate risk are important for commerce, then the EMU would
promote competition and trade. This would also influence specialisation
and spatial location of firms and industries. Hence, at least in theory, the
past structure of the national economies and historical data may not be
appropriate benchmarks for the comparisons of future business cycles and
industry-specific external shocks. Empirically, Frenkel and Rose (1998,
p. 1023) found that 30 years of data from 20 industrialised countries
provide a strong positive relationship between the degree of bilateral trade
intensity and the cross-country bilateral correlation of business cycles.

While McKinnon deals with internal shocks to an economy, Kenen
considers external ones. Kenen’s argument may be weakened in the situation
where the reduction in foreign demand occurs during a general fall in demand
during recession. This reduces total demand, so a country’s diversification
does not help much in mitigating the fall in the demand for exports.

OTHER STRANDS

Coordination of economic policies can be a criterion for an EMU (Werner,
1970). Economic policies which are not coordinated among countries may
be a major reason for the disturbance in the equilibrium of the balance of
payments. Coordination of economic, in particular monetary policies,
from a supranational centre requires political will on the part of the par-
ticipating countries. A declaration towards such an objective was made in
the Maastricht Treaty.

One criterion for monetary integration may be a similar rate of inflation
among the potential member countries (Fleming, 1971). Diverging ratios
of employment to inflation among these countries will cause hardship and
disagreements about the necessary policy tools. Countries with a balance
of payments surplus would be driven to accept a higher rate of inflation
than when they are free to choose this ratio. Conversely, countries with
deficits may be asked to tolerate a higher rate of unemployment than they
would be willing to accept if they were free to choose it.

98 The economics of European integration



An optimum currency area may be defined as a region in which no
part insists on creating money and having a monetary policy of its own
(Machlup, 1979, p. 71). A monetary union which imposes minimum costs
on the participating countries may be called an optimum currency area
(Robson, 1983, p. 143). An optimum currency area may be alternatively
defined as an area in which the net benefits of integration (for example,
increase in welfare in the form of greater stability in prices and smaller dis-
turbances coming from abroad) outweigh the costs (restraint to individual
uses of monetary and fiscal policies) (Grubel, 1984, p. 39). This is to say
that ‘the last recruit conferred more benefits than costs on existing
members, but the next one will do the reverse’ (Maloney and Macmillen,
1999, p. 572).

An optimum currency area aims at identifying a group of countries
within which it is optimal to have fixed exchange rates while, at the same
time, keeping a certain flexibility in the exchange rate with the third coun-
tries (Thygesen, 1987, p. 163). Very small currency conversion costs and
openness are likely to make the EU an optimal currency area, while high
levels of government spending will make it less likely (Canzoneri and
Rogers, 1990, p. 422). An optimum currency area may also be defined as
one that attains the macroeconomic objectives of internal balance (low
unemployment and inflation) and external balance (a sustainable position
in the balance of payments) (Tavlas, 1993a, p. 32).

The notion of an optimum currency area is more theoretical than
practical. An eternal trilemma (impossible trinity) in open economies is
how to solve three basic issues. One cannot have perfectly mobile capital,
monetary independence and a fixed exchange rate all at the same time
(although it is possible to have any two of these elements). If a government
or a monetary authority of an EMU wants free capital mobility and fixed
exchange rates, it has to give up monetary autonomy. If it wants monetary
autonomy and free capital mobility, it has to have a floating exchange rate.
If it wants fixed exchange rates and monetary autonomy, it has to restrict
capital mobility.

A region may be an economic unit which does not necessarily coincide
with the domain of a currency. An optimum currency area may be able to
sustain itself on its own. Its definition may ask for liberalisation of all eco-
nomic activities within it and its protection against the outside world.
Despite their relevant arguments, these definitions can hardly be applied to
countries in the real world, since the states are constituted in a suboptimal
way, so that full economic efficiency (regardless of the external world) can
seldom, if ever, be achieved.

The EU may not be an optimum currency area according to these cri-
teria. There is a relatively low labour mobility and wages are quite rigid if
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there is a need and pressure to move downwards. If this is what really
matters for the success of an EMU, then the cost of it may be unacceptably
high. A single criterion theoretical model has a narrow scope. Therefore, it
is unable to present the costs and benefits of an EMU. The next task is to
amend this shortcoming.

3. Costs and benefits
ISSUES

A more practical and fruitful way to analyse an EMU is to study the
optimum economic policy area, rather than the optimum currency area.
A single state becomes increasingly ineffective as an independent policy-
making unit in modern times of continuous changes in technology, rela-
tively easy and cheap dissemination of information and frequent market
changes. This is true for all countries in the world, but it is not true for all
of them equally. Therefore, not all of them seek international solutions to
their national problems. In a situation where economic problems assume
global proportions there is only one optimum policy area: the world (Panić,
1988, pp. 317–30). The most pressing international economic problems
cannot be solved by countries acting in isolation. The solutions to these
problems can be found in coordinated national economic management.
A system of safeguards which would include assistance in the form of
transfer of (real) resources to the countries which experience temporary
difficulties is an essential feature for the survival of an efficient multilateral
system of trade and payments.

The shortcomings of the traditional single criterion and optimum cur-
rency model of international monetary integration may be overcome by
the ‘new theory’ of monetary integration that relies on the cost–
benefit model. This model offers more satisfactory policy implications.
The costs which may be incurred by a country’s participation in monetary
integration may be traced to the losses of a country’s right to alter inde-
pendently its rate of exchange, its ratio between inflation and unemploy-
ment and its ability to handle regional development policy, as well as its
seigniorage. Monetary integration brings a number of benefits. These
include a dismissal of the exchange problems within the group of coun-
tries in the arrangement, an increase in influence in monetary affairs and
an increase in monetary stability. The larger the integrated area, the larger
the gains. Both the costs and the benefits of monetary integration are
analysed next.
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COSTS

First, the creation of a supranational body to conduct monetary policy
(money supply, rate of interest and rate of exchange) in an EMU may be
perceived as a significant loss of the participating countries’ national sov-
ereignty. This is the first cost, which may provoke adverse political, as well
as psychological, consequences in countries that take part in the arrange-
ment. The most sensitive issue may be the loss of the right to alter inde-
pendently the rate of exchange. The loss occurs fully against the currencies
of partner countries and partially against other countries. A right, often
used selfishly, is gone. However, the gains here come from the pooling of
the monetary policies of the member countries that can exercise a much
greater leverage over their monetary policy in comparison to the situation
prior to monetary integration.

When policy makers want to adjust the balance of payments by means of
alterations in a country’s rate of exchange, then the most critical issue is the
fall in real wages. Labour may accept a fall in real wages under the condition
that the other alternative is (longer-term) unemployment. A reduction in the
rate of exchange introduces an increase in the price for imported goods, as
well as for some home-produced goods and services. The impact of the
devaluation depends on the openness of a country. A reduction in real wages
brings an advantage in the cost of labour and a relative decrease in the price
of export goods and services in the short run. This classical scenario may be
seriously questioned. Money illusion no longer has a significant impact on
labour. Every increase in inflation and corresponding fall in real wages,
under the assumption that there is no change in productivity, encourages
labour and concerned trade unions to demand an increase in wages. The
short-term cost advantage of devaluation is eroded by such increases.

Devaluation as an instrument of economic policy may not alone elim-
inate deficits in the balance of payments. The government may state that its
policy objective is not to use devaluation in the fight against inflation. Such
a policy goal may act as an important incentive to firms to resist higher
costs because their goods and services would become uncompetitive on the
foreign and, potentially, home market, if trade were free. A recession may
be another, although less desirable, cure for inflation. Shrinking markets
give firms incentives to keep prices low, while rising unemployment forces
trade unions to resist increases in wages.

Exchange rates started to float in the early 1970s and did so for a decade.
The experience has provided sufficient evidence that a country’s autonomy
in a situation of floating exchange rates is overstated. The reason is that a
majority of countries are small and open. This leads to the conclusion that
the sole use of the exchange rate as the adjustment mechanism of the
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balance of payments is of limited significance. Fiscal policy3 and labour
mobility are necessary supplements. The devaluation of a national cur-
rency is a sign of failure to manage the economy soundly and carefully
according to sharp, but widely accepted and applied international stand-
ards. The standards of international economic prudence show that it is the
national bureaucracy which is the only loser from the deprivation of the
right to devalue the national currency. Therefore, the loss of autonomy in
the management of a country’s rate of exchange as a policy instrument is
of little real significance.

If, however, the rate of exchange of a group of countries such as the EU
is fixed to an anchor currency such as the German mark, as was the case in
the EMS until August 1993, the situation can change. If international
capital markets are free, the loss of autonomy in the fixing of the exchange
market does not matter as long as the business cycles match one another. If
the cycles differ, as has been the case in the EU, partner countries may be
reluctant to follow the monetary policy of the anchor currency, since it may
not match the necessary policy actions of the other participating countries.

The correlation of business cycles among countries depends on the depth
of their economic integration, particularly integration in trade. If a
common currency among countries assists in promotion of trade, as it is
widely claimed, then this may contribute to synchronising business cycles.

Second, it was argued that floating rates of exchange permit uncon-
strained choices between unemployment and inflation in a country. On
these grounds, countries may seem to be free to pursue their own stabilisa-
tion policies. An EMU constrains the independent national choice of the
rates of inflation, unemployment and interest rate. This national choice, as
a second cost of monetary integration, is constrained by the choice and
influence of other partner countries. A loss of the right to deal independ-
ently may significantly jeopardise national preferences regarding the
possible choices. The country with relatively low inflation and a balance of
payments surplus may, in accordance with its economic and political
strength, impose its own goals on other partner countries, because this
country has much less pressure to adjust than the other countries.

A common currency levels the competitiveness of the group in the
monetary field. If a region’s factor productivity is lower than the average
in the group, then the regional/country authorities will have to ‘tolerate’
unemployment. Labour mobility (outflow) may be a solution to the
problem. The higher the labour mobility, the more diversified the output
pattern, and the more flexible prices and wages, the smoother the adjust-
ment. Applied to the EU, only the relative diversification of the economic
structure may pass the test for a smooth adjustment. Other macroeconomic
criteria (labour mobility and flexible wages) do not fare well at all.
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This consideration has been examined with geometric rigour by de
Grauwe (1975). It was proved that countries differ regarding the position of
their Phillips curves, rates of productivity growth and the preferences of gov-
ernments between unemployment and inflation. These are the differences
that explain why, in the absence of an EMU, rates of inflation among coun-
tries will be equal only by accident. For a smooth operation of an EMU, the
condition is not only balanced growth but also equal unemployment rates,
otherwise the EMU may not survive without inter-country compensatory
transfer of resources. The mere integration of economic policy goals may
not be effective without agreement on the means to achieve the agreed
targets. If countries cope with a common problem and employ different
tools, the outcome of harmonisation of economic policy objectives may
only do more harm than good.

The Phillips curve suggests that there is a measurable, inverse relation
between unemployment and inflation (for example, see Figure 2.3, below).
The government could reduce unemployment by means of a demand stim-
ulus such as an increase in budget deficit while the price for this policy is
increased inflation. In Milton Friedman’s model, the rate of unemployment
is independent of the rate of inflation. The followers of this school criticise
Phillips curve theory for not seeing that continuous inflationary policy
provokes changes in expectations about future inflation. They argue that
there is only one rate of unemployment at which prices (inflation) and wages
are constant: the natural rate of unemployment or the non-accelerating
inflation rate of unemployment (NAIRU).

No matter what a government does, the rate of unemployment may not
fall below the national NAIRU. It is like a speed limit for an economy.
However, this rate is not constant over time. It is determined by real factors
which include minimum wage legislation, tax policy, dole money, labour
mobility, the level of education and impetus for vocational training, payroll
taxes4 and demographic factors, as well as the choice between work and
leisure. In another words, the NAIRU is determined by the structure of the
labour market, rather than by the amount of demand. Most of these
factors are influenced by economic policy. Every attempt to lower the rate
of unemployment below the NAIRU by means of monetary expansion
would only accelerate inflation. Hence, the loss of this economic policy
choice is also of limited significance.

The main way to reduce unemployment is to reduce the NAIRU. This can
be done by reducing social security benefits below the minimum wage for
unskilled labour, shortening the time during which these benefits apply,
providing incentives for vocational training and by control over the demands
of trade unions. Economic policy should be active in combating unemploy-
ment. The long-term unemployed have obsolete experience and training
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which makes them less attractive to potential employers. These unemployed
compete less vigorously on the labour market and put less downward pres-
sure on wages. The NAIRU increases with the expansion of the long-term
unemployed. Economic policy should withdraw social benefits from those
who refuse vocational training and/or jobs with the exception of anyone
beyond an agreed age. The problem of the EU and its member countries is
that they have not dealt with the long-term unemployed. These countries
handed out relatively generous benefits for long periods to the unemployed.
Almost half of the unemployed in the EU are out of work for over a year,
while in the US the proportion is about 10 per cent.

The Canadian experience during 1950–62 with a fluctuating rate of
exchange is illustrative. Canada wanted monetary independence in relation
to the US. Theoretical arguments (illusions) about greater national inde-
pendence and freedom regarding employment policy in a flexible exchange
rate situation seemed attractive. Canadian hopes were high. At the end of
this period a mismanaged government intervention succeeded in destabil-
ising prices in Canada and growth stagnated. The decision to abandon
flexible exchange rates showed that the benefits in the stability of employ-
ment and economic independence are smaller than the cost paid in eco-
nomic instability and efficiency. Given the contemporary capital market
integration among open economies, significant differences in real interest
rates among different countries may not exist. Hence, an open economy
may not rely independently on this instrument of economic policy. In a
situation where two or more currencies are close substitutes and where
there exists free capital mobility, the central banks of these countries
cannot conduct independent monetary policies even under fluctuating
exchange rates. Small open economies may be advised to link their mone-
tary policies to those of their major partners in trade and investment.

Third, a serious problem in a monetary union may be traced in the inflow
of capital into the prosperous regions. The regions losing this capital expect
a compensatory public action including transfers from the prosperous ones.
Those countries which feel that their destiny is to be losers from an EMU
would not enter into such an arrangement. The system of transfers may be
a bribe to these regions/countries to participate. When there are budget
deficits and expenditure cuts, the funds for transfers may not be found
easily. None the less, the gainers may be quite happy to compensate the
losers and protect the net gains from integration.

Fourth is the loss of seigniorage. This comes from the national currency
held abroad (also called the inflation tax).5 Instead of selling debt, a govern-
ment may print money and, hence, raise revenue in order to cover its budget
deficit. The government taxes (inflation tax) the holders of cash held by the
public and the commercial banks’ low-interest-bearing deposits/reserves
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held at the central bank.6 In an EMU, inflating a national way out of eco-
nomic crisis is not possible. Therefore, a country in need is supposed to
reduce its debt or to sell more reserves, or both.

To sum up, an EMU introduces significant losses in the constitutional
autonomy of participating states, but real autonomy to conduct independ-
ent monetary policy for a small open country in the situation of convert-
ibility, synchronised economic cycles and openness for trade and investment
will remain almost intact.

BENEFITS

The benefits of monetary integration are numerous, but generally intuitive
in their nature. They are barely quantifiable and non-economists have
difficulty in comprehending their character and significance. The principal
gains from monetary integration are the following:

● The most important benefit that an EMU brings to its participants is
an improvement in integration of markets for goods, services and
factors.

● Prices are transparent and directly comparable. This boosts compe-
tition and specialisation in tradable goods and services. Spatial and
industrial location of resources is improved.

● In a situation of stable prices, interest and exchange rates, internal
trade and investment flows are not volatile, as there is no exchange
rate risk and uncertainty.

● Transaction7 and hedging costs are significantly reduced.
● There are gains from an additional trade.
● Investors may decide with a high degree of long-term confidence.

There are no intra-union controls for direct investment. For example,
without a single currency, a German investor may look at an invest-
ment project in Belgium as a riskier one than the same project in
Germany.

● By unifying monetary and coordinating fiscal policies, the participat-
ing countries are led to fewer distortions while combating macroeco-
nomic disequilibria. This introduces both a greater internal monetary
stability and an increase in influence in international monetary
affairs. This contributes to economic growth and dynamic gains.

● The pooling of national reserves of foreign currencies is also advan-
tageous for the members of an EMU. By internalising their ‘foreign’
trade, these countries reduce their demand for foreign currency
reserves. Such reserves may not be necessary for trade within the
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group, but they may still be needed for trade with third countries.
Anyway, there are certain economies in the use of reserves. Their level
is reduced and overhead costs are spread on the participating coun-
tries. These funds can easily be spent on or invested in alternative and
more productive uses.

This is an expectation in theory. A single currency in the EU was likely
to save on the exchange reserves of the member states.8 In practice, coun-
tries still hold official reserves, which may be a hangover from the Bretton
Woods system of fixed exchange rates. However, that system fell apart three
decades ago. Therefore, the need to hold reserves ought to be reduced,
perhaps significantly. None the less, global foreign exchange reserves are
still there without a declining tendency. The reason is that countries still
need such reserves to close transitory gaps in the demand and supply of
foreign exchange.

The net effect of monetary integration may not be easily and directly
quantified. Let us assume the reverse case. There were tremendous costs
from the monetary disintegration of countries such as the former Soviet
Union or the former Yugoslavia. Just imagine the losses of the monetary
disintegration of the US or Germany where each federal state indepen-
dently handles its own currency. If there is no control group of similar non-
integrated countries, then there is no yardstick against which one may
compare the relative performance of the countries which created an EMU.

The costs which may be brought by monetary integration in the form of
an increase in prices or unemployment are relatively easily identifiable,
borne by the few and perhaps of a short-term nature. If this nature is not
short term, then an indefinite intra-union system of transfer of resources is
a necessary condition for the survival of the scheme. The benefits which
accrue from monetary integration are long term in nature, they come in
small amounts to everybody and they are hard to quantify with any preci-
sion. Moreover, these benefits create the potential for new capital forma-
tion (a permanent growth bonus) which may accelerate growth of output
in the long run.

The ‘new theory’ of monetary integration suggests that there are some-
what fewer costs (loss of autonomy to handle domestic macroeconomic
policies) and somewhat more benefits (gains in credibility in the fight
against inflation) associated with monetary integration (Tavlas, 1993b,
p. 682). The benefits of an EMU are larger the greater the intra-union
factor mobility, the more diversified the economies, the higher the flexibility
of wages, the greater the internal trade and the greater the synchronisation
of economic cycles among the member countries. The EU can pass most of
these tests, except for labour mobility and flexibility of wages.
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4. Parallel currencies
Is an irrevocable fixity of exchange rates a sufficient condition for monetary
integration or is the introduction of a single currency necessary in an
EMU? Suppose that there are various currencies in an EMU which are tied
by a fixed exchange rate. If there is an increase in the supply of any of these
currencies, then convertibility may be maintained only by intervention,
either in the form of the absorption of this currency by the monetary
authorities or by a reduction in demand (restriction in transactions). The
first method represents monetary expansion, while the other is an act of
disintegration.

A common currency may be an outward symbol, but is not a necessary
condition for a successful EMU. Capital mobility and irrevocably fixed
exchange rates of currencies in an EMU may create a single currency de
facto in everything except, possibly, in name, while a single currency will
create a monetary union de jure. Ultimately a single currency will be
necessary, because it makes the irrevocable fixity of exchange rates of the
participating currencies completely credible. Many international pledges
towards fixed exchange rates have broken down.9 As soon as markets
question the commitment of the participants in the deal, this leads them
to start speculating. In addition, a single money will eliminate possible
conversion charges; prices in the area will be fully transparent and com-
parable; and there will be external benefits (such as the introduction of a
‘better’ symmetry in the international monetary system). Individual par-
ticipating countries will not have even the remote possibility of finding
their way out of economic difficulties by using the means of devaluation
and/or inflation.

An evolutionary approach to the introduction of an EMU may be that
a common currency exists side by side with currencies of the member coun-
tries. Once agents are used to dealing with the common currency, it may
gradually replace the money of the participating countries. This is the case
with parallel currencies. An important issue here is that the new, parallel
currency ought to be linked to the pace of economic activity, otherwise
price stability can be threatened. In addition, it may bring an extra com-
plication in the monetary affairs among the integrated countries. A gradual
convergence among the currencies will cause the participating currencies to
yield an identical return. They will become perfect substitutes. A full
monetary unification can take place.

Gradual monetary integration suffers from a serious flaw: a lack of
credibility. During the transition phase, participating countries may find a
way to step out temporarily from the arrangement. A system that permits
some, even though remote, autonomy in the national monetary policy in a
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situation of free capital mobility is subject to speculative attacks (the most
obvious example in the EU took place in July 1993). On the one hand, the
longer the transition to a single currency, the greater the fragility of the
system. On the other, a fast acceptance of a single money can provoke harsh
regional disequilibria for which the countries may not be prepared (for
example, a lack of stabilisers such as well-endowed regional funds). Policy
makers need to balance the two sides before they decide. They also have to
take into account the German experience. Unemployment increased in the
former East Germany after reunification with the Western part of the
country in 1990. It resulted directly from an instant merger of the two
economies that were on a very different level of development before they
were ready for a full EMU. Should the same be repeated in the EU? If one
member country is in economic expansion, while the other one is in reces-
sion, they need different monetary policy countermeasures. How to recon-
cile this in the absence of effective built-in stabilisers or automatic transfer
of sufficient funds?

The above theoretical model about parallel currencies has two caveats.
It ignores network effects and switching costs (Dowd and Greenaway,
1993a, p. 1180). For example, after the break-up of the former Soviet
Union (1992), the rouble was a currency which did not fit well into the new
realities. Certain newly independent states continued to use roubles because
of network effects, that is, because most of their trading partners were using
them. In addition, the switching costs from one currency to another are
quite high. At the limit, it is perhaps better to use only one money because
of the network effects, conversion charges and switching costs. If the
benefits of a single currency outweigh these costs, welfare is maximised and
it is justified, from the economic point of view, in switching to a single cur-
rency. According to a view from the start of the 1990s, in the case of the
EU, the German mark would be the best option as the EU common cur-
rency. The mark had the biggest existing network, while the Bundesbank
had greater credibility than any of the existing central banks in the EU
(Dowd and Greenaway, 1993b, p. 243).

The currencies of member countries in an EMU are perfect substitutes.
On the one hand, it would be meaningless to speak here about a parallel
currency, since any parallel currency would be indistinguishable from
national currencies in everything but name. The concept of a parallel cur-
rency becomes meaningful only in the intermediate stage of an EMU, when
different currencies are not perfect substitutes because of transaction costs
and/or exchange rate expectations. Reductions in exchange rate variability
diminish the usefulness of a parallel (basket) currency as an instrument for
risk diversification, unless transaction costs in the parallel (common)
currency decline by more than the transaction costs in the component
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currencies. On the other hand, a parallel currency is unlikely to develop in
a case where national currencies are only very imperfect substitutes,
because of high conversion costs. Widespread use of a parallel currency
alongside national currencies can therefore be expected only under a high
degree of monetary integration (Gros, 1989, p. 224).

A common currency may replace national currencies after some period
of adjustment. Stability in the monetary sphere may be a result. However,
the new and single currency in the area would not solve the problem of the
budget deficits of member countries that would be revealed, in part, as
regional disequilibria.

Gresham’s law says that in a situation of two currencies (in his example,
gold and silver coins) circulating side by side in the economy, then ‘the
bad money will drive out the good’, except where there is a fixed exchange
rate between the two moneys. This result has not materialised in certain
instances.10

5. European Union
BACKGROUND

Integration in the EU has advanced at a pace faster than envisaged in the
Treaty of Rome. The customs union was fully established among the found-
ing member countries in 1968, a year and a half ahead of schedule. This
was one of the most significant initial achievements of the group.

After the initial success in the establishment of a customs union, the EU
contemplated the establishment of an EMU. There were two schools of
thought about how to implement this idea. They were the ‘monetarists’ and
the ‘economists’. The first school (Belgium, France and Luxembourg)
argued that a promising EMU requires an irrevocable fixity of exchange
rates of the participating countries from the outset. The member countries
will, then, be driven to coordinate their economic policies in order to miti-
gate and, eventually, eliminate the discrepancies in their economies, neces-
sary for a full EMU. They also argued in favour of a well-endowed fund for
the support of adjustments of the balance of payments. Complete freedom
of capital movements should be permitted only after the establishment of
a full EMU. Finally, they felt that supranationality should be on a relatively
low level.

The school of ‘economists’ (Germany and the Netherlands) argued
that fixed exchange rates for a group of countries that are at relatively
different levels of development is a formidable task. They argued that the
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coordination of economic policies should be the primary task, because it
would bring economic harmonisation among the participating countries.
They argued in favour of a free movement of capital from the outset and
felt that fixed exchange rates could be introduced only after the fulfilment
of the above conditions.

The Werner Report (1970) was offered as the blueprint for EMU in the
EU. The report required fixed exchange rates and free mobility of capital.
Thus, it represented a compromise between the two schools. Super-optimism
(EMU by 1980) was not rewarded because the report overestimated the will
of the member states to abandon their monetary authority in favour of a
supranational body, in particular in the light of the turmoil on the currency
markets during the 1970s. This approach may also have failed because it
wanted to fix rates of exchange without prior monetary reform among the
member countries.

EUROPEAN MONETARY SYSTEM

The early 1970s were characterised by significant turbulence on the inter-
national monetary scene. Currencies were fluctuating, so this state of affairs
endangered the functioning of trade flows in the EU. The Council of
Ministers asked the member governments not only to follow the �2.25 per
cent margins of fluctuation in relation to the dollar, but also to reduce the
level of fluctuation among their respective currencies. This created the
‘European snake’ (common margins of fluctuation). If one plotted the
daily fluctuations of the currencies of the EU member states, then one
would get a snake-like ribbon. The width of the snake depended on the
fluctuation of the strongest and the weakest currencies, remaining always
within the �2.25 per cent fluctuation margins of the dollar tunnel. The cre-
ation of the ‘snake’ was mainly a European reaction to the erratic behav-
iour of the dollar on the international money market.

The main feature of the ‘snake’ was intervention. When the sum of the
fluctuations in the ‘snake’ exceeded the margins, intervention was supposed
to take place (the strongest currency should purchase the weakest one). The
dollar tunnel disappeared in 1973, so the ‘snake’ found itself in the lake.
The currencies in the ‘snake’ were entering and leaving the system quite
often. This introduced uncertainty in trade relations in the EU. Apart from
external pressures which the ‘snake’ was unable to resist, an internal short-
coming (different national monetary policies) also played a role. Something
should have been done about that.

The member countries of the EU wanted not just to preserve the already
achieved level of economic integration, but also to add to it. A further step
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was the creation of the EMS. The approach was completely different from
the one which established the ‘snake’. Instead of preparing various eco-
nomic plans for political consideration, the EU member countries first
delivered their political decision about the establishment of the system, and
then reached agreement about the technical/operational details of the
system. The EMS was introduced in 1979.

The objectives of the EMS were:

● to stabilise exchange rates through closer monetary cooperation
among the member countries;

● to promote further integration of the group; and
● to contribute to the stabilisation of international monetary relations.

The key role in the EMS was played by the European Currency Unit
(ECU). The ECU was basically a ‘cocktail’ of fixed proportions of curren-
cies of EU member countries. The share of every currency in the ECU
depended on the economic potential of the country (aggregate GDP), its
share in intra-EU trade and the need for short-term monetary support. The
composition of the ECU is presented in Table 2.1. Alterations in the
composition of the ECU may occur every five years or when the share of
each currency changes by at least 25 per cent in relation to the originally
calculated value. In addition, the composition of the ECU can be changed
when the currency of a new member country enters the ‘basket’. The
currency composition of the ECU was ‘frozen’ by Article 118 of the Treaty
of Rome (as revised by the Maastricht Treaty), which is why the currencies
of Austria, Finland and Sweden are not included in the basket.

The exchange rate mechanism (ERM) of the EMS has been at the centre
of controversy since its inception. Every currency in the EMS had its own
central rate versus other partner currencies and the ECU. In relation to the
partner currencies in the system individual currencies could fluctuate
within a �2.25 per cent band. The exceptions were the Italian lira, the
Spanish peseta and the British pound which were permitted to float within
a �6 per cent limit.11 When a currency reached its limit (upper or lower) of
fluctuation in relation to another EMS partner currency, then intervention
in the national currency of one of the two central banks is compulsory.
Intervention within the margins of fluctuation may be either in the national
currencies of the EMS members or in dollars.12

The fluctuation of each EMS currency against the ECU was slightly stricter.
The Commission has individualised each currency’s margin of fluctuation.
It was strictest for the German mark (�1.51 per cent) and widest for the Irish
pound (�2.22 per cent) (the currencies under the ‘special treatment’had wider
margins of fluctuation than the standard ones in relation to the ECU).
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There was an implicit objective behind the relatively strict margins of
fluctuation for currencies in the EMS: to drive member countries to accept
similar economic policies and to converge. This convergence does not neces-
sarily aim at averaging out the economic performance criteria. Although
the EMS has not produced full convergence of the macroeconomic indica-
tors of the member countries, it seemed for quite some time that it was
heading towards the desired outcome. The best signal was that most
member countries remained in the EMS despite strains.

In order to prevent frequent interventions, the EMS has introduced an
early-warning system in the form of a divergence indicator. The divergence
threshold was �75 per cent of a currency’s fluctuation in relation to the
ECU. The role of this indicator was ambiguous. As soon as the divergence
threshold was reached, the countries in question were not formally required
to do anything, even to consult. Therefore, this innovation has not played
an important role in the EMS. None the less, consultation and cooperation
of the monetary authorities of the EU member countries have compen-
sated, at least in part, for this shortcoming.

The strongest arguments for the non-participating countries to join the
ERM of the EMS seemed to be predominantly political. It was not con-
ducive to integration for them to remain aloof from one of the most
significant achievements of the EU at that time. In addition, and more
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Table 2.1 Composition of the ECU (%)

Currency Weight in the ‘basket’

1979–84 1984–89 1989–94 1995

1 German mark 33.0 32.0 30.1 32.7
2 French franc 19.8 19.0 19.0 20.8
3 Pound sterling 13.3 15.0 13.0 11.2
4 Dutch guilder 10.5 10.1 9.4 10.2
5 Belgian franc 9.3 8.2 7.6 8.4
6 Italian lira 9.5 10.2 10.15 7.2
7 Spanish peseta – – 5.3 4.2
8 Danish krone 3.1 2.7 2.45 2.7
9 Irish pound 1.1 1.2 1.1 1.1

10 Portuguese escudo – – 0.8 0.7
11 Greek drachma – 1.3 0.8 0.5
12 Luxembourg franc 0.4 0.3 0.3 0.3
Total 100.0 100.0 100.0 100.0

Source: European Monetary Institute (1996).



importantly, the creation of a genuine internal market for goods, services
and factors would be incomplete without a single market for money.

The EMS funds for exchange market interventions were relatively well
endowed. The very-short-term financing facility for compulsory interven-
tions provides the participating central banks with an unlimited amount of
partner currency loans. None the less, the Bundesbank did not accept in
practice intervention without limits. The short-term monetary support dis-
posed of ECU14 billion for the finance of temporary balance of payments
deficits, while the medium-term support facility disposes of ECU11 billion
(but the use of this mechanism was subject to certain conditions).

A country with a better performance in inflation, balance of payments,
employment and growth than other countries has least pressure to adjust
and, in relation to its size and weight, it may call the tune in the shaping of
other countries’ economic variables. Hence, Germany was able to dominate
within the EMS. The system operated asymmetrically in formulating the
monetary policies of other member countries as they had to bear the
adjustment burden. Since inflation was reduced and other monetary vari-
ables were generally aligned among most member countries, the EMS oper-
ated in a more symmetric way before the reunification of Germany in
October 1990.13

The EMS could sometimes slow down the rate of economic adjustment
of a member country. When countries borrow on the international financial
markets, such markets do not consider exclusively the creditworthiness
(reserves, deficits, experience in adjustments and outlooks) of the borrow-
ing country. These markets also consider membership of the EMS and its
possibilities for financial support. In this indirect way, financial markets
take into account the reserves of other EMS countries. The markets believe
that the partner countries will help the borrowing country in financial
difficulties. This was a recognition of the relative success of the EMS.
However, it may prevent a country accepting greater monetary discipline.
A government may employ a more ruthless method of eroding the real
burden of debt and use inflation. In any case, a country which follows a
policy of a relative monetary undiscipline will reduce domestic reserves and
lose creditworthiness in the long run. Foreign creditors may reasonably
demand higher interest rates which usually deter investment and, hence,
reduce the future economic potential of the country. An agreed limitation
for national borrowing needs to be a part of an EMU.

Apart from funds for exchange market interventions, other EMS adjust-
ment mechanisms include home price and income alterations, rates of
interest and control of capital flows, as well as increased cooperation and
exchange of information. Controls of internal trade flows are, of course,
prohibited.
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The rates of exchange in the EMS were semi-fixed. The EMS did not have
as its goal the petrification of exchange rates among member countries. The
adjustments of the central rates may take place either every five years or
according to needs. When all other mechanisms for intervention were used
up, the country in question could ask for permission to change the central
rate of its currency. The Council of Ministers usually decided about these
changes during the weekend (when the financial markets are closed).
The effects of realignments (or devaluations) may be eroded by inflation.
So, the best and, surely, the hardest way for the stability of the system is that
the deficit countries increase productivity above the EU average.

In spite of its relative rigidity, the EMS made the rates of exchange quasi-
flexible. If a currency was experiencing difficulties that could not be solved
by intervention, then the system permitted adjustments (revaluations and
devaluations) of the central rate of exchange. This kind of adjustment has
happened relatively often during the first years of the existence of the EMS.

A change of the central rate of a currency (devaluation) was still a per-
mitted means for the restoration of competitiveness among EMS member
countries. In a distant scenario without national currencies, even de facto,
the restoration of national competitiveness could be achieved by an
increase in productivity, reduction in wages or by labour migration to the
advanced regions or all of these. The US is an example where wages are
flexible and labour is highly mobile. At the same time a single currency has
a smooth internal performance. The US interregional adjustments are
eased by a system of implicit federal government transfers of real resources.
The federal government spends much and taxes little in the backward or ill-
performing states/regions, while it does the reverse in the advanced
states/regions.14 A similar mechanism does not (yet) exist in the EU, which,
with its vast internal market, does not yet have economic stabilisers on the
American scale that are intended to ease the adjustment troubles of both
countries and regions within them. There are, however, growing structural
funds in the EU. The adjustment requires not only the transfer of real
resources, but also measures to enhance mobility of factors from low- to
high-productivity regions. On this account, the EU has so far failed. Hence,
because of relatively low labour mobility, EU countries will be able to
sustain relatively high taxes on people’s income.

All member countries of the EU have exchanged for ECUs 20 per cent
of their gold reserves (the role of gold was partly reaffirmed)15 and 20 per
cent of their dollar reserves with the European Monetary Institute (until
1994, the European Fund for Monetary Cooperation). These assets were
swapped on a revolving quarterly basis for ECUs. Hence the ECU was not
a newly created reserve asset which was an addition to the existing stocks
of reserves such as the special drawing rights. The creation of the ECU
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transformed a part of the existing reserve assets into another asset. The
amount of ECUs issued changed every quarter in relation to the changes
in member countries’ volume of reserves, the price of gold and the dollar
exchange rate.

The ECU was used as:

● an accounting unit for intervention;
● a means of settlement among central banks;
● a part of international financial reserves;
● a basis for the calculation of the divergence indicator;
● a unit for the store of value (because of its relative stability); and
● a unit for financial transactions and statistics of the EU admin-

istration.

There were, also, ECU-denominated bonds. Many banks opened per-
sonal accounts in ECUs and offered an interest rate which was a weighted
average of interest rates of the participant countries in the ECU. They also
offered travellers’ cheques denominated in ECUs. Interest rate differentials
reflect mainly differences in the national rates of inflation. Once the
exchange rates start to move with inflation differentials, the profitability of
holding ECUs was expected to diminish.

The ECU used by the monetary authorities was the official ECU, while
businesses and the public used the private or commercial ECU.
Nevertheless, the ECU market was not fragmented. All dealings were in a
single ECU, as the definition of both was the same. A central bank could
hold ECUs. If the national currency comes under pressure, the bank could
sell ECUs and purchase the national currency. This might be a cheaper and
less notable way of intervention than a direct borrowing of other curren-
cies to buy domestic when the exchange rate was falling. The major reason
for the relative spread in the use of private ECUs was the demand of busi-
ness for simplifying transactions and, possibly, avoiding capital controls
where they existed. The ECU was attractive because of its greater stability
in relation to its components. Apart from the intra-firm trade, firms did not
have great incentives to use the ECU when the rates of exchange were not
stable (since they may have wished to exploit the difference in prices). Non-
EU investors preferred to deal in a single currency rather than several
different ones. The market value of the ECU was not directly influenced by
the value of the dollar as it was not incorporated in the ECU basket as is
the case with the special drawing rights. Therefore, dollar holders could buy
ECUs and hedge against the dollar exchange risk.

A shock came in September 1992. The demand for funds to cover the exces-
sive costs of the reunification of Germany put pressure on its budget. In order
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to contain this inflationary pressure, Germany raised interest rates. At about
the same time, the US wanted to revive demand by cutting interest rates. The
dollar became cheaper, while the German mark became dearer. The diver-
gency prompted speculation that hit the weaker currencies hard in the EMS.
Currency market speculation forced Britain, followed by Italy, to suspend
their membership in the ERM. The EMS was on the brink of a breakdown.
In this situation, a single EU currency would evade such a crisis. Britain
gained certain benefits from the 25 per cent depreciation in the value of the
pound in the following months. For example, Philips moved the manufac-
turing of cathode tubes from the Netherlands to Britain. Likewise, Hoover
relocated the production of vacuum cleaners from France to Britain.

Adjustments in the rates of exchange together with capital controls were
used by some countries in the EMS, for example Italy and France, to
control the domestic monetary system more easily than through other, rela-
tively harsh means, such as recession. They were able to follow, to an extent
and for some time, a different course in the national macroeconomic vari-
ables from their foreign partners. Capital, one of the major lubricants of
the economy, was ‘forced’ to remain at home. In addition, an outflow of
capital pushes up interest rates. This slows down the economy, perhaps at
a moment when it needs to grow. However, the problem is that capital con-
trols retard structural adjustments that need to take place in any case.
Although a short-term effect of controls may bring certain policy successes,
the long-term costs of the structural transformation increase, which is why
an interest rate policy may be a preferred policy means.

Capital controls are effective ways to manage monetary affairs in a situ-
ation where money markets expect adjustments in the exchange rate.16

Then, controls drive holders to keep (in the country) the currency that is
about to be devalued. Controls may be permanent or temporary (as emer-
gency measures to prevent speculative capital flows). In the absence of
capital controls, devaluation of weak currencies cannot be postponed;
however, controls make the delay of devaluation possible. None the less,
delays increase uncertainty about the rate of exchange in the future and,
hence, jeopardise investment decisions. With capital controls, a relatively
modest increase in the national rate of interest will achieve the desired mon-
etary policy effect. Without capital controls, the only instrument that can
be used with the same effect is a sudden and, usually, large increase in inter-
est rates. The main defence of capital controls is not found in the fact that
they are cost free, but rather that they are less costly than the movements
of exchange and interest rates that would occur without these controls
(Folkerts-Landau and Mathieson, 1989, p. 8).

The removal of the remaining capital controls in the EU in 1995 was one
of the notable achievements of the Single Market Programme. It made
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residents of the EU sensitive to differences in interest rates. Transnational
corporations (TNCs), including banks, as major beneficiaries of the dis-
mantling of capital controls, were able to easily and swiftly change and diver-
sify the currency composition and maturity of their financial portfolios. By
doing so, TNCs and other money holders may jeopardise the objective of
monetary policy of individual member countries in a situation with easy and
cheap currency substitution. An increase in the national rate of interest in
order to reduce the supply of money and ‘cool’ the economy will have the
opposite effect. Increased interest rates will suddenly attract an inflow of
foreign capital and increase the national supply of money. Such swift
changes are not very likely in the flow of goods (and services.) Conversely, if
the intention of the national government is to stimulate home economic
activity by a reduction in interest rates, the effect of such a policy will be the
opposite from the one intended. Capital will fly out of the country to loca-
tions where rates of interest are higher. Without capital controls, investors
speculate about which currency is to be devalued next. Enormous capital
flows can destabilise exchange rates. With a daily trade of about $1.2 trillion
on foreign-exchange markets and with more than one currency in the
market, it is possible to gamble. No national intervention can triumph over
the speculators. This happened in the EU in the summers of 1992 and 1993.
The grand dreams of an EMU in the relatively medium term were, in fact,
pushed further into the future.

In the situation with huge and rapid capital movements, a monetary
union with the major trading partners may offer a promising degree of
insulation against harmful features of international capital mobility. A sep-
arate currency and independent setting of the rate of exchange may move
in a way obstructive to the economy. As such it may become in itself a
source of shocks to the economy.

Without capital controls, large differences in the rate of interest among the
EMS countries cannot be sustained. In the new situation, the EU member
countries have no other rational choice but to pool their national monetary
policies and cooperate. Any increase in monetary instability among EU cur-
rencies will provoke the mobility of funds in the search for a greater profit in
the short run or a greater security in the long run, thus making it impossible
to maintain EMS parities without even greater harmonisation of national
monetary policies (Panić, 1991). The Bundesbank was calling the tune in the
EMS. In that situation a pooling of monetary policies among the countries
of the EU can increase the sovereignty of smaller countries because they
would, in the new situation, have some say in the EU monetary policy-
making process from within. Although national central banks may become
increasingly independent from their national governments, they need to
enhance their reliance on other national central banks in the EU.
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A reduction in the variance of economic indicators among countries may
illustrate their economic convergence. The narrowing of the differences in
the performance criteria among countries does not necessarily mean that
their standards of living are becoming more equal. Membership of the
EMS may be used by the national government as a convincing argument
during the pursuance of a prudent national economic policy in the fight
against the opposition. The EMS has introduced convergence in domestic
monetary policies and inflation rates, but it has not been fully backed up by
corresponding progress in the fiscal sector and external balance.

A mere convergence in the rate of inflation and other monetary variables
may not be enough for the smooth operation of the single EU market. The
EMS was not able to increase significantly the use of the ECU, the role of
the European Fund for Monetary Cooperation was marginalised and the
present form of the system was unable to bring about spontaneous monet-
ary integration. Those objectives might be achieved if there was a common
European Central Bank, a system of central banks or a common monetary
authority. This did not happen before the implementation of the
Maastricht Treaty because of a fear that the monetary issues would be
passed on to a remote bureaucracy. Every government was afraid of losing
monetary sovereignty: the right to cheat on its citizens, firms and other
holders of its money without a promise to convert paper money into gold.
Another fear was that they might not be able to pursue their own stabilisa-
tion policy. These anxieties were not well founded. In order to carry on with
the national stabilisation, balance of payments, regional, industrial and
other policies, governments still have at their disposal taxes, certain subsid-
ies, some procurement and certain budget deficits. The only (severe) restric-
tions to their sovereignty to choose stabilisation policies were that they
could not employ exchange rate changes and have a different rate of
inflation from their partner countries.

It must always be borne in mind that in an EMU, the national govern-
ments still have a chance to tax and spend in the way they think is most
appropriate. Budget deficits are still possible, but subject to only one con-
dition: expenditure must be financed by borrowing (on commercial terms)
rather than by printing domestic money. For example, borrowing and
expenditure of the cantons in Switzerland and provinces in Canada are not
subject to constraints. The Länder in Germany restrict borrowing only to
the extent that it is necessary to finance investment. The federal states and
local governments in the US are not allowed to run deficits (this is an
American version of the Stability and Growth Pact). Only in Australia does
the federal government continuously supervise state debts.

The freedom to tax and spend in an EMU, however, is not absolute. As
soon as a country’s national finances jeopardise the stability of the union,
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such as excess imports that depress the value of a common currency, the
union’s authority may intervene. It may impose limits on the borrowing from
the central bank and other sources, ceilings on the budget deficit, a request
for non-interest-bearing deposits and impose fines. In a single-currency
area, foreign debt has to be serviced by export earnings. The national debt,
however, does not present an immediate real burden on the economy
because it represents a transfer between present and future generations.

There may be a temptation for a country in a monetary system to run a
budget deficit for quite some time according to current needs. Although
governments are often safer borrowers in relation to private ones,17 capital
markets will increase interest rates to heavy borrowers when their credit-
worthiness is jeopardised. Big budget deficits keep long-term interest rates
on a higher level than would otherwise be the case. This reduces the size
and effectiveness of the cuts in short-term interest rates. The governments
of the EU countries generally failed to do this during the 1980s, hence the
lack of power in employing fiscal policy to prop up recovery in the 1990s.
If a state in federations such as the US and Canada increases its borrow-
ing, then the value of government bonds falls throughout the country.
In this case, the federal government can step in to correct the distortion.
However, such a well-developed corrective mechanism does not yet exist
in the EU.

6. European Monetary Union
Monetary unions were often, but not always, created as a part of the
process of political unification among countries.18 Economic reasons for an
EMU include enhanced monetary stability, improved spatial and industrial
allocation of resources, boosted competition because of transparent prices,
deepened integration, reduced transaction costs, access to wider markets,
gains from economies of scale and from trade, as well as gains that come
from harmonisation of policies. Non-economic reasons such as geograph-
ical proximity, common language, culture, history and religion contributed
to monetary unification. The break-ups of monetary unions are foremost
found in political factors. Once the political unity among the participating
countries dissolves, it is most likely that the monetary union will vanish
(Bordo and Jonung, 1999, pp. 24–5). Hence, the political will and the firm
promise and determination to respect fully a common currency system
explains the rise and fall19 of monetary unions. Interestingly enough, the
Irish break-up with sterling had no noted effect on trade between Britain
and Ireland.

Monetary integration 119



The main argument in favour of a common central bank is that it
reduces uncertainties and conflicts about and among national monetary
policies. It does so by providing a forum in which national views can be
represented and problems resolved. In the absence of a common central
bank, national conflicts are resolved by market forces with adverse exter-
nalities for efforts to promote greater stability of exchange rates (Folkerts-
Landau and Mathieson, 1989, p. 15). Therefore, within a common central
bank the national sovereignty may be increased in comparison to the pre-
vious situation. Independent central banks, such as the judiciary, are con-
stitutional institutions since they are not accountable to the elected
government or parliament. Their autonomy comes from a general consen-
sus about long-term economic objectives and from the fact that their
instruments may be badly abused by the political majority of the day
(Vaubel, 1990, p. 941).

Even though the experts are not subject to great political pressure to
court popular opinion, a question still remains: do the appointed central
bankers (a part of the elite) possess a knowledge about the country’s long-
term needs that is superior to that held by the governments that represent
the voting public? The same question also applies to the entire national
elite. Does it foster the necessary dialogue and cooperation with the general
public? Does the general public have the relevant information and
clarification by the experts and by the elite to understand and evaluate how
a certain decision factors into the national interest? Does the general public
have the knowledge to identify and assess the importance and character of
crucial decisions for the shape and direction of the national interest? Does
the general public have the time and interest to bother with these issues?
Voter apathy is becoming common. Is this a reaction to being treated with
disdain by the remote and arrogant elite? Or is this situation created delib-
erately? People need to hold on to their jobs, to have two part-time jobs
because of the general uncertainty (possible unemployment or terrorist
attacks), because of their mortgages, savings for their old age and/or the
education of their children. Hence, they pass on these decisions to the elite.
They know that the elite will get what it wants in the end. And all this has
a democratic sugar-coating.

During the discussions that led to the Maastricht Treaty, there were two
extreme possibilities for the final shape of the EU Central Bank and a
number of intermediary ones. One extreme was the model of Germany’s
Bundesbank. It was independent from the government in the conduct of
monetary policy and possibly, therefore, quite successful. The Bundesbank
ensured stable prices, high employment, balanced foreign trade, as well as
a constant and reasonable economic growth. The other extreme was the
Bank of France, in which the government had a full stake. Thus France
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wanted to see a kind of ‘accountability’ (transparency in operations and
reporting) of the EU Central Bank to public bodies. As Germany was the
engine of EU monetary stability until 1992–93, the Maastricht Treaty
opted for this kind of central bank for the EU. Many EU member coun-
tries preferred to see a ‘German-influenced’ EU bank, rather than the con-
tinuation of the prevailing system that is ‘German controlled’. In the
system with binding rules and procedures, the smaller EU countries may be
represented on the bank’s board where they could, at least to an extent,
shape policy from within.

The Delors Report (1989) gave an impetus to the creation of the EMU.
It envisaged the EMU in three stages. Its wise approach was not to state any
specific date apart from mid-1990 for the beginning of the first stage.
During the first stage, the member countries would strengthen the coord-
ination of their economic and monetary policies. The removal of the
remaining capital controls would require this in any case. All countries
would enter the ERM of the EMS. Stage two would be marked by the cre-
ation of the European Central Bank (a system of central banks or a mon-
etary authority). The major macroeconomic indicators would be set for all
member countries including the size and financing of the budget deficit. In
addition, the margins of fluctuation in the ERM would be narrowed. The
first two stages would not be fully stable, as there would be the potential for
speculative attacks. In the last stage of the creation of the EMU, a common
central bank would be the only authority responsible for the conduct of
monetary policy throughout the EU. Exchange rates among the national
currencies would be permanently fixed without any fluctuations. A single
currency would emerge. It may be a necessary condition for a genuine single
market where a national competitiveness would not be influenced by the
individual alterations in exchange rates. This was the blueprint for the
finalisation of the Maastricht Treaty.

In 1990, the British proposed an alternative plan that would introduce a
‘hard ECU’ as the 13th currency at that time, in stage two, as a parallel cur-
rency. It would be an additional anti-inflationary control on governments
that aim to ease national monetary policy. It would be issued by the central
bank in exchange for deposits of national currencies. The ‘hard ECU’
would be managed in such a way that each national central bank would
compensate the Union’s central bank for any losses caused by devaluation
of its currency and that any inflating national central bank would buy back
its national currency with, for example, dollars or yen. Wide acceptability
of the ‘hard ECUs’ would prevent national central banks from inflating.
The problem with this plan was that the British saw it as an end in itself,
not as a vehicle towards a single currency of the EU. This plan received little
support during negotiations over EMU.
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After the currency disturbances of September 1992 when Britain and
Italy left the ERM, a new and bigger shock took place at the end of July
1993 with the actual demise of the ERM of the EMS. Germany’s need to
obtain funds to finance the reintegration of its eastern region increased
interest rates. The country placed its national interest ahead of the concerns
of the EU by refusing to cut interest rates.20 This produced a currency crisis.
To ease the strain, a way out was found in an increase in the margins for the
fluctuations of the currencies participating in the ERM. They were
widened from �2.25 per cent to �15 per cent from the central parity. The
‘dirty float’ began. The EMS revealed its fragility. However, a step back
from the EMU path was a preferable action to total suspension of the
EMS. The widening of opportunities to fluctuate within the ERM
increased the room for differences in the national economic policies. Even
though this was a possibility, it was not exercised. Countries endeavoured
to keep the exchange rate of their currencies within the ‘old’ margins of
fluctuation. None the less, the mere existence of the permitted wider
margins for fluctuations introduced an element of uncertainty.

A condition for the establishment of the EMU is that ‘normal’ (without
a definition) fluctuation margins for currencies need to be observed for at
least two years. However, what was ‘normal’ in the situation when the ERM
remained only in name? The wide increase in fluctuation margins made a
mockery of the Maastricht Treaty’s intentions to introduce a single currency
in the relatively near future. One needs to remember, however, that annual
exchange rate movements of �15 per cent are quite common outside the EU
(for example, the dollar).

The Maastricht Treaty is in essence mostly about the EMU. This is voiced
both in the Preamble and in Article B, as well as in Articles 2 and 98–124,
of the Treaty of Rome (as amended by the Maastricht Treaty). This was an
expected step after the establishment of a free internal market in 1993. For
a free flow of goods and services, as well as for an efficient sectoral and geo-
graphical allocation of resources, a necessary condition is a degree of sta-
bility in exchange rates and a removal of conversion costs.

According to the Maastricht Treaty, EMU is to be achieved in three stages.
During the first, there was a reinforcement of coordination of economic and
monetary policies of the member countries. The second stage started in
January 1994 with the establishment of the European Monetary Institute in
Frankfurt. This took place in an unsettled exchange rate environment. The
European Monetary Institute was to coordinate the EU members’monetary
policies and prepare the conditions for the final stage. The central banks of
the member states need to become independent before the end of the second
stage when the EMI would be transformed into an independent European
Central Bank (ECB). In fact, there would be a European System of Central
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Banks, which would be composed of the ECB and the central banks of the
member states (Article 107 of the Treaty of Rome).

The ECB is supposed to be very tough on inflation. However, this policy
could cost the EU countries hundreds of thousands of existing and new jobs.
Perhaps this may be partly true, but the primary source of the EU unemploy-
ment problem is not necessarily in a looser monetary or fiscal policy
(although both of them were made inflexible by the Maastricht criteria for
EMU), but rather in reforms of labour markets and the welfare system.
Politicians might have realised somehow belatedly that the only ‘soft’option
for economic adjustment needs to come from flexibility in labour markets.

According to the Treaty of Rome (Article 105 as amended by the
Maastricht Treaty), the ECB has to:

● keep prices stable;21

● define and implement the monetary policy;
● conduct foreign-exchange operations;
● hold and manage official foreign reserves of the member states; and
● promote the smooth operation of the payments system.

There was a chance that Frankfurt would take the major part of trade in
the EU single currency if the pound stayed out of this project. Having an
EMU whose major financial markets are off-shore would be, on the surface,
an unusual arrangement. However, London has already become the market
where trading in the German mark, Europe’s most important currency
(before the introduction of the euro), took place. Hence, its position on the
financial markets should not be seriously threatened.

The siting of London as the principal European financial market need
not be jeopardised by the location of the ECB in Frankfurt. The US
Federal Reserve is based in Washington, DC, while the principal financial
centre is New York. London continues to have big advantages over
Frankfurt. The chief institutional investors are located in London; regula-
tion is rather light; and there is a cluster of accumulated talent, knowledge,
experience and expertise in finance. More people work in the City of
London in finance than constitute the entire population of Frankfurt.22

The Council of Ministers was supposed to decide by a qualified major-
ity whether a majority (at least eight) of the EU countries fulfil all of the
following five necessary criteria for the third stage of EMU (Article 121 of
the Treaty of Rome and Protocol on the Convergence Criteria of the
Maastricht Treaty):

● a high degree of price stability (inflation within the margin of 1.5 per
cent of the three best-performing EU countries);
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● sound public financial position (budget deficit of less than 3 per cent
of GDP);23

● a national debt of less than 60 per cent of GDP;24

● the observance of the ‘normal’ fluctuation margins (no devaluation
within the EU exchange rate mechanism for at least two preceding
years); and

● a durability of convergence of economic policies that needs to
be reflected in the long-term interest rate levels (interest rate has to
be within the 2 per cent margin of the three best-performing EU
countries).

The final decision about the eligibility of the countries was to be taken in
1998. If a country fails one (or, perhaps, two conditions), but if it makes
good progress on these issues, it may be let into the EMU. If the Council is
not able to decide about the beginning of the third stage, the Maastricht
Treaty stipulated that it would begin on 1 January 1999 for the countries
which fulfil the necessary conditions for the EMU. These countries would
irrevocably fix their exchange rates and the ECU would subsequently replace
the national currencies under the name of the euro. This was expected to
unleash the full potential of the genuine Single European Market. The ECB
would follow its primary commitment of price stability and, consequently,
set interest rates and conduct foreign-exchange operations. In addition, the
ECB would support economic growth and employment. The ECB would
report regularly to the EU finance ministers (meetings of ECOFIN, which
would issue broad economic policy guidelines) and to the European
Parliament. In any case, the implementation of the five criteria for the third
stage of the EMU, if carried out strictly, would have a certain deflationary
effect on the economy of the EU.

There are two theoretical types of deflation (a general fall in the level of
prices):

● ‘Good deflation’ is the consequence of improvements in technology
(faster computers or more fuel efficient engines) as this permits the
production of better new goods at lower costs.

● ‘Bad deflation’ is that which creates production overcapacity: the
market is flooded with goods that it cannot absorb. Prices fall, but
producers neither hire new workers nor invest in new equipment.
Consumers are accustomed to falling prices and postpone pur-
chases. Hence, producers have even less revenue. The breakdown of
the relation between supply and demand is at the heart of bad
deflation.
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The immense analytical and policy problem is that the two types of
deflation often take place at the same time and within the same industry.
Signals can be mixed, so policy advice and actions may be confused and
damaging. The way to tackle the deflationary economy is to ensure a sus-
tained demand (consumer spending). Leapfrogging in technology and/or
expansion in demand can tackle this problem. With its ‘culture’ of relent-
less innovation, the American economy has a degree of resistance to
deflationary pressure.

Deflation may easily be cured if the central bank prints more money
and passes it to the banks. With this extra cash, banks issue more loans,
the rate of interest falls, there is more investment by firms and spending
by the population, the economy picks up and the price level stops falling.
That is how it works in theory. Suppose now that the economy is in such
bad shape that a decline in interest rate towards zero is not enough to
revive the economy and to push it towards prosperity. This situation is
known as a liquidity trap. There is extra money in the economy, but these
funds rest idle. There is no point in lending money if there is no reward
(profit) for doing so. Hence, the monetary policy becomes ineffective. If
the expectation is that prices would fall further in the future, then con-
sumers would postpone their purchases. This would further depress the
current demand.

Falling prices also mean falling incomes and capacity utilisation, as well
as rising unemployment. Firms may find that they have to pay their fixed
interest rates from a dwindling cash flow, while families have to pay a fixed
mortgage out of shrinking income (the real value of debt rises). The
indebted cut their spending. All this further discourages both borrowing
and spending by the private sector. In order to balance its books, the gov-
ernment may borrow until the investors have faith in the government’s
ability to repay its debt. At the point at which debt grows faster than
revenue and when there is no credible scenario that the budget can come
under control, creditors would not lend money to such a government.
Then, the government may both increase taxes and cut social spending,
which became a well-accepted way of life (pensions, health care and edu-
cation) and a part of the social contract in Europe. All this would hit hard
the middle class and those in need.

One strategy to fight deflation can be to announce an inflation target
by a credible25 central bank and to flood the economy with money. A
certain, but small, inflation may always be welcome in the countries that
use the euro. The reason for this type of controlled inflation is simple. It
is the inflexibility in prices and nominal wages to downward pressure. If
inflation is non-existent or if it is very low, real wages and prices in weak
industries will remain high. This would trigger bankruptcies and job
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losses. Germany and France are the main victims of very low inflation.
The employed in these two countries have relatively high wages and high
prices prevail in the production of non-tradable goods and services.26

Labour market reforms, including a reduction in welfare benefits, are also
one of the policy choices. However, the political process for this is thorny
and highly uncertain.

The Maastricht convergence criteria for the eurozone are arbi-
trary. Economic theory suggests other conditions for an EMU. These
include flexibility in labour markets, factor (labour) mobility, openness,
diversification and fiscal transfers. The Maastricht criteria could be met
once the countries are in the EMU; however, before such union takes place
it may be extremely hard to do so. ‘The Maastricht treaty has it back to
front. . . . On balance the Maastricht convergence criteria are obstacles to
a monetary union in Europe’ (de Grauwe, 1994, pp. 159–61). The question
is whether the difficult road towards a durable EMU as structured by the
Maastricht Treaty is becoming impossible.27

In the rush to meet the Maastricht criteria for the third stage of the
EMU, governments introduced additional (temporary) taxes, took on aus-
terity measures and, consequently, restrained flexibility of fiscal policy. The
consequences were numerous industrial actions, as well as high taxation as
an obstacle to employment.

The 1998 decision was that Austria, Belgium, Finland, France, Germany,
Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain satisfied
the Maastricht criteria for the EMU. Even if some countries such as
Belgium and Italy (later, also, Greece) had excessive public debt, they were
judged to have made sufficient progress towards the satisfaction of this cri-
terion. Greece subsequently fulfilled the same conditions and joined the
eurozone group in 2001. Britain, Denmark and Sweden chose to stay
detached from participation in the eurozone.

A single currency is favourable for the US economy (there are no harmful
effects in the sense of restraints to the national macroeconomic policy
obvious in the eurozone) because it has three features that are still missing
in the EU:

● wage flexibility (non-existent in the EU);
● relatively high mobility of labour (non-existent in the EU, even

within the EU member countries); and
● automatic fiscal transfers from the central government (non-existent

in the EU).

As shown in Figures 2.1 and 2.2, the Maastricht convergence criteria for
the EMU were applied in a relaxed way. If the EMU took place only
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among the select group of countries that strictly fulfilled the Maastricht
criteria, the excluded countries would face divergence, rather than conver-
gence in certain macroeconomic variables, because they have been left out
of the arrangement. Exchange rates between the full eurozone countries
and those that are outside could be volatile.28 This would have an adverse
impact on trade flows in the Single European Market of the EU.

As so much political capital had been invested in the EMU, it took place
as planned in the Maastricht Treaty, but it was based on a flexible and
generous interpretation of the Maastricht criteria. Hence, there may be
certain doubts about the stability and endurance of the system. Policy
makers should always think about a contingency plan in the event of ten-
sions and if things go wrong or, indeed, very wrong with the EMU in the
years to come. However, this has not taken place and there are no contin-
gency plans.
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7. Achievements, problems and
outlook

The officially declared and planned schedule for the introduction of the
euro as a new European über-currency followed the expected timetable:

● February 1996: start of the banknote competition;
● December 1996: winning design selected;
● Mid-1998: start of printing;
● January 1999: scheduled start of the EMU (stage three); one-for-one

conversion of the ECU for the (virtual currency) euro; irrevocable
fixation of the rate of exchange of the currencies in the EMU;

● Mid-2001: currency delivered to EMU central banks;
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● January 2002: euro notes and coins (real currency) enter circulation
alongside national currencies, which will no longer be legal tender six
months after the introduction of the euro;29

● July 2002: the euro is the only legal tender in the eurozone countries.

Although many had serious doubts not only about the EMU, but also
about its timetable, the implementation of the eurozone among the 12 EU
member countries was, indeed, the greatest achievement in EU history. In
addition, it was one of the greatest monetary achievements since the exist-
ence of written history, in particular because it involved paper money
and the whole enterprise took place without political integration among
countries.

The objective of the Stability and Growth Pact (1997) is to keep the
EMU on track by means of a sustainable fiscal policy. This was needed to
stabilise the debt/GDP ratios at reasonable levels following years of rising
public debt. If one or several governments borrow recklessly, no limits on
borrowing would give them a chance for a free ride in the eurozone. As a
result, all eurozone countries would pay a price for such irresponsible
national policy as interest rates would increase throughout the zone.
Therefore, the reasoning behind the pact was to shield the ECB from
national pressures to reduce debt through inflation.

The German-inspired idea of the Stability and Growth Pact was gener-
ally accepted by the EU politicians. It was disputed only when its applica-
tion brought national economic pain. The pact limits the eurozone member
countries’ deficit to 3 per cent of GDP and threatens any member country
that exceeds this limit with relatively heavy fines. Germany wanted to have
automatic fines for any eurozone country that has a budget deficit of over
3 per cent. However, France argued that sanctions for excessive borrowing
of member states must be a political matter. The final agreement was that
the Council of Ministers (excluding the country being hit) may penalise the
country with a fine of up to 0.5 per cent of its GDP by a qualified major-
ity vote. Countries in deep recession are exempt from fines, that is if their
economies shrink by over 2 per cent. Even though the threat of fines exists
in theory, it is hard to imagine that they would be implemented in practice.
One cannot fine a state as if it were a tipsy driver. States must never be
humiliated. This stance is something that questions the credibility of the
system. Perhaps certain non-pecuniary sanctions such as a reduction in the
voting right or weight for a limited period of time may need to be consid-
ered.

When a country’s budget is in the deficit zone covered by the Stability and
Growth Pact, the European Commission has three types of involvement
(see also Articles 101 and 104 of the Treaty of Rome):
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● If a country’s deficit moves towards the 3 per cent limit, the European
Commission may just note the problem.

● If it comes close to the 3 per cent limit, it may warn the government
of the country in question.

● If the limit is broken, a complicated fining procedure may begin.

The European Commission issued the first warning to a eurozone
country on 30 January 2003: to Germany, the country that is the biggest
European economy and, ironically, the country that insisted on the intro-
duction of the pact. Later on, the Commission warned France, Italy and
Portugal (see data in Figure 2.1). While Germany and Portugal made tough
spending cuts in order to try to reduce the budget deficit below 3 per cent
in 2004, France was facing falling government revenue and rising unem-
ployment. Hence, to reduce the budget deficit below the 3 per cent norm
would have been a tough task for 2004 and beyond. The Commission’s pres-
ident, Romano Prodi, told Le Monde (17 October 2002) ‘I know very well
that the Stability Pact is stupid, like all decisions that are rigid. The Stability
Pact is imperfect, we need a more intelligent mechanism and more
flexibility.’ This gave certain hints that the European Commission may yield
to the demands of big countries (Germany, France and Italy which together
account for three-quarters of the eurozone economy), even though the
(small) countries that have made unpopular and tough macroeconomic
measures are reluctant to give Germany and France a ‘get out of jail free’
card.

Most of these deficits arose because of cyclical factors (growth rates
were lower than expected), rather than because of reckless national spend-
ing. Hence, revenues were falling and were not meeting the budgetary
outlays. Growth prospects are such that Germany cannot expect
to balance its budget by 2006 as requested by the Commission. This is
adding to the strain in the eurozone’s Stability and Growth Pact. Is a solu-
tion to the problem to relax the 3 per cent limit? Would this introduce a
precedent: when the rules governing the eurozone become inconvenient,
ought they to be rewritten? Would this put at risk the credibility of the
eurozone?

Eurozone finance ministers breached the Stability and Growth Pact
in November 2003 by voting not to impose sanctions on France and
Germany for continually breaking the 3 per cent deficit cap. France and
Germany tried to avoid the rules with impunity. Because of this, the
European Commission took the Council of Ministers to the Court of
Justice in January 2004. The issue in this case was not whether the pact is
sensible or not (it isn’t), but the real issue is whether the Council of
Ministers has the right to abandon a procedure which is necessary for legal
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certainty. This is not only a legal, but also a political question about who
guides the EU – the national governments (through the Council of
Ministers) or the European Commission, which stands for the common
EU interest? The power struggle and worsening atmosphere between the
two EU institutions are obvious.

The Stability and Growth Pact created a source of conflict within the EU.
However, in reality national borrowing on the capital market may not
significantly increase interest rates for all countries. Hence, this may be a
weak argument against the pact. However, a stronger argument against it
is this: if a country has a slow growth or is in recession and if its budgetary
deficit is near 3 per cent of GDP, the pact may force that country to tighten
its budgetary policy and restrain the economy at the very time when it needs
loosening. Some argue that the pact has been a ‘stupid idea’ as markets
could offset the profligate spenders by charging an extra premium on loans
without damaging the others. Others say that the pact is necessary to
enforce fiscal rigour. Is the construction of an EMU to be a learning-by-
doing process? Or is this type of learning more appropriate for a primary
school? The markets and voters may punish fast unwanted experiments and
painful errors.

Modern nations have many (social) responsibilities towards their citi-
zens, which are stretched during recessions when there is a greater expect-
ation and demand for the social system to operate. The Stability and
Growth Pact was blind to this issue. The new altered arrangement should
treat countries in a different and flexible way. A budget deficit should be
treated as a target over the business cycle that allows certain flexibility on
both sides. If a country’s target is a 50 per cent debt to GDP ratio, then
simple maths implies that this country can maintain an average annual
budget deficit of 2 per cent (assuming that the nominal annual average
GDP growth rate is 4 per cent).30

Although the pact reduces the room for manoeuvre for autonomous
national budgetary policy, this may need to be the price, at least in the
current circumstances, for the credibility of the new common paper über-
currency. Lest it be forgotten, this credibility is based on a promise, a cred-
ible promise for the time being, to pay. But it is still an international
promise which ought to be tested over time and, especially, during lean
times. History is full of promises that were not honoured. The future
problem for governments is related to the issue of how to honour interna-
tional promises and, at the same time, to please the domestic voters. As long
as governments are sovereign (no political union), the EMU will be capable
of breaking up.

The eurozone countries have few instruments to combat recession.
There are no ample, automatic and preset funds at the EU level to act as
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anti-recession stabilisers, while member government expenditure is
severely limited by the Stability and Growth Pact. The MacDougall
Report (1977) suggested that a workable EMU may need a common
budget equal to the size of 7.5 per cent of the EU’s GDP. The usual annual
EU budget that is equal to about 1 per cent of the EU’s GDP is too small
to act as a real and effective built-in stabiliser.

While all countries occasionally face the same problem in recessions,
none of the developed countries imposed a numerical target for its budget
deficit. Why should the eurozone be an exception? The reason is the risk of
default (and the consequent massive capital outflow). However, in mature
democracies such dangers are remote. The political cost of governments
failing to maintain solvency is high. Voters would quickly oust such gov-
ernments. In addition, huge debts are not created out of ‘thin air’. It takes
years to accumulate large debts. The members of the eurozone have solid
political institutions that would steer them away from budgetary disasters.
Viewed in a political light, the Stability and Growth Pact is a vote of no
confidence by the EU regarding the strength of the democratic institutions
in the member states.31

Doubts have been raised as to whether market forces can replace fiscal
policy in an EMU. That is, whether citizens of the participating countries
can diversify their risk in such a way that their consumption patterns are
non-stochastic. The view that the EMU can provide a consumption
smoothing by way of private capital mobility and that no fiscal interven-
tion is necessary, presupposes the existence of two conditions
(Demopoulos and Yannacopoulos, 2001):

● Capital markets are efficient: that is, all agents cannot simultaneously
improve their welfare.

● Risk sharing is complete: this means that agents can transfer their
wealth across all states so that their consumption levels are identical
in all of them.

Markets are, however, incomplete. Asset holders may diversify their risk
through stock markets, but wage earners cannot do that. In addition,
information is asymmetric. Not everyone may observe, understand and
appreciate properties of all goods, and there are also transaction costs.
This all limits the ability of agents to transfer wealth across markets.
Optimum allocation of risk without a matching distribution of wealth
may benefit the rich who hold well-diversified assets, but not the poor who
have no such distribution. Therefore, in a world of perfect markets, equal
probability beliefs by agents and equitable distribution of income, all risks
can be shared through markets. Fiscal transfers of funds across regions are
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not required. In all other cases, consumption cannot be equalised by
markets alone. Therefore, a transfer of funds is necessary for the survival
of an EMU.

The great problem and a serious test, even a time bomb, that is looming
in Europe is linked to pensions. Chancellor Otto von Bismarck first intro-
duced the prevailing pay-as-you-go pension system in Germany in 1889.
This system can work nicely as long as the number of active workers greatly
outnumbers the retired. This was the case during the Bismarck days: at that
time retirement age was 70 years, while life expectancy was 48.32

A vast majority of pension liabilities are unfunded.33 Current pensions
come out of current tax income (pay-as-you-go system). This level varies
from around half in Britain (a highly developed privately funded pension
system for households) to over 90 per cent in Italy.34 The ongoing burden
on taxpayers is immense, which is an alarming fact for public spending.
Demographic trends show that the ‘baby-boom’ generation will retire en
masse around the year 2010. The pressure on the pension funds would
significantly increase for several decades to come. This important and
expanding imbalance would put a strain on EMU rules.35 Certain countries
would find it impossible to pay state guaranteed pensions without raising
budget deficits or raising taxes to insupportable levels. However, this is only
half of the problem. Another half is that governments are unable to do any-
thing about this! At least not at the moment. Alain Juppé lost his job as
French prime minister in 1997 because of the reform of pensions that pro-
voked a wave of strikes in 1995, the worst since 1968. The same thing hap-
pened earlier to the first government of Silvio Berlusconi in Italy: pension
reforms provoked strikes, so the government left office in 1994. Strikes, for
example that brought French cities to a virtual standstill in May and June
2003, illustrated trade unions’ determination to resist changes in the
pension system. Similar reforms were also bitterly resisted in Germany,
Italy and Austria.

The national annual public expenditure on pensions as a share of GDP
in the EU(15) countries is high. Although this ratio is the highest in Austria
and Italy (14.6 and 14.2 per cent, respectively) and lowest in Ireland and
Britain (3 and 5.3 per cent, respectively), most of the other EU(15) coun-
tries have a ratio of about 11 per cent of GDP.36 Even if an additional
increase in public expenditure on pensions of 3 to 5 per cent of GDP is
spread over several decades, it would create a serious challenge for the sus-
tainability of public finances. However, this is only part of the story.
Another additional difficulty and, perhaps, greater demand would come
from the expenditure for health care and other old-age-related outlays. This
risk has not yet been fully realised or explained – perhaps because there are
no obvious or easy and sweet answers to this problem. Hence, an additional
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‘danger’ is in a liberal complacency which comes from a lack of insight as
to how dire the fiscal outlook actually is. The profound crisis that is
looming may challenge, destabilise and damage the very basic values on
which the contemporary quality of life in Europe is based.

So what to do in a situation in which the population is ageing while there
are falling birth rates? Possibly there are measures such as various types of
direct and indirect subsidies to people to have more children; raising the age
for regular and early retirement; incentives to those who want to continue
to work after the retirement age; encouragement to participate in private
pension schemes; larger worker and employer contributions; subsidies for
savings for old age; and immigration. Some of these measures are highly
unpopular and strongly resisted.

When given an opportunity to vote on the crucial issue of their country’s
participation in the eurozone, Swedish voters did not approve entry in a
2003 referendum. The voters did not so much reject the euro as declare the
case unproven, in particular regarding rigidities that impede the national
economies.

8. Britain and the euro
The issue of whether Britain should join the eurozone and accept the euro
causes much political controversy and is a great research challenge. On the
technical side, economists examine the pros and cons of the issue, which
will have deep consequences for the shape and direction of the British
economy. Eurozone entry would represent the end of 1000 years of British
monetary independence. Politicians must grasp the strength and depth of
these (often ambiguous) arguments, and then evaluate and select the
desired, preferred or possible course of action. However, it ought to be clear
from the outset that there are no clear-cut suggestions for Britain regard-
ing the eurozone.

One of the first questions to ask in this long and heated debate is what is
in the national interest of Britain? Is it growing together (deeper integra-
tion) with EU partners? Or is it drifting apart from them?

● If a deeper union with EU partners is in the British interest, then
‘growing together’ is the outcome of common policies with EU part-
ners, including monetary policy. In this case, it may be a smart move
to join the eurozone fast and to abandon the pound.

● If it is in the British interest to join the eurozone, but in some
undefined time in the future, then the policy of staying aloof may
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carry a significant cost. As with any new policy, eurozone partici-
pants are still formulating the rules. From the outside, Britain and its
Bank of England would have little influence on the ECB. However, if
Britain were an insider, it would have a direct and significant weight
and influence in the shaping of eurozone events. An obvious example
is a possible revision of the Stability and Growth Pact. Here, public
spending on long-term investment projects should be looked at in a
different light from other public expenditure. This would resolve the
controversy between a short-run need for flexibility and a longer-run
demand for fiscal discipline. If Britain continues to ‘wait and see’, the
eurozone rules will be shaped and consolidated without a British
input from within. This could make British entry into the eurozone
much harder in the future.37

● If it is in the British interest not to join, the situation resolves itself.
The pound will continue to be independent.

Could Britain live in a larger family of countries with a single monetary
policy? Is the British economy so very different from others in Europe?
Could a one-size-fits-all interest rate be acceptable in and favourable for
Britain? The British economy has some important particularities:

● Shocks, such as those in 1979–80 (oil prices) and around 1992 (reces-
sion), were relatively better absorbed by Britain than by the other
major EU economies such as France and Germany (Figures 2.3 to
2.7). Basically, the first consequences of these shocks were the accel-
eration in the rates of unemployment and inflation everywhere. Over
time, Britain, France and Germany were all able to decelerate
inflation to very similar rates. However, regarding unemployment,
the situation is different. Unemployment was only a transitory event
in Britain, which was able to reduce the unemployment rate in 2002
to the 1975 level. Developments in France and Germany show a very
different story: unemployment became a permanent feature and
doubled in both countries in the 1975–2002 period. This suggests
that labour markets, particularly wages, are rigid in both France and
Germany. Adjustment does not lead to reduced wages, but rather to
increased unemployment. There is a general consensus that the
British labour market is more flexible than those in the major coun-
tries on the continent. If British macroeconomic policy was more
successful relative to those in France and Germany, should Britain
abandon its pound and accept the euro as the currency of the ‘less
successful’ partners? Would this mean that Britain may have less
influence over its economy from within the eurozone than from
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without? Or is going forward with the rest of the EU a much more
important national goal?

● The public infrastructure in Britain is crumbling compared to that in
a number of EU countries, and a doubling of public investment in
infrastructure may be necessary. Borrowing these funds may be a
fairer way to finance projects than through current taxation.
Borrowing spreads the cost to the people who will benefit from the
investment in the years, even decades, to come. A common EU limit
on borrowing may be a policy constraint in Britain.

● The British housing market is highly responsive to changes in rates
of interest. A single pan-eurozone rate of interest may be harmful for
Britain.

● Britain (Scotland) is a significant oil exporter, so the pound is a petro-
currency. As such it is much more sensitive to actual and expected
changes in the price of oil than is the euro. As long as the exchange
rate of the dollar (in which the price of oil is denominated) remains
volatile and as long as Britain remains a significant oil exporter, this
potential over-reaction of the pound on the exchange market will
remain.

● An ageing population in Europe will increase public expenditure for
pensions. In Britain these schemes are privately funded to a much
larger extent than elsewhere in the EU. Hence, Britain would be less
affected than the rest of the EU regarding this problem. Therefore a
one-size-fits-all monetary and fiscal policy may be problematic for
Britain.

● At the heart of the eurozone policy is a single basic target: low
inflation. It is difficult to coordinate national policies in order to
achieve and sustain this policy goal. All other desired objectives such
as reduction in unemployment, economic stability, investment and
growth are supposed to come about as side-effects. They are subject
to ‘soft’ coordination. It may be quite demanding and problematical
to coordinate national macroeconomic policies with the demands of
the ECB. These difficulties would be amplified because the partici-
pating countries have different sizes and causes of budget deficits,
diverse priorities and policy targets, as well as distinct ideas about the
causes of and remedies for their economic problems.

● Asymmetric transmission of shocks within the eurozone may remain
a common factor for quite some time in the future. This may hit
certain regions particularly hard as there are no (or if there are, they
are weak and slow) automatic stabilisers. Perhaps one should con-
sider more carefully before entering into a monetary union with
countries in which there is a wide discrepancy in the above elements.
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This is very important not only for Britain, but also for the countries
in Central and Eastern Europe.

● But what are the real and significant costs of remaining outside the euro-
zone? Are they in lost additional trade, reduced competition and slower
growth? Frenkel and Rose (1998) argued that currency unions expand
trade. Prices are becoming transparent, competition intensifies, there is
more specialisation and productivity increases. ‘Countries that use the
same currency tend to trade disproportionately . . . countries with the
same currency trade over three times as much as countries with different
currencies’ (Rose, 2000, p. 17).38 If this were true, then the eurozone
countries should have improved their performance since the introduc-
tion of the euro in 1999. However, this has not yet been observed to any
significant degree. In fact, ‘productivity growth has deteriorated sub-
stantially in the EU since 1995, precisely when one would have expected
the looming currency union to have had a powerful positive effect’.39 If
large currency areas are so important, then one may expect to find that
larger European countries are richer per capita than the smaller ones.
The evidence, however, does not support such an expectation.

Bearing all this in mind, Britain may perhaps face less integration and
more asymmetric shocks in the eurozone. Therefore, costs of eurozone mem-
bership may be potentially high for Britain (de Grauwe, 2002, p. 8). However,
one may credibly argue that each and every country has its peculiarities, that
there are important costs and significant benefits (see Section 3, above) that
come from monetary integration. In any case, 12 EU countries took a polit-
ical decision to take part in the eurozone. It is up to the other EU countries
to evaluate whether it is a shrewd move to join the ‘innermost core’ of EU
integration or to stay in the outer ‘circles’.

In order to assess the possibility of joining the eurozone, as well as the
costs and benefits of such a policy move, in 2003 the British government
devised five ‘tests’:

● economic convergence with the eurozone;
● sufficient flexibility to adapt;
● impact on jobs;
● effect on financial services; and
● influence on foreign direct investment (FDI).

After publishing 18 detailed studies and a lengthy assessment on British
membership of the eurozone in 2003, the Treasury’s answer was ‘not yet’.
Martin Wolf wrote, ‘Never in human history can so many have written so
much for so small a result’ (Financial Times, 9 June 2003). If only Britain
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had approached the CAP with such rigour before it joined the EU in 1971.
If Britain retains these five tests for future reference and use regarding the
eurozone, these criteria would become a barrier to eurozone entry – imply-
ing that Britian is not serious about joining.

Long-term potentials and gains such as lower currency volatility, deeper
capital markets, price transparency, greater competition and increased
trade should be compared with the costs of a partial loss of monetary sov-
ereignty to set short-term interest rates. This would affect the influence on
the level of output, in particular if the national cycle is out of step with the
rest of the eurozone. The British economy is strongly linked with the rest
of the EU economy. More than half of its trade is with the eurozone coun-
tries (there may be savings in transaction costs). Eurozone entry may be a
favourable move to reinforce these ties, and national trade, productivity and
wealth may increase.

Whether to join the eurozone is a tantalising issue for Britain. If the prize
in the form of a more dynamic and stable economy that attracts FDI is
tempting enough, then the government should commit itself to overcom-
ing obstacles as soon as possible, but perhaps without a fixed timetable.
Obviously, the decision to join the eurozone is linked with as many risks as
there are in the choice to stay outside it.
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Figure 2.3 Inflation and unemployment in France, 1970–2002 
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Figure 2.4 Inflation and unemployment in Germany, 1970–2002 
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Figure 2.5 Inflation and unemployment in the UK, 1970–2002 
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Figure 2.7 Unemployment in France, Germany and the UK, 1970–2002 
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9. Conclusion
The rationale for common economic policies exists in the case where the EU
is better placed to do certain things than are the member countries (sub-
sidiarity). One can hardly think of a better example of this than are the cases
of monetary and trade/competition policies. An EMU promotes and
strengthens integration. The politicians in the eurozone countries succeeded
in creating the EMU with the euro as an über-currency that may rival the
dollar. This introduced both monetary stability in economic relations among
the participating countries and rigidities regarding monetary and fiscal
policy. However, a mere EMU is not the end of the story. Fiscal harmonisa-
tion and budgetary coordination could be the next step, as this would con-
tribute to the full effectiveness of the stabilisation and growth policy.

Monetary integration is a field where genuine economic integration
among countries is tested.40 Hence, the creation of the eurozone among the
12 EU countries is not only great, it is the greatest achievement in the
history of the EU. The EU countries supplemented the customs union and
the Single European Market with the EMU,41 which would secure and
enhance growth and trade flows. Policy priority in the eurozone is to keep
inflation very low. All other beneficial outcomes (investment, employment,
growth) are implicitly supposed to come as a byproduct of stable prices.

Even though the creation of the eurozone is a very important step
towards completing the Single European Market, the eurozone has always
been an essentially political, rather than a predominantly economic project.
Never before have so many countries entered into a monetary union with
so little progress towards a political union. As long as governments are sov-
ereign (no political union), the eurozone will be capable of breaking up.
Therefore, the eurozone is the greatest achievement but also the biggest risk
the EU has ever taken. It is also a mission that may transform both the
political and economic scenery of Europe.

As was the case with many other major projects, the eurozone was con-
ceived by the EU elite. It is the most ambitious project in Europe since the
Bolshevik revolution (1918). No currency has circulated in Europe so
widely since the Roman Empire. The introduction of the euro in January
1999 was the biggest currency innovation since the introduction of the US
dollar in 1792. However, unlike in the US, there is no fiscal element in the
deal: automatic fiscal transfers as built-in stabilisers are absent. The 12
eurozone countries have a cap on the national budget deficit of only 3 per
cent of GDP. This has been a serious limitation for the conduct of macro-
economic policy in both Germany and France from 2002. The Stability and
Growth Pact is too rigid for the stabilisation policy over an economic cycle,
hence certain rules may be altered in the future.
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Although the EU does not have either high mobility of labour or
flexibility in wages (this may provoke high adjustment costs and unemploy-
ment), an EMU is welcome not only because of the Single European
Market, but also because of external factors. There are serious doubts
about the future stability and value of the dollar because of the rising
American foreign debt (over $2.3 trillion or over a quarter of total US GDP
in 2003). The US has a huge and growing budget and trade deficits, the
biggest in the history of the planet. Projections are that such deficits will
continue as far as the eye can see. The officially projected budget deficit for
2004 is $521 billion (the 2002 official projection for 2004 was $14 billion).
Increased spending, primarily for defence and homeland security, con-
tributes to this deficit. But the biggest reason is the fall in revenues that
comes almost entirely from personal income tax and corporate profit tax
(mostly paid by the richest 5 per cent of families). This plunge in tax col-
lection from the wealthy is partly due to the Bush administration’s tax cuts
and probably also due to tax avoidance and evasion. Even a severe reduc-
tion in the non-defence and homeland security-related spending would not
make a significant reduction in the deficit.42 In addition, the growing
reliance on short-term borrowing from the rest of the world must be closely
watched. The US needed $1.5 billon of foreign capital a day to finance its
current account deficit in 2003. A strong alternative currency such as the
euro (if it is credible and widely accepted) is most welcome. Portfolio
switching into the euro may keep its value high. If this happens, or better,
once this takes place, there will be considerable fluctuations in the exchange
rate between the dollar and the euro.

The current strength of a currency on the international market is not a
sign of national economic virility.43 A superior and more sophisticated
measure is how the economy responds and adjusts to changes; how it
reforms its structure; how it overcomes rigidities; and how this affects
prospects for future growth. A reduction in the value of a currency on the
currency market may concern the national economy only if it pushes up
prices of imported goods and services to the extent that this translates into
domestic inflation. A currency’s long-term value is based on economic fun-
damentals and the political stability of the issuing country.

The reunification of Germany was the major instigator of the
Maastricht Treaty, as well as the reason for the treaty’s good and bad
implementation points. The eurozone became too rigid to adjust to dis-
equilibrating shocks such as the reunification of Germany and the conse-
quent budget deficits. The high German interest rates (because of the
decision to pay for the reunification44 by borrowing, rather than by raising
taxes) and the need of other EU economies in recession to get cheap loans,
produced the upheaval that speculators desired. The exchange rate crisis
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of 1993 was a good reminder to policy makers that markets cannot be
avoided. Capital markets will always test the resolve of governments to
defend the narrow bands of the exchange rate. While economies are in
recession, governments will not enter such a contest. The wreckage of the
ERM of the EMS is one of the symbols of the evident ‘weakness’ of gov-
ernments and the power of markets.

The eurozone is and will be subject to institutional tests. The ECB will
be tested in times of economic difficulties as there may be a perception that
it is not able to act decisively because it has to be mindful of each compon-
ent nation. In addition, budget deficits in the major eurozone countries will
challenge the rules and the credibility of the zone. This will be compounded
by a hard test around the year 2010 with the arrival of an increased demand
for pension funds. The eurozone should pass the hardest test: that of time.
There are a number (particularly in America) who question the long-term
viability of the scheme.

Intra-eurozone exchange rate risk is eliminated, but a single European
capital market is not guaranteed. National government bonds (for example,
German and Italian) in euros may not become perfect substitutes.
Differences in default risk and national tax treatment mean that the bond
market will remain fragmented, although less than was the case before the
introduction of the euro.

One of the expected consequences of the creation of the eurozone is that
member countries have similar prices for traded goods. However, there are
still large differences in prices for non-tradable goods and services (rents,
catering, building materials). The primary reason is a difference in wage
levels which reflects different levels in development. Economic convergence
over the coming decades will have a certain impact on the convergence of
prices in industries that produce non-tradable goods and services.

Increased heterogeneity in the EU(25) following the eastern enlargement
will be one of the big tests for the coordination of EU policies.45 Half of
the EU will be inside the eurozone, while the other half will be outside. The
structure of the economy in Britain and countries in Central and Eastern
Europe is such that they may easily be subject to asymmetric shocks rela-
tive to the eurozone. Policy coordination problems may become tough.

Notes
1. Separate countries may, de facto, share a common currency. For example, Estonia’s Law

on Security for the Estonian Kroon (1992), Clause 2, directly linked the exchange rate of
the kroon to the German mark. The Estonian central bank was forbidden to devalue the
kroon. However, devaluation could take place, but only if the law was changed, for which
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the usual parliamentary procedure was necessary. There have been no cases so far in
history where authorisation for the devaluation of a national currency has been loudly
trumpeted by a parliament.

2. Some Californians may argue, perhaps rightly, that this is not so in the case of their own
state.

3. The impact of fiscal policy for the fast fine tuning of the economy should not be exag-
gerated. A country’s fiscal policy is almost as a rule an annual event. It passes through a
long parliamentary procedure. Therefore, it is the monetary policy that is continuously
at hand to equilibrate the economy. Fiscal policy is not a replacement, but rather a less-
flexible supplement.

4. If payroll taxes are high, firms are less willing to hire new or even keep existing staff.
5. Estimates are that the annual seigniorage revenue of the US is between $11 and $15 billion

(Tavlas, 1997, p. 712). The Economist estimated that the annual American seigniorage
may be worth some 0.1 per cent of American GDP (14 November 1998, p. 107).

6. If a government cannot or does not want to tax businesses and individuals, it may print
money and tax everybody through inflation. Keynes wrote about such an inflation tax
that ‘a government can live for a long time . . . by printing money. The method is con-
demned, but its efficacy, up to a point, must be admitted. . . . so long as the public use
the money at all, the government can continue to raise resources by inflation’ (Keynes,
1923, p. 23).

7. Businesses in the EU yearly convert several trillion ECUs at an annual cost for the con-
version charges of over €15 billion or about 0.4 per cent of the EU’s GDP (European
Economy, 1990a, p. 63). This is the only cost of the monetary non-union that may be
relatively easy to quantify.

8. The official foreign currency reserves in the eurozone were €227 billion at the end of
1999. They were €233 billion in January 2000, €244 billion in January 2001, €245 billion
in January 2002, €198 billion in January 2003 and €160 at the end of November 2003.
An obvious reduction in these reserves due to the creation of the monetary union in 1999
was not observed.

9. De Gaulle once said: ‘Treaties, you see, are like girls and roses: they last while they last’
(Macleod et al., 1998, p. v).

10. In the early 1980s, firms in the former Yugoslavia were permitted to sell their home-made
durable goods to domestic private buyers for hard currency. These buyers received price
rebates and priority in delivery. Due to shortages and accelerating inflation, domestic
private hard-currency holders increased their purchases in order to hedge against
inflation. Growth of this type of home trade relative to ‘normal’ trade in the (sinking)
domestic currency has been increasing. The discrimination of home firms against the
domestic currency has been spreading. Firms were happy because they received hard
currency without the effort required to export, while consumers were happy because they
were able to get what they wanted. Subsequently, the domestic sales for hard currency
were banned because they reduced the effectiveness of the domestic monetary policy.
This is an example of where a weak domestic currency (prior to state intervention) was
crowded out from domestic trade by a relatively strong foreign currency (the German
mark). Hard currency was not, however, driven out of Yugoslav private savings. About
80 per cent of these savings were in foreign hard currency in Yugoslav banks. This was
the way to protect savings from rising home inflation and negative interest rates on
savings in the home currency. A new restatement of Gresham’s law had in this case the
reverse meaning: good money drove out the bad.

11. In 1990, however, 11 years after the creation of the EMS, the special (�6 per cent floating
band) treatment for the Italian lira ended.

12. Greece and Portugal did not participate in the ERM as those countries were at a lower
level of development relative to the ‘core’ EU countries, so they wanted time for a
gradual adjustment. This made the EMS incomplete even in its first phase. A few other
countries were out of the ERM, but they joined this part of the EMS later.

13. Belgium and Luxembourg have shared a monetary union since 1921. It has worked
relatively well. One reason for such an operation is that one partner dominates the
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relationship. This monetary union has not brought either a political union or a cen-
tralist state. An interesting issue is, however, what happens if tensions arise between
partners of a similar weight?

14. A one-dollar reduction in per capita income of a US region causes a reduction in the
payment of federal taxes by about 34 cents and, at the same time, an increase in trans-
fers of about 6 cents. Between one-third and one-half of the initial one-dollar shock is
absorbed by the federal government (Sala-i-Martin and Sachs, 1992, p. 216).

15. The US is trying to persuade central banks to keep reserves in US dollars as those
reserves may bring interest. However, the US dollar may easily fluctuate �20 per cent a
year relative to other major currencies. Many central bankers think that the reserves need
to be kept in assets that are subject to much greater discipline than is the US dollar.

16. An alternative policy instrument could be (interest-free, one-for-one) deposit
requirements.

17. An appraisal of the relative safety of a borrower introduces many problems. The value
of assets in the private sector is determined by the net present value of the stream of
profit that those assets earn. As for the public assets, there are many that do not yield a
financial return (military camps, for example). Their value can be assessed in an indirect
way through replacement costs.

18. Exceptions included small states such as Andorra (with Spain), Monaco (with France),
Liechtenstein (with Switzerland), Luxembourg (with Belgium), and San Marino and the
Vatican (both with Italy). In addition, Ireland shared currency with Britain for quite
some time.

19. Austro-Hungarian Empire, Czechoslovakia, the Soviet Union and Yugoslavia.
20. Solidarity in the EU is still quite fragile when major national interests are in question. The

Bretton Woods currency system collapsed because of similar reasons. Countries refused
to forgo control over the domestic money supply for the sake of external equilibrium.

21. The goal of the ECB is to keep annual inflation over the medium term at the rate of at
most 2 per cent.

22. Financial Times, 21 November 1997, The Economist, 21 November 1998, p. 76.
23. The budget-deficit condition provoked most criticism. A country with a heavy public

debt has good reason to have episodes of inflation: it is to reduce the real burden of its
debt. Paul de Grauwe argued that France had been more successful than Germany in
keeping the domestic budget deficit low over the past 25 years. Yet the franc was weak,
while the mark was strong. A low budget deficit is not sufficient to ensure a strong cur-
rency. Other factors such as monetary policy are necessary. During the same period
France had higher inflation than Germany. Tough monetary policy, rather than strict
adherence to the 3 per cent budget-deficit criterion, would make the euro strong
(Financial Times, 11 July 1997).

24. While annual budget deficits may occur depending on the business cycle, the overall
national debt may need to be controlled in a different way from that proposed in the
Maastricht Treaty. Instead of putting a cap on public debts (and on the budget deficit)
which are, indeed, at various levels among the EU countries, a more effective way may
be to install instruments that discourage trends of growing debts and deficits, and that
encourage their continuous reduction.

25. Competence and credibility are crucial elements for the success of this policy. They are
very hard to gain, but easy to lose. Even highly competent institutions such as the Bank
of Japan or the World Bank have made wrong predictions in certain cases.

26. H. Sinn, ‘A shot of inflation would be good for Europe’, Financial Times, 20 May
2003.

27. In 1912 the blueprint for Titanic looked perfect. It was said to be unsinkable. In EMU’s
case, even the blueprint was full of holes (The Economist, 27 July 1996, p. 14).

28. Once the euro replaced the national currencies, the biggest part of the internal EU trade
was transacted in euros. Hence, ‘international’ trade will be smaller. Policy makers in the
EU may pay less attention to exchange rates than they usually do. If the policy goal is inter-
nal stability, rather than stability in the exchange rate, cooperation between the major inter-
national players may be weak and the result may be an instability in the currency market.
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29. Conversion of the national currencies into euros was achieved relatively painlessly over
the first few months of 2002.

30. Paul de Grauwe, ‘The pact should be replaced and not mourned’, Financial Times,
27 November 2003.

31. Paul de Grauwe, ‘Europe’s instability pact’, Financial Times, 25 July 2002, p. 11.
32. The Economist, 27 September 2003, p. 72.
33. It is very hard to approximate this ratio, but most research would estimate that it is about

85 per cent.
34. The interested reader should consult the Commission of the European Communities

(2002a, pp. 31–2).
35. Pensions are becoming one of the principal economic imbalances. However, they are not

studied as much as imbalances in trade and in capital flows.
36. Economic Policy Committee (2000, p. 27).
37. Had Britain been a member of the EU from the outset, the EU farm policy would look

very different. Perhaps the decades long and sterile reforms, plus certain costs of this
policy, would have been avoided.

38. In fact, subsequent research pointed to the fact that Rose’s estimates relied overwhelm-
ingly on currency unions that involve small and/or poor countries. Other econometric
methods give positive estimates on the impact of the euro on trade within a range of
between 4 and 16 per cent (Micco et al., 2003, p. 318).

39. M. Wolf, ‘The benefits of euro entry will be modest’, Financial Times, 12 May 2003, p. 17.
40. This subject is challenging both for policy makers and for researchers as it combines the

most difficult macroeconomic issues. At the same time it is annoying as there are no
ex ante counterfactual situations against which one may measure costs and benefits of
monetary integration.

41. The emu is a large flightless bird.
42. P. Krugman, New York Times, 27 January 2004 and 3 February 2004.
43. During the first two years of its life, the euro was weaker than its creators would have

liked it to be. It lost about a third of its value relative to the dollar. This trend was
reversed in 2003 mainly because of the huge US trade deficit of $491 billion in that year.
The value of the dollar declined, while that of the euro soared (obstructing EU exports).

44. The net annual fiscal transfers from the western part of Germany to the eastern part of
the country were about €75 billion throughout the 1990s. They will be necessary for
another decade. The danger is that such ‘gifts’ may ruin local incentives for entrepre-
neurship and self-reliant adjustment; it may also create a structurally dependent
economy as is the case with the Italian Mezzogiorno.

45. It may be an easy matter for 25 or 27 (or even more) persons to agree about where to go,
say, to the cinema, but imagine the same number of finance ministers trying to reach
agreement about the common rate of interest.
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Render therefore unto Caesar the things which are Caesar’s,
and unto God the things that are God’s.

Matthew 22:21

3. Fiscal Policy and the
Budget

1. Introduction
It is a regular assumption in the standard theory of customs unions that
by the elimination of tariffs and quotas, trade within an integrated area
becomes free (but for the existence of the common external tariff ). It is also
commonly assumed that foreign trade is fostered by relative differences in
national production functions and resource endowments. This is just an
illusion. Tariff and quota systems are not the only obstacles that distort the
free flow of trade in goods and services (as well as factor mobility). Fiscal
measures such as taxes and subsidies also create distortions in trade and
they influence spatial and industrial allocation of resources. The focus of
the White Paper (1985) and the Single Market Programme was mostly on
the elimination of frontier controls. After the creation of a genuine Single
European Market in the EU in 1993 and the EMU (achieved in 1999 for
the 12 eurozone countries), attention needs to be directed towards tax har-
monisation.

The basic questions in this process include the following: what are the
taxation principles? What is the historical experience in tax harmonisation?
What is economically necessary and politically feasible? Should taxes and
subsidies be identical throughout the EU? Should they be set independently
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by each country and markets allowed to equilibrate trade flows and alloca-
tion of factors and, supposedly, introduce approximation in taxes at the
end of the process? Should national preferences coming from a variety of
geographical or social reasons be reflected in tax diversity among the EU
countries? What are the lessons from fiscal federalism?

This chapter deals with fiscal policy and the budget of the EU and is
structured as follows. Section 2 starts with fiscal policy issues and principles.
Section 3 outlines a part of tax history in federal1 states such as Switzerland,
Germany, the US and Britain. Direct and indirect taxes are the subject
matter of Sections 4 and 5, respectively. Future challenges are discussed in
Section 6, while Section 7 concludes the discussion about tax policy. A brief
analysis of the EU budget is contained in Section 8. The overall conclusion
is that there is considerable room for improvement in the field of fiscal and
budgetary integration; however, deeply rooted national interests and prac-
tices will prevent any rapid and large-scale moves in this area.

2. Fiscal policy
INTRODUCTION

The right to tax is at the very heart of a country’s national sovereignty.
Certain government revenue is always necessary for the operation of the
state administration and for the conduct of select policies. The fiscal policy
of a country deals with the influence and consequences of the demand,
size, revenues and expenditure of the public sector. Taxation and fiscal
policy are often used to affect and shape the basic economic variables,
including:

● setting the stage, rules and incentives for the ‘economic game’ (per-
missions, bans, competition, taxes, subsidies, corporate governance,
intellectual property, dispute settlement and so on);

● achieving and maintaining macroeconomic and political stability
and having a long-term vision and programme on how to reach this
goal and maintain it over time;

● affecting economic stabilisation (reduction in the fluctuation of
macroeconomic variables around desired, planned or possible levels)
and combatting cyclical disturbances;

● having an effect on equity in the distribution of national wealth and
income among regions, sectors, firms, classes, age groups, family status
groups and persons;
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● influencing allocation of resources (spatial and sectoral; investment
and organisation of firms);

● supervising and directing the volume and composition of expendi-
ture, consumption and investment;

● motivating and sustaining savings;
● improving general microeconomic capacity (education, infrastruc-

ture, information, forecasting, institutions);
● influencing the provision of a range of goods and services;2

● managing the pattern and extent of employment of resources;
● reflecting strategic behaviour of national government;3

● reducing and eliminating tax evasion and tax fraud;
● initiating certain actions; and
● owning and using certain assets.

As such, the fiscal policy shapes and directs the level and form of operation
of markets for goods, services and factors.

Fiscal policy is concerned with the creation and adjustment of a system
of taxes that is required to finance the necessary and chosen level and direc-
tion of public expenditure (intervention). This system should be equitable
and efficient. Ideally:

● it ought to keep the budget in balance over an economic cycle;
● it ought to interfere as little as possible with the private sector busi-

ness decisions in normal situations; and 
● it ought to be in certain harmony with basic international tax

standards.

As one of the oldest sovereign rights, fiscal policy is deeply entrenched in
the state structure. It is a long-drawn-out and difficult process to alter fiscal
policy in a democratic society. Fiscal, including budgetary procedures are
slow, long and rather complex.

A prudent fiscal policy ought to ensure that the government at all its
levels (local, regional and central) is involved in and spends only on those
activities where it can use resources in a better way than the private sector.
Taxes ought to be high enough to cover that cost, but levied in a way that
distorts the economy as little as possible. However, there are some valid
social cases for distortion such as conservation of energy and control of
pollution. The problem that must be avoided is to resist the burdening of
too narrow a tax base, otherwise tax rates would be high and distorting.

Fiscal policy has a direct (blunt) effect on income of factors, as well as
on consumption of goods and services. This is in contrast to monetary
policy, which does the same thing, but in an indirect (fine-tuning) way
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through financial markets. By a simple change in transfers and rates of
taxes and subsidies, the fiscal authority may directly affect expenditure and
consumption. However, the problem with fiscal policy is that its impact is
gradual. In normal circumstances, this policy has to pass through a long
and rigid parliamentary procedure. Therefore, fiscal policy changes may
take place once (or only a few times) a year. Monetary policy may do the
same job as fiscal policy, but in a discreet manner and, potentially, much
faster. By changing interest or exchange rates, a government may react
swiftly to emerging crises and opportunities. Such a quick reaction is not
always possible with fiscal policy. ‘Fiscal policy is like a tanker, it cannot
promptly change course’ (Baldwin and Wyplosz, 2003, ch. 14). Hence the
need for the coordination of fiscal and monetary policies in an EMU.
If they work one against the other, neither would be effective and the result
may be damaging.

A tax ratio relates tax revenues to the GDP of a country. This ratio has
been increasing over time, for which there are at least three reasons:

● the welfare state has increased social care transfers, which are
financed mostly by social security levies;

● economic development and an increase in opportunities have had
their impact on the growth of taxable incomes. Taxpayers have been
climbing into higher brackets, so these proceeds have increased; and

● inflation has increased nominal tax revenues and devalued their real
value.

These trends in the EU may change around the year 2010 and beyond when
the baby-boom generation starts to retire en masse. An ageing population
and the related needs and social obligations (pensions, health and other
care) will increase the demand for such types of transfer over the coming
decades. Tough budgetary rules in the eurozone may alter (perhaps reduce)
certain transfers for social care. At the same time, enlarged demand for
social services would exert a strong opposite pressure. In addition, the
introduction of the euro and monetary stability with a very low inflation
rate are reducing the devaluation of the real value of tax revenues.

TAXATION PRINCIPLES

In designing tax systems, governments customarily consider three basic
indicators of taxpayers’ ability to pay (wealth): what people and firms own;
what they spend; and what they earn. The traditional principles of tax-
ation deal with fairness, certainty, convenience and efficiency. They were
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established by Adam Smith (1839, pp. 371–2) and have stood the test of
time remarkably well.

● Fairness (equality or inequality): ‘The subjects of every state ought to
contribute towards the support of the government, as nearly as pos-
sible, in proportion to their respective abilities; that is in proportion
to the revenue which they respectively enjoy under the protection of
the state’ (Smith, 1839, p. 371). It is of primary importance that any
tax must be fair. Citizens ought to be taxed both in proportion to
their ability to pay and relative to ‘benefits received’ from the state.
However, there are widely dispersed government services such as
security. The criteria of benefits received and ability to pay are often
impossible to differentiate. When government services grant identifi-
able benefits to some taxpayers and not to others (customs protection
of a domestic car manufacturer by tariffs and quotas), and when it is
reasonable to expect the user (monopolist) to bear an acceptable part
of the cost, financing the benefits (customs service), at least partly, is
seen to be fair. Evidently, this does not apply to such public services
as welfare assistance to the poor and needy.

● Clarity and certainty: ‘The tax which each individual is bound to pay
ought to be certain and not arbitrary. The time of payment, the
manner of payment, the quantity to be paid, ought all to be clear
and plain to the contributor, and to every other person’ (Smith, 1839,
p. 371). The consequence of uncertain and arbitrary application of
taxes produces a lack of confidence in the public system. Inflation,
in particular high inflation, may move people to higher taxable
income brackets. Rising tax bills on inflated values may endanger
fairness in imposing taxes. Therefore, a respected tax system ought
to be clear and certain. People and firms must know who and what
is being taxed and how tax legislation is enacted.

● Convenience: ‘Every tax ought to be levied at the time or in the
manner in which it is most likely to be convenient for the contribu-
tor to pay it. . . . Taxes on consumable goods . . . paid by the
consumer . . . little and little, as he has occasion to buy the goods’
(Smith, 1839, pp. 371–2). Convenience and compliance ought to ease
the obligations of taxpayers and the work of tax authorities. Income
tax may be deducted automatically on payday.

● Efficiency: ‘Every tax ought to be contrived as both to take out and
to keep out of the pockets of people as little as possible over and
above what it brings into the public treasury’ (Smith, 1839, p. 372).
Levying may require a great number of officers; frequent visits and
intensive investigations may create unnecessary trouble and officers’
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salaries may eat up much of the collected taxes. The fiscal system
should not impede the free flow of goods, services and factors,
domestically or internationally.

Further basic principles have been added to the Smith list over time:

● Source: Smart taxes ought to be other than taxes on trade and
company profits. These two types of taxes are the most distorting.
Unfortunately, they are also the most common in the developing
world. Taxes on trade (both export and import) prevent specialisa-
tion, while loophole-ridden taxes on company profits distort invest-
ment decisions. Sales taxes (for example, value-added tax) may be the
most attractive alternative.

● Tax elasticity: This deals with an automatic response of taxes to chang-
ing economic conditions without adjustments in tax rates. High elas-
ticity, however, creates inequities during periods of rapid inflation by
pushing people into higher tax-rate brackets, although the value of
their income is failing to keep pace with rising prices. The large nominal
revenues then encourage government spending just when the growing
tax burdens discourage taxpayers from working, saving and investing.
This situation may worsen a state of economic stagnation accompan-
ied by inflation. In such instances, the tax levy has become too elastic.

● No retroactivity: Taxpayers must have confidence in the law as it
existed at the time when they entered into a transaction.

● Neutrality: The primary purpose of taxes is to raise revenue, not to
micromanage the economy with subsidies and penalties. A tax should
not cause people to change their economic behaviour. Suppliers and
buyers of a good or service ought to be indifferent about being taxed
in any of the integrated countries.

FISCAL FEDERALISM

Harmonisation of the fiscal system among countries has two meanings.
First, the lower form of fiscal harmonisation may be equated with coopera-
tion among countries. These countries exchange information and/or enter
into loose agreements about ways and types of taxation. Second, in its
higher meaning, fiscal harmonisation means the standardisation of mutual
tax systems regarding methods, types and rates of taxes and tax exemptions
(Prest, 1983, p. 61).

Fiscal federalism deals with the design of an agreed and optimal system
of cooperation, coordination and sharing fiscal rights and responsibilities
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between different levels of local, regional, state and federal governments.
At the EU level, it may also imply the creation of a supranational fiscal
authority (subsidiarity). However, this should be measured and adjusted to
the merits and costs of economies of scale in joint action, as well as the
availability of information and their understanding on different levels of
government.

Revenue decentralisation favours a smaller size of the (central) govern-
ment proceeds. This shifts public revenue from taxes to user charges. The
advantage of such a policy choice is that users may choose to use or not to
use certain services. If users decide to use those services, they have to pay
for them directly.

The integration of fiscal policies in an EMU refers to the role of public
finance and the part played by the budget. It studies the rationale, structure
and impact of fiscal (tax and budgetary) systems of the integrated countries.
Integration of fiscal policies implies not only a harmonisation of national
systems of taxes and subsidies, but also issues such as public expenditure;
transfers (redistribution) within and between countries, regions, economic
sectors and individuals; combat of cyclical disturbances; stabilisation policy;
and tax evasion. The highest type of fiscal integration among countries rep-
resents a unified system of taxes and subsidies, as well as the existence of a
single budget that is empowered to cope with all economic issues of common
concern. This has, however, only been achieved in centralised federal states.

In a general case, fiscal federalism is complicated by the existence of
different currencies that take part in the venture and that are not irrevocably
linked through the fixed exchange rate. If an EMU is to conduct an effective
stabilisation policy it should be endowed with the power to tax and borrow,
as well as to spend. This implies that its budget may be not only in balance,
but more importantly, in temporary deficit or surplus over an economic
cycle. An EMU may not necessarily directly tax firms and individuals, but it
may tax member governments. In order to maximise welfare, the EMU
needs to decide about the preferred distribution of functions among distinct
governments (principles of subsidiarity, cooperation or competition). It
should also act upon that decision and divide public goods and services into
those that ought to be provided commonly and those that should be supplied
at a national or local level. In addition, applied to an EMU, fiscal federalism
needs to take care of a certain transfer of resources from prosperous coun-
tries/sectors to needy ones, as well as to promote mobility of resources.

Fiscal neutrality among the integrated countries refers to a situation in
which a supplier or a consumer of a good or service is indifferent about being
taxed in any of the integrated countries. This is an important prerequisite
for the efficient spatial and sectoral allocation of resources and for the oper-
ation of an EMU.4 The fiscal authorities should be quite cautious while
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assessing taxes and spending tax receipts. If they tax a significant part of
profit or income, then they may destroy incentives for business, work,
savings and investment. They may stimulate factors to move to geograph-
ical or professional locations where they can maximise net returns. Taxation
can, however, be a powerful tool for the direction of certain business activ-
ities towards desired spatial or professional locations, but there may also be
a capital flight towards tax havens. A high tax policy may find a certain
social justification (for example, equity), although it may be questionable
from an efficiency standpoint. The above scenario depends on the sensitivity
of factors to taxation. If this sensitivity and responsiveness are relatively low
(as is the case with the mobility of labour in the EU), then the local author-
ities may tax income at higher rates in the knowledge that this is unlikely to
provoke a large-scale emigration.

The member countries of an EMU may basically finance a common
budget according to the principles of benefit and ability to pay. First, the
principle of benefit is based on the rule of clear balances or juste retour
(a fair return). Those who obtain concessions from the budget expenditure
ought to contribute to these public funds in proportion to the benefits they
receive. Second, economic benefits of integration accrue to the participating
countries not only through the transfers of (common) public funds.
The most important gains come from a secure long-term freedom for intra-
group trade and investment, mobility of factors, specialisation, acceleration
in economic activity and the like. Such a neo-classical expectation may not
require ‘corrective measures’ since all countries and regions benefit from
integration in the medium and long terms.5 However, in the case of imper-
fect markets and economies of scale, this expectation may not materialise.
In this situation, the principle of the ability to pay features highly. Individual
contributions and receipts from the common budget in a given period do
not have to be equal. Net contributions reflect a country’s ability to pay.
However, a nominal net contributory position of a country can be more
than compensated by various spillovers that stem from membership of an
EMU. Therefore, the juste retour principle may get a new dimension: it is a
discreet but continuous economic growth throughout a group with a flow of
resources from the rich and thriving to the less-well-off member countries
and those in (temporary) need.

3. A bit of history
The purpose of this section is to refer briefly to a few historical examples
that relate, in part, to the issue of international tax harmonisation which
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may have a federal dimension. Most of these select stories refer to a ‘forced’
imposition of taxes by foreigners. Some of them may seem (indeed they are)
extreme. The reason why they were selected was simply to make a point for
the EU. These examples may provide a part of the answer to the question
of why tax harmonisation or unification among countries is a very delicate
and difficult matter. For example, the Duke of Alva (Fernando Álvarez de
Toledo), the Spanish governor-general, was the last foreigner to try to
impose a tax on the Dutch. That was in the 16th century. His action,
together with the Roman Catholic Inquisition, provoked an 80-year war
(1567–1648). The following examples relate to Switzerland, Germany, the
US and Britain.

SWITZERLAND

Around the 10th century, the area that is now known as Switzerland
consisted of a collection of small states ruled by dukes, counts, bishops and
abbots, as well as a number of independent small city-states. The Holy
Roman Emperor Rudolf I of the Habsburg dynasty attempted to claim
feudal rights in Switzerland in 1276. His authority would present a threat
to the traditional liberties of the Swiss. To resist Rudolf’s aggression, the
three central forest cantons (Uri, Schwyz and Unterwalden) concluded a
secret deal concerning mutual defence in 1291. During the 14th century
Zurich, Glarus, Bern, Lucerne and Zug entered this league. Other cantons
joined later.

Although nominally under the Habsburg family early in the 14th century,
the Swiss opposed the Habsburgs in the Welf-Waiblingen disputes. The
Habsburgs sent punitive expeditions into the mountains and triggered
nearly a century of warfare. Unable to cope with the freedom-loving, strong
and belligerent Swiss mountaineers, the Habsburgs abandoned their
attempts to acquire the region in 1474. However, the Holy Roman Emperor
Maximilian I attempted in 1499 to cancel various Swiss rights and to tax
them. A war followed and the mountaineers defeated him. The subsequent
Treaty of Basle (1499) gave Switzerland virtual independence.

New cantons continued to join the confederation. There was no chief of
state or attempt by any one canton to impose authority on another, even
though there were religious and other differences.6 The Helvetic7 confeder-
ation was loose, but its army was one of the strongest in Europe at that time.
Because of their skill and bravery in war, Swiss mercenaries became famous
throughout Europe.8 Their services were in demand, appreciated and well
paid, and occasionally they were even on different sides of the same
conflict. In the course of the wars between Italy and France in the early
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16th century, Swiss troops, fighting with the French as mercenaries, were
able to annex the Italian districts and towns that later formed the canton of
Ticino. The Swiss troops then fought against the French, but were defeated
in 1515. This prompted Switzerland to follow a neutral policy in interna-
tional affairs.

Swiss bank secrecy has been protecting deposits for over three centuries.
Geneva bankers were known as the French king’s bankers. The first known
text on bank secrecy dates back to 1713. The Great Council of Geneva
adopted banking regulations which stipulated the bankers’ obligation to
‘keep a register of their clients and their transactions. They are, however,
prohibited from revealing this information to anyone other than the client
concerned, except with the expressed agreement of the City Council’.
Switzerland then became and remained a political and financial asylum
for those fleeing the political upheavals that have been present in Europe
since 1789.

The first big clients in Swiss banks were the kings of France, who greatly
valued the discretion of their money lenders. The Geneva bankers were
actually Protestants. Many of them were French citizens, chased out of
France following the repeal of the Edict of Nantes by Louis XIV in 1685.
Putting behind them the discrimination and bullying they suffered in
France, they financed the French kings from Geneva. The French kings
were the best clients for loans at the time – they were fund hungry, but they
had the ability to repay loans. Discretion was of the utmost importance in
these delicate matters. It should not be known publicly that the French
Roman Catholic king borrowed money from ‘heretic’ Protestants. Business
is business – on both sides.9

The Great Depression led to stricter foreign exchange controls in
Germany in 1931. Hitler introduced a law whereby the penalty for any
German with capital abroad was capital punishment. The Gestapo began
to spy on Swiss banks, and when three Germans who had deposits in
Switzerland were sentenced and executed, the Swiss government was per-
suaded to reinforce bank secrecy. The federal banking law (1934) stated that
bank secrecy fell within the criminal domain, and any banker who infringed
this law was thereafter punishable by imprisonment. Clients’ secrecy was
reinforced.

Switzerland did not have a direct tax on revenue until the time of the
Second World War. That event was dramatic enough to justify the intro-
duction of the much resisted Federal Tax for Defence (Impôt pour la Défense
Nationale). Solidarity during times of war has been one of the principal
integration factors in Switzerland since the creation of the country in 1291.
The newly introduced tax was envisaged to stay only until the end of the
war. However, as time passed, the population became accustomed to the tax
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(which is still a solidarity tax since two-thirds are redistributed to the
cantons according to their needs) and accepted its renewal when the
government decided to call it the Direct Federal Tax (Impôt fédéral direct)
after the war, provided that it would remain limited in time. This limitation
to ten-year periods is still in force, and despite the government’s wish to
abolish it, it is most likely to be retained lest the whole tax bill is rejected
when it is presented for approval to voters at the end of 2004.

Before the Direct Federal Tax was introduced, the Swiss cantons and
communes were the only administrations that had the power to tax. They
levied independently direct local taxes on persons and firms (the commu-
nal tax is a percentage of the cantonal tax, but each commune is free to set
that percentage). The Swiss federation did not aim to restrict the freedom
of the cantons. One of the objectives was to be rid of the burden presented
by any emperor who tried to squeeze a share of their gains in business
through various tolls. The Swiss were and remained businessmen who
wanted to see value added to anything they were paying for. Apparently,
creating an association among the cantons was economically more efficient
than depending on an emperor for security. This type of democracy seemed
cheaper and more effective.

Thus, it is not difficult to understand why the Swiss continue to value
highly their tax, banking and other national legacies and why it was hard
to enter into a deal with the EU (or anyone else) concerning taxation of
non-resident deposits.

GERMANY

It took many centuries to unify the German nation and state. Larger-scale
unification was started by Charlemagne (742–814), the King of Franks
(768–814) and the Emperor of the Romans (800–814). His empire was the
origin of his successors from Saxony. The Holy Roman Empire (800–1806)
was a loose confederation in Europe. The borders of this empire shifted
greatly throughout its history because of wars, alliances and marriages, but
its principal area was always that of the German states. Even though its
character and population were German, its aspirations were a universal rule
in the West. Germany became a ‘belated nation’ because of internal quar-
rels and rivalries not only among kingdoms, principalities and a number of
free cities, but also because of religious tensions. Put together, this prevented
German integration. From the 10th century the rulers of the Holy Roman
Empire were elected German kings, who usually sought, but did not always
receive, imperial coronation by the popes in Rome. In any case, before the
French Revolution, the Germans never had a unified state of their own.
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Friedrich Barbarossa (1122–90) saw himself as the successor of the Roman
emperors who claimed to be the ‘lords of the world’. As such he considered
that he had an absolute right to levy taxes. His grandson, Friedrich II
(1194–1250) had his court in Palermo (Sicily). He was a powerful promoter
of Roman law, and took a different approach to taxation from his grand-
father. He applied the Byzantine emperor Justinian’s (483–565) principle
‘Quod omnes tangit, ab omnes approbari debet’10 (what concerns all, should
be approved by all). This meant that the royal families in various German
states were not allowed to levy taxes without the consent of the nobility.

Modern absolutism in Europe started at the end of the 15th century and
did well for more than two centuries. It marked the emergence of nation
states and brought, at the time, modern principles of sovereignty. Its best
example was the French king Louis XIV (1643–1715). His declaration
‘L’état, c’est moi’ (I am the state) sums up the concept neatly. Bavaria,
Brandenburg, Hanover and Saxony started to develop into centres in
their own right in Germany. The family of Hohenzollern11 was granted
Brandenburg (Berlin) in the 15th century, and they acquired a number of
additional, geographically unconnected territories to the west. Eastwards
was Prussia, which they inherited as a Polish duchy in 1618 and transformed
into an independent kingdom in 1701. Gradually, all the Hohenzollern
lands together became known as the kingdom of Prussia.

The origin of German patriotism (some call it nationalism) can be traced
to the Romantic Movement in the late 18th century. It was a response to the
export of French Enlightenment ideas and invasions by Napoleon. For
16 years (1799–1815) the German states fought five wars against the well-
trained and integrated armies of revolutionary and Napoleonic France. As
there had never been a unified German state, the Germans experienced in
practice the French example of what a unified state could achieve. As far as
Austria was concerned, it was relatively sizeable as a state, but largely un-
German.MarriagesandwarscausedAustria to include ‘states’andterritories
that were not German speaking. The only large ‘German’ state was Prussia.

The Congress of Vienna (1815) replaced the Holy Roman Empire of
more than 240 states with the German Confederation. This was a loose
association of 39 sovereign states. Many Germans hoped for a free unified
nation state and liberal type of government similar to the British model.
They wanted a constitution guaranteeing popular representation, trial by
jury and free speech. These ideas also appealed to the various peoples
incorporated in the Austrian Empire. Austria, Britain, Prussia and Russia
formed the Quadruple Alliance to suppress, by force if necessary, any
threat to the Vienna arrangement. However, later on Prussia outsmarted
the others, principally Austria, by instituting a customs union among most
of the German states apart from Austria.
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Friedrich List (1789–1846) was a prominent intellectual and practical
proponent of the economic unification of Germany. In 1820, together with
Frankfurt merchants and industrialists, he founded the German Trade and
Business Union, which strived for the abolition of the 39 tax (customs)
frontiers that existed among the German states and for the introduction of
a unified German customs area. On the basis of this intellectual input,
Prussia encouraged neighbouring states to join this low tax alliance, which
gradually developed into a customs union, the Zollverein (1834–71). List
also planned a train network for all of Germany and in 1834 founded the
Leipzig–Dresden Train Company, which started providing rail transport
services a year later. In theoretical terms, he put forward the ‘theory of pro-
ductive forces’, which defended infant industry protection. List saw this to
be an element leading to a free trade (no-duty) area in Mitteleuropa.

This all had a strong impact on economic development. Germany’s indus-
trial output, principally in Prussia, was lower than that in Britain in the
1850s, but its rate of growth was faster. Prussia wanted to secure the new
German lands along the Rhine. This was done by a carefully crafted major
tax reform and by lowering customs duties. Karl Friedrich von Stein, Karl
August von Hardenberg and Wilhelm von Humboldt, together with List,
influenced reforms in Prussia. They sought to crack the old feudal intra-
German barriers and to create a modern society of free citizens. Strong
cultural, linguistic and patriotic feelings about unifications were always
present, but it was principally the economic interest that was at the very heart
of German unification.

The Zollverein was the principal factor that brought 39 German states
closer together. It allowed trade among them by lowering taxes. These were
originally set by each country at a very high rate. Before 1848 the Austrian
emperors (but not their foreign minister, Clemens von Metternich) did not
conceive that the Zollverein could lead to a larger political role for Prussia.
However, Metternich and his successors pushed for Austria to join the
Zollverein in order to dominate the group and to turn it into a high tariff
area, but Prussia prevented this on economic and political grounds. In
addition, Prussia concluded a free trade agreement with France in 1861.
Austrian products made behind a high tariff wall could not compete easily
on such a large ‘liberal’ trading market.

In 1861, the Prussian parliament granted the government additional
funds for reforms, but a year later it refused to do so without a reduction
of compulsory military service from three to two years. King William I
would not yield to that request as he feared that conservative values would
be insufficiently inculcated in the recruits. For the very same reason, the
liberal-dominated parliament insisted on shortening the term of military
service. As a compromise deal, they named Otto von Bismarck (1815–98)
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as prime minister. He proceeded to collect the additional taxes on the basis
of the 1861 budget, arguing that the constitution did not provide for the
case of an impasse, hence he would have to apply the preceding year’s
budget.12 To justify the increase in the army, he warned that ‘the great ques-
tions of the day [German unification] will not be settled by speeches and
majority decisions . . . but by blood and iron’.

Public opinion began to shift to Bismarck’s side in 1864, when he used
the expanded Prussian army, in alliance with Austria, to extract the
provinces of Schleswig and Holstein from Denmark. In 1866 he intensified
a Prusso-Austrian quarrel over the abysmal running of these territories by
Austria. This escalated into a brief and victorious war with Austria. Some
smaller German states that allied with Austria were also crushed. Bismarck
incorporated Schleswig-Holstein and Hanover into Prussia. During the
same year, he also united all north and central German states into the North
German Confederation which was under the Prussian leadership. Faced
with these achievements, the Prussian parliament bowed to Bismarck and
retroactively sanctioned his financial improvisations of the past four years.

Not sufficiently pleased with these accomplishments, Bismarck’s next
ambition was to make Prussia the great power in Europe. In order to do
this, it would be necessary to defeat France, a feat that was accomplished
in 1870.13 He wanted to use the strength of the consequent national enthu-
siasm to bring the reluctant south German states into a united Germany.
Bismarck had not only established Prussia as the great continental power,
but also provoked patriotic enthusiasm and attracted the southern German
states to join the North German Confederation, thus forming the German
Empire (Deutsches Reich). On 18 January 1871, King William I of Prussia
was proclaimed in Versailles by all the states of Germany to be their
emperor. Germany was a united country on a federal basis and the Second
Reich had been created.

Having sufficiently enlarged Prussia, the Iron Chancellor, as Bismarck
was called, worked for peace. During his 19 years of governing, Bismarck
continued to encourage the Industrial Revolution through technical uni-
versities and tax incentives. Advanced industrial technology was applied
from 1850 in the iron production in the Ruhr and Saar regions and stimu-
lated through tax incentives. Regarding social care, he introduced the
prevailing pay-as-you-go pension system in 1889.

UNITED STATES

At the end of the Seven Years’ War (1756–63) France was expelled both
from North America and from India. In both regions Britain became the
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pre-eminent power and supreme on the high seas. However, the war left
Britain with a sizeable debt and costly responsibilities to govern the newly
gained land in North America. In order to make the colonies pay for a part
of the empire’s defence expenses (in particular, the British forces stationed
in the colonies) and to raise revenue, parliament passed the Stamp Act
(1765) without any debate. The colonists had to buy and use specially
stamped paper for all official documents and newspapers. This act pro-
voked strong opposition throughout North America. The colonists
regarded this to be a violation of their right not to be taxed without repre-
sentation: no representation, no taxation! The protest, which included a
boycott of British goods, was so strong that trade between Britain and
North America came to a halt. The British parliament rescinded the Stamp
Act in 1766, not because of the North American protest to taxation, but
rather at the request of the economically depressed British traders.

The objective of the Tea Act (1773) was to rescue the British East India
Company from bankruptcy and to demonstrate the power of the British
parliament to tax the colonies. The tax on tea shipped to the colonies in
North America was reduced so that the East India Company’s tea could be
sold there at a lower price than was the price of smuggled tea. The colonists,
however, refused to buy the English tea. They viewed the Tea Act as a vio-
lation of their constitutional right not to be taxed without representation.
In addition, this could easily lead to the monopoly of the East India
Company as local traders could be put out of business. This led a group of
Bostonians to protest against this tax. They would not permit the unload-
ing of three British ships that arrived in Boston in November 1773 with 342
chests of tea. The royal governor of Massachusetts, Thomas Hutchinson,
however, would not let the tea ships return to England until the duty had
been paid. On the evening of 16 December 1773 a group of Bostonians
boarded the ships and dumped the tea into Boston Harbour (the ‘Boston
Tea Party’). When the government of Boston refused to pay for the
destroyed tea, the British closed the port until the compensation was paid.
In addition, the British parliament passed the Coercive Acts (1774), a series
of laws designed to punish the province of Massachusetts and to demon-
strate parliament’s sovereignty. This led to the first armed conflicts and,
eventually, to the American revolution.

The US federal law of 1791, sponsored by the head of the federalists
and secretary of the treasury Alexander Hamilton, imposed an excise duty
on whisky. This provoked a number of riots in 1794 known as the
‘Whiskey Rebellion’. The burden of this excise duty fell largely on western
Pennsylvania, which was at the time one of the chief whisky-producing
regions of the country. Many grain farmers were also distillers. They
depended almost totally on whisky as a source of income. They considered
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the law to be an attack on their basic economic interest and liberty. Their
resistance to the collection of excise duty assumed grave proportions. The
federal authorities issued arrest warrants for a large number of non-
compliant distillers in the spring of 1794. The riots that followed brought
damage to property and the death of one federal officer. In August 1794,
President George Washington ordered the insurgents to disperse and
requested the governors of Pennsylvania and a few other states to mobilise
their troops. There were also negotiations with representatives from
western Pennsylvania. However, all was in vain, and Washington ordered a
military action in October 1794. The operation was swift as there was
almost no resistance. The Whiskey Rebellion is interesting and important
as it reflected the strong local preferences and because it provided a test (the
first of its kind in the US) about the strengths and limits of the federal
government’s authority.

BRITAIN

Imposition of new taxes in our times, even within a single complacent
democratic country or a federation, is neither easy nor untroubled. The
British government under Margaret Thatcher introduced a poll tax
(the ‘community charge’). As a government with a free market ideology,
the rationale for the poll tax was found in the argument that people do
not pay for goods on the market in proportion to their income and wealth.
There is a strong market tendency to have the same price for an identical
good or service throughout the market: one good, one price. Therefore, it
would be a market-neutral policy for each person to pay the same tax,
rather than pay in proportion to his/her income or wealth. Hence, accord-
ing to this ultra-liberal doctrine everyone should pay an equal tax – equal
voting weight, equal taxation – regardless of income. It was called the
poll tax.

The poll tax is not only economically flawed, but also socially unjust. The
purchase of goods and services on the market is, under normal conditions,
voluntary. However, the payment of tax is obligatory. The government has
coercive powers to charge a tax on a person’s very existence no matter the
need of that person for the public service. This regressive tax has not been
seriously considered by London for over 600 years. One of the reasons was
that a similar tax in 1381 sparked the Peasants’ Revolt. In order to calm the
insurgence, King Richard II promised to end the repression of peasants by
the nobility. Once the menace had passed, the king reneged on his promise
and commented: ‘Villeins ye are, and villeins ye shall remain’; that is,
promises to little people do not count.
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The poll tax was supposed to be the flagship of Mrs Thatcher’s govern-
ment. It was first introduced in Scotland in 1989 and a year later in
England. There was a strong ‘don’t pay’ campaign in Scotland even though
this was punishable by law. The Scots felt that the poll tax was anti-Scottish
and that it had been imposed on them by the English majority in London.
It was outrageous and in breach of the Treaty of Union which was sup-
posed to ensure that no taxes were imposed on Scotland which were not
also levied on England. In addition, large-scale but peaceful protests in
Scotland were ignored by the government in London. However, the ‘don’t
pay’ campaign later inspired about 15 million British people to refuse to pay
the tax. Many people switched to supporting Labour because they detested
the tax, even though senior Labour politicians did little to oppose it. The
violent and wide-scale anti-poll tax riots, particularly in Trafalgar Square
in London, forced the government to renounce the poll tax on 21 March
1990 and this contributed to Mrs Thatcher’s resignation six months later.

Models of society differ among countries. These national choices need not
be transposed to others, particularly not by bullying. These models depend
on habits, mentality, history and social priorities, choices and values. Citizens
in some countries hold the usefulness and efficiency of the government in
high esteem, while in others this respect is much lower for various reasons,
for example corruption. Therefore, it comes as no surprise that Britain insists
that unanimity in EU tax matters should be preserved. According to Britain
(and some other countries, such as Austria and Luxembourg, which do not
express themselves as forcibly), there should be no changes whatsoever in EU
tax matters without the full consent of all EU member countries. Therefore,
it is not surprising that the EU has no power to levy taxes.

4. Direct taxes
The issue that needs to be addressed next is the classification of taxes.
According to their base, taxes may be levied on income and wealth (direct
taxes) and consumption (indirect taxes). Direct taxes are charges on income
of firms and individuals (factor returns), as well as property ownership, and
are effective at the end of the production process. They have an impact on
the mobility of factors and any change has a direct impact on taxpayers’
purchasing power. They include corporation tax, income tax and tax on
wealth. Indirect taxes are applied to consumption. They affect movements
of goods and services. Any alteration of these taxes changes the price of
goods and services. Local governments traditionally depend most heavily
on property taxes, while state governments rely on sales and income taxes.
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In addition, a federal government can create money. It does not have to
raise enough proceeds from its tax system to balance its budget.

CORPORATE TAXES

The international aspect of corporate taxation refers to the taxation of
transnational corporations (TNCs). Differences in corporate taxes among
countries in which a free capital mobility is permitted may endanger the
efficient spatial and sectoral allocation of resources if capital owners tend
to maximise their net profits in the short run. Other things being equal,
capital would flow to and locate in countries or regions with a relatively low
level of corporate taxes (although this is only one, allegedly minor, variable
that influences investment decisions). TNCs decide on their trans-border
location not only according to the production-efficiency criteria, but also
according to others that include differences in market growth, trade regime,
competition, tax rates, subsidies, general stability and so on.

Two issues should be stated from the outset. The first one deals with high
taxes. If this type of tax burden shows that there is a high-quality infra-
structure, trained labour and educated management, this may be an indi-
cation that the location may be attractive for a TNC. If low taxes mean that
these services are at a low level then, depending on the industry and strate-
gic goals of a TNC, foreign and domestic investors may not find this an
attractive location to go to or to be in. The second issue concerns subsid-
ies. If in a free market situation a firm, domestic or foreign (TNC), finds a
location in geographical space or in an industry to be attractive profit-wise,
then it will locate there without any subsidy. Subsidies to firms to locate in
an already determined place are not necessary. If public subsidies are
offered at all, are they a sign of a lack of business appeal (lack of compet-
itive attraction) of the location in question? However, the empirical evi-
dence about the impact of taxes and subsidies on the geographical location
of firms is still inconclusive.

Corporate taxes may be collected according to several methods: the clas-
sical, integrated, dual and imputation systems. Their basic features are as
follows:

● A classical (or a separate) method represents one extreme. According
to this method, a firm is taken as a separate entity, distinct from its
shareholders. Corporations are taxed irrespective of whether profits
are distributed. At the same time, shareholders’ income is taxed
notwithstanding the fact that the corporation has already paid taxes
on its profit.
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● An integrated method represents another extreme which is relevant
for theoretical considerations. Here, a corporation is viewed as a col-
lection of shareholders. Corporate tax is eliminated while sharehold-
ers pay tax on their portion of corporate profits. Hence, personal
income tax and corporate tax are integrated in full. However, it is very
hard to implement this system because of the practical problems of
allocating corporate income to possibly thousands of shareholders.

● The dual (two-rate, split-rate) method falls between the two extremes.
A corporation pays tax at a lower rate if profits are distributed than
in the case when they are not.

● Imputation is another intermediate system for taxing corporations. In
contrast to the dual system, however, relief is provided here at the
shareholder level. Corporations pay taxes just as in the classical
system, while shareholders receive credit, usually in the year they
receive dividends, for the tax already paid by the corporation.

Computation of corporate profits has provoked much controversy.
The authorities of several states in the US14 apply a unitary (formulary
apportionment) method for the taxation of TNCs. This arbitrary and
controversial method was inspired, in part, by the problem of transfer
pricing (manipulation of the cost of imported inputs and exported output).
A TNC derives its income not only from the place of its residence, but also
from the operation of its subsidiaries. The rationale for the unitary method
of taxation is that profits of the TNC accrue from its global operations, so
that a TNC needs to be taken as a single unit. The tax authorities, in par-
ticular in California, extend beyond the confines of their state’s geo-
graphical jurisdiction. Because of an increasing diversity and volume of
international transactions and the globalisation of business activities, it is
hard to assess exactly the individual affiliate’s contribution to the overall
profit of a TNC (UNCTAD, 1993, p. 209).

If the unitary method is applied, then the tax authorities relate sales,
assets and/or payroll expenditure of the affiliate under their jurisdiction to
the TNC’s worldwide sales, assets and/or payroll outlays. The business com-
munity adamantly and rightly disputes such a mechanical view that aver-
ages the global operations of a TNC across the board. Profit uniformity at
all stages of production and trade, as well as at all international locations,
does not prevail. The cost-plus or resale-minus method of taxation that
exists elsewhere may be a superior tax choice.

In a ‘globalised’ international economy there may be continuous multi-
jurisdictional conflicts regarding the taxation of TNCs. The national tax
authorities take a semi-arbitrary unitary method and assess the share of
global profits of the TNC that should be taxed within the confines of their
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jurisdiction. This approach contrasts sharply with the traditional separate
accounting rules (arm’s-length method) of tax assessment among distinct
fiscal authorities because it is not (necessarily) arbitrary. Although the
unitary method has elicited support from certain intellectuals, the business
community is adamantly opposed to it. This opposition not only comes
from the increased administrative costs for the TNCs, but it also runs
contrary to the US constitutional provision that the federal government
(not the ones in the constituting states) is in charge of foreign commerce.

If the unitary principle is applied in only one or a few (but not all) loca-
tions where a TNC operates, the following two cases are possible. First, if the
operation of the affiliate is more profitable than the average overall prof-
itability of the TNC, then the local authority that applies the unitary method
of corporate taxation would collect less tax than it could by the application
of the cost-plus method. Second, if business operations of the affiliate are
less profitable than the average-universal profitability of the TNC, then the
local tax office will collect more tax than under the alternative collection
method. The second case directly harms the profitability of the affiliate,
reduces corporate funds for potential investment and, hence, reduces the
long-term interests of the host country. In 1994, after 17 years of legal battle,
the US Supreme Court decided in favour of California with respect to the
unitary method of taxation (Barclays Bank lost the case). The Court held
that unitary taxation did not violate the foreign commerce clause. The impli-
cations of the decision are not fully clear. If profitability of a TNC is higher
in California than elsewhere in the world, that company may benefit from
unitary tax assessment. As of 1986, California allowed taxpayers to choose
between unitary tax assessment and the ‘water’s edge’ method (taxation of
income within the confines of the US, rather than worldwide income). This
is a system close to the universally accepted arm’s-length method.

Unitary taxation offers the advantage of being location neutral. It also
discourages tax evasion and flight. The problem and difficulty is, however,
how to arrive at the unitary taxation in practice. The problems of technical
tax assessment and tax base determination are formidable. The first victim
in this process may be tax autonomy. Hence, changes in any tax system are
very slow indeed. If a ‘correct’ unitary taxation is the final goal, then it
should be arrived at multilaterally by all tax authorities.

The principal disadvantages of the unitary method of taxation are the
following:

● The method of calculation is the most significant objection.15 The
formula used to determine the allotment of profit to be taxed by a
specific tax authority could easily have certain arbitrary elements.
The main distortion that is brought by unitary taxation is that it is
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different from the standard arm’s-length taxation principle. In addi-
tion, states using the unitary method adopt a formula favourable to
themselves. Many states use different formulas (more distortions)
and the outcome is the creation of a potentially higher aggregate
taxable income than the aggregate economic income.

● Data that use tax authorities to assess the portion of the global profit
that ought to be taxed within their tax jurisdiction may be neither
sufficient nor fully reliable. Collection of data and reporting obliga-
tions may easily be (very) different among different countries. In these
circumstances, it may be difficult to assess the ‘global business’and the
‘local profit’ of a company to be taxed.

● An international consensus in these matters is necessary. Unfortu-
nately, this is very hard to achieve. An extremely long period of time
is necessary for this. A predetermined global formula for taxation
may be a possible solution to this problem. However, these pre-
arranged formulas have flaws as they do not pay attention to the
specific facts, circumstances, merits, business efficiency and risks in
each particular case and location.16 The result is that in many cases
there could be overtaxation, while in others there could be undertax-
ation (Sadiq, 2001, p. 283).

The arm’s-length method of taxation is the accepted international norm
even though it may not be the most astute approach. This is because such
a method creates a simulated world in which each and every transaction is
treated as if it were between independent firms. The argument for a unitary
method of taxation is based on the idea that a TNC is one company.
Therefore, it ought to be taxed in that way. Internal transactions, including
transfer pricing within a TNC, need not be made in an arm’s-length way
(that is, as if the transaction was between independent firms).

The main goal of corporate taxation is not to increase the price of goods
and services, but rather to capture a part of the firm’s profit. Frequent
changes in the corporation-tax systems should be avoided, because they
increase uncertainty and the administrative burden on firms. Unless they
are favourable for business, these variations distort the decision-making
process concerning investment and may have a long-term negative effect on
capital that would withdraw or reduce investment in these geographical
locations.

A firm may pass on the tax burden to consumers in the form of higher
prices for its goods and services or to its employees, by reduced wages, or a
combination of the two. By passing on the tax burden, it may reduce, in part
or in full, the impact of the tax on its profit. The possibility for the passing
on of the tax burden depends on the idiosyncrasies of the goods/services
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and the labour market. If a firm is free to set its prices, then it depends on
competition if this passing on is possible. If prices are regulated, then the
way of passing on the tax burden is different. Suppose that the prices do not
rise. A firm may reduce the quality of its output in order to save profits. In
the opposite case when prices do not fall, a firm may improve the quality of
its output and after-sales service in order to increase its competitiveness and
save or increase its market share.

The importance of the distribution of the tax burden between individuals
and firms may be analysed in the following example. Suppose that Pd stands
for the price paid by consumers. If one imposes a tax of t dollars per unit of
output on the suppliers (firms), then the price Ps which they receive is:

Ps � Pd � t. (3.1)

The condition for equilibrium is:

Ps(q) � Pd(q) � t. (3.2)

Assume that one imposes the same tax of t dollars per unit of purchased
good on the buyers. The price paid by consumers is:

Pd � Ps � t. (3.3)

The condition for equilibrium in this case is:

Pd(q) � Ps(q) � t. (3.4)

Note that the two conditions for equilibrium, (3.2) and (3.4), are the same.
Thus the quantity, Ps and Pd in equilibrium is independent of whether the
tax is levied on demanders (individuals) or suppliers (firms). The volume of
government revenue does not change. What changes is the composition of
revenue, which may provoke heated political debate. These equations are
obviously not understood by many tax authorities.

The integrationist school argues that income has to be taxed as a whole
in spite of differences in its source, and that all taxes are ultimately borne
by the people. In contrast, the absolutist school argues that firms are sepa-
rate legal entities that need to be taxed in their own capacity (under the
assumption that they do not pass on the tax burden either to their employ-
ees or to consumers). Another reason for the separate treatment of corpor-
ations is that they use government services without fully paying for them.
This has an impact on the reduction of costs of operation. Tax authorities
can use their policy to regulate investment of firms and to control their
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monopoly position. On these grounds, tax instruments can influence the
behaviour of the business sector.

If private capital flows are a significant feature of economic relations
among countries, some of these countries may find an incentive to negoti-
ate tax treaties in order to avoid double taxation and, possibly, achieve tax
neutrality. Tax neutrality between investment in home country A and
foreign country B is achieved when firms are indifferent (other things being
equal) between investing, producing, buying and selling in either country.
This means that a tax should not cause people to change their economic
behaviour. In this case, the foreign country’s tax equals the corporate tax
plus the withholding tax (tax on the transfer of profits). If under a condi-
tion of free capital mobility country A’s firm finds country B’s taxes equal
to country A’s, then there is tax neutrality between these two countries.17

If this is not the case and if other conditions are equal, investment may flow
to the country that has relatively lower taxes.

Cooperation among the tax authorities in partner countries may be
necessary for the smooth operation of the economies of the integrated
countries. This demand is amplified if the desired goals are free mobility of
capital, free competition, efficient spatial and sectoral allocation of
resources, ‘fairness’ in the distribution of revenues among the member
countries and the elimination of administrative difficulties. This is of special
importance in a situation of fixed exchange rates and free capital mobility.
Measures to reduce the risks of tax evasion can take the form of a gener-
alised withholding tax to all EMU residents and/or a commitment of banks
to disclose information about interest received by the union residents.
Therefore, the need to create conduit companies, as intermediary sub-
sidiaries that take advantage of tax treaties in order to reduce withholding
taxes, can be eliminated. As tax harmonisation deals with difficult and
deeply rooted national customs, the EU has not put the harmonisation issue
aside, but it did not press member countries on this issue in an aggressive
way. The Single European Market and the eurozone are expected to perform
the sophisticated, behind-the-scenes market-led pressure on countries to
approximate taxes, as the high-tax countries, other things being equal,
would lose market competitiveness of their goods and services, and also be
less attractive geographical locations for foreign direct investment.

Tax competition generally lowers taxes, while tax harmonisation may, in
general, make them rise. If let alone, tax competition may provoke a ‘race to
the bottom’ in order to attract business to locate in specific places and coun-
tries. However, this scenario depends on the assumption that the firms care
only about taxes when they select the location for their operations. In add-
ition, low taxes may be too low from both the business and the social stand-
points. Business and the social infrastructure may be poor and unattractive.
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Hence, relatively higher tax locations may be preferred by firms to low tax
areas. At the same time, authorities in these locations may safely presume
that the majority of firms may not go elsewhere only because of high(er)
local taxes. If there are benefits in the agglomeration of businesses and clus-
tering of firms (strong functional intra-industry production links), then tax
rates may safely be different between the cluster (centre) and its periphery.
If, however, taxes are harmonised between the two regions or countries, then
both may suffer. The centre would have to reduce taxes and, consequently,
social and business services. The periphery would need to increase taxes and
bankrupt many local firms. The tax base would shrink further.

Competition between countries to attract TNCs to locate within their
confines is driving down tax rates.18 However, this has a side-effect.
Governments find it increasingly difficult to raise revenue from businesses.
Hence, there is an intensified pressure to increase taxes on individuals in the
same locations, particularly if they are not mobile. Otherwise the social
programmes may not continue.

Capital income has a high degree of mobility. This has become more pro-
nounced since the introduction of the euro in 1999. However, the taxation
of income from savings is a sensitive issue. The European Commission
would like to reduce ‘harmful’ tax competition among the EU member
countries regarding income from non-resident savings. A withholding tax
may find a certain rationale as Germany19 and Scandinavian states forgo
quite a bit of tax revenue as their wealthy citizens and institutions (pension
funds) save in non-resident accounts, primarily in Luxembourg and
Britain. However, an argument against this tax cites the logistical night-
mare of administering it and distributing proceeds. In addition, it would
give incentives to place holdings in non-EU financial centres such as the
Channel Islands (UK), Switzerland and elsewhere. Jersey, Guernsey and
the Isle of Man are not members of the EU. They have no obligation to
align their fiscal system with that of the EU. Therefore, Luxembourg would
never accept an accord which excludes the Channel Islands. A common tax
of, for example, 20 per cent in the EU would mean an immediate capital
flight from Luxembourg to the Channel Island banks.

After a 14-year process of negotiations (horse-trading and blackmail-
ing20) over the taxation of income from savings, the EU agreed on rules to
crack down on tax fraud and tax evasion in 2003. According to this deal,
from 2005 12 EU countries would start exchanging information on the
savings of non-residents. Hence, each EU member country will be able to
tax its citizens on non-resident savings in the EU. Austria, Belgium and
Luxembourg were exempt from the obligation to exchange information
because of the secrecy provisions in their banking systems, but they will
have to levy a withholding tax instead. Three-quarters of these proceeds
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will be transferred to the saver’s country of origin, while the rest would
remain in the country in which the funds were saved. The tax rate would
rise from 15 per cent in 2005 to 35 per cent in 2010. In order to prevent
capital flight from the EU to ‘easier’ tax regimes such as Andorra, the
Channel Islands, Liechtenstein, Monaco and Switzerland21 will have to
either exchange information or impose a tax. Switzerland agreed to apply
the same withholding tax as sharing account information violates clients’
right to secrecy.22 However, this may play into the hands of tax evaders,
money launderers, arms traders, drug and human smugglers and terrorists
who need to hide their money. If the elimination of tax evasion and money
laundering is the principal policy objective, it seems that the exchange and
sharing of information on bank accounts among governments are the most
effective policy tools.

CORPORATE TAXES IN THE EUROPEAN UNION

The basic treaties of the EU are relatively short on tax provisions. There are
just a few articles in the Treaty of Rome that refer to the general issue of
taxation. Article 90 stipulates that imported products from the partner
countries may not be taxed more highly than comparable domestic goods.
This has introduced the principle of destination for VAT, as well as non-
discrimination in EU internal commerce. Article 91 introduced tax neu-
trality. It states that any repayment of tax on the goods exported to the EU
partner countries may not exceed the taxes actually paid on the good in
question. Article 93 requires unanimity in harmonisation of indirect taxes.
This harmonisation of taxes may go only as far as ‘is necessary to ensure
the establishment and functioning of the internal market’. Article 94
authorises the Council of Ministers to approximate laws that directly affect
the establishment or operation of the common market. The decision about
this must be unanimous. Article 95 §2 excludes fiscal matters from the
majority voting procedure. The unanimity principle has prevented rapid
progress in the approximation of fiscal matters in the EU.

Table 3.1 illustrates, in a simplified way, differences in corporate tax
systems in the EU, candidate countries, Switzerland, the US and Japan.
The table does not take into account any of the complex and different sur-
taxes, surcharges, local taxes, credits, exemptions, special treatment of
small and medium-sized enterprises (SMEs) and the like, that apply in
nearly all countries. The differences in systems and rates of corporate taxes
point at the distortions of tax neutrality for investment in the EU (and
outside it). Therefore, the European Commission considered proposing a
single corporate tax rate for the EU, but stepped back from the idea.
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Table 3.1 Systems and rates of corporate taxes in the EU(25), candidate
countries, Switzerland, the US and Japan in 2003

Country System Rate (%)

1. Austria Classical 34
2. Belgium Classical 33
3. Denmark Classical 30
4. Finland Imputation 29
5. France Imputation 34
6. Germany Classical 25
7. Greece Corporate tax 35 (no tax on shareholder)
8. Ireland Classical 12
9. Italy Imputation 34

10. Luxembourg Classical 22
11. Netherlands Classical 29
12. Portugal Partial exemption 30
13. Spain Partial imputation 35
14. Sweden Classical 28
15. United Kingdom Imputation 30

16. Cyprus Classical 10 (25% on public 
corporate bodies)

17. Czech Republic Modified classical 31 (additional 5% on income 
over 1 million kounas)

18. Estonia Tax on distribution 26 (on distributed profit only)
19. Hungary Classical 18
20. Latvia Corporate tax 15 (no tax on shareholder)
21. Lithuania Corporate tax 15
22. Malta Imputation 35
23. Poland Classical 27
24. Slovakia Classical 25
25. Slovenia Classical 25

26. Bulgaria Classical 23.5
27. Romania Classical 25
28. Turkey Corporate tax 30 (tax on distributions 

5.5 or 16%)

29. Switzerland Classical (federal) 8.5 (cantonal taxes are 
important and different)

30. United States Classical 15–35
31. Japan Classical 28–37.5

Source: International Bureau of Fiscal Documentation (2003).



A special committee proposed a minimum tax rate (30 per cent) and a
maximum rate (40 per cent) that could be introduced in the EU countries.
The proposed rates may be meaningful only if the tax base is also har-
monised.23 The problem has been identified, but a solution that could be
transformed into EU law is not always easy to find. In theory, a TNC is
ready to pay relatively higher corporate taxes in country A if it supplies the
business sector with educated labour, infrastructure, lower social contribu-
tions, even trade protection, relative to country B where the corporate tax
rate is lower.

The objective of tax harmonisation or equalisation of corporate tax rates
in the EU is to introduce an identical ‘tax distortion’ across the EU (to level
the tax playing field). However, the corporate tax distorts another impor-
tant variable for firms, related to the form and level of financing. A corpo-
rate tax ‘punishes’ enterprises that raise their capital through equity, rather
than debt. This is because interest payments can be deducted from taxable
profits, while the return on equity cannot. Possibly the best solution would
be to eliminate corporate taxes. Taxes on corporate profit could be collected
from shareholders’ income and/or on corporate cash flow before the inter-
est is paid (not as now, after the deductions for the interest payments). This
would be in line with a tendency to avoid taxes that hurt capital formation
and investment. In addition, if dividends get special tax treatment, then
wealthy people who get most of their income from dividends may easily end
up paying lower tax rates than ordinary people who work for a living.

Differences in corporate taxation may distort investment decisions and
the operation of the Single European Market. The Ruding Committee
(1992) reaffirmed this observation, but recommended that the existing
system of corporate taxation is retained. That is to say, the state in which
profits of a TNC originate should continue to tax them in full (that is, both
distributed and retained profits should be taxed). If the profits are trans-
ferred to the parent country, this state should exempt them from taxation
or allow a tax credit for the taxes already paid in the country where they
were made. This reflects the difficulty of harmonising taxes on the interna-
tional level. It seems that tax reform within countries needs to precede tax
reform between them.24

Juridical double taxation arises when a single economic income is taxed
twice. If a firm (TNC) operates in two countries, its profit may be taxed by
the two national tax authorities. It is often forgotten that what matters for
TNCs is not the fact that profits are taxed twice, but rather the level of total
taxation. If the profit of country A’s TNC earned in country B has been taxed
by country B, then country A may exempt this TNC from taxes on that part
of its income earned in country B. Another method of solving this problem
is that country A provides credit to its TNCs on taxes paid in country B.
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In this case the tax burden on country A’s corporation operating in country
B is the same as that made from purely home operations in country A, pro-
vided that country B’s taxes are lower or equal to those in country A.

The solution to the double taxation problem may also be found else-
where. One possible solution is the unitary method of collection of corpor-
ate taxes (with all its controversies). A second is the profit-split method.
Income of the distinct affiliates of a TNC is split in relation to the functions
they perform and in relation to the associated risk. The difference between
the profit-split and the unitary methods is that the former applies a func-
tional analysis that is unique to each transaction, while the latter averages
out all transactions. A third potential solution is the mutual agreement pro-
cedure where the national tax authorities discuss and try to correct tax dis-
crepancies. In fact, they try to find an acceptable way of applying an existing
method. The EU Arbitration Convention provided for binding arbitration
related to the adjustment of profits of associated enterprises. A fourth
answer may be found in advance-pricing agreements. This is, again, the
application of an existing method. A TNC may acquire an advance agree-
ment from the tax authority on the system for the allocation of its profit.
This method represents a departure from the usual tax procedure (tax
audits may take place even a few years after a transaction has taken place)
since it refers to unknown future evolution (UNCTAD, 1993, pp. 207–10).

THE ARBITRATION CONVENTION

The objective of the 1990 EU Convention on the Elimination of Double
Taxation in Connection with the Adjustment of Profits of Associated
Enterprises (90/436/EEC), or the EU Arbitration Convention, is to elimi-
nate double taxation of profits in connection with the adjustment of trans-
fers of profits between associated enterprises. The convention came into
force in January 1995 for a period of five years.

Transnational corporations operating within the Single European
Market need to know that their profits will not be exposed to double tax-
ation. The Arbitration Convention provides for independent arbitration
(dispute resolution) where two EU member states are unable to resolve a
disagreement as to the proper allocation of taxable profits in transfer
pricing cases. It will help to ensure that enterprises doing business within the
Single European Market are not exposed to double taxation of their profits.
Such disagreements can arise from differing interpretations of the ‘arm’s-
length principle’, the internationally agreed tax standard for determining
prices at which associated enterprises (TNCs) transfer goods, services,
finance and intangible assets between each other.
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Double taxation hinders a free flow of trade, capital and investment, so
it is desirable to avoid it wherever possible. When the double taxation
problem arises, the firm affected presents its case to the tax authorities
concerned. If these authorities cannot solve the problem satisfactorily, they
endeavour to reach mutual agreement with the authorities of the member
state where the associated firm is taxed. If no agreement can be reached, the
authorities present the case to an advisory commission, which suggests a
way of solving the problem. Although the tax authorities may subsequently
adopt, by mutual agreement, a solution different from that suggested by the
advisory commission, they are bound to adopt the commission’s advice if
they cannot reach agreement. The commission consists of a chairman, two
representatives from each of the tax authorities concerned and an even
number of independent members.

In May 1999, before the expiration of the convention, the EU member
states signed a protocol to extend its application for an additional five years.
However, not all the member states ratified the protocol. This means that the
EU Arbitration Convention has not been in force since 2000. However, infor-
mal application of the convention is currently possible to some extent,
pending its entry into force. According to a survey prepared by the EU Joint
Transfer Pricing Forum, several states have accepted a taxpayer request to
initiate a mutual agreement procedure under the EU Arbitration Convention
and are willing to participate in the arbitration procedure, provided that
there is agreement with the other member state involved in the dispute. It
should be noted that the positions of the member states regarding the infor-
mal application of the Arbitration Convention differ substantially.

Parallel to the process of ratification of the extension protocol, the EU
member states have, within the framework of the EU Joint Transfer Pricing
Forum, agreed to give the highest priority to finding practical solutions for
a more uniform application of the convention. The aim is to work on the
basis of consensus to reach non-legislative improvements to practical pro-
cedural problems such as deadlines, suspension of tax collection, interest
charges, advisory committee establishment and operation.

PERSONAL INCOME TAX

Differences in personal income taxes between countries and different
regions within them may have effects on the mobility of labour. Actual
labour mobility depends on a number of factors that include the chances
of finding employment, improved standards of living, social obstacles,
social security benefits and immigration rules. Differences in personal
income taxes may be neither the most decisive nor the only incentive for
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labour to move. This is generally the case throughout the EU. As labour has
a very low propensity to migrate, the local authorities can retain rather high
taxes on personal income without fearing that this would create incentives
for a massive emigration from the region. The difference in personal income
tax rates has a certain sway only for the migration of the upper-middle class
and the rich.

It is a generally accepted principle that taxes are applied in those coun-
tries in which income originated. In addition, most countries tax the global
income of their residents, but with foreign tax relief. A person originating
in country A who works for part of the year in country B and the rest of
the year in country A would pay income tax on pay earned in country B
and ask for tax credit while paying income tax in country A for the rest of
the taxable income. This person’s tax payment would be the same as if the
whole income had been earned in country A, unless country B’s income tax
is higher than that in country A.

Personal income tax is taken to be one of the most genuine rights of a
state. There is little chance of this tax being harmonised in either the euro-
zone or an EMU. The EU is fully aware of this issue, so it has few ambitions
in the sphere of personal income taxation. On the one hand, a potential for
free mobility of labour in the EU may provide a behind-the-scenes pressure
for harmonisation of national personal income taxes. On the other hand,
such pressure is not great because of the still considerable social obstacles25

to moving from one country to another.
A notable exception has often been the taxation of income of frontier

and migrant workers. Tax agreements generally avoid double taxation,
both in the country of destination (where the income was earned) and the
country of origin (where the income maker resides). Troublesome issues
remain regarding deductions, allowances and applicable rates. Granting an
allowance to a non-resident worker may involve a concession. This would
be the case when the country of residence offers the same allowance.
Generally, there is full taxation in the country of residence with a credit for
tax paid in the source country (Cnossen, 1986, p. 558).

The European Commission adopted a Communication on Undeclared
Work in 1998. This communication encourages cooperation across the EU
and the formulation of joint policies based on examples of best practice in
combatting the ‘underground economy’ (that is not taxed by the govern-
ment). This feature highlights the extent of the problem and outlines the
Commission’s approach. According to a Commission study, undeclared
work represents between 7 and 16 per cent of the EU’s GDP. This is a sig-
nificant increase from 5 per cent during the 1970s. Although it is difficult to
assess the precise extent of the underground economy, the report classifies
the EU countries into three main groups. In the first group, the level of
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underground activity is relatively low at about 5 per cent of GDP. This
group includes the Scandinavian countries, Ireland, Austria and the
Netherlands. At the other extreme are countries where the underground
economy exceeds 20 per cent of GDP, such as Italy and Greece. The other
member countries lie between these two extremes.

The communication issued by the European Commission defines
undeclared work as paid activity which is lawful in nature, but is neither
notified to the public authorities nor taxed. It estimates that it is equal to
10 to 28 million jobs or 7 to 19 per cent of total declared employment. The
communication perceives undeclared work as a common problem for all
member states and argues that it should be tackled jointly through the
exchange of good practice and, where appropriate, coordinated action at
EU level. Undeclared work, which is mainly prevalent in labour-intensive,
low-profit sectors and in business and innovative services, harms the career
prospects and working conditions of those engaged in it and deprives
the state of receipts needed to finance the provision of public services. The
reduction in receipts means a drop in the level of services the state can offer.
This creates a vicious circle as the government raises taxes to continue to
provide these services. Hence, there are more incentives for undeclared
work. Engagement in undeclared work is particularly harmful for workers
who are officially inactive, as it deprives them of training opportunities and
the development of a career profile, thus ultimately harming their future
employability.

The factors that contribute to the existence of undeclared work include
high taxes and social contributions, heavy regulatory and administrative
burdens, inappropriate labour market legislation, cultural acceptance and
the existence of easy opportunity. What is necessary to combat this situation
is a combination of measures aimed at reducing the advantages of being in
the undeclared economy, such as awareness-raising campaigns, tighter
controls and stronger sanctions, as well as the adaptation of inappropriate
legislation and the reduction of burdens on and obstacles to business.

The level, nature, consequences and causes of undeclared work have also
been the subject of European Commission reports in the past. There are
still difficulties in reaching a common definition and obtaining reliable data
on the level of undeclared activity and the individuals involved in it. The
wide margin in the estimated size of the underground economy as a per-
centage of GDP bears witness to these difficulties. Undeclared work is of
particular concern because it is particularly prevalent in the sectors which
the Commission seeks to target for job creation (labour-intensive services
such as domestic services). It causes possible distortions of competition in
the internal market and loss of revenue to the state, thus reducing the ability
to provide services. Undeclared work is particularly difficult to combat,
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because it is often either based on a consensual exchange of the two parties
involved or perceived as a matter of economic necessity. The European
Commission is now hoping to build on the exchange of best practice in
order to design measures to help combat this problem.

5. Indirect taxes
Indirect taxes are levied on the production and consumption of goods and
services. They influence the retail price, and hence affect patterns of trade
and consumption. Indirect taxes are ultimately paid by the final consumer.
Sales and turnover taxes, excise duties and tariffs are the basic indirect
taxes. In contrast with direct taxes, indirect taxes are seldom progressive.
The principles for the levying of these taxes will be considered before the
analysis of indirect taxes.

PRINCIPLES OF DESTINATION AND ORIGIN

Tax authorities are aware of the possible impact that indirect taxes have on
trade in goods and services. Therefore, they introduced a safety device in
the form of the destination and origin principle for taxation. This is of great
importance to those countries that integrate. According to the principle of
destination, taxes on goods are applied in the country of their consump-
tion. This is the norm accepted in the World Trade Organisation. However,
according to the principle of origin, taxes apply in the country of their pro-
duction.

The destination principle states that consumption of all goods in one
destination should be subject to the same tax, irrespective of the origin of
their production. This principle removes tax distortions on competition
between goods on the consuming country’s market. The goods compete on
equal tax conditions. This principle does not interfere with the location of
production. It is widely accepted in international trade relations even
though it requires the existence of fiscal frontiers among countries. The
problem is that this principle may give the illusion that it stimulates exports
and acts as a quasi-tariff on imports. This issue will be discussed shortly.

The origin or production principle asserts that all goods produced in one
country should be taxed in that country, despite the possibility that these
goods may be exported or consumed at home. If the production tax on
good X in country A is lower than the same tax on the same good in
country B, then if exported at zero transport and other costs, good X
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produced in country A will have a tax advantage in country B’s market over
country B’s home-made good, X. This introduces a distortion that inter-
feres with the spatial location of production between the countries. For
allocational neutrality, a harmonised rate of tax, between countries, is a
necessary condition.

Even within a customs union or a common market, there may exist fiscal
frontiers if the member countries accept the principle of destination. The
fiscal authorities of each country should know where and when they are
entitled to tax consumption of goods or services. The origin principle may
have an advantage, for it does not require fiscal frontiers. This conserves
scarce resources.

Taxes levied according to the destination and origin principles differ
regarding their revenue impact. These two principles determine to which
government the proceeds accrue. A full economic optimisation cannot be
achieved if there are different tax rates levied on various goods. Suppose
that country A levies a VAT at the rate of 25 per cent on cars only, while
the partner country B applies a uniform tax at the rate of 10 per cent on all
goods. Suppose that both countries apply the destination principle for tax
collection. In this case, the production in either country would be maxi-
mised because it would not be affected by the tax. Consumption would,
however, be distorted. The relative consumer prices would be distorted
because cars are dearer relative to clothes in country A, than they are in
country B. Consequently, country A’s consumers buy fewer cars and more
clothes than they would do otherwise. The opposite tendency prevails in
country B. In this case, trade between the two countries would not be
optimal. Conversely, suppose that the two countries collect taxes according
to the origin principle. In this case, trade would be optimised, for the rela-
tive consumer prices would be the same in each country. But, although
trade is optimised, tax would still distort the maximisation of production.
This is because producer prices, net of tax, would be reduced in a dispro-
portionate way. Country A producers would be stimulated to produce
clothes, rather than cars, while the opposite tendency would prevail in
country B. Once indirect tax is not levied at a uniform rate on all goods, the
choice is between the destination principle, which maximises production
but does not optimise trade, and the origin principle, which optimises trade
but does not maximise production (Robson, 1987, pp. 122–3).

The principle of destination offers a chance for tax evasion that is
unavailable (if the records are not faked) with the origin principle. If taxes
differ, then a consumer may be tempted to purchase a good in the state in
which the relative tax burden is lower and consume it in the country where
the tax burden is relatively higher. Consumers may easily purchase goods
in one country and send or bring them to another one, or order these goods

Fiscal policy and the budget 179



from abroad. This tax evasion depends on the differences in taxation, cost
of transport and cooperation of buyers and sellers who do not inform the
tax authorities if they know that the objective of certain purchases is tax
evasion. The revenue effect of a standard tax at a rate of 40 per cent in a
country where tax evasion is widespread (for example, the ‘olive-oil belt’ or
Club Med countries of the EU) may be much smaller than the revenue
impact of the same tax at a rate of 10 per cent in the country where tax
evasion is not a common practice.

The tax system in the US relies on corporate and personal income taxes
applied using the origin principle. The tax authorities in the EU countries
rely upon consumption taxes with the application of the destination princi-
ple.26 If the Europeans export goods to the US, they may have an advantage
embodied in the difference in the tax systems. The US may contemplate the
introduction of a border tax adjustment. This step may involve an addition
to or reduction in the taxes already paid in Europe. The objective would be
to keep competition in the US market on the same tax footing.

While the origin principle does not involve visible border tax adjustment,
the destination principle includes it to the full extent of the tax. The long-
run effect of either principle is, however, the same. In general equilibrium,
any short-run advantage by one country will be eliminated in the long run
by changes in the rate of exchange and domestic prices (Johnson and
Krauss, 1973, p. 241). The US is a net importer of manufactured goods
from Europe and Japan. It is advantageous, however, for the US to have
these two exporting countries administer taxes on a destination, rather than
origin basis (Hamilton and Whalley, 1986, p. 377). This is correct in the
short run. In the long-run general equilibrium, the operation of exchange
rates and factor prices (Johnson–Krauss law) would, presumably, eliminate
any short-run (dis)advantage to these countries.

The new theory of trade and strategic industrial policy disputes the
Johnson–Krauss argument. In a real situation with imperfect markets
(increasing returns to scale, externalities and the economies of learning)
and when the economic system is non-ergodic, once the production of, for
example, aircraft or fast trains starts at a very restricted number of locations
in the world, it perpetuates itself at that or those few locations. There is no
room in the world even for three producers of wide-body passenger aircraft.
In this case, the exchange rate argument (Johnson–Krauss) is of little help
for the small and medium-sized countries.

Both the destination and the origin principles are imperfect. The destin-
ation principle for taxation is able to accomplish efficiency in the location
of production, but not efficiency in trade. The origin principle has an
inverse effect. If taxes are applied according to this principle, then trade
may be efficient, but the location of production may not be efficient.
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SALES AND TURNOVER TAXES

Sales and turnover taxes are payments to the government that are applied
to all taxable goods and services except those subject to excise duties.
Turnover tax is applied during the process of production, while if the tax
is applied during sales to the final consumer it is called a sales tax. There
are two methods for the collection of the sales tax. One is the cumulative
multistage cascade method, while the other is called VAT. Apart from these
two multiphase methods for the collection of the sales tax, there is also a
one-stage method, applied only once, either at the stage of production or
at the wholesale or retail sales phase. The following analysis will deal with
the multiphase methods.

CUMULATIVE MULTISTAGE CASCADE METHOD

According to the cumulative multistage cascade method for the collection of
sales tax, the tax is applied every time goods and services are transferred
against payment. The tax base includes the aggregate value of goods that
includes previously paid taxes on raw materials and inputs. The levying and
collection of this tax are relatively simple, the tax burden may appear to be
distributed over a larger number of taxpayers and the rate of sales tax applied
by this method is relatively lower than the rate applied by the VAT method.

Firms may be stimulated by this method of collection of sales tax to
integrate vertically in order to pay tax only at the last stage of the produc-
tion process. This may have a favourable impact on the expansion of the
business activities of firms (diversification). It may, however, cause a mis-
allocation of resources. This artificial vertical integration may erode the
advantages of specialisation and the efficiency of numerous SMEs if the
vertically integrated firm ceases to use their output or if it absorbs them.

VALUE-ADDED TAX

This method of collection of sales tax is applied every time a good or
service is sold, but it applies only on the value that is added in the respect-
ive phase of production, which is the difference between the price paid for
inputs and the price received for output (hence, value added). The applica-
tion of VAT starts at the beginning of the production process and ends up
in the retail sale to the final consumer. VAT avoids double or multiple
taxation in the previous stages of production (addition of value). Every
taxpayer has to prove to the tax authorities, with an invoice, that the tax has
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been paid in the previous stages of production. Hence, there is a kind of
self-regulating mechanism.

At the early stages of economic development, countries have relatively
simple tax systems which apply only to a few goods and services. As
countries develop, they tend to introduce a tax system that is more sophis-
ticated, with a wider and more neutral tax base and coverage, and more
efficient. Taxes on international trade (exports and imports) should be
replaced by sales taxes that are collected by the VAT method. A relatively
low rate of tax applied according to this method can raise a high return. It
does not distort the economy, because it is neutral to the production mix of
home and imported factors. In addition, it does not discriminate between
production for home and foreign markets. VAT is neutral regarding the
vertical integration of firms, so specialised SMEs may remain in business.
If sales tax is collected according to the VAT method, then it would be
harder to evade it in comparison to the situation where tax is collected only
at the retail stage.

VAT based on the principle of destination is accepted in the EU as the
method for the collection of sales tax. The method is harmonised, but there
is a wide range of differences in the rates of this tax among EU countries.
If the objective is to have a single rate of this tax, then there is considerable
room for improvement in the future. The elimination of fiscal frontiers in
the EU in 1993 and the creation of the Single European Market placed a
certain market pressure on tax authorities to ‘align’ national VAT rates and
prices, otherwise firms would lose business, in particular in the frontier
regions. The creation of the eurozone (1999) and the introduction of the
euro in circulation in 2002 added to this pressure.

A White Paper (European Communities, 1985) proposed the setting up
of the EU Clearing House System. Its role would be to ensure that the VAT
collected in the exporting member country and deducted in the importing
member country was reimbursed to the latter. The crucial feature in this
system would play across EU bookkeeping and computerisation. This
system would, in principle, create a situation for taxable persons within the
EU identical to the one that prevails in the member countries. In spite of
the potential benefits of such a tax system, it was criticised on the grounds
that it would be bureaucratic and costly.

In practice, however, the existence of widely diverging rates of tax and
tax exemptions may expose the system to the risk of fraud and evasion. The
EU was aware that some fraud and evasion already existed, but the scale of
such distortions after the removal of fiscal frontiers and the introduction
of the euro would increase without tax harmonisation. Therefore, a
minimum standard VAT rate of 15 per cent on most goods became a legal
obligation in the EU from October 1992.
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It is relatively understandable for Britain (as well as Ireland and Greece)
to oppose this type of tax alignment since cross-border shopping is not a
common feature in those countries as they have no common land frontier
with the rest of the EU. However, for Austria, the Benelux countries,
France and Germany, where cross-border shopping is common, it is easy
to accept such arguments.

A move towards the origin principle (collection of tax during produc-
tion) would require a system for redistribution of revenues (refunds) from
the country where the goods were produced and taxed to the one where
they are consumed. The effect of such a system would be as if the tax had
been levied on consumption. Although there were concerns in some
member countries because of the need to find alternative employment for
thousands of customs officers, the fiscal frontiers between EU countries
were removed in 1993. This was the most visible benefit of the imple-
mentation of the Single European Market.27 Consumers are now free to
purchase goods in any EU country and bring them home with very few
restrictions, provided that the imported goods are only for their personal
consumption. There are, of course, exceptions, but only two: the purchase
of new cars is taxed in the country of registration, while mail-order pur-
chases are taxed either at the rate applying in the country of destination or
at the rate in the seller’s country (depending on the seller’s annual sales
volume in the country of destination).

Border tax adjustment without border controls was preserved in the EU.
The former border controls were shifted by the interim system (introduced
in 1993) to exporting and importing firms (centralised costs were replaced
by decentralised costs in firms). The transitional system was extended in
1997 for an indefinite period, because EU countries were and still are
unable to agree on the final shape of the VAT system based on the principle
of origin. This system replaced time-consuming tax controls and payments
at the EU internal borders with a demanding centralised reporting system
carried out by the companies themselves. The final system will allow firms
to pay VAT in the country of origin, as if all EU member countries were a
single country. The burden of redistribution of VAT revenue will then fall
on the member states. This would be advantageous to businesses as they
would not have to differentiate between domestic and intra-EU sales. None
the less, there will be two problems. First, a clearing house system will have
to redistribute revenue around the EU as countries that export a lot will
benefit from the system, while those that import a lot will lose. Second, the
origin-based tax system will enhance the need for a higher harmonisation
of VAT rates. In the meantime, the current transitory system seems to be
operating quite well. This will, of course, be taken into account during the
reassessment of the tax system.
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This gradual approach was extremely difficult to implement. EU member
states showed little enthusiasm in practice for the move towards the origin
system. There is a reluctance to move towards a greater degree of harmon-
isation of VAT rates even though this is a precondition for the definitive
system. Bearing in mind the potential and actual resistance concerning tax
harmonisation, the European Commission has a patient long-term goal of
origin-based taxation based on small steps, relating simplification, mod-
ernisation and administrative cooperation among member countries.

Table 3.2 illustrates differences in VAT rates in the EU, candidate coun-
tries, Switzerland, the US and Japan. The lower rates apply to food, cloth-
ing and other essential items. Portugal has lower rates in its autonomous
regions. Ireland and Britain use the zero rate for food, books and children’s
clothing. The other countries generally apply an exception with credit
(which comes down to the same thing as a zero rate) to exports and supplies
assimilated to exports, such as supplies to embassies, to ships leaving the
country and the like. In Ireland and Britain these supplies are also covered
by the zero rate.

The EU rules assert that goods should be taxed at between 15 and 25 per
cent, except for a series of commodities that carry reduced rates. In order
to simplify the EU’s maze of VAT rates, the European Commission pro-
posed a plan (in 2003) that would require Britain and Ireland, which have
zero VAT rate on children’s clothes and shoes, to apply VAT on these goods.
Otherwise, this would distort the Single European Market. The British
Treasury declared that it would use the veto to block this plan if necessary
as one of the election promises was to keep a zero rating on these goods.

A broad-based VAT can be criticised on the grounds that it is regressive.
The reason for the regressive impact of VAT in the EU can be found in the
structure of national demand. Consumption to which VAT applies usually
embraces a relatively higher proportion of the GDP in the less-advanced
member countries than in the richer ones. Other components of demand,
such as investment, which is presumably higher in the more advanced
countries, are not burdened by VAT. The low-income segment of the pop-
ulation can be helped by transfer payments. This can make VAT directly
progressive. Zero rating, exemptions and multiple rates do not always
directly assist the low-income group, which is the target population.

The EU conducted a wide-ranging survey in the second half of the 1980s.
About 20 000 businessmen from 12 EU countries were asked to rank the
biggest barriers to free trade. The most damaging of all were overt obsta-
cles. Different national technical standards, administrative and customs
formalities were at the top of the list, while differences in rates of VAT and
excise duties were at the bottom of the list of eight barriers (Emerson et al.,
1988, pp. 44–6).
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Table 3.2 VAT rates in the EU(25), candidate countries, Switzerland, the
US and Japan in 2003

Country VAT rate (%)

1. Austria 10, 20
2. Belgium 6, 12, 21
3. Denmark 25
4. Finland 8, 17, 22
5. France 2.1, 5.5, 19.6
6. Germany 7, 16
7. Greece 4, 8, 18
8. Ireland 4.3, 13.5, 21
9. Italy 4, 10, 20

10. Luxembourg 3, 6, 12, 15
11. Netherlands 6, 19
12. Portugal 5, 12, 19
13. Spain 4, 7, 16
14. Sweden 6, 12, 25
15. United Kingdom 5, 17.5

16. Cyprus 5, 15
17. Czech Republic 5, 22
18. Estonia 5, 18
19. Hungary 12, 25
20. Latvia 9, 18
21. Lithuania 9, 18
22. Malta 5, 15 
23. Poland 3, 7, 22
24. Slovakia 14, 20
25. Slovenia 8.5, 20

26. Bulgaria 20
27. Romania 19
28. Turkey 1, 8, 18

29. Switzerland 2.4, 3.6, 7.6
30. United States no VAT, state and municipal taxes 

approximately 4–19%
31. Japan 5 (including local tax)

Source: International Bureau of Fiscal Documentation (2003).



EXCISE DUTIES

Excise duty is a type of indirect tax that is levied for the purpose of raising
public revenue. It is applied in almost every country to tobacco, spirits and
liquid fuels. Excise duties are also applied in some countries to coffee, tea,
cocoa, salt, bananas, light bulbs and playing cards. These duties are levied
only once, usually at the stage of production or import. Another property
of excise duties is that they are generally high in relation to other taxes.

While the VAT is proportional to the value of output, an excise duty may
be based either on the ad valorem principle (retail or wholesale price) or it
may be a specific tax. Within the EU, tobacco products are subject to both.
There is a specific tax per cigarette and an ad valorem tax based on the retail
price of the cigarettes concerned (Kay, 1990, p. 34).

Table 3.3 presents the rates of excise duties in the EU member countries.
There is a wide variety in charges that come from excise duties among the
countries. This difference is due to the various choices of fiscal and health
authorities. If the difference in excise duties among countries exceeds the
costs of the reallocation of resources or transport, it will have a distorting
effect on the geographical location of resources or pattern of trade. The
difference in the excise duty on 1000 litres of petrol of €210 between high-
duty Germany and low-duty Austria is significant when one bears in mind
that it costs just a few euros to transport this amount of fuel by pipeline.

The VAT is calculated on the price of a good that includes the excise duty.
Any change in the excise duty will produce differences in the VAT revenue.
Hence the need for a certain harmonisation of excise duties too. In the US,
each federal state has its own liquor duty. Liquor and cigarettes should bear
the national tax authority stamp. Only the nationally stamped goods can be
purchased legally within a state. Import for personal consumption is unlim-
ited, while bulk intra-EU commercial transport and trade in these goods
without the proper tax clearance is forbidden and punishable. The har-
monisedratesproposedbytheEuropeanCommissionshouldbeviewedonly
as a yardstick, as it would be extremely difficult to try to unify excise duties
throughout the EU member countries (it would be like ‘waiting for Godot’).

The goods that are subject to excise duties are normally stored in bonded
warehouses that are controlled by the public authorities. Once the goods
are taken out for consumption, the excise duty is levied. If the goods are
exported, the excise duty is not charged upon the presentation of a proof
of export. The importing country of these goods controls the import at the
frontier where it establishes liability for excise duty. This ensures that excise
duty is charged in the country where the goods are consumed. After the
creation of the Single European Market, which removed tax and other
internal frontiers, the wide divergence in excise duties would distort trade,
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because of a real danger of fraud and evasion. The White Paper proposed
as a solution a linkage system for bonded warehouses for products subject
to excise duties and the approximation of these charges in the EU.

6. Future challenges
Indirect taxes are already harmonised to an extent within the Single
European Market. Direct tax systems, on the other hand, require only
limited harmonisation and can generally be left to individual EU countries.
However, there is a general consensus across the EU that cooperation is
needed to remove harmful tax competition.
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Table 3.3 Excise duties in the EU(15) countries in 2001 (in euros)

Country Excise revenue Pack Beer Wine 40% spirits Unleaded

GDP Total tax
of 20 1la 1lb 0.75lc as % of

revenue
cigarettes petroleum 1ld

Denmark 5.6 11.0 3.29 0.62 0.95 11.09 0.54
Luxembourg 5.0 12.0 1.41 0.01 0.00 3.12 0.37
Finland 4.7 10.1 3.03 0.29 2.35 15.14 0.56
Portugal 4.6 13.5 1.51 0.17 0.00 2.51 0.48
Ireland 4.5 13.8 3.97 0.19 2.73 8.29 0.51
Greece 4.4 11.9 1.70 0.01 0.00 2.72 0.32
UK 3.6 10.0 5.60 0.19 2.50 9.50 0.79
Sweden 3.5 6.8 2.70 0.15 2.26 15.45 0.48
Netherlands 3.5 8.3 2.07 0.25 0.59 4.51 0.61
Italy 3.5 8.0 1.54 0.01 0.00 1.94 0.52
France 2.9 6.4 2.71 0.03 0.03 4.35 0.57
Spain 2.8 7.9 1.33 0.01 0.00 2.22 0.43
Germany 2.8 7.3 2.29 0.00 0.01 3.91 0.62
Austria 2.7 6.2 1.96 0.02 0.00 3.00 0.41
Belgium 2.4 5.2 2.09 0.02 0.47 4.98 0.49

EU average 3.8 9.2 2.48 0.13 0.79 6.18 0.51

Notes:
a. The agreed minimum excise duty is €748 per hectolitre degree Plato of finished product.
b. The agreed minimum excise duty is €0 per hectolitre.
c. The agreed minimum excise duty is €550 per hectolitre or €1000 per hectolitre of pure

alcohol.
d. The agreed minimum excise duty is €278 per 1000 litres.

Source: Cnossen (2001, p. 502).



The impact of the potential tax competition; high international mobility
of capital and certain TNCs; and integrated international production has
not yet been fully grasped by many tax authorities. Divergent tax rates on
highly portable luxury and expensive goods may not be sustained. Hence,
there is a trend away from taxing these goods and towards taxing the con-
sumption of petroleum, spirits and tobacco. However, different taxes and
their rates may remain on non-tradable goods and real property.

In order to deal with harmful tax competition, the European Commission
proposed several measures that may introduce certain bases for increased tax
coordination between the member countries. These include the following:

● a code of conduct for business taxation, in parallel with a European
Commission notice on state aids in the form of taxation measures;

● the elimination of distortions in the taxation of capital income;
● the elimination of withholding taxes on cross-border interest and

royalty payments between companies; and
● the elimination of significant distortions in the area of indirect

taxation.

The European Commission’s strategy for the future was revealed in a
Communication (COM(97) 464) which was approved by the Council of
Ministers in 1997. The Commission has a code of conduct for business
taxation. It seeks to introduce a coordinated approach to harmful tax com-
petition and to promote a system of employment-friendly taxation. This
was important as there was a trend which revealed an increasing tax burden
on labour (particularly the least skilled and the least mobile). In addition,
larger firms were better placed and equipped to take advantage of tax
competition between countries.

The code of conduct for business taxation is not a legally binding docu-
ment. It is, however, rather comprehensive as it includes a review and
monitoring process. The code helps to prevent and overcome economic
distortions and an erosion of tax bases within the EU. Member countries
agreed to respect principles of fair competition and to refrain from harmful
tax competition.

A number of disparities in the area of VAT and the tax treatment of energy
products should be removed in order to prevent the risk of harmful tax com-
petition. Among the changes proposed, the European Commission aspires:

● to modify the status of the VAT committee (regulatory committee);
● to exempt from VAT those transactions in gold that are made for

investment purposes (such transactions are still taxed when used for
industrial purposes);
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● to review the taxation of passenger transport;
● to revise the rates applied to energy products; and
● to establish the FISCALIS programme of cooperation between

member states against fraud in the area of indirect taxation.

In 2000, in order to remove the competitive disadvantage of EU firms
involved in e-commerce28 relative to foreign (principally US) competitors,
the European Commission proposed a set of ideas. These include a request
to a foreign supplier with annual sales of over €100 000 in the EU to be regis-
tered in an EU member country; sales of EU firms abroad would be VAT
free; sales within the EU to consumers would be according to the principle
of origin (does not need trans-border tax adjustment), while on-line sales
among EU firms would be according to the principle of destination.

The case for the unitary method of taxation may gain certain additional
support in the future. The expansion of integrated international produc-
tion (TNCs) and an increased international mobility of factors, capital in
particular, are reaching the point at which the taxation of business founded
on the unitary method may be superior to the arm’s-length method of tax-
ation. This topic could be discussed interminably. Progress in international
tax matters, including attempts to approximate, harmonise or unify tax
systems, takes a very long time indeed. The reason for this is simple: the
jealously protected sovereign national tax privileges.

There is a pressing need to make progress in the field of taxation and to
ensure more effective coordination of tax policies. This is relevant for
further development of the Single European Market, ways and means to
enable industry to compete on the world market, and the need to reduce the
level of unemployment and challenges brought by e-commerce. The issue
of harmful tax competition, which threatens to reduce revenues, to distort
tax structures and to interfere with spatial and sectoral location of invest-
ments, should be kept relatively high on the EU policy discussion agenda.
Additional challenges in the tax field refer to taxation in the light of an
ageing population, the social expenditure necessary for the care of the aged
and the fight against fraud and irregularities.

7. Conclusion
Most national tax systems are deeply rooted in an era when economies were
largely closed and when international capital movements were small or
non-existent. The national tax authorities could tax income and business
with little regard for what goes on in other countries. The contemporary
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system of integrated international production, economic integration, high
degree of capital mobility and ‘globalisation’ changed all that. Increasingly,
it matters what is going on at home, as well as abroad. There are at least
three reasons for this:

● Income of TNCs: A large part of trade within many TNCs represents
intra-firm trade. TNCs may manipulate (transfer pricing) the costs of
their intra-firm transactions in order to have their income taxed
where it is most favourable for the corporation. Certain TNCs may
be sensitive to tax and subsidy incentives, hence they may move the
location of their business.

● Personal income: It is estimated that income earned from foreign
investment and savings (profit, dividends and interest) is growing
exponentially. National tax authorities were not always able to track
this individual income as much of it may come from tax havens. This
income tends to be unreported or underreported to the national tax
authorities. Recent moves towards the exchange of information
among EU countries may significantly reduce tax evasion.

● Sales taxes: Open borders, advertising, access to information, the
internet, mail ordering, electronic payments, smaller size of many
goods, lower cost of transport, increased travel and the like all
increase international purchasing, especially of goods that are
expensive and easily portable. Lower sales taxes and the refund of
paid taxes on these goods if exported add to the consumer’s deci-
sion to purchase internationally.

The benefits that accrue from the elimination of fiscal frontiers in the EU
refer to the following gains. The investment decisions of firms are improved
as the tax system increases the degree of certainty in relation to the situation
where every country manages its own taxes. A removal of tax posts at fron-
tiers saves resources and, more importantly, increases the opportunities for
competition and, consequently, improves prospects for a superior spatial
location of production. Of course, some facilities for random anti-terrorist,
health, veterinary and illegal immigration checks may be necessary. Finally,
harmonisation of the tax system would enhance the equalisation of prices
and lower the distortions due to different systems and rates of taxation.

Tax competition may tempt governments to offer tax concessions (lower
taxes) and provide tax incentives (subsidies) in order to lure TNCs to
relocate their operations. Potential (short-term) losses in tax revenue may
be compensated or more than compensated in the medium term. The
expectation is that if ‘all goes well’, TNCs can employ local labour and
purchase locally produced inputs. Salaries of the employed will be taxed,

190 The economics of European integration



as well as goods and services purchased by these salaries, and there would
be less expenditure on unemployment benefits and so on.

A country (or group of countries) that frequently changes its (their) fiscal
systems may be regarded as a potentially risky location(s) for investment.
This may provoke a reduction in the inflow and an increase in the outflow
of capital to the relatively more politically stable and economically growing
destinations. Complete unification of fiscal systems, however, may not be a
prerequisite for the smooth functioning of an EMU. The US is the best
example in support of this argument. The federal states in the US have
differences in their respective tax systems. This system has functioned rela-
tively satisfactorily without any tax posts between the states for a number
of decades. However, these differences in the tax systems are relatively
minor. There is a significant degree of harmonisation among tax systems
in federal units. There is also a high labour mobility in the US. If certain
local or state taxes change (increase), this may easily provoke an outflow of
labour and management from that location. Such a swift response does not
exist in Europe. Therefore, the local European or state authorities could
comfortably retain relatively high and distinct taxes without fearing that
people (but not companies) would go elsewhere. In addition, operation of
firms within clusters makes firms relatively less sensitive to taxes. This
provides the local authorities with opportunities to tax them more heavily
than would otherwise be the case.

A genuine Single European Market requires a certain degree of harmon-
isation of indirect taxes among its member countries. Otherwise, member
governments would have to accept substantial diversions in revenues. It is
widely believed that a difference in sales tax of up to 5 per cent could intro-
duce distortions that may be acceptable among the integrated countries and
that these differences would not bring unbearable budgetary problems.
However, the problem arises when the national budgets have different trends
regarding their deficits. Alterations in the national tax systems in such situ-
ations can bring serious political difficulties.

As for the possibility of a significant degree of harmonisation (or, in an
extreme case, unification) of fiscal systems in the EMU, there are certain
grounds for pessimism. A tax policy is one of the most fundamental national
sovereign rights. Recall Britain’s vigorous opposition to the inclusion of
fiscal matters in the majority-voting issues in the Single European Act and
onwards. The achievement of national goals within a fiscal policy does not
necessarily coincide at all times with those of other partners. Although the
eurozone may agree on the basic objectives, their achievement may be left to
the member countries which may sometimes wish to use different and poten-
tially conflicting instruments. None the less, the sophisticated market-led
approach (bottom-up) to integration in tax matters that came from the
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Single European Act (a removal of fiscal frontiers) might compel national
tax authorities to align their tax rates and systems. Otherwise, other things
being equal, businesses that are sensible to taxation may move to and settle
in the countries where the tax treatment is most favourable. This bottom-up
approach by the EU is a significant shift from the earlier policy proposals
that argued in favour of full tax harmonisation (top-down).

The public is sensitive to general changes in tax systems. Full fiscal har-
monisation in the EU may require an increase in taxes in some countries
(for example, Latvia and Lithuania) while it may require their decrease in
others (for example, Austria and Spain). In the low-tax countries there is
an opposition to tax increases, while in the high-tax countries, there is a
fear of revenue losses. Therefore, a partial fiscal harmonisation (only
agreed taxes) might be a good first step for those who argue in favour of
harmonisation. One of the issues not dealt with in the Single Market
Programme was that very little has been done in the area of tax approxi-
mation. Harmonisation of fiscal systems of the countries that are in the
EU, and especially in the eurozone, requires caution, gradualism and,
more than anything else, the political will which economic theory cannot
predict.

Tax harmonisation (averaging) may not bring gains either to developed
or to backward regions or countries. While this harmonisation may reduce
the tax revenue of the authorities in the former group, at the same time it
makes backward regions less attractive for investment. As this provides
certain arguments in favour of tax competition, one must note the effects
of harmful tax competition for internationally mobile business activities.
If there is a lack in transparency regarding tax provisions and in their
application (in favour of non-residents), and if there is a lack of exchange
of information between national fiscal authorities, then such tax competi-
tion may have a harmful effect on the allocation of resources. The role of
international agreements is to end such practices.

There is also the ever-important question: why are taxes not coming down
in the EU? There are several possible answers. First, economic integration is
not yet complete. This situation may remain for quite some time to come.
Second, technology has improved, and made trade in goods, communication
and transport cheaper. However, there are still costs involved in overcoming
the problems of distance. The third aspect may be linked with ideology. The
end goal of the radical right may include the objective to end taxes on all
income that comes from capital (ownership) and to replace them with taxes
on wages (earned income) only. Such an approach to taxes is resisted in
Europe.

A gradualist type of tax integration that allows for a certain degree of
competition (public choice approach) may be preferred to a holistic
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unification or harmonisation. In any case, tax issues are very sensitive and
many may agree, overtly or covertly, that tax matters ought to remain a
matter for unanimity in the EU in spite of the fact that this may require
many years of arduous work.

8. Budget of the European Union
INTRODUCTION

Together with the law and its enforcement, the budget, its revenue and
expenditure, is one of the most essential instruments that an economic
and/or political organisation may employ to fulfil its role. The budget should
cover not only administrative costs, but also dispose of funds for interven-
tion in the economy. Otherwise, the role of such an organisation may be
limited to mere consultation and, perhaps, research of certain issues. The
budget of most international organisations covers only their administrative
expenses. A rare exception is the EU, which returns and redistributes about
95 per cent of its receipts back to the member countries. The budgets of the
member countries reduce their expenditure for their own interventions in
the fields where the EU has competence and where it intervenes.

In 1970 the EU budget amounted to €3.6 billion or €19 per inhabitant.
In 2003, the EU budget stands at €98 billion or €258 per inhabitant or €0.7
per day. Yet this is ‘only’ 1.1 per cent of the combined GDP of the 15
member countries of the EU. Following enlargement in 2004, the EU(25)
budget of €105 billion would mean an EU expenditure of €232 per inhab-
itant a year or €0.6 a day.

PRINCIPLES

The EU budget is subject to certain general principles. All EU expenditure
must be presented in a single document (principle of unity). According to the
principle of annuality, the budget operations relate to a given budgetary year
which coincides with the calendar year. This eases the control of the work of
the EU executive branch. The principle of equilibrium requires that the
budget must be in annual balance (Article 268 of the Treaty of Rome) and
must be wholly financed from own resources (Article 269). Deficit financing
or taking loans to finance the possible deficits are outlawed. Specific budget-
ary revenue may not be assigned or linked to a particular expenditure (prin-
ciple of universality). Finally, the principle of specification requires that
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expenditure has to be specified. A precise purpose has to be given to each
outlay in order to prevent any confusion between appropriations.

As already seen in the chapter on monetary integration (Chapter 2), the
objective of the Stability and Growth Pact (1997) is to keep the eurozone
on track by means of a sustainable fiscal policy. This was needed to stabilise
the debt/GDP ratios at reasonable levels following years of rising public
debt. If one or several governments borrow recklessly, no limits on bor-
rowing would give them a chance for a free ride in the eurozone. As a result,
all eurozone countries could pay a price for such irresponsible national
spending policy, as interest rates could increase throughout the zone.
Therefore, the reasoning behind the pact was to shield the ECB from
national pressures to reduce debt through inflation.

The absolute and relative size of the EU budget is, however, quite small
in relation to its share of the joint GDP of the member states, as well as in
relation to the potential impact on the large-scale macroeconomic life of
the EU. As such, it differs from the national budgets since the EU budget
plays a significant role neither in economic stabilisation, nor in allocation
of resources (apart from agriculture). In addition, its potential stabilisation
role is jeopardised by the annuality principle.

Even though there is a principle of annuality, the EU sometimes engages
in multiannual financial operations. These operations are continuously
expanding. Therefore, the dual requirements are reflected in the advent of
two distinct appropriations:

● The payment appropriations cover expenditure (to the limit entered in
the current annual budget) that results from the commitments under-
taken in the current financial year and preceding financial years.

● The commitment appropriations refer to the total cost (ceiling) in the
current financial year of the obligations that are to be carried out
over a period of more than one financial year. The commitment
appropriations are larger than payment appropriations.

The Treaty of Rome (Article 272) sets two types of EU budgetary outlays:
compulsory and non-compulsory expenditures. The distinction between
the two is basically political, so it was often a source of conflict between the
European Parliament and the Council of Ministers. A vague definition of
the two kinds of expenditure was drafted in 1982 by a joint declaration of
the European Commission, the Council of Ministers and the European
Parliament, which stated that compulsory expenditure from the budget is
obligatory for the EU in order to meet its obligations. This refers both to the
internal and external tasks that stem from the treaties and other acts.
All other expenditure is non-compulsory.
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The Council of Ministers has the last word on compulsory expenditure,
while the European Parliament decides on the non-compulsory outlays.
The Parliament may increase the amount of non-compulsory expenditure
by amending the draft budget. The maximum rate of increase in relation to
the preceding fiscal year depends on the trend of the GDP increase in the
EU, average variation in the budgets of the member states, and trends in
the cost of living, as well as on approval by the Council. Before the draft-
ing of a new budget, the presidents of the three institutions have a
‘trialogue’ meeting to determine the grouping of the new budget chapters
and the ones for which the legal basis might have changed.

PROCEDURE

Article 272 of the Treaty of Rome lays out the budgetary procedure
(sequence of steps and deadlines) that should be respected by the European
Commission, the Council and the European Parliament. The prescribed
budgetary procedure begins on 1 July and ends on 31 December of the year
preceding the budget year in question. In practice however, from 1977, the
procedure has started much earlier. The sequencing of the annual bud-
getary procedure is as follows:

● The European Commission is to prepare and send to the Council and
Parliament the preliminary draft budget by 15 June. It does so by com-
piling the requests of all spending departments according to the EU’s
needs and political priorities for the coming year. The Commission
also arbitrates between conflicting claims on the basis of the priori-
ties set for the year in question. The preliminary draft budget can be
amended in order to allow for the inclusion of new information that
was not available prior to June.

● The Council conducts its first reading of the preliminary draft budget
and on this basis and after a conciliation meeting with the Parliament
establishes the draft budget before 31 July. This draft budget is sent by
mid-September to the Parliament for the first reading.

● The European Parliament conducts its first reading of the draft
budget during October. It may amend the non-compulsory expend-
iture by the absolute majority of its members. Modifications in the
compulsory expenditure require an absolute majority of votes cast.
The Parliament is supposed to pass the amended draft back to the
Council by mid-November for the second reading.

● After the conciliation meeting with the Parliament, the Council con-
ducts its second reading of the draft budget during the third week of
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November. The draft budget is altered following the amendments
(for the non-compulsory expenditure) by the Parliament or proposed
modifications regarding compulsory expenditure. Unless the entire
budget is rejected by the Parliament, this is the stage when the
Council determines the final amount of the compulsory expenditure.
The amended draft budget is returned to the Parliament around the
last week of November for the second and final reading.

● As the Council decides on compulsory expenditure, the Parliament
spends most of its time in reviewing the non-compulsory outlays. For
that part of the budget, the Parliament may accept or refuse the
proposals of the Council. The budget is accepted (before the New
Year) and could be implemented when the Parliament approves it by
a majority of its members. Three-fifths of the votes cast must be in
favour.

● As certain unforeseen and exceptional events may take place during
the year when the budget is implemented, the European Commission
is entitled to propose amendments to the ongoing budget. These
changes are subject to the same procedural rules as the general budget.

EXPENDITURE

The budgetary crises of the 1980s prompted the EU institutions to recon-
sider budgetary procedure and discipline. The budget was sometimes
balanced by accounting tricks dubbed ‘creative accounting’. Certain
payments were deferred until the following year, when it was expected that
the financial conditions would improve. As part of the reform in 1988 and
in order to ensure budgetary discipline and to improve the budgetary
procedure, the European Parliament, the Council and the European
Commission ought to agree in advance on the main budgetary priorities in
the forthcoming medium term. The objective is to institute a binding
medium-term financial framework for EU expenditure known as the
‘financial perspective’.

The financial perspective shows both the maximum amount and the
structure of foreseeable EU outlays. A reference point for the budgetary
expenditure was the financial perspective from 1988 to 1992. The subse-
quent agreements covered seven-year periods, 1993–99 and 2000–06.
Tough negotiations started on the post-enlargement financial perspective,
2007–13, even before the eastern enlargement in 2004.

The financial perspective differs from indicative financial programming
in that the ceilings are binding on the parties to the Interinstitutional
Agreement. The financial perspective marks the maximum amount of

196 The economics of European integration



payment appropriations for the various chapters of EU expenditure. It is
not a multiannual budget. The reason is that the usual annual budgetary
procedure still applies in order to determine the actual level of expenditure
(but up to the ceiling provided by the financial perspective). The three insti-
tutions agree to respect the annual expenditure ceiling for each expenditure
item. The ceilings, however, need to be sufficiently large in order to allow
for the flexibility necessary for budgetary management. The ceiling may be
revised in either direction, but that depends only on unforeseen events
(such as German reunification, the violent disintegration of the former
Yugoslavia or aid to Rwanda) that took place after the Interinstitutional
Agreement was signed.

The 1988 reform of the budget had three additional aspects:

● The total own resources of the EU budget were not linked to the
VAT contribution. Instead, resources needed to cover the budgetary
expenditure had a ceiling in appropriations for payments. This overall
ceiling was fixed for each year from 1988 to 1992 as a percentage of
the Union’s GDP (for example, 1.15 per cent in 1989 and 1.2 per cent
in 1992). The new ceilings gradually increased from 1.20 to 1.27 per
cent in the period which ended in 1999.

● The budgetary discipline, as a shared responsibility of the European
Commission, the Council and the Parliament, was increased. Its
major objective was to check farm expenditure. The means to achieve
this is a guideline that may not increase by more than 74 per cent of
the annual rate of growth of EU GDP.

● The coordination and increase in effectiveness of the three structural
funds (the European Agricultural Guarantee and Guidance Fund:
EAGGF; the European Regional Development Fund: ERDF; and
the European Social Fund: ESF). The objectives included the adjust-
ment of regions whose development was below the EU average,
structural conversion in the regions hit by industrial decline, the fight
against long-term unemployment, the occupational integration of
young people, the adjustment of farming structure and the develop-
ment of rural areas.

The European Council in Berlin (1999) decided to keep the EU budget
ceiling at a level that does not exceed 1.27 per cent of the total EU GDP
in the period of the new financial perspective, 2000–06.29 This means
that the enlargement-related expenditure must fit within this limit set for
‘own resources’.30 This (or any other) fixed rate may be disputed as it
may not fulfil the allocation, or the stabilisation, or the redistribution tasks
in an EMU. As for the total annual aid that a member country may receive
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from the EU budget, this was limited to 4 per cent of the national GDP.31

This was a political compromise, as are most solutions in the EU. In
addition, the Council decided to link the national contribution to the
EU budget to the member country’s ability to contribute (GDP).32

Economically successful EU members would have to pay more as they can
afford more.

A new emphasis in expenditure includes the financing of the trans-
European transport, telecommunications and energy networks. Priority
would be given to the cross-frontier links between the national networks. As
for external action, the EU will pay attention to emergency aid (primarily
to the countries in the vicinity), as well as loan guarantees.

Outlays from the EU budget have expanded and diversified remarkably
since its inception. Table 3.4 presents the financial perspective for 2000–06.
As far as the annual expenditure is concerned, the CAP disposes of half of
the entire budget. Hence, in relative terms, expenditure on all other various
economic activities and policies may not be highly concentrated. Structural
funds of the EU include the ERDF, the ESF, the Guidance Section of the
Agricultural Fund and, from 1993, the Cohesion Fund. Outlays on trans-
port and fisheries are also included in this chapter. The share of structural
funds in 2003 is 33 per cent of the budget. A notable feature of the
components of this chapter is that their shares are continuously rising in
the general budget over time. The (ab)use of structural funds may become
a serious stumbling block in the future, just as agricultural expenditure has
continued to be for decades.

Administrative operations cost the EU only 5 per cent of its budget,
while the rest of the budget is redistributed mostly to the member countries.
This distinguishes the EU from other international organisations, since
elsewhere the budget is used mainly for administrative expenditure.

The total size of the EU annual budget may not be all that large if
compared with the annual national government expenditure on particular
activities. For example, the EU budget in 2003 was €98 billion. During the
same year, out of its annual budget of €659 billion (£456 billion), the
British government spent €104 billion (£72 billion) on the National Health
Service and €85 billion (£59 billion) on education. At the same time, out of
its budget of €272 billion, the French government spent €69 billion on
national education, research and the young. The German federal govern-
ment in the same period spent €82 billion on health and social security out
of its budget of €248 billion.

Audit of EU expenditure has been provoking a number of controversies.
For the eighth year in a row, the Court of Auditors was able to certify that
only 5 per cent of EU expenditure was legal and regular (this concerns
mainly internal administration). The remaining 95 per cent of outlays did
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not receive a positive statement of assurance ‘due to the incidence of errors
found’.33

REVENUE

The EU budget was financed by the national contributions of member
states until 1970. After that year, the EU got its ‘own’ resources, including
customs duties, agricultural levies and a budget-balancing resource of up
to 1 per cent of the VAT base (the base was increased to 1.4 per cent in
1985). While customs duties are an obvious revenue item of the EU budget,
the rest comes from the national treasuries according to a formula which is
beyond most human understanding.

Own resources of the EU budget represent a one-time tax revenue
allocated to the EU. They accrue automatically to the EU without any need
for additional decisions by national governments. A reform of finances in
1988 changed and expanded own financial resources of the EU. These
resources are:

● customs duties;
● agricultural, sugar and isoglucose levies;
● VAT resources;
● the fourth resource; and 
● miscellaneous revenue.

Table 3.5 presents the EU budget revenue in 2003:

● Customs duties and agricultural levies are the ‘natural’ proceeds of a
customs union. Customs duties that are applied on imports of goods
from non-member countries represent 11 per cent of revenue. Their
relative impact is diminishing over time because of EU enlargements,
preferential trade agreements and because of continuous reduction
of tariffs by the GATT/WTO. This trend may be partly compensated
by an increase in the volume of trade with external countries, but
recession can reduce the level and scope of economic activity and,
consequently, reduce imports.

● Agricultural levies (1.5 per cent of the budget revenue) are variable
charges applied on imports of farm goods included in the CAP and
that are imported from third countries. They are a changeable source
of revenue for they depend on the volume of imports, which relies in
part on weather conditions and partly on the trade concessions that
the EU offers to foreign partners. Another element in this fluctuation
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is that world market prices for agricultural goods frequently change.
The EU is becoming increasingly self-sufficient in a number of agri-
cultural products of the temperate zone, hence there is a reduction in
demand for imported farm goods from this geographical zone. Sugar
and isoglucose levies are charges on producers that are supposed to
make them share the financial burden of market support for produc-
tion and storage.

● The VAT contribution includes 25 per cent of the revenue. It is calcu-
lated for each member country by the application of a uniform rate
of 1.4 per cent to the national VAT base. This base for calculation
may not exceed 55 per cent of the national GDP.

● The ‘fourth resource’ is closely related to a country’s ability to pay.
This revenue item provided 61 per cent of the EU budget. Together
with the VAT resources, it is the only dynamic component of the
budgetary revenue as it is derived from the application of a rate to
the GDP of each member country. It is an additional source as it is
calculated during the budgetary procedure in order to top up the
difference between the budgetary expenditure and (insufficient)
revenue that accrues from other sources.

● The fifth revenue item is negligible relative to the total budget. It covers
miscellaneous revenue such as deductions from the salaries of EU civil
servants, fines and possible surpluses from preceding years.
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Table 3.5 The EU(15) budget revenue in 2002 and 2003 

Type of revenue 2002 2003

€ million % € million %

1. Agricultural duties 1419.4 1.5 1426.4 1.5
and sugar levies

2. Customs duties 10 300.7 10.7 10 713.9 11.0
3. Regularisation of –2037.9 –2.1 – –

collection costs for 2001
4. VAT 22 601.2 23.6 24 121.3 24.7
5. Fourth resource 46 605.0 48.7 59 403.9 60.9
6. Miscellaneous and 16 768.0 17.6 1837.4 1.9

surpluses from
previous years

Total 95 656.4 100.0 97 502.9 100.0

Source: European Commission, General Budget of the European Union for the Financial
Year 2003.



CHALLENGES

The EU budget expenditure and revenue were not related either to the EU
need to influence economic life in the EMU (agriculture is the only excep-
tion) or, until recently, to the relative economic wealth of the member
countries. Instead of singling out economic areas that need to be influenced
at the EU level, and then creating the necessary funds, the EU still continues
to pick up economic policies (areas for intervention) that can fit into these
limited funds.

It should never be forgotten that it is neither the absolute nor the relative
size of the budget that matters. What matters is the size of funds that are
necessary to change certain behaviour in the desired direction. In some
cases, the amount of funds can be tiny. For example, in the development of
SMEs, a simple freedom of establishment, certain tax incentives and loan
guarantees (underwriting risk) can do the job. In others, such as agriculture,
infrastructure or adjustment out of obsolete industries, the amounts
required to change behaviour in the desired way can be enormous.

When the member countries of the EU agree to pursue a common policy,
one can also expect that the means for carrying out that policy may also be
transferred upwards towards the EU institutions. The problem is that the
member countries take the EU as the appropriate plane for the conduct of
common policies in certain cases, but they are quite unyielding (Britain is
not an exception here) when new funds have to be created. Reforms of the
EU budget were resisted by the regions and countries that benefit from the
present structure (mainly the agricultural regions in the north and the less-
developed ones in the south). An increased expenditure on economic
activities (other than agriculture), without extra funds, can jeopardise the
current distribution of costs and benefits. Without the ability to increase or
substantially reorganise spending, the EU should continue to endeavour to
coordinate its own expenditure with that of the member countries.

The European Council in Copenhagen (2002) and previously in Brussels
(2002)34 reconfirmed its Berlin (1999)35 decision that the ceiling for
enlargement-related expenditure set out for the years 2004–06 must be
respected. That is to say that the total EU expenditure must fit into own
resources that are limited to 1.27 per cent of the combined EU GDP of all
member countries. Therefore, the EU has very limited room for manoeuvre
to enlarge its funds.

Sapir et al. (2003) proposed that the EU has to use its funds in a more
astute way than was the case in the past. Around a half of the EU budget
should be spent on growth-stimulating activities such as research, higher
education, infrastructure projects and institution building in the new
Central and East European member countries. The only way to do this and
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to remain within the current budgetary limits is to scrap the CAP and
regional funds. No wonder that such suggestions were highly controversial
and were subsequently rejected. In any case, these thoughts contributed to
a wide-ranging debate about the future direction of the EU.

A formal obligation to contribute to the EU budget exists for every
member country. The disequilibrium between the payments to and receipts
from the EU budget brought tensions between Britain and the rest of the
EU for quite some time.36 These issues may have certain nominal relevance
for the day-to-day (unpleasant) political debates. None the less, it must be
remembered that economic integration is not an enterprise with short-term
or, even, long-term clear financial balances (juste retour). Rather, integra-
tion is an undertaking that offers a longer-term security promise to employ
resources and potentials of the participants in a superior way than would
be the case otherwise. Therefore, a country that is a net contributor to the
budget should not be seen as a loser from the integration venture (for
example, Germany), but rather as a participant that is gaining elsewhere:
a secure, unrestricted and long-term free access to partner-country markets
for its goods and services. These are the principal gains from country
integration.

The EU budget started to be financed from ‘own resources’ in 1970, three
years before Britain joined the group. As a country that had a significant
part of its foreign trade with non-EU countries, Britain was an important
contributor to the EU budget (customs proceeds). Britain had a very small
agricultural sector, hence it was not a significant receiver of EU funds. In
addition, certain British regions were below the EU average level of devel-
opment. Once all this was compounded, Britain emerged as a significant
net contributor to the EU budget. The ERDF was created in 1973, partly
in order to direct certain EU funds to Britain. None the less, the British net
budgetary position continued to worsen.

The Conservative Party took office in 1979 and made a big to-do about
this disproportionate contribution to the EU budget as a result of the work-
ings of the CAP. The argument was that Britain failed to get a ‘fair share’ of
the EU budget because of its small agricultural sector. Mrs Thatcher said:
‘I want my money back’. After a long and acrimonious process, Britain
obtained an annual ‘rebate’ (abatement) at the European Council in
Fontainebleau (1984).37 It was calculated on the basis of a formula related
to EU expenditure in Britain and the VAT-based portion of the British
contribution to the EU budget. This rebate was paid each year in the form
of reduced VAT contribution in the following year.38 This settlement was
advantageous to the Council of Ministers because the European Parliament
was not involved with the revenue side of the picture – recall that the
Parliament has authority only over the expenditure part of the EU budget.
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CONCLUSION

The EU budget absorbs only slightly more than 1 per cent of the combined
GDP of its member countries. Compared with the national budgets (with
the exception of agriculture) it plays only a minor role in the redistribution
of income and allocation of resources. Its role in economic stabilisation has
never existed. The influential MacDougall Report (1977) noted that in
federal states such as the US and Germany, federal spending was in the
neighbourhood of 20–25 per cent of GDP. Such an increase in EU spend-
ing cannot reasonably be expected in the near future. In the pre-federal
stage of the EU, a budget that absorbs 5–7 per cent of the combined GDP
(without transfers for defence) could have an impact on economic stabil-
isation and an evening of regional disparities. Such a budget might be able
to influence social (unemployment, education, health, retirement), regional
and external aid policies in an EMU. Resources might be found either in
the transfer of funds from the national budgets and/or in an increase in the
‘fourth’ budgetary resource. The problem is that the member countries are
still very reluctant to increase the budgetary powers of the EU. The con-
troversial Stability and Growth Pact is institutionally preventing them from
increasing expenditure beyond prescribed and monitored limits. If the EU
gets more resources for its budget, the total public expenditure in the EU,
compared with similar uncoordinated outlays of member states, may be
reduced because of the economies of scale. A budget with increased
resources may represent a built-in stabiliser for macroeconomic manage-
ment. In addition, transfers among regions may enhance economic con-
vergence and strengthen the cohesion of the EU.

In contrast to a variety of revenue sources employed to fill the national
budgets, the EU budget is financed from a narrow range of sources. On the
expenditure side, there is a high concentration of resources in one area:
agriculture. This contrasts with the much-diversified public expenditure in
member countries. However, the possibility of changing such a pattern of
EU revenue still remains in the hands of member countries and is left to
their (un)willingness to enhance the powers of the EU. If there are no
rapid changes in the structure of national and EU expenditure, the EU
Lisbon (2000) aspirations to become ‘the most competitive and dynamic
knowledge-based economy in the world capable of sustainable economic
growth with more and better jobs and greater social cohesion’ by 2010 will
be a forlorn pipe-dream.

The EU has a strong indirect means of controlling a significant part of
public expenditure in all member countries: EU competition policy. State
aids absorb a sizeable chunk of the national budgets. Control of these
outlays does not require extra expenditure from the EU budget.
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One may expect that the EU(25) budget will remain at the heart of inter-
est and controversy in the future. What may take place is reform, or rather
restructuring (in relative terms), within the framework of the existing
budget. Increased contributions to the EU budget according to the level of
national wealth or the principle of ability to pay should be further encour-
aged.

Even before the eastern enlargement in 2004, very tough, complicated and
controversial negotiations and horse-trading started to define the new finan-
cial perspective for the 2007–13 period. The European Commission pro-
posed to spend €1000 billion over the seven-year period (1.24 per cent of the
EU GDP). Major increases in spending would be in areas such as research
and transport and other networks in order to boost the competitiveness of
EU output and meet the Lisbon target by 2010. The net contributors to the
EU budget (France, Germany, Austria, Britain, Sweden and the
Netherlands) argue in favour of a budget equal to 1 per cent of the EU(25)
GDP. In any case, in 2004 the EU entered into a much more difficult and
complicated phase of integration than most people imagine.

Notes
1. ‘Federal’ is taken here in its widest possible meaning.
2. Public authorities may be involved in the supply of goods and services that free markets

may not supply at all or may not supply in adequate quantity, quality, geographical loca-
tion or on time. This public involvement may either be indirect through taxes and subsid-
ies or direct when the government steps in, produces and supplies certain goods and
services itself because of their importance (defence, security, fire fighting, statistics,
weather forecasts and so on).

3. By offering preferential tax treatment to transnational corporations, governments may
change/improve their competitiveness in relation to other countries or regions.

4. Allocation of resources is production efficient if all producers face the same tax for the
same good or service. It is consumption efficient if all consumers face the same tax for the
consumption of the same good or service.

5. This implies the expectation that integration is a positive-sum game for everyone.
6. For example, the Roman Catholic cantons formed a league (Sonderbund) in 1847. The

federal government considered that this was a violation of the constitution. In the civil
war of the same year, the league was defeated by the federal government and disbanded.
The constitution of 1848 greatly increased federal powers. In 1874 a modified constitu-
tion completed the development of Switzerland from a group of cantons to a unified
federal state. However, the local communes and cantons still enjoy considerable auton-
omy in Switzerland. For example, it is the communes within the Swiss cantons that grant
individuals Swiss citizenship.

7. Helvets were a tribe that lived in pre-Roman times in what is now known as Switzerland.
8. The Vatican began to employ Swiss mercenaries at the beginning of the 16th century.

Their bravery was obvious in 1527 when Charles V of Spain devastated the city. Some
147 Swiss guards died in the fight, but Pope Clement VII was saved. The Swiss guards
have been guarding popes ever since. The Vatican Cohors Helvetica currently numbers
107.
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9. Napoleon was a regular client of Swiss banks.
10. Justinian’s Code 5.59.5.2. This Code (AD 528) became the principal source for Roman

law.
11. The Hohenzollerns were a dynasty of German rulers, descended from a family of counts

from Swabia from the 11th century. They were named after their ancestral castle, Zollern
(later Hohenzollern), located near Hechingen, Swabia (now Baden-Württemberg). The
Hohenzollerns ruled Prussia and united Germany until the end of the First World War.

12. This type of rule also applies in EU budgetary affairs.
13. Prussia and France became involved in a complicated diplomatic argument over the

succession to the throne of Spain. The Spanish government offered the crown to a
Hohenzollern (Prussian) prince. The government of Louis Napoleon objected strongly
and even began to make certain military threats. The French ambassador to Prussia had
a meeting with King William I. The report of this meeting was sent by telegram to
Bismarck – the famous Ems Telegram. Bismarck rephrased it in such a way that if it was
made public, it would offend both France and Prussia. He sent it to the newspapers and
waited for the inevitable reaction. On 19 July 1870 France declared war on Prussia, but
on 2 September France admitted defeat. Bismarck had triumphed.

14. Alaska, Arizona, California, Colorado, Connecticut, District of Columbia, Illinois,
Indiana, Iowa, Kansas, Massachusetts, New Hampshire, New Jersey, New York, Ohio,
Rhode Island and West Virginia. Because of controversy regarding the unitary system of
computation of corporate profits, some states are considering abandoning this system.

15. Swiss companies do not have to publish their results unless they are listed or subject to
special regulatory duties (for example, banks). One explanation is that they do not need
to have a commercial purpose. They can exist for idealistic reasons (for example, to
promote fair trade with developing countries) or they may distribute their profits by way
of salary or bonuses to limit the withholding tax of 35 per cent on dividends or distribu-
tion of accumulated profits on liquidation.

16. Regarding the profitability of Swiss firms, for example, the most astonishing fact ‘is the
large share of firms with zero rate of return. Nearly half of Swiss firms does not report
any rate of return’ (Feld and Kirchgässner, 2001, p. 5).

17. This assumes that country A grants either an exception or a full foreign-tax credit.
18. The average level of corporation tax in the 30 richest countries in the world fell from

37.5 per cent in 1996 to 30.9 per cent in 2003 (Financial Times, 1 May 2003).
19. Estimates about tax evasion are exceptionally unreliable, but German savers alone are

thought to have ‘hidden’ about €300 billion in the low-tax countries (Financial Times,
3 June 2003).

20. In the complex overall EU bargaining in 2003, in return for agreement on this tax matter,
Italy demanded and got concessions regarding milk production.

21. Switzerland is estimated to handle one-third of all the money held in private accounts in
offshore financial centres. The Swiss Banking Federation claims that Switzerland imple-
mented tough legislation to monitor criminal and terrorist funds (Financial Times, 3
December 2003).

22. Switzerland will tax interest earned by EU citizens on their bank accounts in
Switzerland, with 75 per cent of the proceeds going to the account holders’ national tax
authorities while the rest would stay with the Swiss authorities to cover running costs.

23. There is also a problem of inflation. Depreciation may be calculated according to his-
toric costs, but how should capital gains be taxed to reflect inflation? The arrival of the
euro eliminated this problem for the 12 eurozone countries, while the other countries
remain quite tough on inflation.

24. Cnossen (1995) provides a survey of options for the reform of corporate taxes in the EU.
25. For example, language, seniority, xenophobia, social and family ties, as well as propen-

sity to stay in the birth place and pure choice.
26. The EU adopted a far-reaching, but partial, move towards the origin principle for final

consumers (but not for firms). Since 1993, taxation occurs in the place where a good is
purchased, rather than where it will be consumed.
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27. Apart from making life and travel easier for EU residents, the business community saves
too. They were spared the preparation of some 60 million customs and tax documents a
year. The abolition of border checks represents a saving of about €8 billion a year to the
EU member states (Business International, 15 July 1991, p. 237). In 1988, the EU intro-
duced the Single Administrative Document to replace some 30 documents that were
required in order to allow goods to move within the EU. This document was not required
for internal trade after 1993, but it is used for goods that cross an EU external frontier.

28. The solution to the problem of taxation of e-commerce may include two approaches.
The first would be to harmonise taxes on a worldwide basis. The second would be to
increase ‘policing’ of transactions on the internet. They both have weak points. The first
is politically not feasible, while the second may be publicly undesirable. In any case new
technologies demand new forms of international fiscal cooperation and a certain reduc-
tion in national fiscal sovereignty. Governments struggle to maintain their tax receipts in
the light of a potentially expanding underground economy (the one that is not taxed).
However, new electronic technologies may enhance, rather than weaken, government
tax-collecting capacity. The peril that the e-economy presents is not the erosion in the
public tax base, but rather the erosion in privacy. It seems that more transparency in our
lives may be the price to pay for living in a complex contemporary society.

29. Regarding budgetary outlays, cereal subsidies would be cut in two steps by 15 per cent;
beef prices would be reduced by 20 per cent in three stages (beef farmers would receive
direct payment to compensate for 85 per cent of their losses); while the decision on the
most contentious area of dairy products was delayed until 2005.

30. European Council, Berlin 1999, Presidency Conclusions, §16 and Table B.
31. European Council, Berlin 1999, Presidency Conclusions, §46.
32. European Council, Berlin 1999, Presidency Conclusions, §67.
33. Financial Times, 6 November 2002.
34. European Council, Brussels 2002, Presidency Conclusions, §10.
35. European Council, Berlin 1999, Presidency Conclusions, §16 and Table B.
36. Britain won an arrangement in 1984 enabling it to obtain a refund from the EU budget.
37. ‘He said to his brothers, “My money has been put back; here it is in the mouth of my

sack!” At this their hearts failed them, and they turned trembling to one another, saying,
“What is this that God has done to us?” ’ Genesis 42:28.

38. The British rebate was worth €4.6 billion in 2004. Britain could not have foreseen that
two decades following the Fontainebleau deal, this rebate would be partly funded by the
poor countries from Central and Eastern Europe (Financial Times, 4 February 2004).
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And let them gather all the food of those good years that are coming,
and store up grain under the authority of Pharaoh, and let them keep food in the

cities. Then that food shall be as a reserve for the land for the seven years of famine
which shall be in the land of Egypt, that the land may not perish during the famine.

Genesis 41:35–6 

4 Common
Agricultural Policy

1. Introduction
During the past decades, agriculture has been a statistically shrinking
economic sector in the developed market economies. The share of agri-
culture in the GDP of the EU(15) was 2 per cent, while its share in the
region’s employment was 4 per cent1 in 2002. There were about 14 million
farmers at the time of the creation of the EU(6) in 1957. Half a century
later, the number of people directly employed in agriculture, forestry,
hunting and fishing was a little over 6.7 million. If one adds the depend-
ent family members to those that work in the farm sector, the number of
people that rely in the EU(15) on this sector for their livelihood is about
30 million. The eastern enlargement brought into the EU 3.8 million
people employed in the farming sector in 2004. This is an increase of more
than half.

The customs union (common commercial policy) and the Common
Agricultural Policy (CAP) were the first genuine economic policies in the
EU. Later came the competition policy, as well as the monetary policy, but
only for eurozone countries. For a long time the CAP was described as one
of the greatest achievements in the EU’s economic integration and also,
perplexingly, as its weakest link.
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This chapter is organised as follows. Section 2 explains why agriculture
is a very special economic activity, at least in Europe. Sections 3 and 4 cover
the objectives and the implementation of the CAP, respectively. Section 5
examines the operation and consequences of the CAP on self-sufficiency,
farmers, consumers and external countries. Because of the persisting
debate, reforms of the CAP are considered in Section 6. The Common
Fisheries Policy is presented in Section 7, and Section 8 concludes.

2. Distinctiveness of agriculture
Governments have been intruding in farm production ever since Joseph
advised Pharaoh to hoard grain during the seven years of abundance for
the seven years of famine (Genesis 41:17–37).2 In Europe, for example,
Corn Laws were introduced in Britain in several stages since 1436. That
was the time when landowners dominated parliament. Landowners
wanted to protect their profits by imposing duty on imported corn. The
consequence was an expansion of relatively inefficient domestic produc-
tion and an increase in the price of bread. Following four centuries of pro-
tection of landowners’ profit, a liberal movement, supported by the
growing number of industrialists and compounded by bad harvests and
famine prompted parliament to repeal these laws in 1846. Generally, trade
in farm goods was free. The countries on the continent followed the
British liberal example shortly afterwards. Farm business prospered as
there was a growing demand for meat in the cities. This lasted only some
three decades. The war between Germany and France (1871), as well as
recession, forced most countries to abandon liberal trade in farm goods,
which sounded the knell for the only exposure of the agricultural sector
to free trade.

Since the creation of the CAP the share of agriculture in EU GDP has
declined. In addition, the relative share of those employed in agriculture
and their absolute number has also diminished. In that case, why does agri-
culture command such a prominent position in the economic and political
life of many countries, as well as in the EU? The answer to this question
can be found in a combination of the following elements:

● One of the basic and oldest reasons for the special attention given to
the agricultural sector of the economy is strategic. Governments sup-
ported domestic food production in order to ease the situation in the
country in the event of war, crisis, foreign economic blockade and
natural disasters. Linked to this consideration is the fact that farmers
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are scattered all around the country and that the peasants (at least
used to) have larger families in order to get cheaper labour. In the
event of war, this segment of the population could make a valuable
contribution both to manpower and to the coverage and surveillance
of the national territory. In modern times, farmers are part of the
population that bothers to vote. Therefore, each political party must
take into account the concerns of the powerful farm lobby.3

● If one assumes that the national population is able to satisfy the basic
needs for food, as is the case in the developed market economies,
then price elasticity of demand (Edp) for food is less than 1 (equation
(4.1)). Such price inelasticity makes the price (p) of food fall if there
is an increase in the quantity (q) supplied.

(4.1)

One may find here a difference between farm and manufactured
goods and compare potatoes and cars as representative products of
the two sectors. If the price of French potatoes falls on the German
market, then the German farmers would be able to sell their potatoes
on the domestic market only if they reduce the price of their pota-
toes to match the price (other things being equal) of their French
competitors. If, however, Renault slightly lowers the price of its
cars in the German market, one cannot expect a corresponding
increase in the German demand for Renaults and a matching fall in
the demand for Volkswagens. The reason for such a state of affairs
and in the behaviour of consumers is that most farm goods are stand-
ardised, while manufactured goods carry with them a number of psy-
chological attributes such as status, taste or past experience.

● The relative price of food in the developed market economies is not
only on the decline because of the low price elasticity of demand, but
also because of the low income (y) elasticity of demand (Edy) that is
less than 1 (equation (4.2)).4

(4.2)

● Agricultural production depends on natural conditions. These
include not only biological cycles, but also climate, droughts/floods,
fires, earthquakes, diseases and pests. On the one hand, the impact
of some of these factors diminishes over time because of irrigation,
drainage, mechanisation, fertilisers, pesticides, herbicides, vaccines,
antibiotics, glasshouses, genetic engineering and artificial selection.

Edp �
�q�q
�y�y

�
�qy
�yq

� 1.

Edp �
�q�q
�p�p

�
�qp
�pq

� 1.
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However, a disturbance of the natural cycle can be detrimental,
such as giving hormones to calves in order to accelerate their
growth, which could make the meat unfit for human consumption.
Recall the 1996 ‘mad cow disease’5 frenzy in Britain and elsewhere,
the slaughter of cattle and the subsequent EU ban on imports of
British beef. Similarly, the use of chemicals may be unfriendly to the
environment.

The biological cycle is often a limiting factor in farm production.
For example, if one year a farmer sows wheat and, then, unexpectedly
there is an increase in the demand and price for maize, the farmer’s
switch to maize production can take place only during the next sowing
season. The situation is, however, different in most of the manufac-
turing industry. In oil refineries a relatively simple turn of the handle
can alter the processing of crude oil from the production of unleaded
petrol into the production of diesel. This simple ‘turn of the handle’
is not possible in agricultural production. If capital is invested in a
particular product, it may not be withdrawn easily or swiftly without
a significant loss.

● Agriculture is not only a producing economic sector, it is also a
significant consumer of goods and services. The farm sector pur-
chases machinery, transport equipment, chemicals, construction
material, fuel, energy, insurance, legal services and the like. In add-
ition, a part of R&D in the manufacturing sector has a specific farm
dimension. At the same time, the price of farm goods (food)
influences the price of labour that all sectors have to pay. This is most
obvious in the production of lower-end goods and services.

● Agriculture plays a role in the conservation of the environment and of
the human habitat. There is a distinct demand for the preservation of
the so-called ‘idyllic’ peasant life, particularly in countries where only
a small segment of the population makes a living in the farm sector.
In addition, an excessive use of chemicals may degrade the quality of
the environment. Agriculture is also a big polluter of the environment.
Therefore, many public bodies and a number of private firms are
devoting increasing attention to the conservation of the environment.

● The prices of most of the temperate-zone farm goods on the world
market reflect only a part of the planet’s production. In most cases
those prices are not only highly volatile, but also distorted. For some
goods such as temperate-zone fruits, vegetables, beef or wine, there
is hardly any ‘world market’ at all.

Taken together, the above elements can provide the answer to the ques-
tion of why the agricultural sector attracts special and disproportionately
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large attention in the economies of the developed market economies rela-
tive to its direct contribution to GDP and employment.

3. Objectives
During negotiations (1956) on the creation of the EU, France insisted
on the inclusion of agricultural goods in the customs union. What the
internal free trade offered to German manufacturers, the CAP was to offer
to French farmers. This ‘deal’ was agreed between the two major negotia-
tors. In addition, the CAP united the country with a large farm output
(France) and the one with high prices for farm goods (Germany). Article
3(e) of the Treaty of Rome requires the introduction of a common policy
in agriculture (and fisheries) and it has a special title on agriculture
(Articles 32 to 38).

Article 33 lists five objectives of the CAP:

● the CAP is ‘to increase agricultural productivity by promoting
technical progress and by ensuring the rational development of
agricultural production and the optimum utilisation of factors of
production, in particular labour’;

● it has ‘to ensure a fair standard of living for the agricultural commu-
nity, in particular by increasing the individual earnings of persons
engaged in agriculture’. ‘A fair standard of living’ is, however, not
defined. It could mean an equalisation of average individual incomes
in agriculture and manufacturing;

● the CAP has ‘to stabilise markets’;
● it has ‘to assure the availability of supplies’; and
● the supplies have to ‘reach consumers at reasonable prices’. However,

these ‘reasonable prices’ are not defined by the Treaty of Rome.

Article 34 refers to the permitted measures and forms of the CAP. In order
to attain the objectives of the CAP, there needs to be a common organisa-
tion of farm markets. The measures to attain the goals of the CAP may
include the regulation of:

● prices;
● aids and funding;
● storage; and
● external trade.
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Depending on the good, a common organisation of the market would
take one of the following three forms:

● common rules on competition;
● compulsory coordination of the various national market organisa-

tions; and
● a European market organisation.

The European Commission is charged by the Treaty of Rome to ‘submit
proposals for working out and implementing the common agricultural
policy, including the replacement of the national organisations by one of
the forms of common organisation’ (Article 37). In addition, one of the
objectives of the EU is to contribute to the harmonious development of
world trade and progressive abolition of restrictions on international trade
(Article 131). Article 174 refers to the issue of environment. It accepts the
precautionary and ‘polluter pays’ principles. Environmental protection
ought to be integrated into the definition and implementation of other EU
policies. Article 4 obliges the EU to adopt an economic policy which is
based on the ‘principle of an open market economy with free competition’.
According to the Treaty of Rome, agricultural products mean ‘the products
of the soil, of stockfarming and of fisheries and products of first-stage
processing directly related to these products’ (Article 32). Although farm
products also include fish, the fisheries policy in the EU has developed
independently. It is outlined in Section 7.

The common organisation of the market introduced by the CAP is in
essence a price policy for a large number of temperate-zone agricultural
goods. It encourages production and, at the same time, ‘taxes’consumption.6

The CAP is not, however, a single compact policy, but rather a combination
of different rules for different agricultural products.

The CAP has two dimensions, internal and external:

● Internally: the CAP is to ensure a determined price level on the EU
domestic market. If the price of a farm good falls below the inter-
vention price (the level under which EU intervention is compulsory),
the excess supplies must be purchased by the intervention agencies in
unlimited quantities7 in order to keep the internal EU price of the
good at the guaranteed minimum level.

● Externally: the CAP maintains the lowest level of prices for imports
of farm goods. This threshold price protects the internal EU farm
market both from foreign competitors and from fluctuation of prices
in the external market. At the same time, the EU subsidises exports
of internal surpluses of farm goods abroad. This policy became a
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stumbling block in international trade negotiations and created a
number of frictions in international trade. In fact, the CAP is the
most obvious example of an inward-oriented sectoral integration
arrangement that has resulted in trade diversion.

The outcome of the CAP was a high degree of self-sufficiency or sur-
pluses in most of the temperate-zone agricultural products. In addition,
many argue that the overall costs of the CAP were quite high, not only in
terms of misallocation of resources and frictions in international trade,
but also in terms of complex administration and degradation of the
environment.

Farming, particularly in continental Europe, is on the one hand part of
the social structure, a deeply rooted way of life in the region that has survived
for several thousands of years. There is a relatively high degree of national
self-sufficiency in the production of food, as well as highly protectionist and
interventionist national institutions. On the other hand, the pattern of
certain types of farming in relatively new countries and nations such as the
US, Canada or Australia is different. Large-scale farming was started there
by the European immigrants just a few centuries ago. It is basically linked
with the commercial use of a relatively unlimited quantity of land. That’s it.
In Europe, however, this commercial activity is most intimately and deeply
connected to national social structure, traditions, countryside and biodiver-
sity. Free trade and liberal competition principles applied to agriculture can
benefit only transnational corporations (TNCs), governments that worry
only about the short-term interests and producers that do not care about the
sustainable production. To apply these principles in Europe without condi-
tions would be disastrous for the deeply rooted European social and other
features. Hence, the strong support of many European countries for national
farming interests, in spite of certain financial costs and tensions with certain
foreign countries.

4. Implementation
The establishment of a customs union for manufactured goods is simpler
than for the farm commodities. A customs union that deals solely with
manufactured goods needs only an elimination of tariffs and quotas (the
assumption is that there are no other non-tariff barriers: NTBs) on internal
trade, an establishment of rules on competition, as well as an introduction
of the common external tariff. To introduce a similar arrangement for farm
goods is a much more formidable task. This is not only because of the natural
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significance and character of the production process, but also because of the
general need and political desire to keep a part of the population in the farm
business.

The six founding member countries of the EU had a strong political
determination to implement the integration provisions of the Treaty of
Rome. This made negotiations about the shape and direction of the CAP
relatively easy in Stresa (Italy) in 1958. A common objective was to preserve
and strengthen family farming as the keystone of European agriculture.
The CAP started to be implemented in 1962. It was a gradual process which
was expected to collect the receipts from the import levies in sufficient
quantity to finance the CAP outlays. Later on, however, an increase in
domestic output reduced imports and, consequently, receipts from variable
import levies. Hence, the tax proceeds from import levies were insufficient
to cover EU expenditure on the CAP.

Following the provisions of the treaty, although with some delay, Walter
Hallstein, the president of the European Commission, submitted to the
Council of Ministers the final version of the proposal on the CAP in 1964.
At the same time he asked the Council to accept the proposal unanimously
or to accept the resignation of the European Commission. The national
interests of the member countries were overridden by common ones, hence
the proposal was accepted. That was the first and only time that the
European Commission so convincingly achieved this. The CAP became
fully operational in 1967.

Prior to the introduction of the CAP, the member countries of the EU
practised different and often complicated support and intervention systems
in agriculture. These support systems could be classified in five basic
groups:

● Market control: This was common in the founding six member coun-
tries of the EU. In this system, the government guarantees to purchase
a certain quantity of farm goods at a determined (high) price. If the
supply of the good is over and above the guaranteed limit, the admin-
istration may purchase the excess supply at (lower) market prices.
In addition, if production is above the agreed quota, the authorities
may charge these producers a penalty.

● Direct income payments: In order to maintain a certain level of stand-
ard of living, farmers receive payments from the chancellor of the
exchequer without any relation to the quantity of their production.
Sweden practised a similar system.

● Deficiency payment: In this system there is a free market determin-
ation of prices of farm goods. However, the government guarantees
prices that are higher than those on the domestic market. The
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difference between the (lower) market price and the (higher) guar-
anteed price is covered by transfers from the budget to the farmers.
Britain used this system of support before it entered the EU in 1973.
At that time, British food prices were about 30 per cent lower than
those in the EU. After entry, Britain abandoned this system as a
part of the acquis communautaire. This change was not as hard as
it may appear, since an abandoning of the original system was on
the way in Britain for some time because of the need to reduce
public expenditure. While the price-support system demands control
at the external border, the deficiency-payment system requires
control both at the external border and at the level of individual
farms.

● Variable levies on imports: In this system the administration sets a
threshold price for imports of farm goods and charges a variable levy
on imports. This variable levy is equal to the difference between the
lower and fluctuating ‘world market price’ and the higher domestic
threshold price. The system may be combined with quotas.

● Other policies: These include and refer to subsidies such as those for
exports, capital investments or R&D.

Compared with the system of free trade where the consumers have
freedom of choice and where they opt (other things being equal) for the
cheapest source of supply, none of the above systems gets a pass mark.
None the less, the direct-income payments system seems to introduce least
distortions, but the real problem is where to find resources for its operation.

The EU selected the system of variable levies and quotas for imports
for the CAP ‘market organisation’. France would get free access to the
EU farm market and the system would be supported by price policies,
rather than by income payments. The established system has three basic
principles:

● there is a common market organisation for agricultural goods that
may circulate freely in the EU, prices are the same throughout the EU
and administrative and health standards are harmonised;

● there is an EU preference for domestically produced farm goods over
imported ones; and

● there is financial solidarity regarding the cost of the CAP among the
EU member countries.

The CAP is operated through national customs and intervention agencies,
and it is financed through the common EU budget.
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5. Operation and consequences
PROTECTION OF THE INTERNAL MARKET

The CAP covers almost the entire farm production in the EU.8 The only
significant agricultural commodity that is beyond its scope is the potato.
Although there are certain differences in the systems of protection/inter-
vention for various goods, the basic idea is generally the same. It is
exemplified in the case of wheat.

Figure 4.1 illustrates the CAP market organisation and the support-price
system for wheat. The policy rests on three different types of prices: the
target price, the threshold price and the intervention price:

● The target price is the price of wheat in Duisburg (Germany), the
region where cereals are in shortest supply in the EU. This is the
highest possible price in the EU and it includes the costs of transport
and storage.

● Imports into the EU are forbidden below the threshold price. The
threshold price is calculated on the basis of target price. Costs
of transport and distribution from the frontier (Rotterdam) to the
region with the greatest shortage of wheat (Duisburg) are sub-
tracted from the target price in order to determine the threshold
price. This price is applied in all ports through which imports enter
the EU.

● If there is an increase in the internal EU production and supply
of wheat, the internal price falls. The intervention price is the
minimum price that the EU guarantees to the domestic producers.
This price is about 8 per cent lower than the target price. Until the
proposed reforms of the CAP in the 1970s and 1980s, the inter-
vention agencies were obliged to purchase an unlimited quantity
of the domestically produced good if it conformed with specified
standards.

These prices are set once a year (usually in April) by the Council of
Ministers and they are valid for the following 12 months. The difference
between the CIF price and the intervention price represents the protection
and aid that the CAP gives to the domestic producers relative to the foreign
suppliers. There is no a priori knowledge about the cost of the CAP at the
time the prices are set. Falling world cereal prices, drought or a generous
harvest may easily upset EU farm expenditure.

When the EU imports wheat from abroad, the difference between the
price at which goods are imported at CIF Rotterdam and the threshold
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price is bridged by a variable levy. This levy is calculated on a daily basis as
the CIF price may constantly change. Such a system ensures that imported
wheat always enters the EU at a fixed threshold price. Receipts from vari-
able levies form a part of the receipts of the general budget of the EU. On
rare occasions, as happened in 1973–74, when the price of cereals on
foreign markets is higher than the threshold price, the EU applies the vari-
able levy for exports of the goods abroad.

The CAP made the EU self-sufficient in most of the agricultural goods
it covers. There were, in fact, substantial surpluses of farm goods in the EU.
Therefore, the EU exported a part of those surpluses abroad. As the prices
for these goods are generally higher in the EU than abroad, the EU hands
out variable refunds (subsidies) for exports. The role of these refunds is to
bridge (reduce) the difference between the target price and the lower price
on the ‘world market’. As prices on foreign markets fluctuate, the refunds
are calculated daily and are paid from the EU farm fund. These refunds are
similar to the inverse version of the variable levies charged on imports of
agricultural goods to the EU.

The grains management committee meets every Thursday in DG
Agriculture to decide the weekly export tender for grains (with subsidies).
Representatives from member states and the European Commission agree
on the volume of export licences and the level of subsidy (apologies, ‘export
refund’) for that week. Tender speculation is very common before, during
and after this decision-making process and can significantly move prices on
world cereals markets. Whenever there is a distribution of handouts, there
are possibilities for abuse and bribery. The police may raid the European
Commission’s premises without warning. For example, the police raided
the offices of the DG Agriculture in Brussels on 15 October 2003, and a few
arrests were made. This was part of a large operation in Belgium, France
and the Netherlands into alleged price fraud, corruption and persistent
insider trading in cereals markets. The allegations were that certain cereals
companies were tipped off about grain prices two hours before they were
officially available.9

The above analysis reveals that the implementation of the CAP rests on
two pillars. The first is the intervention price, while the second includes
variable levies for imports into and variable refunds for exports of farm
goods from the EU. About 70 per cent of the entire farm output of the
EU (cereals, milk, sugar and meats) benefited, in general, from this type
of market organisation. The next 25 per cent of EU farm production
(eggs, poultry and select fruits and vegetables) profited only by protec-
tion from cheap imports. The rest of the agricultural business (olive oil,
tobacco, cotton, hops and a few others) receive a certain fixed subsidy
from the EU.10
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MONETARY COMPENSATORY AMOUNTS

The prices of farm goods were set in the common accounting units and
then converted into the national currencies of the member countries.
During the time when the rates of exchange were fixed, there were no prob-
lems regarding such conversion. However, the French franc devalued and
the German mark (DM) revalued in 1969, which changed price parities for
agricultural goods in the EU market. The introduction of fluctuating rates
of exchange brought the ‘green rates of exchange’ for the prices of farm
goods covered by the CAP. The ‘green’ rates were set by the Council of
Ministers, at least once a year, in order to stabilise domestic output prices.

In order to avoid the disequilibria in the internal farm trade, the EU
introduced monetary compensatory amounts (MCAs). Some argue that
agriculture is an economic sector ‘just like the others’ (manufacturing and
services). There is nothing special about its exposure to exchange market
fluctuations. If market stabilisation is necessary, then the MCAs depend on
the difference between the central and the ‘green’ rates of exchange. Once
an EU country revalues its currency, it hands out a compensatory amount
on its exports of farm goods in order to give it a subsidy.11 The objective is
to give the same amount of national currency per unit of output to the
home producers as was the case prior to revaluation. The same country
charges a tax on imports of farm commodities from partner countries in
order to preserve the balance of relative prices of farm goods in the EU.
Without MCAs, the country with the highest intervention prices would be
flooded with farm goods from the EU partner countries, which would
distort trade flows. If an EU country devalues its currency, the procedure is
reversed. Exports are taxed with a compensatory amount, while imports
are subsidised.

The MCAs represent taxes and subsidies on imports and exports in
intra-EU farm trade. They have, in effect, split the EU agricultural market
into a group of national markets that were ‘divided’ by a special system of
taxes and subsidies on imports and exports. In fact, this introduced a variant
of the system of multiple exchange rates in the internal market for agricul-
tural goods. Because of such splintering of the market, the 1985 Cockfield
Report (Completing the Internal Market, Point 38, p. 12) requested the
abolition of MCAs.

This complex system of trade barriers hinders competition among
farmers in the EU. MCAs gave artificial support to the output of farmers
who live in countries with strong currencies and they hindered output in
other countries. Wherever there are taxes and subsidies such as the MCAs,
there is a temptation for fraud. For example, when the Belgian franc was
weak in the early 1980s, Belgian farmers were smuggling their pigs and
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cows into the Netherlands, where they concealed the origin of their mer-
chandise. The Belgians later imported pork and beef from the Netherlands
and pocketed an import subsidy of €300 per tonne. Similar contraband
exchanges existed between Northern Ireland and the Irish Republic, as well
as elsewhere.12

The system of support for farm prices was modified in 1984. The added
switchover system more or less linked the CAP prices to the DM. Hence,
revaluations of the DM have not led to a larger gap between Germany’s
‘green’ and market rates. Instead, a revaluation of the DM led to a rise in
the ECU(€) value of CAP prices. This has, in turn, increased prices in other
member states. The switchover system was potentially inflationary and pro-
tectionist. A positive development was that exchange rates were relatively
stable during the 1980s. New MCAs could come from parity changes. As
this was rare, the attention of policy makers was directed towards the dis-
mantling of MCAs. By the beginning of the 1990s, almost all MCAs had
been dismantled. However, the currency instability following that period
worked against the elimination of this system of ‘support’.

The system for the support of prices of farm goods was revised in 1993.
The key element was a system that automatically adjusted green rates with
the market rates of exchange. The MCAs became unnecessary, as small
variations in the exchange rates are thought to be irrelevant in disrupting
internal trade flows. As the reform was founded on the assumption of sta-
bility in the exchange markets, the events in 1992 brought frequent changes
in the CAP prices and green rates. From August 1993, EMS margins of
fluctuation were widened from �2.25 to �15 per cent (effectively a free
float). Large fluctuations of DM and corresponding CAP prices could take
place. As the switchover system can be prompted only by the official
realignments in the EMS, a revaluation of the DM may not cause the
realignment in prices, that is, CAP prices in Germany may be reduced
without compensation under the switchover system. Hence, Germany (and
the Netherlands) demanded a modification in the system that would acti-
vate it even by fluctuations in the exchange rates. Britain was against such
a proposal. None the less, the automatic mechanism was altered at the end
of 1993. The alteration permitted gaps of up to 5 per cent between CAP
prices among the member states (von Cramon-Taubadel and Thiele, 1994,
pp. 264–5).

The removal of border controls at the end of 1992 was the consequence
of the full implementation of the Single Market Programme. Hence, the
impossibility for the continuation of MCAs. An agreement was reached in
December 1992, at the last minute, on how to proceed after the Single
European Market was in place. The ‘green rates’ would continue to apply,
but the European Commission was authorised to change them as required
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to avoid the necessity of MCAs. The agricultural ministers agreed in 1995
to introduce a ‘dual green currency system’, one for direct currency pay-
ments, and the other for price support payments. This was intended to
protect the income of farmers in countries where currency revaluations
endanger the value of CAP prices in national currencies. The principal
components of the agreement included three items. First, in countries in
which revaluations took place before the end of 1995, there would be a
freeze in the rates for payments of aid for reforms such as set-aside land,
until the end of 1998. Second, compensation payments for farmers in coun-
tries whose currency revalued was limited to a period of three years and it
is due to decline during that period. Third, member states were permitted
to pay farmers a flat aid from the national budgets to compensate for the
losses suffered because of the movements in the exchange rates in 1994 and
1995. Half of these payments would come from the EU budget. The entire
aid is to be given over a period of three years and is supposed to decline
during that period. In addition, farm prices were unpegged from the DM
in June 1995. The introduction of the euro and the general stability in the
exchange rates in Europe ousted all these complications.

EUROPEAN AGRICULTURAL GUIDANCE 
AND GUARANTEE FUND

The European Agricultural Guidance and Guarantee Fund (EAGGF) was
created in 1964 in order to help the running of the CAP. This fund disposed
of almost €45 billion in 2003 (Table 4.1). The EAGGF has two sections,
one for guarantees and the other for guidance:

● The guarantees section, 93 per cent of the EU expenditure on the
CAP in 2003, covers outlays that include intervention on the EU
market for farm goods, it gives refunds for exports of agricultural
goods abroad and it finances food aid to third countries.

● The guidance section of the EAGGF disposes of a modest amount of
finance relative to the other section. Outlays cover expenditure relat-
ing to structural policy. Expenditure usually co-finances 25 per cent
(exceptionally up to 65 per cent) of the costs linked with the alter-
ation in the structure of production within a designated area. The
change in the structure of production refers to costs that include the
provision of infrastructure, vocational training and modernisation.

Although the total direct cost of the CAP is relatively high in budgetary
terms, the daily cost of the CAP per EU(15) consumer was €0.35 in 2003.
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As this is a relatively small amount,13 the consumers were not able or,
rather, not interested in organising a consumer lobby that would strongly
present their case in the EU.

In addition to the EU expenditure on the CAP, there are also charges
under this policy. The most significant are levies on imports of farm goods
(major source of receipts) and those on sugar. None the less, these charges
cover only a relatively small part of the total expenditure. The coverage
ratio was only 5 per cent in 2003.

The EAGGF guarantee section outlays per commodity (Table 4.2), were
concentrated on a few commodities. Well over a third of expenditure was
allocated to arable crops in 2002 and 2003. That was followed by beef/veal
(19 per cent), milk products (6 per cent) and olive oil (5 per cent). EU inter-
vention in the purchase of other farm products involved a relatively lower
amount of funds. One of the major problems of the CAP since its incep-
tion was linked to refunds (read subsidies) for exports of EU agricultural
goods to third countries. That has constantly created frictions with other
international exporters of agricultural goods. Storage of agricultural goods
also consumes a noted share of EU farm expenditure.

STRUCTURE OF AGRICULTURAL PRODUCTION

Whenever a government guarantees (unlimited) purchases of a certain
good at a specified price that covers the local costs of production and offers
profit, and when there is a protection against imports, then one can produce
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Table 4.1 Select CAP budgetary expenditure, 1999–2003 (€m)

Item 1999 2000 2001 2002 2003

EU budget 79 249 77 879 101 051 95 656 96 991
Total CAP expenditure 45 267 41 903 45 642 47 242 47 945
EAGGF – Guarantee 39 540 40 467 42 083 44 230 44 780

Plant products 26 739 25 812 26 713 27 349 26 176
Animal products 9 440 9 275 9 558 10 860 13 099
Rural development 2 588 4 176 4 364 4 595 4 698

EAGGF – Guidance 5 580 1 387 3 509 2 957 3 123
Charges under the CAP 2 391 2 395 1 973 1 893 1 902

Ordinary levies 1 187 1 198 1 133 1 122 1 173
Sugar levies 1 204 1 197 840 771 729

Source: European Commission, DG Agriculture (2003).



everything everywhere, no matter how expensive it may be. The CAP guar-
anteed the purchase of the home-produced selected agricultural goods that
conformed with the specified quality standards, which boosted the pro-
duction of farm goods in the EU.

The CAP market organisation was predominantly to support the income
of farmers. Structural issues such as technical modernisation, size of hold-
ings and employment in agriculture were left to the national authorities.
National expenditure in the farm sector supplements that of the EU. This
expenditure included subsidised loans, tax exemptions, social security and
other subsidies. The EU gave incentives for the increase in the agricultural
production, while at the same time, it assumed responsibility for the pur-
chase of farm output and the disposal of excess supplies. The financial soli-
darity that came with the CAP made possible the externalisation of the cost
of national investments in agriculture.
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Table 4.2 EAGGF Guarantee expenditure by select products in 2002 and
2003 (€m)

Product 2002 (€m) EAGGF (%) 2003 (€m) EAGGF (%)

Arable crops 17 916 40.5 19 790 37.5
of which refunds 80 104
of which storage 283 206

Beef/veal 8 095 18.3 8 404 18.8
of which refunds 488 534
of which storage 522 29

Milk products 1 912 4.3 2 672 6.0
of which refunds 977 1 568
of which storage 3 135

Olive oil 2 366 5.3 2 341 5.2
of which refunds – –
of which storage 14 –

Sheepmeat/goatmeat 672 1.5 1 805 4.0
of which refunds – –
of which storage – –

Wine 1 392 3.1 1 381 3.8
of which refunds 25 25
of which storage 76 79

Sugar 1 401 3.2 1 482 3.3
of which refunds 1 190 1 257
of which storage 16 –

EAGGF 44 230 44 780

Source: European Commission, DG Agriculture (2003).



Subsidisation of the farm sector is not an exclusive feature of the EU.
Other OECD countries subsidise their agriculture too. In some instances,
and depending on the indicator, that support is much higher than is the case
in the EU (Table 4.3). Compared with the 1986–88 period, 2000–02 was
characterised by a relatively lower overall level of support. However, the
total support to agriculture remains high. Producer support estimate (PSE)
indicates the annual monetary value of gross transfers from consumers and
taxpayers to agricultural producers. The higher the PSE, the lower the
efficiency of farm production. The farm sector of the OECD countries
received €249 billion in 2002 in this type of assistance. There has been a
slight decline in assistance since 2000, but the volume was higher than
during the 1986–88 period, when it was €219 billion.

In relative terms Switzerland was the country that assisted farming most
in 2002, with a PSE of 75 per cent. However, other countries followed
closely: Norway (71 per cent), Korea (66 per cent) and Japan (59 per cent).
The PSE for the EU was 36 per cent, while for the US, it was 18 per cent.14

The accession countries in Central and Eastern Europe had a lower PSE
than was the case in the EU. Australia had the lowest support involvement
in agriculture among countries presented in Table 4.3. As far as the total
support estimate per capita is concerned, the OECD average was €300 in
2002. Both the EU and the US were above that average, €323 and €336,
respectively. However, this assistance in Switzerland was €811, in Norway
€673, in Korea €471 and in Japan €464. On average, the Central and East
European accession countries assisted less than the EU. Assistance by the
Czech Republic was €123, while in Hungary it was €198. Poland and
Slovakia assisted much less, €66 and €76, respectively. In the OECD coun-
tries the assistance per full-time farmer was €11 000 in 2002. Norway’s
support was more than four times this average, at €47 000.

Agricultural exports are fundamental to the American economic system,
as well as an important long-term strategic tool. The US has been in the
forefront of the struggle against agricultural protection in the EU and
Japan, and insisted on having agriculture at the heart of the Doha Round.
The US sensibly cut farm subsidies in the 1996 Farm Bill. However, the
2002 US Farm Bill demolished the spirit and letter of such intentions. The
bill authorised $180 billion in farm subsidies over the next ten years and
increased the level of federal US subsidies by 70 per cent. This would not
only violate the limits on farm subsidies agreed during the Uruguay Round,
but also ensure that US farmers would receive subsidies that are three times
the European level. At the same time the EU struggles to rationalise and
scale down its €45 billion annual farm budget. The great significance of this
change in the US is twofold. First, it came at a time when there was wide-
spread protest in the US against the budget deficit. Second, the US is
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allegedly a country that preaches free trade.15 As such, one may question
the real US intentions to negotiate and to further liberalise trade within the
Doha Round.

As a result of the CAP and its ‘market organisation’, there was a com-
mitment by the EU to purchase and dispose of farm goods through its
executive agencies. Figure 4.2 presents the consequences of fixing prices
and guaranteeing purchase. Suppose that in the market for wheat SS and
DD represent supply and demand curves, respectively. Equilibrium in the
market is at E and the market-clearing price is 0Pe, while the correspond-
ing quantity of output is 0Qe. If the price is fixed above the market-clearing
level, for instance, at 0Ph and if the government guarantees purchase, then
the demand curve acquires a kink and becomes DDh. As the supply curve
is unchanged, equilibrium is at point Eh. The free market purchase of wheat
is 0Q2, quantity Q2Qe presents a reduction in consumption, while QeQ3 is
hyperproduction. Triangle ‘a’ illustrates welfare loss for the consumers,
while triangle ‘b’ stands for a misallocation of resources. Suppose that a
lower level than 0Pe is used to fix the price, for instance 0Pl. Equilibrium is
at point El, the quantity consumed is 0Q1, while quantity Q1Q4 stands for
a shortage. The example with the fixing of prices above the equilibrium
level conforms with the price distortions that are induced by the CAP, while
the fixing of prices at the level below the equilibrium, for example, repre-
sents the case with rents (and shortage of apartments).

Shares of member states in the total agricultural output of products that
are subject to the CAP market organisation and those that are outside the
EU ‘market organisation’ in 2001 are given in Table 4.4. The largest pro-
ducers of farm goods in the EU are France, Italy, Germany, Spain and
Britain in declining order. These five countries jointly produced three-
quarters of the entire EU farm output. Being large countries in the region,
their hefty shares do not come as a surprise. The Netherlands is a relatively
small country in the EU, but it contributed over 5 per cent to the total EU
farm output. Hence, even a small and highly efficient country received rela-
tively large benefits from the CAP.

Some of the Central and East European countries that are the new
members of the EU are significant producers of farm goods. In this group of
ten countries, Poland produced more than half of the entire output in 2001,
and Poland and Hungary together produced over 70 per cent (Table 4.5).
If the output in the Czech Republic is added, then these three countries
produced well over 80 per cent of the entire agricultural output in this group
of countries.

The commodity structure of the EU(25) farm output for 2001 is given in
Table 4.6. The striking feature of the output structure was relatively high
concentration on a few products. Of the 22 commodities that are subject to
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Table 4.3 Estimates of support to agriculture in billions of euros, share of
PSEa in this support, totalb support to agriculture as a share of
GDP and total support per capita in euros in select OECD
countries 

Country 1986–88 2000 2001 2002

European Union (€bn) 86.7 96.1 98.0 106.8
% of that PSE 40.0 34.0 34.0 36.0
Total support as % of GDP 2.7 1.3 1.3 1.3
Total support per capita € 296.0 288.0 299.0 323.0
Support per full-time farmer €000 9.0 16.0 16.0 18.0

Czech Republic (€bn) 1.1 0.6 1.0 1.1
% of that PSE 31.0 17.0 23.0 28.0
Total support as % of GDP 4.4 1.3 1.7 1.7
Total support per capita € 109.0 69.0 106.0 123.0
Support per full-time farmer €000 3.0 4.0 6.0 8.0

Hungary (€bn) 0.7 1.1 1.1 1.6
% of that PSE 16.0 22.0 19.0 29.0
Total support as % of GDP 2.5 2.6 2.4 2.9
Total support per capita € 71.0 135.0 142.0 198.0
Support per full-time farmer €000 1.0 4.0 5.0 7.0

Poland (€bn) 1.2 2.2 2.4 2.2
% of that PSE 11.0 15.0 15.0 14.0
Total support as % of GDP 2.2 1.4 1.4 1.3
Total support per capita € 36.0 63.0 69.0 66.0
Support per full-time farmer €000 0.0 1.0 1.0 1.0

Slovakia (€bn) 0.4 0.4 0.3 0.3
% of that PSE 28.0 25.0 16.0 21.0
Total support as % of GDP 4.2 2.0 1.3 1.6
Total support per capita € 94.0 81.0 56.0 76.0
Support per full-time farmer €000 2.0 3.0 3.0 4.0

Other countries
Australia (€bn) 1.2 1.0 0.9 0.9

% of that PSE 9.0 5.0 4.0 4.0
Total support as % of GDP 0.8 0.4 0.3 0.3
Total support per capita € 94.0 76.0 67.0 89.0
Support per full-time farmer €000 3.0 3.0 2.0 3.0

Canada (€bn) 5.2 4.5 4.4 4.9
% of that PSE 34.0 19.0 17.0 20.0
Total support as % of GDP 1.7 0.8 0.8 0.8
Total support per capita € 248.0 195.0 191.0 204.0
Support per full-time farmer €000 10.0 11.0 11.0 12.0
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Table 4.3 (continued)

Country 1986–88 2000 2001 2002

Japan (€bn) 44.3 58.7 50.7 46.6
% of that PSE 61.0 60.0 59.0 59.0
Total support as % of GDP 2.3 1.4 1.4 1.4
Total support per capita € 246.0 577.0 503.0 464.0
Support per full-time farmer €000 12.0 28.0 24.0 22.0

Korea (€bn) 10.8 21.1 18.6 19.2
% of that PSE 70.0 67.0 63.0 66.0
Total support as % of GDP 9.3 4.8 4.6 4.5
Total support per capita € 286.0 515.0 456.0 471.0
Support per full-time farmer €000 7.0 27.0 23.0 24.0

Norway (€bn) 2.5 2.5 2.4 2.8
% of that PSE 70.0 68.0 67.0 71.0
Total support as % of GDP 3.4 1.5 1.4 1.5
Total support per capita € 673.0 602.0 582.0 673.0
Support per full-time farmer €000 26.0 38.0 39.0 47.0

Switzerland (€bn) 4.8 4.9 5.0 5.4
% of that PSE 76.0 72.0 72.0 75.0
Total support as % of GDP 3.9 2.1 2.0 2.0
Total support per capita (€bn) 872.0 752.0 761.0 811.0
Support per full-time farmer €000 31.0 32.0 32.0 34.0

United States (€bn) 38.4 53.9 57.7 41.9
% of that PSE 25.0 22.0 23.0 18.0
Total support as % of GDP 1.4 0.9 1.0 0.9
Total support per capita € 259.0 366.0 382.0 336.0
Support per full-time farmer €000 15.0 22.0 23.0 17.0

OECD (€bn) 219.2 263.0 253.3 249.2
% of that PSE 38.0 32.0 31.0 31.0
Total support as % of GDP 2.3 1.3 1.2 1.2
Total support per capita € 270.0 311.0 303.0 300.0
Support per full-time farmer €000 9.0 12.0 11.0 11.0

Notes:
a. PSE indicates the annual monetary value of gross transfers from consumers and taxpayers

to support agricultural producers.
b. Total expenditure also includes the spending of other policies related to agriculture.

Source: OECD (2003a).



the CAP ‘market organisation’ only three products (milk, cattle and pigs),
comprise 34 per cent to the total farm output, while 19 others contribute
most of the rest. Because of the climate, the production of the ‘three com-
modities’ is concentrated in the central and northern countries of the EU.16

The share of the southern countries in the production of these goods was
much smaller. None the less, the contribution of the southern countries was
pronounced in the output of fresh fruits and vegetables. The Central and
East European countries have a relative concentration of output in the
‘three northern products’.

SELF-SUFFICIENCY

Self-sufficiency is the ratio of domestic consumption to domestic output.
Apart from vegetables and potatoes, the original six EU member states
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were not self-sufficient in farm products at the time of the creation of the
EU. As a direct consequence of the CAP market organisation, as well as
progress in technology, the EU reached a high degree of self-sufficiency in
almost all temperate-zone agricultural products (Table 4.7). Greatest self-
sufficiency exists in cereals, sugar and milk-based17 products. The only
‘deficit’ in the EU internal production is in fresh and citrus fruits, as well as
in maize. This means that the concessions in trade (quotas) that the EU
offers to foreign exporters for all other farm goods has a heavy political
dimension.

One must not forget the context of the situation when the original CAP
was created (end of the 1950s). There was a huge need to increase agricul-
tural production in the EU to meet the needs of the population (there was
a food shortage at that time).18 However, farmers respond to business
signals like any other entrepreneur. Once they start to produce not for con-
sumers, but because of guaranteed purchases, this causes market surpluses
of goods. The consequence under the CAP market organisation is a with-
drawal of those goods from the market and their eventual destruction, for
example, the ‘butter mountain’ cycle. Milk produced by cows is processed
into butter to profit from the intervention price, and hundreds of millions
of tonnes of butter are stockpiled. When the shops are fully stocked, the
European Commission transports and stores the surplus throughout
Europe at enormous cost and waste of energy. After 24 months the butter
is unfit for human consumption. Such butter is then processed into cheap
fodder for calves. The cycle is complete – but only after two years of indus-
trial processing, storage and transport in refrigerated trucks with enormous
financial losses.19

There have been substantial surpluses of farm goods, and the EU has
had to dispose of them in several controversial ways. Milk is sometimes dis-
tributed free of charge to schools in order to supply the children with the
nutrients necessary for growth, as well as to foster the habit of consuming
milk from an early age, rather that of consuming various addictive ‘junk
drinks’ that have a questionable or negative impact on health. Butter is sold
at privileged (lower) prices to hospitals, army and humanitarian organisa-
tions, while the general public can rarely enjoy those prices. Cake manu-
facturers and bakeries might sometimes procure butter at privileged prices
in order to reduce the competitive pressure from other fats such as mar-
garine. A portion of the surpluses is donated to poor or crisis-ridden coun-
tries as humanitarian aid. Finally and most importantly, surpluses are
exported to third countries with refunds (read export subsidies). Surpluses
of farm goods cannot be freely distributed or constantly sold at reduced
prices to domestic consumers. If that were the case, internal EU prices
would fall and the whole CAP intervention system would collapse. As part
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Table 4.4 Individual member states’ shares in agricultural production in
2001(%)

Belgium Denmark Germany Greece Spain France Ireland

1 2 3 4 5 6 7 8

Products subject 
to EU – market 
organisations
Wheat1 1.4 4.7 21.4 3.4 7.6 31.6 0.6
Rye1 0.7 6.1 77.4 0.8 2.8 2.4 –
Oats1 0.6 4.6 17.0 1.8 11.7 8.1 1.4
Barley1 0.8 9.4 26.9 0.7 10.3 21.7 2.2
Maize1 0.1 – 9.0 6.9 14.6 36.5 –
Rice1 – – – 5.4 31.2 4.2 –
Sugarbeet 5.5 3.0 22.6 3.2 8.0 23.3 1.6
Tobacco 0.4 – 3.5 44.3 10.3 9.0 –
Olive oil – – – 24.3 36.9 – –
Oilseeds1 0.2 1.4 25.3 0.2 10.9 38.7 –
Fresh fruit2 1.8 0.1 3.9 9.5 31.9 16.2 0.1
Fresh vegetables2 3.7 0.6 6.6 7.9 19.4 15.2 0.9
Wine and must – – 6.2 0.3 4.7 52.5 –
Seeds3 2.3 8.9 16.0 1.0 – 26.8 –
Textile fibres 1.5 – – 85.0 – 12.4 –
Hops 2.0 – 82.4 – – 3.6 –
Milk 2.4 3.7 22.7 2.3 6.0 19.2 3.8
Cattle 3.6 1.5 12.2 1.1 7.9 29.1 6.8
Pigs 5.5 9.9 22.8 1.2 17.0 12.4 1.2
Sheep and goats 0.1 0.1 3.9 13.6 28.3 15.6 6.5
Eggs 2.7 1.6 19.7 3.5 13.4 15.2 0.6
Poultry 2.4 1.7 8.9 1.3 12.7 27.0 1.2
Subtotal 2.5 3.2 15.3 4.5 13.4 22.5 2.1
Products not 
subject to EU –
market organisations
Potatoes1 5.5 1.9 16.7 5.2 9.0 19.8 1.2
Agricultural services 0.4 3.3 14.7 0.0 4.1 28.2 3.5
Other 2.9 3.6 18.0 1.7 8.7 21.5 1.7
Subtotal 2.8 3.4 17.4 1.8 8.0 22.4 1.9
Grand total 2.6 3.2 15.7 4.0 12.3 22.5 2.1

Notes:
1. Including seeds.
2. The products listed in Article 1 of Council Regulation (EC) No. 2200/96 on the new

market organisations.
3. Excluding cereal and rice seeds, oilseeds, the seeds of protein plants and seed potatoes.

Source: European Commission, Eurostat (Economic Accounts for Agriculture).
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EU(15)=100
(%)

Italy Luxembourg Netherlands Austria Portugal Finland Sweden United
Kingdom

9 10 11 12 13 14 15 16

12.1 0.1 0.8 1.5 0.5 0.6 2.1 11.7
0.1 0.1 0.3 3.8 0.8 1.7 2.7 0.4
7.6 0.1 0.1 2.4 1.2 19.5 15.2 8.7
3.7 0.1 0.6 2.1 0.1 3.8 3.1 14.5

25.3 0.0 0.7 3.7 3.2 – 0.0 –
53.2 – – 0.0 6.0 – – –
9.5 – 7.1 2.9 0.3 1.2 2.8 9.1

30.6 – – 0.1 1.8 – – –
38.0 – – 0.0 0.8 – – –
10.1 0.1 0.1 2.0 0.4 0.8 0.7 9.2
25.3 0.0 2.7 1.4 4.3 0.2 0.2 2.2
23.6 0.0 9.0 0.8 3.8 0.8 0.6 7.2
29.7 0.2 – 3.0 3.4 – – –
5.7 0.0 32.2 0.1 – 0.3 0.6 6.1
0.0 – 0.3 0.1 – 0.0 – 0.6
– – – 1.1 – – – 10.9

10.5 0.2 9.3 2.3 1.7 2.6 2.6 10.7
13.4 0.2 3.9 2.5 1.3 1.1 1.8 13.6
9.7 0.1 9.0 2.7 2.0 1.0 1.3 4.2
6.4 0.0 1.7 0.5 2.9 0.0 0.3 20.0

16.2 0.1 7.6 2.4 1.6 0.8 2.0 12.7
15.3 0.0 6.1 0.7 3.9 0.8 0.8 17.3
15.7 0.1 5.3 1.9 2.2 1.2 1.5 8.5

7.2 0.0 13.7 0.8 2.0 1.1 2.0 13.7
11.1 0.1 19.2 1.5 0.1 1.7 1.1 10.9
14.2 0.1 14.3 1.9 2.2 2.1 2.1 5.0
12.9 0.1 15.0 1.7 1.8 1.9 2.0 7.0
15.1 0.1 7.3 1.9 2.1 1.4 1.6 8.2
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of the reform package, the cost of handling surpluses in the future may fall
on the national, rather than the EU budget.

Once such a high level of self-sufficiency has been reached, attention
needs to be paid to the other dimensions of the agricultural sector, for
example, the protection of the environment. A widespread use of fertil-
isers, herbicides, insecticides and pesticides could increase farm output in
the short run, but may downgrade soil and have adverse effects in the
medium and long terms for health, life and the environment. There needs
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Table 4.6 Share of products in agricultural production in 2001(%)

EU(15) Belgium Denmark Germany Greece Spain France

1 2 3 4 5 6 7 8

Products subject to EU – market organisations
Wheat1 5.9 3.2 8.6 8.1 5.1 3.7 8.3
Rye1 0.4 0.1 0.7 1.7 0.1 0.1 0.0
Oats1 0.4 0.1 0.6 0.5 0.2 0.4 0.2
Barley1 2.8 0.8 8.3 4.9 0.5 2.4 2.8
Maize1 2.3 0.0 – 1.3 4.0 2.8 3.8
Rice1 0.3 – – – 0.4 0.8 0.1
Sugarbeet 1.6 3.4 1.5 2.3 1.3 1.0 1.6
Tobacco 0.4 0.1 – 0.1 4.6 0.3 0.2
Olive oil 1.8 – – – 11.2 5.5 –
Oilseeds1 1.8 0.1 0.8 2.9 0.1 1.6 3.1
Fresh fruit2 6.2 4.3 0.3 1.5 14.9 16.0 4.5
Fresh vegetables2 7.6 11.0 1.3 3.2 15.1 12.0 5.1
Wine and must 5.0 – – 2.0 0.4 1.9 11.7
Seeds3 0.4 0.3 1.0 0.4 0.1 – 0.4
Textile fibres 0.4 0.2 – – 8.7 – 0.2
Hops 0.1 0.0 – 0.3 – – 0.0
Milk 14.5 13.4 16.7 21.0 8.5 7.0 12.4
Cattle 9.1 12.6 4.1 7.1 2.5 5.9 11.7
Pigs 10.2 21.7 31.3 14.8 3.0 14.1 5.6
Sheep and goats 2.0 0.1 0.1 0.5 6.8 4.6 1.4
Eggs 1.8 1.9 0.9 2.3 1.6 2.0 1.2
Poultry 4.3 3.9 2.3 2.5 1.4 4.5 5.2
Subtotal 79.3 77.4 78.4 77.2 90.4 86.6 79.5

Products subject to EU – market organisations
Potatoes1 2.5 5.3 1.5 2.7 3.3 1.8 2.2
Agricultural services 3.2 0.5 3.4 3.0 0.0 1.1 4.1
Other 14.9 16.8 16.7 17.1 6.3 10.5 14.2
Subtotal 20.7 22.6 21.6 22.8 9.6 13.4 20.5
Grand total 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Value in €m 282 407.5 7 317.2 9 092.7 44 369.1 11 184.5 34 705.2 63 550.0



to be greater concern for the impact of farming on the environment (soil,
air and water), as well as on the health and growth of plants and animals
(not to mention humans) in the future.20

Most of the damage to the environment over the past several decades, for
example, in Britain did not come from urbanisation or road building, but
rather from the CAP. Subsidies encouraged huge monocultures in arable
farming, which have been responsible for the destruction of biodiversity in
species-rich areas. Instead of the usual practice of ploughing winter stubble
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Ireland Italy Luxembourg Netherlands Austria Portugal Finland Sweden United 
Kingdom

9 10 11 12 13 14 15 16 17

1.6 4.7 3.3 0.7 4.7 1.4 2.6 7.9 8.5
– 0.0 0.2 0.0 0.7 0.1 0.4 0.6 0.0

0.3 0.2 0.6 0.0 0.5 0.2 6.0 4.1 0.4
3.1 0.7 3.1 0.2 3.1 0.1 7.9 5.7 5.0

– 3.9 0.3 0.2 4.5 3.6 – 0.0 –
– 1.1 – – – 0.9 – – –

1.2 1.0 – 1.5 2.4 0.2 1.4 2.8 1.8
– 0.8 – – 0.0 0.4 – – –
– 4.6 – – – 0.7 – – –
– 1.2 1.0 0.0 1.9 0.4 1.1 0.8 2.0

0.3 10.4 1.3 2.3 4.6 12.8 0.7 0.8 1.7
3.4 11.9 0.4 9.3 3.1 13.7 4.4 3.1 6.7

– 9.8 9.9 – 7.8 8.0 – – –
– 0.1 0.2 1.6 0.0 – 0.1 0.1 0.3
– 0.0 – 0.0 0.0 – 0.0 – 0.0
– – – – 0.0 – – – 0.1

26.4 10.1 34.8 18.5 17.5 12.0 27.9 23.9 18.9
29.8 8.1 21.1 4.8 11.7 5.7 7.6 10.4 15.0
5.9 6.5 7.3 12.5 14.4 9.6 7.3 8.7 5.2
6.2 0.8 0.3 0.5 0.6 2.8 0.0 0.3 4.8
0.5 2.0 1.8 1.9 2.3 1.4 1.0 2.3 2.8
2.6 4.4 0.5 3.6 1.6 8.0 2.4 2.3 9.1

81.3 82.4 86.1 57.7 81.5 81.9 70.9 73.9 82.4

1.5 1.2 0.8 4.7 1.0 2.3 2.1 3.2 4.2
5.4 2.4 2.9 8.5 2.5 0.1 4.1 2.4 4.3

11.9 14.0 10.1 29.1 15.0 15.7 22.9 20.5 9.2
18.7 17.6 13.9 42.3 18.5 18.1 29.1 26.1 17.6

100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
5878.8 42 630.2 256.6 20 650.2 5 356.9 5 944.0 3 841.9 4 401.4 23 228.8
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Table 4.6 (continued)

CC(10)4 Czech Estonia Cyprus Latvia Lithuania
Republic

1 2 3 4 5 6 7

Products subject to EU – market organisations
Wheat1 8.8 14.9 2.9 – 8.6 9.1
Rye1 1.7 0.5 0.9 – 1.8 1.5
Oats1 1.9 0.4 1.5 – 1.4 0.6
Barley1 3.0 6.6 5.5 – 3.8 5.8
Maize1 2.7 1.5 0.0 – 0.0 0.0
Rice1 0.0 0.0 0.0 – 0.0 0.0
Sugarbeet 2.2 3.1 0.0 – 3.3 3.5
Tobacco 0.2 0.0 0.0 – 0.0 0.0
Olive oil 0.0 0.0 0.0 – 0.0 0.0
Oilseeds1 2.8 7.5 2.6 – 0.6 1.2
Fresh fruit2 5.2 2.1 2.2 – 1.9 0.6
Fresh vegetables2 6.0 2.2 2.7 – 3.6 7.4
Wine and must 0.3 0.0 0.0 – 0.0 0.0
Seeds3 0.1 0.2 0.0 – 0.2 0.0
Textile fibres 0.0 0.1 0.0 – 0.2 0.0
Hops 0.1 0.8 0.0 – 0.0 0.0
Milk 14.9 17.2 30.6 – 22.5 18.6
Cattle 3.9 5.0 5.5 – 6.5 6.1
Pigs 18.1 18.0 16.3 – 12.0 11.4
Sheep and goats 0.3 0.0 0.2 – 0.2 0.2
Eggs 3.7 3.0 3.9 – 5.8 3.2
Poultry 6.9 5.7 3.0 – 2.5 4.2
Subtotal 82.6 88.5 77.9 – 74.7 73.4

Products subject to EU – market organisations
Potatoes1 4.9 3.0 5.5 – 8.8 7.5
Agricultural services 2.5 0.9 5.2 – 1.1 1.1
Other 10.0 7.7 11.4 – 15.4 18.0
Subtotal 17.4 11.5 22.1 – 25.3 26.6
Grand total 100.0 100.0 100.0 – 100.0 100.0
Value in €m 28 038.5 3 231.8 402.6 – 522.9 1157.5
EU(15) = 100 9.9 1.1 0.1 – 0.2 0.4

Notes:
1. Including seeds.
2. The products listed in Article 1 of Council Regulation (EC) No. 2200/96 on the new

market organisations.
3. Excluding cereal and rice seeds, oilseeds, the seeds of protein plants and seed potatoes.
4. CC(10) without Cyprus.

Source: European Commission, Eurostat (Economic Accounts for Agriculture).
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Hungary Malta Poland Slovenia Slovakia Bulgaria Romania Turkey

8 9 10 11 12 13 14 15

8.0 0.0 8.1 3.3 11.3 9.2 10.1 –
0.2 0.0 2.8 0.0 0.7 0.1 0.0 –
0.2 0.0 3.2 0.1 0.2 0.2 0.5 –
2.0 0.0 2.3 0.7 4.1 2.3 1.8 –
9.1 0.0 0.9 3.1 4.4 3.7 14.6 –
0.1 0.0 0.0 0.0 0.0 0.1 0.0 –
1.7 0.0 2.3 0.6 2.1 0.0 0.2 –
0.2 0.0 0.2 0.0 0.2 1.9 0.1 –
0.0 0.0 0.0 0.0 0.0 0.0 0.0 –
4.0 0.0 1.6 0.3 4.8 2.8 1.7 –
7.4 3.6 5.7 5.6 3.1 6.6 5.6 –
7.7 29.4 6.1 3.0 6.8 14.0 8.9 –
0.0 0.0 0.0 7.5 0.0 0.0 1.7 –
0.1 0.0 0.1 0.0 0.0 0.1 0.1 –
0.0 0.0 0.0 0.0 0.0 0.1 0.0 –
0.0 0.0 0.0 0.0 0.0 0.0 0.0 –

10.1 11.4 14.9 17.9 15.6 13.3 12.4 –
1.8 3.2 3.5 13.2 3.7 5.2 3.7 –

17.7 12.9 19.8 10.6 15.8 15.7 8.8 –
0.9 0.0 0.1 0.9 0.6 4.9 1.3 –
3.8 7.8 3.6 2.7 4.6 2.8 3.8 –

10.7 12.4 6.1 8.4 6.2 4.3 5.1 –
85.9 80.6 81.3 78.1 84.4 87.0 80.4 –

2.1 7.8 6.4 2.3 2.7 2.6 5.7 –
3.6 0.0 2.4 1.4 4.1 6.0 1.1 –
8.4 11.6 9.9 18.2 8.8 4.4 12.9 –

14.1 19.4 18.7 21.9 15.6 13.0 19.6 –
100.0 100.0 100.0 100.0 100.0 100.0 100.0 –

5 471.2 157.1 14 745.0 943.1 1407.3 3240.0 10 707.1 –
1.9 0.1 5.2 0.3 0.5 1.1 3.8 – 
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Table 4.7 Self-sufficiency in select agricultural products in 1999/2000 (%)

EU(15) Belgium Denmark Germany Greece Spain France

1 2 3 4 5 6 7 8

1999/00
Cereals
Total cereals (excl. rice) 116 54 116 121 75 83 221
of which:

Total wheat 120 63 118 125 81 68 218
Rye 154 32 266 171 97 110 131
Barley 124 49 109 123 60 109 266
Grain/maize 96 15 0 78 74 62 240
Total milled rice – – – – – – –

Potatoes 98 172 93 101 84 78 100
Sugar 128 162 263 149 63 81 210
Fresh vegetables – 126 – 40 107 147 –
Fresh fruit (excl. citrus fruit) – 77 – 20 120 121 –

Citrus fruit – – – – 125 266 –
Wine 109 0 0 56 116 147 122
1999
Milk products

Fresh milk products 123 102 113 – 93 103 98
(excl. cream)
Whole-milk powder 370 647 132 – – 400 2 250
Skimmed-milk powder 247 170 286 – – 103 646
Concentrated milk 179 – 136 – – 55 0
Cheese 34 362 96 – – 116 422
Butter 116 122 78 – 131 89 919
Margarine – – – – – – –

Eggs 103 – 89 75 96 107 102 91
Meat1

Total meat2, of which: 107 – 347 87 54 106 113
Total beef/veal 103 – 115 116 25 100 113
Pigmeat 110 – 490 85 41 112 106
Poultrymeat 109 – 214 66 79 94 152
Sheepmeat and goatmeat 83 – 29 47 82 103 47

Oils and fats
Total oils and fats – 26 – 61 – – 73
of which:

Vegetable – 2 – 53 – – 66
Cutting-room fat – 65 – 123 – – 109

Notes:
1. Excl. offal.
2. Including cutting-room fat.

Source: European Commission (Eurostat).
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Ireland Italy Luxembourg Netherlands Austria Portugal Finland Sweden United 
Kingdom

9 10 11 12 13 14 15 16 17

75 80 93 21 106 29 92 130 110

52 75 94 29 131 9 60 120 118
0 80 133 28 94 58 43 118 109

123 66 95 24 119 9 94 141 121
0 90 40 0 88 45 0 0 0
– – – – – – – – –
67 79 69 147 86 75 88 90 89

183 109 0 152 138 9 61 109 67
68 126 – – 60 128 51 40 –
11 132 – – 68 47 8 8 –
0 94 – – 0 82 0 0 –
0 153 57 0 107 71 0 0 0

90 – 83 104 105 101 99 98 –

– – 159 106 150 84 102 108 –
– – 34 120 109 100 104 88 –
– 214 0 100 102 –
– – 224 82 86 104 87 63 –
80 – 153 88 125 121 112 92 –
– – – – – – – – –
91 102 – 225 81 100 114 98 95

335 76 – 241 110 80 101 95 83
1 148 62 – 160 140 58 93 79 66

190 67 – 283 107 77 102 101 76
108 108 – 221 – 97 – – 90
265 56 – 105 79 69 45 52 104

– 63 – 0 73 – – – 32

– 50 – 0 69 20 – – 34
– 103 – 0 122 – – – 82



into the ground in the spring, farmers tended to burn off the stubble to grow
a second crop. In addition, subsidy-supported monoculture and intensive
farming were responsible for the massive disappearance of hedgerows
which previously housed a large variety of birds, insects and plants, trans-
forming parts of the English countryside – East Anglia, for example,
turned into a ‘green desert’.

CONSEQUENCES FOR PRINCIPAL PLAYERS

Farmers

The best answer to whether the CAP market organisation helps a farmer to
begin agricultural production, remain in it or leave farming altogether
would be to consider the situation when there was no CAP. Such a com-
parison would, however, be difficult and full of pitfalls. None the less, there
are certain ways, albeit full of methodological pitfalls, to compare wages in
different sectors. Most of the farmers live in the countryside where rents are
lower than in urban areas. Many of them are also engaged in another
gainful activity.21 Farmers were sometimes said to live poor, but die rich.
Residents in the cities have higher outlays for clothes and footwear, as well
as for transportation relative to farmers who may live close to their farms.
A relatively new feature is that many people leave urban areas and prefer to
live in the countryside.

A graphical illustration of the income of farmers is given in Figure 4.3.
DD and SS present demand and supply, respectively, for a farm good
subject to the CAP ‘market organisation’. Free-market equilibrium is at E,
but if the CAP fixes price at Ph, then the new equilibrium is at Eh. If quan-
tity is multiplied by price, the income of farmers equals rectangle 0PhEhQh.
In a free market situation the income of farmers would equal a smaller rect-
angle 0PeEQe. The difference between the two rectangles is the shaded area
that equals income subsidies that EU farmers receive as a consequence of
the CAP market organisation.

According to a Eurostat 1999–2000 survey22 58 per cent of 6.8 million
farmholdings in the EU were relatively small (up to 5 hectares). These hold-
ings were mostly located in Greece, Italy and Portugal. The largest holdings
of more than 100 hectares represented 3 per cent of all EU holdings. Most
of them were in Britain (17 per cent of holdings). The used area in the EU
was 127 million hectares, with an average size of 19 hectares for each
holding. Glasshouses included 2 per cent of the EU holdings (11 per cent
in the Netherlands and 6 per cent in Belgium), while 2 per cent of the hold-
ings practised organic farming (11 per cent in Sweden and 9 per cent in
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Austria). Fifty-four per cent of holdings and 55 per cent of the farming
were located in less-favoured or mountain areas. Single holders held 96 per
cent of the holdings, while the rest was held by a legal entity (a company).

The general farm support provided by the CAP is in a sense one-sided.
It favours output in the northern regions of the EU where production is
large scale, takes place on large farms and is based on goods of animal
origin and on certain cereals. In the southern regions, however, there is a
predominance of crops that do not have such a large share in the CAP
expenditure as ‘northern’ products. In addition, they are produced on small
farms. Therefore, the owners of large farms in the north of the EU derive
the greatest benefits from the CAP. This structure of farm support is far
from the goal of ensuring ‘a fair standard of living for the agricultural
community’.

Consumers

One of the achievements of the CAP was the security of food supplies from
domestic production (self-sufficiency). If the origin of farm commodities is
ignored, then the security of food supplies could be achieved more cheaply.
For example, agricultural goods could be purchased abroad where they are
cheaper compared with prices in the EU. The outlays for storage in the EU
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would be the same for an identical quantity of goods, but there would be a
saving equal to the difference in the value of the stored goods, as the ones
purchased in the foreign markets are cheaper than those available from EU
domestic production.

The CAP system of variable levies and guaranteed purchases at specified
prices for agricultural goods aims at supporting the income of farmers. The
deficiency-payment system, such as that used in Britain prior to EU entry
in 1973, supports the income of consumers. The CAP system not only
increases the cost of food and taxes (national contributions to the EU
budget), but also increases production expenditure, as a part of wages is
influenced by the cost of food.

One of the objectives of the CAP, as specified by the Treaty of Rome, is
that supplies have to ‘reach consumers at reasonable prices’. However, the
treaty does not define ‘reasonable prices’. ‘Reasonable prices’ change their
meaning, not only across the different income groups of consumers, but
also over time. There is statistical evidence that the prices of farm goods in
the EU have been increasing at a slower rate than the incomes of con-
sumers. None the less, one may not infer from these relative changes that
consumers were supplied at ‘reasonable’ prices. The prices of agricultural
products subject to the CAP ‘market organisation’ are on the same level as
the highest ones for farm goods. These are the prices that prevail on the
German market, a country that is one of the wealthiest in the EU. In add-
ition, there is a weak correlation between the price of agricultural goods at
the farm gate and the retail price of food for final consumers (the base good
passes through a chain of transformation, value is added, in addition to the
costs of marketing and distribution). Hence, a comparison between the two
prices is subject to a great deal of methodological difficulty.

The CAP has created social problems too. The groups of the population
with the lowest incomes (the poor, the sick, the students and the retired)
have relatively the highest expenditure on food. One can find here one of
the greatest controversies of the CAP: the income transfer from poor con-
sumers to rich farmers. In fact, the major beneficiaries of the CAP include
large farmers;23 those who transport, store and trade in surplus products;
and all bureaucrats (mostly in the national offices) who deal with the CAP.

The CAP-generated incentives to produce farm goods have in certain
instances provoked fury. In the search for higher profit and cost reduction,
producers have sometimes disregarded the safety of the agricultural
product. Cancer-causing dioxins, hormones, antibiotics and other danger-
ous substances are found in food destined both for human and for animal
consumption. Landless breeding was stimulated by cheap imported soya
from the US and manioc from South Asia. Cows are locked in stables
located close to the ports where these unlimited imports were arriving. In
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addition, these herbivores were transformed into carnivores as they were
fed animal-based products. The consequences of such a forced conversion
have been enormous and well documented with the arrival of BSE. Are
genetically modified organisms a dream come true or the beginning of a
nightmare? Is genetic code manipulation going a step too far by adding and
exchanging genes between plants and animals, between viruses and con-
ventionally edible organisms? In this complex situation would it be prefer-
able to adopt a precautionary principle because it is better to be safe than
sorry? The more the focus groups learn about these ‘engineered’ crops, the
less they like the idea of planting them.24 The EU demands that all items
containing genetically modified organisms must be well tested and clearly
labelled, their sources must be traceable and their impact on health and the
environment constantly monitored.

A serious problem for the general operation of the EU arose in 1996,
when the EU banned the export of British beef and its derivatives because
it feared the spread of the human equivalent of ‘mad cow disease’ (BSE).25

In retaliation, the British government decided to block EU business by a
policy of non-cooperation. These kinds of tactics had not been seen in the
EU since 1965, when General de Gaulle pursued an ‘empty chair’ policy.
There was much hot air for a few years until a compromise deal was struck.
The ban was lifted on certain conditions and Britain resumed its cooper-
ation in the work of the EU. BSE was the most expensive disease that has
ever struck the European cattle herd. Its cost to the EU governments and
especially to farmers (loss of animals and a reduction in their value) would
total €92 billion.26

Yet another crisis erupted when foot-and-mouth disease was diagnosed
in spring 2001 in Britain. Of almost 4 million slaughtered animals, 95 per
cent of them were healthy. The estimated revenue cost of destroying these
animals was more than £2.5 billion. They could have been vaccinated, as
was the case in the similar situation in the Netherlands. At a time when one
can fly and go to the Moon, it would have been easy and relatively cheap to
vaccinate the animals. The government’s claim that ‘vaccinated meat would
be unsaleable and unexportable’ did not hold water. At the very same time
it was reported that the ‘Defence Ministry is Britain’s biggest importer of
Argentine beef’. Meat from Argentina, where foot-and-mouth disease is
endemic, was both exported and eaten by British soldiers. ‘Nothing in the
entire history of the common agricultural policy has been so crazy.’27 

External Countries28

Protecting the income of farmers in the EU is achieved, among other ways,
by restricting competition from third countries in the EU market. This is

Common Agricultural Policy 245



done by the employment of an efficient and flexible system of variable levies
on imports of agricultural products. None the less, the EU is at the same
time the largest importer of agricultural commodities in the world. On the
export side, the EU is (together with the US) the largest exporter of farm
items. As such, it influences the quantity, location and structure of inter-
national production, prices and trade in farm goods.

The EU has an undisputed impact on the price of farm goods because
of its large share in the world trade in these commodities. When exporting
farm commodities abroad, the EU applies a refund (subsidy) that bridges
the difference between the higher prices for farm goods prevailing on the
EU internal market and the lower prices at which those goods are sold to
foreign partners. If one defines dumping as sales of domestic goods to
foreign partners at prices below those on the domestic market (minus the
sales tax) and/or at prices below the costs of production, then the CAP
system of refunds represents a textbook example of dumping. Such sales
distort international specialisation, because more-efficient producers than
those in the EU are denied export markets, as well as sales. Until the con-
clusion of the Uruguay Round, however, trade in agricultural goods was
outside the scope of the GATT. Thus, little could be done about EU farm-
trade policy.

Table 4.8 presents the EU trade in agricultural products in 1999–2001.
The principal EU imports include fruits, vegetables and oilseeds. Those are
the goods in which the EU has the biggest deficit in trade and the lowest
level of self-sufficiency. The principal export items include beverages,
spirits, dairy products, meat and cereals, which are also the items that have
the most obvious degree of self-sufficiency.

The principal suppliers of agricultural goods to the EU in 1999–2001
were the US and Brazil (Table 4.9). They were followed by Argentina,
Turkey, Australia, New Zealand and China. On the export side and during
the same period, the main customer countries for EU farm exports were the
US, Japan, Switzerland and Russia (Table 4.10). The total annual EU
exports agricultural goods was about €60 billion. The annual EU imports
of farm goods was also about €60 billion. On balance the EU has always
had a deficit in trade in farm goods. The size of this deficit was changing
every year which is the consequence, in part, of the nature of farm pro-
duction. However, the EU had considerable bilateral surpluses in farm
trade with principal customer countries.

In spite of relatively substantial imports and exports (€62 billion and €60
billion, respectively, in 2001) of agricultural commodities and food by the
EU, imports would be higher and exports lower if the EU were without the
CAP market organisation. Subsidies and increase in productivity (sup-
ported by relentless technical progress) transformed the EU from a net

246 The economics of European integration
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importer to a net exporter of a number of individual farm products. The
foreign countries that are hardest hit by the CAP are important food pro-
ducers and exporters of goods that compete with the products covered by
the CAP ‘market organisation’. They include the US, Australia, New
Zealand, Brazil and Argentina.29 As such, the CAP hinders unimpeded
international division of labour and specialisation. The CAP adversely
affects the countries that export farm goods, while those that are food
importers benefit from the EU-subsidised exports of farm goods. This is
the main reason why an international and united front of developing coun-
tries against the CAP has never been established.

Prior to the Uruguay Round the EU and other countries could continue
with their policy in the field of agriculture as they chose to suit their
own domestic interests. The principal achievement of the World Trade
Organisation (WTO) during the Uruguay Round was to include agricul-
ture within the scope of its coverage. However, major constraints on the
CAP were not really introduced. None the less, the Uruguay Round set up
a certain framework for the handling of trade in agricultural commod-
ities. Countries know what they are allowed and not allowed to do in four
areas:

● Market access: WTO member countries should establish a minimum
market access for imports corresponding to 5 per cent of domestic
consumption.

● Tariffication: Various domestic tariff and non-tariff protection meas-
ures in agricultural trade should be converted into tariffs and reduced
by at least 15 per cent (for sensitive commodities), but the unweighted
average of these reductions should be 36 per cent. The intention was
to negotiate a reduction of these tariffs in future rounds of WTO
negotiations. During the 1986–88 base period for tariffication, world
prices for agricultural commodities were the lowest in decades. Hence
the new tariffs provided a very high level of tariff protection.

● Domestic support to agriculture: This needs to be reduced by 17 per
cent.30

● Export competition (subsidies): This should be reduced by 36 per
cent.31

All this was a considerable achievement for the Uruguay Round, even
though the immediate quantitative impact on trade in agricultural goods
was at best limited. The reason is that the new framework for trade was
tailored very generously (Tangermann, 1999, p. 1157). The Uruguay
Round also introduced a ‘peace clause’ which sheltered the EU and US
agricultural regimes (subsidies) from the WTO legal challenge until the end
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of 2003. It remains to be seen whether these regimes will be legally chal-
lenged in the future.32

6. Reforms
After the setting up of the CAP market organisation and the display of its
trade-diverting effects, together with its large budgetary expenditure, it
became obvious that the CAP had to be reformed. The first reform was pro-
posed by the commissioner, Sicco Mansholt, in 1968. The Mansholt Plan
encompassed a set of proposals that should have changed the shape of the
CAP by 1980. The plan suggested an increase in the size of holdings, their
specialisation and modernisation, the withdrawal of 5 million hectares of
land from farming for afforestation and recreational purposes, as well as a
reduction in the number of those employed in farming in the EU(6) from
10 million in 1968 to 5 million in 1980. This would be achieved by an early
retirement system for older farmers and the retraining of others.

There were various reasons why the Mansholt Plan was not accepted,
including: a ‘mechanical’ approach to the agricultural sector; there were no
annual rates at which the change had to take place; it was too radical and
hence politically dangerous to implement; and it did not consider what
might take place after 1980. This plan was much more radical than its suc-
cessors, which were more modest in their aims, as the European Commission
‘learned the lesson’ from the Council’s rejection of the proposals for an
extensive overhaul. None the less, the Mansholt Plan was an early taste of
how the CAP might be changed.

In spite of the rejection of the Mansholt Plan, the European Commission
continued with its aspirations to reform the CAP. These attempts, although
on a less ambitious scale, were embodied in the various papers from 1973
to 1985, which were often much more analytical than original regarding the
reform. The ideas about reforms coincided with a period of big change in
the international market (two oil crises). A restructuring of the economy
featured high on the agenda, while a substantial reform of the CAP was left
for another time. In addition, once established, the CAP has demonstrated
its strong resilience to profound change.

There was, however, a good opportunity to alter the CAP after the first
EU enlargement in 1973 when Britain, Denmark and Ireland joined the
group. As a large importer of food, Britain would be a net contributor to the
EU budget. Therefore, the expectation was that this would prompt Britain
to favour a reduction in the CAP price support. In addition, the enlargement
made the EU an important player in the world market for agricultural
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goods. However, the CAP remained basically unaltered. As a result, self-
sufficiency in most of the goods covered increased, and EU farm expend-
iture doubled between 1975 and 1985.

Throughout the 1980s, the CAP was in continuous crisis. This was not
only because of the growing surpluses in all major farm products, but also
because of a rapid increase in expenditure. Being aware of the problem, the
EU implemented various measures during that decade but these had only
a very limited impact on the alleviation of the major CAP problems of
costs and surpluses. The measures included co-responsibility levies. These
levies on the production of sugar had existed since the start of the CAP.
Their goal was to make producers of sugar bear a part of the CAP expend-
iture on this commodity, as well as to reduce production. In practice, the
burden of the levy was passed on to the consumers. Guaranteed thresholds
on cereals reduced support prices for the year to come if production sur-
passed the agreed level. However, the pre-set production quotas were set at
relatively high levels so their actual impact was quite limited. The experi-
ence with marketing quotas for milk was similar. Product diversification,
such as conversion of production from milk to beef, also had limited
results, as did the subsidies to domestic consumption, with the addition of
fraud in the distribution of funds.

The first real reform of the CAP since its inception took place in 1992
with the MacSharry Plan (after the commissioner, Raymond MacSharry).
The amendments to the CAP were not as profound as many economists
would have liked. In addition, its coverage of farm products was limited.
The reform was not directly linked to the Single Market Programme, but
rather to internal financial strain and to external events (the inclusion of
agriculture in the Uruguay Round). The main features of the MacSharry
reform include reduction in prices for cereals and beef in order to bring
them closer to the levels that prevailed on the world market, as well as the
use of compensatory payments, subject to the reduction in the number of
livestock and the area under cultivation in the 1993–96 period. The goal
was to shift the CAP from the support and control of prices on the internal
market to direct payments to farmers as a compensation for lower prices.
The specific points of MacSharry’s reform include:

● Intervention prices for most of the products to be reduced by 33 per
cent. Farmers to receive compensatory payments if they set 15 per
cent of the (productive) cereal land aside. Smaller farmers to receive
compensation without conditions.33 This element decouples output
levels from compensations. If farmers set aside34 15 per cent of their
land, this would not be translated directly into an identical drop in
output, but rather to a smaller one. This is because the farmers would
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not set aside their most productive land.35 Compensation would be
paid from the EU budget. However, this type of common financing
would be phased out and passed on to the national governments and
budgets over a period of ten years. The national fiscal authorities
would be entitled to continue making such handouts, but these must
follow the EU competition rules.

● Intervention prices for beef and veal to be reduced by 15 per cent.
The major fall in the prices for beef and veal would come from a fall
in feed prices.

● Elimination of price support for oilseeds and protein crops.
● Intervention prices for butter to be reduced by 15 per cent.
● Few changes in the systems for the production of pigs, poultry, wine

and sugar.
● Compensation for the early retirement of farmers over 55 years old.
● A farm environmental package was expected to aid chemical-free

production and the use of land for the protection of nature,
afforestation and leisure.

The MacSharry reform was supposed to introduce at least two kinds of
gain to the EU. First, a reduction in prices would diminish incentives to
overproduce and, second, a fall in prices would eliminate the part of the tax
that is paid by consumers. The problem with this reform was that it benefits
farmers that have below-average yields, while it offered a disincentive to
those who are farming efficiently. In fact, the reform ‘penalised’ large and
efficient farmers.

The reform was presented by the EU as an exclusively ‘internal’ matter.
It was, however, a big concession to the Uruguay Round partners.
Following a long stalemate in negotiations, the MacSharry reform was
enough to get the Uruguay Round re-started. Some of the negotiating part-
ners, such as Japan, thought the reform went too far, while others, such as
the Cairns Group, considered that it offered little. In short, the farm deal
of the Uruguay Round required a conversion of NTBs affecting agricul-
tural products into tariff equivalents (tariffication) and their reduction by
36 per cent over six years; tariffs should be prohibited from increases in
the future; new NTBs should not be introduced in the future; domestic
subsidies should be lowered by 20 per cent; and direct export subsidies
should be reduced by 36 per cent during the 1995–2000 period. If prices fall
and if the domestic EU production drops and if, at the same time, domes-
tic demand increases, then the reform might bring some gains to the foreign
exporters.

Agenda 2000 was to contribute to the reform of the EU and to prepare
it for its eastern enlargement. It also referred to the European model of
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agriculture for the 21st century. The definition (or a wish list) has the fol-
lowing three dimensions:

● Economic: Agriculture should be competitive and gradually able to
face world competition without excessive subsidies. Market balance
needs to be improved.

● Social: The agricultural community should have a stable income and
a reasonable standard of living. This social dimension needs to offer
a diversification of income sources for farm households.

● Environment: Production should be environmentally friendly. Output
should be of high quality, safe and of the kind the consumers want.

In addition, the future European model of farming should include the
following elements:

● Agricultural production should not be oriented only towards the
quantity of output. It should also maintain the rich European trad-
ition and countryside (including rural communities).

● Policy making in agriculture should be simplified and more under-
standable. The distinction between what the EU does and what
member countries do needs to be made clear.

● Expenditure for the CAP ought to be in line with what is justified by
the services it provides and what society at large expects from the
agricultural sector. Budgetary constraints have to be taken into con-
sideration when setting a certain policy.

Following the MacSharry reform, along the lines of Agenda 2000, as well
as the Uruguay Round commitments, the European Council in Berlin
(1999)36 brought the next real reform of the CAP. To put the Council’s con-
clusions regarding the CAP and enlargement in simple terms, the reform
had two prongs: first, the total annual EU expenditure for the CAP in the
financial perspective for the seven-year period 2000–06 was limited to about
€42 billion; second, the intervention price for cereals was to be reduced by
15 per cent.37 The motivation and objective of these decisions was not only
to limit the domestic EU farm output, but also and perhaps more impor-
tantly, to send an early and clear signal to the accession countries to curb
their hope that the EU would finance a potential expansion of their agri-
cultural production.

A further reform of the CAP represents one of the most serious chal-
lenges for the EU. It would have consequences for the EU internal oper-
ation, for external economic relations and for enlargement. A reform plan,
proposed in mid-2002, would break the link between intervention and
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production. Farm subsidies would be linked to rural conservation. In add-
ition, export subsidies would be significantly reduced. However, this
attempt to reform the CAP was deferred by France (with Germany’s
support) until 2006 when the new financial perspective is to be finalised. In
addition, Britain, Germany, the Netherlands and Sweden are particularly
concerned about future farm spending. These countries would like to see a
certain reform of the CAP before the EU offers potentially generous sub-
sidies to farmers in the accession countries. This is important as the EU(15)
has about 7 million farmers. The eastern enlargement in 2004 added to this
number a further 3.8 million. The lobbying and voting power of farmers in
the enlarged EU would increase in theory, but in practice it may be difficult
to organise them because of their different interests and priorities. In any
case, enlargement without a reform of the CAP could not be affordable for
the EU(15).

France and Germany were the moving force behind the European
Council in Brussels (24–25 October 2002). The deal brokered at this
Council established the ‘adjustment’ (limit) of future CAP payments in the
light of the forthcoming enlargement. From 2006 total CAP subsidies
would have a ceiling. This would keep payments static at current levels
during the 2007–13 period with the possibility of a modest inflation-proof
amount of 1 per cent per year. In real terms, these payments would almost
certainly be on a steady decrease. Subsidies to farmers in new member
countries would be limited to only 25 per cent of those paid to farmers in
the EU(15) in 2004. However, the payments to farmers would be gradually
brought into parity in 2013. EU(15) farmers would lose from this deal over
the coming decade. Since the influential French lobby would be hard hit,
France has made a significant enlargement-related concession. Farmers in
the new member countries should have no illusions about hefty subsidies
from Brussels, but most others would gain: EU consumers and potential
exporters to the EU.

The EU has always been and will continue to be a tough negotiator in
the farm-trade negotiations. However, in the wake of the September 2003
Cancun (Mexico) ministerial meeting of the Doha Round of negotiations,
the EU agreed in June 2003 on a radical, perhaps the most comprehensive
and long-term reform of its €45 billion CAP since its introduction. The
main aspects of this reform include:

● de-linking (decoupling) between subsidies and production. EU
farmers would receive a single subsidy independent of the quantity
of food they produce. This should encourage efficiency in farm
production, focus output on quality, rather than mere quantity
(response to intervention) and reduce intensive farming that damages
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the environment. However, this may push farmers towards welfare
and/or into becoming state employees;

● the payment would be linked to the respect of environment, food
safety, as well as animal and plant health;

● a ‘modulation’, that is, reduction in direct payments for bigger farms;
● a financial discipline to warrant that the agricultural budget is fixed

(not overshot) until 2013; and
● intervention price for butter would be reduced by 25 per cent over

four years.

These alterations and concessions were insufficient to give the Doha
Round ministerial meeting an incentive to continue negotiations. However,
many, many others were not interested in the success of the Cancun
meeting. None the less, these changes in the CAP will have a long-term
impact on the agricultural sector in the enlarged EU(25). It remains to be
seen whether the Cancun débâcle will be used as a pretext to reverse or slow
down the CAP reforms. In addition, if certain WTO members use the
expiry of the peace clause in 2004 to start challenging the US and EU farm
subsidies, the potentially dozens of WTO panels could make things more
difficult than they already are and the entire concept of the WTO may be
in great peril.

7. Common Fisheries Policy
Fishing was not a significant economic activity in the original six EU
member states. Article 32 of the Treaty of Rome includes fish in the
definition of agricultural products, and this is the only primary legal
source for this policy in the EU. The fisheries industry is distinct, not only
because of changes in the volume of the catch, but also because the catch
is heterogeneous and perishable. It is also linked with regional issues, as
those employed in this industry are in areas on the periphery of the EU.

The Second World War interrupted many fishing activities. The conse-
quence was the flourishing of marine fauna, giving the impression that the
seas and oceans were inexhaustible. Fishing fleets were expanding, which
led to overfishing and a failure to replenish certain species of fish. By the
1960s, the growth rate of the catch was starting to slow down, and it was
time for a reappraisal of the fisheries. Hence, the EU began to develop its
Common Fisheries Policy in the mid-1960s. France was the principal pro-
ponent of this policy as its fisheries industry was highly protected. It
wanted to preserve certain EU safeguards for domestic fishermen.
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The approaching 1973 enlargement of the EU with Britain, Denmark
and Ireland38 would double the Union’s catch of fish. This was a hot topic
and speeded up the debate about the fisheries policy. The European Council
adopted the European Commission’s proposal in 1970 to introduce the
Common Fisheries Policy. Although the policy was created, it did not
become a reality until more than a decade later in 1983. The thrust of the
policy was the rule of equal access to EU waters by the Union’s fishermen
and a free internal market for fish. This was very hard for Norway to accept.
The European Commission delivered a new set of proposals for the revi-
sion of the policy in the mid-1970s. These included the protection of hali-
eutic resources by setting the quotas for the total allowable catches, which
would not be defined by commercial, but rather by biological rules, that is,
there should always be a minimum stock of fish in the sea to maintain
reproduction levels.

In the meantime, the UN Convention on the Law of the Sea (1982) gave
international legitimacy to an exclusive economic zone of 200 miles around
coastal countries. As a result, fish stocks fell under the authority of the
coastal countries, which are in charge of managing the sea’s resources. If
this is done in a rational way, it may provide a permanent and significant
contribution to the supply of food.39

After lengthy negotiations, in particular with Denmark, the Common
Fisheries Policy took off in 1983. It covers wider issues than just who fishes,
where and how much. The policy is based on the following principles:

● Non-discriminatory access to the fishing waters for EU fishermen.
However, there is a 12-mile exclusive zone for fishermen from the
coastal countries, while the balance up to 200 miles is open to EU
fishermen.

● Conservation of fish resources because fishing stocks are dwindling.
Based on scientific advice on the state of stocks the total allowable
catches are calculated for various species at the end of each year.
Then the total allowable catches are divided up among the EU coun-
tries in the form of quotas according to historic fishing patterns and
the needs of each fishery-dependent area.

● Within the EU market organisation and support, the European
Commission sets the guide price and when the price falls below the
predetermined withdrawal price, supplies may be withdrawn from
the market.

● Modernisation of the fisheries industry includes not only the replacing
of existing boats and reducing overcapacity, but also assistance to fish
farming and vocational training in the areas where fishermen lose
jobs.
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● In its relations with the outside world, the EU intends to institute inter-
national bilateral and multilateral agreements about fishing and
common conservation measures in the deep seas.

Although the policy has been implemented and Spain and Portugal40

have made a smooth entry into the system, the policy has not yet had a deep
impact on the industry compared with the one the CAP had on farming.
Overfishing is still a problem.41 For the policy to operate properly, there
needs to be a ‘policing’ of the arrangements. Surveillance standards vary
markedly from one country to another. Hence, the EU established its own
Fisheries Inspectorate, which is supposed to check the enforcement agen-
cies of the member countries.

The EU has had a new fisheries policy since 2003. It was introduced
because of persistent overfishing, and the stocks of several species, such as
cod, are on the verge of collapse. The changes introduced by the new policy
include:

● longer-term conservation measures instead of annual ones;
● reducing a chronic overcapacity of the fishing fleet and matching it

with the fishing possibilities. Phasing out aid to fishermen to replace
or modernise fishing vessels, while keeping aid to improve security
and working conditions on vessels;

● application of rules and control should be more effective. The same
holds for sanctions for rule violators; and

● involvement of stakeholders, in particular fishermen, in the policy
making. Fishermen and scientists need to share their expertise and to
take a greater part in policy management.

These are relatively new changes, which ought to prove themselves in
practice and over time as, for example, aid for the improvement of security
and working conditions on vessels may free private funds from these activ-
ities for the modernisation of vessels.

8. Conclusion
Let us recall here again that farming, particularly in continental Europe, is
a part of the social structure, a deeply rooted way of life in the region that
has survived for several thousands of years. There is a relatively high degree
of national self-sufficiency in the production of food, as well as highly pro-
tectionist and interventionist national institutions and policies. Elsewhere
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in the world, the pattern of certain types of farming in relatively new coun-
tries and nations such as the US, Canada, Argentina or Australia is
different. Large-scale farming was started there by European immigrants
just a few centuries ago. It is basically linked with the commercial use of a
relatively unlimited quantity of land. In Europe, agriculture has a multi-
functional character. This commercial activity is most intimately and
deeply connected to national social structure, traditions, mentality,
lifestyle, countryside and biodiversity. To apply free trade principles in
Europe without any conditions would be disastrous for the deeply rooted
European social and biological scene.42 No, or very little, production would
be profitable in the EU at ‘world market prices’.43 European society as it
has been known for thousands of years could perish. Europe could be open
to intimidation. Hence, the strong support of many European countries for
national farming interests in spite of certain financial costs.

As agriculture is historically a very special economic and social activity
in Europe, it may be unfair to assess the accomplishments and effects of this
sector by employing free trade criteria. The CAP market organisation
replaced the various national farm-support systems that existed prior to the
establishment of the EU. In spite of the controversies created by the CAP,
the objectives of farm policy in the EU, as given in Article 33 of the Treaty
of Rome, were largely met. The possible exception may be the protection of
the income of small farmers mainly located in the south of the EU. The
implementation of the CAP brought with it several problems. These
include not only highly concentrated and excessively large expenditure
from the EU budget, disputes in trade, ‘discrimination’ between northern
and southern products and large and small farmers, but also surpluses in
many agricultural goods. These excess supplies are not cyclical, but rather
structural.

Because of all these difficulties, the EU has tried to reform the CAP on
many occasions. The problem was that those ‘reforms’were merely attempts
to partially adjust a CAP which is full of arbitrary elements based on polit-
ical compromises. There has never been any intention to dismantle the
CAP.44 That would be politically too explosive. Hence, the past reforms were
directed more to the partial alteration of the form, rather than the substance,
of the CAP.

The real reform of the CAP since its inception was started by MacSharry
(1992), but it still observed the historical spirit of the CAP.45 Although it
was not presented officially in such a way, it was carried out under external
pressure (Uruguay Round). The reform that profoundly altered the spirit
of the CAP started in 2003. The desire and motive was to adjust the CAP
before the eastern enlargement of the EU and as a result of the Doha
Round negotiations. Subsidies were decoupled from farmers’ production.
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Direct compensation payments were introduced irrespective of the quan-
tity of output. In the (distant) future, if there is a new WTO agreement, the
CAP may be more and more subject to WTO rules, including those on com-
petition and subsidies.46

Notes
1. More than a quarter of the farm managers and holders have another gainful activity

(Eurostat 2003. ‘Structure of agricultural holdings in the EU’, Statistics in Focus, Theme
5-16/2003).

2. Meddling with agriculture was well known to the Sumerian civilisation (southern Iraq).
In order to increase yields the Sumerians irrigated heavily. However, irrigation in a dry and
hot climate slowly but surely increased a build-up of salt in the soil. Rising salinity caused
the Sumerians to replace wheat by barley which can grow more easily in such salty condi-
tions. Later on, even barley could not tolerate the rising quantity of salt. Hence, the
Sumerian civilisation disappeared around 1800 BC.

3. The entire territory of Finland is located above the line at which Sweden found that
farming was problematic. The frontier of Finland with Russia is 1200 km long. It is
hardly policeable. Therefore, one way of keeping the frontier regions populated is to offer
subsidies to the agricultural sector.

4. An elasticity of substitution between certain food items may be pronounced. Examples
include margarine and butter or beef and veal. As income increases, the diet pattern may
change in favour of higher-quality and more-expensive consumption items.

5. Mad cow disease or BSE (bovine spongiform encephalopathy).
6. At the time of the introduction of the CAP, prices for food were relatively high. In add-

ition, consumers had vivid memories about the scarcity of food during the Second World
War. Hence, there were no protests when the CAP was introduced.

7. This was the case before the original CAP started to be reformed.
8. The CAP market organisation covers 22 products (see Table 4.6).
9. Financial Times, 15 and 16 October 2003.

10. In dealing with the same basic price, but for different commodities, the EU uses
different terms. This introduces confusion. For example, the target price for beef and
veal is called the guide price, while for tobacco, it is the norm price. Pork, poultry and
eggs are considered to be processed cereals. Producers in foreign countries have access
to cereals cheaper than those available in the EU. During the determination of the
sluice-gate price (the threshold price) the EU takes into account the low prices for
cereals available from foreign exporters. The basic price for pork is tantamount to the
target price. The function of the threshold price is played by the preference price for
fruits and vegetables.

11. As the DM was revaluing, the MCAs were protecting the income of German farmers.
12. The Economist, 18 February 1984, p. 56.
13. One should not forget that there are national subsidies of various kinds to the farm

sector that may roughly equal those given by the EU. National subsidies are particularly
generous in the field of social security benefits.

14. The US uses, among other policy instruments, the Export Enhancement Program and
voluntary export restraint arrangements to support domestic production. The research
service of the US Department of Agriculture has one of the largest collection of econo-
mists in the world. However, the highest-paid agricultural economists are not found in
those countries with a vibrant farm sector, but rather in Brussels or Tokyo, where there
is a dynamic ‘farm-subsidy industry’ (The Economist, ‘A survey of agriculture’, 12
December 1992, p. 9).
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15. The real reason for this policy change was to do with politics. President George W. Bush
is prodigal in farm expenditure because of the forthcoming elections. The 2002 Farm Bill
would help him to win votes in the 2004 elections in the prairie belt, just as tariffs on the
imports of steel may help him to win votes in Ohio, Pennsylvania and West Virginia (The
Economist, 11 May 2002, p. 16).

16. About a quarter of the largest farm producers in the EU receive up to three-quarters of
all CAP-induced support. The high level of support has tended to be capitalised in the
value of land and it has stimulated capital- rather than labour-intensive farm production
(Sarris, 1994, p. 115).

17. The missing data from Table 4.7 for cheese in Germany, Greece, Italy and Britain would
significantly change the result and show a very high degree of EU self-sufficiency in
cheeses in 1999/2000. For example, the self-sufficiency in cheese in Germany was 1686
per cent and in Italy 1068 per cent in 2000/2001.

18. Bulletin Quotidien Europe, 25 June 2003, p. 3.
19. Bulletin Quotidien Europe, 14 February 2001, p. 3.
20. The impact of the CAP on the environment is considered in chapter on environment

policy.
21. More than a quarter of the farm managers and holders have another gainful activity

(Eurostat [2003]. ‘Structure of agricultural holdings in the EU’, Statistics in Focus,
Theme 5-16/2003).

22. Eurostat (2003). ‘Structure of agricultural holdings in the EU’, Statistics in Focus,
Theme 5-16/2003.

23. Because of the bias of the CAP towards ‘northern’ farm products, about 80 per cent of
CAP outlays goes to about 20 per cent of farmers (European Economy, 1994b, p. 27).
One undesirable outcome of the CAP is that the largest 25 per cent of farms take almost
70 per cent of the subsidies (Financial Times, 17 April 2001, p. 14).

24. Financial Times, ‘The popular verdict on GM crops,’ 25 September 2003.
25. A series of articles in the Lancet point to the fact that there will be serious concern about

BSE for quite some time in the future.
26. Financial Times, 30 September 2003.
27. Simon Jenkins, ‘This wretched cult of blood and money’, The Times, 23 May 2001 and

Simon Jenkins, ‘You must vaccinate or be damned, Mr Gill’, The Times, 1 August 2001.
28. See also the chapter on EU trade policy (Chapter 7).
29. Most of the lightly protected countries that export farm products met in Australia in

1986. The circle was called the Cairns Group, after the town where the meeting took
place. The purpose of the group is to keep farm trade high on the agenda of the Uruguay
and, later, the Doha Round of trade negotiations. In spite of the relative smallness of
these countries, their combined farm output is the largest in the world.

30. The MacSharry Reform reduced this support in the EU.
31. The EU continues to have a problem here. This is the constraint that may provoke

internal reforms in the CAP.
32. Cotton, rice, dairy products and sugar are high on the list of potential targets.
33. Large farmers in Britain opposed such discrimination.
34. ‘Set aside’ is a euphemism for paying farmers not to grow crops. This policy has many

drawbacks as it is expensive to administer, and also requires constant checking by
inspectors and satellites. Whenever there is a disbursement of funds for similar purposes,
the system is prone to abuse. For example, a random check of Italian inspectors of farms
in Sardinia in 1995 uncovered various irregularities. In one case, a farmer collected the
cheque and sold his land to five different buyers. He was later shot dead by the police in
a shooting incident.

35. Statistically, the average output per unit of cultivated land may increase.
36. European Council, Berlin 1999, Presidency Conclusions, §§19–24.
37. This reduction took place in two equal steps of 7.5 per cent in the marketing years

2000/01 and 2001/02.
38. Norway was also negotiating EU entry, but later on the voters rejected the deal because

of the fisheries policy.
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39. The developing countries are the major beneficiaries of the new system.
40. The entry of the two countries doubled the EU fleet.
41. The EU fishing fleet had 96 000 vessels in 2000. Greece had the largest fleet (19 700), fol-

lowed by Portugal (18 800), Italy (17 700) and Spain (16 700). Norway and Iceland had
fleets of 13 000 and 2000, respectively. The average age of the fleets was 21 years. The
oldest was that of Spain (27 years).

42. According to estimates by the European Commission, if the EU opened its agricultural
sector to free trade, 80 per cent of EU food companies would disappear, while most of
the landscape would revert to the wild (Bulletin Quotidien Europe, 9 September 2003, p.
3).

43. The exceptions are perhaps highly specialised, sophisticated, expensive and sought-after
gourmand foods that are under constant attack from imitators.

44. It took over 40 years to build the CAP.
45. Although imperfect, relatively recent reforms of the CAP (limited expenditure) made the

‘butter mountains’ and ‘wine lakes’ a thing of the past.
46. Perhaps the EU and other rich countries in Europe and Japan may be allowed to keep

certain national agricultural organisations and a certain (minimum or maximum) level
of output, provided that they do not use their economic might to dump any surpluses
on the markets of other countries.
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Do you not know that in a race all the runners run,
but only one gets the prize?

Run in such a way as to get the prize.
1 Corinthians 9:24

5 Competition Policy

1. Introduction
The classical theory of international economic integration (customs unions)
assumed that the static effects of resource reallocation occurred in a timeless
framework. If one wants to move this theory towards reality, one must con-
sider dynamic, that is, restructuring, effects. These restructuring effects often
have a spatial dimension. In addition it is generally accepted that markets
are imperfect. Externalities such as economies of scale and product
differentiation (goods or services are very close, but not perfect substitutes
for each other) introduce imperfections in competition in the market. When
a market has such a structure, regionalism/integration may find its
justification. The rationale is that integration extends the market, hence
there are potentials for the reduction in the market power of firms. This can
have a positive impact on competition, productivity and innovation, it may
reduce prices and, hence, increase welfare on average.

The old, static, neo-classical rules of economics require significant
modification. Information technology, the rapid pace of innovation, fast-
changing technology and uncertainty generally characterise the modern
economy. A fast and easy information flow has reduced many of the past
barriers to business. In addition, innovative activity has significantly
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changed the extent and character of the modern economy. The Middle
Ages in Europe (5th to 15th centuries) offered only a few important inven-
tions, such as horseshoes, the horse collar (that is, one that did not half-
throttle the animal as soon as it started to pull with any significant force),
windmills, the fork and underwear. The only constant feature in the
modern dynamic economy is an ever-accelerating pace of innovation and
change, in particular the improvement and reduction in cost of already
existing goods and services.

Instead of considering only trade in commodities, dynamic models
analyse resource allocation across time and space. The static effects of inte-
gration on the geography of production have their most obvious and pro-
found influence in the period immediately before and following the creation
of, for example, a free trade area or a customs union. Gradually, after several
years of adjustment in the spatial distribution of production and consump-
tion, the dynamic effects increase in importance and become dominant.
These effects push technological constraints away from the origin and
provide the group with an additional integration-induced ‘growth bonus’.

Demand is constantly changing not only because of variations in tastes
and needs of consumers, but also because of their sophistication and
fickleness. Production and trade flows do not remain constant over time
and space. They evolve and alter over time. Changes in the equilibrium
points in the standard partial equilibrium model are presented as instant-
aneous moves. However, such shifts may not always be possible. Delays in
reaction on the part of countries and consumers in a customs union could
be caused by their recourse to stocks or to other barriers such as sunk costs.
Hence, they do not immediately need to purchase those goods whose price
has decreased as a consequence of integration or to alter the geography of
production. They may also have some contractual commitments that
cannot be abandoned overnight without a penalty. Finally, buyers may not
be aware of all the changes: in the past the spread of information was rela-
tively slow and sometimes incomplete, while in the period of mass media,
the Internet and other means of communication, consumers may be
swamped with information that some of them may not be able to handle,
select, analyse and digest (fast).

Until the 19th century, state intervention in the economy was almost
negligible; markets remained spatially disconnected in terms of production
because of imperfect information and relatively high trade costs. The
Internet has eliminated the constraint of the lack of timely information.
A time lapse between the implementation of a policy change (integration)
and its favourable effects may include an initial period of economic deterior-
ation in certain industries which may be followed by improvements due to
the J-curve effect. The Internet permits some industries that were previously
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constrained by high costs of collecting information, communication and
transactions to be reconfigured. Clients may increase their bargaining
power. The challenge to firms is how to translate these new opportunities
into profits. As more and more firms accept and implement new Internet-
based technologies, the Internet will be neutralised as a source of advantage.
In this situation the initial core competences and advantages of firms would
became even more important.

This chapter considers competition policy, and is structured as follows.
Section 2 deals with the different strands of competition policy, including
monopoly; other types of market structure, conduct and performance;
innovation; specialisation; and returns to scale. Their source, importance
and interrelations are related to efficiency in production and have an impact
on the spatial and sectoral location of production. In Section 3, competi-
tion policy in the EU is presented in terms of deals among firms that restrict
competition, abuse of the dominant position on the market and state aids.
Finally, Section 4 speculates about the need for and possibility of intro-
ducing multilateral rules for competition.

2. Competition, efficiency and location
BACKGROUND

The early literature about the spatial location of firms was obsessed with
the geometrical shape of market areas in an idealised landscape or with the
ideal production site, given resources and markets. It ignored the crucial
issue of market structure. This was like putting the cart before the horse or
‘doing things in the wrong order, worrying about the details of a secondary
problem before making progress in the main issue’ (Krugman, 1992, p. 5).

One of the most important functions of competition is the exchange of
information. In theory, free market competition provides everyone with the
widest opportunities for business and produces the best sectoral and spatial
allocation of resources. By so doing, competition both improves efficiency
in the use of factors because of their constant reallocation and, something
which is often forgotten, introduces a permanent instability into the system.
This conclusion has been accepted by neo-classical economic theory as a
truth. It has provided the intellectual backing for competition (antitrust)
policy. However, while competition may create lucrative opportunities and
gains, it may also be the source of problems and concerns such as risk and
uncertainty. The objective of this policy is that markets attain and main-
tain the flexibility needed to promote initiative, innovation and constant
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improvement in the allocation of resources. The final intention and goal is,
of course, to maintain and raise living standards. Hence, what matters in
theory is how to play the competition game, rather than who wins or loses.
In practice, however, politicians, members of the public, firms and lobbies
are quite concerned about the winners.

Competition policy is a combination of two irreconcilable forces. On the
one hand, there is an argument for the (spatial) concentration of business,
which rationalises production and enables economies of scale. On the other
hand, there is a case for an antitrust policy,1 which prevents monopolisa-
tion, protects individual freedom and rights and, through increased com-
petition, increases welfare. The challenge for governments is to achieve and
maintain a dynamic balance between these two tendencies. They need to
keep the best parts of each of the two opposing tendencies, profit from the
harmonious equilibrium between the two, avoid excessive regulation that
interferes with the freedom to contract which may impair competitiveness,
and employ competition policy as a tool to increase the standard of living.

Although there is a strong relation between trade and competition policy,
they work in different domains. Trade policy enlarges markets and
encourages competition by easing market access. It permits countries to
gain because they specialise in what they produce comparatively well.
Competition policy handles and eliminates distortions of competition such
as abuse of market power. This policy is a blend of economic, political and
legal judgements. Monopoly as such is not on the whole illegal because
technology (excessively high sunk costs) sometimes does not allow for
competition. However, the abuse of the monopoly power is normally out-
lawed. Competition policy aims to prevent this abuse (rules of behaviour
and reduction in entry barriers), as well as to punish it if this takes place.

The concept of ‘competitiveness’ was criticised by Krugman as redun-
dant and dangerous.2 This criticism is based on the close relation between
productivity and competitiveness. In spite of the fact that world trade is
larger than ever before in absolute terms, the US total exports of goods and
services was ‘only’ 9.3 per cent of its GDP in 2002. ‘The growth rate of
living standards essentially equals the growth rate of domestic productiv-
ity – not productivity relative to competitors, but simply domestic product-
ivity’ (Krugman, 1996c, p. 9). As for the danger in using the term
‘competitiveness’, former US president Bill Clinton stated that each nation
is ‘like a big corporation competing in the global marketplace’. This is the
same as saying that the US and Japan are competitors in the same way as
Coca-Cola competes with Pepsi (Krugman, 1996c, p. 4). Firms are rivals
over a limited pool of potential profits. What distinguishes states from firms
is that one firm may absorb another, which is not possible in normal
circumstances in the case of states. In addition, states may introduce
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protectionist measures (international disintegration). Such an option is not
open to firms. Countries are not firms. They cannot be driven out of all
businesses. However, countries can be driven out of some lines of business,
which may have permanent effects on trade and the geography of produc-
tion. States produce goods that compete with each other but, more import-
antly, states are each other’s export markets and suppliers of useful things.
David Ricardo taught us in 1817 that international trade is not about com-
petition, but rather about mutually beneficial exchange. The purpose of
trade is imports, not exports. Imports give a country the opportunity to get
what it wants. Exporting is a toll that a country must ‘suffer’ in order to pay
for its imports (Krugman, 1996a, p. 120). Hence, the gain is not in the goods
given or sold, but rather in the ones that are received or imported. Ricardo’s
ideas were as much misunderstood two centuries ago as they are today.

Strong equilibrating forces ensure that a country can sell goods (have a
‘competitive’ output) in world markets. David Hume pointed out 200 years
ago that in the case of the gold standard a country that imports more than it
exports experiences a drain of gold and a fall in the money supply. Prices and
wages fall, and as a result goods and labour in that country become cheap so
that they become attractive to foreign buyers. Thus, the deficit in trade is
corrected. In the modern world, with no gold standard, deficits are usually
corrected not by the depreciation of prices and wages, but rather through the
depreciation of national currencies (Krugman, 1996a, pp. 89–90).

New policy approaches to competitiveness take a pragmatic view. They
have three basic elements (Jacquemin and Pench, 1997, pp. 8–12):

● an emphasis on the efficient use and accumulation of factors as deter-
minants of long-term economic performance;

● recognition of the importance of the international dimension of eco-
nomic performance; and 

● an appreciation of the relevance of social cohesion (unemployment
benefits, pensions, health insurance, labour market regulations),
which provides opportunities for trust, cooperation and stability that
are not available in more divided societies.

One ought to be careful about pushing liberal, as well as international
competition policies too far and without conditions. The reasons include
the fact that non-price competition such as brand-name or product
differentiation may protect producers; non-tradable goods and services
include a large chunk of local, regional or state GDP; and certain business
organisation practices such as vertical agreements may, if unchecked, actu-
ally obstruct market access. The US is an example of a country that has
perhaps the strongest declared commitment to liberal competition (another
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matter is how this declared commitment is applied in practice). However,
principal industries such as telecommunications, energy and transport were
highly regulated. This reveals, explains and proves that free competition
may unleash innovation and improvements, but at the same time if uncon-
strained it may also bring unfavourable effects.3

Regional integration widens markets for the participating countries,
hence one of its first dynamic effects is in the field of competition.
Competition encourages firms to perform profitably in open markets. Thus,
the EU has its own rules for market behaviour. These refer to the restriction
of competition, abuse of the dominant position and state aids. The Single
European Market, completed at the end of 1992, increased the importance
and merit of competition policy.

MONOPOLY

In a perfectly competitive market, the marginal revenue (MR) curve of a
firm is a straight line (Figure 5.1). No firm can influence the market price.
Each firm is a price taker.4 Hence, the MR curve of every firm equals the
market price. In a simple model with linear demand, cost and revenue
curves, the MR curve passes through the horizontal axis 0Q (representing
the quantity produced) at point E. At this point, MR is zero. To the left of
E on the horizontal axis, MR is positive and in moving from 0 to E, total
revenue increases. To the right of E on the same axis, MR is negative, and
in moving from E to Q, total revenue decreases. At E, total revenue is
maximum.

The market structure of a monopolistic industry is at the opposite
extreme from perfect competition. Entry into such an industry is costly,
risky and time-consuming, although potentially highly profitable in the
short and medium terms. Whereas in a state of perfect competition no firm
has any power whatsoever over the market price, a monopoly (exclusive)
supplier has the power to influence the market price of a good or a service
if there are no substitutes. To counter such conduct, governments may
choose to intervene and prevent/rectify such non-competitive behaviour.
This can be done by regulation of the behaviour of monopolies and/or by
liberalisation of imports.5 A monopolist which wanted to maximise total
revenue would never supply a quantity bigger than 0E.

With constant returns to scale, average costs are constant, hence the
average cost (AC) curve is horizontal. The consequence of this simplification
is that marginal costs (MC) equal AC. This enables the point to be found at
which profit is at its maximum if the demand curve is DD. It is maximised at
point M, where MR � MC. At that point, a monopolist produces 0Qm and
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charges price 0Pm. The quantity produced is smaller and the price charged
by the monopoly is higher than in the case of perfect competition.

This is an obvious, although very simple, example of how a monopoly
(or a cartel) undermines the welfare of consumers and allocates resources
in a suboptimal way from a social standpoint. In addition, if left alone,
there is no pressure on the monopoly to do anything about the situation.
Such a safe and secure life does not encourage the monopoly to innovate
and increase efficiency as would be the case with free competition. A secure
life could make a monopoly innovation-shy in the longer term. However, in
the short term the opposite may occur. If a firm thinks now that an innov-
ation may bring it a monopoly power in the medium and long terms, such
a firm would be tempted to venture into a process that may lead to innov-
ation. If successful, this may bring inertia, less flexibility and reluctance to
adjust in the longer term.

Rigidities can be found not only on the part of firms. Labour, in particu-
lar labour unions, may pose obstacles and slow down the innovation
process. Machines, it can be argued, may destroy jobs. If, however, this were
ever true, it may be correct only in the short term. The response of the
Luddites in the early 19th century to the introduction of looms and jennies
was to destroy them. Technological progress, increased productivity and
alternative sources of employment, often requiring a superior skills profile,
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more than compensate for any supposed short-term social loss. Only those
who are reluctant to adjust to the new situation suffer. Although technol-
ogy has advanced rapidly in recent centuries, unemployment has not risen
with it. Increases in productivity, output and job openings have risen
together over the long term.

If a monopoly exists, one should not rush to the conclusion that its pres-
ence per se leads to economic inefficiency. It is possible that in industries
with high entry barriers, enormous sunk costs and economies of scale (for
example, the aerospace industry), a single efficient producer may sell the
good or a service at a lower price than would be charged by many inefficient
producers in the same industry. In such cases it may not be a smart move
to break up a concentrated industry. The authorities would be better taxing
the excessive profits of firms in such industries and/or making sure that they
are reinvested. If the market grows sufficiently, then the authorities need to
encourage other, potentially efficient and profitable, producers to enter the
same kind of business.

Policies intended to increase competitiveness sometimes produce unex-
pected results. During the 1950s, the US government wanted to break up
large and powerful corporations. One such corporation was AT&T. Little
attention was paid during the debate to the position of Bell Labs and the
fact that it had played the major part in innovation in telecommunications
over the preceding century. Deregulation of the industry prohibited the US
telephone operating companies from making phones or switching equip-
ment. As a result, US exports grew moderately, while imports exploded
(Lipsey, 1992b, p. 295).

Five computer companies accused Microsoft of unfair business practices
in the US in 1998. The court found in 2000 that Microsoft, the world’s biggest
software company, was guilty of antitrust violations and of monopolistic
behaviour in the software market. This is another case that has generated a
lot of hot air. The judge decreed that Microsoft should be split into two com-
panies: one to develop and produce the operating system (Windows) and the
other that would be involved with the application packages (Office, Internet
Explorer and so on). The real outcome could be the creation of two monop-
olies instead of one! At the heart of the debate is the issue of capacity to
innovate. There was a risk that Microsoft would limit the ability of third
parties to innovate. The problem with splitting the company is that numer-
ous operating systems and applications may emerge. However, the potential
for customer confusion that could result may be exaggerated, as there is a
strong commercial incentive to maintain compatibility. In addition,
Microsoft was charged with exhibiting monopolistic behaviour such as
operating exclusion contracts and increasing sales by raising the prices of
older versions of software after the launch of a new version.
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Microsoft duly appealed against such a judgment and argued that regu-
lators have no right to meddle or determine which features software com-
panies should bundle into their products in order to increase their
functionality. This is particularly important in a dynamic and highly inno-
vative industry. While bundling may bring certain gains, it also makes it
harder for competitors to offer innovative services. One may immediately
ask several questions:

● Is it smart to have (or drive) an innovative firm to spend on legal
issues as much as it spends on R&D? 

● In the ‘new economy’ based on and driven by knowledge, a firm that
innovates gains a temporary monopoly power. Another firm with a
superior product that creates a new temporary and ‘fragile’ monop-
oly replaces this firm. Hence, the new economy may have more
(fragile) monopolies than the ‘old economy’. If such dynamics
encourages innovation and improvement, consumers can benefit.
Should one encourage such market dynamics or not? When should
regulation step in? How? 

● Where is the balance between innovation and standardisation (which
may choke innovation)? 

● Where is the balance between intellectual property rights and wider
public interest?

● How does all this affect the long-term interests of the consumers?

There are no sound data for a thorough cost–benefit analysis in such
cases. Data are also missing to assess long-term interests of consumers in
an industry that is at the frontier of innovation. This requires a very fine
judgement and anyone who is confident of providing a clear-cut answer
risks ridicule. Solving such issues may not easily fit into predetermined
charts and models. Those that handle competition policy should also rely
on their finer instincts. In any case, the basic principles and instincts in
this area should include a preference for competition over monopoly,
pluralism and spread over concentration, as well as new entrants over
incumbents.

The appeals court in the US confirmed the earlier ruling that Microsoft
was a monopoly, but it rejected the remedy of breaking up the company.
A settlement was reached with the Department of Justice in 2001.
Microsoft had to: allow PC makers to replace some parts of Windows by
alternatives made by other firms; reveal certain codes to ensure that soft-
ware written by other firms operates smoothly; have its operation moni-
tored by an (enigmatic) three-man committee of experts.6 As a declared
monopoly, Microsoft is vulnerable to legal actions in the future.
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The US case against Microsoft was because the company wanted to do
away with competitors such as Netscape (do you still remember it?). The
European Commission is also investigating Microsoft. The case is linked
with the bundling of Media Player in the Windows XP operating system,
as well as the smooth/rough link between PCs and servers that run
Windows (users have to have a choice regarding which server to install).
Microsoft’s position is that consumers want products with more features.
This brings better and easier interoperability, and also, Microsoft may
argue, lower prices. In addition, if Media Player is unbundled from
Windows, then this may put an end to such queries as: should one take out
printer drivers, graphics, spellchecker, Internet browsers and so on. On the
other hand, if Microsoft produces all that is required, where is the place for
other firms? 

As the European Commission found in 2004 that Microsoft abused
its near-monopoly market position, the company faced a fine of €497
million. Some allege that this initial fine took into account Microsoft’s
global operations.7 Microsoft’s legal battle against this ruling may last
about five years. Therefore, certain Microsoft’s competitors may not
survive to see its conclusion. In the meantime, market situation may
change, hence there may be serious doubts and little evidence that the case
against Microsoft could have favourable effects on competition and on
consumers. It is also a difficult task to provide evidence on what would
have happen had the European Commission let Microsoft enjoy its near-
monopoly position.

The American procedure in antitrust cases is carried out in courts that
permit open challenge of the arguments. The same procedure (at least ini-
tially) in the EU takes place behind closed doors in the European
Commission, which acts as prosecutor, judge, jury and executioner. The
complex history of the Microsoft case in the US courts reveals that there is
no consistency in the principles applied even without a single legal system.
Therefore, if there are various regulators in the world, they ought to har-
monise principles and practices. Even a global competition authority may
be a good option to be considered.

The obvious causes of ineffectiveness of antitrust policy include the fol-
lowing ones (Crandall and Winston, 2003, p. 23):

● The excessive duration of court cases. The particular issue that is
focused on may easily evolve into something different over time. By
the time the case is resolved, it may become of little relevance.

● Difficulties in formulating effective remedies.
● Difficulties in ascertaining which potentially anticompetitive act or

instance may jeopardise consumer welfare.
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● Rapid change in technology, intellectual property and dynamic com-
petition relentlessly increases challenges of formulating and imple-
menting effective antitrust policy.

● Political influences on which antitrust cases are initiated, settled or
dropped.

It is sometimes argued that it is quite costly to trade intangible technology
assets at arm’s length because ‘it is a combination of skills, equipment and
organisation embodied in people and institutions as much as in machinery
and equipment’ (Sharp and Pavitt, 1993, p. 147). If an inventor fears that
his/her patent rights8 are not sufficiently protected (enforcement, length of
the patent right, level of penalties), he/she will keep the innovation secret or
be disinclined to participate in R&D in the future. A part of the innovation
process may lean towards outcomes that may not be easily imitated. A conflict
between static and dynamic efficiency in production, as well as between the
welfare of producers and consumers, is obvious. As technology becomes
older and is no longer at the core of the business activities of the innovator, it
becomes more likely that the innovator will disseminate the technology, intel-
lectual property rights, goodwill and know-how through licensing.

The appropriation of returns from innovation is not a major problem if
the innovator is a non-profit institution such as a research institute, uni-
versity or a government. Non-profit-making innovators are most likely to
make their findings public and, in fact, may be disseminated immediately.
It was estimated for 2000 that out of the $265 billion (2.7 per cent of GDP)
invested in the US in R&D in that year, 68 per cent was financed by the busi-
ness community (most of the balance came from the federal government),
while 75 per cent of R&D was carried out by private firms (Teich, 2003).

The problem of appropriation arises when there is a conflict between
public interest in the spread of information and knowledge and private
interest in holding and employing that knowledge for lucrative purposes. If
private knowledge acquired through risky investment of resources is not
protected, at least for some period of time, there will be little incentive to
generate innovations that drive efficiency and, hence, contribute to future
growth. A sound knowledge-based economy demands a strong protection
of intellectual property.

An analysis by Levin et al. (1987) of alternative ways of protecting the
competitive (monopolistic) advantages of new and improved processes and
products found that patents are the least effective means for appropriating
returns. Lead time over competitors,9 a fast-track learning curve (unit costs
of production fall as output increases over time) and sales/service effort
were regarded by the surveyed firms as providing better returns than
patents. Firms may sometimes refrain from patenting products or processes
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to avoid revealing the facts or details of innovation because of the possible
disclosure of information to competitors and imitators. At the same time,
firms have every incentive to advertise the benefits of new or improved
products and disseminate them to consumers. Therefore, secrecy about
innovation is both difficult and undesirable. It may be better to be con-
cerned about the creation of future business secrets than to worry about the
protection of existing ones.

Additional profits can accrue from the production of complementary
assets (cameras and films; recorders and tapes/discs). Therefore, not only
innovation and manufacturing (technological leadership), but also, and
equally important, distribution and after-sales service (commercial leader-
ship) are of great advantage in capturing markets and profits.10 In the fields
of cameras, audio and video goods (and some segments of the car market)
Japanese companies have virtually ousted most of their international com-
petitors and changed the international geography of production in these
industries11 through an uninterrupted tide of technical improvements and
distribution/service networks.

The benefits of increased competition will materialise only if firms
compete and do not collude to avoid competition. Competition stimulates
innovation. It may, in turn, bring new technologies with large sunk costs,
geographical concentration of production and other entry barriers. If this
is the case, then neither unfettered markets nor monopolies (oligopolies)
should be ignored. Otherwise, consumer welfare would be distorted and
allocation of resources may take place in a suboptimal way from a social
standpoint. Hence, there is a need for a competition policy, not only in the
market of a single country, but also in a much larger area. This area is gen-
erally limited by the geographical space where economic cycles are in step.
The rule of law, based in part on economic theory, may modify market dis-
tortions both in single countries and in integration groups.

CONCEPT

One of the most obvious initial effects of international economic integra-
tion is the improvement in efficiency in the use of factors due to increased
competition in the geographically enlarged market. In this context, com-
petitiveness of firms has two aspects: national and international. In both
cases, a competitive firm is one that is able to make a profit without being
protected and/or subsidised. This means that the output of a firm (goods
and/or services) is in demand and is produced at the right time, in the right
quantity and quality, as well as being superior to the output of most of
its competitors. The goods and services of a country are internationally
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competitive if they are able to withstand free and fair competition on the
world market while, at the same time, the country’s inhabitants maintain
and increase their standard of living on average and in the long term.

There are three concepts related to competitiveness:

● Cost competitiveness addresses the difference (that is, profit) between
the price at which a good is sold and the cost of its production. If a
firm is able to reduce the costs of production by reducing input
prices, innovation and/or organising production and marketing in a
more efficient way that is not available to its competitors, it may
improve its relative profit margin.

● A firm has a price-competitive product if it matches other firms’ prod-
ucts in all characteristics, including price. This type of competitive-
ness can be improved if the firm unilaterally reduces the price of its
good (other things being equal) and/or upgrades its attributes and
provides a better service.

● Relative profitability exists when there is the possibility of geograph-
ical price discrimination (for example, between domestic and foreign
markets). The different profit margins in these markets indicate rela-
tive profitability.

The measurement of the competitiveness of an integrated group of coun-
tries includes the intra-group trade ratio (intra-group export/intra-group
import) and extra-group trade ratio (extra-group export/extra-group import).
In addition, the competitiveness of an integrated country’s economic sector
(or industries within it) may be measured in the following two ways.

● Trade specialisation index (TSI). This provides details about the inte-
grated country j’s specialisation in exports in relation to other partner
countries in the group. If this index for good i is greater than 1, country
j is specialised in the export of good i within the group. TSI (equation
(5.1)) reveals country j’s comparative advantage within the group. The
conceptual problem with this approach is that the structure of exports
may vary because of a change in domestic consumption that may not
alter either the volume or the composition of domestic output.

(5.1)

where:

Xi, j = export of good i from country j to the partner countries
in the integration group;

TSI �
Xi, j �Xind, j

Xi,g �Xind,g
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Xind,j = total industry exports to the group from country j;
Xi,g = intra-group exports of good i;
Xind,g = total industry exports within the group.

● Production specialisation index (PSI). This is identical to the TSI,
except that export (X) variables are replaced by production (P) ones.
PSI shows where country j is more specialised in production than its
integration partners. This index reveals country j’s production advan-
tage as well as its domestic consumption pattern.

Interpretation of both the TSI and the PSI may be distorted if the pro-
duction and export of good i in country j is protected/subsidised. The
revealed ‘advantage’ would be misleading, as in the case of exports of farm
goods from the EU because of the Common Agricultural Policy.

Goods that are produced and traded by a country may be categorised by
their economic idiosyncrasies. There are five, sometimes overlapping, types
of goods (Audretsch, 1993, pp: 94–5):

● Ricardo goods have a high natural resource content. These com-
modities include minerals, fuels, wood, paper, fibres and food.

● Product-cycle goods include those that rely on high technology and
where information serves as a crucial input.12 This group includes
chemicals, pharmaceuticals, plastics, dyes, fertilisers, explosives,
machinery, aircraft and instruments.

● R&D-intensive goods include industries where R&D expenditure is
at least 5 per cent of the sales value. These are pharmaceuticals, office
machinery, aircraft and telecom goods.

● High-advertising goods are the ones where advertising expenditures
are at least 5 per cent of the sales value. These include drinks, cereals,
soaps, perfumes and watches.

● Goods that are produced by high-concentration industries include
tobacco, liquid fuels, edible oils, tubes, home appliances, motor
vehicles and railway equipment.

Audretsch (1993, pp. 95–6) made a geographical comparison of these five
types of goods. The comparison was for the 1975–83 period among the rich
Western countries (mainly the OECD), poor Western countries (mainly the
South European countries) and then the centrally planned countries of
Central and Eastern Europe. The findings were as follows:

● In 1975, Western countries had a comparative disadvantage in
the Ricardo goods while the other two groups had a comparative
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advantage. By 1983, Central and East European countries, together
with the rich Western countries, were exhibiting a comparative dis-
advantage in Ricardo goods, reflecting their inability to compete
with resource-rich developing countries.

● The rich Western countries have a constant comparative advantage
in product-cycle, R&D-intensive and advertising-intensive goods
over the other two groups of countries.

● Rich Western, as well as Central and East European, countries have
a competitive advantage in highly concentrated industries over the
poor Western nations.

Whereas competition in goods is more or less global, competition in
many services is localised. A large part of competitive activity in manufac-
tured goods has a price component; competition in many services has, pre-
dominantly, a non-price dimension. Reputation and past experience of
services often play a crucial role in choosing a supplier for a certain type of
service. Local providers of some services, as well as those with a good
(international) reputation, have a specific market power. Local market
influence on producers of goods is in most cases non-existent as goods may
be (easily) traded across space. Because the service industries are generally
subjected to a lower degree of competitiveness than the manufacturing
industries, and as a result of legislation designed to consumers, adminis-
trative regulation in the services sector is quite high.

The competitiveness of a country’s goods and services may be increased
through depreciation of a home currency and/or by a reduction in wages.
The simplest way to increase competitiveness, however, is to increase pro-
ductivity. Developing, intermediate and advanced countries trade more or
less successfully all over the world, but their standard of living depends on
their productivity. However, the ability to trade depends only on the ability
to produce something that is wanted by consumers, while the rate of
exchange ensures that exports can be sold. This was the message of David
Ricardo in the early 19th century and is as important (and as little under-
stood) today as it was in Ricardo’s time (Lipsey, 1993c, p. 21).

The new theory of trade and strategic industrial policy (initiated in the
early 1980s) argues that, with imperfect competition, there are no unique
solutions to economic problems.13 The outcome depends on assumptions
about the conduct of economic agents. There is a strong possibility that in
a situation with imperfect competition firms are able to make above-average
profits (rents). Intervention in trade, competition and industry may, under
certain conditions, geographically redistribute these rents in favour of
domestic firms. This shift is the main feature of strategic trade policy.
Hence, there is an assumption about the ‘strategic interdependence’ among
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firms. This means that profits of one firm are directly affected by the indi-
vidual strategy choices of other firms and such a relation is understood by
the firms (Brander, 1995, p. 1397). The strategic trade policy of beggar-thy-
neighbour (‘war’ over economic rents) does not occur in the situation of
either pure monopoly or perfect competition. This policy may look like a
zero-sum game, where everybody loses in the long term through a chain of
retaliations and counter-retaliations. However, ‘countries that would other-
wise compete with each other at the level of strategic policy have an incen-
tive to make agreements that would ameliorate or prevent such rivalries’
(Brander, 1995, pp. 1447–8).

There is, potentially, at least one good reason for intervention.14 With
externalities, spillovers and geographical clustering of production, govern-
ments may find reasons to protect some growing, often high-technology
industries that depend on economies of scale. These are the industries for
which accumulated knowledge is the prime source of competitiveness and
whose expenditure on R&D, and employment of engineers and scientists is
(well) above the average for the economy. Sunk costs and R&D may be
funded by governments, as the positive effects of introducing new technol-
ogy are felt throughout the economy and beyond the confines of the firm that
introduces it. The whole world may benefit, in some cases, from new tech-
nology whose development was supported by government intervention. For
example, spaceships had to be equipped with computers, which needed to be
small and light. A spillover from the development of this kind of equipment
was the creation of personal computers. Therefore, the new theory goes, with
externalities and under certain dubious conditions (no retaliation, well-
informed governments15), intervention may be a positive-sum game where
everyone potentially gains in the long run. Critics of the new theory have not
been able to prove it wrong, but argue that it is not necessarily correct. In fact,
what is not understood is that the new theory provides only a programme for
research, rather than a prescription for policy (Krugman, 1993b, p. 164).

MARKET STRUCTURE

A market for a good or a service is said to be contestable if there is a smooth
entry and exit route for a firm. The number of firms in the market should
be ‘sufficient’ to prevent a single firm or group of firms from increasing
prices and making rents (super-normal profits). Relative ease of entering
the business would prevent the incumbent firms from charging exorbitant
prices. The opportunity of making high rents would immediately attract
new entrants. Geographical extensions of the market (economic integra-
tion) reinforce potentials for pro-competition market behaviour.
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Imagine a situation with two identical countries A and B, one good X and
no trade. Assume also a monopoly in country A, and free competition in
country B in the market for the same good. One can reasonably expect that
prices for good X are lower in country B. If one now introduces free trade
between the two countries, country B would export good X to country A.
This example shows that a pure difference in market structure between the
countries may explain the geographical location of production and trade,
even though the countries may have identical production technologies and
factor endowments. This crucial aspect has been overlooked by the classical
theory of spatial economics.

Competition policies may be classified according to the structure–
conduct–performance (SCP) paradigm. The thrust of the SCP paradigm is
that performance in a defined market depends on the interaction between
the structure of the market and the conduct of buyers and sellers in it.

● Structure refers to the organisation of production and distribution,
that is, which enterprises are permitted to enter into which business
activities. It determines the number and size of buyers and sellers;
product differentiation; and relationships (horizontal and vertical
integration) between buyers and sellers.

● Conduct describes how firms behave in their business. This refers to
the competitive strategy of suppliers such as (predatory) pricing,
innovation, advertising and investment.

● Performance refers to the goals of economic organisation such as
efficiency, technological progress, availability of goods and full
employment of resources.

The most common indicator of market structure or the degree of com-
petition is the proportion of industry output, sales, investment or employ-
ment attributable to a subset (usually three to ten) of all firms in the
industry. It shows the force of the competitive pressure on the incumbents.
If this ratio is relatively high, then it illustrates that market power is con-
centrated in relatively few firms.

It is, however, important to be cautious when dealing with these ratios.
While an employment concentration ratio may indicate a monopoly situa-
tion, a sales concentration ratio may not. Competitiveness is linked not
only to market shares, but, as a dynamic phenomenon, to the relative
growth of productivity, innovation, R&D, size and quality of the capital
stock, mobility of resources, operational control, success in shifting out of
declining lines of business, education of management, training of labour,
incentives and so on. These ratios do, however, provide a useful, if second-
best, barometer of the oligopolistic restriction of competition.
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The Hirschman–Herfindahl index (HHI) is an alternative and more com-
plete measure of market structure than the concentration ratio. It is
increasingly being used in the public fight against oligopolies.

(5.2)

The HHI (equation (5.2)) is the sum of squared market shares of each
firm in the defined market. It is between 0 and 100. The index is 100 when
there is a monopoly, while it is relatively small in competitive industries. The
HHI takes accounts of all firms (that is, both their absolute number and
relative difference in size) in the defined market, whereas the concentration
ratio accounts only for a select number of firms in the same market.
Antitrust lawyers still place much weight on the HHI. However, economists
are increasingly sceptical about its value. Although some economists use
the HHI as an initial screening tool, it is more useful to consider how easy
it is for new and efficient firms to enter the target market. New firms are
attracted to enter an industry by the potential for new profit lures.
Estimates of the ease and likelihood of new firms entering an industry are
inevitably highly speculative.

Integration may provoke several scenarios regarding market structure.
On the one hand, an increase in industrial concentration may arise from
firms’ decision to take advantage of economies of scale and intra-industry
production linkages. Economies of scope16 may also increase geographical
concentration because they favour diversified firms which are often large.
On the other hand, smaller firms may benefit, as in Japan or in Germany,
because they may be included in the network of large ones. In addition,
reduced trade costs make it easier for smaller firms to penetrate into the
markets of partner countries. This may reduce concentration.

Firms compete through product differentiation, innovation, quality,
R&D, advertising and special close links with suppliers, clients and various
institutions, as well as on price. The exceptions are, of course, raw mater-
ials and certain standardised semi-finished goods. In spite of trendy talk
about the ‘global economy’ and the diminishing role played by specific geo-
graphical locations for business, competitive advantages are often heavily
local. These gains come from the clustering of highly specialised knowledge
and skills and the existence of rivals, sophisticated customers and institu-
tions in a specific geographical area (Porter, 1998a). Even though many of
these advantages are external to individual firms, they are internal to the
cluster in which they locate their operations.

Major changes in the capacity of a firm that are linked to high sunk costs
do not happen frequently. It is, however, more difficult to test the impact of
non-price rivalry such as competitors’ R&D, innovation, design activities

HHI � �
i

S2
i � 100.
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and non-technical matters such as management and marketing than their
prices. It also takes longer to retaliate in these areas than to change prices
(Schmalensee, 1988, p. 670).

INNOVATION

The process of technological change is driven by several factors, including
the following five:

● the existence of unexploited lucrative opportunities for the solution
of problems such as the transformation of electricity into sound or
light into electricity;

● it is stimulated by changes in government regulation such as changes
in technical and safety standards (including concerns about the envi-
ronment) and trade policy;

● the change in prices (relative scarcity) of raw materials, energy, labour
or transport and communication;

● supplying clients with the toughest demands may set in motion the
innovation process. Search for a challenge and rivalry, rather than
staying away from them inspires innovation. The same holds for
regular contacts with research centres; and 

● a change in consumers’ needs, tastes, sophistication and fickleness.
Increases in income and decreased working time increase the demand
for leisure and entertainment. At the same time, more stressful work
takes its toll on workers’ health, increasing demand for medical and
rehabilitation services.

Innovation is the principal activity for economic growth. It brings new
ideas, enlarges the stock of knowledge that in turn enhances productivity.
Patents are linked with innovation as they provide the means to reward
someone that comes up with a worthy commercial idea.

The innovation process has four distinct, but interrelated phases:

● invention: discovery of something new which can ‘work’;
● innovation: translation of invention into commercial use;
● spread: diffusion in the market; and
● absorption: learning from clients and conversion into a public good.

If, because of a change in circumstances (for example, integration), firms
innovate (that is, realise their technological, organisational and control
potentials and capabilities to develop, produce and sell goods and services)
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and introduce new technologies and new goods/services in order to main-
tain or improve their market position, then efficiency overall may increase.
From a given set of resources one may expect to achieve more and/or
better-quality output. This directly increases national welfare on average.
In fact, for a small or medium-sized country, integration enables economic
development and progress at a lower cost than does autarky. There is,
however, an opposing force. When there are market imperfections, such as
economies of scale and externalities, firms make rents.17 Free competition
leads to concentration and agglomeration, which may reduce competition
in the future. The new theory of trade and strategic industrial policy holds
that there may be fierce competition even among a few firms. Examples
include the aircraft industry, the long-distance telephone call market and
the Japanese market for electronic goods (largely confined to half a dozen
domestic conglomerates). Technical innovations prompt legal and policy
innovations. The telephone business, for example, was for a very long time
considered to be a ‘natural monopoly’. Nowadays, it is a highly competi-
tive industry.

Innovation changes the mix of factors that are used in the production
and/or consumption of goods and services. Usually, an innovation brings
a reduction in the quantity of factors needed to produce a good or service,
as shown by an arrow in Figure 5.2. This makes output cheaper and, con-
sequently, more competitive. Suppose that the production of a good
requires two factors, f1 and f2. If production requires, per unit of output,
0A of factor f1 and 0B of factor f2, then the resource required to produce
the good is represented by rectangle 0ACB. Innovation normally reduces
the area of rectangle 0ACB (note the direction of the arrow). However, the
market receptiveness to take up new products depends on the cost, conveni-
ence in use, as well as culture. If, however, one factor, such as oil or some
other raw material, suddenly becomes scarce, innovation may reduce the
consumption of that factor, but disproportionally increase (at least tem-
porarily) the requirement for the other factor. Hence, in such a special case,
the area of the rectangle 0ACB may increase as the result of innovation.

Economic integration opens up the markets of the integrated countries
to local firms. It is reasonable to expect competition to have a positive effect
on innovation, but what are the effects of such a process in the long term?

● If innovation spreads geographically, and if it increases competition,
then competition and innovation reinforce each other.

● If, however, innovation becomes centralised over time and space
because it is costly, uncertain and risky so that only a few large firms
can undertake it, then geographical extension of markets would have
a positive effect on innovation only in the short term.
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It is therefore necessary to ensure that immediate positive effects continue in
the long term (Geroski, 1988, pp. 377–9). In order to maintain the ‘neces-
sary’ level of competition within the integrated area, the countries involved
may decide to reduce the level of common external tariff and NTBs.

The impact of competition is not restricted to prices and costs.
Competition also yields other favourable effects. It stimulates technical
progress, widens consumer choice, improves the quality of goods and ser-
vices and rationalises the organisation of firms. It is important to remem-
ber that firms seldom lose out to competitors because their product is
overpriced or because their production capacity is insufficient; rather, they
lose because they fail to develop new products and production processes as
well or as quickly as their competitors (Lipsey, 1993a, p. 18). If a firm does
not make its own product obsolete through innovation, some other entre-
preneur will. The ‘prospect theory’ of psychology explains that the indi-
viduals are more hurt by a loss than they are encouraged by gains of equal
size, that is, fear of loss is often more powerful than the expectation of gain.
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The innovation process is sometimes accidental, but always uncertain
and risky. It is often linked with serendipity.18 For example, in 1970, Spencer
Silver, a research chemist at 3M, was working in the area of adhesive tech-
nology. His goal was to produce the strongest glue on the market and his
reputation was ruined when he developed a product that was quite the
opposite. He did, however, discover that his new glue could be used again
and did not leave any traces on the surface to which it was applied. He tried
for a decade to find an application for his glue, but there was no interest at
3 M. However, Silver had a friend, Arthur Fry, who was a singer in his local
church choir. Every Sunday he inserted slips of paper into his hymnbook
to mark the pages of the hymns to be sung during the service. And every
Sunday the slips would fall out as he opened the book. Fry remembered
Silver’s ‘futile’ invention and applied it to the slips of paper, which stayed
in place. A year later, in 1981, 3 M started producing the now omnipresent
Post-it notes (Hillman and Gibbs, 1998, p. 183).19

As a result of relentless innovation, techniques that are used in the pro-
duction process change constantly. But innovation changes not only the
method of production of goods and services, but also our values and the
way we live. For example, Hollywood films changed how we lived and
worked, how we saw the world, even how young people courted (in cars,
away from the eyes of parents and chaperones). Or the short-message
system (SMS) on mobile phones altered the nightlife of the young, as well
as single persons throughout the world. These changes can be minor or revo-
lutionary. Lipsey (1993b, pp. 3–4) described four levels of innovation:

● Incremental innovation: a series of changes, each small, but with a
large cumulative effect.

● Radical innovations: major but discontinuous changes such as the
development of a new material (for example, plastic), a new source
of power or new products (aircraft, computer or laser).

● Changes in the technology system: changes that affect an economic
sector and industries within it, such as the changes that occurred in
the chemical and related industries in the nineteenth century.

● Technological revolution: innovations that change the whole technoe-
conomic paradigm.20

Innovation is an important economic driver. It will be the basis of com-
petition in the future and will continue to affect the location of production.
In the field of personal computers, for example, the greatest competition is
no longer between assembly companies such as Compaq, IBM and Toshiba,
but between companies operating in the area of added value, such as micro-
processors, dominated by Intel, and operating software, where Microsoft,
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through its Windows program, reigns supreme. Market advantage for crit-
ical elements of the system is often held in the form of intellectual property
(Borrus and Zysman, 1997; Zysman and Schwartz, 1998, p. 409).

There is, however, no simple answer to the question of whether inter-
national economic integration (extension of the market) stimulates or
prevents innovation. There are two opposing views. First, a monopoly
organisation has a secure market for its output. It can anticipate reaping
normal or super-normal profits (rents) from any innovation. It is therefore
easier for such a firm to innovate than one that does not have such market
security. On the other hand, with no competitive pressure, a monopolist
company may not feel the need to innovate. The sense of long-term stabil-
ity fosters a conservative way of thinking that may restrict innovative activ-
ity. Monopolists may not wish to ‘rock the boat’ and can prevent or delay
the implementation of innovations of their own production or developed
by others.

The huge increases in income and living standards that have been seen
over the past 250 years, particularly in the West, are the consequence of
several factors. At the end of the 17th century there was a strong conver-
gence between the theoretical understanding of science and the application
of that knowledge. A critical mass of knowledge in the fields of math-
ematics and mechanics was accumulated and applied to the understanding
of atmospheric pressure and the invention of the steam engine. This pro-
vided the foundation for a technological revolution that resulted in a 150-
year period of radical innovation in the areas of transport (rail and water),
textiles, mining, tools, metallurgy and food processing.

Most inventions originated in a small group of countries, and this group
has remained relatively stable over a long period of time. There is a clear geo-
graphical localisation of innovation activities. During the Industrial
Revolution, Britain led the way, joined by Germany, the US, France,
Switzerland and Sweden in the second half of the 19th century. Membership
of this select group of countries has been stable for over a century. The only
major newcomer to the group was Japan just after the Second World War,
although a few newly industrialised countries, such as South Korea and
Taiwan, have joined this exclusive club.21

Patents may be used as a helpful proxy of innovation. The available data
from the US Patent and Trademark Office (Tables 5.1 and 5.2, respectively)
reveal that more than half of all patents granted in the US (1977–2001) are
domestic in origin.22 This means that the US is the most innovative economy
in the world. It attracts and rewards creative individuals. A warning sign for
the EU about a serious brain-drain is that ‘40 per cent of the research
community in the US are European graduates’.23 The rest of the patents
are highly concentrated on a relatively small group of 11 countries which

Competition policy 289



290 The economics of European integration

Table 5.1 Number of patents granted by date of patent grant, 1 January
1977 to 31 December 2001

Pre-1988 1988 1989 1990 1991 1992

Total 772 237 84 439 102 690 99 220 106 842 107 511
US origin 456 779 44 729 54 759 52 977 57 789 58 791
Foreign origin 315 458 39 710 47 931 46 243 49 053 48 720
Japan 109 346 16 989 21 106 20 743 22 402 23 164
Germany 68 384 7 546 8 613 7 862 7 984 7 605
France 24 869 2 792 3 299 3 093 3 249 3 282
United Kingdom 27 722 2 754 3 278 3 017 3 049 2 632
Canada 14 321 1 643 2 124 2 087 2 304 2 218
Taiwan 1 450 536 688 861 1 096 1 253
Switzerland 13 845 1 299 1 420 1 347 1 448 1 294
Italy 9 713 1 173 1 425 1 498 1 388 1 446
Sweden 9 639 891 926 885 831 727
Netherlands 8 012 899 1 163 1 046 1 075 974
South Korea 341 126 183 290 449 586
Australia 3 817 486 586 517 571 497
Belgium 2 845 328 377 352 366 371
Austria 3 192 351 412 423 388 403
Israel 1 559 249 339 311 321 350
Finland 1 817 239 251 315 343 381
Denmark 1 909 208 261 204 285 275
China, Hong Kong SAR 668 104 134 151 209 159
USSR 3 050 97 162 177 182 67
Spain 896 132 148 148 185 149
Norway 1 093 137 141 119 119 121
South Africa 940 107 143 122 111 101
Hungary 1 094 94 130 93 86 89
New Zealand 584 70 75 65 50 60
Ireland 271 47 71 61 61 61
Singapore 52 8 22 16 25 35
Mexico 447 45 41 34 42 45
Brazil 280 37 39 45 66 43
China P. Rep. 48 48 52 48 52 41
Russian Federation
India 123 14 15 23 24 24
Luxembourg 289 38 39 27 42 36
Czechoslovakia 589 33 34 39 27 18
Argentina 224 18 23 19 19 23
Venezuela 130 20 23 20 25 24
Poland 260 8 14 17 8 5
Others (125) 1 639 144 174 168 171 161
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1993 1994 1995 1996 1997 1998 1999 2000 2001 Total

109 890 113 704 113 955 121 805 124 146 163 209 169 146 176 084 184 051 2548 929
61 221 64 345 64 510 69 419 69 922 90 701 94 090 97 014 98 663 1435 709
48 669 49 359 49 445 52 386 54 224 72 508 75 056 79 070 85 388 1113 220
23 411 23 517 22 871 24 059 24 191 32 118 32 514 32 923 34 890 464 244
7 186 6 989 6 874 7 125 7 292 9 582 9 895 10 822 11 894 185 653
3 155 2 985 3 010 3 016 3 202 3 991 4 097 4 173 4 456 72 669
2 521 2 469 2 681 2 674 2 904 3 726 3 900 4 090 4 356 71 773
2 231 2 380 2 447 2 638 2 817 3 537 3 678 3 925 4 063 52 413
1 510 1 814 2 087 2 419 2 597 3 805 4 526 5 806 6 545 36 993
1 198 1 244 1 187 1 192 1 179 1 374 1 390 1 458 1 557 32 432
1 453 1 361 1 242 1 385 1 417 1 821 1 686 1 967 1 978 30 953
742 800 914 971 970 1 346 1 542 1 738 1 935 24 857
944 998 894 886 895 1 382 1 396 1 410 1 494 23 468
830 1 008 1 240 1 567 1 965 3 362 3 679 3 472 3 763 22 861
470 564 548 566 568 830 832 859 1 031 12 742
377 392 419 516 561 755 718 756 796 9 929
340 316 359 387 393 408 505 537 632 9 046
358 388 432 525 577 820 792 836 1 031 8 888
311 341 387 453 468 629 695 649 769 8 048
261 313 314 334 432 500 588 509 556 6 949
182 220 248 247 261 373 413 548 620 4 537
67 57 12 16 4 6 3 1 3 901

184 172 168 187 193 308 265 318 340 3 793
127 130 138 150 157 232 246 266 282 3 458
101 109 127 116 114 132 127 125 137 2 612
62 48 51 43 25 52 39 38 61 2 005
51 54 60 78 109 145 134 136 160 1 831
59 52 59 88 78 81 104 139 166 1 398
44 59 61 97 100 136 152 242 304 1 353
50 52 45 46 57 77 94 100 87 1 262
59 61 70 69 67 88 98 113 125 1 260
53 48 63 48 66 88 99 163 266 1 183
3 38 99 118 112 194 185 185 239 1 173

30 28 38 37 48 94 114 131 179 922
41 44 34 27 42 46 35 55 48 843
15 20 15 9 10 9 5 10 7 840
25 37 32 32 38 46 46 63 58 703
34 28 31 30 26 29 39 32 28 519
8 9 8 16 11 19 20 13 16 432

176 214 180 219 278 367 405 462 519 5 277
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Table 5.1 (continued)

Pre-1988 1988 1989 1990 1991 1992

Ownership:
US corporations 341 627 33 913 41 401 39 268 42 887 44 043
US government 12 821 848 977 1 064 1 272 1 225
US individuals 121 962 11 895 14 960 15 091 16 234 15 650
Foreign corporations 248 526 32 681 39 395 37 995 40 324 40 930
Foreign government 3 838 454 448 427 473 474
Foreign individuals 43 463 4 648 5 509 5 375 5 652 5 189

Source: US Patent and Trademark Office (2002). TAF Special Report: All Patents, All
Types January 1977–December 2001. Washington, DC.

Table 5.2 Percentage of patents granted by date of patent grant, 1 January
1977 to 31 December 2001

Pre-1988 1988 1989 1990 1991 1992

Total 100 100 100 100 100 100
US origin 59 53 53 53 54 55
Foreign origin 41 47 47 47 46 45
Japan 14 20 21 21 21 22
Germany 9 9 8 8 7 7
France 3 3 3 3 3 3
United Kingdom 4 3 3 3 3 2
Canada 2 2 2 2 2 2
Taiwan 1 1 1 1 1
Switzerland 2 2 1 1 1 1
Italy 1 1 1 2 1 1
Sweden 1 1 1 1 1 1
Netherlands 1 1 1 1 1 1
South Korea 1
Australia 1 1 1 1
Belgium
Austria
Israel
Finland
Denmark
China, Hong Kong SAR
USSR
Spain
Norway
South Africa
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1993 1994 1995 1996 1997 1998 1999 2000 2001 Total

46 093 48 750 49 049 53 541 55 304 72 359 75 934 78 822 82 077 1 105 068
1 234 1 310 1 083 960 974 1 039 999 961 985 27 752

16 100 16 527 16 813 17 415 16 285 20 766 20 540 20 352 18 843 359 433
41 078 41 540 41 353 44 191 45 641 61 425 64 225 68 060 74 032 921 396

442 300 250 260 278 258 164 108 97 8 271
4 943 5 277 5 407 5 438 5 664 7 362 7 284 7 781 8 017 127 009

1993 1994 1995 1996 1997 1998 1999 2000 2001 Total

100 100 100 100 100 100 100 100 100 100
56 57 57 57 56 56 56 55 54 56
44 43 43 43 44 44 44 45 46 44
21 21 20 20 19 20 19 19 19 18
7 6 6 6 6 6 6 6 6 7
3 3 3 2 3 2 2 2 2 3
2 2 2 2 2 2 2 2 2 3
2 2 2 2 2 2 2 2 2 2
1 2 2 2 2 2 3 3 4 1
1 1 1 1 1 1 1 1 1 1
1 1 1 1 1 1 1 1 1 1
1 1 1 1 1 1 1 1 1 1
1 1 1 1 1 1 1 1 1 1
1 1 1 1 2 2 2 2 2 1

1 1 0
0

1 1 0
0
0
0
0
0
0
0
0 



includes in descending order: Japan, Germany, France, Britain, Canada,
Taiwan, Switzerland, Italy, Sweden, the Netherlands and South Korea. As
far as total ownership of patents is concerned, 79 per cent belong to com-
panies. The European Council in Lisbon (2000) set a new strategic goal for
the EU to become ‘the most competitive and dynamic knowledge-based
economy in the world capable of sustainable economic growth with more
and better jobs and greater social cohesion’24 by 2010 seems to be quite a
challenging and ambitious task. There are a few tough competitors for
this position.

Why is this? What happened in these (Western) countries at the end of
the 17th century and was allowed to continue undisturbed? Why did it not
happen before? What prevented the Islamic world from continuing its
innovative course after the 13th century or what prevented China from
doing so after the 15th century? Evidence to support theories about these
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Table 5.2 (continued)

Pre-1988 1988 1989 1990 1991 1992

Hungary
New Zealand
Ireland
Singapore
Mexico
Brazil
China P. Rep.
Russian Federation
India
Luxembourg
Czechoslovakia
Argentina
Venezuela
Poland
Others (125)

Ownership:
US corporations 44 40 40 40 40 41
US government 2 1 1 1 1 1
US individuals 16 14 15 15 15 15

Foreign corporations 32 39 38 38 38 38
Foreign government 1
Foreign individuals 6 6 5 5 5 5

Source: US Patent and Trademark Office (2002). TAF Special Report: All Patents, All
Types January 1977–December 2001. Washington, DC.



issues is still imperfect and highly controversial. None the less, several over-
lapping factors may, in combination, provide a partial explanation.

● Willingness and readiness to accept and live with the change (values)
are one element. Continuous change and adaptation is essential to
make a population and state wealthier. However, this ‘greed’ needs to
be coupled with investments and displacement of the mentality of
self-sufficiency.

● Politics steps in when there is resistance to change. All societies have
tried to resist change at one time or another, but this is inevitably self-
damaging and in vain. For example, ancient China looked with sus-
picion at new ideas introduced by foreigners. Indeed, the country’s
rulers often banned such innovations. In Florence, in 1299, bankers
were forbidden from using Arabic numbers. And in Danzig (Gdansk)
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1993 1994 1995 1996 1997 1998 1999 2000 2001 Total

0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

42 43 43 44 45 44 45 45 45 43
1 1 1 1 1 1 1 1 1 1

15 15 15 14 13 13 12 12 10 14

37 37 36 36 37 38 38 39 40 36
0

4 5 5 4 5 5 4 4 4 5



in 1579, the City Council, afraid of unemployment, ordered Anton
Müller, the inventor of the ribbon loom to be drowned.

● In the successful countries, institutions that provided a favourable
environment for innovation and growth were created. In Britain, for
example, the Magna Carta of 1215 gave subjects the right to their own
property. They were protected from the Crown, which until then had
been entitled to seize property at random. In contrast, arbitrary
confiscation continued to be common in the Muslim world and in
Asia. In the West, rulers quickly learned that a tax on property was
more profitable than random confiscation as tax proceeds continue to
accrue indefinitely. The outcome was a social system that promoted
innovation and growth more than any previous system. In modern
times it has almost eliminated the gap between frontline science and
applied technology.

● The size of the local market (remember that integration increases the
size of the market),25 competition and supply of skills are important
ingredients in the complex links between technological opportunities
and entrepreneurial decisions. R&D plays a crucial role in the innov-
ation process as it sustains a supply of knowledge.

● Another possible explanation for the relative constancy of countries
that innovate most is that innovation reflects the cumulative and inter-
related nature of acquired knowledge. Once it exists, knowledge does
not cease to exist, and discovery builds on discovery. Innovation also
reflects a change in technological capabilities and economic incen-
tives.26 It is related not only to the creation and absorption of new
knowledge, but also to its adaptation, extension and control within an
innovation-friendly environment. Taken together, this provides strong
grounds for the creation of dynamic comparative advantages, certain
irreversibilities27 and economic growth28 of firms and nations as
success breeds the potential for further success. The higher the levels
of accumulation of knowledge and capital stock, the greater are the
benefits of technological progress29 and vice versa. The law of dimin-
ishing returns does not apply to the accumulation of knowledge
(Lipsey, 1994). This is also reflected in the export performance of those
countries, as well as in differences in labour productivity. Innovation
is concentrated in a few firms in industries with high entry barriers
such as aerospace, chemicals, automobiles, electric and electronic
industries, while it is spread among many firms in machinery and the
production of instruments (Dosi et al., 1990).

Empirical studies show that monopolisation or concentration is not the
main reason for innovation. Cumulative (clustered) knowledge enabled
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Germany to excel in the fields of chemicals and high-quality engineering,
Britain in pop music and publishing, Italy in fashion and design and the US
in computer software, aeronautics and the cinema. But innovation is also
to be found in industries that are less concentrated and where there are no
significant barriers to entry. New entrants may have greater motivation to
test and develop new products and technologies than well-established firms.

In many industrialised countries, the average size of firms is becoming
smaller, not bigger. This reflects increased demand for more custom-made
goods, produced in smaller batches, utilising production factors that can be
readily switched to various alternative uses. But this is only on average. The
industries with the most advanced technology are often the most geograph-
ically concentrated, highly profitable and the largest. Modern technology is
increasing the importance of capital, especially human capital.30 Krugman
(1996a, pp. 13–14) found statistical evidence from the US economy that the
‘really high value-added’ industries (in relation to the number of employees)
are cigarette manufacturing and petrol refining, whereas the so-called ‘high-
technology industries’ such as aircraft and electronics turned out to be
roughly about average. However, one has to remember that high-technology
industries have important externalities and linkages for the whole economy,
although the number of computers a nation has is somewhat less important
than how and for what purpose they are used, for example playing Tetris or
Solitaire or organising inventories, production, transport and distribution.
Another problem is that most computers are used in the services sector
(finance, accounting and health care) where it is hard to measure output.

It is one thing to invent or discover new or improved goods or services
(product differentiation) and/or uncover a new way to produce or market
already existing goods and services and quite another to exploit that
success commercially. The electric dynamo was invented in 1881, but it took
firms four decades to reorganise plants to take advantage of the flexibility
in production offered by electric power. The basic videocassette recorder
(VCR) technology was the result of an invention by Ampex in the US in the
1950s. Philips, a Dutch company, produced the first VCR aimed at the con-
sumer market in 1971, several years before Sony introduced its Betamax
model. Soon after, other Japanese manufacturers entered the market, and
before long they came to dominate the international market for (home)
video equipment. To avoid a repeat experience, Philips took a different tack
after inventing compact discs and developed the final technology jointly
with Sony. Hence, the geography of innovation and the geography of pro-
duction need not coincide. The microprocessor was invented in 1971, but
firms are still learning how to make best use of it. One of the reasons for
this situation is due to Moore’s law,31 which refers to the doubling of chip
performance about every 18 months.
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In a similar vein, commercial jet technology was a British invention.
Rolls-Royce was the first producer. This led to the production of the first
jet transport aircraft. Later, the US took the lead (with Boeing and
McDonnell-Douglas), which was, subsequently, seriously challenged by
the European Airbus (a consortium of government-supported British,
German, French and Spanish firms). Government support of the Airbus
provoked a sharp reaction from the US (which ignored the fact that US air-
craft producers were generously subsidised through defence contracts).
This led to the GATT Agreement on Trade in Civil Aircraft (1979). While
‘supporting’ the civil aircraft programmes, the signatories ‘shall seek to
avoid adverse effects on trade in civil aircraft’ (Article 6.1). This is a state-
ment that offers a number of different interpretations.32 As such, it was
insufficient to calm down tensions in aircraft trade. A Bilateral Agreement
(1992) between the US and the EU was supposed to introduce a framework
for all government ‘involvement’ in the development of commercial aircraft
with 100 seats or more. However, it did not take account of past damage.
The deal did not eliminate, but merely constrained, subsidies (for innova-
tion and R&D). It set quantitative limits on both direct and indirect (mili-
tary) subsidies for the development of new aircraft. The permitted limit for
the direct subsidy for the development cost of a new aircraft was set at 33
per cent. Identifiable benefits from indirect subsidies were limited to 4 per
cent of each firm’s annual sales (Tyson, 1992, p. 207).

A positive effect on innovation (creation of technology) in the EU was
expected to come from the operation of the Single European Market.
A deepened regional market would stimulate competition and provide an
incentive to innovation that would further promote competition for the
benefit of the consumers. If corrective measures (in support of trade, com-
petition or industrial policy) were added, they would not necessarily violate
a liberal trading system in the long term. They would simply add an adjust-
ment mechanism to the already highly imperfect and suboptimal market
situation.

Perfect competition (perfectly contestable market) is based on zero entry
and exit costs in an industry. This eliminates inefficient firms from a market,
but at the same time rewards the efficient ones. Joseph Schumpeter called
this process ‘creative destruction’. Competition is not driven by changes in
prices, but rather by innovation and introduction of new products. If equi-
librium is ever achieved, it is at best a short-term and temporary event.
If inter-country factor mobility is allowed for, the supply of factors (labour,
capital, land, technology, organisation and entrepreneurship) increases.
This ‘pluralism’ backs innovation in technology, goods, services, organisa-
tion and control. Competition probably operates best when a firm believes
that it is in a process that is leading it towards becoming a monopolist
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(at best) or an oligopolist (at least). However, consumers may suffer in a
monopolistic or oligopolistic industry structure. This can be redressed
somewhat if oligopolistic firms introduce the most efficient innovations as
rapidly as perfectly competitive firms would and if governments prevent
such a market structure from behaving in a non-competitive way.

Small open economies inevitably have to rely on various foreign tech-
nologies. Such countries often do not have the necessary resources to
develop basic technologies for all lines of production. If this situation is
regarded as detrimental, then economic integration may increase the pool
of resources (human, technological and financial) for innovation and the
development of new technologies, products and inputs, which may mitigate
the potential disadvantage of smallness and isolation. Such pooling started
in the EU in the mid-1980s with a series of R&D programmes.

In a relatively well-integrated area such as the EU, one would expect the
prices of similar goods in different countries to be similar, owing to com-
petition and trade. The stronger the competition and the larger the volume
of trade, other things being equal, the smaller the price variation. Pre-tax
prices of the same good would be expected to vary only as a result of
differences in the cost of transportation, handling, insurance and, to some
extent, marketing between countries. However, this expectation is not
borne out in reality. The EU was aware of the barriers to competition other
than tariffs and quotas (NTBs), so it created the Single European Market
in 1993.

Various regional factors prevent full equalisation of prices. Some geo-
graphical areas may have small markets for certain goods and services (for
example, parasols in Finland and antifreeze in Greece). So, in order to do
business there, firms may price their goods relatively higher. In this case
market presence may be a much more important public policy and private
business objective than requiring price homogenisation in all markets. Or,
for example, differences in taste or special requirements regarding the basic
ingredients of a product (for instance, chocolate) may cause the price of a
good to vary. And, if there are local substitutes, foreign suppliers may
modify the price of their goods. Some goods (such as wine) may be
regarded as luxuries in one country and taxed accordingly, but regarded as
basic necessities in another country. This widens the price gap for the same
good in different countries, and sometimes even in different regions of the
same country. In a perfectly competitive market (with free entry and exit)
for a good, free competition ensures equality of prices and drives profits to
zero. In imperfectly competitive markets there is scope for price variation
and, therefore, for profits.

The problem of innovation and new technology not resulting in an obvious
and measurable increase in output is known as the ‘productivity paradox’.
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Some argue that there is no technological revolution and that computers are
not productive: a personal computer that is 100 times more powerful than
one made ten years ago is not proportionately more productive. Others argue
that decades must pass before the fruits of technological breakthroughs can
be discerned. Yet others insist that there are benefits, but that standard stat-
istical tools are inadequate to measure them. This is most obvious in the ser-
vices sector. How can the output of a bank be measured? Has the economy
become so complex and fast-changing33 that it has become unmeasurable? If
this is so, it is harder and harder to regulate it, and to tax it.

SPECIALISATION AND RETURNS TO SCALE

From the vantage point of production, it might be expected that economies
of scale would require some level of standardisation that would restrict
product variety and consumer choice. Standards are technical regulations
that specify the characteristics of goods. They deal, in general, with safety,
health and environmental protection. Standards can be quite different in
different countries. So, if there is a common ex ante trust among trading
partners, these national standards may be mutually recognised among them
at no cost. However, if this trust is missing, harmonisation of standards
among them may be a solution, but it brings ex post costs to firms.

It can be difficult and time consuming to harmonise standards in an inte-
grated area for trade and competition purposes. For example, it took 11
years for the EU to agree on the technical standards for mineral water. This
and other examples from the 1970s are clear proof that such an approach
will never result in a genuine single market in the EU. Hence, the EU opted
for the mutual recognition of national standards in the short and medium
terms. The EU strategy for the longer term is an evolutionary convergence
of minimum standards towards best-practice rules. This places traders in
different countries on an equal footing and eliminates the disadvantages to
some of them that accrue from NTBs.

Trade in general, and intra-industry trade in particular, could increase
choice (product variety) in countries compared with autarky. Product
differentiation could reduce export opportunities for small open economies
such as Austria, Belgium or Switzerland. These countries have little
influence on foreign tastes and tend to enjoy comparative advantages in
semimanufactured and standardised goods (Gleiser et al., 1980, p. 521).
However, participation in the Single European Market assisted in the attrac-
tion of a large inflow of FDI to countries such as Belgium, Ireland and
Spain. A strong presence of TNCs shifted the trade structure of these coun-
tries towards differentiated products. Hence, the original standard-goods
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specialisation hypothesis does not apply in these cases (Sleuwaegen and de
Backer, 2001, p. 395).

In the field of consumer durable goods, for example, the market in the
US and Japan is dominated by one or two brands and the manufacturers
are able to take advantage of economies of scale. In the EU the situation is
quite different. Almost every country has its own producer of consumer
durables, but the American and Japanese formula for the spatial distribu-
tion of production cannot easily be replicated because of diverse and
deeply rooted national preferences. While Britons like to load their washing
machines from the front, the French prefer to do so from the top. The
Dutch prefer high-powered machines that can spin most of the moisture
out of the washing, whereas the Italians prefer low spin speeds and allow
the southern sun to do the drying. This situation affects the geography of
production and protects against competition from third-country suppliers,
but also restricts competition from within the EU, as each producer is pre-
vented from following a pan-European production and marketing strategy.
This may be, perhaps, a blessing. Otherwise if all is homogenised, then
Europeans would look uniform and ‘identical’ as was the case in China
during the Maoist Period (1949–76) or harmonised in taste as is by and
large the case in the US (with certain clear exceptions, cities, towns and
settlements in the US look almost the same).

In the case of relatively new goods and services, however, consumers’
preferences are identical in different countries. A certain degree of stand-
ardisation, even unification is possible, even necessary. It is likely that
French cheese producers are going to look for the same qualities in a mobile
phone, photocopier or a fax machine, as do Italian wine exporters. Thus,
for example, common corporate governance, accounting, company or
banking laws and standards could be quite useful throughout the EU and
beyond. Business accounts were once simple and short, while shareholders
trusted the management of a company not to mislead them. Then account-
ants started to prepare accurate and detailed financial statements that were
totally misleading. Such practices of financial engineering (cooking the
books) ended up in several huge financial scandals which include Enron
(2002) in the US and Parmalat (2003) in the EU.

If in the EU harmonisation of standards means that they continue to rise,
then the overall level of regulation and costs of production will increase.
Southern, Central and Eastern European countries will find it increasingly
difficult to withstand international competition and will grow at a slower
pace than the rest of the EU. As growth falls, demand for protection
increases. Alternatively, if, for example, some types of labour regulation are
allowed to vary in member states and the framework of mutual recognition
is maintained, then the northern EU countries could abolish some laws and
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the Southern, Central and Eastern European countries would grow rapidly.
EU growth would continue at a substantial rate, which would permit the
implementation of a liberal trade policy. The ultimate irony is that only the
latter course would allow northern EU countries to pay high wages and
sustain a heavy social expenditure (Curzon Price, 1991, p. 124).

Although the Single Market Programme (1985–92) removed many NTBs
to internal trade in the EU, others still persist and make it imperfect. Before
the era of the Single European Market, the major obstacles to internal
trade included physical border controls, technical barriers (standards and
product/service regulations), public procurement,34 different intellectual
and industrial property laws, state aids and fiscal barriers, as well as obs-
tacles to the mobility of labour and capital. The Single Market Programme
made a distinction between what had to be harmonised and what could be
left to mutual recognition. While EU standards are being developed, the
guiding principle should be mutual recognition of national standards. EU
standards are being developed on a large scale, about 1000 of them a year.
However, too many national regulations are still being produced, making it
as hard as ever to reach a truly homogeneous Single European Market
(Curzon Price, 1996a).

More than a decade after its establishment in 1993, the Single European
Market is not yet delivering its full benefits to consumers and firms. This is
most obvious in services that account for over 70 per cent of EU GDP.35

For example, the EU did not get rid of internal barriers in areas that include
fiscal measures in financial services (tax on savings, investment income tax
and death duties), slot allocations in air transport or in advertising. Belgian
electricians have to pay three times the Belgian rate to register with the
Luxembourg authorities for a one-day job or Austrian bakers require eight
different licences if they want to set up business in Italy.36 The Single
European Market may be weakening. So may be the chance to turn the EU
into the world’s most competitive knowledge-based economy by 2010.
Hence, the European Commission intends to be more active in tearing
down barriers in the services sector.

Various attempts to harmonise diverse goods at EU level created a public
furore in some countries. Examples include the fuss over prawn cocktail
crisps in Britain; the permissible level of bacteria in cheese in France;37 small
apples in Denmark; the use of other than durum (hard) wheat for pasta in
Italy; the application of other than the Reinheitsgebot (of 1516) purity rule
for brewing beer in Germany; and the removal of the tilde (�) from com-
puter keyboards in Spain. Each year every EU country produces thousands
of new regulations on new technologies and products. Every one that relates
to the smooth operation of the internal market must be submitted to the
European Commission. As each one carries a possible seed of conflict, it
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must be treated with caution, and, following implementation, monitored
constantly and carefully otherwise the genuine Single European Market may
disappear. Thus, Decision 3052/95 (adopted in 1995 and implemented in
1997) provides an improved procedure to deal with the remaining obstacles
to the free movement of goods in the Single European Market. The decision
obliges member states to notify the European Commission of individual
measures preventing the free movement of a model, type or category of a
product that has been made or sold legally in another country.38 The purpose
of the measure is to encourage member states to think twice before making
any exception to the EU system of mutual recognition.39

The neo-classical theory of international trade argues that countries
should specialise in the production of those goods and services for which
they have a comparative advantage. Modern theories question this line of
reasoning: the international geography of production, specialisation and
trade are affected by other factors as well. Economies of scale stimulate
specialisation in production for a narrow market niche but on a wide inter-
national market. This may entail only the reallocation of resources within
a single industry or sometimes within a single company. Modern ‘footloose’
industries are not linked to any particular geographical region by inputs
such as iron ore or copper. Thus, a country’s comparative advantage can be
created by deliberate actions of firms, banks and/or governments.

Returns to scale have not been thoroughly studied in the theory of eco-
nomic integration because it is difficult to model them. Therefore, one
should be very careful about using classical theory either to describe what is
likely to happen in a customs union or as a guide to policies that will ensure
that such a union or other type of integration fulfils its expectations. It is
also important to bear in mind that a substantial part of production is
linked with economies of scope rather than scale. While economies of scale
imply a certain level of standardisation in tastes and production, economies
of scope deal with the diversity in tastes, products and processes. Economies
of scope allow firms such as Benetton to respond swiftly to changes in the
supply of inputs and shifts in demand because they come from the common
control of distinct, but interrelated production activities. For example, the
same kind of fabric and sewing machines can be used in the production of
various goods. Similarly, the same type of aircraft can be used for cargo and
for passenger transport.

INTRA-INDUSTRY TRADE

Although increased competition offers potential gains from both more
efficient industrial and geographical allocation of resources in production
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and increased consumption, there is no guarantee that these gains will be
achieved in practice. If a government takes this view and believes that
domestic production will be wiped out by foreign competition, then it may
pursue a policy of protection on the grounds that it is better to produce
something inefficiently at home than to produce nothing at all. This disas-
trous scenario has not been borne out in reality. The very existence of the
EU, which has continued to expand in size, as well as in scope and depth,
is the best example of a positive scenario. Most firms in the EU countries
have not been put out of business because of competition from firms in
partner countries. Instead, many of them have continuously increased their
business in the long run. They have specialised in lines of production that
satisfy distinct demand segments throughout the EU. This fact cannot be
explained by the classical theories. The ‘awkward fact’ is that trade takes
place in differentiated products (Eaton and Lipsey, 1997, pp. 228–9). Strong
advertising campaigns create awareness about ‘differences’ among what are
basically very similar and easily substitutable goods (for instance, cars,
printers, fax and photocopying machines, T-shirts, skis, soaps, toothpastes,
TV sets, painkillers, breakfast cereals, refrigerators, trainers, cigarettes,
bicycles or audio-, video- or DVD-recorders and cassettes and discs). This
phenomenon is known in theory as intra-industry trade.40 Generally,
product differentiation tends to dominate product specialisation in the
internal trade of the EU.

There are also other examples that support the thesis of a smooth intra-
industry adjustment in trade and geography of production. Successive
rounds of negotiations within the GATT reduced tariffs. The ensuing
intra-industry adjustments in trade and specialisation among developed
countries were relatively smooth. Contrary to the expectation of the factor
endowment theory, intra-industry adjustment prevailed and carried fewer
costs than would have been the case with inter-industry adjustment. If it
is feared that foreigners will eliminate domestic firms through competition,
exchange rates can act as an important safety-valve to prevent this hap-
pening and ease the process of adjustment to the new situation.

Inter-industry trade between countries basically reflects differences in
national factor endowment. This type of trade brings efficiency gains
through resource allocation, as well as benefits that come from the supply
of a new set of different products. Intra-industry trade, on the other hand,
is associated with product differentiation. Consumers benefit from this type
of trade through increased variety of closely substitutable goods and ser-
vices, as well as through increased competition of products made with
increasing returns of scale.

As incomes have risen, consumers are no longer satisfied with identical
or standardised goods. They demand and pay for varieties of the same basic
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good, often tailored to their individual needs and tastes. The larger is the
variety of demanded and available goods and services, the smaller is the
importance of economies of scale. Intra-industry trade refers to trade in
differentiated commodities. It occurs when a country simultaneously
exports and imports goods (final or semi-finished) that are close substitutes
in consumption. Differentiation of goods begins when various characteris-
tics are added to the basic good or component, backed up by strong R&D
and advertising campaigns. Thus, gains from trade in differentiated goods
may arise through an increase in consumer choice (not necessarily through
lower prices only).

The variety of goods produced in a country, the new theory suggests, is
limited by the existence of scale economies in production. Thus, similar
countries have an incentive to trade. Their trade may often be in goods that
are produced with similar factor proportions. Such trade does not involve
the major adjustment problems that are commonly found with more con-
ventional trade patterns (Krugman, 1990a, pp. 50–51). In fact, one of the
most distinctive properties of the liberalisation of trade in the EU was an
increase in intra-industry trade coupled with modest adjustment costs
(Sapir, 1992, pp. 1496–7).

At the heart of neo-classical international trade and customs union theory
is the analysis of two goods only. Therefore, it cannot satisfactorily account
for preference diversity and intra-industry trade. The neo-classical theory’s
‘clean’model of perfect competition is not applicable here. The potential for
intra-industry trade increases with the level of economic development, simi-
larity in preferences (tastes), openness to trade and geographical proximity,
which reduces the costs of transport, marketing and after-sales service.

A significant portion of trade among developed countries is intra-
industry. In this case, variety may be preferred to quantity, so that some
proportion of trade is attributable not only to differences in factor endow-
ment, but also to different national preferences (tastes). This is the case in
the EU. The response of successful firms to such business challenges is to
find a specialist market niche and to employ economies of scope, rather
than scale.

In an ‘early’ example of intra-industry trade, Linder (1961, p. 102) noted
that ships that brought European beer to Milwaukee took American beer
back to Europe. Although lacking a formal theory, the examination of
international trade flows by Grubel and Lloyd (1975) noted that an import-
ant part of these flows was within the same industry classification.

Finger (1975) believes that intra-industry trade is an anomaly due to
the definition of new products and processes and statistical sorting of
data. However, Loertscher and Wolter (1980, p. 286) demonstrated that
intra-industry trade between countries is not a statistical fabrication, but a
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real phenomenon. This type of trade between countries is likely to be
strong if:

● they are both relatively highly developed;
● the difference in their level of development is small;
● they have large national markets;
● the barriers to trade are low;
● there is a high potential for product differentiation;
● entry in narrow product lines is obstructed by significant barriers

(sunk costs); and
● transaction costs are low.

Research shows that incentives to intra-industry trade are similar levels
of per capita income and country size, product differentiation, participa-
tion in regional integration schemes, common borders, as well as similar
language and culture. Negative influences on this type of trade are exerted
by standardisation (reduction in consumer choice), distance between coun-
tries (which increases the cost of information and services necessary for
trade in differentiated goods) and trade barriers that reduce all trade flows
(Balassa and Bauwens, 1988, p. 1436).

Intra-industry trade is relatively high among developed countries. It refers
to trade within the same trade classification group. One may, therefore,
wonder whether intra-industry trade is a statistical aberration rather than an
authentic phenomenon. In addition, it may be argued that two varieties of
the same product are not always two distinct goods. The criteria for data
aggregation in the Standard International Trade Classification (SITC) are
similarity in inputs and substitutability in consumption. These criteria often
contradict each other. Many of the three-digit groups in the SITC include
heterogeneous commodities. For example, SITC 751 (office machines)
includes typewriters, word-processing machines, cash registers and photo-
copying machines, whereas SITC 895 (office and stationery supplies)
includes filing cabinets, paper clips, fountain pens, chalk and typewriter
ribbons. On these grounds one could conclude that intra-industry trade is a
pure statistical fabrication. However, this is not so in reality. If one studied
trade groups with more than three digits, differences could and would
appear. The index of intra-industry trade (IIT) in a country is represented
by the ratio of the absolute difference between exports and imports in a
trade classification group to the sum of exports and imports in the same
classification group:

(5.3)IIT � 1– 
|Xi –Mj |
Xi � Mj

 .
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The intra-industry trade index (equation (5.3)) is high and is equal to
1 for complete intra-industry specialisation (a country imports and
exports goods in a group in the same quantity). This is a sign of a geo-
graphical spread of an industry. The index is low and equals zero for
complete inter-industry specialisation. Such spatial concentration of pro-
duction is usually the result of high entry barriers and economies of
scale. However, the index does not distinguish between cross-hauling of
final output and intra-industry trade that is the consequence of produc-
tion sharing within an industry. It does not distinguish between quality-
differentiated trade in goods either. In any case, intra-industry trade
increases welfare because it extends the variety of available goods to the
consumers. As there is no evidence of large adjustment costs to this
type of trade, one may conclude that intra-industry trade makes every-
one better off.

The ex ante expectation that trade liberalisation and integration could
shift the IIT index closer to 1 (suggesting a geographical spread of pro-
duction) in the case of developed countries has been investigated in numer-
ous studies.41 Among the EU countries, the IIT index was highest in 1987
for France (0.83), Britain (0.77), Belgium (0.77), Germany (0.76) and the
Netherlands (0.76) and lowest in Portugal (0.37) and Greece (0.31), imply-
ing that these two countries had a high inter-industry specialisation
(European Economy, 1990b, pp. 40–41). None the less, various statistical
results regarding the significance of intra-industry trade may be called into
doubt. For example, if there are strong centripetal (agglomeration) forces
in high-technology or chemical industries because of economies of scale
and production linkages, the IIT index should be low. However, ‘average
intra-EU IIT in high-tech products has been higher than the overall mean
for most of our sample period, which indicates above average geographical
dispersion of these sectors’ (Brülhart, 1998b, pp. 328–9). This is an indica-
tion that additional theoretical and empirical work needs to be done in this
field (Brülhart, 1998a, p. 790).

Some goods belonging to the same classification group may be perfect
substitutes and have identical end uses (for example, plates). However,
plates can be made of china, glass, paper, plastic, wood, metal or ceramic.
Every type of this end product requires totally different and unrelated
factor inputs and production technology. Other examples include table-
ware, furniture, clothing and so on. These differences among goods that
enter a single SITC group may not be important for statistical records,
but they are often of crucial importance to consumers. Demand for
a variety of products increases with a rise in income. Higher income
gives consumers the opportunity to express variety in taste through, for
example, purchasing different styles of clothing. Economic integration
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may change consumers’ preferences as the choice of goods available
before the formation of a customs union or reduction in tariffs may be
quite different.

Integration in the EU increased intra-industry trade within this group of
countries, whereas integration in the former Council for Mutual Economic
Assistance (CMEA) had as its consequence greater inter-industry trade
(Drabek and Greenaway, 1984, pp. 463–4). Preferences in the centrally
planned economies are revealed through plan targets and are different from
those in economies in which market forces demonstrate consumer prefer-
ences. In market economies, competition takes place among firms, whereas
in centrally planned economies competition occurs among different plans
offered to the central planning body. A free trade area between the US and
Canada (1987) was not expected to alter crucially the pattern of trade
between these two countries. One reason was that the last step in the reduc-
tion in tariffs agreed during the Tokyo Round of the GATT negotiations
took place in 1987. After this reduction, trade between the US and Canada
became largely free: 80 per cent of all trade was duty free, while a further
15 per cent was subject to a tariff of 5 per cent or less. Another reason was
that consumer tastes are more similar in North America than between
countries in the EU.

The fact that a large part of trade among developed countries is intra-
industry may lead to the conclusion that the Heckscher–Ohlin (factor pro-
portions) theory of trade is not valid. Intra-industry trade is not based on
differences in factor endowments among countries. Countries tend to spe-
cialise and export goods that are demanded by the majority of domestic
consumers. It is this demand that induces production, rather than domestic
factor endowment. Countries have a competitive edge in the production of
these goods and thus gain an advantage in foreign markets, while they
import goods demanded by a minority of the home population (Linder,
1961). The US, Japan and Germany have the greatest comparative advan-
tage in goods for which their home market is relatively big. These are stand-
ardised goods for mass consumption. There is, however, one major
exception. The major market for German dyes is the British textiles indus-
try (and to a lesser extent that in the US). The German domestic market for
dyestuffs is relatively small (Nelson, 1999, p. 12). However, Toyota has
achieved world leadership in passenger cars, even though its domestic
market is smaller than that of General Motors. The size of the domestic
market in this case became less significant than the technological competi-
tive advantage.

An important analytical question is whether factor proportions
(Heckscher–Ohlin) or economic geography (determined by economies
of scale and market access) is more important to predict trade within
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industries. Limited research found that in the case of Sweden, it turned out
that the answer was both. A large domestic market, as well as plentiful
endowment of human capital increases the quality of exports (Greenaway
and Torstensson, 2000, p. 277).

Petrus Verdoorn suggested that the principal difference in manufactur-
ing between US and European firms is not so much the size of firm/plant
as the length of the individual production run. The range of processes
carried out in the same factory is much smaller in the US than in Europe
(Hague, 1960, p. 346). Compared with plants in the same industry, pro-
duction runs in the US are several times larger than in Europe, even when
the plants are owned by the same TNC (Pratten, 1971, pp. 195, 308–9;
1988, pp. 69–70). On the other hand, even in the most-efficient developed
countries, manufacturing is often carried out in factories of quite moder-
ate size. Differences in plant productivity are best explained by (1) inappro-
priate labour relations, in particular where many thousands of workers
need to be employed together; (2) inadequate level of technical training;
and (3) an unsatisfactory incentives structure (Prais, 1981, pp. 272 ff.). In
support of one of these arguments (1), it has been found that the number
of strikes increases exponentially with plant size (Geroski and Jacquemin,
1985, p. 174).

Because of a larger and more homogenised market, which required large
production runs, labour productivity in the manufacturing industries in
1986 was some 50 per cent higher in the US than in Germany. This figure
may overstate the difference in productivity between the two countries as it
makes little allowance for the high quality of German manufactured prod-
ucts (Pratten, 1988, pp. 126–7). For example, a preoccupation with large
quantities of output and economies of scale rendered the taste of standard
American chocolate, for a European, appalling.

Intra-industry trade may be described in terms of monopolistic compe-
tition and product differentiation. Perfect competition is not a realistic
market structure, so perfect monopolistic competition is the most perfect
market structure in a situation with differentiated goods (Lancaster, 1980).
Armington’s assumption states that products in the same industry, but from
different countries, are imperfect substitutes (Armington, 1969, p. 160). In
other words, buyers’ preferences for different(iated) goods are independent.
Armington’s assumption, however, overestimated the degree of market
power of a particular producer.

Three main findings stem from the data presented in Table 5.3. First,
intra-industry trade is relatively high in the EU. Second, there was a
convergence of levels of intra-industry trade across countries between 1961
and 1990. The countries with the lowest initial levels of intra-industry trade
experienced sharp increases over this period. Third, intra-industry trade in
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manufactured goods in the EU grew consistently in the 1960s and early
1970s and then stabilised, but it resumed its increasing trend between 1988
and 1992. However, it is important to bear in mind that the SITC was
revised twice in this period, in 1978 and in 1988. Thus, it is not possible to
conclude that the upward trend in intra-industry trade in the EU is slowing
down. In addition, it appears that the Single Market Programme, contrary
to the ex ante predictions, ‘did not entail an increase in inter-industry spe-
cialisation’ (Brülhart and Elliott, 1999, pp. 106–9). It could be concluded
that the increase in intra-industry trade in the EU is evidence that economic
integration did not produce a geographical concentration of production in
select EU regions or countries.

Further data show that between 1968 and 1990 specialisation increased
in Denmark, Germany, Greece, Italy and the Netherlands. A significant
increase was recorded in Belgium, Britain, France, Portugal and Spain
between 1980 and 1990. Data indicate that there was either a fall in spe-
cialisation or no noteworthy change in Britain, Portugal and Spain
between 1968 and 1990. The most likely explanation is that, before joining
the EU, these countries had relatively high trade barriers that protected
production for which there was no national comparative advantage. Entry
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Table 5.3 Intra-industry trade within the EU by member country, 1961–92 

Country 1961 1967 1972 1977 1985 1988 1990 1992

Belgium–Luxembourg 0.51 0.56 0.49 0.57 0.56 0.57 0.58 0.60
Denmark 0.30 0.37 0.41 0.44 0.42 0.44 0.43 0.47
France 0.60 0.69 0.67 0.71 0.68 0.67 0.67 0.72
Germany 0.47 0.56 0.57 0.57 0.60 0.59 0.61 0.68
Greece 0.02 0.06 0.08 0.10 0.15 0.15 0.16 0.15
Ireland 0.22 0.28 0.36 0.45 0.40 0.38 0.38 0.41
Italy 0.44 0.56 0.57 0.56 0.52 0.51 0.51 0.51
Netherlands 0.54 0.57 0.59 0.59 0.60 0.62 0.61 0.67
Portugal 0.04 0.10 0.13 0.14 0.24 0.25 0.30 0.31
Spain 0.10 0.16 0.29 0.38 0.47 0.56 0.57 0.60
UK 0.51 0.67 0.65 0.71 0.62 0.59 0.64 0.68
EU 0.48 0.56 0.57 0.59 0.58 0.58 0.59 0.64

Notes: Unadjusted Grubel and Lloyd indices calculated from SITC five digit statistics from
OECD for SITC sections 5–8.
Average of eleven countries, weighted by values of intra-EU manufactured imports
and exports.

Source: Brülhart and Elliott (1999, p. 106).



into the EU eliminated administrative trade barriers and reduced trade
costs. However, in all countries, specialisation increased over the 1980–90
period.

‘So with integration, specialisation may initially fall during structural
adjustment and then increase. This would explain why Spain, Portugal, and
the UK, which were all late joiners to the EU, show a fall in specialisation
when comparing 1968–1990, and an upward trend starting in the late 1970s
and early 1980s’ (Amiti, 1999, p. 579).

Each country’s geography of production became different from the rest
in the group. Although this reallocation of resources has obvious benefits
that come from specialisation, the snag is that specialised countries may
react in a different way to asymmetric shocks and require diverse policy
instruments to counter them. Therefore, in the light of the eurozone and
eastern enlargement, there is a strong need for the creation of EU policy
tools to counter such obstacles to the smooth operation of the Single
European Market.

Instead of taking goods themselves as the basis for analysis, ‘address
models’ of goods differentiation take characteristics that are embodied in
commodities as their starting point (Lipsey, 1987a). A computer is a good
that can be considered as a collection of different attributes, such as memory,
speed, printing, graphics and the like. Figure 5.3 illustrates two characteris-
tics of a set of goods (computers).

Each good (computer) A, B and C, has a certain combination of char-
acteristic S (speed) and characteristic M (memory). Each good is defined
by its location in the continuous space of characteristics, hence it has a
certain ‘address’. Consumer preferences are defined by characteristics, not
goods. Some consumers prefer memory over speed, whereas others prefer
the opposite. Under the assumption that all three goods in Figure 5.3 have
the same price, let a consumer have tastes embodied in the indifference
curve II. This consumer maximises utility by purchasing good B. Each
good in this model has close and distant neighbours. There are many goods
and many consumers. Every consumer attempts to attain his or her highest
indifference curve. This gives rise to intra-industry trade. Address models
of localised (monopolistic) competition can be an important factor in
explaining intra-industry trade and, hence, contribute to the explanation of
the location of production.

All general explanations of trade in differentiated goods refer only to
final goods traded among developed countries. In addition, intra-industry
trade is affected by imperfect product markets (monopolisation) and by
consumer demand for a variety of goods. Economies of scale can be
another important factor in explaining trade in differentiated goods.
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Countries with a similar endowment of factors will still trade. Imperfect
information about goods on the part of consumers might have had an
impact on intra-industry trade in the past, but this aspect is rapidly dimin-
ishing as the Internet, global advertising and other methods of disseminat-
ing information worldwide gain importance.

The Heckscher–Ohlin theory gives students the impression that the
factor proportions theory of trade is orthodox. Linder’s theory tends to
be less rigorous and thus has not made the same impression on students.
None the less, Leamer (1984) found evidence which supports the classical
theory, while Greenaway and Torstensson (2000) found that both factor
proportions and economic geography variables appear to be important in
determining trade within industries. Linder’s research does not reject the
factor proportion theory, but rather it asserts that factor proportion is
not the only cause of trade. One may conclude that the factor propor-
tions theory determines geographical location of production (special-
isation) and trade among different SITC classification groups, while
economies of scale and diversity in tastes determine the geography of
production and trade within SITC classification groups. As most changes
in demand take place within certain clusters of goods, this is a sign that
changes in technology are important driving forces of trade and (re)allo-
cation of production.
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3. European Union
INTRODUCTION

Competition policy is one of the foremost economic policies of the EU. It
is also an area where centralisation of authority makes full sense. The
European Commission has special responsibility for the proper operation
of competition in the EU because it ‘handles’ a much larger number of
firms than any member country. The European Commission’s approach to
this policy is based on strict rules. Basic rules (including exceptions) in EU
competition policy can be found in the Treaty of Rome and the rulings of
the Court of Justice.

In essence, there should be no barriers to internal trade and competition
in the EU. Freedom of movement for goods, services, people and capital
(four freedoms) are contained in Article 3(c) of the Treaty of Rome. The
EU does not tolerate any discrimination on the grounds of nationality42

(Article 12). ‘The internal market shall comprise an area without internal
frontiers in which the free movement of goods, persons, services and capital
is ensured’ (Article 14). This provision was intended to abolish NTBs on
internal trade and ensure the most liberal competition rules for EU resi-
dents. Freedom of movement of goods is elaborated in Articles 23–31.43

Free movement (and establishment) of persons, services and capital is
regulated by Articles 39–60. As for national tax provisions, they must not
discriminate against goods that originate in other member states of the EU
(Articles 90–93). In addition, Article 157 requires both the EU and its
member states to ensure the necessary conditions for competitiveness of the
EU industry.

Competition rules are founded on the assumption that the concentration
of (private) economic power within monopolies, oligopolies, cartels or
other market structures that have similar negative effects on consumers
need to be outlawed and/or regulated and monitored. Individual economic
freedom needs to be fostered through the rules of market competition. The
objective of this approach is to allocate factors among sectors and space
according to the criteria of efficiency and, hence, contribute to an increase
in the average standard of living.

In 1985, the EU accepted a technical blueprint, known as the Single
Market Programme,44 which outlined 282 measures for the attainment of
the genuine Single European Market by the end of 1992. Its founding prin-
ciple was the removal of NTBs to internal trade in the EU. The move from
a fragmented to a genuinely integrated market can produce some of the most
striking results of economic integration. The Single Market Programme was
meant to increase competition and increase the competitiveness of EU
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goods and services compared with exports from the US, Japan and the newly
industrialised countries. The programme removed border controls, intro-
duced mutual recognition of standards, established a single licence and
home country autonomy over financial services and opened national public
procurement contracts to suppliers from other EU member countries.

The principal gains of the Single European Market come not from the
reduction in the costs of internal EU trade, which is a result of the removal
of NTBs, but rather from the longer-term dynamic benefits of increased
competition on the expanded internal market. This was supposed to stimu-
late economies of scale, removal of X-inefficiency, exit of the weakest and
growth of the strongest firms, innovation and breakdown of collusive
behaviour. The anti-competitive market behaviour of various local mono-
polies is largely checked. Competition in the EU could, however, be fur-
thered if EU internal liberalisation were coupled with external trade
liberalisation. There are at least two arguments for additional external
opening of the EU in order to deepen competition. First, intra-EU trade is
mostly in differentiated products (intra-industry). Second, an element of
intra-EU trade takes place between subsidiaries of a single TNC. Extra-EU
competitive pressure is necessary to ease such an oligopolistic structure and
increase the competitiveness of both traditional and new-growth industries
(Jacquemin and Sapir, 1991).

Monetary union is expected to help businesses to eliminate the risk and
costs associated with currency fluctuations. The elimination of this distor-
tion of competition, trade and investment will contribute to the reduction
in intra-EU trade costs. The existence of the euro will guide the EU
economy towards a greater price transparency that will ease and motivate
expansion in intra-EU trade. The whole process will lead towards a down-
ward convergence in prices.

Here we shall concentrate on the rules that govern the actions of firms
and governments to prevent them from reducing competition in the Single
European Market and, hence, have an impact on spatial distribution of
production. Two articles of the Treaty of Rome govern the actions of firms.
Article 81 refers to restrictions on competition, while Article 82 prohibits
the abuse of a dominant position. Governments may also jeopardise the
process of competition. This is the case with state aids (subsidies). Article
87 regulates this issue. The European Commission must be notified of all
cases of aid above a certain level so that it can examine its legality and com-
patibility with the goals of the EU.

There were 321 new cases of breaches of Articles 81 and 82, respectively,
(Figure 5.4) in 2002. The volume and dynamics of closed cases are pre-
sented in Figure 5.5. In addition, there were 613 new cases45 of violation of
Article 87 that were referred to the European Commission in 2002. This all
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indicates that the European Commission is quite active in the policy area
of market competition.

In order to implement its duties as the guardian of the Treaty of Rome,
the Council of Ministers issued Regulation 17/62 (1962). The European
Commission has the right to request relevant information from all
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enterprises, their associations and member states. If the information is not
provided, the Commission may impose a daily fine of up to €1000 until the
information is provided. The European Commission is also empowered to
investigate the case. This includes ‘dawn raids’(unannounced early-morning
visits) to the premises of the parties involved in a case. For example, the
European Commission ‘raided’ mobile phone companies in Britain and
Germany as a part of an investigation into price fixing on international
charges in both countries in 2001. The police may also raid the European
Commission’s premises without warning. This was the price fraud, corrup-
tion and insider trading in cereals markets case of 15 October 2003 (see
Chapter 4 on the CAP).

One of many examples occurred in 1995, when inspectors raided the
offices of Volkswagen and Audi in Germany, as well as the premises of their
Italian distributor Autogerma. Inspectors may examine books, accounts
and business records, take copies and ask questions, although the approval
of the visited party is required as the investigators are not permitted to use
force. As the information obtained may disclose business secrets, the
European Commission must use it exclusively for the purpose of the case in
question. The ‘dawn raids’on various VW premises found that the company
was threatening to end contracts with 50 dealers who were selling to non-
Italian residents, and in fact had already done so in 12 cases.

If an infringement of the rules is found, the European Commission may
fine the culpable party/parties. The maximum fine is 10 per cent of the total
annual turnover of the enterprise concerned. When setting the fine, the
European Commission considers both the gravity and the duration of
the violation of the Treaty of Rome. Aggravating circumstances include
repeated infringements, refusal to cooperate and the role of the head of the
company in the infringement. Attenuating conditions include a passive role
in the infringement, cooperation in the proceedings and termination of the
infringement following intervention by the European Commission. In
1998, the Commission fined VW €102 million. The size of the fine reflected
the duration of the felony (which began in 1987 and continued until 1993
in spite of repeated warnings). A look at the fines imposed by the European
Commission shows that these have been increasing over time. The guilty
parties may appeal against decisions of the European Commission to the
Court of First Instance. A further appeal may be brought before the Court
of Justice.

The European Commission found that 13 manufacturers of vitamins
participated in cartels that allocated sales quotas, fixed and increased prices,
as well as set up a system to monitor and enforce their agreements. Eight
companies, led by Hoffmann-La Roche and BASF, were fined €855 million
in total in 2001. The Hoffmann-La Roche portion of the fine, €462 million,
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was one of the biggest ever imposed on a single company by the European
Commission.

RESTRICTION OF COMPETITION

It is increasingly risky and costly to develop a new good, service, technol-
ogy or organisational and control competence. The same is often true for
entering a new market. Thus, sharing costs and risk, as well as achieving
economies of scale, is a major incentive for firms to form various types of
partnership. Article 81 of the Treaty of Rome prohibits ‘as incompatible
with the common market’ all explicit or implicit, as well as horizontal or
vertical agreements (collusion) among firms that may have a negative
impact on internal EU trade ‘and which have as their object or effect the
prevention, restriction or distortion of competition within the common
market’, unless authorised by the European Commission. Private practices
that restrict competition according to this article include:

● direct or indirect fixing of prices and other trading conditions;
● limitation or control of production, markets, technical development

or investment;
● sharing of markets;
● application of dissimilar conditions to equivalent transactions with

different clients; and
● tying unconnected transactions into contracts.

It has been recognised for quite some time, at least in the smaller coun-
tries in Europe, that there is a need for some spatial concentration of busi-
ness. Hence, Article 81(3) itemises the exemptions from the general EU
rules of competition. Its application is often based on political compro-
mises, hence the potential danger (uncertainty) that comes from the lack of
transparency. An agreement, decision or practice may be declared as com-
patible with the common market if it contributes to an improvement in the
production or distribution of goods, or to the promotion of economic or
technical progress, ‘while allowing consumers a fair share of the resulting
benefit’. In addition, to be exempt from the standard rules of competition,
the restrictive agreement must be necessary for the accomplishment of the
desired business end (the appropriateness principle).

If some kinds of business practice occur frequently and are generally
compatible with the rules of competition, if certain conditions are fulfilled,
the European Commission may grant a block exemption. For example,
Commission Regulation 2659/2000 block exempts categories of R&D

Competition policy 317



agreements between competing firms. This regulation replaced an earlier
block exemption (Regulation 418/85). It belongs to a new type of block
exemption regulation that moves away from the former approach of
looking primarily at contractual clauses in favour of a greater regard to the
actual market power of the parties. The block exemption therefore works
with a market share threshold that is set at 25 per cent (combined market
share of all parties to an agreement). Beyond these market shares, R&D
agreements are not automatically prohibited, but have to be assessed indi-
vidually. In this context, the Commission guidelines on horizontal cooper-
ation agreements provide orientation to undertakings. However, ‘hardcore’
restrictions (price fixing, output limitation or allocation of markets or cus-
tomers) remain prohibited. Other areas where block exemptions are in
place include specialisation agreements, vertical restraints (distribution
agreements), technology transfer agreements, as well as a certain number
of sector-specific block exemptions.

Manufacturers in the EU constitute a powerful lobby with a large
influence on economic policy. For example, car producers have been exempt
(Article 81(3) of the Treaty of Rome) from the full rigour of competition
since 1985 (Regulation 123/85). The rationale put forward by the car lobby,
and accepted by the European Commission, was that cars are a unique type
of consumer good: they are specialised items that require individual atten-
tion and after-sales service, there is an impact on the environment and road
safety. Thus, cars are sold through tightly controlled exclusive dealerships
and, as far as possible, serviced using only original spare parts (consumers
benefit from the specialised knowledge of dealers, and service engineers,
which should improve safety). In addition, producers control geographical
market segmentation and regulate the quantity and prices of cars sold.
Although there is little competition between retailers of the same type of
the car, there is still solid competition among different producers of cars.
Despite receiving such favour from the European Commission, car manu-
facturers have failed to fulfil their part of the bargain, that is, to allow con-
sumers to shop around within the EU for the best deals. There are still
significant differences in prices for the same type of a car among the
member countries of the EU and guarantees are not honoured throughout
the region. The consumers pay the cost of this uncompetitive behaviour in
higher car prices and reduced choice.

In 1995, for instance, prospective buyers from Austria flooded into Italy
to buy cars because identical models were as much as 30 per cent cheaper
there (partly due to the depreciation of the lira). The Italian car dealers
refused to sell cars to non-nationals. In other countries, dealers also often
refuse to sell cars to non-nationals or discourage them from purchas-
ing cars by quoting excessively long delivery times, various surcharges or
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warnings that after-sales service would not be honoured abroad. In spite of
all these problems, in 1995 the block exemption was extended for a further
seven years (Regulation 1475/95). The new terms allowed multidealership
as a means of avoiding ‘exclusive’ dealership. However, this is a largely
futile gesture as the second franchise had to be on different premises, under
different management and in the form of a distinct legal entity. The British
Consumers’ Association sent a protest to the European Commission signed
by 20 000 people saying that they were being ‘ripped off’ by the dealers.46

This is not easily ignored and as the exemption has not brought tangible
benefits to the consumers.

The European Commission changed the car dealership regime from
October 2002. Under the new regime (valid until 2010) car dealers, even
supermarkets, may sell cars from any manufacturer, negotiate and offer
service with any service provider of their own choice, as well as open sales
outlets anywhere in the EU. Car services may order spare parts from any
supplier, not only from the ones that are selected by the car manufacturer.
The new regime was founded on worthy intentions, as it is supposed to have
some influence on the shape of the EU car market and bring certain gains
to the consumers. However, massive changes in the EU car market are not
expected. The entrenched local dealers and their knowledge of local clients’
needs would still provide an effective entry barrier to the local market.
Compounded with differences in taxes, the homogenisation of car prices in
the EU will remain a pipe-dream.

Although there has been some reduction in price differentials for the
same model of car in the EU over the past decade, price differences for the
same car among EU member countries remain and are not likely do disap-
pear soon. The ‘normal’ rules of competition do not apply in this import-
ant market. The car market remains a ‘black hole’ in the Single European
Market, which formally started in 1993. Although the gap in pre-tax prices
for cars has narrowed somewhat, it is still considerable, about 20 per cent
on average across the eurozone countries. For the best-selling models in the
small and medium-sized car market segments price differentials can be as
much as 29 per cent for a VW Golf in 2003.

Examples of uncompetitive behaviour may be found elsewhere. Perfume
producers have a similar right to license only upmarket shops to sell their
products. And, after all, could or should competition laws force Burger
King outlets to sell McDonald’s hamburgers and vice versa?

A 1998 study of 53 homogeneous products in the eurozone by Lehman
Brothers found that, on average, prices varied among countries by 24 per
cent. This is twice as much as in the US.47 Regional tastes differ. The Dutch
eat much more yoghurt than others in the EU. Hence, the price of the same
type of yoghurt is relatively lower in the Netherlands than in other EU
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member countries. Marketing methods and client convenience also have an
impact on prices. Hence, ice cream or a soft drink may cost twice as much
at a petrol station or on a beach than if bought in a packet of six in a super-
market. Prices will always differ by a margin that may include transport
costs and differences in tax rates, but consumers tolerate small differences.
The single currency (the euro), as well as Internet shopping and the com-
petition that it introduced, are expected to lead to a convergence of prices,
and those sellers that do not adjust will lose business. However, those that
cater to the local market with specific regional tastes and preferences may
not be affected to a large extent by increased competition.

There are objective factors that may explain a lack of price convergence
and price disparities among different markets in an integrated area. They
include the following:

● Structural factors: transport costs, type of good (perishable or not),
consumer preferences, quality of good and the existence of branded
and own-label products.

● Behavioural factors: business strategies of firms such as running dis-
tribution or market-sharing agreements.

● Policy factors: taxes, subsidies, permissions, quotas, standards that
favour local firms, as well as other NTBs.

The EU ousted most of the policy-related factors from the Single European
Market and it monitors and manages the behavioural ones. None the less,
there are still differences in taxes and structural factors that will continue to
have a negative impact on price convergence in the Single European Market
even on homogeneous products (for example: sugar, washing powder or
certain dairy products) which is entirely based on differences in prices.

The merger/acquisition control procedure of the EU has seven, often
overlapping, steps. They are pre-notification discussions, notification, inves-
tigation, negotiation, decision, political evaluation and judicial scrutiny.
The strength of the EU procedure in comparison with the past and with
other jurisdictions is that it is:

● fast (the majority of cases are resolved within a month);
● flexible (pre-notification discussions resolve the question of the neces-

sary background information for the decision); and
● a ‘one-stop shop’ (the European Commission is the single body in

charge of receiving notifications, investigations and decisions).

The European Commission may approve a merger, clear it with condi-
tions or block it. Although the EU procedure is simple, it has one (at least)
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major weakness: its lack of transparency. The European Commission has
considerable discretionary room for manoeuvre in the decision-making
process.48

Exemptions from the competition rules of the EU are possible under
Article 81(3) of the Treaty of Rome. To obtain an exemption, the firms
involved need to demonstrate that the benefits of the deal outweigh the anti-
competitive effects. The firms need to prove to the European Commission
that the deal improves production and/or distribution of goods/services
and that it promotes technological progress. In addition, a ‘fair share’ of the
resulting benefits must be passed on to consumers.

In the past, the procedure for clearance was quite long, typically taking
up to two years to obtain an exception. However, since 1993, in the case of
any deal (principally, but not exclusively, joint ventures) between firms that
has implications for the structure of an industry, the parties must receive
a consenting or a warning letter within two months of the mandatory
notification of the European Commission about such an agreement. The
first examples included an approved joint venture between Olivetti and
Canon (1987) for the development and production of printers and fax
machines. The justification for this exception was the avoidance of dupli-
cation of development costs and the transfer of technology from Canon
(Japan) to Olivetti (Italy). The joint venture by Asea Brown Bovery (ABB)
for the development and production of high-performance batteries was
also approved on the grounds that it brings innovation, reduces dependence
on imported oil and, indirectly, improves the quality of life of consumers.
In 1991, however, a merger between Aérospatiale and Alenia/de Havilland
was prohibited on the grounds that the merged company would enjoy a
dominant position in the worldwide market for medium-sized (40–59 seats)
turbopropelled aeroplanes.

Competition rules apply not only to the written and enforceable deals
among undertakings, but also to tacit ones such as concerted practices. The
‘dyestuffs’ case (1969) is an example of this. On three occasions in the 1960s
(1964, 1965 and 1967), the biggest EU producers of aniline dyes increased
their supply prices by identical margins with a time lag of only a few days.
Professional organisations from the textile and leather industries com-
plained to the European Commission. The ten firms charged denied the
existence of any gentleman’s agreement and argued that in a closely knit
industry each producer follows the price leader. None the less, the
Commission had enough circumstantial evidence of collusion to find the
parties involved guilty of price fixing and to fine them a total of €0.5 million.
The firms involved in this case were BASF, Bayer, Hoechst and Cassella
Farbwerke Mainkur (Germany); Francolor (France); ACNA (Italy); ICI
(Britain); and Ciba, Sandoz and Geigy (Switzerland). The Court of Justice
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upheld the decision of the Commission on the grounds that the national
markets for dyestuffs were fragmented and that synchronised price rises did
not correspond to the normal conditions of the market. One of the import-
ant issues that came out of this anti-cartel case was that the Commission
and the Court applied the EU competition rules on an extraterritorial basis.
British and Swiss enterprises were party to the gentleman’s agreement, and
although at that time neither Britain nor Switzerland was a member of the
EU, the companies involved were fined for non-competitive market behav-
iour. The principle that was established in this case was that each firm must
independently determine its business policy in the common market.

EU competition legislation may be applied to firms that are located
and/or do business anywhere in the world. Acceptance, adoption, imple-
mentation and enforcement of the EU competition rules is one of the key
conditions that must be accepted by any country that wants to join the EU.
In order to avoid a potential problem regarding competition in the EU
market, two Swiss companies, Ciba-Geigy and Sandoz, requested that the
European Commission ‘clear’ their domestic Swiss merger to form
Novartis. The Commission considered over 100 affected markets. As this
extraterritorial merger was predominantly of a complementary nature, it
was approved in 1996. And in 1998, the Commission approved the merger
of two Swiss banks, UBS and SBS. These cases provide further proof that
there is a need for an internationally or, perhaps better to begin with,
regionally accepted common set of minimum rules in the area of competi-
tion policy. These rules would oust, or reduce, the use of unilateral and
extraterritorial competition policy instruments.

There was a big fuss in the EU about a purely American acquisition when
Boeing bought McDonnell-Douglas in 1997.49 Although the American
authorities and the European Commission investigated the same market,
they came to different conclusions. This was in spite of the bilateral
European Commission/US Government Competition Agreement (signed
in 1991, approved in 1995) to exchange information, coordinate procedures
and consult on cases and remedies. The limits of bilateralism were exposed
by this case. The Economist reported that there was ‘the lethal cocktail of
politics, national champions and defence interests’ (26 July 1997, p. 62). In
addition, the two competition regimes have different economic rationales,
principles, legal forms and institutional contexts. They are not likely to see
all cases in an identical way (Cini and McGowan, 1998, p. 207). None the
less, Boeing recognised the jurisdiction of the European Commission when
it filed details of the merger. The European Commission accepted the deal
subject to some minor concessions by Boeing. However, there are encour-
aging examples of cooperation between the EU and US authorities, such
as a joint investigation of Microsoft in 1995.
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Competition policy requires skilful handling in any scheme that inte-
grates countries. Breaking up a price-fixing cartel is obviously a competi-
tion issue. However, deciding how many large chemical or car companies
the EU should have is a political question which shapes the geography of
production. There should be some control over mergers with an EU
dimension. All industries in the EU use mergers and acquisitions in their
business strategy. This was most pronounced in the second half of the
1980s when firms were faced with the possibility of a genuine Single
European Market from the early 1990s.50 One tool of the programme was
the elimination of unnecessary regulation (NTBs) that was splintering
national markets for goods, services and factors in the EU. The business
community responded to this challenge with mergers, acquisitions, stra-
tegic alliances, joint ventures and networking, all with the aim of consoli-
dating their position in the new, frontier-free and highly competitive
market. Such a business policy had an indirect positive effect on standard-
isation. The European Commission tolerated it because it believed that it
would increase efficiency.

After a flurry of merger activity in the second half of the 1980s, reach-
ing a peak in 1989/90 (when much restructuring took place), concentration
activity decelerated (Table 5.4). By late 1992, when the Single European
Market was operational, the business structure and operation had been
clarified. The volume and dynamics of merger notifications and final deci-
sions during 1996–2002 is given in Figure 5.6.
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Table 5.4 Mergers and majority acquisitions, 1987–93

Year National EU EU International EUe

outside mergersa internalb internationalc EUd

1987/88 2 110 252 499 160 114
1988/89 3 187 761 659 447 310
1989/90 3 853 1 122 655 768 356
1990/91 3 638 947 550 729 376
1991/92 3 720 760 497 605 326
1992/93 3 004 634 537 656 381

Notes:
a. Deals among firms of the same country.
b. Deals involving firms from at least two different member states of the EU.
c. Deals in which EU firms acquire firms of non-EU origin.
d. Deals in which the bidder is from outside the EU and acquires one or several EU firms.
e. Deals in which there was no involvement of EU firms.

Source: XXIIIrd Report on Competition Policy 1993 (Brussels: European Commission, 1994).



Most mergers and acquisitions occurred around 1990 in the manufactur-
ing industry and, especially, in paper manufacturing, followed by the food
and drink,51 sugar-based production and chemicals industries. This is
explained by the removal of NTBs in internal trade. The metal-based pro-
duction industries (mechanical and electro-based engineering and vehicles)
also experienced a relatively high level of concentration activity. Suppliers
of public goods in these two industries consolidated with the intention of
sharing R&D costs and thus withstanding potentially strong competition.
Wholesale distributors reacted to the elimination of NTBs by concentration
of their activities. The same was true for the providers of financial services.

The major motive for mergers and acquisitions throughout the period of
observation was to strengthen market position, followed by the develop-
ment of commercial activities (market expansion) and rationalisation of
business (European Economy, 1994a, p. 20). The objective was to prepare for
intensive competition in the Single European Market. Companies in
Britain, Germany52 and France were the most favoured targets for intra-EU
mergers. At the same time, firms from these three countries were the most
active buyers of companies in the EU. None the less, the EU concentration
in manufacturing was still 12 per cent below that in the US in 1993 (European
Economy, 1996, p. 119). Parent companies from Britain, Germany and
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France (the ‘trio’) were also active in purchasing non-EU firms. While
British firms preferred to purchase companies in North America, German
and French parent firms distributed their non-EU purchases evenly among
North America, Western (non-EU) and Eastern Europe. As for non-EU
acquirers of EU firms, North American buyers were most active in the EU
trio, followed by Switzerland, Sweden and Japan.

A new trend in inter-firm relations that has emerged is that firms operat-
ing in the low- and medium-technology sectors use mergers and acquisi-
tions in their business strategy, whereas those in high-technology industries
employ cooperation and collaboration (joint ventures). This is a divergence
from the historical pattern of inter-firm relations, as firms have tradition-
ally tried to protect their knowledge and experience in manufacturing and
marketing. The high costs of developing new and upgrading existing tech-
nologies has made it pragmatic to share the high costs of R&D. As far as
the actual type of merger operation was concerned, joint ventures (45 per
cent of cases) and majority acquisitions (41 per cent of cases) were prac-
tised most in the EU in the 1993–2002 period (Figure 5.7).

In a competitive market, mergers and acquisitions are thought to bring
at least two efficiency gains: a reduction in management costs and a reduc-
tion in transaction costs. These benefits need to be weighed against the
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possible costs that accrue from the potential inefficiencies that may be the
consequence of concentration. If the expected efficiency gains are not
realised and do not outweigh the disadvantages, the new merged enterprise
may suffer as a result of differences in corporate cultures (in Germany
engineers run firms, in Britain accountants, in Italy designers), inflexibility
and poor coordination of business functions.

A number of studies examining full legal mergers in various countries in
the EU have found no evidence of substantial efficiency gains. Nor were
economies of scale significant. Mergers had little or no effect on post-
merger profitability. There was no significant difference in the returns per
share three years after the merger.53 The costs of changes in business organ-
isation were often greater than the benefits claimed by the promoters of
takeovers. The main reasons for these disappointments include the high
prices paid for target firms as often managers overestimate own ability to
run them or they pursue personal reasons other than maximisation of
shareholder value, overestimation of the business potential of the acquired
firm and mismanagement of the integration process with the acquired firm
(Jacquemin, 1990a, pp. 13–14; 1990b, p. 541; Jacquemin and Wright, 1993,
p. 528; UNCTAD, 2000, p. 138; Pautler, 2001, p. 53). This is most obvious
in the cases of mergers of firms in the production of steel or cars, as well as
in airlines.

McKinsey, a management consultant company, reviewed 160 mergers in
the 1992–99 period and discovered that only 12 of the merged groups suc-
ceeded in lifting growth above the trends before the merger, the other 148
failed.54 Other studies, such as Dickerson et al. (1997, p. 359) found no evi-
dence that acquisition in Britain had a net beneficial effect on company per-
formance if measured by profit criteria. In fact, this impact was detrimental
and systematic. Perhaps company growth through internal investment,
rather than a merger, may offer a superior profit growth rate. In a study of
Fortune 500 takeovers (1981–95) in the US, Trimbath (2002) found that
most of them (more than two-thirds), resulted in increased efficiency mea-
sured by cost per unit of revenue. The editorial article in the Financial
Times ‘Merger mania’ (29 October 2003) stated:

The prospect of investment bankers pocketing millions for ‘advising’ clients to
do what turns out to be a very lousy deal is unappetising. Several academic
studies published in the past couple of years have suggested that two-thirds of
deals fail. The criteria include revenue growth, share price performance and
meeting the targets set when transaction was announced.

With this in mind, further research, analysis and evaluation are required in
the area of mergers and acquisitions.
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In general, shareholders in acquired firms are likely to benefit from a
merger, but investors in the acquiring firms are likely to lose out. There are
also problems in creating a new management culture in the merged
company, whereas cost savings and new economies of scale can be negligi-
ble. This does not mean that all mergers and acquisitions have been failures,
but it does mean that all claims about the splendid future of the merged
company need to be taken with a pinch of salt. Business gurus, management
consultants and investment bankers have reached the same conclusion: less
than half of all mergers add value in the medium term.55 Thus, some con-
glomerates sell off parts of their business that are not at the core of their
activity in order to raise money for acquisitions in their main business area
and to simplify their operations. Others expand and diversify their business
activities and brands. Chocolate bar companies enter the ice-cream market.
Harley-Davidson or Levi’s entered the after-shave lotion market. Easy Jet
went from cheap air transport to businesses that include rent-a-car, Internet
cafes, holidays, gifts and insurance. Virgin expanded from low budget air
transport to entertainment, clothing, drinks and books. McDonald’s is
varying its normally uniform menus to meet national tastes. Coca-cola was
founded as a company in 1892, and remained a one-product company for
almost a century. Now it manages a portfolio of over 200 brands, most of
them local.56 Smith & Wesson (the US producer of the most powerful
handgun, the Magnum) started offering on its online catalogue57 items that
include furniture, salsa bowls, bed and bath items, as well as ice buckets.
Smith & Wesson targets, apologies, directs, a part of its business strategy
towards middle-aged homeowners. In any case, mergers and acquisitions
are not necessarily wrong business strategies, but they are very risky.58

Despite promises of reduction in costs, economies of scale and the
creation of ‘champions’to counter foreign rivals, mergers were used as defen-
sive business policy instruments. The rationale that led to the large wave of
mergers in the US (and Britain) during the 1960s and 1970s proved to be
unfounded. Instead of supporting adjustment, mergers obstructed it by pro-
tecting firms from competitive pressure. This was reflected in the relatively
slow response of some US firms to oil crises and to Japanese competition in
certain industries during the 1980s, as well as competition from China from
the start of the new millennium. Firms in the EU would be wise to avoid any
repetition of the US experience. The presence in the EU of Japanese and US
TNCs with their advanced technology and business organisation and control
in some lines of manufacturing industry, as well as the ‘flight’ of certain
domestic firms towards China, may be the principal motivators to the EU
domestic firms to restructure their business and become more competitive.

A tidal wave of mergers and acquisitions in the EU was prompted by the
need to restructure segmented industries and liberalise capital markets
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(exploiting restructuring and financial know-how from the US), as well as
by the Single European Market. The volume of mergers and acquisitions
relative to start-up investments raises serious questions regarding competi-
tion (because of the reduction in the number of independent firms and an
increase in the potential for collusion) in the Single European Market.
Mergers and acquisitions are a global phenomenon. However, so is com-
petition, so anxieties about the effect of the location and structure of
merged businesses on competition is to some extent offset by the expansion
of ‘global’ over regional or national competition, as well as by the fact that
there has been some restructuring of business of the acquired firms
(European Commission, 1998, pp. 144–5).

One result of the numerous mergers and acquisitions is that the degree
of concentration in the EU has risen compared with the pre-Single Market
Programme era. This may increase price competition on the internal EU
market and abroad through rationalisation of production and economies
of scale. At the same time, an increased concentration (oligopolies) of busi-
ness may restrict competition. Therefore, the EU introduced an important
legal instrument for the ex ante control of mergers in 1990.59

The EU needs a sound competition policy to prevent pan-EU oligop-
olies (corporate fortresses) replacing national ones and eliminating the
competitive pressure that comes from open markets. Revised merger legis-
lation (designed to simplify the regulatory burden on merging companies)
that came into force in 1998 gives the European Commission a say in any
merger with an EU dimension (smaller mergers are under the control of
national competition authorities). This is the case if:

● annual worldwide turnover of the new (merged) company is above
€2.5bn (the general threshold);

● in each of at least three member states the combined turnover of all
of the companies concerned is above €100m;

● in each of these three member states the aggregate turnover of each
of at least two companies involved is over €25m;

● the aggregate EU-wide turnover of at least two involved firms is more
than €100m.

The decisive determinant according to these thresholds is turnover, not
the country of domicile/nationality of the parent enterprise.60 If the pro-
posed merged company could occupy a dominant position that would
restrict competition (the new firm could, for example, increase prices by 10
per cent without losing market share), the European Commission has the
authority to stop the deal. However, the European Commission has not so
far blocked any deal that would result in the merged firm having a market
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share of less than 40 per cent. Thus, the purpose of the Merger Control
Regulation is to prevent ex ante the creation of unwanted market behav-
iour that comes from the abuse of dominant position in the Single
European Market. The implementation of the policy has, however, some
arbitrary aspects such as estimating the market strength of potential
entrants or remaining competitors, determining substitutes and defining
the product or geographical market. In any case, the refusal rate of mergers
and acquisitions by the European Commission has been less than 1 per cent
of the total notified deals.

A number of firms do have as their aim worldwide market dominance
and, as a result, merger and acquisition deals are getting bigger and more
complex. This increases the workload on the European Commission’s
limited resources to the possible detriment of the merits of the system: pre-
dictability and speed. That the system needs to be reformed is obvious, the
question is should the time allowed for decisions be extended, thus com-
promising a basic tenet of the system, or should the European Commission
be empowered to handle only the biggest deals and leave the rest to the
national courts (and ‘punish’ smaller merger deals with a set of national
jurisdictions)?

In the light of the eastern enlargement and with the intention of reduc-
ing bureaucracy and increasing the effectiveness of enforcement action
concerning agreements between undertakings that restrict competition, as
well as abuses of dominant positions, the EU implemented in 2002 the
most comprehensive antitrust reform since 1962. The Council’s Regulation
1/2003 is applied from May 2004 (it replaced Regulation 17/62). The sub-
stance of Rome Treaty Articles 81 and 82, respectively, is unchanged. The
reform simplified the way in which the antitrust rules are enforced in the
EU. The compliance burden for firms is reduced, as the notification system
for agreements between firms to the European Commission no longer
exists. The European Commission and the national competition authori-
ties are able to focus their resources in the new situation on the fight
against those restrictions and abuses that are most harmful to competition
and consumers.

The reform places a greater responsibility on firms. They will have to
assess themselves whether their deal restricts competition and, if so, whether
it fulfils the conditions of the exception rule in Article 81(3). This may create
some uncertainty. However, this task for enterprises is alleviated by block
exemption regulations (regulations introducing a presumption of legality
for agreements that fulfil the specific conditions set out therein) which are
maintained in the new system. The European Commission has also pub-
lished extensive guidelines on the application of Article 81. Where unusual
questions arise, firms may ask guidance from the European Commission in
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individual cases. Guidance from the European Commission together with
the body of case law of the EU Court of Justice and the European
Commission’s case practice should also give sufficient substance to the
national competition authorities and national courts to apply the EU
antitrust rules in a consistent way. The national courts may always ask the
European Commission for information or opinion. The national competi-
tion authorities are linked to the European Commission through a newly
created network of authorities (European Competition Network). Where
they apply Articles 81 or 82, respectively, they are obliged to inform the
Commission at different stages of the procedure. In addition, the investiga-
tion powers of the European Commission are extended, as the Commission
may interview any person who may have useful information for the case
under investigation, and it may also enter any premises where business
records may be kept (including private residences).

DOMINANT POSITION

If a firm has or achieves a dominant market position, it may significantly
affect competition and the geography of production. The dominant market
position may be secured in several ways, including the following five:

● Firms may have innovative skills and competences not only in prod-
ucts (goods/services), but also in management, control and firm-level
planning. They may make risky investments in R&D, production
and/or marketing that their competitors do not have the nerve for.
Such first-mover advantages that are in line with the rules may result
in dominance of the market and supernormal profits (Microsoft’s
MS-DOS and Windows, Sony’s Playstations, as well as Nintendo’s
Game Boy are obvious examples). The life cycle of products is short-
ening all the time, hence the importance of innovating. In fact, most
firms compete by continually assuming quasi-monopolistic positions
that are based on innovation of various kinds.61 In spite of continu-
ous innovations by Microsoft, the most valuable user assets (personal
files) are transferable from one Microsoft system to another. Apple,
a competitor, failed to realise this in time, allowing Microsoft to
achieve a near-monopoly. The classical view that firms are only an
input conversion mechanism does not reflect the contemporary
world. In addition to their input conversion and value-adding func-
tions, firms are also involved in learning-by-doing and innovation
activities. Geographical concentration in industries with various
entry barriers may occur as a direct consequence of a firm behaving
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efficiently. A policy that promotes R&D among firms in the EU may
provide them with a better basis for oligopolistic competition at
home and abroad and to face up to foreign rivals, mainly from Japan
and the US.

● The dominant position in the market could be attained through
mergers and acquisitions. This is typical in English-speaking countries.

● A firm may achieve or protect its dominant position through anti-
competitive business practices. Examples of this include exclusive
dealerships and predatory pricing. However, exclusive dealerships do
not always reduce welfare, for example compared with the situation
of free entry and exit among dealers/retailers, permanent and exclu-
sive dealership (including after-sales service) might be a superior and
welfare-increasing solution.

● The dominant position can be captured and maintained through a
competitive and risky pricing policy. If economies of scale and learn-
ing result in a significant fall in prices as output increases over time,
a risk-loving firm (for example, Texas Instruments in the 1960s and
1970s) may choose to set current prices on the basis of the expected
(low) costs of production in the future. Alternatively, prices may be
based on the average cost of production over the life cycle of the
product.

● Yet another way in which firms come to dominate a market is through
the granting of a licence by public authorities. Examples can be
found in ‘natural’ monopolies such as public utilities (water, gas, elec-
tricity, rail transport, postal services and the local telephone service).
In these industries, the minimum efficient scale is so large that a single
firm is necessary to serve the entire national market.

From the outset one should be less concerned about the existence of a
dominant firm (Microsoft) than about how the dominant firm ‘plays the
game’. Many people forget that Microsoft competes with Microsoft
(Windows XP competes with Windows Millennium Edition, which com-
petes with Windows 98, which competes with Windows 95). If the price of
the new version is too high, consumers will stick to the old computer soft-
ware. However, Microsoft may increase the price of the old versions when
the new one is launched on the market in order to boost sales of the new
version.

Article 82 of the Treaty of Rome refers to the issue of the dominant posi-
tion in a market. It does not prohibit a dominant position (monopoly
or monopsony) ex ante, but rather forbids the abuse of it. This has only an
ex post effect. In order to determine whether an infringement of the EU
market has taken place, the European Commission looks at three factors:
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● the existence of the dominant position;
● its abuse (in pricing or control of production, distribution or servic-

ing); and
● the negative effect on trade among the member countries.

Large firms are permitted by the Treaty of Rome to enjoy market
dominance, but they are forbidden to exercise it. This is somewhat naive!
Whoever yields the power will behave as a monopolist, the temptation is
irresistible. In any case, the legal framework recognises that there is a
need for some level of concentration in some industries for reasons of
efficiency. It is inevitable for the attainment of the efficient scale of pro-
duction, in both home and foreign markets. Otherwise, protected and
inefficient national firms, which have higher production costs than foreign
competitors, would continue to impose welfare losses on consumers. This
is why many/most European countries have relaxed their antitrust policies.
Otherwise, small domestic firms could be protected only at a high cost and
with a diminution of production efficiency. Concentration (geographical
agglomeration) of production is a potential barrier to foreign competi-
tion on the home market and a springboard for penetration into foreign
markets.62

The growing concentration of the semiconductor equipment and mate-
rials industries by a few Japanese enterprises created a strategic threat to
both commercial and defence interests. For example, because of the con-
cerns of the socialist members of the Japanese Parliament in 1983, the
Ministry of International Trade and Industry (MITI) reportedly ordered
Kyocera (a domestic manufacturer of high-technology ceramic products)
not to take part in contracts to sell ceramic nose cones to the US
Tomahawk missile programme (Graham and Krugman, 1995, p. 118). In
another example, Nikon, one of only two Japanese suppliers of some kinds
of semiconductor-producing machinery, withheld its latest models from
foreign customers for up to two years after making them available to
Japanese clients (Tyson, 1992, p. 146). The ‘explanation’ put forward was
that the ‘regular’ customers needed to be served in a better way and before
the others. The behaviour of IBM was similar. This firm has also refused
to sell its components to other clients (Sharp and Pavitt, 1993, p. 144).

STATE AIDS

In the neo-classical economic model, perfect competition can be under-
mined by protection and subsidy. The distinction between the two distor-
tions is subtle. On the one hand, tariff and non-tariff protection allow
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protected suppliers to charge higher prices in the local market than would
be the case with free imports. Such protection provides an ‘implicit subsidy’
paid directly from consumers to producers. On the other hand, subsidies
go to domestic producers not directly from consumers, but rather from
taxpayers to the government and then to producers. The two types of
‘support’ have the same objective: to support a certain national (inefficient)
production geography as resources are kept in or shifted into import-
substituting industries. Where the two instruments differ is in transparency
and the method of supplying funds to the selected industries or firms
within them.

Those that accept that the market functions efficiently, use this argument
as a case against subsidies (state aids). Although such an argument applies
in many instances, there are other situations in which the neo-classical
theory does not hold. In a situation with imperfections such as externali-
ties (R&D or pollution), economies of scale, multiple equilibria, imperfect
mobility of factors and sunk costs, intervention may be justified. Therefore,
industrial and regional policies may be used as justifications for the exist-
ence of state aids.

A key element in the EU competition policy is a unique control of state
aids. Subsidies may distort competition and efficient allocation of resources
(geography of production). Article 87 of the Treaty of Rome recognises this
issue and regulates it.63 It prohibits any aid that distorts or threatens to
distort competition among member countries. This means that Article 87
does not apply to aid given as support to firms or for the production of
goods and services that do not enter intra-EU trade (local consumption),
or aid for exports outside the EU (regulated by Article 132). The European
Commission accepted a transparent approach to subsidies and publishes
Surveys of State Aid in the EC. It also expects its trading partners, particu-
larly candidate countries, to follow suit.

There are, however, a few exceptions to the general rule of incompat-
ibility of state aids. Article 87 states that aid that is compatible with the
treaty is of the kind given on a non-discriminatory basis to individuals for
social purposes, as well as aid to regions affected by disasters. Aid that can
be considered compatible with the treaty is the kind given to projects that
are in the EU’s interest and aid for regional development in the ‘areas
where the standard of living is abnormally low’ (for the purpose of social
cohesion in the EU). The Council of Ministers (based on the proposal
from the European Commission) has the discretionary right to decide that
other aid may be compatible with the EU rules. This includes aid to
SMEs,64 conservation of energy, protection of environment, promotion
of national culture or alleviation of serious disturbances in a national
economy. If an industry comes under competitive and/or restructuring
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pressure, the European Commission considers the social and other impact
of such an adjustment according to the guidelines of 1979. The European
Commission may permit aid under conditions that are based on principles
that include:

● temporariness (a clear time limit);
● transparency (the amount of aid has to be measurable);
● selectivity (aid is supposed to be given to firms and industries that

have a reasonable chance of standing on their own after the restruc-
turing period); and 

● appropriateness (aid has to match the basic needs of the assisted
firm/industry to operate during the restructuring period,65 after
which the assisted firm/industry has to become economically viable
on its own).

In order to ease the workload and concentrate on the large and poten-
tially the most damaging cases, the European Commission introduced a de
minimis rule in 1992. According to this rule, governments are not required
to notify the Commission of aid that does not exceed €100 000 over a period
of three years. The European Commission holds that such aid does not
distort competition. In addition, aid linked to environmental issues may be
allowed if it enables an improvement in conditions beyond the required
environmental standards. The Commission takes the same favourable view
regarding aid to SMEs as long as they contribute to social stability and eco-
nomic dynamism.

Article 87, as well as EU court practice, provides the European
Commission with a wide discretionary margin in the decision-making
process. None the less, the Commission employs two criteria:

● Compensatory justification: To ‘clear’ aid as compatible with the
rules, aid has to conform with goals set out in Article 87 and it must
be proven that, without state aid, free markets would not be capable
of accomplishing the same end.

● Transparency: Each aid programme has to be justified and its effects
measurable. Member states must notify the Commission about the
form, volume, duration and objectives of aid.

If, two months after the notification, the European Commission has not
made an explicit decision, aid is regarded as tacitly accepted. The European
Commission may decide ‘not to raise objections’, which means that the
application is preliminarily approved, but the Commission needs further
information in order to reach a final decision. The Commission can open
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up the procedure (Article 88) and ask the parties concerned to submit their
comments. The European Commission then makes a final decision on the
compatibility of aid with the EU rules.

Article 87 does not define state aid. None the less, the European
Commission and the Court of Justice interpret aid in a broad sense. They
take it to mean any favour given by a government in a form that includes
subsidies, special public guarantees, supply of goods or services at prefer-
ential conditions and favours regarding credit terms offered to one or more
firms or their associates. Loans and guarantees given by the state or its
agency do not necessarily constitute aid. The aid element exists only when
such injections of funds are offered on conditions that are superior to the
ones prevailing on the market.

Some governments still attempt to disguise industrial aid as regional aid.
This is difficult to detect if the aided company makes a loss. R&D support
can similarly be abused. ‘Support’ to the manufacturing and services
sectors needs to be in the R&D stage otherwise foreign competitors, mainly
from the US, would complain that EU subsidies are distorting international
competition. Any EU member state can finance basic and applied research
in the private sector according to agreed sliding scales.66 The Commission’s
framework on state aid for R&D of 1995 outlined several criteria for the
compatibility of such aid with the Single European Market. They include
the following:

● There is a distinction between ‘industrial research’ and ‘pre-
competitive development activity’. The closer to the marketplace for
final goods, the more aid is likely to distort competition.

● State aid for R&D should create an incentive for the recipient firm to
carry out R&D in addition to what it would undertake in the normal
course of its business operation. (Now, prove that?) 

● Aid for ‘industrial research’ may be up to 50 per cent of the cost,
whereas aid for ‘pre-competitive development’ may be up to 25 per
cent of the cost. None the less, there are special additional bonuses
of 10 per cent for projects that involve SMEs, of 15 per cent if the
project is a priority under the EU R&D programme and up to 10 per
cent if R&D is undertaken in regions eligible for regional aid.

● Maximum aid for R&D in the EU (allowable under the GATT
Agreement on Subsidies and Countervailing Measures) is 75 per cent
for ‘industrial research’ and 50 per cent for ‘pre-competitive devel-
opment activity’.

● Member states have to notify the European Commission about all
individual aid packages for projects exceeding €25 million where aid
exceeds €5 million.
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The State-aid Department of the European Commission has a staff of
about 80 officials responsible for monitoring state aid and carrying out other
tasks in the field. They cannot be expected to examine every instance of state
aid, especially as every region in each member country has staff (which often
significantly outnumber the Commission’s) to dispense aid. Therefore, the
European Commission’s priority is to prevent the most anti-competition aid
programmes.67 The Commission has to ensure that aid is given to the most dis-
advantaged regions and that it is compatible with the Treaty rules. If it is not,
then it may request that such aid is repaid to the state. This was the case in 2003
when the European Commission decided that Electricité de France (the state-
owned power group) must repay about €1 billion. All these formidable issues
linked to competition are increasingly becoming a paradise for lawyers.

The new multisectoral framework on regional assistance for large invest-
ment projects entered into force in 2004. This included a limited notification
obligation for large projects balanced by a significant reduction in tolerable
aid levels. According to this framework, the actual aid that a large project
can receive matches the aid ceiling set in the regional aid maps, which is then
automatically reduced in accordance with the scale set in Table 5.5. For
example: in an area with a regional aid ceiling of 20 per cent, a project with
an eligible investment cost of €80 million can obtain up to €13 million in
aid; that is, €10 million for the first €50 million of investment, plus €3
million for the remaining €30 million of investment.

A ‘cohesion bonus’ can be granted to large projects co-financed by the
EU structural funds. For such projects, the acceptable aid intensity calcu-
lated under the above scale will be multiplied by a factor of 1.15. In so
doing, this system will take into account the significance of these large co-
financed projects for the economic and social cohesion of the EU.

Projects still have to be notified and assessed individually if the intended
aid is higher than could be obtained by a €100 million project. If such a
project reinforces a high market share (less than 25 per cent), or increases
capacity in a non-growing sector by more than 5 per cent, aid will not be
authorised.
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Table 5.5 Public aid scale

Size of the project Adjusted aid ceiling

Up to €50 million No reduction. 100% of regional state aid 
ceiling

Between €50 million 50% of regional state aid ceiling
and €100 million
Exceeding €100 million 34% of regional state aid ceiling 



The European Commission has approved public aid (subsidies) for many
purposes. This was, usually the case when they serve the common interest of
the EU. Such derogations from Article 87 include support to regional devel-
opment, R&D, SMEs, training, savings in energy and protection of the envi-
ronment. Figure 5.8 presents the dynamics of state aids in the EU(15) during
the 1990s. State aid peaked during the 1993 recession (the year when the
Single European Marked started its first year of operation) and then, slowly
but clearly, declined as the eurozone has strict limits for public expenditure.

Table 5.6 provides data on annual averages and trends in the overall
volume of state aid granted by the EU(15) member countries in the 1995–97
and 1997–99 periods, as well as the distribution of aid per beneficiary area.
Although there was a predictable downward trend in the volume of granted
aid during the period of observation, average annual aid remained massive,
at €90 billion at the end of the period of observation, and it was concentrated
on rail transport and manufacturing.

The available data demonstrate that there were still large disparities in
both overall national aid and in per capita aid. Germany, France and Italy
had the largest volume of state aid in the economy, even though per capita
state assistance was the highest in Luxembourg and Finland. Least inter-
ventionist in per capita terms were Greece and Britain. In terms of overall
aid per capita, the relative difference between the most interventionist
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country, Luxembourg, and the most liberal, Greece, was 4:1. The reduction
of the EU average annual aid of €102 billion (1995–97) to the average of
€90 billion (1997–99) was principally due to the reduction of aid in
Germany and Italy (Table 5.7). The most interventionist EU(15) state in
terms of share of GDP that was spent on aid was Finland (1.74 per cent),
while the least interventionist was Britain (0.6 per cent) during 1997–99
(Table 5.8). Transport and manufacturing each received on average in the
EU(15) about a third of all state aid (Table 5.9).

Owing to the strict public expenditure conditions imposed by the euro-
zone, the presumption was that state aid would continuously diminish in
the EU. Tables 5.10 and 5.11, respectively, confirm this expectation. Even
though general public assistance diminished, it was still well over €21
billion in 1999. In terms of aid per person employed in manufacturing, the
former East Germany was the most assisted (subsidised) area. In terms of
aid per person employed in manufacturing, the ratio between the most
interventionist, Ireland, and least interventionist, Portugal, was 9:1 (Table
5.12). Regional policy objectives were the principal reason for state inter-
vention in the EU manufacturing sector. This objective included over half
of the entire assistance. R&D and assistance to SMEs were the only other
two notable motives for intervention (Table 5.13). Although public aid in
the EU(15) declined in general terms, it remained massive throughout the
1997–99 period. This ‘price’ for maintaining certain production geography
in the national economies of the member countries was paid out mostly
through grants and tax exemptions (Table 5.14).
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Table 5.6 Overall national state aid in the EU: annual averages, 1995–97
and 1997–99 in constant prices (1998) (€bn)

1995–97 1997–99

Overall national aid of which: 102.0 90.0
Agriculture 15.2 14.0
Fisheries 0.3 0.3
Manufacturing 35.8 27.6
Coal mining 8.2 7.6
Transport 35.4 32.0
of which rail transport 33.7 31.5
Services 5.0 5.4
Employment 0.8 0.9
Training 1.7 2.2

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.
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A general downward trend in state aid reflects not only the application
of competition rules in the EU, but also a reduction in public expenditure
and budget discipline ‘forced’ by the Maastricht criteria for the EMU.
Reduction in state aid is a pro-competition move in the EU. This is an
encouraging trend as this type of assistance to businesses and regions is
one of very few policy instruments available in the presence of EMU.
Reliance on competition policy within the Single European Market will
continue to stimulate market-led restructuring and more efficient spatial
allocation of resources. However, this has important policy implications
for the new EU member countries, as they still need substantial assistance
to catch up with the ever-expanding acquis communautaire. Budgetary
restrictions could provoke internal EU(15) political problems. One can
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Table 5.8 Overall national aid in the EU member states in per cent of
GDP, in euros per person employed and in per cent of
government expenditure, 1995–97 and 1997–99 in constant
prices (1998)

In per cent In euros per In per cent of
of GDP person employed total government 

expenditure

1995–97 1997–99 1995–97 1997–99 1995–97 1997–99

Austria 1.32 1.16 610 550 2.37 2.15
Belgium 1.55 1.41 880 830 2.94 2.76
Denmark 1.07 1.08 599 622 1.80 1.90
Germany 1.73 1.39 864 712 3.49 2.85
Greece 1.55 1.21 416 338 3.37 2.70
Spain 1.40 1.17 493 416 3.21 2.80
Finland 2.22 1.74 1 103 914 3.76 3.21
France 1.46 1.38 790 772 2.64 2.55
Ireland 1.08 1.36 517 706 2.72 3.75
Italy 1.80 1.28 838 607 3.41 2.56
Luxembourg 0.94 1.31 633 912 2.12 3.04
Netherlands 0.84 0.90 373 406 1.69 1.90
Portugal 1.68 1.56 342 326 3.73 3.50
Sweden 0.99 0.84 492 436 1.50 1.35
United 0.72 0.60 324 280 1.63 1.47
Kingdom
EU(15) 1.43 1.18 656 563 2.82 2.44

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.
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342 The economics of European integration

Table 5.10 State aid to the manufacturing sector in the EU: annual values,
1995–99 in constant prices (1998) (€m)

1995 1996 1997 1998 1999

EU(15) 38 749 35 039 33 537 27 559 21 592

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.

Table 5.11 State aid to the manufacturing sector in the EU: annual values,
1995–99 in constant prices (1998)

1995 1996 1997 1998 1999

In per cent of value added 2.8 2.6 2.4 1.9 1.5
In euros per person employed 1 287 1 171 1 121 910 716

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.

Table 5.12 State aid to the manufacturing sector in the EU member states:
annual averages, 1995–97 and 1997–99 in constant prices (1998)

In per cent In euros per In million euros
of value added person employed

1995–97 1997–99 1995–97 1997–99 1995–97 1997–99

Austria 1.4 1.3 685 696 473 478
Belgium 2.1 1.7 1 237 1 003 826 657
Denmark 2.6 2.6 1 429 1 453 642 655
Germany 3.4 2.4 1 592 1 211 13 144 9 808

Old Länder – – 431 437 2 914 2 913
New Länder – – 6 854 4 820 10 230 6 896

Greece 5.5 4.3 1 093 876 677 537
Spain 2.5 1.7 841 567 2 117 1 548
Finland 1.7 1.6 937 968 394 424
France 1.9 2.0 1 090 1 235 4 141 4 651
Ireland 1.3 2.0 1 075 1 683 263 477
Italy 5.0 2.7 2 025 1 108 10 350 5 694
Luxembourg 2.3 2.1 1 464 1 380 48 45
Netherlands 1.1 1.0 561 530 595 571
Portugal 0.9 0.9 185 193 183 192



already hear voices saying: ‘Why should we subsidise the new member
countries when we have unsettled domestic problems and when we make
unprecedented efforts to reduce domestic expenditure still further because
of the eurozone?’

4. Conclusion
The real discussion about markets and competition need not be about oper-
ational and practical details on how genetic engineering or nanotechnology
should develop. Those are important issues, but nobody knows the answer.
The real matter for debate should be the nature of the market economy.
Should it be based on the pluralism of the market or should it be based on
the wisdom of individual businesspeople? While there may be arguments
that support both propositions, the historical evidence may tilt policy
makers towards the first suggestion.

Relatively small countries that are in the process of development employ
industrial/trade policies that may not always be competition friendly.
Relatively large and developed countries value competition quite highly. As
spatial agglomeration of business in some industries increases, there is a
tendency to tighten antitrust policy and maintain a certain level of compe-
tition in the Single European Market. Increased competition would, in
most cases, without doubt exert downward pressure on prices and costs.
This outcome would enable economic growth with a reduced inflationary
pressure. However, it is not clear how this would happen in practice.
Competition may reduce the prices of goods and services or it may increase
output but keep prices constant. In this case, a reduction in prices would be
offset by an increase in demand. The most likely outcome in practice would
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Table 5.12 (continued)

In per cent In euros per In million euros
of value added person employed

1995–97 1997–99 1995–97 1997–99 1995–97 1997–99

Sweden 0.9 1.0 490 557 364 418
United Kingdom 0.7 0.6 357 322 1 558 1 408
EU(15) 2.6 1.9 1 193 916 35 775 27 563

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.
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be that competition would produce a blend of benefits that accrue from
increase in output and decrease in prices.

The Single European Market enhanced the dynamic process of compe-
tition through an easing of market segmentation and, somewhat paradox-
ically, by increasing concentration in some businesses. This concentration
permitted the employment of economies of scale and an increase in tech-
nical efficiency in production. In addition, it enhanced R&D through a
joint sharing of high costs.

A change in global competition and the perception of a relative dimin-
ution of competitiveness in the EU at the turn of the 1980s in comparison
with the US in the computer and aerospace industries, Japan in cars
and consumer electronics and certain developing countries in textiles and
clothing, as well as a potential loss in a number of other industries, were
among the driving forces that brought about the Single European Market.
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Table 5.14 State aid to the manufacturing sector in the EU member states,
breakdown according to type of aid instrument, 1997–99 (%)

Type of aid

Group A Group B Group C Group D

Grants Tax Equity Soft Tax Guarantees Total
exemptions participation loans deferrals

Austria 77 0 0 18 0 5 100
Belgium 72 17 5 4 1 1 100
Denmark 56 35 0 7 0 2 100
Germany 60 11 0 21 1 5 100
Greece 97 1 0 2 0 0 100
Spain 91 0 2 7 0 0 100
Finland 88 2 1 8 0 0 100
France 30 47 13 8 0 2 100
Ireland 30 58 8 0 0 5 100
Italy 64 33 1 3 0 0 100
Luxembourg 94 4 0 2 0 0 100
Netherlands 64 20 0 5 8 2 100
Portugal 85 4 2 9 0 0 100
Sweden 70 16 2 12 0 0 100
United
Kingdom 97 1 0 1 1 0 100
EU(15) 61 22 3 11 1 3 100

Source: European Commission (2001). Ninth Survey on State Aid in the European Union.
Brussels, 17 July 2001, COM (2001) 403 final.



Businesses reacted to the Single European Market by consolidating,
through mergers and acquisitions, as well as through joint ventures. An
increase in internal EU competition through the elimination of internal
barriers gave the EU the opportunity to benefit from the so far unexploited
economies of scale that would, over time, reduce the costs of production
and increase global competitiveness, not only in manufacturing, but also in
services. All of this would provide an additional boost to investment and
the growth of the EU’s economy. Hence, not only innovating firms and
those that use state-of-the-art technologies, but also consumers are able to
reap rewards in terms of opportunities provided by increased competition.
The dynamic labour segment might gain from the integration process, as
trade and competition would determine not whether there were jobs, but
rather what kind of jobs are available.

The ways forward in the short and medium terms should reflect three
ideas (Jacquemin and Pench, 1997, p. 38):

● developing key EU factors for the long-term growth and attraction
and anchoring of footloose economic activities;

● deepening of market integration; and
● finding international points of reference (benchmarks) for compari-

son in order to determine the degree of success.

Binding multilateral competition rules would both do away with distor-
tions in competition and promote an efficient spatial and sectoral alloca-
tion of resources on a global scale. These rules would restrain the behaviour
of firms in the same way that binding international trade rules curb the
behaviour of governments. These rules would also prevent bilateral conflicts
in competition matters. However, binding international competition rules
will not be introduced in the near future. Almost half of WTO member
countries do not have competition laws, while other member countries have
diverse competition values and apply competition laws in different ways
(the US seldom allows exceptions, whereas they are quite common in the
EU); yet another group of countries values its sovereignty so much that it
is unwilling to accept another international bureaucratic superstructure.
Because of its large and relatively closed economy, the US has been apply-
ing competition policy with a greater vigour than was the case with other
developed countries with smaller and more open economies. A number of
countries are opposed to a strong and vigilant supranational authority and
dispute settlement system (as is the case in the EU and the US) because it
would prejudice their sovereignty. If a country suspects that the gist of its
national competition model is not going to be adopted in the international
arena, that country may wish to remove this issue from the list of its
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priorities. Even though they have limits (recall the Boeing/McDonnell-
Douglas case), bilateral agreements are a provisional reaction to and way
out of the difficulties in competition matters. Although the speedy adop-
tion of multilateral competition rules is unlikely for a host of reasons, the
issue needs to be put and kept on the international agenda for discussion.

Notes
1. Competition policy does not protect individual competitors, but rather the process of

competition.
2. See Dunning (1995) and Krugman (1995a) for further discussion.
3. Deregulation of the power generation in California ‘led to one of history’s great policy

disasters: energy companies drove up prices by creating artificial shortages. This plunged
the state into a crisis that ended only after much of its electricity supply was locked up
in long-term contracts’ (Krugman, New York Times, 19 August 2003). A deregulated
electricity market to work ‘properly’ requires at least three preconditions: (1) a robust
transmission system; (2) a watchdog agency to prevent and punish price manipulation;
and (3) the watchdog agency must not be an agent of the very companies that it is sup-
posed to police (Krugman, New York Times, 2 September 2003).

4. Hayek criticised the neo-classical model, which is based on perfect competition, in the
following way: ‘But I must be content with thus briefly indicating the absurdity of the
usual procedure of starting the analysis with a situation in which all the facts are sup-
posed to be known. This is a state of affairs which economic theory curiously calls
“perfect competition”. It leaves no room whatever for the activity called competition,
which is presumed to have already done its task’ (Hayek, 1978, p. 182).

5. Liberalisation of imports has the strongest impact when exchange rates are stable.
Volatility in the exchange rate market may loosen the grip of this policy instrument.

6. These three men will be software experts, not lawyers. The Department of Justice and
Microsoft would each select one member, and those two would select the third one.
Their role is to notify only the Department of Justice (not the public or the industry)
about their findings. The department may use the dossier by this committee for another
court case.

7. Financial Times, 22 March 2004.
8. Patent rights exist to protect an individual’s codifiable innovation and knowledge,

whereas trademarks protect the reputation of a firm. Other knowledge that comes from
learning through trial and error is largely unprotected because it may not be put into
‘blueprints’.

9. Lead time advantages over competitors was most frequently used protection method in
the EU (Eurostat, 2004, ‘Innovation output and barriers to innovation’, Statistics in
Focus, Theme 9-1/2004, p. 3).

10. The importance of after-sales service varies depending on the good. This service is non-
existent for soaps and detergents, but it is essential for printing presses, on-line printers
or photocopiers.

11. Self-satisfaction and a lack of real local competition contributed to the German camera
industry being driven out by the Japanese (Porter, 1990b, p. 169).

12. Timely, correct and cheap information is becoming a crucial input in the decision-
making process. A banker who is handling large funds over his PC terminal is a long way
from the British general, Sir Edward Pakenham, who lost the battle of New Orleans and
his life on 8 January 1815, fifteen days after the Treaty of Gent ended the war, but several
days before the frigate arrived at his headquarters with the news about the end of the war
(Lipsey, 1992b, p. 288).
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13. The neo-classical doctrine relies on an elegant, but unrealistic, assumption that markets
are perfect. Without such a hypothesis, there is no case for the optimality in resource allo-
cation.

14. If there is no retaliation, the ‘optimal tariff’ may be another reason for intervention. This
is the case when a (large) country (or a group of countries) is strong enough to influence
the world prices of the goods it trades. This country can reduce the world demand for
the good in question by imposing or increasing tariffs. The price of the affected good
falls, hence the tariff-imposing country tilts the terms of trade in its favour.

15. Because of asymmetric information, firms may have certain incentives to mislead the
government.

16. Economies of scope are the outcome of the need for flexible (innovation-driven)
methods of production. This is because the total production costs of manufacturing two
separate goods may be higher than the costs of producing them together. A single firm
can reduce average costs of production of two or more goods or services that share a
common input without complete congestion. Identical technology can be employed for
the production of differentiated output.

17. Rents are proceeds that are surplus to what is necessary to cover the costs of production
and yield an average return on investment. They are due to barriers to entry such as large
sunk costs, economies of scale, externalities, advertising, regulatory policies, distribu-
tion and service networks, asymmetric information, as well as consumer loyalty to a
certain brand.

18. Serendipity is the faculty of making happy and unexpected discoveries by accident.
19. Viagra, the most widespread medicine against male impotence, is another example of

serendipity. Dr Ian Osterloh experimented with viagra during the early 1990s with the
aim of finding a painkiller for those that suffer from angina pectoris. This is a dangerous
disease, the paroxysms of which are characterised by sudden and severe pain in the lower
part of the chest, towards the left side, with a feeling of suffocation and threat of impend-
ing death. Pfizer, the pharmaceuticals company, was ready to give up on the project.
However, certain male patients who were using this medicine during the research phase
reported that following its consumption their virility got a boost. The rest is generally
known. A medicine sought after for four millennia was found thanks to serendipity.

20. ‘Schumpeterians’ point to five long waves in modern history: (1) 1780–1840, steam power
drove the Industrial Revolution; (2) 1840–90, the introduction of railways; (3) 1890–1930,
the introduction and production of electric power; (4) 1930–80, cheap oil and cars; and
(5) information technology.

21. While R&D and innovation activities in the US are led mainly by the military and
double-use industries where demand is limited, in other countries these activities are
more consumer related, that is, they are directed towards the development of goods and
services for which demand exists everywhere. In addition, R&D is chiefly mission ori-
ented towards major problems in countries such as the US, France and Britain. In coun-
tries such as Germany, Japan, Sweden or Switzerland, R&D is directed more towards
the solution of practical problems.

22. Regarding the industry structure, patents are concentrated in pharmaceuticals, chem-
istry, molecular biology, semiconductor device manufacturing, optics, measuring and
testing related devices, as well as telecommunications.

23. G. Parker, ‘Brussels points the finger at lax states’, Financial Times, 21 January 2004.
24. European Council, Lisbon 2000, Presidency Conclusions, §5.
25. Apart from the integration of separate markets, other supporting adjustment devices

include deregulation and privatisation.
26. The era of imaginative individuals as major sources of innovation was the 19th century

and earlier. To fly to the Moon involves the work of a large team of experts.
27. These irreversibilities include savings in factor (including energy) inputs per unit of

output.
28. Economic growth may be propelled (among other elements) by the following three com-

ponents (or by their combination): investment in capital and/or human resources, trade
and technological change.
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29. The time it takes for national income per capita to double in the early stages of indus-
trialisation has fallen dramatically. In Britain it took about 60 years to do so after 1780,
in Japan some 35 years after 1885, in Brazil 18 years after 1961 and in China 10 years
after 1977. The main reason is technological progress. Countries are able to purchase
foreign technology to make their home factors more productive.

There is also another dimension to new technology. While it was an increase in the
physical capacity to influence the environment and to produce goods that brought about
the Industrial Revolution in the 19th century, the current industrial revolution has a
more qualitative dimension. Lipsey gave us a note of caution when he compared present-
day England with that in the Elizabethan era: ‘It took 400 years for England to develop
from that stage to its present one. To do the same elsewhere in half of the time of 200
years would be a tremendous achievement; to aspire to do it in 25 or 50 years may be to
court disaster’ (Lipsey, 1992a, p. 755).

30. ‘The great majority of innovations did not come from formal R&D (even in organisa-
tions such as Du Pont . . . which had strong in-house R&D facilities). Most . . . came
from production engineers, systems engineers, technicians, managers, maintenance per-
sonnel and of course production workers’ (Freeman, 1994, p. 474).

31. Gordon Moore was the co-founder of Intel.
32. International agreements are usually ambiguous. This allows diplomats to interpret

them at home in their own favour. Conversely, constitutions and other domestic laws are
(supposedly) clear. This is because domestic politicians want the voters to understand
them in order to win their votes.

33. ‘The idea that we are living in an age of dramatic technological progress is mainly hype;
the reality is that we live in a time when the fundamental things are actually not chang-
ing very rapidly at all. . . . The slightly depressing truth is that technology has been letting
us down lately’ (Krugman, 1998b, p. 104). This may be the truth if one remembers the
constant maintenance necessary for PCs. The only new good that altered people’s lives
on a larger scale during the 1990s was the mobile phone. The Internet is the only major
service that has done the same in the same period. However, there is a continuous stream
of small improvements in already existing goods.

34. The total value of the public procurement market in the EU(15) was about 16 per cent
of the EU GDP in 1998 (Sapir et al., 2003, p. 15).

35. As far as business services are concerned, the principal barriers to offering them in
other EU countries include the need to work in the local language, local traditions and
track record, distance factors and excessive costs to set up a local operation (European
Commission, 2001, ‘Barriers to trade in business services, Final report, Centre for
Strategy & Evaluation Services, p. vi). It may be quite tough to overcome some of these
obstacles.

36. Financial Times, 5 May 2003.
37. Lait cru (unpasteurised milk) contains many bacteria. However, some (many) consumers

prefer cheese made from such milk because of its special taste. For example, Camembert
made from lait cru is more expensive than other types of Camembert. If the EU bans
unpasteurised cheeses, then jobs will be at risk and many consumers will be affected.
There are many interests at stake. Unpasteurised cheese provoked an outbreak of food
poisoning that claimed several victims in Switzerland in the early 1990s. Such cheeses
were banned for some time afterwards, but slowly returned to the market.

38. If a country such as Germany sets higher standards than other EU countries, it could
enforce those standards with trade restrictions. The purpose of Decision 3052/95 is to
prevent such behaviour.

39. For a dissenting view about harmonisation, see Krugman (1997, p. 120), who argues that
‘the demand for harmonisation is by and large ill-founded both in economics and law;
realistic political economy requires that we give it some credence, but not too much’.

40. A large part of intra-industry trade is in parts and components.
41. See the surveys by Greenaway and Milner (1987) and Greenaway and Torstensson

(1997).
42. This refers to the subjects that belong to the EU.
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43. An exception to the general freedom of movement of goods is possible only in the case
when such movement jeopardises public morality, security and the health of humans,
animals or plants (Article 30).

44. This programme is also known as the White Paper, the Cockfield Report or the 1992
Programme.

45. This number does not include cases that relate to agriculture, fisheries, transport and
coal.

46. Financial Times, 12 May 2000, p. 1.
47. The Economist, 28 November 1998, p. 87.
48. A special and still unresolved issue refers to takeovers by foreign firms. If the foreign

buyer comes from a country with relatively cheap capital (low rate of interest) relative to
the country of the target firm, such an acquirer has an advantage over other potential
buyers that have access to financial markets that charge higher interest rates. If the
authorities in the country of the target firm want to retain domestic ownership of such
a business, they could restrict takeovers by foreign firms and/or give subsidies to the
domestic acquirers. A much more effective policy than such direct interference in busi-
ness would be to keep the domestic macroeconomic policy in order and, hence, have a
domestic capital market competitive with the international one.

49. At the beginning of 1997, Boeing’s share of the world market was 64 per cent, Airbus’s
was 30 per cent and McDonnell-Douglas’s was 6 per cent. In Europe, the corresponding
figures were Boeing 31 per cent, Airbus 37 per cent and McDonnell-Douglas 2 per cent
(Bulletin Quotidien Europe, 23 May 1997, p. 10).

50. If to start a business requires overcoming substantial sunk costs, then mere deregulation
and the Single European Market may not be enough. Further measures (such as subsi-
dies) may be necessary to provide an investment impetus to firms.

51. The degree of concentration was much lower in the food and drink than in the chemical
industry. It was higher at the national than at the EU level because of the barriers to
trade (European Communities, 1991, p. 227).

52. Privatisation in the former East Germany accounted for a part of the merger and acqui-
sition activity in Germany.

53. This result was similar to those obtained in many studies on mergers in the US.
54. W. Hutton, ‘What Europe can teach Uncle Sam’, The Guardian, 29 April 2002.
55. The Economist, 9 January 1999, p. 13.
56. Financial Times, 27 March 2003, p. 13.
57. http://www.crossingsbysw.com/pages/home_decor.
58. Europe has 40 battery producers compared with five in the US, 50 tractor makers while

America has four and 16 firms building railway engines, whereas the US has two (The
Economist, 23 January 1999, p. 67). Some firms think that they may prosper better if they
become huge through mergers and acquisitions.

59. Another important tool for the control of dominance in the EU market and for enhanc-
ing competition was the conclusion of the Uruguay Round in 1994. After ratification,
this deal further liberalised international trade, increased competition and, hence,
modified/limited the non-competitive behaviour of the concentrated EU industries.

60. These thresholds also apply to firms that originate outside the EU.
61. If competitive firms want to keep their lead, they need to follow developments not only

in their own industry, but also in unrelated, but potentially competing, ones. Examples
of ‘learning-by-watching’ may be found in the disappearance, almost overnight, of the
market for cine cameras after the appearance of video cameras, the seismic shift in the
market for mechanical watches after the invention of digital ones, and the move from
dot matrix to laser printers or fibreoptics that evolved independently of telecommuni-
cations technology.

62. A refusal to supply goods or services was taken to be an infringement of Article 82. In
the United Brands case (1976) the European Commission found that United Brands, the
major supplier of (Chiquita) bananas to most of the EU countries, abused its dominant
position by refusing to supply green bananas to Olesen, a Danish ripener and distribu-
tor. Although Olesen had taken part in an advertising operation with one of United
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Brands’ competitors, the Court found that the reaction of United Brands to competitive
threat was excessive and, hence, abusive. The discontinuation of the banana supply was
a significant intrusion into the independence of small and medium-sized enterprises.
United Brands was fined €1m by the Commission. The Court reduced the fine to €0.85m.

63. This article, however, neither outlaws nor discourages state ownership of enterprises.
64. EU guidelines for state aid for small and medium-sized enterprises (1992) state that these

firms (defined as having fewer than 50 employees) may receive support of up to 15 per
cent of investment cost. Enterprises with 50–250 employees may receive the same aid up
to 7.5 per cent of their investment cost, while larger firms may get the same only in the
assisted regions of the EU.

65. In the case of steel, shipbuilding or textiles, restructuring often means a reduction in pro-
duction capacity.

66. A special type of public aid is in the form of public purchases. In Italy, for example, a law
required that 30 per cent of contracts be awarded to firms based in the southern part of
the country. The EU Court of Justice ruled in 1990 that such a law violated the public pro-
curement directives. In other countries such as France or Germany there is no explicit
buy-national law. None the less, publicly owned enterprises (railways, PTT) are ‘expected’
to prefer home-made goods and services to foreign ones.

67. The biggest state-aid case that came before the European Commission was the $9.4
billion rescue package for Crédit Lyonnais, the French state-owned bank. It was
approved in 1995 (Financial Times, 27 July 1995, p. 13). The cost soared to $16.9 billion
in 1998 (Financial Times, 7 May 1998, p. 2), while the total cost to French taxpayers was
$30 billion (Stratfor, 16 July 2002). One cannot avoid the impression that the approval
by the European Commission did not have a political motivation. In addition, the
Commission failed an important test. It should have requested a bigger reduction in the
bank’s business.
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But this I say: He who sows sparingly will also reap sparingly,
and he who sows bountifully will also reap bountifully.

2 Corinthians 9:6

6 Industrial Policy in
Manufacturing and
Services

1. Introduction
Explicit industrial policy as a part of overall economic policy did not
attract the attention of research interests in the industrialised countries
with market-based economies until the mid-1970s. This can be explained
by the underlying economic developments. During the 1960s and early
1970s the industrialised countries experienced relatively fast economic
growth with low rates of both inflation and unemployment. The prices of
raw materials were stable and relatively low, while labour was able to move
without major disturbances from agriculture to the manufacturing and
services sectors. Excess demand for labour was met by a steady inflow of
labour from abroad. This period was also characterised by sporadic gov-
ernment intervention to influence the national geography of production in
the manufacturing and services sectors. Relatively free markets were oper-
ating smoothly without significant disruption. During this period, the
GATT was active in the lowering of tariffs.

The ‘golden 60s’ were followed by a period whose principal characteris-
tics were the result of a sharp increase in the price of oil in 1973. This trig-
gered rises in inflation, unemployment and a deceleration in the rate of
growth throughout the world. International competition increased sharply
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because suppliers were fighting in shrinking markets. It seemed that the
free market system and the entrenched geography of production were not
capable of coping satisfactorily with this situation. There developed an
awareness of a need for alternative strategies (that is, based on interven-
tion in manufacturing, services and trade) to cope with the new situation.
Industrial policy could be seen as a supply-side response to market imper-
fections. Discussion was less about the formation of capital and more about
its sectoral, industrial and geographical allocation and use. It was also more
about economic adjustment policy than industrial policy (a term disliked
by both politicians and neo-classical economists).1 None the less, the gloves
were off in the debate about industrial policy in the developed market
economies.

This chapter is structured as follows. Various industrial policy issues such
as its definition, its rationale, intervention, instruments, selectivity and small
and medium-sized enterprises (SMEs) are discussed in Section 2. This is
followed in Section 3 by a consideration of underlying principles of EU
industrial policy, its evolution, importance and variety, technology policy
and possible ways ahead. Additional analysis (Section 4) is devoted to the
character and significance of services in general and in the EU in particular.
The conclusion (Section 5) offers a list of forms and means that should be
included in any respectable industrial policy.

2. Industrial policy issues
MEANING

An industry is usually taken to mean a group of firms that produce the same
or similar kinds of good (or service) and which compete in the same market.
The literature on modern industrial policy started its development in the
early 1980s, and various definitions of industrial policy were proposed.
Before surveying a selection of these, it is helpful to recall the difference
between competition and industrial policy. The former is directed towards
the freeing of market forces, while the latter seeks to channel them (Geroski,
1987, p. 57). In addition, industrial policy may sometimes have strong anti-
competitive results, such as the need for the functional and spatial concen-
tration of business to achieve economies of scale and a reduction in trade
costs.

Some definitions of industrial policy are specific and selective. Industrial
policy can be defined as coordinated targeting. This is the selection of parts
of the economy, such as firms, projects or industries, for special treatment

Industrial policy 353



(targeting), coupled with a coordinated government plan to influence indus-
trial structure in defined ways (coordination) (Brander, 1987, p. 4). Industrial
policy implies policies that relate to specific industries, such as the correc-
tion of restrictive business practices (Pinder, 1982, p. 44). Industrial policies
can be those government policies that are intended to have a direct effect on
a particular industry or firm (McFetridge, 1985, p. 1). Industrial policy is
aimed at particular industries (and firms as their components) in order to
reach ends that are perceived by the government to be beneficial for the
country as a whole (Chang, 1994, p. 60). This definition does not, however,
distinguish between the short- and long-term perspectives. Different pol-
icies need to be employed to achieve efficiency if the timescale changes.

Other definitions of industrial policy are broad, often overloaded, and
include many areas of public policy. For example, ‘industrial policy includes
all government actions that affect industry such as domestic and foreign
investment, innovation, external trade, regional and labour policies, envir-
onmental features and all other aspects’ (Donges, 1980, p. 189). ‘Industrial
policy can be any government measure or set of measures used to promote
or prevent structural change’ (Curzon Price, 1981, p. 17). Industrial policy
may mean all measures that improve the economy’s supply potential: any-
thing that will improve growth, productivity and competitiveness (Adams
and Klein, 1983, p. 3).

Another look at industrial policy can take it to mean a government
policy action that is aimed at or motivated by problems within specific
sectors. These ‘problems’ presumably occur in both declining and expand-
ing (manufacturing or service) industries. The solutions to these problems
are not necessarily sector specific, although that is a possibility (Tyson and
Zysman, 1987a, p. 19). Initiation and coordination of government activ-
ities in order to influence and improve the productivity and competitiveness
of particular industries or the whole economy is industrial policy (Johnson,
1984, p. 8). Industrial policy can be defined as the set of selective mea-
sures adopted by the state to alter industrial organisation (Blais, 1986, p. 4).
Another definition states that its focus has been on the ideal relation
between governments and markets. ‘Industrial policy need not be equated
with national planning. It is, rather, a formula for making the economy
adaptable and dynamic’ (Reich, 1982, pp. 75–9). ‘The term industrial policy
describes that group of policies whose explicit objective is to influence the
operation of industry’ (Sharp and Shepherd, 1987, p. 107). ‘An industrial
policy implies intervention by a government which seeks to promote par-
ticular industries in some way. This may be either to stimulate production
and growth of an industry’s size or to promote export sales’ (Whalley, 1987,
p. 84). This definition does not, however, include government influence on
the decline of and exit from an industry. ‘Industrial policy may be equated

354 The economics of European integration



with intervention employed to cope with market failures or a price system
that affects the allocation of resources’ (Komiya, 1988, p. 4). ‘All acts and
policies of a government that relate to industry, constitute industrial policy’
(Bayliss and El-Agraa, 1990, p. 137). The World Bank defines indus-
trial policy as ‘government efforts to alter industrial structure to promote
productivity-based growth’ (World Bank, 1993, p. 304). It is not clear
whether this means that aid to ailing industries lies outside the scope of
industrial policy. ‘Industrial policy includes all actions that are taken to
advance industrial development beyond what is allowed by the free market
system’ (Lall, 1994, p. 651). Industrial policy may also mean ‘a set of public
interventions through taxes, subsidies and regulations on domestic prod-
ucts or factors of production that attempt to modify the allocation of
domestic resources that is the consequence of the free operation of market
forces’ (Gual, 1995, p. 9).

Industrial policy may mean different things for various countries at
different times. Developing countries look at industrial policy as a means of
economic development. They may favour some industries over others. Once
these countries become developed, industrial policy may be directed
towards fostering free competition. In the former centrally planned econ-
omies, industrial policy meant planning and imposing production and invest-
ment targets in each sector and industry within it.

Industrialised countries have had implicit industrial policies for a long
time. They are embodied in trade, competition, tax, R&D, standardisation,
education, regional, transport, environment, public procurement and other
policies that have derived effects on the industrial structure. This is due to
the interdependence of economic policies within the economic system.
Therefore, some countries have joint ministries of industry and interna-
tional trade. This is the case, for instance, with the British Department of
Trade and Industry (DTI) and the Japanese Ministry of International
Trade and Industry (MITI), although there are differences in the powers
and role in the economy between the two ministries.

In most-developed countries the period after the Second World War was
characterised by reductions in tariffs, as well as measures to prevent the
demise of declining industries. However, governments’ industrial policies
may be a simple continuation of the old protectionism by more sophisti-
cated means (Pinder et al., 1979, p. 9). Governments’ tax and transfer pol-
icies have their impact on demand. This affects the structure and spatial
location of manufacturing production, that is, where new employment is
created, attracted or kept. By direct production and supply of public goods
and services, as well as through public procurement, governments influence,
at least in part, the geography of production of their economies. Other gov-
ernment policies, such as foreign policy, have no direct effect on the size of
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the economic pie in their country. However, they can influence industrial
structure, its geographical distribution and employment. This is the case
when governments ban the export of (high-technology) goods abroad.

Three (non-mutually exclusive) broad types of industrial policy are
macroeconomic, sectoral and microeconomic orientation. Macroeconomic
orientation is least interventionist because it leaves the operation of indus-
tries and firms to market forces. Policy orientation simply improves the
general economic climate for business. Sector-specific orientation becomes
relevant when market failures affect certain industries. It tries to amend the
particular market shortcoming. Microeconomic orientation of industrial
policy may direct a government to act directly towards specific firms or
industrial groups (Jacquemin, 1984, pp. 4–5).

There are another three broad types of industrial policy: market ori-
ented, interventionist or mixed. The first type (market oriented) fosters
competition and free markets. The second (interventionist) policy may be
conducted as in the centrally planned economies. In practice, industrial
policy is most often a mixture of the first two. Most countries may be
classified as ‘massaged-market economies’.2 The issue that most often
differs between countries is not whether or not they intervene, but rather
the degree and form of intervention in industry.

Industrial policy may also be described as adjustment prone or adjust-
ment averse. Adjustment-prone industrial policy stimulates adjustment of
various industries to enter into new production, remain competitive or ease
the exit from selected lines of production. Adjustment-averse industrial
policy is the policy of protection, which impedes changes in an economy by
preserving the status quo.

The level of industrial policy can be general or specific. The choice is
between discrimination and non-discrimination. The degree of interven-
tion should be as high as possible. This means that it needs to be general,
that is, available to every industry and enterprise. Once the policy is put in
place, the market is perhaps the best tool to fine-tune the economy, to create
and to exploit unforeseen opportunities, as well as to select the firms or
industries that should take advantage of the employed policy instruments.
Market forces may prevent players from the inefficient employment of
resources. The policy should be tailored to suit local needs (industry or
firm) in cases where there are no externalities. In addition, it should be used
with care because governments are not infallible and may well make the
wrong commercial choice, as was the case with the French and British
Concorde project.

A critical definition of industrial policy states that it is ‘the label used to
describe a wide-ranging, ill-assorted collection of micro-based supply-side
initiatives that are designed to improve market performance in a variety of
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mutually inconsistent ways. Intervention is typically demanded in cases
with market failures and where major changes need to be effected quickly’
(Geroski, 1989, p. 21). To formulate a definition of industrial policy may be
as difficult to describe as a Chinese dish. ‘One US Supreme Court Justice
tried to find a definition of pornography and said: “You know it when you
see it, but you can’t define it”; so it may be with industrial policy’ (Audretsch,
1989, p. 10).

Various economic policies have their impact on industrial policy. Not
only trade policy, but also social, education, regional, energy, transport,
health, environment and other policy areas all have a strong spatial impact.
Hence, most definitions of industrial policy include, at least implicitly, the
need for a stable economic environment and coordination of various eco-
nomic policies. Only then can specific targeting of industrial policy make
its full contribution to economic growth and improvement in product-
ivity and competitiveness, the final objective being an increase in the stan-
dard of living. On such grounds, broad definitions of industrial policy may
embrace all of these facets. Hence, industrial policy is an economic policy
that shapes a country’s comparative advantage. Its objective is to influence
the change in national economic structure (reallocation of resources
among sectors, industries, professions and regions) in order to enhance the
creation and growth of national wealth, rather than to distribute it.

RATIONALE

The classical economic model based on free trade and perfect competition
predicts that laissez-faire is universally beneficial and costless. However, the
new theory of strategic3 trade and industrial policy has shown that inter-
vention can sometimes play a useful role in mitigating the shortcomings of
market imperfections and can alter the national and international geography
of production. In general, economic adjustment (industrial, sectoral, pro-
fessional and geographical reallocation and use of resources) is prompted by
factors that include an increase in GDP and its distribution, as well as by
changes in demand, technology, market structure, tastes, needs, prices,
foreign competition and marketing, all of which contribute to a potential
increase or loss in current competitiveness. In addition, environmental
constraints and a rapidly ageing population also contribute to economic
adjustment. This process is not smooth, or easy or costless or fast, hence the
need for an industrial policy.

The creation of wealth used to depend in the distant past to a large
extent on the local availability of natural resources.4 As the economy
evolved, wealth creation started to depend more on physical assets (mainly
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equipment and finance). Prosperity of the modern economy and competi-
tiveness of output depend not only on the physical, but also and increas-
ingly on intangible assets such as knowledge, information processing, as
well as on organisational and control potentials and capabilities.

Instead of relying on inherited and natural advantages, industrial policy
may help in the conscious shaping of a country’s comparative advantage
through the supplies of trained labour and educated management with a
specific profile (engineers versus ethnographers), tax, infrastructure, public
purchase and R&D policies. One thing, however, has to be clear from the
outset. Both intervention (action) and laissez-faire (non-intervention) have
an impact on the structure of industry and, hence, on the geography of pro-
duction. The challenge for a government is to achieve, maintain and profit
from the best balance between the two approaches. That, however, is not at
all easy.

Countries in the EU and the US responded to the circumstances prevail-
ing during the 1970s primarily by protectionism. Along with other indus-
trialised countries, they realised that the solution to lagging productivity,
recession, deteriorating export performance, increasing market penetration
for manufacturing goods from developing countries and reallocation of
some manufacturing activities outside the developed world may be found in
policies that affect the structure and development of national industry.
None the less, inadequate economic performance is not a sufficient condi-
tion for the justification of industrial policy. The question is not whether the
economy is operating (un)satisfactorily, but rather whether an industrial
policy might have achieved a better result than a free market system (Adams,
1983, p. 405). Any policy has to be tested according to the gains and losses
that it creates in a dynamic context.

Once free markets lose credibility as efficient conductors of an economy,
the introduction of intervention (various economic policies) seems inevitable.
The question then is ‘How can the government intervene in the most efficient
and least harmful way?’. The choice might be between leaving the economy
to imperfect entrepreneurs and the possibly even riskier strategy of having it
run by imperfect governments (Curzon Price, 1981, p. 20). However, there is
no strong a priori reason why an economy run by imperfect governments
should be at greater risk than one run by imperfect entrepreneurs. Both of
these are second-best (suboptimal) solutions.

Risk taking (entrepreneurship) has always been a significant engine of
economic growth albeit the benefits achieved are accompanied by attendant
dangers. The costs of adjustment are borne principally by those that are
weak or powerless. Thus, governments have often followed a defensive policy
with the objective of securing employment in the short term and evading
social tensions, at least during their term in office. The socialisation of risk
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in the form of various economic policies may make life safer in the short run,
but it also prevents both free operation of individual entrepreneurial activ-
ity and an even greater increase in the economic pie in the future. This process
may be seen as bowing to the public’s desire to see a happy marriage between
progress and stability (Blais, 1986, p. 41). Interestingly, however, in Britain
rescuing a declining industry (coal) to protect jobs proved not to be the safe
route to re-election for the government during the 1970s. Taxpayers and con-
sumersarenotunawareof thecostsof sucharescue.However, inmanycoun-
tries strong trade unions in declining industries can still mobilise a strong
lobbying influence. Those who have full confidence in the operation of a free
market system would say that the market will take care of itself. Why bother
to change those things which will happen anyway? This school of thought
fails to take account of a number of serious market imperfections.

The most influential reasons for intervention may be found in the loss of
a competitive position, the management of expansion of new and the decline
of old industries, the handling of industries subject to scale effects and exter-
nalities, and attracting footloose industries (Lipsey, 1987b, p. 117). Fostering
strategic manufacturing and services industries with strong forward and
backward links to the rest of the economy can be a very attractive policy
goal. These industries supply external or non-priced gains to the rest of the
economy. Growing industries such as semiconductors, electronics or
telecommunications have a much more profound spillover effect on the
economy than do the furniture or clothing industries.

Technologies that are ‘critical’ for a large country’s competitiveness
and/or defence include those that deal with new materials, energy sources
and environment; biotechnology and pharmacy; manufacturing, including
production of tools; information gathering, communications, data pro-
cessing and computers; and transportation and aeronautics, including
navigation. Because of large sunk costs and economies of scale, small and
medium-sized countries do not have the means, or indeed the necessity
(if they can acquire them through trade), to develop all or most of these
technologies and make them commercially viable. What these countries
may do instead is to select a ‘critical’ mass of ‘critical’ technologies or
parts of them (for example, components, basic chemicals) and try to excel
in those market niches, as is the case with Switzerland, Austria, the
Benelux and Scandinavian countries.

Another classification of the reasons for an industrial policy groups
them into three broad categories: respectable, false and non-economic
(Curzon Price, 1990, pp. 159–67).

● Respectable arguments include market failures because, in practice,
a perfect competition model does not always lead to a stable
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equilibrium. However, the problem is that a market failure such as
wage rigidity or monopolies can frequently be traced to a previous
intervention by the government. Another pretext for intervention is
domestic distortions. A uniform rate of value-added tax (VAT) would
have a neutral effect on the consumption of goods or services in a
country, but a reduction in VAT on food, for example, may cause some
resources to shift to that industry at a time when the telecommunica-
tions or data-processing industries could have made better use of
them. Infant industries provide a good excuse for intervention, but the
problemis that therearemanyold ‘infants’thatmayneverbecomeself-
sustaining. One can also build an intellectually respectable case for
industrial policy based on positive externalities and spillover effects
(Krugman, 1993b, pp. 160–61).5 These include benefits arising from
the establishment of common technical standards for the production
and/or operation of goods, for example, in the telecommunications
industry. However, mistakes can be costly if governments target the
wrong industry, for example, computers in France, Concorde (Britain
and France) and petrochemicals and aluminium in Japan before the
first oil shock.6 The process may become overpoliticised and subject to
strong lobbying as in the case of public goods that everyone wants and
consumes, although these goods may be produced at a loss.

● The first false argument in favour of intervention is the issue of
employment. Employment subsidies used to prolong the life of jobs
in declining industries are often implemented at the expense of
growing industries that may need them to expand operations and
which could provide more and better jobs in the future. Likewise,
proponents of the balance of payments argument for intervention
tend to forget that resources that move into the protected industries
may come from those industries with better export opportunities.
Hence, a drop in imports may provoke a fall in exports.

● Non-economic arguments may be quite strong. It is often hard to
dispute the issue of national security. This is a political process that
confounds the predictive abilities of an economist. The problem is
that it may be pushed to the limit in the case of industries that can be
labelled as essential for national defence. In general, ‘smart bombs’
and electronic and nuclear weapons counteract the national security
argument for intervention. Long-term supply contracts from allies
and stockpiling may be considered prior to intervention. Social argu-
ments for intervention, focused on the redistribution rather than the
creation of material wealth, such as regional development or the
protection of the environment and culture, may have some non-
economic weight during any discussion about intervention.
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The relative shares of the manufacturing industry and agriculture in GDP
and employment have been declining continuously in industrialised coun-
tries over the past decades. In 2003, the GDP of the EU(15) was accounted
for predominantly by services (70 per cent), with the rest distributed between
manufacturing (27 per cent) and agriculture (3 per cent).7 Hence, the process
of deindustrialisation leads countries to a post-industrial society. These
countries are better called service rather than industrialised economies,
because manufacturing industry is a statistically ‘shrinking’ sector in rela-
tion to services. Some manufacturing jobs from developed countries have
geographically relocated to the developing world.

One has to be very cautious with generalisations. Many services (about
half) are directly linked to the manufacturing of goods, such as transport,
finance, telecommunications, maintenance and other business services
including everything from cleaning offices to business consultancy and
advertising. Such services are not directly aimed at individuals for their per-
sonal consumption. If they are included in manufacturing and agriculture,
then the relative share of these sectors in the national economy is
significantly increased. In fact, they are most intimately linked with each
other. In regions with few services, manufacturing industry performs below
its potential. Hence, the relation between manufacturing and services is not
one way. New manufacturing technologies require new, better and/or more
services, while services (such as R&D) may create new manufacturing
technologies that may, in turn, create demand for services and so on.
Profound changes in the structure of manufacturing and services have
blurred the distinction between the two economic sectors.

A relative increase in the demand for services and growth in this sector
was made possible by an increase in the productivity of the manufacturing
sector. This has made more resources available for the services sector of the
economy. Increased productivity results in a reduction in the price of manu-
factured goods, leading to an increase in disposable funds for the con-
sumption of services. This makes industrial policy in manufacturing and
services interesting for consideration.8

The MIT (Massachusetts Institute of Technology) Commission on
Industrial Policy has studied the importance of manufacturing. From a
study of the US economy, the commission drew the following conclusions
(Dertouzos et al., 1990, pp. 39–42):

● In 1987 in the US, imports of goods and services were ten times
higher than exports of services. It is necessary to manufacture and
export goods in order to pay for imports. The more resources are real-
located to services, the lower the chance of balancing the balance of
payments.
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● Moving resources from the manufacturing industry into services
causes a shift from a sector with relatively high productivity growth
to one with lower growth.

● Almost all R&D is carried out in the manufacturing sector.
● National defence depends on the purchase of a great amount of manu-

factured goods. If a country starts to depend on foreign suppliers,
national security may be placed in jeopardy.

THE ROLE OF THE GOVERNMENT

The standard comparative advantage and factor proportions theories of
international trade may be satisfactory for the explanation of trade in
primary goods. However, they are less satisfactory in explaining trade in
industrial goods. Manufacturing can be seen as a collection of industries
with no factor abundance base. On those grounds it is difficult to explain
why the US exports computer software, why France exports perfumes while
Japan exports copiers, cameras and VCRs, or why the Swiss export choc-
olate, chemicals and watches.

A country’s comparative advantage not only depends on its geographi-
cal resource endowment, but is also shaped over time by the actions of both
businesses and government. Government economic policies may affect
comparative advantage over time by influencing the quantity and quality
of labour, capital, incentives and technology. Comparative advantage in
manufacturing industries is not an unchangeable condition of nature, but
often the outcome of economic policies that affect incentives to save, invest,
innovate, diffuse technology and acquire or ‘import’ human capital (as was
the choice during the 1960s and will be the case from 2010 for several
decades).

Until the 1970s, market imperfections and multiple equilibria were at the
margin of orthodox economic analysis, but these imperfections are at the
heart of the analysis of the new theory of trade and industrial policy.
A country’s size, regional disequilibria, skill, mobility and unionisation of
labour, R&D, sunk costs, economies of scale, competition and bankruptcy
laws are just a few imperfections. To ignore them is to fail to realise that their
effects can be mitigated by economic policy (Tyson, 1987, pp. 67–71). In the
field of manufacturing, a government has at its disposal several policy
instruments. These include trade policy (tariffs, subsidies and NTBs) that
may reduce competition and antitrust policy that increases it; preferential
tax treatment; non-commercial loans and loan guarantees as a support to
risk capital; exports, insurance and other subsidies; public procurement;
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support for education and vocational retraining; assistance to workers to
improve their professional and geographical mobility; and the provision of
public or publicly financed R&D.

Free competition within an economic union brings costs of adjustment
to which governments, voters and citizens are not indifferent. It is often
forgotten that increased competition brings benefits in terms of economic
restructuring. The costs of adjustment are often highly concentrated on the
(vociferous) few and are usually temporary, whereas the benefits are dis-
persed over a long period of time and throughout the society, but in rela-
tively small instalments to everyone. In the real, second-best and imperfect
world, there may be enough scope for both market mechanism and select
intervention (economic policy).

The role of governments as organisers of national economies is coming
under increasing inquiry. Governments can play several roles in economic
activity, including:

● setting general economic and political stability;
● initiation;
● supervision;
● ownership of assets; and
● arbitration.

In spite of general agreement about the need to reduce the extent of
public intervention in the allocation of resources in a national economy, it
is a fact that the countries that have had the most impressive economic
achievements during the past two decades are those whose governments
exerted a strong and positive influence over all facets of commercial affairs
(Dunning, 1994b, p. 1). The actions of governments, markets and firms are
not substitutes for one another, but they do need to be mutually support-
ive. Instead of being obstacles, they need to be structured in such a way as
to support and facilitate the actions of the others. This is a formidable task
indeed.

A general reduction in tariffs and NTBs, as well as economic integration,
may increase a country’s market. However, free markets often fail to take a
long-term view of society’s needs when making structural adjustments.
Such adjustment (the transfer of resources from declining to growing
industries) is not necessarily a swift, cheap and smooth process. In addition,
it is a risky operation, as the future of expanding industries is not secure in
the long term. If (a big if) astute adjustment policies (intervention) can
facilitate these shifts and if this stimulates the new use of resources by pro-
viding incentives and support to the private businesses to adjust to the new
situation, then intervention may have a certain justification.
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One can make predictions about the model of economic adjustment
based on the characteristics of a country’s financial system. First, if this
system relies on capital markets that allocate resources by competitively
established prices, the adjustment process is company led. The allocation
decisions are the responsibility of firms, as is the case in the US. Second, in
a credit-based financial system where the government is administering
prices, the adjustment process is state led (such as the past experiences of
Japan and France). Finally, in a credit-based system where price formation
is dominated by banks, the adjustment process can be considered as nego-
tiated. An example can be found in Germany (Zysman, 1983, p. 18).

A common view of the world holds that firms play Cournot–Nash
games against all other players (each firm decides on a course of action, for
example, optimising output, on the assumption that the behaviour of the
other firms remains constant), whereas governments play the Stackelberg
game (the agent knows the reaction functions of all others) against firms
and Cournot–Nash games against other governments (Brander and
Spencer, 1985, p. 84). Unfortunately, these are all games that can produce rel-
atively unstable equilibria and fluctuations in prices. In contrast, collusion
among the players would lead to a relatively stable (Chamberlin) solution.

JUSTIFIED INTERVENTION

The key question in the debate on industrial policy (the relationship of
states and market) still remains: can imperfect governments make the shift
of resources any better than imperfect markets? The answer is ‘generally
not’, but this does not mean that market solutions are always superior to
other ones. Just as the dangers of market failure are often exaggerated, so
are the competencies of governments. None the less, in some cases a gov-
ernment’s intervention (policy) may fare better than a free market solution.
Here are some examples of situations in which intervention may be justified.

First, the time horizon in which private markets operate is relatively
short. They may not foresee countries’ long-term needs in the face of
changing circumstances, capabilities and opportunities with a high degree
of accuracy. Japanese manufacturing is financed to a large extent by bank
credits, whereas US industry uses this source of finance to a much lesser
extent. This means that managers of Japanese firms who ask their bank
manager for a loan can justify the request on the grounds of the profits that
will accrue when ‘their ship comes in’. Managers in a comparable American
firm in a similar situation must be sure that they can see the funnel of the
ship in the distance. Hence, US industrial production is in general much
more affected by the short-term interests of shareholders than is Japanese
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industry. The major goal of Japanese and German bank and enterprise
managers is to try to ensure a firm’s long-term competitive position in the
market and thus some of them tend to look favourably on risky invest-
ments such as the commercialisation of new technologies. In contrast, the
US system favours readily measurable physical (mergers and acquisitions)
over intangible assets such as education or R&D. In spite of such a theo-
retical observation, the US is in practice the world leader in new technol-
ogy and its application.

Government policy can shift this short-term perspective towards longer-
term economic considerations. However, less than perfect foresight can lead
banks into bad loans, which can culminate in financial crisis, as occurred in
the developing countries during the 1980s or in Japan at the end of the
1990s. Japan and the newly developed countries such as Korea had been
held up as examples of a successful manufacturing-led development path
based on intervention. These Asian countries were delivering ‘good news’
for a long time over 1970s and 1980s. Much of the credit for these achieve-
ments went to government planners who ‘knew what they were doing’.
However, when serious regional crises emerged in the late 1990s (essentially
because of lightly regulated banking, which was subject to severe moral
hazard problems), the truth was revealed: they didn’t know. Sceptics argue
that Japan and Korea would have had an ever-steeper growth curve had it
not been for selective intervention. Given macroeconomic stability, equi-
librium and a stable exchange rate, high and stable savings and investment
rates, an enterprising spirit, a respectable level of education, relatively com-
petitive labour markets and relatively liberal trading system were more than
enough to stimulate even faster growth. The contribution of selective inter-
vention was negligible or harmful (Pack, 2000, p. 51).

Second, in a different case, risk-averse governments may countenance
stockpiling in order to cushion the effect of a possible crisis. Private mar-
kets may not have the inclination and/or funds to do the same in the long
term. A government may estimate the cost of this kind of risk in terms of
GDP that would be sacrificed in the case of an unexpected reduction in the
availability of certain inputs.

Third, governments may wish to keep some facilities for the home pro-
duction as a bargaining chip to use with foreign suppliers while negotiating
prices of long-term supply contracts. This should deter foreign monopolies
from charging monopoly prices.

Fourth, market forces are quite efficient in allocating resources among
producers and allocating goods and services among consumers in simple
and static settings. Much of the power of markets in these circumstances
emerges from the fact that prices convey all the necessary information to
participants in the market. This enables them to act independently, without
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explicit coordination, and still reach a collectively efficient solution. It is
possible that markets can, at least in principle, solve simple and static prob-
lems in a remarkably efficient way, but it is not entirely surprising to learn
that the free market game is less successful in more demanding circum-
stances with market imperfections. Adjustment problems occur because of
the unsatisfactory operation of the market/price game viewed from the
long-term vantage point. It is the aim of forward-looking intervention to
set the economy on the road towards the desired long-term equilibrium.

Fifth, basic research provides significant positive externalities (spillovers)
throughout the economy. These social gains are in most cases difficult for
private markets to grasp because the private risks and costs may be very
high and the benefits uncertain. In addition, without interventions, such as
patents and other intellectual property rights, free markets cannot guar-
antee sufficient pecuniary returns to the private risk-taking innovator.
The outputs of successful basic research fuel technological progress in the
country. In most countries, such research is funded in full or in part by the
government either directly (subsidy) or indirectly (tax relief). Governments
and private businesses share the risk.

Sixth, industrial policy may ease economic adjustment in a more efficient
and equitable way than free market forces. This policy may provide support
for R&D, education and training, for geographical and professional mobil-
ity of labour, investment subsidies, protection and other support such as
that for the improvement of infrastructure during the early fragile period
of a new industry. Free market forces fail to do so. As for adjustment and
exit from ailing industries, government policy may offer unemployment
benefits, vocational training and early retirement schemes. Industrial policy
can, to an extent, both anticipate and shape these changes. It can be
involved either directly in picking the winners/losers or indirectly by creat-
ing the business environment in which firms can make choices in a poten-
tially successful and desirable way.

Seventh, agriculture is a sector in which every government intervenes.
Because of the impact of weather conditions and biological cycles, free
market forces cannot achieve the reliability of supply and stability of
incomes of the farm population relative to the labour force in other sectors.
In addition, governments seek to secure the domestic supply of farm
goods in circumstances of war, as well as protecting the landscape and
environment.

The eighth reason for the introduction of an industrial policy is that
this policy may be able to respond, with various internal and external
(retaliatory) measures, to the economic policies of other countries. Left
alone, market forces may take advantage of foreign policies in the short
term, but if the long-term strategy of foreign competitors is to undermine
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the importing country’s home production by means of predatory pricing
in order to create an international monopoly, then the long-term effect
may be detrimental to the importing country’s welfare. An industrial
policy may be a suitable response because it can change the possible free
market outcome.

INSTRUMENTS

Tariffs (trade policy) have historically been the most important instrument
of industrial policy. After a number of rounds of multilateral reduction in
tariffs under the auspices of GATT/WTO, the use of this instrument has
been restricted in scope and reduced in power. However, other methods of
interventionhavedeveloped.Someof these representprotectionistpressures
against adjustment, while others are adjustment oriented. They include:

● subsidies for exports, production, education, R&D and investment;
● NTBs;
● tax, exchange rate and credit policy;
● public purchases;
● price and exchange controls;
● regulation of the market (such as licensing);
● technical and other standards;
● direct production by the state;
● provision of infrastructure; and
● competition and concentration policy.

The most benign intervention is the kind that does not harm other busi-
nesses and sectors. The most effective instruments of such an industrial
policy include macroeconomic stability, education and the provision of
infrastructure. Low inflation, a stable exchange rate and slightly positive
real rates of interest may be the best tools of such an industrial policy.
Savings will increase and entrepreneurs will have the chance to observe and
shape their future with a relatively high degree of accuracy. Well-educated
managers and a well-trained workforce (investment in human capital as a
created factor) provide the economy with the most valuable assets capable
of solving problems. Moreover, in many cases, private businesses are not
interested in investing in infrastructure (sewage systems, roads, bridges and
so on), so the government needs to step in.

Subsidies may be a distorting instrument of industrial policy. They
may diminish incentives for the advance of profitable firms if they are
always taxed in order to provide the government with revenue to subsidise
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inefficient enterprises. A subsidy that stimulates the introduction of new
capital may distort a firm’s choice of technologies. This is relevant for firms
that use capital and labour in different proportions. If a firm has to pay the
full cost of capital it might choose another technology. A one-off subsidy to
investment may help a firm buy time and adjust to an unexpected change in
technology or demand (its fickleness and sophistication). If the value of sub-
sidies and other favours is smaller than the value added in the given indus-
try, then subsidisation may be justified (but determining this can be quite
difficult and uncertain). If subsidies are provided on a permanent basis for
the protection of employment to an industry or firm, then there is no incen-
tive for the management to perform as efficiently as in those enterprises or
industries where market criteria dominate. A permanently subsidised indus-
try or firm is a very likely candidate for nationalisation.

Sufficient subsidies will always maintain output (in ailing industries) at a
level that would be unsustainable in free market conditions. Emerging
industries, where investment risk is quite high, have to offer the prospects
of relatively higher rewards than elsewhere in the economy in order to
attract factors. Gains in productivity in these new businesses may be able
to cushion increases in pecuniary rewards to investors without increases in
prices. However, faced with the possibility of higher wages in one industry,
trade unions may press for increases in wages elsewhere in the economy.
Without increases in productivity, the result may be an increase in prices
throughout the economy. None the less, the industries that use new tech-
nologies and in which productivity is higher than elsewhere in the economy
may be one step ahead of other businesses in this race.

The policy of shoring up a ‘dying’ industry for an excessively long period
of time is like moving forwards but looking backwards. It may be prefer-
able to compensate redundant labour rather than continue to shore up
ailing firms. Compensation to redundant labour needs to be provided by
the public authorities because the whole society benefits from the process
of industrial change and adjustment. Shareholders of dying firms should
not be compensated for the depreciation in the value of their shares. They
should channel their funds into the growing businesses that need fresh
capital for expansion, not to those that are declining and do not need it
according to free market criteria (Curzon Price, 1981, pp. 27–9).

In contrast to industries that use ageing technologies, emerging ones
require venture capital: they may be quite small, numerous, unstable and
have an uncertain future. When they are in trouble their voice may not be
heard as loudly as that of declining industries. Investment in emerging firms
is risky because many of them collapse before they reach maturity. However,
these firms are the greatest propelling agents of a modern economy.
Although many of them disappear from the market, many others stay and
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new ones are created. A high birth rate of new firms is the best indication
of the vitality of a system which creates opportunities, so that many new
enterprises may be started and the risk accepted. Alfred Marshall drew an
analogy between the forest (industry, sector or the whole economy) and the
trees (individual firms). Trees may grow and decay for individual reasons,
but what is important for the economy is that the forest grows.

Entrepreneurs (sometimes seen as ‘maniacs with a vision’) often have
genuine ideas, but many of them do not have the necessary knowledge
about how to run a business. Some of them may know, but cannot persuade
those with funds to support their projects. Why is this so? Reasons include
a number of cultural factors (risk lovers or risk-averse investors) and the
lack of knowledge and understanding to recognise and seize the oppor-
tunity. For example, a century ago a man went to a Belfast bank and asked
for a loan to start a company. He explained to the bank managers that his
invention was a mechanical horseless device that would replace horses in
ploughing. This was too risky for the bank as it could not foresee that the
enterprise would be a commercial success. Hence this man, whose name was
Ferguson, went to Canada. He met another man by the name of Massey,
they teamed up, and the rest of the story is generally known. Massey
Ferguson became one of the major world producers of tractors and agri-
culture-related machinery. The moral of this story is that one needs to
recognise and seize the opportunity. Carpe diem.

All protectionist measures offered to an industry should be conditional,
otherwise the problems of the industry can be exacerbated. If the protected
industry is a declining one, then its adjustment may be postponed or
reversed by production or employment subsidies. This increases costs to
society in the long term because the desired change (transfer of resources
from low- to high-profit industries) does not take place. The adjustment
policy needs to be of limited duration. It should involve both public funds
and private capital, as well as make the cost of action as transparent as pos-
sible. In addition, the recipients of assistance should be expected to develop
comparative advantages prior to the termination of that help. Market
processes should be encouraged and managerial practices improved.

It has been argued, not without dispute, that protectionism did not cost
the US economy any more than the trade deficit did. The real harm done
by protectionism (reduction in the efficiency of production because of a
fragmentation of markets, as well as prevention of specialisation and
economies of scale) is more modest than was usually assumed in the case
of the US. The major industrial nations suffer more, in economic terms,
from the relatively unattractive problems for economic analysis such as
‘avoidable traffic congestion and unnecessary waste in defence contracting
than they do from protectionism. To take the most extreme example, the
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cost to taxpayers of the savings and loan bailout alone will be at least five
times as large as the annual cost to US consumers of all US import restric-
tions’ (Krugman, 1990b, p. 36). The reasons why protectionism features
relatively highly on the public agenda can be found in politics and symbol-
ism. Politically, free trade offsets economic nationalism, while symbolic-
ally free trade is a cornerstone of liberal democracies. In addition, those
involved in protected businesses, such as agriculture and manufacturing
industries that employ ageing technologies, tend to vote in large numbers,
unlike the rest of the population.

Direct subsidies for R&D or indirect subsidies in the form of public pro-
curement are powerful instruments for the support of industries that intro-
duce new technologies or new goods and services. The volume of demand
and its structure provides the most important incentive for production. This
is also crucial for the strategic industries, whose activities provide external
and non-priced gains through linkages and externalities to the rest of the
economy (examples include the machine-tool industry, biotechnology,
pharmaceuticals, computers, telecommunications and data-processing).9

If start-up costs create a barrier to entry into a strategic industry, the gov-
ernment may step in and help out. If the governments of other countries are
subsidising their strategic industries, the case for intervention by the domes-
tic government can look very persuasive. In the early unstable phase of the
introduction of a new production technology, good or service, a secure
government demand provides a powerful impetus for the firm to develop the
product and open new markets. If this production does not become self-
sustaining within a specified period of time, then it may never become
profitable and resources that may be allocated for protection may be used
elsewhere in the futurewithagreaterefficiency in improvingcompetitiveness.

The costs of subsidies need to be considered before intervention.
A subsidy to one firm is a tax on others. If there is the chance of high
returns in the future, such a tax might be worth bearing, but the gains are
impossible to judge in advance. Once a government starts handing out sub-
sidies, demands for more aid may go on expanding without end. At that
point, political power, rather than ‘economic sense’, determines who gets
what and where. The long isolation of an industry from market forces may
remove the incentive to respond swiftly to signals that come from competi-
tion in international markets.

When affording protection to an industry, it must be on the condition
that the schedule of protection/intervention will be revised downwards
over time. Protection that is not temporary and selective may create serious
adjustment problems and increase costs in the future. The strategy of selec-
tion and the transitory nature of protection may provide a limited adjust-
ment period to an industry by mitigating the full impact of international
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competition. This programme does not ensure the existence of inefficient
industries and firms, but rather their adjustment and exit from declining
industries. The self-liquidation of protection is perhaps the only way of
keeping up the incentive to adjust. If adjustment programmes offer funds
to firms, then this must be under the condition that these funds are spent
on specified activities. Technical advisory boards that represent a wide
community should oversee adjustment programmes (Tyson and Zysman,
1987b, p. 425).

Public intervention in many countries has primarily, but not exclusively,
been directed towards ‘problem’ industries. These have usually been agri-
culture, coal, steel, textile and footwear industries. However, there appears
to be growing interest in intervening in emerging industries where technol-
ogy changes fast. Intervention in this case takes the form of providing or
subsidising innovation and R&D, special tax treatment of new technologies
(tax holidays and subsidies), training of labour, education of management,
government procurement and provision of infrastructure, as well as more
general instruments such as planning, policy guidelines and exchange of
information.

Many of these instruments may be applied to a single target simultan-
eously, and may sometimes be in conflict. If the objective is to increase
efficiency, then competition and concentration may be conflicting. Many
industries may not operate efficiently without a certain degree of concen-
tration dictated by minimum efficient economies of scale. So, this has to
be accepted. Small countries usually do not have very restrictive anti-
monopoly laws, because efficient production in the home (unprotected)
market and possibly even abroad often allows the existence of only one
efficient production unit. Countries such as France foster a policy of con-
centration and efficiency, whereas others such as the US, because of the
huge home market, have strong anti-monopoly legislation that favours free
(internal) competition. Inward-looking industries whose production tech-
nologies in the declining phase of their life cycle traditionally lobby in every
country for protection, whereas the emerging industries, which are oriented
to the widest international market, support free trade.

SMALL AND MEDIUM-SIZED ENTERPRISES

It was a strongly held belief in Europe during the 1960s that large American-
style companies were the key factor in the economic growth of a country.
These enterprises may, among other things, spend substantial funds on
R&D and increase the international competitiveness of their output.
Hence, mergers and acquisitions were encouraged. That policy left Europe
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with a number of slumbering industrial giants, ill-equipped to face the
challenges of the 1970s and 1980s (Geroski and Jacquemin, 1985, p. 175).
However, experience has shown that those countries that spend most on
R&D do not necessarily have the highest rates of growth. It was also realised
that SMEs,10 largely forgotten or pushed to the outskirts of traditional eco-
nomic analysis, are important players in economic revival and employment.
Subsequently, the policy that strongly encouraged mergers and acquisitions
was abandoned. It is recognised that, per unit of investment, more jobs are
created by SMEs than by large companies. This may be one of the outcomes
of the business policy of (large) firms that want to avoid conflicts with
organised labour. Product differentiation demands production on a smaller
scale and decentralisation of business. This is radically different from the
prevailing theoretical expectations during the 1960s.

An expansion of SMEs started after the first oil shock (1973). However,
jobs created by SMEs often have the disadvantage of being relatively less
secure than those in large firms. Being small, these firms need to be flexible
if they want to withstand competition. Flexible SMEs often use hit-and-
run tactics in their business, linked with low sunk costs, as they can react
faster to new business opportunities than more rigid, large firms. ‘Small is
beautiful’ when one wants to move and change, but it is not so ‘beautiful’
when you want to attract a risky investment. SMEs are often less able than
large companies to behave ‘strategically’ and do not have as much lobbying
power. This is because SMEs are vulnerable to actions of large firms and
government policy. Large firms may also have a much larger capacity to
deal with uncertainties and international crises than SMEs. Despite this,
SMEs are necessary for the balanced growth of an economy, as they pro-
vide links among various subsectors. In general, neither large businesses
nor SMEs can be efficient in isolation. They both need each other. Big busi-
nesses may use specialised SMEs as subcontractors and buffers against
fluctuations in demand.

Whereas industrial policy deals with selected industries, policy on SMEs
deals with firms of a specific size in all industries. The aim of SME policy
is to rectify market imperfections that may work to the disadvantage of
smaller firms (uncertain future, high risk, potential isolation, low asset
value although not necessarily of ‘low quality’). This policy also exploits
the positive aspects of relative smallness, such as organisational flexibility,
fast and smooth flow of information, product differentiation and custom-
made goods and services.

When a large corporation operating in a declining industry closes down a
plant in a city dependent on that industry, the first reaction of the govern-
ment is often to offer subsidies to large new corporations to settle there.
However, industrial rhinoceroses attracted by such subsidies usually remain
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loyal to the area only as long as the carrot lasts. If it is not certain that the
incentives (subsidies) will last until the end of the investment/production
programme, firms will not be attracted to the area. Risk-averse enterprises
may in this situation request larger incentives and/or invest only in projects
with relatively high rates of return.

Locally created jobs can be found in the development of SMEs. Of
course, SMEs may not create enough jobs in the short term to make up for
the loss of jobs in a geographical area where a large corporation has closed
down. However, in the past ten to twenty years, SMEs have accounted for
more than half of new jobs in some countries, such as the US. In the EU,
SMEs are expected to flourish. About 20.5 million SMEs in 2000, were
employing about 80 million people (two-thirds of all those employed) in the
EU.11 SMEs are often very efficient because, in spite of their size, they can
achieve economies of scale by specialising in a very specific market segment
and addressing the entire EU rather than a local or national area (assum-
ing demand for their output exists there). Large Italian firms such as Fiat,
Olivetti and Pirelli dominate the domestic market in their industries, but
outside Italy these firms have a (very) modest share of world markets. In
contrast, Italian firms in industries dominated by SMEs, such as footwear
and clothing, are often world leaders (Porter, 1990a, p. 445).

A policy of support for SMEs is quite different from one that fosters the
development of a few national champions that are easy to control. Until the
1980s, the EU countries generally regarded SMEs as unstable and marginal
firms. Although it is true that many SMEs have a much shorter lifespan
than large firms (many SMEs disappear from the market before they reach
maturity), new ones are continually being created. This is not a worrying
sign, but rather an indicator that the economic system is healthy and con-
ducive to trying out new business opportunities. Since the mid-1980s, the
EU approach towards SMEs has changed. Many industrial policy pro-
grammes now support this type of enterprise. SMEs are of vital importance
when a market is in the process of opening and deepening, as was the case
with the Single Market Programme. Euro-Info centres act as ‘marriage’
agencies for SMEs, brokering the establishment of business networks
among such firms. This evolutionary and cumulative process needs for its
sustenance an educational system that supplies businesses with employees
proficient in the skills required. None the less, the EU needs be much more
explicit in its industrial policy towards SMEs. Hence, it has been decided
that the European Investment Bank (EIB) should in future support SMEs
to a much greater degree than in the past.

Spain has traditionally been a relatively closed economy; hence, it is inter-
esting to explore the impact of the Single Market Programme (market
opening) on Spanish SMEs. Although the economy was protected, exporting
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was widespread among Spain’s SMEs even before Spain joined the EU in
1986. Jarillo and Martínez (1991) surveyed a sample of SMEs three years
after Spain’s entry into the EU, by which time the Single Market Programme
was in full swing. They found that:

● almost all SMEs were exporters even when the Spanish economy was
still relatively isolated from the rest of the world;

● the costs of production were declining as a competitive advantage,
whereas design, style and superior technology were assuming increas-
ing importance;

● two-thirds of the SMEs were exporting to the EU even before
1986; and 

● some SMEs saw the Single Market Programme as a threat (the
group of firms for which international activities were secondary to
their main business in Spain), while none saw it as a new oppor-
tunity as access to the EU market had been almost free since the
mid-1970s.

Hence, the Single Market Programme was perceived by Spanish SMEs as a
‘bad thing’ or as a non-event! In spite of that conclusion, there is a large
gap in our knowledge of the relationship between economic integration
and the behaviour of SMEs.

The opening up and deepening of the internal EU market prompted
by the Single European Market brought several advantages to SMEs,
including:

● the rationalisation of distribution networks;
● cheaper and fewer inspections of conformity standards;
● diversification of suppliers;
● more efficient stock controls; and
● savings in time and cost of transport.

In addition, the European Council in St. Maria di Fiera (2000), Annex III,
accepted the European Charter for Small Enterprises. According to this
charter (which supports the Lisbon strategy for the future of the EU
economy), SMEs must be considered as a main driver for innovation,
employment as well as social and local integration in Europe. Policy action
towards SMEs should include:

● education and training for entrepreneurship;
● cheaper and faster start-up;
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● better legislation and regulation;
● availability of skills;
● improving online access;
● more benefits from the Single European Market;
● taxation and financial matters;
● strengthening the technological capacity of small enterprises;
● successful e-business models and top-class small business support;

and
● development of a more effective representation of SMEs’ interests at

EU and national levels.

However, not everything in the garden is rosy. Many SMEs do not fully
understand the operation of the Single European Market. They may be
familiar with the concept, but relatively few understand the conditions
under which they can use the ‘CE’ (conformité européenne) mark, which
shows that the good was produced in the EU and that it meets EU
standards. Future EU policy regarding SMEs needs to take account of the
following issues:

● easing access of SMEs to financial resources (this was the major
weakness of SMEs and is supposed to be mitigated by the new policy
orientation of the EIB);

● incentives to individuals to become entrepreneurs;
● a simple and clear regulatory climate in which to start up small

businesses;
● opening up of public contracts to SMEs;
● incentives for advice and technology transfer to SMEs;
● stimulation of innovation in SMEs; and
● modification in education and training beyond basic formation in

order to assist the unemployed to become entrepreneurs.

DIVERSIFICATION AND REALLOCATION
OF RESOURCES

The promotion of adjustment of some industries does not always go
smoothly. Some ailing industries are well-established, relatively large
employers of labour with a strong political lobby. This is often the case with
the steel industry. However, some steel firms undergo adjustment quite suc-
cessfully. Such was the case with the US Steel Company, which closed 13
steel-making units and diversified out of steel. The company invested funds
in a shopping centre in Pittsburgh, Pennsylvania, and a chemical business
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in Texas. Steel-making came to account for only 11 per cent of US Steel’s
operating income (Trebilcock, 1986, p. 141). Other steel companies prefer
a quiet life. They neither innovate nor compete, but they are able to mobilise
powerful political forces and government policy instruments (for example,
tariffs, quotas, NTBs, subsidies) in order to resist adjustment (contraction
in output and labour redundancies).

The response of a number of US firms to shocks such as an increase in
labour costs during the 1970s and 1980s was to stick to the same technol-
ogy, but to invest abroad where labour costs are lower. In contrast, the
response of Japanese firms to the same shock was to change technology
and increase productivity. In addition, some Japanese TNCs operating in
the US increased the US content of their goods over and above the domes-
tic content of their US counterparts in the same industry. A number of US
firms wanted to compete with Japanese TNCs in the home market not
necessarily on the basis of productivity, but rather on the grounds of low
labour costs. Thus, many US firms started either to source heavily from
abroad (developing countries) or to geographically relocate their labour-
intensive operations there or both. Japanese TNCs operating in the US
increased productivity, so that, for example, by the mid-1980s colour TVs
sold in the US by domestically owned firms had less local content than
those made by Japanese competitors. In 1987, cars produced in the US by
Honda had a local content of over 60 per cent. This was expected to
increase to 75 per cent over the following ten years (Graham and Krugman,
1995, pp. 79–80).

The newly industrialised countries have substantially increased their
competitiveness in traditional industries such as steel, shipbuilding and tex-
tiles. China has become highly competitive in certain parts of mass market
electronics. Their output position is irreversible in the medium and,
perhaps, long term. These industries cannot be recovered in the developed
market economies on the grounds of reductions in wages. Such a policy
would involve a waste of resources, as trade unions would resist cuts in
wages to meet the level of wages prevailing in the newly industrialised coun-
tries which have productivity at a level similar to that in developed market
economies.

When economic adjustment is spread over a number of years, it may
appear to be easier and less costly per unit of time. Some ‘breathing space’
for structural change (slowing down the attrition or keeping ailing indus-
tries alive) may be achieved, but this argument is not always valid. First, the
damage to the rest of the economy is greater the longer a depressed indus-
try is allowed to last and, second, there is no evidence that prolonged
adjustment is any easier to bear than quick surgery. Even direct costs may
turn out, in practice, to be higher (Curzon Price, 1981, p. 120).
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PICKING THE WINNER/LOSER

The new theory of trade and strategic industrial policy found, in contrast
to the neo-classical theory, that some manufacturing and service industries
may be relatively more ‘important’ to an economy than others. These are
the industries with economies of scale, numerous forward and backward
linkages and non-priced spillover effects (externalities) on the rest of the
economy. Privileges to these industries may create a new irreversible
competitive advantage for a country.

It needs to be clear from the outset that the findings of the new theory
are not prescriptions for economic policy, but rather an agenda for further
research (Krugman, 1993b, p. 164). A selective industrial policy goes hand
in hand with a policy of picking a winner (creating a national champion)
or a loser (bailing out). Industries are established or maintained in or
removed from certain geographical locations. This process has always
been difficult and risky and has demanded considerable and costly infor-
mation. If this were not so, then you would probably not read this book,
but rather look at the stock market report, and invest and increase the
value of your assets by several zeros daily. Today’s winner, if wrongly
chosen and requiring permanent subsidies may become tomorrow’s loser.
When intervening, it is important to have reasonable aims and it is prefer-
able to use policy tools in an indirect way and be ready to withdraw from
the project if undesirable events occur, in order to prevent even greater
damage and losses.

The preference for picking the winner most often occurs in those
countries whose domestic market is small and unable to support the com-
petition of several firms operating at the optimum level of efficiency. In
theory, national free market policies can be fostered in large countries, such
as the US, which can leave market forces to select the best suppliers. Smaller
countries usually have to rely on selective policies, which are potentially
riskier. They have to make the best use of the limited amount of available
resources. These resources have to be concentrated on selected industries
(specialisation). Such an industrial and trade policy may be termed ‘cau-
tious activism’, which should not be taken to mean protectionism.

Whereas France relies on a relatively centralised model of the economy,
Germany has fostered a decentralised model. However, these two countries
have achieved a similar level of economic success (de Ghellinck, 1988,
p. 140). When picking the winner, a government chooses between support-
ing emerging industries and propping up ailing ones (protection of the
existing structure which is adjustment averse). The balance between the
two depends upon both the power of the industries involved and the aims
of the government.
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The policy of singling out certain industries or firms for special treatment
inevitably means ignoring the problems of all the others. The ‘neglected’
businesses may be at a relative disadvantage because they cannot count on
direct support from the state if they happen to be in need. In addition, they
are taxed in one way or another in order to provide funds for the public
support of the ‘privileged’businesses. This drains funds for investment in the
promising enterprises. Such a policy has a strong impact on the geography
of production.

Neglecting emerging and expanding industries with strong positive
externalities can reduce the inclination of entrepreneurs to take risks and
jeopardise the growth of the economy in the future. If a government cannot
formulate the basic structural objectives of national economic policy, then
the politically strongest segment of business will seize it.12 Policy will be
formulated in a hurry in response to the political pressures of the moment,
with the likely outcome of protecting troubled industries. Independence,
resistance to business pressures and clear economic objectives on the part
of government remove extemporisations in economic policies. If this were
not the case, a country’s industrial policy would be an instrument for
supporting obsolete industries and a brake on expanding ones (Tyson and
Zysman, 1987a, p. 22). The history of trade and industrial policy (just look
at the GATT rounds of negotiations) reveals how hard it is to combat the
entrenched interests of producers.

Output grows fastest in emerging industries. These industries do not
necessarily create a significant number of direct jobs but, as a result of link-
ages and other externalities, they have good potential to create indirect jobs.
There has, however, been a notable technological improvement in declining
industries such as textiles and steel. Thus, the distinction between the two
kinds of industry is mostly for analytical purposes, as there are no industries
with obsolete production technologies, but rather firms (within those indus-
tries) that employ ageing technology. An astute government may note that
the industries are no longer sharply divided into ‘good’ and emerging indus-
tries such as electronics and ‘bad’ and declining ones such as shipbuilding as
was the case in the 1970s and 1980s. In fact, it has become apparent that there
is to a large extent a ‘global’ structure of manufacturing whatever the indus-
try. In these circumstances, the law of supply and demand will always locate
the lowest value-added part of the production chain in the geographical
area with the lowest wages. In these circumstances, a smart option for the
risk-averse developing country may be to choose first to establish a ‘good
declining industry’, rather than an uncertain expanding one. Of course, the
potential consequence of this type of expectation and choice may be a
decline in the standard of living relative to countries that have gone for a
different development model and are successful (?!) in its implementation.
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Targeting (selection or welfare ranking) is linked to four basic issues:

● which industries or firms should receive support;
● what kind of support should be provided;
● where they are located; and
● how long the assistance should last.

The industries that are singled out for ‘special treatment’ are usually
those that are significant employers and those that have important exter-
nalities or strong lobbying power. In addition, if private markets do not
favour risky investments, such as the development of alternative sources of
energy, then governments may also single out such investments for special
treatment.

If domestic regulations regarding safety standards are stricter and more
costly to implement than abroad, then, other things being equal, this may
place home firms at a disadvantage relative to foreign competitors. Such a
case may be used as an argument for demanding some national public
‘support’ and international involvement in these affairs in order to enforce
foreign competitors to adhere to a similar level of environment protection.
This issue was important during the eastern enlargement of the EU.

Political reasons such as national defence and pride may influence
decisions about support for certain industries. Assistance should cease as
soon as the beneficiary becomes profitable; or once it becomes obvious that
this will never happen (governments are on the whole known to be unwill-
ing to slash subsidies when there is evidence of failure as happened during
the Concorde project); or after the expiration of the specified period of
assistance.

Japan is thought to be an example of a country that has reaped the
fruits of conscious targeting of certain manufacturing industries for
several decades. As a result it has stayed one step ahead of its competitors
regarding new technologies in the targeted industries.13 During the 1960s,
the target industries were steel and shipbuilding because of their
significant externalities. Another target was the toy industry. During the
1970s the targets were machine tools and cars. The target for the 1980s
was electronics (photocopiers, computers, audio and video equipment).
For the 1990s it was the semiconductor industry. This may be taken as an
example of the shaping of comparative advantage in a dynamic context
for a specified, relatively limited, period of time. Japanese ‘targeting’ was
first and foremost an information-collecting, interpretation and transmis-
sion process which helped the individual firms to make investment deci-
sions. Japan emphasised intervention in technological areas that created a
large bilateral trade surplus with the US, rather than intervention in firms.
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However, in spite of the success in high-technology industries, average
living standards in Japan are below those in the US or the EU. Part of the
explanation may be found in the relatively high proportion of Japanese
national resources that are devoted to stagnant industries compared with
in the US.

Targeting has not always been successful, for a variety of reasons.
During the 1960s, MITI selected steel and shipbuilding as the ‘winners’.
Intervention (support) was relatively heavy. At that time, Japanese corpor-
ations faced an identical business choice and also opted to invest in these
industries, although this would have happened even without government
intervention. Japan then targeted the production of aluminium and petro-
chemicals, a choice that was subsequently proven by the first oil shock to
be mistaken. In contrast, MITI was opposed to the promotion of the car
industries (nor was electronics on the priority list) during the 1960s as the
US and Europe were at that time ahead of Japan in this area. In spite of
official opposition to the expansion of the industry, private enterprise
continued to invest and was successful without public support (if one
leaves aside the relatively closed domestic market). The private policy was
right and yielded positive results for some decades to come. If left alone,
private businesses may sometimes find superb solutions. Throughout the
1990s, Microsoft was the prime example of such development in the US
(which ended up as a global monopoly). However, it is impossible to know
in advance which company of today and tomorrow from which industry
and in which location will replicate the success of Microsoft.

During the 1990s, Japanese industrial policy was transformed. Increased
emphasis was given to deregulation and privatisation in the economy
together with safeguarding of the traditional consensus-building spirit. As
for the targeting of ‘high-growth industries’, the evidence that is emerging
does not reveal Japanese success in this area. ‘Targeting was actually more
prevalent in the uncompetitive Japan, while a large proportion of the com-
petitive industries had no government targeting’ (Porter, 1996, p. 88). Since
the mid-1990s, China has fostered a policy of big national champions in
certain parts of manufacturing. These champions (for example, TCL in
television sets and mobile phones) dominate the domestic market and try
to capture a share of the global one.

Elsewhere in the developed market economies, the policy of targeting has
not always gone so smoothly. After the Second World War, industrial policy
relied partly on the unorganised labour that was flowing from agriculture
and abroad into the manufacturing industry. This situation has changed.
Trade unions try to organise labour. This may influence (that is, postpone)
economic adjustment, even though it may be to the long-term detriment of
the economy.
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France is a country that is keen to create large and efficient firms that can
compete in international markets. It is less concerned with domestic
competition. France’s Interministerial Committee for the Development of
Strategic Industries decides on the key industries, defines the strategy and
picks a firm to be national champion to implement that programme. The
implementation method takes the form of a contract between the govern-
ment and the chosen firm. Unfortunately, however, the French government
has not always had perfect foresight. Misjudgements were made in very
costly projects such as Concorde and computers. The Concorde project was
a technological success and an engineer’s delight. The project started in
1962 when fuel was cheap and when air travel was for the elite. However,
Concorde consumed a large amount of fuel, it was too noisy and there were
tradeoffs between speed and passenger comfort. The air travel market has
significantly changed over the past four decades. Flying is a mass market.
Most passengers travel for fun, not for business. Hence, Concorde was a
commercial failure and was finally grounded in 2003.

The French strategy for computers was to try to build large mainframes
in order to compete directly with IBM, rather than to begin with small
computers or peripheral equipment and learn by doing over time. This was
too ambitious for the relatively undeveloped French firms to cope with, so
the effort failed. The mistake might have been avoided if government indus-
trial policy makers had consulted more with private experts. Private firms
also make mistakes, but they are less likely to ignore market forces and
the various choices that they offer (in particular when using their own or
shareholders’ funds) than government officials who use taxpayers’ money
and who are often subject to various political pressures and their own
re-election goals. This was the main reason why Japanese targeting was
more successful than French targeting. The early French mistakes, however,
were not in vain. During the Airbus14 project, the government learned to
select the segment of the market for which demand would be high. It also
tied customers by early purchasing of aircraft parts in exchange for orders
(Carliner, 1988, p. 164).

Direct targeting of particular industries or firms has not been a striking
feature of US industrial policy. This system was conceived and established
in such a way as to foster, in principle, individual freedom, not to discrim-
inate among firms or industries. The only exceptions are agriculture and
steel, as well as sporadic bailouts of firms such as Lockheed (1971) or
Chrysler (1979). Government consumption on all levels, however, creates a
big overall demand pull to the economy owing to a huge general expenditure
and the budget deficit. As a part of public expenditure, defence-related15 and
selective public procurement indirectly influences the development and
expansion of high-technology industries with a significant impact on private

Industrial policy 381



consumption. For example, NASA (US National Aeronautics and Space
Administration) demanded computers for spaceships. Those computers
had to be small in size and powerful in scope. The industry provided such
computers. Once they were commercialised, personal computers flooded the
market throughout the world. Hence, the argument that the US government
does not intervene in the economy does not hold water. In special situations
(for example, during the Second World War), the US had an explicit indus-
trial policy.16 In addition, the US has become the major producer of food in
the world as a consequence of calculated economic and other policies that
embraced various (including credit) subsidies.

Human capital and human resource management are key factors in
increasing a country’s comparative advantage in a situation of rapidly
changing market conditions and technology (which reduces the need for
unskilled labour). Basic choices, such as the education of ethnologists or
engineers, singers or mathematicians, lawyers or designers, influence a
country’s geography of production and competitiveness of its goods and
services. Macroeconomic policy may support, in an important way, the
creation of comparative advantage, but it is human capital (properly organ-
ised, valued and continuously educated) that presents the major lever in the
enhancement of a country’s competitive advantage.

One has to bear in mind that there is a big redistribution of income: from
those less skilled (or less fortunate) towards those with many skills. This
takes place among regions within each country, but also on an international
scale.17 ‘Old’ rules, where real wages go hand in hand with an increase in
productivity, no longer apply. High productivity no longer warrants high
wages. With high international mobility of goods and capital there is
always somebody elsewhere in the world willing to do the same job for less
money (Krugman, 1996b).

During the 19th and early 20th centuries, bright British pupils were steered
towards the classics in Oxford and Cambridge, while technical subjects were
reserved for the less gifted. The situation was the reverse in France, Germany
and Japan. After the Second World War, British industry began to recruit
widely from the universities. A career in industry, even if a fifth choice after
callings at the Foreign Office, the BBC, academia or the Church, became
socially acceptable for the sons (and increasingly the daughters) of the
Establishment (Sharp and Shepherd, 1987, pp. 83–4; Porter, 1990a, p. 115).

Some may argue that government planners and other public officials in
Japan, France and Germany may be more competent and sophisticated
than managers in private firms in these countries. The best and most ambi-
tious students aspire to government service. In North America, society has
a different attitude. Many people look on government jobs as inferior to
those in the private sector because, among other things, they are less well

382 The economics of European integration



paid. It is not surprising to find that Japan, France and Germany have an
‘open and direct’ industrial policy, while the US and Canada do not, at least
not overt industrial policies. Nevertheless, shoddy economic policies in
these two countries might be easily amended if civil servants were given a
freer hand by the system (Brander, 1987, p. 40).

3. European Union
RATIONALE

The grounds for the introduction of an industrial policy in the EU can be
identified in at least seven related areas:

● If uncoordinated, national policies introduce a wasteful duplication
either of scarce resources for R&D or investment in productive assets
of suboptimal capacity. If minimum efficient economies of scale
demand access to a market that is wider than the national one, then
there is a case for a common EU approach to the issue. Some com-
petition in the diversity of R&D, ideas and production is necessary
because it can be a source of creativity. None the less, the authorities
need to strike a harmonious balance between competition and coord-
ination, in order to profit from both of them. Hence, a certain degree
of coordination of industrial policies at the EU level contributes to
the efficiency of the policy.

● A common or a coordinated industrial policy in a large and expand-
ing EU market may wield a deeper (positive or negative) impact on
the economy than any isolated national policy can, no matter how
big the national market of a member country.

● With a free mobility of factors in the EU, any disequilibria in a
national economy may first provoke an immediate and a massive
outflow or inflow of capital and, afterwards, of other factors if the
disequilibria are not corrected. If a government wants to cool down
the economy by increasing the rate of interest, the result may be the
opposite from the desired one. High rates of interest will provoke a
large inflow of foreign hot capital and the economy may become
‘overheated’. The eurozone eliminated this danger for the participat-
ing countries. Therefore, the deeper the integration in the EU, the less
effective are national macroeconomic policies that are pursued in isol-
ation. A common or coordinated EU policy in such circumstances
is more effective than the sum of national ones.
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● Although EU firms are rivals on the EU internal market, they are
allies in competition against firms from third countries both in the
world and in the Single European Market. If national economic
policies used to tackle the same problem are different and have
undesirable and unwanted spillover effects on the EU partner coun-
tries, then there are grounds for the introduction of a common indus-
trial policy of the EU.

● Another argument may be found in the ‘unfair’ trade and indus-
trial practices of foreign rivals. An EU industrial policy may act as a
countermeasure.

● No matter how disputed in theory, concern about employment always
carries weight in daily politics.

● Last, but not least, there is a case for externalities that create market
failure (the difference between private and social benefits). When
there are undesired spillover effects across the frontiers of a single
country from, for example, large investments in certain businesses
that pollute, then the appropriate response to such events can be
found in a common EU policy.

In spite of the arguments in favour of an EU industrial policy, one
should not be misled into thinking that this is a substitute for national
policies. On the contrary, national and EU policy should be complemen-
tary. In fact, EU policy needs to apply only to those areas where it has the
potential to be more beneficial than national policies (the principle of sub-
sidiarity). In general, policies at EU level need to be as general as possible,
while those with a local dimension need to be custom-made and specific.
There has to be coordination between the EU and national/local policies in
order to avoid the implementation of conflicting instruments even when
there is agreement about the major goals to be attained.

One of the principal aims of the Treaty of Rome was to increase the com-
petitiveness of domestic firms relative to the US at the time of the creation
of the EU (1957). The intention was to locate new and expand existing
industries in order to take advantage of the economies of scale that would
be provided by an enlarged EU market. It was primarily the expansion of
domestic demand that stimulated the development of both the US and,
later, Japan. Competitiveness was created in these two countries on the
basis of the secure, even protected, large domestic market. In comparison
with the US and Japan, no member state of the EU could claim to have a
large domestic market. The EU was conceived, among other things, to
redress this ‘disadvantage’.

Before the establishment of the EU, small European countries’ industrial
policy was often defensive (for example, subsidies to protect employment)
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rather than aggressive (for example, risky entry into new industries). In the
1960s relatively weak anti-merger laws created the potential for the estab-
lishment of large European corporations which could, it was thought at
that time, successfully compete with their US and Japanese rivals. However,
the problem was not merely in the size of firms in the EU. Fragmented by
NTBs, the internal market of the EU had as a consequence economic rigid-
ity that shielded many national firms from both EU-internal competition
and the necessary adjustment. The outcome at that time was that in certain
manufacturing industries, relative to the US and Japan, the EU came close
to being a ‘manufacturing museum’.

Protectionism has been the instrument of EU industrial policy in spite of
the costs and postponement of adjustment. Resistance to abandoning
obsolete technologies and industries permitted others, most notably Japan,
to gain the competitive edge and penetrate the EU market with many high-
technology goods. EU manufacturing has valuable attributes in industries
where the growth of demand is slow. Competitive advantage is relatively
smaller in the expanding manufacturing industries. Without domestic
restructuring, and with the exception of German, Dutch and some firms
from a few other countries, foreign TNCs that are located in the EU and
that operate in the expanding industries may be among the first major
beneficiaries from the Single European Market. If the instruments of
protection and cartelisation (for example, in the coal and steel industry) are
not coupled with other tools of industrial policy (for example, contraction
of obsolete industries or assistance for a limited time for the introduction
of new technologies), then such a policy will be ineffective from the resource
viewpoint. It may be pursued by those who choose to do so and who can
afford to be wasteful.

EVOLUTION

The first attempt to introduce a ‘real’ industrial policy in the EU dates back
to 1970. The European Commission’s Memorandum on Industrial Policy (the
Colonna Report) aimed to shape the structure of EU industry and to set
priorities for a common action. As there was no strong legal basis for the
introduction of a common industrial policy in the Treaty of Rome, the report
restricted itself to ambitious general statements and five recommendations:

● The report foresaw the creation of a single EU market (such as the
US) based on the abolition of internal barriers to trade.

● It required the harmonisation of legal and fiscal rules that would ease
the establishment of enterprises throughout the EU.
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● It envisaged the creation of a European Company Statute. Although
the EU had existed for more than a decade, firms were very slow to
merge businesses across national boundaries. As TNCs were per-
ceived to be important vehicles for improvements in competitiveness
and technology relative to foreign rivals, there was a need for the
support (intervention) of intra-EU mergers and acquisitions. The
absence of EU corporate law presented a serious problem. Large
national corporations that tried to merge at the EU level, such as
Fiat–Citroën, Agfa–Gevaert, Dunlop–Pirelli or Fokker–VFW, soon
gave up. A notable exception is Airbus Industrie (set up in 1970). The
pan-EU TNCs that survived to ‘adolescence’ were those (Philips,
Shell, Unilever) that existed long before the establishment of the EU.

● Changing demand conditions create a need for economic adjust-
ment. This adaptation could be achieved smoothly if there was an
encouragement of geographical and occupational mobility of labour
and upgraded business management.

● The final recommendation was an extension of the EU solidarity
regarding foreign competition, R&D and finance.

Consideration of the report ran into difficulty, as there were two oppos-
ing views. On the one hand, Germany did not want any interference in
industrial policy at either the national or the EU level. On the other hand,
France was in favour of coordinating national economic policies. Other
countries sided with one or other of these views.

The next step in the shaping of EU industrial policy was a Memorandum
on the Technological and Industrial Policy Programme (the Spinelli Report)
in 1973. Basically, it was a scaled-down version of the Colonna Report. The
new report argued in favour of the exchange of information, the coordin-
ation of national R&D policies, joint R&D projects and the elimination of
national technical barriers. The broad strategy did not fully succeed because
of different economic philosophies among the member countries. After
the oil crisis the member countries pursued nationalistic industrial policies
and were not very interested in a joint approach to the issue. In fact, they
passed on to the EU the adjustment of the problem industries (steel, ship-
building, textiles and in some cases even cars) via trade, social and regional
policies, while keeping the management of expanding industries under
national control. During this period there was only some coordination of
technical standards and joint actions in R&D.

A profound step towards the elimination of NTBs in internal trade, com-
petition and, hence, industrial policy came with the introduction of the pro-
gramme Completing the Internal Market (the Cockfield Report) of 1985.
This supply-side-oriented ‘technical’ programme had 282 industry-specific
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legislative proposals for the elimination of NTBs, as well as a timetable for
their implementation by the end of 1992. The adoption of the Cockfield
White Paper (1985) and the Single European Act (1987) provided the EU
with the means to implement the Single Market Programme. The objective
was the achievement of a genuine single internal market through the
adoption, implementation and enforcement of 282 measures (directives).
This was the outcome of the political determination of the member states
to eliminate NTBs on internal trade and change their ‘atomised’ industrial
policies. The EU tried to employ its resources in a more efficient way by
a reduction in physical, technical and fiscal barriers to internal trade
(elimination of X-inefficiencies).

The classical integration method (elimination of tariffs and quotas) in
the EU exhausted its static effects at the end of the 1960s. A new approach,
the ousting of NTBs, favoured full factor mobility. It was implemented in
order to create a genuine frontier-free internal market in the EU. The stress
was on a change in the rules, rather than on additional funds. The creation
of a homogeneous internal market, such as that in the US, which benefits
from enormous economies of scale, was not expected. The Europeans have,
on average, far more refined and deeply rooted tastes, hence they value and
benefit from variety and wide choice. They demand and are often ready to
pay for superior quality and diversity. The aim of the Single Market
Programme was simply to improve competition and market access to
diverse national, regional and local markets, as well as to introduce flexible
and large-scale modes of production where appropriate.

The abolition of customs duties and quotas in the EU benefited only
those industries that serve private consumers. There is also another market,
that for goods and services consumed by governments. Industries that
employ new technologies failed to serve the entire EU market for these
goods and services, as well as to profit from economies of scale because of
the existence of NTBs. These national industries compete for public funds
and orders. This is why EU firms tended to cooperate more with partners in
the US or Japan than among themselves. By entering into a joint venture
with a Japanese firm, an EU enterprise made up for its technological gap
without forgoing the protectionist shield and/or privileges in the form of
public procurement, major export contracts, tax relief and R&D accorded
by the state (Defraigne, 1984, p. 369). Another explanation is that EU firms
were interested in forming partnerships with firms that were market or
technology leaders regardless of their nationality, origin or geographical
location (Narula, 1999, p. 718). The outcome of such a policy was that EU
standards for high-technology goods were non-existent, and relatively
large and protected national corporations, which were not very interested in
intra-EU industrial cooperation, were created. These firms were unable to
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respond swiftly to changes in the international market. An obvious example
of this sluggishness was the relatively slow adjustment to the oil shocks.

EU company law was required to help meet the objectives of the Treaty
of Rome regarding the harmonious development of economic activities
in the Union. Thus, the European Commission proposed the European
Company Statute in 1989. The arguments in favour of the statute include
the elimination of the difficulties that come from the current national tax
systems for those firms that operate in several EU countries. Business in the
entire EU market would be made simpler if the firms were incorporated
under a single code of law. The absence of this statute was estimated to cost
the business community €30 billion a year.18 The case against the statute is
that increased interference by the EU may jeopardise national sovereignty.

The European Commission was not without further ideas on industrial
policy. The 1990 Bangemann Communication on Industrial Policy in an
Open and Competitive Environment had, basically, the following three
proposals. First, industrial policy needed to be adjustment friendly. This has
to take place within the framework of a liberal trade policy. Second, EU
industrial policy has to be in accord with other common policies. They need
to reinforce one another. Third, difficulties within industries or regions need
to be settled by the employment of horizontal measures. The means for the
achievement of these ideas should include an improvement in the operation
of both the internal market and the international market, as well as the
creation of an investment-friendly environment for risk taking in the EU.

The 1993 Delors White Paper, Growth, Competitiveness, Employment,
aimed to prepare the EU for the 21st century. Its major stated goal was a
reduction in unemployment. This was to be achieved, among other means,
by an ambitious wave of investment from various sources into the following
areas: €400 billion over 15 years into transport and energy in trans-European
networks; €150 billion until the year 2000 into telecommunications; and
€280 billion over 12 years into environment-related projects. The Council of
Ministers did not support the project and budgetary austerity measures cast
it aside.

Following a Council of Ministers resolution (1992) calling for an overall
analysis of the effectiveness of measures taken while creating the Single
European Market, the European Commission undertook a profound
analysis of the entire set of economic policies in the EU. The Monti Report
(1996) was followed by 39 volumes of background studies published by
Kogan Page in 1997–98 under the title Single Market Review. They were
split among six headings: manufacturing, services, dismantling of barriers,
trade and investment, competition and economies of scale, and aggregate
and regional impact of the Single European Market. The full impact of the
Single Market Programme could not be fully predicted as the effect of the
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removal of some NTBs (technical barriers) on the geography of production
and welfare would be fully felt only in the longer term. However, the report
gave directions for the preservation of the Single European Market and the
implementation of the eurozone from 1999.

The impact of the opening up of the Single European Market is most
obvious in highly regulated (and hence fragmented) industries such as phar-
maceuticals. A major regulatory change in the EU took place with the
establishment of the European Agency for the Evaluation of Medicinal
Products in 1995. As a result, this traditionally local government-controlled
industry changed significantly. The Single European Market altered the
business practices of firms in the pharmaceuticals industry in seven ways:

● Market authorisation: National regulatory authorities that control
the introduction of new products at different rates affect not only the
location of production and trade, but also the health and life of
patients. To change this, the European Agency for the Evaluation of
Medicinal Products became the single decision-making body in the
EU in 1995. However, pharmaceutical firms still have the choice of
following a centralised procedure that leads to a single authorisation
for the entire EU (this procedure is mandatory for products derived
from biotechnology) or a decentralised procedure based on mutual
recognition of national marketing authorisations. It seems obvious
that firms will tend to locate in the country with the least regulatory
delay and then make use of the principle of mutual recognition to
market their products throughout the EU. The result is that pharma-
ceutical companies are no longer required to follow the sometimes
archaic regulations of a single authority, but can ‘shop around’ to
find the most flexible one which will give the fastest approval and
enable speedy market launch of the products. Biotechnology, an area
that arouses tremendous hope for the future expansion of business
and at the same time fear of the new and unknown, is unified at the
EU level. This gives security to customers in the Single European
Market.

● Dependence on domestic market: Before 1995, more than 60 per cent
of pharmaceuticals produced in France, Germany, Greece, Italy,
Portugal and Spain were sold to the domestic market. This was the
consequence of preferential government procurement from local
firms, insistence on local R&D and local content requirements. Since
the opening up of the EU market, firms selling primarily to their
national markets have been in jeopardy: in the pharmaceuticals
industry it is no good being a large fish in a small pond. Even in the
US, large domestic manufacturers have experienced a dramatic fall in
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their market share, and in the EU ‘globalisation’ is the only means of
survival. This can be achieved by internal growth, alliances and
cooperation with other firms or through acquisitions. A lack of pref-
erential treatment (market deepening that came from the Single
Market Programme) was a wake-up call to these companies to start
sharpening their competitiveness, which had suffered from earlier
government protection.

● Parallel trade: In 1974, the EU Court of Justice ruled in favour of
parallel importation (Centrafarm v. Sterling Drug), that is, the pur-
chasing of drugs in a low-price market and their repackaging and
diversion to other markets. The principle is that medicinal drugs are
permitted to move freely from one country to another if the import-
ing country provides a marketing authorisation. As long as drugs are
priced differently in different EU countries, this type of trade will
continue to exist. This ‘temporary situation’ will disappear with full
market unification. With rising pressure on their health budgets,
governments are encouraging these forms of competition and ‘price
reduction’. At present, prices in southern European countries are
usually lower, hence most of this trade is going northwards. The
introduction of the euro in 1999 marked the beginning of the process
of a greater price transparency. Combined with Internet shopping,
consumers can find out almost instantly where to buy the cheapest
medicines. There is great potential for parallel imports. However, an
emerging trend is for TNCs to treat the EU as a unified market and
to sell new drugs at the same price throughout the EU.

● Regulated prices: The price of drugs varies between EU countries for
many reasons: price control schemes, variation in the costs of produc-
tion, variable exchange rates, differences in reimbursement systems,
transfer pricing, patent status, package sizes, rebates and taxes. The
difference in price between the cheapest and most expensive country
may be as much as tenfold! The Single European Market is bringing a
slow convergence in drug prices, but progress is slow and many of the
distortions mentioned will continue to be present for some time. The
introduction of the euro has been the principal factor in bringing price
harmonisation throughout the EU. New drugs are registered centrally
and are sold at the same price across the Single European Market.
Previous obstacles such as exchange rates are disappearing and firms
look at the EU member countries as one economic entity. This is the
only weapon in the business community’s armoury if it wants to enjoy
undisturbed presence in all regions.

● Expenditure for R&D: Competition will stimulate innovation. R&D
for new drugs directed at the regional and global market will increase.
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R&D in the pharmaceuticals industry has always been mission ori-
ented, regardless of integration.

● Rationalisation of operation: Producing a drug involves the manufac-
ture of the active substance and, subsequently, the conversion of
this ingredient into different dosage forms. The former has been
centralised in the EU, whereas the latter has been decentralised.
Many plants are not benefiting from economies of scale as they are
operating at between one-third and one-half of their capacity.
Overcapacity in the pharmaceutical industry is estimated to be 40 per
cent worldwide. Plant closures and alteration in the geography of
production are imminent, partly because of new manufacturing
methods and partly as a consequence of market opening in the EU,
which will bring benefits in the form of economies of scale. At the
same time, firms are being attracted to move location within the
EU by regional benefits (subsidies) aimed at reducing unemploy-
ment in the subsidy-giving region. It is fast becoming irrelevant
whether company headquarters or manufacturing capacities are
based in Germany, France or Spain, for example. Aventis, the
largest European pharmaceutical company, formed by the merger
of Hoechst and Rhône–Poulenc Rohrer, has its headquarters in
Strasbourg and has adopted English as the common language of
communication across the company.

● Mergers and acquisitions: There are still many opportunities for
consolidation in the pharmaceutical industry when compared with,
for example, car manufacturing. Consolidation of the industry is
expected to accelerate in the next few years. During the mid-1990s the
largest pharmaceutical company in the world commanded less than
5 per cent of the total world market. Expect to witness in the coming
years fast growth of companies in this industry as they strive to
achieve synergies, cut costs, obtain bigger R&D budgets and reach a
bigger ‘critical mass’. Examples of this trend so far include the pur-
chase of Syntex by Hoffmann–La Roche and the mergers of Hoechst
and Rhône–Poulenc Rohrer into Aventis, Ciba Geigy and Sandoz
into Novartis, Astra and Zeneca, and Glaxo Wellcome and Smith
Kline Beecham. This trend will continue and, in addition to major
US mergers, such as that between Pfizer and Warner Lambert, one
may expect to see more transatlantic mergers, such as that between
Pharmacia and UpJohn. This consolidation is resulting in R&D
departments big enough to develop new drugs, as well as the ability
to produce medicines in the most efficient way unhindered by local
differences that were previously limiting factors in the growth of the
pharmaceutical industry in the EU.
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As another step in the development of its industrial policy, the European
Commission approved a communication, Industrial Policy in an Enlarged
Europe, at the end of 2002. This was an attempt to define this important
policy area in the light of eastern enlargement. The EU industrial policy
has to take into account the requirements of other policies (economic,
social and environment), but it also needs to attend to the needs of the
manufacturing industry itself. The consistency, dynamic interaction and
balance among these policies and their objectives is not simple and easy to
find, implement and maintain as there are no magic solutions. The docu-
ment recognises the importance and weight of the services sector in the
economy, but it acknowledges that the manufacturing industry is the
source of EU prosperity. It also rejects the flawed view that manufacturing
will no longer play a key role in the knowledge-based information and
services society.

The EU manufacturing industry is in many segments modern and
competitive in spite of a slight relative reduction of EU manufacturing in
international trade over the past decade (the principal rivals suffered even
more from the arrival of new actors such as China and other developing
countries). The weak element in EU manufacturing vis-à-vis principal
rivals is productivity. Even though investment in computers and informa-
tion technology was substantial, productivity gains are still slow in coming.

Two key factors of industrial competitiveness deserve particular atten-
tion in the EU according to the 2002 communication:

● Knowledge and innovation: There is a need for more and better efforts
in education, vocational training and R&D to put the available
accumulated knowledge at the disposal of industry. This is nothing
new, but it has to be signalled repeatedly. New technologies, includ-
ing electronics and bio- and nanotechnology, have to be developed,
as do the skills and know-how to use them. The number of patents
in the EU is much smaller than is the case in the US. However, the
EU fares very well in other high, medium and mature industries. In
order to counter the negative developments, the European
Commission is addressing one of the roots of the problem: a lack of
investment in R&D. It wants to increase the current average level of
investment of 1.9 per cent of GDP to 3 per cent of GDP in order to
match the US and Japanese investment of 2.7 and 3 per cent of GDP,
respectively. One ought to bear in mind that one area where the EU
lags behind particularly is R&D financed by the private sector.19

Every sector and activity needs to be constantly initiating, refining
and improving its products, services and processes. The conditions to
stimulate vigorous innovation have to be in place.
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● Entrepreneurship: This is the capacity and will to take risks and grow
new, bigger or different businesses. A (large) number of Europeans
continue to be too reluctant to bear entrepreneurial risk, too readily
satisfied with limited growth of businesses and too reluctant to
acknowledge and reward the social contribution of risk takers. They
ought to be encouraged to change this behaviour.

Competitiveness, as the ability of the economy to provide its population
with high and rising standards of living and high rates of employment on
a sustainable basis, is at the very heart of the ambitious goals set for the EU
by the European Council in Lisbon (2000). Achieving these goals depends
in large part on the ability of the EU to develop new profitable competences
(and put them in practice) and where it already has them, they ought to be
maintained and advanced. There are a few tough competitors for the pos-
ition of ‘the most competitive and dynamic knowledge-based economy in
the world’. The EU has to innovate and, as seen in the chapter on compe-
tition (see Chapter 5), the omens are not very encouraging. Political dec-
larations ought to be translated more forcefully into action in the EU.
Important barriers to entrepreneurship in the EU do not come mainly from
the barriers to entry, although administrative obstacles are present. To start
up a firm in the US, time is counted in days. To do the same in the EU
countries, time is counted in months. Key administrative barriers in the
EU countries come from impediments to adjusting and expanding. Job-
protection laws discourage firms from new hiring.

A recent attempt to regulate a part of the manufacturing industry refers
to chemicals. The European Commission maintains that various chemical
substances are responsible, at least in part, for the increase in the number of
allergies and other illnesses over the past decades. These chemical sub-
stances range from ingredients in cosmetics to substances that retard flames
in furniture. Therefore, in 2003 the Commission proposed an overhaul of
the way in which the chemical industry is regulated, by shifting the burden
of safety testing from governments to the industry. About 100 000 chem-
icals that already existed in 1981 and that were unaffected by various subse-
quent directives will have to be tested for their safety. The industry strongly
objects to such proposals, which would cost it €2.3 billion according to the
European Commission, and more than ten times that amount according to
the industry.20 Animal rights campaigners also protest against this proposal
as millions of animals would be killed needlessly since companies would
have to replicate tests to obtain approval for the same product. It is doubt-
ful whether such ambitious proposals will be furthered in the immediate
future, even though the European Commission claims that total health
benefits of the legislation may be as high as €50 billion over 30 years.21
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TECHNOLOGY POLICY

Since the 1960s, some of the major factors determining industrial structures
in the developed market economies have included changes in technologies,
foreign competition, environmental issues, changing employment patterns
and an ageing population. With this in mind, the European Commission was
initially more concerned with industries in crisis. However, from the 1980s it
started to become more involved with the industries and technologies of the
future. These are those that have strategic importance for the competitive-
ness of goods (and services) in the internal, as well as external markets.
Therefore, during the mid-1980s the EU introduced various technology-
push programmes with the aim of creating and sustaining leadership in the
market. In designing these programmes, the European Commission has to
balance the interests of the DG Competition, which advocates laissez-faire,
and the other DGs, which favour policy intervention. These programmes
have (indirectly) resulted in the technology policy of the EU. The technol-
ogy policy is necessary because of significant technological spillovers
throughout the economy.

Until the mid-1980s, the form and direction of R&D in the EU fell
within the remit of national governments (with the notable exception of
the European Atomic Energy Community: Euratom). The model for the
national approach was to some extent Japanese experience of public
support to industries from MITI in the form of exchange of information,
cooperation and partial funding of R&D projects. A change came with the
Single Market Programme. The legal basis for the EU action in R&D came
in 1987 via the Single European Act (Title VI). Although there had been
previous initiatives, the member governments decided for the first time to
contribute significant funds for R&D to EU programmes. According to the
revised Treaty of Rome, the EU will strengthen its scientific and techno-
logical bases and encourage competitiveness at the international level
(Article 163). The European Commission and the member states are sup-
posed to coordinate policies and programmes carried out at the national
level (Article 165). The EU needs to adopt a multiannual framework
programme for its R&D projects (Article 166). The EU may cooperate with
third countries or international organisations to implement its long-term
R&D programme (Article 170).

One goal of the EU is to strengthen links between research institutes and
entrepreneurs throughout the EU in order to transform the long-held
perception in Europe that science (that is, R&D) is culture, whereas in the
US it is business. However, in the US there is another factor that encour-
ages a fast reaction to changing technologies. Vigilant financial markets in
the US often look favourably on certain risky (short-term) investments by

394 The economics of European integration



innovative firms. This ethos of support for such innovation, still missing in
Europe, forces American firms to adjust rapidly to shifting markets and
changing technology. This explains a sizeable part of the difference between
the US and EU in terms of commercial exploitation of the results of R&D.

In circumstances in which strong national elements still dominate, the
EU should endeavour to coordinate national policies, promote cooper-
ation in R&D and production, and support the flexibility of the industrial
structure. Coordination of national policies regarding declining industries
should avoid an integration-unfriendly beggar-thy-neighbour mentality.
In the light of the (irreversible) changes brought about by the Single
European Market and the eurozone, expanding industries (those in which
production technology is changing) should introduce common EU stand-
ards that facilitate large-scale production and an increase in competitive-
ness. The objective is to avoid the creation of incompatible standards, as
happened with the PAL and SECAM television systems. During the
1990s, the European Commission and national governments spent heav-
ily (it turned out to be a waste) on the development of analogue high-
definition television (HDTV), which was rendered obsolete by the advance
of digital technology. It would have been far more preferable for the Com-
mission and governments to improve the R&D environment than to target
possible technology winners.

The EU’s dependence on third-country suppliers of high-technology
goods arises for several reasons. On the supply side, EU investment in R&D
is lower than in the US and Japan; the EU also allocates fewer human
resources to R&D and there are often delays in putting into production
and marketing the results of R&D. On the demand side, national ‘attitudes’
(for example, buy domestic) may limit the potential demand for high-
technology products in EU countries, making it difficult for EU high-
technology manufacturers to achieve the necessary economies of scale.
European firms are less receptive to new products than their US and
Japanese rivals, there is a lack of strong links between producers and con-
sumers, and there is inadequate training in new technologies (Jacquemin and
Sapir, 1991, pp. 44–5).22 Various EU technology programmes are intended
to redress this situation.

Philips and Thomson led the lobby of EU companies in the early 1980s
pressing national governments for the completion of the Single European
Market as the principal cure for countering the (past) Japanese ability to be
always a few steps ahead in the business game in higher and high-technology.
The Round Table of European Industrialists (rent seekers) was successful in
elicitingsupport fromgovernments for theSingleMarketProgramme.When
the US announced the ‘Star Wars’ project in 1983, EU industrialists started
to worry. First the Japanese took over a large part of the market for consumer
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electronics, then the Americans seemed to be en route to domination of the
market for advanced industrial goods. Subsequently, the Round Table,
created in 1983, pushed for the creation of a transnational industrial policy
in the form of EU support for high-technology research projects. In spite of
budgetary restrictions, the big EU industrialists were successful again
(Curzon Price, 1993, pp. 399–400).

Implementation of EU policy in R&D takes the form of five-year frame-
work programmes23 which were introduced in 1984. The purpose of these
medium-term instruments is to integrate and coordinate all assistance/aid
for R&D in the EU.24 The programmes lay down objectives, priorities and
the budget for EU-sponsored R&D. By distributing funds to selected
research projects, the EU sets guidelines for specific R&D programmes.
Based on the findings of the FAST (Forecasting and Assessment in
Science and Technology) programme,25 the EU introduced about 20 pub-
licly supported programmes for industrial cooperation among the EU firms
in the R&D stage. Most of the programmes would be beyond the financial
capability and will of the participating countries to finance alone. These
programmes include the following ‘winners’:

● A dozen renowned information technology firms from Britain,
France, Germany, Italy and the Netherlands wanted to pool
resources, share risk and attract subsidies from the EU (although this
begs the question of why leading-edge companies should need to
form cartels and seek such support). None the less, the pressure
group they formed (the Round Table) lobbied both national govern-
ments and the Commission to adopt the European Programme for
Research in Information Technology (ESPRIT) to try to ‘correct
market failures’ in R&D. The European Commission was receptive
to the idea and together with the Round Table won approval from the
national governments. The EU adopted the programme, that is,
picked a winner, in 1984. Under the auspices of ESPRIT, the EU
funds half of the cost of any project that is in line with the EU terms
of reference and that is supported by two or more firms from different
EU countries. The other half of the funds has to come from the par-
ticipating firms and national sources. Eligible projects must be in the
field of pre-competitive R&D. So far, the Commission has refused to
subsidise joint production in order to avoid criticism from the US
about subsidies. Indeed, the Commission has tried to argue that it
does not operate a large-scale industrial policy at all, but rather a
series of R&D programmes (Curzon Price, 1990, p. 178).

● Research and Development in Advanced Communication for Europe
(RACE) is a spillover programme from ESPRIT. Its aim is to advance
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the telecommunication network in Europe in the future by means
that include standardisation and coordination of national telecom
services.

● Basic Research in Industrial Technologies in Europe (BRITE)
aspires to revitalise traditional industries in the EU. This is to be
achieved through the introduction of new technologies in these
industries although it is not always obvious what is ‘strategic’ about
the industries. Perhaps the concern here is more about employment
than anything else. Public money is spent on projects that financial
markets find unattractive.

● The Biotechnology Action Programme (BAP) is small relative to its
‘strategic’ potential in the future.

● European Collaborative Linkage of Agriculture and Industry through
Research (ECLAIR) is like the BAP: relatively small, but with great
potential for finding solutions regarding food in the future. It con-
tributes to the establishment and reinforcement of intersectoral links
between agriculture and manufacturing.

● The European Research Cooperation Agency (EUREKA) was
established by 17 countries (from the EU and EFTA) on the initia-
tive of the French in 1985. Its formation was a response to the
American Strategic Defense Initiative (‘Star Wars’). Its objective is
the development and production of high-technology goods. It is not
confined to pre-competitive R&D as the other programmes are,
and other countries may be included in some of its programmes.
EUREKA is, however, not an institution of the EU. It has a small
secretariat in Brussels and has gained popularity in the business
community.

Inter-firm strategic alliances in the development of technology in the EU
increased sharply during the 1980s. In addition, the European Commission
became quite heavily involved in projects on a cost-sharing basis. Over 70
per cent of private (largely non-subsidised) strategic technology alliances
were formed to exploit joint R&D of new core technologies in informatics,
new materials and biotechnology. A major field of cooperation was in
information technologies, with over 40 per cent of all strategic technology
alliances falling into this area (Hagedoorn and Schakenraad, 1993, p. 373).
A comparison between established ‘private’ cooperation in R&D and
cooperation sponsored by the EU found that they are very similar. In fact,
‘subsidised R&D networks simply add to already existing or emerging
private networks and merely reproduce the basic structure of European
large firm co-operation’ (Hagedoorn and Schakenraad, 1993, p. 387). This
being the case, it is difficult to understand why leading and large firms
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in the EU need subsidies! If the ‘official’ network largely reproduces the
already existing ‘private’ one, then it is surely largely redundant. The
financial resources consumed in promoting cooperation might be better
used elsewhere (for instance, on programmes that are not in the field of
informatics such as biotechnology or education or infrastructure).

The question of whether replication of R&D networks is the result of
a powerful lobby or whether it is necessary to accelerate R&D in the
private sector because of significant externalities remains to be answered.
Decisions taken at the EU level are easy targets for special lobbies as they
are too far removed from the public to monitor. The co-decision proce-
dure between the Council of Ministers and the European Parliament
introduced by the Maastricht Treaty was an attempt to overcome this
drawback. Although it is a step in the right direction, there is still a danger
that EU technology policy may become just a sophisticated new form of
protectionism.

The Sixth Framework Programme (2002–06) disposes of €17.5 billion.
It aims to contribute to the creation of a true ‘European research area’ as
a kind of an internal market for science and technology. It fosters scientific
excellence, competitiveness and innovation through the promotion of
better cooperation among relevant actors at all levels. This recognises the
fact that economic growth increasingly depends on research and innov-
ation, and that many of the present and foreseeable challenges for industry
and society can no longer be solved at the national level alone. It is hoped
that the Sixth Framework Programme is the financial instrument that will
make the European research area a reality.

Past framework programmes have helped to develop a culture of
scientific and technological cooperation between different EU countries.
The programmes have been instrumental in achieving good research
results. This has not, however, created a lasting impact on greater coherence
at the European level. The Sixth Programme has therefore been redefined
and streamlined with the following objectives:

● concentration of EU efforts on fewer priorities, particularly on areas
where cooperation at European level presents clear added value;

● moving towards progressive integration of activities of all relevant
participants working at different levels;

● promotion of research activities designed to have a lasting (struc-
tural) impact;

● support of activities that will strengthen Europe’s general scientific
and technological basis; and

● use of the scientific potential of accession countries preparing for EU
entry for the benefit of European science at large.
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The priorities of the Sixth Programme include:

● life sciences, genetics and biotechnology for health (€2.2 billion);
● information society technologies (€3.6 billion);
● nanotechnology, multifunctional materials and new production

processes (€1.3 billion);
● aeronautics and space (€1.1 billion);
● food quality and safety (€0.7 billion);
● sustainable development, global change and ecosystems (including

energy and transport research)(€2.1 billion); and
● citizens and governance in a knowledge-based society (€0.2 billion).

Earlier framework programmes have mainly been implemented through
cooperative research projects. In most cases the end of a given research
project meant the end of the consortium of research partners. In many
cases projects did not reach the necessary ‘critical mass’ to have a real,
structural and long-lasting impact either in scientific or in industrial or eco-
nomic terms. To help solve these problems and to work towards the cre-
ation of the European research area, two new instruments have been
designed in the Sixth Framework Programme:

● networks of excellence in different countries aim to integrate activ-
ities of network partners (universities, research centres and firms);
and

● integrated projects are projects of substantial size, designed to help
build up the ‘critical mass’ in objective-driven research with defined
scientific and technological aims and applications.

A great deal of public money has been poured into R&D over the past
decade in the EU, but the results have been very slow in coming. Of course,
the effects of fundamental R&D cannot be predicted with a high degree of
accuracy. As public funds are limited, and as the results of R&D are more
important than the origin of the work, companies from foreign countries
may take part in the R&D projects of the EU on a case-by-case basis, but
without any financial help from the Commission. Production everywhere
in the world is becoming more and more ‘globalised’. Thus, forcing cooper-
ation in R&D only within the EU may squander taxpayers’ money.
‘Global’ production requires an open (global) industrial and trade policy
system.

A changed and improved new industrial strategy of the EU and its
member states needs to take into account first and foremost the crucial
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role played by the development of human capital in the long-term
competitiveness of the economy. The creation of a prosperous learning
society has to give priority to the creation of human capital, especially
skills that create, spread, absorb and extend new technology in production,
organisation, marketing and control. In addition, there may be a need for
selective intervention in the form of subsidies, promotion of cooperation
and information exchange during the pre-commercial phase of R&D pro-
jects that may give (oligopolistic) advantages to EU producers relative to
foreign rivals. The EU has invested in the past in industries in which there
is a high risk of failure and where Japan, the US and in recent times even
China are strong. Part of the reason for the relative failure of electronics
in the EU during the 1970s is the fact that domestic firms were sheltered
from foreign competition. In contrast, in areas where the EU faced global
competition, for example commercial aircraft (Airbus), the EU achieved a
considerable degree of success.

The growth of knowledge currently doubles every three to four years.26

This stimulates and drives knowledge-based societies to be involved
in a ‘war without shooting’. This competition is most obvious among
Europe, North America and the Far East. If deemed appropriate, selec-
tive intervention in new technologies needs to be aimed at those expand-
ing industries in which EU businesses already have or could create internal
resources. This means that EU efforts and funds should be focused not
on the replication of industries in which the US,27 Japan28 and China29 are
strong (cooperation with them may be a better choice), but primarily
where there are grounds for the development of genuine EU technolo-
gies and comparative advantages. These may be the development of new
production technologies for relatively traditional industries such as food,
textiles and furniture, as well as for several high-technology industries
such as mobile phones, chemicals and pharmaceuticals, biotechnology,
heavy electrical machinery and equipment and super-fast trains, where the
EU excels.

Not only now, but also in the coming decades, there will be an increased
overlap between mechanical, electronic, chemical, medical and biotechnol-
ogy industries. The EU has a reasonable chance of remaining the leader in
some of these fields. This may be aided by the problems in the Japanese
economy, which became apparent at the end of the 1990s. However, there are
many dangers in this area. Although there have been important scientific
achievements in genetic engineering (for example, cloning of animals), these
achievements are often associated with serious ethical, moral, social and
religious questions. In addition, serious negative side-effects may emerge
from biotechnology and genetic engineering, as was the case with ‘mad cow
disease’30 in Britain in 1996 and beyond.
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OUTLOOK

The competitiveness of a country’s goods and services on the international
market in modern times is often much more created than inherited. The
leader in some lines of production cannot be sure that this position will
endure in the long run. Competition is threatening firms from all sides.
Being on top is no longer a state, but rather a process. Therefore, one can
find scope in the EU for industrial cooperation and risk sharing. It could
be established both in the pre-commercial and during the commercialisa-
tion stages of R&D. In this way, inefficient duplication or multiplication
of R&D would be eliminated and resources saved and redirected else-
where. However, the creation of knowledge is not enough to keep
a country at the competitive edge. That knowledge needs to be applied
in practice with commercial success. Here the US fares much better than
the EU. The US system and culture offers wide opportunities to start
and restart promising businesses. If sound profit-making ideas fail (for
whatever reason) in Boston, there are further chances in Seattle or San
Francisco. The Americans treat past business failures like battle scars – as
something to be worn with pride. In Europe, the situation is different. If
your business start-up fails, you can forget another one for a while, unless
you cross the Atlantic.

The elimination of most NTBs on internal EU trade as a result of the
Single Market Programme has had its greatest impact on ‘sensitive’ busi-
nesses, and this will continue to be the case. These businesses are those that
were protected by high NTBs and which experienced large price distortions,
for example, the production of goods that are publicly procured either in the
high-technology sector (for example, office machines, telecommunications
and medico-surgical equipment) or in traditional manufacturing sectors
such as electrical and railway equipment, pharmaceuticals, wine and boil-
ermaking. Businesses protected by relatively modest NTBs will also con-
tinue to be affected by market liberalisation and deepening. These include
motor vehicles, aerospace equipment, basic chemicals, machine tools for
metals and textiles and sewing machines.

Some outsiders feared that the Single European Market would lead to the
creation of ‘Fortress Europe’ as a result of a combination of intra-EU lib-
eralisation and an increase in the existing level of external protection.
However, the EU has no such plan, nor would it serve its long-term interests.
If the word ‘fortress’ was mentioned, it was only as a potential bargaining
chip with major trading partners. It was expected that the Single Market
Programme would lead, among other things, to increased competition and
efficiency, which would reduce prices in the EU. Therefore, even without any
change in the existing level of nominal protection, the real level may rise.
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Any additional increase would be neither necessary nor desirable. On the
contrary, increased efficiency prompted the EU to reduce the level of trade
protection in the Uruguay Round deal. None the less, the Single Market
Programme has influenced the timing and extent of external FDI in the EU.
Many foreign TNCs entered the EU in order to become ‘internal’ residents
of the EU prior to full implementation of the Single Market Programme.
They wanted to pre-empt any potential moves towards the creation of an
EU fortress from the start of 1993.

Potential changes in the rules of origin and local content may, however,
discriminate against ‘internal’ goods with a relatively high external import
content. This may be reinforced by a discriminatory application of testing
procedures and standards. A fortress mentality may be introduced in the
EU through the social(ist) over-regulation of labour issues. If this is done
in the future, it could provoke protectionist winds that would make the
security of current jobs more important than the long-term efficiency and
adjustment of the economy.

Customs union (phase I in the EU’s integration) offered an incentive to
economic life, but its effect was spent by the end of the 1960s. Something
novel and more radical was needed. Phase II is represented by the formation
of the genuine Single European Market, with an unimpeded flow of goods,
services and factors, in 1993. This provided the EU with a new momentum.
The member countries decided to reintroduce the principle of majority
voting (except for fiscal issues, national border controls, working conditions
and environmental issues) in order to ease the procedure to implement the
Single European Market. In 1999, phase III of the integration process, the
eurozone, reinforced earlier achievements in integration and removed all
possible internal exchange rate variations for participating countries.

The EU member countries realised that the cost of failing to integrate
(that is, a ‘non-Europe’) was too high to be ignored. An EU without internal
frontiers (at least for residents of the member countries), as envisaged in the
White Paper, could increase GDP in the EU by up to 7 per cent and create
5 million new jobs, if accompanied by supporting national policies
(Emerson et al., 1988, p. 165). The ‘costs’ of these real gains are more
freedom for business and less regulation. The opponents of the Single
Market Programme were not able to create a more attractive and feasible
economic strategy and ultimately gave up the attempt to do so. Only
inefficient businesses or those that failed to compete and adjust would lose
out in the new situation. As the Single Market Programme (1985–92) was not
accompanied by a chain of bankruptcies throughout the EU, this is an indi-
cation that the business sector has absorbed the change without any serious
and negative shocks. However, the Single Market Programme was merely the
first step. One has to bear in mind that the Single Market Programme was
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merely a medium-term strategy. The Maastricht Treaty rearranged the deci-
sion-making process in the EU and set the ‘agenda’ for the eurozone.

Tables 6.1 and 6.2 show annual percentage changes in, respectively, real
GDP growth rate and real gross fixed capital formation (investment) in the
EU(15) and candidate countries in the 1990–2004 period. Also shown for
comparison are the same indicators for the US, Japan, Switzerland and
China. Although the actual figures differ for each country in the EU, eco-
nomic cycles show a certain degree of synchronisation. The most obvious
example is 1993, when most of the EU countries were in recession. That
was the first year of the Single European Market in the EU. However, it
would be unfair to blame negative macroeconomic trends on the failure of
the Single Market Programme. Integration is, after all, no more than an
instrument to support general national macroeconomic policies. If the pol-
icies are right, integration can contribute to their reinforcement. It is still
too early to draw any definitive conclusions about the impact of the euro-
zone, introduced in 1999, on growth. Gross fixed capital formation (invest-
ment) shows business interest in the future. A change in this indicator in
one period of time may provide signals about the business confidence and
the growth rates of output and GDP in the next period. Although the two
economic indicators shown in the tables differ among EU countries, the
common feature is that their interrelation is almost always strongly positive
(signs of slight synchronisation of cycles).

Well, 1992 has come and gone, and the single currency was introduced in
the eurozone in 1999, but still the economies of the EU countries have not
shown any great expansion despite widespread predictions of the beneficial
effects of the Single European Market. There was even a recession in 1992.
Has something gone wrong? Perhaps not. Economic integration, including
the operation of the Single European Market and the eurozone, is an
ongoing process. The Single European Market is not a project that has clear
deadlines after which one may measure the overall effects with only a small
margin of error.

Research on the effects of the Single European Market suffers from an
identification problem. It is a common shortcoming of all studies that deal
with the effects of international economic integration. It is hard to know
which changes in the economy and the reaction of enterprises are due to the
Single European Market and which would have happened anyway. For
example, external changes include imports of improved foreign technology
(software programs to manage production, inventories, transport and
distribution) or ‘globalisation’ of business and competition. It may take
another decade or so until all the effects of the Single Market Programme
are fully absorbed by the economies of the EU. Then, this would all be mixed
with the enlargement effects. Perhaps, and again only ‘perhaps’, the biggest
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effect on the economies of the EU has already taken place, at the end of the
1980s. Some support for this thesis can be found in the fact that business
concentration deals peaked in 1990. It needs to be borne in mind that the
Single European Market was a, rather than the reason for change.

In spite of ‘grand’ expectations regarding employment and growth at the
start of the Single Market Programme, as expressed, for example, by
Emerson et al. (1988), in practice the benefits have been much more modest,
although not negligible. It has been estimated that the programme created
between 300 000 and 900 000 jobs, with an extra increase in EU income of
1.1–1.5 per cent over the 1987–93 period (European Commission, 1997c).

Direct intervention in the manufacturing industry by the EU was pri-
marily aimed at declining industries such as steel, shipbuilding and textiles
during the 1970s and early 1980s. After 1985, the major emphasis of the
policy changed. The EU became much more involved in the expanding
high-technology industries through its R&D and technology policies. This
should not be taken to mean that the EU is no longer concerned with obso-
lete ‘industries’, or that it was not interested in the support and development
of advanced industries in the past. On the contrary. EU involvement with
both types of manufacturing industries existed in the past, and it continues
in the present. What changed was only the order of priorities. None the less,
high on the agenda for the future are the following priorities:

● promotion of investment into intangible assets;
● fostering the information society and life-time learning;
● backing good corporate governance;31

● advancement of industrial cooperation;
● paying special attention to services, SMEs, energy, bio- and nano-

technologies;
● strengthening of competition; and 
● modernisation of public intervention.

4. Services
ISSUES

Goods are tangible assets and, as such, are readily defined; the same
cannot be said of services. Services have numerous recipients: an individ-
ual in the case of a haircut, education, entertainment or transport; a legal
entity such as a firm or government in the case of banking or construc-
tion; an object such as an aeroplane in the case of guidance, defrosting,
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repairs or other airport services; or goods in the case of transport and
storage. Some services can be provided to more than one recipient. For
example, banking, insurance, transport, telecommunication, leasing, data
processing and legal advice could be offered to individuals, businesses and
governments.

In general, the services sector in the developed market economies con-
tributes more than half to both GDP and employment (about 70 per cent
in the EU(15) in 2003). The share of the economy occupied by services has
been continuously increasing. This tendency to deindustrialisation has
resulted in a shift of emphasis towards the services sector as one of the key
solutions to the problems of unemployment and growth. Employment in
the manufacturing sector has been declining in the EU since the 1980s,
whereas employment in the services sector has been constantly expanding.
In 2002, out of 158 million people employed in the EU(15), 43 million (or
27 per cent) were employed in the manufacturing sector, while 110 million
(or 70 per cent) were employed in the services sector. Newly created jobs in
the services sector more than compensated for job losses in manufacturing.
Production of almost all services takes place in every country. However, the
same is not true for the manufacturing of cars, lorries, aircraft or steel. This
is the direct consequence of high tradability of goods and restricted trad-
ability of services. Hence, the alleged importance of the creation of new
jobs in the services sector.

Notwithstanding its importance and impact on the economy, the services
sector has been largely neglected in economic analysis. Classical economists
such as Adam Smith and Karl Marx neglected services as the residual sector
of the economy on the grounds that it does not have durable properties and
no facility for physical accumulation or trade. The production and con-
sumption of services is simultaneous and requires a degree of mobility of
factors. Therefore, the classical economists turned their attention towards
the manufacture of physical goods. In addition, rules relating to trade in ser-
vices were not negotiated for a long time. However, as world trade in services
was constantly increasing, it came as no surprise that services were included
in the Uruguay Round Accord and in the WTO. World trade in services was
over $1540 billion in 2002. This represented a quarter of the $6240 billion
trade in goods during the same year.

The services sector of an economy changes its structure and location over
time. The traditional services (such as transport, law, medicine, banking and
insurance) are enriched by the new and fast-growing ones (such as telecom-
munications, information, data processing, engineering and management
consultancy).

On the ‘technical’ side, services differ from other economic activities in
at least five ways (Buigues and Sapir, 1993, p. xi):
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● The production and consumption of services occur at the same
time and at the same location. Therefore, they are regarded as non-
tradable as they cannot be stored. Because of a relatively low level of
internationalisation, the right of establishment (FDI) is essential for
the provision of services abroad. Although services account for over
two-thirds of the GDP in the EU, their share of total trade is about
20 per cent. This epitomises the non-tradable nature of many ser-
vices. On the other hand, services account for over half of all FDI in
the EU. Internationalisation of services is lowest in distribution,
road transport and construction, average in telecommunications,
financial and business services; and relatively high in air transport
and hotel chains.

● The quality of services cannot easily be ascertained in advance of
consumption. Non-price competitive factors such as reputation often
play a key role during the decision-making process by consumers. This
is important in longer-term relations such as in financial services.
Experience plays a part even in one-off relationships in some cases and
places.32

● Governments in all countries intervene in services more than in other
economic activities, because of market failures. These include imper-
fect competition in a number of services; asymmetric information
between providers and consumers (sellers potentially know more
about a service, such as an insurance policy, than do buyers); and
externalities. Positive externalities are to be found frequently in the
services sector, such as in telecommunications or the Internet. In
these areas the value for one user increases with the total number of
all users. A negative externality may be found, for example, in
financial services, where the failure of one bank may cause problems
for others (Sapir, 1993, p. 27). Public intervention influences entry,
operation, competition and exit from the sector. Regulation is high
and competition low in financial services, air transport and telecom-
munications. Thus, these industries are served by only a few large
companies. Reputation plays a major role in finance and economiesof
scope are important in air transport, while in telecommunications
there are relatively large sunk costs and economies of scale (in most
countries a single public firm used to provide the serviceuntil the mid-
1990s). Competition tends to be higher and regulation easier in road
transport, business services, construction and hotels.

● Debates about the (in)ability of the government to intervene (in)
efficiently to correct market failures, as well as changes in technology,
contributed to an ebb in deregulation in the services sector first in
the US at the end of the 1970s, then in Britain during the early 1980s,
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which subsequently spread to the rest of Europe. All this was also
supported by the results of the Uruguay Round.

● Services are characterised by a relatively slow growth of labour
productivity. Their rate of productivity growth during the 1970–90
period was half of what it was in the manufacturing sector. There are
at least two explanations for such development. First, competition in
services is obstructed by a high degree of regulation and, second, the
substitution of capital for labour is more limited in services than
in manufacturing. Technological innovations, however, increased
labour productivity in telecommunications and air transport during
that period.

Differences between services and other economic activities are not
confined to the ‘technical’ side. There is also a social dimension:

● in the 1990s, half of employees in the service sector were women. This
is in sharp contrast with the manufacturing sector, in which women
account for only one in five jobs;

● there are many more part-time employees in the services sector than
in manufacturing;

● temporary contracts are increasing in the services sector;
● there is a relatively high level of non-employees;
● labour unions are not strong in the services sector except in transport

and telecommunications; and
● SMEs are the dominant type of business organisation in most service

industries.

There are other reasons that make the analysis of services tricky. One is
a lack of any profound theory or definition. Services were defined as:

● indivisibles because they disappear in the very moment of their pro-
duction; or

● unstorables because they perish as they are produced. Services could
be bought and sold, but they could not be ‘dropped on the foot’; or

● non-tradables and non-transportables because of their above two
properties; or

● the residual sector of the economy as it does not belong to agricul-
ture, or to mining or to the manufacturing sector.

A wide definition of services states that ‘a service is a change in the condi-
tion of a person, or a good belonging to some economic unit, which is brought
about as a result of the activity of some other economic unit’ (Hill, 1977,
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p. 317). Without a proper definition, the measuring unit is lacking. Trade
statistics list thousands of items for goods, but record only a handful of ser-
vices (making analysis quite difficult). This reflects the fact that goods have a
very high degree of tradability, whereas the tradability of services is low.
Hence, the production of services is much more geographically dispersed
than is the production of goods. Although many services are not tradable,
progress in information and telecom technology has made many services eli-
gible for international trade. Nevertheless, trade in many services is not
recorded. For example, the service part of a good, such as repair and regular
maintenance of a car, may be incorporated in the total price of traded goods.

Services may have the following general dimensions:

● producer: finance, accounting, consulting . . .
● distribution: transport, trade, advertising . . .
● social: government, health, security, old-age . . . and
● personal: entertainment, restaurants, hotels . . .

This classification is relevant if one wants to employ certain policy instru-
ments to influence the development of the targeted dimension. But even
here one may encounter classification, and then policy-related problems.
Where to put insurance, marketing, education or postal services? 

Apart from transport, financial and telecommunication services, in prin-
ciple, entry into and exit from a service industry is relatively cheap and easy.
However, there are regulatory barriers to such (dis)orderly operation in the
service businesses. TNCs release few data on their internal trade in services,
whereas other establishments in the sector only reluctantly make this infor-
mation public, as this can endanger their competitive position. In addition,
information can be easily, swiftly and cheaply distributed, which jeopardises
property rights. Such a lack of hard statistical information makes trade in
services difficult to study.

It is easier to sell goods than services in foreign markets. While barriers
to trade in goods can be eliminated at the border, problems for the sup-
pliers of services usually start once they pass the frontier control. Provision
of services often requires the right of establishment and national treatment
of enterprises. Providers of a service frequently need to be physically
present in order to provide a service to their customers.

Impediments to trade in services are not found in the form of tariffs. The
principal obstacles can be found in two classes of barriers that may be
theoretically obvious, but they may often be blurred in practice:

● market access: regulation of the entry of foreign service providers in
the national market (prohibitions, bilateral and regional preferential
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agreements, local content rules, travel and residency restrictions,
recognition of qualifications and experience, standards, insurance
and obligatory deposits); and

● national treatment: this shows whether a foreign provider of a service
is treated the same as the domestic one in the same situation (taxes,
subsidies, charges for public services, buy domestic obligations and
campaigns, exchange controls).

Experts may enter and settle in foreign countries, but their qualifications
and licences may not be recognised by the host authorities. Public author-
ities regulate the supply of services to a much higher degree than they do
the production of goods. They often regulate public shareholding, quality
and quantity of supply, rates and conditions of operation. Fiscal incen-
tives are often given more easily to firms in the manufacturing industry
than to those in the services sector. Because of the wide coverage of reg-
ulation of industries in the services sector, an easing or a removal of
control of the establishment in services can have a much greater impact on
trade and investment than would be the case in the trade and production
of goods.

More than a decade after its establishment in 1993, the Single European
Market is not yet delivering its full benefits to consumers and firms. This
is most obvious in services. Belgian electricians need to pay three times the
Belgian rate to register with the Luxembourg authorities for a one-day job
or Austrian bakers need eight different licences if they want to set up busi-
ness in Italy.33 The Single European Market may be weakening. So may
be the opportunity to turn the EU into the world’s most competitive
knowledge-based economy by 2010. Hence, the European Commission
intends to be more active in tearing down barriers in the services sector.

Small and open countries that are net importers of goods may prefer not
to rely on their domestic manufacturing industry, as this might not operate
on an efficient scale. These countries may choose to develop service indus-
tries to create proceeds to pay for imports of goods. Thus, the Netherlands
has developed trade and transport, Austria tourism, Norway and Greece
shipping, while Switzerland and Luxembourg are highly specialised in
financial services.

Services and the jobs that they create may be broadly classified into two
groups:

● those that require high skills and pay (such as business, financial,
engineering, management, consulting and legal advice); and

● those that are geared to consumer and welfare needs.
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The suppliers of services in this second group receive poor training, have a
high turnover and low pay (such as jobs in shops, hotels and restaurants).
Economic development in its post-industrial phase should be aimed at
the creation of jobs in the former group, rather than the latter (Tyson,
1987, p. 79).

EUROPEAN UNION

Articles 43–8 of the Treaty of Rome grant the right of establishment to EU
residents, freedom to supply services throughout the region and freedom
of movement for capital. Article 86 states that public enterprises and those
with special or exclusive rights to provide services of general economic
interest ‘shall be subject to . . . the rules on competition, in so far as the
application of such rules does not obstruct the performance, in law or in
fact, of the particular tasks assigned to them’. Compared with trade in
goods, these rights have not yet materialised in practice on a large scale. The
major reason for this situation is the existence of various national restric-
tions (NTBs). In fact, about half of the 282 measures that came from the
Single Market Programme related to services such as finance, transport and
telecommunications. It was in the financial services (banking and insurance)
that the Single Market Programme advanced most swiftly. This was partly
due to the impressive changes in technology (data processing and telecom-
munications services) and partly a result of international efforts to liberalise
trade in services under the auspices of the WTO.

One could ask whether the changes prompted by the Single Market
Programme had the same effects on services as they had on manufacturing.
A more apposite question is whether the programme had an impact on the
geographical location of services in the EU, as could have happened with
manufacturing. In the case of some services that are tradable because of
data processing and telecommunications technology, such as accounting,
there was some centralisation and reallocation of business. For most others,
significant changes are not expected in the short and medium terms. Skilled
accountants are able to move around the EU and offer their services, but
the Greek islands (tourism) will remain where they are.

The still-evolving legislative framework for the single EU market in
services is based on the following four principal elements:

● Freedom of establishment: Enterprises from other EU countries may
not be discriminated against and must receive national treatment in
the country of operation. This is important in the services sector
because of the need for direct contact between the providers and
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consumers of services. A single licence is required for the provision
of services throughout the EU. This means that a firm that is entitled
to provide services in one EU country has the same right in another
EU country. The country that issues such a licence is primarily
responsible for the control of the licensed firm on behalf of the rest
of the EU.

● Liberalisation of cross-border trade in services: This element increases
the possibility of cross-border provision of services without the
actual physical establishment of the business in the host country.
A gradual inclusion and a full permission for cabotage (internal
transport service within a country) was one of the key changes.
Cabotage in EU air transport was fully liberalised in 1997, and in
road transport in 1998.34

● Harmonisation of the national rules: This eases the trans-border
establishment of business and the provision of services. This is rele-
vant for telecommunications (technical standards) and financial
(solvency) services.

● Common rules of competition: Restrictive business practices, abuse of
the dominant market position and state aid are forbidden or strictly
regulated.

Financial services deal with promises to pay. In a world of developed
telecommunication services, these promises can move instantaneously all
around the globe. Customs posts do not matter in this business. None the
less, restrictive rights of establishment may limit the freedom to supply
these services. Traditionally, monetary power was jealously protected and
saved for domestic authorities. This has changed in recent decades.
International mobility of capital can hardly be stopped, therefore countries
try to make the best use of it. Financial services not only generate employ-
ment and earnings themselves but also, and more importantly, the efficient
allocation of resources and the competitiveness of the manufacturing
sector depends on a wide choice of efficient and low-cost financial services.

As a result of the First Banking Directive (1977), EU-resident banks are
free to open branches throughout the Union, but this is subject to host-
country authorisation. Foreign banks cannot compete successfully with
local banks, as the costs of establishment differ widely among countries. In
addition, foreign banks may be excluded from certain services (securities)
which are reserved for local residents. The Second Banking Directive (1989)
brought a major breakthrough in the EU banking industry as it introduced
the single banking licence. From 1993, member countries of the EU
accepted the home-country control principle, as well as a mutual recogni-
tion of each other’s licensing rules for the banks.
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The European Parliament approved a plan in 2002 to unify the EU
financial markets ambitiously set by 2005. The intention is to standardise
rules for corporate accounting, reporting and oversight in order to allow
for greater financial market consolidation and to avoid risks such as those
that emerged with the Enron and Andersen corporate scandals in the US
in 2002 and Parmalat in the EU in 2003.

Full harmonisation of the banking laws in the EU countries is, however,
neither easy nor necessary. Banking laws among the states in the US differ,
but this has never been a major handicap to the economic performance of
the country. As financial services become globalised, the challenge to the
EU and its member countries is to adjust to this change and remain com-
petitive, become mature or lose out to other competitors. In the event that
third-country banks wished to benefit from the Single European Market,
the Second Banking Directive asked for reciprocal treatment. However, it
subsequently became evident that this would be an unrealistic provision in
relation to US banks. These banks are not allowed to enter into certain
financial operations (such as securities) across the boundaries of federal
states. It would be unreasonable to give EU banks operating in the US more
favourable treatment than domestic US banks and/or to expect the US to
change the domestic rules because of a different regulation in the EU. In
the end, the reciprocity provision did not apply to subsidiaries of US banks
that were established in the EU prior to 1 January 1993.

The insurance business is very special and complex indeed. There are few
homogeneous products and there is usually a long-term relation between
the parties. If a consumer purchases a bottle of Scotch whisky, he/she still
has the pleasure of consuming this drink even if the producer goes out of
business. The same is not true for an insurance policy. Control of the insur-
ance business is exercised by regulating entry into the business. Insurers in
the EU are granted the general right to establish (locate operations in
another partner country), but they are often permitted to solicit business
only through local agencies. This is particularly true for compulsory insur-
ance.35 The rationale for such restrictions can be found in the protection of
consumers’ interests because of the asymmetric information between the
seller and the buyer (the seller may know much more about the policy than
the buyer),36 but it can be employed for the protection of local businesses
too. Where a sound case for the protection of local consumers ends and
where a barrier to trade in the insurance business and protection of the
local industry begins is difficult to determine. Buyers of an insurance policy
may appreciate the benefits of relatively tougher regulation, but may not
wish to accept the higher costs involved.37

Progress in the EU was faster in the non-life than in the life insurance
business. The directive (1988) on the freedom to supply non-life insurance

416 The economics of European integration



distinguished between two kinds of risks. Mass risks (commercial risks) and
large risks (transport, marine, aviation) are covered by the home-country
regulation of the insurer, whereas personal insurance is covered by national
regulations in the country where the policyholder resides. Integration in the
insurance business in the EU has not advanced as much as in the field of
banking. EU insurance companies are allowed to compete only under the
host-country rules, which significantly reduces the opportunity for real
competition. In fact, the insurance industry is barely affected by the ‘glob-
alisation’ of business. Highly protected national insurance markets would
require a great deal of harmonisation before real competition could take
place and before a ‘single EU insurance passport’, introduced in 1994,
could have a greater impact. The benefit of this ‘single passport’ is subject
to harmonised solvency margin requirements and regulatory supervision
among countries.

As part of the implementation of the Single European Market, personal
insurance policies have been sold and advertised freely in the EU since
1994. This is not to say that insurers and consumers had reason to rejoice.
One reason for this is that national tax treatment still favours local com-
panies. These firms have a wide network of tied agents that may not be
easily and swiftly replicated by foreign competitors. Another reason is
national restraints on the sale of certain types of policies. For example,
Italy banned the sale of kidnap insurance because of the concern that it
would encourage abductions. The European Commission advocates equal
treatment and access for men and women to goods and services. Therefore,
in 2003 it proposed to abolish the use of sex as a determining factor in the
evaluation of risk. Insurers argue that women live longer than men and if
the insurance industry is deprived of such distinct treatment, the ability to
assess risk would increase insurance premiums for women for products
such as car insurance.38

Uncoordinated national laws can no longer provide the basis for future
developments of financial services in the EU. This is increasingly import-
ant in the light of increasing globalisation and a loss of an EU-specific
dimension in business, especially in banking. If the EU wants to preserve
or even increase the existing amount of business and employment that goes
with it, it is crucial that it fosters the development of an open and efficient
market for financial services. Consumers will gain a wider choice, and
better-quality and cheaper financial services, which is essential for the com-
petitiveness of the manufacturing industry and the smooth operation of
the whole economy.

The Debauve case (1980) dealt with advertising, and showed how com-
plicated cases could be in the services sector. Belgium prohibited advertis-
ing on TV. None the less, cable TV programmes that originated in other
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countries without such restrictions and which were marketed in Belgium
contained advertising messages. The issue was whether the government of
Belgium had the right to ban advertising on channels received in the country,
but which originate in other countries. The EU Court of Justice concluded
that, in the absence of the EU action, each member state would regulate and
even prohibit advertising on TV on its territory on the grounds of general
interest. The question here is what was the ‘general interest’ in this case?
A typical argument for regulation would be the protection of consumers
(viewers). An increase in the choice of channels would not be against the
interests of the viewers regardless of whether foreign programmes contain
advert breaks. Therefore, the argument that an improvement in the welfare
of those in Belgium who wished to watch foreign channels was increased by
the ban cannot hold water (Hindley, 1991, p. 279). If Belgian viewers watch
foreign programmes (with or without advertising), they will watch fewer
domestic channels. Hence, support for the public financing of domestic TV
will decrease. An additional reason for the Belgian policy was the protection
of the advertising revenue of the local newspapers.

One of the fastest-growing industries in the services sector is telecommu-
nications. This is due to the profound technological changes that have
taken place since the 1960s, which include communication via satellite,
microwaves and digital technology. New goods and services, such as fax
machines, electronic mail and mobile phones, also appeared. A total of
€450 billion has been invested in the EU information industry. The natural
monopoly argument for the provision of long-distance, as well as local
services has vanished.

The EU policy in the telecommunication field was slow and late to appear.
During the mid-1980s, the EU was concentrating its efforts on R&D and
common standardisation. Subsequently, the aim of having an open network
was translated into a directive in 1990. In addition, public contracts that
exceed €0.6 million in the industry must be transparent and officially pub-
lished. Directive 96/19/EC introduced full competition in the telecommuni-
cations market in 1998, although Greece, Portugal and Spain were allowed
a few years’ grace. This means that EU consumers have the right to have a
phone connected, access to new services, have services of a specified quality
and benefit from new methods of solving problems between the consumer
and the provider of the service. The obvious benefit was an increase in the
number of telecommunication services (often free access to the Internet,
huge growth in mobile telecommunications) and a sharp decline in the price
of these services.

Business services have high rates of growth too. They include accountancy,
auditing, legal, R&D, information, data-processing, computing and vari-
ous engineering and management consultancy services. Different technical
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standards, licensing of professionals and government procurement of ser-
vices represent barriers to the free supply of services throughout the EU.
A liberal treatment of these services may reduce their costs and increase the
efficiency of business. In a world undergoing continuous changes in tech-
nology, markets, laws and so on, consultants who manage to stay at least one
step ahead of their clients will survive.

Trade in professional services still faces significant obstacles. The domes-
tic regulation in the accounting business, for instance, is burdened with
limits. They commonly include the following restrictions and requirements:

● qualifications (education and experience);
● recognition of diplomas and certificates (professional competence);
● transparency regarding activities;
● standards for the quality of service (protection of clients);
● professional ethics and insurance/deposit requests;
● obligatory membership in local professional associations;
● limitations in the scope of business;
● control and ownership restrictions;
● residency requirements; and
● limits regarding the nationality of staff employed.

OUTLOOK

The policy of the EU towards services should be founded on three major
freedoms: the freedom to establish business (geographical or spatial
liberty); the freedom to offer services; and the freedom to transfer capital.
Deregulation in the services sector increased competition, which reduced
costs for consumers, increased opportunities and improved the competi-
tive position of the entire economy. Apart from partial deregulation, the
promotion of the development of the EU-wide service industries needs to
be encouraged. Initial steps towards this objective include recognition of
qualifications, a single insurance licence and the opening up of government
procurement over a certain (small) threshold to all EU suppliers.

Opening up market for trade and foreign investment in services brings at
least two distinct benefits for the domestic economy:

● the competitiveness of the entire economy depends on a free access
to efficient services; and

● opening the domestic market for trade in services is the principal
means to warrant the efficient operation of the services sector.
This method permits (1) an improvement in efficiency because of
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competition and (2) makes available services that otherwise may not
be available locally.

Although the general interests of a member country do not always
conform with the overall interest of the EU, the EU Court has often been
reluctant to question national stances. This has limited the effectiveness of
Articles 49–55, as well as Article 86 of the Treaty of Rome. While the Cassis
de Dijon case was applied to internal trade in goods, the application of the
same principle to services is waiting for ‘better times’. The relatively ‘soft’
stance of the EU regarding restrictive agreements and abuse of dominant
position in services cannot easily be explained only by the properties of
services; one also needs to add the influence of entrenched businesses,
lobbies and the public protection of specific interests. None the less, it is
slowly being realised that regulation that limits competition prevents,
rather than stimulates, efficiency in services such as telecommunication,
transport and finance.

More than a decade after its establishment in 1993, the Single European
Market is not yet delivering its full benefits to consumers and firms. This is
most obvious in services that account for over 70 per cent of EU GDP.
In order to avoid the weakening of the Single European Market, as well as
the chance of transforming the EU into the world’s most competitive
knowledge-based economy by 2010, the European Commission identified
in 2002 a set of barriers that impede the free movement in services. These
are barriers that deal with the following stages of the business process:

● establishment of the service provider (authorisation, declaration,
qualifications of staff);

● use of inputs necessary for the provision of services;
● promotion;
● distribution; and
● after-sales phase (professional liability, insurance, guarantees,

maintenance).

The European Commission intends to be more active in tearing down bar-
riers in the services sector and to have a Single European Market for services
by 2010.

As the provision of most services has a local character (because many of
them are non-tradable), there will be no big change in the geographical loca-
tion of their production. Local incumbents have established and operate
strong retail networks, and their own reputation (accounting may be an
exception) may act as an additional barrier to entry. Because of this aspect
of services, national regulation may remain dominant in many industries
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within the services sector in the future. The structure of ownership, however,
may change as local firms enter into the network of large TNCs in the indus-
try. Nevertheless, one should not exaggerate the potential expansion of
TNCs in the services sector as most mergers and acquisitions in the sector
have a strong national dimension. An international, that is, EU, dimension
in the services sector is growing in the insurance industry. Assicurazioni
Generali, the biggest insurer in the EU by market capitalisation, earned
two-thirds of its premium income from outside Italy, while a third of its
equity is reckoned to be in the hands of foreigners.39

The impact of the Single European Market on the changing geography
of production is much more obvious in the manufacturing sector than in
services. This is the consequence of a much higher degree of tradability of
goods than is the case with services. The impact on services may not be
immediately obvious. It will take a long time to materialise. The Single
European Market brought certain benefits to the consumers of services. The
most obvious are in telecommunications. However, large-scale benefits may
be absent because of important barriers that include the reputation of the
already established service firms, past experience, excess capacity and cul-
tural differences. It may be wrong to expect that the genuine internal market
will cause an equalisation of prices of services throughout the EU. Prices
will only tend to converge because of increased competition. None the less,
some price differentials will persist because of differences in productivity
and taxation, as well as the needs and preferences of the local markets.

Some trends are, however, obvious. There is a general trend for the share
of services in the economy to expand, while that of the manufacturing
industry shrinks. In addition, the services sector of the economy is more
spatially dispersed (because of limited tradability) than the manufacturing
sector. As personal income increases, there is a disproportional increase in
demand for services. At the same time, many manufacturing industries are
farming out various services (from cleaning to accounting and design) and
relying on external specialist firms to provide them. Finally, as manufactur-
ing in the EU undergoes some degree of spatial reallocation, this will have
an impact on the location of services, which may follow their clients in the
manufacturing sector.

5. Conclusion
Consideration of the various problems that arose during the creation and
implementation of an industrial policy in the manufacturing and services
sectors of a country has given an insight into the magnitude of the problems



facing the introduction of schemes across integrated countries. There is at
least one forceful argument that favours the introduction of an industrial
policy. The neo-conservative school argues that a free market system is the
best existing method for solving economic problems. However, this cannot
be accepted without reservations. Neither the economic performance of the
US prior to the New Deal nor contemporary economic performance in the
most successful industrialised countries such as Germany, Japan or Sweden
supports this view. Strategic government intervention and comprehensive
social welfare programmes, rather than free markets, have been the engines
of economic success throughout the advanced industrial world (Tyson and
Zysman, 1987b, p. 426). In fact, according to this view, free markets were
often no more than ‘fine-tuning’ policy choices of the government.

A country with a flexible policy towards manufacturing industry in
response to market signals (such as Japan during the 1960s and 1970s) or
one that shapes the market (France during the 1950s and 1960s or China
during and after the 1990s) is better able to adapt to changes than a country
that largely resists such changes (such as in Britain in the case of coal and
steel production during the 1970s). Industrial policy that ignores market
signals and that supports industries with obsolete technologies introduces
confusion over future developments and increases the cost of inevitable
change. These costs may be much higher in the future than they were in
the past because of social rigidities and rapid changes in technology. The
success of an industrial policy may be tested by its effectiveness in shifting
resources from industries that use ailing technologies, not by how effective
it is in preventing this adjustment. However, the problem is that even the
most sophisticated national or international institutions and think-tanks
do not know exactly what will happen in the future (recall the debt crises in
the 1980s, and the impact of Microsoft on the economy).

A policy of picking a winner (a strategic industry with important exter-
nalities) ex ante may propel the economy of a country in the future. This may
have a favourable outcome for the country or the EU if the choice is correct,
if this policy is coordinated with the suppliers of inputs and if it is limited
to a defined period of time in which the national champion is expected to
become self-reliant. The other interventionist approach of rescue (ex post)
may simply postpone the attrition of the assisted industry and increase the
overall costs of change to the society.

The shift out of industries that use obsolete production technologies and
into modern ones seems easy in theory, but can be quite difficult, costly and
slow in practice. This is, of course, a matter of political choice. The inabil-
ity to do something is different from an unwillingness to do it. During the
1980s, the EU opted for the creation of the Single European Market as the
environment that favours change. None the less, its direct industrial policy
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is in many respects a set of R&D policies coupled with public procurement.
Other dimensions of industrial policy are implemented within the domain
of competition, trade, regional, education and monetary (stability) policies.
It is to be hoped that the ‘social dimension’ in the future of the EU will
remain only as a set of non-obligatory standards and aspirations that will
not mislead the EU into the complacency that would kill the urge for con-
tinuous change and adjustment for the better.

Britain and Spain were behind the ambitious Lisbon (2000) goal for the
EU. This rests on the liberal ideas of deregulation that would make the EU
economy more flexible and dynamic. Other EU countries did not quite
realise what they agreed to. The European Councils usually set political
targets which include deadlines. This is generally a clear-cut part of the
exercise. However, it takes much longer for the European Commission and
the national governments to jointly legislate and implement policies (most
governments try to protect their national interests). If the principal com-
petitors such as the US (because of the huge budget and trade deficits) or
China (because of distortions in the economy) slow down, the EU may
feel less urgency in making painful reforms in its structured labour and
product markets.

The shaping of an industrial policy in every country requires detailed data
about the available factors, competition, externalities, changes in the pro-
duction and management technology, and policies of the major trading
partners, as well as about the tax, legal and political environment. Even then,
industrial policy prescriptions should be taken with a pinch of salt. At the
time when Britain was industrialising, the textile industry was the leader in
technology. The capital required to start up a textile firm was much smaller
than that required to build a steel mill, which was the leading manufactur-
ing industry when Germany started to industrialise. The problems of devel-
opment had to be solved by government incentives (intervention) and bank
loans. Modern industries require not only capital investment (in many cases
this entails reliance on banks) but also, and more importantly, investment in
highly qualified personnel. Education policy is always shaped to a large
extent by government.

There are justifiable reasons for pessimism about the ability to create and
implement an effective and coherent industrial policy in a decentralised
country or a group of integrated countries. Many agents and issues need
to be taken into account during the decision-making process about
uncertain events. Numerous agencies have an impact on industrial policy,
including ministries of trade, finance, social affairs, education, regional
development, energy, environment, transport, technology, defence and
foreign affairs. Most of these departments exist at the federal, regional and
local levels. There are also labour unions, banks, industrial associations
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and non-governmental organisations. They all have diverse and often
conflicting goals. The complexity of coordination, communication, har-
monisation and control of all these players increases exponentially with
their number. In spite of all these organisational difficulties, the rewards are
worthwhile.40 However, while numerous agents may, of course, be a source
of creativity, in practice they often turn out to be a source of disagreement
over the distribution of instruments of industrial policy. The interaction of
all these players has an amalgamating effect on the national industrial
policy. To reconcile all these diverse demands is a great political challenge.

Luckily, some evidence from the cases of Japan (1960–90) and Germany
may serve as partial examples to other countries in the shaping of national
industrial policies. The crucial property of a promising industrial policy is
that if it cannot be organised centrally then it ought to coordinate measures
taken at lower levels. Without a consensus about the basic objectives of
industrial policy among the major players and their commitment to these
goals, such a policy will not come about. Exchange of views, mutual under-
standing, trust, support and, finally, an agreement about the goals and
means of industrial policy between governments at all levels, business
community and labour are essential elements of its effectiveness.

While the EU creates conditions for competition, its member countries
implement their own national industrial policies. The divergence in indus-
trial policy philosophies among the member countries and a lack of funds
has prevented the EU from playing a more influential role. The variety of
uncoordinated national policies has introduced confusion and uncertainty
regarding the future actions of the EU. Until the member countries take
advantage of a vast Single European Market, they may not profit from the
potentials for an increase in the competitive edge in a number of manu-
facturing industries primarily vis-à-vis the US, but also Japan, China and
some newly industrialised countries. If it attempts to be durable and suc-
cessful, an EU industrial policy will require the agreement of the member
states about their objectives and policy means. A new philosophy by the
European Commission regarding industrial policy is based on the idea
that this policy needs to offer primarily a stable macroeconomic environ-
ment. The eurozone epitomises this policy stance. In addition, various
research programmes are should provide an input into the EU industry’s
competitiveness.

If there are any ‘golden rules’ for a respectable industrial policy, they
should include the following elements:

● The policy should not harm other parts of the economy.
● The policy needs to be continuous and stable.
● The policy instruments should reinforce one another.



● Inflation needs to be low, rates of interest positive and exchange
rates stable. In such an environment incentives exist for savings and
investment.

● Public borrowing needs to be small in order to give the private sector
better opportunities for obtaining investment funds.

● If necessary, intervention needs to be general and offer support to
industries, rather than individual firms within them.

● There always needs to be an element of choice among various
courses of action, as well as the flexibility to respond to crises and
opportunities.

● If certain support (such as subsidies, tariffs or quotas) is offered, it
should have a timetable, be transparent and be of limited duration,
after which it has to be withdrawn.

● There needs to be a reference to investment in human capital. Well-
trained labour and an educated management are the most valuable
created assets that an economy can have. The policy needs to create
a ‘learning society’ that supports and rewards the acquisition of new
skills and promotes the flexibility needed for adapting to constant
changes in the economy and technology.41

● Measures to ease the adjustment frictions are often a necessary
element in an industrial policy. Emphasis needs to be on all industries
(including traditional ones) that use modern technologies.

● A relatively easy international transfer of production from one loca-
tion to another within a liberal trading system has to be borne in mind.
National location-specific advantages (clusters and networks) for the
production of specific goods and services need to be cultivated.

● The policy should not neglect the creation of SMEs, which form
valuable links throughout the economy, not only with large firms, but
also with producers and consumers.

● There needs to be a consensus among the major players (employers,
employees and the government) in the economy about the global eco-
nomic goals and means for their achievement. These players should
also be committed to the achievement of the agreed goals. This implies
that the long-term vision of the goals needs to be realistic.

● Innovation in general, and faster innovation than others, in particu-
lar, ought to be matched by education and training that would make
the labour force able to exploit profitable new opportunities.

● Public support to R&D and innovation should increase the exchange
of information among the interested parties.

● As private capital is generally uninterested in investment in certain
types of infrastructure, the government needs to step into this field
on its own and to stimulate public–private partnership.
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Although industrial policy is wider than trade or competition policy,
the boundaries between them are blurred. Whether an industrial policy
increases national GDP compared with what would happen without it can
be debated for a long time without a solution to satisfy everyone. A promis-
ing industrial policy should neither shield expanding industries from com-
petition for an excessively long period of time nor prevent the attrition of
declining industries for ever. It ought to facilitate the movements of factors
from industries that employ obsolete technologies to industries that use
modern technologies.

Industrial policy has to be well coordinated at all levels of government
with other economic policies that affect the manufacturing and services
sectors. Without successful communication, harmonisation and coordi-
nation, intervention in industry will be similar to the work of a brain-
damaged octopus. This holds both for single countries and for schemes that
integrate countries. None the less, traditional behaviour is sometimes hard
to change in reality, even though the need for change is recognised. The EU
has chosen the Single European Market and the eurozone as paths to create
conditions for change according to market criteria of efficiency. It is up to
the economic agents to take advantages of these opportunities.

Certain results from such a choice have begun to emerge. The industrial
structure of the EU countries became more specialised from the early 1980s
than was the case before. This confirms the theoretical expectations of both
the standard, neo-classical and the new theory of economic integration.
A new pattern of industrial production is emerging in the EU. The major
features of this process of divergence in the economic structure of the EU(15)
countries include the following (Midelfart-Knarvik et al., 2000, pp. 46–7):

● The process is slow and does not provoke great adjustment costs.
● There was a certain convergence among the geography of produc-

tion in the EU countries towards the EU average during the 1970s,
whereas since the early 1980s countries have tended to diverge from
the EU average. This is a general sign of increased national special-
isation in the EU. The most remarkable national change in the geog-
raphy of production was the spread of relatively high-technology
and high-skill industries to the EU peripheral countries (Ireland
and Finland).

● Not all industries follow the same path as a reaction to economic
integration. Some of them concentrate, while others spread (contrary
to the expectations of neo-classical theory). Several forces, therefore,
drive such changes in the structure of production. Strong functional
intra-industry linkages (high share of intermediate goods from the
same industry and/or the need for a large pool of highly skilled
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labour and researchers) stimulate agglomeration. Weak functional
linkages acts as an incentive to the spread of production.

● While ‘economic integration’hasmade theUSgeographyof industrial
production more similar (less specialised) since the 1940s, integration
in the EU had as its consequence growing disparity (increasing spe-
cialisation) in manufacturing production. This slow process in both
regions shows no sign of abating. The unquestionable driving force for
this is still not known.

● The slow change in the geography of production has not provoked
major adjustment costs in the EU. If this continues, and if it is asso-
ciated with production linkages and comparative advantages, there
will be long-term benefits for everyone.

● Availability of highly skilled and educated workers and engineers
is becoming an increasingly important determinant of industrial
location.

● Agglomeration tendencies towards the central locations have become
more pronounced for industries that use many intermediate inputs.

● High returns to scale are becoming weaker as centripetal (agglomer-
ation) forces.

Notes
1. The EU has always conducted an industrial policy, but its intensity and the cover name was

different: state aid, technical standards, company law, competition policy, Single European
Market, trade protection, social policy and protection of the environment. In addition, the
European Commission changed the name of its DG for Industrial Policy to Enterprise DG.

2. Lipsey (1993a, p. 21) first used the term ‘massaged-market economies’.
3. ‘Strategic’ is not taken here to have any military sense, but rather refers to businesses that

have important forward and backward links with other industries, as well as strong and
positive externalities (spillovers) on the rest of the economy.

4. Abundant natural resources may often be a problem for a country, not a benefit. A dis-
covery of resources attracts gamblers, opportunists and crooks such as Francisco Pizzaro
(Latin America), Robert Clive (East India Company) or Cecil Rhodes (South Africa).
These resources provoke or contribute to civil wars: Angola, Congo or Nigeria. Elsewhere,
abundant oil reserves and exports as is the case in Saudi Arabia, Bahrain or Kuwait keep
local wages too high to permit the local development of the manufacturing industry.
Foreigners from less-well-off countries fill jobs in services in these countries. However,
certain countries that are exceptionally poor in natural resources such as Switzerland,
Austria or Japan are highly developed and among the wealthiest in the world. They base
their prosperity on the most important resource: human capital.

5. There is a growing awareness that most external economies apply at a regional or metro-
politan level, rather than at an international one. Therefore, the fear that external economies
would be geographically dissipated abroad is mostly wrong (Krugman, 1993b, pp. 161, 167).

6. Firms also make mistakes and wrong choices. IBM, for example, misjudged the commer-
cial worth of the haloid copying technology it was offered. This technology became the
foundation of Xerox.
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7. Services employed 69 per cent of the EU(15) labour force in 2001, while the shares of
manufacturing and agriculture were 27 and 4 per cent, respectively (Eurostat, 2003).

8. Akio Morita, the chairman of Sony Corporation, argued that ‘an economy can be only
as strong as its manufacturing base. An economy that does not manufacture well cannot
continue to invest adequately in itself. An economy whose only growth is in the service
sector is built on sand. Certainly, the service sector is an important and growing eco-
nomic force. But it cannot thrive on its own, serving hamburgers to itself and shifting
money from one side to another. An advanced service economy can thrive only on the
strength of an advanced manufacturing economy underlying it . . . The notion of a
postindustrial economy that is based principally on services is a dubious one’ (Morita,
1992, p. 79).

9. New technologies are less and less sector or industry specific. The same holds for modern
firms. Many of them cannot be easily classified in a group of enterprises that belongs to
only one industry or sector.

10. A common definition of an SME uses the number of employees as the determining
factor. Small enterprises are taken to be those with up to 25 employees, while medium-
sized ones have up to 250 workers.

11. European Commission (2003). SMEs in Focus: Main Results from the 2002 Observatory
of European SMEs, Observatory of European SMEs 2002, p. 4.

12. Groups that lobby in Brussels include 400 trade associations, about 300 large firms, 150
non-profit pressure groups, 120 regional and local governments and 180 specialist law
firms (The Economist, 15 April 1995, p. 26). Together, they have about 10 000 lobbyists,
and their number has been steadily rising since the start of the Single Market Programme
because of its implication for business (European Voice, 17 February 2000, p. 8). A very
high concentration of lobby services in Washington, DC, made, in some cases, a collec-
tion of some (private) interests stronger than those of the government.

13. A lack of natural resources made Japan invest in the development of human and tech-
nological capital.

14. Airbus was established in 1970. It is a publicly sponsored consortium of British (British
Aerospace, 20 per cent), French (Aérospatiale, 37.9 per cent), German (Deutsche Airbus,
37.9 per cent) and Spanish (CASA, 4.2 per cent) enterprises. It was established without
the involvement of the EU and under the French law as a Groupement d’Intérêt
Economique. The purpose of Airbus is to produce great aeroplanes, fight for orders and
please clients well before thinking about dividends. The conception of this company is
different from Boeing’s. As such, Airbus makes no profits or losses in its own right. This
means that the accounts of the group were available only to the four shareholders. Unlike
Boeing’s accounts, which are accessible to the public, Airbus’s accounts were concealed
from the public and the profit disguised in the accounts of its shareholders. It is, there-
fore, difficult to assess the commercial success of the best-known consortium in Europe.
Why then does Boeing not pressure the US administration to do something about this?
As about half of the value built into Airbuses is of US origin, the producers of these
components have a strong lobbying power in Washington, DC, and could counter the
potential actions of Boeing.

In 2001, 30 years after its creation, Airbus formally became a single integrated
company, thus passing another major milestone in its history. The European
Aeronautic Defence and Space Company (EADS) was the consequence of the merger
between Aérospatiale Matra (France), Daimler Chrysler Aerospace (Germany) and
Construcciones Aeronauticas (Spain) and BAE Systems (Britain). They all transferred
their Airbus-related assets to the newly incorporated company and, in exchange,
became shareholders in Airbus with 80 and 20 per cent, respectively, of the new stock.

15. One may think of wars with Korea, Vietnam, Iraq, Yugoslavia and Afghanistan.
16. The policy goal was to acquire the production of war materials. There was little concern

about antitrust laws, international competitiveness or competing national objectives
(Badaracco and Yoffie, 1983, p. 99). Governments have always affected industrial
development through trade policy, public procurement, taxes and subsidies, as well as
provision of public goods.
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17. One has, however, to remember extreme cases which are not very numerous, but exist
everywhere. The most highly paid people are not always highly educated. Many pop
singers or sportspeople (often very poor speakers) have a poor education. However, one
cluster of educated people that is being paid most are managers and lawyers (in the coun-
tries where law means something).

18. Single Market News, February 1996, p. 13.
19. Bulletin Quotidien Europe, 7 February 2003.
20. Financial Times, 29 and 30 October 2003.
21. Financial Times, 14 October 2003.
22. In the US, small, high-technology firms sell as much as half of their output to the

federal government and benefit from R&D support. In contrast, public procurement in
Europe is effected through a small number of large national suppliers. This suggests that
fostering of a free entry and mobility within flexible industries may be a superior policy
choice than supporting a few giants that react to changes with some delay (Geroski and
Jacquemin, 1985, p. 177).

23. Nobody in the European Commission uses the term ‘five-year plan’. That would remind
many of the five-year plans in the former centrally planned economies of Eastern Europe.

24. The First Framework Programme (1984–87) disposed of a budget of €3.7 billion, the
Second (1987–91) had a budget of €6.5 billion, the Third (1991–94) was allocated
€8.8 billion, the Fourth (1994–88) received €13.1 billion, while the Fifth (1998–2002) had
€14 billion.

25. FAST is a shared-cost programme involving a number of research and forecasting
centres in the EU. It is an instrument for studying future developments, as well as the
impact and social uses of science and technology.

26. European Voice, 13 November 2003, p. 15.
27. Software, aerospace, telecommunications, advance materials, semiconductors, biotech-

nology and defence technology.
28. Electronics and cars.
29. Lower-end mass market consumer goods.
30. Even a layperson would acknowledge that cows were created as herbivorous animals and

should not be expected to eat meat products!
31. Good corporate governance is essential to avoid scandals and bankruptcies as their

consequences always fall on the shoulders of the employed, shareholders and sometimes
taxpayers.

32. Do you remember your first (or for that matter even your second or third) taxi ride from
the airport in a Central or South European country as a foreigner? If you have not yet
experienced this pleasure, be assured it is one you will remember. In particular the rate
that you will pay.

33. Financial Times, 5 May 2003.
34. In spite of the liberty to offer transport services in other EU member countries, cabot-

age still represents a negligible part of the EU road transport market. In 2001, cabotage
represented 0.7 per cent of total road freight transport. This issue and transport services
are discussed in the chapter on transport policy (see Chapter 13).

35. The number of road traffic accidents per motor car or per inhabitant is different among
countries. Hence, there is a variation in risk. Therefore, differences in insurance pre-
miums among countries will remain in spite of increased competition.

36. ‘As patriotism is the last refuge of scoundrels (according to Dr Johnson), the welfare of
widows, orphans, and the incompetent is the last refuge of supporters of regulation.
Individuals free to make their own decisions will indeed make mistakes. Even if poten-
tial buyers are clearly informed of the regulatory regime, some will not understand its
significance. Even if large amounts of information are available on that significance,
some will not bother to obtain it . . . Protection of the foolish against error provides a
rationale for almost infinite extension’ (Hindley, 1991, pp. 272–3).

37. Everyone may appreciate the benefits of a car such as a BMW or a Mercedes. It is quite
another thing, however, whether consumers are willing to pay or have the means to pay
for such a motor car. A small Fiat may be the ultimate limit for many of them.
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38. Financial Times, 2 November 2003.
39. Financial Times, 10 March 2003.
40. Without the highest degree of coordination one would not be able to fly to the Moon

and return safely to the Earth.
41. Education may be a subsidised input for which the business sector has not paid the full

price. None the less, countervailing duties cannot be introduced by foreign partners as
education often takes a long time and cannot be easily and directly valued as is the case
with other subsidies, such as those for exports.
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I pray that in all respects you may prosper
and be in good health,

just as your soul prospers.
3 John 2

7 Trade Policy

1. Introduction
The Preamble to the Treaty of Rome states that the EU desires to
contribute to the progressive abolition of restrictions on international
trade by means of a common commercial policy. Internal trade in the EU
would be free of all customs duties and quantitative restrictions and there
will be a Common Commercial Policy (Article 3). The EU is ready to
contribute to the harmonious development of international commerce
and to lower barriers to trade (Article 131).

Probably the most important provision of the Treaty of Rome regarding
trade is that the Common Commercial Policy is based on uniform prin-
ciples, in particular regarding tariff rates and trade arrangements with
third countries (Article 133).1 In the case of economic difficulties, the
European Commission may authorise the affected member state(s) to take
the necessary protective measures (Article 134).2 There are two other safe-
guard provisions in the treaty. Article 30 allows member states to prohibit
or restrict trade or the transit of goods that jeopardise public morality,
policy or security, or endanger the health or life of humans, animals or
plants. There is also an agreement to associate the non-European countries
that have special (read: ex-colonial) relations with the EU (Article 182).3
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The associated countries would be given the same treatment in trade as the
members of the EU (Article 183). The EU may conclude association
agreements with a third country, group of countries or an international
organisation (Articles 300 and 310). Article 95 refers to the establishment
and operation of the internal market. Save for fiscal, free movement of
persons and rights of employees, the earlier principle of unanimity is
replaced by one of qualified majority in the decision-making process. The
EU is also authorised to impose uniform sanctions against third countries
(Article 301 and 60).4

This chapter includes not merely the external trade policy of the EU,
but also general external economic relations with the exception of FDI,
which is considered in the chapter on capital mobility (Chapter 9). This
chapter is structured as follows. It starts with an outline of the basic theory
of customs unions and preferential trading areas that are the origin of the
theory of international economic integration (Section 2) and reasons for
international economic integration (Section 3). Section 4 provides an
overview of the role of the World Trade Organisation (WTO) in inter-
national trade. Non-tariff barriers (NTBs) are presented in Section 5.
Section 6 provides a thorough examination of EU trade relations, with an
overview of EU imports and exports followed by the presentation of trade
issues with the principal trading partners: the US, EFTA, Central and
Eastern European countries, Japan and the developing countries. The
structure of preferred partners in trade is presented in Section 7 and
Section 8 concludes. The EU has taken certain bold steps to liberalise
trade with its foreign partners, but it also has the means (NTBs) to step
back from such commitments when the internal or external economic situ-
ation is unfavourable.

2. Theory of customs unions5

INTRODUCTION

All types of international economic integration have always provoked inter-
est because they both promote and restrict trade at the same time. Trade is
liberalised, at least partly, among the participating countries, while it is also
distorted with third countries as there are various barriers between the inte-
grated group and the rest of the world. On these grounds the analysis of
international economic integration including preferential trade agreements
is delicate, complex and often speculative. It is a set of theoretical experi-
ments that try to simplify and portray the economic process. However, this
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ought to be tested against evidence. A customs union is the type of inte-
gration that has received the most attention in research and is the most
rigorously developed branch of the neo-classical theory of economic inte-
gration and preferential trading areas. This section is limited to an analysis
of the essentials of the static and dynamic models of customs unions. Let
us first discuss a few basic concepts.

TYPES

If trade is impeded by tariffs, quotas, NTBs and obstacles to factor mobil-
ity, then consumption in an integrated area is potentially higher than the
sum of the consumption of individual countries which are potential part-
ners for integration. International economic integration removes, at least
partly, these and other distortions to trade, competition, investment and,
possibly, factor mobility. In this sense, international economic integration
between at least two countries can be of the following seven theoretical
types:

● A preferential tariff agreement among countries assumes that the
tariffs on trade among the signatory countries are lower in relation to
tariffs charged on trade with third countries.

● A partial customs union is formed when the participating countries
retain their initial tariffs on their mutual trade and introduce a
common external tariff on trade with third countries.

● A free trade area is an agreement among countries about the elimin-
ation of all tariff and quantitative restrictions on mutual trade. Every
country in this area retains its own tariff and other regulation of trade
with third countries. The bases of this agreement are the rules of
origin. These rules prevent trade deflection which is the import of a
good from third countries into the area by country A (which has a
relatively lower external tariff than the partner country B) in order to
re-export the good to country B. None the less, production deflection
is possible if the production of goods that contain imported inputs is
shifted to countries that have lower tariffs if the difference in tariffs
offsets the difference in production and trade costs.

● In a customs union, participating countries not only remove tariff and
quantitative restrictions on their intra-group trade, but also intro-
duce a common external tariff (CET) on trade with third countries.
The participating countries take part in international negotiations
about trade and tariffs as a single entity.
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● In a common market, apart from a customs union, there exists free
mobility of factors of production. Common regulations (restrictions)
on the movement of factors with third countries are introduced.

● An economic union among countries assumes not only a common
market, but also the harmonisation of fiscal, monetary, industrial,
regional, transport and other economic policies.

● A total economic union among countries assumes union with a single
economic policy and a supranational government (of this confed-
eration) with great economic authority. There are no administrative
barriers to the movements of goods, services and factors, hence prices
are equalised net of transport costs.

Table 7.1 presents select theoretical types of international economic
integration arrangements. The process of integration does not necessarily
have to be gradual from one type to another. The establishment of any of
these types depends on the agreement among the participating countries.
Spontaneous or market integration is created by actions of transnational
corporations (TNCs), banks and other financial institutions, often without
the involvement of their parent governments, while formal or institutional
integration seeks an official agreement among governments to eliminate
select or all restrictions on trade and factor movements in their economic
relations (Panić, 1988, pp. 6–7). There is substantial historical evidence to
support the argument that the formal (de jure) approach to integration
seeks a spontaneous (de facto) way, and vice versa. The decision about
entering into a customs union or any other type of integration has always
been political. The question to abandon part of national sovereignty
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Table 7.1 Types of international economic integration

Policy action Type

Free trade Customs Common Economic Total
area union market union economic

union

Removal of tariffs Yes Yes Yes Yes Yes
and quotas
Common external tariff No Yes Yes Yes Yes
Factor mobility No No Yes Yes Yes
Harmonisation of No No No Yes Yes

economic policies
Total unification of No No No No Yes

economic policies



regarding taxation of trade (all in a customs union, a part of that in a free
trade area) is made by politicians. The EU was, after all, not established in
1957 in order to liberalise trade, but rather to exclude the possibility of war
between France and Germany. Economic integration was just a means for
the achievement of that political goal.

An interesting case occurred following the establishment of a free trade
area between Canada and the US in 1988. There were moves to include
Mexico in the North American Free Trade Agreement (NAFTA). If the US
were to enter into a bilateral free trade deal with Mexico, and then conclude
similar arrangements with other (Latin American) countries, that would
create the hub-and-spoke model of integration (which was undesirable for
Canada and other countries involved). The US, as the regional hub, would
have a separate agreement with each spoke country. As such, the US would
reap great advantages from negotiating individually with each partner
country, as well as being the only country with a tariff-free access to the
markets of all participants. This would further enhance the US locational
advantages for foreign direct investment (FDI). Therefore, Canada decided
to be involved in the free trade deal with Mexico in order to avoid the nega-
tive consequences of the hub-and-spoke model of integration.

The tariff system may discriminate between commodities and/or coun-
tries. Commodity discrimination takes place when different rates of import
duty are charged on different commodities. Country discrimination is found
when the same commodity is subject to different rates of duty on the basis
of country of origin. Lipsey (1960, p. 496) defined the theory of customs
unions as a branch of tariff theory which deals with the effect of geo-
graphically discriminatory changes in trade barriers. However, while this is
true in the static sense, in a dynamic setting a customs union may be, among
other things, a means for economic development.

The efficiency criterion used most often in economics is that of Pareto
optimality. An allocation of resources is said to be Pareto optimal if no other
feasible allocation exists in which some agents would be better off (in a
welfare sense) and no agents worse off. By a judicious definition of welfare,
the Pareto-optimal allocation is that allocation which best satisfies social
objectives. Pareto optimality is achieved exclusively in the state of free trade
and free factor mobility (the first-best solution), so that other states, in
which there are distortions (tariffs, subsidies, taxes, monopolies, external-
ities, agglomerations, differentiated goods, minimum wages, local content
requirements, to mention just a few), are suboptimal.

It is highly likely that the Pareto-optimal allocation cannot be achieved
because of one or several distortions. Can a second-best position be attained
by satisfying the remaining Pareto conditions? The theory of the second best
answered in the negative (Lipsey and Lancaster, 1956–57). In the presence

Trade policy 435



of distortions, if all the conditions for Pareto optimality cannot be satisfied,
then the removal of some of the distortions does not necessarily increase
welfare, nor does the addition of other distortions necessarily decrease it.
One suboptimal situation is replaced by another suboptimal situation.
Welfare may remain unaffected, increased or decreased.6 This implies that
there can be no reliable expectation about the welfare effect of a change
in the current situation. The theory of the second best has a disastrous
effect on welfare economics. However, Lipsey (1960) was not discouraged
enough to be prevented from writing a seminal article on the theory of
customs unions.

The intuition behind the neo-classical theory of customs unions is the
proposition that the potential consumption of goods and services in a
customs union is higher than the sum of the individual consumption of the
potential member countries in the situation in which trade among these
countries is distorted by tariffs and quotas. In this situation one should, at
least partly, remove these impediments.

STATIC MODEL

Assumptions

A static model of the theory of customs unions considers the impact of the
formation of a customs union on trade flows and consumption in the
integrated countries. The classical (orthodox or static) theory of customs
unions relies on a number of explicit and implicit assumptions. This model
makes theoretical consideration easier, but it also simplifies reality to the
extent that the policy recommendations should be considered with great
care. None the less, many things can be learned from the consideration of
extreme cases.

Assume that there are only three countries. Country A, a relatively
small country in relation to the other two, forms a customs union with
country B. Country C (which may represent all other countries in the
world), is discriminated against by the customs union by means of a
common external tariff. A relatively small number of states in this abstract
model provides the possibility of a relatively higher analytical power in the
model. Tariffs are levied on an ad valorem basis in all countries. Rates of
tariffs are the same both for final commodities and for inputs, so that
the rate of nominal protection equals the rate of effective protection. The
assumption of equal rates of tariffs prior to integration removes the pos-
sible dispute about the initial level of the CET. Tariffs are the only instru-
ment of trade policy and there are no NTBs. The price of imported goods
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for home consumers (Pmt) is composed of the price of an imported good
(Pm) and tariff (t):

Pmt � (1 � t)Pm (7.1)

where t � 0. State intervention exists only at the border and trade is bal-
anced. Free or perfect competition, exists in markets for goods, services and
factors. Perfect competition (or complete equality of opportunity) exists in
all economies, but for the existence of tariffs.

Production costs per unit of output are constant over all levels of output.
To put it more formally, production functions are homogeneous of degree
one, that is, to produce one more unit of good X, inputs must be increased
by a constant proportion. Costs of production determine the retail prices
of goods. Producers in an industry operate at the minimum efficient scale at
the production possibility frontier. Countries embark upon the production
of certain goods on the basis of the prices (relative abundance or scarcity)
of home factors.

The theory of customs unions refers to the manufacturing sector: a
fixed quantity of factors of production is fully employed. There are no
industry-specific factors such as special human and physical capital, entre-
preneurship and the like. In a dynamic model these specific factors can be
transformed in the medium and long runs, but this would require adjust-
ment costs which are ruled out in the static model. Mobility of factors is
perfect within their home country, while commodities are perfectly mobile
between the integrated countries. This means that TNCs are ignored.
There are no trade costs (transport, storage, insurance and banking).

All countries have access to the same technology and differ only in their
factor endowments. Economies are static with constant expectations. This
is to say that rates of growth, technologies, tastes, and propensities to
consume, save, import and invest, are given and unchangeable. There are no
new goods, no innovation and no depreciation of the capital stock. All goods
and services are homogeneous, that is, consumers do not have a preference for
the consumption of goods and services from any particular supplier. They
decide upon their purchases exclusively on the basis of differences in price. All
goods and services have unit income elasticities of demand, that is, every
increase or decrease in income has a proportional change in demand for all
goods and services in the same direction. This means that demand is ‘well
behaved’. Non-tradable commodities do not exist. There is no intra-industry
trade or ‘cross-hauling’, that is, a country cannot both export and import
identical goods or close substitutes. There are no inventories. All markets
clear simultaneously. Such equilibrium must be both sustainable and feasible,
that is, firms can neither profitably undercut market price nor make losses.
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In this model there is no uncertainty. Firms and resource owners are
perfectly informed about all markets while consumers are fully familiar
with goods and services. This assumption was relevant in the past, but the
existence of the Internet put the economies close to a situation of full,
timely and perfect information. Fiscal (taxes and subsidies) and monetary
(rates of exchange, interest, inflation and balance of payments) operations
are ruled out. Finally, a country that is not included in a customs union is
assumed not to retaliate against the integrated countries.

The above assumptions are highly restrictive. However, they greatly sim-
plify the analysis so that the essential properties of the model can be under-
stood without too much effort. A simple story told within this model does
not necessarily mean that it is a naive story. The objective of the following
analysis is to make a point, rather than to be realistic.

Partial Equilibrium Model

International trade comes as a response to causes that are based on
national differences in the following essentials:

● factor endowments (factor proportions);
● demand (size, sophistication and fickleness);
● home market effect;7

● production functions (technology and efficiency);
● economies of scale;
● growth rates and increase in income;
● income distribution;8

● market structure and competition;
● production and factor taxes;
● rates of exchange;
● change in tastes;
● agglomeration and clustering of production;
● trade costs; and
● demographic factors.9

These basic reasons for trade are tackled in economic theory in several
ways, but the principal models are two: the classical (or neo-classical) and
the new (strategic) theory of trade. The basic features of these two models
are briefly outlined in Table 7.2.

The partial equilibrium model of trade deals with the market for a single
good. Suppose that three countries produce the same commodity, but with
varying levels of efficiency: their production functions differ. This model,
is described in Table 7.3. Country C has the lowest unit cost of production,
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Table 7.2 Trade theory models

Aspect Classical trade theory New (strategic) trade theory

Assumptions Given factor Economies of scale
endowments High fixed costs (entry and exit

Technology given barriers)
No entry barriers Innovation in production,
Static model organisation and control
Trade based on costs, Technology constantly changing
i.e. supply potentials Trade is based on demand,

Considers trade in i.e. ‘love of variety’
goods Intellectual property

Factors are mobile  Dynamic and evolutionary model
within a country, but Accumulation and upgrading
not between countries of factors which magnify output 

There are no trade potential (cumulative causation)
costs Path dependence and 

Theoretical ideas: non-ergodicity
sound, clear and Considers trade in goods and 
straightforward services

Both national and international 
mobility of factors are constrained

The target of the theory is moving 
(nature of production and trade 
changes fast because of multiple 
equilibria)

Existence of trade cost
Theoretical ideas: an incomplete 
and unsystematic collection of
various ideas and common 
themes that discount the weight 
of tariffs and trade creation and 
trade diversion effects

Trade barriers Transparent Non-transparent
Tariffs and quotas Standards and their 

implementation
Customs and administrative 
procedures

Government intervention: NTBs,
public procurement, taxes,
subsidies, public monopolies,
local content rules, etc.
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Table 7.2 (continued)

Aspect Classical trade theory New (strategic) trade theory

Specialisation Absolute advantages Man-made comparative advantages
Comparative (periodically short-lived)
advantages Goods and services are 

Homogeneous goods differentiated
Widening in varieties of goods

and services
High-quality goods with after-sales
service

Clusters and agglomerations

Competition Perfect Imperfect
Many small suppliers A select number of suppliers 
First-best situation that may influence prices within 
Prices their (narrow) market niche

Second-best situation
Price and non-price

Trade policy Liberal Interventionist, but selective and 
Exceptionally ‘infant (presumably) diminishing over 
industry’ protection time

Trade pattern Inter-industry Intra-industry
Highly specialised Not totally specialised (full 
Set of traded goods specialisation is only within 
is both complete a given and narrow product 
and fixed niche)

Trade pattern in developed
countries is as wide as ever

Adjustment costs In theory: none Weak if related to product
(all markets clear differentiation and changes
at once) in varieties within the same 

In practice: significant commodity group
Significant if related to economies
of scale, innovation, launching of
an utterly new production or 
a cluster

Welfare effect of Favourable for all Highly uncertain
trade participants Some may gain a lot, others

Higher steady state may lose a lot
comes instantly Always changing

Higher steady state comes 
after unpredictably long time



hence this country will become the world supplier of this commodity in
the free trade situation. Suppose now, that country A wants to protect its
inefficient domestic producers from foreign competition for whatever
reason. Tariffs are an available means of protection which have distor-
tionary effects.10 The most important effect is that they move the country
away from free trade towards autarky. Gains from specialisation are
sacrificed because resources are diverted away from the pattern of compar-
ative advantage. In addition to reducing potential consumption, tariffs
redistribute income in favour of factors which are used in production in the
protected industry and decrease the possibility of their more efficient
employment elsewhere in the economy. If country A wants to protect its
home production of this good it must levy a tariff. This tariff of, for
example, 100 per cent, not only increases the price of the imported com-
modity to country A’s consumers, but more importantly, it shifts consump-
tion away from imports towards country A’s domestic production. In these
circumstances, country A could increase domestic consumption of this
good if it enters into a customs union with either of the countries in this
model. Table 7.4 presents prices of the imported commodity with the tariff
on country A’s market.

If country A forms a customs union with country B, then consumers in
country A could import the good from country B at a cost of €50 per unit,
rather than buy it from domestic suppliers at the cost of €60 as before.
Hence, they are better off than with a non-discriminatory tariff. If country
A creates a customs union with country C, then country A’s consumers are
in an even better position compared to a customs union with country B.
Now, they purchase the good at a unit price of €35. In both cases,
consumers in country A are better off than in the situation in which they
were buying the domestically produced good. The final effect in both cases
is welfare-increasing trade creation as the cost of trade is reduced.

The formation of a customs union encourages trade creation as the result
of a shift from a dearer to a cheaper source of supply. Other things being
equal, this is a potential move towards free trade because a less efficient
protected domestic supplier is replaced by a more efficient foreign one.
Country A gives up the production of a good in which it has a compara-
tive disadvantage in order to acquire it more cheaply by importing it from
a partner country, so trade is created. This welfare-improving effect

Trade policy 441

Table 7.3 Unit cost of production of a commodity in euros

Country A B C
Unit cost of production 60 50 35



depends crucially on the assumption that the freed domestic resources can
find alternative employment elsewhere in the economy. If in addition to
trade creation ‘internal’ to the customs union there appears an increase in
imports from third countries (‘external’ to the customs union) due to
increased growth, as was the case in the EU, the situation is described as
double trade creation.

Suppose now that prior to the formation of the customs union, the duty
on imports was 50 per cent in country A. Table 7.4 shows that in this case
the supplier of country A would be country C. Country A’s domestic indus-
try offers this good at a unit price of €60, country B at a price of €75, while
country C is the cheapest source of supply at €52.5. If, instead, country
A enters into a customs union with country B and if the CET for the com-
modity in question is 50 per cent, then country A would purchase this good
from country B. In this case country A pays €50 per unit to country B, while
at the same time, a unit of the good from country C costs €52.5. The
outcome in this case is trade diversion.

Trade diversion works in the opposite way from trade creation. The
cheapest foreign supplier is changed in favour of a relatively dearer customs
union partner. Due to the CET, business is taken away from the most
efficient world producer and production and trade in this commodity are
reduced. This creates a global welfare loss. Trade within a customs union
takes place at a protected (higher) level of prices. A higher union level of
prices relative to the international one brings benefits to internal exporters.
Importers lose as they pay the partner country suppliers a higher price per
unit of import and their country forgoes tariff revenue which is not levied
on intra-union imports. Trade creation and trade diversion are often called
‘Vinerian effects’ after Jacob Viner (1950), who first introduced the terms
and provoked discussion and research into the issues of customs unions
and international economic integration.

The net static welfare effect on the world depends on which of the two
Vinerian effects dominates. It may be positive, negative or neutral. There is
no a priori general statement about the final effect. The second-best nature
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Table 7.4 Price of an imported commodity in euros with the tariff
in country A

Import duty (%) Price of a commodity from

Country B Country C

100 100 70
50 75 52.5 



of preferential trading and creation of customs unions make it hard to
gauge the final welfare effect. Some consider regional preferential trading
to be stepping stones (building blocks) towards universal free trade, while
others worry that they embody stumbling blocks on the same route. Hence,
the favourable attitude of the General Agreement on Tariffs and Trade
(GATT) (Article XXIV) towards customs unions and free trade areas as
trade liberalising moves cannot be accepted without reservation.

The principal economic policies in the EU such as the Common
Commercial Policy (customs union) or the Common Agricultural Policy
(CAP) are mostly shaped according to the interests of the domestic pro-
ducers. The interests of consumers are largely neglected. Hence, the pos-
sibility of a potentially trade-diverting bias in the EU should not come as
a surprise. None the less, the mounting role of the European Parliament in
the EU structure may increase the influence of consumers in the EU
decision-making structure.

Trade diversion may be more beneficial than trade creation for the con-
sumption in country A, which gives preferential treatment to select sup-
pliers. This is because country A does not sacrifice home production. The
source of benefits is anticipated trade creation since, by assumption, bilat-
eral trade flows must balance. The comparison here is between trade
creation and the autarkic volume of domestic production. An integrating
country will not benefit from trade creation unless it increases its exports
to the partners (as compared to the pre-union level) which from a partner’s
point of view can represent trade diversion (Robson, 1987, p. 52).

Suppose that country A and country B form a customs union and that
trade flows among countries A, B and C have the following patterns:

● If country A alone produces this good, but does so inefficiently, then
the choice between domestic production and imports from country
C depends on the level of the CET.

● If both countries in the customs union produce the good, but
inefficiently, then the least inefficient country will supply the customs
union market subject to the protection of the common external tariff.

● If neither country in the customs union produces the good, then
there is no trade diversion. The cheapest foreign supplier supplies the
customs union.

● If only one country in the customs union produces the good in ques-
tion, but in the most efficient way, then this country will supply the
market even without a common external trade protection.

By offering a joint level of protection, the CET may promote a more
efficient allocation of resources within the customs union.
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The influence of international economic integration on trade flows is
illustrated here by two examples. When Britain joined the EU in 1973, the
share of its imports from other EU partner countries significantly increased
over a decade. Trade between Mexico and the US doubled over the five years
that preceded the creation of NAFTA in 1994. Even the announcement and
preliminary negotiations about a serious integration deal had a positive
impact on the volume and direction of trade (and investment) in the region.

Patterns of consumption change following the creation of a customs
union. Inter-country substitution occurs when one country replaces the
other as the source of supply for some good. Inter-commodity substitution
occurs when one commodity is substituted, at least at the margin, for
another one as a result of a shift in relative prices (Lipsey, 1960, p. 504). The
latter occurs, for example, when country A imports from the customs union
partner country B relatively cheaper veal which replaces at least some of the
pork produced in country A and at least some of the chicken which is
imported from country C, and when consumers in a customs union replace
a part of demand for theatre and opera by relatively ‘cheaper’ stereo, video
and other entertainment equipment.

Figure 7.1 illustrates the effects of a tariff and a customs union on eco-
nomic efficiency for a single good in country A’s market. SS represents
country A’s domestic supply curve, similarly, DD shows the domestic
demand curve. Country B’s supply curve is BB, while country C’s supply
curve for the same good is CC. Both foreign countries can supply uncondi-
tionally any quantity of the demanded good at fixed prices. Both foreign
supply curves are flat (perfectly elastic). This is a consequence of the small-
ness of the country in our example. This country cannot exert influence on
its terms of trade, but in a customs union with other countries this is likely to
change. Prior to the imposition of a tariff, at price 0C home demand for the
good is 0Q6. Domestic producers supply 0Q1 while country C supplies Q1Q6.

Suppose that country A introduces a tariff on imports such that the price
for domestic consumers is 0T. Now, country A can expand domestic pro-
duction from 0Q1 to 0Q3 and curtail home consumption of the good from
0Q6 to 0Q4. The government collects tariff revenue equal to CT�Q3Q4.

Let us assume that country A, which imposed a non-discriminatory
ad valorem tariff on imports, enters into a customs union with country B.
The price of imports from country C with a CET of CT is 0T. Country B
will supply country A’s market. Country A’s inefficient production contracts
from 0Q3 to 0Q2 while consumption increases from 0Q4 to 0Q5. Trade
expansion due to the creation of the customs union equals the sum of the
reduction in home production Q2Q3 and the increase in home consumption
Q4Q5. Country A’s government does not earn any tariff proceeds from
imports of the good from the customs union partner, country B. Trade
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expansion inevitably effects rationalisation in production. This takes place
through an improved deployment of existing factors, increased size of
production units (reallocation of resources within sectors). One of the
responses of firms in the EU to the Single Market Programme was a big
wave of mergers and acquisitions around the year 1990. The consequences
of these rationalisations are in theory decreased unit costs of goods and
services, as well as increased standards of living on average.

Trade expansion effects, however, should not be overemphasised. The
downward adjustment of domestic tariffs to the CET need not result in an
increased trade expansion effect in a customs union. This alignment will
first lead to a reduction to ‘normal’ levels of the profit margins of the
protected domestic producers. If there is excess capacity in the protected
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industries, a possible increase in the domestic demand which comes as a
consequence of the fall in price will be met first by the country’s own pro-
duction (if it exists), rather than through imports. Thus the trade expansion
effects due to the creation of a customs union will not be as large as would
be suggested by the difference in tariffs before the creation of a customs
union and after it. Therefore, the scope for trade diversion is, indeed,
smaller than it may first appear. It is simply the potential for an expansion
in trade and competition that does this good work for consumers, as well
as producers, in the long term.

Consumers’ surplus is defined as the difference between the consumers’
total valuation of the goods consumed and the total cost of obtaining
them. It is represented by the area under the demand curve and above the
price that consumers face. Any decrease in price, other things being equal,
increases consumers’ surplus. Country A’s consumers benefit when their
country enters into a customs union with country B in relation to the situ-
ation with an initial non-discriminatory tariff. Their gain is given by the area
1�2�3�4 in Figure 7.1. These consumers are, however, worse off in com-
parison to the free trade situation in which country C is the supplier. This
loss is given by the area 5�6�7�8�9�10. Domestic producers lose a
part of their surplus in a customs union compared to the situation with a
non-discriminatory ad valorem tariff (area above SS up to the price 0B which
they receive). This is represented by area 1. From the national standpoint,
area 1 nets out as part of both the consumers’ gain and the producers’ loss.
Country A loses tariff revenue (area 3) which it collected in the initial situa-
tion. Hence, the net gain for country A is area 2�4.

The formation of a customs union has increased trade and consumption
in country A in comparison to the initial situation with a non-discriminatory
tariff. In the situation prior to the formation of a customs union, country A
imports the good from country C, pays for it an amount equal to Q3Q4 � 0C
and collects revenue equal to the area 3 � 8. After the formation of a
customs union, area 3 is returned to consumers in the form of lower prices
for the good, while area 8 represents a higher price charged by the customs
union partner country. The return of area 3 to the consumers may be
regarded as Hicksian compensation. When tariffs change, compensation is
seldom paid. Hence, demand curve DD may be regarded simply as an
approximation to the compensated Hicksian demand curve. It is important
to note that country A pays, for the same amount of imports Q3Q4, a higher
price to the customs union partner (Q3Q4 � 0B) than was paid to the
country C suppliers prior to the customs union formation. The country has
a greater outflow of foreign exchange and does not collect revenue which it
had done when it had imposed a non-discriminatory tariff on imports from
country C. The outflow of foreign exchange from country A was equal to
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Q3Q4�0C, while area 3�4 illustrates the transfer from consumers to pro-
ducers within the home country.

The net welfare effect of the creation of a customs union in country
A depends on the relative size of the Vinerian effects; trade creation (area
2�4) minus trade diversion (area 8). Instead of a revenue-generating obsta-
cle to trade (tariff) a government may introduce cost-increasing barriers
(various technical standards and tests) whose effect may be a reduction in
trade. (Let the effect of the NTBs be BT in trade with country B.) If the set
of NTBs is removed, the effect on domestic consumers and producers
would be the same as in the situation when the tariff was removed. The gov-
ernment, which has never earned direct revenue from the set of non-tariff
regulations, would lose nothing. The social gain from reducing these bar-
riers is area 2�3�4. This internal market opening took place in the EU
under the name the Single Market Programme.

If one introduces dynamics into this model, in the form of increasing
returns to scale, country B, as the customs union supplier of the good, faces
an increased demand. Production would become more efficient and the
price might fall from 0B to 0B	. This enhances trade creation and decreases
the size of the trade diversion effect.

Figure 7.1 belongs to the family of standard microeconomic partial-
equilibrium analytical tools. Unfortunately, they all deal with only a part
of the business cycle, that is, with the first third of the cycle when demand
rises. Other cases, such as stagnation or reduction in demand, are seldom
considered.

Protection

The choice by country A to protect its industry may be questioned from the
outset. There are at least two good reasons to object to trade restrictions in
the medium and long terms in particular in the developed countries:

● First, new barriers to trade can provoke retaliation from foreign
countries where domestic exporters already have an interest or intend
to penetrate.11

● Second, and more subtle, if intermediate goods exist, all trade bar-
riers raise the price of imported inputs. Therefore, they act as a tax on
exports.12 With the tariff, country A employs more resources in an
industry in which it does not have a comparative advantage (although
it may develop it).

Bearing in mind the assumption that the amount of resources is fixed
and stepping out shortly from the partial equilibrium model, the fact is
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that resources are diverted away from business activities in which this
country may have a comparative advantage. If a home industry is not com-
petitive, a tariff may save jobs in this business in the short term. This may,
however, lead to reduced activity in other home industries. If the uncom-
petitively produced home good is an input in other industries, their export
performance may be at risk and investment reduced. The overall end result
is increased unemployment and a lower standard of living in the longer
term.

Policy makers can easily identify jobs that are saved by various forms of
protection, but do not easily recognise the adverse consequences of this
protection, hence the need for a general equilibrium model. Through pro-
tection in the long term, resources are wasted on inefficient production.
Everybody loses except the government (because of increased revenues)
and the protected industry in the short term. The problem in the short run
is that the general equilibrium consequences of a given policy cannot be
easily quantified. This policy of import substitution as opposed to a policy
of export promotion and openness may be substantiated only on the
grounds that foreign markets for country A’s exports are closed.

The national security argument for tariffs can also be questioned. Trade-
affected industries lobby for protection. This plea does not take into account
the fact that industrial decline rarely, if ever, implies the actual demise of an
industry. Possible nuclear warfare, long-range cruise missiles and ‘smart’
bombs remove a part of the classical national security argument for protec-
tion. Risk-averse governments may consider stockpiling and/or guarantee-
ing supplies of goods and services from allies before imposing a tariff (Tyson
and Zysman, 1987a, p. 41). Apart from security of supply, there are other
reasons why a country may wish to preserve at least part of (a declining)
domestic industry which is exposed to international competition. The
opportunities for domestic production increase bargaining power in negoti-
ations about the long-term supply contracts with foreigners. In addition, if
the cost situation changes in the future, some domestic research and devel-
opment (R&D), as well as production capacity, may be a good starting point
for regaining competitiveness.

The infant industry and similar arguments of learning by doing for pro-
tection state that entrants to an industry suffer losses while they acquire
know-how, suppliers, customers, trained labour and the like in the period
of infancy, so they need protection. It takes time for a firm to become
profitable. Everybody knows that. If bankers, investors and entrepreneurs
are not prepared to accept short-term losses as their investment towards
long-term gains without government intervention, this is a clear indication
that the market does not consider the enterprise to be viable, and so does
not deserve tariff protection.
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A free trader would argue that every firm profitable by market criteria does
not need to be protected. If the infant industry argument is to make sense,
then there must be some evidence of market failure, either in capital markets
(entrepreneurs cannot obtain adequate loans), or labour markets (such as
inadequate training or fluctuations in the labour force) or some evidence that
the production structure warrants protection. For example, increasing
returns to scale or other positive externalities that require a certain level of
protection during the initial, but limited time period. These market failures
may be corrected by economic policy (intervention). However, there are
many old infants. What starts as an infant industry argument for protection
turns into an employment protection argument. Finally, old infants are often
nationalised at continuous cost to the taxpayers (Brander, 1987, p. 19). If a
government bails out a declining industry and/or firm and creates a prece-
dent, this produces expectations that the cost of poor business management
will be socialised. This may be one of the main sources of the adjustment
difficulties in the ‘problem’ industries in the developed countries.

Is There a Superior Policy to the Creation of a Customs Union?

One ought to ask always whether there are superior alternative policies for a
country to the creation of a customs union. Unilateral, non-discriminatory
reductions in import tariffs may look to be a better policy than the formation
of a customs union. It seems preferable to obtain exclusively trade creation
as a result of unilateral tariff reductions, than to create a customs union
which causes both trade creation and trade diversion (Cooper and Massel,
1965, pp. 745–6). Such an argument cannot be accepted without serious
reservations. A customs union offers something which is not offered by a uni-
lateral reduction in tariffs. That is, an elimination of tariffs in customs union
partner countries. A unilateral reduction in tariffs exaggerates the price
reduction effects on consumption, while it eliminates the possibility of pene-
tration into the markets of customs union partners.

The necessity of tariff bargaining with foreigners, so important to domes-
tic exporters, was left out of the picture in the earlier analysis. In addition,
various barriers to trade with the non-union member countries were
neglected (for example, transport costs). If such barriers are present, then a
redirection of trade towards customs union partners may not introduce
(large extra) costs. On the contrary, it may bring certain savings in the form
of lowered transport charges. Hence, this model questions, from an
efficiency viewpoint, the desirability of a wide preferential-trading system
such as the old British Commonwealth, where transport costs downgraded
the commercial opportunities that were offered by preferential trade. Given
the elimination of tariffs in the markets of customs union among partner
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countries and reduction in obstacles to trade such as transport costs, the
gains that come from the non-preferential unilateral tariff reduction need
not be greater than the beneficial effects that arise from the creation of a
customs union (Wonnacott and Wonnacott, 1981). Reciprocal deals draw in
obligations of several countries, hence they may have greater standing than
mere unilateral concessions.

Bilateral trade deals can offer returns that might not be realistically
expected through multilateral negotiations. In the case of free trade deal
between Canada and the US, these gains include (Lipsey and Smith, 1989,
pp. 319–21):

● the complete elimination of tariffs on goods that meet the stipulated
rules of origin;

● a number of NTBs are eliminated, while the use of the rest is ser-
iously restricted;

● most commercial services are covered by the agreement;
● a number of specific trade disputes were settled;
● there is a liberal and stable bilateral FDI regime;
● any US legislation that concerns Canada must be discussed bilat-

erally before it is passed; and
● if there is a dispute, the complaining country may elect to use either

the GATT/WTO or the bilateral mechanism.

The likelihood that Canada would obtain such pathbreaking and powerful
trade-liberalising measures through multilateral negotiations in the fore-
seeable future is very slim. Therefore, this bilateral deal was chosen as a
much faster path to achieve this goal.

In spite of trade diversion costs of a customs union, the terms of trade
of member countries might turn in their favour, so that, on balance, each
member country may be better off than in the unilateral tariff reduction
case. The classical approach to the theory of tariffs is mistaken. This
approach, on the one hand, finds gains in the replacement of domestic
goods for cheaper foreign goods, while on the other hand, the expansion of
domestic exports does not bring gains in this model to the exporting
country (except possible improvement of the terms of trade), but rather to
the foreigners (Johnson, 1973, p. 80).

Suppose that transfer payments between countries are allowed for. Then
any customs union (or preferential trading area) is potentially favourable for
all countries considering participation, since they can be compensated for
losses when they join. This means that customs union among countries can
be extended to n�1 countries. By expansion, this implies that there is an
incentive to extend the customs union until the whole world is included, until
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free trade prevails throughout the world. Preferential trade blocs can be con-
structed in such a way that welfare of the outside countries is unaffected
(Kemp and Wan, 1976). For example, a ‘deeper’ integration within the EU
caused ‘wider’ integration in Europe. A market deepening, Single Market
Programme triggered membership requests from European countries that
were previously happy to be outside the EU. Once a group enlarges, the cost
to non-members of staying out of the club may increase. Hence, there is a
domino effect (Baldwin, 1995a, p. 46). If there are no entry costs and no
strong political objectives, this process may lead to universal free trade.

While Viner questioned the overall welfare effects of the creation of a
customs union, Kemp and Wan seem to bring back the pre-Viner per-
ception that customs unions are always welfare-improving devices. The
Kemp–Wan smooth scenario, perhaps among the most elegant reasoning
in international economics, is often interpreted in a way that relates to two
post-integration elements: the level of tariffs and the volume of trade with
outsiders. If both are unaffected by integration, or better, if these tariffs are
in the post-integration period at a lower level, while trade and investment
with outsiders increase, it is supposed that integration was globally
beneficial and welcome. While such interpretations may make certain sense
in the short run, if one wants to get a fuller picture about welfare effects,
then one must consider changes in terms of trade between the customs
union and the non-members.

The general Kemp–Wan argument hinges on the supposition that the inte-
grated countries are open and that they welcome new entrants, and also rests
on the absence of political obstacles to integration. The possibility either of
blocking any new enlargement or making the entry costs excessive (without
full, direct or indirect compensation) puts this neat scenario into question.

Incentives to join a free trade agreement exist even without compensatory
transfers among the participating countries. The reason is that the group
may turn its terms of trade with the rest of the world towards own advantage
(against the non-members). Third countries may face shrinking markets,
hence their domestic producers lobby to join the group. As the group
enlarges, this provides inducements to others to join. The bigger the group
becomes, the stronger the influence it may exert on its terms of trade with the
restof theworld. In theory, thegroupenlargesuntil it covers thewholeworld.

Such reasoning may lead to the classical pre-Viner proposition that a
customs union is a step towards free trade. This conclusion depends on the
existence of inter-country transfers within the customs union. This is a
severe restriction and the greatest weakness of this approach. The more
countries there are in a customs union, the greater will be the potential
demand and need for compensation. If compensation schemes are adopted
in reality, they are often the products of political bargaining, not purely the
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outcome of the economic impact of integration. These schemes are too
complicated and they never compensate in full (compensation schemes are
never perfect) which limits the actual size of a customs union. This leads to
the conclusion that non-economic reasons play a prominent role in eco-
nomic integration. The experience of the EU, its creation and enlargements
illustrate that political considerations play a major role in integration.

General Equilibrium Model

A partial equilibrium model considers the market for a single good. It
assumes that all prices other than that of the good in question are fixed.
A general equilibrium model considers all markets. All prices are variable
and competitive equilibrium requires that all markets clear. All markets are
connected by a chain of inputs and substitutes, information, technology,
mobility of factors and goods, income (if one spends more on something,
less will remain for other things) and so on.

Consideration of the general equilibrium model will start with the 3�2
model. In this case there are three countries, A, B and C, as well as two
goods (markets) X and Y, respectively. Lipsey (1957 and 1960) was the first
to study these cases in a customs union framework. The model included full
specialisation and constant costs. A small country A imports good X from
country C which is the foreign supplier with the lowest price.

Consider a case illustrated in Figure 7.2, where substitution in consump-
tion is allowed for by smooth and convex indifference curves. There are three
countries, A, B and C, and two goods, X and Y, respectively. In the free trade
case, country A trades with country C and achieves indifference curve II.
Suppose now that country A introduces a non-discriminatory tariff on
imports. The relative price in country A is now AT.

Suppose that this tariff does not give enough incentive to home entrepre-
neurs to embark upon production of good X. Country A achieves the
indifference curve I1I1 with equilibrium at point G. If the government either
returns all tariff proceeds to consumers or spends the entire amount in the
same fashion as the consumers would have otherwise done, then the equi-
librium should be on line AC (as country C is the best foreign supplier). The
equilibrium point is at point K, which is the point where the line T2 (parallel
to AT which illustrates compensation of consumers) intersects with terms of
trade line AC. The extent of the rightward shift in the terms of trade line
depends on how much people are willing to import at these prices and, hence,
the volume of tariff revenue to be returned to them. T2 is deliberately drawn
in such a way that K and L lie on the same indifference curve. The tariff has
changed the structure of production and relative prices. Consumption of the
home good increases, while imports and exports decrease.
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Suppose that country A forms a trade-diverting customs union with
country B. The terms of trade line with country B is illustrated by line AB.
Suppose that K and L lie on the same indifference curve I2I2. The forma-
tion of a customs union has not changed country A’s welfare, although the
structure of consumption has changed. If the best situation is at point E,
then the formation of a customs union for country A is a move from one
suboptimal position K, to another suboptimal position L. Country A is
indifferent. If country A obtains in a customs union terms of trade which
are worse than 0B/0A, then country A is worse off than in the situation with
a non-discriminatory tariff. If country A, however, obtains terms of trade
which are better than 0B/0A, then a trade-diverting customs union can be
welfare improving for this country. Hence, the classical statement that trade
diversion is always a bad thing is rejected.
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DYNAMIC MODEL

Introduction

The classical theory of customs unions assumed that the static effects of
resource reallocation occurred in a timeless framework. If one wants to
move the theory of customs unions towards reality one must consider
dynamic, that is, restructuring, effects. Many accept the proposition that
markets are imperfect and that there are externalities such as economies of
scale and product differentiation that make competition imperfect. When
market structure is like this, regionalism/integration can be justified, as
markets may be extended, deepened and secured, and because the market
power of individual firms may be reduced. This may have a positive impact
on competition, productivity, innovation and a reduction in prices.

Instead of considering only the possibility of trade in commodities,
dynamic models analyse the possibility of resource allocation across time.
The static effects of international economic integration have their most
obvious and profound influence in the period immediately following the
creation of, for example, a customs union.13 Gradually, after some years of
adjustment, the dynamic effects will increase in importance and become
dominant. These dynamic influences, which also include accumulation
effects, push further technological constraints and provide the group with
an additional integration-induced ‘growth bonus’.

Trade flows do not remain constant. In fact, they evolve and alter over
time. Changes in the equilibrium points in, for example, Figure 7.1 are
described as instantaneous. Such shifts in equilibrium points, however,
may not always be possible. Delays in reaction on the part of countries
and consumers in a customs union could be caused by their recourse to
stocks. Hence, they do not immediately need to purchase those goods
whose price has decreased as a consequence of the formation of a customs
union. They also may have some contractual commitments that cannot be
abandoned overnight. Finally, buyers may not be aware of all the changes.
Up to the 19th century, state intervention was negligible, but markets
remained disconnected because of imperfect information and relatively
high transport costs. The Internet has, however, eliminated the constraint
of the lack of timely information. A time lapse between the implemen-
tation of a policy change (the creation of a customs union) and its
favourable effects may include an initial period of economic deterioration
in certain industries which may be followed by improvements due to the
J-curve effect.

Consideration of dynamic, that is, restructuring effects is limited here to
economies of scale, specialisation and the terms of trade. The impact of
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opening up markets on increased competition was covered in the chapter
on competition policy, (see Chapter 5).

Specialisation and Returns to Scale

Returns to scale refer to the relation between input requirements and
output response with its impact on costs. Economies of scale comprise a
number of things, from simple technical scale, to phenomena such as pro-
cessing complex information; direction, control and improvement of inde-
pendent activities; and experience. If a firm’s output increases in the same
proportion as its inputs, then that firm’s technology exhibits constant
returns to scale, or, one may say, a firm has constant marginal costs. If a
firm’s output increases by a greater proportion than inputs, then this firm’s
technology has increasing returns to scale or it enjoys decreasing marginal
costs (or increasing marginal product).14 If a firm’s output decreases by a
smaller proportion than input requirements, then the firm suffers from
decreasing returns to scale or increasing marginal costs.

Suppose that a firm uses a set of inputs X in the production of a good
Y. Constant, increasing and decreasing returns to scale may be defined
for homogeneous production functions. A function is homogeneous of
degree k if:

f (tx1, tx2) � tkf (x1, x2) (7.2)

t 
 0 and k is constant. If the set of inputs X is increased by t, output is
increased by tk: k � 1 implying constant returns to scale; k 
 1 increasing
returns to scale; and 0 � k � 1 results in decreasing returns to scale.

The pure theory of international trade is concerned mostly with perfect
competition. In a situation in which the minimum efficient scale is relatively
large, only a few firms can survive simultaneously. Competition in such
markets is not perfect. When internal markets are enlarged by international
economic integration or opened up by market-deepening projects such as
the EU’s Single Market Programme which increase competition, firms
might expand their production and specialise in order to achieve lower pro-
duction costs per unit of output (economies of scale).

The existence of internal NTBs was in many cases the cause of unex-
ploited economies of scale in the EU. An empirical study of potential
economies of scale in the EU industry reported that in more than half of
all manufacturing industries, 20 firms of efficient size could co-exist in the
EU, whereas the largest national markets can support only four each. The
EU internal market offers the potential for efficiency and competition.
Twenty efficient firms are more likely to ensure effective competition than
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only four firms (Emerson et al., 1988, p. 18). This finding ignored the logic
behind the role of concentration in modern industries and the contribu-
tion which a few oligopolies, exploiting economies of scale and carefully
monitored by appropriate regulatory authorities, can and do make to
economic welfare. Besides, there may be fierce competition even among
these four firms. Just take a look at competition in the EU and US long-
distance telephone-call business or the fierce competition among a few
Japanese electronic conglomerates both in the domestic and international
markets. In addition, relatively high diversity of tastes in EU countries can
make the achievement of output in large production runs unnecessary
and unprofitable, contrary to the US where the internal market is very
homogenised.

Changes in technology exert a continuous pressure on plant efficiency.
Hence, the minimum efficient size of plant changes over time. Large-scale
production is attractive and profitable only if there is secure access to a wide
and growing market. It is reasonable, therefore, to assume that firms which
operate on a wide market are more likely to be closer to the minimum efficient
plantsize thanthosewhichactwithinamorerestrictedframework. However,
recent developments in technology are diminishing the classic scale
economies associated with mass production in large plants. In response to an
increase in income and to changes in demand, modern technology increases
the role of smaller, but highly specialised or flexible, plants.

Economies of scale are largest in transport equipment, electronics, office
machines, chemicals and other manufactured products. These are the indus-
tries in which demand has the highest growth and where technology changes
fast. The common element in these industries is the vast investment required
to produce even a small amount of output.15 Advanced technology is not
necessary for increasing returns to scale, but such returns to scale are fre-
quently found in high-technology industries. In addition, these industries
are under continuous pressure from international competition. Industries
with relatively smaller returns to scale are those with a stagnant demand and
relatively low technology content. They include the food, textile, clothing
and footwear industries. The problem with the EU’s manufacturing sector is
that a significant part of its export specialisation has for a long time been in
industries with relatively stagnant or declining demand and relatively weak
economies of scale, while the US and Japanese producers and exporters have
specialised in goods produced by industries with strong economies of scale.
This was especially true during the 1980s.

Adam Smith pointed out that specialisation is limited by the extent of the
market. A customs union increases the market area for firms in the par-
ticipating countries, hence it opens up opportunities for specialisation.
A country may gain from economies of scale which form an independent
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source for trade. If countries trade, they may gain not only from the
exchange of goods and services, but also from specialisation and a wider
choice of goods. Trade increases the bundle of available goods and services
in relation to what is available in autarky. Specialisation and alteration in the
output mix in a country may take full advantage of its factor endowment.
This holds not only for economic integration, but also for strategies to open
up and deepen the internal market, as was the case with the EU Single
Market Programme. It was hoped that the long-term impact of the pro-
gramme, together with additional instruments, would rectify the EU’s com-
parative disadvantage in comparison with the US, Japan and a few other
countries in certain industries. Later on came the Lisbon (2000) declaration.

Economies of scale may be internal to individual firms. They may also
be external to these firms when the whole industry grows and when all the
firms in that industry enjoy the fruits of such growth. For example, net-
working (phones or cyberspace exchange of data) is the consequence of
economies of scale. The peculiarity of economies of scale is that they are
not consistent with perfect competition. With imperfect market structure
all welfare outcomes are possible (but not necessarily desirable). A perfectly
competitive firm takes the price for its output as given. A firm with increas-
ing returns to scale in such a market will find it profitable to produce one
more unit of output since it can do so at less than the prevailing price. Thus,
it would tend to increase output until it dominates the market, while
efficiency may set the price for its output.

Consider the case in Figure 7.3, which illustrates the impact of economies
of scale on price in the exporting country A. The vertical axis shows the
price in country A for good X. Increasing returns to scale are implied by the
downward-sloping ACa curve. The producer of this good has a monopoly
position in the domestic market. There is no producer in country B, but this
country has a tariff on imports of good X for fiscal reasons. Domestic
demand in country A is represented by the curve Da and the demand for the
product in country B is represented by the curves Db and Db´. The former is
the demand curve incorporating a tariff in country B on imports of good X,
while the latter reflects demand for this good if no tariffs were levied.

The initial equilibrium in this market is represented by the intersection
of the joint demand curve Da�b and the ACa curve as implied by the
monopoly position of the country A producer. If countries A and B enter
into a customs union, then the tariff on imports of good X into country B
will be eliminated, increasing the demand for this good. Thus, the curve
representing demand in country B is Db	 and the joint demand in the
customs union is Da�b	. Faced with this increased demand the producer in
country A will expand output. With increasing returns to scale this output
expansion lowers the marginal and average costs of production and leads
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to a fall in the equilibrium price from P1 to P2. The elimination of the
tariff has an unambiguously positive effect: all consumers can purchase a
greater quantity of good X at a lower price and profit to the producer has
increased.

The above result is called the cost-reduction effect (Corden, 1984, p. 123).
It is distinct from trade creation since the existing supplier reduces price for
the good X. There is an additional effect: suppose that there was an initial
tariff on imports of good X but it was insufficient to induce domestic pro-
duction of X in country A. After the creation of a customs union with
country B, the market area for country A is increased. Costs of production
may fall, hence production of good X may begin in country A, replacing
imports into both customs union partners from country C. For country A
this is trade suppression, while for country B this represents trade diversion.
While learning by doing, country A may become a more efficient producer
of good X than country C, so in the longer run, this policy may pay off. The
country in which production with increasing returns to scale occurs gets
double gains (employment and increased production). Governments in the
customs union may cooperate in order to evenly distribute the industries
with increasing returns to scale, otherwise they may end up in an investment
subsidy war to attract such industries.

In perfectly contestable markets price equals marginal cost (firms just
cover production costs of the last unit and profits are zero). Economies of
scale introduce imperfection into the market system, since firms set prices
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at average cost and make profits. Therefore, economies of scale lead to more
specialisation compared with the situation with constant returns to scale.
The existence of these firms with economies of scale is protected by bar-
riers to entry and exit which increase risk, costs and delays to a newcomer
relative to the incumbent. Barriers to entry in an industry include:

● high human and capital requirements (sunk costs necessary to
achieve minimum efficient scale of output);

● product differentiation and consumer preferences;
● indivisible production technology (a strong close spatial presence of

suppliers and consumers is necessary);
● externalities (linkages);
● R&D;
● regulation (environment, product quality, permissions, accounting,

standards, intellectual property rights);
● marketing (access to distribution network, exclusive dealership);
● advertising needs and costs;
● reaction by market incumbents (predatory pricing and excess cap-

acity in the existing firms to discourage any new entry);
● trade and industrial policies (tariffs, quotas, NTBs, domestic content

requirements);
● organisational complexity; and
● availability of staff.

Barriers to exit include:

● past sunk costs (not yet depreciated);
● durable specialised assets that cannot be sold easily;
● regulation (bankruptcy law, labour settlement, cost of dismantling

facilities, for example, nuclear power plants);
● public bailout (otherwise medium-sized towns may disappear);
● new trade protection;
● strategic business decision by a diversified firm to save the facility for

the future; and
● emotional attachment to the facility by the managers and owners.

After a certain level of output some costs, such as depreciation of equip-
ment, can increase disproportionately in relation to output, but they can be
partly offset by a reduction in costs that accrues from increasing returns to
scale. For example, the ends of the blades on a very large turbine move at
a speed that can be close to that of sound. At such a speed, ‘metal fatigue’
increases disproportionately in relation to a turbine’s capacity. Beyond a
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certain level of rotation speed, the costs in all engines based on revolution
increase more than the returns. A strike in a firm with increasing returns to
scale technology may have a profound impact on the profitability of a firm.
However, the threat of competition or of removing barriers to imports may
mitigate the distortion imposed by trade unions.

Returns to scale have not been thoroughly studied in the theory of
customs unions because it is difficult to model them. Therefore, one should
be very careful about using classical theory either as a description of what
is likely to happen in a customs union or as a guide to policies that will
ensure that such a union fulfils its expectations. Another important fact is
that a substantial part of production is linked with economies of scope
rather than scale. While economies of scale imply a certain level of stand-
ardisation in tastes and production, economies of scope deal with product
or process diversity. Economies of scope allow firms such as Benetton to
respond swiftly to changes in the supply of inputs and shifts in demand
because they come from the common control of distinct, but interrelated
production activities. For example, the same kind of fabric can be used in
the production of various goods.

Economies of scale are coupled with market imperfections which allow
various welfare outcomes. Distortions, such as deviations from marginal
cost pricing or the existence of barriers to entry and exit, mean that the
creation of a customs union (or for that matter any other type of inter-
national economic integration) does not necessarily either improve or
worsen welfare. With economies of scale and other distortions, the welfare
effects of customs union creation and pattern of trade are much more
affected by government policy than they are in the neo-classical theorists’
world of comparative advantage and factor proportions.

Terms of Trade

A number of people commonly and intuitively think and worry that the
emergence of new competitors can reduce real income in the incumbent
economies. Others argue that this is a positive development. An expan-
sion of markets brings success and wealth to everyone. Both of these
intuitions are mistaken. Growth in other countries may either aid or hurt
the home country. This effect depends on the home country’s bias in
terms of trade:

(7.3)

The terms of trade (T ) is the ratio: the price of a good a country exports (Px)
divided by the price of a good it imports (Pm). It is the ratio of the quantity

T �
Px

Pm
 .
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of imports that may be obtained in trade for a certain quantity of exports
or, alternatively, it is the relative price of imports to exports.16 An increase
in the terms of trade increases a country’s welfare, while a decrease in this
ratio reduces welfare. If a country experiences a growth, strongly biased
towards its export good X, then if other things are equal, the relative price
of good X is decreasing. In this situation, the country has to export more of
this good X for the same quantity of imported good Y. Export-biased
growth tends to worsen a growing country’s terms of trade to the benefit of
the rest of the world. The reverse is true for the import-biased growth.

Although terms of trade provide an intellectually ‘justified’ basis for
intervention, this has not featured significantly in many of the arrange-
ments to integrate countries. If home demand for good X is elastic, then the
home country’s tariff on imports may reduce both consumption and
imports of this good. If this country can act as a monopsonist it may turn
prices on the international market in its favour which improves its terms of
trade (at least in the short term). The same powers may be wielded by a
customs union. Third countries may lose on two accounts: first, there is a
loss in exports through trade diversion; and second, third countries have to
increase their effort in exports to the customs union in order to mitigate the
impact of adverse terms-of-trade changes.

If a customs union is large enough to influence its terms of trade on both
the export and import sides (externalisation of integration), then the
customs union sets the international prices for these goods. Other coun-
tries, supposedly small ones, which are price takers for the standardised
goods, must accept prices which prevail in the customs union less the CET
and less the cost of transport if they want to sell in the customs union
market. However, even relatively small countries are able to influence their
terms of trade if they have specialisation in industries that are monopolis-
tically competitive. A big customs union may exercise its monopoly and
monopsony powers at the expense of third countries’ consumers who pay
domestic tariffs and producers who pay the customs union’s external tariff
if they want to export there.17

Monopoly power is not without its disadvantages. If a customs union is
large enough to influence prices on international markets then, in the
absence of offsetting changes in the rest of the world, an increase in the
customs union’s supply of good X simply decreases the price of that good.
On the side of the customs union’s demand for good Y from abroad, an
increase in demand will increase the price of good Y. The greater the
demand in the customs union for good Y and the greater the supply of
good X and the greater the trade of the customs union, the greater will be
the deterioration of the customs union’s terms of trade. With both monop-
oly and monopsony powers, as well as without changes in the outside
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world, the customs union is made worse off by its desire to increase trade.
This situation may be called an immiserising customs union.

The terms-of-trade effects of a customs union not only have an external
dimension. There is also an internal significance. Trade flows among the
member countries are affected too. The integrated partners are not only
allies in their relations with third countries, but also competitors in the
customs union’s internal market. The elimination of tariffs and quotas on
trade in a customs union has a direct impact on internal trade and prices.
A union member country may gain from an improvement of customs
union terms of trade with third countries, but this gain may be reduced by
worsened terms of trade with the customs union partner countries.

The countries that are in a customs union may experience a shift in pro-
ductivity due to increased competition and the rapid introduction of new
technologies. If one excludes all demographic changes, then any increase in
labour productivity has the direct effect of increasing real income under the
assumption of unchanged quantity and velocity of money. This has a direct
impact on the terms of trade because prices of home goods fall.

The bargaining power of those countries that have entered into a
customs union is greater than the power they exert as individuals prior to
entering the customs union. The EU countries use this ‘weapon’ in trade
relations and negotiations with both the US and Japan and others. The
Association of South-East Asian Nations (ASEAN) is another example
of an ‘integrated’ group that is able to extract concessions in trade from
foreign partners that are superior to those that would be available to the
individual member countries. What matters however, is not the absolute,
but rather the relative size of the union against its trading partners. The
improvement in the terms of trade is not only the principal effect, but also
one of the major goals of the integration of trade in manufactures in
Western Europe. The reason for the official silence on the issue is the pos-
sible charges by the injured trading partners (Petith, 1977, p. 272). The
statement that improvement in terms of trade (beggar-thy-neighbour) is the
major goal of integration in trade in manufactures in Western Europe is
hard to reconcile with what is happening in practice. Neither firms nor
governments think in these terms, although the potential for the employ-
ment of a ‘fortress’ mentality as a bargaining chip is there.

The EU is often advised by third countries, especially the US, to adopt
more liberal trade policies and to resist the temptation to create a ‘Fortress
Europe’. This was most obvious during the years of the creation of the
Single European Market (1985–92). The capacity and willingness of the
EU to accept such advice depends, at least in part, on similar actions by its
major trading partners: the US, Japan and, increasingly, by newly industri-
alised countries such as South Korea, China (and Taiwan), as well as Brazil.
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3. Why countries integrate
Economic integration may increase the average welfare of consumers in the
involved countries in many different direct and indirect ways. The problem
is that the benefits accrue to everyone in relatively small instalments and
only in the medium and long terms. Some of these gains include:

● secure access to the market of partner countries;
● increased investment opportunities as expectations may be estab-

lished with an increased degree of security;
● improved efficiency in the use of resources;
● an elimination of trade barriers reduces the cost of trade;
● increased competition on internal market puts a downward pressure

on prices;
● facilitation of exchange of technical information;
● competition forces firms to implement new ideas and technologies;
● due to the enlarged market, producers may better exploit and benefit

from economies of scale;
● potential for coordination of certain economic policies in order to

increase their effectiveness;
● improved bargaining position with external partners;
● research and innovation may be stimulated because of tougher com-

petition on a larger market and a possibility to share fixed costs in
such a market environment;

● market of the integrated group provides more opportunities for a
wider range of goods and services that can be offered to consumers,
hence there is an improvement in individuals’ utility function; and

● reduction in X-inefficiency which moves the production activities of
firms closer to best-practice business organisation.

However, one must always bear in mind that international economic inte-
gration is never more than a useful supporting tool to sound domestic
macro- and microeconomic policies and that it cannot act as their replace-
ment. If these domestic policies are not healthy, integration cannot be their
substitute.

The traditional (static) model of customs unions considered the effect of
a reduction in tariffs on trade and welfare. It concluded that the lowering or
elimination of tariffs increased competition which could lead to an improve-
ment in welfare. The new theory pays attention to the dynamic effects of inte-
gration. With economies of scale and imperfect competition, there are no
unconditional expectations that all countries will gain from integration, even
less that they will gain equally. In the absence of adjustment policies, such as
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industrial, regional, cohesion and social policies, integration may impose
costs on some countries, rather than give them benefits. It may take decades
to reach a new, higher and stable steady state. Therefore, cooperation among
countries regarding the distribution of gains and losses is a necessary con-
dition for successful integration. In any case, integration profoundly changes
the economic structure of participating countries which must modify, and
even abandon, the established domestic monopolies and autarkic traditions.

The theory of a customs union is based on a large number of restrictive
assumptions, so the technical modelling may be far from realistic. Various
restrictions in a customs union, such as the prohibition on factor move-
ments or coordinated fiscal and monetary policies, can be overcome in
common markets and economic unions.

The theory of customs unions studies extreme cases and is intuitive in
nature. All analyses are suggestive rather than definitive and conclusive. Yet
another difficulty stems from the fact that this theory includes simultane-
ously both free trade within a customs union and protection against third
countries in the form of the CET (and NTBs). A customs union reduces
tariffs on trade among some countries, so it may seem beneficial in relation
to a situation where each country applies its own system of tariffs. In a
customs union, tariffs are removed on the internal trade, but a CET is
erected. One distortion is replaced by another, so regarding the final effect
on welfare, all outcomes are possible. If free trade is the first-best policy,
then a customs union is, at best, a second-best situation. Hence a universal
prescription for the success of a customs union may not be found. None
the less, our effort was not in vain, as many things may be learned from the
analysis of extreme and second-best cases.

Dynamic effects are extremely hard to model and quantify rigorously. It
is, for example, difficult to predict the exact impact of competition on tech-
nological innovation. Modern trade barriers are more obscure and com-
plicated to negotiate and enforce than was the earlier case with pure tariffs
and quotas. These are intuitive issues, but important for economic integra-
tion and its direction.

There is still a question of why integration takes place in reality.
Estimates of trade creation and trade diversion that could contribute to the
explanation of why integration takes place at all have been disappointingly
small in most studies. In addition, the literature has been slow to develop
quantification of dynamic effects of integration. Hence, the hard quantita-
tive explanations for economic integration were missing. Therefore, the
rationale for the creation of integration schemes in real life was found in
non-economic motives.

One has to recall two things. First, the major goal of European integra-
tion was to protect peace by ensuring, through economic means, that war

464 The economics of European integration



between France and Germany would be impossible. Integration was a tool,
not an objective in itself. Second, the important wave of theoretical contri-
butions to the theory and measurement of international economic integra-
tion came only after the signature of the Treaty of Rome (1957).

Why do international economic integration and preferential trading
agreements take place at all? The answer to this question has several com-
ponents and dimensions:

● first and foremost, countries integrate in order to secure access to
markets of partner countries;

● they also want to secure and solidify domestic market-oriented
reforms;

● trade barriers can be adapted according to preferences of the
involved countries;

● trust among the participating countries. A relatively small number of
participants may create cosy relationships, make monitoring and
enforcement of the deal easier, while friendly positive cooperation
within the group may potentially help the exchange of favours, mutual
agreement and perhaps settle disputes more quickly and efficiently
than is the case in multilateral institutions. A large group of countries
may have many conflicting objectives;

● opening up for trade is about greater competition which weakens and
reduces the power of vested interests and monopolies. This gives
opportunities to many firms, rather than to a select few. This, in turn,
creates additional opportunities for growth;

● these agreements can be employed as a bargaining tool; and
● terms-of-trade effects and gains to exporters provide benefits from

preferential trading agreements that are not available from unilateral
trade liberalisation policies.

Given these seven motives, it is not necessary to resort exclusively to non-
economic reasons for economic integration.

International economic integration increases the potential for significant
international improvement in economic welfare. The countries have to
organise themselves, that is, adjust individually and collectively, to reap
these gains. Specialisation and increase in the export potentials in order to
pay for the imports are necessary conditions for success. In addition,
adjustment policies must be well thought out. Unfriendly policies can
cancel out all the beneficial effects which accrue from an improved access
to a larger market.

In the world of rapid change in technology and conditions in the market,
a country may not be sure that its current comparative advantages will be
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secured in the future. So, a country may wish to secure markets for the
widest variety of its goods and services as a hedge against abrupt changes
in the trade policy of its partners. International economic integration is an
uphill job, but may be an attractive solution to such a problem.

Integration can be a risky enterprise for a small country in relation to
protectionism in the short run. However, a defensive policy of protection
may generate the economic decline of a small country in the long run. Few
countries could accept this as their long-term goal. Integration may be a
way out of this scenario. A willingness to cooperate with partner countries
on the issue of the distribution of costs and benefits that accrue from the
creation of a customs union and the settlement of disputes is of great
importance for the smooth and beneficial operation, as well as for the sur-
vival of a customs union. International economic integration may be
subject to various disputes. Most of them stem from the existence of NTBs.
An effective dispute settlement mechanism is a necessary condition for the
adhesion of the scheme.

Discrimination in trade has not gone away. There is still a long way to go
before genuine multilateral liberal trade has been achieved. Integration may
assist, complement and ease multilateral trade:

● if trade and investments are free within the group;
● if common external barriers to trade are made transparent and not

increased relative to the pre-integration situation (GATT Article
XXIV);

● if the group reduces its external barriers to trade, investment and
factor mobility;

● if the group is not closed and if it expands;
● if the internal rules (competition, origin and so on) are clear and

friendly (not bureaucratic); and
● if there is an effective and reliable dispute settlement mechanism.

Integration is a tool that only supports (rather than replaces) a sound
domestic macroeconomic economic policy and structural reforms.
Inappropriate domestic fiscal (taxation that distorts the economy), monet-
ary and exchange rate policy will prevent the domestic private sector from
being internationally competitive.

An inevitable question has always been: are regional trading arrange-
ments good or bad for world welfare? The answer to this question depends
on the answer to a related question: is regional economic integration assist-
ing (building block) or damaging (stumbling block) the multilateral trading
system? Some reply yes, others reply no. This is the consequence of the
value judgements within the ‘second-best’ world. Even though most of the
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past international integration schemes were on a rocky road (indeed, many
of them disappeared, particularly in the developing countries), in general
terms they tended to increase trade, rather than to restrict it. Hence, this
may be taken at first sight to be an economically beneficial effect.

The current wave of interest in integration which started in the 1990s
is different from the largely unsuccessful attempts to integrate countries
during the 1950s and 1960s, with a notable exception in Europe. The new
integration initiatives are founded on a different basis:

● Almost all countries credibly decided to accept and implement
market-based reforms and outward-oriented economic policy. They
became open and welcomed FDI.

● Integrated international production created and extended by TNCs
and huge international flows of FDI are features of the modern
economy. This was the case to a very much lower degree during the
1950s and 1960s.

● The successive GATT/WTO rounds of trade negotiations have almost
eliminated tariffs and quotas as important obstacles to trade on a multi-
lateral basis.

It is, however, true that on the negative side, the new regional integration
initiatives may generate trade diversion. The founding fathers of the
GATT/WTO exempted free trade areas and customs unions from the most
favoured nation (MFN) clause, but they did not predict a proliferation of
these agreements that may fragment the world trading system. There were
about 250 notified free trade areas in 2003. Many are being negotiated. If
they continue to proliferate, the world trading system may soon have 300 of
them. Big countries such as the US may break coalitions in the developing
world by offering bilateral trade deals. Bilateral or regional deals may divert
attention from the multilateral path. However, the US entered into free
trade deals with Israel, Canada and Mexico during the Uruguay Round
(1986–94) without reducing its commitment to the final multilateral deal.
Similarly, the US entered into free trade arrangements with Chile and
Singapore in 2004 during the Doha Round. It is feared that regional
trading blocs may turn hostile and cause a collapse in the world economy
because of various conflicting interests, including the pressure from the
well-entrenched rent-seeking special lobbies. What if the simplicity of non-
discriminatory multilateral trade is replaced by complex internal rules of
origin that are not in accord with the others?

In the real world, bilateral or regional trading agreements may be a
response to tremendous and uncertain resource costs related to multilat-
eral negotiations and deals. It may be simpler, faster, cheaper and more
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tangible to put into practice a regional integration deal, than to wait an inter-
minable time for an uncertain multilateral trade arrangement and its
benefits.Thechoice thatpolicymakers face isnotbetweenmultilateralagree-
ments and economic integration, but rather between a potentially beneficial
economic integration with select partners or no such arrangement at all.
Whether regional economic integration can evolve into multilateral liberal
trade cannot be proven. Integration may, however, start this process. The
bottom line may be that the new integration programmes are the outcome
of the success of multilateralism, not its failure (Ethier, 1998, p. 1161).

4. World Trade Organisation and
international trade

TRADE NEGOTIATIONS

Various rounds of trade negotiations under the auspices of the GATT have
an important impact on world trading arrangements in the long term.
Negotiations, however, during distinct rounds may take almost a decade.
In addition, there is usually a transition period of another decade, so the
impact of trade concessions that each round brings is felt only in the distant
future by another generation.

Experience has shown that real and substantial negotiations take place
only among a select number of negotiators. So far, these have been the US
and the EU. Japan appeared as the third major negotiator in the late 1960s,
but the basic negotiations still take place between the EU and the US.
A number of (developing) countries have shown little interest in negotiations,
at least in the past. They were free riding since the MFN clause extended to
them all the concessions that were exchanged among the three major players.
There is an increasing influence by the developing countries on negotiations.
In fact, the openness of the markets of the developed economies for trade
and FDI in the future will increasingly depend on similar concessions being
offered by the developing countries (at least the newly industrialised ones).

The international trading system is in its eighth round of tariff negotiations
(Table 7.5). Attention will be given here only to the most recent ones. The
Dillon Round of trade negotiations brought a relatively modest reduction of
tariffs. A more significant step took place during the Kennedy Round when
tariffs on manufactured goods were reduced by 35 per cent on average. Unlike
the earlier round which reduced excessive protection, this one cut deeper into
protection. It provoked a serious structural adjustment of the economies, at
least in the developed world. During this round the US wanted to include
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trade in farm goods in negotiations, as at that time, a fifth of the US exports
into the EU were agricultural goods. The EU has proven its bargaining power,
as it resisted those pressures and protected the CAP. The Tokyo Round
reduced tariffs on manufactured goods by a third on average. The inclusion of
farm goods and NTBs in negotiations was a big success. None the less, the
results of the round in these new areas remained small.

It is widely accepted that the Dillon, Kennedy and Tokyo rounds of trade
negotiations were attempts by the US and other developed market economies
to reduce the discriminating effect that came from the creation and enlarge-
ment of the EU. Theory predicted that a customs union increases its clout in
dealings with the outside world. The outcome of these rounds was that the
average tariff decreased from 11 per cent at the time of the introduction of
the CET in the EU to 7.5 per cent after the completion of the Tokyo Round
reductions (Yannopoulos, 1988, pp. 26–7). One could have argued that the
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Table 7.5 GATT/WTO rounds of trade negotiations

Round Year Participating countries Subject

1. Geneva 1947 23 Tariffs on manufactured 
goods

2. Annecy 1949 13 Tariffs on manufactured 
goods

3. Torquay 1950–51 38 Tariffs on manufactured 
goods

4. Dillon 1959–62 26 Tariffs on manufactured 
goods

5. Kennedy 1963–67 62 Tariffs, on manufactured 
goods, antidumping

6. Tokyo 1973–79 102 Tariffs, on manufactured 
goods, NTBs

7. Uruguay 1986–94 125 Tariffs, on manufactured 
goods, NTBs, services,
intellectual property,
textiles, agriculture,
dispute settlement,
creation of WTO

8. Doha 2001–05(?) 149 Agriculture, services,
intellectual property 
rights, trade and 
investment, competition 
rules, public procure-
ment, electronic 
commerce, environment 



pace of multilateral trade liberalisation during the 1960s and beyond, as well
as the extension of GATT/WTO coverage of new areas such as services, agri-
culture and NTBs would have been delayed without European integration.
Hence, European integration provided a favourable environment for general
multilateral liberalisation of trade.

THE URUGUAY ROUND

The Uruguay Round of trade negotiations had a very ambitious agenda.
Hence the reason for numerous standstills during negotiations. The devel-
oped countries wanted to update the GATT system by the inclusion of new
areas such as trade in services, intellectual property rights or trade related
investment measures (TRIMs).18 In addition, there were a proliferating
number of grey areas that required a certain international structuring.
These included market-sharing deals such as orderly marketing and volun-
tary export-restriction agreements.19 There was also a desire to include
trade in textiles and agricultural goods in the deal. The new GATT rules
were expected to introduce an ‘insurance policy’ regarding security and
predictability about market access in future.

A word should be said here about international trade in agricultural
commodities. The EU was generally in favour of a liberal international
trade regime for manufactured goods, unlike the temperate agricultural
products. However, the root of the GATT/WTO problem regarding trade
in agricultural goods was the initial US demand to exclude these goods
from the GATT. The US had succeeded in weakening the original GATT
rules that applied to trade in farm goods during the 1950s. It wanted to pre-
serve its domestic autonomy in handling a highly interventionist and pro-
tectionist farm policy after the Second World War. When the EU and Japan
applied own farm policies, which was allowable because of the earlier
American action in the GATT, the US and other exporters of temperate
agricultural goods found their farm exports to be restricted by the EU and
Japan. Thus, the US Congress’ solution to the American problems of the
1940s and 1950s (that is, to exclude agriculture from the GATT) served as
an impediment to worldwide liberalisation of trade in farm goods (Lipsey
and Smith, 1987, p. 6). Perhaps the US and others have learned a lesson
from this example for trade policy in the future.

‘Stickiness’ of certain policy decisions is not only the prerogative of the
US. The EU, for example, added a Protocol on the Banana Import Regime
to the original Treaty of Rome in 1957, and it took the EU 36 years, two
GATT panels and pressure from trading partners to alter it in 1993. The
final settlement of this distorted EU import regime may come in 2006,
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almost half a century after the introduction of the policy. The moral is that
policies need to be crafted carefully at the start. Once they are introduced
(such as the CAP), it is hard to change or to eliminate them.

The basic principles of the GATT – non-discrimination, reciprocity,20

transparency, enforcement and the impartial settlement of disputes – were
originally conceived to ameliorate international trade at the border. At the
time of the creation of the GATT (1947), border measures were, perhaps,
the most important protectionist instruments. As tariffs were reduced over
time, grey-area measures expanded, which shifted protectionist techniques.
Protection now takes place not at the border, but within the domestic
market once goods and services cross the border. The Uruguay Round was
a sign that the multilateral trading system was seeking ways and means to
address these new challenges.

The Uruguay Round deal established the World Trade Organisation in
1995. The WTO is the only multilateral institution that can curb the oper-
ation of large trading blocs. It is an ‘umbrella’ organisation for the GATT,
the General Agreement on Trade in Services (GATS) and the Agreement
on Trade Related Intellectual Property Rights (TRIPS). The major results
of the Uruguay Round can be summarised as follows:

● Tariffs on industrial goods are to be reduced by a little more than a
third (38 per cent). This would decrease the average tariff on indus-
trial goods in the developed market economies from 6.3 to 3.9 per cent
in 1999. Such a reduction is supposed to enhance competition and
increase efficiency in the employment of resources.

● The US and the Cairns Group21 were able to push trade in agricultural
goods very high up the agenda. Trade in farm goods was earlier
subject to little ‘international discipline’. While the EU and Japan
argued against changes in the past rules, the US wanted a complete
liberalisation by the year 2000. The compromise included a partial lib-
eralisation in farm trade: (1) All NTBs should be converted into tariffs
(tariffication). This tariffication may produce very high, even prohib-
itive, tariff rates of 200–500 per cent ad valorem. (2) These tariffs are
to be reduced by 36 per cent on average by 2001 in the developed coun-
tries, while in the developing countries, the average reduction should
be 24 per cent by the year 2005. (3) Production and export subsidies
in the farm sector should be reduced. Developed countries will have
to reduce export subsidies (the value of budgetary outlays) by 36 per
cent over six years, while the corresponding figure for the developing
countries is 24 per cent over a period of ten years. Although, the estab-
lishment of a full international framework for trade in farm goods will
take quite some time, the current deal provided the framework for
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further negotiations, as well as the first step on the road towards a
more stable and predictable trade in farm goods.

● Developed market economies should reduce their ‘support’ to the
farm sector by 20 per cent, and developing countries by 13.3 per cent.
Subsidies that are not directly related to production are exempted.
These include environmental protection, regional development, struc-
tural adjustment and income support.

● In the textile trade, average tariffs should fall from 15.5 to 12.1 per cent.
The average tariff protection may still look high, but it will take over
the protective measures from quotas, which is a positive achievement.
A renegotiation of the Multi-Fibre Agreement (MFA)22 was of vital
importance for developing countries. The arrangement included a
gradual coverage of trade in textiles by the MFN clause by 2005. The
elimination of quotas for the imports of textiles is a welcome event for
a number of countries throughout the world that may export to the
EU. However, most of them worry that China, with its cheap textiles,
may possibly make the biggest inroad into the EU market and wipe
out their competitive advantages.

● The Kyoto Customs Convention (1973) on the determination of rules
of origin is vague. As it is not applied by the US, its practical value is
limited. The WTO is to draft rules of origin that would be applicable
to all of its members. This creditable task of harmonisation, intended
to increase certainty in trade relations, may run into problems as it is
difficult to predict the progress in the preparation, acceptance and
implementation of new rules.

● Regarding technical standards, the EU in its internal trade imple-
ments mutual recognition of national standards. The WTO requires
that trading partners follow international standards.

● Article VI authorises the use of antidumping duties if the injured
country proves that domestic producers are (potentially) harmed by
such imports. Predatory pricing (through dumping) falls on the profit
of firms. This practice is subject to antidumping duties. Export subsi-
dies, however, cause the outflow of public funds. This practice is
subject to countervailing duties.23 The GATT outlaws export subsi-
dies (Article XVI), but these are not the only subsidies that distort
trade. A subsidy is defined as a financial contribution by a government
or any public body. Such a financial contribution includes a direct
transfer of funds, potential transfers of funds such as loan guaran-
tees, discriminatory public procurement, forgoing of revenue by tax
authorities and public provision of goods or services. The WTO has
even entered into domestic economic policy, since any WTO member
state can start an action if a foreign subsidy injures a domestic
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industry. If a domestic subsidy is an aid package to a disadvantaged
region, for research and pre-competitive activities or ecological
matters, an action under the auspices of the WTO cannot be called.
However, what if the opaque subsidies are ‘sold’ as permitted ones?

● Temporary safeguards are allowed under Article XIX of the GATT
Charter if there is a sudden and serious injury or potential injury
to domestic industry from an unexpected surge in imports. This
provision continues to be important. For example, a sudden fall in
the exchange rate of the dollar helps US exporters. This may cause
concern to importers. However, if increased quality and productivity
is at stake, such as Japanese cars or electronics, then, instead of trying
to increase domestic productivity and penetrate the Japanese market,
the US and the EU restrict the entry of Japanese goods into their
domestic markets. According to the Uruguay Round provisions, all
peripheral measures such as voluntary export restraint agreements
are ruled out. Other NTBs need to be eliminated within a period of
four years after the entry into force of the Uruguay deal.24 As there
is the possibility of introducing safeguards without retaliation for a
period of three years, this leaves the door open to potential abuse of
those rules. Safeguard measures, however, would not apply against a
good originating in a developing country if its share of imports in the
country of destination is 3 per cent or less.

● The new organisation, the GATS, is to provide a forum that will take
charge of liberalisation: trade in services. The deal introduces the
MFN principle in trade in services and member states have to provide
market access and national treatment in specific service industries.
A regulatory framework would increase certainty in world trade in
services over $1540 billion in 2002. This represented a quarter of the
$6240 billion trade in goods. Previously, trade in services was referred
to as ‘invisible’ transactions. In spite of the numerous MFN excep-
tions the inclusion of services into the negotiations agenda is one of
the greatest achievements of the Uruguay Round.

● Together with the deal regarding services, the major novelty of the
Uruguay Round was the arrangement on intellectual property rights.
Although these are regulated by several conventions and by the
World Intellectual Property Organisation, the WTO is to introduce
an additional element for the protection of these rights: enforcement
through the WTO dispute settlement system.

● An efficient and impartial settlement of disputes should enhance the
role of the WTO, revive multilateralism and prevent the implementa-
tion of unauthorised and whimsical unilateral measures introduced
by an individual member country. If the informal settlement of a
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dispute through bilateral consultations is not successful, then there is
a dispute settlement panel that may issue a verdict. Panels usually take
at least six months to deliver a verdict, which may be contested before
the standing Appellate Body (this procedure may take a year or more).
After its decision, the injured party may request compensation. If
there is no agreement on the settlement with the perpetrator, the
injured party may impose sanctions. If applied strictly, this dispute set-
tlement system is supposed to eliminate the unilateral retaliation mea-
sures, as practised mostly by the US.

The simple post-Uruguay Round average25 EU tariff protection is rather
low. For 2002, it was estimated to be 6.4 per cent. However, this average
conceals the fact that the average tariff on imports of manufactured goods
is 4.1 per cent, while the same average tariff on imports of agricultural
goods is 16.1 per cent. Tariff peaks within these groups of goods are
the highest for meat, dairy products, cereals, textiles and clothing (WTO,
2002, p. 29). Tariffs and NTBs reveal that the most highly protected are
often the labour-intensive industries in the EU.

The level of trade protection can be measured in different ways. Three
indicators are of particularly important:

● the average tariff rate;
● the ratio of tariff duties paid to total imports; and
● the ratio of tariff duties paid to all dutiable imports.

The last indicator is superior to the first two in demonstrating the average
protection in the EU. In general, the EU level of protection throughout the
1990s was about 14 per cent. This, however, hides the selectivity of protec-
tion as the averaging process erodes tariff peaks. In order to get a fuller
picture of EU protection, one has to add various technical regulations and
public procurement, as well as subsidies for production and export. If these
costs of protection of goods and services in the EU are taken together, it is
estimated that it amounts to 7 per cent of the entire EU(15) GDP which is
equal to the Spanish GDP. In addition, if one combines the effect of higher
prices for consumers and relatively few jobs saved, the average annual cost
per job saved in the EU is astronomical: €220 000. This is ten times the EU
average annual wage in the protected industry. If saving EU jobs is the policy
goal, there are much more efficient and cheaper ways to do the job than by
trade protection (Messerlin, 2001, pp. 40–41). This reveals the strength of a
few, concentrated rent-seeking vested interests in the EU, as well as the cost
paid by most EU consumers. It is hard to orchestrate the voice of consumers,
if they are dispersed and paying a bit more per good purchased.
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The Uruguay Round of tariff negotiations brought the most profound
changes in international trade negotiations in the past century. There is a
legal framework for trade in important new areas (agriculture, services) that
were earlier beyond the scope of the GATT. Estimates of the global increase
in income put it at about $213 billion a year, which is roughly 1 per cent of
the annual world product (Cline, 1995, p. 11). Is this not too little to justify
such a big fuss?

Estimates of the potential gains from the implementation of the Uruguay
Round were generally based on the classical assumption that a set of traded
goods is both complete and fixed. In such a case, the gains from trade liber-
alisation (elimination of tariffs and other barriers to trade) appear to be
quite small. Prices in the economy could be changed by government (tariff )
intervention, so the quantity of produced and traded goods would change,
but the list of the manufactured and traded goods would remain the same.

Suppose now, that the list of goods in production and trade can be
expanded. The neo-Schumpeterian economic model assumes that there are
no limits for the introduction of new goods and services in an economy.
Assume, in addition, that the introduction of a new commodity requires a
large amount of fixed costs.26 This is especially true in the case of the devel-
oping countries. Perfect competition and free trade exclude (major) fixed
costs from consideration. Once the fixed costs are included in the picture,
their presence is often used as a justification for government intervention.
When important fixed costs enter the model, a substantial amount of the
good needs to be sold in order to make a profit. In such a case, a tariff on
the good in question may reduce demand. If such a reduction in (interna-
tional) demand is important, then the commodity may never appear on the
market. Losses from such a development or gains in the reverse case cannot
easily be estimated, at least, not yet. In any case, if the new goods are left
out of consideration, then this kind of analysis may bring substantial
underestimates of the welfare cost of trade restrictions (Romer, 1994).

The major beneficiaries of gains that come from trade liberalisation
would be the EU and the US, because they are the largest international
traders and they have, perhaps, the biggest distortions in trade. The final
package deal of the Uruguay Round was supposed to satisfy all parties. On
the one hand, the developed market economies obtained from the deal
some regulation of trade in services and protection of intellectual property
rights. On the other, the developing countries and transition economies
found gains in the reduction of tariffs and the ousting of NTBs, as well as
the liberalisation in trade in textiles and farm goods. They, or some of
them, will be able to increase their exports of textiles and farm goods.

A relatively free trade is not necessarily always the best policy that benefits
everyone and everywhere. TNCs continue to shape trade liberalisation plans
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and agendas within the WTO to an unacceptable level. This creates inter-
national trade disputes by powerful companies that influence and mano-
euvre national governments in order to obtain certain advantages for
themselves. It is uncertain and doubtful whether the benefits obtained in
this way are valuable and favourable to everyone in international economic
integration.

THE DOHA ROUND

The Doha Round, which started in Qatar in 2001 (officially expected to
finish in 2005), is different from previous rounds. Following fast expansion
of membership, of the 149 countries that take part in negotiations, over
100 are developing countries. This group of developing countries can no
longer be ignored by the principal negotiating parties: the US, the EU and
Japan. In addition, the borders of trade policy are growing blurred. The
old ‘technical’ trade issues such as tariffs and quotas, as the primary
subject of negotiations, are being replaced by highly charged political,
difficult social and sensitive emotional issues. Politicians labelled Doha the
‘development’ round. Even though this term was not defined, it was often
used as a carrot to persuade many hesitant and leery developing countries
to support the start of the round.

Negotiations in the Doha Round have never been expected to be easy
as they are entering uncharted and potentially troubled waters. According
to the Doha Work Programme the principal negotiating areas are the
following:

● Agriculture: World trade in agricultural goods is riddled with tariffs,
NTBs and distortions unknown to trade in other goods since the
Great Depression and protectionism of the 1930s. Even though their
agricultural population is shrinking, the developed countries spend
about $300 billion a year in subsidies on farming. The Uruguay
Round introduced agriculture into the WTO. It laid down founda-
tions for future negotiations about market access and subsidies. The
17-member Cairns Group27 is ready to fight for increased market
access into the EU and Japan. The EU wants the Doha Round to
have a strong development connotation. Yet it still restricts the
market access that poorer countries so desperately seek for their farm
goods. Both the EU and the US are deeply entrenched in subsidising
the domestic farm sector. They both have serious political constraints
on reducing these subsidies. Although there are signs of a certain
flexibility, this needs to be translated into a negotiating offer.
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● Services: The services sector of the economy contributes more to
worldwide economic growth and employment than any other sector.
Therefore, an increased legal confidence and certainty to service
providers and consumers is of vital importance for investment. The
US and EU are eager to request further advances in market access for
services.

● Intellectual property: Weak law protection provides opportunities
for the manufacturing and use of counterfeit and copied goods and
technologies that avoid royalty payments. The US depends on strong
intellectual property rights and integrity to fuel its economic strength.
The moral rights of authors, inventors and so on must be respected;
such people should be rewarded for their inventions and innovations,
as well as for taking risks. The problem arises once the lawful produc-
tion or reproduction has taken place. There are different costs of pro-
duction in different locations in the world. Should the intellectual
property argument be used as a protective device? The EU also wants
to enlist the WTO to protect its gastronomic treasures. It wants to have
a stronger protection in the form of ‘geographical indicators’ for food
and drinks such as Chablis, Champagne, Cognac, Gorgonzola and
Parma ham only for the original regional producers. Interestingly, it
is not poor countries that produce imitation champagne or abuse
the Parma ham brandname, but the US, Canada, Australia, New
Zealand, Brazil and Argentina.28

● FDI: Negotiators will try to formulate rules for the protection of FDI.29

They will focus on definitions, transparency, non-discrimination,
development provisions, balance of payments safeguards, consultation
and settlement of disputes.

● Competition rules: Action is necessary to prevent conflicts between
national antitrust authorities; to avoid the use of national competi-
tion rules as a means to check imports; and to ensure a global regula-
tory and monitoring system. The problem is that about a half of WTO
members do not have national competition law, so it may be difficult
to agree on multilateral competition rules. However, certain uncon-
tested international standards would lay the foundations for putting
this item on the WTO agenda in the future. Negotiations relate core
principles, transparency, non-discrimination and procedural fairness.

● Public procurement: Negotiations are limited to transparency aspects.
● Electronic commerce: The WTO rules treat goods and services

differently. Goods are subject to tariffs, while services are not.
However, trading by electronic means blurs the difference between a
good and a service. A shipped CD with music from one country to
another is trade in a good. However, if the contents of the same CD
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are sent by electronic mail from one country to another, does this rep-
resent trade in goods? This cannot be dropped on your foot. How
should the electronic sale of dubious investment schemes or finance
by e-mail from ‘faithful friends’ in Nigeria and other countries be
treated? In any case, there is a moratorium on duties on electronic
transmissions.

● Low-cost prescription drugs: A WTO agreement on the supply of
essential low-cost medicines to poor countries has been blocked by
the US. The developing countries dominate the WTO in terms of
number of members. They accuse the US administration of siding
with the US drugs companies (because of hefty campaign donations)
against the world’s poor and sick.

● Environment: Negotiations are related to the link between WTO rules
and specific trade obligations set in multilateral environmental agree-
ments; labelling for environmental purposes; as well as on the pro-
tection of dolphins against nets that are used to catch tuna; and
restriction of imports of shrimps that are caught by nets that also
catch turtles.

A serious obstacle to the Doha Round is time. The round is officially
expected to conclude its work in 2005. If one recalls that it took eight years
to complete the Uruguay Round in which the negotiated issues were less
contentious and also that there are some 30 new participants, the omens are
not favourable.30

Two tough farm trade negotiators, the EU and the US, jointly tried to
reinvigorate the stalled negotiations a month before the September 2003
Cancun (Mexico) ministerial meeting of the Doha Round of negotiations.
The good news was that the two largest trading parties issued a joint pro-
posal to liberalise farm trade. However, the bad news was that the common
plan contains only broad principles on farm tariff reductions (a single
mathematical formula to reduce all tariff rates), but without any specific
figures or target dates. This gave the EU and the US considerable room for
manoeuvre, while it gave very little substance to other countries to evaluate
the proposal. As such, this platform had difficulty attracting the attention
of the main groups of WTO countries (principally Australia, Brazil,
Canada and India), who question the real desire of the EU and the US to
compromise. The Cairns Group and developing countries deem that such
a platform falls short of what is necessary to liberalise farm trade. The plat-
form does not propose the elimination of either farm export subsidies or
the ‘peace clause’ which sheltered agricultural trade policies and subsidies
from legal challenge in the WTO until the end of 2003. If certain WTO
members use the expiry of the peace clause in 2004 to start challenging the
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US and EU farm subsidies, the potentially dozens of WTO panels could
make things more difficult then they already are and the entire concept
of the WTO may be in great peril. Cotton, rice, dairy products and sugar
are high on the list of potential targets. Yet another serious problem is
the retaining of substantial tariffs and subsidies on ‘sensitive’ products,
because each country defines them differently. These sensitive products
include beef, dairy products, sugar and certain fruits and vegetables in the
EU; sugar citrus fruits and cotton in the US; and rice, wheat, barley, sugar
beet, beef and pork in Japan.

These proposals were insufficient to give the Doha Round ministerial
meeting an incentive to continue negotiations in Cancun. None the less, the
agreed changes in the CAP in June 200331 will have a long-term impact on
the agricultural sector in the enlarged EU(25) until 2013. It remains to be
seen whether the Cancun débacle will be used as a pretext to reverse or slow
down the CAP reforms.

It became common to blame the tacit alliance of two groups of countries
for the failure32 of the Cancun meeting. The first includes France (EU),
which prevented a fair deal in agriculture. The second includes Brazil and
India (with several other developing countries), which were against a sub-
stantial and general liberalisation of trade. The tacit alliance of these two
groups brought them success in Cancun, even though the world as a whole
might have lost. Such an interpretation of the Cancun events may be too
simplistic. In spite of public declarations, there were many, indeed very
many other countries at the negotiating table that were not eager to reach
a deal. Real reasons for the failure of the Cancun meeting include:

● Stubbornness and brinkmanship in negotiations by both developed
and developing countries.

● The US angered four very poor African states which complained
about the $3.3 billion annual subsidy to domestic American cotton
producers (who enjoy powerful support in Congress). These subsi-
dies have been depressing world prices for cotton, which in turn put
poor African cotton farmers out of business. American negotiators
proposed that these African countries should diversify away from
dependence on the exports of cotton. In addition, they gave vague
promises about multilateral development aid. ‘The US uses subsidies
to deprive poor countries of comparative advantage. Then it tells
them that they have to find other kinds of business.’33

● US general policy has moved away from multilateralism and inter-
national organisations, which are perceived as politicised, slow and
cumbersome. As such, they only impede fast unilateral US actions.

● Developing countries fear competition from China.
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● General fatigue from excessive and relentless ‘globalisation’pressures.
● Non-government organisation (NGOs) irresponsibly raised develop-

ing countries’ expectations to an unrealistic level.

Negotiations within the WTO (and its predecessor the GATT) have
always been complex, fragile and interminable, and a mixture of pressure,
threats, bullying, intimidation, buy-offs, dubious promises, brinkmanship
and strange compromises. The failure of the Cancun meeting showed the
outer limits of liberalisation of the touchy issue of agriculture, at least for
the time being. Even though there are limitations to the coverage and
influence of the WTO, it continues to be a useful international organisation
because of the following two factors. On the one hand, member countries
use the WTO to extract concessions from prospective member countries.
China, for example, was forced to introduce a number of reforms. The next
big catch may be Russia.34 On the other hand, there are certain permitted
WTO enforcement instruments that include a tit-for-tat exchange of
threats. If there is a clash in trade, countries may threaten to introduce
punitive tariffs. The enforcement mechanism is slow, cumbersome and
imperfect, but a potential punitive threat became a useful and effective tool
to settle disputes, particularly by large countries.

Is it sensible to force complex rules of competition, FDI and transparency
in public procurement on poor countries that may not be able to honour
them? Or should there be a two-speed WTO? One, advance group of coun-
tries (consisting perhaps of OECD countries) would spearhead the opening
up of national markets, while countries from the other group would follow
when they feel that they can. But would this be a corrosive step backward
regarding multilateral liberalisation, which is enshrined in the WTO’s basic
principles? Or would this simply be a recognition of the actual situation and
an attempt to deal with it in a structured way in order to avoid the Cancun-
type rift and paralysis? Would the WTO be marginalised if its member coun-
tries seek solutions in a complicated spaghetti-type maze of bilateral or
regional deals burdened by multiple standards and rules of origin?

By starting the Doha Round, governments have declared their willingness
to negotiate a more liberal multilateral trade regime. But this is only a
promise. A declaration. The reality is that the EU already has some 30 free
trade and special customs agreements. The US has free trade deals with
Canada, Chile, Mexico, Israel, Jordan and Singapore, while there is a long
list of candidates and potential candidates for such deals (mainly, but not
exclusively, for political reasons) throughout the world. If, however, the
Doha Round cannot handle new issues satisfactorily, it seems possible that
the regional trade organisations and various bilateral deals may take their
own, potentially uncoordinated, path.
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The US trade deficit is not provoked by foreign malice; its primary reason
may be the rapid growth in the US, combined with sluggish growth else-
where. This de-synchronisation of economic cycles in the world economy
may continue to provoke tensions in trade. A global institution such as the
WTO may not always be able to solve this problem. Regional institutions
may be better able to synchronise economic cycles within their confines. In
any case the US should be persuaded that it would get something more
from the outcome of the Doha Round than a bigger trade deficit.

It is convenient and common to blame foreigners during turbulent eco-
nomic times. An often considered first reaction is to introduce trade restric-
tions. Policy makers may take a wrong-headed approach and regard trade as
a zero- or even a negative-sum game. When many participants look at trade
in this same way, they feel no necessity to back down. This method of hand-
ling economic troubles culminated in the Great Depression during the
1930s, and the vital role of the WTO is to prevent this happening again. Until
the Uruguay Round of trade negotiations the topics for negotiation were
tariffs and quotas on manufactured goods. Now they embrace services, farm
goods, NTBs, environment and health which together with an increased
number of negotiating countries creates new challenges, difficult choices,
but also potentials for favourable economic rewards in the long term.

The politicians should explain the situation to the business sector and the
general public and convince them that trade liberalisation increases access
to markets; that liberalisation supported by sound domestic economic poli-
cies contributes to growth and higher living standards; that trade liberali-
sation is not a favour to others, but rather to the domestic entrepreneurs
and consumers in the long run; as well as that the winners generally greatly
outnumber the losers both in the medium and long terms.

5. Non-tariff barriers
INTRODUCTION

The GATT was quite successful in achieving a continuous reduction in
tariffs on industrial goods during the post-war period. Unfortunately, at the
same time, NTBs have flourished and eroded the beneficial liberalising
effects of tariff cuts. NTBs are all measures other than tariffs that influence
international trade. They affect trade and the geography of production.
Some of them are overt (quotas), while others fall into a grey area such as
the application of technical standards or rules of origin. Although they are
costlier in terms of resource efficiency and they do not create customs
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revenue, they have increased because the GATT/WTO do not permit a uni-
lateral introduction of new tariffs, while at the same time domestic pressure
groups and vested interests may be quite successful in eliciting protection.
NTBs are strongest in the ‘sensitive’ commodity groups and services. In
fact, the use of NTBs may determine which commodity groups are sensi-
tive. The implementation of the Treaty of Rome eliminated tariffs and
quotas on internal trade in the EU in 1968. The elimination of NTBs, was
the task of the Single Market Programme (1985–92).

Whereas tariffs, like transport costs, increase the price of a good, NTBs
act like import quotas, but do not generate revenue for the government.
Currently, NTBs present the most important and dangerous barriers to
trade, fragmenting markets and production more severely than tariffs have
ever done. Tariffs were, on average, reduced under the auspices of the
GATT/WTO to relatively low levels, so that they now play a relatively
minor role in the protection of the economic inefficiency of a country.
None the less, national administrations try to obtain short-term political
gains through protectionism at the expense of long-term economic benefits.
Hence, NTBs are and will be high on the agenda for all future international
moves to liberalise trade.

Consideration of NTBs has always been difficult. One reason for this is
the creativity of their instigators, but another, more important, reason is
the lack of data. Administrations either do not record the use of NTBs, or
do so only partly. It comes as no surprise that the reported impact of NTBs
can lead to considerable underestimations. Our classification of NTBs is
presented in Table 7.6.
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Table 7.6 Non-tariff barriers

Principal group Type

1. Government involvement  Subsidies (production, exports, credit,
in international trade R&D, cheap government services) 

Public procurement (local, regional, central)
State monopoly trading 
Exchange rate restrictions 
Embargoes 
Tied aid

2. Customs and  Customs classification 
administrative entry Customs valuation
procedures Monitoring measures (antidumping and 

countervailing duties) 
Rules of origin 
Consular formalities 
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Table 7.6 (continued)

Principal group Type

Trade licensing 
Deposits 
Compulsory insurance with the local insurers 
Compulsory unloading and storage 
Calendar of import 
Administrative controls 
Inadequate institution to appeal against 
decisions by the customs

3. Standards Technical 
Health 
Safety
Environment (‘green standards’)a

Lack of recognition of international standards 
Inspection, testing and certification
Abusive sampling practices
Packing, volume, weight and labellingb

Registration of patents and brand names 
(and lack of it) 

Pirated goods

4. Others Quotas (tariff-free ceilings) 
Local content and equity rules 
Tax remission rules 
Variable levies 
Bilateral agreements 
Buy-domestic campaigns 
Voluntary export restriction agreements 
Self-limitation agreements 
Orderly marketing agreements 
Multi-Fibre Agreement 
Lack of transparency and ambiguous laws 
Cartel practices 
Precautionary principle 
Permission to advertise

Notes:
a. Recycling at least a part of the product (e.g. paper, plastic, glass, electrical appliances or

computer hardware) may be a ‘green’ requirement. However, recycling paper requires a lot
of chemicals (which are partly released into the environment) and energy. Would a request
to plant more trees be a superior choice?

b. Labelling in itself is not a panacea. It ought to have an easily understandable message.
However, should it be a positive or a negative statement? For example: ‘meat from an
animal that was fed with genetically modified organisms’ or ‘meat from an animal that was
not fed with genetically modified organisms’?



The greatest criticism of NTBs is their lack of transparency. Hence, they
are prone to abuse and need to be monitored closely, which increases firms’
administrative costs. As an economic policy instrument, tariffs are a blunt
weapon against which markets can defend themselves through adjustment
measures. In contrast, NTBs circumvent market forces and, hence, intro-
duce greater distortions, risk and uncertainty. NTBs therefore prevent
efficient spatial and industrial location of resources, investment and spe-
cialisation.

ANTIDUMPING

If a government observes that a good is or is likely to be suddenly imported
into its country in large quantities, it may introduce an antidumping tariff.
Foreign exporters can circumvent this barrier by changing the geography
of production. For example, they may move the final, often screwdriver,
stage of production to the tariff-imposing country. To counter this action,
the home authorities may request that the goods produced domestically
must have a certain local content in order to obtain preferential treatment.
Once the original supplier of the good meets this requirement, the local
authorities may go further, as was the case with the EU control of imports
of Japanese integrated circuits (microchips). Chips that are only assembled
in a country are not considered to originate in that country. The EU non-
preferential rules of origin link the origin of microchips to the place where
the diffusion process takes place. Assembly and testing come after the
diffusion process and they add to the final value of the chip approximately
as much as diffusion.

There are two reasons for this decision by the Commission regarding
rules of origin for integrated circuits. First, the rules demand that a part of
the manufacturing process takes place in the EU, which requires an inflow
of FDI and the creation of high-quality local jobs in the EU. Second, the
intention was to support EU producers of microchips, some of whom carry
out diffusion in the EU while assembly and testing takes place in non-EU
countries where labour costs are lower. In this case, the EU defined the
origin of the good as the place where the ‘most’ (rather than the ‘last’)
substantial production process took place. Origin is determined by where
R&D takes place and by the location of capital equipment used in the pro-
duction of such goods, rather than by the place of transformation of goods.
According to these rules, Ricoh photocopiers, which are made (well, assem-
bled) in California, originate not in the US, but rather in Japan because that
is where essential parts such as drums, rollers, side plates and other working
equipment originate. Having declared the origin of these machines to be
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Japan, the EU has an arsenal of NTBs to curtail imports of these goods
from the US. This has provoked tensions in EU trade with the US.35

The EU has a so-called ‘sunset’ clause that applies to antidumping duties.
Antidumping measures apply for ‘only’ five years unless there is a review in
which dumping and injury are again established (Regulation 2026/97).
There is no sunset provision in US antidumping laws, which can last almost
indefinitely, as exemplified by the fact that they have been applied to
Japanese colour TV sets for 30 years. In addition, the scope of the measures
has been expanded to cover liquid crystal display, as well as projection tele-
vision (Belderbos, 1997, p. 425).

A firm may avoid antidumping actions by changing production geogra-
phy (relocating production). A new plant may be located either in a third
country or in the country that has imposed antidumping duties (tariff
jumping). However, the European Commission and the US Department of
Commerce have the right to include third-country exports within the scope
of an antidumping measure. For example, during the 1989–90 period, nine
Japanese fax plants were established in the EU even though there were no
antidumping investigations. Some of these firms explicitly stated that fear
of antidumping measures was their major reason for investing and location
in the EU (Belderbos, 1997, pp. 434–4). However, once established in the
EU, these firms can sell at any price they want (below the production costs
or below the prevailing prices on the local market). They are not allowed to
discriminate or segment the market and they may not follow predatory
pricing policies. The EU rules on competition may prevent this.36

After virtual elimination of tariffs and quotas through multilateral nego-
tiations, the GATT-sanctioned antidumping trade protection devices are
becoming the principal barriers to trade at the start of the 21st century.37

If a firm sells a product abroad at the price that is below that at which it
sells in its home market, this constitutes dumping. The injured country may
introduce a duty. Both dumping and injury are necessary conditions to
impose an antidumping duty. This idea seems neat, but to apply it in prac-
tice may be difficult and controversial.

● Dumping: What if a country produces and exports a good that is not
sold at home? How should this principle be applied if, say, the Chinese
produce and export each year millions of artificial Christmas trees for
the EU and US markets and do not sell these products at home
because there is no market there? Which arbitrary method should be
used to determine the domestic Chinese price for Christmas trees?

● Injury: To determine injury to the domestic industry may be even more
open to random whims and abuse by the ‘injured’ industry and inves-
tigating government. What measure should be used? An increase in the
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volume of imports? Changes (reduction) in the domestic production?
Market share? An increase in the domestic unemployment? All of
these? In what proportion?

Ambiguity of rules and discretion in determining injury present consid-
erable problems. The most contentious issue relates to cumulation whereby
the investigating authority adds all imports from all countries under inves-
tigation and assesses their combined injury impact on the domestic indus-
try. This cumulation is in use in the EU, as well as in the US, Canada and
Australia. In the EU, in 45 per cent of cases in which defendants agreed to
increase their prices in order to bridge the dumping (injury) order, no
injury would have been found if the European Commission had not aggre-
gated imports from the countries under investigation (Tharakan et al.,
1998, p. 335).38

The number of antidumping duties or antidumping cases (there are hun-
dreds of them, mainly in the developed countries although India and China
also use them) is not something that matters most as an NTB. The biggest
problem and discouragement to trade, investment, innovation, economies
of scale and reduction in prices to consumers may result from the serious
possibility of being harassed by the authority of a country that imports the
good in question. This country may apply ambiguous rules and use them
in an unorthodox way with the intention of sheltering inefficient domestic
producers. The exposure to such risk cannot be quantified. The investigated
suspect (foreign producer) has, at his/her own expense, to provide the
inspectors with all operating details, including a full list of the costs of pro-
duction. The result is that the ‘injured’ country’s industry obtains all impor-
tant details about foreign competitors for free.

The existence of antidumping measures may endanger and reduce all
expected gains from trade that may result from multilateral free trade. This
situation in international trade may prevail for quite some time. The way
out of it may be to create, apply and enforce multilateral rules to determine
dumping and injury. To start with it may be possible to construct a coun-
terfactual situation of a case to try to ascertain and separate effects. In addi-
tion, cumulation may be eliminated, save for the case where there is
collusion among exporters.

PUBLIC PROCUREMENT

Government at all levels (local, regional and central) is an important con-
sumer of goods and services. It can use its procurement policies either to
protect home business (SMEs in particular, as is the case in Germany) and
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employment or to influence the geography of production and support young
industries during the first fragile steps in order to help the creation of a
country’s comparative advantage. Public procurement can also be employed
as an instrument to implement regional policy and aid to the disadvantage
of certain population groups (for instance women and minorities).

An open public procurement market in the EU is seen to be one of the
major potential benefits that EU firms may exploit. The EU-wide competi-
tive tendering directives require the publication of all tender notices above
a certain (rather low)39 financial threshold in the Official Journal of the
European Community. Coupled with compliance with EU technical stan-
dards and a reasonable time for the submission of the offer, together with
transparent award criteria, this increases the fairness of the bidding and
award procedure. The low threshold is intended to avoid understating the
value of the contract in order to evade open tendering. The threshold may
need to be increased. On the one hand, it may not be attractive enough for
the non-national companies, while on the other, it is quite costly for local
authorities to put work out to tender.

The European Commission may exclude foreign firms from the public
procurement market if EU enterprises do not have reciprocal access to
public contracts in the countries from which these firms originate. In spite
of this, there is a chance of inertia (read ‘buy domestic’). A public author-
ity could subdivide a large public contract into a series of small ones and
thus avoid the obligation to advertise and award the business locally.

The annual EU(15) public procurement market for goods and services
was 16 per cent of the combined GDP of member countries or over €1350
in 2000. Yet the value of public procurement contracts advertised in the
Official Journal of the European Community was only 2.4 per cent of total
EU GDP in the same year (WTO, 2002, p. 46). Suppliers from other EU
countries win, on average, 10 per cent of public procurement contracts;
however, in Germany, which is the most restrictive country in this respect,
other EU countries account for only 5 per cent of public contracts. The
countries most receptive to foreign EU suppliers are the smaller ones, such
as Ireland (32 per cent), Finland (28 per cent), Denmark (26 per cent)
Greece (26 per cent) and Portugal (21 per cent).40 These data suggest that
only those countries that lack indigenous industrial capacities of their own
seem prepared to source outside their domestic economies.

TECHNICAL STANDARDS

Goods eligible for tariff and quota-free trade in all integration arrangements
are those that are produced by countries within the group. The exceptions
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are the products that endanger public morality, public security and order, as
well as human, animal or plant life or health. An important NTB can be
found in the guise of technical standards (a set of specifications for the pro-
duction and/or operation of a good). Technical standards are different from
tariffs in that they increase production and operation costs, while tariffs have
an additional revenue-generating effect for the government. The real inten-
tion of these standards as hidden barriers to trade is in many cases to protect
the national producer despite the long-term costs in the form of higher
prices that come from lower economies of scale, poorer technical/energy
efficiency and reduced competition.

One of the best-known examples of an NTB operating within an inte-
grated group arose in Germany in 1979. Germany banned the importation
of a French fruit-based liqueur, Cassis de Dijon, on the grounds that
liqueurs consumed in Germany should have an alcohol content of at least
25 per cent, and that of Cassis de Dijon was 5 per cent less than this norm.
The German administration wanted to protect the domestic consumers as
they may buy this ‘weaker’ drink thinking that it is ‘strong’. In addition,
weak spirits may be better tolerated by consumers. Hence the administra-
tion wanted to reduce consumption in order to protect public health. This
case was considered by the EU Court of Justice, which ruled that the ban
on liqueur imports was not legitimate. The implications of this ruling are
of paramount importance: any goods legally produced and traded in one
member country cannot be banned from importation in partner countries
on the grounds that national standards differ. The ruling opened the way to
competition in all goods manufactured in the EU, with the exception of
those that could jeopardise an important national interest.

Where differences in national standards do exist, consumer protection is
assured by the addition of a warning on the product. However, this ruling
is not in itself sufficient to guarantee a uniform market throughout EU and
a concomitant increase in competitiveness. To achieve a uniform market
requires harmonisation, with all its attendant disadvantages of excess regu-
lation, reduction in choice and the long time required for its implementa-
tion. The Cassis de Dijon case was cited as a precedent when the EU forced
Germany in 1987 to open its market to beers from other EU countries
despite the fact that some beers do not comply with the German beer purity
law (Reinheitsgebot) of 1516, which specifies that beer must be composed
only of water, barley, hops and yeast. This decision has not, as feared,
endangered Germany’s beer production. Many other national laws define,
in particular countries, what, for example, can be sold as pasta, sausage or
lemonade. In any case, since the Cassis de Dijon case in 1979, mutual recog-
nition (and standardisation) has been the cornerstone of the Single
European Market.
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Following a six-year legal battle, the European Court of Justice ruled in
2003 in favour of the Associazione Prosciutto di Parma in the case against
the British ASDA Stores Ltd (owned by the US retail giant Wall Mart). The
judges upheld the Associazione’s request to stop slicing and packing the
hams in-house and selling the result as Parma ham. The ruling does not
affect Parma ham sold at delicatessen counters, which is sliced in front of
the client. The pre-packed and sliced ham sold on supermarket shelves
must be cut in the region of origin, otherwise the reputation and authen-
ticity of the ham may suffer. The Associazione has about 200 producers of
ham in Parma. It controls the whole process of production including slicing
and packaging. This guarantees the quality and genuineness of this
popular and expensive product.41 The ruling also applies to Grana Padano
(Parmesan) cheese, another prime gastronomical product.

Italian cuisine is highly appreciated and is becoming hugely popular
throughout the world. However, this great popularity and market created a
fertile ground in which many cheap imitations may flourish. There are about
600 foods and 4000 wines that enjoy the protection of EU law. In order to
be protected against cheap imitations, they must pass rigorous checks to
maintain quality. These goods may be luxuries, but their annual market is
€40 billion. Consumers also show interest in the protection of originality
and quality of food. A carefully regulated and supervised system would
eliminate a host of food scares from dioxin in chicken to mad cow disease.

The European Commission drafted a plan in 2004 to introduce a ‘Made in
the EU’ label on all products. This is supposed to promote European origin
as a mark of distinction. In addition, the specific origin mark ignores the
existence of global production chains. Brand experts criticised this plan on
the grounds that consumers have few positive associations with the EU. Some
governments asked the Commission to abandon this proposal. Distributors
and consumers rightly want specific information about the origin of goods
they sell, buy and consume. In this regard, they prefer to see, for example, a
‘Made in Germany’ stamp on tools or ‘Made in Italy’ label for clothes or
shoes. Or, if they buy whisky, they think of Scotland, not of the EU.42

Many examples of NTBs arise from the application of standards, and
this has a direct impact on the location of production. Belgium allows mar-
garine to be sold only in oval containers, while square ones are reserved for
butter. The standard width of consumer durables in the EU countries is 60
centimetres, but in Switzerland it is a few centimetres less. A bylaw of the
City of London stipulates that in taxis gentlemen must be able to sit com-
fortably in an upright position with their hats on. While in Britain it is
illegal for lifts to have a stop button, the same button is obligatory in
Belgium. In the Netherlands, beer can be sold only in returnable bottles,
whereas the German standard for a beer container is non-returnable
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bottles. None of these technical specifications has a crucial impact on the
protection of life and health. Their final effect is to reduce competition and
increase prices to the consumers. Trade policy is one detail that easily
escapes the scrutiny of voters whereas small, but well-organised manufac-
turing lobbies may wield a strong influence on government attitudes in
trade and industrial policy.

In order to protect the integrity of the French language against an inva-
sion of foreign words, the French government tried to insist that a French
word should be used on the package of a particular good that is sold in
France: pétales de maïs instead of ‘cornflakes’. However, according to the
1995 EU law, if a good that is legally sold on the Single European Market
has a clear and unambiguous photograph together with a name in an ‘easily
understood language’, it is not necessary to translate the name of the good
into the language of the country in which the good is sold.

In order to deal with various standards, the EU has adopted three
different approaches:

● Mutual recognition: National regulation in other member states is
recognised as equivalent.

● Harmonisation of standards (old approach): Various technical stan-
dards for vehicles, food or chemicals had to be harmonised in detail
and were mandatory. It is not surprising that this was a rather slow
approach, not only because of the thorough technical work involved,
butalsobecauseof therequiredunanimity in theCouncilof Ministers.

● The new approach: The EU sets only the essential characteristics of
the good (minimum important requirements). The industry can have
a greater degree of freedom to satisfy it and to be innovative.

Harmonised standards are essential in some areas, such as safety, health
and the environment, whereas mutual recognition (an agreement to
acknowledge diversity) may be an interim solution for traded goods until
harmonisation is implemented. In any case, a long-term advantage of har-
monisation is that firms will have to comply with only one set of rules
instead of up to 25 different sets. This may increase the gains that can be
achieved from economies of scale. However, this only makes sense when the
market for a good or a service extends to more than one member state. For
example, although consumer preferences for relatively new goods such as
VCRs, fax and photocopying machines, printers, CD-ROMs, computers
and mobile phones are similar throughout the EU, there are widespread
differences in the markets for foodstuffs and beverages, with preferences
often strictly local.43 In such cases, a potential EU standard that does not
embrace these distinctions may do more harm than good. The member
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states of the EU are, however, obliged to notify the European Commission
in advance about all draft regulations and standards. If the Commission or
other member states find that a new standard contains elements of a barrier
to trade, they may implement remedial action as allowed under Articles 30
or 94 of the Treaty of Rome.

RED TAPE

Another imaginative NTB is illustrated by the Poitiers case. In autumn 1982,
the French government wanted to protect the home market from imports of
Japanese VCRs. There was, however, no indigenous production of VCRs.
The domestic manufacturer, Thomson, simply imported Japanese VCRs
and distributed them under its own name. Just before Christmas 1982, the
French government decreed that all Japanese VCRs should undergo a
customs inspection in the town of Poitiers in order to ensure that instruction
manuals in French accompanied them. Poitiers is in the middle of France,
far from all main ports of entry for these goods; its customs post was staffed
by only eight officers and was not well equipped. This decision increased
costs (transport, insurance, interest, delays) and reduced the quantity of
imported and sold VCRs to 3000 units a month. Such a measure might make
some sense in a situation where a government wanted to restrain rising
consumer expenditure that was causing a short-term drain on the balance of
payments. In such instances, however, a more appropriate measure might be
an excise duty or high sales tax. The moral of this tale is that the time to
protect against the importation of goods whose efficient manufacturing
depends on economies of scale and a steep learning curve is before external
suppliers have captured most of the domestic market. The attention that this
case attracted in the media was considerable, leaving the French government
‘no other choice’ than to revoke the measure. After Christmas, of course!
A supplementary tax ‘replaced’ the Poitiers customs clearance procedure in
January 1983.

JAPANESE CARS

Japan feared in 1952 that small Italian cars would make substantial inroads
into its market. Therefore, Japan initiated an import quota deal. According
to this arrangement, the number of Japanese cars that could be imported
from Japan directly into Italy was set to be 2800 passenger cars and 800
all-terrain vehicles per year. When the situation changed and the Japanese
became highly competitive in the production of cars, this NTB rebounded
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on Japan.44 Since 1987 the European Commission has refused to support
Italy’s attempts to invoke Article 13445 to block indirect imports of
Japanese cars through other EU countries. Hence, imports of Japanese cars
have soared.46 Other EU countries had annual ‘caps’ on the imports of
Japanese cars. For example, the ‘cap’ for Japanese cars in the French market
was about 3 per cent, while in Britain it was about 10 per cent of domestic
sales. A tacit limit to the market share achieved by Japanese car producers
in the German market was about 15 per cent. The result is a lose–lose situ-
ation. On the one hand, consumers lose as they have to pay more for both
domestic and imported cars and, on the other, the location of the EU car
industry is postponing its inevitable structural adjustment and potentially
losing its competitive edge relative to the Japanese. The governments of the
EU countries simply bow to the short-term interests of powerful domestic
manufacturing lobbies.

The EU and Japan concluded a ‘car deal’ in 1991. The EU offered the
Japanese an increase in market share from 11 per cent in 1991 to 17 per cent
(including Japanese cars manufactured in the EU) until 2000, when all
quotas disappeared. Unfortunately, the parties placed different interpreta-
tions on the deal. The EU argued that the maximum number of Japanese
cars either imported from Japan or produced in Japanese plants in the EU
is based on forecasts of market growth and, if the market grows less than
forecast, it had the right to renegotiate the deal. The Japanese interpreta-
tion of the deal was that the EU has committed itself not to restrict the sale
of Japanese cars in the EU. In any case the accord shows that the EU is
keen to increase competition and efficiency in the EU car industry. Another
accord between the EU and Japan of 1995 is intended to simplify EU
exports of cars and commercial vehicles to Japan through the mutual
recognition of vehicle standards, as well as allowing Japanese inspectors
(who issue certificates to imported cars) to work in Europe. From 2000, the
EU protection of its car industry relied mostly on tariffs, standards, as well
as market entry and distribution costs.

PRECAUTIONARY AND PREVENTION PRINCIPLES

As already stated, all goods legally produced in the EU may be freely traded
throughout the EU unless they endanger public morality or the life or
health of humans, animals and plants. This freedom may be challenged in
practice by two principles that can sometimes act as NTBs:

● Precautionary principle refers to a proactive regulatory method.
According to this principle, there are specific cases that are linked to

492 The economics of European integration



a certain exposure to danger and risk. They concern products, tech-
nologies or activities. Although a hazard may not yet be scientifically
documented beyond reasonable doubt, it can plausibly be antici-
pated according to the accumulated experience. Even though there
is a lack of definitive scientific knowledge, one must react now (pro-
hibit or regulate heavily), before the arrival of a potential hazard.
Although it may have certain justification following grave hazards
and dangers such as BSE, this principle may be badly manipulated
and abused by rent-seeking vested interests. This principle has been
on the books since 1958 when the US Congress enacted an amend-
ment to the Food, Drug and Cosmetic Act. Any new additive to food
is presumed unsafe until its safety had been demonstrated through
scientific procedures. ‘The US statute places the burden of proof on
the manufacturer and requires that foods containing new additives be
presumed unsafe until proven safe. But in the case of GM foods, the
US turned the law on its head and insists they must be presumed safe
until proven not to be.’47 From the 1980s, Germany was very active
in introducing environment-related legislation based on this princi-
ple. The French court invoked the principle in 1998 when it sus-
pended the sale of three genetically modified corn varieties. The EU
may apply this principle in practice, but action should be propor-
tional48 to the potential risk and non-discriminatory, as well as
subject to review and change in the light of new scientific findings.
The EU lifted this six-year long ban in 2004 because of the pressure
from the US through the WTO.

● Preventive (reactive) principle applies in the situation when the mis-
chief has already occurred and when there is a need to prevent or
curtail the repetition of the known type of harm and damage.

France invoked the precautionary principle in 1999 to maintain its uni-
lateral ban on the imports of beef from Britain. This was a direct chal-
lenge both to the principle of the free movement of goods and to the
authority of the European Commission, which after several years had
lifted its ban on exports of British beef, which had been imposed because
of BSE.

The precautionary principle touches on several sensitive and emotional
issues (health, food safety, environment) and can provoke fierce protests
from consumer groups. Although the precautionary principle is not (yet)
enshrined in EU law, its political significance is that it may be applied at any
point. If the application of the principle were to proliferate to any great
extent, this would signify the end of the Single European Market for the
goods involved.49 The goal of the newly established European Food Safety
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Authority (2002) is to provide scientific input into the EU decision-making
procedure.

RULES OF ORIGIN

Liberalisation of trade and FDI with third countries potentially increases
both trade with those countries and the share of foreign inputs in domes-
tically produced ‘hybrid’ goods.50 Rules of origin in general, and the
minimum local content requirement in particular, are used as NTBs to
prevent goods with a high external content from receiving preferential
treatment in the internal trade of the EU. However, it is increasingly
difficult to determine the ‘nationality’ of some goods, for example, cars.
Countries throughout the world are free to use rules of origin as policy
measures, as they are not yet regulated by the WTO. As a result, practice
varies considerably, causing difficulty for both producers and traders.

The present EU rules of origin are based on the Community Customs
Code (CCC) established in Regulation 2913/92 and its implementing pro-
visions established in Regulation 2454/93. Article 23 of the CCC relates to
goods produced in a single country. According to Article 24, goods whose
production involved more than one country are deemed to originate in the
country where they underwent their last substantial processing or working,
provided that this processing or working was economically justified, took
place in an undertaking equipped for that purpose, and that its working or
processing results in a new product or represents an important stage of
manufacture. The WTO intends to draft new standards for the determina-
tion of origin that will be universally applicable. Until it does so, the EU
will continue to determine the origin of the goods according to the above
legal provisions and in accordance with the Kyoto Convention (except for
the provisions on which a reservation has been expressed by the EU).

Yet another complication in the calculation of added value and the
shares of different countries in the final origin of a good is presented by
fluctuations in the rates of exchange. For example, what rate of exchange
should be used to calculate added value: the rate prevailing on the date of
importation of inputs or the rate on the date when the final good is
exported into the EU? A case in point arose in the export of ballpoint pens
(made from American components) from Switzerland to France in 1983.
The EU Court of Justice decided in favour of the date of importation.

Controversies about origin were for a long time confined to trade in
goods, but are now relevant to trade in services too. What determines the
‘nationality’ of traded services? Many are based on wide international
networks. None the less, certain criteria are emerging, including place of
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incorporation, location of headquarters, nationality of ownership and
control, and the principal place of operation and intellectual input.

Rules of origin are responsible for many controversies, heated debates
and tensions in international trade. In a supposedly ‘globalised’ inter-
national economy where TNCs are increasingly involved in foreign pro-
duction, rules of origin make less and less sense. They are associated with
distortions in investment decisions and reduction in international produc-
tion and trade, and generally do more harm than good.

TRADE-RELATED INVESTMENT MEASURES

A trade-related investment measure (TRIM) is a new name for the ‘old’ per-
formance requirement. The UNCTC (1991a) provided a survey of TRIMs.
It was found that local content requirements are more common than regu-
lations regarding exports or employment. Although TRIMs exist in both
developed and developing countries, they are more common in the devel-
oped world. They are usually concentrated in specific industries, such as
car-making, chemicals and computers. This study of 682 investment pro-
jects found that in 83 per cent of cases, TRIM requirements (such as local
sourcing, exporting) would have been undertaken anyway, that is, not only
were TRIMs intruding in the mix of inputs in the production process, but
they were also redundant.

IMPACT OF NON-TARIFF BARRIERS ON THE EU

NTBs contribute to an increase in costs that accrue from the non-competitive
segmentation of the market. They encourage import substitution and dis-
courage rationalisation of investments. The anticipated benefits that would
come from their elimination include increased competition, with its parallel
effects of improved efficiency, increased gains coming from economies of
scale and a consequent reduction in unit costs of production for an enlarged
market, as well as increased specialisation. The outcome of this process
would be an increase in average living standards.

A study by Emerson et al. (1988) illustrated the possible benefits that
could accrue, under certain conditions, from the completion of the Single
Market Programme (1985–92). The total EU(12) GDP in 1985 (the base
year for most estimates) was €3300 billion. The private and public sector
firms in Emerson et al.’s study estimated the direct cost of frontier formal-
ities to be 1.8 per cent of the value of goods traded in the EU, or about €9
billion, and the cost of identifiable barriers, such as technical regulations,
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to be 2 per cent of total costs, or about €40 billion. Liberalisation of public
procurement would bring gains of €20 billion, while liberalisation of the
supply of financial services would save a further €20 billion. Gains due to
economies of scale would reduce costs by between 1 and 7 per cent, yield-
ing an aggregate cost saving of €60 billion. A downward convergence of
presently disparate price levels could bring gains of about €40 billion under
the assumption of a much more competitive and integrated EU market.
The estimate of gains offered by the surveyed companies ranged from €70
billion (2.5 per cent of EU GDP), to €190 billion (6.5 per cent of EU GDP).
The one-time gains for the 1988 EU GDP would give a range of €175–255
billion. At the time, these figures seemed likely to be underestimates as they
excluded important dynamic effects on economic performance such as
technological innovation and the introduction of new goods and services,
which is difficult to model and predict. There was no widespread opposi-
tion to the completion of the Single European Market, because opponents
to the plan could not offer an alternative strategy that would make up for
the losses forgone from preserving the status quo.

The analysis of Emerson et al. was based, in part, on shaky assumptions.
Hence, there were those who disagreed with their conclusions because of
their underestimation of the effects of the Single Market Programme.
Baldwin (1989) believed that one-off gains would be translated into a sub-
stantial ‘medium-term growth bonus’. Others disputed Emerson et al.’s con-
clusions because they thought that the expected results were overestimates
by a factor of two or three (Peck, 1989, p. 289). A communication from the
European Commission provided an ex post assessment of the impact of the
Single Market Programme (European Commission, 1997c, pp. 5–6). Its
findings included:

● solid evidence of the positive effects of the Single Market Programme;
● growing competition between firms in both manufacturing and

services;
● an accelerated pace of industrial restructuring;
● a wider range of products and services available to public sector,

industrial and domestic consumers at lower prices, particularly in
newly liberalised services such as transport, financial services,
telecommunications and broadcasting;

● faster and cheaper cross-frontier deliveries resulting from the absence
of cross-border controls on goods;

● greater inter-state mobility of workers, as well as students and retired
people;

● between 300 000 and 900 000 more new jobs created than would have
been the case without the programme;
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● an extra increase in EU income of 1.1–1.5 per cent over the 1987–93
period;

● inflation rates 1.0–1.5 per cent lower than would have been the case
otherwise; and

● an increase in economic convergence and cohesion between different
EU regions.

The above quantitative findings are (for whatever reasons) more in accord
with the expectations by Peck (1989) than in line with any other ex ante
estimation.

Several arguments may be put forward to explain these relatively ‘small’
results, including the following two:

● Although the Single Market Programme was ‘formally’ implemented
and the Single European Market introduced from 1993, the process
of ‘digestion’ of all changes and opportunities still needs additional
time. In spite of the large wave of (defensive) mergers and acquisi-
tions around 1990, the exploitation of new opportunities for output
and business in an enlarged market (free of NTBs) needs more time,
perhaps a decade or two. This is relevant both for the manufacturing
sector and, even more important, for services.

● The reunification of Germany and related adjustment difficulties
have affected the economic performance of the EU.

Evidence regarding the effects of integration, in particular the Single
Market Programme, is sometimes conflicting. For example, Neven (1990)
concluded that the programme was relatively unimportant to the northern
EU member countries since they have already exploited most of the poten-
tial for large-scale production. Alternatively, Smith and Venables (1988)
and Emerson believed that the potentials for economies of scale were
significant throughout the EU. This divergence shows that there is not a
complete understanding of the determinants of trade and production pat-
terns in the EU, which suggests that the analyses of integration will remain
speculative, at least in part.

6. The European Union in world trade
OVERVIEW

As the EU is the principal international trading bloc, it has a profound effect
on the world economy. In 2002 (Table 7.7), EU(15) merchandise exports
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represented 15 per cent of world exports,51 while the same share for the US and
Japan was 11 and 7 per cent, respectively. On the import side, the EU(15) was
the destination of 14 per cent of world imports, while the same share for the
US and Japan was 18 and 5 per cent, respectively. The above data show that
the EU is strongly linked to and interdependent with the world trading system.

The EU is also the most important actor in world trade in services.
In 1990, the share of the EU in world trade in commercial services was
27 per cent, compared to the US share of ‘only’ 16 per cent and Japan of
10 per cent. In 2002,52 world exports of services was $1538 billion, while
world imports of services was $1522 billion. The share of the EU in the
world exports of services during that year was 44 per cent, while its share
in world imports was 43 per cent. The corresponding share for US exports
was 17 per cent and for imports 14 per cent, while for Japan, the shares were
4 per cent (exports) and 7 per cent (imports).

Figures 7.4–6, respectively, show the developments in the EU current
account, total external trade in goods and in services, as well as balances
over the 1992–2001 period. While the EU current account and the EU trade
in goods had a largely similar trend regarding balances, the EU has always
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Table 7.7 Value of world trade in goods by region in 2002 ($bn)

Region Exports Imports

Western Europe 2 648 2 644
European Union(15) 2 441 2 438
Excluding intra-EU trade 938 931
Intra-EU trade 1 502 1 507

Transition economies 309 297
Eastern Europe 145 176
Russian Federation 107 60

North America 946 1 431
United States 694 1 202

Latin America 351 355
Asia 1 610 1 457

Japan 416 336
Developing Asia 1 114 1 033

China 326 295
Africa 139 133
Middle East 236 183

World total 6 240 6 501

Source: WTO, Press/337, 22 April 2003.
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Figure 7.4 Extra-EU current account, 1992–2001 (€bn)
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Figure 7.5 Total EU external trade in goods, 1992–2001 (€bn)



had a persisting surplus in trade in services. The principal EU export ser-
vices that contributed to this surplus include financial, air transport, con-
struction, insurance and computer, and information services. This clearly
reveals the competitive strength and points to services industries that the
EU may wish to foster further in the future. On the import side of trade in
services, the EU has deficits in royalties, licence fees and travel. Figure 7.7
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Figure 7.6 EU external trade in services, 1992–2001 (€bn)
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Figure 7.7 Degree of openness of the EU, the US and Japan, 1992–2001



presents the degree of openness (the share of exports plus imports in the
GDP) in the EU, the US and Japan. This indicator shows that the EU has
become more ‘open’ to external trade than the US since the end of the
1990s, and that it has been more open to trade than Japan throughout the
period of observation, 1992–2001.

It is often forgotten, however, that the mere balance of trade does not
show a country’s gain (or loss) from trade. What matters for the gains
from trade to materialise is the volume, rather than the balance of trade.
The larger the volume of trade, the larger the international impact on
competition and allocation of resources. Bearing this in mind, the EU
fares well.

IMPORTS

The principal partner in EU imports has been the US. In 2000 (Table 7.8),
the US share in EU imports was 19 per cent. The EFTA countries, with a
10 per cent share in EU imports, were the principal group exporter to the
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Table 7.8 Merchandise imports (extra-EU trade) by region and country,
1995 and 1998–00 (€bn and %)

Description 1995 1998 1999 2000

Total extra-imports 545.1 710.5 779.8 1 026.8

(Per cent)
America 27.3 28.4 27.7 26.3

United States 19.0 21.1 20.6 19.2
Canada 2.1 1.8 1.7 1.8
Other America 6.2 5.5 5.3 5.3

Brazil 2.0 1.9 1.7 1.7
Europe 28.0 26.2 27.3 27.5

EFTA 12.8 10.7 10.8 10.4
Switzerland 8.0 6.9 6.9 5.8
Norway 4.7 3.6 3.8 4.4

Eastern Europe 11.9 12.1 13.2 14.2
Russian Federation 3.9 2.7 3.3 4.4
Poland 2.2 2.3 2.3 2.3
Czech Republic 1.7 2.1 2.2 2.1
Hungary 1.4 2.1 2.3 2.1

Other Europe 3.2 3.4 3.3 2.9
Turkey 1.7 1.9 1.9 1.7



EU. Switzerland alone contributed 6 per cent to EU imports, while Central
and Eastern Europe (without Russia) contributed 10 per cent. One also
needs to note the relative shares of EU imports held by Asian countries.
Japan contributed 8 per cent, and China 7 per cent. The relative share of
sub-Saharan African countries was on the decline during the period of
observation.

As far as the commodity structure of EU imports is concerned (Table 7.9),
the principal single import item is machinery and transport equipment
(38 per cent) followed by mineral fuels and lubricants (14 per cent of
imports). There was a shift in the product composition of EU imports over
time. Manufactured goods in EU imports regularly displaced food, raw
materials and primary products. The principal reasons for these changes
could be traced to the energy- and resource-saving technologies, changes in

502 The economics of European integration

Table 7.8 (continued)

Description 1995 1998 1999 2000

Asia 33.5 34.1 35.2 35.2
Middle East 4.5 3.4 4.1 5.0

Saudi Arabia 1.6 0.9 1.1 1.6
Israel 0.9 1.0 1.0 1.0

East Asia 26.8 28.6 29.1 28.3
Japan 10.0 9.2 9.2 8.3
China 4.8 5.9 6.4 6.8
Chinese Taipei 2.4 2.7 2.8 2.8
Korea, Rep. of 2.0 2.2 2.4 2.4
Malaysia 1.7 1.7 1.7 1.7
Singapore 1.6 1.7 1.6 1.6
Thailand 1.2 1.3 1.3 1.2
Hong Kong, China 1.3 1.3 1.4 1.1
Indonesia 1.1 1.3 1.1 1.1

South Asia 2.2 2.1 2.0 1.9
India 1.4 1.4 1.3 1.2

Oceania 1.4 1.5 1.3 1.2
Africa 8.6 7.2 7.3 8.2

Sub-Saharan Africa 3.4 2.6 2.4 2.4
Other Africa 5.2 4.6 4.9 5.8

Algeria 0.9 0.7 1.0 1.6
South Africa 1.4 1.3 1.4 1.4
Libyan Arab Jamahiriya 1.1 0.8 0.9 1.3

Other areas n.c.s 1.3 2.7 1.3 1.6

Source: WTO (2002).
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relative prices and the high degree of self-sufficiency in temperate-climate
farm goods (mainly as a consequence of the CAP).

EXPORTS

The geographical structure of merchandise exports is similar to the same
composition of imports. The principal EU export market in 2000 was the
US (Table 7.10), which accounted for a quarter of all EU exports; EFTA
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Table 7.10 Merchandise exports (extra-EU trade) by region and country,
1995 and 1998–00 (€bn and %)

Description 1995 1998 1999 2000

Total exports 572.8 733.3 759.9 937.5

(Per cent)
America 26.9 31.0 33.1 33.5

United States 18.0 21.7 24.1 24.7
Canada 1.8 2.0 2.2 2.2
Other America 7.1 7.4 6.8 6.7

Brazil 2.0 2.1 1.9 1.8
Mexico 0.8 1.3 1.4 1.5

Europe 28.9 31.8 30.9 30.5
EFTA 12.1 11.3 11.6 10.5

Switzerland 9.0 7.8 8.3 7.6
Norway 3.0 3.3 3.1 2.7

Eastern Europe 12.0 15.1 14.2 14.4
Poland 2.7 3.8 3.8 3.6
Czech Republic 2.0 2.3 2.4 2.6
Hungary 1.5 2.3 2.4 2.5
Russian Federation 2.8 2.8 1.9 2.1

Other Europe 4.7 5.4 5.2 5.6
Turkey 2.3 2.9 2.7 3.2

Asia 31.0 24.4 25.1 25.8
Middle East 7.2 6.8 6.7 6.6

Israel 1.7 1.5 1.7 1.7
Saudi Arabia 1.5 1.6 1.3 1.3
United Arab Emirates 1.1 1.2 1.3 1.3

East Asia 21.6 15.9 16.6 17.4
Japan 5.7 4.2 4.7 4.8
China 2.6 2.3 2.5 2.7
Hong Kong, China 2.8 2.3 2.1 2.2
Korea, Rep. of 2.2 1.2 1.5 1.7



and Central and East European countries together absorbed 30 per cent;
Switzerland alone was the destination of 8 per cent; Japan received 5 per
cent; and China was the destination for 3 per cent. It is interesting to note
a continuous decline in the share of sub-Saharan Africa as a destination for
EU exports during the period of observation.

Machinery and transport equipment were the principal EU export items
(47 per cent of total exports) (Table 7.11). As this was also the major import
item, this reveals a relevance of intra-industry trade. Chemicals also fea-
tured high in EU exports (14 per cent).

INTRA-EU TRADE

The most important effect on trade that results from economic integration
is an expansion in the size of the market and an increase in the security of
access to a group of otherwise separate national markets. Internal trade of
a group of integrated countries is often taken to be one of the first indica-
tors of the extent of their integration. The EU (and NAFTA) were the
exceptions among the market-based integration groups regarding the
volume of internal trade. Intra-EU exports (see Table 7.7) was 62 per cent
of total trade in 2002 (the corresponding share for imports was 62 per cent),
up from 36 per cent in 1958.

The establishment of a full customs union in the EU in July 1968
eliminated tariff and quantitative restrictions on internal trade. That was
a year and a half before the target date set in the Treaty of Rome.
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Table 7.10 (continued)

Description 1995 1998 1999 2000

Chinese Taipei 1.8 1.7 1.7 1.7
Singapore 1.9 1.5 1.6 1.6

South Asia 2.2 1.7 1.8 1.9
India 1.6 1.3 1.4 1.4

Oceania 2.4 2.1 2.3 2.1
Australia 1.8 1.7 1.8 1.7

Africa 9.0 7.9 7.4 7.0
Sub-Saharan Africa 3.6 2.7 2.5 2.4
Other Africa 5.4 5.2 5.0 4.6

South Africa 1.5 1.4 1.3 1.2
Other areas n.c.s 1.9 2.7 1.2 1.1

Source: WTO (2002).
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Compared with the pre-1957 period, tariffs presented an important part
of the final price of traded goods. As there were few NTBs, there was a
strong and positive impact on an increase in internal trade and economies
of scale. The goods that were affected most from this internal trade liber-
alisation were passenger cars, chemicals (including pharmaceuticals),
tyres, office machines and home electrical equipment. However, the expan-
sion of internal trade in the EU as an integration-prone development
needs to be clarified further. The increase in the relative share of internal
trade is due partly to the enlargement of the EU, and partly to commer-
cial and other EU policies.

THE UNITED STATES

Introduction

As there are no preferential trade agreements between the US and the EU,
the US is placed next to the bottom of privileges in trade that the EU offers
to its external partners. The US treats the EU in trade relations no
differently. The framework for trade between the two principal partners was
essentially set by the GATT/WTO. In spite of these ‘low-level’ concessions
in trade, as a single country, the US has continuously been the major single
foreign supplier of the EU. In 2000, 19 per cent (€197 billion) of EU exter-
nal imports came from the US. On the exports side, the US has always been
the major exports outlet for the EU. In 2000, 25 per cent (€232 billion) of
EU exports to third countries went to the US. Figure 7.8 shows a relatively
large and increasing volume in merchandise trade between the EU and the
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Source: Eurostat (2003).

Figure 7.8 EU trade in goods with the US, 1992–2001 (€bn)
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US during the 1992–2001 period. As far as the balance in this trade is con-
cerned, the EU has had an increasing surplus from the mid-1990s.

Problems

Agriculture is the economic sector that has constantly created tensions in
trade relations between the EU and the US since the early 1960s. This situ-
ation is likely to continue for quite some time in the future. A Byzantine EU
banana import regime provoked another problem in EU–US trade rela-
tions (see below).

The introduction of the CAP (not forbidden under international law)
had two consequences that led to conflicts in trade relations between the
two partners. First, it introduced domestic subsidies in the EU that
artificially increased domestic production of farm goods and, hence,
reduced imports. Second, excess domestic production of farm goods
created surpluses that were exported abroad with hefty export subsidies.
The access of US exporters of farm goods to third markets (Mediterranean
countries) has been put in danger by the EU farm policy. The entry of
Greece, Spain and Portugal to the EU further reduced farm export outlets
to the US. During 1979–80, the US provided 47 per cent of total farm
imports to Portugal, 28 per cent to Spain and 13 per cent to Greece
(Yannopoulos, 1988, p. 118). These strong tensions in the past were on the
brink of becoming ‘trade wars’. The Doha Round has agriculture on its
agenda. It remains to be seen what will be the outcome of difficult and
uncertain negotiations.

The question of food safety and genetically modified organisms has
raised a number of issues. The US (together with Canada and Argentina)
is in favour of liberal trade in hormone-treated animals and genetically
modified organisms. Following food-safety panics and concerns, the EU
is exercising caution and has expressed hostility to this liberal approach
in such a controversial matter. Even consumers in much of the develop-
ing world are leery.53 The EU has tight rules on this type of trade, in
particular since 1998 when the approval of genetically modified food
became very difficult. The strict EU labelling and traceability rules of
2003 require that genetically modified organisms must be kept separate
from the ‘non-engineered’ crops. The US objection is that this EU policy
is costly to implement.

The Americans find it hard to understand and accept the attitude in the
EU regarding genetically modified food because it is ‘unfriendly with
scientific progress’ which ‘could relieve hunger, raise farm productivity and
improve the environment’.54 However, they have soon forgotten, or delib-
erately ignored, the fact that the Bush administration seriously curbed
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federal funding for stem-cell research in 2001 as the official concession to
pressure by the domestic conservative religious groups.55

The desire of American biotechnology firms to introduce the ‘termina-
tor gene’ in their genetically modified grains is highly controversial. Such
genes would make output sterile from a reproductive standpoint. Farmers
would be forced to buy new seed from the biotechnology firms every year.
US farmers would not notice much difference compared to the current situ-
ation in which they buy new hybrid seed each year. However, farmers in the
developing countries who run their farms marginally above the subsistence
level view this as another big step towards economic domination by and
dependence on foreigners.

Following scares and anxieties provoked by BSE and other diseases,
the EU and its consumers are very cautious about allowing these types of
‘engineered’ goods on its market, to the dismay and annoyance of the US.
The Americans propose that consumers should have the freedom to choose
between the products. Many Europeans fear that once in, these genetically
modified products can easily poison the entire food chain. This EU policy,
which was at odds with the WTO rules during 1998–2004, forbade, for
example, the US exports of maize to Spain and Portugal, worth about €200
million a year.56 Even though the EU ban was lifted in 2004, this will not open
the floodgates to genetically modified food (‘Frankenfood’) in Europe for
reasons that include consumer preferences and labelling of these products.

In 2003, the EU amended its legislation regarding the hormone-treated
beef import ban in order to satisfy the US, Canada and the WTO. The ban
remained in force, as it was fully backed by scientific evidence undertaken
by the EU Committee on Veterinary Health. Studies have proven the risks
and dangers of hormones that are widely used in North American beef pro-
duction. One of the six hormones banned by the EU was found to be a
cancer-inducing substance, while the other five also posed a health risk.
Therefore, the sanctions were no longer necessary.57 As the US was not con-
vinced by the EU move in October 2003, the EU will seek a new WTO
ruling on this case. This would just add to a long and growing list of
transatlantic trade disputes that are awaiting a decision and resolution.58 In
any case, the US was not immune to food security frenzy. BSE was detected
in America at the end of 2003, which dealt a hard blow to the American
beef consumption and exports.

Banking is another bone of contention between the two partners.
A single banking licence permits a bank that is legally instituted in one EU
country to operate freely in any other. In order to allow foreign banks to
benefit from this advantage, the EU requires for reciprocal treatment (in
particular in the establishment of subsidiaries) in the country of origin of
the bank in question. There are, however, certain financial activities in the
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US that are not granted to US banks. The US would not permit foreign
(EU) banks to engage in financial operations in the US market that are not
allowed to domestic banks. One needs to distinguish between strict reci-
procity in which all practices are the same in either country and reciprocity
of national treatment. Under strict reciprocity, the home authorities would
have to administer different regulations to each class of foreign firms deter-
mined by the origin of (the majority) of its owners. A reasonable applica-
tion of this system is hardly possible. If national treatment is applied, then
foreign banks are allowed to engage in the same businesses that are per-
mitted to the local banks.

So much for the ‘sins’ of the EU. In its smug self-perception, the US still
sees and portrays itself as the most open major trading nation in the world.
This may not easily and directly correspond to reality. The first and the
major concern of the EU in its economic relations with the US, is unilater-
alism59 in American external economic relations. Unilateralism has always
been epitomised by the lack of confidence and discontent of the US with
WTO rules and dispute settlement procedures. The multilateral trading
system may be placed in great jeopardy by the continued resort to unilateral
retaliation measures because of the vicious circle of retaliation and counter-
retaliation. No other important EU trading partner has similar unilateral
legislation. Such measures increase uncertainty, potentially reduce eco-
nomic interaction with the US and seriously question the WTO dispute set-
tlement system as a freely negotiated and agreed multilateral framework.

The US intends to secure and improve access for its goods, services and
investment in foreign markets through sector-specific60 negotiations with
foreign countries. These arrangements, according to some in the US, need
to cover structural barriers that are still outside the scope of the WTO and
they should be supported by a credible threat of retaliation. A widely dis-
puted ‘enforcement’ tool is Section 301 of the US trade law (1974) and its
modification, Super 301 (1988),61 which epitomise the weakening of the US
commitment to multilateralism in international trade relations.62 The con-
troversy about these legal means of promoting ‘aggressive unilateralism’ in
international trade relations has provoked a heated debate both in the US
and abroad.

This policy is unilateral because the US is allowed to define its own reg-
ister of unfair trade practices employed by foreigners. These include a
number that are not specifically outlawed by the WTO. Hence, the US may
determine independently whether a foreign partner is ‘guilty of unfair trade
practice’ and request direct negotiation with US representatives, instead of
arbitration by a multilateral organisation. The policy is also aggressive as
the US may threaten to impose retaliation measures in order to pursue its
objectives (Tyson, 1992, pp. 255–8).63 The US would disregard international
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trade rules and act as an investigator, prosecutor, jury, judge and execu-
tioner, all at the same time.

Instead of listing foreign countries and their unfair trade practices, the
renewed Super 301 has a ‘milder and less insulting form’. The renewed
Super 301 requires the US trade representative to list only the practices that
present barriers to trade. The implementation of the Uruguay Round
dispute settlement mechanism would limit the use of Super 301 legislation.
The Clinton administration extended the 301 until the end of 2001, but the
Bush administration decided not to renew it once it expired in 2001.

The American trade policy is a model of hypocrisy. Whenever a domes-
tic lobby is unhappy about imports of foreign goods, the US casts aside all
national free trade principles and flexes its negotiating muscles in order to
try to control trade. The US needs to be reminded that bilateral deficits pri-
marily indicate differences in savings rates, private and public expenditure,
productivity and the comparative advantages of countries.

Another problem is the extraterritorial enforcement of US legislation.
The case in question is the Cuban Liberty and Democracy Solidarity Act
or Helms-Burton Act (1996). This was one of the latest legal initiatives
since 1962 when the US introduced a trade embargo on Cuba. If a foreign
company invests in the confiscated US (including Cuban–American) prop-
erty in Cuba, US citizens may file lawsuits for damages. In similar vein, the
Iran and Libya Sanctions Act (1996) provides for sanctions against foreign
companies that invest more than $20 million in the development of petro-
leum or gas resources in Iran and Libya. Because of Libya’s ‘cooperation’
in the area of disarmament, this ban was lifted in 2004. Linked to unilat-
eralism, this issue puts at risk the sovereignty of partner countries. In addi-
tion, it may lead to enormous legal complications. If the declared objective
is to create a (free) negotiated multilateral trading system, then one country
should not force and impose its standards on others, no matter how noble
they are.

Next is the national security consideration. The US continues to bolster
its trade and FDI barriers using national security arguments. In certain cir-
cumstances, the argument for national security may be valid, in particular
following the attack on 11 September 2001. Every country has the right
to defend itself against terrorism and foreign attack. The Exon-Florio
Amendment to the Defense Production Act (1988) authorised the US
president to investigate the impact on national security of any merger,
acquisition or takeover that may result in foreign control of certain US
industry. What bothers the EU is the vague and scarcely defined notion of
‘national security’. Such an ambiguous term and a lack of transparency
provide a fertile soil for the multiplication of various ‘protectionist
mushrooms’. There is controversy regarding protectionism in the US.
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Supporters of protectionism argue: how protectionist can a country be that
had a merchandise trade deficit of $452 billion in 2000; $427 billion in 2001;
$484 billion in 2002 and $491 billion in 2003, while its current account
deficit was $410 billion in 2000; $393 billion in 2001; and $503 billion in
2002? Any response to this question must take into account that these
events regarding the American deficit in trade are principally the result of
purely domestic American developments (not the ‘wickedness’ of foreign-
ers). These domestic reasons include: relatively high growth in the US,
expanded public expenditure together with a fall in tax receipts due to tax
cuts, disequilibria between savings and expenditure, as well as sluggish
growth in other countries.

Public procurement is another general problem. The Buy America Act
(1933) and strong lobbying by the US industry introduced practice that dis-
criminates or even excludes foreign firms from that lucrative market at both
federal and state levels. Basically the procured goods should have at least
50 per cent of US local content. Executive Order 10582 (1954) allowed
procuring agencies to reject foreign bids either on national interest or
national security grounds. However, the Agreement on Government
Procurement (Annex 4b of the Uruguay Round Final Act, 1994)64 provided
waivers from many Buy America provisions, but actual implementation
may produce legal uncertainties. The EU is particularly interested in con-
tracts linked to federal aid administered by the US Department of
Transport. These include mass transport and airport improvement, pre-
cisely where the EU industry is competitive. It is expected that this annual
market would grow to $35 billion in 2005 (European Commission, 2002b,
p. 31). As far as major defence equipment is concerned, there is a require-
ment that it is to be produced on US soil (like the British Harrier jets) in
addition to national preference.

Another issue is high tariffs for certain imported goods. Although the
Uruguay Round reduced the overall tariff burden for exports into the US,
certain tariffs still remain high. Tariff peaks are the highest for textiles and
clothing (32 per cent), footwear (48 per cent), jewellery (13 per cent), ceram-
ics and glassware (38 per cent) and trucks between 5 and 20 tons (25 per
cent). High tariffs (25 per cent) are also applied in America on imports of
two-door multipurpose vehicles. Although the US Court of International
Trade ruled in May 1993 that these vehicles are passenger cars to which a
tariff of 2.5 per cent is to be applied, the US government has appealed
against that ruling.

Tax legislation may have negative effects on trade and FDI. This legisla-
tion includes different reporting requirements (subsidiaries of foreign
TNCs have to report in a different way from the domestic American com-
panies). Certain states in the US assess corporate taxes on the basis of an
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arbitrary unitary method. The proportion of income to be taxed is calcu-
lated in such a way that it may give rise to double taxation. There is also a
luxury and ‘gas-guzzler’ tax on cars imported from the EU.

According to the WTO Panel findings in 2001, the US Foreign Sales
Corporation (FSC) is an illegal export subsidy scheme, which has to be
changed or abolished. It provides tax relief for income earned abroad by a
subsidiary of an American TNC. This benefits big exporters such as Boeing
and Microsoft. The US claimed that the FSC tax exemption was to avoid
double taxation. This was not upheld as FSCs are typically established in tax
havens such as Barbados, Guam and the Virgin Islands where no income tax
is paid at all.65 The WTO entitled the EU to introduce annual trade sanc-
tions against imports from the US worth $4 billion. This is the biggest ever
retaliation authorisation by the WTO. In 2003, the WTO approved a list of
1800 US products targeted by the EU for retaliation. The EU hit list selected
American products that would be hardest hit in electorally sensitive areas.
Tariffs would be imposed on products from textiles (hurting North
Carolina) to Tropicana juice (wounding Florida). The EU would wait to
apply these approved sanctions by March 2004. This pressure made the US
Senate Finance Committee pass legislation in 2003 that would abolish the
FSC and replace it with a 3 per cent tax cut for producers located in the US.66

This bill was unacceptable to the EU as it has a three-year transition period
to enable the gradual withdrawal of existing tax breaks.

For the first time in the history of transatlantic trade relations the EU
imposed trade sanctions on US goods on 1 March 2004. The EU chose to
be rather careful with the application of sanctions (in the form of tariffs)
not to antagonise the US. Sanctions were not applied on politically sensi-
tive products such as citrus fruit or textiles. Instead, they were applied on
fairly ‘inoffensive’ goods such as jewellery, honey, paper, nuclear reactors,
roller skates, toys and refrigerators. The EU sanctions could affect US
exports worth €290 million in 2004. However, the tariffs were designed to
rise gradually by 1 per cent each month (to increase economic pain for US
exporters) until they affect US exports worth €533 million a year (which is
far below the WTO approved volume of imports eligible for sanctions).67

The WTO panel found in 1997 that the EU was in breach of rules
because of its banana imports regime. The EU subsequently altered this
regime. However, the US threatened to retaliate in 1999 with 100 per cent
tariffs even before the WTO delivered its finding about the new regime.68

This threatened $520 million worth of annual trade with the EU on account
of its banana and hormone-treated beef imports regimes. However, the
WTO authorised US annual punitive tariffs on EU goods worth $117
million. The US tariff retaliations were on British, Italian, French and
German exports, but not on Danish and Dutch ones as these two countries

Trade policy 515



did not support the EU banana import regime. The retaliation affected
goods such as feta cheese, biscuits, candles, handbags, speciality pork,
coffeemakers and cashmere sweaters and pullovers. This would harm EU
producers who have nothing to do with fruit, as well as US consumers who
would find their favourite European goods excessively expensive. These
American sanctions were suspended in 2001, after a US–EU agreement on
the distribution of EU import quotas. Both the US and the EU would like
to avoid a very harmful cycle of retaliations and counter-retaliations that
can easily get out of control.

Another problem arises with multiplicity of standards. These reduce the
potential economic and technical links among partners and diminish the
benefits from economies of scale in fragmented markets. The EU and the US
are engaged in consultations in order to advance cooperation and reduce
potential conflicts in this area. The EU–US Mutual Recognition Agreement
(MRA) of 1998 covers the mutual recognition of evaluation of conformity
to each other’s industrial standards. It covers trade in medical products,
medical equipment, telecommunication equipment and recreational craft.
These goods can be automatically sold in each other’s market without
having to go through a second round of costly verification in the importing
country. There is a possibility of extending the coverage of the MRA to
other products. The significance of the MRA is not only that it deals with
technical detail, but more importantly that it ensures market access for
important tradable goods in the 21st century. The problem is that the MRA
has not yet been fully implemented in the US (electrical and electronic
equipment).

Intellectual property rights (moral rights to authors) have already pro-
voked several disputes between the two partners. Regarding patents, the US
applies the ‘first to invent’ principle, while the rest of the world applies the
‘first to file’ principle. The first to file principle fixes the exact moment in
time when the priority right to a patent is established. This is not the case
with the US system. The US principle creates problems not only for the EU,
but also for domestic American companies that try to obtain a patent right
in the US. In addition, the US legislation permits American producers to
use certain European geographical denominations on the US-made goods.
For example, American wine producers are permitted to use names such as
Burgundy, Champagne, Chablis, Chianti, Malaga, Porto or Rhine Wine,
which may mislead consumers and damage the reputation of the genuine
European wine producers.

National treatment is one of the basic pillars of liberalisation in the world
economy. However, this type of treatment for foreign TNCs operating in
the US is still not complete. Conditional national treatment in the US takes
several forms. It is linked to reciprocity with the home country of the TNC;
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in some cases there are performance requirements (employment); and there
are certain tests if a subsidiary of a foreign TNC meets certain criteria in
order to receive public subsidies. An example is the American Technology
Pre-eminence Act (1991) designed to assist the private sector to engage in
R&D in high-risk technologies that would not otherwise be started without
public support. If the US continues to press for conditional national treat-
ment, this may jeopardise the free flow of FDI from the EU into the US.

The next problem concerns the application of US countervailing duties
and antidumping measures. The US Antidumping Act (1916) is inconsistent
in several aspects with US obligations under the relevant WTO agreements.
According to the EU, in the application of countervailing duties the US did
not follow reasonable procedures and methodology. As a result, the EU had
to ask the WTO Panel about the issue. As for the antidumping measures,
they are allowed by the WTO, but their restrictive effect on trade needs to
be kept to a minimum. Following the WTO Panel findings, the US Senate
introduced a bill in 2002 that would repeal the 1916 Act, and this is still
pending in the US Congress.

In March 2002, US President Bush introduced a ‘safeguard measure’ in
the form of an increase in tariff of up to 30 per cent on ten steel product
groups. After inconclusive consultations, the EU together with Brazil,
China, Japan, South Korea, Norway, New Zealand and Switzerland
entered into a dispute settlement procedure against this American protec-
tionist measure. The WTO Panel found in July 2003 that the US measure
was not taken as a result of unforeseen developments; in most of the ten
steel products, imports have not increased (there was no serious injury); and
the US has excluded imports from Canada, Israel, Jordan and Mexico from
the tariff, while those imports have been included in the injury investiga-
tion. This is inconsistent with the WTO rules because of the lack of paral-
lelism. To counteract the US measure, the EU has a retaliation hit list of
US goods ‘for the suspension of concessions’.

The WTO Panel ruling allowed the EU to introduce punitive tariffs of
between 8 and 30 per cent on $2.2 billion worth of annual imports from the
US unless the American tariffs were withdrawn before 15 December 2003.
Faced with such a serious threat, the US backed down on 3 December
2003.69 ‘President George W. Bush said the tariffs, which he imposed in
March last year and which had been due to last three years, had achieved
their purpose by helping US producers consolidate and regain competi-
tiveness.’70 Thus, the American offenders unlawfully protected and molly-
coddled their home steel producers, their illicit safeguard measures had a
positive impact71 on the domestic manufacturers (but detrimental to
efficient foreigners and domestic consumers) and, ultimately, they were
let off scot-free. One must observe and recognise that the general WTO
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trade-dispute settlement system, as shown in this case, is imperfect, but it
may be better than none.

In the fields of agriculture, telecommunications and insurance, the
Uruguay Round Agreement has brought some relief and market access is
improved. However, there are still obstacles to sales in the US market. For
example, because of unjustified (according to the European Commission)
US phytosanitary measures, the export of Spanish clementines was sus-
pended from November 2001. Estimated losses in EU (Spanish) exports of
clementines to the US for the 2001–03 period were about €200 million. The
US continues to maintain an aggressive export policy for farm goods
through various subsidies. The US Farm Security and Rural Investment
Act (2002) greatly increased the distorting effect of farm subsidies. Entry
barriers are still important in the areas of mobile telephony (lack of access
to frequencies, lengthy administrative procedure and investment restric-
tions). Even though there is an increasing convergence between the EU and
the US in financial services, prompted, in part, by a number of acquisitions,
the US insurance market is splintered because of different state licensing
and operation requests.

Last, but not least, are the direct and indirect support measures that the
US offers to its domestic shipbuilding and aircraft industries. For example,
the US applies a 50 per cent ad valorem tax on non-emergency repairs to
domestically owned ships outside the US. In addition, the Merchant Marine
Act (1920) (known as the Jones Act), restricts shipping between US ports to
the US-flagged and US-made ships. As such, this pushed freight rates to
between twice to four times what they would be under free trade.72 The act
also effectively closed the US market to imports of high-speed catamaran
passenger and car ferries. As for the US aid to the domestic civil aircraft
industry, the EU estimated that it was up to $2 billion (which includes FSC
to Boeing of $291 million) in 2000 (European Commission, 2002b, p. 47).

Compliance with WTO dispute settlement recommendations ought to be
prompt. Both partners, however, have a poor record on this matter: the EU
with respect to its import system of bananas, and the US on the subject of
the FSC and the revoking the 1916 Antidumping Act.

Conclusion

To look only at trade relations between the EU and the US may not give a
full picture about economic relations between the two partners. A number
of American TNCs have operated in the EU for several decades. They have
concluded that the most favourable way to take advantage of the EU
market opportunities is to locate, produce and market there, rather than to
export. The creation of the Single European Market aimed to enhance EU

518 The economics of European integration



competitiveness of the EU-based firms. This would benefit all TNCs that
are operating in the EU, which would, of course, harm certain exporters in
the US, unless they adjust to the new situation. Finally, economic relations
between the EU and the US would be shaped in the future more by the (sec-
toral) commercial interests of the partners and their local vested interests,
than by the political and strategic aspects of their ‘special’ relations.

In spite of the serious problems and rows in trade relations, the glue that
binds transatlantic economic relations is FDI. The total stock of FDI that
American and EU TNCs held in each other’s market amounted to more
than $9000 billion in 2002. Although this may not be an assurance that the
two economies will grow together in step, it may give some indication that
they will not drift apart to a very large extent.

It is a well-known fact that in the long run economies can only grow
together, not at each other’s expense. In this respect the possible problems
in transatlantic economic relations are twofold. First, the US has huge bud-
getary and trade deficits. The time will come when this continuing situation
will need to be reverted, which will be when foreigners stop lending about
$500 billion a year to the US. Throughout 2003 the US required $1.5 billion
a day of foreign capital to finance its widening current account deficit.
Second, the problem on the EU side is not so much economic, as institu-
tional. The EU with 25 member states will increase its internal management
complications by attempting to streamline policy making and reforms.
Rapid reactions EU to problems and challenges may suffer.

EFTA

European Economic Area

One of the most striking features of economic relations between the EU and
EFTA was that it was without tensions. One needs to view in that light the
creation of the world’s largest free trade zone, the European Economic Area
(EEA), which came into being on 1 January 1994 (one year behind schedule).
The EEA consisted of 18 developed market economies with 372 million
people. What the EEA did in practice was to extend the Single European
Market for manufactured goods and services to the six (Austria, Finland,
Iceland, Liechtenstein, Norway and Sweden) of the seven73 EFTA countries.
Apart from Switzerland, the six EFTA countries adopted the EU competi-
tion rules and they were included in the EU market for public procurement.

As a group, EFTA has been the major trading partner of the EU. Its
share in EU merchandise imports was 18 per cent (€11 billion) in 1970,
while its share in EU exports of goods was 26 per cent (€14 billion) in the
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same year. In 2000, the EFTA countries’ share in EU imports was 10 per
cent (€107 billion), while the share in EU exports was 10 per cent (€98
billion). Relative shares in trade between the EU and EFTA should be
treated with caution, bearing in mind that many EFTA countries left this
trade association to join the EU from 1973. Figure 7.9 presents the volume
and balance of EU trade with EFTA countries during 1992–2001. Even
though EFTA countries are small in geographical terms, and even though
the EFTA membership diminished in 1995 when Austria, Finland and
Sweden joined the EU, the ‘rest’ of the original EFTA countries are a
significant EU partner in merchandise trade.

The EEA was originally envisaged to be a kind of waiting room which
would keep the EFTA countries ‘out’ of the EU for (quite) some time, at
least until the provisions of the Maastricht Treaty were absorbed in the EU.
The EFTA countries that take part in the EEA are subject to EU laws
without the political clout to influence them. Hence, five (Austria, Finland,
Liechtenstein, Norway and Sweden) of the seven EFTA countries applied
for full membership of the EU. Austria, Finland and Sweden approved the
arrangement in national referendums and entered the EU on 1 January
1995. Norway’s voters, however, declined to join the EU, just as they had
done in 1972. So, what is the longer-term value of the EEA? Would an
EFTA that consists of Iceland, Liechtenstein, Norway and Switzerland
(not a member of the EEA) be a viable trade organisation?

The EEA was inspired by the Single Market Programme which was
expected to create a genuine Single European Market for the free movement
of goods, services, capital and people. The EFTA countries were concerned
about their competitive position in the Single European Market after 1992.
Their trade conditions could worsen unless an arrangement with the EU
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could be found. Hence, the first contacts between the EU and EFTA about
a change/improvement in their economic relations date from 1989. The
agreement on the establishment of the EEA between the EU and EFTA
was signed in May 1992. One of its objectives was to contribute to the
creation of conditions for the eventual reunification of all the European
nations in the (distant) future.

The agreement on the EEA is comprehensive.74 It includes, first and fore-
most, four basic freedoms of movement (for goods, services, capital and
people). Agriculture, fisheries and common financial policies are not
covered.75 Second, come horizontal policies, a catch-all title for a variety of
areas such as environment, R&D, education and consumer policy. Last, are
the legal and enforcement provisions. Areas that are beyond the scope of
the agreement are the eurozone, common defence and foreign policy, as well
as EU moves towards political union. An interesting feature of the agree-
ment is that, in general, it did not have a transition period. The acquis com-
munautaire was applied without delay, except in a few specified cases. Let
us briefly consider the major features of the agreement.

Free Movement of Goods

Trade between the two groups of countries was initially hampered by the
existence of various tariffs and NTBs (quantitative restrictions and techni-
cal standards were the most prominent). After the departure of Britain,
Denmark and Ireland from EFTA, and their entry into the EU in 1972, all
EFTA countries concluded bilateral free trade agreements for manufac-
tured goods with the EU. It is curious that the EU did not treat the EFTA
countries as a unit – hence the bilateral approach.

The 1972 agreements eliminated most of the tariffs and the NTBs. The
EEA Agreement introduced a new dimension into relations between the
EU and EFTA, as EFTA was recognised by the EU for the first time as a
unit. The EEA Agreement abolished all the remaining obstacles to trade in
manufactured goods between the partners. The Cassis de Dijon principle
(1979) applies to trade in the EEA. This means that all the goods that are
legally produced and traded in one of the EEA countries would be freely
accepted for imports and sale in the other EEA countries. The exceptions
include those that are hazardous to the health and life of humans, animals,
plants and environment, as well as not in the consumer interest.

Free Movement of Persons

Citizens of the EEA enjoy unrestricted freedom of movement within the
area. Their residence may depend on employment in the relevant country.
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Special provisions cover retired people and students. With the exception of
certain jobs in the public sector, workers and self-employed persons have
the right to be employed throughout the EEA. They may not be discrimi-
nated on the basis of their nationality regarding employment, pay or other
working conditions. Social security benefits obtained in any EEA country
may be both accumulated and freely transferred within the group. This was
a big concession that was granted by the EFTA countries. As a rule, the
EFTA countries may be the receiving countries for labour that originates
in the EU. They often have significantly higher average income than EU
countries, hence they would be the preferable destination for a labour force
that is willing to migrate.

Free Movement of Services

More than half of those employed in the developed market economies are
in services. An important accomplishment of the EEA is that it grants full
freedom for the provision of services throughout the area. As such, it goes
beyond the traditional free trade arrangements, which usually limit them-
selves to a free trade in manufactured goods only.

Liberalisation in the supply of financial services (banking, insurance) in
the EEA is supposed to increase competition and bring gains to consumers.
Single licensing would ease the establishment of branches and subsidiaries
in the EEA. A bank that is authorised to operate in one EEA country may
establish its operation in any other EEA country without asking for a prior
licence in the other EEA host country. The home country that has given the
first permit is in charge of supervising the whole (EEA) operation of the
financial institution.

Transport services have long been protected in the EU. The EEA intro-
duced non-discriminatory access in its transport market. To support the
new freedom in the transport market, EEA participants agreed to har-
monise their technical standards (weight of vehicles, dimensions and so
on).This is all expected to increase competition and benefit consumers, not
only through lower prices, but also through a wider choice, higher efficiency
and improved safety.

Free Movement of Capital

Linked with the freedom to supply services is a full liberalisation of capital
mobility in the EEA. This is meant to enhance the efficiency of industries
by extending choice and lowering the cost of capital. This freedom is an
important achievement of the EEA. It also aims to eliminate exchange con-
trols and freedom for FDI. As real estate investment has been the most
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restrained form of FDI in the EFTA countries, they were given some time
to fully comply with these rules. A standard escape clause regarding restric-
tions on capital movements applies in the EEA too. A country may intro-
duce controls if the domestic capital market and/or balance of payments
are in danger.

Institutions

In order to ensure the smooth and efficient operation of the EEA, there was
an agreement to establish the following seven institutions:

● the Joint Committee, to exchange information among partners and
to take decisions (it holds monthly meetings);

● the Council, which is the highest political body as it comprises the
EEA ministers and the European Commission, to give political guid-
ance to the EEA by consensus (it meets twice a year);

● the Standing Committee, to receive information from various expert
groups to assist countries in reaching a common position in the EEA
Joint Committee;

● the Surveillance Authority, to ensure that the EEA is properly imple-
mented by EFTA, while the same role in the EU would be performed
by the European Commission;

● the Court, together with the EU Court of Justice, to safeguard the
correct operation of the EEA agreement;

● as there is no transfer of sovereignty to the EEA in the form of leg-
islative powers (the parliaments of the EFTA countries have the right
to approve new legislation), the EEA Joint Parliamentary Committee
would be an important forum for the discussion of parliamentary
matters; and

● the Consultative Committee, which comprises members of the EU
Economic and Social Committee and the EFTA Consultative
Committee, to consider EEA social and economic matters.

Conclusion

Although small in economic and geographical terms, the EFTA countries
practise a more liberal trade policy (imports of cars, for example) than the
EU. These countries have a highly specialised economic structure. The
Single European Market, which was supposed to increase the specialisation
of EU producers, brought little, if any, gains to EFTA countries as they are
already highly specialised and have free access to the EU market for manu-
factured goods. The per capita income in EFTA is higher than the average
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in the EU. The value of the EEA is that the EFTA countries convinced the
EU that they can be a trustworthy and stable economic partner through
thick and thin.

The EFTA countries had an interest in staying out of the EU since they
did not have to accept the EU common external tariff which is at a higher
level than their own tariffs on external trade. Participation in the EU could,
potentially, bring some losses in trade with external partners to the EFTA
states. In addition, the EFTA countries did not have to take part in the con-
troversial CAP which in some cases offers smaller subsidies per farmer than
is the case in the EFTA countries (for example, Norway and Switzerland).
The cost of staying outside the EU would include sacrificing the chance to
influence the shaping of economic policies of the new generation in the EU.
However, this view is based on the assumption that small countries are in
reality being consulted and, more importantly and optimistically, that their
opinion is (highly) respected. This discussion of the EU trade arrangement
with EFTA was necessary as it could present one of the possible ways in
which relations between the EU and Central and Eastern Europe could
develop in the future.

CENTRAL AND EASTERN EUROPE

Background

The relative share of countries from Central and Eastern Europe in
world trade has been on the decline for quite some time. This share reached
8 per cent in 1988. These countries conducted about 50 per cent or more of
their trade within their integration scheme, the Council for Mutual
Economic Assistance (CMEA) before its formal demise in 1991. The eco-
nomic shift towards a market-based economic system and a decentralised
decision-making process enabled the transition countries to take advantage
of being fully included in the international trading system. However,
success in integrating the transition economies into the international
trading system depends on at least two factors: the first is the transforma-
tion of their economic system towards a market-based one; the second
hinges on the openness of Western markets for goods and services from
transition countries.

One of the significant features of the transition process is a change in the
direction of trade. After the collapse of the CMEA, transition countries
redirected their trade westwards in a relatively short period of time, in par-
ticular towards the EU. Although a change in the pattern of trade took
place, a portion of goods released from CMEA trade could not easily find
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market outlets in the EU, because they do not always satisfy the quality,
quantity, design, environment, safety and other standards that prevail in
the EU. In addition, goods that may be potentially important as export
items for transition countries are often regarded as ‘sensitive’ in the EU.

Initially, transition countries were at the very bottom of the EU pyramid
of preferences. Only Romania and the former Yugoslavia benefited from the
EU generalised system of preferences (GSP). Other transition economies
were facing every trade obstacle for exports to the EU – hence the Soviet
policy of keeping friendly countries in the camp, not only through political
and military means but also through economic ties, was lavishly assisted by
the trade policy of the EU.

In order to curtail the technological capabilities of the (then) socialist
countries, the West established the Coordinating Committee on Multilateral
Export Controls (COCOM), whose objective, during and after the Cold
War, was to prevent the transfer of high technology to socialist countries
which would enhance their military power.76 As that was not necessary
after the collapse of socialism, COCOM was replaced by the Wassenaar
Agreement77 which includes Russia. The secretariat of the new organisation
started work in Vienna in 1996. The purpose of this body is to control and
prevent trade in technology for atomic, chemical and bacteriological
weapons, in particular, to areas of tension and countries such as Iraq, Iran,
North Korea and Libya that may abuse them.

EU trade with the Central and East European countries was relatively
small until the mid-1970s. After that period it increased to 12 per cent
(€55 billion) of EU imports and 12 per cent (€48 billion) of EU exports in
1989 the last pre-transition year. In 1990, owing to the transition-induced
sharp deceleration in economic activity in the East, trade fell sharply. In
that year the share of EU imports from these countries was only 7 per cent
(€31 billion), while the share of EU exports fell to 7 per cent (€28 billion).
After the initial shock, the relative share of EU imports from Central and
East European countries recovered to reach 14 per cent (€146 billion) in
2000, while the share of EU exports to these countries increased to 14 per
cent (€135 billion) in the same year.

Links

For a very long time there were no formal links between the EU and the
transition countries which was one of the obstacles to trade liberalisation
between the two economic groups. The two opposing economic blocs and
systems were discriminating against each other. There was little that the
East was able to offer to the West in return for MFN status in trade, and
this situation continued until the end of the Cold War in 1989. However,
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the transition process introduced a significant change. From piecemeal
assistance and trade concessions, eight transition countries entered the EU
as full members in the new situation in ‘just’ 15 years. The transformation
began with the EU granting the GSP, over trade and cooperation agree-
ments, to the association agreements in order to culminate in full member-
ship in 2004. Interest in supporting the transition economies in their reform
efforts was amplified by the fact that the EU has an unprecedented oppor-
tunity to reshape Europe and make it a better and safer area.78

As late as 1989, but as early as the start of the transition process, trade
relations between the two regions started to ‘normalise’. The G-7 and the
EU took the first step to assist transition countries in their reform towards
a market-type system, as well as to regulate relations in 1989. It was a uni-
lateral decision to grant GSP and to curtail certain quantitative restrictions
on trade with transition countries. Subsequently, most of the transition
economies were removed from the list of state-trading countries.

The second step in the formalisation and normalisation of economic
relations between the two groups was the conclusion of trade and cooper-
ation agreements with those transition countries that did not have them.79

Albania, the Baltic states and Slovenia conducted trade with the EU on the
basis of such agreements, which provide for reciprocal MFN treatment and
trade concessions, remove specified quantitative restrictions and aim at a
further liberalisation of mutual trade. This type of agreement was con-
cluded between the EU and the former Soviet Union in 1990. After the dis-
integration of the Soviet Union, in 1992 most of the newly independent
states accepted the obligations of the agreement.

In order to coordinate Western aid to Hungary and Poland in their tran-
sition process to a market-based economic system, political pluralism and
democracy, the EU started a PHARE (Poland, Hungary: Assistance for
Economic Restructuring) programme in 1989. Assistance from this pro-
gramme was later extended to Albania, the Baltic states, Bulgaria, the Czech
Republic, Romania, Slovakia and Slovenia. The PHARE programme aimed
at an improvement in access to markets, promotion of investment, adjust-
ment in the farm sector, food aid, environmental protection and vocational
training. Its focus was the development of and support to the private sector
in the transition countries.

Association Agreements

The following step in the liberalisation of economic relations brought asso-
ciation agreements (Europe agreements) between the EU and select tran-
sition countries. Short of full membership, EEA and ACP (African,
Caribbean and Pacific) deals, these agreements80 are supposed to be the
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most favourable arrangements that the EU can offer to foreign countries.
The agreements mention in the Preamble the possibility of full membership
for transition countries in the EU in the future. As a result of the increased
openness on both sides, trade has been continuously increasing between the
EU and candidate countries from 1993 (Figure 7.10).

Different agreements offered to transition economies reflect the extent of
the reform process achieved in these countries. Although the need to aid
transition countries through trade concessions is recognised and some
actions were taken to create free trade areas between the EU and certain
transition countries, there were NTBs that seriously hindered exports from
transition economies to the EU. This is most obvious in goods in which tran-
sition countries have a comparative advantage, such as steel, textiles, cloth-
ing, bulk chemicals and farm products.

Association agreements between the EU and Hungary, Poland and the
former Czechoslovakia81 rewarded these countries’ transition efforts and
achievements, and these countries enjoyed the fastest ever climb on the EU
pyramid of trade privileges.

The agreements were asymmetric, as the EU removed all quotas, while
the elimination of tariffs is supposed to take place over a period of up to
five years. The concessions to the transition counterparts also included a
slower pace of tariff elimination of up to nine years. There are provisions
that refer to trade in ‘sensitive’ commodities. In textiles, for example, tariffs
are to be eliminated within six years, while the existing quotas should dis-
appear in five years. At the end of the ten-year transition period there would
be no special treatment for textiles in trade among these partners. The
association agreements eliminated national quotas for trade in iron and
steel. In agriculture, there are only reciprocal concessions for select goods.

Other major provisions of the association agreements refer to political
dialogue among partners (this does not cost the EU budget anything), as
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well as safeguard measures. During times of recession and when jobs are at
stake, there is an increased pressure on the authorities to introduce protec-
tionist measures against foreign suppliers. The agreements stipulate that if
EU producers are seriously injured, or if there are dangerous developments
within an EU industry that jeopardises economic activity in the EU, then
the EU has the right to undertake (unspecified) safeguard measures.

Association agreements introduced an element of stability into otherwise
potentially volatile trade relations. An important point is that the EU
accepted certain bold and liberalisation-prone steps even in trade in sensi-
tive goods. The agreements offered some vision for economic relations in the
future. This view is supported by a general view that concessions in trade
may be the most effective way in which the West can help transition coun-
tries in their difficult, but in the longer term rewarding, transition process.

The transition process in economies and in politics does not progress in
all transition countries at the same pace. Most of the countries that
emerged from the former Soviet Union are the ones that lag behind the
Central European transition economies. Therefore, the EU intends to con-
clude partnership and cooperation agreements with most of the former
Soviet countries. This type of accord would offer more than the usual trade
and cooperation agreement, but it falls short of the benefits offered by
association agreements. One bargaining problem is that Russia wants to be
treated as if it were a WTO member country. The EU cannot accept this.
Before Russia joins the WTO, the EU has offered the countries of the
Commonwealth of Independent States the TACIS (Technical Assistance
for the Commonwealth of Independent States) programme which is similar
to the PHARE programme offered to the Central and East European
countries.

South-eastern Europe

After the violent disintegration of the former Yugoslavia, the EU wants to
ensure peace, stability and economic prosperity in south-eastern Europe.
This region includes Albania, Bosnia and Herzegovina, Croatia, the former
Yugoslav Republic of Macedonia, as well as Serbia and Montenegro. As
the main motivator for reforms the EU has offered stabilisation and asso-
ciation agreements to these countries. The final point of reforms is full
membership of the EU.

In 2000, the EU granted autonomous trade concessions to the five coun-
tries in the region. As a consequence of this EU move, 95 per cent of
regional exports enter the EU duty free. Stabilisation and association
agreements are tailored to the circumstances of each country. The two such
agreements with Croatia and the former Yugoslav Republic of Macedonia
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cover a number of issues from trade liberalisation over political dialogue
and legal approximation to industry, energy and the environment. The
general EU objective in the region is to establish reciprocal free trade areas
between the EU and the countries in south-eastern Europe. A network of
bilateral free trade agreements ought to pave the way to full integration
with the EU. In addition, these countries need to adopt similar behaviour
towards one another as now exists between the EU member states. Hence,
the common purpose of these agreements is to put these countries on the
road to full membership of the EU.

Conclusion

A plethora of agreements that the EU had with the Central and East
European transition countries (before their entry) offered an improved
access to the EU market. Those technical agreements were a paradise for
lawyers and consultants. This variety of arrangements might have compli-
cated life. However, eight Central and East European countries advanced
rapidly in their transition process, as well as towards full membership of
the EU. These countries signed accession treaties in 2003 to become full
members of the EU on 1 May 2004. This enlargement is the subject matter
of Chapter 14.

JAPAN

There are no preferential trade arrangements between the EU and Japan,
just as in the EU–US case. Regarding privileges, Japan is, together with the
US, next to the bottom of the league as far as trade concessions from the
EU to third countries are concerned. In fact, Japan is often at the heart of
various NTBs that the EU imposes or intends to impose. Overt and covert
treatment of the Japanese by the EU tends to be similar.

Despite low-level preferences in trade, Japan is after the US, the most
important single trading partner of the EU. In 2000, 8 per cent (€85 billion)
of EU imports from third countries came from Japan. Compared with
1970, when the share of Japan in the EU imports was 3 per cent (€2 billion),
that represents an enormous increase in nominal terms. On the exports side
in 2000, Japan was the destination for 5 per cent (€45 billion) of the EU
merchandise exports. The EU has always had a negative trade balance with
Japan – in 1970, the deficit was €0.7 billion; it reached €40 billion in 2000
and €31 billion in 2001. This deficit has been the focus of trade disputes
between the EU and Japan. Figure 7.11 presents the volume and balance
of trade in goods between them in the 1992–2001 period.
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Access to goods, especially those targeted by Japanese industrial policy
like cars, electronics and machine tools, has enormously benefited con-
sumers in the EU. This has had a positive spillover effect on the accelera-
tion of the restructuring of those industries in the EU. The problem is that
in tackling the enormous trade deficit with Japan, the EU often stresses
protectionism rather than domestic industrial adjustment and increases in
exports to Japan. This EU policy may introduce frictions in trade with the
US on two fronts. First, Japan may shift more of its exports to the US
and, second, the output of Japanese companies that operate in the US
may be regarded by the EU as being Japanese, rather than American, in
origin.

It is inevitable that sooner or later Japan is going to become a mature
creditor country. That is, one that takes more earnings each year from its
past foreign investment than it invests abroad. At that point, Japan would
shift from being a net exporter to a net importer. Once the Japanese seek
to repatriate their foreign investment income, demand for the yen would
increase and make it more expensive. This, in turn, would make it easier
for foreigners to sell in Japan. Such a scenario depends, however, on the
savings behaviour of the Japanese and many aspects of the Japanese eco-
nomic policy (Lipsey and Smith, 1986, p. 12). When this happens, pro-
tectionism may partly recede in the EU and in America. This is all in the
long term. In the meantime, the EU and the governments of its member
countries are hard pressed by the short-term problems of employment
and structural adjustment, as well as by elections. Following the Asian
financial crises of the late 1990s, Japan’s share in EU trade has declined
slightly.

It is true that Japan has to be very much more receptive to EU merchan-
dise. Japanese business organisations and their internal relations on the one
hand, and their relations with the Japanese government on the other, com-
prise the major barrier to entry into the Japanese domestic market. Overt
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impediments to trade may be relatively easy to identify and could be chal-
lenged by WTO rules. There are, however, covert structural barriers in the
Japanese market which fall outside WTO rules. This may be remedied by
enforceable multilateral regulations on competition, which may ease
restrictive business practices and policies that offer Japanese companies a
preferential advantage in the domestic market (Tyson, 1992, p. 83).

Japan is not necessarily the only guilty party for a trade deficit that
creates frictions in trade. The importing countries, in particular the US,
need to put their economies in balance and reduce domestic budget
deficits which have a strong impact on the balance of trade. Even if all the
Japanese barriers to trade were eliminated overnight, the budget deficits
of the importing countries would remain. Japan would still have a trade
surplus.82 Exports from Japan are concentrated in several groups of goods
in which Japan excels. Exports from the EU and the US are much more
diversified and often compete with the developing countries in the
Japanese market.

Knowing that the creation of the Single European Market could have
negative effects on the Japanese TNCs, many of these companies decided to
relocate in the EU in order to become local ‘residents’ before 1993. This was
most obvious in the late 1980s when the Japanese TNCs feared the possible
creation of a ‘Fortress Europe’ that would discriminate against foreigners.
These protectionist worries were not the only ones that prompted a surge
of Japanese FDI in the EU. The Single European Market demanded it.
A frontier-free EU offers possibilities for reaping the economies of scale, so
there was an incentive to take advantage of that opportunity. An entry of
foreign firms may prompt other domestic EU enterprises to adjust to the
new situation and increase competitiveness.

DEVELOPING COUNTRIES

Introduction

The EU has advanced formal trade relations with a very heterogeneous
group of developing countries. This is most pronounced in relations with a
select group of ACP developing countries. This group consisted of 79
developing countries in 2004 with a population of more than 500 million.
The main EU import commodities from this group are mineral fuels and
precious metals and stones. In spite of relatively generous preferences in
trade, the ACP countries’ share in EU imports was 4 per cent in 2000
(approximately as much as Norway alone), while their share in EU exports
was also 4 per cent in the same year. South Africa and Nigeria are the
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principal EU trading partners that contribute to half of all EU trade with
the ACP group.

From Colonies to Yaoundé

With the exception of Luxembourg, all the founding member states of the
EU have a colonial legacy. The association of colonies was one of the most
difficult issues during negotiations on the creation of the EEC in 1955–56.
France and Belgium insisted on the inclusion of the (then) colonies in the
community-to-be. On this issue, as well as most of the others, France called
the tune. France did not want the CET to be applied to trade with the
Francophone countries in Africa. In addition, at that time, Algeria was
considered to be part of France.

France was giving substantial aid to its own colonies (mainly in
Africa) and wanted the community-to-be, in particular Germany, to
share that burden. France accepted Germany’s requests for free trade
(a customs union), only after Germany accepted the French demands
regarding the association of colonies and the special arrangements for
agriculture. The European Development Fund (EDF) was created with
initial resources of $581 million. All countries of the ‘six’ contributed to
the EDF according to the allocated quota (France and Germany had a
quota of 40 per cent each) to assist the development of the associated
external territories.

The fourth part of the Treaty of Rome (Articles 182–188) relates to the
association of the non-European countries and territories with which ‘the
six’ had ‘special relations’. The deal signed with the Associated African
States83 and Madagascar (AASM)84 referred to the 1958–63 period.
Preferences offered by the EU to the AASM were: the gradual elimination
of tariffs on imports to the EU on the basis of reciprocity, financial aid
from the EU, secured access to the EU market and guaranteed prices
(higher than those on the world market) for the exports of the traditional
tropical products. Temperate agricultural commodities were not included
in the deal as the EU farm policy was in the process of formation.

With decolonisation, many African states became independent. New and
more formal types of legal instruments were necessary to link the EU and
an increasing number of ‘overseas countries and territories’ with which the
EU countries had ‘special relations’. The former colonial powers intended
to retain economic (and political) influence over their ex-colonies in order to
prevent Soviet intrusion into that region. They linked the newly independent
states (former colonies) to the EU, not under Articles 182–8, but under
Article 310 of the Treaty of Rome. After negotiations, the agreement on
trade and aid was concluded in Yaoundé, Cameroon (Yaoundé Convention)
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between 18 African states (south of the Sahara) and Madagascar on one
side, and the EU on the other.

In Yaoundé I (1964–69), the EU gave preferences in trade and develop-
ment aid to developing partner countries. On the one hand, France and the
formerly associated countries wanted to formalise the already existing pref-
erences and, on the other hand, Germany and the Netherlands wanted to
extend preferences to all developing countries in order to avoid selective
discrimination among countries in the developing world. The objective of
Yaoundé I was a free entry of imports of manufactured goods from the 18
countries to the EU under the principle of reciprocity and non-discrimina-
tion between the six; guaranteed prices for tropical agricultural products
coupled with free access to the EU market; and, finally, an increase in aid
from the EU (the EDF disposed of $730 million).

During the negotiations (1968–69) to renew the Yaoundé Convention,
the partners had the same intentions as those that prevailed during the
Yaoundé I period. The only important change that Yaoundé II (1969–75)
introduced was an increase in the amount allocated to the EDF ($900
million) and the possibility for the developing partner countries to obtain
$100 million loans for industrialisation from the European Investment
Bank (EIB).

When assessing the Yaoundé conventions, it is important to note the dou-
bling of the absolute volume of trade between the partners from $933 to
$1817 million between 1958 and 1969, respectively. The relative share of the
Yaoundé countries in the total EU imports, however, decreased from 5.5 per
cent (1961) to 3.2 per cent (1971). At the same time, EU exports to the group
fell from 5.5 to 3.4 per cent in the same period (Coffey, 1982, p. 15). In spite
of preferences in trade to the group of developing countries, these trends
show a relative increase in EU trade with other partners. In part, these
changes are also due to the relative increase of prices for industrial goods and
the relative fall of prices of primary commodities at the time.

Lomé Agreements

Introduction
The Yaoundé conventions were directed almost exclusively at the former
French colonies. After the British entry into the EU in 1973, Britain
wanted to include its own former colonies from Africa, Asia, the
Caribbean and the Pacific, to the EU (Yaoundé-type) preferences. No less
important was concern about the unsatisfactory trends in trade between
the Yaoundé countries and the EU that was not mitigated by the two
conventions. All this turned attention to alternative ways of regulating
relations between the EU and select developing countries, for example, to
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stabilising developing countries’ exports earnings and diversifying the eco-
nomic structure (industrialisation).

Provisions and impact
Forty-six ACP countries negotiated a new and wider agreement with the EU
in relation to the preceding ones. The objective was to introduce dialogue,
partnership and contractual predictability. The ACP countries exist as an
organised group only in relations with the EU. The agreement known as
Lomé I was signed in 1975 in Lomé, the capital of Togo. Lomé I (1976–80)
has had three extensions so far: Lomé II (1980–85), Lomé III (1985–90) and
Lomé IV (1990–2000). Later deals incorporated several changes and
amendments in the first agreement. The two most relevant features that led
to the renegotiations of Lomé I were the following: first, most of the par-
ticipating African states stagnated in their development during the Lomé I
period; second, Africa is vulnerable to economic influences over which it
does not have control such as fluctuations in the price for primary com-
modities. The number of developing countries that have entered the chain
of Lomé agreements expanded from 46 (Lomé I) to 58 (Lomé II) over 65
(Lomé III) to 70 in Lomé IV.

Lomé IV deals with a number of areas from agriculture to the environ-
ment to culture. The core of the EU and ACP cooperation, however, may
be found in the areas of trade, financial aid and special facilities (Stabex
and Sysmin). Lomé IV was concluded for a ten-year period (1990–2000),
split into two five-year subperiods. It maintained the major terms of the
previous Lomé deals with certain updates. One is the introduction of a
human rights ‘suspension clause’. If any of the essential human rights are
violated in the ACP country, the EU may suspend development aid.

Almost all (99.5 per cent) goods that are exported by the ACP countries
to the EU have free access (no duties or quotas) to the EU market. The EU
has not asked for reciprocity from the ACP for these preferences in trade.
None the less, these concessions may be misleading regarding the generos-
ity of the EU. They refer to goods that are currently exported, but they do
not refer to the products which might be exported after the (industrial)
development of the ACP states. As for the rest of the ACP goods (0.5 per
cent), they represent products that directly compete with the farm com-
modities covered by the CAP. A relatively generous nominal non-tariff
treatment of imports from the ACP countries in the EU market conceals
the fact that almost two-thirds of the ACP exports would enter the EU
tariff free, anyway.

The developments of the EU trade in goods and the EU trade deficit is
represented in Figure 7.12. In spite of relatively favourable trade treatment
in the market of the EU compared with most other trading partners, the
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share of the ACP countries in the EU imports and exports was, generally,
on a steady decline (Table 7.12). The share of the ACP countries, as a pro-
portion of EU imports from other developing countries was also shrink-
ing. This took place in spite of the fact that they have not been subject to
fully blown competition from other, in particular Asian, developing coun-
tries, which shows that other, non-preferred, developing countries were
doing much better in the EU market than the select ACP group. The non-
ACP group of developing countries diversified their economic structures
and widened and upgraded the composition of their exports.85 In addition,
the increase in relative importance in the EU trade of other developing
countries was due to changes in the relative price of crude oil since the
early 1970s.

The principal EU import goods by value were oil (24 per cent) and dia-
monds and gold (20 per cent) in 2000. Hence oil and precious metals and
stones contributed to almost half of all EU imports from ACP countries.
Ten key EU import items (oil, precious metals and stones, wood, ores, fruit,
nuts, cocoa, coffee, tea and fish) from the ACP group are basic commodi-
ties with little value added. Together these commodities make up about
70 per cent of all ACP exports to the EU. Prices of many of these basic
products are subject to sharp fluctuations on the world market which create
instability in export earnings. This is unconducive to the attainment of
macroeconomic stability and development objectives in the ACP group.
Roughly two-thirds of all EU imports from the ACP group come from only
seven countries (South Africa, Nigeria, Ivory Coast, Cameroon, Angola,
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Mauritius and Ghana). With its share of 20 per cent, Britain is the main
destination for the EU imports from the ACP group. Next come France
(16 per cent), Spain (14 per cent) and Germany (13 per cent).

The major EU export items to the ACP countries were mechanical and
electrical machinery, ships and road vehicles. These four major export items
represented half of all EU exports to the ACP countries. Prices of EU
exports tend to be stable. The principal destination countries for EU exports
in the ACP group are similar to those for EU imports.

The reasons for such a weak performance in trade by ACP countries in
spite of substantial openness for trade by the EU can be found in the struc-
ture of domestic production and market in these countries. A highly het-
erogeneous group of ACP countries has on average a very small domestic
market. This influenced the structure of production and the weak impact
of economies of scale. Consequently, costs of production in the manufac-
turing sector are high. Trade concessions given to the ACP developing
countries may not fully compensate for this structural cost disadvantage
relative to other developing countries. In addition, single commodities such
as cocoa, coffee, bananas, petroleum, sugar or timber often dominate in the
export structure of ACP countries. There is also a lack of products with
high value, many of which would enter the EU without any obstacle.
Hence, the EU concessions in reality applied only to about a third of all
exports from ACP countries. In addition, production of competitive goods
and trade depend to a large extent on adequate infrastructure. Power
supply, telecommunications, electronic data interchange and transport
links and capacity are poor, in particular in Africa.

The reasons for such unfavourable developments in ACP exports to the
EU include a high concentration of ACP countries in the production and
exports of traditional tropical agricultural products, as well as a weakness
in the productivity and quality of the manufactured goods compared with
those from Asia and Latin America. In addition, both the EU and its
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Table 7.12 EU trade with ACP countries including South Africa in 1980,
1990 and 2001 (€m and %)

Imports 1980 1990 2001 Exports 1980 1990 2001

€ million 28 590 27 864 47 514 € million 23 293 22 716 40 007
Share of EU 10.4 6.4 4.6 Share of EU 11.5 5.8 4.1
total % total %

Trade balance –5 297 –5 148 –7 507

Source: Eurostat (2003).



member states initially promote industrialisation in ACP countries, but
they restrict imports of the products of these industries as soon as the ACP
countries become competitive on the world market. An example of this
policy was the earlier EU warning to Mauritius to accept the ‘voluntary
export restraint agreement’ for textiles.

The Lomé deals offered to the ACP group a preferential duty-free access
for goods to the EU market, without formal reciprocity. The EU has the
right to introduce safeguard measures in case of the need for ‘external
financial stability’. The EU considers the ACP countries as a single group,
which is very important with regard to the origin of the goods exported to
the EU. The GSP offers preferences to each developing country, however,
the developing countries are not taken to be a single unit. In that respect the
Lomé arrangement has an advantage over the GSP.

Financial aid
The aid package that was offered to the ACP countries by the EU during
the first half of the duration of the deal (1990–95), disposed of €12 billion.
Allocated resources for the 1996–2000 period were €14.6 billion.86 Most of
that amount (61 per cent) was reserved for the programmable aid. This
included national and regional indicative programmes, as well as support
for structural adjustment. The national indicative programmes of each
ACP country referred to the development programmes and projects that
are planned. Similar programmes existed at a regional level. A novel feature
introduced by Lomé IV is that there is a direct reference to the environ-
mental (drought, desertification) impact of the financed projects. Most of
the rest of the funds represented non-programmable aid that was granted
to ACP states on a case-by-case basis. These include Stabex and Sysmin (see
below), risk capital, emergency aid and assistance to refugees.87 Although
there was a substantial nominal increase in the available funds for the first
five years of Lomé IV over Lomé III (over 40 per cent) if one considers the
increase in the number of ACP countries and their population together
with inflation, the real growth in the available resources (if there was any)
was quite small.

The feature that represented an entirely new point in relations between
the north and south was the system for the Stabilisation of Export Earnings
from Agricultural Commodities (Stabex).88 It was introduced in Lomé
I and upgraded in the agreements that followed. If a country exports a
small number of primary commodities and if the price of these commod-
ities fluctuates on the international market, the exporting country has
changes in export earnings. The EU introduced Stabex in order to stabilise
earnings of the ACP countries that come from the exportation of tropical
agricultural commodities. The intention of the EU was to inject into the
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economies of the ACP countries an amount of funds that would be
received from the EU market if unexpected circumstances (a decrease in
price) had not occurred. An ACP country is eligible for the stabilisation of
export earnings (receipt of funds) if:

● an eligible export commodity contributed at least 5 per cent to the
total export earnings of all goods to all destinations (in the case of
least-developed, landlocked and island ACP countries, the corre-
sponding threshold is 1 per cent); and

● the export earnings were decreased by 4.5 per cent of the reference
level89 (for the least-developed countries the threshold is 1 per cent).

A transfer from Stabex is meant to stabilise export earnings. However, the
destabilising element is a long lag between the fall in export earnings and
the actual transfer, as well as a shortage of Stabex funds.

Stabex disposed of €1.5 billion during 1990–9590 and €1.8 billion during
1996–2000. The number of tropical agricultural commodities that are
covered by Stabex was extended from 29 (Lomé I), to 44 (Lomé II), Lomé
III covered 48, while Lomé IV covered 49 basic agricultural and fishing
products that ACP countries export to the EU.91 The list included almost
all ACP agricultural export commodities, so one could not expect a large
expansion of it in the future. The bulk of all transfers (over half) went on
the support of only a few commodities such as oils and fats (groundnuts and
related products such as groundnut oil) and tropical beverages (coffee and
cocoa). Such a high concentration of the disbursements of funds, however,
was not the intention of the Stabex founders. The funds received from
Stabex may be spent either in the sector that recorded the loss of export
earnings or in other (farm) sectors for the purposes of diversification. The
recipient ACP country is obliged to send a report to the European
Commission on the use of the transferred funds within a year. Failing that,
the Council of Ministers may suspend the application of decisions on sub-
sequent transfers until the ACP state has provided the required information.

The Compensatory Financing Facility introduced by the IMF in 1963
was to finance the fall in the developing countries’ export earnings from
primary products. The fall in export earnings eligible for financing has to
be the consequence of circumstances beyond the control of the developing
countries. This might look, at first sight, similar to the Stabex scheme.
However, there are crucial differences between the two systems. The IMF
gives support in dealing with the balance of payments problems in general.
It takes into account the general situation of the balance of payments of
the country. Stabex, on the contrary, considers only the specific commod-
ity fall in export earnings. The amount of funds that can be received from
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the IMF is limited by the country’s quota, while transfers from Stabex are
limited by the funds that are allocated to it by the EU.

Cotonou Agreement

Once the Uruguay Round concessions are put into full effect (2005), this
would end three decades of privileged access of ACP countries to the EU
market. The ACP countries would face the global market conditions as
they are. The EC–ACP relation should take another path. The Cotonou
Agreement, signed in Cotonou (Fiji) in 2000 replaced the last Lomé
Convention after it expired. The new deal is the biggest North–South
cooperation framework, relating to a 20-year partnership between the EU
and, at the time of signing, 71 ACP states. There is free access to the EU
market for all industrial goods originating in ACP countries. A new feature
in the Cotonou Agreement is that reciprocity in trade concessions will start
in 2008.

The Cotonou Agreement will run until 2007, when it will be replaced by
a new type of deal: economic partnership agreements, negotiations for
which started in 2002. These new agreements will deal with political issues,
cooperation in the economic domain and trade, as well as development aid.
It is likely that the new agreements will take the form of agreements
between the EU and groups of neighbouring ACP countries (hub-and-
spoke integration). The ACP countries will have to open their markets for
imports from the EU in the 2008–20 period. If an ACP country does not
wish to do so, it will benefit from the new EU GSP which will be announced
before 2005.

The agreed financial framework for the 2000–06 period disposes of €13.5
billion in aid plus €1.7 billion in loans from the EIB. The considerable and
unused resources from previous funds of €10 billion92 are also made avail-
able to the ACP countries. The EU insisted on the norms of civil society.
Violations of sensitive issues such as human rights, democratic principles,
rule of law and good public governance (no corruption), could lead to the
suspension of aid. The Cotonou Agreement abandoned the Stabex and
Sysmin schemes. Even under Lomé IV, the emphasis gradually moved from
income compensation to structural reforms. The Cotonou deal finalised
this transition towards the support of development objectives (and fight
against poverty) in ACP countries.

Everything but Arms

One of the latest and most highly publicised unilateral and ‘groundbreaking’
EU initiatives concerning least developed countries is called ‘Everything
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but Arms’ (2001). The EU offered to eliminate all tariffs on all imports ori-
ginating in the 48 least-developed countries (39 of them are ACP countries),
but arms and ammunition. There are only a few exceptions: fresh bananas,
rice and sugar. Tariffs on these three goods will be eliminated according to a
special schedule until 2006 for bananas and until 2009 for rice and sugar. All
this is no doubt generous – completely free access by 2009. But compared to
the already prevailing situation, that is, under the Cotonou deal, developing
countries already have an ‘everything but arms’ free access to the EU market.
So who can benefit from the offer? The nine non-ACP developing countries:
Afghanistan, Bangladesh, Bhutan, Cambodia, Laos, Maldives, Myanmar,
Nepal and Yemen. Can this be considered a radically new departure from the
EU development–aid policy? And of course, banana, sugar and rice lobbies
in the EU are also beneficiaries (Curzon Price, 2002, p. 9).

Trade in Bananas

Bananas are one of the world’s most traded fruits. The international market
for bananas is of great importance for the developing countries that export
them. World imports of bananas were worth $5.8 billion in 2001.
Compared with other imported fruits in the same year, it was below the
trade in green coffee ($6.3 billion), but more than imports of either oranges
($2.6 billion) or cocoa beans ($2.6 billion).93 As an agricultural product,
banana cultivation is generally confined to the tropical developing coun-
tries, which are mainly situated in Latin America, the Caribbean, Africa
and certain Asian countries such as the Philippines. Major banana con-
sumers are the industrialised countries in the temperate zone. Bananas are
also produced in the EU in Crete, as well as in overseas departments such
as the Canary Islands, Guadeloupe, Madeira and Martinique. As EU
domestic production does not satisfy internal demand either by quality or
quantity, bananas are imported from abroad – EU imports represented
one-third of world imports of bananas in 2001.

Prior to 1993, the EU had several distinct regimes for the import of
bananas. Belgium, Denmark, Ireland, Luxembourg and the Netherlands
imported bananas predominantly from Latin America, and the only border
measure was the 20 per cent ad valorem tariff. Germany has always had a
tariff-free quota for banana imports from all sources. Britain, France,
Greece, Italy and Portugal limited imports by licence and other quantita-
tive restrictions, while Spain had a closed domestic market.

The objective of the Single European Market was to increase competi-
tion, widen choice and reduce prices for goods and services in the EU
market. This means that all overseas goods that enter the EU need to cir-
culate freely in the internal market. The rules of this market should also be
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applied to the EU internal market for bananas. This meant that the previ-
ous national import systems had to be abandoned in favour of a common
one. Regulation 404/93 introduced a common market organisation for
bananas in July 1993.

The new EU banana imports regime that entered into force in 1993 had
two basic purposes: to create a single internal market for bananas and to
secure access to the EU market for bananas from the ACP countries. The
EU domestically produced bananas (Crete, Canary Islands and the French
Overseas Departments) have a general annual quota of 854 000 tonnes.
Each producing region has a specific quota derived from the quantities pro-
duced in the best year prior to 1991. The basic features of this Byzantine
import system include the following provisions:

● Quota 1: A general annual tariff-free quota for the traditional
imports from the ACP countries is 857 700 tonnes, which is about 15
per cent more than the situation prior to 1993.

● Quota 2: Imports from ACP countries over and above the traditional
level are non-traditional imports. They face a specific tariff of €100
per ton.

● Quota 3: Imports from all other countries, mainly from Latin America
(the ‘dollar area bananas’) have an annual EU quota of 2.1 million
tonnes (following the entry of Austria, Finland and Sweden, the quota
was increased to 2.5 million tonnes).94 This quota was roughly equal
to EU imports of bananas prior to 1993. These imports face a specific
tariff of €100 per tonne.

● Above Quota 3: Any annual EU imports over and above the 2.5
million tonnes quota face a duty of €850 per ton (for ACP countries,
it is €750 per ton).

Detailed specifications on conditions of trade in general, such as quan-
tity, quality, preferences, charges, penalties and so on reduce uncertainty.
However, such managed trade removes one problem (uncertainty), but
introduces another one (too much certainty or rigidity). It distorts market
signals and (mis)leads entrepreneurs down blind alleys (Curzon Price,
1994, p. 3).

The European Commission issues import licences for bananas according
to previous levels of imports. Although the licences are issued free of
charge, there is a secondary market for them among traders who experience
an excess or drop in demand. The Framework Agreement (1994) allowed
the four exporting countries to have export licences. Hence, in order to
export to the EU, traders must obtain both export and import licences. EU
importers must import at least 30 per cent of bananas from ACP countries.
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The new EU banana imports system introduced equity regarding the
treatment of the domestic consumers, although at potentially higher prices,
at least in Germany. As for the producers of bananas, the system is
inefficient. The EU import quotas favour preferential suppliers (ACP) over
the domestic consumers (Read, 1994, p. 232). The efficient and highly com-
petitive ‘dollar area’ producers of bananas, both regarding price and
quality, are handicapped by the new EU system. The EU may divert some
production of bananas from the ‘dollar area’ into the ACP countries, not
on the grounds of efficiency, but on the grounds of the discriminatory
administrative preferences. At the same time, the favoured ACP countries
may have certain medium- and long-term costs, as their inefficient produc-
tion structure is being supported and extended in time. This may postpone
structural adjustment of their economies for the future, when the cost of
such reallocation of resources may be much higher.

In any case, the EU system for the imports of bananas will be subject to
alterations in the future. Domestic consumers may be reluctant to pay more
and get lower-quality bananas from the inefficient (marginal) sources than
would be the case if they were able to acquire bananas from the ‘dollar area’
suppliers. In their fight against the ‘special relations’ of the domestic
administration with the preferred countries, the domestic consumers may
get support from the giant TNCs such as Castle & Cooke, Del Monte and
United Brands and the government of their parent country (US), which
have strong interests in the ‘dollar area’ countries.

This complicated banana regime cost EU consumers an estimated
$2.3 billion a year. However, currently only $0.3 billion reaches the target
developing countries, the rest ‘disappears’in the distribution process (Borrell,
1994, p. 24). One could interpret the cost of this policy as a readiness by EU
consumers to give aid to ACP producers. If that is so, a better policy for both
the EU and ACP producers would be to accept a free trade in bananas and
offer half of the cost of the EU policy to ACP countries in outright grants.

The EU import regime for bananas was so restrictive that four principal
banana producers in Latin America – Ecuador, Guatemala, Honduras and
Mexico – together with the US, requested intervention by the Dispute
Settlement Panel in the WTO in 1996. The next year’s ruling was that the
EU violated the WTO obligations and authorised sanctions on $117
million worth of imports from the EU. The US tariff retaliations were on
British, Italian, French and German exports, but not on Danish and Dutch
ones as these two countries did not support the EU banana import regime.
The real American motives to introduce retaliatory sanctions in 1998
against the EU were highly suspicious as the US grows almost no bananas.
Its stance is dictated by a strong vested interest and lobbying power by
Chiquita Banana.95
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Faced with serious pressure and in breach of the WTO obligations, the
EU introduced a new transitory regime based on tariffs and quotas for the
2001–05 period. This regime would be replaced by a wholly tariff system
from 2006. After a serious eight-year row over the EU banana imports
regime introduced in 1993, the EU and the US agreed in 2001 on a new EU
regime that refers to Quota 3. EU quotas had been distributed on a country
basis; now they are distributed to operators (companies). Traditional
banana ‘operators’ have 83 per cent of the quota, while non-traditional
‘operators’ have 17 per cent – what a victory for free trade principles!

The EU import regime for bananas creates production, market and price
distortions; it wastes resourses; it brings trouble, WTO intervention and
trade sanctions to the world trading system; and ultimately it does not help
those that it has assisted for almost half a century. This aid provided no
incentives to change the current structure of production, and EU consumers
bear the cost of the regime – estimates for the year 1995 are in the range of
€1.2 to €1.9 billion (Messerlin, 2001, p. 324). Most of this goes to banana
distributors in the EU, while the real producers in the poor ACP countries
receive only about 10 per cent of the estimated total cost. Would it not be
better and more effective to give this amount directly to the protected and
inefficient banana producers in the impoverished ACP countries to help
them to start up something else? That is, production of something legal and
profitable, not cocaine, marijuana or opium. Is it not time to recognise
openly that this type of EU aid has failed? The past EU aid in the banana
business was much more of a problem in itself, than it was a solution.

Have the Lomé and Cotonou Conventions Benefited the ACP Countries?

If the ACP countries have been continuously marginalised with regard to
EU trade relations over the past several decades, the question is, were the
Lomé arrangements of any advantage to the beneficiary countries?
Although there is no counterfactual world that would disclose what would
have happened without the Lomé deals, terms of trade would have been
much worse for the ACP countries without the Lomé regime. The Lomé
deals could have supported trade and development of the ACP countries
only if these countries had a sufficient manufacturing capacity to take
advantage of the offered opportunities. Failure to process primary goods
and add value is the chief cause of the relative decline of the ACP countries
in imports to the EU (Cosgrove, 1994).

Concluding the discussion on EU relations with the ACP countries, one
must concede one crucial fact. The Lomé and other preferential deals were
not offered to the ACP countries either because of economic efficiency or
because of altruism. Rather, the deals were offered to the ACP countries,
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even at a certain cost to the EU, because the beneficiary countries were
‘natural’ targets for the intrusion of communist interest at the time. The
Lomé scheme was a product of the Cold War.96 After the disappearance of
the Soviet zone of influence and the Cold War, has the reason for Lomé also
vanished (Curzon Price, 1994, pp. 4–5)? Apparently it has, as there is no clear
evidence that the beneficiary countries really gained from the various con-
cessions. The older and more complex the system becomes, the more admin-
istrative resources it absorbs. Many working hours were lost by firms, by
customs, by forgers of origin certificates, by checkers of these forgeries and
so on. If those countries had been offered MFN treatment, the new system
would have been more efficient from the resource-allocation point of view,
as well as cheaper to run (Curzon Price, 1996a, pp. 73–4). The post-Cold War
era was replaced by the period of ‘globalisation’ which shaped and directed
economic relations between the EU and developing countries. New aspects
such as democracy, human rights, environmental standards, rule of law,
social standards (trade unions, child labour, right to strike) and good govern-
ance have entered the formal relations between the EU and ACP states.97

In general, and in spite of big words, tens of billions of euros in aid and
significant nominal concessions in trade, almost half a century of EU
policy towards the developing countries has produced few tangible longer-
term benefits for these countries. In fact, some developing countries that
did not have preferences in trade with the EU grew faster than those that
had such preferences. A topic for a long and heated theoretical debate and
econometrical research is whether there is an inverse relationship between
economic growth and the availability of preferences in trade.

The ACP countries are no longer a high priority on the EU agenda.
Economic adjustment (reallocation of resources) relies principally on
domestic resources and capabilities. A degree of support from international
organisations including the EU, may be the best answer to the enormous
economic and social problems in the ACP countries. Putting aside the
Lomé preferences that produce, after all, only a marginal effect on the
beneficiaries, the ACP, as well as other developing countries, may wish to
place more emphasis on the WTO and multilateralism in the future, as there
is an obvious risk of ‘donor fatigue’.

Since the Second World War, Africa has received in aid more than any
other continent, yet it has remained impoverished. Aid has promoted
urbanisation and impoverished agriculture. Latin America and South-east
Asia were largely ignored; they have their problems, but these are less acute
than is the case in Africa.

Apart from general political statements about its interest in the ACP,
particularly African countries, the future substantial focus of the EU inter-
est in this group of countries is highly uncertain. Cuts in public spending
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in the EU can reasonably be expected in the future. This would affect ACP
countries too. In spite of grand talk about ‘globalisation’, the focused pri-
ority of the EU in the future is to absorb the East European countries; to
create a stable, peaceful and prosperous neighbourhood in the EU-rim
countries in Europe and in the Mediterranean region. This would all add
to the pressure on developing countries to make internal market reforms
that would stimulate diversification based on local entrepreneurship within
a stable and predictable environment for thriving private business and
investment (domestic and foreign), with the objective of enhancing com-
petitive production and growth. This could assist in the mitigation of a
huge accumulated debt problem in ACP countries. FDI and trade liberali-
sation should be the principal policy tools, while foreign aid need play only
second or third fiddle. Foreign aid ought to be directed towards the creation
of a respectable local economic and social environment.

Trade with China is an important issue (Figure 7.13). China is a devel-
oping country without preferential access to the EU market such as that
enjoyed by the ACP countries. None the less, China has developed its
export industry in such a way that it has become one of the principal
trading partners of the EU. China has a persisting surplus in trade with the
EU. Since 2000, China has been closing in on Japan with respect to its share
in EU trade. In addition, the EU intends to foster special and good rela-
tions with China, which is why China was invited to take part in the EU
Galileo satellite navigation system in 2003.
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GENERALISED SYSTEM OF PREFERENCES

Just like the Yaoundé and Lomé conventions, the GSP was a product of the
Cold War. Negotiations on the GSP took place under the auspices of
UNCTAD during 1964–71. The GSP were supposed to offer two solutions.
First, the domestic market of many developing countries is too small for
the internationally competitive operation of a number of manufacturing
industries. The GSP had to stimulate exports from the developing to the
developed countries and increase the flow of funds to the developing part-
ners through trade (indirectly), rather than through aid and loans (directly).
Second, the intention was to counterbalance the preferential trade agree-
ments between the EU and the select group of the developing countries
(Yaoundé group).

The scheme is generalised because it is granted to the developing coun-
tries by most industrialised ones, and because it includes all industrial
(manufactured and semi-manufactured) goods, as well as specific
processed agricultural commodities. It is preferential because the exported
goods from the developing countries enjoy an advantage over similar
exports from the industrialised countries. Commodities that have under-
gone only limited processing (inputs) are charged lower duties than
finished goods. The more sophisticated the commodity, the higher the
effective tariff protection. The developing countries consider that such a
tariff structure in the advanced countries makes industrialisation and
exporting from developing countries difficult. The developing countries
have always asked for a preferential tariff (and non-tariff) treatment for
their industrial products and components in exports to the advanced
countries. What the GSP offered to the developing world is a tariff-free
treatment (up to a certain quota) of manufactured exports. At the same
time, the developed countries charge customs duties on identical imports
from other developed countries. The GSP offers preferences to the devel-
oping countries that are equal to the difference between the preferential
(lower) GSP tariff and the ‘standard’ tariffs charged on imports of the
same manufactured commodities from the developed countries. A contin-
uous reduction in tariffs under the auspices of the GATT/WTO that are
charged under the MFN clause, led to the devaluation of preferences in
trade that the GSP offers to the developing countries.

One of the basic rules of the WTO is that the participating countries
must, in general, extend to each other the most favourable terms negotiated
with any other single partner (MFN clause). The only exception is when the
preferential terms are the result of an agreement to form a free trade area
or a customs union (Article XXIV). The reasons for the exception of the
GSP from the WTO rules was a recognised need to increase the export
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earnings of developing countries and to support their industrialisation and
modernisation.

The EU introduced GSP in 1971, Japan followed suit during the same
year, while the US did the same in 1976. In general, most of the OECD
countries grant GSP preferences. The beneficiary countries were, until rel-
atively recently, all of the developing countries. Unfortunately, the GSP is
not a single consistent generalised system offered by donor countries.
Rather, it is a myriad of individual schemes offered by each donor country.
The GSP is not a contractual agreement like the Cotonou deal. It is a pref-
erence that is granted, and can also be modified, unilaterally. All develop-
ing countries ought to receive, in principle, preferences in trade from the
developed countries without reciprocity.

The application of GSP has many restrictions. The GSP does not gener-
ally apply to trade in farm, textile and leather goods. The US and Japan have
excluded textile products from their GSP, while the EU has included these
goods into its own GSP, but only to those developing countries that accept
the ‘voluntary export restraint agreement’. The duration of the EU GSP
was ten years. However, this period was insufficient for most of the devel-
oping countries to industrialise and develop, and therefore it was extended.

Every year the EU reviews its GSP and determines the import quota for
each commodity covered by the scheme. Once the quota is used in full, the
EU applies a tariff on further imports. The level of the quota is determined
in relation to the ‘sensitivity’ of the good. The producer’s lobby in the EU is
able to move some ‘non-sensitive’ and ‘semi-sensitive’ commodities into the
group of ‘sensitive’ commodities and decrease the GSP quota accordingly.

The EU has two priorities regarding GSP for the 1995–2005 period.
First, as a tool of development, the GSP needs to be directed towards the
neediest, that is, poorest countries. This means that the EU will implement
‘graduation’, a programme of transfer of preferential margins from rela-
tively advanced to poorer developing countries. This is to avoid the problem
of a high concentration of beneficiary exporting countries supplying a
large share of the total GSP exports. Over half the benefits of the GSP in
1983 accrued only to four relatively advanced beneficiary countries: Hong
Kong, South Korea, Taiwan and Brazil (Karsenty and Laird, 1986, p. 10).98

The purpose of graduation is to enlarge export opportunities for the least-
developed countries.99 However, the cut in the MFN tariffs erodes this
potential benefit. In addition, another objective was to dilute a high con-
centration of GSP benefits on a few relatively advanced developing coun-
tries. As such, the graduation programme is not trade, but development
oriented. Second, as an instrument of economic development, the GSP
needs to take into consideration broader objectives, such as social and
environmental concerns. None the less, the new ten-year scheme would not
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introduce extra benefits to the developing countries over and above those
reached in the Uruguay Round combined with the existing GSP.

A country that wants to receive GSP treatment from the EU has to
submit a certificate of origin showing that the whole or a substantial part
of the value was added (production and/or transformation) in the export-
ing country. The EU grants a cumulative origin principle to the ACP coun-
tries, as well as to some of the integration schemes of the developing
countries (ASEAN and the Andean Pact). The majority of the developing
countries did not get any benefit from the GSP since they did not have the
commodities (industrial base) to help them take advantage of the GSP.

A serious problem with the GSP is its complexity. It is sometimes so com-
plicated that the system itself can represent an NTB. During business nego-
tiations, neither exporters from the developing countries, nor the EU
importers know whether the GSP will be implemented. This is because data
about tariff-free quotas may not be readily available, which introduces an
element of instability.

Overall, the developing countries have had, at best, only modest trade
(and development) gains from the GSP. Tariffs by the EU and other GSP
sponsors are at a relatively low level. Hence, the margins of preference and
a limited commodity coverage of the GSP do indeed offer relatively small
advantages in trade to the developing countries. An estimate for 1983
concluded that imports by the GSP donor countries from the beneficiary
developing countries were only 2 per cent higher than they would have been
otherwise (Karsenty and Laird, 1986, p. 9). If such a situation in trade and
development does not change, the developed countries may soon face a
choice between an increase in the importation of goods from the develop-
ing countries or an inflow of immigrants from the same source.

Although the second EU GSP scheme expired at the end of 1990, its
application was extended until the end of 1994, pending the outcome of the
Uruguay Round negotiations. A new EU GSP scheme for manufactured
goods was put in place in 1995. The new scheme has four features:

● The quotas on GSP imports from the previous system were com-
pletely replaced by tariff modulation. Duties on imports of very sen-
sitive products (textiles and clothing) would be reduced by 15 per
cent, the reduction for sensitive products is 30 per cent, while for non-
sensitive ones it is 65 per cent.

● The EU will apply the policy of graduation. GSP would be reoriented
towards low- and medium-income countries which so far have had
little benefit from the system.

● An additional margin of preference would be granted to countries that
comply with certain labour (freedom of association, minimum-age
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employment, collective bargaining) and environment standards
(forest management).

● GSP may be withdrawn if there is a violation of human rights in the
beneficiary country.

The immediate benefits of the new GSP system are that it is much simpler
to operate than previous ones, and it abolished disruptive quotas.

The current EU GSP (1995–2004) awards tariff reduction preferences in
three ways: (1) modulation: tariff concessions vary according to the degree
of import ‘sensitivity’of the good, (2) graduation: least-developed countries
have trade preferences almost the same as those given to the ACP countries,
while countries that reach a certain level of development measured by GDP
per capita are excluded from GSP. This happened in 1998 when Hong
Kong, Singapore and South Korea were excluded from EU GSP as they
each have GDP per capita over $8000; and (3) incentives: if a developing
country meets social and environmental standards (‘green premiums’), the
EU may improve tariff benefits.

ECONOMIC RELATIONS WITH OTHER
DEVELOPING COUNTRIES

EU contractual relations with the Mediterranean countries are much less
comprehensive than those with the ACP group. The Mediterranean coun-
tries are, together with the transition countries of Eastern Europe, the EU’s
closest neighbours. One of the major stumbling blocks in trade relations
was the fact that the Mediterranean countries produce similar agricultural
commodities (wine, olive oil, citrus fruits, vegetables) to the ones produced
in southern Europe, in particular Greece, Italy, southern France, Spain and
Portugal, as well as textiles.

In the late 1960s the EU concluded trade agreements with Greece,
Turkey,100 Israel, Tunisia, Algeria and Morocco, but it was only in 1973 that
the EU introduced its global strategy towards the Mediterranean countries.
The reasons for this late start were, on the one hand, France’s insistence on
relations with the select group of the developing countries (ACP) and, on
the other, Dutch and German objections to such selectivity. As for Italy,
there was a problem that agricultural production would be jeopardised by
a more liberal treatment of imports from the southern Mediterranean
countries.

Bearing in mind its special historic, economic, political and strategic
interest in the Mediterranean region, the EU delivered its ‘global strategy’.
The main features of this policy were proposals to create a free trade area
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in industrial goods between the EU and each country in the Mediterranean
region, industrial cooperation, technical and financial aid, as well as
concessions in farm imports to the EU that do not interfere (much) with
the CAP. The most striking feature was that the EU wanted free trade in
industrial goods, while on the other hand, did not either allow for a free
movement of labour or permit free trade in agricultural goods in which the
Mediterranean countries have comparative advantages.

Countries included in the global strategy were the Maghreb countries
(Morocco, Algeria and Tunisia), Mashreq countries (Egypt, Jordan,
Lebanon and Syria), Israel, Libya, Turkey, Cyprus, Malta and the former
Yugoslavia. Greece, Spain and Portugal were included before their entry
into the EU in 1981 (Greece) and 1986 (Spain and Portugal).101 The EU
offered these countries duty-free access for their manufactured goods,
various concessions in imports of agricultural commodities, EU grants and
loans from the EIB.

So far the EU has concluded two generations of agreements with the
Mediterranean countries, ranging from non-preferential treatment, to
cooperation to association. The main features of these deals are EU con-
cessions in trade. The EU and Cyprus concluded negotiations in 1987 on
the creation of a customs union. This was the first such agreement between
the EU and an outside country. In 1995, the EU concluded association
agreements with Israel, Morocco and Tunisia. Similar agreements are in
preparation for a few other countries.

A grand conference took place in Barcelona in 1995 between the
12 Mediterranean and EU(15) countries which was supposed to
strengthen peace and prosperity in the region, as well as bring free trade
in manufactured goods across the Mediterranean by 2010. In addition, the
EU offered an aid package of €4.7 billion and loans from the EIB.
However, the basic objectives of such moves by the EU were two: first, to
create the economic and social conditions that prevent emigration from
southern Mediterranean countries into the EU; and, second, to address
the threat of militant Islamic fundamentalism. Time will tell if this move
by the EU has been too little, too late.

In spite of various good intentions, talks, meetings, declarations, hopes
and promises, EU private investors are not much interested in southern
Mediterranean countries. There is little real ‘cultural dialogue’ and the EU
fears a flood of illegal immigrants. In addition, since the fall of the Roman
Empire and the arrival of Islam, confrontation has been common, while
harmony in the Mediterranean has been rare. As far as most of the
12 Mediterranean countries are concerned, they should reform their tax
system in order to profit more from the offered opportunities. They would
have to reduce reliance on import duties as a source of public revenue and
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introduce a sales tax instead. This may be a bitter pill for many countries
to swallow.

The EU is very dependent on the imports of Middle Eastern oil. The vul-
nerability of the EU in this regard was obvious during the Yom Kippur war
of 1973. The EU aims to secure oil supplies through Euro-Arab dialogue.
This dialogue has a very strong political element, derived from the Arab
states. If Arab countries unite in their relations with the EU, they will be
able to win important concessions from the EU in the short run. However,
due to deep-rooted divisions and hostilities among the Arab countries
about the general issue of who is going to lead the Arab world, this outcome
is far removed from reality. Apart from Morocco and Tunisia, most other
Arab countries’ major export item is oil, which enters the EU duty free.

Until the British entry into the EU (1973), the Commonwealth countries
enjoyed tariff preferences on the British market. After the British entry, the
EU concluded cooperation agreements with countries in the Indian sub-
continent: Bangladesh, India, Nepal, Sri Lanka and Pakistan. These agree-
ments provide for reductions in tariffs, consultation and an exchange of
information. However, the countries were excluded from the Lomé deals,
not because they were more developed relative to other ACP countries, but
because they were comparatively large countries with a sufficient manufac-
turing capacity to present a competitive threat to the EU manufacturers.
The EU signed a similar agreement with ASEAN102 in 1980 which was
aimed at the promotion of trade, technical cooperation and a stimulation
of investment in the ASEAN region. China is also a beneficiary of an agree-
ment from this family. EU agreements with countries in Latin America are
relatively recent in origin. The EU intends to penetrate the huge markets of
the countries in the ‘Green Continent’. In doing this, the EU needs to bear
in mind the strategic interests of the US in the region. Beneficiaries of
agreements with the EU are the Andean Pact,103 MERCOSUR104 coun-
tries, Mexico and a number of Central American countries. The deals often
offer ‘special’ treatment for exports of sugar, jute and cocoa products from
countries such as Bangladesh, India and Sri Lanka.

DEVELOPING COUNTRIES: A RECAP

EU trade policy towards developing countries has two basic elements: con-
cessions and aid. The EU depends on imports of raw materials, so it needs
secure supplies and good export outlets for its manufactured goods. Hence
the need for the development of cooperation with developing countries.
None the less, trade had lost a lot of relevance for EU relations with the
ACP countries.
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The development cooperation policy of the EU was very selective
regarding preferences in trade and aid. This policy was Afrocentric (espe-
cially sub-Saharan Africa). The Lomé deals included initially (only) half of
all developing countries. None the less, many of the ACP countries are
among the poorest countries in the world and they obtained certain pref-
erences in trade and aid. Because of the eastern enlargement and proxim-
ity of the transition economies of Eastern Europe, the EU is shifting its
trade and aid focus eastwards. There is a kind of donor fatigue with the
countries of the south as decades of preferences in trade and about €30
billion of aid to the ACP region produced little positive result. In fact, the
lone-wolf development policies of the ‘Asian tigers’105 proved to be much
more productive than the policies of mollycoddling through preferences in
trade and aid. Therefore, it should come as no surprise that many develop-
ing countries would be well advised to help themselves in future, as there
will be little direct aid available. Trade is neither a panacea for all economic
illnesses, nor a replacement for a sound domestic economic policy. Trade
only offers opportunities for competition to participants, it reduces the
power of vested interest. Possibilities to trade offer the poor much more
than aid and debt relief. This should not be a cause for much concern (one
may even be indifferent to such a change) as there is little, if any, evidence
of the impact of aid on economic growth and efficiency. Of course, a certain
level of aid will always be necessary, but only for disaster relief and for a
small group of the poorest and neediest countries.

The EU policy towards the select ACP developing countries is embodied
in the Cotonou Agreement and a chain of previous Lomé deals. However,
the developing countries that remained out of such preference agreements
did better in trade and exports to the EU than the ACP countries. The EU
continues to import raw materials from ACP countries, while ACP countries
import industrial commodities from the EU. Lomé and Cotonou have not
changed these trends. This may have led some observers to look at the Lomé
conventions and the Cotonou deal as a failure. However, this conclusion
may not be fully substantiated as certain ACP countries expanded the range
of goods in exports. Although relations under these special deals were
deemed to be of equality and interdependence, they turned out to be a
system of unilateral preferences and aid to the ACP countries from the EU.

France has succeeded in keeping out of special EU deals with Asian
countries that were former British colonies. The EU can offer the GSP and
cooperation agreements to the developing countries which are not included
in the Cotonou deal. The EU has concluded various trade agreements with
countries in the Mediterranean, the Indian sub-continent, ASEAN and
Latin America. The ACP countries and France would like to see the
Cotonou agreement as a permanent means of EU–ACP cooperation. The
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ACP group would like to receive larger funds from the EU and its member
countries. At the same time, the ACP countries would not welcome an
expansion in the Cotonou membership since this would mean a loss of their
position in the EU market.

The EU helps the development of industrial activity in the developing
countries, but as soon as exports from these countries become competitive,
the EU imposes import restrictions (the best example was the Multifibre
Agreement). Probably the most suitable way to help developing countries
would be to grant certain preferences in trade for a limited period of time.
This could be coupled with a particular, conditional aid package in order
to develop entrepreneurship in the developing countries. Since the middle
of the 1990s the EU has forcefully pursued a policy of replacing non-
reciprocal preferences for the developing countries in the Mediterranean,
Latin America and with South Africa, by bilateral free trade agreements.

The Lomé agreements and the new Cotonou deal were as much praised
as criticised. They were condemned because they do not cover all develop-
ing countries and because they do not solve the problem of trade in textiles
and temperate agricultural commodities. Stabex is, without any doubt, the
most important innovation in the economic relations between the North
and the South. None the less, its coverage of export commodities is limited
and its budget was often short of funds. The EU started introducing human
rights clauses in its trade deals with external countries. If these clauses are
violated, the EU reserves the right to suspend its concessions.

The Single European Market and the EU eastern enlargement may have
little direct effect on the developing countries. If they bring an acceleration
of economic growth in the EU, that may have a potential spillover effect on
an increase in imports by the EU from the developing countries. In fact, this
has taken place regarding imports from certain Asian developing countries.
The biggest impact of the Single European Market on the developing coun-
tries may not necessarily be traced in trade, although the developing coun-
tries may be adversely affected in the short run by the new EU standards
(environment, for example) that could be met only at relatively high costs.
The greatest effect may be found in investment diversion. No matter how
small those flows were/are to the developing countries, they may be diverted
both to the EU because of the growth effects, and to Central and Eastern
Europe.

Apart from some agricultural commodities, the EU is more or less an open
market for the commodity exports from the developing countries. The
paradox is that the most successful exporters have been the developing
countries that suffered the highest EU exports restrictions. This suggests that
the EU border protection was a relatively small barrier to the developing
countries’ exports. Bigger obstacles were unfavourable domestic conditions
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and policies in the developing countries such as distorted exchange rates,
inadequate incentives and poor infrastructure.

7. Preferred partners
The agreements that the EU offers to its external partners have several
common features, but two are particularly striking. First, as a rule, deals
basically refer to liberal, even free trade regimes for manufactured goods.
Agricultural goods are generally excluded from coverage, although there
may be select (reciprocal) concessions. Second, if partners are on a lower
level of economic development than the EU countries (developing countries
or transition countries, but not EFTA), the EU offers asymmetric deals.

A formidable collection of preferential and regional trade agreements by
the EU is presented in Tables 7.13 and 7.14, respectively. While these lists
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Table 7.13 EU preferential trade agreements

Parties to regional trade or preferential trade agreements with the European
Union, and beneficiaries of EU preferential arrangements, in force as of April 2002

Europe Agreements: Bulgaria, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, Slovakia, Slovenia

Association Agreements: Cyprus, Malta, Turkey

Stabilisation and Association Agreements: Former Yugoslav Republic of
Macedonia (FYROM), Croatia

Euro-Mediterranean Association Agreements: Israel, Morocco, the Palestinian
Authority, Tunisia

Cooperation Agreements (Euro-Med Association Agreements concluded, but not
in effect, or under negotiation): Algeria, Egypt, Jordan, Lebanon, Syria

Other Free Trade Agreements: Denmark (Faroe Islands), Iceland, Liechtenstein,
Mexico, Norway, South Africa, Switzerland

Other Customs Unions: Andorra, San Marino

Association of Overseas Countries and Territories (OCT): Anguilla, Antarctica,
Aruba, British Antarctic Territory, British Indian Ocean Territory, British Virgin
Islands, Cayman Islands, Falkland Islands, French Polynesia, French Southern
and Antarctic Territories, Greenland, Mayotte, Montserrat, Netherlands Antilles,
New Caledonia, Pitcairn, Saint Helena, Ascension Island, Tristan da Cunha, South
Georgia and the South Sandwich Islands, St. Pierre and Miquelon, Turks and
Caicos Islands, Wallis and Fortuna Islands



demonstrate a variety of concerns and EU preferences about relations with
various trading partners, they also show that the EU ought to run parallel
multiple trading regimes in the international trading environment. While
this may assist in the process of aid to the preferred partners, it may also
complicate the spirit of general liberal trade relations.
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Table 7.13 (continued)

Parties to regional trade or preferential trade agreements with the European
Union, and beneficiaries of EU preferential arrangements, in force as of April 2002

EU–African, Caribbean and Pacific (ACP) Partnership: Angola, Antigua and
Barbuda, Bahamas, Barbados, Belize, Benin, Botswana, Burkina Faso, Burundi,
Cameroon, Cap Verde, Central African Republic, Chad, Comoros, Congo, Cook
Islands, Dem. Rep. of Congo, Côte d’Ivoire, Djibouti, Dominica, Dominican
Republic, Equatorial Guinea, Eritrea, Ethiopia, Federated States of Micronesia,
Fiji, Gabon, Gambia, Ghana, Grenada, Guinea, Guinea-Bissau, Guyana, Haiti,
Jamaica, Kenya, Kiribati, Lesotho, Liberia, Madagascar, Malawi, Mali, Marshall
Islands, Mauritania, Mauritius, Mozambique, Namibia, Nauru, Nigeria, Niue
Islands, Palau, Papua New Guinea, Rwanda, St. Christopher and Nevis, St.
Lucia, St. Vincent and the Grenadines, Samoa, São Tomé and Príncipe, Senegal,
Seychelles, Sierra Leone, Solomon Islands, Somalia, South Africa, Sudan,
Suriname, Swaziland, Tanzania, Togo, Tonga, Trinidad and Tobago, Tuvalu,
Uganda, Vanuatu, Zambia, Zimbabwe

Autonomous Trade Measures for the Western Balkans: Albania, Bosnia-
Herzegovina, the Federal Republic of Yugoslavia, Kosovo

Generalised System of Preferences (GSP) only: Afghanistan, Argentina, Armenia,
Azerbaijan, Bahrain, Bangladesh, Belarus, Bhutan, Bolivia, Brazil, Brunei
Darussalam, Cambodia, Chile, People’s Republic of China, Colombia, Costa
Rica, Cuba, East Timor, Ecuador, El Salvador, Georgia, Guatemala, Honduras,
India, Indonesia, Iran, Iraq, Kazakhstan, Kyrgyzstan, Kuwait, Lao People’s Dem.
Rep., Libyan Arab Jamahiriya, Malaysia, Maldives, Moldova, Mongolia,
Myanmar, Nepal, Nicaragua, Oman, Pakistan, Panama, Paraguay, Peru,
Philippines, Qatar, Russian Federation, Saudi Arabia, Sri Lanka, Tajikistan,
Thailand, Turkmenistan, Ukraine, United Arab Emirates, Uruguay, Uzbekistan,
Venezuela, Vietnam, Yemen, American Samoa, Bermuda, Bouvet Island, Cocos
Islands, Cook Islands, Gibraltar, Guam, Heard and McDonald Islands, Macao,
Norfolk Island, Northern Mariana Islands, United States Minor Outlying
Islands, Tokelau Islands, Virgin Islands (USA)

Note: Least-developed countries in italics.

Source: WTO Secretariat, based on DG Trade (2001), in WTO (2002).
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A far as third countries are considered, the EU offered the most
favourable trade treatment to those EFTA countries that take part in the
EEA (Figure 7.14). ‘Below’ the EEA partners came the ACP countries
(Cotonou Agreement), then come the countries with association agree-
ments (transition economies and several Mediterranean countries).
Further down are countries that are privileged under the GSP, and then the
countries that are offered MFN status. At the very bottom of this pyramid
of privileges in trade were countries that were not members of the WTO.

This pyramid of trade privileges with the EU was in existence until the end
of the 1980s. It crumbled following the fall of the Berlin Wall when a new set
of trade arrangements with Central and East European countries emerged.
Within a brief period they moved from the very bottom to the very top of
‘preferred’ countries. Hence, a complex ‘spaghetti bowl’ of trade deals
replaced the old EU pyramid of privileges (Figure 7.15). In any case, through
this ‘bilateral way’ the EU entered into the role of a regional hub, while most
of the other partners are the trade (and investment) ‘spokes’. The spaghetti
bowl is further seasoned with the formidable entry process of transition
countries and deals with Mediterranean and Latin American countries. If all
this looks complicated, difficult and confusing, that is because it is.

8. Conclusion
The external trade policy of the EU is founded in general on liberal princi-
ples. Trade is taken to be beneficial, not because it creates jobs, but rather
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because it improves the allocation of resources which stimulates growth. So
much for the declared trade philosophy. In practice, the EU has taken
important liberalising steps, even in sensitive areas. However, the problem
is that these bold steps have been confined only to select countries. The EU
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Figure 7.15 Preferential trade agreements of the European Union in 1996



has considerable discretionary power to differentiate (even discriminate)
among its trade partners by offering or not offering different types of trade
and other agreements. Although member countries of the EU are members
of the WTO, which promotes multilateralism, the EU ‘rewards’ its foreign
friends with special bilateral trade agreements.

The EU has a passion for preferential (that is, discriminatory) trade
agreements, which were often used as carrots and sticks in trade relations.
Almost 80 ACP developing countries (mostly former colonies) benefited
from ACP conventions that offered trade concessions and aid from the EU.
These conventions had a negative effect on the beneficiary countries. ACP
exporters were ensured of access to the EU markets so they did not lobby
their own governments to open domestic markets as a quid pro quo for
access to foreign markets. The domestic political engine (export lobbies)
behind trade liberalisation was destroyed. To make things worse, just before
independence,

[S]ubsidiaries of EC firms constituted the core of the modern industrial sector
in ACP countries, and became the major beneficiaries of growing ACP protec-
tion – enjoying considerable monopoly rents when things were still going well,
end benefiting from subsidies granted by the ACP host countries (and often
financed by EC member-state aid funds) when things turned bad. (Messerlin,
2001, p. 204)

International trade liberalisation in the post-1960s, as well as extension
of the GATT and later the WTO into new areas such as services, could have
been slower in the absence of the ‘challenge’ posed by the evolution of the
EU (Blackhurst and Henderson, 1993, p. 412). Krugman reached a similar
conclusion (1995b, p. 181). None the less, there are certain reasons to
suppose that the impact of the EU on the multilateral trading system has
not been entirely benign (Winters, 1994, p. 602).

The EU trade policy is sometimes under strong pressure from vested inter-
ests and lobbies that frequently and forcefully demand protection. Farmers
are the most obvious example, followed by both manufacturers (whose
output), and trade unions (whose jobs) are ‘jeopardised’by a surge of foreign
imports (steel, for example). Their influence is strong during recessions.
There are constant opportunities to employ ‘temporary’safeguard measures
as allowed by both the Treaty of Rome (Article 120) and the GATT (Article
XIX). This introduces uncertainty in trade relations. However, consumers
are becoming more and more aware of the cost of protection.

Most of the recent international conflicts in commerce among the major
trading partners (the EU, the US, Japan and the newly industrialised coun-
tries) can be found in trade in specific goods. These deal with industrial
policy and free competition (antidumping, standards, subsidies, origin,

560 The economics of European integration



market access, public procurement), intellectual property rights and
TRIMs. Most of these conflicts arise in relation to high-technology and
farm goods. These goods and many fast-growing and lucrative services
linked to them (telecommunications or data processing, for example)
encompass an ever-growing share in international trade and provide super-
normal profits (rents) to those that are ahead of other competitors. Being
ahead of the others provides the opportunity to set standards that may
prevail long into the future. As the manufacturing of the goods and the pro-
duction of services is based on market imperfections (economies of scale,
sunk costs, R&D), frictions in trade in such goods may not be excluded in
the future, unless there is a reliable and effective conflict resolution mecha-
nism that the WTO is supposed to provide.106

The principal trading countries and blocs may wish to consider moving
away from preferential trade deals towards multilateral WTO agreements
in the future. Preferential (bilateral) trade deals are often made with coun-
tries that include efficient world producers of certain goods. As such, they
exert the same adjustment pressure and costs on the EU producers as
do the WTO deals. However, these preferential deals do not bring with
them the widest market access for EU goods and services, as do WTO
agreements.

In conclusion, David Hume wrote in his essay ‘Of the jealousy of trade’
in 1752 a message that is at least as relevant today as it was during his time
and even much earlier (see the opening quotation in this chapter from 3
John 2):

I will venture to assert, that the increase of riches and commerce in any one
nation, instead of hurting, commonly promotes the riches and commerce of all
its neighbours; and that a state can scarcely carry its trade and industry very
far, where all the surrounding states are buried in ignorance, sloth, and
barbarism. . . . I shall therefore venture to acknowledge, that, not only as a man,
but as a British subject, I pray for the flourishing commerce of Germany, Spain,
Italy and even France[107] itself. I am at least certain, that Great Britain, and all
those nations, would flourish more, did their sovereigns and ministers adopt
such enlarged and benevolent sentiments towards each other.

Notes
1. Common instruments of EU commercial policy include the common external tariff,

quantitative restrictions, customs valuation regulation, rules of origin, antidumping and
countervailing policy, common trade arrangements with external countries and mea-
sures to counter the violation of intellectual property rights.

2. Article 115 in the original Treaty of Rome referred to a similar issue. The removal of
internal border controls achieved by the Single European Market rendered Article 115
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ineffective. In any case, the authorisation of actions (most of them referred to trade in
textiles) based on this article were in a steady decline during the 1980s. From over 300
authorisations in 1980, the number had more than halved by the end of the decade.

3. One of the crucial French demands during the negotiations that led to the signature of
the Treaty of Rome was an association of its overseas territories. France was a big colo-
nial power at that time and wanted its colonies, predominantly in Africa, to get prefer-
ential status in trade with the EU. At the same time, Germany and Italy wanted to secure
their traditional suppliers for bananas and coffee. So, a liberalisation of trade within the
EU coexisted with ‘special’ trade relations with select external countries.

4. The examples include countries such as Haiti, Iraq, Libya and Yugoslavia.
5. This section gives no more than a brief outline of the basic theory of customs unions.

For a broader treatment of the issue, see Baldwin and Venables (1995), Baldwin (1997),
Jovanović (1998a), Robson (1998) and Panagariya (2000).

6. There are difficulties in explaining to the general public that half a loaf of bread in
certain cases may be worse than none.

7. Countries tend to specialise and export goods for which they have a relatively large
domestic market. It is this domestic demand or ‘home market’ effect (Linder, 1961;
Krugman, 1980) that induces production, rather than domestic factor endowment. The
response by firms to strong local demand for a product is so powerful that it leads this
country to export that product. Countries have a competitive edge in the production of
these goods and thus gain an advantage in foreign markets, while they import goods
demanded by a minority of the home population. The factor endowment or compara-
tive advantage model would not predict the home market effect. However, economic
geography would predict such effects. The US, Japan and Germany have the greatest
comparative advantage in goods for which their home market is relatively big. These are
standardised goods for mass consumption. Empirical investigation by Davies and
Weinstein (2003) found support for the existence of home market effects, as well as for
the role and importance of increasing returns in determining the production structure
for the OECD countries.

8. Income may be distributed to a small part of the population (landowners or owners of
capital), who may easily spend it on imported luxury goods and services. This may
prevent the establishment of industry in their area or country. If income is predomi-
nantly distributed in favour of a large number of families that demand home-made
goods and services, this may have a strongly positive impact on the location of firms in
the domestic market.

9. Ageing population and retirement patterns influence trade. The old demand health-
related goods and services. A significant number of retired Germans move to Spain to
enjoy a milder climate and a lower cost of living. They have specific demands that have
a partial influence on trade.

10 . Quotas are another instrument, but this one makes it pointless for producers to compete
against each other. Quotas are more harmful than tariffs because their impact on rising
prices to consumers is hidden. Hence, they may spread without check.

11. In general, EU integration has benefited third countries. The major exceptions are the
countries that specialised in temperate agricultural goods covered by the CAP (Sapir,
1992, p. 1503). The Single European Market has been trade creating both for the EU and
for external producers (European Commission, 1997b, p. 3). Hence, there was no need
for retaliation.

12. This is part of the reason why highly protected countries, such as those in Eastern
Europe before the transition period had, in general, a poor export performance in
Western markets.

13. For the countries that enter an already existing customs union, this effect starts the
moment there is a serious promise, announcement and possibility of full entry.

14. When there are significant scale and learning economies, risk-loving firms have incen-
tives to set current prices not on current costs, but rather on the costs they expect to
achieve in the future once full economies of scale are reached.
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15. The first disk that Microsoft produced with Windows 2000 cost Microsoft about half a
billion dollars. The second disk cost them three to four cents, just the cost of reproduc-
ing the first one. The cost of the third was three to four cents, and so on. Start-up costs
are immensely high (Arthur, 2002, p. 2).

16. Barter terms of trade are measured by how many units of domestic good have to be
exported to pay for one unit of imports. Factorial terms of trade are measured by how
many hours of foreign labour can be paid by exporting the output of one hour of domes-
tic labour.

17. Alternatively, the government may offer subsidies. In this case, foreign taxpayers foot the
bill.

18. A TRIM is a new name for the ‘old’ performance requirements.
19. These grey-area measures insulate users from exchange rate fluctuations. Hence, market

signals get distorted.
20. The developed market economies granted the developing countries an exception from

reciprocity. Although this might have been a concession given to the developing world,
in some cases, indeed, this ‘concession’ excluded the developing countries from negotia-
tions about certain trade issues. As these countries ‘graduate’ in their development
process, as the newly industrialised Asian countries have done, there is an understand-
able demand that there needs to be an exchange of concessions between the developing
countries and the developed market economies. This has, in fact, taken place, during the
Uruguay Round.

21. The Cairns Group includes countries that are significant exporters of agricultural
products.

22. The formal name of the MFA is the Arrangement Regarding International Trade in
Textiles. This waiver from GATT rules started as a short-term trade measure, at the
request of the US, with restraints on trade in cotton textiles in 1961. It was subsequently
broadened to include wool and man-made fibres, hence the name MFA. There were
about 30 countries involved in these bilateral deals, which all ended in 1994. Since then,
WTO rules have applied.

23. Countervailing duties are the trade devices of strong partners (antidumping duties are
too, but to a lesser extent). Tariffs and quotas are available to all countries. Opponents
of the use of countervailing duties in the US have urged Canadian firms to start coun-
tervailing cases against the US, in order to show that the Americans also subsidise.
Canadian enterprises responded that if they do that, the Americans will find some other
way to retaliate against them (Lipsey, 1991, p. 100).

24. NTBs have continuously irritated international trade relations. The most striking mani-
festation of international concern about the reduction of NTBs can be found in the
extended scope of the Uruguay Round of tariff negotiations beyond the ‘traditional’
GATT agenda. On the regional scale the EU White Paper (European Communities, 1985)
and the subsequent Single European Act (1987) aimed to complete the internal EU
market and create an economic area without frontiers. For EU residents, of course. This
ambitious programme intended was to eliminate or reduce substantially NTBs that
hinder the free creation and operation of economic activities in the EU.

25. The simple average of all tariffs takes no account of the relative importance of different
weights of goods in imports.

26. The introduction of a new good depends not only on fixed costs and expected benefits,
but also on substitution and complementarity with those goods that already exist on the
market.

27. Fourteen member countries in the Cairns Group are developing countries.
28. Bulletin Quotidien Europe, 10 September 2003, p. 4.
29. Developing countries are highly suspicious about these rules. After the failure of the

Multilateral Agreement on Investment under the auspices of the OECD in 1998, devel-
oping countries look at this issue as a plot by the developed world that wants to place
the burden of protection on the developing countries, without adequate compensation
(for example, a liberal treatment of migrant workers from the developing countries).
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30. Before Doha, the US was pushing hard the issue of workers rights’ (freedom of associ-
ation, child labour, labour in prison camps and so on). The developing countries were
suspicious about this. They regard this issue as a back-door attempt to legitimise pro-
tection. In addition, children are often forced to work because their parents’ income is
insufficient to cover the family needs. Their parents ought to have better paid jobs. This
is a case for a more liberal trade regime in relation to the developing countries’ exports,
rather than more restrictions. If the parents cannot generate enough income, children
may be forced to work. If the children cannot go to school and if they are directly or
indirectly forbidden to work by the WTO rules, what is the alternative – theft or child
prostitution, perhaps?

31. See Chapter 4 on the CAP.
32. As there were no violent demonstrations (as in Seattle in 1999) to blame for the failure

of the meeting, the WTO member countries have only themselves to blame.
33. Guy de Jonquieres, ‘Crushed at Cancun’, Financial Times, 15 September 2003.
34. A big obstacle in dealing with Russia is domestic energy prices, which are about one-fifth

of the price prevailing on the EU market. Russia may easily be accused of granting indi-
rect subsidies to the entire economy. However, as the largest producer and exporter of
natural gas, Russia has a ‘natural advantage’ that may allow lower prices. Interestingly,
nobody censures Italy or Spain about indirect subsidies that come from access to the
southern sun, which provides a natural advantage in the production of fruit and vegeta-
bles, and also reduces heating costs throughout the economy. Nobody accuses them of
unfair competition.

35. Canon invested over $100 million and located a new production facility for photocopiers
in the US, rather than build it in China or Malaysia where the production costs are lower.
The reason was a special NAFTA rule of origin for copiers which requires 80 per cent
of local value added (UNCTAD, 1999b, p. 15).

36. A comparative study of antidumping actions in the US, EU, Canada and Australia con-
cluded that 90 per cent of imports that were unfairly priced according to antidumping
rules would be found to be fairly priced under corresponding domestic rules of compe-
tition (UNCTAD, 1999b, p. 17).

37. If a government of one country subsidises exports, then another country has the right to
introduce countervailing duties. As governments of at least two countries are involved,
this dispute often becomes visible.

38. Another complication presents the practice of ‘zeroing’. Goods priced above home
market prices are ignored for the calculation of average dumping margin. Therefore, the
final antidumping duty is inflated.

39. Public procurement contracts that surpass certain thresholds must be advertised in the
Official Journal. The directives operate within many different thresholds. For example,
the threshold for public works is €5 million, supply contracts for various goods and ser-
vices all have different thresholds which are about €0.2 million. There are, of course,
loopholes. For example, certain public works may be split into a number of smaller ones
that are below the limit. Another way of avoiding EU scrutiny is to underestimate the
value of the procured goods and services. The supply of military goods is excluded from
these rules.

40. Financial Times, 10 May 2000, p. 2.
41. The Associazione exported to Britain more than 6 million packets of pre-sliced Parma

ham in 2002 (The Independent, 21 May 2003).
42. Financial Times, 11 January 2004 and 4 February 2004.
43. In 1999, 54 per cent of all EU products followed EU standards, another 28 per cent fol-

lowed international standards, while the remaining 18 per cent of products were covered
by national standards. In 1987, the share of national standards was 72 per cent (direct
communication from the European Commission).

44. It was the US demand to exclude agriculture from the agreement that resulted in the for-
mation of the GATT. This resulted in a later backlash against the US in farm trade with
the EU and Japan.

45. Old Article 115.
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46. Between 1989 and 1991, the annual imports of Japanese cars into Italy more than
doubled from 10 000 to 22 000 (Financial Times, 5 August 1991).

47. S. Druker, ‘America’s hypocrisy over modified produce’, Financial Times, 18 May
2004, p. 19.

48. Yes, proportional. This may be perfect in theory, but how to ascertain it in practice? 
49. There was little that the European Commission could do against the French unilateral

action. This was not because of the fear of protests in France, but because it would take
up to two years to settle the dispute in the European Court of Justice. ‘If the Commission
cannot bring the “offenders” into line fast, its confidence can be seriously damaged.
Therefore, a change in the EU rules is necessary that would provide the Commission with
the necessary instruments for a quick reaction’ (European Voice, 28 October 1999, p. 11).

50. An example is cars produced by Nissan in Britain. France limited imports of Japanese
cars to 3 per cent of the domestic market and claimed that the Nissan Bluebird cars pro-
duced in Britain were Japanese in origin. An earlier informal guideline stated that
Japanese cars produced in the EU would receive preferential (domestic) treatment in the
EU market if local EU content was at least 60 per cent. In 1988, France proposed an
increase in this threshold to 80 per cent. Currently, in order to qualify for national treat-
ment in the EU, the produced (assembled) cars must have 60 per cent of local (EU)
content.

51. This share excluded the intra-EU(15) trade. If trade among EU member countries is
included, then the EU share in world trade would increase to 39 per cent.

52. WTO, Press/337, 22 April 2003.
53. In order to alleviate food crises in Africa in 2003, the US offered food aid containing

genetically modified organisms. This was, however, rejected by several African countries.
The US accused the EU stance for worsening the food crises in Africa. (Financial Times,
18 August 2003).

54. F. Williams, ‘EU may face ruling on biotech food curbs’, Financial Times, 18 August
2003.

55. Financial Times, ‘Faith in science,’ 22 July 2003.
56. The US continues to maintain an aggressive export policy for farm goods through

various subsidies. The US Farm Security and Rural Investment Act (2002) greatly
increased the distortionary effect of farm subsidies.

57. Financial Times, 15 October 2003.
58. Financial Times, 19 October 2003.
59. Political considerations for the introduction of protection in the US are presented in

Finger et al. (1982).
60. Contrary to such selective reciprocity, which inspires the creation of regional trading

blocs, the WTO stands for a broad-based exchange of concessions in international trade
relations.

61. Super 301 was designed to provide a quick response retaliation and to send strong signals
to foreign partners. This was a reaction to the long and costly delays common in the
application of Section 301.

62. Another anti-multilateral signal that the US is sending is a resort to bilateral deals in
trade relations.

63. In general, most of the recent frictions in international trade come from conflicts in trade
in specific goods, rather than from the conduct of global policies that distort trade. In
that light, the polemic about the 301 legislation raised three basic issues: has the US the
right (legal/moral) to circumvent the WTO rules and to prosecute, judge and retaliate
unilaterally? What would be the consequences if other countries follow a similar unilat-
eral path? Do small trading partners have any chance of refusing to ‘negotiate’ in such
circumstances? Is this a version of the old ‘gunboat diplomacy’? 

64. This agreement liberalised about $100 billion worth of procurement opportunities on
both sides of the Atlantic (European Commission, 2002b, p. 37).

65. Boeing’s financial statement for 2001 shows that the FSC benefit amounted to $222
million which represented about 8 per cent of Boeing’s net earning in the same year
(European Commission, 2002b, p. 45).

Trade policy 565



66. The bill is complicated by a provision that the US companies may repatriate as much as
$400 billion of foreign earnings at a corporate tax rate of 5.25 per cent instead of the
normal 35 per cent (Financial Times, 27 October 2003).

67. T. Buck, ‘Sad day as EU puts sanctions on US goods’, Financial Times, 1 March 2004.
68. To concentrate only on the EU banana imports regime in this case is to miss the point.

The real reason for such an excessive American reaction was mounting US deficit in
trade. The US protectionist lobby was looking for a scapegoat.

69. One must not discount the impact of the forthcoming presidential election cycle in the
US. The products that would be hit by WTO-authorised trade sanctions by the EU,
Japan, Brazil, South Korea, China, New Zealand, Norway and Switzerland come from
the states that would have a big impact on the election outcome.

70. E. Alden, G. de Jonquieres and M. Sanchanta, ‘US scraps its tariffs on imports of steel’,
Financial Times, 4 December 2003.

71. One could argue that this positive impact may be only in the short run. However, one
could also argue that protection measures in the most developed and the most dynamic
economy in the world are not necessary at all, since measures do more harm to
dynamism than good.

72. The Economist, ‘Survey of World Trade’, 3 October 1998, p. 14.
73. Switzerland does not take part in the EEA, primarily because it feared a large inflow of

foreign labour. Liechtenstein entered the EEA in 1995, but had to renegotiate its customs
union with Switzerland, as the EU was afraid that Swiss goods would enter the EEA
through Liechtenstein without restrictions.

74. The agreement has about 129 articles, about 1000 pages, supplemented by over 1400 EU
laws (on 12 000 pages). This is the application of the acquis communautaire in practice.
As a matter of comparison, the original Treaty of Rome (1957), which created the EEC
in 1958, has a little less than 250 pages in spite of all its annexes and protocols.

75. Although farm goods are the chief exception to the free movements of goods agreement
in the EEA, they are not fully excluded. Both the EU and EFTA are committed to lib-
eralise trade in farm goods in the spirit of WTO arrangements.

76. The goods whose trade was monitored by COCOM fell into three categories: nuclear-
related exports, conventional weaponry and dual-use (civil or military) goods and tech-
nologies.

77. Wassenaar is a suburb of The Hague.
78. As a reminder, the share of transition countries in imports of the EU in 1993 was 8 per

cent (roughly the share of Switzerland alone). On the exports side, the fraction of tran-
sition economies was 8.7 per cent, which was roughly the same as the share of
Switzerland (8 per cent) and similar to that of Austria (6 per cent) alone.

79. Trade and cooperation agreements entered into force for Hungary in 1988, Poland 1989,
former Czechoslovakia 1990, while for Bulgaria and Romania it was in 1991.

80. Europe agreements were signed with Hungary, Poland and the former Czechoslovakia
in 1991. The interim agreements entered into force in 1992. Bulgaria and Romania con-
cluded association agreements in 1994, while the Baltic states did the same in 1995 and
Slovenia in 1996.

81. After the dissolution of Czechoslovakia in 1993, the two successor states renegotiated
their original agreement with the EU.

82. On a purely commercial level, foreign firms have demonstrated a relative lack of sales
efforts in Japan. This does not refer just to sales and marketing staff (few non-Japanese
sales managers speak Japanese), but also and more importantly, goods created for the
US market (passenger cars or bulky home appliances such as fridges) are not commer-
cially successful in Japan.

83. These were the African states south of the Sahara.
84. Mauritius joined the original AASM group of 18 countries in 1972.
85. Sharp criticism of the ACP group came from the secretary-general of the ACP group,

Edwin Carrington, who said: ‘We of the ACP have talked a lot, philosophised a lot, we
have studied a lot, we have met a lot. We have not done much else’ (The Courier,
March–April 1990, pp. 18–19).
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86. Lomé I disposed of €3.4 billion, Lomé II had €5.7 billion, while Lomé III offered ACP
countries €8.5 billion.

87. Apart from aid through the EU, member states have their own bilateral aid pro-
grammes. In some instances, such as in France, one of the determining factors for the
allocation of aid is which language is spoken in the beneficiary country.

88. A similar system, called Sysmin, existed for mining products. It was introduced in
Lomé II.

89. The reference level is calculated on the basis of average export earnings during the
period of six preceding years less the two years with the highest and lowest figures.

90. The Stabex disbursed €382 million during Lomé I, €557 million during Lomé II and
€925 million during Lomé III.

91. Important commodities for the Lomé countries that are not included in the Stabex list
are sugar, tobacco, citrus fruit and beef.

92. The complex procedure for the disbursement was partially responsible for this amount
of unused funds in the past.

93. FAO Database 2003. http://apps.fao.org/page/form?collection=Trade.CropsLivestock
Products&Domain=Trade&servlet=1&language=EN&hostname=apps.fao.org&versi
on=default.

94. As a result of the Second Banana Panel in the GATT (1994), the Framework
Agreement between the EU and four exporting countries (Colombia, Costa Rica,
Nicaragua and Venezuela), these four exporting countries were allocated half of the
2.5-million-tonne quota.

95. ‘Big TNCs in Latin America devastated land with their large plantations and increased
their power through large donations to the US government’ (The Guardian, 8 April
1999).

96. The US has always publicly argued in favour of a free multilateral trading system. The
Lomé and similar deals ran contrary such an ideal. The US, however, was silent about
them because of strategic considerations. None the less, in spite of a strong Cold War-
influenced preference in trade towards select developing countries, France (and
Belgium) would argue in favour of retaining certain trade preferences for their former
colonies.

97. These are all laudable and necessary points. However, in the situation of excessive
poverty and foreign debt, diseases, drought, instability and uncertainty, during the first
EU–Africa Summit in Cairo (2000) an African delegate commented: ‘We need water
pumps, not democracy’ (The Economist, 8 April 2000, p. 48).

98. The key products that benefited from the GSP treatment were those based on labour,
rather than capital-related technologies. The major ones were perambulators, toys,
sporting goods, footwear and telephones.

99. For example, Hong Kong, Singapore and South Korea ‘graduated’ in the EU GSP plan.
Hong Kong, South Korea, Singapore and Taiwan ‘graduated’ in the US GSP scheme.

100. Upgrading trade arrangements with Turkey in the second half of the 1990s to a
customs union may benefit more exporters from the EU than from Turkey. Most trade
barriers against Turkish goods by the EU were eliminated many years ago.

101. One should note that Jordan and Portugal were included in this strategy, although geo-
graphically they do not border the Mediterranean Sea.

102. Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, the Philippines, Singapore,
Thailand and Vietnam.

103. Bolivia, Colombia, Ecuador, Peru and Venezuela.
104. Argentina, Brazil, Paraguay and Uruguay.
105. Other examples include Japan, China and Switzerland.
106. An analysis of trade conflicts in high-technology industries is provided by Tyson (1992).
107. One does not have to be an independent observer to note that as far as France itself is

concerned, this has always been quite an effort for an Englishman, and vice versa.
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A man’s steps are of the LORD;
How then can a man understand his own way?

Proverbs 20:24

8 Spatial Location of
Production and
Regional Policy

1. Introduction
Where economic activity will locate in the future is one of the most
important and challenging questions in economics. Progress in technology,
changes in demand and moves towards a liberal economic policy create
new challenges for theorists, policy makers and business executives. As a
number of economic activities became ‘footloose’ and highly mobile, one
of the most demanding and intricate questions in such a situation is where
firms and industries would locate, relocate or stay.

Regional policy dealing with the spatial location of production, as a part
of the EU Cohesion1 Policy, affected the daily life of almost half of the
380 million people who lived in the EU(15). It affects even more people out
of the 456 million in the EU(25). The EU regional policy involves various
subsidies and development projects, including infrastructure, training and
support to SMEs, in order to ease and remedy regional disparities. The
objective and intention is to strengthen the output potential of the disad-
vantaged locations and regions, as well as to reinforce the unity (cohesion)
with diversity of the EU.

Annual expenditure from the EU structural funds2 was about 30 per cent
(this is second to the EU expenditure on agriculture) of the overall EU
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budget of €100 billion during the 2000–06 financial perspective. As a result,
European integration has a direct and significant impact on a substan-
tial number of EU citizens and businesses. The importance of the EU
regional policy ought to increase in the future at least because of two
crucial developments:

● Eurozone: Member countries can no longer deal with national
economic problems using policy instruments such as interest rate,
inflation, excessive deficit-financed expenditure or changes in exchange
rate. Potential national balance of payments disequilibria became
regional disequilibria in an EMU. Hence, one of the policy instruments
to deal with such problems is regional policy.

● Eastern enlargement: Eight Central and East European countries
plus Cyprus and Malta joined the EU in 2004. Other countries may
also join the group in the future. The eastern enlargement has high-
lighted regional disparities in the EU. Thus, the EU(15) will continue
to assist (as much as the political will and resources permit during the
2007–13 financial perspective) the Central and East European EU
countries. This assistance will be necessary for quite some time to
come in order to ensure that these countries adjust well and with least
disturbance to the EU membership.

Various theoretical and policy-oriented aspects that affect the location of
production, as well as regional policy, such as competition, industrial and
trade policies or the choice of spatial location of foreign-owned firms
(TNCs), have been encountered in other chapters of this book. The purpose
of this chapter is to present the issues related to the spatial location of firms
and industries, the impact of economic integration and the EU regional
policy. The chapter is structured as follows. Section 2 examines the issues
relating to the location of firms and industries. Section 3 provides a brief
survey of the theoretical foundations of how firms and industries fit and
stay in a certain geographical space. A simplified explanation of the creation
of cities and clusters is given in Sections 4 and 5, respectively. The role of
historical lock-in effect and expectations is the subject matter of Section 6.
Section 7 explores examples of how wars influence the location of produc-
tion. Theoretical considerations about location of production are dealt with
in Section 8. Section 9 outlines the theory of regional policy. Sections 10 and
11 consider, respectively, objectives and instruments of a regional policy.
The impact of economic integration on regions is covered in Section 12.
Various aspects of regional policy in the EU are discussed in Section 13. The
conclusion (Section 14) is that the EU(25) should pay attention to regional
and cohesion matters for three reasons. First, in an EMU (eurozone),
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balance of payments disequilibria are replaced by regional disparities.
Second, eastern enlargement deepened the regional problem. Third, there is
a constant need for the coordination on all levels of government of various
policies that have a regional impact.

2. Issues
Spatial economics (geography of production, that is, the spatial relation
among economic units) has been separately analysed as a sub-branch of
a number of subjects within economics. It has, however, been treated
with different intensity and depth within those research disciplines.
Contributions are scattered widely across fields which include: microeco-
nomics, planning, development, economic geography, regional science,
urban economics, location theory, industrial organisation, international
trade,3 foreign direct investment, transport economics, business economics,
innovation studies, public finance, price theory, imperfect competition,
labour economics, environment and resource economics. The common
research denominator in all these fields was the spatial dimension, which
was seen as an opportunity, a medium for interactions and a limitation.
As a multidisciplinary research field, spatial economics has integrated these
previously separate research areas. This is in line with the new trend in
science which includes merging various methods in research.

In this complex situation, the crucial questions for research, business
decisions and economic policy are the following:

● Where will economic activity locate in the future?
● Does international economic integration encourage agglomeration,

clustering, spatial concentration of industries, adjoint locations of
linked productions and ‘thick’ market effects? Or, alternatively, does
agglomeration encourage economic integration?

● Does this cause convergence or divergence in the geography of pro-
duction in the participating countries?

● Does this induce convergence or divergence in income in the partici-
pating countries?

● How do these forces interact?
● What is the role of public policy (intervention)?
● What will be the properties of economic adjustment (spatial and sec-

torwise reallocation of resources) to the new situation?
● Where will the ‘hot spots’ be for the location of business?
● Who will benefit from these developments?
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The spatial location of a firm is an issue only in the situation with market
imperfections. Without market imperfections such as transport cost (so
that location matters), the production location decision becomes irrelevant.
This is to say that without market failures, firms may split into units of any
size and operate in all locations without any cost disadvantage. Recent
empirical research found ‘that the degree of production indeterminacy is
greatest when trade barriers and trade costs are relatively low’ (Bernstein
and Weinstein, 2002, p. 73).

While considering feasible locations for its business in the situation with
market imperfection, a firm may either prefer the spatial location with the
lowest-cost production function and ignore the demand side; or emphasise
demand/revenue and neglect everything else. In practice, neither of these
choices necessarily offers the optimal location in terms of profit. Therefore,
when considering possible locations for its business, a firm studies both
options simultaneously. The firm attempts to maximise profit, taking into
account the operating cost ‘penalty’ linked with alternative geographical
locations.

In the distant past, the resource endowment of a specific location,
together with the available technology, was the principal determinant of
location for the manufacturing industry. In the new situation, in which
most determinants for the spatial location of firms and industries are
mobile and man-made, the location determinants for (footloose) industries
include considerations about:

● Costs and prices: availability, substitutability, quality and prices of
inputs (raw materials, energy, labour); cost of market access (trade
costs); economies of scale; utility costs; infrastructure; transport
cost of inputs and output; earlier sunk costs in other locations (not
yet depreciated); availability of investment funds; and cost of the
project.

● Demand: its real and potential size, its growth and consumer
preferences.

● Organisation and technology: input–output production links; exter-
nalities; competition and market structure; location decisions of
other competing or supplying firms; technology and the speed of its
change; and local R&D resources and capabilities.

● Policy-related factors: incentives; taxes; subsidies; public procure-
ment; permissions; and mandatory or voluntary unionisation of
labour.

● Social factors: system of education of management and training of
labour; brain drain; income distribution; general quality of life; and
retirement patterns.
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Hence, the decision about the location of a firm or an industry is a complex,
uncertain and risky task. It comes as no surprise that the national or
regional production geography does not always change very quickly.

3. Theories of location
The study of the location of production (spatial economics) has a long,
although somewhat meagre history (Krugman, 1998a, p. 7). In spite of the
general interest, there is no consensus in the literature about the factors
that influence the location of new businesses. The problem was noted, for
example, by Ohlin who wrote that ‘the theory of international trade is
nothing but internationale Standortslehre’ (teaching about international
location) (Ohlin, 1933, p. 589). In the same vein, Isard wrote that ‘location
cannot be explained without at the same time accounting for trade and
trade cannot be explained without the simultaneous determination of loca-
tions. . . . trade and location are the two sides of the same coin’ (Isard,
1956, p. 207).

A country’s or a region’s level of income and its structure of production
(size, scope and variety of firms and industries) depend on at least two
factors. The first includes a country’s endowment of primary and derived
stock of factors such as land, labour, capital, infrastructure, technology,
as well as production, organisation, entrepreneurial and control skills and
competences. The other element is how the country or region interacts with
the external environment; in particular, the extent, level and form of its
access to the international market for goods, services, capital and knowledge.

Let us now turn to the principal theories of firm location. Acknowledging
the arbitrary character of our classification and its limits, we shall look into
the issue of how and where firms and industries locate in space, without
paying attention to the origin, control and ownership of the firm. The issue
of (foreign) ownership and control (TNCs) is considered in the chapter on
capital mobility (see Chapter 9).

A starting point in location (spatial) theory and economic geography is
the national endowment of primary factors of production. Adam Smith
and David Ricardo referred to the geography of production and spatial
economics in an indirect way. A country specialises in the production of a
good for which it has an absolute advantage in production. Hence, accord-
ing to Smith, an absolute advantage determines the geographical location
of production. Ricardo’s argument is similar, but in his model a country
specialises in the production of goods for which it has a comparative advan-
tage in production. Regarding land, the fertile areas are put into cultivation
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first, while less productive land enters use only as demand for agricultural
goods increases.

The models by Smith and Ricardo depend on constant returns to scale
and on the assumption that competitive prices guide spatial resource allo-
cation. Hence, free trade allows countries to gain, because they specialise in
production that they carry out comparatively well. Such an assumption is
challenged by the view that there are in reality important market distortions
such as monopolies, externalities (pollution), controlled prices and rigid
wages that do not tell the truth about social costs. As such, they send wrong
price signals and may lead to the conclusion that trade liberalisation may
make matters even worse! Thus some argued that protectionist policies were
required for:

● the security of jobs, as was the case during the 1930s and ever since; or
● the safeguard of infant industries, as during the 1950s; or
● rent shifting in oligopolistic markets, as during the 1980s; or
● the safety of the environment, as is currently the case.

In addition to these classical models, the standard neo-classical factor
endowment or Heckscher–Ohlin model refers to locational fundamentals.
The national endowment of factors (land, capital and labour) and their rela-
tive proportion decides the location of production. A relatively abundant
national factor of production (compared with other factors) determines
what a country produces and exports. Conversely, a country will import
goods whose production requires factors that are scarce in the national
economy. Considering cases of ‘localisation’ of industry in one or a few
countries, Ohlin (1933, p. 133) simply argued that ‘it must be shown that
costs of production on the basis of existing factor prices are lower than in
other countries: certain factors are cheaper here than abroad, which
accounts for that condition’.

In an empirical study of trade patterns of over a hundred economies,
Leamer (1984) confirmed that the factor endowment model can explain
these trade patterns rather well. This model elegantly assumes that there are
no specific factors and that production functions are identical in all coun-
tries. As such, it does not give the answer to the whole issue, for it cannot
explain intra-industry trade. This type of trade, which includes a large part
of trade among developed countries, is not based on differences in factor
endowments among them.

The factor endowment model has been one of the two principal single-
cause models in dealing with specialisation, trade and spatial location of
production. The other principal approach takes account of differences in
technology, economies of scale and learning by doing. It was conceived by

Regional policy 573



Krugman (1979, 1980) and later developed and expanded both by him and
by a host of others. In a nutshell, a variety of causes including history,
expectations and changes in technology (not only factor endowment as
before) influence a country’s specialisation, geographical location of pro-
duction and, hence, trade patterns. Differences in technology and increas-
ing returns to scale change productivity levels. This in turn alters the bases
for specialisation, spatial location of production and trade patterns. In the
case where there are both increasing returns to scale and transport costs,
there is an incentive to concentrate production. By spatially concentrating
production near its largest market, a firm can both profit from economies
of scale and minimise transportation costs. Economies of scale have a
stronger impact on the location of modern, knowledge-based production
than was the case before the Industrial Revolution.

While one cannot dispute the importance of factor proportions for the
location of production and some processing of primary resources, this
approach cannot explain the location of footloose industry. In addition, this
model does not consider market structure, economies of scale, demand con-
ditions or trade costs. The Heckscher–Ohlin theory is not capable of explain-
ing the location of an industry in regions with high mobility of factors such
as the US or in countries with a broadly similar endowment of factors
(France and Germany). A common feature in the standard trade theory is
that it considers states, while it utterly ignores firm or regions, that is, the dis-
tribution of economic activity within a country. This gap is filled by spatial
economics.

In their survey of trade theory, Leamer and Levinsohn (1995, p. 1363)
stated that ‘one rather awkward assumption that cries out for change is that
of equal numbers of commodities and factors. After all, we really don’t know
how to count either’. The existence of more goods than factors, economies
of scale, multiple equilibria, trade costs and differences in technology
present the principal obstacles for predicting the location of production and
specialisation.

Harris (1954) argued that manufacturing firms tend to locate in places
where they have favourable access to the market. He showed that the indus-
trialised US regions were also the areas of high market potential (a large
market attracts producers). The idea is that firms choose to locate in regions
that have good market access. However, this access is good in areas in which
many other firms already exist and have chosen to settle. There is a self-
reinforcing, snowball or herding effect in which the size of the market
attracts still more firms. The underlining feature of this approach is, like in
most models of spatial economics, that it is based on some kind of
economies of scale that rely on a spatial concentration (agglomeration) of
certain production activities. Such agglomeration economies represent
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increasing returns in spatial form.4 In the case of France, Crozet et al.
(2004, pp. 50–51) found that firms from Belgium, Germany and Switzerland
initially preferred to locate their operations in the frontier regions, near
their home market. However, as time passed by and as they learned how to
operate in France, it became more important to be physically closer to final
demand and less relevant to be in locations that share common attributes
with the home country.

Countries tend to specialise and export goods for which they have a rela-
tively large domestic market. It is this domestic demand or ‘home market’
effect (Linder, 1961; Krugman, 1980) that induces production, rather than
domestic factor endowment. The response by firms to strong local demand
for a product is so powerful that it leads this country to export that product.
Countries have a competitive edge in the production of these goods and thus
gain an advantage in foreign markets, while they import goods demanded by
a minority of the home population. The factor endowment or comparative
advantage model would not predict the home market effect. However, eco-
nomic geography would predict such effects. The US, Japan and Germany
have the greatest comparative advantage in goods for which their home mar-
ket is relatively big. These are standardised goods for mass consumption.
Empirical investigation by Davies and Weinstein (2003) found support for
the existence of home market effects, as well as for the role and importance
of increasing returns in determining the production structure for the OECD.

At the heart of the location theory by von Thünen (1826) are differences
in land rents and land uses. This model is primarily concerned with the
location of agricultural production. While Ricardo focuses on the difference
in the fertility of land, von Thünen studies how different agricultural lands
around a city (marketplace) bid for various uses. The model assumes a
given isolated city (one consuming centre) and surrounding agricultural
hinterland, homogeneous land surface, free and costless mobility of labour
and identical tastes at all income levels. Land rents are highest in the city.
From there, they steadily decline to zero at the outermost limit of cultiva-
tion (beyond that limit, land is a free good). Hence the rent in a given loca-
tion totals the difference between the value of its yield minus the sum of
production and transport costs. Under the above assumptions the model
explains the kind of crop that would be grown at places with different
distances from the market. In other words, farmers decide on the type of
production (expensive to transport vegetables and cheap to transport
grain) by taking into account land rent and cost of transport. As transport
costs and yields differ among crops, the result is a spontaneous develop-
ment of concentric circles of production around the city. Land is allocated
among different crops in a(n) (optimal) way that minimises production and
transport costs of different crops.
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Von Thünen’s model is based on careful study of farming practices in
northern Germany in the early 19th century. Such distribution of farmland
is less obvious in the modern more intricate world, but there are certain
remnants around large urban centres such as dairy production and gar-
dening. This early model, however, does not consider the role played by
economies of scale. There is no answer to the question whether vegetables
can be shipped in both directions: towards the city (in exchange for cloth)
and towards the outmost limits of cultivation (in exchange for grain). The
model is, therefore, suitable for the analysis of a pre-railroad and a pre-
industrial society.

The problem in von Thünen’s model is to find which good to produce in
the given location. In the optimal plant site model by Weber (1909) the
branch of industry is given, so the problem is to find the spatial location for
production. Weber’s model takes the spatial location of markets, raw mate-
rials and population as given and assumes that there can be only one loca-
tion for production. The objective of an individual producer is to minimise
the combined costs of production and delivery. When the production costs
are independent of location, the locational problem relates to the minimisa-
tion of transport costs for inputs and output.5 This is the key condition in
the decision-making process about the location of a firm. However, when
there are key resources that are used on a large scale in certain industries and
that are highly localised, this may affect the location of manufacturing
industry. These industries would be attracted to locate near resource sites.
Hence, this case is ‘out of step’ with the spatial uniformity and the under-
lying principle of central-place location for some, but not for all kinds of
manufacturing. The problem with this approach to the location of new firms
is, however, that the initial, static locational needs of a firm may change over
time as the firm, industry, technology, consumers’ needs, income and tastes,
or markets change and evolve. There is also the possibility of a historical
accident which can be coupled with the economies of scale, lock-in effect and
agglomeration. Moses (1958) extended Weber’s work and integrated loca-
tion theory with the theory of production. This allowed investigation of the
relation between substitution of inputs and geographical location of a firm.

Geographical remoteness can be a handy scapegoat to some, who may
use it to explain why peripheral regions are marginalised in economic and
certain social terms. Hummels (1999) argues that geographical factors
remain an important determinant of both trade and location. He suggests
furthermore that trade composition patterns and direct investment deci-
sions can be sensitive to changes in the relative cost of different transport
modes and information transfer. His proposition that international trans-
portation costs have not declined significantly receives some support from
Finger and Yeats (1976), who demonstrate that with the process of tariff
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liberalisation overseen by the GATT/WTO the effective rate of protection
from transport costs exceeds that from tariff barriers for many commodi-
ties. It is, however, a shallow justification for many industries. Innovations
in transport and communication technologies have made these costs rarely
the most important determinant for the location of business. In addition,
the cost of ‘transport disadvantage’ on exports is already included in the
local factor prices. Hence, a peripheral location is not an insurmountable
obstacle for a number of businesses as demonstrated in the cases of coun-
tries such as Japan, Australia, New Zealand, Finland or Ireland.

Christaller (1933) wanted to clarify and explain the rationale for the
number, size and spatial distribution of cities. The analysis of this geo-
grapher is based on the idea of market threshold and transport distance.
He suggested that cities form a hierarchy of central places. This hinges on
the supposition that larger cities can sustain a wider variety of activities
relative to smaller (low-order) cities and villages. Economies of scale are the
source of such uneven distribution of production. The consequence of
Christaller’s model is that if there exist economies of scale, then the size of
the market matters for the location of business. The concern here, therefore,
is about the most ‘national’ product, below which are other products. The
hidden idea in this model is based on the minimisation of transport costs
by rational consumers that make multipurpose trips. In spite of its obvious
value for the analysis of urban growth and distribution of services, this
rigid application of the impact of market size neglects the consequences of
unequal distribution of natural resources, changes in technology and neg-
ative externalities that come from agglomeration.

Developing the central-place theory and the issue of how the economy
fits into space further, the economist Lösch (1940) started with a useful, but
most unrealistic assumption, that there is a perfectly even distribution of
raw materials and population. He starts his consideration of the economic
landscape with a ‘local’ good and seeks to minimise transport costs for a
given density of central places. In such a space, centres specialise in differ-
ent products, hence there is a diversification of economic landscape. An
efficient pattern of central places would have the shape of nested hexago-
nal (honeycomb) market areas with no empty corners.6 This means that
certain economic activities can be done only at a restricted number of
locations. It was subsequently demonstrated that there is a wide range of
geographical configurations of firms. The spatial arrangements that can
satisfy the equilibrium condition include squares, rectangles and regular
and irregular hexagons (Eaton and Lipsey, 1976, p. 91). Even though based
on unrealistic assumptions, the model of central places need not be disre-
garded out of hand. A coherent general equilibrium model found certain
justification for the central-place theory (Krugman, 1993a, p. 298).
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While the background theory in Christaller’s model of central places is
implicit, Lösch’s separate approach made it explicit. When they seek to find
synchronised locations for many kinds of goods and services they use differ-
ent arguments. Lösch’s model is more appropriate for the analysis of the
manufacturing sector, while Christaller’s hierarchies are more relevant for
the tertiary sector (retail services). In any case, it would seem that Christaller
and Lösch deal with planning problems, rather than with considerations
of market results.

The theory of central places points to the factors that need to be exam-
ined during the decision-making process about the location of an industry
or a firm. These factors are sources of supply, intersections of traffic routes
and the centre of gravity.7 In order to reduce inaccuracy in such ‘technical’
process (suitable for the centrally planned system) one needs to consider
additional elements that are parts of a market-based economy, including
actions of other functionally related firms, competitors, consumers and
government policies.

The classical German location theory dealt with the locational decisions
of firms which are in essence reduced to two issues: homogeneous distrib-
ution of natural resources over a flat space and optimum cost of transport.
This literature was obsessed with the geometrical shape of market areas in
an idealised landscape or with the optimal production site with given
resources and markets. It ignored the crucial issue of market structure and
competition. This was ‘doing things in the wrong order, worrying about the
details of a secondary problem before making progress in the main issue’
(Krugman, 1992, p. 5). Organisational issues such as institutional reality
and policies were put aside. Institution-free theoretical models avoid the
problem of the impact of various policies on the location or reallocation of
firms and industries.

Perroux (1950, 1955, 1961) introduced a predominantly intuitive concept
of growth poles in spatial economics. The idea was discussed in the context
of controversy between balanced and unbalanced regional growth during
the 1950s. Geographical agglomeration, significant production linkages
(with the key industry) and strong human contacts are necessary for the
growth of a pole. A firm is located in a space consisting of poles. Each pole
has both centrifugal and centripetal forces. Hence, each pole has its zone of
influence (it attracts and repulses firms) and interacts with other poles. If,
however, a certain pole does not have a degree of flexibility and adaptability
to new technologies and changes in the market, it will stagnate and decline.
For instance, France selected eight urban areas and bolstered their growth
during the 1960s in the expectation that such a policy would counteract the
growth of Paris. Hence, the policy of spatial concentration of investments
was diluted over time as it was coupled with political snags. Many other
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national ‘areas’ exerted pressure to be included in the select group of geo-
graphical poles for special treatment. The evaluation of the policy of growth
poles is beset by difficulties, as it was not vigorously implemented in practice.

Multiple equilibria create a situation for welfare ranking and set up
many temptations to try to pick winners. The selection problem, however,
remains unresolved. Hence a small historical accident (chance, arbitrari-
ness)8 remains the unique deciding factor that counts heavily in deciding the
location (Arthur, 2002, p. 6). If governments want to tip markets towards a
preferred solution, then it is timing and, to an extent, instruments that are
crucial. There is only a narrow window of opportunity during which the
policy may be effective. Otherwise, governments with their limited knowl-
edge, instruments and resources try to stabilise artificially a ‘naturally’
unstable and evolving process.

Arthur (1989, 1990a, 1994a, 1994b) argued that certain models of pro-
duction geography give weight to differences in factor endowment, trans-
port costs, rents and competition. In such cases, the pattern of production
locations is an equilibrium outcome. Hence, in these models history does
not matter. The locational system is determinate and predictable (Arthur,
1994a, pp. 49–50). However, if one takes increasing returns and multiple
equilibria into consideration, the new model has four properties that cause
serious difficulties in analysis and policy making (Arthur, 1989, pp. 116–17):

● Multiple equilibria (non-predictability): Ex ante knowledge of firms’
preferences and potentials of technologies may not be sufficient to
predict the ‘market outcome’. The outcome is indeterminate.9

● Potential inefficiency: Increasing returns (i-activities) may uplift the
development of technology with inferior long-run aptitude as firms
make irreversible investments under uncertainty.10 Basically, a supe-
rior technology may have bad luck in gaining early adherents. For
example, the American nuclear industry is dominated by light-water
reactors as a consequence of the adoption of such a reactor to propel
the first nuclear submarine in 1954. Engineering literature asserts,
however, that a gas-cooled reactor would have been a superior choice
(Arthur, 1989, p. 126). If the claim by engineers is that Betamax is a
technically superior system for video recorders, then the market choice
(around 1980) of the VHS did not represent the best outcome. Similar
arguments could be used for the triumph of DOS over Macintosh
during the mid-1980s. In addition, the ‘qwerty’ arrangement for the
typewriter keyboards was designed in the 19th century. Its name refers
to the first six top-line letters. Even though it has repeatedly been
shown that this distribution of letters was suboptimal, the ‘qwerty’
system continues to be the standard for keyboards.
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● Inflexibility: Once an outcome such as a dominant technology begins
to surface it turns out to be more ‘locked in’ and persist for a long
period of time. In order to replace an entrenched product or technol-
ogy, the new one must be very much superior to the existing one. It
must significantly increase the convenience in use to the consumers, it
has to be available at a price that takes into account three factors:
culture (openness to change); investment of capital and time (learn-
ing) into the new good or service (once people learn to use something,
they do not want to switch easily); and convenience in use. VCRs were
introduced during the 1970s. It took three decades to replace them by
DVDs and full replacement is not yet finished.

● Path dependence (non-ergodicity):11 Small, unpredictable, random
and arbitrary events (chances and accidents), path dependence and
economies of scale in a non-ergodic system may set in motion muta-
tions in economic structures and irreversibly decide the final outcome.
These events are not normalised, or averaged away, or forgotten by the
dynamics of the system. There is no homeostasis (habitual return to
the initial equilibrium).

In this model history matters, but the system’s dynamics, increasing returns,
multiple equilibria, lock-in effect and path dependence generate theoretical
and practical limits to predicting the future spatial location of an industry
with a high degree of certitude.

The probability of the location of an industry resulting from a histori-
cal accident is shown in highly stylised, graphical form in Figure 8.1. If the
distribution of potential locations of an industry is concave (Figure 8.1a),
with a single minimum and a corresponding single outcome, the location
is not influenced by a historical chance. This type of distribution is exem-
plified by the mining and steel-making industries, which are normally
located close to their source of raw materials. If, however, the distribution
is convex (Figure 8.1b), with two minima, then there are two potential out-
comes, each resulting in a different location which may depend on the his-
torical chance. The third case represents a sphere in which there are n
solutions for the location of footloose industries (Figure 8.1c). Hence,
multiple equilibria make policy analysis conceptually difficult. This type of
distribution is exemplified by corner shops, bakeries and petrol stations.
However, firms in most industries need to be close to one another (that is,
they tend to agglomerate and create towns and cities), not only to be close
to common suppliers of inputs, but also to foster competition and to facil-
itate exchange of information, which can be hampered if firms are spa-
tially dispersed.

If agglomeration forces based on increasing returns are unbounded, then
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a single geographical location monopolises the industry. Which region is
selected depends on its geographical attractiveness and the historical
accident of firm entry, in particular early preferences of first entrants. If,
however, agglomeration forces that come from increasing returns are
bounded, then various regions may share the industry as if agglomeration
economies are absent (Arthur, 1990b, p. 249). Locations with a large number
of firms cast an ‘agglomeration shadow’ in which little or no settlement
takes place. This causes separation of an industry. Agglomeration occurs at
a certain level of trade costs, while at another level of these costs, the spread
of activities takes place. With bounded agglomeration economies, neigh-
bouring locations cannot share the industry, but sufficiently separated
regions can. In France, for example, Lyon lies between Paris and Marseille.
Bounded agglomeration economies caused separation and dispersion.
Again, ‘which locations gain the industry and which become orphaned is a
matter of historical accident’ (Arthur, 1990b, p. 247).

4. Cities
It may be astute to recall Plato’s discussion about the location of cities or
city-states written in 360 BC in Laws (Book IV).12

Then there is some hope that your citizens may be virtuous: had you been on the
sea, and well provided with harbours, and an importing rather than a producing
country, some mighty saviour would have been needed, and lawgivers more than
mortal, if you were ever to have a chance of preserving your state from degener-
acy and discordance of manners. But there is comfort in the eighty stadia;
although the sea is too near, especially if, as you say, the harbours are so good.
Still we may be content. The sea is pleasant enough as a daily companion, but has
indeed also a bitter and brackish quality; filling the streets with merchants and
shopkeepers, and begetting in the souls of men uncertain and unfaithful ways-
making the state unfriendly and unfaithful both to her own citizens, and also to
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other nations. There is a consolation, therefore, in the country producing all
things at home; and yet, owing to the ruggedness of the soil, not providing any-
thing in great abundance. Had there been abundance, there might have been a
great export trade, and a great return of gold and silver; which, as we may safely
affirm, has the most fatal results on a State whose aim is the attainment of just
and noble sentiments: this was said by us, if you remember, in the previous dis-
cussion.13

Urbanisation is one of the important features of modern society. One
of the reasons for this development is a declining share of labour relative
to capital in agriculture. Footloose industries are less reliant on natural
inputs than other types of manufacturing and service industries. In some
cases they may place more emphasis on the proximity to final markets
which further adds up to the urbanisation trend. Another incentive for
urbanisation comes from the dependency of many manufacturing and
service operations on access to public services, in particular in the coun-
tries that are known for intervention. Because of this, lobbyists cluster in
politically significant cities such as Brussels or Washington, DC because
that is the geographical location where decisions are made and subsidies
distributed.

In the dim and distant past the creation of wealth largely depended on the
local availability of natural resources. A mix of geographical, economic and
historical factors shaped industrial development and the location of firms,
industries and cities. However, as the economy evolved, wealth creation
came to depend more on the accumulated physical assets (mainly equipment
and finance).14 The prosperity of the modern economy depends not only on
the physical, but also and increasingly on intangible assets such as knowl-
edge,15 information-processing potentials and organisation capabilities.

Even though cities were initially created to reduce transport and commu-
nication costs for people and their goods and ideas (to eliminate physical
space between people and firms), many other factors were quite acciden-
tal.16 The most attractive spatial locations for setting up cities, industries
and businesses included: a crossroads, the mouth of a river, safe natural har-
bours,17 defendable hilltops, places with ample fresh water and rich soil, and
dry cool highlands (free of malaria-carrying mosquitoes).

In the past, the location of a firm or a city was influenced both by the
endowment of immobile local resources and by flows of mobile factors.18

Once the development of a business activity starts in an area and if the eco-
nomic system is flexible, this area attracts (gravity) other business activities
to the region. This model of uneven development is based on the possibil-
ity of meaningful multiple equilibria in the presence of external economies.
The point is evident: with external economies, the return to resources in a
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certain industrial activity is higher, when more resources are committed to
it (Krugman, 1991a, p. 651). The property of a modern firm is high mobil-
ity in its search for profitable opportunities, not only within its region or
country, but also internationally. For a footloose firm, the advantages of
one location in relation to others are much more man-made than subject to
resource endowments.

According to the analysis of spatial economics by Fujita et al. (1999,
p. 131), cities exist because firms locate at a cusp in the market potential
function made by a concentration of other firms. Cities form because a
growing and spreading agricultural population makes it beneficial for pro-
ducers to form new cities. The size of the cities differs (there is a hierarchy)
because of differences in industrial externalities and transport costs.
Finally, natural advantages (that is, the existence of harbours) help as they
create natural cusps in market potential. In addition, Arthur (1994b, p. 109)
argued that the observed pattern of cities cannot be explained only by eco-
nomic determinants without considering chance events. They are also the
result of the places where immigrants with certain skills landed, where the
politicians decided to build railways and canals or where trains stopped for
the night.

Those cities that were based on educated and skilled labour have grown
faster than comparable cities with less embodied human capital over the
past century. Firms in such cities are more productive than elsewhere
where labour is less skilled. In addition, cities based on skilled labour and
management adapt better to shocks. Accumulated knowledge and talents
allow easier adaptation to changes, challenges and opportunities. In addi-
tion, the lifestyle in such cities may be more attractive to some people than
elsewhere. Some three-quarters of the US population lives in the 100 km
wide coastal belt which includes the Great Lakes and the St. Lawrence
Seaway.

New possibilities and changes such as the use of the Internet permit modi-
fication in working time and place of work for select professions. Certain key
employees can work at home in the environment that they may enjoy best
(presumably non-congested countryside). In this situation, certain office
space is liberated in cities which may turn into areas for entertainment.

Why are cities of different sizes? Henderson (1974) argued that there is
a trade-off between economies of agglomeration of industries specific to
that city and general diseconomies (negative externalities) such as costs
related to commuting and high rents which (apart from pollution) do not
depend on the structure of the local industry. The optimum city size
depends on the maximum welfare of participants in the economy. It does
not make much sense to put industries without spillovers (steel production
and publishing) in the same city. However, it does make sense to locate the
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steel and textile industries in close proximity as they employ, respectively,
mostly male and mostly female labour. Cities need to be specialised in
one or a few industries with related external economies. These external
economies, however, vary a great deal across industries. Because of strong
links internal to the industry, a financial centre may do best if it includes
virtually all financial institutions. The same is not true for the textile or
food industry. Hence, the optimal size of a city depends on its role (Fujita
et al., 1999, p. 20).

Although Henderson deals with spatial aspects, this type of model is sur-
prisingly ‘aspatial’, because it does not say much about the actual location
of a city, either in space or relative to other cities. In addition, national trade
policy can influence the size of a city as exemplified by Mexico City. The
Mexican import-substitution policy had, as its unintended byproduct, the
expansion of the capital city because of production linkages and economies
of scale. Once Mexico started to open its economy during the 1980s, there
was a relocation of certain firms away from Mexico City, mainly towards
the northern frontier.

5. Clusters
Industrial clusters often determine what a country exports. Their success
often establishes the competitive position of a country’s goods and services
on the international market. Prior to the Industrial Revolution, high trans-
port costs splintered production into many units throughout space. The
Industrial Revolution reduced the cost of transport, but brought high fixed
costs that contributed to the development of new and the expansion of
existing agglomerations.

A promising point of departure for the analysis of clusters is to consider
two basic forces which, through their tension and interplay, influence the
spatial distribution (concentration or spread) of firms: the centripetal and
centrifugal forces that also help to explain the agglomeration and disper-
sion forces of the ‘core–periphery’19 development model:

● Centripetal forces promote agglomeration. They concentrate produc-
tion and employment in specific geographical areas. These ‘snowball’
or herding forces include: economies of scale, forward and backward
linkages in production, trade costs, increasing returns in transport,
concentration of firms and consumers, existence of suppliers, limited
spread of information and embodied knowledge, as well as a ‘thick’
labour market (especially for certain skills so that employers can find
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workers and workers can find jobs). Centripetal forces take the
production system towards the equilibrium.

● Centrifugal forces push the other way and test whether the equilib-
rium is stable. These dispersion (comparative advantage) forces dis-
courage further spatial concentration of business. They favour a
geographical spread of firms and include factor immobility, regional
or international wage differentials, relative amount of land rents,
competition for factors and consumers, commuting costs, pollution,
congestion, traffic accidents, crime, infectious and other diseases,
sewage and waste disposal.

The final result depends on the balance between these two forces, on what
factors are mobile and what immobile, on barriers to the reallocation of
resources, on demand and its change and on public policy. In essence, three
outcomes are possible. First, economic activity may spread so that each
region becomes specialised in a certain activity. This type of clustering does
not mean polarisation as is exemplified in North America. The US
economy is less geographically polarised than Europe. Second, activity may
agglomerate in core regions, leaving others without production potentials
and without people. Finally, a long-run polarisation may split the country
or an economic grouping into advanced regions with high incomes and low
unemployment and depressed regions with low income and high unemploy-
ment (Braunerhjelm et al., 2000, pp. 29–30).

A concentration of functionally related business activity within a relatively
small area (agglomeration; thick market effects; benefits of co-location;
and non-ergodicity) provides firms with collective gains that would not be
available if the firms operated in a remote place. These shared benefits or
externalities are different from those that are created within and available to
a single firm. In essence, clusters create economies that are external to indi-
vidual firms, but internal to a network of firms in a cluster, which are
exchanged and enriched in a non-market way. Hence, a great deal of an indi-
vidual firm’s competitive advantage is outside it, but inside the location
where it operates.

A firm locates in an area where there are firms from the same or related
industry (in a cluster) because:

● it has production links with other firms;
● it may benefit from the already existing pool of suppliers;
● there are services such as finance, information, consulting and

maintenance;
● there may be a pool of trained and experienced labour;
● firms may reduce the cost of transport;
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● there may be a concentration of consumers (proximity to the major
growing markets is often the most important reason for the selection
of a particular location); and

● they may jointly negotiate contracts with transporters and organise
export promotion boards and the like.

Manchester (England) in the 19th century provides an example of such
a cluster specialising in textile manufacturing. Subsequently, the manufac-
ture and repair of looms, and bleaching, dyeing and finishing facilities also
located there. In the course of time, the town set up a technical college in
order to train people for the manufacture of machinery, textile design and
other skills related to the local industry. All this was supported by market-
ing organisations such as the Cotton Exchange (Smith, 1981, pp. 60–61). It
was a similar story with Reutlingen in Germany. However, even the most
recent industries rely on the ‘old rule’ of geographical concentration (clus-
tering), which is why there is a Silicon Valley in California or a Route 128
in Boston (because of the existence of the best universities in the vicinity).

A more recent example of similar developments in the manufacturing of
surgical instruments and certain sports goods can be found in the town of
Sialkot (Pakistan), which leads the world in its export of surgical instru-
ments and hand-sewn footballs. This success, as well as of all other clusters,
is based on two factors: first, a demand-driven approach and, second,
competition based on collective efficiency (Schmitz, 1998, p. 6). An example
of a joint action can be found in the surgical-instruments manufacturing
cluster in Tuttlingen (Germany). This cluster produced joint publications
on various topics of common interest, including booklets on: quality
requirements in the surgical-instrument-making industry; a guide on the
correct use of the instruments; and a guide providing customers arriving in
Tuttlingen with a list and profile of firms that produce such instruments.

Technical advances in transportation, information technology, organisa-
tion and control of production and distribution reduce production time
and costs. They ‘do away’ with distance. ‘Globalisation’ (integrated inter-
national production) creates possibilities for dispersing production and
ownership. In such circumstances already established locations face tougher
times anchoring income-generating activities. At the same time, strong
centripetal forces ensure that certain spots remain ‘sticky places in slippery
space’ (Markusen, 1996, p. 293). Spatial barriers for the location of busi-
nesses are becoming less important, but capital is more sensitive to the
choice of location.

Until the 1960s, it seemed to be more efficient to move people to jobs by
migration. The footloose element of many modern industries supports
production in relatively small and flexible units. Hence, there is an arbitrary
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and uncertain element (multiple equilibria) in the location of firms that have
a footloose industrial character. Locations that are close to consumers save
in transport costs of final output, while other locations may save in the cost
of production. Due to costs of inputs, economies of scale and forwarding
outlays, one business may favour peripheral locations, while another’s pref-
erence may be for locations nearest to the consumers.

A cluster is a relatively large group (a critical mass) and system of formal
and informal functionally related specialised firms, knowledge, skills and
competences, as well as specialised institutions (standards-setting bodies,
schools, universities, research institutes, trade associations), in a particu-
lar geographical location. This functional relation among firms may
be downstream (suppliers), horizontal (competitors and collaborators),
upstream (clients) and/or through the circulation of accumulated knowl-
edge, skills and competences by means of personnel turnover.

Clusters, as spatially limited business incubators, are a part of the new
industrial order called ‘alliance capitalism’, in which continuous collab-
oration and networking with related knowledge and experience-rich firms
are sources of competitiveness. It is also associated with the complex and
dynamic ‘new economy’ based on knowledge and continuous innovation,
as firms that operate in clusters are usually innovative. In addition, a
vibrant dialogue is constantly taking place among all players in a cluster.
The reason why this view fails to define a clear geographical boundary for
a cluster is because the structure of a cluster may change over time. Nor
does it refer to the specific industrial boundary of a cluster, as this may
overlook the complex relationship among different industries that support
one another’s competitiveness.

Agglomeration and the spatial clustering of firms and industries are
motivated by efficiency considerations within a network. They are based on
economies of scale in production and transportation, as well as on trans-
action costs. For example, the Massachusetts General Hospital in Boston
is among the largest in the world in terms of R&D funds. Industrial man-
agers are attracted to the R&D department of the hospital because all the
specialists and all the needed knowledge are ‘within 20 minutes walking’
(Lambooy, 1997, p. 298). This cluster of more than 400 firms linked to
medical devices is invisible as it is concealed in business categories such as
electronic equipment and plastics products.

Agglomeration does not only apply to private businesses. Bearing in
mind the complexity of action and need for a fast response to changing and
uncertain events, Simon Jenkins has noted that ‘Britain is a centralised
state. Two thirds of the top 100 powerful people in Britain work within
300ft of the Prime Minister and Chancellor of the Exchequer’ (The Times,
11 December 2002).
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Marshall (1890) considered the issue of why it is beneficial for producers
from the same industry to be located together. He offered three basic
reasons why producers concentrate (form a cluster):

● Knowledge spillovers: Proximity eases exchange and spread of infor-
mation.

● Advantages of thick markets for specialised skills: Firms may easily
find the necessary labour and workers may get promotion or work if
the current employer does poorly. There is no need to create the
human capital from scratch. The ‘mysteries of trade’ (craft secrets)
are no mysteries at all as they are ‘in the air’ and children learn many
of them unconsciously from their parents (vertical cultural transmis-
sion).20 Knowledge, experience and values are ‘stored’. In addition,
tacit knowledge and shared culture of beliefs and practices is difficult
to transfer without labour mobility.

● Backward and forward linkages associated with large markets: Links
may clarify and explain a part of the concentration story only if there
are economies of scale. Otherwise, a firm would set up a separate pro-
duction unit to serve each distinct market. A concentrated industry
provides a market for specialised local suppliers of components, as
well as private and public suppliers of various services (institutional
thickness).

These economies, external to individual firms in a cluster, but internal to
a network of firms in a cluster, are essential, but not sufficient to explain
the basic reason for the strength of firms in a cluster. Conscientiously
pursued joint action and horizontal and vertical cooperation by firms
in a cluster (sharing equipment, developing a new product, various con-
sortia) enhance collective efficiency and improve the competitive advan-
tage of the participating firms. When there is a problem (market failure),
it can be resolved by government intervention and/or by private self-
help (as was the case in Sialkot, Pakistan)21 (Schmitz, 1999, pp. 468–70).
However, relations between firms in a cluster may take different
forms. Take a look, for example, at shoe-producing clusters in Italy and
Mexico. While cooperation is more common in Italy, market rules prevail
in Mexico.

There are, however, additional reasons for the spatial clustering of firms
and industries. They include the following:

● because of the changed situation in competition and technology, the
past arm’s-length and hierarchical organisation of a firm can be
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replaced by a flexible network of business organisation in a cluster.
Inter-firm competition is based on innovation;

● firms may reduce transaction costs;
● the presence of one firm/industry creates direct or indirect market for

another firm/industry. One industry output is used exclusively as
another industry’s input (tyres and cars);

● firms use common services (marketing, storage, accounting, repair,
transport);

● two industries use a common resource;
● firms may create entry barriers;
● labour markets of two unrelated industries may be complementary:

one industry (metal or car assembly) uses male labour, while another
(textile or food processing) employs female labour;

● firms use common social infrastructure (schools, health, roads); and
● the more potential firms that can use the infrastructure, the more

likely that infrastructure will be built. Each user in a cluster assists
other users in this situation, hence the fixed cost of an infrastruc-
ture project (such as educational and training centres, power plant,
railway or airport) can be recovered and the project can come close
to profitability. These are relatively standard projects, hence the gov-
ernment can readily be involved as specific local knowledge is not
always essential for the success.

The presence of a relatively large concentration of demanding con-
sumers in an agglomeration, coupled with technologies with economies of
scale and agglomeration forces, can bring certain economic advantages
through the interrelationship of functionally connected, as well as compet-
ing firms. Competition forces firms to employ state-of-the-art technology,
hence there are no low-technology industries, but only low-technology
firms within various industries.

The clustering of firms selling identical goods (competitors) such as ice
cream on the beach was thought to be welfare inefficient from a social
standpoint (Hotelling, 1929, p. 53). However, the clustering of firms often
occurs in response to consumers’ desires to make comparisons between
goods (for example, in shopping malls). Consumers usually visit more than
one store prior to making a purchase. Department stores often demand
that certain space is made available in shopping malls to small shoe and
clothing retailers, to assure clients that the offered goods are balanced by
other competitive offers (that is, that a minimum differentiation exists)
for comparison. Clustering of identical firms can serve a socially-useful
purpose because they lower transportation costs (Eaton and Lipsey, 1979,
pp. 422–3). The same holds for the clustering of heterogeneous firms.
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A rational consumer would connect purchasing activities such as search,
purchase and transport. Multipurpose shopping assists in the lowering of
shopping costs (Eaton and Lipsey, 1982, p. 58).

If the firms are similar, they seek comparable if not identical features for
the spatial location of business. If this is true, then the outcome may be a
cluster in such an industry. For example, the US film industry started a
century ago in California, around Los Angeles. The companies were
all looking for comparable locational features such as dry weather
and excellent daylight conditions. Although modern filming and light-
ing technology does not depend on natural light at all, the clustering
of the film and entertainment industry in California continued.
Homogeneous initial needs of firms created the film cluster rather than
the input–output production relations. Hence, functional production links
and agglomeration economies are not a necessary condition to create a
cluster.

In spite of a few global TV stations such as the BBC or CNN and
newspapers such as the International Herald Tribune or electronic media,
most of the stories that editors publish or broadcast are still local.
The proximity of firms in the same industry increases both the visibility
of the course of action of competitors and the speed of the spread of
information. ‘Popular luncheon spots are patronized by executives from
several companies, who eye each other and trade the latest gossip.
Information flows with enormous speed’ (Porter, 1990a, p. 120). This
‘cafeteria effect’ breaks the spatial boundaries to information flow and
gives incentives for the creation of matching improvements by other firms
in the cluster. It also offers a partial confirmation that there is a spatial
limit to knowledge spillovers. Information may be freely available notwith-
standing distance, but the charge for the spread of embodied knowledge,
in particular tacit, complex, changeable and ‘sticky’, increases with the
distance.22

The high speed of information diffusion is one of the major strengths
of clusters. Entrepreneurs often prefer to enter or stay in a cluster even
though they may be able to appropriate a higher return on their innov-
ation elsewhere. The reason for this preference is that the firms in the
cluster are not only providers of information, but also recipients (Schmitz,
1999, p. 475). In the fields where technology changes often, personal
contact may be the preferred way of communication rather than the less
timely sources such as professional journals, fairs and conferences.
‘Human capital accumulation is a social activity, involving groups of
people in a way that has no counterpart in the accumulation of physical
capital’ (Lucas, 1988, p. 19). This all supports progress in technology (cre-
ation of knowledge).
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Personal contacts and informality are essential for the exchange of tacit
knowledge:

Tacit knowledge, as opposed to information . . . can only be transmitted infor-
mally, and typically demands direct and repeated contact. The role of tacit
knowledge . . . is presumably the greatest during the early stages of the industry
life cycle, before product standards have been established and a dominant design
has emerged. (Audretsch, 1998, p. 23)23

Companies that have gone furthest towards linking their global operations elec-
tronically report an increase, not a decline in the face-to-face contact needed to
keep the firms running well: with old methods of command in ruins, the social glue
of personal relations matters more than ever. (The Economist, 30 July 1994, p. 11)

Such a durable social network that shortens the learning curve, infor-
mality in contacts and local embeddedness are essential to identify user
requirements, proper installation, operation and service of the product.24

A phrase ‘you know what I mean’ among members of a professional group
in face-to-face communication can transmit a lot. The same holds in rela-
tions between suppliers and their clients. Therefore, operation of firms
within clusters makes firms relatively less sensitive to local taxes. This pro-
vides the local authorities with opportunities to tax them more heavily than
would otherwise be the case.

The principal key of success in clusters of related firms in northern Italy
(‘Padania’) is their ultra-specialisation and family-run type of business.
Relatives support one another in business so there is no need for supervision,
they constantly upgrade skills and they have opportunities for invention.
Common values and local consensus is preserved. This reduces the possi-
bility for business sclerosis, so common in large, vertically organised firms.
For example, in Lumezzane (near Brescia) which produces two-thirds of the
national output of bottle openers: one family specialises strictly in the
production of the corkscrews, another has expertise in covers and so on.
A similar situation can be found in Cadore (near Austria) regarding the pro-
duction of spectacles. In general, company strategy is friendly with rapid
changes, customised products and niche marketing.

A summary of properties of such industrial districts would include
(Garofoli, 1991a, p. 52):

● a high level of division of labour between the firms and closer input–
output relations;

● a high level of specialisation which stimulates accumulation of
knowledge and introduction of new technologies;

● a high level of skills of workers as a result of a very long-term accu-
mulation of knowledge at a local level;
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● a large number of local competitors which leads to the adoption of
‘trial and error behaviour’ and a fast imitation process;

● efficient local informal (and formal) system for the exchange of infor-
mation; and

● an increased emphasis on face-to-face relations.

The following elements could also be added: entrepreneurs; innovators;
financial institutions with venture capital; and client demand.

The growing importance of intangible assets, particularly intellectual
capital together with complexities and changeability of information and
uncodified knowledge, increases the importance of knowledge externalities
(spillovers) and frequent face-to-face contacts among the relevant players.
They need to exchange uncodifiable knowledge, to be involved in interac-
tive learning, to have feedback and suggestions, as well as to have a dialogue
about risk and changing situation in the market and technology. Clear-cut,
routine and simple activities based on codified and standardised knowledge
can be managed and controlled from a distance. They can easily be located
in regions with lower wages. However, successful handling of more elabor-
ate activities still requires a high degree of exchange of information and
face-to-face contacts.25 This is highly important in complex activities with
little or no codified knowledge and where market changes and uncertainty
require a fast response (contracts are incomplete). ‘Knowledge is the most
important resource and learning is the most important process’ (Pinch and
Henry, 1999, p. 820).

Knowledge externalities are among the key reasons for the existence and
success of clusters. Hence, clusters may also be seen as networks for infor-
mation gathering, fact processing and network production places. ‘Almost
every internationally successful Italian industry has several if not hun-
dreds of domestic competitors. Frequently, they are all located in one or
two towns. . . . Where domestic rivalry is absent Italian firms rarely succeed
internationally’ (Porter, 1990a, p. 447). Toyota in Japan, for example, is cul-
tivating suppliers in its own back yard. Toyota independent suppliers are
on average 94 km away from its assembly plants. They make nine deliveries
a day. By contrast in North America, GM’s suppliers are on average 683 km
away from plants they serve to which they make fewer than two deliveries
a day. One of the results is that Toyota and its suppliers keep inventories
that are a quarter the size of GM’s.26 While a just-in-time delivery and
logistics method may be technically possible, organisationally feasible
and financially desirable for a firm, an area that asks for further research
includes the environmental and social costs of this type of logistics. The
just-in-time delivery method is often linked with half loads and more
transport journeys than are the more traditional delivery methods.27

592 The economics of European integration



The existence of competitors in the vicinity serves a useful business and
social purpose. If one imagines a cluster in the shape of an input–output
matrix for information, then the direct and indirect functional relations are
‘diffused’ through rows and columns. Competition increases productivity,
which is the key ingredient of prosperity. Firms do not pursue every
opportunity to ruin rivals. This is contrary to the standard story in every
introductory economic textbook.28 Every firm in a cluster perceives its
survival, growth and success in terms of collective growth. These firms learn
and prosper collectively. The learning process in a cluster is not only inter-
active, but also cumulative as it persists over time (once it exists it does not
cease to exist, experience and discovery builds on experience and discovery).
Turnover of labour, technical staff and management among these firms
reinforces the transfer of tacit knowledge, cross-fertilising research, collec-
tive learning process and regional competitive advantage.

The underlying general operations within a cluster can be seen from
another example:

New York City’s garment district, financial district, diamond district, advertising
district and many more are as much intellectual centers as is Columbia or New
York University. The specific ideas exchanged in these centers differ, of course,
from those exchanged in academic circles, but the process is much the same. To
an outsider, it even looks the same: A collection of people in similar activities,
each emphasizing his own originality and uniqueness. (Lucas, 1988, p. 38)

Continuous and straight dealings among players allow tacit and accumu-
lated knowledge to be exchanged within a network of players. Social
closeness in such cases may be equally, if not more, relevant than the geo-
graphical proximity.

Established locations can be vulnerable to ‘technological lock-in’ in
certain cases. New ideas may need new space. ‘When IBM developed its own
personal computer, the company located its fledgling PC capacity in Boca
Ratton, Florida, way outside of the manufacturing agglomeration in the
North-east Corridor’ (Audretsch, 1998, p. 24). This is an example of a bifur-
cation point. In addition, certain industrial regions may become victims of
own past success. Institutional sclerosis, vested interests of large firms,
labour unions and public authorities may oppose changes and adjustment
to new circumstances. For example, the German Ruhr region was led into the
‘trap of rigid specialisation’ (Grabher, 1993, p. 275). The Belgian Walloon
region is in the same situation. However, it is sometimes overlooked that in
certain cases new footloose industries often create own conditions for
growth. For example, new environment-related industries are emerging in
the Ruhr (the connection may be the solution of the pollution problem).
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In addition, there is little technological continuity between the textile
machinerycomplex inNewEnglandof the19thcenturyandthecurrentelec-
tronics cluster (Boschma and Lambooy, 1999b, p. 394).

The existence of a good university or a research institute is not enough
by itself for the overall economic success of an area. During the period of
central planning in the former Soviet Union, Akademgorodok (near
Novosibirsk) was essentially a town full of research institutes financed by
the Soviet Academy of Sciences. It remained an ‘isolated island’ as it has
not developed functional links with industries. During the centrally
planned period, the Soviet enterprises depended primarily on the respective
ministries and the central plan.

Sophia-Antipolis was developed in a vacant space at the end of 1960s in
the south of France. It did not develop around an established university
as was the case in Cambridge. Much time and effort, such as the estab-
lishment of the University of Nice, was necessary to create the necessary
links among the high-technology firms in the Sophia-Antipolis cluster. In
general, it is hard to find any plan of action or best practice to promote a
cluster that could have an instantly recognisable success. However, there is
a rare general agreement on one point: to have a commercial success, one
needs to build on already existing competences in the target location.

The cluster of high-technology firms around Cambridge (England) offers
a different story. The common tacit code of behaviour among the high-
technology firms in the region includes trust and cooperation. The cluster
is based on two local ‘collective agents’. They are Cambridge University
and consulting firms in R&D. In contrast to most other British universities
which have formally regulated links with the industry, Cambridge has
rather liberal rules governing such links. In fact, faculty members are
allowed to work part-time in the private sector. All this had a strong and
positive spillover effect on the regional cluster of high-technology firms.

There is also the view put forward by Porter, that

[C]lusters often emerge and begin to grow naturally. Government policy had little
to do with the beginning of Silicon Valley or the concentration of mechanical
firms around Modena, Italy. Once a cluster begins to form, however, government
at all levels can play a role in reinforcing it. Perhaps the most beneficial way is
through investments to create specialized factors, such as university technical
institutes, training centres, data banks, and specialized infrastructure. (Porter,
1990a, p. 655)

In fact, many governments impeded the ‘natural’ development of clusters
on behalf of regional policy and subsidised firms to locate in areas with
high unemployment and without supporting infrastructure (rather than to
encourage migration of labour from these regions).
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Until the 1960s, it was thought that production costs were not sensitive
to regional location. It is therefore not surprising that firms located in such
areas became white elephants, demanding subsidies to continue operations
later on. The importance of endogenous technological change came to be
appreciated only in the following decades, so the policy of regional decen-
tralisation became suspect (Bekar and Lipsey, 2001, p. 1). However, uni-
versities have always been established in cities, where there were many
children and students. Only relatively recently have universities become
established in the countryside.

Governments and big TNCs often have nothing to do with the estab-
lishment of clusters (Silicon Valley, clusters in Italy, City of London finan-
cial district), which were created out of ‘thin air’.29 However, governments
support their growth through the provision of education, infrastructure,
tax policy, public procurement, as well as through sponsoring R&D.30 All
this should build on existing local specialties and competences, rather than
create entirely new ones. The private sector needs to lead the process, while
the government needs to play a flexible catalytic role as a one-size policy
does not fit all clusters. There may not be a mechanical transfer of policy
instruments from one cluster to another. Positive experiences from other
clusters ought to provide more a source of inspiration and less a prescrip-
tion for a general action.

Papageorgiou (1979) demonstrated that agglomerated firms can achieve
higheraggregateprofitand lowerpricesperunitof outputandgeneratemore
demand than more dispersed firms. In addition, firms located in a cluster
tended both to introduce more innovations and to grow faster than more iso-
lated firms (Beaudry et al., 2002, p. 191). Relative to the rest of the economy,
clusterscouldhavehigherproductivityandhigherprofitability,andtheymay
create more new jobs and new firms. On the cost side, land rents tend to
increase in and around clusters and so does pollution and congestion.
Labour costs can inflate, while institutions and specialisation may suffer
from a path-dependence and lock-in effect which may be unconducive to
adaptation to changes in technology which is not directly related to the spe-
cialisation inthecluster,butmayeasilyalter thestructureof generaldemand.

6. History and expectations
BACKGROUND

As already noted, the Heckscher–Ohlin theory is inadequate to provide the
reason for the location of an industry in regions with a high mobility of
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factors (US) or in countries with a broadly similar endowment of factors
(France and Germany). Patterns of regional specialisation and location of
firms and industries are often created by a historical accident. Ohlin noted
that ‘Chance plays a significant part in determining the localisation of
industry . . . A different distribution of inventions would have caused a
different localisation’ (Ohlin, 1933, p. 137). More recently, Krugman wrote:
‘I at least am convinced that there is a strong arbitrary, accidental compo-
nent to international specialization; but not everyone agrees, and the limi-
tations of the data make a decisive test difficult’ (Krugman, 1992, p. 9). In
any case, evolutionary dynamics is based to a large extent on chance.

When there are multiple equilibria, various spots for the location of busi-
ness are substitutable ex ante (‘putty’). After the investment is made, these
locations cannot be easily substitutable for quite some time (‘clay’). Once a
business is established at a specific geographical location, it is then ‘locked
in’ through learning, path dependence, sunk costs, circular and cumulative
causation effects (for examples of this putty–clay locational model, see
Appendix 8A1). In this sense ‘history matters in a way that it does not in
neo-classical theory’ (Eaton and Lipsey, 1997, p. xxv). Two questions are
relevant here:

● Are there inherent differences among locations that create predesti-
nation for certain activities?

● How can a small historical accident, a chance (something that is
beyond the prior knowledge of an investor), alter the economic fate
of an industry, region or a country?

Meaningful multiple equilibria exist when firms make independent
profit-maximising decisions about output, prices and location. Sources of
this multiplicity are pecuniary externalities that originate in (large) fixed
costs and imperfect competition. The question is, which equilibrium gets
established? Will it be stable in the long run? Since a particular space
has only a limited influence on the location of new economic activity
(especially footloose industries), what are the options for policy makers in
this situation?

On the one hand, there is a belief that the choice is basically resolved by
history. Past events set preconditions that move the economy from one
steady state to another. This reasoning, found in the traditional literature,
argues that history matters because of increasing returns and lumpiness
(inseparability) and activity-specific knowledge and capital goods (Eaton
and Lipsey, 1997, pp. x–xi). The same idea is also behind promotional
campaigns or ‘location tournaments’ (David, 1984) among countries to
attract international footloose capital (TNCs). The idea is that once an
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activity starts in a place, it perpetuates itself and related businesses
gravitate towards it. However, this ‘self-reinforcing aspect of foreign
investment begins to operate only after a certain development threshold has
been reached’ (Wheeler and Mody, 1992, p. 71). This is to say that spillovers
on the local economy are not a direct consequence of the location of a
TNC. Gains that come from these externalities can be achieved only if the
local firms have taken on, or can be motivated to take on, new (foreign)
technologies and skills. The structure of the local economy, attitude of the
private sector and policies of the government that promote change play
a key role. In addition, there is evidence in the case of the US foreign
investors that ‘past investment in the country was a strong predictor of new
investment. That persistence was attributed to the favourable effects of
agglomeration’ (Mody and Srinivasan, 1998, pp. 780–81).

There is, on the other hand, a view that the choice of equilibrium is deter-
mined by expectations. This observation is based on the belief ‘that there is
a decisive element of self-fulfilling prophecy’ (Krugman, 1991a, p. 652). Let
us consider both these views in turn.

HISTORICAL LOCK-IN EFFECT

The non-linear probability theory can predict with some certitude the behav-
iour of systems subject to increasing returns. Suppose that balls of different
colours are added on a table. The probability that the next ball will have a
specific colour depends on the current proportion of colours. Increasing
returns occur when a red ball is more likely to be added when there is already
a high proportion of red balls (Arthur, 1990a, p. 98). Equilibrium depends
on the initial point and later arrivals. Hence, history as a series of (random)
arrivals sets the final result.

The national rate of growth of capital stock (without FDI and foreign
loans) depends on home savings and investment. Suppose now that one
region/country initially accumulates more capital than the other does. In
the following period both regions grow, but the one with more capital grows
faster than the one with less capital. As manufacturing capital grows,
the relative prices of manufacturing goods fall. After a certain period of
time, there is a point where the lagging region’s industry cannot compete
internationally and it begins to shrink. Once this process begins, the new
theory of trade and strategic industrial policy suggests that nothing can
stop agglomeration for a long time. Economies of scale may drive prices
down in the capital-abundant region and at the same time the lagging
region’s manufacturing industry disappears. In this model, relatively small
beginnings can have large and irreversible final consequences for the
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manufacturing structure of a country, its trade and competitiveness of its
output (Krugman, 1990a, pp. 99–100).

The dynamics of capital accumulation ensures that the region that
starts with a higher capital stock than the other regions, ends up with a
dominant industrial position. If this is reinforced with a learning process
and cumulative causation (strong internal production links where exten-
sion of one activity increases the profitability of others), then the existing
pattern of comparative advantage is reinforced over time even if the
overall structure of the economy has changed. This process-dependent
development adds new layers of firms and industries onto the inherited
production structure. If output is concentrated within a relatively small
area, firms can benefit from economies of scale and linkages (growth of
one activity increases the profitability of other). If this area is close to a
larger market, there are additional benefits in the form of lower trade
(including transport) costs. Hence, the current state of the economy deter-
mines its future shape.

The investment decisions and trade policy of a country in the current
period will have an impact on the shape of the national economy in the
future periods. For example, at the end of the 19th century, Argentina and
Sweden were relatively comparable backward farming-based economies.
At about the same time, Argentina invested in the education of lawyers and
priests, while Sweden invested in the education of engineers. The impact of
such choices (coupled with other economic policies) on the material stand-
ard of living between the two countries is obvious.

Once the structure of an economy becomes unsustainable, there are
certain critical branching points (bifurcations), at which the qualitative
behaviour of the economy changes. New production geography either
evolves or is triggered. This history-dependent development can follow
different paths, hence it is unpredictable. A long period of stability is broken
up by an event of change (equilibrium is punctuated). For example, nearly
all big cities are ports. However, it is a long time since New York or Boston
ceased to be primarily harbour cities. One may find examples of punctuated
equilibrium elsewhere. In biology, for instance, many species (crocodiles,
crabs, turtles or monotreme animals) remain stagnant for a very long period.
However, there are crucial, relatively brief and unpredictable moments
(bifurcations) when new species arrive and old ones disappear. These
include a change in climate 64 million years ago caused by a meteor collid-
ing with the Earth, which provoked enormous volcanic activity and fires,
water and the atmosphere were polluted, while smoke and dust prevented
the penetration of heat from the Sun. Hence a very large part of life on Earth
was frozen, burned, starved or suffocated. This change in climate caused the
extinction of the dinosaurs.31
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More than a century ago, Alfred Marshall spelled out the idea of
‘backward-looking dynamics’ (or ‘external economies’ in the modern
jargon). In his analysis, factors of production are moving towards those
industries in which they earn the highest current rate of return. If there are
several meaningful equilibria in which the returns would be equalised, then
the initial conditions determine the outcome. History matters, together with
factor endowment, tastes and technology (Krugman, 1991a, pp. 653–4).

Marshall also described the concentration of specialised industries in
particular localities in the following way:

When an industry has once chosen a locality for itself, it is likely to stay there
long: so great are the advantages which people following the same skilled trade
get from near neighbourhood to one another. . . . if one man starts a new idea it
is taken up by others and combined with suggestions of their own; and thus
becomes the source of yet more new ideas. (Marshall, 1890, p. 332)

Contemporary jargon refers to these processes as ‘externalities of
innovation’.32

Somehow similar ‘first-mover advantages’ (to use the term from the
analysis of competition) may be found in biology as many elements of the
past can be found long after their functions were lost. For example,

[E]mbryonic birds and mammals still have gill arches, which have been useless
for 400 million years. Why are the vestiges not eliminated by natural selection?
The usual answer is that baupläne and the vestiges are developed early in the
embryo and hence are most difficult to modify than features that develop later.
The genetic programs controlling embryonic development were formed in the
early days and have been frozen ever since. (Auyang, 1998, p. 195)

A similar example can be found in the appendix in the human body. However,
a question immediately comes to mind: why cannot newly created adaptive
features also be frozen?

One of the chief causes for the localisation of industries can be found in
the physical conditions of the area. Metals producers located either near
mines or close to sources of cheap energy. First-rate grit (for grindstones)
was found near Sheffield, England, therefore it also became the place for
the manufacture of cutlery. Another reason for the localisation of produc-
tion has been the presence of a royal court. In the Middle Ages many rulers
in Europe were constantly changing their place of residence (partly for
sanitary reasons). They frequently invited artisans from distant places and
settled them in a group near the royal court. Once the court left, if the town
survived, in many cases it continued the development of a specialised
industry (Marshall, 1890, pp. 329–30).
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Thus, cities often began to develop around royal courts and bishops’ sees
(concentration of consumers). Later on, the administrative, defence and
educational dimension of towns and cities reinforced their function as
consumers, but industrial production also started evolving in the cities.
Today, many cities produce more value added than they consume.

Recent research has provided some evidence that general government
policy can indeed influence the location of firms and industries. Since 1947,
a number of manufacturing industries in the US migrated to southern
states because of the wish to escape unions. This was, however, only one of
the reasons for the change in the location of certain businesses in the US.
Others included innovation and change in transport (substitution of truck-
haulage for rail freight which contributed to a spread in production), as
well as the advent of air conditioning that ‘made the climate in the South
relatively more attractive than the climate in the North’ (Holmes, 1998,
p. 670).

Firms cluster together in order to benefit, among other reasons, from the
availability of a close network of suppliers. They usually, but not necessar-
ily, cluster in locations with a large local demand. This demand will be large
in the areas where most producers chose to locate (a process of circular
interdependence or cumulative causation). ‘There is a degree of indetermi-
nacy in the location of activities – firms locate where they do because of the
presence of other firms, not because of underlying characteristics of the
location’ (Venables, 1996a, p. 57).33 For example, there are about 600 tan-
neries in Arzignano (Vicenza, Italy), most of which employ just a few dozen
workers. However, the region produces 40 per cent of Europe’s leather
supply. The area around Vicenza not only soaks, dyes, stretches, stamps,
cuts and ships material used for Gucci handbags, Louis Vuitton luggage,
Nike sneakers and BMW car seats, but also produces gold chains, clothing
and machine tools, many of them for export. The major problem of a small
or a medium-sized enterprise is often not in its ‘smallness’, but rather in its
isolation which is eased in a cluster.

In such an indeterminate situation should one search for answers to the
questions on the geography of production elsewhere? Should it be out-
side standard economics? Should it be in non-linear dynamics (popularly
known as chaos theory) which examines unstable behaviour with multiple
dynamic equilibria, lock-in effects, bifurcations and extreme sensitivity to
initial conditions; or in self-organisation (spontaneous appearance of
order)34 so common in complex systems; or in the new evolutionary eco-
nomics35 that has open frontiers, maintains an interdisciplinary dialogue
and considers the role of history, technical change, institutions and devel-
opment of human capital; or in evolutionary biology (evolution and
hybridisation)36 or elsewhere?
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‘Organisms are vulnerable, but they are not passive; they dig holes, build
dams, modify the environment, and create their own niches of survival.
Thus organisms and their environment interact, and together they form an
ecological system that is better treated as a whole’ (Auyang, 1998, p. 61).
Similarly, the effects of externalisation are also pronounced in economics.
Consumers’ tastes and institutions, both public and private, interact, evolve
and alter over time. Consumers, for example, in similar situations make
different choices (recall the diversity of breakfast cereals, painkillers, ciga-
rettes, chocolate bars, T-shirts, shoes, cars, cameras or bicycles). Hence,
complex systems keep on moving from one pseudo-stable situation to
another.

EXPECTATIONS

Resources move gradually from one location and/or industry to another in
response to differences in current earnings. If this shift is only gradual, then
there must be certain barriers that increase the cost of the move. If there
are costs, then the resource owners will be interested in expected returns in
the future, rather than in current returns. However, future returns also
depend on the decisions of owners of other factors and their expectations
about future earnings. For instance, when a new technology is introduced,
multiple equilibria cause expectations of potential action from competi-
tors. In this model, expectations (rather than history) determine the future
shape of the economy.

A river may, over centuries, enrich its bed and reinforce the work of
natural forces over time. However, a strong earthquake (a bifurcation point)
may instantaneously ruin such a long history. Such was the case with
the mechanical cash registers that were made obsolete by digital ones.
Subsequently, optical scanners that read bar codes replaced digital cash
registers. These changes were all based on totally different technologies.

Other examples may be found in an almost overnight disappearance of the
market for film cameras after the appearance of video cameras; the redress-
ing of the market for mechanical watches after the invention of digital and
quartz ones; a shift from dot matrix to bubble jet and laser printers; or fibre
optics that evolved independently of the telecommunication technology.
A good encyclopaedia has always been a must if parents wanted their
children to be well educated. A door-to-door salesman of Encyclopaedia
Britannica has been replaced by Microsoft’s cheap CD-ROM encyclopaedia
Encarta, first produced in 1993. In addition, Amazon is taking business from
real-world retail booksellers. A new product (or service) has to be vastly
superior to the well-established product, be it in convenience of use, price,

Regional policy 601



size, shape and/or speed in order to remove the entrenched product from the
market. Innovation is threatening firms from every side, hence the lock-in
effect is not for ever. High business concentration of a cluster/town on a single
line of production can leave it highly vulnerable to external shifts in demand
and technology. Rational entrepreneurs should let bygones be bygones. Being
a key player and staying on the top is not a state, but a process.37

Even though they may be important, one may not wish to give an
absolute value to external shocks. For example, the nuclear bombs dropped
on Hiroshima and Nagasaki in 1945 had no long-run impact on the size of
these two cities. ‘Within the space of just 20 years, they recovered from the
devastation to return to their former place in the constellation of the cities’
(Davies and Weinstein, 2002, p. 1283). Similarly, the impact of the bom-
bardment of German cities during the Second World War on the place of
the city in the economy and its growth was significant, but temporary
(Brakman et al., 2002, p. 28). There may be a stronger resilience to shocks
in the locational fundamentals than one might expect a priori.

A clear example of how expectations shape the national geography of
future production can be found if one considers the case of debt in the devel-
oping countries.38 In the 1980s, these countries found themselves unable to
repay huge debts owed to the big international banks. Had they all gone into
default together, they would have threatened the global economic system.
US Secretary of Treasury Nicholas Brady developed a scheme for refinanc-
ing this debt, with the International Monetary Fund (IMF) playing the role
of the financial policeman of developing countries by linking lines of credit
to severe austerity programmes. This was taken to be a victory for the IMF
and international institutions. It could have been, but only the short run.

During the 1970s, the world saw a massive increase in the price of oil
and other internationally traded commodities. The conventional wisdom
(expectation) was that commodity prices would only go higher. The Club of
Rome and other similar observers of history pointed out that the world was
running out of scarce resources. The world was compared to a space ship:
resources were being exhausted by growing populations and intensified
industrial use. It followed that the price of commodities such as oil, copper
and wheat could only increase. If this were the case, a rational expectation
was that the best business area to invest in was commodities. Correct?

The primary producers of commodities were developing countries that
lacked manufacturing capability, but controlled natural resources so much
demanded by the industrial world. Any sane investor in the 1970s knew that
investing in industries that purchased raw materials was foolish, while invest-
ing in production of raw materials was smart. So everyone, particularly the
international banking community and the World Bank, began investing bil-
lions of dollars in ventures designed to produce raw materials in developing
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countries such as Mexico, Nigeria and the Philippines. As the crucial com-
modity such as oil was expected to cost 40, 50 or even 100 dollars a barrel
in the future, the cost of production was not a critical element in decision
making about investment. The price of commodities was going up and it was
important to get into this business early. All of the technocrats simply knew
this and the entire international economic system became skewed towards
investing and lending to commodity producers in the developing countries.

As a consequence of the above process, the inevitable happened. It turned
out that while the world may have a finite amount of oil or copper, there were
still huge untapped reserves and progress to be made in technology (which
saves on the use of resources). When these megaprojects in the developing
world started operating, the price of commodities collapsed. When prices
fell below the cost of production, projects went bankrupt because of unsus-
tainability. The outcome was the debt crisis. Nicholas Brady and the IMF
stepped in to rectify the trouble. The debt crisis, arising from a belief in
commodity scarcity, led to an avalanche of investment decisions that has left
a legacy of misery. The simplistic and linear projection of the future in which
commodity producers dominated industrial commodity consumers was ren-
dered false by the collapse in commodity prices and made irrelevant by
another phenomenon in the early 1980s, which is related to Microsoft and
similar companies that came out of nowhere.

Microsoft, and the endless number of other software and related com-
panies that appeared during the 1980s, altered the equation that had obsessed
the World Bank and most other serious economic thinkers. The emergence
of computing technologies and ‘brain imports’ in the US meant that it was
possible to increase economic growth without having a similar increase in
commodity consumption. Microsoft and creators of ideas, after all, produce
wealth without consuming commodities in proportion to growth.

A sharp increase in productivity39 based on knowledge and innovation is
at the heart of the new economy. Investments by US firms in shorter-lived
assets such as information and communication technology (supposedly
important contributors to an increase in productivity) were very high
during 1995–2000. After 2000, these investments shrank, but productivity
growth accelerated. What is the reason for such growth? Are studies about
productivity flawed? These studies may arbitrarily include or exclude depre-
ciation. They may also assume that new computers have a direct and full
impact on production from day one. In reality, however, it takes quite some
time to master new equipment.40 Or, are invisible and intangible activities
such as formal and informal computer-related training and reorganisation
of business methods more important than measurable investments in new
equipment which show only the tip of the iceberg? These intangible assets
helped American companies produce more output with fewer production
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workers. As far as Europe is concerned, it had the worst performance in
industries that are heavy users of information and communication technol-
ogy, especially retail trade (where the US productivity is growing strongest
which is obvious in retail chains such as Wal-Mart).41 In addition, the US
energy consumption in 1997 and 1998 was almost unchanged, while the US
economy grew by 9 per cent during those two years.42 Those economies that
are successful in reducing energy consumption per unit of output can, com-
paratively, benefit a lot from increases in the price of energy in the future;
competitors that have not made similar adjustments will suffer.

The extraordinary growth of the US economy has many causes. There is
no doubt that the persistent growth of productivity in the US is due to the
improvement in efficiency introduced by computing and ‘brain imports’.
Even Federal Reserve Chairman Alan Greenspan has acknowledged this,
while also recognising that it is hard to calculate the impact. This much is
apparent. At a time when productivity should be falling, inflation and inter-
est rates soaring and the economy moving towards recession, growth in
productivity (driven by the effects of computing, as well as new ideas) is
maintaining a long-term growth trend.

At the start of the 1980s, Japan produced cars and cameras at lower
prices, smaller in size and of better quality than the US. Two decades later
the ability to produce cars, copiers and cameras is much less interesting
than the ability to write software. The structure of production has changed
almost beyond recognition. The hardware that runs a web server is much
less valuable than the immaterial intellectual property that resides on the
server. Perhaps the Japanese industrial targeting was superior during the
age of fax machines, while the US liberal (unplanned) economic system and
alert financial markets that force firms to adjust rapidly to shifting markets
and changing technology are more appropriate for the age of the Internet
(Krugman, 2000, p. 174). To put it bluntly, the Japanese bet on hardware,
while the Americans bet on software. The decoupling of value from phys-
ical production, its shift to intellectual production, is a millennial shift
whose full meaning will not unfold for many generations.

The firms that will define the next twenty years of economic history and
production geography are probably completely unknown to anyone today.
Uncertainty and risk are very high and the way forward is not always clear.
Therefore, it is very difficult to know with a high degree of confidence where
the world’s economy is really going. Profound changes that occur little by
little (such as the transformation in the economy and in our lives that
was brought about by Microsoft) may be noticed only long afterwards.
Therefore, the greatest danger is in ‘linear thinking’: the belief and expect-
ation that what exists today will also exist tomorrow, but with a higher
degree of intensity.
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7. War and the location of firms
Unexpected political events (chance, accidents) such as wars, their start,
intensity and length cannot be predicted by everyone with a high degree
of certitude. None the less, wars decisively influence the development,
expansion, location, dislocation and spread of certain industries. There are
numerous examples that support such arguments. For instance, as a late-
comer in the colonial era and because of post-war(s) external sanctions,
Germany had the ‘incentive’ (was forced by events) to produce various
chemicals as substitutes for natural inputs that were not available either in
their colonies or through ‘normal’ trade. Self-sufficiency has often been of
vital national importance. Germany’s success was remarkable as the
country developed world-leading chemical43 and related industries such as
pumps, sophisticated precision measurement and control instruments. Let
us consider other examples:

● After the First World War there was a recession in Seattle
(Washington). The economy of the region was based on fishing, pro-
duction of timber and ship/boat building. At about the same time,
demand for aircraft (made of wood) started to emerge. Seattle had
unemployed boat-builders and other inputs: workers had the skills to
make wooden boats, they could easily build a fully covered boat (the
body of an aeroplane), and they also knew how to fix a propeller –
all of which led to the emergence of Boeing. The US recognised the
huge potential of airmail on a large scale, large purchases of military
aircraft and high demand for fast travel, which in turn provided
domestic producers with early incentives to lower production and
learning costs per aircraft as compared with foreign competitors.

● The first commercially successful motor scooter, the Vespa, was
produced by the Italian company Piaggio in 1946, although the idea
for it was conceived during the Second World War.44 During the war,
Piaggio, at Pontandera, near Pisa, made aircraft engines. After
RAF bombing destroyed the factories, warehouses and roads at
the site, it became difficult and tiring to get around the site on foot.
The company owner, Enrico Piaggio, asked one of his engineers,
Corradino d’Ascanio to design a simple and economical two-wheel
personal vehicle. D’Ascanio built the prototype using his imagination,
the leftovers from small two-stroke motors used to start the aircraft
engines, aircraft wheels (note the shape of wheels on a Vespa when you
next see one) and whatever else he could find in the warehouse (or what
remained of it), such as metal sheets. The vehicle also incorporated a
shield on each side to protect the rider’s legs from injury. The prototype
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was ready within a few weeks and once in production, the Vespa
became an immediate hit. It was extremely popular and fashionable in
the 1950s and 1960s and was rediscovered by another generation in the
1990s because of increasing traffic congestion in cities.

● The Swiss chemical and heavy industry enjoyed certain benefits
during the world wars. On the one hand, as German industry did not
have access to the international market, Swiss entrepreneurs filled the
gap where they could. On the other hand, the Swiss benefited from
the inflow of funds, talents and invalidation of German patents by
the Allies.

● US Caterpillar relocated abroad during the Second World War in
order to service machines that were used by the US Army. Following
the war, the machinery that remained abroad had to be serviced.
Hence, Caterpillar became an international company on a larger
scale. Coca-Cola also followed the US Army during the Second
World War to keep up the morale of the soldiers, and also remained
abroad. Mars Bars were also distributed to armed forces all around
the world during the war.45

● Sialkot is a provincial town in the Punjab, Pakistan. It had a military
garrison and a mission hospital during the British period a century
ago. This created a demand for repair and, later on, production of
surgical instruments, tennis rackets and footballs. The area had had a
local tradition of producing swords and daggers for several centuries.
When the military technology changed, the need for surgical instru-
ments from the local hospital provoked a demand for scalpels. Later
on, around the time of the Second World War, the supply of surgical
instruments became a necessary adjunct to the war. Technology
and experts were brought from Britain in order to support the pro-
duction of those goods. Currently, a core of about 300 family-run
firms (almost all have less than 20 employees) in Sialkot produce a
range of 2000 surgical instruments. Together with firms in Germany,
they are major world exporters of such instruments. As Sialkot has
no airport and as it is located more than 1500 km from the nearest sea
port, a private self-help initiative created the Sialkot Dry Port Trust
which ‘brought the port to Sialkot’. The trust offers a range of col-
lective services such as customs clearance, warehousing and trans-
port. The success of this, as well as all other clusters is based on two
factors: first, the demand-driven approach and, second, competition
based on collective efficiency. However, the situation in Sialkot is not
perfect: the infrastructure is still rather undeveloped; the power
supply is inadequate; communications are poor; and roads are ankle
deep in mud during the monsoon season. In addition, health and
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safety standards are insufficient and child labour is a serious problem
in Sialkot’s football-making industry (Nadvi, 1998).

● Italian motor car racing companies such as Alfa Romeo, Ferrari and
Lancia dominated the market in the period immediately after the
Second World War. Within several years, however, a cluster of small
firms from around Oxford became another dominant world player.
There were several fortuitous events that prompted this evolution.
First, there was a huge surplus of abandoned airfields in southern
England after the war. Second, Mercedes withdrew from motor
racing in 1955 after an accident in Le Mans in which 183 spectators
were either killed or injured. This left room for the British racing car
builders. Third, large and vertically integrated manufacturers such as
Ferrari and Porsche built cars for their own racing teams, while the
British were selling cars to anyone who wanted to buy them. Even
though the British were not winning races, they dominated the start-
ing grids with the sheer number of cars. Fourth was the ban on cigar-
ette advertising on British TV in 1965. Tobacco companies became
sponsors of motor racing, doling out vast sums of money in return
for having their logos displayed on racing cars. Pinch and Henry
(1999) argue that although the success of the British constructors
may have been influenced by a few accidents, it was only to a small
extent. Other more important causes such as accumulated knowl-
edge, its circulation through the companies by means of transfer of
personnel, as well as skilled labour, are the origins of the British
success. The British have a tradition of expertise in engines and
lubricants, aerodynamics and composite materials. In particular, the
national aerospace industry was bigger and more sophisticated after
the war than that in Italy. According to Pinch and Henry, this would
probably have encouraged the production of racing cars even without
the Mercedes crash or the money from cigarette manufacturers.

● Another example of the impact of war on the change in the spatial
distribution of production emanates from the end of the ‘Cold War’
around 1990, when huge defence cuts badly damaged the military
aerospace cluster in southern California.

8. Wrapping up the theory of location

A century or even half a century ago, economic theory looked at the location
of firms and industries in a rather technical and deterministic way. Subjects
and causes were separated from objects and effects, and everything ended

Regional policy 607



in equilibrium. Parts of modern spatial economics and the new geography
of production consider the location of firms in an evolutionary way, where
the state of equilibrium is only a temporary special case and everything is in
an unstable organic process of change.

Where a firm or an industry should locate is not a question that has a
straightforward answer. Rich nations fear the relocation of firms and indus-
tries to low-wage nations; poor nations worry that the production of goods
and services will migrate to developed countries; while small countries are
concerned that businesses will move to large countries. In an age of busi-
ness ‘globalisation’, one might expect the importance of firm location to
be diminishing. Some argue that distance is ‘dead’ in terms of production
and business because of the astonishing changes in communications and
computers. ‘Time zones and language groups, rather than mileage, will
come to define distance’ (Cairncross, 2001, p. 5). But this may be relevant
only for certain manufacturing and services activities that are simple,
routine and have codified knowledge. However, local proximity (clusters) of
firms that produce similar, competing and/or related products together with
supporting institutions still matters for complex activities, with no or lightly
codified knowledge and where market changes and uncertainty require
a rapid reaction. Economies of scale, activity-specific backward and
forward linkages (indivisible production), accumulated knowledge, innov-
ation, lock-in effects, the existence of sophisticated customers and a fall
in transportation costs play relevant roles in the protection of clusters
and the absolute advantage of certain locations. ‘Global’ competitiveness
often depends on highly concentrated ‘local’ knowledge, capabilities and a
common tacit code of behaviour which can be found in a spatial concen-
tration (a cluster) of firms. Hence, successful managers must often think
regionally and act locally.

The neglect of spatial economics (geography of production) in main-
stream economic theory was not because this research field was uninterest-
ing, but rather because the issues were traditionally regarded as intractable.
Ricardo’s comparative advantage model provided insufficient answers to the
problem. New research tools such as increasing returns, production linkages
(presence of intermediate goods and services), multiple equilibria (with cen-
trifugal and centripetal forces) and imperfect competition were introduced
into the field of spatial economics in the early 1990s. These methodological
tools also helped to explain why firms form clusters. Such new developments
did not mean the birth of a new subject. Spatial economics has always been
important. Even though the ever-increasing demand for quantitative vigour
is making considerations more difficult, the introduction of new analytical
tools assisted spatial economics in finding its proper place in mainstream
economics and becoming a hot research topic.
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The new economic geography differs from the traditional model in several
important dimensions. The new model makes a case that production
specialisation in a given locality is based not only on certain comparative
advantages, but rather on a self-reinforcing lock-in effect, path dependence,
accumulated knowledge, agglomeration, clustering and linkages (indivisible
production). In addition, while the traditional models reason that a reduc-
tion in trade costs among locations favours local specialisation, the new
economic geography claims that the effect on local specialisation is ambigu-
ous. The final outcome is industry specific and depends on the functional
intra-industry production linkages, market structure, consumer preferences
(homogeneity of tastes) and factor market (availability and mobility of
factors and flexibility in prices). In general, the choice of location for a new
investment or a new firm that produce tradable goods and services depends
on a complicated interplay of at least three elements: factor intensity; trans-
port intensity; and each in relation to the already established firms and their
activities and (re)actions. Remote places do not necessarily need to be poor
locations for firms as their remoteness is already reflected in their factor
prices (Venables and Limão, 2002, pp. 260–61).

As a reaction to trade liberalisation and economic integration, various
industries follow different paths. Depending on the functional intra-
industry production links, some industries concentrate (reinforcing
absolute advantages of certain locations), while others spread. This is
contrary to the expectations of neo-classical theory, which predicts that all
industries will be affected in the same way. Different forces, therefore,
propel such changes in the spatial structure of production. Strong func-
tional intra-industry linkages (high share of intermediate goods from the
same industry and/or the need for a large pool of highly skilled labour and
researchers) stimulate agglomeration. Where these functional linkages are
weak, this acts as an incentive to spread production.

Ultimately, one can reason that there is an important lacuna in our
understanding of spatial economics. It is little wonder that there are many
disagreements and perhaps only four theoretical agreements:

● first, if one wants to start a new activity in a specific location, one has to
build on already existing expertise and specialisation of that location;

● second, if one wants to use policy intervention to influence the loca-
tion of firms, this is most effective only very early in the process;

● third, economies of scale and functional linkages in production have
a certain impact on the location of firms and industries; and

● last, success or failure of a region or a policy sometimes depends on
uncontrollable factors and events that are located outside regions
themselves.46
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The analysis of spatial economics depends on special assumptions. It is
often a detective-type study and a collection of particular cases. Generality
is often abandoned for discovery. This is not surprising as spatial econom-
ics is simultaneously charged with some of the most difficult problems
in economic theory: multiple equilibria, economies of scale, externalities,
imperfect competition (which kind?), linkages and path dependence. None
the less, many useful things can be learned from exceptional cases. The
examination of the issue is still elastic and highly suggestive (in particular
how a historical accident may shape the production geography) rather than
conclusive, convincing and general. A coherent theory of the subject is not
yet in sight. However, there are various approaches that contribute to the
raising of new questions and understanding of the issue. This leaves the
topic subject to further theoretical and empirical analysis.47

9. Regional policy
A region may be more easily discerned than defined. The definition of a
region depends on the problem that one encounters. A region is a geo-
graphical phenomenon with distinct borders with others, but it also has
political, governmental and administrative features and is an ethnic and
social concept with human and cultural characteristics. A region is also an
economic concept defined by its endowment factors, their combinations
and mobility. Therefore, a region can be defined in theory as a geographical
area that consists of adjoining particles with similar unit incomes and more
interdependence of incomes than between regions (Bird, 1972, p. 272).
A region of a country or an economic union may be thought of as an open
economy.

There are many causes of regional disequilibria, including (Vanhove and
Klaasen, 1987, pp. 2–7):

● market rigidities (such as relatively low mobility of factors);
● geographical factors;
● differences in the availability of resources;
● education of management and training of labour;
● regional economic structure (in some regions industries with ageing

technologies, in others industries with modern technologies);
● institutional factors such as the centralisation of public institutions

(Paris is an obvious example); and
● national wage setting in spite of differences in productivity and labour

market conditions across different regions.
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Regional disparities adopt numerous forms. They include not only
differences in income levels per capita, rates of growth or rates of unemploy-
ment, economies of scale, externalities, output and consumption structures,
productivity and access to public services, but also the age structure, popula-
tion density and the pattern of migration.

The controversy regarding the definition of the ‘regional problem’
remains. However, several factors together may provide an insight into the
issue. These elements include:

● different regions may grow at uneven rates for a long period of time.
This provokes government intervention to reduce that problem;

● intervention may aim to equalise consumption or GDP per capita
among different regions;

● a government may wish to create an equal access of the population
to an adequate level of public goods and services; and

● public authorities may be interested in having a spatially stable
distribution of economic activities and population in order to avoid
negative externalities.

Regional policy is basically aimed at influencing economic adjustment in
the four (theoretical) types of regions:

● Regions in which agriculture accounts for a relatively high share of
production and employment. These are usually underdeveloped rural
areas with relatively low levels of income, high levels of unemploy-
ment and poorly developed infrastructure.

● Regions whose former prosperity was founded on industries that are
now in decline, such as coal, steel, shipbuilding or textiles. These are
the regions that failed to keep pace with changes in technology
and were unable to withstand external competition (in some cases
because of earlier excessive protection). In the case of recession,
labour in these regions is the first to be made redundant.

● Regions with a high concentration of manufacturing and resulting
congestion and pollution problems. There are benefits from the joint
use of goods and services available in these areas. Regional policy
may, however, try to reduce the existing congestion (concentration)
and pollution and/or prevent their further increase.

● Frontier regions, which are far from the strongest areas (poles of
growth) of a country’s or union’s economic activity.

Jobs can be located in regions where there are people with suitable quali-
fications, training and experience. Therefore, regions with unskilled labour
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cannot be expected to attract any significant number of industries that use
modern technologies. By definition, these industries require trained labour
and educated management. The location of business near large and/or
growing markets saves transport costs. If returns to scale were constant, as
neo-classical theory assumes, this could tend to equalise factor owners’
rewards in different regions. With economies of scale and other market
imperfections (the situation with multiple equilibria), these tendencies may
increase rather than decrease regional disequilibria.

Convergence in the level of development among different regions is not
a self-sustaining process. It is easier during an economic recovery than
during recession. Lagging regions/countries usually have a higher propor-
tion of both ‘sensitive industries’ and public enterprises than prosperous
ones. Therefore, they may be hit harder by a recession and budgetary
restrictions (no subsidies and public purchases) than other regions.

The convergence or neo-classical school of thought regarding regional
matters did not consider either market imperfections such as economies of
scale, sunk costs and externalities or institutions that set the organisational
environment. This school argued that the ‘regional problem’ and the spatial
location of economic activity are not problems at all. Free trade and
unimpeded factor mobility would produce a smooth spatial dispersion of
people, skills, technology and economic activity. This would equalise factor
earnings and living standards in all regions and countries. Apart from
transport costs, it should not matter where a tradable good or service is pro-
duced. Hence, the spatial location of output is no more than an operational
detail. This is because transport, communication and other trade costs have
been declining over time because of innovation and increases in productiv-
ity. The peripheral regions and countries are expected to gain from trade
liberalisation and integration in terms of an increased relocation of indus-
tries and trade. Ultimately, there would be a full equalisation in factor
prices.

The neo-classical one-sector growth models based on exogenous tech-
nological progress anticipate economic convergence among regions. This
expectation based on comparative advantages depends on the starting
conditions (including the endowment of factors). However, different
regions may have different long-run growth rates because of a different
starting situation. As technological progress in this model is exogenous,
developing countries should grow faster than the developed ones. If,
however, technological progress is endogenous, then the convergence
school does not give a clear prediction about growth rates and patterns.

This liberal (non-interventionist) attitude in the field of regional policy
in the market economies had a certain validity until the economic crisis
of the 1930s. With free trade, perfect allocation and use of resources,48
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intervention in regional policy is not necessary because markets clear and
bring the economy to equilibrium. Such a convergence approach was not
validated by time and experience. In spite of expectations about conver-
gence, even the laissez-faire governments may consider it necessary and
beneficial to intervene as the adjustment process may take too long to be
politically acceptable.

The new spatial economics emphasises potentially growing disparities,
rather than convergence among regions and countries. This divergence
school of thought offered theories that refer to the growing discrepancy
among regions. Explanations are based principally on economies of scale.49

Together with the new geography of production (spatial economics), diver-
gence theories consider market imperfections and institutions that set rules
which streamline liberties and behaviour.50 This moves theoretical concepts
closer to reality. The list of new assumptions includes economies of scale,
high fixed costs, trade and adjustment costs, entry and exit barriers,51

constrained mobility of factors, transport costs, externalities, multiple
equilibria, path dependence, the multiplier effect, cumulative causation,52

non-ergodicity and inflexibility. If applied to intermediate production,
these forces can combine and influence one another in such a complex way
that their behaviour becomes fickle. They can produce most unpredictable
outcomes regarding locations of firms and industries. In many cases
history, chance and expectations set the final outcome.

Production and trade in goods are increasingly becoming elaborate and
difficult. They depend heavily on sophisticated information and services
that are included in the final good and its price. Internal trade within each
TNC may account for a large part of the total trade. Hence, national and
international markets become more and more incomplete and tough to
manage. In addition, the listed new elements that consider divergence
theory exert a strong influence on the location of production, trade and
absolute advantages (which widen regional gaps), while local comparative
advantages may play a less important role. In this case, competition, liber-
alisation and economic integration generate concentration (or increase the
attractiveness of the already developed areas), they generate economic
divergence and widening of regional gaps, not economic convergence
among regions and countries.

Given that spatial concentration is the most striking feature of the geog-
raphy of production, there is clear evidence of some kind of increasing
returns to scale (Krugman, 1992, p. 5). New technologies in select indus-
tries may overcome some of the obstacles to the spread53 of production,
but not much. Hence, the pattern of regional specialisation and trade can
be arbitrary and potential gains from specialisation and trade are likely to
be ambiguous.54
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A lack of R&D, innovation and acquisition and employment of new
technological knowledge may be among the principal causes of slow
growth in less-developed regions and countries. This weakness may be
partially eased by the two-way labour mobility from developed to weaker
regions and vice versa. A one-way migration of labour would only
depopulate weaker regions, while it could create overcrowding in the pros-
perous areas.55 However, structural disparity among the regions does not
necessarily mean that there is an income disparity between them. If there
are two regions and if each region specialises in a different output activity,
then economic structure among them would change, even though the
incomes in both regions may still remain comparable.

In a simple model, the allocation of manufacturing between two regions
determines the difference in real wages between them. Let the horizontal
axis represent the share of manufacturing workers residing in region 1 and
let the vertical axis show the difference in real wages between the two regions
in per cent. Figure 8.2 shows how various transport costs influence the curve
that relates the regional manufacturing population to real wages. Transport
costs are taken to epitomise all costs of doing business across geographical
space. With high transport costs there is little interregional trade. Regional
wages depend mainly on the local conditions in the labour market. If there
is an increase in the regional labour supply, competition reduces wages.
With low transport costs, there is much interregional trade. A firm can have
a superior market access if it is located in the region with a higher concen-
tration of workers (consumers). It can also afford to pay higher wages.
These higher wages increase the purchasing power as the workers have
better access to consumer goods. As the number of residents/workers
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increases in the region, real wages increase in the same direction. With inter-
mediate transport costs, there is some evening out between centrifugal and
centripetal forces (Krugman, 1999, p. 95).

Figure 8.3 shows the situation in which the workers move to the region that
offers higher real wages measured by the share of manufacturing labour
force in region 1. A set of equilibria depends on transport costs. Solid lines
specify stable equilibria, while broken lines show unstable equilibria. If an
economy starts with high transport costs, then there is an even distribution
of manufacturing between regions 1 and 2, respectively. Point A represents
this situation. Then suppose that there is a reduction in transport costs
and that the economy reaches point B. At this point the process of concen-
tration of manufacturing in one region starts. The economy would sponta-
neously organise itself into core–periphery geography (Krugman, 1999,
p. 96). A relatively high interregional labour mobility is a feature of the US
economy, but not within the EU. However, ‘agglomeration can be generated
equally well by interplay between the location decisions of firms in industries
that are linked through an input–output structure. Thus, even without
labour mobility, there may be forces leading to agglomeration of activity at
particular locations in an integrating region’ (Venables, 1996b, p. 356).

Even in a next to perfectly homogeneous world, production activities will
tend to cluster, not least because of a different endowment of resources and
because of economies of scale. In these circumstances, government inter-
vention in the form of various policies (industrial, regional, competition,
trade, technology and/or education) may find some justification.56 If poli-
cies mattered, then one would find an abrupt change in production activity
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when crossing the (national) frontiers at which policies change. The policy
is generally aimed at developing or enhancing the regional or national
production potential, competences and capabilities through a (supposedly)
superior allocation and use of resources from the national standpoint. The
objective of such intervention is to influence the spatial distribution of eco-
nomic activity, as well as to create and redistribute wealth in order to ease
and, eventually, solve the ‘regional problem’.

Governments intervene in regional matters mainly for the following three
reasons:

● Equity: This is a strong social motive based on public pressure on the
government to try to achieve and maintain a ‘proper’ balance, as well
as an ‘orderly’ geographical distribution of national wealth and
access to the public in different regions.

● Efficiency: This is a desire to employ, sustain and increase national
economic potentials and capabilities.

● Strategic behaviour: This gives public authorities a chance to shape
comparative advantages and influence the output potential and cap-
abilities of the country.

In the 1960s, the regional problem was usually tackled with supply-side
subsidies for the provision of infrastructure and the reallocation of various
(public) manufacturing and service industries. Foreign competition, in par-
ticular from the newly industrialised countries, placed in jeopardy a number
of industries that failed to adjust. As there had been little success with earlier
approaches to the regional problem, and coupled with austerity programmes
in public finances, there was a major change in national regional policies
from the 1980s. Outright subsidies were reduced or removed and the policy
was supplemented by a system intended to make the lagging regions more
self-reliant (support to indigenous development). This included the devel-
opment of human resources, the attraction of private investors (in particu-
lar foreign ones) and the provision of technical services.

There is a great deal of uncertainty regarding the impact of international
economic integration on regional matters. One thing, however, should be
mentioned here. Having a ‘peripheral’location is not an irreversible economic
disadvantage. Its impact can be mitigated and even reversed, as has been suc-
cessfully shown by countries such as Ireland and Finland (or Australia and
Japan). What matters most for the competitiveness of a country’s goods and
services on the international market is the efficient creation of, employment
of and reward to the most precious economic factor: human capital.

Regional policy was neglected in the EU before its first enlargement in
1973. This was followed by a period of interest in an active regional policy.

616 The economics of European integration



However, enthusiasm for this policy waned in the 1990s as there were few
obvious positive results from intervention. Public intervention in regional
issues is still a highly controversial issue. Is there or is there not a self-
equilibrating process among the regions in the long term? Is intervention
(regional policy) necessary or not? Hence, can regional policy work at all?

National governments introduced regional policies in order to promote
growth in weak regions. The policy was based on the assumption that
market failures exist. The instruments of the policy included investment
aid, direct investment by the state, wage subsidies, tax allowances, licensing
and the provision of infrastructure and services. However, since the 1990s,
the emphasis of regional policy has moved away from the attraction of
extra-regional investment and general subsidies, primarily towards the
development of endogenous regional growth and human resources. The
national regional policy was transformed in most EU(15) countries into an
enterprise and entrepreneurship development policy.

The situation regarding regional policy at the EU level has been ambiva-
lent. On the one hand, cohesion is becoming a leitmotif of European inte-
gration, hence EU involvement in this issue. On the other hand, market
liberalisation and an active regional policy (intervention) do not go hand
in hand. Since an automatic market-led adjustment mechanism operates
too slowly to be politically acceptable, EU structural funds for regional
development and social issues emphasise supply-side intervention. They
provide assistance to infrastructure, training and structural adjustment.

Intervention in the form of a regional policy is not a simple task as there are
constant changes in technology, taste, competition and demography over
time. In spite of intervention in regional affairs over the past decades, a trend
appeared during the 1990s in many EU countries towards abandoning or
easing regional policies. However, at the EU level, intervention in regional
affairs remained fervent, but with questionable results.

10. Objectives and justification
Regional policy is intervention by the state in order to influence the
‘orderly’ distribution of economic activity and to reduce social and eco-
nomic differences among regions. It was usually a reactive (ex post) policy
that primarily tried to reduce the existing regional disparities, rather than a
policy that primarily prevented the creation of new regional disequilibria.

Trade liberalisation and/or economic integration can easily provoke a
country’s economic adjustment (geographical, sectoral and professional
reallocation of resources). Enhanced competition may force certain regions
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to embark upon a painful, but potentially rewarding, alteration in the
structure of the geography of production (transfer of resources from
unprofitable into profitable economic activities). The politicians in the
affected regions often blame integration or trade liberalisation for adjust-
ment ‘pains’. However, this objection may not always be justified. The most
basic reason for a painful adjustment process is often earlier protection.
A policy of long and excessive sheltering of the domestic economy reduces
the reaction time of local enterprises to international structural pressures
and opportunities and, hence, increases the cost of adjustment in the
future. Adjustment costs and ‘pains’ are always present, but the potential
benefits from such a change may more than compensate for the effort.

Relatively low wages may attract investment into a region; however,
there may be at the same time some agglomeration and concentration ten-
dencies in other regions. If wages are set at a national level, this may act as
a structural barrier that works against the lagging regions. In this case, the
lack of flexibility in the level of wages among regions despite relative
differences in productivity and in the labour market conditions means that
the less-developed areas are unable to respond to this situation by reduced
wage costs. One cannot know in advance where the balance will tilt. Some
developed regions may become more developed, while some less-developed
regions/countries may become poorer (if nothing is done to alleviate the
situation), but other less-developed regions may move to the group of
advanced ones.

The objectives of a regional policy are various, but their common denom-
inator is that they aim to employ the regions’ unemployed or under-
employed resources and potentials, to locate new ones, to attract missing
factors, as well as to increase output and incomes. In congested or polluted
areas, this policy restricts the expansion of firms and stimulates exit from
the region. In the developing countries, the primary concern is economic
development. This is most often coupled with regional imbalances, but their
solution is not as high on the agenda as increases in economic potentials
and capabilities. In areas of economic integration, the problem of regional
(in)equalities is of great concern. Countries are reluctant to lag behind their
partners for any length of time. This is of great concern in an EMU, where
there are no balance of payments disequilibria, but rather regional dispar-
ities. Depressed regions/countries can no longer resort to devaluation as
there is a single currency, while advanced regions/countries will not always
be willing to finance regional disequilibria without proof that there is struc-
tural adjustment and improvement taking place in the regions assisted.
With this in mind, a regional policy can be justified on nine counts.

The first justification for a regional policy (intervention that is supposed
to assist in the process of economic adjustment), in contrast to free market
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adjustment, can be found in the structural deficiencies of regions. These
include market rigidities, conditions of access to the market and the struc-
ture of output. When such imperfections exist, a free market system is
‘unable’ to achieve a satisfactory equilibrium from the social standpoint in
the short and medium terms, so there may be a need for intervention in
order to enhance the creation and use of the regional income-generating
potentials and capabilities.

Regional imports consists of goods and services. In France, for example,
most of the country’s regions purchase financial, insurance, legal and other
services from Paris. This is not easily quantified. A reduction in a region’s
exports, for instance, may be obvious from the outset. Regional solutions
to these disequilibria are inhibited by rules of competition and by the exist-
ence of a single currency. Hence, the second ‘justification’ for regional inter-
vention in an economic union.

The third reason for intervention may be found in the employment of
factors. The neo-classical theory of international trade usually assumes
free and full international mobility of factors, which ensures full employ-
ment. However, even Adam Smith noted that a man is the most difficult
‘commodity’ to transport. During recession, the employment situation is
tough everywhere, therefore the potential advantages of some regions that
are abundant in labour are removed. Reduced mobility of labour prevents
the equalisation of discrepancies in economic unions.

Suppose that economic space consists of core and a periphery. In the case
when there are market imperfections, there is a general agreement in theory
that at one point in time the core region is likely to dominate the periphery.
The disagreement is about the nature, extent, evolution, effects and dura-
tion of the core–periphery relation over time.57 If there is growth in one
region, this may create conditions for even higher growth in the same core
region and increase inequalities among regions (polarisation or backwash
effect). This may, however, also act as a ‘locomotive’ for development in
other peripheral regions as there may be increased markets for food,
economies of scale and innovation in other regions (spread effect). In order
to adopt the idea that there are benefits from the spread effect, one must
assume that there is a complementarity between the regions in question and
ignore the fact that the spread effects operate in an asymmetrical way
throughout space.

In a situation closer to reality and which includes economies of scale,
large sunk costs, externalities and other market failures, adjustment does
not happen according to a relatively smooth neo-classical expectation. The
regional absorption capacity of new technologies requires an industrial
and general culture that incorporates continuous learning, adaptation,
spread and development of human capital, as well as flexibility. Therefore,

Regional policy 619



the introduction of new technologies is often uncertain and quite risky,
which is why some technologies diffuse quite slowly among the regions.
The reallocation of resources induced by the spread effect works at a
(much) slower pace than may be politically acceptable, hence the need for
intervention.

The fourth rationale can be found in the ‘need’ for compensation. Two
forces created by economic integration affect regional development. The
first one, specialisation, leads the backward regions to specialise in labour-
intensive production according to their comparative advantage. The second
force includes economies of scale, externalities and path dependence. This
can lead to a divergence in regional incomes. As integration extends the size
of the market, firms take advantage of economies of scale and external-
ities. The Single Market Programme provided incentives for the concentra-
tion of industries with strong internal links. In the case of other regions,
the programme reduced trade costs, hence there are potentials for a spread
of other industries that may benefit the EU periphery, where labour costs
are lower. However, if this does not happen, or takes place very slowly, there
is a possibility that some regions may actually be damaged by integration
if there are no instruments for compensation, which is another justification
for a regional policy.

Subsidies may be one of the tools of a regional policy. However, the dis-
tribution of subsidies is always subject to political pressures and misman-
agement. The final disbursement of subsidies often reflects more the
balance of political powers than the comparative (dis)advantage of a
region. At the end of the process, regional policies implemented in such a
way may do more harm than good if they diminish local incentives for
adjustment and flexibility or, at best, they may have a dubious effect. None
the less, public policies in the backward regions, such as support for
education, infrastructure and selected public goods, as well as aid for SMEs
in the form of loan guarantees for the start-up of a business, have the
potential to assist regional development.

The fifth reason for intervention may be found in the improved allocation
of resources. When the market is imperfect, free market forces usually direct
capital towards already developed regions in the short and medium terms.
Private investors tend to maximise the speed of the safe return of their
invested funds and to minimise investment in infrastructure. Thus, it is
understandable why they direct their funds towards already advanced
regions. These tendencies of agglomeration (adjoint locations of linked
productions), where the developed tend to become more developed while
the underdeveloped remain at best where they are, have significant private
benefits, but also social costs and benefits. A society may reap the benefits
of large-scale efficient production. However, if private entrepreneurs are not
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impeded in their decision making by government policy, the geographical
location of their business may introduce significant social costs such as pol-
lution, congestion and traffic jams in some regions and unemployment and
increased social assistance in others.

The sixth reason for intervention may be found in the improvement of
stabilisation (macroeconomic) policy. Regional differences in rates of
unemployment may reduce the opportunities to control inflation and intro-
duce a stabilisation policy. The reduction of inflation in some regions may
increase unemployment in others. This may not always be the desired
outcome. Diversified regions with a variety of employment opportunities
will be able to adjust in a less painful way than specialised regions with
entrenched market rigidities.

The seventh justification for the introduction of a regional policy is that
it may reduce public expenditure in the assisted region in the long run.
Public support to firms to locate in certain regions may propel economic
activity towards these regions. Unemployment may drop, reducing welfare
payments and in the long term increasing tax receipts that may be spent on
something else. In addition, ‘employment’ in public administration used to
provide a shelter for the unemployed. Such artificial employment may be
reduced or even eliminated once the private sector (with superior wages and
career prospects) starts thriving in the assisted region.

The eighth rationale for intervention is that although regional policy is
targeted at regions with some disadvantage (underdevelopment, unemploy-
ment, obsolete technologies and output structure, congestion or pollution),
the benefits of a regional policy are not confined to the assisted area. Other
regions, through externalities, enjoy part of the benefit. The beneficial
effects of a regional policy extend beyond the assisted area itself, which is
why the Germans and Swedes have an interest in helping out the Poles or
Estonians. In general, integration may be reinforced, unwanted migration
of labour may be prevented, factors may be employed in a superior way and
there are important non-economic gains.

Finally, apart from the above arguments for regional policy, which
mostly deal with ‘economic’ efficiency, there are political grounds which are
at least as important as the economic ones. Solidarity, tolerance and
perception of a common future are the core of any social community. The
mitigation of economic disparities among the constituent regions may be
the necessary reason for the unity of a state or an economic union. This is
relevant as the costs and benefits of international economic integration
tend to be unequally spread among the participating countries in a situ-
ation with market imperfections and multiple equilibria. Arguments of
equality require the solution and/or mitigation of intolerable or growing
differences in the distribution of wealth among the population which lives
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in different regions. The national political system does not always take fully
into account the needs of backward regions. For example, the national
system of setting wages may significantly reduce the wage-cost advantages
of many regions, whereas welfare expenditure can contribute to a greater
regional equilibrium. Complete equalisation in the standards of living in
different regions is neither possible nor desirable because it may reduce
incentives for change and improvement. What is needed in regional matters
is a continuous adjustment of regional development within commonly
agreed guidelines, as well as the protection of the standard of living
accepted as desirable by the group.

Regional intervention may be quite costly. In addition, there may be an
inefficient replication of effort at various levels of government. Therefore,
one may use the coordination argument in favour of an EU regional policy.
The EU is best placed to coordinate various national and regional actions,
to improve their efficiency and to collect and transfer resources from the
prosperous to the weak regions of the EU.

The goals of regional policy, such as balanced growth, equal shares of
social and cultural progress of the society, solidarity, regional distinctive-
ness and stability, are vague and may not be accurately measured. Specific
objectives such as job creation, reduction in unemployment, improved
housing and development of infrastructure introduce fewer problems in
quantification. Care has to be given to select policy tools in order to ensure
that the regional policy does not evolve into protection of the present eco-
nomic structure; rather it needs to assist in continuous structural adjust-
ment of the regions.

11. Instruments
Instruments of regional policy are often directed towards entrepreneurs
and factor owners. They can be employed either directly (for example,
support of existing technologies or shifting towards new technologies or
business activities) or indirectly (for example, improvement in infrastruc-
ture). Their joint effects may alter and increase employment, investment
and output in the assisted regions, at least in the short term.

The dilemma of the state may be whether to stimulate regional develop-
ment through private investment, to invest directly in production and infra-
structure for which there is no interest in the private sector and/or to
stimulate public–private partnership. The available policy tools include
those that provide incentives and disincentives to firms to move and tolocate
in or out of specific geographical regions. Major instruments include:
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● subsidies: regional allocation of capital, investment, infrastructure,
output, social security and income/wage;

● vocational training;
● public procurement and provision of goods, services and infrastruc-

ture;
● reduction in interest rates;
● tax concessions;
● decentralisation of government offices, education and health services;
● reductions in energy and public transportation costs;
● free locations;
● licences for the location of business; and
● trade protection.

As seen from this short list, the choice of policy tools is rather limited. The
secret of success in this situation is not the wide range of instruments, but
rather their astute combination and application.

If offered, cash grants may be preferred to reduced tax liabilities as
regional policy instruments. Grants apply horizontally and directly to all
firms, whereas reduced tax liabilities help only those that are profitable.
Trade restrictions are not the wisest instruments of a regional policy. The
costs fall on the whole economic union, but they bring benefits to one or
only a few regions.

Disincentives for regional expansion in congested areas are a relatively
novel feature. In Britain, for example, they appeared in the form of indus-
trial development certificates that had to be obtained prior to expansion or
location in non-assisted regions. However, after the second oil shock, as
unemployment increased, these certificates were abandoned as an instru-
ment of regional policy. In France, for instance, there were certain con-
straints on the expansion of manufacturing and service industries in the
Paris region. They included a special tax on office floor construction and
authorisations for large-scale investments.

The policy of moving workers to jobs views the regional problem as
being exclusively one of unemployment. It ignores the fact that other prob-
lems in a region may be worsened further by this ‘forced’ mobility of labour.
The productive sector of the population moves out of the region while the
consuming sector remains in it. The local tax base may not be able to
provide sufficient funds to cover the costs of local health care, schools and
other social services. The overall situation may be worsened by the multi-
plier effect. In advanced regions that receive the migrants, new disequilib-
ria may be created. The additional population increases congestion and
rents for a certain type of housing, which may reduce the quality of life
there. Education and training are often emphasised as key elements in the
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solution to the unemployment problem. Although they are necessary, they
are not sufficient conditions to fight unemployment. Creating new jobs also
requires investment and increased flexibility in the labour markets.

Unemployment rates may be one of the most telling indicators of regional
variations. If labour mobility is relatively low, then the movement of jobs to
workers may reduce regional disparities in unemployment. An argument
against this is that it may increase costs, as alternative locations may not be
optimal for the efficient conduct of business. However, as more industries
become footloose, these costs to firms may diminish. Improvements in infra-
structure, including the training of labour and the education of manage-
ment together with the spread of timely information, help the location of
footloose industries which are at the beginning of their product cycle in the
assisted regions.

12. Impact of integration
GAINS

Economic integration may increase the average welfare of consumers
in the involved countries in many different direct and indirect ways. The
problem is that the benefits accrue to everyone in relatively small instal-
ments and only in the medium and long terms. Some of these gains
include:

● secure access to the market of partner countries;
● increased investment opportunities as expectations may be estab-

lished with an increased degree of security;
● improved efficiency in the use of resources;
● an elimination of trade barriers reduces cost of trade;
● increased competition on internal market puts a downward pressure

on prices;
● facilitation of exchange of technical information;
● competition forces firms to implement new ideas and technologies;
● due to the enlarged market, producers may better exploit and benefit

from economies of scale;
● potential for coordination of certain economic policies;
● improved bargaining position with external partners;
● research and innovation may be stimulated because of tougher com-

petition on a larger market and a possibility of sharing fixed costs in
such a market environment;
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● the market of the integrated group provides more opportunities for
a wider range of goods and services that can be offered to consumers,
hence there is an improvement in individuals’ utility function; and

● reduction in X-inefficiency which moves the production activities of
firms closer to best-practice business organisation.

However, one must always bear in mind that international economic inte-
gration is never more than a useful supporting tool for sound domestic
macro- and microeconomic policies and that it cannot act as their replace-
ment. If these domestic policies are not healthy, integration cannot be their
substitute.

REALLOCATION OF RESOURCES AND
ADJUSTMENT COSTS

Economic integration affects welfare through increases in product variety
and consumption. It was assumed, along the lines of a neo-classical model,
that adjustment of production (shifts from unprofitable into profitable
activities) is instantaneous and costless. This is a significant weakness of the
model. External shocks such as changes in technology, trade liberalisation
and economic integration have an immediate impact in the form of
increases in efficiency and income. The new employment of labour may be
generated at a later stage. Adjustment to these shocks may require both
time and government intervention. Gains from shifts in production and
trade as a consequence of integration should be reduced by the cost of the
adjustment needed to obtain net welfare effects of integration.

Adjustment costs (the social price for change) may be quite high in the
uncompetitive economies. Think of the ‘pain’ and length of time needed
for the transition economies of Central and Eastern Europe to change
to a market-type economic system. However, if these countries protect
themselves from external trade for too long, such a policy can become an
additional obstacle to adjustment. Adjustment costs are borne both by
individuals and by society. Private adjustment costs include a reduction in
wages, losses in the value of housing and a depreciation of the value of
firms’ capital. Social costs include lost output from unemployed capital
and labour.

The common external protection may discriminate against imports from
third countries in such a way that these external economies may adjust
swifter than would otherwise be the case. In order to avoid the common
external protection, the governments of those countries may, among other
things, respond by shaping their geography of production and comparative
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advantage in higher lines of manufacturing to gain a competitive edge in
advanced products and export them to the integrated group of countries.
The dynamic models are not as simple, smooth and straightforward as clas-
sical models of trade and investment, but they are much closer to real life.

Experience in the EU, its enlargements, EFTA and successive rounds of
tariff reductions under the GATT/WTO have shown that geographical and
industrial adjustment takes place relatively slowly and smoothly over a long
period of time. In the case of the EU these costs were so much smaller than
expected, that the elimination of tariffs has advanced at a faster pace than
anticipated in the Treaty of Rome. There were intra-industry adjustments,
rather than inter-industry ones. The disastrous scenario of throwing home
firms out of business on a large scale has not materialised at all. The buffer
against such a scenario, as well as the means for the mitigation of adjust-
ment costs may be found in increased capital mobility and flexible rates of
exchange. However, one has to add that the period of the 1960s was char-
acterised by relatively high growth rates and near full employment, which
helped the adjustment process.58

If freeing trade does not produce pain in the form of pressure and adjust-
ment costs, it probably produces no gain either. The ‘compulsory’ realloca-
tion of resources is a source of gains. The adjustment cost is a finite,
one-time investment. The gains from improved resource allocation present
a continuous flow over time. Therefore, there are reasons to believe that the
‘pain’ is much exaggerated (Curzon Price, 1987, p. 16). Trade liberalisation
accelerates competition in participating countries. For this reason, the
expectation that international economic integration is beneficial in the long
run can be accepted with considerable confidence. Economic adjustment
and the alteration in the geography of production is a necessary condition
if countries want to maintain the growth of the economy in circumstances
of high-risk choices where technology and the situation in the market
changes fast. They will have to learn how to live with change in order to
reap gains from such a strategy.

Adjustment costs associated with shifts among economic activities,
include a need for a reallocation of labour. Positions will be lost in some
business activities and geographical areas, while they will be created in
others. Structural funds for social, regional and industrial issues can act as
built-in stabilisers which help the initial losers to recover.

An economic policy of non-interference with market forces has obvious
advantages because competition and efficiency are stimulated, consumers’
tastes are satisfied and there is a reduction in the costs of government
administration and intervention. On the other side of the coin, government
intervention may be required because markets are imperfect, firms seldom
take into account social costs of production (externalities) and adjustment,
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and market forces may increase inequality in the regional distribution of
income. However, intervention meant to smoothe adjustment problems
can develop into a deeply rooted protectionism which over time increases
costs to everybody. Hence, neither a pure market system nor a paramount
government intervention can take account of all private and social costs
and benefits of adjustment. While intervention may solve major economic
issues, market forces may be more successful in the fine-tuning of the
economy.

A country’s comparative advantage and geography of production are
dynamic concepts. They shift over time. Countries may not be sure that
their current production advantages will remain unchanged in the future.
International economic integration may be a reliable way for a country to
secure wide markets for home goods/services and to obtain sources of
supply in the future. Geographical proximity of the partner countries
ensures that gains from trade, specialisation and a wider choice of goods
are not wasted on transport costs.

CLUSTERS

The production geography of the US is particularly interesting to examine
as it is a country without important internal borders and it is so big that it
may serve as an example for economic comparison with an integrated
Europe. Even a superficial look at the US production geography reveals a
high concentration of industries. For example, the following industrial
clusters come to mind:

● aviation around Seattle;
● finance on Wall Street;
● insurance in Hartford (Connecticut);
● pharmaceuticals in central New Jersey;
● medical equipment in Minneapolis;
● electronics in the Silicon Valley and Boston’s Route 128;
● advertising on Madison Avenue in New York City;
● optics-related industries in Rochester (New York);
● cars around Detroit;
● paints and coatings in Cleveland (Ohio);
● entertainment in California;
● office furniture in western Michigan;
● orthopaedic devices in Warsaw (Indiana);
● hosiery and home furnishings in North Carolina;
● carpets in Dalton (Georgia);
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● wine in Napa Valley (California);
● shoes in Massachusetts; and
● gambling in Las Vegas and Atlantic City.

Development and growth histories differ between Europe and the US.
While the US developed, industrialised and grew as an economy under
constant, but integrated territorial expansion, the same process took place
in Europe behind barriers of trade protection, state support and different
languages and cultures. As a result, the US has a number of highly devel-
oped and specialised regional clusters throughout the country, whereas the
same type of specialisation is much less obvious in Europe (Storper et al.,
2002, p. 103). European clusters that come to mind include: production of
knives in Solingen, watches in Geneva and the Swiss Jura, financial services
in London, fashion garments and motorcycles in northern Italy, carpets in
Kortrijk (Belgium), pleasure in Paris, flowers in Holland, sex/prostitution59

in Amsterdam and food manufacturing in York. However, the European
car industry has never created a cluster similar to Detroit. A select list of
clusters in Italy and Germany is given in Appendix 8A2.

Once the concentration of business becomes too high, there may be nega-
tive externalities for work and private life such as pollution, sewage and
waste disposal problems, congestion, allergies, crime and an increase in the
price of land and rents. This may have an impact on the spread and decen-
tralisation of businesses and their shift to other regions as firms may wish
to leave the ‘threatened’ regions. However, the EU has on average a much
less concentrated manufacturing geography and much more segmented
markets than the US, because of various NTBs which increase trade costs.
The goal of the Single Market Programme (1985–92) was to eliminate all
barriers on internal trade. Hence, if this takes place, the expectation was
that the EU industries and its geography of production could resemble
those in the US. One should not be deceived that the EU will ever have a
homogeneous market like the one in the US. Most things and the ways of
doing things (culture) in the US are alike throughout the country (for
example, food, customs, services, what towns and settlements look like). In
the EU, for instance, citizens have distinct national consumer preferences
for food and drink. This will persist. In addition, the EU countries have a
range of national policies regarding health, safety, social issues and worker
representation.

A lesson for the EU is that the Single Market Programme (integration
deepening) provided opportunities for a concentration of production in
certain hot spots, as well as for rationalisation of business operations. Amiti
(1998, 1999) found evidence that this took place in the manufacturing
industries which include industrial chemicals, petroleum, textiles, plastics,
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iron and steel, machinery and transport equipment. These are all industries
that are subject to economies of scale and that have a high proportion of
intermediate inputs in final production. Hence, this provides some support
to the arguments of the new theory of spatial economics. In the 1976–89
period, geographical concentration increased in 30 of 65 recorded indus-
tries, concentration fell in 12 industries (the biggest fall was in the manu-
facturing of concrete for construction), while there was no significant
change in the geographical concentration in other industries (Amiti, 1999,
p. 580). Midelfart-Knarvik et al. (2000) found that ‘between 1970/73 and
1994/97, the general trend towards spatial dispersion is reflected in 29 out
of 36 industries’ (p. 30) and that there is an ‘impression of a spreading out
of European manufacturing activity’ (p. 30). On the other hand, a study by
the European Commission observed that an ‘examination of data offers
mixed evidence for the contention that the single market is leading to a geo-
graphical concentration’ (p. 67) and that there is ‘little evidence of concen-
tration occurring in the EC’ (European Commission, 1998, p. 69). Hence,
this topic demands further research.

PRODUCTION GEOGRAPHY: WITH TRADE
BARRIERS

International economic integration may influence the geography of pro-
duction in several ways. There are three in particular, which were neglected
in the earlier analysis because of non-linear analytical complications that
result from externalities and because they deal with trade costs (Fujita
et al., 1999, p. 251):

● With high transport costs and high trade barriers (or autarky), each
country is likely to have manufacturing to supply its local consumers.

● With low or no transport and trade costs (free trade), the world
gets ‘smaller’ and markets larger, forward and backward linkages
(presence of tradable intermediate goods) dominate and there are
possibilities for footloose manufacturing to agglomerate in a single
country or a single location (American outcome). There is no need
for producers and consumers to be in vicinity as trade is costless.
Firms move to the lowest-cost locations.

● With intermediate transport costs concentration becomes possible
and necessary. Costs of production may differ among countries
depending on country size (market) and economies of scale. Firms in
a smaller or peripheral country that produce tradable goods on
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average depend more on foreign trade than do firms in larger coun-
tries. Therefore, if trade is liberalised, firms from the small country
may gain more than firms from large countries. However, firms from
large country may exploit economies of scale and have lower costs of
production and prices of output than the firms in a small country.
Once trade is liberalised and trade costs fall, firms from the large
country may capture a large part of the small country’s market. Then
comes a period of adjustment. Certain firms may relocate in search
for low-cost immobile factors (land, labour) and larger markets.
In small countries such as Austria, Switzerland or Luxembourg,
firms may successfully adjust and penetrate niche markets in a large
country.60 Although the national production geography (distribution
of industries) is altered, this does not mean that there will be a diver-
gence in national per capita income. Each country may have a cluster
of industries that supply the entire integrated market. However,
this case brings with it a range of stable and unstable equilibria
(European outcome).

Suppose that transport costs in the real world have a declining path over
time. This is a relatively reasonable assumption from the time of Ricardo.
One may observe a trend in the narrowing of the income gap between the
advanced countries (North) and certain developing countries (South).
‘Declining trade costs first produce, then dissolve, the global inequality of
nations’ (Fujita et al., 1999, p. 260). The problem is that industrialisation
and economic development is not a uniform process. It takes place in a series
of waves. Labour-intensive industries are the first ones to leave the indus-
trialised country because of high wages there. The less labour-intensive
industries that move at a later stage, do so possibly more rapidly than the
earlier movers. Usually upstream industries move first and create potentials
for forward and backward production links in the target country which
facilitates entry of firms from other downstream industries.

PRODUCTION GEOGRAPHY: REDUCTION
IN TRADE BARRIERS

There is, however, an initiative that may help out the lagging regions in an
integrated area. Suppose that the initial reduction of barriers to the move-
ment of goods, services and factors in a common market spurs an inflow of
factors to already industrialised areas where they benefit from economies
of scale and various externalities. If all barriers to internal trade and factor
movements are eliminated or become insignificant, firms may benefit from
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economies of scale and externalities in other (less-advanced or peripheral)
regions where the variable costs of production are potentially lower than in
the centre of the manufacturing or service activity (Krugman and Venables,
1990, p. 74; Venables, 1998, p. 3). In this case, the less-developed region or
a country that takes part in a common market is likely to benefit on two
accounts:

● it gets firms that benefit from economies of scale; and
● the former regional production structure that was typified by a lack

of open competition is altered.

Kim confirmed this type of reasoning for the manufacturing industry in
the US during the 1860–1987 period. Industry specialisation rose substan-
tially prior to the turn of the 20th century. At about the same time, the US
was developing its transport and communication network in order to
become a fully integrated economy. During the inter-war years, the level of
regional specialisation ‘flattened out’, but then fell substantially and con-
tinually between the 1930s and 1987. Economic integration made the US
regions less specialised today than they were in 1860 (Kim, 1995,
pp. 882–6). This trend of dispersion of industries and increasing similarity
in the US continued throughout the 1990s (Midelfart-Knarvik et al., 2000,
p. 44). As we shall see later, economic integration in the EU made the indus-
trial structure in the member countries more specialised and less similar.61

In theory, economic integration may, but not necessarily will, bring
greater benefits to the regions/countries that lag in their development
behind the centre of economic activity. However, if production linkages
(forward and backward) are strong (meaning that production is indivisible)
and internal to an industry such as in chemicals or financial services and
imperfect competition prevails, economic integration would trigger
agglomeration (clustering) tendencies. If the linkages are not limited to a
relatively narrow industry group, but are strong across industries and
sectors, integration would produce agglomeration tendencies in select
spots. If labour is not mobile, the whole process would tend to open up new
and widen the existing regional wage differentials (Venables, 1996a).
Although this may produce deindustrialisation tendencies in the peripheral
regions, it does not mean that integration is not desirable. For instance, edu-
cation and regional policies increased the attractiveness of Spain as a loca-
tion for various manufacturing industries, discovered by the EU and foreign
investors. This was particularly obvious following the Spanish entry into
the EU in 1986. Integration of Mexico with the US shifted many manu-
facturing industries from the area of Mexico City northwards, along the
border with the US. This took place not only because there was a growing
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demand in the US, but also because of the general trade liberalisation
policy in Mexico. Once the economy turns outwards, internal production
linkages weaken and firms have less incentive to stay in the congested hub.

If costs of trade are high, industries tend to disperse. When this cost is
reduced, agglomeration can take place as demand in distant places can be
met by exports. When these trade costs approach zero (as is the case in
writing computer software in Bangalore, India or data entry in Manila and
the use of the Internet), footloose production may be dispersed and located
according to the availability of the specific resource inputs.62 Globalisation
of certain industries (integrated international production) reduces the
weight of physical proximity between various production units, as well as
between producers and consumers. However, in industries that have strong
internal links such as those based on new knowledge (innovation activities
are still highly clustered in the world), financial services or chemicals, there
is a strong propensity to cluster in spite of ‘globalisation’of other businesses.

Deepening of economic integration in the EU through the elimination
of NTBs during the introduction and after the establishment of the Single
European Market, reduction in the cost of transportation and the eurozone
may diminish motives for regional and national self-sufficiency. However,
integration may also stimulate agglomeration tendencies and reinforce the
core–periphery problem. Production in the EU may resemble that in the US
where industrial output (both in manufacturing and in services) is concen-
trated in distinct geographical locations. Hence, if this takes place in the
future, internal EU trade among its member countries will no longer be
intra-industry, but rather inter-industry in nature. Further reduction of
trade costs in the EU may lead to further concentration of production,
which is subject to the economies of scale in the already existing core loca-
tions, while the periphery may specialise in the manufacturing production
that does not depend on scale economies. This provides support to the
arguments of the new economic geography and trade theories (Brülhart
and Torstensson, 1996; Amiti, 1999).

Industry characteristics set the locational response to lower trade
costs. Industries that have significant economies of scale and important
intra-industry links have a hump-shaped relation between integration and
concentration. When there are high trade costs, trade production is dis-
persed so industrial concentration is low; as these costs are lowered and
reach intermediate level, there is an increase in industrial concentration; as
trade costs fall to low levels, there is a decrease in concentration (spread) as
industries start to respond to factor markets.63 These industries are metals,
chemicals, machinery and transport equipment. Industries that are not
strongly based on economies of scale (textiles, leather and food products)
have a monotonously increasing path towards concentration as trade cost

632 The economics of European integration



decrease because of integration (Forslid et al., 2002, p. 293). This kind of
reasoning and regional compensation funds of the group may be used to
convince the adversely affected peripheral regions to tolerate the difficult
period of transition that may follow trade liberalisation and economic inte-
gration (Puga and Venables, 1997, p. 364). Similar arguments may be used
in the Central and East European EU member countries.

If indigenous entrepreneurs are flexible, then the regional geography of
production can be altered within a large integrated area without substan-
tial external assistance or even without a separate regional currency. A clear
example is the conversion of New England’s production geography from
the production of shoes and textile in the 1960s (coupled with relatively
high unemployment) to an economy based on ‘high technology’ and low
unemployment in the 1980s.

Centripetal forces may explain relatively low indices of intra-industry
trade (agglomeration, clustering) in industries subject to high economies
of scale. Conversely, relatively high indices of intra-industry trade (in
‘labour-intensive’ industries) may suggest the spread of industries. In the
case of the EU, Brülhart (1998b, pp. 340–41) suggested that in the 1980–90
period:

● there was no further concentration of already clustered industries
that are subject to increasing returns in the central regions;

● there was further concentration of textile-related industries at the
periphery; and

● there were certain indicators of spread of ‘high-technology’ indus-
tries towards the periphery.

Others, however, argue that the outcome may be reversed from the one
just described and that an active regional policy is necessary particularly in
an EMU. Emigration of people would discourage an entry of new busi-
nesses into such a region. That trend would further weaken the economic
position of the region in question. None the less, such a vicious circle has
not taken place in the EU. Even though there are severe problems regarding
data, particularly regarding the 1950s and 1960s, one may discover certain
trends. What seems likely to be the case in the EU is that regional dispar-
ities were slowly narrowing until the early 1970s. This was followed by a
decade-long period of widening the regional gaps, and then a mixture of
stabilisation and widening of regional gaps between member countries ever
since. It is not yet clear what prompted the halt in the convergence process
after the 1970s. This does not mean that specific regions are irrevocably
affixed to a specific position in the regional rank order. Evidence is avail-
able that there is quite a lot of switching over from one position on the
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regional rank to another (Armstrong and de Kervenoael, 1997, p. 41;
Midelfart-Knarvik et al., 2000).64

The economic history of integrated states such as the US points to the
fact that integration is associated with regional convergence which pre-
dominates over economic divergence in the long run. This process is rather
slow, about 2 per cent a year, but it is sustained over a long period (Barro
and Sala-i-Martin, 1991, p. 154). General, but very slow regional conver-
gence has been confirmed by the literature, however, a poor region can
expect the gap between its initial level of income and the aggregate to be
reduced by only 30–40 per cent at the outside (Canova and Marcet, 1995,
pp. 1 and 24). Armstrong (1995, p. 149) found that the convergence rate
between 1970 and 1990 was only 1 per cent a year, which is half the rate
estimated by Barro and Sala-i-Martin.

In a critical survey of the new geographical turn in economics, Martin
found that regional convergence is remarkably similar across the US, the
EU, Canada, Japan China and Australia and stated that ‘the observed rate
of regional convergence is very slow, about 1–2% per annum, and consid-
erably lower than predicted by the simple neoclassical growth model’
(Martin, 1999, p. 72). In any case, there are endogenous growth factors
(increasing returns) at work and regional policies based on pure transfers
of funds are not working unless linked with structural changes and factor
mobility.

Carrington (2003, p. 382) argued that growth in each region depends not
only on its own characteristics, but also on those of the regions that com-
prise the neighbourhood to which it belongs (adjoining regions). Applying
spatial econometrics to 110 regions of the EU(15), it was found that during
the 1990s, two opposing forces were exerting their influence across the
EU(15). While regions did converge at a rate of about 2 per cent, neigh-
bourhoods of regions diverged at an almost equal rate, leaving a net effect
of convergence considerably smaller than the one previously reported in the
literature.

The vast majority of EU countries ‘experienced a growing difference
between their industrial structure and that of their EU partners’ (Midelfart-
Knarvik et al., 2000, p. 9). These growing divergences in the geography of
national production may be the consequence of two factors:

● One comes from the importance of history. This is when countries
initially have industries that grow at different rates. Hence a country
with a higher proportion of high-growth industries becomes increas-
ingly more specialised than the average or the rest of the group.

● The other factor is the differential change. This is when countries
move out of a certain type of production and into another.
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Midelfart-Knarvik et al. (2000, p. 6) found that over 80 per cent of the
change in the EU during 1980–97 was due to the ‘differential change’, while
the rest came from the amplification of the initial differences. The most
striking feature of this process was a change in the industrial structure of
Ireland and Finland. New high-technology industries and the ones subject
to increasing returns to scale were established in these two countries.

The impact of integration on individual industries can also be looked at
in the following way. Midelfart-Knarvik et al. (2000, pp. 19–22) divided
industries into five groups and observed their concentration in the 1970/73
and 1990/97 periods. The results of the analysis were as follows:

● Concentrated industries that remained concentrated over time: motor
vehicles, aircraft, electrical apparatus, chemical and petroleum pro-
ducts. These are the industries with high increasing returns to scale, and
which depend on high/medium technology and have a high share of
inputs from their own industrial group. In this group, Germany rein-
forced its position in motor vehicles, to the detriment of Britain
and France. In the aircraft industry, Britain, France and Germany
remained dominant. However, there was a slight reduction in the shares
of Britain and Sweden, while Belgium, France and Spain had slight
increases. Britain, Germany and France remained dominant in chem-
icals, but Britain reduced its share in the petroleum and coal industries.

● Concentrated industries that became less concentrated: beverages,
tobacco, office and computing machinery, machinery and equip-
ment, and professional instruments. This group of industries relies
more on inter- rather than intra-industry linkages, relatively high
labour skills, but lower returns to scale than the previous group.
A spread of these industries was pronounced in the 1991–97 period.
Germany saw a reduction in its dominance in this group. The same
trend was also noted for Britain and France. Ireland and Finland
were the biggest gainers in this industrial group, but Austria, Italy,
Portugal, Spain and Sweden also gained.

● Dispersed industries that became more concentrated: textiles, apparel,
leather products, furniture and transport equipment. Relatively low
technology in this group has low returns to scale and so are the
requirements regarding labour qualifications. Britain, France and
Germany reduced their shares in this group, while the southern EU
countries exhibited growing shares. In the transport equipment,
however, Germany increased its share by 10 per cent, while Britain
and Spain had a combined decrease of 7 per cent.

● Dispersed industries that remained spread: food, wood products, paper
and products, printing and publishing, metal products, non-metallic
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minerals, and shipbuilding. There were no obvious changes in the
group. National differences in taste and culture explain such devel-
opments for most industries in this group.

● Residual group: footwear, industrial chemicals, drugs and medicines,
petroleum refineries, rubber and plastic products, pottery and china,
glass and products, iron and steel, non-ferrous metals, railroad equip-
ment, and other manufacturing. This medium concentrated group
did not change much. The only significant change was in drugs and
medicines, which became less concentrated. Production spread from
Germany and Italy towards Britain, Denmark, Ireland and Sweden.

The change in the production structure data in the EU found certain
support in the change in the structure of EU trade. Trade data support the
finding that there was a decrease in specialisation during the 1970s.
However, the picture is mixed from the beginning of the 1980s. The growing
specialisation revealed in the production data is not reflected in the change
in the structure of trade. The main reason for this discrepancy is the
growing volume of intra-industry trade (Midelfart-Knarvik et al., 2000,
p. 12). In addition, trade data may not be a suitable substitute for the
production records. The structure of trade may change as a response to
changing demand without any change in production. If there is a change
in domestic tastes, then the domestic producers may sell goods on the home
market rather than make extra efforts to sell abroad. The structure and
volume of trade are altered in this case, while there may be no change in the
composition of the domestic output.

Compared with the pre-Single Market Programme, the EU ‘problem
regions’ saw an improved economic performance in the period following
the completion of the Single European Market. This improvement was
obvious in terms of growth in both employment rates and growth in gross
value added (European Commission, 1997d, p. 5). Concerns that the Single
Market Programme would lead to a concentration of economic activity in
the ‘core’ EU countries were not realised. There has been only a limited
spread of economic activity to the ‘peripheral’ EU countries which enjoy
certain cost advantages (European Commission, 1998, p. 145). This is
consistent with the view that as costs of trade fall for products of certain
industries, the periphery may became more attractive for investment as the
returns on the capital are greater. However, this development in the EU
may also be the consequence of the impact of regional aid (European
Commission, 1997d, p. 34).

One of the outcomes of the Single European Market was that certain
clusters of firms and industries in the EU became a bit more visible.
Relatively high geographical concentration of related firms in relatively
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small areas eased exchange of information. Following these changes,
Frankfurt, London and Paris are now the areas that create jobs faster than
the rest of the national economy. However, the problem is in the regions
outside a large metropolitan area which still seem to remain ‘poor’. Success,
like many other things, also appears to cluster.

13. European Union
INTRODUCTION

International economic integration brings multiple equilibria and may, in
some cases, aggravate the situation of already weak and peripheral regions
in comparison with previous circumstances. This is recognised in part by
the existence of national and EU regional policies. None the less, having a
peripheral location does not mean that a country is destined to have a poor
economic performance. The accumulation and efficient employment of
human (and physical) capital is the most important factor in a country’s
economic performance. Although countries such as Finland, Sweden, New
Zealand, Australia and even Japan and South Korea have relatively
unfavourable geographical locations regarding major transport routes, the
irreversibility of their ‘peripheral’ geographical position is mitigated and
more than compensated for by the accumulation and efficient employment
of their national human and physical capital. The expansion of infrastruc-
ture and further development of human and physical capital alleviated
Spain’s location at the fringe of the EU. It is expected that the Central and
East European countries will do likewise in the future.

The regional policy of an economic union can be justified at least on the
grounds of solidarity, unity, harmonisation of national regional policies
and the (re)distribution of wealth within the group. Policy coordination at
the central level is defended on the grounds that it prevents clashes of
different national regional policies with common objectives. The policy
needs to ensure, at the very least, that the existing regional problems are not
made worse by economic integration, otherwise the less-developed
regions/countries will have no incentive to participate in the project.

EVOLUTION

The evolution of the regional policy of the EU can be divided into four
broad phases. Regional issues did not feature highly on the agenda among
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the original six member countries. During the late 1950s and 1960s, only
Italy gave weight to the regional problem because of its southern part
(Mezzogiorno), which is why regional policy in the EU was practically non-
existent until 1973. Following the entry of Britain, Denmark and Ireland
in that year, the situation changed. The second phase in the development
of the regional policy began after the first enlargement of the EU. Britain
was particularly interested in the inclusion of regional issues in the EU. The
first tool to implement the policy was the European Regional Development
Fund (ERDF). The entry of Greece in 1981, and Spain and Portugal in
1986, increased the desire and need for an EU regional policy. This policy
mainly gave benefits to the EU-rim countries (Britain, Greece, Ireland,
Italy, Portugal and Spain), just as the CAP favours the ‘northern’ coun-
tries.65 The third phase started with the reform of policy and the ERDF
in 1988. The fourth phase is linked with two events: the creation of the
eurozone in 1999 and the eastern enlargement of the EU in 2004.

Following the first enlargement of the EU, the new regional conditions
of the EU were officially analysed for the first time in the Report on the
Regional Problems of the Enlarged Community (the Thomson Report)
(European Communities, 1973). The report identified two types of regions
in the EU that have problems. First are the farming regions that are located
in the periphery of the EU. The Italian Mezzogiorno and Ireland fit into
this group. In both regions there is a relatively high long-term structural
unemployment and dependence on farming. The second type of problem
regions are those that have a high proportion of regional output and
employment in industries with obsolete technologies and those with declin-
ing demand. These problem regions have a slow rate of shifting resources
out of such industries and technologies, as well as a relatively high level of
long-term structural unemployment. Some regions in Britain fall into this
group. A renegotiation of the British entry and concerns by Italy and
Ireland led to the creation of the ERDF in 1975 under Article 30866 of the
Treaty of Rome. However, the ERDF only provides resources for regional
development that are additional to those available from national funds.

REGIONAL DISCREPANCIES

Differences in economic development among regions exist in every country,
but at the EU level they seem much larger. Less-developed regions in one
country may have different characteristics from less-developed regions in
others, including large variations in income. In addition, congestion in
southern Italy is greater than that in the south-west of France. Table 8.1
presents GDP per capita in the EU(15) and 13 candidate countries at
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market prices in 2002 and 2003 in order of decreasing level. This compari-
son of the relative difference in GDP per capita among countries at current
prices may well overestimate the real difference between advanced and weak
countries (or regions). The difference within the EU between Luxembourg,
the richest country according to this indicator, and Portugal, apparently the
least developed, is 4:1. For comparison, on this criterion the difference
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Table 8.1 GDP per capita at current prices (€) in the EU(15) and
candidate countries in 2002 and 2003

Country 2002 2003*

Luxembourg 50 190 51 240
Denmark 34 180 35 140
Ireland 33 090 33 710
Sweden 28 650 29 520
United Kingdom 28 040 26 190
Netherlands 27 540 27 880
Austria 27 110 27 670
Finland 26 860 27 490
Germany 25 590 25 880
Belgium 25 170 25 640
France 24 840 25 170
European Union(15) 24 060 24 220
Italy 21 690 22 380
Spain 17 170 18 160
Cyprus 15 000 –
Greece 12 910 13 950
Portugal 12 470 12 700
Slovenia 11 700 12 240
Malta 10 380 10 690
Czech Republic 7 660 7 840
Hungary 6 780 7 210
Estonia 5 070 5 450
Poland 5 230 4 900
Slovak Republic 4 670 5 300
Lithuania 4 230 4 490
Latvia 3 820 3 730
Turkey 2 750 2 900
Romania 2 230 2 270
Bulgaria 2 110 2 280

Note: * Estimates.

Source: Eurostat (2004).



between Luxembourg and Bulgaria would be 22:1, while the EU(15)
average GDP per capita in 2003 was ten times higher than in Bulgaria.

A useful device for overcoming part of the problem associated with the
inter-country comparison of GDP at market prices can be found in the use
of current purchasing power standard (PPS). This statistical indicator is
based on the relative prices of a basket of representative and comparable
goods and services. The PPS represents more adequately the real level of
the local purchasing power, and it often gives significantly different results
from the ones given in current euros, in particular during times with volatil-
ity in exchange rates. The PPS is not affected (in the short term) by
fluctuations in the exchange market. This problem has disappeared in the
case of the countries in the eurozone. Significant differences between data
given in current euros and those in the PPS are assigned to differences in
price levels in the member countries. If prices in an individual member
country are higher than the EU average, then the GDP per capita is higher
in current euros than according to the PPS. The reverse is true for the coun-
tries whose GDP per capita in current euros is below the EU average. In
these countries, the PPS gives a higher value than the GDP in current prices.

Table 8.2 provides data in descending order on the differences in GDP per
capita in the EU(15) and 13 candidate countries in 2002 and 2003 in order
of decreasing level. This kind of presentation changes, to an extent, the
picture of the relative wealth of countries in comparison with Table 8.1.
According to this indicator, the difference in average real income between the
richest EU country, Luxembourg, and the poorest, Portugal, was only 2.8:1.
These measures are an indicator of differences in the level of economic devel-
opment, whereas disparities in unemployment rates may be an indicator of
a relatively poor capacity to adjust to various economic shocks. Differences
between the two measures also have implications for the regional problem as
they show that local output is below its potential. The ratio between average
EU(15) GDP and that in Bulgaria as measured by the PPS is 3.8:1, which is
much less dramatic than the difference expressed in current prices.

There are regional differences within countries too. These discrepancies
may be capable of dividing the EU. The objective of the EU is to mitigate
existing and prevent the creation of new regional imbalances. Even though
there are methodological difficulties, the new ranking indicators by Eurostat
give data and ranks for 2000.67 This reveals that the most developed regions
in the EU(15) were Luxembourg, Valle d’Aosta (Italy), Trentino-Alto Adige
(Italy), Vlaams Brabant (Belgium) and Inner London. This is a different
ranking from the one that offers the regional per capita GDP: Inner
London, Brussels, Luxembourg, Hamburg and Île de France. The most
backward regions by both indicators were Peloponnisos (Greece), Açores
(Portugal) as well as a number of other regions in Greece and Portugal.
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In a comparison of worker productivity and per capita income, Paci
(1997) found that European workers are becoming more similar as
differences in their productivity are diminishing. However, European citi-
zens are becoming less equal as disparities in per capita income are not
diminishing. Therefore, the EU and national governments have much work
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Table 8.2 GDP per capita at purchasing power standard (€) in the
EU(15) and candidate countries in 2002 and 2003

Country 2002 2003*

Luxembourg 45 490 45 230
Ireland 30 140 29 500
Denmark 27 480 27 730
Netherlands 27 050 26 740
Austria 26 930 27 100
Belgium 25 880 26 060
United Kingdom 25 000 25 460
Finland 24 800 24 790
Italy 24 570 24 780
Germany 24 650 24 760
Sweden 24 540 24 670
France 24 660 24 570
European Union(15) 24 060 24 220
Spain 20 280 20 710
Slovenia 17 710 18 010
Cyprus 17 360 17 760
Greece 15 840 16 540
Portugal 16 470 16 230
Czech Republic 15 280 14 660
Hungary 13 420 14 150
Malta 12 000 –
Slovak Republic 11 340 11 890
Estonia 10 020 10 590
Lithuania 9 410 10 030
Poland 9 550 9 890
Latvia 8 460 8 950
Romania 6 080 6 610
Bulgaria 5 940 6 390
Turkey 5 500 5 600

Note: * Estimates.

Source: Eurostat (2004).



to do in order to assist the weaker regions to increase the standard of living
of their population (Paci, 1997, p. 630).

ACTION

Regional policies that are carried out at a local level by the member states
and their regional authorities can have an advantage over EU regional
policy because the local authorities may be better informed about local
needs and problems. On the other hand, the EU is better placed to coordi-
nate regional, as well as other national policies. In addition, the EU may
contribute its own resources and introduce common priorities and stand-
ards, and it may take into account regional interests when it reaches
certain policy decisions. The EU has to ensure through the use of the rules
of competition that the member governments do not distort competition
by a ‘subsidy war’. Normally, the EU puts a ceiling on the permitted
subsidy per establishment and/or a job created in various regions.

Established in 1975, the ERDF allocated its expenditure to the member
states in fixed quotas as compensation to the countries that contributed
more than average to the EU budget. These national quotas were set
according to the following four criteria:

● the national average GDP per capita had to be below the EU average;
● the assisted region had to have an above-average dependence on

farming or a declining industry;
● there had to be structural unemployment in and/or emigration from

the region; and
● EU policies (such as free internal trade) had to have had a detrimen-

tal impact on the region.

In other words, to obtain EU funds, the governments of the member
states had to submit regional projects to the EU to meet the allocated finan-
cial quota and to commit certain funds themselves to these projects. The
EU had no leverage on the selection process. It simply reacted to national
initiatives. There was also a minuscule non-quota section of the ERDF,
which absorbed only 5 per cent of the resources. The EU was able to use
these funds freely. This situation came in for much criticism and the ERDF
was reformed in 1985.

The reformed ERDF divided its funds among the EU member states by
indicative ranges instead of fixed quotas as was the case previously. A gov-
ernment is guaranteed to receive the minimum of the range over a period of
three years only if it has submitted a sufficient number of suitable projects.
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The projects submitted are evaluated according to criteria that are consist-
ent with the EU priorities and objectives. The intention is to stimulate a
greater number of applications in order to increase competition among
various proposals. ERDF support may be up to 55 per cent of public expen-
diture on regional projects; in addition, it is allowed to co-finance pro-
grammes and it may prop up the development of indigenous potential in
regions. The ERDF also attempts to mobilise local resources because it
is increasingly difficult to attract private investment from wealthy to poor
regions. Additional attention is devoted to the coordination of both member
countries’ regional policies and EU policies that have an impact on regions
(agriculture, trade, environment, for example).

A further modification of EU regional policy followed the Single
European Act (1987) and the entry of Spain and Portugal, which deepened
the EU regional problem. The act introduced a new Title into the Treaty of
Rome on Economic and Social Cohesion. Article 158 requests the promo-
tion of a harmonious development in the EU and ‘reducing disparities
between the level of development of the various regions’. Article 159
requires the coordination of economic policies among the member coun-
tries and authorises the EU to support those actions and other objectives
through structural funds. Apart from these grant-awarding funds, loan-
awarding institutions such as the European Investment Bank (EIB) and the
European Coal and Steel Community are also involved in regional projects.

Special regional problems emerged in the EU in 1986 after the entry of
Spain and Portugal. Therefore, during the preparations for this enlarge-
ment, the EU introduced the Integrated Mediterranean Programme in 1985.
The goal of this coordinated programme was to help the Mediterranean
regions of the EU (Greece and the southern regions of Italy and France,
with a combined population of about 50 million) to adjust to competition
from the two new member countries. The programme disposed of €4.1
billion in grants and €2.5 billion in loans over a period of seven years. It
integrated all available sources of finance on the levels of the EU, national,
regional and local authorities. In addition, it coordinated other policies of
the EU. The programme was aimed not only at adjustment of agricultural
production (olive oil, wine, fruit, vegetables), but also at the adjustment of
existing and the creation of new SMEs. Alternative employment for jobs lost
in agriculture was to be found in services (tourism) and SMEs. Apart from
the border regions of Finland, the largely ‘unnoticed’ entry of three devel-
oped countries (Austria, Finland and Sweden) in 1995 has not introduced
new regional distortions in the EU.

The modification of regional policy and the ERDF took place in 1988
following the southern enlargement of the EU. It had one basic objective:
to improve the coordination of various structural funds in order to support
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the Single Market Programme. The 1988 reform introduced the following
six basic principles:

● member countries are to submit plans according to priority objectives;
● there needs to be a partnership between the administration at the

local, regional and national level;
● EU measures play only an additional role;
● there needs to be compatibility with other EU policies such as com-

petition and environment;
● different EU policies need to be coordinated; and
● resources need to be concentrated on the least-developed regions.

At the same time, five priority objectives of the regional policy included:

● promotion of the development of the backward regions (Objective 1);
● economic adjustment and conversion of the production structure in

the regions that were affected by a large-scale industrial decline
(Objective 2);

● a fight against structural unemployment (Objective 3);
● the promotion of youth employment (Objective 4); and
● structural adjustment in agriculture, in particular in the regions

affected by the reform of the Common Agricultural Policy and fish-
eries (Objective 5a) and promotion of development in rural areas
(Objective 5b).

Another decision in the reform package was to more than double the
resources of structural funds from €6.3 billion in 1987 to €14.1 billion in
1993.68 None the less, these funds had to be only additional regional expen-
diture to that undertaken by national governments. The objective was to
ensure that structural policy was a tool with a real impact, to move from an
informal project to multiannual programme financing, to increase the pre-
dictability of the policy (as the funds were allocated for a period of five
years) and to increase partnership with authorities that are involved in
regional policy at all levels of government. In practice, all these tasks were
quite bureaucratic; the methodology for the designation of regions that had
to receive assistance permitted a high degree of political influence, so the
coverage of the assisted areas was wider than originally planned, and
support was less concentrated (Bachtler and Mitchie, 1993, pp. 722–3).

The provisions that regulate the operation of the structural funds were
revised in 1993. The main thrust of the 1988 reform was, none the less, pre-
served. Alterations included only a simplification of the decision-making
procedure and its greater transparency; the planning period over which the
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structural funds operate was extended to six years (1993–99); the resources
for the 1994–99 period totalled €144.5 billion; and there was the inclusion
of a few new regions that are eligible for the assistance.

As always when there is a disbursement of funds, the European
Commission has to be careful. It has to find a balance between, on the one
hand, its aim of having effective policies that do not introduce distortions
that may be damaging for the EU in the long term, and subsidy-seeking
regions and firms on the other. To be eligible for EU assistance, a disad-
vantaged region has to have per capita GDP of 75 per cent or less of the EU
average. In reality, the application of this official ceiling is quite ‘flexible’ as
aid has also been given to regions with an average income that is 80 per cent
of the EU average. As a result, half of the EU(15) population of one of the
richest and most-developed regions in the world became eligible for assis-
tance because of the relative drawbacks of the region in which they live.

The regional policy of the EU is simply a supranational policy that is
additional to, rather than a partial replacement of, various national
regional policies. Its first shortcoming is that the ERDF is modest in rela-
tion to regional needs. It should not be forgotten, however, that the regional
policy of the EU, and particularly its Cohesion Policy, is relatively new
although it is improving over time. In 2000, structural funds accounted for
35 per cent of the entire EU budget. The attempt to reduce disparities
between rich and poor countries in the EU is great in circumstances of rela-
tively slow growth and cuts in expenditure. National governments also act
as a brake on the development of regional policy, as they prevent, in some
cases, greater involvement of the EU in their own regional affairs. A greater
degree of coordination of national economic policies may avoid dissipation
of scarce EU funds, which may result in help to the rich in the relatively
less-developed regions to the detriment of the poor in the developed ones.

It could appear that there is a tendency to redirect structural spending
from rural to urban areas. Regional problems are starting to concentrate in
the urban areas of the problem regions. The principal beneficiaries of eco-
nomic integration in the EU are urban areas in the central regions. This
process has also created disadvantages in urban areas and in other regions
of the EU. This is because the EU is a heavily urbanised group of countries.

The impact of the Single European Market on regional disequilibria in
the EU is ambiguous. There is an identification problem. First and fore-
most, one needs to answer difficult questions: what are the short- and long-
term effects of the programme on the regions, and what is the impact of the
changes on the regional disequilibria that would have happened on their
own? If the longer-term effects of the Single European Market include the
liberalisation of EU trade, then output may continue to be concentrated in
the already advanced regions in order to benefit from positive externalities
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(this implies a fall in output and wages in the less-advanced regions).
However, internal trade liberalisation may reallocate some EU production
activities towards the periphery in order to take advantage of lower wages
and other production costs there. As the outcome is uncertain in a situ-
ation with market imperfections and multiple equilibria, the effects of the
Single European Market on the regions will continue to be debated for
quite some time in the future.

Traditional forms of national regional policy started to change and to
decline in importance from the early 1990s in most of the EU member
countries.69 Denmark, for example, abolished all regional development
grants and loans in 1991. The Dutch have restricted their regional assist-
ance to a relatively small part of the country in the north. Owing to bud-
getary constraints, France had to scale down its regional aid. Germany has
severely curtailed regional policy in the western part of the country, while
placing priorities in the new eastern Länder. Even the less-developed coun-
tries such as Greece or Ireland have had to be careful with their regional
expenditure because of the restrictions that originated in recession. The
new spirit of national regional policies in the EU countries includes
(Bachtler and Michie, 1993, pp. 721–2):

● reduction of the importance of regional policy in the northern
countries;

● transfer of responsibilities to regional and local levels;
● automatic aid replaced by discretionary assistance; and
● increased involvement of the European Commission in regional

matters, in particular through the rules on competition.

Contemporary regional policy also includes the local development of pro-
ducer services. This feature was gradually incorporated into regional policy
only in the second half of the 1980s. None the less, the creation of jobs in new
manufacturing businesses, their extension in existing ones or relocation
of businesses still account for the major part of regional intervention. The
European Commission may authorise investment aid of up to 75 per cent
net grant equivalent in the least-developed regions. The same limit is 30 per
cent in other areas where aid is allowed. The upper limit for aid in the least
favoured areas is intended to increase the competitiveness of these regions
in attracting private investment. In practice, the country that has such
regions within its confines may face severe budgetary problems and lack the
necessary funds to finance projects in these areas. Hence, the impact of
this concession is significantly eroded. In any case, a relatively high propor-
tion of the allowed aid of up to 75 per cent may seriously question the
degree of commercial risk borne by the private firm (Yuill et al., 1994, p. 100).

646 The economics of European integration



EU regional policy is governed by six key principles (Armstrong, 1996,
pp. 194–6):

● coordination of various EU policies and funds;
● partnership with member state governments, regional and local

authorities, private businesses and banks;
● multiannual and multiproject programming;
● subsidiarity: policy should be carried out at the lowest possible level

of government;
● concentration of assistance on the priority objectives; and
● additionality: the EU regional policy should be additional to, rather

than a replacement for, national or regional or private expenditure.

The objective of Agenda 2000 was to offer an overall medium-term plan
(2000–06) for the future of the EU. It wanted to prepare the EU for the new
millennium when the EU was preparing to enlarge eastwards. As far as
regional policy is concerned, for reasons of efficiency and visibility Agenda
2000 merged earlier objectives for the structural funds into two regional
objectives and one pan-EU objective (European Commission, 1997a,
pp. 22–5):

● Objective 1: Backward regions with per capita GDP of 75 per cent of
the EU average or below. This covers about 20 per cent of the EU(15)
population.

● Objective 2: Rural and urban reconversion regions. Economic and
social restructuring in areas undergoing economic change in manu-
facturing and services, declining rural areas, urban areas in difficulty
and crisis-hit areas depending on fisheries. This covers about 18 per
cent of the EU(15) population.

● Objective 3: Development of human resources in regions not
covered by Objective 1 or 2. This supports training, education and
employment.

The 2000–06 financial perspective allocated €213 billion to structural
funds to disburse over seven years. Agenda 2000 also reduced the percent-
age of the EU(15) disadvantaged population covered by Objectives 1 and
2 from 51 per cent to 35–40 per cent. This is much more in line with the
intention to concentrate EU resources on those areas that really need them.
In addition, candidate countries were allocated as a pre-accession aid €45
billion for the 2000–06 period. However, the level of annual assistance to a
candidate country cannot exceed 4 per cent of that country’s national GDP.
This shifting of funds eastwards has aroused some hostility towards such
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developments as the beneficiary regions and countries (Spain, France) in
the EU(15) feel that they are losing out to the eastern regions. Therefore,
there are certain moves, particularly by the net contributors to the EU
budget, to scale down regional expenditure during the period that will cover
the 2007–13 financial perspective.

It is apparent that the European Commission is exerting increasing
influence in EU regional matters, mainly through competition rules and
funds with an impact on regional markets. National governments also
conduct regional policies; however, they are becoming increasingly selective
and are making sure that the policy provides value for money. In addition,
outright general assistance to the regions is being replaced by transparent
grants for capital investment.70

There is concern among member countries that the European
Commission relies heavily on quantitative indicators in the designation of
areas for assistance and that it does not take sufficient cognisance of the
specific circumstances of each area. For example, unemployment data in
rural areas may hide the ‘real’ regional problem, as there may be a high level
of emigration from those areas. Unemployment rates that are below the
national average do not reflect a buoyant local economy, but rather a lack
of local job opportunities. The quantitative approach by the European
Commission may be justified on the grounds that it must be impartial. The
Commission can be questioned in its work by the European Parliament or
by the Court of Justice, so it must be able to give reasons for its actions.
Although quantitative criteria play an important role in the first phase of
the consideration of the problem by the European Commission, the second
phase of analysis provides for a greater flexibility and consideration of
other, more qualitative elements (Yuill et al., 1994, pp. 98–100).

Three factors account for most of the inequalities in regional levels of
income. They deal with differences in: total factor productivity, employment
level and the share of agriculture in regional income. The suggested regional
policy, based on the experience of Ireland from the mid-1980s, relates to the
market-oriented approach as ‘the best conduit to sustained economic growth
and fast convergence in per capita income’(Boldrin and Canova, 2001, p. 211).

In spite of substantial regional expenditure by the EU, Boldrin and
Canova (2001) showed that neither convergence nor divergence was taking
place among the EU(15) regions during the 1980–95 period. The adopted
and implemented regional policies, as well as substantial public resources
channelled to less-developed regions do not appear to enhance the cap-
acity of these regions. These funds only redistributed income among
regions. With no prospects for change and if income distribution is the
principal concern, such transfers will be necessary on a continuous basis.
Therefore, there was no evidence that the adopted policies of redistribution
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of income were the most appropriate. As most regions were growing at a
fairly uniform rate, these policies reflected internal political compromises
which have little effect on fostering economic growth and convergence in
the EU (Boldrin and Canova, 2001, pp. 211 and 242).

In spite of substantial expenditure on regional matters by the EU during
the 1980s and 1990s, regional inequalities have not narrowed during this
period, and by some measures have even widened. ‘Income differences
across states have fallen, but inequalities between regions within each state
have risen. European states have developed increasingly different produc-
tion structures’ (Puga, 2002, p. 400). A similar observation came from
Midelfart-Knarvik and Overman (2002, p. 333) who noted that despite the
fact that the EU(15) spent about a third of its overall annual budget on
regional matters, there was an increasing regional inequality. If the EU
regional policy and instruments were successful on the country level, they
were less so on the subnational plane.

ONE CASE: MEZZOGIORNO71

Since the early 1950s, Italy has implemented a range of inconsistent
regional policies that have failed to enable the Mezzogiorno to catch up
with the rest of the Italian economy to any great extent.72 Public interven-
tion started after the Second World War with the development of a regional
infrastructure. Poor transport links may have ‘protected’ local industries in
the backward regions of southern Italy. The building of the Autostrada del
Sole led to a chain of bankruptcies in the local food, textiles and clothing
businesses because of a fall in trade costs compared with the rest of the
country. The Mezzogiorno started to ‘import’ cheaper goods from else-
where in Italy, hence the previously protected local businesses suffered.

Towards the end of the 1950s, the major infrastructure was built, but it
was not sufficient to attract firms to invest in the south. At that time regional
policy started to offer hefty financial and fiscal incentives to businesses that
wanted to locate their activities in the Mezzogiorno. In the late 1960s, public
enterprises increased their role in the production geography of the south.
At the same time, wage subsidies were employed as a means of industrial
policy. In 1968, a national wage agreement laid down a common wage
throughout the country. This introduced a major rigidity in the economy of
the Mezzogiorno. Private firms abstained from hiring because of wage costs
that were not linked to productivity. The south lost wage flexibility to
respond to shocks, while public enterprises were overmanned. This type of
economy was vulnerable to shocks, as was exemplified in the early 1970s
after the increase in the price of oil (Braunerhjelm et al., 2000, p. 72).
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The policy reaction to such geography of production was support to
SMEs. However, this policy change came too late to be effective. The gap
between the north and the south began to grow again from the mid-1970s.
During the 1980s, Italian regional policy was restricted to income support
(public employment and pensions). Growing taxes and continuous trans-
fers to the Mezzogiorno were frustrating the north of the country. In addi-
tion, the European Commission requested the removal of wage subsidies
to firms in the south as they were distorting competition.

Dissatisfaction with previous regional policies carried out since the
1950s, pressure from the northern regions and involvement of the
European Commission in regional and competition affairs contributed to
the introduction of Law 488 in 1992. This law effectively abolished special
intervention (intervento straordinario) for the Mezzogiorno and extended
the coverage of the policy (grant-based support) to the centre-north of
Italy. This means that regional policy in Italy is no longer tantamount to a
policy directed at the southern part of the country. The abolition of this
special treatment for the Mezzogiorno may be considered as one of the
most significant developments in regional policies during the past four
decades.

One of the policy tools that was used to support industrialisation in the
region was law provisions that required public corporations to direct the
majority of their investments towards the south. These firms were regarded
in the receiving area more as providers of jobs (hence, as supporters of the
local demand) than as contributors to the growth of the national economy.
As such, a relatively low efficiency of investment in the Mezzogiorno comes
as no surprise at all. Because of these ‘results’ there was growing pressure
for a reconsideration of the public policy towards the south, as well as open
opposition to the policy from the northern regions of the country.

During the first half of the 1950s, GDP per capita income in the south of
Italy was about 55 per cent of that in the north and centre of the country. In
the second half of the 1980s the equivalent figure was 57 per cent. In spite of
this, the Mezzogiorno cannot be described as a ‘poor’ region, particularly
in terms of consumption. Large transfers of resources from outside the
region support the artificially high levels of consumption. Therefore, the
Mezzogiorno may be described as a structurally dependent economy
(European Economy, 1993, pp. 21–2).73

The source of the regional problem of the Mezzogiorno lies not necessar-
ily in a lack of funds or infrastructure, but rather in the non-material sphere.
One of the major obstacles can be found in the absence of an ‘entrepreneur-
ial culture’. In addition, a survey of TNCs that already operate in or have con-
sidered investment in the Mezzogiorno revealed that the major obstacles to
foreign investors include the existence of criminal organisations and political
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factors. A lack of infrastructure featured highly only for those TNCs that
have not yet established their branches there. Factors that contributed to the
attractiveness of the Mezzogiorno included the availability of relatively low-
cost labour (both quantity and quality), the availability of land, as well as
various public incentives to locate business operations there.74

14. Conclusion
A country or economic union in which there are differences in the levels of
development and/or living standards among constituent regions that do
not have at least a tendency towards equalisation cannot be regarded as
having a well-integrated economy. Therefore, all countries and economic
unions have a certain commitment to reduce regional disequilibria for a few
economic and, more importantly, a variety of non-economic reasons. The
objectives of EU regional policy are to diminish existing and prevent new
regional disparities.

If a regional policy is to be effective, then the authorities at all levels of
the government have to coordinate their activities in order to influence
decisions about the allocation of resources (location of economic activity).
In spite of these coercive powers, the regional policies of countries have had
relatively limited positive achievements. It should therefore come as no sur-
prise that the achievements of the regional policy of the EU, which often
relies more on rules of competition, persuasion and on certain funds than
on coercion, are scant indeed.

Regional policy has been based on a number of compromises, to the
detriment of the purity of principles. Previous attempts to shape regional
policy relied mainly on the alleviation of transport and communication
costs through the expansion of infrastructure, as well as the mitigation of
agglomeration disequilibria. More recently, attention has shifted towards a
greater self-reliance for those regions that are lagging in development, as
well as the enhancement of enterprise competitiveness in these regions.

Statistical evidence and various surveys of past actions offer little testi-
mony that the EU regional policy had any significant effect. In the case of
France, for example, Crozet et al. (2004, pp. 28, 51), found that French and
EU regional policy investment incentives and structural funds did not have
any significant impact on investors. Elsewhere, the growth of clusters and
regions such as northern Italy or Baden-Württemberg was not based on
any public action, but rather on inside elements. Public action in regional
matters as took place in the Mezzogiorno had a very limited success and
occasionally could have been harmful.
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Enterprise policy and the policy of macroeconomic stability are grad-
ually being used instead of regional policy to tackle the regional (spatial)
problems of a country. The new regional (development) policy ought to
change the traditional intra- and interregional relations of dependence and
hierarchy. This type of rigid structural organisation of firms, industries and
institutions (state commands, taxes and shelters; big firms are protected;
small and new firms are tolerated but not highly encouraged; while the
family ties and ‘old boy’ networks connect everything) ought to be replaced
by structures that are open for contacts based on affinity, support and per-
ception of common growth and positive-sum games. This new policy ought
to include the following features:

● assistance to innovation and permanent learning;
● aid to increase flexibility to face and adapt to challenges;
● reduction in the traditional financial regional support;
● emphasis on SMEs, business ‘incubators’ and start-ups of new firms;
● backing of the producers’ services; and
● coordination with other policies.

The critics of this policy stance believe that the two policies lack the firm-
ness needed to have a direct influence on a given spatial problem.

In contrast to the decentralisation and trimming down of national
regional policies, EU regional policy has continued to widen its coverage
and scope. It is, however, hard to determine the point at which regional
policy distorts competition beyond the interest of the EU. Hence, uncer-
tainty over regional policy will continue in the future. There are many arbi-
trary elements in the policy, as well as special cases. EU regional policy has
revealed its limitations. It is still Byzantine in its complexity. A solution to
the regional development problem, as well as to achieving some balance
among various regions, is an urgent, difficult, but highly rewarding chal-
lenge for the EU(25). Instability in regional policy at national and EU levels
seems likely to continue. It is possible that the trend to decentralise the cre-
ation and implementation of national regional policy will continue in the
future. However, there is a danger in the expansion of regional incentives
that compete with one another.

The question, however, arises as to whether regional policy increases or
decreases market imperfections. In the second-best world, all answers are
possible, but not always desirable. If the costs of such a policy are less than
the benefits it brings, then the policy is justified. The rationale for a regional
policy that basically redistributes income (equity) must be found in soli-
darity among regions that constitute countries and/or the EU, as well as the
fact that the area of benefit is larger than the assisted region.
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Demand, technology and supplies of factors often change. Regions that
fail to adjust continuously to the new challenges and opportunities remain
depressed and weak. One of the broad objectives of regional policy is to
help the redistribution of economic activity among different regions. Its
impact cannot be measured easily as it is not a simple task to construct a
counterfactual world that would specify what would have happened
without this policy. The difference between the actual and counterfactual
situation may be attributed to regional policy.

As the Central and East European countries brought serious regional
disequilibria into the EU, cohesion will remain one of the major long-term
issues in the EU(25). Hence, there are at least three major arguments in
favour of the EU regional policy in order to preserve unity with diversity
in the EU(25):

● In the absence of policy instruments such as tariffs, NTBs, devalu-
ation or changes in rates of interest, regions that are not able to adjust
as fast as the rest of the EU face increases in unemployment and
decreases in living standards. In this situation, there is some case for
the demand for short-term fiscal transfers at the EU level to ease the
adjustment process. The possibility of such transfers in unforeseen
cases ought to be permanent in an EMU (eurozone). Otherwise,
when in need, the regions that are in trouble may not be sure that
other partner countries will provide resources on a case-by-case basis.
The eurozone may not be able to operate efficiently in the long term
without an effective regional policy. However, there is high uncer-
tainty regarding the size of the EU(25) structural funds during the
2007–13 period.There are serious political pressures to limit and to
scale down the overall EU budgetary expenditure.

● Coordination of national regional policies, as well as other principal
economic policies at the EU level can avoid self-defeating divergent
regional programmes that are taken in isolation.

● Footloose industries, multiple equilibria, economies of scale and
externalities do not guarantee that integration will bring an equitable
dispersion of economic activities. Some direction for economic
adjustment and allocation of resources in the form of regional policy
may be necessary.

Regional policy is another facet of social policy. Hence, the EU faces
difficult political choices regarding regional policy. Challenges in this area
include the eastern enlargement, monetary union, continuous unemploy-
ment, structural change and international competition. Obstacles to a
stronger influence in this policy area come from the eurozone restrictions
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in the monetary and fiscal fields, lack of a federal EU system of transfer of
funds, slower growth and little internal migration of labour. However, one
has always to bear in mind that the amount of funds at the disposal of a
particular policy is not always what matters most. What matters is the
amount of funds that is necessary to change a particular type of behaviour
in the desired direction. The amount of funds and their astute use to change
certain types of behaviour will continue to be a matter for debate long into
the future.

Appendix 8A1 Examples of the putty–
clay locational model

Relatively modest initial differences between countries or the humble
beginnings of an industry or a firm in a region can have irreversible effects
for a specific location or region. Even if two or more potential locations are
identical, then the case may be ‘solved’ by chance. Hence, it may be impos-
sible to predict where a cluster will emerge. But once the industry starts
developing, the process of circular interdependence or cumulative causa-
tion cuts in and may continue for a long time, even if the structure of the
economy has changed. For example, there are interesting stories of why
certain firms/industries come to be located where they are today:

● For centuries Basle was an important trading and banking city
because of its favourable geographical position. For instance, the
Rhine is navigable from Basle. This supported trade and later
production specialisation in the textile industry. In neighbouring
France, the national patent law of 1844 protected materials, not the
production process. Hence, the patent of 1859 gave the inventor of
the red aniline dye (fuchsine), used for dying textiles, a virtual monop-
oly to produce it in the country. A few months following the granting
of this patent (monopoly to produce), another Frenchman invented
a completely different method for producing the same red dye.
However, the law prohibited him from producing this protected dye
in France, even though the domestic demand was larger than supply.
Hence, he went abroad to Switzerland which, like many other coun-
tries, did not have patent laws. Basle was the preferred location
because it was a trading and banking centre, electricity and salt were
available in the vicinity, one could ‘safely’unload arsenic in the Rhine,
transport and forwarding infrastructure was readily available and the
oldest Swiss university, founded in 1460, was located there. Physician
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and alchemist Paracelsus (1493–1541), a precursor of homeopathy,
lectured on the link between medical and chemical events, which
freed medical thinking. Hence, Basle was a prime and open location
to start production of something new. At the same time in France, the
(monopolist) producer of the dye, mollycoddled by the system, did
not invest further in R&D or improvements in production tech-
niques, while the competitive market structure in Switzerland motiv-
ated firms to increase production efficiency. The price of the dye in
Switzerland was less than half the price in France, hence smuggling
into France became significant. This French monopoly subsequently
collapsed (Weder, 1995). Production of pharmaceuticals emerged,
almost by chance around 1880, when the curative effects of dyes
became apparent. The Swiss dye industry could not compete with
its German counterpart either on scale of output or on access to
raw inputs. Therefore, the Swiss specialised in high-value-added
market segments of medicines, pesticides, herbicides, perfumes and
flavourings. Highly sophisticated medical and health-care services
and equipment followed their expansion throughout the country.
Strong incentives came from an inflow of talents and the invalidation
of German patents by the Allies following the two world wars, as
well as a government policy in education and through the support of
R&D. As a relatively small country, Switzerland had to export from
the outset. It became specialised and highly competitive in an indus-
try that is not based on natural resources.

● Towards the end of the Middle Ages, Genevan goldsmiths and
jewellers were renowned for their skills, the splendour of their pro-
ducts and their knowledge of precious metals. They were ‘expected’
to become involved in the new watchmaking industry that started
to appear in France, Flanders, England and Germany around 1500.
However, the Genevans were so prosperous that they were uninter-
ested in the emerging industry. Nevertheless, two chance events
prompted the abrupt appearance of watchmaking in Geneva. First,
in 1541, Jean Calvin issued an edict against luxury, pleasure,
elegant clothing and ‘useless jewellery’. This limited the activ-
ities of the Geneva jewellers and goldsmiths and virtually ended
their craft 25 years later when their activities were even more
restricted. Second, at about the same time, the persecuted Protest-
ant Huguenots from France and Flanders found sanctuary in
Switzerland (Basle, Geneva and Zurich). Some of these refugees
brought with them watchmaking knowledge and experience, one of
whom was Charles Cusin who settled in Geneva in 1574. As watches
performed a ‘useful’ function, Geneva’s jewellers and goldsmiths
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learned how to make quality, stylish and durable watches in order
to find a new source of income. Once the number of watchmakers
increased, they organised themselves in a guild in 1601. Most of the
production was sold outside the country as few Swiss were able and
willing to afford such watches. None the less, production flourished
and the city became congested with watchmakers. It became
increasingly difficult and time consuming to obtain a master watch-
maker’s licence, so many of the apprentices moved to other loca-
tions. They mostly clustered in the Swiss Jura (Nyon, Neuchâtel, La
Chaux-de-Fonds, Bienne and Basle). In contrast to Geneva, light
regulations permitted the production of parts to be farmed out to
the peasants in the mountains, who had limited sources of income,
especially during the long winters. These watches were, of course,
less sophisticated and cheaper than the ones produced in Geneva,
but they found a niche in the marked and production expanded. In
spite of changes in time measurement technology and hard times
during the 1970s and 1980s, the Geneva watchmaking cluster for
stylish and the Jura cluster for standard watches weathered the
storm, justified their label ‘Swiss made’ and retained ‘global’ domin-
ance (Bumbacher, 1995).

● Sassuolo (near Bologna, Italy) is, perhaps, the world capital in the pro-
duction of ceramic tiles. Pot making started there in the 13th century.
Production of ceramic tiles for street names and house numbers began
in the 19th century. Immediately after the Second World War, there
were only a few ceramic tile producers in the area. The post-war
reconstruction created a boom for all building materials including
Italian ceramic tiles. Tiles did well on the market because in the
Mediterranean climate ceramic tiles were cool in warm weather,
because wood was scarce and dear, and because the Italians prefer
natural materials to vinyl and carpeting. The principal raw material
was kaolin (white) clay. The region was abundant in red clay, hence the
white had to be imported from Britain. The equipment kilns and
presses were imported (mainly from Germany) in the 1950s and 1960s.
From the mid-1960s, the local entrepreneurs learned how to modify
the imported equipment for the use of the regionally available red clay.
In the 1970s, the Sassuolo area manufacturers became very competi-
tive suppliers of kilns and presses, and they began to export them.
A relatively saturated domestic tile market in 1980s provided the
incentive to export ceramic tiles all around the world. Producers were
successful in responding quickly to the changing design and other
demand conditions which gave them the competitive edge (Porter,
1990a, pp. 210–25).
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● Modena (Italy) is an important hub for translations from and into
many languages. This area has long been well known for the produc-
tion and export of agricultural machinery. As the machinery required
instruction manuals in various languages, such publications were
initiated in Modena; once established, the industry developed and
expanded.

● Provided that profitability is maintained, personal factors (that is,
whims) can play a role in firm location decision. For example, the
establishment of car production factories in Detroit and Oxford,
as in each case the founder of one of the major manufactur-
ers (Ford and Morris, respectively) was born there. Incidentally,
Bill Gates, the founder and chairman of Microsoft was born in
Seattle. Fashion-producing firm Hugo Boss is located in Metzingen
(Germany) because Hugo Boss was born there and he wanted to
contribute to the development of his home town. Metzingen is situ-
ated very close to Reutlingen (near Stuttgart) and there is quite a
significant textile industry in the area. Now, not only is there Hugo
Boss production and a huge Hugo Boss outlet in Metzingen, but
others have also established enterprises there, such as Escade and
Bally. Hilti, a tools maker, is located in Liechtenstein because
its founder Martin Hilti was born there. Nowadays, it has been
known for golf-addicted entrepreneurs and business executives to
search for locations for their businesses that are close to good
golfing facilities.

● Policy changes such as the passage of anti-union statutes in the
southern states of the US gave certain manufacturing firms the
incentive to leave the northern part of the country. This process was
supported by another unrelated event: the advent of air condition-
ing, which made the southern climate more attractive for living and
working in than that in the north of the country.

● St. Martin’s Court is a short street near the English National Opera
in London. The street is full of sellers of second-hand books and
prints. Potential customers go there because they expect to find a
number of shops with a wide range of second-hand books, while shop
owners locate there because they expect to welcome a stream of
clients. A similar reasoning explains the cluster of theatres around
Leicester Square and the location of restaurants in Soho. During the
Renaissance, Florence was the centre for art in Italy. The clients who
lived there were sophisticated, they appreciated art and were able and
willing to pay for it. At the same time the artists needed such clients.
The densest art expertise in the world can be found along a one-
kilometre-long stretch that connects New Bond Street, Old Bond
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Street and St. James’s Street in London. The combined turnover of
the auction houses Christie’s, Sotheby’s, Bonhams and Phillips is
the largest in the world. In addition, in the same area there are 15 top
art dealers. They all tend to flourish during troubled times: periods
of calm and political stability have been disastrous for their busi-
ness, while unpredictable crisis, death, divorce and sorrow are their
best friends.

Krugman (1996b) draws an interesting analogy between clusters and the
natural evolution process:

The general attitude of evolutionary theorists seems to be that the nature
can often find surprising pathways to places you would have thought unreach-
able by small steps; that over a few hundred thousand generations a slightly
light-sensitive patch of skin can become an eye that appears to be perfectly
designed. . . . [Imagine] a group of frogs sitting at the edge of a circular pond,
from which a snake may emerge . . . and that the snake will grab and eat the
nearest frog. Where will the frog sit? . . . if there are two groups of frogs around
the pool, each group has an equal chance of being targeted, and so does each
frog within each group – which means that the chance of being eaten is less
if you are a frog in the larger group. Thus if you are a frog trying to maximize
your choice of survival, you will want to be a part of the larger group; and
the equilibrium must involve clumping of all the frogs as close together as
possible.

Does this remind you of the principle of agglomeration? Unlike changes in
biology, real-world entrepreneurs are smart and often radically change
their behaviour within a short period of time in response to opportunities
for business.

Appendix 8A2 Clusters in Italy and
Germany

Italy is an often quoted example of a country with distinct manufacturing
clusters. A select group of those clusters include the following:75

● motorcycles in Bologna [2370];
● electronics, mainly alarms for cars in Varese [100];
● jewellery in Valenza Po [1400] (Alessandria); Vicenza [1100]; Arezzo

[1300] (Florence);
● spectacles in Cadore [930] (Belluno);
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● textiles and clothing in Sempione [3900] (Varese);
● textiles around lake Como; Prato [8481] (Florence); Olgiatese [2614]

(Varese); Biella [1300] (Piedmont); Valdagno (Pisa);
● clothing in Val Vibrata [1150] (Pescara); Empoli (Florence); Treviso;
● female underwear in Castel Goffredo [280] (Mantova);
● silk in Comasco [2600] (Como);
● wool in Biella;
● knitwear in Carpi [2054] (Modena);
● shoes in Fermo, Montegranaro, Porto Santelpidio, Sanbenedetto, San

Benedetto del Trono (Ancona); Lucca, Santa Croce Sull’Arno [1749]
(Pisa); Ascoli [3100]; Riviera del Brenta [886] (Padova);

● sports footwear in Montebelluna [623] (Treviso); Asolo (Treviso);
● tannery in Arzignano [600] (Vicenza) and Solofra (Naples);
● ceramic tiles in Sassuolo [199] (Bologna);
● marble in Apuo-Versiliese [1161] (Carrara);
● taps and valves in Alto Cusio [300] (Novara);
● furniture in Brianza Comasca Milanese [6500] (Milan); Cantù [7200]

(Milan); Alto Livenza [2000] (Udine); Poggibonsi [1294] (Siena);
Bovolone-Cerea [3000] (Verona);

● kitchens in Pesaro [1200];
● chairs and tables in Udine [1200];
● wood machinery in Rimini [1345];
● agricultural machinery in Modena [100];
● foodstuffs in Parma [215];
● saucepans and valves in Lumezzane [1008] (Brescia);
● packaging machinery in Bologna; and
● accordions and other musical instruments in Castelfidardo [400]

(Ancona).

Clusters in Germany include:

● steel in Dortmund, Essen and Düsseldorf;
● locksmiths’ products in Velbert;
● cutlery in Solingen;
● surgical instruments in Tuttlingen;
● chemicals in Leverkusen, Frankfurt and Ludwigshafen;
● jewellery in Pforzheim;
● cars in Wolfsburg, Stuttgart, Munich, Ingolstadt, Neckarsulm and

Regensburg;
● machine tools in Stuttgart;
● pens and pencils in Nuremberg;
● printing presses in Heidelberg, Würzburg and Offenbach;
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● optics in Wetzlar; and
● tool-making in Remscheid.

Notes
1. Economic and social cohesion is defined as ‘overall harmonious development’ (Article

158 of the Rome Treaty). As cohesion is defined in such a vague way, it can mean different
things to different people. It can also mean different things to the same person at various
points in time. Does ‘overall harmonious development’ mean equalisation of income; or
equalisation of opportunities; or providing an incentive to remain in the EU? 

2. Guidance Section of the Agricultural Fund, European Regional Development Fund,
European Social Fund, Cohesion Fund and Financial Instrument for Fisheries Guidance.

3. Trade theory has not come to grips with multiactivity firms and multiplant production as
was the case with the theory of industrial organisation.

4. The question with agglomeration economies is which geographical spot is going to
dominate in production? The analytical difficulty with agglomeration is that it introduces
multiple equilibria.

5. In the case with one market and two deposits of resources, the optimal firm location
would fall inside the triangle area which links these three different spots.

6. If one imagines a geometrically even distribution of centres across a flat and homogen-
eous surface and the corresponding circles (representing ranges of goods) around them,
then if one wants to cover all the space with circles, there would be an overlap between the
two adjoining circles. If one draws a straight line between the points where the two adjoin-
ing circles intersect, one would get a hexagonal market space of identical size around
each centre without empty corners, as consumers would purchase goods from the cheap-
est (nearest) producer.

7. Paris and Madrid have a relatively central geographical location in France and Spain,
respectively. The same holds for Munich in Bavaria. In 1998 the capital of Kazakhstan
was transferred from Almaty to Astana precisely because the latter city lies at the inter-
section point of major North-South and East-West transport routes.

One of the reasons why Peugeot-Citroën announced in 2003 that it intends to invest and
to locate a large (€700 million) car assembly factory in Trnava, Slovakia (over alternative
locations in Poland, the Czech Republic and Hungary) is that this country has good access
to transport links and that it is ‘in the centre of Europe’ (R. Anderson, M. Arnold and
J. Reed, ‘Peugeot to build new plant in Slovakia’, Financial Times, 15 January 2003). The
factory would start production of about 300 000 small cars from 2006. The manage-
ment intends to be closer to fast-growing markets in the EU accession countries and to
profit from wage rates that are a fifth of the rates paid in the EU(15) for similar industrial
operations.

In 2004, Hyundai selected Slovakia over Poland (known for the aggressive reputation
of its labour unions) to build a €700 million car assembly plant in Zilina. This is Hyundai’s
first car assembly plant in Europe. It would assemble 200 000 cars a year (potentially
300 000 from 2008). The reasons for the decision to locate in Slovakia include wage costs
(a quarter of the prevailing rates in Western Europe); half the car ownership levels of
Western Europe; laws that made labour market flexible; reduced corporate and income
taxes; existing network of suppliers (expected to expand further); and membership of the
EU. As Volkswagen already produces cars in Slovakia (Bratislava), this ‘tiny’ (5.4 million
people) central-European country becomes one of the European motor giants. The three
Slovak car plants could produce over 800 000 cars a year from 2006. That would make the
highest per capita car production in the world (R. Anderson and J. Cienski, ‘Hyundai
picks Slovakia for new €700m car assembly plant’, Financial Times, 3 March 2004).

Slovakia may produce about 900 000 cars a year from 2008. The automotive industry
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contributes a quarter to the manufacturing output and a third to exports (this will
increase to a half once the two plants are completed). The problem may be in the increas-
ing unbalance in the Slovak industrial structure. Although Slovakia may be the victim
of its own success, some of the neighbouring countries that lost out to Slovakia (Poland,
for example) may like to have such ‘troubles’.

8. Marriages (chances or historical accidents) of the Habsburgs created the Austro-
Hungarian Empire, which altered the economic space in Central and Eastern Europe.

In addition, the spread of certain products is based on a chance. For example, in 1519
the Aztec king Montezuma offered Hernando Cortez a chocolate drink. Know-how
about chocolate was passed on to Spain. When the 14-year old Spanish princess Ann of
Austria, daughter of Spanish king Philip III, married in 1615 her peer Louis XIII of
France, the Spanish hosts served chocolate to the European nobility. Ann of Austria
brought in her wedding basket some chocolate to the French court. That was one way
how chocolate crossed the Pyrenees. At about the same time, the Inquisition in Spain
instigated another. The fleeing Jews came to Bayonne (France) and established cocoa
processing plants there. Some of them went also to the Low Countries.

9. Murphy et al. (1989) discuss multiple equilibria with respect to the process of industri-
alisation, postulating that a certain critical mass of industries may have to be involved
in order for industrialisation to be successful. A parallel could be drawn with location
theory, and a role for government policy to aid the ‘take-off’ of a particular location, and
encourage firms to move to the location.

10. Positive feedback economics may also find parallels in non-linear physics. For example,
ferromagnetic materials consist of mutually reinforcing elements. Small perturbations,
at critical times, influence which outcome is selected (bifurcation point), and the chosen
outcome may have higher energy (that is, be less favourable) than other possible end
states (Arthur, 1990a, p. 99).

11. An ergodic system (a pendulum, water in a glass) ultimately returns to its original state,
regardless of the disturbances between the starting and ending points in time.

12. http://classics.mit.edu/Plato/laws.html.
13. http://classics.mit.edu/Plato/laws.4.iv.html.
14. During past centuries, the colonial powers obtained natural resources from their

colonies. In many cases they prevented the development of manufacturing industry in
the colonised countries in order to secure those ‘outer markets’ for the exports of the
manufactured goods from the colonial master. Thus local competition was eliminated
and if any development of manufacturing activity took place it was usually in port cities
and was limited to primary processing.

15. It is difficult to trace knowledge flows, because they are invisible and do not leave a paper
trail by which they can be measured and tracked. Hence a theorist may assume anything
about them (Krugman, 1992, pp. 53–4). Certain traces such as quotations in professional
journals may be found, however.

16. An Italian saint prompted the creation of Brasilia, Brazil’s capital in 1883. He promised
great bounties if the interior of the country, mostly Amazon jungle, was developed. In
1891, a new constitution called for the move. A foundation stone was laid in 1922, but
only in 1957 the new capital city project got under way 900km inland. This was a utopian
experiment in modern urbanism that was intended to stimulate leaps in the development
process. What turned out is a pedestrian-unfriendly city which misses a human touch. It
is packed with (monstrous) concrete government buildings in various states of decay.
Or another example: Washington D.C. was created in 1790s when President George
Washington picked a swamp for the permanent seat of the US government. ‘It’s not quite
so bad now, but . . . once the city’s cubicle-dwellers flee to the suburbs, Washington can
feel as empty as a bad high-school dance’ (K. Iskyan, ‘Trading places – What drives a
country to switch its capital city?’, Slate, 1 March 2004.

17. Landlocked countries such as Chad, Mali or Niger have a geographical disadvantage
that increases the cost of trade. However, Austria, Switzerland and Luxembourg may
offer examples showing that the situation for landlocked countries is not hopeless.

18. Relevant factors that influence agglomeration tendencies for producers include the avail-
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ability of raw materials, energy, labour and capital, while for consumers they include the
availability of jobs and education, as well as climate and surroundings.

19. A core region may be taken to mean one that has capabilities and potentials to create,
attract and employ resources and ideas. A periphery region may be taken to be one that
has its economic path determined chiefly by the developments in the core region(s).

20. Learning from teachers is called oblique transmission, while learning from the members
of one’s professional group is horizontal transmission.

21. See section 7 on war and the location of firms.
22. Audretsch and Feldman (1996) found evidence that the US industries in which new

knowledge spillovers are relevant (semiconductors and computers in California; pharma-
ceuticals in New Jersey) have a greater propensity to cluster innovative activity than
industries where these spillovers are less important. Bottazzi and Peri (2002) reported
that the benefits of R&D in generating innovation were extremely localised.

23. Information is simple structured and unstructured data. Knowledge is the capability to
process those data, to analyse and evaluate them and, possibly, to deepen and extend
them. Tacit knowledge is something that is within a knowledgeable person, but some-
thing that one cannot put in a manual.

24. Personal contacts, face-to-face communication, proximity and trust with a partner are
emphasised by Kleinknecht and ter Wengel (1998, pp. 645–6), Porter and Sölvell
(1998, pp. 445–6), Sternberg and Tamásy (1999, p. 374), Gordon and McCann (2000,
p. 520), Porter (2000a, p. 262), Crafts and Venables (2001, p. 32), Henderson et al.
(2001) and Venables (2001, p. 24), but were also well known to Perroux (1955, p. 317
and 1961, p. 152).

25. Do you know anybody who learned to cook a good French or a Chinese dish merely by
reading a cookbook?

26. Fortune, 8 December 1997, p. 43.
27. It has been estimated that empty trucks travelled about 60 billion kilometres in the EU

at an approximate annual cost of €45 billion. A better organisation of transport could
radically reduce these figures (European Voice, 29 January 1998, p. 15).

28. Even though Siemens is a dominant firm in the Munich high-technology cluster, it does
not threaten or absorb SMEs in the cluster, but rather develops ties with SMEs that are
characterised by collaboration (Sternberg and Tamásy, 1999, p. 375).

29. The emergence of a cluster may be based on a historical accident such as the existence
of certain skills or raw materials or a crossroad. Its evolution may enter into the second
phase with the agglomeration of firms and the arrival of externalities that may have
cumulative features. The next step in the growth of a cluster may include creation of sup-
porting bodies such as business associations and knowledge-related institutions (schools
and research centres). The next stage includes the spread of non-market relations. Firms
and institutions create and maintain the spirit of strong non-market collaboration which
is external to individual firms, but internal to the cluster. Such clusters may be highly spe-
cialised and may have success with their output on the market. However, they may easily
become victims of their own success. They may fall into a ‘trap of rigid specialisation’ in
the final period in their life. They may be locked in their own technology, specialised
output and spirit. If there is another, competing and new good, service or technology
elsewhere, which is in demand, then the cluster may decline and disappear.

30. Public policy and administrative areas in which the authorities collect statistics are
usually not the same as clusters, which is why it is hard to determine the exact economic
significance of clusters with a high degree of reliability.

31. It is also likely that dinosaurs came into being following an earlier meteor impact 251
million years ago.

32. Because of the availability of wood, Sweden developed its huge pulp and paper indus-
try. Strong links with the suppliers contributed to a similar success for the machinery
involved in the production processes.

33. ‘Japanese business firms operating in Germany have an unexplainable attraction to
Düsseldorf rather than Frankfurt’ (Beckmann, 1999, p. 61).

34. Think of the theatre when the audience applauds. Soon the audience will spontaneously
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start clapping at the same tempo. Such self-organisation occurs when many initially
uncorrelated actions lock into one another’s rhythm and create a strong collective
group.

35. Mainstream economics deals with decision making within given structures. Evolutionary
economics is concerned with decision making and long-term changes of the structure.
See the classical article on the issue by Boschma and Lambooy (1999a).

36. Information in the physical world is transmitted via flows of particles such as electrons
or photons and density gradients. In the social world (and to a lesser extent in the bio-
logical) ‘there are the controls of information flows from the exercise of the principle of
optimum loss of detail and use of near-decomposability within hierarchical structures –
and even more so within the intricate interconnections of complicated hierarchical struc-
tures that may be embodied in an heterarchical model conceived by a human mind’
(Isard, 1996, p. 357). Even though there are difficulties in applying biological analogies
to social phenomena, they were widely used in the analysis of firms. The examples
include the ‘life cycle’ theory of the firm, ‘viability’ of the firm and ‘homeostasis’ (habit-
ual return to the initial equilibrium) (Penrose, 1952).

37. Australians were prevented from selling their wines under French names such as cham-
pagne, chablis or claret. So they simply rebranded their products as sparkling wines,
cabernet sauvignon and chardonnay. The French were subsequently forced to rebrand
obscure labels with varietal names to compete with the Australians on the British market
(Financial Times, 28 July 2003).

38. ‘IMF’s Camdessus misses the point’, Stratfor, 15 November 1999.
39. Increased productivity (growth in output per hour) is the basis for an increase in living

standards and economic progress in the long term.
40. The performance of computer chips doubles every 18 months (Moore’s law). However,

this does not mean that the impact of computers on productivity follows this trend in a
linear way. It depends who uses computers, how, when and for what purpose: manage-
ment of stocks or computer games.

41. R. Gordon, ‘America wins with a supermarket sweep’, Financial Times, 19 August 2003.
42. The Economist, 19 August 2000, p. 9.
43. The German chemical industry was based on domestic deposits of salt and coal, as well

as skills.
44. The first of many attempts to produce a small, economical runaround vehicle early in

the 20th century resulted in the Auto-Ped. Introduced in New York in 1915, this looked
like a child’s scooter: it had no seat and there was a platform for the rider to stand on.
A two-horsepower motor gave the Auto-Ped a maximum speed of 55 km/h.

45. In an attempt to eliminate textile waste during the Second World War, the US govern-
ment reduced by one-tenth the amount of fabric allowed for women’s swimwear. The
chain of events that resulted in the ever-decreasing amount of material necessary for the
bikini was set in motion.

46. Coalmining regions weakened and declined when liquid fuels started to be used as prin-
cipal sources of energy.

47. Topics for further research include: spillovers, externalities and linkages as they are so
poorly understood; local interactions; monopolistic competition; cross-fertilisation with
industrial organisation and urban economics, trade and growth; cost–benefit analysis
that can include linkages; services as research was mainly concentrated on the manufac-
turing sector; the speed of (exponential?) weakening of the effect of spillovers and infor-
mation relative to distance, especially in developing countries; and agglomeration and
spread of innovative activities.

48. The tacit assumption is that there are no transport and adjustment costs.
49. Sources of economies of scale include very high set-up or sunk costs (in fixed capital and

R&D); learning effects (the more people learn how to use one Microsoft program, the
easier it is for them to learn and adjust to other programs); and network and coordina-
tion effects (the more people use mobile phones or electronic banking the greater is the
utility of that to all network users).

50. Institutional organisation, social regulation and political intervention may have a
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significant influence on the location of production.
51. Entry and exit barriers include: huge sunk costs (in project investment and advertising),

economies of scale, product differentiation (for example, local market demands a specific
brand name drink), access to distribution channels, R&D, regulation (product quality),
marketing, restriction of access to complementary assets and structures (such as a com-
puter reservation system for tickets), reactions of competitors such as predatory pricing,
exclusionary pricing, as well as trade, competition and industrial policies.

52. Cumulative causation mixes causes and effects of an event. They are combined in a
chain reaction that is increasingly circular, snowballing, herding or perpetually accu-
mulative. This type of self-reinforcement has different labels in economics which
include: economies of scale, path dependency, virtuous and vicious circles, as well as
threshold effects. The sources of this process are large sunk costs, learning, and network
and coordination effects.

53. Income distribution also affects the location of production. If, for example, income is
distributed to a small segment of the population (landowners or owners of capital) who
spend it on imports of luxury goods and services, there may not be a spread of devel-
opment of industries in their area or country. If, however, income is distributed in favour
of a large number of families that demand domestically produced goods and services,
this may have a positive impact on the location of firms and industries closer to the
domestic market.

54. See Brülhart (1998a) for a brief survey of theoretical strands.
55. Evidence from the EU shows that the strongest internal labour mobility took place

during the 1960s and the beginning of the 1970s; it came to a halt during the 1990s.
However, intra-EU capital mobility increased during the 1980s and has remained strong
ever since. Even domestic labour mobility within countries such as Italy was reduced.
Labour used to move northwards on a larger scale during the 1950s and 1960s. Not any
more. Southerners may easily be overqualified for simple jobs offered in the north of the
country, the cost of living is higher in the north and there is also the attraction of the
‘southern way of life’.

56. A strategic industrial (and trade) policy is based on a number of assumptions that include
next to perfect information and forecast, as well as on the policy of non-retaliation by
the foreign partners.

57. Is the core–periphery relation based on the purchase of goods by the core region from
periphery? Or outflow of capital from the core region to the periphery? Or migration of
labour (and capital) from the periphery region to the core? Or is there a mix of these
possibilities?

58. The shipbuilding industry in Britain and Spain was in decline as it failed to specialise in
a market niche as the Finnish industry has (icebreakers), it was not able to match the pro-
duction costs in Korea and it lacked the potential for diversification existing in Japan.
But this is the story from only one industry. One should never generalise the situation in
the whole economy from a single industry case study.

59. This has always been an urban ‘activity’ because cities ‘sell’ anonymity and limited
tolerance.

60. Casella (1996) discusses the case of reallocation of resources and gains from an enlarge-
ment of a trade bloc in small and large countries that already belong to that bloc. She
showed that smaller EU countries gained more from the entry of Spain and Portugal
into the EU than the large EU countries.

61. Storper et al. (2002, p. 103) argued that the US had a number of highly developed and
specialised regional clusters throughout the country; the same type of specialisation is
much less obvious in Europe.

62. There are, however, certain limits to this type of ‘offshoring’ and migration of such ser-
vices jobs towards the developing countries. Tastes and needs change, markets are fickle,
hence there will always be the necessity for a certain local presence, close to consumers.
It may be difficult to service such consumers and markets in the EU from Bombay.

63. Spain as a peripheral country attracted a relatively large number of foreign investors.
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64. Does this mean that there is a need for a more active cohesion policy in the EU? ‘Not nec-
essarily. We still lack evidence on whether existing cohesion policies have been effective
in reducing growing regional disparities in the EU’ (Midelfart et al., 2003, p. 865).

65. Federal countries such as the US, Canada, Australia or Switzerland have different
regional policies from that of the EU.

66. This is the ‘catch-all article’.
67. Eurostat (2003), ‘How rich are Europe’s regions’, Statistics in Focus, Theme 1 – 06/2003.
68. The European Coal and Steel Community has exerted its own influence on regions that

are involved in the coal, iron and steel industries. Loans were given for the retraining and
redeployment of workers, as well as for a modernisation of the industry. The EIB has
been giving loans for projects in the less-developed regions of the EU.

69. Britain changed its regional policy in 1980. The most important features of this alter-
ation were the following three elements. First, the regional disequilibria started to be seen
as a regional, rather than a national issue, one that had to be resolved by indigenous
development rather than by a transfer of resources and business activity from elsewhere.
Second, direct subsidies for employment were replaced by a system of regional aid pro-
grammes based on employment creation through improved competitiveness. Third, the
policy became increasingly reliant on employment cost-effectiveness (Wren, 1990, p. 62).

70. Regional support started to include producer services and incentives for the introduc-
tion of innovations such as licences or patents.

71. The Mezzogiorno (a synonym for the southern geographical region relative to the central
region of a country) is the area south of Lazio. The population of this region is 21 million.

72. Regional policy in Ireland, another formerly backward EU country, was consistent for
over four decades. The policy emphasised the role of markets, selected electronics and
pharmaceuticals for special treatment, invested in infrastructure (telecommunications)
and more than anything else invested in education (creation of human capital).

73. A very similar situation developed in Germany following the Anschluss of 1989. During
the first decade after reunification, a ‘total net resource transfer of about 750 billion €
has been transferred to the east’ (Sinn and Westermann, 2000, p. 7).

74. Business Europe, 31 May 1991, p. 3.
75. The list is based on data for 1996; if available, the number of related firms in the cluster

is given in square brackets; and a bigger city in the vicinity or province is given in round
brackets. Source: ‘Quanti sono i distretti industriali in Italia?’, Newsletter Club dei
Distretti Industriali no. 9, November 1998, Club dei distretti industriali Prato, p. 9.
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Does the eagle mount up at your command,
And make its nest on high?

Job 39:37

9 Capital Mobility

1. Introduction
The spatial distribution of production is shaped not only by actions of
national firms and governments, but also by decisions, customs and prac-
tices by foreign-owned (controlled) firms, as well as organisations that
impose international rules. Some preferential trading or integration agree-
ments such as common markets permit the free movement of factors
among member countries on the condition that factors originating in
partner countries are not subjected to discrimination. The promotion of
geographical and sectoral factor mobility results in more efficient alloca-
tion of resources from the group’s standpoint. These improvements in the
locational advantages of the group for business are due to the free inter-
nal factor flow from low- to high-productivity locations and businesses
within the common market. In this situation, factors respond to signals
that include demand, higher productivity and higher returns within the
group.

This chapter is devoted to the mobility of capital and is structured
as follows. Section 2 considers the relation between factor mobility and
trade. The following sections examine the principal issues related to FDI
(Section 3), TNCs (Section 4), intervention (Section 5), and TNCs and
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international economic integration (Section 6). Section 7 discusses the
nature, evolution and significance of flows in the EU, and Section 8
concludes.

2. Factor mobility and trade
Let us start by assuming a model that consists of two countries A and B,
two final goods X and Y and two factors of production K and L. Suppose
further that factor mobility is perfect within each country, but prohibited
between countries. If there are no barriers to trade and no distortions, if
technology is the same and freely accessible to both countries, if produc-
tion functions are completely homogeneous, if both goods are produced in
both countries and isoquants intersect only once (there is no factor inten-
sity reversal), then free trade in goods will in theory equalise both relative
prices in goods and relative factor prices and their returns in each country.1

This stringent situation is illustrated in Figure 9.1.
In the figure Xa represents the unit isocost line (the combination of

factors which keeps output constant) for good X in country A (production
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of which is relatively labour ‘intensive’), while Xb describes the same cost
line for good X in country B, where its production is relatively capital
‘intensive’. Equilibrium occurs at point E, where factor prices are equalised
through trade at levels 0re for capital and 0We for labour. In this model
trade is a substitute for factor mobility.

The exclusion of balance of payments adjustments from comparative
statistics implies that the adjustment process between the two distant points
in time has worked well and that the balance is in equilibrium. However, in
reality, such a process may last for up to a generation (recall the eastern
enlargement of the EU). Thus, a static model, which usually neglects the
adjustment process, can hardly be justified. If capital accumulation,
economies of scale and economic growth are included in the consideration,
they produce different results in the long term from the straightforward
static model.

Free international trade in goods and factor movements are prevented by
the existence of various barriers. In this framework, according to one view,
commodity movements are still a substitute for factor movements. An
increase in trade restrictions stimulates factor movements, while an increase
in barriers to international factor mobility enhances trade in goods
(Mundell, 1957, p. 321).

So far it has been assumed that technology is the same in both countries.
This is, however, not always the case. Differences in technologies among
countries enhances, rather than reduces, the opportunities for international
capital mobility. Some developing countries export raw materials in return
for FDI, which enables them to produce and later export manufactured
goods (Purvis, 1972, p. 991). When technologies differ, factor mobility may
increase the volume of trade, rather than reduce it. Factor mobility and
commodity movements may act in this case as complements.

If factor mobility leads to a reduction in the volume of trade in goods,
then factor movements and trade in goods are substitutes. This is the case
when there are differences in the prices of goods between countries. If
labour moves from country A, where good X is dearer, to country B, where
this good is cheaper, this decreases the demand for and price of good X in
country A and increases demand and price in country B until the two prices
are equalised. If relative differences in factor endowments are not the only
basis for trade, international mobility of factors and trade may stimulate
each other and become supplements (Markusen and Melvin, 1984).

The factor price equalisation theorem anticipates that free trade will have
as its consequence parity of wage levels among countries. This need not
always be the case. Migration is a necessary condition for the equalisation
of wages if the majority of labour in both high-wage countries and low-
wage countries is employed in the production of non-tradable goods. In this
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case, free trade is not a sufficient condition for the equalisation of wages
between the countries involved.

Substitutability between trade in goods and mobility of factors (the
Heckscher–Ohlin model) may be the exception, rather than the rule. If
countries are quite different in relative factor endowments and with weak
economies of scale, then individuals who draw their income from factors
that are relatively scarce end up worse off as a result of trade. If countries
are similar and trade is mostly motivated by economies of scale (intra-
industry trade), then one might expect to find that even scarce factors gain
(Krugman, 1990a, p. 80).

If there is a free geographical mobility of factors, then countries become
relatively well endowed with the factors used ‘intensively’ in the production
of export goods (Markusen, 1983, p. 355). International mobility of factors
and trade are often taken to be complements, rather than substitutes.
A high mobility and concentration of factors (designers in northern Italy,
chemical engineers in Basle, financial experts in London and New York or
computer scientists in California or Boston) will create an additional com-
parative advantage, which will, in turn, enhance trade. ‘Globalisation’ of
international business and the integrated international operations of TNCs
contribute to this situation. This is most obvious in the EU, where an
expansion of intra-group FDI and TNC operations has accompanied a
high level of intra-group trade.

In the manufacturing industry, access to foreign markets by horizontal
TNCs is a choice between exporting and investing abroad. The decision
depends on factors such as economies of scale, the cost of the project, trade
costs, trade regime, competition and the like. In this case, trade and FDI
(foreignproduction)aresubstitutes.VerticalTNCs,bycontrast,aimtoprofit
from location of plants in different countries. Depending on local circum-
stances, theseaffiliates specialise indifferentphases intheproductionprocess
and send (sell) each other inputs, components and final goods. In this case,
FDI and trade are complements. In services, however, trade and FDI can be
expected to have a complementary dimension. A foreign presence (right of
establishment) in the services sector is normally expected to increase trade.

If FDI is a response to trade barriers, then FDI acts in a trade-replacing
way. If, however, FDI is an efficiency-seeking investment (developing natural
resources), then it operates in a trade-promoting way. In any case, there is
some evidence that FDI has increased trade in the EU (van Aarle, 1996,
p. 137). An extensive survey of the impact of the Single Market Programme
on FDI in the EU found strong evidence that FDI and trade are comple-
mentary (European Commission, 1998, p. 1).

Theoretical considerations about substitutability or complementar-
ity between trade and FDI lost their significance in the light of new
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considerations about the spatial location of firms. This is reinforced by the
fact that high-technology exports are the principal foreign exchange
earners for the developing countries.2 The issue is: what are the underlin-
ing conditions that make specific locations advantageous for particular
business activities? This holds for both domestic and foreign firms.

3. Foreign direct investment
GENERAL CONSIDERATIONS

The theory of preferential trade explores the effect of integration on the
location of production, structure of trade and changes in welfare. Little
attention has been devoted to the geographical origin of ownership of firms.
This gap is bridged by the theory of FDI, which studies locational advan-
tages for investment in different countries, competitive advantages of firms
that originate in different countries, as well as the interaction between firms,
local natural and government resources and capabilities in the contexts of
spatial distribution of economic activities and economic integration.

Entrepreneurs view a country’s preferential trading and integration
arrangements as long-term economic indicators and firm facts, unlike
changes in prices, which may reflect only a temporary situation on the
market. Entrepreneurs may form expectations with a higher degree of cer-
tainty. Hence, TNCs may locate a part of their production in such an
expanding area and increase FDI by the creation of ‘tariff factories’.

The creation of tariff factories within an integrated area is a strategy that
TNCs pursue, not to take advantage of their efficiency or to employ a foreign
resource (resource efficiency), but rather to benefit from (or avoid) the shield
provided by the common external tariff and NTBs. This could be one of the
reasons why Japanese TNCs were eager to establish a presence in the EU
prior to 1993 and the full implementation of the Single European Market.
They wanted to become EU residents and thus circumvent the potential
threat of a ‘Fortress Europe’. In addition to such an investment creation
effect (a strategic response of foreign firms to potential trade diversion), new
prospects for improved business without tariffs and quotas on trade within
the (protected) region may prompt local firms to rearrange production facil-
ities within the group. This may produce the investment diversion effect. This
strategic response of firms to trade creation may have as its effect an increase
in FDI in some countries in the group and a decrease in FDI in others.

Foreign direct investment reflects the goal of an entrepreneur from
country A to acquire a lasting interest (including management) in an asset
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in country B. FDI is much more than plain capital. FDI includes techno-
logical, managerial, marketing and control knowledge and capabilities; it
also includes a network of contacts that may be available only internally
through TNCs. One should bear in mind that more than a third of world
trade today is within the same company.3 In principle, FDI asks for
freedom of establishment and, if possible, national treatment in foreign
markets. This distinct type of international capital flow has a strong risk-
taking and, often, industry-specific dimension. FDI is often the result of
decisions by TNCs. Therefore, FDI may be a part of a proxy for the invest-
ment and location activities of TNCs (bearing in mind that TNCs may
control operations abroad simply by issuing licences).

Capital moves among countries in the form of portfolio and direct
investment. Portfolio investment is most often simply a short-term move-
ment of claims that is speculative in nature. The main objectives include an
increase in the value of assets and relative safety. This type of capital mobil-
ity may be prompted by differences in interest rates. The recipient country
will probably not wish to use these funds for investment in fixed assets and
structures that must be repaid in the long term, so these movements of
capital may be seen by the recipient country as hot, unstable and ‘bad’.
Volatility of portfolio investment complicates their analysis. The large
number of portfolio investments, made in many cases by brokers, obscures
who is doing what and why.

INTERNATIONAL FIRM: THEORY

Ownershipandcontrolof thefirmwasneglected intheanalysisbyanimplicit
assumption that these do not matter or by the supposition that all assets and
structures are domestically owned. The presence of TNCs increases the
mobility of capital, expands the availability of information and new prod-
ucts, widens marketing and trade networks, changes competition structure
and alters substitution of labour for capital. A TNC has different locational
considerations from a comparable national firm engaged in the same type
and scale of activity. A tendency is that strictly national firms expand where
they already are, while TNCs enter where they think they may profit from
access to the largest and growing market, availability and favourable costs of
inputs, transport and/or taxes and subsidies. TNCs have ‘organisational
capital’, that is, a common set of rules, practices, routines and values, which
help them overcome various barriers through an internal network while
operating in different geographical, social, legal and other environments.

There are at least eight basic theories that explain certain aspects of why
firms engage in trans-border business activities and become TNCs.4 First,
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the motivation to control foreign firms may not come from the need to
employ assets and structures in a prudent way in foreign markets, but rather
to remove competition from other enterprises. Hymer (1976) advocated
such a market-power approach by TNCs. Reuber (1973, pp. 133–4) argued
in a similar vein that long-term strategic factors for FDI include the desire
to eliminate competitors from foreign markets, to be within a protected
foreign market, to secure a low-cost source of supply and to lock in the
target country to a specific technology for a long time. Such a longer-term
strategic view overshadows possible short-run variations in the profitability
of FDI.

The problem with this argument is that most of the TNCs (measured by
their number) are small and medium sized. There were about 64 000 parent
firms with about 870 000 foreign affiliates in 2002 (UNCTAD, 2003, p. 23).
This shows that to become a TNC, a firm need not be a monopolist or an
oligopolist at home and try to exercise that power abroad. If there is strong
competition in the market for differentiated goods and services and if there
is a high degree of substitutability between products (perfumes, soaps,
watches, clothing, vehicles, passenger air transport on certain lines, to
mention just a few examples), then the market-power argument for the
transnationalisation of business is weakened.

Second, while the market-power model excludes potential rivals from
competition, the internalisation theory holds that an arm’s-length relation
among individual firms is in some cases less efficient (for example, trade in
technology) than an intra-firm cooperative association. Profits may be maxi-
mised by means of an efficient and friendly intra-firm trade in intermediaries
that eliminates sometimes excessive transaction costs (middlemen, exchange
rate risk, infringement of intellectual property rights, bargaining costs)
which occur when the business is conducted through the market. In these cir-
cumstances a hierarchical organisation (an enterprise) may better reward
parties in the longer term, as well as curb bargaining and incentives to cheat,
than markets and external contractors. The share of intra-firm exports by
parent firms in the total exports of their home country was 31 per cent in the
case of the US TNCs in 1998, while the same share in the case of Japanese
TNCs was 38 per cent (UNCTAD, 2002, p. 153). In addition, more than a
third of world trade in 2003 was within the same company.5 Payments of
about 80 per cent of fees and royalties for technology ‘take place between
parent firms and their foreign affiliates’ (UNCTAD, 1997, p. 20). This is an
indication that TNCs play a key role in disseminating technology around the
world (at least in the locations where they operate).

The importance and volume of intra-firm trade and various special
alliances among firms reveal the fact that markets are (becoming) incom-
plete. As such, they may be hard to put in order according to free trade
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principles and objectives. Therefore, absolute advantages of a country or
specific locations within it (clusters) may dominate and outweigh compar-
ative advantages in their relevance for the location of production, FDI and,
consequently, structure, volume and direction of trade.

While Reuber and Hymer conceive TNCs as vehicles for reaping monop-
oly profits and for the internalisation of pecuniary externalities, the inter-
nalisation model looks at TNCs as a mode of business organisation that
reduces transaction costs and internalises non-pecuniary externalities. This
model of FDI may be convincing in some cases, but it may not explain the
structure and location of all FDI flows. In addition to the internalisation
possibilities, there ought to be ownership-specific and locational advan-
tages for FDI.

Excessive internalisation leads firms to diversify into unrelated tech-
nologies. This may provoke an increase in costs of production as they
venture into businesses that are outside their core competence. Mastering
new technologies diverts time, efforts and funds from further specialisation
in the core business competence. Therefore, buying from other specialised
firms (outsourcing), rather than producing certain goods and services
in-house may be the preferred course of business action on the way to
achieve and maintain greater degree competitiveness.

Markusen (1984) tried to integrate TNCs into general equilibrium trade
models and locational patterns of firms that horizontally or vertically inte-
grate across national borders. Intangible assets, as sources of multiplant
economies, are often firm, rather than plant specific. They include organi-
sation, management, control, R&D, advertising, marketing and distribu-
tion. Many of these activities are centralised (finance) and present a ‘joint
input’ across all production units. A TNC avoids replication of these activ-
ities that would be necessary if these units operated as independent
national firms. This brings a ‘technical’ advantage to a TNC. However, if
these advantages are transformed into market power, then the welfare
effects of TNCs may not be clear. In any case, a firm will operate in two or
more countries and become a TNC if trade costs are sufficiently high rela-
tive to the disadvantage that comes from fixed costs that are linked to the
operation of two or more plants (Markusen and Venables, 2000, p. 221).

Third, the eclectic paradigm (Dunning, 1988, pp. 42–5; 1999, pp. 1–3)
explained the trans-border business activities of TNCs as a joint mix and
interaction of three independent factors:

● In order to locate production abroad and be commercially success-
ful, a TNC must have or control internationally mobile income-
generating ownership-specific (O) advantages, assets, structures,
capabilities or skills. These firm-specific advantages include tangible
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and intangible advantages such as better technology, brand name,
access to wide markets, monopoly, competence of managers, ability
to innovate and so on that are superior to the ones that are available
to local firms (including other TNCs) in the potential target country.
This is to say that a firm needs to operate either on a different pro-
duction function from other firms or that it operates at a different
point on the same function.

● Locational (L) (non-mobile) advantages refer to the comparative or
location-specific advantages of the target country. They refer both to
the geographical distribution of resources and to those created by the
government.6

● There must be opportunities for the internalisation (I) of ownership-
specific advantages (management and quality control, protection of
property rights, avoidance of uncertainty of buyers and so on). It
should be in the interest of the firm to transfer these advantages
abroad within its own organisation, rather than sell the right to use
these advantages to other firms located in the country of intended
production. Fixed exchange rates or a single international currency
provide a degree of stability necessary for longer-term business plan-
ning with a high degree of confidence.

The eclectic paradigm claims that the exact mix of the OLI factors facing
each potential investor depends on the specific context. If a firm possesses
or controls ownership-specific advantages, then it may use licensing in
order to penetrate foreign markets. If it has both ownership-specific and
internalisation advantages, such an enterprise may use exports as a means
of entering foreign markets. Only when a firm is able to take simultaneous
return of OLI advantages, will it employ FDI as a means of locating and
operating in foreign markets. This model, however, does not apply to
diversified and vertically integrated TNCs (Caves, 1996, p. 5).

Fourth, the product-cycle model reasons that mature (and, perhaps, envi-
ronmentally unsound) lines of production of goods (there is no explicit
reference to services) are passed on to developing countries (Posner, 1961;
Vernon, 1966). Such spatial reallocation of production is based on the
experience of Anglo-Saxon firms and depends a lot on low factor costs.

The product-cycle argument as the major explanation for the location of
business abroad and with a rather vague timetable for this spread of pro-
duction cannot pass the test of recent developments. Asian firms, however,
do not replicate this pattern of location of production abroad on a large
scale. The Japanese auto companies invested at home and in the US and
Europe at about the same time for a similar type of production. There is a
heavy concentration of FDI in developed countries (65 per cent of the

674 The economics of European integration



world stock), while the majority of developing countries are relatively
neglected in FDI flows. In addition, countries start investing abroad at a
much earlier stage of their development than before. The newly industri-
alised countries and many other developing countries are already investing
abroad. In many cases these investments are in the developed world. Such
developments may be prompted by the desire:

● to be present in the developed countries’ markets (closer to wealthy
customers);

● to be near the source and cluster of the principal technological devel-
opments in manufacturing, distribution, management and already
existing infrastructure (to have a foreign ‘listening and learning post’);

● to participate in R&D programmes;
● to avoid the dangers of protectionism in target countries;
● to win public contracts; and
● to exploit the strength of the host country’s domestic currency.

Fifth is the follow-your-leader hypothesis. Oligopolists are risk mini-
misers. They would like to protect their own market position and avoid
destructive competition. Therefore, they typically try to minimise risk and
follow each other into the new (foreign) markets (Knickerboker, 1973,
p. 100). A study of timing of FDI by US TNCs in manufacturing seems to
support this snowball or ‘herd behaviour’. The Japanese TNCs in automo-
tive and consumer electronic industries were ‘following their domestic
leader’ when they located their manufacturing facilities in the EU and the
US during the 1980s and 1990s. This type of investment location behaviour
is quite relevant during the opening phases of new markets. If a TNC has
no previous experience in a certain new market, then the actions of com-
petitors in that market may be quite informative. Examples of this ‘herd
behaviour’ are the actions of TNCs in China and to an extent in Eastern
Europe from the start of the 1990s.7 In addition, mergers and acquisitions8

‘mania’ of the 1990s in the EU and the US show how asset seeking by one
TNC may be followed by others.

Such ‘catastrophic’ relocation of industry as a result of the predicted
behaviour of rival firms is one feature of the core–periphery model, one of
the key new economic geography models. It is postulated that when trade
costs lie in a certain range all firms in an industry may relocate en masse,
although this would not be the optimum strategy for an individual firm
were it to relocate on its own.

While relatively low labour costs in China could have been the reason to
start to locate certain operations there at the start of the 1990s, things have
changed. It was reported that China’s Pearl River delta attracted $1 billion
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of FDI a month. Microwave ovens are produced in Shunde. Just one of its
giant factories produces 40 per cent of the global output of microwave
ovens. Shenzhen produces 70 per cent of the world’s photocopiers and
80 per cent of the artificial Christmas trees. Dongguan has 80 000 people
working in a single factory making running shoes for the world’s teenagers.
Flextronics is a Singapore electronics maker that produces for Microsoft,
Motorola, Dell and Sony. The manager of its Chinese plant in Doumen
said that ‘It is a myth that companies are coming here just for the cheap
labour. It is the efficiency of the supply chain that drives them here as more
and more of worldwide demand is consolidated in this area’.9

Sixth, the competitive international industry model for the location of
business abroad refers to oligopolistic competition and rivalry within the
same industry. This is basically exchange of threats (tit-for-tat strategy) to
business moves by foreign rivals (Graham, 1978). Large firms keep an eye
on the actions of their rivals, that is, they act strategically (pay attention to
the likely reaction of their competitors to their own actions). What Texaco
does in Europe, Shell will (try to) do in the US. Competition is not ‘cut-
throat’, but rather ‘stable’ among several oligopolies. Other examples of
this rivalistic trend include FDI in the manufacturing of cars and tyres or
supply of services such as hotels and advertising. SMEs such as gas stations
in the middle of nowhere may act independently in their business. However,
SMEs in a cluster keep a vigilant eye on the actions of the competitors.

Seventh, is the diversification of portfolios model of foreign investment
(Brainard and Tobin, 1992). This approach considers uncertainty.
Fluctuations in the rates of return on capital invested in various countries
introduce an element of risk. This inconvenience may be reduced by a
diversification of portfolios.

Firm-specific assets and exchange rates may be the eighth basic reason for
FDI. Suppose that there is a target firm in the US with an innovation
(a firm-specific asset) that can make the acquiring firm’s assembly line
10 per cent more productive (10 per cent more output for the same level of
input). If a US firm wants to acquire the target firm, then a change in the
rate of exchange makes no difference as its gains will continue to be denom-
inated in dollars. If, however, the acquiring firm is in Japan, the gains will
be denominated in yen. A depreciation of the dollar relative to the yen will
increase the Japanese firm’s reservation bid, while the US firm’s bid would
remain unchanged. It is more likely that the Japanese firm would acquire
the asset in this situation.

The actual evidence about this taking place is rather mixed. The price of
US assets need not matter, only the rate of return: when the dollar depreci-
ates, both the price of a US asset and its rate of return will go down.
Blonigen (1997) found a connection between exchange rate movements
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(weak dollar) and higher levels of Japanese acquisitions in the US in indus-
tries which involve firm-specific assets. This refers to the Japanese acquisi-
tions in the US during 1975–92. However, in their analysis of relations
between exchange rate movements and FDI flows from the US to 20 coun-
tries during the 1980–95 period, Chakrabarti and Scholnick (2002, p. 19)
found that devaluation in the preceding year does not have a robust positive
impact on FDI flows.

In addition to the above basic theories on why firms locate abroad, three
other dimensions are relevant for coming to grips with the issue: cost mini-
misation, available technology and taxes. First, Kravis and Lipsey (1982,
p. 222) argued that the location of foreign affiliates of TNCs is decided on
the basis of cost minimisation. However, the intensity of this determinant
varies from industry to industry. Second, Yamawaki (1993, pp. 19–20) did
not dispute the importance of a relative difference in factor costs, but the
availability of technology in the target country is an additional and equally
important factor for the location of Japanese FDI in the EU. A Japanese
TNC from a certain industry decided to locate in the EU country which has
a certain advantage over other EU countries in the same industry. Britain
is preferred by the Japanese TNCs for the location of production of cars
and electrical/electronic equipment, Germany for precision instruments
and machinery, Belgium for stone, glass and clay products, while TNCs
from the chemical industry prefer Germany, the Netherlands, Spain and
France (Yamawaki, 1993).

Third come differences in taxes and fiscal incentives. While there are many
‘tax havens’ that attract quite a few firms (mainly from finance) and many
countries offer different fiscal incentives to firms in order to attract them, is
this enough by itself ? Are tax incentives a bit more than ‘corporate welfare’?
Should countries enter into a ‘locations tournament’? Politicians usually use
only three reasons to justify a local incentive programme: jobs, jobs and jobs!

The importance, influence and evidence of taxes on the location of firms
is still controversial. Investors may avoid locations that offer financial
incentives as evidence of a region’s non-competitiveness. Limited survey
information reveals that fiscal variables matter little regarding business
location. However, business executives often lobby hard for fiscal incen-
tives. One can understand that attitude as firms have no incentives to forgo
such direct and indirect subsidies, even if they do not affect location deci-
sions to a significant degree (Wasylenko, 1991). This was a confirmation of
the results of an earlier study by Carlton which found that tax variables
usually have a ‘very small and always statistically insignificant’ (Carlton,
1983, p. 447) impact on locational choice.

Mody and Srinivasan (1998, p. 795) found that corporate tax rates do not
have a major influence over FDI either by the American or by the Japanese
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TNCs. In another case in France, Crozet et al. (2004), found that foreign
investors were not sensitive to investment incentives. In addition, French
and EU regional policy investment incentives did not have any significant
impact.

A study of the effect of the elimination of a tax on paper for printing
news (which accounted for about half of the production costs) in the
Netherlands in 1869 revealed that this assisted in the creation of new news-
paper firms. Two-thirds of these new entries took place in cities that already
had other newspapers, while the other third occurred in provincial towns
that previously did not have a newspaper. Even though a tax cut played an
important role, the principal reason for this type of location of firms was
the size and growth of the local market. Hence, there is no basic difference
in the rationale for a firm’s location between a century and a half ago and
now (Pfann and van Kranenburg, 2002).

Although many surveys give state and local taxes a low ranking on the
list of location determinants, many locations in various states within the
US can be close substitutes. In such a situation, even a small difference in
production costs can play a key role for a particular decision about the loca-
tion of business (Bartik, 1991, p. 8). As far as FDI by American firms was
concerned during 1984–92, they have become more sensitive to differences
in host-country taxes towards the end of that period (Altshuler et al. 1998).

This continues to be a controversial research area. There is a lack of con-
sensus as the results of academic literature on the issue are still mixed.
High(er) taxes may be preferred to low taxes by firms if the tax proceeds are
used to finance local services useful for the business sector. In any case, high-
quality infrastructure is preferred by foreign investors to tax incentives.
Transfer pricing and tax deductions in the home country provide other ways
to minimise the tax burden on profit (Wheeler and Mody, 1992, pp. 71–2).

‘The economic desirability of locational incentives is not clear, particu-
larly if they detract from building competitive capabilities and encourage
bidding wars’ (UNCTAD, 2003, p. 126). Tax incentives for investment, in
particular FDI, are conventionally not recommended. This is also the
stance taken by the World Bank, the IMF and international bodies that
advise on tax matters. Tax incentives are bad in theory and bad in practice.
They are bad in theory as they introduce distortions. Investment decisions
by entrepreneurs are made differently from the case without the special tax
stimulus. They are bad in practice because of their ineffectiveness: tax con-
siderations are rarely the principal determinant for the location of FDI.
They are also inefficient as their cost may well exceed any benefit that they
may bring.10 They are difficult to administer as there is a lack of trans-
parency and they are subject to abuse and corruption11 by the ‘old boys’
club’. Finally, they are not equitable as they benefit certain investors, but
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not others (Easson, 2001, p. 266). If various incentives are offered only to
foreigners, then there is a possibility for ‘round-tripping’. Domestic capital
leaves the country in order to return in the guise of FDI, in order to profit
from better treatment in the home country. This has been the case in Russia
from the early 1990s.

In spite of the above arguments, tax considerations have recently become
an increasingly important factor for the location of investment. Why is this
so? Why are tax incentives becoming more and more generous? Tax con-
siderations do not feature highly in the initial decision by TNCs to invest
abroad. However, once this decision is reached, differences in taxes between
regions of the target country or differences among countries tend to play a
significant role.

More than 100 countries worldwide offer tax incentives for FDI. The
type of incentive that is most commonly employed is the tax holiday, which
is the worst in almost every respect. Administration of these incentives is
amazingly complicated; there are opportunities for abuse and avoidance;
they may attract only short-term FDI to benefit from the tax holiday while
it lasts; and (particularly in the developing countries) they are often beyond
the capacity of tax administration to manage and monitor. Therefore it is
not surprising that tax incentives are often inefficient and ineffective
(Easson, 2001, p. 375; Tanzi and Zee, 2000, p. 316).

The optimal solution to the issue of these enticements may include an
international agreement among countries to eliminate all tax incentives for
investment (or to limit them in a uniform way). In the absence of such an
agreement, and according to the prisoner’s dilemma concept, few countries
would risk acting in this way unilaterally.

In the situation with market imperfections there is no single theory or
model that can provide a completely satisfactory answer to each issue
related to trans-border investment activities of the firms. Motives for
foreign production are different and they change over time in response to
changes in the market, technology, needs, tastes, sophistication, manage-
ment strategy, actions of rivals and economic policy. However, if taken
together, these theories may provide useful elements for an understanding
of the issue.

GLOBALISATION

Liberalisation in the national and international economy is a policy choice
of governments, primarily in the developed world. It is linked with privatisa-
tion and downsizing of the activities of the public sector and the expansion
of the activities of the private sector. Globalisation of the economy and
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production is a fact. It is the outcome of the behaviour of firms (TNCs), their
organisation, changing technology in production and distribution, control
and finance, as well as economies of scale and takeovers. In part, it is also the
consequence of a change in the behaviour of consumers (fickleness and
declining loyalty to national producers and certain national products)12 and
liberalisation of national and international economies for trade, production
and finance.

As a process primarily driven by technology and actions of TNCs (power
is shifted from states to firms),13 globalisation lacks two important compo-
nents: transparency and accountability.14 This process deals with the
change in the geography of (integrated international) production and con-
sumption as it reduces the importance of proximity to inputs or markets.
It widens boundaries and deepens space for the geographical location of
production and consumption because of the declining costs of getting
goods and services to the market. A rapid expansion of FDI is the key com-
ponent of this process. Capital market liberalisation and increased capital
mobility have radically reduced the influence of governments in the monet-
ary sphere. However, governments have gained increased control in other
areas. For example, computers and information technology have greatly
increased potential for data collection and processing, and consequently
control over firms and citizens which is relevant for tax and other purposes.

Regionalisation is increasing in importance in the world economy. This
was exemplified in the inability of 135 member countries of the WTO to
agree even on the agenda for the ‘Millennium Round’ of global trade nego-
tiations that took place in Seattle in 1999. Well-organised, vociferous and
strong worldwide protests by environmentalists, farmers, enemies of genet-
ically modified food and big business, labour unions, anti-capitalists and
animal rights activists exacerbated the problems of that meeting and many
others that followed. Therefore, the creation of integrated global economic
policies is likely to be a very hard task for quite some time to come. It seems
that the regional approach to economic problems will call the tune at least
in the medium term.

The rapid international expansion of TNCs made them the most visible
feature of globalisation. Being foreign, making sometimes visible and
highly publicised mistakes and often being big, TNCs are easy targets for
NGOs which can run successful campaigns to disgrace a mighty TNC.
A number of NGOs are relatively small players who would like to ‘punch
above their weight’ because of the urgency of the matter.15 Examples of
their campaigns include valid targets such as land mines, HIV/Aids or
poverty and third world debt. NGOs increased public awareness and
pushed through agreements on the control of ‘greenhouse gases’ in the
United Nations Conference on Environment and Development, the ‘Earth

680 The economics of European integration



Summit’ in Rio de Janeiro in 1992. They also helped in torpedoing the
Multilateral Agreement on Investment in 1998 and created much ado in
Seattle in 1999 (and many other subsequent meetings), which contributed
to the failure to start a new WTO round of global trade negotiations before
the meeting in Doha in 2001. No matter how justified the reasons for
the campaign, these ‘civil society’ protestors against global capitalism
demonstrated that the tide of globalisation could be checked and even
turned back.

The anti-globalisation movement is moving beyond its radical, protest-
driven even anarchist legacy (which might have worked against it) towards
a movement with a concrete agenda. Rock-throwers, like the Luddites
(1811–16) who destroyed factory machines, were ineffectual and irrelevant
in the long term. The strategy of the anti-globalisation movement is to
address four weaknesses of the globalisation process: a lack of legitimacy, a
lack of accountability, a lack of organisation and a lack of transparency.
The idea is not to be against globalisation, but rather to put limits on it. The
question is what kind of ‘globalisation’ is desirable and how to achieve it?
The World Social Forum (Porto Alegre, Brazil) has made valiant attempts
to put hundreds of disparate groups under one umbrella. The forum rec-
ommends a range of activities from limiting the power of TNCs to adding
new responsibilities and regulatory powers to the established international
organisations such as the UN, the International Labour Office and the
World Health Organisation. In this way the anti-globalisation movement
may be able to gain more leverage on the national and international scene.

The anti-globalisation campaigners have shown that governments are
not powerless. The authorities can just as easily dismantle old trade and
investment barriers, as they can introduce new ones. New technology, in
particular the Internet, telecommunications, computing and data process-
ing can offer some of the greatest economic opportunities ever for increas-
ing living standards in all countries. Governments and the national elite in
all countries (due to incompetence or indifference) have failed to explain
this. However, the process needs to be coupled with balanced policies both
in the rich and the poor world. Even though global economic integration
may be the best end point for the future of the world economy for the pro-
ponents of globalisation, it is more likely that other outcomes may be
chosen in the future. Globalisation may be favourable for economic
efficiency, but it can be harmful for social goals.

Apart from a partial integration of international production, globalisa-
tion brings risks and disruptions. Volatile capital flows, speculative attacks
on currencies, financial crises and unpredictable reallocation of jobs are
obvious examples of the increased economic and social vulnerability of
many countries, in particular in the developing world. To wrap up the issue,
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Henry Kissinger called globalisation ‘another name for the dominant role
of the United States’.16

The vogue term ‘globalisation’ has not yet been well or clearly defined.
Hence, this fuzzy, but powerful metaphor is overused, often abused and very
often misleading. For some it basically refers to the choices and strategies, as
well as the shape, extent, direction and significance of activities of TNCs.
‘Globalisation has been defined in business schools as the production and
distribution of products and services of a homogeneous type and quality on
a worldwide basis. Simply put – providing the same output to countries every-
where’ (Rugman and Hodgetts, 2001, p. 333).17 ‘Thanks’ to al-Qaida many
realised that globalisation goes well beyond links that bind TNCs, producers,
traders and bankers. For others, globalisation is linked with and invigorated
by new technologies in communications and information processing. It is a
sum of techniques that are at the disposal of private players and states. Yet
for others, globalisation is an incentive to the reform process in economic
strategy in many countries as outward-looking economic models replace
inward-looking and TNC-hostile economic policy approaches. Others look
at globalisation as a process that alters interactions among agents across
space; still others equate globalisation with economic integration.18

The Internet symbolises the borderlessness brought about by globalisa-
tion. Physical presence in a specific location is not necessary. In the invisi-
ble continent of cyberspace, the users are ‘everywhere and nowhere’ at
once. They use the Internet as a meeting place, a market, a distribution
device, a library, and the like. This alters the geography of production, at
least for certain products. People spend more time working at home or ‘on
the road’, hence certain office space (in congested cities) is vacated.
However, one does not need to give an absolute value to globalisation. In
spite of this process, localisation and clusters still matter. Firms that went
furthest in ‘globalisation’ report that face-to-face contact is essential for the
smooth organisation of business within the firm and marketing outside it.
In addition, just try telling someone who wants to enter the EU or North
America from outside that this is a ‘borderless world’. Borders continue to
matter a great deal as people from different locations are prevented from
crossing them without a cumbersome, costly and uncertain administrative
procedure.

The Internet is based on communication and data that are located in
computers that exist in the real world. Initially, this parallel universe of
pure data existed everywhere freely in a ‘lawless’ world. The Internet was
breaking down barriers and eliminating physical distance. However, com-
puters exist in an identifiable geographical space. If they can be located
together with their users, then they are subject to law. Now governments are
increasing their control over cyberspace. For example, France prohibited
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the sale of Nazi memorabilia on the Internet; Iran banned access to
immoral or anti-Iranian information; while South Korea prohibited access
to gambling websites. There is also increased international police coopera-
tion in combating child pornography, or computer viruses and hackers that
attack major computer networks. Hence, borders are being created in the
Internet. Even though the economic impact of geographical distance is
being reduced, the local economic geography is retaining its strength.

The imposition of ‘global’ standards may have its justification for rela-
tively new and standardised goods and services such as copiers, fax
machines, computers, mobile phones or better medicines, otherwise com-
munication and exchange of information might be difficult and costly.
However, the imposition of such standards for traditional goods (for
example, food) with the exception of health and the environment may not
be easily justified. If needs and tastes for certain types of food are strongly
locally specific (even the thickness of pizzas throughout Italy differs) why
should one favour or impose global Pizza Hut type standards? 

John Gray of the London School of Economics claimed that people are
losing faith in globalisation, and that:

[L]ed by the United States, the world’s richest states have acted on the assump-
tion that people everywhere want to live as they do. As a result, they failed to
recognise the deadly mixture of emotions – cultural resentment, the sense of
injustice and a genuine rejection of western modernity – that lies behind the
attacks on New York and Washington . . . The ideal of a universal civilisation is
a recipe for unending conflict, and it is time it was given up.19

It is not that the people who live outside the Western world cannot adopt a
liberal attitude, rather that there are social, cultural and institutional bar-
riers that prevent a fast transfer of Western values, culture and institutions
elsewhere. One must also consider the choices of the ‘recipients’. Do they
really want and need what is exported or ‘imposed’ on them? 

There was a faulty premise and a vision that all people are culturally
homogeneous in that they think, act and most of all, shop alike (or like
Americans); that there exist institutional bases for political democracy; and
that citizens are aware of their duties to one another and to the state.
Checks and balances are mixed; there is mistrust vis-à-vis the government
and state administration which has is often deeply rooted in dictatorship,
authoritarian and bureaucratic conduct, as well as in corruption. Without
a very long-term reform, education and trust-building, any attempt to
transfer ‘global’ (social) standards quickly would fail, and fail miserably, in
many parts of the world. It should not be forgotten that ‘it took 400 years
for England to develop from that stage to its present one. To do the same
elsewhere in half the time of 200 years would be a tremendous achievement;
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to aspire to do it in 25 or 50 years may be to court disaster’ (Lipsey, 1992a,
p. 755).20 Local differences tend be stubborn. Until the world becomes
homogeneous, adaptation towards local preferences and capabilities will be
necessary. Globalisation problems, which appeared in the form of concerns
over progress in the WTO or in the Multilateral Agreement on Investment
illustrate signals of regional (triad: US, EU and Japan) or even local power.

It is true that the greatest and matchless advantage of free markets and
globalisation is that they give free choice to consumers. Economic interac-
tions are voluntary, so consumers are free to choose, for example, between
local and global goods and services. But, this is only on the surface. If
global products are advertised aggressively by large TNCs, including cam-
paigns that are often beyond the financial capacity of local competitors,
then the ‘free choice’ by consumers may be restricted and the local produ-
cers (and certain dimensions of the local culture) may be damaged. Critics
of such unchecked global capital movements say that global TNCs put
‘profits before people’. When these TNCs ‘start talking about how they will
no longer put profits first, people (rightly) think they are lying’.21

Another cost of globalisation can be found in the examples of countries
such as Mexico, Thailand, Indonesia, South Korea and Russia, which
suffered financial crises in the second half of the 1990s. Without the expo-
sure to global capital markets, the crises would not have developed as they
did. Critics of this view argue that these countries would not have experi-
enced such rapid development prior to the crisis without such exposure. In
any case, one ought to be fair and observe that certain ‘global tendencies’
were already present, well before the current wave of globalisation. For
example, there was (for whatever reason and by whatever means) a spread
of certain European languages outside Europe; a spread of Islam in Africa,
Asia and Europe; and a spread of Christianity in Latin America.

Trade and foreign investments (globalisation) are partners, not adver-
saries of social agendas, but they ought to be coupled with effective national
and international institutions that ease adjustment problems (such as the
polluter-pays principle). Globalisation may bring adjustment costs in the
affected industries and labour markets, but this may be only transitory. The
gradual opening up of markets in Japan during the 1970s, and later in South-
East Asia during the 1980s and in China during the 1990s, demonstrates that
as a country grows wealthier, it ceases to be competitive in the production of
labour-intensive goods. Such a country becomes an importer of these goods
and concentrates its production on higher value-added activities.

Child labour, begging, theft and prostitution in poor countries would cer-
tainly decline if globalisation opened advanced countries’ markets to the
products made by the children’s parents. Even though globalisation spreads
symbols of highly dubious value such as Coca-Cola, McDonald’s, MTV,
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Halloween and chewing gum,22 it also spreads basic values such as the rights
of women and children. However, it is unfortunate that the latter takes place
at a much slower pace. A still unresolved problem is that under globalisa-
tion human rights may sometimes be more important than state sovereignty.

The debate about globalisation is often about jobs (social dimension).
Supporters argue that it is beneficial and that it creates jobs, while critics
argue the opposite and say that jobs migrate to trading partners and com-
petitors. Certain segments of labour in all countries are suspicious of glob-
alisation, as they no longer perceive the national government as a
guaranteed protector of their concerns against external threats. To counter
these fears, the best long-term policy response may be to advance the pos-
sibilities for education and training, as technical progress has a strong bias
against unskilled workers.

As far as firms are concerned, efficiency-seeking enterprises, particularly
some TNCs, search for seamless and wide international markets regard-
ing trade and investment. On the one hand, the globalisation of economic
activity is making national frontiers less divisive than ever before.23 Such
worldwide economic integration and integrated international production
of goods and services whereby competitors are in one another’s backyard
are made possible by the expansion of information and telecommunication
technologies.24 This process is sometimes inverted, on the other hand, by
the spread of regionalism pushed by relatively inefficient firms and govern-
ments that are driven by short-term election interests, even though the con-
ditions for a relatively successful integration process, such as that in
Western Europe, may be largely absent.

Regional integration (a second-best solution) may be a promising form
of supranational governance in areas where there is a strong case for coor-
dination and harmonisation of national policies. Integration may resolve
conflicts through positive cooperation within a cosy group but, if pushed
to the limit, it may undermine multilateral (first-best) trade and investment
systems and fragment the world economy into conflicting regional blocs.
Regionalism and multilateralism (globalisation) need not necessarily
conflict. If the regional blocs cooperate and if they adopt liberal external
trade and investment policies, the outcome may be an overall welfare
improvement. The pace of international trade liberalisation since the
1960s, as well as the extension of the GATT into new areas such as services
and agriculture, might have been much slower in the absence of challenges
posed by the progress in integration in the EU. The debate should not be
between regionalism and multilateralism, but rather between liberalism
and interventionism (Blackhurst and Henderson, 1993, p. 412).

It is often forgotten that the spirit of ‘globalisation’ does not bring any-
thing essentially new. The need is for more freedom for trade in goods and
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services and for capital mobility (FDI). The economic role of national fron-
tiers declines as national economies merge in a single ‘global’ unit. In a nut-
shell, the idea is to return to the essentials of the system that was prevailing
before 1914. ‘Re-globalisation’ may be a more appropriate term.

An enlarged market is an important gain for efficiency-seeking firms in
a small country. In a situation without integration, foreign countries can
simply threaten a small country that they will introduce protectionist meas-
ures or ‘sanctions’ against it (the US frequently makes such threats to
many countries). Such a warning can seriously undermine the quality of all
economic decisions in a small country. Integration enhances and secures
market access for partner countries, as well as increases the potential
for long-term competitiveness of a small country’s goods and services. A
common market may eliminate or harmonise national incentives to foreign
TNCs to locate in partner countries (which were previously subject to
countervailing duties). It also mitigates non-economic considerations, such
as political pressures on third-country investors to locate in a particular
country.

Transnational corporations behave like other firms: they primarily follow
the opportunities for maximising profit while staying within the law. Size
and growth of the local market, including privileged access to international
markets (instead of mere differences in the cost of labour), are the most
prominent motivators for their trans-border business operations. In addi-
tion, in a situation where market liberalisation became a widely accepted
policy choice, there is an increase in the importance of created assets and
structures (technology and ability to create it, business culture, capability
to organise and control production and marketing, communications infra-
structure, marketing networks) as determinants for FDI. These are why
65 per cent of the activities of TNCs were located in developed market
economies (measured by the stock of FDI in 2002) (UNCTAD, 2003). In
spite of the talk about ‘globalisation,’ on average, a significant part of the
output of affiliates is still sold on the local market.25 In this situation the
developing countries and those in transition face very tough competition
to attract TNCs.

Foreign investors will locate their activities in a country that offers the
most favourable cost mix of operation (production and marketing), pro-
vided that this factors well into the longer-term vision of potential profit.
FDI can be made simpler by regionalisation of the world economy and
international economic integration. However, integration/regionalisation is
only a supporting tool for the tendencies that bring about international
business globalisation. Modern competitive firms are usually TNCs that
‘globalise’ their business in the search for seamless and extensive markets.
Therefore, an increasing share of domestic output even in the developed
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countries is under the control of foreign TNCs. The same holds for an
increasing share of foreign output of domestic TNCs. Strong FDI relations
may exist even though the countries or groups of countries are not formally
integrated. Just take a look at the example of two-way FDI flows between
the US and the EU.

The glue that binds transatlantic relations together is not principally
trade, but FDI. Large global interpenetration of FDI reduces the possibil-
ity that regional arrangements may turn into closed blocs. A ‘hostage popu-
lation’ of TNCs may reduce the fear of retaliatory measures. Extensive
FDI links between the US and the EU helped reduce any potential conflict
between the two partners regarding market access. The same is not yet true
of Japan. It is hoped that Japan will mature as a foreign investor in future
and that potential conflict with that country will be defused.

TRANS-BORDER BUSINESS ACTIVITIES

There are four main types of trans-border business activities that are con-
ducted by TNCs: market seeking, resource based, rationalised and strate-
gic asset seeking (Dunning, 1999, pp. 3–4):

● Market-seeking (demand-oriented) investments search for new
markets, but they replace trade. They are influenced by the relative
size and growth of the foreign market in which the investment is
made, the relative costs of supplying that market through imports or
local production, as well as the relative advantage of engaging in
direct local production or licensing.

● Resource-seeking (supply-oriented) FDI is motivated by the avail-
ability and cost of both natural resources and labour in the target
location. As the products of such investments are often exported
abroad, the economic climate in foreign markets, changes in technol-
ogy, transport costs and barriers to trade influence the attractiveness
of such investment to TNCs.

● Rationalised investments seek efficiency. Like resource-based invest-
ments, they are complementary to trade. Their attractiveness is found
in cost considerations. They are influenced by the ease with which
intermediate or final products (linked to economies of scale and spe-
cialisation) can be traded on the international market. A case in ques-
tion is the US loss of competitiveness as a site for labour-‘intensive’
production. The domestic US enterprises from this area of manu-
facturing locate abroad (Mexico and Asia).
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● Strategic asset-seeking FDI is aimed at protecting and augmenting
the existing ownership-specific advantages by the investing firm.
Alternatively, such FDI may be aimed at reducing the advantages of
competitors.

4. Transnational corporations
INTRODUCTION

Any firm that owns, has a lasting interest in or controls26 assets and struc-
tures in more than one country can be called a TNC. It is a wider concept
than FDI since it includes non-equity business participation in another
country. FDI is often the result of decisions by TNCs. Therefore, FDI may
be a relatively good proxy for the investment activities of TNCs. A note of
caution has to be added, however. TNCs may control trans-border business
operations by non-equity involvement such as licensing. In the case of
licensing, a TNC must be assured that the goods or services provided
conform with the original quality standards.

Investment activity is one of the most sensitive indicators of a country’s
economic climate. What exactly it indicates, however, is not always clear.
Increases in investment may indicate the emergence of new business oppor-
tunities, interest in the future, reactions to international competition and
response to increasing cost pressures. In any case, sluggish investment activ-
ity, as during the 1970s, is an indication of rough economic times (Schatz
and Wolter, 1987, p. 29).

The stock of FDI in a national economy indicates what proportion of
the home economy is owned/controlled by foreign firms. The total world
inward stock (the production potential) in 2002 was estimated to be $7.1
trillion (Table 9.1). The spatial distribution of the stock of FDI is asym-
metrical. In 2002, 65 per cent of FDI stock was located in developed coun-
tries. This is confirmation that FDI activity is strongest among comparable,
mainly highly developed, countries.

Inflows of FDI reflect the ability of a country to attract FDI (national
location-specific advantages). The EU was the major target for FDI.
Worldwide inflows of FDI in 2002 were $651 billion. This was ‘only’ a half
of the flows in 2000, when the flows had a peak of $1.4 trillion (Table 9.2).
The principal factor behind this decline was slow economic growth
throughout the world, as well as weak prospects for recovery in the short
term. FDI flows are a strongly cyclical phenomenon. The remarkable
exceptions from the generally declining tendency were China (huge and
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growing potentials of the local market and possibilities to export to third
countries) and Central and East European countries (imminent entry of
the EU).

Outflows of FDI mirror the willingness and capacity of a country’s firms
to enter and stay in trans-border business activities. The principal world
sources of FDI during 1997–2002 were the EU countries (Table 9.3).

The sectoral distribution of FDI reveals that the industries that are
absorbing the largest slices of FDI are those dominated by high-technology
and highly qualified personnel. They also have higher than average expen-
diture on R&D relative to sales. The reasons for such a distribution may be
found in the excessive transaction costs of arm’s-length contacts through
the market, so internalisation of these links within a firm seems to be a
better business choice. In addition, they include those that benefit from
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Table 9.1 FDI inward stock in the world, the EU, the US, Central and
Eastern Europe, developing countries and China, 1990, 1995
and 2000–2002 ($bn)

Host-country/region 1990 1995 2000 2001 2002

World total 1 954.1 3 002.1 6 146.8 6 606.8 7 122.5
EU(15) 748.7 1 136.4 2 240.5 2 418.1 2 623.9
US 394.9 535.5 1 214.2 1 321.1 1 351.1
Central and Eastern Europe 2.8 40.2 129.2 155.7 187.9
Developing countries 551.5 920.4 2 029.4 2 173.8 2 339.6
China 24.8 137.4 348.3 395.2 447.9

Source: UNCTAD (2003).

Table 9.2 Annual FDI inflows in the world, the EU, the US, Central and
Eastern Europe, developing countries and China, 1997–2002
($bn) 

Host-country/region 1997 1998 1999 2000 2001 2002

World total 481.9 686.0 1 079.1 1 392.9 823.8 651.2
EU(15) 127.9 249.9 475.5 683.9 398.4 374.4
US 103.4 174.4 283.4 314.0 144.0 30.0
Central and Eastern Europe 19.0 22.5 25.1 26.4 25.0 28.7
Developing countries 193.2 191.3 229.3 246.0 209.4 162.1
China 44.2 43.5 40.3 40.8 46.8 52.7

Source: UNCTAD (2003).



strong economies of scale in the production of (sophisticated) intermedi-
ary goods; their output of final products is highly differentiated; and their
production is sensitive to information.

A drive towards a reciprocal treatment of FDI with Japan (or any other
country) may not be highly productive. It is generally accepted that TNCs
bring benefits that potentially more than compensate for the possible costs
and concerns. The EU is, after all, the major world source of FDI, so the
demand for a reciprocal treatment may be counterproductive. The princi-
ple of reciprocity in FDI often means the aligning of regulations upwards
(reciprocal treatment in trade is often different as it levels down trade pro-
visions).

DETERMINANTS

Large companies are in most cases TNCs. They are not directly or com-
pletely accountable to any government, but rather have their own ethos.
Chauvinism regarding the location of business (personnel matters are a
different issue) is alien to international firms, for their business decisions are
not likely to be based on either ideological or nationalistic grounds (Rubin,
1970, p. 183). The most crucial determinants of FDI are the relative
difference in returns and profit maximisation in the long run, market pres-
ence, availability of resources, expectations of growth in demand and polit-
ical stability. These determinants for the location of an affiliate may be
more important than a country’s participation in a regional economic bloc.

Table 9.4 summarises investors’ motives and determinants for FDI in the
target location. It is obvious that the issue is rather complicated. Therefore,
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Table 9.3 Annual FDI outflows in the world, the EU, the US, Canada,
Japan and Switzerland, 1997–2002 ($bn) 

Host-country/ 1997 1998 1999 2000 2001 2002
region

World total 477.0 683.2 1 096.5 1 200.8 711.4 647.4
EU(15) 220.9 415.4 731.1 819.2 451.9 394.1
US 95.8 131.0 209.2 142.6 103.3 119.7
Canada 23.1 34.5 17.2 46.6 36.6 28.8
Japan 26.0 24.1 22.7 31.5 38.3 31.5
Switzerland 17.7 18.8 33.3 44.7 17.3 11.8

Source: UNCTAD (2003).
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Table 9.4 Investors’ motives and determinants for FDI in the target
location

Investors’ motive Determinants in the target location

1. Market Size of private and public demand 
Its growth (current and prospective) 
Access to regional (integration) and global markets
Local, regional and country consumer needs,
tastes, sophistication, preferences and fickleness 

Market structure (competition, openness, protection)
Exercise market power (becoming a monopolist)
Actions by competitors: follow your leader 
(snowball or ‘herding behaviour’) or exchange 
of threats (tit-for-tat strategy among oligopolists)

Demanding clients 

2. Resources Mobility of resources
Raw materials
Skilled labour and educated management
System of education 
Brain drain 
Unskilled labour (low cost)
Available technology (production functions)
Innovation and R&D capabilities and potentials
Infrastructure
Inputs including supporting services
Available capital at favourable rates
Organisation of labour (voluntary or 
mandatory labour unions) 

Work habits (Japanese TNCs sometimes prefer to 
locate in rural areas as they mistrust urban workers 
because of their ‘different’ work habits and mobility)

3. Efficiency Cost of resources (listed under point 2) adjusted 
for productivity where appropriate

Cost and easiness of operation (transactions,
trade, transport, communication, etc.)

Efficiency of the supply chain
Trade and marketing networks 
Logistics
Points at the product cycle and production function

4. Others Existence of clusters
Macroeconomic and other stability
Incentives (subsidies and taxes) and concessions



forecasting FDI flows is tough and uncertain, as determinants are complex,
highly changeable from case to case and not always measurable.

Transnational corporations behave like other market-oriented firms: they
primarily look for opportunities to make a profit. Thus they compare current
and expected profits at home and abroad. The principal motivators for FDI
and trans-border business activity are summarised in Table 9.4, and just a
few will be mentioned here. The size and rate of growth of a local market in
the target country is approximated by income, its growth and by privileged
access to regional and international markets. This was the most prominent
general motivator for trans-border business operations. Depending on the
industry, the availability of resources (including the cost of labour adjusted
for productivity) were relevant too. Other motivators, although recognised,
were less important. This is because of the strong impact of the real market
size on the minimum efficient scale for production.

As the general level of protection of the national market declines due to
liberalisation (there is no need to jump over national tariff barriers) and as
various types of economic integration proliferate around the world, the
mere size of the national market continues to be important, but other
motivators are gaining in significance and strength. The local availability
of technical, managerial and organisation (networking) knowledge and
capabilities including innovation and the existence of clusters become
prominent motives for FDI. Seeking, enhancing and protecting such stra-
tegic assets and structures became a prominent motivator for FDI. This is
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Table 9.4 (continued)

Investors’ motive Determinants in the target location

Rules, regulations and policies (FDI entry 
and protection, mergers and acquisitions,
competition, labour, tax, trade, NTBs, etc.)

Pressure by the government in the target 
country to locate there 

Movements in exchange rates
Investment promotion and friendliness 
(helpfulness during considerations about 
FDI, entry, operation and exit) 

Dispute settlement system 
Establishment of a listening, learning 
and monitoring post 

Culture (way of doing business, openness,
corruption, red tape, languages spoken, etc.)

Quality of life 



linked with high skills, education and experience of labour in the target
location. Such labour and management is expensive everywhere. This
means that low wages (adjusted for productivity) cease to be a sufficient
determinant for FDI.

Where market liberalisation is a widely accepted policy choice, created
assets (technology and ability to create it, business culture, capability to
organise and control production and marketing, communications infra-
structure and marketing networks internal and external to firms) are
increasingly important determinants for FDI. This is why most activities of
TNCs are geographically located in developed market economies (mea-
sured by the stock of FDI).

Neo-classical theory cannot predict with absolute certainty the geo-
graphical location of activities resulting from capital mobility within a
common market. TNCs that use complex technologies do not worry about
tariffs and quotas. They are concerned, rather, with domestic regulations
such as environmental standards.27 A degree of government intervention
may influence the spatial location of TNCs, with important implications
for the future distribution of output and trade.

Some goods and services must be adapted in order to meet local needs
(for example, food). Locating at least a part of the production process near
the place of consumption may do this more cheaply. Other reasons for FDI
instead of, or together with, exporting include taking advantage of a range
of the host country’s incentives such as financial incentives (subsidies,
reduced taxes), tariff protection, exemption from import duties, public
purchases and granting monopoly rights. Other motives include market
pre-emption, increase in market power, as well as the empire-building ambi-
tions of firms.

The literature based on surveys and case studies suggests that govern-
ment strategies such as tax incentives and industrial policies have little, if
any, effect on the location of industry. All studies are aware of the
difficulties in ascertaining the impact of public policy measures on the loca-
tion of production. Public policies have mixed effects on the location of
firms: on the one hand, higher taxes increase the operating costs of firms;
on the other, higher taxes in some areas may be used to pay for better public
services, such as education or infrastructure, that support the operation of
firms (Smith and Florida, 1994, p. 31).

In a survey of 30 TNCs covering 74 investment projects in cars, com-
puters, food processing and petrochemicals, many TNCs revealed that gov-
ernment incentives were not an issue and, where they existed, simply made
an already attractive country for the location of business operations even
more attractive. Investment decisions were made on the grounds of eco-
nomic and long-term strategic conditions regarding inputs, costs and
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markets. Overall, incentives are not an important factor in the set of ele-
ments that determine inward FDI. Once the decision is made to invest in the
target country (or region), the incentives may have an impact on the exact
choice of location within the target country (UNCTAD, 1998, pp. 103–4).

As for the geographical origin of the TNCs, most of them originate in
countries with decentralised political systems such as the US, Britain and
the Netherlands, which have the longest history of transnationalisation of
national economic activity. In these countries, the TNCs and the state foster
relations of complementarity. In centralised states, the administration does
not want to share power with any enterprise; however, this has changed in
past decades, particularly in France.

If producers and government in a big country A make a credible threat
to close its market to exporters from a small country B, then one of the
options for country B is to establish ‘fifth column’ production in country
A. This would preserve country B’s market share in country A’s market. If
overheads are covered in country B’s home market, then its firm in country
A may sell on a marginal cost basis. Many European and Japanese TNCs
have concentrated on breaking into the US market and become ‘US nation-
als’ in order to avoid unilateral and whimsical US economic sanctions and
easy changes in the American trade regime. Making immediate profit from
such an investment has played a secondary role, at least in the short term.
A similar observation in the EU was the flurry of non-EU TNCs that
settled in the EU prior to the full implementation of the Single Market
Programme at the end of 1992.

The success of Japanese firms in reducing the labour content of the final
output is one of the factors contributing to the expansion of their FDI into
relatively high labour cost areas such as North America or the EU. High
labour productivity can make up for higher wages. This is why the most
significant part of all activities by TNCs takes place in a select group of
developed countries. Relatively low nominal wages do not necessarily equal
low labour costs – labour productivity should be taken into consideration.
In addition, low or declining wages may mean a (local) shrinking market.
If this were the case, and if TNCs are interested in the local market, this
may act as a deterrent to FDI. Despite the advantage of cheaper labour in
Italy, Greece and Portugal, relative to the central and northern EU coun-
tries in the 1960s, labour outflow from, rather than capital inflow to, south-
ern Europe was the equilibrating force at that time.

Foreign direct investment is a tool used by enterprises that want to exploit
long-term profit-making opportunities abroad. Before embarking upon
FDI, an enterprise compares alternative geographical locations at home
and at various places abroad. If investing abroad seems to be the more
promising option, then the enterprise has to make sure that it possesses or
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can obtain certain mobile income-generating firm-specific advantages in
production or transactions that could enable it to operate profitably in the
foreign environment. These advantages include exclusive or privileged
access to specific assets and structures, as well as better organising and
control capabilities for both production and transactions.

Local firms have several advantages over foreign ones. These include:

● a better knowledge of local consumer and supplier markets;
● they do not have the costs of operating at a distance;
● they often receive favours from the government;
● they do not operate in a different, often hostile, language, tax, legal,

exchange rate, social and political environment; and
● TNCs may sometimes have some disadvantages in the eyes of certain

local politicians in target countries as they are foreign and, often, rel-
atively large.

Therefore, TNCs bear these elements in mind when deciding about the loca-
tion of their affiliates. They consider whether they have enough advantages
over other firms or whether they may create the capacity to overcome these
obstacles. A difficulty for TNCs may be that they have to attract key man-
agers and technicians from the headquarters to a foreign subsidiary. This
may require both higher wages for such personnel and higher allowances
for their families. TNCs that extract and export natural resources are at risk
of becoming a target for nationalisation. If a TNC wants to operate in such
a geographical and social environment, it must have or control special
advantages. These special and mobile advantage over its domestic com-
petitors include a superior technology and management (a TNC ought to
operate on a different production function or at a different point on the
same production function than domestic firms), a well-known brand name
or, especially important for services, access to markets and quality control.
For these reasons, it is no surprise that TNCs are often more profitable and
successful than local competitors in the same industry.

While firm-specific income-generating and mobile advantages are a neces-
sary condition for FDI, they are not a sufficient condition. If trade were free,
firms could simply use their advantages by exporting instead of producing
abroad. Various market imperfections limit the size of the market for free
trade and, hence, justify FDI. These include tariffs and NTBs, differences in
factor prices, sunk costs and after-sales service. Therefore, an enterprise with
a specific and mobile income-generating advantage considers a number of
different possibilities and restraints at various foreign locations before set-
tling abroad.
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LINKAGES OF TRANSNATIONAL CORPORATIONS

Targeting some key productive activities that have significant linkages with
the rest of the economy requires some form of government intervention.
Japan’s decision to target steel, shipbuilding and toys in the 1950s and 1960s
was highly profitable. This choice turned out to be questionable in the
1970s, so Japan turned to cars and machine tools. The Japanese have
chosen electronics as their target industry in the 1980s and 1990s (Tyson,
1987, p. 70). This target became obsolete from the 1990s as software over-
took hardware in importance, and in this industry the US leads.

In the past the selected industries have had important spillover effects
throughout the economy. Telecommunications affect the dissemination of
information, computers have an impact on data processing, while trans-
portation equipment and logistics affect the size of the market. As a result
of these linkages, private returns from these industries are smaller than
social returns. The targeting and location, in a common market or any other
type of integration, of key industries that may have significant linkages
with other industries or partner countries may have important and long-
term beneficial spillover effects on the group. Various linkages between the
operation of TNCs and the growth process are presented in Figure 9.2.

When a firm wants to locate and produce abroad it does not necessarily
need to export capital. A firm may rent capital abroad rather than purchase
or build a production unit. Instead of using its own funds, a firm may borrow
in its home, host country’s or a third country’s financial market. In the case
of fixedexchangerates, countriesmayenter intoan ‘interest ratewar’inorder
to attract capital into their economies. Integrated capital markets with har-
monised rates of interest and mobility of capital may prevent this outcome.
While labour markets are most often regional (in Europe), capital markets
were national and, with liberalisation, they are becoming international.

Neither firms nor governments depend on savings in their home markets.
Interest rates and demand for funds in one country are affected by money
(short-term) and capital (long-term) markets in other countries because of
the links among financial markets. Of course, this holds if there is confidence
in foreign borrowers. Small countries are interest rate takers, so that even the
national housing (non-traded good) market feels the impact from foreign
markets by means of changes in interest rates. Free international mobility of
capital prevents the independent conduct of monetary policy. If a country
lowers interest rates in relation to third countries, then capital will flow
abroad. This also destabilises the exchange rate if all else is equal. In addi-
tion, if a country increases interest rates (in relation to foreign countries) in
order to curb the domestic inflation, if other things are constant, capital will
flow into the country. The supply of money increases, hence inflation is the
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consequence. Free international mobility of capital introduced during the
1990s, at least among the developed market economies, a self-policing inter-
national market device that controls the ‘correctness’ of national monetary
policy and its conformity with the ‘best practice’. In this situation, the role
and the existence of the IMF became largely unnecessary and irrelevant, and
in the cases of IMF loans that kept certain corrupt and bankrupt regimes in
the developing countries afloat, this role could easily have been harmful.

Financial markets may sometimes favour large companies and countries
and discriminate against small ones. Large companies and countries
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provide greater security that the funds will be returned and interest paid.
A large stock of assets provides this confidence. These markets may dis-
criminate against risky investments such as seabed research, new sources of
energy or materials and the like. By integrating capital markets, small coun-
tries may mitigate the effect of their relative disadvantage.

The electronics industry in Taiwan has benefited from a geographical
variety of foreign investors (mainly from the US and Japan). These TNCs
provided education for managers and training for workers, improved the
efficiency and quality of production and created stable markets and produc-
tion and marketing links with local suppliers. These initiatives provided a
solid foundation for the creation of an indigenous electronics industry in
Taiwan, which evolved with global standards. Mexico’s misfortune in the
electronics industry was that it received FDI only from declining US com-
ponent makers and assemblers. This was coupled with a lack of integration
with the domestic Mexican electronics industry. Crediting the Taiwanese
government for the success of its industry and blaming the Mexican govern-
ment for its failure would be too simplistic (Lowe and Kenney, 1999, p. 1439).

There are a few arguments that support a thesis that Japan and South
Korea would have experienced superior growth trajectories had it not been
for selective intervention. Given macroeconomic stability, equilibrium and
a stable exchange rate, high and stable savings and investment rates, an
enterprising spirit, a respectable level of education, relatively competitive
labour markets and a relatively liberal trading system were more than
enough to stimulate even faster growth. The contribution of selective inter-
vention was negligible or harmful (Pack, 2000, p. 51).

Economic and business intuition, as well as theory accepts the existence
of favourable spillover effects of TNCs on local businesses. Ex ante expec-
tations are that TNCs would increase local employment, exports, tax
revenue and that some knowledge would spill over into the local economy
through movement of labour or by means of purchase orders. However,
clear empirical evidence about the actual nature and magnitude of these
effects is still to be ascertained. This sheds another doubt on the wisdom
of offering (financial) incentives to TNCs to locate in a specific area. Görg
and Strobl (2001, p. F724) found that the results about the presence of
spillovers are mixed, while Görg and Greenaway (2002, pp. 14–16) found
that there is little robust empirical evidence on the existence of spillovers.
In a similar survey of spillovers in the host economies, Blomström and
Kokko (2003, p. 14) found that the results from a number of case studies
about the presence of spillovers seem to be mixed. If these spillovers have
an impact on the adjoining firms, these effects depend on the adequate,
even comparable, technological level of local firms to absorb them and on
host-country policies. Spillovers are largely in the form of transfer of
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knowledge and ways of fitting into the production network, which is
neither obvious nor easy to measure (R.E. Lipsey, 2002, p. 50).

What is the reason for such negative or neutral effects? Answers to this
question can be found in the fact that affiliates of TNCs may outcompete
the domestic firms and shift demand away from the local competitors; there
are time lags in the learning process by the domestic firms and adjustment
to the presence and demand of TNCs; and TNCs may guard their internal
advantages and prevent leaks to local firms. Even though there is contro-
versy about spillovers, there is a consensus in the literature in this respect:
the national economic policy regarding investment should be general and
available to all firms (notwithstanding their origin), rather than specific and
targeted towards a select type of investment.

TRANSFER PRICING

Foreign ownership and control of domestic output potentials is often seen
by the general public as a burden on the domestic economy that is brought
by TNCs. A more serious argument against the operation of TNCs is that
they behave in the market of the host country in an anti-competitive way
through various business practices such as predatory pricing, monopolisa-
tion or transfer pricing.

One argument against TNCs used by host countries concerns their inter-
nal (transfer) pricing system.28 TNCs internalise intermediate product and
service29 markets. Prices in trade among different sister enterprises are
arrived at by non-market means.30 For example, GlaxoSmithKline devel-
ops, produces and sells drugs in a global market. It conducts R&D in seven
countries, manufactures in 38 and sells in 191. It may not be meaningful to
ask what part of worldwide profits is made in Britain, as if the same profits
were made in transactions among independent national firms. TNCs
prosper precisely because this is not the case.31 In addition, if transfer of
technology is measured by international payments of royalties and fees,
then about 80 per cent of payments are undertaken on an intra-firm basis
(UNCTAD, 1997, p. 20). By doing so, TNCs may shift profits out of coun-
tries with relatively high taxes to those with the lowest corporate taxes
(tax avoidance)32 or they may oust competition by cross-subsidising
product lines. In order to shift profits, vertical TNCs may overprice imports
of inputs and underprice exports.33 This pricing system may distort both the
efficient spatial location of production (resource-wise) and flows of trade.

One way to control operations of the TNCs in the host country could be
to ask that the internal pricing system treats the parent and its subsidiary
as if they were two separate companies. The enforcement and control of
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this request may be seriously endangered if there are no substitutes for
these internally traded goods and various (headquarters) services. Another
solution may be to harmonise fiscal systems in countries where TNCs
operate. None the less, a note of caution needs to be added. Transfer
pricing is probably used much more commonly than TNCs are willing to
admit, but much less frequently than is supposed by outsiders (Plasschaert,
1994, p. 13). In any case, transfer pricing is not widespread in small and
decentralised TNCs or in TNCs that operate in competitive markets.

Internalisation of intermediate goods or services markets within TNCs
is not always done with the primary goal of avoiding taxes on corporate
profits. Another possible reason is to maintain high quality in the supply of
goods and services, as local or external suppliers may not necessarily be
able to maintain the high quality and timely delivery standards required by
the TNC. None the less, fiddling with transfer pricing is more widespread
in the developing countries than in the developed world. The balance of
payments position of developing countries often drives them to control
flows of foreign exchange. Strict controls may induce TNCs to manipulate
the internal pricing in order to protect and/or increase profits. The devel-
oping countries are not well equipped either to detect or to control manipu-
lation of the internal prices of TNCs.

RESEARCH AND DEVELOPMENT

A potential case in the host country against TNCs is that TNCs rely heavily
on the R&D of their parent companies and that their head office charges
for their services in a way that might not be controlled by the host country.
This can make both subsidiaries and host countries too dependent on
foreign R&D and technology. Is this really the case? 

When General Electric acquired Tungsram, a huge and renowned
Hungarian light bulb company in 1990, it closed down Tungsram’s R&D
department. However, when it was realised that the light source research
was so strong in Hungary, General Electric resumed and reinforced this
Hungarian research in 1994. Some empirical research in Canada found that
the subsidiaries of TNCs undertook more R&D than domestic Canadian
firms (Rugman, 1985, p. 468). In another example, European lift manufac-
turers undertake their R&D of lifts for tall buildings in their US sub-
sidiaries because there are so many skyscrapers there.

While there is historical evidence that most R&D takes place in the head-
quarters of TNCs, this is no longer necessarily the case on a large scale.
There are many instances of foreign subsidiaries having developed tech-
nologies that have benefited the parent firm. For example, a US TNC such
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as IBM had research breakthroughs in superconductor technology in
Switzerland; Hoffmann-La Roche (Switzerland) developed important new
pharmaceuticals such as librium and valium in New Jersey (US); Toshiba
made advances in audio technology in its British laboratory; and
Matsushita’s R&D facilities for air-conditioners are in Malaysia. However,
for a solid conclusion, more evidence at a much more disaggregated level is
needed. Affiliates of foreign TNCs in the US look much like the domestic
US firms: there are no particular signs of headquarters effects (Graham
and Krugman, 1995, pp. 73–4, 119).34

The geographical spread of R&D activities carried out by TNCs is
driven by several factors, including:

● the available sophisticated and experienced local R&D staff;
● desire to enhance the existing and acquire new competences;
● the need to adapt output to the needs, preferences and requests of the

local market;
● subsidies or pressure from the host government to establish local

R&D facilities; and
● the possibility of establishing a ‘listening and learning post’ in the

host country.

However, an international spread of locations for R&D does not mean, as
seen in the chapter on competition policy (Chapter 5), that the innovation
process has also followed this ‘global’ trend.

A small country often does not have the necessary resources for large-
scale basic research compared to a big and developed country. By import-
ing technology a small country may have access to the results of a much
larger volume of R&D wherever it is carried out. It can be both comple-
mentary and supplementary to R&D already undertaken in the domestic
economy. Relying on the domestic operation of foreign-owned TNCs may
be a superior economic policy choice for a risk-averse (poor and small)
country than being dependent on foreign supplies of the same good pro-
duced elsewhere. Technology transfers from abroad and domestic efforts in
education and endeavours to master new technology are like the blades of
a pair of scissors: their joint effect is greater than the impact of either one
alone (Pack and Saggi, 1997, pp. 94–5).

Inter-firm strategic alliances in the development of technology in the EU
increased sharply during the 1980s. In addition, the European Commission
became heavily involved in projects on a cost-sharing basis. Over 70 per cent
of private (largely non-subsidised) strategic technology alliances were
related to joint R&D of new core technologies in the fields of informatics,
new materials and biotechnology. A major field of cooperation was in
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information technologies, as over 40 per cent of all strategic technology
alliances were in this field (Hagedoorn and Schakenraad, 1993, p. 373).

A comparison between established ‘private’ cooperation in R&D and
cooperation sponsored by the EU found that the two forms are very similar
in the case of leading enterprises. In fact, ‘subsidised R&D networks add
to already existing or emerging private networks and merely reproduce the
basic structure of European large firm co-operation’ (Hagedoorn and
Schakenraad, 1993, p. 387). This being the case, it is difficult to understand
why leading and large firms in the EU need subsidies! If the ‘official’ (EU-
sponsored) spatial network largely reproduces the already existing ‘private’
one, then it may be redundant. Financial resources could have been used
elsewhere (for instance, to fund programmes that are not in the field of
informatics, such as biotechnology or education or infrastructure). Is such
replication of R&D networks the outcome of the lobbying power of power-
ful firms or is it necessary to accelerate R&D in the private sector because
of significant externalities?35 Perhaps such waste of scarce public money
will be checked in the future by WTO rules on subsidisation.

There is a tendency to reduce the risks and costs of R&D within TNCs.
Over 70 per cent of international strategic technology alliances between
companies from the EU and NAFTA are focused on R&D (Hagedoorn,
1998, p. 184). This may be an important incentive for mergers and acquisi-
tions in the pharmaceuticals industry (the major reason is still the very frag-
mented nature of the pharmaceuticals industry compared with car
manufacturing). High risk and uncertainty, as well as excessive R&D costs
drive firms to centralise these functions (usually in their country of origin).
Another reason is the exploitation of host countries’ incentives to R&D
(subsidies, tax breaks, secure contracts). In this case, the basic research
remains in the headquarters, while subsidiaries undertake applied develop-
ment according to local demand, regulations and incentives. It is often for-
gotten that many firms that create knowledge are neither TNCs nor large
(for example, in the areas of computer hardware and software). The only
condition for their creation in certain locations is that they operate in a
competitive environment, which is often lacking in small countries.

HOST COUNTRIES AND TRANSNATIONAL
CORPORATIONS

The greatest power of TNCs stems from their high international mobility
to enter and exit from an industry. TNCs can act as spatial capital arbi-
trageurs. They may borrow in countries where the rate of interest is lowest
and invest in countries where they expect the highest returns. TNCs may
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spread overheads and risk among their subsidiaries. These enterprises also
extend control over international markets. If a subsidiary is producing final
goods, then other parts of a TNC may increase export components to this
subsidiary.

Many TNCs create sophisticated and complicated technologies. They
avoid the transfer of this technology through the market in order to prevent
competitors from copying it. The longer the technology gap with imitators,
the longer the TNC can behave like a monopolist. Thus, a TNC usually
transfers technology only among its subsidiaries.

Relations between TNCs and host countries may sometimes be quite
tense. Mining is an industry that requires a huge amount of investment
before commercial exploitation. Different countries often compete and
offer incentives for FDI and effectively engage in a ‘locations tournament’
(David, 1984). At this stage a TNC has the strongest bargaining position.
When TNCs locate their operations in host countries they may, for example,
react to changes in the host country’s tax system or interest rates quite
differently from domestic firms, which may not be able to withdraw from the
home market. Thus, TNCs may become a threat to the host country’s
national economic policies. To counter this danger, the common market
member countries should coordinate and harmonise their policies regard-
ing competition, capital mobility and TNCs.

If TNCs produce final goods in host countries and if they import raw
materials and components from countries which are outside the common
market instead of purchasing them from the local suppliers, then they
may jeopardise the process of integration within a common market. The
external dependence of the area may increase instead of being reduced.
Where the member countries of a common market or other type of inter-
national economic integration compete among themselves for FDI in the
absence of an agreed industrial policy, it is unreasonable to expect the oper-
ation of the TNCs to result in an optimal spatial allocation of resources
(Robson, 1983, p. 32). This has happened in the Caribbean region.

A large amount of investment may, however, keep a TNC as a hostage of
the host country. These sunk costs with limited or no ‘salvage value’ may
represent a barrier to exit from the host country. In this case, the host-
country government can show the TNC who is boss. The host governments
may renegotiate the deals with the TNCs. This kind of danger may induce
the TNCs to borrow predominantly on the host-country’s financial market
and transfer from elsewhere only the technical and managerial expertise.
A possible closure of a subsidiary in the host country would be at the cost
of some local jobs in both the subsidiary and supplying firms. The affected
local workers and their families may lobby in favour of the interests of the
TNC, which may find allies among industries in the host country. As long
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as TNCs purchase from them, both subsidiaries and local firms may work
together in lobbying the government for protection, subsidies, tax breaks
and procurement agreements.

A serious threat to the market structure of a host country may be intro-
duced by a TNC. It may monopolise the whole domestic market and by
predatory pricing prevent the entry of domestic firms to the industry. It
may introduce technologies that use relatively more of the resources in
short supply (capital) and relatively less of the component that is abundant
(labour) in the host country.

As far as wages are concerned, there is overwhelming evidence that
TNCs in all kinds of countries pay relatively higher wages to labour of a
given quality than local firms do. The reasons for such wage policy include
the following elements (R.E. Lipsey, 2002, pp. 21, 29):

● TNCs may be forced to offer higher wages by host-country regula-
tions or by home-country pressures about ‘fair pay’;

● local labour may prefer domestic firms and it ought to be compen-
sated to overcome this preference;

● if TNCs bring certain proprietary technology, they may wish to
reduce labour turnover. By offering higher pay they may retain
labour, hence they may reduce technology leaks to domestic firms;

● TNCs may wish to find and attract better workers and managers.
More knowledgeable local firms may identify, get and keep these
workers without this wage premium; and

● certain TNCs operate in higher-wage industries of the economy.
They hire highly educated managers and sophisticated workers.

Differences in wages may also be due to the fact that the home firms do
not value sufficiently a resource that is in short supply. Vacancies in the
domestic firms may be filled by less-well-trained labour, which may have an
adverse effect on the growth of production in the host country. Although
technologies used by the TNCs in the host countries may not be the most up
to date, they can be superior to those which are currently in use in develop-
ing countries (environmentally sound technologies are an obvious example).

Transnational corporations may have an adverse impact on the allocation
of resources in the host country if their operation accounts for a significant
proportion of production, employment, purchases and sales. Thus, the
operation of TNCs may have a greater influence in certain segments of
industry in developing countries than in developed countries. This state of
affairs demands a coordinated approach towards TNCs by the regional
groups in the developing world, as was the case with the controversial
Decision 24 (1970) in the Andean Pact.36 It also requires the establishment
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and enforcement of a common industrial policy. This can be supported by
the regional development banks and/or by joint planning. Openness to and
participation in an integrated network of international production of
TNCs will contribute to the growth potential of the developing countries.

This analysis suggests that the TNCs do not pay much attention to the
overall needs of the host countries. This is true. However, it is not a duty of
TNCs to meet the social needs, including the infrastructure needs, of the
host country. Nobody forces host countries to accept TNCs. The fulfilment
of these social demands is the role of the host country’s government. In the
presence of unemployed resources, inflation, foreign and budgetary debt,
famine and underdevelopment, any hard currency investment is welcome.
Any attempt by the host government to restrict the entry and operation of
TNCs may dry up this thin trickle of capital inflow. Host countries some-
times behave (or used to) as if they want FDI funds, but not the foreign
investor to handle them. Unfortunately, the developing countries are those
that most need these investments. TNCs often ask what will happen after
they invest and start production: would the utility companies increase
prices? Would the employees request an immediate increase in wages?
Would the consumers demand bigger loans as the TNC is a large, success-
ful and rich company? 

In order to increase local embeddedness, some TNCs involve themselves
in local communities through sponsorship of local sporting and cultural
events, and even education and training. Whether this is a calculated public
relations ploy (as in the case of some Japanese and German TNCs that
operate in Britain) to avoid criticism or a real and deep commitment towards
the local communities remains unanswered (Dicken et al., 1995, p. 41).

Economic adjustment in the developing world may be facilitated by the
presence of TNCs. These corporations have the know-how, the ability to
raise funds and the widespread marketing channels that help export
growth. They may create and maintain relevant spillover effects such as
linkages with local firms that may prompt the creation of new local firms
and the restructuring of existing ones.

The local content37 requirements for locating FDI in a particular country
may be criticised on the grounds that they distort investors’ input choices,
stimulate suboptimal input mixes and potentially increase prices. In a survey
of 682 projects, it was found that in 83 per cent of cases in which there was
a requirement to accomplish the objectives of trade-related investment mea-
sures (TRIMs) such as local sourcing and exporting, the firms planned to
do so anyway (UNCTC, 1991a, p. 4). That is to say, TRIMs were redundant.

Certain companies, such as Nike and Wal-Mart, have sourcing structures
that are more geographically spread than their sales. Nike, for example,
sources 99 per cent of its products offshore (principally from China and
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South-East Asia). However, most of its sales (52 per cent) are in its home
US market (Rugman and Verbeke, 2003, p. 14).

Local content requirements were often used in the past as means to
promote, even force, linkages between TNCs and local firms. Others with
the same policy objective included trade (export performance) and foreign
exchange balancing demands. However, over the past few decades, most
countries have strategically altered their economic policies from the general
protection of domestic firms to widespread openness. In addition, the
WTO 1995 TRIMs Agreement (Article 2) requires the phasing out of
TRIMs.38 While there might be certain initial successes in the forging of
linkages with the local suppliers, forced requirements on a TNC’s affiliate
may jeopardise the efficient technology mix in the production. As such, this
can easily endanger the efficiency in the production process, lower competi-
tiveness and reduce incentives for other TNCs to come and locate in that
country. A far superior and sophisticated policy that can be employed by
the governments to foster links and spillovers between the local industry
and affiliates of TNCs is to provide information about the local business
environment, to act as a matchmaker with the local firms and to upgrade
the technology level of the local firms through education, training and
finance.

In many developing countries, mineral resources, including oil, are the
property of the state. It is the government that negotiates terms of entry
with TNCs. In manufacturing, the role of the government is somewhat less
pronounced. In this case, the government usually sets general terms of
entry, performance and exit from an industry. While the developing coun-
tries, as a rule, regulate the conditions for entry of TNCs with greater
scrutiny, industrialised countries control their exit and the possible conse-
quences regarding job losses and the environment.

It is popularly argued that TNCs invest most often in fast-growing manu-
facturing industries such as electronics and medicine-related industries.
These industries thus ‘fall into foreign hands’, possibly giving foreigners
undue influence in the host country and interfering with sovereignty. An
example was when the US introduced a ban on the export of technology
for the gas pipeline from the then USSR to Western Europe in the early
1980s. Many subsidiaries of US TNCs in Western Europe were affected by
this decision. It is much harder for a host country to influence the parent
country of a TNC through a subsidiary.

In spite of allegedly lower environmental standards in the developing
countries, a large-scale transfer of polluting business activities to these
countries has not taken place, at least not on a large scale. This is the con-
sequence of the constant focus of TNCs on the developed countries and
the adherence of TNCs to the application of environmental standards
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(often the same as in their home country) that are superior to those pre-
vailing in the host developing country.

As noted earlier, modern technologies complicate the employment
impact of FDI. Modern technologies substitute capital for labour. A
‘greenfield ’ investment (building a new factory) is an attractive business
option when blending existing assets and structures with others is undesir-
able and costly. Investors can tailor-make the production site, and manu-
facturing and management techniques to suit their particular needs.
Previous management habits and labour relations are not inherited. This
type of investment increases employment in the host country if it does not
put domestic competitors out of business.

A takeover (merger and acquisition) of an existing firm is a preferred busi-
ness choice if the cost of a greenfield entry exceeds the cost of a takeover.
The investor may immediately start production, but this does not add to the
national output capacity in the host country at the time of entry (this is
just a transfer of ownership). This is a fast way to enter rapidly changing
markets, and hence, in general, a more common way to enter foreign
markets than through a greenfield investment. This holds particularly for
entry into the developed market economies. Takeovers do not necessarily
increase employment and may reduce it if the merged firm rationalises the
existing activity. A foreign-located subsidiary may begin as a unit for mar-
keting of the final good. If it develops further, it may become a product spe-
cialist, which may increase employment (direct and indirect) of a particular
type of labour. However, one has to remember that employment is deter-
mined by demand for final goods and services.

Takeovers (mergers and acquisitions) provide means for the ‘external’
growth of TNCs. They are attractive to TNCs that have wide international
marketing networks and are tempting to sellers who are interested in pen-
etrating the widest possible market. This is enhanced if the acquired (or
merged) enterprise is not linked to any industrial group, which helps to
avoid conflicting interests. This is why the Anglo-Saxon enterprises domi-
nate cross-border mergers and acquisitions in Europe. TNCs may also grow
‘internally’ through subsidiaries. Mergers and acquisitions are, however,
virtually unknown in Japan.

Transnational corporations treat their business in different countries as
a single market operation. Therefore, their financial service is always cen-
tralised (or confined to a very limited number of locations) as this may best
meet the needs of the corporation as a whole.39 The financial service repre-
sents the backbone of the control of overall corporation operation and
efficiency. This is most pronounced in the case where ownership-specific
advantages of a TNC are generating high returns. Other operations such as
employment, wage and labour relations are always decentralised within
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TNCs. Labour markets are local and often highly regulated, so decentrali-
sation of these issues is the optimal policy for TNCs. Rapid international
mobility and multiplant coordination and control of a growing part of
business activities are among the greatest advantages of TNCs over other
firms. For example, Nike (an American ‘producer’ of sports goods) keeps
its R&D in Oregon, but subcontracts the actual manufacturing of clothes
and shoes in more than 700 factories in 50 countries, principally in Asia.40

If wages increase in one country, Nike simply moves production to another.

BENEFITS AND CONCERNS

Estimates of the potential gains from economic integration and operations
of TNCs are generally based on the classical assumption that the set of
traded goods is both complete and fixed. In such a case, the gains from
trade and FDI appear to be quite small. Prices in the economy could be
changed by government (tariff) intervention, so the quantity of produced
and traded goods would change, but the list of the manufactured and
traded goods would remain the same.

Suppose now that the list of goods is expandable. The neo-Schumpeterian
economic model assumes that there are no limits for the introduction of new
goods and services in an economy. Let us assume, in addition, that the intro-
duction of a new commodity requires a large amount of fixed costs.41 This
is especially true in the case of the developing countries. Perfect competition
and free trade exclude (major) fixed costs from consideration. Once the fixed
costs are included in the picture, their presence is often used as a justification
for government intervention. When important fixed costs enter the model, a
substantial volume of the good needs to be sold in order to make a profit. In
such a case, a tariff on the good in question may reduce demand. If this
reduction in (international) demand is important, then the commodity may
never appear on the market. Losses from such a development or gains in the
reverse case may not be easily estimated, at least, not for the time being. In
any case, if the new goods are left out of consideration, then this kind of
analysis can bring substantial underestimates of the welfare cost of trade
restrictions (Romer, 1994). These new goods and services are usually
brought (to the developing countries) by TNCs.

Integrated countries may obtain certain benefits from the trans-border
business activity of firms. These gains, specific to the operation of TNCs
within the area, include not only tangible resources (for example, transfer of
capital on more favourable terms than could be obtained on capital
markets, tax receipts, economies of scale, sourcing of inputs from local sup-
pliers and employment) that are provided at lower cost than through the
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market, but also various intangible assets and structures. These intangible
assets include new technologies in production, management and control of
assets and structures that make the existing resources more productive; pos-
itive externalities in production through linkages;42 international marketing
networks that can overcome barriers for exports into foreign markets; new
ideas; clustering of related firms; training of labour; and competition. The
pecuniary element of these spillovers is quite difficult to measure and could
easily escape the attention of a non-economist. Other issues include monop-
olisation, restrictive business practices, increased sourcing from the parent
country with a negative impact on the balance of trade, transfer pricing,
transfer of profits abroad and spatial polarisation of economic activity. All
these elements affect the spatial allocation of resources in a way that is not
always favourable to either the integrated country or the whole group.

Despite a relative academic hostility, public sensitivity, polemics against
foreignfirms that export home resources and some official anxiety about the
operation of TNCs, the situation has changed since the 1980s. All countries
in the world welcome TNCs. There is a tendency towards convergence in
the national rules regulating FDI. Apart from some screening, these coun-
tries provide TNCs with various incentives which include the provision of
infrastructure, subsidised loans, tax exemptions, export incentives, oppor-
tunities for complete ownership and exemptions from duties. However,
these countries have to bear in mind that they compete with other possible
locations (and countries), hence there is a tendency towards liberal and
converging national systems relating to TNCs. The growing and wide
markets in the US and EU are still the most preferred locations for TNCs.
If other regions want to attract TNCs, then, ideally, they should have some
‘unique selling point’ that TNCs cannot find in Europe or North America.

Apart from these drawbacks, host countries experience significant gains
and thus welcome the arrival and operation of TNCs. These corporations
may bring in new technology that is superior to existing domestic technol-
ogy. This has the effect, in the host country, of increasing output capacity,
jobs and tax proceeds, as well as resulting in savings in unemployment
benefits and perhaps also creating exports. TNCs enter into growth indus-
tries and provide technological expertise that would otherwise be missing.
Some TNCs produce brand-name drinks or cigarettes, whose consumption
is subject to excise duties. Governments may need or want these proceeds
and therefore become an ally of the TNCs. Barriers to entry, such as huge
initial capital investment in an industry, can be overcome with TNC input.
When the host country’s policy is to promote exports or substitute imports,
then TNCs may fill part of this role.

One major incentive to persuade TNCs to locate their operations in a
country or an integrated region is to offer them a stable macroeconomic
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environment and a growing market. International economic integration
provides this opportunity. Other carrots include tax holidays, subsidies,
tariff protection and secure public purchases. In the medium and longer
terms, the best policy is to influence the supply of educated local labour
(a created factor) as an additional incentive to TNCs to select the country
for the location of their operations.

Potential benefits and concerns from the location of TNCs in a national
economy may not be measured directly and in the short term. None the less,
many of them can be listed as in Table 9.5.
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Table 9.5 Potential benefits and concerns that bring TNCs to the target
country/location

Benefits Concerns

1. Investment may add to the ● Flow of FDI is volatile
1. capital formation and ● Capital may be raised on the local 
1. production capacity of the ● market so there is no inflow of fresh capital
1. country. This may ● Mergers and acquisitions relate only to 
1. stimulate growth of the ● the transfer of ownership. Only greenfield 
1. target country ● investment adds to the capital formation

● If higher productivity of a TNC affiliate 
● is achieved at the expense of lower 
● productivity of domestic firms, there 
● may be no implications for aggregate growth
● Most FDI goes to financial services (the EU 
● case). This does not bring a direct and large-
● scale improvement in the manufacturing 
● industry in the target country
● TNCs may exert strong lobbying pressure 
● and may demand incentives such as 
● subsidies and tax holidays. Such benefits 
● and ‘locations tournaments’ among 
● countries may introduce important 
● opportunity costs, unnecessary waste of
● scarce public funds and serious distortions 
● in the national economy regarding spatial 
● and industrial location of resources. This 
● creates disadvantages to local firms.
● Incentives to TNCs may be difficult to 
● administer
● Foreigners own and control domestic assets 
● and structures. The domestic industry falls 
● into the hands of foreigners, hence these 
● firms may behave in a different way from 
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Table 9.5 (continued)

Benefits Concerns

● the domestic firms in identical situations 
● TNCs repatriate profits abroad instead of
● reinvesting them in the location where they 
● were made

2. TNCs may transfer new ● TNCs may transfer out-of-date and 
2. technology, knowledge, ● polluting technologies
2. experience, skills and ideas ● A TNC may close local departments and 
2. in production, management ● concentrate R&D activities in its 
2. and control (human and ● headquarters. The country in which the 
2. organisational capital ● affiliate is located may be put in a long-term 
2. embedded in TNCs). This is ● dependency position regarding technology
2. also linked with economies ● TNCs may introduce technologies that use 
2. of scale and improved ● more resources that are in short supply 
2. efficiency. TNCs may also ● (capital) in the target country and relatively 
2. develop local innovation ● less of the locally abundant resource 
2. activities and transfer certain ● (labour)
2. R&D activities if there exist ● TNCs may develop and employ 
2. local knowledge, experience, ● sophisticated technologies in order to 
2. skills and/or subsidies ● prevent easy copying. They may keep this 

● technology internal to the firm to retain as 
● long as possible their position of
● monopolists in their respective businesses.
● Spillovers to the local industry do not take 
● place
● TNCs pay higher wages in order to attract 
● and keep better workers. The domestic 
● industry is left with other workers. There is 
● no transfer of knowledge to local firms
● Excessive internalisation of business may 
● diversify the affiliate into unrelated 
● technologies (outside the core competence).
● This may reduce the competitiveness of
● its output

3. TNCs may create, develop, ● Spillovers and links depend on the 
3. expand and upgrade ● technological capacity of the local economy 
3. spillovers and links with the ● to accept them. The closer the technological 
3. local economy ● capacity of the local firms to a TNC 

● affiliate, the greater the potential spillover
● Literature surveys such as Görg and Strobl 
● (2001), Görg and Greenaway (2002),
● Blomström and Kokko (2003) and R.E.
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Table 9.5 (continued)

Benefits Concerns

● Lipsey, (2002) found only mixed evidence 
● about the existence of spillovers in the 
● local economy

4. TNCs employ local labour ● A takeover (merger or acquisition) of a 
4. and contribute to an ● local firm transfers only the ownership.
4. increase  in the local skills ● There is no immediate change in 

● employment. If the new owner rationalises 
● production, employment may be reduced
● A greenfield entry may increase 
● employment, but if the affiliate puts local 
● competitors out of business, the level of
● employment may change in the 
● target country
● TNCs often offer higher wages, hence they 
● attract the best workers and managers.
● The local firms may be left with a lower 
● quality of labour
● TNCs pay higher wages to keep the best 
● workers and managers to prevent the 
● leakage of knowledge to the local economy
● Local trade unions may demand higher 
● wages throughout the economy.
● These increases may be over and above 
● productivity, which may jeopardise the 
● competitiveness of the country’s output
● TNCs may use technologies that employ 
● factors that are in short supply 
● locally (capital)
● If labour unions demand ‘too much’,
● a TNC may threaten to move its 
● affiliate elsewhere

5. TNCs may stimulate ● Restrictive business practices such as 
5. competition and force ● monopolisation of the market, predatory 
5. local competitors and ● and transfer pricing may hamper the 
5. suppliers to upgrade ● expansion of existing and development of

their business ● new local firms
● TNCs may crowd out local firms from the 
● local capital market
● Various public concessions and subsidies 
● offered only to TNCs create distortions that 
● damage local firms



NATIONAL AND INTERNATIONAL REGULATION

The basis of the OECD Declaration on International Investment and
Multinational Enterprises (1976) and the OECD Guidelines for
Multinational Enterprises (1986) (both revised in 2000) is the principle of
national treatment of foreign companies. This principle means that, pro-
vided national security is not jeopardised, TNCs have the same rights and
obligations as domestic companies in similar situations. This does not put
all foreign suppliers on an equal footing in the importing country market
(which is what the MFN clause does), rather it refers to the treatment of
foreign suppliers in comparison with domestic ones.
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Table 9.5 (continued)

Benefits Concerns

● Unethical and criminal practices (for 
● example, bribery, ‘campaign contributions’,
● improper accounting, false billings and 
● statements) may create huge corporate 
● failures such as Enron (2002) in the US or 
● Parmalat (2003) in Italy with business 
● consequences reverberating throughout 
● the world

6. TNCs offer access to a ● Affiliates may produce only for the local 
6. wide international ● market at a suboptimal scale of production
6. manufacturing, marketing ● Affiliates do not buy inputs in the local 
6. and trade network. They ● market, but import them from other 
6. include the target country ● affiliates. This may increase imports (rather 
6. in this well-established ● than exports). Transfer pricing may 
6. network that may stimulate ● jeopardise the balance of payments position
6. exports. More than a third 
6. of world trade today is 
6. within the same company.
6. Some of these important 
6. ‘internal’ TNC markets 
6. may be infiltrated only 
6. through affiliates

7. TNCs pay taxes and ● Transfer pricing may diminish local
7. contribute to the tax ● tax receipts
7. revenue in the host ● Tax avoidance may do the same

country ● Various tax incentives may degrade the 
● effect of taxes collected 
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Resource-rich and prosperous countries such as Canada may exercise
the greatest leverage on TNCs.43 Canada’s experience is one of the most
interesting examples of control of TNCs. It is relevant, as a significant
part of the economic integration between Canada and the US has an
FDI dimension.

Both Canada and the US are signatories to the OECD Declaration. In
1973, a few years before this declaration was delivered, Canada established
the Foreign Investment Review Agency (FIRA) to survey inward FDI.
This move was a reaction to a relatively large share of foreign ownership of
Canadian industry. One could argue that much of the foreign ownership
of the host-country industry can be attributed to the level of the host
country’s tariffs, taxes, subsidies and other incentives. TNCs overcome
tariff obstacles by locating ‘tariff factories’ in the host country. FIRA’s
intention was not to stop FDI in Canada, but rather to allow FDI only if
it resulted in beneficial effects to Canada. The criterion upon which
FIRA evaluated both the takeovers of existing Canadian firms and the
establishment of new businesses included expanded exports, use of
Canadian resources, increase in investment, employment and productivity,
as well as compatibility with the national industrial and other economic
policies.

FIRA’s rejection rate of 20 per cent was an important barrier for certain
investors and was high compared with rates of some 1 per cent in other coun-
tries that used a similar screening process (Lipsey, 1985, p. 101). This caused
many firms to withdraw their requests in order to avoid uncertain and costly
application procedures, while other firms that might have been potential
investors have not even applied. At the beginning of the 1980s, FIRA’s rejec-
tion rate was reduced. The Conservative government transformed FIRA
from a nationalistic authority aimed at increasing Canadian ownership in
domestic industry into an organisation for the attraction of FDI and in 1984
renamed it Investment Canada. The fear of too much foreign capital had
given way to a fear of too little (Lipsey and Smith, 1986, p. 53).

Access to growing national and international markets and a stable
macroeconomic environment are major incentives for locating of FDI in
some geographical areas. However, a stable, predictable and transparent
legal situation also encourages FDI as it lowers risk and potentially
increases profits. There are global rules that regulate international trade in
goods (WTO), but as yet there are no such rules regarding FDI. A complex
set of bilateral44 and some regional treaties regulate FDI. The coverage of
these rules is not full. In addition, many governments offer incentives to
attract FDI. Diversity in the treatment of FDI in bilateral deals and the
possibility of a sudden reversal in the liberalisation trend in times of crisis
(Asia 1997–98) create a need for a multilateral treaty.



The OECD drafted a Multilateral Agreement on Investment (MAI) with
the aim of providing a sound legal environment, including open markets,
based on the principle of non-discrimination between domestic and foreign
investors. In addition, there would be instruments for dispute settlement
among all involved parties (various combinations of public and private
players) and enforcement of decisions.

In spite of grand expectations, the MAI project got into serious trouble
and was put aside in 1998. The critics argued that the exclusive OECD
‘club’ of then 29 countries did not take into account the needs of the
developing countries. Another criticism was that the MAI gave excessive
power to TNCs regarding protection of the investment, transfer of funds,
right of establishment and MFN treatment. These criticisms are relevant
if one bears in mind that India still remembers the moment when the
first ships of the East India Company arrived at the port of Surat. The
company came to India as a trader in 1608 and ended up virtually owning
the country.

The national legal system that regulates FDI in most OECD countries is
well developed. Hence, the MAI was of little real significance for these
developed countries, even though most of the FDI activity in the world is
within the OECD group. The drafters’ intention was to lure the emerging
players in the FDI flows to join the agreement. However, few developing
countries were ready and willing to sign a deal that they did not shape
(exchanging concessions such as domestic market opening for FDI in
return for the opening of OECD markets for agricultural goods and migra-
tion of labour). Some critics saw the MAI as a tool of neo-colonialism.
However, the work on the MAI was not in vain since it raised an important
issue. Perhaps it will have better luck in the future possibly within the WTO,
which has a wider membership (about 150 countries), dispute settlement
instruments and experience in handling difficult negotiations.

5. Intervention
If market imperfections permit rents (above-average profits), then the
governments of the integrated countries may wish to intervene. The larger
market of an integrated area may be better able to absorb the cost of
intervention owing to the spread of such costs than would be the case for
individual countries acting alone. For instance, a simplified (prisoner’s
dilemma) example is presented in Table 9.6.

Suppose that there are just two firms capable of producing aircraft:
British Aerospace in Britain and Aérospatiale in France. Assume also that,
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because of sunk costs, R&D and economies of scale, only one firm can
produce aircraft efficiently (profit-wise) within the EU and that public
authorities prefer to purchase domestically made goods. The numbers in
Table 9.6 then show the profit of the two firms. If there is no intervention
by the government, the firm that moves first captures the market and makes
a profit. If both produce, both lose; if neither produces, there is neither gain
nor loss. If only one country has the ability to produce aircraft, the gov-
ernment of the other may then try to persuade a foreign TNC to locate its
production within the confines of its borders, thus putting the potential
competitor from the partner country out of business. This possibility for a
geographical location of production is a strong case for a joint treatment
of TNCs by the integration groups.

Now suppose that there is no domestic producer of aircraft in Britain
and that the domestic government decides that it may be sensible to have
aircraft production located at home and to move first to strategically and
irreversibly pre-empt any other player.45 The reasons may include employ-
ment, export and prestige, but also, and more importantly, various exter-
nalities, including obtaining the leading edge in one of the high-technology
industries and also national pride. Some early movers sustain their posi-
tion for decades. For example, Procter & Gamble, Unilever and Colgate
have been international leaders in washing powder production since the
1930s. With this in mind, the government decides to invite Boeing to come
and locate its production in Britain. As bait, it offers various subsidies and
protection to capture the aircraft market in the integration arrangement
with France. The major reason for the subsidy is not simply to increase
export sales, but rather to improve the terms of trade and secure rents
for the home firm, a cluster of related domestic enterprises and, finally, for
the country itself. Of course, such a policy may have a significant balance
of payments effect in the medium and long terms. Hence, the structure of
markets and the operations of TNCs matter for the spatial distribution of
production.

The neo-classical model deals with the given and perfect resources and
capabilities, whereas the new theory studies market imperfections, multiple
equilibria and government intervention in a dynamic set-up. This new
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Table 9.6 Profit in the aircraft industry without intervention

Britain Production No production
France

Production –3; –3 10; 0
No production 0; 10 0; 0



approach tries to suppress market constraints and to push economic fron-
tiers outwards. It considers economies of scale, externalities, differentiated
products, changing technology and FDI. These are all features of modern
manufacturing. The new theory questions the proposition that free markets
may successfully take advantage of the potential benefits in the new situa-
tion. Such an approach is different from the neo-classical one, in which
TNCs were, by definition, excluded from consideration. The assumption in
free markets is that there are no grounds for trans-border business activi-
ties as the spatial and sectoral allocation of resources is perfect and full
(first-best solution). The new theory explains why countries can trade not
only when their resource endowments and production capabilities are
different, as in the neo-classical situation, but also when their resource
endowment and production capabilities are identical. The case in question
is the intra-industry trade (that is, intra-EU trade in cars).

One thing, however, ought to be clear from the outset. The new theory
does not replace the neo-classical one. It considers only market imperfec-
tions that can be mitigated by intervention, which may introduce an adjust-
ment instrument into an already highly imperfect situation. Table 9.7 shows
what would happen to the profits of the two aircraft producers if the British
government subsidised its (foreign owned/controlled) firm with monetary
units that equal 5. If the firm located in Britain decides to produce, it will
always have an advantage over its non-subsidised French rival.

When market imperfections exist, the British government can influence
the geography of production (spatial location of resources and specialisa-
tion). None the less, if the choice of national champions is to be a good one,
the government should be competent and well informed, otherwise the result
may be costly commercial failures, such as the Franco-British Concorde
project or computers in France. Many governments in East Asia have inter-
vened successfully in their economies. However, governments in many East
European and developing countries have intervened much more, and yet
have singularly failed to achieve the economic successes seen in East Asia.
In any case, intervention is facilitated when the number of potentially
competing firms is small and production output is standardised.
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Table 9.7 Profit in the aircraft industry with intervention

Britain Production No production
France

Production –3; 2 10; 0
No production 0; 15 0; 0



Engineering comparative advantages of countries and firms are becom-
ing more important in modern footloose industries and are eroding, to an
extent, inherited comparative advantages. For example, trade within the
EU is to a large extent of an intra-industry character. It is much more
driven by economies of scale than by the ‘classic’ comparative advantages
of those countries. If pushed to the limit, a national reaction to a monop-
oly in a foreign country is the creation of a national monopoly. That is
fighting fire with fire (Curzon Price, 1993, p. 394).

In order to intervene/subsidise in an intelligent way, governments need a
great deal of information that is quite costly to obtain: information not
only about current and potential future technology and demand, but also
about the strategies of other governments and TNCs. If they choose wisely,
strategic policy can be a superb device. In practice, a subsidy in one country
may provoke retaliation in another in the form of a subsidy or a counter-
balancing duty. The retaliation and counter-retaliation cycle makes every-
one worse off. Integration may offer some advantages to developing
countries in such a situation. It may inspire these countries to negotiate the
distribution of strategic industries within the area or attract TNCs in order
to maximise positive externalities and reduce unnecessary subsidies. The
basic argument for the government’s involvement may be that without
intervention in the area, and owing to imperfections, there may be under-
investment in a strategic industry. If, however, intervention is not well
managed, overinvestment may be the consequence.

The simple model of strategic investment, industrial and trade policy is
based on the expectation that the subsidised home production of a tradable
good or service shifts monopoly profits (rents) to the home country and to
the firms owned/controlled by it. These profits should be over and above
the cost of the subsidy. If the domestic firms are affiliates of foreign TNCs,
then the effect on the home country’s welfare may be uncertain. No matter
what the circumstances are, the expectation that profit shifting may
enhance the home country’s welfare holds only when foreign countries do
not retaliate against domestic subsidies. A cycle of retaliation and counter-
retaliation would make everyone worse off. In addition, when there is a
liberal treatment of FDI, bilateral trade deficits may give off misleading
signals. For example, if Japan (or any other country) invests in China in
order to take advantage of relatively low labour costs and to export output
to the US, the bilateral deficit in trade between the US and Japan may
shrink, but the overall US trade deficit may increase because of extra US
imports from China.

Governments need to bear in mind that general favours (subsidies)
handed out to domestic firms may trickle out to foreign beneficiaries
located within the confines of the jurisdiction of the government. A more
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effective policy may be to use subsidies to develop and upgrade the skills of
domestic human capital as footloose capital is increasingly attracted by,
among other factors, created factors such as the local availability of skilled,
highly trained and experienced labour and management.

In advanced countries such as the US, the constituent parts may compete
with one another by offering substantial grants (and grant equivalents) in
order to attract world-scale manufacturing projects. The size of these
grants is increasing. In 1984, Michigan offered state and local incentives
worth $120 million (equivalent to $14 000 per job) to attract Mazda; in
1986, Indiana offered $110 million ($51 000 per job) to Subaru-Isuzu;
in 1989, Kentucky offered $325 million ($108 000 per job) to Toyota
(UNCTC, 1991a, pp. 73–4); in 1983, Alabama gave $252 million ($168 000
per job) to Mercedes-Benz; and North Carolina handed out $130 million
($108 000 per job) to BMW. In spite of strict rules of competition, coun-
tries in the EU are sometimes allowed to dispense ‘incentives’ to TNCs
to settle within their confines. Britain gave $89 million ($29 675 per job) to
Samsung in 1994, while France granted $111 million ($56 923 per job)
to Mercedes-Benz and Swatch in 1995 (UNCTAD, 1995a, p. 18). In 1996,
Dow Chemicals received a subsidy of $6.8 billion for an investment in the
petrochemical industry in Germany ($3.4 million per job), and in 2000,
Alabama gave an incentive package worth $158 million to Honda to locate
a $400 million assembly plant that would employ 1500 workers ($105 333
per job)(UNCTAD, 2002, pp. 204–5). These kinds of subsidies and partici-
pation in location tournaments are well beyond the financial capabilities of
developing countries.

The self-reinforcing aspect of FDI begins to operate only after a certain
level of development. The developing countries ‘which are already doing
well in these categories do not need location tournaments. The others are
not likely to profit from them’ (Wheeler and Mody, 1992, p. 72). The ability
of the developing world to attract FDI depends on many factors that these
countries cannot control. They need to try to stabilise their macroeconomic
and political situation, improve the quality and quantity of human capital
and infrastructure, liberalise trade and investment policies, actively
promote their advantages to the business community and study potentials
for integration or preferential trade with other (neighbouring) countries.
Such a policy approach would stimulate domestic private investment and
growth. It could also be argued that they might wish to pursue such poli-
cies even if they had little effect on FDI.

In an examination of annual FDI flows (1960–90) towards the major
integration groups in the developing world, Jovanović (1995) found no
difference in FDI flows before and after the creation of the integration
group. The national economic (and political) situation played a much more
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important role for the attraction of FDI than did participation in the inte-
gration deal. This conclusion was later reconfirmed by Blomström and
Kokko (1997, p. 39). In considering the situation in Ireland, it was found
that ‘recent FDI growth has taken place at a time when the relative value
of Ireland’s incentives has been eroded. This erosion stems both from
domestic reductions in incentives and from the increasing use of regional
incentives elsewhere in the EU. This may suggest that incentives are
necessary but not sufficient to attract internationally mobile investment’
(Braunerhjelm et al., 2000, p. 85).

6. Transnational corporations and
international economic integration

Many business activities entail high costs, uncertainties and risk as they
face rapid changes in technology, demand and needs, so the operation of
such activities in relatively small markets may not be commercially viable
from an efficiency point of view. Worldwide free trade may not be achieved
in the short or medium term (if ever), so international economic integra-
tion or preferential trade may be an attractive second-best policy option.
Such integration, although to an extent an inward-looking strategy,
widens/pools the markets of the participating countries. Larger and
growing markets provide greater confidence than relatively smaller ones to
both domestic and foreign investors.

Domestic markets in most countries are so small that even a high degree
of protection of growth-propelling manufacturing industries and services
aimed at supplying the local market may not be viable in terms of efficient
employment of resources. By supplying a larger market provided by the
integration arrangement, participating countries may increase production,
capacity utilisation, employment and investment; reduce vulnerability to
external shocks; capture economies of scale; improve bargaining positions
in international markets; and increase average standards of living. These
results should be viewed in comparison with the situation in which all coun-
tries act alone under heavy domestic protection.

The production and distribution of goods and services in an integrated
area is not the sole prerogative of domestic firms, but can also be carried out
by TNCs and their affiliates. This consideration adds an extra element to the
theoretical analysis that brings it closer to the real world, but it also intro-
duces some analytical drawbacks to the pure and simple theoretical models.
In an early work, Mundell (1957) argued that, within the Heckscher–Ohlin
theoretical model, trade in goods and trade in factors may substitute for
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each other. Markusen (1983) has shown that the operations of TNCs (flow
of factors) are complementary to international trade, rather than substi-
tutes, and that Mundell’s proposition may describe only a special case.

Foreign direct investment is the result of market imperfections, as in a
free trade situation the spatial and sector-wise allocation of resources is
perfect and there are no grounds for FDI. None the less, TNCs are a source
of powerful internal enterprise-created links that may contribute to the
integration of national economies. Countries should aim to set realistic
objectives in relation to integration or preferential trade: to determine how
TNCs fit into the picture, to structure their entry, operation and exit and to
negotiate deals. In addition, if the integrated countries master the produc-
tion of goods and services to such an extent that it increases their interna-
tional competitiveness, then firms within the area may expand abroad and
themselves become TNCs. They may increase the employment of home
resources and enter new markets beyond the confines of the market of the
integrated area.

Suppose that a monopolist TNC exports a good to a group of integrated
countries protected by a common binding quota. If the TNC also decides
to locate within the integrated area, it may choose to produce there any
quantity of the good it wishes. In such a case, the integration scheme (as a
whole, but not necessarily every part of it) may benefit significantly as there
is additional employment of domestic factors and domestic consumers also
gain because the price of the good may fall. In another case, if local firms
are competing with a TNC in the home market, the location of the TNC
within the integrated area may benefit both consumers (price falls) and
resource utilisation as domestic firms must become more competitive if
they want to remain in business. If such a process works well, then there is
no justification for restrictions on the operation of foreign TNCs in an inte-
grated area (be it in the developed or developing world).

An arrangement that integrates countries may improve the terms of
trade of the group with the rest of the world. If the price of a good or
service that is imported to the group falls after integration, then such an
arrangement increases the rents of the scheme to the detriment of those
previously made by foreign firms. Suppose that country A and country B
integrate. If a TNC outside the integration scheme that produces good X
is located in country B prior to integration and continues to operate there
after the regional arrangement is formed, then the price of good X may fall
as a result of either competition in the integrated market or the increased
efficiency that comes from economies of scale. If country A starts import-
ing good X from country B, then country A experiences other benefits in
addition to the stimulation of trade. The rents of the TNC dwindle,
whereas the surplus of country A’s consumers rises. In this case country A
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experiences the so-called foreign profit diversion effect. If another TNC in
country A were to produce good Y, which is then exported to the partner
country B after integration, country A experiences the opposite effect of
foreign profit creation effect (Tironi, 1982, pp. 155–6).

Foreign profit creation/diversion effects are of vital importance to inte-
gration schemes whose economic structures are dominated or influenced by
TNCs. This may be the case in countries that are involved in the ‘globali-
sation’ of international business, as well as in many developing countries.
If such countries integrate, then TNCs are mostly interested in favourable
foreign profit creation effects. Consider two countries contemplating inte-
gration, each of which has in its market a TNC that manufactures the same
undifferentiated good. If the leverage of the two TNCs on decision making
is significant in the two countries, then the TNCs may collude and under-
mine the integration efforts.

Governments usually respect the opinions of the business community,
especially if the business has a significant effect on the welfare of the
country. Hence, in some cases, TNCs may even play off one government
against another and continue with an inefficient (from a resource allocation
point of view) but, for them, profitable production.46 This is one reason
why the integration arrangements of developing countries may include pro-
visions that refer to TNCs. None the less, the policy of an integrated area
towards TNCs depends on the basic objectives of the group. If the basic
objective of the group is an increase in employment, then ownership of the
firms is irrelevant. FDI is, after all, an investment. If the goal of the group
is to shift rents towards the integrated countries, then it matters who is the
owner of the manufacturing and services production and marketing
units.47 In reality, however, governments are not totally indifferent to who
owns ‘national’ assets and structures.

If the integrated market of the (developing) countries is still small
enough for the establishment of a cluster of related suppliers, then the
major beneficiaries may be TNCs that assemble goods and/or perform only
limited (usually final) manufacturing operations. Such a tendency may be
enhanced when the integrated countries have relaxed rules of origin for
goods that qualify for liberal treatment in internal trade. Although the
internal trade of the group increases, so does the extra-group import
content of the traded goods. Broad regional deepening of production link-
ages does not take place. Estimates of the potential increase in trade should
refer to the dual pattern of trade (imports of components from abroad and
export of finalised goods within the group) and discount the gross increase
in internal trade of the region. Instead of the expected relative reduction in
the dependency on external markets, integration on such terms may have
the completely opposite effect.
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The governments of potential host countries may compete with one
another in offering subsidies to TNCs to entice them to invest and locate in
their country. In this game, the principal winners may be the TNCs them-
selves as their bargaining power is enhanced. One outcome may be that
TNCs locate in more than one country, supply the local protected market
and engage in parallel production on a scale that is suboptimal from a
resource allocation point of view, while these countries lose interest in the
integration process. Such a strategy requires a common competition policy,
a joint industrialisation programme and coordinated treatment of TNCs
by countries in the group, otherwise the links with the suppliers from the
local economy and integration partner country may be superficial.
Integration may lead to a production structure that is dominated by firms
alien to the integrated group and in which potentially positive absorption
and spread of changes in the market (created by the involvement of TNCs)
by the local enterprises fails to take place.

Transnational corporations have an interest in promoting integration
among developing countries with small markets, but only in countries
where they have not been involved before integration. In medium-sized and
large developing countries, the position of TNCs may be quite different.
TNCs may in fact attempt to prevent integration among countries of this
size. The primary concern of TNCs may not be efficiency in production,
but rather the likely reactions of other TNCs, as well as the avoidance of
conflicts (UNCTAD, 1983, p. 12).

7. European Union
ISSUES

Free capital mobility largely results in the loss of national monetary inde-
pendence. For example, all else being equal, an increase in a member
country’s interest rate relative to those in the outside world, intended to
slow down the economy and curb inflation, would have the result of
increasing the domestic money supply. Many TNCs would invest funds in
that country in order to profit from higher rates of interest. The reverse situ-
ation, of a country lowering its interest rates with the intention of stimu-
lating economic activity by cheap loans, would lead to a decrease in
available funds as TNCs would transfer financial resources to countries
with higher rates of interest (Panić, 1991, p. 212). It is unlikely that national
firms would be able to influence exchange rate policy to the same degree
and as fast as TNCs. However, this does not mean that TNCs render
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government policies irrelevant. The governments of large countries still
have significant autonomy to pursue policies in the national interest for two
reasons. First, they have more self-sufficient economies than small coun-
tries and, second, the size of their market is such that TNCs do not want to
be excluded from it. Hence, TNCs will be careful not to irritate the host gov-
ernment (Panić, 1998, pp. 273–4).

The establishment of the European Economic Community, as phase 1 in
the integration process, stimulated TNCs from the US to invest and later
expand activities in this region during the 1960s and 1970s. The implemen-
tation of the Single Market Programme (phase 2 in the integration process)
and the completion of the Single European Market was expected to
increase investment of Japanese TNCs in the EU. However, the realisation
of this expectation also depended, in part, on the evolution of the tariffs
and NTBs in the EU. The establishment of the eurozone in 1999 as phase 3
in the EU integration process may reinforce the attractiveness of the EU as
a location for FDI. This expectation was supported by a relative decline in
the value of the euro relative to the dollar in the first year of its operation.

While phase 1 in the integration process eliminated (among other things)
tariffs on internal trade, the objective of phase 2 was to eliminate NTBs on
internal trade, which was expected to increase efficiency of production
(rationalised investments), reduce transaction costs, increase competition
and demand and harmonise standards. This required some adjustments of
internal production in the EU. The rationale for the existence of ‘tariff fac-
tories’ was removed. Thus, investment in production that avoided internal
EU barriers was significantly reduced or even eliminated. In any case, phase
2 was expected to increase the operation and investment of TNCs origi-
nating in the EU, as well as cooperative agreements and strategic alliances
between them. An additional effect would be investment creation. In the
longer term, it was thought that European TNCs could become like those
in the US and take full advantage of economies of scale. Europeans gener-
ally have more demanding and sophisticated tastes than American con-
sumers, and demand differentiated goods (one need go no further than Italy
for examples of this behaviour). Hence, large-scale production of
homogenised goods, as occurs in the US, has never been expected in the
EU. The objective of phase 3 in the EU integration process is to ‘level the
monetary playing field’ for the countries that take part in the eurozone and
to remove all exchange rate risks that jeopardise competition, trade and
investment. Eastern enlargement as phase 4 in the integration process
widens the EU market to cover 25 countries and makes the EU a more
attractive location for FDI.

Foreign TNCs initially feared that the EU would create a ‘Fortress
Europe’ whose aim would be to protect the home market through the Single
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Market Programme. Some of them rushed to establish themselves in the
EU before the potential ‘discrimination’ took place. Target enterprises in
the EU became overvalued to the extent that other locations, most notably
in the US, began to appear more attractive. Despite this, the EU continued
to be an interesting location for FDI, as foreign TNCs were also hoping to
enter into strategic alliances with EU firms.

Fragmentation of production in various EU countries had as its result
a replication of various group functions. The primary impact of the
Single European Market on TNCs located in the EU was through
increased competition. TNCs were led to coordinate production in their
subsidiaries in order to profit from economies of scale. Horizontally inte-
grated TNCs such as 3M responded to the deepening of integration in
the EU by specialisation of production in their plants. ‘Post it’ notes are
made in its British plant, while scotch tape is produced in its German
unit. Previously, 3M produced a wide range of ‘sticky’ goods in each
country in order to serve predominantly the local market. Vertically inte-
grated TNCs such as Ford responded to the new opportunities by verti-
cal specialisation. Differentials and gearboxes are produced in France,
while engines are made in Spain. A further restructuring of the company,
announced in 2000, ended production in Belarus, Poland and Portugal,
and concentrated output in Germany, Spain and Belgium.48 In addition,
there emerged a special kind of relation among the competing firms.
A removal of NTBs on internal trade and liberalisation of public pro-
curement ‘forced’ inter-firm specialisation in similar goods. For example,
ICI (Britain) specialised in marine, decorative and industrial paints, while
BASF (Germany) did the same in automobile paints (Dunning, 1994a,
pp. 296–7).

In spite of the potentials for the concentration of production that were
provided by the Single European Market, the Japanese (and the US) car-
producing TNCs continue to spread locations for production in the EU,
rather than simply aim to concentrate production to employ economies of
scale (Ando, 1998, p. 23). Although the Japanese began by assembling cars
in Britain, they are now starting to settle their new production activities
elsewhere in the EU (Toyota plant in France).

EVOLUTION

The Defense Production Act (1950) in the US and its amended Section 721,
known as the Exxon–Florio amendment (1988), give the US president the
right to block mergers, acquisitions or takeovers of domestic firms by
foreign TNCs when such action is likely to jeopardise national security. If
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a merger, acquisition or takeover has security implications, it has to be
notified for clearance with the Committee on Foreign Investment in the
United States (CFIUS) which implements the Exxon–Florio provisions.
Japan has few formal barriers to inward FDI. None the less, the real obsta-
cles to FDI in Japan are not found in the legal sphere. They exist as a cost
of ‘doing business in Japan’, such as close and strong informal links among
businesses, tight labour markets, language barriers and difficulties in
obtaining the necessary data.

Unlike the US, the EU does not have a common policy regarding FDI.
Only Article 43 of the Treaty of Rome gives the right of establishment to
businesses throughout the EU for the nationals of any member state. Of
course, articles that refer to the issues that include competition, taxation,
environment, industry and social issues also refer to FDI. In any case, the
EU has the lowest barriers in the industrialised world to inward FDI
(OECD, 2003b, p. 169). The obstacles mainly included personnel restric-
tions, local content requirements and government procurement.

The impact of the creation of the EU on the attraction of FDI from the
US was at the centre of early studies of the relationship between integra-
tion (or, as it was then called, ‘tariff discrimination’ introduced by the EU
and EFTA) and FDI. The expectation was that the spatial location of FDI
would be influenced by integration, and in particular that the establish-
ment of the EU would lure TNCs there. Scaperlanda (1967, p. 26), in
examining the American FDI trend in Europe between 1951 and 1964,
found that the formation of the EU(6) did not attract a large share of
American FDI. FDI from the US to the EU(6) since 1958 has amounted
to $3.5 billion, compared with $4 billion to non-EU European countries
over the same period. Factors such as familiarity with the country in which
the investment was to be located, differences in the application of technol-
ogy and the financial liquidity to fund foreign investment had a greater
effect on the spatial distribution of FDI than the creation of the EU(6). In
addition, the American TNCs were more interested in the French market
than in the EU(6).

Instead of calculating the FDI trend for the whole 1951–64 period,
merging ‘before’ and ‘after’ EU effects (as did Scaperlanda) and masking
investment shifts rather than revealing them, Wallis (1968) divided the
period of analysis into two subperiods. The share of the American FDI in
the EU(6) moved along a continuous and increasing path in the 1951–64
period with a kink in 1958. Before 1958, the EU(6) share increased by 0.7
per cent a year, whereas after 1958 the average annual increase was 2.7 per
cent. An increase in the US FDI in Europe was also observed in the fol-
lowing way: ‘Fifteen years from now it is quite possible that the world’s
third largest industrial power, just after the United States and Russia, will
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not be Europe, but American industry in Europe. Already, in the ninth year
of the Common Market, this European market is basically American in
organisation’ (Servan-Schreiber, 1969, p. 3).

D’Arge (1969, 1971a, 1971b) attempted to determine the impact of
European integration on American FDI in the EU and EFTA. The effect
of the formation of a trading bloc on the location of FDI may follow three
patterns:

● a one-off (intercept) shift in trend;
● a gradual increase in trend (slope shift); or
● a combination of the other two.

The data showed that, in the case of EFTA, there was a positive intercept
shift (a one-off effect), while in the period following the creation of the
EU(6) there was a combination of shifts in both slope and intercept.

Scaperlanda and Reiling (1971) found that European integration had no
significant effect on US FDI flows in this region: FDI flows to the EU(6)
and EFTA were similar after 1959, although it had been expected that the
EU would attract more FDI than EFTA did. However, it is important to
remember that at that time the major beneficiary of US FDI was the UK,
which was a member of EFTA, but not the EU(6). Thus, early studies of
the impact of integration on FDI do not give a clear picture of the effect of
integration on FDI.

Clarification of the situation came later with evidence that, in the case of
American FDI in the EU(6), size and growth of the market played an
important role (Goldberg, 1972, p. 692; Scaperlanda and Balough, 1983,
p. 389). However, Culem (1988) argued that FDI is not in direct competi-
tion with domestic investments. A foreign country may be desirable in its
own right because it has a specific factor (not available at home) that is nec-
essary for the production process, or because an external outpost may be
better placed to monitor developments in foreign markets or because the
foreign government has exerted political pressure to locate there. Culem
found that ‘the size of the European market does not appear to exert any
attraction on U.S. direct investments’ (1998, p. 900).

Econometric modelling of FDI is a formidable task as FDI flow is a
cyclical phenomenon, while determinants are complex, changeable over
time and space and not always measurable. The results of models depend
greatly on the assumptions made, so the conclusions can only be tentative.
None the less, there is general support for the hypothesis that tariff dis-
crimination, regionalism and integration influence FDI. However, this
cannot be translated into a statement that an x per cent change in
tariffs will induce a y per cent change in FDI. Therefore, strong policy
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recommendations on the basis of such models would be reckless (Lunn,
1980, p. 99).

Recent studies report that the net effect of integration has been to
increase both internal EU and third-country investment in the EU. The
elimination of import duties on internal EU trade encouraged non-EU
investors to locate in the EU (Dunning and Robson, 1987, p. 113), while the
elimination of NTBs (Single Market Programme) and widening of the
internal market prompted both EU and third-country TNCs to invest.49 An
increase in the FDI activity following the start of the Single Market
Programme in 1985 has been confirmed not only by Eurostat statistics, but
also by studies including those by Aristotelous and Fountas (1996, p. 579),
Dunning (1997, p. 13), Jovanović (1997a, pp. 324–9; 1998a, pp. 158–64;
2001a, pp. 239–52), European Commission (1998) and Clegg and Scott-
Green (1999, p. 612).

The Single Market Programme prompted TNCs to rationalise their oper-
ations in the EU. Hence, the absence of any reference to TNCs in the
influential official reports generated by the Single European Act, such as
Emerson et al. (1988) and Cecchini (1988), comes as a surprise. The assump-
tion in those reports seems to be that international specialisation and trade
is carried out by firms whose operational facilities are confined to a single
country. The growth and predominance of TNCs in most areas of economic
activity made this kind of analysis inappropriate (Panić, 1991, p. 204).

Britain has always been a relatively attractive location for TNCs, although
its economic performance relative to other EU major economies has often
been poor. What is the reason for this interest? Regional incentives are no
more generous there than in the rest of the EU.50 One reason for its appeal
that is often cited is the commonality of the English language, although
large TNCs are able to afford to ease and overcome the language barrier.
Another reason that is sometimes put forward is that a presence in Britain
can serve as a springboard to the rest of the EU, but this could equally apply
to other EU member states. Britain scores well in the following essentials:

● the labour force can be highly competent and experienced, but rela-
tively low paid (compared with other major EU countries, in partic-
ular during the periods when the pound is low as was the case at the
end of the 1970s) and because of relatively low add on costs (social
charges);

● a relatively large and open domestic market;
● a favourable industrial and educational infrastructure;
● social and political stability; and
● once clusters of TNCs were established, they started to act as a

magnet for other TNCs to locate in Britain (‘snowball effect’).
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Japanese TNCs have not been reluctant to invest in Britain. However,
they prefer to build new factories in rural areas rather than take over exist-
ing plants. They also prefer takeovers to joint ventures. Where Japanese
TNCs have a clear comparative advantage they generally prefer ‘greenfield’
entry (the preferred way to locate). One advantage of this is that previous
managerial habits and labour relations are not inherited. In addition, such
sites are often in depressed areas which attract subsidies. Greenfield loca-
tions enable Japanese TNCs to introduce their own technology, work prac-
tices and management style, with high productivity (Ford and Strange,
1999, p. 124). In Britain, Japanese TNCs were not always attracted to exist-
ing clusters, but created new ones. In industries where their comparative
advantage is weaker, Japanese TNCs are more likely to form alliances and
joint ventures.

In the US, Japanese investors tend to prefer locations (states) where
labour unionisation is low. This has less to do with saving on labour costs
and more to do with the Japanese organisation of production. Japanese
manufacturing plants often require fewer job categories than is the case in
their American counterparts. Labour unions are perceived as impediments
to flexible production practices. In some cases, Japanese TNCs prefer to
locate in rural areas as they mistrust urban workers because they perceive
that these workers have developed ‘bad work habits’ and because they have
greater mobility (Woodward, 1992, pp. 696–9). In addition, Japanese TNCs
in the car industry offer relatively high wages in order to ensure the devel-
opment of higher levels of human capital and workforce stability. This is in
sharp contrast to the hypothesis in the earlier literature that TNCs pre-
dominantly seek locations for their investment in the areas where they can
profit from low wage costs (Smith and Florida, 1994, pp. 29–30, 39).

Yamawaki (1993, pp. 19–20) argued that the decision about the location
of production depends not only on factor costs, but also on comparative
advantage in technology in the target country. A Japanese TNC from a par-
ticular industry invests in the country that already has a comparative
advantage in the same industry over its counterparts in the EU partner
countries.

Spatial choice of location of Japanese TNCs has the following policy
implications for the countries that consider the location of these TNCs as
an astute policy choice (Ford and Strange, 1999, pp. 133–4):

● Japanese TNCs are attracted to areas with a cluster of manufactur-
ing industries in which they operate and where there exists a high
density of previous Japanese FDI;

● a highly educated and innovative workforce attracts Japanese TNCs,
with consequent policy implications for education and R&D;
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● labour market flexibility and low level of labour unionisation are
preferred by the Japanese TNCs. This may be a stimulus to labour
market reform; and

● Relatively low wages are also an attractive factor for Japanese TNCs.

FLOW OF FOREIGN DIRECT INVESTMENT

Table 9.8 summarises internal EU FDI outflows per investor country
during the 1992–2001 period. FDI outflows were steadily increasing from
€33 billion in 1992 to a peak of €687 billion in 2000. As was the case with
the global world FDI flows, owing to the economic slowdown internal FDI
flows declined to €251 billion in 2001. The largest investors were Germany,
Belgium/Luxembourg,51 France, the Netherlands and Sweden.

The destination of internal EU FDI flows is given in Table 9.9. These
flows were concentrated in Britain, Belgium/Luxembourg, France,
Germany, the Netherlands, Spain and Sweden. Apart from Spain, these
countries were at the same time major internal investors in the EU.
Internal flows of FDI in the EU, therefore, suggest a trend towards
agglomeration.

Before the start of the Single Market Programme, endogenous EU firms
generally had a primarily national orientation, whereas foreign-owned
TNCs (mainly American) had a pan-European business perspective. The
removal of NTBs that came with the Single Market Programme was,
among other things, aimed at addressing this disequilibrium in European
business operations. It had an obvious and positive impact on internal
FDI flows from 1985. EU internal FDI flows became more important
than outflows from the EU to third countries in the 1990–96 period.
Another interesting observation is that the southern countries such as
Greece and Portugal (but also Denmark) were initially left out of the
internal EU flows of FDI, but began slowly to catch up in the course of
the 1990s.

The EU countries were investing not only within their group, but also
outside of it. Data on external EU FDI outflows are given in Table 9.10.
The US and EFTA countries have always been both major locations
(targets) for FDI from the EU and, at the same time, major sources of FDI
coming into the EU (Table 9.11). This evidence supports arguments about
agglomeration tendencies in FDI. It is interesting to note that favourable
trade and cooperation together with prospects for the full entry of the EU
were incentives for an ever-increasing flow of FDI from the EU to the can-
didate countries. Hence, the possibility of EU accession contributed to the
changing geography of production in the region.52 The principal EU
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investor outside the EU was Britain, followed by France and Germany
(Table 9.12). Other important investor countries were the Netherlands,
Spain and Belgium/Luxembourg.

In general terms, the EU, together with the US, was the major target
for the location of FDI from third countries. The principal foreign (third-
country) investor in the EU was the US (Table 9.11), followed at a large
distance by EFTA. Japan also invested in the EU, but its investment was
much less than FDI by EFTA. Yamada and Yamada (1996) reported that
the principal goal of Japanese investors in the EU was to avoid emerging
protectionism. The EU candidate countries invested modestly in the EU,
predominantly in trade-related services.

Earlier data on FDI flows demonstrate that that intra-EU FDI flows
became very important from 1989. A comparison of total FDI flows in
Tables 9.8 and 9.12 shows that EU investors invested more within the EU
than outside it in almost every year during the period of observation
(1992–2001). Previously, regional integration was only one factor that
influenced FDI flows from the EU countries within and out of the EU.
While the liberalisation of internal EU trade had a strong impact on
trade integration, a study of FDI flows shows that before 1989 and
during 1995–98, integration was stronger on the global plane than within
the EU.

Thomsen and Nicolaides (1991, p. 103) argued that the Single Market
Programme had its greatest influence not on the quantity of FDI in that
period in the EU, but rather on its timing. Such an argument should
be viewed with caution. The Single Market Programme has the poten-
tial to affect (enhance) the long-term growth prospects of the EU. In addi-
tion, the programme changed the EU business regime and created
advantages additional to the already existing EU specific locational
advantages. Hence, the long-term level of inward FDI in the EU is
higher than it would have been otherwise (European Commission, 1998,
p. 96).

The geographical distribution of incoming FDI in the EU in the
1992–2001 period is given in Table 9.13. The principal location in the EU
for external investors was Britain, followed by Belgium/Luxembourg,
France, the Netherlands and Germany. Again, there was a certain spatial
clustering of FDI in the ‘core’ EU countries. In addition to these
countries, external investors were also interested in Spain and Sweden.
Spain can provide a useful example for other EU-rim countries including
the countries in Central and Eastern Europe. With its improved
infrastructure, unimpeded access to the EU market and relatively
abundant well-qualified and cheap (according to EU standards) labour
force, it provides an attractive springboard for external TNCs that are

Capital mobility 735
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interested in operating in a pan-EU market. The noted enthusiasm of
external investors in Spain points to a relative spread of external FDI in
the EU.

It has already been mentioned that there was a degree of concentration
of FDI in the ‘core’ EU countries. This was in spite the fact that these
countries did not (always) have the highest rates of growth. Greece, Ireland
and Portugal had higher rates of growth than Britain. However, in spite of
this growth and increasing integration, the size of an individual country
market may still be a very important determinant for the location of
FDI. The highest-growth countries are not always the principal locations
for FDI.

Data for the industry distribution of intra-EU(15) FDI in the 1992–2001
period are presented in Table 9.14. Internally, EU investors were primarily
interested finance related services, transport, telecommunications, real
estate and business-related services. Within the non-services side of the
economy, they were also interested in general manufacturing, petroleum,
chemicals, transport equipment and mechanical products.

Thedistributionof incomingFDIfromthirdcountriesamongsectorsand
industries in the EU(15) in the 1992–2001 period is presented in Table 9.15.
EU services received by far the largest share of FDI from third countries.
Finance-related services, real estate, transport and trade were the princi-
pal target industries for this type of FDI in EU. Office machinery and trans-
port equipment were the major targets for FDI within the manufacturing
sector.

These data permit only cautious conclusions about the impact of the
Single European Market and the eurozone on the spatial concentration
of extra-EU FDI in EU manufacturing. In the car-making industry,
Britain became a less attractive proposition for FDI, while Spain
became more so. In the electrical equipment manufacturing industry,
Germany became the preferred location for FDI, in particular for the
higher-value-added operations. However, it is still a moot analytical point
whether inward FDI brings to the EU high-value-added employment
and technology or low-level, tariff-jumping assembly work (European
Commission, 1998, p. 141). In addition, a high concentration of FDI on
finance provokes a question: how big an impact has FDI had on the EU
manufacturing industry?

Outflow of FDI from the EU(15) to third countries in the 1992–2001
period is given in Table 9.16. Finance-related services, real estate and busi-
ness-related services were the principal targets for EU investors in third
countries. There was also interest in general manufacturing, as well as in
electricity, gas and water. Again, there is a certain clustering of FDI on
select industries within the services sector.

738 The economics of European integration
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8. Conclusion
As FDI touches issues such as ownership of land and real estate, direct
employment and taxes, it is a more politically charged issue than trade. A
popular perception, based on shoddy economics, is that the export of
goods is beneficial for a country and, therefore, needs to be supported,
whereas (some) imports are perceived to be dangerous as they might jeop-
ardise the national output and employment potential.53 FDI is, however,
treated in a different way. Outflows are being deterred, as there is a fear that
exporting capital means exporting exports and exporting jobs, while
inflows are welcomed.

With protection and subscale operations by TNCs, the host country may
end up worse off than if it had never received FDI. Such a situation may
create a vicious circle of adverse signals and harmful incentives. The penal-
ties in terms of lost opportunities are high, but so are rewards for successes
in attracting TNCs into well-structured projects. If TNCs operate at full
scale in a reasonably competitive environment, they may provide the host
economy with the ‘usual list’ of benefits such as capital, technology and
management know-how (Moran, 1998, pp. 155–6).

Capital mobility has its costs and benefits. If these effects are desirable,
they should be stimulated, otherwise they should be regulated, controlled
and taxed. Simultaneous inflow and outflow of FDI in integrated countries
is possible and quite likely. This was confirmed in the case of the EU.
However, FDI flows and the consequent geography of production may be
significant even without formal integration – just look at transatlantic FDI
flows. TNCs primarily follow the opportunities for making profits in large
and growing markets in the long term. Therefore, regional economic inte-
gration is a, rather than the cause of FDI.

The relative loss of the international competitive position of the EU in
relation to the US, Japan and the newly industrialised countries (in several
lines of production) in the 1970s and 1980s has increased both interest in
and the need for strengthening the competitiveness of EU companies.
These TNCs are the key actors in improving the international competitive-
ness of goods made and services provided in the EU. Ambitious and well-
funded public research programmes in the EU may assist the domestic
firms first to catch up and later to improve their position vis-à-vis their
major international competitors if astutely linked with the production
resources and potentials, as well as domestic and foreign demand.

American investors in the EU were market seeking in the 1950s and
1960s. The same was true of Japanese FDI in the 1970s and 1980s. As EU
consumers were not able to purchase what they wanted because of NTBs,
Japanese TNCs invested in the EU in order to satisfy an existing and
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growing local demand. TNCs from both source countries have always
looked at the EU market as a single unit. Their advantages over local EU
enterprises included, in some cases, not only a superior capability to innov-
ate products and technologies and manage multiplant production and
supply, but also a willingness, experience and ability to serve consumers
from a local base, rather than through exports, which was the favourite
method of operation of many national firms in the EU.

There is, however, at least one difference between Japanese and American
FDI in the EU. Nearly half of Japanese FDI was concentrated in banking
and insurance in the early 1990s. At the same time, more than half of
American FDI was in the manufacturing industry, while about a third was
in financial services. Therefore, Japanese FDI has relatively less impact, at
present, on EU manufacturing industry than the American TNCs (Buigues
and Jacquemin, 1992, p. 22; European Commission, 1998, p. 3). This focus
by Japanese investors may come as a surprise as Japan has the advantage
in electronics and cars. A concentration of Japanese FDI in financial ser-
vices (relying on human, rather than physical, capital) both in the EU and
the US is, however, a partial reflection of Japanese balance of payments
surpluses and the appreciation of the yen at that time. However, from 1994,
the interest of the Japanese TNCs shifted predominantly towards the
Pacific Rim countries.

In order to avoid weakening the competitive position of EU firms in
global markets, the EU may follow two courses, although employing a mix
of the two has its attractions. First, the EU may increase protection of
domestic firms against foreign TNCs through various NTBs (although the
use of TRIMs is outlawed by the 1995 WTO Agreement). Second, the EU
may open its domestic market and encourage foreign, in particular high-
technology, TNCs to locate their manufacturing operations in the EU. As
widely argued, EU firms in certain manufacturing industries are less
efficient than their counterparts in the US and Japan. If the EU were to
adopt and maintain a liberal economic policy and EU firms were to adjust
and withstand competition from foreign TNCs, then they may, in relative
terms, gain more from market liberalisation than their foreign competitors.

The incomplete internal market in the EU was the major cause of a sub-
optimal production structure in the region prior to 1993. All economic
agents, including TNCs, behave as welfare-maximising units in the long
term, subject to the prevailing conditions. These private agents should not
be criticised for actions that may be in conflict with public objectives. The
start of the Single European Market, which included the removal of NTBs,
assisted in a rationalisation of production and enhanced the location-
specific advantages of the EU. The introduction of the eurozone in
1999 removed internal EU exchange rate risks and consolidated earlier
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achievements in integration, at least for the participating countries.
Coupled with eastern enlargement (2004), this will continue to increase
both the size and the growth of the EU market, which could, in turn,
further increase investment expenditure in the region in the longer term.

An extensive survey of the impact of the Single European Market on
FDI found strong evidence that FDI and trade are complementary
(European Commission, 1998, p. 1). Concerns that the Single European
Market would lead to a concentration of general economic activity into the
‘core’ EU countries were not justified. In fact, there has been a limited
spread of economic activity to the ‘peripheral’ EU countries which enjoy
certain cost advantages (European Commission, 1998, p. 145).

As one of the major players in the international capital mobility scene,
the EU would like to see multilateral rules for FDI. Even though there are
multilateral agreements that deal with specific ‘technical’ FDI issues such
as TRIMs or dispute settlements or with sectoral matters such as services
(GATS), there is no overall multilateral agreement on investment. However,
FDI issues are discussed within the WTO. The future multilateral agree-
ment may include the following elements:

● Foreigners would have the right to invest and operate competitively
in all sectors of the economy; only a few exceptions to the general rule
may be allowed.

● There should be no discrimination of foreign investors based on their
origin. A ‘stand still’ commitment would prevent the introduction of
new restrictions.

● There should be a ‘roll-back’ principle to gradually eliminate
national (or group) measures that run counter to the liberalisation of
FDI rules.

Notes
1. Various regional factors prevent full equalisation of prices. Some geographical areas

may have small markets for certain goods and services (for example, parasols in Finland
and antifreeze in Greece). So, in order to do business there, firms may price their goods
relatively higher. In this case, market presence may be a much more important public
policy and private business objective than requiring price homogenisation in all markets
within the EU. Or, for example, differences in taste or special requirements regarding the
basic ingredients of a product (for instance, chocolate) may cause the price of a good to
vary. And, if there are local substitutes, foreign suppliers may modify the price of their
goods. Some goods (such as wine) may be regarded as luxuries in one country and taxed
accordingly, but regarded as basic necessities in another country. This widens the price
gap for the same good in different countries, and sometimes even in different regions of
the same country.



2. Exports of high-technology products by developing countries in 2000 amounted to $450
billion. This is $64 billion more than exports of primary products or $140 billion more
than medium-technology exports (UNCTAD, 2002, p. 145).

3. Financial Times, 25 May 2003.
4. In an early study, Weber (1909) offered two basic reasons why firms ‘go to produce

abroad’. The primary determinant is the achievement of lower labour and transport
costs, while the secondary element is the benefit of large-scale production.

5. Financial Times, 25 May 2003.
6. For example, over a certain period of time governments may change the availability,

quality and cost of the domestic factors. The disposable tools for this policy include
training of labour and education of management, R&D, science, transport and com-
munication infrastructure and tax policies.

7. ‘Japanese companies follow each other’, said a senior adviser at the Czech investment
promotion agency. ‘As soon as there is a big famous investor, the others start to consider
the possibilities.’ The principal reason for the location in the Czech Republic is geogra-
phy (rather than relatively low wages). Another important reason for the Japanese TNCs
is a tradition in technical universities and the electronic industry (‘Electronic giants go
for Czech launchpad’, Financial Times, 10 June 2003).

8. In a merger two or more firms decide to pool their assets to form a new company. In this
process one or more companies diappear completely. An acquisition does not consitute
a merger if the acquired company does not disappear. Mergers are relatively less frequent
than acquisitions.

9. J. Kynge and D. Roberts, ‘The Pearl river delta is attracting $1bn of investment a month
amid one of the fastest bursts of economic development in history’, Financial Times,
4 February 2003.

10. How should one measure these benefits? What should be measured? Should it be done
in fiscal terms? Or in social terms?

11. ‘Jack Straw, foreign secretary, has let it be known that he intends to turn a blind eye to
some of the requirements of two-year-old legislation banning UK businesses from
bribing foreign officials. . . . From one perspective, his stance can be viewed as pragmatic
realism. So-called facilitation payments are exempted by the US Foreign Corrupt
Practices Act, a model of its kind, and are not explicitly outlawed by the anti-bribery
convention negotiated by members of the Organisation for Economic Co-operation and
Development. . . . the borderline between “facilitation” payments and bribes aimed at
winning business by underhand means is only loosely defined legally and fuzzy in prac-
tice. . . . None the less, his partial and retrospective interpretation of the law sounds
curious from a politician who, as home secretary, boasted of being “tough on crime” ’
(‘De minimis non curat Straw’, Financial Times, 20 February 2004).

12. One should not accord an absolute value to the decline of consumer loyalty to local
brands. Regional, rather than ‘global’ strategies in certain food and health-care products
may offer a superior business outcome. However, there was a certain ‘global success’ by,
for example, Coca-Cola, which succeeded in replacing a part of the consumption of milk
and healthy natural fruit juices for an artificial and sweet liquid that has a questionable
impact on health and weight.

13. It was the church that once determined our life, then the state and now it is corporations.
Governments court firms (TNCs) to come and locate within the confines of their control.
Critics say that the protection of the vulnerable in society or safeguarding of the environ-
ment is weakened, even that it is left to the mercy of big businesses. This may be the case
in certain lines of production, but it all depends on specific circumstances. In some cases
the regulatory framework facing TNCs was strengthened, while in others it was loosened.

14. The same holds for the increase in the power of special influence groups such as NGOs.
Do these unelected groups of people, with sometimes questionable accountability, rep-
resent a risky shift of power towards special vested interests? Or do they represent a move
towards the new ‘civil society’ (does anyone know how to define this type of society)?
Why does the general public sometimes believe more in these organisations, which often
lack resources for rigorous analysis, than in governments? 

Capital mobility 751



15. NGOs often consider that it may be better to be just about right and make a big fuss now
in order to put an issue on the policy agenda, than to wait a long time for firm scientific
evidence and miss the political opportunity.

16. H. Kissinger, ‘Globalisation: America’s role for the millennium’, Irish Independent, 13
October 1999.

17. Uniformity and homogeneity in the modern world may be a heavy price to pay for the
new or ‘better’ standardised things we consume. This introduces an ever-present poten-
tial for the neo-communist danger that everyone eats and drinks the same, is dressed the
same, uses homogeneous (perfectly substitutable) goods and services and ends up or is
forced to, perhaps, even think ‘the same’. If someone is not ‘in step’ with these global
developments (no matter what their democratic appearance and sugar-coating), well,
then . . . the concerned may ‘court trouble’ from the central ‘politburo’! 

18. ‘Globalisation is no more than an (admittedly ugly) name for the process of integration
across frontiers of liberalising market economies at a time of rapidly falling costs of
transport and communications’ (M. Wolf, Financial Times, 3 October 2001, p. 15).

19. The Economist, 29 September 2001, p. 14. The reference here is to the attacks of 11
September 2001.

20. Institutional elements such as clear property rights are very important for foreign
investors. However, the mere transfer of these solutions from the developed countries
elsewhere is not a sufficient condition for a successful economic performance. For
example, while Russia has introduced a system of private property rights, China guarded
the general socialist legal system. None the less, domestic and foreign investors regarded
China as a promising location for investment and this country became one of the prime
locations for investment. There was a strong credibility that investments would be pro-
tected. In contrast, this credibility was lower in Russia in spite of the property rights
system. Hence, this was one of the reasons why Russia continued to score much lower
than China as a location for investment.

21. The Economist, ‘A survey of globalisation’, 29 September 2001, p. 4.
22. One thinks of the particular menace of chewing gum for the cleanness of elevators and

chairs.
23. Increased international mobility of factors, increased international intra-firm transac-

tions, expanding international cooperative arrangements between firms, the increasing
importance of knowledge, as well as a reduction in transport and communication costs,
support the process of globalisation and are constituent parts of it. In these circum-
stances, individual actions of national governments may not increase global welfare
(pollution is an example) and certain supranational rules may be necessary in order to
deliver more beneficial outcomes.

24. Trade is relatively more concentrated within regions than FDI. This suggests that trade
plays a more prominent role in intra-regional integration arrangements, while FDI has
a greater influence on global integration (UNCTAD, 1993, p. 7).

25. ‘Over 90 per cent of products produced in each of the triad regions is sold within that
region. There is no global car. . . . well over 90 per cent of MNE manufacturing is intra-
regional rather than global’ (Rugman, 2002, p. 5).

26. Control may not be easy to define in all circumstances. A 51 per cent ownership of a firm
is a clear sign of full control. However, in some cases 20 or even 10 per cent ownership
is sufficient for the control of a firm if other shareholders are widely dispersed and unor-
ganised.

27. According to research carried out by the location division of Ernst & Young, firms now
appear to accept higher costs of production in return for high environmental standards.
‘Regions that sell themselves on the basis of relaxed environmental legislation may soon
find their approach counterproductive’ (Business Europe, 12 March 1997).

28. Intra-company pricing refers to transactions among related units of the same firm.
Not every manipulation of transfer prices increases the overall profits of the entire
company, as these extra revenues stem from sales to outside customers (Plasschaert,
1994, p. 1).

29. Trade in services is expanding. Monitoring internal prices for services is a much more
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complex task than inspecting the same prices for goods by the employment of free
market criteria.

30. Firms are reluctant to comment and release data on their internal prices. Hence, there is
a black hole in this area of research.

31. Financial Times, 26 January 2004.
32. Tax avoidance, unlike tax evasion, does not involve breaking any laws, but rather making

the best use of positive regulations. In practice, the difference between the two is often
ambiguous.

33. Transfer of profits out of the country takes place when TNCs do not find the country in
question a promising geographical location for the reinvestment of earnings. Such a
transfer may send a warning signal to the local government that something is wrong in
the economy and that something needs to be done about it.

34. TNCs that come from the US and operate in the EU reported an annual R&D of almost
$2500 per employee in 1989. In contrast, Euro-affiliates of Japanese TNCs reported
R&D per employee of about $725 in the same year (Gittelman et al., 1992, p. 18). The
reasons for the difference include a relatively strong headquarters effect, as Japanese FDI
in Europe is a fairly novel phenomenon compared with FDI from the US. American
TNCs have been present in Europe on a larger scale since the 1950s. In addition, Japanese
TNCs may be more involved in the EU in relatively mature manufacturing industries and
services where R&D expenditure is not as high as in other activities.

35. Decisions taken at the EU level are easy targets for special lobbies as they are far from
the public gaze. The co-decision procedure between the Council of Ministers and the
European Parliament introduced by the Maastricht Treaty tried to ameliorate this short-
coming. This is a step forward compared with the past, but there is still a danger that EU
technology policy may become a sophisticated new form of protectionism.

36. One of the most widely cited attempts to introduce a common policy towards TNCs in
the groups that integrate developing countries was Decision 24 (1970). This was the first
attempt by an integration group of developing countries to develop and implement a
policy towards TNCs. It should be mentioned at the outset that the aim of Decision 24
was not to obstruct FDI inflows into the region. On the contrary, the member countries
wanted to encourage such inflows, but in a structured way that would benefit members
and increase economic efficiency within the region. In addition, they wanted to increase
the bargaining power of home firms in relation to foreign TNCs in order to promote
equitable distribution of gains from FDI.

The thrust of the complicated and controversial Decision 24 was the regulation of FDI
and transfer of technology. It permitted the establishment of national screening and reg-
istration bureaus; outlawed new FDI in utilities and services; prohibited an annual
reinvestment of corporate profit of more than 5 per cent without approval; allowed the
annual transfer of profits of up to 14 per cent; and compelled TNCs to disclose all data
that relate to the transferred technology, including data on the pricing of inputs. In addi-
tion, the expectation from the divestment stipulation (the most polemic feature) imposed
on TNCs was a gradual reduction in foreign ownership of local assets, national capital
accumulation and a basis for the development of local technology (Mytelka, 1979, p. 190).

Foreign investors loudly criticised Decision 24 as an unfriendly measure, but in prac-
tice they took a more pragmatic and longer-term approach. In spite of stringent condi-
tions for FDI, the flows to the region did not decrease; on the contrary, in some cases
they even increased. In order to enhance the inflow of FDI in the region the group
replaced Decision 24 by the more liberal Decision 220 in 1987. This move introduced a
set of common rules for FDI, but gave independence to the member states in the imple-
mentation of the policy. Decision 220 was replaced in 1991 by Decision 291, which
offered national treatment of FDI. The intention of the group was to remove obstacles
to FDI and promote a free inflow of capital to the region.

37. Local content usually means ‘national content’ (value added within a country) or value
added within the group such as the EU or NAFTA.

38. Article 4 of the same agreement allows only temporary derogations from this obligation
to developing countries.
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39. For example, Pirelli (Italy) coordinates and guarantees its global financial duties from a
Swiss affiliate which is in charge of finance for the whole corporation. The US affiliate
of Siemens (Germany) transmitted daily financial data to headquarters, which is in
charge of global financial management (UNCTAD, 1993, p. 124).

40. Financial Times, 7 March 2002, p. 8.
41. The introduction of a new good depends not only on the fixed costs and expected

benefits, but also on substitution and complementarity with the goods that already exist
on the market. Of course, real demand for the new good or service must be or needs to
be created.

42. Linkages with the local suppliers (local embeddedness) depend on the choice of the TNC
and the existence of the suitable local firms with which a TNC can do business.

43. Investment in natural resources has three distinct features. First, the geographical loca-
tion of non-renewable resources is not mutable; second, investments require huge
amounts of capital which is linked with significant economies of scale; and, third, pro-
cessing of minerals is linked with a considerable consumption of energy.

44. By the end of 2002, 2181 bilateral investment treaties and 2256 double taxation treaties
had been signed (UNCTAD, 2003, p. xvi).

45. According to one influential view, no matter what a government does to influence com-
petitiveness and increase exports in the short term would still cause the adjustment of
the exchange rate and factor prices in the long term (Johnson and Krauss, 1973, p. 240).
The new theory disputed such an approach and argued that, in the presence of increas-
ing returns to scale, externalities and the economies of learning, the policy of the gov-
ernment does matter. Such a policy may, if handled properly, bring irreversible
advantages for the country in question.

46. In the situation where TNCs do not dominate in the economy of a country or an inte-
grated group of countries, then, of course, their impact may be marginal. The situation,
however, in virtually all present-day regional groupings of developing countries is that
TNCs play a dominant role (Robson, 1987, p. 209).

47. Educated management and a trained labour force (domestic human capital) is what
matters for the country, rather than ownership of the business (Reich, 1990). Tyson
(1991) disagreed with such a view and argued that ownership still mattered. This view is,
however, opposed to the traditional and declared US stance that favours free trade and
free flow of capital (the application of this in practice was discussed in the chapter on
trade policy – see Chapter 7).

48. Financial Times, 13 May 2000, p. 1.
49. Yannopoulos (1990) surveyed the diversity of views expressed in the debate on the effect

of European integration on FDI.
50. Government incentives influenced TNCs such as Ford to make new investments in the

north-west of the country and Wales. Honda, Nissan and Toyota benefited from public
grants as they settled in regions with unemployment problems. However, those
allowances were equally available in Britain to other firms from the EU or third coun-
tries, whether they were from car production or other industries.

51. One has to be careful when interpreting the data for a country such as Luxembourg (or
Switzerland). Such countries often act only as intermediates for the inflow and outflow
of funds.

52. A similar development occurred in the case of Mexico and the US before the creation of
NAFTA.

53. Through trade a country acquires useful things from abroad. Therefore, imports are a
gain, rather than a cost. To pay for imports, the country has to ‘send’ its useful goods
and services abroad. In these terms exports are a cost, rather than a gain!
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Lord, we do not know where You are going,
and how can we know the way?

John 14:5

10 Mobility of Labour

1. Introduction
Mobility of labour or labour responsiveness to demand has long been a
significant facet of economic life. Labour has not only moved among
regions and countries, but also among economic sectors. In the late 1950s,
agriculture employed about 20 per cent of the labour force in most
industrialised economies. Half a century later, agriculture employs about
4 per cent of the labour force in these countries.

The theoretical assumption that labour has a greater degree of mobility
within a country than among countries may not always be substantiated.
Inter-country mobility of labour between Ireland and other developed
English-speaking countries was, perhaps, much greater than internal Irish
labour mobility. None the less, labour mobility should not always be taken
in its ‘technical’ meaning of pure movements of persons from place A to
place B. One has to bear in mind that these people are moving with their
skills, knowledge, experiences and organisational competence.

Outside of common markets,1 international labour migration is charac-
terised by a legal asymmetry. The Universal Declaration of Human Rights
(1948), Article 13, denies the right to the country of origin to close its borders
to bona fide emigrants. This country may not control the emigration flows
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according to its interest. The country of destination, however, has an undis-
puted right to restrict the entry of immigrants, although this is not explicitly
mentioned in the Declaration. In these circumstances migration flows are
primarily determined by demand in the receiving countries. So, the personal
will and readiness to move is a necessary condition for labour migration, but
it is not a sufficient one.

This chapter is structured as follows. Sections 2 and 3 consider the costs
and benefits of labour migration for countries of origin and countries of des-
tination, respectively. Section 4 deals with labour mobility in the EU (legal
framework, migration data and waves, and the EU response). Section 5
concludes that labour migration, in particular immigration, will be high on
the EU agenda of priorities over the coming decades because of demo-
graphic trends in the EU and imminent labour shortages that may last
several decades.

2. Country of origin
If political instability and economic problems (push determinants) over-
come the propensity to stay in the homeland (pull factors), then there
are several reasons for the international migration of labour. The most
significant include the possibility of finding a job which may be able to
provide conditions for better living, as well as improved conditions for
specialisation and promotion. Most immigrants to the EU worked prior to
migration, although unemployment was a factor that influenced ‘push’
towards emigration.2 In these complex conditions migrants act as utility-
maximising units subject to push and pull forces.

In general, an emigration pattern has a few phases. Initially, men migrate
individually in search of a (better) job and education or in order to escape
persecution. Then, gradually, comes a phase which involves women
because of family reunification.

The migration of labour has its obstacles. They can be found both in
receiving countries and in countries of origin. Socio-psychological obs-
tacles to migration can include different culture and languages,3 national
historical experiences (wars, occupation), rules for the recognition of
qualifications, as well as variations in climate, religion, diet and clothing.
Such barriers to migration were high in the 19th century for intra-European
mobility of labour, which was one of the reasons why Europe was a source
of significant emigration at that time. In addition, socio-psychological
obstacles may be part of the reason why Japan has almost closed borders
for legal immigration. Economic obstacles include lack of information
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about job openings, conditions of work, social security, legal systems,
systems of dismissal (last in, first out) and the loss of seniority. During
recession and unemployment periods there may be nationalistic, racial and
religious tensions between the local population and immigrants. Some
political parties and certain trade unions may lobby against immigration,
as well as for driving immigrants away.

Countries of origin have significant losses in manpower. Migrants are
usually younger men who are prepared to take the risk of moving. These
regions may then be left with a higher proportion of women and older
people. Potential producers leave while consumers remain behind. Countries
of origin lose a part of their national wealth which was invested in the raising
and education of their population. If the migrants are experienced and
educated, then their positions may often be filled by less sophisticated staff.
The result is lower productivity and lower national wealth.

The brain-drain argument is not always convincing. Many of those who
migrate cannot find appropriate jobs in their home countries. The physician
who leaves Ghana is one thing – Ghana needs more medical services. An
astrophysicist from Congo is quite another. Congo has few laboratories,
radio-telescopes or powerful computers; expertise in this field cannot be
deployed and so it makes sense for this skilled person to go abroad and pos-
sibly send some money back to his country of origin. However, if computer
engineers emigrate from Mozambique, there is no point in this country
importing computers, and without the import of new technology it will
remain backward indefinitely. If the migrants return after a (long) period
abroad, some of them may be old and/or ill, so they become consumers.
This might all reduce the local tax base and increase the cost of social
services to the remaining population.

Apart from these costs, countries of origin can obtain certain short-term
gains from emigration. This movement of labour reduces the pressure
which is caused by unemployment and reduces the payment of unemploy-
ment benefits (if they exist). Possible remittances of hard currency can
reduce the balance of payments pressure, and if migrants return they can
bring with them certain new skills and (hard currency) savings which
can help them to obtain or create better jobs. This can help the develop-
ment efforts of the country. One should not forget a potential inflow of
pension funds.

If some countries do not produce exportable goods, then they have to
export labour services (if other countries want to accept that) in order to
pay for imports. However, there is an asymmetry in the perception of labour
mobility. When the rich north wants to send workers abroad, then that
counts as trade in ‘services’. When the poor south wants to do the same, it
is regarded as ‘immigration’.
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The volume of possible remittances depends on the number of migrants,
the length of their stay, and incentives. The World Bank estimated that the
annual volume of remittances in the world by migrants to their families at
home is at least $80 billion.4 The shorter the stay of migrants abroad, the
higher the probability that they would transfer or bring back all their
savings to their home country. During short stays abroad, their aim is to
earn and save as much as possible. If they stay abroad for a longer period,
then they may wish to enjoy a higher standard of living than during rela-
tively short stays, thus reducing the volume of funds which may potentially
be remitted to their country of origin. If the country of origin offers incen-
tives for the transfer of these funds by way of attractive rates of interest,
rate of exchange, allowances for imports and investment, as well as if there
is an overall stability, then there is a greater probability that some funds
would be attracted.

3. Country of destination
The supply of local labour and the level of economic activity determine the
demand for foreign labour in the country of destination. A country may
permit an inflow of foreign labour, but this country must be aware that
these people come with all their virtues and vices. Foreign workers may face
both open and hidden conflicts with the local population. The host-country
population may dislike foreigners because they take jobs from the domestic
population,5 they bring their customs, increase congestion, depress wages
and send their savings abroad, to mention just a few reasons. In certain
cases, such as the migration of retired persons from Scandinavia to Spain
or from Canada to Florida, this should not be regarded as migration that
is in response to wage differentials. These migrants do not work – they
spend and enjoy their life savings, and create a permanent demand for
certain services and jobs for the locals.6

The country of destination gains obvious benefits from immigration.
Migrants are a very mobile segment of the labour force. Once they enter a
country, they are usually not linked to any particular place. Mobility of
local labour in the EU is quite low.7 There are various reasons for this,
including: relatives and friends living nearby; spouses with jobs that they
do not want to leave; children are well settled in local schools; and because
they enjoy living in their home, which may still be mortgaged.

In general, the country of destination may acquire labour which is
cheaper and whose training has not been paid for by the domestic taxpay-
ers. Migrants increase demand for housing and goods, they pay taxes
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(which may exceed what they receive in transfer payments and public ser-
vices) and take jobs that are unattractive to the domestic workforce at the
offered rates. These jobs include low-paid and often tedious work in mines,
foundries, construction, garbage collection, cleaning, hotels, restaurants
and so on. Migrants compete for these vacancies with the local youth and
women who may have reduced opportunities for work. While offering lower
wages for these jobs, countries of destination may partially reduce the price
of inputs (labour) and partially increase competitiveness of their tradable
goods and services, at least in the short run.

There are no language barriers to the movement of local labour within
the home country. Migrant workers may not know the language of the
host country, making it difficult for them to participate in the local social
life. The only place where they can express themselves as creative beings
is in production, with the result that these workers may sometimes work
more quickly and efficiently. This may provoke clashes with the local
workers as new production norms may be increased. Migrants may leave
after a while, while the locals may be tied by those norms for a long time.
Employers may sometimes prefer to conclude direct agreements with
migrant workers rather than employ local labour. Migrant workers may
not only be working for lower wages than the domestic labour in the
absence of legal protection, but also they can be dismissed with fewer
repercussions for the employer. Alternatively, the permits of foreign
workers’ might not be renewed.

The mobility of migrant labour within the country of destination has an
impact on the national equalisation of wages. Of course, every new wave of
immigration depresses the wages offered to earlier immigrants. Foreign
labour that is legally employed need not necessarily be cheaper than local
labour as there is legislation requiring the payment of fair wages to all.
However, foreign labour is more easily controlled and manipulated by man-
agement.

The impact of labour immigration on the local labour market in the des-
tination country has always provoked certain interest. This is particularly
true for the traditional destination countries such as the US, Canada and
Australia. For example, there is a well-known case of a sudden inflow of
refugees from the Cuban port of Mariel to Miami (Florida) in 1980. Within
just a few months 125 000 people arrived, increasing Miami’s labour force
by 7 per cent. However, employment and wages among the local popula-
tion including the unskilled labour remained virtually unaffected.8 Surveys
of studies about the relation and impact of immigrants on the wage rates
and native unemployment in the US found no significant effects (Leamer
and Levinsohn, 1995, p. 1360; Simon, 1996, p. 130).9 Such findings ques-
tion the widely held view that wages, just as almost everything else on the
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American market, are flexible. Analyses of similar effects in Europe are
rather limited. A study of the impact of immigrants on the local wages in
Britain,10 the Netherlands11 and Norway12 found very small effects (Hartog
and Zorlu, 2002, p. 25). This finding would also support the widely held
view that wages are quite rigid in Europe.

4. European Union
LEGAL FRAMEWORK

The original Treaty of Rome had only a few provisions that relate to immi-
gration. Article 39 provides for the freedom of movement of workers within
the EU. It also abolishes any discrimination among workers who are citi-
zens of the member states. In addition, Article 18 provides the citizens of
the EU with an unrestricted right to move and reside within the territory of
the EU. Title IV Visas, Asylum, Immigration and Other Policies Related to
Free Movement of Persons was introduced into the original Treaty of
Rome by the Treaty of Amsterdam (Articles 61–9 of the Treaty of Rome).
There is a requirement to establish progressively an area of freedom, secur-
ity and justice; to introduce common measures for controls while persons
are crossing external borders of the EU; and to eliminate all such controls
for people (be they EU or non-EU nationals) crossing internal borders
within the EU. Britain and Ireland got an opt-out from this provision
(Article 69). There is also a requirement for the harmonisation of measures
regarding legal and illegal immigration, refugees and asylum.

MIGRATION WAVES

Following the Second World War, the migration of people in Europe had
four distinct phases:

● The first phase was the period from 1945 to the early 1960s. People
moved because of the adjustment to the situation following the end
of the war, as well as because of the process of decolonisation. For
example, 12 million ethnic Germans were forced to leave Central and
Eastern Europe. Most of them settled in Germany. Colonial powers
such as Britain, Belgium, France and the Netherlands were affected
by return migration from European colonies and the inflow of
workers from former overseas territories. There were over a million
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French residents of Algeria who resettled in France during and after
the Algerian war of independence.

● The second phase of the movement of people had an overlap with the
preceding one. It lasted from 1955 to 1973. Labour shortages in
certain EU countries led to openness for immigration. Labour from
Italy, Spain, Portugal, Greece, Turkey, former Yugoslavia, Morocco
and Tunisia was migrating northwards, mainly, but not exclusively, to
Germany and France. About 5 million people moved northwards
during this period.

● The third period from 1973 to 1988 was characterised by restrained
migration. Following the first oil price shock and the related eco-
nomic crises and social tensions, the recruitment of foreign labour
stopped abruptly. Policies that encouraged return migration were not
working. The foreign population in the EU was, however, increasing
as family members were joining workers who were already in the EU.
In addition, these new residents had high fertility rates.

● The fourth phase started in 1988. It was linked with the dissolution of
socialism, economic transition and ethnic wars. Hundreds of thou-
sands of refugees and asylum seekers, as well as economic immigrants
moved to the EU countries. Germany alone received 1.5 million new
immigrants in 1992 (Zimmermann, 1995, pp. 46–7).

A fifth stage of labour movement may start around the year 2010.
Demographical trends and imminent labour shortages in the EU may
provoke labour migrations towards the EU for decades to come.

CONSEQUENCES

Conventional wisdom states that an abolition of barriers to international
migration of labour would bring an increase in labour flow in relation to
the previous situation. This hypothesis could be tested in the case of the
EU. The total number of intra-EU migrants of the original six member
countries was about half a million prior to 1960, which increased to a little
over 800 000 in 1968. This volume of migrant workers remained almost
constant until the early 1980s and since then it has decreased to 650 000
migrants. All other intra-EU migrations were national (from southern to
northern Italy or from western regions of France into Paris), rather than
inter-state. The inevitable conclusion is that the creation of the EU has not
significantly changed intra-EU labour migrations. While intra-EU trade
increased, the intra-EU migrations decreased. Trade and the migration of
labour were substitutes (Straubhaar, 1988).
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The explanation for a greater migration of labour from third countries
rather than within the EU can be found in part in the differences in produc-
tion functions and barriers to trade among countries. The more similar the
structure and the level of development between countries and the lower the
barriers to trade, the greater will be the substitution effect between trade and
labour migration. This also explains the migration of labour from Italy just
after the creation of the EU, as well as the subsequent reduction in this flow.

The explanation for the decline in intra-EU labour mobility during the
1980s can also be found in significant improvements in the state of their
local economies. Labour migration from Italy has slowed down since 1967.
The same has happened in Greece since the early 1970s. Similar tendencies
can be observed in the cases of Spain and Portugal since the mid-1980s. In
addition, traditional countries of emigration such as Italy or Greece
became targets for significant legal and illegal immigration. North Africans
and Albanians were entering Italy clandestinely, while Greece was a target
for a similar migration by the Albanians. A certain number of Bulgarians,
Serbs, Poles and Russians entered Greece legally, but stayed on after their
permits expired.

An interesting fact is Italy’s transition over the past three decades from
a net exporter to a net importer of non-European, mainly Mediterranean,
illegal labour. Illegal immigrants work in and contribute to the growth of
the informal economy. Costs of labour are both lower and more flexible in
the black economy. This encourages firms to shift resources from the legal
economy to the informal one. However, the technology available is less
efficient in the underground economy. Hence, illegal immigration makes
possible a transfer of capital (and labour) towards the informal economy.
This may be favourable for the firms that avoid tax obligations, but it is
damaging for the economy as a whole (Dell’Aringa and Neri, 1989, p. 134).

Recessions now rarely affect only one country. During times of economic
slowdown the unemployed in the EU stayed in their country of origin. This
was because the chances of finding employment abroad were smaller than
at home. If there were some gaps between supply and demand in the labour
market, labour migration from third countries was closing them, rather
than internal EU flows. Reduced EU internal labour migration was due to
a trend which was evening up the income and productivity levels among the
original six member countries, as well as the growth in the other EU coun-
tries that created domestic demand for labour. Hence, the expectation that
the creation of a common market would significantly increase long-term
intra-group migrations of labour was refuted in the case of the EU.

There is also a special type of international mobility of labour which is
often overlooked. Many TNCs stipulate that their employees must circu-
late and spend time in various affiliates in order to keep the corporation
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internationally and personally integrated. Staff often move at regular inter-
vals. Although this is recorded in statistics as international mobility of
labour, it occurs within the same firm.

DATA AND TRENDS

Exact data on the flow of migrants are deficient. There is a conservative
guess that illegal immigrants into the EU(15) number 500 000 a year.13

Therefore, Table 10.1 presents an approximation about stock data of the
labour force by broad groups of citizenship in the EU in 2002. Just a brief
look at the structure reveals the fact that the majority of migrants in the
EU were non-EU nationals. Migration of labour can be a significant
feature even if countries are not formally integrated.

Immigration into the EU has been the principal source of population
growth over the 1990s. In absolute terms migration is highest in recent years
in Italy, Britain and Germany. These countries together accounted for more
than 60 per cent of the total net immigration in the EU.14 The net inflow of
migrants added 0.2 per cent a year to the EU population during the second
half of the 1990s. Most of the immigrants were non-EU nationals. The vast
majority of them (about 40 per cent) were young, under the age of 30. The
non-EU nationals that were emigrating from the EU were older than those
immigrating into the EU. This could be expected as those persons were
returning after working or studying in the EU. Given the low and declining
rate of natural increase in the EU population, net immigration added about
80 per cent to the population growth. Immigration could assume rising
importance in the years to come as the growth of the working-age popula-
tion in the EU slows down and comes to a halt around 2010. Given the per-
sistent slowdown in the rate of natural increase of the population means
that the population growth in the EU over the coming 10–20 years is likely
to be determined almost entirely by the scale of immigration.15

Non-EU nationals represented about 4 per cent of the population living
in the EU in 2000. EU nationals living in another EU member state
accounted for an additional 1.5 per cent of the EU population.16 Migrants
from Central and Eastern Europe were concentrated principally in the EU
countries that are bordering their country of origin. Migrants from Africa
represented about a quarter of non-EU nationals living in the EU. People
from this region accounted for over two-thirds of immigrants in France and
Portugal. Asians and immigrants from the Caribbean accounted for almost
half of non-EU nationals living in Britain.

Non-EU nationals (in 2000) represented 9 per cent of people residing in
Germany (this share includes those born in Germany) and 7 per cent in
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Austria. Non-EU nationals accounted in Spain, Italy, Ireland and Finland
less than 1 per cent of the total resident population.

As far as the level of education is concerned, non-EU nationals living in
the EU in 2000 had, on average, lower levels of education than the EU
nationals. Forty-six per cent of men of non-EU nationality in the 25–39 age
group had no educational qualifications beyond compulsory schooling,
compared with 29 per cent of the EU nationals. Only 17 per cent of non-
EU nationals had tertiary or university education, while the share of the
EU nationals in this educational group was 24 per cent. The unemployment
rate among men who were EU nationals in the same age group was 6.5 per
cent which was significantly lower than the 15 per cent rate among the non-
EU nationals. As far as women are concerned, their unemployment rates
were 10 and 19 per cent, respectively. These differences in unemployment
rates need not be seen primarily as the reluctance by non-EU immigrants
to work compared with the EU nationals. It reflects, in part, problems
regarding access to jobs that face non-EU nationals. In addition, non-EU
immigrant women are faced with cultural differences and difficulties in
affording childcare.17

Demographical trends in the EU(15) reveal that Europeans are living
longer, but they are not having enough children to keep the working-age
population stable between now and 2050. This is particularly relevant for
the ratio between workers and pensioners. In order to maintain this balance,
the EU(15) would need to ‘import’ about 1.6 million migrants a year.18

According to certain scenarios presented in a UN study,19 France would
need an average of 136 000 immigrants per year in the 2010–50 period;
Germany alone would need 458 000 migrants a year in the 1995–2050
period; while Italy would need to have an annual net immigration from
75 000 in 1995–2000 to 318 000 in 2045–50 with a peak of 613 000 immi-
grants between 2025 and 2030. There is a slight downward longer-term
trend in unemployment rates in the EU countries. EU nationals may
become more and more choosy about the jobs they are prepared to do. If
nothing is done, the EU(25) population of about 450 million in 2004 would
drop to fewer than 400 million in 2050 without immigration.20 No matter
how selective immigration policy may be, it may not solve demographical
problems, but it may be a part of the solution. A growing number of poten-
tial immigrants may be found in the Middle East and north Africa, however,
the fact that they are Muslims may cause friction in the receiving countries.

In theory, all EU citizens have the freedom to travel, stay and work in
other partner countries. This also applies to the ten countries that joined
the EU in 2004. This eastern enlargement is expected to have only a transi-
tory impact on migration flows towards the EU(15). The annual flow of
these migrants is estimated to be about 300 000, which represents 3 million
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people over a decade. They will go mainly to Germany and Austria (OECD,
2003c, p. 85). However, in practice, with the exception of Britain and
Ireland, all EU(15) member countries apply their right to impose transi-
tional arrangements which restrict these freedoms for the nationals from
Central and Eastern Europe until 2011.

Central and East European countries will also be influenced by the
general demographical trends that will be prevailing in the EU around the
year 2010. In addition, as was the case in Spain and Portugal when they
joined the EU, and earlier in the case of Italy, migrations flows ceased once
the domestic economic situation had improved following EU entry.

RESPONSE

The reality is that geographical mobility of EU nationals within the EU is
very low, with the exception of certain border regions. Cultural obstacles,
including language are very important in this domain. In order to ameli-
orate this problem, the European Commission coordinates the European
Employment Services (EURES). EURES is a European labour market
network for cooperation among public employment services, trade unions
and employers’ associations. The goals of EURES are:

● to inform and counsel mobile workers about vacancies, living and
working conditions elsewhere in the EU;

● to assist employers who wish to recruit workers from other EU coun-
tries; and

● to guide and ease the free movement of workers in the EU.

The connected job databases within EURES provide greater opportunities
for job seekers, as well as a greater transparency in the EU labour market.
The EU member countries realised that if they act together, they may
become more efficient. Hence, they try to engage in a convergence process
regarding national employment policies.

According to one proposal, an efficient EU immigration policy needs to
be regulated by economic instruments. This may be based in future on two
possible pillars (Straubhaar and Zimmermann, 1993, p. 233):

● The labour market should determine the volume of labour migra-
tion. There should be no legal restrictions for economically motiv-
ated migration. As soon as the migrant has a job, he or she should be
allowed to enter the EU country. If the person is out of a job for a
specified period (such as 6 or 12 months), the local authority may
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withdraw the residence permit from that person. Migrants may be
invited to purchase citizenship and pay for it over a fixed period of
time.

● The authorities need to set quotas for non-economically motivated
(mass) migration such as refugees and asylum seekers.

The European Commission is aware of the demographical changes and
realities regarding the imminent labour shortages. Following the require-
ment introduced by the Treaty of Amsterdam, the common legal frame-
work concerning the admission and conditions of stay of non-EU
nationals has been put in place. The European Commission set out its
strategy related to immigration, integration and employment in its
Communication (2003).21 It is expected that immigration or internal EU
migrations involving the Central and East European countries will be
between moderate and limited. In order to fulfil the objectives set in
Lisbon, the EU should first mobilise its internal resources. Recruitment of
suitable migrants may help reduce labour shortages in the short term. In
the longer term (2010–30) immigration may help to ease the effects of the
demographic transition. EURES should investigate how to contribute to
the job mobility of non-EU nationals within the EU. Non-EU nationals
will need to be more firmly integrated in the EU social inclusion process.22

In addition, an enhanced, structured and quality dialogue ought to be
developed with the countries that may be the source of immigrants.
However, immigration is not the only solution to all the effects of an ageing
population. Incentives to EU nationals to produce more children should
also be introduced.

In spite of privatisation, the government is still an important employer
in all EU countries. Therefore, many jobs may be closed to foreigners even
if they are citizens of the EU partner countries. This potential obstacle to
employment has been removed by the EU Court of Justice ruling that only
those positions that are linked with national security may be reserved for
domestic labour. It would be absurd to argue that a person loses skills,
experience and knowledge after crossing a border. In order to facilitate
labour mobility, in particular highly educated labour, the EU sets qualita-
tive (content of training) and quantitative (years of study, number of
course hours) criteria which must be met in order that courses should be
accredited and mutually recognised.

The Bologna process on the creation of a European area for higher
education started in 1999 when 29 countries signed a declaration to reform
their national higher education systems. This reform should be such that an
overall convergence in education emerges at the European level. The prin-
cipal commitments are: to have university courses organised in two cycles
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(bachelors and masters); to promote mobility of students (to use credit
transfers) and lecturers; and to work towards a mutually acceptable quality
assurance in education. The resulting debate and reform process has moved
with surprising speed, and a number of signatories have already started to
overhaul their own national system of higher education. Many other coun-
tries, impressed by the declaration and the reform process, have also started
to sign up.

The free movement of people is one of the cornerstones of the single
market in the EU. It is also one of the visible symbols for ordinary people
that European integration actually works. Therefore, most EU coun-
tries signed an accord on the free circulation of people in the small
Luxembourg village of Schengen in 1985 (the deal was revised in 1990).
The nub of the Schengen Agreement was to shift passport controls from
internal frontiers to external EU borders, to set a uniform visa policy, to
increase cooperation among the national authorities that deal with these
issues, as well as to coordinate asylum policies.23 Once in, everyone can
move freely within the Schengen zone countries. However, non-EU
nationals can work only in the country that gave them the visa. The
curious feature regarding the Schengen deal is that until the Treaty of
Amsterdam (1997) it was a convention outside the remit of the EU
treaties.

The Schengen Agreement was finally put into effect in seven24 EU coun-
tries in March 1995. In practice the introduction of the deal was coupled
with many delays which included for example, the creation of the Schengen
Information System, a common database for wanted people and for stolen
goods. Once initiated, the system soon got into difficulty. Faced with a wave
of Islamic terrorist attacks, France effectively pulled out of the main
commitment of the deal in June 1995. It introduced land-border controls
because of the fear of terrorism,25 the same reason why Britain stayed out
of the arrangement in the first place.

No matter how genuine these fears of terrorism, drug smuggling and
illegal immigration are, the truth is that, as a rule, terrorists and drug
smugglers with their illicit cargoes are not caught on borders, but rather
in the actual country after tip-offs. Another setback to the spirit of
Schengen came when Spain threatened to suspend the key provisions of
the agreement when a Belgian court failed to authorise the deportation
of two suspected Basque terrorists to Spain in 1996. In spite of these
initial difficulties, the Schengen zone operation developed in a satisfactory
way. Other countries joined the group, and by 2004 it had 15 members. Of
the EU countries, Britain and Ireland chose to stay outside the Schengen
zone; however, two non-EU countries (Iceland and Norway) joined the
group.
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5. Conclusion
Major labour movements took place from the Mediterranean countries
into the EU during the 1960s and early 1970s. The exception was Italy
which had been in the EU since its establishment. Internal labour mobility
in the EU has not played a significant role in European integration in spite
of relatively significant differences in average wages (and productivity)
among countries. The experience of EU countries with a tradition of being
the source of emigration such as Italy, Greece, Spain and Portugal is reveal-
ing. During the initial period following the EU entry there was a wave or
two of emigration to the EU partner countries. However, once the eco-
nomic situation improves in the sending countries, emigration slows down
and eventually ceases. Meanwhile, a new type of temporary human mobil-
ity has emerged in the EU: it concerns students, lecturers and research staff
supported by the EU.

The stagnating population level in the EU, combined with prosperous
economic conditions in comparison with adjoining regions, will continue
to create strong economic incentives for migration into the EU, especially
from the year 2010.

The EU is aware of the demographical changes and realities regarding the
looming labour shortages, and it is anticipated that immigration into the
EU will be one of the principal challenges for the EU in the coming decades.
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admission of foreigners into the receiving country. An immigrant policy deals with the
treatment of resident foreigners.

7. It is estimated that labour is almost three times more mobile among the federal states in
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My people perish for lack of knowledge.
Hosea 4:6

11 Social Policy

1. Introduction
The object and purpose of social policy in a country is to ensure, at least, a
socially acceptable minimum standard of living for all its population.
Hence, social policy goes beyond simple employment-related issues. It
touches people not only when they are at work, but also when they are
outside of it or without it. Social policy deals with problems which include
wages, unemployment insurance, the welfare system, pensions, health,
safety at work and education, as well as the professional and geographical
mobility of labour. The short-run redistributive (security) goal of this policy
does not necessarily conflict with economic adjustment. In the long run
these two objectives complement each other. There will be no security
without adjustment and no adjustment without a certain security in the long
run. Social policy should not prevent the economic system from adjusting.
On the contrary: it ought to stimulate shifts from low productivity economic
structures to those that demand a qualified and highly productive labour
and management.

The foundations of a social policy may be traced to the 19th century
when the social security system was introduced. Between the two world
wars, there was increased concern that economic and social risks should

771



be shared by the whole society. After the Second World War and up to the
1970s a sustained and relatively high rate of economic growth, as well as
a favourable demographic structure of the population, made possible a
big increase in social policy expenditure in most developed countries. This
has not involved great political costs because government budgets were
able to sustain such outlays without too much trouble. Since the recession
of the early 1970s, it became obvious that social expenditure was growing
so expensive that it posed a threat to the adjustment of the entire
economic system. This situation demanded reform. Social policy has
been transformed from a safety net designed to ease economic adjustment
to a concept whose role is to provide citizens with something approach-
ing property rights or entitlements to the status quo (Courchene, 1987,
pp. 8–9).

Certain attempts have been made to change the welfare state into a
competition state. However, once a social system is in place, it is very hard
to reform it downwards. When France tried to do that in 1995, the result
was the worst wave of strikes since 1968, and the prime minister lost his
job two years later. A reform of pensions was again attempted in France
in 2003, but the resultant strikes brought French cities to a virtual stand-
still in May 2003. This illustrated trade unions’ determination to resist
changes in the pensions system. Similar reforms were also bitterly resisted
in the same year in both Germany and Italy1. In a situation of continu-
ous budgetary deficits and strict limits on public borrowing, the current
welfare state system (high degree of income protection and social insur-
ance) can no longer be afforded without reforms. Otherwise, economic
adjustment will be unable to take place. The social cost of preserv-
ing current entitlement to everybody without any conditions would be
endless.

An additional problem and a serious test that is looming in Europe is
linked to pensions. A vast majority of pension liabilities are unfunded.2 The
ongoing burden on taxpayers is immense – an alarming fact for public
spending. Demographic trends show that the ‘baby boom’ generation will
retire en masse around the year 2010. The pressure on pension funds will
increase significantly for several decades to come. This important and
expanding imbalance will put a strain on the eurozone rules.3

This chapter is structured as follows. Section 2 outlines the general social
policy issues. Unemployment is the topic of Section 3. Section 4 is devoted
to the social policy of the EU. Specific consideration is given to the mount-
ing legal base for this policy, its evolution and the European Social Charter.
Section 5 concludes that in spite of limited powers of the EU in the social
sphere, this policy has been expanding.
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2. Social policy issues
Public authorities, no matter whether regional, national or at the level of
the EU, are often called upon to rescue the unsuccessful. As soon as a firm,
industry, region or social group perceives or encounters a difficulty, they are
inclined to seek government intervention rather than attempt to solve
the problem themselves. Such pressure can be quite strong. However, the
budgetary situation drives all public authorities to think less about whether
to reform this policy and more about how to reform social policy and its
expenditure.

A society should create the conditions for the attainment of a minimum
standard of living of the entire population, including the guarantee of a
minimum income, but to such an extent that it neither downgrades the
values and incentives to work, move and acquire new knowledge, nor
impedes economic adjustment and growth. Expenditure should be coupled
with the social ability to pay and should not overtax the most enterprising
agents who drive the economic and social life of society. Social policy
should be coordinated with other economic policies in order to increase
its effectiveness. There is no dispute about these issues, whatsoever, but
difficulties arise about how to achieve these goals in an ‘equitable’ way.4

The system of unemployment insurance is one of the first on the reform
agenda. This system often downgrades the value of work in some soci-
eties. Short-term employment and reliance on longer unemployment
insurance eligibility periods can become a tolerable way of life for
some segments of the population. If workers’ wages are relatively low, and
unemployment benefits are at a similar level, then a proportion of this
group of low wage earners may shift to the welfare-recipient segment of
the population. Incentives to work, move, retrain and acquire further
education may be weakened or eliminated. Unemployment benefits were
created to provide a cushion against short-term difficulties when workers
were in-between jobs. Hence, they are not a suitable means for the correc-
tion of structural or long-term unemployment. A reform should introduce
a link between the duration and level of unemployment benefits for rela-
tively younger and middle-age groups of unemployed and their vocational
retraining and length of previous work, as well as introduce incentives
for relocation.

Human capital management (employment) has to ensure that there is a
balance of employment over an economic cycle; that the age, sex and
qualification distribution of the employed is adequate; and that there is a
passing on of knowledge and experience among employees. Part-time and
fixed-term contracts, as well as the hiring of outside specialised firms may
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be useful and flexible methods of achieving a balance of manpower and
meeting the needs of all firms, in particular SMEs.

Structural unemployment, in particular among the young and women, is
an indicator of poor vocational training. This type of unemployment
should not be considered in the traditional way, that is, labour is either in
or out of full-time work. Training and education of this part of the popu-
lation may be the most appropriate policy response.5

Education is another major field for reform. This is important because
human knowledge services become increasingly relevant and crucial in
economic life. Knowledge is the cornerstone of modern manufacturing
and services industries. Hence, education should be coordinated with the
needs of firms. Employers increasingly demand highly trained labour
and educated management. Experience suggests that the 19th century
approach by the Luddites to the introduction of new technology (that is,
to destroy the new machines) and its modern version of opposing a shift
to new technologies is mistaken. The countries that were most success-
ful in creating new jobs, such as Japan (between 1960 and 1990) and
the US, were also the ones that made the fastest adjustment and shift
towards a knowledge-based, high-technology economy. None the less,
compared to those two countries, social solidarity in the form of main-
taining the income of certain social groups is higher in the EU. However,
everything has its price. For a long time the EU was involved in the neu-
tralising of unemployment instead of being involved in the creation of
new jobs.

The higher education of students is expensive and is becoming increas-
ingly so. On the one hand, top experts may be attracted to private industry,
so universities should keep their offers to the brightest teachers and stu-
dents relatively high. On the other hand, to maintain up-to-date libraries,
computers and their software, laboratories, equipment and various con-
sumables become increasingly expensive. Universities and their research
institutes are hit hard by budgetary cuts, and may not always rely only on
public funds and random donations. The only way to solve this financial
problem on a more permanent basis may be to increase tuition fees.
Everyone who wants post-secondary education should have free access in
the first year. Those that want and are eligible to go further, may face higher
tuition fees. It may be appropriate that students bear a larger share of their
education costs. Students are, of course, one of the most needy groups of
the population. They should be assisted by a well-endowed public system
of loans with favourable conditions.

Health care and pensions are social subsystems which will be most
difficult to reform. They are the subject of a great deal of attention in every
society, and they have immense social value. Free access to a minimum of
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health care personifies one of the most fundamental values of equality in
modern societies. On these grounds, the expenditure for health care, par-
ticularly in ageing societies (a pan-European feature), may not be easily
reduced. Windows for reform may be found in the partial charging of
medical care by those in relatively high-income groups, the extension of
working age and a reduction in pensions.

3. Unemployment
Structural unemployment results from a failure of firms, labour and
government policies to adapt to changing circumstances. Firms or entire
industries produce goods and services that are not in demand, production
costs are excessive or cannot withstand competition from abroad. Labour
on the other side, fails to adjust and move from one profession or region
to another. Another type, cyclical unemployment, comes from a lack of
demand. Economic activity fluctuates, consumers may feel insecure at
certain times, they save more and spend less, hence there is a lack of the
demand that has a cyclical impact on employment. The stated objective of
the EU is to make its industries more competitive and to ease the problem
of structural unemployment, as well as to assist in the geographical and
professional mobility of labour.

The idea that there is a fixed amount of work to be done in the world is
known as the ‘lump of labour fallacy’. According to this suggestion, if one
worker increases the amount of work he or she does, this reduces work and
job opportunities to others. In France, for example, the socialist govern-
ments sought to initiate job creation by reducing the length of the working
week, early retirement schemes and the extension of vacations. The Luddite
‘lump of labour’ idea generally reappears each time there is a recession. If
jobs cannot be created because of inappropriate policy, it is easy, politically
effective and cheap to blame foreign competitors for domestic problems
and failures. Hence, protection against goods that are imported from China
may be demanded.

Most people would hesitate before discussing or passing judgement
(if any) on matters such as asteroids, Kant’s Critique of Pure Reason, x-ray
treatment of fruit and vegetables (for example, strawberries or tomatoes)
in order to keep them fresh for a longer period of time on supermarket
shelves, live cells in computers or black holes in space. However, the same
people will often make a snap judgement on the impact of the euro,
perhaps because it directly touches them. But passengers on high-speed
trains (TGV) are also affected by new and high-technology. They may
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comment and advise on comfort in these trains, but they would
leave the design of TGVs to well-trained, experienced and sophisticated
engineers.

While engineers are able to conduct various key experiments, many of
which are without grave consequences, medical doctors and economists
seldom do that. Such experiments are very uncertain, while consequences
may be fatal. Therefore, being a simple consumer or a producer in an
economy does not provide an overall picture of such a complex system.
Formal education and professional experience is necessary for this – and
sometimes not even that is sufficient. The Luddites and the neo-Luddites
found/find it difficult to appreciate that while new technology can make
certain segments of currently employed labour redundant, it may at the
same time increase productivity, reduce prices and increase demand for
goods, services and labour in other related and unrelated activities (leisure).
It is no less easy now to demonstrate to ‘them’ the whole picture than it had
been for Galileo.6

Since the 1970s, unemployment in the EU has been provoked and sus-
tained by several factors, including:

● slow adjustment of the industry to shocks (such as the oil shocks in
the 1970s);

● restrictive monetary policies introduced in order to curb the
imported inflationary impact of higher oil prices;

● successful competition from the newly industrialised countries, in
particular in industries that use a lot of unskilled labour;

● advances in technology that made unskilled labour redundant;
● a high level of labour unionisation and powerful labour unions;
● inadequate training of labour;
● high taxes and social charges imposed on the employment of labour;
● weak coordination among the principal EU economies; and
● the initial effect of the strict monetary policy that was introduced in

the eurozone.

The eurozone aims to contribute to an increase in employment and, at
the same time, keep the euro strong. This is quite a challenging task in the
short and even in the medium term. So far the euro has brought pain to
the employment market (low inflation that does not permit a larger-scale
expansion of the economic activity), while the gain is expected to arrive
at some future date. If there is no flexibility in exchange or interest rates,
then the flexibility has to come from elsewhere. So far it has come from
highly regulated EU labour markets that accommodate potential shocks
and opportunities. This not only includes deregulation of the labour
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market, but also sustained education and training of labour and man-
agement as technological progress is reducing the demand for unskilled
labour.

Table 11.1 outlines in a very simplified way the principal national
economic models. It is obvious from this table that in addition to the
accumulated experience from over two centuries of economic research and
practice, there is no magic model for economic growth and, consequently,
employment. Each one has good and bad points. In any case, if a magic
recipe were to exist, it would include:

● first and foremost a first-rate education and incentives to lifelong
learning; then

● a stable and sound monetary and fiscal policy;
● openness to trade;
● relatively low taxes;
● high savings (and investments);
● SMEs should not be put at a disadvantage; and
● the rule of law (including a certain social security net).

Table 11.2 presents annual rates of unemployment in the EU and other
major countries in the 1999–2003 period. The principal lesson to be learned
from the comparison of these rates is the following. National social systems
are often compared. However, not many realise that in spite of the relatively
generous social protection and welfare state in the EU member states, coun-
tries such as Austria, Denmark, Luxembourg, the Netherlands, Sweden or
Britain have lower or comparable rates of unemployment in relation to the
‘liberal’ and ‘easy’ US.

4. European Union
LEGAL BASE

The original Treaty of Rome did not exclude social issues, but they were
not mentioned often in the text. A relatively small space devoted to social
policy in the original Treaty of Rome reflected the belief that the impact of
social policy on the operation of the EU was not of primary importance.
The EU acquired wider powers in the area of social policy with the Single
European Act and the Maastricht Treaty which both amended the original
Treaty of Rome. The Preamble of the revised Treaty of Rome mentions
among the basic goals of the EU continuous improvements in the living
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Table 11.1 Principal features of select national economic models

Model Favourable features Unfavourable features

1. Traditional: ● Little structured ● Lack of competition
4. Formerly in regulation of ● Slow reaction to 
4. Southern Europe the economy challenges, so modern 

business and industry 
arrive late 

● High taxes
● Nepotism 
● Corruption

2. Liberal: ● Venerates market ● Low welfare benefits
4. American ● Strong competition ● Huge income disparities

● Flexible labour and ● Relatively meagre 
product markets quality of primary and

● Low taxes secondary education

3. Conservative: ● First-rate education ● Too powerful labour 
4. German. Created on all levels unions
4. by Bismarck ● Relatively narrow ● High labour 
4. to obstruct the wage disparities market regulation 
4. appeal of ● Relatively generous welfare ● Costly in budgetary 
4. socialism state (pensions included) terms during 

● Close relations banks–firms recessions
● Hierarchical ● Rigid

4. Social-democratic: ● Broad welfare state ● Strong involvement by 
4. Swedish combined with  the state in the 

relatively open markets economy
● Lifelong learning ● Broad welfare state 
● State is to reduce increases pressure on 

market insecurity budget deficit during 
● Relatively narrow wage recession

disparities ● High taxes
5. Others:
4. French ● First-rate education ● High taxes

on all levels ● Too powerful labour 
● Relatively narrow wage unions

disparities ● High labour market 
● Relatively generous regulation and 

welfare state social security taxes
● Hierarchical ● Costly in budgetary 

terms during 
recessions



and working conditions, as well as the promotion of the highest possible
level of knowledge of the people through a wide access to education.
Article 2 states the objectives of the EU, which include a high level of
employment and social protection, equality between men and women, as
well as raising the standard of living and quality of life. Article 13 refers to
the issue of non-discrimination ‘based on sex, racial or ethnic origin, reli-
gion or belief, disability, age or sexual orientation’. Articles 39–42 intro-
duce a free movement of labour among the EU countries and also
guarantee eligibility for and aggregation of social-insurance benefits.
Freedom of establishment, including the mutual recognition of diplomas,
is contained in Articles 43–8.

Title VIII of the Treaty of Rome covers employment (Articles 125–30).
EU member countries should contribute to a high level of employment
and promote a skilled, trained and adaptable workforce. Hence, labour
markets could be responsive to economic changes. Title XI refers to the
social policy, education, vocational training and youth (Articles 136–50).
Member countries are encouraged to cooperate in areas that include stand-
ards of living, vocational training, employment, social security, as well as
safety and protection of health in the workplace. The EU is to support and
complement actions of the member states in the fields that include working
conditions, social security and information and consultation with the
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Table 11.1 (continued)

Model Favourable features Unfavourable features

● Nepotism
● Corruption

6. Dutch ● Relaxed rules on short- ● A large part of the 
and part-time work employed are 

● Workers accept lower pay part-time workers
rises in exchange for the ● Huge income 
security of work disparities

● Reduction in social 
security taxes

● Relatively generous 
welfare state

7. Japanese ● Lifetime employment ● Employees and firms
● High quality education sheltered from full 
● Close relations banks–firms effect of market forces,
● Long-term view of hence insufficient 

investment pressure to use 
capital efficiently 
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Table 11.2 Annual rate of unemployment in the EU and other major
countries, 1999–2003(%)

Country 1999 2000 2001 2002 2003*

Austria 3.9 3.7 3.6 4.0 4.5
Belgium 8.6 6.9 6.7 6.8 8.0
Denmark 4.8 4.4 4.3 4.5 5.3
Finland 10.2 9.8 9.1 9.3 9.0
France 10.7 9.3 8.5 8.6 9.4
Greece 11.9 11.1 10.5 10.3 9.2
Germany 8.4 7.8 7.7 8.2 9.4
Ireland 5.6 4.3 3.9 4.4 4.7
Italy 11.3 10.4 9.4 9.1 8.5
Luxembourg 2.4 2.3 2.0 2.3 3.8
Netherlands 3.2 2.9 2.5 2.6 4.1
Portugal 4.5 4.1 4.5 4.5 6.7
Spain 12.8 11.3 10.6 11.2 11.4
Sweden 6.7 5.6 4.9 5.0 5.5
United Kingdom 5.9 5.4 5.0 5.1 5.0
European Union 8.7 7.8 7.4 7.6 8.1

Cyprus 3.6 3.4 3.0 3.3 4.4
Czech Republic 9.4 8.8 8.9 9.8 7.0
Estonia 6.7 7.7 7.7 6.8 8.2
Hungary 9.6 8.9 8.0 8.0 6.0
Latvia 9.1 7.8 7.7 7.6 12.0
Lithuania 10.0 12.6 12.9 10.9 11.0
Malta 5.8 5.0 5.1 5.5 7.5
Poland 13.1 15.1 17.5 18.1 20.0
Slovakia 19.2 17.9 18.6 17.5 16.0
Slovenia 13.0 12.0 11.8 10.0 9.0

Bulgaria 16.0 17.9 17.9 16.3 13.0
Romania 11.5 10.5 8.8 8.1 8.5
Turkey 7.6 6.6 8.5 10.4 10.0

Switzerland 2.9 2.5 2.6 3.1 4.0
United States 4.2 4.0 4.8 5.8 6.1
Japan 4.7 4.7 5.0 5.4 5.1

Note: * Estimate.

Sources: UNECE (2003); Eurostat (2003).



management. Equal opportunities, equal treatment and equal pay for
equal work between men and women must be respected. Cooperation
between educational establishments and mobility of students and teachers
is also among the goals of the EU. The European Social Fund (also
referred to in Article 3) is to assist workers to get employment and to
increase their geographical and occupational mobility. In addition, the
European Commission has to use high standards while regulating health,
safety, environmental and consumer protection (Article 94).

EVOLUTION

One of the first legal documents, which the EU delivered in 1958, was the
social insurance system for migrant workers who are citizens of EU
member countries. The basic principles are that these workers have the
same social insurance rights as workers from the host country, that social
insurance contributions may be freely transferred among EU countries and
that social insurance contributions will be taken in their aggregate amount.

The objective of the European Social Fund (ESF) established in 1961, is
to be the main financial tool through which the EU translates its strategic
employment policy aims into action. The ESF is a part of the EU struc-
tural funds.7 It will disburse €60 billion in the 2000–07 period. The ESF is
to improve employment opportunities, to contribute to raising the standard
of living and to increasing the mobility of labour both between occupa-
tions and between regions. The highest priority is to be given to the easing
of the unemployment problem, because unemployment has been the most
important social issue in the EU since the mid-1970s.

Social policy, however, usually covers a much wider group of issues than
those awarded to the ESF. Apart from the involvement in unemploy-
ment and education/training issues that are partly covered by the ESF, a
‘standard’ national social policy intervenes in a much larger number of
issues which include health and welfare. At the beginning of its operation,
the ESF was merely reimbursing half of the costs of vocational training
and relocation of workers in the member countries. However, two problems
were obvious: interventions were retroactive and they were concentrated in
the country that had the greatest expenditure is these fields (Germany).

The ESF was reformed in 1971 when it was allowed to intervene in the field
of vocational training with an emphasis on the young, under 25 years of age,
and to intervene in regions with ailing industries and structural unemploy-
ment. After the reform, about 90 per cent of expenditure went on the occu-
pational mobility of workers, while the remainder was spent on geographic
mobility. The subsequent reform of the ESF in 1984 reserved 75 per cent of
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its resources for the training and employment of those under 25 years of age.
The most disadvantaged regions were guaranteed 45 per cent of all appro-
priations. The ESF covers up to half of the eligible costs, but never more
than the total public expenditure of the country concerned. In support of
adults, the fund gives priority to women, to the long-term unemployed, the
disabled and migrants from within the EU. The ESF has had a minor, but
growing, role in ameliorating the EU’s unemployment problem.8

There were about 14.5 million people unemployed in the EU(15) (8 per
cent of the workforce) in 2003. A high concentration of unemployed is in
the group of unskilled workers, many of whom are young. They are at the
bottom of the EU pool of labour and due to their poor training they will
remain unemployable. This problem may be easy to overlook while they are
still young, but, once they establish their own families, they will constitute a
distinct underclass. This is why the ESF has been concentrating more on the
problem of youth unemployment since 1984. Incentives to vocational train-
ing, geographical mobility and flexible employment laws may represent a
long-term solution to this problem. None the less, the employment policy
ultimately remains the responsibility of EU member states. A coordination
of national policies has begun, in particular since the Treaty of Amsterdam.

Social security benefits may have a significant impact on the level of wages.
If employers are required to pay relatively high social security contributions,
then they can lower wages and vice versa. Different levels of expenditure on
social security contributions among countries may have an influence on
competition among countries in the short run. When unemployment is rela-
tively high and long term, various tax revenues are affected in a negative way,
demand for social expenditure increases, and budget deficits are harder to
cut. In addition, taxes and social security contributions on labour in the EU
countries (30 to 50 per cent of labour costs) are higher than in the US or
Japan. National labour markets are over-regulated in Europe. This is one of
the reasons why significantly fewer new jobs (if any) are created in the EU
than in the US, where the regulation of the labour market is easier. None the
less, regulation is primarily at the national, rather than at the EU level, hence
the EU need not necessarily be blamed for the failure of efforts to ease the
unemployment problem. Flexibility in the labour market of the EU member
countries refers principally to the newly created, replacement or part-time
jobs. Those that are already entrenched in their positions are or were hardly
touched by the new flexibility in the EU labour market.

The reality is that geographical mobility of labour among the EU(15)
member states is indeed very low. The exceptions are certain border regions.
In order to ameliorate this problem, the European Commission coordin-
ates the EURES labour market network for cooperation among public
employment services, trade unions and employers’ associations.
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EDUCATION

Initially, the EU has not done much about education. There was an EU
programme in 1976 which aimed to promote cooperation in higher educa-
tion in the region, to standardise teaching courses, to increase the access to
education throughout the EU and to improve and widen the teaching of
languages that are spoken in the member countries. The EU required
member states to offer classes for the children of migrant workers in order
to give them the opportunity to receive some education in the culture and
in the language of their country of origin. Since the 1980s, the EU educa-
tion and youth-exchange programmes have been expanding.

The European Council in Lisbon (2000) set a new strategic goal for the
decade: to make the EU ‘the most competitive and dynamic knowledge-
based economy in the world capable of sustainable economic growth with
more and better jobs and greater social cohesion’.9 In order to achieve this
objective, a high-quality performance of the firms should be based on the
skills of their workforce. According to the European Commission, this
ought to be supported by a high level of flexibility, both on the side of man-
agement and on the side of workers, their continuous education and train-
ing, involvement of workers in the life of firms they work in, as well as a
high level of trust and security for employees. These general objectives are
geared towards the longer run.10 Sapir (2003) proposed that the EU should
spend about half of its budget on growth-stimulating activities such as
research, higher education, infrastructure projects and institution building
in the new Central and East European member countries. The only way to
do this and to remain within the current budgetary limits would be to scrap
the CAP and regional funds. This would be in line with the Lisbon object-
ives. However, politicians did not accept this suggestion. Unfortunately,
they have not proposed an alternative.

To carry out its intentions in the field of education, the EU has a number
of action programmes. Socrates is the EU action programme in the field of
education (2000–06). It involves about 30 European countries, and its main
objective is to build up a ‘Europe of knowledge’. Socrates has to provide
a better response to the major challenges of the new century. It has to
promote lifelong learning, encourage access to education for everybody,
and help people acquire recognised qualifications and skills.

Socrates emphasises the multicultural character of Europe. It supports
the education of the least-advantaged groups of people, it endeavours to
counter social exclusion and underachievement at school, it promotes
equal opportunities for women and men irrespective of circumstances, it
includes new information communication technologies and it encourages
the learning of the different European languages.
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Socrates comprises eight separate programmes:

● Comenius is European Cooperation on School Education. It focuses
on the first phase of education, from pre-school and primary to
secondary school. It is directed at all members of the education
community such as pupils, teachers, local authorities, parents’ asso-
ciations and NGOs.

● Erasmus is the EU programme in the field of higher education. It
covers student and teacher exchanges, joint development of study
programmes, thematic networks between departments across Europe
and language courses.

● Grundtvig is aimed at enhancing the European dimension of lifelong
learning. It supports a wide range of activities designed to promote
innovation and the improved availability, accessibility and quality of
education for adults.

● Lingua deals with the promotion of language teaching and learning
in order to encourage and support linguistic diversity and under-
standing throughout the EU.

● Minerva seeks to promote European cooperation in the fields of
information and communication technology, and open and distance
learning in education.

● Observation and innovation of education systems and policies tries to
collect descriptive and statistical data, to make comparative analysis
of educational systems and policies in the EU member states and to
develop methods for the evaluation the quality of education.

● Joint actions with other EU programmes aim to promote a ‘Europe
of knowledge’ and focus on themes that, by their very nature, are not
limited to one field alone, that is, education, training or youth policy.

● Supplementary measures support various activities which, though not
eligible for funding under the main programmes, can contribute to
achieving a programme’s objectives.

Other EU programmes in the field of education include:

● The Leonardo da Vinci programme of lifelong learning, which pro-
motes transnational projects based on cooperation between the
various players in vocational training (for example, vocational
schools, universities, businesses, chambers of commerce) in an effort
to increase mobility, to foster innovation and to improve the quality of
training. This programme aims at helping people improve their skills
throughout their lives.
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● The Tempus programme, which was established in 1990 to respond to
the needs for higher education reform in Central and East European
countries.

● The Media programme, which aims at strenghtening the competi-
tiveness of the European audiovisual industry with a series support
measures.

● The Jean Monnet project, which contributes by co-financing univer-
sities for the establishment of Jean Monnet chairs, Jean Monnet per-
manent courses, Jean Monnet modules in European law, European
economy, political studies of European construction, and the history
of European integration. The Jean Monnet project also supports the
creation of Jean Monnet centres of excellence.

THE EUROPEAN SOCIAL CHARTER

The European Social Charter (1989) was controversial from the outset. It
outlined basic rights of EU workers and was adopted as a political declar-
ation by all EU member states with the exception of Britain. The Charter
provides for 12 basic rights:

● to work in the EU country of one’s choice;
● to a fair wage;
● to improved living and working conditions;
● to social protection under prevailing national systems;
● to freedom of association and collective bargaining;
● to vocational training;
● of men and women to equal treatment;
● of workers to information, consultation and participation;
● to health protection and safety at work;
● to protection of children and adolescents;
● to guaranteed minimum living standards for the elderly; and
● to improved social and professional integration for the disabled.

The objective of the Charter is to lay down political foundations for a
minimum common legislation in the area of labour affairs. Although ini-
tially without a legal force, the Charter presented a political obligation.
Most of the Charter’s provisions are not disputable at all. Controversies
arise regarding ‘fair wages’ that may be interpreted as an intention to intro-
duce an EU-wide minimum wage; and the regulation of working hours,
holidays and workers’ participation which may all jeopardise the flexibility,
so essential in labour markets.
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Britain was not in favour of the Charter, because of a fear that the
European Commission would use it as a foundation for an expansion of
various proposals and for legislation in the social sphere. As such, it could
impose uniformity in labour legislation on countries that have different
traditions and economic structures (labour regulation in smelting may
need a different model from tourism). Freedom of contract and flexibility
in the labour market, important components of competitiveness, would be
restrained. For example, Britain thinks that it would be better that employ-
ers and employees negotiate the length of the working week, rather than to
have uniform EU-wide rules.

The adoption of the European Social Charter in 1989 by all member
states except Britain marked a turning point for the EU. The following
three years saw a continual struggle between Britain, which sought to
retain its American-style liberal labour market as free as possible from
minimum pay and working hours regulations, and the EU drive to set as
high a standard as possible in order to prevent member states from
undercutting one another through gaining or preserving an undue
labour-cost advantage. In spite of British (Tory) opposition, the European
Commission introduced all but a handful of its 47 proposals set out in its
action programme.

A Social Protocol in the Maastricht Treaty (1992), from which Britain
got an opt-out, licensed the EU to regulate on working conditions, employ-
ment rights for men and women11 and workers’ participation. The EU is to
contribute and encourage (but not legislate) in the areas of cross-border
cooperation in education, culture and health. In addition, a new employ-
ment chapter introduced in the Treaty of Amsterdam (1997) is supposed to
promote (undefined) cooperation among member countries to create jobs.
In addition, Maastricht’s social chapter was included in the Treaty of
Rome. Following the election victory in 1997, the Labour government in
Britain accepted the Social Charter.

The European Commission proposes binding regulation on health and
safety at work. The reason is that there are tens of thousands of workers
who are killed or injured at the workplace each year. Although the objec-
tive of the EU is to support the creation of jobs, this need not be achieved
at the cost of reduction in health and safety. These are areas without
dispute among the member countries. Problems, however, arise with part-
time employment. The European Commission intends to propose that
part-time employees receive the same benefits as full-time workers. Britain
is the strongest opponent of such a policy, since excessive regulation may
discourage the creation of part-time jobs.12

European firms are finding creative ways to avoid rigid labour laws. Some
of them make wage concessions in return for flexible work in shifts or they
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promote counter staff in shops to managers in the same vein to evade strict
working-time laws.

Firms with a longer-term perspective may perceive the prospect of
paying firing costs (‘golden handshakes’, retirement pensions and so on) as
a ‘tax’ on current hiring. This may be a drain on profits, which causes a dis-
incentive to take on new labour in the future. The Social Charter may add
to unemployment and usher in protectionism in two ways. First, regulation
has its costs in the reduction of flexibility in the labour market and the
decline in competitiveness compared with countries that have a lighter
regulatory burden and can make their businesses adapt, change and grow.
Second, if EU regulation is adjusted upwards to the standards that prevail
in the northern countries, then southern and eastern EU countries would
need a transfer of funds to make up for the loss of growth. The EU
commitment to free trade would be placed in jeopardy (Curzon Price, 1991,
pp. 130–31).

If the social dimension of the harmonisation of labour laws includes an
upward adjustment, then this would increase the costs of production in
those countries with a relatively lax legislation (south and east), economic
growth would suffer and there would be a demand for protection.
Conversely, if member countries are left alone to set their labour laws, har-
monisation through competition may produce a downward adjustment.
Over-regulation of the labour market (north) would be eased, costs of pro-
duction would fall, competitiveness would be enhanced and there would be
positive impact on growth. It is only in this way that high wages can be
sustained in the longer term with a reasonable degree of openness of the
economy.

The 1994 directive required that firms with more than 1000 employees
should set up consultative works councils if at least 150 of employees work
in two or more EU countries. The directive affected about 1200 EU enter-
prises. Its objective was to improve the right of workers to be kept informed
and consulted. Participation of workers in the affairs of their firms, even
though it might only take the form of consultation and exchange of infor-
mation, may well increase cohesion and morale and improve productivity.
Certain affected enterprises such as Canon or Panasonic asserted that the
councils fit neatly into their (Japanese) standards of collective responsibil-
ity. Volkswagen has a positive experience with works councils as a means of
disseminating information.

In spite of these developments, firms worry about two issues related to
works councils. The first is costs. The council meetings have to take place
once a year. However, if mergers, acquisitions and relocations that affect
employees take place, then there would need to be additional meetings.
The costs to enterprises of running works councils would soar. The
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second issue concerns relations between works councils and trade unions.
There is a fear that works councils would lead to EU-wide collective bar-
gaining. The current degree of integration in the EU does not yet permit
efficient wage bargaining on this level. Centralised wage bargaining by the
EU is, however, unlikely. It is doubtful whether national trade unions
would relinquish their local bargaining rights to a higher tier. In the
future, it is likely that both the unions and the employers would want to
keep the extent of works councils quite limited. However, the greatest peril
that the works councils pose is that they may curb the development of
more flexible ways of maintaining the flow of information between man-
agement and employees.

The European Commission and the European Parliament are deter-
mined to press ahead with proposals that would force EU companies that
take part in cross-border mergers to have obligatory consultations with
labour unions and to have their representation on the management board.
Companies are lobbying hard against the extension of this ‘principle of
co-determination’ which allows workers a powerful voice in the running of
companies.13 This reveals the problems involved in trying to harmonise EU
company law without running the risk that TNCs would move elsewhere to
locations with less burdensome requirements.

Besides the directive on works councils, more legislation is in the pipeline.
It includes granting to part-timers the same benefits regarding pay, holidays
and other rights as are given to full-time staff. Such strengthening of
employees’ rights represents a potential threat during times of relatively
high unemployment and job insecurity. This may hit SMEs hardest (those
with up to 250 employees), as they may refrain from taking on staff. One
has to recall that there were about 20.5 million SMEs in 2000, employing
about 80 million people (two-thirds of all those employed) in the EU.14

The introduction of the euro in the 12 eurozone countries is expected to
have wide implications. A stability-oriented area would provide solid and
transparent grounds for longer-term investments, as well as for combating
cyclical unemployment. Once this is provided for, greater attention can be
given to the fight against structural unemployment. In addition, the EU
member states recognise that they can be more efficient if they act together.

5. Conclusion
The demand for social expenditure is almost insatiable. The expenditure for
these services may be increased during periods of prosperity at lowest polit-
ical cost, as was the case in the 1960s. During economic slowdowns and
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budgetary deficits, the social services which have mushroomed or which
have become too generous or badly conceived have to be reformed.
Unemployment insurance was more of an income-support instrument than
oriented towards labour adjustment. This should be changed in favour of
mobility of labour, in particular, that of younger people, both among
occupations and regions. Sometimes it may be better to give a pension
to 60-year-old workers than to provide dole money to teenagers and
tweenagers. However, demographic pressures will continue to put an
increasing strain on public expenditure in particular in the areas of health
and pensions.

In many cases linked with the social issues (and, hence, social philosophy),
the EU was long on statements, but short on action as economic constraints
were not taken into consideration. The Social Action Programme of 1974,
for example, called for full and better employment, improvement in living
and working conditions, as well as the participation of workers and employ-
ers in the EU decision-making process through the Standing Committee on
Employment. Due to economic crisis and introverted economic strategies,
the programme did not have any notable achievements.

Coverage of the EU social policy is limited. Intervention has been much
less of a well-organised policy and much more a mix of various social issues
that the member states were willing to transfer to the EU. The ‘loose’ char-
acter of social policy comes from the legal provisions that are, in certain
cases, aspirational rather than operational. The major concern of this
policy in the EU was to alleviate the unemployment problem and, later on
assistance in education. But one needs to remember that (un)employment
policies and the instruments remaining to deal with the problem are still in
the hands of national governments, not in the hands of the EU. Other
aspects of the EU policy in social affairs include education, geographical
and professional mobility of labour, and safety at work.

The effects of social policy may not be measured directly. Indirectly,
social policy has its impact on the length of life expectancy, the reduction
of illiteracy, the increase in training and the safety of workers. All this
increases the production potential of a country. Average life expectancy of
the EU population is increasing: in 1960, life expectancy at birth in the
EU(15) was 73 years for females and 68 years for males; by 2000 it had
increased to 81 years for females and 75 years for males.15 Therefore,
national social protection systems will have to be adjusted over the coming
three decades because of the ageing population in the EU and the conse-
quent increase in the demand for social care. Due to demographical
changes the EU labour force will start to shrink after 2010. Part of the solu-
tion to the problem may be found in a selective immigration policy, in par-
ticular, targeted at other European countries.
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Many workers prefer longer night shifts over a shorter period of time
than shorter shifts over a longer period of time. If working time is regu-
lated, then workers would lose the freedom to negotiate their working time.
The need for choice and flexibility in the labour market beneficial both to
employees and to employers is something that the European Commission
often forgets. Uniform laws that do not provide for flexibility may put
undue pressure on SMEs that not only need flexibility, but are also the
major employers of labour. Moreover, SMEs also employ the most disad-
vantaged groups of workers such as the young and women. In addition,
there is an increasing demand by enterprises for temporary workers hired
from specialised firms, rather than permanent staff.

The eurozone (1999) eliminated separate national currencies for coun-
tries that participate. Without separate currencies, countries have a limited
arsenal of means to adjust to sizeable economic disparities. Countries may
introduce flexible wages, give incentives to mass migration and/or employ
transfer payments. The German example since the Anschluss of 1989, has
shown that wages were inflexible, mass migration was barely tolerable,
while transfer payments were highly demanding. Instead of creating con-
ditions for a greater flexibility in the labour market, one of the stated policy
goals, the EU was bracing itself with the Social Charter.

The EU must adapt its welfare state social policy in order to create a com-
petition state. Otherwise, the real danger stems from the fact that without
this reform, member countries and the EU may encounter problems in the
present and future with methods which were designed in and for the past
times.16 The best way to solve unemployment problems is for member states
and the EU to work together towards the achievement of the common goal:
greater flexibility in the labour market and an increase in economic growth.
However, there is great confusion in the EU policy between the need for
flexibility in the labour markets necessary for economic adjustment and
mounting regulation that determines labour-related laws.

Notes
1. The first Berlusconi government in Italy fell from power when pension reforms provoked

strikes in 1994.
2. It is very hard to approximate this ratio, but most research would estimate that it is about

85 per cent.
3. Pensions are becoming one of the principal economic imbalances. However, they are not

as much studied as are imbalances in trade and in capital flows. The issue of pensions was
considered in the chapter on monetary policy (see Chapter 2).

4. For instance, overviews of an earlier British welfare system stressed that it should be
changed because it was incomprehensible, uncoordinated, unnecessarily expensive to 
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administer, a chief cause of unemployment, discriminatory, arbitrary, unfair, deterior-
ating instead of improving, that it penalised marriage and subsidised family breakup,
and also de-stabilised and divided society (Courchene, 1987, p. xv). Unfortunately, at
least some of these aspects of social policy are, not restricted to the British social system.

5. There is potentially substantial scope for part-time employment. For example, students
or young mothers may be quite happy to work a couple of hours a day as they are not
in a position to accept different types of contracts. The creation of such jobs needs to be
encouraged, as they introduce flexibility both on the supply and demand sides of the
market and they need not (although they may) evolve into permanent posts. Supporting
flexible legal and fiscal instruments can be important incentives along these lines.

6. Galileo Galilei (1564–1642) made discoveries with his telescope in 1610 that transformed
understanding of the world. However, he could not persuade the inquisitors to look
through his telescope. The inquisitors believed, according to their doctrine, that what
Galileo claimed to see was not there. Some 350 years after Galileo’s death, in 1992, Pope
John Paul II gave an address on behalf of the Catholic Church in which he admitted that
errors had been made by the theological advisors in the case of Galileo. He declared the
Galileo case closed, but he did not admit that the Church was wrong to convict Galileo
on a charge of heresy because of Galileo’s belief that the Earth rotates round the Sun.

7. The ERDF and the Cohesion Fund are the other two.
8. Only publicly authorised agencies (training agencies, trade unions and so on) may apply

for allocations from the ESF, and since they play the role of both fox and hound at the
same time, the scene is set for potential fraud. For example, 36 Portuguese trade union
officials were charged in 1995 with setting up a fake training company in order to get sub-
sidies. The funds received were used to pay the bills of the trade union (The Economist,
27 January 1996, p. 30).

9. European Council, Lisbon 2000, Presidency Conclusions, §5.
10. European Commission (2000). ‘Social Policy Agenda’, Brussels, COM(2000) 379 final,

28 June 2000.
11. A certain margin of preference for female applicants for jobs has been an unwritten prac-

tice in many of the EU countries. This was especially true in the northern part of the EU
in spite of a 1976 directive requiring equal treatment of both sexes. The European Court
of Justice ruled (1995) that job quotas were not allowed. The case in question (landscape
gardening) arose when the German state of Bremen gave jobs to women ahead of equally
qualified men.

12. Certain low-paid jobs in services, such as packing assistants in supermarkets, janitors or
car washers, have all but disappeared in the EU, but not in the US. If European employ-
ers are required to provide such a fluctuating labour force with excessive benefits, they
would prefer to relinquish these services.

13. Financial Times, 22 October 2003.
14. European Commission (2003). SMEs in Focus: Main Results from the 2002 Observatory

of European SMEs, Observatory of European SMEs 2002, p. 4.
15. Longevity in biblical times is referred to in the Old Testament. For example, Methuselah

lived for 969 years (Genesis, 5:27), Adam 930 (Genesis, 5:5), Abraham 175 (Genesis,
25:7), and Sarah 127 years (Genesis, 23:1).

16. This is particularly relevant for pensions.
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Then God saw everything that He had made,
and indeed it was very good.

Genesis 1:31

12 Environment Policy

1. Introduction
A clean and healthy environment has been taken by many to be a ubiqui-
tous good for a very long time. The ecological system was assumed to
balance itself in a more or less satisfactory way on its own (just like free
markets in theory), hence there was no need for public intervention in these
matters. This is why public concern about the environment was mainly
limited to declarations.1 Such an attitude has, however, changed over time.
In the case of the environment, the free market does not ‘get it right’. For
example, a power plant may burn coal and it may use and pollute clean air
and water in its production process. Suppose that this firm pays for coal, but
not for the clean water and air that it consumes. Then, if there are no other
restrictions, this firm would save in the use of coal, but it would be careless
in the use of air and water. Free markets do not turn dross and concrete into
clean nature; they do not take care of externalities such as the pleasures of
enjoying the countryside. Governments can. Hence the grounds for govern-
ment intervention in the field of the environment.

The formal cornerstone in the evolution of global concern about the
environment was the UN Conference on Human Environment that took
place in Stockholm in 1972. The conference reached an agreement on the
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universal responsibilities regarding the global environment and produced
a large set of recommendations that would guide policies all around the
world in this field. Relatively recent environmental disasters such as
Seveso (Italy, 1976),2 Bhopal (India, 1984),3 Chernobyl (Ukraine, 1986),
the cyanide spill (Romania, 2000) and the tanker Prestige oil spill (Spain,
2002) reminded everyone how vulnerable is the natural environment. They
have also increased global awareness about the impact and damage that
can be inflicted on humans, the environment and the natural balance.

This chapter is structured as follows. Section 2 considers select issues that
are linked with environmental policy. Section 3 presents foundations, prin-
ciples and policy initiatives in the environmental policy of the EU, as well
as the impact of agriculture on the environment. Section 4 concludes that
after a modest start, the environmental policy of the EU continues to
expand. The EU business sector is finding that this policy is becoming quite
costly, but even though the costs are increasing for the private sector, there
are obvious benefits for society at large.

2. Issues
Public intervention in the field of environment and the control of pollu-
tion is limited by at least two obstacles. The first barrier to an effective
public intervention rests on the imperfect information that is available to
the government. For example, the administration needs data on the pos-
sible negative effects of a chemical. This information is often obtained
from the affected chemical company, which has an incentive to provide
incomplete, misleading or even false data to the government in order to
influence the outcome of the policy in its own favour (to reduce potential
costs in the event of regulation). The work of the government is made even
more difficult as scientists often disagree on the acceptable or environ-
mentally safe level of emission of pollutants. The problem is, what level of
pollution can the environment and humans tolerate, and at what point do
the harmful effects start? Therefore, it is often difficult for the government
to set standards.

Imperfect information leads us to the second obstacle to an effective
public intervention in the area of environment. As information is often
deficient, public decision makers have a wide margin for discretion.
Therefore, the bureaucrats are subject to lobbying. Such influence is strong
from the organised and potentially affected (chemical or power-generating)
industries which may often sway government decisions and laws in their
favour.4 The voice of the (unorganised) consumers and general public has
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been quite quiet for a long time. However, various dangers and disasters, as
well as the entry onto the political scene of powerful pressure groups, has
raised awareness about the environment and led to demands for interven-
tion and regulation. All this has changed the balance of power between the
business community and the general public.5

From 1972, the accepted basis for environmental policies in the OECD
countries has been the polluter-pays principle. The Earth Summit in Rio de
Janeiro (1992)6 reaffirmed this principle, but added that states have common,
although differentiated obligations. Although the polluter-pays principle
may seem self-evident, its universal application may encounter problems.
If producers are in the position to pass on the costs linked to environment
management expenditure to their consumers, the users of goods or services
are the ones that pay for those costs. While the developed countries may have
the capacity, means and will to apply the principle in practice, problems arise
on the side of the developing countries as they are price takers for many of
their goods on the international market. In many cases they may not be able
to pass on the costs to their consumers and finance the necessary compliance
with international standards and demands.

Pollution is not only a regional, but also a trans-frontier, trans-regional
and global phenomenon. For example, the quality of Dutch drinking water
taken from the Rhine depends on substances that entered the river in the
upstream countries starting from Switzerland. Similarly, there is a partial
link between vehicle exhaust fumes in Britain and damage that acid rain
does to the Black Forest region in Germany or in Scandinavia.

If the issue of the protection of the environment is global, then there is
the need for a global action (and funds, if possible) regarding environmen-
tal issues. Examples of such global action include the Convention on
International Trade in Endangered Species of Wild Fauna and Flora
(1973); the Montreal Protocol on Substances that Deplete the Ozone Layer
(1987); the Basle Convention on the Control of Transboundary Movements
of Hazardous Wastes and Their Disposal (1989); and the Kyoto Protocol
(1997) to the United Nations Framework Convention on Climate Change.

High environment-related standards may bring a potential danger of
‘eco-protectionism’ as a new type of NTB in international trade. Countries
or their groups with relatively strict domestic environmental standards
prevent or make difficult imports of affected goods produced in countries
where these standards are low. There are, however, a number of valid
reasons for a variation in standards among countries. They include not only
differences in climate, but also level of development and population density.
Countries with relatively lax environmental standards such as Malaysia, the
Philippines, South Korea or Thailand have not received foreign investment
in polluting industries, although one could expect that this may become the
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case (Charnovitz, 1995, p. 19). Foreign investors also fear that their envi-
ronmental damage abroad may be challenged in courts in their country
of origin.

It is sometimes alleged that compliance with environmentally sound stand-
ards may increase costs of production and, hence, jeopardise the inter-
national competitiveness of goods. Various purification gadgets and changes
in technology to make the production or exploitation process cleaner cost
money. However, does this put the competitiveness of a country’s output in
peril? A World Bank study of the impact of the environment-related expend-
iture on competitiveness of countries that have relatively high expenditure on
those projects brought interesting results. For example, it was found that
Germany, a country with strict environmental standards and relatively high
national expenditure on these matters, maintained international competi-
tiveness in environmentally sensitive goods in the 1970s and 1980s, in spite of
increases in environment-related expenditure. In addition, the study found
little systematic relationship between higher environmental standards and
competitiveness in environmentally sensitive goods. In general, developed
countries have maintained their comparative advantage in these goods
(Sorsa, 1994).

International trade agreements that link countries have, for a long time,
avoided environmental issues. For instance, Article 27 of the EFTA con-
vention has as its objective an expansion of trade in fish, but without any
reference to conservation. Similarly, for years the GATT promoted trade in
tropical goods, but without due respect for the environment. Following the
Rio Declaration (1992), future arrangements will take ecological issues into
consideration. None the less, there is an unresolved issue on the global
scale, which concerns the settlement of disputes. Trade arrangements deal
with the settlement of commercial disputes, while environmental issues
have been left aside.

3. European Union
FOUNDATIONS

The original Treaty of Rome does not lay grounds for a common EU policy
on the environment. This reflects the prevailing neglect of the environmen-
tal matters at the time of its drafting. The general authority for any policy
is, however, given in the catch-all Article 308. None the less, EU action in
the field of the environment has been evolving. A few months after the
Stockholm Conference, the EU Summit in Paris (1972) provided the
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groundwork for an EU environmental policy. The polluter-pays principle
was adopted and five-year environment action programmes were launched
from 1973. These programmes were initially only attempts to harmonise
national legislation on the environment in order to prevent distortions in
competition, but later on, they became more ambitious. Since that time the
environmental dimension of the acquis communautaire has evolved to
include 320 pieces of ‘green’ legislation.7

Together with the signing of the Treaty of Rome (1957) which set the foun-
dations of the EU, another treaty was also signed – the one that established
the European Atomic Energy Community (Euratom). The potential benefits,
as well as perils of atomic energy were recognised, hence at that time the six
countries wanted to impose a legal control over ownership, trade, research
and employment of nuclear power. The potential negative impact of this
source of energy on the environment was recognised by the treaty. Article 2
requires the establishment of ‘uniform safety standards to protect the health
of workers and of the general public’. In addition, Article 30 requires the
introduction of basic health and safety standards linked with atomic energy.

The Single European Act (1986), Articles 130r–t, introduced a title on
the environment into the Treaty of Rome. These articles were reaffirmed
and some of them revised in the Maastricht Treaty (1991). They can be
found in Title XIX, Articles 174–6 of the revised and consolidated Treaty
of Rome. Article 6 of the consolidated Treaty of Rome stipulates that envir-
onmental protection must be integrated into the definition and implemen-
tation of other EU policies. The objectives of EU environmental policy
(Article 174) include preserving, protecting and improving the quality of
the environment; protection of human health; prudent exploitation of
natural resources; and promotion of international measures that deal with
global environmental problems. Although the polluter-pays principle is still
applied (Article 175), there is provision for EU assistance if the costs of the
agreed EU action fall disproportionately on the authorities of one or more
member states. Common measures in the field of the environment may not,
however, prevent member states maintaining or introducing more stringent
national protective measures.

To realise its objectives and obligations in the field of the protection of
the environment the EU can act and introduce regulatory, anticipatory,
preventive and rectifying measures. Specific actions may include:

● increasing awareness of problems;
● sponsoring research;
● introducing policies;
● passing laws (introducing prohibitions, for example, for the use of

certain technologies, chemical or the exploitation of resources such as
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certain kinds of wood or hunting certain animals; imposing exploit-
ation standards, for example, maximum extraction of minerals or
catch of fish);

● setting minimum quality standards;
● imposing technology (for example, to ensure that pollutants are not

discharged above a certain level);
● introducing measures to implement laws and policies (taxes, sub-

sidies, deposits and refunds, for example, for beverage containers);
● setting legal liability for environmental damage;
● applying an integrated approach in all other policies (to include in the

dimension of the environment);
● providing assistance; and
● acting on regional and global levels.

The task of the European Environment Agency is to monitor the state
of the environment and to act as a whistle blower about approaching prob-
lems. Set up in 1990 by the EU in Copenhagen, the European Environment
Agency has members that cover the whole of Europe. Its mission is to
support sustainable development by providing relevant and timely infor-
mation and data to policy makers and to the public, as well as to promote
best practice in environmental protection.

PRINCIPLES

The EU environmental policy rests on five principles:

● Prevention (rather than cure): The general objective of the EU policy is
to prevent all environmental damage through preventive and anticipa-
tory action and measures. This precautionary principle is embodied in
Article 174 of the Treaty of Rome. This means that even if the risk is
not proven beyond reasonable doubt, but there are reasonable expect-
ations that it may be present, the EU should consider action to avert it.
All planning and decision-making processes that affect the environ-
ment such as motorways or power plants have to take into account the
impact on the natural habitat in order to avoid the need for any correct-
ive action in the future. Directive 85/337/EEC (1985) and its amend-
ment Directive 97/11/EC (1997) list detailed criteria for the assessment
of the effects of public and private projects on the environment.

● Rectification: If there is certain pollution it has to be tackled at its
source and as promptly as possible. In cases where it cannot be
entirely eradicated, it needs to be kept at the lowest possible level.
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● Polluter pays: Prevention, cleaning and compensation for pollution
and its damage to the environment should be borne, in principle, by
those who cause it. The rationale for this principle is to provide an
incentive not to pollute at all or, if necessary, to do it with as ‘clean’
technologies as possible and in the least harmful way. There is, none
the less, a possibility of EU assistance if common measures to protect
the environment impose unequal costs on certain countries, for
example in the south or recently in the east of the EU where the pre-
vious rules and, more importantly, their application were lax.

● Inclusion: Environmental aspects have to be considered whenever the
EU decides in the domain of all other common policies.

● Subsidiarity: Whenever possible, national and local authorities ought
to decide their priorities and manage their responses. However, in the
field of the environment an individual action may not always be
appropriate. Rivers often flow through several states, animals migrate
across borders and wind carries many pollutants across frontiers.
Some EU action is often necessary.

Although the principles are there, their application and new eco-
legislation should avoid segmenting the EU market. None the less, if the
application of the spirit of the Cassis de Dijon case cannot be easily applied
in the EU in environmental issues for reasons that include differences in
climate or national (im)possibilities of absorbing the related costs over a
short period of time, then EU eco-legislation needs to be coupled with
funds and loans to those (southern and eastern) countries that are forced
to implement such laws.

There are, of course, often profoundly conflicting interests in the regula-
tion of environmental issues because firms want to reduce delays and costs
of production, otherwise their competitiveness and profit may suffer.
Governments must make tough political choices as they wish to preserve
the environment while, at the same time, their aim is to stimulate economic
growth.

In order to broaden policy instruments beyond environmental legislation,
the EU countries intend to use market-based instruments such as environ-
mental taxes. The objective is to internalise external environmental costs
and to stimulate both producers and consumers to limit the environmental
pressure towards responsible use of and greater respect for natural
resources. In this regard, governments impose four broad categories of taxes
on: energy, transport, pollution and use of resources. The most significant
are taxes on energy. The idea behind this swing in taxation is to increase
environmental taxes and, at the same time, to reduce taxes on labour (to
combat unemployment).
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Eurostat estimated that industry in the EU spent about €33 billion on
environment protection in 1999.8 Most of this was spent on investment in
new equipment. Preventing pollution at the source involved half of this
expenditure. Chemicals, rubber, plastics, metals, food, beverages and paper-
related industries are the principal industries in terms of environmental pro-
tection expenditure. The most important protection domains are air,
wastewater and waste. Austria and Germany are the EU countries that spent
most on the protection of the environment if measured as a share of the
GDP (0.6 per cent, each; the EU average was 0.4 per cent). Even though com-
pliance with the EU legal duties involves costs for the businesses, these oblig-
ations create both substantial and general benefits to the society in terms of
improvement in health and the environment. Expenditure related to the pro-
tection of the environment also establishes markets for environment-related
goods and services. Approximately 1.6 million people or 1 per cent of the
total number employed in the EU work in these industries in the EU(15).

COMMON AGRICULTURAL POLICY AND
THE ENVIRONMENT

Together with trade, the CAP has been one of the oldest and most profound
common policies of the EU. In essence, it set high prices for select farm prod-
ucts and guaranteed purchases at those prices. The production and, espe-
cially, the overproduction of farm goods may have an adverse effect on the
salinisation and erosion of soil. An excessive usage of fertilisers, pesticides,
herbicides, insecticides, phosphorus, minerals, nitrogen and fossil fuels
pollute ground, water9 and food with dangerous chemicals. This also reduces
the number of species of plants and animals in their natural habitat. If,
however, the implementation of environmental laws increases the cost of
production and decreases output, the producers may (but not necessar-
ily will) weaken their competitive position. An additional environment-
unfriendly aspect is that the CAP disregards crops that were traditionally
rotated, such as pulses, oats and fodder. The price policy has created a virtual
monoculture that has upset the long-established farm balance. In addition,
the production of milk and other animal-based goods would have generated
quantities of animal manure, which is a rich source of nitrogen.

Anyone who travelled around England must have noticed the impact of
the CAP on the environment and the traditional landscape. The sight of
sheep and cattle grazing in fields and meadows has become less common.
This was a direct consequence of the increasing intensification of live-
stock husbandry and a shift of land into cereal production. The bright
yellow colour of the ripening crop is, however, distinctive and alien to the
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traditional green English landscape that has been so magnificently pre-
sented and documented over the past centuries in certain paintings by John
Constable and Thomas Gainsborough.10 In addition, the CAP price policy
gave incentives to farmers to increase output and change the countryside.
Ponds were drained, hedgerows uprooted and footpaths ploughed over in
the quest to cultivate more land (Atkin, 1993, pp. 128–30). Many plants,
birds, animals and insects disappeared.

The intention of various reforms of the CAP was to reduce farm output
in the EU. A positive externality on the environment was expected. For
example, there might be a drop in the use of pollutants. This would be most
noticeable in the northern regions of the EU as the (large) farmers there
employ chemically-based methods of production to a larger extent than
farmers elsewhere in the EU. However, a fall in EU output may increase the
price of some farm goods on the international market. As a consequence,
there may be an expansion of agricultural output in the Cairns group and
the US. Hence, the demand for polluting chemicals in these countries may
increase. While there may be some improvement in the environment of the
EU, there may be a degradation of the quality of the environment else-
where in the world.

If there are cases in which farm production does not respond to incen-
tives or when the damage to the environment is extreme, then regulatory
measures may be an efficient policy instrument. Changes that are being
considered by the EU in this respect include certification and registration
of chemicals used in agriculture, restrictions of the chemical content in
foodstuffs, as well as the dissemination of information and knowledge to
traders and users of farm chemicals about their impact on the environment,
food and health.

All these problems and concerns were considered, and the MacSharry
Reform (1992) included the Agri-environmental Programme. It recognised
both the role that farmers play in the protection of rural areas and the need
to compensate for that role. The programme envisaged premiums for the
employment of non-polluting methods of production (organic farming),
conversion of farmland into parks, development of leisure activities, pro-
tection of the scenery, conservation of biodiversity and training in the
preservation of the environment. All these activities, together with tourism,
would create alternative local jobs that would compensate, at least in part,
for the loss of jobs in direct farming. Member states draft their zonal pro-
grammes and then submit them to the EU for approval. Agri-tourism is
growing in the EU. For instance, Parco dell’Orecchiella in Tuscany is
becoming a popular destination for visitors. This provides additional busi-
ness and employment in the region. Hence, the CAP’s impact on the envir-
onment was not all negative.
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The biggest scientific experiment ever undertaken on the environmental
impact of genetically modified crops took place in Britain. This three-year
government-funded project started because of serious public concerns
about the overall impact and opposition to the commercial exploitation of
engineered crops. The results on just one of the issues, that is, the danger to
biodiversity, were published in 2003. Research on other concerns such as
cross-pollination of genetically modified crops with other plants (which
may create ‘superweeds’ or monsters) is still under way. Several genetically
modified crops (sugar beet and rapeseed) reduced the number of insects
such as bees and butterflies as the weeds that gave them food and shelter
vanished. Lack of weed seed denied food to certain birds and animals.
Modified maize, however, was less harmful for bees, butterflies and birds as
farmers had to use fewer herbicides. One conclusion was that the impact of
genetically modified organisms can be examined and that it can be dam-
aging for the environment. The other one was that genetically modified
organisms should be evaluated individually, just like medicines. There
should not be an across-the-board acceptance of engineered organisms.
Another government-sponsored report concluded at the same time that
there is little demand for genetically modified products, and even less so
once consumers know more about them.11 In Belgium, scientists gave
similar advice in 2004. They found that the commercial growing of geneti-
cally modified oilseed rape would be harmful to the environment. Wildlife
and natural varieties would be damaged through the vertical gene-flow.12

In any case, there is a general finding in science that genetically modified
plants and cloned animals are less fitted to survive in the environment over
a longer period than organisms that have evolved naturally. The public is
sceptical about the competence and commitment of government to promote
and keep food safety. ‘This problem is most acute in Britain, where official
statements about “mad cow” disease and foot-and-mouth diseases were
subsequently found to be unjustified and untrue. Rebuilding trust will be a
slow process.’13

It ought to be clear that genetic modification is only a manipulation (pro-
duction) technique. It is not an additive put into a living organism. But who
benefits primarily from the process? John Kay states this clearly: ‘And yet
the actions of the companies that promote GM are, if possible, even more
cynical and foolish. Throughout history, people have embraced new tech-
nology when it has offered better products or lower prices. But the GM
seeds for which approval is sought are not nicer to eat, safer to use or
cheaper to buy. They have been modified to encourage farmers to use other
products made by the same companies. Why should a sceptical public
support GM when the businesses promoting it are not only the principal
beneficiaries but also probably the only ones?’14 ‘The Government knows
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that the case for authorising herbicide-tolerant GM maize is weak, but it is
a sufficient fig-leaf to give the biotech companies what they want. The
maize is designed to be treated with glufosinate, which is sold by Bayer, the
same company that produces the seed.’15

POLICY INITIATIVES

As transport, agriculture, production of energy, tourism and manufactur-
ing have an impact on the environment, a successful environmental policy
should be developed, implemented and enforced by everyone, not just by
the ministry of the environment. Sustainable development has to meet the
needs of the present generation without compromising the ability of future
generations to meet their own needs. Therefore, while it is true that the EU
started with a series of action programmes16 on the environment from
1973, these remained initially more haphazard statements of intent which
had little serious impact on the substantive activities of the EU.

A striking example of this lack of consideration for environmental con-
sequences was the Single Market Programme (1985–92). The implementa-
tion of the Single European Market went ahead without due attention to
its impact on the environment until 1989. In that year an EU task force
studied the environmental impact of the Single Market Programme which
supplemented the Cecchini Report. The task force concluded that an
increase in output would have a negative impact on the environment
because an expansion in the production of goods and services (particularly
transport) would increase the amount of waste and pollution. Hence, the
optimistic results of the Cecchini Report had to be modified, that is,
reduced by the amount of damage done to the environment.

In a consideration of a case regarding the Danish law on the packaging
of drinks (the provision was that drinks should be marketed in returnable
bottles), the EU Court of Justice ruled in 1988 that the protection of the
environment took priority over the rules of free trade. This may be an
important precedent for similar cases in the future (Weale and Williams,
1993). A shortage of raw materials and a lack of landfill sites resulted in the
creation of policies for waste management and recycling. The EU directive
on packaging and package waste (1994) was an attempt to harmonise
national packaging laws17 in addition it set recycling targets.

The eco-audit directive (1993) encourages industrial firms to introduce
voluntarily eco-audit schemes. The objectives of these schemes are to deter-
mine how well the management and equipment is performing; verification of
compliance with local, regional, state and EU environmental provisions; and
minimisation of risks of pollution. In addition, the European Commission
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entered into voluntary environmental agreements with industry on several
occasions. One agreement covered the labelling of cleaning products, while
several others dealt with the reduction in the use of chlorofluorocarbons
(CFCs) in different industries. However, the European Parliament is scep-
tical about the effectiveness of voluntary agreements as a means to achieve
policy objectives.

Action programmes are the cornerstone of the EU policy and action in
the field of the environment. The Sixth Environment Action Programme
builds on five earlier programmes and three decades of standard setting in
this policy field. The Sixth Programme, Environment 2010: Our Future, Our
Choice, covers the 2001–10 period, and identified four priority areas for
action:

● Climate change: A fall in the snow cover by 10 per cent since the
1960s, retreating mountain glaciers and the melting of ice in the sea
have increased the sea level by 10–20 cm over the past 50 years. Many
human activities are to be blamed for these developments. They
include the burning of fossil fuels in power plants and various types
of manufacturing and transport. The EU had a pivotal role in the
conference that led to the Kyoto Protocol (1997). This has been the
only international response so far to global warming. This multilat-
eral agreement set detailed targets for the reduction in the emission
of carbon dioxide (CO2) and lessening of the ‘greenhouse effect’.
In order to limit and reduce emissions of CO2, member states would
grant tradable allowances to companies. The UN-sponsored review
of the Kyoto Protocol in Milan in 2003 was subject to two setbacks.
The US and Australia chose not to ratify the protocol, while Russia
still needs to ratify it. Russia was given most credits to sell, but they
were devalued by the American withdrawal. The US objection to the
protocol is that it is along the lines of ever-increasing regulation.
This may be true, but global warming is also increasing: summer
2003 was one of the hottest on record.18 More than 120 countries
have ratified the protocol. Their message regarding the climate
protection is that there is no alternative to multilateral cooperation.
If the EU implements a unilateral approach to curb greenhouse gas
emissions, this may prompt industries that emit gases to move
outside the EU.

● Nature and biodiversity: Nature and biodiversity are in danger almost
everywhere and they have to be protected.

● Health and the quality of life: Human health problems that are pro-
voked by the environment refer not only to allergies, asthma and
infertility, but also to premature death and cancer. In this connection,
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there is a need to avoid ever-growing traffic congestion, noise, air
pollution and stress. Transport networks ought to be ‘sustainable’. In
addition, the EU requests that all items containing genetically
modified organisms must be thoroughly tested and clearly labelled,
their sources must be traceable and their impact on health and envir-
onment constantly monitored.

● Preserving natural resources and managing waste: The objective here
is to reduce the use of depleted resources, through innovations and
new technologies (for example, new car engines). As far as waste is
concerned, the EU aims to prevent its creation primarily through
better manufacturing methods and through shifting demand towards
‘greener’ products. Recycling19 and recovery will be the next priority.

Management of forests is an important part of environmental policy.
This should ensure that timber originates from sustainably managed
forests. The idea for afforestation of farmland in the EU as part of the
reform package originated in the Mansholt Plan (1968). The MacSharry
Reform simply reinvigorated it. As afforestation deals with the medium and
long terms, its scope and effect cannot be evaluated at present. For example,
if the policy applies premiums for the alteration of the landscape with fast-
growing poplars, this may result in a surplus production of soft wood which
would jeopardise the position of traditional and non-subsidised growers.
The local programmes need to emphasise indigenous types of forest that
will increase the consumption of nitrates already in the soil, prevent erosion
of land, create jobs in the timber industry, reduce surpluses of farm goods
and, at the same time, beautify the local landscape. Special subsidies for
chestnut and oak planting need to be high on the agenda. Although the
overall benefits of such schemes are self-evident, doubtful financial pledges
introduce a degree of uncertainty into their future. Unfortunately, short-
sighted decision makers fail to see that programmes such as these will have
to be undertaken in the future, but their cost will then be higher than it is
at present.

The cyanide spill into the Tisa in Romania (2000) was the worst eco-
logical disaster since the Chernobyl nuclear accident (1986). It polluted
water and killed aquatic life in several states. This served to remind every-
one about the gravity of the problem in the accession countries, the conse-
quence of years of neglect of the environment even well after the collapse
of the centrally planned system. Agenda 2000 stated that the environment
is a major challenge for enlargement.20 The environmental dimension of the
acquis communautaire has about 320 pieces of ‘green’ legislation. To imple-
ment all those laws could cost the ten Central and East European countries
as much as €110 billion over a decade.21 Without the implementation and
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enforcement of the ‘green’ legislation, the eastern countries may well be
accused of ‘environmental dumping’ by the rest of the EU(15).22

4. Conclusion
Public concern and action over environmental issues has increased
significantly since the 1970s. This is not only limited to local concerns such
as the revitalisation of a lake or the preservation of an endangered species
of birds, but it also includes global issues such as the depletion of the ozone
layer and global warming.23

Market forces do not take into account environmental issues that are
often linked with longer-term considerations. Environmental externalities,
however, do become recognised, so the previous ‘benign neglect’ policy is
evolving into an active and costly approach. Intervention in environmen-
tal affairs may be costly in the short term, but the overall pecuniary and
other longer-term non-financial gains more than compensate for that
shortfall. There may also be short-term direct gains from environmental
programmes. Examples include benefits from savings in the consumption
of energy.

Strong industrial lobbies and general reductions in public expenditure
create a certain anxiety over the future extent of environmental policies.
For example, the worthy goals of the EU Agri-environmental Programme
may be slowed down by the lack of resources. None the less, increased
public awareness, pressure and research, as well as the involvement of the
producers of the environmentally related goods may provide compelling
forces for the expansion of environmental policies.

Although certain important steps were taken towards the creation of an
EU environmental policy, the policy remained rather vague for quite some
time. However, once it was on the policy agenda, it tended to develop, just
as other EU policies did. From initial declarations, the policy has become
an established and quite costly part of the EU. One of the biggest problems
refers to the issue of non-compliance with the EU law in this area. Another
difficulty is that there are insecure funds to support the policy in cases where
there is a need (eastern part of the EU). This reflects both general restraints
on public expenditure and a concentration of public authorities on other
more immediate short-term issues.

Demand for leisure is increasing in the EU. People are ready, willing and
able to pay for a pleasant walk in the picturesque countryside or to enjoy
healthy food. Care for the environment also creates jobs. Coupled with the
increasing general consciousness about the conservation of a clean, healthy
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and sustainable environment, this policy will remain high on the EU agenda
in the future.

One may find evidence of EU involvement in the area of environment
protection and management since the early 1970s. Industrial emissions of
toxic substances such as lead and mercury, as well as SO2 have substantially
declined. The use of many dangerous chemicals has been either banned or
regulated and restricted. Better sewage and wastewater treatment has
improved the water quality of rivers and lakes, and this has allowed fish to
return to their old natural habitat in rivers such as the Rhine and Thames.

Notes
1. This neglect does not mean that environmental problems were neither existing, nor

obvious. People, at least in Europe, were well aware of the problems for the elderly and
sick created by the notorious London smog up until the 1970s.

2. Contamination around Seveso (northern Italy) was the result of an explosion in a chem-
ical plant and the release of a cloud of trichlorophenol containing cancer-provoking
dioxins.

3. Highly toxic methyl isocyanate was released from a storage tank. About 2000 people died
and tens of thousands were injured.

4. The European Commission drafted a plan in 2003 to regulate the EU chemical industry
and to test thousands of chemical substances that may be harmful to humans or the
environment. To implement this plan would cost this industry around €7.5 billion over
a decade. This plan has met with fierce opposition both from industry and from EU
governments (Financial Times, 14 October 2003).

5. The expansion of government activities regarding environmental issues provided an
incentive for the development of those industries that produce environment-related
goods and services. One firm’s expensive obligation is another’s chance for profit. Among
the principal buyers of these products are power and water-producing companies,
mining and manufacturing firms (chemicals) and municipalities.

6. The 2002 Earth Summit in Johannesburg devised and launched about 300 voluntary
partnerships (there were no agreements that would lead to new treaties) among govern-
ments, intergovernmental organisations, NGOs and the private sector in the areas that
include management of the ecosystem, toxic chemicals, energy and access to water and
sanitation.

7. Scandinavian countries together with Austria, Germany and the Netherlands form an
inner EU group that is in favour of stricter environmental regulation. They even con-
sidered forming an ‘eco-Schengen lobby group’ in 1996. The goal would be to push for
stricter environmental regulation and its faster implementation.

8. Eurostat (2002). ‘Environmental protection expenditure by industry in the European
Union’, Statistics in Focus, Theme 8-14/2002.

9. Water drained from surface soil carries phosphates into rivers. This stimulates the expan-
sion of algae that consume oxygen in water. This may kill aquatic life, including fish.
Such pollution has been observed in many rivers in north-western Europe and in
Lombardy.

10. British painters have always been fascinated (at least in the past) by two themes: the land-
scape and the human face.

11. Financial Times, 17 October 2003.
12. Financial Times, 28 January 2004.
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13. J. Kay, ‘A rich crop of cynicism, greed and mistrust’, Financial Times, 17 March
2004, p. 19.

14. J. Kay, ‘A rich crop of cynicism, greed and mistrust’, Financial Times, 17 March 2004, p.
19.

15. J. Ruddock, ‘Why are they foisting GM crops on us?’, The Independent, 20 February 2004.
16. Action programmes refer to areas such as water and air quality, disposal of waste, chem-

icals and dangerous substances, noise and safeguarding of countryside and wildlife.
17. For example, Belgium applied a packaging tax, Denmark had a deposit-refund scheme,

while Germany used a labelling system.
18. According to one point of view, the cost of implementing the Kyoto Protocol may exceed

its benefits. Even if one assumes that climate is sensitive to CO2 emissions, Kyoto would
lower the global mean temperature by only 0.15 degrees Celsius. This is below the natural
annual variation. The future price of liquid fuels is linked with high uncertainty, as is the
investment cost to implement the deal. These risks are compounded by uncertainty
about the possible arrival of new and cheap alternative sources of energy (European
Voice, 20 November 2003, p. 8).

19. Most virgin paper comes from Canada and Scandinavia. Dump hilly territory is good
both for trees and production of hydroelectricity. This is important from the vantage
point of fuel savings. There is little difference between the production of virgin and
recycled paper, but fuel for the latter comes from mostly from non-renewable sources.
Here enters the issue of recycling as it catches the attention of corporate lobbyists.
Governments may be requested to offer subsidies for the collection of paper that is later
processed with chemicals that are dumped in the nature. This all is at the expense
of Scandinavian businesses that chop and plant the trees. ‘Business interests and naive
environmentalists find common cause’ (J. Kay, ‘Thinking outside the blue box on
recycling’, Financial Times, 25 February 2004, p. 19).

20. European Commission (1997a, p. 49).
21. European Voice, 28 May 2003, p. 14.
22. A more detailed consideration of this issue can be found in the chapter on eastern

enlargement of the EU (see Chapter 14).
23. Low-level ski resorts such as Kitzbühel (787m) in Austria could be ruined by global

warming. Frozen soil (permafrost) is vulnerable to melting. This would increase the costs
of anchoring and maintenance of ski lift and cable car masts.
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The highway of the upright is to depart from evil;
He who keeps his way preserves his soul.

Proverbs 16:17

13 Transport Policy

1. Introduction
The size of the market determines, in static terms, the opportunities for
the division of labour and specialisation. Market size and its extent is, on
the other hand, limited by natural and human imposed barriers to trade.
The impact of natural obstacles to trade, such as distance or physical geog-
raphy, could be moderated by the construction of infrastructure such as
roads, railways, airports, bridges, tunnels and ports. In addition, a fall in
transport costs per unit of transported good (or per passenger) reduces
barriers that may exist between two or more places. International economic
integration is able to mitigate or even eliminate the impact of artificial
barriers to trade such as tariffs, quotas, taxes and NTBs. Developed and
relatively cheap transport and communication links among states are
necessary conditions for successful and profound economic integration.

There was little intervention in trade during the 19th century. None the
less, markets among many countries remained detached because of rela-
tively high costs of transport and a lack of full and timely information
about opportunities for trade. Since then, heavy public investment in infra-
structure, as well as advances in technology have reduced the distance
between various markets.
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Classical models of trade and international economic integration have
excluded the space dimension from considerations (alternatively, when
transport costs were included, they were assumed to be equal to zero). As
increasing productivity reduces cost per unit of transported goods, that
theoretical assumption was not entirely legitimate. In addition, the trans-
port industry has a great importance and weight in the economy as it is a
significant contributor to the GDP and direct and indirect employment. In
a standard case, transport costs have the same effect on the final price of
goods and trade as have tariffs or taxes. When the cost of transport is
reduced (as with the reduction in tariffs), new trade among states may be
created.

The transport industry as a part of the services sector has at least seven
distinct characteristics:

● transport may contribute to an efficient allocation of resources;
● transport services play a crucial role in the successful operation of the

market and competitiveness of goods and various services;
● transport services have a significant impact on the standard of living;
● there is often public intervention regarding investment in infrastruc-

ture, rates, taxes, subsidies and conditions of operation (safety, dimen-
sions of vehicles, pollution and the like).1 It is most pronounced in
railways, the mode of transport that until recently was virtually a
monopoly;2

● transport services are significant direct and indirect employers of
labour;

● transport is a significant consumer of capital goods, energy and
R&D; and

● the demand for transport services depends on the level of economic
activity and income. However, the supply of these services is inelastic
in the short term.

Consideration in this chapter is concentrated primarily on road trans-
port as the most significant mode of transport in the EU. In addition, road
transport is the transport mode in which the EU has made the most reso-
lute efforts to secure the adoption of common policies. The chapter is
structured as follows. Section 2 examines the legal base for the common
transport policy and its significance in the EU economy, and then considers
its delayed and modest evolution. The EU had and has ambitious plans
and aspirations to be involved in various aspects of transport, and these
are surveyed in turn. The stumbling block in the future development of this
policy is the lack of full-hearted support by the national governments
and the lack of massive investment necessary to finance trans-European
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networks and many other plans on the European Commission’s agenda.
Section 3 concludes.

2. European Union
LEGAL BASE

Apart from trade and agriculture, transport was the only major industry to
which the original Treaty of Rome devoted a special Title. The inclusion of
transport policy in the treaty was at the request of the Dutch who have a
special interest in this economic activity. Articles 3 and 70 state that the
creation of a common transport policy is one of the objectives of the EU.
Apart from this general requirement, there are no other instructions about
the nature of a common transport policy. However, the Council of Ministers
is charged by Article 71 to lay down common rules for the policy. The ques-
tion of aid is regulated by Articles 73 and 74. Basically, unless authorised by
the European Commission, state aid is forbidden. For internal EU trans-
port, Article 75 outlaws any discrimination regarding rates or conditions for
carriage of the same goods over the same transport links on the grounds of
destination or origin of goods. The Maastricht Treaty introduced a new
Title: Trans-European Networks (Articles 154–6). The EU is empowered to
contribute to the establishment and development of trans-European net-
works in transport, telecommunications and energy infrastructures in order
to derive full benefit from the area without internal frontiers. The objectives
include a promotion of interconnection and interoperability of national
networks, as well as standardisation and cooperation with third countries
on projects of mutual interest. In addition, Article 6 obliges the EU to
pursue environment-friendly policies and actions.

SIGNIFICANCE

Transport is one of the most important economic activities in the EU at the
start of the new millennium. It accounts annually for about €1000 billion
which contributes to about 10 per cent to EU GDP. This service industry
employs directly about 10 million people in the EU(15). Its impact on the
EU economy is amplified by the fact that about 3 million people work in
the production of transport-related equipment. In addition, the operation
of and efficiency in many other parts of the economy depends on the
smooth and efficient performance of transport.
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Transport is an evolving and growing industry. This is not only the con-
sequence of changes in technology (fuel-saving and environment-friendly
engines, or very fast trains, or reductions in the price of air travel), but also
because of the changing structure of manufacturing. New production
methods reduce stocks, become flexible and depend on varied and rapid
delivery services (just-in-time delivery). Shipment sizes are being reduced,
but deliveries are becoming more frequent. Storage is being passed on from
firms’ warehouses to supply trucks. Certain firms prefer to locate away from
congested urban areas, to run multisite business operations, so they depend
on a reliable transport system for inputs and the delivery of goods to major
markets. On the downside of this evolving approach to manufacturing,
there are costs. Trucks are often empty or have half loads.3 This may
increase the consumption of energy, while traffic jams contribute to pollu-
tion, allergies, waste of time and noise. Increased professional mobility and
a rise in personal income, coupled with increased holiday time, has also
boosted demand for travel.

Transport is linked with a general policy controversy. Firms and con-
sumers demand more and better transport services; they are intolerant of
delays. At the same time, there is general concern about noise, accidents and
the impact of transport on the environment and health. A major policy
challenge is to find and maintain an optimal balance among these concerns
and to create and manage a sustainable transport policy from an economic,
social and environmental position. The size and importance of the trans-
port-related part of the economy has enabled suppliers of transport ser-
vices to establish contacts with and sometimes influence the policy makers.
However, various NGOs also press their case, thus influencing public
debate and, to an extent, the final policy outcome.

Road transport is the predominant mode of transport in the EU. In the
goods transport market the share of road transport is 44 per cent, sea 41 per
cent, rail 8 per cent and inland waterways 4 per cent. The dominance of road
transport in the passenger market is even more pronounced. The share of
road transport in this market is 79 per cent, rail 6 per cent and air 5 per cent.
While helping the economy to operate smoothly, the expansion of transport
has brought frustrating traffic jams, but also costly delays and damage to
health and the environment. Some 7500 km (10 per cent) of the EU road
network are affected by traffic jams daily. The annual cost of these jams is
approximately 0.5 per cent of EU GDP. If nothing is done about this issue,
this cost may double over a decade.4 Traffic jams and delays also take place
on railways, as well as at airports. The ever-increasing volume of freight
transport by road in the EU and EFTA is presented in Figure 13.1 for the
1970–2000 period, while Figure 13.2 shows the same trend for road passen-
ger transport during the same period for the same group of countries.
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DELAYED LAUNCH

The Schaus Memorandum (Commission of the European Economic
Community 1961) was the first attempt to introduce a common transport
policy in the EU. The memorandum suggested an elimination of impedi-
ments to the creation of a common market in transport services; the national
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Figure 13.1 Freight transport by road in the EU and EFTA, 1970–2000
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markets for transport services ought to be open; and that there should be
attempts to create conditions for free competition in the provision of trans-
port services. At a time when transport markets were highly regulated,
Schaus’s ideas were highly controversial and were shelved. Another attempt
by the Commission to advance its transport policy was in 1973. The central
element was the call to establish a system that would improve transport
infrastructure, promote social progress, increase safety and reduce costs.
The Council of Ministers, again, made no formal response to the proposal.
The European Commission continued with its efforts to create a common
transport policy and came up with a new set of proposals in 1983. In essence,
these provided principles for a comprehensive internal market in transport
activity. In spite of a few attempts by the European Commission to initiate
the creation of a common transport policy, the EU was unable or unwilling
to do so. For 30 years after the signature of the Treaty of Rome, transport
policy remained under the control of national governments.

Developments in transport policy were prevented by different percep-
tions about how such a policy needs to be structured. Some countries, such
as France and Germany, saw transport as an industry that has to contribute
to wider social and regional policy objectives. Britain, on the other hand,
regarded transport as a services industry that is no different from others
and that should be treated accordingly. The consequence was that an EU
policy has not been established.

The lack of progress regarding the creation of the common policy in
transport was such that the European Parliament (supported by the
European Commission) took the Council of Ministers to the European
Court of Justice in 1983. The charge was that the Council of Ministers had
failed to act on the basis of Article 71. The ruling of the Court of Justice
(1985), confirming the charge by the European Parliament, was a landmark
in the development of EU transport policy. The Council of Ministers was
obliged to take the necessary measures in order to go ahead with the cre-
ation of an obligatory, but still missing, common policy within a reason-
able time. Consequently, direct measures towards the creation of a common
transport policy (such as an elimination of segmented national markets,
phased removal of licences and the granting of cabotage5 rights) and indir-
ect ones (a removal of checks on internal frontiers)6 were included in the
Single Market Programme.

EVOLUTION

Following the landmark ruling of the European Court of Justice (1985)
and the establishment of the Single European Market, the European
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Commission tried to set out a general approach to the development of
a common transport policy. Its 1992 Communication, The Future
Development of the Common Transport Policy,7 spells out the desired policy
action for the future. There were seven major objectives:

● Proper operation of the internal market: This includes removing
restrictions on cabotage for the EU-residing operators.

● Intermodal competition and complementarity: The thrust of this
objective is that users have to pay the full cost of the transport service.
It may be difficult to implement: for example, in urban public trans-
port or railway lines that are servicing small, backward and distant
rural areas. Such services have always been subsidised within the
functions of social, regional and cohesion policies.

● Development of trans-European networks: This is a medium- and
long-term objective. The networks are supposed to become the
‘arteries through which the economic lifeblood’ of the EU flows.
They should become major routes along which people, goods and
services flow. As such, they would further economic integration, ease
communication, shrink distances and bring peripheral regions into
easier and cheaper contact with central areas. In order to operate
these networks efficiently, the provision of these services needs to be
liberalised, they must be technically compatible and any possible
bottlenecks have to be eliminated. Most of the projects, however,
require massive investment. This is a major obstacle to their realisa-
tion. The expectation that the private sector will be the major investor
may not be fulfilled. The very long-term nature of the projects, their
sky-high costs, as well as bad experience of private sector financing
of infrastructural projects such as the Channel Tunnel may be serious
obstacles for the involvement of the private sector in these projects.

● Safety: Each year road traffic accidents cause tens of thousands of
deaths and more than 1.5 million injuries on the roads of the EU.
Safety improvements are a legitimate area for EU concern. A chain
of directives was issued regarding the harmonisation of standards for
brakes, lighting, windshields, sound levels, dimensions and weights of
commercial vehicles and the like. The EU aim to promote better
training of drivers, to increase awareness of the dangers of driving
while intoxicated or tired, and to encourage ‘calm driving’. Technical
measures to reduce the high toll in human and economic terms,
include improvements in the safety of vehicles and roads.

● Environment: Transport is responsible for about 25 per cent of the
total EU emission of CO2. This ‘greenhouse gas’ contributes to
global warming. The target was to stabilise the EU emission of CO2
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in 2000 on the 1990 level, and a reduction in the years beyond. This
would require an increase in the efficiency of fuel consumption.

● Social issues: The EU aimed to further the implementation of the
Social Charter in the area of transport. In addition, there must be an
obligatory period of rest for drivers (for example, by the introduction
of the tachograph as ‘the spy in the cab’), the regulation of working
time and other conditions, as well as training.

● External relations: First and foremost, the aim of the EU was to
cooperate with Switzerland on transport issues. Because of the lack
of a land frontier with Greece, certain Balkan nations may be
included in the list of those countries that could participate in a
common transport policy.

Both large-scale and flexible modes of production require efficient and
reliable transport services. Increased sophistication and a reduction in
own-account transportation have redressed the demand for these services.
A just-in-time delivery system (frequent, punctual and reliable shipments)
was the result of sophisticated logistics which reduced storage costs. The
majority of firms in the haulage industry are small or medium sized. About
95 per cent of the companies have fewer than six vehicles. This reflects the
fact that the road haulage market is mainly local (Carlén, 1994, p. 89). While
one-third of the total volume of all goods forwarded by road (expressed
in t/km) were carried up to 150 km in 2000, the equivalent share was only
10 per cent for rail. Almost half of all goods forwarded by rail were carried
over 500 km, and the equivalent share for road haulage was 23 per cent.8 This
shows the flexibility of road transport over relatively short distances and the
relative importance of rail transport for longer distances. This finding sug-
gests the existence of a spatial clustering of manufacturers in the vicinity of
consumers in the EU. While in most EU countries road transport is geared
towards domestic service (most obvious in Greece, Spain and Portugal), the
Netherlands and Belgium direct about a half of their respective road trans-
port services to other countries (primarily Germany) because of their ports
of Rotterdam and Antwerp.

The Single Administrative Document for international transport of
goods, introduced by the EU in 1988, was a significant step in the direc-
tion of improving the transport service. This document replaced some 30
documents that had been required in order to allow goods to move within
the EU. The Single Administrative Document was not required for EU
internal trade after 1993 because of the Single European Market, but it is
used for goods that cross an EU external frontier.

The EU was relatively successful in introducing special transport permits
valid for a limited time throughout the EU. However, the number of these
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permits was relatively small in relation to demand. The shortage of inter-
national haulage licences which were acceptable for business throughout
the EU has created a black market for them. The Single European Market
changed all that. International road transport in the EU was fully liber-
alised from 1993. Liberal rules for EU road haulage, including cabotage
(from 1998), increased the potential for efficiency of transport and reduced
the costs of this service to the manufacturing sector, trade and distribu-
tion.9 There was a quota of about 30 000 authorisations (valid for two
months) for cabotage in the EU. It was progressively increased until 1998,
after which EU hauliers were free to pick up or deliver their cargo anywhere
in the EU without any restrictions.

In spite of the freedom to offer transport services in other EU member
countries, cabotage still represents a negligible part of the EU road trans-
port market. In 2001, cabotage represented 0.7 per cent of total road freight
transport. As expected, the Benelux hauliers were the most active in the EU
with 52 per cent of the total. German hauliers account for a significant
share (17 per cent). France and Germany were the principal countries in
which cabotage took place as each of them accounted for more than a
quarter of the total, but even so, only 1.6 per cent (France) and 1.1 per cent
(Germany) of the total domestic transport market was ‘handed over’ to
hauliers from other EU member countries.10

AIR TRANSPORT

The EU skies were open to all EU-domiciled air-transport companies in
1997. These companies are allowed to operate domestic air service (cab-
otage) in the EU country of their choice. In addition, they can offer air-
transport services between EU countries. However, anyone who expected
massive changes in this market was disappointed. Few companies started a
domestic air service in other countries. Barriers to ‘real’ competition in this
industry involve various national bilateral deals that regulate long flights to
non-European destinations. Alitalia cannot operate flights between Paris
and New York because the Franco-American deal does not allow for such
a possibility. These bilateral deals are the result of arrangements between
governments, not airlines. Hence the solution needs to be found by national
administrations. None the less, tentative moves towards reshaping the EU
air travel market are being made.

For a decade, the European Commission offered to negotiate transat-
lantic ‘open skies’ traffic rights with the US (the most world’s most import-
ant transport market). However, the EU member states preferred to keep
the current bilateral arrangements. The European Commission took these
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countries to the European Court of Justice in 1998 on the grounds that such
a stance infringes the principle of the freedom of establishment. The ruling
by the European Court of Justice (2002) was that bilateral open-sky agree-
ments between individual EU member countries and the US were illegal
under the EU rules. The European Commission was delighted about this
ruling which drew a line between national sovereignty and EU jurisdiction.

The new situation would unravel the disparities in the transatlantic air-
transport market, which had been fragmented by detailed bilateral intergov-
ernmental deals since the end of the 1940s. The situation is disparate because
air transport has been a principal impetus to the ‘globalisation’ of the world
economy. These bilateral deals created rigidities, inefficiencies, financial
losses and forgone consumer benefits. They also prevent companies from
carrying out broad reorganisation and adjustments. The current bilateral
deals are more beneficial to the US carriers than to those from the EU: they
allow the American carriers to take passengers to a third country and to hop
between EU states and pick up passengers, whereas the EU carriers cannot
operate between the US federal states. Labour unions are opposed to this
as they fear job losses. In addition, the US government subsidises the domes-
tic carriers by demanding that US officials and cargo must travel on US air-
craft. It is obvious why the US is in no rush to alter the current situation.

FUTURE PROSPECTS

The expansion of transport services resulted in the facilitation and growth
in trade, more efficient production and wider choice for consumers, but it
also contributed in certain cases to increased congestion and accidents, as
well as environmental and health nuisances. In order to meet challenges in
transport in the coming decade and to set an agenda for action, in 2001 the
European Commission published the White Paper European Transport
Policy for 2010: Time to Decide. The central features of the new set of object-
ives are: to restore the balance between different modes of transport and to
develop intermodality; to grapple with the problems of congestion and the
degradation of the environment; and to improve the safety and quality of
transport. These objectives will be translated into about 60 policy measures
by the end of the decade.

The transport policy White Paper formulated an action plan. The goal is
to bring substantial improvements in the quality and efficiency of transport
in the EU. The plan also proposed a strategy to reduce the pressure on the
environment and prevent congestion. The intention is to maintain market
competitiveness of goods and services produced in the EU and to increase
the overall standard of living.
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The proposed policy measures that would develop a transport policy for
Europe’s citizens would revolve around the following themes:

● Road safety: Each year road traffic accidents cause over 40 000 deaths
in the EU(15). In 2000 alone, there were 40 812 persons killed in these
accidents and more than 1.7 million injured.11 The age group most
affected are 14–25 years old. The directly measurable cost of these
accidents is about €45 billion. The indirect annual cost is estimated
to be about €160 billion or 2 per cent of EU GDP.12 The European
Commission would like to halve the number of fatalities in road
traffic accidents by 2010.

In addition to the already introduced directives regarding safety
standards, the European Commission proposes to instigate appro-
priate signposting of blackspots, oppose excessive driving times,
harmonise road transport penalties at a European level, and consid-
erably increase the use of new technologies: safe new vehicles, the
protection of vehicle occupants in the event of an impact, and the
setting of safety standards for the design of car fronts in particular.
Citizens are to be guaranteed the highest possible level of safety and
this takes priority in all circumstances. This applies not only to road
traffic, but also to all other modes of transport such as aviation, ship-
ping and railways.

● Congestion: The European Commission proposes to put an end to
current trends and shift the balance between the different modes of
transport. An active policy would encourage the linking-up of the
different modes and promote rail, maritime and inland waterway
transport. The Marco Polo programme tries to link up different modes
of transport; it includes the introduction of an integrated ticket (and
luggage handling) between transport modes such as air–coach–ferry–
train–urban transport–car parks.

● Environment protection: A wide range of measures are envisaged to
develop fair charges on infrastructure which takes into account exter-
nal costs and encourages the use of the least-polluting modes of
transport. Sensitive areas will be defined, in particular in the Alps
and the Pyrenees, which should be eligible for additional funding for
alternative transport. Clean fuels and improved fuel efficiency will be
promoted.

● Taxes: Harmonising taxes on diesel for professional use would
reduce distortions of competition on the liberalised road transport
market.

● Quality of service: The development of transport in Europe must go
hand in hand with a high level of quality. The European Commission

818 The economics of European integration



recommends the harmonisation of working conditions, especially in
road transport, and the maintenance of high-quality public services.
In addition, it intends to encourage best practices to ensure a high
quality of urban transport services. This would improve the use of
public transport and the already existing infrastructure.

● Passenger rights: Air passenger rights will be reinforced. This would
include compensation where travellers are delayed or denied board-
ing due to overbooking by airlines. The next step would be to extend
passenger protection measures to other modes of transport. The
European Commission has a plan that would force railway com-
panies to compensate passengers who have suffered delays or cancel-
lation of cross border train journeys. Among other issues, on journeys
that last more than two hours on a high-speed train, a delay of one
hour or more would entitle passengers to request a full refund of their
tickets. Rail operators would be liable for damages arising from the
delay such as the cost of theatre tickets or missed connections.

● Major new infrastructure: Priorities include the missing links in the
trans-European networks (in particular the high-speed passenger rail
network, including airport connections) and infrastructure with
genuine potential for transferring goods from the roads to the rail-
ways. In 2003, the European Commission put forward a plan to
complete the Single European Market by overcoming the natural bar-
riers presented by the Alps, the Pyrenees and the Baltic sea. This plan
listed 22 priority projects to be completed by 2020, at an estimated
cost of €220 billion. These projects include a bridge between Sicily
and the mainland; railway lines linking Budapest–Lyon, Paris–
Vienna–Bratislava, Gdansk–Warsaw–Brno–Bratislava and Warsaw–
Riga–Tallin, and an improvement in the existing links over the Alps
and the Pyrenees. The overall cost of these priority and other projects
was estimated to be €600 billion over two decades. Even though the
projects were to be financed through public–private partnership, the
Council of Ministers was not amenable to this idea as many national
governments are struggling with deficits.

● Galileo (radio-navigation system): Satellite radio-navigation technol-
ogy enables everyone with a receiver to pick up signals. This technol-
ogy is evolving and expanding, and new applications are constantly
being discovered which offer possibilities for considerable profits.
Only two countries have this technology: the US has its global
positioning system (GPS) and Russia has Glonass. Both of these were
developed and operated principally for military purposes. The result
is that signals can be denied or jammed at any moment as happened
with the GPS during the NATO attack on Yugoslavia in 1999. Signals
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could be restricted to own forces in the battlefield. Because the EU
does not want to risk being dependent on third countries in this
respect, it is developing Galileo, it’s own radio-navigation technology
with a system of 30 satellites. This €3.25 billion project is expected
to be operational in 2008.13 It will offer new universal services such
as location of vehicles, telemedicine and geographical information
systems for agriculture.

3. Conclusion
Compared with trade policy, the CAP or policy in the area of competition,
a common EU transport policy is far less developed. However, this situ-
ation is gradually changing. The EU has always been involved in the finan-
cing of transport infrastructure in one way or another, but this has been more
on an ad hoc project-by-project basis than as part of a coherent common
transport policy. The role of the EU in financing transport infrastructure
could be reinforced in the future by the development of trans-European net-
works, in particular with the Central and East European countries.

A turning point in the creation of an effective (common) transport policy
came with the Single European Market. Policy emphasis moved away from
the elimination of NTBs towards the broader objective of the smooth oper-
ation of a transport system within the Single European Market. The result
is a more open market, free of bureaucracy, which is helping firms to
increase their efficiency in production and marketing, as well as in competi-
tiveness. The objective of the EU is to integrate national transport net-
works into a coherent European transport system, to remove bottlenecks
and to forge previously missing links.

It is to be expected that the European Commission will propose and
carry out a more active policy in the area of transport (with the support of
national governments in the Council of Ministers) on the grounds of sub-
sidiarity, cohesion, regional development, safety, social issues and protec-
tion of the environment and health. The strategy for the coming decade
spelled out in the 2001 White Paper is compounded with challenges
brought about by the eastern enlargement. This would increase not only
social and environmental, but also cohesion policy concerns. The desired
and declared policy by the European Commission is as yet only a statement
of ambitious and costly aspirations: to perform not only an economic, but
also a wider social, health and environment-related function. It remains to
be seen whether and how this will be approved, financed and put into oper-
ation by the member governments.

820 The economics of European integration



Notes
1. Public authorities often use subsidies and discriminatory rates for the transport of goods

and passengers to and from select regions with certain disadvantages as aids to the devel-
opment of employment in those areas.

2. A loss-making and highly subsidised train transport system was revived following the
opening up of the high-speed TGV train service between Paris and Lyon in 1981. Since
then, this development has boosted similar train services on the major railway routes in
the EU.

3. It has been estimated that empty trucks travelled about 60 billion kilometres in the EU
at an approximate annual cost of €45 billion. A better organisation of transport could
radically reduce these figures (European Voice, 29 January 1998, p. 15).

4. European Commission (2001, p. 12).
5. Granting cabotage right to foreigners occurs when country A allows operators from

country B to provide internal transport services in country A. It represents a profound
move towards the full freedom to provide transport services on the internal market.

6. A Single Administrative Document, introduced in 1988, replaced up to 70 different
forms that were previously necessary for lorries crossing internal frontiers in the EU. The
document is also valid for EFTA countries.

7. Commission of the European Communities (1992).
8. European Commission (2003). Panorama of Transport. Luxembourg: European

Communities, pp. 53–4.
9. The US offered a convincing example of the deregulation of inter-state transport

services in 1980.
10. Eurostat (2003). ‘Road freight cabotage 1999–2001’, Statistics in Focus, Theme 7-7/2003.
11. In France alone, for example, there were 7720 persons killed in road traffic accidents in

2001. This is an average of 21 persons a day (UNECE, 2003).
12. European Commission (2001, p. 66).
13. China is expected to contribute about €230 million to this EU project.
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But whoever has this world’s goods,
and sees his brother in need,

and shuts up his heart from him,
how does the love of God abide in him?

1 John 3:17

14 Eastern Enlargement

1. Introduction
Eastern enlargement of the EU has been referred to throughout this book.
The objective of this chapter is to look at certain specific issues. Eight coun-
tries with economies in transition,1 the Czech Republic, Estonia, Hungary,
Latvia, Lithuania, Poland, Slovakia and Slovenia, and two market
economies, Cyprus and Malta, concluded2 terms for full membership with
the EU from May 2004. Bulgaria and Romania may join the EU in 2007.
Turkey is mentioned and referred to here only as a potential candidate for
entry negotiations.3

This chapter is structured as follows. It begins by looking at the economic
structure of the accession countries and the entry criteria in Sections 2 and 3,
respectively. The topic of general costs and benefits of EU enlargement cost
and benefits is analysed in Section 4. This is followed, in Section 5, by certain
reflections about the disillusionment on both sides of the story regarding the
enlargement. The financial cost of the eastern enlargement for the EU is
given in Section 6. Section 7 concludes that the final operational entry
conditions set by the European Council in Brussels (2002) are such that this
enlargement may be relatively cheap for the European Union in financial
terms, but much more costly and slower for the accession countries than
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expected by politicians, both in the EU and in the accession countries. The
reasons for this include the voting rules in the enlarged EU, self-imposed
limits for the EU’s expenditure and increasing standards that come from the
ever-growing acquis communautaire that are costly to introduce, implement
and enforce. The Central and East European accession countries will need
to invest a lot of effort, time and funds of their own to comply with the
requirements for full membership.

2. Economic structure of the
accession countries

The 12 accession countries would bring 106 million additional consumers
into the EU. If Turkey is included, then this number would increase to
176 million. Some of the countries are so small that the EU economy would
barely register their entry. As for the level of development measured by
GDP per capita in purchasing power standard (PPS), accession countries
are at a far lower level of development than the EU average (Table 14.1).
However, there are four distinct groups of newcomers. Cyprus and Slovenia
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Table 14.1 GDP per capita at purchasing power standard and population
in the EU, accession countries and Turkey in 2003 

Country GDP per capita (PPS) Population (m)

EU(15) 24 220 380.5
Slovenia 18 010 2.0
Cyprus 17 760 0.7
Czech Republic 14 660 10.2
Hungary 14 150 10.1
Malta 12 000* 0.4
Slovakia 11 890 5.4
Estonia 10 590 1.4
Lithuania 10 030 3.5
Poland 9 890 38.2
Latvia 8 950 2.3
Romania 6 610 21.8
Bulgaria 6 390 7.8
Turkey* 5 600 70.0

Note: *Estimate.

Source: Eurostat (2003).



are in the group of relatively developed accession countries. In descending
order, the other groups consist of the Czech Republic, Malta, Hungary and
Slovakia (with GDP of roughly half the EU average); then come Estonia,
Poland, Lithuania and Latvia. Bulgaria, Romania and Turkey (with a
quarter of EU average GDP) are in the bottom group. If there were no
changes in EU policy, most of the accession countries would be eligible for
a large share of EU regional funds. This is particularly relevant for Poland
and Romania because of their large population and relative ‘backwardness’
measured by GDP per capita. However, the European Council in Brussels
(2002) confirmed earlier budgetary restrictions and put new limits on EU
expenditure.

The economic structure of the accession countries shows that services are
the predominant economic sector (Table 14.2). The same is true for the EU.
However, there are concerns regarding agriculture. The contribution of
this sector to the GDP in the accession countries is much higher than is the
case in the EU. In Bulgaria and Romania, for example, it is 6.5 and 7 times,
respectively, the EU average.
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Table 14.2 Structure of GDP in accession countries, Turkey and the EU in
2001 (%)

Country Structure of GDP in % 

Agriculturea Manufacturingb Services

EU 2.1 22.3 75.6
Bulgaria 13.8 23.0 63.2
Cyprus 4.2 13.3 82.5
Czech Republic 4.2 32.8 63.0
Estonia 5.8 22.7 71.5
Hungary 4.2 28.3 67.5
Latvia 4.7 18.7 76.6
Lithuania 7.0 28.3 64.7
Malta 2.4 24.5 73.1
Poland 3.4 25.4 71.2
Romania 14.6 28.5 56.9
Slovakia 4.6 27.5 67.9
Slovenia 3.1 31.0 65.9
Turkey 12.1 23.8 64.1

Notes:
a. Agriculture, hunting, forestry and fishing.
b. Excluding construction.

Source: Eurostat (2003).



The unemployment problem in the accession countries is uneven
(Table 14.3). Poland and Slovakia had unemployment rates that are more
than twice as high as the EU average in 2002. The problem is that these are
relatively large economies in the group of newcomers. As for the sectoral
structure of employment, 45 per cent of the Romanian labour force is
employed in agriculture. This is largely semi-subsistence farming and its
share is more than ten times the EU average. Almost afifth of the labour force
in Poland is in agriculture (this is more than four times the EU average).
19 per cent of Poland’s labour employed in agriculture contributes little
more than 3 per cent to the GDP. This compares with figures of 4 and 2 per
cent, respectively, in the EU(15). If farm labour in Poland migrates to cities,
this may increase the productivity of Polish farming. However, if there are
no new jobs in manufacturing and services sectors to absorb such an inflow,
significant societal tensions may develop.

A relatively active labour market policy (safety regulation) which is the
feature of the economies in the EU countries may harm the accession coun-
tries in the short term. Nobody questions the social and other features of
high labour protection standards, but these standards are often expensive
to implement and maintain. This may hinder the creation of new firms, as
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Table 14.3 Unemployment rate (2003) and share of agriculture in total
employment (2001) in the EU, accession countries
and Turkey (%)

Country Unemployment rate Agriculture in total employment
2003 2001

EU 8.1 4.3
Cyprus 4.4 4.9
Czech Republic 7.0 4.6
Estonia 8.2 7.1
Hungary 6.0 6.1
Latvia 12.0 15.1
Lithuania 11.0 16.5
Malta 7.5 2.2
Poland 20.0 19.2
Slovakia 16.0 6.3
Slovenia 9.0 9.9
Bulgaria 13.0 26.7
Romania 8.5 44.4
Turkey 10.0 35.4

Sources: UNECE (2003); Eurostat (2003); European Commission (2003).



well as the protection of existing marginal jobs. The general EU labour
market rigidities may slow down the painful and ongoing transition and
adjustment processes in the accession countries.

3. Entry criteria
‘Any European state may apply to become a Member of the Union’
(Article O of the Maastricht Treaty). This is the only Maastricht Treaty
based (necessary) condition for a country to be considered for full member-
ship of the EU. In addition, there are several other sufficient, economic and
political requirements for entry, which were formally defined during the
European Council in Copenhagen (1993). The potential candidate country
must fulfil three conditions: it must have a functioning market economy, a
democratic political system and accept, implement and enforce the acquis
communautaire.

First, apart from the Czech Republic and Slovakia, not a single transition
country had a fully functioning market economy even before they became
centrally planned countries (van Brabant, 1996). Entry into the EU, in par-
ticular an early entry by transition economies, could cause a serious exter-
nal shock. Their economies are not yet fully adjusted to the market-based
economic system and their manufacturing and services sectors are still too
fragile to absorb the expensive acquis communautaire. Early entry into the
EU without full macroeconomic stabilisation and modernisation of the
output structure may be painful for them. Countries that pass through
the ‘transition phase’ would not be able to comply with the strict rules gov-
erning competition with EU producers in most industries.4 Transition
fatigue is already apparent in these countries and is evidenced by the return
of the ‘recycled’ communists to office.

The second condition is that the prospective entrant has a stable demo-
cratic political system. This means a multiparty parliament, rule of law and
respect for human and minority rights. It also includes good neighbourly
relations and no territorial disputes. With regard to the last criterion, not a
single transition country passes the test, and the northern part of Cyprus
is still occupied. Nor do certain EU countries fare well here: just con-
sider Northern Ireland. However, their advantage is that they are already
in the EU.

The European Union is interested in resolving pressing problems in the
region. There are some signs that the prospect of EU membership may ease
tensions, as happened with Hungary and Romania in 1996, Greece and
Turkey in 2000 or Serbia and Montenegro with Croatia in 2003. The EU
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needs to assist accession countries in order to create a peaceful and pros-
perous neighbourhood for itself in the future. The question has not been
whether Central and East European countries need to be incorporated into
the EU. The question has always been the cost to the EU(15) of expanding
their club, as well as how much time the enlargement would take.

The third condition relates to the acquis communautaire or the
Community patrimony (the whole body of the established EU laws, policies
and practices). The accession countries must accept, implement and enforce
the existing set of rules. The belief that skilful national diplomacy and bar-
gaining may provide better deals for the accession countries is false. Entry
to the EU is just the beginning, not the end of the story. The acquis com-
munautaire consists of about 80 000 pages of EU legislation. The only pos-
sibility for negotiations concerned the length of the adjustment period and,
potentially, the size of funds that may help to implement it. Agenda 2000
(European Commission 1997a), the EU’s plan for action in the medium
term, is clear on this point. The new EU member countries are required to
apply, implement and enforce the acquis communautaire upon accession. In
order to safeguard the EU internal competition rules, those measures that
relate to the Single European Market should be applied immediately upon
accession.5 However, there may be certain transition measures for a limited
period of time. Many EU companies are against any transition period that
may be given to their competitors from the accession countries because they
fear social and environmental dumping from the east.

The European Union is already a multispeed organisation. Countries that
are in the EMU form one tier, with Britain, Denmark and Sweden forming
another. Even within the EMU, large countries (France, Germany and Italy)
succeeded in 2002 in persuading the European Commission to bend the rules
of the Stability and Growth Pact (1996) which require eurozone countries to
keep their national budgets within strict limits. As a result, the European
Commission postponed the target date for achieving budgetary balance
from 2004 to 2006. Another EU tier includes the countries that are members
of the Schengen Agreement on the free movement of foreigners. Creating yet
another tier by conceding derogations or opt-outs to the accession countries
would complicate the operation of the EU and imperil free competition in
the Single European Market. Hence, according to Agenda 2000 and subse-
quent official statements this shall not happen.6 An accession country’s
record in the implementation of existing commitments was used by the EU
as one measure by which to judge the country’s capacity to take on the obli-
gations of full membership.7

The fourth, tacit, requirement is that an enlargement should not imperil
the EU’s financial resources, nor should widening of the EU risk deepen-
ing of the integration process. If there were no changes in the EU policies
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and if accession countries entered the unreformed EU, various early esti-
mates stated that the annual transfers from the EU to those countries would
cost the EU budget about €50 billion a year.8 This is about half of the entire
current annual budget for EU(15). The European Council in Brussels
(2002) set the final operational financial rules that made eastern enlarge-
ment of the EU relatively cheap for the EU, as will be seen below.

In order to assist prospective transition countries, the European Council
in Essen (1994) outlined the EU’s ‘pre-accession strategy’. The key element
is the assistance offered to the select group of transition countries. The
prospective member countries committed themselves, among other things,
to approximate their legislation to that of the EU. The gap in the political,
economic and social organisation and development between the EU and the
potential new members has to narrow, otherwise the new members may not
assume the full set of obligations and enjoy all the benefits of membership.
Europe agreements, a structured dialogue and the PHARE programme are
the major tools of the pre-accession strategy.9 In addition, the European
Council in Cannes (1995) endorsed the White Paper, a reference document
that can guide the prospective member countries through the labyrinth of
EU legislation in order to make the task of accession simpler. Additionally,
in order to ease entry, the EU opened the Technical Assistance Information
Exchange Office (TAIEX) in 1996, providing a one-stop shop where infor-
mation and technical/legal advice on EU legislation, enforcement and infra-
structure can be obtained.

All the necessary conditions for entry into the EU reveal that the Union
has very high discretionary powers and flexibility to select would-be
members, as well as to set the time, pace and conditions of entry.

4. Costs and benefits
ACCESSION COUNTRIES

Accession countries from Central and Eastern Europe share political, secur-
ity and economic reasons for joining the EU. Politically, these countries
have a still young and potentially fragile democratic system. Fragility
comes from unfulfilled grand hopes that the change for the better towards
a market-type democratic system can take place in a relatively short period
of time and at a relatively acceptable cost. Although there is little likelihood
of any immediate threat of an armed conflict in Europe (even though there
are hot spots such as the Balkan peninsula, the Aegean Sea and Cyprus),
there is still apprehension regarding the division of ‘spheres of influence’
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between the West and Russia. The Central, Eastern European and Baltic
states only recently obtained their freedom from the ‘Eastern bloc’. They
have concerns both about preserving their independence from the East and
about ‘losing’ that independence to the West.

With regard to the economic issues, there are important gains for the
accession countries from entry of the EU:

● The major benefit for the accession countries is to secure access to the
huge EU market. This is particularly relevant for the goods that are
politically ‘sensitive’ for the EU (agricultural products, textile, steel,
chemicals), as the accession countries have comparative advantage in
the production of these goods. Entry would mean a kind of ‘insurance
policy’ that the EU trade regime would credibly remain open for their
exports.

● The second gain would be the possibility for labour migration into the
rest of the EU following the specified adjustment period. This may,
however, be a two-edged sword. If the educated and the experienced
leave the accession countries, the productivity in the ‘accession region’
would suffer and funds for the education of experts would be lost.
However, a relatively tight labour market in the rest of the EU(15)
would prevent such a scenario occurring. In addition, experience has
shown that labour migration (wars apart) takes place chiefly when
workers cannot find employment in their country of origin.

● A third benefit from entry includes access to the structural and other
EU funds. All this would give an impetus to strengthen the market
system (van Brabant, 1996).

Structural Aid and the Geography of Production

None of the potential gains from entry to the EU is without risk. In some
cases, the costs are quite serious. Central and East European countries still
have fragile economies that would be exposed to the chill wind of fierce
competition in the Single European Market. Adjustment problems are
well known even for relatively advanced transition economies, as evi-
denced by the difficulties experienced in the former East Germany after
the Anschluss of 1989.10 Gross annual transfers from the western part of
the reunified Germany to the east were about DM 180 billion (€90 billion)
during the 1990s (Table 14.4). Such massive aid to the former East
Germany will be necessary for at least another five years in order to try
to adjust its economy and catch up with the rest of the country. If the
eastern part of the reunited Germany needs such massive annual transfers
of about 4 per cent of west German GDP,11 one shudders to think about
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the volume of potential transfers that will be needed by other accession
countries.12

There have been certain positive results during this ‘catch-up’ process
as exemplified in the doubling of productivity (Table 14.5). However, the
financial cost was immense. The question remains as to whether such
massive aid will be necessary in the medium and long terms. Aid may
kill local incentives to adjust and it may create a structurally dependent
economy out of the former East Germany as happened with the Italian
Mezzogiorno. Welfare has been increased in the former East Germany
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Table 14.5 Convergence indicators for East Germany 1991, 1996 and 1998
(West Germany � 100)

Indicator 1991 1996 2000

Average monthly wages
Gross 48.3 76.7 77.2*
Net 54.8 84.2 86.1*

Productivity
Total economy 34.3 66.8 68.2
Manufacturing 23.9 63.6 69.5
Construction 48.8 75.7 67.8

GDP per capita at current prices 32.8 54.0 59.9

Note: *1998.

Sources: Economic Commission for Europe (1997, p. 30). Wirtschaftsdaten neue
Bundesländer, Bundesministerium für Wirtschaft und Technologie. Berlin, 2001.

Table 14.4 Annual public financial transfersa from western to eastern
Germany, 1991–99 (DM bn)

Transfer 1991 1992 1993 1994 1995 1996 1997 1998b 1999c

Gross 139 152 168 168 185 187 183 189 194
Net 106 115 129 125 140 140 136 141 144

Notes:
a. Including social insurance.
b. Partly estimated.
c. According to the draft budget.

Sources: Herausgeber BMI, Jahresbericht der Bundesregierung zum Stand der Deutschen
Einheit. Berlin, 1998. Data for 1998 and 1999 � Bundestags-Drucksache
13/11472, p. 11.



and, consequently, wages have increased above productivity. Similarly,
the Italian social system prevented wages from falling to competi-
tive levels in the Mezzogiorno. As a result, both southern Italy and the
former East Germany have high unemployment and dependency on
public transfers.

Bearing all these issues in mind, one may ask whether the accession coun-
tries are not, perhaps, aspiring to do too much too soon? Where are the
funds to accommodate the adjustment of the Central and East European
countries to come from? The Maastricht criteria for the EMU and the
Stability and Growth Pact require budgetary cuts throughout the EU. The
Cannes Summit (1995) allocated ‘only’ €6.7 billion to the PHARE pro-
gramme for the 1995–99 period. Therefore, most of the funds will have to
come from the accession countries themselves or from foreign loans.

As for the 2000–06 period, it has been decided to keep the spending limit
for all EU activities at the current level of 1.27 per cent of the total GDP of
the 15 member countries. This limit is combined with strict constraints on
the national public expenditure that are related to the EMU. However,
Agenda 2000 earmarked €45 billion for the 2000–06 period (a kind of
mini-Marshall plan) to be used as pre-accession aid to the accession coun-
tries. During that time, accession countries will be granted €1 billion a year
as structural aid plus €0.5 billion a year for agricultural development.13

Future negotiations about the financing of the EU(25) expenditure
(financial perspective 2007–13) will be much more difficult than was the case
in the past. The EU(15), in particular the eurozone member governments,
will argue against an expansion of the EU budget at a time when they are
making unprecedented efforts at home to cut spending in order to keep
within the rules of the EMU.

In theory, economic integration may, but will not necessarily, bring greater
benefits to the regions/countries that lag behind the centre of economic
activity in their development. However, if production linkages (forward and
backward) are strong and internal to an industry such as in chemicals or
financial services, and if imperfect competition prevails, economic integra-
tion would trigger agglomeration tendencies. If those linkages are not
limited to a relatively narrow industry group, but are strong across industries
and sectors, integration would produce agglomeration tendencies in select
spots. If labour is not mobile, the whole process would tend to open up new
and widen the existing regional wage differentials (Venables, 1996a).
Although this may produce deindustrialisation tendencies in the peripheral
regions, it does not mean that integration is not desirable. For instance, edu-
cation and regional policies increased the attractiveness of Spain, Finland
and Ireland as locations for various manufacturing industries, as discovered
by EU and foreign investors.
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As for the structure of industrial geography of production in the EU and
relying on the study by Midelfart-Knarvik et al. (2000, pp. 46–7), the obser-
vation is that the EU countries became more specialised from the early 1980s
than was previously the case. This confirms the theoretical expectations of
standard, neo-classical and new theories of economic integration. A new
pattern of industrial production is emerging in the EU. The major features
of this divergence process in the geography of industrial production are that
this process is slow and does not provoke great adjustment costs; the
most remarkable change in the geography of production was the spread-
ing of relatively high-technology and high-skill industries towards the EU
periphery (Ireland and Finland); and that the availability of highly skilled
and educated workers is becoming an increasingly important determinant
for industrial location.

Acquis Communautaire

Economic transition towards a market-type system is in itself a lengthy and
costly process. Furthermore, to accept and to implement a continuously
evolving acquis communautaire is costly not only for the new members, but
also for the countries that are already in the EU. Being less developed, the
accession countries have both a lower financial, technical and administra-
tive capacity, and require a greater degree of reform to incorporate and
‘digest’ the EU rules. Many things are highly regulated in the EU. They
include not only health, environment and consumer protection, but also
safety at work and social standards. Many of those items do not directly
increase productivity. With an out-of-date capital stock, there is a dilemma
in the accession countries. Should they invest scarce capital first into upgrad-
ing output potential or do something else or both (in what proportion)?14

The cyanide spill in Romania (2000) was the worst ecological disaster
since the Chernobyl nuclear accident (1986). It reminded everyone of the
gravity of the problem in the accession countries.15 The environmental
dimension of the acquis communautaire has 320 pieces of ‘green’ legisla-
tion. To implement all those laws could cost the ten transition accession
countries as much as €110 billion over a decade.16 Table 14.6 provides infor-
mation on part of these harmonisation costs that deal with water, air and
waste standards in six selected accession countries. The EU would offer
some financial support to these countries in order to ease the burden of
meeting the entry criteria, but most of the funds would have to come from
the new member countries themselves.17 Can these costs be compensated
for by the potential benefits that would come from the entry? If so, how can
one measure that? How long would it take? Is such an investment justified
at this moment? Public opinion polls in transition countries rank concern
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for the environment much lower than health care, education, security and
the economy.

All these data reveal that a number of accession countries are not only
considerably worse off than current EU members, but they still constitute
a distinct structural class by themselves. The difference in income per
capita, as well as investment needed to comply with the acquis communau-
taire between the accession countries and that of the EU(15) is not only
structural, but also huge.

The benefit side of these investments is hard to measure and is unfortu-
nately often forgotten. Safe water free of toxins or pollutants, pure air and
secure handling of waste would contribute both to an improvement in the
quality of life and savings in resources. For example, it is estimated that by
cutting air pollution, all accession countries could avoid between 43 000
and 180 000 cases of chronic bronchitis and between 15 000 and 34 000
premature deaths. The cumulative value of these benefits to the acces-
sion countries until 2020 is estimated to be in the range of €134–681
billion.18 Having to accept and implement expensive acquis communautaire,
Central and East European member countries expect an inflow of FDI as
compensation.

Even though the European Commission noted in its annual enlargement
reports (2003) that accession countries have made meaningful progress in
the adjustment of their economies in relation to the EU(15), serious flaws
still persist. They include weaknesses in administrative capacity,19 excessive
public expenditure, underperforming judicial systems, public sector internal
auditing and widespread corruption. For example, Poland, a country that
presents the biggest enlargement challenge slowed down all reforms and did
little to reduce its public expenditure and deficit throughout 2003. However,
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Table 14.6 What would it cost six accession countries to reach the EU
environmental standards? (€bn)

Country Water Air Waste Total investment Total per capita
(maximum) (maximum)

Poland 18.1 13.9 3.3 35.2 927
Hungary 6.6 2.7 4.4 13.7 1 306
Czech R. 3.3 6.4 3.8 12.4 1 427
Slovakia 1.9 1.9 1.6 5.4 760
Estonia 1.5 n.a. n.a. 1.5 n.a.
Slovenia n.a. 0.7 1.1 1.8 n.a.

Source: European Parliament, ‘La politique de l’environnement et l’élargissement’, Fiche
thématique no. 17, Luxembourg, 23 March 1998, p. 15.



even the EU’s administrative capacity is far from perfect. This can be seen
from the annual reports by the EU Court of Auditors.

Economic and Monetary Union

The theory of international monetary integration is based on criteria which
include factor mobility, openness of the economy, similar rates of unem-
ployment, diversification of the economic structure, coordination of eco-
nomic policies and comparable rates of inflation between the integrating
countries (Jovanović, 1998a, pp. 170–85). The Maastricht Treaty brought
conditions for the EMU that are not known in the theory of monetary inte-
gration. A sceptic might say that this is the reason why the eurozone may
work! In any case, if transaction costs remain significant and if there is a
danger that comes from the exchange risk, then the EMU might give sta-
bility and an additional impetus to the expansion of intra-EU trade.

Let us recall the Maastricht criteria for the EMU:

● a high degree of price stability (low inflation);
● a sound public finance position (budget deficit of maximum 3 per

cent of the GDP);
● national debt of less than 60 per cent of GDP;
● no devaluation within the exchange rate mechanism for at least two

preceding years; and
● the national interest rate needs to be within the 2 per cent margin of

the three best performing countries.

The criteria for the EMU may create some barriers for accession to the
EU. Agenda 2000 and subsequent documents state that each accession
country is required to apply, implement and enforce the acquis communau-
taire upon accession. In order to safeguard the EU competition rules, those
measures that relate to the Single European Market should be applied
immediately upon accession.20 Being out of the EMU, a new member
country’s currency may be the target for a speculative attack on the cur-
rency market that the country may not be able to withstand.21 The country
may alter the rate of exchange. By doing so, trade flows and free competi-
tion in the Single European Market could be jeopardised. Hence the need
for the accession countries to join the eurozone. The three EU(15) member
countries that are currently out of the eurozone should not be taken as best
precedents for the accession countries. The ‘three’ are already fully adjusted
EU members with stable and developed economies. It would be difficult to
manage the EU(25) economy if one half of the EU uses the euro while the
other half does not.
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If the macroeconomic situation remains stable in the future, many
accession countries may not have great difficulty in satisfying most
(inflation apart) of the loosely interpreted Maastricht criteria for the EMU
(Tables 14.7 to 14.10).22 All accession countries have growing economies,
which is a very positive development. The problem is to maintain this posi-
tive differential growth rate over and (well) above the EU rate for a long
period of time in order to catch up with the EU level of development.
A relatively stable catch-up process with the EU may well require a rate of
inflation that may be over and above the norms required by the EMU. This
is a very real conflict between the demand for an accelerated growth and the
EMU request for the stability both in prices and in the exchange rate. Long-
run growth projections predict that it may take about 30 years (one gener-
ation) for most of the Central and Eastern European countries to catch up
with the income levels in ‘low income’ EU countries (Table 14.11).23 With
average income per capita about half the EU average, Central and East
European countries need continuous economic growth. For them this
may be a much more important sign of economic success than an early
eurozone entry.
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Table 14.7 Government deficit(�)/surplus(�) in the EU, accession
countries and Turkey, 1997–2004 (% of GDP)

Country 1997 1998 1999 2000 2001 2002 2003* 2004*

EU �2.4 �1.6 �1.3 2.0 �1.6 �2.2 �2.5 �2.4
Bulgaria �0.3 1.3 0.2 �0.6 1.7 �0.7 �0.6 �0.5
Cyprus �5.3 �5.6 �5.0 �2.7 �3.0 �3.5 �4.0 �3.5
Czech �2.7 �4.5 �3.2 �3.3 �5.5 �6.5 �6.3 �5.9

Republic
Estonia 2.0 �0.4 �4.0 �0.4 0.2 1.3 �0.5 �0.6
Hungary �6.8 �8.0 �5.3 �3.0 �4.1 �9.1 �4.9 �3.7
Latvia �0.2 �0.7 �5.3 �2.7 �1.6 �2.5 �2.9 �2.6
Lithuania �1.1 �3.1 �5.6 �2.7 �1.9 �1.8 �1.9 �2.0
Malta �10.7 �10.8 �8.3 �7.0 �7.0 �6.1 �5.2 �4.1
Poland �4.3 �2.3 �1.5 �1.8 �3.9 �4.2 �4.2 �4.0
Romania �4.5 �3.2 �4.5 �4.5 �3.4 �2.6 �2.7 �2.7
Slovakia �5.5 �4.7 �6.4 �12.8 �5.6 �7.7 �5.3 �3.8
Slovenia �1.9 �2.3 �2.2 �3.2 �2.5 �1.8 �1.5 �1.2
Turkey* �13.0 �12.0 �19.0 �6.0 �29.0 �13.7 �9.8 �6.9

Note: *Estimates and projections.

Sources: Eurostat (2003) and European Economy (2003a).



Monetary policy in the Central and East European countries may gain
in general credibility and stability inside the eurozone, but different growth
priorities and asymmetric shocks relative to other eurozone countries may
introduce tensions within the EMU. While the eurozone may serve the
interest of many of the 12 participating member countries fairly well, this
may not be the case for an EMU of perhaps 27 member countries. This
difficulty is compounded with the Governing Council’s voting system in
which each participating country has one vote. A reduction in the weight
of small countries in the decision making process may be necessary in the
future (de Grauwe, 2002).

Agriculture

Farm gate prices in the accession countries were on average within a range
of 40 to 80 per cent of the EU level which is guaranteed by the Common
Agricultural Policy (CAP).24 If the unreformed CAP prices were to apply
directly in the accession countries, that would give a strong boost to output
of both crop (cereals, oilseeds and sugar) and livestock production, as well
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Table 14.8 National debt in the EU, accession countries and Turkey,
1997–2004 (% of GDP)

Country 1997 1998 1999 2000 2001 2002 2003* 2004*

EU 71.0 68.8 67.7 63.8 63.1 62.7 63.5 63.2
Bulgaria 105.1 79.6 79.3 73.6 66.4 53.0 52.0 –
Cyprus 57.7 60.1 56.8 54.6 55.6 58.6 61.2 –
Czech 13.0 13.7 14.5 16.6 23.3 27.1 29.6 –
Republic

Estonia 6.9 6.0 6.5 5.1 4.8 5.8 5.5 –
Hungary 64.2 61.9 61.2 55.5 53.4 56.3 56.8 –
Latvia 12.0 10.6 13.7 13.9 15.7 15.2 19.2 –
Lithuania 15.7 17.1 23.4 24.3 23.4 22.7 22.9 –
Malta 51.5 64.9 60.8 61.3 66.1 66.4 66.9 –
Poland 46.9 41.6 42.7 37.2 37.3 41.8 43.3 –
Romania 16.5 18.0 24.0 23.9 23.1 22.7 23.7 –
Slovakia 28.8 28.9 43.8 46.9 48.1 42.6 41.8 –
Slovenia 23.2 25.1 26.4 27.6 27.5 28.3 27.8 –
Turkey 53.0 50.0 67.4 57.6 105.4 95.0 86.3 –

Note: *Estimates and projections.

Sources: Eurostat (2003) and European Economy (2003a).



as milk. At the same time, an increase in the price of farm goods in the
accession countries could provoke social tensions. These price hikes would
severely hit social groups such as the retired and the unemployed, unless
their income situation is improved. However, it would be difficult to con-
vince the accession countries not to increase farm production, unless they
can see clear signs that the CAP is undergoing reform prior to their entry.
One thing was clear: enlargement of the EU could not easily proceed
without a prior change in the CAP. A deep reform of the CAP would test
the actual seriousness of the EU about enlargement.

The eastern enlargement would also introduce a practical problem of how
to operate country-specific transitional arrangements. If, for example, align-
ment of the prices of agricultural products between the EU and Hungary
takes place at a different rate from alignment of prices in Poland, it would
be necessary to impose tariffs, not only between the accession countries and
EU(15), but also between the accession countries themselves.

Introduced in the 1960s, the CAP was an instrument for ensuring security
in food supplies and a means for the protection of income of farmers. As
food shortages were eliminated, as the EU started to dispose of surpluses of
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Table 14.9 Growth rate of GDP in the EU, accession countries and
Turkey, 1997–2004 (% change over preceding year)

Country 1997 1998 1999 2000 2001 2002 2003* 2004*

EU 2.5 2.9 2.8 3.4 1.6 0.9 1.3 2.4
Bulgaria �5.6 4.0 2.3 5.4 4.0 4.0 4.5 5.0
Cyprus 2.4 5.0 4.5 5.1 4.1 1.8 2.0 3.8
Czech �0.8 �1.0 0.5 3.2 3.6 3.6 2.8 3.9
Republic

Estonia 9.8 4.6 �0.6 7.1 5.0 3.5 4.9 5.1
Hungary 4.6 4.9 4.1 5.2 3.8 3.5 3.7 4.1
Latvia 8.4 4.8 2.8 6.8 7.7 5.0 5.5 6.0
Lithuania 7.3 5.1 �3.9 3.8 5.9 4.0 4.5 5.0
Malta 4.8 3.4 4.0 5.5 �0.8 2.5 3.1 3.7
Poland 6.8 4.8 4.0 4.0 1.1 1.4 2.5 3.7
Romania �6.0 �4.8 �1.1 1.8 5.2 4.5 4.9 5.0
Slovakia 5.6 4.0 1.3 2.2 3.3 3.6 3.7 4.5
Slovenia 4.6 3.8 5.2 4.6 3.0 3.0 3.4 3.7
Turkey 7.5 3.0 �4.7 7.4 �7.4 3.7 3.7 4.5

Note: *Estimates and projections.

Sources: UNECE (2003); Eurostat (2003); and European Economy (2003a).



agricultural output and as farmers’ income was largely safeguarded against
unfavourable developments, EU concern shifted towards food safety and
protection of the environment. This last concern is of great importance, as
the accession countries have a legacy of serious environmental damage.

Reform of the CAP represents one of the most serious challenges for the
EU. It would have consequences both for the EU internal operation, for
external economic relations and for enlargement. A reform plan, proposed
in mid-2002, would break the link between intervention and production.
Farm subsidies would be linked to rural conservation. In addition, export
subsidies would be significantly reduced. However, this attempt to reform
the CAP was deferred by France (with Germany’s support) until 2006 when
the new financial perspective (2007–13) is to be finalised. In addition,
Britain, Germany, the Netherlands and Sweden are particularly concerned
about future farm spending. These countries would like to see a certain
reform of the CAP before the EU offers potentially generous subsidies to
farmers in the accession countries. This is important as the EU(15)
has about 7 million farmers, while Central and East European countries
would bring an additional 3.8 million.25 The lobbying and voting power
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Table 14.10 Annual rate of inflation in the EU, accession countries and
Turkey, 1997–2004 (%)

Country 1997 1998 1999 2000 2001 2002 2003* 2004*

EU 2.1 1.8 1.3 2.5 2.6 2.2 2.1 1.7
Bulgaria 1 082.6 18.7 2.6 10.3 7.4 5.8 4.5 4.0
Cyprus 3.3 2.3 1.1 4.9 2.0 2.8 4.3 2.2
Czech 8.0 9.7 1.8 3.9 4.5 1.8 1.5 2.8
Republic

Estonia 9.3 8.8 3.1 3.9 5.6 3.5 3.5 4.0
Hungary 18.5 14.2 10.0 10.0 9.1 5.4 5.0 4.5
Latvia 8.1 4.3 2.1 2.6 2.5 1.9 2.5 3.0
Lithuania 8.8 5.0 0.7 0.9 1.3 0.4 1.0 2.5
Malta 2.6 2.3 2.3 3.1 3.0 2.5 2.7 2.4
Poland 15.0 11.8 7.2 10.1 5.3 1.9 1.1 2.3
Romania 154.9 59.1 45.8 45.7 34.5 22.5 16.0 11.8
Slovakia 6.1 6.7 10.5 12.0 7.3 3.3 8.8 7.4
Slovenia 8.3 7.9 6.1 8.9 8.6 7.6 6.0 5.5
Turkey 85.7 84.6 64.9 54.9 54.4 45.0 25.9 18.0

Note: *Estimates and projections.

Sources: UNECE (2003); Eurostat (2003); and European Economy (2003a).



of farmers in the enlarged EU would increase in theory, but in practice it
may be difficult to organise them because of their different interests and
priorities. In any case, enlargement without a reform of the CAP would not
be affordable for the EU.

France and Germany were the driving force behind the European Council
in Brussels (24–25 October 2002) deal that brought the ‘adjustment’ (limit)
of the future CAP payments in the light of the forthcoming enlargement.
From 2006, total CAP subsidies would have a ceiling. This would keep pay-
ments static at current levels during the 2007–13 period with the possibility
of a small inflation-proof increase of 1 per cent per year. In real terms, these
payments would almost certainly decline steadily. Subsidies to farmers in
new member countries would be limited to only 25 per cent of those paid to
farmers in the EU(15) in 2004. However, the payments to farmers would be
gradually brought into parity by 2013. EU farmers would lose from this deal
over the coming decade, and this would hit the influential French lobby
hard. Therefore, France has made a significant enlargement-related conces-
sion. Farmers in the new member countries could no longer anticipate hefty
subsidies from Brussels, but most others would gain: in particular, EU
consumers and potential exporters to the EU.
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Table 14.11 Period needed to reach 75% of the EU(15) average GDP per
capita

Country Annual growth rate Period needed to 
reach 75% of

Assumption Average achieved EU GDP per 
From 2004 1995–2002 capita in years

Bulgaria 5.0 0.5 40
Cyprus 3.8 3.6 1
Czech Republic 3.9 1.7 19
Estonia 5.1 4.9 23
Hungary 4.1 3.9 24
Latvia 6.0 5.6 24
Lithuania 5.0 3.9 28
Malta 3.7 3.3 25
Poland 3.7 3.9 50
Romania 5.0 0.4 44
Slovakia 4.5 3.7 22
Slovenia 3.7 3.9 7
Turkey 4.5 2.9 61

Source: European Economy (July 2003b, p. 10).



EUROPEAN UNION

The European Union is generally interested in enlargement for various
political, security, ecological and economic reasons. Key EU values would
be secured in countries that desperately want them. What, however, the
accession countries would actually contribute to the EU’s economy is less
easy to discern. One negative organisational aspect of the enlargement
process is that the EU may become cumbersome and ungovernable. The
enlarged EU may turn into an extended free trade area. In addition, the
entry of 12 Central and East European countries and Turkey would
increase the EU population by 46 per cent, while the volume of the EU’s
GDP would increase only 7 per cent at current prices and 15 per cent at PPS
(Table 14.12) which is roughly comparable to the Dutch GDP.

Is the ‘eastern’ market, with relatively cheap labour and certain possi-
bilities for investment,26 an opportunity or a threat for the EU? Germany
and Austria fear that eastern enlargement would set off an annual inflow
of more than 300 000 immigrants (OECD, 2003c, p. 85). This would
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Table 14.12 Total GDP at current prices and in purchasing power standard
in the EU, candidate countries and Turkey in 2001

Country € billion € billion PPS

Bulgaria 15.2 51.8
Cyprus 10.2 12.5
Czech Republic 63.3 126.2
Estonia 6.2 13.4
Hungary 58.0 121.0
Latvia 5.5 18.2
Lithuania 13.4 30.5
Malta 4.0 –
Poland 196.7 355.9
Romania 44.4 131.3
Slovakia 22.3 58.0
Slovenia 20.9 31.8
Turkey 164.6 357.3

13 Candidate countries 627.7 1 317.8
EU(15) 8 814.8 8 814.8
% of EU(15) 7.1 15.0

Source: Eurostat (2003).



amount to over 3 million over a decade. Workers from the accession
countries would get preferential treatment in the EU labour market over
others that come from non-EU countries. However, there is a five-year
transition period, which may be extended for another two years, before
these workers are at liberty to work anywhere in the EU. Austria and
Germany are authorised to introduce safeguards in sensitive industries in
certain regions. When Spain and Portugal entered the EU they had a
seven-year transition period before full labour mobility was granted.
However, when labour mobility became fully free, there was no large
labour migration flow to the rest of the EU partner countries. In any
case, there are no expectations of any significant labour migrations from
Central and Eastern Europe towards the rest of the EU(25). These coun-
tries would also be affected by the general European demographic trends.
This is because the citizens from the new member countries do not have
the right to obtain paid employment in the EU(15) until 2009. However,
at the end of the decade, the demographic trends in the new member
countries are such that they would have labour shortage.

The potential economic and political gains for the EU need to be com-
bined with at least two potential economic costs that are often mentioned.

● The first is the need to finance the adjustment of the accession coun-
tries to the acquis communautaire and to the Maastricht criteria for
the eurozone.27 In a situation with serious austerity measures in the
EU countries, the question is, where would the funds come from?
The European Council in Brussels (2002) put a cap on all EU expen-
diture in order to make enlargement cheap for the EU in financial
terms.

● The second ‘cost’(?) could come from the (potential) loss of jobs and
business in the ‘sensitive’ manufacturing industries and in agriculture
in the EU because of the penetration of goods from the east. There
may be strong lobby pressure on policy makers in certain countries
to slow down eastern enlargement and/or demand compensation
from the EU. This second ‘cost’ may be exaggerated. As a result of
the signing of Europe agreements, ‘sensitive’ manufactured goods
from the accession countries now enter the EU mainly free of tariff
and quantitative restrictions. The major continuing barriers are
chiefly anti-dumping measures. In addition, exports of sensitive
products from the accession countries to the EU have not expanded
relative to other products since the 1980s. Hence, one should not
expect a surge in accession countries’ exports of sensitive manufac-
tured products to the EU as a consequence of accession.
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The production structure in the accession countries within each of the
three broad economic sectors is very different from the prevailing structure
in the existing EU(15). If the gains from trade depend on the extent of these
differences, the (private) gains should be correspondingly large. Hence, a
surge of ‘sensitive’ imports from the accession countries by the EU may be
welcome. The job losses in the sensitive sectors will be more than made up
for by expansion in the non-sensitive industries.28 This approach is hotly
disputed by politicians and well-entrenched lobbies, but if economists have
only one thing to say about adjustment ‘costs’, then this is it.

The problem with such debates about the employment effect of trade lib-
eralisation (in the countries with developed and stable economies) are
based on ‘a fallacy of composition, that the effect of productivity increase
in a given industry on the number of jobs in that industry is very different
from the effect of a productivity increase in the economy as a whole on the
total number of jobs’ (Krugman, 1998b, pp. 16–17). The negative impact of
jobs going ‘south’ on a large scale has not materialised in practice and the
net effect on the US job market might even have been positive.

In the medium term, southern EU countries need not fear the eastern
enlargement of the EU and the potential ‘exodus’ of jobs to Central and
Eastern Europe because of lower wages there. If there is no adjustment
‘pain’ for these southern countries, there may also be little ‘gain’ from
enlargement. If firms were looking only for low-cost production locations,
then China and India may be superior long-term choices than countries in
Central and Eastern Europe. If relatively low wages were the only deter-
mining factor for the location of production, then the EU would already
have been flooded with cheap goods from those countries. Factors such as
productivity, the capital stock, size and growth of the market and stability
often play a more decisive role for investors than mere differences in
nominal wages. But this may change in the future in the accession countries.
For example, Peugeot-Citroën announced in 2003 that it intends to invest
and to locate a large (€700 million) car assembly factory in Slovakia. The
factory would start production of about 300 000 small cars in 2006. The
management intends to be closer to fast-growing markets in accession
countries and to profit from wage rates that are a fifth of those paid in the
EU(15) for similar operations. Earlier plants established by Western com-
panies in Central and Eastern Europe were often only additions to their
Western plants. This one will serve as a replacement plant.29 Even though
similar stories to this one may be repeated in the region, this ‘eastern region’
is still too small to impact significantly on total production and real income
elsewhere in the EU.

The most important argument about the employment impact of the
eastern enlargement of EU has, unfortunately, not yet made its way into
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the public consciousness. It has also put certain academic debates on the
wrong foot. The eastern enlargement may create certain new jobs or at
least keep the existing ‘higher-quality’ jobs in the EU. Isolated and highly
publicised stories about the closure of a firm due to the enlargement are
not typical for the whole EU economy. These stories need to be seen in the
context of a bigger picture. Because of the start of the EMU in the major-
ity of EU countries, the average unemployment rate over the coming years
will be to a large extent at the level chosen by the European Central Bank.
The ECB may pay little or no regard to the situation in the EU trade
balance with the accession countries. This is important if one bears in
mind that the total annual merchandise trade of the accession countries
with the EU(15) in recent years is twice as much as the EU(15) trade with
‘small’ Switzerland alone.

Spain, France and Austria (with tacit support from a number of other
countries) were cautious about the enlargement of the EU. Spain has two
national fears that can be substantiated. First, there may be an inflow of
cheap fruit and vegetables from the east in EU(15) which would put Spain’s
market share for these goods at risk. Second, expenditure from generous
structural funds would be directed eastwards to the detriment of the
beneficiaries in Spain. Following the EU enlargement, Spain will cease to
qualify for much of the relatively generous EU regional aid that it currently
receives. Indeed, Spain may even become a net contributor to the EU
budget. Therefore, it has a vested interest in keeping EU expenditure under
strict control. France has reservations about the overall capacity (among
other things) of the accession countries to accept all the obligations that are
required for EU membership.

It should be remembered that European integration started in the early
1950s, not for economic reasons, but rather to preserve peace. The polit-
ical goal (through economic means) was to ensure that war between
Germany and France would be impossible. The southern enlargements of
the EU, although costly in financial terms, had the objective of stabilising
democracy in Greece, Spain and Portugal following a period of dictator-
ship. Identical arguments can be used regarding the eastern enlargement of
the EU. As for Cyprus, reunification of the country and a reduction in ten-
sions in the eastern Mediterranean region may be among the goals.
Stability and predictability at the eastern border is in the interest of the
EU. If the EU wants to play a more prominent role in geopolitics, then
eastern enlargement has to take place. Enlargement is not a charity. It is in
the EU’s self-interest. Ecological and certain economic factors also apply.
In addition, modernisation of the Central and East European countries
may create and keep certain high-technology jobs in manufacturing and
services in EU(15).
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5. Disillusionment
The Treaty of Nice is popularly portrayed as the act that allowed the new
EU enlargement. However, the member countries of the EU(15), in par-
ticular the large member countries, preserved certain influence in the new
voting structure. Nevertheless, the Byzantine voting system will put the
EU(25+) on track for a train crash as far as quick action is concerned. No
bloc of member countries, indeed no two blocs, would be able to force
through any policy, but nearly any single bloc would have the ability to veto
any policy. And there is no shortage of topics that would face harsh clashes
of interest. Hence, one may predict that the basic (economic) policy struc-
ture of the EU would remain as it is.

Consideration of the issues of the timing and terms of the new EU
enlargement has been highly speculative. Entry depends on the political will
(and the funds) of the EU countries. However, the funds and the political
will existed even when Spain and Portugal were negotiating entry with the
EU during the 1980s, but their entry took several years more than expected
and it was almost another decade before they got to full speed with the rest
of EU. In addition, the Iberian enlargement of the EU was technically and
economically much simpler than the accession of Central and East
European transition countries.

The overriding goal of the EU is to safeguard the efficient operation of
its Single European Market. This means that a multispeed EU needs to be
avoided as much as possible. Thus, there may be a sufficiently long pre-
accession period tailored to the individual conditions of each new country
in order to absorb the acquis communautaire. This would eliminate the need
for the unnecessary post-entry transition period. However, all this is highly
speculative as the acquis communautaire will be different in the year 2004
from what it was when enlargement negotiations started. Only in 2003 the
acquis communautaire was ‘enriched’ by 2348 new regulations. To make
matters worse, more and tougher rules are on the horizon. It is true that
most of them have a limited time duration. However, the new member
countries have a race against ever-shifting goalposts. This would not be a
problem for Cyprus as Agenda 2000 does not expect any major obstacle
regarding the adoption, implementation and enforcement of the acquis
communautaire in the southern part of the country.30

When the EU last accepted ‘poor countries’ (Spain and Portugal in
1986), the European Community, as it was then called, was not a single
market for goods, services, capital and labour. The EU deepened integra-
tion and the EMU was introduced in 1999. Even though Spain and
Portugal were ‘poor’ countries, they were market economies. With this in
mind, the chances of even the most advanced Central and East European
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countries of accepting, implementing and enforcing the acquis communau-
taire in full seem bleak for quite some time in the future.

The European Union has few incentives and limited funds to accept coun-
tries with economic structures that are significantly different from its own.
Such an attitude may seem hypocritical since the West has spent almost half
a century encouraging those countries to join the free market and demo-
cratic world. Accession countries also need to exercise patience. Jovanović
(1997b, p. 368) argued from the vantage point of 1997, that if all goes well,
that is, if all entry negotiations proceeded smoothly including ratification in
all the involved countries and a post-entry adjustment period of about a
decade, then it would take even the most advanced Central and East
European countries some 15–20 years to become full members of the EU.

A clear message to accession countries came from the head of the
European Commission’s DG for Enlargement in 2000.31 These countries
should not attach too much importance to the date of accession, but rather
to the essential issue: quality of the accession, that is, respect for the acces-
sion criteria. To set at that time a firm date for entry might be a mistake, as
it might lock the EU in a promise it might regret. The enlargement should
take place in such a way as to be beneficial both to the existing EU member
countries and to the Central and East European countries. In addition, the
EU has to remain strong after enlargement. The European Commission
would recommend access only if the accession country can respect rights
and duties from the first day of accession.32 Such a clear and open message
contributed to a drop in enthusiasm among the accession countries for
rapid entry. The Convention on the Future of Europe (2002–03) on the
institutional reform of the EU raised new doubts among the Central and
East European countries, which feared that the accession would be made
subject to new conditions or that something was being plotted against
them. Expectation fatigue was taking its toll. None the less, the European
Commission considered that Cyprus, the Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Malta, Poland, Slovakia and Slovenia would
be ready for EU membership from May 2004. Bulgaria and Romania are
expected to be ready for accession in 2007 (European Commission, 2002a,
pp. 33–4).

Is it necessary to move so fast with the eastern enlargement? It may be true
that the Central and East European countries have ‘no alternative’but to join
the EU. It is also true that they have survived a ‘big boom’ adjustment fol-
lowing the transition process. However, the ‘big boom’was a one-time affair.
Integration in the EU is a constantly evolving process. Unless the Central
and East European countries are well prepared, they may face similar prob-
lems to those that Germany encountered with the absorption of the eastern
part of the country.33
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Can the accession countries repeat the relative economic and develop-
ment success of Ireland? One has to bear in mind that Ireland is a relatively
small country (population 3.7 million). Its story resembles those of
Singapore and Hong Kong. Ireland created a business-friendly environ-
ment for new-technology firms and FDI. A relatively small amount of
foreign investment could have a powerful impact on a small economy such
as Ireland. In addition, over a long period, Ireland unlike Greece used EU
funds for infrastructure projects of lasting value. Greece, on the other hand,
lagged behind other EU countries for years following its EU entry. There is
a serious concern that with Poland on board, the EU may be burdened with
a much larger version of Greece for years to come.

6. Cost of enlargement
What will the financial cost of enlargement be for the EU(15)? Since
Agenda 2000 (1997) and the European Council in Berlin (1999), there has
been an overall cap on the total receipts that any EU member state may get
from the EU: 4 per cent of the recipient country’s GDP. As the total GDP
of 12 accession countries plus Turkey is rather small (7 per cent of the total
EU GDP in 2001), the actual cost of enlargement for the EU need not get
out of hand and should be relatively small.

The European Council in Copenhagen (12–13 December 2002) and pre-
viously in Brussels (2002)34 reconfirmed its Berlin (1999)35 decision that
the ceiling for enlargement-related expenditure set out for 2004–06 must
be respected. That is to say that total EU expenditure must fit into own
resources that are limited to 1.27 per cent of the combined EU GDP of
all member countries. Therefore, the EU has very little room for man-
oeuvre in which to enlarge its funds. During the three years from 2004 to
2006, ‘of the €25.1 billion in payments for the period, €14.1 billion will be
covered by new member states’ contributions, so that the net cost for the
EU(15) would be €10.3 billion’ (Enlargement Weekly, 28 January 2003)
Consequently, the actual annual net ‘cost’ of the eastern enlargement will
be €3.4 billion (or less than €10 per EU(15) citizen).36 From 2005 there
will be very tough negotiations and horse-trading in order to define the
new financial perspective for the 2007–13 period. If one recalls the CAP
adjustment deal, full equality of the accession countries with the rest of
the EU(15) will not come before 2013. Before that, the new member coun-
tries will in certain respects be second-class citizens. In any case, the EU
will enter a much more difficult phase of integration in 2006 than most
people imagine.
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The fact that public transfers to agriculture, and on regional policy
grounds, are to be limited is surely a good thing. Aid has never helped
anyone in the medium and long terms. The Central and East European
countries need private investment, not public aid. Many would argue that
public investment is a ‘good thing’. If devoted to infrastructural public
goods, it can be. But much gets lost on the way. The administrative capacity
of public officials in the Central and East European countries to handle
projects in a new way still needs to be strengthened.37 There are fears that
a lot of EU aid goes to the general budget, allowing local ex-communists
to pursue policies for which there is little or weak democratic support
and accountability, as well as to prop up lost causes, rather than to assist
promising projects which require assistance only in their initial phase.

The European Council in Brussels (2002) brought in two safeguard
clauses; one regarding the internal market and the other in the area of
justice and home affairs, of up to three years’duration after accession. These
measures may be invoked even before accession and the ‘duration of such
measures may extend beyond the three-year period’.38 Hence, the message
from the European Council to the accession countries was: ‘We warmly
welcome you to our club. But from today we are watching you closely apply-
ing and enforcing “our”rules. Any mistake and you will pay for that. And do
not forget, your dreams about big money from our kitty will remain just that.
Dreams’. What an unfriendly message regarding investment, particularly
private investment, in and towards the accession countries! If there is a
‘mishap’, the introduction of EU safeguards may easily jeopardise returns
on an investment.

7. Conclusion
When full integration with the EU was first discussed at the beginning of
the 1990s and when it was merely a remote possibility, everyone was enthu-
siastic about it. As the date of entry approached, the more this enthusiasm
evaporated and serious doubts emerged. Some say that the EU carried out
a promise that many now wish had never been made – at least not so
quickly. The general mood is one of anxiety, rather than of celebration. The
leaders failed to explain to citizens the benefits of this enlargement. Others
rejoice: enlargement, as such, is a very good thing as it marks the end of the
East–West divide in Europe. But, if European integration is such a pro-
found and necessary process, can one explain why Europe consisted of 32
countries in 1990, while it now has 48? Festivities and fulsome speeches
cannot, however, disguise distrust and discontent beneath the surface.
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They cannot mask the sombre fact that almost all the EU(15) countries
slammed the doors against the free movement of labour from Central and
East European member countries.39 Would this all play into the hands of
Euro-sceptics? Would the basic geopolitical principle that nations always
act in their own self-interest prevail in the EU? 
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3. Although it has never been the public position of the EU, there are influential voices that
reflect serious privately expressed anxiety of many officials that the EU is storing up
trouble by embracing Turkey. The worry is that if Turkey enters the EU, then the biggest
EU country could be ‘south-east European’. For example, a prominent Christian
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Mexico and a possible loss of jobs in the American economy (‘giant sucking sound’ of
jobs moving south (The Economist, 18 September 1993, p. 51)), only 117 000 Americans
have applied for the benefits offered to workers displaced by the free trade agreement.
If this is compared with the 1.5 million who lose their jobs each year from factory clos-
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O LORD, I know the way of men is not in himself;
It is not in man who walks to direct his own steps.

O LORD, correct me, but with justice;
Not in Your anger, lest You bring me to nothing.

Jeremiah 10:23, 24

15 Conclusion

The objective of this book is to provide an introduction to the origin, evo-
lution, operation, problems, successes, failures and possible prospects for
economic integration in Europe under the auspices of the EU. It is timely to
recall in these concluding comments that the evolution and possible pro-
spects for the EU canfit into eight broad and sometimes overlapping periods:

● creation and growth (1957–68);
● consolidation and first enlargement (1969–73);
● ‘Eurosclerosis’ (1974–84);
● Euro-activism (1985–92) which culminated in the creation of the

Single European Market (1993–);
● creation and maintenance of the eurozone (1999–);
● eastern enlargement and its absorption (2004–13);
● aspiration to create the most competitive and dynamic knowledge-

based economy in the world (2001–10); and
● coping with problems provoked by demographical developments

such as equilibrium in the labour market, pensions, immigration and
public expenditure (2010–50).

In order to face current and imminent challenges, the EU is trying to
change. Following the second Irish referendum in 2002, the Treaty of Nice
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was duly ratified. Hence, before eastern enlargement the EU(15) member
countries preserved their blocking influence in the decision-making process.1

It would be very difficult to introduce a new and controversial policy in the
EU, as well as to change radically the acquis communautaire. Any reaction
to new challenges could potentially be very slow and difficult, while the
voting structure in the EU(25) makes the blocking of new initiatives rela-
tively swift and easy. In addition, the EU(15) limited its total expenditure in
advance of enlargement. Hence, the basic structure of the EU may remain
as it is for quite some time in the future.

The key procedure in the EU has been that all member countries try to
move together or not at all (one-size-fits-all). This was not always easy
to apply even among the EU 15 member states. It does not seem to be
operationally feasible in an enlarged EU. So, would ‘flexibility’ make the
enlarged EU of almost 30 countries more manageable? Would flexibility, that
is, a multispeed organisation of the EU, make it more viable? Would
it strengthen or weaken the EU?

Notwithstanding political declarations and aspirations about unity,
Europe, as a continent, can be divided into at least ten groups of countries
that move at different ‘speeds’:

● The first and fastest group includes the 12 eurozone countries.
● Even within the first group there is a subgroup that includes big

countries (France, Germany and, perhaps, Italy) which are able to
sway events in their own way.2 This is why smaller EU countries want
a strong European Commission which would be their friend and
protector against the domination of big countries.

● The third set includes Britain, Denmark and Sweden, which do not
(yet) participate in the eurozone.

● The fourth circle consists of the EU countries that are members of
the Schengen Agreement.

● A fifth group contains Central and East European countries, as well
as Cyprus and Malta which joined the EU in 2004. The Central and
East European countries have a decade-long adjustment period for
agriculture (‘unequal speed’) until 2013.

● Bulgaria and Romania are slow-speed accession countries which
have a tentative EU entry date in 2007.

● Switzerland, Iceland and Norway are cases on their own.
● Turkey has only the title of an accession country.
● Other European countries, mainly in the Balkans and east of Poland

and Romania.
● There is also a group of countries that are members of NATO, those

that aspire to join this organisation and those that are neutral.
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Predictions about future political events are uncertain, risky, difficult and
often poorly received. They are always subject to harsh criticism. Still, the
EU as we have known it now is finished. The European Constitution is
expected to take effect from 2009. In the meantime, the Treaty of Nice will
provide guidance for the EU in the 2004–09 period. However, the exact
organisational steps and directions may not be known for several years. The
European Constitution will have also to be ratified.3

Monetary integration is a field where genuine economic integration
among countries is tested.4 Even though the creation of the eurozone
(1999) was a very important step towards completing the Single European
Market, the zone has always been an essentially political, rather than a pre-
dominantly economic project. Never before have so many countries entered
into a monetary union with so little progress towards a political union. As
long as governments are sovereign (no political union), the eurozone will
be capable of breaking up. Therefore, the eurozone is the greatest achieve-
ment and the biggest risk the EU has ever taken. It is also a mission that
may transform both the political and economic scenery of Europe.

The politicians in the eurozone countries succeeded in creating an EMU
with the euro as an über-currency that may rival the dollar. This introduced
monetary stability in economic relations among the participating countries.
However, a mere EMU is not the end of the story. Fiscal harmonisation
and budgetary coordination could be the next steps, as this would con-
tribute to the full effectiveness of the stabilisation and growth policy.

The eurozone is and will be going through serious trials. The ECB will be
tested in times of economic difficulty. There may be a perception that it is
not able to act decisively because it has to be mindful of each component
nation. In addition, budget deficits in the major eurozone countries and a
flexible interpretation of rules may continue to challenge the credibility of
the eurozone. This may cause a serious dent in confidence in the Stability and
Growth Pact, which will be compounded by a severe test around the year
2010 and beyond with the increased demand for old-age related payments.

Following eastern enlargement, very tough, complicated and controver-
sial negotiations and horse-trading are expected to define the new EU
financial perspective that is supposed to set EU spending for the 2007–13
period. In any case, in 2004 the EU entered into a much more difficult and
complicated phase of integration than most people imagine.

The shifts out of industries that use obsolete production technologies
into modern ones seems easy in theory, but can be quite difficult, costly and
slow in practice. This is, of course, a matter of political choice. The inabil-
ity to do something is different from an unwillingness to do it. The EU
opted for the creation of the Single European Market as the environment
that favours change. The creation of the Single European Market enhanced
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the dynamic process of competition through an easing of market segmen-
tation and, somewhat paradoxically, by increasing concentration in some
businesses. This concentration permitted the employment of economies of
scale in select lines of production and an increase in technical efficiency. In
addition, it enhanced R&D through a joint sharing of high costs.

As far as ‘unification’ of the market is concerned, there is a burning ques-
tion: is the EU aiming at an almost totally homogenised market, with
similar tastes, preferences and lifestyles, such as the US exhibits? Apart from
some noteworthy exceptions, it seems that wherever one goes in the US,
there are the same types of towns and settlements, and virtually the same
general style of life, work or diet. This may be the reason why the Americans
are so mobile within their own country. This form of integration is not
necessary or even possible in Europe. It is barely conceivable in Europe that
pasta con radicchio rosso in Veneto or bistecca alla fiorentina in Tuscany
should taste the same elsewhere (for example, in Wales, Lapland or Galicia),
as is the case with McDonald’s hamburgers in Chicago, San Diego or
Tokyo.5 There need to be various measures to preserve unity with diversity
in the EU as long as people want that and are prepared to pay for it. How
far one can go with integration is up to the people to decide at the ballot
box, if they are given the opportunity.

A relatively large and integrated market is not a guarantee in itself that
international economic integration will bring the desired economic out-
comes. The evidence for this can be found in the cases of Russia and India,
as well as China (perhaps until the 1990s). Contrasting evidence is supplied
by the impressive experience of individualistic development of the small
countries such as Switzerland, New Zealand or Singapore. A country’s pros-
perity does not depend on its size and the availability of natural resources;
much more important are human resources, as well as the political and
regulatory framework.

While possible economic gains arouse substantial interest in integration,
countries are also aware that there are costs of adjustment that temper the
enthusiasm for integration. However, integration is not a cure for all
economic ills. It is only a tool to support sound national economic policy.
Integration ensures free access to an enlarged market. This creates oppor-
tunities for increased competition in an enlarged market, but its success
also depends on an astute national macroeconomic policy and policies in
education, R&D and investment in capital goods, as well as the willingness
of firms to take both risk in and advantage of the newly created
environment.

The life cycle of goods is getting shorter and the situation in the market
changes rapidly. Innovation, technology and the skills of the labour force are
key factors in competitiveness. Therefore, there should be more emphasis on
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education in Europe. This is because human capital is the most valuable
asset that a country or region can have, and it is human capital that will solve
problems and shape comparative advantage for and in the future.

The European Council in Lisbon (2000) set a new strategic goal for the
decade: to make the EU ‘the most competitive and dynamic knowledge-
based economy in the world capable of sustainable economic growth with
more and better jobs and greater social cohesion’.6 This is a daunting task,
but also a challenge, especially in view of the remarkable growth of the US
economy over the past several years, as well as the economic expansion of
China. In order to achieve this stated objective, firms’ high quality perform-
ance should be based on the skills of the workforce, competence of man-
agement, as well as on the reform of the labour market. Perhaps, secure jobs
for some should not be at the expense of others.

Sapir et al. (2003) proposed that the EU should spend about half of its
budget on growth-stimulating activities such as research, higher education,
infrastructure projects and institution building in the new Central and East
European member countries. The only way to do this and to remain within
the current budgetary limits would be to scrap the CAP and regional funds.
This would be in line with the Lisbon objectives. However, politicians did
not accept this suggestion and failed to propose an alternative – a missed
opportunity.

The external trade policy of the EU is founded on liberal principles.
Trade is seen as be beneficial, not only because it creates jobs, but also
because it improves the allocation of resources which stimulates growth. So
much for trade philosophy. In practice, the EU has taken important liber-
alising steps, even in sensitive areas. However, the problem is that these bold
steps have been confined only to select countries. The EU has a passion for
preferential (that is, discriminatory) trade agreements. The EU has consid-
erable discretionary power to differentiate among its trade partners by
offering or not offering different types of trade and cooperation agree-
ments. Although member countries of the EU are members of the WTO,
which promotes multilateralism, the EU ‘rewards’ its foreign friends with
special bilateral trade agreements.

There is no doubt that European integration sometimes contributed to
international trade liberalisation in the post-1960s period. The extension
of the GATT, and later the WTO, into new areas such as services could
have been slower in the absence of the ‘challenge’ posed by the evolution
of the EU. None the less, there are certain reasons to suppose that the
impact of the EU on the multilateral trading system has not been entirely
benign (for example, in agriculture).7 However, historically agriculture has
been a very special social and economic activity in Europe for several
millennia. Hence, it may be unfair, unnecessary and harmful to assess the
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needs, accomplishments and effects of this sector by employing uncondi-
tional free trade criteria.

Free market forces cannot protect the environment. Otherwise would
you burn a Vermeer or a Cézanne if you were told that this may help to save
non-renewable fossil fuel? Would benefits of such a foolish act be more
important than the loss? Pure market forces may not encompass and value
immaterial externalities such as beauty, pleasure and spiritual enrichment.
Governments can protect this. Demand for leisure is increasing as people
are ready, willing and able to pay for a pleasant walk in the countryside or
to look at a historic building. They do the same for healthy and safe food
and the environment. Care for the environment also creates jobs. Coupled
with the increasing general consciousness about the conservation of a
clean, healthy and sustainable environment, this policy will remain high on
the EU agenda and policy action in the future. All EU policies will have to
continue to pay attention to the impact of intervention on the environment.

The demand for social services and expenditure is almost insatiable. The
expenditure for these services may be increased during periods of prosper-
ity at lowest political cost, as was the case in the 1960s. During economic
slowdowns and budgetary deficits, the social services which have mush-
roomed or which have become too generous or badly conceived have to be
reformed. However, demographic pressures will continue to put an increas-
ing strain on public expenditure in particular in the areas of health, care for
the old and pensions, especially from around 2010.

Average life expectancy, one of the measures of social achievements, of
the EU population is increasing. Therefore, national social protection
systems will have to be adjusted over the coming three decades because of
the ageing population. Due to demographical changes and realities, the EU
labour force will start shrinking for decades from around 2010. A part of
the solution to the problem of looming labour shortages may be found in
selective immigration policy, in particular, from other European countries.

Coverage of many EU policies such as those in social, regional, taxation,
environment or transport areas is still limited. These policies have been
based on a number of political compromises, which have affected the purity
of their principles. Intervention has been much less of a well-organised
policy and much more a mix of various issues that the member states were
willing to transfer to the EU. The often ‘loose’ character of these policies
also comes from the legal provisions that are in certain cases aspirational,
rather than operational, as well as because of the lack of funds.

The eastern enlargement is altering the EU almost beyond recognition.
The EU is not what it was 30, 20 or even 10 years ago. From a relatively
‘generous’ common market (later Single European Market) regarding
expenditure on agriculture and other policy areas such as cohesion, the EU
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has become a much more demanding and costly place to be in as far as the
acquis communautaire is concerned. At the same time, EU spending has
become tight and thrifty. Hence the ‘promised land’ the Central and East
European countries expected from the EU at the time (1989) when they
aspired to join the EU is not at all what they got at entry in 2004. None the
less, the EU has an unprecedented opportunity to reshape Europe and
make it a better and safer region. However, it may take the EU at least a
decade or a generation to ‘digest’ all economic, political and organisational
dimensions that the eastern enlargement brings with it.

Increased heterogeneity in the EU following the eastern enlargement will
be one of the big tests for coordination of EU policies. Half of the EU is
inside the eurozone, while another half is outside of it. The economy of
Britain and countries in Central and Eastern Europe is structured such that
they may easily be subject to asymmetric shocks relative to the eurozone.
Policy coordination problems may become tough.

Some welcome the eastern enlargement as they consider that this would
water down the EU into an extended free trade area. Others are depressed
because they think that enlargement was done in rush, without adequately
prepared candidates and without a duly consolidated EU. The cost of
implementing the acquis communautaire is staggering, and this represents
one good reason why the Central and East European countries should
think again about such a relatively speedy entry. A very slow and long tran-
sition period might be the only reasonable alternative solution, but it is too
late for such thoughts now. Economic integration is a highly charged polit-
ical process which requires caution, gradualism and, more than anything
else, the political will which economic theory may not predict.

Regarding possible future enlargements of the EU inevitable is the issue
of Turkey, Russia and Ukraine. It is hard to conceive what has Sweden,
Ireland or Poland in common with Turkey. In these terms, Russia and
Ukraine are much more ‘European’ than Turkey can ever be. This is par-
ticularly important in the light of strong and repeated demands to include
a reference to the EU ‘Christian roots’ in the Constitutional Treaty.8 In fact,
it is hard to imagine in the long term a strong, sovereign and independent
Europe without Russia. With Russia in the EU, Europe can be free from
any transatlantic or Middle Eastern blackmail regarding energy.9 Apart
from energy-related security and independence, so necessary for the EU
because of its dependence and vulnerability, Russia may offer a huge
market potential, as well as certain types of high technology.

The issue of the Turkish aspirations about full membership of the EU is
highly sensitive and controversial both regarding politics and economics.
An obvious peril for Turkey is that it may regard EU membership as a
panacea for all domestic ills. One has to recall that Turkey has already had
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a functioning customs union with the EU since 1995. Hence a number of
trade gains have already been in place. In any case, Turkey may be welcome
to the EU, but it has to make its European identity and credentials right
and clear.

The negotiation and preparation process may easily last about 15 years
(if there are no political interruptions in Turkey). Apart from the
Copenhagen criteria for EU entry, there are also others. Turkey is a special,
indeed a very special, Euro-Oriental country. The obvious conditions are
the following:

● Genocide: The highest-level German statesmen and politicians have
explicitly and officially stated their apologies regarding genocide
committed during the Second World War. The country still pays com-
pensation to the victims. As such, Germany has passed through the
moral catharsis (Vergangenheitsbewältigung) and is accepted in the
family of countries that share common European values. Therefore,
Turkey must do the same. The genocide committed by Turkey against
the Armenians in 1915 left 1.5 million Armenians massacred. Turkey
has to come to terms with this (as was the German case). An inter-
national commission about this issue may be a good starting point.

● Expansionism: Germany relinquished the expansionist nazi-type
pan-German ideas that are very dangerous for peace. This is most
obvious and important in the relations with Poland (German eastern
border). Turkey’s statesmen, politicians and government institutions
must clearly and publicly renounce the pan-Turkish ideas asserted
even by the latest generation of its statesmen such as Suleiman
Demirel and Turgut Ozal about Turkey ‘from the Chinese Wall until
the Adriatic sea’. Such ambitions, dangerous for peace, introduce
concerns and fears about the reestablishment of the Ottoman Empire
(1350–1918). The Austrians still have strong collective memory about
sufferings during the Turkish sieges of Vienna (1529–1683) and fear
that this may be repeated. Many of them wonder if the 1683 victory
over the Ottoman Empire was in vain. There are also perpetual
Turkish claims and provocations regarding the Greek territory.10

● Turkish speaking countries: Following the dissolution of the former
Soviet Union, Azerbaijan, Kazakhstan, Turkmenistan, Kirghizistan
and Uzbekistan emerged as independent Turkish-speaking states.
Would Turkey also bring these countries into the EU or, at least, their
Turkish-speaking citizens? There are also concerns and fears in the
EU about the large-scale intrusion of Muslims into Europe and a
‘clash of civilisations’.

● Cyprus: Turkey must withdraw all occupation forces from an EU
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member country. Cyprus must be recognised in its entirety. In addi-
tion, the illegally seized property in Cyprus must be returned to the
original owners.

● Kurds: Turkey must improve the treatment of its Kurdish minority
which is about 12 to 15 million strong. Calls for regionalisation and
autonomy are quite strong.

● Frontier control: Turkey has a long frontier with countries such as
Lebanon, Syria, Iraq and Iran. It is quite hard, demanding and costly
to police it effectively. Turkey ought to demonstrate that it can apply,
keep and implement the EU standards regarding this issue.

These are all tough and important issues that must be dealt with. In addi-
tion, by 2015 Turkey would be the most populous EU state. It would have
the biggest single voting power in the EU. This would have an enormous
consequence for the voting process and operation of the entire EU. The
choice whether to let Turkey in or not is neither simple nor easy. Even the
European Commission has publicly revealed certain divisions on the issue.
Frits Bolkestein (Dutch) is against the entry of Turkey for historical, polit-
ical and religious reasons. Franz Fischler (Austrian) is opposed to the entry
not only because of the lack of ‘long-term secular and democratic creden-
tials’ but also because the financial cost of applying even just the CAP on
Turkey would not be tenable. This would cost the EU €11.5bn a year.
However, Chris Patten (British) is positive about the entry and argues in
favour of an increase in EU farm and structural spending.11

It is complex even now to create a common and coherent EU foreign and
defence policy. Given the political and military weight of Turkey, this
would make it inconceivable in an enlarged EU. The EU may be easily
transformed into an impressively large free trade area with certain elements
of policy coordination. Britain may argue that this is not a bad idea at all.
One of the possible options is to offer Turkey a ‘special partnership status’
rather than full membership.

No real and wide public debate has yet taken place about the entry of
Turkey. EU citizens (and voters) need to know what benefit Turkish entry
would bring them. If the entry of Turkey is presented by the elite as a fait
accompli without wide public debate and consultation with the people
(voters), their resistance and revenge may shatter the project later.12

In spite of public statements by various governments that Turkey is
welcome into the EU, polls reveal that the EU public shows serious dis-
comfort about letting such a big, poor, and culturally and religiously
different country into the EU club.13 If Turkey joins the EU, then it would
be hard to say ‘no’ to countries such as Armenia, Azerbaijan, Georgia,
Moldova and, of course, to Russia and Ukraine.
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Concerns that the Single European Market would lead to a concentration
of general economic activity in the ‘core’ EU countries were not borne out in
practice. On the other hand, there has been only a limited and slow, but
obvious, spread of certain economic activities towards the ‘peripheral’ EU
countries that enjoy certain cost advantages. The millennium shift of certain
high-technology industries in the EU took place towards Ireland and Finland,
the EU periphery. If similar tendencies continue and prevail, the Central and
East European countries may hope and expect that a certain relocation of
some EU industries may take place towards this ‘new EU periphery’.

European integration has always been based on the political decision to
secure peace and freedom in Europe. This is the purpose of the EU,
although many observers seem to have forgotten it. European integration
is intended to mitigate the impact of old rivalries and replace them by
mutual economic advantage and social prosperity. The eastern enlargement
will not bring the EU extra efficiency or growth; nor will it create new jobs.
Its basic objective is to provide support to friendly countries and govern-
ments during their reform and general stabilisation process.

The US has such an awesome, unrivalled and unprecedented economic
and military power since the Roman Empire that it may not need (or may
easily ignore) international institutions. Such institutions merely constrain
the US unilateral acts and its room for manoeuvre. The EU can exert the
only substantial international pressure towards such ends, in particular as
the US appears to be a ‘rogue state’ on issues of global warming and the
International Criminal Court. If the EU collapses in dysfunctional paraly-
sis, everyone may become poorer and may suffer. The EU is powerful
enough not to be ignored, but it may be too divided to be an impressive
counterbalance or an equal partner. Limits to further integration in the EU
can be found essentially in national politics. Most of EU member states and
nations are among the oldest in the world, they differ not only in social, legal
and tax structures, but also in history and climate. Notwithstanding a
plethora of differences and motivations, the connecting tissue among those
countries are economic and political interests and a vision of the common
future.14

European integration has always been in the hands of national elites,
which is why the treaties on which European integration is based are com-
plicated and incomprehensible to the man in the street. Intelligibility is a
condition of democratic legitimacy. When the national elites decide to
defend Europe from various challenges, in particular external ones (coming
from both west and south), public enthusiasm to deepen integration and to
enlarge further the EU may regain momentum. Of major importance to the
national elites in the EU countries is now to reclaim popular backing for
the process of European integration. Perhaps the enormous task of con-
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solidating of the already started grand projects such as the Constitution,
adjustment to the eastern enlargement, increasing competitiveness of
goods and services and the settling of the eurozone may need to be EU pri-
orities. This is already more than enough. Looking for additional high-
flying ideas without ways and means to achieve them now may be better
postponed for the next decade. Therefore, European integration deserves
full support, but perhaps its speed is not always so important as mistakes
could be made, resulting in a longer-term loss of confidence in the integra-
tion process. Dr Samuel Johnson (1709–84) would probably say that the EU
is ‘like a dog walking on his hind legs. It is not well done, but you are sur-
prised to find it done at all’. Festina lente! (Hurry, slowly!)

The objective of this book has been, among other goals, to provoke
thoughts and contribute to the debate about European economic integra-
tion. Those (few) who decided to specialise in European integration during
the late 1970s and early 1980s (including the present author) were asking
themselves at that time of Eurosclerosis whether their choice of subject was
wise. Those who embark upon studying European integration now can at
least be sure that their efforts will not be in vain for a long time to come.

Notes
1. This is particularly valid for the large member countries.
2. This has happened in 2002 when the European Commission postponed a deadline for

the eurozone countries to balance their budgets from 2004 to 2006. In addition, the
Council of Ministers decided in 2003 not to fine France and Germany for their repeated
fiscal deficits.

3. Recall that certain EU countries have to (Ireland) or intend to (France) put the new
European Constitution to a national referendum. This is a much less certain approval
procedure than a vote in national parliaments.

4. This subject is challenging both for policy makers and for researchers as it combines the
hardest macroeconomic issues. At the same time it is annoying as there are no ex ante
counterfactual situations against which one may measure costs and benefits of monetary
integration.

5. With apologies to the Italians for the inappropriate comparison of their cuisine with
hamburgers. The intention here was simply to make a point. Le mie piú sincere scuse agii
Italiani.

6. European Council, Lisbon 2000, Presidency Conclusions, §5.
7. EU trade policy is sometimes under the strong influence of vested interests and lobbies

that often and forcefully demand protection. Farmers are the most obvious example.
They are followed by both manufacturers (whose output) and trade unions (whose jobs)
are ‘jeopardised’ by a surge of foreign imports (steel, for example).

8. The loudest voices come from the Czech Republic, Italy, Lithuania, Malta, Poland,
Portugal and Slovakia.

9. Recall that most of the oil resources in the Middle East are under the control of the US
firms or the US Army.

10. One can immediately think of the islands of Imia and Gavdos.
11. Bulletin Quotidien Europe, 8 September 2004, p. 4 and 16 September 2004, p. 3; Q. Peel,

Conclusion 861



‘The case for letting Turkey’, Financial Times, 16 September 2004, p. 21; Enlargement
Weekly, 21 September 2004.

12. This may happen even earlier on an unrelated issue. One ought to recall that there will
be quite a few national  referendums about the ratification of the Constitutional Treaty.

13. Austria, Cyprus and Greece are the most obvious examples. The Scandinavian countries
attach great weight to human rights records. In addition, Ljubljana (Slovenia) is the only
EU capital without a mosque.

14. If European integration is such a profound and a necessary process, can one explain why
Europe consisted of 32 countries in 1990, while it now has 48?
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Jovanović, M. (2001b). ‘Why eastern enlargement of the European Union
won’t be fast’, in Europe: What Kind of Integration? (Europa: Verso
Quale Integrazione?) (ed. G. Casale). Milan: Franco Angeli, pp. 140–67.

Bibliography 883
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