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Topic 1, Introduction to Economics of Integration



BASIC CONCEPTS: WHAT IS THE  ECONOMICS OF INTEGRATION 



ABOUT


JEM081


ADVANCED ECONOMICS OF EUROPEAN INTEGRATION: 


Microeconomic Aspects 
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Contents


• New institutional economics, microeconomic 
 aspects, welfare economics, theory of trade


• Concepts of economic and political integration


• Hierarchy of public goods, local, regional and global 
 public goods


• Federal and inter-governmental arrangement


• Game-theoretical methodology
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New Institutional Economics


• New institutional economics (NIE) – an 


interdisciplinary exercise combining economics, law, 
 organization theory, political science, sociology and 
 anthropology to understand the institutions and their 
 behaviour


• Positive political theory using rational choice 


approach to politics, public choice, social choice, 
game theory
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New Institutional Economics


• Williamson, Hayek, Arrow, Veblen, Buchanan, 
 Tullock, Coase, North, Mueller


• We shall use this interdisciplinary approach to 
model and analyse European Union as a form of 
political union in regional integration and the EU 
institutions; their properties and behaviour
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Microeconomic aspects


• Theory of international trade, market with individual 
 players: national economics


• Equilibrium in international economics, supply and 
 demand at international market formed by national 
 supply and demands and forms of international 


exchange and regulation


• Welfare economics
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Concepts of economic and  political integration


• global integration - overall economic integration, 
 via institutions such as the IMF, World Bank or 
 World Trade Organisation (WTO), promoting free 
 trade in the world


• regional integration - elimination of barriers to the 
free flow of goods, services, factors of production 
and money inside a group of countries, and at the 
same time discrimination against the rest of world
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Different kinds of integration: 



sectoral and general


• sectoral integration - includes only specific sectors 
 of the economy, e.g. coal and steel industry, oil 


industry etc.


• general integration - includes all sectors of economy 
in the unification process
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Forms of regional integration


• preferential tariff agreement, assumes that the 
 tariffs on trade among signatory countries are 
 lower than those on trade with third countries.


• free trade area, higher level, the parties agree to 
 remove totally visible trade restrictions, the 


protection in the trade with goods flowing among 
 them, but are left free to determine the level of 


protection to be applied to goods coming from 
third countries
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Forms of regional integration


• customs union


parties agree to remove visible trade restrictions 
 (tariff and quota protection on the trade in goods 
 flowing between them) and they also agree to apply 
 a common level of protection against goods coming 
 from the third countries (CET - common external 


tariff)


CU = FTA + CET
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Forms of regional integration


• common market


customs union is complemented by free movement 
 of factors of production such as labour, the 


professions, capital and business enterprise


• the right to work, invest, establish business in any 
member country for any citizen
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Forms of regional integration


• Single market


common market plus removal of invisible barriers for 
 free mobility of goods, production factors and 


financial assets, such as licenses, different 
 standards and certificates etc.


• four freedoms: freedom of movement of people, 
 goods, services and capital


• coordination of economic policies, a common trade 
policy, agricultural and fisheries policies, regional 
development policy



(12)12



Forms of regional integration


• monetary union


single market + free mobility of money without 
 exchange rate risks


• different options depending on solution of common 
 monetary and fiscal policy


• in EU of 27 there is a monetary union of 16 member 
states
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Forms of regional integration


• economic union


monetary union + common economic policies


joint policies (agriculture, regional development, 
 research and development, Lisbon strategy)


F.3
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Forms of regional integration,  political union


• political union


economic union + joint non-economic policies
 (coordination of defence, foreign policy, human 
 rights, environments, immigration etc.)


elements of confederative state form:


- executive body (Commission, Council of 
 Ministers)


- legislative body (Parliament)
 - justice (Court of Justice)


- budget


F.4
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Basic Elements of the Stages of Economic Integration


Free Trade
 Agreement 
 (FTA)


Zero tariffs between member countries and
 reduced non-tariff barriers 


Customs Union 
 (CU)


FTA +  common external tariff
 Common Market 


(CM)


CU + free movement of capital and labor, some
 policy harmonization


Economic Union 
 (EU)


CM  + common economic policies and institutions
 Economic and


Monetary Union 
 (EMU)


EU  + common currency or linking of national
currencies through the fixed exchanged rates
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Intergovernmentalism and  cooperative federalism


Legal concepts


• intergovernmentalism


- concept of integration as an agreement among the 
 governments


- in decision making: one member state – one vote
 - governance is based on unanimously accepted 


Treaties and unanimous decision making


F.5
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Intergovernmentalism and  cooperative federalism


• cooperative federalism


- concept of integration based on subsidiarity (each 
 issue is decided on the corresponding level)


- local, regional, national and super-national level of 
 decision making


-in super-national issues decided on union level: one 
 citizen – one vote 


- governance is based on common constitution and 
 democratic control


F.6
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Why integrate? Problem of  economic justification


• costs and benefits, economic justification


• does the customs union, single market, common 
 market, monetary union increases welfare of 


participants compared to general protection regime?


• if there are positive effects, how they are distributed 
 among participants? Answers in models of welfare 
 economics, theory of international trade and 


international finance


F.7
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How integrate? Problem of   governance


• public governance is an organized provision of 
 public goods


• are there some public goods that can be provided by 
 economic integration more efficiently than without 
 integration?


• if there are, is the intergovernmental institutional 
 framework of economic integration more or less 
 efficient in providing these public goods the 


federalist one?
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Public goods


• economic theory defines public goods as goods with 
 non-excludable and non-rival benefits


• non-excludability, nobody can be excluded from 
 consumption


• non-rivalry, consumption by one individual does not 
 eliminate another individual from consumption


• goods are considered public if they are not-


excludable and available for everybody to consume


F.9
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Public goods


• a good with potentially rival and excludable 


properties is a private good and its provision ought 
 to be left to the market (why?)


• in contrast to that, public goods cannot be efficiently 
 provided by the market and their efficient provision 
 is a role of public authorities (why?)
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Adam Smith



(Wealth of Nations, edition 1994, p. 779)


• distinction between public and private goods first 
 made by Adam Smith (1776)


• existence of certain products “which though they 
 may be in the highest degree advantageous to a 


great society are … of such a nature that the profits 
 could never repay the expenses to any individual or 
 small number of individuals, and which therefore 
 cannot be expected that any individual or small 
 number of individuals should erect”
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Hierarchy of public goods


different domains of efficient provision of public 
 goods:


• public goods of local range, that are most 


efficiently provided on the basis of local policy 
 choices (such as removing the waste, public 
 lighting, and cleaning the roads, provided by  
 municipalities or self-administrated regions etc.)


• national public goods (such as education, health 
 care, national security etc.) most efficiently 


provided within the system of national 


governments and decided by national policy 
 choices
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Hierarchy of public goods


• regional public goods as public goods with benefits 
 that extend to all people from a group of countries 
 (say, international communication and transport 


within the region, conditions for a fair competition in 
 the region, environment protection in the region, 


regulation of super-national companies in the region 
 etc.)


• can be efficiently provided only on the basis of 
 regional (international) cooperation
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Hierarchy of public goods



• global public goods, with benefits 



stemming to all countries, people and  generations (e.g. human rights, peace,  democracy, space research, reducing 



ozone layer, eradication of poverty etc.),  



• should be provided on the world-wide basis 
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Providing global public goods


• there exists no efficient world-wide system of 
 providing global public goods


• United Nations Organization is far from playing this 
 role, attempts of some international organizations 
 as IMF, World Bank, World Trade Organization to 
 regulate providing some international public goods 


are not always successful F.18
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European Union providing  regional public goods 


• The European Union can be considered as a 


pioneering and a relatively successful formation 
 focused on efficient providing of regional 


(European) and of some global public goods


• Human rights, democracy, fair competition, 


environmental protection etc. F.16
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Methodology


• this theoretical framework allows to employ  models 
 and methodological instruments of new institutional 
 economics


• theory of public economics, public finance, public 
 choice and other disciplines focused on theoretical 
 basis of financing and providing public goods, 


usually applied to national and sub-national level


• Analysis of conflicts of interests studied by the 
game theory
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Questions?


• Why economic integration?


• Regional integration formations in the world?


• Joint economic policies?


• Conflict between intergovernmentalism and 
cooperative federalism?
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