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Abstract

The European economic integration has been an ongoing process for nearly a half
century. This article discuss initidly the concept of integration and then gives an
overdl assessment of the development of integration on various arees. Evidence
points to a remarkable process towards monetary integration especidly in the last
decades. The dgnificant increase of the intraEU trade also points to a more
integrated Europe especidly dnce the edablishing of the internd market.
However, the integration seems to have less impact on other aess eg.
synchronisation of the business cycles between Member States and convergence of
living standards. Prospects for the future development of integration is aso
discussed in the article,






Table of contents

IO 1 011 o [ Tox 1 o] ISP 7
2. Integration iN EUrOPe SO far........coooiiiiie e 8
2.1 Thetheory of optimum currency areas as a theory of integration................. 8
2.2 Business cycle synChroniSalion...........c.ceccueeiiieeiiieessiee e see e seee e 18
2.3 Real convergence versus price level developments............cccvveeiviiieeenen, 21
3. Prospects for the European Union inthe years ahead ............ccccevevvevivee e, 23
4. ClOSING FEMAIKS ......ceeiiiee ettt e e e et e e e s e e e s e s eare e e snre e e eneeesnneeaas 30

D REFEIENCES ... ettt e e e e e e e et e e e e e e e e e e e e e e e 31






1. Introduction

Is it fair to conclude that, in the last decades, the economies of the Member States
have become more integrated so they now form one unified European economy?
There is no immediate answer to this question, as there is no clear consensus
concerning the meaning of the word integration. Loosdy spesking, economic
integration refers to a diversfied process where formerly independent countries
melt together to form a unity.

Economic integration may a least have two dimensions. Firgly, the concept of
integration can be related to the degree of convergence with respect to forma and
ingtitutional frameworks. It is obvious that the EU co-operation has created such
conditions for the economic environment in a number of central aress. For
instance, The Internd Market has made the State borders less important. As a
result of this, the ingtitutional conditions for producers and consumers within the
EU have become more uniform in severa crucid respects. The Common
Agriculturd Policy is another example whereby EU has created a common
indtitutional framework as the farmers in the EU dl produce under the same set of
market regulations. Findly, the EMU gives the inditutiond set up in the monetary
area for the countries participating in the common currency. So by this measure -
dmilarity of inditutiond and formd frameworks - integration has proceeded a
great dedl, and the EU must be said to be highly integrated.

Secondly, the concept of integration can be related to the degree of amilarity in
outcome measured, for example by uniform prices, interest rates, unemployment
rates, and standards of living. These two aspects of integration - gmilarity in
ingitutiond and formd frameworks and smilarity in outcome - do not necessarily
lead to the same conclusons with respect to the devedopment of the process of
Integration.

The complexity of the concept of integration is not the only hindrance to
examining the effects of the EU process of integration because the remova of
barriers aso represents a globa trend. Therefore, it is difficult to distinguish the
specific effects of the European process from the global one.



Given this complexity of the concept integration the purpose of this paper is to
evduate the present stage of integration in the EU on various areas. The andyss
will be based on stylised facts putting focus on trends of various indicators of
degree of unification of European economies. The paper furthermore ams to
discuss future prospects for the integration process in the next decades,

The paper is organised as follows. The integration experiences gained so far will
be summaries in Section 2 trying to answer the question of whether the EU 4ill
congsts of a club of economies or one fully integrated economy. Section 3 takes a
look into the future by examining recent initiatives and discussing the prospects
for further integration. Finaly, section 4 concludes the paper.

2. Integration in Europe so far

2.1 Thetheory of optimum currency areas as a theory of integration

As it known from literature the process of economic and monetary integration
seems to be prosperous if the countries participating in such a process al together
by and large could be characterised as an optimum currency area. This concefpt,
origindly formulated by Munddl (1961), gives some important criteria in
evaluating the successfulness of integration. These may be grouped under the
following headings. 1) policy preferences, 2) industria structure, 3) openness of
the economy, 4) mobility of capital and labour, 5 wage and price flexibility, and
6) fisca integration. To the extent that the countries in question are very smilar in
dl these mentioned respects, one would expect the process to become very
successful. The lesser the smilarities the more troublesome and the less economic
prosperous the process of integration is expected to become.

Policy preferences. In order to obtain identicad economic Stuations in individud
member countries with respect to various macroeconomic goas there need to be a
uniform perception of the preferable future economic development. If this
precondition is not present; shocks (symmetrical as well as the more severe
asymmetrical one) will provoke dedres to implement different economic policies
in different countries. It is therefore important to the participating countries to



have smilar gods or preferences if one wish to pursue a certan minimum of co-
operation of economic policy. Looking upon the historical evidence such
uniqueness in preferences between the EU member dates is most likdy not fully
at place at present.

Industrial  structure:  If the indudrid dructures are very different  between
members of a union, as pointed out by Kenen (1969), changes in the compostion
of demand will influence the members differently and thereby create asymmetric
ghocks. The more dike the countries are with regard to structure the less the risk
and magnitude of such an asymmetric shock will become. Regarding the overdl
disribution on man sectors, agriculture is gill reatively important in Greece,
Portugd, and Irdland, dthough this difference from the other member sates is
diminishing raher repidy. At the same time the indudrid dSructures in
manufacturing between countries is adso not uniform. Taken together these
differences would though hardly make the emerging of an asymmetricd shock
vay likdy. Rather it would be the limited mobility of goods and services that
would account for such country specific shocks athough its likdihood is difficult
to measure precisdly. Despite the edablishment of the Internal Market, the
relationship between most firms and ther cusomers is dill a least to a certan
degree characterised by dtickiness, and therefore it takes time for the firms to
change their outlets.

Openness of the economy. The openness of the economy reflects the degree of
integration of the goods markets. If these are highly integrated through trade the
benefits of a common currency are relaively large. Members of the union, who are
closely connected to each other through export and import, will experience
dgnificant aggregate demand <spillovers. Even if the members are hit by an
asymmetric shock, this will only to a limited degree lead to an asymmetric
development in output and employment within the union. As shown later, the
intraeEVU trade, measured as a share of GDP, has increased quite a bit during the
past 40 years. Regarding openness, the EU countries therefore seem to have
become more open during the period of enhanced integration.



Mobility of capital and labour: Looking upon factor mobility capitd has become
more and more mobile in resent years in a European as wdl as in a globd
perspective. Thus lack of capital mobility represents no problem to the EU. Quite
the contrary story has to be told concerning the mobility of labour. Within the
union this mobility between members is remarkable low, and it seems far to
conclude that it will be impossble to solve any sincere problem of sabilisation in
output and employment through migratiion between countries in the euro aea If
labour mobility were much easer unemployed pasons could migrate from regions
and countries with failing demands to other regions and countries with increasing
demands, thereby amdiorate the effects of an asymmetricad shock on the rate of
unemployment and, as a consequence of this, the need for implementing an
Independent economic poalicy action (monetary and exchange rate wise).

Wage and price flexibility: If labour does not migrate, wage flexibility may
dampen the negative effects of asymmetricd shocks, as pointed out by Friedman
(1953) among others. By reducing the nomind rate of wage inflation, regions
within the union with a higher rate of unemployment than average should be able
to gan compelitiveness vis-avis other regions and thereby be able to sabilise
their levd of employment. The abisence of an independent monetary and exchange
rate policy in the euro area therefore increases the need for flexible and wel-
functioning labour markets in the paticipating countries. Looking upon the
evidence labour markets in severd member dates seems to be reatively inflexible
compared to for ingtance the USA.

Fiscal integration: Conddering the pros and cons of establishing a monetary
union, Kenen (1969) has pointed out the importance of fisca policy integration. If
a srong dement of federal fisca policy is established, where the union as an
Indtitution can collect taxes and make expenditures, the negative effects of an
asymmetric shock is minimised. For those regions that experiences negative
effects steaming form asymmetric shocks, the federd tax payments to the union
ae reduced a the same time as the federd tranders increases. Such regions
thereby become fiscal net-beneficiaries. The opposite is true for those regions that
experience podgtive effects from asymmetric shocks, as their net payments to the
union increases. Federal fiscd policy will thus add an dement of solidarity to a
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monetary union, as demands is redistributed from countries experiencing an
Increase in output to countries experiencing a decrease in ther activity. Within the
union, however, this dement is extremely smal. No plan is decided upon which
makes a symmetrica federd fiscd system work. On the contrary the Pact on
Growth and Stability puts boundaries on the public deficit (a maximum of 3%
deficit of the GDP). Within the EU there has thus dways been a dilemma between
the wish to retain an autonomous fisca policy a the nationd leve and the desire
to give fiscd policy a more active role in the combat of the effects of dowdown in
demands e.g. as a consequence of a asymmetrical shock.

In summery, the eleven countries participating in the euro area from the beginning
of January 1g of 1999 dl regps microeconomic gains, but a the same time, they
have become exposed to the risk of some level of macroeconomic ingtability. The
theory of an optimum currency aea lits some dructurd characteristics of
importance to the ability to maintain a baance between the costs and benefits of a
common currency. Bering the evidence of the initid €even countries in mind
reveds a rather mixed picture of such a balance. There is no strong indication that
conforms the hypothess that the euro area condtitutes a perfect and fully -fledged
optima currency aea On the other hand the edtablishment of the EMU in itsdf
can perhgps make the deven different economies peform more unilaerdly
according to the lines of exactly such an optimal currency area through changes in
behaviour (at the levels of households, firms as well of government).

Some empirical evidence

Giving an evduation of the present stage of economic integration this could be
done from a micro- as well as a macroeconomic perspective as shown in Table 1.
In the following, we will expand further on the main findings of the table,
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Table 1. Rating of the degree of integration

Rating  Comments
Microeconomic convergence:
a Marketsfor goods and services
Tradeables +++ intense intra-EU trade, nearly
Full equaisation of prices
Partly tradeables + Increasing trade flows, some
Equdisation of prices
Non-tradeables 0 By definition no trade flows, no
Equdisation of prices
b Marketsfor factors of production
Labour market 0 No mobility and hence, no
Equalisation of wages
Market for real capital ++ Some mobility manifested through FDI flows, mergers
and acquisitions - equalisation of real profit
rates
Macroeconomic conver gence:
¢ Nomina convergence
Price level ++ Labour intensve non-tradeables cheaper in  poor
countries, hence not full euaisation of price
levels
Inflation rates +++ intense intraEU trade and stable exchange rates
(especidly the introduction of the euro) have
lead to a convergence of inflation rates
Nominal interest rates +++ massive cross-border financial activities in the framework

d Red convergence
Business cycle synchronisation  +

Unemployment 0

Living standards +

of stable exchange rates has lead to a
convergence of interest rates

Member state specific business cycles because of different
economic structures and lack of co-ordination
of fiscal policy

No equalisation of employment because of country
specific business cycles and different labour
market structures

Mixed trends of convergence of living standards because
of ambiguous effects of mobility of goods and
resources on spatia distribution of economic
activity

Note:  Rating of integration according to outcome, i.e. degree of equalisation between Member States.
Ratings from O (no integration) to full integration +++++,

Source:  Own adaption.
Markets for goods and services

The formation of the customs union and the Single Market has as expected
increased the intraEU trade as shown in Figure 1. Also the trade between the
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EU and the rest of the world (extra EU trade) has increased over the years
dthough admittedly a amuch lower pace.

Figure 1. Share of intra- and extra EUR15 - trade of goods, 1963-99.
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Source: EU Commission (1999a). Annex: Table 38, 39, 42 and 43.

Looking closer upon how the intra EU trade shares has developed between
1963 and 1999 one finds tha dl countries - Denmak excluded - have
ggnificantly increased their share. Quite according to theory the deveopment
in the degree of openness is bigger the smdler the country sze as Figure 2
seemsto indicate.

Figure 2. Shareof intra EUR15 - trade of goods 1963 and 1999.
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Source: EU-Commission (19994). Annex: Table 5, 38 and 42.
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The illudraed remakable increase of trade intendties between the Member
States has a the macroeconomic leve drengthened the spillovers of aggregate
demand. At the microeconomic level the increased mobility of goods and
savices tends to egudise the individud prices for goods and services.
However, the effect of trade liberdisation on price differences varies a great
ded from one item of goods to the other. More precisdy, the decrease in price
disperson depends on the sze of trangport and other trade costs after the
dimination of tariffs and quotas. For those tradegbles, where trade cosis are low
aiter liberdisation, the price disperson is amilally low. For nontradesbles, on
the other hand, trade codts dfter liberdisation ae dgnificat and, as a
consequence, the markets are segmented. In this case, the formation of the
customs union and the Internd Market has only reduced price disperson to a
limited degree. The digtinction between tradesbles and nontradesbles applies to
both goods and sarvices. Figure 3 illudsrates the development in the price
disperson between the Member States for private find consumption from 1985
to 1998. The figure show a clear decrease of price digperson during the years
where The Interna Maket was edablished as price digperson was reduced
from about 22-23% in 1985 to about 16% in 1998."

Figure 3. Price dispersion among Member States, 1985-98

CoefTicient of price variation
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Note:  The figure shows the coefficient of variance for prices of consumer goods
between Member States. The coefficient of variance is defined by the spread
divided by the mean in the dtatistical distribution of prices for consumer
goods. Prices include taxes (excise duties and value-added tax).

Source: EU Commission (2000).

1 Alsototheextent that taxesin the future are becoming more harmonised within the Unionthis
should further narrow down the spread in prices.
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To some extent it seems as if nationd markets have been replaced by a pan-
European market. More compstition on such a market improves the efficiency,
or wedfae, of the economy, as price convergence limits the differences in the
consumers margind  utilities of the oconsumption of gSpecific goods.
Furthermore, welfare will increase because the more fierce compstition reduces
the mark-up in the price formation.

However, Figure 3 dso shows that a potentid for further equdisation of the
price levds in Europe 4ill exigs. Surveys thus indicae that the geogragphic
price differences ae lager in the EU than in the USA, ie, in gened, the
markets for goods and services continue to be less integrated in the EU than in
the USA.2

Markets for factors of production

Contrary to the markets for goods and services, the labour market, especidly
for unskilled labour, is much less integrated across the Member States. The
mobility of labour across Member States has remaned on a very low leve
leaving only margind impacts on wage or employment disperson. The reasons
for this low mohbility are manly language and other culturad bariers, which, by
and large, have remained unaffected by the endeavours to integrate the EU
€CoNoMIEs into one economy.

However, indirect integration effects have agppeared on the labour market. The
integration of the goods maket and the introduction of the euro have
emphasised the need for a more flexible labour market. As a consequence, the
nationd trade unions have demondrated more caution in ther wage demands,
because demand for labour in the nationd market has become more senstive to
wage clams, cf. EU Commisson (1999b) and Buti & Sapir (1998).

Foreign direct invessment (FDI) and mergers and acquistions have expanded
rapidly in the 1980s and 1990s and intraEU FDI flows have ggnificantly
ganed importance (see eg. Commisson, 1996). In some cases, where the
mobility of goods is rather limited, the rationade for edtablishing subsdiaries

2 A survey by the EU Commission based on price data excluding taxes thus shows that the
dispersion of aggregate pricelevelsfor goodsand servicesis14% inthe EU, but only 11%in
the USA for 1996 (EU Commission (1999a), p 217).
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has been to circumvent the disance bariers and use the owner specific
advantages of the firm to have consumer production in more than one location.
In such cases, integration through foreign direct invetment compensates at
least to some degree for the lack of integration of the goods market.

Sgnificant redructuring and specidisation have teken place in  European
busness. The home maket oriented divergfication drategies of individua
firms have been replaced by drategies building on internationdisation and
development of core ectivities. As underlined in an aticle in the Economist
(2000), this has crested a more compeitive and dynamic environment in
Europe, where company behaviour has changed from dedructive caution to
cregtive destruction. The upsurge in capitd flows - red as wel as human - In
the EU has therefore been a contributor to the economic integration of the
Member States and specificdly, it has saved to speed up the diffuson of
technologica know-how.

Nominal convergence

At the macroeconomic levd, integration has quite dealy left its mak. Mot
importantly, the monetary integration has led to convergence of price levels,
inflation rates, and interext rate levels between the Member States.

The deveopment in differences between the Member States with respect to
inflation rates isillugtrated in Figure 4.
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Figure 4. Rate of inflation in the EU Member States, 1980-99

Real growth rate
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Notee The upper and lower quartiles indicate the annua rate of inflation for the
member countries with the third highest and third lowest rate of inflation,
respectively, in the specific year.

Source: EU Commission (1999a), Annex: Table 24. Authors' calculations.

The middle curve (EURLS), indicated by a solid line, shows inflation in the EU
as a whole in the period 1980-99. This period was characterised by a fixed
exchange rae co-operation between most Member States. The top (Max) and
bottom (Min) curves give a year-by-year account of inflation in the countries
with the highet and lowest inflation rates, respectivdy, and the distance
between the two raes thus visudises the maximum difference in inflation rates
between the Member States The curves of maximum and minimum inflation
ae, however, sendtive to exceptiond events in individud countries. The figure
therefore dso indicates the development in inflation in the countries with the
third largest and third lowest inflation rates. These quartile curves offer a more
informative picture of the actud inflation spread, as they exclude outlier
countries. Statigticdly the two curves gpproximately ddimits the upper quartile
ad the lower quatile respectivdy, in the digribution of inflation raes
between countries for the specific year. It gppears from the figure that inflation
in EUR15 as a whole has decreased, and this is an expresson of the increased
emphass on the objective of price gability; cf. the inditutiond set up of the
EMU. Furthermore, the goread in inflation rates has visbly decreased
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throughout the entire period, and looking a this macroeconomic variable aone,
integration has proceeded very successfully.

The nomnd convergence, measured by the convergence of interest rates, is
even more explict. Differences in long-term nomind interest rates essantidly
reflect differences between the expected inflation rates of the member countries.
Confidence in the feashility of the EMU project sgnificantly influenced the
differences in interest rates throughout the 1990s. After the breskdown of the
fixed exchange rate co-operation of the EMS following the two currency crises
in 1992 and 1993, there were widespread scepticism concerning the redisation
of the EMU proect, and as a consequence, there were huge differences in the
exchange rate levels. This scepticism gradudly disgopeared concurrently with
the politicd determination to redise the proect from January 1, 1999 and
compared with previous years, the differences in exchange rates were therefore
reduced to amoderate levd.

2.2 Business cycle synchronisation

Wheareass the mongtay integration within the EU is obvious the
macroeconomic results of the process of integration concerning tota output and
employment ae less clear. The economic deveopment thus often differs
between the individud member countries, especidly in the short run. There is
therefore a lack of synchronisation of the business cycles between Member
Saes. This fact has not changed markedly since the early 1980s as is shown in
Figure 5 presenting annud red growth rates

In GDP since 1980.
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Figure 5. Red growth rate in GDP in the EU Member States, 1980-99

Real growth rate
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Note  The upper and lower quartiles indicate the annud real growth rate in GDP
for the member countries with the third highest and third lowest real growth
rates, respectively, in the specific year.

Source: EU Commission (1999a), Annex: Table 10. Authors calculation.

It is immediately gpparent from the figure that the differences in growth rates
vay a lot when the country with the srongest growth is compared with the
country with the weskest growth in a specific year. A more precise picture of
the red differences in growth agppears by looking a the differences in growth
rates for the upper and lower quartiles of the countries. The figure shows that
there are dgnificant differences between the upper and lower quartiles and the
shown devdopment does not indicate a greater synchronisation in busness
cyclesin the 1990s compared with the 1980s.

At fird dght, it may seem surprisng that the development in business cycles
has not been better synchronised in recent years given the tendency towards a
more extendve trade between Member States in the last decades, cf. Figure 1.
At the same time, exchange rates between most of the current members have
been rdatively dable as a result of their paticipation in the fixed exchange rae
co-operation of the EMS. Under such macroeconomic conditions, there are
dgrong links between the devdopment in aggregate demand in individud
Member States. A change in the aggregate demand in one country will lead to
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an increese in activity in the other countries, which in turn will lead to an
increase in imports (and thus to export posshilities as wel as higher activity in
the other Member States). Extensve intraEU trade under fixed exchange rates
should thus contribute in a mgor way to increased synchronisation of the
business cycles.

There may be various reasons for the lack of synchronisation in the 1980s and
1990s. Firdly, there ae 4ill dgnificant differences in indudria  sructure
between countries, and amilarly, the functioning of the labour markets differs
from Membar State to Member State. It is obvious that such dructurd
differences may mean tha the economic devdopment in the individud
countries will not concur when externd conditions change. Secondly, the
economic policy of the individud Member States has been determined by
interna consderations rather than by the consderation of a co-ordination of the
generd development in business cyclesin the EU.

Looking a differences in unemployment figures, there is no dgn of a
development towards more homogenous employment dructures between the
members. Figure 6 illudraes the differences in unemployment via a Lorenz
curve in 1985 and 1998 for the current 15 Member States. The countries are
ranked according to ther rate of unemployment, and from left to right, the
Lorenz curves display co-ordinates of cumulated share of tota unemployment
and cumulated share of totd labour force in EUR15. The curvature thus
visudises the inequdity in the didribution of unemployment and it is gpparent
that the inequdity has not changed subgtantidly between 1985 and 1998. More
precisdly, the inequaity is expressed by the Gini coefficient which made up
0.11in 1985 and 0.10in 1998, i.e. in redity, the inequdity is unchanged.
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Figure 6. Unemployment in EUR15, Lorenz curves, 1985 and 1998
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Notee The countries are ranked according to their rate of unemployment. The
Lorenz curve illustrates distribution of unemployment, i.e. the functiona
relationship between the share of unemployment and the share of total
labour force in the EU, when countries are ranked according to
unemployment rate.

Source: EU Commission (1999b) pp. 127-142. Authors' calculation.

2.3 Real convergence versus price level developments

Although there has been ggnificant differences in growth per capita, this has
not leed to an equdization of the differences in standards of living between the
individua member countries.

Figure 7 contrags the development in red and nomind convergence measured
in GDP per capita in PPS (purchasing power standard) with price levels of
individud member countries from the mid-1980s until the end of the 1990s. In
case of pefect integraion, price leves as wdl as red GDP per capita will be
equad in dl member countries, i.e dl economies will converge a the point
(100.1). Hence, if the EU integration were pafect, it would be expected that the
countries would move closer to the point (100.1) over time. As it gopears from
the figure, genadly, the rddive price levd increases concurrent with the
rlaive sandard of living. This corrdation between price level and standard of
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living is paticulaly due to the fact that the wage leve in the poor member
countries is relatively low and as a result, nontradesbles, and sarvice in
particular, are relatively cheep.

For 6 Member States (Portugd, Spain, Greece, Sweden, France, and Germany)
there is a dear convergence with the EU levd of both sandards of living and
price levels. Begium diverges both with respect to standard of living and price
level, whereas the picture is more blurred for the remaining countries.

Figure 7. Convergence of standards of living and price levels, 1984-86 and

1997-99
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Note: The arrows illudtrate the change between the three-year averages 1984-86
and 1997-99. The GDP deflator is calculated as the ratio of GDP in euro and
GDP in PPS. B = Belgium, DK = Denmark, D = Germany (1984/86 West
Germany only), EL = Greece, E = Spain, F = France, IRL = Ireland, | =
Italy, NL = The Netherlands, A = Austria, P = Portugal, FIN = Finland, S =
Sweden, UK = United Kingdom (L uxembourg is unlisted).

Source: EU Commission (19994). Annex: Tables 5, 6, and 9. Authors' calculation.

To sum up. The above has examined the question of whether or not the
economic conditions in the EU member countries have become more amilar. It
IS evident that the countries have forged closer ties in the past 40-50 years. The
creation of the cusgoms union and the Single Maket has simulated trade
between the countries and thus contributed to more uniform prices of individua
goods. Smilaly, in the mongary aea the devdopment has cealy been
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towards more homogeneous conditions with respect to inflation and interest
rates, and the fixed exchange rate co-operaion of the EMS, and later on the
euro project, have been determining factors towards this end. With respect to
synchronisation of the busness cycdes, unemployment levels, and standards of
living, there are ill differences between the countries, and it is questionable
whether integration redly has progressed in these dimendons. The evidence
points to the concluson that increased mobility of goods, services, persons and
capital is no guarantee for a process of equdisation of living standards. As
dated in the neo-classcd economic theory. As outlined in the theories of the
“new” economc geogrephy (eg. Krugman, 1991) removd of bariers may
dimulate centrifuga processes leading to divergence and a centre-periphery
Structure of economic activity.

And findly, as pointed out by Rodrik (2000) the speed of the internationd
process of economic integration is somewhat over evauated. Often the sze of
“transaction costs’ - in broad terms not only referring to pure economic costs
done - is underestimated. Especidly Rodrik refers to the problems of contract
enforcement. Could economies redly become more integrated without a
simultaneous process of internationa politica integration.®

3. Prospectsfor the European Union in the years ahead

In the following, we will look a current devdopment trends in the EU co-
operation as wdl as a the perspectives for the development in the long run.
Integration often in its sdf crestes a need for further integration. This
perception of integration as a paliticaly dynamic process is the fundamentd
idea of neo-functiondigt politica integration theory (Laursen, 1995).

There are severd examples in the history of EU integration, which support such
a perception. The removd of the visble trade bariers, like tariffs and quotas,
by the credtion of the EU customs union led to an increase in various forms of
invisble trade bariers, such as discriminatory public procurements, nationd
technicad dandards, and abuse of the tax systems for nationd protectionism.
This crested a need for further integration, which in turn led to the creation of
the Single Maket. Ungtable exchange rates are incompatible with the Common

3 “If thedepth of marketsislimited by thereach of jurisdictional boundaries, doesit not follow
that national sovereignty imposes serious constraintson international economic integration?
Can markets become international while politics remainslocal?’; Rodrik (2000:180).
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Agricultura Policy and may furthermore be perceived as a trade barrier in the
Internd Market, as exchange rate insecurity hampers trade. Thus, both the CAP
and the Sngle Maket have created a need for dability in the exchange market;
cf. EMS and later on the establishment of the EMU.

It stands to reason to edtimate the future development from a smilar procedura
point of view. In the years to come, the following aess ae formdly or
informally, on the agenda of the politicad decison-makers of the EU:

Concerted efforts to improve employment in the Member States

Tax harmonisation

Enlargement of the European Union with severd Centrd and Eagtern European
countries

Reform of regiond palicy rdated to the sructura funds

Reform of the Common Agriculturd Policy (CAP)

Ingtitutiona reforms of the decison-making processin the Union
In alonger time horizon, discussons may possibly aso include:

Reform of the welfare date, ance, once implemented, the above seps might
dfect the exiding wedfare sysem, as extensve legd and illegd migration mus
be expected

In the EU co-operation, the task to lower the levd of unemployment has
increesingly become more important. The concern about unemployment has
been enhanced by the edablishment of the EMU, which limited the autonomy
of the Member Saes in drawing up an independent and individud nationd
economic policy. As the European Centrd Bank is obliged to ensure price
dahility, the EU co-operation of recent years has put emphasis on a joint effort
to increase employment. This had led to an incipient co-operation on the labour
market and employment policies. The obligation to co-operate in this fidd is
sdled out in the chapter on employment of the Amderdam Treaty and
subsequently elaborated by a decison of the European Council in 1997 and by
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the Employment Pect, cf. EU Commisson (1999b). Co-operation has, however,
been rather sketchy 0 fa. It has thus manly conssted of exchanging
information, making joint andyses, and issuing recommendations without
limiting the competence of the individud countries to cary out ther own
|abour market and employment policies.

In the fird indance, the objective of this co-operation is to increase
employment and creste a more flexible labour market. In the long run, the
problem may turn out to be labour scarcity as a consequence of the
demographic development and the am of the employment and labour market
policy co-operaion will therefore dso be to contribute to larger “employ-
ability”, i.e. increasing the job supply by increesing labour market association
of individua generations.

There are dmilar dynamic policy spillover effects into other areas. This goplies
to the tax policy where the free movement of capitd ingde the Internd Market
has created a need for a hamonisation of the taxation rules on the return on
financid cepitd as wdl as on profits (corporate taxation). The geographic
location of firms and especidly of financid invesment is sendtive to
differences in taxaion. Unless the taxation rules are harmonised, competition
between the countries in these areas will ather lead to a reduction in the tax
rates or result in digtortions in the dlocation of capitd and tax revenue between
the countries. Differences in excise duties and vaue added tax on consumption
might aso induce consumers to make ther purchases in countries with the
lowest taxation levd. Although severd members (eg. the UK and Denmark)
are reluctant to give up their nationd competence concerning taxation, there is
nevertheless a srong market pressure to introduce common regulations in the
area. This pressure is enhanced by the increesing use of the Internet for trade in
goods, which dso cdlsfor asolution at the EU levd.

The mog important, immediate chalenge of the EU co-operation will aise if
the current accesson negotiations between the EU and a number of Centrd and
East European countries are completed successfully. In the first instance,
Poland, the Czech Republic, Hungary, Sovenia, and EStonia are expected to
obtan membership, but severd other countries, such as Sovakia, Lavia, and
Lithuania are expected to repidly succeed. The dedre for enlargement of the
European Union is especidly politicaly motivated. The admisson of these
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countries will be the best bulwark agang a renewed European politicd and
economic split into an Eastern and Western block.

The financid and adminidrative implications of the expected enlargement of
the EU are, however, impressve. For indance the applicant countries have a
subgantidly lower dandard of living than the poorest of the current EU
members, and this will create a need for massive support from the EU structurd
funds. As several of the gpplication countries are reldively large, measured by
the gze of the populaion, the fulfilment of this need may increese the
requirements for EU expenditures on dructurd funds. It is unlikey that there
will be political support to increase the totd EU budget sgnificantly, and the
enlagement will therefore presumably lead to reforms of the principles
governing the dructurd funds. Severa of those countries, which have received
subgtantia  support from the dructurad funds, so far (Greece, Portugd, and
Spain) ae unlikely to be willing to accept that this support is redistributed to
the advantage of the new, poor Member States. This may therefore in future
lead to a redidribution of the dructurd funds according to nationd quotas SO
that those countries which, to a cetan extent, have recaved this kind of
support so far will keep this advantage.

But the true hindrance of a swift enlargement might wel be the need for
reforms of the CAP and of the political decison making process. Poland has a
large potentid for agriculturd production, and accepting Poland into the EU
will therefore increase the expenditures on the CAP. This may mean tha new
members will only be comprised by the CAP after a long trangtion period and
concurrently with an enhancement of the efforts made so far of adapting the
agricultural sector of the EU into the world market conditions.

Furthermore, it is likdy that the politicd decisonmaking process will be
changed in the nearest future. Agan, it is especidly the impending enlargement
of the EU with severd new Member States, which necesstates inditutiond
changes. The am of such reforms is to mantan a dynamic and effective
decison making process in a future EU with more than 20 Member States. The
congderations move in the direction of enhanced posshiliies of mgority
voting in the European Council of Minigers, changed representation in the
European Parliament, o that the number of members of Paliament from each
country will reflect the dze of the popudions of the countries to a higher
degree, and changed rules for the rotation sysem regarding the chairmanship of
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the European Council of Minigers. In this connection, it is possble that in
future, groups of countries rather than individud countries will fill this pos.
There ae adso congderations of changing the practise of gppointing the
Commisson. Until the present, the Commisson has conssted of two citizens
from each of the large countries (Germany, France, the UK, and Itdy), and one
from each of the remaning smadl countries. The persons in question ae
gopointed by the Council of Minigers dfter prior nominaion by the
governments. If this principle, which is lad down in the Amserdam Tredty, is
mantaned, the Commisson will become unmanagesbly large It is therefore
being consdered to change the rules so that the smal member countries are not
necessarily represented in the Commission.

Also the so-cdled democratiic deficit will be enhanced by the expected
enlargement. This set of problems relates to a least three aspects. Firdly, it
must be expected that in future, the Parliament will be accorded more powers
and decison making competence vis-avis the Council of Minigers and,
perhgps in paticular, the Commisson, just as it must be expected that the
number of seats in the Parliament will be redlocated in proportion to the given
number of Member States and may be extended to include more than the
current 626 members. Secondly, the politicdl decison making process in the
EU may be democralised by making it more open in line with wha is
goplicable to the naiond paliaments of the members. Thirdly, the Commisson
has been criticised for being subjected only to a limited form of parliamentary
control. Admittedly, the entire Commisson as a body may be dismissed by the
Paliament, as it hgppened in 1999, but none of the Commissones ae
subjected to any actual miniterid responghility.

Findly, it must be assumed tha the enlargement of the EU co-operaion will
bring about a need for a reform of the bureaucracy with a view to smplifying
the functioning of the EU sysem. Bearing the integration efforts made s0 far in
mind, such an organisiond and adminidrative amplification may, however,
prove to be a highly difficult task to solvein practise,

In the long run, the enlargement may lead to an incluson of the socid wdfare
sysdems of the individud countries into the integration process. The free
mobility of persons may cause extendve migration from the new, poor Centrd
and Eagtern European member countries to the richer Western European
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member countries. With the current socid benefit regulations, the contribution
of the migrant towards the production in the hogt country will be smdler than
the wage and socid benefits recaved by the migrant after tax. This will result
in a welfare loss (Sinn (2000)) of the current citizens in the host country. As the
choice of degtination country of the migrant in pat will depend on wages and
socid benefits after tax, the individua country will have an incentive to offer
the lowest socid standards to make the country less atractive as a host country
compared to the other member countries. Such competition between the
members may lead to eroson of the wedfare date. In order to avoid such a
devdlopment, and a the same time presarve the principle that a citizen of the
EU enjoys the same rights everywhere in the Union, it stands to reason to
harmonise the socid standards of the member countries. Socid policy may thus
become a new object of integration.

The above discusson of the perspectives of the future deveopment in the EU
co-opedion illusrates the three dimensons of integration: functiond scope,

geogrephicd domain, and inditutiond capacity (Laursen (1995)). These three
dimensons areillustrated in Figure 8.

Figure 8. The multiface of integration

Institutional capacity
A

Functional scope

Geographical domain

Source: Own adoption based on Laursen (1995).

Integration in functiona scope conssts of the transfer of policy areas from
national decidon making to decison making a the EU levd. Integraion in
geographicd domain captures the geographicd dimengon, i.e the area where
the rules of the integration apply. Findly, integraion of inditutiond capacity
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represents  the edablishment of inditutiond bodies for monitoring the
development and decison making a the Union level.

EU integration has progressed in dl three dimensons in the past. Increasngly
more aeas have been submitted to decison meking a the EU levd. The
formation of the customs union and the EMU constituted sgnificant steps
towards increased integration in functiona scope as each country trandferred its
nationd sovereignty in trade policy and monetay policy to the EU levd.
Integration in space has taken place as the number of Member States has
increased from 6 in 1958 to 15 in 1995. Also inditutiond capacity has been
increased. Especidly the adoption of the Maastricht and the Amsterdam Treaty,
have delegated more decisonrmaking powers to the Councl by limiting the
cases requiring unanimous decisons. A new powerful inditution has dso
gppeared by the establishment of the European Centrd Bank.

The smultaneous integration in dl three dimendons is hady eraic but
reflects linkages in the integration process, which may aso gppear in future,
Integration of functiond scope may lead to integration in the geographica
domain. When the Internd Market was established, countries outsde the EU
got a dronger incentive to seek membership of the EU to get full access to this
market. Smilaly, if the euro project deveops successfully, more countries will
want to paticipate. A widening of the EU with more members creates a
demand for efficient decison making, which points to the need of establishing
more powerful, federd inditutions ingead of rdying on intergovernmentd co-
operation. Enlargement without securing an  effident decison  making
mechanism through a drengthening of the federd inditutions may bring the
integration process to a stalemate.

In a Union with many Member Staes, there may be opposing views on the
future course of the Union, and especidly disagreement on the degree of
federdigm. If the sddemate scenario should be avoided, a posshbility would be
to open up for membership a different layers, where some Member States are
dlowed to proceed into deeper Stages of integration without committing dl
members to be involved. However, dlowing for such flexibility has its cods, as
it will contribute to a weskening of the EU inditutions and confuse the decison
making process.
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4. Closing remarks

Returning once more to the man question whether the European economies
have evolved towards one European economy, the answer is yes, but there is
dill a long way to go before we can truly speek of one pefect integrated
€conony.

It is obvious that the economies of the EU Member States have become more
integrated in recent years. Mongay integraion is paticulaly advanced as the
differences in interest raies and inflation between the countries have been
damost eroded. Looking upon the changes in totd output and employment the
resllts ae less cdear. Thee ae 4ill subgantid differences in the levd of
unemployment and sandards of living, and there are no definite sgns that the
devdopment in busness cycles between individud Membar Staes have
become more synchronised. Nationa characteristics have thus not been blurred,
even if in a number of aeas, the economic differences between the member
countries have decreased.

The antagonism between unity and diversty dill characterises the European
Union a the turn of the century, dso in the economic sphere. It makes sense to
perceive Europe as one economy, but at a closer ook, the individua economies

of the Member States are till discernible.
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