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1. Introduction 

The world economy is currently undergoing substantive changes which are frequently referred to in the context of the term “globalisation”. These substantive changes are being driven in part by the decline in transport and communication technologies, in part by the greater integration of economies such as China, India, Brazil, and Korea into the world economy, and in part by the ongoing process of multilateral and regional integration. The changes appear to be transforming the very nature of inter and intra-firm relationships and which are then manifesting themselves in the changing patterns of trade, investment, and production.

In this paper we argue that the notion of “deep integration” is central to understanding the transformations which are taking place. Deep integration is a term developed by R.Z. Lawrence (1996) which is typically used in a range of contexts and with its meaning not always clearly specified. It is frequently used in the context of regional trade agreements where the focus is on integration processes which deal with “behind the border” barriers. However, often when used in this context there quite what the behind the border issues are, or what it means to achieve deep integration are poorly specified. 

The aim of this paper is to understand the role of deeper integration in the context of the increasingly globalised world economy. This is important not simply in terms of understanding the changing patterns of production, trade and investment, but also in terms of considering optimal policy responses. In this paper we therefore, first consider carefully what is meant by the term deep integration. We argue that deep integration can be seen both as a process driven by both public and private policy actions, and in terms of outcomes with respect to the degree and nature of firm level interdependence. The former can be characterised as deep institutional integration, and the latter as deep market integration. Secondly, we consider the possible impact of deeper integration where we highlight what the nature of the potential gains may be gains from such integration. Thirdly, and on the basis of the preceding, we identify ways in which deep integration might be achieved in particular in the context of regional trade agreement. 

In the first instance “deep integration” can be thought of as being defined by a process – be this public or market let. In this sense of the terms it refers to the removal of barriers to trade that are domestic or “behind the border” - normally domestic rules and regulations that may affect both home and foreign firms - but which also restrict foreign access. Barriers to trade in services, barriers to investment, the absence of an effective competition policy are all of this kind. Since some industries are allowed to practice “self regulation” via private rules and norms we should include private measures as well as public ones. Evaluating the extent of this aspect of deep integration would call for an assessment of the different types of measures undertaken by governments and firms.

A second possible meaning of the term concerns the outcome of the process and in particular the degree and nature of firm level interaction within and across borders both with other firms and with their own subsidiaries. The rise of vertical fragmentation, or trade in tasks is a reflection of this process of deeper integration between firms and states. As opposed to looking at measures undertaken evaluating the extent of this aspect of deep integration can only be done by finding suitable measures of the changing nature of firm level relations, and of patterns of trade derived from these relations. This could be achieved by looking at a number of indicators - institutional (eg prevalence of subcontracting), home market preference, price convergence, measures of intra-industry trade, measures of vertical specialisation. Intra-industry trade (IIT) indicators appear to capture two aspects of deep integration in outcome terms, namely fine degrees of either horizontal or vertical specialisation. IIT measures identify both niche specialisation within product varieties, whether of higher or lower quality or just different, and trade flows where different components are made in different places. 

For the purposes of this paper, where we need to distinguish between the process and the outcome, than we use the term “deep market integration (DMI)” for the outcomes”, and “deep institutional integration (DII)” for the process. It is our hypothesis - not an assumption - that deep institutional integration is likely to lead to deep market integration, but that deep market integration is also create a demand for further institutional integration. This interaction inevitably complicates empirical analysis.

2. Deep institutional integration

In principle a distinction can be made between measures applied at the border such as tariffs or quantitative restrictions which are enforced at the border by customs officials on the one hand and on the other domestic regulatory measures which affect goods (after they have passed the borders and are then circulated in the internal market) at the point of sale. Deep institutional integration typically refers to a process in which it is the domestic economic (regulatory) policies/measures, which are modified in order to remove barriers to trade. These can include issues such as customs procedures, regulation of domestic services production that discriminate against foreigners, product standards that differ from international norms or where testing and certification of foreign goods is complex and perhaps exclusionary, regulation of inward investments, competition policy, intellectual policy protection and the rules surrounding access to government procurement. This is by contrast with shallow integration under which it is the “border measures” essentially tariffs and quotas, which are eliminated. 

These concepts are also linked to the distinction between positive and negative integration.  Negative integration means the prohibition of certain measures that will restrict trade. Positive integration is an obligation to adopt certain common policies. These distinctions become somewhat blurred in practice.  The negative integration prohibitions may extend to domestic rules, e.g. on subsidies and a sufficiently broad set of restrictions on policy may end up prescribing what may be done!  For example a trade agreement may state that signatories may not ban the sale of products produced to international standards. Cast in the form of a ban, a prohibition rather than a positive obligation, it nevertheless creates a positive obligation to allow the use of international standards.  

In order to make more systematic the analysis of deep institutional integration we need to first detail the types of both border and behind the border barriers to trade, which might exist; and then consider the ways in which these might be legitimately considered as barriers to deeper integration. A framework for this analysis is laid out in Table 1. In the table we look at the different ways in which different kinds of obstacles to trade may impinge on trade. The first column of the table details the types of barrier, which might exist, and then the subsequent columns provide specify the nature of both border and behind the border impediments which may occur with respect to that barrier. The last column is the area where we think deep integration measures as identified earlier may be able to assist. When considering the border and behind the border barriers, it is also useful to distinguish between barriers which are directly related to physical infrastructure, and barriers which arise from institutional/regulatory policy measures undertaken. 

Hence, if we take the first row of the table, here we identify tariffs and quotas. These are clearly in the first instance border barriers, which may limit trade directly because of the actual policy measure itself (the height of the tariff, or the amount of the quota), and as a result of customs clearance procedures at the point of entry. There could also be behind the border barriers arising from the procedures which may need to be undertaken in order to be able to supply the good. Here we seen that even for goods the distinction between deep and shallow integration is sometimes blurred, and this may be even more so once one goes beyond tariffs and quantitative restrictions that affect only imports.

In looking at technical barriers to trade (TBTs) and Sanitary and Phytosanitary (SPS) measures affecting food safety it is important to distinguish between: standards which are in principle voluntary, mandatory technical regulations, conformity assessment (CA) by which compliance with standards or regulations is checked, and accreditation in which the inspection system for CA is itself assessed. Here we see that there are both border barriers which may arise because of the e.g. warehousing infrastructure, or the policy that are in place for the inspection of goods; and behind the border barriers which are concerned with the presence of testing and certification laboratories, and the measures that are in place for conformity assessment and accreditation, as well as the presence or not of both private and public standards – which in turn may or may not require appropriate legislation. The absence of those standards, or the absence of a capacity to prove that given standards may have been met will clearly impede the capacity for firms to supply the market for which those standards are required. Hence, introducing standards, conformity assessment, and accreditation provides a clear example of deep integration which then serves to facilitate trade. For services obstacles to international transactions are generally internal regulations although some services do require services or their providers to cross frontiers. 

Shallow integration proposals can reduce the impact of the barriers that come from rules applied at the border, but deep integration requires one to address domestic processes. In both cases however modulating formal regulatory barriers will not facilitate trade unless the physical or human infrastructure is improved.  For example liberalizing rules of public procurement will not help if the process for making bids still requires a heavy resource commitment. Anti-dumping duties are levied at borders but they have a domestic element in that there may be scope for appeals and rebates all of which are internal. Anti-competitive practices and their control are usually within the national economy but monopolised distribution channels might start to bite at the frontier itself.

Table 1. Understanding Barriers to Deep Integration

	
	Border barrier aspects
	Behind the border dimension

	
	Infrastructure
	Institutional / regulatory / policy
	Infrastructure
	Institutional / regulatory / policy

	Tariffs / quotas
	Customs clearance
	Actual measures eg. tariffs, quotas
	
	Domestic implementation of applications for clearances etc especially for quotas

	Standards: (SPS, TBT)
	Warehouse facilities
	Inspection processes
	Labs
	Standards, regulations etc

	Investment
	n/a
	n/a
	Access to facilities
	Investment rules

	IPR 

	
	Checks to secure compliance
	Patent office
	IPR legislation and rules

	Trade defence

(AD, CVDs Safeguards)


	Customs clearance
	Actual measures
	n/a
	Bureaucratic procedures for imposing duties and appealing etc

	Services: e.g. financial, insurance, transport, telecoms)
	Internet
	Possible blockages on internet
	Core network for peripheral services
	Regulations

	Govt procurement
	
	X
	Purchasing system
	Legislation and rules

	Comp. policy – private firms
	Any marketing obstacles by incumbents
	Courts
	Legislation and rules

	Comp policy- state aids
	
	
	
	Aids regime and ways to challenge


On the basis of the preceding we can then identify a checklist of factors that are usually associated with deep integration, and which are increasingly frequently included in RTA discussions. These typically include:

1. Investment rules.

2. A degree of regulatory harmonisation (product standards or process standards) with an approach to Harmonisation, National Treatment, or Mutual Recognition: This is a key issue: the EU approach unlike NAFTA has been to stress the need for harmonisation at least of minimum standards.  Here the clear trade off is between the domestic costs and the prospect of market access
3. Provisions on anti-dumping/countervailing duties  

4. Provisions on subsidies 

5. Competition policy alignment? Here there is much dispute about. For example for  LDCs there is a need is to ensure that cost of compliance is not disproportionate and that there is not an asymmetry of obligations

6. Services schedule relative to GATS commitments, especially rules on movement of natural persons. Since, in many cases, GATS does not impose serious constraints, systematic evaluation of costs and benefits benefits of mutual market access may depend on provisions such as visa rules for temporary workers that may be excluded from the RTA. 
7. “Harmonisation” etc of issues going beyond even behind border concerns , e.g. general legal norms other than TBTs, etc.

8. Institutional framework necessary to ensure that agreements are credible and enforceable. This may include some form of supra-national rule making system, an autonomous secretariat, and/or an ex post binding dispute settlement. 
9. Political integration / political benefits / non-trade political conditionality?

In accompanying work in collaboration with A.Ghoneim we have sought to apply this checklist to a number of agreements including the EU-Egypt Association agreement.  We will not explore this here but proceed to ask the circumstances under which one would wish to include these elements.  The core reason is we assume that the removal of tariffs alone will leave other institutional barriers unaffected.

3. Deep market integration

Much of the row entries in Table 1 above directly refer to the process of public or state led deep institutional integration. From the point of view of firms, changes in policy in any of these areas potentially raises the possibility of deeper market integration. This possibility of deeper market integration arises in two principal ways. First, it increases the contestability of markets by making it easier for firms to access each other’s market and on a more even or level playing field. Hence action with regard to competition policy, government procurement, trade defence or investment rules are all likely to have this impact. Secondly, more indirectly, and in particular in conjunction with integration with respect to standards it allows for greater interconnectedness between firms. This greater interconnectedness may be between different firms, or between firms and their subsidiaries and is thus likely to occur by dividing up tasks along different parts of the value chain. This occurs both with regard to manufacturing and service activities, and in the linkage between the two.

In considering deep integration it is then clear that “standards” play an important role. Significantly deeper integration with respect to standards is something which can be achieved either by public or private agents. It is also important to note that standards can be either barriers to trade or facilitators of trade, and it is difficult to identify beforehand their specific nature.  They can be drawn up nationally, regionally, or multilaterally, or by the private sector and be mandatory or voluntary. In the case of private standards they may be made mandatory by the market and can be both a challenge and an opportunity for developing country exporters.  

An important issue with regard to standards is that where they matter (and their remit is constantly widening) international trade is increasingly based on quality and technology rather than simply on price. This claim is something of a cliché but we seek here to give it a firm basis. For an increasing number of commodities public and private standards (in the broad sense of this term) are creating a situation in which the notion of a trade off between price and quality no longer applies.  That is to say, price competition enters into the game only if certain minimum standards have been met.  This means that in such markets there is no positive price at which certain low quality items can be sold.  Such a concept runs against the orthodox precepts of neo-classical economics but is immediately intelligible when one allows for uncertainty and transactions costs.  In a world of perfect information and no transactions costs, standards would not be necessary.  Buyers would be able to costlessly assess the quality of goods and services and evaluate and predict the adverse cost of lower quality.  In real life consumers do not know the consequences of certain health or breakdown risks and are willing to pay a premium for standardized commodities. Moreover there are certain risks of breakdown that one would not take at any price.  For those who can comply, externalities and increasing returns to scale from common standards may actually make the marginal cost of standardisation negative.  

We can then identify what might be termed “Smithian” as opposed to “Ricardian trade”
.  In “Ricardian trade” commodities are homogenous, or at least the quality is instantly recognisable and measurable and differs only in a quantitative way, such as in the percentage content of a certain material. In this model profit margins will not be related to quality and comparative advantage is based on cost of inputs and cost-efficiency alone. In the “Smithian” model, the assumption is that there are economies of scale and the benefits of specialisation come from chopping up the production chain. But of course as the processes are separated the outputs of one process become the inputs to another and this requires some sort of coordination mechanism between suppliers and users-consumers.  There was extensive literature on transactions costs (including Williamson, 1975) which argued that the increase in transaction costs was overcome by “internalizing” them through vertical integration or through reinforced and cross-ownership structures with a consequent expansion intra-firm “trade”. Williamson argued that even between firms in the same town, the problems of monitoring quality were likely to be so great that only hierarchical control of production processes could ensure quality. Hence, that the “factory system” arose not from technological economies of scale but from the need for monitoring of quality. For example if a clothing manufacturer could only see the outside of bales of cloth he would not know what they were like throughout: he would prefer to have control over the workplace where they were made. External producers were marginalized. However, new management and information systems have revitalised the subcontracting and outsourcing relationship.

Best (1990) took a complementary approach arguing that the development of technical standards in the US in the 19th century both directly raised productivity across the whole economy (because US standard screws has very well shaped threads) but also generated huge externalities as the army’s demand that parts for rifles be interchangeable wherever they had been made. The result was that firms and workshops could specialise in very fine lines of activity and gain economies of scale and learning effects. The United States thus achieved true deep market integration. A viable standards system is a way to reduce the transactions costs of unreliable and potentially incompatible components. However standards without a guarantee of quality are not adequate. The entire “outsourcing” movement is based on the need to find ways round the Williamson problem.  

The Japanese car industry has often been seen as a model for others to follow, in two respects, first the striving for zero defects and the extensive use of external supply chains.  Enthusiasts for the “Toyota model” – originally based on the quality assurance ideas of the American engineer Deming, showed that there is no trade-off between physical productivity and production quality: this is because high productivity is best achieved by ensuring that all output coming off the production line can be sold without further modification.  Japanese firms have been very successful in both cars and especially in electronics in extending this model to suppliers across the whole of East Asia, despite the lack of institutional support.  

John Sutton’s work has vividly illustrated the role of quality standards in the general sense.  In an investigation of how the Indian and Chinese car component industries have developed he shows that those firms who have become successful subcontractors have done so by reducing the rejection rates of faulty products to levels comparable to US, EU or Japanese suppliers.  Those who have not done so have not been able to enter the value chains.  

The reason why it is necessary to use sophisticated quality assurance processes rather than simply relying on monitoring output quality is that the defects in the intermediate output may not be easily visible. One component proving defective could damage an entire production line. Similar considerations apply to consumer goods, especially food products which are increasingly being bought and sold in the same way as intermediate industrial products, in that supermarkets are imposing increasingly tight quality standards treating them as inputs into a production process. Necessary does not however mean sufficient: producers who cannot meet these quality standards will not be able to do so merely by the creation of a regional monitoring capacity, though this is clearly the first step in improving quality. 

The phenomena we are analysing here leads to deeper market integration, and have to do with intra-industry trade in two ways, which we define as “horizontal Smithian trade” and “vertical Smithian trade”. These are nothing more than the two well known types of intra-industry trade. The first type where producers market a finished product that fits into a highly differentiated niche where reputation, brand and quality allow a price premium to be obtained that cannot be eroded by new entry. This process is sustained by what the economists calls “love for variety”, a typical feature characterizing all the so-called new trade theory models as well as recent model of industrial organization and heterogeneous firms. In this type of trade, standards work as “amplifiers” and “catalysts” by allowing the creation of recognizable “brands” and types, developing new niches that consumers can identify without incurring in screening and search costs. Consider for example the expansion of “organic” market and related standards or the “fair trade” market.  

The second type of intra industry trade is where the “value chain” is broken up, and in Adam Smith’s example different parts of the pin production process are located all over the world.  For this to be able to happen we need mechanism for the contracts between upstream and downstream producers to be able to be very carefully and reliably monitored and enforced.  This depends on the capacity of the producers to guarantee quality, which depends both on the market and on national and global public as well as private provision of standards facilities.  In such markets low wages cannot offer an alternative to compliance (cf Jaffee and Henson). This type of trade is frequently variously referred to in the literature as vertically fragmented trade, or more recently trade in tasks. The term trade in tasks emphasises the point that this type of intra-industry trade may not simply be in manufacturing but is likely to cross the boundaries between manufacturing and services. 

In Table 2 we summarise the role of standards in the new types of specialization.  The key point is that “intra-industry trade” of both kinds allows producers to specialise in a particular product or process for which a premium price can be extracted and specific expertise gained. The table highlights the distinction made above between traditional, so-called Ricardian gains, and two types of intra-industry “Smithian” gains from trade.  

The second row of the table identifies the different products that are traded, and also reflect the assumptions of the different theoretical models used to analyse these different types of trade. Traditional trade models assume homogenous goods, which leaves no scope for intra-industry trade. More advanced models of intra-industry trade assume heterogeneous goods. Horizontal intra-industry trade tends to be in final goods differentiated by brands or quality attributes, including the “food niche products” and some special high-value horticultural products. On the other hand, examples of vertical intra-industry trade are intermediate goods and outsourcing.  

Most trade models focus on countries as their unit of analysis, but in reality it is firms that are conducting the trade.
 Therefore it is important to identify the types of firms involved in these different types of trade. “Ricardian trade” can in theory involve any firms. However the traditional trade models are characterized by a couple of important assumptions: perfect competition and no economies of scale internal or external. The firms involved in horizontal intra-industry trade are not necessarily internationally integrated while the ones involved in vertical intra-industry trade will normally be firms linked to foreign firms through long-term affiliations or because they are part of “global value chains” (Humphrey and Schmitz).  What is important from a theoretical point of view is that these firms are characterized by economies of scale and learning processes which introduces increasing returns and the possibility of specialization.  

The next row focuses on the relevant policy instruments. When considering “Ricardian trade” typically we focus on tariffs and tariffs-like barriers (e.g. quotas), these can include standards and regulations to the extent that these act “as a tariff” and therefore their tariff-equivalent can be calculated. But for intra-industry trade the importance of tariffs is smaller and the relevant policy instruments are standards, regulations, testing and conformity assessment. Due to their differentiated nature it gets crucial to be able to assess their characteristics. In certain cases these are information diffusion devices implicitly imposed within the production chain as in the case of global production chains (e.g. cars). From this it is clear why when analyzing standards and regulations we will consequently shift the focus of our attention to “Smithian trade”. However standards can also act as a barrier and be a tariff-like trade policy instrument as we have already discussed and this possibility is included in our theoretical framework when we are analyzing “Ricardian” type of trade.  

We also need to ask if and what externalities and market failures are associated with these kinds of trade.  This is important to link the concept of Smithian trade gains to the relationships between standards and public goods.  We argue that when considering traditional trade gains and “Ricardian” type of trade it is often assumed that there are no market failures nor externalities.  On the opposite, when considering “Smithian” type of trade these are much more diffused.  In particular “horizontal” intra-industry trade is clearly affected by information externalities (e.g. one potato affected by brown rot and all the shipment is destroyed), reputation mechanisms, learning effects (e.g. farmers can learn from their neighbour how to take care of certain pests for instance), etc. Similarly, a number of spillovers affect also vertical intra-industry trade, in particular the establishment of quality assurance systems, the fixed costs involved in setting up a system of standardisation and coordination among trading partners.  

Finally, what are the lessons from the point of view of needed public policies and collective action that we can derive from the distinction between “Ricardian” and “Smithian” type of trade? When considering “Ricardian” trade we are left with traditional public policy measures involving elimination of barriers or the so-called “negative integration”, the main achievement of the various GATT’s rounds.  Differently, when considering “Smithian” trade we need to consider a much wider and more complex set of policies, in particular when considering “horizontal” intra-industry trade the scope of public intervention is a consequence of the market failures and externalities described above.  However we would argue that when dealing with “vertical” intra-industry trade the scope for public intervention should be maintained at a narrower level because we observe that private sector mechanisms of coordination tend to work well, surely there is scope for public policies to improve the business environment and “facilitate trade” but we would argue that the government shouldn’t be involved in setting mechanisms for intra-firm coordination because it probably lack the right information and possibly also lack the right incentives.

The bottom panel of the table also identifies the role regional agreements could play in trade facilitation. It becomes rapidly clear though that this can only be a minor part of the story.

Table 2:  DEEP INTEGRATION AND ROUTES TO GAINS FROM TRADE

	
	Traditional trade gains & trade policies
	“Smithian” productivity enhancing gains from trade



	
	
	“Horizontal” IIT
	“Vertical” IIT Trade

	Driving forces (economic determinants)
	H-O comparative advantage: endowments, income, factors’ costs
	Productivity gains driven by product innovation and specialisation (including advertisement)
	Productivity gains driven by process innovation and thinner division of labour (slicing up production chain, e.g.  Mex-US)

	Type of product affected
	Homogeneous (either final or intermediate)
	Mostly final, differentiated by variety and by quality

Includes more agricultural niche products.  (process of ‘de-commodification’ of commodities)
	Trade growth is in intermediate goods – may be homogenous/interchangeable but quality needs monitoring and differentiation along production chain; mostly industrial but not only.

Services outsourcing

	Type of firms involved in this type of trade
	Any firm
	may be internationally integrated or subcontracting
	More likely to be integrated; long term affiliation or subcontracting likely

	Relevant Policy instruments
	tariffs QRs etc.  Any standards, regulations that are purely tariff-equivalents (especially time consuming controls done at port of import)
	Standards, regulations, conformity assessment

Monitoring can be done on import but potentially very costly
	Standards mostly

Monitoring must be done along the whole prod chain

	
	
	
	

	Market failures/

externalities associated with this kind of trade
	Any
	Reputation, health, learning effects,
	lack of quality assurance systems, standardisation, general issues of business environment

	Action needed to remove barriers: Public vs. Private
	Public policy measures need to be addressed
	More scope for public intervention here (especially in case of market failures: e.g.  health issues that individual consumers cannot ‘detect’ – these interests may require public intervention i.e.  driven by public welfare); NB avoid ‘raising rivals’ costs standards
	Much scope for intra-firm resolution and private coordination; public policies needed for favourable environment;



	
	
	
	

	ROLE FOR RTAS
	Eliminate border barriers and equivalent
	quality standards ensuring protection of consumer and environment 
	As above all quality and compatibility for processes

	gains from trade if RTA successful 
	traditional
	higher profitability from niche products plus learning about value chain + economies of scope
	economies of scale and technology transfer

	Impact of trade expansion on poverty
	Poorest make less tradables so less able to profit from expansion of formal sector . But possible impact on employment and wages? 
	Maybe hard for small firms  to meet standards However there can be positive labour impact if larger can do so
	Very poor unlikely to be involved at all, but huge gains if somehow they can get into international value chains. However there can be positive labour impact (e.g. maquiladoras employment in Mexico)


We see however an interesting paradox as we consider the various possible effects of deeper institutional integraton. Deeper institutional integration lowers transactions costs so that firms can more easily do business with others that they do not initially know. At the same time markets are clearly more integrated when they are less than totally anonymous, ie when participants have more information about each other, which is likely to increase trust. This implies that the kind of deep market integration promoted by institutions that cut transactions costs can create two forms of deep integration: 

· a very comprehensive certification or standardisation regime which can permit trade between anonymous partners

OR 

· networks of repeat business 

This also raises the possibility that the nature of the relationship between firms is likely to be non-monotonic as deeper integration takes place. A first phase of deeper integration can lead to the possibility of investing in durable market relationships, the creation of  quasi-integrated value chains; but that there could be a later step in the process where buyers and sellers can afford at very little cost to switch trading partners but still be assured of the requisite quality and reliability. Alternatively, it may be that purely market driven deep integration leads to one outcome whilst collective institutions are needed for the other.

A paper by Leijonhufvud (2007) drawing on the unbundling concept surveyed by Baldwin (2006) suggests that value chains have some of the features of the intra-firm monopoly-monopsony elements that exist within firms for successive stages of the production process.  Without referring to deep integration as such he suggests that the most important contribution institutions can make is to create “thick” markets where upstream and downstream partners have a free choice to switch contractors. In this scenario durable contracts and many potential partners could coexist as it would be the availability of alternatives for the other side rather than the opposite that induced each party to stay with the relationship.  So, in looking at the depth of integration we need to consider the thickness as well as the depth of integration.  The role for institutional deep integration may be most important in ensuring the correct balance.

4. The Gains from Deep Integration

In an early pioneering empirical analysis, and in the context of the Euro-Mediterranean free trade area, Hoekman and Konan (1999) concluded that:

“Despite the weakness of the datasets that are available, the major points that emerge from the analysis are fully consistent with the economic theory and analytical models. PTAs that are limited to the elimination of tariffs for merchandise trade flows are of limited value at best, and may as easily be welfare reducing as welfare enhancing.”

Similarly to the preceding discussion, they define deep integration as “explicit actions by governments to reduce the market segmenting effect of domestic regulatory policies through coordination and cooperation”. They go on to conclude that the earlier pessimistic conclusion may be overturned by appropriate forms of deep integration that eliminate regulatory barriers. But they are forced to make fairly arbitrary estimates of the impact on trade costs of integration.

This raises the question of what are the possible sources of the gains from deep integration? The answer is multifaceted and complex, partly because deep integration involves a number of diverse areas as detailed above, and partly because there are typically spillover/externalities associated with aspects of deep integration. However, there are a number of possible gains that can be identified. Examples of the benefits of deep market from deep policy integration include:

· more niche market specialisation and the creation of more stable value chains. 

· technology transfer and diffusion both through trade and FDI, 

· pro-competitive gains from increasing import competition in an environment of imperfect competition, 

· greater exploitation of economies of scale in production

· the greater use of intermediate inputs; 

· the increased geographical dispersion of production through trade that supports the exploitation of different factor proportions for different parts of the production process

· local economies of scale through finer specialization and division of labour in production; 

· externalities arising from institutional changes that lead to a wide increases in productivity. 

In addition to the potential, but once and for all, efficiency gains and losses, there may be welfare gains arising from growth effects induced by economic integration. There might be faster technical change and total factor productivity growth from the increased specialisation, and/or positive externalities between firms and/or sectors. These dynamic gains are typically more likely to arise in the presence of deep integration, and are often also associated with the presence of foreign direct investment 

In our work on EU Egypt we looked at the areas where the Association Agreement raise the possibility of genuine deep integration, bearing in mind that the impact of harmonisation will depend critically on the very nature of the deep integration process. Consider the barriers to deep integration identified in Table 1 above. Most of these are barriers to the contestability of domestic markets – hence introducing a competition policy, introducing measures encouraging investment, reducing public procurement etc are all concerned with increasing the responsiveness, capacity, and attractiveness of the domestic market – both for domestic and foreign firms (hence linking in to FDI). Introducing these elements of deep integration will therefore have a first order impact on the firms currently supplying the domestic market in the related and affected sectors. In the first instance this implies structural adjustment with winners and losers. In the second instance those processes of deeper integration are likely to increase the supply capacity and responsiveness within the domestic market (be it by domestic or foreign firms) – driven, for example, by increased availability of credit for investment purposes, market expansion, productivity growth, improved supply (in terms of both price and quality) of intermediate inputs (e.g. telecommunications), and improved infrastructure.

In contrast some of Table 1, is more directly related to improving the ability to access foreign markets. Here the impact is likely to be very different on those firms that are able to benefit from the enhanced market access as opposed to firms who must merely respond in the domestic market. Standards fall directly into this category. Consider, for example, the impact from the harmonization of standards:

Exporting firms that can meet higher standards are likely to gain (or at least maintain) market access. In addition the ability to meet high standards may allows some (eg. developing country) exporters to become part of integrated value chains that divide up processes traditionally carried out in one production unit so they can be relocated anywhere in the world. Becoming part of such a vertically integrated supply chain may lead to increased exports, greater long term stability of exports which can lead to higher levels of investment, and might lead to positive productivity spillovers either directly via technology or via improved managerial practices and know-how. 

However, to set an entire domestic “standards” regime to assist just those firms exporting to, for example, the EU might be a small tail wagging a large dog. The “new economic geography” suggests that these relocations may not be uniform but frequently occur in clusters of activity, some of which may be associated with RTAs. The ability to take part in this disintegration and reallocation of the production chain depends on guaranteed output quality compatible with the requirements of the buyer and on the characteristics of the market. The introduction of standards means that domestic firms are likely to face higher costs and consumers are likely to pay higher prices. This may or may not be appropriate for any given domestic market. While facing higher domestic prices, domestic consumers are also likely to be getting better quality. In addition to the extent that standards generate public goods the costs will be lessened. It seems clear then that the importance of standards needs to be considered on a case by case basis. There is little point in worrying about the standards for some product which a given country scarcely produces. There is not a lot of point in worrying about applying, for example, EU standards for a product which a given country only produces for its domestic market. However, it is likely to be important to be concerned about standards issues for goods which the country produces and exports, or is capable of exporting in significant quantities, such as Egyptian potatoes for example.

There is a very considerable private element in the demand and supply of standards and standards related services (see Holmes, Iacovone et al 2006
) which can lead to market led deep integration. However, there is also the potential for market failure, arising from asymmetric information, externalities and spillovers which thus raises the potential need for policy intervention. That policy intervention can take the form of deeper institutional integration. For example, as we have shown above, a producer who wishes to comply with standards must purchase the standard, incur the compliance costs, incur regular and repeated testing and certification (the cost of this is likely to increase with the reputation of the certifier, which must itself incur accreditation costs). For the individual producer of goods or services, purchase of the standard is likely to be a small fraction of the marginal cost of compliance. But the fixed costs involved in setting up conformity assessment institutions and accreditation systems are too large for an individual producer, or even a small group of clients for a conformity assessment company, to sustain them. Despite the fact that the market can and does provide standards related activities, there are very extensive spill-over effects, whether literally through the environment or via learning or reputation effects, hence there is likely to be an under-utilisation of conformity assessment via market forces alone.  

Market failures could thus arise from any of the following:
Asymmetric information: We cannot assume that with imperfect information about the benefits of standards that firms will privately purchase the right amount of standards and quality assurance etc.  There is an informational public good that may need to be supplied.

Learning Spillovers: Once firms do engage with international standards there is learning by doing from the adoption of standards by the firms that adopt them.  This is not in itself a market failure provided that firms anticipate this: with imperfect information however the same asymmetric information issues arise. The experience gained can be transmitted to other firms however.  Circulation of experience and learning form competitors and customers are well-documented ways in which technological spill-overs occur (von Hippel, 1986).  It must not be assumed however that the transfer of knowledge is without cost.  Learning by doing and learning by imitation involve increasing returns and falling but not zero marginal costs.
Reputational spillovers: Probably one of the most important aspects of standards adoption is the market signalling aspect.  For a large multi-product firm, investment in quality or “brand image” has spillover effects across its product range.  This is less true for smaller firms.  In the 1960s “Made in Japan” was a signal that signified low quality to many consumers: now it is the reverse.  During their earlier periods of industrialisation a distinction between South Korea and Taiwan was that the former has a smaller number of large firms whose names were recognisable, while Taiwan’s engineering exports were largely from small subcontractors to US firms with no individual reputation.

Environmental spillovers: Normally one firm’s adoption of a quality norm has only a small direct effect on any of its neighbours.  However there may be cases where failure of one producer to confirm to standards actually can damage output from other firms.  The most obvious case is bio- and environmental norms.  For example if one agricultural producer allows chemical or biological contamination to take place, this can result in contamination of other producers.  Where quality controls by importing countries are based on geographical regions the failure of one producer to respect quality norms can affect an entire crop.
Economies of scale: We have stressed that for much standard related activity the private costs are very significant, but just as there are benefit spillovers there are also likely to be positive externalities on the cost side.  The fact that we see the development of standards related activity in developed countries where the demand is greatest suggests that there is perhaps a critical mass below which an indigenous certification or accreditation system cannot be profitable: it is after all much cheaper per unit to inspect all the farms in a region than just one.
Compatibility externalities: One of the most important aspects of technical norms is to ensure not merely that supposedly identical products really are so, but to ensure compatibility of products that have to be used with others.  Within a value chain the issues are similar to those of ensuring common standards, but one important role of standards is to ensure for example that printers can be linked to any computer etc.  Network externalities are an obvious example of this.  The more people who use GSM phones in a country the more people existing users can potentially connect to.  Much of this activity is carried out by private firms, e.g. standardising CD formats, but there is clearly room for public action in certain cases. As we noted above, Best (1990) argues that the American economy was transformed in the nineteenth century by the insistence of the army that all parts and component of rifles and other equipment be made interchangeable.  
Collective action and coordination failures and network externalities: The above is one special case of the general issue of coordination.  There are various cases when market failures can arise because of lack of collective action and coordination among private individuals.  In particular, whenever producers do perform “joint marketing” or the production’s quality of one has an impact on the price and market access of the others (e.g. brown rot) the intervention of the government may be required to support or enforce the coordination and avoid free-riding.  With regards to compliance with standards, if this is a costly process, individual firms will have the incentive to avoid compliance whenever they can rely on others’ compliance and escape the negative consequence of their non-compliance.  However such a behaviour of one single producer may put at risk the entire sales of all the producers, therefore government oversight or regulations may be required to increase the costs of non-compliance and minimise free-riding.  In certain cases, government intervention only needs to address asymmetric information failures to allow private self-enforcement to be re-established. At a more mundane level general acceptance of the compatibility principle can ensure that bicycle repair shops can stock standard tyres etc.   
Experience in East Asia suggests that many of these problems can be overcome and a high degree of market integration achieved by market forces alone. However as Sutton’s work shows many producers have difficulty breaking into the supply chains that emerge, though it is not obvious that this is itself a market failure as opposed to a lack of capability that needs to be addressed otherwise.

In examining the scale of deep integration, in order to apply the test on standards upgrading versus importing the wrong norms, we need to examine whether the importing of norms is inherently capable of addressing externalities or other market failures. 

Such market failures could in principle be addressed through: 

· A multilateral agreement, e.g. by ISO norms supported by the WTO

· A regional/bilateral agreement, e.g. RTA

· Autonomous government decisions of the individual countries

· The market, e.g. through FDI, detailed sub-contracting arrangements through the value chain, or by purely voluntary standards.

5. Achieving deeper institutional integration

The preceding sections detailed the different types of barriers to deep integration which may exist and which in their different ways make it more difficult for foreign firms to access domestic markets, and considered the possible welfare consequences of deeper integration.  We have argued that regional integration is only one part of the question, but rightly or wrongly the European Union has embraced the idea that the regulatory integration that created market integration within Europe can be extended in its various trade agreements with the rest of the world.  In this section, we consider the ways this can be addressed within the context of a regional trade agreement – such as the Association Agreement, and the European Neighbourhood Policy Action Plan between Egypt and the EU.

Barriers to foreign firms necessarily entail discrimination. The elimination of that discrimination can then be achieved in different ways and at different levels, and these are detailed in Table 3. In particular one can distinguish the notions of MFN, National Treatment, mutual recognition, and harmonisation.

Most Favoured Nation (MFN) treatment: The MFN rule is the weakest form of “deep integration” and is an obligation to treat all foreign suppliers in the same way.  It is rarely considered to be relevant in the context of regulations for goods, since it does not require markets to be opened to foreign competition but merely that however closed or open they are the same treatment is extended to all foreign suppliers, even if collectively they are not treated the same as home firms., But it is more complex for services. The WTO agreement on services, the General Agreement on Trade in Services GATS (see Box 1.1) requires MFN even for unscheduled and un-liberalised sectors or modes, so all foreign suppliers must be treated alike unless an MFN exemption has been agreed. This has never been a diplomatic issue but it is a constraint on domestic rule making: one cannot decide to admit service suppliers from the EU but not the US without either an MFN exemption or the negotiation of a fully fledged Regional Trade agreement compatible with GATS article V. But this provision is more like to be relevant as a constraint on partial liberalisation than for highly regulated markets.

Table 3.  Ways of Eliminating Barriers to Deeper Integration

	Type of barrier removal
	Meaning
	WTO
	Governance

	Most favoured nation
	Discrimination against foreigners allowed, but not between them 
	Key principle of GATT;

GATS if there are no exemptions
	Minimal constraints on autonomy, but says any liberalization must be non-discriminatory

	National treatment
	Must treat foreign and home products equally once they are admitted


	Key principle of GATT, Article III 

GATS where commitments made
	Impact may be slight without binding dispute settlement (DS). Could be substantial with binding DS if de facto implicit discrimination addressed. 

Sometimes impact underestimated 

 

	Mutual recognition
	Equivalence assumed,  but can be subject to challenge 
	SPS if equivalence can be shown
	Depends on freedom to choose partners and if there is binding DS.

	Harmonisation/

Approximation
	Everyone has same/similar rules
	TRIPs

GATS Telecoms reference paper

SPS & TBT some elements
	Explicit agreement in detail needed – in the 

EU qualified majority voting; at the WTO consensus if multilateral.

But ISO & Codex can be decided by majority

Approximation agreed in an RTA can reduce sovereignty




National Treatment: It was sometimes thought that the General Agreement on Tariffs and Trade (GATT) of 1947 only dealt with shallow integration but in fact Art .III calls for “National Treatment” and thus requires all domestic regulations and taxes to treat home produced and imported goods alike. Also the ban on quantitative restrictions in Article XI has been interpreted as covering bans on the sale of all goods of a particular type that obstruct imports even if they also affect home goods.

The general obligation for National Treatment of GATT Article III and for those sectors so scheduled under GATS stipulates that taxes and regulations must be the same on imported as well as domestic goods, once the former have cleared customs.  This obligation is weak if it is confined to saying that laws regulations and taxes cannot discriminate legally against foreign goods, but it is powerful if de facto discrimination is prohibited and there is binding dispute settlement (DS) system.

The European Court of Justice has ruled that any differences between national regimes even if they are not discriminatory can be obstacles to trade and the country imposing them must demonstrate that the country imposing them has a solid public policy objective in mind that cannot be achieved another way. Therefore, though the term deep integration was coined in the 1990s to refer to trade agreements that incorporated integration processes that went beyond the obligations of the GATT itself. Within the EEC, the ECJ went further than the GATT but was building on it. 

It is rare that technical barriers to trade are written in such a way as to exclusively target imports, though it is possible for a technical regulation to fall more heavily on imports de jure. More common is the situation where regulations in one country are an implicit or de facto obstacle to imports because they are easier for local products to meet. 

	Box 1 The General Agreement on Trade in Services (GATS)

Part of the WTO agreement of 1994

What is covered?

Each WTO member must list or “schedule” those sectors it is willing to open.  These commitments are “bound”.  Non scheduled sectors do not have to be opened up. But they subject to the MFN obligation unless the country files an exemption for them. There is a general but somewhat imprecise exemption for public services.

What commitments apply to scheduled sectors?

Countries listed how much and in what way they were willing to open each of 16 broad sectors with the possibility of excluding sub-sectors within them.

For each open sector the country must schedule its willingness to open the sector for any or all of 4 “modes”:

            1. Cross border supply of services
            2. Supply of services to buyers who travel
            3. Establishment of foreign suppliers
            4. Cross border supply of services by temporary movement of people

In each case the schedules distinguish between “liberalisation” (i.e. committing to allowing foreign firms to supply at all) and “National Treatment” i.e. letting them in on the same terms as locals. Many countries open their markets more than they are signed up for under GATS. These openings are reversible. In principle GATS affirms the right of countries to retain freedom for domestic regulation, though the border between this and “trade” is blurred.

Services in RTAs:

The rules on services in RTAs are separate from those on goods. The GATS agreement allows WTO members to sign preferential agreements on services with partners but only if substantially all services trade is covered.  Some services RTAs however merely reaffirm GATS
commitments.



Mutual Recognition and Harmonisation: The EU has been the prime example of deep integration and its regulations and jurisprudence have gone well beyond the idea of national treatment. The Court of Justice has declared that differences in rules can be seen as obstacles and have to be shown to be necessary. As a result the EU has long found it necessary harmonise rules. However this is a difficult political project even though the EU has a legislative apparatus.  Hence the ECJ developed the notion of mutual recognition: products made to meet one member state’s norms must be accepted by others, unless they can show why they not acceptable.  Unfortunately it did leave some scope for Member States to reject partner country goods if they fell below a certain quality threshold and it became necessary to move towards the “new approach” in which basic elements of product specifications were harmonised leaving freedom on inessentials and how to achieve aims.  Mutual recognition would seem to be the ideal mechanism to ease trade frictions without reducing regulatory freedom. Sadly it is not so simple. The EU has been forced to agree basic standards and it has in fact found it very difficult to agree mutual recognition of testing and certification with even the US.  Mutual recognition in practice requires some degree of approximation and a high degree of trust between parties.  Hence it has not been widely used at the WTO or in RTAs.

This brings us to the core issue of how far deep integration can be used to facilitate trade in RTAs, or put alternatively, to identify the mechanisms by which RTAs could attempt to address these barriers. Here there are actually two dimensions: (a) the extent to which the liberalization can and does discriminate between RTA and non RTA partners; and (b) which mechanism – national treatment, mutual recognition, or harmonisation is used. These issues are summarized in Table 4.

With regard to the issue of discrimination between RTA and non-RTA partner, in general an agreement to liberalise in a RTA can be preferential or MFN. The latter implies that any advantages given to the RTA partner country are then extended to others for example
:

· by rules – e.g. the TRIPS agreement says that any increased protection of Intellectual property rights must be extended on an MFN basis to all partners; so US – Jordan FTA extends IPR protection to all WTO members.

· Some RTAs contain provisions that liberalisation in subsequent RTAs must be extended to signatories of earlier deals if not all states

· de facto – when it is very hard, if not impossible, to exclude others from benefits. For example with simplified bureaucratic procedures it is in many cases hard to apply these to some importers / exporters and not others. Similarly, agreeing to use EU standards (or ISO standards) would benefit all who sell into EU, and/or who sell into the domestic market. Introducing or changing a competition policy applies to all firms in the market. Investors can buy into a firm that is based in home that has benefited from a relaxation of investment rules.

In considering standards, it appears that if deep integration is to be effective it must be thorough-going and contain some form of harmonisation. A major practical problem is that the EU calls on its partners to approximate their legislation to that of the EU and with mutual recognition of conformity assessment very much as a final step. Even the recent generation of agreements contain largely aspiration and only the mildest of commitments. By contrast very few other RTAs such as NAFTA go beyond the National Treatment concept and hence are unlikely to be able to deliver much more than the WTO. Other RTAs such a Mercosur have lofty ambitions for harmonisation but have de facto made little progress.  This applies to most areas of regulatory harmonisation (Bourgeois et. al., 2007).

In fact, as discussed earlier, a very considerable amount of deep integration can be done by the private sector. Standards are often private and conformity assessment is typically a private activity. Nevertheless it rests on a public infrastructure and there is little getting away from the fact that deep integration cannot confer real market access gains without loss of sovereignty. The EU’s relations with its immediate EEA neighbours exemplify forced harmonisation with the bare minimum of consultation. These countries, like candidates, however have little option however but to align their economies with their dominant market. For the ENP partners the degree of market integration is not so close so that real choices have to be made. 

There is increasing pressure to create some for of “common market place” in which all forms of regulatory conditions are approximated. Standards and technical regulations are the most obvious elements in this process but as the EU itself has found, effort is needed to remove a range of other regulatory barriers such as restrictions on government procurement or competition laws that allow local firms to create entry barriers.  We would argue that in these regulatory domains it is less likely that there will be adverse discrimination against 3rd parties. Putting it simply, adapting non-trade rules to make life easier for EU firms usually also makes it easier for any firm able to sell into the EU. 

Table 4. Ways in which Regulatory Barriers could be dealt with in an RTA
	
	PREFERENTIAL
	MFN 
	NATIONAL TREATMENT*
	MUTUAL RECOG.*
	HARMON-ISATION

	Standards: (SPS, TBT)
	MR with some partners
	Agreement that both parties will adopt ISO etc norms
	Generally required by GATT Art III anyway
	For conformity assessment likely to be preferential 
	EU presses for this, but limited value without CA MR 

	Investment
	Discrimination possible in industry so long as trade not affected. But de factor hard to apply if 3rd country can buy into the industry
	GATS require-

meant unless Art V satisfied.

 
	Agree to apply same rules to foreign firms as home
	Most likely to apply for services

	IPR 
	
	Must be MFN under TRIPS

Rare case where you have to extend


	Generally required under TRIPS
	unlikely
	EU & US call for this in some areas

	Trade defence
	EEA removes AD
	Unusual
	n/a

	Services
	Must satisfy GATS V.

Preferences hard to apply if 3rd country can buy into firms


	Quite likely; GATS obliges MFN for all sectors even if not scheduled unless exemption taken out in 1994
	Unlike goods only required for scheduled sectors;

Preferences possible 

But subject to

 Art V 
	Home country regulation

Possible, but GATS has rules.
	Possible

	Government procurement
	Can be done
	PP not covered by GATT, only GPA 
	Possible
	Would apply to approved lists
	

	Competition Policy
	Unlikely but could apply to takeover rules
	Most likely—would affect all partners
	Possible to apply to some or all 
	Would imply MR of decisions
	Possible 

	State aids rules
	Hard to do except for CVDs.
	State aid controls would affect all partners
	?
	?
	EU seeks to secure: bonus – removal of CVD rules


6. Conclusion

Our concern in this paper has been to explore the ways in which the new types of market integration differ from earlier trade patterns. Global integration is proceeding apace, but unevenly.  

We can speak of deep integration taking a number of forms. The removal of trade barriers is more and more largely focussed on domestic regulations while trade flows increasingly concern processes or tasks, including services rather than finished products. A key criterion for the efficiency or desirability of trade agreements is the extent to which they are actually necessary to facilitate this process. When tariff barriers are low the most important contribution trade deals can make to facilitate trade is the removal of NTBs and the harmonisation of regulations. The EU is embracing this philosophy in its new generation of FTAs including, where it can in its EPAs. Limited  attention has been paid to the trade-offs involved in the process. Whilst classic trade liberalisation can lead to trade diversion, and as we see above there is a need to ensure that harmonisation
 within regions of PTAs does not exclude others the new forms of integration can also lead to exclusion of suppliers from countries where there is a general structural inability to meet standards. No amount of price cutting will induce buyers to accept products that are below quality minima. At the same time within countries, as goods become more differentiated by supplier, there will be producers who can and cannot meet international demand. 

Clusters of economic activity are developing that are not necessarily defined by geographical boundaries, although geography still does matter a lot. We also see business networks being established within firms but more interestingly through sub-contracting and outsourcing. These links are very much market driven, rather than by public policy.  They also seem to relate to narrower elements of comparative advantage than used to be thought. Comparative advantage may be identified for a particular processes or task for a specific product, not for a whole industry. The result is that we can secure major new sources of gain but ones that are potentially unevenly distributed, horizontally and vertically.  

Horizontally the creation of tougher and more demanding standards is likely to create inequalities between producers who can and cannot meet the quality demands. This distinction may be as much within countries as between them, though new EU rules on food safety require make demands of the national; infrastructure. There is thus scope for multiple types of market failure, in terms of spillover effects, lack of public goods etc. The challenge is clear but policy response is not necessarily obvious however: aiding small producers to try and meet standards that are always going to be impossible is futile.

Vertically the setting of standards by private firms or consortia raises questions about the distribution of rents from innovation.  The classic debate about the role of supermarkets in the farming chain highlights this.

In all cases the question arises: is there governance challenge – or will the market deliver the least bad deep integration . And if there is a governance gap at what level should it be addressed - by individual governments deciding  how far domestic regulation should be driven by market access considerations? In regional or bilateral agreements or multilaterally? 
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�  We could also have used the term “Heckscher-Ohlin trade”. 


� A number of recent theoretical models have shifted their attention from countries to firms (cf. Melitz, 2003; Melitz, Helpman and Yeaple, 2004)


� We have drawn on this paper here.


� See Hoekman and Winters 2007


� See  Mattoo and Chen 2004


� See Humphrey forthcoming
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