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1. Introduction

The fifth enlargement of the European Union (EU)oives deep structural
adjustments that will certainly change the competitposition of countries and
regions. It is a challenging project that entajgpartunities and risks for current as
well as new members. It is expected that the Cleatréh Eastern European Countries
(CEEC) will experience both the highest risks amel largest benefits, as a result of
the singularity of their economic and social stuues in relation to EU patterns.
Trade and foreign direct investment (FDI) flows @dneen identified as key elements
for economic integration. They have been playirguial role in the transition and
economic convergence processes and will continuebdo paramount for the
foreseeable future.

Since the beginning of the transition process,quofl economic, political and
social changes have occurred in the CEEC. Afterctiimpse of centrally planned
economic regimes, and over the past decade, agasigely deeper liberalisation of
markets has been taking place. The European Agrdgemand the Trade and
Cooperation Agreements have also contributed teetlm®untries’ reforms. Overall,
considerable progress in transposing dlcguis communautairbas been achieved
and a high degree of implementation has been addrag in many areas, such as in
the internal market. Considerable tariff reducti@s taken place and the main trade
barriers have been dismantled. As a consequerag liberalisation is already a
reality in almost all sectors and countries invdlvevhich coincided with a trade
reorientation towards the EU.

FDI has been assuming a key role in the CEEC’ aagchp process, not only
because of its importance in overcoming inefficieaan the local financial markets,
but also because it is a fast way of transferrieghhology and market-oriented

business culture to previously centrally controlemnomies. For both reasons, FDI
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contributed to the strategic restructuring of firasd to the transformation of the
CEEC’ export structures.

In what follows, trade and FDI relations betweea Bl and the CEEC are
analysed, focusing on the major changes that ha&es lmccurring in the eve of
enlargement. Furthermore, we will try to assesar&utievelopments, by identifying
the challenges ahead and discussing the policies smopted.

2. The Dynamics of EU-CEEC Trade Relations

Following the disintegration of the centrally pl&sheconomic regimes, there was a
fast and extensive integration of the CEEC intowloeld markets, with the degree of
openness, measured by the ratio of exports plusrismpo GDP, increasing from 56%
in 1993 to 80% in 2001. Trade relations with the [E&Ve sharply increased, but are
more intense with neighbouring countries. In faégrmany is the CEEC’ main
trading partner, representing more than 40% of BhkeCEEC trade, followed by
Austria and Italy. The progressive reorientatiorC&EC' economies towards the EU
coincided with a decline in their relationshipstwihe Council for Mutual Economic
Assistance members (COMECON). In 2001, the pergentd the CEEC' external
trade with the EU was around 65%, comparable toadhaost EU members.

The expansion of EU-CEEC trade relations contritbigggnificantly to the
deterioration of the CEEC’ trade deficits. Indeedspite of the efforts to overcome
such a trend, these countries still display highcstiral trade imbalances. Moreover,
the catching-up process is expected to induce hidbgcits in some cases. This is
hardly surprising. During the Southern enlargemémtsnew members’ trade deficits
also generally worsened after joining the Europ&ummunity. High levels of
investment are necessary to achieve economic miedéam, requiring a higher level
of imports, mainly of equipment and capital gooegtthermore, with the expansion
of real incomes, imports of more sophisticated oomgion goods will naturally
increase. On the other hand, given past develomnantexport boom in the Eastern
countries is unlikely to occur in the coming years.

Trends in current account deficits vary across ne& member states. A
significant reduction of such deficits highly depsron the rate of convergence and of
industrial restructuring. Therefore, it is expectétht those countries that have
engaged in more profound reforms of industrial dtrres, and present a higher

convergence in productivity levels, will be in atlee position to reduce their deficits.



However, given the relatively small economic dimensof some of these countries,
bulky investments may also induce a reduction étdg. Accordingly, the European
Commission (2003) predicts that, by 2006, Estomd the Slovak Republic will
experience sizeable improvements in their currecoants.

Given the increase in EU-CEEC trade relations, key aspect to assess is
whether the trade potential between the EU and G=C has already been
exhausted. Although the empirical literature has Im@en unanimous, more recent
results seem to suggest that, in the short termf@nohost countries, trade is either
close or even above potential levels (Nielson, 2@xketano et al, 2002). However,
the results also reveal that exports to the CEBE ltanverged more quickly than
imports from the CEEC. As a consequence, therailisasgap between actual and
potential imports from some Eastern countries.

The CEEC’ permanent economic transformations makai§ficult to predict
with confidence the long run trade potential. Yiatspite of the great expansion in
EU-CEEC trade relations, the volume of trade iseexgd to continue to rise due to
the progress in market reforms and to the incredseal incomes. In addition to
accession to the EU, CEEC’ adhesion to the Eur@ xah also have positive effects
on trade flows.

Gains and losses from trade expansion will not \enky distributed across
countries and regions, nor across industrial sectoonsidering the effects of trade
creation and trade diversion, empirical evidencggssts that the CEEC that are
geographically and economically closer to the E& the main beneficiaries of trade
creation but, simultaneously, are the most affedigdtrade diversion. The new
members sharing a common border with the EU hapattern of exports that is
similar to the one of incumbent members and, tloeegefare in a good position to gain
market shares from EU countries. Meanwhile, theaeties also represent the best
markets for EU exports and are very exposed tadingpetition from European firms.
On the other hand, the exports’ dimension and t&tracof the Baltic and Balkan
countries will limit their competitiveness in EU rkats.

In the EU, the members potentially more affecteddBEC competition are
also those which will benefit the most from theemnation of Eastern domestic
markets into the Single European Market. In comtrthe countries that will benefit
the least will also be the less affected by theeasing competition. Portugal is an

exceptional case due to its exports profile andggmahical location. Indeed, the



country does not have the conditions to gain suakbislamarket shares in the markets
of the new members. Furthermore, it may be affebeCEEC’ competition in the
access to EU markets, resulting in a significaadérdiversion.

The liberalisation process in the CEEC changedettmmomic structures and,
consequently, the trade flows and the respectieeialisation patterns, reflecting the
changes in the relative prices of goods and factbhss process benefited some
sectors more than others. Over the last decade CCE¥ports of natural resources
and labour intensive goods have been graduallycextland replaced by technology
and skilled-labour intensive products (see Caetenal., 2002 and Landesmann,
2003). However, strong heterogeneity at the couetrgl indicates that geographical
proximity to the EU core and income convergencenstites product differentiation
and trade of R&D and capital intensive goods. Iimie of specialisation patterns,
while some countries maintained a traditional spesaEtion pattern, based on
unqualified labour-intensive industries, othersiseged a progressively higher
degree of integration in the European-wide productiand trade networks,
intensifying their exports of higher technology gwets(figure 1).

Figure 1: Exports by Technological Levels betweendB3-2001
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Source:CHELEM — CEPII Database; Own Calculations

Referring to the international segmentation of picithn processes, there is an
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finished goods) in the CEEC trade flows and a decin the weight of the other
products (primary, capital and consumption goods)is trend has changed the
pattern of comparative advantages, with a decliheamparative advantages in
primary and final goods and of comparative disathges in intermediate products,
resulting in a fall of inter-sectorial trade. Thepansion in trade of intermediate goods
has coincided with the emergence of a vertical igpsation pattern, which occurs
when the comparative advantage pattern suffersnegrdgion along the production
process in each sector (see figure 2). These &acthrm the progressive and rapid
entry of the CEEC into the world division of prodive processes and add to a better

understanding of the changes in the nature anddffvade between them.

Figure 2: lIT Specialisation Pattern between the CEC and EU (1993/ 2001)
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Source: COMEXT — EUROSTAT Database; Own Calculations.

In recent years, the relative weight of intra-intpgrade (1IT) has increased among
neighbouring regions, indicating that the interoaél labour division (ILD) is

influenced by production cost differentials and lbw transport costs. The type of



competition/cooperation between Eastern and Westienms, and the industrial
specialisation pattern of each region, will deterenihe effects of enlargement on
trade in the regional context. It is expected tin& impact will be stronger in the
current EU-CEEC border areas, but dependent on rthwire of industrial
transformations, the level of development of thgiaoe and the type of policies
implemented.

Additionally, it is important to refer the strongactor complementarity
between the CEEC and the EU. These two groups witdes still export goods of
different ranges, with trade in vertically diffetexted products having a significant
share in CEEC-EU trade flows. In spite of evideotequality upgrading, CEEC’
quality levels still lag behind those of the EU,damade of low quality products
remains a source of comparative advantages foCEteC (figure 3). This difference
in the quality of the exchanged products, corredpanto a significant difference in
prices, is due to an increasing specialisationragdipcts of distinct quality, based on
the diverse factorial intensities employed in thedoctive processes. While the
technological processes of current members aresive in physical capital, the
CEEC production processes are more labour intenseguiring large imports of

specialised equipment (see Boeri and Briicker, 20@0Caetano et al, 2002).

Figure 3: Price-Quality Ranges of Exports CEEC-EU ktween 1993/ 2001
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Source: COMEXT — EUROSTAT Database; Own Calculations.



This evolution in the nature and type of trade leemvcountries is highly dependent
on the behaviour and strategies of multinationahganies, through intra-firm trade
and subcontracting of domestic firms, which havengfated the segmentation of
production processes (Kaminski, 2001).

Since trade in vertically differentiated goods basn increasing in EU-CEEC
trade relations, a relevant aspect to consideheseffect of foreign exchange rate
stability. If trade is horizontally differentiatedith similar prices, firms are not able
to accommodate price variations, thus becoming ittemsto foreign exchange
volatility. On the contrary, if trade is verticaltifferentiated, firms have some market
power and are therefore better prepared to facsgiorexchange volatility. As the
empirical evidence suggests, foreign exchange ilittdtas a more negative impact
upon investment in countries with a high degreeopénness, a high level of
integration in the international processes of pobidn, and a high relative proportion
of IIT in similar products (Guérin and Lahréche-Ré2001). Accordingly, it is likely
that, in those CEEC displaying higher values fasth variables, foreign exchange
stability will exert favourable effects on investmietrade, and welfare.

3. The Role of FDI in Economic Restructuring

FDI provides funding for projects which would othwse not find domestic financing.
It is recognised as a simple and quick way of femnisg business culture and
technology to developing regions, performing a fveoole in the transition process
of the former centrally planned economies. In thdyenineties, FDI flows to the
CEEC were relatively insignificant in global ternihe turning year was 1995 and,
since then, FDI growth has been considerable antmntmus (figure 4). The CEEC
have even been an exception in the worldwide dedinFDI since 2001, continuing
to attract increasing volumes of foreign investm@mCTAD, 2003). Nevertheless,
CEEC’ FDI stocks, in per capita terms, are stiingicantly below the EU’s average

(figure 5), suggesting a continuation of the growémd in the next few years.

Figure 4: Global FDI inflows per capita in the CEEC (1991 — 2002)
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FDI projects in the CEEC are very heterogeneoutgrifig in terms of magnitude,
objectives, technology, geographical location, owhig, control structures and
geographical origin. The EU is, by far, the maimurse of FDI in these countries,
followed by the United States. More than three tprarof the capital flows entering
the region originate in EU member states. Germaniyné main partner in terms of

FDI flows, followed by the Netherlands and Austria.

Figure 5: CEEC and Southern cohesion countries’ FDstock (2001)
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Source Authors’ calculations based on International Ririal Statistics
(IMF) and UNCTAD (2003).

On the part of the capital suppliers, a variety rabtivations influence an
entrepreneur’s decision to invest abroad, followitigg optimum management
strategies of multinational corporations. The uhyleg fundamentals behind FDI
flows and the reasons for some locations’ hightaetiveness have been extensively
studied, both theoretically and empirically (se®, ihstance, Brenton and Di Mauro,
1999, Caetano et al., 2002 and Deichmann et a03)20n the process of European
integration, the perceived reduction of overalkns the integrated area has been a
key aspect, as FDI increased in the new membeegs eNery previous enlargement

process.

The empirical evidence suggests that spatial pribxiemd specific economic
characteristics attract FDI to Eastern locationget@no et al., 2002 and Deichman et
al., 2003). Trade and FDI flows concentrate in lblbedering countries, with Poland,
Hungary, and the Czech Republic, three of the rdeseloped economies, receiving
around two thirds of the FDI in the CEEC. Apartnfr@onfirming the importance of
geographic location, it should also be stressetttiese are also the countries that
have been more successful in reforming, deregglaand opening their economies.
In addition, host country characteristics, suchitg&seconomic dimension, potential
demand, openness to world trade, and lower reldabeur compensation levels

(wages plus supplementary benefits) add up to idteof main FDI determinants.



According to these results, peripheral countrieghsas Portugal, may have severe
disadvantages in attracting and maintaining foremyestment, not only because of
geographical distance, but also due to weak petedémand and low purchasing
power. Investors engaged in market-seeking FDI beypme less interested in these
countries. Efficiency-seeking investors, thoughyroantinue to seek these locations

as long as the labour force remains relatively phea

The gap in unit labour costs between the new aadnitumbent EU members
is expected to narrow, thus reducing CEEC’ attvackess from the cost efficiency
point of view. Furthermore, all EU members will éaithhe competition of non-member
CEEC, who will try to attract efficiency-seeking Fib the new ‘frontier countries’. It
should be noted, however, that market potentiaxisected to increase in the new
members, due to GDP growth and the consequenttredun the economic distance
that separates them from the EU average standahdsmges may also be anticipated
in the type of FDI directed to the CEEC, as thecluaig-up process will probably
enhance investments by horizontal multinationald depress investment by vertical
multinationals (Carstensen and Toubal, 2003).

The dynamics of FDI flows is expected to promoteneenic growth in the
CEEC, especially due to capital accumulation arsl rinewal of capital stocks.
Besides the positive effects upon restructuringgreghare also impacts on the
productivity, export performance, product qualitydacosts. In some successfully
restructured sectors, where foreign investors lvapeoved productivity and provided
access to foreign markets, cost benefits have lbbene average and continue to
improve (Hunya, 2002, and Havlik, 2003). Howevenere are concerns that
economic growth in some Southern EU countries neagdgatively affected, due to a
diversion effect or to a crowding-out effect. Thaugpsults from previous work do
not display evidence of FDI diversion until recemtars (Boeri and Briicker, 2000,
Buch et al, 2003, and Galego et al., 2004), spes#éctors and regions may become
affected. Among these are the border regions inm@ey and Austria, but also some
regions in cohesion countries, highly dependertherperformance of specific sectors

(textiles, for example) which will probably be affed by FDI reallocation processes.



Figure 6: CEEC’ exports to EU and FDI stock - 2001
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Finally, it is important to consider the relationshbetween FDI and the trade
dynamics. Exports structures reflect changes iouatry’s specialisation pattern and,
naturally, the reorientation of exports towardsducts intensive in technology and
qualified labour. The CEEC that have attracteddaamounts of FDI are those that
have better adjusted to the dynamics of the EU mspdn fact, as can be seen in
figure 6, countries with higher stocks of FDI papita display a bigger share in their
exports of products with the highest rate of growtthe EU importsThereforethere
appears to be a link between high volumes of FIthe reshaping of specialisation
patterns. These countries have speeded up thesgratetransformation of trade

structures and improved their qualitative compeditiposition. Moreover, the



structural changes in trade composition were catest@ld by increasing shares of [IT

in total trade, particularly in the countries reweg the highest amounts of FDI.

4. The Challenges Ahead

The CEEC’ accession to the EU will reinforce theegration process. It has already
brought increasing opportunities and is expecteldleiep on generating benefits for
economic agents in both new and incumbent memhtrsstNevertheless, it will also
entail several risks. Therefore, it is necessaryptevent the potentially harmful
effects, and this will require policies aimed astsining past convergence trends of
the new member states, or formulating special irrprograms, and implementing
structural reforms to achieve income convergenteden old and new members and
strengthen cohesion. Furthermore, it is importarddrrect possible negative impacts
from trade diversion and FDI reallocation, or frahe increasing probability of
asymmetric shocks.

Before considering particular regions, countriesgmups of countries, it is
appropriate to focus on the EU’s perspective ahalav The Single Market might be
considered the “microeconomic core” of the EU (Boen 2002) and the mutual
recognition principle is a key issue which depeits mutual confidence among
countries. Distortions may arise after the applicabf the established standards in
each country. In addition, negotiations concerrstandardisation will also become
more difficult when 25 countries instead of 15 aweolved. Therefore, administrative
and judicial capability is a fundamental element thre application of mutual
recognition. Market surveillance and enforcementhauties along with the
appropriate means of rectification and sanctiorsaégso important.

The viability of certain firms in the new membeatsts may also be affected
by the requirement of complying with tleequis given the substantial investment
efforts required. The CEEC must harmonize theirmeg with the EU regulations,
not only to guarantee full access to the SingleKdand to increase competitiveness,
but also to benefit the most in terms of investnaimotion from the EU regional
development funds. Financing the transpositionhefacquisis exactly one of the
areas identified by the European Commission (200®re specific policies will have

to be introduced after enlargement.



Non-tariff barriers are at the centre of the disous on the functioning of the
Single Market after enlargement. Even though é@xpected that such barriers will be
eliminated in the process of economic integratibis, also plausible that both old and
new members will try to protect a number of vulideasectors, arguing with public
policy and public security reasons. In fact, diéierr kinds of non-tariff barriers may
be an important obstacle to trade. Technical hariaee the main impediment to the
trade of goods and result mainly from the executodnregulatory policies (for
instance for safety and health reasons) and frotantary standards adopted by
domestic industries. In what relates to trade irvises, the key issues relate to
differences in regulatory regimes across countrigsch seriously limit the ability of
firms to effectively operate on a European-wideidaBhe EU should therefore take
the necessary steps to prevent abusive behaviowwgafatory measures from all its
members.

Most assessments of the impact of enlargementanie tand FDI dynamics,
for the current and new member states, indicatethi®benefits are proportionately
much larger for the new members. This conclusiobased on the higher weight of
the EU in CEEC exports, when compared to the weiflthe CEEC in EU exports,
and on the smaller dimension of their economiesrddeer, not only an unequal
distribution of the benefits between these two geoaf countries is expected, but it is
also likely that differences will arise within baginoups.

In spite of the profound transformations in theemdity and patterns of trade
between CEEC and EU countries during the transitienod, adjustments in trade
will continue to take place in the medium and long. First, because of increasing
investment and production specialization. Secoretabse there are still specific
sectors where trade liberalisation remains incotepl@utomobile, services, agri-
food). However, on the part of the EU countriegngicant adjustments in trade are
not expected and therefore CEEC’ complete integmatinto EU markets of
goods/services and labour should not lead to sogmt competitive tensions in these
countries. Indeed, the impact on EU employment\aades will be reduced due to
the absence of large-scale competition. The dieffects will be restricted to some
border regions and producers of similar goods. &ksttie CEEC, and following the
developments of the transition period, it is expdcthat enlargement will promote
some changes in the production and employmenttates; which will affect relative

factor costs and the distribution of income. Thecpss of labour reallocation from



the primary sector to services and the transfem fractivities based on natural
resources to those intensive in labour will prommtiense adjustments in labour
markets.

Although the major impacts of enlargement will b#& by the CEEC, possible
trade diversions affecting both the incumbent mambed third countries have to be
taken into account. Indeed, empirical results ssgg®me degree of similarity
between EU imports from the CEE&hd EU imports from the Southern countries
(especially in the case of Portugal). This fact lcaesated some fears of higher
competition after enlargement, confirmed by a gehdwnvergence in export prices
between the CEEC and the Southern EU members.t@hiency reflects a gradual
upgrading of the CEEC in terms of the goods’ faatontents and factor relative
prices, as well as on productivity levels

From the beginning of the transition process, tHeEC displayed large
differentials of factor productivity and productajily when compared to the EU,
along with strong heterogeneity between the diffeiedustries. Since differences
were more pronounced on more technologically dgeslosectors, the catching-up
process has been, and will probably continue tontme sluggish. It is predictable
that convergence will be more difficult to achigmendustries requiring more labour
gualification and demanding a drastic progress figamisation and management
abilities. Given the current situation in the CEERe process of convergence will
require high growth rates on factorial productivijnd product quality in these
countries.

It is important to make a distinction between gtovgiotential and growth
feasibility, as economic expansion will depend be institutional environment and
on the behaviour of the agents in each countryeddda wide diversity of patterns of
industrial convergence may coexist in the futuraplying that the comparative
advantages’ dynamics of the different countries mesent quite distinct patterns,
determined by the timing of switchovers of the isidies’ comparative costs.

Therefore, the CEEC face rather distinct situationgerms of economic
convergence with the old EU members. In fact, eamimtry’s position depends not
only on the quality and extent of the structurahsformations achieved so far, but
also on the country’s position within the intra-Bpean trade networks (Radosevic,

! This fact has been confirmed in recent work by t@ae and Costa (2004), which does not
corroborate previous conclusions (Boeri and BrucRee0).



2003). Subsequently, the catching-up trajectoridéisr@flect each country’s ability to
undertake the structural adjustments necessarytddntegration into the common
markets and will determine its participation in #enomic structures of the enlarged
union.

One other significant aspect to consider is théetrdynamics among the
CEEC. As tariff barriers amongst the new membatestwill be abolished by EU
membership, it is likely that changes in intra-CEE&de dynamics and structures
will occur. During the first years of the CEEC’ e@wonic transition, there was a
remarkable decrease in intra-CEEC trade, togetitaramedirection of trade towards
the EU. However, especially since 1994, there hesnbevidence of increasing
dynamics in intra-CEEC trade, which has been migrafgcant than the one observed
in EU-CEEC trade. From a geographical point of viethis has not been a
homogeneous process. In fact, according to Ba#tadl. (2003), trade flows became
particularly intensive inside three sub-regionse tRaltic States (Estonia, Latvia,
Lithuania), the countries of Eastern Europe (Romeaamd Bulgaria) and those of
Central Europe (Poland, Czech Republic, Slovakimddry and Slovenia).

This intra-regional trade dynamism is not only dnvby geographical
proximity and by historical links, but can be seewstly as a consequence of
industrial location strategies of Western companmdsch has led to the emergence
of flows within sectors, between countries of tteme sub-region. Multinational
companies try to take advantage of geographic aodamic proximity and have
established strategic positions in these emergankets. They also intend to exploit
the benefits of agglomeration and of the relatedeseconomies and have structured
more competitive clusters which cross CEEC natiobatders. Accordingly,
following the CEEC’ effective integration into tl&J, a process similar to that which
took place when Portugal and Spain became commumgiybers is likely to occur.
In that case, bilateral trade between these twatces, which was mainly driven by
multinational companies’ activities, increased auastantially higher rate than trade
with their EU partners (Caetano, 1998). Consequgiitimight beexpectedthat the
CEEC will keep up the EU tendency to increase irgional trade flows, and that
intra-CEEC trade will grow faster than that betwésnEU and the CEEC.

Given that both the intra-CEEC trade and the EU-CHEfade are expected to
rise, the flows with third parties may become atec In fact, some incoming nations

have specific trade interests with non-member ctsitthat will require special



authorisation from the EU in order to maintain poergly established trade
agreements. Although the EU will probably rejectlsuequests, it will be under
pressure to improve trade and economic relatiorth wie former COMECON
countries. Specific cases will have to be asseSdeel EU must adjust its interests in
trade negotiations to those of the new membergwolg what occurred in previous
enlargements. In the current case, such behaviouh® part of the EU may also
simplify the process of future membership for sooighe new members’ trading
partners. The adoption of the Common External T&@@ET) by new members may
create additional competitiveness problems, asrost industrial goods the CET is
lower than these countries’ tariffs towards thimlctries. In order to overcome the
challenges of a more competitive environment, deimésms must correctly identify
their weaknesses and be supported in their upgyagfiiorts. This requires a quick
development of new members’ financial systems apgart infrastructures.

In terms of FDI, even though most empirical assesgmfind no evidence of
FDI diversion from the EU periphery to the CEECglsgonclusion is probably due to
the fact that the work published so far is baseddata sets that end before 2001.
However, a closer analysis of the determinants Df kh Eastern locations
(geographical proximity to the EU core, low lab@asts and high potential demand)
and a careful examination of FDI stocks’ figuresha last two years suggests that the
hypothesis of FDI diversion is plausible, particlyawhen individual regions and
specific sectors are considered, instead of camtBince services are mainly locally
supplied, FDI reallocation is more likely in the madacturing sector, which is the
main FDI receiver sector in the CEEC.

It is reasonable to anticipate that the positivgpeexations related to the
CEEC’ long-run catch-up trend, the future abolitiah foreign exchange-rate
uncertainty within the EU, or the lower institutadrand political risks will foster both
intra-industry trade and FDI in the newly integchtirea. FDI will probably be the
more positively influenced, as the perceived ma@®isee economic environment will
be translated into lower risk premia demanded bgidgm investors. In addition, even
though there is the need for FDI regimes to complth EU regulations, and
therefore to give up some existent special incestito attract foreign investors,
several CEEC might improve international compegiigss by lowering corporate
taxes below the EU average (UNCTAD, 2003). The adskeeland is interesting in

this respect, as the country became a strong tattrat FDI and displays corporate



taxes that are below the EU and CEEC averagesd(ikitas, 2002). However, in the
CEEC, tax competition may become incompatible witle need to improve
infrastructures, especially in the context of tisedl discipline imposed by EMU.

A particular feature of the EU enlargement is theéinection of the Structural
and Cohesion Funds away from the incumbents toéve members, mainly at the
expense of Ireland and Portugal. The aim is to pterthe catching-up process in the
CEEC, allowing the development of infrastructurdsch may make the CEEC more
attractive to foreign investors. Simulations in @Bss et al. (2003), based on the
Agenda 2000, show that the reallocation of fundgsictalivert FDI by five to seven
percentage points from current to new EU membetkenshort-term, or even more
after the accession of Romania and Bulgaria.

In spite of the trend that is currently observaliiheere are reasons to believe
that sustaining the current levels of FDI inflowsthe CEEC might not be possible in
the future. First, the adoption of tlaequis communautairenforces stricter labour
and environmental regulations, probably increagiraguction costs. In addition, EU
competition policy does not generally allow puldigbsidies or tax relief favouring
foreign investors (Dauderstadt, 2003). Secondighdency toward price convergence
and the Balassa-Samuelson effect will contributearoincrease in new members’
wages and other production costs. However, thisceftould at least be partially
offset by productivity and by income growth. Thi@lreal appreciation of domestic
currencies may occur following large capital infand higher inflation. Fourth, the
gradual exhaustion of privatisation processes, jamid| attractor, will require more
greenfield investments in order to compensatedohs downward pressure. Finally,
FDI stocks in these countries are reaching the Eérame, suggesting that some
equilibrium level may soon be achieved, revershgdurrent trend and repeating the
course of events in all previous EU enlargementgsses.

Overall, considering all the above mentioned fagtar may be anticipated
that, although in the short run high volumes of KBy continue to flow to the
CEEC, eventually diverted from the old SoutherniB&mbers, a reversal is expected
in the near future. The main immediate beneficeafrem such phenomenon may be
the new Eastern EU neighbours, now already offetowger wages and similar
education levels. Among the new competitors isgitweip that is expected to join the
EU in the next enlargement - Bulgaria and Romatuat-also other Eastern countries

such as Ukraine. In the manufacturing sector, faangle, wages in Poland are



already five to six times above those in Ukrainejrecentive for firms to move across
the border and furthétast.

Under these circumstances, there is a need forfigpgalicies to attract FDI
in the more vulnerable new and incumbent membetschware likely to suffer
idiosyncratic shocks. More selective promotion tsfgges should be implemented,
favouring high technology and export-oriented atiég. Efforts should be made to
implement structural reforms capable of generatiegnecessary conditions to attract
market-seeking FDI and upgrade the demand forieffay-seeking projects. National
policies should be conceived to exploit positivéeexalities produced by FDI flows,
namely in productivity, employment, technology s#&s and human capital
development. On the one hand, negotiations witlhakpartners will be essential to
achieve a sustainable development. On the othet, ftamrent technology gaps have
to be identified. If such gaps are very pronoundkd, technology transfer process
between local and multinational companies will lmenpromised and situations of
oligopoly, or even monopoly, may occur. There i6 space for further restructuring
of domestic firms, despite the structural changé®ady promoted by FDI.
Furthermore, policy makers should promote the dmrakent of local innovative
firms’ clusters and of other alternative ways ohgeting local synergies. Investment
in R&D-driven activities and in innovation is aategy that should attract FDI with
high technological content, which is precisely tm@re desirable from the host
country point of view.

At the same time, there is the need for an efficigystem of financial
intermediation. Flexible and quick ways to find disnfor entrepreneurial activities
and easily available risk capital are important stoengthen the entrepreneurial
environment. In spite of the remarkable progresseaaly achieved with the
privatisation of the large state banks and theyanto the financial sector of EU and
USA strategic investors, further reforms towarde tkstructuring of the financial
system and its regulatory environment should nohéglected. This is particularly
important given the urgent need to address thelgmolof the escalating current
account deficits in most CEEC, reflecting the cogeace process. This entails non-
negligible risks for these countries’ financial lstiy, as the Asian experience
demonstrates, given the possibility of sudden alsrof capital inflows. Current
accounts have been largely financed by FDI, whichansidered to be less harmful

than short-term capital. However, given its expeateversal in the near future, as



noted above, the relative importance of FDI inflomsay be replaced by riskier
portfolio investments, as external investors gainficlence with EU accession and try
to explore short-term gains. It is therefore prudemmaintain current account deficits
within sound limits, to prevent the risks of sudaapital reversals.

One remaining question is related to the timinghaf euro adoption on the
part of new members. From the commercial pointiedvy there appears to be no need
for an immediate entry into EMU. However, given ttapid structural changes in
trade patterns that occurred during the transipienod and the growing importance
of foreign investment, the adoption of the commomency seems to be inevitable. In
fact, the euro may contribute to strengtheningciteglibility of the ongoing industrial
restructuring processes, and may have positivetsfigopon the new division of labour
on the European scale. Notwithstanding this, thegmation into EMU will bring
additional challenges for new member states, im$eof economic growth and
employment, which inevitably will affect trade arfeDIl. In this respect, the
difficulties in complying with the Stability and @wth Pact currently felt by some
members are a hint of what the future may entaihfw members.

5. Final Remarks

EU membership will promote a broader market lidsedlon and a higher level of
economic and monetary stability in the CEEC. The nempetitive environment will
reinforce the role of the market as a mechanisecohomic adjustment and promote
a more efficient allocation of resources. Thereftine current processes of industrial
and entrepreneurial restructuring, and the geogeapteorientation of trade patterns,
in the countries involved, will be reinforced. lach a context, the dynamics of trade
flows and of foreign investments, along with theesgthening of other forms of
entrepreneurial cooperation, are the most visibl@noels of economic and
technological integration of the two European arddsvertheless, the empirical
studies developed so far suggest that the resultbogpomic benefits have not been
evenly distributed at the geographical or at thetagal levels.

During the transition process, the dynamics of drashd FDI flows were
crucial for the restructuring and modernisationnefv members’ economies, thus
contributing to sustain growth and convergencehm ihncoming CEEC. Concerning

trade, profound changes in terms of the intensitynposition and nature of flows



have been taking place. However, the liberalisatibproduct and factor movements
may maintain the structural asymmetries and thezetfte heterogeneous distribution
of benefits and costs. From the mid nineties, areising flow of FDI into the CEEC

has generated positive impacts on industrial restring. In fact, transfers of

technology and new methods of management have wagrcompetitiveness and the
access to international markets. CEEC’ technoldgiagress and economic
openness have contributed to a new internatiotaluladivision, via production and

distribution networks that involve Eastern and \WasiEuropean firms.

In the context of enlargement, the greater risksralated to the fact that such
dynamics, upon which the internationalisation & Bastern emergent economies was
based, may not be sustainable in the long run. idegpexternal investment, it is
recognised that foreign firms, stimulated by thevadrsation processes and by the
prospects of EU enlargement, gradually took pasitim CEEC’ markets, substituting
in a way for the scarcity of domestic funds. Fwik were also a compensation for
the increasing current account deficits. In somantees, however, the inflow of FDI
has already slowed down and, in cases such asothRbland, has declined, thus
raising concerns about future developments.

The dynamics of CEEC exports in the last decadéchwim real terms grew
more than 10% per year, was one of the main sowkcesonomic growth in these
countries. Exports’ competitiveness was based, gnuther factors, on low labour
costs and on a skilled labour force, on favourabtehange rates and on the re-
discovery of the near and large EU markets. FDygdaan important role in this
process, as shown by the participation of foreignd in CEEC’ trade structures and
also by the geographical and sectoral reorientatbbrexports. The institutional
environment promoted by the European Agreementsbgnitie Outward Processing
Trade regimes alssupportedsuch dynamics. However, there are already sigais th
the rate of growth of exports to the EU is decnegsi

Summing up, in the future, the greatest risk iatesl to the mounting signs of
partial exhaustion of this growth model. Furthereyagiven the evident differences in
terms of economic performance and in the degraetefnationalisation of domestic
and foreign firms in the CEEC, social tensions aedional asymmetries are
increasing. Probably the enlargement in itself wiht alter recent trends in a
significant way, so that growth sustainability imetnear future should rely on the

dynamics of domestic economies and on processecaiomic adjustment. The



incentives to increase domestic saving and to nmigkeand internationalise domestic
firms are the most important challenges to the esgf enlargement, since they
determine both the rhythm of convergence towardsgd and the balance of current
accounts. Appropriate economic policies and EU rioia support for the
modernisation of infrastructures will undoubtedsihto achieve those goals.
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