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Heinrich Machowski

Introduction: Basic Question,
Main Answers

As a reaction to the conclusion of their association accords with the EU (December
1991), the Czech Republic, Hungary, Poland and Slovakia have been endeavouring
since March 1, 1993 to build a Central European Free Trade Area (CEFTA). Since then
the economic cooperation of the CEFTA countries has increased considerably. The fi-
nal stage of the free-trade zone in mutual trade in industrial goods was brought forward
four years from its original date of 2001. Mutual agricultural trade was liberalized much
more strongly than originally planned: in comparison with its starting point in 1992, the
extent of protectionist measures was reduced here by more than one half. Through an
amendment to the founding document in September 1995, CEFTA was declared an
“open” grouping, and on this basis Slovenia became a member as of January 1, 1995. A
new round of widening is clearly close at hand (Romania, Lithuania, Bulgaria). At the
same time, free intra-regional exchange should be “deepened” beyond trade in goods to
services, capital and labour. There are the first signs of a common trade policy toward
third countries. In this context, the establishment of common institutions has been dis-
cussed for the first time since the beginning of this regional cooperation.

Is CEFTA developing in the direction of a higher level of international economic
integration? Is a new (sub-)regional “common market” emerging in Central and Eastern
Europe modelled on that of the EC? What are the possibilities and limits connected with
this? What will be the probable economic and political consequences for the participat-
ing countries or, as the case may be, for the development of Europe as a whole? These
are the central questions to be discussed and answered at the conference in Warsaw.

Out of these, a whole series of individual problems and further questions arise. The
example of western European integration shows that successful supranational cooperation
depends upon the first steps, that is, upon the institutions and the process of decision-
making. The size of the domestic market is certainly a necessary (but not a sufficient)
prerequisite of attracting more foreign capital. Does CEFTA aim at a common Mediterra-
nean or Black Sea policy (relations with Turkey, Egypt and Israel)? Can it make an eco-
nomic contribution toward a resolution of the Balkan crisis? Can CEFTA widen eastward
and in this manner contribute to an economic area encompassing all of Europe, beyond
the potential borders of EU-Europe? How are these perspectives seen and judged in Kiev?

An important emphasis of the conference, in an economic as well as a political
perspective, is the mutual relationship between the further development of CEFTA and
efforts on the part of the present and potential members of CEFTA to achieve full mem-
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bership in the EU. From the point of view of the individual CEFTA countries, a question
may be posed: is “small, regional” integration a good exercise on the path toward EU’

membership? Does the coordination of economic policy within CEFTA serve large for- -

eign policy and foreign economic policy aims of its members? From the point of view of
Brussels, the Europe Agreements did indeed lend 2 decisive impulse to institutional and
regional cooperation between the CEFTA countries. But here one must ask: has this hap-
pened and isﬂmishappcningmordertonmkemeeastemconn'acmnlparmm more quali-
fied for membership or is this a farther attempt to gain time with respect to their own
eastemn enlargement and to put off the decision as long as possible?

Does CEFTA, if it continues to develop successfully, have an independent role to
play in the Pan-European theatre? This could certainly be the case if, as a first step, only
a few new members were admitted to the EU; CEFTA could then overcome or help to
alleviate conflicts in relation to those countries that at first would have to remain “‘out-
side”. Beyond this, CEFTA could provide an impulse for the revitalization of political
coordination in the group of “Visegréd” countries. Finally, as one increasingly impor-
tant component of the manifold, completely or partly overlapping structures in Central
and Eastern Europe, CEFTA could make a significant contribution to more security in
this region.

That is the background against which the Warsaw Office of the Friedrich Ebert
Foundation organized this international conference on the further development of
CEFTA. More than 40 participants from twelve countries discussed the institutionali-
zation, deepening and widening of this grouping and intensively, and often heatedly,
debated points of controversy.

Participants agreed on two points: (1) The main goal of CEFTA is that of support-
ing the efforts of the participating national economies to achieve full membership in the
EU (as a “fitness/training centre” for the “big” integration). (2) The widening of CEFTA
should remain subject to three conditions: associated relationship to the EU; member-
ship in the WTO; and bilateral frec-trade agreements with all CEFTA members. In
order to prevent from the outset any politically motivated softening of these conditions
of entry (as in the case of the introduction of the Euro in Western Europe), questions of
widening may only be decided by a unanimous vote.

In contrast, there was a wide variety of opinions on all other aspects of the further
development of CEFTA. Regarding its future, two extreme positions were taken: on the
one side, CEFTA will be a purely economic (non-political) transitional solution which
will lose its reason for existence when its members are accepted into the EU. On the
other side, CEFTA could also continue to exist thereafter as a regional interest group
within the EU, if the French proposal on allowing the formation of such groups inside
of the widened Union is accepted at the IGC Maastricht IL In addition, a third middle
position was taken: CEFTA should and could — given the necessary political will —
play an important pan-European role if the acceptance of new members into the EU isto
take place in steps; it could mediate on behalf of those candidates for entry who at first
must remain “outside”, and help reduce or ease conflicts.

The deepening and institutionalization of CEFTA was also discussed contentiously.
CEFTA as a free-trade zone is, at a closer look, at best in statu nascendi; only after the
bilateral trade in goods among its members is finally freed of the limitations which still
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encumber it today should one begin to think about whether and how the cooperation is
to be d.eepened and institutionalized — in one pessimistic opinion. According t.» a more
realistic assessment, the bilateral liberalization attempts achieved up to now would have
to be corl}plewd and secured through new fields of cooperation: financial services ac-
companying goods, export financing and credit insurance rules, recognition of rules on
the origin of goods; for these, no common institutions would be necessary. Finally, the
f)purms.tm vision: CEFTA could grow into a new phase of development marked by an
increasing demand for consultation and coordination, and this need would only be ef-
fectively satisfied through a minimum of institutional arrangements.

An especially good, topical and necessary example for such a concerted action of
the CEFTA countries would be a common pre-accession strategy for negotiations with
the EU. If it came to that, CEFTA could even develop into a catalyst for the eastern
enlargement of the EU.

.In connection with the acceptance of new members into CEFTA, Ukraine and
Russia were at the centre of the discussion. The Ukrainian leadership repeatedly ex-
pressed its interest — economic and political — in membership in the free-trade zone.
And Poland, which at the moment is preparing bilateral free-trade agreements with its
eastern neighbours, wanted to support Ukraine in this. At present, one can only specu-
late on the Russian position on the eastern enlargement of CEFTA, as well as on the
economic effects of this step for all national economies involved.

u'-li'he ecopomic ant: golitical joining together of the Central and East European
countries continues to eavily burdened by postwar history: the “Yalta Syndrome”
a.nq t_hc “COMECON Syndrome” are still, in the seventh ;Zar following tl);: social-
polmcg revolution, considerable hindrances to a thriving neighbourhood in this region.
In addition, the “Yugoslav Syndrome” impedes cooperation of CEFTA with what are
now the. Balkan states. In this context, Lithuania is a positive exception: this country is
attempu.ng not only to become a member of CEFTA and thereby (and not on the Baltic
or Nord_xc track) to reinforce and realize its desire for entry into the EU; beyond this
Ijn.huama wants to finally free itself of the label “Post-Soviet Republic” and to under-,
line its affiliation with Central Europe.



Janusz Kaczurba

The impact of CEFTA

Four years since its inception, CEFTA is already well beyond the age of infancy. Origi-
nally designed as a “fitness centre” for candidates for future EU membership, CEFTA has
demonstrated the ability to perform this function with notable success and to reach out
beyond the original scheme. In so doing, the agreement of the present five members has
contributed to improved trade performance among its constituent territories. In fact, this
trade has progressed considerably faster than the overall extemal commerce of CEFTA
countries. Such, at any rate, is the experience of Poland, where exports to the CEFTA
region in 1995 increased by more than 50%, compared with 33% for the total sales abroad.
Similar trade indicators seem to be noted also in other countries of the Association.

The original schedule of trade liberalization has been accelerated and the product
coverage of mutual trade concessions is now quite comprehensive, although the list of
exceptions is still excessively long. In fact, already some 80% of industrial tariff lines
are now subject to zero level of customs duties. Further reductions are expected to be
implemented in 1997. Thus, the CEFTA schedule of tariff liberalization is roughly two
years ahead of the Europe Agreements. Agricultural tariff protection has been reduced
by some 50%. A search is in progress for more sophisticated measures of trade stimula-
tion in such areas as financial facilities and capital flows. New candidates for member-
ship are now knocking on CEFTA’s door.

At this juncture it is pertinent to ask what are the essential positive and negative
factors behind this process.

Naturally, the single, most important driving force has been the common desire
of the present five members to accelerate their formal accession to the European Union
and its institutions. Governments and all other key players of the political spectrum of
those countries, including major opposition parties, generally share the positive atti-
tude toward European integration. This, in turn, implies the acceptance of mutual ad-
justment in economic and legal systems and procedures. Such process is greatly en-
hanced by the membership of all CEFTA members in the World Trade Organization
(WTO) which now provides the most comprehensive legal and systemic framework
within which economic and trade policies may be formulated and implemented with a
view to securing their compatibility with the global trading environment. This, inciden-
tally, explains why the original founding members of CEFTA have been so insistent on
maintaining the EU relationship and WTO status as the key criteria for possible future
enlargement of the Association.
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Another important cohesive element of the CEFTA setting consists in overall
similarity as regards the intensity and depth of the transformation process in the con-
stituent member states.

(a) Due to the intensity of the initial structural reform of their national economies
and the consequent radical approach to the reallocation of productive factors (particularly
well illustrated by the “shock therapy” undertaken in Poland), CEFTA countries, with
their 27% drop in the combined GDP, had experienced a stronger recessionary impact
than most of Central and Eastern Europe. However, they have been rewarded for their
boldness by being the first to emerge from the economic morass and have outclassed
others in the speed of reorientation toward the West. This process has also involved a
substantial change in the structure of the GDP as demonstrated by the dramatic growth in
the share of services from 48% in Hungary and 35-37% in the other founding members of
CEFTA in 1989, to 50-55% as early as 1993. It is worthwhile to note that such shifts have
been largely at the expense of the agricultural sector.

(b) Trends in the labour markets constitute another measure of adjustment, as
they indicate the movement from socially motivated low-performing employment to
more efficient though fewer jobs. Here again, CEFTA members have suffered greater
cuts than other countries of the region, with the total average number of employed de-
clining by 16% between 1989 and 1993 before the trend had leveled off and started to
turn the corner.

(c) As regards inflation, CEFTA countries have benefitted from their earlier ef-
forts not to detach themselves totally from the realities of the external world: while their
consumer prices had increased 13 times between 1989 and 1994, this increase — dra-
matic as it may be — pales in comparison with the average 78-fold rise in a consumer
price index for Central and Eastern Europe as a whole. It now appears safe to assume
that inflation has been largely brought under control in the CEFTA grouping.

(d) As a consequence of such evolution and compared to the remaining two
subregions of Central and Eastemn Europe (the Baltic subregion and the Balkans), CEFTA
countries are now much closer to Western Europe in terms of the general level of eco-
nomic development and major macroeconomic indicators, even if the distance to the
medium West European standards is still agonizingly long.

The first tangible impact of CEFTA has been to stop the decline of mutual trade
among its original four member countries. Such decline, precipitated by the breakdown
of the COMECON and by the internal economic turmoil related to systemic adjust-
ments in all countries of the region, was further enhanced by the insufficient degree of
complementarity of national economic structures. This trend was strengthened, ironi-
cally enough, by the signing of the Association Agreements with the European Union
and Free-Trade Agreements with EFTA states, which resulted in a major reorientation
of the former intra-COMECON commerce toward Western Europe. Despite the inter-
play of all such factors, the total exchange among CEFTA members now seems to ex-
ceed their mutual trade under the COMECON.

By way of illustration I shall refer again to Poland’s actual performance in
CEFTA trade.

In 1995 the value of Poland’s trade within the grouping more than doubled, to
reach almost $3 billion, or 5.5% of the total. The expansion of exports to the CEFTA
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region progressed at a rate which was some two thirds higher than the overall increase
in Poland’s sales abroad. Imports from CEFTA sources grew even faster — by 77%,
twice as fast as general imports. The beneficial effects of CEFTA have been particularly
evident in industrial trade. By contrast, there was little evidence of stimulating effects
of CEFTA arrangements for Poland’s agricultural exports, although such effects may
be found in the total intra-CEFTA trade in farm products.

The expansion in mutual trade continued in 1996 as well. Polish exports to CEFTA
parters have grown at about 17%, nearly three times faster than the total sales abroad.
Imports into Poland have slowed down considerably, but the present annual rate is still
at a handsome level of nearly 23%.

The rise and consolidation of CEFTA economies have encouraged greater, though
still relatively modest, flow of foreign direct investment (FDI). A study by the Central
European Economic Review, quoted by Polish media in 1995, suggests that CEFTA
members outdistance other countries of the region in terms of such essential criteria of
business and investment confidence as economic growth, relative price stability, politi-
cal outlook, foreign exchange and currency reserves, general infrastructure, productiv-
ity and external trade performance. In two other aspects (privatization and the quality of
the legal system) they are matched by a Baltic country. Only in terms of natural re-
sources are CEFTA members relatively disadvantaged relative to some of their neigh-
bours in the region. Thus, in terms of investment risk, the five present CEFTA members
enjoy the best five ratings in the region.

In 1995, the total flow of FDI into Central and Eastern Europe was estimated at
$13 billion, twice as much as in the preceding year. Most of this inflow was absorbed by
CEFTA members which now account for some 70% of the aggregate pool of FDI in the
region. As of mid-1996 the three leaders in the total accumulated value of FDI are all
CEFTA members: Hungary ($13.1 billion), Poland ($10.5 billion) and the Czech Re-
public (6.2 billion).

Liberalization of CEFTA trade creates highly interesting prospects for foreign
investors. After all, an unsaturated market of 65 million consumers in the middle of
!’iurope, with growing incomes and rapidly changing consumption patterns, is a tempt-
Ing target. As the CEFTA agreement contains provisions similar to those present in the
agreements with the European Union and EFTA, prospective foreign investors can also
expect the full harmonization of market conditions in both Central and Western Europe.
A marked increase in new foreign investment in the last two years in all countries of the
grouping is most certainly related also to this important factor, and is likely to acceler-
ate even further.! A recent meeting of CEFTA trade ministers in Tokyo at the invitation
of the Government of Japan seems to suggest that also conservative potential investors
from the Far East appear to take a more positive approach to investment opportunities
in the CEFTA region.

By lucky coincidence, the creation and consolidation of CEFTA occurred simul-
taneously with the concluding stages of the Uruguay Round and the establishment of

! See A.Rudka and Kalman Mizsei, East Central Europe B Disintegration and I
CEFTA the Solution?, Institute for East-West Studies.

cIs
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the World Trade Organization. Al CEFTA countries, as GATT contracting parties and,
subsequently, original members of the WTO, made their substantial contributions to the
Uruguay Round package of trade concessions, fully commensurate with those of other
negotiating partners. This has helped to further narrow down the scope of negative tariff
differentiation vis-4-vis non-preferential sources of imports. The corollary of such de-
velopment is, that the impact of increased intra-CEFTA trade on preservation of ineffi-
cient economic structures is likely to have been quite mitigated. Such impact, to be
significant, would require that the tariff discrimination against “outsiders” be substan-
tial, which happily is not the case (with some exceptions, especially in Poland’s exter-
nal customs tariff). Under such circumstances the growth of intra-CEFTA commerce
does not entail the risk of unnccessary prolongation of uncompetitive capacities and
structural dislocations.

As mutual trade grows, CEFTA countries are becoming increasingly aware of
the need to improve the quality of its systemic infrastructure. One of the essential as-
pects concerns the development and facilitation of trade-related banking services. One
of the ideas which have been floating amongst experts concemed the establishment of
a common bank. The now prevailing view seems to be that, under the present circum-
stances, it would not be rational to pursue this initiative for a number of reasons: the
costs of creating a common bank and its regional network would appear to be exces-
sively high; such institution would take a very considerable time (relative to the as-
sumed, limited life-span of CEFTA) to develop enough to be able to offer its clients
competitive conditions of banking service, while the present system of settlements
seems to be sufficiently effective in operational terms.

Such arguments, however, do not mean that there is much room for improve-
ment of the presently existing relations between national financial institutions of
member countries, so as to strengthen their position and increase their share in the
CEFTA market for trade-related financial services. A recent conclusion made by
experts to that effect and subsequently endorsed at the ministerial level, merits a
prompt and intensive follow-up, especially in view of possible accession of new
countries.

Another issue in the same category is the development of export finance and
credit insurance schemes. In all CEFTA countries export support programmes are now
being upgraded, although they still appear to be generally quite limited in terms of
resources and the scope of actual operations. In Poland, for instance, the financial expo-
sure of a major export credit insurance corporation is equal to less than 2% of the total
value of export sales to all destinations. The leading role in fostering further develop-
ment of such schemes will therefore have to be played by national institutions of mem-
ber countries. A closer cooperation between such institutions of CEFTA members would
appear to be well advised. One of the potentially interesting avenues, recently proposed
by Hungary, might be to investigate the possibility of concluding bilateral reciprocal
reinsurance agreements between such entities. At this juncture, just as in relation to
many other issues covered by these comments, one should acknowledge the positive
and helpful impact of PHARE assistance programmes.

Also on the agenda is the issue of liberalization of capital flows and trade in
services. The progress of work conducted by experts with a view to intensifying mutual
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interaction in these areas is expected to be reviewed later this year. It is safe to assume
that CEFTA would be incomplete and grossly deficient without further substantial lib-
eralization in this important segment of external economic relations.

Negotiations on bilateral recognition of product certification are well advanced.
Work has been completed on new rules of origin to be adopted in line with the Essen
Summit of the European Union. All CEFTA members ratified the convention on com-
mon transit procedures effective as of July 1, 1996.

- Despite all these developments, the intention of the CEFTA Governments is not
to detract from the original design of the grouping, which is transitional in nature and
whose principal aim is to better prepare its members for negotiations of their entry in
the European Union and for the future membership itself. There is a determined, com-
mon position that CEFTA is and should remain a non-politicized grouping of essen-
tially bilateral agreements. Such basic approach implies the need to avoid unnecessary
institutional arrangements which would be likely to succumb to a natural temptation to
accumulate bureaucratic fat. This approach appears now to be shared by all member
countries.

The relatively long list of positive aspects should not make us oblivious to a
number of impeding factors. One of those is a “COMECON syndrome” which may
demonstrate itself in certain caution with which CEFTA members approach their re-
spective economic and trade policies. Virtually no efforts have been made to engage in
a structured dialogue on individual macroeconomic policies and the impact which they
may have for the performance of the Association as a whole.

CEFTA is and should remain open for new entrants. Nevertheless, its members
have been right in deciding that the process of expansion should conform to well-de-
fined and well-respected criteria, such as WTO membership and association with the
European Union. Such standards must not be lowered. This approach is consistent with
the initial aims of CEFTAL: to create and consolidate a framework within which its mem-
bers will learn how to interact with increasing intensity on the grounds of mutually
recognized multilateral rules and on the basis of their multilaterally binding commit-
ments undertaken vis-a-vis the entire world trading community, before they accept —
hopefully not before long — even more unified and stringent disciplines of a united
Europe.



Miroslav Adamis

CEFTA: Integration Without
Common Institutions?

The 1990s could be characterized by the existence of three important economic align-
ments of countries — the European Union, EFTA and CEFTA. In the first half of the
1990s the dominating role was played beside the EU by the EFTA and in the second
half of the 1990s, after three EFTA countries have joined EU, the dominating role will
be played by the CEFTA, taking also into account the start of the accession negotiations
to the EU.

Each of these three alignments has it own development more or less independ-
ent and separate, however including some common features. EFTA was established
as a reaction to the establishment of the European Communities in the 1950s, and it
took too long to bring the two organizations closer together by creating the European
Economic Area. CEFTA was established as a reaction to the fall of the iron curtain in
the late 1980s and the willingness of the four countries to become closer to each other
in their way towards the European integration. The history should not repeat itself
and it should not take so long to integrate CEFTA or individual CEFTA countries
with the European Union.

CEFTA: Integration without Common Institutions?

There are two views on CEFTA: from the inside perspective and from the outside
perspective. Its members consider CEFTA as a transition stage toward the European
integration and EU membership. The outside countries, that is those that do not belong
to CEFTA, consider it as an economic alignment which should last in Europe for a
longer time. They perceive a more important role for CEFTA in the future since, aware
of the experiences of EFTA, they realize that the process of integration and accession
may last longer than expected.

Therefore, whether one likes it or not, we have to look also to EFTA and take
advantage of its positive experiences.

The goal and the objective of all CEFTA countries and also those countries wish-
ing to join CEFTA is the same: to become members of the European Union. Only few of
us realize that almost all accessions to the EU have come from the EFTA countries and
that almost all future accessions to the European Union will come from the CEFTA
countries. Therefore we should have a closer look at EFTA, the processes it had gone
through, and the efforts it had made before the EFTA countries became EU members.

After this short introduction on EFTA let me clearly state that if CEFTA wants to
be really recognized in Europe or world-wide, it would need to have, sooner or later, its
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own umbrella. Why are some countries against this umbrella right now? Is it only their
strong conviction that CEFTA will not last much longer and it is a waste of time, money
and resources to deal with this matter? Or is it reluctance to adapt or to accommodate to
some decisions made on a common basis? These questions are very difficult to answer,
but the countries interested should at least try. If it is the third problem, then it would be
dangerous for the overall integration process.

In the future CEFTA will take over the position that EFTA held in the 1970s,
1980s and the early 1990s and will become more powerful, more important and more
influential. There is no doubt as to that. But first CEFTA should really want to become
more powerful, more important and more influential. On top of that in the near future
CEFTA should assert its own interests in Europe, and this will be very difficult or even
impossible without common institutions.

Some argue that CEFTA does not need common instititions because CEFTA is
not an institution but only an agreement. History, however, knows several examples of
agreements which have had their own institutions. GATT, which has been an agreement
for almost 50 years, has its own Secretariat without which it could have hardly achieved
its results and successes.

Though CEFTA is an agreement on establishing a free-trade area in indus-
trial and agricultural goods, there are new processes within CEFTA which require a
common approach and tactics by all member countries. Let me mention only two of
them, on which separate papers are to be found later on. These are the enlargement
of CEFTA by admitting new countries and the extending of its range of interests to
include new sectors, namely capital and services movement. Such processes require
more coordination and the only expert coordination as it is up to now would be
insufficient any longer. The first important step toward a common approach was
made during the meeting of the Prime Ministers of the CEFTA countries in Slovakia,
when it was agreed to adopt a common CEFTA position on the Ministerial Confe-
rence in Singapore.

The European Union has clearly declared that six months after the Intergovern-
mental Conference the accession negotiations with associated states will start. How-
ever, it has not been clearly stated that negotiations will start with all associated states
together at the same time and it is not going to be surprising if a selective approach is
taken in starting the accession negotations. If the latter is the case, then the Union should
state its intentions in relation to those countries which will not be included in the nego-
tiations. Of course, there are several options and alternatives the choice of which will
depend on the Commission and the member states. One alternative could be the widen-
ing and enlargement of the EEA to include the EU, EFTA and CEFTA. A small step in
this direction has been made on the diagonal cumulation negotiated between 29 Euro-
pean countries, which has no precedent in history.

Finally, let me summarize. When we look at CEFTA we should keep in mind
those development which took place within EFTA. It would be misjudment to imagine
that the process of the European integration is going to differ from that which the EFTA
countries went through. There will be not much difference even if this process takes
place in a totally different political environment. CEFTA should play the role of a train-
ing centre for its member states prior to their EU membership. But how can you train if
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you have no facilities, no grass, no goal, no ball? How can you be prepared to delegate
some of your powers to the Commission or the European Parliament immediately on
the date of accession to the EU, if you have had no time or opportunity to train and get
ready? The common institution should serve for the CEFTA countries as the grass, the
goal and the ball on their way towards the European integration.




Fritz Franzmeyer

The Role of Common Institutions
in Western European Integration

At first glance, this paper seems to be rather separated from the rest of the topics of the
conference. However, there are connections to CEFTA integration in a twofold sense.
First, it may be useful to study the institution building and the changing role of institu-
tions of a community which will include CEFTA in the foreseeable future. (Yet the
intention is not to give recommendations as to how CEFTA institutions, joint as well as
national, should be adapted to the EU framework). Secondly, eastern enlargement will
in turn have a heavy bearing on the institutional structure of the European Union itself.
Or in other words, the concrete development of the Union will heavily depend on whether
or not it succeeds in preparing for the absorption of a substantial number of — mainly
small and less developed — new Member States under legal, political, financial and
institutional aspects. The following sections will successively proceed toward a tenta-
tive answer to this question. First, a broad perspective will be given on the overall
comparative integrational situations in the 1950s and in the 1990s. Next, the institu-
tional structure of the European Union will briefly be introduced and the inter-institu-
tional shift of power which took place under the influence of zeitgeist and specific events
will be analyzed. In the remaining sections, some conclusions will be drawn as to the
future structure of the Union with respect to a sensible vertical division of tasks (given
the meaningful principle of subsidiarity), to the necessary institutional requirements
prior to an eastern enlargement, and the probable institutional development (given the
British opposition to and the lack of consensus of the other Member States on important
institutional issues).

EARLY AND LATE EUROPEANS

It may not be a mere chance that the designers of this conference formulated the
subtitle of my topic “from Monnet to Maastricht” and not “from Paris to Maastricht”
or “from Monnet to Delors” or *... to Kohl” or to someone else. Monnet’s name is the
synonym for a programme, for a concept of integration with solid institutions and a
clear perspective: that of the United States of Europe, and the Treaty of Paris was to
him the “first stage to a European Federation”. It was in the spirit of Jean Monnet that
in 1955 at the Conference of Messina, the European Economic Community was gen-
erated as an extension of the sector-specific Iron-and-Steel Community to the entire
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economy — the only difference being a stronger market orientation compared to the
administration of scarcity which had characterized the Treaty of Paris. The names of
Robert Schuman, Konrad Adenauer, Alcide De Gasperi and Paul Henri Spaak are
permanently associated with this idea of an ever closer link between the European
peoples, the driving force behind which was Walter Hallstein, former secretary of
State in the German State Department and then first President of the Commission of
the European Economic Community until 1967.

In contrast, as far as Maastricht is associated with the names of persons, it is in an
ambiguous manner. Helmut Kohl, the “grandson of Adenauer” and “last European”,
was the strongest promoter of paralielism in economic and political integration. It was
he who, in 1989, insisted on the second Intergovernmental Conference aimed at prepar-
ing the Treaty on European Union. This IGC on Political Union (the other being on
Economic and Monetary Union) was supposed to ensure the inclusion of external and
internal policy of the member states into the integrated decision-making structure of the
Community. But, to a large extent, these hopes were disappointed.

Beside Kohl, another name is that of Jacques Delors. He was, in the years 1985-94,
the strongest President the EEC or the EC ever had. By his initiatives, he helped over-
come a long-lasting period of stagnation in the process of European integration. With-
out him, neither the Single Market nor the Monetary Union, the policy on cohesion, the
reform of agricultural policy or the medium-term financial perspectives, which eventu-
ally brought about fiscal discipline and consensus between the Council and Parliament,
would have been possible. But when there was a chance to be elected President of
France, Delors resigned. It may be that he had only had a small electoral basis and that
his judgment on this was realistic. But given the alternatives, his election would have
been the only and probably last chance of powerfully promoting the idea of a Federalist
Europe together with the German Chancellor.

Anyway, aside from these two, there is no other charismatic European personality
in view. On the contrary, in some member states the leaders of government are strongly
in opposition to a transfer of national sovereignty to the European level. In others, there
exists nothing but partial interests, be it in payments from the structural funds, in de-
priving the German Bundesbank of its power or in drawing upon European authority to
compensate for a lack thereof at the national level. And the successor of Delors in the
office of the Commission’s president is a brave administrator of the Acquis Commu-
nautaire but not a driving force in the promotion of the Political Union.

VISION VERSUS VIABILITY

However, looking more closely at the details, one becomes aware that even with the
founder personalities, the pure vision of a United Europe in which the present Commis-
sion would play the role of government, while the European Parliament and the Council
would operate respectively as the lower and upper chamber, never existed. These were
just the illusions of the European Movement and the desires of some members of the
European Parliament. The ideas of, for instance, Adenauer, were not federalist but
confederalist from the beginning. So were those of de Gaulle. He was not among the
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“Fathers of the Treaty”. Not long after he became President in 1958, he inspired the
elaboration of a plan for a confederalist Europe which became known as the Fouchet
Plan (including a revised successor plan). As carly as 1954, the French Assemblée Na-
tionale had rejected the plan for constructing a European Defence Community which
would have been the comerstone of a common external and security policy. In 1965, de
Gaulle practiced the policy of the “empty chair” which was aimed at preventing a shift
in relative power in favour of the European Parliament and ended in January 1966 with
the “Luxembourg Compromise”. This informal agreement reintroduced the unanimity
vote in the Council for matters of a member state’s “vital interests”, thus making clear
that the member states are the “Masters of the Treaty”. This notion has, in most recent
times, been re-affirmed by the Federal Constitutional Court of Germany which had to
decide upon the question of whether or not the Treaty of Maastricht deprives the Fed-
eral Republic of its character of being a sovereign State, with consequences for its power
to guarantee civil rights for its citizens.

The successive rounds of enlargement of the Community contributed to the gradual
fading of the concept of a politically united, federal Europe. Although this concept had
been conceivable among the six founding members, this was already no longer the case
when Britain and Denmark joined, and it will be even less the case in a future union of,
say, 25 members. Hand in hand with this fading, the economic attraction of the Com-
munity grew. Originally, the hypothesis was that economic integration would trigger
political integration. But this “functionalist theory of integration” failed. The best ex-
ample is the Common Agricultural Policy (CAP). It generated problems instead of solu-
tions. Once it had been established, it gained momentum so that it was for decades
impossible for decision makers to control its development. Rather, it proved necessary
to compensate for one mismatch with another. The same danger exists at present with
the structural funds and the rule of the Community’s own resources. In all these cases,
institutions and procedures are deeply involved. In this aspect, the failure of the func-
tionalist integration theory is also a failure of the institutionalist integration theory. A
prominent example of the latter is the European Monetary System. After a long period
of exchange rate stability, the promoters of an institutionalist approach toward Mon-
etary Union believed, up to the first half of 1992, in the anticipated de facto existence of
EMU. This illusion was destroyed in an instant. In summer 1993, the whole system had
to be suspended if not de iure then de facto. Already by the mid-1970s, hard economic
facts had destroyed the plans for an institution-based construction of EMU up to 1980.
Today, the institutional approach has clearly been shed in favour of the “coronation
theory” which postulates convergence in national economic structures, behaviour and
decision-making before the final institutional steps toward EMU can be taken. The same
holds true for the integration of the tax and social systems as well as of policy fields
with a high demand for regulation, like environmental policy or the control of the modal
split in transportation. .

Only in market integration did the institutionalist approach prove to be success-
ful. Not only had it been possible to construct the customs union even faster than sched-
uled, but also to realize most of the Single Market which demanded the designing and
passing of a huge package of directives, regulations and decisions in the short period of
only seven years. If one tries to analyze this phenomenon, there are two main factors
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that can explain why in this case the institutionalist approach was successful: (1) the
customs union as well as the Single Market were examples of “negative integration” in
the sense of deregulation and liberalization. Obviously it is much easier to gain a con-
sensus on the abolition of nationally differing impeding rules than on the shaping of
“positive” common rules. In addition, a world-wide “paradigm shift” had taken place
which favoured the deregulation approach. (2) Beginning with the famous “Cassis-de-
Dijon” case, the European Court had, since 1979, passed some key decisions allowing,
in a certain sense, for the extension of competition from the goods sphere to the goods-
related rules sphere, thus putting the member states under pressure for mutual recogni-
tion of these rules which meant nothing other than deregulation

INSTITUTIONAL STRUCTURE IN BRIEF

This brings us to the role of the individual institutions in the Union’s policy making.
This has undergone significant change thus far. Let us, first of all and very briefly,
summarize the institutional structure of the EU and its development. The Union has
four main corporate bodies:

The Commission has the almost exclusive official right for initiatives conceming
common legislation. The latter can have the form of regulations, directives or decisions
and must be based on the respective Treaty. Also, the Commission has to apply and
execute the Common primary and secondary law.

The Council, which consists of one member of each member state government, is
the main legislative body. According to the specific nature of the legislation at stake, the
Council meets as “General Council” (ministers of foreign affairs), “Council of Ministers
of Economic and Financial Affairs” (ECOFIN), “Council of Agricultural Ministers” and
so forth. Depending on the nature and bearing of the legislation, the number of “handling
rounds™ and the respective quorum differ. In order to make Council meet-ings efficient,
they are prepared by the Committee of Permanent Representatives (COREPER) consist-
ing of the ambassadors of the member states to the European Union.

The Council shares legislative responsibility with the European Parfiament. Again
depending on the nature and bearing of the specific legislation, there are stages for
passing the issue with respect to the involvement of the European Parliament, the number
of readings and the quorum necessary.

The European Court of Justice interprets the Common law. Not only govern-
meats or other public authorities but also citizens have a right of suit. In order for the
Common law to be bindingly interpreted faster than would be the case by way of a full
vertical range of appeals, any court of a member state can demand an “anticipated deci-
sion” from the European Court of Justice.

Beside the four main bodies there are two which must be mentioned here although
they are only of minor importance: the Economic and Social Committee (ECOSOC)
and the Committee of Regions. These bodies may elaborate political papers and recom-
mendations, but they have only the right of being heard. In addition, there are plenty of
committees and subcommittees attached to the Council or the Commission which have

just a subsidiary function.
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At the beginning of European integration, the Treaty of Paris and the Treaties of
Rome provided for specific albeit similar bodies. With the so-called “Merger Treaty” of
1967, the institutional structures of the Treaties were integrated so that today there is
only one Commission and one Council. Only the European Court of Justice and the
European Parliament — the former “Assembly” — were responsible for all three com-
munities from 1958 on. Since 1967, the collective term “EC”, for European Communi-
ties instead of EEC, European Coal and Steel Community, and EAEC has been custom-
ary. By virtue of the Maastricht Treaty, again new names had to be learned: The Com-
mission of the European Communities is now the European Commission (and not the
Commission of the European Union or EU Commission, which reflects the fact that the
second and third pillars of the Treaty were not integrated into the EC’s institutional
structure because of their intergovernmental nature). The former EEC Treaty is now the
EC Treaty which, however, does not indicate an integration of the three Treaties but
only that the former EEC Treaty has, with the inclusion of the chapter on Monetary
Union, gained a new quality.

Before we can proceed toward an analysis of the changing role of common insti-
tutions in the process of integration, we have to mention one body which did not exist in
the infant stage of the Communities: the European Council which consists of no less
than the Heads of States and Governments, each of them being assisted by his Minister
of Foreign Affairs, and the President of the European Commission, who is also assisted
by a member of the Commission. The European Council which meets at least twice a
year (“summits”) has the task of pushing the Union’s development forward and defin-
ing its general objectives. We will see that, on the one hand, without the European
Council the Union would hardly have become as highly integrated as it is, but that on
the other hand, the European Council represents the definite consensus on refraining
from Monnet’s initial vision of a Federation of European States.

POWER SHIFT FROM COMMISSION TO COUNCIL
AND FROM COUNCIL TO EP

In Art. 148 of the EC Treaty, the majority vote is declared the usual form of decision-
making in the Council. In special cases, the Treaty demands a “qualified majority”. Una-
nimity voting is restricted to a small albeit important number of cases. The Council can —
provided agreement with the European Parliament can be achieved if this proves neces-
sary — reject 2 Commission initiative only unanimously. It is obvious that under these
conditions, the Commission has a very strong position. Endowed with such power, itis no
wonder that in the early stage of integration the Commission’s self-portrait was that of the
future “European Government”, This illusion ended with the Luxembourg compromise.
From January 1966 onwards, many initiatives which reached the Council were not de-
cided upon. At that time, the COREPER, not even mentioned in the Treaty, became the
most important body with the task of defining the possibility of a line of compromise or of
creating a package of compensatory measures which would enable hesitant members of
the Council to eventually agree. Other initiatives did not even come into existence be-
cause the Commission had reason to fear that unanimity could not be found; thus, it pre-
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ferred not to show its lack of power. It is true that the European Parliament could have
launched a “suit for inactivity”, as it did many years later with respect to stagnating com-
mon transportation policy. But the Assembly was not even directly elected at that time
and did not play a significant role in the EC’s decision-making structure. '

However, whereas the power of the Commission declined, that of the European
Parliament gradually rose. Once it had been directly elected, the European Parliament
began to organize itself into factions of different political orientation based on corre-
sponding trans-national federations of national political parties. At the beginning, the
power of the European Parliament consisted mainly of the right to dismiss the Commis-
sion which it, however, never made use of because its main opponent is the Council
which cannot be affected by such measures.

But the European Parliament also has powers in relation to the Council. Both
bodies together form the “budget authority”, with the Council having the final re-
sponsibility for “obligatory” expenditures, the EP for “non-obligatory” expenditures.
Over a long period of time, there was a never-ending struggle between both branches
of the authority with respect to the scope of non-obligatory expenditures, the most
important parts of which are the structural funds and research and development pro-
grammes. The EP used to plead for a stock-up, whereas the Council tried to contain
this kind of expenditure given that (1) agricultural guarantee payments which formed
the most important part of the obligatory expenditures could be less strictly limited,
and (2) member states whose interests are represented by the Council had to raise the
funds for financing both kinds of EC expenditures. On two occasions, no consensus
could be reached at all, so that the European Parliament made use of its right to reject
the respective budgetary drafts in total. The more the budget shifted from obligatory
to non-obligatory expenditures, the stronger the position of the European Parliament
relative to the Council became. The Council was only ready to tolerate this deve-
lopment under the condition of a binding medium-term financial forecast on the size
and structural shift of the expenditure side of the budget which took the form of an
inter-institutional agreement between Council, European Parliament and Commis-
sion. Of course, the inter-institutional agreement is only a second-best substitute for a
standing mediation committee as it exists, for instance, between the Bundestag and
Bundesrat in Germany and in any other country where the budgetary and/or legisla-
tive powers are divided between two houses.

Thus, the state of the art in European decision-making today is indeed more
modern and efficient in important parts of legislation than in budget-drafting. For in
all fields of policy where the European Parliament has obtained a right of co-decision
through the Maastricht Treaty, a newly created mediation committee will be put in
action if a consensus cannot be reached up to the second reading of the respective
issue. In all these matters, the EP now has the right to final rejection of a draft. This
certainly does not mean equal participation in decision-making, but it does mean a
significant progress in parliamentary control of the European Union, given that the
procedure of co-decision comprises such important policy fields as the Single Mar-
ket, free movement of persons, environmental action or research and development
support. In any case this represents a remarkable increase in the European Parlia-
ment’s power relative to the Council’s, but it should not be forgotten that, never-
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theless and paradoxically, the so-called “gap in democracy” has increased, too. This
is because (1) the centralization of political responsibility at a European level is even
greater than the transfer of power from the Council to the European Parliament, and
(2) whereas national parliaments lose power of control through such centralization,
the European Parliament is by far not yet an equivalent democratic body given that
the respective electorates of the member states are represented to highly differing
degrees, depending on the size of the population.

REVITALIZATION OF THE COMMISSION SINCE
THE MID-1980S...

With the launching of the Single Market and, even more, the enforcement of the
Maastricht Treaty, the Commission’s power has also been revitalized. The main rea-
son is that the majority vote has been introduced de facto in many fields of economic
policy-making. The second reason is that deregulation demands a stricter control of
competition which — the EU being the relevant market — can efficiently be ex-
ecuted only on a European level, i.e. by the Commission. The third reason is that the
execution of the budget in the field of non-obligatory expenditures demands a much
higher involvement of the Commission than do the agricultural guarantee payments
which result from a combination of a price decision by the Council and farmers’
reactions to it against the background of a given world market for agricultural prod-
ucts. The fourth reason is that the preparation and final regime of EMU demands
multifold economic policy coordination, adherence to convergence programmes and
avoidance of excessive deficits, which all have to be initiated and surveyed by the
Commission.

It is true that in all these respects, the Commission’s powers are poor as compared
to those of the European Central Bank to be created by January 1, 1999, if a sufficient
number of member states qualify for the third stage of EMU. It is also true that its powers
are poor, 00, as compared with the scheduled powers of the Werner Plan’s Centre for
Economic Policy Decisions. But never before in economic history had so much control
and discretionary decision-making been concentrated with the Commission on the basis
of supranational law in force. Moreover, the coordination of economic policy which hith-
erto was intergovernmental because member states had only to regard economic policy as
a “matter of common interest”, will in the future mainly take place as an interplay of two
genuine bodies of the EU: the European Central Bank (ECB) which carries out a Com-
mon monetary policy, and the Commission which has to survey convergence performance
and plays a promoting part in the enforcement of the “stability pact” passed at the Dublin
summit in December 1996. Among the three main macroeconomic policy branches —
money, balance of public finance and wages — only wage policy will remain a national
playing field. 1t is an enigmatic phenomenon that member states voluntarily shifted power
which they had until then possessed them-selves, towards a European level to such a large
extent that they eventually proved their ability for “positive integration”, too. The expla-
nation is the complementary role which most member states ascribe to EMU with respect
to the most important issue in “negative integration”: the Single Market programme.
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The struggle over the stability pact in late 1996 shows precisely the difficulties
which especially the “policy-prone” countries such as France had with refraininig from
the power to shape the national budget along the lines of national priorities. In contrast,
countries such as Germany, preferring ordnungspolitik to discretionary intervention,
had an easier time. Indeed, France could strictly prevent “automatic sanctions” against
countries with an “excessive deficit”, but the room for manoeuvre within economic
policy-making is fairly narrow, and it must be asked what meaning France’s demand for
a “European Economic Council” has, under these conditions (except for potentially
targeting specific exchange rates of the euro vis-2-vis the dollar and the yen which may,
however, prove difficult given the fact that the ECB has command over the most influ-
ential instruments at this end).

In making use of its power, the Commission can strongly rely upon the European
Court of Justice which presently enforces European law mainly in the fields of labour
mobility, social integration, services and public procurement: fields in which some mem-
ber states are reluctant to transfer European directives into respective national law, or
interpret these directives with more national reservation. At present, the Commission is
even trying to enlarge its powers by extending its competence for trade policy to the
services sphere, and to enlarge its control on expenditures by reactivating the financial
instrument of Community loans aimed, for instance, at the extension of Trans European
Networks (TENs) for which it has been given power of initiative by the Maastricht Treaty.

...PROVOKES CALL FOR SUBSIDIARITY

The growing concentration of power on a European level has provoked a counter-move-
ment which raises its voice partly on the member state level and partly on a regional
level. On a state level, especially Britain is extremely reluctant to further lose sover-
eignty. For this reason, it opted out of participation in EMU — as did Denmark — and
it does not participate in the Social Protocol of the Maastricht Treaty. It claims perpetu-
ation of national jurisdiction in matters of the Schengen Agreement on free movement
of persons, and has announced resistance against the introduction of majority voting in
CFSP as well as in the field of Justice and Home Affairs. Only some of these reserva-
tions, in particular in the social policy field, may change under the Labour government.

In France, too, there is plenty of reservation against further centralization on a
European level. President Chirac uses the perception of a “gap in democracy” not to
support proposals favouring the European Parliament but to urge closer cooperation
between the member states’ Parliaments. In CFSP matters, France suggests not the en-
dowment of the President of the European Commission with power of representation
and execution but rather the introduction of a new representative, Monsieur X or Mon-
sieur CFSP, to be chosen by and responsible to the European Council.

In Germany, resistance against further European centralization is not unani-
mous. On the one hand, the federal government is a strong advocate of an extended
majority voting even in the fields of external and internal security policy. On the
other hand, the new article 23 of the German constitution only allows for a further
development of the European Union which is, among other essentials, character-
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ized by a federal structure and by subsidiarity. The article has strengthened the
position of Parliament as well as that of the Bundesrat (representative body of the
Laender) whenever government negotiates the transfer of responsibilities to a Euro-
pean level.

It is especially the German Laender that try to draw profit from the process of
further Europeanization. The Bavarian Prime Minister welcomes the future “Europe
of the Regions”. He is convinced that many of the burning problems of our time must
be solved as close to the citizens affected as possible. It is the regions which compete
with one another. Only they themselves can determine their endogenous potential,
their priorities and the “preference costs” with respect to alternative allocation of
resources available to them. At the same time, much of the legislation affecting re-
gions is being or has already been shifted from a national to a European level or has
been abandoned by deregulation. As a consequence, regions transfer their lobbying
activity from the capitals of their respective countries to the centres of European deci-
sion-making, and must struggle more and more on their own. The result is a shrinking
of the powers of national governments in relative terms. In some spectacular cases,
like the subsidization of Volkswagen in Saxony, controversies are being fought di-
rectly between the Commission and a regional government, with the national govern-
ment being forced nolens volens to enter the boat.

This new role of the regions is supposed to be supported by the “Committee of
Regions” ci d under the M icht Treaty. However, this body will hardly become
a powerful instrument for defending or promoting the regions’ interests. First, it can
only produce statements or recommendations but has neither a right of initiative nor of
participation in the legislation. Secondly, the European regions’ interests diverge heav-
ily, depending on the level of development as well as on the constitutional status within
the respective nation’s political and administrative structure. Whereas the representatives
of the less developed regions mainly plead for a stock-up of the structural funds, those
of the more developed, especially federal member states or member states with a signi-
ficant decentralization, plead for a stronger regional influence on fiscal management
and legislation. Given that in many countries there is no regionalization of decision-
making at all, the vision of a “Europe of Regions” will hardly materialize in the foresee-
able future. This does not withstand a shift of power toward the regions in countries
where such decentralization already exists.

However, it is not only (some of) the regions that take recourse to the principle
of subsidiarity. Member state governments suffering from a loss of power in the cour-
se of European integration also do so. Soon after the Maastricht Treaty had come into
force, an ad hoc committee under the presidency of a former high German govern-
ment official was established which had the task of identifying redundant European
regulation. In addition, more and more voices call for redelegation of European policy
competence back to the member states. This holds true for parts of regional as well as
of agricultural policy, but also for industrial policy. Especially in Germany, there is
widespread suspicion that the Commission could be tempted to inextricably mix up
competition control with sectoral economic policy-making. For the same reason, the
German government demands the creation of an independent European authority for
competition control.
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MORE PRUDENCE NEEDED IN DEFINING
NEW EU RESPONSIBILITIES

All these reforms would reduce the initiative and executive power of the Commission,
and it is no wonder that the latter is in strong opposition to them. Indeed, it seems to
have little to fear. The outcome of the deregulation committee is modest, redelegation
of agricultural and structural policies is not in sight, nor is the cancellation of the indus-
trial policy chapter which had only in 1993 entered the EC Treaty. There is also no
support (except from the Netherlands) for the German proposal on a competition con-
trol authority. Rather, new responsibilities are being claimed by the Commission. In
particular, a new chapter on the promotion of employment and on increasing labour
market performance will be introduced into the Treaty.

However, if on the one hand the Commission must not fear a renewed collapse of its
powers, it has, on the other hand, little chance to push through the above-mentioned amend-
ments. As far as high unemploynient results from a lack of economic momentum, growth-
oriented macroeconomic policy coordination would be the right answer. But here, both the
Maastricht Treaty and the stability pact (despite the latter’s euphemistic official appellation as
a “pact on stability and growth™) draw strict borderlines: monetary policy will have to be
stability-oriented, fiscal policy has to look for budgetary consolidation, and wage policy re-
mains a matter of industrial relations. In characteris-tic schizophrenia, the Commission pro-
motes the raising of capital market funds for TENs in order to create jobs, and at the same time
has, for EMU reasons, to admonish national governments to strictly stick to the fiscal conver-
gence criteria. A European macroeconomic employment policy which has such poor instru-
ments at its disposal or would, if it created them, come into conflict with other crucial objec-
tives, is not credible and should not be established. As far as high unemployment results from
institutional rigidities such as labour protection, lack of incentives to work or high indirect
labour costs, the remedies lie with the national governments right from the beginning.

The European Union must withstand the temptation to attract competence which would
hurt the principle of subsidiarity. Otherwise, its general attractiveness will shrink because
national decision makers get rid of their responsibility, and people do not see their most
pressing problems being solved but rather observe idleness at best, waste of resources at
worst. Indeed, there are more important tasks that the Union should concentrate upon. In the
economic sphere, one of the most important tasks seems to be the completion of the Single
Market. One aspect is the creation and maintainance of EMU. The second is a certain har-
monization of {axation — as little as possible but as much as necessary. The aim must be a
“plain fiscal playing field” for competing enterprises of different nationalities within the EU.
If cross-border tax evasion and, in consequence of it, a race in tax reduction could be avoided,
a new scope for fiscal policy — be it in the social, the educational or the infrastructural
policy fields — could be gained. This would clearly raise acceptance of further economic
integration. The third aspect is the prevention of abuse of the Single Market for organized
business crime, trade in drugs and illegal immigration. This implies more Common deci-
sion-making in the “third pillar” of the European Union, i.e. intemnal security policy — a
requirement which governments seem to be increasingly aware of.

As to EMU, presently-existing agreements have to be enforced. With regard to
taxation and intemnal security, the changes towards majority voting can only be made by
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the heads of state and government, first at summits of the European Council, and then,
by introducing changes to the Treaty, in the framework of intergovernmental confer-
ences. Insofar as the existing treaty would be sufficient and only unanimity is lacking,
it would be the proper task of the Council of Ministers in its respective sector-specific
composition to find the appropriate solution. But experience has shown that the minis-
ters are imprisoned in their specific interests and technical debate so that all too often
they prove unable to find the solution. ’

It was exactly this attitude of blockade which called for the creation of the Euro-
pean Council. Since 1969, all major developments have been catalyzed by it: the first
direct election of the European Parliament, the first enlargement and the free-trade agree-
ment with the EFTA, the system of its own resources, the creation of the Regional Fund
and of a Common Technology policy, the EMS and the Delors Packages, the European
Union and, last but not least, the future eastern enlargement. Only the European Coun-
cil was able to have the necessary bird’s-eye view and to negotiate “package deals”
equilibrating the different national interests.

At the beginning, there was widespread fear that the European Council would
deprive the Commission of its initiative power. The Single Act and the Maastricht Treaty
have, however, ged to ¢ in this danger. Moreover, the President and a further
member of the Commission participate in the European Council’s working sessions
(albeit not in the “chimney talks”), and there is also an ex ante coordination with the
president of the European Parliament.

VARIABLE GEOMETRY PROCEEDING

Yet, it should be clear that it is the confederation and not the federation model which
is represented in the European Council’s role as the key body of the Union: important
ideas concerning integration would be produced on a member state level and, de-
pending on the political weight of the respective country, made a political issue in the
Council which in turn “commits” the Commission with the elaboration of concrete
initiatives. The most recent example was the Commission regulation draft on the sta-
bility pact which was based on an original idea of the German minister of finance.
This de facto shift in initiative power is being observed by the European Parliament
with ostentatious disgust. By the end of October 1996, the European Parliament se-
verely reproached the Commission for not making sufficient use of its codified rights
vis-a-vis the Council. This structural bias of influence in favour of strong member
states emerging from the very existence of the European Council is the greater the
weaker the Commission’s leading personalities are.

Within the European Council, the official role of a driving force used to be played
by the respective half-year’s national presidency. It can determine the priorities on the
agenda, and it has, by reasons of national prestige, a special interest in making its period
of institutional influence a “success”. But, of course, in reality there are countries of
generally stronger and those of generally weaker influence. The three protagonists are
France, Germany and Britain. The particular French-German relationship has been cru-
cial for the whole integration process from the beginning. Since 1962 it has been based
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on the bilateral “Elysée-Treaty” of friendship. Since then, these two countries have
determined whether an issue is bound to fail or to succeed. Only when France finally
agreed, could the UK be admitted. It was a German-French initiative from which the
EMS and eventually EMU emerged. The outfit of EMU, nota bene, is German: the most
important new institution of the European Union, the future European Central Bank,
has been shaped according to the Bundesbank model.

In contrast, Britain’s influence so far has mainly been exercized in blocking. The
British do indeed claim to be “good Europeans”, too. But their idea of Europe differs very
much from that on the Continent. It is true that Britain, too, strongly advocates eastern
enlargement. But whereas the Continent wants deepening first because the EU’s difficul-
ties in the field of an institutional reform increase in exponential relation to the number of
its members, Britain, for this very reason, wants enlargement first. Indeed, a substantially
enlarged Union would be condemned to political stagnation without the introduction of
majority voting as a rule in all policy fields of major Common interest; it would be unde-
mocratic without strengthening the European Parliament and simultaneously weighing
the member states’ vote in the Council according to the respective size of population; it
would be inefficient without restricting the number of Commission members and strength-
ening the Commission’s presidency; it would miss legal security without endowing the
European Court of Justice with the power of final and binding jurisdiction in all matters of
Europe-wide bearing. It is exactly these key requirements which Britain rejects. Although
the other 14 member states are still far from a consensus on most of these issues, none of
them has retired behind the walls of basic opposition. This fundamental dichotomy in
integration policy and isolated British position made the president of the European Parlia-
ment even recommend Britain to quit the Union.

Under these circumstances, a principle of “structural flexibility”, if established by
the Maastricht I IGC, would have to be regarded as an acquis. It should allow for a
deepening even without abolishment of unanimity voting. However, the deepening may
take place only among a restricted number of member states. As the group of countries
ready for deepening may differ from policy field to policy field, it is plausible that the
Union will develop in the direction of “variable geometry”. But it is as plausible that
eventually, a core group of member states will emerge, which will participate in all
policy fields already integrated. From a legislative point of view, it will be very difficult
to deal with all these differentiations within one integrated treaty as is at present the
case with the “ins” and “outs” of EMU. Therefore new institutions will arise almost
inevitably, in which only the core countries are members. Otherwise the relations be-
tween these countries would be controlled on an informal basis rendering them
intransparent and therefore even more exclusive.

Nevertheless, this should not do harm to the idea of the European Union as long
as its objectives are unanimously defined. This has been the case with EMU and even
with its complementary stability pact. It has not been the case with the social chapter,
and it will not be the case with environmental policy, external and security policy, let
alone under the condition of 27 members. Therefore, the integrational structure of Eu-
rope might eventuaily resemble that of the 1950s, only on a higher level of integration
and in the absence of the iron curtain,
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CRITERIA FOR INTEGRATION OF CENTRAL EUROPE
WITH THE EU

The principal regional integration criteria are: compatibility of political systems, simi-
lar working mechanisms of the economy, matching economic infrastructure, territorial
proximity, adequacy of economic capacities, comparable levels of economic and techno-
logical development, complementarity of economic structures (inter- and intra-indus-
try), and developed mutual trade links [Bozyk, 1994, p- 161].

The weight carried by each of these criteria is not, of course, the same. Some are
absolute prerequisites if integration is to be possible in the first place (compatibility of
political systems, intra-industry complementarity of economic structures, similar work-
ing mechanisms); the fulfilment of others makes it easier to build up integration links
(territorial proximity, adequacy of capacities, developed mutual trade links, etc.).

As regards chances of advancing integration with the European Union the VG
(Vysegrad Group) countries come closer to meeting the above criteria than the rest of
East and Central Europe. But this does not mean that there are no differences in this
respect between Poland, Hungary, the Czech Republic and Slovakia.

POLITICAL SYSTEMS

All four VG countries have systems of parliamentary democracy in place which are mod-
elled on those of the EU nations. They are not, however, identical: in the EU the political
Systems are more mature than in the VG. This is primarily due to the fact that in the former
they have been functioning for tens of years and are founded on solid institutions, proven
methods of selection of political leaders, tried and tested emergency warning systems, etc.

The immaturity of parliamentary democracy in the VG countries is manifested in
the frailty of its mechanisms and the amateurism of politicians. The result is the appear-
ance of pathological disorders which interfere with the normal functioning of political
systems. Eradication of these takes the form of — more frequent than in the EU coun-
tries — parliamentary elections, changes in ruling coalitions, conflicts between the leg-
islative and executive branches, etc.

Not that the situation is the same in all the VG countries. Relations between the
legislative and the executive power are different in Poland and in Hungary, in the Czech
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Republic and Slovakia. There are also differences in the political composition of the
legislatures in each country. These discrepancies do not, however, disqualify any of the
VG countries from applying for membership of the EU.

WORKING MECHANISMS OF THE ECONOMY

In all the VG countries the economy is driven by free-market mechanisms designed
along the lines of those in the EU countries and functioning according to the same basic
principles as in the model. What does differ is the systemic infrastructure, that is, the
environment in which these mechanisms operate. This comprises the organization of
the economy, its ownership structure, the operating principles of enterprises, and the
social services system.

In the EU countries the systemic infrastructure has for many years been geared to
the requirements of the free-market mechanism and assists its functioning. In the VG
countries, on the other hand, much of the systemic infrastructure is still a relic of the
centrally planned economy; in many cases it is out of tune with the requirements of a
free-market economy and impedes its functioning.

Overhauling this infrastructure is a long-term undertaking since it is char-
acterized by considerable rigidity. It is also a costly exercise, not only in eco-
nomic terms, but also socially. The costs are especially heavy if the changes are
swift and radical.

In view of this, the extent to which the systemic infrastructure has been remod-
elled varies in individual VG countries. Adaptation to the requirements of the free-
market economy is most advanced in Hungary and Poland; in Hungary, because adjust-

_ment to market needs began as carly as the late 1960s; in Poland, because a very rapid
pace was set for the remodelling process in the 1990s.

The Czech Republic and Slovakia are endeavouring to harmonize a relatively
slower remodelling of their systemic infrastructure with the speed at which working
mechanisms are being transformed. Thus, instead of a free market, what we have there
is a kind of mixed economy.

All in all, however, in none of the VG countries do the working mechanisms
of their economies constitute any significant barrier to integration with the Euro-
pean Union.

GEOGRAPHICAL LOCATION AND COMMUNICATIONS LINKS

The VG countries are conveniently situated with respect to the European Union. Some
of them share borders with EU countries. All of them have well-developed rail, road,
telecommunications, air and other links. However, the modemity of these links falls
short of EU standards. Their structure also differs from what is to be found in the EU
countries.

Nevertheless, geography is a factor which clearly favours the VG countries’ inte-
gration with the European Union.

M4
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ADEQUACY OF ECONOMIC CAPACITIES

The VG countries represent varying economic potentials. In terms of population, Po-
land is almost eight times larger than the Czech Republic and Slovakia, and almost four
times as large as Hungary. Thus, while Poland can be classified in the medium-sized
group of countries, Hungary, the Czech Republic and Slovakia belong in the small na-
tions category. :

In terms of economic capacities Poland is far superior to the other VG coun-
tries. It is richest in natural resources, including mineral deposits, waterpower, for-
ests, arable land, etc. Hungary, the Czech Republic and Slovakia have only average or
modest stocks of such wealth. Poland also produces the largest volume of industrial
and agricultural goods.

Thus, from this point of view the country with the greatest attractions for the
European Union is Poland. For here lies the biggest potential market for goods pro-
duced in the Union and here, too, opportunities for locating industry exist on a larger
scale than in the other VG countries.

All things considered, the economic capacities of the VG countries are not a
barrier to integration with the EU; they belong in a slot between the biggest and smallest
in the EU.

LEVEL OF ECONOMIC AND TECHNOLOGICAL DEVELOPMENT

In this area, too, the VG meets the criteria laid down by the EU since the partners are the
countries with the highest levels of development in East and Central Europe.

The most favourable placed is the Czech Republic which prior to World War IT
was ranked among the world’s advanced nations with a production structure and exter-
nal links comparable to Western Europe. However, during the central planning period it
fell behind world progress. As a result, at the beginning of the 1990s the quality of
production, technological standards and price competitiveness of Czech industry were
clearly inferior to those in Western Europe.

National income per head in the Czech Republic stands in the mid-1990s at less
than half the average for the European Union. But at the samne time the level of national
income per head is some 40% higher than in Poland; Hungary and Slovakia lie between
the Czech Republic and Poland.

The order is almost exactly reversed with respect to the consumption patterns of
the populations of these four countries. They most resemble those in the EU in Poland,
which can be attributed to the Poles’ longstanding fascination not only with Western
culture but also its economic achievements and standards of consumption. All Westemn
ways of doing things are rated much more highly in Poland than its own or its neigh-
bours’. Czechs, Slovaks and Hungarians are by contrast far more objective in their as-
sessments of their and other nations’ consumption values since they are less susceptible
to the demonstration effect than the Poles [Bobek, 1992, p. 26].

Between the VG countries there are, on the other hand, bigger differences in the
technological standards of industry. The one in the best condition is Hungary, thanks
primarily to the substantial progress made in this field in the 1980s (chiefly due to
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expansion of collaborative ties with leading industrialized countries, inward Westem
investment, imports of licences, etc.). The Czech Republic, traditionally the most tech-
nologically advanced country in East and Central Europe, dropped behind as a result of
being cut off from inflows of modern technology in the 1970-90 period. However, in
the 1990s it set about the task of swiftly making up these arrears; here it enjoyed the
advantage (by comparison with Poland and Hungary) of being unburdened by external
debt and was also assisted by a rapid growth of foreign direct investment.

Poland, on the other hand, failed to capitalize on the considerable modernization
of production that took place in the 1970s; at the turn of the 1980s its industry was
undoubtedly the most modern in Central Europe (over 50% of the technologies installed
were replaced during the 1970s). Unfortunately, in the years 1982-93 almost complete
severance of the flow of modern technologies into Poland resulted in serious disinvest-
ment and a widening technological gap. However, Polish industry still has a large stock
of efficient (though not state-of-the-art) Western equipment.

Slovakia is the least technologically advanced VG country, chiefly due to the
fact that when it was a part of Czechoslovakia the bulk of civilian production was lo-
cated in the Czech half and defence industry in Slovakia. In the latter field it has a
significant technological potential but its utilization depends either on conversion or
realignment of arms exports from Russia to the EU countries.

The technological disparities between the EU and the VG are not an insuperable
barrier to full membership of the Union; they only put Poland, Hungary, the Czech
Republic and Slovakia on different footings as regards the horizon and costs of entry.

COMPLEMENTARITY OF ECONOMIC STRUCTURES

Differences in the situation of individual VG countries are also to be found in the
complementarity of their economic structures vis-2-vis the EU. This applies to both
inter- and intra-industry complementarity.

As regards inter-industry complementarity, it is present to a greater extent in the
case of raw materials, fuels and metals than agricultural products: in the satisfaction of
its food demand the EU is self-sufficient and secks outlets for its agricultural goods on
the markets of third countries, whereas the majority of the Central European countries
are net importers of foodstuffs from the EU. Their food exports to the Union are domi-
nated by inessential items (some kinds of livestock and certain plant and animal prod-
ucts such as forest crops, fruit, etc.).

In satisfying EU raw materials demand the Central European countries are also at
a disadvantage. In the first place, only some of them have natural resources (chiefly
Poland); the rest are net importers of most raw materials. Secondly, exports of material-
intensive products to the Union are subject to a number of restrictions, mainly of a non-
tariff kind.

But in all the Central European countries productive capacities were built up in
industries which are to an increasing extent being eliminated in the Union. These are
labour-intensive, environment-polluting (“dirty") and other such activities: iron and steel,
heavy industry, shipbuilding and the like. Here the countries with the greatest oppor-
tunities are Poland and Slovakia, provided of course that the EU countries decide on a
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greater opening-up of their internal markets. So far they have kept both foodstuffs and
steel and textile products in the “sensitive” category.

It follows, then, that it is in intra- rather than inter-industry complementarity that
the Central European countries should explore the possibilities of deepening integra-
tion with the EU. As regards intra-industry complementarity, the most favourable cir-
cumstances are enjoyed by Hungary where the structure of production has for the past
quarter-century been tailored to the shape of demand in EU countries, signs of which
can be seen in industrial collaboration. At present this process is assisted by appreciable

Western interest in direct investment in Hungary.

Potentially, the Czech Republic, Poland and Slovakia also have chances of expand-
ing economic links with the EU along the intra-industry complementarity route. So far most
has been made of these opportunities by the Czech Republic, and the least by Poland which
has developed collaborative links with the EU on only a relatively minor scale.

MUTUAL TRADE LINKS

From the point of view of the EU’s share of the total trade of the VG countries exchange
between them could be placed in the category of developed integration links since it is
bigger than trade within the group. Unfortunately, it does not embody integration links
in the strict sense as it is to a large extent the result of the abrupt realignment of the
geographical structure of the foreign trade of the Central European countries that fol-
lowed the changes in the political system. Such swings have, for that matter, been a
recurrent phenomenon.

Before World War II the Western European countries which now make up the
European Union dominated Central European trade. After the war the change in the
political systems in the countries of Central Europe was accompanied by a basic
remodelling of the geographical structure of their trade which took the form of reduc-
ing to a minimum the share of countries with market economies and expanding the
share of countries with centrally planned economies, though with the passage of time
the share of EU countries began steadily to rise. In 1990 the change in the political
systems in Central Europe was again accompanied by a realignment of the geographi-
cal structure of trade: in all the Central European countries the share of the EU coun-
tries doubled, in some cases increasing to even two-thirds of their overall trade.

This substantial increase in the EU share of the foreign trade of the VG countries
Wwas not accompanied by a concurrent increase in the VG countries’ share of EU trade.
In this field for many years there has been a deepening asymmetry, reflected in the
sidelining of Poland, Hungary, the Czech Republic and Slovakia in EU trade.

Consequently, imports from Central Europe serve a supplementing purpose for
the EU — diversifying the supply mix, making good shortages of certain goods, and so
on. For Central Europe, on the other hand, imports from the EU are for the most part of
basic significance. .

Any more appreciable change in this situation in the process of integration will
be impossible; nevertheless, some upgrading of the VG countries’ status is essential. It
could be achieved through an expansion of economic links based on intra-industry
complementarity.
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MAASTRICHT CRITERIA

In 1994 five criteria were laid down at Maastricht which have to be met by countries
seeking membership of the EU: )
— inflation within a margin of 1.5% of the level in the three countries with the
lowest rates (1994: 3.4%);
— an interest rate at the level of the average yield of 10-year bonds in the three
countries with the lowest rates of inflation (1994: 10%);
— an exchange rate determined according to the rules of the “currency snake”
(+2.25%);
— a budget deficit no larger than 3% of GDP; and
— a public debt ratio of no more than 60% of GDP.
The VG countries fall short of meeting these criteria to varying degrees.

In the case of inflation the country furthest from the Maastricht target in 1994
was Poland where the rate was 950% above the designated limit. Second place was
occupied by Hungary, third by Slovakia, and fourth by the Czech Republic. The Czech
position was in this respect three times better than Poland’s.

The interest rate in Poland in 1994 also exceeded the Maastricht limit by the
largest margin; the difference amounted to 425%. The order of the other VG countries
was the same as in the case of inflation (Hungary, Slovakia, the Czech Republic).

Poland’s exchange rate in 1994 (following devaluation of the zloty) was 850%
higher than the Maastricht limit. Next, in descending order, came Hungary, Slovakia
and the Czech Republic.

As regards budget deficit Poland in 1994 exceeded the Maastricht limit by 90%,
and in the case of public debt ratio by 115%. The places occupied by the other VG
countries were the same as before (Hungary, Slovakia, Czech Republic).

A point to be noted is that performance in these fields has been gradually improv-
ing in Poland and the Czech Republic but has remained unchanged (and in some cases
even deteriorated) in Hungary and Slovakia.

RATINGS OF VG COUNTRIES’ FULFILMENT
OF EU INTEGRATION CRITERIA

In terms of fulfilment of all the above integration criteria the VG countries can be
listed in the following order: the Czech Republic, Hungary, Poland and Slovakia
(see Table 1).

The chief points in favour of the Czech Republic are the Maastricht criteria, in-
cluding its lowest inflation and interest rates, exchange rate stability, and relatively
small budget deficit and public debt ratio. In contrast to the Czech Republic, Poland is
the VG country which is furthest from fulfilment of the Maastricht criteria. Its inflation
and interest rates are relatively higher than in the other VG countries and the shortfalls
in exchange rate, budget and public debt ratio biggest.

On the other hand, the differences between Poland and the other VG countries as
regards the first eight criteria are insignificant.
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TABLE 1. Quantitative Measures of VG Countries” Fulfilment of BU Integration Criteria®

Criteria Poland | Hungary | Czech R. } Slovakia
1. Compatibility of political systems 5 5 5 4
2. Similar working mechanisms of the economy 5 5 4 3
3. Matching economic structures 5 5 5 4
4. Territorial proximity 5 5 5 5
5. Adequacy of economic capacities 5 5 5 5
6. Comparable levels of economic

and technological development 4 4 4 4
7. Complementarity of economic structures 5 5 5 3
8. Developed mutual trade links 5 5 5 3
9. Maastricht criteria:

(a) rate of inflation 1 2 4 3

(b) interest rates 1 2 4 3

(c) exchange rate 3 3 5 3

(d) budget deficit 4 3 5 3

(e) public debt 1 3 5 4
Total score 49 52 61 47

* On a scale of 0-5; maximum possible score: 65.
Source: Estimaics based oa detailed expert studics

HORIZON AND COSTS OF EU MEMBERSHIP

Politicians in the VG countries wish to see them enter the European Union as early as
possible. This springs from a belief that membership of the EU is synonymous with a
growth of well-being in the newly-admitted countries. Potentially, it offers them the
following principal benefits.

First, access to the very large and dynamically expanding market of the Euro-
pean Communities opens up the prospect of economies of scale and improvement of
economic efficiency. There are many areas in which Polish, Czech, Hungarian and Slovak
producers enjoy comparative advantage on the EU market, chiefly because of lower
labour costs. For, although average productivity in the EU is higher than in Central
Europe, human labour is lower paid in the VG countries than in the EU and as a result is
cheaper.

Second, the increased competitiveness on the internal markets of the VG coun-
tries resulting from the opening of their economies to imports from the EU could act as
a spur to growth. This is chiefly a matter of the structural changes that would have to be
made in order to make better use of productive resources, accelerate technological ad-
vance, and adapt production to the demand on external markets.
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Third, the VG countries could benefit from the stabilizing influence of associa-
tion agreements with the EU on their economic policy. These agreements confront
the Central European countries with the need for bringing their economic policies
into line with EU standards through, inter alia, elimination of frequent changes in its
goals and instruments and introduction of mechanisms and institutions modelled on
those within the EU.

The belief of politicians in Central Europe that all these benefits will indeed
be realized is based on analogies with the nations admitted to the EU before them
and which after obtaining full membership raised the level of their development
and improved many other indicators which now compare favourably with those in
the VG countries.

Politicians in the EU countries are in favour of lengthening the horizon for ad-
mission of the VG countries to full membership. In their opinion all the above benefits
can only materialize over a longer period and will depend on the fulfilment by the VG
countries of a number of what for them are on the whole difficult conditions, including
attainment of a higher level of economic development, adaptation of economic struc-
tures, elimination or at least a substantial reduction of the malaises afflicting their econo-
mies, such as unemployment, inflation, external debt, budget deficits, etc. This requires
a profound remodelling of economies, which entails an increase in investment outlays
on restructuring production, raising technological standards, etc.

Politicians in the EU countries believe that rapid admission of the VG countries
to full membership could place them in a difficult economic situation in the shape of
finding the VG countries’ industrial and agricultural production unable to compete with
EU goods. The consequence could be tendencies to cut back domestic production, ris-
ing unemployment and the many other ailments that would follow,

Declarations regarding the admission of the VG countries to full membership of
the EU contain, therefore, a number of preconditions which require them to make changes
in economic policy and the systemic infrastructure. Failing that, there is the danger, the
EU argues, of entry resulting in disruptions of the economies of the VG countries.

In particular, the EU fears that the “integration shock” which would shortly fol-
tow the abolition of all restrictions in relations between the VG countries and the EU
might be too much for the former. Reducing the damaging impact of this shock would
call for considerable expenditures on the part of the EU countries.

A particularly high level of assistance would be required by agriculture which,
especially in Poland, falls far short of EU standards as regards profit rates, organization
structure, technical equipment, etc. Preliminary estimates put the needs in this field in
the region of tens of billions of dollars per annum.

In these circumstances the following proposition can be advanced: the horizon
for admission of the VG countries to full EU membership will be a function of how
much assistance the Union is prepared to provide. The shorter the horizon, the greater
the assistance that will be required, and vice versa. Otherwise, the VG countries will
need a longer period of time to bring their economies into line with EU standards.

Two kinds of adaptation are involved: institutional and structural,

Institutional adaptation, which embraces the working mechanisms of the economy
and economic policy, can be carried out more quickly than structural adaptation. It is
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also less costly. It comprises constructing the institutions typical of market economies,
creating a new legal system and training specialists to service this new system. In this
field the arrangements to be put into place can be modelled on those in the EU, though
this does not mean that in all cases they can be identical since allowance has to be made
for civilizational and structural differences.

Structural adaptation is inevitably a longer process [Pajestka and Perczyfiski,
1993]. For it means a reorientation of the economic structure of the VG countries an-
gled to the needs and possibilities of integration with the EU. It is also very costly since
it entails development of wholly new kinds of production, modernization of the indus-
tries expanded in the past and protection of the activities which in the new conditions
cannot withstand competition from the EU countries.

Structural restructuring can be carried out by various methods depending on the
area of the economy [Pajestka and Perczyfiski 1993, pp. 8, 13]. In the first area restruc-
turing processes can be left to the free operation of market forces. This area comprises,
on the one hand, the kinds of production which can by virtue of high quality and techno-
logical standards compete with the EU countries, and on the other hand, such produc-
tion which has no development prospects. The second restructuring area comprises pro-
duction which requires promotion measures. This is a matter of both promotion of new
industries and accelerating the expansion of existing ones. The means of effecting
theses changes are investment, research and development, credit preferences, etc. This
is the field in which the VG countries are looking to the greatest assistance from the EU,
especially in the form of capital and technology. The third restructuring area comprises
production which requires protection against competition from the EU countries. The
reasons for such protection may vary and range from the strategic to the social.

It has been estimated that the first area on the average accounts for about two thirds
of industrial production, the second for about 10%, and the third for about a quarter. The
most favourable circumstances are enjoyed by the Czech Republic and Hungary; Poland
and Slovakia are in a relatively worse condition. In the first two countries the percentage
of industries requiring protection is smaller; in the Iatter two it is bigger.

JOINT OR SEPARATE ROUTES TO THE EU?

For the reasons indicated above there is no unequivocal answer to the question of
whether the VG countries should enter the EU individually or together. Cases can be
made for both.

The arguments in favour of separate entry are differences in the internal and
external factors determining the bargaining position of each of the Central European
countries vis-a-vis the EU (see Table 1).

The Czech Republic, conscious of its economic and civilizational advantages
over the other VG countries, is decidedly in favour of individual entry. It assumes that
the fact that the differences between its economic level and the EU are the smallest in
the Group will enable it to negotiate the most favourable terms of membership. As a
result the Czech Republic will be given the chance of catching up more quickly with the
civilizational core represented by the most advanced EU countries. The entry of the
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whole VG en bloc would, the Czechs believe, mean forfeiture of their privileged status
and a levelling downwards to the least favoured position. .

Hungary’s standpoint differs only slightly from the Czech. Hungary is aware of
the privileged position it enjoys in the field of physical and institutional links with the
EU as a result of many years of adjustment of its economic structure to the requirements
of the EU market. Hungary’s historical ties with EU countries (Austria) also enhance
the attractiveness of its offer.

Poland is counting on being granted preferences in view of its leadership in market
reforms and possession of the most substantial economic capacities in the VG. In Poland
ownership restructuring processes have advanced furthest, economic mechanisms have
been liberalized to the greatest degree, and state intervention reduced on the largest scale.

Slovakia is conscious of being the outsider in the VG. Its hopes of EU member-
ship are based primarily on assistance from Germany with which it was traditionally
linked by numerous economic and political ties.

Thus, if each of the VG countries were to “go it alone™, the order of entry into the
EU would be as follows: Czech Republic, Hungary, Poland, Slovakia.

However, the EU is in favour of a different solution: joint admission of all the
VG countries to full membership. There are a number of reasons for this.

First, there is the need to avoid what is not always justified competition to be the
first to enter. For the advantages of one VG country over the others in some fields is
offset by shortcomings elsewhere which reverse the order. From the EU point of view
they are not of basic significance. For the EU the most important consideration is that
all four of the VG partners belong to the group of countries transforming their econo-
mies from a central planning to a free-market system. Because of this the whole group,
according to EU representatives, has many features in common.

Secondly, there is the need for the EU to work out a single approach to all the
transforming economies following their admission to full membership. Ground is being
gained by the view that even after entry the countries of East and Central Europe will
have to be treated specifically and differently than other EU members.

Thirdly, there is the possibility of the VG countries’ “integration shock” being
cushioned by means of expanded intra-Group links. The severity of the shock will dif-
fer depending on whether the Central European countries are admitted one by one or as
an economically fused group with trade between them accounting for a substantial per-
centage of their total trade and with built-up specialization and collaboration links.

For these reasons the EU has for some time been recommending the VG to de-
velop “mini” regional integration. This was the basic motive behind the conclusion of
the CEFTA agreement.

FORMS OF VG MINI-INTEGRATION

Mini-integration is here defined as the process of fusion of a territorially or institution-
ally circumscribed group of countries. Territorial restriction may take the form of re-
ducing integration to a sub-region; institutional restriction, of reducing integration to
certain economic mechanisms.
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In practice there can be found various examples of mini-integration. They in-
clude EFTA, NORDEK and others [Encyklopedia..., 1975, p. 364]. The overwhelming
majority of them have been treated as a stepping-stone to the realization of long-term
objectives (e.g. entry into the European Union).

Mini-integration should be distinguished from “maxi” integration (or integration
sensu stricto) which is not circumscribed either institutionally or territorially. Within
the maxi-integration framework any country can be admitted to membership that fulfils
the integration criteria. At the same time the institutional forms of integration can be
developed on a more comprehensive scale.

Consequently, mini-integration can be treated as an alternative to maxi-integra-
tion as its basic objective is not advancing the frontiers of civilizational progress, espe-
cially economic and technological, which is one of the underlying purposes of maxi-
integration, but expanding economic links within a sub-region.

In the East and Central European region mini-integration can be undertaken in a
number of sub-regions: Central Europe (Visegrid Group), the Baltics (Lithuania, Latvia,
Estonia), and the Baikans (Bulgaria, Romania, New Yugoslavia, Albania). The distin-
guishing features of the states in each of these sub-regions are ethnic, cultural, infrastructaral
and economic ties which make them gravitate towards one another.

All the VG countries meet the regional integration criteria. First and foremost,
they have compatible political systems, interlocking economic infrastructure, adequate
economic capacities, comparable levels of economic and technological development,
complementary economic structures (inter- and intra-industry), developed mutual trade
links and similar economic working mechanisms. These are natural spurs to expansion
of economic links between them.

Deepening and accelerating the formation of these links requires introduction of
the proper integration mechanisms. Theoretically speaking, there is the possibility of
reinforcing the existing free-trade area mechanism with more sophisticated forms of
cooperation.

A free-trade area can be the loosest form of mini-integration, confined to aboli-
tion of tariffs and quotas in trade between the countries of the sub-region. In the VG it
applies solely to industrial products. Poland, Hungary, the Czech Republic and Slovakia
have at the same time retained an autonomous intemal tariff and pursue their own inde-
pendent trade policies towards third countries.

If the VG countries were to introduce a single external tariff (vis-3-vis third coun-
tries), in other words, if they were to form a customs union, their degree of freedom in
economic policy, and especially foreign trade policy, would be further limited. A cus-
toms union would unify the tariff policies of the VG countries towards countries outside
the group. At present there is complete autonomy in this field. Only in relations with the
EU is there some kind of convergence of policies, but it is a consequence of the EU’s
similar treatment of the VG countries rather than any prior arrangements between Po-
land, Hungary, the Czech Republic and Slovakia.

Through the trade diversion and trade creation effects a customs union would
further the development of economic links between the VG countries. In the first case,
a growth of trade would be a result of the diversion of purchases from countries with
lower production costs but outside the union to countries which are members, provided
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of course that the external tariff exceeded the differences in production costs. In the
case of the trade-creating effect it would come about as a result of the abolition of tariffs
and other barriers to trade between them and introduction of a common external tariff.
Abolition of tariffs within the Group would lead to the possibility of offering certain
kinds of goods produced in the VG countries at more competitive prices than previ-
ously on the markets of EU countries.

Even greater benefits in the field of developing economic links can be expected
from the formation of a common market of the VG countries which would mean not
only the abolition of tariffs in internal trade and introduction of a common tariff
vis-2-vis third countries, but also fee movement of capital and labour within the mini-
integration group. This would create a better environment for the undisturbed operation
of the free competition mechanism and so greater adaptation possibilities than in the
case of a free-trade area and customs union. Through optimum allocation of labour
resources, economies of scale and more rapid technological advance the VG countries
would be able to deepen economic cooperation, maximize its benefits and become more
competitive vis-a-vis the EU. Establishment of a common market would, however, re-
quire unification of price policies within the VG.

A more sophisticated institutional form of mini-integration among the VG
countries would be a monetary union comprising, in addition to a free-trade area,
customs union and common market, coordination (or unification) of the monetary
policies of the members. Such coordination would cover restriction (to within a
specified band) of fluctuations in exchange rates, creation of joint foreign exchange
reserves, introduction of a single currency within the group, credit assistance, and
other measures.

Another form mini-integration between the VG countries could take would
be economic union comprising, in addition to a free-trade area, customs union, com-
mon market and monetary union, coordination (or unification) of particular fields
of economic policy, both overall and in individual sectors of the economy. Com-
plete union would arise only if all areas of economic policy of major significance to
the functioning of the common market were covered by a single or coordinated
policy and if there were also a common currency and supra-national economic
authority.

The uitimate form of mini-integration would be political union, meaning the coor-
dination (or unification) of both the internal and foreign policies of the VG countries.

Harmonization of the above forms of mini-integration with the forms of maxi-
integration depends on consistency of the mechanisms in place. If these are market
mechanisms the simpler forms of mini-integration will chime with the more sophisti-
cated forms of maxi-integration. This is illustrated in Figure 1.

From a theoretical point of view, this correlation could also exist in reverse — in
a situation in which mini-integration has assumed an institutionally more sophisticated
form than before.

In the light of the considerations presented here it can be seen that there are no
substantive restrictions between mini-integration of the VG countries and maxi-inte-
gration within the EU framework. The basic barrier to such mini-integration are politi-
cal factors.
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A Common CEFTA Capital
Market: An Attraction for Foreign
Investors

INTRODUCTION

CEFTA as a form of regional economic integration has come to the point where it will
have to redefine its identity and reconsider its future strategy. CEFTA faces challenges
of deepening and widening to which an appropriate solution will have to be found. The
future of CEFTA is undoubtedly determined by its relations to EU integration and par-
ticularly its Eastern enlargement. CEFTA may opt for a process of deepening modelled
on EU-type integration or it will remain a free-trade area of a transitional character like
EFTA, with member countries clearly defining their accession to EU as their primary
goal. Deepening the economic integration of CEFTA means introducing new elements
of higher forms of economic integration, which go beyond the concept of a free-trade
area to include some elements of a common market. One of the possible directions in
the deepening of CEFTA is to consider the creation of a common CEFTA capital mar-
ket by completely liberalizing capital flows among its member countries.

This paper analyzes the possibilities of creating 2 common CEFTA capital market
and its potential to attract foreign investment, needed in the processes of privatization,
restructuring and modemization of these countries. In the first part of the paper, we
analyze the present stage of liberalization of capital movements in CEFTA countries
and in the international (IMF, OECD) and regicnal (EU) context in which liberalization
of capital flows is framed. This gives us some background to discuss possibilities and
limitations of the idea to create a common CEFTA capital market. The second part of
the paper deals with the issue of how regional economic integration like CEFTA and its
common capital market in particular, can be instrumental in attracting additional for-
eign investment, particularly in the form of the foreign direct investment.

PART I: CREATING A COMMON CEFTA CAPITAL MARKET

A COMMON CAPITAL MARKET AS A WAY OF DEEPENING
THE PROCESS OF ECONOMIC INTEGRATION OF CEFTA

CEFTA as a lower form of economic integration has in recent years undoubtedly dem-
onstrated its usefulness. It justified its existence by liberalizing trade flows within the
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region, which resulted in increasing trade among these countries. However, as a free-
trade area, which is the lowest form of economic integration among a group-of coun-
tries, CEFTA now faces two challenges, its widening and its deepening. (Some issues in
widening and deepening of CEFTA are dealt with in Rudka and Mizsei, 1995) The
issue of widening is in a way similar to that of the EU Eastern enlargement. A problem
which CEFTA is likely to meet in this process is the issue of homogeneity among mem-
ber countries. Present members can be considered as relatively homogeneous in terms
of the level of their economic development and the stage of their reforms in the transi-
tion process, at least compared to other candidates for the future CEFTA membership,
which are expected to be much less homogeneous than the original member countries.
The lesson from this for the creation of a common CEFTA capital market is that it is
much easier and meaningful to consider a common capital market among the present
CEFTA member countries than among future member countries whose capital markets
can be expected to be less developed and liberalized. This gives a certain time dimen-
sion to the idea of creating a common capital market of CEFTA countries. In fact, CEFTA
countries should speed up the process and consider creating a common capital market
among the present member countries, if they opt for this form of deepening their eco-
nomic integration.

On the other hand, the scope and dynamics of creating a common CEFTA capital
market depends on the process of Eastern enlargement of the EU. As the present mem-
bers of CEFTA defined their intention to become full EU members as soon as possible
as their primary strategic goal and as at least some of them, if not all, are the most
serious candidates for the EU accession in the first wave of its Eastern enlargement
(sometime around the year 2002), the concept of a common CEFTA market may prove
not to be a very lasting one. It is very likely that CEFTA will share the fate of EFTA. In
this case, it will remain more or less a transitional form of regional economic integra-
tion of a second rank (at least compared with the EU), with the function of being some
kind of a waiting room (or a fitness club) for the countries waiting for the EU member-
ship. CEFTA’s actual potential would in this case depend, among other things, on the
ratio between outgoing and incoming member countries, which does not seem promis-
ing for the process of deepening of CEFTA, including for the creation of its common
capital market. Anyway, the future EU membership of the present CEFTA countries
places serious conceptual limitations and timing constraints on the idea of a common
CEFTA capital market.

The deepening of CEFTA’s economic integration as a way to redefine CEFTA’s
identity obviously starts from imitating, at least in some respects, the integration pro-
cess of the EU. The integration process of the EU reached the stage of a common
market with their famous four freedoms (movement of goods, services, people and
capital). Presently, it is in the stage of a transition to the highest form of economic
integration, the economic and monetary union (EMU). Within the EU, a single capital
market is the result of free capital flow among member countries, which is one of the
four freedoms of the single market. It somehow complements the other three freedoms,
which is most clear in the case of services, particularly financial services. Free capital
movements are a precondition (2 necessary but not a sufficient condition) for the
liberalization of financial services. On the other hand, liberalized financial services
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enable cross-border capital movements. Therefore, it is safe to say that liberalization
of capital movements must go hand in hand with the other freedoms of the single
market. As regards the transition to the EMU, liberalization of capital flows by elimi-
nating all capital controls among member countries is a prerequisite for any monetary
integration and for the creation of the EMU in particular. In fact, the first stage of the
three-stages approach to the transition to the EMU focused exactly on creating a sin-
gle capital market in EU countries by lifting all residual capital controls in the mem-
ber countries.

The lesson for CEFTA in its ambition to create a common capital market is that the
creation of a common capital market should not be viewed per se, outside the broader
context of the integration process as a whole. Integration of capital markets normally
follows integration in goods and services markets and builds upon their respective freedoms.
On the other hand, it normally proceeds the process of monetary integration, which is
even more demanding. Therefore the real question for CEFTA is to decide how far it
wishes to go or how far it can go in the process of economic integration. Will it extend its
present (partial) freedom of movements of goods also to services? For creating a common
capital market it is mandatory to liberalize financial services as well. Therefore, a com-
mon capital market should be proceeded or at least accompanied by financial integration,
i.e. liberalization of financial services (banking, insurance, transactions with securities).
Could CEFTA evolve into a higher form of economic integration, such as a common
market? The concept of a single capital market requires a look even further ahead. Once a
single capital market within a region is established, there are good reasons to go further in
the direction of an economic and monetary union. In fact, some would argue that only
EMU gives the process of capital liberalization its ultimate sense. Obviously, such a goal
is much too ambitious for CEFTA, even in a reasonable time perspective. However, with-
out clear ambitions as to how far to go in economic integration, i.e. which of the four
freedoms to build upon, and without an ambition to aim for an economic and monetary
union, the idea of creating a common capital market of CEFTA countries somehow “hangs
in the air”. The question remains whether it makes sense to proceed with a concept of the
common capital market per se, with CEFTA basically remaining a free-trade area. The
answer to this question is obviously beyond the scope of this paper, so it will be assumed
that a common CEFTA capital market can be created per se, without considering the
broader context of the CEFTA future. The issue which is discussed in the first part of the
paper is whether such a common capital market realistically can be established, while the
second part discusses the issue whether a common capital market can bring additional
benefits to member countries, in the first place by attracting additional investment from
outside the region, and from a viewpoint of an individual member country, also from
within the region, i.e. from the other CEFTA countries.

CAPITAL CONTROLS AND LIBERALIZATION
OF CAPITAL MOVEMENTS

In theory, liberalized capital flows within an area contribute to an efficient allocation of
savings into investment, therefore capital controls are in principle welfare reducing.
However, in the presence of a distortion, as a second best solution they can eliminate
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this distortion and increase welfare (Dooley, 1995). In practice, many market failures
and distortions are usually present, and capital controls can hardly be precisely targeted
to deal with individual distortions. It is therefore conventionally assumed that countries
should aim at liberalizing their capital flows and eliminating their capital controls as
soon as circumstances allow it.

From the point of view of one country there are obvious advantages of having an
open capital account (liberalized capital movements with the rest of the world). This
should lead to a better allocation of capital, where savings are directed to most produc-
tive investment. Free capital flows enable free flows of financial services in and out of
the country. This exposes domestic financial intermediaries to the foreign competition
and forces them into innovations and better efficiency. Consumers profit by having a
wider range of financial products at lower prices, and can diversify their portfolios in-
ternationally. Liberalization of financial markets brings specialization and economies
of scale to the domestic financial sector. Free capital flows support credibility of a country
and make its access to international financial markets easier.

On the other hand, there are some risks involved in having an open capital account,
so that a country may wish to maintain capital controls. First, capital controls in general
give a country more room for leading independent monetary and other macroeconomic
policies. More specifically, there are various reasons for capital controls. In the circum-
stances of scarce domestic savings and urgent needs to accelerate economic growth with
more investment, a country may use capital controls to restrain capital outflow, so as to
prevent the use of domestic savings to finance foreign investment. This is a typical con-
sideration in developing countries, which are occupied primarily with preventing long-
term capital outflows. Another reason for maintaining capital controls can be found in the
volatile nature of short-term capital flows. Short-term capital flows can have destabilizing

effects on domestic macroeconomic policies, as they can cause large swings in exchange
rates or monetary reserves. Large-scale capital flows can cause a balance-of-payments
crisis or a financial crisis and can put pressure on the process of economic reform in the
case of transition economies. Once capital movements are liberalized, a reintroduction of
capital controls may have a harmful effect on the credibility of a country.

Developing countries typically keep capital controls out of fear of capital flight,
i.e. movements of short-term capital, sometimes of a speculative nature, out of the country.
A recent experience in most Central European transition economies is, however, short-
term capital inflow, which is the result of successful macroeconomic stabilization and
reform, and is mostly due to the interest rate differential. Part of it represents a reversal
of previous capital flight out of the country. There is, however, an inherent danger of
reverting these capital flows in the future. Countries in question mostly reacted with
other measures of economic policy to these short-term capital inflows (such as steriliza-
tion of foreign exchange inflows, increased flexibility in the exchange rate policies,

etc.), but occasionally also used capital controls (such as a non-interest bearing deposit
on short-term capital inflows in Slovenia, Lavra& and Stanovnik, 1995). The experience
of the EMS crises in 1992 and 1993 and the Mexican crises has demonstrated that huge
short-term capital flows of a speculative nature can move from a country to a country,
particularly in the case of a misaligned exchange rate. Speculators then face a one-way
bet which enables large profits with minimum risk. The economies in transition are
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probably for the moment not yet seriously exposed to large intemational.spe_cul?xors
(perhaps as these countries are too small and too unpredictable for large institutional
investors and as their capital markets are still to some extent closed), but are vulnerable
to short-term flows of their own residents or of their neighbours. Large short-term capi-
tal outflows or inflows can cause serious problems in a small monetary area with an
underdeveloped financial market, which is a typical case in the CEFTA countries.

In the last period, starting in the 1980s, there is a world-wide trend of liberaliza-
tion of capital markets, with the result that capital markets become more and more
integrated and that capital controls are losing their importance. This trend i§ taking
place within an international (IMF, OECD) and regional (EU) framework and .1s due to
some infrastructural changes in the capital markets, such as in communications and
information technology, and to some innovations, like derivative instruments, which
are growing in importance. One of the consequences of these changes m the world
capital markets is that capital controls, even if countries want to maintain them, are
becoming less effective. If they have a strong motive, transactors can find ways to avpld
capital controls, particularly if current account convertibility exists. In this case, capital
flows can be disguised as trade flow, through leads and lags in international trade, over-
and underinvoicing in trade, transfer pricing of the multinational companies in their
cross-border transactions, etc. Capital controls thus become less effective in isolating
domestic financial conditions from those in international financial markets and in pro-
viding more independence to domestic macroeconomic policies. )

Capital controls can take various forms. The most important form of f:apltal con-
trols are exchange restrictions. They restrict payments with respect to capital transac-
tions and represent capital account inconvertibility. Capital controls can also take ol.fher
forms, like dual exchange rates, administrative or legal measures such as reporting,
permissions, licensing, differential tax treatment and measures, which l?y taxing or syb-
sidizing capital flows change the costs of capital transactions (see Mathieson and Rojas-
Suarez, 1993).

It is useful to distinguish among various forms of capital flows. The OECD Code
of Liberalization of Capital Movements groups all capital transaction.s in five bro_ad
categories: (a) direct investment; (b) real estate operations; (c) portfolio investment (in-
cluding operations in securities on capital markets, operation.on money fnark.ets, other
operations in negotiable instruments and non-securitized claims, operations in collec-
tive investment securities; (d) credit operations (including trade credits, financial cred-
its and loans, sureties, guarantees and financial back-up facilities); and (e) oth.er capital
operations (operations of deposit accounts, operations in fore.ign exchange, l_xfe assur-
ance, personal capital movements, physical movements of capital assets and disposal of
non-resident-owned blocked funds). '

Analytically it is useful to distinguish long-term from short-term capital flows. It
is usually assumed that long-term capital flows are more welcome, as they are more
stable and are often, as in the case of foreign direct investment, related to productive
investment. Therefore, they should be less exposed to capital controls. On the‘ othfer
hand, short-term capital flows of the financial nature are more vol?,tﬂe and rev‘crsﬂ)l.e in
nature, which may cause more problems. In sequencing their capital market liberaliza-
tion measures, countries usually first liberalize capital movements of a long-term pro-
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ductive nature, such as foreign direct investment and some capital transactions, related
to normal trade flows, such as trade credits and suppliers credits. Next they go to liber-
alize portfolio investment, which is in principle considered to be of a long-term nature,
but in fact it is not necessarily so, since with developed secondary capital markets and
derivative instruments they can actually be quite liquid. In the last stage, short-term
capital flows of a financial nature, such as deposits, banknotes, short-term credits and
loans and money market instruments are liberalized.

In general, the process of liberalizing capital movements and of integrating capi-
tal markets has been relatively slow. In the 1960s and in the 1970s, most of the indus-
trial countries and a large majority of developing countries maintained capital controls
and capital markets were fragmented. Industrial countries liberalized their capital ac-
counts only in the 1980s, in the context of international (IMF, OECD) or regional (EU)
initiatives. From the early 1980s, capital account convertibility exists in industrial coun-
tries and cross-border capital transactions are practically not exposed to capital con-
trols. In the following, the paper reviews these international and regional initiatives
particularly in as much as they have an impact on the timing and sequencing of the
process of capital liberalization in the CEFTA counties,

IMF AND CAPITAL ACCOUNT CONVERTIBILITY

Official currency convertibility according to the IMF rules is embodied in its Article
VIII. A currency is considered as officially convertible if a country in question has
accepted Article VII obligations. IMF concept of convertibility is limited to current
account convertibility. A country must refrain from any exchange restrictions with
respect to current transactions. As a transitional regime, countries which cannot sub-
mit to Article VIII standards can temporarily (with indefinite duration) remain on
Article XIV status, which allows the use of existing current account restrictions, but
not the introduction of new ones. There was a general trend in the transition countries
to move to official convertibility in the last years. As for the CEFTA countries, Po-
land accepted article VIII obligations in June 1995, Slovenia in September 1995, the
Czech Republic and Slovakia in October 1995 and Hungary in January 1996. The
introduction of official current account convertibility was a precondition for entering
the OECD for the three CEFTA countries which joined the OECD (Czech Republic,
Hungary and Poland).

On the other hand, IMF has no competence over capital account convertibility. The
concept of full convertibility, which would include current as well as capital account con-
vertibility, is not a formal, but only a practical or analytical concept. IMF rules allow
capital controls in the form of exchange restrictions in capital transactions. However, IMF
supports any unilateral moves towards capital account convertibility and has welcomed
the progress in capital account convertibility in industrial countries, which occurred in the
framework of OECD and EU efforts at capital liberalization.

Developing countries are treated somewhat differently. Some of these countries
have to some extent liberalized their capital transactions, so that one can speak of de
facto capital account convertibility, while others made less progress and maintain ex-
tensive capital controls in their capital accounts. IMF supports their further liberaliza-

52

A Common CEFTA Capital Market: An Attraction for Foreign Investors

tion of the capital accounts, but warns against premature capital account opel.li'ng, and
rather suggests a phased approach, with first meeting the necessary precondmfms fqr
capital account convertibility. These preconditions include stable macroeconomic pol.1-
cies (fiscal, financial, exchange rate policies) and sufficient development of domestic
financial markets (for preconditions of capital account convertibility, see Fischer and
Reisen, 1992). Recent developments in the process of liberalization of capital markt_:ts
and of integrating capital markets world-wide have brought new dimensions to the is-
sue of capital account convertibility for the IMF. The question is whether IMF should
stick to its concept of official currency convertibility limited to current account comfex.t-
ibility, or should it adjust to the changed circumstances by including capital convemb.lb
ity in its Article VIIL, i.e. adopt full currency convertibility as its concept of official
currency convertibility (Quirk and Evans, 1995). .

CEFTA countries as a group have made major steps towards meeting the conditions
for a full capital account convertibility, but, at this stage, these conditiong have. not been
fulfilled wholly in every respect. It could be concluded that instant fuil llberahzatlon‘ of
capital movements would be premature and that a phased appro?ch —_ _ﬁ_mher successive
deregulation along with additional progress on macroeconomic stfnbxhty and ﬁnanma‘\l
sector development — would be appropriate (Backe, 1996). In practice, as o.f today, capi-
tal flows of the CEFTA countries are, as we will see in the following, rather liberalized, so
these countries have a certain degree of de facto capital account convertibility.

OECD AND LIBERALIZATION OF CAPITAL MOVEMENTS

Three of the CEFTA countries are already members of the OECD, while the o.thgr.two
are waiting for their membership, which may take some time. The szech Republic joined
the OECD in December 1995, as did Hungary, and Poland joined it in July 1996. OECl_)
adopted as early as in 1961 the Code of Liberatization of Capital Movements 'and it
amended it several times to include additional liberalization measures. According tc
these Codes OECD member countries and any candidates for the future OECD mem-
bership must adhere to the principle of liberalized capital movements and have to liber-
alize their capital regulations substantially. .

A member country should in general aim at full freedom of c.:apltal move-
ments, but concrete obligations are determined case by case, according t.o the cir-
cumstances of the country. Transitional regimes are available for co.untnes‘ whose
economic and financial situation does not allow full capital liberalization, as it could
lead to serious balance-of-payments or financial disturbances. A country can place
reservations on those capital transactions which cannot for the moment be fully
liberalized. Although reservations do not have a time limit, the tendency §h0uld be
to move to less reservations, according to an agreed timetable. Once withdrawn,
reservations cannot be reintroduced. On the other hand, there are safegl{ard clauses
in case of serious balance-of-payments or financial di.sturbances, which allow a
country to have derogations on the accepted liberal%zanon measure, but they have
to be approved by the OECD and are limited to six months. QECD encourages
successive lifting of reservations and prefers that member countries use temporary

derogations.
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Foreign exchange regulation of the three CEFTA members of the OECD and the
reservations they have placed with respect to the OECD Code of Liberalization of Capi-
tal Movements show the following picture (this section follows Backe, 1996): .

I Capital inflows:

(a) direct investment: restrictions are minor, relating only to few sectors;

(b) real estate: operations by non-residents are usually restricted, except for opera-
tions related to inward direct investment;

(¢)  portfolio investment: restrictions are minor or non-existent as regards the pur-
chase of foreign shares, other securities of a participating nature, domestic debt
instruments and collective investment securities by residents, while the admis-
sion of domestic securities on foreign capital markets has been liberalized only
partially. Transactions with respect to other types of portfolio investment (money-
market securities, negotiable instruments and non-securitized claims) continue to
require permission in most cases;

(d)  credit operations, trade and suppliers credits extended by non-residents to resi-
dents are liberalized. The same is true of medium-and long-term financial credits
and loans as well as of financial back-up facilities, sureties and guarantees;

(e)  other capital operations have largely been liberalized. There are some restrictions
on the operation of deposit accounts by non-residents.

1. Capital outflows:

(a) direct investment: there are no restrictions on outward direct investment;

(b)  real estate operations: vary from being restricted in Hungary, to partial liberaliza-

tion in Poland and to full liberalization in the Czech Republic;

(c)  portfolio investment: some differences regarding outward portfolio investment
exist, especially with respect to the right of residents to acquire securities abroad.
In the Czech Republic, residents can buy quoted and unquoted foreign securities
(equities and debt securities, including money market securities) through author-
ized resident banks. In Hungary, such transactions are restricted, except for gov-
emment papers, issued by OECD countries and for equities with the highest rat-
ing. In Poland, resident companies (but not natural persons) are allowed to freely
invest in bonds and treasury bills with original maturity of at least one year; a full
liberalization of outward portfolio investment with respect to capital market secu-
ities is expected to take place by the end of 1996, Both in Poland and Hungary
outward investment in money market securities is restricted, and in all three coun-
tries the same is true for other negotiable instruments and non-securitized claims.
The admission of foreign securities and other instruments to the domestic capital
markets requires approval in the Czech Republic and in Hungary, while in Poland
it has been liberalized up to a certain amount;

(d)  credit operations, trade and suppliers credits are liberalized. Outward financial
credits, sureties and guarantees as well as financial back-up facilities remain largely
restricted;

(e) other outward capital transactions have largely been liberalized. The main re-
maining restrictions are the repatriation requirement for foreign exchange acquired
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abroad by residents, the operation by residents of accounts with foreign banks
and the sale and purchase by residents of domestic currency abroad.

When comparing the capital movements regulations in the three CEFTA mem-
bers of the OECD, it tumns out that the main features of their present exchange systems
are quite similar. Nevertheless, in details several differences can be observed. If we
compare this with the situation in Slovakia and Slovenia, it can be concluded that_m
Slovakia, the liberalization of capital movements is still in a fairly early stage, with
direct investment remaining the only seriously deregulated area, while in Slovenia, the
capital account has been partially open on the inflow side from the beginning of mon-
etary sovereignty in 1991 and there has not been any major formal deregulation re-
cently, except for some incremental liberalization steps (Backe, 1996). Another source
(Borish, Ding and Noel, 1996) claims that in Central Europe, relatively free capital
movements are found in Slovenia, while there has been gradual liberalization in the
other CEFTA countries.

EUAND CAPITAL MARKET INTEGRATION

Membership in the EU implies obligations for member countries to liberalize capital
movements within the EU, and further with EFTA countries within the EEA and to a
large extent even towards the rest of the world. For CEFTA countries as the first candi-
dates for the future membership in the EU in the first wave of its Eastern enlargemen},
the obligations with regard to liberalization of capital movements are defined in their
Association Agreements. .
At first, liberalization of capital flows was not in the centre of attention in the proc-

ess of European economic integration. Later on, capital movements were successively

liberalized, as much as it was needed for the proper functioning of the common market.

Two directives on liberalization of capital movements were adopted in the 1960s, but
progress remained modest and many barriers hindered free movement of capital across
borders. A major breakthrough was the Directive of 1998, which liberalized all remaining
capital controls. It required the elimination of all capital controls by the year 1990._ Soxr_lc
member countries (Spain, Ireland, Portugal, Greece) were given a transitional Penod till
1992 (1995 is the case of Greece) to comply with the Directive. At present, capital flows
within the EU are in fact liberalized, capital controls do not exist, so that we can speak of
a single EU capital market. The requirements of the 1998 Directiye were ir}cluded in the
Maastricht Treaty on the EU. Needless to say, liberalization of capital flows in the EU was
considered as a major step in the three-stages approach to creating the EMU and as a
precondition for the future introduction of a single currency. B o

Association Agreements (AAs) of CEFTA countries define txanlsmc.mal p.enods in

which they should liberalize their capital flows. The transitiona; penqd 1s'typ1cz%11y 10
years, divided in two sub-periods of five years (in case of Slovenia, whl.ch s.lg'ned 1ts AA
in 1996, much later than the others, the transitional period of six years is divided in tv{o
sub-periods of four and two years). AAs of the CEFTA countries' became effective in
1994 (Poland and Hungary) and 1995 (Czech Republic and_Slov-akla) or are expecteq to
become effective in 1997 (Slovenia). AAs require immediate liberalization of foreign
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direct investment (including repatriation of profits and capital) and of capital flows related
tonormal trade transactions at the time when AAs become effective. Associated countries
commit themselves to refrain from introducing any new restrictions on capital move-
ments. In case of emergencies such as balance-of-payments crises, safeguard clauses al-
low temporary measures of six months duration. Associated countries assume the obliga-
tion to further liberalize capital movements. In the second phase of the transitional period,
they should adopt the complete EU regulation of capital transactions and take measures
for the full application of the EU rules on capital movements (for more details, see Kalman
and Rudka, 1995, and individual AAs of the CEFTA countries).

The White Paper on the preparation of associated countries of Central and Eastern
Europe for integration into the internal market of the EU of 1995 includes measures of
liberalization of capital flows as a way of preparing these countries for the competition on
the internal EU market. It defines stage I measures, which are considered essential for the
proper functioning of the internal market. These measures mostly relate to long and me-
dium-term capital transactions. CEFTA countries with their present level of capital liber-
alization are close to meeting these standards. Stage IT measures, which relate to short-
term capital flows, are more demanding and will require more time for adjustment.

CREATING A COMMON CEFTA CAPITAL MARKET: SOME OPEN ISSUES

A common capital market is created in a process of liberalization of capital movements
when all capital controls and other barriers (administrative, fiscal, infrastructural) to
free capital flows among countries of a region are eliminated. As CEFTA countries
have in the process of stabilization and reform of their economies, as well as in the
process of their inclusion in international organizations (IMF, OECD) and in prepara-
tions for future regional integration (EU) already to a considerable extent liberalized
their capital flows, one could say that some elements of a common capital market be-
tween them already exist. A true common capital market of CEFTA countries, however,
would exist if capital could move completely freely among these countries, but, on the
other hand, there were capital controls in capital movements with other countries or
regions. In this case capital flows in and out of the CEFTA region would be discrimi-
nated against intra-regional CEFTA capital flows. Of course, the more the capital move-
ments in the CEFTA countries have already been liberalized, the less there is room for
such a regional discrimination.

The present CEFTA member countries will most probably soon become EU mem-
bers. At least some, if not all of them, will be included in the first wave of Eastern
enlargement of the EU. This gives a certain time dimension to the possibilities for cre-
ating a common CEFTA capital market. If they decided to create the common capital
market, they should speed up the process, since not much time is available. If present
CEFTA members, because of their future accession in the EU, leave CEFTA and some
new-coming countries substitute them, it can be expected that these newcomers would
be much less homogeneous than the present members in terms of economic develop-
ment, stage of their reforms in the transition process and level of liberalization of capital
flows. It would probably be more difficult and certainly less meaningful to create a
common capital market within such a regional grouping.

56

A Common CEFTA Capital Market: An Attraction for Foreign Investors

Some of the present CEFTA member countries are already in the OECD and must
comply with its regulations on capital movements, while others are still waiting for
OECD membership. All of them are associated members of the EU and are preparing
for future EU membership. However, the timing of signing their AAs, their coming into
effect, and transitional periods included in the AAs differ among individual CEFTA
countries. Although there are considerable similarities in the level of liberalization of
capital movements of these countries in relations with the EU, there are still some
important differences in the level of openness of their capital flows to the EU.

If CEFTA countries created a common capital market and liberalized capital move-
ments among themselves completely, but at the same time there were differing levels of
capital controls in relation to the EU among them, this could cause some undesired conse-
quences. Those more protected would be, through a common CEFTA capital market, more
exposed to free capital flows with the EU than they intended. Let us assume that a CEFTA
country A restricts short-term capital movements with the EU (but not against other CEFTA
countries, since there is a common capital market among them), and that a CEFTA country
B has liberalized short-term capital flows with the EU. Country A can now, through capital
liberalization of the CEFTA common capital market, import undesired short-term capital
flows from the EU. The side effect of CEFTA liberalization of capital transactions could in
that case be the situation in which all CEFTA countries would be exposed to the level of
capital liberalization of an individual CEFTA member country with the highest level of
liberalization. In fact, a higher level of protection against undesired capital movements could
become redundant and for the CEFTA countries it would make sense to harmonize their
liberalization of capital movements towards the EU.

This looks very similar to the trade problems of the free-trade areas in general,
which are due to the fact that this lower form of economic integration does not require a
common external trade policy. In the trade area this problem can be dealt with by using
the rules of origin. In the case of capital flows it would be hard to imagine the concept of
some kind of rules of origin. Because of the intangible nature of capital transactions it
would look rather strange and most probably could not be applied in practice.

With all these limitations in mind, a common capital market of the CEFTA coun-
tries could still be created. The complete opening of the capital account transactions
among these countries would be a good preparation for the their future EU accession
and for their future liberalization of capital movements with the EU, where they can
expect more risks from their capital account opening. Generally, it is consic%ered that
mutual cooperation of the CEFTA countries is not harmful to their inclusion in the EU
(Rudka and Mizsei, 1995), which in the long term remains their main strategic goal. A
common capital market can be seen as a larger and more attractive open market by
foreign investors, as discussed in the second part of this paper.

Creation of the common CEFTA market would be easier and more meaningful if
domestic capital markets of the individual CEFTA member countries were more evenly
developed. Development of domestic capital markets is related to macroeconomic

stability and to the process of privatization in these countries. Without going into details,
Table I gives some insight into the current differences in the level of develgpmcn{ of
equity and bond markets of the individual CEFTA member countries. (This section
follows Borish, Wei and Michel, 1996).
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TABLE L Equity and Debt Markets, End 1995 (mn US$)

Czech Slovak | Hungary | Poland | Slovenia

Equities Market

Market Capitalization 17,992 5,329 2,850 4,564 306
Mkt. Cap./GDP (%) 403 30.6 7.1 3.9 1.7
Trading Volume 4,713 840 764 4,861 341
Number of Listed Shares 86 21 42 65 18
Bond Market

Market Capitalization 3,302 1,135 6,091 5,235 338
Bond Mkt. Cap./GDP (%) 74 6.5 15.1 44 1.9
Turmnover 2,617 521 1,276 1,654 176
Number of Listed Bonds 23 32 38 13 16

Source: Borish, Ding and Noel, 1996

Equity and bond markets in all five CEFTA countries are in their early stages of
development. This is true from the standpoint of depth of markets, presence of institu-
tional investors (insurance companies, pension funds, mutual funds), infrastructure and
regulation (on regulation of domestic CEFTA capital markets see Pohl, Jedrzejczak and
Anderson, 1995). CEFTA countries have made progress in developing their capital
markets, although their markets remain small in terms of capitalization, tumover and
range of products. There are considerable differences in the development of the capital
markets in the individual CEFTA countries. In Slovenia, Hungary and Poland, stock
markets are low in capitalization by world standards, while capitalization in the Czech
Republic and in Slovakia approaches EU norms. Institutional investors have been slow
to emerge in Hungary, Poland and Slovenia, or are relatively small (Czech Republic,
Slovakia). Bond markets are underdeveloped in the Czech Republic, Slovakia and
Slovenia or dominated by government to finance high levels of debt and fiscal deficits
(Hungary and Poland).

A common capital market of the CEFTA countries would be easier to create and
more meaningful if monetary, fiscal and exchange rate policies of these countries were
more coordinated. At the moment, monetary, fiscal and exchange rate policies of these
countries are quite different and there are no ambitions to coordinate them. Uncoordi-
nated exchange rate policies can cause problems not only to their trade, but also to their
capital flows if they liberalized the capital movements within the region. As they have
an ambition to become EU members as soon as possible, they are in the longer term also

preparing for monetary integration within the EU (but not among the CEFTA mem-
bers). In this respect, they are for the moment far from coordinated. Some have a float-
ing, others a fixed or a crawling peg exchange rate regime. Some fulfil the fiscal
Maastricht convergence criteria with a substantial margin, while other hardly meet them
or do not meet them at all. Some succeeded in bringing the inflation rate to a single digit
figure, others have it at the level of above 20% yearly.

Last but not least, the issue of common institutions on a common CEFTA capital
market should be dealt with. In capital markets integration some common institutions
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are in fact not needed or foreseen. What is important is the freedom of capital flows
across the borders within the region. A possible common institution could be a kind of
aregional development bank, but according to its modest capital it would probably. pla.y
a minor role on the common capital market. Some kind of supranational monetary insti-
tution like the IMF or the future European Central Bank would not be acceptable, since
these countries for the moment insist on their monetary sovereignty. The integration of
domestic equity markets into an institutionalized common stock market would be too
ambitious, since even in the EU, national stock markets are not institutionally inte-
grated. While more coordination on capital market regulations in individual CEFTA
countries might be welcome, a supranational regulative institution would not be wel-
come, since individual domestic capital markets of these countries are at different levels
of development and therefore face different problems. To conclude, we do not see much
future for any common institutions on a common CEFTA capital market. Pr_obably the
most important common institutions on a common CEFTA capital market will be those
which will emerge spontaneously on the market — transnational CEFTA banks.

PART II: CEFTA INTEGRATION PROCESS
AND FOREIGN DIRECT INVESTMENT (FDI)

The impact of regional economic integration on FDI has attracted quite some attention m
the literature (for instance, Dunning 1993; Cantwell, 1992) but nothing atall.has.been said
explicitly about CEFTA integration process as a potential attraction .for fomfgn mvcstor§.
The obvious starting point in analyzing the issue of FDI and CEFTA mtegragon process is
that the predominant part of FDI in CEFTA countries comes, and will come in f.he foresee-
able future, from the European Union (EU) with which all the CEFTA cougmes have the
so-called European Agreements (EAs). CEFTA countries are, thus, associated membefs
of another, much deeper integrated and economically much more ppwerful economic
integration which is also the major source of FDI in CEFFA countries. Therefore, the
major question relating to the impact of CEFTA integration process on FDI seems to be
whether this process offers new/additional opportunities to potential strategic investors
from the EU which will stimulate them to locate more FDI in CEFTA countnes.. In other
words, does CEFTA integration process offer something to EU investors that is qot y.et
offered to them by individual CEFTA countries and by the EAs? Th(li }'eferenc.c points in
our attempt to tackle the above issue will be (a) salient features of f:xm,ng FDI in CEFI“A
countries; and (b) application of other regional economic integrations’ experiences with
FDI to specific circumstances in CEFTA countries.

FEATURES OF FDI IN CEFTA COUNTRIES

inni iti f FDI in the then socialist
At the beginning of the transition process the total amount o
countries was by and large negligible’, but the expectations of Cenlr'c_xl and Eastern Ex.x-
ropean (CEE) countries about the inflows of FDI and about the possible role of FDI in

' Average annual inflow in all socialist countries in1983-87 was only $20 million (see Table 1).
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their transformation process were rather high, one could say unrealistically high. Tables
1,2 and 3 show that although FDI inflows in CEE countries in the 1990s recorded a
sharp increase they remained to represent a marginal share of world-wide FDI flows
and that FDI were heavily concentrated on CEFTA countries, Hungary, Poland and
Czech the Republic in particular. The reasons for the domination of CEFTA countries

TABLE 1. FDI inflows in CEE countries

Value (in $ bn) Share in world total (in %)

1983-87
198892 056 on

1990 0.30 0.15

1991 245 1.55

1992 377 224

1993 5.59 2.70

1994 5.89 2.60

1995 12.08 3.80

Source: UNCTAD, World Investment Report 1996

TABLE 2. End-1995 FDI stock in CEE countries

Value (in $ mn) Share (in %)

Czech Republic 5,008 149
Hungary 9934 29.6
Poland 7,389 220
Slovakia 1,140 34

Slovenia 438 13

CEFTA Total 23,909 71.2
Other CEE countries 9,656 288
TOTAL 33,565 100.0

Source: UNCTAD, World Investment Report 1996

TABLE 3. Importance of FDI for CEFTA countries

FDI inflows per capita { FDI inflows as % of | FDI stock as % of GDP,
in$, 1995 GFCF ', 1994 1994
Czech Republic 2428 9.1 7.0
Hungary 346.0 13.9 15.6
Poland 65.4 135 5.t
Slovakia 46.7 - 72
Slovenia 66.8 - 24

Source: UNCTAD. World Investment Report 1996
' GFCF = gross fixed capital formation.

% In absolute terms (amount of FDI) the only other major recipient country is Russia (huge market and
naturai resources). In relative terms (FDI per capita and as a share of gross fixed capital formation and GDP)
Estonia and Latvia also received relevant amounts of FDI.
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as major recipients of FDI among CEE countries lie in their (a) advanced stage of mar-
ket reforms, and consequent relatively superior economic, legal and political stability;
(b) proximity to the major investing countries (especially Germany and Austria); (c)
relatively higher stage of development; and, in the case of Hungary, also the privatiza-
tion concept which did not give any serious preferential treatment to the residents (Rojec
and Jermakowicz, 1995). Obviously, CEFTA countries have been the major FDI recipi-
ent countries among CEE countries until now and there is no major reason to believe
that this will change in the future.

As far as the major investing countries in the CEFTA region are concerned, Table
4 is very persuasive in showing that investors from EU countries are by far the predomi-
nant. With the exception of Slovakia, investors from other CEFTA countries are of
rather low importance for individual CEFTA countries. The importance of Czech inves-
tors in Slovakia is inherited from the time of Czechoslovakia and, thus, does not ad-
equately reflect the actual situation®. Also, when companies from CEFTA countries
invest abroad, their major destination seems to be EU and not other CEFTA countries®.
It is rather safe to predict that in a foreseeable future EU countries will remain the major
source of inward FDI in CEFTA countries. As far as outward FDI of CEFTA companies
is concerned one can expect increase in both directions, EU and other CEFTA coun-
tries. Since EU is the major market for CEFTA companies they will have to increas-
ingly establish their direct presence there, mostly in the form of trade and service affili-
ates. On the other hand, not many of CEFTA companies possess ownership specific
advantages which would be good enough to establish manufacturing affiliates in the
EU, but there is more room to do that in other CEFTA countries. All in all, EU will
continue to be the dominant source of inward and destination of outward FDI of CEFTA
countries.

INTEGRATION PROCESS AND FDI: EXPERIENCES OF SOME
REGIONAL ECONOMIC INTEGRATIONS

According to Dunning (1993, pp. 474-504), in discussing the likely impact of re-
gional integration on FDI activity into and out of the integrated area one should
distinguish between primary or initial effects and secondary or consequential ef-
fects. The primary effects are that because of the integration: (a) ceteris paribus,
intra-regional trade becomes more attractive than extra-regional trade, which stimu-

3 With the dissolution of Czechoslovakia once internal Czechoslovak joint ventures became inter-
| Czecho-Slovak joint We do not dispose of a detailed country breakd fori in
the Czech Republic, but one can guess that there are also some inherited Slovak investments in the Czech

Republic.
* The only real exception to this is that, in the 1991-93 period, Hungarian companies invested as
much as half of their total outward FDI to the Commonwealth of Independent states (UNCTAD, 1995, p. 10).

As already mentioned, high share of CEFTA in the case of Czech d FDI is the q of their
inherited investments in Slovakia. Similar is the case of Slovenia, where 37.3% of end-1995 outward FDI
stock is in the other jes of former Yugoslavia (see Table 4 for details).
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TABLE 4. Share of EU and CEFTA in total inward and FDI of individ 'mA ies on
January 1, 1995 (in %)
Inward FDI from Outward FDI to

EU CEFTA EU CEFTA
Czech Republic more than 63.9 less than 10.5 294 39.8¢
Hungary? 73.6 less than 2.9 more than 16.0 5.0°
Poland 63.0 0.3 58.1 04
Slovakia 65.3 157¢ na na.
Slovenia® 70.0 0.03 36.1 0.8

Source: UNECE, Statistical Survey of Recent Trends in Forcign Investment in East European Countries, 1995a; UNCT "AD, Foreign
Direct Investment in Central and Eastern Europe, 1995; Bank of Slovenia.

' 39% in Siovakia.

* Data for Hungary relate to flows in the 1991-93 period.

? 50% of Hungarian outward FDI in the period of 1991-93 weat to the Commonwealth of Independent States.

* 15.2% from the Czech Republic.
* Data for Slovenia are for the end of 1995,

* 37.3% of Slovenian outward FDI is in the other countries of former Yugoslavia.
n.a. = not available

lates multinational enterprises (MNEs) from outside the integrated area to replace
exports with FDI (defensive export-substituting investment), i.e. with sales of
regionally based affiliates; (b) and a new configuration of locational advantages
among member countries of a regional integration appears which urges MNEs to
adjust existing investments in the region to reflect free intra-regional trade (reor-
ganization investment). If in the first case FDI inflows in the region will increase, in
the second case, for the region as a whole, FDI gains in some countries will be
offset by FDI losses in others. “However, it is the secondary effects of integration
which, in the long run, are likely to be of the greatest importance for the interna-
tional allocation of economic activity. These arise both from the restructuring of
such activity between countries, sectors and firms within the integrated area, and
from the new opportunities for firms to increase their technical and scale efficiencies
by reducing production and transaction costs” (Dunning, 1993, p. 482). The sec-
ondary effects will lead to increased FDI in regionally based affiliates and to in-
creased sourcing by MNEs in the region. The application of this general framework
suggests that the relevant questions of CEFTA’s integration process impact on FDI
relate to: (a) the general level of MNE activity in the region, (b) replacing exports
by FDI as an alternative mode of market servicing; (c) geographical distribution of
FDI within CEFTA; and (d) to the restructuring effects of FDI in view of the changes
in the regional division of labour within MNE affiliates,

FDI effects of economic integration vary between countries, industries and firms
and depend on the way in the which such integration affects the relationship between
these units and those outside the integrated area (Dunning, 1993, p.482). For CEFTA,
where the bulk of FDI comes from outside the region, the effects on this relationship
are of even much higher importance. Therefore, in analyzing other integrations’ ex-
periences with FDI it is convenient to distinguish among economic integrations by
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two characteristics. The first is different degree of integration, which_ ranges from
rather informal cooperation to a monetary and fiscal or even political union, while the
second relates to the kind of countries which are members of the integration. Hcrc one
can distinguish among integrations of developed countries (EU, for exzmp{e), inte-
grations of developed and developing countries (NAFTA, for example) and integra-
tions of developing (or transition) countries (ASEAN, CARICOM, PTA, MERCOSQR,
etc.). Broadly speaking, CEFTA could be classified into the third type of “developing
countries” integration but all the CEFTA countries are also associated members of
the EU which is similar to “hub and spoke” type of integration like NAFTAS.

EU is probably the most widely studied case of integratifm efffacts on.FDI.
Integration processes in the EU have represented an important incentive for intra-
and extra-EU FDI flows, and also resulted in certain specific structural characteris-
tics of FDI in the EU countries. Tables 5 and 6, displaying data on FDI in and out of
the EU in the period after 1980, show a radical increase of FDI flows between 1?85
and 1992, a period which was marked by the adjustments of MNEs to the require-
ments of the EU internal market, which started in January 1993. A{mouncement of
the internal market in 1985 urged investors from outside but especially fhf)Se'from
inside the EU (at that time EC) to radically intensify their investn.lcnt actn{lty in the
EC region. The share of intra-EU inward and outward FDI‘consmera?)]y increased
(see Table 6) and there were in the first place EU MNEs Wthl‘! have u‘md to accom-
modate and take advantage of the forthcoming deepening of xntegranon: I'menswe
merger and acquisition activity was the major vehicle of MNEs .to.ant1c1p§te the
internal market situation. Another illustration of positive economic mtcg_ratlon ef-
fects on FDI in the EU case is the increase of FDI inflows il'.l countries Whl.Cl'.l s.ubse-
quently joined the EU in the immediate post-accessiqn p.enod. :I'hm, the joining of
Portugal and Spain in 1986 represented a turning point in the inward FDI in these
two countries (see Table 7). .

The major impetus given to FDI in the EU by the internal market scheme points to
the crucial relevance of different stages of integration for FDI flows: the deeper the
integration the more important are the effects on the amo?m of FDI ﬂmfvs. and even
more so on the character and various structural characteristics of MNE activity. FDI in
the EU was long primarily geared to producing goods for d‘fe domestic markets of the
host countries in place of exports from the investing countries. Because of bon.ier an.d
other non-tariff barriers to intra-EU trade, there were few cross-bcs.rder tmnsacnons.el-
ther between the EU-affiliates of MNEs or between these and their parenf companies.
The creation of the internal market in 1993, which eroded inm—EU »bamers, was the
crucial tuning point for FDI. By lowering the costs of exporting w1@n the' EU or.from
the home country of a non-EU MNE, the internal n}arket reduced the incentive for intra-
EU MNE activity, but at the same time, by reducing u-ansfef costs between EU coun-
tries, it allowed MNEs to coordinate their EU production'facxlmes bctt'er a.nd. to serve a
much wider market (Dunning 1993, pp. 483-484). This directly led to intensified intra-

3 Taking into account that most of CEFTA countries’ foreign trade and FDI flows is with countries
outside the integration area, i.c. with the EU.
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TABLES. FDI flows to and from the EU as percentage of world flows in 1980-95 (in %)

Inward FDI Outward FDI
1980-84 30 46
1985-89 33 47
1990-92 48 53
1993-95 34 42
Source: ¥ Multi C and the Single European Market, 1992, p. 339; UNCTAD, World Investment Rey
1996, p. 227, 233.

TABLESG. smasummmmmmmmlﬂmufmmm1m~91(in%)

Inward FDI flows Outward FDI flows
1982-84 | 1985-87 | 1988-91 | 1982-84 | 1985-87 | 1988-91
Belgium-Luxembourg 61.0 659 1 107.1 61.2 782
Denmark 69 2211 392 293 484 643
France 50.3 484 62.8 35.2 41.9 619
Germany 409 62.3 62.6 35.2 320 59.9
Greece na. 50.0! na. na na. na
Irefand na na n.a. na. n.a. na.
Italy 36.9 455.0 49.1 385 60.4 579
Netherlands 413 488 58.8 60.0 43.0 53.2
Portugal 475 66.4 724 545 -161.5 834
Spain 39.1 478 62.7 213 49.5 572
UK -49.8 397 38.0 42 17.1 321

Source: OECD, Intemational Direct Investment Statistics Yearbook 1993,
¥ 1387 data only.
n.a. = not available,

TABLE7. Increase of FDI flows in Portugal and Spain after their accession to the BU in 1986; in million US$

Portugal Spain
1981 175 L7
1982 146 1,787
1983 141 1,628
1984 196 1,773
1985 253 1,950
1986 239 3,451
1987 466 4,571
1988 922 7,021
1989 1,737 8,424
1990 2,610 13,841
1991 2,448 10,502
1992 1,837 8,058

Source: UNCTAD, World Investment Report 1993,
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EC investment (cross investments between MNEs from different EU countries in the
same industry), and in the relocation and reorganization of EU operations of MNEs,
being already established in the EU (increased degree of geographical specialization
across affiliates and changing inter-firm relationships). The following EU internal mar-
ket effects for FDI, put forward by Cantwell (1992), seem especially relevant:

—- With a difference from earlier stages of EU integration when MNEs competed
by serving one another’s domestic markets either by FDI or trade, in the inter-
nal market era regional corporate networks and alliances of MNEs from a
range of national origins serve a common EU market. This process creates
new patterns of specialization among EU trading partners and helps to in-
crease the overall level of EU trade. In the EU, FDI is now more a comple-
ment to than a substitute for trade.

— Within most MNEs integration is increasingly intra-regional (intra-EU) at the
expense of inter-regional integration. Corporate networks have normally been
constituted at a regional level, integrating affiliates located in the EU. Conse-
quently, MNE trade and specialization is developing fastest within the EU.
Since similar processes are underway in the other two members of the Triad
(US and Japan) as well, the international integration of affiliate networks has
essentially involved a process of regionalization and has entailed the devel-
opment of regional strategies.

— The geographical structure of regional MNE networks in the EU reflects and
reinforces patterns of locational hierarchy across countries®.

NAFTA (North American Free Trade Agreement) represents a case of economic
integration which differs from EU in two basic aspects. Firstly, NAFTA is not an inter-
nal market but only a free-trade area and, secondly, it is a kind of “hub and spoke*
agreement with the US as the hub and Canada and Mexico as the two spokes. In a
certain sense one can make a parallel with EAs of CEE countries (spokes) with the EU
(hub). NAFTA is a kind of extension of the Canada-US Free Trade Agreement signed in
the beginning of 1989. The Agreement liberalizes MNE activity in a number of ways.
According to Dunning (1993, pp. 495-496), the Agreement has a positive effect on FDI
flows: “Many US MNEs are already treating North America as an integrated market
and are rationalizing their operations accordingly. Non-US MNEs are also likely to
increase their FDI in Canada now that they are assured duty-free access to the US mar-
ket. In the case of Canadian FDI in the US, it is expected that the Agreement will siow
down its rate of growth, because the major motive of Canadian MNE:s to invest in US

¢ Dunning (1993, pp. 484-486) says that there is some evidence of certain concentration of FDI in the

high technology sectors in the largér and/or more technologically ad d ies (UK, G y, Italy
and France), while investment in other sectors is more widely dispersed. A ding to him, ic integra-
tion, by offering wider locational choice to companies to produce within the i d region, p both
centripetal and centrifugal effects. In sectors where there are imp ies of the ck ing of related
and ing industries, it ages centres of excell However, ic devel and reduc-

PP L]

help create new clusters of activity.

tions in intra-firm ication and port costs may
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has been market access in the face of rising US protectionism. The Agreement reduces
the rationale of such FDL”
Foreign affiliates in Mexico had begun a fundamental restructuring proces§ before
the creation of NAFTA. The process was accompanied by substantially increased FDI
flows from the US and Canada to Mexico’. This increase involved not only existing affili-
ates but also new entrants. At the same time, Mexican FDI stocks in the US almost doub-
led in 1994%. The result has been a more intense production integration of Mexico with the
US and a reorganization of US MNEs’ corporate networks through which foreign affili-
ates in Mexico have become fully integrated into a regional production structure. The
deepening integration of the Mexican and North American economies has had a distinc-
tively manufacturing flavour, with foreign manufacturing affiliates shifting from a stand
alqne, domestic market orientation towards a regionally integrated production system.
This investment led integration provided a major impetus for the NAFTA negotiations
which, in tumn, reinforced the regional production integration already taking place
(UNCTAD, 1995, 76-80). Therefore, although NAFTA would be unlikely to have the
same consequences for intra-regional FDI as EU’s internal market (non-elimination of
non-tariff barriers, differences in size, economic structure, income levels, etc.), it is likely
that NAFTA will bring about a substantial restructuring and reorganization of MNE activ-
ity, both within the newly integrated region and between it and other countries. NAFT, A
may also be expected to lead to greater inflow of non-American FDI in the region to
supply the US market, and greater Mexican investment in the US (Dunning, 1993, p. 497).
Integration among developing countries has so far been less FDI accelerating and
has not succeeded in attracting a serious attention of MNEs. Dunning, who analyzed
MNE activities in five regional integration schemes of developing countries — Andean
Common Market, ASEAN, CARICOM, PTA and Maghreb — suggests that one of the
reasons might be relatively smaller size of markets in developing countries which has
reduced the gains of integration for MNEs. Economic effects of these integrations have
been generally short-lived and limited in scope; as a result, they have not led to the
creation of large unified markets and consequent marked expansion of intra-regional
trade, neither have they had a significant influence on inward FDL Foreign MNEs con-

TABLE 8. FDI inflows into integr groupings of developing ics asp age of total regional
inflows of FDI (in %)
1965-70 1971-75 | 1976-80 1981-85 1986-88
Andean m Laun America 8.4 64 1.8 138 6.4
ASEAN in Asia 69.0 729 61.6 56.0 29.8
Maghreb in Africa 359 85 346 116 39
CARICOM in Latin America 227 83 4.7 3.9 1.6
PTA in Africa - - 21.6 9.6 9.5

Sme:m,wmwnddwﬁhhd&my.lm.um.

? Between 1989 and 1994, US FDI stocks in Mexico increased by 125%, while Canadian FDI flows
increased fivefold over the same period.
* From $1.2 billion at end 1993 10 $2.2 billion at end 1994.
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tinue to view these integrations as collections of small, unrelated markets. There is no
real evidence to link the observed trends in FDI into these regions with economic inte-
gration. Other economic and socio-political factors not directly related to integration
were much more important (Dunning, 1993, pp. 497-500).

POTENTIALIMPACT OF CEFTA INTEGRATION PROCESS ON FDI:
MESSAGES FROM OTHER REGIONAL ECONOMIC INTEGRATIONS

Experiences of various types of economic integration suggest two preconditions for a
positive impact of integration process on FDI flows. The first is the viability and gen-
eral scope of an integration scheme as such, and the second is the major role of intra-
integration FDI. CEFTA is yet to prove its viability (especially vs. the EU) and to define
its character (broadening or deepening the integration), while the existing and (foresee-
able) future FDI flows in CEFTA will only to a less important degree be of a intra-
CEFTA character. All these certainly limit the positive potential impact of CEFTA inte-
gration process on FDI. In this framework, however, much depends on the strategic
advantages which MNEs perceive may follow from CEFTA?®. Here a number of specific
and differentiated effects of the integration process for FDI appear:

The first is a differentiated effect of economic integration on market-seeking and
factor cost advantages-seeking FDI'®. For market-seeking FDI, it is important that any
economic integration, and CEFTA is no exception, increases the attractiveness of intra-
regional vs. extra-regional trade. On one hand this encourages MNEs from outside the
integration to swap exports by FDI and consequent sales of local affiliates. On the other
hand, however, liberalization of intra-regional trade also encourages MNEs, which are
already established in the region and may have a number of affiliates in more countries,
to concentrate their activities to exploit economies of scale. All in all, for market-seek-
ing FDI CEFTA integration process represents a stimulus for FDI inflows and puts
smaller CEFTA countries on more equal footing with the larger ones. In this regard
broadening of CEFTA would have a more important impact than its deepening.

For factor cost advantages-seeking FDI it holds that where trade is freer, MNEs
have more scope to organize an international division of labour, that is regionally inte-
grated corporate networks (see Cantwell, 1992, p. 3). In other words, an integration
process increases scope for factor cost advantages-seeking FDI according to national
comparative advantages of individual countries, because the more integration, the lower
transaction costs, which increases FDI. For factor cost advantages-seeking FDI deepen-

* For instance, whether MNEs perceive that the benefits arising from liberalized markets will ex-
ceed the costs of a in a f: d position, which such panies enjoy by selling in protected
markets (see Dunning, 1993). There have been cases (the best known in car manufacturing) when after
entering a certain CEE market, western MNE put pressure on the host government to protect it from import

competition.
1 In market-seeking FDI foreign investors are motivated primarily by a host country market, while

in factor cost advantages-secking FDI by more favourable factor prices in a host country and/or possibility to
increase, for whatever reason, MNEs total efficiency.
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ing of CEFTA integration process would have been more important than broadening.
The more CEFTA itself will be integrated and the more it will be integrated in the EU,
the greater will be the scope for factor cost advantages-seeking FDI. The amount of
factor cost advantages-seeking FDI in CEFTA will crucially depend on the application
of the rules of origin; the broader the cumulation of origin country-wise -— within CEFTA
and even more on the relation EU-CEFTA — the more scope for factor cost advan-
tages-seeking FDI. The recent decision that in a near future for 29 European countries
(15 EU Member States, 10 CEE countries associated members of the EU and 4 EFTA
countries) the so-called Pan-European cumulation of rules of foreign will be applied, is
an important step in this direction!!.

This leads us to the issue of the impact of the type of integration on FDI. The expe-
riences of the EU indicate that the higher the level of integration the stronger the impact
on FDI. A simple free-trade area could even produce adverse effects because some com-
panies might decide to service the integration market via exports rather than FDI and sales
of affiliates. Therefore, the impact of CEFTA integration process on FDI depends also on
the future character of integration processes of CEFTA, on its deepening or broadening.
The more CEFTA will develop as a kind of alternative to the EU the more effects on FDI
will be alike those in the EU. On the other hand, the more CEFTA will develop (or just
broaden) as a transitory waiting room for the EU, the lesser will be its effects on FDI.

Any integration process urges the restructuring and regroupings on the firm level
(rationalization, closing down of plants, greater focus on own core business activities,
etc.) because the firms need to adjust to the new situation. In this regard two aspects are
relevant. The first is that the restructuring and regrouping is typically done via the merger
and acquisition activity'2. One can expect that CEFTA integration process, and even
more the integration of individual CEFTA countries in the EU, will additionally accel-
erate merger and acquisition activities in CEFTA. These activities will be intensive
primarily because of the acceleration effects of the process of consolidation of owner-
ship (post privatization) in all CEE countries. It is especially in this regard where com-
mon CEFTA capital market could foster FDI. The second aspect of MNEs restructuring
and regroupings as a consequence of CEFTA integration process would be a further
concentration of FDI in the best locations within CEFTA.

CONCLUSIONS

CEFTA countries can create a common capital market if they completely liberalize
capital movements among themselves, while retaining the existing capital controls to-
wards other countries. Common institutions would not be needed, a freedom of capital

' More on the issue of rules of origin in the European Agreements and factor cost advantages-seeking
FDI see in Baldwin, 1994, Baldwin claims that the bil I ch of the European Ag: leadstoa
concentration of FDI in the “hub” (EU) and will discourage investors from the EU to locate factor cost advan-
tages-seeking FDI in the “spokes™ (CEE countries).

"2 More on that, for example, in Acocella, 1992.
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flows within the region would be enough. The creation of a common CEFTA capital
market would not hurt the process of integration of these countries in the EU, which
remains their main strategic goal. However, if we judge from the trade flows, capital
flows among CEFTA member countries can be expected to remain small.

There are some open questions with respect to the creation of 2 common CEFTA
capital market. Most of them have to do with the future identity of CEFTA and with the
process of Eastern enlargement of the EU. Will CEFTA remain a free-trade area or will
it go further? Creation of a common capital market has to be accompanied by other
freedoms, particularly by the liberalization of financial services. Next, a common capi-
tal market makes more sense if there is an ambition to proceed with the integration
process towards economic and monetary union.

The processes of Eastern enlargement on one hand and the widening of CEFTA
on the other put some time limitations on the possibilities to create the common CEFTA
market. The existing CEFTA members, who should be fit for capital market integration,
will soon join the EU, while potential newcomers are expected to be far less suitable for
capital market integration.

There is not much room for a discriminatory treatment in favour of intra-regional
capital flows in CEFTA compared to the capital flows with other countries or regions,
as CEFTA countries have to a considerable extent already liberalized their capital ac-
count transactions.

It would be easier and more meaningful to create a common CEFTA capital mar-
ket if the domestic capital markets in these countries were more evenly developed and if
their monetary, fiscal and exchange rate policies were more coordinated.

A problem which can result from a common CEFTA capital market and from the
fact that the level of liberalization of capital flows of individual CEFTA countries to-
ward the EU (and for that matter, toward any other country or region) is not the same, is
(similarly to the problem of rules of origin in a free-trade area) that a country with a
higher level of protection of its capital transactions will be forced to accept the lowest
level of protection in CEFTA, or, alternatively, the level of capital liberalization will
have to be harmonized within CEFTA.

Altogether, due to the above mentioned considerations, the scope of a common
CEFTA capital market seems rather modest. The possibilities for its creation and its
potential will crucially depend on the process of EU Eastern enlargement and on the
solutions in redefining CEFTA’s future identity.

Experiences of other economic integrations speak in favour of increased @I ﬂO}NS
as a consequence of integration process, at least in the case of integrations in which
industrial countries are involved, either alone or in combination with developing coun-
tries. Economic integrations of developing countries have not succeeded in amacﬂgg
sizeable FDI as a consequence of integration process. Although successffll economic
integrations usually attract FDI from outside the integration as well, the major impact of
integration process on FDI relates to intra-FDI flows. The Czech Republic, Hungary,
Poland, Slovakia and Slovenia are at the same time associated members of EU a.nd. full
member states of CEFTA. They are the “spokes” in their (“hub and spokes™ type). inte-
gration with EU, i.e. most of their foreign trade and FDI flows is with th.e countries ‘?f
EU and major impulses for their restructuring and development are coming from their
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aconomic cooperation with the EU. There is no reason to believe that this will change in
a foreseeable future. Therefore, the primary impact of integration process on FDI in
CEFTA countries is that of CEFTA countries’ associated membership in the EU, while
integration process of CEFTA as such is more of a supportive character to that.

Future investment flows in CEFTA countries will be determined by the following

major factors:

— Growth trends in major investing countries in general and in particular growth
trends in their FDI outflows. Doubling of FDI inflows in CEE countries in 1995
correlated with an almost 40% increase of world-wide FDI inflows. FDI in-
flows in CEE countries are even more dependent on trends in world-wide FDI
flows because CEE countries are not a “prime rate” investment location, and
the amount of FDI inflows in CEE countries is in a certain sense a residoum
after the FDI needs of the “prime rate” (Triad countries) locations are fulfilled.

— The second factor which is'a kind of necessary condition for foreign investors to
consider investment is the speed and the scope of market reforms, stability of
the legal and economic system and also political stability of CEE countries.

~— The third factor is the end of the distribution phase of privatization and the
beginning of “privatization of privatization” (consolidation of ownership)
in CEE countries which can bring an important acceleration of foreign ac-
quisitions in CEFTA countries. Namely, after the end of the distribution
phase of privatization strategic foreign investors will face a changed situa-
tion which will stimulate them for acquisitions: (a) new owners (individual
external shareholders and investment funds) will show high propensity to
cash their shares; (b) newly privatized companies will rather urgently nced
fresh capital (payments of internal buy-out instalments, restructuring and
modemization); (c) prices of shares in CEFTA countries’ capital markets
will drop as soon as trading with companies privatized in the mass privati-
zation schemes starts; (d) government agencies as foreign investors’ nego-
tiating partner will be replaced by the new owners.

— Not the least important among the major factors is factual and institutional
integration of CEFTA countries in the EU network. Although the status of
associated membership is not the one which would bring the full EU integra-
tion process impact for FDI in CEFTA countries, like the one which hap-
pened in Spain and Portugal after they became members of the EU, there is a
number of reasons to believe that gradual integration of associated countries
in the EU will increase FDI in the CEFTA region®.

¥ For i (i) that European MNEs will increasingly treat CEFTA countries as a part of a
broader EU area. If internal EU market has led to the increasing regionalization of EU industry and EU MNEs,
in the future this trend will be spread to CEFTA as well; (ii) that FDI from EU into CEFTA countries is
increasingly of a factor cost ad: king type which integ; CEFTA affiliates into corporate net-
works of MNEs from EU. The latter coincides with the growing regionalization of EU industry via mergers
and isitions and ic alliances and par hips (Yannopoulos, 1992, pp. 347-348).
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CEFTA integration process could play a useful supportive role to these major
factors. CEFTA could especially strengthen FDI flows which have been already stimu-
lated by the advantages of CEFTA countries’ associated membership in the EU. More
specifically, CEFTA integration process could further increase the attractiveness of
member countries for foreign investors by: (a) increasing the size of the market which
could attract additional market-seeking FDI; (b) liberalizing flows of inputs among
CEFTA countries (lower transaction costs), which could attract factor cost advantages-
seeking FDI and increase the integration of CEFTA affiliates into MNEs European (or
even global) corporate networks; and (c) creating new opportunities which could in-
crease intra-CEFTA FDI. CEFTA integration process would, however, also have some
other effects on FDI and MNE activity, e.g.: (a) concentrating FDI in already most
attractive CEFTA locations; (b) increasing competition for FDI among CEFTA coun-
tries; (c) rising the proportion of mergers and acquisitions to greenfield FDI because of
the “reorganization of investment” within CEFTA; and (d) decreasing the existing number
of market-seeking FDI, because MNEs will now be able to service the whole CEFTA
market from one location.
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Jan Winkler

CEFTA Enlargement: Small
Steps or a Big Leap?

CEFTA REFLECTS THE ECONOMIC DIMENSION
OF DEVELOPMENT IN CENTRAL/EASTERN EUROPE

CEFTA has by now become an integral part of the daily life of Central and Eastern
Europe, a daily life which is dominated by several major tasks:

— overcoming the legacy of the past (i.e. moving beyond outdated practices and
concepts both domestically within the respective countries and au dehors, in
relations between the individual countries of the region);

— getting one’s act together (politically — strengthening democracy, increasing
political awareness of the public, creating relevant institutions and making them
work, etc.; economically — productivity of labour, fiscal soundness, monetary
stability, ownership rights, capital markets; socially — developing necessary
social structures and institutions, healthcare, social security, etc.);

— fostering political and economic progress in order to approach Western stand-
ards as soon as possible (GDP, GDP per capita, standard of living, modem
technologies, environmental preservation and protection, etc.); and

—  furthering integration into Europeanlinternational structures (the actual mix indi-
vidual countries go for varies, but basically revolves around the following insti-
tutions: EU, NATO, OECD, WEU, WTO, IMF/WB and the Council of Europe).

These are the main preoccupations on the minds of most of the politicians and,

indeed, ordinary citizens in the CEE countries. These also are, however, complicated tasks
and each country encounters both generic and very specific difficulties when accomplish-
ing them. It is obvious that a wide cooperation and partnership enable the CEE countries
to share experience, exchange opinions and exploit existing synergies. Hence cooperative
structures seem as a very relevant instrument for the further development of CEE coun-
tries and for a successful accomplishment of their mid-term goals related to achieving
Western standards and integration into the existing Western cooperation structures.
Approaching Westem standards means by and large improving the potential of
the CEE national economies and bringing them to the level compatible with the coun-
tries of EU. Comparing the productivity of CEE economies, one can see that the current
CEFTA members represent most advanced countries in the region. Nevertheless, differ-
ences between even the most advanced countries of CEE and EU are quite significant
and overcoming them is likely to require much time and effort. Equally important is
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reducing the differences between countries within CEE. The following chart shows
GDP per capita in purchasing power parity for all CEE countries:

TABLE 1

GPD per capita
(in USD, at PPP)

usb

RO EU avg.
Sowu:wﬂwhy‘omT 1996

Economic cooperation in the region is therefore crucial. CEFTA is a concrete
example of an efficient (at least potentially) form of such a cooperation. By reducing
barriers to trade between countries of Central/Eastern Europe, CEFTA promotes eco-
nomic growth in its member states.

CEFTA IS A STRICTLY ECONOMIC ENTITY

In the beginning there was an informal grouping of Poland, Hungary and then-Czecho-
slovakia which came to be called the Visegréd Group. It served as a regional forum for
high-level political discussions and soon became a multilateral supplement to the inten-
sive bilateral relations that had developed between the three, and later four countries.
As the four countries have progressed on their way towards the cooperation structures
of the West, the political raison d’ étre of the Visegrad platform has diminished. Hence
anew platform had to be designed to deal primarily with issues of economic character.
The Central European Free Trade Agreement signed in 1992 is not an institutional suc-
cessor to the Visegrad forum although it was conceived by the very same countries. It
has become an important instrument of regional cooperation aimed at eradicating exist-
ing barriers to free trade. That, however, is not the only purpose of CEFTA.

The move to the founding of CEFTA stemmed from a persuasion that a
geostrategic position or sheer will alone were not sufficient qualifications for an EU
membership if they were not supplemented by a properly functioning and effectively
compatible socio-economic system in an applicant’s country. Furthermore, it stemmed
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from a realization that a competitive dash for EU membership would represent a nega-
tive-sum game, as opposed to the positive-sum character of a cooperative effort aimed
at joint progress towards EU accession. Thus the idea of a multilateral organization was
bom. The three countries then acted upon the premise that a mutual cooperation pro-
gramme should be based on the principle of the highest common denominator of all
possible practical cooperation opportunities, rather than on vague declarations, empty
gestures and fruitless meetings of politicians. The result of such effort has been CEFTA,
as a platform for expansion of regional trade, devoid of any political party-tinked, or
value-specific dimension.

CEFTA has been developing not only internally but also vis-a-vis other CEE
countries. By now CEFTA has come to include Slovenia as well while few more appli-
cants queue right behind its door. The accession of Slovenia on the basis of an agree-
ment of November 1995 can serve as evidence that the CEFTA countries are serious
about their interest in sensible enlargement of the Agreement. This development on one
hand proves that CEFTA was a step in the right direction and on the other hand poses
many questions as to the right form and role it should assume in the CEE politics in the
near and further future. And it is precisely this question that has to be a centrepoint of
any responsible discussion about the proper strategy of CEFTA enlargement.

From what has been said so far, one can see that the existing members (or at least
the Czech Republic) are not interested in transforming CEFTA into an organization
with political character, an organization whose further life would be subject to political
criteria. As much as the purpose of the political cooperation under the auspices of the
Visegrad Four platform was to overcome the unified “bloc” approach of the Western
partners dealing with CEE, assigning a strong political dimension to the cooperation
within CEFTA is not desirable.

CEFTA’S RECORD TO DATE

The first results of CEFTA were quite impressive. But the initial 60% annual growth in
trade exchange among CEFTA countries was due to a low initial level of exchange and
to the immediate impact of liberalization of tariff and non-tarrif barriers right after the
founding of CEFTA. The current growth rate is more modest and more realistically
reflects the state of free trade in the region. The record of CEFTA today does not, in-
deed, inspire much joy, nor satisfaction. Despite the commitment of its members to
remove barriers to trade in industrial and agricultural products beginning January 1,
1997, CEFTA is far from becoming a truly free-trade area. For each country is allowed
to maintain its market protected in the so-called “sensitive” products. The Czech Re-
public keeps a list of at least 30 such commodities, and so do other members. It is
certainly not necessary to mention that the protected commodities are those for which a
free-trade area would make much sense. The youngest member in the party, Slovenia,
also has not done much to help ameliorate the situation. Thus despite all the declara-
tions, good intentions and relatively liberal regimes in industrial goods, CEFTA at present
cannot be regarded as an effective free-trade area. In many cases, not even the most
rampant obstacles to free trade have been lifted — for instance, Hungary maintains a
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general 6% import duty, in Slovakia this amounts to 7.5%, Poland heavily protects its
market in certain important groups of products, such as petrol, spare parts for cars, etc.

No wonder then that the actual trade exchange among CEFTA members stays far
behind the potential level. In 1993-95 trade between the Czech Republic and its CEFTA
partners grew only modestly, the growth only just copying the inflation. It is only the
trade between the Czech Republic and Poland that grew more dramatically, although
from a very small basis (see Table 2).

TABLE 2
Czech Trade with CEFTA Countries
1993-95, current prices in K¢ bn
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Legend
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0 |
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1993 1994 1995

Source: Statistical Yearbook CR, 1993, 1994, 1995

THE THEORY OF FREE TRADE AREAS

Possible explanations of the sorry state of free trade among the CEFTA members can be
found in the realm of the members’ domestic politics, but perhaps also on 2 more sys-
temic level. It is the very theory of international trade that may help us better understand
the present and perhaps even the future of CEFTA!.

Free-trade arrangements represent only one specific form of so-called biased eco-
nomic integration. Under biased economic integration economic theory entails a re-
gime of reduction of economic barriers within a group of countries but not between
those countries and the rest of the world. According to the extent of actual cooperation
between the member states, biased economic integration can take several forms:

~— biased tariff reduction (commodity/product-specific reduction of tariffs);
-— discriminatory tariff preferences (overall tariff reduction among members);

1 Ethier, Wilfred J., Modem International Economics, W.W. Norton, New York 1992, pp. 523-532
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~— free-trade area (elimination of tariffs, not only reduction);

— customs union (common external tariffs);

— common market (customs union plus free movements of production factors);
and

— economic union (common economic policies of member states).

In this hierarchy, CEFTA aspires to become an integration right in the middle of
our table — a free-trade area, i.e. not only a tariff-reduction arrangement, but not a
fully-fledged common market either.

Recent history does not in general abound with examples of successful long-term
existence of regional free-trade areas. They usually either failed soon after their launch-
ing (West Indian Federation, Uganda—Tanzania—Kenya, LAFTA) or developed very
soon into a higher form of economic (or even political) integration:

— ASEAN (common market as of 1976);

— EFTA (substantial integration into EEC/EU);

— (part of) LAFTA (Andean Pact, Central American Common Market).

A major drawback to a free-trade area is the need to regulate internal trade despite
the abolition of internal tariffs. If this were not done, individual members would not be
able to maintain their own tariffs on goods from non-members, as such goods would
enter the free-trade area exclusively through the member with the lowest tariffs.

There seems to be an important link between economic and political integration proc-
esses. Oftentimes it is a political integration that brings about subsequent economic integra-
tion, and achieving the latter may be a significant motive for pushing ahead with the former.
The creation of the United States is the case in point here, but more examples could be readily
found. On the other hand, and more appropriate at this forum, the imperfect political union of
the Austro-Hungarian Empire failed to arrive at a successful customs union. A reversed pro-
cess of implicated integration, one where economic union precedes a political union and may
be even intended to help foster the latter, is more rare although for our purposes perhaps more
relevant. Besides the obvious living example of the EU which developed from what originally
was a customs union, one can also name here the case of the German Zollverein (1818-34).

THE OPTIONS FOR CEFTA’S FUTURE

Given its record to date and given what history and theory teach us about economic integra-
tion, CEFTA faces these days several important questions. What kind of answers it finds to
those questions will determine to a very large extent the fate of CEFTA in the future.

Of those questions the most important one is that of the future development of
CEFTA. There seem to be three essential directions in which CEFTA should head:
enlargement, further integration and internal improvement. Each of the three represents
a future of its own. Furthermore, however, there is a possibility of combining any two or
perhaps even all three into some kind of a comprehensive strategy.

Enlargement itself raises the question of an optimal rate of enlargement. Clearly
there is certain speed limit concerning the enlargement of an entity like CEFTA. If and
when the limit is exceeded, enlargement becomes counterproductive. Intuitively, the
optimal rate of enlargement is such that atlows at the same time as many new members
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as can be effectively integrated without the internal rules of CEFTA to be compromised
or softened. Hence we come to the concept of organic growth — CEFTA has to and will
grow in size, but the growth cannot be faster than the internal “digestion” mechanism of
CEFTA makes it possible.

Frankly speaking, CEFTA digestion today is in great disarray. It can, however, be
treated. The cure is called “deepening”. Deepening is a word which has become almost a
terminus technicus in modem Europe. Alas, there is more to it than the contemporary EU
jargon makes us believe. Indeed, the EU meaning of the word makes sense and could be
regarded as a palliative to the current state of CEFTA. CEFTA could (and some argue that
it should) seek a way out of its current doldrums through a process of further, “deeper”
integration. As we have seen, there are more advanced forms of economic integration
possible — a customs union, a common market, and even an economic union.

There is, however, another way of interpreting the term “deepening”. One just
has to recall the numerous practical obstacles to free trade in CEE — all the sensitive
lists, imports surcharges, certificates of origin, etc. It was Disraeli who once said that no
one can practice free trade until the man with whom one wants to trade is equally liberal
in his economic conduct. Hence it may make sense to propose a “deepening” of CEFTA
not in the EU sense but in the Disraeli sense — not as a further intensification of integra-
tion but as an improvement of the already existing level of integration.

ENLARGEMENT VS. FURTHER INTEGRATION OF CEFTA

The actual dilemma, therefore, is not only whether to enlarge CEFTA at all but also
whether to develop it further into a higher form of regional integration. That dilemma
can be depicted in the following matrix:

Enlarge?

Y N
5y V-4 (V—4+)
£ EUIL Exclusive
2 Club
&
= Status
% N ? Quo
=]

Clearly it is not in the interest of the CEE countries, applicants for an EU mem-
bership, to develop some kind of “EU II” — a bloc of CEE countries that would be in
fact developing as an alternative to EU and whose members could still hope for an
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eventual EU membership, but only by way of integrating the whole “EU II” into the
“real” EU. Similar concepts were not unheard of several years ago, but I believe we
have already moved beyond those days.

Similarly, it is not in the interest of the current CEFTA members to seal the free-
trade area exclusively to themselves in its current form. The current state of CEFTA is a
sorry one as has been shown and anything seems to be better than a status quo which
brings little benefits compared to its economic as well as political costs.

We are therefore realistically left with only two possible alternatives. It is the option of
developing CEFTA into a kind of exclusive club of the CEE countries whose early EU mem-
bership seems as a safe bet and who will probably enter EU at the same time (pethaps a safe
one). If limited to those countries, a “bloc” approach that I shunned earlier, would indeed
make sense, provided that EU accession will indeed be simultaneous. There is even a prec-
edent to go by. When de Gaulle did not want to let the English into the EEC, they started an
EEC-bis, or EFTA. There is even a precedent for the situation when a member of such CEFTA
would choose not to join EU with the others (or would not be admitted, which comes to the
same). Neither Norway nor other EFTA members seemed to encounter too many problems in
1973 when Norway decided not to join the EC with the others.

The second option is to plunge into an adventure and go for the “question mark”™
alternative. That would mean stick with the current level of integration depth and admit
new applicants to join the CEFTA arrangement. For the alternative one hardly finds too
many precedents so we have to rely on our own analysis. Let me make one thing clear.
When characterizing the option by a question mark, I did not mean to imply anything
more than the fact that here we move into new, uncharted waters. Let’s assume this
alternative to be viable and look into it in a bit more detail.

IS FREER TRADE BETTER?

Economic integration of any type leads to a more or less significant reconfiguration of
trade patterns amongst the integration members as well as between the members and the
outside world. Any of such changes can be described by one of the following terms?:
— trade creation (within the integration);
— trade diversion (from extra-integration to intra-integration exchange); and

— trade modification,

The term trade creation describes an intuitively obvious fact that as a result of
any biased integration, each integrated country can concentrate more on producing the
goods in which it has a comparative advantage relative to the other members of the
integration. That leads to the expansion of trade within the integration, which in turn
generates mutual gains. .

The term trade diversion also stands for quite a logical process. Upon the crea-
tion of a biased integration, certain trade formerly conducted among the now integra-
tion members and the others will be diverted into trade exchange among integration
members. This is necessarily a change for the worse because it enhances trade ineffi-

2 Bthier, Wilfred J., op. cit. pp. 523-532
79



Jan Winkler

ciency. If third-country suppliers (i.e. integration non-members) used to sell their prod-
ucts to now-members when all countries competed on equal terms (before biased inte-
gration was created), it must have been that the third-country suppliers were able to
supply given products more favourably.

Hence trade creation is beneficial and trade diversion is harmful. Which one domi-
nates depends upon circumstances: the larger the extent of the integration (in terms of
integration participants) the more likely it is to be beneficial because less trade will be
diverted away from non-participating countries and trade creation benefits will out-
weigh the efficiency losses due to trade diversion. If, however, the integrating countries
did not use to be major trade partners to each other, integration is likely to be harmful,
because it will cause excess harm from trade diversion. Trade diversion is not an issue if
trade amongst integration participants has always concemed vastly different goods than
the trade between participants and non-participants.

In addition to trade creation and trade diversion, biased economic integration brings
about also trade modification. That is to say that trade among integration members and
third countries changes depending on the relative position of complements and substitutes
in the foreign-trade portfolio of each integration member. If trade integration increases
intra-integration exchange of goods that are substitutes to imports from third countries,
external trade of the integration is reduced and the integration has a trade diversion, i.e.
trade inefficiency increasing effect. If, however, imports from non-integration members
are complements to goods traded within the integration, their level may actually increase
as the price of the goods traded within the integration decreases and demand subsequently
grows. In that case, trade modification is generally beneficial.

‘What relevance do all these theoretical concepts have when it comes to the ques-
tion of CEFTA’s enlargement? Let’s ook at the trade patterns of CEFTA members in
1995 (see Table 3). The numbers below show percentages of each particular country’s
trade with its partners in the West, in CEFTA countries, in other transforming countries
and in the Third World.

It can be assumed that the trade with advanced Western economies (which plays
a major role in the foreign trade of all five CEFTA members according to the above
numbers) is realized mostly in types of goods different from those exchanged within
CEFTA or between CEFTA members and other transforming countries. Hence the pos-

TABLE 3
in % of all trade The West CEFTA partners | Other fransition LDCs
economies

CzechR. 63 20 T 6
Slovakia 47 39 9 4
Hungary n 8 16 5
Poland 75 6 8 10
Slovenia 76 6 13 5

Source: Information of Ministry of Trade and Industry CR, 1996
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sibility of trade diversion from the West to within CEFTA should not become an issue,
for the time being that is. If, however, it were to happen for one reason or another, it
would have to be interpreted as a negative trend. Reasons for such an interpretation are
rather obvious, the most important one seems to be linked to the quality standards.
More important is the likely diversion of exchange between CEFTA members and other
transforming countries. As of 1995 the trade with CEFTA partners was lower than that
with other transition economies for all CEFTA members except the Czech Republic and
Slovakia. Here we can expect more considerable changes in the patterns and terms of
trade in many commodities. That in itself does not have to be neither good or bad.

Trade creation within CEFTA is likely and desirable. Unfortunately, the current
regime of exceptions and “sensitive products” lists do not make possible full expansion
of intra-CEFTA trade. Worse than that, the existing barriers stifle precisely those trade
patterns whose development would be most desirable — mostly in agricultural prod-
ucts, but also in engineering products and fast moving consumer goods.

THE CRITERIA OF ORGANIC GROWTH

In order to guarantee that the enlargement of CEFTA will be carried out in a manner
conducive to CEFTA’s organic growth, there must be clear conditions of accession.
There are three underlying formal criteria for participation in CEFTA which illustrate
the premises upon which the Agreement was concluded and which can easily play the
role of such conditions:

The WTO condition. Members of CEFTA are obliged to honour the conditions of
WTO membership and aim at gradual removal of trade barriers between the member
states in line with the GATT/WTO rules. This condition should guarantee that bilateral
economic relations among CEFTA members will develop in the most efficient manner.
Such efficiency in this context is assumed to be guaranteed by the fact that the WTO
conditions are generally regarded as an integral part of contemporary world trade. Thus
the liberalization of trade in CEE can be conducted according to the generally accepted
rules and does not have to undergo the frustrations of the so-called “third way” seekers.

The EU association condition. Each CEFTA member must have an association
agreement with the EU which demonstrates that the ultimate goal of the founding coun-
tries remains to be a completion of economic transformation in each country to the
extent necessary for accession to the EU. CEFTA rules thus not only demonstrate readi-
ness and willingness of its members to foster cooperation, but indirectly develop readi-
ness of its members for integration into the EU structures.

The consensual enlargement rule. CEFTA rules assume further enlargement of
the Agreement only with a full consent of all present members. This condition is to
guarantee that changes to CEFTA will not happen at the expense of any of the partici-
pating countries or contrary to its interests. In this way CEFTA should contribute to the
stability and prosperity of the whole CEE region.

Last but not least, there is also the obvious condition of mandatory bilateral free-
trade agreements between a new entrant and existing CEFTA members. Until all such
agreements are concluded and implemented, one cannot really speak of a new member-

81



Jan Winkler

ship. (There, however, exists the status of an associated CEFTA member which is
preconditioned by the same general conditions and by an existing bilateral free-trade
agreement with at least one CEFTA country.)

PUTTING CEFTA IN ORDER IS IMPERATIVE

Setting conditions for new applicants is a necessary but not sufficient condition of
CEFTA's future success. The existing members also have to do their homework in
putting CEFTA in order. Hence it is clear that a process of enlargement will have to be
linked to a process of correction of current CEFTA. As we have seen, CEFTA at present
is a free-trade area which is not. If CEFTA is to be enlarged, harmonization of the
processes of its external and internal progress will become crucial. We can use one
more matrix to illustrate the situation:

Enlarge
Gradually  Big Leap

First | g¢ Augustine 3;:;11 i":lygs

Correct

Later WHY? H,SO

2 4

Of the four possible combinations, one seems to be clearly the most lethal. The
effects of a sudden wide enlargement combined with a deferral of an internal improve-
ment of CEFTA would be comparable to the effects of sulphuric acid. After such amove,
CEFTA would probably slowly but inevitably dissolve into a mere formal arrangement
with little bearing on the everyday lives of its member countries, old and new.

It does seem, after all, that any CEFTA enlargement should be preceded by its
thorough internal reform. For even if CEFTA is not to be enlarged by a Big Leap but
rather by Small Steps, it makes precious little sense to enlarge CEFTA in its current
shape — we have scen that CEFTA today is CEFTA that is not.

Hence we come to an important conclusion: CEFTA should first be improved and
madcauulyfunctionalfmo-tradzarcaifitistosurviveasmomthanjustapoliﬁcal
gesture of a few CEE governments. Once straightened up, CEFTA should indeed start
thinking about welcoming new members if such a thing will still be topical. And only at
that point will CEFTA have to make the final call between gradual and massive enlarge-
ment. From where we stand now, the combination of soon embetterment and subsequent
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massive cnlargcment_, i.e. creation of a functioning free-trade area encompassing much of
CI.EE in a process which is not too hasty and yet not over-protracted, seems too much as a
fairy tale. But whf! knows, one day even the pigs may fly, as the English say. The main
problem h?re which renders this alternative little plausible is that any new member of
CEFTA will have to satisfy clearly defined conditions. At present, such conditions in-
clude membership in WTO, association treaty with EU and free-trade agreements with
every country already in CEFTA. If CEFTA develops into a better functioning free-trade
arrangement, those. cor.lditions are likely to get stricter and more numerous.

) The last option is a combination of gradual enlargement deferred for the moment
until the current CEFTA members work out the existing imperfections of CEFTA.
I.know this approach of committing oneself to “eniargement but not yet” is a bit pecu:
llar. and may resemble St. Augustine who was once characterized as a person whose
mmg prayer goes along the following lines: “Lord, please make me perfect, but not
yet.' Nevgnheless. this option seems to me as quite viable. On one hand, it allows for
straightening up what is wrong with CEFTA today, on the other hand it ’does not seal
CEFTA from other CEE states, once CEFTA becomes real CEFTA. And who knows
maybe tl‘1c gradlfal enlargement once under way will progress at such a speed that it wﬂi
:shmountlfn pr:cu;:‘e t::l a Bigl Leap. That, however, depends no longer on CEFTA but on

e applicants who themselves will have t i ifyi
o D crahim i such s aows GO T o do their own homework before qualifying

CONCLUSION

All these arguments may very well sound reasonable'— or they may not. One way or
another, they can be discussed on a rational basis, using elementary analytical proce-
dures. The issue of CEFTA enlargement is, however, also a political matter. We all
know all too well that it will not be only a purely economic and strategic argumentation
that will decide the future of CEFTA. The final outcome will depend very much on the
decision of the politicians whose exclusive choice is to say which interests will come
first. That amounts to a dilemma whether one can put the cart of political interests
before the economic-minded horse or not. It also amounts to solving the only question
that really matters: Ukraine yes or not. But that would be a topic for another paper.
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The Role of CEFTA
in the Balkans

The processes in the Balkans and those in Central Europe have diverged radically in the
period of transformation. One important reason for this is the different approaches to
trade, or rather free trade. While the breakdown of the so-called socialist system was
accompanied by liberalization measures in Central Europe, it brought restrictions to
trade in many of the Balkan countries.! Can CEFTA, the free-trade agreement of the
Central European countries, play any role in the Balkans? The question is important
because Central Europe and the Balkans are connected, geographically, politicatly and
culturally. To answer it, at least four aspects have to be taken into account: (i) what is
CEFTA,; (ii) where are the Balkans; (jii) what can they do for each other; and (iv) what
is the influence of others (that of the European Union in particular)? In this short paper
I will deal with these questions in turn and then draw some general conclusions.

WHAT IS CEFTA?

CEFTA is a free-trade agreement of five countries: Poland, the Czech Republic, Slovakia,
Hungary and Slovenia. It has been set up for two main reasons:

— to facilitate trade among the member countries, and

— to serve as a training ground and a waiting-room before the integration into

the European Union.

Given that, CEFTA can be catled a combination of a regional agreement and a
club. The former it is only partly, because CEFTA has not been created in response to
the existing trade complementarity of most of its members which usually goes together
with territorial proximity; indeed, it is not at all clear whether trade divergence is one of
the aims of CEFTA. As for the latter, it is not altogether a club because it consists of
countries that are territorially connected, i.¢., it is some kind of 2 regional club. Because
of that, it is founded on a vague idea of aregion, that should entail the existence of gains
from the preferential trade arrangement, and on some idea of a club with a common
strategic policy objective (e.g., integration into the EU).

In view of the above, CEFTA can move in one direction or the other, or in both.
It can deepen the free trade agreements and widen the membership on a regional basis.

! For more on this sce Gligorov (1996a).
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Alternatively, or in addition, it could enlarge by taking in countries interested in using
CEFTA as a corridor to get closer to integration with the European Union. These two
possibilities make CEFTA both attractive and ambiguous. On the one hand, member-
ship in CEFTA can be seen as a good reference for further integration. On the other
hand, the very existence of CEFTA brings in incentives for the deepening of that very
integration. The ambiguity may be that the latter deepening process may be seen as
competing with the former process of widening.

This ambiguity is inherent in every type of regionalism. Once a free-trade ar-
rangement is contemplated, it will lead both to the consideration of the area that it should
apply to and to the discussion as to the policy coordination that it might support. If an
arrangement is seen as only a transitory one, as it seems to be the case with CEFTA,
then the regional aspect may not be all that important. Indeed, if the club is shying away
from any deeper policy coordination initiatives, that may lead to it being much more
open to new members than in the case of the adoption of a regional approach. But, in
that case, it may not be very useful as a testing ground for further integration.

These dilemmas with CEFTA have consequences for the role it could play in
other countries and regions. If CEFTA were to remain a loose preferential trade ar-
rangement of countries that have concluded association or other agreements with the
EU, as intended, the role it could play in the trade strategies of the other countries and
regions would be rather small. If, and this is unlikely, the integration proceeds to
deepen, then the policy objectives would have to be considered. One possible devel-
opment could rely on the old Rosenstein-Roden idea of the big push. That would
involve not only trade policy coordination but the coordination of the monetary and
fiscal policies too. The role that such a development might possibly play is hard to
assess in view of the fact that the primary interest of the member countries is to get
closer to the European Union.

WHERE ARE THE BALKANS?

The role of CEFTA, as of everything else for that matter, in the Balkans depends on one
basic prior question: Where are the Balkans? This question makes sense because:

— the Balkans are regionally divided, and

— the Balkan region extends into a number of other regions.

The regional division has been almost always a characteristic feature of the Bal-
kans. Just before the current transformation, the Balkans were divided into the Soviet
zone and the zone of the West with the area of former Yugoslavia being somewhere in
between. With the disintegration of both the Soviet Union and Yugoslavia, the whole
region disintegrated even further.? The disintegration is so intense that some countries
do not consider themselves as belonging to the Balkans at all.

In addition, regional interpenetration is important in the Balkans. Greece is a
member of the European Union; Romania, Bulgaria and Slovenia have association agree-

? On this see Gligorov (1994).
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ments with the Buropean Union (though the agreement with Slovenia has yet to be
ratified); Slovenia is a member of CEFTA; Macedonia and Albania have cooperation
agreements with the European Union; the Republic of Bosnia and Herzegovina is under
an intensive programme of reconstruction with significant involvement of the European
Union, but also of the United States and the Islamic countries; while Yugoslavia (Serbia
and Montenegro) is still under the regime of sanctions that prohibit them to normalize
their relations with the international community.

This interpenetration notwithstanding, it is important to notice two things.

First, the free-trade idea is not looked at favourably in this region. The reasons
are mainly political. On the one hand, the Balkan states fear for their independence
whenever regional integration is mentioned. On the other hand, many governments in
the Balkans consider tariffs and other trade charges and surcharges as one of the impor-
tant sources of their public revenue. For these reasons, the integration of the Balkans
with another area or areas could have positive impact both on the familiarization with
the idea of free trade and on restraining the excessive use of tariffs. In that sense, CEFTA
could be one of the regional integrations that could play a positive role in the process of
liberalization and integration in the Balkans.

Secondly, a number of countries in the Balkans are not altogether clear what
long-term strategy of regional integration they would want to adopt. Three main alter-
natives could be discerned.

There are countries that seem determined to join the European Union. At the
moment, there seems to exist the necessary political consensus on that strategy in
Slovenia, Romania, Macedonia and Albania.

There are those which seem to be indecisive for one reason or another. This is
probably the case with Croatia.

Finally, there are those that would be ready to opt for an alternative solution if
there were one. This is, at the moment, probably the case with Bosnia and Herzegovina,
Yugoslavia and Bulgaria.

In those cases where the attraction of the EU is not so clear or where there is an
interest in an alternative regional integration, CEFTA could play a certain though not
necessarily an altogether important role. One cannot hope that CEFTA could either
provide some important push for the adoption of the free-trade attitude in the Balkans or
that it could be perceived as an important alternative to other regional integrations.

Generally speaking, then, the regionalization of the Balkans, both internally and
externally, is far from clear and predictable at this point.

ARE THERE COMMON INTERESTS?

Central Europe and the Balkans are connected in terms of security, economy
and culture.

Probably the most important thing to be observed is that Central Europe has an
important border with the Balkans. Indeed, a number of Balkan countries either are or
consider themselves to be Central European countries. Slovenia, Croatia, Serbia and
Romania are Central European countries. The Republic of Bosnia and Herzegovina
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considers itself as a Central European country too. Greece, of course, is a Western
European country. If one considers the intense relationship between these countries
and the rest of the Balkans, the interpenetration of Central Europe and the Balkans is
quite significant.

There is no doubt that this relationship is important for the security of both re-
gions. The Balkans are practically saturated with security problems, some of which
have significant spiliover effects on Central Europe.’ Certainly, the wars in former Yu-
goslavia influenced significantly the whole of the Balkans but also much of Central
Europe. Indeed, the future security arrangements in Central Europe will have to take
into account the fact that this region has a long border with the Balkans.

Apart from their common interest in security, there are trade and economic inter-
ests in general. These may be somewhat asymmetric because Central Europe is located
between the Balkans and Western Europe. This fact may have an influence on the grow-
ing interest in some integration with Central Europe displayed by the Balkan countries.
The extent of this interest is hard to judge from the current level of trade and economic
relations. However, as soon as the Balkan economies start to grow, trade and other
economic complementarities with at least some of the Central European countries will
become more transparent.

Finally, there are common interests that reflect cultural connections. This cannot
be treated here in any detail. It is, however, not to be disregarded that there are ethnic,
linguistic, religious and especially historical interpenetrations. One has to take into ac-
count the role of minorities, of mixed communities and regions as well as historical
connections and common interests among a number of Batkan and Central European
countries. Without going into detail, if one takes into account the fact that former Yugo-
slavia was both a Balkan and a Central European state, one can get a rather clear idea of
the integrative and divisive role of these cultural and historical factors. The reasons for
the creation of this state as well as for its disintegration, are indicative for the overall
relations between the Balkans and Central Europe.

THE ROLE OF THE THIRD PARTIES

As it was already noted, CEFTA is a temporary arrangement that should facilitate the
integration of its member states into the European Union. Because of that, the role it can
play in the Balkans or anywhere else depends very much on the policy of the European
Union. In the case of the Balkans, for security reasons, there is also a significant influ-
ence of the United States and of other international factors and organizations. These
influences cannot be neglected.

The policy objectives of the EU and of the US are to be found in the so-called EU
regional approach and in the USA'’s initiative for South-East cooperation. These poli-
cies or initiatives are not altogether clearly defined, though they do signal the under-
standing in the EU and in the US that the security, economic and political problems in

3 On security issues in the Balkans see Gligorov (1996b).
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the Balkans and in at least a part i i
of their internalization on thg regc;f)r(l:;[llter:furope eemotbe solved withoutsome kind

'I"l}e EU Ategional approach has developed over a period of time and is in all
probablhty‘ going to continue to develop. For the moment, its main aim is to but-
tress security in ﬂ_)c Balkans and especially in Bosnia and Herzegovina. However
in the longer run, it should help economic and political coexistence and cooperation’
in the wh_ole region. The EU regional approach has mainly Croatia, Bosnia and
Herzcgovxnfx and Yugoslavia (Serbia and Montenegro) in mind. However, as al-
ready mentioned, it relates to the region of former Yugoslavia as a whole ar;d even
more l?roadly to the Balkans and to South-East Europe. The main idea is that the
countries .co.ncemed cannot hope to improve their cooperation with the EU if they
are not w1llmg to cooperate among themselves. Indeed, the regional policy of the
EU makes regional cooperation a precondition for further EU cooperation and inte-
gration.

B The response of the countries involved has been mixed. Yugoslavia has responded
Polsmvelyi‘ The 1_nitiative has received a cautious positive response in Macedonia where
it is seen in a wider context of South-East and Central Europe. Similar response has
come ~fmm Sarajevo (Bosnia and Herzegovina). On the other hand, Slovenia is inter-
ested in the normalization of trade with the former Yugoslavia countries, but not in an;
other type of cooperation and integration. ’ ’

The most determined opposition has come from Croatia and, in a different way
from the Serbian Republic of Bosnia and Herzegovina. The response of the Croatiany
govemment has been that it has nothing against regional integration, only that it has a
different form of integration in mind, i.e. that it would rather integrate into CEFTA and
EU. ’I.'his brings in a conflict because Croatia cannot proceed with the integration into
EU without honouring the latter’s regional policy and, in addition, it cannot enter CEFTA
before it improves her relations with the EU.

.The Serbian Republic, on the other hand, indirectly opposes the EU initiative be-
cause l,t refuses to integrate both into Bosnia and Herzegovina and with anybody else
before it integrates with Serbia. The latter integration is something that should be circum-
vented by the EU regional approach. So, while in principle, the Serbian Republic wel-
comes the policy of regional integration, it has a different kind of integration in mind

The US initiative of South-East cooperation is also not altogether t:anspart'am
There has been some tatk about a panel that the countries involved would be attending-
The purpose of this panel would be to provide a platform where the issues of regionai
and all other kinds of cooperation could be discussed. Its participants would come from
both the Balkans and Central Europe. At the moment it is not clear who will be invited
to the panel and how it is to operate, but one can anticipate that the experience and the
presence of CEFTA could play a useful and potentially important role in the whole
process.

* Sce Kovac (1996).
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CONCLUSION

The tone of this paper has been generally pessimistic. It does not seem that CEFTA
could play all that significant a role in the Balkans. This is because it is not altogether
clear what CEFTA is, where the Balkans are and what the mutual interests are. On the
other hand, the general uncertainty as to the future of integration process in Europe
points to the possibility that the role CEFTA can play in the Balkans may gain in impor-
tance especially because the outside interest in regional cooperation may become more
pronounced.
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Zbigniew Madej

Is It Possible for CEFTA
to Be Enlarged Eastward?

INTRODUCTION

CEFTA is an open organization. This was officially declared in the third year of its
existence at a meeting of the prime ministers of the Czech Republic, Hungary, Poland
and Slovakia in Brno in September 1995. Over a year after that declaration, the open-
ness formula was confirmed in practice when, on January 1, 1996, Slovenia was admit-
ted as the first new member.

The CEFTA constitutional provisions contain no restrictions as regards the direc-
tions of its development. It can be expanded to all points of the compass, but in practice
the possibilities are limited to the north and the south, and possibly also to the east. A little
is already known about the north and the south, as the three Baltic states (Estonia, Latvia
and Lithuania) and two Balkan nations (Romania and Bulgaria) have been seeking admis-
sion to the organization for some time now. Less is known about the situation in the east
and things look much more difficult there. In fact, there is no agreement as to whether
Ukraine is the only possible candidate, or whether Belarus and perhaps other countries
also come into consideration. Nor is the public at large aware whether there has already
been some initiative in this regard on the part of CEFTA, its eastemn neighbours or West-
emn circles. Some observers might even be scared to consider the very idea, because the
question would immediately pop up: “And what is Russia going to say to that?”

POLITICAL DETERMINANTS

The Ukrainian authorities have been displaying interest in CEFTA for some time now.
Incidentally, they combine them with broader political suggestions, e.g., for making
East-Central Europe a nuclear-free zone and making the region engage in constructive
action to promote peace and good-neighbourly relations throughout the Eurasian conti-
nent. Ukraine is also seeking the membership of the European Union and explains that
this is its strategic priority. There is no official position of CEFTA or the EU on this
subject yet but preliminary promises have been made by some members of either group.
One of them came from Poland. In a joint declaration signed by the President of the
Republic of Poland and the President of Ukraine in Warsaw on June 26, 1996, the sides
declared the following:
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“The Republic of Poland and Ukraine shall grant each other support in their
strivings for the earliest possible integration with European economic and political in-
stitutions and security structures while taking into account their state interests. In par-
ticular, the sides shall regularly exchange experience related to practical steps leading
to integration with the EU.”

The declaration also refers to the question of the enlargement of NATO, which is
very important but also extremely difficult.

“The Presidents of the Republic of Poland and Ukraine showed understanding
for the position of the other side on the question of the enlargement of NATO. They
agreed that no country may veto the sovereign decision of another country to accede to
a defensive alliance of its choice. The process of enlargement of NATO should be an
evolutionary and open one and it should contribute to the consolidation of political
stability and security in Europe.™

1t is also worth noting the position of European Union representatives on the
question of Ukraine’s aspirations. On May 21, 1996, foreign ministers of Italy, Ireland
and France and the EU Commissioner adopted a political declaration in Rome in which
they declared the following:

“The European Union regards the independence, territorial integrity and sover-
eignty of Ukraine as questions of fundamental importance to European security ... and it
also undertakes to support Ukraine in its evolution toward market economy. ... The
European Union is of the opinion that the implementation of the Interim Agreement,
and next also of an Agreement of Partnership and Cooperation are priority targets in its
relations with Ukraine in the years ahead.”?

Three conclusions follow from the above quotes:

— first, that the accession of Ukraine to CEFTA has already become a public

matter, which is being officially raised by the heads of the states concerned;

— second, that Ukraine and Poland — and, for that matter, other countries too

— regard CEFTA membership as something that is consistent and comple-
mentary with the strivings of East-Central European countries for admission
to the European Union and other Western structures;* and

— third, that European Union representatives welcome and appreciate the demo-

cratic and market-oriented changes in Ukraine and expect the development
of suitable forms of Ukraine’s ties with the Western structures in more dis-
tant future.

! All the quotations are taken from the joint declaration of the President of the Republic of Poland and
the President of Ukraine, published in Biuletyn Ukrairiski No. 3 (27), May-June 1996, p. 18, Osrodek Studiéw
Wschodnich (Eastern Rescarch Centre).

2 Joint declaration of the European Union on Ukraine (Rome, May 21, 1996). Biuletyn Ukrairiski, No.
32N, p.-18.

3 CEFTA-EU relations are discussed by Maciej Perczyfiski in a paper entitled “Przemiany w handlu
zagranicznym z krajami grupy wyszehradzkiej na tle powiazafi gospodarczych Polski z Unig Europejska.”
Szkota Giéwna Handlowa, Warsaw 1995.
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However, these are not sufficient premises for Ukraine’s admission to CEFTA.
dA'n’y country seeking to accede to this organization must fulfil the following three con-
itions:
(1)  accede to the General Agreement on Tariffs and Trade (WTO) and then
obtainpreliminary approval of that organization;
(2)  sign an association agreement with the European Union; and
(3)  obtain the acceptance of all CEFTA members.

Ukraine does not fulfil any of these conditions at present. It could therefore be
said that it is in the preliminary reconnaissance phase, when the intentions of the
party concerned are presented and the reactions of appropriate organizations are ex-
amined. On the other hand, it has been known that the process of Ukraine’s accession
to WTO is on the right course. It is going to be supported by other Central European
WTO members and a similar promise has been obtained from the European Union.
The fulfilment of the second condition, i.e. the signing of an association agreement
with the EU, is more difficult and could take a lot of time. But this happens to be the
decisive precondition.

It should be remembered, however, that Ukraine is a member of the Common-
wealth of Independent States (in fact, one of the three founders of the group set up in
Bialowicza on December 8, 1991). While the CIS constitutional documents do not for-
bid the members to join other political or economic groups so long as they are not
hostile to CIS, it would still be a delicate matter and it would set a precedent. No other
CIS country has asked for admission to CEFTA so far. It is true that Ukraine has not
joined the Economic Union formed within CIS in 1993. It only became an associate
member, which indicates that it does not want to form too strong ties with the CIS
economic structures, but the matter does not merely concern Ukraine’s actions but also
the position of other members, especially Russia.

In the summer of 1996, the Russian authorities published an important document
entitled “National Security Policy of the Russian Federation for the Years 1996-2000".
In it, they wrote that “the main objective of Russia’s policy toward CIS is the establish-
ment of a stable union of sovereign states, integrated in economic and political terms
and capable of aspiring for a high place in the international community, possibly as an
autonomous subject of world economy and politics™.*

The said document also contains a characteristic warning addressed to the rest of
the world: “Russia poses no threat to vital interests of other states and shall deem ac-
tions aimed at the goals listed below as a realistic threat to its own national interests: (a)
infringement on its territorial integrity and state sovereignty; (b) the weakening of its
ties with the new independent states in the former Soviet territory and with the countries
of East-Central Europe, with other states and international organizations; (c) the ero-
sion of its role in the solving of global and regional international problems; (d) the
weakening of its positions in world economy and politics.”

4 Politykas Bezpieczefi dowego F :ji Rosyjskiej na Lata 1996-2000. Biuletyn Rosyjski
No. 2, June-July 1996, Ofrodek Studiéw Wschodnich, W 8, p. 9
3 Op.cit.,p.1).
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Point (b), on action leading to the weakening of Russia’s ties with the former
Soviet republics that are now independent states and with the countries of East-Central
Furope, deserves special attention. The question that comes to mind is whether the
Russian authorities will not decide that Ukraine’s admission to CEFT. A could weaken
its economic contacts with Russia, thus prejudicing Russia’s national interests.

On the other hand, it is also possible to consider another scenario, one in which
Russia will take a kind view of economic ties of CIS and its individual members with all
of East-Central Europe and consequently also with CEFTA, because it is interested in
that region. After all, there were attempts to revive the COMECON in a revamped form
and later (in September 1996) there came an official declaration about Russia’s willing-
ness to cooperate with CEFTA. By combining the endorsing of economic ties with a
firm objection to the enlargement of NATO, the Russians could try to demonstrate to
the world that they are not against all organizations from outside their zone of influence
but only against organizations of a military nature. Therefore it cannot be ruled out that
as the tension between Russia and the West over NATO gets worse, CEFTA could be
the one that benefits from the discord between these two forces and it could expand
eastward by admitting Ukraine.

ECONOMIC CONSIDERATIONS

From the very beginning of this analysis, a question has been waiting to be asked: is
CEFTA really interested in the eastward expansion of its influence, will it try to admit
Ukraine even at the cost of aggravation of relations with Russia? Why should it be
doing so, what economic and political benefits does the organization itself and the Czech
Republic, Hungary, Poland, Slovakia and Slovenia stand to gain. What would be the
benefits of such expansion to the European Union and, finally, in what way is Ukraine
itself going to benefit from the admission?

What is now Ukraine was once (in the 11th century) the cradle of the Orthodox
faith and of everything Russian, but it was precisely Russia, not Ukraine, then. The
name “Ukraine” only began to spread in the 17th century; in Slavic languages, the name
denoted something situated “on the outskirts”, “near the boundary”. At the time, this
signified both the borderland of the Roman Catholic faith and the Western culture on
the one hand and the edge of the Russian Orthodox faith and Byzantine culture, whose
centre had in the meantime moved to Moscow.

Present-day Ukraine is a highly complex phenomenon. About one third of
the population (especially in eastern Ukraine) is in favour of unification with Rus-
sia. Some 70% of the Ukrainians are in favour of a lasting political alliance (but not
unification). It is mainly the Ukrainian authorities and part of the intelligentsia as
well as the very active émigré Ukrainian communities in Western Europe that are
looking to the West and East-Central European structures. When discussing
Ukraine’s admission to CEFTA, it is necessary to take all these groups into consid-
eration. It is also important to reckon with the Ukrainians' national ambitions, the
country’s young statehood and everything that makes up the subjectivity of that
community.
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Ukraine occupies an area of 603,700 sq. km, which is 50,000 sq. km more than
the.a:cg of the five CEFTA member countries, and its population exceeds 52 million,
which 1s.eq'ual to just over 78% of the combined population of the five. This means that
the adnyssxon of Ukraine to CEFTA would more or less double the latter’s area and
population. One might therefore say that a vast new market would open up before the
CEFTA cm.mtries, but two additional questions arise at the same time:

Is thisa mafkfat with short- or long-term prospects, deep or shallow?

I.s the Ukrainian market inaccessible to the Czech Republic, Hungary, Poland,
Slovakia and Slovenia without the enlargement of CEFTA?

Let us take a closer look at Ukraine’s economic situation. For seven years, the
country ha.s been in the grip of an extensive economic crisis. It is estimated that its 1996
GDP was in real terms equal to some 45% of the 1989 level. This is a worse decline of
output.t.han has been seen in Russia or Belarus. Only in the Transcaucasian countries
(cspccmlly in Georgia) did the situation deteriorate even more than in Ukraine.

This decline has been accompanied by high inflation for several years. There
were several attempts to bring it under control but success was only recorded in the
middle of 1996. The suppressing of inflation and introduction of the new currency (with
the hrivna replacing the karbovanets) was a big accomplishment of the Ukrainian au-
thorities. However, the confidence in the new currency and in economic stability re-
mains low. The rate of dollarization of the Ukrainian economy still amounted to 36% or
so in the middle of 1996.

Economic reforms are proceeding in Ukraine at a slower pace than in Russia. Not
even thF so-called small privatization has been completed and the privatization of big
entcr;‘mses is in the early stages. The privatization certificates (vouchers) are bearer
securities and may not be traded, so they do not contribute to the development of the
securities market.

Kolkhozes and sovkhozes continue to predominate in Ukraine’s agriculture. There
are still few private farms (some 35,000, of an average size of 22 hectares), and they
account for less than 2% of the total farmland.

That being so, does it make sense to recommend Ukraine to anyone? The answer
is yes. Naturally, it is necessary to take the economic and political risk into considera-
tion but one should also notice the opportunities. Ukraine is opening up as a vast mar-
ket, both now, while the crisis continues, and for the future.

Let me deal with the crisis first. Statistics show that in all the East European
countries the drop in output has been much deeper that the drop in retail sales. From the
macroeconomic point of view, it was a case of the GDP and accumulation falling by a
bigger margin than consumption. This is understandable even without going into deeper
economic analyses, but in a period of crisis, when poverty looks one in the eye, the first
expenditure to be cut is spending on machinery and industrial equipment, while one has
to feed the family, buy clothes, heat the apartment, get indispensable medicines, etc. In
the years 1990-95, the decline in investment spending in Ukraine amounted to some
70% while the drop in consumption was a “mere” 35-40%. In Russia, things looked
much the same way. Also in Poland the drop in investments was bigger than the drop in
the GDP and in consumption. This is a general regularity, which can also be observed in
time of crisis in the Western economies.
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It has been estimated that the real demand of the Ukrainian population exceeds
the domestic production of agriculture and processing industries by some 25-30% (al-
though the matter deserves a more detailed study). The gap is filled by Ukrainian im-
ports, whose pattems has clearly shifted to the benefit of consumer goods. These are
precisely classical crisis-time imports, which will continue until they are replaced by
domestic production. This import gap in Ukraine (as well as in Russia, Kazakhstan,
Belarus and other countries) was splendidly sensed by exporters from CEFTA coun-
tries, which is why their exports to the eastern markets have been growing much faster
than to other destinations since 1994. One contributing factor was a certain limitation of
the chances of exporting the goods to the West. At present, consumer goods predomi-
nate in these exports, rather than machinery and industrial equipment, which played
that role until 1989. It should also be remembered that the bulk of the demand for im-
ports in the east is not met by companies from the CEFTA countries but by West Euro-
pean, US and Far Eastem suppliers.

How long are the Ukrainian crisis imports likely to continue? If a recovery started
in the Ukrainian economy in 1997 and the GDP started rising at a rate of 5% a year, the
Ievel of the GDP from before the crisis could be reached by the year 2011. With growth
at 4% (which appears more realistic), Ukraine would have to wait for its GDP to return
to pre-crisis level until 2014.

This would mean that there is a prospect of a very long period of making up for
the crisis years, a period that could last for 15 to 18 years. However, this does not mean
that Ukraine will be condemned to the so-called crisis import all that time. The emerg-
ing from the crisis will be combined with shifts in the pattern of the country’s GDP in
favour of consumer goods. This is the area where the economic recovery will begin and
where the growth rate is going to be the highest. It can be expected that in four to five
years, Ukraine will attain 60-70% of the pre-crisis level of production of consumer
goods and that two or three years later it will attain the 1989 level, and with a more
modern pattern at that. This means that the crisis import of consumer goods to Ukraine
will continue until 2000 or 2002. This will be followed by the second stage, in which
crisis imports will give way to what might be called normal imports.

Ukraine, similarly as Russia and many other former Soviet republics, is entering
a period of mass consumption for the first time in its history. Some manifestations of
such consumption could admittedly be witnessed in some centres even before the age of
really existing socialism but were subsequently frozen through the huge industrializa-
tion effort. At present, as the country undergoes transition to market economy, mass
consumption is going to develop, following the pattern of Western countries. This means
that after the emergence from the crisis (or even during that process) Ukraine will have
to join in regular international exchange of consumer goods.

To sum up, it may be said that exporters oriented to the eastern market have long
and promising prospects ahead of them: first the crisis prospects and then post-crisis pros-
pects. This is precisely when the problems of complementarity of the economies of the
CEFTA countries and Ukraine will be revealed in full, as will be their comparative advan-
tages in individual areas and the problems of competitiveness of those economies.

Let us now move to capital goods. For the time being, Ukraine is not investing
much and is not a significant importer of such goods. However, this will change after
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the year 2000. If economic recovery begins in 1997 (or 1998), then for the first three
years it will be based first of all on better use of the existing manufacturing capacity
which is at least 50% underused at present. Poland and other CEFTA countries experi-
enced a similar prelude to the overcoming of the crisis.

However, it will not be possible to use the old capacity in full, first of all because
the pattern of human needs is changing, necessitating a change of the manufacturing
potential as well, and second, because the existing capacity has simply become obso-
lete. It has not practically been replaced since 1990, which means that many of its ele-
ments are in poor repair and in three to four years, this can only get worse. On this basis,
1 predict that after the year 2000 a huge modemization of Ukrainian industry will get
under way. Domestic companies will be involved in it but there will also be vast oppor-
tunities for enterprises from CEFTA countries and from all over the world. The big and
wealthy firms will stand the biggest chance because in most cases capital goods are sold
on credit terms, but there will also be room for smaller players, provided they start
thinking about the huge technological restructuring of the Ukrainian economy already
now. This will pose diverse technological, commercial and financial problems requir-
ing additional studies but it is worth making the effort because the restructuring will be
a long-lasting process. Therefore it is possible to devise export plans running more than
ten years ahead with the Ukrainian capital goods market in mind.

The question will inevitably arise how Ukraine finances the imports of consumer
goods and how it is going to pay for the imports of industrial equipment in the future. It
does not have too much natural resources so it will be hard for it to follow the Russian
example. Russia is paying for its imports with raw materials because it has to, although
it fears that it will be relegated to the role of a supplier of such materials to Western
economies. Ukraine is not formulating this problem in such categorical terms but this is
not to say that it is not facing any dangers or that it is in a better situation. It could use
foreign credits, which it is already using at present to finance consumer imports, and it
could try to attract foreign capital by offering shares in its enterprises. The use of both
sources of funds would require a definite acceleration of privatization processes, in-
cluding the privatization of land ownership, although this could pose serious problems.

This means that the opportunities to boost exports to Ukraine outlined above are
only hypothetical for the time being. The chances are there but the funds are missing.
Ukraine will probably continue to avail itself of aid coming from international organiza-
tions but this is not likely to get the Ukrainian economy going. The only effective lever
can be domestic effort, assisted by private foreign capital. Will the eastward enlargement
of CEFTA help Ukraine use that lever? A little, perhaps, but certainly not much.

First of all, this would liberalize its external trade, meaning the elimination or
reduction of obstacles to the flow of goods, people and capital between Ukraine and
the CEFTA countries. This will be a repetition of what was achieved in mutual rela-
tions between the Czech Republic, Hungary, Poland and Slovakia in the years 1992-
95. The pattern has been worked out already, it is possible to identify goods of vari-
ous sensitivity, divide them into groups A, B and C as required and proceed to gradu-
ally lower tariff barriers.

Second, this will facilitate the exchange of experience with regard to domestic
liberalization and market-oriented reforms.
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However, this will not greatly facilitate the flow of capital to Ukraine because
there is simply too little of it in the CEFTA countries. On the other hand, this could send
a positive signal to those who have more capital, telling them that Ukraine is gaining
greater credibility by entering well-known economic structures.

Russia will not become CEFTA member in the foreseeable future, yet it has to
solve — and will somehow surely solve — the problems of consumer and investment
imports and of import of capital. Ukraine would also have to try and solve these prob-
lems as well even if it did not accede to CEFTA, but in that case it would probably face
some more problems.

Let us consider therefore if CEFTA (and the West) could cope without the Ukrain-
ian market. The Ukrainian market is not one that has no alternative. After all, the Rus-
sian, Belarussian, Kazakh and many other markets are not that much different. The
CEFTA countries have identical or similar comparative advantages in relation to each
of those markets. Therefore a switch would be possible if some obstacles of a political
or economic nature should crop up. However, few sellers complain about an excess of
markets, so the above question does not suggest that the Ukrainian market should be
ignored, merely that the matter should be elucidated from various angles. If we were to
draw a positive programme, it has to be said that the CEFTA countries should care
about all the eastern markets, including the Ukrainian one, which is situated next door,
is vast and offers good prospects for the future.

One can get the impression that there is excessive faith in the new Western struc-
tures, such as the EU or NATO, in all East European countries, and among the candi-
dates for admission to CEFTA there are also somewhat exaggerated hopes connected
with that organization.

It should therefore be remembered that CEFTA was set up in December 1992 but
the liberalization of trade between the Czech Republic, Hungary, Poland and Slovakia
really gathered pace in 1994 and 1995, when domestic growth impulses appeared in each
of those countries.® Therefore if one tried to look for causes and effects (while remember-
ing about feedback), it should be noted that the domestic growth impulses in the CEFTA
countries caused the growth of trade between those countries and accelerated external
liberalization. They were the reason, not the effect, or rather it was the domestic impulses
that played a greater role. It seems — and this should be forcefully emphasized — that the
same should be expected in Ukraine. These impulses were sufficiently strong to ensure
that the CEFTA countries are returning to the Eastern markets (insufficiently liberalized
as they are), their exports to the East are growing faster than exports to the West, and the
pendulum is slowly moving east as a result, after swinging excessively far to the west in
the years 1990-93. If it were possible to move CEFTA eastward with this tide and if
institutional transformations ensuing from CEFTA were ties with the new pro-Eastemn
trend in trade represented by thousands of exporters from CEFTA countries, it would be
possible to obtain a synergic effect of the whole undertaking.

¢ For better insight in trade between CEFTA countries, Cf. Pawet Bozyk: “Miejsce handlu wzajemnego
w handlu globalnym krajéw CEFTA", in: CEFTA a integracja ekonomiczna w Europie, Szkola Giéwna
Handlowa, Warsaw 1996.
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The eastward (as well as southward and northward) enlargement of CEFTA should
also be associated with the major transit routes crossing central Europe from east to
west and from north to south. This concems gas pipelines, railways and motorways
from Russia to Western Europe and the motorways and trade routes from Scandinavia
to southern Europe and the Black Sea region. Many of these routes have been mapped
out already, without waiting to see if CEFTA is enlarged or not. In addition, Euroregions
have been set up in border regions of CEFTA members and the neighbouring countries.
The conclusion that comes to mind is that the enlargement of CEFTA could facilitate
these undertakings, although it is also known that they have been set up earlier and
could grow without CEFTA assistance just the same. If so, what is the role of that
organization in such undertakings?

It is difficult to say how long the preparations for Ukraine’s admission to CEFTA
might take. Its admission or otherwise will depend more on political conditions than on
economic considerations, on whether the most important players decide that the admis-
sion is desirable from the point of view of European and global policies.

If the admission were to materialize in two or three years’ time, CEFTA would
by then be a structure characterized by free (duty-free) flow of goods and services. For
Ukraine (and other possible additions) this stage of integration will not probably be
attainable right after admission. The conclusion that follows from it is that CEFTA,
similarly as EU, may become a structure moving at various speeds.

As an intermediate and preparatory step, CEFTA might conclude an agreement
with Ukraine; it could be reached fairly soon, e.g. within a year, while the prospect of
membership would only be considered at some later date. Such solutions are widely
used in the contemporary world.

PHILOSOPHICAL REFLECTIONS

It is worth noting that the introduction of new figures on the map of Europe, such as
CEFTA, or the shifting of old ones, such as EU or NATO, is taking place at a time of
renewed expansion of liberalism, which proclaims to be an anti-constructivist philoso-
phy, while all the attempts to introduce some world or European order is a typical
constructivist endeavour. Therefore it should come as no surprise that people who ap-
preciate philosophical doctrines, but also know the requirements of real life feel some-
what ill at ease. This concerns not only active members of liberal parties but also people
who try to rise above partisan divisions. On the one hand, they would like to remain
faithful to the doctrine or at least to appreciate its values and the greatness of its two
luminaries, Hayek and Popper, who elevated spontaneity and criticized constructivism,
while on the other hand they realize that the transformations in the East could not take
place spontaneously, and without a plan adopted in advance and without its architects,
CEFTA would not be formed and the new image of Europe would not be shaped. In-
stead, there would likely be chaos and anarchy, instead of peace and order. Most people
are aware of this, which is why they expect the state authorities, the Church leaders and
international organizations to get down to work. Few people count on spontaneity and
unaided growth. But this is not passive anticipation but demands of activity, assistance
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and a peculiar fear of loneliness in the time of transformations (the syndrome of the
deserted).

So what are the ways out? Liberalism, or at least the main current of the liberal
philosophy represented by Hayek and Popper, is an ideology of the existence of a hu-
man being in an open society rather than a theory of building macrostructures. It can
come in handy as a direction finder for individual persons in a fully shaped or nascent
subjective society, but will be of little use in shaping huge social structures. Popper and
Hayek are philosophers of two worlds: the democratic (free) one and the totalitarian
(enslaved) one, good and evil, or even the philosophers of the emergence of one and the
other, but they are not philosophers of the transformation of an evil world into a good
one. Besides, many enemies of the evil world were content with “destroying the evil”
without caring about what was going to happen next. This is why in the period of trans-
formations, it will be necessary to reach for side streams of liberalism and other than the
liberal doctrine, especially with regard to huge national and international structures.

However, the problem is not restricted to the transformations in the East. The
dispute over constructivism and spontaneity has gone on for over a century and Hayek
and Popper were taking part in it until quite recently. Their merits in the critique of
totalitarian systems are part of the lasting heritage of the human mind but they also
extended their criticism to the advocates of state intervention in the West and to modern
architects of European structures. As recently as four years ago (in October 1992), Karl
Popper joined in the great debate over the Maastricht treaties and he plainly announced
that the European Community was misconceived and was bound to end in a disaster.

7 Marcello Pollo’s interview with Karl Popper for La Stampa, reprinted in Forum No. 43 of October
25, 1992, Warsaw, “Europa Zle poczgta”.
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Ukraine and CEFTA

UKRAINIAN FOREIGN TRADE: RESULTS AND POLICIES

The economic crisis during transition in Ukraine is deeper and longer than in most states of
Eastern Europe. But similar to many other transition economies exports are one of the few bright
spots in the Ukrainian economy. Although GDP has declined since 1990 every year and indus-
trial production was in 1996 less than 45% of the level of 1990, exports have been growing since
1994. The export performance is even more remarkable if one considers the regional distribution.
The share of exports to non-CIS countries climbed from about 35% in 1993 to more than 45% in
1996. Export to this region grew in the first half of 1996 by 10% compared to the first half of
1995. This demonstrates that Ukrainian exporters used the new trade possibilities although the
legal, organizational and financial framework in the country rather impeded market-oriented
restructuring. The success of exports is clouded only by an unfavourable commodity structure.
The already high share of raw and semi-processed materials in exports is increasing further. It is
not labour-intensive goods that drive Ukrainian exports but rather products of the favourite branches
of socialist industrial policy: metallurgy and chemicals.

Despite the favourable export performance the external sector remains one of the
most serious problems of the Ukrainian economy. Ukraine needs about 1-1.5 billion US
dollars annually to balance its current account. The high import bill for energy (about
half of total imports) will continue to cause a deficit in the Ukrainian current account
balance in the next years. Therefore, the government is under considerable pressure to
reduce energy imports and/or support export expansion.

1t is only since 1994 that Ukrainian politics has really acknowledged the difficult
situation arising from the external sector. Before, the problem was in a way ignored and
dealt with by accumulating rapidly debts against the energy suppliers: Russia and
Turkmenistan. Since the reforms of autumn 1994 it has been understood that the external
sector has to be liberalized and state intervention would not help to improve the situation.
The liberalization of Ukrainian exports and imports has progressed since Kuchma was
elected president. By and large in the last two years the Ukrainian economy has opened up
to the competition from abroad: the exchange rate has been unified, many hindrances to
exports (quotas) have been abolished, imports have been liberalized. Nevertheless, the
liberalization of the external sector is not completed yet. There are still indicative prices
for some export goods and a range of — sometimes not even announced — rules and
regulations that contradict a market-driven foreign trade system.
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The official point of view with regard to trade policy is clear. Ukraine wants to
join the international trade organizations (GATT/WTO) and strives for bilateral trade
agreements granting access on equivalent terms. The currency will become convertible
(according to article 8 of IMF) in the near future.

Most foreign as well as domestic specialists propose for Ukraine an outward ori-
ented strategy that is built around a liberalized trade system. Competition from the world
market and the resulting pressure on the export as well as the import-substituting indus-
try are considered essential for the development of market economy in Ukraine. Actu-
ally Ukraine is most closely interlinked to the world market. Imports amount to about
half of total GDP and the export share is only slightly less. Only few countries in the

world have such high shares of exports and imports.
But not all political forces praise the ties to the world market or the future gains

from increased participation in the international division of labour. Calls for more pro-
tection of domestic producers have been heard. Similarly, for certain goods, such as
grain, stopping of exports was requested in order to secure internal supply. Populist
claims that the people’s wealth is sold off by underpriced exports are frequent. Al-
though the official policy aims at closer integration into the world market, parliament
and parts of the administration have repeatedly tried to retard trade liberalization and
supported protectionism.

Thus, the conclusion of binding international agreements on trade is also an im-
portant instrument for internal politics. International agreements fix steps towards lib-
eralization that parliament can hardly reverse later. These agreements serve also the
purpose of self-binding the existing and future governments. The agreements with the
IMF play an important role in this respect.

TRADE BETWEEN UKRAINE AND CEFTA

Trade between Ukraine and the CEFTA countries as well as potential members of CEFTA
is presented in Table 1. The overall trade relations with CEFTA amount to about 6% of
Ukrainian trade. Ukraine’s most important trading partner within CEFTA is Poland. It
absorbs most of Ukrainian exports and delivers by far the most imports. Ukrainian trade
with CEFTA developed in 1996 almost twice as fast as overall trade. Exports to CEFTA
rose by astonishing 91% and imports increased even faster. These data prove the high
dynamic of the trade with CEFTA, although the share of trade is still limited. But of
course existing trade does not necessarily give too many clues to potential trade that
might develop in a free-trade zone.

UKRAINE — CEFTA: WHAT IS TO BE GAINED?

In the document on “Concepts of the foreign trade policy of Ukraine” that is currently
under review in parliament, the trade relations with the CIS and Baltic states arc men-
tioned at the first place. After the EU and the G7 the document deals with the CEFTA
and the CEE countries.
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TABLE 1. Ukrainian Foreign Trade in goods and services (mio Us-$)

Share in trade .
1. half of 1995 | 1. half of 1996 | with Burope | S"rC infotal | Rate of growth
1996 trade 1996 1.96/1. 95
Export
Poland‘ 52.60 64.11 42% 1.1% 21.9%
Sloven!a 047 0.51 0.0% 0.0% 8.5%
Slovakia 67.58 79.37 52% 14% 17.4%
Czech Rep. 28.80 40.51 2.6% 0.7% 40.7%
Hungary 78.43 90.39 5.9% 1.5% 15.2%
CEFTA 227.88 274.89 18.0% 4.7% 20.6%
Bulgaria 48.78 61.07 4.0% 1.0% 252%
Romania 36.74 3442 2.2% 0.6% -6.3%
Europe 1190.29 1530.47 100.0% 26.1% 28.6%
total 4584 5858.82 100.0% 27.8%
Import
Poland 99.84 163.89 8.2% 2.6% 64.2%
Slovenia 4.7 6.33 03% 0.1% 34.7%
Slovakia 24.67 51.73 2.6% 0.8% 109.7%
Czech Rep. 403 744 3.7% 1.2% 84.6%
Hungary 46.25 73.16 3.7% 1.2% 58.2%
CEFTA 215.76 369.51 18.6% 5.8% Nn.3%
Bulgaria 21.84 4047 2.0% 0.6% 84.5%
Romania 11.46 10.54 0.5% 0.2% ~-8.0%
Europe 1155.57 1989.57 100.0% 31.4% 72.2%
total 4771.65 6337.33 100.0% 32.6%
Saldo
Poland -47.24 -99.78
Slovenia —4.23 -5.82
Slovakia 4291 27.64
Czech Rep. -11.5 -33.89
Hungary 32,18 17.23
CEFTA 12.12 -94.62
Bulgaria 26.82 20.6
Romania 25.28 23.88
Europe 3472 —459.1
total ~193.65 -480.51

Source: Min Stat Ukraini, Zovaishnys sorgiviya tovarami y | piviichchi 1996 roku

In a way the order of the mentioned regions reflects the priorities of Ukrainian
trade policy.

In 1994 and 1995 Ukraine signed almost a dozen free-trade agreements with coun-
tries of the former Soviet Union. However, only the agreement with Russia and the
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Baltic states were actually put into force. Notably, in 1996 there was not a single free-
trade treaty among Central and East European countries with any CIS country.

Ukraine negotiates with different Central European countries to explore possi-
bilities for mutual free-trade arrangements. In the beginning of 1997 a memorandum
about measures for a future free-trade agreement was signed with Poland. The Ukrain-
ian foreign trade ministry expects similar memoranda with Hungary, Slovenia and the
Slovak Republik. The Czech Republic, known to be less enthusiastic about CEFTA,
was not mentioned.

As for the motifs to join CEFTA the above mentioned document states the similar
economic structure between the regions. The traditional links should be revitalized es-
pecially in the areas of metallurgy, machine building for transport, agricultural ma-
chines, chemical industry and light industry. In addition research and development in
various areas is mentioned as a promising field of cooperation whose products can be
jointly marketed in third countries, for example Russia.

Such statements border the well-known rhetoric about revitalization of the de-
stroyed former (socialist) division of labour and the great scientific potential. Relying
on former trade links would not suffice to develop a growing mutual trade. Four areas
will be mentioned that determine the prospects of trade between Ukraine and CEFTA.

" We will shortly consider them in order to be more specific about the general truth that
any country gains from the removal of trade barriers.

According to one of the basic principles trade is governed by differences in factor
endowments among countries. Compared to the countries of the EU all CEFTA coun-
tries as well as Ukraine would be considered as low wage economies that specialize in
labour intensive — often iow skill — production. Compared to CEFTA, wages are
lowest in Ukraine: about a quarter of those in Poland. But this does not necessarily
establish comparative advantages of Ukraine against other CEFTA countries in labour
intensive production. The costs of production are determined not by wages alone but by
unit costs, i.e. wages divided by productivity. Differentials in productivity can easily
compensate for rather small wage differentials. Judging by the existing trade pattern
between Ukraine and CEFTA countries, wage differences among the countries do not
seem to be a major determinant of the export and import structure. Only some labour-
intensive production, which, in addition, is highly mobile, as the sewing industry, moved
in reaction to small changes in wages further to the East as wages increased in the CEE
countries. Similarity in factor endowments does not rule out comparative advantages,
but they will concentrate in a rather small bundle of products, in which competition
among CEFTA and Ukraine would become stiffer if trade barriers are reduced.

Similarity exists not only with respect to factor endowments but alsoin the level
of development as measured by per capita income. Again Ukraine would rank at this
scale at the bottom of the CEFTA countries, but compared to Western Europe, Central
Europe is a relatively homogeneous group. International observations tell us that trade
among similar countries is higher than among states with great differences. The success
of the EU confirms this statement. Similar countries engage more intensively in so-
called intra-industry trade, i.e. they exchange similar things, such as Volkswagen against
Peugeot or components of machines against other machinery parts. This might also
work within the CEFTA. The consumer industry is among the first to develop products
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suited to the medium income level of these countries. Consumer imports from Poland
that match the needs of the Ukrainian population with respect to price and quality are
widespread. Processed food as well as (labour-intensive) textiles from Poland and other
countries have succeeded in gaining large shares on the Ukrainian market. But similar-
ity as a driving force of intra-CEFTA trade has its limits. All countries are developing
fast and the industrial structure is changing accordingly. Intra-industry trade, mostly
related to machine building, is directed to Western Europe rather than to the CEE countries.

If Ukraine joined, CEFTA's population would almost double. In these terms the
sales market of CEFTA would increase drastically; but calculated in terms of GDP the
membership of Ukraine would mean an increase of 20-30% only. Nevertheless the size
of the market is an important argument for a free-trade zone. All CEE economies suffer
from high over-capacities. If they could be used better this would decrease the average
costs of production and thus might help to gain competitiveness. If CEFTA'’s internal
demand could be satisfied to a larger extent from the domestic industries of the region,
this might improve simultaneously the prospect for exports. Unfortunately, large
underutilized capacities exist in Ukraine in similar branches, e.g. coal, metallurgy and
agriculture, as in other CEFTA countries.

Capacities and resources are also believed to exist for technologically advanced
production. But again the division of labour in this area will be among East and West
and less between East and East. Sophisticated technology products are built increas-
ingly in multilateral cooperation. The CEFTA as well as the CIS states need consider-
able amounts of technology transfer, which is done most easily through joint ven-
tures. In case of Ukraine foreign capital flows only slowly, the technological potential
remains widely untapped because restructuring and reorganization of industry has
just begun. Western firms are reluctant to make a partnership with a huge conglomer-
ate whose property rights are unclear. There are few reasons to believe that CEFTA
firms would be more willing to take these risks with Ukrainian firms. Using the tech-
nological potential means first of all going ahead with decentralization and privatiza-
tion in Ukraine.

To sum up: A widening CEFTA would gather economies — at least if compared
to Western Europe — of great similarity (industrial structure, factor endowment, level
of development). This provides for some potential in mutual trading. At the same time it
would stimulate the competition among the CEFTA members in their relations with
Western Europe. This might lead to conflicts; especially insofar as these countries com-
pete in their exports of the inherited raw intensive industries. On the other hand, im-
proved trading possibilities and competition of consumer products as well as compo-
nents of all kinds would result in higher welfare and better supply in the region.

CEFTA AND THE EU

Beyond these economic reasons for trade liberalization CEFTA appeals to its members
as a vehicle to enter the EU. Membership in CEFTA is a preliminary step toward EU
compatible economic rules. Although the chances that all CEFTA countries will join
simultaneously the EU are dim, CEFTA will be a bridge towards the EU for the waiting
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members. On the other hand, the larger CEFTA will be, the more difficult would be the
negotiations for membership of the EU. Despite this CEFTA seems prepared to expand
as the expected accession of Romania demonstrates. :

The CEFTA agreements demand the membership in GATT as well as a Europe
agreement with the EU. Ukraine has neither of them. Although Kiev points out that
these conditions might be waived in special negotiations, it is unlikely that their essence
can be weakened. How would a membership of single CEFTA countries in the EU be
possible, if they but not the EU have a free-trade agreement with third countries?

Ukraine might join the GATT/WTO in 1998. This is also the date for which a
review of the “Cooperation and Partnership Agreement” with the EU is foreseen and
possibly negotiations about a Europe Agreement can be started. Thus, it will still be
some years before Ukraine fulfils the existing requirements for CEFTA membership. If
this time is used to consolidate the successes in stabilization, to start a serious restruc-
turing and to streamline and adjust the administration to European standards, as it has
already begun, then Ukraine could belong to an all European free trading system at the
turn of the century.

Last but not least, it is important for Ukraine to negotiate already now with CEFTA,
to stay in touch with the quickly changing trade relations of her neighbours. Ukraine has
to respond on its own to these changes. Therefore the acquaintance with the ongoing
process of the integration of the East into the EU is vital for Ukraine.

Sdndor Richter

CEFTA as a Catalyst for Future
EU Membership?

INTRODUCTION

To the question raised in the title, whether CEFTA may be regarded as a catalyst for
future EU membership, my personal answer is yes and no. This “no” refers to the past
and present. Neither the purpose of establishment nor the practice of the CEFTA coop-
eration allow the conclusion that it served as catalyst for future EU membership of the
partners. However, full membership of the CEFTA partners in the EU is still a couple of
years away and the opportunity to elaborate a joint pre-accession strategy by the CEFTA
partners is still open. In this sense CEFTA may still become a sort of catalyst for its
members’ future EU membership.

EXTERNAL ECONOMIC RELATIONS: IN THE SHADOW
OF THE STRONGER PARTNER

In order to play the role of a catalyst for future EU membership CEFTA should have a
strong position relative to the European Union in the external economic relations of the
partners concerned. This is regretfully not the case. As data from Tables 1-6 indicate the
share of intra-CEFTA trade in total trade of the CEFTA countries is small, especially in
comparison with the overwhelming share of trade with the European Union. Data for
1985 demonstrate that even in the “good old” COMECON times the share of mutual
trade of countries which later became the members of the CEFTA (except for Slovenia)
was not especially high. High share of trade with the COMECON in the mid-1980s was
explained, first of all, by the high share of trade with the Soviet Union (and, though less
50, with the German Democratic Republic). By 1995 the share of mutual trade achieved
or approached the level of 1990, the last year in the traditional COMECON system, but
the potential for a quick further gain in relative significance of the intra-CEFTA trade is
rather limited.'

i Richter, S. and Téth, G. L. “Perspectives for Economic Cooperation among the Visegrad Group
Countries” W1IW Reprint Series No. 156, Vienna, November 1994, pp. 10-13.
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The CEFTA-EU inequality is even more overwhelming beyond trade. CEFTA
countries, and their firms and banks raise foreign credits in the highly developed west-
em industrial economies. None of the CEFTA countries possesses a banking system
and capital market which would be in a position to offer significant financial resources
to clients from other (e.g. CEFTA) countries. Foreign direct investment also is a nearly
one-way street with huge inward investments in individual CEFTA economies by firms
from highly developed western economies, while outward investment by firms from
individual CEFTA countries is either almost non-existent or modest (Hungary). FDI
flows within the CEFTA are meagre, except projects in the Czech-Slovak bilateral rela-
tions, partly inherited from former Czechoslovakia and a few Hungarian projects in
Slovakia.?

The conclusion is that in external economic relations the unequal strength of the
two partners, the European Union and the CEFTA countries, respectively, does not
allow the interpretation of CEFTA as a catalyst for EU membership.

INSTITUTIONS OF COOPERATION

At first glance as a regional cooperation CEFTA could be ideal to prepare its members
for accessing to a much larger integration bloc. But CEFTA was, at the very beginning,
hardly anything else than a free-trade agreement based on bilaterally balanced lists of
commodities regulating the speed of transition to free trade. The Europe Agreements
are much more ambitious and broader based documents than the CEFTA document
which contains, within a single Title, 42 Articles. The Europe Agreements have nine
Titles and 122 Articles (Poland), 124 Articles (Hungary), and 119 Articles (Czech
Republic), respectively. Of these nine titles No. ITI, “Frec Movement of Goods” practi-
cally covers the contents of the whole CEFTA document. The Titles missing from the
CEFTA document are the following:
1. Political Dialogue
I. General Regulations
IV. Movement of Workers, Establishment, Supply of Services
V. Payments, Capital, Competition and other economic provisions

Approximation of Laws
VI. Economic Cooperation
VII. Cultural Cooperation
VIII. Financial Cooperation
IX. Institutional, general and final provisions

Nevertheless in its Preamble the CEFTA document refers to the Visegrad Decla-
ration of February 15, 1991 and the Krakéw Declaration of October 6, 1991, which
urged political and cultural cooperation of the three countries signing that document.

? Hunya, G. and Stankovsky, J. “Foreign Direct Investment in Central and Eastern Europe and the
Former Soviet Union”. WIFO-WIIW, June 1996, Vienna; partly estimated data provided by the central banks
of the i d, published in the Business Central Europe, April 1996, p. 39., Monthly Report 7/

1996 of the National Bank of Hungary.
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Even .1f the CEFTA document were as ambitious as the Europe Agreements, it
would be difficult to imagine that CEFTA cooperation plays the role of a catalyst in
fields other t!.lan trade due to the much greater economic and political weight of the
European Union compared to CEFTA. But in view of the lack of ambition this is out
of the question.

There are fields, e.g. harmonization of law, where exactly the opposite process
can be observed, and where relations to the EU serve as a catalyst in intra-CEFTA
coopcrat%on. Each CEFTA member is obliged to harmonize its laws with the Euro-
pean Union, and if they do so, indirectly they complete harmonization within the
CEFTA, as well.

) Although there has been a progress since the CEFTA was called into being and its
supulatiorfs came into force (in terms of acceleration of the removal of trade barriers,
more gracious concessions in agriculture, starting negotiations on services), the institu-
tional dimension of the cooperation is still missing. Whether this dimension is neces-
sary or not, is a justified question, but in the context of the catalyst role of CEFTA only
one aspect of the problem is important, namely that the CEFTA countries have had only
a limited opportunity to practice consensus-seeking and decision-making. Permanent
joint institutions pending similar institutions in the European Union or EFTA would
mean a step forward in this respect.

MIGRATION

An important step to enlarge the scope of CEFTA cooperation could be an agreement
on free movement of labour in the region. Although there was such a Polish proposal,
other CEFTA members were unwilling to support this idea. This is all the more remark-
able, as due to the more or less similar wage level in the four of the CEFTA members
and taking into consideration the high transaction costs migrants have to reckon with,
no really significant intra-regional movement of labour can be expected. What should
then those EU members think, where the wage level is roughly ten times higher than in
the CEFTA countries? If CEFTA members are frightened by the idea of opening their
labour markets for migrants from other CEFTA countries, although the motives to mi-
grate are pretty weak, is not this an indirect indication of dangers the rich EU members
have to face if they agree to open up their labour markets after the CEFTA countries
become full members? Free movement of labour in CEFTA, if allowed, would not be a
catalyst for EU membership. Extent of flows of migrants could not serve as basis for
any extrapolation of CEFTA-EU flows due to very different wage levels in the two
regions. But it could diminish, to some extent, the EU’s fears and suspicion in this field.

JOINT INVESTMENT PROJECTS IN INFRASTRUCTURE

CEFTA has not been a catalyst for future EU membership as initiator of regional infra-
structure projects in transport, energy and telecommunication. Although expert groups
have been meeting to discuss infrastructure related problems, actual cooperation in the
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development of infrastructure has been taking place in bilateral agreements. Without
permanent institutions and a jointly developed vision about the region’s future no such
coordinating role can be expected from CEFTA.

JOINT ACCESSION STRATEGY OF THE CEFTA COUNTRIES?
WHAT IS A PRE-ACCESSION STRATEGY GOOD FOR?

There is no doubt that principally it is the eastern applicants’ eminent intere: ¢ft join the
European Union. This statement is true from a historical perspective and in general. But
how advantageous the accession will be for the new members in the short and medium
run and in practical terms, will largely depend on modalities of accession. It is an emi-
nent interest of the applicants to join the EU in the optimal time and under the optimal
conditions. Benefits and losses resulting from EU bership may change in a wide
spectrum, and even the case of much higher losses than benefits is among the possible
outcomes. Recognition of one’s own interests in various issues of accession and the
ability to achieve such terms of accession which are as close as possible to the optimal
ones may determine, at least in short and medium run, the real benefits any applicant
will be able to win from accession. In order to identify a country’s specific optimal
modalities and to establish the conditions for successfully representing them each ap-
plicant needs a national pre-accession strategy.

The struggle for the optimal conditions of accession will take place primarily in
the bargaining with the EU prior to and during the accession talks. But the national
concept of optimal accession conditions must also be defended in the struggle with the
domestic opposition to EU accession and, in certain cases, against other eastern appli-
cants for membership in the EU.

It is hardly imaginable that an applicant may attain conditions which are close to
the optimal requirements for the given country without a national accession strategy. A
joint pre-accession strategy may be helpful to achieve certain targets of the applicants
but it may in no way substitute national strategies. Any possible joint pre-accession
strategy will be necessarily subordinated to national strategies. The joint pre-accession
strategy may not be anything else than a sort of common denominator of each indi-
vidual country’s specific programmes. A common denominator for individual countries
will have to be agreed upon in three main areas: vis-a-vis the European Union, the
domestic opposition to EU accession and other eastern applicants for EU membership.

Certainly the main area of a joint pre-accession strategy may be relations to the
EU. The first field of cooperation may be the search for the country’s specific optimal
accession conditions. A permanent communication between the academic circles and
administrations in charge of EU enlargement in the CEFTA members may help each
individual country to identify its optimal set of conditions that may be partly identical
with, partly different from compared to those of the other applicants’ optimum.

For those issues which are identical for ali EU applicants from CEFTA, or for a
group of them, it will have to be analyzed whether it is expedient and possible to coor-
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dinate negs)tiati.on strategy and tactic. The CEFTA members may fix a position in the
case of a given issue which is the subject of bargaining, and stick to it during the acces-
sion talks. In other cases commonly accepted limits may be set within which a position
ma?' be fixed, according to the individual countries’ needs. Finally, cornerstones may
be imposed setting the limits of concessions provided by any of the Central and East
European countries.

) In the fight against the domestic opposition to EU accession or to some aspects of
it the government of the CEFTA country in question may cooperate by exchanging
information and arguments with the others. A joint promotional campaigu for the en-
largement may also be feasible.

For the moment the EU has ten eastern associated members, of which five are in
the CEFTA. Accession negotiations will likely start with at least three or four eastern
ap'plicants, but perhaps with ten. In any case, simultaneous negotiations with more ap-
plicants provide an opportunity to play out the eastern applicants against each other.
Fjoncessions provided by one eastern applicant of “soft” negotiation strategy may eas-
ily serve as precedent in talks with applicants of harder negotiation strategy. This possi-
bility makes the elaboration of joint “behaviour rules” for the CEFTA and possibly for
other eastern negotiators expedient in order to prevent non-coordinated concessions by
one or more applicant countries. Such a coordination may involve all or a group of
countries. Certainly the bigger the group is the more difficult such a coordination will
be. Nevertheless the leverage of a bigger group vis-a-vis the EU would be greater.

) A joint pre-accession strategy necessitates permanent contact among interested par-
ties. Most probably occasional meetings are not sufficient for a really effective coordina-
tion. The alternative solution may be either frequent regular meetings of delegations of the
countries involved or an institutionalized form of cooperation with a council for coordi-
nating pre-accession and accession strategies. The council should have a small staff with
basically organizational function and should prepare the meetings of expert groups both
from among the academic circles and the administration in the eastern countries.

TIME HORIZON OF CEFTA COOPERATION CONCERNING
ACCESSION TO THE EU

Although most of the political rhetoric has been and will likely be about the date of

formal accession, there is another date which will be of no less importance. This is the

date when the last (important) derogation will be phased out. Formally the eastern ap-

plicants will be full members on the day of accession. From an economic point of view

full membership will be achieved no sooner than the elimination of the last (important)

derogation. The horizon of a possible joint pre-accession strategy is broader than the

period up to formal accession. There may be distinguished four periods in CEFTA mem-

bers’ accession cooperation:

(1) Up to the start of the accession talks (first stage of pre-accession strategy)

(2) From the start of the accession talks up to the formal accession (pre-accession
strategy, second stage)

(3) From formal accession to the end of the last important derogation (post-accession
strategy, first stage)
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4) From phasing out of the last important derogation (post-accession strategy, sec-

ond stage). '

No doubt no. 2 would be the most important period of the four. No. 4 is in such
a remote future that it has no practical significance yet. Although period no.1 of ac-
cession cooperation has already come but, except for informal information exchange
between the academic experts of the countries concerned at conferences and other
meetings and cautious political declarations by Hungarian and Polish politicians about
the necessity and willingness of the two countries to cooperate on the EU accession
process, no progress can be observed towards an institutionalized cooperation within
CEFTA or within the group of the ten associated eastern countries in the issue of EU
accession.

ACCESSION DATE AND DEROGATION

In order to identify the fields where a joint pre-accession strategy would make sense,
it is necessary to know the main issues at stake in the bargaining process at the acces-
sion talks.

A key question of the negotiations will be the date of accession. Date of acces-
sion cannot be approached separately apart from the problems of derogation. Although
the quickest possible accession is a politically motivated target of each eastern appli-
cant, the earliest possible deadline will not be necessarily the optimal one. The ques-
tion is to what extent the EU will be ready to accept the requests for derogation by
eastern applicants. If the EU is relatively generous, then the way will be free to an
early accession, as the bulk of the adaptation to EU internal rules of the game may
take place after the formal accession. A less relaxed EU approach to eastern requests
for derogation would compel the applicants to complete the whole adaptation process
prior to formal accession. This second scenario necessitates the postponement of the
date of formal accession.

Derogation requested by the EU may also influence the date of formal accession.
Too hard (in perception of the eastern applicants) or unacceptable requests by the EU
may force the eastern applicants to leave the negotiations or talks may be blocked for a
longer time. Lack of such requests would accelerate the talks.

Most probably derogations requested by both sides will be subject to bargaining
and may be linked with each other in one way or another. Compromise by linkage of
mutual derogation may bring the date of accession closer.

Coordination of the accession strategy of the CEFTA members conceming the
date of accession will not be possible before the decision is made which countries will
be involved in the preliminary accession talks: all the ten associated countries, or only a
group of countries out of the ten. In the former case all eastern applicants, in the latter
the members of the group selected for the first round of enlargement may enter the pre-
accession cooperation.

Next an attempt will be made to review some of the key areas where deroga-
tion will be requested either by the eastern applicants or by the EU or, perhaps, by
both sides.
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SUBJECTS TO BARGAINING
Transfers

One if not the main argument of opponents of the EU’s eastern enlargement in the
Eul:opean Union has been the estimated high cost of transfers the new members will be
entitled to if they become full members soon and under the present rules of the game.
There are wildly differing estimates about the possible extent of these transfers, some of
them horrifying. Eastern experts and politicians argue that alleged costs are exagger-
ated. As no one knows what the allocation system of the various EU funds will be like
after 1999, no serious calculation can be made about the potential costs of transfers. The
feg' of costs which would explode the EU’s budget will likely make the EU try to
minimize costs of transfers by derogation.

Transfers will cause headache to eastern applicants, as well. Due to the principle
of additionality transfers from the Structural Funds necessitate an equal extent of fi-
nancing from the budget of the recipient country. Additionality may become a powerful
barrier to access to EU resources. Although the eastern applicants will be entitled to
huge transfers by the present regulations in the EU, none of them can afford a powerful
increase of budget deficits through inflated expenditures attached to investment projects
supported by EU transfers.

The EU'’s reluctance caused by fear of unpredictable costs through net transfers
and the eastern applicants’ likely partially blocked access to the hoped for resources due
to problems with additionality call for a linkage and a two-way derogation. The eastern
applicants may agree to accept a ceiling of net transfers either in absolute terms or in
terms of their GDP’s percentage while the EU may agree to a derogation from the strict
rule of 50% additionality and lower the rate.

A joint pre-accession strategy of the CEFTA members would necessitate a coor-
dinated standpoint of the countries involved. First, the acceptance of the linkage be-
tween the two-way derogation should be principally accepted, then the extent of the
ceiling on net transfers and the extent of the reduction requested compared to the 50%
additionality. It should be agreed whether the same keys should be applied to each
eastern applicant or different ones.

Migration

Another reservation of the EU about the eastern enlargement has been the fear of
mass migration from the east. Perhaps this is the number one problem related to a pos-
sible eastern enlargement for the wider public, in the light of high West European un-
employment rates.

Migration may be an important source of foreign exchange for the eastern mem-
bers, and a source of modemnization through return of migrants with improved skills
obtained in a highly developed environment. However, unlimited migration would
lead to brain drain, too. The EU will probably require derogation for opening its la-
bour market either in certain professional groups of the labour force or generally. On
the other hand, eastern countries may apply for a special tax on migrants’ income
earned in the 15 present EU members to recompense losses of education costs spent
on migrants.
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Justas Paleckis

The Lithuanian Road Through
CEFTA into the EU?

Membership of the European Union is not only Lithuania’s vision of the future, but also
a great challenge and a concrete task. This factor becomes most important in targeting
economic and political reforms. It may also help neutralize the negative influence of
inexperience and other social restrictions. Determination to integrate into the European
Union comes from two reasons: economic and security (or security and economic).
Lithuania is not as wealthy as Switzerland and not as secure as Norway, and therefore it
cannot keep aside of the European integration. The decision about membership of the
EU was first of all a political one.

The emotional factor of joining the family of democratic European countries has
until now played an even greater role. All main parties and political forces in Lithuania
support the course towards the European Union. As disclosed by public opinion polls,
Lithuania in one of the most pro-EU countries: according to the “Eurobarometer”, 86%
of the population is in favour of this course.

In Vilnius it is believed that Lithuania on the whole satisfies the criteria for
EU membership as set out by the Heads EU meeting in Copenhagen. Lithuania is a
stable, legal state in which human and national minority rights are guaranteed and
protected. Treaties of good-neighbourly relations are being ratified with all neigh-
bouring countries.

Lithuania has in essence already met yet another of the Copenhagen criteria: the market
economy is in operation. Private business accounts for approximately 70% of Lithuanian pro-
duction. Inflation decreased from over 1000% in 1992 to 13.1% during 1996. The budget
deficit in 1995 made up 2.4% of GDP. It has been estimated that during 1996 the GDP grew by
3-4%. The national currency has not devalued since it was first reintroduced in 1993.

A programme of harmonization of Lithuanian law with European law is in
progress and administrative reform is also in full swing. In Lithuania, the European
civil servant corps is thus in the process of formation. The Lithuanian eastern border
will also serve as the eastern border of the EU. This is why particular attention is
being focused on securing the border, on continuing the fight against illegal migra-
tion and organized crime.

At present accession to CEFTA is one of the priorities of Lithuanian foreign
policy. CEFTA is valued as a good practical preparation for membership in the Euro-
pean Union. In the case of Lithuania, the approach to CEFTA is also connected to some
extent with political and security reasons. Lithuania’s accession to CEFTA will once
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again confirm Lithuania’s Central European identity and will pave the way for rap-
prochement with Central Europe for the other two Baltic states.

When speaking about Lithuania’s road to the European Union, one must bear
in mind that five or six years ago the majority of the political elite in Vilnius imag-
ined only one main direction: through the Scandinavian countries. The alternative
course through Poland and the other Visegrad states was almost precluded due to
some prejudices and suspicions from the past and the unregulated Lithuanian-Polish
relations.

Fortunately, this attitude was overcome. In the spring of 1994, Presidents L. Walgsa
and A. Brazauskas signed the Treaty on Friendly Relations and Good-Neighbourly
Cooperation in Vilnius, in spite of some opposition from nationalist forces in both coun-
tries, who demanded the fulfilment of various preconditions. Following the example of
the French-German and German-Polish reconciliation, the historical reconciliation be-
tween these nations was achieved.

The necessity to expand cooperation with Poland and the other Visegrad coun-
tries was also understood on time in the other Baltic republics. At the Meeting in Palanga
(Lithuania) on March 25, 1994, the three Baltic Presidents stated:

“We stress the fact that contacts between the Baltic and Visegrad states in the
political, economic and security building areas can play a greater role in mutually ben-
eficial cooperation. We express our readiness to intensify the dialogue in all fields and
on all levels with the view to facilitating the integration of the Visegrad and Baltic
States into European political, economic and security structures. An important step in
this direction will be the conclusion of a free-trade agreement between Baltic and Visegrad
countries. We welcome the initialled Lithuanian-Polish Treaty on Friendly Relations
and Good-Neighbourly Cooperation. We express our belief that this Treaty and similar
treaties will be a politically significant achievement toward establishing confidence and
promoting integration on the European North-South axis — between the Baltic and
Visegrad countries.”

In this statement the North-South axis has been mentioned. One can imagine that
Lithuania and the other Baltic countries can be to some extent the bridge between Cen-
tral European states and Nordic countries. The project of *Via Baltica’ and others can be
promoted and developed in this direction.

Today, two and a half years after the signing of the Lithuanian-Polish treaty, all
main political forces in Lithuania stress their will to promote and enhance cooperation
with Poland. It is also generally accepted that the most promising way to the EU to-
gether with the Northern direction leads through Warsaw, Prague and other capitals of
Central Europe.

One has to stress that Lithuania, in contrast to Latvia and especially Estonia, has
no close historical, ethnic, cultural, linguistic, or religious ties with Scandinavian coun-
tries. Nevertheless, Scandinavian political and economic support for the Baltic states
and cooperation between Nordic and Baltic countries (‘5 + 3°) is of great importance.
On the other hand, Lithuania traditionally had much closer ties than the other two Baltic
states with continental Europe, especially with Poland, Germany, Czechoslovakia, Aus-
tria, and even Italy. In any case, of the three Baltic states only Lithuania describes itself

as a Central European state.
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In . s
Visegry ;l[l: tg'czu's 199.4—95, t.he idea of maintaining the closest cooperation with the
nnioﬁrby e tse Ename: I1‘:ncrea‘smg support in Vilnijus. Lithuania’s aim was to gain recog-

and tastern countries as a Central European state, reaching th
X e same
li:r;’ll as Polfa;d, Hungary, the Czech Republic and Slovakia, especially as pegrtam' ing to
5” ' ;arﬁs of European and ?ransatlantic integration. In fact, Lithuania, together with her
: ic neighbours, achieved the same status in the EU (associated countries), WEU
(associated partner) and other organizations. ,
As the Visegrad sub-regional i i
) st : group is becoming more and more amorphous
thuama s attcntxon. has bf:gun to focus more on the CEFTA organizatio;? Two‘
:n:lxrlli reasons determined this approach: political (to be on the same level with Gen-
erc onox::ﬁpzz[an dstatels and to escape the label of a “post-Soviet Union republic”) and
1C (to develop an interest in the free-trad intai i
Ciomal markers) rade agreement and to maintain tradi-
| The Lnthuanian Parlial_nentary elections in October-November 1996 yielded a
arge majority for. the right-wing and centre parties. The Conservative Union (70 seats
o'u‘l of the 141 Seimas seats) @d Christian-Democratic Party (16 seats) signed a coa-
lition agteemeqt. But a_fter this shift from the left to the right no dramatic changes in
the foreign po}xcy of thhumia are expected. This proves that there is an agreement
&‘ar:ong ?.ll nf];}lor political parties as to the principles of foreign and security policy
e main of these principles is membership in the EU and i i '

oo e p and the NATO, including ac-

- L}t.huania’s turnover with CEFTA countries is increasing steadily — from US$255
million in 1993 to QS$3SI million in 1995. However, the share of CEFTA states in the
;”1“5)1; tfm;(;\;(;r, wh16ch grows very rapidly, especially with the EU states, is decreasing:

.15%in and 6.38% in 1995. The trade balance with all CEFTA i ive
(see Appendix). states is negative

. the developi.ng intensive political and economic cooperation with Poland,
Lphuan;a l'xas sgcured in this country its “advocate” within CEFTA. The involvement of
thhlfar}la in this organization, one can suppose, is in line with the political and eco-
nomic interests of Poland.

N At meetings of the three Baltic Presidents and Prime-Ministers during 1995-96,
Vllm.us made efforts to involve both Riga and Tallinn in cooperation with CEFTA.
Latvia showed considerable interest in this direction, but Estonia apparently remains
more devoted to the Northern option.

At the meeti{lg of the heads of governments of the CEFTA countries Lithuania
was represented by its foreign minister in 1995 and by its prime minister in 1996. Vilnius
entirely supports decisions of the last CEFTA summit in Slovakia which concentrated
on the deepftmng and widening of cooperation and encouraging the free movement of
people, capital and services. At this meeting Lithuania was referred to as a potential
CEFTA state.

As to the preconditions for joining CEFTA (associated membership in the EU,
fr'ee-uade agreements with all CEFTA member states, membership in the WTO), Lithua-
nia has fulfilled the first — associated membership in the EU.

The free-trade agreement with Poland was signed on June 28, 1996, with Slovenia
on October 4, with the Czech Republic on October 14, with Slovakia on November 27,
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1996. The FTA negotiations with Hungary are currently in progress. Lithuania pro-
posed to start negotiations on this subject with Romania. ‘

Lithuania has been negotiating with the World Trade Organization, keeping in
mind that the obligations to the WTO are unchangeable. Vilnius aims at achieving the
most favourable conditions, especially as to taxation on agricultural products. The end
of the negotiations with the WTO will probably coincide with the acceptance of Lithua-
nia into CEFTA which is expected in Vilnius in 1997-98.

Lithuania has always favoured closer collaboration with the countries of Central
Europe in their efforts to join the EU. Wishing to intensify these contacts, in February
1996 Lithuania submitted a position paper on the improvement of the structured dia-
logue where the Associated Countries were invited to better coordinate their participa-
tion in the structured dialogue.

In May 1996, Lithuania and Poland submitted a joint paper on the enhancement
and intensification of the political dialogue of the Associated Countries. The document
was positively received by the EU.

In the last period especially close bilateral consultations with a view to sharing
the experience on the preparation for the EU membership are being held with Poland,
Latvia and Estonia. There is increasing understanding and mutual assistance in this
field with the Czech Republic, Hungary, Slovenia and Slovakia.

There are no substantial differences of opinion in Lithuania about the future of
CEFTA. This is understandable because the primary aim of Vilnius is to become a
member of this organization. Membership would provide one more piece of evidence of
Lithuania belonging to the “club” of the Central European states, and an expression of
the hope that free-trade agreements, movement of people, capital and services encour-
age strengthening of democracy, economic growth and the process of reform.

Every country approaching an international organization — in our case CEFTA
— looks first of all for matters that are relevant to its needs. Therefore, it is to be ex-
pected that after gaining all possible advantages from free trade and economic coopera-
tion Lithuania will try to gain the understanding and backing of CEFTA countries for its
security needs. It is a well-known fact that even in Finland, which is a relatively stable
and secure state, security matters prevailed to some extent over economic aspects when
this country acceded to the EU.

As to the official position of Lithuania, Vilnius firmly supports the “‘common
start” option for all EU associated members for pre-accession negotiations. Of course,
the end of negotiations and membership in the EU can and obviously will differ in time
depending on concrete and objective merits of each of the applicants.

Addressing the international audience in the summer of 1996 in New York, the
President of Lithuania A. Brazauskas said:

“We know well what we want: a life in a stable and secure democratic world. We also
know how to implement these goals — by becoming members of the EU and NATO. We
can neither regret nor apologize for the fact that somebody in the East or West does not like
our legitimate interests or our very existence and causes problems because of that.”

In its striving for these fundamental foreign policy goals, Lithuania demonstrates
its determination to foster the values of stability and confidence within the region and
its internal policy. Lithuania maintains good relations with all neighbouring states, has
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no <i_1§putes gvt.',r territorial issues, respects the rights of ethnic minorities and actively
paﬁxcnpgtes' In international missions and projects.

Vilnius §1qpes that CEFTA countries will understand the importance of the “com-
mon stan’ position for Lithuania and the other Baltic countries, especially as relates to
secur?ty issues. If the Baltic states are not admitted to NATO in the first wave, the
secu.nty vacu}lm in this region could be increased due to non-admittance of one or, two
Baltic countries to the negotiations on the full membership in the EU. It is very likely
tha.t after joining CEFTA Lithuania will also be inclined to discuss, at least in an unof-
ficial way, some security matters in this circle.

As to “common start” possibilities, Vilnius is certain that as regards the process
of reforms and economic development, all three Baltic states are approximately on the
same level. Inflation is at its lowest in Latvia. Estonia and Lithuania lead in the process
of privatization. Estonia has attracted the largest share of foreign investment per capita
Accord‘mg to Eurostat calculations, in 1994 the GDP per capita in Lithuania was thé
highest of all the Baltic States — US$3,771 in real terms at purchasing power (parity).
The. figures for Estonia and Latvia were US$3,740 and US$3,193 respectively. In 1995
the increase in Lithuania (3.1%) was larger than in the other Baltic States.

N Nevertheless, it is to be expected that CEFTA, which was created as a kind of
‘wamng»room for the Brussels doors, will survive even after its members join the EU. It
is possible that the future CEFTA will follow to some extent the evolution of the EU
prec?ecessors: ties in some economic branches, wide economic cooperation, then coop-
eration in political, security and other fields.

Naturally, CEFTA cannot be the “mini-EU” within the European Union. Cen-
tral European countries, however, which found themselves in the Soviet sphere of
influence for 50 years, and which earlier formed a specific region between the West
and East, will have a lot in common for the many decades ahead. Even after joining
the EU, the CEFTA countries will undoubtedly have some views in common on the
representation of their interests.

The French proposal at the IGC — namely concerning the creation of legal
possibilities to form groups of countries within the EU with the aim of fostering their
economic and other special interests — opens the doors to such development: pro-
vided that the CEFTA countries are willing and able to deepen their cooperation in
this transition period.

Such opportunities can be threatened by the tendency prevailing in Central Euro-
pean states to overlook their close neighbours and see only Brussels, Berlin, Paris, Lon-
don. They will also very much depend on the readiness of those countries that join the
EU first to maintain some modified forms of cooperation with the rest of CEFTA.

1f we take into consideration the present list of the EU associated countries, Esto-
nia, Latvia, Lithuania, Poland, Slovakia, Hungary, Romania have something special in

common. The eastemn borders of these states will in the future form the eastern borders
of the European Union. This aspect can also be one of the subjects of discussions and
agreements within CEFTA.

It should also be mentioned that at present the Baltic countries have a visa regime
with Russia and other CIS countries, while CEFTA states have a visa-free regime with
the CIS. In the future, a common EU approach will probably prevail.
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The problem of the enlargement of CEFTA has not been discussed in Lithuania
yet. Parallel with improving and strengthening relations with Warsaw, Vilnius was ea- <® -
ger to develop cooperation with Kiev. Therefore, it can be expected that Lithuania will E 2 g
support the special relationship between CEFTA and Ukraine. Since winning the par- 8 3 g
liamentary elections in the autumn of 1996, the right-centre coalition has made some s f § El § NESHREII R
steps, showing its interest in maintaining and developing relations with Russia. It is ‘ §E |~ S - 5 ® sl|” % g &%
therefore very likely that Vilnius will not oppose possible agreements between CEFTA i g .é’ ;; =
and Russia, which would reinforce trade and other economic links. ! B = 2
It is very likely that the Kaliningrad enclave of the Russian Federation, before - =~
being surrounded by the EU countries in the nearest future, will be surrounded by CEFTA -
states, namely Poland and Lithuania. This fact will probably cause many complications g
in the CEFTA-Russian Federation relations. It may also help promote some kind of E f.
special relations between CEFTA and the Kaliningrad region — closer than with other 5 < ; 4 X o 2 @
regions of Russia. The law on the creation of special economic zones in the Kaliningrad 53 IR A A A A
region provides some possibilities in this area. (PS
In general, it may be concluded that in aiming at the strategic goal — the mem-
bership in the EU — Lithuania’s political elite in recent years has more precisely de- o
fined in which of the most important sub-regional bodies the country wants to partici- N
pate. These main interests lie in the cooperation of the Baltic Sea countries (Baltic Sea & E b = 2 a 2
Council) and the cooperation of the Central European states (CEFTA). §_ § |7 T |7 |7 )
-
* K X
The problems of the transition period are numerous and serious in all Central €5
European countries. However, bearing in mind everything that has been achieved to- 223|8 8 a [y © ®
date, the logic of economic development approaching the European Union and the avail- | ® S - - e © e o
ability of financial and technical assistance from Westem countries, economic growth &
appears to be guaranteed. It will depend a lot on the ability of the Central European 5§ |« - . - ° ~
countries to develop and deepen cooperation among themselves and to participate in Ze § 5 % ¢ o a
regional and sub-regional cooperation. & i
With economic growth and security reinforcing one another, each country’s se- =
curity will thus increase. This will be important for every Central European state, espe- E 3 8 2 - 0 = e
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Impacts of the European Union

on Regional Cooperation
in CEFTA

INTRODUCTION

My topic is the reverse of what Sandor Richter was talking about, namely the mirror
image of EU-CEFTA relations, to what extent the European Union proved to be the
pressure group or the main actor for Central European or CEFTA cooperation.

I'would like to make three general comments in order to understand what we are
really talking about.

First, the EU-CEFTA relation, and I would even extend it not just to CEFTA but
to all candidate countries, is a very typical relation between policy-making and policy-
taking countries. The EU is the policy-maker and the CEFTA and the other candidate
countries are the policy-takers. This situation, however, should not be understood as if
the policy-takers were in an exclusively passive role, or relations were one-sided. Nev-
ertheless, the balance, or even more, the imbalance, between policy-makers and policy-
takers has to be always kept in mind.

Secondly, all CEFTA countries, and in particular all candidate countries, are on a
lower level of development than the EU countries, and also than the EU average, of
course. Thus, the problem becomes even more complicated by this developmental gap.
It is a general experience that catching up with less or medium developed countries has
never proved to be successful if countries on the same level of development cooperated
intensively without cooperating first of all with better developed countries. So we need
the more developed countries in order to catch up. It means once again that there is a
dominant position of the more developed countries vis-a-vis the less developed coun-
tries. In fact, it is a centrum—periphery relation.

Thirdly, there is the matter of historical heritage: of the fact that because of the
changing fortunes of history, Central and Eastern European countries proved to be un-
able to create their own anchor, be it the stability anchor, or be it the economic modemi-
zation anchor within the region. This anchor has always been imposed on them from
outside by very different methods, with very different pressures, but always with the
same outcome, that the stability and the modernization anchor was located outside the
region. And that is once again the case after the fall of the Berlin Wall.

Just at the beginning, I would like to emphasize that despite all these impedi-
ments, all these imbalances, it does not mean that there is no room for regional coopera-
tion. Just the opposite is true, because the policy-taker position of CEFTA should be
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considered as an argument to use each and all opportunities to make regional coopera-
tion stronger. It is the same as what happens to somebody who is poor and gets only 2
fraction, a very small amount of money. This is not an excuse that “nice but with that
amount of money 1 cannot do anything”. Poor people (and countries alike) have to
spend even small amounts much more efficiently than rich people do. It holds also for
Central and Eastern European cooperation.

Of course, this cooperation is in most cases a reaction to impacts coming from
the more developed and more powerful external factors. Moreover, in most cases this
reaction does not manifest itself as a group answer; it comes as a national answer, a
member country’s answer, and only indirectly there is an impact on the group behav-
jour, or on the group level. So the sequencing is pressure or actions coming from the
European Union to the national level, and from the national level to the regional one. In
most cases, however, it remains on the national level, so that the national reaction can
be identified more easily than the regional answer.

This paper is structured in the following way:

The first chapter deals with two basic and erroneous approaches of the EU toward
Central and Eastern European cooperation in general and to CEFTA in particular; next,
direct positive impacts of the EU on regional cooperation among CEFTA countries will
be addressed. The third chapter focuses on negative impacts, while the fourth chapter
illustrates the most important ambiguous effects. The final chapter draws some conclu-
sions and provides some remarks about the future.

TWO ERRONEOUS WESTERN APPROACHES
TO SUBREGIONAL COOPERATION

Originally, the EU’s approach to Central and Eastern Europe was based on two, in my
view, very unfortunate. and what is more important, untimely and wrong hypotheses:
first, the gravity model and secondly, the training-ground theory.

The gravity model assumes that neighbouring countries generally have more inten-
sive economic and other links with each other than with far away countries. To some extent
it is true that geographic proximity is an important factor of cooperation. but not always,
and certainly not in the case of the transforming countries, and particularly not in the first
stage of the transformation. First, because the gravity model has been developed for coun-
tries which are on a high level of development with very strong, historically developed
linkages within the region, which is not the case in Central Europe. Secondly, there are also
countries whose economic development is predictable, where most factors influencing the
development pattern can be considered reliable. So, these countries can shape plans for
longer periods, which is certainly not the case in Central Europe, where dramatic develop-
ments in the early 1990s were considered of temporary character. Last but not least, in
today’s world economy the gravity model has lost a part of its validity, even among devel-
oped countries. If you look at the philosophy of new regionalism, you can easily find exam-
ples that countries at different levels of economic development and political systems, as the
United States and Mexico for instance, are forming the same bloc or the same economic
cooperation framework, which is certainly not to be explained just by the gravity theory.
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E.ven more problems are connected with the training-ground theo: trainin
gz:: tnt;aérse;i ona very clear ]oglical sequencing from nal:mng::l0 autarky t;y l:e'grl"tcl;al coolf
iy 3 o m regional cooperation to global competitiveness. That is the pattern that has
that?::?r:l ; mm l:sr;zg z'a,ears ;n £e world economy. There have been several attempts at

i - and also in some other parts of the world, including, of
the Soviet-dominated Central and Eastemn Europe. Widespread ex| i oty shows

T ! 2 perience clearly shows
tcl::lt set:z:p{):;:le n;a:)rkproach did work. In the Asian (Far Eastern) model, counlriesyﬁxst fo-
cused ‘fmjal o :tls, and once they became strong and competitive enough, they had a
Lot th1l)so use also for _rchonal cooperation. This proved to be the right sequencing,

s p;t‘tem provides the right sequencing also for Central and Eastern Europe. ’
sooper :t o : ;::;'stf]:vrgrdshsglgmtmlly more and qualitatively better (different) regional
¢ o ug m.embershllp: EU membership is therefore a precondition
or qu itatively better cooperation, and it is not regional cooperation which should be
considered as a precondition for membership. o
g fOf course, I do understand Fhe EU’s approach to Central and Eastern Europe in

ansformation, because, for obvious security reasons, Western European politician:

war}ted to stop or to resist further fragmentation and falling apart in the tralr)lsformins
region. They \{meted to channel the whole transformation process into a predictabli
pattem. In az'ldmon, and to some extent correctly, the EU considered regional coope
tion asHa basic proof of EU maturity of these countries. P

owever, there were two other, not very much or, at least, not v -
pfessed EU interests. One was that the participation and higher s’har:, i:?h: Il):rngIZriZ-
gumal market was very much in the interest of EU companies and also of other multina-
tu?nal firms. Tfade-related and other barriers among Central and Eastern European coun-
tries were not in the interest of Western Europe, because the opening domestic markets
were genf:rally too small. Secondly, the EU’s insistence on more regional cooperation
has been interpreted in most successfully transforming countries as an effort on the part
of ll.xe European Union to limit the competitive pressure originating from the transfor-
mation and reorier}tation process, and try to use a newly created Central and Eastern
Europeaq economic community as the main absorber of such a pressure. The surpris-
ingly rapid growth of market shares of the CEFTA countries in some product segments
of the EU market in general, and of some national markets in particular, has given
further support to this assumption. ,

THE EU’S DIRECT POSITIVE IMPA
COOPERATION CTS ON CEFTA

We .have to start with a general remark. There has already been a pressure, mainly a
b_emgn pressure, mainly a hidden pressure coming from the European Union on re-
glona.ll political stability based on good and institutionalized relations among neigh-
bouring countries. But the most important and quantitatively measurable developments
occurred in the economic field. They include trade, foreign direct investment, overall
general economic policies and partly also cooperation fostered within the framework of
the PHARE programme.
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(1) Trade. The Association Agreements have definitely made an important im-
pact on subregional cooperation, because one year after having signed the Association
Agreements with the European Union, the Central European countries (Czechoslova-
kia, later the Czech and Slovak Republics, Hungary and Poland) signed the CEFTA
agreement, which was very much in line with the EU Association Agreements. It has
the same timing and more or less the same structure, although the sensitive products are
differently qualified. Also, when in Copenhagen the European Union accelerated the
process of abolishing the quotas on sensitive products, the CEFTA followed suit and
has accelerated this process as well. In the case of Hungary, and its still regulated im-
ports, the so-called global quota system has special conditions both for the EU and for
the CEFTA countries. In selected sensitive areas import quotas are fixed every half a
year. Within the global quota for imports, the EU accounts for 50% and also CEFTA
has a fixed percentage of this quota to be filled.

The next important positive impact came from the rules of origin. The Associa-
tion Agreements stipulate that better or free market access can only be given to those
products which have a local coritent of at least 60% (in some exceptional cases 50%).
Local content was qualified as the cumulative value of domestic inputs, inputs imported
from the European Union, and inputs imported from the CEFTA countries. So, in theory
at least, the rules of origin have increased the propensity to cooperate in the region. In
the first years, the economic potential and the overall structural requirements were still
unable to make full use of this possibility within CEFTA. However, most recently, the
dynamic development of intra-CEFTA trade cannot be disconnected from the impact of
the Association Agreements. The EU’s impact will be even stronger once the CEFTA
countries become full members of the integration.

In addition, we should not forget the indirect impacts of trade relations with the
EU. More dynamic and higher level trade with the European Union, the CEFTA’s key
trading partner, has a positive impact on growth. Higher growth rates positively influ-
ence domestic demand, which, in turn, increases imports, including imports originating
in other CEFTA countries.

At the same time, and in the longer run, rmuch more important is the already visible
pattern of specialization within the region. It is one of the most interesting trends that the
individual CEFTA countries are not any more only competing with each other in Western
markets. There is an increasing differentiation in their export patterns, and the process, of
course, is far from being finished. As a result, possibilities for intra-industry trade will be
rapidly growing within the region. Obviously, one of the main engines of this develop-
ment is foreign direct capital increasingly located in Central Europe.

(2) Foreign direct investments (FDI) play a crucial role. They may affect regional
cooperation in very different ways. They may have just one location in the region, and
then spread their economic and trade activities from there to other countries (headquar-
ters approach). But they may have also locations in each of the member countries, with
two different strategies. First, FDI may fu tally be ir d in preserving the
domestic market of each of the transforming countries, which is not leading to regional
cooperation (landlocked approach). Secondly, and more importantly, FDI-induced pro-
duction and services may specialize in the individual countries and lead to growing
intra-firm trade based on differentiated products. In this case, FDI is likely to become
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g;\ecs olfn th;cmamcasezx}gsi::ls; c;f;.u:::cgit;)lnal cooperation, generated by multinational compa-
8 . ' there are some dangers if domestic c i
catch up and increase their share in subregi i oot this Govelop.
_ egional cooperation. Nevertheless this devel
ment pattern is well kn i ic hi ot Lo
fent par own in the modern economic history of the Far East or of Latin
. l.lntll now, lt‘l:e main'patFern of FDI in Central Europe seems to follow the “head-
qC EWFPA approach”. Considering the ten biggest foreign investors in each of the four
CEFTA c:m:m:j gdata from Slovenia were, unfortunately, not available), only one of
n first multinationals is the same in the four countries. It y
! . ! . It seems to strengthen thy
hypqthegs that these countries are already playing a role in the strategic ﬂiﬂm oef
multinational companies as potential regional headquarters. ¢
. 3) Forc.cfi and rapid adjustment to the EU rules, in my view, makes the most
Lr:pox.tam pols)mv.e and homogen%zing” impact. It generates a process of almost “un-
1' b:;sc:ous su regional ‘han'nomzanon”. Unconscious because it is not the result of de-
t;] rAate n?gxonal coordmzftlon of preparing for membership or of adjusting to the EU, to
adc' cquis C.ommunautalre ar{d to the other requirements of the EU. Every countr): is
ad’!ustmg in its own way, l.)ut in the final outcome we will have, in case of successful
}uznniel;xt of course, plruacncally the same economic policy framework. The same frame-
work will create, or will provide us with, the neces: it i
s itenaively, i the forume. sary condition of working together
) In this sense special attention may be paid to the Economic and Monetary Un-
ion (EMU). Although the futu.re and the socio-economic consequences of the EMU
are far from clfza:, its strong impact on the medium-term economic strategy of the
(;EF]‘A countries cannot be denied. To be sure, the fulfilment of the Maastricht crite-
riais not a precondition for becoming full member of the EU. However further eco-
nomic policy coordination in line with these criteria i inly indi
nomic policy coc ria is certainly indispensable well

(4) The PHARE programme was mainly designed for national requirements, and
has.always b.een usgd according to national priorities. There were just but a few regional
prgects, mainly paid from the multi-PHARE programme. Looking back at the last years,
?hls approach ha.d a rather limited impact, particularly regarding cross-border
mfrastructura'l projects. Let me just mention one example which is not a very successful
one. The old idea .to rebuild the Danube bridge between Hungary and Slovakia, which
was desu"pyed during World War II, needed several years to materialize (The bridge has
not been in operation yet.)

Cross-border cooperation financed by PHARE proved much more successful be-
tween an EU and a msfonnmg country (German-Czech and German-Polish border
development). In turn, it paid much less attention to genuine cooperation among Cen-
tral (and Eastern) European countries.

NEGATIVE IMPACTS

Without entering into a detailed analysis, only some, mainly trade-related issues haveto
be mentioned in this section.
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(1) The limited liberalization on the EU side in the first years, particularly regarding
sensitive products and the sustained regulation of trade in agricultural commodities, have
limited, and are still limiting or reducing, the potential of subregional trade. The lack of
free-market access negatively affects growth, export income, import demand, specializa-
tion and trade policy practices. To some extent, EU protectionism has been translated to
and implemented in the subregional framework. Unfortunately, there have been very few
cases of joint CEFTA actions to protest against any kind of EU protectionism. All coun-
tries of the region have concentrated on their particular and short-sighted interests. (An-
other sign of the lack of willingness to develop genuine regional cooperation.)

(2) There have been different association agreements signed by transforming coun-
tries belonging to the same regional grouping. Such a development has certainly not
been very beneficial to regional cooperation. While CEFTA countries have followed
more or less the same line, major differences have emerged in the Baltic region, mainly
between Estonia on the one hand (full free trade in industrial products from the begin-
ning) and the other two Baltic countries (gradual liberalization). Obviously, these dif-
ferences have had an impact also on the harmonization of national trade policies within
the subregional framework.

(3) Partly different geographic orientation of trade relations among countries be-
longing to the same subregional grouping may have been detrimental to regional coop-
eration. Once again, a case in point is not CEFTA, where EU trade is clearly centred on
Germany, but the Baltics, where differences between the Scandinavian and the conti-
nental European orientation are manifest.

(4) Rapid trade liberalization of the transforming economies has given substantial
benefits to more prepared, more competitive and financially stronger EU firms which
make use of the situation and crowd out traditional Central and Eastern European sup-
pliers. In this way, the EU, although not deliberately, has contributed to the disruption
of subregional cooperation. A special way of the crowding-out process is represented
by a large number of Western (mainly EU) intermediaries, who play an important role
in subregional trade. Still, 30% of Hungarian-Polish trade is carried out through mainty
German and English intermediaries. Certainly, the activity of intermediary companies,
to some extent, increases the potential of regional cooperation. To some extent, how-
ever, by substituting genuine links by third-country activities and gains, it reduces the
real potential of subregional trade.

(5) At least in some sectors, the crowding-out effect proved particularly harmful,
as it has produced the breakup of vertical linkages of the division of labour among the
CEFTA countries from the old COMECON times. Part of these production linkages are
unable to face international competition. Much more damage has been done than the
necessary costs of transformation would have entailed; part of these linkages could
have been maintained if we had a much better and more reasonable politics on our side,
and a better coordinated policy between the CEFTA and the European Union. A special
case in point is the textile-clothing sector, where, as a result of tariff-free entrance,
clothing products using EU textile inputs were freed, from the beginning, from all trade
barriers. Generally, this led to the practical disappearance of the national textile indus-
tries, and, in all cases, to the abolition of national and/or subregional cooperation be-
tween the textile and clothing sectors.
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could (;3) Regional quc'nas in sensitive sectors, determined as the sum of national quotas
¢ :ady d:x: ‘::s% contributed to more regional cooperation. This issue is, however, al:
abousm]d ' » because most of these quotas on sensitive industrial products have been
he Eu(lz)) p::ssuta;zzltdaﬂl:lagc has bem:n made by the subsidized agricultural exports of
the Burck ‘ o the region, which have destroyed essential capacity of coopera-
on in the region, not only within the CEFTA, but between the CEFTA countries, on
the one hand, and other Central and Eastern European countries (including the sucy -
sor states of the Soviet Union) on the other hand. ¢ -
v (I?) CEFTA countries have made pohcy errors, when, in their subregional framework,
ey fo owed the enforcement of the Association Agreement with a certain time-lag only. This
failure has peen aggravated by the fact that the years 1992-93 represented a key peZ;od of
uar'lsfcrmanon, when many new pattems emerged and entered a stage of (structural) consoli-
danon After woor three years of fundamental asymmetry between collapsing Eastem exports
and liberalizing Westem imports, another asymmetrical year followed, characterized by the
presence ofan agreement with the EU and the absence of another similar agreement among the
assocmed countries of Centxal Europe. As a consequence, and due to better market access
conditions, EU companies could take possession of many key areas before, at least theoreti-
cally, thf: same opportunity would have been provided to subregional companies
Finally, the different timing of the two trade agreements have further .aggravated
the powerful asymmetry of market positions and competitiveness between EU and
CEFI'A ﬁms. All CEFTA countries offered their national markets first to the European
Union which was an offer to the policy-maker region accounting for 50 to 70% of the
total trade of the transforming countries. A year later, as a similar agreement with the
CEFfTA. was on the agenda, we encountered growing resistance coming from different
lobb1e§ in all CEFTA countries. It was the first repercussion of too liberal and too quick
trade liberalization in the unique framework of the transformation process. Resistance
to further liberalization automatically hit intra-CEFTA trade policy, not only because it
was a “late-comer”, but also because of obvious bargaining power considerations. Eve-
rybody realized that it would be harmful to protest against imports generated by the
European Union, for the latter was the policy-maker with a substantial retaliatory power.
In turn, everybody became very reluciant regarding the liberalization of CEFTA trade
a small portion of total trade, with rather limited impact on domestic production (excep;
for a few sensitive areas), but an area were domestic leverage could be enforced.

AMBIGUOUS IMPACTS ON CEFTA

In a number of areas, the impact of the EU has both positive and negative effects on
regional cooperation, influenced also by the development level and economic policies
of the individual transforming countries.

. One interesting case is the role of foreign direct investments. As we have already
indicated, FDIs can substantially contribute to regional cooperation. At the same time,
?hey may also increase regional competition among countries for obtaining vital foreign
investments. Although some experts have come up with the idea of implementing a
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ional treatment of FDI, at least within the CEFTA framework, such a policy has not
:5;;:‘1 in any other integration grouping either (take as an example the FDI treatment
of the Andean Group in the early 1970s). National economies, even those clos.ely coop-
erating in many areas and institutionally integrated (as the EU mcn'?ber countries), _have
their own national FDI policies and are not ready to abandon them in favour of reglopal
harmonization. As a result, FDIs are both fostering regional (:;;)pcranon and increasing
i tition for additional financial and technological resources.
mgmn';lh:::ilze however, one area where a more coordinated attraction and utilization of
international funds should be envisaged. The development of infrastructure would al-
ready need a comprehensive regional approach instead of fragmented and more costly,
inated national development concepts. ]
“ncoofno:hler ambiguous imp‘:\ct stems from the quality and speed of the adjhustmem
to the EU. On the one hand, as I have already mentioned, adjustment considerably
facilitates the framework of more regional cooperation. On the other .hand, however,
the adjustment capabilities of the individual countries are largely different. Every-
body is today in a race in Western Europe rcgat‘d.ing EMU. In Ct.:nrral and Easl-em
Furope everybody is in a race to cope with the conditions of the Acquis Commt{nautmre.
However, the national capabilities are very different. And wh.at. happens if one of
these countries, or several of them fail to cope with the condl.nons?. The counter-
productive effects are substantial, not only for the country wh'xch fails, bl'l' er re-
gional cooperation as well. A particular aspect of adjustment dlfferevnces lies in the
political sphere, because even the CEFTA countries seem to have a different level of
sensitivity concerning national sovereignty. )
A third ambiguous development is represented by the growing development gap be-
tween different regions of the same country. Similar to cross-coumry ldevclopmcms. the
process of adjustment tto the EU also produces growing diffumuanmwm\mthcsa.meo:;x;l\iz.
Some parts of the associated country are better prepared, havemommmm ilize,
have access to more qualified and/or more flexible labour, are pmvnded wxﬂ? better m~
structure, etc. than others. Regional cooperation is strengthening ﬂns process in both direc-
tions. If more developed regions of the neighbouring CEFT. A countries are part of the same
regional development centre, their adjustment to the EU simultaneously foswfs regmflal
cooperation (e.g. the Vienna-Bratislava-Gydr triangle). In' contrast, ncglected‘ nelghl?ounng
regions in two or more countries contribute not only to nanm}al but also to regnof\al d:ffgren-
tiation and may become serious barriers to regional coopefauon. In order to avoid the hng:lﬂy
negative and costly consequences of sucha simaﬁm,.mg?mal funds should be made avail-
able both by the EU and the associated countries (which is, unfor?una_!ely, not the case). ‘
Fourth, the EU’s attitude towards subregional cooperation i1n Cmqﬂ Elfrope is
not free from ambiguities either. On the one hand, the ‘EU has emphasized in most
official declarations related to Central Europe how much importance Bn{s:wls attaches
to more substantive regional cooperation. However, the spirit of this political goal has
not always been supported by practical steps eithe}' by. the EU or by the member gour;i
tries. (There is a number of examples of the negative xmpact o.f the EU on su!:regx:ﬁled
cooperation.) In addition, various possibilities of genuine r.egmnal co_oPcrfnon f
becanse EU-financing has not been available. Also “artificial competition™, a md of
regional “beauty contest”, very much fuelled by different Western European circles,

136

Impacts of the European Union on Regional Cooperation in CEFTA

has added to more regional competition with negative impacts on cooperation. It is not
clear at'all whether all EU countries are really interested in more regional cooperation
(excepting the unlikely case, when regional cooperation means more regional autarky
and less competition of Central European products on Western European markets). It is
ev'en‘ less certain whether individual EU member countries (and different interest groups
within t.hcsc countries) would be similarly interested in more regional cooperation.

Finally, and most importantly, the most ambiguous impact may derive from the

EU’s treatment of the Central and Eastern European region during the critical years of the
pre-accession [?eriod. As already mentioned, there is a deeply rooted suspicion in the
CEFI‘A countries that any concept or pressure imposed from outside in favour of more
subregional cooperation could be interpreted as the lack of willingness of the EU to let
candidate countries join the EU — of course, on their own merits. The fear of bloc treat-
ment has been strengthened most recently when the EU started to underline the heavy
costs of Eastern enlargement, always based on the assumption that all ten candidate coun-
tries would join at the same time (which has never been a realistic scenario). It has to be
understood that the more the EU is pressing for equal treatment of the whole region, the
less the Central and Eastemn European countries will be ready to cooperate, because any
step towards cooperation would be considered as counterproductive to membership and
fostering the EU’s bloc approach. Moreover, at least in the more advanced CEFTA coun-
tries, bloc treatment is interpreted as an argument to postpone enlargement.

Obviously, in political terms, the EU is not in an easy position, because the nomina-
tion of countries belonging to the first wave of enlargement may create additional regional
conflicts (between members and non-members of the first enlargement process). In order to
break this deadlock, a clear and long-term EU enlargement strategy is required with utmost
urgency. Such a grand design, as developed after World War II for Western Europe, could
abolish or at least substantially reduce fears, offer clear prospects for all countries of the
region and substantially enhance regional cooperation. (It is unlikely that, in the absence of
such a grand design, cooperation among Western European countries in general, and be-
tween France and Germany in particular, would have been feasible after 1945.)

CONCLUDING REMARKS AND PROSPECTS

(1) A new quality of regional integration is not a precondition for but a consequence of
the EU membership. There is no doubt about a huge growth potential in regional trade.
According to our calculations, subregional trade, which now accounts for 8% in the
total trade of Hungary, may be raised to 12 to 14% without any difficulty. The example
of Spain and Portugal before membership and after membership is most evident. For
various reasons (institutionalized framework, high level of flexibility, human factor,
geographic location, etc.) Central Europe has a much better foundation for regional
cooperation than the Iberian Peninsula had before membership. The CEFTA region will
become a very rapidly developing region within the European Union and one of its
future growth engines.

(2) As Eastern enlargement, according to my best knowledge, will happen in
different groups, we need a common strategy. By “we” I mean the European Union
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and the first round members. We need a common strategy on how to deal with the rest
of Central and Eastern Europe. And we have todo it today and not tomorrow when it
will be too late. We have to create a credible framework for those who will remain
outside, because even if we have the best framework equipped with infrastructural
projects, with enhanced PHARE, with cross-border cooperation etc., we will not be
able to avoid two dangers. One is that internal destabilization cannot be ruled out in
those countries which will not become members, because the (populist) opposition in
these countries will immediately say, “our government was sO bad, it was so weak
that it could not even negotiate membership”. Secondly, there is an external problem.
All those countries which will be left out of the first round, without a framework
agreement serving as a credible umbrella, will provide attractive cases for some coun-
tries which would like to have a dominant position in that part of Europe. I do not
believe that even the best agreement will be able to eliminate this danger completely,
but we can substantially reduce this danger by concluding such an agreement.

Lastly, the CEFTA countries are against any kind of bloc treatment. 1 would like
to emphasize that even in the worst times of Soviet domination, Central and Eastern
Europe did not constitute a bloc. Despite having the Warsaw Pact and COMECON,
Poles and Hungarians, Czechs and Romanians, Russians and East Germans were very
different in their mentality, character and attitudes. As a consequence, any attempt at a
bloc treatment by Brussels would not facilitate, but on the contrary, would reduce the
willingness to cooperate, because of the general fear that a bloc treatment would close
the door for EU membership for a long time or forever.

‘What should Central European countries do in order to strengthen regional coop-
eration?

First, they have to follow EU rules closely in order to avoid gaps between adjust-
ment to the EU and further development of regional cooperation.

Secondly, joint infrastructural designs should be put on the agenda urgently.

Thirdly, although negotiations on accession will be carried out on an individual
basis, there are minimum conditions for better leverage for all candidate countries. These
include not only regular consultation on mutually important issues but also a firm reso-
lution that the Central European countries will not undermine each others’ position in
negotiating with Brussels.

Fourthly, in a more positive approach, also some common attempts to influence
the decision-making process in the EU may be expected in such vital areas as jabour
flows, the future of structural funds, the reshaping of the common agricultural policy or
the new institutional framework of the Union.

Finally, and more urgently, a positive regional (Central European) communica-
tion strategy should be designed, for the enlargement of the EU will not only be highly
motivated by political and security considerations but, necessarily, also by regional
aspects. It is not country A or country B which will join the EU during the next en-
largement process, but a certain and probably weil defined region. Therefore, na-
tional communication strategies should give more opportunity to regional approaches
which are likely to upgrade national attempts. The main joint message should concen-
trate on the manifold benefits the EU is expected to enjoy once (the first wave of)
Eastern enlargement materializes.
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CEFTA and Pan-European
Political and Economic
Cooperation

The e'stablishmem and development of CEFTA has a clear historical context. The 1990s
definitely bri‘ng to an end the almost half-a-century of a divided Europe. F('n' Poland it
all started with the beginning of transformations of the political system in 1989, the
peaceful rev'olutign in other countries of Central Europe, the pulling down of the B;,rlin
Wa'll, the unification of Germany and, last but not least, the disintegration of the Soviet
Union af'ld the establishment of a Community of Independent States. All this was ac-
comnguec! by some dramatic events, as experienced i.a. by Romania. The process of
er.nanapauon of the Baltic States was by no means easy. The disintegration of Yugosla-
via led to a bloody, cruel and protracted war which has been extinguished with great
difficulty thanks to a joint effort on the part of Europe and North America.

The.consolidat.i(?n of the two parts of the divided Continent was based on the new
democracies recognizing the universal values and principles: the rule of law and re-

spect for human rights, parliamentary democracy and open-market economy. The coun-
tries of Central Europe, which were the first to change their political system, found
themselves in a geostrategic vacuum between the disingrated post-Soviet world ;md the
West which in the early 1990s watched with some consternation the pace and depth of
these Fransformations. The new European order was not generated according to a pre-
concelveq grand design nor on the basis of agreements between the contracting parties
— the main protagonists in the cold-war rivalry. It was a spontancous yet peaceful pro-
cess. However, like any process of historic change on such a scale, it brought with ita
threat of destabilization and conflict.

For nearly half a century the countries of Central Europe had been subject to the
tough, arbitrary rules of Yalta. The imposed political and economic strait jacket, limited
spvereignty. severed historical and civilizational links with the rest of Europe and the
snu;m'on on or near the military confrontation line made Central Europe a sui generis
territory of “special status”. That, it would appear, contributes to reluctance to maintain
?“Central European separateness”, the radical change of circumstances notwithstand-
ing. In his paper Minister Kaczurba mentioned the “COMECON syndrome”. There was
also the “Yalta syndrome”.

Having in mind Jean Monnet’s famous words: “Nothing is possible without men;
nothing is lasting without institutions” it has to be emphasized that new democracies of
Central Europe did not aim at basing their new place in Europe on regional institutions
adapted to their exclusive needs.
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First, they did not see such a need after their experience of the bloc-division
of Europe. .

Secondly, they were afraid that marginalization — which resulted from their sub-
ordination to the Soviet Union — might be replaced by marginalization of a different
type, in the form of a “no-man’s land” or “twilight zone” between the stable and pros-
perous West and the East in the midst of turmoil.

Thirdly, the new democracies of Central Europe did not want to lose the opportu-
nity for the development of European integration as a result of the historic changes.
They saw in this a real chance for their permanent co-participation in the process. Hence
the development and the future of CEFTA to a considerable extent became dependent
on the dynamics and trends of European integration — on the deepening and widening
of the European Union.

The present CEFTA member states formulated their priorities in foreign policy
relatively early on. As early as the beginning of the 1990s, even before CEFTA came
into existence, the countries of Central Europe — Poland, the Czech Republic, Slovakia
and Hungary — regarded the link with western institutions such as the Council of Eu-
rope, the European Union, Western European Union (WEU), NATO and OECD as their
political priorities.

At the beginning the acceptance of integration aspirations aiming in that direction
was not all that obvious. The western world was rather cautious in the matter of Central
Europe’s participation in western economic, political and military institutions. To some
extent this was understandable: time was needed to adjust the existing institutions of the
West to the challenges of the new situation. At the same time signals were sent to en-
courage Central European countries to develop their own mutual economic and politi-
cal cooperation. It is no longer a secret that these signals were received with a dose of
scepticism. The Central European states were afraid that these moves would lead to the
consolidation of a “special status” of the region and that the proposed “local” institu-
tional solutions would become a substitute — “something instead” — of the participa-
tion in the well-established and efficient Euro-Atlantic institutions.

However, the above description of the status quo has to be accompanied by
the statement that in the new geopolitical situation the countries of Central Europe
had some special interests in common which demanded consultation and coopera-
tion. This found expression in the meeting at Visegrad and in subsequent meetings
between the four countries and intensive bilateral contacts devoted to the matters of
security in the region, neighbourly relations, and regional cooperation. This was
accompanied by joint activity within the framework of the Central European Initia-
tive and — on the part of some Central European states — in the work of the Coun-
cil of the Baltic Sea States.

It is no coincidence that only a clear prospect of a special relationship between
Central and Eastern Europe and the EU in the form of European Agreement (on associa-
tion) and — some time later — a prospect for the widening of the Union eastwards as
well as expanding NATO as a guarantor of European stablity made possible, or at least
facilitated cooperation within CEFTA.

The connection between cooperation within CEFTA and the pursuance of the
membership in the European Union is very clear. The Declaration of the Prime Minis-
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ters of CEFTA countries issued in Poznafi (November 25, 1994) clearly emphasizes
that one of the main criteria of CEFTA membership is the signing of an association
agreement with Fhe European Union. It also stresses the paramount importance of eco-
nomic cooperation in the fields covered by the Eur

member states and those of the European U):xion. °pe Agreement between CEFTA

Mcrpbership of CEFTA is intended, among other things, to facilitate membership
of the_ Union. It is a kind of training for EU membership, and CEFTA has been aptly
described by a European politician as a “fitting room”. It is also a maiter of reaching
some standard of multilateral cooperation for the area which in the not too distant future
is to beconjne the eastern and south-eastern part of the European Union.

’!‘hc importance of CEFTA goes beyond the matter of doing homework by the

countries preparing for membership in the EU. CEFTA brings palpable economic ad-
vantages to its members. Economic ties between countries of Central Europe have been
r_enewed after a period when they had been strained or severed following the disintegra-
tion of the COMECON and the change of economic systems. It is the question of recon-
structing cooperation in market-economy conditions, not of reconstructing the previous
structure of these ties.
] The newly established free-trade zone has resulted in the development and shifts
in trade. In 1996 the share of CEFTA countries in Polish foreign trade grew, though it is
not high (circa 6%). Some 60% of this accounts for the Polish-Czech exchanges. Trade
b?twecn Poland and Hungary is also increasing. On the whole, trade with CEFTA coun-
tries is growing faster than Poland’s average foreign trade, faster even than that with the
countries of the EU.

Trade inside CEFTA can be expected to continue growing at a rate higher than
the average rate of the total foreign turnover of Central European states. Such
cxpec;tations are founded on the still low level of exchange, complementarity of re-
spective Ieconomies, geographical proximity and the development of cross-border
cooperation.

The CEFTA countries were successful in their system transformation and belong
to the dynamically developing markets. Membership of CEFTA accelerates liberaliza-
tion of trade between member countries and introduces an additional dose of competi-
tiveness which is useful for the economic condition and inevitable restructuring of vari-
ous sectors of the economy. It must be pointed out that liberalization also applies to
such sensitive fields as agriculture.

The enlarged market of Central Europe increases the attractiveness of the re-
gion from the point of view of foreign direct investment. With increasing frequency
multinationals establish themselves in the region of Centrat Europe with the aim of
concentrating on the whole market of the region rather than local markets — with
plans of development and expansion farther to the East. This also applies to investors
from outside Europe, who establish their branches in CEFTA countries with a view to
the future — that is, to a common European market covering over twenty countries.
The influx of foreign capital is a confirmation of the stability of the region and its
economic prospects.

There is no doubt that trade within CEFTA is favourable to economic growth of
its member countries and indirectly to the political and social stability of the region,
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while the stabilty of the whole of Europe — West and East — depends on stability in
Central Europe. .

The very name CEFTA indicates its territorial boundaries. However, the geo-
graphical criteria do not always fit the political or economic concepts. Interest in join-
ing CEFTA or establishing some form of contact with it is growing on the part of third
countries. Some of them, such as Romania, Bulgaria and the Baltic States — have con-
cluded agreements on association with the EU. Others — e.g. Ukraine and Croatia —
do not meet this criterion for CEFTA membership. Interest in CEFTA springs from
both political and economic sources. First, there is fear of marginalization and a new
division in Europe. Secondly, there are financial and trade considerations. The problem
is one of imports from the EU being treated by CEFTA countries differently than the
less privileged imports from eastern neighbours, the countries in which transformation
is less advanced. The issue of supporting economic transformation and political
stabilization in the countries along the eastern borders of CEFTA is now on the agenda.
In this sense one can talk of CEFTA playing a pan-European role.

The time factor is important. All CEFTA countries are candidates for EU mem-
bership. These countries assume and have good reasons to count on the fact that nego-
tiations on accession will begin within a year or so, i.e. six months after Intergovemn-
mental Conference. Accession, or at least the conclusion of negotiations, is likely to
take place in the years 2000-2002.

Membership of the European Union will mean the renouncing of all economic
agreements, that is withdrawal from CEFTA. Can it be assumed that CEFTA’s role will
be merely that of an instrument of transition, or will the present cooperation have some
continuity and influence on the countries of the region also in the following decades?

As an answer to the above question three hypotheses can be advanced.

The first concems future cooperation among the present CEFTA members who
will find themselves within the borders of the enlarged EU. It cannot be assumed that
even then the process of cooperation initiated by CEFTA, e.g. technical cooperation or
consultations, will continue to develop. As demonstrated by practice to-date, in the EU
there is room for pragmatic regional cooperation, the proof of which are the Benelux
countries and the Nordic countries belonging to the Union.

The second hypothesis refers to the future of CEFTA after the first expansion of
EU. It seems that CEFTA will remain, though in a changed line-up, an important re-
gional free-trade zone and will have stronger economic links with both the (enlarged)
European Union and the eastern part of the Continent.

The third hypothesis concerns the gradual shaping of the pan-European free-trade
zone which will encompass, as far as industrial goods are concemed, the extended Eu-
ropean Union, EFTA, CEFTA (in a changed line-up) as well as other countries such as
Ukraine, Belarus and Russia, when the latter three countries adopt regulations and pro-
cedures of the World Trade Organization.
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